
L A FS Scott A. Bauer
Department Leader
Regulatory Affairs Tel: 6231393-5978 Mail Station 7636
Palo Verde Nuclear Fax: 623/393-5442 P.O. Box 52034
Generating Station e-mail: sbauer~apsc.com Phoenix, AZ 85072-2034

102-05168-SABITNW/CJJ
October 26, 2004

U. S. Nuclear Regulatory Commission
ATTN: Document Control Desk
Mail Station P1-37
Washington, DC 20555-0001

Dear Sirs:

Subject: Palo Verde Nuclear Generating Station (PVNGS)
Units 1, 2, & 3
Docket Nos. STN 50-528/529/530
Submittal of 2003 Annual Financial Reports

10 CFR 50.71 (b) requires each power production licensee to submit its financial
report, including certified financial statements, to the Commission upon issuance of
the report. Palo Verde Nuclear Generating Station (PVNGS) Units 1, 2, and 3 have
seven joint licensees who issue their annual financial reports at different times
through the year. In order to meet the 10 CFR 50.71 (b) requirement, Arizona Public
Service Company (APS), the operator of PVNGS Units 1, 2, and 3, compiles the
annual financial reports from the seven joint owners of the PVNGS Units and
submits them to the Commission all at one time.

Enclosed please find a CD containing each of the 2003 Annual Financial Reports for
the Participants who jointly own PVNGS. These Participants are Arizona Public
Service Company, Salt River Project, El Paso Electric Company, Southern California
Edison Company, Public Service Company of New Mexico, Southern California
Public Power Authority, and Los Angeles Department of Water and Power

No commitments are being made to the NRC by this letter. Should you have any
questions, please contact Thomas N. Weber at (623) 393-5764.

Sincerely,

SAB/TNW/CJJ

Enclosure - CD

cc: B. S. Mallett (all w/o enclosure)
M. B. Fields
N. L Salgado

A member of the STARS (Strategic Teaming and Resource Sharing) Alliance

Callaway * Comanche Peak * Diablo Canyon * Palo Verde * South Texas Project * Wolf Creek
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THE PEOPLE OF

EDISON INTERNATIONAL:

Hold integrity as our paramount value

Commit to excellence

Respect each other and the people

with whom we deal

These personal values we hold

and the customer value we deliver

are essential to create shareholder value.
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DFInR FEI.I.LXO ShARl Ic!II.DrAERS:

We have traveled some rough roads together in

recent times. It gives me great pleasure to confirm

that 2003 was a year of outstanding progress at Edison

International. In talking about how far we have come,

and where we are going, I want to tell you about the

principal elements of that progress. I also want to

give you some sense of the largest issues that lie

immediately ahead.

IED)IN~)N I NlI lRNAToNAI. IN

200, - A BlRIlF OVI:IRVVIINV'

This past year was remarkable from

several perspectives. It marked the

successful completion of the company's

highest priority goal since the year

zooo: to restore Southern California

Edison to financial health in the after-

math of the California power crisis.

It saw strong operating and financial performance at

Edison Mission Energy which set the foundation for a

plan to restore strength there. It prepared us to resume

new investments at Edison Capital, placed on hold the

last three years as we dedicated all our resources to rapid

recovery of financial strength across Edison Interna-

tional. Finally, it was the year in which we were able to

declare a shareholder dividend for the first time since

the power crisis.We know how important this is to you.

During 2003, outstanding performance by Edison

people across a wide range of company operations

allowed us to meet or exceed nearly every important

target we had set for the year. As a result, your stock

value increased 85% during the 2003 calendar year.

SOUTH IElRN CAtLIFOR()RN IA

LDISON IN 2003

At Southern California Edison (SCE), strong opera-

tions and intense focus resulted in final recovery of

$3.6 billion in previously unrecovered costs which we

incurred to keep power flowing to our

customers during the power crisis. Our

legal right to that recovery was affirmed

by both the California Supreme Court

and by the U.S. federal courts.

This recovery of power crisis costs in

turn paved the way for large rate

reductions to our utility customers -

in the aggregate, more than si.6 billion

in 2003. It also set the foundation for restoration of

the credit strength essential for us to serve customers

in the years to come. SCE's credit rating has now been

restored to investment grade.

SCE's earnings from continuing operations of s872

million substantially exceeded both our internal targets

and market expectations. Among many contributors to

those earnings, two stand out: excellent operating

results at our San Onofre Nuclear Generating Station

(SONGS) and the resolution of a number of outstand-

ing regulatory issues left undecided in prior years.
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SCE leads U.S. utilities in the use of renewable energy.

List year, SCE set a new record: nearly i8% of all the

kilowatt hours we provided our customers was supplied

by renewable energy. Under mandates from California

regulation, we have played a pioneering role in support-

ing the development of renewable power. At the same

time, however, the state's "standard offer" contracts for

these resources are much too costly. We will continue

to focus on bringing these costs down, even while we

continue to advocate the value of a diverse energy

resource base - including renewables.

\W'e received two notable awards in 2003. Our field

employees were recognized for a second consecutive year

with the Edison Electric Institute's annual "Emergency

Response Award" - for preserving and restoring electric

service in storm and wildfire conditions. And, for the

third consecutive year, SCE was recognized as the most

reliable utility in the western United States.

Finally, to our great disappointment, we learned recently

that at least iz employees from SCEs transmission and

distribution organization falsified information used in

customer satisfaction surveys. This was a serious breach

of the company's highest value. It is essential to our

business that everyone with whom we deal has confi-

dence in our integrity. Any violation of that value will

not be tolerated in our company.

El)ISON M ISSION ENEIR(GY IN 2003

AND) BF:YOND)

In 2003, the people of Edison Mission Energy (EME)

managed exceptionally well the difficulties arising

from the prior year's precipitous decline in U.S.

wholesale power markets. As the year began, EME

faced a daunting challenge: a total of Sl.z billion in

EME-related debt was set to mature with no clear

means for extending or refinancing that debt.

Because all EME financings are "non-recourse" to

Edison International (EIX), our shareholders are

positioned to benefit from up-side value at EME;

but, beyond the equity previously invested, they are

shielded from down-side risk. We require that EME

meet its debt challenges exclusively on the strength

of its own resources. And it is doing so.

EME people across each region operated our genera-

tion facilities at record levels in 2003, and significantly

exceeded our annual earnings and cash flow targets.

For the year, excluding impairment charges, EME

produced earnings from continuing operations of S214

million - compared with the January 2003 outlook of

no net income.

That performance made the critical difference for us.

At the beginning of 2003, debt markets priced EME

bonds as if that portion of our business would fail.

Three other major U.S. independent power compa-

nies did fail altogether last year. With strong results
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through three quarters, we were able to put forth a

comprehensive plan for going forward. By year end, the

maturing EME-related debt was paid off and ongoing

liquidity was enhanced through new borrowings and

the strength of internal cash flows.

The EME debt restructure plan will require no new

investment on the part of EIX going forward. How-

cver, in order to restore financial strength to EME

as rapidly as possible, we have placed all of EME's

non-U.S. generation facilities up for sale. This was a

difficult decision. A talented and dedicated team of

EME people developed this large and valuable diver-

sified portfolio of power plants over the past iS years.

But we believe the sale proceeds will make a decisive

difference in providing the ongoing EME with reduced

debt costs and improved financial health for the future.

We expect to complete the sale near the end of 2004.

Following the international asset sale, EME operations in

the U.S. will focus primarily on 7,500 megawatts (MNW)

of low-cost, coal-fired power generation in Illinois and

Pennsylvania selling into wholesale markets there, and

on slightly less than i,ooo MW of natural gas-fired

power generation in California selling under contract to

utility buyers. In total capacity, even after the currently

planned power plant sales, EME's power generation will

be about one and one-half times the size of SCE's power

generation. With these plants, EME will concentrate

on developing a diverse portfolio of contracts for sale

of our power, and on continuing to generate positive

margins on high volumes of energy sold.

Some of the principal power markets served by EME in

the Midwest and East currently have an oversupply of

generation resources. This means that 'capacity values"

- as reflected in customer payments for assurance that

power plants will be available when needed - are now

very limited or absent in those markets. Capacity values

will be restored at some point as the supply/demand

balance returns. Our planning does not assume that this

will happen soon; but when it does, it should further

improve our results.

I.lISON CAI'PlAI.

Last year's company achievements also allow us to look

forward to growing our Edison Capital business again.

Edison Capital had been constrained from new invest-

ments since the power crisis in order to focus the

entire company's efforts on building cash and restoring

credit. Edison Capital people contributed significantly

to that accelerated recovery effort, including providing

S225 million in dividends to the parent company last

year. Beginning this year, we are refocusing on new

investments initially concentrated in two areas in

which Edison Capital developed expertise in the past:

renewable energy and affordable housing.

WT'lATl LIFlS Alil AI) IFOR SCEl

In 2003, SCE regained the minimum financial health

necessary to assure reasonable access to capital markets

essential to the utility business. But that in itself is not

sufficient to optimize our ability to serve our customers

and shareholders well in the years to come.
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In the next several years, California's electric system

will require billions of dollars of investment in power

transmission and distribution systems. A large part of

the transmission and distribution in the State was built

40 or more years ago. These older systems are beginning

to show their age. They need to be replaced or recon-

structed on a planned basis. Compounding this need

for major new capital investment is the substantial

growth in new customers we are experiencing at SCE.

California will also need new power generating facilities.

In February and March, SCE received final state and

federal regulatory agency approvals for construction

of a critically needed addition to California's power

generating capacity. This new natural gas-fired 1,054-

MW power plant, known as Mountainview, is being

built in the heart of SCE's fastest growing customer base

east of Los Angeles County. Mountainview will come

on line just in time to help avoid an unacceptably large

risk of summer power outages in 2006.

Even as we move forward with new power generation.

SCE faces challenges with respect to its existing genera-

tion facilities which today provide both low customer

costs and fuel-supply diversity.The continued availabil-

ity of the SCE-operated Mohave coal-fired plant is

uncertain beyond the end of next year, due primarily

to issues pertaining to adequate X atcr and coal supply.

Looking further into the future, the SCE-operated

SONGS will need a large investment to replace its

existing steam generators, if it is to be counted on to

operate beyond 2009. That plant is essential to electric

system reliability and operating stability in Southern

California. As yet, however, there is no agreement on

the part of our co-owners in that facility on whether

to make that critical investment.

Now that SCE's financial health is improving, public

officials may once again be tempted to impose on us

new and costly obligations. Major new contractual

obligations, involving commitments of millions or even

billions of dollars, would again stress the company's

credit strength. Where these are not strictly necessary

to serve our customers, we will vigorously oppose them.

Where they are appropriate, we will seek reasonable

compensation for enabling others to lean on our credit.

tUNRItI.SOUlYVED) 1 -UNDAM ENTAL. ISSISUES

IN CAI.FIORNIA

Reliable electric systems require sound, long-term

planning, and major capital investments made on a

timely basis. Commitment of capital, in turn, requires

a durable legal and regulatory framework within

which that investment can take place. In the aftermath

of the power crisis, there is neither a comprehensive

framework nor a consensus on what such a framework

should look like.

In the last two years, the California Public Utilities

Commission (CPUC) has taken significant steps toward

developing an orderly plan for going forward. The

CPUC has concluded that investor-owned utilities
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should own and operate power plants and should also

contract for additional power to ensure sufficient

reserves to meet customer needs. This makes sense;

but critical questions remain unresolved.

The first is how new power generation will be built

and financed. The CPUC correctly proposes to retain

judgment to determine which plants and what mix of

utility-owned and utility-contracted plants best serve

customers. However, some argue that every nev plant

investment should be made in a statutorily prescribed

auction process, the financial credit for which would

be provided by long-term utility contracts. This would

reduce the important role of judgment in selecting

plants and would pass most market risks to utilities,

with no corresponding utility benefit.

Another key issue - as yet largely unresolved - is

whether utility customers will again be allowed to

opt out of utility systems. That raises questions about

whether investor-owned utilities will have a reasonably

predictable customer base over the next decades.

Utilities have traditionally invested in electric facilities

and recovered reasonably incurred costs from customers

through rates spread over the long lives of those assets.

To the extent that there is doubt about the practical

capacity of the California regulatory framework to allow

utilities to plan their recovery of major commitments

over as much as three decades, customer risks and

costs will go up.

A high-priority task for your management team in

the next year or years will be to advocate effectively to

state officials the adoption of a sound, comprehensive

legal and regulatory framework to ensure, at reasonable

cost, California electric system reliability. Southern

California Edison's future health depends on providing

our customers those essential values.

IN CONCILt.!SION

The accomplishments of the past year are attributable

in large part to the focus, talent, experience and energies

of the people who make their careers with our company.

They are outstanding at what they do.

Thanks are also due to our Board of Directors.

I especially want to recognize two retiring directors,

Joan Hanley and Dan Tellep. They have given us

many years of sound guidance and counsel.

Finally, we extend our deepest thanks to you, our

shareholders. Your investment in us is what makes our

business possible. We are committed to seeing to it

that you will be well-served by your investment in us.

Sincerely,

5-.
John E. Bryson
Chairman of the Board,
President and Chief Executive Officer

March 24, 2004
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EDISON INTERNATIONAL

Edison International, through its subsidiaries, is an electric power generator, distributor and structured finance provider.

Headquartered in Rosemead, California, Edison International is the parent company of Southern California Edison

- a regulated electric utility - and two nonutility businesses: Edison Mission Energy and Edison Capital.

Edison International's operating companies have principal offices in California, Boston, Chicago, Washington, D.C.,

Australia, Singapore, and the United Kingdom.
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IManagement's Discussion and Analysis of Financial Condition and Results of Operations

INTRODUCTION

This Management's Discussion and Analysis of Financial Condition and Results of Operations (MD&A)
contains forward-looking statements. These statements are based on Edison International's knowledge of
present facts, current expectations about future events and assumptions about future developments.
Forward-looking statements are not guarantees of performance; they are subject to risks and uncertainties
that could cause actual future outcomes and results of operations to be materially different from those set
forth in this discussion. Important factors that could cause actual results to differ are discussed
throughout this MD&A.

Edison International is engaged in the business of holding, for investment, the common stock of its
subsidiaries. Edison International's principal operating subsidiaries are Southern California Edison
Company (SCE), Edison Mission Energy (EME) and Edison Capital. Mission Energy Holding Company
(MEHC) is a holding company for EME. SCE comprises the largest portion of the assets and revenue of
Edison International. In this MD&A, except when stated to the contrary, references to each of Edison
International, SCE, EME, Edison Capital or MEIIC mean each such company with its subsidiaries on a
consolidated basis. References to Edison International (parent) or parent company mean Edison
International on a stand-alone basis, not consolidated with its subsidiaries. References to SCE, EME,
Edison Capital or MEHC followed by (stand alone) mean each such company alone, not consolidated
with its subsidiaries.

This MD&A is presented in 13 major sections. The MD&A begins with an Edison International
management overview and a brief review of the company's consolidated earnings for 2003. Following is
a company-by-company discussion of Edison International's principal operating subsidiaries (SCE,
MEI IC and EME, Edison Capital) and Edison International (parent). Each principal operating
subsidiary's discussion includes a management overview and discussions of liquidity, market risk
exposures, and other matters (as relevant to each principal operating subsidiary). The remaining sections
discuss Edison International on a consolidated basis, including results of operations and historical cash
flow analysis, discontinued operations, acquisitions and dispositions, critical accounting policies, new
accounting principles, commitments and guarantees, off-balance sheet transactions, and other
developments. These sections should be read in conjunction with each subsidiary's section.

Page
Edison International: Management Overview 2
SCE 4
MEl IC and EME 22
Edison Capital 56
Edison International (Parent) 59
Results of Operations and I listorical Cash Flow Analysis 61
Discontinued Operations 72
Acquisitions and Dispositions 73
Critical Accounting Policies 74
New Accounting Principles 81
Commitments and Guarantees 84
Off-Balance Sheet Transactions 88
Other Developments 92
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IManagement's Discussion and Analysis of Financial Condition and Results of Operations

EDISON INTERNATIONAL

EDISON INTIlERNATIONAI,: MANAGEMENT OVERVIEW

Edison International was significantly impacted by California's energy crisis, which began in late 2000,
and by world-wide developments during 2001 and 2002 that adversely affected independent power
producers and merchant generators. Therefore, Edison International's primary management focus in 2003
continued to be restoring the company's financial health. In this regard, three objectives w ere particularly
critical:

Validating and completing SCE's recovery of power procurement costs arising from the energy crisis.
In July 2003, SCE completed recovery of $3.6 billion of procurement-related obligations through the
regulatory account known as the Procurement-Related Obligations Account (PROACT). By late
2003, both the California Supreme Court and the United States Court of Appeals for the Ninth Circuit
(Ninth Circuit) had issued decisions upholding the 2001 CPUC settlement agreement that provided
for creation of the PROACT and SCE's recovery of procurement-related costs. (See "SCE:
Regulatory Mattcrs-Gencration and Power Procurement-CPUC Litigation Settlement Agreement,"
and "-PROACT Regulatory Asset").

Comprehensively addressing the indebtedness at EME and its subsidiaries that mature or expire in
2003 and 2004, with a focus on debt reduction. In December 2003, EME's subsidiary, Mission
Energy Holding International, Inc., received funding under a three-year, $800 million secured loan
which was used, together with other internally generated cash, to repay $1.2 billion of EME and
Edison Mission Midwest Holdings indebtedness. See further discussion under "MEHC and EME:
Liquidity-Key Financing Developments." This was the first step in a four-part restructuring plan
announced in November 2003. The remaining steps are described below.

* Positioning the company to resume common stock dividends. In November 2003, Edison
International paid previously deferred interest on its quarterly income debt securities, which was a
precondition to declaring a common stock dividend. In December 2003, the Board of Directors of
Edison International declared a 200 per share common stock quarterly dividend. The $65 million
dividend payment was made on January 30, 2004.

In 2004, Edison International's management intends to focus on continuing the company's financial
recovery and resuming investments in growth at Edison Capital. Key objectives in 2004 include:

* Completing the remaining three steps in EME's four-part restructuring plan, which consists of
refinancing indebtedness associated with EME's Illinois plants, including termination of the lease at
the Collins Station, selling some or all of EME's international operations and using the proceeds of
asset sales to reduce EME's consolidated indebtedness. See further discussion in "MEHC and EME:
Management Overview-EME's Restructuring Plan" and "MEHC and EME: Liquidity-Key
Financing Developments-EME's Subsidiary Financing Plans-Agreement in Principle to Terminate
the Collins Station Lease," and "-Edison Mission Midwest Holdings."

* Reducing Edison International (parent)'s debt. At December 31, 2003, Edison International (parent)
had outstanding $618 million of notes due September 2004. During January and February 2004,
Edison International repurchased approximately $46 million of these notes, leaving a remaining
balance of $572 million of notes due in September 2004. (See "Edison International (Parent):
Liquidity Issues").

2
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Edison International

* Making important investments at SCE to ensure electric reliability. SCE currently plans to invest up
to 59 billion over the next five years to replace and expand distribution and transmission
infrastructure and construct and replace generation assets. (See "SCE: Management Overview").

* Restarting investments at Edison Capital in affordable housing and electric infrastructure, ending a
three-year investment hiatus (see "Edison Capital: Management Overview").

Edison International's recorded earnings were $821 million or S2.52 per share in 2003, compared to
1. I billion or $3.31 per share in 2002, which included a gain of $480 million related to a regulatory decision

on SCE's utility-retained generation (URG). Excluding this one-time 2002 gain, Edison International's
earnings from continuing operations in 2003 increased $124 million over 2002. Major factors contributing to
the increase of S 124 million over the prior year included the resolution of significant regulatory proceedings
at SCE, the impact of higher United States wholesale energy prices on EME, increased generation from
EME's Homer City plant and the absence of write-offs incurred in 2002 at EME. These positive impacts to
earnings were partially offset in 2003 by asset impairment charges at EME. Edison International's
consolidated earnings for 2003 also included a gain on an SCE asset sale and related operating earnings
totaling S50 million reported in discontinued operations, and charges of S9 million for the cumulative effect
of a change in accounting principles at EME. For a detailed review and analysis of the consolidated results
of operations and historical cash flows, see "Results of Operations and IHistorical Cash Flow Analysis"
section.

3
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Management's Discussion and Analysis of Financial Condition and Results of Operations

SOUTHERN CALIFORNIA EDISON COMPANY

SCE: NMANAGEM ENT OVERV'I EWV

Background

SCE is an investor-owned utility company providing electricity to retail customers in central, coastal and
southern California. SCE is regulated by the California Public Utilities Commission (CPUC) and the
Federal Energy Regulatory Commission (FERC). SCE bills its customers for the sale of electricity at
rates authorized by these two commissions. These rates are categorized into two groups: base rates and
cost-recovery rates.

Base Rates: Revenue arising from base rates is designed to provide SCE a reasonable opportunity to
recover its costs and earn an authorized return on the net book value of SCE's investment in generation
and distribution plant (or rate base). Base rates provide for recovery of operations and maintenance
(O&M) costs, capital-related carrying costs (depreciation, taxes and interest) and a return or profit, on a
forecast basis. Base rates related to SCE's generation and distribution functions are currently authorized
by the CPUC through a General Rate Case (GRC) proceeding. In a GRC proceeding, SCE files an
application with the CPUC to update its authorized annual revenue requirement. After a review process
and hearings, the CPUC sets an annual revenue requirement by multiplying an authorized rate of return,
determined in annual cost of capital proceedings (as discussed below), by rate base, then adding to this
amount the adopted O&M costs and capital-related carrying costs. Adjustments to the revenue
requirement for the remaining years of a typical three-year GRC cycle are requested from the CPUC
based on criteria established in a GRC proceeding for escalation in O&M costs, changes in capital-related
costs and the expected number of nuclear refueling outages. Variations in generation and distribution
revenue arising from the difference between forecast and actual electricity sales are recorded in balancing
accounts for future recovery or refund, and do not impact SCE's operating profit, while differences
between forecast and actual costs, other than cost-recovery costs (see below), do impact profitability.

SCE's capital structure, including the authorized rate of return, is regulated by the CPUC and is
determined in annual cost of capital proceedings. The rate of return is a blend of a return on equity and
cost of long-term debt and preferred stock. SCE's 2003 cost of capital decision, issued on November 7,
2002, will remain in effect throughout 2004. Accordingly, SCE's CPUC-authorized rate of return of
9.75%, return on common equity of 11.6% and authorized rate-making capital structure will be
maintained through 2004.

Current CPUC ratemaking also provides for performance incentives or penalties for differences between
actual results and GRC-determined standards of reliability, customer satisfaction and employee safety.

Base rate revenue related to SCE's transmission function is authorized by the FERC in periodic
proceedings that are similar to the CPUC's GRC proceeding, except that requested rate changes are
generally implemented when the application is filed, and revenue is subject to refund until a FERC
decision is issued. SCE currently receives approximately $260 million in annual revenue to recover the
costs associated with its transmission function and to earn a reasonable return on its SI. I billion
transmission rate base.

Cost-Recovery Rates: Revenue requirements to recover SCE's costs of fuel, power procurement,
demand-side management programs, nuclear decommissioning costs, and rate reduction debt
requirements are authorized in various CPUC proceedings on a cost-recovery basis, with no markup for
return or profit. Approximately 50% of SCE's annual revenue relates to the recovery of these costs.
Although the CPUC authorizes balancing account mechanisms to refund or recover any differences

4
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Edison International

between estimated and actual costs in these categories in future proceedings, under- or ovcr-collections in
these balancing accounts can build rapidly due to fluctuating prices (particularly in power procurement)
and can greatly impact cash flows. The majority of costs eligible for recovery are subject to CPUC
reasonableness reviews, and thus could negatively impact earnings and cash flows if found to be
unreasonable and disallowed.

As described below under "SCE: Regulatory Matters-Generation and Power Procurement-CDWR
Power Purchases and Revenue Requirement Proceedings," the California Department of Water Resources
(CDWR) began purchasing power on behalf of utility customers during the California energy crisis. In
addition to billing its customers for SCE's power procurement activities, SCE also bills and collects from
its customers for power purchased and sold by the CDWR, CDWR bond-related charges and direct access
exit fees. These amounts are remitted to the CDWR as they are collected and are not recognized as
revenue by SCE. As a result, these transactions should have no impact on SCE's earnings or cash flow.

For a discussion of important issues related to the rate-making process, see the "SCE: Regulatory
Matters" section.

SCE Issues Overview

This overview discusses key business issues facing SCE. It is not intended to be an exhaustive
discussion. It includes issues that could materially affect SCE's earnings, cash flow or business risk. The
overview includes a discussion of current and planned capital expenditures (including the acquisition and
construction of the Mountainview project, either potential expenditures or the possibility of a shutdown at
the Mohave Generating Station (Mohave), and costs of replacing the steam generators at the San Onofre
Nuclear Generating Station (San Onofre)), anticipated procurement requirements (including the effects of
a resource adequacy requirement, community aggregation, and related ratemaking), and the 2003 and
2006 CPUC General Rate Cases.

The issues discussed in this overview are described in more detail in the remainder of this "Southern
California Edison Company" section.

SCE's utility business is experiencing significant growth in actual and planned capital expenditures. SCE
plans to spend up to S1.9 billion during 2004, compared to S1.2 billion in 2003. The growth in spending
will require a partial reinvestment of earnings and issuance of debt securities to maintain a balanced
capital structure, as required by the CPUC. For 2005 and beyond, capital spending is anticipated to
remain at levels substantially above historical levels, but somewhat below planned spending for 2004.

Each of SCE's business areas (distribution, transmission and generation) is contributing to the capital
spending growth. The distribution area, which represents approximately 70% of SCE's rate base, is
experiencing continued expansion of the number of customer accounts. Beginning with a base of
4.6 million active accounts, for 2004, SCE expects to add approximately 60,000 new accounts, and
forecasts a similar level of activity over the next several years. SCE also forecasts that it will need to
accelerate the replacement of distribution poles, transformers and other infrastructure to maintain existing
levels of system reliability.

SCE forecasts that expenditures for transmission facilities will substantially increase over the balance of
the decade. SCE is now planning for and beginning to construct new substations to meet customer load-
growth requirements. Moreover, SCE is conducting preliminary engineering on new and existing
transmission lines that would expand the capacity to bring in additional energy from the Southwest.

In 2004, generation capital expenditures will increase dramatically, driven primarily by the recently
approved Mountainview project. In addition, SCE will spend in excess of S50 million at the San Onofre
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plant to construct facilities to protect the site against a design basis threat as determined by the Nuclear
Regulatory Commission. These expenditures are in addition to ongoing capital expenditures to maintain
the safety and reliability of SCE's nuclear, coal and hydroelectric facilities. Beyond 2004, SCE may
replace the San Onofre steam generators in the 2009-2010 time frame. Given the lead-timc requirements
to fabricate the steam generators, SCE must make commitments to begin fabrication during 2004.

Recently, the CPUC ordered all load-serving entities to procure sufficient resources to meet their
customers' needs. This resource adequacy requirement phases in over the 2005-2008 period and requires
planning reserve margins of 15-17% of peak load. This resource adequacy requirement, combined with
the anticipated closure of Mohave at the end of 2005, expected reductions in deliveries under CDWR
contracts, expected expiration of contracts with some independent power producers known as qualifying
facilities (QFs), and expected peak-load growth of 1.5-2.0% per year, will rcquire SCE to cither construct
new generation facilities or enter into additional power-purchase contracts to provide for forecasted
customer requirements. Implementation of the CPUC order will be addressed in workshops commencing
in mid-March 2004.

At the same time that SCE is evaluating new generation investments and contractual obligations, SCE has
raised fundamental concerns about the stability of its customer base in the CPUC's ongoing long-term
procurement proceeding. The CPUC's direct access rules, the possible expansion of community choice
aggregation, other forms of municipalization, and application of exit fees to departing customers all affect
the ability of SCE to retain bundled service customers (customers who purchase power from SCE). It is
SCE's goal to ensure that customers who depart from utility generation service pay their fair share of
costs, and that costs are not unfairly shifted to remaining bundled service customers, which could have the
effect of increasing SCE's rates and causing more customers to seek alternative providers.

SCE is aware that the concern for high rates was a contributing factor that led California regulators to
deregulate the electric services industry in the mid-1990's. Today, SCE's system average rate is 12.30-
per-kilowatt-hour (kWh) for bundled service customers and its average monthly bill is S79. On a cents-
per-kWh basis, SCE's average rate is above the national average, but similar to the other investor-owned
electric utilities in California. Therefore, SCE is focused on providing bundled service customers
competitive and stable electric rates. But this focus must be balanced with the obligation to safely and
reliably serve customers.

At the beginning of 2003, SCE resumed procurement of power for its bundled service customers. During
2003, much of management's attention was focused on establishing fair and reasonable rules for the
procurement of power for utility customers. Additional work is needed. For 2004 and 2005, SCE
forecasts that it will have a residual long position in the majority of hours. SCE's residual-net long
position arises primarily because of the CPUC's allocation of CDWR contract energy. For the reasons
listed above, such as customer growth and run-off of existing contracts, SCE expects to have substantially
greater power procurement requirements beyond 2005. The acquisition and construction of the
Mountainview project, the replacement of the San Onofre steam generators and the expansion of
transmission facilities are all part of SCE's plan to meet a portion of expected customer requirements.
However, even more additional resources will be needed to meet those expected requirements.

To promote and ensure recovery of both generation investments and contract costs, SCE has established a
corporate priority to secure a fair and durable regulatory framework. To this end, SCE supports adoption
of Assembly Bill 2006, introduced by California's Speaker of the Assembly Fabian Nunez. The bill is
pending before the California State Assembly.

SCE is in the final stages of its 2003 GRC proceeding, which will set annual base rates for the years
2003-2005 years. On February 13, 2004, SCE received a proposed decision from the administrative law
judge that heard the 2003 GRC. SCE is seeking a $251 million increase in its annual base rate revenue,
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but the proposed decision would allow only a S 15 million increase. SCE is disappointed with the
proposed decision and will press for reinstatement of its requested amount by the CPUC commissioners.
The CPUC commissioners can accept, reject, or modify any proposed decision.

SCE is now preparing its 2006 General Rate Case. SCE's preliminary application files in August 2004,
with the application scheduled to file before year-end 2004. With the expected growth in capital spending
discussed above, SCE expects that it will need further increases in its revenue requirement.

SCE: LIQUIDITY ISSUES

SCE's liquidity is primarily affected by under- or over-collections of procurement-related costs as
discussed in "SCE: Management Overview-Background" and access to capital markets or external
financings. In the fourth quarter of 2003, Moody's Investors Service and Standard & Poor's both raised
SCE's credit ratings to investment grade.

At December 31, 2003, SCE had cash and equivalents of $95 million. SCE's long-term debt, including
current maturities, at December 31, 2003, was $4.5 billion. SCE has a $700 million credit facility that
expires in December 2006. SCE drew $200 million on the facility on December 19, 2003. In addition,
the facility supported letters of credit in the amount of $33 million at year-end 2003. At December 31,
2003, SCE had borrowing capacity under its credit facility of $467 million. SCE's 2004 cash
requirements consist of:

c S 125 million of 5.875% bonds due in September 2004;

* Approximately $246 million of rate reduction notes that are due at various times in 2004, but which
have a separate cost recovery mechanism approved by state legislation and CPUC decisions;

o Projected capital expenditures of $1.9 billion, including the investment in the Mountainview project
and related capital expenditures (see "Acquisitions and Dispositions");

* Dividend payments to SCE's parent company;

* Fuel and procurement-related costs; and

o General operating expenses.

SCE expects to meet its continuing obligations and cash outflows for undercollections (if incurred)
through cash and equivalents on hand, operating cash flows and short-term borrowings, when necessary.
Projected capital expenditures are expected to be financed through cash flows and the issuance of long-
term debt.

SCE's capital structure is regulated by the CPUC. SCE's CPUC-authorized common equity to total
capitalization ratio level is 48%. On October 16, 2003, SCE transferred, through a dividend to Edison
International, $945 million of equity that exceeded the CPUC-authorized level. This dividend wvas a first
step to rebalance SCE's capital structure in accordance with CPUC requirements. As of December 31,
2003, SCE's common equity to total capitalization ratio, for rate-making purposes, was approximately
55%.

In January 2004, SCE issued $975 million of first and refunding mortgage bonds. The issuance included
S300 million of 5% bonds due in 2014, $525 million of 6% bonds due in 2034 and $150 million of
floating rate bonds due in 2006. The proceeds were used to redeem $300 million of 7.25% first and
refunding mortgage bonds due March 2026, $225 million of 7.125% first and refunding mortgage bonds
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due July 2025, $200 million of 6.9% first and refunding mortgage bonds due October 2018, and
$100 million ofjunior subordinated dcefrrable interest debentures due Junc 2044. In March 2004, SCE
remarketed approximately $550 million of pollution-control bonds with varying maturity dates ranging
from 2008 to 2040.

SCE resumed procurement of its residual-net short (the amount of energy needed to serve SCE's
customers from sources other than its own generating plants, power-purchase contracts and CDWR
contracts) on January 1, 2003, and as of December 31, 2003, had posted approximately $66 million
($33 million in cash and $33 million in letters of credit) as collateral to secure its obligations under
power-purchasc contracts and to transact through the Independent System Operator (ISO) for imbalance
energy. SCE's collateral requirements can vary depending upon the level of unsecured credit extended by
counterparties, the ISO's credit requirements, changes in market prices relative to contractual
commitments, and other factors.

SCE's liquidity may be affected by, among other things, matters described in "SCE: Regulatory
Matters-Generation and Power Procurement-CPUC Litigation Settlement Agreement," "-CDWR
Power Purchases and Revenue Requirement Proceedings," and "-Generation Procurement Proceedings"
sections.

SCE: MARKET RISK EXPOSURES

SCE's primary market risks include fluctuations in interest rates, generating fuel commodity prices and
volume and counterparty credit. Fluctuations in interest rates can affect earnings and cash flows.
However, fluctuations in fuel prices and volumes and counterparty credit losses temporarily affect cash
flows, but should not affect earnings.

Interest Rate Risk

SCE is exposed to changes in interest rates primarily as a result of its borrowing and investing activities
used for liquidity purposes and to fund business operations, as well as to finance capital expenditures.
The nature and amount of SCE's long-term and short-term debt can be expected to vary as a result of
future business requirements, market conditions and other factors. In addition, SCE's authorized return
on common equity (11.6% for 2003 and 2004), which is established in SCE's annual cost of capital
proceeding, is set on the basis of forecasts of interest rates and other factors.

At December 31, 2003, SCE did not believe that its short-term debt and current portion of long-term debt
and preferred stock was subject to interest rate risk, due to the fair market value being approximately
equal to the carrying value.

At December 31, 2003, the fair market value of SCE's long-term debt was S4.4 billion. A 10% increase
in market interest rates would have resulted in a $166 million decrease in the fair market value of SCE's
long-term debt. A 10% decrease in market interest rates would have resulted in a S183 million increase in
the fair market value of SCE's long-term debt. At December 31, 2003, the fair market value of SCE's
preferred stock subject to mandatory redemption was $139 million. A 10% increase in market interest
rates would have resulted in a S 12 million decrease in the fair market value of SCE's preferred stock
subject to mandatory redemption. A 10% decrease in market interest rates would have resulted in a
$14 million increase in the fair market value of SCE's preferred stock subject to mandatory redemption.

Generating Fuel Commodity Price Risk

SCE's purchased-power expense in 2003 was approximately 38% of SCE's total operating expenses.
SCE recovers its reasonable power procurement costs through regulatory mechanisms established by the
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CPUC. The California public utilities code provides that the CPUC shall adjust rates, or order refunds, to
amortize undercollections or overcollections of power procurement costs. Until January 1, 2006, the
CPUC must adjust rates if the undercollection or overcollection exceeds 5% of SCE's prior year's
procurement costs, excluding revenue collected for the CDWR. As a result of these regulatory
mechanisms, changes in energy prices may impact SCE's cash flows but should have no impact on
earnings.

On January 1, 2003, SCE resumed procurement of its residual-net short. SCE forecasts that it will have a
residual long position in the majority of hours for 2004. SCE's residual-net long position arises from an
expected increase in deliveries under CDWR contracts allocated to SCE's customers. SCE has
incorporated a price and volume forecast from expected sales of residual-net long power in its 2004
procurement plan filed with the CPUC, as well as in the revenue forecast used for setting rates. If actual
prices or volumes vary from forecast, SCE's cash flow would be temporarily impacted, but should not
affect earnings. For 2004 and beyond, several factors could cause SCE's residual-net short to be much
larger than expected, including the return of direct access customers (customers who choose to purchase
power directly from an electric service provider other than SCE) to utility service, lower utility generation
due to expected or unexpected outages or plant closures, lower deliveries under third-party power
contracts, higher than anticipated demand for electricity, or displacement of existing generation resources
with economic short-term transactions. Such an increase in procurement requirements could lead to
temporary revenue undercollections if the costs to purchase the additional energy were to exceed the
amount recovered in rates.

SCE anticipates it will need to purchase additional capacity and/or ancillary services to meet its
peak-energy requirements in 2004 and 2005. In 2006, SCE's residual-net short exposure will increase
significantly from the reduction in expected CDWR power deliveries, expiration of certain contracts with
QFs, expected shutdown of Mohave, and load growth.

Pursuant to CPUC decisions, SCE, as the CDWR's limited agent, arranges for natural gas and performs
related services for CDWR contracts allocated to SCE by the CPUC. Financial and legal responsibility
for the allocated contracts remains with the CDWR. The CDWR, through the coordination of SCE, has
hedged a portion of its expected natural gas requirements for certain contracts allocated to SCE. To the
extent the price of natural gas were to increase above the levels assumed for cost recovery purposes,
California state law permits the CDWR to recover its actual costs through rates established by the CPUC.
This would affect rates charged to SCE's customers, but would not affect SCE's earnings or cash flows.

SCE purchases power from QFs under CPUC state-mandated contracts. Contract energy prices for most
nonrenewable QFs are tied to the Southern California border price of natural gas established on a monthly
basis. The CPUC has authorized SCE to hedge a majority of its natural gas price exposure associated
with these QF contracts. During 2003, SCE substantially hedged the risk of increasing natural gas prices
through hedging instruments purchased in late 2001 pursuant to authority granted by the CPUC. The cost
of these hedging instruments was recovered through PROACT. None of these hedging instruments were
outstanding as of December 31, 2003. The CPUC approved SCE's short-term resource plan, which
includes hedging of natural gas price exposure for its existing QF contracts for 2004. These hedging costs
are recovered through a balancing account known as Energy Resource Recovery Account (ERRA) and
should have no impact on earnings. SCE cannot predict with certainty whether in the future it will be able
to hedge customer risk for other commodities on favorable terms or that the cost of such hedges will be
fully recovered in rates.

Credit Risk

Credit risk arises primarily due to the chance that a counterparty under various purchase and sale
contracts will not perform as agreed or pay SCE for energy products delivered. SCE uses a variety of
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strategies to mitigate its exposure to credit risk. SCE's risk management committee regularly reviews
procurement credit exposure and approves credit limits for transacting with counterparties. SCE follows
the credit limits established in its CPUC-approved procurement plan, and accordingly believes that any
losses which may occur should be fully recoverable from customers, and therefore should not affect
earnings.

SCE: REGULATORY MATTERS

This section of the MD&A describes SCE's regulatory matters in three main subsections:

* generation and power procurement;

* transmission and distribution; and

* other regulatory matters.

Generation and Power Procurement

CPUC Litigation Settlement Agreement

During the California energy crisis, prices charged by sellers of wholesale power escalated far beyond
what SCE was permitted by the CPUC to charge its customers. In November 2000, SCE filed a lawsuit
against the CPUC in federal district court seeking a ruling that SCE is entitled to full recovery of its
electricity procurement costs incurred during the energy crisis in accordance with the tariffs filed with the
FERC. In October 2001, SCE and the CPUC entered into a settlement of SCE's lawsuit against the
CPUC. A key element of the 2001 CPUC settlement agreement was the establishment of a $3.6 billion
regulatory balancing account, called the PROACT, as of August 31, 2001. The Utility Reform Network
(TURN) and other parties appealed to the Ninth Circuit seeking to overturn the stipulated judgment of the
federal district court that approved the 2001 CPUC settlement agreement. On September 23, 2002, the
Ninth Circuit issued its opinion affirming the federal district court on all claims, with the exception of the
challenges founded upon California state law, which the Ninth Circuit referred to the California Supreme
Court.

On August 21, 2003, the California Supreme Court issued its decision on the certified questions on
challenges founded upon California state law, concluding that the 2001 CPUC settlement agreement did
not violate Califomia law in any of the respects raised by the Ninth Circuit. Specifically, the California
Supreme Court concluded that: (I) the commissioners of the CPUC had the authority to propose the
stipulated judgment under the provisions of California's restructuring statute, Assembly Bill 1890, as
amended or impacted by subsequent legislation; (2) the procedures employed by the CPUC in entering
the stipulated judgment did not violate California's open meeting law for public agencies; and (3) the
stipulated judgment did not violate California's public utilities code by allegedly altering rates without a
public hearing and issuance of findings.

On October 22, 2003, the California Supreme Court denied TURN's petition for rehearing of the decision.
The matter was returned to the Ninth Circuit for final disposition, subject to any efforts by TURN to
pursue further federal appeals. On December 19, 2003, the Ninth Circuit unanimously affirmed the
original stipulated judgment of the federal district court, and no petition for rehearing was filed. On
January 12, 2004, the Ninth Circuit issued its mandate, relinquishing jurisdiction of the case and returning
jurisdiction to the federal district court. TURN and those parties whose appeals to the Ninth Circuit were
consolidated with TURN's appeal currently have 90 days from December 19, 2003 in which to seek
discretionary review from the United States Supreme Court. SCE continues to believe it is probable that
recovery of its past procurement costs through regulatory mechanisms, including the PROACT, will not
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be invalidated. However, SCE cannot predict with certainty the ultimate outcome of further legal
proceedings, if any.

PROA CT Regulatory Asset

In accordance with the 2001 CPUC settlement agreement described above and an implementing
resolution adopted by the CPUC, in the fourth quarter of 2001, SCE established the PROACT regulatory
balancing account, with an initial balance of approximately $3.6 billion. The initial balance reflected the
net amount of past procurement-related liabilities to be recovered by SCE. On a monthly basis, the
difference between SCE's revenue from retail electric rates (including surcharges) and the costs that SCE
was authorized by the CPUC to recover in retail electric rates was applied to the PROACT until SCE
fully recovered the balance.

At July 31, 2003, the PROACT regulatory balancing account was overcollected by S148 million. On
October 14, 2003, the CPUC approved SCE's advice filing which allowed SCE to transfer this July 31,
2003 overcollected PROACT balance and a temporary surcharge balancing account overcollection
(see "-Generation and Power Procurement-Temporary Surcharges") to the ERRA (discussed below)
on August 1, 2003, and to implement a S1.2 billion customer rate reduction effective August 1, 2003.

Energy Resource Recovei Account Proceedings

In an October 24, 2002 decision, the CPUC established the ERRA as the rate-making mechanism to track
and recover SCE's: (I) fuel costs related to its generating stations; (2) purchased-power costs related to
cogeneration and renewable contracts; (3) purchased-power costs related to existing interutility and
bilateral contracts that were entered into before January 17, 2001; and (4) new procurement-related costs
incurred on or after January 1, 2003 (the date on which the CPUC transferred back to SCE the
responsibility for procuring energy resources for its customers). As described in "SCE: Management
Overview," SCE recovers these costs on a cost-recovery basis, with no markup for return or profit. SCE
files annual forecasts of the above-described costs that it expects to incur during the following year. As
these costs are subsequently incurred, they will be tracked and recovered through the ERRA, but are
subject to a reasonableness review in a separate annual ERRA application. If the ERRA overcollection or
undercollection exceeds 5% of SCE's prior year's procurement costs, SCE can request an emergency rate
adjustment in addition to the annual forecast and reasonableness ERRA applications.

SCE submitted its first ERRA forecast application in April 2003, in which it forecast procurement-related
costs for the 2003 calendar year of $2.5 billion. On January 22, 2004, the CPUC issued a decision that
approved SCE's forecast as submitted. The CPUC issued a proposed decision on February 24, 2004,
approving SCE's 2004 forecast revenue requirement and rates for both generation and delivery services.

In October 2003, SCE submitted its first ERRA reasonableness review application, in which it requested
the CPUC find its procurement-related operations during the period from September 1, 2001 through
June 30, 2003 to be reasonable. Because this is the first annual review of this activity, pursuant to new
California state law, the CPUC's interpretation and application of California state law is uncertain. SCE
cannot predict with certainty the outcome of its application and recovery of its procurement-related
operations costs.

Pursuant to the assigned commissioner's scoping memo issued on December 9, 2003, the CPUC's Office
of Ratepayer Advocates (ORA) was allowed to review the accounting calculations used in the PROACT
mechanism. The ORA testimony, due on March 19, 2004, will include an audit of these accounting
calculations. Hearings are scheduled to be held during April 2004.
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Utilit-Retained Generation

As a result of an April 2002 CPUC decision, SCE's retained generation assets were returned to cost-of-
service ratemaking after operating in a deregulated environment since 1998. The CPUC decision
provided for the: (1) recovery of costs for all URG components other than San Onofre Units 2 and 3,
subject to reasonableness review by the CPUC; (2) retention of the incremental cost incentive pricing
mechanism (ICIP) for San Onofre Units 2 and 3 through 2003; (3) establishment of an amortization
schedule for SCE's nuclear facilities that reflects their current remaining Nuclear Regulatory Commission
license durations, using unamortized balances as of January 1, 2001 as a starting point; (4) establishment
of balancing accounts for the costs of utility generation, purchased power, and ancillary services
purchased from the ISO; and (5) continuation of the use of SCE's last CPUC-authorized return on
common equity of 11.6% for SCE's URG rate base other than San Onofre Units 2 and 3, and the 7.35%
return on rate base for San Onofre Units 2 and 3 under the ICIP. SCE will operate under the April 2002
CPUC decision until implementation of the 2003 GRC (sec "-Transmission and Distribution-2003
General Rate Case Proceeding").

CD WR P'ower Purchases and Revenue Requirement Proceedings

In accordance with an emergency order by the Governor of California, the CDWR began making
emergency power purchases for SCE's customers on January 17,2001. In February 2001, a California
law was enacted which authorized the CDWR to: (1) enter into contracts to purchase electric power and
sell power at cost directly to SCE's retail customers; and (2) issue bonds to finance those electricity
purchases. During the fourth quarter of 2002, the CDWR issued $1 I billion in bonds to finance its
electricity purchases. The CDWR's total statewide power charge and bond charge revenue requirements
are allocated by the CPUC among the customers of SCE, Pacific Gas and Electric (PG&E) and San Diego
Gas & Electric (SDG&E). Amounts billed to and collected from SCE's customers for electric power
purchased and sold by the CDWR (approximately $1.7 billion in 2003) are remitted directly to the
CDWR and are not recognized as revenue by SCE.

Direct Access P'roceedings

From 1998 through mid-September 2001, SCE's customers were able to choose to purchase power
directly from an electric service provider other than SCE (thus becoming direct access customers) or
continue to purchase power from SCE. During that time, direct access customers received a credit for the
generation costs SCE saved by not serving them, resulting in additional undercollected power
procurement costs to SCE during 2000 and 2001. On March 21, 2002, the CPUC issued a decision
affirming that new direct access arrangements entered into by SCE's customers after September 20, 2001
are invalid. That decision did not affect direct access arrangements in place before that date.

In May 2003, a CPUC decision allowed customers with valid direct access arrangements to switch back
and forth between bundled service provided by SCE and direct access. This decision, as well as CPUC
decisions or proceedings discussed below, affects SCE's ability to predict the size of its customer base,
the amount of bundled service load for which it must procure or generate electricity, its net-short position
and its ability to plan for resource requirements.

The CPUC has received several petitions requesting clarification of previous decisions on whether to
allow load growth on existing direct access accounts or add new accounts if necessary to accommodate
direct access customers who relocate their facilities. Recently, the CPUC agreed, in response to one of
these petitions, to allow direct access customers to add new accounts when relocating facilities as long as
there is no increase in a customer's total eligible direct access load. SCE cannot predict how the CPUC
will rule on the remaining petitions. If the CPUC allows load growth on existing direct access accounts
and allows new direct access accounts to be added notwithstanding the suspension of direct access, the
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level of direct access load in SCE's territory could rise considerably, resulting in a shift of a greater
portion of SCE's costs to bundled service customers.

The CPUC has also opened a proceeding to identify issues relating to the implementation of a 2002
California law authorizing community choice aggregation. This form of direct access allows local
governments to combine the loads of its residents, businesses, and municipal facilities in a community-
wide electricity buyers program and to create an entity called a community choice aggregator. Hearings
on this matter are scheduled to begin in May 2004. Depending on how many, if any, cities choose to
participate in community choice aggregation, a large amount of load could depart from SCE's bundled
service, resulting in additional shifting of cost responsibility.

The CPUC has issued decisions or has opened proceedings to establish various charges (exit fees) for
customers who (I) switch to another electric service provider, (2) switch to a municipal utility; or
(3) install onsite generation facilities or arrange to purchase power from another entity that installs such
facilities. The charges recovered from these customers are used to reduce SCE's rates to bundled service
customers and have no impact on earnings.

Temporary Surcharges

A March 2001 CPUC decision, authorized a 30-per-kWh revenue surcharge to SCE's customers and
made permanent a I 0-per-kWh surcharge to SCE's customers authorized in January 2001. In addition,
the CPUC authorized an additional 0.60-per-kWh catch-up surcharge for a twelve-month period,
beginning in June 2001, to compensate SCE for a delay in collecting the 30-per-kWh surcharge. These
surcharges were used for SCE's procurement costs.

The CPUC later allowed the continuation of the 0.60-per-kWh catch-up surcharge. Amounts collected
between June 2002 and December 2002 were to be used to recover 2003 procurement costs. As a result,
at December 31, 2002, this revenue (S187 million of surcharge revenue) was credited to a regulatory
liability account until it was used to offset SCE's higher 2003 procurement revenue requirement.
Between January 1, 2003 and July 31, 2003, $150 million of this regulatory liability account was
amortized into revenue. The remaining balance of $37 million was transferred to the ERRA as of
August 1, 2003.

The $1.2 billion customer rate reduction plan implemented by SCE eliminated all of the temporary
surcharges (see "-Generation and Power Procurement-PROACT Regulatory Asset").

Generation Procurement Proceedings

SCE resumed power procurement responsibilities for its residual-net short position on January 1, 2003,
pursuant to CPUC orders and California statutes passed in 2002. The current regulatory and statutory
framework requires SCE to assume limited responsibilities for CDWR contracts allocated by the CPUC,
and provide full power procurement responsibilities on the basis of annual short-term procurement plans,
long-term resource plans and increased procurement of renewable resources.

Short-Termn Procurement Plan

In 2003, SCE operated under a CPUC-approved short-term procurement plan, which includes contracts
entered into during a transitional period beginning in August 2002 for deliveries in 2003 and the
allocation of CDWR contracts. In December 2003, the CPUC adopted a 2004 procurement plan for SCE,
which established a target level for spot market purchases equal to 5% of monthly need, and allowed SCE
to enter into contracts of up to five years.
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Long- Term Resource Plan

On April 15, 2003, SCE filed its long-term resource plan with the CPUC, which includes a 20-year
forecast. SCE's long-tcrm resource plan included both a preferred plan and an interim plan (both
described below). On January 22, 2004, the CPUC issued a decision which did not adopt any long-term
resource plan, but adopted a framework for resource planning. Until the CPUC approves a long-term
resource plan for SCE, SCE will operate under its interim resource plan.

* Preferred Resource Plan: The preferred resource plan contains long-term commitments intended to
encourage investment in new generation and transmission infrastructure, increase long-term reliability
and decrease price volatility. These commitments include energy efficiency and demand-response
investments, additional renewable resource contracts that will meet or exceed the requirements of
legislation passed in 2002, additional utility and third-party owned generation, and new major
transmission projects.

* Interim Resource Plan: The interim resource plan, by contrast, relies exclusively on new short- and
medium-term contracts with no long-term resource commitments (except for new renewable
contracts).

In its long-term resource plan filing, SCE maintained that implementation of its preferred resource plan
requires resolution of various issues including: (1) stabilizing SCE's customer base; (2) restoring SCE's
investment-grade creditworthiness; (3) restructuring regulations regarding energy efficiency and demand-
response programs; (4) removing barriers to transmission development; (5) modifying prior decisions,
which impede long-term procurement; and (6) adopting a commercially realistic cost-recovery framework
that will enable utilities to obtain financing and enable contracting for new generation.

Under the framework adopted in the CPUC's January 22, 2004 decision, all load-serving entities in
California have an obligation to procure sufficient resources to meet their customers' needs. This
resource adequacy requirement phases in over the 2005-2008 period and requires planning reserve
margins of 15-17% of peak load. The decision requires SCE to enter into fonvard contracts for 90% of
SCE's summer peaking needs a year in advance and to file a revised long-term resource plan in 2004.
The decision does not comprehensively address important issues SCE has raised about its customer base,
recovery of indirect procurement costs (including debt equivalence) and other matters.

Procurement of Reneivable Resources

As part of SCE's resumption of power procurement, in accordance with a California statute passed in
2002, SCE is required to increase its procurement of renewable resources by at least 1% of its annual
electricity sales per year so that 20% of its annual electricity sales are procured from renewable resources
by no later than December 31, 2017. In June 2003, the CPUC issued a decision adopting preliminary
rules and guidance on renewable procurement-related issues, including penalties for noncompliance with
renewable procurement targets. As of December 31, 2003, SCE procured approximately 18% of its
annual electricity from renewable resources.

SCE has received bids for renewable resource contracts in response to a solicitation it made in August
2003, and is proceeding to enter into negotiations for contracts with some bidders based upon its
preliminary bid evaluation.

CDJVR Contract Allocation and Operating Order

The CDWR power-purchase contracts entered into as a result of the California energy crisis have been
allocated on a contract-by-contract basis among SCE, PG&E and SDG&E, in accordance with a 2002
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CPUC decision. SCE only assumes scheduling and dispatch responsibilities and acts only as a limited
agent for the CDWR for contract implementation. Legal title, financial reporting and responsibility for
the payment of contract-related bills remain with the CDNVR. The allocation of CDW'R contracts to SCE
significantly reduces SCE's residual-net short and also increases the likelihood that SCE will have excess
power during certain periods. SCE has incorporated CDWR contracts allocated to it in its procurement
plans. Wholesale revenue from the sale of excess power, if any, is prorated between the CDWR and SCE.

SCE's maximum annual disallowance risk exposure for contract administration, including administration
of allocated CDWR contracts and least cost dispatch of CDWR contract resources, is $37 million. In
addition, gas procurement, including hedging transactions. associated with CDWR contracts is included
within the cap.

illohzave Generating Station and Related Proceedings

On May 17, 2002, SCE filed an application with the CPUC to address certain issues (mainly coal and
slurry-water supply issues) facing the future extended operation of Mohave, which is partly owned by
SCE. Mohave obtains all of its coal supply from the Black Mesa Mine in northeast Arizona, located on
lands of the Navajo Nation and Hopi Tribe (the Tribes). This coal is delivered from the mine to Mohave
by means of a coal slurry pipeline, which requires water from wells located on lands belonging to the
Tribes in the mine vicinity.

Due to the lack of progress in negotiations with the Tribes and other parties to resolve several coal and
water supply issues, SCE's application stated that SCE would probably be unable to extend Mohave's
operation beyond 2005. The uncertainty over a post-2005 coal and water supply has prevented SCE and
other Mohave co-owners from making approximately Sl. l billion in Mohave-related investments (SCE's
share is $605 million), including the installation of pollution-control equipment that must be put in place
in order for Mohave to continue to operate beyond 2005, pursuant to a 1999 consent decree concerning air
quality.

Negotiations are continuing among the relevant parties in an effort to resolve the coal and water supply
issues, but no resolution has been reached. The Mohave co-owners, the Tribes, and the federal
government have recently finalized a memorandum of understanding under which the Mohave co-owners
will fund, subject to the terms and conditions of the memorandum of understanding, a $6 million study of
a possible alternative groundwater source for the slurry water. The study is expected to begin in early
2004. SCE and other parties submitted further testimony and made various other filings in 2003 in SCE's
application proceedings On February 9, 2004, the CPUC held a preheating conference to discuss whether
additional testimony and hearings are needed to determine the future of the plant. The CPUC has not
issued any ruling as result of the prehearing conference, but has indicated that further testimony can be
expected in early to mid-2004. The outcome of the coal and water negotiations and SCE's application are
not expected to impact Mohave's operation through 2005, but could have a major impact on SCE's long-
term resource plan.

For additional matters related to Mohave, see "SCE: Other Developments-Navajo Nation Litigation."

In light of all of the issues discussed above, SCE has concluded that it is probable Mohave will be shut
down at the end of 2005. Because the expected undiscounted cash flows from the plant during the years
2003-2005 were less than the $88 million carrying value of the plant as of December 31, 2002, SCE
incurred an impairment charge of S61 million in 2002. Ilowevcr, in accordance with accounting
standards for rate-regulated enterprises, this incurred cost was deferred and recorded as a regulatory asset,
based on SCE's expectation that any unrecovered book value at the end of 2005 would be recovered in
future rates through a balancing account mechanism presented in its May 17, 2002 application and
discussed in its supplemental testimony filed in January 2003.
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Transmission and Distribution

2003 General Rate Case Proceeding

On May 3, 2002, SCE filed its application for a 2003 GRC, requesting: (I) a 2003 revenue requirement
of approximately $3.1 billion; (2) a 2004 revenue requirement of approximately 53.5 billion; and (3) a
2005 revenue requirement of approximately $3.7 billion. These revenue requirements were based on
SCE's projected rate base amounts of S7.8 billion in 2003, S8.2 billion in 2004 and S8.5 billion in 2005.
When compared to forecast revenue at currently authorized rates (approximately $2.8 billion), Sris

2003 GRC request was an increase of S286 million, which was subsequently revised to an increase of
$251 million. The requested revenue increase for 2003 was primarily related to capital additions, updated
depreciation costs and projected increases in pension and benefit expenses. The application also proposed
an estimated base rate revenue decrease of S78 million in 2004, and a subsequent increase of I 16 million
in 2005. The forecast reduction in 2004 was largely attributable to the expiration of the San Onofre ICIP
mte-making mechanism at year-end 2003 and a forecast of increased sales. The expiration of San Onofre
ICIP mechanism is expected to decrease SCE's 2004 earnings by approximately S 100 million. Beginning
in 2004, San Onofre Units 2 and 3 cost recovery reverts to cost-of-service ratemaking.

In a proposed decision issued on February 13, 2004, a CPUC administrative law judge recommended that
the CPUC adopt only $15 million of the $251 million increase in authorized base rate revenue
requirement that SCE had requested. SCE filed comments opposing parts of the proposed decision in an
attempt to restore important components of the requested revenue requirement. The CPUC is scheduled
to vote on the proposed decision on March 16, 2004, either modifying or accepting it. If an alternate
decision is proposed, a final decision could be delayed into April 2004. If the CPUC adopts the
administrative law judge's proposed decision without modification, and if SCE does not reduce its
expected capital or operating expenditures accordingly, SCE estimates that on an annual basis SCE's
earnings per share would be about I5 -per-share lower and cash flow would be approximately
S135 million lower than if SCE's base rate request had been granted in full. SCE cannot predict with
certainty the final outcome of SCE's GRC application.

Because processing of the GRC took longer than initially scheduled, in May 2003 the CPUC approved
SCE's request to establish a memorandum account to track the revenue requirement increase during the
period between May 22, 2003 (the date a final CPUC decision was originally scheduled to be issued) and
the date a final decision is ultimately adopted. The revenue requirement approved in the final GRC
decision will be effective retroactive to May 22, 2003. Any balance in the GRC memorandum account
authorized by the CPUC wvould be recovered in rates beginning in 2004, together with the combined
revenue requirement authorized by the CPUC in the GRC decision for 2003 and 2004.

Hearings to address revenue allocation and rate design issues have been continued until after the CPUC
issues a decision on SCE's revenue requirement. Due to the implementation of SCE's $1.2 billion
customer rate-reduction plan, rate design changes will not be effective until August 2004, at the earliest.
Until SCE's 2003 GRC is implemented, SCE's revenue requirement related to distribution operations is
determined through a performance-based rate-making (PBR) mechanism.

Electric Line Maintenance Practices Proceeding

In August 2001, the CPUC issued an order instituting investigation regarding SCE's overhead and
underground electric line maintenance practices. The order was based on a report issued by the CPUC's
Consumer Protection and Safety Division, which alleged a pattern of noncompliance wvith the CPUC's
general orders for the maintenance of electric lines for 1998-2000. The order also alleged that
noncompliant conditions were involved in 37 accidents resulting in death, serious injury or property
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damage. The Consumer Protection and Safety Division identified 4,817 alleged violations of the general
orders during the three-year period; and the order put SCE on notice that it could be subject to a penalty
of between S500 and S20,000 for each violation or accident. In its opening brief on October 21, 2002, the
Consumer Protection and Safety Division recommended that SCE be assessed a penalty of $97 million.

On June 19, 2003, a CPUC administrative law judge issued a presiding officer's decision on the
Consumer Protection and Safety Division report. The decision did the following:

a Fined SCE S576,000 for 2% of the alleged violations involving death, injury or property damage,
failure to identify unsafe conditions or exceeding required inspection intervals. The decision did not
find that any of the alleged violations compromised the integrity or safety of SCE's electric system or
were excessive compared to other utilities.

* Ordered SCE to consult with the Consumer Protection and Safety Division and refine SCE's
maintenance priority system consistent with the decision.

e Adopted an interpretation that all SCE's nonconformances with the CPUC's general orders for the
maintenance of electric lines are violations subject to potential penalty.

On July 21, 2003, SCE filed an appeal with the CPUC challenging, among other things, the decision's
interpretation of nonconformance. The Consumer Protection and Safety Division also appealed,
challenging the fact that the decision did not penalize SCE for 4,721 of the 4,817 alleged violations.
A final decision is scheduled to be issued on March 16, 2004.

Transmission Rate Case

In July 2000, the FERC issued a decision in SCE's 1998 transmission rate case in which it ordered a
reduction of approximately $38 million to SCE's requested annual transmission revenue requirement of
$213 million. In the decision, the FERC rejected SCE's proposed method for allocating overhead costs
between transmission and distribution operations, which accounted for approximately S24 million of the
S38 million reduction. After the FERC decision, SCE sought recovery in distribution rates from the
CPUC. In third quarter 2003, the CPUC authorized recovery ofS 133 million of overhead costs for the
period April 1, 1998 to August 31, 2002, and SCE credited this amount to provisions for regulatory
adjustment clauses - net in the consolidated statements of income. On September 22, 2003, the ORA
applied for rehearing of the matter. On February 11, 2004, the CPUC denied the ORA's request and
reaffirmed its decision authorizing recovery.

Wholesale Electricity and Natural Gas Markets

In 2000, the FERC initiated an investigation into the justness and reasonableness of rates charged by
sellers of electricity in the California Power Exchange (PX)! ISO markets. On March 26, 2003, the FERC
staff issued a report concluding that there had been pervasive gaming and market manipulation of both the
electric and natural gas markets in California and on the West Coast during 2000-2001 and describing
many of the techniques and effects of that market manipulation. SCE is participating in several related
proceedings seeking recovery of refunds from sellers of electricity and natural gas who manipulated the
electric and natural gas markets. Under the 2001 CPUC settlement agreement, mentioned in
"-Generation and Power Procurement-CPUC Litigation Settlement Agreement," 90% of any refunds
actually realized by SCE will be refunded to customers, except for the El Paso Natural Gas Company
settlement agreement discussed below.

El Paso Natural Gas Company entered into a settlement agreement with parties to a class action lawsuit
(including SCE, PG&E and the State of California) settling claims stated in proceedings at the FERC and
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in San Diego County Superior Court that El Paso Natural Gas Company had manipulated interstate
capacity and engaged in other anticompetitive behavior in the natural gas markets in order to unlawfully
raise gas prices at the California border in 2000-2001. The San Diego County Superior Court approved
the settlement on December 5, 2003. Notice of appeal of that judgment was filed by a party to the action
on February 6, 2004. Accordingly, until the appeal is resolved, the judgment is not final and no refunds
will be paid. Pursuant to a CPUC decision, SCE will refund to customers any amounts received under the
terms of the El Paso Natural Gas Company settlement (net of legal and consulting costs) through its
ERRA mechanism. In addition, amounts El Paso Natural Gas Company refunds to the CDWR will result
in equivalent reductions in the CDWR's revenue requirement allocated to SCE.

On lFebruary 24, 2004, SCE and PG&E entered into a settlement agreement with The Williams Cos. and
Williams Power Company, providing for approximately S 140 million in refunds against some of
Williams' power charges in 2000-2001. The allocation of refunds under the settlement agreement has not
been determined. The settlement is subject to the approval of the FERC, the CPUC and the PCG&E
bankniptcy court.

Other Regulatory Alatters

Catastrophiic Event Alemorandunt Account

The catastrophic event memorandum account (CEMA) is a CPUC-authorized mechanism that allows SCE
to immediately start the tracking of all of its incremental costs associated with declared disasters or
emergencies and to subsequently receive rate recovery of its reasonably incurred costs upon CPUC
approval. Incremental costs associated with restoring utility service; repairing, replacing or restoring
damaged utility facilities; and complying with governmental agency orders are tracked in the CEMA.
SCE currently has a CEMN1A for the bark beetle emergency and initiated a second CEMA associated with
the fires that occurred in SCE territory in October 2003. Costs tracked through the CEMA mechanism are
expected to be recovered in future rates with no impact on earnings. I lowever, cash flow will be impacted
due to the timing difference between expenditures and rate recovery.

Bark Beetle CEMA

On March 7, 2003, the Governor of California issued a proclamation declaring a state of emergency in
Riverside, San Bernardino and San Diego counties where an infestation of bark beetles has created the
potential for catastrophic forest fires. The proclamation requested that the CPUC direct utilities with
transmission lines in these three counties to ensure that all dead, dying and diseased trees and vegetation
are completely cleared from their utility rights-of-way to mitigate the potential fire damage. SCE
estimates that it may incur several hundred million dollars in incremental expenses over the next several
years to remove over 350,000 of these trees. This cost estimate is subject to significant change,
depending on a number of evolving circumstances, including, but not limited to the spread of the bark
beetle infestation, the speed at which trees can be removed, and tree disposal costs. In 2003, SCE
removed approximately 26,000 dead or dying trees at an incremental expense of approximately
S 18 million which has been reflected in the CEMA as of December 31, 2003. SCE expects to submit an
advice filing with the CPUC in the first quarter of 2004 to recover these costs. SCE estimates that it will
spend up to $150 million on this project in 2004.

Fire-Related CEMA

During the last two oweeks of October 2003, wildfires damaged SCE's electrical infrastructure, primarily
in the San Bernardino Mountains of Southern California where an estimated 1,500 power poles and
220 transformers were damaged or downed. SCE notified the CPUC that it initiated a CEMA on
October 21, 2003 to track the incremental costs to repair and restore its infrastructure. These costs are
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estimated to be approximately $30 million. The balance in this CEMA account is approximately
$9 million as of December 31, 2003.

Holding Company Proceeding

In April 2001, the CPUC issued an order instituting investigation that reopened the past CPUC decisions
authorizing utilities to form holding companies and initiated an investigation into, among other things:
(I) whether the holding companies violated CPUC requirements to give first priority to the capital needs
of their respective utility subsidiaries; (2) any additional suspected violations of laws or CPUC rules and
decisions; and (3) whether additional rules, conditions, or other changes to the holding company decisions
are necessary.

On January 9, 2002, the CPUC issued an interim decision interpreting the CPUC requirement that the
holding companies give first priority to the capital needs of their respective utility subsidiaries. The
decision stated that, at least under certain circumstances, holding companies are required to infuse all
types of capital into their respective utility subsidiaries when necessary to fulfill the utility's obligation to
serve its customers. The decision did not determine whether any of the utility holding companies had
violated this requirement, reserving such a determination for a later phase of the proceedings. On
February I 1, 2002, SCE and Edison International filed an application before the CPUC for rehearing of
the decision. On July 17, 2002, the CPUC affirmed its earlier decision on the first priority requirement
and also denied Edison International's request for a rehearing of the CPUC's determination that it had
jurisdiction over Edison International in this proceeding. On August 21, 2002, Edison International and
SCE jointly filed a petition in California state court requesting a review of the CPUC's decisions with
regard to first priority requirements, and Edison International filed a petition for a review of the CPUC
decision asserting jurisdiction over holding companies. PG&E. and SDG&E and their respective holding
companies filed similar challenges, and all cases have been transferred to the First District Court of
Appeals in San Francisco. On November 26, 2003, the Court of Appeals issued an order indicating it
would hear the cases but did not decide the merits of the petitions. Oral argument was held before the
Court of Appeals on March 5,2004, and the Court of Appeals is expected to rule within 90 days.

Investigation Regarding Performance Incentives Rewards

SCE is eligible under its CPUC-approved PBR mechanism to earn rewards or penalties based on its
performance in comparison to CPUC-approved standards of reliability, customer satisfaction, and
employee safety. SCE received two letters over the last year from anonymous employees alleging that
personnel in the service planning group of SCE's transmission and distribution business unit altered or
omitted data in attempts to influence the outcome of customer satisfaction surveys conducted by an
independent survey organization. The results of these surveys are used, along with other factors, to
determine the amounts of any incentive rewards or penalties to SCE under the PSBR provisions for
customer satisfaction. SCE is conducting an internal investigation and has determined that some
wrongdoing by a number of the service planning employees has occurred. SCE has informed the CPUC
of its findings to date, and wvill continue to inform the CPUC of developments as the investigation
progresses. SCE anticipates that, after the investigation is completed, there may be CPUC proceedings to
determine whether any portion of past and potential rewards for customer satisfaction should be refunded
or disallowed. It also is possible that penalties could be imposed. SCE recorded aggregate customer
satisfaction rewards of $28 million for the years 1998, 1999, and 2000. Potential customer satisfaction
rewards aggregating $10 million for 2001 and 2002 are pending before the CPUC and have not been
recognized in income by SCE. SCE also had anticipated that it could be eligible for customer satisfaction
rewards of about $10 million for 2003. SCE has not yet been able to determine whether or to what extent
employee misconduct has compromised the surveys that are the basis for a portion of the awards.
Accordingly, SCE cannot predict with certainty the outcome of this matter. SCE plans to complete its
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investigation as quickly as possible and cooperate fully with the CPUC in taking appropriate remedial
action.

SCE: OTHER DEVELOPMENTS

Electric and Magnetic Fields

Electric and magnetic fields naturally result from the generation, transmission, distribution and use of
electricity. Since the 1970s, concerns have been raised about the potential health effects of electric and
magnetic fields. After 30 years of research, a health hazard has not been established to exist. Potentially
important public health questions remain about whether there is a link between electric and magnetic
fields exposures in homes or work and some diseases, and because of these questions, some health
authorities have identified electric and magnetic fields exposures as a possible human carcinogen.

In October 2002, the California Department of Health Services released to the CPUC and the public its
report evaluating the possible risks from electric and magnetic fields. The conclusions in the report of the
California Department of Ilealth Services contrast with other recent reports by authoritative health
agencies in that the California Department of Health Services has assigned a substantially higher
probability to the possibility that there is a causal connection between electric and magnetic fields
exposures and a number of diseases and conditions, including childhood leukemia, adult leukemia,
amyotrophic lateral sclerosis, and miscarriages.

It is not yet clear what actions the CPUC will take to respond to the report of the California Department of
Health Services and to the recent electric and magnetic fields reports by other health authorities such as
the National Institute of Environmental Health Sciences, the World I lealth Organization's International
Agency for Research on Cancer, and the United Kingdom's National Radiation Protection Board.
Possible outcomes may include continuation of current policies or imposition of more stringent policies to
implement greater reductions in electric and magnetic fields exposures. The costs of these different
outcomes are unknown at this time.

Navajo Nation Litigation

In June 1999, the Navajo Nation filed a complaint in the United States District Court for the District of
Columbia (D.C. District Court) against Peabody Holding Company (Peabody) and certain of its affiliates,
Salt River Project Agricultural Improvement and Power District, and SCE arising out of the coal supply
agreement for Mohave. The complaint asserts claims for, among other things, violations of the federal
Racketeer Influenced and Corrupt Organizations statute, interference with fiduciary duties and contractual
relations, fraudulent misrepresentation by nondisclosure, and various contract-related claims. The
complaint claims that the defendants' actions prevented the Navajo Nation from obtaining the full value
in royalty rates for the coal. The complaint seeks damages of not less than S600 million, trebling of that
-amount, and punitive damages of not less than SI billion, as well as a declaration that Peabody's lease and
contract rights to mine coal on Navajo Nation lands should be terminated. SCE joined P'eabody's motion
to strike the Navajo Nation's complaint. In addition, SCE and other defendants filed motions to dismiss.

Some of the issues included in this case were addressed by the United States Supreme Court in a separate
legal proceeding filed by the Navajo Nation in the Court of Federal Claims against the United States
Department of Interior. In that action, the Navajo Nation claimed that the Government breached its
fiduciary duty concerning negotiations relating to the coal lease involved in the Navajo Nation's lawsuit
against SCE and Peabody. On March 4, 2003, the Supreme Court concluded, by majority decision, that
there was no breach of a fiduciary duty and that the Navajo Nation did not have a right to relief against the
Government. Based on the Supreme Court's analysis, on April 28, 2003, SCE filed a motion to dismiss or,
in the alternative, for summary judgment in the D.C. District Court action. The motion remains pending.
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The Federal Circuit Court of Appeals, acting on a suggestion on remand filed by the Navajo Nation, held
in a October 24, 2003 decision that the Supreme Court's March 24, 2003 decision was focused on three
specific statutes or regulations and therefore did not address the question of whether a network of other
statutes, treaties and regulations imposed judicially enforceable fiduciary duties on the United States
during the time period in question. The Government and the Navajo Nation both filed petitions for
rehearing of the October 24, 2003 Court of Appeals decision. Both petitions were denied on March 9,
2004.

SCE cannot predict with certainty the outcome of the 1999 Navajo Nation's complaint against SCE, the
impact of the Supreme Court's decision in the Navajo Nation's suit against the Government on this
complaint, or the impact of the complaint on the operation of Mohave beyond 2005.

San Onofre Steam Generators

Like other nuclear power plants with steam generators of the same design and material properties, San
Onofre Units 2 and 3 have experienced degradation in their steam generators. Based on industry
experience and analysis of recent inspection data, SCE has determined that the existing San Onofre Unit 2
and 3 steam generators may not enable continued reliable operation of the units beyond their scheduled
refueling outages in 2009-2010. SCE currently estimates that the cost of replacing the steam generators
would be about $680 million, of which SCE's 75% share would be about $510 million. On February 27,
2004, SCE asked the CPUC to issue a decision by July 2005 finding that it is reasonable for SCE to
replace the San Onofre Unit 2 and 3 steam generators and establishing appropriate ratemaking for the
replacement costs. In its application, SCE stated that the San Onofre operating agreement requires
unanimous approval of all co-owners for the costs of the steam generator replacement to be included in
the capital budget for Units 2 and 3 and, therefore, SCE must have the approval of its co-owners to go
forward as planned, which approval currently is lacking. Because SCE will need to enter into
commitments in 2004 to obtain timely delivery of replacement steam generators, SCE also asked the
CPUC to create a memorandum account by September 2004 for SCE to recover initial costs of up to
S50 million if the replacement project ultimately is not approved by the CPUC or co-owner approval is
not obtained. If the CPUC finds investment in the steam generators to be reasonable and cost effective
and the steam generator replacement takes place, SCE's investment should be reflected in retail rates for
recovery over the remaining useful life of the plants. SCE currently does not expect that it would proceed
with replacement of the San Onofre Units 2 and 3 steam generators without CPUC approval of reasonable
cost recovery.

Palo Verde Steam Generators

The steam generators at the Palo Verde Nuclear Generating Station (Palo Verde), in which SCE owns a
15.8% interest, have the same design and material properties as the San Onofre units. During 2003, the
Palo Verde Unit 2 steam generators were replaced. In addition, the Palo Verde owners have approved the
manufacture of two additional sets of steam generators for installation in Units I and 3. The Palo Verde
owners expect that these steam generators will be installed in Units I and 3 in the 2005 to 2008 time
frame. SCE's share of the costs of manufacturing and installing all the replacement steam generators at
Palo Verde is estimated to be about SI 10 million; SCE plans to seek recovery of that amount through the
rate-making process.
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MISSION ENERGY 1101,DING COMPANY
and EDISON MISSION ENERGY

NIEHC AND EMIE: M1ANAGEIENT OVERVIEW

MIEHC as a Holding Company

MEHC is the holding company of EME which, itself, operates through its subsidiaries and affiliates
which are engaged in the business of owning or leasing, operating and selling energy and capacity from
electric power generation facilities worldwide. MEI IC has no business activities other than through its
ownership interest in EME. During 2001, MEHC issued $800 million of senior secured notes and
borrowed $385 million under a term loan. The senior secured notes and the term loan are secured by a
first priority security interest in EME's common stock. MEHC's ability to honor its obligations under the
senior secured notes and the term loan is entirely dependent upon the receipt of dividends from EME and
receipt of tax-allocation payments from MEHC's parent, Edison Mission Group Inc., and ultimately
Edison International (see 'l1ElIC and EME: Liquidity-EM1E's Liquidity as a lolding Company-
Intercompany Tax-Allocation Payments"). Dividends from ELME are limited based on its earnings and
cash flow, terms of restrictions contained in EME's contractual obligations (including its corporate credit
facility), EME's charter documents, business and tax considerations, and restrictions imposed by
applicable law. ME1IC did not receive any distributions from EME during 2003.

The lenders under MIEIIC's $385 million term loan due in 2006 have the right to require MET IC to
repurchase up to S l00 million of principal amount at par on July 2, 2004 (referred to as the "Term Loan
Put-Option"). In order for MEHIC to have sufficient cash in the event of an exercise of a significant
portion, or all, of the Term Loan Put-Option, MEHC would require additional cash from dividends from
EME, or would need to either extend the effective date of the Term Loan Put-Option or extend or
refinance the term loan. Dividends from EME are currently limited as described in "MEHC and EME:
Liquidity-Financial Ratios-Ability of EME to Pay Dividends."

EME Introduction

EME is a holding company which operates primarily through its subsidiaries and affiliates which are
engaged in the business of owning or leasing, operating and selling energy and capacity from electric
power generation facilities worldwide. EME's subsidiaries or affiliates have typically been formed to own
all of or an interest in one or more power plants and ancillary facilities, with each plant or group of related
plants being individually referred to by EME as a project. EME also owns a 51% interest in Contact
E'nergy, an integrated energy company located in New Zealand. As of December 31, 2003, rME's
subsidiaries and affiliates owned or leased interests in 28 projects, of which 14 are domestic and
14 (including EcoElectrica) are international.

EME has financed the development and construction or acquisition of its projects by contributions of
equity from EME and the incurrence of so-called project financed debt obligations by the subsidiaries and
affiliates owning the operating facilities. These project level debt obligations are generally structured as
nonrecourse to EME, with several exceptions, including ELME's guarantee of the Powerton and Joliet
leases as part of a refinancing of indebtedness incurred by its project subsidiary to purchase the Illinois
plants. As a result, these project level debt obligations have structural priority with respect to revenue,
cash flows and assets of the project companies over debt obligations incurred by ElME, itself. In this
regard, EME has, itself, borrowed funds to make the equity contributions required of it for its projects and
for general corporate purposes. Since EME does not, itself, directly own any revenue producing
generation facilities, it depends for the most part on cash distributions from its projects to meet its debt
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service obligations, to pay for general and administrative expenses and to pay dividends to its parent,
MEl1C.

Distributions to EME from projects are generally only available after all current debt service obligations
at the project level have been paid and are further restricted by contractual restrictions on distributions
included in the documentation evidencing the project level debt obligations. Because of such a contractual
constraint, distributions to EME from cash generated from the Illinois plants has been restricted since
October 1, 2002 due to a downgrade of the credit rating of this project's debt to below investment grade.
EME also is currently subject to constraints on its ability to make distributions to its parent, MEHC. For a
description of the most significant contractual constraints under the projects, see "MElIC and EME:
Liquidity-Dividend Restrictions in Major Financings."

EME's project portfolio may be grouped into two categories: contracted plants and merchant plants. At
December 31, 2003, EME owned 25 projects that sell a majority of their power to customers under long-
term sales arrangements (greater than 5 years) consisting of powcr-purchasc agreements or hedge
contracts (in the case of Contact Energy, sales arc made through its retail electricity business). While
these projects involve a number of risks, their long-term sales arrangements generally provide a stable and
predictable revenue stream which results in reasonably predictable cash distributions to EME.

EME owns three projects (the Illinois plants, the Homer City facilities and the First Ilydro Power Plants)
which operate in whole or in part without long-term sales arrangements (representing approximately 70%
of EME's project portfolio based on capacity). Although the generation of the Illinois plants was at the
time of their acquisition in late 1999 subject to sale under contracts with lIxelon Generation, the amount
of capacity and energy subject to sale under these contracts has been gradually reduced in the ensuing
contract years, and these contracts will expire at the end of 2004. Output from merchant plants (as well as
excess output from contracted plants) which is not committed to be sold under long-term sales
arrangements is subject, in terms of price and volume, to market forces which determine the actual
amount and price of power sold from these power plants. A description of tlese market forces and the
risks associated with them is included under "MEIIC and EME: Market Risk Exposures."

EMIE Industry Developments

Beginning in 2001, a number of significant developments adversely affected merchant generators
(companies that sell a majority of their generation into wholesale energy markets), including EME. These
developments included lower prices and greater volatility in wholesale energy markets both in the United
States and United Kingdom, significant declines in the credit ratings of most major market participants,
decreased availability of debt financing or refinancing, and a resulting decline of liquidity in the energy
markets due to growing concern about the ability of counterparties to perform their obligations.

Overvicew of EMIE's 2003 Operating Performance

EME's 2003 operating performance was significantly improved over 2002. A numher of important items
affected this performance, including the following:

* Power prices in PJM rebounded in 2003 from their depressed prices in 2002 driven largely by higher
natural gas prices in the United States as discussed further below. The 24-hour PJM market price (at
the Ilomer City busbar) increased 37% from $25.63 per megawatt hour in 2002 to S35.08 per
megawatt hour in 2003. The increase in market price substantially improved thle profitability of the
Homer City plant.

Iligher natural gas prices also resulted in improved profitability of ENME's interest in Four Star Oil &
Gas Company and the Big 4 projects.
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* EME achieved an availability factor of 89% across its project portfolio and a forced outage rate of 5%
compared to a benchmark (NERC-GD) availability factor of 85% and a forced outage rate of 7% for
an equivalent project portfolio.

* The Paiton project debt was restructured following on the late 2002 revisions in its powcr-purchase
contracts.

* The Sunrise project completed Phase 2 of its development ahead of schedule and, thus, was able to
generate additional capacity revenue during the summer of 2003.

• Contact Energy continued to expand its retail customer base which, together with increases in retail
prices and higher sales of wholesale natural gas, collectively improved the profitability of this
subsidiary.

* On the negative side, EME recorded three asset impairment charges (pre-tax) during 2003:

* S245 million related to the impairment of eight small peaking units of the Illinois plants resulting
from a revised long-term outlook for capacity revenue from these units. The lower capacity
revenue outlook is the result of a number of factors, including higher forecasted long-term natural
gas prices and the current oversupply of generation in the Mid-America Interconnected Network
(MAIN) region;

* S53 million related to the writc-down of EME's investment in the Brooklyn Navy Yard project
due to its planned disposition; and

* S6 million related to the write-down of EME's investment in the Gordonsville project, which was
subsequently sold in 2003.

* Also on the negative side, the amount of capacity sold to Exelon Generation from the Illinois plants
decreased significantly from 2002 as discussed further below.

In 2003, the Illinois plants had 4,739 MW of contracted capacity (to Exclon Generation) and 3,109 M1W
of uncontracted capacity available for sale in the merchant generation market, compared with 8,987 NMW
of contract capacity and 300 MW of such uncontracted capacity in 2002. The reduction in contracted
generating capacity decreased revenue from Exclon Generation as a percentage of the Illinois plants' total
energy and capacity revenue to 68% in 2003 from 99% in each of 2002 and 2001. The reduction in
contracted capacity resulted in a decrease of capacity revenue of S222 million, partially offset by an
increase of S 127 million in energy revenue from sales of increased merchant generation. Prices realized
from sales of merchant generation were significantly higher than energy prices payable under the power-
purchase agreements with Exelon Generation. EME expects that capacity prices in the MAIN region will,
in the near term, be significantly lower than those payable under the existing agreements with Exclon
Generation (due to generation overcapacity conditions in the MAIN region market), but also expects that
merchant energy prices will, in the near term, be higher than those currently received under the existing
agreements with Exclon. See "MEl IC and EME: Market Risk Exposures" for further discussion of
forward market prices in the MAIN region.

A significant factor affecting merchant generators in 2003 was the substantial increase in the price of
natural gas, especially when compared with the less volatile cost of other fuels, such as coal. During
2003, natural gas prices at Henry Hub (a major natural gas trading hub) averaged S5.48 per million
British Thermal Units, commonly referred to as MMBtu, compared to 53.37 per MMBtu for 2002. Based
upon data from NYMEX as of December 26, 2003, (he calendar year 2004 forward natural gas price at
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I lenry Ihub was S5.45 per MMBtu. Increases in natural gas prices during 2003 resulted in higher
wholesale electricity prices (since natural gas is the primary fuel for many generating plants). This
increase in natural gas prices was a positive factor for low-cost merchant coal facilities (such as a
majority of EME's domestic merchant plants) in markets dominated by gas-fired plants and somewhat
positive for such facilities in those markets more dependent on low-cost coal and nuclear facilities. In
contrast, for gas-fired merchant generators that sell their power into markets dominated by low-cost coal
and nuclear power plants, the increase in natural gas prices adversely affected their results. These
conditions adversely affected the Collins Station and small peaking units in Illinois as discussed above.

ENIE's Restructuring Plan

EME has undertaken a four-step restructuring plan with the goal of reducing consolidated indebtedncss.
The four-step restructuring plan includes:

I) Rcpai'ment of the December 2003 debt inaturity at Edison Mission Alidivest 11oldings and other near
term debt maturities.

In December 2003, EME's subsidiary, Mission Energy Holding International, Inc., received funding
under a three-year, S800 million secured loan which was used, together with other internally
generated cash, to repay $1.2 billion of EME and Edison Mission Midwest Holdings indebtedness.
See further discussion under "MEI IC and EME: Liquidity-Key Financing Developments."

2) Refinancing indebtedness associated with the Illinois Plants.

EME intends to arrange a refinancing of indebtedness associated with the Illinois plants. This consists
of S693 million of debt due at Edison Mission Midwest Holdings and the planned termination of the
Collins Station lease. See "MEHC and EME: Liquidity-Key Financing Developments-EME's
Subsidiary Financing Plans-Agreement in Principle to Terminate the Collins Station ILease." EME
expects that the refinancing of these arrangements will be completed well in advance of December
2004, but there is no assurance that this will be accomplished.

3) Selling some or all of its international operations.

EME has engaged investment bankers to market for sale its international project portfolio. The
marketing efforts commenced during the first quarter of 2004. Completion of the sale of some or all
of EME's international project portfolio is contingent on receiving acceptable offers with respect to
both price and terms and conditions.

4) Using the proceeds of asset sales to reduce consolidated indebtedness.

Assuming a successful sale of its international assets and completion of the sale of identified domestic
projects, EME plans to use the proceeds first to repay the $800 million term loan described above
and, with any additional proceeds received, to retire other consolidated indebtedness.

Expansion of Jim in Illinois

For the Illinois plants to achieve their optimal value, it is important that efficient and fair markets exist in
the Midwest region. The Illinois plants arc located within the service territory of Elxelon Generation's
affiliate, Commonwealth Edison (ComiEd), which has made a filing with the FERC to join the PJM
System effective May 1, 2004. Although FERC has indicated its general approval for CornEd and
American Electric Power (AEP) to join PJM if certain conditions designed to foster broad regional
markets in the Midwest are met, the integration of AEP into PJM has been stalled due to the opposition of
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the states of Virginia and Kentucky. While EME and Midwest Generation have supported the entry of
ComEd and AEP into PJM at the same time, they have nevertheless opposed ComEd's entry into PJM
without AEP on numerous grounds, including the importance of the AEP system to the proper
functioning of the markets administered by PJM. This issued is currently pending before FERC.

If the integration of ComEd into PJM standing alone is allowed by the FERC to proceed on May 1, 2004,
the Illinois plants will become subject to PJM's market rules, including those designed to mitigate
generation market power, which PJI has indicated may be applied as if the market is limited only to the
generation within the ComEd footprint. (By contrast, PJM has stated to the FERC that market mitigation
measures will likely not be necessary from and after the integration of AEP into PJM.) E.ME and Midwest
Generation have strongly opposed this limited view of the market with the FERC, and the matter is
pending decision in connection with the ComEd'PJM integration filing. If this opposition is unsuccessful,
the price for sales of energy from such plants (during the period prior to AEP's integration) not sold
pursuant to bilateral agreement could be capped at their marginal operating cost to produce such energy
plus ten percent, under the proposed rules of the PJM Market Monitor.

Contracting Strategy

EME's goal is to reduce the volatility of its earnings and cash flow and, thus, improve the predictability of
operating results. To do this, EME's plans to implement a layered contracting strategy for forward sales
from the Illinois plants and the Ilomer City facilities. A layered contracting strategy means that EME's
marketing subsidiary, Edison Mission Marketing & Trading, plans to enter into a number of forward
contracts diversified by counterparty, contract term and generation product to reduce risk and enhance the
predictability of revenue. Implementation of this strategy is dependent on a number of factors, such as a
reduction in the current oversupply of generation, the rate of demand growth, and agreement between
counterparties of reasonable credit support undertakings.

MIEIIC AND ENIE: LIQUIDITY

At December 31, 2003, MEIIC and its subsidiaries had cash and cash equivalents of S654 million.
MEI IC's consolidated debt at December 31, 2003 was $7.4 billion, including S693 million of debt
maturing on December 15, 2004 which is owed by EME's largest subsidiary, Edison Mission Midwest
Holdings. In addition, ENIE's subsidiaries have $6.7 billion of long-term lease obligations that are due
over a period ranging up to 31 years.

The following discussion of liquidity is organized in the following sections:

* MEIIC's Liquidity

* Key Financing Developments

* 2004 Capital Expenditures

* EME's Credit Ratings

* EME's Liquidity as a Holding Company

* Dividend Restrictions in Major Financings

* Financial Ratios
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,NIEIIC's Liquidity

MEIHC's ability to honor its obligations under the senior secured notes and the term loan, and to pay
overhead is entirely dependent upon the receipt of dividends from EME and receipt of tax-allocation
payments from MEHC's parent, Edison Mission Group, and ultimately Edison International (see "-
EMIF's Liquidity as a Holding Company-Intercompany Tax-Allocation Payments"). Dividends from
EME are limited based on its earnings and cash flow, terms of restrictions contained in lEME's contractual
obligations (including its corporate credit facility), EME's charter documents, business and tax
considerations, and restrictions imposed by applicable law. MEl IC did not receive any distributions from
EME during 2003.

At December 31, 2003, MEHIC had cash and cash equivalents of 5150 million (excluding amounts held
by EME and its subsidiaries). The lenders under MLHC's S385 million term loan due in 2006 have the
right to require MEl IC to repurchase up to S100 million of principal amount at par on July 2, 2004
(referred to as the "Term Loan Put-Option"). In order for MEHC to have sufficient cash in the event of an
exercise of a significant portion, or all, of the Term Loan Put-Option, MEl1 IC would require additional
cash from dividends from EME, or would need to either extend the effective date of the Term Loan Put-
Option or extend or refinance the term loan. The timing and amount of dividends from ENME and its
subsidiaries may be affected by many factors beyond MEIIC's control. Dividends from EME are
currently limited as described in "-Financial Ratios-Ability of EME to Pay Dividends."

Key Financing Developments

On December 11, 2003, EME's subsidiary, Mission Energy Holdings International, received funding
under a three-year, $800 million secured loan from Citigroup, Credit Suisse First Boston,
JPMorganChaseBank, and Lehman Brothers. Interest on this secured loan is based on LIBOR (with a
LIBOR floor of 2%) plus 5%. After payment of transaction expenses, a portion of the net proceeds from
this financing was used to make an equity contribution of S550 million to Edison Mission Midwest
Holdings which, together with cash on hand, was used to repay Edison Mission Midwest 1loldings'
$781 million indebtedness due December 11, 2003. The remaining net proceeds from this financing were
used to make a deposit of cash collateral of approximately $67 million under the new letter of credit
facility described below and to repay approximately S160 million of indebtedness of a foreign subsidiary
under the Coal and Capex facility guaranteed by EME. Mission Energy Holdings International owns
substantially all of EME's international operations through its subsidiary, MEC International B.V. As
security for this loan, Mission Energy Holdings International, directly, and through its subsidiaries,
pledged approximately 65% of its ownership interest in MEC International B.V. See "MEI IC and EM E:
Management Overview" for discussion of the plan to sell off some of or all of EM li's international
projects.

On December 11, 2003, EME's subsidiary, Midwest Generation EME, ILC, entered into a three-year,
$100 million letter of credit facility with Citibank, N.A., as Issuing Bank. Under the terms of this letter of
credit facility, Midwest Generation LME is required to deposit cash in a bank account in order to cash
collateralize any letters of credit that may be outstanding under it. The bank account is pledged to the
Issuing Bank. On December 11, 2003, EME canceled $67 million of the commitment tinder its existing
line of credit and was relieved of its reimbursement obligations with respect to the same amount of letters
of credit issued thereunder. Concurrently, such letters of credit were issued under Midwest Generation
E:ME's new letter of credit facility, and Midwest Generation EME made a deposit of cash collateral in the
amount of S67 million for this purpose. The funds for this deposit were obtained as part of the financing
referred to above. At December 31, 2003, $47 million of letters of credit were outstanding under Midwest
Generation EME's letter of credit facility. Midwest Generation EMLE owns 100% of Edison Mission
Midwest I loldings, which in turn owns I 00% of Midwest Generation LLC.
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EMUE's Subsidiary Financing Plans

Agreement in Principle to Terminate the Collins Station Lease

Midwest Generation operates the Collins Station under a long-term lease. See "Off-Balance Sheet
Transactions-EME's Off-Balance Sheet Transactions-Sale-Leaseback Transactions" for detail of the
lease of the Collins Station. Due in part to higher long-term natural gas prices and the current oversupply
of generation in the MAIN region, Midwest Generation does not believe the Collins Station is
economically competitive in the current marketplace. In light of this, Midwest Generation has agreed in
principle with the lease equity investor to terminate the Collins Station lease. The agreement in principle
sets forth specified conditions required for the termination, including Midwest Generation successfully
borrowing funds to finance the repayment of Collins Station lease debt of S774 million and settlement of
Midwest Generation's termination liability with the lease equity investor. There is no assurance that the
agreement in principle wvill result in termination of the Collins Station lease. If the termination occurs,
Midwest Generation will take title to the Collins Station and, subject to its contractual obligation to
Exelon Generation, plans to subsequently abandon the Collins Station or sell it to a third party.

If Midwest Generation completes the lease termination and subsequently abandons the Collins Station,
EME expects to record a pre-tax loss of approximately SI billion (approximately S620 million after tax).
This loss will reduce EME's net worth (using December 31, 2003) from $1.9 billion to approximately
S 1.3 billion. To avoid the possibility of covenant defaults which could arise from a decline in net wvorth,
EME plans to take the following actions before or simultaneously with the Collins Station lease
termination:

* replace its S145 million corporate credit facility with a new secured credit facility;

* repay the S28 million due under the Coal and Capex facility (guaranteed by EME); and

* eliminate or modify the net worth covenant in its guaranty of the Powerton-Joliet lease.

If Midwest Generation completes the termination of the Collins Station lease followed by abandonment or
sale to a third party, EMF anticipates that the termination payment would result in a substantial income
tax deduction. Because of these arrangements, EME does not expect that tenmination of the Collins
Station lease will have a material adverse effect on its liquidity. If the lease termination does not occur,
the terms of the lease will remain in effect and Midwest Generation will seek to restructure the lease with
the lease equity investor.

Edison Mtission Aficldvest Holdings

EME's wholly owned subsidiary, Edison Mission Midwest Holdings, has S693 million of debt maturing
on December 15, 2004 which will need to be repaid or refinanced. Edison Mission Midwest Holdings is
currently not expected to have sufficient cash to repay the $693 million debt due in December 2004, and
there is no assurance that it will be able to refinance this debt obligation on similar terms and rates as the
existing debt, on commercially reasonable terms, on the terms permitted under the financing documents
entered into by MEIIC in July 2001, or under the guarantee entered into by Midwest Generation EME in
December 2003, or at all. MEl IC's independent auditors' audit opinion for the year ended December 31,
2003 contains an explanatory paragraph that indicates the consolidated financial statements are prepared
on the basis that MEI IC will continue as a going concern and that the uncertainty about Edison Mission
Midwest lloldings' ability to repay or refinance this obligation raises substantial doubt about MEIIC's
ability to continue as a going concern. Accordingly, the consolidated financial statements do not include
any adjustments that might result from the resolution of this uncertainty.
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A failure to repay or refinance Edison Mission Midwest Holdings' S693 million of debt as required by its
terms would result in an event of default under the Edison Mission Midwest I Holdings financing
documents. Furthermore, these events would trigger cross-defaults under agreements to which Edison
Mission Midwest Holdings and Midwest Generation are parties, including the Collins, Powerton and
Joliet leases. An acceleration of debt and lease payments due under these agreements could result in a
substantial claim for termination value under the EME guarantee of the Powerton and Joliet leases and
could result in a default under EME's financing arrangements. A default by EME on its financing
arrangements or a default by one of its subsidiaries on indebtedness considered under the MEI IC
financing documents as having recourse to EME is likely to result in a default under the MEIIC financing
documents. These events could make it necessary for MEHIC or F ME or both to file a petition for
reorganization under Chapter II of the United States Bankruptcy Code.

2004 Capital Expenditures

The estimated construction expenditures of EME's subsidiaries for 2004 are S78 million. These
expenditures are planned to be financed by existing subsidiary credit agreements and cash generated from
their operations.

EMNE's Credit Ratings

Overview

Credit ratings for EME and its subsidiaries, Edison Mission Midwest Holdings and Edison Mission
Marketing & Trading, are as follows:

Moody's
Rating S&P Rating

EM E 132 B
Edison Mission Midwest Holdings Ba3 13
Edison Mission Marketing & Trading Not Rated B

On October 28, 2003, Standard & Poor's Ratings Service downgraded EME's senior unsecured credit
rating to B from BB-. Standard & Poor's also lowered the credit ratings of EME's wholly owned indirect
subsidiaries, Edison Mission Midwest Holdings (syndicated loan facility to B from BB-) and Edison
Mission Marketing & Trading (corporate credit rating to B from BB-). Standard & Poor's removed the
ratings from CreditWatch with negative implications on December 12, 2003, following the repayment of
S781 million of debt by Edison Mission Midwest I loldings; however, the outlook remains negative. In
addition, Moody's Investors Service has assigned a negative rating outlook for EME and Edison Mission
Midwest I loldings.

These ratings actions did not trigger any defaults under ENME's credit facilities or those of the other
affected entities. See "-EME's Credit Ratings-Credit Ratings of Edison Mission Midwest I loldings"
for a discussion of the impact of the ratings action on Edison Mission Midwest Holdings. EME does not
have any "rating triggers" contained in subsidiary financings that would result in EME being required to
make equity contributions or provide additional financial support to its subsidiaries.

The credit ratings of EME are below investment grade and, accordingly, EME has agreed to provide
collateral in the form of cash and letters of credit for the benefit of counterparties for its price risk
management and domestic trading activities related to accounts payable and unrealized losses
($65 million as of February 27, 2004). EME has also provided collateral for a portion of its United
Kingdom trading activities. To this end, EME's subsidiary, Edison Mission Operation and Maintenance

29

037



MIanagement's Discussion and Analysis of Financial Condition and Results of Operations

Limited, has obtained a cash collateralized credit facility, under which Ietters of credit totaling
£20 million have been issued as of February 27, 2004.

EME anticipates that sales of power from its Illinois plants, Homer City facilities and First I lydro plants
in the United Kingdom may require additional credit support, depending upon market conditions and the
strategies adopted for the sale of this power. Changes in forward market prices and margining
requirements could further increase the need for credit support for the price risk management and trading
activities related to these projects. EME currently projects the potential working capital required to
support its price risk management and trading activity to be between $100 million and $200 million from
time to time.

EME cannot provide assurance that its current credit ratings or the credit ratings of its subsidiaries will
remain in effect for any given period of time or that one or more of these ratings will not be lowered
further. EME notes that these credit ratings are not recommendations to buy, sell or hold its securities and
may be revised at any time by a rating agency.

Credit Ratings of ELdison Mission Af idw est h1oldings

As a result of Edison Mission Midwest Holdings' credit rating being below investment grade since
October 2002, provisions in the agreements binding on Edison Mission Midwest Holdings and Midwest
Generation have restricted the ability of Edison Mission Midwest IlHoldings to make distributions to its
parent company, thereby eliminating distributions to EME. The provisions in the agreements binding on
Edison Mission Midwest Holdings required it to deposit, on a quarterly basis, 100% of its excess cash
flow as defined in the agreements into a cash flow recapture account held and maintained by the collateral
agent. In accordance with these provisions, Edison Mission Midwest Iloldings deposited $246 million
into the cash flow recapture account in 2002 and 2003.

As a result of the October 28, 2003 Standard & Poor's downgrade of Edison Mission Midwest I Holdings
to B from BB-, the cash on deposit in the cash flow recapture account ($246 million) was required to be
used to prepay Edison Mission Midwest Holdings' indebtedness, with the amount of such prepayment
applied ratably to the 5911 million and S808 million tranches thereof. Therefore, on October 29, 2003,
S130 million from the cash flow recapture account was applied to the $911 million tranche, and
$S116 million to the S808 million tranche, thereby reducing Edison Mission Midwest I loldings' debt
obligations to S781 million and $693 million, respectively. Subsequently, Edison Mission Midwest
Holdings repaid the S781 million tranche in full on December II, 2003. In the future, so long as Edison
Mission Midwest I loldings' ratings remain at the current level or lower, amounts of excess cash flow
deposited in the cash flow recapture account at the end of each calendar quarter will be used upon deposit
to prepay amounts then outstanding under the S693 million bank facility. There was no change to the cost
of borrowings for Edison Mission Midwest Holdings as a result of the downgrade.

As part of the sale-leaseback of the Powerton and Joliet power stations, Midwest Generation loaned the
proceeds (S 1.4 billion) to EME in exchange for promissory notes in the same aggregate amount. Debt
service payments by EME on the promissory notes may be used by Midwest Generation to meet its
payment obligations under these leases in whole or part. Furthermore, EME has guaranteed the lease
obligations of Midwest Generation under these leases. EME's obligations under the promissory notes
payable to Midwest Generation are general corporate obligations of EME and are not contingent upon
receiving distributions from Edison Mission Midwest Holdings. Accordingly, EME must continue to
make payments under the intercompany notes notwithstanding that Edison Mission Midwest I loldings is
not permitted to make distributions to EME. If EME were not able to make the loan payments, it would
result in a default under the financing documents to which Edison Mission Midwest Holdings is a party
and could result in a default under EME's financing arrangements. This could have a material adverse
effect on the results of operations and cash flow of MEI IC and EME. See "-Dividend Restrictions in
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Major [-inancings-Edison Mission Midwest IHoldings Co. (Illinois Plants)" for a discussion of
implications for the Powerton and Jolict lcascs.

Credit Rating of Edison Mission AMark-eting & Trading

Pursuant to the I lomer City sale-leaseback documents, a below investment grade credit rating of Edison
Mission Marketing & Trading restricts the ability of EME I lomer City Generation L.P. to enter into
permitted trading activities, as defined in the documents, with Edison Mission Marketing & Trading to
sell forward the output of the I lomer City facilities. These documents include a requirement that the
counterparty to such transactions, and EME Ihomer City, if acting as seller to an unaffiliated third party,
be investment grade. EME currently sells all of the output from the I lomer City facilities through Edison
Mission Marketing & Trading, which has a below investment grade credit rating, and EME Homer City is
not rated. Therefore, in order for EME to continue to sell forvard the output of the Homer City facilities,
either: (1) EME must obtain consent from the sale-leaseback owvner participant to pennit EME I lomer
City to sell directly into the market or through Edison Mission Marketing & Trading; or (2) Edison
Mission Marketing & Trading must provide assurances of performance consistent with the requirements
of the sale-leaseback documents. EME has obtained a consent from the sale-leaseback owner participant
that will allow EME I homer City to enter into such sales, under specified conditions, through
December 31, 2004. EME Homer City continues to be in compliance with the terms of the consent,
although as a result of the downgrade of Edison Mission Marketing & Trading's corporate credit rating to
B from BB-, the consent is now revocable. The owner participant has not indicated that it intends to
revoke the consent; however, there can be no assurance that it will not do so in the future. Revocation of
the consent would not affect trades between Edison Mission Marketing & Trading and EME I lomer City
that had been entered into while the consent was still in effect. EMIM is permitted to sell the output of the
Homer City facilities into the spot market at any time. See "MElI IC and EME: Market Risk Exposures-
Commodity Price Risk-IHomer City Facilities."

ENIE's Liquidity as a holding Company

Orerren,'e

EME has a $145 million corporate credit facility that expires on September 17, 2004. At December 31,
2003, EME had borrowing capacity of $145 million and corporate cash and cash equivalents of
S179 million. During 2003, EME's cash position increased primarily due to an increase of distributions
received from its consolidated subsidiaries and initial distributions from the Sunrise project upon
completion of project financing. The timing and amount of distributions from EME's subsidiaries may be
affected by many factors beyond its control. See "-EME's Liquidity as a IHolding Company-Ihistorical
Distributions Received by EME" and "-Dividend Restrictions in Major Financings." In addition, the
right of EME to receive tax-allocation payments, and the timing and amount of tax-allocation payments
received by LEME are subject to factors beyond EME's control. See "-ELME's Liquidity as a Holding
Company-Intercompany Tax-Allocation Payments."

ENME's corporate credit facility provides credit available in the form of cash advances or letters of credit.
At December 31, 2003, there were no cash advances outstanding or letters of credit outstanding under the
credit facility. In addition to the interest payments, EME pays a facility fee determined by its long-tertn
credit ratings (1.00% at December 31, 2003) on the credit facility independent of the level of borrowings.
Under the credit agreement governing its credit facility, EME has agreed to maintain an interest coverage
ratio that is based on cash received by EME, including tax-allocation payments, cash disbursements and
interest paid. At December 31, 2003, EME met this interest coverage ratio. The interest coverage ratio in
the ring-fencing provisions of EME's certificate of incorporation and bylaws remains relevant for
determining EME's ability to make distributions. See "-Financial Ratios-EME's Interest Coverage
Ratio."
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Historical Distributions Received By EAIE

The following table is presented as an aid in understanding the cash flow of EME and its various
subsidiary holding companies which depend on distributions from subsidiaries and affiliates to fund
general and administrative costs and debt service costs of recourse debt.

In millions December 31, 2003 2002
Domestic Projects
Distributions from Consolidated Operating Projects:

EME I lomer City Generation L.P. (Homer City facilities)(I) $ 128 S -

Holding companies of other consolidated operating projects 1 2
Distributions from Unconsolidated Operating Projects:

Edison Mission Energy Funding Corp. (Big 4 Projects)(2) 98 137
Four Star Oil & Gas Company 21 21
Sunrise Power Company(3) 69
I lolding companies for Westside projects 25 42
Holding companies of other unconsolidated operating projects 7 10

Total Distributions from Domestic Projects S 349 S 212

International Projects (Mission Energy holdings International)
Distributions from Consolidated Operating Projects:

First Ilydro hIoldings (First Ilydro project) S 18 $
Loy Yang B 39 27
Doga 18 47
Contact Energy 16 12
Valley Power 8
Kwinana 4 6

Distributions from Unconsolidated Operating Projects:
ISAB Energy 27 1
IVPC4 (Italian Wind project) 10 33
Derwent 3 2
Paiton(4) 9
Tri Energy 4 3
Holding companies of other unconsolidated operating project 2 8

Total Distributions from International Projects $ 158 S 139

Total Distributions S 507 S 351

(I) Excludes S34 million distributed by EME Homer City from additional cash on hand due to accelerated
payments received from Edison Mission Marketing & Trading.

(2) The Big 4 projects arc comprised of investments in the Kcrn River project, Midway-Sunset project,
Sycamore project and Watson project. Distributions do not include either capital contributions made during
the California cnergy crisis or the subsequent return of such capital. Distributions rcefect the amount
received by EME after debt service payments by Edison Mission Energy Funding Corp.

(3) Includes $59 million of the I515 million proceeds from the Sunrise project financing. The remaining
S92 million ENMI has classified as a return of capital.

(4) Represents a return of capital received as part of completion of the restructuring of the Paiton debt
obligations.
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Total distributions to EME increased between 2003 and 2002 due to:

* Distributions from Homer City due to increased generation and higher energy prices. The project did
not make any distributions in 2002 because of outages in the first half of 2002;

- Distribution from the First Ilydro project in May 2003. The project did not make any distributions in
2002 due to restrictions under its bond indenture;

* Initial distributions from the Sunrise project upon completion of project financing; and

- Initial partner distributions from the ISAB Energy project.

Partially offset by:

A Lower distributions from the Big 4 projects (in March 2002, SCE paid the Big 4 projects their past
due accounts receivable that accrued during the California energy crisis);

* Lower distributions from the Westside projects due to payments of past due accounts receivable from
Pacific Gas & Electric in 2002 that accrued during the California energy crisis; and

* 2003 distributions from the Doga and Italian Wind projects represented twelve months of operating
cash flow, %whereas the initial distributions in 2002 included cash flow from prior years.

Intercompany Tax-AlIlocation Payments

MNElIC and EMF are included in the consolidated federal and combined state income tax returns of
Edison International and are eligible to participate in tax-allocation payments with other subsidiaries of
Edison International. These arrangements depend on Edison International continuing to own, directly or
indirectly, at least 80% of the voting power of the stock of MEHC and EMIE and at least 80% of the value
of such stock. The arrangements are subject to the terms of tax-allocation and payment agreements among
Edison International, MEIIC, EliME, and other Edison International subsidiaries. The agreements to which
MEHC and EME are parties may be terminated by the immediate parent company of MEHC at any time,
by notice given before the first day of the first tax year with respect to which the termination is to be
effective. Hlowever, termination does not relieve any party of any obligations with respect to any tax year
beginning prior to the notice. ME1 IC became a party to the tax-allocation agreement with Edison Mission
Group on July 2, 2001, when it became part of the Edison International consolidated filing group. EMUE
and MEI IC have historically received tax-allocation payments related to domestic net operating losses
incurred by EiME and MEHC. The right of MEHC and ENME to receive and the amount and timing of tax-
allocation payments are dependent on the inclusion of MEI IC and EME, respectively, in the consolidated
income tax returns of Edison International and its subsidiaries, the amount of net operating losses and
other tax items of MEIHC, EME, its subsidiaries, and other subsidiaries of Edison International and
specific procedures regarding allocation of state taxes. MEI IC and ENIE receive tax-allocation payments
for tax losses when and to the extent that the consolidated Edison International group generates sufficient
taxable income in order to be able to utilize MEl IC's tax losses or the tax losses of EMEI in the
consolidated income tax returns for Edison International and its subsidiaries. MEIIC received S61 million
and 589 million in tax-allocation payments from Edison International during 2003 and 2002, respectively.
EliN- received SI 12 million and $395 million in tax-allocation payments from Edison International during
2003 and 2002, respectively. In the future, based on the application of the factors cited above, MEl IC and
EME may be obligated during periods it generates taxable incomc to make payments under the tax-
allocation agreements.
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Dividend Restrictions in Major Financings

General

Each of EME's direct or indirect subsidiaries is organized as a legal entity separate and apart from EME
and its other subsidiaries. Assets of EME's subsidiaries are not available to satisfy FME's obligations or
the obligations of any of its other subsidiaries. However, unrestricted cash or other assets that are
available for distribution may, subject to applicable law and the terms of financing arrangements of the
parties, be advanced, loaned, paid as dividends or otherwise distributed or contributed to EME or to its
subsidiary holding companies. EME itself has restrictions on its ability to pay dividends under its
organizational documents and its corporate credit facility. See "-Financial Ratios-Ability of EIME to
Pay Dividends."

Set forth below is a description of covenants binding F.ME's principal subsidiaries that may restrict the
ability of those entities to make distributions to EME directly or indirectly through the other holding
companies owned by EME.

Edison Mission Mllidwest Holdings Co. (Illinois Plants)

Edison Mission Midwest I loldings Co. is the borrower under a S 1.9 billion credit facility with a group of
commercial banks. Amounts outstanding under this facility have been reduced to S693 million as of
December 31, 2003. The funds borrowed under this facility were used to fund the acquisition of the
Illinois plants and provide wvorking capital to such operations. Midwest Generation, a wholly owned
subsidiary of Edison Mission Midwest Iloldings, owns or leases and operates the Illinois plants. As part
of the original acquisition, Midwest Generation entered into a sale-leaseback transaction for the Collins
Station, which Edison Mission Midwest Holdings guarantees, and then subsequently entered into sale-
leaseback transactions for the Powerton Station and the Joliet Station in August 2000. In order for Edison
Mission Midwest Iloldings to make a distribution, Edison Mission Midwest Iloldings must be in
compliance with the covenants specified in these agreements, including maintaining a minimum credit
rating. Because Edison Mission Midwest Holdings' credit rating is below investment grade, no
distributions can currently be made by Edison Mission Midwest Iloldings to its parent company, and
ultimately to EME, at this time. See "-EME's Credit Ratings."

Edison Mission Midwest I loldings must maintain a debt service coverage ratio for the prior twelve-month
period of at least 1.50 to I as long as the power-purchase agreements with Exelon Generation represent
50% or more of Edison Mission Midwest Holdings' and its subsidiaries' revenue. If the power-purchase
agreements with Exelon Generation represent less than 50% of Edison Mission Midwest Iloldings' and
its subsidiaries' revenue, it must maintain a debt service coverage ratio of at least 1.75 to I. In addition,
Edison Mission Midwest Holdings must maintain a debt-to-capital ratio no greater than 0.60 to 1. Failure
to meet the historical debt service coverage ratio and the debt-to-capital ratio are events of default under
the credit agreement and Collins lease agreements, which, upon a vote by a majority of the lenders. could
cause an acceleration of the due date of the obligations of Edison Mission Midwest I oldings and those
associated with the Collins lease. Such an acceleration would result in an event of default under the
Powerton and Joliet leases. During the 12 months ended December 31, 2003, the historical debt service
coverage ratio was 2.06 to I and the debt-to-capital ratio was approximately 0.36 to 1.

There are no restrictions oln the ability of Midwest Generation to make payments on the outstanding
intercompany loans from its affiliate Edison Mission Overseas Co. (which is also a subsidiary of Edison
Mission Midwest IHoldings) or to make distributions directly to Edison Mission Midwest I loldings.
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I2ME h1omer CiO Gencration L.1. (Homer City facilities)

EMl I lomer City Generation L.P. completed a sale-leaseback of the Homer City facilities in December
2001. In order to make a distribution, EIME Ilomer City must be in compliance with the covenants
specified in the lease agreements, including the following financial performance requirements measured
on the date of distribution:

At the end of each quarter, the senior rent service coverage ratio for the prior twelve-month period
(taken as a whole) must be greater than 1.7 to 1. The senior rent service coverage ratio is defined as
all income and receipts of EME Homer City less amounts paid for operating expenses, required
capital expenditures, taxes and financing fees divided by the aggregate amount of the debt portion of
the rent, plus fees, expenses and indemnities due and payable with respect to the lessor's debt service
reserve letter of credit.

At the end of each quarter, the equity and debt portions of rent then due and payable must have been paid.
The senior rent service coverage ratio (discussed in the bullet point above) projected for each of the
prospective two twelvc-month periods must be greater than 1.7 to 1. No more than two rent default events
may have occurred, whether or not cured. A rent default event is defined as the failure to pay the equity
portion of the rent within five business days of when it is due.

During the 12 months ended December 31, 2003, the senior rent service coverage ratio was 4.68 to 1.

E'dison Fission Energy Funding Corly. (Big 4 Projects)

EME's subsidiaries, which EiME refers to in this context as the guarantors, that hold EME's interests in
the Big 4 projects completed a S450 million secured financing in December 1996. Edison Mission Energy
Funding Corp., a special purpose Delaware corporation, issued notes ($260 million) and bonds
(S 190 million), the net proceeds of which were lent to the guarantors in exchange for a note. The
guarantors have pledged their cash proceeds from the Big 4 projects to Edison Mission Energy Funding
as collateral for the note. All distributions receivable by the guarantors from the Big 4 projects are
deposited into trust accounts from which debt service payments are made on the obligations of Edison
Mission Energy Funding and from which distributions may be made to EME if the guarantors and Edison
Mission Energy Funding are in compliance with the terms of the covenants in their financing documents,
including the following requirements measured on the date of distribution:

• The debt service coverage ratio for the preceding four fiscal quarters is at least 1.25 to 1.

* The debt service coverage ratio projected for the succeeding four fiscal quarters is at
least 1.25 to 1.

The debt service coverage ratio is determined primarily based upon the amount of distributions received
by the guarantors from the Big 4 projects during the relevant quarter divided by the debt service (principal
and interest) on Edison Mission Energy Funding's notes and bonds paid or due in the relevant quarter.
During the 12 months ended December 31, 2003, the debt service coverage ratio was 2.16 to 1. Although
the credit ratings of Edison Mission Energy Funding's notes and bonds are below investment grade, this
has no effect on the ability of the guarantors to make distributions to EME.

M5fission Energy Holdings International

Mission Energy Holdings International owns substantially all of EME's international operations through
its subsidiary, MEC International BV., as more fully described in "-Key Financing Developments."
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In order to make a distribution, Mission Energy I Holdings International must be in compliance vith the
covenants specified in the credit agreement, including the following:

* Maintenance of a specified interest coverage ratio. For more information about the interest coverage
ratio, seei~-Financial Ratios-Mission Energy Holdings International Interest Coverage Ratio."

Ownership by Edison International, directly or indirectly, of at least 80% of Mission Energy Iloldings
International.

When measured for the twelve-montli period ended December 31, 2003, Mission Energy I loldings
International interest coverage ratio was 2.75 to 1.

The following subsidiaries of EME, have guaranteed the obligations of Mission Energy I oldings
International under its secured credit agreement:

* Midwest Generation EME - a direct subsidiary of EME and an indirect parent of Midwest
Generation, the entity that owns the Illinois plants.

* Edison Mission Finance - a direct subsidiary of Edison Mission I Holdings and the holder of
intercompany receivables due from EME Hlomer City.

* Mission Del Cielo - a direct subsidiary of EME and an indirect parent of Sunrise Powver Company,
LLC, the entity that owns the Sunrise project.

* Viejo Energy Company, Anacapa Energy Company, Del Mar Energy Company and Silverado Energy
Company - each is a direct subsidiary of EME and a general partner in a partnership that owns each
of the Westside projects.

Distributions may be made by any of these entities so long as, neither a default nor event of default exists
under the Mission Energy Holdings International secured credit agreement.

First Ily dro Holdings

A subsidiary of First Hydro Holdings, First Ilydro Finance plc, has issued £400 million of Guaranteed
Secured Bonds due in 2021. In order to make a distribution, First I lydro Finance must be in compliance
Vith the covenants specified in its bond indenture, including the following interest coverage ratio:

* As determined on June 30 and December 31 of each year, the ratio of net revenue (which is generally
the consolidated profit of First Ilydro Holdings and its subsidiaries before tax) to interest payable on
the Guaranteed Secured Bonds for the prior twelve-month period (taken as a whole) must be greater
than 1.2 to 1.

First Hydro Holdings' interest coverage ratio must also exceed a minimum default threshold included in
the Guaranteed Secured Bonds. When measured for the twelve-montlh period ended December 31, 2003,
First I lydro I loldings' interest coverage ratio was 1.6 to 1.

In March 2003, the trustee for the First IHydro bonds sent a letter to First IHydro Finance plc on behalf of a
group of First Hydra bondholders, requesting First Ilydro Finance to engage in a process to determine
whether the tennination of the pool system in the United Kingdom during 2001 (replaced with the new
electricity trading arrangements, referred to as NETA) was materially prejudicial to the interests of the
First Hydro bondholders. If this were the case, it could provide the First I lydro bondholders with an early
redemption option. First Hydro Finance does not believe that this event was materially prejudicial to the
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First I lydro bondholders and has continued to meet all of its debt service obligations and financial
covenants under the bond documentation, including required interest coverage ratio. First I lydro Finance
is not aware of further actions being pursued by First Ilydro bondholders regarding this matter.

Financial Ratios

AEIVC's Interest C'overage Ratio

The following details of MEI IC's interest coverage ratio are provided as an aid to understanding the
components of the computations that are set forth in the indenture governing MEI IC's senior secured
notes. This information is not intended to measure the financial performance of MEI IC and, accordingly,
should not be used in lieu of the financial information set forth in MEI IC's consolidated financial
statements. The terms Funds Flow from Operations, Operating Cash Flow and Interest Expense are as
defined in the indenture and are not the same as would be determined in accordance with generally
accepted accounting principles.

MEIIC's interest coverage ratio is comprised of interest income and expense related to its holding
company activities and the consolidated financial information of EME. For a complete discussion of
EME's interest coverage ratio and the components included therein, see "-Financial Ratios-EME's
Interest Coverage Ratio" below. The following table sets forth MEH-IC's interest coverage ratio for the
years ended December 31, 2003 and 2002:

In millions December 31, 2003 2002
Funds Flow from Operations:

EME S 699 S 692
Operating cash flow from unrestricted subsidiaries (2) (17)
Funds flow from operations of projects sold (1) 2
MEIIC 1 7

$ 697 S 684
Interest Expense:

EME S 286 S 293
EME - affiliate debt 1 2
MEIIC interest expense 160 159

Total interest expense S 447 S 454
Interest Coverage Ratio 1.56 1.51

The above interest coverage ratio was determined in accordance with the definitions set forth in the bond
indenture governing ME I{C's senior secured notes and the credit agreement goveming the term loan. The
interest coverage ratio prohibits MEHC, EME and its subsidiaries from incurring additional indebtedness,
except as specified in the indenture and the financing documents, unless MEI IC's interest coverage ratio
exceeds 1.75 to I for the immediately preceding four fiscal quarters prior to December 3 1, 2003 and
2.0 to I for periods thereafter.

Abilift, of Li EM to Pay Dividends

EME's organizational documents and corporate credit facility contain restrictions on its ability to declare
or pay dividends or distributions. These restrictions require the unanimous approval of its Board of
Directors, including at least one independent director, before it can declare or pay dividends or
distributions, unless either of the following is true:

* EME then has investment grade ratings with respect to its senior unsecured long-tern debt and
receives rating agency confirmation that the dividend or distribution will not result in a downgrade; or
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such dividends and distributions do not exceed $32.5 million in any fiscal quarter and EME thenr
meets an interest coverage ratio of not less than 2.2 to I for the immediately preceding four fiscal
quarters.

lEIN's interest coverage ratio for the twelve months ended December 31, 2003 was 2.45 to 1. See further
details of EME's interest coverage ratio below. Accordingly, EME is currently pemlitted to pay
dividends of up to S32.5 million per quarter beginning the first quarter of 2004 under the "ring-fencing"
provisions of ElME's certificate of incorporation and bylaws and corporate credit facility without the
approval ofthe independent director. EME did not pay or declare any dividends to MEIIC during 2003.

EAIE's Interest Covz erage Ratio

The following details of EME's interest coverage ratio (defined as Funds Flow from Operations divided
by Interest Expense) are provided as an aid to understanding the components of the computations that are
set forth in EMME's organizational documents. This information is not intended to measure the financial
performance of ENIE and, accordingly, should not be used in lieu of the financial information set forth in
EME's consolidated financial statements. The terms Funds Flow from Operations, Operating Cash Flow
and Interest Expense are as defined in EME's organizational documents and are not the same as would be
determined in accordance wvith generally accepted accounting principles.

The following table sets forth the major components of the interest coverage ratio for 2003 and 2002:

In millions December31, 2003 2002
Funds Flow from Operations:

Operating Cash Flow(l) from Consolidated Operating
Projects(2):
Illinois plants(3) S 242 S 294
Homer City 153 51
First I lydro (8) 47

Other consolidated operating projects 165 158
Price risk management and energy trading 11 16
Distributions from unconsolidated Big 4 projects(4) 98 137
Distributions from other unconsolidated operating projects 178 120
Interest income 4 X
Operating expenses (144) (139)

Total funds flow from operations $ 699 S 692

Interest Expense:
From obligations to unrelated third parties S 172 S 178
From notes payable to Midwest Generation 113 115

Total interest expense $ 285 S 293
Interest Coverage Ratio 2.45 2.36

(1) Operating cash flow is defined as revenue less operating expenses, foreign taxes paid and project debt
service. Operating cash flow does not include capital expenditures or the difference between cash
payments under liME's long-term leases and lease expenses recorded in EME's income statement.
FiME expects its cash payments under its long-term power plant leases to be higher than its lease
expense through 2014.
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(2) Consolidated operating projects are entities of which EMIE owns more than a 50% interest and, thus,
include the operating results and cash flows in its consolidated financial statements. Unconsolidated
operating projects are entities of which EME owns 50% or less and which EMI accounts for on the
equity method.

(3) Distribution to EME of funds flow from operations of the Illinois plants is currently restricted. See
"-E-ME's Credit Ratings-Credit Ratings of Edison Mission Midwest I loldings."

(4) The Big 4 projects are comprised of investments in the Kern River project, Midway-Sunset project,
Sycamore project and Watson project.

The major factors affecting funds flow from operations during 2003 as compared to 2002, were:

* lower earnings at the Illinois plants primarily due to lower capacity revenue from the reduction in
megawatts contracted under the powcr-purchase agreements;

* repayment of S29 million debt service reserve loan at First I lydro;

* lower distributions from the Big 4 projects (in March 2002, SCE paid the Big 4 projects their past due
accounts receivable that accrued during the California energy crisis);

• higher revenue at Homer City due to increased generation and higher energy prices; and

* initial partner distributions from the Sunrise and ISAB Energy projects.

Interest expense decreased by $8 million for the twelve months ended December 31, 2003, compared to
the year ended December 31, 2002 due to a lower average debt balance.

The above interest coverage ratio is not determined in accordance with generally accepted accounting
principles as reflected in Edison International's Consolidated Statements of Cash Flows. Accordingly,
this ratio should not be considered in isolation or as a substitute for cash flows from operating activities or
cash flow statement data set forth in Edison International's Consolidated Statement of Cash Flows. rhis

ratio does not measure the liquidity or ability of EME's subsidiaries to meet their debt service obligations.
Furthermore, this ratio is not necessarily comparable to other similarly titled captions of other companies
due to differences in methods of calculations.

f IE Recourse Debt to Recourse Capital Ratio

Under the credit agreement governing its credit facility, EME has agreed to maintain a recourse debt to
recourse capital ratio as shown in the table below.

Actual at
Financial Ratio Covenant December 31, 2003 Description
Recourse Debt to Less than or 59.8% Ratio of (a) senior recourse debt to
Recourse Capital equal to 67.5% (b) sum of(i) adjusted shareholder's
Ratio equity as defined in the credit

agreement, plus (ii) senior recourse debt
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The recourse debt to recourse capital ratio of EME at December 31, 2003 and 2002 was calculated as
follows:

In millions December 31, 2003 2002
Recourse Dcbt(l)

Corporate Credit Facilities $ - S 140
Senior Notes 1,600 1,600
Guarantee of termination value of PowertonlJoliet

operating leases 1,470 1,452
Coal and Capex Facility 29 182
Other - 30
Total Recourse Debt to EME $ 3,099 S 3,404

Adjusted Shareholder's Equity(2) $ 2.085 $ 2,066
Recourse Capital(3) $ 5,184 $ 5,470
Recourse Debt to Recourse Capital Ratio 59.8% 62.2%

(1) Recourse debt means senior direct obligations of EME or obligations related to indebtedness or rental
expenses of one of its subsidiaries for which EME has provided a guarantee.

(2) Adjusted shareholder's equity is defined as the sum of total shareholder's equity and equity preferred
securities, less changes in accumulated other comprehensive gain or loss after December 31, 1999.

(3) Recourse capital is defined as the sum of adjusted shareholder's equity and recourse debt.

E:ME's indirect subsidiary, Midwest Generation, reported in its second quarter report on Form I0-Q an
asset impairment charge of S475 million, after tax, related to the 2,698 MW gas-fired Collins Station. The
impairmient charge resulted from a write-down of the book value of capitalized assets related to the
Collins Station from $858 million to an estimated fair market value of $78 million. The impairment
charge by Midwest Generation is not reflected in the operating results of EME because the lease related to
the Collins Station is treated in EME's financial statements as an operating lease and not as an asset and,
therefore, is not subject to impairment for accounting purposes. See "-Key Financing Developments--
EME's Subsidiary Financing Plans-Agreement in Principle to Terminate the Collins Station Lease" for
further discussion of the plan to replace EME's corporate credit facility with a new secured credit facility.

Mission EnerDg Holdings International Interest Coverage Ratio

Under the credit agreement governing its tern loan (see "-Dividend Restrictions in Major
Financings-Mission Energy Holdings International"), Mission Energy Iloldings International has agreed
to a minimum interest coverage ratio of 1.30 to I beginning March 2004 for the trailing twelve month
period.
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The following table sets forth the major components of the interest coverage ratio for the twelve months
ended December 31, 2003 on a pro forma basis assuming the term loan had been in existence at the
beginning of 2003:

2003
Pro Forma Pro

In millions Actual Adjustmncn( 2 1 Fornia
Funds Flow from Operations

Historical distributions from international projects|') S 158 S - $ 158
Other fees and cash payments considered distributions

under the term loan 20 - 20
Administrative and general expenses (2) - (2)

Total Flow of Funds from Operations S 176 S - S 176
Term Loan Interest Expense $ 4 $ 60 $ 64
Interest Coverage Ratio 2.75

(1) See "-IEME's Liquidity as a Holding Company-Ilistorical Distributions Received By EiME."

(2) The pro forma adjustment assumes the $800 million loan wvas outstanding at the beginning of
2003. Pro forma interest expense was calculated using the interest rate floor of 7% plus
amortization of deferred financing costs.

The above details of Mission Energy Holdings International's interest coverage ratio arc provided as an
aid to understanding the components of the computations that are set forth in the term loan credit
agreement. The terms Funds Flow from Operations and Interest Expense are as defined in the term loan
and are not the same as would be determined in accordance with generally accepted accounting
principles.

Summarized combined financial information (unaudited) of Mission Energy I Holdings International, Inc.
and its Subsidiaries and Edison Mission Project Co. is set forth below:

December 31, 2003 2002 2001
Revenue $1,526 $1,148 $ 835
Expenses 1,410 1,112 2,003

Net income (loss) S 116 $ 36 5(1,168)

December 31, 2003 2002
Current assets 5 621 5 473
Noncurrent assets 6,723 5,260

Total assets S7,344 55,733

Current liabilities $ 580 S 470
Noncurrent liabilities 4,994 3,154
Minority interest 746 652
Preferred security - 131
Equity 1,024 1,326

Total liabilities and equity $7,344 $ 5,733

The majority of noncurrent liabilities are comprised of project financing arrangements that are
nonrecourse to EME.
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MEIIC AND ENE: MARKET RISK EXPOSURES

EME's primary market risk exposures are associated with the sale of electricity from and the procurement
of fuel for its uncontracted generating plants. These market risks arise from fluctuations in electricity and
fuel prices, emission allowances, transmission rights, interest rates and foreign currency exchange rates.
EME manages these risks in part by using derivative financial instruments in accordance with established
policies and procedures. See "MEHC and EME: Management Overview," "MEHC and EME:
Liquidity-EME's Credit Ratings" and "Critical Accounting Policies" for a discussion of market
developments and their impact on EME's credit and the credit of its counterparties.

Commodity Price Risk

EME's merchant power plants and energy trading activities expose EME to commodity price risks.
Commodity price risks are actively monitored to ensure compliance with EME's risk management
policies. Policies are in place which define risk tolerances for each EME regional business unit.
Procedures exist which allow for monitoring of all commitments and positions with regular reviews by a
risk management committee. In order to provide more predictable earnings and cash flow, EME may
hedge a portion of the electric output of its merchant plants, the output of which is not committed to be
sold under long-term contracts. When appropriate, EME manages the spread between electric prices and
fuel prices, and uses forward contracts, swaps, futures, or options contracts to achieve those objectives.
There is no assurance that contracts to hedge changes in market prices will be effective.

EME's revenue and results of operations of its merchant power plants will depend upon prevailing market
prices for capacity, energy, ancillary services, fuel oil, coal and natural gas and associated transportation
costs and emission credits in the market areas where EME's merchant plants are located. Among the
factors that influence the price of power in these markets are:

* prevailing market prices for fuel oil, coal and natural gas and associated transportation costs;

* the extent of additional supplies of capacity, energy and ancillary services from current competitors or
new market entrants, including the development of new generation facilities;

* transmission congestion in and to each market area;

* the market structure rules to be established for each market area;

* the cost of emission credits or allowances;

* the availability, reliability and operation of nuclear generating plants, where applicable, and the
extended operation of nuclear generating plants beyond their presently expected dates of
decommissioning;

* weather conditions prevailing in surrounding areas from time to time; and

* the rate of electricity usage as a result of factors such as regional economic conditions and the
implementation of conservation programs.

EME performs a "value at risk" analysis in its daily business to measure, monitor and control its overall
market risk exposure in respect of its Illinois plants, its Homer City facilities, and its trading positions.
The use of value at risk allows management to aggregate overall commodity risk, compare risk on a
consistent basis and identify the risk factors. Value at risk measures the possible loss over a given time
interval, under normal market conditions, at a given confidence level. Given the inherent limitations of
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value at risk and relying on a single risk measurement tool, EME supplements this approach with the use
of stress testing and worst-case scenario analysis for key risk factors, as well as stop loss limits and
counterparty credit exposure limits. Despite this, there can be no assurance that all risks have been
accurately identified, measured and/or mitigated.

Electric power generated at EME's domestic merchant plants is generally sold under bilateral
arrangements with utilities and power marketers under short-term transactions with terms of two years or
less or, in the case of the Homer City facilities, to the PJM and/or the New York Independent System
Operator (NYISO). As discussed further below, beginning in 2003, EME has been selling a significant
portion of the power generated from its Illinois plants into wholesale power markets.

Illinois Plants

Energy power generated at the Illinois plants has historically been sold under three power-purchase
agreements between EME's wholly owned subsidiary, Midwest Generation, and Exelon Generation
Company, in which Exelon Generation purchases capacity and has the right to purchase energy generated
by the Illinois plants. The power-purchase agreements, which began on December 15, 1999 and expire in
December 2004, provide for capacity and energy payments. Exelon Generation is obligated to make
capacity payments for the plants under contract and energy payments for the energy produced by these
plants and taken by Exelon Generation. The capacity payments provide the Illinois plants revenue for
fixed charges, and the energy payments compensate the Illinois plants for all, or a portion of, variable
costs of production.

Approximately 65% of the energy and capacity sales from the Illinois plants in 2003 were to Exelon
Generation under the power-purchase agreements. As a result of notices given in 2003, Midwest
Generation's reliance on sales into the wholesale market will increase in 2004 from 2003. As discussed in
detail below, 3,859 MW of Midwest Generation's generating capacity remains subject to power-purchase
agreements with Exelon Generation in 2004. 2004 is the final contract year under these power-purchase
agreements.

In June 2003, Exelon Generation exercised its option to contract 687 MW of capacity and the associated
energy output (out of a possible total of 1,265 MW subject to option) during 2004 from Midwest
Generation's coal-fired units in accordance with the terms of the existing power-purchase agreement
related to Midwest Generation's coal-fired generation units. As a result, 578 MW of capacity at the
Crawford Unit 7, Waukegan Unit 6 and Will County Unit 3 is no longer subject to the power-purchase
agreement beginning January 1, 2004. For 2004, Exelon Generation will have 2,383 MW of capacity
related to its coal-fired generation units under contract with Midwest Generation.

In October 2003, Exelon Generation exercised its option to retain under a power-purchase agreement for
calendar year 2004 the 1,084 MW of capacity and energy from Midwest Generation's Collins Station.
Exelon Generation also exercised its option to release from a related power-purchase agreement 302 MW
of capacity and energy (out of a possible total of 694 MW subject to the option) from Midwest
Generation's natural gas and oil-fired peaking units, thereby retaining under that contract 392 MW of the
capacity and energy of such units for calendar year 2004.

The energy and capacity from any units which are not subject to one of the power-purchase agreements
with Exelon Generation will be sold under terms, including price and quantity, negotiated by Edison
Mission Marketing & Trading with customers through a combination of bilateral agreements, forward
energy sales and spot market sales. These arrangements generally have a term of two years or less. Thus,
EME is subject to market risks related to the price of energy and capacity described above. EME expects
that capacity prices for merchant energy sales will, in the near term, be negligible in comparison to those
Midwest Generation currently receives under its existing agreements with Exelon Generation (the
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possibility of minimal revenue is due to the current oversupply conditions in this marketplace). EME
further expects that the lower revenue resulting from this difference will be offset in part by energy prices,
which EME believes will, in the near term, be higher for merchant energy sales than those Midwest
Generation currently receives under its existing agreements, as indicated below in the table of forward-
looking prices. EME intends to manage this price risk, in part, by accessing both the wholesale customer
and over-the-counter markets described below as well as using derivative financial instruments in
accordance with established policies and procedures.

During 2004, the primary markets available to Midwest Generation for wholesale sales of electricity from
the Illinois plants are expected to be direct "wholesale customers" and broker-arranged "over-the-counter
customers." The most liquid over-the-counter markets in the Midwest region are sales into the control
area of Cinergy, referred to as "Into Cinergy," and, to a lesser extent, sales into the control areas of
ComEd and AEP, referred to as "Into ComEd" and "Into AEP," respectively. "Into Cinergy," "Into
ComEd" and "Into AEP" are bilateral markets for the sale or purchase of electrical energy for future
delivery. Performance of transactions in these markets is subject to contracts that generally provide for
liquidated damages supported by a variety of credit requirements, which may include independent credit
assessment, parent company guarantees, letters of credit, and cash margining arrangements.

The following table depicts the historical average market prices for energy per megawatt-hour "Into
ComEd" and "Into Cinergy" for 2003. Due to geographic proximity, "Into ComEd" has been the primary
market for Midwest Generation. Market prices are included for "Into Cinergy" for illustrative purposes.

2003 2003
Into ComEd* Into Cinergy*

Historical Energy Prices On-Peak(l) Off-Peak(l) 24-Hr On-Peak(l) Off-Peak(l) 24-Hr
January S 42.62 S 20.77 S 30.81 S 44.38 $ 21.46 S 32.00
February 54.43 23.13 37.81 58.09 24.00 39.99
March 47.96 22.35 33.92 51.68 24.34 36.69
April 39.12 15.05 26.67 41.12 15.96 28.11
May 29.59 10.80 19.57 28.89 10.68 19.18
June 30.27 8.17 19.22 28.41 8.31 18.36
July 41.63 12.81 27.07 39.15 11.72 25.29
August 48.75 13.84 29.61 48.80 13.53 29.46
September 27.44 9.85 17.67 28.07 10.36 18.23
October 24.47 12.01 18.17 24.95 13.51 19.17
November 24.78 14.32 18.51 23.66 14.61 18.23
December
Yearly Average

34.72 12.49
$ 37.15 $ 14.63

22.56
S 25.13

34.71
$ 37.66

14.73
$ 15.27

23.73
S 25.70

(1) On-peak refers to the hours of the day between 6:00 a.m. and 10:00 p.m. Monday through Friday,
excluding North American Electric Reliability Council (NERC) holidays. All other hours of the week
are referred to as off-peak.

* Source: Energy prices were determined by obtaining broker quotes and other public price sources,
for both "Into ComEd" and "Into Cinergy" delivery points.

The following table sets forth the forward month-end market prices for energy per megawatt-hour for the
calendar year 2004 and calendar year 2005 "strips," which are defined as energy purchases for the entire
calendar year, as quoted for sales "Into ComEd" and "Into Cinergy" during 2003. These forward prices
will continue to fluctuate as a result of a number of factors, including gas prices, electricity demand,
which is also affected by economic growth, and the amount of existing and planned power plant capacity.
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The actual spot prices for electricity delivered into these markets may vary materially from the forward
market prices.

Into ComEd*
Forward Energy Prices
Date
January 31, 2003
February 28, 2003
March 31, 2003
April 30,2003
May 31, 2003
June 30, 2003
July 31,2003
August 30, 2003
September 30, 2003
October 31, 2003
November 27, 2003
December 31, 2003

On-Peak(l)
$45.50

41.15
37.00
34.39
31.09
34.17
44.72
43.72
31.33
27.17
28.17
30.17

2004
Off-Peak(l)
$ 18.75

18.25
16.75
16.25
15.75
17.25
20.00
19.00
15.75
14.75
14.75
15.25

24-Hr
$30.83

28.78
26.76
25.12
22.35
25.52
31.16
30.70
23.02
20.36
21.01
22.63

On-Peak(l)
$40.75

39.75
38.75
36.75
33.50
36.00
45.50
44.50
31.00
28.00
29.00
31.00

2005
Off-Peak(l)
$ 19.50

19.00
17.75
17.25
16.75
18.25
21.00
20.00
16.75
15.75
15.75
16.25

24-Hr
$29.10

28.88
28.14
26.35
24.31
26.93
31.54
32.12
23.40
21.28
21.93
22.91

Into Cinergy*
Forward Energy Prices
Date
January 31, 2003
February 28, 2003
March 31, 2003
April 30, 2003
May 31,2003
June 30, 2003
July 31,2003
August 30, 2003
September 30, 2003
October 31, 2003
November 27, 2003
December 31, 2003

On-Peak(l)
$45.00

41.53
38.86
36.80
32.95
36.68
46.15
45.15
33.25
29.62
30.62
32.62

2004
Off-Peak(l)
S 20.00

19.70
18.57
18.07
17.98
18.98
21.88
20.88
17.36
17.08
17.08
17.58

24-Hr
$31.29

29.73
28.60
27.22
24.42
27.63
32.84
32.36
24.77
22.74
23.40
25.02

On-Peak(l)
$41.57

40.56
38.95
36.95
34.18
37.74
47.34
46.34
33.63
30.12
31.11
33.11

2005
Off-Peak(l)
S 21.38

20.88
19.63
19.13
18.43
19.93
22.88
21.88
18.44
17.68
17.68
18.18

24-Hr
$30.50

30.25
29.18
27.44
25.54
28.64
33.40
33.98
25.52
23.29
23.95
24.92

(1) On-peak refers to the hours of the day between 6:00 a.m. and 10:00 p.m. Monday through Friday,
excluding NERC holidays. All other hours of the week are referred to as off-peak.

* Source: Energy prices were determined by obtaining broker quotes and other public price sources,
for both "Into ComEd" and "Into Cinergy" delivery points.

Midwest Generation intends to hedge a portion of its merchant portfolio risk through Edison Mission
Marketing & Trading. To the extent it does not do so, the unhedged portion will be subject to the risks
and benefits of spot market price movements. The extent to which Midwest Generation will hedge its
market price risk through forward over-the-counter sales depends on several factors. First, Midwest
Generation will evaluate over-the-counter market prices to determine whether sales at forward market
prices are sufficiently attractive compared to assuming the risk associated with spot market sales. Second,
Midwest Generation's ability to enter into hedging transactions will depend upon its and Edison Mission
Marketing & Trading's credit capacity and upon the over-the-counter forward sales markets having

45

053



Management's Discussion and Analysis of Financial Condition and Results of Operations

sufficient liquidity to enable Midwest Generation to identify counterparties who are able and willing to
enter into hedging transactions with it. Due to factors beyond Midwest Generation's control, market
liquidity has decreased significantly since the beginning of 2002 and a number of formerly significant
trading parties have completely withdrawn from the market or substantially reduced their trading
activities, resulting in far fewer creditworthy participants in these electricity markets. See "-Credit
Risk," below.

In addition to the prevailing market prices, Midwest Generation's ability to derive profits from the sale of
electricity from the released units will be affected by the cost of production, including costs incurred to
comply with environmental regulations. The costs of production of the released units vary and,
accordingly, depending on market conditions, the amount of generation that will be sold from the released
units is expected to vary from unit to unit. In this regard, Midwest Generation suspended operations of
Will County Units I and 2 and Collins Station Units 4 and 5 at the end of 2002 pending improvement in
market conditions.

Under PJM's proposed revisions to the PJM Tariff, the integration of ComEd into PJM could result in
market power mitigation measures being imposed on future power sales by Midwest Generation in the
NICA energy and capacity markets. In addition, power produced by Midwest Generation not under
contract with Exelon Generation is sold using transmission obtained from ComEd under its open-access
tariff filed with the FERC, and the application of the PJM Tariff to ComEd's transmission system could
also affect the rates, terms and conditions of transmission service received by Midwest Generation. EME
and Midwest Generation have contested the appropriateness of ComEd joining PJM on an "islanded"
basis and the imposition of market power mitigation measures proposed by PJM for the NICA energy and
capacity markets. EME is unable to predict the outcome of these efforts, the effect of integration of
ComEd into PJM on an "islanded" basis, the effect of integration of AEP into PJM, or any final
integration configuration for PJM on the markets into which Midwest Generation sells its power.

In addition to the price risks described previously, Midwest Generation's ability to transmit energy to
counterparty delivery points to consummate spot sales and hedging transactions may also be affected by
transmission service limitations and constraints and new standard market design proposals proposed by
and currently pending before the FERC. Although the FERC and the relevant industry participants are
working to minimize such issues, Midwest Generation cannot determine how quickly or how effectively
such issues will be resolved.

Homer City Facilities

Electric power generated at the Homer City facilities is sold under bilateral arrangements with domestic
utilities and power marketers pursuant to transactions with terms of two years or less, or to the PJM or the
NYISO. These pools have short-term markets, which establish an hourly clearing price. The Homer City
facilities are situated in the PJM control area and are physically connected to high-voltage transmission
lines serving both the PJM and NYISO markets.
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The following table depicts the average market prices per megawatt-hour in PJM during the past three
years:

24-}hour PJNI
Historical Energy Prices*

2003 2002 2001
January $ 36.56 S 20.52 $ 36.66
February 46.13 20.62 29.53
March 46.85 24.27 35.05
April 35.35 25.68 34.58
May 32.29 21.98 28.64
June 27.26 24.98 26.61
July 36.55 30.01 30.21
August 39.27 30.40 43.99
September 28.71 29.00 22.44
October 26.96 27.64 21.95
November 29.17 25.18 19.58
December 35.89 27.33 19.66
Yearly Average $ 35.08 S 25.63 S 29.07

* Energy prices were calculated at the Homer City busbar (delivery point) using historical hourly
real-time prices provided on the PJM-ISO web-site.

As shown on the above table, the average historical market prices at the Homer City busbar (delivery
point) during 2003 were higher than the average historical market prices during 2002, although in
September and October of each year the power prices were similar. Forward market prices in PJM
fluctuate as a result of a number of factors, including natural gas prices, transmission congestion, changes
in market rules, electricity demand which is affected by weather and economic growth, and the amount of
existing and planned power plant capacity. The actual spot prices for electricity delivered into these
markets may vary materially from the forward market prices.

Sales made in the real-time or day-ahead market receive the actual spot prices at the Homer City busbar.
In order to mitigate price risk from changes in spot prices at the Homer City busbar, EME may enter into
forward contracts with counterparties for forecasted generation in future periods. Currently, there is not a
liquid market for entering into forward contracts at the Homer City busbar. A liquid market does exist for
delivery to a collection of delivery points known as PJM West Hub, which EME's price risk management
activities use to enter into forward contracts. EME's revenue with respect to such forward contracts
include:

* sales of actual generation in the amounts covered by such forward contracts with reference to PJM
spot prices at the Homer City busbar, plus,

* sales to third parties under such forward contracts at designated delivery points (generally the PJM
West Hub) less the cost of purchasing power at spot prices at the same designated delivery points to
fulfill obligations under such forward contracts.

Under the PJM market design, locational marginal pricing (sometimes referred to as LMP), which
establishes hourly prices at specific locations throughout PJM by considering factors including generator
bids, load requirements, transmission congestion and losses, has the effect of raising prices at those
delivery points affected by transmission congestion. During the past 12 months, an increase in
transmission congestion at delivery points east of the Homer City facilities has resulted in prices at the
PJM West Hub (which includes delivery points east of the Homer City facilities) being higher than those
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at the Homer City busbar. Thus, while forward prices at PJM West Hub have historically been higher than
the prices at the Homer City busbar by less than 5%, increased congestion during the last 12 months at
delivery points east of the Homer City facilities has resulted in prices at PJM West Hub being on average
6% higher than those at the Homer City busbar.

By entering into forward contracts using the PJM West Hub as the delivery point, EME is exposed to
"basis risk," which occurs when forward contracts are executed on a different basis (in this case PJM
West Hub) than the actual point of delivery (Homer City busbar). In order to mitigate basis risk resulting
from forward contracts using PJM West Hub as the delivery point, EME has participated in purchasing
fixed transmission rights in PJM, and may continue to do so in the future. A fixed transmission right
provides the holder with a financial instrument to receive actual spot prices at one point of delivery and
pay prices at another point of delivery that are pegged to prices at the first point of delivery, plus or minus
a fixed amount. Accordingly, EME's price risk management activities include using fixed transmission
rights alone or in combination with forward contracts to manage the risks associated with changes in
prices within the PJM market.

The following table sets forth the forward month-end market prices per megawatt-hour for the calendar
2004 and 2005 "strips," which are defined as energy purchases for the entire calendar year, as quoted for
sales into the PJM West Hub during 2003:

24-Hour PJM NVest
Forward Energy Prices*

2004 2005
January 31, 2003 S 43.03 $ 37.75
February 28,2003 42.88 38.18
March 31, 2003 39.57 33.88
April 30, 2003 34.45 32.85
May 31, 2003 30.20 30.60
June 30, 2003 34.23 33.45
July31, 2003 41.67 39.77
August 30, 2003 42.31 41.61
September 30, 2003 30.20 30.62
October 31, 2003 29.02 28.51
November 27, 2003 29.49 28.74
December31, 2003 30.18 28.51

* Energy prices were determined by obtaining broker quotes and other public sources for the PJM West
Hub delivery point. Forward prices at PJM West are generally higher than the prices at the Homer
City busbar.

The ability of EME's subsidiary, EME Homer City, to make payments under the long-term lease entered
into as part of the sale-leaseback transaction discussed under "Off-Balance Sheet Transactions-EME's
Off-Balance Sheet Transactions-Sale-Leaseback Transactions," depends on revenue generated by the
Homer City facilities, which depend in part on the market conditions for the sale of capacity and energy.
These market conditions are beyond EME's control.

United Kingdom

The First Hydro plant sells electrical energy and capacity through bilateral contracts of varying terms in
the England and Wales wholesale electricity market.
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The electricity trading arrangements introduced in March 2001 provide, among other things, for the
establishment of a range of voluntary short-term power exchanges and brokered markets operating from a
year or more in advance to I hour prior to the delivery or receipt of power. In the final hour after the
notification of all contracts, the system operator can accept bids and offers in the Balancing Mechanism to
balance generation and demand and resolve any transmission constraints. There is a mandatory settlement
process for recovering imbalances between contracted and metered volumes with strong incentives for
being in balance, and a Balancing and Settlement Code Panel to oversee governance of the Balancing
Mechanism. The system operator can also purchase system reserve and response services to maintain the
quality of the electrical supply directly from generators (generally referred to as "ancillary services").
Ancillary services contracts typically run for up to a year and can consist of both fixed amounts and
variable amounts represented by prices for services that are only paid for when actually called upon by
the grid operator. A key feature of the trading arrangements is the requirement for firm physical delivery,
which means that a generator must deliver, and a consumer must take delivery of, its net contracted
positions or pay for any energy imbalance at the imbalance prices calculated by the system operator based
on the prices of bids and offers accepted in the Balancing Mechanism. This provides an incentive for
parties to contract in advance and for the development of forwards and futures markets. Under these
arrangements, there has been an increased emphasis on credit quality, including the need for parent
company guarantees or letters of credit for companies below investment grade.

The wholesale price of electricity has decreased significantly in recent years. The reduction has been
driven principally by surplus generating capacity and increased competition. During 2003, prices were
more volatile. There was further downward pressure on wholesale prices in the first part of the year
followed by some recovery during the summer in prices and in the peak/off peak differentials for the
upcoming winter period. That recovery tailed off towards the end of the year with a considerable
narrowing in the peak/off peak differentials. Compliance with First Hydro's bond financing documents is
subject to market conditions for electric energy and ancillary services, which are beyond First Hydro's
control.

Australia

The Loy Yang B plant and the Valley Power Peaker project sell electrical energy through a centralized
electricity pool, which provides for a system of generator bidding, central dispatch and a settlements
system based on a clearing market for each half-hour of every day. The National Electricity Market
Management Company, operator and administrator of the pool, determines a spot price each half-hour. To
mitigate exposure to price volatility of the electricity traded into the pool, the Loy Yang B plant and the
Valley Power Peaker project have entered into a number of financial hedges. The State Hedge agreement
with the State Electricity Commission of Victoria is a long-term contractual arrangement based upon a
fixed price commencing May 8, 1997 and terminating October 31, 2016. The State Government of
Victoria, Australia guarantees the State Electricity Commission of Victoria's obligations under the State
Hedge. From January 2003 to July 2014, approximately 77% of the Loy Yang B plant output sold is
hedged under the State Hedge. From August 2014 to October 2016, approximately 56% of the Loy
Yang B plant output sold is hedged under the State Hedge. Additionally, the Loy Yang B plant and the
Valley Power Peaker project have entered into a number of derivative contracts to mitigate further against
price volatility inherent in the electricity pool. These contracts consist of fixed forward electricity
contracts and/or cap contracts that expire on various dates through December 31, 2006.

New Zealand

Contact Energy generates about 30% of New Zealand's electricity and is the largest retailer of natural gas
and electricity in New Zealand. A substantial portion of Contact Energy's generation output is matched
with the demand of its retail electricity customers or sold through forward contracts with other wholesale
electricity counterparties. The forward contracts and/or option contracts have varying terms that expire on
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various dates through June 30, 2010, although the majority of the forward contracts are short term (less
than two years).

The New Zealand government released a government policy statement in December 2001, which called
for the industry to rationalize the three existing industry codes, form a single governance structure and
address transmission investment and pricing issues. The industry was unable to agree on new rules to
facilitate the government policy statement.

Subsequently, in May 2003, the New Zealand government announced that it would establish a new
governance body to be known as the Electricity Commission along with a set of rules to govern the
market. The Electricity Governance Regulations and Rules were finalized in 2003. The Regulations came
into force on January 16, 2004, and the Rules came into force during February and March of 2004.

During the winter of 2003, wholesale electricity prices increased significantly in response to lower hydro
inflows, higher demand and anticipated restrictions on the availability of thermal fuel. The New Zealand
government responded by calling for nationwide energy savings in the order of 10%. Recent rains and
anticipated snowmelt have largely improved the earlier conditions with wholesale electricity prices
returning to more normal levels. The national energy savings program ended in July 2003.

However, there are ongoing concerns that new investment in generation has not been forthcoming and
that there is a significant risk that similar events may arise in subsequent years. As a consequence the
New Zealand government announced that it will take the following steps:

* the Electricity Commission will be given responsibility for managing dry year reserve, expected to be
through the procurement of reserve capacity; and

* the Electricity Commission will be given additional reserve powers ranging from information
disclosure to imposing hedge obligations on major users and generators.

Submissions have been made in respect of the policy, which are currently being considered by the New
Zealand government. Final details of the policy were released in September 2003, and it is expected that
legislation will be passed in 2004.

The New Zealand government announced in July 2003 that it would purchase a new 155 MW power plant
before winter 2004 to increase electricity security. The plant is to be situated at Whirinaki, Hawkes Bay.
The Electricity Commission will be required to include this plant in its portfolio of reserve energy. The
Whirinaki plant will be located on a site leased to the government from Contact Energy and will also be
operated under contract by Contact Energy.

Credit Risk

In conducting EME's price risk management and trading activities, EME contracts with a number of
utilities, energy companies and financial institutions, collectively referred to as counterparties. Due to
factors beyond EME's control, a number of formerly significant trading parties have completely
withdrawn from the market or substantially reduced their trading activities since the beginning of 2002,
thereby potentially increasing exposure to the remaining counterparties. The reduction in the credit
quality of traditional trading parties increases EME's credit risk. In addition, the decrease in market
liquidity may require EME to rely more heavily on wholesale electricity sales to wholesale customer
markets which may also increase EME's credit risk. In the event a counterparty were to default on its
trade obligation, EME would be exposed to the risk of possible loss associated with reselling the
contracted product at a lower price if the nonperforming counterparty were unable to pay the resulting
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liquidated damages owed to EME. Further, EME would be exposed to the risk of nonpayment of accounts
receivable accrued for products delivered prior to the time such counterparty defaulted.

To manage credit risk, EME looks at the risk of a potential default by counterparties. Credit risk is
measured by the loss that would be incurred if counterparties failed to perform pursuant to the terms of
their contractual obligations. EME measures, monitors and mitigates, to the extent possible, credit risk.
To mitigate counterparty risk, master netting agreements are used whenever possible and counterparties
may be required to pledge collateral when deemed necessary. EME also takes other appropriate steps to
limit or lower credit exposure. Processes have also been established to determine and monitor the
creditworthiness of counterparties. EME manages the credit risk on the portfolio based on credit ratings
using published ratings of counterparties and other publicly disclosed information, such as financial
statements, regulatory filings, and press releases, to guide it in the process of setting credit levels, risk
limits and contractual arrangements including master netting agreements. A risk management committee
regularly reviews the credit quality of EME's counterparties. Despite this, there can be no assurance that
these efforts will be wholly successful in mitigating credit risk or that collateral pledged will be adequate.

EME measures credit risk exposure from counterparties of its merchant energy activities by the sum of:
(i) 60 days of accounts receivable, (ii) current fair value of open positions, and (iii) a credit value at risk.
EME's subsidiaries enter into master agreements and other arrangements in conducting price risk
management and trading activities which typically provide for a right of setoff in the event of bankruptcy
or default by the counterparty. Accordingly, EME's credit risk exposure from counterparties is based on
net exposure under these agreements. At December 31, 2003, the credit ratings of EME's counterparties
were as follows:

In millions December 31, 2003
S&P Credit Rating

A or higher S 101
A- 26
BBB+ 82
BBB 57
BBB- 14
Below investment grade
Total S 280

Exelon Generation accounted for 22%, 40% and 42% of nonutility power generation revenue in 2003,
2002 and 2001, respectively. EME expects the percentage to be less in 2004 because a smaller number of
plants will be subject to contracts with Exelon Generation. See `-Commodity Price Risk-Illinois
Plants." Any failure of Exelon Generation to make payments under the power-purchase agreements could
adversely affect EME's results of operations and financial condition.

EME's contracted power plants and the plants owned by unconsolidated affiliates in which EME owns an
interest sell power under long-term power-purchase agreements. Generally, each plant sells its output to
one counterparty. Accordingly, a default by a counterparty under a long-term power-purchase agreement,
including a default as a result of a bankruptcy, would likely have a material adverse affect on the
operations of such power plant. During 2002, the counterparty to the Lakeland project power-purchase
agreement filed a notice of disclaimer of its power-purchase agreement with the project, ultimately
resulting in an impairment of $77 million, after tax. See "Results of Operations and Historical Cash Flow
Analysis-Results of Operations-Earnings (Loss) from Discontinued Operations."
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Interest Rate Risk

MEHC has mitigated the risk of interest rate fluctuations associated with the $385 million term loan due
2006 by arranging for variable rate financing with interest rate swaps. Swaps covering interest accrued
from January 2,2002 to January 2,2003 expired on January 2, 2003. Subsequently, MEHC entered into
swaps that cover interest accrued from January 2,2003 to July 2, 2004 and April 2, 2003 to July 2, 2004.
A 10% fluctuation in market interest rates at December 31,2003 would change the fair value of MEHC's
interest rate swaps by approximately $237 thousand.

The fair market value of MEHC's (stand alone) total long-term obligations was S 1.2 billion at
December 31, 2003, compared to the carrying value of$ 1.2 billion. A 10% increase in market interest
rates at December 31, 2003 would result in a decrease in the fair value of total long-term obligations by
approximately $34 million. A 10% decrease in market interest rates at December 31, 2003 would result in
an increase in the fair value of total long-term obligations by approximately $36 million.

Interest rate changes affect the cost of capital needed to operate EME's projects and the lease costs under
the Collins Station lease. EME has mitigated the risk of interest rate fluctuations by arranging for fixed
rate financing or variable rate financing with interest rate swaps, interest rate options or other hedging
mechanisms for a number of its project financings. Interest expense included $60 million, $34 million and
$17 million of additional interest expense for the years 2003, 2002 and 2001, respectively, as a result of
interest rate hedging mechanisms. EME has entered into several interest rate swap agreements under
which the maturity date of the swaps occurs prior to the final maturity of the underlying debt. A 10%
increase in market interest rates at December 31, 2003 would result in a $14 million increase in the fair
value of EME's interest rate hedge agreements. A 10% decrease in market interest rates at December 31,
2003 would result in a $15 million decrease in the fair value of EME's interest rate hedge agreements.
Based on the amount of variable rate long-term debt for which EME has not entered into interest rate
hedge agreements and the amount of the Collins lease at December 31,2003, a 100 basis point change in
interest rates at December 31, 2003 would increase or decrease 2004 income before taxes by
approximately $23 million.

EME had short-term obligations of $52 million at December 31, 2003, consisting of promissory notes
related to Contact Energy. The fair values of these obligations approximated their carrying values at
December 31, 2003, and would not have been materially affected by changes in market interest rates. The
fair market values of long-term fixed interest rate obligations are subject to interest rate risk. The fair
market value of MEHC's total long-term obligations (including current portion) was $7.3 billion at
December 31, 2003, compared to the carrying value of $7.4 billion. A 10% increase in market interest
rates at December 31, 2003 would result in a decrease in the fair value of total long-term obligations by
approximately $159 million. A 10% decrease in market interest rates at December 31, 2003 would result
in an increase in the fair value of total long-term obligations by approximately S172 million.

Foreign Exchange Rate Risk

Fluctuations in foreign currency exchange rates can affect, on a United States dollar equivalent basis, the
amount of EME's equity contributions to, and distributions from, its international projects. At times,
EME has hedged a portion of its current exposure to fluctuations in foreign exchange rates through
financial derivatives, offsetting obligations denominated in foreign currencies, and indexing underlying
project agreements to United States dollars or other indices reasonably expected to correlate with foreign
exchange movements. In addition, EME has used statistical forecasting techniques to help assess foreign
exchange risk and the probabilities of various outcomes. EME cannot provide assurances, however, that
fluctuations in exchange rates will be fully offset by hedges or that currency movements and the
relationship between certain macroeconomic variables will behave in a manner that is consistent with
historical or forecasted relationships.
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The First Hydro plant in the United Kingdom and the plants in Australia have been financed in their local
currencies, pounds sterling and Australian dollars, respectively, thus hedging the majority of their
acquisition costs against foreign exchange fluctuations. Furthermore, EME has evaluated the return on the
remaining equity portion of these investments with regard to the likelihood of various foreign exchange
scenarios. These analyses use market-derived volatilities, statistical correlations between specified
variables, and long-term forecasts to predict ranges of expected returns.

During 2003, foreign currencies in Australia, New Zealand and the United Kingdom increased in value
compared to the United States dollar by 34%, 25% and 11%, respectively (determined by the change in
the exchange rates from December 31,2002 to December 31, 2003). The increase in value of these
currencies was the primary reason for the foreign currency translation gain of$ 154 million during 2003.
A 10% increase in the exchange rates at December 31, 2003 would result in foreign currency translation
gains of $329 million. A 10% decrease in the exchange rates at December 31, 2003 would result in
foreign currency translation gains of $40 million.

Contact Energy enters into foreign currency forward exchange contracts to hedge identifiable foreign
currency commitments associated with transactions in the ordinary course of business. The contracts are
primarily in Australian and United States dollars with varying maturities through February 2006. At
December 31, 2003, the outstanding notional amount of the contracts totaled S29 million and the fair
value of the contracts totaled $(2) million. A 10% decrease in the exchange rates at December 31, 2003
would result in a $2 million increase in the fair value of the contracts.

In addition, Contact Energy enters into cross currency interest rate swap contracts in the ordinary course
of business. These cross currency swap contracts involve swapping fixed and floating-rate United States
and Australian dollar loans into floating-rate New Zealand dollar loans with varying maturities through
April 2018.

EME will continue to monitor its foreign exchange exposure and analyze the effectiveness and efficiency
of hedging strategies in the future.

Fair Value of Financial Instruments

Non-Trading Derivative Financial Instruments

The following table summarizes the fair values for outstanding derivative financial instruments used for
purposes other than trading by risk category and instrument type:

In millions December 31, 2003 2002
Derivatives:

Interest rate:
Interest rate swap/cap agreements S (34) $ (56)
Interest rate options (1) (2)

Commodity price:
Electricity (126) (100)

Foreign currency forward exchange agreements (2) -
Cross currency interest rate swaps (91) (2)
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In assessing the fair value of EME's non-trading derivative financial instruments, EME uses a variety of
methods and assumptions based on the market conditions and associated risks existing at each balance
sheet date. The fair value of commodity price contracts takes into account quoted market prices, time
value of money, volatility of the underlying commodities and other factors. The fair value of outstanding
derivative commodity price contracts that would be expected after a 10% adverse price change at
December 31, 2003 is S(143) million. The following table summarizes the maturities, the valuation
method and the related fair value of EME's commodity price risk management assets and liabilities (as of
December 31, 2003):

Total
Fair

Maturity
Less than

Maturity
1 to3

Maturity
4to5

Maturity
Greater than

In millions Value 1 year years years 5 years
Prices actively quoted S (3) $ (4) S I $ - $ -

Prices based on models and
other valuation methods (123) 19 8 (13) (137)

Total $(126) S 15 S 9 $ (13) S(137)

The fair value of the electricity rate swap agreements (included under commodity price-electricity)
entered into by the Loy Yang B plant and the First Hydro plant has been estimated by discounting the
future net cash flows resulting from the difference between the average aggregate contract price per MW
and a forecasted market price per MW multiplied by the number of MW remaining to be sold under the
contract.

Energy Trading Derivative Financial Instruments

EME's risk management and trading operations are conducted by its subsidiary, Edison Mission
Marketing & Trading. As a result of a number of industry and credit-related factors, Edison Mission
Marketing & Trading has minimized its price risk management and trading activities not related to EME's
power plants or investments in energy projects. To the extent Edison Mission Marketing & Trading
engages in trading activities, Edison Mission Marketing & Trading seeks to manage price risk and to
create stability of future income by selling electricity in the forward markets and, to a lesser degree, to
generate profit from price volatility of electricity and fuels by buying and selling these commodities in
wholesale markets. EME generally balances forward sales and purchase contracts and manages its
exposure through a value at risk analysis as described under "-Commodity Price Risk."

The fair value of the commodity financial instruments related to energy trading activities as of
December 31, 2003 and December 31, 2002, are set forth below:

December 31, 2003 December 31, 2002
In millions Assets Liabilities Assets Liabilities
Electricity S104 S 11 $109 $ 15
Other - I - 2
Total S104 S 12 S109 $ 17
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The fair value of trading contracts that would be expected after a 10% adverse price change at
December 31, 2003 are shown in the table below:

Fair Value After 10%
In millions Fair Value Adverse Price Change
Electricity S 93 S 94
Other (1) (1)
Total $ 92 $ 93

The change in the fair value of trading contracts for the year ended December 31, 2003, was as follows:

In millions Fair Value
Fair value of trading contracts at January 1,2003 S 92
Net gains from energy trading activities 40
Amount realized from energy trading activities (40)
Fair value of trading contracts at December 31,2003 S 92

Quoted market prices are used to determine the fair value of the financial instruments related to energy
trading activities, except for the power sales agreement with an unaffiliated electric utility that EME's
subsidiary purchased and restructured and a long-term power supply agreement with another unaffiliated
party. EME's subsidiary recorded these agreements at fair value based upon a discounting of future
electricity prices derived from a proprietary model using a discount rate equal to the cost of borrowing the
nonrecourse debt incurred to finance the purchase of the power supply agreement. The following table
summarizes the maturities, the valuation method and the related fair value of energy trading assets and
liabilities (as of December 31,2003):

Total
Fair

Maturity
Less than

Maturity
1 to 3

Maturity
4 to 5

Maturity
Greater than

In millions Value 1 year years years 5 years
Prices actively quoted $ - S - $ - $ - $ -

Prices based on models and other
valuation methods 92 (3) 5 9 81

Total $ 92 $ (3) S 5 $ 9 $ 81
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EDISON CAPITAL

EDISON CAPITAL: MANAGEMENT OVERVIEW

Edison Capital is a global provider of capital and financial services in energy, affordable housing, and
infrastructure projects focusing primarily on investments related to the production and delivery of
electricity.

Edison Capital has $2.6 billion invested worldwide in energy and infrastructure projects, including
electric generation, transmission and distribution, transportation and telecommunications. These
investments are in the form of long-term domestic and cross-border leveraged leases, partnership interests
in international infrastructure funds, and domestic companies that operate renewable energy projects
including wind power. The leveraged lease investments depend upon the operation of the asset, the
lessee's performance of its contract obligations, enforcement of remedies and the sufficiency of collateral
in the event of default, and realization of tax benefits. The infrastructure fund investments depend upon
the sale on favorable terms of the project assets held by the funds. The domestic wind power investments
depend upon wind resources, the operation of the assets, the sale of electricity under long-term
power-purchase agreements and realization of energy production tax credits and other tax benefits.

Edison Capital also has $71 million invested in affordable housing projects located throughout the United
States. The investments are usually in the form of majority interests in limited partnerships or limited
liability companies of which a significant portion has been sold to other parties. The affordable housing
investments depend primarily upon realization of low-income housing tax credits.

A significant portion of revenue is derived from lease income. A major component of earnings includes
the realization of low-income housing and energy production tax credits and gains or losses realized on
sale of project assets by the infrastructure funds. Sources of cash result from lease payments,
distributions from sale of project assets by the infrastructure funds and Edison International's ability to
utilize tax benefits and credits from Edison Capital's investments.

Edison Capital management is currently concerned about several matters. First, the Internal Revenue
Service (IRS) is expected to challenge Edison Capital's tax position in certain types of cross-border,
leveraged leases as further described in "Other Developments-Federal Income Taxes." Second, Edison
Capital's investments in three aircraft leased to American Airlines may be impacted by economic
conditions affecting American Airlines. Third, Edison Capital's receipt of payments under a lease of a
domestic electric generation asset may be indirectly impacted by the regulatory and economic conditions
affecting the utility purchasing power from that asset. The matters are discussed below.

Edison Capital is currently pursuing new electric infrastructure investments, including renewable energy,
after suspending all new investments since 2001 in order to conserve cash in response to the California
energy crisis. Edison Capital is also evaluating whether to pursue new affordable housing investments.

EDISON CAPITAL: LIQUIDITY

Since 2001, as a result of the California energy crisis, Edison Capital reduced debt and accumulated cash,
which resulted in a significant de-leveraging of Edison Capital. In light of Edison Capital's improved
liquidity, Edison Capital made a $225 million dividend payment to Edison International while
maintaining a cash and cash equivalent balance of $354 million at December 31, 2003. The improvement
in liquidity is primarily from Edison International's utilization of tax benefits that had been delayed in
previous years because of the California energy crisis. Edison Capital expects to meet its operating cash
needs through cash on hand, tax-allocation payments from the parent company and expected cash flow
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from operating activities. To the extent that certain funding conditions are satisfied, Edison Capital has
unfunded current and long-term commitments of $68 million for energy and infrastructure investments.
In 2004, Edison Capital is evaluating its capital structure, the potential for additional borrowings and
potentially making dividend payments to Edison International.

At December 31, 2003, Edison Capital's long-term debt had credit ratings of Bal and BB+ from Moody's
and Standard & Poor's, respectively.

Edison Capital's Intercompany Tax-Allocation Payments

Edison Capital is included in the consolidated federal and combined state income tax returns of Edison
International and is eligible to participate in tax-allocation payments with Edison International and other
subsidiaries of Edison International. See "MEHC and EME: Liquidity-EME's Liquidity as a Holding
Company-Intercompany Tax-Allocation Payments" for additional information regarding these
arrangements. Edison Capital received $141 million in tax-allocation payments from Edison International
during 2003. The amount received is net of payments made to Edison International. In the future, Edison
Capital may be obligated to make payments under the tax-allocation agreements. (See "Other
Developments-Federal Income Taxes" for further discussion of tax-related issues regarding Edison
Capital's leveraged leases).

EDISON CAPITAL: MARKET RISK EXPOSURES

Edison Capital is exposed to interest rate risk, foreign currency exchange rate risk and credit and
performance risk that could adversely affect its results of operations or financial position.

Interest Rate Risk

Changes in interest rates can have an impact on Edison Capital's results of operations. Edison Capital is
exposed to changes in interest rates primarily as a result of its borrowing and investing activities. The
nature and amount of Edison Capital's long- and short-term debt can be expected to vary as a result of
future business requirements and other factors.

Edison Capital believes that the fair market value of its fixed rate long-term debt is subject to interest rate
risk. At December 31, 2003, a 10% increase in market interest rates would have resulted in a $6 million
decrease in the fair market value of Edison Capital's long-term debt. A 10% decrease in market interest
rates would have resulted in a $7 million increase in the fair market value of Edison Capital's long-term
debt.

Foreign Currency Exchange Risk

At December 31, 2003, Edison Capital's outstanding debt included £75 million and the cash equivalents
balance included £75 million (both approximately $134 million) which result in self hedging of the
outstanding balances with differences in interest rates and payment dates subject to foreign currency
exchange fluctuations. A decrease in the cash equivalents balance noted above will increase the risk
associated with foreign currency exchange fluctuations.

Credit and Performance Risk

Edison Capital's investments may be affected by the financial condition of other parties, the performance
of the asset, economic conditions and other business and legal factors. Edison Capital generally does not
control operations or management of the projects in which it invests and must rely on the skill, experience
and performance of third party project operators or managers. These third parties may experience
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financial difficulties or otherwise become unable or unwilling to perform their obligations. Edison
Capital's investments generally depend upon the operating results of a project with a single asset. These
results may be affected by general market conditions, equipment or process failures, disruptions in
important fuel supplies or prices, or another party's failure to perform material contract obligations, and
regulatory actions affecting utilities purchasing power from the leased assets. Edison Capital has taken
steps to mitigate these risks in the structure of each project through contract requirements, warranties,
insurance, collateral rights and default remedies, but such measures may not be adequate to assure full
performance. In the event of default, lenders with a security interest in the asset may exercise remedies
that could lead to a loss of some or all of Edison Capital's investment in the projects.

At December 31, 2003, Edison Capital has $42 million invested for an 8.5% ownership interest in a
1,500 MW gas-fired co-generation power plant leased to Midland Cogeneration Ventures. Midland
Cogeneration Ventures sells electricity to Consumers Energy under a long-term power-purchase
agreement. The energy and capacity prices paid to Midland Cogeneration Ventures under the power-
purchase agreement are based on the avoided cost of a coal plant established by the Michigan Public
Services Commission. However, the cost of gas that Midland Cogeneration Ventures must purchase to
operate the plant has increased significantly in the last several years.

Consumers Energy is seeking Michigan Public Services Commission's authorization of a resource
conservation plan designed to provide natural gas conservation that would revise dispatch procedures
applicable to the power purchased under the power-purchase agreement. Edison Capital is currently
evaluating the impact that the resource conservation plan might have on Midland Cogeneration Ventures
and its ability to make lease payments to Edison Capital. At December 31, 2003, Midland Cogeneration
Ventures was current on its lease payments to Edison Capital. Midland Cogeneration Ventures also had
lease payment reserves of S299 million at January 31, 2004.

Edison Capital has S63 million invested in three aircraft leased to American Airlines. The independent
auditors' opinion on the year-end 2002 financial statements of AMR Corporation, parent company of
American Airlines, questions AMR Corporation's ability to continue as a going concern. As disclosed in
AMR Corporation's Form I0-Q filing for September 30, 2003, there were some improvements made in
2003, such as concessionary agreements with unions and certain other lessors, and reporting operating
income of5165 million for the third quarter of 2003. However, significant uncertainty remains and if
American Airlines defaults in making its lease payments, the lenders with a security interest in the aircraft
or leases may exercise remedies that could lead to a loss of some or all of Edison Capital's investment in
the aircraft plus any accrued interest. The total maximum loss exposure to Edison Capital in 2004 is
$46 million. A restructure of the lease could also result in a loss of some or all of the investment. At
December 31,2003, American Airlines was current in its lease payments to Edison Capital.
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EDISON INTERNATIONAL (PARENT)

EDISON INTERNATIONAL (PARENT): LIQUIDITY ISSUES

The parent company's liquidity and its ability to pay interest, debt principal, operating expenses and
dividends to common shareholders are affected by dividends from subsidiaries, tax-allocation payments
under its tax-allocation agreements with its subsidiaries, and access to capital markets or external
financings. Edison International is focused on reducing its parent company debt in 2004, which may
further impact Edison International's liquidity.

Edison International (parent)'s 2004 cash requirements primarily consist of:

* $618 million of 6-7/8% notes due September 2004. During January and February 2004, Edison
International repurchased approximately $46 million of these notes, leaving a remaining balance of
$572 million of notes due in September 2004;

* Interest payments on its long-term notes payable related to the quarterly income debt securities of
approximately $67 million;

* General operating expenses; and

* Dividends to common shareholders.

Edison International (parent) expects to meet its continuing obligations through cash and cash equivalents
on hand and dividends from its subsidiaries. At December 31, 2003, Edison International (parent) had
approximately $1.1 billion of cash and cash equivalents on hand.

Beginning in May 2001, Edison International deferred interest payments in accordance with the terms of
its outstanding $825 million quarterly income debt securities, due 2029, issued to affiliates (EIX Trust I
and 11, which are Delaware business trusts). This interest payment deferral caused a corresponding
deferral of distributions on quarterly income preferred securities issued by that affiliate. Interest
payments may be deferred for up to 20 consecutive quarters. On December 2, 2003, Edison International
made aggregate payments of approximately $205 million, which covered repayment of the deferred
distributions, with interest, and payment of the distribution due on November 30, 2003. Edison
International has resumed quarterly distributions on the quarterly income debt securities, subject to its
rights to begin deferring distributions again in the future at its election. As of December 31, 2003, Edison
International deconsolidated EIX Trust I and 11, and as a result these securities are now included in long-
term debt. See "New Accounting Principles" for further discussion.

On October 16, 2003, Edison International received cash dividends of $945 million from SCE and
$225 million from Edison Capital. The receipt of dividends from SCE and Edison Capital, as well as the
payment of all deferred amounts on the quarterly income debt securities allowed Edison International to
declare a common dividend to its shareholders. On December 11, 2003, the Board of Directors of Edison
International declared a 20, per share common stock dividend. The $65 million dividend payment was
made on January 30, 2004.

The CPUC regulates SCE's capital structure by requiring that SCE maintain prescribed percentages of
common equity, preferred stock and long-term debt in the utility's capital structure. SCE may not make
any distributions to Edison International that would reduce the common equity component of SCE's
capital structure below the prescribed level. The CPUC also requires that SCE establish its dividend
policy as though it were a comparable stand-alone utility company and give first priority to the capital
requirements of the utility as necessary to meet its obligation to serve its customers. SCE's 2001 CPUC
settlement agreement precluded SCE from declaring or paying dividends or other distributions on its
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common stock (all of which is held by its parent, Edison International) prior to the date on which SCE
had recovered all of its procurement-related obligations, with certain exceptions. SCE fully recovered the
PROACT balance during July 2003, and paid a $945 million dividend to Edison International in October
2003 (see further discussion in "SCE: Liquidity Issues"). Other factors at SCE that affect the amount and
timing of dividend payments by SCE to Edison International include, among other things, SCE's cash
requirements, SCE's access to capital markets, and actions by the CPUC.

MEHC may not pay dividends unless it has an interest coverage ratio of at least 2.0 to 1. At
December 31, 2003, its interest coverage ratio was 1.56 to 1. See "MEHC and EME: Liquidity-
Financial Ratios-MEHC's Interest Coverage Ratio." MEHC did not declare or pay a dividend in 2003.
MEHC's ability to pay dividends is dependent on EME's ability to pay dividends to MEHC. EME and its
subsidiaries have certain dividend restrictions as discussed in the "MEHC and EME: Liquidity" section
above. EME did not pay or declare a dividend to MEHC in 2003.

Edison International's investment in MEHC, through a wholly owned subsidiary, as of December 31,
2003, was $874 million. MEHC's investment in EME, as of December 31, 2003, was S 1.9 billion.
MEHC's and EME's independent accountants' audit opinion for the year ended December 31, 2003,
contains an explanatory paragraph that indicates the consolidated financial statements have been prepared
on the basis that EME will continue as a going concern and that the uncertainty about Edison Mission
Midwest Holdings' ability to repay or refinance Edison Mission Midwest Holdings' S693 million of debt
due in December 2004 raises substantial doubt about EME's ability to continue as a going concern.
Accordingly, the consolidated financial statements do not include any adjustments that might result from
the resolution of this uncertainty.

Edison Capital's ability to make dividend payments is currently restricted by debt covenants, which
require Edison Capital, through a wholly owned subsidiary, to maintain a specified minimum net worth of
$300 million. In October 2003, Edison Capital paid a S225 million cash dividend to Edison International.
Edison Capital currently meets the minimum net worth covenant.

EDISON INTERNATIONAL (PARENT): MARKET RISK EXPOSURES

The parent company is exposed to changes in interest rates primarily as a result of its borrowing and
investing activities, the proceeds of which are used for general corporate purposes, including investments
in nonutility businesses. The nature and amount of the parent company's long-term and short-term debt
can be expected to vary as a result of future business requirements, market conditions and other factors.

At December 31, 2003, the fair market value of Edison International (parent)'s 6-7/8% notes due
September 2004 was $637 million. A 10% increase/decrease in market interest rates would have resulted
in a $1.1 million decrease/increase in the fair market value of the parent company's 6-7/8% notes. At
December 31, 2003, the fair market value of Edison International (parent)'s long-term note payable
related to the quarterly income debt securities was $830 million. A 10% increase in market interest rates
would have resulted in a $68 million decrease in the fair market value of the long-term note payable
related to the quarterly income debt securities. A 10% decrease in market interest rates would have
resulted in a $78 million increase in the fair market value of the long-term note payable related to the
quarterly income debt securities.

EDISON INTERNATIONAL (PARENT): OTHER DEVELOPMENTS

Holding Company Proceeding

Edison International is a party to a CPUC holding company proceeding. See "SCE: Regulatory
Matters-Other Regulatory Matters-Holding Company Proceeding" for a discussion of this matter.
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EDISON INTERNATIONAL (CONSOLIDATED)

The following sections of the MD&A are on a consolidated basis. The section begins with a discussion of
Edison International's consolidated results of operations and historical cash flow analysis. This is
followed by discussions of discontinued operations, acquisitions and dispositions, critical accounting
policies, new accounting principles, commitments and guarantees, off-balance sheet transactions and
other developments.

RESULTS OF OPERATIONS AND HISTORICAL CASH FLOW ANALYSIS

The following subsections of "Results of Operations and Historical Cash Flow Analysis" provide a
discussion on the changes in various line items presented on the Consolidated Statements of Income as
well as a discussion of the changes on the Consolidated Statements of Cash Flows.

Results of Operations

The table below presents Edison International's earnings and earnings per share for the years ended
December 31, 2003, 2002 and 2001, and the relative contributions by its subsidiaries.

In millions, except per share amounts Earnings (Loss) Earnings per Share
Year Ended December 31. 2003 2002 2001 2003 2002 2001

Earnings (Loss) from Continuing Operations:
Core Earnings:

SCE S 872 S 748 $ 408 S 2.68 S 2.30 S 1.25
EME 28 82 113 0.08 0.26 0.35
Edison Capital 57 33 84 0.17 0.10 0.26
MEHC (stand alone) (98) (94) (49) (0.30) (0.29) (0.15)
Edison International (parent) and other (80) (114) (132) (0.24) (0.35) (0.41)

Edison International Core Earnings 779 655 424 2.39 2.02 1.30
SCE implementation of URG decision - 480 - - 1.47 -
SCE procurement and generation-related adjustment - - 1,978 - - 6.07
Edison International Consolidated Earnings

from Continuing Operations 779 1.135 2,402 2.39 3.49 7.37
Earnings (Loss) from Discontinued Operations 51 (58) (1,367) 0.16 (0.18) (4.19)
Cumulative Effect of Accounting Change (9) - - (0.03) - -

Edison International Consolidated S 821 S 1.077 S 1,035 S 2.52 S 3.31 S 3.18

Earnings (Loss)from Continuing Operations

Edison International's 2003 earnings from continuing operations were $779 million, or $2.39 per share,
compared with earnings of SI.1 billion, or $3.49 per share, in 2002 and earnings of S2.4 billion, or
S7.37 per share, in 2001.

2003 vs. 2002

SCE's earnings from continuing operations were S872 million in 2003, compared to $748 million in
2002, excluding the $480 million gain. The $124 million increase results from the net effect of the
resolution of several regulatory proceedings in 2002 and 2003. The 2003 proceedings include the CPUC
decision on the allocation of certain costs between state and federal regulatory jurisdictions, tax impacts
from the FERC rate case, and the final disposition of the PROACT which had been created to record the
recovery of SCE's procurement-related obligations. The positive effects of these factors on 2003
earnings were partially offset by the implementation in 2002 of the CPUC's URG decision and PBR
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rewards received in 2002. SCE's results also included higher depreciation expense and lower net interest
income, partially offset by higher FERC and PBR revenue.

EME's earnings from continuing operations in 2003 were $28 million compared to $82 million in 2002.
The decrease in earnings was primarily due to the asset impairment charge of Sl5O million, after tax, for
Midwest Generation's peaking facilities, a reduction in capacity revenue for the Illinois power plants and
a $32 million, after tax, asset impairment charge related to EME's investment in the Brooklyn Navy Yard
project, partially offset by higher United States wholesale energy prices, increased generation from the
Homer City plant and other net charges in 2002. These net charges, after tax, include write-offs totaling
$66 million related to the cancellation of turbine orders, the suspension of the Powerton SCR project, and
the impairment of goodwill and a S27 million loss from a settlement agreement that terminated the
obligation to build additional generation in Chicago; partially offset by a gain of S43 million from the
settlement of a postretirement employee benefit liability. EME's 2003 earnings included increased
profitability from its interest in the Paiton project in Indonesia and its interest in the Sunrise project which
commenced operation of Phase II in June 2003. These favorable items together with higher profitability
from Contact Energy were partially offset by lower state tax benefits.

Earnings from continuing operations for Edison Capital were $57 million in 2003 compared with
$33 million in 2002. The increase in earnings was primarily the result of the write-off in 2002 of an
investment in aircraft leases with United Airlines totaling $34 million, after-tax, partially offset by a
maturing investment portfolio which produces lower income.

The 2003 loss at MEHC (stand alone) increased by $4 million due to lower interest income and higher
consulting fees.

The loss for Edison International (parent) and other decreased $34 million primarily from charges in 2002
associated with businesses the company exited.

2002 vs. 2001

SCE's earnings were $748 million in 2002, excluding the $480 million benefit related to the
implementation of the CPUC's URG decision, compared to earnings of $408 million in 2001 excluding
an adjustment of S2.0 billion to establish the PROACT and record the recovery of SCE's past
procurement-related costs. The $340 million or 83% increase in SCE's earnings primarily reflects
increased revenue resulting from the CPUC's 2002 decision in SCE's PBR proceeding, increased
earnings from SCE's larger rate base in 2002 compared to 2001, lower interest expense, PBR rewards
from prior years and increased income from San Onofre Units 2 and 3. The increase was partially offset
by higher operating and maintenance expense.

Based on the CPUC's January 23, 2003 PROACT resolution, SCE was able to conclude that $3.6 billion
in regulatory assets previously written off were probable of recovery through the rate-making process as
of December 31, 2001. As a result, SCE's December 31, 2001 consolidated income statement included a
$3.6 billion credit to provisions for regulatory adjustment clauses and a $1.5 billion charge to income tax
expense, to reflect the $2.1 billion (after tax) credit to earnings.

EME's earnings from continuing operations in 2002 were $82 million, compared to $113 million in 2001.
The decrease in earnings was primarily due to lower west coast energy prices, unplanned outages at the
Homer City plant, gains related to gas swaps from EME's oil and gas activities, the implementation of a
new accounting standard for derivatives in 2001, and other net charges during 2002 totaling S50 million,
after tax, or SO.15 per share. These net charges included a $27 million loss from a settlement agreement
that terminated the obligation to build additional generation in Chicago and a $66 million write-down of
assets related to the cancellation of turbine orders, the suspension of the Powerton SCR project, and an
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impairment of goodwill, partially offset by a gain of $43 million from the settlement of a postretirement
employee benefit liability. The decrease in earnings from continuing operations was partially offset by
improved operating results at EME's Illinois, Loy Yang B and ISAB plants, income from the Paiton
project in Indonesia, and lower state income taxes.

Edison Capital's earnings were $33 million in 2002 compared with S84 million in 2001. The decrease in
earnings was primarily the result of a write-off of an investment in aircraft leases with United Airlines
totaling $34 million, after tax, or $0.11 per share. Also contributing to the decline in earnings was lower
earnings attributable to a maturing investment portfolio and gains in 2001 associated with asset sales.
The decline in earnings was partially offset by lower interest expense and higher tax benefits.

The loss at MEHC (stand alone) increased by $45 million reflecting the issuance of debt in mid-2001.

The loss for Edison International (parent) and other decreased S 18 million primarily from lower interest
expense and a tax adjustment in 2001.

Operating Revenue

SCE's retail sales represented approximately 91%, 96% and 94% of electric utility revenue in 2003, 2002,
and 2001, respectively. Due to warmer weather during the summer months, electric utility revenue during
the third quarter of each year is significantly higher than other quarters.

The following table sets forth the major changes in electric utility revenue:

In millions Year ended December 31, 2003 vs. 2002 2002 vs. 2001
Electric utility revenue

Rate changes (including surcharges) S (677) $ 563
Direct access credit 471 (604)
Sales volume changes (60) 696
Sales for resale 394 (I l)
Other (including intercompany transactions) 20 (59)

Total S 148 S 585

Total electric utility revenue increased by $148 million in 2003 (as shown in the table above). The
reduction in electric utility revenue due to rate changes resulted from the implementation of a CPUC-
approved customer rate-reduction plan effective August 1, 2003, partially offset by the recognition of
revenue from the CPUC-authorized temporary surcharge collected in 2002, used to recover costs incurred
in 2003 (see "SCE: Regulatory Matters-Generation and Power Procurement-Temporary Surcharges").
The increase in electric utility revenue due to direct access credits resulted from a net I O-per-kWh
decrease in credits given to direct access customers. The reduction in electric revenue resulting from
changes in sales volume was mainly due to an increase in the amount allocated to the CDWR for bond
and direct access exit fees (see discussion below), partially offset by an increase in kWh sold due to
warmer weather in 2003 as compared to 2002. Sales for resale revenue increased due to a greater amount
of excess energy at SCE in 2003 as compared to 2002. As a result of CDWR contracts allocated to SCE,
excess energy from SCE sources may exist at certain times and is resold in the energy markets.

Electric utility revenue increased by $585 million in 2002 as compared to 2001 (as shown in the table
above). The increase in electric utility revenue due to rate changes resulted from a 30-per-k-Wh surcharge
authorized by the CPUC as of March 27, 2001. The decrease in electric utility revenue due to direct
access credits resulted from an increase in credits given to direct access customers due to a significant
increase in the number of direct access customers. The increase in electric utility revenue resulting from
changes in sales volume was primarily due to SCE providing its customers with a greater volume of
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energy generated from its own generating plants and power-purchase contracts, rather than the CDWR
purchasing power on behalf of SCE's customers.

Amounts SCE bills and collects from its customers for electric power purchased and sold by the CDWR
to SCE's customers (beginning January 17,2001), CDWVR bond-related costs (beginning November 15,
2002) and direct access exit fees (beginning January 1, 2003) are remitted to the CDWR and are not
recognized as revenue by SCE. These amounts were $1.7 billion, $1.4 billion, and $2.0 billion for the
years ended December 31, 2003,2002, and 2001, respectively.

Nonutility power generation revenue increased in both 2003 and 2002. The 2003 increase was primarily
due to increased electric revenue from EME's Homer City facilities and Contact Energy projects, partially
offset by lower capacity revenue from EME's Illinois plants due to a deduction in megawatts under
contract with Exelon Generation. The increases at EME's Homer City facilities were primarily due to
increased generation and higher energy prices. The increases at EME's Contact Energy projects were
primarily due to higher wholesale energy prices, higher generation and an increase in the average
exchange rate. The 2002 increase was primarily due to EME's consolidation of Contact Energy for a full
year in 2002, compared to a partial year in 2001 (ownership interest increased to 51%, effective June 1,
2001), and increased revenue from the Illinois plants and First Hydro plant. These increases were
partially offset by decreased revenue from EME's Homer City facilities.

During 2003, 2002 and 2001, 22%, 40% and 42%, respectively, of nonutility power generation revenue
was derived under three power-purchase agreements between EME's wholly owned subsidiary, Midwest
Generation, and Exelon Generation Company, a subsidiary of Exelon Corporation. Revenue under these
agreements was $708 million in 2003 and $1.1 billion in both 2002 and 2001. Midwest Generation
expects to be less dependent on Exelon Generation as a major customer during 2004 due to Exelon
Generation's release of 3,262 MW of capacity from the coal units and 1,614 MW of capacity from the
Collins Station. In 2004, 2,383 MW of capacity from the coal units and 1,084 MW of capacity from the
Collins Station will remain subject to the power-purchase agreements. The power-purchase agreements
terminate at the end of 2004. Exelon Corporation is the holding company of ComEd and PECO Energy
Company, major utilities located in Illinois and Pennsylvania. If Exelon Generation were to fail, become
unable to fulfill, or choose to terminate some of its obligations under these power-purchase agreements,
Midwest Generation might not be able to find another customer on similar terms for the output of the
Illinois plants. Any material failure by Exelon Generation to make payments to Midwest Generation
under these power-purchase agreements could result in a shortfall of cash available for Midwest
Generation to meet its obligations. A default by Midwest Generation in meeting its obligations could in
turn have a material adverse effect on EME.

Nonutility power generation revenue during the third quarter is materially higher than revenue related to
other quarters of the year because warmer weather during the summer months results in higher revenue
being generated from EME's Homer City facilities and Illinois plants. By contrast, EME's First Hydro
plants have higher revenue during their winter months.

Financial services and other revenue increased in 2003 and decreased in 2002. The 2003 increase was
primarily due to Edison Capital's recording of the cumulative impact of a change in its effective state tax
rate on leveraged leases in 2002 (that was substantially offset by tax benefits), partially offset by Edison
Capital's maturing lease portfolio, the termination of a major contract at a nonutility subsidiary providing
operation and maintenance services and no nonutility real estate sales in 2003, as compared to 2002, for
another subsidiary. In addition to the above, the 2002 decrease also reflected the impact of adopting the
equity method of accounting in conformance with the infrastructure funds accounting policies.
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Operating Expenses

Fuel expense increased for both 2003 and 2002. The increase in 2003 was primarily due to increased
generation at EME's Homer City facilities primarily resulting from outages experienced during the first two
quarters of 2002, increased fuel costs at EME's Contact Energy projects primarily due to higher gas prices
and an increase in the value of the New Zealand dollar compared to the United States dollar. The increase
in 2002 was primarily related to EME's consolidation of Contact Energy for a full year in 2002 as compared
to a partial year in 2001, increased pumping power costs from EME's First Hydro plant, increased fuel costs
from EME's Illinois plants and an increase at SCE related to a payment received under a settlement
agreement with Peabody associated with Mohave. The 2002 increase was partially offset by decreased fuel
costs from EME's Homer City facilities.

Purchased-power expense increased in 2003 and decreased in 2002. The 2003 increase was mainly due to
higher expenses resulting from SCE's resumption of power procurement on January 1, 2003. The higher
expenses resulted from an increase in the number of bilateral contracts entered into during 2003 and an
increase in energy purchased in 2003. The increase also includes higher expenses related to power
purchased by SCE from QFs, mainly due to higher spot natural gas prices in 2003 as compared to 2002.
The 2002 decrease resulted primarily from lower expenses at SCE related to power purchased from QFs,
bilateral contracts and interutility contracts, mainly due to lower spot natural gas prices in 2002 as compared
to 2001. In addition, the decrease reflects the absence of PX/ISO purchased-power expense after mid-
January 2001.

Federal law and CPUC orders required SCE to enter into contracts to purchase power from QFs at
CPUC-mandated prices. These contracts expire on various dates through 2025. Energy payments to
gas-fired cogeneration QFs are generally tied to spot natural gas prices. Effective May 2002, energy
payments for most renewable QFs were converted to a fixed price of 5.370-per-kWh, compared with an
average of 3.1 0-per-kWh during the period of January and April 2002. During 2003, spot natural gas
prices were higher compared to the same period in 2002. During 2002, spot natural gas prices were
significantly lower than the same periods in 2001.

Provisions for regulatory adjustment clauses - net decreased in 2003 and increased in 2002. The 2003
decrease was mainly due to lower overcollections used to recover SCE's PROACT balance, the
implementation of the CPUC-authorized customer rate-reduction plan, a net increase in energy procurement
costs and favorable resolution of several regulatory proceedings. The 2003 proceedings include the CPUC
decision on the allocation of certain costs between state and federal regulatory jurisdictions and the final
disposition of the PROACT. The decrease was partially offset by the implementation of the CPUC decision
related to URG and the PBR mechanism, as well as the impact of other regulatory actions recorded in 2002.
The 2002 increase was primarily due to the establishment of the PROACT regulatory asset in 2001,
overcollections used to recover the PROACT balance and revenue collected to recover the rate reduction
bond regulatory asset, partially offset by the impact of SCE's implementation of the CPUC decision related
to URG and the PBR mechanism, as well as the impact of other regulatory actions.

As a result of the URG decision received in 2002, SCE reestablished regulatory assets previously written off
(approximately S 1.1 billion) related to its nuclear plant investments, purchased-power settlements and flow-
through taxes, and decreased the PROACT balance by $256 million, all retroactive to January 1, 2002. The
impact of the URG decision is reflected in the 2002 financial statements as a credit (decrease) to the
provisions for regulatory adjustment clauses of $644 million, partially offset by an increase in deferred
income tax expense ofS 164 million, for a net credit to earnings of $480 million. As a result of the CPUC
decision that modified the PBR mechanism, SCE recorded a $136 million credit (decrease) to the provisions
for regulatory adjustment clauses in the second quarter of 2002, to reflect undercollections in CPUC-
authorized revenue resulting from changes in retail rates.
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Other operation and maintenance expense increased in both 2003 and 2002 primarily due to increases at
both SCE and EME.

SCE's other operating and maintenance expense increase in 2003 was mainly due to higher health-care
costs, higher spending on certain CPUC-authorized programs, higher transmission access charges and costs
incurred in 2003 related to the removal of dead, dying and diseased trees and vegetation associated with the
bark beetle infestation (see "SCE: Regulatory Matters-Other Regulatory Matters-Catastrophic Event
Memorandum Account"). SCE's other operation and maintenance expense increase in 2002 was primarily
due to the San Onofre Unit 2 refueling outage in 2002, increases in transmission and distribution
maintenance and inspection activities, and temporary cost containment efforts that took place in 2001. The
2002 increases were partially offset by lower expenses related to balancing accounts.

EME's other operation and maintenance expense increased in 2003 due to an increase in transmission
costs due to higher retail sales generated by EME's Contact Energy and an increase in the value of the
New Zealand dollar, compared to the United States dollar. EME's other operation and maintenance
expense increased in 2002 mainly due to an increase in transmission costs, primarily due to consolidating
Contact Energy, effective June 1, 2001 and an increase in operating leases due to the sale-leaseback
transactions for the Homer City and Powerton-Joliet power facilities. There were no comparable lease
costs for the Homer City facilities through the period ended December 2001 and the Powerton-Joliet
power facilities through the period ended August 2000. See "Off-Balance Sheet Transactions-EME's
Off-Balance Sheet Transactions-Sale-Leaseback Transactions," for discussion of the financial impact of
sale-leaseback transactions. In addition, in 2002, EME recorded a $45 million charge related to a
settlement of EME's Chicago In-City obligation. These increases were partially offset by a gain recorded
related to the termination of postretirement benefits as discussed below.

The settlement of postretirement employee benefit liability in 2002 relates to a retirement health care and
other benefits plan for union-represented employees at the Illinois plants that expired on June 15, 2002.
In October 2002, Midwest Generation reached an agreement with its union-represented employees on
new benefits plans, which extend from January 1, 2003 through June 15, 2006. Midwest Generation
continued to provide benefits at the same level as those in the expired agreement until December 31,
2002. The accounting for postretirement benefits liabilities has been determined on the basis of a
substantive plan under an accounting standard for postretirement benefits other than pensions. A
substantive plan means that Midwest Generation assumed, for accounting purposes, it would provide for
postretirement health care benefits to union-represented employees following conclusion of negotiations
to replace the current benefits agreement, even though Midwest Generation had no legal obligation to do
so. Under the new agreement, postretirement health care benefits will not be provided. Accordingly,
Midwest Generation treated this as a plan termination in accordance with this accounting standard and
recorded a pre-tax gain of $71 million during the fourth quarter of 2002.

Asset impairment expense in 2003 consisted of $245 million related to the impairment of eight small
peaking plants owned by EME's wholly owned subsidiary, Midwest Generation, S53 million to write-
down the estimated net proceeds from the planned sale of EME's Brooklyn Navy Yard project and
$6 million related to EME's write-down of its investment in the Gordonsville project due to its planned
disposition (see "Acquisitions and Dispositions" for further discussion). The impairment charge related
to the peaking plants resulted from a revised long-term outlook for capacity revenue from the peaking
plants. The lower capacity revenue outlook is the result of a number of factors, including higher long-
term natural gas prices and the current generation overcapacity in the MAIN region market. See "MEHC
and EME: Liquidity-Financial Ratios-EME's Recourse Debt to Recourse Capital Ratio." The book
value of these assets was written down from S286 million to an estimated fair market value of
$41 million. The estimated fair market value was determined based on discounting estimated future pre-
tax cash flows using a 17.5% discount rate. Asset impairment expense in 2002 consisted of $61 million
related to the write-off of capitalized costs associated with EME's termination of equipment purchase
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contracts and $25 million related to the write-off of capitalized costs associated with EME's suspension
of its Powerton Station selective catalytic reduction major capital environmental improvements project at
its Illinois plants.

Depreciation, decommissioning and amortization expense increased in both 2003 and 2002. The 2003
increase was mainly due to an increase in depreciation expense associated with SCE's additions to
transmission and distribution assets, an increase in SCE's nuclear decommissioning expense and higher
depreciation expense at EME's Contact Energy projects associated with the Taranaki Station acquisition.
The 2003 increase also included additional depreciation expense resulting from the termination of EME's
Midwest Generation equipment lease in August 2002, and an increase in amortization expense at Edison
Capital resulting from a change from the cost method to the equity method of accounting for its fund
investments in 2002. The 2003 increase was partially offset by a change in the amortization period for
SCE's San Onofre recorded in the third quarter of 2002 based on the implementation of a CPUC decision.
The increase in 2002 was mainly due to an increase in depreciation expense associated with SCE's
additions to transmission and distribution assets and an increase in SCE's nuclear decommissioning
expense. A 1994 CPUC decision allowed SCE to accelerate the recovery of its nuclear-related assets
while deferring the recovery of its distribution-related assets for the same amount. Beginning in January
2002, the CPUC approved the commencement of recovery of SCE's deferred distribution assets. In
addition, the increases reflect amortization expense on the nuclear regulatory asset reestablished during
second quarter 2002 based on the URG decision. These 2002 increases were partially offset by lower
depreciation expense at EME's Homer City facilities due to the sale-leaseback transaction that took place
in December 2001, as well as ceasing the amortization of goodwill in January 1, 2002.

Other Incomte and Deductions

Interest and dividend income decreased in 2003 and increased in 2002. The 2003 decrease was mainly
due to lower interest income on the PROACT balance at SCE as well as lower interest income from lower
average cash balances at SCE, compared to the same period in 2002. The 2002 increase was mainly due
to the interest income earned on the PROACT balance at SCE. The 2002 increase was partially offset by
lower interest income due to lower average cash balances and lower interest rates at SCE, EME and
Edison Capital during 2002, as compared to 2001 and lower earnings from Edison Capital's investments.

Equity in income from partnerships and unconsolidated subsidiaries - net increased in 2003 and
decreased in 2002. The 2003 increase was primarily due to an increase in EME's income from the Big 4
projects, Four Star Oil & Gas and the Sunrise project. Also contributing to the 2003 increase were
increased earnings from Edison Capital's infrastructure funds. The 2002 decrease was primarily due to a
decrease in EME's income from the Big 4 projects and Four Star Oil & Gas, partially offset by an
increase in EME's income from the Paiton Energy and ISAB projects. EME's third quarter equity in
income from its domestic energy projects is materially higher than equity in income related to other
quarters for the year due to warmer weather during the summer months and because a number of EME's
domestic energy projects, located on the West Coast, have power sales contracts that provide for higher
payments during the summer months.

Other nonoperating income increased in 2003 and decreased in 2002. The 2003 increase was mainly due
to SCE's recognition of 2000 and 2001 Palo Verde performance rewards approved by the CPUC during
2003, as well as higher gains on the sale of EME's development projects in 2003 as compared to 2002.
The increase was almost entirely offset by property condemnation settlements received at SCE in 2002,
with no comparable settlements received in 2003 and lower foreign exchange gains at Edison Capital in
2003, compared to 2002. The 2002 decrease was primarily due to a decrease at EME, partially offset by
increases at SCE and Edison Capital. The decrease at EME was mainly due to foreign exchange losses in
2002 compared to foreign exchange gains in 2001, lower gains on the sale of EME's interest in energy
projects in 2002 compared to 2001, as well as a gain on early extinguishment of debt in 2001. The 2002
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increase at SCE was primarily due to property condemnation settlements received, partially offset by PBR
incentive awards for 1999 and 2000, which were approved by the CPUC and recorded in 2001. The
increase at Edison Capital was primarily due to higher foreign exchange gains in 2002 compared to 2001.

Interest expense - net of amounts capitalized decreased in both 2003 and 2002. The 2003 decrease was
due to lower interest expense at SCE due to the accrual of interest in 2002 related to the 2001 and early
2002 suspension of payments for purchased power (these suspended payments were paid in March 2002),
as well as lower interest expense on SCE's long-term debt resulting from the early retirement of debt.
The 2003 decrease was partially offset by higher interest costs at EME's Illinois plants due to a
downgrade of the credit rating of Edison Mission Midwest Holdings (see "MEHC and EME: Liquidity-
EME's Credit Ratings") and higher levels of borrowings at EME's Contact Energy related to the Taranaki
Station acquisition. Interest expense - net in 2003 reflects a change in the classification of dividend
payments on preferred securities to interest expense - net from dividends on preferred securities.
Effective July 1, 2003, dividend payments on preferred securities subject to mandatory redemption are
included as interest expense based on the adoption of a new accounting standard. The new standard did
not allow for prior period restatements, therefore dividends on preferred securities subject to mandatory
redemption for the first six months of 2003 are not included in interest expense - net of amounts
capitalized in the consolidated statements of income. The 2002 decrease is mainly due to: lower long-
term debt balances at Edison Capital as compared to 2001; lower short-term debt balances at Edison
International (parent) and all of the principal operating subsidiaries compared to 2001; and lower interest
expense at SCE related to the suspension of payments for purchased power during 2001, which were
subsequently paid in early 2002. The decrease was partially offset by: an increase in interest expense on
long-term debt at SCE due to higher long-term debt balances; an increase in long-term debt interest
expense at MEHC resulting from the debt financing that took place in July 2001; and the consolidation of
Contact Energy at EME.

Other nonoperating deductions increased in both 2003 and 2002. The 2003 increase was primarily due to
the reversal of accruals for regulatory matters in 2002, partially offset by a goodwill impairment charge
associated with EME's Citizens Power acquisition resulting from adoption of an accounting standard in
2002, as well as lower foreign exchange losses at Edison Capital. The adoption of the standard was not
material to Edison International; therefore the impact was recorded in other nonoperating deductions,
rather than as a cumulative effect of a change in accounting principle. The 2002 increase was mainly due
to the goodwill impairment charge at EME, partially offset by the reversal of accruals for regulatory
matters at SCE in 2002.

Income Taxes

Income tax expense decreased in both 2003 and 2002. The 2003 and 2002 decreases were primarily due
to reductions in pre-tax income. The 2003 decrease also resulted from the favorable resolution of a FERC
rate case at SCE. The 2003 decrease was partially offset by the reestablishment of tax-related regulatory
assets upon implementation of the URG decision at SCE and the cumulative adjustment to deferred tax
balances at Edison Capital to reflect changes in its effective state tax rate, both recorded in 2002. The
2002 decrease also resulted from the reestablishment of tax-related regulatory assets upon implementation
of the URG decision at SCE, a cumulative adjustment to deferred tax balances at Edison Capital to reflect
changes in its effective state tax rate and favorable resolution of tax audits at SCE.

Edison International's composite federal and state statutory rate was approximately 40% for all years
presented. The lower effective tax rate of 21.5% realized in 2003 was primarily due to the resolution of a
FERC rate case at SCE, recording the benefit of favorable resolution of tax audit issues at SCE and the
benefits received from low-income housing and production tax credits at Edison Capital. The lower
effective tax rate of 25.6% realized in 2002 was primarily due to the reestablishment of tax-related
regulatory assets upon implementation of the URG decision at SCE, a cumulative adjustment to deferred
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tax balances at Edison Capital to reflect changes in its effective state tax rate, the favorable resolution of
tax audit issues at SCE and the benefits received from low-income housing and production credits at
Edison Capital.

Earnings (Loss) front Discontinued Operations

Edison International's earnings from discontinued operations in 2003 were $51 million, including a
$44 million (after-tax) gain on the sale of SCE's fuel oil pipeline business. Edison International's loss
from discontinued operations in 2002 represent the one-time asset impairment charge of S77 million (after
tax) resulting from EME's Lakeland project being placed into administrative receivership in the United
Kingdom, offset by $22 million in 2002 operating results from the Lakeland project. See further
discussion at "Discontinued Operations" and "Acquisitions and Dispositions." The 2002 loss also
includes minor adjustments related to the sale of EME's Fiddler's Ferry and Ferrybridge coal stations and
the sale of a majority of Edison Enterprises (a nonutility subsidiary of Edison International that formerly
provided retail services) assets in 2001. The 2001 loss includes impairment charges resulting from the
sale of the Fiddler's Ferry and Ferrybridge plants and the majority of Edison Enterprises' assets, as well
as operating results from the discontinued entities.

Cumulative Effect ofAccounting Change - net of tax

Edison International's results for 2003 include a $9 million charge at EME for the cumulative effect of an
accounting change related to the new accounting standard for recording asset retirement obligations
adopted by Edison International in January 2003. As SCE follows accounting principles for rate-
regulated enterprises, implementation of this new standard did not affect earnings. (See "New
Accounting Principles.")

Historical Cash Flow Analysis

The "Historical Cash Flow Analysis" section of this MD&A discusses consolidated cash flows from
operating, financing and investing activities.

Cash Flowsfrom Operating Activities

Net cash provided by operating activities:

In millions Year ended December 31, 2003 2002 2001
Continuing operations S 3,359 $ 2,241 S 3,121
Discontinued operations (52) 80 (147)

S 3,307 $ 2,321 $ 2,974

The 2003 increase in cash provided by operating activities from continuing operations was mainly due to
SCE's March 2002 repayment of past-due obligation. The change was also due to timing of cash receipts
and disbursements related to working capital items at both SCE and EME. The 2002 decrease in cash
provided by operating activities from continuing operations was mainly due to SCE's March 2002
repayment of past-due obligations, partially offset by higher overcollections used to recover regulatory
assets resulting from the CPUC-approved surcharges (I0-per-k\Vh in January 2001 and 30-per-kWh in
June 2001) and an increase in operating cash flow from EME resulting from the timing of cash payments
related to working capital items.

Cash used by operating activities from discontinued operations in 2003 primarily reflects operating
activities at SCE's fuel oil pipeline business. Cash provided by operating activities from discontinued
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operations in 2002 primarily reflects the settlement of working capital items from EME's Fiddler's Ferry
and Ferrybridge power plants and operating income from the EME's Lakeland power plant during 2002.
Cash used by operating activities from discontinued operations in 2001 reflects operating losses from
EME's Fiddler's Ferry and Ferrybridge power plants in 2001, as compared to operating income in 2000,
and the timing of cash payments related to working capital items.

Cash Flowsfrom Financing Activities

Net cash used by financing activities:

In millions Year ended December 31, 2003 2002 2001
Continuing operations $ (2,006) $ (2,582) $ (379)
Discontinued operations - (19) (1,178)

S (2,006) $ (2,601) $(1,557)

Cash used by financing activities from continuing operations in 2003 mainly consisted of long-term and
short-term debt payments at SCE and EME.

During the first quarter of 2003, Edison International (parent) repurchased approximately $132 million of
the outstanding $750 million of its 6-7/8% notes due September 2004. No repurchases were made during
the remainder of 2003. SCE's financing activities during 2003 included an exchange offer of
$966 million of 8.95% variable rate notes due November 2003 for S966 million of new series first and
refunding mortgage bonds due February 2007. In addition, during 2003, SCE repaid $125 million of its
6.25% bonds, the outstanding balance of $300 million of a $600 million one-year term loan due March 3,
2003, $300 million on its revolving line of credit, and $700 million of a term loan due March 2005. The
$700 million term loan was retired with a cash payment of S500 million and $200 million drawn on a
S700 million credit facility that expires in 2006. EME's financing activity during 2003 includes an
5800 million secured loan received by EME's subsidiary, Mission Energy Holdings International,
combined with borrowings of $800 million and $275 million in borrowings by Contact Energy, EME's
51% owned subsidiary, used to finance Contact Energy's acquisition of the Taranaki Combined Cycle
power station (see "Acquisitions and Dispositions" for further discussion of the acquisition). EME's
financing activity in 2003 also included debt service payments of $911 million related to Tranche A and
$116 million related to Tranche B of Edison Mission Energy Holdings' credit facility, repayment of
$167 million on the Coal and Capex facility guaranteed by EME, debt service payments of $118 million
related to three of EME's subsidiaries, and repayment of $31 million of debt obligations due from EME's
acquisition of the Spanish Hydro project.

During the first quarter of 2002, SCE paid S531 million of matured commercial paper and remarketed
$196 million of the $550 million of pollution-control bonds repurchased during December2000 and early
2001. Also during the first quarter of 2002, SCE replaced the $1.65 billion credit facility with a
$1.6 billion financing and made a payment of S50 million to retire the entire credit facility. Throughout
the year, SCE paid approximately $ 1.2 billion of maturing long-term debt. The $1.6 billion financing
included a S600 million, one-year term loan due March 3, 2003. SCE prepaid $300 million of this loan in
August 2002. EME's debt payments in 2002 consisted of payment of$ 100 million of senior notes that
matured in 2002, net payments of $80 million on EME's $487 million corporate credit facility,
$44 million related to debt service payments and payments of $86 million on EME's debentures and
notes. Edison Capital's net payments on short-term debt were approximately $312 million.

Cash used by financing activities from continuing operations in 2001 consisted of long-term debt
repayments at EME and short-term debt repayments at the parent company and at EME. The uses of cash

70

078



Edison International

were partially offset by the issuance of long-term debt at EME of S 1.0'billion and at MEHC of
$1.2 billion.

Cash used by financing activities from discontinued operations in 2002 represents repayments of long-
term debt at EME's Lakeland power plant. Cash used by financing activities from discontinued
operations in 2001 related to the early repayment of a term loan facility in connection with the sale of the
Ferrybridge and Fiddler's Ferry power plants on December 21, 2001.

In December 1997, $2.5 billion of rate reduction notes were issued on behalf of SCE by SCE Funding
LLC, a special purpose entity. These notes were issued to finance the 10% rate reduction mandated by
state law. The proceeds of the rate reduction notes were used by SCE Funding LLC to purchase from
SCE an enforceable right known as transition property. Transition property is a current property right
created by the electric industry restructuring legislation and a financing order of the CPUC and consists
generally of the right to be paid a specified amount from nonbypassable rates charged to residential and
small commercial customers. The rate reduction notes are being repaid over 10 years through these
nonbypassable residential and small commercial customer rates, which constitute the transition property
purchased by SCE Funding LLC. The remaining series of outstanding rate reduction notes have
scheduled maturities through 2007, with interest rates ranging from 6.38% to 6.42%. The notes are
collateralized by the transition property and are not collateralized by, or payable from, assets of SCE or
Edison International. SCE used the proceeds from the sale of the transition property to retire debt and
equity securities. Although, as required by accounting principles generally accepted in the United States,
SCE Funding LLC is consolidated with SCE and the rate reduction notes are shown as long-term debt in
the consolidated financial statements, SCE Funding LLC is legally separate from SCE. The assets of
SCE Funding LLC are not available to creditors of SCE or Edison International and the transition
property is legally not an asset of SCE or Edison International.

Cash Flowsfrom Investing Activities

Net cash provided (used) by investing activities:

In millions Year ended December 31, 2003 2002 2001
Continuing operations $ (1,725) $ (1,331) $ (424)
Discontinued operations 150 2 1,125

$(1,575) $ (1,329) S 701

Cash flows from investing activities are affected by additions to property and plant, EME's sales of assets
and SCE's funding of nuclear decommissioning trusts.

Additions to SCE's property and plant during 2003 were approximately S 1.2 billion, primarily for
transmission and distribution assets. EME's capital additions in 2003 were S127 million primarily for
new plant and equipment related to EME's Illinois plants, its Homer City facilities, and Contact Energy
projects. EME's 2003 investing activity also included $275 million paid by Contact Energy for the
acquisition of the Taranaki Combined Cycle power station (see "Acquisitions and Dispositions" for
further discussion of the acquisition).

Additions to SCE's property and plant during 2002 were approximately $1.0 billion, primarily for
transmission and distribution assets; EME's capital additions of $554 million included a S300 million
payment for the Illinois peaker power units that were subject to a lease (see "Off-Balance Sheet
Transactions-EME's Off-Balance Sheet Transactions"). The remaining increases were primarily for the
Valley Power Peaker project in Australia, the Illinois plants, the Homer City facilities and payments
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related to three turbines. These increases were partially offset by proceeds from the sale of various EME
projects.

Cash flows from investing activities from continuing operations in 2001 included proceeds from EME's
sale-leaseback transaction with respect to the Homer City facilities in December 2001 and from EME's
sale of a 50% interest in the Sunrise project, as well as EME's equity contributions to meet capital calls
by its QF partnerships in California.

Investing cash flows from discontinued operations in 2003 represents the proceeds received from SCE's
sale of its fuel oil pipeline business. Cash flows from investing activities from discontinued operations in
2001 includes the proceeds received from ETME's sale of Ferrybridge and Fiddler's Ferry power plants on
December 21, 2001.

Nuclear decommissioning costs are recovered in utility rates. These costs are expected to be funded from
independent decommissioning trusts that receive SCE contributions of approximately $32 million per
year. The fair value of decommissioning SCE's nuclear power facilities is $2.1 billion as of
December 31, 2003, based on site-specific studies performed in 2001 for San Onofre and Palo Verde. As
of December 31, 2003, the decommissioning trust balance was $2.5 billion. The CPUC has set certain
restrictions related to the investments of these trusts. Contributions to the decommissioning trusts are
reviewed every three years by the CPUC. The contributions are determined from an analysis of estimated
decommissioning costs, the current value of trust assets and long-term forecasts of cost escalation and
after-tax return on trust investments. Favorable or unfavorable investment performance in a period will
not change the amount of contributions for that period. However, trust performance for the three years
leading up to a CPUC review proceeding will provide input into future contributions. SCE's costs to
decommission San Onofre Unit I are paid from the nuclear decommissioning trust funds. These
withdrawals from the decommissioning trusts are netted with the contributions to the trust funds in the
Consolidated Statements of Cash Flows.

DISCONTINUED OPERATIONS

On July 10, 2003, the CPUC approved SCE's sale of certain oil storage and pipeline facilities to Pacific
Terminals LLC for $158 million. In third quarter 2003, SCE recorded a $44 million after-tax gain to
shareholders. In 2003, the results of SCE's oil storage and pipeline facilities unit have been accounted for
as a discontinued operation in the consolidated financial statements.

On December 19, 2002, the lenders to EME's Lakeland project accelerated the debt owing under the bank
agreement that governs the project's indebtedness, and on December 20, 2002, the Lakeland project
lenders appointed an administrative receiver over the assets of Lakeland Power Ltd. The appointment of
the administrative receiver results in the treatment of Lakeland power plant as an asset held for sale under
an accounting standard related to the impairment or disposal of long-lived assets. Due to EME's loss of
control arising from the appointment of the administrative receiver, EME no longer consolidates the
activities of Lakeland Power Ltd. The loss from operations of Lakeland in 2002 includes an impairment
charge of $92 million ($77 million after tax) and a provision for bad debts of $I million, after tax, arising
from the write-down of the Lakeland power plant and related claims under the power sales agreement (an
asset group according to an impairment standard) to their fair market value. The fair value of the asset
group was determined based on discounted cash flows and estimated recovery under related claims under
the power sales agreement. In 2002, the results of the Lakeland project are reflected as discontinued
operations in the consolidated financial statements.

On December 21, 2001, EME completed the sale of the Fiddler's Ferry and Ferrybridge coal stations located
in the United Kingdom to two wholly owned subsidiaries of AEP. The net proceeds from the sale
(£643 million) were used to repay borrowings outstanding under the existing debt facility related to the
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acquisition of the plants. In addition, the buyers acquired other assets and assumed specific liabilities
associated with the plants. EME recorded a charge of $1.9 billion ($1.1 billion after tax) related to the loss
on sale. The $1.9 billion charge includes the asset impairment charge recorded in third quarter 2001 to
reduce the carrying value of the assets held for sale to reflect estimated fair value less the cost to sell and
related currency adjustments. EME had acquired the plants in 1999 for approximately $2.0 billion
(£l.3 billion).

In August 2001, Edison Enterprises, a wholly owned subsidiary of Edison International, sold a subsidiary
principally engaged in the business of providing residential security services and residential electrical
warranty repair services. In October 2001, Edison Enterprises completed the sale of substantially all of its
assets of another subsidiary (engaged in the business of commercial energy management) to the subsidiary's
current management. As a result, Edison International recorded a charge of $ 127 million (after tax) in 2001
related to the losses on these sales. The impairment charges recorded in 2001 to reduce the carrying value
of these investments held for sale to reflect the estimated fair value less cost to sell are included in the
$127 million charge. For all years presented, the results of the Fiddler's Ferry and Ferrybridge coal
stations and Edison Enterprises subsidiaries sold during 2001 have been reflected as discontinued
operations in the consolidated financial statements.

ACQUISITIONS AND DISPOSITIONS

On December 31, 2003, EME agreed to sell its 50% partnership interest in Brooklyn Navy Yard
Cogeneration Partners L.P. to a third party. Completion of the sale, currently expected in the first quarter
of 2004, is subject to closing conditions, including obtaining regulatory approval. Proceeds from the sale
are expected to be approximately S42 million. EME recorded an impairment charge of $53 million
during the fourth quarter of 2003 related to the planned disposition of this investment.

On December 12,2003, EME agreed to sell 100% of its stock of Edison Mission Energy Oil & Gas,
which in turn holds minority interests in Four Star Oil & Gas, to Medicine Bow Energy Corporation.
Following receipt of regulatory approvals and satisfaction of all other closing conditions, EME completed
this sale on January 7, 2004. Proceeds from the sale were approximately S 100 million. EME expects to
record a pre-tax gain on the sale of approximately $47 million during the first quarter of 2004.

On November 21, 2003, Gordonsville Energy Limited Partnership, in which EME owns a 50% interest,
completed the sale of the Gordonsville cogeneration facility to Virginia Electric and Power Company.
Proceeds from the sale, including distribution of a debt service reserve fund, were $36 million. EME
recorded an impairment charge of S6 million during the second quarter of 2003 related to the planned
disposition of this investment.

On July 17, 2003, SCE signed an option agreement with Sequoia Generating LLC, a subsidiary of
InterGen, to acquire Mountainview Power Company LLC, the owner of a new 1,054-megawatt,
combined-cycle, natural gas-fired power plant currently being developed in Redlands, California.
Mountainview Power Company LLC would sell all the output of the power plant to SCE pursuant to a 30-
year tolling power-purchase agreement. The power-purchase agreement would be a cost-based contract
providing for recovery of investment, fixed and variable costs, and a regulated rate of return, over the 30-
year life of the contract. On December 18,2003, the CPUC approved the Mountainview power-purchase
agreement, subject to SCE receiving a FERC decision approving the agreement without any modifications
that would have potential rate impacts. On February 25, 2004, the FERC granted conditional approval of
the Mountainview power-purchase agreement. On March 1, 2004, a CPUC administrative law judge
issued a proposed decision that would accept the conditions in the FERC approval of the power-purchase
agreement. The matter is scheduled to be considered by the CPUC at its meeting on March 16, 2004. On
February 28, 2004, SCE exercised its option to purchase Mountainview Power LLC. SCE currently
anticipates that it will close the purchase before the end of March 2004 and recommence construction of
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the project immediately thereafter. SCE estimates that the project will be completed in March 2006 at a
cost of approximately $600 million, excluding financing costs. SCE expects to finance the capital costs
of the project with debt and equity at the utility level consistent with its authorized capital structure.

On July 10,2003, the CPUC approved a joint application filed by SCE and Pacific Terminals LLC,
requesting authorization for the sale of certain oil storage and pipeline facilities by SCE to Pacific
Terminals for $158 million. The sale closed on July 31,2003 and resulted in a $44 million after-tax gain
to shareholders recorded in the third quarter of 2003.

On March 3, 2003, Contact Energy, EME's 51% owned subsidiary, completed a transaction with NGC
Holdings Ltd. to acquire the Taranaki Combined Cycle power station and related interests. The Taranaki
station is a 357 MW combined cycle, natural gas-fired plant located near Stratford, New Zealand.
Consideration for the Taranaki station consisted of a cash payment of approximately $275 million, which
was initially financed with bridge loan facilities. The bridge loan facilities were subsequently repaid with
proceeds from Contact Energy's issuance of long-term United States dollar denominated notes.

CRITICAL ACCOUNTING POLICIES

The accounting policies described below are viewed by management as critical because their application
is the most relevant and material to Edison International's results of operations and financial position and
these policies require the use of material judgments and estimates.

Asset Impairment

Edison International evaluates long-lived assets whenever indicators of potential impairment exist.
Accounting standards require that if the undiscounted expected future cash flow from a company's assets
or group of assets (without interest charges) is less than its carrying value, an asset impairment must be
recognized in the financial statements. The amount of impairment is determined by the difference
between the carrying amount and fair value of the asset.

The assessment of impairment is a critical accounting estimate because significant management judgment
is required to determine: (1) if an indicator of impairment has occurred, (2) how assets should be
grouped, (3) the forecast of undiscounted expected future cash flow over the asset's estimated useful life
to determine if an impairment exists, and (4) if an impairment exists, the fair value of the asset or asset
group. Factors Edison International considers important, which could trigger an impairment, include
operating losses from a project, projected future operating losses, the financial condition of
counterparties, or significant negative industry or economic trends.

During the second quarter of 2003, EME assessed the impairment of its Illinois plants. EME has grouped
the Illinois plants into two asset groups: coal-fired power plants and the small peaker plants.
Management judgment was required to make this assessment based on the lowest level of cash flow that
was viewed by management as largely independent of each other. The expected future undiscounted cash
flow from EME's merchant power plants is a critical accounting estimate because: (1) estimating future
prices of energy and capacity in wholesale energy markets is susceptible to significant change, and (2) the
forecast is over an extended time period due to the estimated useful life (15 to 33.75 years) of power
plants, and (3) the impact of an impairment on EME's consolidated financial position and results of
operations would be material. The expected undiscounted future cash flow from the small peaker plants
did not exceed the carrying value of that asset group. The book value of these assets was written down
from $286 million to an estimated fair market value of S41 million. The estimated fair market value was
determined based on discounting estimated future pretax cash flows using a 17.5% discount rate. The
impairment charge relating to the peaking plants resulted from a revised long-term outlook for capacity
revenue from the peaking plants. The lower capacity revenue outlook is the result of a number of factors,
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including higher long-term natural gas prices and the current generation overcapacity in the MAIN region
market. See "MEHC and EME: Market Risk Exposures-Commodity Price Risk-Illinois Plants."

In addition to the asset impairment charge related to the small peaking plants in 2003, EME's indirect
subsidiary, Midwest Generation, also reported an impairment charge of S475 million, after tax, related to
the 2,698 MW gas-fired Collins Station in its second quarter report on Form 1O-Q. The impairment
charge resulted from a write-down of the book value of the Collins Station capitalized assets from
$858 million to an estimated fair market value of S78 million. The impairment charge by Midwest
Generation is not reflected in the operating results of EME because the lease related to the Collins Station
is treated in EME's financial statements as an operating lease and not as an asset and, therefore, is not
subject to impairment for accounting purposes. See "MEHC and EME: Liquidity-Financial Ratios-
EME Recourse Debt to Recourse Capital Ratio."

During the fourth quarter of 2002, SCE assessed the impairment of Mohave due to the probability of a
plant shutdown at the end of 2005. Because the expected undiscounted cash flows from the plant during
the years 2003-2005 were less than the $88 million carrying value of the plant as of December 31, 2002,
SCE incurred an impairment charge of $61 million. However, in accordance with accounting principles
for rate regulated companies, this incurred cost was deferred and recorded as a regulatory asset, due to the
expectation that the unrecovered book value of Mohave at the time of shutdown will be recovered through
the rate-making process. See "SCE: Regulatory Matters-Generation and Power Procurement-Mohave
Generating Station and Related Proceedings," and "-Rate Regulated Enterprises."

During the fourth quarter of 2002, an impairment charge of $92 million ($77 million after tax) was
recorded by EME's subsidiary holding the Lakeland power plant due to the change in financial condition
of TXU Europe and its subsidiaries, one of which was counterparty to a long-term power-purchase
agreement (considered an indicator of impairment under the accounting standard). Management's
judgment was required to determine the asset group, which was determined as the power plant and claim
under the power-purchase agreement. Furthermore, a management estimate was required to determine
the fair value of the asset group as the expected undiscounted future cash flow was less than the carrying
value of the asset. See "Results of Operations and Historical Cash Flow Analysis-Results of
Operations-Earnings (Loss) from Discontinued Operations," for further discussion.

Edison International also would record an impairment charge if a decision is made (which generally
occurs when Edison International enters into an agreement to sell an asset) to dispose of an asset and the
fair value is less than Edison International's book value. The accounting standards require the following
criteria to be met to classify an asset held for sale:

1. management approves the action and commits to a plan to sell an asset, which is generally evidenced
by the signing of an asset sales agreement or Board of Directors approval;

2. the long-lived asset (asset group) is generally deemed to be available for immediate sale and
conditions for sale is subject only to the terms and conditions customary for sale of such assets;

3. management has actively engaged in a program to locate a buyer and has initiated other such actions
required to complete the plan to sell the asset;

4. the sale is probable and the transfer of the asset is expected to be completed within one year;

5. the asset is being marketed at a price that is believed to be reasonable in relation to fair value; and

6. management believes that it is unlikely that significant changes to the plan that asset will be made or
that the plan will be withdrawn.
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EME has engaged investment bankers to market for sale its international project portfolio which
commenced during the first quarter of 2004. Completion of the sale of all or part of EME's international
project portfolio is contingent on receiving acceptable offers in terms of both price and terms and
conditions related to risk factors. Due to the uncertainty regarding completion of the sale of all or part of
the international project portfolio through the current offering process, management has concluded that it
has not met all of the requirements listed above at December 31, 2003. EME's book value of its
international project portfolio was approximately $2.2 billion at December 31, 2003. Edison International
cannot predict with certainty whether EME will be able to sell these assets at or above book value.

During 2003, EME met the asset held for sale criteria under the accounting standards regarding its
investment in the Gordonsville and Brooklyn Navy projects and recorded an impairment based on the net
proceeds expected from the sale of $6 million and $53 million, respectively. Using this type of analysis,
EME recorded S 1.9 billion impairment of EME's Ferrybridge and Fiddler's Ferry power plants during the
third quarter of 2001 and Edison Enterprises recorded $127 million impairment for the majority of its
assets in 2001. See "Results of Operations and Historical Cash Flow Analysis-Results of Operations-
Earnings (Loss) from Discontinued Operations," for further discussion.

EME operates several power plants under leases as described below under "-Off-Balance Sheet
Financing." Under generally accepted accounting principles as currently interpreted, EME is not required
to record a loss if future cash flows from use of an asset under lease are less than the expected minimum
lease payments. This accounting issue has been discussed in an authoritative accounting interpretation for
the recognition by a purchaser of losses on firmly committed executory contracts, without reaching a
consensus. Future minimum lease payments on the Collins Station are estimated to be S1.3 billion. As a
result, if the accounting guidance in this area were to change, EME could be required to record a loss on
this lease, depending on an assessment of future expected cash flow at the time such guidance was
changed.

Due to lower wholesale prices for energy during 2002 and 2003 (see "MEHC and EME: Market Risk
Exposures-Commodity Price Risk"), EME has suspended operations of four units at the Illinois plants
(Units 1 and 2 at Will County and Units 4 and 5 at the Collins Station). EME continues to record
depreciation on such assets during the period that EME has suspended operations. Accounting for these
units as idle facilities requires management's judgment that these units will return to service. EME has
continued the maintenance of these units in order to return them to service when market conditions
improve on a sustained basis and future environmental uncertainties are resolved. If market conditions do
not improve on a sustained basis, environmental uncertainties are not resolved or are resolved
unfavorably, or if a decision is made not to return them to service due to other factors, EME could sell or
decommission one or more of these units. Such a decision could result in a loss on sale or a write-down
of the carrying value of these assets.

EME evaluates goodwill whenever indicators of impairment exist, but at least annually on October I of
each year. EME's goodwill is primarily related to the acquisitions of Contact Energy and First Hydro.
EME determined through a fair value analysis conducted by third parties that the fair value of the Contact
Energy and First Hydro reporting units was in excess of book value. Accordingly, no impairment of the
goodwill related to these reporting units was recorded upon adoption of this standard.

Determining the fair value of the reporting unit under the goodwill and other intangible accounting
standard is a critical accounting estimate because: (1) it is susceptible to change from period to period
since it requires assumptions regarding future revenue and costs of operations and discount rates over an
indefinite life, and (2) the impact of recognizing an impairment on EME's consolidated financial position
and results of operations would be material. EME has engaged third parties to conduct appraisals of the
fair value of the major reporting units with goodwill on October 1, 2003 (the annual impairment testing
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date). The fair value of the First Hydro and Contact Energy reporting units set forth in these appraisals
exceeded the carry value.

Derivative Financial Instruments and Hedging Activities

Edison International follows the accounting standard for derivative instruments and hedging activities,
which requires derivative financial instruments to be recorded at their fair value unless an exception
applies. The accounting standard also requires that changes in a derivative's fair value be recognized
currently in earnings unless specific hedge accounting criteria are met. For derivatives that qualify for
hedge accounting, depending on the nature of the hedge, changes in fair value are either offset by changes
in the fair value of the hedged assets, liabilities or firm commitments through earnings, or recognized in
other comprehensive income until the hedged item is recognized in earnings. The ineffective portion of a
derivative's change in fair value is immediately recognized in earnings.

EME uses derivative financial instruments for price risk management activities and trading purposes.
Derivative financial instruments are mainly utilized to manage exposure from changes in electricity and
fuel prices, interest rates and fluctuations in foreign currency exchange rates.

Management's judgment is required to determine if a transaction meets the definition of a derivative and
whether the normal sales and purchases exception applies or whether individual transactions qualify for
hedge accounting treatment. The majority of EME's power sales and fuel supply agreements related to its
generation activities either: (1) do not meet the definition of a derivative as they are not readily
convertible to cash, or (2) qualify as normal purchases and sales and are, therefore, recorded on an accrual
basis.

Derivative financial instruments used at EME for trading purposes includes forwards, futures, options,
swaps and other financial instruments with third parties. EME records at fair value derivative financial
instruments used for trading. The majority of EME's derivative financial instruments with a short-term
duration (less than one year) are valued using quoted market prices. In the absence of quoted market
prices, derivative financial instruments are valued at fair value, considering time value of money,
volatility of the underlying commodity, and other factors as determined by EME. Resulting gains and
losses are recognized in net gains (losses) from price risk management and energy trading in the
accompanying consolidated income statements in the period of change. Assets from price risk
management and energy trading activities include the fair value of open financial positions related to
derivative financial instruments recorded at fair value, including cash flow hedges, that are in-the-money
and the present value of net amounts receivable from structured transactions. Liabilities from price risk
management and energy trading activities include the fair value of open financial positions related to
derivative financial instruments, including cash flow hedges, that are out-of-the-money and the present
value of net amounts payable from structured transactions.

Determining the fair value of derivatives under this accounting standard is a critical accounting estimate
because the fair value of a derivative is susceptible to significant change resulting from a number of
factors, including volatility of energy prices, credits risks, market liquidity and discount rates. See
"MEHC and EME: Market Risk Exposures," and "SCE: Market Risk Exposures" for a description of
risk management activities and sensitivities to change in market prices.

EME enters into master agreements and other arrangements in conducting price risk management and
trading activities with a right of setoff in the event of bankruptcy or default by the counterparty. Such
transactions are reported net in the balance sheet in accordance with an authoritative interpretation for
offsetting amounts related to certain contracts.
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Income Taxes

The accounting standard for income taxes requires the asset and liability approach for financial
accounting and reporting for deferred income taxes. Edison International uses the asset and liability
method of accounting for deferred income taxes and provides deferred income taxes for all significant
income tax temporary differences.

As part of the process of preparing its consolidated financial statements, Edison International is required
to estimate its income taxes in each of the jurisdictions in which it operates. This process involves
estimating actual current tax expense together with assessing temporary differences resulting from
differing treatment of items, such as depreciation, for tax and accounting purposes. These differences
result in deferred tax assets and liabilities, which are included within Edison International's consolidated
balance sheet. Edison International takes certain tax positions it believes are applied in accordance with
tax laws. The application of these positions are subject to interpretation and audit by the IRS. As further
described in "Other Developments-Federal Income Taxes," the IRS has raised issues in the 1994 to
1996 audit of Edison International's tax returns with respect to certain leveraged leases at Edison Capital
and Edison Capital expects the IRS will also challenge several of its other leveraged leases in the audit of
years 1997 through 1999. Edison International does not provide for federal income taxes or tax benefits
on the undistributed earnings or losses of its international subsidiaries because such earnings are either
reinvested indefinitely or would not be subject to additional taxes if repatriated. At December 31, 2003,
EME reviewed the undistributed earnings of its international subsidiaries and concluded:

* Its international holding company, MEC B.V., had negative retained earnings under United States
generally accepted accounting principles and negative accumulative earnings and profits for federal
income tax purposes.

* Distributions of lower tier international subsidiaries to MEC B.V. are either not taxable or could be
distributed without additional income taxes.

* MEC B.V. had outstanding indebtedness to domestic subsidiaries of EME totaling $445 million at
December 31, 2003 which could be repaid without incurring additional income taxes.

Management continually evaluates its income tax exposures and provides for allowances and/or reserves
as deemed necessary.

Off-Balance Sheet Financing

EME has entered into sale-leaseback transactions related to the Collins, Powerton and Joliet plants in
Illinois and the Homer City facilities in Pennsylvania. (See "Off-Balance Sheet Transactions-EME's
Off-Balance Sheet Transactions-Sale-Leaseback Transactions.") Each of these transactions was
completed and accounted for by EME as an operating lease in its consolidated financial statements in
accordance with the accounting standard for sale-leaseback transactions involving real estate, which
requires, among other things, that all of the risk and rewards of ownership of assets be transferred to a
new owner without continuing involvement in the assets by the former owner other than as normal for a
lessee. Completion of sale-leaseback transactions of these power plants is a complex matter involving
management judgment to determine compliance with the provisions of the accounting standards,
including the transfer of all the risk and rewards of ownership of the power plants to the new owner
without EME's continuing involvement other than as normal for a lessee. These transactions were
entered into to provide a source of capital either to fund the original acquisition of the assets or to repay
indebtedness previously incurred for the acquisition. Each of these leases uses special purpose entities.
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Based on existing accounting guidance, EME does not record these lease obligations in its consolidated
balance sheet. If these transactions were required to be consolidated as a result of future changes in
accounting guidance, it would: (I) increase property, plant and equipment and long-term obligations in
the consolidated financial position, and (2) impact the pattern of expense recognition related to these
obligations as EME would likely change from its current straight-line recognition of rental expense to an
annual recognition of the straight-line depreciation on the leased assets as well as the interest component
of the financings which is weighted more heavily toward the early years of the obligations. The
difference in expense recognition would not affect EME's cash flows under these transactions. See "Off-
Balance Sheet Transactions." Also see "MEHC and EME: Liquidity-Key Financing Developments-
EME's Subsidiary Financing Plans-Agreement in Principle to Terminate the Collins Station Lease."

Edison Capital has entered into lease transactions, as lessor, related to various power generation, electric
transmission and distribution, transportation and telecommunications assets. All of the debt under Edison
Capital's leveraged leases is nonrecourse and is not recorded on Edison International's balance sheet in
accordance with the applicable accounting standards.

Partnership investments, in which Edison International owns a percentage interest and does not have
operational control or significant voting rights, are accounted for under the equity method as required by
accounting standards. As such, the project assets and liabilities are not consolidated on the balance sheet.
Rather, the financial statements reflect only the proportionate ownership share of net income or loss. See
"Off-Balance Sheet Transactions."

Pensions and Postretirmcent Benefits Other than Pensions

Pension and other postretirement obligations and the related effects on results of operations are calculated
using actuarial models. Two critical assumptions, discount rate and expected return on assets, are
important elements of plan expense and liability measurement. Additionally, health care cost trend rates
are critical assumptions for postretirement heath care plans. These critical assumptions are evaluated at
least annually. Other assumptions, such as retirement, mortality and turnover, are evaluated periodically
and updated to reflect actual experience.

The discount rate enables Edison International to state expected future cash flows at a present value on
the measurement date. At the December 31, 2003 measurement date, Edison International used a
discount rate of 6.0% for pensions and 6.25% for postretirement benefits other than pensions (PBOP) that
represented the market interest rate for high-quality fixed income investments.

To determine the expected long-term rate of return on pension plan assets, current and expected asset
allocations are considered, as well as historical and expected returns on plan assets. The expected rate of
return on plan assets was 8.5% for pensions and 8.2% for PBOP. A portion of PBOP trusts asset returns
are subject to taxation, so the 8.2% figure above is determined on an after-tax basis. Actual returns on the
pension plan assets were 27.6%, 7.3% and 10.8% for the one-year, five-year and ten-year periods ended
December 31, 2003, respectively. Actual returns on the PBOP plan assets were 26%, 2.2% and 9.1%
over these same periods. Accounting principles provide that differences between expected and actual
returns are recognized over the average future service of employees.

At December 31, 2003, Edison International's pension plans included S3.0 billion in projected benefit
obligation (PBO), $2.6 billion in accumulated benefit obligation (ABO) and $2.9 billion in plan assets.
A 1% decrease in the discount rate would increase the PBO by S210 million, and a 1% increase would
decrease the PBO by S195 million, with corresponding changes in the ABO. A 1% decrease in the
expected rate of return on plan assets would increase pension expense by $22 million.
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SCE accounts for about 92% of Edison International's total pension obligation, and 96% of its assets held
in trusts, at December 31, 2003. SCE records pension expense equal to the amount funded to the trusts,
as calculated using an actuarial method required for rate-making purposes, in which the impact of market
volatility on plan assets is recognized in earnings on a more gradual basis. Any difference between
pension expense calculated in accordance with rate-making methods and pension expense or income
calculated in accordance with accounting standards is accumulated in a regulatory asset or liability, and
will, over time, be recovered from or returned to customers. As of December 31, 2003, this cumulative
difference amounted to a regulatory liability of$140 million, meaning that the rate-making method has
resulted in recognizing S140 million more in expense than the accounting method since implementation
of the pension accounting standard in 1987.

Under accounting standards, if the ABO exceeds the market value of plan assets at the measurement date,
the difference may result in a reduction to shareholders' equity through a charge to other comprehensive
income, but would not affect current net income. The reduction to other comprehensive income would be
restored through shareholders' equity in future periods to the extent the market value of trust assets
exceeded the ABO.

See "Other Developments-Employee Compensation and Benefit Plans" for information related to
Edison International's cash balance pension plan.

At December 31, 2003, Edison International's PBOP plans included $2.2 billion in PBO and S 1.4 billion
in plan assets. Total expense for these plans was $122 million for 2003. Increasing the health care cost
trend rate by one percentage point would increase the accumulated obligation as of December 31, 2003 by
S317 million and annual aggregate service and interest costs by $29 million. Decreasing the health care
cost trend rate by one percentage point would decrease the accumulated obligation as of December 31,
2003 by $257 million and annual aggregate service and interest costs by $23 million.

On December 8, 2003, President Bush signed the Medicare Prescription Drug, Improvement and
Modernization Act of 2003. The Act authorized a federal subsidy to be provided to plan sponsors for
certain prescription drug benefits under Medicare. Edison International has elected to defer accounting
for the effects of the Act until the earlier of the issuance of guidance by the Financial Accounting
Standards Board on how to account for the Act, or the remeasurement of plan assets and obligations
subsequent to January 31, 2004. Accordingly, any measures of the accumulated postretirement benefit
obligation or net periodic postretirement benefit expense above do not reflect the effects of the Act on
Edison International's plans. Specific authoritative guidance on the accounting for the federal subsidy is
pending and that guidance, when issued, could require Edison International to restate previously reported
information.

Rate Regulated Enterprises

SCE applies accounting principles for rate-regulated enterprises to the portion of its operations, in which
regulators set rates at levels intended to recover the estimated costs of providing service, plus a return on
capital. Due to timing and other differences in the collection of revenue, these principles allow an
incurred cost that would otherwise be charged to expense by a nonregulated entity to be capitalized as a
regulatory asset if it is probable that the cost is recoverable through future rates and conversely allow
creation of a regulatory liability for probable future costs collected through rates in advance. SCE's
management continually assesses whether the regulatory assets are probable of future recovery by
considering factors such as the current regulatory environment, the issuance of rate orders on recovery of
the specific incurred cost or a similar incurred cost to SCE or other rate-regulated entities in Califomia,
and assurances from the regulator (as well as its primary intervenor groups) that the incurred cost will be
treated as an allowable cost (and not challenged) for rate-making purposes. Because current rates include
the recovery of existing regulatory assets and settlement of regulatory liabilities, and rates in effect are
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expected to allow SCE to earn a reasonable rate of return, management believes that existing regulatory
assets and liabilities are probable of recovery. This determination reflects the current political and
regulatory climate in California and is subject to change in the future. If future recovery of costs ceases to
be probable, all or part of the regulatory assets and liabilities would have to be written off against current
period earnings. At December 31, 2003, the Consolidated Balance Sheets included regulatory assets, less
regulatory liabilities, of S234 million. Management continually evaluates the anticipated recovery of
regulatory assets, liabilities, and revenue subject to refund and provides for allowances and/or reserves as
deemed necessary.

SCE applied judgment in the use of the above principles when it: (I) created the $3.6 billion PROACT
regulatory asset in the fourth quarter of 2001; (2) restored $480 million (after-tax) of generation-related
regulatory assets based on the URG decision in the second quarter of 2002; and (3) established a
S61 million regulatory asset related to the impaired Mohave in the fourth quarter of 2002. In all
instances, SCE recorded corresponding credits to earnings upon concluding that such incurred costs were
probable of recovery in the future. See further discussion in "Results of Operations and Historical Cash
Flow Analysis-Results of Operations-Earnings (Loss) from Continuing Operations" and "SCE:
Regulatory Matters-Generation and Power Procurement-PROACT Regulatory Asset,"
"-Utility-Retained Generation," and "-Mohave Generating Station and Related Proceedings" sections.

NEW ACCOUNTING PRINCIPLES

On January 1, 2001, Edison International adopted a new accounting standard for derivative instruments
and hedging activities. An authoritative accounting interpretation issued in October 2001 precludes fuel
contracts that have variable amounts from qualifying under the normal purchases and sales exception
effective April 1, 2002. The adoption of this interpretation did not have a significant impact on Edison
International's financial statements. Under a revised authoritative accounting interpretation issued in
December 2001, EME's forward electricity contracts no longer qualify for the normal sales exception
since EME has net settlement provisions with its counterparties. However, these contracts qualify as cash
flow hedges. Edison International implemented the December 2001 interpretation, effective April 1,
2002.

In June 2003, clarifying guidance was issued related to derivative instruments and hedging activities. The
guidance is related to pricing adjustments in contracts that qualify under the normal purchases and normal
sales exception under derivative instrument accounting. This implementation guidance became effective
on October 1, 2003. The guidance had no impact on Edison International's consolidated financial
statements.

On January 1, 2003, Edison International adopted a new accounting standard, Accounting for Asset
Retirement Obligations, which requires entities to record the fair value of a liability for a legal asset
retirement obligation (ARO) in the period in which it is incurred. When the liability is initially recorded,
the entity capitalizes the cost by increasing the carrying amount of the related long-lived asset. Over
time, the liability is increased to its present value each period, and the capitalized cost is depreciated over
the useful life of the related asset. Upon settlement of the liability, an entity either settles the obligation
for its recorded amount or incurs a gain or loss upon settlement. However, rate-regulated entities may
recognize regulatory assets or liabilities as a result of timing differences between the recognition of costs
as recorded in accordance with this standard and the recovery of costs through the rate-making process.
Regulatory assets and liabilities may also be recorded when it is probable that the ARO will be recovered
through the rate-making process.
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Edison International's impacts of adopting this standard were:

* SCE adjusted its nuclear decommissioning obligation to reflect thc fair value of decommissioning its
nuclear power facilities. SCE also recognized ARO associated with the decommissioning of other
coal-fired generation assets. Fair values were determined based on site-specific studies conducted by
third-party contractors.

* At December 31, 2002, SCE had accrued $2.3 billion to decommission its nuclear facilities and
$12 million to decommission its share of a coal-fired generating plant, under accounting principles in
effect at that time. Of these amounts, $298 million to decommission its inactive nuclear facility was
recorded in other long-term liabilities, and the remaining S2.0 billion was recorded as a component of
the accumulated provision for depreciation and decommissioning on the consolidated balance sheets in
the 2002 Annual Report.

* As of January 1, 2003, SCE reversed the $2.3 billion it had previously recorded for decommissioning,
recorded the fair value of its AROs of approximately $2.02 billion in the deferred credits and other
liabilities section of the balance sheet, and increased its unamortized nuclear investment by
$303 million. The cumulative effect of a change in accounting principle from unrecognized accretion
expense and adjustments to depreciation, decommissioning and amortization expense recorded to date
was a $354 million after-tax gain, which under accounting standards for rate-regulated enterprises was
deferred as a regulatory liability, partially offset by a $235 million deferred tax asset, as of January 1,
2003. Accretion expense on the ARO ($128 million) and depreciation expense on the new asset
($ 15 million) resulting from the application of the new standard in 2003 reduced the regulatory liability,
with no impact on earnings. SCE's ARO liability account increased from S2.02 billion to $2.08 billion
in 2003, with the $128 million in accretion partially offset by $68 million in expenditures related to the
decommissioning of its inactive nuclear facility. As of December 31, 2003, SCE's ARO for its nuclear
facilities totaled approximately $2.07 billion and its nuclear decommissioning trust assets had a fair
value of $2.5 billion. If the new standard had been in place on January 1,2002, SCE's ARO as of that
date would have been $1.98 billion. If the standard had been applied retroactively for the years ended
December 31,2002 and 2001, it would not have had any effect on SCE's results of operations.

* SCE has collected in rates amounts for the future costs of removal and decommissioning of assets,
and has historically recorded these amounts in accumulated provision for depreciation. However, in
accordance with recent Securities and Exchange Commission accounting guidance, the amounts
accrued in accumulated provision for depreciation for decommissioning and costs of removal were
reclassified to regulatory liabilities as of December 31, 2002. The cost of removal amounts collected
for assets not legally required to be removed remains in regulatory liabilities as of December 31,
2003. Amounts collected through rates for cost of removal of plant assets not considered to be legal
obligations ($2.02 billion at December 31, 2003 and $1.92 billion at December 31, 2002) are included
in regulatory liabilities.

* As of January 1,2003, EME's ARO was approximately $17 million and EME recorded a cumulative
effect adjustment that decreased net income by approximately $9 million, net of tax. If the new
standard had been applied retroactively in the years ended December 31, 2002 and 2001, it would not
have had a material effect on EME's results of operations.

In December 2003, the Financial Accounting Standards Board issued a revision to an accounting
Interpretation (originally issued in January 2003), Consolidation of Variable Interest Entities (VIEs). The
primary objective of the Interpretation is to provide guidance on the identification of, and financial
reporting for, so-called "variable interest entities," where control may be achieved through means other
than voting rights. Under the Interpretation, the enterprise that, using a discounted cash flow method, is
expected to absorb or receive the majority of a VIE's expected losses or residual returns, or both, must
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consolidate the VIE. This Interpretation is effective for special purpose entities, as defined by accounting
principles generally accepted in the United States, as of December 31, 2003, and all other entities as of
March 31, 2004.

Guidance related to implementation of this Interpretation is evolving. SCE has over 240 long-term
power-purchase contracts with independent power producers that own QFs. SCE was required under
federal law to sign such contracts, which typically require SCE to purchase 100% of the power produced
by these facilities, and the CPUC controls the terms and pricing. Under this accounting Interpretation,
SCE could be required to consolidate some or all of the entities that hold these contracts depending on
(I) whether these power generators are considered to be VIEs, and (2) whether SCE is considered to be
the consolidating entity. These entities are not legally obligated to provide the financial information to
SCE, which would be required to determine whether SCE must consolidate these entities. SCE does not
know which, if any, of these entities will provide the necessary information. SCE has no investment in,
nor obligation to provide support to, these entities other than its requirement to make payment as required
by the power-purchase agreements. However, if SCE is required to consolidate these entities, it may be
required to recognize losses to the extent of any negative equity. These losses, if any, would not affect
SCE's liquidity. EME's interests in certain power generators could also potentially be considered as
variable interests. EME's maximum exposure to loss is generally limited to its investment in these
entities. EME has 49°/o.50% ownership in four QF partnerships that have long-term power sales
contracts with SCE. EME accounts for these projects using the equity method. If long-term power-
purchase contracts are deemed to be variable interests, and due to the related-party nature of this
transaction, it is likely that these four QFs could be consolidated by either EME or SCE.

Edison International had originally disclosed that it would adopt the Interpretation as of October 1,2003.
As a result of the December 2003 revision to the Interpretation and uncertainty surrounding its application
to long-term power contracts, Edison International delayed implementation for its special purpose entities
to December 31, 2003, and for all other entities until March 31, 2004, as allowed under the December
revision of the Interpretation. As a result, EME's Brooklyn Navy Yard project, which is a VIE, was not
consolidated as previously disclosed. On December 31, 2003, EME agreed to sell its 50% partnership
interest in Brooklyn Navy Yard to a third party. Completion of the sale, expected in first quarter 2004, is
subject to closing conditions, including obtaining regulatory approval. If the sale is completed prior to
March 31, 2004, EME will not be required to consolidate this entity regardless of the results of the
power-contract analysis described above. If the sale is not completed by this date, EME could be required
to consolidate the Brooklyn Navy Yard project at March 31, 2004, if it is considered to be the
consolidating entity. If required, consolidation would result in EME recording a cumulative effect,
afler-tax loss of approximately $44 million, primarily due to cumulative losses allocated to the other 50%
partner in excess of their equity contributions. If this loss were recorded, it would be reversed in a
subsequent period if the sale were completed after March 31, 2004.

Edison Capital has concluded that its investments in its affordable housing and wind projects are variable
interests in VIEs. Edison Capital also has power-purchase agreements that could potentially be
considered to be variable interests. At December 31, 2003, the maximum exposure to loss from Edison
Capital's investments is limited to its investment balance and certain guarantees for a total of
S424 million, and recapture of tax credits.

Edison International implemented the Interpretation for its special purpose entities as of December 31,
2003. As a result, Edison International deconsolidated three special purpose entities: EIX Trusts I and II;
and EME's Mission Capital, L.P. These special purpose entities function as financing entities. The
bonds and securities associated with these financing entities are now included in long-term debt on
Edison International's consolidated balance sheet and Edison International no longer consolidates the
assets and liabilities of these special purpose entities.
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Effective July 1, 2003, Edison International adopted a new accounting standard, Amendment of
Statement 133 on Derivative Instruments and Hedging Activities. This statement amends and clarifies
financial accounting and reporting for derivative instruments and for hedging activities under derivative
instrument accounting. The amendment reflects decisions made by accounting authorities in connection
with issues raised about the application of the derivative instrument accounting standard. Generally, the
provisions of this new standard apply prospectively for contracts entered into or modified after June 30,
2003 and for hedging relationships designated after June 30, 2003. The adoption of this standard had no
impact on Edison International's consolidated financial statements.

Effective July 1, 2003, Edison International adopted a new accounting standard, Accounting for Certain
Financial Instruments with Characteristics of both Liabilities and Equity, which required issuers to
classify certain freestanding financial instruments as liabilities. These freestanding liabilities include
mandatorily redeemable financial instruments, obligations to repurchase the issuer's equity shares by
transferring assets and certain obligations to issue a variable number of shares. Effective July 1, 2003,
Edison International reclassified its company-obligated mandatorily redeemable securities, its other
mandatorily redeemable preferred securities and SCE's preferred stock subject to mandatory redemption
to the liabilities section of its consolidated balance sheet. These items were previously classified between
liabilities and equity. In addition, effective July 1, 2003, dividend payments on these instruments are
included in interest expense - net of amounts capitalized on Edison International's consolidated
statements of income. Prior period financial statements are not permitted to be restated for these changes.
Therefore, upon adoption there was no cumulative impact incurred due to this accounting change.

In May 2003, the Emerging Issues Task Force (EITF) reached a consensus on Determining Whether an
Arrangement Contains a Lease, which provides guidance on how to determine whether an arrangement
contains a lease that is within the scope of the standard, Accounting for Leases. A lease is defined as an
agreement conveying the right to use property, plant, or equipment (land and/or depreciable assets)
usually for a stated period of time. The guidance issued by the EITF could affect the classification of a
power sales agreement that meets specific criteria, such as a power sales agreement for substantially all of
the output from a power plant to one customer. If a power sales agreement meets the guidance issued by
the EITF, it would be accounted for as a lease subject to the lease accounting standard. The consensus is
effective prospectively for arrangements entered into or modified after June 30, 2003. The consensus had
no impact on Edison International's consolidated financial statements.

COMMITMENTS AND GUARANTEES

Edison International's commitments for the years 2004 through 2008 and thereafter are estimated below:

In millions 2004 2005 2006 2007 2008 Thereafter
Long-term debt maturities and

sinking fund requirements S2,003 S 753 $ 1,805 S 1,764 S 1,276 S 6,189
Fucl supply contract payments 911 814 533 377 204 1,579
Gas transportation payments 7 7 7 7 7 65
Purchased-powcr capacity payments 682 663 637 637 444 3,621
Unconditional purchase obligations 10 10 lo 10 10 89
Estimated noncancelablc lease payments 334 374 452 487 484 4.577
Preferred securities redemption

requirements 9 9 173 69 54 -

Edison International's projected construction expenditures for 2004 are $2.0 billion, including the
investment and projected construction expenditures for the Mountainview project (see "Acquisitions and
Dispositions"). These expenditures are planned to be financed primarily through cash generated from
operations and borrowings.
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Fuel Supply Contracts

SCE and EME have fuel supply contracts which require payment only if the fuel is made available for
purchase. Certain gas and coal fuel contracts require payment of certain fixed charges whether or not gas
or coal is delivered. In addition, fuel supply contract payments include payments for nuclear fuel
commitments at SCE.

Gas Transportation

At December 31, 2003, EME had a contractual commitment to transport natural gas. EME is committed to
pay minimum fees under this agreement, which has a term of 15 years.

Power-Purchase Contracts

SCE has power-purchase contracts with certain QFs (cogenerators and small power producers) and other
utilities. These contracts provide for capacity payments if a facility meets certain performance obligations
and energy payments based on actual power supplied to SCE. There are no requirements to make debt-
service payments. In an effort to replace higher-cost contract payments with lower-cost replacement
power, SCE has entered into settlements to end its contract obligations with certain QFs. The settlements
are reported as power-purchase contracts on the balance sheets. In addition, SCE entered into bilateral
forward power contracts during 2003, which contain capacity payment provisions.

Unconditional Purchase Obligations

SCE has unconditional purchase obligations for part of a power plant's generating output, as well as firm
transmission service from another utility. Minimum payments are based, in part, on the debt-service
requirements of the provider, whether or not the plant or transmission line is operable. The purchased-
power contract is expected to provide approximately 5% of current or estimated future operating capacity,
and is reported as power-purchase contracts (approximately $28 million).

Leases

Edison International has operating leases for office space, vehicles, property and other equipment (with
varying terms, provisions and expiration dates).

At December 31, 2003, minimum operating lease payments were primarily related to long-term leases for
EME's Collins, Powerton, Joliet and Homer City power plants. In connection with the 1999 acquisition
of the Illinois plants, EME assigned the right to purchase the Collins gas and oil-fired power plant to
third-party lessors. The third-party lessors purchased the Collins Station for S560 million and leased the
plant to EME. During 2000, EME entered into sale-leaseback transactions for equipment, primarily the
Illinois peaker power units, and for two power facilities, the Powerton and Joliet coal fired stations
located in Illinois, with third-party lessors. In August 2002, EME exercised its option and repurchased
the Illinois peaker power units. During the fourth quarter of 2001, EME entered into a sale-leaseback
transaction for the Homer City coal-fired facilities located in Pennsylvania, with third-party lessors. For
further discussion, see "Off-Balance Sheet Transactions-EME's Off-Balance Sheet Transactions-
Sale-Leaseback Transactions."

Other Commitments

As of December 31, 2003, Edison Capital had outstanding commitments of $68 million to fund energy
and infrastructure investments. Prior to funding any commitments, specific contract conditions must be
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satisfied. At December31,2003, Edison Capital had deposited approximately $5 million as collateral for
several letters of credit currently outstanding.

At Dccembcr 31, 2003, EME had firm commitments to spend approximately $80 million on construction
and other capital investments during 2004 through 2006. The construction expenditures primarily relate
to the construction of a power plant in New Zealand by Contact Energy. The capital expenditures
primarily relate to new plant and equipment at EME's Midwest Generation subsidiary and its Contact
Energy project.

At December 31, 2003, EME's Midwest Generation was party to a long-terrn power-purchase contract
with Calumet Energy Team LLC entered into as part of the settlement agreement with ComEd, which
terminated Midwest Generation's obligation to build additional gas-fired generation in the Chicago area.
The contract requires Midwest Generation to pay a monthly capacity payment and gives Midwest
Generation an option to purchase energy from Calumet Energy Team LLC at prices based primarily on
operations and maintenance and fuel costs.

EME Homer City entered into a Coal Cleaning Agreement with Homer City Coal Processing Corporation
to operate and maintain a coal cleaning plant owned by EME Homer City. Under the terms of the
agreement, EME Homer City is obligated to reimburse Homer City Coal Processing Corporation for the
actual costs incurred in the operations and maintenance of the coal cleaning plant, a fixed general and
administrative service fee of approximately $260 thousand per year, and an operating fee that ranges from
$.20 to 5.35 per ton depending on the level of tonnage. The agreement expired on August 31, 2002 and
was renewed with the same terms through December 31, 2005, with a two-year extension option.

At December 31, 2003, commitments related to these two contracts discussed above are summarized as
follows: 2004 - $11 million; 2005 - S 10 million; 2006 - $4 million; 2007 - $4 million; and 2008 -
S4 million.

Edison International's expected contributions (all by the employer) for United States pension and PBOP
plans are approximately $47 million and $ 100 million, respectively, for the year ended December 31,
2004. These amounts are subject to change based on, among other things, the limits established for
federal tax deductibility (pension plans) and the impact of the Medicare Prescription Drug, Improvement
and Modernization Act of 2003 (PBOP plans).

EME's Guarantees and Indemnities

Tax Indemn id Agreements

In connection with the sale-leaseback transactions that EME has entered into related to the Collins
Station, Powerton and Joliet plants in Illinois and the Homer City facilities in Pennsylvania, EME or one
of its subsidiaries has entered into tax indemnity agreements. Under these tax indemnity agreements,
EME agreed to indemnify the lessors in the sale-leaseback transactions for specified adverse tax
consequences that could result in certain situations set forth in each tax indemnity agreement, including
specified defaults under the respective leases. The potential indemnity obligations under these tax
indemnity agreements could be significant. Due to the nature of these obligations under these tax
indemnity agreements, EME cannot determine a maximum potential liability. The indemnities would be
triggered by a valid claim from the lessors. EME has not recorded a liability related to these indemnities.

Indemnities Provided as Part of EAIE's Acquisition of the Illinois Plants

In connection with the acquisition of the Illinois plants, EME agreed to indemnify ComEd with respect to
environmental liabilities before and after the date of sale as specified in the Asset Sale Agreement dated
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March 22, 1999. The indemnification claims are reduced by any insurance proceeds and tax benefits
related to such claims and are subject to a requirement by ComEd to take all reasonable steps to mitigate
losses related to any such indemnification claim. Due to the nature of the obligation under this indemnity,
a maximum potential liability cannot be determined. The indemnification for the environmental liabilities
referred to above is not limited in term and would be triggered by a valid claim from ComEd. Except as
discussed below, EME has not recorded a liability related to this indemnity.

Midwest Generation entered into a supplemental agreement with ComEd on February 20, 2003 to resolve
a dispute regarding interpretation of its reimbursement obligation for asbestos claims under the
environmental indemnities set forth in the Asset Sale Agreement. Under this supplemental agreement,
Midwest Generation agreed to reimburse ComEd 50% of specific existing asbestos claims less recovery
of insurance costs, and agreed to a sharing arrangement for liabilities associated with future asbestos
related claims as specified in the agreement. The obligations under this agreement are not subject to a
maximum liability. The supplemental agreement has a five-year term with an automatic renewal
provision (subject to the right to terminate). Payments are made under this indemnity by a valid claim
provided from ComEd. At December 31,2003, Midwest Generation had SlO million recorded as a
liability related to this matter and had made $1 million in payments.

Indemnity Provided as Part oftthe Acquisition of the Homer City Facilities

In connection with the acquisition of the Homer City facilities, EME Homer City Generation L.P. (EME
Homer City) agreed to indemnify the sellers with respect to environmental liabilities before and after the
date of sale as specified in the Asset Purchase Agreement dated August 1, 1998. EME guaranteed the
obligations of EME Homer City. Due to the nature of the obligation under this indemnity provision, it is
not subject to a maximum potential liability and does not have an expiration date. Payments would be
triggered under this indemnity by a claim from the sellers. EME has not recorded a liability related to this
indemnity.

Indemnities Provided UnderAsset Sale Agreements

In connection with the sale of assets, EME has provided indemnities to the purchasers for taxes imposed
with respect to operations of the asset prior to the sale, and EME or its subsidiaries have received similar
indemnities from purchasers related to taxes arising from operations after the sale. EME has also
provided indemnities to purchasers for items specified in each agreement (for example, specific pre-
existing litigation matters and/or environmental conditions). Due to the nature of the obligations under
these indemnity agreements, a maximum potential liability cannot be determined. Not all indemnities
under the asset sale agreements have specific expiration dates. Payments would be triggered under these
indemnities by valid claims from the sellers or purchasers, as the case may be. EME has not recorded a
liability related to these indemnities.

Guarantee of Brooklyn Navy Yard Contractor Settlement Payments

Brooklyn Navy Yard is a 286 MW gas-fired cogeneration power plant in Brooklyn, New York. EME's
wholly owned subsidiary owns 50% of the project. In February 1997, the construction contractor asserted
general monetary claims under the turnkey agreement against Brooklyn Navy Yard Cogeneration
Partners, L.P. A settlement agreement was executed on January 17, 2003, and all litigation has been
dismissed. EME agreed to indemnify Brooklyn Navy Yard Cogeneration Partners, L.P. for any payments
due under this settlement agreement, which are scheduled through 2006. At December 31, 2003, EME
recorded a liability of $14 million related to this indemnity.
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Guarantee of 50 % of TAM Star Fuel Supply Obligations

TM Star was formed for the limited purpose of selling natural gas to March Point Cogeneration
Company, an affiliate through common ownership, under a fuel supply agreement that extends through
December 31, 2011. TM Star has entered into fuel purchase contracts with unrelated third parties to meet
a portion of the obligations under the fuel supply agreement. EME has guaranteed 50% of TM Star's
obligation under the fuel supply agreement to March Point Cogeneration Company. Due to the nature of
the obligation under this guarantee, a maximum potential liability cannot be determined. TM Star has met
its obligations to March Point Cogeneration Company, and, accordingly, no claims against this guarantee
have been made. TM Star was merged into March Point Cogeneration Company effective as of
January 16, 2004, and this guarantee terminated by operation of law as of that date.

Capacity Indemniflcation Agreements

EME has guaranteed, jointly and severally with Texaco Inc., the obligations of March Point Cogeneration
Company under its project power sales agreements to repay capacity payments to the project's power
purchaser in the event that the power sales agreements terminate, March Point Cogeneration Company
abandons the project, or the project fails to return to normal operations within a reasonable time after a
complete or partial shutdown, during the term of the power contracts. In addition, subsidiaries of EME
have guaranteed the obligations of Kern River Cogeneration Company and Sycamore Cogeneration
Company under their project power sales agreements to repay capacity payments to the projects' power
purchaser in the event that the projects unilaterally terminate their performance or reduce their electric
power producing capability during the term of the power contracts. The obligations under the
indemnification agreements as of December 31, 2003, if payment were required, would be S181 million.
EME has no reason to believe that any of these projects will either cease operations or reduce its electric
power producing capability during the term of its power contract.

Bank Indemnini' under a Letter of CreditSupporting ISAB Energ's Debt Service Reserve Account

EME agreed to indemnify its lenders under its credit facilities from amounts drawn on a S26 million letter
of credit issued for the benefit of the lenders to ISAB Energy, a 49% unconsolidated affiliate, in lieu of
ISAB Energy funding a debt service reserve account using additional equity contributions. Accordingly,
a default under ISAB Energy's project debt could result in a draw under the letter of credit which, in turn,
would result in a borrowing under EME's credit facilities. The letter of credit is renewed each six-month
period or until ISAB Energy funds the debt service account. The indemnification is subject to the
maximum amount drawn under the letter of credit. EME has not recorded a liability related to this
indemnity.

OFF-BALANCE SHEET TRANSACTIONS

This section of the MD&A discusses off-balance sheet transactions at EME and Edison Capital. SCE
does not have any off-balance sheet transactions. Included arc discussions of investments accounted for
under the equity method for both subsidiaries, as well as sale-leaseback transactions at EME, EME's
obligations to one of its subsidiaries, and leveraged leases at Edison Capital.

EMIE's Off-Balance Sheet Transactions

EME has off-balance sheet transactions in two principal areas: investments in projects accounted for
under the equity method and operating leases resulting from sale-leaseback transactions.
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Investmetus Accountedfor under the Equity Method

Investments in which EME has a 50% or less ownership interest are accounted for under the equity
method in accordance with current accounting standards. Under the equity method, the project assets and
related liabilities are not consolidated in EME's consolidated balance sheet. Rather, EME's financial
statements reflect its investment in each entity and it records only its proportionate ownership share of net
income or loss. These investments are of three principal categories.

Historically, EME has invested in QFs, those which produce electrical energy and steam, or other forms
of energy, and which meet the requirements set forth in the Public Utility Regulatory Policies Act. These
regulations limit EME's ownership interest in QFs to no more than 50% due to EME's affiliation with
SCE, a public utility. For this reason, EME owns a number of domestic energy projects through
partnerships in which it has a 50% or less ownership interest.

On an international basis, for purposes of risk mitigation, EME has often invested in energy projects with
strategic partners where its ownership interest is 50% or less.

Entities formed to own these projects are generally structured with a management committee or Board of
Directors in which EME exercises significant influence but cannot exercise unilateral control over the
operating, funding or construction activities of the project entity. EME's energy projects have generally
secured long-term debt to finance the assets constructed and/or acquired by them. These financings
generally are secured by a pledge of the assets of the project entity, but do not provide for any recourse to
EME. Accordingly, a default on a long-term financing of a project could result in foreclosure on the
assets of the project entity resulting in a loss of some or all of EME's project investment, but would
generally not require EME to contribute additional capital. At December 31, 2003, entities which EME
has accounted for under the equity method had indebtedness of $6 billion, of which $3 billion is
proportionate to EME's ownership interest in these projects.

Sale-Leaseback Transactions

EME has entered into sale-leaseback transactions related to the Collins, Powerton and Joliet plants in
Illinois and the Homer City facilities in Pennsylvania. Each of these transactions was completed and
accounted for according to an accounting standard, which requires, among other things, that all of the risk
and rewards of ownership of assets be transferred to a new owner without continuing involvement in the
assets by the former owner other than as normal for a lessee. These transactions were entered into to
provide a source of capital either to fund the original acquisition of the assets or to repay indebtedness
previously incurred for the acquisition. In each of these transactions, the assets (or, in the case of the
Collins Station, the rights to purchase them) were sold to and then leased from owner/lessors owned by
independent equity investors. In addition to the equity invested in them, these owner/lessors incurred or
assumed long-term debt, referred to as lessor debt, to finance the purchase of the assets. In the case of
Powerton and Joliet and Homer City, the lessor debt takes the form generally referred to as secured lease
obligation bonds. In the case of Collins, the lessor debt takes the form of lessor notes as described in the
footnote to the table below.

EME's subsidiaries account for these leases as financings in their separate financial statements due to
specific guarantees provided by EME or another one its subsidiaries as part of the sale-leaseback
transactions. These guarantees do not preclude EME from recording these transactions as operating
leases in its consolidated financial statements, but constitute continuing involvement under the accounting
standard that precludes EME's subsidiaries from utilizing this accounting treatment in their separate
subsidiary financial statements. Instead, each subsidiary continues to record the power plants as assets in
a similar manner to a capital lease and records the obligations under the leases as lease financings.
EME's subsidiaries, therefore, record depreciation expense from the power plants and interest expense

89

097



Management's Discussion and Analysis of Financial Condition and Results of Operations

from the lease financing in lieu of an operating lease expense which EME uses in preparing its
consolidated financial statements. The treatment of these leases as an operating lease in its consolidated
financial statements in lieu of a lease financing, which is recorded by EME's subsidiaries, results in an
increase in consolidated net income by $81 million, $89 million and S55 million in 2003, 2002 and 2001,
respectively.

The lessor equity and lessor debt associated with the sale-leaseback transactions for the Collins,
Powerton, Joliet and Homer City assets are summarized in the following table:

Equity
Equity Investment in

Amount of
Lessor

Maturity
Date ofAcquisition

In millions Price Investor Owner/Lessor Debt Lessor Debt
Power Station(s)

Collins $ 860 PSEG S 117 $ 774 (i)
Powerton/Joliet 1,367 PSEG/ 238 333.5 2009

Citicapital 813.5 2016
Homer City 1,591 GECC 798 300 2019

530 2026

PSEG - PSEG Resources, Inc.
GECC - General Electric Capital Corporation

(i) The owncr/lessor under the Collins Station lease issued notes in the amount of the lessor debt to Midwest Funding
LLC, a funding vehicle which is owned by Broad Street Contract Services, Inc. These notes mature in January 2014
and arc referred to as the lessor notes. Midwest Funding LLC, in turn, entered into a commercial paper and loan facility
with a group of banks pursuant to which it borrowed the funds required for its purchase of the lessor notes. These
borrowings are currently scheduled to mature in December 2004 and arc referred to as the lessor borrowings.

The rent under the Collins Station lease includes both a fixed component and a variable component, which is affcctcd
by movements in defined interest rate indices. If the lessor borrowings are not repaid at maturity, by a refinancing or
otherwise, the interest rate on them would increase at specified increments every three months, which would be
reflected in adjustments to the Collins Station lease rent payments. EME's subsidiary lessee under the Collins Station
lease may request the owner/lessor to cause Midwest Funding LLC to refinance the lessor borrowings in accordance
with guidelines set forth in the lease, but such refinancing is subject to the owner/lessor's approval. If the lessor
borrowings arc not refinanced by December 2004 because the owncr/lessor's approval is not obtained or a refinancing
is not commercially available, rent under the Collins Station lease in 2005 would increase by approximately S9 million
for the first quarter of 2005 and increase approximately 12 million for each subsequent quarter thereafter.

The operating lease payments to be made by each of EME's subsidiary lessees are structured to service
the lessor debt and provide a return to the owner/lessor's equity investors. Neither the value of the leased
assets nor the lessor debt is reflected in EME's consolidated balance sheet. In accordance with generally
accepted accounting principles, EME records rent expense on a levelized basis over the terms of the
respective leases. To the extent that EME's cash rent payments exceed the amount levelized over the
term of each lease, EME records prepaid rent. At December 31, 2003 and 2002, prepaid rent on these
leases was $214 million and $117 million, respectively. To the extent that EME's cash rent payments are
less than the amount levelized, EME reduces the amount of prepaid rent.

In the event of a default under the leases, each lessor can exercise all of its rights under the applicable
lease, including repossessing the power plant and seeking monetary damages. Each lease sets forth a
termination value payable upon termination for default and in certain other circumstances, which
generally declines over time and in the case of default may be reduced by the proceeds arising from the
sale of the repossessed power plant. A default under the terms of the Collins, Powerton and Joliet or
Homer City leases could result in a loss of EME's ability to use such power plant and would trigger

90

098



Edison International

obligations under EME's guarantee of the Powerton and Joliet leases. These events could have a material
adverse effect on EME's results of operations and financial position.

EME's minimum lease obligations under its power related leases are set forth under "Commitments and
Guarantees." Also see "MEHC and EME: Liquidity-Key Financing Developments-EME's
Subsidiary Financing Plans-Agreement in Principle to Terminate the Collins Station Lease."

EME's Obligations to Midwest Generation, LLC

The proceeds, in the aggregate amount of approximately $1.4 billion, received by Midwest Generation
from the sale of the Powerton and Joliet plants, described above under Sale-Leaseback Transactions, were
loaned to EME. EME used the proceeds from this loan to repay corporate indebtedness. Although
interest and principal payments made by EME to Midwest Generation under this intercompany loan assist
in the payment of the lease rental payments owing by Midwest Generation, the intercompany obligation
does not appear on EME's consolidated balance sheet. This obligation was disclosed to the credit rating
agencies at the time of the transaction and has been included by them in assessing EME's credit ratings.
The following table summarizes principal payments due under this intercompany loan:

In millions Amount
Years Ending December 31,

2004 S 2
2005 2
2006 3
2007 3
2008 4
Thereafter 1,352
Total $1,366

EME funds the interest and principal payments due under this intercompany loan from distributions from
EME's subsidiaries, including Midwest Generation, cash on hand, and amounts available under corporate
lines of credit. A default by EME in the payment of this intercompany loan could result in a shortfall of
cash available for Midwest Generation to meet its lease and debt obligations. A default by Midwest
Generation in meeting its obligations could in turn have a material adverse effect on EME.

Edison Capital's Off-Balance Sheet Transactions

Edison Capital has entered into off-balance sheet transactions for investments in projects, which, in
accordance with generally accepted accounting principles, do not appear on Edison International's
balance sheet.

Investments Accountedfor under the Equity AMethod

Partnership investments, in which Edison Capital does not have operational control or significant voting
rights, are accounted for under the equity method as required by accounting standards. As such, the
project assets and liabilities are not consolidated on the balance sheet; rather, the financial statements
reflect the carrying amount of the investment and the proportionate ownership share of net income or loss.

Edison Capital has invested in affordable housing projects utilizing partnership or limited liability
companies in which Edison Capital is a limited partner or limited liability member. In these entities,
Edison Capital usually owns a 99% interest. With a few exceptions, an unrelated general partner or
managing member exercises operating control; voting rights of Edison Capital are limited by agreement
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to certain significant organizational matters. Edison Capital has subsequently sold a majority of these
interests to unrelated third party investors through syndication partnerships in which Edison Capital has
retained an interest, with one exception, of less than 20%. The debt of those partnerships and limited
liability companies is secured by real property and is nonrecourse to Edison Capital, except in limited
cases where Edison Capital has guaranteed the debt. At December 31, 2003, Edison Capital had made
guarantees to lenders in the amount of $5 million.

At December 31, 2003, entities that Edison Capital has accounted for under the equity method had
indebtedness of $1.7 billion, of which approximately $474 million is proportionate to Edison Capital's
ownership interest in these projects. Substantially all of this debt is nonrecourse to Edison Capital.

Leveraged Leases

Edison Capital is the lessor in various power generation, electric transmission and distribution,
transportation and telecommunications leases. The debt in these leveraged leases is nonrecourse to
Edison Capital and is not recorded on Edison International's balance sheet in accordance with the
applicable accounting standards.

At December 31, 2003, Edison Capital had investments of $2.4 billion in its leveraged leases, with
nonrecourse debt in the amount of $5 billion.

OTHER DEVELOPMENTS

Environmental Matters

Edison International is subject to numerous environmental laws and regulations, which require it to incur
substantial costs to operate existing facilities, construct and operate new facilities, and mitigate or remove
the effect of past operations on the environment.

Edison International believes that it is in substantial compliance with environmental regulatory
requirements; however, possible future developments, such as the enactment of more stringent
environmental laws and regulations, could affect the costs and the manner in which business is conducted
and could cause substantial additional capital expenditures. There is no assurance that additional costs
would be recovered from customers or that Edison International's financial position and results of
operations would not be materially affected.

Environmental Remediation

Edison International records its environmental remediation liabilities when site assessments and/or
remedial actions are probable and a range of reasonably likely cleanup costs can be estimated. Edison
International reviews its sites and measures the liability quarterly, by assessing a range of reasonably
likely costs for each identified site using currently available information, including existing technology,
presently enacted laws and regulations, experience gained at similar sites, and the probable level of
involvement and financial condition of other potentially responsible parties. These estimates include
costs for site investigations, remediation, operations and maintenance, monitoring and site closure.
Unless there is a probable amount, Edison International records the lower end of this reasonably likely
range of costs (classified as other long-term liabilities) at undiscounted amounts.

Edison International's recorded estimated minimum liability to remediate its 32 identified sites at SCE
(26 sites) and EME (6 sites related to Midwest Generation) is $94 million, $92 million of which is related
to SCE. In third quarter 2003, SCE sold certain oil storage and pipeline facilities. This sale caused a
reduction in Edison International's recorded estimated minimum environmental liability. Edison

92

100



Edison International

International's other subsidiaries have no identified remediation sites. The ultimate costs to clean up
Edison International's identified sites may vary from its recorded liability due to numerous uncertainties
inherent in the estimation process, such as: the extent and nature of contamination; the scarcity of reliable
data for identified sites; the varying costs of alternative cleanup methods; developments resulting from
investigatory studies; the possibility of identifying additional sites; and the time periods over which site
remediation is expected to occur. Edison International believes that, due to these uncertainties, it is
reasonably possible that cleanup costs could exceed its recorded liability by up to S238 million, all of
which is related to SCE. The upper limit of this range of costs was estimated using assumptions least
favorable to Edison International among a range of reasonably possible outcomes.

The CPUC allows SCE to recover environmental remediation costs at certain sites, representing
S34 million of its recorded liability, through an incentive mechanism (SCE may request to include
additional sites). Under this mechanism, SCE will recover 90% of cleanup costs through customer rates;
shareholders fund the remaining 10%, with the opportunity to recover these costs from insurance carriers
and other third parties. SCE has successfully settled insurance claims with all responsible carriers. SCE
expects to recover costs incurred at its remaining sites through customer rates. SCE has recorded a
regulatory asset of $71 million for its estimated minimum environmental-cleanup costs expected to be
recovered through customer rates.

Edison International's identified sites include several sites for which there is a lack of currently available
information, including the nature and magnitude of contamination, and the extent, if any, that Edison
International may be held responsible for contributing to any costs incurred for remediating these sites.
Thus, no reasonable estimate of cleanup costs can be made for these sites.

Edison International expects to clean up its identified sites over a period of up to 30 years. Remediation
costs in each of the next several years are expected to range from $13 million to $25 million. Recorded
costs for 2003 were $14 million.

Based on currently available information, Edison International believes it is unlikely that it will incur
amounts in excess of the upper limit of the estimated range for its identified sites and, based upon the
CPUC's regulatory treatment of environmental remediation costs incurred at SCE, Edison International
believes that costs ultimately recorded will not materially affect its results of operations or financial
position. There can be no assurance, however, that future developments, including additional information
about existing sites or the identification of new sites, will not require material revisions to such estimates.

Clean Air Act

The Clean Air Act requires power producers to have emissions allowances to emit sulfur dioxide. Power
companies receive emissions allowances from the federal government and may bank or sell excess
allowances. SCE expects to have excess allowances under Phase II of the Clean Air Act (2000 and later).

In 1999, SCE and other co-owners of Mohave entered into a consent decree to resolve a federal court
lawsuit that had been filed alleging violations of various emissions limits. This decree, approved by a
federal court in December 1999, required certain modifications to the plant in order for it to continue to
operate beyond 2005 to comply with the Clean Air Act.

SCE's share of the costs of complying with the consent decree and taking other actions to continue
operation of Mohave beyond 2005 is estimated to be approximately $605 million. SCE has received from
the State of Nevada a permit to install the necessary pollution-control equipment. However, SCE has
suspended its efforts to seek CPUC approval to install the Mohave pollution-control equipment because it
has not obtained reasonable assurance of adequate coal and water supplies for operating Mohave beyond
2005. Unless adequate coal and water supplies are obtained, it will become necessary to shut down

93

101



Alanagement's Discussion and Analysis of Financial Condition and Results of Operations

Mohave after December 31, 2005. If the station is shut down at that time, the shutdown is not expected to
have a material adverse impact on SCE's financial position or results of operations, assuming the
remaining book value of the station (approximately $24 million as of December 31, 2003) and the related
regulatory asset (approximately $66 million as of December 31, 2003), and plant closure and
decommissioning-related costs are recoverable in future rates. SCE cannot predict with certainty what
effect any future actions by the CPUC may have on this matter. See "SCE: Regulatory Matters-
Generation and Power Procurement-Mohave Generating Station and Related Proceedings" for further
discussion of the Mohave issues.

Edison International's facilities in the United States are subject to the Clean Air Act's new source review
(NSR) requirements related to modifications of air emissions sources at electric generating stations. Over
the past five years, the United States Environmental Protection Agency (EPA) has initiated investigations
of numerous electric utilities seeking to determine whether these utilities engaged in activities in violation
of the NSR requirements, brought enforcement actions against some of those utilities, and reached
settlements with some of those utilities. EPA has made information requests concerning electric
generating stations in which SCE and EME hold ownership interests, including SCE's Four Comers
station and EME's Midwest Generation and Homer City stations. Other than these requests for
information, no enforcement-related proceedings have been initiated against any Edison International
facilities by EPA relating to NSR compliance.

Over this same period, EPA has proposed several regulatory changes to NSR requirements that would
clarify and provide greater guidance to the utility industry as to what activities can be undertaken without
triggering the NSR requirements. Several of these regulatory changes have been challenged in the courts.
As a result of these developments, EPA's enforcement policy on alleged NSR violations is currently
uncertain.

These developments will continue to be monitored by Edison International, SCE, and EME, to assess
what implications, if any, they will have on the operation of domestic power plants owned or operated by
SCE, EME, or their subsidiaries, or the impact on Edison International's results of operations or financial
position.

Edison International's projected environmental capital expenditures are S2.3 billion, including the
S605 million for Mohave discussed above for the 2004-2008 period, mainly for undergrounding certain
transmission and distribution lines at SCE and upgrading environmental controls at EME.

Employee Compensation and Benefit Plans

On July 31, 2003, a federal district court held that the formula used in a cash balance pension plan created
by International Business Machine Corporation (IBM) in 1999 violated the age discrimination provisions
of the Employee Retirement Income Security Act of 1974. In its decision, the federal district court set
forth a standard for cash balance pension plans. This decision, however, conflicts with the decisions from
two other federal district courts and with the proposed regulations for cash balance pension plans issued
by the IRS in December 2002. On February 12, 2004, the same federal district court ruled that IBM must
make back payments to workers covered under this plan. IBM has indicated that it will appeal both
decisions to the United States Court of Appeals for the Seventh Circuit. The formula for Edison
International's cash balance pension plan does not meet the standard set forth in the federal district court's
July 31, 2003 decision. Edison International cannot predict with certainty the effect of the two IBM
decisions on Edison International's cash balance pension plan.
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Federal Income Taxes

In August 2002, Edison International received a notice from the IRS asserting deficiencies in federal
corporate income taxes for its 1994 to 1996 tax years. The vast majority of the asserted tax deficiencies
are timing differences and, therefore, amounts ultimately paid (exclusive of interest and penalties), if any,
would benefit Edison International as future tax deductions. Edison International believes that it has
meritorious legal defenses to those deficiencies and believes that the ultimate outcome of this matter will
not result in a material impact on Edison International's consolidated results of operations or financial
position.

Among the issues raised by the IRS in the 1994 to 1996 audit was Edison Capital's treatment of the EPZ
and Dutch electric locomotive leases. Written protests were filed against these deficiency notices, as well
as other alleged deficiencies, asserting that the IRS's position misstates material facts, misapplies the law
and is incorrect. This matter is now being considered by the Administrative Appeals branch of the IRS.
Edison Capital will contest the assessment through administrative appeals and litigation, if necessary, and
believes it should prevail in an outcome that will not have a material adverse financial impact.

The IRS is examining the tax returns for Edison International, which includes Edison Capital, for years
1997 through 1999. Edison Capital expects the IRS will also challenge several of its other leveraged
leases based on recent Revenue Rulings addressing a specific type of leveraged lease (termed a lease
in/lease out or LILO transaction). Edison Capital believes that the position described in the Revenue
Ruling is incorrectly applied to Edison Capital's transactions and that its leveraged leases are factually
and legally distinguishable in material respects from that position. Edison Capital intends to defend, and
litigate if necessary, against any challenges based on that position.
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Responsibility for Financial Reporting Edison International

The management of Edison International is responsible for the integrity and objectivity of the
accompanying financial statements. The statements have been prepared in accordance with accounting
principles generally accepted in the United States and are based, in part, on management estimates and
judgment.

Edison International and its subsidiaries maintain systems of internal control to provide reasonable, but
not absolute, assurance that assets are safeguarded, transactions are executed in accordance with
management's authorization and the accounting records may be relied upon for the preparation of the
financial statements. There are limits inherent in all systems of internal control, the design of which
involves management's judgment and the recognition that the costs of such systems should not exceed the
benefits to be derived. Edison International believes its systems of internal control achieve this
appropriate balance. These systems are augmented by internal audit programs through which the
adequacy and effectiveness of internal controls and policies and procedures are monitored, evaluated and
reported to management. Actions are taken to correct deficiencies as they are identified.

Edison International's independent auditors, PricewaterhouseCoopers LLP, are engaged to audit the
financial statements in accordance with auditing standards generally accepted in the United States and to
express an informed opinion on the fairness, in all material respects, of Edison International's reported
results of operations, cash flows and financial position.

As a further measure to assure the ongoing objectivity of financial information, the Audit Committee of
the Board of Directors, which is composed of outside directors, meets periodically, both jointly and
separately, with management, the independent auditors and internal auditors, who have unrestricted
access to the committee. The committee annually appoints a firm of independent auditors (who are
ultimately responsible to the committee) to conduct audits of Edison International's financial statements;
considers the independence of such firm and the overall adequacy of the audit scope and Edison
International's systems of internal control; reviews financial reporting issues; and is advised of
management's actions regarding financial reporting and internal control matters.

Edison International and its subsidiaries maintain high standards in selecting, training and developing
personnel to assure that its operations are conducted in conformity with applicable laws and are
committed to maintaining the highest standards of personal and corporate conduct. Management
maintains programs to encourage and assess compliance with these standards.

Thomas M. Noonan John E. Bryson
Vice President Chairman of the Board, President
and Controller and Chief Executive Officer

March 10, 2004
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Report of Independent Auditors Edison International
Report of Independent Auditors Edison International

To the Board of Directors and Shareholders of Edison International:

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of
income, comprehensive income, cash flows and changes in common shareholders' equity present fairly,
in all material respects, the financial position of Edison International and its subsidiaries at December 31,
2003 and 2002, and the results of their operations and their cash flows for the years then ended in
conformity with accounting principles generally accepted in the United States of America. These
financial statements are the responsibility of the Company'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 auditing standards generally accepted in the United States of America,
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 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 our opinion. The
financial statements of the Company for the year ended December 31, 2001 were audited by other
independent accountants who have ceased operations. Those independent accountants expressed an
unqualified opinion on the financial statements and included an explanatory paragraph that described the
change in manner in which the Company accounts for derivative instruments and hedging activities and
the impairment of long-lived assets discussed in Note I to the financial statements in their report dated
March 25, 2002.

As discussed in Note 1 to the consolidated financial statements, the Company changed the manner in
which it accounts for asset retirement costs as of January 1, 2003, financial instruments with
characteristics of both debt and equity as of July 1, 2003, and certain variable interest entities as of
December 31, 2003.

Los Angeles, California
March 10, 2004
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Report of Predecessor Independent Public Accountants Edison International

THE FOLLOWING REPORT IS A COPY OF A REPORT PREVIOUSLY ISSUED BY
ARTHUR ANDERSEN LLP AND HAS NOT BEEN REISSUED BY ARTHUR ANDERSEN LLP

To the Shareholders and the Board of Directors, Edison International:

We have audited the accompanying consolidated balance sheets of Edison International (a California
corporation) and its subsidiaries as of December 31,2001, and 2000, and the related consolidated
statements of income (loss), comprehensive income (loss), cash flows and common shareholders' equity
for each of the three years in the period ended December 31, 2001. These financial statements are the
responsibility of Edison International's management. Our responsibility is to express an opinion on these
financial statements based on our audits.

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

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of Edison International and its subsidiaries as of December 31, 2001, and 2000, and the
results of their operations and their cash flows for each of the three years in the period ended
December 31, 2001, in conformity with accounting principles generally accepted in the United States.

As explained in Note 1 to the financial statements, effective January 1, 2001, Edison International has
changed its method of accounting for derivative instruments and hedging activities in accordance with
SFAS 133, "Accounting for Derivative Instruments and Hedging Activities," and its method of
accounting for the impairment or disposal of long-lived assets in accordance with SFAS 144,
"Accounting for the Impairment or Disposal of Long-lived Assets."

Arthur Andersen LLP

Los Angeles, California
March 25,2002
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Consolidated Statements of Income Edison International

In millions, except per-share amounts Year ended December 31, 2003 2002 2001

Electric utility S 8,853 $ 8,705 S 8,120
Nonutility power generation 3,181 2,750 2,594
Financial services and other 101 33 348
Total operating revenue 12.135 11,488 11,062
Fuel 1,338 1,186 1,128
Purchased power 2,786 2,016 3,770
Provisions for regulatory adjustment clauses - net 1,138 1,502 (3,028)
Other operation and maintenance 3,389 3,156 3,029
Asset impairment 304 86 -

Dcpreciation, decommissioning and amortization 1,184 1,030 973
Property and other taxes 210 145 114
Net gain on sale of utility plant (5) (5) (6)

Total operating expenses 10,344 9,116 5,980
Operating Income 1,791 2,372 5,082
Intercst and dividend income 127 287 282
Equity in income from partnerships and

unconsolidated subsidiaries - net 354 249 343
Other nonoperating income 91 90 108
Interest expense -net of amounts capitalized (1,226) (1.283) (1,582)
Other nonoperating deductions (84) (74) (70)
Dividends on preferred securities (51) (96) (92)
Dividends on utility preferred stock (10) (19) (22)
Income from continuing operations before tax 992 1,526 4,049
Income tax 213 391 1,647
Income from continuing operations 779 1,135 2,402
Income (loss) from discontinued operations (including gain on disposal of
S44 in 2003 and loss on disposal of $1,309 in 2001) - net of tax 51 (58) (1,367)

Income before accounting change 830 1,077 1,035
Cumulative ceffcct of accounting change - net of tax (9) - -
Net Income S 821 S 1,077 S 1,035

Weighted-average shares of common stock outstanding 326 326 326
Basic earnings (loss) per share:
Continuing operations S 2.39 S 3.49 $ 7.37
Discontinued operations 0.16 (0.18) (4.19)
Cumulative effect of accounting change (0.03) - -

Total S 2.52 $ 3.31 S 3.18

Weighted-average shares, including effect of dilutive securities 329 328 326
Diluted earnings (loss) per share:
Continuing operations S 2.37 S 3.46 S 7.36
Discontinued operations 0.16 (0.18) (4.19)
Cumulative effect of accounting change (0.03)
Total S 2.50 $ 3.28 $ 3.17

Dividends declared per common share S 0.20 $ - $ -

The accompanying notes are an integral part of these financial statements.
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Consolidated Statements of Comprehensive Income Edison International

In millions YcarendedDecember3l, 2003 2002 2001

Net income S 821 SI,077 S1,035
Other comprehensive income (expense), net of tax:

Foreign currency translation adjustments 154 125 6
Minimum pension liability adjustment (2) (21) -

Unrealized gain (loss) on investments - net 2 (9) -

Unrealized gains (losses) on cash flow hedges:
Cumulative effect of change in accounting for derivatives - 6 148
Other unrealized gain (loss) on cash flow hedges -net 50 (20) (359)
Reclassification adjustment for gain (loss) included in net income (10) - 16

Other comprehensive income (expense) 194 81 (189)
Comprehensive income S1,015 $1,158 S 846

The accompanying notes are an integral part of these financial statements.
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Consolidated Balance Sheets

In millions December 31, 2003 2002

ASSETS
Cash and equivalents S 2,198 S 2,468
Restricted cash 79 53
Receivables, less allowances of $37 and $49 for uncollectible

accounts at respective dates 1,200 1,111
Accrued unbilled revenue 408 437
Fuel inventory 92 124
Materials and supplies, at average cost 252 219
Accumulated deferred income taxes - net 508 527
Trading and price risk management assets 48 34
Regulatory assets - net _ 459
Prepayments 88 85
Other current assets 176 142
Total current assets 5,049 5,659

Nonutility property - less accumulated provision for
depreciation of$1,318 and $911 at respective dates 7,701 6,873

Nuclear decommissioning trusts 2,530 2,210
Investments in partnerships and unconsolidated subsidiaries 1,908 2,011
Investments in leveraged leases 2,361 2,313
Other investments 176 256
Total investments and other assets 14,676 13,663
Utility plant, at original cost

Transmission and distribution 14,861 14,202
Generation 1,371 1,348

Accumulated provision for depreciation (4,386) (4,057)
Construction work in progress 600 529
Nuclear fuel, at amortized cost 141 153
Total utility plant 12,587 12,175

Goodwill 868 661
Restricted cash 339 412
Regulatory assets - net 510
Other deferred charges 917 914
Total deferred charges 2,634 1,987
Assets of discontinued operations 16 123

Total assets S 34,962 $ 33,607

The accompanying notes are an integral part of these financial statements.
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Edison International

In millions, except share amounts December 31, 2003 2002

LIABILITIES AND SHAREHOLDERS' EQUITY

Short-term debt $ 252 $ 78
Long-term debt due within one year 2,003 2,761
Preferred stock to be redeemed within one year 9 9
Accounts payable 1,086 786
Accrued taxes 596 855
Trading and risk management liabilities 168 45
Regulatory liabilities - net 276
Other current liabilities 1,777 2,070
Total current liabilities 6,167 6,604

Long-term debt 11,787 11,578
Accumulated deferred income taxes - net
Accumulated deferred investment tax credits
Customer advances and other deferred credits
Power-purchase contracts
Other preferred securities subject to mandatory redemption
Accumulated provision for pensions and benefits
Asset retirement obligations
Regulatory liabilities - net
Other long-term liabilities
Total deferred credits and other liabilities

5,967
149

1,554
213
305
425

2,106

247
10,966

13
28,933

6,099
167

1,486
309

461

393
218

9,133
72

27,387
Liabilities of discontinued operations
Total liabilities
Commitments and contingencies (Notes 2,9 and 10)
Minority interest 517 425

Preferred stock of utility:
Not subject to mandatory redemption 129 129
Subject to mandatory redemption - 147

Company-obligated mandatorily redeemable securities of subsidiaries
holding solely parent company debentures 951

Other preferred securities - 131
Total preferred securities of subsidiaries 129 1,358
Common stock (325,811,206 shares outstanding at each date) 1,970 1,973
Accumulated other comprehensive loss (53) (247)
Retained earnings 3,466 2,711
Total common shareholders' equity 5,383 4,437

Total liabilities and shareholders' equity S 34,962 $ 33,607

The accompanying notes are an integral part of these financial statements.
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Consolidated Statements of Cash Flows Edison International

In millions Year ended December 31, 2003 2002 2001

Cash flows from operating activities:
Income from continuing operations, after accounting change, net of tax S 770 S 1,135 $ 2,402
Adjustments to reconcile to net cash provided by operating activities:

Cumulative effect of accounting change - net of tax 9 - -
Depreciation, decommissioning and amortization 1,184 1,030 973
Other amortization 108 113 92
Deferred income taxes and investment tax credits 194 160 1,908
Equity in income from partnerships and unconsolidated subsidiaries (354) (249) (343)
Income from leveraged leases (82) (6) (154)
Regulatory assets - long-term - nct 495 1,860 (3,135)
Gas options 75 14 (91)
Asset impairment 304 86 -
Write-down of nonutility assets - - 245
Levelized rent expense (96) - -
Other asscts 134 3 (51)
Other liabilities (347) 170 (134)
Changes in working capital:

Receivables and accrued unbilled revenue (160) 193 (47)
Regulatory assets - short-term - net 697 (376) (278)
Fuel inventory, materials and supplies 4 (11) (16)
Prepayments and other current assets 86 (17) 203
Accrued interest and taxes (120) 523 (240)
Accounts payable and other current liabilities 42 (2,724) 1,551

Distributions and dividends from unconsolidated entities 416 337 236
Operating cash flows from discontinued operations (52) 80 (147)
Net cash provided by operating activities 3.307 2.321 2,974
Cash flows from financing activities:
Long-term debt issued 1,058 409 3,386
Long-term debt repaid (2,796) (1,784) (1,761)
Bonds remarketed (repurchased) and funds held in trust - net - 191 (130)
Issuance of preferred securities - - 104
Redemption of preferred securities (6) (100) (164)
Rate reduction notes repaid (246) (246) (246)
Nuclear fuel financing - net - (59) (21)
Short-term debt financing - net 26 (956) (1,547)
Dividends to minority shareholders (42) (37) -
Financing cash flows from discontinued operations - (19) (1,178)
Net cash used by financing activities (2,006) (2,601) (1,557)
Cash flows from investing activities:
Additions to property and plant-net (1,288) (1,590) (933)
Purchase of power sales agreement - (80) -
Purchase of common stock of acquired companies (278) - -
Proceeds from sale of property 7 62 1,032
Proceeds from sale of interest in projects 41 - -
Contributions to nuclear decommissioning trusts - net (86) (12) (36)
Distributions from (investments in) partnerships

and unconsolidated subsidiaries (63) 42 (122)
Net investments in leveraged leases - - 68
Other assets (58) 247 (433)
Investing cash flows from discontinued operations 150 2 1,125
Net cash provided (used) by investing activities (1,575) (1.329) 701
Effect of exchange rate changes on cash 4 23 (37)
Net increase (decrease) In cash and equivalents (270) (1,586) 2,081
Cash and equivalents, beginning of year 2,468 4,054 1,973
Cash and equivalents, end of year 2,198 2,468 4,054
Cash and equivalents - discontinued operations - - (63)
Cash and equivalents -continuing operations S 2,198 S 2,468 S 3,991

The accompanying notes are an integral part of these financial statements.
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Consolidated Statements of Changes In Common Shareholders' Equity Edison International

Accumulated Total
Other Common

Common Comprehensive Retained Shareholders'
In millions Stock Income (Loss) Earnings Equity

Balance at December 31, 2000 S 1,960 S (139) S 599 $ 2,420
Net income 1,035 1,035
Foreign currency translation adjustments (I) (I)

Tax effect 7 7
Other unrealized loss on cash flow hedges (296) (296)

Tax cffcct (63) (63)
Reclassification adjustment for gain

included in net income 24 24
Tax effect (8) (8)

Cumulative effect of change in
accounting for derivatives 24 24
Tax effect 124 124

Stock option appreciation 6 6
Balance at December 31, 2001 $ 1,966 $ (328) $ 1,634 S 3,272

Net income 1,077 1,077
Foreign currency translation adjustments 128 128

Tax effect (3) (3)
Minimum pension liability adjustment (29) (29)

Tax effect 8 8
Unrealized loss on investment (14) (14)

Tax effect 5 5
Other unrealized loss on cash flow hedges (22) (22)

Tax effect 2 2
Cumulative effect of change in

accounting for derivatives 12 12
Tax effect (6) (6)

Stock option appreciation and other 7 7
Balance at December31, 2002 $ 1,973 $ (247) S 2,711 $ 4,437

Net income 821 821
Foreign currency translation adjustments 159 159

Tax effect (5) (5)
Minimum pension liability adjustment (3) (3)

Tax effect I I
Unrealized gain on investment 3 3

Tax effect (1) (1)
Other unrealized gain on cash flow hedges 54 54

Tax effect (4) (4)
Reclassification adjustment for loss

included in net income (9) (9)
Tax effect (I) (1)

Dividends declared on common stock (65) (65)
Stock option appreciation and other (3) (1) (4)

Balance at December 31, 2003 $ 1,970 $ (53) $ 3,466 S 5,383

Authorized common stock is 800 million shares with no par value.

The accompanying notes are an integral part of these financial statements.
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Notes to Consolidated Financial Statements

Significant accounting policies are discussed in Note 1, unless discussed in the respective Notes for
specific topics.

Note 1. Summary of Significant Accounting Policies

Edison International's principal wholly owned subsidiaries include: Southern California Edison
Company (SCE), a rate-regulated electric utility that supplies electric energy to a 50,000 square-mile area
of central, coastal and southern California; Edison Mission Energy (EME), a producer of electricity
engaged in the development and operation of electric power generation facilities worldwide; Edison
Capital, a provider of capital and financial services; and Mission Energy Holding Company (MEHC), a
holding company for EME. EME and Edison Capital have domestic and foreign projects, primarily in
Europe, Asia, Australia and Africa.

EME's plants are located in different geographic areas, partially mitigating the effects of regional
markets, economic downturns or unusual weather conditions. EME's domestic facilities (other than
Homer City and the Illinois plants) generally sell power to a limited number of electric utilities under
long-term (15 years to 30 years) contracts. A plant in Australia sells its energy and capacity production
through a centralized power pool. A plant in the United Kingdom sells its energy production by entering
into physical bilateral contracts with various counterparties. Other electric power generated overseas is
sold under short- and long-term contracts to electricity companies, electricity buying groups or electric
utilities located in the country where the power is generated. EME also conducts energy trading and price
risk management activities for its generation in power markets open to competition.

Basis of Presentation

The consolidated financial statements include Edison International and its wholly owned subsidiaries.
Edison International's subsidiaries consolidate their majority owned subsidiaries. In addition, Edison
International's subsidiaries generally use the equity method to account for significant investments in
partnerships and subsidiaries in which they own 50% or less of the significant voting rights. However,
beginning October 1, 2003, Edison Capital began consolidating its Storm Lake project due to taking
temporary control of the project company. Effective December 31, 2003, Edison International no longer
consolidates the assets and liabilities of three special purpose entities, EIX Trusts I and 11 (which arc
Delaware business trusts), and Mission Capital, L.P. See further discussion in "New Accounting
Principles." Intercompany transactions have been eliminated, except EME's profits from energy sales to
SCE, which are allowed in utility rates. Except as indicated, amounts presented in the Notes to the
Consolidated Financial Statements relate to continuing operations.

SCE's accounting policies conform to accounting principles generally accepted in the United States,
including the accounting principles for rate-regulated enterprises, which reflect the rate-making policies
of the California Public Utilities Commission (CPUC) and the Federal Energy Regulatory Commission
(FERC). In 1997, due to changes in the rate-recovery of generation-related assets, SCE began using
accounting principles applicable to enterprises in general for its investment in generation facilities. In
April 2002, SCE reapplied accounting principles for rate-regulated enterprises to assets that were returned
to cost-based regulation under the utility-retained generation (URG) decision.

Financial statements prepared in compliance with accounting principles generally accepted in the
United States require management to make estimates and assumptions that affect the amounts reported in
the financial statements and Notes. Actual results could differ from those estimates. Certain significant
estimates related to electric utility regulatory matters, financial instruments, income taxes, pensions and
postretirement benefits other than pensions, decommissioning and contingencies are further discussed in
Notes 2, 3, 6, 7, 9 and 10 to the Consolidated Financial Statements, respectively.
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Edison International

Cash Equivalents

Cash equivalents include time deposits and other investments with original maturities of three months or
less. All investments are classified as available for sale. For a discussion of restricted cash, see
"Restricted Cash."

Debt and Equity Investments

Net unrealized gains (losses) on equity investments are recorded as a separate component of shareholders'
equity under the caption "Accumulated other comprehensive income." Unrealized gains and losses on
decommissioning trust funds increase or decrease the related regulatory asset or liability. All investments
are classified as available-for-sale.

Earnings (Loss) Per Share (EPS)

Basic EPS is computed by dividing net income (loss) by the weighted-average number of common shares
outstanding. In arriving at net income (loss), dividends on preferred securities and preferred stock have
been deducted. For the diluted EPS calculation, dilutive securities (stock-based compensation) are added
to the weighted-average shares. Dilutive securities are excluded from the diluted EPS calculation during
periods of net loss due to their antidilutive effect.

The following table presents the effect of dilutive securities on the number of weighted-average shares of
common stock outstanding:

In millions Year ended December 31, 2003 2002 2001
Basic weighted-average shares

of common stock outstanding 326 326 326
Stock-based compensation awards exercisable 3 2 -

Dilutive weighted-average shares
of common stock outstanding 329 328 326

Fuel Inventory

SCE's fuel inventory is valued under the last-in, first-out method for fuel oil, and under the first-in, first-
out method for coal. EME's fuel inventory is stated at the lower of weighted-average cost or market
value.

Goodwill

Goodwill represents the excess of cost incurred over the fair value of net assets acquired in a purchase
transaction. Goodwill was amortized on a straight-line basis over periods ranging from 20 to 40 years.
On January 1, 2002, the amortization of goodwill ceased upon adoption of a new accounting standard. As
required by this new accounting standard, EME evaluates goodwill whenever indicators of impairment
exist, but at least annually on October I of each year. EME's goodwill ($867 million at December 31,
2003 and $660 million at December 31,2002) is primarily related to the acquisitions of Contact Energy
and First Hydro. In 2003, EME determined through a fair value analysis conducted by third parties that
the fair value of the Contact Energy and First Hydro reporting units was in excess of book value.
Accordingly, no adjustment to impair goodwill was necessary at December 31, 2003.
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Notes to Consolidated Financial Statements

New Accounting Principles

On January 1, 2001, Edison International adopted a new accounting standard for derivative instruments
and hedging activities. An authoritative accounting interpretation issued in October 2001 precludes fuel
contracts that have variable amounts from qualifying under the normal purchases and sales exception
effective April 1, 2002. The adoption of this interpretation did not have a significant impact on Edison
International's financial statements. Under a revised authoritative accounting interpretation issued in
December 2001, EME's forward electricity contracts no longer qualify for the normal sales exception
since EME has net settlement provisions with its counterparties. However, these contracts qualify as cash
flow hedges. Edison International implemented the December 2001 interpretation, effective April 1,
2002.

In June 2003, clarifying guidance was issued related to derivative instruments and hedging activities. The
guidance is related to pricing adjustments in contracts that qualify under the normal purchases and normal
sales exception under derivative instrument accounting. This implementation guidance became effective
on October 1, 2003. The guidance had no impact on Edison International's consolidated financial
statements.

On January 1, 2003, Edison International adopted a new accounting standard, Accounting for Asset
Retirement Obligations, which requires entities to record the fair value of a liability for a legal asset
retirement obligation (ARO) in the period in which it is incurred. When the liability is initially recorded,
the entity capitalizes the cost by increasing the carrying amount of the related long-lived asset. Over
time, the liability is increased to its present value each period, and the capitalized cost is depreciated over
the useful life of the related asset. Upon settlement of the liability, an entity either settles the obligation
for its recorded amount or incurs a gain or loss upon settlement. However, rate-regulated entities may
recognize regulatory assets or liabilities as a result of timing differences between the recognition of costs
as recorded in accordance with this standard and the recovery of costs through the rate-making process.
Regulatory assets and liabilities may also be recorded when it is probable that the ARO will be recovered
through the rate-making process.

Edison International's impacts of adopting this standard were:

* SCE adjusted its nuclear decommissioning obligation to reflect the fair value of decommissioning its
nuclear power facilities. SCE also recognized AROs associated with the decommissioning of other
coal-fired generation assets. Fair values were determined based on site-specific studies conducted by
third-party contractors.

* At December 31,2002, SCE had accrued $2.3 billion to decommission its nuclear facilities and $12
million to decommission its share of a coal-fired generating plant, under accounting principles in effect
at that time. Of these amounts, $298 million to decommission its inactive nuclear facility was recorded
in other long-term liabilities, and the remaining $2.0 billion was recorded as a component of the
accumulated provision for depreciation and decommissioning on the consolidated balance sheets in the
2002 Annual Report.

* As of January 1, 2003, SCE reversed the $2.3 billion it had previously recorded for decommissioning,
recorded the fair value of its AROs of approximately $2.02 billion in the deferred credits and other
liabilities section of the balance sheet, and increased its unamortized nuclear investment by $303
million. The cumulative effect of a change in accounting principle from unrecognized accretion
expense and adjustments to depreciation, decommissioning and amortization expense recorded to date
was a $354 million after-tax gain, which under accounting standards for rate-regulated enterprises was
deferred as a regulatory liability, partially offset by a $235 million deferred tax asset, as of January 1,
2003. Accretion expense on the ARO (S128 million) and depreciation expense on the new asset
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($15 million) resulting from the application of the new standard in 2003 reduced the regulatory liability,
with no impact on earnings. SCE's ARO liability account increased from $2.02 billion to $2.08 billion
in 2003, with the $128 million in accretion partially offset by $68 million in expenditures related to the
decommissioning of its inactive nuclear facility. As of December 31, 2003, SCE's ARO for its nuclear
facilities totaled approximately $2.07 billion and its nuclear decommissioning trust assets had a fair
value of $2.5 billion. If the new standard had been in place on January 1, 2002, SCE's ARO as of that
date would have been $1.98 billion. If the standard had been applied retroactively for the years ended
December 31, 2002 and 2001, it would not have had any effect on SCE's results of operations.

* SCE has collected in rates amounts for the future costs of removal and decommissioning of assets,
and has historically recorded these amounts in accumulated provision for depreciation. However, in
accordance with recent Securities and Exchange Commission accounting guidance, the amounts
accrued in accumulated provision for depreciation for decommissioning and costs of removal were
reclassified to regulatory liabilities as of December 31, 2002. The cost of removal amounts collected
for assets not legally required to be removed remain in regulatory liabilities as of December 31, 2003.
Amounts collected through rates for cost of removal of plant assets not considered to be legal
obligations (S2.02 billion at December 31, 2003 and $1.92 billion at December 31, 2002) are included
in regulatory liabilities.

* As of January 1,2003, EME's ARO was approximately $17 million and EME recorded a cumulative
effect adjustment that decreased net income by approximately S9 million, net of tax. If the new
standard had been applied retroactively in the years ended December 31, 2002 and 2001, it would not
have had a material effect on EME's results of operations.

In December 2003, the Financial Accounting Standards Board issued a revision to an accounting
Interpretation (originally issued in January 2003), Consolidation of Variable Interest Entities (VIEs). The
primary objective of the Interpretation is to provide guidance on the identification of, and financial
reporting for, so-called "variable interest entities," where control may be achieved through means other
than voting rights. Under the Interpretation, the enterprise that, using a discounted cash flow method, is
expected to absorb or receive the majority of a VIE's expected losses or residual returns, or both, must
consolidate the VIE. This Interpretation is effective for special purpose entities, as defined by accounting
principles generally accepted in the United States, as of December 31, 2003, and all other entities as of
March 31, 2004.

Guidance related to implementation of this Interpretation is evolving. SCE has over 240 long-term
power-purchase contracts with independent power producers that own qualifying facilities (QFs). SCE
was required under federal law to sign such contracts, which typically require SCE to purchase 100% of
the power produced by these facilities, and the CPUC controls the terms and pricing. Under this
accounting Interpretation, SCE could be required to consolidate some or all of the entities that hold these
contracts depending on (1) whether these power generators are considered to be VIEs, and (2) whether
SCE is considered to be the consolidating entity. These entities are not legally obligated to provide the
financial information to SCE, which would be required to determine whether SCE must consolidate these
entities. SCE does not know which, if any, of these entities will provide the necessary information. SCE
has no investment in, nor obligation to provide support to, these entities other than its requirement to
make payment as required by the power purchase agreements. However, if SCE is required to consolidate
these entities, it may be required to recognize losses to the extent of any negative equity. These losses, if
any, would not affect SCE's liquidity. EME's interests in certain power generators could also potentially
be considered as variable interests. EME's maximum exposure to loss is generally limited to its
investment in these entities. EME has 49% to 50% ownership in four QF partnerships that have long-
term power sales contracts with SCE. EME accounts for these projects using the equity method. If long-
term power-purchase contracts are deemed to be variable interests, and due to the related-party nature of
this transaction, it is likely that these four QFs could be consolidated by either EME or SCE.
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Edison International had originally disclosed that it would adopt the Interpretation as of October 1, 2003.
As a result of the December 2003 revision to the Interpretation and uncertainty surrounding its application
to long-term power contracts, Edison International delayed implementation for its special purpose entities
to December 31, 2003, and for all other entities until March 31, 2004, as allowed under the December
revision of the Interpretation. As a result, EME's Brooklyn Navy Yard project, which is a VIE, was not
consolidated as previously disclosed. On December 31, 2003, EME agreed to sell its 50% partnership
interest in Brooklyn Navy Yard to a third party. Completion of the sale, expected in first quarter 2004, is
subject to closing conditions, including obtaining regulatory approval. If the sale is completed prior to
March 31, 2004, EME will not be required to consolidate this entity regardless of the results of the power-
contract analysis described above. If the sale is not completed by this date, EME could be required to
consolidate the Brooklyn Navy Yard project at March 31, 2004, if it is considered to be the consolidating
entity. If required, consolidation would result in EME recording a cumulative-effect, after-tax loss of
approximately S44 million, primarily due to cumulative losses allocated to the other 50% partner in
excess of their equity contributions. If this loss were recorded, it would be reversed in a subsequent
period if the sale were completed after March 31, 2004.

Edison Capital has concluded that its investments in its affordable housing and wind projects are variable
interests in VIEs. Edison Capital also has power-purchase agreements that could potentially be
considered to be variable interests. At December 31, 2003, the maximum exposure to loss from Edison
Capital's investments is limited to its investment balance and certain guarantees for a total of
$424 million, and recapture of tax credits.

Edison International implemented the Interpretation for its special purpose entities as of December 31,
2003. As a result, Edison International deconsolidated three special purpose entities: EIX Trusts I and II;
and EME's Mission Capital, L.P. These special purpose entities function as financing entities. The
bonds and securities associated with these financing entities are now included in long-term debt on
Edison International's consolidated balance sheet and Edison International no longer consolidates the
assets and liabilities of these special purpose entities.

Effective July 1, 2003, Edison International adopted a new accounting standard, Amendment of Statement
133 on Derivative Instruments and Hedging Activities. This statement amends and clarifies financial
accounting and reporting for derivative instruments and for hedging activities under derivative instrument
accounting. The amendment reflects decisions made by accounting authorities in connection with issues
raised about the application of the derivative instrument accounting standard. Generally, the provisions of
this new standard apply prospectively for contracts entered into or modified after June 30, 2003 and for
hedging relationships designated after June 30, 2003. The adoption of this standard had no impact on
Edison International's consolidated financial statements.

Effective July 1, 2003, Edison International adopted a new accounting standard, Accounting for Certain
Financial Instruments with Characteristics of both Liabilities and Equity, which required issuers to
classify certain freestanding financial instruments as liabilities. These freestanding liabilities include
mandatorily redeemable financial instruments, obligations to repurchase the issuer's equity shares by
transferring assets and certain obligations to issue a variable number of shares. Effective July 1, 2003,
Edison International reclassified its company-obligated mandatorily redeemable securities, its other
mandatorily redeemable preferred securities and SCE's preferred stock subject to mandatory redemption
to the liabilities section of its consolidated balance sheet. These items were previously classified between
liabilities and equity. In addition, effective July 1, 2003, dividend payments on these instruments are
included in interest expense - net of amounts capitalized on Edison International's consolidated
statements of income. Prior period financial statements are not permitted to be restated for these changes.
Therefore, upon adoption there was no cumulative impact incurred due to this accounting change. See
disclosures regarding these preferred securities in Note 4.
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In May 2003, the Emerging Issues Task Force (EITF) reached a consensus on Determining Whether an
Arrangement Contains a Lease, which provides guidance on how to determine whether an arrangement
contains a lease that is within the scope of the standard, Accounting for Leases. A lease is defined as an
agreement conveying the right to use property, plant, or equipment (land and/or depreciable assets)
usually for a stated period of time. The guidance issued by the EITF could affect the classification of a
power sales agreement that meets specific criteria, such as a power sales agreement for substantially all of
the output from a power plant to one customer. If a power sales agreement meets the guidance issued by
the EITF, it would be accounted for as a lease subject to the lease accounting standard. The consensus is
effective prospectively for arrangements entered into or modified after June 30,2003. The consensus had
no impact on Edison International's consolidated financial statements.

Nuclear

SCE's nuclear plant investments are recorded as a regulatory asset on its balance sheets. This
classification does not affect the rate-making treatment for these assets. SCE had been recovering its
investments in San Onofre Nuclear Generating Station (San Onofre) Units 2 and 3 and Palo Verde
Nuclear Generating Station (Palo Verde) on an accelerated basis, as authorized by the CPUC. The
accelerated recovery was to continue through December 2001, earning a 7.35% fixed rate of return on
investment. San Onofre's operating costs, including nuclear fuel and nuclear fuel financing costs, and
incremental capital expenditures, were recovered through an incentive pricing plan that allows SCE to
receive about 40 per kilowatt-hour (kWh) through 2003. Any differences between these costs and the
incentive price would flow through to shareholders. Palo Verde's accelerated plant recovery, as well as
operating costs, including nuclear fuel and nuclear fuel financing costs, and incremental capital
expenditures, were subject to balancing account treatment through the effective date of the 2003 general
rate case.

The nuclear rate-making plans were to continue for rate-making purposes at least through the 2003
general rate case effective date for Palo Verde operating costs and through 2003 for the San Onofre
incentive pricing plan. However, due to the various unresolved regulatory and legislative issues as of
December 31, 2000, SCE was no longer able to conclude that the unamortized nuclear investment was
probable of recovery through the rate-making process. As a result, this balance was written off as a
charge to earnings at that time. As a result of the CPUC's April 4, 2002 decision that returned SCE's
URG assets to cost-based ratemaking, SCE reestablished for financial reporting purposes its unamortized
nuclear investment and related flow-through taxes, retroactive to August 31, 2001, based on a 10-year
recovery period, effective January 1, 2001, with a corresponding credit to earnings. SCE adjusted the
procurement-related obligations account (PROACT) regulatory asset balance to reflect recovery of the
nuclear investment in accordance with the final URG decision.

In a September 2001 decision, the CPUC granted SCE's request to continue the current rate-making
treatment for Palo Verde, including the continuation of the existing nuclear unit incentive procedure with
a 50 per kWh cap on replacement power costs, until resolution of SCE's next general rate case or further
CPUC action. Palo Verde's existing nuclear unit incentive procedure calculates a reward for performance
of any unit above an 80% capacity factor for a fuel cycle. The San Onofre Units 2 and 3 incentive rate-
making plan continued until December 31, 2003. In its general rate case, SCE has requested to transition
San Onofre Units 2 and 3 back to traditional cost-of-service ratemaking on January 1, 2004, and to return
Palo Verde to traditional cost-of-service ratemaking upon the effective date of the decision on that
application.
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Other Nonoperating Income and Deductions

Other nonoperating income and deductions are as follows:

In millions Year ended December 31, 2003 2002 2001
Nonutility nonoperating income S 19 $ 15 $ 51
Utility nonoperating income 72 75 57
Total nonoperating income S 91 S 90 $ 108
Nonutility nonoperating deductions $ 43 $ 83 $ 32
Utility nonoperating deductions 41 (9) 38
Total nonoperating deductions $ 84 $ 74 $ 70

Planned Major Maintenance

Certain plant facilities require major maintenance on a periodic basis. All such costs are expensed as
incurred.

Property and Plant

Utility plant additions, including replacements and betterments, are capitalized. Such costs include direct
material and labor, construction overhead and an allowance for funds used during construction (AFUDC).
AFUDC represents the estimated cost of debt and equity funds that finance utility-plant construction.
AFUDC is capitalized during plant construction and reported in current earnings in other nonoperating
income. AFUDC is recovered in rates through depreciation expense over the useful life of the related
asset. Depreciation of utility plant is computed on a straight-line, remaining-life basis.

Depreciation expense stated as a percent of average original cost of depreciable utility plant was 4.3% for
2003, 4.2% for 2002 and 3.6% for 2001.

AFUDC - equity was $21 million in 2003, SI million in 2002 and $7 million in 2001. AFUDC - debt
was $6 million in 2003, $8 million in 2002 and $9 million in 2001.

Replaced or retired property costs are charged to the accumulated provision for depreciation.
Historically, cash payments for removal costs less salvage were charged to the accumulated provision for
depreciation and decommissioning and cash collections from customers for future decommissioning were
credited to accumulated provision for depreciation and decommissioning. However, as a result of recent
guidance from the staff of the Securities and Exchange Commission, SCE reclassified amounts related to
removal costs to regulatory liabilities in its December 31,2003 and 2002 balance sheets. See further
discussion in "New Accounting Principles" and "Regulatory Assets and Liabilities."

Estimated useful lives of SCE's property, plant and equipment, as authorized by the CPUC, are as
follows:

Generation plant 38 years to 81 years
Distribution plant 24 years to 53 years
Transmission plant - 40 years to 60 years
Other plant 5 years to 40 years

SCE's net investment in generation-related utility plant was $867 million at December 31, 2003 and
$842 million at December 31, 2002.
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Nuclear fuel is recorded as utility plant in accordance with CPUC rate-making procedures.

Nonutility property, including leasehold improvements and construction in progress, is capitalized at cost,
including interest incurred on borrowed funds that finance construction. Depreciation of nonutility
properties is primarily computed on a straight-line basis over their estimated useful lives and over the
lease term for leasehold improvements.

Depreciation expense stated as a percent of average original cost of depreciable nonutility property was,
on a composite basis, 3.3% for 2003, 3.5% for 2002 and 4.2% for 2001.

Emission allowances were acquired by EME as part of its Illinois plants and Homer City facilities
acquisitions. Although these emission allowances are freely transferable, EME intends to use
substantially all the emission allowances in the normal course of its business to generate electricity.
Accordingly, Edison International has classified emission allowances expected to be used by EME to
generate power as part of nonutility property. These acquired emission allowances will be amortized over
the estimated lives of the plants on a straight-line basis.

Estimated useful lives for nonutility property are as follows:

Furniture and equipment 3 years to 11 years
Building, plant and equipment 3 years to 100 years
Emission allowances 25 years to 35 years
Civil works 25 years to 100 years
Leasehold improvements Life of lease

Purchased Power

SCE purchased power through the California Power Exchange (PX) and California Independent System
Operator (ISO) from April 1998 through mid-January 2001. SCE has bilateral forward contracts with
other entities and power-purchase contracts with other utilities and independent power producers
classified as QFs. Purchased-power detail is provided below:

In millions Year ended December 31, 2003 2002 2001
PXIISO:
Purchases S 284 S 75 $ 775
Generation sales - - 324

Purchased power - PXIISO - net 284 75 451
Purchased power-bilateral contracts 342 61 188
Purchased power- interutility/QF contracts 2,160 1,880 3,131
Total S 2,786 $ 2,016 $ 3,770

Net PX/ISO amounts for 2002 reflect only billing adjustments. These billing adjustments are recovered
through the PROACT and have no impact on eamings. Net PX/ISO amounts for 2003 include ISO
imbalance purchases and billing adjustments.

From January 17,2001 to December 31, 2002, the California Department of Water Resources (CDWR)
purchased power for delivery to SCE's customers in an amount equal to the difference between customer
requirements and supplies provided through QF and bilateral contracts, and SCE's utility-retained
generation. Effective January 1,2003, SCE assumed responsibility for power requirements not met by
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the CDWR. Power purchased by the CDWR for delivery to SCE's customers is not considered a cost to
SCE.

Regulatory Assets and Liabilities

In accordance with accounting principles for rate-regulated enterprises, SCE records regulatory assets,
which represent probable future recovery of certain costs from customers through the rate-making
process, and regulatory liabilities, which represent probable future credits to customers through the rate-
making process.

SCE assessed the probability of recovery of its generation-related regulatory assets in light of the CPUC's
March 27, 2001 decisions. These decisions and other regulatory and legislative actions did not meet
SCE's prior expectation that the CPUC would provide adequate cost recovery mechanisms. SCE was
unable to conclude that its generation-related regulatory assets were probable of recovery through the
rate-making process as of December 31, 2000. Therefore, in accordance with accounting rules, SCE
recorded a $2.5 billion after-tax charge to earnings at that time, to write off various regulatory assets.

In accordance with an October 2001 settlement agreement between the CPUC and SCE, the CPUC passed
a resolution on January 23, 2002 allowing SCE to establish the PROACT regulatory asset for previously
incurred energy procurement costs, retroactive to August 31, 2001. SCE fully recovered the PROACT
balance during July 2003 and on August 1, 2003, transferred the PROACT overcollection to a new energy
resource recovery account regulatory balancing account. The new balancing account acts as a mechanism
to recover SCE's fuel costs related to its generating stations, purchased-power costs related to
cogeneration and renewable contracts, existing interutility and bilateral contracts that were entered into
prior to January 17, 2001, and new procurement-related costs that SCE began incurring on January 1,
2003, the date on which the CPUC transferred back to SCE the responsibility for procuring energy
resources for its customers.

Based on the CPUC's April 2002 decision related to SCE's URG assets, during the second quarter of 2002,
SCE reestablished for financial reporting purposes regulatory assets related to its unamortized nuclear
facilities, purchased-power settlements and flow-through taxes.

Due to the current status of the Mohave Generating Station (Mohave) and Related Proceedings (discussed
in Note 2), SCE has concluded that it is probable Mohave will be shut down at the end of 2005 and that
its book value must be reduced to fair value in accordance with an impairment-related accounting
standard. Based on SCE's expectation that any unrecovered book value at the end of 2005 would be
recovered in future rates through the rate-making mechanism discussed in its May 17, 2002 application
and again in its January 30, 2003 supplemental testimony, and in accordance with accounting standards
for rate-regulated enterprises, SCE reclassified for financial reporting purposes approximately $61 million
of Mohave's $88 million book value (at December 31, 2002) to a regulatory asset as of December 31,
2002.

As part of a new accounting standard, Accounting for Asset Retirement Obligations, SCE capitalized the
initial cost of the ARO into a nuclear-related ARO regulatory asset, and also recorded an ARO regulatory
liability as a result of timing differences between the recognition of costs as recorded in accordance with
this standard and the recovery of the related asset retirement costs through the rate-making process. The
ARO regulatory liability defers the impact on earnings of the change in accounting principle. See further
discussion in "New Accounting Principles."

SCE has collected in rates amounts for the future costs of removal and decommissioning of assets, and
has historically recorded these amounts in accumulated provision for depreciation. However, in
accordance with recent Securities and Exchange Commission accounting guidance, the amounts accrued
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in accumulated provision for depreciation for decommissioning and costs of removal were reclassified to
regulatory liabilities as of December 31, 2002. Upon implemcntation ofthe new accounting standard for
AROs, SCE reversed the decommissioning amounts collected for assets legally required to be removed
and recorded the fair value of this ARO (included in the deferred credits and other liabilities section of the
consolidated balance sheet). The cost of removal amounts collected for assets not legally required to be
removed remain in regulatory liabilities as of December 31, 2003.

Regulatory assets, less regulatory liabilities, included in the consolidated balance sheets are:

In millions December 31, 2003 2002
Current:
PROACT - net S - S 574
Regulatory balancing accounts and other - net (276) (115)

(276) 459
Long-term:
Flow-through taxes - net 974 1,336
Rate reduction notes - transition cost deferral 949 1,215
Unamortized nuclear investment - net 601 630
Nuclear-related ARO investment - net 288
Unamortized coal plant investment - net 66 61
Unamortized loss on reacquired debt 222 237
Environmental remediation 71 70
ARO (720) _
Costs of removal (2,020) (4,231)
Regulatory balancing accounts and other - net 79 289

510 (393)
Total S 234 $ 66

The regulatory asset related to the rate reduction notes will be recovered over the terms of those notes.
The net regulatory asset related to the unamortized nuclear investment will be recovered by the end of the
remaining useful lives of the nuclear assets. SCE has requested a four-year recovery period for the net
regulatory asset related to its unamortized coal plant investment. CPUC approval is pending. The other
regulatory assets and liabilities are being recovered through other components of electric rates.

Balancing account undercollections and overcollections accrue interest based on a three-month
commercial paper rate published by the Federal Reserve. PROACT accrued interest based on the interest
expense for the debt issued to finance the procurement-related obligations, net of interest income on
SCE's cash balance. Income tax effects on all balancing account changes are deferred.

Related Party Transactions

Certain EME subsidiaries have 49% to 50% ownership in partnerships (QFs) that sell electricity generated
by their project facilities to SCE under long-term power purchase agreements with terms and pricing
approved by the CPUC. SCE's purchases from these partnerships were $754 million in 2003,
$548 million in 2002 and $983 million in 2001.

Restricted Cash

Edison International had total restricted cash of $418 million at December 31, 2003 and $465 million at
December 31, 2002. The restricted amounts included in current assets are primarily used to make
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scheduled payments on the current maturities of rate reduction notes issued on behalf of SCE by a special
purpose entity, as well as to serve as collateral at Edison Capital for outstanding letters of credit. In 2003,
the restricted amounts were also held by others for the specific use of Edison Capital for its operations.
The restricted amounts included in deferred charges in both 2003 and 2002 are primarily to pay amounts
for debt payments at MEHC and EME and letter of credit expenses at EME.

Revenue

Electric utility revenue is recognized as electricity is delivered and includes amounts for services rendered
but unbilled at the end of each year. Amounts charged for services rendered are based on CPUC-
authorized rates. Rates include amounts for current period costs, plus the recovery of certain previously
incurred costs. However, in accordance with accounting standards for rate-regulated enterprises, amounts
currently authorized in rates for recovery of costs to be incurred in the future are not considered as
revenue until the associated costs are incurred.

Since January 17, 2001, power purchased by the CDWR or through the ISO for SCE's customers is not
considered a cost to SCE because SCE is acting as an agent for these transactions. Further, amounts
billed to ($1.7 billion in 2003, $1.4 billion in 2002 and $2.0 billion in 2001) and collected from SCE's
customers for these power purchases, CDWR bond-related costs (effective November 15, 2002) and
direct access exit fees (effective January 1, 2003) are being remitted to the CDWR and are not recognized
as revenue to SCE.

Generally, nonutility power generation revenue is recorded as electricity is generated or services are
provided. Some nonutility power generation revenue from power sales contracts is deferred and
amortized to income over the life of the contracts. Included in this deferred revenue is the deferred gain
from the termination of the Loy Yang B power sales agreement. Nonutility power generation revenue is
adjusted for price differentials resulting from electricity rate swap agreements in the United States, United
Kingdom and Australia.

Generally, financial services and other revenue is recorded by recognizing income from leveraged leases
over the term of the lease so as to produce a constant rate of return based on the investment leased.
Ordinary gains and losses from sale of assets are recognized at the time of the transaction.
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Stock-Based Employee Compensation

Edison International has three stock-based employee compensation plans, which are described more fully
in Note 7. Edison International accounts for those plans using the intrinsic value method. Upon grant, no
stock-based employee compensation cost is reflected in net income, as all options granted under those
plans had an exercise price equal to the market value of the underlying common stock on the date of
grant. Compensation expense recorded under the stock-compensation program was $ 12 million in 2003,
$ 13 million in 2002 and $1 million in 2001. The following table illustrates the effect on net income and
EPS if Edison International had used the fair-value accounting method.

In millions Year ended December 31, 2003 2002 2001
Net income, as reported S 821 $ 1,077 $ 1,035
Add: stock-based compensation expense using

the intrinsic value accounting method - net of tax 7 8 1
Less: stock-based compensation expense using

the fair-value accounting method - net of tax 9 5 5
Pro forma net Income $ 819 S 1,080 S 1,031
Basic EPS:

As reported $ 2.52 S 3.31 S 3.18
Pro forma 2.51 3.31 3.17

Diluted EPS:
As reported $ 2.50 S 3.28 $ 3.17
Pro forma 2.49 3.29 3.16

Supplemental Accumulated Other Comprehensive Loss Information

Supplemental information regarding Edison International's accumulated other comprehensive loss,
including the discontinued operations of the Ferrybridge and Fiddler's Ferry power plants and Lakeland
project, is:

In millions December 31, 2003 2002
Foreign currency translation adjustments - net S 146 $ (8)
Minimum pension liability - net(') (23) (21)
Unrealized loss on investments - net (7) (9)
Unrealized losses on cash flow hedges - net (169) (209)
Accumulated other comprehensive loss S (53) $ (247)

(I) The minimum pension liability is discussed in Note 7, Employee Compensation and Benefit Plans.

Unrealized losses on cash flow hedges included losses on interest rate hedges and commodity hedges.
Unrealized losses on commodity hedges included those related to EME's hedge agreement with the State
Electricity Commission of Victoria for electricity prices from the Loy Yang B project in Australia. This
contract does not qualify under the normal sales and purchases exception because financial settlement of
the contract occurs without physical delivery. These commodity hedge losses arise because current
forecasts of future electricity prices in these markets are greater than contract prices. In addition to this
contract, unrealized losses on cash flow hedges included those related to EME's share of interest rate
swaps of its unconsolidated affiliates and the Loy Yang B project. Interest rate swaps entered into to
hedge the floating interest rate risk on MEHC's $385 million term loan due 2006 qualify for treatment
under the derivative accounting standard as cash flow hedges with appropriate adjustments made to other
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comprehensive income. Included in Edison International's accumulated other comprehensive loss at
December 31, 2003, was a $156 million loss related to EME's unrealized losses on cash flow hedges. Of
the $156 million loss, S77 million was related to EME's commodity hedges and $79 million was related
to EME's interest rate hedges.

Unrealized losses on cash flow hedges also included those related to SCE's interest rate swap. The swap
terminated on January 5,2001, but the related debt matures in 2008. The unamortized loss of $9 million
(as of December 31, 2003, net of tax) on the interest rate swap will be amortized over a period ending in
2008. Approximately $2 million (after tax) of the unamortized loss on this swap will be reclassified into
earnings during 2004. Additionally, SCE recorded a 51 million unrealized loss as of December 31, 2003,
on an interest rate hedge that terminated on January 7,2004.

As EME's hedged positions are realized, approximately S 13 million (after tax) of the net unrealized gains
on cash flow hedges at December 31, 2003 are expected to be reclassified into earnings during 2004.
EME expects that when the hedged items are recognized in earnings, the net unrealized gains associated
with them will be offset. The maximum period over which EME has designated a cash flow hedge,
excluding those forecasted transactions related to the payment of variable interest on existing financial
instruments, is 13 years. Actual amounts ultimately reclassified into earnings over the next 12 months
could vary materially from this estimated amount as a result of changes in market conditions.
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Supplemental Cash Flows Information

Edison International supplemental cash flows information is:

In millions Year ended December31, 2003 2002 2001
Cash payments for interest and taxes:
Interest -net of amounts capitalized S 1,280 $ 1,113 S 1,192
Tax payments (receipts) 230 (301) (70)

Non-cash Investing and financing activities:
Obligation to fund investments in partnerships and

unconsolidated subsidiaries - - $ 4

Obligation to fund investment in acquisition S 8 -

Details of long-term debt exchange offer:
Variable rate notes redeemed S (966) - -

First and refunding mortgage bonds issued 966 - -

Details of debt exchange:
Retirement of senior secured credit facility S (700) - -
Cash paid 500 - -

Short-term credit line utilized 200 - -

Details of assets acquired:
Fair value of assets acquired S 336 $ 16 $ 898
Cash paid for acquisitions (278) (16) (97)

Liabilities assumed $ 58 $ - $ 801

Details of senior secured credit facility transaction:
Retirement of credit facility - $ 1,650 -

Cash paid on retirement of credit facility - (50)
Senior secured credit facility replacement - $ 1,600

Translation of Foreign Financial Statements

Assets and liabilities of most foreign operations are translated at end of period rates of exchange and the
income statements are translated at the average rates of exchange for the year. Gains or losses from
translation of foreign currency financial statements are included in accumulated other comprehensive
income in shareholders' equity. Gains or losses resulting from foreign currency transactions are included
in other nonoperating income or deductions. Foreign currency transaction gainsl(losses) were $2 million,
S(8) million and $2 million for 2003, 2002 and 2001, respectively.

Note 2. Regulatory Matters

CD F'R Power Purchases and Revenue Requirement Proceedings

In accordance with an emergency order by the Governor of California, the CDWR began making
emergency power purchases for SCE's customers on January 17,2001. In February 2001, a California
law was enacted which authorized the CDWR to: (1) enter into contracts to purchase electric power and
sell power at cost directly to SCE's retail customers; and (2) issue bonds to finance those electricity
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purchases. During the fourth quarter of 2002, the CDWR issued $11 billion in bonds to finance its
electricity purchases. The CDWR's total statewide power charge and bond charge revenue requirements
are allocated by the CPUC among the customers of SCE, Pacific Gas and Electric (PG&E) and San Diego
Gas & Electric (SDG&E). Amounts billed to and collected from SCE's customers for electric power
purchased and sold by the CDWR (approximately $1.7 billion in 2003) are remitted directly to the
CDWR and are not recognized as revenue by SCE.

CPUC Litigation Settlement Agreement

During the California energy crisis, prices charged by sellers of wholesale power escalated far beyond
what SCE was permitted by the CPUC to charge its customers. In November 2000, SCE filed a lawsuit
against the CPUC in federal district court seeking a ruling that SCE is entitled to full recovery of its
electricity procurement costs incurred during the energy crisis in accordance with the tariffs filed with the
FERC. In October 2001, SCE and the CPUC entered into a settlement of SCE's lawsuit against the
CPUC. A key element of the 2001 CPUC settlement agreement was the establishment of a $3.6 billion
regulatory balancing account, called the PROACT, as of August 31, 2001. The Utility Reform Network
(TURN) and other parties appealed to the United States Court of Appeals for the Ninth Circuit (Ninth
Circuit) seeking to overturn the stipulated judgment of the federal district court that approved the 2001
CPUC settlement agreement. On September 23, 2002, the Ninth Circuit issued its opinion affirming the
federal district court on all claims, with the exception of the challenges founded upon California state law,
which the Ninth Circuit referred to the California Supreme Court.

On August 21, 2003, the California Supreme Court issued its decision on the certified questions on
challenges founded upon California state law, concluding that the 2001 CPUC settlement agreement did
not violate California law in any of the respects raised by the Ninth Circuit. Specifically, the Califomia
Supreme Court concluded that: (1) the commissioners of the CPUC had the authority to propose the
stipulated judgment under the provisions of California's restructuring statute, Assembly Bill 1890, as
amended or impacted by subsequent legislation; (2) the procedures employed by the CPUC in entering
the stipulated judgment did not violate California's open meeting law for public agencies; and (3) the
stipulated judgment did not violate California's public utilities code by allegedly altering rates without a
public hearing and issuance of findings.

On October 22, 2003, the California Supreme Court denied TURN's petition for rehearing of the decision.
The matter was returned to the Ninth Circuit for final disposition, subject to any efforts by TURN to
pursue further federal appeals. On December 19, 2003, the Ninth Circuit unanimously affirmed the
original stipulated judgment of the federal district court, and no petition for rehearing was filed. On
January 12, 2004, the Ninth Circuit issued its mandate, relinquishing jurisdiction of the case and returning
jurisdiction to the federal district court. TURN and those parties whose appeals to the Ninth Circuit were
consolidated with TURN's appeal currently have 90 days from December 19,2003 in which to seek
discretionary review from the United States Supreme Court. SCE continues to believe it is probable that
recovery of its past procurement costs through regulatory mechanisms, including the PROACT, will not
be invalidated. However, SCE cannot predict with certainty the ultimate outcome of further legal
proceedings, if any.

Electric Line Maintenance Practices Proceeding

In August 2001, the CPUC issued an order instituting investigation regarding SCE's overhead and
underground electric line maintenance practices. The order was based on a report issued by the CPUC's
Consumer Protection and Safety Division, which alleged a pattern of noncompliance with the CPUC's
general orders for the maintenance of electric lines for 1998-2000. The order also alleged that
noncompliant conditions were involved in 37 accidents resulting in death, serious injury or property
damage. The Consumer Protection and Safety Division identified 4,817 alleged violations of the general
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orders during the three-year period; and the order put SCE on notice that it could be subject to a penalty
of between $500 and $20,000 for each violation or accident. In its opening brief on October 21, 2002, the
Consumer Protection and Safety Division recommended that SCE be assessed a penalty of $97 million.

On June 19, 2003, a CPUC administrative law judge issued a presiding officer's decision on the
Consumer Protection and Safety Division report. The decision did the following:

* Fined SCE $576,000 for 2% of the alleged violations involving death, injury or property damage,
failure to identify unsafe conditions or exceeding required inspection intervals. The decision did not
find that any of the alleged violations compromised the integrity or safety of SCE's electric system or
were excessive compared to other utilities.

* Ordered SCE to consult with the Consumer Protection and Safety Division and refine SCE's
maintenance priority system consistent with the decision.

* Adopted an interpretation that all of SCE's nonconformances with the CPUC's general orders for the
maintenance of electric lines are violations subject to potential penalty.

On July 21, 2003, SCE filed an appeal with the CPUC challenging, among other things, the decision's
interpretation of nonconformance. The Consumer Protection and Safety Division also appealed,
challenging the fact that the decision did not penalize SCE for 4,721 of the 4,817 alleged violations. A
final decision is scheduled to be issued on March 16, 2004.

Generation Procurement Proceedings

SCE resumed power procurement responsibilities for its residual-net short position on January 1, 2003,
pursuant to CPUC orders and California statutes passed in 2002. The current regulatory and statutory
framework requires SCE to assume limited responsibilities for CDWR contracts allocated by the CPUC,
and provide full power procurement responsibilities on the basis of annual short-term procurement plans,
long-term resource plans and increased procurement of renewable resources.

Short-Term Procurement Plan

In 2003, SCE operated under a CPUC-approved short-term procurement plan, which includes contracts
entered into during a transitional period beginning in August 2002 for deliveries in 2003 and the
allocation of CDWR contracts. In December 2003, the CPUC adopted a 2004 procurement plan for SCE,
which established a target level for spot market purchases equal to 5% of monthly need, and allowed SCE
to enter into contracts of up to five years.

Long-Term Resource Plan

On April 15, 2003, SCE filed its long-term resource plan with the CPUC, which includes a 20-year
forecast. SCE's long-term resource plan included both a preferred plan and an interim plan (both
described below). On January 22, 2004, the CPUC issued a decision which did not adopt any long-term
resource plan, but adopted a framework for resource planning. Until the CPUC approves a long-term
resource plan for SCE, SCE will operate under its interim resource plan.

* Preferred Resource Plan: The preferred resource plan contains long-term commitments intended to
encourage investment in new generation and transmission infrastructure, increase long-term reliability
and decrease price volatility. These commitments include energy efficiency and demand-response
investments, additional renewable resource contracts that will meet or exceed the requirements of
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legislation passed in 2002, additional utility and third-party owned generation, and new major
transmission projects.

* Interim Resource Plan: The interim resource plan, by contrast, relies exclusively on new short- and
medium-term contracts with no long-term resource commitments (except for new renewable
contracts).

In its long-term resource plan filing, SCE maintained that implementation of its preferred resource plan
requires resolution of various issues including: (1) stabilizing SCE's customer base; (2) restoring SCE's
investment-grade creditworthiness; (3) restructuring regulations regarding energy efficiency and demand-
response programs; (4) removing barriers to transmission development; (5) modifying prior decisions,
which impede long-term procurement; and (6) adopting a commercially realistic cost-recovery framework
that will enable utilities to obtain financing and enable contracting for new generation.

Under the framework adopted in the CPUC's January 22,2004 decision, all load-serving entities in
California have an obligation to procure sufficient resources to meet their customers' needs. This
resource adequacy requirement phases in over the 2005-2008 period and requires planning reserve
margins of 15% to 17% of peak load. The decision requires SCE to enter into forward contracts for 90%
of SCE's summer peaking needs a year in advance and to file a revised long-term resource plan in 2004.
The decision does not comprehensively address important issues SCE has raised about its customer base,
recovery of indirect procurement costs (including debt equivalence) and other matters.

Procurement of Renewable Resources

As part of SCE's resumption of power procurement, in accordance with a California statute passed in
2002, SCE is required to increase its procurement of renewable resources by at least 1% of its annual
electricity sales per year so that 20% of its annual electricity sales are procured from renewable resources
by no later than December 31, 2017. In June 2003, the CPUC issued a decision adopting preliminary
rules and guidance on renewable procurement-related issues, including penalties for noncompliance with
renewable procurement targets. As of December 31, 2003, SCE procured approximately 18% of its
annual electricity from renewable resources.

SCE has received bids for renewable resource contracts in response to a solicitation it made in August
2003, and is proceeding to enter into negotiations for contracts with some bidders based upon its
preliminary bid evaluation.

CDWR Contract Allocation and Operating Order

The CDWR power-purchase contracts entered into as a result of the California energy crisis have been
allocated on a contract-by-contract basis among SCE, PG&E and SDG&E, in accordance with a 2002
CPUC decision. SCE only assumes scheduling and dispatch responsibilities and acts only as a limited
agent for the CDWR for contract implementation. Legal title, financial reporting and responsibility for
the payment of contract-related bills remain with the CDWR. The allocation of CDWR contracts to SCE
significantly reduces SCE's residual-net short and also increases the likelihood that SCE will have excess
power during certain periods. SCE has incorporated the CDWR contracts allocated to it in its
procurement plans. Wholesale revenue from the sale of excess power, if any, is prorated between the
CDWR and SCE.

SCE's maximum annual disallowance risk exposure for contract administration, including administration
of allocated CDWR contracts and least cost dispatch of CDWR contract resources, is $37 million. In
addition, gas procurement, including hedging transactions, associated with the CDWR contracts is
included within the cap.
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Holding Company Proceeding

In April 2001, the CPUC issued an order instituting investigation that reopened the past CPUC decisions
authorizing utilities to form holding companies and initiated an investigation into, among other things:
(1) whether the holding companies violated CPUC requirements to give first priority to the capital needs
of their respective utility subsidiaries; (2) any additional suspected violations of laws or CPUC rules and
decisions; and (3) whether additional rules, conditions, or other changes to the holding company decisions
are necessary.

In January 2002, the CPUC issued an interim decision interpreting the CPUC requirement that the
holding companies give first priority to the capital needs of their respective utility subsidiaries. The
decision stated that, at least under certain circumstances, holding companies are required to infuse all
types of capital into their respective utility subsidiaries when necessary to fulfill the utility's obligation to
serve its customers. The decision did not determine whether any of the utility holding companies had
violated this requirement, reserving such a determination for a later phase of the proceedings. In
February 2002, SCE and Edison International filed an application before the CPUC for rehearing of the
decision. In July 2002, the CPUC affirmed its earlier decision on the first priority requirement and also
denied Edison International's request for a rehearing of the CPUC's determination that it had jurisdiction
over Edison Intemational in this proceeding. In August 2002, Edison Intemational and SCE jointly filed
a petition in California state court requesting a review of the CPUC's decisions with regard to first
priority requirements, and Edison International filed a petition for a review of the CPUC decision
asserting jurisdiction over holding companies. PG&E and SDG&E and their respective holding
companies filed similar challenges, and all cases have been transferred to the First District Court of
Appeals in San Francisco. On November 26, 2003, the Court of Appeals issued an order indicating it
would hear the cases but not decide the merits of the petitions. Oral argument was held before the Court
of Appeals on March 5, 2004, and the Court of Appeals is expected to rule within 90 days.

Mlohave Generating Station and Related Proceedings

In May 2002, SCE filed an application with the CPUC to address certain issues (mainly coal and
slurry-water supply issues) facing the future extended operation of Mohave, which is partly owned by
SCE. Mohave obtains all of its coal supply from the Black Mesa Mine in northeast Arizona, located on
lands of the Navajo Nation and Hopi Tribe (the Tribes). This coal is delivered from the mine to Mohave
by means of a coal slurry pipeline, which requires water from wells located on lands belonging to the
Tribes in the mine vicinity.

Due to the lack of progress in negotiations with the Tribes and other parties to resolve several coal and
water supply issues, SCE's application stated that SCE would probably be unable to extend Mohave's
operation beyond 2005. The uncertainty over a post-2005 coal and water supply has prevented SCE and
other Mohave co-owners from making approximately $1. I billion in Mohave-related investments (SCE's
share is S605 million), including the installation of pollution-control equipment that must be put in place
in order for Mohave to continue to operate beyond 2005, pursuant to a 1999 consent decree concerning air
quality.

Negotiations are continuing among the relevant parties in an effort to resolve the coal and water supply
issues, but no resolution has been reached. The Mohave co-owners, the Tribes and the federal
government have recently finalized a memorandum of understanding under which the Mohave co-owners
will fund, subject to the terms and conditions of the memorandum of understanding, a S6 million study of
a possible alternative groundwater source for the slurry water. The study is expected to begin in early
2004. SCE and other parties submitted further testimony and made various other filings in 2003 in SCE's
application proceeding. On February 9, 2004, the CPUC held a preheating conference to discuss whether
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additional testimony and hearings are needed to determine the future of the plant. The CPUC has not
issued any ruling as result of the prehearing conference, but has indicated that further testimony can be
expected in early to mid-2004. The outcome of the coal and water negotiations and SCE's application are
not expected to impact Mohave's operation through 2005, but could have a major impact on SCE's long-
term resource plan.

For additional matters related to Mohave, see "Navajo Nation Litigation" in Note 10.

In light of all of the issues discussed above, SCE has concluded that it is probable Mohave will be shut
down at the end of 2005. Because the expected undiscounted cash flows from the plant during the years
2003-2005 were less than the $88 million carrying value of the plant as of December 31, 2002, SCE
incurred an impairment charge of $61 million in 2002. However, in accordance with accounting
standards for rate-regulated enterprises, this incurred cost was deferred and recorded as a regulatory asset,
based on SCE's expectation that any unrecovered book value at the end of 2005 would be recovered in
future rates through a balancing account mechanism presented in its May 2002 application and discussed
in its supplemental testimony filed in January 2003.

Wholesale Electricity and Natural Gas Markets

In 2000, the FERC initiated an investigation into the justness and reasonableness of rates charged by
sellers of electricity in the PX/ISO markets. On March 26, 2003, the FERC staff issued a report
concluding that there had been pervasive gaming and market manipulation of both the electric and natural
gas markets in California and on the West Coast during 2000-2001 and describing many of the
techniques and effects of that market manipulation. SCE is participating in several related proceedings
seeking recovery of refunds from sellers of electricity and natural gas who manipulated the electric and
natural gas markets. Under the 2001 CPUC settlement agreement, mentioned in "CPUC Litigation
Settlement Agreement," 90% of any refunds actually realized by SCE will be refunded to customers,
except for the El Paso Natural Gas Company settlement agreement discussed below.

El Paso Natural Gas Company entered into a settlement agreement with parties to a class action lawsuit
(including SCE, PG&E and the State of California) settling claims stated in proceedings at the FERC and
in San Diego County Superior Court that El Paso Natural Gas Company had manipulated interstate
capacity and engaged in other anticompetitive behavior in the natural gas markets in order to unlawfully
raise gas prices at the California border in 2000-2001. The San Diego County Superior Court approved
the settlement on December 5, 2003. Notice of appeal of that judgment was filed by a party to the action
on February 6, 2004. Accordingly, until the appeal is resolved, the judgment is not final and no refunds
will be paid. Pursuant to a CPUC decision, SCE will refund to customers any amounts received under the
terms of the El Paso Natural Gas Company settlement (net of legal and consulting costs) through its
energy resource recovery account mechanism. In addition, amounts El Paso Natural Gas Company
refunds to the CDWR will result in equivalent reductions in the CDW'R's revenue requirement allocated
to SCE.

On February 24, 2004, SCE and PG&E entered into a settlement agreement with The Williams Cos. and
Williams Power Company, providing for approximately $140 million in refunds against some of
Williams' power charges in 2000-2001. The allocation of refunds under the settlement agreement has not
been determined. The settlement is subject to the approval of the FERC, the CPUC and the PG&E
bankruptcy court.

Note 3. Derivative Instruments and Hedging Activities

Edison International's risk management policy allows the use of derivative financial instruments to
manage financial exposure on its investments and fluctuations in interest rates, foreign currency exchange
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rates, emission and transmission rights, and oil, gas and energy prices but prohibits the use of these
instruments for speculative or trading purposes, except at EME's trading operations unit.

On January 1, 2001, Edison International adopted a new accounting standard for derivative instruments
and hedging activities. Edison International has also adopted subsequent interpretations of this standard.
The standard requires derivative instruments to be recognized on the balance sheet at fair value unless
they meet the definition of a normal purchase or sale. The normal purchases and sales exception requires,
among other things, physical delivery in quantities expected to be used or sold over a reasonable period in
the normal course of business. Gains or losses from changes in the fair value of a recognized asset or
liability or a firm commitment are reflected in earnings for the ineffective portion of the hedge. For a
hedge of the cash flows of a forecasted transaction or a foreign currency exposure, the effective portion of
the gain or loss is initially recorded as a separate component of shareholders' equity under the caption
"'accumulated other comprehensive income," and subsequently reclassified into earnings when the
forecasted transaction affects earnings. The ineffective portion of the hedge is reflected in earnings
immediately. Fair value changes for EME's trading operations are reflected in earnings.

SCE recorded its interest rate swap agreement (terminated January 5, 2001) and its block forward power-
purchase contracts at fair value effective January 1,2001. The unamortized loss of $9 million (as of
December 31, 2003, net of tax) on the interest rate swap will be amortized over a period ending in 2008,
when the related debt matures.

In December 2003, SCE entered into an interest rate lock to hedge its exposure to changes in interest rates
for $825 million of anticipated issuances of first mortgage bonds. SCE recorded a $ I million liability as
of December 31, 2003, representing the fair value of the interest rate lock. The lock expired on January 7,
2004, the pricing date of $975 million of new mortgage bonds, resulting in a payment of $6 million to the
counterparties due to a decline in treasury rates. This loss will be treated as a debt discount and amortized
over the life of the mortgage bonds.

SCE has bilateral forward power contracts, which are considered normal purchases under accounting
rules. SCE is exposed to credit loss in the event of nonperformance by the counterparties to its bilateral
forward contracts, but does not expect the counterparties to fail to meet their obligations. The
counterparties are required to post collateral depending on the creditworthiness of each counterparty.

In October and November 2001, SCE purchased $209 million of call options that mitigated its exposure
to increases in natural gas prices during 2002 and 2003. This amount was recovered through a balancing
account mechanism. Amounts paid to QFs for energy are based on natural gas prices. Any fair value
changes for gas call options are offset through a regulatory balancing account; therefore, fair value
changes do not affect earnings. In fourth quarter 2003, SCE purchased $4 million of call options to hedge
some gas price exposure for 2004.

SCE purchases power from certain QFs in which the contract pricing is based on a natural gas index, but
the power is not generated with natural gas. A portion of these contracts is not eligible for the normal
purchases and sales exception under accounting rules and the fair value is recorded on the balance sheet.
Any fair value changes for these QF contracts are offset through a regulatory mechanism; therefore, fair
value changes do not affect earnings.

EME's primary market risk exposures arise from fluctuations in electricity and fuel prices, emission and
transmission rights, interest rates and foreign currency exchange rates. EME manages these risks in part
by using derivative financial instruments in accordance with established policies and procedures.

In 2001, EME recorded a $250,000 (after tax) increase to income from continuing operations, a
S6 million (after tax) increase to income from discontinued operations and a $230 million (after tax)
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decrease to other comprehensive income as the cumulative effect of a change in accounting for
derivatives. Upon implementation, EME's forward sales contracts from the Homer City facilities
qualified as cash flow hedges. EME did not use the normal purchases and sales exception for these
forward sales contracts due to net settlement procedures with counterparties. As a result of higher market
prices for forward sales from its Homer City facilities, EME recorded a liability of $116 million at
January 1, 2001, deferred tax benefits of $54 million and a decrease in other comprehensive income of
$62 million. EME's hedge agreement with the State Electricity Commission of Victoria for electricity
prices from its Loy Yang B project in Australia qualified as a cash flow hedge. This contract could not
qualify under the normal purchases and sales exception because financial settlement of the contract occurs
without physical delivery. As a result of higher market prices for forward sales from EME's Loy Yang B
plant, EME recorded a liability of $227 million at January 1, 2001, deferred tax benefits of $68 million
and a decrease in other comprehensive income ofS 159 million. The majority of EME's activities related
to the fuel contracts for EME's Collins Station in Illinois did not qualify for either the normal purchases
and sales exception or as cash flow hedges. EME could not conclude, based on information available at
January 1, 2001, that the timing of generation from the Collins Station met the probable requirement for a
specific forecasted transaction under the new accounting standard for derivatives and hedging activities.
Accordingly, these contracts were recorded at fair value, with subsequent changes in fair value reflected
in nonutility power generation revenue in the consolidated income statement. EME has continued to
record fuel contracts for its Collins Station at fair value.

New accounting guidance effective July 1, 2001, modified the normal purchases and sales exception to
include electricity contracts which include terms that require physical delivery by the seller in quantities
that are expected to be sold in the normal course of business. This modification resulted in EME's Homer
City forward sales contracts qualifying for the normal sales and purchases exception commencing July 1,
2001. Based on this accounting guidance, on July 1, 2001, EME eliminated the value of the Homer City
forward sales contracts from its consolidated balance sheet. The cumulative effect of this change in
accounting is reflected as a $16 million (after tax) decrease to other comprehensive income in 2001.
Also, for the period between January 1, 2001 and June 30, 2001, EME applied the normal purchases and
sales exception for long-term commodity contracts that included both selling and buying electricity by
EME's First Hydro plant. However, the criteria applicable to the buyer of power under the new
interpretation precluded the contracts from qualifying under the normal purchases and sales exception as
of July 1, 2001, because First Hydro is not contractually obligated to maintain sufficient capacity to meet
electricity needs of a customer. Accordingly, EME recorded a $15 million (after tax) increase to income
from continuing operations as the cumulative effect of change in accounting for derivatives in the
consolidated income statement as of July 1, 2001. All subsequent changes in the fair value of these
contracts will be reflected in nonutility power generation revenue in the consolidated income statement.

On April 1, 2002, EME implemented a revised interpretation (issued in December 2001) that resulted in
EME's forward electricity contracts no longer qualifying for the normal purchases and sales exception
since EME has net settlement agreements with its counterparties. Under this exception, EME records
revenue on an accrual basis. Subsequent to implementation of this interpretation, EME accounted for
these contracts as cash flow hedges. Under a cash flow hedge, EME records the fair value of the forward
sales agreements on its balance sheet and records the effective portion of the cash flow hedge as part of
other comprehensive income. The ineffective portion of EME's cash flow hedges is recorded directly in
its income statement. Upon implementation, EME recorded assets at fair value of $12 million, deferred
taxes of S6 million and a $6 million increase to other comprehensive income as the cumulative effect of
adoption of this interpretation.

In June 2003, clarifying guidance was issued related to derivative instruments and hedging activities. The
guidance is related to pricing adjustments in contracts that qualify under the normal purchases and normal
sales exception under derivative instrument accounting. This implementation guidance became effective
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on October 1, 2003, but did not have any impact on Edison International's consolidated financial
statements.

Under the accounting standard for derivatives and hedging activities, the portion of a cash flow hedge that
does not offset the change in value of the transaction being hedged, which is referred to as the ineffective
portion, is immediately recognized in earnings. EME recorded a net loss of approximately $2 million and
$1 million in 2002 and 2001, respectively, representing the amount of cash flow hedges' ineffectiveness;
these amounts are reflected in nonutility power generation revenue in the consolidated income statement.

Under EME's fixed to variable swap agreements, the fixed interest rate payments are at a weighted
average rate of 6.39% and 6.91% at December 31, 2003 and 2002, respectively. Variable rate payments
under EME's corporate agreements were based on six-month LIBOR capped at 9% at December 31,
2001. Variable rate payments pertaining to its foreign subsidiary agreements are based on an equivalent
interest rate benchmark to LIBOR. The weighted average rate applicable to these agreements was 5.36%
and 6.18% at December 31, 2003 and 2002, respectively. Under the variable to fixed swap agreements,
EME will pay counterparties interest at a weighted average fixed rate of 6.74% and 6.96% at
December 31, 2003 and 2002, respectively. Counterparties will pay EME interest at a weighted average
variable rate of 5.07% and 5.10% at December 31, 2003 and 2002, respectively. The weighted average
variable interest rates are based on LIBOR or equivalent interest rate benchmarks for foreign denominated
interest rate swap agreements. Under EME's interest rate options, the weighted average strike interest
rate is was 6.24% and 6.90% and December 31,2003 and 2002, respectively.

In September 2000, EME acquired the trading operations of Citizens Power LLC, expanding EME's
operations beyond the traditional marketing of electric power to include trading of electricity and fuels.
Energy trading and price risk management activities give rise to market risk (potential loss that can be
caused by a change in the market value of a particular commitment). Market risks are actively monitored
to ensure compliance with EME's risk management policies. EME performs a "value at risk" analysis
daily to monitor its overall market risk exposure. This analysis measures the worst expected loss over a
given time interval, under normal market conditions, at a given confidence level. Given the inherent
limitations of value at risk and relying on a single risk measurement tool, EME supplements this approach
with other techniques, including the use of stress testing and worst case scenario analysis, as well as stop
limits and counterparty credit exposure limits.

MEHC, a wholly owned indirect subsidiary of Edison International, has two interest rate swaps to hedge
floating interest rate risk on its term loan. These contracts qualify for treatment as cash flow hedges with
appropriate adjustments made to other comprehensive income. During the years ended December 31,
2003 and 2002, MEHC recorded decreases to other comprehensive income of $3 million (after tax) and
$5 million (after tax), respectively, resulting from unrealized holding losses on these contracts. Under the
variable-to-fixed swap agreements, MEHC will pay counterparties interest at a weighted average fixed
rate of 2.84% and 3.04% at December 31, 2003 and 2002, respectively; counterparties will pay interest at
a weighted average variable rate based on LIBOR of 1.15% and 1.63% at December 31, 2003 and 2002,
respectively.

Edison Capital had an interest rate swap and an interest rate cap in place during 2003. The purpose of the
interest rate swap was to convert floating rate debt to fixed rate debt to hedge changes in interest rates.
The purpose of the interest rate cap was to limit Edison Capital's exposure to an increase in interest rates.
In 2003, Edison Capital made payments on its swap agreement at a weighted average rate of 6.79% and
received payments at a weighted average rate of 1.17%. In 2003, Edison Capital received no payments on
its cap agreement.
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Fair values of financial instruments are:

In millions December 31, 2003 2002
Derivatives:

Interest rate hedges $ (35) $ (56)
Interest rate options (1) (2)
Commodity price

Electricity (126) (100)
Natural gas 3 77

Foreign currency forward exchange agreements (2) -

Cross currency interest rate swaps (91) (2)
Other:

Decommissioning trusts 2,530 2,210
Long-term receivables 6 6
DOE decommissioning and decontamination fees (18) (22)
QF power contracts (32) (70)
Long-term debt (11,833) (9,952)
Long-term debt due within one year (2,029) (2,812)
Preferred stock to be redeemed within one year (9) (8)
Company-obligated mandatorily redeemable

securities of subsidiaries - (741)
Other preferred securities subject to mandatory redemption (303) (375)

Trading Activities:
Assets 104 109
Liabilities (12) (17)

The fair value of the interest rate hedges and interest rate options is based on quoted market prices.

The fair value of the commodity contracts considers quoted market prices, time value, volatility of the
underlying commodities and other factors. The fair value of the electricity rate swap agreements
(included under commodity price) is estimated by discounting the future cash flows on the difference
between the average aggregate contract price per MW and a forecasted market price per MW, multiplied
by the amount of MW sales remaining under contract. The fair value of the QF power contracts is based
on financial models; the fair value of the gas call options (included under commodity price) is based on
quoted market prices.

Foreign currency forward exchange agreements and cross currency interest rate swaps are based on bank
quotes.

Other fair values are based on: quoted market prices for decommissioning trusts and long-term
receivables; discounted future cash flows for United States Department of Energy (DOE)
decommissioning and decontamination fees; and brokers' quotes for long-term debt, company-obligated
mandatorily redeemable securities of subsidiaries, and preferred stock and preferred securities subject to
mandatory redemption.

Quoted market prices are used to determine the fair values of trading instruments. Assets from trading
and price risk management activities include the fair value of open financial positions related to trading
activities and the present value of net amounts receivable from structured transactions. Liabilities from
trading and price risk management activities include the fair value of open financial positions related to
trading activities and the present value of net amounts payable from structured transactions.
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Due to their short maturities, amounts reported for cash equivalents approximate fair value.

Note 4. Liabilities and Lines of Credit

Long-Terns Debt

In fourth quarter 2003, Edison International adopted a new accounting interpretation regarding VIEs
which required Edison International to deconsolidate three special purpose entities, EIX Trusts I and II,
and Mission Capital, L.P. As a result of these deconsolidations, the bonds and securities associated with
these financing entities are now included in long-term debt on Edison International's consolidated balance
sheet. Under prior accounting treatment, these bonds and securities would have been eliminated in
consolidation and the bonds and securities held by the special purpose entities would have been included
in company-obligated mandatorily redeemable securities of subsidiary on the consolidated balance sheet.

Almost all SCE properties are subject to a trust indenture lien. SCE has pledged first and refunding
mortgage bonds as security for borrowed funds obtained from pollution-control bonds issued by
government agencies. SCE used these proceeds to finance construction of pollution-control facilities.
Bondholders have limited discretion in redeeming certain pollution-control bonds, and SCE has
arrangements with securities dealers to remarket or purchase them if necessary. In December 2000 and
early 2001, as a result of investors' concerns regarding SCE's liquidity difficulties and overall financial
condition, SCE had to repurchase $550 million of pollution-control bonds that could not be remarketed in
accordance with their terms. On March 1, 2002, SCE remarketed $196 million of the pollution-control
bonds that SCE had repurchased in late 2000.

Debt premium, discount and issuance expenses are amortized over the life of each issue. Under CPUC
rate-making procedures, debt reacquisition expenses are amortized over the remaining life of the
reacquired debt or, if refinanced, the life of the new debt. California law prohibits SCE from incurring or
guaranteeing debt for its nonutility affiliates.

In December 1997, $2.5 billion of rate reduction notes were issued on behalf of SCE by SCE Funding
LLC, a special purpose entity. These notes were issued to finance the 10% rate reduction mandated by
state law. The proceeds of the rate reduction notes were used by SCE Funding LLC to purchase from
SCE an enforceable right known as transition property. Transition property is a current property right
created by the restructuring legislation and a financing order of the CPUC and consists generally of the
right to be paid a specified amount from nonbypassable rates charged to residential and small commercial
customers. The rate reduction notes are being repaid over 10 years through these nonbypassable
residential and small commercial customer rates, which constitute the transition property purchased by
SCE Funding LLC. The notes are collateralized by the transition property and are not collateralized by,
or payable from, assets of SCE or Edison International. SCE used the proceeds from the sale of the
transition property to retire debt and equity securities. Although, as required by accounting principles
generally accepted in the United States, SCE Funding LLC is consolidated with SCE and the rate
reduction notes are shown as long-term debt in the consolidated financial statements, SCE Funding LLC
is legally separate from SCE. The assets of SCE Funding LLC are not available to creditors of SCE or
Edison International and the transition property is legally not an asset of SCE or Edison International.

MEHC used the common stock of EME as security for MEHC's corporate debt obligations. MEHC's
senior secured notes and credit agreement are nonrecourse to Edison International and EME, and
accordingly, Edison International and EME have no obligations under these instruments.

MEHC's consolidated debt at December 31, 2003 was $7.4 billion, including $693 million of debt
maturing in December 2004 that is owed by EME's largest subsidiary, Edison Mission Midwest
Holdings. Edison Mission Midwest Holdings is not expected to have sufficient cash to repay the

129

137



Notes to Consolidated Financial Statements

S693 million debt due in December 2004. Edison Mission Midwest Holdings plans to refinance the
$693 million debt obligation prior to its expiration in December 2004. EME believes that Edison Mission
Midwest Holdings will be able to refinance the debt maturing in December 2004 through a combination
of borrowings in the bank and capital markets. Completion of this refinancing is subject to a number of
uncertainties, including availability of new credit from the capital and bank markets. Accordingly, there
is no assurance that Edison Mission Midwest Holdings will be able to extend or refinance this debt when
it becomes due or that the terms will not be substantially different from those under the current credit
facility.

On December 11, 2003, EME's subsidiary, Mission Energy Holdings International, Inc., received funding
under a three-year, $800 million secured loan. Interest on this secured loan is based on LIBOR (with a
LIBOR floor of 2%) plus 5%. After payment of transaction expenses, a portion of the net proceeds from
this financing was used to make an equity contribution of $550 million to Edison Mission Midwest
Holdings that, together with cash on hand, was used to repay Edison Mission Midwest Holdings'
$781 million indebtedness due December 11, 2003. The remaining net proceeds from this financing were
used to make a deposit of cash collateral of approximately $67 million under a new letter of credit facility
and to repay approximately $160 million of indebtedness of a foreign subsidiary under the Coal and
Capex facility guaranteed by EME. Mission Energy Holdings International owns substantially all of
EME's international operations through its subsidiary, MEC International B.V.

To isolate EME from credit downgrades of Edison International and SCE and to help preserve the value
of EME, EME has adopted certain provisions (ring-fencing) in the form of amendments to its articles of
incorporation and bylaws. The provisions include the appointment of an independent EME director
whose consent is required for EME to: consolidate or merge with any entity that does not have
substantially similar provisions in its organizational documents; institute or consent to bankruptcy,
insolvency or similar proceedings; or declare or pay dividends unless certain conditions exist. Such
conditions are that EME has an investment grade rating and receives rating agency confirmation that the
dividend will not result in a downgrade, or such dividends do not exceed $32.5 million in any quarter and
EME meets an interest coverage ratio of 2.2 to I for the immediately preceding four quarters.

Long-term debt is:

In millions December31, 2003 2002
First and refunding mortgage bonds:

2004 - 2026 (5.875% to 8.00% and variable) S 1,816 $ 2,275
Rate reduction notes:

2004 - 2007 (6.38% to 6.42%) 985 1,232
Pollution-control bonds:

2005 - 2040 (5.125% to 7.2% and variable) 1,216 1,216
Bonds repurchased (354) (354)
Debentures and notes:

2004 - 2039 (2.3 1% to 13.5% and variable) 9,927 9,922
Subordinated debentures:

2024 - 2044 (8.375% to 9.875%) 254 100
Long-term debt due within one year (2,003) (2,761)
Unamortized debt discount - net (54) (52)
Total S 11,787 S 11,578

Note: Rates and terms as of December 31, 2003.

Long-term debt maturities and sinking-fund requirements for the next five years are: 2004 - $2.0 billion;
2005 - $753 million; 2006 - $1.8 billion; 2007 - $1.7 billion; and 2008 - $1.3 billion.
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Long-term debt due within one year includes $29 million and $31 million of debt related to Edison
Capital's Storm Lake project that is not due until 201 1 and 2017, respectively. This debt has been
reclassified to long-term debt due within one year as a result of various defaults asserted by the lenders
and related to the Enron bankruptcy among other things, which may give the lenders the ability to call the
loans due and payable. However, the lenders are currently discussing resolution of the defaults with
Storm Lake and are not actively pursuing remedies.

In January 2004, SCE issued $975 million of first and refunding mortgage bonds. The issuance included
$300 million of 5% bonds due in 2014, $525 million of 6% bonds due in 2034 and S150 million of
floating rate bonds due in 2006. The proceeds were used to redeem $300 million of 7.25% first and
refunding mortgage bonds due March 2026, $225 million of 7.125% first and refunding mortgage bonds
due July 2025, S200 million of 6.9% first and refunding mortgage bonds due October 2018, and
$100 million of junior subordinated deferrable interest debentures due June 2044. In March 2004, SCE
remarketed approximately $550 million of pollution-control bonds with varying maturity dates ranging
from 2008 to 2040.

During January and February 2004, Edison International repurchased approximately $46 million of its
outstanding $618 million of 6-7/8% notes, leaving a remaining balance of $572 million of notes due
September 2004.

Short-Term Debt

Short-term debt is used to finance fuel inventories, balancing account undercollections and general cash
requirements, including power purchase payments.

Short-term debt is:

In millions December 31, 2003 2002

Bank loans S 200 $ -
Floating rate notes - 78
Other short-term debt 52
Total S 252 S 78

Weighted-average interest rate 3.2% 6.1%

Lines of Credit

At December 31, 2003, Edison International's subsidiaries had lines of credit totaling $845 million, with
various expiration dates, and when available, can be drawn down at negotiated or bank index rates. EME
had total lines of credit of S 145 million, with all of it available to finance general cash requirements. SCE
had drawn $200 million on a $700 million line of credit.

At December 31, 2002, Edison International's subsidiaries had short-term and long-term lines of credit
totaling $787 million, with various expiration dates, and when available, could be drawn down at
negotiated or bank index rates. Of the total lines of credit, $512 million were long-term. EME had total
lines of credit of $487 million, with $355 million available to finance general cash requirements. SCE
had a fully drawn long-term line of credit of $300 million.
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Preferred Securities Subject to Mandatory Redemption

In compliance with a new accounting standard, effective July 1, 2003, Edison International reclassified its
company-obligated mandatorily redeemable securities, its other mandatorily redeemable preferred
securities and SCE's preferred stock subject to mandatory redemption to the liabilities section of its
consolidated balance sheet. These items were previously classified between liabilities and equity.

Company-Obligated Mandatorily Redeemable Securities of Subsidiary

In 1999, Edison International (the parent company) issued, through affiliates (EIX Trusts I and 11),
$500 million of 7.875% cumulative quarterly income preferred securities and $325 million of 8.6%
cumulative quarterly income preferred securities, at a price of $25 per security. The 7.875% securities
have a stated maturity of July 2029, but are redeemable at the option of Edison International, in whole or
in part, beginning July 2004. The 8.6% securities have a stated maturity of October 2029, but are
redeemable at the option of Edison International, in whole or in part, beginning October 2004. Both of
these securities are guaranteed by Edison Intemational. In order to reduce its cash requirements, in May
2001, the parent company deferred the interest payments in accordance with the terms of its outstanding
quarterly income debt securities issued to an affiliate. This caused a corresponding deferral of
distributions on quarterly income preferred securities issued by the affiliate. Interest payments may be
deferred for up to 20 consecutive quarters. During the deferral period, the principal of the debt securities
and each unpaid interest installment continues to accrue interest at the applicable coupon rate. All interest
in arrears must be paid in full at the end of the deferral period. The parent company cannot pay dividends
on or purchase its common stock while interest is being deferred. In December 2003, Edison
International made aggregate payments of approximately $205 million, which covered repayment of the
deferred distributions, with interest, and payment of the distribution due on November 30, 2003.

In November 1994, EME issued, through a limited partnership (Mission Capital, L.P.), 3.5 million shares
of 9.875% cumulative monthly income preferred securities, at a price of $25 per security and invested the
proceeds in 9.875% junior subordinated deferrable interest debentures due 2024. These securities are
redeemable at the option of the partnership (EME is the sole general partner), in whole or in part, with
mandatory redemption in 2024 at a redemption price of $25 per security plus accrued and unpaid
distributions. In August 1995, EME also issued, through a limited partnership, 2.5 million shares of
8.5% cumulative monthly income preferred securities, at a price of $25 per security and invested the
proceeds in 8.5% junior subordinated deferrable interest debentures due 2025. These securities are
redeemable at the option of the partnership, in whole or in part, with mandatory redemption in 2025 at a
redemption price of $25 per security plus accrued and unpaid distributions. EME issued a guarantee in
favor of its preferred securities holders, which ensures the payments of distributions declared on the
preferred securities, payments upon liquidation of the limited partnership and payments on redemption for
securities called for redemption by the limited partnership. No securities have been redeemed as of
December 31, 2003.

EME has the right from time to time to extend the interest payment period on its junior subordinated
deferrable interest debentures to a period not exceeding 60 consecutive months, at the end of which all
accrued and unpaid interest will be paid in full. If EME does not make interest payments on its junior
subordinated debentures, it is expected that this limited partnership will not declare or pay distributions
on its cumulative monthly income preferred securities. During an extension period, EME may not do any
of the following:

* declare or pay any dividend on, or purchase, acquire or make a distribution or liquidation payment
with respect to, any of its common or preferred stock;
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* acquire for cash or other property any indebtedness of any affiliate of EME (other than affiliates of
EME which meet specified requirements) for money borrowed; or

* make any loan or advance to, or guarantee or become contingently liable in respect of indebtedness
of, any affiliate of EME (other than affiliates of EME which meet specified requirements).

Further, as long as any preferred securities remain outstanding, EME will not be able to declare or pay
dividends on, or purchase, any of its common stock if at such time it is in default on its payment obligations
under the guarantee or the subordinated indenture unless EME has given notice of the extended interest
payment period described above.

In fourth quarter 2003, Edison International adopted a new accounting interpretation regarding VlEs
which required Edison International to deconsolidate three special purpose entities, EIX Trusts I and II,
and Mission Capital, L.P. As a result of these deconsolidations, the bonds and securities associated with
these entities are now included in long-term debt on Edison International's consolidated balance sheet.
Under the prior accounting treatment, these securities would have been eliminated in consolidation and
reflected as company-obligated mandatorily redeemable securities of subsidiary.

Other Preferred Securities Subject to Mandatory Redemption

SCE has 12 million authorized shares of preferred stock subject to mandatory redemption. All cumulative
preferred stock is redeemable. Mandatorily redeemable preferred stock is subject to sinking-fund
provisions. When preferred shares are redeemed, the premiums paid, if any, are charged to expense.

SCE's preferred stock redemption requirements for the next five years are: 2004 - $9 million; 2005 -
$9 million; 2006- $9 million; 2007 - $69 million; and 2008 - $54 million.

SCE's cumulative preferred stock subject to mandatory redemption is:

Dollars in millions, except per-share amounts December 31, 2003 2002

December 31. 2003
Shares Redemption

Outstandinz Price
$100 par value:
6.05% Series 693,800 $ 100.00 S 69 S 75
7.23 807,000 100.00 81 81
Preferred stock to be redeemed within one year (9) (9)
Total S 141 S 147

In 2001, SCE did not redeem any preferred stock. In 2002, SCE redeemed 1,000,000 shares of 6.45%
Series preferred stock. In 2003, SCE redeemed 56,200 shares of 6.05% Series preferred stock. SCE did not
issue any preferred stock in the last three years.

The 7.23% Series preferred stock has mandatory sinking funds, requiring SCE to redeem at least
50,000 shares per year from 2002 through 2006, and 750,000 shares in 2007. However, SCE is allowed
to credit previously repurchased shares against the mandatory sinking fund provisions. Since SCE had
previously repurchased 193,000 shares of this series, no shares were redeemed in 2002 or 2003. At
December 31, 2003, SCE had 93,000 of previously repurchased, but not retired, shares available to credit
against the mandatory sinking fund provisions.
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During 2001, a subsidiary of EME issued $104 million of redeemable preferred shares (250 million shares
at a price of one New Zealand dollar per share with a dividend rate of 6.03%). The shares are redeemable in
July 2006 at the issuance price. At December 31, 2003, total accumulated dividends were approximately
S5 million. Optional early redemption may occur if the holders pass an extraordinary resolution to redeem
the shares if certain EME subsidiaries cease to be subsidiaries of EME or in the case of certain defaults of
the security trust deed. The security trust deed secures a limited recourse guarantee by an EME subsidiary's
payment obligations to holders of the redeemable preferred shares.

Note 5. Preferred Securities Not Subject to Mandatory Redemption

SCE's authorized shares are: $25 cumulative preferred - 24 million and preference - 50 million. All
cumulative preferred stock is redeemable. When preferred shares are redeemed, the premiums paid, if
any, are charged to common equity.

SCE's cumulative preferred stock not subject to mandatory redemption is:

Dollars in millions, except per-share amounts December 31, 2003 2002

December 31, 2003
Shares Redemption

Outstanding Price
S25 par value:
4.08% Series 1,000,000 $25.50 S 25 $ 25
4.24 1,200,000 25.80 30 30
4.32 1,653,429 28.75 41 41
4.78 1,296,769 25.80 33 33
Total $129 $129

Note 6. Income Taxes

Edison International's eligible subsidiaries are included in Edison International's consolidated federal
income tax and combined state franchise tax returns. Edison International has tax-allocation and payment
agreements with certain of its subsidiaries. For subsidiaries other than SCE, the right of a participating
subsidiary to receive or make a payment and the amount and timing of tax-allocation payments are
dependent on the inclusion of the subsidiary in the consolidated income tax returns of Edison
International and other factors including the consolidated taxable income of Edison International and its
includible subsidiaries, the amount of taxable income or net operating losses and other tax items of the
participating subsidiary, as well as the other subsidiaries of Edison International. There are specific
procedures regarding allocations of state taxes. Each subsidiary is eligible to receive tax-allocation
payments for its tax losses or credits only at such time as Edison International and its subsidiaries
generate sufficient taxable income to be able to utilize the participating subsidiary's losses in the
consolidated tax return of Edison International. Under an income tax-allocation agreement approved by
the CPUC, SCE's tax liability is computed as if it filed a separate return.

As part of the process of preparing its consolidated financial statements, Edison International is required
to estimate its income taxes in each of the jurisdictions in which it operates. This process involves
estimating actual current tax exposure together with assessing temporary differences resulting from
differing treatment of items, such as depreciation, for tax and accounting purposes. These differences
result in deferred tax assets and liabilities, which are included within Edison International's consolidated
balance sheet.
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Edison International's subsidiary, EME, does not provide for federal income taxes or tax benefits on the
undistributed earnings or losses of its international subsidiaries because such earnings are reinvested
indefinitely or would not be subject to additional income taxes if repatriated. EME reviewed
undistributed earnings of its international subsidiaries and concluded that no additional income taxes are
required to be provided since (1) its international holding company had negative retained earnings and
negative accumulated earnings and profits for federal income tax purposes, (2) distributions from lower
tier international subsidiaries would either not be taxable or could be distributed without additional
income taxes and (3) its international holding company had outstanding indebtedness to domestic
subsidiaries of $445 million at December 31, 2003, which could be repaid without incurring additional
income taxes.

Income tax expense includes the current tax liability from operations and the change in deferred income
taxes during the year. Investment tax credits are amortized over the lives of the related properties.

The sources of income (loss) before income taxes are:

In millions Year ended December 31, 2003 2002 2001
Domestic S 787 $ 1,379 S 3,962
Foreign 205 147 87
Total continuing operations 992 1,526 4,049
Discontinued operations 84 (74) (2,223)
Change in accounting (13) - -
Total S 1,063 $ 1,452 $ 1,826

The components of income tax expense (benefit) by location of taxing jurisdiction are:

In millions Year ended December 31, 2003 2002 2001
Current:
Federal S 194 S 585 $ (215)
State 100 111 -

Foreign 54 38 30
348 734 (185)

Deferred:
Federal (101) (312) 1,422
State (67) (43) 406
Foreign 33 12 4

(135) (343) 1,832
Total continuing operations 213 391 1,647
Discontinued operations 33 (16) (856)
Change in accounting (4) - -

Total S 242 $ 375 S 791
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The components of the net accumulated deferred income tax liability arc:

In millions December 31, 2003 2002
Deferred tax assets:
Property-related $ 243 $ 178
Unrealized gains or losses 365 274
Investment tax credits 68 73
Regulatory balancing accounts 144 5,365
Deferred income 177 172
Decommissioning 166 -

Accrued charges 344 501
Loss carryforwards 373 448
Other 211 240
Subtotal 2,091 7,251
Valuation allowance (74) (21)
Total S 2,017 $ 7,230
Deferred tax liabilities:
Property-related $ 4,337 $ 4,424
Leveraged leases 2,055 2,044
Capitalized software costs 160 204
Regulatory balancing accounts 360 5,606
Unrealized gains and losses 262 171
Other 302 353
Total S 7,476 $12,802
Accumulated deferred Income taxes - net S 5,459 S 5,572
Classification of accumulated deferred income taxes:
Included in deferred credits
Included in current assets

S 5,967
S 508

S 6,099
S 527

The federal statutory income tax rate is reconciled to the effective tax rate from continuing operations as
follows:

Year ended December 31,
Federal statutory rate
Resolution of FERC rate case
Housing credits
Property-related and other
Favorable resolution of audit
State tax - net of federal deduction
Effective tax rate

2003
35.0%
(7.6)
(2.7)
(3.9)
(3.6)
4.3

21.5%

2002

35.0%

(2.4)
(8.3)
(2.4)
3.7

25.6%

2001
35.0%

(1.2)
0.6

6.3
40.7%

Edison International's composite federal and state statutory tax rate was approximately 40% for all years
presented. The lower effective tax rate of 21.5% realized in 2003 was primarily due to the resolution of a
FERC rate case at SCE, recording the benefit of favorable settlements of Internal Revenue Service (IRS)
audit issues at SCE and the benefits received from low income housing and production tax credits at
Edison Capital. The lower effective tax rate of 25.6% realized in 2002 was primarily due to:
reestablishing a tax related regulatory asset at SCE due to implementation of the CPUC's URG decision;
a favorable adjustment to Edison Capital's cumulative deferred taxes for changes in its effective state tax
rate; the benefits received from low income housing and production tax credits at Edison Capital;
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recording the benefit of favorable settlements of IRS audits at SCE; and the effect of lower foreign tax
rates and permanent reinvestment of earnings of foreign affiliates at EME, offset by foreign losses which
were not able to be utilized in the current period.

At December 31,2003, Edison International and its subsidiaries have federal tax credits of SI 16 million
which expire between 2018 and 2021, California net operating loss carryforwards of$1.2 billion which
expire between 2009 and 2011, and California capital loss carryforwards of $88 million that expire in
2005. In addition, EME has foreign loss carryforwards, primarily Australian, of $487 million and $204
million at December 31, 2003 and 2002, respectively, with no expiration date. EME has state loss
carryforwards for various states of $168 million and $230 million at December 31, 2003 and 2002,
respectively, with various expiration dates.

As a matter of course, Edison International is regularly audited by federal, state and foreign taxing
authorities. For further discussion of this matter, see "Federal Income Taxes" in Note 10.

Note 7. Employee Compensation and Benefit Plans

Employee Savings Plan

Edison International has a 401 (k) defined contribution savings plan designed to supplement employees'
retirement income. The plan received employer contributions of $43 million in 2003, $42 million in 2002
and $40 million in 2001.

Pension Plan and Postretirement Benefits Other Than Pensions

Pension Plan

Defined benefit pension plans (some with cash balance features) cover United States employees meeting
minimum service and other requirements. SCE recognizes pension expense for its nonexecutive plan as
calculated by the actuarial method used for ratemaking. Certain foreign subsidiaries of EME also
participate in their own respective defined benefit pension plans.

EME's Ferrybridge and Fiddler's Ferry employees joined a separate defined benefit pension plan during
first quarter 2000. In December 2001, the Ferrybridge and Fiddler's Ferry plants were sold to two wholly
owned subsidiaries of American Electric Power. American Electric Power hired EME's employees upon
completion of the purchase and all of EME's former employees transferred to the new plan as of
December 20, 2002. In accordance with accounting standards, Edison International recorded a
curtailment gain of approximately $10 million related to the cessation of future benefits for EME's former
employees in 2001. The curtailment gain reduced actuarial losses incurred during the year and, therefore,
did not impact Edison International's pension expense.

At December 31,2003 and December 31,2002, the accumulated benefit obligations of the executive
pension plans, as well as the First Hydro and Edison Mission Limited plans, exceeded the related plan
assets at the measurement dates. In accordance with accounting standards, Edison International's balance
sheets include an additional minimum liability, with corresponding charges to intangible assets and
shareholders' equity (through a charge to accumulated other comprehensive income). The charge to
accumulated other comprehensive income would be restored through shareholders' equity in future
periods to the extent the fair value of the plan assets exceed the accumulated benefit obligation.

The expected contributions (all by the employer) for United States plans are approximately $47 million
for the year ended December 31,2004. This amount is subject to change based on, among other things,
the limits established for federal tax deductibility.
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Edison International uses a December 31 measurement date for all of its plans.

Information on plan assets and benefit obligations for United States plans is shown below:

In millions Year ended December 31, 2003 2002
Change in projected benefit obligation
Projected benefit obligation at beginning of year $ 2,694 $ 2,480
Service cost 95 86
Interest cost 170 165
Amendments - 3
Actuarial loss 139 104
Benefits paid (139) (144)
Projected benefit obligation at end of year S 2,959 $ 2,694

Accumulated benefit obligation at end of year $ 2,540 $ 2,288
Change In plan assets
Fair value of plan assets at beginning of year S 2,322 S 2,768
Actual return on plan assets 605 (316)
Employer contributions 47 14
Benefits paid (139) (144)
Fair value of plan assets at end of year $ 2,835 $ 2,322
Funded status S (124) $ (372)
Unrecognized net loss 144 439
Unrecognized transition obligation 7 12
Unrecognized prior service cost 86 101
Recorded asset S 113 $ 180
Additional detail of amounts recognized In balance sheets:
Intangible asset $
Accumulated other comprehensive income
Pension plans with an accumulated benefit obligation In excess of plan assets:
Projected benefit obligation $
Accumulated benefit obligation
Fair value of plan assets
Weighted-average assumptions at end of year:
Discount rate
Rate of compensation increase

4
(22)

$ 4
(19)

162
121
25

$ 100
76

6.0%
5.0%

6.5%
5.0%
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Expense components for United States plans are:

In millions Year ended December 31, 2003 2002 2001
Service cost $ 9S S 86 S 82
Interest cost 170 165 164
Expected return on plan assets (191) (228) (255)
Special termination benefits 3 - 13
Net amortization and deferral 36 22 (6)

Expense under accounting standards 113 45 (2)
Regulatory adjustment- deferred (44) (18) 39

Total expense recognized S 69 $ 27 $ 37

Change in accumulated other comprehensive Income S (3) $ (19) S -
Weighted-average assumptions:
Discount rate 6.5% 7.0% 7.25%
Rate of compensation increase 5.0% 5.0% 5.0%
Expected return on plan assets 8.5% 8.5% 8.5%

Asset allocations for United States plans are:

Target for December 31.
2004 2003 2002

United States equity 45% 46% 45%
Non-United States equity 25% 26% 25%
Private equity 4% 3% 3%
Fixed income 26% 25% 27%
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Information on plan assets and benefit obligation for foreign plans is shown below:

In millions Year ended December 31, 2003 2002
Change In projected benefit obligation
Benefit obligation at beginning of year $ 66 S 114
Service cost 4 2
Interest cost 4 8
Actuarial loss (gain) 12 (4)
Curtailment 2 (53)
Plan participants' contribution I I
Benefits paid (4) (2)
Projected benefit obligation at end of year S 85 S 66

Change in plan assets
Fair value of plan assets at beginning of year S 43 $ 110
Actual return on plan assets 16 (18)
Employer contributions 8 4
Curtailment _ (51)
Benefits paid (4) (2)
Fair value of plan assets at end of year S 63 S 43
Funded status S (22) S (23)
Unrecognized net loss 20 19
Recorded liability $ (2) $ (4)

Pension plans with an accumulated benefit obligation In excess of plan assets:
Projected benefit obligation $ 73 $ 58
Accumulated benefit obligation 69 52
Fair value of plan assets 53 37
Weighted-average assumptions at end of year:
Discount rate 5.50% 5.0% to 5.50%
Rate of compensation increase 3.80% to 4.0% 3.5% to 4.0%

Expense components for foreign plans are:

In millions Year ended December 31, 2003 2002 2001
Service cost $ 4 $ 2 $ 3
Interest cost 4 8 6
Expected return on plan assets (5) (10) (7)
Curtailment/settlement 1 - -
Net amortization and deferral - 1 5
Total expense recognized $ 4 S 15 $ 2

Weighted-average assumptions:
Discount rate
Rate of compensation increase
Expected return on plan assets

5.0% to 5.5%
3.5% to 4.0%
7.5% to 8.0%

4.0% to 6.0%
3.5% to 4.0%
8.0%

4.0% to 6.0%
3.75% to 4.5%
5.75% to 9.0%
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Postretirement Benefits Other Than Pensions

Most United States nonunion employees retiring at or after age 55 with at least 10 years of service are
eligible for postretirement health and dental care, life insurance and other benefits. Eligibility depends on
a number of factors, including the employee's hire date.

The settlement of postretirement employee benefits liability relates to a retirement health care and other
benefits plan for represented employees at the Midwest Generation unit (EME's subsidiary that is
operating the Illinois plants) that expired on June 15, 2002. In October 2002, Midwest Generation
reached an agreement with its union-represented employees on new benefits plans, for the period of
January 1, 2003 through June 15, 2006. Midwest Generation continued to provide benefits at the same
level as those in the expired agreement until December 31, 2002. The accounting for postretirement
benefits liabilities has been determined on the basis of a substantive plan under applicable accounting
rules. A substantive plan means that Midwest Generation assumed, for accounting purposes, that it would
provide postretirement health care benefits to union-represented employees following conclusion of
negotiations to replace the current benefits agreement, even though Midwest Generation had no legal
obligation to do so. Under the new agreement, postretirement health care benefits wvill not be provided.
Accordingly, Midwest Generation treated this as a plan termination and recorded a pre-tax gain of
$71 million during fourth quarter 2002.

On December 8, 2003, President Bush signed the Medicare Prescription Drug, Improvement and
Modernization Act of 2003. The Act authorized a federal subsidy to be provided to plan sponsors for
certain prescription drug benefits under Medicare. Edison International has elected to defer accounting
for the effects of the Act until the earlier of the issuance of guidance by the Financial Accounting
Standards Board on how to account for the Act, or the remeasurement of plan assets and obligations
subsequent to January 31,2004. Accordingly, any measures of the accumulated postretirement benefit
obligation or net periodic postretirement benefit expense in the financial statements or this Note do not
reflect the effects of the Act on Edison International's plans. Specific authoritative guidance on the
accounting for the federal subsidy is pending and that guidance, when issued, could require Edison
International to restate previously reported information.

The expected contributions (all by the employer) for the postretirement benefits other than pensions plan
are approximately $100 million for the year ended December 31, 2004. This amount is subject to change
based on, among other things, the Act referenced above and the impact of any benefit plan amendments.

Edison International uses a December 31 measurement date.
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Information on plan assets and benefit obligations is shown below:

In millions Year ended December 31, 2003 2002
Change In benefit obligation
Benefit obligation at beginning of year $ 2,171 $ 2,053
Service cost 44 49
Interest cost 126 141
Amendments (640)
Actuarial loss 588 82
Settlement _ (74)
Benefits paid (90) (80)
Benefit obligation at end of year S 2,199 S 2,171

Change In plan assets
Fair value of plan assets at beginning of year S 1,072 S 1,139
Actual return on assets 292 (148)
Employer contributions 116 161
Benefits paid (90) (80)
Fair value of plan assets at end of year $ 1,390 $ 1,072

Funded status S (809) $(1,099)
Unrecognized net loss 1,047 715
Unrecognized transition obligation - 269
Unrecognized prior service cost (361) (2)
Recorded liability S (123) S (117)
Assumed health care cost trend rates:
Rate assumed for following year 12.0% 9.75%
Ultimate rate 5.0% 5.0%
Year ultimate rate reached 2010 2008
Weighted-average assumptions at end of year:
Discount rate 6.25% 6.75%

Expense components are:

In millions Year ended December 31, 2003 2002 2001
Service cost $ 44 $ 49 S 50
Interest cost 126 141 137
Expected return on plan assets (89) (93) (98)
Special termination benefits 1 - 2
Settlement _ (71) -

Net amortization and deferral 40 37 27
Total expense S 122 $ 63 $ 118

Assumed health care cost trend rates:
Current year
Ultimate rate
Year ultimate rate reached
Weighted-average assumptions:
Discount rate
Expected return on plan assets

9.75%
5.0%

2008

6.4%
8.2%

10.5%
5.0%

2008

7.25%
8.2%

11.0%
5.0%

2008

7.5%
8.2%
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Increasing the health care cost trend rate by one percentage point would increase the accumulated
obligation as of December 31, 2003 by S317 million and annual aggregate service and interest costs by
$29 million. Decreasing the health care cost trend rate by one percentage point would decrease the
accumulated obligation as of December 31, 2003 by $257 million and annual aggregate service and
interest costs by $23 million.

Asset allocations are:

Target for December 31.
2004 2003 2002

United States equity 64% 64% 64%
Non-United States equity 16% 13% 13%
Fixed income 20% 23% 23%

Description of Investment Strategies for United States Plans

The investment of plan assets is overseen by a fiduciary investment committee. Plan assets are invested
using a combination of asset classes, and may have active and passive investment strategies within asset
classes. Edison International employs multiple investment management firms. Investment managers
within each asset class cover a range of investment styles and approaches. Risk is controlled through
diversification among multiple asset classes, managers, styles and securities. Plan, asset class and
individual manager performance is measured against targets. Edison International also monitors the
stability of its investments managers' organizations.

Allowable investment types include:

United States Equitv: Common and preferred stock of large, medium, and small companies which are
predominantly United States-based.

Non-United States Equity: Equity securities issued by companies domiciled outside the United States and
in depository receipts which represent ownership of securities of non-United States companies.

Private Equity: Limited partnerships that invest in nonpublicly traded entities.

Fixed Income: Fixed income securities issued or guaranteed by the United States government, non-
United States governments, government agencies and instrumentalities, mortgage backed securities and
corporate debt obligations. A small portion of the fixed income position may be held in debt securities
that are below investment grade.

Permitted ranges around asset class portfolio weights are plus or minus 5%. Where approved by the
fiduciary investment committee, futures contracts are used for portfolio rebalancing and to approach fully
invested portfolio positions. Where authorized, a few of the plan's investment managers employ limited
use of derivatives, including futures contracts, options, options on futures and interest rate swaps in place
of direct investment in securities to gain efficient exposure to markets. Derivatives are not used to
leverage the plans or any portfolios.

Determination of the Expected Long-Term Rate of Return on Assets for United States Plans

The overall expected long term rate of return on assets assumption is based on the target asset allocation
for plan assets, capital markets return forecasts for asset classes employed, and active management excess
return expectations. A portion of postretirement benefits other than pensions trust asset returns are
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subject to taxation, so the expected long-term rate of return for these assets is determined on an after-tax
basis.

Capital Markets Return Forecasts

The estimated total return for fixed income is based on an equilibrium yield for intermediate United States
government bonds plus a premium for exposure to nongovernment bonds in the broad fixed income
market. The equilibrium yield is based on analysis of historic data and is consistent with experience over
various economic environments. The premium of the broad market over United States government bonds
is a historic average premium. The estimated rate of return for equity is estimated to be a 3% premium
over the estimated total return of intermediate United States government bonds. This value is determined
by combining estimates of real earnings growth, dividend yields and inflation, each of which was
determined using historical analysis. The rate of return for private equity is estimated to be a
5% premium over public equity, reflecting a premium for higher volatility and illiquidity.

Active Management Excess Return Expectations

For asset classes that are actively managed, an excess return premium is added to the capital market return
forecasts discussed above.

Long-Term Incentive Plans

Phantom Stock Options

Phantom stock option performance awards were granted through 1999 at EME and Edison Capital as part of
the Edison International long-term incentive compensation program for senior management. In August
2000, all outstanding phantom options were exchanged for a combination of cash and stock equivalent units
relating to Edison International common stock, in accordance with the EME and Edison Capital affiliate
option exchange offers. Compensation expense recorded for the phantom stock options was $5 million in
2003, $3 million in 2002 and $7 million in 2001.

Stock-Based Employee Compensation

In 1998, Edison International shareholders approved the Edison International Equity Compensation Plan,
replacing the long-term incentive compensation program that had been adopted by Edison International
shareholders in 1992. The 1998 plan authorizes a limited annual number of Edison International common
shares that may be issued in accordance with plan awards. The annual authorization is cumulative, allowing
subsequent issuance of previously unutilized awards. In May 2000, the Edison International Board of
Directors adopted an additional plan, the 2000 Equity Plan, under which stock options, including the special
options discussed below, may be awarded.

Under the 1992, 1998 and 2000 plans, options on 14.8 million shares of Edison International common
stock are currently outstanding to officers and senior managers.

Each option may be exercised to purchase one share of Edison International common stock and is
exercisable at a price equivalent to the fair market value of the underlying stock at the date of grant.
Options generally expire 10 years after date of grant and vest over a period of up to five years.

Edison International stock options awarded prior to 2000 include a dividend equivalent feature. Dividend
equivalents on stock options issued after 1993 and prior to 2000 are accrued to the extent dividends are
declared on Edison International common stock and are subject to reduction unless certain performance
criteria are met. Only a portion of the 1999 Edison International stock option awards include a dividend
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equivalent feature. The 2003 options include a dividend equivalent feature for the first five years of the
option term. Dividend equivalents accumulate without interest.

Options issued after 1997 generally have a four-year vesting period. The special options granted in 2000
vest over five years, in 25% increments beginning in May 2002. Earlier options had a three-year vesting
period with one-third of the total award vesting annually. If an option holder retires, dies, is terminated
by the company, or is terminated while permanently and totally disabled (qualifying event) during the
vesting period, the unvested options will vest on a pro rata basis.

Unvested options of any person who has served in the past on the SCE Management Committee (which
was dissolved in 1993) will vest and be exercisable upon a qualifying event. If a qualifying event occurs,
the vested options may continue to be exercised within their original terms by the recipient or beneficiary
except that in the case of termination by the company where the option holder is not eligible for
retirement, vested options are forfeited unless exercised within one year of termination date. If an option
holder is terminated other than by a qualifying event, options that had vested as of the prior anniversary
date of the grant are forfeited unless exercised within 180 days of the date of termination. All unvested
options are forfeited on the date of termination.

The fair value for each option granted, reflecting the basis for the pro forma disclosures in Note 1, was
determined on the date of grant using the Black-Scholes option-pricing model. The following
assumptions were used in determining fair value through the model:

December 31, 2003 2002 2001
Expected life 10 years 7 years - 10 years 7 years - 10 years
Risk-free interest rate 3.8% to 4.5% 4.7% to 6.1% 4.7% to 6.1%
Expected dividend yield 1.8% 1.8% 3.3%
Expected volatility 44% to 53% 18% to 54% 17% to 52%

The expected dividend yield above is computed using an average of the previous 12 quarters. The
expected volatility above is computed on a historical 36-month basis.

The application of fair-value accounting to calculate the pro forma disclosures is not an indication of
future income statement effects. The pro forma disclosures do not reflect the effect of fair-value
accounting on stock-based compensation awards granted prior to 1995.
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A summary of the status of Edison International's stock options is as follows:

WVeiehted-Averane
Share Exercise Exercise Fair Value Remaining

Options Price Price At Grant Life
Outstanding, Dec. 31, 2000 19,774,672 $14.56-$29.34 $22.24 8 years
Granted 1,001,704 S 9.10-415.92 $10.90 $3.88
Expired (74,512) $18.75-$19.35 $18.79
Forfeited (11,407,835) $ 9.15-$29.34 $20.91
Exercised - -
Outstanding, Dec. 31, 2001 9,294,029 $ 9.10-$29.34 $22.45 6 years
Granted 3,450,393 $ 8.90-S19.45 $18.59 $7.88
Expired (520,706) $ 9.57-$29.34 $23.34
Forfeited (318,980) $ 9.10-S28.13 $17.43
Exercised (68,444) $ 9.15-$16.59 $12.45
Outstanding, Dec. 31, 2002 11,836,292 $ 8.90-$29.25 $21.46 6 years
Granted 3,819,930 $11.88-$19.80 $12.38 $7.31
Expired (482,394) $ 9.57-$29.25 $23.48
Forfeited (110,094) $ 9.57-$18.73 $15.02
Exercised (260,481) S 9.10-$20.19 $17.67
Outstanding, Dec. 31, 2003 14,803,253 S 8.90-$28.94 $19.17

The number of options exercisable and their weighted-average exercise prices at December 31, 2003,
2002 and 2001 were 7,337,939 at $23.37, 6,475,029 at $23.61 and 5,930,024 at $22.92, respectively.

Other Equity-BasedAwa rds

For the years after 1999, a portion of the executive long-term incentives was awarded in the form of
performance shares. Performance shares were awarded in January 2001, January 2002 and January 2003.
The performance shares vest December 31, 2003, December 31, 2004 and December 31, 2005,
respectively, and are paid out half in shares of Edison International common stock and half in cash. The
number of shares that will be paid out from the 2002 and 2003 performance share awards will depend on
the performance of Edison International common stock relative to the stock performance of a specific
group of peer companies. The 2001 performance share values are accrued ratably over the three-year
performance period. The 2002 and 2003 performance shares will be valued based on Edison International's
stock performance relative to the stock performance of other such entities.

In March 2001, deferred stock units were awarded as part of a retention program. These vest and were paid
on March 12, 2003 in shares of Edison International common stock.

In October 2001, a stock option retention exchange offer was extended, offering holders of Edison
International stock options granted in 2000 the opportunity to exchange those options for a lesser number of
deferred stock units. The exchange ratio was based on the Black-Scholes value of the options and the stock
price at the time the offer was extended. The exchange took place in November 2001; the options that
participants elected to exchange were cancelled, and deferred stock units were issued. Approximately three
options were cancelled for each deferred stock unit issued. Twenty-five percent of the deferred stock units
will vest and be paid in Edison International common stock per year over four years; the first and second
vesting dates were in November 2002 and November 2003, respectively. The following assumptions were
used in determining fair value through the Black-Scholes option-pricing model: expected life - 8 to 9 years;
risk-free interest rate - 5.1 %; expected volatility - 52%.
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See Note I for Edison International's accounting policy and expenses related to stock-based employee
compensation.

Note 8. Jointly Owned Utility Projects

SCE owns interests in several generating stations and transmission systems for which each participant
provides its own financing. SCE's share of expenses for each project is included in the consolidated
statements of income.

The investment in each project as of December 31, 2003 is:

Accumulated
Depreciation

Investment and Ownership
In millions in Facility Amortization Interest
Transmission systems:

Eldorado $ 45 S 11 60%
Pacific Intertie 257 80 50

Generating stations:
Four Comers Units 4 and 5 (coal) 488 384 48
Mohave (coal) " 347 257 56
Palo Verde (nuclear)(2 1,657 1,460 16
San Onofre (nuclear)(2) 4,297 3,923 75

Total $7,091 S 6,115

(2) A portion is included in regulatory assets on the consolidated balance sheet. See Note 1.
(2) Included in regulatory assets on the consolidated balance sheet.

Note 9. Commitments

Leases

Edison International has operating leases for office space, vehicles, property and other equipment (with
varying terms, provisions and expiration dates).

During 2001, EME entered into a sale-leaseback of its Homer City facilities to third-party lessors for an
aggregate purchase price of$ 1.6 billion, consisting of $782 million in cash and assumption of debt (with a
fair value of $809 million).

During 2000, EME entered into a sale-leaseback transaction for power facilities, located in Illinois, with
third party lessors for an aggregate purchase price of S1 A billion.

The lease costs for the power facilities will be levelized over the terms of the power facilities' respective
leases. The gain on the sale of the facilities, power plant and equipment has been deferred and is being
amortized over the terms of the respective leases.

In connection with EME's acquisition of the Illinois plants, EME assigned the right to purchase the Collins
Station in Illinois to third-party lessors. The third-party lessors purchased the Collins Station and entered
into leases of the plant with EME. The base lease rent includes both a fixed and variable component; the
variable component of which is impacted by movements in defined short-term interest rate indexes. See
further discussion in Note 16.
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Estimated remaining commitments (the majority of which are related to EME's long-term leases for the
Collins, Powerton, Joliet and Homer City power plants) for noncancelable leases at December 31, 2003 are:

Year ended December 31, In millions
2004 S 334
2005 374
2006 452
2007 487
2008 484
Thereafter 4,577
Total $ 6,708

Operating lease expense was $257 million in 2003, $249 million in 2002 and $182 million in 2001.

Nuclear Decommissioning

Effective January 1, 2003, SCE adopted a new accounting standard, Accounting for Asset Retirement
Obligations, which requires entities to record the fair value of a liability for a legal ARO in the period in
which it is incurred. At that time, SCE adjusted its nuclear decommissioning obligation, increased its
unamortized nuclear investment for a new ARO asset, and recorded a regulatory liability to defer the
impact on earnings of the change in accounting principle (see further details in "New Accounting
Principles" in Note 1). The fair value of decommissioning SCE's nuclear power facilities is $2.1 billion
as of December 31, 2003, based on site-specific studies performed in 2001 for San Onofre and Palo
Verde. Changes in the estimated costs, timing of decommissioning, or the assumptions underlying these
estimates could cause material revisions to the estimated total cost to decommission in the near term.
SCE estimates that it will spend approximately $11.4 billion through 2049 to decommission its nuclear
facilities. This estimate is based on SCE's current-dollar decommissioning cost methodology used for
rate-making purposes, escalated at rates ranging from 0.9% to 10.0% (depending on the cost element)
annually. These costs are expected to be funded from independent decommissioning trusts, which
effective October 2003 receive contributions of approximately $32 million per year. SCE estimates
annual after-tax earnings on the decommissioning funds of 3.7% to 6.5%. If the assumed return on trust
assets is not earned, it is probable that additional funds needed for decommissioning will be recoverable
through rates.

Decommissioning of San Onofre Unit I (shut down in 1992 per CPUC agreement) started in 1999 and
will continue through 2008. All of SCE's San Onofre Unit 1 decommissioning costs will be paid from its
nuclear decommissioning trust funds. The estimated remaining cost to decommission San Onofre Unit I
is recorded as an ARO liability ($177 million at December 31, 2003). Total expenditures for the
decommissioning of San Onofre Unit I were $317 million through December 31, 2003.

SCE plans to decommission its nuclear generating facilities by a prompt removal method authorized by
the Nuclear Regulatory Commission. Decommissioning is expected to begin after the plants' operating
licenses expire. The operating licenses expire in 2022 for San Onofre Units 2 and 3, and in 2024, 2026
and 2027 for the Palo Verde units. Decommissioning costs, which are recovered through nonbypassable
customer rates over the term of each nuclear facility's operating license, are recorded as a component of
depreciation expense, with a corresponding credit to the ARO regulatory liability. The earnings impact of
amortization of the ARO asset included within the unamortized nuclear investment and accretion of the
ARO liability, both created under this new standard, are deferred as increases to the ARO regulatory
liability account, with no impact on earnings.
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SCE has collected in rates amounts for the future costs of removal of its nuclear assets, and has
historically recorded these amounts in accumulated provision for depreciation and decommissioning.
However, in accordance with recent Securities and Exchange Commission accounting guidance, the
amounts accrued in accumulated provision for depreciation and decommissioning for nuclear
decommissioning and costs of removal were reclassified to regulatory liabilities as of December 31, 2002.
Upon implementation of the new accounting standard for AROs, SCE reversed the decommissioning
amounts collected for assets legally required to be removed and recorded the fair value of this ARO
(included in the deferred credits and other liabilities section of the consolidated balance sheet). The cost
of removal amounts collected for assets not legally required to be removed remain in regulatory liabilities
as of December 31,2003.

Decommissioning expense under the rate-making method was $118 million in 2003, S73 million in 2002
and $96 million in 2001. The ARO for decommissioning SCE's active nuclear facilities was S1.9 billion
at December 31,2003 and $ 1.8 billion at December 31, 2002.

Decommissioning funds collected in rates are placed in independent trusts, which, together with
accumulated earnings, will be utilized solely for decommissioning.

Trust investments (at fair value) include:

In millions Maturity Dates December 31, 2003 2002
Municipal bonds 2004- 2041 S 702 $ 486
Stock - 1,324 1,085
United States government issues 2004 -2033 363 264
Corporate bonds 2004 - 2038 91 270
Short-term 2004 50 105

Total $ 2,530 S 2,210

Note: Maturity dates as of December 31, 2003.

Trust fund earnings (based on specific identification) increase the trust fund balance and the ARO
regulatory liability. Net earnings (loss) were $93 million in 2003, S(25) million in 2002 and S13 million
in 2001. Proceeds from sales of securities (which are reinvested) were S2.2 billion in 2003, $3.8 billion
in 2002 and $3.9 billion in 2001. Gross unrealized holding gains were $677 million and $443 million at
December 31, 2003 and 2002, respectively. There were no unrealized holding losses for the years
presented. Approximately 91% of the cumulative trust fund contributions were tax-deductible.

Other Commitments

At December 31, 2003, EME had firm commitments to spend approximately $80 million on construction
and other capital investments during 2004 through 2006. The construction expenditures primarily relate
to the construction of a power plant in New Zealand by Contact Energy. The capital expenditures
primarily relate to new plant and equipment at EME's Midwest Generation subsidiary and its Contact
Energy project.

At December 31, 2003, EME's Midwest Generation subsidiary was party to a long-term power-purchase
contract. The contract requires Midwest Generation to pay a monthly capacity payment and gives
Midwest Generation an option to purchase energy at prices based primarily on operations and
maintenance and fuel costs.
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An EME subsidiary entered into a coal cleaning agreement with an outside party to operate and maintain
a coal cleaning plant owned by the EME subsidiary. Under the terms of the agreement, the subsidiary is
obligated to reimburse the outside party for the actual costs incurred in the operations and maintenance of
the coal cleaning plant, a fixed general and administrative service fee and an operating fee that is
dependent on the level of tonnage. The agreement expires on December 31, 2005, with a two-year
extension option.

At December 31, 2003, commitments related to these two contracts discussed above are summarized as
follows: 2004 - $11 million; 2005 - $10 million; 2006 - $4 million; 2007 - S4 million; and 2008 -
$4 million.

SCE and EME have fuel supply contracts which require payment only if the fuel is made available for
purchase. Certain gas and coal fuel contracts require payment of certain fixed charges whether or not gas
or coal is delivered.

At December 31,2003, EME had a contractual commitment to transport natural gas. EME is committed to
pay minimum fees under this agreement, which has a term of 15 years.

SCE has power-purchase contracts with certain QFs (cogenerators and small power producers) and other
utilities. These contracts provide for capacity payments if a facility meets certain performance obligations
and energy payments based on actual power supplied to SCE. There are no requirements to make debt-
service payments. In an effort to replace higher-cost contract payments with lower-cost replacement
power, SCE has entered into purchased-power settlements to end its contract obligations with certain QFs.
The settlements are reported as power-purchase contracts on the balance sheets.

Certain commitments for the years 2004 through 2008 are estimated below:

In millions 2004 2005 2006 2007 2008
Fuel supply contracts $ 911 S 814 $ 533 $ 377 S 204
Gas transportation payments 7 7 7 7 7
Purchased-power capacity payments 682 663 637 637 444

SCE has unconditional purchase obligations for part of a power plant's generating output, as well as firm
transmission service from another utility. Minimum payments are based, in part, on the debt-service
requirements of the provider, whether or not the plant or transmission line is operable. SCE's minimum
commitment under both contracts is approximately $139 million through 2017. The purchased-power
contract is expected to provide approximately 5% of current or estimated future operating capacity, and is
reported as power-purchase contracts (approximately $28 million). The transmission service contract
requires a minimum payment of approximately $6 million a year.

As of December 31, 2003, Edison Capital had outstanding commitments of $68 million to fund energy
and infrastructure investments. Prior to funding any commitments, specific contract conditions must be
satisfied. At December 31, 2003, Edison Capital had deposited approximately $5 million as collateral for
several letters of credit currently outstanding.

EAIE's Guarantees and Indemnities

Tax Indemnity Agreements

In connection with the sale-leaseback transactions that EME has entered into related to the Collins
Station, Powerton and Joliet plants in Illinois and the Homer City facilities in Pennsylvania, EME or one
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of its subsidiaries has entered into tax indemnity agreements. Under these tax indemnity agreements,
EME has agreed to indemnify the lessors in the sale-leaseback transactions for specified adverse tax
consequences that could result in certain situations set forth in each tax indemnity agreement, including
specified defaults under the respective leases. The potential indemnity obligations under these tax
indemnity agreements could be significant. Due to the nature of these obligations under these tax
indemnity agreements, EME cannot determine a maximum potential liability. The indemnities would be
triggered by a valid claim from the lessors. EME has not recorded a liability related to these indemnities.

Indemnities Provided as Part of EME's Acquisitions

In connection with the acquisition of the Illinois plants and the Homer City project, EME agreed to
indemnify the sellers against damages, claims, fines, liabilities and expenses and losses arising from,
among other things, environmental liabilities before and after the date of each sale as specified in the
specific asset sale agreements (August 1, 1998 for Homer City and March 22, 1999 for the Illinois plants).
In the case of the Illinois plants, the indemnification claims are reduced by any insurance proceeds and
tax benefits related to such claims and are subject to a requirement by the seller to take all reasonable
steps to mitigate losses related to any such indemnification claim. Due to the nature of the obligation
under these indemnities, a maximum potential liability cannot be determined. Each of these
indemnifications is not limited in term and would be triggered by a valid claim from the respective seller.
Except as discussed below, EME has not recorded a liability related to these indemnities.

Midwest Generation entered into a supplemental agreement to resolve a dispute regarding interpretation
of its reimbursement obligation for asbestos claims under the environmental indemnities set forth in the
Illinois plants asset sale agreement. Under this supplemental agreement, Midwest Generation agreed to
reimburse the seller 50% of specific existing asbestos claims, less recovery of insurance costs, and agreed
to a sharing arrangement for liabilities associated with future asbestos related claims as specified in the
agreement. The obligations under this agreement are not subject to a maximum liability. The
supplemental agreement has a five-year term with an automatic renewal provision (subject to the right to
terminate). Payments are made under this indemnity by a valid claim provided from the seller. At
December 31, 2003, Midwest Generation recorded a $10 million liability related to this matter and had
made S1 million in payments.

Indemnities Provided Under Asset Sale Agreements

In connection with the sale of assets, EME has provided indemnities to the purchasers for taxes imposed
with respect to operations of the asset prior to the sale, and EME or its subsidiaries have received similar
indemnities from purchasers related to taxes arising from operations after the sale. EME also provided
indemnities to purchasers for items specified in each agreement (for example, specific pre-existing
litigation matters and/or environmental conditions). Due to the nature of the obligations under these
indemnity agreements, a maximum potential liability cannot be determined. Not all indemnities under the
asset sale agreements have specific expiration dates. Payments would be triggered under these
indemnities by valid claims from the sellers or purchasers, as the case may be. EME has not recorded a
liability related to these indemnities.

Guarantee of S0% of TM Star Fuel Supply Obligations

TM Star was formed for the limited purpose to sell natural gas to the March Point Cogeneration
Company, an affiliate through common ownership, under a fuel supply agreement that extends through
December 31, 2011. TM Star has entered into fuel purchase contracts with unrelated third parties to meet
a portion of the obligations under the fuel supply agreement. EME has guaranteed 50% of TM Star's
obligation under the fuel supply agreement to March Point Cogeneration. Due to the nature of the
obligation under this guarantee, a maximum potential liability cannot be determined. TM Star has met its
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obligations to March Point Cogeneration, and, accordingly, no claims against this guarantee have been
made. TM Star was merged into March Point Cogeneration Company effective as of January 16,2004,
and this guarantee terminated by operation of law as of that date.

Capacity Indemnification Agreements

EME has guaranteed, jointly and severally with Texaco Inc., the obligations of March Point Cogeneration
Company under its project power sales agreements to repay capacity payments to the project's power
purchaser in the event that the power sales agreements terminate, March Point Cogeneration Company
abandons the project, or the project fails to return to normal operations within a reasonable time after a
complete or partial shutdown, during the term of the power contracts. In addition, subsidiaries of EME
have guaranteed the obligations of Kem River Cogeneration Company and Sycamore Cogeneration
Company under their project power sales agreements to repay capacity payments to the projects' power
purchaser in the event that the projects unilaterally terminate their performance or reduce their electric
power producing capability during the term of the power contracts. The obligations under the
indemnification agreements as of December 31, 2003, if payment were required, would be $181 million.
EME has no reason to believe that any of these projects will either cease operations or reduce its electric
power producing capability during the term of its power contract.

Note 10. Contingencies

In addition to the matters disclosed in these Notes, Edison International is involved in other legal, tax and
regulatory proceedings before various courts and governmental agencies regarding matters arising in the
ordinary course of business. Edison International believes the outcome of these other proceedings will
not materially affect its results of operations or liquidity.

Aircraft Leases

Edison Capital has $63 million invested in three aircraft leased to American Airlines. The independent
auditors' opinion on the year-end 2002 financial statements of AMR Corporation, parent company of
American Airlines, questions AMR Corporation's ability to continue as a going concern. As disclosed in
AMR Corporation's Form IOQ filing for September 30, 2003, there were some improvements made in
2003, such as concessionary agreements with unions and certain other lessors, and reporting operating
income of $165 million for the third quarter of 2003. However, significant uncertainty remains and if
American Airlines defaults in making its lease payments, the lenders with a security interest in the aircraft
or leases may exercise remedies that could lead to a loss of some or all of Edison Capital's investment in
the aircraft plus any accrued interest. The total maximum loss exposure to Edison Capital in 2004 is
$46 million. A restructure of the lease could also result in a loss of some or all of the investment. At
December 31, 2003, American Airlines was current in its lease payments to Edison Capital.

Employee Compensation and Benefit Plans

On July 31, 2003, a federal district court held that the formula used in a cash balance pension plan created
by International Business Machine Corporation (IBM) in 1999 violated the age discrimination provisions
of the Employee Retirement Income Security Act of 1974. In its decision, the federal district court set
forth a standard for cash balance pension plans. This decision, however, conflicts with the decisions from
two other federal district courts and with the proposed regulations for cash balance pension plans issued
by the IRS in December 2002. On February 12, 2004, the same federal district court ruled that IBM must
make back payments to workers covered under this plan. IBM has indicated that it will appeal both
decisions to the United States Court of Appeals for the Seventh Circuit. The formula for Edison
International's cash balance pension plan does not meet the standard set forth in the federal district court's
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July 31, 2003 decision. Edison International cannot predict with certainty the effect of the two IBM
decisions on Edison International's cash balance pension plan.

EnvironmentalRemediation

Edison International is subject to numerous environmental laws and regulations, which require it to incur
substantial costs to operate existing facilities, construct and operate new facilities, and mitigate or remove
the effect of past operations on the environment.

Edison International believes that it is in substantial compliance with environmental regulatory
requirements; however, possible future developments, such as the enactment of more stringent
environmental laws and regulations, could affect the costs and the manner in which business is conducted
and could cause substantial additional capital expenditures. There is no assurance that additional costs
would be recovered from customers or that Edison International's financial position and results of
operations would not be materially affected.

Edison International records its environmental remediation liabilities when site assessments and/or
remedial actions are probable and a range of reasonably likely cleanup costs can be estimated. Edison
International reviews its sites and measures the liability quarterly, by assessing a range of reasonably
likely costs for each identified site using currently available information, including existing technology,
presently enacted laws and regulations, experience gained at similar sites, and the probable level of
involvement and financial condition of other potentially responsible parties. These estimates include
costs for site investigations, remediation, operations and maintenance, monitoring and site closure.
Unless there is a probable amount, Edison International records the lower end of this reasonably likely
range of costs (classified as other long-term liabilities) at undiscounted amounts.

Edison International's recorded estimated minimum liability to remediate its 32 identified sites at SCE
(26 sites) and EME (6 sites related to Midwest Generation) is S94 million, $92 million of which is related
to SCE. In third quarter 2003, SCE sold certain oil storage and pipeline facilities. This sale caused a
reduction in Edison International's recorded estimated minimum environmental liability. Edison
International's other subsidiaries have no identified remediation sites. The ultimate costs to clean up
Edison International's identified sites may vary from its recorded liability due to numerous uncertainties
inherent in the estimation process, such as: the extent and nature of contamination; the scarcity of reliable
data for identified sites; the varying costs of alternative cleanup methods; developments resulting from
investigatory studies; the possibility of identifying additional sites; and the time periods over which site
remediation is expected to occur. Edison International believes that, due to these uncertainties, it is
reasonably possible that cleanup costs could exceed its recorded liability by up to $238 million, all of
which is related to SCE. The upper limit of this range of costs was estimated using assumptions least
favorable to Edison International among a range of reasonably possible outcomes.

The CPUC allows SCE to recover environmental remediation costs at certain sites, representing
$34 million of its recorded liability, through an incentive mechanism (SCE may request to include
additional sites). Under this mechanism, SCE will recover 90% of cleanup costs through customer rates;
shareholders fund the remaining 10%, with the opportunity to recover these costs from insurance carriers
and other third parties. SCE has successfully settled insurance claims with all responsible carriers. SCE
expects to recover costs incurred at its remaining sites through customer rates. SCE has recorded a
regulatory asset of $71 million for its estimated minimum environmental-cleanup costs expected to be
recovered through customer rates.

Edison International's identified sites include several sites for which there is a lack of currently available
information, including the nature and magnitude of contamination, and the extent, if any, that Edison
International may be held responsible for contributing to any costs incurred for remediating these sites.
Thus, no reasonable estimate of cleanup costs can be made for these sites.
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Edison International expects to clean up its identified sites over a period of up to 30 years. Remediation
costs in each of the next several years are expected to range from $13 million to $25 million. Recorded
costs for 2003 were $14 million.

Based on currently available information, Edison International believes it is unlikely that it will incur
amounts in excess of the upper limit of the estimated range for its identified sites and, based upon the
CPUC's regulatory treatment of environmental remediation costs incurred at SCE, Edison International
believes that costs ultimately recorded will not materially affect its results of operations or financial
position. There can be no assurance, however, that future developments, including additional information
about existing sites or the identification of new sites, will not require material revisions to such estimates.

Federal Income Taxes

In August 2002, Edison International received a notice from the IRS asserting deficiencies in federal
corporate income taxes for its 1994 to 1996 tax years. The vast majority of the asserted tax deficiencies
are timing differences and, therefore, amounts ultimately paid (exclusive of interest and penalties), if any,
would benefit Edison International as future tax deductions. Edison International believes that it has
meritorious legal defenses to those deficiencies and believes that the ultimate outcome of this matter will
not result in a material impact on Edison International's consolidated results of operations or financial
position.

Among the issues raised by the IRS in the 1994 to 1996 audit was Edison Capital's treatment of the EPZ
and Dutch electric locomotive leases. Written protests were filed against these deficiency notices, as well
as other alleged deficiencies, asserting that the IRS's position misstates material facts, misapplies the law
and is incorrect. This matter is now being considered by the Administrative Appeals branch of the IRS.
Edison Capital will contest the assessment through administrative appeals and litigation, if necessary, and
believes it should prevail in an outcome that will not have a material adverse financial impact.

The IRS is examining the tax returns for Edison International, which includes Edison Capital, for years
1997 through 1999. Edison Capital expects the IRS will also challenge several of its other leveraged
leases based on recent Revenue Rulings addressing a specific type of leveraged lease (termed a lease
in/lease out or LILO transaction). Edison Capital believes that the position described in the Revenue
Ruling is incorrectly applied to Edison Capital's transactions and that its leveraged leases are factually
and legally distinguishable in material respects from that position. Edison Capital intends to defend, and
litigate if necessary, against any challenges based on that position.

Investigation Regarding Performance Incentives Rewards

SCE is eligible under its CPUC-approved performance-based rate-making (PBR) mechanism to earn
rewards or penalties based on its performance in comparison to CPUC-approved standards of reliability,
customer satisfaction, and employee safety. SCE received two letters over the last year from anonymous
employees alleging that personnel in the service planning group of SCE's transmission and distribution
business unit altered or omitted data in attempts to influence the outcome of customer satisfaction surveys
conducted by an independent survey organization. The results of these surveys are used, along with other
factors, to determine the amounts of any incentive rewards or penalties to SCE under the PBR provisions
for customer satisfaction. SCE is conducting an internal investigation and has determined that some
wrongdoing by a number of the service planning employees has occurred. SCE has informed the CPUC
of its findings to date, and will continue to inform the CPUC of developments as the investigation
progresses. SCE anticipates that, after the investigation is completed, there may be CPUC proceedings to
determine whether any portion of past and potential rewards for customer satisfaction should be refunded
or disallowed. It also is possible that penalties could be imposed. SCE recorded aggregate customer
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satisfaction rewards of $28 million for the years 1998, 1999, and 2000. Potential customer satisfaction
rewards aggregating $10 million for 2001 and 2002 are pending before the CPUC and have not been
recognized in income by SCE. SCE also had anticipated that it could be eligible for customer satisfaction
rewards of about $10 million for2003. SCE has not yet been able to determnine whether orto what extent
employee misconduct has compromised the surveys that are the basis for a portion of the awards.
Accordingly, SCE cannot predict with certainty the outcome of this matter. SCE plans to complete its
investigation as quickly as possible and cooperate fully with the CPUC in taking appropriate remedial
action.

Navajo Nation Litigation

In June 1999, the Navajo Nation filed a complaint in the United States District Court for the District of
Columbia (D.C. District Court) against Peabody Holding Company (Peabody) and certain of its affiliates,
Salt River Project Agricultural Improvement and Power District, and SCE arising out of the coal supply
agreement for Mohave. The complaint asserts claims for, among other things, violations of the federal
Racketeer Influenced and Corrupt Organizations statute, interference with fiduciary duties and contractual
relations, fraudulent misrepresentation by nondisclosure, and various contract-related claims. The
complaint claims that the defendants' actions prevented the Navajo Nation from obtaining the full value
in royalty rates for the coal. The complaint seeks damages of not less than $600 million, trebling of that
amount, and punitive damages of not less than $1 billion, as well as a declaration that Peabody's lease and
contract rights to mine coal on Navajo Nation lands should be terminated. SCE joined Peabody's motion
to strike the Navajo Nation's complaint. In addition, SCE and other defendants filed motions to dismiss.

Some of the issues included in this case were addressed by the United States Supreme Court in a separate
legal proceeding filed by the Navajo Nation in the Court of Federal Claims against the United States
Department of Interior. In that action, the Navajo Nation claimed that the Government breached its
fiduciary duty concerning negotiations relating to the coal lease involved in the Navajo Nation's lawsuit
against SCE and Peabody. On March 4,2003, the Supreme Court concluded, by majority decision, that
there was no breach of a fiduciary duty and that the Navajo Nation did not have a right to relief against the
Government. Based on the Supreme Court's analysis, on April 28, 2003, SCE filed a motion to dismiss or,
in the alternative, for summary judgment in the D.C. District Court action. The motion remains pending.

The Federal Circuit Court of Appeals, acting on a suggestion on remand filed by the Navajo Nation, held
in a October 24, 2003 decision that the Supreme Court's March 24, 2003 decision was focused on three
specific statutes or regulations and therefore did not address the question of whether a network of other
statutes, treaties and regulations imposed judicially enforceable fiduciary duties on the United States
during the time period in question. The Govemment and the Navajo Nation both filed petitions for
rehearing of the October 24, 2003 Court of Appeals decision. Both petitions were denied on March 9,
2004.

SCE cannot predict with certainty the outcome of the 1999 Navajo Nation's complaint against SCE, the
impact of the Supreme Court's decision in the Navajo Nation's suit against the Government on this
complaint, or the impact of the complaint on the operation of Mohave beyond 2005.

Nuclear Insurance

Federal law limits public liability claims from a nuclear incident to $10.9 billion. SCE and other owners
of the San Onofre and Palo Verde Nuclear Generating Stations have purchased the maximum private
primary insurance available ($300 million). The balance is covered by the industry's retrospective rating
plan that uses deferred premium charges to every reactor licensee if a nuclear incident at any licensed
reactor in the United States results in claims and/or costs which exceed the primary insurance at that plant
site. Federal regulations require this secondary level of financial protection. The Nuclear Regulatory
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Commission exempted San Onofre Unit 1 from this secondary level, effective June 1994. The maximum
deferred premium for each nuclear incident is 5101 million per reactor, but not more than S 10 million per
reactor may be charged in any one year for each incident. Based on its ownership interests, SCE could be
required to pay a maximum of$ 199 million per nuclear incident. However, it would have to pay no more
than $20 million per incident in any one year. Such amounts include a 5% surcharge if additional funds
are needed to satisfy public liability claims and are subject to adjustment for inflation. If the public
liability limit above is insufficient, federal regulations may impose further revenue-raising measures to
pay claims, including a possible additional assessment on all licensed reactor operators. The United
States Congress has extended the expiration date of the applicable law until December 31, 2004.

Property damage insurance covers losses up to $500 million, including decontamination costs, at San
Onofre and Palo Verde. Decontamination liability and property damage coverage exceeding the primary
$500 million also has been purchased in amounts greater than federal requirements. Additional insurance
covers part of replacement power expenses during an accident-related nuclear unit outage. A mutual
insurance company owned by utilities with nuclear facilities issues these policies. If losses at any nuclear
facility covered by the arrangement were to exceed the accumulated funds for these insurance programs,
SCE could be assessed retrospective premium adjustments of up to $38 million per year. Insurance
premiums are charged to operating expense.

Spent Nuclear Fuel

Under federal law, the United States DOE is responsible for the selection and construction of a facility for
the permanent disposal of spent nuclear fuel and high-level radioactive waste. The DOE has the
obligation to begin acceptance of spent nuclear fuel not later than January 31, 1998. However, the DOE
did not meet its obligation. It is not certain when the DOE will begin accepting spent nuclear fuel from
San Onofre or other nuclear power plants. Extended delays by the DOE have led to the construction of
costly altematives, including siting and environmental issues. SCE has paid the DOE the required one-
time fee applicable to nuclear generation at San Onofre through April 6, 1983 (approximately
$24 million, plus interest). SCE is also paying the required quarterly fee equal to 0.1 I -per-kWh of
nuclear-generated electricity sold after April 6, 1983. On January 29, 2004, SCE, as operating agent, filed
a complaint against the DOE in the Federal Court of Claims seeking damages for DOE's failure to meet
its obligation to begin accepting spent nuclear fuel from San Onofre.

SCE has primary responsibility for the interim storage of spent nuclear fuel generated at San Onofre.
Spent nuclear fuel is stored in the San Onofre Units 1, 2 and 3 spent fuel pools and the San Onofre
independent spent fuel storage installation. Movement of Unit I spent fuel from the Unit 3 spent fuel
pool to the independent spent fuel storage installation was completed in late 2003. Movement of Unit I
spent fuel from the Unit I spent fuel pool to the independent spent fuel storage installation is scheduled to
be completed by late 2004 and from the Unit 2 spent fuel pool to the independent spent fuel storage
installation by late 2005. With these moves, there will be sufficient space in the Unit 2 and 3 spent fuel
pools to meet plant requirements through mid-2007 and mid-2008, respectively. In order to maintain a
full core off-load capability, SCE is planning to begin moving Unit 2 and 3 spent fuel into the
independent spent fuel storage installation by early 2006.

In order to increase on-site storage capacity and maintain core off-load capability, Palo Verde has
constructed a dry cask storage facility. Arizona Public Service, as operating agent, plans to continually
load casks on a schedule to maintain full core off-load capability for all three units.

Storm Lake

As of December 31, 2003, Edison Capital had an investment of approximately $73 million in Storm Lake
Power, a project developed by Enron Wind, a subsidiary of Enron Corporation. As of December 31,
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2003, Storrn Lake had outstanding loans of approximately $60 million. The lenders claim that Enron's
bankruptcy, among other things, is an event of default under the loan agreement and as a result, the debt
has been reclassified to long-term debt due within one year. However, the lenders are currently
discussing resolution of the defaults with Storm Lake and are not actively pursuing remedies.

Note 11. Investments in Leveraged Leases, Partnerships and Unconsolidated Subsidiaries

Leveraged Leases

Edison Capital is the lessor in various power generation, electric transmission and distribution,
transportation and telecommunication leases with terms of 24 to 38 years. Each of Edison Capital's
leveraged lease transactions was completed and accounted for in accordance with lease accounting
standards. All operating, maintenance, insurance and decommissioning costs are the responsibility of the
lessees. The acquisition cost of these facilities was $6.9 billion at both December 31, 2003 and 2002.

The equity investment in these facilities is generally 20% of the cost to acquire the facilities. The balance
of the acquisition costs was funded by nonrecourse debt secured by first liens on the leased property. The
lenders do not have recourse to Edison Capital in the event of loan default.

The net income from leveraged leases is:

In millions Year ended December31, 2003 2002 2001
Income from leveraged leases $ 82 $ 105 $ 154
Recomputation due to tax rate change - (99)
Tax effect of pre-tax income:

Current 40 138 246
Deferred (71) (86) (307)
Total tax (expense) benefit (31) 52 (61)

Net income from leveraged leases $ 51 $ 58 $ 93

The net investment in leveraged leases is:

In millions December 31, 2003 2002
Rentals receivable (net of principal and interest on nonrecourse debt) S 3,497 $ 3,496
Unearned income (1,178) (1,260)
Investment in leveraged leases 2,319 2,236
Estimated residual value 42 42
Deferred income taxes (2,055) (2,044)

Net Investment in leveraged leases S 306 S 234

Partnerships and Unconsolidated Subsidiaries

Edison International and its nonutility subsidiaries have equity interests primarily in energy projects, oil
and gas and real estate investment partnerships. The difference between the carrying value of energy
projects and oil and gas investments and the underlying equity in the net assets was $264 million at
December 31, 2003. The difference related to the energy projects is being amortized over the life of the
energy projects; the difference related to the oil and gas investments is amortized on a unit-of-production
basis over the life of the reserves for the oil and gas projects. Amortization stopped January 1, 2002 in
accordance with a new accounting standard.
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Summarized financial information of these investments is:

In millions Year ended December31, 2003 2002 2001
Revenue S 4,068 S 1,523 S 3,380
Expenses 3,450 1,312 2,847
Net income S 618 $ 211 $ 533

In millions December 31, 2003 2002
Current assets S 1,804 S 790
Other assets 12,056 5,564
Total assets $13,860 S 6,354
Current liabilities S 1,239 $1,205
Other liabilities 7,930 3,759
Equity 4,691 1,390
Total liabilities and equity 513,860 S 6,354

The undistributed earnings of investments accounted for by the equity method were $283 million in 2003
and $275 million in 2002.

Note 12. Business Segments

Edison International's reportable business segments include its electric utility operation segment (SCE), a
nonutility power generation segment (EME) and a financial services provider segment (Edison Capital).
Its segments are based on Edison International's internal organization. They are separate business units
and are managed separately. Edison International evaluates performance based on net income.

SCE is a rate-regulated electric utility that supplies electric energy to a 50,000 square-mile area of central,
coastal and Southern California. SCE also produces electricity. EME is engaged in the operation of
electric power generation facilities worldwide. EME also conducts energy trading and price risk
management activities in markets where power generation facilities are open to competition. Edison
Capital is a provider of financial services with investments worldwide.

The accounting policies of the segments are the same as those described in Note 1.

A significant source of revenue from EME's sale of energy and capacity is derived from its Midwest
Generation subsidiary's sales to Exelon Generation Company under power purchase agreements terminating
in December 2004. Revenue from such sales was $708 million in 2003 and S 1.1 billion for each of the
years 2002 and 2001. The nonutility power generation segment is responsible for the goodwill reported on
the consolidated balance sheets.
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Edison International's business segment information is:

Nonutility
Electric Power Financial Corporate Edison

In millions Utility Generation Services & Other(X) International

2003
Operating revenue $ 8,853 $ 3,181 $ 88 $ 13 $ 12,135
Depreciation, decommissioning

and amortization 882 290 12 - 1,184
Interest and dividend income 100 16 8 3 127
Equity in income from partnerships and

unconsolidated subsidiaries - net - 368 (14) - 354
Interest expense - net of amounts

capitalized 457 498 26 245 1,226
Income tax (benefit)-continuing operations 388 (24) (38) (113) 213
Income (loss) from continuing operations 872 28 57 (178) 779
Net income (loss) 922(2) 20 57 (178) 821
Total assets 18,466 12,078 3,418 1,000 34,962
Additions to and acquisition of

propertyandplant 1,161 127 - - 1,288

2002
Operating revenue S 8,705 $ 2,750 $ 7 $ 26 S 11,488
Depreciation, decommissioning

and amortization 780 247 - 3 1,030
Interest and dividend income 262 18 (1) 8 287
Equity in income from partnerships and

unconsolidated subsidiaries - net - 283 (34) - 249
Interest expense - net of amounts

capitalized 584 452 36 211 1,283
Income tax (benefit) - continuing operations 642 38 (146) (143) 391
Income (loss) from continuing operations 1,228 82 33 (208) 1,135
Net income (loss) 1,228(2 25 33 (209) 1,077
Total assets 18,637 11,092 3,479 399 33,607
Additions to and acquisition of

property and plant 1,046 554 1 (11) 1,590

2001
Operating revenue S 8,120 S 2,594 $ 202 $ 146 S 11,062
Depreciation, decommissioning

and amortization ,681 273 17 2 973
Interest and dividend income 215 35 19 13 282
Equity in income from partnerships and

unconsolidated subsidiaries-net - 374 (31) - 343
Interest expense - net of amounts

capitalized 785 547 64 186 1,582
Income tax (benefit) - continuing operations 1,658 96 (24) (83) 1,647
Income (loss) from continuing operations 2,386 113 84 (181) 2,402
Net income (loss) 2,386(2) (1,121) 84 (314) 1,035
Total assets 22,453 10,730 3,736 (145) 36,774
Additions to and acquisition of

property and plant 688 242 3 - 933

(I) Includes amounts from nonutility subsidiaries (including MEHC), as well as Edison International (parent) not
significant as a reportable segment

(2) Net income available for common stock.
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The net income reported for electric utility includes earnings from discontinued operations of $50 million
for 2003. The net income (loss) reported for nonutility power generation includes earnings (loss) from
discontinued operations of $1 million for 2003, S(57) million for 2002 and $(1.2) billion for 2001. The
net loss reported for corporate and other includes loss from discontinued operations of $(I) million for
2002 and $(133) million for 2001.

Geographic Information

Electric power and steam generated domestically by EME is sold primarily under long-term contracts to
electric utilities, through a centralized power pool, or under a power-purchase agreement with a term of
up to five years. A project in Australia sells its energy through a centralized power pool. A project in the
United Kingdom sells its energy production by entering into physical bilateral contracts with various
counterparties. Other electric power generated overseas is sold under short- and long-term contracts to
electricity companies, electricity buying groups or electric utilities located in the country where the power
is generated.

Edison International's foreign and domestic revenue and assets information is:

In millions Year ended December 31, 2003 2002 2001
Revenue
United States S 10,533 S 10,331 S 10,141
Foreign countries:

United Kingdom 371 317 324
Australia 234 204 166
New Zealand 756 493 294
Netherlands 5 (24) -

South Africa 6 (16)
Switzerland 62 56 -
Other 168 127 137

Total $ 12,135 $ 11,488 $ 11,062

In millions December 31, 2003 2002
Assets
United States(') S 25,602 $ 25,743
Foreign countries:

United Kingdom(') 1,630 1,680
Australia 1,989 1,565
New Zealand 2,640 1,738
Netherlands 562 556
South Africa 642 646
Switzerland 545 483
Other 1,352 1,196

Total $ 34,962 S 33,607

(I) Includes asscts of discontinued operations.
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Note 13. Acquisitions and Dispositions

Acquisitions

On July 17, 2003, SCE signed an option agreement with Sequoia Generating LLC, a subsidiary of
InterGen, to acquire Mountainview Power Company LLC, the owner of a new power plant currently
being developed in Redlands, California. This acquisition requires regulatory approval from both the
CPUC and the FERC. On December 18, 2003, the CPUC approved SCE's application proposing a
power-purchase agreement between SCE and Mountainview Power Company LLC. On February 25,
2004, the FERC granted conditional approval of the power-purchase agreement. On February 28, 2004,
SCE exercised its option to purchase Mountainview. The purchase is expected to close in March 2004.
SCE will recommence full construction of the project once the purchase closes.

On March 3, 2003, Contact Energy, EME's 51% owned subsidiary, completed a transaction with NGC
Holdings Ltd. to acquire the Taranaki combined cycle power station and related interests. Consideration
for the Taranaki station consisted of a cash payment of approximately $275 million, which was initially
financed with bridge loan facilities. The bridge loan facilities were subsequently repaid with proceeds
from Contact Energy's issuance of long-term United States dollar denominated notes. The Taranaki
station is a 357 MW combined cycle, natural gas-fired plant located near Stratford, New Zealand.

During the second quarter of 2001, EME completed the purchase of additional shares of Contact Energy
Ltd. forNZ$152 million, increasing its ownership interest from 43% to 51%. EME acquired 40% of the
shares of Contact Energy during 1999 and increased its share of ownership to 43% during 2000.
Accordingly, EME began accounting for Contact Energy on a consolidated basis effective June 1, 2001,
upon acquisition of a controlling interest. Prior to June 1,2001, EME used the equity method of accounting
for Contact Energy. To finance the purchase of the additional shares in 2001, EME obtained a
NZS135 million, 364-day bridge loan from an investment bank under a credit facility, which was syndicated
by the bank. In addition to other security arrangements, a security interest over all Contact Energy shares
held has been provided as collateral. From June 2001 to October 2001, EME issued through one of its
subsidiaries new preferred securities. The proceeds were used to repay borrowings outstanding under a
credit facility and to repay the bridge loan.

In February 2001, EME completed the acquisition of a 50% interest in CBK Power Co. Ltd. for $20 million.
CBK Power has entered into a 25-year build-rehabilitate-transfer-and-operate agreement with National
Power Corporation related to a hydroelectric project located in the Philippines. Financing for this
$460 million project includes equity commitments of $117 million (EME's share is approximately
S59 million) and debt financing, which is in place for the remainder of the cost of this project. The
indebtedness incurred by CBK Power is nonrecourse to EME.

Dispositions

On January 7, 2004, EME completed the sale of 100% of its stock of Edison Mission Energy Oil & Gas,
which in turn holds minority interests in Four Star Oil & Gas. Proceeds from the sale were approximately
$100 million. EME expects to record a pre-tax gain on the sale of approximately $47 million during the
first quarter of 2004.

In 2003, SCE completed the sale of certain oil storage and pipeline facilities. See additional discussion in
Note 15.

e

On December 31, 2003, EME agreed to sell its 50% partnership interest in its Brooklyn Navy Yard
project to a third party. Completion of the sale, currently expected in the first quarter of 2004, is subject
to closing conditions, including obtaining regulatory approval. Proceeds from the sale are expected to be
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approximately $42 million. EME recorded an impairment charge of $53 million during the fourth quarter
of 2003 related to the planned disposition of this investment.

On November 21, 2003, Gordonsville Energy Limited Partnership, in which EME owns a 50% interest,
completed the sale of the Gordonsville cogeneration facility. Proceeds from the sale, including
distribution of a debt service reserve fund, were $36 million. In second quarter 2003, EME recorded an
impairment charge of $6 million related to the planned disposition of this investment.

During 2002, EME completed the sales of its 50% interests in the Commonwealth Atlantic and James River
projects and its 30% interest in the Harbor project. Proceeds received from the sales were $44 million.
During 2001, EME had previously recorded asset impairment charges of $32 million related to these
projects based on the expected sales proceeds. No gain or loss was recorded from the sale of EME's
interests in these projects during 2002.

During 2001, EME completed the sales of its interests in the Nevada Sun-Peak project (50%/o), Saguaro
project (50%) and Hopewell project (25%) for a total gain on sale of S45 million ($24 million after tax). In
addition, EME entered into agreements, subject to obtaining consents from third parties and other
conditions, for the sale of its interests in the Commonwealth Atlantic, Gordonsville, EcoElectrica, Harbor
and James River projects. During 2001, EME recorded asset impairment charges of $34 million related to
these projects based on the expected sales proceeds.

Also, during 2001, EME sold a 50% interest in its Sunrise project to Texaco for $84 million (50% of the
project costs, prior to commercial operation). In late 2000, EME had purchased from Texaco all rights, title
and interest in the Sunrise project; Texaco had an option to repurchase, at cost, a 50% interest in the project.

In December 2001, EME completed the sale of the Ferrybridge and Fiddler's Ferry coal-fired power plants
located in the United Kingdom. See additional discussion in Note 15.

In 2001, Edison Capital syndicated its interests in several affordable housing projects for $169 million and
recorded fee and syndication income of $40 million (after tax) resulting from the syndication.

Note 14. Asset Impairments

In fourth quarter 2001, Edison Intemational adopted early an accounting standard for the impairment or
disposal of long-lived assets. Edison Intemational evaluates the long-lived assets whenever indicators of
impairment exist. This accounting standard requires that if the undiscounted expected future cash flow
from a company's assets or group of assets (without interest charges) is less than its carrying value, an
asset impairment must be recognized in the financial statements. The amount of the impairment is
determined by the difference between the carrying amount and fair value of the asset.

During 2003, EME recorded asset impairment charges of $304 million, consisting of $245 million related
to eight small peaking plants in Illinois (owned by Midwest Generation) and S53 million and $6 million
to write-down the estimated net proceeds from the planned sale of its interests in the Brooklyn Navy Yard
and Gordonsville projects, respectively (see Note 13). The impairment charge related to the peaking
plants resulted from a revised long-term outlook for capacity revenue from the peaking plants due to a
number of factors, including higher long-term natural gas prices and a current generation overcapacity.
The book value of these assets was written down from $286 million to an estimated fair market value of
$41 million. The estimated fair value was determined based on discounting estimated future cash flows
using a 17.5% discount rate.

During 2002, EME recorded asset impairment charges of S86 million, consisting of $61 million related to
the write-off of capitalized costs associated with the termination of equipment purchase contracts with
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Siemens Westinghouse and $25 million related to the write-off of capitalized costs associated with the
suspension of the Powerton Station selective catalytic reduction major capital environmental
improvements project at the Illinois plants.

Note 15. Discontinued Operations

On July 10, 2003, the CPUC approved SCE's sale of certain oil storage and pipeline facilities to Pacific
Terminals LLC for $158 million. In third quarter 2003, SCE recorded a $44 million after-tax gain to
shareholders.

On December 19, 2002, the lenders to EME's Lakeland project accelerated the debt owing under the bank
agreement that governs the project's indebtedness, and on December 20,2002, the Lakeland project
lenders appointed an administrative receiver over the assets of Lakeland Power Ltd. The appointment of
the administrative receiver results in the treatment of Lakeland power plant as an asset held for sale under
an accounting standard related to the impairment or disposal of long-lived assets. Due to EME's loss of
control arising from the appointment of the administrative receiver, EME no longer consolidates the
activities of Lakeland Power Ltd. The loss from operations of Lakeland in 2002 includes an impairment
charge of $92 million ($77 million after tax) and a provision for bad debts of S1 million (after tax) arising
from the write-down of the Lakeland power plant and related claims under the power sales agreement (an
asset group according to an impairment standard) to their fair market value. The fair value of the asset
group was determined based on discounted cash flows and estimated recovery under related claims under
the power sales agreement.

On December 21, 2001, EME completed the sale of the Fiddler's Ferry and Ferrybridge coal stations located
in the United Kingdom to two wholly owned subsidiaries of American Electric Power. The net proceeds
from the sale (£643 million) were used to repay borrowings outstanding under the existing debt facility
Telated to the acquisition of the plants. In addition, the buyers acquired other assets and assumed specific
liabilities associated with the plants. EME recorded a charge of $ 1.9 billion (S 1.1 billion after tax) related to
the loss on sale. The $1.9 billion charge includes the asset impairment charge recorded in third quarter 2001
to reduce the carrying value of the assets held for sale to reflect estimated fair value less the cost to sell and
related currency adjustments. EME had acquired the plants in 1999 for approximately $2.0 billion
(£l.3 billion).

In August 2001, Edison Enterprises, a wholly owned subsidiary of Edison International, sold a subsidiary
principally engaged in the business of providing residential security services and residential electrical
warrantyrepairservices. In October2001, Edison Enterprises completed the sale of substantially all of its
assets of another subsidiary (engaged in the business of commercial energy management) to the subsidiary's
current management. As a result, Edison International recorded a charge of $127 million (after tax) in 2001
related to the losses on these sales. The impairment charges recorded in 2001 to reduce the carrying value
of these investments held for sale to reflect the estimated fair value less cost to sell are included in the
S 127 million charge.

In 2003, the results of SCE's oil storage and pipeline facilities unit have been accounted for as a
discontinued operation in accordance with an accounting standard related to the impairment and disposal
of long-lived assets. Due to immateriality, the results of this unit for prior years have not been restated
and are reflected as part of continuing operations.

In 2002, the results of the Lakeland project are reflected as discontinued operations in the consolidated
financial statements in accordance with an accounting standard related to the impairment and disposal of
long-lived assets. Due to immateriality, the results of the Lakeland project in 2001 have not been restated
and are reflected as part of continuing operations.
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Notes to Consolidated Financial Statements

For all years presented, the results of the Fiddler's Ferry and Ferrybridge coal stations and Edison
Enterprises subsidiaries sold during 2001 have been reflected as discontinued operations in the
consolidated financial statements in accordance with an accounting standard related to the impairment
and disposal of long-lived assets. Unless otherwise discussed above, the consolidated financial
statements have been restated to conform to the discontinued operations presentation for all years
presented.

Revenue from discontinued operations was $21 million in 2003, $74 million in 2002 and $748 million in
2001. The before-tax earnings (losses) of the discontinued operations were S84 million in 2003,
$(74) million in 2002 and $(2.2) billion in 2001.

The carrying value of assets and liabilities of discontinued operations is:

In millions December 31, 2003 2002
Assets
Receivables - net $ - 1
Other 5 9
Total current assets 5 10
Utility plant - net - 5
Nonutility property - net - 51
Other noncurrent assets I1 57
Total assets $ 16 $ 123

Liabilities
Accounts payable and accrued liabilities $ 3 $ 23
Noncurrent liabilities 10 49
Total liabilities $ 13 $ 72

Note 16. Subsequent Event

On March 10,2004, EME's subsidiary, Midwest Generation, agreed in principle with the lease equity
investor to terminate the Collins Station lease. The agreement in principle sets forth specified conditions
required for the termination, including Midwest Generation successfully borrowing funds to finance the
repayment of Collins Station lease debt of $774 million and settlement of Midwest Generation's
termination liability with the lease equity investor. There is no assurance that the agreement in principle
will result in termination of the Collins Station lease. If the termination occurs, Midwest Generation will
take title to the Collins Station and, subject to its contractual obligation to Exelon Generation, plans to
subsequently abandon the Collins Station or sell it to a third party.

If Midwest Generation completes the lease termination and subsequently abandons the Collins Station,
EME expects to record a pre-tax loss of approximately $1 billion (approximately $620 million after tax).
This loss will reduce EME's net worth (using December 31, 2003) from S 1.9 billion to approximately
$1.3 billion. To avoid the possibility of covenant defaults which could arise from a decline in net worth,
EME plans to take the following actions before or simultaneously with the Collins Station lease
termination:

* replace its $145 million corporate credit facility with a new secured credit facility;

* repay the $28 million due under the Coal and Capex facility (guaranteed by EME); and
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Edison International

* eliminate or modify the net worth covenant in its guaranty of the Powerton-Joliet lease.

If Midwest Generation completes the termination of the Collins Station lease followed by abandonment or
sale to a third party, EME anticipates that the termination payment would result in a substantial income
tax deduction. Because of these arrangements, EME does not expect that termination of the Collins
Station lease will have a material adverse effect on its liquidity. If the lease termination does not occur,
the terms of the lease will remain in effect and Midwest Generation will seek to restructure the lease with
the lease equity investor.
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Quarterly Financial Data (Unaudited) Edison International

2003
In millions, except per-share amounts Total Fourth Third Second First
Operating revenue $ 12,135 $ 2,654 $ 3,833 $ 3,125 $ 2,523
Operating income 1,791 331 925 224 311
Income from continuing operations 779 193 500 23 63
Income from discontinued operations - net 51 3 44 . 1 3
Cumulative effect of accounting change - net (9) - - - (9)
Net income 821 196 544 24 57
Basic earnings (loss) per share:

Continuing operations 2.39 0.59 1.53 0.07 0.19
Discontinued operations 0.16 0.01 0.14 - 0.01
Cumulative effect of accounting change (0.03) - - - (0.03)
Total 2.52 0.60 1.67 0.07 0.17

Diluted earnings (loss) per share:
Continuing operations 2.37 0.59 1.52 0.07 0.19
Discontinued operations 0.16 0.01 0.13 - 0.01
Cumulative effect of accounting change (0.03) - - - (0.03)
Total 2.50 0.60 1.65 0.07 0.17

Dividends declared per share 0.20 0.20 - - -
Common stock prices:

High 22.07 22.07 19.65 17.12 14.00
Low 10.57 19.10 15.81 13.30 10.57
Close 21.93 21.93 19.10 16.43 13.69

2002
In millions, except per-share amounts Total Fourth Third Second First

Operating revenue $ 11,488 $ 2,469 $ 3,707 $ 2,824 $ 2,488
Operating income 2,372 156 703 1,204 309
Income from continuing operations 1,135 56 345 655 79
Income (loss) from discontinued operations - net (58) (80) 7 10 5
Net income (loss) 1,077 (24) 352 665 84
Basic earnings (loss) per share:

Continuing operations 3.49 0.18 1.06 2.01 0.24
Discontinued operations (0.18) (0.25) 0.02 0.03 0.02
Total 3.31 (0.07) 1.08 2.04 0.26

Diluted earnings (loss) per share:
Continuing operations 3.46 0.17 1.05 1.99 0.24
Discontinued operations (0.18) (0.24) 0.02 0.03 0.02
Total 3.28 (0.07) 1.07 2.02 0.26

Dividends declared per share - - - - -
Common stock prices:

High 19.60 12.25 17.24 19.60 17.56
Low 7.80 7.80 8.80 16.26 14.82
Close 11.85 11.85 10.00 17.00 16.75
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Selected Financial and Operating Data: 1999 - 2003 Edison International

Dollars in millions, except per-share amounts 2003 2002 2001 2000 1999

Edison International and Subsidiaries
Operating revenue S 12,135 S 11.488 S 11,062 S 10,424 S 8,932
Operating expenses S 10,344 S 9,116 $ 5,980 S 12,499 S 7,359
Income (loss) from continuing operations S 779 S 1.135 S 2,402 S (1,939) S 681
Net income (loss) S 821 S 1,077 $ 1,035 $ (1,943) S 623
Weighted-average shares of

common stock outstanding (in millions) 326 326 326 333 348
Basic earnings per share:

Continuing operations S 2.39 S 3.49 S 7.37 S (5.83) S 1.96
Discontinued operations S 0.16 S (0.18) S (4.19) S (0.01) S (0.17)
Cumulative effect of accounting change S (0.03) S - $ - 5 - S -
Total S 2.52 S 3.31 S 3.18 S (5.84) S 1.79

Diluted earnings per share S 2.50 S 3.28 S 3.17 S (5.84) S 1.79
Dividends declared per share S 0.20 S - S - S 0.84 S 1.08
Bookvaluepershareatyear-end S 16.52 S 13.62 S 10.04 S 7.43 $ 15.01
Marketvaluepershareatyear-end S 21.93 S 11.85 S 15.10 S 15.625 S 26.187
Rate of return on common equity 17.1% 27.0% 5S.0% (41.0)% 12.2%
Price/earnings ratio 8.7 3.6 4.7 . (2.7) 14.6
Ratio of earnings to fixed charges 1.65 2.08 3.21 * 1.99
Assets S 34,962 S 33,607 S 36,774 S 35,100 S 36,229
Long-term debt S 11,787 S 11,578 S 12,674 S 12,150 S 13,391
Common shareholders' equity S 5,383 S 4,437 S 3,272 S 2,420 S 5,211
Preferred stock subject to mandatory redemption S 141 S 147 S 151 S 256 S 256
Company-obligated mandatorily redeemable

securities of subsidiaries holding solely parent S - S 951 S 949 S 949 S 948
company debentures

Retained earnings S 3,466 S 2,711 S 1,634 S 599 S 3,079

Southern California Edison Company
Operating revenue S 8,854 S 8,706 S 8,126 S 7,870 S 7,548
Net income (loss) available for common stock S 922 S 1,228 $ 2,386 S (2,050) S 484
Basic earnings (loss) per Edison International

common share S 2.83 S 3.77 S 7.32 S (6.16) S 1.39
Rate of return on common equity 20.2% 31.8% 311.0% (67.6)% 15.2%
Peak demand in megawatts (MW) 20,136 18,821 17,890 19,757 19,122
Generation capacity at peak (MW) 9,861 9,767 9,802 9,886 10,431
Kilowatt-hour deliveries (in millions) 93,826 79,693 78,524 84,430 78,602
Customers (in millions) 4.60 4.53 4.47 4.42 4.36
Full-time employees 12,698 12,113 11.663 12,593 13,040
Edison Mfission Energy
Revenue S 3,181 S 2,750 S 2,594 S 2,294 S 1,083
Income from continuing operations S 28 S 82 S 113 S 101 S 109
Net income (loss) S 20 S 25 S (1,121) S 125 S 130
Assets S 12,078 S 11,092 S 10,730 S 15,017 S 15.534
Rate of return on common equity 1.1% 1.5% (46.9)% 4.3% 8.1%
Ownership in operating projects (MW) 18,733 18,688 19,019 22,759 22,037
Full-time employees 2,610 2.662 3,021 3,391 3,245
Edison Capital
Revenue S 88 S 7 S 202 S 274 S 282
Net income S 57 S 33 S 84 S 135 S 129
Assets S 3,418 S 3,479 S 3,736 S 3,713 S 2,712
Rate of return on common equity 7.5% 4.2% 11.9% 22.9% 27.0%
Full-time employees 62 61 66 119 115

* less than 1.00

During 2003, SCE sold certain oil storage and pipeline facilities. During 2002, EME recorded an impairment charge
related to its Lakeland plant and during 2001, EME sold its generating plants located in the United Kingdom and
Edison Enterprises sold the majority of its assets. Amounts presented in this table have been restated to reflect
continuing operations unless stated otherwise. See Note 15, Discontinued Operations, for further discussion.
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John E. Bryson '
Chairman of the Board,
President and Chief Executive Officer.
Edison International:
Chairman of the Board,
Southern California Edison Company;
Chairman of the Board,
Edison Capital
A director since ippot

Bradford M. Freeman 1. 4. 5

Founding Partner.
Freeman Spogli c Co.
(private investment company)
Los Angeles, California
A director since 2002

Bruce Karatz 1'
Chairman and Chief Executive Officer,
KB Home (homebuilding)
Los Angeles. California
A director since 2002

Luis G. Nogales 2-4

Managing Partner,
Nogales Investors. ruc

(private equity investment company)
Los Angeles, Califernia
A director since i993

Ronald L. Olson 3'4

Senior Partner,
Munger, Tolles and Olson (lawfirm)
LosAngeles, California
A director since zpp5

James M. Rosser -' 3
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California State University, Los Angeles
Los Angeles, California
A director since 1985

Richard T. Schlosberg, III '
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and Chief Executive Officer,
The David and Lucile Packard
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San Antonio, Texas
A director since 2002

Robert H. Smith ':
Robert H. Smith Investments
and Consulting
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Pasadena, California
A director since 987

Thomas C. Sutton '
Chairman of the Board and
Chief Executive Officer.
Pacific Life Insurance Company
Newport Beach, California
A director since 1995

Daniel M. Tellep 2.4

Retired Chairman of the Board,
Lockheed Martin Corporation
(aerospace industry)
Saratoga, Glifornia
A director since 5992

tAudit Committee
z Compensation and Exccutrive

Personnel Committee
3 Executive Committee
4 Financc Committce
sNominating/Corporate Governance

Committee

Except as otherwise indicated, service
includcs combined Edison International
and Southern California Edison
Company Board memberships

Retiring May 20, 2004

t For Southern California Edison
Company, a director from iggo0-ggg;
2003 to present
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Theodore F. Craver, Jr.
Executive Vce President.
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Executive Vice President and
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Senior Vice President.
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Diane L. Featherstone
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Polly L. Gault
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Washington, D. C

Jo Ann Goddard
Vice PrAesident,
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Frederick J. Grigsby, Jr.
Vice President,
Human Resources and Labor Relations

Thomas M. Noonan
Vice President and
Controller

Barbara J. Parsky
Vice President,
Corporate Communications

Beverly P. Ryder
Vice President,
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Corporate Secretary

Anthony L. Smith
Vice President,
Tax
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Pamcla A. Bass
Senior Vice President,
Customer Service

John R. Fielder
Senior Vice President,

Regulatory Policy and Affairs

Stephen E. Pickett
Senior Vice President and
General Counsel

Richard M. Rosenblum
Senior Vice President,
Transmission and Distribution

NV. James Scilacci
Senior rice President and
Chief Financial Officer

Mahvash Yazdi
Senior Vice President,
Business Integration, and
ChiefInformation Officer

Emiko Banfield
Vice President,
Shared Services

Robert C. Boada
Vice President and

Treasurer

William L. Bryan
Vice President,
AMtjor Customer Division

Jodi M. Collins
Vice President,

Information Technology

Diane L. Featherstone
Vice President and
General Auditor

Bruce C. Foster
Vice President,
Regulatory Operations

Polly L Gault
Vice President, Public Affairs.
Washington, D. C

A. Larry Grant
Vice President,
Power Delivery

Frederick J. Grigsby, Jr.
Vice President.
Human Resources and Labor Relations

Harry B. Hutchison
Vice President,
Customer Service Operations

James A. Kelly
Vice President,
Engineering and Technical Services

Russ W. Krieger
Vice President,
Power Production

Thomas M. Noonan
Vice President and
Controller

Dwight E. Nunn
Vice President,
Nuclear Engineering and
Technical Services

Barbara J. Parsky
Vice President.
Corporate Communications

Pedro J. Pizarro
Vice President,
Power Procurement, and
General Manager, Edison Carrier
Solutions

Frank J. Quevedo
Vice President,
Equal Opportunity

Anthony L. Smith
Vice President,
Tax

Joseph J. Wambold
Vice President,
Nuclear Generation

Beverly P. Ryder
Corporate Secrermy

IdWisoan Aiisiion

Thomas R. McDaniel
Chairman of the Board. President
and Chief Exective Officer
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SHAREHOLDER INFORMATION

ANNUAL MEETING

The annual meeting of shareholders
will be held on Thursday, May 2o,
2004, at Io:0= a.m., Pacific Daylight
Time, at the Hyatt Regency Long
Beach, 2oo South Pine Avenue,
Long Beach, California 90802.

CORPORATE GOVERNANCE

PRACTICES

A description of Edison International's
corporate governance practices is
available on our Web site at
www.edsoninvertor.com. The Edison
International Board Nominating/
Corporate Governance Committee
periodically reviews the Company's
corporate governance practices and
makes recommendations to the
Company's Board that the practices
be updated from time to time.

STOCK LISTING AND

TRADING INFORMATION

Edison International
Common Stock

The New York and Pacific stock
exchanges use the ticker symbol EIX;
daily newspapers list the stock as
EdisonInt.

Preferred Securities and
Preferred Stock

The EIX Trust I and II preferred
securities are listed on the New York
Stock Exchange under the ticker
symbols EIX PrA for the 7.875%
QUIPS Series A and EIX PrB for the
8.6o% QUIPS Series B. Previous days
closing prices, when traded, are listed
in the daily newspapers in the New
York Stock Exchange composite table.

Southern California Edison Company's
4.o8%, 4.24%, 4.32% and 4.78%

Series of cumulative preferred stock
are listed on the American and Pacific

stock exchanges under the ticker
symbol SCE. Previous day's dosing
prices, when traded, are listed in the
daily newspapers in the American
Stock Exchange composite table.

The 6.o0% and 7.23% Series of the
sioo cumulative preferred stock are
not listed and are traded over-the-
counter. The preferred securities of

Mission Capital, LP, an affiliate of
Edison Mission Energy, are listed on
the New York Stock Exchange under

the ticker symbol ME PrA for the
9.875% Series A and ME PrB for the
8.5o% Series B.

TRANSFER AGENT AND

REGISTRAR

Wells Fargo Bank, N.A., which
maintains shareholder records, is
the transfer agent and registrar for
Edison International's common
stock and Southern California
Edison Company's preferred stocks.

Shareholders may call Wells Fargo

Shareowner Services, (800) 347-8625,
between 7 a m. and 7 p.m. (Central

Time), Monday through Friday, to
speak with a representative (or to
use the interactive voice response

unit 24 hours a day, seven days a
week) regarding:

* stock transfer and name-change
requirements;

* address changes, including dividend
payment addresses;

* electronic deposit of dividends;

* taxpayer identification number

submissions or changes;

* duplicate 1099 and w-9 forms;

* notices of, and replacement of,
lost or destroyed stock certificates
and dividend checks;

* direct debit of optional cash for
dividend reinvestment;

* Edison International's Dividend
Reinvestment and Stock Purchase
Plan, including enrollments, with-
drawals, terminations, transfers,
sales, duplicate statements; and

* requests for access to online
account information.

Inquiries may also be directed to:

Mail

Wells Fargo Bank, N.A.
Shareowner Services Department
161 North Concord Exchange Street
South St. Paul, MN 55075-1139

Fax

(651) 450-4033

Email

stocktransfer@wellsfargo.corm

Web Address

www.edisoninvestor.com

Online account information:

www.shareowneronline. com

DIVIDEND REINVESTMENT

AND ELECTRONIC TRANSFER

A prospectus and enrollment forms
for Edison International's Common
Stock Dividend Reinvestment and
Stock Purchase Plan are available
from Wells Fargo Shareowner
Services upon request.



AlEDISON
INTERNATIONAL"

2244 Walnut Grove Avenue, Rosemead, California 91770

626.302.1212

www.edison.com
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El Paso Electric Operating Statistics

2003 Performance Highlights

Page 1 of 2

COMMON
STOCK EQUIlY

(percent of capitalization)

is .=M :2tl02 :MD

Cumulative Share
Repurchases

(in millions)

Financial ($000)
Operating Revenues (net of energy
expenses)

Retail Base Revenues

Economy Sales (net of fuel)

Net Income (appgcabie 10 common stock)

Total Assets

2001

$498,669(a)

$435,276

$54,492

$63,659
$1,644,439

Common Stock Dafa

Eamings Per Share (dlluted welghted
average)

$1.23

MarketPricePerShare (year-endclose) $14.50

Book Value Per Share $8.96

Market To Book Ratio 162%

Weighted Average Number of
Common Shares Outstanding 51.722,351

Number of Registered Holders 5,580

*2002 data Includes effects of$ 15.6 mIlMon FERC sett oments
(a) Operating Re venues (net of energy expenses) for 2001 and 2002 changed from the 2002 presen
(b) included In 2003 net Income and diluted eamings per share Is a cumulative effect of an a ccountir
$0.81 per diluted share.

U~~~~~ gD l * '0 0 5 a 2 a

1. 7

M .

In ,,':. .2t

Cumulative Debt
Repurchases

and Redemptions
(in millions)

Relative Price Performance
El Paso Efectric vs.

S&P Elecfric and S&P 500
UtilItes Indices

12/31/02- 12131/03

Ica% 4.-.
0074
-aai� ..

7O7� .N�/y � - .:�' .

60%
V.-

Statements In this document, other than statements of historical Informatidn, a
are made pursuant to the safe harbor provislons of the Private Securities LlUgE
forward-look!ng statements, as well as other oral and written forward-looking a
El Paso Electric (EPE) from lime to time, Including statements contained In EP
Exchange Commission and Its reports to shareholders, Involve known and unk
may cause EPE's actual results In future periods to differ materially from those
statements. Please refer to EPE's 1 0-K for fiscal year ended December 31, 20
for a detailed discusslon of these risks and uncertainties. EPE cautions that th
not exclusive. EPE does not undertake to update anyforward-looking statemei
time by or on behalf of EPE, except as required by law.
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El Paso Electric Operating Statistics Page 1 of 2

Dear Shareholders:

We are pleased to report 2003 was a positive year for El Paso Electric (EPE) on several fronts. Our robust cash flow
supported ongoing improvement in fiancial fundamentals; the stockprice performed well, tracking market indices and
returning to historic growth patterns; we experienced significant improvement in the wholesale market; and our customer
growth in the region continued at an above-average pace reflecting the inherent strength in our core business. We also resc
significant regulatory uncertainties at the federal and state levels, and on the operations side, the Palo Verde Nuclear
Generating Station continued its exceptional performance.

During 2003, our free cash flow contributed to further improvement in our financial profile by reducing the leverage in
balance sheet and allowing us to complete the third of three share repurchase programs. EPE reduced its debt by approxim
$39.4 million in 2003, which decreased annual fixed charges on an ongoing basis by approximately $3.2 million per year.
early 2004 EPE repurchased an additional S6 million in First Mortgage Bonds and will continue to strive towards attaining
more balanced capital structure to reduce fliancial risk, improve credit quality and enhance our financial flexibility. EPE
repurchased approximately 2.1 million common shares in 2003, completing its 15 million share repurchase program initial
1999 at a purchase price of approximately $171 million. In February 2004, our Board of Directors authorized an additiona
stock repurchase program of up to two million shares. EPE remains committed to creating maximum value for its sharehol
by pursuing its stock repurchase program when economically viable, strengthening its balance sheet, increasing its operati
efficiencies, and seeking additional opportunities in the wholesale market, including Mexico.

As a result of EPEs conservative financial policies, we have been able to significantly improve the Company's capital
structure. At year-end EPE posted a common stock equity ratio of 44 percent, which marks a dramatic improvement from
June 30, 1996 level of 19 percent

EPE stock tracked the performance of the utility sector and produced a one-year return of 21.36 percent, with a year-en
closing stock price of $1335. Over the past five-year period, EPE stock has significantly outperformed the utilities indices
the broader market, with a total return of 52.57 percent from 1998 to 2003. In comparison, the Dow Jones Industrial AverE
Total Return Index posted a gain of 24.79 percent, while the S & P Electric Utilities Index and the Dow Jones Utilities Ind
have posted five-year total returns of 13.18 percent and 3.56 percent, respectively. The S & P 500 Utilities Total Return In
experienced an 11.88 percent decline from 1998 to 2003.

In 2003, EPE reported diluted earnings per share of $0.64, before the cumulative effect of implementing an accounting
change related to SEAS 143 "Accounting forAsset Retirement Obligations" and before the impact of a one-time Customei
Information System (CIS) project impairment loss. EPE's earnings were affected by the expiration of two long-term whole
contracts and a ruling by the Public Utility Commission of Texas (PUCT) on EPE's fuel reconciliation case. This impact m
partially offset by increased economy kWh sales and profit margins, higher retail sales, decreased loss on extinguishmenti
debt, decreased MiraSol operating loss, and by the 2002 accrual for the Federal Energy Regulatory Commission (FERC)
settlements with no comparable amount in 2003. EPE's improving financial fundamentals continue to be recognized by the
financial community. In August 2003, Moodys Investor Service affirmed EPEs investment grade credit rating and change
business outlook from negative to stable. Standard & Poor's continues to rate EPE as an investment grade company with a
stable outlook.

Although EPE experienced the full-year impact of two wholesale power contracts that expired in 2002, it was successfi
finding other opportunities in the wholesale market. Economy kWh sales increased 29.5 percent over 2002 levels and EPE
profit margins on economy sales contributed S0.13 per share to earnings in 2003. While we benefited from improved
conditions in the western wholesale power market in 2003, and will continue to aggressively pursue these opportunities,
previous years' experiences have demonstrated the inherent volatility in this environment.

EPE provided some power to Mexico for peaking needs during the summer of 2003, marking the 16th consecutive yeai
we have sold power to the Comisi6n Federal de Electricidad (CFE). We continue to work closely with the CFE regarding:
long-term energy requirements and infrastructure needs.

EPE exhibited a strong customer growth rate of 2.7 percent during 2003. EPE's residential, commercial and industrial
customer classes experienced increased sales growth as the regional economy appeared to show signs of improving during
fourth quarter. Our residential segment posted annual growth in kWh sales of 3.3 percent Overall, EPE posted retail sales
growth of 2 percent for the year, which is in the range of our historic level of sales. Growth in retail sales and our expandi
customer base enabled us to achieve a record native system peak of 1,308 MW in 2003, surpassing the previous record of
1,282 MW set in the summer of 2002. We also reached a record total system peak demand of 1,546 MW during the year,
which represents a 2.5 percent increase over the previous record of 1,509 MW. On July 23,2003, the FERC approved E
settlement agreement among EPE, the FERC staff and certain California intervenors, closing the review of EPE's involveD
in the western power markets in 2000 and 2001. The U.S. Commodity Futures Trading Commission also notified the Com
that it has closed its investigation into EPE's western power market activities during the 2000-2001 time period. The resoh
of these matters allows us to refocus our efforts on our core business of'providing electric service to our customers.

A number of important state regulatory events also occurred during 2003 in both Texas and New Mexico. On April 8,,
the Governor of New Mexico signed the repeal of the New Mexico Electric Utility Industry Restructuring Act of 1999,
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effectively ending a move toward retail competition. EPE's business in New Mexico will continue as a traditional cost-of-
service regulated utility.

In January 2004, we reached a unanimous settlement regarding base and fuel rates in New Mexico. The agreement calb
a one percent reduction in base rates followed by a three-year base rate freeze, a slight increase in the Palo Verde fuel-shai
mechanism which benefits our New Mexico customers, and a reconciliation of all New Mexico fuel costs through May 31
2004. The settlement, which is expected to be approved by the New Mexico Public Regulation Commission (NMPRC) by
2004, provides continued rate stability in our New Mexico service territory which comprises 22 percent of our retail busin.

In March 2004, the PUCT ruled on EPE's petition to reconcile fuel costs for the period from January 1999 through
December 2001. EPE had filed a request to recover $15.8 million, before interest, from its Texas customers because of fue
undercollections from 1999 to 2001. The PUCT disallowed approximately $4.5 million of Texas jurisdictional fuel expens
before interest, the majority of which the PUCT characterized as imputed capacity charges. The PUCT decided all other
material contested issues in favor of EPE. The disallowance-by the PUCT represented approximately 1.6 percent of the mc
than $277 million in fuel revenues at issue in the case. The remainder of the undercollections, approximately $10.9 millior
plus interest, was deemed fully recoverable fuel expenses. After a written order has been issued by the PUCT, the decision
be subject to appeal by various affected parties.

Finally, in December 2003, the PUCT initiated a project to evaluate the readiness of EPEs service area for retail
competition. On March 4,2004, the staff of the PUCT held a workshop in El Paso to receive information from interested
parties on how to proceed with introducing retail electric competition in the area. EPE presented an overview of the Comp
transmission and distribution operations along with specific information on the absence of various infrastructure and
operational conditions that were contemplated by enabling legislation as preconditions to competition. Those attending the
workshop generally urged the PUCT staff to address the issue of competition in the El Paso area slowly and deliberately,
making sure the right conditions exist for successful electric retail competition.

On the operations side, the Palo Verde Nuclear Generating Station continued its record-setting performance and was or
again the nations largest power producer in 2003, with an output of 28.6 billion kWh. This marks the twelfth consecutive-
that Palo Verde has achieved this distinction. In addition, in February 2003, the Nuclear Regulatory Commission (NRC)
completed its end-of-cycle plant performance assessment. The NRC found that "overall, Palo Verde operated in a manner
preserved public health and safety and fully met all cornerstone objectives.'

Several milestones were reached during Palo Verde Unit 2's 79-day refueling outage in 2003, including the replacemien
two 800-ton steam generators and work on the low-pressure turbine rotors that should ultimately contribute to an increase
capacity for Unit 2. The plant continues to provide approximately 50 percent of our energy at a cost well below that of nev
natural gas-fired generation.

EPE and its Board of Directors are committed to ensuring all business conducted by the Company and its employees is
performed honestly and in strict adherence to the highest ethical practices. In response to passage of the Sarbanes-Oxley A
EPE has formalized its existing practices and is demonstrably committed to full compliance with the requirements of the I
Our standards of corporate governance meet the requirements of the Act, and we will continue our commitment to the higl
standards in all our business dealings. Detailed information on our corporate governance standards and policies can be fou
on our website at wwwuepelectric.com.

EPE and its employees are not only committed to serving our customers with safe, efficient and reliable electric service
also have a long-standing dedication to being a good corporate citizen and maling the communities we serve better places
which to live and work. During 2003, EPE employees volunteered more than 13,000 hours toward community service,
surpassed our United Way goals, and increased customer satisfaction scores over the previous year. Through their energy:
dedication, our employees set an example of community service and leadership for others to follow.

We are committed to continuing our conservative financial policies and maximizing the opportunities arising from the
inherent strength in our core business. In sum, our financial base is strong, our operational structure is stable and our corpc
effort to be a good citizen in the communities we serve continues to gain strength and recognition. We will uphold our
commitment and responsibility to seek to enhance the value of your investment and provide our customers with the best
possible service in whatever environment we face in the coming years.

Thank you for the confidence and support you have given us.

Gary R. Hedrick George W. Edwards, Jr.
Presiden. and Chief Exeautive Officer Chairman of the Board
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Operating Statistics (2003-1999 (1998-1994)

2003 2002 2001 2000

Electric Utiity Operating Revenues (in
thousands):

Retail:

Residential S 171.459 $ 166,320 $ 159,263 5 157,341 $

Commerclaland Industrial, Small 165,434 163,553 161,997 158,652

Commercial and Industrial, Large 43,294 43,419 43,644 44,105

Sales to Public Aulhoritles 73,136 70,802 70,372 70,548

Total Retail 453,323 444,094 435,276 430,646

Wholesale:

Sales for Resa!e 3,223 32.228 52,879 45,698

Total Wholesale 456,546 476,322 488,155 476,344

Fuel Revenues Sales 122,761 158,650 164,335 124,126

Economy Sales Sales 76,536 43.654 92,452 84,918

OtherSales 8,519 11,4S9 24,763 16,261

Total Operating Revenues S 664.362 S 690,085 $ 769,705 5 701,649 S

Number of Customers (end of year):

Residential 289,179 281,874 276,200 271,588

CommercIal and lidustrial, Small 30,254 29,281 28,573 27,947

Commercda! and Industrial, Large 145 141 140 133

Other 4,524 4,431 4,3C8 4,054

Total Customers 324,102 315,727 , 309221 303.722

Energy Supplied, MWh:

Generated 7,740,923 7,785,938 5,1B3,713 8,706,790

Purchased and Interchanged 1,250.707 1,549,875 951,359 905,77D

Total EnergySupplied 8.991,630 9,335.813 9,135,072 9, 560- e

Energy Sales, MWh:

Retail:

Residential 1,932,171 1,870,931 1,729,199 1,767,928

Commercial and Industrial, Small 2,096,860 2,076,758 2,069,517 2,028,768

Commercial and Industrial, Large 1,197,065 1,161,815 1,174,235 1,142,183

Sales to Publlc Authorities 1,224.349 1,212,180 1,185,521 1,177,883

Total Retal 6,450,445 6,321,684 6,218.472 6,114,742
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Wholesale:

Sales for Resale

Economy Sales

Total Wholesale Sales

Total Energy Sales

Losses and Company Use

Tota~l Net

Native System:

Peak Load, MW

Net Generating Capacity for Peak,
MW

67,754

1.920.882

1.988,636

8,439,081

552,549

8,991,630

1,308

986.134

1,493,465

2,469,599

8,791,283

544,530

9.335.831

1.282

1,460,383

929.914

2,390,297

8,60B,769

526,303

1,199

1 500

1,282,540

1,714,288

2.996.828

9,111,570

500,990

9 8,612,560

1,159

1,500
;_ . .0

1,500 la

Total System:

Peak Load, MW

NetGenerating Capacityfor Peak,

MW

System Capacity Factor

1,546

1,50D

1,509

1,500

1,485

1,500

1,427.

1,500

60.1% 61.1% 60.6% 66.0%
=

(a) Financdal dat are based on the results for the Predecessor Company for periods priorto February 11, 1996 and the Reorganized Companythere
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2003 Operational Highlights

Operational

Retail GWh Sold

% Change

Native Peak (MW)

Customers at Year-End

% Change

Employees at Year-End (including temporaries)

2001

6,216

1.68%

1,199

309,221

1.81%

1,033

2002

6,322

1.67%

1,282

315,727

2.10%

1,021

2003

6,450

2.02%

1,308

324,102

2.65%

999

Generating Capacity

Plant

Palo Verde

EntItlement

600 MW

Fuel Source

Nuclear

Energy Mix

50%

Newman 482 MW

Rio Grande 246 MW

Copper 68MW

Natural Gas

Natural Gas

Natural Gas

Coal

Purchased Power

Four Comers 104 MW 9%

14%

100%TOTAL 1,500 MW

A pilotwindproject began cperatfng In April2001 wl/I a capacity of 1.32 MW,

2003 Retail Base
Operating Revenues

Customers Served
Per Employee

.. 2 .9 . . . .... .

27 . 299 309 324

1999 1000 2D02002.2003

* Palo Verde
Capacity Factor

.1999 200D.2001 2002 2003'

2003 Retail MWh Sales
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Board of Directors

Nm , kh*k
.UryLh8=.

George W. Edwards, Jr.
Chairman of the Board
Retired In 1995. Prior to
retirement,
President. CEO and Director of,
Kansas City Southern Railway
Company,
Kansas City. MO

J. Robert Brown
President and Chairman of the
Board,
Petro StoopIng Centers, LP

Wilson K. Cadman
Retired In 1992. Prior to
retirement,
Chairman of the Board, President
and
CEO, Kansas Gas and Electric
Company,
Wichlta, KS and Vice Chairman of
the
Board of Western Resources Inc.,
Topeka, KS

James A. Cardwell
Chairman of the Board and
CEO,
Petro Stopping Centers. LP
El Paso, TX

James W. Cicconi
General Counsel and
Executive Vice PresIdent.
Law and Government Affairs,
AT&T
Washington, D.C.

Ramiro Guzman
President,
Ramiro Guzrnan &Associates,

E1 Paso, TX

James W. Harris
Founder and President.
Seneca Financial Group, Inc.,
Greenwich. CT

Gary R. Hedrick
President and CEO
El Paso Electric Company
El Paso. TX

Kenneth R. Heitz
Partner.
Irell & Manelia
Los Angeles, CA

Patricia Z. Holland-
Branch
President, CEO and Owner,
Facilities Connect-on Inc.
El Paso, TX

Michael K. Parks
Managing Director
Trust Company of the West
Los Angeles, CA

Eric B. Siegel
Independent Investor and
Business Consultant,
Retred Umited Partner
of Apollo Advisors. LP
Los Angeles, CA

Stephen N.
Werthelmer
Managing Director
W Capital Management,
Greenwich, CT

Charles A. Yamarone
Executive Vice President,
Ubra Securities, LLC
Los Angeles, CA

Officers

Gary R. ledrick
President and Chief Executive
Oflicer

Terry Bassham
Executive Vice President, Chief

Steven P. Busser
Treasiier

Fernando J. Glreud
Vice tPresidet, Power
Ma-ketin and Internatinnal

Hector R. Puente
Vice President, Power
Gcnemtion

Guillernto Silva, Jr.
Vice President, Information
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Financial and Administrative
oflicer

J. Frank Bates
Executive Vice President, Chier
Operations Officcr

Raul A. Carrillo, Jr.
Senior Vice President, ieneral
Counsel and Corporate
Sccradw

Business

Helen Knopp
Vice Preiddent, Customer and
Public AfUIrs

Kerry B. Lore
Controller

Services

John A. Wbhitacrc
Vice PresidcmI, Trnsmission
and Distibution

Scott D. Wilson
Controller

Robert C. Mc-iel
ViCe President New Mexico
AiTairs

I
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Shareholder Information

Securities and Records
The common stock of El Paso Electric Is traded
on the New York Stock Exchange. The ticker
symbol Is EE.

EPE and The Bank of New York (BONY) act as
co-registrars for EPE's common stock. BONY
maintains all shareholder records of EPE.

Shareholder Services
Shareholders may obtain Information relating to
their share position, transfer requirements, lost
certificates, and other related matters by
contacting BONY Shareholder Services at (800)
524-4458. This service Is available to all
shareholders Monday through Friday, 8 a.m. to
8 p.m., ET.

Address Shareholder Inquiries to:
The Bank of New York
Shareholder Relations
Church Street Station
P.O. Box 11258
New York, NY 10286-1258
Webslte: http:lhrwww.stockbny.com

Send Certificates for Transfer and
Address Changes to:

The Bank of New York
Receive and Deliver Dept.
Church Street Station
P.O. Box 11002
New York, NY 10286-1002

Form 10-K Report and Shareholder
Inquiries
A complete copy of EPEIs Annual Report and
Form 10-K for the year ended December 31,
2002, which has been filed with the Securities
and Exchange Commission, including financial
statements and financial statement schedules, is
available without charge upon written request to:

Investor Relations
El Paso Electric
P.O. Box 982
El Paso, TX 79960

Or call: (800) 592-1634
E-mail: Investor relationsfeeelectric.com
Website: http J/www.eDelectrIc.com

Annual Meeting of Shareholders
The annual meeting of El Paso Electric's
shareholders will be held at 10 a.m., Mountain
Daylight Time on Wednesday, May 5, 2004 at
the Stanton Tower Building, 100 N. Stanton, El
Paso, TX 79901. In connection with the meeting,
proxies will be solicited by the Board of Directors
of EPE. A notice of meeting, together with a
proxy statement a form of proxy, and the
Annual Report to Shareholders for 2003, were
mailed on or about March 31, 2004 to
shareholders of record as of March 10, 2004,

http://www.epelectric.com/2003_Annual Report/sharinfo .htmrl0 08/16/2004



Energy Services
Department of Water and Power

City of Los Angeles

Report and Financial Statements and
Required Supplementary Information

June 30, 2003



Los Angeles Department of Water and Power
Energy Services
Financial Statements and Required Supplementary Information - June 30, 2003
Table of Contents

Description Pages

Management's Discussion and Analysis ........................... 1-16

Report and Financial Statements:

Report ofIndependent Auditors ..................... 17

Financial Statements ..................... 18-22

Notes to Financial Statements ..................... 23-61



Los Angeles Department of WVater and Power
Energy Services

Management's Discussion and Analysis
(Unaudited)

June 30, 2003

The following discussion and analysis of the financial performance of the City of Los
Angeles' (the City) Department of Water and Power's (the Department), Power System Fund
(Energy Services), provides an overview of the financial activities for the fiscal year ended
June 30, 2003. Descriptions and other details pertaining to Energy Services are included in the
notes to the financial statements. This discussion and analysis should be read in conjunction
with the Energy Services' financial statements, which begin on page 18.

Background and Creation of the Department

The Department is the largest municipal utility in the United States and is a separate
proprietary agency of the City, controlling its own funds with full responsibility for meeting
the electric and water requirements of its service area. The Department provides electric and
water service almost entirely within the boundaries of the City, which encompasses some 465
square miles, to a population of approximately 3.9 million people. Certain factors, which
affect the electric industry, generally apply to the Department's operation of Energy Services.

The Department was established under the City Charter adopted in January 1925 as amended
effective July 2000. It had its beginning, however, in the early 1900's. The first Board of
Water and Power Commissioners was established in 1902. The responsibilities for the
provision of water as well as electricity were given to a new Los Angeles Department of
Public Service organized in 1911. The Department of Public Service was superceded in 1925
when a new Charter was adopted creating the Department. Subsequently the Water Works and
Electric Works came to be known as the Water System (Water Services) and the Power
System (Energy Services). The operations and finances of Energy Services are separate from
those of Water Services.

Charter Provisions

Governance

Pursuant to the Charter of the City (the Charter), the five-member Board of Water and Power
Commissioners (the Board) is the governing body of the Department and the General Manager
administers the affairs and operations of the Department. The Board is granted the possession,
management and control of Energy Services.



Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

The provisions of the Charter relating to the Department are found in Article VI. Among other
things, Article VI provides that all Energy Services revenue collected by the Department shall
be deposited in the Power Revenue Fund, that the Board shall control the money in the Power
Revenue Fund, and makes provisions for the issuance of Department bonds, notes and other
evidences of indebtedness payable out of the Power Revenue Fund.

Section 245 of the Charter provides that actions of the Board shall become final at the
expiration of the next five meeting days of the City Council (the Council), during which time
the Council may bring the matter for review, or veto such action. If the Council votes to bring
the matter for review, it has 21 days to conduct its review, othervise the Board's action on the
matter is final.

Rates
Pursuant to the Charter, the Board, subject to the approval of the Council by ordinance, fixes
the rates for electric service provided by Energy Services. The Charter provides that such rates
shall be fixed by the Board from time to time as necessary. The Charter also provides that such
rates shall, except as authorized by the Charter, be of uniform operation for customers of
similar circumstances throughout the City, as near as may be, and shall be fair and reasonable,
taking into consideration, among other things, the nature of the uses, the quantity supplied, and
the value of the service, and the financial impact on Energy Services resulting from such
service.

A rate freeze for all Department electric customers was instituted effective April 1, 1998,
which froze electric rates at the level in effect as of October 1997. This rate freeze remained in
effect during fiscal year 2003.

Transfers to the Reserve Fund of the City ofLos Angeles
Under the provisions of the City Charter, Energy Services transfers funds at its discretion to
the reserve fund of the City. Pursuant to covenants contained in the bond indentures, the
transfers may not be in excess of the increase in fund net assets before transfers to the reserve
fund of the City, of the prior fiscal year. Such payments are not in lieu of taxes and are
recorded as a reduction of fund net assets in accordance with governmental accounting
standards. Energy Services made a transfer of 7% of its fiscal 2002 operating revenues, plus an
additional $29 million transfer, totaling $185 million to the reserve fund of the City in fiscal
2003. Energy Services expects to transfer 7% of its fiscal 2003 operating revenues, or
approximately $150 million, to the reserve fund of the City in fiscal 2004.

Page 2



Los Angeles Department of Water and Power
Energy Services
Management 's Discussion and Analysis, continued

Competitive Abilities
In 1996, certain amendments to the Charter were approved to enable the Department to
compete more effectively in a deregulated electric market. These amendments are part of the
amended Charter and include:

* Greater flexibility in debt structuring;

a The express authority to sell energy and related products and services outside the
City;

* The ability to enter into contracts with retail customers for terms of up to ten years;

* The ability to invest moneys in the Power Revenue Fund in any investment
authorized for City funds; and

* The authority to finance the energy efficiency investments of the Department's
retail customers.

Critical Accounting Policies

Method ofAccounting
The accounting records of Energy Services are maintained in accordance with accounting
principles generally accepted in the United States of America. As a government-owned utility,
in prior years the Department applied all statements issued by the Governmental Accounting
Standards Board (GASB) and all statements and interpretations issued by the Financial
Accounting Standards Board (FASB), which are not in conflict with statements issued by the
GASB. In fiscal year 2003, the Department changed its election under the guidance in GASB
Statement No. 20, "Accounting and Financial Reporting for Proprietary Funds and Other
Governmental Entities that Use Proprietary Fund Accounting" (GASBS 20), to follow GASB
statements and only FASB statements and interpretations issued on or before November 30,
1989. The Department is required to retroactively apply this change by restating prior years
presented. The impact on Energy Services' financial statements as a result of this change was
the discontinuation of the application of Financial Accounting Standard No. 133, 'Accounting
for Derivative Instruments and Hedging Activities" (SFAS No. 133). The Department adopted
SFAS No. 133 in fiscal year 2001 and consequently began reporting its derivative instruments
at fair value. With the change in election under GASBS 20, Energy Services is no longer
required to report its derivative instruments at fair value. Energy Services restated its prior
year financial statements to retroactively apply this change in election See Note 2 to the
financial statements for further information and a description of the impact of the change on
prior period results.
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Energy Services
Management's Discussion and Analysis, continued

Energy Services' rates are determined by the Board and are subject to review and approval by
the Council. As a regulated enterprise, the Department's financial statements are prepared in
accordance with Statement of Financial Accounting Standards (SFAS) No. 71, 'Accounting
for the Effects of Certain Types of Regulation," which requires that the effects of the
ratemaking process be recorded in the financial statements. Such effects primarily conc em the
time at which various items enter into the determination of changes in fund net assets in order
to follow the principle of matching costs and revenues. The primary impact of SFAS No. 71 is
a deferral of a portion of revenues authorized for debt reduction. The Department deferred $70
million and $69 million in fiscal years 2003 and 2002, respectively. The deferrals relate to a
rate established to put aside funds for debt reduction. Funds collected are held in trust and may
be used to reduce future pirchase power obligations at the discretion of the Board.

California Receivables
The Department's policy is to reserve for known contingencies that are probable and can be
estimated. The Department has recorded receivables due from two California agencies totaling
$169 million as of June 30, 2003. Energy Services has also recorded a $40 million reserve
against this receivable, representing management's estimate of the most probable potential
refunds. It is management's belief that the entire receivable represents a valid claim and
should be paid with interest by the parties owing the Department, primarily the California
Power Exchange (the CPX) and the California Independent Systems Operator. In January
2001, the CPX filed for bankruptcy and management has not yet determined how and when
receivables will be paid from that organization. Two utilities with significant amounts due to
these agencies, Southern California Edison Company and Pacific Gas & Electric, have
previously stated in public disclosure documents that they may not be able to pay for all the
power they consumed in 2001. Southern California Edison Company has paid all amounts due
by it to the CPX, however the amounts remain in an escrow account pending the resolution of
disbursement of the funds. Pacific Gas & Electric has filed for protection under Chapter II of
the Federal Bankruptcy Statute and amounts due from that entity are outstanding.

Investment Policy and Controls
The Department's cash, other than cash in certain trust funds, is deposited faith the City
Treasurer, who invests the funds in securities under the City Treasurer's pooled investment
program, for the purpose of maximizing interest earnings. Under the program, available funds
of the City and its independent operating departments are invested on a combined basis. The
primary responsibilities of the City Treasurer are to protect the principal and asset holdings of
the City's portfolio and to ensure adequate liquidity to provide for the prompt and efficient
handling of City disbursements. The City Treasurer invests these funds in compliance with the
applicable California Government Code and the City's Investment Policy. Generally,
investments are limited to government securities with credit ratings of AAA and are of varying
maturities which can range from less than 90 days to in excess of two years.
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Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

Debt Management Program
The debt restructuring element of the Debt Management Program includes the issuance of
refunding bonds to achieve debt service savings and to accelerate the maturity of certain bonds
while maintaining an appropriate overall annual debt service schedule for all of the
Department's obligations in connection with Energy Services. As of June 30, 2003 the
Department had completed the major portion of its refunding program, including the issuance
of several series of refunding bonds payable from the Power Revenue Fund under a Master
Bond Resolution adopted by the Board on February 6, 2001. Pursuant to this refunding
program, the Department issued $2.1 billion principal amount of refunding bonds to redeem,
defease or purchase $1.5 billion principal amount of Department revenue bonds payable from
the Power Revenue Fund and $0.6 billion principal amount of Intermountain Power Authority
(IPA) bonds. As of August 2003, Energy Services had completed its refunding program.

In addition, Energy Services has $836 million on deposit in trust funds restricted for the use of
debt reduction as of June 30, 2003. The Debt Management Program is intended to bring
Energy Services' cost structure to a competitive level.

Using This Financial Report

This financial annual report consists of the financial statements and reflects the self-supporting
activities of Energy Services that are funded primarily through the sale of energy, transmission
and distribution services to the public it serves.

Balance Sheets, Statements of Revenue, Expenses and Changes in Fund Net Assets, and
Statements of Cash Flows

The financial statements provide an indication of Energy Services' financial health. The
Balance Sheets include all of Energy Services' assets and liabilities, using the accrual basis of
accounting, as well as an indication about which assets can be utilized for general purposes,
and which assets are restricted as a result of bond covenants and other commitments. The
Statements of Revenue, Expenses, and Changes in Fund Net Assets report all of the revenues
and expenses during the time periods indicated. The Statements of Cash Flows report the cash
provided and used by operating activities, as well as other cash sources such as investment
income and cash payments for bond principal and capital additions and betterments.
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Los Angeles Dcpartment of Water and Power
Energy Services
Management's Discussion and Analysis, continued

The following table summarizes the financial condition and changes to fund net assets of
Energy Services as of and for the fiscal years ending June 30, 2003 and 2002 (amounts in
millions):

Table I - Summnnary offinancial condition and changes infSund net assets

June 30,
Assets

Utility plant, net
Investments
Other long-term assets
Current assets

Liabilities and Fund Net Assets
Long-term debt
Other long-term liabilities
Current liabilities

2003
S 4,964

1,004
1,412
1,096

$ 8,476

S 3,232
722
829

4,783

1,569

1,188

936

3,693

S 8,476

2002*
S 4,566

1,067
1,508
1,058

$ 8,199

$ 3,282
687
605

4,574

1,183

1,048
1,394

3,625

$ 8,199

Fund net assets:
Invested in capital assets, net of related debt
Restricted

Unrestricted

Total fund net assets

Revenue, Expenses, and Changes in Fund Net Assets
Operating revenues
Operating expenses
Operating income

Investment income
Other income and expenses, net
Debt expenses
Transfer to the reserve fund of the City of Los Angeles

Increase in fund net assets

Beginning balance of fund net assets

Ending balance of fund net assets

$ 2,146
(1,916)

230

132
30

(139)
(185)

68
3,625

$ 3,693

$ 2,235
(1,871)

364

130
91

(153)
(179)

253

3,372

$ 3,625

* As restated.for the change in election under GASBS 20.
See Note 2 offinancialstatements.
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Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

Assets

Utility Plant
Utility plant is the first category of assets shown on the balance sheet. The utility industry is
unique in this regard as most other industries list their long-term assets such as plant and
equipment after current assets on the balance sheet. This difference is due to the capital-
intensive nature of the utility industry with the most significant portion of that capital being
invested in utility plant. As depicted in the chart below, utility plant, net of accumulated
depreciation, makes up 58% of the total assets of Energy Services as of June 30, 2003.

Chart I - TotalAssets by Type

Current
13%

Other Long-term
17%

Utility Plant
58%

Invcstments
12%

During fiscal year 2003, Energy Services capitalized S288 million of additions to itility plant
in service. Of the $288 million, $203 million, or 70% related to distribution and transmission
utility plant assets. These additions were incurred for normal capital activities to maintain and
support load growth of the distribution and transmission systems. Furthermore, Energy
Services had capital improvements to its general office building and purchased software
during the year, contributing to the increase in general plant assets.

Construction work in progress increased by $383 million over fiscal year 2002 primarily as a
result of ongoing local generation projects under the Integrated Resource Plan.

Energy Services has budgeted approximately $790 million of capital expenditures for fiscal
year 2004.
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Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

The Department's strategy is to have gSnerating utility plant assets that can produce energy
from a variety of fuel types. This is referred to as a hedged power supply. This is important in
that if the costs related to a particular fuel type rise substantially in a short period of time, the
Department can utilize its mix of generation assets to meet customer demand and to minimize
increases in fuel expense. The Department has implemented a $2 billion, ten-year plan to
upgrade its local power plants and to implement a program that includes demand side
management, alternative energy sources and distributed generation. Through June 30, 2003,
the Department has incurred $931 million related to such upgrades.

The table below summarizes the generating resources available to the Department as of June
30, 2003. These resources include those owned by the Department (either solely or jointly
with other utilities) as well as resources available through long-term purchase agreements.
Generating station capacity is measured in megawatts.

Table 2 - Generation resources

Net
Number of Maximum Dependable

Resource Type Units Capacity (hMWs) Capacity
Oil and gas 22 3,397 * 3,169
Coal 7 1,756 1,660
Nuclear 3 368 366
Hydro 29 1,948 1,832

61 7,469 7,027

* Includes the capacity of all the Valley Generating Station (558 MW).
Due to the long-term lay-up of Units I and 2 (190 MW) the capacity
has been reduced to 368 MW.

Due to Water Services

As of June 30, 2003, Energy Services owed $67 million to Water Services, an increase of $61
million over June 30, 2002. Amounts owed between the two funds are generally settled within
one month. The increase as of June 30, 2003 is due to a short term suspension of payments to
Water Services by Energy Services of amounts owing for cash management purposes, and
represents three months of amounts outstanding. The additional months outstanding were
repaid to Water Services as of September 2003.
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Los Angeles Departmcnt of Water and Power
Energy Services
Management's Discussion and Analysis, continued

Investments

The Department sets aside funds to be used in future years for specified purposes. At June 30,
2003, a total of $1.0 billion in restricted and other investments was held by Energy Services,
consisting primarily of U.S. government securities, bonds and repurchase agreements and
other investments such as commercial paper and negotiable certificates of deposit. These
investments are set aside for the following purposes:

* Refunding debt: the escrow investments are held to call specified revenue bonds at
scheduled maturity dates.

* Debt reduction: the debt reduction trust funds were established during fiscal year
1997 to provide for the payment of principal and interest on long-term debt
obligations and purchased power obligations arising from the Department's
participation in the Intermountain Power Project (IPA) and the Southern California
Public Power Authority (SCPPA).

* Nuclear decommissioning: nuclear decommissioning trust funds will be used to
pay the Department's share of decommissioning the Palo Verde Nuclear
Generating Station at the end of its useful life.

* Post retirement benefits: the postretirement health care benefit trust fund was
established to provide for the payment of the Department's postretirement health
care benefits.

* Other: other investments consist of funds held by SCPPA on behalf of the
Department and by the Department for payment of future SCPPA obligations.
Certain of these investments are currently being used by the Department to provide
for the payment of principal and interest on long-term debt obligations and
purchased power obligations arising from the Department's participation in
SCPPA. The Department has utilized most of its internal funds through June 30,
2003 to pay for purchased power costs.

The Departnrnt has a securities lending program which allows it to lend up to 20% of its
investments held in the debt reduction trust funds, decommissioning trust funds, and plan
assets held in the postretirement benefits trust fund for securities, cash collateral or letters of
credit equal to 102% of the market value of the loaned securities and interest, if any. The
lending agent provides indemnification for borrower default. There were no violations of legal
or contractual provisions and no borrower or lending agent default losses during fiscal years
2003 and 2002.
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Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

In addition, Energy Services participates in the City's securities lending program and is
allocated its share of the collateral received and the related liability, as well as earnings from
the program. As of June 30, 2003 and 2002, the amount of collateral and liability pertaining to
securities lending programs were $243 million and $187 million, respectively.

Management believes that participation in these securities lending programs results in no
credit risk exposure to the Department because the amounts owed to the borrowers exceed the
amounts the borrowers owe to the Pool and the Department

Other Long-term Assets
A significant portion of other long-term assets is Energy Services' long-term notes receivable.
Prior to fiscal year 2002, the Department transferred $1.3 billion to IPA in exchange for long-
term notes receivable. The funds transferred were obtained from the debt reduction trust fund
and through the issuance of variable rate bonds. IPA used the proceeds to defease bonds with a
face value of $1.4 billion. The Department's payments to IPA, which are included in operating
expenses in Table I, will be partially offset by interest payments and principal maturities from
the long-term notes receivable.
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Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

Liabilities and Fund Net Assets

Long-term debt
As of June 30, 2003, Energy Services' total long-term debt balance was $3.4 billion, During
fiscal year 2003, Energy Services paid off its $389 million in revenue certificates by issuing
an equivalent amount of variable rate debt. Furthermore, the Department issued an additional
S14 million in Mini-Bonds to employees and retirees and paid $31 million in bond maturities.
Outstanding principal, plus scheduled interest as of June 30, 2003, is scheduled to rature as
shown in the chart below:

Chart 2: Debt Senrice Requirements
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$1,000,000 -
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As of June 30, 2003, $730 million principal amount of long-term debt is considered defeased
and remains outstanding. This debt, together with trust funds set aside for its full repayment at
scheduled maturity dates, has been derecognized and is not reflected on the balance sheet.

In July 2003, Standard & Poors and Fitch affirmed Energy Services' bond rating of AA- due
to Energy Services' strong financial position, debt reduction program, hedged power supply,
experienced management team, and favorable customer/revenue mix.
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Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

Changes in Fund Net Assets

Revenues
The operating revenues of Energy Services are generated from wholesale and retail customers.
There are four major customer categories of retail revenue. These categories include
residential, commercial, industrial, and other, which includes public street lighting. Chart 3
summarizes the percentage contribution of retail revenues from each customer segment in
fiscal year 2003.

Chart 3: Revenues - .. .

While commercial customers consume the most electricity, residential customers represent the
largest customer class. As of June 30, 2003, Energy Services had approximately 1.4 million
customers. As shown in Chart 4, 1.2 million, or 86% of total customers were in the residential
customer class as of June 30, 2003.

Chart 4: Number of Customers

Page 12



Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

Fiscal vear 2003
While retail revenues increased from fiscal year 2002, overall operating revenues decreased
from fiscal year 2002 levels due to a reduction in wholesale business. Wholesale prices
declined from an average of $68 per MWH in fiscal year 2002 to an average of $44 per MWH
in fiscal year 2003 for the Department. The decline in market pricing resulted in a reduction of
market opportunities for the Department's excess generation.

Fiscal year 2002
Operating revenues decreased from fiscal year 2001 levels due to the stabilization of the
California energy market, the impact of the energy efficiency and conservation programs put
in place, and weather conditions. Wholesale business was the primary element of change.
Energy markets stabilized in the early summer period of fiscal year 2001 due to a substantial
decline in natural gas prices, the impact of FERC price caps and the effects of conservation on
demand. As a result, wholesale prices dropped substantially and revenues were impacted by a
decrease in wholesale volumes sold, from 3.7 million MWH in fiscal year 2001 to 1.5 million
MWH in fiscal year 2002, and a decline in the average price for energy from $228 per MWH
in fiscal 2001 to $68 per MWH in fiscal year 2002. Retail volumes and sales also declined
primarily due to the decline in the general economy which also had a negative impact on
commercial and industrial sales.

Operating Expenses
Fuel for gernration expense and purchased power expense are two of the largest expenses that
Energy Services incurs each fiscal year. Fuel for generation expense includes the cost of fuel
that is used to generate energy. The majority of fuel costs include the cost of natural gas, coal,
and nuclear fuel.

Purchased power expense includes the cost of buying power on the open market and paying
the current portion of Energy Services' purchase power contracts. Under these purchase power
contracts, the Department has an entitlement to the energy that is produced at various
generating stations, and an entitlement to the use of various transmission facilities. Most of
these contracts require the Department to pay for these services regardless of whether the
energy or transmission is used. These types of cortracts are referred to as "take-or-pay"
contracts.
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Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

Depreciation expense is computed using the straight-line method based on service lives for all
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 July 1, 1973 is computed using the 5% sinking fund method based on
estimated service lives. The Department uses the composite method of depreciation and
therefore groups assets into composite groups for purposes of calculating depreciation
expense. Estimated service lives range from 5 to 75 years. Amortization expense for computer
software is computed using the straight-line method over 5 years. The chart below summarizes
Energy Services' operating expenses during fiscal year 2003:

Chart S: Operating Expenses
Depreciation Fuel for generation

14% 14%

Maintenance
11%

Other operatin Purchased power
24% 37%

Fiscal year 2003
Fiscal year 2003 operating expenses were $45 million higher as compared to the prior year.
Maintenance and other operating expenses had the largest increase of $77 million due to
increased labor and employee benefit costs, in addition to continued increases in security
costs. The largest increases incurred by Energy Services were in distribution plant
maintemnce, production operating expense and customer accounting expenses.

Depreciation expense decreased during fiscal year 2003 as compared to fiscal year 2002,
mainly due to a change in estimate of service lives of certain utility plant assets and the
cessation of depreciation of two major facilities as they reached the end of their useful lives for
accounting purposes. This change in estimate resulted in a reduction to Energy Services'
depreciation expense by a total of $54 million. The decrease was offset by additional
depreciation in the current year as a result of additions to utility plant.
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Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

Fiscal year 2002
Fiscal year 2002 operating expenses were $725 million lower as compared to the prior year.
This reduction was mostly due to a reduction in generation expenses and purchased power that
corresponds with the decline in sales of surplus energy and transmission and generation
capacity. In addition, the cost of natural gas to serve retail customers declined substantially
during 2002 and further reduced the cost of generation.

Non-Operating Revenue and Expenses

Fiscal vear 2003
The major non-operating activities of Energy Services for fiscal year 2003 included the
transfer of $185 million to the City's General Fund; interest income earned on investments of
S132 million; and S139 million in debt expenses. Furthermore, Energy Services recognized an
S8 million impairment charge during fiscal year 2003 relating to the sale of one of its
administrative facilities. The Department further reduced the sales price of the facilities as a
result of mold that was discovered in the facility. See Note 14 of the financial statements for
further discussion.

Interest on investments followed the general trend in interest rates and declined from an
average yield of 344% in fiscal year 2002 to 2.27% in fiscal year 2003. Interest on debt
declined due to lower rates on variable rate debt and the effects of the debt restructuring
program which lowered average interest rates on fixed rate debt.

Fiscal year 2002
The major non-operating activities of Energy Services for fiscal year 2002 included a $68
million gain on the sale of 50% of its 20% interest in the Mohave Generating Station; the
transfer of S179 million to the City's General Fund; interest income earned on investments of
$130 million; and $153 million in debt expenses.

Interest on investments followed the general trend in interest rates and declined from an
average yield of 5.30% in fiscal year 2001 to 3.44% in fiscal year 2002. Interest on debt
declined due to lower rates on variable rate debt and the effects of the debt restructuring
program which lowered average interest rates on fixed rate debt.
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Los Angeles Department of Water and Power
Energy Services
Management's Discussion and Analysis, continued

Risk Factors

Energy Services' primary business is to provide its retail customers with reliable electricity
service. Energy Services manages its overall cost of providing service by monitoring
wholesale markets and purchasing electricity for customers when the market price is below the
marginal cost of producing energy from Department resources. Energy Services sells its
surplus gercration to the market when the cost of excess resources is below the market price.
The transactions are executed with external parties, primarily other utility companies and
broker dealers which we refer to as counterparties.

The Department manages its counterparty risk by evaluating each of the entities that it
transacts with and limiting its transaction volume based on an assessment of the entity's
financial strength. In addition, the Department enters into master netting agreements with
other Western System Coordinating Council participants.

Energy Services is subject to market risk in that the wholesale market price of energy impacts
its cost of energy purchases in addition to its ability to market surplus power. The Department
manages that risk by devoting its owned and contract resources to service retail customers.
Only surplus resources are made available to wholesale markets. During fiscal 2003, the
Department's peak load was 5,185 MWs. Net dependable capability from owned and contract
resources totaled 7,027 MWs.
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Report of Independent Auditors

To the Board of Water and Power Commissioners
Department of Water and Power
City of Los Angeles

In our opinion, the accompanying balance sheets and the related statements of revenue,
expenses and changes in fund net assets and of cash flows present fairly, in all material
respects, the financial position of the Power System (Energy Services) of the Department of
Water and Power of the City of Los Angeles at June 30, 2003 and 2002, and the changes in
its fund net assets and its cash flows for each of the three years in the period ended June 30,
2003 in conformity with accounting principles generally accepted in the United States of
America. 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 auditing standards generally
accepted in the United States of America, 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 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 our opinion.

As discussed in Note 2 to the financial statements, effective July 1, 2002, Energy Services
changed its election under Governmental Accounting Standards Board Statement No. 20,
"Accounting and Financial Reporting for Proprietary Funds and Other Governmental
Entities that Use Proprietary Fund Accounting," and no longer applies Financial Accounting
Standards Board.statements and interpretations issued after November 30, 1989. Energy
Services has restated all prior years presented to give effect of this change in election.

The management's discussion and analysis included on pages 1 through 16 is not a required
part of the basic financial statements but is supplementary information required by the
Governmental Accounting Standards Board. We have applied certain limited procedures,
which consisted primarily of inquiries of management regarding the methods of
-measurement and presentation of the required supplementary information. However, we did
hot audit the information and express no opinion on it.

scowv'14~ t _,.
November 26, 2003, except for Note 16, which is as of December 17, 2003



Los Angeles Department of Water and Power
Energy Services Balance Sheets, as restated
(Amounts in thousands)

June 30,

Assets
Non-Current Assets

Utility Plant
Generation
Transmission
Distribution
General

Accumulated depreciation

Construction work in progress
Nuclear fuel, at amortized cost

Restricted and other investments

Long-term California wholesale energy receivable, net
Long-term notes receivable
Net pension asset

2003

S 2,622,137
829,457

3,893,836
915,054

8,260,484
4,073,466

4,187,018
763,000

13,431

4,963,449

1,004,372

128,715
1,164,457

119,198

1,412,370

2002

$ 2,614,229
809,337

3,716,333
857,244

7,997,143
3,828,328

4,168,815
379,970

16,943

4,565,728

1,066,982

163,354
1,219,635

125,655

1,508,644

Current Assets
Cash and cash equivalents - unrestricted
Cash and cash equivalents - restricted
Cash collateral received from securities lending transactions
Customer and other accounts receivable, net of

$11,000 allowance for losses
Current portion of long-term notes receivable
Accrued unbilled revenue
Materials and fuel
Prepayments and other current assets

126,072
120,742
243,361

216,535
63,827

118,853
111,236
95,635

1,096,261

$ 8,476,452

166,760
83,463

187,180

242,778
70,323

120,028
107,590
80,002

1,058,124

$ 8,199,478

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

Page 18



Los Angeles Department of Water and Power
Energy Services Balance Sheets, as restated
(Amounts in thousands)

June30,
2003 2002

Fund Net Assets and Liabilities
Fund Net Assets

Invested in capital assets, net of related debt
Restricted fund net assets
Unrestricted fund net deficit

S 1,568,405
1,188,192

936,465
3,693,062

S 1,182,960
1,048,442
13393,941
3,625,343

Long term debt 3,232,088

Other Non-Current Liabilities
Deferred credits 466,167
Accrued postretirement liability 230,693
Accrued workers' compensation claims 25,163
Commitments and contingencies (Notes 6 and 15)

722,023

Current Liabilities
Current portion of long-term debt 163,180
Accounts payable and accrued expenses 212,161
Payable to the reserve fund of the City of Los Angeles 29,000
Accrued interest 49,723
Accrued employee expenses 64,407
Due to Water Services 67,447
Obligation under securities lending transactions 243,361

829,279
S 8,476,452

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

3,281,858

421,832
244,190

21,300

687,322

131,730
148,722
25,000
55,504
50,795

6,024
187,180
604,955

S 8,199,478
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Los Angeles Department of Water and Power
Energy Services Statements of Revenue, Expenses, and
Changes in Fund Net Assets, as restated
(Amounts in thousands)

Year Ended June ?0.
200? 2002 2001

Overatinp Revenues
Residential S 643.641 $ 632.113 S 655.847
Commercial and industrial 1,403.422 1.377,135 1,423.730
Sales for resale 64.097 191.073 943.844
Other 47.544 46.316 47.301
Uncollectible accounts (12,791) (11,573) (11,872)

2.145.913 2.235.064 3.058.850

Operatine Expenses
Fuel for generation 273,905 280.851 876,187
Purchased power 697.824 688.790 893.864
Maintenance and other operating expenses 675.181 598.391 545.374
Depreciation and amortization 268,612 302,887 280,010

1.915.522 1.870.919 2.595.435

Operating Income 230,391 364.145 463.415

Other Income and Expense
Investment income 132,431 130,079 180,553
Gain on sale of utility plant asset - 67,615
Other non-operating income 17.013 20.934 6.081

149.444 218.628 186,634
Other non-operating expenses 4.807 197.24 5.388

144.637 198.904 181.246
Loss on asset impairment and abandoned projects (8.330) - (43.519)

136,307 198,904 137,727

Debt Expenses
Interest on debt 141.238 154.600 185.378
Allowance for funds used during construction (1.799) (1.393) (1.123)

139.439 153.207 184.255

Contributions in aid of construction 25.818 22.014 16.730

Change in fund net assets before transfers
to the reserve fund of the City of Los Angeles 253.077 431.856 433,617

Transfers to the reserve fund of the City of Los Angeles 185.358 179.153 119.800

Increase In fund net assets 67.719 252.703 313.817

Fund net assets
Beginning of period 3.625.343 3,372.640 3.058.823
End of period S 3.693,062 S 3,625,343 S 3,372,640

The accompanying notes are an integral part of these financial statements.
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Los Angeles Department of Water and Power
Energy Services Statements of Cash Flows, as restated
(Anmounts in thousands)

Cash Flows from Operating Activities:
Cash Receipts

Cash receipts from retail customers
Cash receipts from retail customers for other

agency services
Cash receipts from wholesale customers
Cash receipts from interfund services provided
Other operating cash receipts

Cash Disbursements
Cash payments to employees
Cash payments to suppliers
Cash payments for interfund services used
Cash payments to other agencies for fees collected
Other operating cash payments

2003

S 2.195.695

269.158
112,613
283,803

(368,289)
(1.133,505)

(287,448)
(271,246)

(8,196)
792,585

Year Ended June 30,
2002

$ 2,088.916

273.361
266,489
256,774

(328,508)
(1,241,118)

(254,213)
(276,419)

(349)
784,933

2001

S 2,187.850

305,018
747,601
259.453

4,690

(316,013)
(1,948.551)

(249,747)
(284,116)

706,185

Cash Flows from Noncapital Financing Activities:
Payments to the reserve fund of the City of Los Angeles
Cash received for state grant
Cash disbursed for state grant expenses
Interest paid on noncapital revenue bonds

(181.358)

(6,862)
(188,220)

(154,153)
8,000

(14,753)
(9,829)

(170,735)

(119,800)
8,000

(1,247)
(18,132)

(131,179)

Cash Flows from Capital and Related Financing Activities:
Additions to plant and equipment, net
Proceeds from sale of utility plant asset
Contributions in aid of construction
Purchases of escrow investments
Proceeds from escrow investment maturities
Principal payments and maturities on long-term debt, net
Issuance of bonds and revenue certificates, net
Debt interest payments

Cash Flows from Investing Activities:
Purchases of investment securities
Proceeds from sales and maturities of investment securities
Purchase of long-term notes receivable, net
Maturities of long-term notes receivables
Investment income

(672,865)

26,025
(34,408)
28,593

(419,320)
402,385
(143,462)
(813,052)

(4,637,343)
4,636,609

70,322
135,690
205,278

(523,445)
95,000
11,060

250,315
(392,699)
112,837

(136,517)
(583,449)

(3,197,807)
2,857,321

36,002
131,372

(173,112)

(453.380)

11,364
(176,843)
528,770

(1.672,236)
1,275,939
(193,189)
(679,575)

(3,177,653)
3,261,389
(186,435)

159,931
57,232

Cash and Cash Equivalents:
Net (decrease)
Beginning of year
End of year

(3,409)
250,223

(142,363)
392,586

S _250,223

(47,337)
439,923

The accompanying notes are an integral part of these financial statements.
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Los Angeles Department of Water and Power
Energy Services Statements of Cash Flows, as restated, continued
(Amounts in thousands)

Year Ended June 30,
2002 _2003 2001

Reconciliation of operating income to net cash
provided by operating activities

Operating income
Adjustments to reconcile operating income to net cash

provided by operating activities
Depreciation and amortization
Provision for losses on customer and other

accounts receivable
Changes in assets and liabilities:

Customer and other accounts receivable
Accrued unbilled revenue
Materials and fuel
Net pension asset
Accounts payable and accrued expenses
Deferred credits
Due to Water Services
Accrued postretirement liability
Workers' compensation liability and other

Cash provided by operating activities

$ 230,391 $ 364,145 $ 463,415

268,612

12,791

43,697
1,175

(3,646)
6,457

63,439
44,335
61,423
49,863
14,048

$ 792,585

302,887

11,573

32,373
4,449
(2,610)

(13,393)
(35,235)
70,938
(1,316)

41,055
10,067

$ 784,933

280,010

11,872

(155,754)
6,123

(13,758)
(12,096)
34,539
71,722

5,996
28,867

(14,751)
$ 706.185

Non-cash capital and related financing activities:
Loss on asset impairment and abandoned projects $ (8,330) $ S (43,519)

The accompanying notes are an integral part of these financial statements.
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Los Angeles Dcpartment of Water and Power
Energy Services
Notes to Financial Statements

NOTE 1: Summary of Significant Accounting Policies

The Department of Water and Power of the City of Los Angeles (the Department) exists as a
separate proprietary agency of the City of Los Angeles (the City) under and by virtue of the
City Charter enacted in 1925 and as revised effective July 2000. The Department's Power
System (Energy Services) is responsible for the generation, transmission, and distribution of
electric power for sale in the City.

Method of accounting

The accounting records of Energy Services are maintained in accordance with accounting
principles generally accepted in the United States of America. As a government-owned utility,
in prior years the Department applied all statements issued by the Governmental Accounting
Standards Board (GASB) and all statements and interpretations issued by the Financial
Accounting Standards Board (FASB), which are not in conflict with statements issued by the
GASB. In fiscal year 2003 the Department changed its election under the guidance in GASB
Statement No. 20, "Accounting and Financial Reporting for Proprietary Funds and Other
Governmental Entities that Use Proprietary Fund Accounting" (GASBS No. 20), to follow all
GASB statements and only FASB statements and interpretations issued on or before
November 30, 1989. Prior periods were restated. See Note 2.

The Department's rates are determined by the Board of Water and Power Commissioners (the
Board) and are subject to review and approval by the City Council. As a regulated enterprise,
the Department utilizes Statement of Financial Accounting Standards (SFAS) No. 71,
"Accounting for the Effects of Certain Types of Regulation, "which requires that the effects of
the ratemaking process be recorded in the financial statements. Such effects primarily concern
the time at which various items enter into the determination of changes in fund net assets.
Accordingly, Energy Services records various regulatory assets and liabilities to reflect the
Board's actions. Management believes that Energy Services meets the criteria for continued
application of SFAS No. 71, but will continue to evaluate its applicability based on changes in
the regulatory and competitive environment (see Note 3).

Use of estimates
The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the financial statements and the reported amounts
of revenues and expenses during the reporting period. Actual results could differ from those
estimates.
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Los Angeles Department of Water and Power
Energy Services
Notes to Financial Statements (continued)

NOTE 1: (continued)

Utility plant
The costs of additions to utility plant and replacements of retired units of property are
capitalized. Costs include labor, materials, an allowance for funds used during construction
(AFUDC), and allocated indirect charges such as engineering, supervision, transportation and
construction equipment, retirement plan contributions, health care costs, and certain
administrative and general expenses. The costs of maintemnce, repairs and minor
replacements are charged to the appropriate operations and maintenance expense accounts.
The original cost of property retired, net of removal and salvage costs, is charged to
accumulated depreciation.

Impairment of long-lived assets
Long-lived assets are reviewed for impairment whenever events or changes in circumstances
indicate that the carrying amount of an asset may not be fully recoverable. Recoverability of
assets to be held and used is measured by a comparison of the carrying amount of the assets to
their fair value, which is normally determined through analysis of the future undiscounted net
cash flows expected to be generated by the assets. If such assets are considered to be
impaired, the impairment to be recognized at that time is measured by the amount that the
carrying amount of the assets exceeds the fair value of the assets.

Depreciation and amortization
Depreciation expense is computed using the straight-line method based on service lives for all
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 July 1, 1973 is computed using the 5% sinking fund method based on
estimated service lives. The Department uses the composite method of depreciation and
therefore groups assets into composite groups for purposes of calculating depreciation
expense. Estimated service lives range from 5 to 75 years. Amortization expense for computer
software is computed using the straight-line method over 5 years. Depreciation and
amortization expense as a percentage of average depreciable utility plant in service was 3.4%,
4.0% and 3.9% for fiscal years 2003, 2002 and 2001, respectively.

During fiscal year 2003, Energy Services changed its estimate of service lives of certain utility
plant assets and ceased depreciating two of its major facilities as they reached the end of their
useful lives for accounting purposes. This change in estimate resulted in a reduction to Energy
Services' depreciation expense by a total of $54 million.
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Los Angeles Department of Water and Power
Energy Services
Notes to Financial Statements (continued)

NOTE 1: (continued)

Nuclear decommissioning
The Department owns a 5.7% direct ownership interest in the Palo Verde Nuclear Generating
Station (PVNGS). In addition) through its participation in the Southern California Public
Power Authority (SCPPA), the Department is party to a contract for an additional 3.95% of the
output of PVNGS. Nuclear decommissioning costs associated with the Department's output
entitlement are included in purchased power expense (see Note 6).

Decommissioning of PVNGS is expected to commence subsequent to the year 2024. The total
cost to decommission the Department's direct ownership interest in PVNGS is estimated to be
$112 million in 2001 dollars. This estimate is based on an updated site-specific study prepared
by an independent consultant in 2001. Prior to December 1999, the Department contributed to
external trusts established in accordance with the PVNGS participation agreement and Nuclear
Regulatory Commission requirements. During fiscal year 2000, the Department suspended
contributing additional amounts to the trust funds, as management believes that contributions
to date, combined with reinvested earnings, will be sufficient to fully fund the Department's
share of decommissioning costs. The Department will continue to reinvest its investment
income. The Department reinvested $4.7 million and $6.1 million of investment income in
fiscal years 2003 and 2002, respectively, and recognized an offsetting expense.
Decommissioning funds, which are included in restricted investments, totaled $90.6 and $85.6
million as of June 30, 2003 and 2002 (at fair value), respectively. The Department recognizes
an increase in accumulated depreciation equivalent to its contributions to and realized and
unrealized investment earnings from nuclear decommissioning trust funds.

Nuclearfuel
Nuclear fuel is amortized and charged to fuel for generation 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
assesses each utility with nuclear operations, including the Department, $1 per megawatt hour
of nuclear generation. The Department includes this charge as a current year expense in fuel
for generation. See Note 15 for discussion of spent nuclear fuel disposal.
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NOTE 1: (continued)

Cash and cash equivalents
As provided for by the California Government Code, the Department's cash is deposited with
the City Treasurer in the City's general investment pool for the purpose of maximizing interest
earnings through pooled investment activities. Cash and cash equivalents in the City's general
investment pool are reported at fair value and changes in unrealized gains and losses are
recorded in the statements of revenue, expenses, and changes in fund net assets. Interest
earned on such pooled investments is allocated to the participating funds based on each fund's
average daily cash balance during the allocation period. The City Treasurer invests available
funds of the City and its independent operating departments on a combined basis. The
Department classifies all cash and cash equivalents that are restricted either by creditors, the
Board, or by law, as restricted cash and cash equivalents on the balance sheet. The Department
considers its portion of pooled investments with an original maturity of three months or less to
be cash equivalents.

At June 30, 2003 and 2002 restricted cash and cash equivalents includes the following
(amounts in thousands):

June 30,
2003 2002

Bond redemption and interest funds S 86,162 S 54,209
Construction funds 222 1,027
Self insurance fund 32,475 27,475
Other 1,883 752

S 120,742 S 83,463

Materials and fuel
Materials and supplies are recorded at average cost Fuel is recorded at lower of cost and
market, on an average cost basis.

Restricted and other investments
Restricted and other investments include primarily commercial paper, United States
government and governmental agency securities, and corporate bonds. Investments are
reported at fair value and changes in unrealized gains and losses are recorded in the statement
of revenue, expenses and changes in fund net assets. Gains and losses realized on the sale of
investments are generally determined using the specific identification method. The stated fair
value of investments is genemlly based on published market prices or quotations from major
investment dealers.
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Accrued employee expenses
Accrued employee expenses includes accrued payroll and an estimated liability for vacation
leave, sick leave and compensatory time, which is accrued when employees earn the rights to
the benefits.

Debt expenses
Debt premium, discount and issue expenses are deferred and amortized to debt expense using
the effective interest method over the lives of the related debt issues. Gains and losses on
refundings related to bonds redeemed by proceeds from the issuance of new bonds are
amortized to debt expense using the effective interest method over the shorter of the life of the
new bonds or the remaining term of the bonds refunded. Gains and losses on bond defeasances
financed with cash are reported as an extraordinary gain or loss on extinguishment of debt in
the statements of revenue, expenses and changes in fund net assets.

Gas and electricity option and swvap agreements
Gas and electricity option and location swap agreements were previously reported at fair value
on the balance sheet. With the change in election under GASBS No. 20, the Department now
accounts for these contracts on a settlement basis (see Note 2). The Department does not enter
into gas and option agreements for trading purposes. The Department is exposed to risk of
nonperformance if the counterparties default or if the swap agreements are terminated (see
Note 9).

Accnred workers' compensation claims
Liabilities for unpaid workers' compensation claims are recorded at their present value when
they are probable of occurrence and the amount can be reasonably estimated. The liability is
actuarially determined, based on an estimate of the present value of the claims outstanding and
an amount for claim-events incurred but not reported based upon the Department's loss
experience, less the amount of claims and settlements paid to date. The discount rate used to
calculate this liability at its present value was 4% at June 30, 2003, which approximates the
Department's long term investment yield.
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NOTE 1: (continued)

Overall indicated reserves for workers' wompensation claims, for both Water and Energy
Services, undiscounted, have increased from $40.9 million as of June 30, 2002, to S45.5
million as of June 30, 2003. This increase is mainly attributable to increased medical inflation
(particularly in the area of prescription drugs), significant increases in benefit levels
implemented in California in the past few years, increased payroll levels of the Department
contributing to higher indemnity losses, and increasing claim frequencies experienced by the
Department in the past few years. The undiscounted reserves of $45.5 million are net of $43.2
million of cumulative payments made for claims by the Department as of June 30, 2003, for
all outstanding policy years. As the claims typically take longer than 1 year to settle and close
out, the entire discounted liability is shown as long term on the balance sheets as of June 30,
2003 and 2002. Energy Services' portion of the undiscounted reserves as of June 30, 2003, is
$28.7 million.

Customer deposits
Customer deposits represent deposits collected from customers upon opening of new accounts.
These deposits are obtained when the customer does not have a previously established credit
history with the Department. Original deposits plus interest is paid to the customer once a
satisfactory payment history is maintained, generally after one to three years. Interest is
accrued by Water Services at the prevailing rate established by the Department, which
historically has been approximately 3.5%.

Water Services is responsible for collection, maintenance and refunding of these deposits for
all Department customers, including those of Energy Services. As such, Water Services'
balance sheets include a deposit liability of $42.3 million and $44.5 million as of June 30,
2003 and 2002, respectively. These amounts are inclusive of amounts due to both Water
Services and Energy Services customers. In the event that Water Services defaults on refunds
of such deposits, Energy Services would be required to pay amounts owing to its customers.

Revenues

Energy Services' rates are established by a rate ordinance, which is approved by the City
Council. Energy Services sells energy to other City departments at rates provided in the
ordinance. Energy Services recognizes energy costs in the period incurred and accrues for
estimated energy sold but not yet billed. The Department's current rates include amounts
designated for the pre-collection of out-of-market future purchase power costs. These amounts
are included in deferred credits. At the discretion of the Department, these amounts will be
recognized in future periods as an offset to related purchased power expense. At June 30, 2003
and 2002, S479.7 and $409.9 million, respectively, of pre-collected purchased power costs has
been deferred.
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Non-operating revenues
Contributions in aid of construction and other grants received by the Department for
constructing utility plant and other activities are recognized as non-operating revenues when
all applicable eligibility requirements, including time requirements, are met.

Included in customer and other accounts receivable as of June 30, 2003 is $20 million of
amounts received prior to June 30, 2003 from the Federal Emergency Management Authority,
by the City of Los Angeles on behalf of Energy Services. This amount was deposited into the
City's general fund. This amount was not transferred to the Power revenue fund until July
2003, and as such represents a receivable from the City to Energy Services as of June 30,
2003.

Allowance forfunds used during construction
Allowance for funds used during construction represents the cost of borrowed funds used for
the construction of utility plant. Capitalized AFUDC is included as part of the cost of utility
plant and as a reduction of debt expenses. The average AFUDC rate was 4.2%, 5.4% and 5.4%
for each of fiscal years 2003, 2002, and 2001 respectively.

Reclassifications
Certain financial statement items for prior years have been reclassified to conform to the
current year presentation.

Recent Accounting Pronouncements

In May 2002, the GASB issued GASBS No. 39, Determining Whether Certain Organizations
Are Component Units." This Statement amends GASB Statement No. 14, 'The Financial
Reporting Entity," to provide additional guidance to determine whether certain organizations
for which the primary government is not financially accountable should be reported as
component units, based on the nature and significance of their relationship with the primary
government. Generally, it requires reporting, as a component unit, an organization that raises
and holds economic resources for the direct benefit of a governmental unit. This Statement is
effective for the Department beginning in fiscal year 2004. The Department does not expect
that there will be a material impact to financial statements as a result of adopting this
Statement.
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In November 2003, the GAS B issued GASBS No. 42 'Accounting and Financial Reporting
for Impairment of Capital Assets and for Insurance Recoveries." This Statement establishes
accounting and financial reporting standards for impairment of capital assets. A capital asset is
considered impaired when its service utility has declined significantly and unexpectedly. This
Statement also clarifies and establishes accounting requirements for insurance recoveries.
Under the standard, impaired capital assets that will no longer be used by the government
should be reported at the lower of carrying value or fair value. Impairment losses on capital
assets that will continue to be used by the government should be measured using the method
that best reflects the diminished service utility of the capital asset. This Statement is effective
for the Department beginning in fiscal year 2005 and will not require restatement of
previously reported impairment charges. The Department has not yet determined the financial
statement impact of adopting the new Statement.

NOTE 2: Accounting Changes

Change in election under GASB Statement No. 20

In fiscal year 2003, the Department changed its election under the guidance in GASB
Statement No. 20, 'Accounting and Financial Reporting for Proprietary Funds and Other
Governmental Entities that Use Proprietary Fund Accounting" (GASBS No. 20), to follow
GASB statements and only FASB statements and interpretations issued on or before
November 30, 1989. The Department is required to retroactively apply this change by restating
prior years presented. Management believes that this change in election represents a change to
a preferable method of accounting.

The impact on Energy Services' financial statements as a result of this change was the
discontinuation of the application of Financial Accounting Standard No. 133, 'Accountingfor
Derivative Instruments and Hedging Activities" (SFAS No. 133). The Department adopted
SFAS No. 133 in fiscal year 2001 and consequently began reporting its derivative instruments
at fair value. With the change in election under GASBS No. 20, Energy Services is no longer
required to report its derivative instruments at fair value, however it must now provide certain
disclosures related to derivative instruments as required by GASB Technical Bulletin No.
2003-1, "Disclosure Requirements for Derivatives Not Reported at Fair Value on the
Statement of Net Assets," (see Note 9).
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The Department has continued to apply the provisions of SFAS No. 106, "Employers'
Accounting for Postretirement Benefits Other Than Pensions," and recognizes expense
associated with postretirement benefits other than pensions on an accrual basis. Currently,
there is no prescriptive guidance under governmental standards, however the GASB is
finalizing its project on accounting for postretirement benefits other than pensions. The
Department will continue to apply the provisions of SFAS No. 106 until the GASB has
finalized its project, and will adopt the new GASB Standard as required in the final transition
guidance. See Note 12.

Energy Services restated its prior year financial statements to retroactively apply this change
in election and recorded the ibllowing amounts (amounts in thousands):

As Previously
Renorted Adjustments As Restated

Balance Sheets:
Prepayments and other current assets

Unrestricted fund net assets

Total fund net assets

Statementg of Revenue, Expenses
and Changes in Fund Net Assets

Sales for resale

Fuel for generation

Purchased power expense

Increase in fund net assets

Statements of Revenue, Fxpenges
and Chances in Fund Net Assets

Sales for resale

June 30,2002

$ 85,540 $ (5,538) $ 80,002

$ 1,399,479 $ (5,538) $ 1,393,941

$ 3,630,881 S (5,538) $ 3,625,343

Year ended June 30,2002
S 189,690 $ 1,383 $ 191,073

$ 280,474 $ 377 $ 280,851

$ 683,572 $ 5,218 $ 688,790

$ 256,915 S (4,212) S 252,703

Year ended June 30, 2001
S 998,551 $ (54,707) S 943,844

Purchased power expense $ 899,082 S (5,218) $ 893,864

Curnmulative effect of change in accounting principle $ 48,163 $ (48,163) $

Increase in fund net assets S 315,143 S (1,326) S 313,817
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GASB Statements Nos. 34, 37 and 38
On July 1, 2001, the Department adopted GASB Statement No. 34 (GASBS 34), "Basic
Financial Statements and Management's Discussion and Analysis for State and Local
Governments," GASB Statement No. 37 (GASBS 37), "Basic Financial Statements and
Management's Discussion and Analysis for State and Local Governments: Omnibus - an
Amendment of GASB Statements No. 21 and No. 34" and GASB Statement No. 38 'Certain
Financial Statement Note Disclosures" (GASBS 38). GASBS 34, as amended, and GASBS
38 establish specific standards for external financial reporting for all state and local
governments. As a result of adopting these Standards, the basic financial statement
presentation was significantly changed, including adding management's discussion and
analysis of operating, investing and financing activities. GASBS 34 also requires the
classification of fund net assets into three components - invested in capital assets, net of
related debt; restricted; and unrestricted. These classifications are defined as follows:

* Invested in capital assets, net of related debt - This component of net assets
consists of capital assets, net of accumulated depreciation reduced by the
outstanding debt balances, net of unamortized debt expenses.

* Restricted - This component consists of net assets with constraints placed on their
use, either externally or internally. Constraints include those imposed by creditors
(such as through debt covenants), grants or laws and regulations of other
governments, or by law through constitutional provisions or enabling legislation or
by the Board.

* Unrestricted - This component of net assets consists of net assets that do not meet
the definition of "restricted" or "invested in capital, net of related debt."

Under GASBS 34, the statements of equity and of other comprehensive income were
eliminated, the statement of income was renamed the statement of revenue, expenses and
changes in fund net assets, and the statement of cash flows is required to be presented using
the direct method (including a reconciliation of operating cash flows to operating income).
Under GASBS 34, uncollectible debt expense was reclassified as a reduction of operating
revenues.
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NOTE 3: Regulatory Matters

Effective April 1, 1998, customers of California's investor-owned utilities (IOU) became
eligible for direct access. The introduction of direct access resulted in significant structural
changes to the electric power industry, including plant divestitures and management of IOU
transmission assets through the California Independent System Operator (CISO). No definitive
plan for allowing direct access to customers in the Department's service area has been
adopted; however, if the Department implements direct access in the future, it is likely that its
generation business will no longer qualify for accounting under SFAS No. 71. SFAS No. 71
requires that the effects of the ratemaking process be recorded in the financial statements.
Based on current and projected market prices, management does not believe that market issues
or the introduction of direct access will negatively impact the Department's financial position.
In 2001, legislation was enacted to suspend direct access to retail customers in California.

As a government-owned utility, the Department was not compelled to participate in drect
access or to divest its generation assets. Management continues to evaluate the Department's
alternatives in response to deregulation the introduction of direct access and participation in
the CISO. In addition, management has implemented debt and cost reduction programs and
restructured certain purchase power commitments in response to the changes in the electric
utility market. Furthermore, in August 2000, the City Council approved a $1.7 billion, ten-year
plan to upgrade the Department's local power plants and to implement a program that includes
demand side management, alternative energy sources and distributed generation. This plan has
been amended to allow for a total budget of $2.0 billion. Through June 30, 2003, the
Department has incurred $930.8 million related to such upgrades.

Federal Energy Regulatory Commission Price Mitigation Plan
In June 2001, the Federal Energy Regulatory Commission (FERC) issued a price mitigation
plan on spot market sales in the Western Electric Coordinating Council (WECC). The plan
imposes price limits on the sale of electricity in WECC based on a calculation that estimates
the cost of production of the least efficient gas-fired generation plant in California and a fixed
factor to account for other variable costs. The calculation is based on factors existing at the
then most current California Stage 1 Emergency. Sellers and other marketers have the
opportunity to justify prices above the limit to the FERC. On July 17, 2002, FERC ordered
effective October 1, 2002, among other things, a new price cap and certain automatic
procedures in the WECC, designed to mitigate the effects of market power. Energy Services'
purchases and sales of electricity occur entirely within the WECC and as such are subject to
these measures. These measures have in part, contributed to stabilizing the market and
resulting in overall lower wholesale prices.
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California Receivables and FERC refund hearings
During fiscal year 2001, the Department made sales to two California agencies that were
formed by Assembly Bill 1890 to facilitate the purchase and sale of energy and ancillary
services in the State of California. Through June 30, 2003, these agencies, the CISO and the
California Power Exchange (CPX), have made minimal payments since April 2001 on
amounts outstanding to counterparties, including Energy Services, for certain energy
purchases in fiscal years 2000 and 2001. The CPX filed for protection under Chapter 11 of the
Federal Bankruptcy Statute in January of 2001. Two utilities with significant amounts due to
these agencies, Southern California Edison Company and Pacific Gas & Electric, have
previously stated in public disclosure documents that they may not be able to pay for all the
power they consumed in 2001. Southern California Edison Company has paid all amounts due
by it to the CPX, however the amounts remain in an escrow account pending the resolution of
disbursement of the funds. Pacific Gas & Electric has filed for protection under Chapter 11 of
the Federal Bankruptcy Statute and all amounts due from that entity are outstanding.

As of June 30, 2003 and 2002, a total of $168.7 and $170.4 million, respectively, was due to
Energy Services from the CISO and the CPX. The FERC has questioned whether amounts
charged for energy sold to the CISO and the CPX during 2000 and 2001 represent "unlawful
profits" that should be subject to refund. The FERC has considered various options for
determination of a refund amount but has not issued definitive guidance on what represents
unlawful profits for sales during the period. If the FERC issues an order requiring a refund
under defined conditions, the Department may be liable to refund a portion of amounts
recorded as sales. However, it has not been established that the FERC has any jurisdiction over
municipal utilities, including the Department.

Energy Services has recorded a $40.0 million liability as of June 30, 2003 against the $168.7
million receivable, for potential refunds pertaining to its wholesale sales during 2000 and
2001. Management believes that this is the most probable amount that will be paid by the
Department and is based on the most recent formula disclosed by FERC. Energy Services
estimated this amount to be $7.0 million in the prior year based on the best information
available at the time and therefore recorded a reserve of $7.0 million as of June 30, 2002
against the S 170.4 million receivable. While management has recorded its estimate of the most
probable amounts that will be paid, management does believe that it is entitled to all amounts
due from sales to counterparties in California, including those named above. Furthermore,
management believes that interest may be due to it on those amounts but any potential
receivable is not estimable at this time. In addition, management does not believe that Energy
Services' exposure to any additional losses with respect to these receivable balances is
currently estimable. If final settlement of these receivables results in an amount less than the
recorded balance, net of the $40.0 million reserve, the Department will be required to record a
loss in the statement of revenue, expenses and changes in fund net assets.
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Public benefits
In accordance with Assembly Bill 1890, as amended by Assembly Bill 995 and pirsuant to
direction from the Board, a percentage of the Department's retail revenue is designated for use
for qualifying public benefits programs. Qualifying programs include cost-effective demand
side management services to promote energy-efficiency and energy conservation, new
investment in renewable energy resources and technologies, development and demonstration
programs to advance science and technology, and services provided for low-income electricity
customers. In accordance with current legislation and the Department's plans, the program is
currently expected to cease January 1, 2012.

The Department defers public benefits revenue from customers in excess of costs incurred
under qualifying programs and defers qualifying expenses in excess of collections pursuant to
approval received from the Board. During fiscal year 2003, Energy Services changed its public
benefits deferral estimate. The change in estimate was the result of an updated interpretation of
Assembly Bill 1890. As a result, the Department rcorded an increase in its public benefits
deferred credit balance of $27 million During fiscal years 2003, 2002, and 2001, the
Department spent $74.9, $65.8, and $63.5 million, respectively, on public benefits programs.
These programs include investments in electric buses and vehicles, photovoltaics, or solar
power and other alternative energy sources, and support for low-income and life support
customers. As of June 30, 2003, the Department recorded a deferred expense of $11.7 million
due to public benefit expenses incurred in excess of revenues. The deferred expenses at June
30, 2003 will be recognized when the corresponding revenue is earned. As of June 30, 2002,
the Department deferred unspent public benefit revenue s of S 12.0 million.

Accounting for the State Energy Efficiency Grant
During fiscal year 2001, the Department was awarded a $16 million grant by the State of
California for the purpose of reducing energy demand during the summer months. The
Department received $8 million in fiscal year 2001 and the remaining $8 million in fiscal year
2002. Grant money received was initially recorded as a deferred credit on the balance sheet.
As funds were disbursed on qualifying energy efficiency programs, Energy Services
recognized the grant funds received as non-operating revenues, and recognized the
expenditures as non-operating expenses. During fiscal years 2002 and 2001, the Department
recognized $15 million and $1 million respectively of these grant funds as non-operating
income. The entire grant was disbursed as of June 2002.
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NOTE 4: Utility Plant

Energy Services had the following activity in utility plant during fiscal year 2003 (amounts in
thousands):

Balance
June 30. 2002

Retirements
Additions and DisDosals

Balance
June 30. 2003Transfers Reclassifications

Nondepreciable utility plant
Land and land rights
Construction work in progress
Nuclear fuel*

Total nondepreciable utility plant

Depreciable utility plant
Generation
Transmission
Distribution
General

Total depreciable utility plant

Less accumulated depreciation*

S 154,368 S
379,970 492,369

16,943 8,058

551,281 500,427

2,605,232 11,990
729,651 4,042

3,667,305 101,065
840.587 61.369

7.842.775 178.466
(3.828.32) (285.214)

$ (298) S

(11,570)
(11,868)

(11,730)
(1,581)
(3,474)
(7.381 _

(24.166)
40 076 -

- $ 2,655 S 156,725
(109,339) 763,000

- 13,431

(109,339) 2,655 933,156

7,652
17,638
79,933
4.116

109.339

- 2,613,144
- 749,750

(2,655) 3,842,174
- 898691

(2.655) 8.103,759

- (4.073.466)

Total utility plant, net $ 4.565.728 S 393679 S 4.042 S - S - S 4,963.449

* Additions to accumulated depreciation include capitalized depreciation of 522.4 million.

* * Nuclearfuel disposals represent amortization.

NOTE 5: Jointly-Owned Utility Plant

Energy Services has direct interests in several electric generating stations and transmission
systems, which are jointly-owned with other utilities. As of June 30, 2003, utility plant
includes the following amounts related to Energy Services' ownership interest in each jointly-
owned utility plant (amounts in thousands, except as indicated):

Utilitv Plant in Service

Palo Verde Nuclear Generating Station
Navajo Generating Station

Mohave Generating Station
Pacific Intertie DC Transmission Line
Other transmission systems

Ownership
Interest

5.7%
21.2%

10.0%
40.0%

Share of Capacity
(1M)
217
477

158
1240

Cost

S 514,284
210,205

66,633
192,277

75,015

Accumulated
Depreciation

S 242,883
199,063
41,742
55,217
37,348Various

S 1,058,414 S 576,253
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Energy Services will incur certain minimum operating costs related to the jointly-owned
facilities, regardless of the amount or its ability to take delivery of its share of energy
generated. Energy Services' proportionate share of the operating costs of the joint plants is
included in the corresponding categories of operating expenses.

On November 27, 2001, the Los Angeles City Council approved the sale of fifty percent of the
Department's twenty percent ownership interest in the Mohave Generating Station to the Salt
River Project Agricultural Improvement and Power District (SRP). SRP took the place of the
original purchaser, AES Corporation, under the terms of fie Mohave Project Plant Site
Conveyance and Co-Tenancy Agreement. SRP paid $95 million in cash for the 10% interest.
The sale resulted in the recognition of a gain of $67.6 million, which is included in other
income and expense on the statements of revenue, expenses, and changes in fund net assets in
fiscal year 2002.

NOTE 6: Purchase Power Commitments

The Department has entered into a number of energy and transmission service contracts,
which involve substantial commitments as follows (amounts in thousands, except as
indicated):

Department's Interest In Agencv's Share
Outstanding

Agency AgencyShare Interest Capacity MW Principal

Intermountain Power Project IPA 100.0% 66.8% 1,068 S 1,670,100
Palo Verde Nuclear Generating Station SCPPA 5.9% 67.0% 151 S 510,175
Mead-Adelanto Project SCPPA 67.9% 35.7% 291 S 81,828
Mcad-Phocnix Project SCPPA 17.8% - 22.4% 24.B% 148 $ 17,883
Southern Transmission System SCPPA 100.00/% 59.5% 1,142 $ 594,194

IPA: The Intermountain Power Agency is an agency of the State of Utah established to own,
acquire, construct, operate, maintain, and repair the Intermountain Power Project (IPP). Energy
Services serves as the Project Manager and Operating Agent of IPP.

SCPPA: The Southern California Public Power Authority, a California Joint Powers Agency.
Note: SCPPA's interest in the Mead-Phoenix Project includes three components.
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The above agreements require Energy Services to make certain minimum payments, which are
based primarily upon debt service requirements. In addition to average annual fixed charges of
approximately $295 million during each of the next five years, the Department is required to
pay for operating and maintenance costs related to actual deliveries of energy under these
agreements (averaging approximately $245 million annually during each of the next five
years). The Department made total payments under these agreements of approximately $546,
$514, and $532 million in fiscal years 2003, 2002 and 2001, respectively. These agreements
are scheduled to expire from 2027 to 2030.

Energy Services earned fees under the IPP Project Manager and Operating agreements totaling
$15.8, $14.7 and $14.0 million in fiscal years 2003, 2002 and 2001, respectively.

Long-tern notes receivable
Under the terms of its purchase power agreement with IPA, the Department is charged for its
output entitlements based on its share of IPA's costs, including debt service. During fiscal year
2000, the Department restructured a portion of this obligation by transferring $1.12 billion to
IPA in exchange for long-term notes receivable. The funds transferred were obtained from the
debt reduction trust funds and through the issuance of new variable rate debentures (see Notes
7 and 10). IPA used the proceeds from these transactions to defease and to tender for bonds
with par values of approximately $615 and $611 million, respectively. The net discount of
$114 million is being amortized using the effective interest method over the lives of the bonds
through 2023.

On September 7, 2000, the Department transferred $187 million to IPA in exchange for
additional long-term notes receivable. IPA used the proceeds to defease bonds with a face
value of $198 million. The net discount of $9 million is being amortized using the effective
interest method over the life of the bonds through 2017.

The IPA notes are subordinate to all of IPA's publicly held debt obligations. The
Department's future payments to IPA will be partially offset by interest payments and
principal maturities from the subordinated notes receivable. The net IPA notes receivable
balance totaled $1.23 billion and $1.29 billion as of June 30, 2003 and 2002, respectively.

Energy entitlement
The Department 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. The cost of power purchased under this
contract was $11 million in each of fiscal years 2003, 2002 and 2001.
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NOTE 7: Restricted and Other Investments

A summary of Energy Services' restricted and other investments is as follows (amounts in
thousands):

June 30,
2003 2002

Restricted and other investments:
Escrow investments $ 34,262 $ 33,714
Debt reduction trust funds 836,427 807,748
Nuclear decommissioning trust fimds 90,576 85,586
Other investments 43,107 139,934

Total Restricted and other investments S 1,004,372 $ 1,066,982

Other:
Cash collateral received from securities

lending transactions (see Note8) S 243,361 $ 187,180
Postretirement health care benefit trust fund 131,247 62,727

Total S 1,378,980 $ 1,316,889

All restricted and other investments are held in trust accounts to be used for a designated
purpose as follows:

Escrow investments
Escrow investments are held to call specified revenue bonds at scheduled maturity dates.

Debt reduction trust funds
The debt reduction trust funds were established during fiscal year 1997 to provide for the
payment of principal and interest on long-term debt obligations and purchased power
obligations arising from the Department's participation in the Intermountain Power Project
and the Southern California Public Power Authority (SCPPA) (see Note 6). The Department
has transferred funds from purchased power pre-collections into these trust funds. Funds from
operations may also be transferred by management as funds become available.

Nuclear decommissioning trust funds
Nuclear decommissioning trust funds will be used to pay the Department's share of
decommissioning the Palo Verde Nuclear Generating Station at the end of its useful life (see
Note 1).
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Postretirement health care benefit trustfund
The postretirement health care benefit trust fund was established to provide for the payment of
the Department's postretirement health benefits. Accrued postretirement liabilities are
recorded net of the trust fund (see Note 12).

Other investments
Other investments consist of funds held by SCPPA on behalf of the Department. Certain of
these investments are currently being used by the Department to provide for the payment of
principal and interest on long-term debt obligations and purchased power obligations arising
from the Department's participation in SCPPA. However, there are no restrictions imposed on
the Department regarding the use of these investments.

Restricted and other investments held by the Department are categorized separately below to
give an indication of the level of custodial credit risk assumed by the Department.
Specifically, identifiable investments are classified as to credit risk by three categories and
summarized below as follows: Category 1 includes investments that are insured or registered
or for which securities are held by the Department or its agent in the Department's name;
Category 2 includes uninsured and unregistered investments for which the securities are held
by the counterparty's trust department or agent in the Department's name; and Category 3
includes uninsured and unregistered investments for which the securities are held by the
counterparty or by its trust department or agent, but not in the Department's name.
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At June 30, 2003, Energy Services' restricted and other investments are categorized as follows
(amounts in thousands):

Type of Investments

Investments - categorized
U.S. government securities
Bonds
Commercial paper
Repurchase agreements
Negotiable certificates of deposits

Total categorized restricted and other investments

Investments - not categorized
Investments held by broker-dealers:

U.S. government securities
Mutual funds

General pooled securities lending cash collateral

Total

I
Categorv

2 3 Total

S 510,281 S
162,375

- 11,

- 218,666
33,312 -

S 922,502 S 218.666

S

.s

$ 510,281
162,375
216,534
218,666

33,312

S 1.141.168

212,855
262

24.695

S 1.378.980

At June 30, 2002, Energy Services' restricted and other investments are categorized as follows
(amounts in thousands):

Catceorv
2Type of investments

Investments - categorized
U.S. government securities

Bonds
Commercial paper
Repurchase agreements
Negotiable certificates of deposits

Total categorized restricted and other investments

I 3 Total

S 641,375
249,262

41,944

S - S

155,212

- S 641,375

- 249,262
41,944

- 155,212
39,203

_ S 1,126,996

39, 203

S 971,784 S 155,212 S

Investments - not categorized
Investments held by broker-dealers:

U.S. government securities
Mutual funds

General pooled securities lending cash collateral

Total

151,459
6,465

31.969

S 1,316.889

Repurchase agreements relate to the Department's securities lending program (see Note 8).
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NOTE 8: Securities Lending Transactions

In December 1999, the Department initiated a securities lending program managed by its
custodial bank. The bank lends up to 20% of the investments held in the debt reduction trust
funds, decommissioning trust funds, and plan assets held in the postretirement benefits trust
fund for securities, cash collateral or letters of credit equal to 102% of the market value of the
loaned securities and interest, if any. The Department can sell collateral securities only in the
event of borrower default. Both the investments purchased with the collateral received and the
related liability to repay the collateral are reported on the balance sheets. A summary of
Energy Services' securities lending transactions as of June 30, 2003 and 2002 is as follows
(amounts in thousands):

June 30, 2003
Fair value

of
underlying Collateral

Securities lent for cash collateral securities value

June 30, 2002
Fair value

of
underlying Collateral
securities value

US Government and agency securities $ 213,199 S 218,667 $ 151,782 $ 155,211

Cash collateral received is reinvested by the lending agent in open repurchase agreements. As
such, the maturities of reinvested cash collateral always match the maturities of the underlying
securities lent. The lending agent provides indemnification for borrower default. There were
no violations of legal or contractual provisions and no borrower or lending agent default losses
during fiscal years 2003 and 2002.

General Investnment Pool Program
The Department also participates in the City's securities lending program through the pooled
investment fund. The City's program has substantially the same terms as the Department's
direct securities lending program. The Department recognizes its proportionate share of the
cash collateral received for securities loaned and the related obligation for the general
investment pool. As of June 30, 2003 and 2002, Energy Services' attributed share of cash
collateral and the related obligation from the City's program was $24.7 and $32.0 million,
respectively.

Management believes that participation in these securities lending programs results in no
credit risk exposure to the Department because the amounts owed to the borrowers exceed the
amounts the borrowers owe to the Department and the Pool.
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NOTE 9: Derivative Instruments

As a result of the Department's change in election under GASBS No. 20 (see Note 2), Energy
Services no longer records its derivative instruments at fair value on the balance sheets.
Energy Services has four main types of derivative instruments as of June 30, 2003: electricity
forward contracts, electricity swaps, electricity option and swaption contracts, and gas forward
contracts.

Objective of electricityfonvard contracts
The Department routinely enters into electricity forward contracts to manage its requirements
to service its electric customers. Forward contracts to buy or sell energy scheduled for delivery
in future periods generally qualify as derivative instruments as described in GASB Technical
Bulletin 2003- 1, "Disclosure Requirementsfor Derivatives Not Reported at Fair Value on the
Statement of Net Assets," (GTB 2003-1) which utilizes the definitions embodied in SFAS No.
133.

Objective of electricity swaps, options and swaptions
In order to obtain the highest market value on energy that is sold into the wholesale market,
the Department monitors the sales price of energy which varies based on which hub the energy
is to be delivered. There are three primary hubs within the Department's transmission region:
Palo Verde, California-Oregon Border and Mead. The Department enters into various
locational swap transactions with other electric utilities in order to effectively utilize its
transmission capacity and to achieve the most economical exchange of energy purchased and
sold.

A call option is the right, but not the obligation, to buy energy at a fixed price on or before a
specific date. Because the Department has excess electric generation available as certain times
during the year, it sells call options for a premium to other utilities. If the buyer calls the
option, the Department is obligated to sell the energy for a specified dollar amount and deliver
it to a specific delivery point. If the buyer does not call the option, the Department has no
obligation to deliver energy, but does retain the premium paid. Premiums received are deferred
and amortized to income over the period the option is outstanding and are recorded as part of
Sales for Resale revenue. As of June 30, 2003, Energy Services has recorded $1.3 million of
deferred option revenue relating to options and swaptions entered into prior to the fiscal year
end.

Objective of gas fonvard contracts
The Department enters into gas forward contracts in order to supply its gas requirements to
produce electricity to serve its customers.' The Department does not routinely enter into sale or
swap transactions for gas. Through fiscal year 2003, all gas transactions entered into by the
Department were physical transactions.
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Certain of the derivatives described above qualify as an exception provided under GTB 2003-1
for activities that are considered normal purchases and normal sales. These transactions are
excluded from the scope of GTB 2003-1.

As of June 30, 2003, Energy Services had the following derivatives which were not recorded
at fair value on its balance sheet:

rec II

received at

Total Contract

Quantities

Contract Price

Range S per

Unit

First Last
Effective Termination

Date Date

derivative
Fair Value Inception

(SOO's) (SO00's)Derivative Description

Electricity swaps
Puchases *
Sales *

110,451 MW 59.00-70.25 7/1/03 9/30103
110.451 MW 63.60-78.00 7/1/03 9/30/03

(219) S
71 82

Electricity swaption contract 30,800 MW 78.00 7/1/03 9/30,103 242 601

Electricity option contracts
Sales 1*

Gas contract ***

87,640 MW 76.49 -95.00 7/1/03 9/30103 2.963 937

49.500.000 MMBtu 3.76-5.18 3/15/91 3/15106 (2.736)

* The swap contracts include one contract with a price partial/v dependent on
the SoCal Border Daily Gas Index; which averaged $5.10 per AMfBtu as ofJune 30, 2003for
the forward period ofJulv 1. 2003 - September 30. 2003.

** The electricity option contracts include one contract with a price that is dependent on the
So Cal Border Daily Gas Index, which averaged SS.I0 per AfBtu as ofJune 30. 2003 for the
forward period of Julv 1. 2003 - September 30. 2003.

* The gas contract quantities represent the contract maximum of 50.000 MAIBtu per dav.
Contract prices are based in part on Gas Price Indices, Including Henry Hub and
Kern River Prices.

Fair value
As a result of forward wholesale electricity prices being in excess of contract prices as of June
30, 2003, all of the Department's electric sale derivative contracts generally had positive fair
values, and the electric purchase derivative contracts generally had negative fair values. All
fair values were estimated using forward market prices available from broker quotes or
exchange prices in the case of the gas contract.
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Credit Risk
Energy Services is exposed to credit risk related to nonperformance by its wholesale
counterparties under the terms of these contractual agreements. In order to limit the risk of
counterparty default, the Department has implemented a Wholesale Marketing Counterparty
Evaluation Policy (the Policy). The Policy includes provisions to limit risk including: the
assignment of internal credit ratings to all Department counterparties based on counterparty
and/or debt ratings; the requirement for credit enhancements (including irrevocable letters of
credit, escrow trust accounts and parent company guarantees) for counterparties that do not
meet an acceptable level of risk; and the use of standardized agreements which allow for the
netting of positive and negative exposures associated with a single counterparty. As discussed
in Note 3, during fiscal year 2001, Energy Services experienced nonperformance and material
counterparty default with the CISO and the CPX. Energy Services does not anticipate
nonperformance by any other of its counterparties and has no reserves related to
nonperformance at June 30, 2003 and 2002, respectively. Apart from the events discussed in
Note 3, Energy Services did not experience any material counterparty default during fiscal
years 2003, 2002 or 2001.

Termination Risk
Energy services or its counterparties may terminate the contractual agreements if the other
party fails to perform under the terms of the contract.
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NOTE 10: Long-term Debt

Long-term debt outstanding as of June 30, 2003 consists of revenue bonds and refunding
revenue bonds due serially in varying annual amounts as follows (amounts in thousands):

Effective

Interest

Fiscal Year

of Last

ScheduledDate of

Issue

Principal

Bond Issues Rate Maturity Outstanding

Refunding Issue of 1993
Second Refunding Issue of 1993
Issue of 2000
Issue of 2001, Series Al
Issue of 2001, Series A2
Issue of 2001, Series A3
Issue of 2001, Series B
Issue of 2001, Series Cl
Issue of 2002, Series A
Issue of 2002, Series C2

04/15/93
11/15/93
03/02/00
03/20/01
11/06/01
04/01/01
06/05/01
11/15/01
08/22/02
11/22/02

5.824%
5.424%
5.945%
4.931%
5.109%
5.095%

Variable
4.744%

Variable
4.375%

2031
2032
2030
2025
2022
2025
2035
2017
2036
2018

$ 499,175
493,690

64,780
1,140,665

109,095
116,295
620,600

5,630
388,500

13,850
3,452,280

(57,012)

(163,180)
$ 3,232,088

Total principal amount
Unamortized debt-related costs (including

net loss on refundings)
Debt due within one year (including
current portion of variable rate debt)

Revenue bonds generally are callable ten years after issuance. The Department has agreed to
certain covenants with respect to bonded indebtedness. Significant covenants include the
requirement that Energy Services' net income, as defined, will be sufficient to pay certain
amounts of future annual bond interest and of future annual aggregate bond interest and
principal maturities. Revenue bonds and refunding bonds are collateralized by the future
revenues of Energy Services.
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Long term debt activity

Energy Services had the following activity in long-term debt during fiscal year 2003 (amounts
in thousands):

Balance at Balance at Current
June3O,2002 Additions Reductions June 30,2003 Portion

Long term debt $ 3,281,858 S 402,385 S (452,155) S 3,232,088 S 163,180

New issuances

Fiscal Year 2003
In August 2002, the Department issued $388.5 million of Energy Services variable rate bonds
for the purpose of defeasing outstanding commercial paper. The net proceeds from the
issuance were deposited into a trust and were used to secure the new bonds until September
2002 at which time the commercial paper was paid. The purpose of the defeasance was to
bring the variable rate debt under Energy Services' new Master Bond Resolution. The
defeasance i not expected to reduce total debt payments over the life of the new issues nor to
result in present value savings.

In November 2002, the Department issued $14 million of Energy Services fixed rate bonds as
part of the Mini-Bond Program for employees and retirees. Energy Services' Mini-Bond
Program allows for a maximum total issuance of $50 million. The net proceeds were deposited
into the construction fund to be used for distribution system capital improvements.

Furthermore, in July and August 2003, Energy Services issued $956 million and $200 million
of Power System Revenue Bonds, respectively. The July 2003 bonds were issued for the
purpose of refunding portions of the Refunding Issue of 1993, the Second Issue of 1993 and
the Issue of 2000. The August 2003 bonds were issued for the purpose of electric system
capital improvements.
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Fiscal Year 2002

In June 2001, the Department issued $621 million of Energy Services variable rate bonds for
the purpose of defeasing the Second Issue of 2000 bonds in August 2001. The net proceeds
from the issuance were deposited into a trust and were used to secure the new bonds until
August 2001 at which time the Second Issue of 2000 bonds were defeased. The purpose of the
defeasance was to bring the variable rate bonds under Energy Services' new Master Bond
Resolution. The defeasance is not expected to reduce total debt payments over the life of the
new issues nor to result in present value savings. This transaction resulted in a net gain for
accounting purposes of $2 million, which was deferred and is being amortized through 2010.

In November 2001, the Department issued $109 million of Energy Services fixed rate bonds.
The net proceeds were used to defease bonds with a par value of S 107 million. The defeasance
is expected to reduce total debt payments over the life of the new issues by $21 million and is
expected to result in present value savings of approximately $8 million. This transaction
resulted in a net loss for accounting purposes of $5 million, which was deferred and is being
amortized through 2021.

In November 2001, the Department issued $7 million of Energy Services fixed rate bonds as
part of the Mini-Bond Program for employees and retirees. The net proceeds were deposited
into the construction fund to be used for distribution system capital improvements.

Outstanding debt defeased
As discussed above, Energy Services defeased certain revenue bonds in prior years by placing
cash or the proceeds of new revenue bonds in irrevocable trusts to provide for all future debt
service payments on the old bonds. Accordingly, the trust account assets and the liability for
the defeased bonds are not included in Energy Services' financial statements.

Page 48



Los Angeles Department of Water and Power
Energy Services
Notes to Financial Statements (continued)

NOTE 10: (continued)

At June 30, 2003, the following revenue bonds outstanding are considered defeased (amounts
in thousands):

Principal

Bond Issues Outstanding

Third Issue of 1991 $ 1,265
Issue of 1992 2,285
Second Issue of 1993 118,600
Refunding Issue of 1993 43,965
Refunding Issue of 1994 117,310
Issue of 1994 79,800
Issue of 1999 180,000
Issue of 2000 186,365

$ 729,590

Variable rate bonds
The variable rate bonds currently bear interest at daily and weekly rates (ranging from 0.97%
to 1.05% as of June 30, 2003). The Department can elect to change the interest rate period of
the bonds, with certain limitations. The bondholders have the right to tender the bonds to the
tender agent on any business day with seven days prior notice. The Department has entered
into Standby Agreements with a syndicate of commercial banks in an initial amount of $620.6
million and $388.5 million to provide liquidity for these bonds. The extended Standby
Agreements expire on February 19, 2004 and February 26, 2004 for the $620.6 million issue
and on August 27, 2004 for the $388.5 million issue.

Bonds purchased under the agreements will bear interest that is payable quarterly at the greater
of the Federal Funds Rate plus 0.50% or the bank's announced base rate, as defined. The
unpaid principal of bonds purchased is payable in ten equal semi-annual installments,
commencing after the termination of the agreement. At its discretion, the Department has the
ability to convert the outstanding bonds to fixed rate obligations, which cannot be tendered by
the bondholders. These bonds have been classified as long term on the balance sheets as the
liquidity facilities give the Department the ability to refinance on a long term basis and the
Department intends to either renew the facility or exercise its right to tender the debt as a long
term financing. That portion which would be due in the next fiscal year in the event that the
outstanding variable rate bonds were tendered and purchased by the commercial banks under
the Standby Agreements, has been included in the current portion of long term debt and was
$100.9 million as of June 30, 2003 and 2002.
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Advance refunding bonds and escrow investments
In prior years, Energy Services established irrevocable escrow trusts with proceeds from the
issuance of refunding bonds. During fiscal year 2002, bonds with a par value of $240 million
were refunded using proceeds from the balance in the restricted escrow investments. During
fiscal 2002, all remaining advance refunding bonds were reclassified to long-term debt as the
bonds to be refunded were called.

In July 2000, the Department deposited $32 million into a trust established for the purpose of
making future debt service payments on specified revenue bonds with a par value of $35
million. The final maturity of the related revenue bonds is 2031. The escrow balance was
$34.3 and $33.7 million (stated at fair value as of June 30, 2003 and 2002, respectively).
Interest expense from the related bonds and interest income earned on the related escrow
investments are included in investment income.

Revenue certificates

As of June 30, 2002, the Department had outstanding commercial paper of $388.5 million
bearing interest at an average rate of 1.40%. In August 2002, the Department repaid the
commercial paper using proceeds from the issuance of $388.5 million in variable rate debt as
described above.

Scheduled principal maturities and interest
Scheduled annual principal maturities and interest are as follows (amounts in thousands):

Interest and
AmortizationPrincinal

Fiscal years ending June 30,
2004
2005
2006
2007
2008
2009 - 2013
2014 - 2018
2019 - 2023
2024 - 2028
2029 - 2033
2034 - 2036

Total Requirements

$ 62,270
75,518
69,886
67,568
40,413

471,036
489,789
687,520
619,710
566,820
301,750

$ 3,452,280

$ 138,227
133,856
130,094
126,897
124,829
562,884
409,579
261,665
101,558
32,320
2,352

$ 2,024,261
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The scheduled maturities for the fiscal year ending June 30, 2004 exclude $100.9 million in
variable rate bonds classified as short term for reporting purposes as described above. Interest
and amortization includes interest requirements for variable rate debt, using the average
variable debt interest rate in effect at June 30, 2003 of 1.01%.

Fair value
The fair value of long-term debt is $3.2 and $2.7 billion at June 30, 2003 and 2002,
respectively. Management has estimated fair value based on the present value of interest and
principal payments on the long-term debt and refunding bonds, discounted using current
interest rates obtainable by the Department for debt of similar quality and maturities.

NOTE I1: Retirement, Disability and Death Benefit Insurance Plan

The Department has a funded contributory retirement, disability and death benefit insurance
plan covering substantially all of its employees. The Water and Power Employees'
Retirement, Disability and Death Benefit Insurance Plan (the Plan) operates as a single-
employer benefit plan to provide pension benefits to eligible Department employees and to
provide disability and death benefits from the respective insurance funds. Plan benefits are
generally based on years of service, age at retirement and the employee's highest 12
consecutive months of salary before retirement. Active participants who joined the Plan on or
after June 1, 1984 are required to contribute 6% of their annual covered payroll. Participants
who joined the Plan prior to June 1, 1984 contribute an amount based upon an entry-age
percentage rate. The Department contributes $1.10 for each $1.00 contributed by participants
plus an actuarially determined annual required contribution as determined by the Plan's
independent actuary. The (ontributions are allocated between Energy Services and Water
Services based on the current year labor costs.

The Retirement Board of Administration (the Retirement Board) is the administrator of the
Plan. The Plan is subject to provisions of the Charter of the City of Los Angeles and the
regulations and instructions of the Board of Water and Power Commissioners (the Board of
Commissioners). The Plan is an independent pension trust fund of the Department.

Plan amendments must be approved by both the Retirement Board and the Board of
Commissioners. The Plan issues separately available financial statements on an annual basis.
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Energy Services' allocated share of annual pension cost (APC) and net pension obligation
(NPO) consists of the following (amounts in thousands):

Year Ended June 30,
2003 2002

Annual required contribution
Interest on net pension asset
Adjustment to annual required contribution

$ 31,560
(10,750)

16,017

S
(9,134)
14,120

APC (including $9.1 and $I million of amounts
capitalized in fiscal 2003 and 2002, respectively)

Department contributions
Shared operating expenses (see Note 13)

36,827
(25,441)

(4,929)

4,986
(17,900)

(479)

Change in NPO
NPO (asset) at beginning of year

NPO (asset) at end of year

6,457
(125,655)

S (119,198)

(13,393)
(112,262)

S (125,655)

Annual required contributions are determined through actuarial valuations using the entry age
normal actuarial cost method. The actuarial value of assets in excess of the Department's
actuarial accrued liability (AAL) was being amortized by level contribution offsets over the
period ending June 30, 2003. As a result of an April 2000 amendment to the Plan, the
amortization period was changed to rolling fifteen-year periods effective July 1, 2000.

In accordance with actuarial valuations, the Department's required contribution rates are as
follows:

Acturial
Valuation Date Surplus

June 30 Normal Cost Amortization

2002 10.97% -2.64%
2001 10.64% -13.65%
2000 10.59% -14.52%

Contribution
Rate

8.66%
0.00%
0.00%

The significant actuarial assumptions include an investment rate of return of 8%, projected
inflation-adjusted salary increases of 5.5%, and postretirement benefit increases of 3%. The
actuarial value of assets is determined using techniques that smooth the effects of short-term
volatility in the market value of investments over a four-year period. Plan assets consist
primarily of corporate and government bonds, common stocks, mortgage-backed securities
and short-term investments.
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Trend hformation for fiscal years 2003, 2002 and 2001 for Energy Services is as follows
(amounts in thousands):

Year ended Percentage of
June 30, NPO (asset) APC Contributed APC

2003 $ (119,198) 84% 5 36,827
2002 $ (125,655) 400% S 4,986
2001 $ (112,262) 413% S 4,526

The following schedule provides information about the Department's overall progress made in
accumulating sufficient assets to pay benefits when due, prior to allocations to Water Services
and Energy Services (amounts in thousands):

Overfunding
Actuarial Actuarial Actuarial as a % of

Valuation Date Value of Assets over Funded Covered Covered
June 30, Assets AAL AAL Ratio Payroll Payroll

2002 S 5,790,263 $ 5,714,525 $ 75,738 101% $ 430,398 18%
2001 S 5,833,275 $ 5,306,263 S 527,012 110% $ 403,266 131%
2000 S 5,605,856 $ 5,082,960 S 522,896 110% $ 369,509 142%

Disability and death benefits
Energy Services' allocated share of disability and death benefit plan costs and administrative
expenses totaled $11, $10, and $7 million for each of the fiscal years 2003, 2002, and 2001,
respectively.
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The Department provides certain health care benefits to active and retired employees and their
dependents. The health plan is administered by the Department, and the Retirement Board and
the Board of Water and Power Commissioners have the authority to approve provisions and
obligations. Eligibility for benefits is dependent on a combination of age and service of the
participants pursuant to a predetermined formula. Any changes to these provisions must be
approved by the Board. The Department pays a maximum subsidy of health plan premiums.
Participants choosing plans with a cost in excess of the subsidy are required to pay the
difference. The total number of active and retired Department participants entitled to receive
benefits was approximately 14,200 at June 30, 2003.

The allocated cost to Energy Services of providing such benefits amounted to $134, $109, and
$89 million for fiscal years 2003, 2002 and 2001, respectively. Of these costs, $33, $26, and
$20 million were capitalized and the remainder was charged to expense for fiscal years 2003,
2002 and 2001, respectively.

Postretirement benefits
The Department accounts for postretirement benefits in accordance with SFAS No. 106,
"Employers' Accounting for Postretirement Benefits Other Than Pensions", which requires
that the cost of postretirement benefits be recognized as expense over employees' service
periods.
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Energy Services' allocated share of postretirement benefit costs is summarized as follows
(amounts in thousands):

Service cost
Interest cost
Expected return on plan assets
Amortization of transition obligation
Amortization of prior service costs
Amortization of actuarial losses

2003
S 13,2

43,9
(2,6
9,9
9,2
5,0

S 78,8

Year ended June 30,
2002

281 S 10,829 S
158 37,549
45) (2,614)
79 9,994
'31 5,081
173 5,400

377 $ 66,239 $

2001
8,245

31,718
(2,560)
9,994
5,081

52,478

The funded status and the accrued benefit cost related to postretirement benefits for the
Department, prior to allocations to Water Services and Energy Services, are summarized as
follows (amounts in thousands):

June 30,

Change in benefit obligation:
Benefit obligation at beginning of year
Service cost
Interest cost
Actuarial losses
Benefits paid

Benefit obligation at end of year

Change in fair value of plan assets:
Fair value of plan assets at beginning of year
Department contribution
Actual return on plan assets

Fair value of plan assets at end of year

Funded status
Unrecognized net loss
Unrecognized transition obligation
Unrecognized prior service cost

Accrued benefit cost

2003

S 941,626
20,154
66,704

846,000
(43,132)

1,831,352

81,493
96,000

7,232

184,725

1,646,627
1,124,256

152,721
39,771

S 329,879

2002

$ 802,849
16,407
56,893

101,713
(36,236)
941,626

77,669

3,824

81,493

860,133
295,221
167,863
47,469

$ 349,580

Energy Services' allocated share of accrued
postretirement liability S (230,693) $ (244,190)
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Weighted average actuarial assumptions used in determining postretirement benefit costs are
as follows:

June 30.
2003 2002 2001

Discount rate 5.75% 7.25% 7.25%
Expected return on plan assets 6.25% 6.50% 6.50%

Plan assets consist primarily of commercial paper, United States government and
governmental agency securities, and corporate bonds. In addition to having set up a trust fund,
the Department currently pays benefits on a "pay as you go" basis. No funding policy has been
established for the future benefit to be provided under this plan, however in fiscal year 2003,
the Department made an employer contribution of $96 million.

For measurement purposes, a 10.0% annual rate of increase in the per capita cost of covered
health care benefits was assumed for 2003; the rate was assumed to decrease gradually to
5.5% in 2012 and remain at that level thereafter. For the dental plan, an 8.0% annual rate of
increase in the per capita cost was assumed for 2003; the rate was assumed to decrease
gradually to 5.5% in 2008 and remain at that level thereafter. The effect of a 1% change in
these assumed health care cost trend rates would increase or decrease the Department's total
benefit obligation by approximately $387 or $298 million, respectively. In addition, such a 1%
change would increase or decrease the aggregate service and interest cost components of net
periodic benefit cost by approximately $13 or $10 million, respectively.

During fiscal year 2000, the Department began contributing toward dental coverage for
retirees enrolled in a Department-sponsored plan. This amendment resulted in a $46 million
increase in the Department's accumulated postretirement benefit obligation at June 30, 2000.
Energy Services' allocated $35 million share of this increase is being amortized through 2008,
the remaining average service period. This change also resulted in an $12, $12 and $11 million
increase in postretirement benefit costs for fiscal years 2003, 2002 and 2001, respectively, of
which $8, $8 and $7 million, respectively, was allocated to Energy Services.

NOTE 13: Shared Operating Expenses

Energy Services shares certain administrative functions with the Department's Water Services.
Generally, the costs of these functions are allocated on the basis of the benefits provided.
Operating expenses shared with Water Services were $603, $514 and $455 million for fiscal
years 2003, 2002 and 2001, respectively, of which $384, $328 and $301 million were
allocated to Energy Services.
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NOTE 14: Loss on Asset Impairment and Abandoned Project

During fiscal year 2001, management approved the sale of one of its administrative facilities
and Energy Services reported its portion of the loss on asset impairment of S28 million. The
completion of the sale was expected to occur within 12 to 24 months for a total original
purchase price of $50 million, which was below the total asset carrying value. During fiscal
year 2002, management became aware that the facility has mold in the structure. Management
and the purchaser of the facility each conducted a study to determine an estimated cost for
mold cleanup. As of June 30, 2002, no estimate was available to record a clean-up liability,
however, as of June 30, 2003, management approved the sale of this administrative building
for a reduced price of $37 million, which is pending Board approval. This reduction in price
caused Energy Services to recognize an additional loss of $8.3 million as of June 30, 2003.

NOTE 15: Commitments and Contingencies

Transfers to the reserve fund of the City of Los Angeles
Under the provisions of the City Charter, Energy Services transfers funds at its discretion to
the reserve fund of the City. Pursuant to covenants contained in the bond indentures, the
transfers may not be in excess of the increase in fund net assets before transfers to the reserve
fund of the City, of the prior fiscal year. Such payments are not in lieu of taxes and are
recorded as a non-operating expense in the statement of revenue, expenses, and changes in
fund net assets.

The Department authorized total transfers of $185.4, $179.2 and S119.8 million in fiscal years
2003, 2002 and 2001, respectively, from Energy Services to the reserve fund of the City. In
2002 and 2003, the Department authorized additional transfers of $25.0 and $29.0 million
respectively, which was accrued as a liability as of fiscal year end. The $25.0 million accrued
as of June 30, 2002 was paid in fiscal year 2003. The $29.0 million accrued as of June 30,
2003 was paid in July 2003. The Department expects to make an additional transfer
declaration from Energy Services of approximately $ 150.2 million during fiscal year 2004.

Palo Verde Nuclear Generating Station (PVNGS) na'tters
As a joint project participant in PVNGS, the Department has certain commitments with
respect to nuclear spent fuel and waste disposal. Under the Nuclear Policy Act, the
Department of Energy (the DOE) was to develop the facilities necessary for the storage and
disposal of spent fuel and to have the first such facility in operation by 1998; however, the
DOE has announced that such a repository cannot be completed before 2010. There is ongoing
litigation with respect to the DOE's ability to accept spent nuclear fuel; however, no
permanent resolution has been reached.
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NOTE 15: (continued)

In July 2002, a measure was signed into law designating the Yucca Mountain in the State of
Nevada, as the nation's high-level nuclear waste repository. This means the DOE can now file
a construction and operation plan for Yucca Mountain with the Nuclear Regulatory
Commission (the NRC). The DOE expects that the Yucca Mountain site would be open by
2010, a date which many believe is highly optimistic. The State of Nevada and its
congressional delegation have vowed to prevent the launch of the project through the NRC
process or through legal challenges.

Disagreement over funding of the repository is ongoing. The Administration and
Congressional leaders continue to push for full and adequate funding, in order for the DOE to
meet the application deadline of 2004. The Nevada delegation has been working diligently to
try to delay the DOE's work on the license application for the Yucca site in hopes of halting
the transfer of nuclear waste to the Nevada facility.

Capacity in existing fuel storage pools at PVNGS were exhausted in 2003. A Dry Cask
Storage Facility (also called the Independent Spert Fuel Storage Facility) was built and
completed in 2003 at a total cost of $33.9 million (about $3.3 million for the Department). In
addition to the facility, the costs also account for heavy lift equipment inside the units and at
the yard, railroad track, tractors, transporter, transport canister, and surveillance equipment.
The facility has the capacity to store all the spent fuel generated by the plant until 2026, the
end of its lifetime. To date, five casks, each containing 24 fuel assemblies, from Unit 2 were
placed in the Storage Facility. Moving of the spent fuel from Unit 1 to the Storage Facility is
in progress. The current plan calls for the removal of between 240 and 288 fuel assemblies
from the units to the Storage Facility every year. The costs incurred by the procurement,
packing, preparation and transportation of the casks are included as part of the fuel expenses,
and would cost approximately $12 million a year (about $1.2 million for the Department). If
the permanent repository in Yucca Mountain is opened as scheduled in 2010, the spent fuel
from PVNGS will be shipped to the repository starting in 2031. The Department accrues for
current nuclear fuel storage costs as a component of fuel expense as the fuel is burned. The
Department's share of spent nuclear fuel costs related to its indirect interest in PVNGS is
included in purchased power expense.
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NOTE 15: (continued)

The Price-Anderson Act (the Act) requires that all utilities with nuclear generating facilities
share in payment for claims resulting from a nuclear incident. The Act limits liability from
third-party claims to over $9.5 billion per incident. Participants in PVNGS currently insure
potential claims and liability through commercial insurance with a $300 million limit; the
remainder of the potential liability is covered by the industry-wide retrospective assessment
program provided under the Act. This program limits assessments to a maximum of $100.6
million for each licensee for each nuclear incident occurring at any nuclear reactor in the
United States; payments under the program are limited to $10 million per incident, per year.
Based on the Department's 5.7% direct interest and its 3.95% indirect investment interest
through SCPPA, the Department would be responsible for a maximum assessment of $9
million per incident, limited to payments of $1 million per incident annually.

Environmental matters
Numerous environmental laws and regulations affect Energy Services' facilities and
operations. The Department monitors its compliance with laws and regulations and reviews its
remediation obligations on an ongoing basis.

The Department's generating station facilities are subject to the Regional Clean Air Incentives
Market (RECLAIM) nitrogen oxide (NOx) emission reduction program adopted by the South
Coast Air Quality Management District (SCAQMD). In accordance with this program,
SCAQMD established annual NOx allocations for NOx RECLAIM facilities based on
historical emissions and type of emission sources operated. These allocations are in the form
of RECLAIM trading emission credits (RTCs). Facilities that exceed their allocations may buy
RTCs from other companies that have emissions below their allocations. The Department has
a program of installing emission controls and purchasing RTCs, as necessary, to meet its
emission requirements.

Based on the Department's significant increase in sales for resale during the spring and the
early summer of 2000, the Department anticipated a potential shortfall in RTCs to provide for
both its native load and the demands of the California grid during the remaining months of
calendar year 2000. As a result, during August 2000, the Department entered into a settlement
agreement (the Agreement) with the SCAQMD. The Agreement released the Department from
any and all claims or penalties arising from the incidents which gave rise to the RECLAIM
violations at its local facilities through December 31, 2000. The Agreement also provides for a
civil penalty of not less than $14 million. The civil penalty must be spent within a three-year
period on supplemental environmental projects agreed to by the SCAQMD and the
Department.
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NOTE 15: (continued)

Although the Department did not have a shortfall of RTCs at the end of calendar year 2000,
the Department has continued its partnership with SCAQMD in the Department's funding of
environmental projects. The Department and SCAQMD have agreed to projects in the areas
of micro-turbine development and commercialization, natural gas fueling station
infrastructure, tree plantings at schools, advanced fuel cell demonstration, and hybrid-electric
midsize school buses.

In May 2001, SCAQMD adopted amendments to RECLAIM with the intent of lowering and
stabilizing RTC prices. One key element of the amendments is that existing power plarts are
bifurcated from the rest of the RECLAIM market and are required to install Best Available
Retrofit Control Technology (BARCT) through compliance plans. The Department submitted
its compliance plans for SCAQMD approval in August 2001 that demonstrate that the
Department has sufficient RTCs to meet its needs for the next five years; operates its
generating units using "environmental dispatch"; and has installed BARCT or better on all
sources of NOx emissions, or will do so by January 2003. Thus, the Department has
established a program of installing NOx control equipment and repowering existing generating
units with more efficient, cleaner equipment such that expected NOx emissions will be
reduced by 65 percent from 1999 levels.

Capital expenditures
Energy Services has budgeted approximately $790 million of capital expenditures for fiscal
year 2004.

Litigation
Claims and a lawsuit for damages have been filed with the Department, IPA and SCPPA
seeking $100 million in special damages and a like amount in general damages. The claimants
allege, among other things, that due to improper grounding of the transmission line of STS,
their dairy herds were damaged and the value of their land was diminished. The claimants also
seek injunctive relief. The Department, IPA and SCPPA intend to vigorously defend the
claims.

A number of claims and suits are also 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, are not
expected to materially impact Energy Services' financial position, results of operations or cash
flows as of June 30, 2003.
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NOTE 15: (continued)

Risk management
Energy Services is sibject to certain business risks common to the utility industry. The
majority of these risks are mitigated by external insurance coverage obtained by Energy
Services. For other significant business risks, however, Energy Services has elected to self-
insure. Management believes that exposure to loss arising out of self-insured business risks
will not materially impact Energy Services' financial position, results of operations or cash
flows as of June 30, 2003.

Credit risk
Financial instruments, which potentially expose the Department to concentrations of credit
risk, consist primarily of retail and wholesale receivables. The Department's retail customer
base is concentrated among commercial, industrial, residential and governmental customers
located within the City. Although the Department is directly affected by the City's economy,
management does not believe significant credit risk exists at June 30, 2003, except as provided
in the allowance for losses. The Department manages its credit exposure by requiring credit
enhancements from certain customers and through procedures designed to identify and
monitor credit risk.

NOTE 16: Subsequent Events

On December 17, 2003, the Board approved the reduced sale price of the administrative
facility described in Note 14. The reduced price remains subject to City Council approval.

Also on December 17, 2003, the Retirement Board adopted a change in the actuarial asset
valuation method for the Department's Retirement, Disability and Death Benefit Insurance
Plan from the four-year smoothing method to recognizing the unrecognized returns for each of
the last five years (but not before July 11, 2001) over a five-year period.
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Los Angeles Department of Water and Power
Water Services

Management's Discussion and Analysis
(Unaudited)

June 30, 2003

The following discussion and analysis of the financial performance of the City of Los
Angeles' (the City) Department of Water and Power's (the Department), Water System Fund
(Water Services), provides an overview of the financial activities for the fiscal year ended June
30, 2003. Descriptions and other details pertaining to Water Services are included in the notes
to the financial statements. This discussion and analysis should be read in conjunction with the
Water Services' financial statements, which begin on page 17.

Background and Creation of the Department

The Department is the largest municipal utility in the United States and is a separate
proprietary agency of the City, controlling its own funds with full responsibility for meeting
the electric and water requirements of its service area. The Department provides electric and
water service almost entirely within the boundaries of the City, which encompasses some 465
square miles, to a population of approximately 3.9 million people. Certain factors, which
affect the water industry, generally apply to the Department's operation of Water Services.

The Department was established under the City Charter adopted in January 1925 as amended
effective July 2000. It had its beginning, however, in the early 1900's. The first Board of
Water and Power Commissioners was established in 1902. The responsibilities for the
provision of water as well as electricity were given to a new Los Angeles Department of
Public Service organized in 1911. The Department of Public Service was superceded in 1925
when a new Charter was adopted creating the Department. Subsequently the Water Works and
Electric Works came to be known as the Water System (Water Services) and the Power
System (Energy Services). The operations and finances of Water Services are separate from
those of Energy Services.

Charter Provisions

Governance

Pursuant to the Charter of the City (the Charter), the five-member Board of Water and Power
Commissioners (the Board) is the governing body of the Department and the General Manager
administers the affairs and operations of the Department. The Board is granted the possession,
management, and control of Water Services.
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The provisions of the Charter relating to the Department are found in Article VI. Among other
things, Article VI provides that all Water Services revenue collected by the Department shall
be deposited in the Water Revenue Fund, that the Board shall control the money in the Water
Revenue Fund, and makes provisions for the issuance of Department bonds, notes and other
evidences of indebtedness payable out of the Water Revenue Fund.

Section 245 of the Charter provides that actions of the Board shall become final at the
expiration of the next five meeting days of the City Council (the Council), during which time
the Council may bring the matter for review, or veto such action. If the Council votes to bring
the matter for review, it hIs 21 days to conduct its review, othervise the Board's action on the
matter is final.

Rates
Pursuant to the Charter, the Board, subject to the approval of the Council by ordinance, fixes
the rates for water service provided by Water Services. The Charter provides that such rates
shall be fixed by the Board from time to time as necessary. The Charter also provides that such
rates shall, except as authorized by the Charter, be of uniform operation for customers of
similar circumstances throughout the City, as near as may be, and shall be fair and reasonable,
taking into consideration, among other things, the nature of the uses, the quantity supplied, and
the value of the service, and the financial impact on Water Services resulting from such
service.

Transfers to the Reserve Fund of the City of Los Angeles
Under the provisions of the Charter, Water Services transfers funds at its discretion to the
reserve fund of the City. Pursuant to covenants contained in the bond indentures, the transfers
may not be in excess of the increase in fund net assets before transfers to the reserve fund of
the City, of the prior fiscal year. Such payments are not in lieu of taxes and are recorded as a
reduction of fund net assets in accordance with governmental accounting standards. Water
Services made a transfer of 5% of its fiscal 2002 operating revenues, totaling $28 million, to
the reserve fund of the City in fiscal 2003. Water Services expects to transfer 5% of its fiscal
2003 operating revenues, or approximately $28 million, to the reserve fund of the City in fiscal
2004.
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Critical Accounting Policies

Method ofAccounting

The accounting records of Water Services are maintained in accordance with accounting
principles generally accepted in the United States of America. As a government-owned utility,
in prior years the Department applied all statements issued by the Governmental Accounting
Standards Board (GASB) and all statements and interpretations issued by the Financial
Accounting Standards Board (FASB), which are not in conflict with statements issued by the
GASB. In fiscal year 2003, the Department changed its election under the guidance in GASB
Statement No. 20, 'Accounting and Financial Reporting for Proprietary Funds and Other
Governmental Entities that Use Proprietary Fund Accounting" (GASBS 20), to follow GASB
statements and only FASB statements and interpretations issued on or before November 30,
1989. While the Department is required to retroactively apply this change by restating prior
years presented, the change did not have any impact on prior years' financial statements.
Therefore, prior periods were not restated. Management believes that this change in election
represents a change to a preferable method of accounting. See Note 2 to the financial
statements for further information and a description of the impact of the change on prior
period results.

Water Services' rates are determined by the Board and are subject to review and approval by
the Council. As a regulated enterprise, the Department's financial statements are prepared in
accordance with Statement of Financial Accounting Standards (SFAS) No. 71, 'Accounting
for the Effects of Certain Types of Regulation," which requires that the effects of the
ratemaking process be recorded in the financial statements. Such effects primarily concern the
time at which various items enter into the determination of changes in fund net assets, in order
to follow the principle of matching costs and revenues.

Current Rate Ordinance

A conservation-based water rate ordinance has been in effect since February 16, 1993. The
ordinance incorporates marginal cost pricing through a two-tiered rate structure. The upper
block rate is established at the estimated marginal cost for water. The lower block price is
established to generate the revenue required for efficient operations. As a result of concerns
expressed about the rate structure's impact on larger volume single-family residential
customers, the first tier allowances were revised effective June 1, 1995. The revisions
established five lot size categories and three temperature zones (as the basis for the first tier
usage blocks for each category). Extra units (one unit equals 100 cubic feet or 748 gallons) at
the first tier rate are available based on household sizes. The rates also reflect equity
considerations for water-intensive businesses, large turf customers, and other customers
having high seasonal variation in their water usage. Fixed monthly service availability
charges apply only to private fire service. The Water System's rate ordinance contains a water
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procurement adjustment factor under which the cost of purchased water, including water
purchased from the Metropolitan Water District (MWD), demand-side management programs
and reclaimed water projects are recovered by direct adjustments to customers' bills. In
addition, the ordinance contains a water quality improvement adjustment which recovers
expenditures to upgrade and equalize water quality throughout the City and to construct
facilities to meet State and federal water quality standards, including the payment of debt
service on bonds issued for such purposes. The ordinance currently limits to $0.36 per billing
unit the recovery of combined expenditures for demand-side management, water reclamation,
and water quality improvement.

The Water System's rate ordinance also contains a revenue adjustment mechanism in the form
of a surcharge that is designed to assure a minimum level of base rate revenue each fiscal year
based on an annual revenue target of $294 million. The revenue adjustment factor becomes
effective upon a determination by the Board that the surcharge is needed. The rate ordinance
limits the surcharge to $0.18 per billing unit, unless a higher amount is approved by the Board
and the City Council.

Investment Policy and Controls
The Department's cash, other than cash in certain trust funds, is deposited with the City
Treasurer, who invests the funds in securities under the City Treasurer's pooled investment
program, for the purpose of maximizing interest earnings. Under the program, available funds
of the City and its independent operating departments are invested on a combined basis. The
primary responsibilities of the City Treasurer are to protect the principal and asset holdings of
the City's portfolio and to ensure adequate liquidity to provide for the prompt and efficient
handling of City disbursements. The City Treasurer invests these funds in compliance with the
applicable California Government Code and the City's Investment Policy. Generally,
investments are limited to government securities with credit ratings of AAA and are of varying
maturities which can range from less than 90 days to in excess of two years.

Debt Management Program I
The debt restructuring element of the Debt Management Program includes the issuance of
refunding bonds to achieve debt service savings and to accelerate the maturity of certain bonds
while maintaining an appropriate overall annual debt service schedule for all of the
Department's obligations in connection with the Water System. The Department has
completed the major portion of its refunding program, including the issuance of several series
of refunding bonds payable from the Water Revenue Fund under a Master Bond Resolution
adopted by the Board on February 6, 2001. Management expects to complete its refunding
program within the next fiscal year.
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Using This Financial Report

This financial annual report consists of the financial statements and reflects the self-supporting
activities of Water Services that are funded primarily through the sale of water to the public it
serves.

Balance Sheets, Statements of Revenue, Expenses and Changes in Fund Net Assets, and
Statements of Cash Flows

The financial statements provide an indication of Water Services' financial health. The
Balance Sheets include all of Water Services' assets and liabilities, using the accrual basis of
accounting, as well as an indication about which assets can be utilized for general purposes,
and which assets are restricted as a result of bond covenants and other commitments. The
Statements of Revenue, Expenses, and Changes in Fund Net Assets report all of the revenues
and expenses during the time periods indicated. The Statements of Cash Flows report the cash
provided and used by operating activities, as well as other cash sources such as investment
income and cash payments for bond principal and capital additions and betterments.
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The following table summarizes the financial condition and changes to fund net assets of
Water Services as of and for the fiscal years ended June 30, 2003 and 2002 (amounts in
millions):

Table I - Summary offinancial condition and changes infund net assets

June 30,
Assets 2003

S 2,849Utility plant, net
Restricted investments
Other long-term assets
Current assets

58
538

S 3,450

Liabilities and Fund Net Assets
Long-term debt
Other long-term liabilities
Current liabilities

S 1,297
110
251

1,658

Fund net assets:
Invested in capital assets, net of related debt
Restricted fund net assets

Unrestricted fund net deficit

2002
S 2,695

7
60

385

S 3,147

S 1,000
114
245

1,359

1,701
87

1.788

S 3,147

S 551
(446)

105

1,689
108

(3 )
1.792

S 3,450

Revenue, Expenses, and Changes In Fund Net Assets
Operating revenues
Operating expenses

Operating income

Investment income
Other income and expenses, net
Debt expenses
Transfer to the reserve fund of the City of Los Angeles
Increase in fund net assets

Beginning balance of fund net assets
Ending balance of fund net assets

S 553
(502

51

11 9
13 7

(43) (37)
(28) (27)

4 57

1,788 1,731

1 S 1788

Page 6



Los Angeles Department of Water and Power
Water Services
Management's Discussion and Analysis (continued)

Assets

Utility Plant
Utility plant is the first category of assets shown on the balance sheet. The utility industry is
unique in this regard as most other industries list their long-term assets such as plant and
equipment after current assets on the balance sheet. This difference is due to the capital-
intensive nature of the utility industry with the most significant portion of that capital being
invested in utility plant. As depicted in the chart below, utility plant, net of accumulated
depreciation, makes up 82% of the total assets of Water Services as of June 30, 2003.

Chart I- TotalAssets by Type

Current
16%

Investments and Other
Long-tern.

2%

Utility Plant
82%

During fiscal year 2003, Water Services capitalized S237 million of additions to utility plant in
service. Of the $237 million, $111 million, or 47% related to distribution utility plant assets,
and $100 million was added to source of supply assets. Additions to distribution utility plant
assets comprised the completion of various major reservoir and trunk line projects. Additions
to source of supply assets, which included additions to land and land rights, were primarily
associated with the completion of Phases I and II of the Owens Valley Dust Mitigation
Project. The remaining $31 million of additions were incurred for normal capital activities to
maintain and support general plant, pumping and purification systems.

Water Services has budgeted approximately $380 million of capital expenditures for fiscal
year 2004.
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Water Services utility plant in service assets fall into five major categories: source of water
supply, pumping, purification, distribution, and general. Each category of assets is important
to providing water services and has a specific purpose. Source of water supply assets are the
assets that the Department has constructed and/or purchased to help ensure an adequate supply
of water. The Department has four major sources of water. These include:

* Los Angeles Aqueduct and Second Los Angeles Aqueduct supply imported water from
the Owens Valley and the Mono Basin;

* Local groundwater supply (with pumping rights in the San Fernando, Sylmar, Central
and West Coast Basins);

* Purchased supply from MWD;

* Recycled water.

All sources of water, except for recycled water, are supplied for potable use; that is, the water
from these sources is of drinkable quality. Table 2 below shows the percentage of potable
water delivered from the major sources.

Table 2 - Sources of Potable lJater Supplied During Fiscal Year 2003

Millions of
Source Gallons Percent

Aqueduct 66,417 31%
Wells 29,555 14%
Purchases 121,297 55%

217,269 100%

Water storage during low demand, cold, or wet periods is essential for conservation, to supply
the extra water needed during warm weather or emergency situations.

The Water System's 101 tanks and reservoirs, ranging in size from 10 thousand to 60 billion
gallons, have a current capacity of approximately 339,261 acre-feet, or 110.54 billion gallons.
Eight aqueduct reservoirs provide 92% of the Water System's storage capacity; major and
minor distribution reservoirs provide the remaining 8%.
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Under-recovered costs
Under-recovered costs is a current asset on Water Services' balance sheet. Under-recovered
costs are the costs that Water Services has incurred for water supply and other designated costs
in excess of amounts billed to the customer. Expenses that are recovered through this rate
include purchased water expense, water quality expense, reclaimed water expense, and
demand-side management (or conservation expense). Under-recovered costs decreased by $1
million from June 30, 2002 to June 30, 2003, due to a reduction in reclaimed water
expenditures.

Due from Energy Services

As of June 30, 2003, Water Services was owed $67 million from Energy Services, an increase
of $61 million over June 30, 2002. Amounts owed between the two funds are generally settled
within one month. The increase as of June 30, 2003 is due to a short term suspension of
payments to Water Services by Energy Services of amounts owing for cash management
purposes and represents three months of amounts outstanding. The additional months
outstanding were repaid to Water Services as of September 2003.

Investments

The Department sets aside funds to be used in future years for specified purposes. At June 30,
2003, $5 million in restricted and other investments was held by Water Services, consisting of
U.S. government securities. These investments are set aside for the purpose of paying interest
on previously issued refunding debt. In addition, Water Services share of the Department's
postretirement health care benefit trust fund, established to provide for the payment of the
Department's postretirement health care benefits, totaled $53 million as of June 30, 2003.
These investments have been recorded as a reduction to Water Services' postretirement
liability.

The Department has a securities lending program which, for Water Services, allows it to lend
up to 20% of its investments held in the postretirement benefits trust fund for securities, cash
collateral or letters of credit equal to 102% of the market value of the loaned securities and
interest, if any. The lending agent provides indemnification for borrower default. There were
no violations of legal or contractual provisions and no borrower or lending agent default losses
during fiscal years 2003 and 2002.

In addition, Water Services participates in the City's securities lending program and is
allocated its share of the collateral received and the related liability, as well as earnings from
the program. As of June 30, 2003 and 2002, the amount of collateral and liability pertaining to
securities lending programs was $40 million and $34 million, respectively. Management
believes that participation in these securities lending programs results in no credit risk
exposure to the Department because the amounts owed to the borrowers exceed the amounts
the borrowers owe to the Pool.

Page 9



Los Angeles Department of Water and Power
Water Services
Management's Discussion and Analysis (continued)

Liabilities and Fund Net Assets

Long-term debt

As of June 30, 2003, Water Services' total long-term debt balance was $1.3 billion. This is an
increase of $299 million over the prior year, reflecting primarily the issuance of $502 million
in revenue bonds during the year, offset by the current refunding of $197 million, maturities of
$3 million and net amortization of debt discounts and premiums of $3 million. Outstanding
principal, plus scheduled interest and amortization as of June 30, 2003, is scheduled to mature
as shown in the chart below:

Chart 2: Debt Service Requirements
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As of June 30, 2003, $194 million principal amount of long-term debt is considered defeased
and remains outstanding. This debt, together with trust funds set aside for its full repayment at
scheduled maturity dates, has been derecognized and is not reflected on the balance sheet.

Page 10



Los Angeles Department of Water and Power
Water Services
Management's Discussion and Analysis (continued)

Changes in Fund Net Assets

Revenues

The operating revenues of Water Services are generated from selling water to its customers.
The current water rate has two components, a base rate, and an adjustable rate, which is
referred to as a pass through rate. The pass through rate is in place to recover the cost of
specific expenses. These expenses include purchased water, water quality, reclaimed water,
and demand-side management (or conservation expense). This is important to understand from
a revenue standpoint because revenue can increase or decrease from one year to the next based
on Water Services incurring greater or lesser expenses in these categories.

Water Services has five major customer categories. These categories include residential,
multiple dwelling units, commercial, industrial, and other. Chart 3 summarizes the percentage
contribution of revenues from each customer category during fiscal year 2003:

Chart 3: Revenues Other
Industrial 6%

4%

Commercial
19% Residential

41%

Multiple Dwelling
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30%
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Los Angeles Department of Water and Power
Water Services
Management's Discussion andAnalysis (continued)

Residential customers provide 41% of the revenue and they are Water Services' largest class
of customers. As of June 30, 2003, Water Services had approximately 659 thousand
customers. As shown in Chart 4, 469 thousand, or 71% of total customers, were in the
residential customer class as of June 30, 2003.

Chart 4: Number of Customers

Residential
71%

During fiscal year 2003, operating revenues increased by $3 million, or 0.5% from fiscal year
2002 levels due to an increase in pass-through recoverable costs. Due to additional qualifying
pass-through recoverable costs, the average rate was higher in fiscal year 2003. The additional
revenue from pass-through rates was partially offset by a minor decrease in consumption for
all customer classes due to cooler and wetter weather.

During fiscal year 2002, operating revenues increased by $9 million, or 2% from fiscal Fear
2001 levels due to an increase in pass-through recoverable costs and higher consumption due
to a sharp decrease in precipitation from fiscal year 2001.
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Los Angeles Department of Water and Power
Water Services
Management's Discussion and Analysis (continued)

Operating Expenses

Purchased water expense is the single largest expense that Water Services incurs each fiscal
year. Purchased water expense represents the cost of buying water, primarily from the
Metropolitan Water District (MWD). For fiscal year 2003, 55% of the potable water supplied
to Water Services' customers was purchased water. Chart 5 summarizes Water Services'
operating expenses for fiscal year 2003:

C/artS: OperatingExpenses

Depreciation and
Amortization

18% Purchased water
N\ 28%

Other operating
expenses

37%

Fiscal year 2003

Fiscal year 2003 operating expenses were $56 million higher as compared to the prior year.
This increase was due to an increase in purchased water costs of $6 million, an increase in
other operating and maintenance expenses of $46 million, and an increase of $4 million in
depreciation and amortization expense.

Other operating and maintenance expenses increased primarily as a result of continued
increases in environmental costs associated with ongoing operations and maintenance phases
of Owens Valley remediation, increased retirement, death and disability expenses and health
care costs as a result of higher benefit and medical costs.
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Los Angeles Department of Water and Power
Water Services
Management's Discussion and Analysis (continued)

Purchased water osts have increased $6 million over fiscal year 2002. In fiscal year 2002,
Water Services received a revenue rebate credit from MWD of approximately $6 million. The
Department did not receive such a credit in fiscal year 2003 and otherwise experienced similar
expense levels due to higher quantities purchased offset by lower average unit prices.

The increase in depreciation and amortization expense is associated with utility plant
additions.

Fiscal year 2002

Fiscal year 2002 operating expenses were $40 million higher as compared to fiscal year 2001.
This increase was mostly due to an increase in other operating and maintenance expenses of
$33 million, and an increase of $7 million in depreciation and amortization expense.

Other operating and maintenance expenses increased primarily as a result of increased security
costs associated with increasing patrols and surveillance of the Department's water systems
and sources. In addition, Water Services experienced an increase in environmental costs
associated with Owens Valley and legal costs.

The increase in depreciation and amortization expense was associated with utility plant
additions.

Non-Operating Revenue and Expenses
Fiscal year 2003

The major non-operating activities of Water Services for fiscal year 2003 include the transfer
of $28 million to the reserve fund of the City of Los Angeles; interest income earned on cash
and investments of $11 million, $43 million in debt expenses, net of allowance for funds used
during construction, and earned contributions in aid of construction of $14 million.
Furthermore, Water Services recognized a $3 million impairment charge during fiscal year
2003 relating to the sale of one of its administrative facilities. The Department entered into a
sale transaction for the facility and reduced the sale price as a result of mold that was
discovered in the facility. See Note 10 of the financial statements for further discussion.

Interest on investments followed the general trend in interest rates and declined from an
average yield of 4.28% in fiscal year 2002 to 3.48% in fiscal year 2003. Interest on debt
service increased due to additional debt of $300 million being issued during fiscal 2003.
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Los Angeles Department of Water and Power
Water Services
Management's Discussion and Analysis (continued)

Fiscal vear 2002

The major non-operating activities of Water Services for fiscal year 2002 include the
abandonment of various construction projects totaling $16 million; the transfer of S27 million
to the reserve fund of the City of Los Angeles; interest income earned on our investments of
$9 million, S37 million in interest expenses, and contributions in aid of construction of $17
million.

Interest on investments followed the general trend in interest rates and declined from an
average yield of 5.28% in fiscal year 2001 to 4.28% in fiscal year 2002. Interest on debt
service declined due to lower rates on variable rate debt and the effects of the debt
restructuring program, which lowered average interest rates on fixed rate debt.

Risk Factors

Water Services' primary business is to provide its customers with safe and reliable water
service. Water Services manages its overall cost of providing service by monitoring its water
supply and demand data. In addition, Water Services purchases water for customers when the
Department's supply is maximized.

The Department has traditionally acquired the majority of its water from the Los Angeles
Aqueduct, the Second Los Angeles Aqueduct, local wells, and purchases from MWD. The
Department believes that proper management of these sources, coupled with water recycling
and conservation programs, will provide adequate water supplies to meet the needs of the City
for the foreseeable future. Rules and regulations surrounding water quality and the
environment continue to become more stringent. As such, the Department continually
monitors its compliance requirements. Water Services may incur additional capital
expenditures in order to meet the rules and regulations. Requirements currently in place that
affect Water Services include the Surface Water Treatment Rule and environmental
remediation relating to Owens Valley. Based on current significant requirements in effect,
Water Services expects that it will incur a total of approximately $954 million to mret these
requirements through 2007.

With respect to water supply, the Department is working at protecting the reliability of
existing supplies and sources. It is the Department's intent to ensure the reliability of
imported water. The Department has adopted a goal of meeting as much of the additional
water demands arising from growth over the next 20 years through water conservation and
reclamation programs as possible. Any additional supply will be obtained through purchases
from MWD. However, the Department cannot guarantee that these programs or other
measures will provide the additional supply requirements of the City.
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350 South Grand Avenue
Los Angeles CA 90071
Telephone (213) 356 6000
Facsimile (813) 637 4444

Report of Independent Auditors

To the Board of Water and Power Commissioners
Department of Water and Power
City of Los Angeles

In our opinion, the accompanying balance sheets and the related statements of revenue,
expenses and changes in fund net assets and of cash flows present fairly, in all material
respects, the financial position of the Water System (Water Services) of the Department of
Water and Power of the City of Los Angeles at June 30, 2003 and 2002, and the changes in
its fund net assets and its cash flows for each of the three years in the period ended June 30,
2003 in conformity with accounting principles generally accepted in the United States of
America. 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 auditing standards generally
accepted in the United States of America, 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 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 our opinion.

As discussed in Note 2 to the financial statements, effective July 1, 2002, Water Services
changed its election under Governmental Accounting Standards Board Statement No.'20,
"Accounting and Financial Reporting for Proprietary Funds and Other Governmental
Entities that Use Proprietary Fund Accounting, " and no longer applies Financial Accounting
Standards Board statements and interpretations issued after November 30, 1989.

The management's discussion and analysis included on pages 1 through 15 is not a required
part of the basic financial statements but is supplementary information required by the
Governmental Accounting Standards Board. We have applied certain limited procedures,
which consisted primarily *of inquiries of management regarding the methods of
measurement and presentation of the required supplementary information. However, we did
hot audit the information and express no opinion on it.

Af o6 ageA-
November 26, 2003, except for Note 12, which is as of December 17, 2003



Los Angeles Department of Water and Power
Water Services Balance Sheets
(Amnounts in thousands)

June30,
2003 2002

Assets
Non-Current Assets

Utility Plant
Source of water supply
Pumping
Purification
Distribution
General

Accumulated depreciation

Construction work in progress

S 584,317
190,074
239,979

2,612,116
345,655

3,972,141
1,385,526
2,586,615

262,252

2,848,867
4,613

58,552
63,165

Restricted investments
Net pension asset

S 462,420
190,207
241,774

2,526,522
327,559

3,748,482
1,328,057

2,420,425
274,433

2,694,858

7,586
59,848

67,434

103,305
75,355
33,781

73,458
24,169
6,024

41,287
17,752
9,685

384,816

S 3,147,108

Current Assets
Cash and cash equivalents - unrestricted
Cash and cash equivalents - restricted
Cash collateral received from securities lending transactions
Customer and other accounts receivable, net of

S3,500 allowance for losses
Underrecovered costs
Due from Energy Services
Accrued unbilled revenue
Materials and supplies
Prepayments and other current assets

45,078
231,767

40,071

62,467
23,075
67,447
44,214
15,027
9,482

538,628

S 3,450,660

The accompanying notes are an integral part of these financial statements
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Los Angeles Department of Water and Power
Water Services Balance Sheets
(4Amounts in thousands)

June 30.

Fund Net Assets and Liabilities
Fund Net Assets

Invested in capital assets, net of related debt
Restricted fund net assets
Unrestricted fund net deficit

2003

$ 1,688,726
108,089

(4,708)
1,792,107

2002

S 1,701,161
87,053

(605)
1,787,609

Long term debt

Other Non-Current Liabilities
Accrued postretirement liability
Accrued workers' compensation claims
Commitments and contingencies (Note 11)

1,297,190

99,186
10,969

110,155

105,391
8,700

114,091

Current Liabilities
Current portion of long-term debt
Accounts payable and accrued expenses
Accrued interest
Accrued employee expenses
Obligation under securities lending transactions
Customer deposits

47,632
67,960
20,214
33,010
40,071
42,321

251,208
$ 3,450,660

45,137
86,346

9,247
26,001
33,781
44,482

244,994
S 3,147,108

The accompanying notes are an integral part of these financial statements.
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Los Angeles Department of Water and Power
Water Services Statements of Revenue, Expenses, and Changes in Fund Net Assets
(Amounts in thousands)

Year Ended June 30.
2003 2002 2001

Operating Revenues
Residential
Multiple dwelling units
Commercial and industrial
Other
Uncollectible accounts

S 227,265
169,760
129,111
32,689
(5,848)

552.977

S 225,611
169,279
125,716
35,343
(5,480)

S 217,029
167,309
126,927
33,675
(3,947)

540.993

Operating Expenses
Purchased water
Maintenance and other operating expenses
Depreciation and amortization

Operating Income

Other Income and Expense
Investment income
Gain on sale of land
Other non-operating income

Other non-operating expenses

Loss on asset impairment and abandoned projects

141.389
269.510
91.520

502,419

50,558

135,049
223.341

87.493

445,883

104,586

134,480
190.083
80.910

405,473

135,520

11.490
2,270
5,156

18.916
4.618

14,298
(3.402)
10.896

9.075
4,896
5,918

19.889

15.180
* (15,550)

m7)

27.350
462

5,432
33 .244
4.609

28,635
(35,601)
(6.966)

Debt Expenses
Interest on debt
Allowance for funds used during construction

46.464
(2.987)

43,477

Contributions In aid of construction

Chance in fund net assets before transfers to the reserve
fund of the City of Los Anceles and extraordinary Item

Transfers to the reserve fund of the City of Los Angeles

Increase In fund net assets before extraordinary
Item

Extraordinary loss on extinguishment of debt

Increase In fund net assets

Fund net assets
Beginning of period

End of period

14,044

40,223
(3409)

36,814

16,757

84.159
27,247

56.912

56.912

46,234
(2.023)

44,211

19,790

104.133
25,500

78,633
(3,096)

75.537

32.021
27,523

4.498

4.498

1,787,609
$ 1.792.107

1,730,697
s 1.787.609

1,655,160
S 1.730.697

The accompanying notes are an integral part of these financial statements.
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Los Angeles Department of Water and Power
Water Services Statements of Cash Flows
(fmounts in thousands)

Year Ended June 30.
2003 2002 2001

Cash Flows from Operating Activities:
Cash ReceiDts

Cash receipts from customers
Cash receipts from customers for other

agency services
Cash receipts from interfund services provided
Other operating cash receipts

Cash Disbursements
Cash payments to employees
Cash payments to suppliers
Cash payments for interfund services used
Cash payments to other agencies for fees collected
Other operating cash payments

$ 593,625 $ 599,034

360.886 360.216
235,412 238,918

- 6,761

$ 544,729

356,004
227,218

33,163

(159,916)
(277.672)
(175,907)
(357,459)

190,160

(179,611)
(298,676)
(238,347)
(359,274)

(1,175)
112,840

(176,869)
(229.037)
(201,228)
(355,254)

242,541

Cash Flows from Noncapital Financing Activities:
Payments to the reserve fund of the City of Los Angeles

Cash Flows from Capital and Related Financing Activities:
Additions to plant and equipment, net
Contributions in aid of construction
Purchases of escrow investments
Proceeds from escrow investment maturities
Principal pavments and maturities on long-term debt, net
Issuance of bonds, net
Payment for refunded revenue bonds
Proceeds from California Department of Water Resources loan
Debt interest payments

Cash Flows from Investing Activities:

Purchases of investment securities
Investment income

(27,523) (27,247) (25,500)

(245,944)
16,936

3,085
(2.565)

489,773
(197,310)

(30,049)
33,926

(32.640)
11,582

(21,058)

(339,833)
24.043

96,648
(10.185)

3,004
(94,800)

13,253
(48,670)

(356.540)

19,503
19,503

(254,448)
18,819

(103,927)
307,632
(86.665)
730,482

(559,616)

(56,745)
(4,468)

33.335

33,335

Cash and Cash Equivalents:

Net increase (decrease)
Beginning of year

End of year

98,185
178,660

$ 276,845

(121,743)
300,403

$ 178,660

193,527
106,876

$ 300,403

The accompanying notes are an integral part of these financial statements.
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Los Angeles Department of Water and Power
Water Services Statements of Cash Flows, continued
(Amounts in thousands)

2003
Year Ended June 30,

2002 _ 2001

Reconciliation of operating income to net cash
provided by operating activities

Operating income
Adjustments to reconcile operating income to net cash
provided by operating activities

Depreciation and amortization
Provision for losses on customer and other

accounts receivable
Changes in assets and liabilities:

Customer and other accounts receivable
Due from Energy Services
Materials and supplies
Net pension asset
Accounts payable and accrued expenses
Accrued employee expenses
Under-/Over-recovered costs
Accrued postretirement liability
Workers' compensation liability and other

Cash provided by operating and other activities

S 50,558 $ 104,586 $ 135,520

91,520

5,848

5,264
(61,423)

2,725
1,296

(18,386)
7,009
1,094

26,435
900

$ 112,840

87,493

5,480

(10,331)
1,316

(81)
(7,026)
9,836
2,145

(4,682)
22,501
31,304

$ 242,541

80,910

3,947

(12,284)
(5,996)
(1,918)
(7,309)
4,260
3,694

(19,670)
13,703
(4,697)

$ 190,160

Non-cash capital and related financing activities:
Loss on asset impairment and abandoned projects

Extraordinary loss on extinguishment of debt

S (3,402)
S -

$ (15,550)

$
$ (35,601)
$ (3,096)

The accompanying notes are an integral part of these financial statements.
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Los Angeles Department of Water and Power
Water Services
Notes to Financial Statements

NOTE 1: Summary of Significant Accounting Policies

The Department of Water and Power of the City of Los Angeles (the Department) exists as a
separate proprietary agency of the City of Los Angeles (the City) under and by virtue of the
City Charter enacted in 1925 and as revised effective July 2000. The Department's Water
System (Water Services) is responsible for the procurement, quality, and distribution of water
for sale in the City.

Method of accounting
The accounting records of Water Services are maintained in accordance with accounting
principles generally accepted in the United States of America. As a government-owned utility,
in prior years, the Department applied all statements issued by the Governmental Accounting
Standards Board (GASB) and all statements and interpretations issued by the Financial
Accounting Standards Board (FASB), which are not in conflict with statements issued by the
GASB. In fiscal year 2003, the Department changed its election under the guidance in GASB
Statement No. 20, 'Accounting and Financial Reporting for Proprietary Funds and Other
Governmental Entities that Use Proprietary Fund Accounting" (GASBS 20), to follow GASB
statements and only FASB statements and interpretations issued on or before November 30,
1989. See Note 2.

The Department's rates are determined by the Board of Water and Power Commissioners (the
Board) and are subject to review and approval by the City Council. As a regulated enterprise,
the Department utilizes Statement of Financial Accounting Standards (SFAS) No. 71,
"Accounting for the Effects of Certain Types ofRegulation, "which requires that the effects of
the ratemaking process be recorded in the financial statements. Such effects primarily concern
the time at which various items enter into the determination of changes in fund net assets.
Accordingly, Water Services records various regulatory assets and liabilities to reflect the
Board's actions. Management believes that Water Services meets the criteria for continued
application of SFAS No. 71, but will continue to evaluate its applicability based on changes in
the regulatory and competitive environment.

Use of estimates
The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the financial statements and the reported amounts
of revenues and expenses during the reporting period. Actual results could differ from those
estimates.
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Los Angeles Department of Water and Power
Water Services
Notes to Financial Statements (continued)

NOTE 1: (continued)

Utility plant
The costs of additions to utility plant and replacements of retired units of property are
capitalized. Costs include labor, materials, an allowance for funds used during construction
(AFUDC), and allocated indirect charges such as engineering, supervision, transportation and
construction equipment, retirement plan contributions, health care costs, and certain
administrative and general expenses. The costs of maintenance, repairs and minor
replacements are charged to the appropriate operations and maintenance expense accounts.
The original cost of property retired, net of removal and salvage costs, is charged to
accumulated depreciation.

Impairment of long-lived assets
Long-lived assets are reviewed for impairment whenever events or changes in circumstances
indicate that the carrying amount of an asset may not be fully recoverable. Recoverability of
assets to be held and used is measured by a comparison of the carrying amount of the assets to
their fair value, which is normally determined through analysis of the future undiscounted net
cash flows expected to be generated by the assets. If such assets are considered to be
impaired, the impairment to be recognized at that time is measured by the amount that the
carrying amount of the assets exceeds the fair value of the assets.

Depreciation and amortization
Depreciation expense is computed using the straight-line method based on service lives. The
Department uses the composite method of depreciation and therefore groups assets into
composite groups for purposes of calculating depreciation expense. Estimated service lives
range from 5 to 70 years. Amortization expense for computer software is computed using the
straight-line method over 5 years. Depreciation and amortization expense as a percentage of
average depreciable utility plant in service was 2.6% for each of the fiscal years ended 2003,
2002 and 2001, respectively.
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Los Angeles Department of Water and Power
Water Services
Notes to Financial Statements (continued)

NOTE 1: (continued)

Cash and cash equivalents
As provided for by the California Government Code, the Department's cash is deposited with
the City Treasurer in the City's general investment pool for the purpose of maximizing interest
earnings through pooled investment activities. Cash and cash equivalents in the City's general
investment pool are reported at fair value and changes in unrealized gains and losses are
recorded in the statements of revenue, expenses, and changes in fund net assets. Interest
earned on such pooled investments is allocated to the participating funds based on each fund's
average daily cash balance during the allocation period. The City Treasurer invests available
funds of the City and its independent'operating departments on a combined basis. The
Department classifies all cash and cash equivalents that are restricted either by creditors, the
Board, or by law, as restricted cash and cash equivalents on the balance sheet. The Department
considers its portion of pooled investments with an original maturity of three months or less to
be cash equivalents.

At June 30, 2003 and 2002, restricted cash and cash equivalents includes the following
(amounts in thousands):

June 30,
2003 2002

Bond redemption and interest funds S 36,921 $ 14,086
Construction funds 184,681 51,854
Self insurance fund 10,165 9,415

S 231,767 S 75,355

Materials and supplies
Materials and supplies are recorded at average cost.

Restricted investments
Water Services' restricted investments consist of escrow investments held to pay interest on
previously issued refunding revenue bonds. Such investments include U.S. government and
governmental agency securities. Investments are reported at fair value and changes in
unrealized gains and losses are recorded in the statement of revenue, expenses, and changes in
fund net assets. Gains and losses realized on the sale of investments are generally determined
using the specific identification method. The stated fair value of investments is generally
based on published market prices or quotations from major investment dealers.
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Los Angeles Department of Water and Power
Water Services
Notes to Financial Statements (continued)

NOTE 1: (continued)

Accrued employee expenses
Accrued employee expenses includes accrued payroll and an estimated liability for vacation
leave, sick leave and compensatory time, which is accrued when employees earn the rights to
the benefits.

Debt expenses
Debt premium, discount, and issue expenses are deferred and amortized to debt expense using
the effective interest method over the lives of the related debt issues. Gains and losses on
refundings related to bonds redeemed by proceeds from the issuance of new bonds are
amortized to debt expense using the effective interest method over the shorter of the life of the
new bonds or the remaining term of the bonds refunded. Gains and losses on bond defeasances
financed with cash are reported as an extraordinary gain or loss on extinguishment of debt in
the statements of revenue, expenses, and changes in fund net assets.

.Accrned workers' compensation claims
Liabilities for unpaid workers' compensation claims are recorded at their net present value
when they are probable of occurrence and the amount can be reasonably estimated. The
liability is actuarially determined, based on an estimate of the present value of the claims
outstanding and an amount for claim-events incurred but not reported based upon the
Department's loss experience, less the amount of claims and settlements paid to date. The
discount rate used to calculate this liability at its present value was 4% at June 30, 2003, which
approximates the Department's long term investment yield.

Overall indicated reserves for workers' compensation claims, for both Water and Energy
Services, undiscounted, have increased from $40.9 million as of June 30, 2002, to $45.5
million as of June 30, 2003. This increase is mainly attributable to increased medical inflation
(particularly in the area of prescription drugs), significant increases in benefit levels
implemented in California in the past few years, increased payroll levels of the Department
contributing to higher indemnity losses, and increasing claim frequencies experienced by the
Department in the past few years. The undiscounted reserves of $45.5 million are net of $43.2
million of cumulative payments made for claims by the Department as of June 30, 2003, for
all outstanding policy years. As the claims typically take longer than 1 year to settle and close
out, the entire discounted liability is shown as long term on the balance sheets as of June 30,
2003 and 2002. Water Services' portion of the undiscounted reserves as of June 30, 2003 was
$16.8 million.
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Los Angeles Department of Water and Power
W'ater Services
Notes to Financial Statements (continued)

NOTE 1: (continued)

Customer deposits
Customer deposits represent deposits collected from customers upon opening of new accounts.
These deposits are obtained when the customer does not have a previously established credit
history with the Department. Original deposits plus interest is paid to the customer once a
satisfactory payment history is maintained, generally after one to three years. Interest is
accrued by Water Services at the prevailing rate established by the Department, which
historically has been approximately 3.5%.

Water Services is responsible for collection, maintenance and refunding of these deposits for
all Department customers, including those of Energy Services. As such, the deposit liability of
$42.3 and $44.5 million on Water Services' balance sheet as of June 30, 2003 and 2002,
respectively, is inclusive of amounts due to both Water Services and Energy Services
customers. In the event that Water Services defaults on refunds of such deposits, Energy
Services would be required to pay amounts owing to its customers.

Revenues
Water Services' rates are established by a rate ordinance, which is approved by the City
Council. Water Services sells water to other City departments at rates provided in the
ordinance. Water Services recognizes water costs in the period incurred and accrues for
estimated water sold but not yet billed.

Revenues consist of billings to customers for water consumption at rates specified in the water
rate ordinance. These rates include a cost adjustment factor that provides Water Services with
full recovery of purchased water costs. Water Services is also authorized to collect approved
demand-side management, water reclamation, and water quality improvement expenditures.
Management estimates these costs to establish the cost recovery component of customer
billings and any difference between billed and actual costs is adjusted in subsequent billings.
This difference is reflected as under- or over-recovered costs on the balance sheet.

The rate ordinance limits Water Services' recovery of combined expenditures for demand-side
management, water reclamation, and water quality improvement. During fiscal year 2003 and
2002, Water Services incurred expenditures of $33 million and $24 million, respectively, in
excess of these limits, which is being funded through funds received from the issuance of debt
(see Note 6). These expenditures were not recovered during fiscal year 2003 or 2002;
however, Water Services' rate ordinance permits future recovery of principal and interest
payments related to debt used to fund approved expenditures over the life of the related debt
issues.

During fiscal year 2002, Water Services changed its under-recovered cost estimate for certain
customers. This change resulted in a $12 million increase to under-recovered costs at June 30,
2002.
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Los Angeles Department of Water and Power
W'atcr Services
Notes to Financial Statements (continued)

NOTE I: (continued)

Non-operating revenues
Contributions in aid of construction and other grants received by the Department for
constructing utility plant and other activities are recognized as non-operating revenues when
all applicable eligibility requirements, including time requirements, are met.

Alloivanceforfunds used during construction
Allowance for funds used during construction represents the cost of borrowed funds used for
the construction of utility plant. Capitalized AFUDC is included as part of the cost of utility
plant and as a reduction of debt expenses. The average AFUDC rate used by Water Services
was 4.6%, 5.8%, and 5.8% for each of fiscal years 2003, 2002 and 2001.

Reclassifications
Certain financial statement items for prior years have been reclassified to conform to thc
current year presentation.

Recent Accounting Pronouncements
In May 2002, the GASB issued GASBS No. 39, 'Determining Whether Certain Organizations
Are Component Units." This Statement amends GASB Statement No. 14, 'The Financial
Reporting Entity," to provide additional guidance to determine whether certain organizations
for which the primary government is not financially accountable should be reported as
component units, based on the nature and significance of their relationship with the primary
government. Generally, it requires reporting, as a component unit, an organization that raises
and holds economic resources for the direct benefit of a governmental unit. This Statement is
effective for the Department beginning in fiscal year 2004. The Department does not expect
that there will be a material impact to financial statements as a result of adopting this
Statement.

In November 2003, the GASB issued GASBS No. 42 'Accounting and Financial Reporting
for Impairment of Capital Assets and for Insurance Recoveries." This Statement establishes
accounting and financial reporting standards for impairment of capital assets. A capital asset is
considered impaired when its service utility has declined significantly and unexpectedly. This
Statement also clarifies and establishes accounting requirements for insurance recoveries.
Under the standard, inpaired capital assets that will no longer be used by the government
should be reported at the lower of carrying value or fair value. Impairment losses on capital
assets that will continue to be used by the government should be measured using the method
that best reflects the diminished service utility of the capital asset. This Statement is effective
for the Department beginning in fiscal year 2005 and will not require restatement of
previously reported impairment charges. The Department has not yet determined the financial
statement impact of adopting the new Statement.
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NOTE 2: Accounting Changes

Change in election under GASB Statement No. 20

In fiscal year 2003, the Department changed its election under the guidance in GASB
Statement No. 20, "Accounting and Financial Reporting for Proprietary Funds and Other
Governmental Entities that Use Proprietary Fund Accounting" (GASBS No. 20), to follow
GASB statements and only FASB statements and interpretations issued on or before
November 30, 1989. While the Department is required to retroactively apply this change by
restating prior years presented, the change did not have any impact on prior years' financial
statements. Therefore, prior periods were not restated. Management believes that this change
in election represents a change to a preferable method of accounting.

The Department has continued to apply the provisions of SFAS No. 106, "Employers'
Accounting for Postretirement Benefits Other Than Pensions," and recognizes expense
associated with postretirement benefits other than pensions on an accrual basis. Currently,
there is no prescriptive guidance under governmental standards, however the GASB is
finalizing its project on accounting for postretirement benefits other than pensions. The
Department will continue to apply the provisions of SFAS No. 106 until the GASB has
finalized its project, and will adopt the new GASB Standard as required in the final transition
guidance. See Note 8.

GASB Statements Nos. 34, 37 and 38
On July 1, 2001, the Department adopted GASB Statement No. 34 (GASBS 34), "Basic
Financial Statements and Management's Discussion and Analysis for State and Local
Governments, " GASB Statement No. 37 (GASBS 37), "Basic Financial Statements and
Management's Discussion and Analysis for State and Local Governments: Omnibus - an
Amendment of GASB Statements No. 21 and No. 34" and GASB Statement No. 38 'Certain
Financial Statement Note Disclosures" (GASBS 38). GASBS 34, as amended, and GASBS
38 establish specific standards for external financial reporting for all state and local
governments. As a result of adopting these Standards, the basic financial statement
presentation was significantly changed, including adding management's discussion and
analysis of operating, investing and financing activities. GASBS 34 also requires the
classification of fund net assets into three components - invested in capital assets, net of
related debt; restricted; and unrestricted. These classifications are defined as follows:

* Invested in capital assets, net of related debt - This component of net assets
consists of capital assets, net of accumulated depreciation reduced by the
outstanding debt balances, net of unamortized debt expenses and unspent debt
proceeds.
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NOTE 2: (continued)

* Restricted - This component consists of net assets with constraints placed on their
use, either externally or internally. Constraints include those imposed by creditors
(such as through debt covenants), grants or laws and regulations of other
governments, or by law through constitutional provisions or enabling legislation or
by the Board.

* Unrestricted - This component of net assets consists of net assets that do not meet
the definition of "restricted" or "invested in capital assets, net of related debt."

Under GASBS 34, the statement of income was renamed the statement of revenue, expenses,
and changes in fund net assets, and the statement of cash flows is required to be presented
using the direct method (including a reconciliation of operating cash flows to operating
income). Under GASBS 34, uncollectible debt expense was reclassified as a reduction of
operating revenues.

In fiscal 2002, the Department restated its prior year financial statements to retroactively apply
GASBS 34, as amended.
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NOTE 3: Utility Plant

Water Services had the
thousands):

following activity in utility plant during fiscal year 2003 (amounts in

Balance Retirements
June30,2002 Additions and Disposals

Balance
June30,2003Transfers Reclassifications

Nondepreciabie utility plant
Land and land rights
Construction work in progress

Total nondepreciable utility plant

Depreciable utility plant
Source of water supply
Pargping
Purification
Distribution

Total depreciable utility plant

Less accumulated depreciation*

$ 65,156
274433
339.589

416,645
188,108
241,765

2,512,110
324.698

3,683,326

S1 2
155322

155322

22,488
2,263
1,607

47,614
22,687

96,659

s (5) S 27,230 S
(167.503) _

(5) (140.273) -

- S 92,381
_ 262.252

354.633

(404) 72,578
(4,164) 1,768

(149) 2,504
(31,209) 63,423

(4.5721

(40,498) 140,273

(5,77
5,75

511,307
187,975

;7) 239,970
7 2,597,695

342.813
3,879,760

_ (I 385.52fi)(1.328.057) (97.747) 40.278 -

Total utility plant, net S 2.694.858 S 154.234 S (225 S - S - S 2.8498.67

* Additions to accwnuzated depreciation include capitalized depreciation of 9.3 million.
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NOTE 4: Restricted Investments

A summary of Water Services' restricted investments is as follows (amounts in thousands):

June 30,
2003 2002

Restricted Investments:
Escrow investments S 4,613 $ 7,586

Other:
Cash collateral received from securities

lending transactions (see NoteS) S 40,071 $ 33,781
Postretirement health care benefit trust find 53,478 18,766

Total S 98,162 $ 60,133

All restricted and other investments are held in trust accounts to be used for a designated
purpose as follows:

Escrow investments
Escrow investments are held to pay interest on previously issued refunding revenue bonds.

Postretirement health care benefit trustfund
The postretirement health care benefit trust fund was established to provide for the payment of
the Department's postretirement health care benefits. Accrued postretirement liabilities are
recorded net of the trust fund (see Note 8).

Restricted and other investments held by the Department are categorized separately below to
give an indication of the level of custodial credit risk assumed by the Department.
Specifically, identifiable investments are classified as to credit risk by three categories and
summarized below as follows: Category I includes investments that are insured or registered
or for which securities are held by the Department or its agent in the Department's name;
Category 2 includes uninsured and unregistered investments for which the securities are held
by the counterparty's trust department or agent in the Department's name; and Category 3
includes uninsured and unregistered investments for which the securities are held by the
counterparty or by its trust department or agent, but not in the Department's name.
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NOTE 4: (continued)

At June 30, 2003, Water Services' restricted and other investments are categorized as follows
(amounts in thousands):

Category
Type of Investments

Investments - categorized
U.S. government securities

Bonds
Commercial paper

Total categorized restricted and other investments

Investments - not categorized
Investments held by broker-dealers:

Mutual funds
General pooled securities lending cash collateral

Total

1 2 3 Total

S 50,223
7,815

20
$ 58,058

$ -

$ -

S - S 50,223
7,815

20

S - 58,058

33
40,071

S 98,162

At June 30, 2002, Water Services' restricted and other investments were categorized as
follows (amounts in thousands):

Type of Investments

Investments - categorized
U.S. government securities

Bonds
Repurchase agreements

Total categorized restricted and other investments

Investments - not categorized

Investments held by broker-dealers:
U.S. government securities

Mutual funds
General pooled securities lending cash collateral

Total

I
Category

2 3 Total

S 15,857 S
3,927

- 6,691

S 19,784 S 6,691

$ - S 15,857
3,927

- 6,691

$ - 26,475

6,542
26

27,090

$ 60,133

Repurchase agreements relate to the Department's securities lending program (see Note 5).
Because Water Services did not have any of its securities lent under its own program at June
30, 2003, there are no repurchase agreements at that date.
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NOTE 5: Securities Lending Transactions

In December 1999, the Department initiated a securities lending program managed by its
custodial bank. The bank lends up to 20% of the investments held in Water Services' plan
assets held in the postretirement benefits trust fund for securities, cash collateral or letters of
credit equal to 102% of the market value of the loaned securities and interest, if any. The
Department can sell collateral securities only in the event of borrower default. Both the
investments purchased with the collateral received and the related liability to repay the
collateral are reported on the balance sheets. A summary of Water Services' securities lending
transactions as of June 30, 2003 and 2002 is as follows (amounts in thousands):

June 30, 2003
Fair value

of
underlying Collateral

Securities lent for cash collateral securities value

June 30, 2002
Fair value

of
underlying Collateral
securities value

U.S. government and agency securities $ $ - S 6,542 S 6,691

The lending agent provides indemnification for borrower default. There were no violations of
legal or contractual provisions and no borrower or lending agent default losses during fiscal
years 2003 and 2002.

General Investment Pool Program

The Department also participates in the City's securities lending program through the pooled
investment fund. The City's program has substantially the same terms as the Department's
direct securities lending program. The Department recognizes its proportionate share of the
cash collateral received for securities loaned and the related obligation for the general
investment pool. As of June 30, 2003 and 2002, Water Services' attributed share of cash
collateral and the related obligation from the City's program was $40 and $27 million,
respectively.

Management believes that participation in these securities lending programs results in no
credit risk exposure to the Department because the amounts owed to the borrowers exceed the
amounts the borrowers owe to the Pool.
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NOTE 6: Long-term Debt

Long-term debt outstanding as of June 30, 2003 consists of Evenue bonds and refunding
revenue bonds due serially in varying annual amounts, and other long-term debt, as follows
(amounts in thousands):

Fiscal Year

of LastEffective

Date of Interest Scheduled Principal

OutstandingBond Issues Issue Rate Maturity

Revenue Bonds
Refunding Issue of 1998
Issue of 2001, Series A
Issue of 2001, Series B
Issue of 2001, Series C
Issue of 2003, Series A
Issue of 2003, Series B

10/15/98
02/01/01
02/28/01
11/15/01
01/07/03
03/06/03

4.689%
5.202%

Variable
4.788%
5.084%
4.014%

2035
2042
2036
2017
2044
2031

Total principal amount
Unamortized debt-related costs (including

net loss on refundings)
Debt due within one year (including

current portion of variable rate debt)

235,730
311,565
325,000

3,983
300,000
201,875

1,378,153

(46,583)

(47,104)

1,284,466

13,252
(528)

12,724

Other Long-term Debt
Loan payable to California Department
of Water Resources (CDWR) 12/27/2001 2.320% 2022

Current portion of loan from CDWR

S 1,297,190

Revenue bonds generally are callable ten years after issuance. The Department has agreed to
certain covenants with respect to bonded indebtedness. Significant covenants include the
requirement that Water Services' net income, as defined, will be sufficient to pay certain
amounts of future annual bond interest and of future annual aggregate bond interest and
principal maturities. Revenue bonds and refunding bonds are collateralized by the future
revenues of Water Services.

Page 34



Los Angeles Department of Water and Power
Water Services
Notes to Financial Statements (continued)
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Long term debt activity

Water Services had the following activity in long-term debt during fiscal year 2003 (amounts
in thousands):

Balance at Balance at June 30, Current
June 30, 2002 Additions Reductions 2003 Portion

Long term debt, including
loan from CDWR $ 1,000.414 501,875 (205,099) $ 1,297.190 $ 47.632

New issuances

Fiscal Year 2003
In January 2003, the Department issued $300 million of Water Services fixed rate bonds. The
net proceeds were deposited into the construction fund to be used for water system capital
improvements. In March 2003, the Department issued $202 million of Water Services fixed
rate bonds to refund the Water Works Refunding Revenue Bonds, Issue of 1993 and Second
Issue of 1993. Based on interest cost of 4.0% for the fixed nte bonds, the refunding is
expected to decrease total debt payments over the life of the new issues by approximately $15
million and is expected to result in present value savings of approximately $10 million. These
transactions resulted in a net loss for accounting purposes of $15 million which was deferred
and will be amortized through 2030.

Fiscal Year 2002
In November 2001, the Department issued $4 million of Water Services fixed rate bonds as
part of the Mini Bond Program for employees and retirees. Water Services' Mini-Bond
Program allows for a maximum total issuance of $50 million. The net proceeds were deposited
into the construction fund to be used for water system capital improvements.

In May 2001, the Department entered into a loan agreement with the California Department of
Water Resources (CDWR). The loan agreement allows for a total maximum loan of $17
million, at a fixed interest rate of 2.32%. In December 2001, the Department received $13
million under the agreement. The proceeds are being used to fund water quality capital
improvements.

In September 2003, Water Services received the remaining $4 million from CDWR under its
loan agreement. As such, Water Services expects to begin making principal payments under
this arrangement beginning in fiscal year 2004.
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Outstanding debt defeased
As discussed above, Water Services defeased certain revenue bonds in prior years by placing
cash or the proceeds of new revenue bonds in irrevocable trusts to provide for all future debt
service payments on the old bonds. Accordingly, the trust account assets and the liability for
the defeased bonds are not included in Water Services' financial statements. At June 30, 2003,
the following revenue bonds outstanding are considered defeased (amounts in thousands):

Principal

Bond Issues Outstanding

Issue of 1994 $ 48,500
Issue of 1995 45,250
Issue of 1999 100,000

$ 193,750

Variable rate bonds
The variable rate bonds currently bear interest at daily and weekly rates (ranging from 0.85%
to 1.05% as of June 30, 2003). The Department can elect to change the interest rate period of
the bonds, with certain limitations. The bondholders have the right to tender the bonds to the
tender agent on any business day with seven days prior notice. The Department has entered
into Standby Agreements with a syndicate of commercial banks in an initial amount of $325
million to provide liquidity for these bonds. The initial and extended Standby Agreements
expire in March 2004 and November 2004.
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Bonds purchased under the agreements will bear interest that is payable quarterly at the greater
of the Federal Funds Rate plus 0.50% or the bank's announced base rate, as defined. The
unpaid principal of bonds purchased is payable in ten equal semi-annual installments,
commencing after the termination of the agreement. At its discretion, the apartment has the
ability to convert the outstanding bonds to fixed rate obligations, which cannot be tendered by
the bondholders. These bonds have been classified as long term on the balance sheets as the
liquidity facilities give the Department the ability to refinance on a long term basis and the
Department intends to either renew the facilities or exercise its right to tender the debt as a
long term financing. That portion which would be due in the next fiscal year in the event that
the outstanding variable rate bonds were tendered and purchased by the commercial banks
under the Standby Agreements, has been included in the current portion of long term debt and
was $32.5 million as of June 30, 2003 and 2002.

Advance refunding bonds
In prior years, Water Services established irrevocable escrow trusts with proceeds from the
issuance of refunding bonds. During fiscal year 2002, bonds with a par value of $83 million
were refunded using proceeds from the balance in the restricted escrow investments. Escrow
investments of $5 million (stated at fair value as of June 30, 2003) will be used to pay debt
service on bonds presently included in long-term debt. During fiscal 2002, all remaining
advance refunding bonds were reclassified to long-term debt as the bonds to be refunded were
called. Interest expense from refunding bonds and interest income earned on related escrow
investments are included in investment income.
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Scheduled principal maturities and interest

Scheduled annual principal maturities and interest are as follows (amounts in thousands):

Interest and
AmortizationPrincipal

Fiscal years ending June 30,
2004
2005
2006
2007
2008
2009 - 2013
2014 - 2018
2019 - 2023
2024 - 2028
2029 - 2033
2034 - 2038
2039 - 2043
2044

Total Requirements

$ 15,132
14,987
13,230
13,967
17,391
95,027

117,730
94,191

122,020
214,630
259,410
335,210

78,480
S 1,391,405

$ 55,209
55,186
54,730
54,154
53,286

253,888
225,116
199,981
179,681
158,669
129,712
55,915

$ 1,475,527

The scheduled maturities for the fiscal year ending June 30, 2004 exclude $32.5 million in
variable rate bonds classified as short term for reporting purposes as described above. Interest
and amortization includes interest requirements for variable rate debt, using the average
variable debt interest rate in effect at June 30, 2003, of 0.997%.

Fair value
The fair value of long-term debt is $1.3 and $0.9 billion at June 30, 2003 and 2002,
respectively. Management has estimated fair value based on the present value of interest and
principal payments on the long-term debt and refunding bonds, discounted using current
interest rates obtainable by the Department for debt of similar quality and maturities.
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NOTE 7: Retirement, Disability, and Death Benefit Insurance Plan

The Department has a funded contributory retirement, disability, and death benefit insurance
plan covering substantially all of its employees. The Water and Power Empbyees'
Retirement, Disability and Death Benefit Insurance Plan (the Plan) operates as a single-
employer benefit plan to provide pension benefits to eligible Department employees and to
provide disability and death benefits from the respective insurance funds. Plan benefits are
generally based on years of service, age at retirement and the employee's highest 12
consecutive months of salary before retirement. Active participants who joined the plan on or
after June 1, 1984 are required to contribute 6% of their annual covered payroll. Participants
who joined the plan prior to June 1, 1984 contribute an amount based upon an entry-age
percentage rate. The Department contributes $1.10 for each $1.00 contributed by participants
plus an actuarially determined annual required contribution as determined by the Plan's
independent actuary. The contributions are allocated between Water Services and Energy
Services based on the current year labor costs.

The Retirement Board of Administration (the Retirement Board) is the administrator of the
Plan. The Plan is subject to provisions of the Charter of the City of Los Angeles and the
regulations and instructions of the Board of Water and Power Commissioners (the Board of
Commissioners). The Plan is an independent pension trust fund of the Department.

Plan amendments must be approved by both the Retirement Board and the Board of
Commissioners. The Plan issues separately available financial statements on an annual basis.

Water Services' allocated share of annual pension cost (APC) and net pension obligation
(NPO) consists of the following (amounts in thousands):

Year Ended June 30.
2003 2002

Annual required contribution S 9,857 S
Interest on net pension asset (3,357) (3,379)
Adjustment to annual required contribution 5,003 5,223

APC (including S5 million and $I million of amounts
capitalized in fiscal 2003 and 2002, respectively) 11,503 1,844

Department contributions (15,136) (9,348)
Shared operating expenses (see Note 9) 4,929 478

Change in NPO 1,296 (7,026)
NPO (asset) at beginning of year (59,848) (52,822)

NPO (asset) at end of year S (58,552) S (59,848)
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Annual required contributions are determined through actuarial valuations using the entry age
normal actuarial cost method. The actuarial value of assets in excess of the Department's
actuarial accrued liability (AAL) was being amortized by level contribution offsets over the
period ending June 30, 2003. As a result of an April 2000 amendment to the Plan, the
amortization period was changed to rolling fifteen-year periods effective July 1, 2000.

In accordance with actuarial valuations, the Department's required contribution rates are as
follows:

Acturial Required
Valuation Date Surplus Contribution

June 30 Normal Cost Amortization Rate

2002 10.97% -2.64% 8.66%
2001 10.64% -13.65% 0.00%
2000 10.59% -14.52% 0.00%

The significant actuarial assumptions include an investment rate of return of 8%, projected
inflation-adjusted salary increases of 5.5%, and postretirement benefit increases of 3%. The
actuarial value of assets is determined using techniques that smooth the effects of short-term
volatility in the market value of investments over a four-year period. Plan assets consist
primarily of corporate and government bonds, common stocks, mortgage-backed securities
and short-term investments.

Trend information for fiscal years 2003, 2002, and 2001 for Water Services is as 6llows
(amounts in thousands):

Percentage
Year ended of APC
June 30, NPO (asset) Contributed APC

2003 S (58,552) 84% S11,503
2002 S (59,848) 400% S 1,844
2001 S (52,822) 413% $ 1,674
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The following schedule provides information about the Department's overall progress made in
accumulating sufficient assets to pay benefits when due, prior to allocations to Water Services
and Energy Services (amounts in thousands):

Overfunding
Actuarial Actuarial Actuarial as a % of

Valuation Date Value of Assets over Funded Covered Covered
June 30, Assets AAL AAL Ratio Payroll Payroll

2002 S 5,790,263 S 5,714,525 S 75,738 101% S 430,398 18%
2001 S 5,833,275 S 5,306,263 S 527,012 110% S 403,266 131%
2000 S 5,605,856 S 5,082,960 S 522,896 110% $ 369,509 142%

Disability and death benefits
Water Services' allocated share of disability and death benefit plan costs and administrative
expenses totaled $4, $3, and $3 million for each of the fiscal years 2003, 2002 and 2001,
respectively.
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NOTE 8: Health Care Costs

The Department provides certain health care benefits to active and retired employees and their
dependents. The health plan is administered by the Department, and the Retiremert Board and
the Board of Water and Power Commissioners have the authority to approve provisions and
obligations. Eligibility for benefits is dependent on a combination of age and service of the
participants pursuant to a predetermined formula. Any changes to these provisions must be
approved by the Board. The Department pays a maximum subsidy of health plan premiums.
Participants choosing plans with a cost in excess of the subsidy are required to pay the
difference. The total number of active and retired Department participants entitled to receive
benefits was approximately 14,200 at June 30, 2003.

The allocated cost to Water Services of providing such benefits amounted to $42, $39, and $33
million for fiscal years 2003, 2002, and 2001, respectively. Of these costs, $17, $17, and $12
million were capitalized and the remainder was charged to expense for fiscal years 2003, 2002,
and 2001, respectively.

Postretirement benefits
The Department accounts for postretirement benefits in accordance with SFAS No. 106,
"Employers' Accounting for Postretirement Benefits Other Than Pensions", which requires
that the cost of postretirement benefits be recognized as expense over employees' service
periods.

Water Services' allocated share of postretirement benefit costs is summarized as follows
(amounts in thousands):

Year ended June 30,
2003 2002 2001

Service cost S 6,873 $ 5,578 $ 4,248
Interest cost 22,746 19,344 16,339
Expected return on plan assets (1,369) (1,347) (1,319)
Amortization of transition obligation 5,163 5,148 5,148
Amortization of prior service costs 4,777 2,617 2,617
Amortization of actuarial losses 2,625 2,782

$ 40,815 S 34,122 S 27,033
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The funded status and the accrued benefit cost related to postretirement benefits for the
Department, prior to allocations to Water Services and Energy Services, are summarized as
follows (amounts in thousands):

June 30,
2003 2002

Change in benefit obligation:
Benefit obligation at beginning of year S 941,626 $ 802,849
Service cost 20,154 16,407
Interest cost 66,704 56,893
Actuarial losses 846,000 101,713
Benefits paid (43,132) (36,236)

Benefit obligation at end of year 1,831,352 941,626

Change in fair value of plan assets:
Fair value of plan assets at beginning of year 81,493 77,669
Department contribution 96,000 -

Actual return on plan assets 7,232 3,824

Fair value of plan assets at end of year 184,725 81,493

Funded status 1,646,627 860,133
Unrecognized net loss 1,124,256 295,221
Unrecognized transition obligation 152,721 167,863
Unrecognized prior service cost 39,771 47,469

Accrued benefit cost $ 329,879 S 349,580

Water Services' allocated share of accrued
postretirement liability S (99,186) $ (105,391)

Weighted average actuarial assumptions used in determining postretirement benefit costs are
as follows:

June 30,
2003 2002 2001

Discount rate 5.75% 7.25% 7.25%
Expected return on plan assets 6.25% 6.50% 6.50%
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Plan assets consist primarily of commercial paper, United States Government and
governmental agency securities, and corporate bonds. In addition to having set up a trust fund,
the Department currently pays benefits on a "pay as you go" basis. No funding policy has been
established for the future benefit to be provided under this plan, however in fiscal year 2003,
the Department made an employer contribution of $96 million.

For measurement purposes, a 10.0% annual rate of increase in the per capita cost of covered
health care benefits was assumed for 2003; the rate was assumed to decrease gradually to
5.5% in 2012 and remain at that level thereafter. For the dental plan, an 8.0% annual rate of
increase in the per capita cost was assumed for 2003; the rate was assumed to decrease
gradually to 5.5% in 2008 and remain at that level thereafter. The effect of a 1% change in
these assumed health care cost trend rates would increase or decrease the Department's total
benefit obligation by approximately $387 or $298 million, respectively. In addition, such a 1%
change would increase or decrease the aggregate service and interest cost components of net
periodic benefit cost by approximately $ 13 or $ 10 million, respectively.

During fiscal year 2000, the Department began contributing toward dental coverage for
retirees enrolled in a Department-sponsored plan. This amendment resulted in a $46 million
increase in the Department's accumulated postretirement benefit obligation at June 30, 2000.
Water Services' allocated $11 million share of this increase is being amortized through 2008,
the remaining average service period. This change also resulted in an $12, $12, and $11
million increase in postretirement benefit costs for fiscal years 2003, 2002 and 2001,
respectively, of which $4 million in each of these years, was allocated to Water Services.

NOTE 9: Shared Operating Expenses

Water Services shares certain administrative functions with the Department's Energy Services.
Generally, the costs of these functions are allocated on the basis of the benefits provided.
Operating expenses shared with Energy Services were $603, $514, and $455 million for fiscal
years 2003, 2002 and 201, respectively, of which $219, $186, and $154 million were
allocated to Water Services.
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NOTE 10: Loss on Asset Impairment and Abandoned Projects

During fiscal year 2001, management approved the sale of one of its administrative facilities
and Water Services reported its portion of the loss on asset impairment of $12 million. The
completion of the sale was expected to occur within 12 to 24 months for a total original
purchase price of $50 million, which was below the total asset carrying value. During fiscal
year 2002, management became aware that the facility has mold in the structure. Management
and the purchaser of the facility each conducted a study to determine an estimated cost for
mold cleanup. As of June 30, 2002, no estimate was available to record a clean-up liability,
however, as of June 30, 2003, management approved the sale of this administrative building
for a reduced price of $37 millionq which is pending Board approval. This reduction in price
caused Water Services to recognize an additional loss of $3.4 million as of June 30, 2003.

During fiscal year 2002, management formally abandoned certain water projects and reported
a loss on abandonment totaling approximately $16 million in the statement of revenue,
expenses, and changes in fund net assets. Projects abandoned included design work related to
a well field and a filter plant, and small construction projects that will not be completed.

NOTE 11: Commitments and Contingencies

Transfers to tire reserve fund of t/e City of Los Angeles
Under the provisions of the City Charter, Water Services transfers funds at its discretion to the
reserve fund of the City. Pursuant to covenants contained in the bond indentures, the transfers
may not be in excess of the increase in fund net assets before transfers to the reserve fund of
the City, of the prior fiscal year. Such payments are not in lieu of taxes and are recorded as a
non-operating expense in the statement of revenue, expenses, and changes in fund net assets.

The Department authorized total transfers of $27.5, $27.2, and $25.5 million in fiscal years
2003, 2002 and 2001, respectively, from Water Services to the reserve fund of the City. The
Department expects to make an additional transfer declaration from Water Services of
approximately $27.6 million during fiscal year 2004.
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Los Angeles Department of Water and Power
Water Services
Notes to Financial Statements (continued)

NOTE 11: (continued)

Operating lease
Water Services utilizes an advanced wastewater treatment facility owned and operated by a
separate department of the City. The use of this facility is accounted for as an operating lease.
Estimated expenditures for fiscal year 2004 are approximately $2 million to operate and
maintain this asset. There are no minimum rertal payments that the Department has to make.
However, the Department is obligated to reimburse the other City department for that
department's operating and maintenance costs to operate the facility, estimated to be about $2
million per year, for a term of 25 years. Water Services will also pay additional monies to the
other City department, if revenues generated by Water Services exceed the costs of operation
and maintenance as defined by the agreement. Water Services does not expect to pay such
additional amounts as it does not expect that a net operating profit will be achieved based on
current demand for recycled water.

Surface Water Treatment Rule
The State of California Surface Water Treatment Rule (SWTR) imposes increased filtration
requirements at any open distribution reservoirs exposed to surface water runoff. The
Department has had four major reservoirs in its system subject to the SWTR: Upper and
Lower Hollywood, Lower Stone Canyon, and Encino. To comply with the SWTR, the
Department has designed projects to remove these reservoirs from regular service through
construction of larger pipelines and storage facilities. These changes wvill improve water
quality while maintaining flexibility in the water system.

The Hollywvood Water Quality Improvement Project was completed in July 2002. Upper and
Lower Hollywood Reservoirs were removed from service and functionally replaced by two 30
million gallon tanks and additional pipelines. Construction began on the Encino project in
December 2002 and the Stone Canyon Water Quality Improvement Project is scheduled to
begin construction in December 2003. As of June 30, 2003, the cost of SWTR compliance
related to engineering studies and construction activities at the four reservoirs and for the
addition of key pipelines in the San Fernando Valley totaled $319 million and are expected to
reach $539 million at completion in 2007.
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Water Services
Notes to Financial Statements (continued)

NOTE 11: (continued)

Ovens Valley

During 1997, the Great Basin Unified Air Pollution Control District (the District) adopted an
initial State Implementation Plan, as amended, and an implementing order requiring the
Department to initiate pollution control measures to control particulate matters emitting from
the Owens Dry Lake bed. The Department disputed the remediation measures imposed by the
original order; however, in July of 1998 the City and the District entered in an historic
Memorandum of Agreement (MOA) to mitigate the dust problem. The MOA delineated the
dust producing areas on the lakebed that needed to be controlled, specified what measures
must be used to control the dust, and specified a timetable for implementation of the control
measures. The MOA called for phased implementation to permit the effectiveness of the
control measures to be evaluated and modifications to be made as the control measures were
being installed.

The MOA was incorporated into a formal air quality State Implementation Plan (SIP) by the
District. This SIP was approved by the United States Environmental Protection Agency on
October 4, 1999. Currently, the District is in the process of revising the SIP and will adopt it
late this year. The revised SIP will define the additional boundaries and areas required to be
controlled on the lakebed. The Department has been allowed to examine the District's
methodology to determine the additional areas to be controlled. As a result of those efforts the
District has agreed to a total of 30 square miles that will be required to be controlled. That
amount includes the areas the City agreed to and has completed. In the MOA the City
committed to 1) completing at least 10 square miles of dust controls by the end of 2001, 2)
completing an additional 3.5 square miles by 2002, 3) completing an additional 3.0 square
miles by 2003, 4) completing the additional areas delineated in District's revised 2003 SIP.
The SIP will demonstrate that upon completion of the City's work, emissions from Owens
Lake bed will have been reduced so that the Owens Valley Planning Area will attain and
maintain the federal Clean Air Act ambient air quality standards for particulate matter. The
federal Clean Air Act requires that Owen Lake meet ambient air quality standards by the end
of 2006.
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Los Angeles Department of Water and Power
Water Services
Notes to Financial Statements (continued)

NOTE 11: (continued)

The MOA specified that the City must choose from amongst 3 control measures the District
has certified as Best Available Control Measures for Owens Lake. The three measures are
Shallow Flooding, Managed Vegetation, and Gravel. To date, the City has completed
construction on and is operating approximately 19 square miles of dust control nuasures.
Therefore, the city is nearly two-thirds complete with its obligation. The first phase of dust
control implementation, completed December 2001, consists of 13.5 square miles of Shallow
Flooding. Shallow Flooding involves flooding the area to be controlled until it is either
inundated with a few inches of water or the soil becomes thoroughly saturated to the surface
with water. The second phase of dust control implementation, completed in July 2002,
consists of about four square miles of Managed Vegetation. Managed Vegetation involves
growing native vegetative cover that will hold the shifting and emissive lakebed in place,
locking up the dust. The third phase of dust control implementation, completed in March
2003, consists of one and a third square miles of additional Shallow Flooding. Planning and
design are currently underway for the additional 11 square miles to be specified in District's
revised SIP. An additional two to four construction phases are expected to meet these
requirements. The Department is evaluating the budget for the program based on the District's
SIP.

As of June 30, 2003, the Department has incurred capital costs of approximately S212 million
associated with the Owens Dry Lake. Based on the anticipated 2003 SIP, management
estimates that the total capital related costs of implementing the pollution control measures
through 2006 will be approximately $415 million.

Capital expenditures
Water Services has budgeted approximately $380 million of capital expenditures for fiscal
year 2004.

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, are not
expected to materially impact Water Services' financial position, changes in fund net assets, or
cash flows as of June 30, 2003.
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Los Angeles Department of Water and Power
Water Services
Notes to Financial Statements (continued)

NOTE 11: (continued)

Risk management
Water Services is subject to certain business risks common to the utility industry. The majority
of these risks are mitigated by external insurance coverage obtained by Water Services. For
other significant business risks, however, Water Services has elected to self-insure.
Management believes that exposure to loss arising out of self-insured business risks will not
materially impact Water Services' financial position, changes in fund net assets, or cash flows
as of June 30, 2003.

Credit risk
Financial instruments, which potentially expose the Department to concentrations of credit
risk, consist primarily of retail receivables. The Department's retail customer base is
concentrated among commercial, industrial, residential and governmental customers located
within the City. Although the Department is directly affected by the City's economy,
management does not believe significant credit risk exists at June 30, 2003, except as provided
in the allowance for losses. The Department manages its credit exposure by requiring credit
enhancements from certain customers and through procedures designed to identify and
monitor credit risk.

NOTE 12: Subsequent Events

On December 17, 2003, the Board approved the reduced sale price of the administrative
facility described in Note 10. The reduced price remains subject to City Council approval.

Also on December 17, 2003, the Retirement Board adopted a change in the actuarial asset
valuation method for the Department's Retirement, Disability and Death Benefit Insurance
Plan from the four-year smoothing method to recognizing the unrecognized returns for each of
the last five years (but not before July 11, 2001) over a five-year period.

Page 49



I p *

a,

SI * *I.



0 0

I, .

0 0 0

0* *** * :. *.

0* .. 0.*e

0.O 0 0 .

0. . -. I U.� *

0. *. . * 0 0 * 0*. .. **. * .. S

0 0 * I

Is, * . e* *. 6

0 * * * I *. * :s.

* 0*O I g* *, 0:.

* .e * ggg * .

0.S S ** 0 *. S

S *



4--'e

IC 
4.'' 4

4 4.



-7Z



PrN Ia UaKE . iK

DEAR FELLOW SHAREHOLDERS,

I'm pleased to report another successful year for our company. For PNM Resources, 2003

was a year of solid accomplishment in all areas of our business. On the retail side, we

reached new rate agreements for both our electric and our gas utility, and New Mexico

finally resolved the 10-year public policy debate over industry restructuring.

In our wholesale operations, we added several new long-term contracts that boost revenues and

earnings while helping guard against the uncertainties of price swings in a volatile market.

In power generation, we brought on line a new coal mine that we expect will lower fuel

costs at our biggest generating plant and we added our first renewable resource, a

200-megawatt wind power project in eastern New Mexico.

All across the company, our disciplined pursuit of excellence through a structured

approach to process improvement helped us to better control expenses even as we

achieved higher levels of customer satisfaction.

Those successes all contributed to increased earnings and growing shareholder value. Net

earnings for the year were $2.37 per diluted share, up from $1.61 a share in the previous

yealr That bottom line number included various one-time gains and charges that added

a net of $0.42 per share to earnings. Another measure of PNM financial performance is in

comparing ongoing earnings (not including one-time gains or charges) of $1.95 per

share for 2003, up nearly 8 percent from the previous year. With the $0.92 per share paid

in dividends and a $4.28 increase in stock price over the course of the year, PNM

Resources shareholders earned a healthy 21.8 percent return on their investment in 2003.



Stability In our care business

Over the past decade, PNM has %worked hard to build a strong financial

foundaltion th-at supponrts itned gimvthl in iiandioider vaulie. Retained eaurings,
the fmindarnental mneasure of a company's net worth, gmvn from $445 million at

the end of 2002 to S503 millioll at the end of 2003. Ihy taking advauntage of lox er

interest rates, we were able to cut interest expense by nearly $12 million by

refinaicingexistingdebt. WXe a.lsoexpauded our line of credit to $300 million to

ensure Nve have the licluidity we need to run and grow our businas.

Because about 75 to 85 percent of 1'PNM RsoLur~xs earnings flow from our

electric and gas utility in New Mexico, one of our primary goals over the past

several years has been to gain predictability arid stability in the revenies wve

generate from this core busiLness.

We made significant progmss toward that goal in 2003. At the beginning of the

year the state legislature officially dropped plans to introduce electric

completition in New Mexico. Ile legislation recognizes the need for a reaisoniable

transition axvay fromi the originally proposcd restructured markets back to a

ertically integrited industry in New IMe xico by allowing us to expand our

wholesale marketing prtmnce and maintain joint dispatchi of both regulated and

non-regulated genieration.

InJanuary 2003, the state Public Regulation Coimniission acerpted a negotiated

agrnxinent setting ENNI electric rates thrroug0i 2007. lie agwinenlt loxverd

customner electric r-ats by $21 million in SeLpteniber 2003, with a secoid

$14 million reduciion plnined for Septemiber 2005, while still offering tie

opportunity to earn a fair return on inwstinent in ourelectric utility To improve

the return on our gas utility, PNNI next negotiated a $22 million increase in gas

senice rates and fees. logether the tno new rate agrteiiieelts serve s a solid base

for earnings grovzti over the next several arsn

Our personal commitment to rellabillty

Over the past soevral ):ars, I've Seel a findaenetiL dhiange in our corporite

culture as ,ve grapple \idi die toughl quesLiois ad)out howv\v e mcarsure ourslhes,

niiat our standards ae, anud how 've hold ours.elt accountadble. As a rsult, \e

have been able to defy die niii that quality costs more. We have been able to

improve die quality of sernice to our customlers at the saune time \ve reduced costs,

so that PN.NI customiers today are paying lowver rates tdia diey nvere alillost

20 waus ago.

Our PINNI slogan. "A Personal Comimiitmient to NLew Mexico," haLs been

eml)raoxl byemplones tlroulghlout tdie conipanuy It's diis commiitmenlt our folks

niake every day to dicir jobs, to VOL] asshareholders muid to die conintiunities they

sene that muakes die difference.

Integrity In all our business dealings

P'rosidinlg valle to shareholders, support for die comimunitits wve serve and

a challenginig mroanding eniironinent for our emplo(us are die bedrock

principles that define die PNM coqrorate culture.

"I)o die Right 'ihing," the code of corp)rate edhics adopted by P'NN nearly

10 )vars ago, has prodided us uiti a solid foundation for eitical businiess

beih:iior and ix)sitioned the company wvell to complywitih die requirements of the

Sarbaies-Oxev yct. LWe take seriously our responsibiliht to give )yu die

informiation youl need to form )yur Oln Opillion Ol yOur companiy's progreis.

By promiding revenuie and margin numibers on each businesi segment, u\e

are trying to miake it easier for our owners to traCe the source of earnings and

understand the flctors that drive finawicial esults.

Innovation to meet changing needs

\Ulilevxe taike a iconsenrative aJ)proahcli bodito finiuiciad niaunagemilenit aid in our

growthi strategv we are alwys seekiln out ne1C and better ways to serve

custo)miers, cut costs, aud improve yourconipauy's emironinicuLd perfonrance.

One of die 2003 PNNI initiatives I'm most proud of is our participation in the

Ncw Mexico Wind Elnergy Center, a 200-N(egauatt "wind farl" haLt taps an inex-

hiaustible energy source to help produce die pouer die WVeLst 'ctds, withoiut aUlV

use of scarce water or any air polHlItion.

In die first mionhis of our voluntar' "Sky Blue" progran, niore dian 4,000

customers agreed to pay a sinall niontily preniiui to buy a portion of tieir

energ froni renewvable generation resources. We also see a niarket for

reicnvewble energy umong l wl'hNIl olesale custoniers. In 2003 we made our first

niajor sale, of 50 megamvats of wind energy credits, to ul Ai7rina utility. We look

fonvarl to a growing trade that will allow New Mexicos renoemlble resources

to suppleniient or nmiilace fossil fuiel poxver

Solid growth In our wholesale business

Our whfolesale strategy ainis to build long-tern relationships based on mutual

advanitage and confidence. lith a %ital comminodity like electricity customers

=it to deal widi a supplier they canl tnst to proride solid value for a fair price.

'liat is die PNM commilitment to our custoniers, boll retail aid whiolesale.

lhe ENNI repILtation for reliabiliqt and fair dealing helped us add several

miew clieits to our customier base in 2003. Over the course of die year, \u signed

new long-teni contracts to proxide 330 megawatts of poutr to customers in

Arizon.a, Nevada and California 'liese newv pouer sales contracts halance die

more dhan 550 mnegawatts; in generating caplacity PNM has added to our

portfolio over die past four years. Including our obligation to senre our

New Mexico cistomers, nearly diree-quLrters of our generation capacity is

now coniniitted under long-ternn arruagemnents.
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Goals for 2004

In last year's aninual report, I listed five objectives we intended to accomplish in
2003: to continue to improve operational performance, expand our uiiolesale
business, improwe the return in our gas utility, add. a renewable energy

component to the PNM generation mix, and pursue new groWth opportunities.

We achieved all five of those goals.

We have already, achiewed one of the major goals that we set for 2004 %Nfien

we made a commitment to improve our credit rating. In early 2004,
both Moodv's Intzstors Senioes and Standari & Poor's raised PNIM's credit rating
one notch. The improved credit ratings position tde company for continued grimzh.

Pursuing new growtlh opportunities remains on our to do list in 204. In 2003,
adding sevral important new long-temi contracts helped improve earnings by
nearly 8 percent for the year. To continue that upward trend, ue need to acquire
more power in the near future to serie our expanding m-holesale business and

meet the gro%%ing demand in our home sernice territory. We are going to be very

cautious about hoiv ue add those new resources. We are going to do it at the right
price and in the right location.

Another 2004 goal is to work uith New Mexico regulators to find ways to
better manage the impact of high natural gas costs both for PENN gas customers
and for our own gas-fired power plants.

\Vith retail electric and gas rates set, earnings grouth in 2004 * ill depend on 3
Continued grmoit in our home senice territory, the continued expansion of our
uiolesale power business, and our continued success in controlling exqenses and
impro ing producthih through our company-Wide efforts at process improvement.

Our aim is to grow eamings by behteen 5 and 6 percent a year over the long
temn. We exceeded that target in 2003 uith nearly 8 percent eamings growth.

We raised the dividend for the fourth consecutive year in February 2004
bringing the PNAI Resources common stock dividend up to $0.96 per year.
Strategically, our target is to pay out 50 to 60 percent of earnings from the
regilatediutilit side ofourbusinessas dividends. Sincethedividendpayoutnowv
is a bit under our 60 percent limit, we still have room to grow the dhidend as we
go forward. As long as our earnings steaTms hold up, we see dividend grouth as
an important component of shareholder value.

Thank you for your continued confidecnce in PINNI,

Sincerely;

JEFFRY E. STERBA
Chairman, President and Chief Executive Officer of PNM Resources, Inc.



DOING THE RIGHT THING Is GOOD BUSINESS

Our goal: ATo be New Mexico's most valued community partner and leading corporate citizen,
demonstrating the highest integrity in all our dealings - with shareholders, with customers,
with suppliers and vendors, with employees, and with the communities we serve.
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60PNM Resources corporate gover-
nance ranks among the top 5
percent of companies nationwide,
according to an independent
investor adiisor. Key criteria in the
evaluation include the indepcnd-
ence, expertise and involvement
of the board of directors and the
policies the company has in
place to assure that management
remains focused on the best interest
of shareholders.
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All across New Mexico, from a
solar-powered model car contest

\ Id_ _ = ]in Gallup to a playground in
Carlsbad, wve support initiatives
that aim to enrich the qualih of life
for the people of our home sate.

The success of PNMNI Resources is directly linked to the success and
vitality of the communities we serve. Over the last 20 years, the
nonprofit PNNM Foundation has distributed nearly $5 million to fund
nonprofit projects to meet community needs. Many other efforts, like
the PNMl Butterfly Pavilion in the Albuquerque Biopark, are supported
* ith company contributions and the volunteer efforts of PNMl employees.
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Long Term Contracts

"Most of our wholesale business is based on long-term contract sales to
municipal utilities, rural co-ops, and other utilities. Over three-quarters
of PNMI's total generating capacity is devoted to serving our retail base and
long-term wholesale customers."
THOMAS NESMITH ,Uanager.UMarketing&ForuardContracts
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'DIVIDENDS PER SHARE
o RETAINED EARNINGS

CONSERVATIVE FINANCIAL STRATEGY
The PNM financial strategy aims at reducing interest expense, maintaining a healthy cash flow and
maintaining the company's investment-grade credit rating. In 2003, we refinanced nearly $500 million
in older, high-cost debt, cutting interest costs by about $12 million a year.

COAL POWER
One of the largest coal-fired power
plants in the West, San Juan
Generating Station in northwestern
New Mexico Is the flagship of the
PNN generating fleet. SanJuan pro-
vides nearly 60 percent of the power
needs of the companyls customers.

NUCLEAR POWER
PNM owns a 10.2 percent share In
the 3,800-megawatt Palo Verde
nudear plant, located about 50 miles
west of Phoenix, Arizona. Pilo Verde
provides about 30 percent of PNM
power needs.

NATURAL GAS
In 2002, PMM added two newk
natural gas-fired generating plants

to help meet peak demand during
the summer or take advantage of
opportunities in the vholcs*lc markeLt.

RENEWABLES
In 2003, PNMI contracted to buy the
full output of the 200-megawatt
Nev Mexico Wind Energy Center,
operated by FPL Energy One of the
largest wind power projects in the

U.S., the project serves both PNM
retail and wiholesale customers.
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The AP-1O Phase Identification
System, commercialized by PNM
Resources subsidiary Aistar, quick-
ly and easily identifies the current
phase on a "hot" line. Aiistar has
already sold a number of pre-
production units of this patented
technology to other utilities.

_ -_U 1
ENABLING ORDINARY PEOPLE TO ACCOMPLISH EXTRAORDINARY THINGS.
The PNM emphasis on process improvement is about finding ways to do
things better in all parts of our company. Applying leading-edge technology
solutions to do everything from bringing wind power to the grid in record
time to getting the lights back on as fast as possible after an outage benefits
both customers and shareholders.
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Mounted on a remote-control
robot, the Mutual Inductance
Bridge technology developed by
Avistar helps engineers decide
where boiler maintenance is needed,
minimizing costly power plant

III
outage time.
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A COMPANY YOU CAN COUNT ON.
Customers want us to keep the lights on and the gas flowing to their homes and businesses.
They expect a quick, courteous and efficient response when they call with a problem or question.
They want superior value for their money. They expect us to value safety above all.

SUPERIOR CUSTOMER SERVICE
As the primary personal contact
most customers have with our
company, the PNINl Customer Care
Center is one of our top priorities.
In 2003, PMNI Customer Care repre-
sentatives received 1,223,188 calls,
answering 95.79% of them in an
average of just 38 seconds.
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PNM GAS SERVICES PNMlsNsewAlexico's
largest gas utility serving more than 450,000
customers in communities throughout the
state. Since 1991, the company has Invested
$300 million In upgrading and expanding its
12,378 mile gas system.
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PROFITABLE GROWTH.
The PNNI goal is to grow earnings by an average of 5 to 6 percent a year over the long term, maintaining
a balance between our wholesale power sales and our core regulated electric and gas utility operations.

STRATEGIC LOCATION
PNM has access to critical
transmission hubs in the Four
Corners, at Palo Verde in
eastern Arizona and near Lake

Mead in southern Nevada. \
We also own one of the few t
interconnections between the r.l-e nlx EI-
Western power grid and the VeAk>
Southwest Power Pool. Those
key links put PNM Power C C

Marketing in reach of the largest
power markets in the West.
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On a I to 10 scale of customer satis-
faction, PNM scores 8.2 with business
customers like lu1aiy Anne Giangola,
CFI, Facility Manager of TransCore.
Utility average nationwide is 7.6.

P. .

13

-0- SYSTEM PEAK
Not including the impact of warmer
weather, PNM electric retail growth was
about 3 percent in our New Mexico
senice territory last year. System peak
reached a new record high of 1,661
megawatts in the summer of 2003.

O GROWING CAPACITY

To serve our growing retail and whole-
sale business, PNM has added 553 DAtW
of generation resources over the last
three years.
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BOARD OF DIRECTORS
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JEFFRY E. STERBA
Chairman, President and
Chief Executive Officer of
PNNI Resources, Inc., Age 49,
Director since 2000

ROBERT C. ARMSTRONG
President of Armstrong Energy
Corporation, Age 57, I)irector
since 1991

co mmltees: i.
Governance and Public Policy
Audit and Ethics

JULIE A. DOBSON
Chairman of Telenright Inc.,
Age 47, Director since 2002

comultteus:
Audit and Ethics - Chair
Finance

THEODORE F. PATLOVICH
Retired Vice Chairman and
Senior W Loctite Corporation,
Age 76, Director since 2000

commtttees:
Iluman Resources
and Compensation

Finance

BONNIE S. REITZ
Retired Senior Vice President
Sales and Distribution
Continental Airlines, Age 5 1,
Director since 2002

committeu:
Human Resources and Compensation
Governance and Public Policy'

L

ADELMO E. ARCHULETA
Presidentand ChkfExctiteOficer
of Molzen-Corbin & Associates
Age 53, Dimctor since 2003

cemmittens:
Audit and Ethics
Human Resources

and Compensation

R. MARTIN CHAVEZ, Ph.D.
Chairman and Chief Executive
Officer of Kiodex, Inc., Age 40,
Director since 2001

MANUEL T. PACHECO, Ph.D.
President, University of
Missouri .S1ltem, Age 62,
Director since 2001

c-mutteas:
Governance and
Public Policy - Chair
lluman Resources

and Compensation

ROBERT M. PRICE
President of PSV, Inc.
Director since 1992

JOAN B. WOODARD, Ph.D.
, Age 73, Executive \Wce President and

Deputy Director for Sandia
National Laboratories, Age 51,
Director since 2003

committees:
Governance and Public Policy

:hair Finance

conmitteesa:
Finance - Chair
Audit and Ethics

committees:

Iluman Resources
and Compensation - (

Finance

OFFICERS OF PNM RESOURCES
JeffryE.Sterba,49, (hairman, Presidentih nd(CEO * RogerJ Fl)lnn, 61, Erecutivel7 COO' * AliceA. Cobb, 56, Senior lr Pleop)le Sericesand Development
John R Loyack, 40, Senior I r cr0 * Pairick T. Ortiz, 54, Senior l1/ General Counsel and Secretary * Iddie Padilla, Jr., 50, Senior 1' Potwer Mlarketinq
and Derelopment * William J. Real, 55, Senior l'P Pulblic Policy * Barbara L. Barsky, 59, 1X IntestorRelalions * IErnest T. Cdc Baca, 50, 17
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Disclosure Regarding Forward Looking Statements
Statements made in this filing that relate to future events or the Company's expectations, projections, estimates, intentions, goals,
targets and strategies are made pursuant to the Private Securities litigation Reform Act of 1995. Readers are cautioned that all forward-
looking statements are based upon current expectations and are subject to risk and uncertainties. The Company assumes no obligation
to update this information.

Because actual results may differ materially from expectations, projections, estimates, goals and targets, the Company cautions readers
not to place undue reliance on these forward-looking statements. Future financial results ill be affected by a number of factors, including
interest rates, weather, fuel costs, changes in supply and demand in the market for electric power, wholesale power prices, mark-et
liquidity, the competitive environment in the electric and natural gas industries, the performance of generating units and transmission
system, state and federal regulatory and legislative decisions and actions, the recoverability of regulatory assets, the outcome of legal
proceedings, changes in applicable accounting principles and the performance of state, regional and national economies.
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SELECTED FINANCIAL DATA

The selected financial data and comparative operating statistics should be read in conjunction with the consolidated financial statements, the notes
to consolidated financial statements and Management's Discussion and Analysis of Financial Condition and Results of Operations.

PNM Resources Inc. and Subsidiaries (Inthousgse.sexeptershareamountsandratios)

2003 2002 2001 2000 1999

Total Operating Revenues S I.A 7t4 S 1S 1 18.W I 2254 1`8 S 1.sMS ' S 1 , l9f

Earnings from Continuing Operations $ 58,552 $ 63.686 $ 149,847 $ 100.360 $ 79,028
Net Earnings S 95* 71 S eamm S 1498, S #ID360, S s 88A

Earnings per Common Sbare
ContinuingOperations T t4 ' S 1, S 4 'S 264 ! s 193

Basic $ 2.39 $ S 1.63 $ 3.83 $ 2.54 $ 2.01
Diluted 2.Z37 | 181 3 77 S 2.52 |S 2 6

Casb Flow Data i |
Net cash (lows provided from operating activities S 226.692 iS 97 S 327.346 S M515 S 't&W5

Netcash lows used in investing activities $ (101.567) j $ (200.427) $ (407,014) $ (157,500) $ (55.886)
Net cash flows generated (used) by financing activities S vf0.133) S n I 5 $ (947123 ! s )

Total Assets $ 3,378,62s $ 3,247,227 $ 3,127,602 $ 3.092,494 Is 2911,731

Long-Term Debt, including current maturities S 9V1.21t0 s D s s aM s 9533 | g 4s 8-
Common Stock Data

Marketpricepercommonshareatyearend S 28.10 j S , S 2715 S 26,81 , S M25
Bookvaluepercommonshareatyearend $ 27.09 | $ 24.90 $ 2587 $ 2342 $ 2179

Average number of common shares outstanding 39.747 1 U448 39,118 3a487 41,03
Cashdisidenddeclaredpercommonshare $ 0.92 S 088 | $ 0.80 j$ 0.80 $ 100
RetumonAverageCommon Equity 9.3% 6464% 1855% 11.1% 94%-

Ciptialization I
Common stock equity 5.t^ 494j @% 60.8% 486 % 46.7%#
Preferred stock without mandatory

redemption Requirements 0.6 0.7 0.6 0.7 , 0.7
long-term debt, less current maturities 47.a 4as 4. 50s7 |.52.

100.00% 100.00% 100.00% 1 1W.W% i 100.0%
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following is management's assessment of the Company's financial condition and the significant factors affecting the results of operations. This
discussion should be read in conjunction with the Company's consolidated financial statements and related notes. Trends and contingencies of a
material nature are discussed to the extent known.

Overview
The Holding Company is an investor-owned holding company of energy and energy related companies. Its principal subsidiary, PNM, is an
integrated public utility primarily engaged in the generation, transmission and distribution of electricity; transmission, distribution and sale of
natural gas within the State of New Mexico; and the sale and marketing of electricity in the Western United States.

Competitive Strategy
The Company is positioned as a "merchant utility," primarily operating as a regulated energy service provider. The Company is also engaged in the
sale and marketing of electricity in the competitive energy marketplace. As a utility, PNM has an obligation to serve its customers under the
jurisdiction of the PRC. As a wholesale electricity provider, PNM markets excess production from the utility, as well as unregulated generation,
into a competitive marketplace. As part of its electric wholesale power operation, it purchases wholesale electricity in the open market for future
resale or to provide energy to retail customers in New Mexico when the Company's generation assets cannot satisfy demand. The wholesale
operations utilize a net asset-backed strategy, whereby the Company's aggregate net open position for the sale of electricity is covered by the
Company's forecasted excess generation capabilities.

As it currently operates, the Company's principal business segments, whose operating results are regularly reviewed by the Company's management,
are Utility Operations and Wholesale Operations ("Wholesale"). Utility Operations include Electric Services ("Electric"), Gas Services ("Gas")
and Transmission Services ("Transmission"). These segments model the resource allocations as mandated in the Global Electric Agreement (see
Note 13 - "Commitments and Contingencies - Global Electric Agreement" in the Notes to Consolidated Financial Statements). Electric consists
of the distribution and generation of electricity for retail electric customers in New Mexico. Gas includes the transportation and distribution of
natural gas to end-users. Transmission consists of the transmission of electricity to third parties as well as to Electric and Wholesale. Wholesale
consists of the generation and sale of electricity into the wholesale market based on three product lines, that include long-term contracts, forward
sales and short-term sales. 17

The Utility Operations strategy is directed at supplying reasonably priced and reliable energy to retail customers through customer-driven
operational excellence, high quality customer service, cost efficient processes, and improved overall organizational performance.

The Wholesale Operations strategy calls for increased net asset-backed energy sales supported by long-term contracts and the wholesale market,
whereby the Company's aggregate net open forward electric sales position, including short term sales, forward sales and long-term contracts, is
covered by its forecasted excess generation capacity. The net asset-badked sales are actively monitored by management by the use of stringent risk
management policies. The Company's future growth plans call for approximately 75% of its new generation portfolio to be committed through
long-term contracts as required by the Global Electric Agieement. Growth will be dependent on market development and on the Company's ability to
generate funds for the Company's future expansion. Although the current economic environment has led the Company to scale back its expansion
plans, the Company will continue to operate in the wholesale market and seek reasonably priced asset additions. Expansion of the Company's
generating portfolio will depend on the Company's ability to acquire favorably priced assets at strategic locations and to secure long-term
commitments for the purchase of power from the acquired plants.

Overall Outlook
Earnings growth in 2003 was primarily due to the addition of new long-term power contracts, coupled with customer growth in the Company's
Utility Operations and the Company's ongoing cost control efforts. The gains made in the Company's Wholesale Operations more than offset a retail
electric rate reduction that took effect in September and a reduction in gas utility revenues due to warmer weather in 2003.

Vholesale Operations was the biggest contributor to the Company's earnings growth in 2003, aided by a more stable price environment. The
Company continued to grow its wholesale sales by adding long-term contracts to ensure a reliable and sustainable revenue source to support its
Wholesale Operations. In 2003, the Company added more than 330 MW's of new long-term contracts, of which contracts for 57 W\~s were added
in late 2003 or do not commence until 2004. In addition, the Company added 200 MW of generating capacity in 2003 to support retail and enhance
wholesale operations. These developments allowed the Company to improve its velocity, the Company's ability to repurchase and remarket
previously sold capacity. The Company's velocity ratio, which is defined as total electric wholesale and retail sales divided by total output of its
generation plants, increased to 1.9 in 2003 from 1.6 in 2002. These gains were partially offset by extended scheduled outages and unplanned outages
at SJGS and PVNGS and the associated increases in purchase power costs.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Retail Operations also contributed to the Company's earnings growth with increased load growth of 3% in Electric and 2% in Gas. The Company
benefited from improved efficiencies and cost cutting measures, including lower power production costs. On an operations and maintenance
expense ("O&M") per revenue unit of sale basis, the Company's O&M costs decreased significantly from $0.0172 in 2002 to $0.0154 in 2003. The
year 2003 was one of the warmest in recent New Mexico history. The warmer temperatures increased retail electric sales during the summer months
but significantly reduced demand for natural gas during the colder months.

Certain developments affecting the Company, and which will have a more meaningful impact on its operating results in 2004 are as follows:
* On January 13, 2004, PRC approved a $22 million revenue increase for the Company's gas utility. Increased rates for commercial customers took

effect immediately, while the increase for residential customers will begin April 1, 2004.
* On December 22, 2003, the Company entered into an agreement to provide an Arizona municipal utility with up to 35 MW of power. The ten year

contract is expected to produce about $6.5 million in revenues for the Company in 2004.
* In the fourth quarter of 2003, the coal mine operations that supply SJGS reached commercial operation status. In addition, the mine completed on

schedule its first long-wall mine change-over to a new area of the coal seam. Coal costs in 2003 were significantly lower than in 2002, and although
coal costs cannot be predicted with certainty, the Company currently estimates that coal costs will remain lower in 2004 than average 2002 levels.

In 2004, the Company intends to continue its efforts to expand its wholesale business by building on existing relationships and forming new
relationships with long-term contract customers. The Company expects its 2004 earnings to benefit from higher gas rates, forecasted lower fuel
costs from the new SJGS underground mine and planned productivity improvements. Other factors that will be critical to achieving earnings
goals in 2004 include continued stable wholesale market prices and improved plant performance.

Results of Operations
YEAR ENDED DECEMBER 31, 2003 COMPARED TO YEAR ENDED DECEMBER 31, 2002

CONSOLIDATED
The Company's net earnings for the year ended December 31, 2003 were $95.2 million or $2.37 per diluted share of common stock, a 49.5%
increase in net earnings compared to $63.7 million or $1.61 per diluted share of common stock in 2002. This increase primarily reflects the
cumulative effect of a change in accounting principle for the adoption of SFAS 143 of $37.4 million, net of income taxes, and improved operating
performance. This increase was partially offset by the write-off of transition costs of $16.7 million, net of income taxes, that resulted from the
repeal of electric deregulation in New Mexico in the first quarter of 2003 and a write-off of $16.6 million, net of income taxes, for costs related
to long-term debt refinancing.

The following discussion is based on the methodology that the Company's management uses for making operating decisions and assessing
performance of its various business activities. As such, these statements report operating results without regard to the effect of accounting or
regulatory changes, and similar one-time items not related to normal operations. See Note 2 - "Segment Information" in the Notes to
Consolidated Financial Statements for additional information regarding these results and the consolidated financial statements.

In addition, adjustments related to EITF Issue 02-03 "Issues Related to Accounting for Contracts Involved in Energy Trading and Risk
Management Activities" and 03-11 "Reporting Realized Gains and Losses on Derivative Instruments that are subject to FASB statement No. 133
and Not Held for Trading Purposes" are excluded. These accounting pronouncements require a net presentation of trading gains and losses and
realized gains and losses for certain non-trading derivatives. Management evaluates wholesale operations on a gross presentation basis due to
its net-asset-backed marketing strategy and the importance it places on velocity.

Corporate costs, income taxes and non-operating items are discussed only on a consolidated basis and are in conformity with the presentation in
the consolidated financial statements.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

UTILITY OPERATIONS

Electric

The table below sets forth the operating results for Electric (In thousands).

YEAR ENDED DECEMBER 31,

2003 2002 - VARIANCE

OPERATING REVENUES l J (4 d 546,939 $ (3,089)

Iess: Costofenergy 204,610 194,138 10.472

Intersegment energy transfer 7 * 1 I (29,155) (3,319)

GROSS MARGIN 371,714 f 381,956 1 (10,242)

Energy production costs 113,257 (',574)

Distribution O&M 19,249 19,987 (738)

Customer related expense [ 17,372 (1848)

Administrative and general 5,362 5,408 (46)

TOTAL NON-FUEL O&M [ I'z 156,024 (8.20()

Corporate allocation MM,071 52,878 12,193

Depreciation and amortization * i 59.654 3,774

Taxes other than income taxes 17,937 18,251 (314)

Income taxes 26,779 (5,906)

TOTAL NON-FUEL OPERATING EXPENSES 313,127 i 313,586 1,541

OPERATING INCOME S S 68,370 S (11,783)

The following table shows electric revenues by customer class and average customers:

ELECTRIC RETAIL REVENUES (Inthousands) YEAR ENDED DECEMBER 31, 19

2003 2002 VARIANCE

Residential F S 197,174 | 8,s3,6

Commercial 252,678 247,800 5 5,076

Industrial [r 2, 82,009 (14,621)

Other 19,876 19,956 (80)

-S 546939 (3,089)

AVERAGE CUSTOMERS 396,303 | 384,478 i 11,825

The following table shows electric sales by customer class:

ELECTRIC SALES (SMegavaltihours) YEAR ENDED DECEMBER 31,

2003 2002 VARIANCE

Residential 2 2,296,542 ' O1B946

Commercial - 3,379,147 j 3.254.576 124,571

Industrial 1,612,723 (2,783)

Other 247,255 267.070 (19,815)

7,432,911 (64,081)

Operating revenues decreased $3.1 million or 0.6% over the prior year period primarily due to the transfer of a significant customer from retail to

wholesale electric rates in the first quarter of 2003 and a 4% retail electric rate reduction, which became effective in September 2003. Rates will

decrease again by 2.5% in September 2005 and remain at that level through 2007. The customer transfer reduced retail revenues $14.3 million.

The rate reduction resulted in a decrease in revenues of approximately $6.9 million. These decreases were partially offset by average customer

growth of approximately 3.1%. After adjusting 2002 MWh WAes for the transfer of the significant customer from retail to wholesale for comparative

purposes, retail electric MITh sales increased due to customer growth.
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The gross margin, or operating revenues minus cost of energy sold and intersegment energy transfer, decreased $10.2 million or 2.7% over the prior
year period. This decrease is due primarily to the rate decrease, an increase in cost of energy due to outages at Palo Verde Nuclear Generating Station
("PvNGS") Unit 2 during the fourth quarter of 2003 for a steam-generator replacement project, and the customer transfer described above of $12.8
million. These decreases were partially offset by customer growth and lower cost of generation.

Total non-fuel 0&M expenses decreased $8.2 million or 5.3% over the prior year period. Energy production costs decreased $5.6 million or 4.9%
primarily due to 2002 outages at the Four Comers Power Plant ("Four Comers") and Reeves Generating Station ("Reeves"), Which did not recur
in 2003, for $1.3 million and $1.0 million, respectively and reduced PVNGS plant maintenance costs of $0.5 million due to increased capitalized
expenditures related to the steam-generator replacement project. Customer-related expense decreased $1.8 million or 10.6% due to decreased bad
debt expense as a result of continued collection efforts and the favorable outcome of a customer bankruptcy proceeding. Depreciation and
amortization increased $3.8 million or 6.3% due to a higher depreciable plant base for new sernice delivery. In addition, lower energy production
costs related to decreased decommissioning expenses of $2.7 million were mostly offset by an increase in depreciation expense of $2.2 million for
the change in accounting for costs related to asset retirement obligations as required by SFAS 143

Gas
The table below sets forth the operating results for Gas (In thousands).

YEAR ENDED DECEMBER 31,

2003 2002 VARIANCE

OPERATING REVENUES s 3s | S 277,406 80.861

Less: Cost of energy 228,345 144,333 84,012

GROSS MARGIN 129822 133,073 (3,161)

Energy production costs 1,900 1,937 , (7)

Transmission and distribution 0&M 29.05s -29 06 ! 209

Customerrelatedexpense 16,832 | 16,607 225

Administrative and general 2040 2,943 (tws)

TOTAL NON-FUEL O&M 50,317 50.793 (476)

Corporate allocation 4M 336& | 6,847

Depreciation and amortization 22,186 20,673 1,513

Taxes other than income taxes coo 7,716 (833)

Income taxes (1,281) 2,703 (3,984)

TOTAL NON-FUEL OPERATING EXPENSES 118.471 116,401 3,070

OPERATING INCOME S 11,451 $ 17,672 $ (6,221)

The following table shows gas revenues by customer and average customers:

GAS REVENUES (Inthousands) YEAR ENDED DECEMBER 31,

2003 2002 . VARIANCE

Residential s 2MMg i $ 1 76.264 $ 50,516

Commercial 72,269 53:734 18,535

Industrial Z20 l 2,872 (62)

Transportation' 18,906 j 17,735 1,171

Other V "473 26,781 10,8w

$ 358.26 $ 277,406 | $ 80,861

Average customers 452.828 44S i 8,9F

'Cwwsmomed gns
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following table shows gas throughput by customer class:

GAS THROUGHPUT (Thousandsofdecatherms) YEAR ENDED DECEMBER 31,

2003 2002 VARIANCE

Residential
Commercial
Industrial
Transportation*
Other

10,810

I- eC

50,758

-- SW
4 D

9497,

29.627

12.009

749

44.889

4,807

92,081

(2,211)

(1,199)

(24)

5,867

703

2,896

*Customer-mned gas.

Operating revenues increased $80.9 million or 29.2%Y. over the prior year period to $358.3 million, primarily because of higher natural gas prices in
2003 as compared to 2002. PNM purchases natural gas in the open market and resells it at cost of purchase to its retail gas distribution customers.
As a result, increases or decreases in gas revenues driven by gas costs do not impact the Company's consolidated gross margin or earnings.

The gross margin, or operating revenues minus cost of energy sold, decreased $3.2 million or 2.4% over the prior year period. This decrease is due
mainly to the expiration inJanuary 2003 of a rate rider for tie recovery of certain costs of $4.1 million. The price decrease was offset by an increase
in volume. Transportation throughput increased by 5.9 million decathm s, or 13.1% driven by gas pipe line extensions, increasing off-system sales.
Despite customer growth of 2.0%, volume from other customers decreased 3.0 million decatherms, or 6.3% caused by warmer weather in 2003. In
January 2004, the PRC approved a cost of service gas rate increase, which will improve gas earnings by approximately $22 million annually. The
Company estimates that approximately two-thirds of this increase will be realized in 2004 earnings due to a delay in implementing the residential
increase until April 2004.

Total non-fuel O&M expenses decreased $0.5 million or 0.9% over the prior year period. Administrative and general costs decreased $0.9 million
or 30.7% primarily due to lower consulting costs of $1.0 million. Depreciation and amortization increased $1.5 million or 7.3% due to a higher
depreciable plant base for new service delivery and transportation gas line extensions. Taxes other than income taxes decreased $0.8 million or
10.8% due to a decrease in property tax of $0.2 million as a result of a change in assessed values and a decrease in PRC supervision and lower
inspection fees of $0.6 million.

TRANSMISSION
The table below sets forth the operating results for Transmission (In thousands).

YEAR ENDED DECEMBER 31,

21

2003 2002 VARIANCE

OPERATING REVENUES:

Exteural customers
Intersegment revenues

TOTAL REVENUES

tess: Cost of energy
GROSS MARGIN

Energy production costs

Transmission O&M
Customer related expense

Administrative and general
TOTAL NON-FUEL O&U

32,49

K 4'

4,255

l--

1,051

[''-- --C 'I
19

15,027

$ 23,150

31 .950

56,100

3.888

51,212

690

14,531

9

2.216

17,446

4,703

8,741

2.46.4

4.699

3s,0s3
$ 13,159

S (3,697)

549

(3.148)

367

(3,515)

361

(2,184)

10

(606)

(2,419)

684

1,363

119

(1,520)

(1,773)

$ (1,742)

Corporate allocation
Depreciation and amortization
Taxes other than income taxes
Income taxes

TOTAL NON.FUEL OPERATING EXPENSES

OPERATING INCOME

10,104 1

[- -a M -i
3,179 1

$ 11,417 l
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Operating revenues decreased $3.1 million or 5.7% over the prior year period primarily due to lower demand for wheeling of $7.4 million to
California from Arizona as a result of lower demand in the California market, partially offset by increased demand for wheeling in New Mexico
of $1.7 million and $2.3 million in new 2003 contract revenue. This contract was not renewed for 2004. Cost of energy represents purchased
transmission to support transmission offerings. This cost and the resulting gross margin do not fully represent cost of services as these purchases
are incidental to the services provided.

Total non-fuel O&M expenses decreased $2.4 million or 13.9% over the prior year period. Transmission O&M decreased $2.2 million or 15.0%O due
to a decrease in lease costs of $3.3 million for the EIP transmission line, a portion of which was repurchased in April 2003, offset by increased
maintenance costs incurred for reliability purposes. Depreciation and amortization increased $1.4 million or 15.6% primarily due to the purchase
of additional transmission lines.

WHOLESALE
The table below sets forth the operating results for Wholesale (In thousands).

YEAR ENDED DECEMBER 31,

2003 2002 | VARIANCE

OPERATING REVENUES:

External sales S 5"WV l 34370'. S 205,07B

Intersegment sales 1,535 - 1,535

TOTAL REVENUES 5 8 343,70 , 20 ;

Less: Cost of energy 414,550 262.517 152,033

Intersegment energy transfer 3404 | 455 3,I19

GROSS MARGIN 103,358 52,108 51,250

Energy production costs 29.219 32.27 !528)
Transmission and distribution 00& 59 45 14

Customer related expense 11 7 (43)t i
Administrative and general 8,390 3,199 5,191

TOTAL NON-FUEL O&M 39.= 365A 2,674

Corporate allocation 5,673 4,023 1,650

Depreciation and amortization 14,3 eis 5.422

Taxes other than income taxes 3,263 2,619 644

Income taxes 10.n5 (324) | 13,Z1
TOTAL NON-FUEL OPERATING EXPENSES 72,361 48,710 23,651

OPERATING INCOME 0 S 338 | 27,599

The following table shovs revenues by customer class (In thousands):

WHOLESALE REVENUES YEAR ENDED DECEMBER 31,

2003 2002 j VARIANCE

Long-term contracts S l¢ S 5B" as S 1tl

Forward sales 166,557 77,560 88,997

Short-term sales 2,4.B 2DW4 27,t69

Intersegment sales 1,535 - 1,535

35.8 $ 3713% $ 2 '

Irdues mark-toma4ct gains/(lom).
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following table shows sales by customer class (Megawatt hours):

WHOLESALE SALES YEAR ENDED DECEMBER 31,

2003 2002 VARIANCE

Long-tern contracts 844169 |523
Forward sales 3,597,325 1,336,745 2,260,580

Short-term sales _ 7,2S9,240 (T.138,221)

11*47,776 I 9,450,1S4 ! 2,397622

Operating revenues increased $206.6 million or 60.1% over the prior year period to $550.4 million. This increase in wholesale electric sales
primarily reflects additional long-term contract sales and more stable wholesale market conditions. The Company sold wholesale (bulk) power
of 11.8 million MWh of electricity for the year ended December 31, 2003, compared to 9.5 million MWh for 2002.

The gross margin, or operating revenues minus cost of energy sold and intersegment energy transfer, increased $51.3 million or 98.4% over the
prior year period. A higher gross margin was achieved primarily by additional long-term sales under new and existing contracts, a return to more
stable market prices and improved market liquidity. The additioen of 273 MW of long-term contracts added $37.4 million or 72.9% of the total gross
margin increase for the year. In December 2003 andJanuary 2004, the Company added an additional 57 MW of long-term contracts. In addition,
long-term contract margin increased due to the transfer of a significant customer from retail to wholesale. Forward sales margin increased $14.3
million or 27.g90% of the total gross margin increase reflecting higher prices. The average price realized by the Company on its forward sales was $46
per MNh in 2003, compared to $37 per MWh in 2002. Liquidity returning to the market helped drive improvement of forward sales, as the Company
had velocity of 1.9 vs. 1.6 a year ago. Short-term sales margin decreased $0.4 million or 0.8% of total gross margin due to lower volume from retail
growth, increased long-term sales contracts and fewer available resources caused by a significant outage schedule in 2003, mostly offset by higher
prices. The average price realized by the Company on its short-term sales was $42 per MWIh in 2003, compared to $29 per MWI in 2002. Overall
open market sales (forward and short-term sales) averaged $44 per MWh in 2003 versus $33 per M'Xh in 2002. This increase was partially offset by
increased purchased power costs resulting from the 2003 outage schedule, which reduced availability of generation for wholesale sales. In addition, 28
the Company had to buy power in the open market at higher prices to cover its contractual obligations, which resulted in increased purchased power
costs of $20.5 million. The Company had a favorable change in the unrealized mark-to-market position of the forward sales portfolio of $1.0
million period-over-period ($3.5 million gain in 2003 versus $2.5 million gain in 2002).

Total non-fuel O&M expenses increased $2.6 million or 7.1% over the prior year period. Energy production costs decreased $2.6 million or 8.0%
primarily due to decreased decommissioning costs of $3.1 million and prior period, non-recurring engineering costs of $4.0 million related to the
start-up of the Afton plant These cost decreases were offset by increases of $2.3 million for the operation of the new Afton and Lordsburg gas fired
facilities and $1.8 million due to increased Palo Verde Unit 3 outages. Administrative and general costs increased $5.2 million or 162.3% primarily
due to transportation and storage costs of $1.2 million for turbines that will be utilized in future construction for merchant plant growth and
increased pension and benefits costs of $4.0 million at SJGS and PVNGS. Depreciation and amortization increased $5.4 million or 61.6% primarily
due to the addition of Lordsburg and Afton, which added $3.6 million of depreciation expense and an increase of $1.6 million for the change in
accounting for asset retirement obligations as required by SFAS 143. Taxes other than income taxes increased $0.6 million or 24.6% primarily due
to increased property taxes from the addition of Afton and Lordsburg.

CORPORATE AND OTHER
Corporate administrative and general expenses, which represent costs that are driven primarily by corporate-level activities, is allocated to the
business segments and is presented in the corporate allocation line item in the segment statements. These costs increased $19.7 million or 22.4%
over the prior year period to $107.9 million. This increase was due to increased pension and benefits expense of $17.9 million, resulting from lower
prior-year returns on pension investments and increasing healthcare costs. Consulting expenses increased $1.5 million primarily for Sarbanes-Oxley
Act compliance and other strategic corporate initiatives.

Taxes other than income decreased $2.5 million, or 79.6% over the prior year period due to the favorable resolution of certain outstanding tax issues
and a decrease in social security taxes from lower payroll costs.
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CONSOLIDATED

Other Income and Deductions
Other income increased $4.3 million or 9.0% over the prior year period reflecting higher year-over-year returns on investments of $6.3 million,
and an increase in the equity component of AFUDC of $2.6 million. These increases were offset by decreased interest income of $4.5 million due
to the redemption of short-term investments early in 2003. Cash from the redemption of these investments was primarily used for the Company's
retirement of the EIP long-term debt, debt refinancing, repayment of short-term debt and pension funding (see "Liquidity" below).

Other deductions increased $33.8 million over the prioryear period primarily due to a charge of $16.7 million in 2003 for the write-off of transition
costs due to the repeal of deregulation in New.Nexico and a write-off of $16.6 million for costs related to long-term debt refinancing (see "Financing
Actixities" below).

Interest Expense
Interest expense increased $4.8 million or 7.8% over the prior year period primarily due to decreased capitalized interest of $3.9 million from
the completion of the Afton and Lordsburg gas-fired plants in southern New Mexico. Higher average short term borrowing levels also contributed
to the increase.

Income Taxes
The Company's consolidated income tax expense before the cumulative effect of a change in accounting principle was $27.9 million for the year ended
Decembner 31, 2003, compared to $33.0 million for the prior year period. The decrease was due to the impact of lower pre-tax earnings. The Company's
effective income tax rates for the years ended December 31,2003 and 2002 were 32.05% and 33.95%, respectively. The decrease in the effective tax rate,
year-over-year, was due to an increase in permanent tax differences, resulting from AFUDC and research and development credits in 2003.

CUMULATIVE EFFECT OF A CHANGE IN ACCOUNTING PRINCIPLE

Effective January 1, 2003, the Company adopted Statement of Financial Accounting Standards No. 143, "Accounting for Asset Retirement
Obligations" ("SFAS 143"). The effect of the initial application of the new standard is reported as a cumulative effect of a change in accounting
principle. As a result, the Company recorded income, net of income taxes, of approximately $37.4 million, or $0.93 per diluted common share,
representing amounts expensed in prior years for its asset retirement obligations in excess of the actual legal obligations as established under the
new accounting standard.

In 2003, the Company changed its valuation date for its pension and post retirement benefits plans from September 30 to December 31 to better
reflect the actual plan balances as of the Company's year end balance sheet date. The effect of the change in the pension plans' valuation date
is reported as a cumulative effect of a change in accounting principle. The Company recorded additional expense, net of income taxes, of
approximately $0.8 million, or $0.02 per diluted common share reflecting the effect of changing the valuation date.

Year Ended December 31, 2002 Compared to Year Ended December 31, 2001
CONSOLIDATED

The Company's net earnings available to common shareholders for the year ended December 31, 2002 were $63.7 million, a 57.5% decrease in
net earnings from $149.8 million in 2001. This decrease primarily reflected the slowdown in the wholesale electric market, where both prices
and market liquidity were significantly lower than the prior year. Despite the slowdown in the wholesale electric market, PNM's electric utility
operations recorded a gross margin growth of 4.5%. This growth came from a combination of load growth and utilization of lower cost generation
demonstrating the balance that the regulated utility can provide in the Company's "merchant utility" strategy.

The following discussion is based on the methodology that the Company's management uses for making operating decisions and assessing
performance of its various business activities. As such, these statements report operating results without regard to the effect of accounting or
regulatory changes, and similar one-time items not related to normal operations. See Note 2 - "Segment Information" in the Notes to
Consolidated Financial Statements for reconciliation between these results and the consolidated financial statements.

Corporate costs, income taxes and non-operating items are discussed only on a consolidated basis and are in conformity with the presentation in
the consolidated financial statements.
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ELECTRIC

The table below sets forth the operating results for Electric (In thousands).

YEAR ENDED DECEMBER 31,

2002 2D01 VARIANCE

OPERATING REVENUES

Less: Cost of energy

Energy transfer
GROSS MARGIN

Energy production costs
Distribution O&M
Customer related expense
Administrative and general
TOTAL NON-FUEL O&M

194,138

381,956

19,987- a .

5,4D

r Ji

52,878

18,251

313,586

$ 532,673

189,055

(21,999)

365,617

120,353

20,712

19,388

8,398

168,851

54,488

59,352

16.272

13,788

312,751

S 52.8866

S 14,266

5,083

(7,156)

16,339

(7,096)

(725)

(2,016)

(2,990)

(12,827)

(1,610)

302

1,979

12,991

835

$ 15,504

Corporate allocation

Depreciation and amortization
Taxes other than income taxes

Income taxes
Total non-fuel operating expenses

Operating income

The following table shows electric revenues by customer class and average customers (In thousands):

ELECTRIC REVENUES

Residential

Commercial
Industrial
Other

AVERAGE CUSTOMERS

YEAR ENDED DECEMBER 31,

25
2002 2001 VARIANCE

247,500

19,956

Ii 4,

38~4,M

$ 187,600

242.372

82,752

19,949

S 532,673

377,589

$ 9,574

5,428

(743)

7

$ 14,266

6,889

The following table shows electric sales by customer class (Megawatt hours):

ELECTRIC SALES YEAR ENDED DECEMBER 31,

2002 2001 VARIANCE

Residential
Commercial
Industrial
Other

3,254,576

267M70

2,197,889

3,213,208

1,603,266

265.668

7,280,031

100,653

41,368

9,457

1,402

152,880

Operating revenues increased $14.3 million or 2.7% for the period to $546.9 million. Retail electricity delivery grew 2.4% to 7. million MWh in
2002 compared to 7.3 million Moh delivered in the prior year, resulting in increased revenues of $14.3 million year-over-year. This volume increase
was the result of a weather-driven increase in consumption and continued customer growth. Year over year, customer growth was 1.8%.

The gross margin, or operating revenues minus cost of enegy sold, increased $16.3 million or 4.5%,which reflects the increased energy sales and the
utilization of lower cost purchased power to serve jurisdictional needs based on a change in negotiated contract rates. Electric exclusively purchases
transmission ser'ices from Transmission. These intereompany revenues and expenses are eliminated in the consolidated results.
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Total non-fuel 0&M decreased $12.8 million or 7.6%. Energy production costs decreased $7.1 million or 5.9% for the period reflecting the benefits
of $2.0 million for the acceleration into 2001 of a planned outage at SJGS, decreased costs of $3.0 million for planned outages at SJGS and an
adjustment of $3.1 million to prior year PVNGS billings from Arizona Public Service Company, the operator of PVNGS. These cost decreases vere
partially offset by costs of $1.2 million for planned and unplanned outages at Four Corners. Distribution costs decreased $0.7 million or 3.5%
primarily due to maintenance performed in 2001 to improve system reliability, which did not recur in 2002. Customer related expense decreased
$2.0 million or 10.4% due to lower bad debt expense as a result of collection improvements and the absence of losses from the bankruptcy of a
significant customer in 2001. Administrative and other costs decreased $3.0 million or 35.6% due to an adjustment of $1.4 million to prioryear
SJGS participant billings and lower labor due to the transfer of employees from Electric to Corporate. Taxes other than income increased $2.0
million or 12.2% reflecting adjustments recorded in the prior year for favorable audit outcomes by certain tax authorities.

GAS
The table below sets forth the operating results for Gas (In thousands).

YEAR ENDED DECEMBER 31,

2002 j 2001 VARIANCE

OPERATING REVENUES 5 274 $ 371,286 S (9ar85)

Costof energy 144,333 237,143 (92,810)

GROSS MARGIN 133,073 134,122 (1,049)

Energy production costs 1,937 1,946 (9)

Distribution O&M 29,W06 31,004 (1.78)

Customer related expense 16,607 19,814 j (3.207)

Administrative and general 2,943 8 738 i (3790M)

TOTAL NON-FUEL O&M 50,793 595,60 (8,767)

Corporate allocation 33,618 30)c8 2.8ze

Depreciation and amortization 20,673 20,362 311

Taxesotherthanincometaxes 7,716 6,78B 94'

Income taxes 2.703 1,867 i 836

TOTAL NON-FUEL OPERATING EXPENSES 115,4A1 119,405 | (4,04)

OPERATING INCOME $ 17,672 $ 14,657 | 3,015

The following table shows gas revenues by customer and average customers (In thousands):

GAS REVENUES YEAR ENDED DECEMBER 31,

2002 2001 ! VARIANCE

Residential S 175,24 S 221,409 S (46,125)

Commercial 53,734 j 65,654 (11,920)

Industrial X872 27.619 (24,647)

Transportation' 17,735 20,188 (2,453)

Other 28,8 36,495 j (9,714)

$ 277,406 S 371,265 S (93,859)

AVERAGE CUSTOMERS 443,398 434 5111

The following table shows gas throughput by customer class (Thousands of decatherms):

GAS THROUGHPUT YEAR ENDED DECEMBER 31,

2002 2001 VARIANCE

Residential 29,2 | 27,845 1,779

Commercial 12,009 10,421 1,588

Industrial 749 | a1m (3,171)

Transportation' 44,889 51,395 (6,506)

Other 4,807 4,380 452

92,081 i 97,939 (5.858)

'Customer oned gas
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Operating revenues decreased $93.9 million or 25.3% for the period to $277.4 million, primarily because of lower natural gas prices in 2002 as
compared to 2001. PNM purchases natural gas in the open market and resells it at cost of purchase to its retail gas distribution customers. As a
result, increases or decreases in gas revenues driven by gas costs do not impact the Company's consolidated gross margin or earnings.

The gross margin, or operating revenues minus cost of energy sold, decreased $1.0 million or 0.8%. This decrease is due mainly to lower consumption
of gas for electric generation of $6.0 million partially offset by a 2.0% growth in customer base of $5.0 million.

Total non-fuel O&M decreased $8.8 million or 14.7%. Distribution costs decreased $1.8 million or 5.7%/O primarily due to maintenance performed
in 2001 to improve system reliability, which did not recur in 2002. Customer related expense decreased $3.2 million or 16.2% due to lower bad debt
expense because of collection improvements and the absence of losses from the bankruptcy of a significant customer in 2001. Administrative and
other costs decreased $3.8 million due to lower amortization costs of $1.2 million for SFAS 106 deferred costs (which were fully amortized in 2001),
and lower consulting expenses of $0.5 million in connection with cost control and process improvement initiatives in 2001 and lower legal
expenses of $0.5 million for routine business matters. Taxes other than income taxes increased $0.9 million or 14.0% due to the absence of
favorable audit outcomes by certain tax authorities recognized in 2001.

TRANSMISSION
The table below sets forth the operating results for Tranosnission (In thousands).

YEAR ENDED DECEMBER 31,

I

I
I

ZI

ZI

ZE

2002 2001 VARIANCE

OPERATING REVENUES

Extemal customers
Intersegment revenues

TOTAL REVENUES

31,950

Cost of energy

GROSS MARGIN

Energy production costs

Transmission O&M
Customer related expense

Administrative and general
TOTAL NON-FUEL DAM

Corporate allocation
Depreciation and amortization

Taxes other than income taxes
Income taxes
TOTAL NON-FUEL OPERATING EXPENSES

OPERATING INCOME

3,888

L t

690

M !9

17,448

8,741

i . ' 0' i

4,699!
r I .15

$ 13,15 i

$ 26,553

31,273

57,826

5.102

52,724

924

17,141

2,155

20,220

4,596

7,328

2,252

5,442

39,838

$ 12.686

S (3.403)

677

(2.726)

(1,214)

(1,512)

(234)

(2,610)

9

61

(2,774)

107

1,413

212

(743)

(1,785)

$ 273

27

Operating revenues decreased $2.7 million or 4.7% and goss margin decreased $1.5 million or 2.9% primarily due to a decrease in third party sales
of the Company's transmission capacity due to the slowdown in the wholesale market

Total non-fuel O&M decreased $2.8 million or 13.7%. Transmnission oosts decreased $2.6 million or 15.2% primarily dueto maintenance performed
in 2001 to improve system reliability, which did not recur in 2002. Depreciation and amortization increased $1.4 million or 19.3% for the year due
to the purchase of transmission plant assets in early 2002.
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WHOLESALE

The table below sets forth the operating results for Violesale (In thousands).

YEAR ENDED DECEMBER 31,

2002 2001 VARIANCE

OPERATING REVENUES $ 343,780 i 1,411,50) $ (1,087,720)

Less: Cost of energy 262,517 1,127,970 | (865,453)

EnergyTransfer 2m,1is 21,9W 7,166

GROSS MARGIN 52,108 261,531 (209,423)

Energy production costs 32,507 i 2,32 3,276

Transmission and distribution 0&M 45 77 j (32)

Customer related expense 754 821 (67)

Administrative and general 3,199 4,748 (1,549)

TOTAL NON-FUEL DAM 0,0 34,878 1,W7

Corporate allocation 4,023 4,042 i (19)

Depreciation and amortization 8.808 5,774 3,034

Taxes other than income taxes 2,619 2.498 121

Income taxes M, 78,102 (81,347)

TOTAL NON-FUEL OPERATING EXPENSES 48,710 125,294 (76,584)

OPERATING INCOME S 3,398 S 136,237 6 (132,839)

The following table shovs revenues by customer class (In thousands):

WHOLESALE REVENUES YEAR ENDED DECEMBER 31,

2002 | 2001 VARIANCE

Long-term contracts $ 6 54e | $ 77,250 $ (18,704)

Forward sales 77,560 86,779 (9,219)

Short-term sales 20,874 I 1,247,471 (1,039.797)

$ 343,780 $ 1,411,500 $ (1,067,720)

The following table shows sales by customer class (Megawatt hours):

WHOLESALE SALES YEAR ENDED DECEMBER 31,

2002 2001 ! VARIANCE

Long-term contracts 844,169 1 ,4&3031 (618,682)

Forward sales 1,336,745 ! 537,665 799,080

Other merchant sales 7,26U40 i 10,695 004 (3.326,784)

9,450,154 12,596,700 ! (3,146,546)

Operating revenues declined $1.1 billion or 75.6% for the year to $343.8 million. This decrease in wholesale electricity sales primarily reflects
the slowdownn in the wholesale electric market, which resulted from steep declines in wholesale prices and market liquidity as compared to the
prior year period.

The significantly higher wholesale pricing in 2001 was driven by increased demand in California, a lack of generating assets to serve the market
and the impact of warm weather. By contrast, 2002 saw relatively mild weather in the West, an abundance of low cost hydropower and weak eco-
nomic conditions in the region. As a result, the average price realized by the Company fell to approximately $31 per M\1'h in 2002 versus $108
per M~h in 2001.



P N M R E t S S I C E I

MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The decline in merchant sales volumes reflect the reduction in market participants in the wholesale market caused by bankruptcy, reduced credit
quality of firms in the market and firms exiting the wholesale market There are also significant unresolved legal, political and regulatory issues
that had a dampening effect on activity in the marketplace. As a result, the Company's spot market and short-term sales declined significantly in
2002. The Company delivered wholesale (bulk) power of 9.5 million MWh of electricity for the year ended December 31, 2002, compared to 12.6
million ME h for the same period in 2001.

The gross margin, or operating revenues minus cost of energy sold, decreased $209.4 million or 80.1%. Lower margins were created primarily
by wveak pricing, less price volatility and lower market liquidity In addition, unexpected outages at Four Corners reduced availability of power
for wholesale sales. These lower margins were partially offset by a favorable change in the mark-to-market position of the marketing portfolio
of $55.3 million year-over-year ($29.5 million gain in 2002 versus $25.8 million loss in 2001). A majority of the gain in 2002 represents the
reversal of previously recognized mark-to-market losses.

Total non-fuel O&M increased $1.6 million or 4.7%. Energy production costs increased $3.3 million or 11.2% for the period due to costs of $4.0
million related to the future expansion of Afton. This cost increase was partially offset by decreased costs of $0.5 million for planned outages at
SJGS. Depreciation and amortization expense increased $3.0 million or 52.5% for the period due to a higher depreciable plant base.

CORPORATE AND OTHER
Corporate administrative and general costs, which represent costs that are driven primarily by corporate-level activities, decreased $3.7 million or 4.0%
for the period to $88.2 million. This decrease was due to lower bonus expense of $11.9 million in 2002 resulting from lower earnings projections.
This decrease was partially offset by higher labor costs of $8.2 million resulting from a transfer of employees from operations to corporate.

CONSOLIDATED
Other Income and Deductions
Other income decreased by $3.8 million or 7.3% reflecting lower year-over-year returns on investments reflecting market conditions.

Other deductions decreased $55.0 million or 81.7% primarily due to charges in 2001 that did not recur in 2002. In 2001, the Company
recognized charges for the write-off of an Avistar investment of $13.1 million, the write-off of non-recoverable coal mine decommissioning costs
of $13.0 million, non-recoverable regulatory costs of $11.1 million, a contribution to the PNM Foundation of $5.0 million, and certain costs
related to the Company's now terminated acquisition of Western Resources' electric utility operations of $18.0 million. In 2002, the Company
recognized a gain from the reversal of a reserve of $2.4 million to reflect the early, successful resolution of the litigation stemming from the
terminated Western Resources transaction and a charge of $4.8 million for the cancellation of a transmission line project.

Income Taxes
The Company's consolidated income tax expensewas $33.0 million for the yearended December31, 2002, compared to $81.1 million for the year
ended December 31, 2001. The decrease was due to the impact of lower earnings and a decline in the effective tax rate. The Company's effective
income tax rates for the years ended December 31, 2002 and 2001 were 33.95% and 35.02%, respectively The decrease in the effective rate year over
year was due to the reduction in earnings in 2002 without a corresponding reduction in permanent tax benefits and the recognition of certain
affordable housing and research and development credits in 2002.
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Critical Accounting Policies and Estimates
The preparation of financial statements in accordance with Generally Accepted Accounting Principles ("GAAP") requires management to select and
apply accounting policies that best provide the framework to report the Company's results of operations and financial position. The selection and
application of those policies require management to make difficult subjective or complex judgments concerning reported amounts of revenue and
expenses during the reporting period and the reported amounts of assets and liabilities at the date of the financial statements. The judgments and
uncertainties inherent in this process affect the application of those policies. As a result, there exists the likelihood that materially different amounts
would be reported under different conditions or using different assumptions. Management has identified the following accounting policies that it
deems critical to the portrayal of the Company's financial condition and results and that involve significant subjectivity. Management believes that
its selection and application of these policies best represent the operating results and financial position of the Company. The following discussion
provides information on the processes utilized by management in making judgments and assumptions as they apply to its critical accounting policies.

Revenue Recognition
Operating revenues are recorded as services are rendered to customers. The Company's Utility Operations records unbilled revenues representing the
estimated amount customers will be billed for senices rendered between the meter-reading dates in a particular month and the end of that month.
The unbilled revenues estimate is reversed in the following month. To the extent the estimated amount differs from the amount subsequently billed,
revenues will be affected At December 31, 2003 and 2002, unbilled revenues in the consolidated balance sheet included estimates of $58.6 million
and $58.5 million, respectively, from the Company's Utlity Operations.

Regulatory Assets and Liabilities
The Company is subject to the provisions of Statement of Financial Accounting Standards No. 71, "Accounting for the Effects of Certain Avpes of
Regulation" ("SFAS No. 71"). Accordingly, the Company has recorded assets and liabilities on its balance sheet resulting from the effects of the
ratemaking process, which would not be recorded under GAAP for non-regulated entities. Regulatory assets represent incurred costs that have been
deferred because they are probable of future recovery in customer rates. Regulatory liabilities generally represent probable future reductions in
revenue or refunds to customers. The Company's continued ability to meet the criteria for application of SFAS No. 71 may be affected in the future
by competitive forces and restructuring in the electric industry. In the event that SFAS No. 71 no longer applied to all, or a separable portion, of
Company's operations, the related regulatory assets and liabilities would be written off unless an appropriate regulatory recovery mechanism is provided.

Substantially all of the Company's regulatory assets and regulatory liabilities are reflected in rates charged to retail customers or have been addressed
in a regulatory proceeding. To the extent that the Company concludes that the recovery of a regulatory asset is no longer probable due to regulatory
treatment, the effects of competition or other factors, the amount would be recorded as a charge to earnings as recovery is no longer probable. The
Company regularly assesses whether its regulatory assets ire probable of future recovery by considering factors such as applicable regulatory
environment changes, recent rate orders to other regulated entities in the same jurisdiction, anticipated future regulatory decisions and their
impact, developments in the ratemaking process and the ability to recover costs.

As the Company's electric rates are fixed, the opportunity to recover increased costs and the costs of new investment in facilities through rates
during the five-year rate freeze period is also limited. As a result, the Company defers certain costs based on its expectation that it will recover
these costs in future rate cases. If future recovery of these costs ceases to be probable, the Company would be required to record a charge in
current period earnings for the portion of the costs that were not recoverable.

Asset Impairment
The Company evaluates its tangible long-lived assets for impairment whenever indicators of impairment exist pursuant to Statement of
Financial Accounting Standards No. 144, "Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed of'
("SFAS 144"). These potential impairment triggers would include fluctuating market conditions as a result of industry deregulation; planned
and scheduled customer purchase commitments; future market penetration; fluctuating market prices (resulting from changing fuel costs,
other economic conditions, etc.); weather patterns, and other market trends. Accounting rules require that if the sum of the undiscounted
expected future cash flows from a company's asset (without interest charges that will be recognized as expenses when incurred), is less than the
carrying value of the asset, an asset impairment must be recognized in the financial statements. The amount of impairment recognized is the
difference between the fair value of the asset and the carrying value of the asset

The Company determined that no triggering events occurred during the period in regards to its generation assets. At December 31, 2003, the
Company analyzed three turbines, which are currently in storage, with a combined carrying value of approximately $79.1 million. These assets
were intended for planned build-outs that have been delayed or canceled. Based on the Company's various plans to make these turbines operational,
the Company concluded that it will fully recover its investment. The Company expects to begin construction utilizing these assets over the next
several years. If the Company were unable to realize these plans, the Company would be forced to recognize a loss with respect to the carrying
value of these assets depending on prevailing market conditions. The Company will continue to analyze the turbines for impairment in accordance
with SFAS 144.
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Pension Plan
The Company and its subsidiaries maintain a qualified defined benefit pension plan ("pension plan"), which covers eligible non-union and union
employees including officers. The pension plan was frozen at the end of 1997 with regard to new participants, salary levels and benefits. The
Company's policy is to fund actuarially-determined contributions.

The Company's expense for its pension plan approximated $2.4 million for the year ended December 31, 2003, and is calculated based upon a
number of actuarial assumptions, including an expected long-term rate of return on the pension plan assets of 9%. In developing the expected
long-term rate of return assumption, the Company evaluated input from its actuaries and its investment consultant, including their review of
asset class return expectations as well as long-term inflation assumptions. This long-term rate of return assumption compares to the historical
10-year compounded return of 9.86% through the end of December 2003. The expected long-term rate of return on the pension plan assets is
based on an asset allocation assumption of 58%Y with equity managers, 22% with fixed income managers, and 20% with alternative investments
that are primarily real estate, private equity, and absolute return strategies. The pension plan's actual asset allocation as of December 31, 2003
was 65% with equity managers, 25% with fixed income managers, and 10% with alternative investments. The Company reviews the actual asset
allocation and periodically rebalances the asset allocation to the targeted allocation. The Company continues to believe that 9% is a reasonable
long-term rate of return on the pension plan's assets, despite the recent market upturn in which the pension plan assets had a gain of 21.00% for
the twelve months ended December 31, 2003. The Company will continue to evaluate its actuarial assumptions, including expected rate of
return, at least annually, and will adjust as necessary.

The Company bases its determination of pension expense or income on a market-related valuation of assets, which reduces year-to-year volatility If
investment return is outside a range of 5% to 13% (expected long-term rate of return plus or minus 4%), this market-related valuation recognizes
the portion of return that is outside the range over afive-yearperiod from the year in which the return occurs. Since the market-related value of assets
recognizes the portion of return that is outside the range over a five-year period, the future value of assets will be impacted as previously deferred
returns are recorded.

The discount rate that the Company utilizes for determining future pension obligations is based on a review of long-term high-grade bonds and
management's expectation. As a result of this review, the Company adjusted the rate to 6.5% at December 31, 2003 from 6.75% at September 30,
2002. Based on an expected rate of return on the pension plan assets of 9%, a discount rate of 6.5% and various other assumptions, it is estimated 31
that the pension income for the pension plan will approximate $0.7 million in fiscal year 2004 and $1.4 million in fiscal year 2005. Future
actual pension income or expense will depend on future investment performance, changes in future discount rates and various other factors
related to the populations participating in the Company's pension plans.

Lowering the pension plan's expected long-term rate of return on pension assets by 0.5% (from 9% to 8.5%) would have raised pension expense for
fiscal year 2003 by approximately $1.8 million. Lowering the discount rate by 0.5% would have increased pension expense for fiscal year 2003 by
approximately $2.6 million.

The value of the pension plan assets has increased from $326.5 million at December 31, 2002 to $425.7 million at December 31, 2003 including
$48.9 million of contributions during 2003. The Company does not expect to make any contributions for the 2004 plan year.

Self-Insurance
The Company self-insures for certain losses related to general liability, workers' compensation and automobile claims. The Company maintains
insurance with third-party insurers in excess of the Company's self-insured retentions to limit the Company's exposure per occurrence or accident,
as applicable. The Company's self-insurance liabilities reflect the estimated ultimate cost of claims incurred as of the balance sheet date. The
estimated liabilities are not discounted and are established based upon claims filed, estimated claims incurred but not reported, and analyses
of industry and historical data.

Beginning January 1, 2004, the Company began to self-insure certain health care costs of its employees. The Company self-insures for certain
medical and dental benefits for active employees and retirees under the benefit programs. The Company maintains stop-loss insurance with
third-party insurers in excess of the Company's self-insuid retentions to limit the Company's exposure per participant, as applicable.

Management reviews the amounts recorded for these liabilities on a quarterly basis to ensure that they are appropriate. While management
believes that these estimates are reasonable based on the information available, the Company's financial results could be impacted if actual trends,
including the severity or frequency of claims or fluctuations in premiums, differ from the Company's estimates.

Contingent Liabilities
There are various claims and lawsuits pending against the Company and certain of its subsidiaries. The Company has recorded a liability when
the effect of litigation can be estimated and where an outcome is considered probable. Management's estimates are based on its knowledge of the
relevant facts at the time of the issuance of the Company's consolidated financial statements. Subsequent developments could materially alter
management's assessment of a matter's probable outcome and the estimate of liability.
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Environmental Issues
The Company records its environmental liabilities when site assessments or remedial actions are probable and a range of reasonably likely
cleanup costs can be estimated. The Company reviews its sites and measures the liability quarterly, by assessing a range of reasonably likely costs
for each identified site using currently available information, including existing technology, current laws and regulations, experience gained at
similar sites, and the probable level of involvement and financial condition of other potentially responsible parties. These estimates include costs
for site investigations, remediation, operations and maintenance, monitoring and site closure. Unless there is a probable amount, the Company
records the lower end of this reasonably likely range of costs (classified as other long-term liabilities at undiscounted amounts). Subsequent
developments could materially alter management's assessment of a matter's probable outcome and the estimate of liability.

See "Item 7A Quantitative and Qualitative Disclosure About Market Risk - Interest Rate Risk" for discussion regarding the Company's accounting
policies and sensitivity analysis for the Company's financial instruments and derivative energy and other derivative contracts. See also "Financing
Activities" below for additional discussion regarding the Company's accounting policies for forward interest swaps.

Effects of Certain Events on Future Revenues
The Company's long-term contracts to supply power expire from 2006 through 2013. The ability of the Company to renew these contracts at terms
comparable to those currently in place is dependent upon prevailing market conditions at the time of negotiations. Currently, the Company has a
long-term firm commitment contract of 114 MW set to expire in 2006. The contract is priced significantly above current market prices; however,
the Company believes that it will be able to significantly mitigate any revenue loss due to a rising forward market.

Liquidity and Capital Resources

At December 31, 2003, the Company had cash and short-term investments of $12.7 million compared to $83.3 million in cash and short-term
investments at December 31, 2002.

Cash provided by operating activities for the year ended December 31, 2003 was $228.7 million compared to $97.4 million for the year ended
December31, 2002. This increase in cash flows was due to increased profitability in the Company's wholesale power operations, higher gas sales
volumes and lower tax payments. Also contributing to the increase were payments in 2002 which did not recur in 2003. The Company did not
make its first quarter 2001 estimated federal income tax payment of $32.0 million until January 2002 because of an extension granted by the
IRS to taxpayers in several counties in New Mexico as a result of wildfires in 2000. In addition, the Company made payments in 2002 of $36.0
million for the termination of the surface coal contract and $23.2 million to secure a long-term wholesale contract. This increase in operating
cash flows was offset by higher wholesale electric prices and volume and higher gas prices in the current year. The Company's Gas working capital
is negatively affected by the timing difference in gas purchases and collections. The Company pays for gas in the month following purchase.
Recovery of gas costs has typically taken up to three months. The negative effect of this mismatch in cash flows was greater in 2003 due to the
increase in gas prices. The increase in accounts receivable also reflects higher wholesale electric prices in 2003. In addition, electric retail
collections decreased due to the rate reduction.

Cash used for investing activities was $101.6 million in 2003 compared to $200.4 million in 2002. Cash used in 2002 for investing activities
included construction expenditures for new generating plants of $67.4 million. Payments for combustion turbines were $1 1.1 million in 2003
compared to $30.0 million in 2002. Cash used for investing activities in 2003 also included the purchase of certain long-term debt underlying
leased assets in the open market for $6.7 million (see "Liquidity" below). The cash used for investing activities in 2003 was largely offset by the
redemption of short-term investments of $80.3 million in 2003 at the Holding Company level as compared to $45.6 million in 2002 at PNM.
These redemptions were primarily used for the Company's retirement of the EIP long-term debt underlying the lease assets, repayment of short-term
debt, debt refinancing and pension funding.

Cash used for financing activities was $118.1 million in 2003 compared to cash generated by financing actihities of $78.4 million in 2002.
Financing activities in 2003 primarily consisted of the retirement of long-term debt of $26.1 million, costs associated with the refunding and
refinancing of long-term debt of $55.3 million and short-term debt repayments of $24.1 million. In 2002, the Company had short-term
borrowings of $115.0 million for short-term liquidity needs.

Pension and Other Post-Retirement Benefits
In May 2003, the board of directors approved the use of Holding Company stock in the funding of the Company's pension plan as well as its retiree
medical trust. Corporate plan sponsors may make contributions of common stock to their defined benefit plans of up to 10% of the value of the
portfolio without Department of Labor ("DOt.") approval, provided that the contribution does not otherwise constitute a prohibited transaction
under the Employee Retirement Income Security Act ("ERISA"). In June 2003, a contribution of 1,121,495 shares of Holding Company common
stock (approximately $28.9 million in market value) was made to the Company's pension plan. The shares of Holding Company common stock
were sold over a period of time and there were no shares of common stock remaining in the defined benefit trust on December 31, 2003. Due to the
appreciation in stock value, the net proceeds realized by the pension plan from the sale of Holding Company common stock was $31.0 million.
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Capital Requirements
Total capital requirements include construction expenditures as well as other major capital requirements and cash dividend requirements for both
common and preferred stock. The main focus of the Company's current construction program is upgrading generation systems, upgrading and ¢

expanding the electric and gas transmission and distribution systems and purchasing nuclear fuel. To preserve a strong financial position, the
Company announced in 2002 its plans to delay capital expenditures for previously planned generation expansion. Projections for total capital
requirements for 2004 are $172 million and projections for construction expenditures for 2004 are $154 million. Total capital requirements are
projected to be $720 million and construction expenditures are projected to be $624 million for 2004-2008. These estimates are under continuing
review and subject to on-going adjustment. This projection excludes any generation fleet expansion capital, including any plans for the utilization
of the turbines in storage. The Company continues to look for appropriately priced generation acquisition and expansion opportunities to support
retail electric load growth, the continued expansion of its long-term contract business and to supplement its natural transmission position in the
Southwest and West.

In the year ended December 31, 2003, the Company utilized cash generated from operations and cash on hand, as well as its liquidity
arrangements, to cover its capital requirements and construction expenditures. The Company anticipates that internal cash generation and
current debt capacity will be sufficient to meet all of its capital requirements and construction expenditures for the years 2004 through 2008.
To cover the difference in the amounts and timing of cash generation and cash requirements, the Company intends to use short-term borrowings
under its current and future liquidity arrangements.

Liquidity
As of March 1, 2004, PNM had $413.0 million of liquidity arrangements. The liquidity arrangements consist of $300.0 million from an unsecured
revolving credit facility ("Credit Facility"), $90.0 million from an accounts receivable securitization program ("AR Securitization") and $23.0
million in local lines of credit. PNM entered into a new revolving credit facility on November 21, 2003, which increased borrowing capacity from
$195.0 million to $300.0 million. This facility will mature November21, 2006. As of March 1, 2004, there were no borrowings against the Credit
Facility, PNM was using $60.0 million of the AR Securitization capacity and no borrowings under its local lines of credit PNM had $50.0 million
of commercial paper outstanding as of March 1, 2004. In addition, the Holding Company has $15.0 million in local lines of credit with no usage
at December 31, 2003 or March 1, 2004. 3

On April 8, 2003, the Company entered into the AR Securitization providing for the securitization of PNM's retail electric service accounts
receivable and retail gas services accounts receivable. The total capacity under the AR Securitization is $90.0 million. Under the AR
Securitization, PNM will periodically sell its accounts receivable, principally retail receivables, to a bankruptcy remote subsidiary, PNM
Receivables Corp, which in turn pledges an undivided interest in the receivables to an unaffiliated conduit commercial paper issuer.

On April 1, 2003, PNM exercised its early buyout option related to a 60% interest in the EIP transmission line and related facilities held under lease.
Through the exercise of the early buyout option, PNM was able to retire all $26.2 million of secured facility bonds, which were issued to originally
finance the sale-leaseback transaction. The secured facility bonds had previously been disclosed as off balance sheet lease obligations in the notes
to the Company's financial statements. The Company will continue to exclude approximately $4.0 million of lease obligations relating to the 40%0

interest the Company does not own from the consolidated balance sheet

OnJune 12, 2003, the Holding Company andPNM each filed universal shelf registration statements with the SEC for a combination of debt and
equity securities for $500.0 million and $285.0 million, respectively. The PN'l shelf registration statement when combined with a previously
filed shelf registration statement, provides $500.0 million of capacity. The PNM and Holding Company shelf registration statements were
declared effective June 28,2003 and August 28, 2003, respectively. On September 9, 2003, PNM issued and sold $300.0 million of debt under its
shelf registration statement (see "Financing Activities" below). As of December 31, 2003, the Holding Company and PNM had remaining unissued
securities registered under the shelf registration statements of $500.0 million and $200.0 million, respectively

On August 27, 2003, the Company entered into an unrated private issuance commercial paper program. The Company will periodically issue
up to $50.0 million in unrated commercial paper for the shorter of 120 days or the maturity of the Company's Credit Facility. The commercial
paper is unsecured and the proceeds will be used to reduce revolving credit borrowings. The Company's Credit Facility serves as a backstop for
the outstanding commercial paper.

The Company's ability to access the capital markets, if required, at a reasonable cost and to provide for other capital needs is largely dependent
upon its ability to earn a fair return on equity, its results of operations, its credit ratings, obtaining required regulatory approvals and financial
and wholesale market conditions. Financing flexibility is enhanced by providing a high percentage of total capital requirements from internal
sources and having the ability, if necessary, to issue long-term securities and to obtain short-term credit.
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PNM's credit outlook is considered stable by Moody's Investor Services, Inc. ("Moody's") and Standard and Poor's Ratings Services ("'S&P"). The
Company is committed to maintaining or improving its investment grade ratings. OnJune 13, 2003, S&P improved PNM's business position to a
five from its previous position of six. On February 27, 2004, S&P upgraded PNM's ratings on its senior unsecured notes ("SUNs") to "BBB" with
a stable outlook and its preferred stock to "BB+". On March 9, 2004, Moody's upgraded PNM's SUNs, senior unsecured pollution control revenue
bonds and $300 million 3 year credit facility to "Baa2" and its preferred stock "Bal". Fitch rated PNM's SUNs and senior unsecured pollution
control revenue bonds "BBB-" and its preferred stock "BB-" at December 31, 2003. Beginning in 2004, Fitch will no longer be rating PNM debt
Investors are cautioned that a security rating is not a recommendation to buy, sell or hold securities, that it is subject to revision or withdrawal at
any time by the assigning rating organization, and that each rating should be evaluated independently of any other rating.

Off Balance Sheet Arrangements
The Company's off balance sheet arrangements consist primarily of operating lease obligations for PVNGS Units I and 2, EIP and the Delta
operating lease. The total capitalization in relation to these obligations was $179.4 million as of December 31, 2003 and $195.8 million as of
December 31, 2002 (see "Commitments and Contractual Obligations" below).

Commitments and Contractual Obligations
The following tables show the Company's long-term obligations and commitments as of December 31, 2003 (In thousands).

PAYMENTS DUE

I LESS THAN I AFTER
CONTRACTUAL OBLIGATIONS TOTAL I YEAR 2-3 YEARS 4-5 YEARS 5 YEARS

Short-Term Debt (a) S 125,91i S 125.9S 1 * -_ S -

Long-Term Debt 987,210 | 407 814 300,170 685,819

Operating Leases 425%64W 29068 62.206 | 5796 28,44-

Purchased Power Agreements 203,282 27,733 50,870 35.233 | 69,446

Coal Contract (b) 1 395,M fl3]9 12,456 182,3 , 91 t1w

Total Contractual Cash Obligations $ 3,137,876 $ 292,435 $ 306,406 $ 583,558 $1;955,477

(a) Represents the actual outstanding balance of the various credit facilities as of December 31, 2003.
(b) Assumes normal deliveries under the coal contract If no deliveries ame made, certain minimum payments may be required under the coal contract

AMOUNT OF COMMITMENT EXPIRATION PER PERIOD

TOTAL AMOUNTS I I AFTER
OTHER COMMERCIAL COMMITMENTS COMMITTED I1 YEAR 2.3 YEARS 4-5 YEARS 5 YEARS

Short-Term Debt (c) $ 335. - 33 , - i
Loca Lines of Credit 38.500 38,500 - i - -

Letters of Credit 4 -_i

Total Commercial Commitments $ 378,500 $ 43,000 $ 335,500 $ - I $

(c) Represents the unused borrowing capacity of the various credit facilities less outstanding letters of credit of $4.5 million as of December 31, 2003.

PNM leases interests in Units 1 and 2 of PVNGS, certain transmission facilities, office buildings and other equipment under operating leases.
The lease expense for PVNGS is $66.3 million per year over base lease terms expiring in 2015 and 2016. In 1998, PNM established PVNGS Capital
Trust ("Capital Trust") for the purpose of acquiring all the debt underlying the PANGS leases. PNM consolidates Capital Trust in its consolidated
financial statements. The purchase was funded with the proceeds from the issuance of $435 million of SUNs, which were loaned to Capital Trust.
Capital Trust then acquired and now holds the debt component of the PVNGS leases. For legal and regulatory reasons, the PVNGS lease payment
continues to be recorded and paid gross with the debt component of the payment returned to PNM through Capital Trust. As a result, the net
cash outflows for the PVNGS lease paymentwere $14.2 million for the year ended December31, 2003. The table above reflects the net lease payment

PNM's other significant operating lease obligations include the EIP, a leased interest in transmission line with annual lease payments of $2.9
million (see "Financing Activities" below), and an operating lease for the entire output of Delta, a gas fired generating plant in Albuquerque,
New Mexico, with imputed annual lease payments of $6.0 million.

The Company's off-balance sheet obligations are limited to PNM's operating leases and certain financial instruments related to the purchase and
sale of energy (see below). The present value of PNM's operating lease obligations for PVNGS Units I and 2, EIP and the Delta operating lease was
$179.4 million as of December 31, 2003.
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PNM has entered into various long-term power purchase agreements ("PPAs") obligating it to buy electricity for aggregate fixed payments of
$203.3 million plus the cost of production and a return. These contracts expire December 2005 through December 2020. In addition, PNM is
obligated to sell electricity for $191.5 million in fixed payments plus the cost of production and a return. These contracts expire through May
2013. PNM's marketing portfolio as of December 31, 2003 included open forward contract positions to buy $30.6 million of electricity and to
sell $28.6 million of electricity. In addition, PNM had open forward contract positions classified as normal sales of electricity under the derivative
accounting rules of $153.3 million and normal purchases of electricity of $64.1 million.

PN'M contracts for the purchase of gas to serve its retail customers. These contracts are short-term in nature, supplying the gas needs for the current
heating season and the following off-season months. The price of gas is a pass-through, whereby PNM recovers 100% of its cost of gas.

Contingent Provisions of Certain Obligations
The Holding Company and PNM have a number of debt obligations and other contractual commitments that contain contingent provisions. Some
of these, if triggered, could affect the liquidity of the Company. The Holding Company or PNM could be required to provide security, immediately
pay outstanding obligations or be prevented from drawing on unused capacity under certain credit agreements if the contingent requirements were
to be triggered. The most significant consequences resulting from these contingent requirements are detailed in the discussion below.

PNM's master purchase agreement for the procurement of gas for its retail customers contains a contingent requirement that could require PNM
to provide security for its gas purchase obligations if the seller were to reasonably believe that PNM was unable to fulfill its payment obligations
under the agreement.

The master agreement for the sale of electricity in the Western Systems Power Pool ("WSPP") contains a contingent requirement that could
require PNM to provide security if its debt were to fall below investment grade rating. The WISPP agreement also contains a contingent requirement,
commonly called a material adverse change ("MAC") provision, which could require PNM to provide security if a material adverse change in
its financial condition or operations were to occur. .

PNM's committed Credit Facility contains a "ratings trigger," for pricing purposes only. If PNM is downgraded or upgraded by the ratings agencies,
the result would be an increase or decrease in interest cost, respectively. PNM's committed Credit Facility contains a MAC provision which, if triggered,
could prevent PNM from drawing on its unused capacity under the Credit Facility. In addition, the Credit Facility contains a contingent requirement 15
that requires PNM to maintain a debt-to-capital ratio, inclusive of off-balance sheet debt, of less than 65% as well as maintenance of an earnings
before interest, taxes, depreciation and amortization ("EBITDA")finterest coverage ratio of three times. If PNM's debt-to-capital ratio, inclusive
of off-balance sheet debt, were to exceed 65% or its intendt coverage ratio falls below 3.0, PNM could be required to repay all borrowings under
the Credit Facility, be prevented from drawing on the unused capacity under the Credit Facility, and be required to provide security for all
outstanding letters of credit issued under the Credit Facility.

If a contingent requirement were to be triggered under the Credit Facility resulting in an acceleration of the outstanding loans under the Credit
Facility, a cross-default provision in the PVNGS leases could occur if the accelerated amount is not paid. If a cross-default provision is triggered, the
lessors have the ability to accelerate their rights under the leases, including acceleration of all future lease payments.

Financing Activities
Pursuant to PRC approval, on September 9, 2003, PNM issued and sold $300.0 million aggregate principal amount of its senior unsecured notes
with a 4.40%/O interest rate that mature September 15, 2008. The transaction closed on September 17,2003 and the proceeds were used to retire $268.4
million of long-term debt that would otherwise have matured in August 2005, pay the transaction costs, and improve working capital. All other
long-term debt of PNM matures in 2016 or later. The premium paid to refinance the long-term debt was $23.9 million of which $16.6 million was
charged against earnings based on prior regulatory agreements. The remaining balance was capitalized as loss on reacquired debt and will be
amortized over the life of the new debt.

On May 13, 2003, the Company priced $182.0 million of tax exempt pollution control bonds. The bonds were priced at an initial interest rate of
2.75%. The bond sale closed on May 23, 2003. By April 1, 2004, $146.0 million of bonds will need to be remarketed and $36.0 million of bonds will
need to be remarketed by July 1, 2004. A portion of the proceeds were used to redeem the $46.0 million of pollution control bonds, which became
callable on December 15, 2002. The remaining $136.0 million was used to redeem $136.0 million of pollution control bonds in August 2003. The
Company had previously entered into various forward swaps in 2001 and 2002, to hedge the interest rate on the refinancing (see Note 6 - "Fair
Value of Financial Instruments -Forward Starting Interest Rate Swaps" in the Notes to Consolidated Financial Statements).

The Company could enter into other long-term financings or hedging transactions for the purpose of strengthening its balance sheet, funding
growth and reducing its cost of capital. The Company continues to evaluate its investment and debt retirement options to optimize its financing
strategy and earnings potential. No additional first mortgage bonds may be issued under PNM's mortgage. The amount of SUNs that may be issued
is not limited by the SUNs indenture. However, debt-to-capital requirements in certain of PNM's financial instruments and regulatory agreements
would ultimately limit the amount of additional debt PNM would issue.
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Dividends
The Holding Company's board of directors regularly reviews the dividend policy. The declaration of common dividends is dependent upon a
number of factors including the ability of the Holding Company's subsidiaries to pay dividends. Currently, PNMI is the Holding Company's primary
source of dividends. As part of the order approving the formation of the Holding Company, the PRC placed certain restrictions on the ability of
PNM to pay dividends to the Holding Company. PNM cannot pay dividends that will cause its debt rating to go below investment grade. PNM
also cannot pay dividends in any year, as determined on a rolling four-quarter basis, in excess of net earnings for that year without prior PRC
approval. PNM has dividended all eligible amounts under the pre-2003 agreement to its parent. In January 2003, with the signing of the Global
Electric Agreement, the PRC modified the PNM dividend restriction to allow PNM to dividend earnings as well as equity contributions made by
the Holding Company back to the Holding Company. Additionally, PNNf has various financial covenants, which limit the transfer of assets,
whether through dividends or other means.

In addition, the ability of the Holding Company to declare dividends is dependent upon the extent to which cash flows will support dividends, the
availability of earnings, its financial circumstances and performance, the effect of regulatory decisions and legislative activities, future growth plans,
the related capital requirements, standard business considerations and market and economic conditions generally.

Consistent with the PRC's holdingcompanyorder, PNM paid dividends of $49.6 million to the Holding Company for the year ended December 31, 2003.

On February 17, 2004, the Holding Company's board of directors approved a 4.3% increase in the common stock dividend. The increase raised the
quarterly dividend to $0.24 per share, for an indicated annual dividend of $0.96 per share.

Capital Structure
The Company's capitalization, including current maturities of long-term debt, is shown below:

DECEMBER 31.

2003 2002

Common Equity s1.a g An

Preferred Stock 0.6% 0.7%

Long-term Debt 47.5%

TotaL Capitalization 100.0% | 100.0%

Totd capitalization does not include asdebtthe present value of PNMs operating lease obligatinons for P' rGSUnis I and 2, EIP and the [elta operating l-ne sehictshwas$179.4 million as of December31,

2003 and $1958 million as of tceniber 31, 2002.

Other Issues Facing the Company
See Note 13 - "Commitments and Contingencies" in the Notes to Consolidated Financial Statements.

New and Proposed Accounting Standards
See Note 18 - "New and Proposed Accounting Standards" in the Notes to Consolidated Financial Statements.
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Quantitative and Qualitative Disclosure About Market Risk
The Company uses derivative financial instruments to manage risk as it relates to changes in natural gas and electric prices, changes in interest
rates and, historically, adverse market changes for investments held by the Company's various trusts. Additionally, the Company uses derivative
instruments based on certain financial composite indices as part of its enhanced cash management program. The Company also uses certain
derivative instruments for wholesale power marketing transactions in order to take advantage of favorable price movements and market timing
activities in the wholesale power markets. The following additional information is provided.

Risk Management
The Company controls the scope of its various forms of risk through a comprehensive set of policies and procedures and oversight by senior level
management and the Holding Company Board of Directors. The Board's Finance Committee sets the risk limit parameters. The Risk
Management Committee ("RMC"), comprised of corporate and business segment officers and other managers, oversees all of the activities,
which include commodity price, credit, equity, interest rate and business risks. The RMC has oversight for the ongoing evaluation of the adequacy
of the risk control organization and policies. The Company has a risk control organization, headed by the Director of Financial Risk
Management ("Risk Manager"), which is assigned responsibilty for establishing and enforcing the policies, procedures and limits and evaluating
the risks inherent in proposed transactions, on an enterprise-wide basis.

The RMC's responsibilities specifically include: establishment of a general policy regarding risk exposure levels and activities in each of the business
segments; recommendation of the types of instruments permitted; authority to establish a general policy regarding counterparty, exposure and
limits; authorization and delegation of transaction limits; review and approval of controls and procedures; review and approval of models and
assumptions used to calculate mark-to-market and risk exposure; authority to approve and open brokerage and counterparty accounts; review
of hedging and risk activities; and quarterly reporting to the Finance Committee and the Board of Directors on these activities.

The RMC also proposes Value at Risk ("XAR") limits to the Finance Committee. The Finance Committee ultimately sets the aggregate NAR limits.

It is the responsibility of each business segment to create its own control procedures and policies within the parameters established by the
Finance Committee. The RMC reviews and approves these policies, which are created with the assistance of the Corporate Controller, Director of
Internal Audit and the Risk Manager. Each business segment's policies address the following controls: authorized risk exposure limits; authorized 87
instruments and markets; authorized personnel; policies on segregation of duties; policies on mark-to-market accounting; responsibilities for
deal capture; confirmation procedures; responsibilities for reporting results; statement on the role of derivative transactions; and limits on
individual transaction size (nominal value).

To the extent an open position exists, fluctuating commodity prices can impact financial results and financial position, either favorably or
unfavorably. As a result, the Company cannot predict with certainty the impact that its risk management decisions may have on its businesses,
operating results or financial position.

Commodity Risk
Marketing and procurement of energy often involves market risks associated with managing energy commodities and establishing open positions
in the energy markets, primarily on a short-term basis. These risks fall into three different categories: price and volume volatility, credit risk of
counterparties and adequacy of the control environment. PNM routinely enters into forward contracts and options to hedge purchase and sale
commitments, fuel requirements and to enhance returns and minimize the risk of market fluctuations on the Wholesale Operations.

The Company's Wholesale Operations, including long-term contracts, forward sales and short-term sales, are managed through a net asset-backed
marketing strateg,, whereby PNM's aggregate net open forward contract position is covered by its forecasted excess generation capabilities. PNM is
exposed to market risk if its generation capabilities were disrupted or if its retail load requirements were greater than anticipated. If FNM were
required to cover all or a portion of its net open contract position, it would have to meet its commitments through market purchases.

Under the derivative accounting rules and the related accounting rules for energy contracts, the Company accounts for its various financial
derivative instruments for the purchase and sale of energy differently based on management's intent when entering into the contract. Energy
contracts which meet the definition of a derivative under SFAS 133 and do not qualify for a normal purchase or sale designation are recorded
on the balance sheet at fair market value at each period end. The changes in fair market value are recognized in earnings unless specific hedge
accounting criteria are met. Should an energy transaction qualify as a hedge under SFAS 133, fair market value changes from year to year are
recognized on the balance sheet with a corresponding charge to other comprehensive income. Gains or losses are recognized when the hedged
transaction settles. Derivatives that meet the normal sales and purchases exceptions within SFAS 133 as amended, are not marked to market but
rather recorded in results of operations when the underlying transaction settles.
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The following table shows the net fair value of mark-to-market energy contracts included in the balance sheet (In thousands):

DECEMBER 31,

2003 2002

Mark-to-Market Energy Contracts:
Current asset $ 2,08o $ 431 1
Long-term asset 1,359 267

TOTAL MARK-TO-MARKET ASSETS 3.457,Mi

Current liability (1,941) (5.725)

Long-term liability (1,'55 -

TOTAL MARK-TO-MARKET LIABILITIES (3,024) (5,725)%

NET FAIR VALUE OF MARK.TO-MARKET ENERGY CONTRACTS S 43S E 7)%

The mark-to-market energy portfolio positions represent net assets at December 31, 2003 and represent net liabilities at December 31, 2002 after
netting all applicable open purchase and sale contracts.

The market prices used to value PINM's mark-to-market energy portfolio are based on closing exchange prices and broker quotations. As of
December 31, 2003 and December 31, 2002, PNM did not have any outstanding contracts that were valued using methods other than quoted prices.
The Company did not change its methods for valuing its mark-to-market energy portfolio in 2003 as compared to 2002.

The following table provides detail of changes in the Company's mark-to-market energy portfolio net asset or liability balance sheet position from
one period to the next (In thousands):

TWELVE MONTHS ENDED DECEMBER 31,

2003 ! 2002

Sources of Fair Value Gain/(Loss)
Fairvalue atbeginningof year S (O27) i I3DA

Amount realized on contracts delivered during period (2,113) | 26,336

Changes in fair value 3.n i 3,177

NET FAIR VALUE AT END OF PERIOD $ 433 $ (927)

NET CHANGE RECORDED AS MARK-TO-MARKET S 10310 i S 29.513

The following table provides the maturity of the net assets/(liabilities) of the Company, giving an indication of when these mark-to-market amounts
mill settle and generate/(use) cash. The following values were determined using broker quotes (In thousands):

FAIR VALUE AT DECEMBER 31, 2003

LESS THAN I
1 YEAR 1-3 YEARS TOTAL

Maturities s 157 i S 453

As of December 31, 2003, a decrease in market pricing of PNM's mark-to-market energy portfolio by 10%/o would have resulted in a decrease in net
earnings of less than 1%. Conversely, an increase in market pricing of this portfolio by 10%/o would have resulted in an increase in net earnings of
less than 1%.
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The Company assesses the risk of these long-term contracts and wholesale sales activities using the VAR method to maintain the Company's total
exposure within management-prescribed limits. The Company utilizes the variance/covariance model of VAR, which is a probabilistic model
that measures the risk of loss to earnings in market sensitive instruments. The variance/covariance model relies on statistical relationships to
analyze how changes in different markets can affect a portfolio of instruments with different characteristics and market exposure. VAR models
are relatively sophisticated. The quantitative risk information, however, is limited by the parameters established in creating the model. The
instruments being evaluated may trigger a potential loss in excess of calculated amounts if changes in commodity prices exceed the confidence
level of the model used. The VAR methodology employs the following critical parameters: volatility estimates, market values of open positions,
appropriate market-oriented holding periods and seasonally adjusted correlation estimates. The Company's portfolio VAR calculation considers
the Companys forward position for the preceding eighteen months. The mark-to-market 1AR is calculated through the contract periods. The
Company uses a holding period of three days as the estimate of the length of time that will be needed to liquidate the positions. The volatility
and the correlation estimates measure the impact of advese price movements both at an individual position level as well as at the total portfolio
level. The two-tailed confidence level established is 99%. For example, if VAR is calculated at $10.0 million, it is estimated at a 99% confidence
level that if prices move against PNM's positions, the Company's pre-tax gain or loss in liquidating the portfolio would not exceed $10.0 million
in the three days that it would take to liquidate the portfolio.

The Company's VAR is regularly monitored by the Company's RMC. The RMC has put in place procedures to ensure that increases in VAR are
reviewed and, if deemed necessary, acted upon to reduce exposures. The VAR represents an estimate of the potential gains or losses that could be
recognized on PNM's wholesale power marketing portfolios given current volatility in the market, and is not necessarily indicative of actual
results that may occur, since actual future gains and losses will differ from those estimated. Actual gains and losses may differ due to actual
fluctuations in market rates, operating exposures, and the timing thereof, as well as changes to PNM's wholesale power marketing portfolios
during the year.

The Company accounts for the sale of electric generation in excess of its retail needs or the purchase of power for retail needs as normal
purchases and sales under SFAS 133. Transactions that do not meet the normal purchase or sale exception or the definition of a hedge under
SEAS 133 are accounted for as energy marketing contracts and comprise PNM's mark-to-market portfolio. The VAR for the mark-to-market portfolio
was $56 thousand at December 31, 2003. The Company also calculates a portfolio VAR for the preceding 18 months, which in addition to its
mark-to-market portfolio Includes all contracts designated as normal sales and purchases, hedges, and its estimated excess generation assets.
This excess is determined using average peak forecasts for the respective block of power in the forward market. The Company's portfolio NAR was
$9.2 million at December 31, 2003.

The following table shows the high, average and low market risk as measured by VAR on the Company's mark-to-market portfolio (In thousands):

TWELVE MONTHS ENDED DECEMBER 31, 2003

HIGH AVERAGE LOW PERIOD END

Threedayholdingperiod,99%two-tailedconfidencelevel 1 S l X 122 j 1I $ 56

One day holding period, 99% two-tailed confidence eel $ 420 $ 70 $ _ $ 32
Ten day holding period, 95% two-tailed confidence lvel I $ qw t 170 $ 1 $ 78



MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Credit Risk
PNM is exposed to credit losses in the event of non-performance or non-payment by counterparties. The Company uses a credit management process

to assess and monitor the financial conditions of counterparties. Credit exposure is also regularly monitored by the RMC. The Company provides

for losses due to market and credit risk. PNM's credit risk with its largest counterparty as of December 31, 2003 was $23.5 million.

The following table provides information related to PNM's credit exposure as of December 31, 2003. The Company does not hold any credit

collateral as of December 31, 2003. The table further delineates that exposure by the credit worthiness (credit rating) of the counterparties and

provides guidance as to the concentration of credit risk to individual counterparties PNM may have. Also provided is an indication of the maturity

of a company's credit risk by credit ratings of the counterparties.

SCHEDULE OF WHOLESALE OPERATIONS
CREDIT RISK EXPOSURE DECEMBER 31, 2003

NET CREDIT j NUMBER OF | NET EXPOSURE OF
RATING (A) RISK EXPOSURE (S) ! COUNTER-PARTIES T10% COUNTER-PARTIES ,10%

(Dollars in thousands) | (Dollars in thousands)

Investment grade $ 46,799 2 $22,636
Non-investment grade 162

Split rating 48
Internal ratings

Investment grade 71

Non-investment grade 18.678 1 7,055

TOTAL 5 5 |,591

(a)Rafing-Includedin "InvestmentGrade" are cunterparties with a minimum S&P ratingof BBB-orMoody's rating of Baa3. If the counterparty has pro ided aguarantee

by a higher rated entity (e.g., its parent), determination is based on the rating of its guarantor The "Intemal Ratings -Investment Grade" includes those ooiunterparties that
are internally rated as investment grade in accordance with the guidelines established in the Company's credit policy.

(b) The Net Credd Risk Rsposrp e is the net credit exposure to PNM from its Wholesale Operations. This includes long-term contracts, fonvard sales and short-term sales.
The exposure captures the net amounts due to PNM from receivables/payables for realized transactions, delivered and unhilled revenues, and mark-to-market gains/tosses

(pursuant to contract terms). Exposures are offset according to legally binding netting arrangements and reduced by credit collateral. Credit collateral includes cash
deposits, letters of credit and performance bonds received from counterparties. Amounts are presented before those reserves that are determined on a portfolio basis.

MATURITY OF CREDIT RISK EXPOSURE DECEMBER 31, 2003

LESS THAN TOTAL NET
RATING 2 YEARS 2-5 YEARS EXPOSURE

(In thousands) (In thousands) (In thousands)

Investment grade $ 34,79 5 12,004 $ 46,799

Non-investment grade 162 _ I 162

Split rating 43 _ 43
Internal ratings |

Investment grade 71 I - j 71

Non-investment grade 18.678 | 18,678

TOTAL S t55749 $ 12,004 $ 85,758
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Natural Gas Supply Contracts
PNM hedges certain portions of natural gas supply contracts in order to protect its retail customers from adverse price fluctuations in the natural
gas market The financial impact of all hedge gains and losses, including the related costs of the program, is recoverable through the purchased
gas adjustment clause. As a result, earnings are not affected by gains and losses generated by these instruments.

Interest Rate Risk

As of December 31, 2003 the Company had liquidated its inveshnent portfolio of fixed-rate government obligations and corporate securities.

PN'M has long-term debt which subjects it to the risk of loss associated with movements in market interest rates. The majority of the Company's
long-term debt is fixed-rate debt, and therefore, does not expose the Company's earnings to a major risk of loss due to adverse changes in market
interest rates. However, the fair value of all long-term debt instruments would increase by approximately 3.25% or $33.2 million if interest rates
were to decline by 50 basis points from their levels at Damrber 31, 2003. As of December 31, 2003, the fair value of PNM's long-term debt was
$1,029 million as compared to a book-value of $987 million. In general, an increase in fair value would impact earnings and cash flows if PNM
were to re-acquire all or a portion of its debt instruments in the open market prior to their maturity.

During the twelve months ended December 31, 2003, PNM contributed cash of $20.0 million and approximately $28.9 million in Holding
Company common shares for plan year 2002 and 2003 to the trust for the Company's pension plan. In addition, the Company contributed cash
of approximately $6.2 million to other post retirement benefits for plan year 2003. The securities held by the trusts had an estimated fair value
of $563.7 million as of December 31, 2003, of which approximately 29% were fixed-rate debt securities that subject the Company to risk of loss
of fair value with movements in market interest rates. If rates were to increase by 50 basis points from their levels at December 31, 2003, the
decrease in the fair value of the securities would be 2.8% or $4.6 million. PNM does not currently recover or return through rates any losses or
gains on these securities. The Company, therefore, is at risk for shortfalls in its funding of its obligations due to investment losses. The Company
does not believe that long-term market returns over the period of funding will be less than required for the Company to meet its obligations.
However, this belief is based on assumptions about future returns that are inherently uncertain.

Equity Market Risk
PNIM contributes to trusts established to fund its share of the decommissioning costs of PVNGS and pension and other post-retirement benefits. The 41
trusts hold certain equity securities as of December 31, 2003. These equity securities also expose the Company to losses in fair value. Approximately
63% of the securities held by the various trusts were equity securities as of December 31, 2003. The Company is currently implementing a change
in the asset allocation in the pension portfolio, which will reduce the domestic equity exposure from 55% to 47.5%. Similar to the debt securities
held for funding decommissioning and certain pension and other post-retirement costs, PNM does not recover or earn a return through rates on
any losses or gains on these equity securities.

In 2001, the Company implemented an enhanced cash management strategy using derivative instruments based on the S&P 100, S&P 500, and
Nasdaq composite indices. The strategy is designed to capitalize on high market volatility or benefit from market direction. An investment manager
is utilized to execute the program. The risk related to the program is carefully managed by the RMC and has NAR and stop-loss limits established.
Trades are typically closed-out before the end of a reporting period and within the same day of execution. In January 2004, the Company
terminated the use of this derivative trading strategy for the enhanced cash management program.



MANAGEMENTS RESPONSIBILITY FOR FINANCIAL STATEMENTS AND REPORT OF INDEPENDENT ADITORS

The accompanying financial statements of PNM Resources, Inc. and its subsidiaries and Public Service Company of New Mexico and its subsidiaries,
a wholly owned subsidiary of PINM Resources, Inc., have been prepared in conformity with accounting principles generally accepted in the United
States of America.

The integrity and objectivity of data in these financial statements and accompanying notes, including estimates and judgments related to matters
not concluded by year-end, are the responsibility of management as is all other information in this Annual Report. Management devotes ongoing
attention to review and appraisal of its system of internal controls. This system is designed to provide reasonable assurance, at an appropriate cost,
that PNM Resources, Inc.'s and Public Service Company of New Mexico's assets are protected, that transactions and events are recorded properly and
that financial reports are reliable. The system is augmented by a staff of corporate auditors; careful attention to selection and development of
qualified financial personnel; and programs to further timely communication and monitoring of policies, standards and delegated authorities.

The Audit and Ethics Committee of the Board of Directors of PNM Resources, Inc., composed entirely of outside directors wNho meet the independence
criteria established by the NYSE, meets regularly with the financial managers, the corporate auditors and the independent auditors to review the work
of each. The independent auditors and corporate auditors have free access to the Committee, without management representatives present, to discuss
the results of their audits and their comments on the adequacy of internal controls and the quality of financial reporting.

Jeffry E. Sterba, Chairman, President and Chief Executive Officer and John R. Loyack, Senior Vice President and Chief Financial Officer have each
filed the certification required under Section 302 of the Sarbanes-Oxley Act in the 2003 Form 10-K The certifications can be found as Exhibit 31.1
and 31.2 in the Form 10-K.

JEFFRY E. SERBA JOHN R. LOYACK

Independent Auditors' Report
TO THE BOARD OF DIRECTORS AND STOCKHOLDERS OF PNM RESOURCES, INC.
We have audited the accompanying consolidated balance sheets and consolidated statements of capitalization of PNM Resources, Inc. and subsidiaries
(the "Company") as of December 31, 2003 and 2002, and the related consolidated statements of eamings, retained earnings, comprehensive income
(loss), and cash flows for each of the three years in the period ended December 31, 2003. These financial statements are the responsibility of the
Company's management Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America. Those standards require that
we plan and perform 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 disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of the Company as of
December 31, 2003 and 2002, and results of their operations and their cash flows for each of the three years in the period ended December 31,
2003, in conformity with accounting principles generally accepted in the United States of America.

As discussed in Note I to the consolidated financial statements, the Company adopted Statement of Financial Accounting Standards No. 143,
Accounting for Asset Retirement Obligations, effectiveJanuary 1, 2003. As discussed in Note 9 to the consolidated financial statements, during 2003,
the Company changed the actuarial valuation measurement date for the pension plan and other post-retrement benefit plans from September 30
to December 31.

DELOITTE & TOUCHE LLP
Omaha, Nebraska
March 8, 2004



CONSOLIDATED STATEMENTS OF E

Consolidated Statements of Earnings (In thsand,exceppershara nouns)

P E r I E C 9 a C E C

ARNINGS

YEAR ENDED DECEMBER 31,

2003 2002 2001

Operating Revenues: (notes I and 2)

Electric
Gas
Other

TOTAL OPERATING REVENUES

Operating Expenses:
Cost of energy sold
Administrative and general
Energy production costs
Depreciation and amortization
Transmission and distribution costs

Taxes, other than income taxes
Income taxes (notes 1 and 8)

TOTAL OPERATING EXPENSES

, i 1,97,136

358,267

11 311

1,455,714

602,731

158,706

140,584

115,649

60,070

31,310

28,072

1,337,122

118,592OPERATING INCOME

Other Income and Deductions (note 16):
Other income
Other deductions
Income tax (expense) benefit (notes I and 8)

NET OTHER INCOME AND DEDUCTIONS

EARNINGS BEFORE INTEREST CHARGES

Interest Charges:
Interest on long-term debt (note 4)
Other interest charges

NET INTEREST CHARGES

PREFERRED STOCK DIVIDEND REQUIREMENTS OF SUBSIDIARY

NET EARNINGS BEFORE CUMULATIVE EFFECT OF
CHANGES IN ACCOUNTING PRINCIPLES

CUMULATIVE EFFECT OF CHANGES IN ACCOUNTING
PRINCIPLES NET OF TAX OF $23,999 (NOTES 9,12 AND 17)

NET EARNINGS

Net Earnings per Common Share (note 7):
Basic
Diluted

DIVIDENDS PAID PER SHARE OF COMMON STOCK

52,705

(46,153)

183

6,735

125,327

59.429

6,760

66,189

586

EI5L,552

$ B8MW

277,406

1,404

1,118.694

499,751

146.231

149,52B

102,409

63,870

34,244

20,887

1,016.920

101 .774

48,3E0

(12,306)

(12.144)

23,910

125A584

56,409

5,003

61,412

586

83,686

$ 63,686

$ 1.63

S 1.61

$ 0.86

$ 1,881,375

371,265

1,658

2.254,178

1.43B46

155,392

152,455

96,936

30,302

88,769

2,031,501

222,677

52,147

(67,257)

7.705

(7,404)

215,273

62,716

2,124

64,540

586

149,847

$ 149,847

$ 3.83

$ 3.77

$ 0.80

36,621

E $ 95,173

$ 2.39

ZS 237

$ 0.91

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



CONSOLIDATED STATEMENTS OF RETAINED EARNINGS
CONSOLIDATED BALANCE SHEETS

Consolidated Statements of Retained Earnings (nt'housands)

YEAR ENDED DECEMBER 31,

2003 2002 2001

BALANCE AT BEGINNING OF YEAR $ 4448i1 $ 415.M8 , $ 296,843
Netearnings 95,173 63,686 149,847

Dividends (note 4): I
Common stock (30,755) (34.423) (31.302)

BALANCE AT END OF YEAR $ 503,069 $ "4.651 | $ 415,388

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

Consolidated Balance Sheets (In thousands)

ASSETS
: YEAR ENDED DECEMBER 31,

2003 2002

Utility Plante (notes 1, 11 and 13)
Electric plant in sersice S 24196162 $ 2,301 U73

Gas plant in service 630,949 615,907

Common plant in senice and plant held for future use 46,38; 79,987
3,098,46 2,997,567

Less accumulated depreciation and amortization 1M,66364 i 1,102,443

2,035,201 1,895,124

Construction work in progress .133Z17 173,248

Nuclear fuel, net of accumulated amortization of $15,995 and $16,568 25,917 , 26,832

Net utility plant 2,t944 2,095,204

Other Property and Investments:
Investment in lessor notes (notes 5 and 6) =M | 360,479
Other investments (notes I and 6) 114,273 92,225

Non-utility property, net of accumulated depreciation of $1,755 and $1,750 t,455 1,528i
TOTAL OTHER PROPERTY AND INVESTMENTS 446,067 444,232

Current Assets:

Cash and cash equivalents 12.94 3,702
Accounts receivables, net of allowance for uncollectible

accounts of $9,284 and $15,575 68,258 46,914

Unbilled revenues (note 1) 8"9 88438
Other receivables 47,042 53.052

Inventories (note 1) 4OF99 37,230
Regulatory assets (note 3) 15,436 1,061

Short-term investments (notes I and 6) - 79,83O

Other current assets 38,835 32,753

TOTAL CURRENT ASSETS 306.90 342.780

Deferred charges:
Regulatory assets (note 3) 218.415 i 196,283

Prepaid retirement cost (note 9) SS,782 39,665

Other deferred charges 130.986 129,063

TOTAL DEFERRED CHARGES 432,164 365,011

S 33786 $ 3,247.227

The aocompanying notes are an integral part of these financial statements.
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CONSOLIDATED BALANCE SHEETS

CAPITALIZATION AND LIABILITIES

AS OF DECEMBER 31, 7

*2003 j 2002 ,

Cap~italiza~tion:!n

Common stoc~kholders'equity: f

Common stock outstanding 40,259 and 39,118shares, no par a(note4) 5 v m $ 624,119

Accumulated other comprehensive loss, net of tax (note 1) (73,487 ! (94,721)

Retained eamnings 503,09 44L4,651

TOTAL COMMON STOCK;IDLDERS' EOUITY 1,077,304 974.049

Minority interest (notes I and 5) .- 11,760

Cumulative preferned stock uithout mandatory

redemption requirements (note 4) 12,80 aw 12,800

Long-temmn debt (note 4) 957,210 ! 00,0 o2
TOTAL CAPNTALIZATION 2,077,3t4 , 1,978,701

Curret lUabilities:

Short-temm debt 125,918 I 150,000

Accounts payable 86,155 j 90,355

Accrued interest and taxes (notes I and 8) 23,477 46.189

Other current liabilities 110,031 ! 99,019
TOTAL CURRENT LIABILITIES 345,581 | 385,563

Deferrd Credits.

Accumulated deerred income taxes (notes I and 8) , 250,D98 139,732

Accumulated deerred investment tax credits (notes Ianad 8 38,462, 41,583

Regulatory liabilities (note 3) i 3E34. 279,9524

Asset retirement obligations (note 12) 46,416!

Minimum pension liability t28,=5 141,175

Accrued post-retirement benefit cost (note 9) 20,638 ,, 17.335

Other deferred credits (note 14) > t4,r91 263,186

TOTAL DEFERRED CREDITS 955,734 , 882,963

Commnimen/ts antd ,Co1lingenaies (nole 13) _

$ 3,378,629,i $ 3,247,227

The accompan) ing notes are an integral part of these financial stawneme;ts.



CONSOLIDATED STATEMENTS OF CASH FLOWS

Consolidated Statements of Cash Flows Onthousands)

AS OF DECEMBER 31,

2003 , 2002 2001

Cash Flows From Operating Activities: |

Net earnings S 86173 $ 83, $ 149,847

Adjustments to reconcile net earnings to net cash flows from operating activities:

Depreciation and amortization 144,8#4 116,415 101,7618
Allowance for equity funds used during construction (2,589) | _

Accumulated deferred income tax 90.17t 44,138 (36.06B1)

Transition costs write-off 16,720 - -

Loss on reacquired debt 16.57b | __

Cumulative effect of a change in accounting principle (80,620) -

Asset eTite-offs - I 4,817 36,496

Merger costs - (2,436) 17,975

Net unrealized losses on trading and investment contracts (1,830 (29,653) 26,172

W'holesale credit reserve (2,433) _ (5,406)

Other, net 2,083 t (4.297),

Changes in certain assets and liabilities: .

Accounts receivables (21,344) 2,830 36,297

Unbilled revenues S,539 3,tE6 22.7e5

Accrued post-retirement benefit costs (14,962) (18,986) 2,873

Other assets (5,972) (41,162) 17.84t '

Accounts payable 17,317) 34,597 i (91.378)

Accrued interest and taxes 7 2) (258 ) 35,133

Other liabilities (1,038) (56.223) 12,326

NET CASH FLOWS FROU OPERATING ACTIVITIES 226.682 97,359 327,346

Cash Flows From Investing Actiities:
Utility plant additions (1571701 (229,M) (253,899)

Nuclear fuel additions (9503) (10.596) (10,945)

Redemption of available-for-sale investments N0M21 76Al33 (150()W 7

Combustion turbine pa)yments (11,136) (29,975) |

Bond purchase (Mm673) (S5&7 -

Return of principal PINGS lessor notes 18,360 17,531 16,674

Merger acquisition costs - !1- 1,87) -

Other (5,203) (18.819) j 2,723

NET CASH FLOWS FROM INVESTING ACTIVITIES (101 5), (2t004;27) (407,014)

Cash Flows From Finmacing Activities: |

Short-term borrowings (repayments), net (note 4) (24M ,,s 11|53 35,0to)

Long-term debt borrowings 483,882 _ _

Long-term debt repayments (47,572) _
Premium on long-term debt refinancing (23,905) _ -

Rrfund costs of pollution control bonds (31,4Z7) _ . _

Exercise of employee stock options (note 10) (9,639) (2,412) (2,179)

Dividends paid (3702) (34,226) i (31,878)

Other 312 - (560)

NET CASH FLOWS FROM FINANCING ACTIVITIES (11%133) 78,362 385

Increase (Decrease) in Cash and Cash Equivalents 8,992 (24,706) (79,283)

Beginning of Year 3,702 28.408 107,W1

End of Year S 12,894 $ 3,702 $ 28,408

Supplemental Cash Flow Disclosures:
Interest paid, net of capitalized interest j 69.04t $ 63,041 S 82,216 b

Income taxes paid (refunded), net S (23,154) $ 13,541 $ 72,146

Non Cash Transactions: i
Long-termdebtassumedfortransmissionline S - | $ 26,152 ! s
Pension contribution of PNM Resources, Inc. common shares $ 28,950 $ S $ -

The accompan)ing notes are an integral part of these financial statements.

H,
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CONSOLIDATED STATEMENTS OF CAPITALIZATION

Consolidated Statements of Capitalization (in thousands)

AS OF DECEMBER 31,

2003 1 2002

Common Stock Equity.

Common Stock, no par value (note 4) $ 647,722 $ 624,119

Accumulated other comprehensive income, net of tax (note 1) (73,407) (94,721)

Retained earnings 503,069 444,651

TOTAL COMUON STOCK EOUITY 1,077,304 j 974,049

Minority Interest (notes I and 5) 11,760

Cumulative Preferred Stock: (note 4)

Without mandatory redemption requirements:

1965 Series, 4.58% With a stated value of $100.00 and a

current redemption price of $102.00. Outstanding shares

at December 31, 2003 and 2002 were 128,000 12,800 I 12,800

Long-Term Debt: (note 4)

Issue and Final Maturity

First Mortgage Bonds, Pollution Control Revenue Bonds:

5.7% due 2016 65,000 65,000
6.375% due 2022 - 46.000

TOTAL FIRST MORTGAGE BONDS 65,000 111,000

Senior Unsecured Notes, Pollution Control Revenue Bonds:

6.30% due 2016 . 77,045 77,045

5.75% due 2022 37,300 37,300

5.80% due 2022 100,000 ' 10,000 47

6.375% due 2022 so,ooo 90,000

6.375% due 2023 - 36,000

6.40% due 2023 _ 100,000

6.30% due 2026 23,000 23,000

6.60%. due 2029 11,500 11,500

2.75% due 2033 46,000

2.75% due 2033 100,000 -

2.75% due 2038 36,000

TOTAL SENIOR UNSECURED NOTES, POLLUTION CONTROL REVENUE BONDS 520,845 , 474.845

Senior Unsecured Notes:

7.10% due 2005 - 268,420

4.40%° due 2008 300,000 -

7.50% due 2018 100,025, 100,025
EIP debt 26,152

Other, including unamortized discounts 1,340, (350)

Total long-term debt 987,210 980,092

TOTAL CAPITALIZATION S 2,077,314 $ 1,978,701

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



CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

Consolidated Statements of Comprehensive Income (Loss) (in thousands)

AS OF DECEMBER 31,

2003 2002 2001

NET EARNINGS S 95,173 $ 63,686 $ 149,847

Other Comprehensive Income (Loss):

UNREALIZED GAIN (LOSS) ON SECURITIES:

Unrealized holding gains arising during the period,
net of tax expense of $1,256, $853 and $46 1,0e 1,303 70

Reclassification adjustment for losses included in net income,

net of tax benefit of $440, $602 and $345 (g2 (919) (526)

MINIMUM PENSION LIABILITY ADJUSTMENT

Net of tax expense (Wndit) of $6,284, $(36,085) and $(18,912) 9,519 (55,061) (28,8568)

MARK-TO-MARKET ADJUSTMENT FOR CERTAIN DERIVATIVE TRANSACTIONS:

Initial implementation of SFAS 133 designated cash flow hedges,

net of tax expense of $4,029 - _6,14
Change in fair market value of designated cash flow hedges,

net of tax expense (benefit) of $6,816, $(6,790) and $226 10,401 (10,361) 345

Reclassification adjustment for losses included in net income,

net of tax benefit of $450 and $4,029 - (687) (6.148)

TOTAL OTHER COMPREHENSIVE INCOME (LOSS) 21,234 (65,725) (28,969)

TOTAL COMPREHENSIVE INCOME (LOSS) S 116,407 $ (2,039) $ 120,878

The accompanying notes are an integral part of these financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 21, 2002, 2002, 2001

(1) SUMMARY OF THE BUSINESS AND SIGNIFICANT ACCOUNTING POLICIES
Nature of Business
PNM Resources, Inc. (the "Holding Company") is an investor-owned holding company of energy and energy related businesses. Its principal
subsidiary, Public Service Company of New Mexico ("PNM"), is an integrated public utility primarily engaged in the generation, transmission,
distribution and sale and marketing of electricity; transmission, distribution and sale of natural gas within the State of New Mexico and the sale
and marketing of electricity in the Westem United States. The business of PNM constitutes substantially all of the business of Holding Company
and its subsidiaries. Therefore, the financial results and results of operations of PNM are virtually identical to the consolidated results of the
Holding Company and its subsidiaries. For ease of discussion, these notes may use the term "Company" when referring to PNM or when discussing
matters of common applicability to the Holding Company and PNM. In addition, the Holding Company provides energy and utility related services
under its wholly-owned subsidiary, Avistar, Inc. ("Avistar").

Upon the completion on December 31, 2001, of a one-for-one share exchange between PNM and the Holding Company, the Holding Company
became the parent company of PNM. Prior to the share exchange, the Holding Company had existed as a subsidiary of PNM. The new parent
company began trading on the New York Stock Exchange under the same PNM symbol beginning on December 31, 2001.

Presentation
The Notes to Consolidated Financial Statements of the Company are presented on a combined basis. The Holding Company assumed substantially
all of the corporate activities of PNM on December 31, 2001. These activities are billed to PNM on a cost basis to the extent they are for the
corporate management of PNM and are allocated to the operating segments. InJanuary 2002, A'istar and certain inactive subsidiaries of PNM
were transferred by way of a dividend to the Holding Company pursuant to an order from the New Mexico Public Regulation Commission
("PRC"). Readers of the Notes to Consolidated Financial Statements should assume that the information presented applies to the consolidated
results of operations and financial position of both the Holding Company and its subsidiaries and PNM, except where the context or references
clearly indicate otherwise. Discussions regarding specific contractual obligations generally reference the company that is legally obligated. In
the case of contractual obligations of PNM, these obligations are consolidated with the Holding Company and its subsidiaries under generally
accepted accounting principles ("GAAP"). Broader operational discussions refer to the Company.

Accounting Principles 48
The Company maintains its accounting records in accordance with the uniform system of accounts prescribed by the Federal Energy Regulatory
Commission ("FERC") and the National Association of Regulatory Utility Commissioners, and adopted by the New Mexico Public Regulation
Commission ("PRC").

The Company's accounting policies conform to the provisions of Statement of Financial Accounting Standards No. 71, "Accounting for the Effects
of Certain Types of Regulation" ("SFAS 71"). SFAS 71 requies a rate-regulated entity to reflect the effects of certain regulatory decisions in its financial
statements. In accordance with SFAS 71, the Company has deferred certain costs and recorded certain liabilities pursuant to the rate actions of the
FERC, and the PRC and its predecessor. These "regulatory assets" and "regulatory liabilities" are enumerated and discussed in Note 3.

The Company discontinued the application of SFAS 71 as of December 31, 1999, for the generation portion of its business effective with the passage
of the Electric Utility Industry Restructuring Act of 1999 ("Restructuring Act") in accordance with Statement of Financial Accounting Standards
No. 101, "Accounting for the Discontinuation of Application of FASB Statement No. 71" ("SEAS 101"). In October 2002, the Company and several
other parties signed the Global Electric Agreement that provided for a five-year rate path for the Company's New Mexico jurisdictional customers
beginning in September of 2003 (see Note 13 for further discussion). In response to the Global Electric Agreement, the New Mexico Legislature
repealed the Restructuring Act. As a result, the Company re-applied SFAS 71 to its generation portion of its business during the first quarter of 2003
as a result of the PRC approving the Global Electric Agreement inJanuary 2003.

Principles of Consolidation
The consolidated financial statements include the accounts of the Company and subsidiaries in which it owns a majority voting interest.
Corporate administrative and general expenses, which represent costs that are driven primarily by corporate level activities, are allocated to the
business segments. There were no other significant intercompany transactions between the Holding Company and PNM in 2003 and 2002,
except for the common dividend, consolidation of PVNGS capital trust and minority interest described in Note 5. All significant intercompany
transactions and balances have been eliminated.

The Company adopted Statement of Financial Accounting Standards No. 150 "Accounting for Certain Financial Instruments with Characteristics
of both Liabilities and Equity" ("SEAS 150"). SFAS 150 established standards for classifying and measuring certain financial instruments with
characteristics of both liabilities and equity. Under SFAS 150, issuers are required to classify as liabilities a financial instrument that is within its
scope as a liability because that financial instrument embodies an obligation of the issuer. SFAS 150 is effective for financial instruments entered
into or modified after May 31, 2003. The FASB has indefinitely deferred the classification and measurement provisions and adoption of SEAS 150
in relation to limited life entities. Upon adoption, the Company reclassified approximately $10 million from minority interest to other deferred
credits on its consolidated balance sheets at December 31, 2003.
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Financial Statement Preparation
The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires management to
make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the financial statements and the reported amounts of revenues and expenses during the reporting period. Actual recorded amounts could
differ from those estimated.

Cash and Cash Equivalents
All liquid investments with maturities of three months or less at the date of purchase are considered cash equivalents.

Utility Plant
Utility plant is stated at cost, which includes capitalized payroll-related costs such as taxes, pension and other fringe benefits, administrative costs,
an allowance for funds used during construction and any carrying value adjustment as deemed appropriate.

It is Company policy to charge repairs and minor replacements of property to maintenance expense and to charge major replacements to utility
plant. Gains or losses resulting from retirements or other dispositions of regulated property in the normal course of business are credited or charged
to the accumulated provision for depreciation.

Allowance For Funds Used During Construction (tAFUDC")
As provided by the uniform systems of accounts, AFUDC is charged to utility plant AFUDC represents the cost of borrowed funds (allowance for borrowed
funds used during construction) and a return on other funds (allowance for equity funds used during construction).

The calculation of AFUDC should be performed if its subsequent inclusion in allowable costs for rate-making purposes is probable. In 2003, PNM
recorded $3.9 million of AFUDC on certain construction projects. PNM did not record AFUDC on construction projects in 2002 and 2001.

Capitalized Interest
SFAS 34, "Capitalization of Interest Costs," requires that interest cost be capitalized as part of the historical cost of acquiring certain assets and
is calculated using only the cost of borrowing. Under GAAP, interest can only be capitalized on non-SFAS 71 assets. PNM capitalizes interest on
its generation projects not included in rate base that are under construction and software costs. The interest cost to be capitalized is theoretically
that portion of interest expense that could have been avoided if construction expenditures were not made. The rate used for capitalization is the
rate for borrowings specific to the project. If there are no specific borrowings, the weighted average borrowing rate for the Company is used. PNM
has not borrowed any funds specifically for any projects; therefore interest was being capitalized at the overall weighted average borrowing rate
of 6.4%. PNM's capitalized interest was $1.2 million and $6.4 million in 2003 and 2002, respectively. No interest was capitalized in 2001.

Inventories
Inventory consists principally of materials and supplies, natural gas held in storage for eventual resale, and coal held for use in electric generation.

Generally, materials and supplies include the costs of transmission, distribution and generating plant materials. Materials and supplies are
charged to inventory when purchased and are expensed or capitalized as appropriate when issued. Materials and supplies are valued using an
average costing method. Obsolete materials and supplies are immediately expensed when identified.

Gas in underground storage is valued using a weighted average inventory method. Withdrawals are charged to sales service customers through the
Purchased Gas Adjustment Clause ("PGAC"). Adjustments to gas in underground storage due to migration are charged to the PGAC and are based
on a PRC pre-approved percentage of injections.

Coal is valued using a rolling weighted average costing method that is updated based on the current period cost per tons. Periodic aerial surveys are
performed and any material adjustments are recorded as identified.

Inventories consisted of the following at December 31, (in thousands).

2003 2002

Coal $ 11,282 $ 12,678

Gas in underground storage 4,29S 2,001
Materials and supplies 25,= 22,551

$ 40,799 $ 37,230

Investments
The Company's investments are comprised of U.S., state, and municipal govemnment obligations and corporate securities. Investments with
maturities of less than one year are considered short-term and are carried at fair value. All investments are held in the Company's name and are
in the custody of major financial institutions. The specific identification method is used to determine the cost of securities disposed of, with realized
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gains and losses reflected in other income and expense. At December 31, 2003 and 2002, all of the Company's investments were classified as
available for sale. Unrealized gains and losses on these investments are included in other comprehensive income, net of any related tax effect.

Revenue Recognition
The Company's Utility Operations record electric and gas operating revenues in the period of delivery, which includes estimated amounts for
service rendered but unbilled at the end of each accounting period.

The determination of the energy sales to individual customers is based on the reading of their meters, wXhich occurs on a systematic basis throughout
the month. At the end of each month, amounts of energy delivered to customers since the date of the last meter reading are estimated and the
corresponding unbilled revenue is estimated. Unbilled electric revenue is estimated based on the daily generation volumes, estimated customer
usage by class, weather factors, line losses and applicable customer rates based on regression analyses reflecting historical trends and experience.

The Company purchases gas on behalf of sales-service customers while other marketers or producers purchase gas on behalf of transportation-
service customers. The Company collects a cost of service revenue for the transportation, delivery, and customer service provided to these customers.
Sales-service tariffs are subject to the terms of the PGAC while transportation service customers are metered and billed on the last day of the month.
Therefore, the Company estimates unbilled decatherms and records cost of service and PGAC revenues for sales-servioe customers only.

The Company's Violesale Operations revenues are recognized in the month the energy is delivered to the customer and are based on the actual
amounts supplied to the customer. However, in accordance with the Western Systems Power Pool contract, these revenues are billed in the month
subsequent to their delivery Consequently, wholesale revenues for the last month in any reporting period are unbilled when reported.

These electricity sales are recorded as operating revenues while the electricity purchases are recorded as costs of energy sold. These amounts were
recorded on a gross basis, because the Company does not act as an agent or broker for these merchant energy contracts but takes title and has the
risks and rewards of ownership. Effective October 1, 2003, non-normal derivative contracts that are net settled or "booked-out" are recorded net in
operating revenues. A book-out is the unplanned netting of off-setting purchase and sale transactions. A book-out is a transmission mechanism to
reduce congestion on the transmission system or administrative burden (see further discussion in Financial Instruments in this same footnote).
Specifically, adopting EITF Issue 03-11 "Reporting Gains and Losses on Derivative Instruments That Are Subject to FASB Statement No. 133,
Accounting for Derivative Instruments and Hedging Activities, and Not Held for Trading Purposes" ("EITF 03-11") affected the comparability of 61
2003 Consolidated Financial Statements to those of prior years. The Consolidated Statements of Income for 2002 and 2001 were not reclassified.

The Company enters into merchant energy contracts to take advantage of market opportunities associated with the purchase and sale of
electricity. Unrealized gains and losses resulting from the impact of price movements on the Company's derivative energy contracts that are
not designated normal purchases and sales or hedges are recognized as adjustments to Wholesale Operations operating revenues. The market
prices used to value these transactions reflect management's best estimate considering various factors including closing exchange and over-
the-counter quotations, time value and volatility factors underlying the commitments.

Depreciation and Amortization
Provision for depreciation and amortization of utility plant is made based upon rates approved by the PRC. The average rates used are as follows:

2003 2002 ! 2001

Electric plant 3 & 12 3.39%
Gasplant 2.96% 3.02% i 3.21%

Common plant to8% 4 6.92%

The provision for depreciation of certain equipment is charged to depreciation expense and allocated to construction projects based on the use of
the equipment. Depreciation of non-utility property is computed based on the straight-line method. Amortization of nuclear fuel is computed based
on the units of production method.

Decommissioning Costs
Accounting for decommissioning costs for nuclear and fossil-fuel generation involves significant estimates related to costs to be incurred many
years in the future after plant closure. Changes in these estimates could significantly impact the Company's financial position, results of operation
and cash flows. The Company owns and leases nuclear and fossil-fuel facilities that are within and outside of its retail service areas. The Company
adopted the accounting requirements of Statement of Financial Accounting Standards No. 143, "Accounting for Asset Retirement Obligations"
("SFAS 143") on January 1, 2003 (see Note 12). Under SFAS 143, the Company is only required to recognize and measure decommissioning
liabilities for tangible long-lived assets for which a legal obligation exists. Adoption of the statement changed the Company's method of accounting
for both nuclear generation decommissioning and fossil-fuel generation decommissioning. Nuclear decommissioning costs are based on site-
specific estimates of the costs for removing all radioactive and other structures at the site. PVNGS Unit 3 is currently excluded from the Company's
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retail rates base while Units I and 2 are included in the Company's retail rates. The Company collects a provision for ultimate decommissioning
of Units I and 2 in its rates and recognizes a corresponding expense and liability for these amounts. Fossil-fuel decommissioning costs are also
approved by the PRC as a component of the Company's depreciation rates. The Company believes that it will continue to be able to collect for its
legal asset retirement obligations for nuclear and fossil-fuel generation activities included in the ratemaking process.

In addition, the Company has a contractual obligation with the PVNGS participants to fund separately the nuclear decommissioning at a level
in excess of what the Company has identified as its legal asset retirement obligation under SPAS 143. The contractual funding obligation is based
on a site-specific estimate prepared by a third party. The Company's most recent site-specific estimates for nuclear decommissioning costs were
developed in 2001, using 2001 cost factors, and are based on prompt dismantlement decommissioning, reflecting the costs of removal discussed
above, with such removal occurring shortly after operating license expiration. The Company's share of the contractual funding obligation
through the end of the licensing terms is approximately $201 million (measured in 2001 dollars). The estimates are subject to change based
on a variety of factors, including cost escalation, changes in technology applicable to nuclear decommissioning and changes in federal, state
or local regulations. The operating licenses for PVNGS Units 1, 2 and 3 will expire in 2025, 2026, and 2027, respectively. The Company does not
have a similar contractual funding obligation related to its fossil-fuel plants.

Amortization of Debt Acquisition Costs
Discount, premium and expense related to the issuance of long-term debt are amortized over the lives of the respective issues. In connection
with the early retirement of long-term debt, such amounts associated with resources subject to PRC regulation are amortized over the lives of
the respective issues. Amounts associated with the Company's firm-requirements wholesale customers and its resources excluded from PRC retail
rates are recognized immediately as expense or income as they are incurred.

Financial Instruments
Effective January 1,1999, the Companyadopted EITF Issue No. 98-10 which requires that energy tradingcontracts be marked-to-market (measured
at fair value determined as of the balance sheet date with the gains and losses included in eamings).

The Company implemented SEAS No. 133, "Accounting for Derivative Instruments and Hedging Activities," ("SFAS 133"), as amended, on
January 1, 2001. SPAS 133, as amended, establishes accounting and reporting standards requiring derivative instruments to be recorded in the
balance sheet as either an asset or liability measured at their fair value. SPAS 133, as amended, also requires that changes in the derivatives' fair
value be recognized currently in earnings unless specific hedge accounting or normal purchase and sale criteria are met. Special accounting
for qualifying hedges allows derivative gains and losses to offset related results on the hedged item in the income statement, and requires that
a company must formally document, designate, and assess the effectiveness of transactions that receive hedge accounting. SEAS 133, as amended,
provides that the effective portion of the gain or loss on a derivative instrument designated and qualifying as a cash flow hedging instrument
be reported as a component of other comprehensive income and be reclassified into earnings in the same period or periods during which the
hedged forecasted transaction affects earnings. The results of hedge ineffectiveness and the change in fair value of a derivative that an entity has
chosen to exclude from hedge effectiveness are required to be presented in current earnings. All energy contracts marked-to-market under EITF
98-10 were subject to mark-to-market accounting upon adoption of SFAS 133.

On October 25, 2002, the EITF reached a final consensus on EITF 02-3 'Issues Related to Accounting for Contracts Involved in Energy Trading and
Risk Management Activities", EITF 98-10 "Accounting for Contracts Involved in Energy Trading and Risk Management Activities" and Statement
of Financial Accounting Standards No. 133 "Accounting for Derivative Instruments and Hedging Activities" ("SEAS 133") that rescinded EITF 98-
10 and required that all energy contracts held for trading purposes be presented on a net margin basis in the statement of earnings. The rescission
of EITF 98-10 requires that energy contracts which do not meet the definition of a derivative under SEAS 133 no longer be marked to market and
recognized in current earnings. As a result, all contracts which were marked to market under EITF 98-10 and must now be accounted for under
the accrual method and written back to cost with any difference included as a cumulative effect of a change in accounting principle in the period
of adoption. This transition provision was effectiveJanuary 1, 2003. The rescission of EITF 98-10 did not have a material impact on the Company's
financial condition or results of operations as all contracts previously marked to market under the definition provided in EITF 98-10 also met the
definition of a derivative underSEAS 133 and are properly recorded at fairvalue with gains and losses recorded in earnings. The Company reviewed
its energy contract portfolio to determine whether its contracts meet the definition of trading activities under EITF 02-3. As a result, the
Company has reclassified those contracts previously accounted for under EITF 98-10 to a net margin basis for the fiscal years ended December
31, 2002 and 2001. The Company will not report revenues and cost of energy sold on a net margin basis on a prospective basis as a result of
the application of EITF 02-3 as none of the Company's marketing activities meet the definitions of trading activities as prescribed by EITF 02-
3. For the years ended December 31, 2002 and 2001, wholesale purchases of $74.0 million and $89.4 million were netted with electric revenues
in the consolidated statement of earnings (see Note 2).
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Statement of Financial Accounting Standards No. 149, "Amendment of Statement 133 on Derivative Instruments and Hedging Activities" ("SFAS
149") was effective for all electricity contracts entered into by the Company or modified afterJune 30, 2003. Under SFAS 149, the Company treats
all forward electric purchases and sales contracts subject to unplanned netting or book-out by the transmission provider as derivative instruments
subject to mark-to-market accounting, unless the contract qualifies for the normal exception by meeting SFAS 149's definition of a capacity contract
Under this definition, the contract cannot permit net settlemen, the seller must have the resources to serve the contract and the buyer must be a
load serving entity. Upon adoption, SFAS 149 did not have a material impact on the Company's financial condition or results of operation.

EITF 03-11 was effective for the Company on October 1, 2003. EITF 03-11 gives guidance on whether realized gains and losses on derivative
contracts not held for trading purposes should be reported on a net or gross basis and concludes such classification is a matter of judgment that
depends on the relevant facts and circumstances. The Company nets all realized gains and losses on non-normal derivative transactions that do
not physically deliver and that are offset by similar transacilns during sttlement. For the year ended December 31, 2003, wholesale purchases of
$15.0 million were netted with electric revenues in the consolidated statement of earnings (see Note 2).

Stock Based Compensation
The Company accounts fof stock-based compensation using the intrinsic value method prescribed in Accounting Principles Board Opinion No. 25,
"Accounting for Stock Issued to Employees." Compensatlon cost for stock options, if any, is measured as the excess of the quoted market price of
the Company's stock at the date of grant over the exe ise price of the granted stock option. Restricted stock is recorded as compensation cost over
the requisite vesting periods based on the market value on the date of grant.

At December 31, 2003, the Company had three stock-based employee compensation plans of which stock options continue to be granted under only
two of the plans. These plans are described more fully in Note 10. Had compensation expense for the Company's stock options been recognized based

on the fair value on the grant date under the methodology prescribed by SFAS No. 123, "Accounting for Stock-Based Compensation" ("SFAS 123"),
the effect on the Company's pro form a net earnings and pro form a earnings per share would be as follows (in thousands, except per share data):

YEAR ENDED DECEMBER 31,

2003 ! 2002 ! 2001

NET EARNINGS: $ 95,173 S 63,686 $ 149,847 B

Deduct Total stock-based employee compensation eqwnse

determined under far value based method for all awards,

net of related txeffects (2.en p (4,402) (3,351)

PRO FORN A NET EARNINGS $92,973 $ 59,284 $ 146,496

Fa-gs per sbare

Basic - as reported $ 2.39 | 1.63 $ 3.83

Basic - pro form a $ 234 l 1.52 $ 3.74

Diluted - as reported s 2.37 $ 1.61 s 3.77

Diluted - pro form a $ 2.32 $ 1.50 l $ 3.69
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Accumulated Other Comprehensive Income (Loss)
Accumulated other comprehensive income (loss) reports a measure for accumulated changes in equity of the Company that results from
transactions and other economic events other than transactions with shareholders. The following table sets forth the changes in each component
of accumulated other comprehensive income (loss) (In thousands):

MARK-TO-MARKET ! ACCUMULATED
UNREALIZED FOR CERTAIN OTHER
GAIN (LOSS) MINIMUM PENSION | DERIVATIVE COMPREHENSIVE

ON SECURITIES LIABILITY TRANSACTIONS INCOME (LOSS)

BALANCEATDECEMBER31,2000 $ (1,518) $ 1.545 $ $ 27

Period dmange in:
Minimum pension liability adjustment - 28.85B - 28,&88

Unrealized holding gains arising from the period (70) _ , (70)

Reclassification adjustment for losses included in net income 526 - i - 526

Initial implementation of SFAS 133 designated cash flow hedges - - j 6,148 6,148

Change in fair market value of designated cash flow hedges _ _ - (345) (345)

Reclassification adjustment for losses included in net income - | - (6,148) (6,148)

BALANCE AT DECEMBER 31, 2001 (1,062) A 30,403 (345) 28,996

Period change in:
Minimum pension liability adjustment _ 55,061 - 55,061

Unrealizedholdinggainsarisingfromtheperiod (1.303) - _ (1,303)

Reclassification adjustment for losses included in net income 919 | - 919

Changeinfairmarketvalueofdesignatedcashflowhedges - - 10,361 j 10,361

Reclassification adjustment for losses included in net income - - 687 687 l

BALANCE AT DECEMBER 31, 2002 (1.446) ! 85,464 I 10,703 | 94,721

Period change in:

Minimum pension liability adjustment 1(9,569) j (9,589)

Unrealized holding gains arising from the period (1,916) I - I _ | (1,916)

Reclassification adjustment for losses included in net income 672 - i - 672

Changeinfairmarketvalueofdesignatedcashflowhedges - - (10,401) (10,401)

BALANCE AT DECEMBER 31, 2003 $ (2,690) $ 75.875 s 302 $ 73,487

i'

Income Taxes
The Company accounts for income taxes in accordance with the provisions of SFAS No. 109, "Accounting for Income Taxes" ("SFAS No. 109"),
which uses the asset and liability method for accounting for income taxes. Under SFAS 109, deferred tax assets and liabilities are recognized for
the estimated future tax consequences attributable to differences between the financial statement carrying value of existing assets and liabilities
and their respective tax basis. Current PRC approved rates include the tax effects of the majority of these differences. SFAS No. 109 requires that
rate-regulated enterprises record deferred income taxes for temporary differences accorded flow-through treatment at the direction of a regulatory
commission. The resulting deferred tax assets and liabilities are recorded at the expected cash flow to be reflected in future rates. Because the
PRC has consistently permitted the recovery of previously flowed-through tax effects, the Company has established regulatory liabilities and
assets offsetting such deferred tax assets and liabilities. Items accorded flow-through treatment under PRC orders, deferred income taxes and the
future ratemaking effects of such taxes, as well as corresponding regulatory assets and liabilities, are recorded in the financial statements.

Asset Impairment
The Company evaluates its tangible long-lived assets in relation to their future undiscounted cash flows to assess recoverability in accordance with
SFAS 144. Impairment testing of power generation assets is performed periodically in response to changes in market conditions. The Company
considers its power generation assets used to supply jurisdictional and wholesale markets as a combined group due to its joint dispatch of these
assets. Generation assets used primarily for reliability purposes are evaluated separately as a group. The Company did not recognize any impairment
on its long-lived assets for the years 2001 through 2003.

Change in Presentation
Certain prior year amounts have been reclassified to conform to the 2003 financial statement presentation.
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(2) SEGMENT INFORMATION
The Holding Company is an investor-owned holding company of energy and energy related businesses. Its principal subsidiary, PNM, is an integrated
public utility primarily engaged in the generation, transmission and distribution of electricity; transmission, distribution and sale of natural gas
within the State of New Mexico; and the sale and marketing of electricity in the Western United States. In addition, the Holding Company provides
energy and technology related services through its wholly owned subsidiary, Aistar.

As it currently operates, the Company's principal business segments, whose operating results are regularly reviewed by the Company's management,
are Utility Operations and Wholesale Operations ("Wholesale"). Utility Operations include Electric Services ("Electric"), Gas Services ("Gas") and
Transmission Services ("Transmission"). In 2003, the Company began allocating its business and results between the Electric and Wholesale
segments for financial reporting purposes based on the assets allocations as mandated in the Global Electric Agreement (see Note 13 -
Commitments and Contingencies - Global Electric Agreement). Certain prior period amounts have been reclassified to conform to the current year
presentation. In addition, Transmission was reclassified from Electric and disclosed as its own business segment during the second quarter of 2003.

The following segment presentation is based on the methodology that the Company's management uses for making operating decisions and
assessing performance of its various business activities. As such, the following presentation reports operating results without regard to the effect

of accounting or regulatory changes and similar one-time items not related to normal operations. Reconciliation to the consolidated financial
statements is provided.

In addition, adjustments related to EITM Issue 02-03 "Issues Related to Accounting for Contracts Involved in Energy Trading and Risk
Management Activities" and 03-11 "Reporting Realized Gains and Losses on Derivative Instruments that are subject to FASB statement No. 133
and Not Held for Trading Purposes" are excluded. These accounting pronouncements require a net presentation of trading gains and losses and
realized gains and loss for certain non-trading derivatives. Management evaluates wholesale operations on a gross presentation basis due to its
net asset-backed marketing strategy and the importance it places on the Company's ability to repurchase and remarket previously sold capacity.
The Company has publicly referred to this as "velocity".

Utility Operations
ELECTRIC 55

Electric consists of the distribution and generation of electricity for retail electric customers in New Mexico. The Company provides retail electric
service to a large area of north central New Mexico, including the cities of Albuquerque and Santa Fe, and certain other areas of New Mexico.
Customer rates for retail electric service are set by the PRC based on the provisions of the Global Electric Agreement.

GAS
Gas distributes natural gas to most of the major communities in New Mexico, including two of New Mexico's three largest metropolitan areas,
Albuquerque and Santa Fe. The Company's customer base includes both sales-service customers and transportation-service customers. PNM
purchases natural gas in the open market and resells it at cost to its distribution customers. As a result, increases or decreases in gas revenues
resulting from wholesale gas price fluctuations do not impact the Company's consolidated gross margin or earnings.

TRANSMISSION
The Company owns or leases transmission lines, interconnected with other utilities in Ne vMexico and south and east into Texas, west into Arizona,
and north into Colorado and Utah. Transmission revenues consist of sales to third parties as well as to Electric and Vholesale.

Wholesale Operations
Wholesale consists of the generation and sale of electricity into the wholesale market based on three product lines that include long-term contracts,
forward sales and short-term sales. The source of these sales is supply created by selling the unused capacity of jurisdictional assets as well as the
capacity of the Company's wholesale, plants excluded from retail rates. Both regulated and unregulated generation is jointly dispatched in order to
improve reliability, provide the most economic power to retail customers and maximize profits on any wholesale transactions.

Long-term contracts include sales to firm-requirements and other wholesale customers with multi-year arrangements. These contracts range
from 2 to 17 years with an average of 7.5 years. Forward sales include third party purchases in the forward market that range from I month to
3 years. These transactions do not qualify as normal sales and purchases as defined in SFAS 133, and thus are generally marked to market.
Short-term sales generally include spot market, hour ahead, day ahead and week ahead contracts with terms of 30 days or less. Also included
in short-term sales are sales of any excess generation not required to fulfill PNM's retail load and contractual commitments. Short-term sales
also cover the revenue credit to retail customers as specified in the Global Electric Agreement.
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Corporate and Other
The Holding Company performs substantially all of the corporate activities of PNM. These activities are billed to PNM on a cost basis to the extent
they are for the corporate management of PNM and are allocated to the operating segments. The Holding Company's wholly-owned subsidiary
Avistar, was formed in August 1999 as a New Mexico corporation and is currently engaged in certain unregulated and non-utility businesses. In
January 2002, Avistar was dividended by PNM to the Holding Company pursuant to an order from the PRC.

Summarized financial information by business segment for the year ended December 31, 2003 is as follows (In thousands):

UTILITY

ELECTRIC I GAS I TRANSUWSSION I ELIMINATIONS I TOTAL

2003:
Operating revenues:

External customers s 543.850 5 358,287 $ 19,453 $ _ $ 921.570
Intersegment revenues - - 32,499 (32,499)

Depreciation and amortization 63,428 22,186 10.104 - 95,718
Interest income 28,703 2,437 (34) - 31.106
Interest charges 24,737 13,406 6.506 - 44,709
Total income tax expense (benefit) 34,649 (84) 3,233 - 37,798
Operating income 56,587 11,451 11,417 - 79,455
Segment net income (loss) 51,435 (128) 4,933 - 56,240

TOTAL ASSETS 1,429,291 509,111 275,301 _ 2,213.703
GROSS PROPERTY ADDITIONS 74,922 45,616 | 33.901 - I 154,439

CORPORATE I
WHOLESALE AND OTHER j CONSOLIDATED

2003.
Operating revenues:

External customers $ 548.847 5 (14,703X ) $ 1,456,714
Intersegment revenues (1,535)

Depreciation and amortization 14,230 5.701 115,649
Interest income 5,493 | 3.922 40,521
Interest charges 15,562 5,91s 66.189
Total income tax expense (benefit) 12.725 (22.634)(b) 27,889
Operating income 30,997 8,140 118,592
Segment net income (loss) 19,416 (17,104Xb) 58,552

TOTAL ASSETS 426,372 739.554 3.378,629
GROSS PROPERTY ADDITIONS . 14,620 8,145 177,204

(a) Reflects EBF 03-11 impact, underwhich wholesale revenues and the associated cost ofenergy of $15.0 million are rclassified to a net margin basis in acoordance with GAAP.

(b) Includes $9.5 million write-off of transition costa net of tax benefit of $7.2 million, due to the repeal of deregulation in New Mexico, and the $10.0 million write-
off related to refinancing of long-term debt, net of tax benefit of $6.6 million, reduced consolidated net earnings.
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Summarized financial information by business segment for the year ended December 31, 2002 is as follows (In thousands):

UTILITY

ELECTRIC i GAS I TRANSMISSION 1 ELIMINATIONS I TOTAL_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ t _ _ _ _ _

2002:
Operating revenues: j

Extemal customers 4 9 j S 277,406 $ 23,150 S - $ 847,495

Intersegment revenues - - f 31,950 (31,950) -

Depreciationand amortization. 2673 8,741 - 89,068

Interest income 30,790 436 29 - 31,255

Interest charges f 13.546 5,988 - 47.043

Total income tax expense (benefit) 37,482 | 3,755 4.475 - 45,712

Operating income QUM 17,672 13,159 99,201

Segment net income 57,194 5,731 6,827 - 69,752

TOTAL ASSETS *AV-40I 563,395 1 224,637 - 2,230,136

GROSS PROPERTY ADDITIONS 134,483 46,676 15.472 1 196,631

CORPORATE

WHOLESALE AND OTHER CONSOLIDATED

2002:
Operating revenues:

Extemalcustomers 5f fD $ (
7

2581X(a) $ 1,118,694

Intersegment revenues - -

Depreciation and amortization 4,533 102,409

Interest income 4,946 8,753 44,954 D

Interest charges 6.021 61,412

Total income tax expense (benefit) (1,613) (11,0
6 8

)b.c) 33,031

Operating income (loss) i (825Xb) 101,774

Segment net income (loss) (2,461) (3,
6

05)(ci 63,686

TOTAL ASSETS f ! 636,655 3,247,227

GROSS PROPERTY ADDITIONS 23,190 | 20,404 240.225

(a) Reflects EMT02-3 imp4 underwhich wholesale revenues am the id oest of energyof $74.0 milion are reclassified to anet margin basis in aonance with GAMT.

O) Includes re-alignment costs due to the negative impact on the wholesale market uncertainty of $5.3 million, net of tax benefit of $3.5 million, and severance costs

due to a workforce reduction of $0.9 million, net of tax benefit of $0.6, which reduced consolidated operating income and net earnings.

(c) The Company recognized a $1.5 million gain, net of tax expense of $1.0 million, from the reversal of a reserve due to the successful resolution of litigation stemming

from the terminated Westem Resources transaction, which was oset by a $2.7 write-off, net of tax benefit of $1.9 million, of a transmission line project.

Summarized financial information by business segment for the year ended December 31, 2001 is as follows (In thousands):

UTILITY

ELECTRIC I GAS i TRANSMISSION i ELIMINATIONS i TOTAL

2001:' !
Operating revenues:

External customers $ 371,265 $ 26,553 I - $ 930,491

Intersegment revenues _ I - 31,273 (31,273)

Depreciation and amortization - 20,362 7,328 87,042

Interest income 33,751 596 24 34,371

Interestcharges 11.807 4,562 48,217

Total income tax expense (benefit) 24,986 1,605 4,475 31,066

Operating income 14,657 12,886 80,409

Segment net income 38,124 2,451 6,828 47,403

TOTAL ASSETS Ace 524.130 209,504 2,485,115

GROSS PROPERTY ADDITFONS 159,223 ' 48,978 18,067 I 226,268
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CORPORATE
WHOLESALE AND OTHER CONSOLIDATED

2001:

Operating revenues:
Extemalcustomers $ 1,411,500 $ (87,813)(a) $ 2,254,178
lntersegrnent revenues - - -

Depreciation and amortization 5.774 4,120 96.936

Interest income 5,234 9,137 48,742

Interest charges 17.063 (440) 64,840

Total income tax expense (benefit) 79,404 (29,407)(b) 81,063

Operating income 136,237 6,031 222,677
Segment net income (loss) 121,161 j (18,717)(b) 149,847

TOTAL ASSETS 377,585 264,902 3,127,602
GROSS PROPERTY ADDITIONS 23,631 14,945 264,844

(a) Reflects EITF02-3 impact, underwhicliwholesale revenues and the associated cost ofenergy of $89.4 million are reclassified to anet margin basis in accordancessith GAAR
(b) Includes a Company contribution of $3.0 million, net of tax benefit of $2.0 million, to the PINM Foundation, a $7.9 million write-off, net of tax benefit of $5. 1 million,

of nonrecoverable coal mine decommissioning costs, the $7.8 million write-off, net of tax benefit of $5.2 million, of impaired Aistar investments, and the costs associated
wsith the terminated acquisition of Western Resources of $10.9 million, net of tax benefit of $7.1 million, reduced consolidated net earnings.

13) REGULATORY ASSETS AND LIABILITIES
The Company is subject to the provisions of SFAS 71 with respect to operations regulated by the PRC and the FERC. Regulatory assets represent
probable future recovery of previously incurred costs, which hill be collected from customers through the ratemaking process. Regulatory liabilities
represent probable future reductions in revenues associated with amounts that are to be credited to customers through the ratemaking process.
Regulatory assets and liabilities reflected in the Consolidated Balance Sheets as of December 31, relate to the following (In thousands):

2003 j 2002

Az&..

Alssets:

Current
PGAC $ 10,416 $ 941

Gas Take-or-Pay Costs 5,020 120

SUBTOTAL 15,436 1,061

Defim-rd
Mine Reclamation Costs 92,521 100,877
Deferred Income Taxes 70.576 69,029
Financing Costs 26,368 -
Transition Costs - 16,720

Loss on Reacquired Debt 20,9316 7,345
Other 5,015 2,312
Total Deferred Assets 215,416 196.283

TOTAL ASSETS 230,852 197.344

Liabilities.

Deferred:
Asset retirement obligation (27,976)

Deferred Income Taxes (35,974) 3 (38,941)

Cost of Removal (235,992) (227,933)
Unrealized loss on PINGS decommissioning trust (6,479) (3,813)
Gain on Reacquired Debt (1,351) (1.503)
P'NGS Prudence Audit (4,306) (4.682)
Settlement due Customers (1,242) (1,325)
Other (3,064) (1,755)
TOTAL DEFERRED LIABILITIES (316,384) (279,962)

NET REGULATORY LIABILITIES $ (85,532) $ (82,608)
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Substantially all of the Company's regulatory assets and regulatory liabilities are reflected in rates charged to customers or have been addressed
in a regulatory proceeding. The Company receives or pays a rate of return on these regulatory assets and regulatory liabilities, except for mine
reclamation costs, deferred income taxes, interest rate hedging costs, and unrealized loss on PVNGS decommissioning trust.

In 2001, the Company wTote off $11.1 million of regulatory assets of which $8.1 million related to-non-recoverable transition costs and $3.0
million for other non-recoverable regulatory assets. See Note 13 - "Commitments and Contingencies - Global Electric Agreement" regarding
2003 write-off of transition costs.

In August 2001, the Company signed an agreement with San Juan Coal Company ("SJCC") and Tucson Electric Power Company ("Tucson")
to replace two surface mining operations with a single underground mine located adjacent to the SJGS. The Company recorded a regulatory
asset of $113 million for the estimated costs anticipated to close the surface mining operation. In 2001, the Company wrote off $13.0 million
for the portion of coal mine decommissioning costs associated with the Company's FERC firm requirements customers and a portion of SJGS
Unit 4. The Company will recover the remaining $100 million of costs associated with coal mine decommissioning that are attributed to New
Mexico retail customers pursuant to its Global Electric Agreement which provides for a 17-year recovery of these costs beginning in September
2003. In 2003, the Company completed a comprehensive review of these costs and costs related to the decommissioning of the current underground
mine and made adjustments to the liability and the related regulatory asset based on the resulting changes in estimate (see Note 12).

The Company is permitted, under SPAS 71, to accrue the estimated cast of removal and salvage associated with certain of its assets through depreciation
expense. Cost of removal, net of salvage, allowed under rate regulations was included in accumulated depreciation. The amounts accrued in
depreciation are not associated with AROs recorded in accordance with SWAS 143. With the adoption of SPAS 143, the Company has reclassified $236.0
million and $227.9 million of removal costs from accumulated depreciation to regulatory liabilities as of December 31, 2003 and 2002, respectively.

The Company accounts for its postretirement benefits other than pensions ("OPEB") costs on an accrual basis. Therefore, the Company does not
defer any OPEB costs as regulatory assets.

PNM had $46.0 million of tax-exempt bonds outstanding that were callable at a premium beginning December 15, 2002, and an additional $136.0
million that became callable at a premium in August 2003. With the intention of refinancing these bonds, PNM had hedged the entire planned
refinancing by entering into five forward starting interest rate swaps in the fourth quarter of 2001 and the first quarter of 2002. The Company 59
received regulatory approval to refund the tax-exempt bonds on October 29, 2002. The refinancings were completed on May 23, 2003.

The forward starting interest rate swaps were terminated on May 13, 203 for a cash settlement of $27.1 million. This amount has been capitalized
by the Company as a financing cost and will be amortized over the life of the bonds.

Based on a current evaluation of the various factors and conditions that are expected to impact future cost recovery, the Company believes that its
regulatory assets are probable of future recovery.

(4) CAPITALIZATION
Changes in common stock for PNM Resources, Inc. and Subsidiaries are as follows (Dollars in thousands):

COUMON STOCK

NUMBER AGGREGATE
OF SHARES PAR VALUE

Balance at December31, 2001 39.117,7 i$ 625.632

Exercise of stock options - (2,412)

Tax benefit from exercise of stock options - 899

Balance at December 31, 2002 39,117,799 j 624,119

Restricted stock rights - 31

Exercise of stock options - (9,130)

Tax benefit from exercise of stock options , 3,637

Pension contribution 1,121,495 28,609

ESPP purchase 1g,7ID 456

Balance at December 31, 2003 40,258,997 | $ 647,722

Common Stock
The number of authorized shares of common stock of the Holding Company is 120 million shares with no par value. The number of shares
issued and outstanding was 40,258,997 and 39,117,799 as of December 31, 2003 and 2002. In 2003, the Holding Company issued 19,703 common
shares for the Employee Stock Purchase Plan for $0.5 million. OnJune 11, 2003, a contribution of 1,121,495 Holding Company common shares
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(approximately $28.6 million) was made to the Company's retirement plan (see Note 9 for further discussion). Also, $6.0 million of stock
options, net of taxes, were exercised in 2003. The only change to common stock of the Holding Company in 2002 was for the exercise of stock
options of $1.5 million, net of taxes.

The declaration of common dividends is dependent upon a number of factors including the ability of the Holding Companys subsidiaries to pay
dividends. Currently, PNM is the Holding Company's primary source of dividends. As part of the order approving the formation of the Holding
Company, the PRC placed certain restrictions on the ability of PNM to pay dividends to its parent.

The PRC order imposed the following conditions regarding dividends paid by PNM to the holding company: PNM can not pay dividends which
cause its debt rating to go below investment grade; and PNM can not pay dividends in any year, as determined on a rolling four quarter basis,
in excess of net earnings without prior PRC approval. InJanuary 2003, with the signing of the Global Electric Agreement, the PRC modified the
PNM dividend restriction to allow PNM to dividend earnings as well as equity contributions made by the Holding Company. Additionally, PNM
has various financial covenants which limit the transfer of assets, through dividends or other means.

In addition, the ability of the Company to declare dividends is dependent upon the extent to which cash flows will support dividends, the availability
of retained earnings, the financial circumstances and performance, the PRC's decisions in various regulatory cases currently pending and which
may be docketed in the future, the effect of federal regulatory decisions, Congressional and legislative acts, and market economic conditions
generally. Conditions imposed by the PRC on holding company formation, future growth plans and the related capital requirements and standard
business considerations may also affect the Company's ability to pay dividends.

Consistent with the PRC's holding company order, PNM paid cash dividends of $49.6, $59.0 and $127.0 million to the Holding Company for the
years ended December 31, 2003, 2002 and 2001 respectively.

On February 18, 2003, the Holding Company's board of directors approved a 4.5% increase in the common stock dividend. The increase raised the
quarterly dividend to $0.23 per share, for an indicated annual dividend of $0.92 per share.

On February 17, 2004, the Holding Company's board of directors approved a 4.3% increase in the common stock dividend. The increase raised the
quarterly dividend to $0.24 per share, for an indicated annual dividend of $0.96 per share.

Cumulative Preferred Stock
No Holding Company preferred stock is outstanding. The Holding Company's restated articles of incorporation authorize 10 million shares of
preferred stock, which may be issued without restriction. The number of authorized shares of PNM cumulative preferred stock is 10 million
shares. PNM has 128,000 shares, 1965 Series, 4.58%, par value of $100 per share, of cumulative preferred stock outstanding. The 1965 Series
does not have a mandatory redemption requirement but may be redeemable at 102% of the par value with accrued dividends. The holders of
the 1965 Series are entitled to payment before the holders of common stock in the event of any liquidation or dissolution or distribution of assets
of PNM. In addition, the 1965 Series is not entitled to a sinking fund and cannot be converted into any other class of stock of PNM.

Long-Term Debt
On March 11, 1998, PNM modified its 1947 Indenture of Mortgage and Deed of Trust so that no future bonds can be issued under the mortgage.
While first mortgage bonds continue to serve as collateral for Pollution Control Bonds ("PCBs") in the outstanding principal amount of $65.0
million, the lien of the mortgage covers only PNM's ownership interest in PVNGS. Senior unsecured notes ("SUNs"), which were issued under
a senior unsecured note indenture, serve as collateral for PCBs in the outstanding principal amount of $520.8 million. With the exception of
the $65.0 million of PCBs secured by first mortgage bonds, the SUNs are and will be the senior debt of PNM.

On May 13, 2003, the Company priced $182.0 million of tax-exempt pollution control bonds at an initial interest rate of 2.75%. The bond sale closed
on May 23, 2003. By April 1, 2004, $146.0 million of bonds will need to be remarketed and $36.0 million of bonds will need to be remarketed by

July 1, 2004. A portion of the proceeds were used to redeem the $46.0 million of pollution control bonds, which became callable on December 15,
2002. The remaining $136.0 million was used to redeem $136.0 million of pollution control bonds in August 2003. The Company had previously
entered into various forward swaps in 2001 and 2002, to hedge the interest rate on the refinancing (see Note 6 - Fair Value of Financial Instruments
- Forward Starting Interest Rate Swaps).

The premium paid to refinance the pollution control bonds was $3.6 million. The balance of the unamortized debt issuance costs associated
with the pollution control bonds that were retired was $3.8 million. These amounts were capitalized as loss on reacquired debt. The portion of
unamortized loss on reacquired debt associated with the FERC firm requirements customers and plant excluded from ratebase of $1.0 million
was written off in conjunction with the refinancing of the pollution control bonds. The remaining balance will be amortized over the life of the
new bonds and is expected to be recovered through PRC approved retail rates.
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Pursuant to PRC approval, on September 9,2003, PNM issued and sold $300.0 million aggregate principal amount of its senior unsecured notes
with a 4.40%Y interest rate that will mature September 15, 2008. The transaction closed on September 17, 2003 and the proceeds were used to
retire $268.4 mnillion of long-term debt with a 7.10% interest rate that would otherwise have matured in August 2005, pay the transaction costs,
and improve working capital. The premium paid to refinance the long-term debt was $23.9 million of which $16.6 million was charged against
earnings based on prior regulatory agreements. The remaining balance was capitalized as loss on reacquired debt and will be amortized over
the life of the new debt.

On December 20, 2002, the Holding Company acquired the equity interest of the grantor trust that owns 60% of the EIP transmission line and
related facilities held under an operating lease. As a result, the Company capitalized the 60%/o interest and $26.2 million of related debt was
consolidated on the Company's balance sheet. This debt was previously disclosed and reported as an off balance sheet lease obligation. The EIP
debt bore interest at the rate of 10.25%, requires semi-annual principal and interest payments and matures on April 1, 2012. On April 1, 2003,
PNM exercised its early buyout option of this 60% interest and related lease. Through the exercise of the early buyout, PNM was able to retire
the $26.2 million of debt. The Company will continue to exclude $4.0 million of lease obligations relating to the 40% interest that the Company
does not own from the consolidated balance sheet.

Revolving Credit Facility and Other Credit Facilities
At December 31, 2003, PNM had a $300.0 million unsecured revolving credit facility (the "Facility") with an expiration date of November 21,
2006. PNM must pay commitment fees of 0.275% per year on the unused amount of the Facility. PNM must also pay a utilization fee of .125%
for all borrowings in excess of 33% of the committed amount. PNM also had $23.0 million in local lines of credit. In addition, the Holding
Company has a $20.0 million reciprocal borrowing agreement with PNM and $15.0 million in local lines of credit.

Therewere $20.0million in outstandingborrowings beaing inrst at an interest rate of 2.275% underthe Facility as of December31, 2003. Onjanuary
20,2004, this amountwas reducedto $10.0 millionoutstandingat an interest rate of 2.225%. PNMwas in compliance with all covenants underthe Facility.

Commercial Paper
On August 27, 2003, the Company entered into an unrated private issuance commercial paper program. The Company will periodically issue
up to $50.0 million in unrated commercial paper for the shorter of 120 days or the maturity of the Company's Credit Facility. The commercial
paper is unsecured and the proceeds were used to reduce revolving credit borrowings. The Company's Credit Facility serves as a backstop for the
outstanding commercial paper. As of December 31, 2003, $50.0 million was outstanding.

Asset Securitization
On April 8, 2003, PNM entered into a transaction providing for the securitization of PNM's retail electric service accounts receivable and retail gas
service accounts receivable ("AR Securitization"). The total capacity under the AR Securitization is $90.0 million. Under the AR Securitization, PNM
will periodically sell its accounts receivable, principally retail receivables, to a bankruptcy remote subsidiary, PNM Receivables Corp., which in turn
pledges an undivided interest in the receivables to an unaffiliated conduit commercial paper issuer. This transaction was previously approved by the
PRC on December 17, 2002. As of December 31, 2003, the Company had borrowed $54.9 million under the AR Securitization, which was secured
by $114.5 million of accounts receivable. PNM Receivables Corp. is consolidated in the Company's financial statements.

(5) LEASE COMMITMENTS
PNM leases interests in Units 1 and 2 of PVNGS, certain transmission facilities, office buildings and other equipment under operating leases. The
lease expense for PVNGS is $66.3 million per year over base lease terms expiring in 2015 and 2016. Covenants in PNM's PVNGS Units I and 2 lease
agreements limit PNM's ability, without consent of the owner participants in the lease transactions, (i) to enter into any merger or consolidation,
or (ii) except in connection with normal dividend policy, to convey, transfer, lease or dividend more than 5% of its assets in any single transaction
or series of related transactions.

In 1985 and 1986, the Company entered into a total of eleven sale and lease back transactions with owner trusts under which it sold and leased
back its entire 10.2% interest in PVNGS Units 1 and 2, together with portions of the Company's undivided interest in certain PVNGS common facilities.
In 1998, PNM established PVNGS Capital Trust ("Capital Thist") for the purpose of acquiring all the debt underlying the PVNGS leases. PNM
consolidates Capital Tirust in its consolidated financial statements. The purchase was funded with the proceeds from the issuance of $435 million
of SUNS (see Note 4), which were loaned to Capital Thrst. Capital Tust then acquired and holds the debt component of the PVNGS leases. For legal
and regulatory reasons, the PANGS lease payment continues to be reiorded and paid gross with the debt component of the payment returned to
PNM via Capital Trust. As a result, the net cash outflows for the PVNGS lease paymentwere $14.2, $13.2 and $12.4 million in 2003, 2002 and 2001,
respectively The summary of PNM's future minimum operating lease payments below reflects the net cash outflow related to the PWNGS leases.

PNM's other significant operating lease obligations include a leased interest in the EIP transmission line with annual lease payments of $2.9
million and a power purchase agreement for the entire output of a gas-fired generating plant in Albuquerque, New Mexico, with imputed
annual lease payments of $6.0 million.
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Future minimum operating lease payments (in thousands) at December 31, 2003 are:

2004 29,068o i

2005 30,724

2006 31,542

2007 32,426

2008 33,370
Later years 268,410

TOTAL MINIMUM LEASE PAYMENTS $ 426,540

Operating lease expense, inclusive of the net PVNGS lease payment, was approximately $33.4 million in 2003, $34.9 million in 2002 and $32.7
million in 2001. Aggregate minimum payments to be received in future periods under non-cancelable subleases are approximately $3.6 million.

6) FAIR VALUE OF FINANCIAL INSTRUMENTS

GAAP defines the fair value of a financial instrument as the amount at which the instrument could be exchanged in a current transaction
between willing parties, other than in a forced sale or liquidation. Although management uses its best judgment in estimating the fair value of
these financial instruments, there are inherent limitations in any estimation technique. Therefore, the fair value estimates presented herein are
not necessarily indicative of the amounts that the Company could realize in a current transaction. Fair value is based on market quotes provided
by the Company's investment bankers and trust advisors. The market prices used to value PNM's mark-to-market energy portfolio are based on
closing exchange prices and over-the-counter quotations.

The carrying amounts reflected on the consolidated balance sheets approximate fair value for cash, temporary instruments, receivables, and
payables due to the short period of maturity. The carrying amount and fair value of the Company's financial instruments (including current
maturities) at December 31 are (In thousands):

2003 I 2002

CARRYING AMOUNT FAIR VALUE j CARRYING AMOUNT FAIR VALUE

Long-Term Debt $ 987.210 $ 1,029,349 $ 980,092 $ 1,027,435

Investment in PVNGS Lessors' Notes $ 347.870 $ 424,731 $ 368.010 $ 436,345

Availableforsaleinvestments $ 86,456 $ 86,456 $ 152,352 $ 152,352

The Company's available-for-sale securities include assets held in trust for its share of decommissioning costs of PYNGS and its executive retirement
program. The trusts hold equity and fixed income securities. These amounts are included in other investments on the balance sheeL The carr)ing
value, gross unrealized gains and losses and estimated fair value of investments in available-for-sale securities are as follows (In thousands):

2003

CARRYING VALUE ! UNREALIZED GAINS j UNREALIZED LOSSES FAIR VALUE

Available-for-sale: ' l
Equity securities 42,269 13,893 (344) 55,818

U.S. Government securities 4,858 361 (31) i 5,188

Corporate bonds 11 ' - I - 11

Municipal bonds 19,250 I 1,316 (13) [ 20,553

Other investments 4,895 - (9) 4.886

71,283 15,570 (397) I 86,456
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2002

CARRYING VALUE UNREALIZED GAINS ! UNREALIZED LOSSES I FAIR VALUE

Available-for-sale:
Mortgage-backed securities
Equity securities
U.S. Government securities
Corporate bonds
Municipal bonds
Other investments

f 2 ZMO
33.145
cm

21,229

14,716

$ 4,134

410

438

1,394

702

$ 7.078

$ (1.514)

(93)

(19)

(24)

$ (1,650)

$ 35.263

33,462

32,885

22.599

13,427

14,716

S 152,352

At December 31, 2003, the available-for-sale securities held by the Company had the following maturities (in thousands):

CARRYING VALUE I FAIR VALUE

Within I year
After 1 year through 5 years

After 5 years through 10 years
Over 10 years

Equity securities
Other investments

C7 I.

2,857

UP
17,024

4.623

$ 1,482

2,889

3,126

18,518

55,818

4,623

$ 86,456

The proceeds and gross realized gains and losses on the disposition of available-for-sale investments are shown in the following table. Realized gains
and losses are determined by specific identification of curss of seurities sold. The short-term investment balance was fully redeemed in the year
ended December 31, 2003 and included in proceeds from sales (in thousands).

e3

2003 1 2002 2001

Proceeds from sales

Gross realized gains

Gross realized losses

W. 1bM
?.68

(S,84

$ 219,880

2,537

(7,624)

$ 80,943

3.077

(7,476)

The Company uses derivative financial instruments to manage risk as it relates to changes in natural gas and electricity prices, interest rates of
future debt issuances and adverse market changes for investments held by the Company's various trusts. The Company also uses certain derivative
instruments for wholesale electricity sales in order to take advantage of favorable price movements and market timing activities in the wholesale
power markets.

Natural Gas Contracts
Pursuant to a 1997 order issued by the New Mexico Public Utility Commission, the predecessor to the PRC, the Company is allowed to hedge
certain portions of natural gas supply contracts to protect the Company's natural gas customers from the risk of adverse price fluctuations in
the natural gas market. All hedge gains and losses from these hedges are recoverable through the Company's purchased gas adjustment clause
("PGAC") if deemed prudently incurred by the PRC. As a result, earnings are not affected by gains or losses generated by these instruments.

PNM purchased gas options to protect its natural gas customers from the risk of price fluctuations during the 2003-2004 heating season, PNM
expended $9.5 million to purchase gas options that limit the maximum amount the Company would pay for gas during the winter heating
season. The Company recovered its actual hedging expenditures as a component of the PGAC during the months of October 2003 through
February 2004 in equal monthly allotments of $1.9 million.

In 2002, PNM purchased gas options to protect its natural gas customers from the risk of price fluctuation during the 2002-2003 heating season. PNM
expended $6.0 million to purchase options that limit the maximum amount the Company would pay for gas during the winter heating season. The
Company recovered its actual hedging expenditures as a component of the PGAC during the months of October 2002 through February 2003 in equal
allotments of $1.2 million.
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Electricity Contracts
The Company's wholesale operations entered into various forward physical contracts for the purchase and sale of electricity with the intent to
optimize its net generation position. These contracts do not qualify for normal purchase and sale designation pursuant to SFAS 133, and are
considered derivatives and marked to market as required by SFAS 133.

For the year ended December 31, 2003, the Company's Wholesale Operations settled derivative forward contracts for the sale of electricity that
generated $165.9 million of electric revenues bydelivering 3.5 million megawatt hours ("MWh"). The Company settled derivative forward contracts
for the purchase of electricity of $157.7 million or 3.5 million MtWh of electricity to support these contractual sales and other open market sales
opportunities. For the year ended December 31, 2002, the Company's Wholesale Operations settled forward contracts for the sale of electricity
that generated $43.9 million of electric revenues by delivering 1.2 million MWh. The Company settled derivative forward contracts for the purchase
of electricity of $74.5 million or 1.4 million MNah of electricity to support these contractual sales and other open market sales opportunities. For
the year ended December 31, 2001, the Company's Wholesale Operations settled derivative forward contracts for the sale of electricity that generated
$77.9 million of electric revenues by delivering 2.1 million M\Xh. The Company settled derivative forward contracts for the purchase of electricity
of $76.7 million or 1.9 million MRWh of electricity to support these contractual sales and other open market sales opportunities.

As of December 31, 2003, the Company had open derivative forward contract positions to buy $30.6 million and to sell $28.6 million of electricity. At
December 31, 2003, the Company had a gross mark-to-market gain (asset position) on these derivative forward contracts of $3.4 million and a gross
mark-to-market loss (liability position) of $3.0 million, with a net mark-to-market gain (asset position) of $0.4 million recorded in other current assets
and liabilities, respectively. The change in mark-to-market valuation is recognized in earnings each period and is recorded in operating revenues.

The Company's Wholesale Operations also entered into forward physical contracts for the sale of the Company's electric capacity in excess of
its retail and wholesale firm requirement needs, including reserves. In addition, the Company entered into forward physical contracts for the
purchase of retail needs, including reserves, when resource shortfalls exist. The Company generally accounts for these financial instruments
as normal sales and purchases as defined by SFAS 133, as amended. From time to time the Company makes forward purchases to serve its
retail needs when the cost of purchased power is less than the incremental cost of its generation. At December 31, 2003, the Company had open
forward positions classified as normal sales of electricity of $236.0 million and normal purchases of electricity of $115.6 million, both of which
are not recorded in the financial statements.

The Company's Wholesale Operations, including both firm commitments and other wholesale sale acti ities, are managed through a net asset-backed
strategy, whereby the Company's aggregate net open position is covered by its own excess generation capabilities. The Company is exposed to market
risk if its generation capabilities were disrupted or if its retail load requirements were greater than anticipated. If the Company were required to cover
all or a portion of its net open contract position, it would have to meet its commitments through market purchases.

The Company is exposed to credit risk in the event of non-performance or non-payment by counterparties of its financial and physical derivative
instruments. The Company uses a credit management process to assess and monitor the financial conditions of counterparties. The Company's
credit risk with its largest counterparty as of December 31, 2003 and December 31, 2002 was $23.5 million and $18.7 million, respectively.
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(7) EARNINGS PER SHARE

In accordance with SFAS No. 128, Earnings per Share, dual presentation of basic and diluted earnings per share has been presented in the

Consolidated Statements of Earnings. The following reconciliation illustrates the impact on the share amounts of potential common shares and

the earnings per share amounts (In thousands, except per share amounts):

2003 2002 2001

BASC:

Net Earnings Before Cumulative Effect of a Change in A.zounting Principle
Cumulative Effect of a Change in Accounting Principle, net of tax d $ 23,999
Net Earnings
Average Number of Common Shares Outstanding

Net Earnings per Share of Common Stock (Basic)
Earnings Before Cumulative Effect of Changes in Accounting Principles

Cumulative Effect of Changes in Accounting Principles, net of tax
Net Earnings per Share of Common Stock (Basic)

Dluted:

* 58,552

36,621

S 95,173

39,747

S 2.39

1.47

0.29

$ 2.39

$ 63,686

$ 63,666

39.118

$ 1.63

1.63

$ 1.63

$ 149,847

$ 149,847

39.118

$ 3.63

3.83

$ 3.83

Ne
Cu
Ne

Ae
Dil
Ave
Ne
Ea
Cu
Ne

tEarningsBeforeCumulativeEffectofaChangeinAccountingPrirple $ 58,2 S 63,686 $ 149.847

mulative Effect of a Change in Accounting Principle, net of tax of $23,999 36,621 | _
t Earnings $ 95,173 $ 63,686 $ 149.847

mrage Number of Common Shares Outstanding 39.747 39,118 39,118

luted Effect of Common Stock Equivalents (a) 390 325 613

erage Common and Common Equivalent Shares Outstanding 40,137 39.443 39,731

t Earnings per Share of Common Stock (Diluted) S 2.37 $ 1.61 X $ 3.77

mings Before Cumulative Effect of Changes in Accounting Principls 1.46 1 1 3.77

mulative Effect of Changes in Accounting Principles, net of tax - j ,

t Earnings per Share of Common Stock (Diluted) $ 2.37 $ 1.61 $ 3.77

(a) Excludes the effect of average anti-dilutive common stoic equvlents relMa to out of-the-money options of 871,493 and 1,602,277 for the years ended' December 31,

2003 and 2002, respectively There were no anti-dilutive oommon stock equivalents in 2001.

(8) INCOME TAXES

Income taxes before cumulative effect of changes in aaounting principles consist of the following components (In thousands):

2003 2002 2001

!
Current Federal income tax
Current state income tax
Deferred Federal income tax
Deferred state income tax
Amortization of accumulated investment tax credits

TOTAL INCOME TAXES

Charged to operating expenses
Charged to other income and deductions

Total income taxes

12,4

S 27,889

t *I,

(183)

S. S79

$ (9,327)

(1,780)

38,413

8,856

(3,131)

$ 33,031

$ 20,887

12,144

$ 33,031

$ 97,661

21,220

(28,967)

(5,712)

(3,139)

$ 81,063

$ 88,769

(7,706)

$ 81,063
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The Company's provision for income taxes, before cumulative effect of changes in accounting principles, differed from the Federal income tax
computed at the statutory rate for each of the years shown. The differences are attributable to the following factors (In thousands):

2003 2002 1 2001

Federal income tax at statutory rates $ 30,459 S 34,056 S 81,024

Investment tax credits (3,121) (3,131) (3,139)

Depreciation of flow-through items 2,023 2,112 2,249

Gains on the sale and leaseback of PVNGS Units I and 2 (527) (527) (527)

Equity income from passive investments - - (1,100)
Annual reversal of deferred income taxes accrued atpriortax rates (1,963) (1,963) (1.963)

Valuation reserve - (6,552)

Research and development credit (9M6) (551) -

Affordable housing credit (960) (947) i

Allowance for funds used during construction (906) --
State income tax 4,161 1 4,715 10,706

Other (312) (733) 445

TOTAL INCOME TAXES S 27,6X9 $ 33.031 5 81,063

EFFECTIVE TAX RATE 32.05% 33.95% 35.02%

The components of the net accumulated deferred income tax liability were (In thousands):

2003 2002

Deferred Tax Assets:
Nuclear decommissioning costs S 32,181 $ 32.102

Regulatory liabilities related to income taxes 34,725 37,656

Minimum pension liability 4M92 56,008
Other 44,225 57,373

TOTAL DEFERRED TAX ASSETS to0,823 183,229

Deferred Tax Liabilities:
Depreciation (5145) (216,425)

Investment tax credit (38,462) (41,563)

Regulatory assets related to income taxes (09.327) (67,744)

Asset retirement obligations (24,524) |

Other (71,65z) 1 (38,792)

TOTAL DEFERRED TAX LIABILITIES (449,383) (364,544)

NET ACCUMULATED DEFERRED INCOME TAX LIABILITIES $ 28,560) $ (181,315)

The following table reconciles the change in the net accumulated deferred income tax liability to the deferred income tax expense included in the
consolidated statement of earnings for the period:

Net change in deferred income tax liability per above table $ 107,245

Change in tax effects of income tax related regulatory assets and liabilities (4,514)

Tax effect of mark-to-market on investments available for sale (10,863)

Tax effect of excess pension liability (6.316)

Tax effect of cumulative effect of changes in accounting principles (23,999)

Other 126

DEFERRED INCOME TAX EXPENSE FOR THE PERIOD $ 61,679
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The Company has no net operating loss carryforwards as of December 31, 2003.

The Company defers investment tax credits related to rate regulated assets and amortizes them over the estimated useful lives of those assets.

All federal income tax years prior to 2000 are closed. Tax years 2000 and 2001 are currently under examination by the IRS. Although the Company
does not expect any significant adjustments to the tax provision as a result of the IRS examination, management is unable to determine the final
outcome of the IRS examination at this time.

There are no material differences between the provision for income taxes and deferred income taxes between the Company and PNM.

(9) PENSION AND OTHER POST-RETIREMENT BENEFITS
In 2003, the Company changed the actuarial valuation measurement date for the pension plan and other post-retirement benefits from September
30 to December 31 to better reflect the actual pension balances as of the Company's balance sheet dates and recognized a cumulative effect of a
change in accounting principle of $0.8 million, net of taxes at $0.5 million (see Note 17).

Pension Plan
The Company and its subsidiaries maintain a qualified defined benefit pension plan which covers eligible union and non-union employees,
including officers. The pension plan was frozen at the end of 1997 with regard to new participants. The pension plan is non-contributory and
provides for benefits to be paid to eligible employees at retirement based primarily upon years of service with the Company and the average of
their highest annual base salary for three consecutive years. The Company's policy is to fund actuarially-determined contributions.
Contributions to the plan reflect benefits attributed to employees' years of service to date and also for services expected to be provided in the
future. Pension plan assets primarily consist of common stock, fixed income securities, cash equivalents and real estate.

In December 1996, the Board of Directors approved changes to the Company's pension plan and the implementation of a 401(k) defined
contribution plan effective January 1,1998. Salaries used in pension plan benefit calculations were frozen as of December31, 1997. Additional
credited service can be accrued under the pension plan up to a limit determined by age and years of service. The Company contributions to the
401(k) plan consist of a discretionary contribution equal to 3% of eligible compensation, and a discretionary matching contribution equal to
75% of the first 6% of eligible compensation contributed by the employee on a before-tax basis. Beginning January 1, 2004, the Company will 67
make a non-matching contribution ranging from 3% to 10% of eligible compensation based on the eligible employee's age. The Company
contributed $9.0, $9.5 and $9.0 million in the years ended December 31, 2003, 2002 and 2001, respectively.

In January 2002, the Company made an aggregate contribution of $23.5 million to fund pension and other post-retirement benefit plans. An
additional aggregate contribution of $1.1 million was made in September 2002 and $1.5 million in December 2002. On May 13, 2003, the
board of directors approved the use of Holding Company common stock in the funding of the Company's pension plan as well as its retiree
medical trust. Corporate plan sponsors may make contributions of common stock to their defined benefit plans of up to 10% of the value of
the portfolio without the approval of the United States Department of Labor ("DOL") provided that the contribution does not otherwise constitute
a prohibited transaction under the Employee Retirement Income Security Act ("ERISA"). On June 11, 2003, a contribution of 1,121,495
Holding Company common shares (approximately $28.9 million in market value) was made to the Company's pension plan. The Company
does not plan to make any contributions in 2004 to the pension plan.

The pension plan and other post-retirement benefits have in place a policy that defines the investment objectives; establishes performance goals
of the asset managers, and provides procedures for the manner in which investments are to be reviewed. The Plan implements its investments
strategies to achieve the following objectives:

* Maximize the retum on assets, commensurate with the risk that the Corporate Investment Committee deem appropriate to: meet the obligations
of the pension plan and other post-retirement benefits; minimize the volatility of the pension expense; and account for contingencies; and

* Generate a rate of return for the total portfolio that equals or exceeds the actuarial investment rate assumption.

Management is responsible for the determination of the asset target mix and the rate of return. The Company's current target asset mix was
applied to an investment consultant's asset model to determine the assumption of a 9% rate of return. The investment consultant's asset model
assumption set consists of forward looking mean retums, standard deviations, and a correlation matrix for asset classes of interest to institutional
clients. The investment consultant's asset model evaluates asset assumptions on an annual basis and more frequently when substantial changes
in market conditions indicate.
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The following sets forth the pension plan's funded status, components of pension costs and amounts (in thousands) at the pension plan
measurement date of December 31, 2003 and September 30, 2002:

PENSION BENEFITS 2003 ! 2002

Change in Projected Benefit Obligation:

Projected benefit obligation at beginning of year $ 426.888 $ 373.434

Service cost 5,1S9 5,539

Interest cost 28089 27,238

Actuarial loss 26,166 37,632

Benefits paid (22,135 (20.518)

Plan change - 3,560

PROJECTED BENEFIT OBLIGATION AT END OF PERIOD 483,794 426.885

Change in Plan Assets:

Fair value of plan assets at beginning of year 319, 13 339.838

Actual return on plan assets 80,126 I (20.207)l

Contributions 48,958 20.000

Benefits paid (22,535) (20.518)

FAIR VALUE OF PLAN ASSETS AT END OF YEAR 425,654 319.1 13

Funded Status (38,140) (107,772)

Unrecognized net actuarial loss 120,995 144,328

Unrecognized prior service cost 2,927 3,109

PREPAID PENSION COST 2 85,739 t S 39,685

!
The amounts recognized in the Consolidated Balance Sheet consist of:-

Prepaid benefit costs $ 85,782 $ 39.685

Additional minimum liability (123,922) (147,437)

S (,140) $ (107,772)

Weighted -Average Assumptions Used to Determine Projected Benefit Obligation as of December 31, 2003 and September 30, 2002

2003 2002

Discount rate 6.50% 6.75%

Expected return on plan assets 9o00% 9.00%

PENSION BENEFITS 2003 1 2002 1 2001

Components of Net Periodic Benefit Cost:

Sernice cost S 5,189 S 5,5W $ 5,544.

Interest cost 2O,089 27,238 25,758

Expected return on plan assets (35,10D9 (34,497) (29,488)

Amortization of net loss (gain) 3,910 _ (847)

Amortization of transition obligation - - (1,158)

Amortization of prior service cost 317 326 34

Net periodic pension benefit cost(income) $ 2,396 ! $ (1,394) $ (157)

Weighted -Average Assumptions Used to Determine Net Periodic Benefit Cost as of December 31, 2003 and September 30, 2002 and 2001

2003 2002 2001

Discount rate 6.75% 7.50% 8.25i

Expected return on plan assets 9.00% 9.00%7.750%

Rate of compensation increase NIAIWA KWA
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The following table outlines the asset allocation for the pension plan as of December 31:

2003 2002

Equitysecurities S 61%,
Debt securities 25% 29%

Real estate 8% 10%
Other 2%I -

The pension plan is currently targeting the following asset allocation for 2004:

Domestic Equity
Non-US Equity 10.0%
Fixed Income
Real Estate 5.0%

Private Equity
Absolute Return 10.0%

Other Post-Retirement Benefits
The Company provides medical and dental benefits to eligible retirees. Currently, retirees are offered the same benefits as active employees after
taking Medicare into consideration. The following sets forth the other post-retirement benefits' funded status, components of net periodic benefit
cost (in thousands) at the measurement date of December 31, 2003 and September 30, 2002:

OTHER BENEFITS

2003 2002

Change in Benefit Obligation:
Benefit obligation at beginning of )ear 5t ffM9: i $ 109,408 Go

Service cost 306 | 2,694

Interest cost 22(40 8,082

Plan participant's contributions 1,534 | 795

Amendments (i1,M, (31,960)

Unrecognized actuarial loss 10,187 | 32,623
Expected benefit paid {W1|j, (3,346)

BENEFIT OBLIGATION AT END OF PERIOD 114,012 117,796

Change in Plan Assets:
Fair value of plan assets at beginning of year 40,594

Actual return on plan assets 11,555 (6,478)

Employer contribution 6.322

Participant contribution 1,534 795

Benefits paid wil (3.846)

Fair value of plan assets at end of year ,0,967 37,387
Funded Status, (80,409)

Employer contribution after measurement date - , 1,538
Unrecognized net transition obligation tam 18,171

Unrecognized net actuarial loss 72r987 74,048

Unrecognized prior service cost (4,11 (31,960)

ACCRUED POST-RETIREMENT COSTS (22,01) $ (18,612)

Weighted - Average Assumptions Used to Determine Projected Benefit Obligation as of December 31, 2003 and September 30, 2002

2003 2002

Discount rate .5x % 6.75%

Expected return on plan assets 9.0% I 900%
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OTHER BENEFITS

2003 J 2002 ! 2001

Components of Net Periodic Benefit Cost
Senice cost $ 3,086 $ 2,694 2,844

Interest cost 7,840 j 8,082 7,906

Expected return on plan assets (4,592) (4,505) (3.412)

Prior senice cost amortization (2,593) - -

Amortization of net loss 4,124 1 1,320 799

Amortization of transition obligation 1,817 1,817 1,817

NET PERIOOIC POST-RETIREMENT BENEFIT COST $ 9,682 $ 9,408 $ 9,764

Weighted -Average Assumptions Used to Determine Net Periodic Benefit Cost as of December 31, 2003 and September 30, 2002 and 2001

2003 2002 1 2001

Discount rate 675% 7.50% 8.25%

Expected return on plan assets:
401 (I) and union VEBA 9.00% 9.00% 7.75%

Non-union vEBA 9.0 7.50% 6.25%

Rate of compensation increase NWA N/A NIA

In 2003, the other post-retirement benefits plan was amended to reflect the changes to the benefit coverage provided to both current and future
retirees. In 2002, the other post-retirement benefits plan was amended to reflect the charge in cost-sharing provisions of the retiree's contribution
made toward medical costs and the elimination of a tobacco surcharge.

The effect of a 1% increase in the health care trend rate assumption would increase the accumulated post-retirement benefit obligation as of
December 31, 2003, by approximately $9.2 million and the aggregate service and interest cost components of net periodic post-retirement benefit cost
for 2003 by approximately $2.2 million. The health care cost trend rate is expected to decrease to 6.00% by 2010 and to remain at that level thereafter.

The following table outlines the asset allocation for the other post-retirement benefits as of December 31:

2003 2002

Equity securities 43% 10i %

Debt securities 7%

The Company is currently targeting an asset allocation of 50%o equity securities and 500% debt securities in 2004.

Executive Retirement Program
The Company has an executive retirement program for a group of management employees. The program was intended to attract, motivate and
retain key management employees. The Company's projected benefit obligation for this program, as of the plan measurement date of December
31, 2003 and 2002, was $19.9 million and $19.0 million, respectively. As of December 31, 2003 and 2002, the Company has recognized an
additional minimum liability of $4.7 million and $4.1 million, respectively, for the amount of unfunded accumulated benefits in excess of
accrued pension costs. The net periodic cost for 2003, 2002 and 2001 was $1.6 million, $1.7 million and $1.7 million, respectively In 1989, the
Company established an irrevocable grantor trust in connection with the executive retirement program. Under the terms of the trust, the
Company may, but is not obligated to, provide funds to the trust, which was established with an independent trustee, to aid it in meeting its
obligations under the program. Marketable securities in the amount of approximately $6.9 million (fair market value of $7.8 million) are
presently in the trust. No additional funds have been provided to the trust since 1989.

(10) STOCK-BASED COMPENSATION PLANS
The Company's Performance Stock Plan ("PSP") expired on December 31, 2000. The PSP was a non-qualified stock option plan, covering a group
of management employees. Options to purchase shares of the Holding Company's common stockwere granted at the fair market value of the shares
at the close of business on the date of the grant. Options granted through December 31, 1995 vested onJune 30, 1996 and have an exercise term of
up to 10 years. All subsequent awards granted between December 31, 1995 and February 2000, vest three years from the grant date of the awards.
All options vest upon death, disability, retirement, impaction or involuntary termination other than for cause. Awards granted in December 2000
vest ratably over three years on the anniversary of the grant date. The maximum number of options authorized that could be granted through
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December 31, 2000 was 5.0 million shares of Holding Company common stock. Although the authority to grant options under the PSP expired on
December 31, 2000, the options that were granted continue to be effective according to their terms.

A new employee stock incentive plan, the Omnibus Performance Equity Plan ("PEP"), became effective with the formation of the Holding
Company on December 31, 2001. The PEP provides for the granting of non-qualified stock options, incentive stock options, restricted stock rights,
performance shares, performance units and stock appreciation rights to officers and key employees. The total number of shares of Holding
Company common stock subject to all awards under the PEP may not exceed 2.5 million, subject to adjustment under certain circumstances
defined in the PEP. The number of shares of Holding Company common stock subject to the grant of restricted stock rights, performance shares
and units and stock appreciation rights is limited to 500,000 shares. Re-pricing of stock options is prohibited unless specific shareholder approval
is obtained. In 2003, 811,900 options were awarded. Under the PEP, 47,157 options were exercised in 2003. The number of options and restricted
stock rights outstanding as of December 31, 2003 were 1,586,409 and 1,620, respectively.

Stock options may also be provided to non-employee dirtos of the Company under the Company's Director Retainer Plan ("DRP"). The number
of options granted in 2003 under the DRP was 40,000 shares with an exercise price of $24.07 and 10,000 shares with an exercise price of $25.90.
Under the DRP plan, vesting occurs on the date of the next annual meeting after the award. Under the DRP 1,500 options were exercised in 2003,
4,000 in 2002 and 4,000 in 2001. The number of options outstanding as of December 31, 2003, was 121,500. Restricted stock issuances were based
on the fair market value of the Company's common stock at the close of business on the date of grant and vest ratably three years on the anniversary
of the grant date. Amendments to the DRP were approved by the shareholders onJuly 3, 2001 and the amended plan became the DRP for the new
Holding Company on December 31, 2001. Under the DRP, the maximum number of authorized shares was 200,000 (including shares previously
granted) through July 1, 2005. The annual retainer is payable in cash and stock options. The exercise price of stock options granted under the
DRP is determined by the fair market value of the stock at the close of business on the grant date.

All stock incentives (options, restricted stock and performance shares) issued to employees are awarded under the initial amount of shares
authorized according to the PEP and DRP plan. Exercised stock options are purchased and sold on the open-market on the date of exercise.

A summary of the status of the Company's stock option plans at December 31, and changes during the years then ended is presented below

71
2003 2002 2001

WEIGHTED WEIGHTED WEIGHTED
AVERAGE AVERAGE AVERAGE
! EXERCISE EXERCISE EXERCISE

FIXED OPTIONS SHARES PRICE SHARES PRICE SHARES PRICE

Outstandingatbeginningofyear ' ,510.522 j 2,981,301 $ 19.100 3,336,221 $19.120

Granted 861,900 9333 901,620 $25.745 6,000 $22.610

Exercised 356,132 $18.044 i 299.951 $19.610

Forfeited 24,451 $19 6 16,167 $21.390 i 60,969 $17.961

Outstanding at end of year S290346 ! 3510,622 2,981,301

Options exercisable at year-end 1,528,749 1,525,345 . | 1197 i

Options available for future grant ' 04 | 1,777,880 2,500,000

The following table summarizes information about stock options outstanding at December 31, 2003:
OPTIONS OUTSTANDING OPTIONS EXERCISABLE

WEIGHTED lil
AVERAGE WEIGHTED WEIGHTED

NUMBER REsiA1INIGO AVERAGE NUMBER I AVERAGE
OUTSTANDING CONTRACTUAL i EXERCISE EXERCISABLE EXERCISE

RANGE OF EXERCISE PRICES AT 12131103 LIFE PRICES AT 12131/03 PRICES

DRP $ 0 -$27.35 121,5t S 21.152 76,835 $19.016

PSP $11.50 - $24.313 1,580,817 5.56 years $ 20.724 1,227,959 $21.039

PEP $ 0 - $28.22 t 1 S 22.665 223,955 $25.803

3,290,346 702 years 1$21670 1 528,749 $21.635
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The following table summarizes weighted-average fair value of options granted during the year.

2003 ! 2002 ! 2001

PEP s 4.91 7.42 $ -

DRP $ 5.14 $ 7.03 $ 13.94

Total fair market value of all options granted (in thousands) $ 1,44 i $ 6,677 S 83

The fair value of each option grant is determined on the date of grant using the Black-Scholes option-pricing model with the following weighted-
average assumptions:

2003 2002 1 2001

Dividend field ai88%m 3.43% i 3.10%

Expected volatility 45A9% i 33.62% 33.99%

Risk-free interest rates 4J00% 4.87% 5.38%

Expected life 10.0 oyr io1.0 years I 10.0 years

(11) CONSTRUCTION PROGRAM AND JOINTLY-OWNED PLANTS

The Company's construction expenditures for 2003 were approximately $177.2 million, including expenditures on jointly-owned projects. The
Company's proportionate share of operating and maintenance expenses for the jointly-owned plants is included in operating expenses in the
consolidated statements of eamings.

At December 31, 2003, the Company's interests and investments in jointly-owned generating facilities are (In thousands):

| ; CONSTRUCTION
PLANTIN ACCUMULATED | WORK IN COMPOSITE

STATION tFUEL TYPE) SERVICE DEPRECIATION PROGRESS INTEREST

San Juan Generating Station (Coal) $ 693,524 $ 362,864 I $ 4.897 46.30%

Palo Verde Nuclear Generating Station (Nuclear) $ 238,168 $ 62,138 $ 18,787 | 10.20%

FourComersPowerPlantUnits4and5 (Coal) s 120,593 , S 86,079 $ 5,436 13.00%

'Includes the Companys interest in PANGS Unit 3, the Company's interest in common facilities for all PVNGS units and the Company's owned interests in PANGS Units I and 2.

San Juan Generating Station (SJGS")
The Company operates and jointly owns SJGS. At December 31, 2003, SJGS Units I and 2 are owned on a 50% shared basis with Thcson Electric
Power Company, Unit 3 is owned 50% by the Company, 41.8%° by Southern California Public Power Authority ("SCPPA") and 8.2% by Tri-State
Generation and Transmission Association, Inc. Unit 4 is owned 38.457% by the Company, 28.8% by M-S-R Public PowerAgency ('M--R"), 10.04%
by the City of Anaheim, California, 8.475% by the City of Farmington, 7.2% by the County of Los Alamos, and 7.028% by Utah Associated Municipal
Power Systems.

Palo Verde Nuclear Generating Station (PVNGS")
The Company is a participant in the three 1,270 .MW units of PVNGS, also known as the Arizona Nuclear Power Project, with Arizona Public Service
Company ("APS") (the operating agent), Salt River Project, El Paso Electric Company ("El Paso"), Southern California Edison Company, SCPPA
and The Departrment of Water and Power of the City of Los Angeles. The Company has a 10.2% undivided interest in PVNGS, with portions of its
interests in Units I and 2 held under leases. (See Note 12 for additional discussion.)

Four Corners Power Plant (Four Corners)
The Company is a participant in two 755 MW units of Four Corners with APS (the operating agent), El Paso, Salt River Project, Southern California
Edison Company, and Tucson Electric Power Company. The Company has a 13% undivided interest in Units 4 and 5 of Four Corners.

(12) ASSET RETIREMENT OBLIGATIONS
The Company identified the asset retirement obligation ("ARO") liability on the decommissioning of the Company's nuclear generation facilities
and fossil fuel generation plants. The Company's transmission and distribution facilities are also subject to SFAS 143. The majority of these
assets, however, have an indeterminable useful life and settlement date. As such, an ARO liability for transmission and distribution assets would
not be recognized until a reasonable estimate of the fair value of these assets can be made and a settlement date becomes known. In 2003, the
Company did not identify any material AROs associated with the transmission and distribution assets.
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Previously, the Company had recognized decommissioning costs for its fossil fuel and nuclear generation facilities ratably over approved cost
recovery periods. Upon implementation of SFAS 143 the net difference between the amounts determined to represent legal AROs under SFAS 143
and the Company's previous method of accounting for decommissioning costs, has been recognized as a cumulative effect of a change in
accounting principle, net of related income taxes (see Note 17). Additionally, certain amounts accrued for nuclear decommissioning costs over
the Company's legal AROs for its nuclear generation facilities have been reclassified as regulatory liabilities.

The effects of adoption of SFAS 143 standard are based on the Company's interpretation of the standard and determination of underlying
assumptions, such as the Company's discount rate, estimates of the future costs for decommissioning and the timing of the removal activities
to be performed. Any changes in these assumptions underlying the required calculations may require revisions to the estimated ARO when identified.

A reconciliation of the Company's asset retirement obligations is as follows (In thousands):

OECEMBER 31, 2003

Upon adoption atljanuay 1, 2003 5 42,
Liabilities incurred 623

Liabilities settled
Accretion expense 3,592

Revisions to estimate
$ 46,416

(13) COMMITMENTS AND CONTINGENCIES
Long-Term Power Contracts
PNM has a power purchase contract with Southwestern Public Service Company ("SPS"), which originally provided for the purchase of up to 200
MW, expiring in May 2011. PNM may reduce its purchases from SPS by 25 MW annually upon three years' notice. PNM provided such notice to reduce
the purchase by 25 MW in 1999 and by an additional 25 MW in 2000. PNM also is party to a master power purchase and sale agreement with SPS,
dated August 2, 1999, pursuant to which PNM has agreed to purchase 72 MW of firm power from SPS from 2002 through 2005. Beginning May 2004, 73
PNM will purchase an additional 45 MW of firm energy through 2005, increasing to 67 MNW in 2006. PNM has 70 MW of contingent capacity obtained
from El Paso under a transmission capacity for generation capacity trade arrangement through September 2004. Beginning October 2004 and
continuing throughJune 2005, the capacity amount is 39 MW. PNM holds a purchased power agreement ('PPA") with Tri-State for 50 MW through
June 30, 2010. In addition, PNM is interconnected with various utilities for economy interchanges and mutual assistance in emergencies.

In 1996, PNM entered into an operating lease for the rights to all the output of a new gas-fired generating plant for 20 years. The operating lease's
maximum dependable capacity is 132 MW. InJuly 2000, the plant went into operation. The gas turbine generating unit is operated by Delta-Person
Limited Partnership ("Delta") and is located on PNM 's retired Person Generating Station site in Albuquerque, New vMexico. Primary fuel for the gas
turbine generating unit is natural gas, which is procured by Wholesale on the open market and delivered by Gas through its transportation services.
In addition, the unit has the capability to utilize low sulfur fuel oil in the event natural gas is not available or cost effective.

In July 2001, PNM entered into a long-term wholesale power contract with Texas-New Mexico Power ("TNP") to provide power to serve a portion
of TNP's New Mexico retail load. The contract, which comniencdJuly 1, 2001, expires December 31, 2006. PNM provided varying amounts of firm
power on demand to complement existing contracts for the first two years of the agreement. As those contracts expired at the end of 2002, PNM
became TNT's sole supplier for its load in New Mexico. In the last year of the contract, it is estimated that TNP wtill need 114 MW of firm power.

In December 2002, PNM entered into a 27 month contraft to supply 80 MW of power to U.S. Navy facilities in San Diego, California PNM began
delivering power under the contract January 1, 2003. TIhe contract runs through March 2005.

In 2002, PNM entered into an agreement with FPL Energy LLC ("FPL"), a subsidiary of FPL Group, Inc., to develop a 200 MW wind generation
facility in New Mexico. PNM began receiving commercial power from the project in June 2003. FPL Energy owns and operates the New Mexico
Wind Energy Center ("NMWE"), which consists of 136 wind-powered turbines on a site in eastern New Mexico. PNM has a contract to purchase
all the power generated by the NMWE for 25 years. In 2003, PNM received approval from the PRC for a voluntary tariff that allows PNM retail
customers to buy wind-generated electricity for a small monthly premium. Power from the facility not subscribed by PNM retail customers under
the voluntary program is sold on the wholesale market, either within New Mexico or outside the state.
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PNM successfully completed a number of long-term contracts during 2003. In September 2003, PNM entered into a long-term contract to
supply between 15 and 25 MW of power to Overton Power District Number 5 in Southern Nevada. The contract began October 1, 2003 and
runs through December 31, 2007. In October of 2003, PNM completed a five-year contract to sell Salt River 50 megawatts of wind power and
associated renewable energy credits from the NMWE for the third quarter of each year from 2004 through 2008. In December 2003, PNM
completed an agreement to supply up to 35 megawatts of power to the Mesa, Arizona, municipal utility. PNNl is replacing Ohio-based American
Electric Power (AEP) as supplier under a contract that runs through 2013.

Coal Supply
The coal requirements for the SJGS are being supplied by San Juan Coal Company ("SJCC"), a wholly-owned subsidiary of BHP Billiton. SJCC
holds certain Federal, state and private coal leases under an underground coal sales agreement ("coal agreement") pursuant to which it will supply
processed coal for operation of the SJGS until 2017. The coal agreement is a cost plus contract. SJCC is reimbursed for all costs for mining and
delivering the coal plus an allocated portion of administrative costs. In addition, SJCC receives a return on its investment. BHP Minerals
International, Inc. has guaranteed the obligations of SJCC under the coal agreement. This guarantee is with respect to SJCC's obligations as
defined in the coal agreement and protects against contingencies such as SJCC non-performance, insolvency, bankruptcy, reorganization, dissolution,
and other corporate or organizational adversities. The coal agreement contemplates the delivery of approximately 91 million tons of coal during
its remaining term. That amount would supply substantially all the requirements of the SJGS through approximately 2017.

In August 2001, the Company and Tucson Electric Power Company ("1Tcson") signed the coal agreement with SJCC to replace two surface mining
operations with a single underground mine located adjacent to the plant. The initial development of the underground mine began in the fourth
quarter of 2000. After the longwall equipment became operational in October 2002, the mine was expected to achieve full station supply in March
of 2003. It did not achieve this production level until December 2003, necessitating partial coal supply from existing inventory. Despite geological
issues that impeded the underground mine production rates and efficiencies that were expected, SJGS fuel costs declined by 3.5% between 2002 and
2003. SJCC and the Company continually review coal cost projections and work with the Company's mine consultants to incorporate the experience
gained from the first full year mining operations.

Four Corners Power Plant ("Four Comers") is supplied wvith coal under a fuel agreement between the owners and BHP Navajo Coal Company
("BNCC"), under which BNCC agreed to supply all the coal requirements for the life of the plant. The current fuel agreement which has been
recently extended, expires July 6, 2016. The extension of the agreement did not materially affect the coal cost forecast. BNCC holds a long-term
coal mining lease, with options for renewal, from the Navajo Nation and operates a surface mine adjacent to Four Comers with the coal supply
expected to be sufficient to supply the units for their estimated useful lives.

In connection with both the SJGS coal agreement and the Four Comers fuel agreement, the owners are required to reimburse SJCC and BNCC for
the cost of coal mine decommissioning or reclamation. Final mine reclamation occurs when mining production activities conclude. The Company
considers these costs part of the cost of delivered coal costs over the life of the respective mine. This liability is recorded at estimated fair value based
on the expected cash out-flow's to be made to reimburse SJCC and BNCC for their reclamation activities. These cash floes are discounted at a credit
adjusted risk-free rate. The liability is accreted and an appropriate incremental cost is recognized using the interest method.

In 2003, the Company completed a comprehensive review with the help of an outside consulting firm of the final reclamation costs for both the
surface mines that previously provided coal to SJGS and the current underground mine providing coal. Based on this study, the Company revised
its estimates of the final reclamation of the surface mine. In addition, the mining contract with BNCC supplying Four Comers was renewed until
2016. Previously the Companyhad recognized obligations related to these surface mines of $113.9 million. Based on these changes in estimate, the
final cost of reclamation is expected to be $139.3 million in accreted dollars. In 2002 and 2003, the Company made payments of $36.6 million and
$12.9 million, respectively, against this liability. As of December 31, 2003, $56.9 million was recognized as the Company's obligation for reclamation
using the fair value method to determine the liability.

In the Global Electric Agreement (see "Global Electric Agreement" below), the Company was allowed to collect $100 million of surface mine final
reclamation costs over the next 17 years. The Company expects to recover the remaining amount in a future rate case. In addition, the Company
expects to recover the portion of final underground mine reclamation costs related to New Mexico ratepayers in future rate cases.

The underground mine began commercial operation inJanuary 2003. The Company recognized a reclamation liability of $0.6 million related to
mining activities in 2003.

Natural Gas Supply
The Company contracts for the purchase of gas to serve its retail customers. These contracts are short-term in nature supplying the gas needs for the
current heating season and the following off-season months. The price of gas is a pass-through, whereby the Company recovers 100%/ of its cost of gas.

The natural gas used as fuel by Electric and Wholesale was delivered by Gas. In the second quarter of 2001, Electric and Wholesale began procuring
its gas supply independent of the Company and contracting with Gas for transportation services only.
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Steam Generator Tubes
APS, as the operating agent of PVNGS, has encountered tube cracking in the steam generators and has taken, and will continue to take, remedial
actions that it believes have slowed the rate of tube degradation. The projected service life of steam generators is assessed on an on-going basis. Two
replacement steam generators were installed in Unit 2 during its Fall 2003 refueling outage. The Company's share of the fabrication and installation
costs were approximately $24.7 million as of December 31, 2003.

The PVNGS participants ("Participants") have approved the purchase of replacement steam generators for Units I and 3. Preliminary work for the
installation of the replacement steam generators has also been approved by the Participants. These actions will provide the Participants with options
regarding the replacement of steam generators in Unit 1 and Unit 3. Unit 1 could be replaced as early as Fall 2005, should the Participants choose
to do so. The Company estimates that its portion of the fabrication and installation costs and associated power upgrade modifications for Units I
and 3, will be approximately $46 million over the period 2002-2008 (exclusive of replacement power costs), should installation of the ordered
replacement steam generators be approved.

PVNGS Decommissioning Funding
PNM has a program for funding its share of decommissioning costs for PVNGS. The nuclear decommissioning funding program is invested in
equities and fixed income instruments in qualified and non-qualified trusts. The results of the 2001 decommissioning cost study indicated that
PNM's share of the PVNGS decommissioning costs, excluding spent fuel disposal, would be approximately $201 million (measured in 2001 dollars).

PNM provided an additional $3.1 million, $10.7 million and $6.1 million funding for the year ended December 31, 2003, 2002 and 2001,
respectively, into the qualified and non-qualified trust funds. The estimated market value of the trusts for the year ended December 31, 2003 was
approximately $78.7 million.

Nuclear Spent Fuel and Waste Disposal
Pursuant to the Nuclear Waste Policy Act of 1982, as amended in 1987 (the "Waste Act"), the United States Department of Energy ("DOE") is
obligated to accept and dispose of all spent nuclear fuel and other high-level radioactive wastes generated by domestic power reactors. Under the
Wtaste Act, the DOE was to develop facilities necessary for the storage and disposal of spent nuclear fuel and to have the first facility in operation
by 1998. The DOE has announced that such a repository cannot be completed before 2010.

The operator of PVNGS has fuel storage pools at PANGS, which accommodates fuel from normal operation of PVNGS. To continue to allow full core
offload capability, older fuel is being placed in dry storage casks and removed from the Units. Through December 31, 2003, the operator of PVNGS
has loaded 10 dry storage casks and placed the casks in the completed dry storage facility. Fuel from Unit 3 will be removed from the Unit 3 fuel
storage pool during the first quarter of 2004. PNM currently estimates that it will incur approximately $41.0 million (in 2001 dollars) over the life
of PVNGS for its share of the fuel costs related to the on-site interim storage of spent nuclearfuel during the operating life of the plant PNM accrues
these costs as a component of fuel expense, meaning that the charges are accrued as the fuel is burned. The Company has accrued $1.0 million in
each of 2003 and 2002 for interim storage costs. The operator of PVNGS currently believes that spent fuel storage or disposal methods will be available
for use by PVNGS to allow its continued operation. The dry storage facility has the space to hold all fuel anticipated to be used during the licensed
life of PVNGS.

PVNGS Liability and Insurance Matters
The Participants have financial protection for public liability 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 $300.0 million
and the balance by an industry-wide retrospective assessment program. If losses at any nuclear power plant covered by the programs exceed the
primary liability insurance limit, the Company could be assessed retrospective adjustments. Effective August 20,2003, the maximum assessment
per reactor under the program for each nuclear incident increases from approximately $88 million to approximately $101 million. The
retrospective assessment is subject to an annual limit of $10.0 million per reactor per incident. Based upon the Company's 10.2% interest
in the three PVNGS units, the Company's maximum potential assessment per incident for all three units is approximately $31 million, with
an annual payment limitation of approximately $3 million per incident. If the funds provided by this retrospective assessment program
prove to be insufficient, Congress could impose revenue-raising measures on the nuclear industry to pay claims.

Possible Price-Anderson Act Changes
Versions of comprehensive energy bills proposed for adoption by Congress contain provisions that would amend Federal Law (the "Price-Anderson
Act") addressing public liability from nuclear energy hazards in ways that would increase the annual limit on retrospective assessments (see
"PVNGS liability and Insurance Matters" above) from $10.0 million to $15.0 million per reactor per incident with the Company's annual exposure
per incident increasing from approximately $3.0 million to $4.5 million.

The Company believes that such changes in applicable law if enacted, would not result in a "deemed loss event" being declared by the equity
investors in respect of the Company's sale and leaseback transactions of P\VNGS Units I and 2.
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Global Electric Agreement
On October 10, 2002, PNMI announced that it had agreed with the PRC staff, the New Mexico Attorney General ("AG"), and other consumer groups
on a Global Electric Agreement that provided for joint support for the repeal of a majority of the New Mexico Electric Utility Industry Restructuring
Act of 1999, as amended ("Restructuring Act"), a fixed rate path, procedures for the Company's participation in unregulated generating plant activities
and other regulatory issues. The ratepath is effective for services rendered September 1, 2003 through December 31, 2007. Based on the normal time
frame for rate proceedings in New Mexico of ten months, a change in rates would not happen until late 2008. The Global Electric Agreement was
approved by the PRC in January 2003. Legislation repealing the Restructuring Act and continuing the authorization for utilities to participate in
unregulated generating plant activities for a limited time according to the Global Electric Agreement was passed by the New Mexico Legislature and
signed into law by the Governor on April 8,2003. In the Global Electric Agreement, PNM agreed to forego recovery of the costs incurred in preparing
to transition to a competitive retail market in New Mexico under the repealed law. This resulted in a charge of $16.7 million, pre-tax, in the first quarter
of 2003. As a result of the repeal of the Restructuring Act, PNM has re-applied the accounting requirements of SFAS 71 to its regulated generation
activities effective January 2003, which did not have a material effect on the Company's financial condition or results of operations.

Gas Rate Case
On January 10, 2003, PNM filed a general gas rate case, requesting that the PRC approve an increase in the service fees charged to its 441,000 natural-gas
customers. PNM's proposal would have increased both the set monthly service fee and the charge tied to monthly usage. Such fees are separate from
the cost of gas charged to customers. The monthly cost of gas charge would not be affected by the fee increase.

On June 25, 2003, PNM, the PRC Staff, and a group of industrial consumers filed a settlement allowing the Company a $20.0 million annual
revenue increase in base cost of service rates, a $1.6 million annual increase in miscellaneous fees and charges and the recovery of $4.4 million
in previously approved costs. The settlement rates were proposed to go into effect for bills rendered in November 2003. A final order disapproving
the settlement was issued on November 3, 2003.

The Company successfully sought rehearing of the final order disapproving the stipulation. In its request for rehearing, the Company proposed
two alternatives for delaying the residential rate increase. The rehearing was held on November 25, 2003. As a result of the rehearing, the PRC
in January 2004 unanimously approved the stipulation. Under the stipulation, the residential rate increase will go into effect with bills rendered
in April 2004. The approved rates will increase gas revenues approximately $22.0 million annually. The Company will forego the recovery of any
revenue lost as a result of the delay. All other rate increases go into effect with the first billing cycle after the date of the final order approving the
amended stipulation, January 13, 2004.

Water Supply
Because of New Mexico's arid climate and current drought conditions, there is a growing concern in New Mexico about the use of water for power
plants. The availability of sufficient water supplies to meet all the needs of the state, including growth, is a major issue. The Company has secured
water rights in connection with the Afton and Lordsburg plants and water availability does not appear to be an issue for these plants at this time.

The Four Comers region, in which SJGS and Four Corners are located, has been experiencing drought conditions that may affect the water supply
for the Company's generation plants. If adequate precipitation is not received in the watershed that supplies the Four Comers areas, the plants may
be affected in 2004 and the future. The United States Bureau of Reclamation ("USBR") has been requested to approve a supplemental contract for
8,300 acre feet per year for a one-year term ending December 31, 2004. Environmental approvals are also in the process of being obtained for the
supplemental contract PNM has also signed a voluntary shortage sharing agreement with tribes and other water users in the SanJuan Basin for a
one-year term ending December 31, 2004. Environmental approvals for that agreement are pending. A similar agreementwas entered into in 2003.
Although PNM does not believe that its operations will be materially affected by the drought conditions at this time, it cannot forecast the weather
situation or its ramifications, or how regulations and legislation may impact PNM's situation in the future, should the drought continue.

Western United States Wholesale Power Market
Various circumstances, including electric power supply shortages, weather conditions, gas supply costs, transmission constraints, and alleged
market manipulation by certain sellers, resulted in the well-publicized "California energy crisis" and in the bankruptcy filings of the California
Power Exchange ("Cal PX") and of Pacific Gas and Electric Company ("PG&E"). However, since the third quarter of 2001, conditions in the
Western wholesale power market have changed substantially because of regulatory actions, conservation measures, the construction of additional
generation, a decline in natural gas prices relative to levels reached during the California energy crisis and regional economic conditions.

As a result of the foregoing conditions in the Western market, the FERC and other federal and state governmental authorities are conducting
investigations and other proceedings relevant to the Company and other sellers. The more significant of these in relation to the Company are
summarized below.
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California Refund Proceeding
San Diego Gas and Electric Company ("SDG&E") and other California buyers have filed a complaint with the FERC against sellers into
the California wholesale electric market. Hearings were held in September 2002, and the administrative law judge ("ALJ") issued the
"Proposed Findings on California Refund Liability" in Demfer 2002, in which it was determined that the Cal ISO had, for the most part,
correctly calculated the amounts of the potential refunds owed by sellers. The ALJ identified what were termed "ballpark" figures for the
amount of refunds due under the order in an appendix to the proposed findings document PNM was identified as having a refund liability
of approximately $4.3 million, while being owed approximately $7 million from the Cal ISO. Pursuant to the FERC's order, PNM filed, in
conjunction with the competitive supplier group, initial comments in January 2003 to the ALJ's preliminary findings addressing errors the
Company believes the ALJ made in the proposed findings, and filed reply comments in February 2003.

Prior to the December 2002 ALJ decision, the Ninth Circuit Court of Appeals ordered the FERC to allow the parties in the case to provide
additional evidence regarding alleged market manipulation by sellers. Several California parties submitted additional evidence in March
2003 to support their position that virtually all market participants, including PNM, either engaged in specific market manipulation
strategies or facilitated such strategies. PNM maintains that it did not engage in improper wholesale activities, and filed reply evidence in
March 2003, denying the allegations against it.

In March 2003, the FERC issued an order substantially adopting the ALJ's findings in his December 2002 decision, but requiring a change to
the formula used to calculate refunds. The FERC raised concerns that the indices for California gas prices, a major element in the formula,
had been subject to potential manipulation and were unverifiable. The effect of this change, which is not yet final, would be to increase PNM's
refund liability. In October 2003, the FERC issued its order on rehearing in which it affirmed its decision to change the gas price indices used
to calculate the refund amounts. This has the effect of increasing the Company's amount of refund. The precise amounts, however, will not
be certain until the Cal ISO and Cal PX recalculate refund amounts which FERC required that they do as soon as possible, but no later than
five months after its October 2003 Order. The Company is currently awaiting the filing of additional refund information by the Cal ISO and
Cal PX and is unable to predict the ultimate outcome of this FERC proceeding, or whether PNM vwil be directed to make any refunds as the
result of the FERC order.

Pacific Northwest Refund Proceeding
In addition to the California refund proceeding Puget Sound Energy Inc. filed a complaint at the FERC alleging that spot market prices in
the Pacific Northwest wholesale electric market were unjust and unreasonable. In September 2001, the ALJ issued a recommended decision
and declined to order refunds associated with wholesale electric sales in the Pacific Northwest In a ruling similar to the one issued in the
California refund proceeding, the FERC allowed additional discover to take place and the submission of additional evidence in the case in
March 2003. In June 2003, the FERC issued an order terminating the proceeding and adopting the ALJ's recommendation that no refunds
should be ordered. Several parties in the proceeding filed requests for rehearing and in November 2003, FERC denied rehearing and reaffirmed
its prior ruling that refunds were not appropriate for spot market sales in the Pacific Northwest during the first half of 2001. In November
2003, the Port of Seattle filed an appeal of FERC's order denying rehearing in the Ninth Circuit Court of Appeals. As a participant in the
proceedings before FERC, the Company is also participating in the appeal proceedings. The Company is unable to predict the ultimate
outcome of this appeal, or whether PNM will ultimately be directed to make any refunds.

FERC Show Cause Orders
The FERC initiated a market manipulation investigation, partially in response to the bankruptcy filing of the Enron Corporation ("Enron")
and to allegations that Enron may have engaged in marnpulation of portions of the Western wholesale power market. In connection with
that investigation, all sellers into Western electric and gas markets were required to submit data regarding short-term transactions in 2000-
2001. In March 2003, the FERC staff issued its final report which addressed various types of conduct that the FERC staff believed may have
violated market monitoring protocols in the Cal ISO and Cal PX tarif. Based on the final report the FERC issued orders to certain companies,
including Enron, requiring them to show cause why the FERC should not revoke their authorizations to sell electricity at market-based rates.
In addition, the FERC staff recommended that the FERC issue orders requiring certain entities to show cause why they should not be required
to disgorge profits associated with conduct deemed to violate the Cal ISO and Cal PX tariffs, or be subject to other remedial action.

InJune 2003, the FERC issued two separate orders to show cause against PNM and over sixty other companies. In the first order (the "Gaming
Practices Order"), the FERC asserted that certain entities, including PNM, appeared to have participated in activities that constitute gaming
and/or anomalous market behavior in violation of the Cal ISO and Cal PX tariffs during the period January 1, 2000 to June 20, 2001.
Specifically, PNM is alleged to have engaged in a practice termed "False Import," which FERC defined as the practice of exporting power
generated by California and then reimported into California in order to avoid price caps on in-California generation. These allegations are
based primarily on an initial Cal ISO report and the additional evidentiary submission by California parties. The Cal ISO was ordered to submit
additional information on which the entities subject to the Show Cause Order should respond. For PNM, the potential disgorgement for alleged
"False Import" transactions cows the period May 1, 2000 to 00ober 1, 2000. After review of the additional Cal ISO data and consultation with
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PNM, the FERC trial staff filed a motion to dismiss PNM from the case in August 2003. In September 2003, the California parties filed their
objection to the dismissal of PNM from the case. InJanuary 2004, the FERC issued an order granting trial staffs motion to dismiss PNM from
the Gaming Partnerships docket on grounds that FERC staffs investigation did not reveal that PNM engaged in the practice of "False Import."
As a result, the Company has been dismissed from the Gaming Practices proceedings.

In the second order to show cause (the "Gaming Partnerships Order"), the FERC asserts that certain entities, including PNM, acted in
concert with Enron and other market participants to engage in activities that constitute gaming and/or anomalous market behavior in
violation of the Cal ISO and Cal PX tariffs during the periodJanuary 1, 2000 toJune 20, 2001. Specifically, PNM is alleged to have entered
into "partnerships, alliances or other arrangements" with thirteen of its customers that allegedly may have been used as market manipulation
schemes. The precise basis for certain of the FERC's allegations is not clear from the Gaming Partnerships Order, although it appears that
most arise out of PNM's provision of "parking and lending" services to the identified companies. The potential remedies include disgorgement
of unjust profits, as well as non-monetary remedies such as revocation of a seller's market-based rate authority.

In September 2003, PNM filed its responses to the Gaming Partnerships Order indicating that it did not engage in the alleged "partnerships,
alliances or other arrangements" with the alleged parties. In October 2003, PNM filed testimony and exhibits in the case reasserting its
response previously filed. The FERC ALJ has set the case for hearing on June 28, 2004. In January 2004, the FERC issued an order granting
FERC staffs motion to dismiss seven of the thirteen PNM customers on grounds that there was no evidence to conclude that these companies
used their commercial relationship with PNM to game the California ISO and PX markets. Of the six remaining PNM customers in the docket,
the FERC staff has filed motions to dismiss or enter into settlement agreements with five of them. On February 27, 2004, the FERC staff and
the California parties filed their testimony. The FERC staff did not identify any improper conduct by PNM. The California parties allege that
PNM provided false information regarding parking transactions that allowed other parties to game the California market. They claim PNM
should be required to disgorge unjust profits that they variously calculate as between approximately $6 million and $26 million in addition
to non-monetary penalties. PNM believes that it has not engaged in improper conduct and intends to defend itself vigorously against these
allegations. PNM continues to have discussions with the FERC Staff regarding possible dismissal of the charges against PNM.

Investigation of Anomalous Bidding Behavior and Practices in the Western Markets
In June 2003, the FERC issued an order finding that certain bids into the Cal ISO and Cal PX markets during the period May I through
October 1, 2000 appear to have been excessive, in violation of the prohibitions against anomalous market behavior in the market
monitoring protocols of the Cal ISO and Cal PX tariffs. The order directed the FERC's Office of Market Oversight and Investigation
("OMOI") to conduct a further investigation into bids in excess of $250 per MW during that period. In July 2003, PNM received a data
request from OMOI to all sellers into the Cal ISO and Cal PX markets that submitted bids in excess of $250 per MW to the Cal ISO and Cal
PX during the period covered by the investigation. In July 2003, PNM submitted its response to OMO's data request, in which PNM
provided justification of its bidding strategies during that period. InJuly 2003, PNM joined with other sellers in filing a request for rehearing
of the June 2003 order, challenging the FERC's determination that bids above $250 per MW into the Cal ISO and Cal PX markets during
the period May I through October 1, 2000 were prima facie excessive or in violation of the Cal ISO and Cal PX tariffs. PNM has received
additional requests for information and data from OMOI, to which PNM responded. The investigation is currently pending and PNM cannot
predict the outcome of OMOl's investigation, but intends to vigorously defend itself against any allegation of wrongdoing.

California Power Exchange and Pacific Gas and Electric Bankruptcies
InJanuary and February 2001, Southern California Edison ("SCE") and PG&E, major purchasers of power from the Cal PX and Cal ISO,
defaulted on payments due to Cal PX for power purchased from the Cal PX in 2000. These defaults caused the Cal PX to seek bankruptcy
protection. PG&E subsequently also sought bankruptcy protection. PNM has filed its proofs of claims in the Cal PX and PG&E bankruptcy
proceedings. Amounts due to PNM from the Cal PX or Cal ISO for power sold to them in 2000 and 2001 total approximately $7 million.
The Company has provided allowances for the total amount due from the Cal PX and Cal ISO.

California Attorney General Complaint
In March 2002, the California Attorney General filed a complaint with the FERC against numerous sellers regarding prices for wholesale
electric sales into the Cal ISO and Cal PX and to the California Department of Water Resources ("Cal DWR"). PNM was among the sellers
identified in this complaint and filed its answer and motion to intervene. In its answer, PNM defended its pricing and challenged the theory
of liability underlying the California Attorney General's complaint. In May 2002, the FERC entered an order denying the California
Attorney General's request to initiate a refund proceeding, but directed sellers, including PNM, to comply with additional reporting requirements
with regard to certain wholesale power transactions. PNM has made filings required by the May 2002 order. The California Attorney
General filed a petition for review in the United States Court of Appeals for the Ninth Circuit. PNM intervened in the Ninth Circuit appeal
and is participating as a party in that proceeding. The Ninth Circuit held oral arguments in the case in October 2003. The Company cannot
predict the outcome of this appeal. As addressed below, the California Attorney General has also threatened litigation against PNM in state
court in California based on similar allegations.
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California Attorney General Threatened Litigation
The California Attorney General has filed several lawsuits in California state court against certain power marketers for alleged unfair trade
practices involving overcharges for electricity. In April 2002, the Califomia Attorney General notified PNM of his intention to file a complaint
in California state court against PNM concerning PNM's alleged failure to file rates for wholesale electricity sold in California and for allegedly
charging unjust and unreasonable rates in the California markets. The letter invited PNM to contact the California Attorney General's office
before the complaint was filed, and PNM has met several times with representatives of the California Attorney General's office. Further
discussions are contemplated. To date, a lawsuit has not been filed by the California Attorney General and the Company cannot predict
the outcome of this matter.

California Antitrust Litigation
Several class action lawsuits have been filed in California state courts against electric generators and marketers, alleging that the defendants
violated the law by manipulating the market to grssly inflate electricity prices. Named defendants in these lawsuits include Duke Energy
Corporation ("Duke") and related entities along with other named sellers into the California market and numerous other "unidentified
defendants." Certain of these lawsuits were consolidated for hearing in state court in San Diego, California In May 2002, the Duke defendants
served a cross-claim on PNM. Duke also cross-claimed against many of the other sellers into California Duke asked for declaratory relief and
for indemnification for any damages that might ultimately be imposed on Duke. Several defendants removed the case to federal court in
California. The federal judge has entered an order remanding the matter to state court, but the effect of that ruling has been stayed pending
appeal. PNMA has joined with other cross-defendants in motions to dismiss the cross-claim. The Company believes it has meritorious defenses
but cannot predict the outcome of this matter.

Block Forward Agreement Litigation

In February 2002, PNM was served with a declaratory relief complaint filed by the State of California in California state court The state's
declaratory relief complaint seeks a determination that the state is not liable for its commandeering of certain energy contracts known as
"Block Forward Agreements". The Block Forward Agrerments were a form of futures contracts for the purchase of electricity at below-market
prices and served as security for payment by PG&E and SCE for their electricity purchases through the Cal PX. When PG&E and SCE defaulted
on payment obligations incurred through the Cal PX, the Cal PX moved to liquidate the Block Forward Agreements to satisfy in part the
obligations owed by PG&E and SCE. Before the Cal PX could liquidate the Block Fonvard Agreements, California commandeered them for
its own purposes. In March 2001, PNM and other similarly situated sellers of electricity through the Cal PX filed claims for damages with
the California state Victims Compensation and Government Claims Board ("Victims Claims Board") on the theory that the state, by
commandeering the Block Forward Agreements, had deprived them of security to which they were entitled under the terms of the Cal PX's
tariff. The Victims Claims Board denied PNM 's claim in March 2002. PNM filed a complaint against the State of California in California
state court in September 2002, seeking damages for the state's commandeering of the Block Forward Agreements and requesting judicial
coordination with the state's declaratory relief action filed in February 2002 on the basis that the two actions raise essentially the same
issues. The judge delayed establishing a procedural schedule for the case pending a determination of the Cal PX's status in the litigation.
The judge has since held that the Cal PX could represent the interests of Cal PX participants in the litigation. The judge declined to set a
procedural schedule because of his impending retirement. A new judge has now been appointed.

New Source Review Rules
In November 1999, the United StatesDepartmentofJustice ("DOJ"), at the request of the Environmental ProtectionAgency ("EPA"), filed complaints
against seven companies, alleging that the companies over the past 25 years had made modifications to their plants in violation of the New Source
Review ("NSR") requirements and in some cases the New Source Performance Standard ("NSPS") regulations, which could result in the requirement
to make costly environmental additions to older power plants. Whether or not the EPA vill ultimately prevail is uncertain at this time. The EPA has
reached settlements with several of the companies sued by the DOJ. In August 2003, in one of the pending enforcement cases against Ohio Edison
Company, a federal district judge in Ohio ruled in favor of the EPA and against Ohio Edison. The judge accepted the legal theories advanced by the
government and in particular found that eleven construction projects undertaken by the utility in that case between 1984 and 1998 were
"modifications" of the plants within the meaning of the Clean Air Act, not "routine maintenance, repair or replacement" ("RMRR"). That
case now proceeds to a remedy phase. By contrast, in a separate federal district court proceeding against Duke Energy Company, the court
has made certain rulings in summary judgment motions that appeared to potentially validate elements of the industry position. If the EPA
prevails in the position advanced in the pending litigation, PNM may be required to make significant capital expenditures, which could have
a material adverse effect on the Company's financial position and results of operations.

No complaint has been filed against PNM by the EPA, and the Company believes that all of the routine maintenance, repair, and replacement work
undertaken at its power plants was and continues to be in accordance with the requirements of NSR and NSPS. However, in October 2000, the New
Mexico Environmental Department ("NMED") made an information request of PNM, advising PNM that the NMED was in the process of assisting
the EPA in the EPA's nationwide effort "of verifying that changes made at the country's utilities have not inadvertently triggered a modification under
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the Clean Air Act's Prevention of Significant Deterioration ('PSD") policies." PNM has responded to the NMED information request. In late June
2002, PNM received another information request from the NMED for a list of capital projects budgeted or completed in 2001 or 2002. PNMI has
responded to the additional NMED information request

The National Energy Policy Development Group released the National Energy Policy in May 2001 which called for a review of the pending EPA
enforcement actions. As a result of that review, inJune 2002, the EPA announced its intention to pursue steps to increase energy efficiency, encourage
emissions reductions and make improvements and reforms to the NSR program. The EPA announced that, among other things, the NSR program
had impeded or resulted in the cancellation of projects that would maintain or improve reliability, efficiency and safety of existing power plants. The
EPA'sJune 2002 announcement contemplated further rulemakings on NSR-related issues and expressly cautioned that the announcement was not
intended to affect pending NSR enforcement actions. Thereafter, in December 2002, the EPA promulgated certain long-awaited revisions to the NSR
rules, along with proposals to revise the RMRR exclusion contained in the regulations. In August 2003, the EPA issued its rule regarding RMRR. The
new MRIR rule clarifies what constitutes RMRR of damaged or wom equipment, subject to safeguards to assure consistency with the Clean Air AcL
it provides that replacements of equipment are routine only if the new equipment is (i) identical or functionally equivalent to the equipment being
replaced; (ii) does not cost more than 20%/0 of the replacement value of the unit of which the equipment is a part; (iii) does not change the basic
design parameters of the unit; and (iv) does not cause the unit to exceed any of its permitted emissions limits. Legal challenges to the RMRR rule
have been filed by several states; other states have intervened in support of the rule. How such challenges will ultimately be resolved cannot be I

predicted but an appellate court order has stayed the effect of the RMRR rule pending the outcome of the litigation.

Citizen Suit Under the Clean Air Act
Following required notification, the Grand Canyon Trust and the Sierra Club (collectively "GCT") filed a so-called "citizen suit" in federal district court
in New Mexico against PNM (but not against the other SJGS co-owners) in May 2002. The suit alleged two violations of the Clean Air Act and related
regulations and permits. First, GCT argued that the plant has violated, and is currently in violation of, the federal Prevention of Significant Deterioration
("PSD") rules, as well as the corresponding provisions of the New Mexico Administrative Code, at SJGS Units 3 and 4. Second, GCT alleged that the
plant has "regularly violated" the 20% X opacity limit contained in SJGS's operating permit and set forth in federal and state regulations at Units 1, 3
and 4. The lawsuit seeks penalties as well as injunctive and declaratory relief. PNM denied the material allegations in the complaint

Both sides in the litigation filed motions for partial summary judgment and the court entered an order granting PNM's motion for summary judgment
on the PSD issues, dismissing that portion of the case against PNM. A trial on certain preliminary liability issues on the opacity claims was held in
November 2003. At this trial, the plaintiffs presented their case and PNM presented certain defenses, including that the measurement methods relied
on by GCT are contradicted by other measurement methods or by other qualified scientific data. On February 2, 2004 the court entered a
Memorandum Opinion on PNM's general defenses. The Memorandum Opinion rejected PNM's arguments concerning the proper method for
determining opacity compliance, but allowed PNM to present evidence in the next part of the liability trial addressing and defending against liability
for specific alleged opacity violations. A status conference was held on March 5, 2004. The court advised that the next phase of the liability trial
would likely be scheduled in August or September 2004. A trial on remedy issues, if necessary, would be scheduled at a later date. PNM was directed
to make a written settlement offer by April 1, 2004 with the plaintiffs directed to respond by April 16, 2004. The Company believes that it has
meritorious defenses and continues to vigorously dispute the allegations. PNM's corporate policy continues to be to adhere to high environmental
standards as evidenced by its ISO 14001 certification. The Company is, however, unable to predict the ultimate outcome of the matter.

Archeological Site Disturbance
The Company hired a contractor, Great Southwestern Construction, Inc. ("Great Southwestern"), to conduct certain "climb and tighten" activities
on a number of electric transmission lines in New Mexico between July 2001 and December 2001. Those lines traverse a combination of federal,
state, tribal and private properties in New Mexico. In late May 2002, the U.S. Forest Service ("USFS") notified PNM that apparent disturbances to
archeological sites had been discovered in and around the rights-of-way for PNM's transmission lines in the Carson National Forest in New Mexico.
Great Southwestern had performed "climb and tighten" activities on those transmission lines.

PNM has confirmed the existence of the disturbances, as well as disturbances associated with certain arroyos that may raise issues under section
404 of the Clean Water Act. PNM has given the Corps of Engineers notice concerning the disturbances in arroyos. The Corps of Engineers has
acknowledged the Company's notice and asked PNM to cooperate in addressing these disturbances. The USFS verbally instructed PNM to undertake
an assessment and possible related mitigation measures with respect to the archeological sites in question. PNM contracted for an archeological
assessment and a proposed remediation plan with respect to the disturbances and has provided the assessment to the USFS and the federal Bureau
of Land Management ("BLM"). The Santa Fe Forest issued a notice of non-compliance to PNM for alleged non-compliance with the terms and
conditions of PNM's special use authorization relating to maintenance of PNM's power lines on USFS land.

A subsequent preliminary investigation into other transmission lines that were covered by the "climb and tighten" project indicated that there are
disturbances on lands governed by other federal agencies and Indian tribes. PNM and Great Southwestern have provided notice of the potential
disturbances to these other agencies and tribes. The Company had been informed that the USFS and BLM had commenced a criminal investigation
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into Great Southwestern's activities on this project. However, the Company received verbal confirmation that the USFS and the BLM have decided to
decline criminal prosecution under the Archeological Resources Protection Act ("ARPA") against PNM.I and Great Southwestern. The State of New
Mexico requested information from PNM concerning the location of potential disturbances on state lands. The Navajo Nation has also requested
further information concerning disturbances on Navajo land, but has provided written declination of criminal charges under ARPA against PNM
and Great Southwestern. The Navajo Nation has indicated that it may pursue civil damages under ARPA PNM and Great Southwestern are seeking
the consent of BLM and the USFS to address impacted drainages under these agencies jurisdiction. PNM has provided Great Southwestern with
notice and a demand for indemnity. Zurich Insurance, the insurer for Great Southwestern, has denied coverage and indemnity to PNM for this claim
but has agreed to share the cost of a portion of the investigation of this claim. The Company is unable to predict the outcome of this matter and
cannot estimate with any certainty the potential impact on the Company's operations.

Excess Emissions Reports
As required by law, whenever there are excess emissions from SJGS, due to such causes as start-up, shutdown, upset, breakdown or certain other
conditions, PNM makes filings with the NMED. For some three years, PNM has been in discussions with NMED concerning excess emissions reports
for the period afterJanuary 1997. During this period, NMED investigated the circumstances of these excess emissions and whether these emissions
involve any violation of applicable permits and regulations. PNM and NMED have entered into several agreements tolling the running of the statute
of limitations in order to allow NMED to complete its review of these filings. The present tolling agreement expires July 1,2004. By letter dated
September 12, 2003, the NMED advised PNM that NMED would not excuse certain of the emissions exceeding the operation permit emission per-
mits. The NMED also stated that PNM had violated the opacity limits in the operating permit and articulated a construction of the standards that
NMED would apply in evaluating opacity exceedances. Attached to the September 12, 2003 letter was what was identified as a "draft" compliance
order assessing unspecified civil penalties. The NMED invited PNM to enter into discussions concerning the contents of the letter and of the draft
compliance order and PNM and NMED have entered into such discussions. The compliance order has not yet been finalized and no proceeding
against PNM has yet been commenced by NMED. PNM disagrees with the construction of its operating permit that is contained in the September
12, 2003 letter which represents a construction of the operating permit never previously advanced by NMED. PNM is unable to predict the outcome
of this matter and cannot estimate the potential impact on the Company's operations.

Santa Fe Generating Station
PNM and the NMED conducted investigations of the gasoline and chlorinated solvent groundwater contamination detected beneath PNM's former
Santa Fe Generating Station ("Santa Fe Station") site to determine the source of the contamination pursuant to a 1992 Settlement Agreement
("Settlement Agreement") between PNM and the NMED. The Settlement Agreement has been amended on several occasions to modify the scope of
the investigation and remediation activities. No source of gasoline contamination in the groundwater was identified as originating from the site.

PNM is of the opinion that the data compiled indicates o fsen'ed groundwater contamination originated from off-site sources. However, in August
2003, PNM elected to enter into a fifth amendment ("Fifth Amendment") to the Settlement Agreement with the NMED to avoid a prolonged legal
dispute whereby PNM agreed to install additional remediation facilities consisting of an additional extraction well and two additional monitoring
wells to address remaining gasoline contamination in the groundwater at and in the vicinity of the site. PNNN ill continue to operate the remediation
facilities until the groundwater is cleaned up to applicable federal standards or until such time as the NMED determines that additional remediation
is not required, whichever is earlier. The City of Santa Fe, the NMED and PNM entered into an amended Memorandum of Understanding relating
to the continued operation of the Santa Fe Well and the remediation facilities called for under the latest Amended Settlement Agreement.

The Fifth Amendment notes the continued presence of chlorinated solvents in the groundwater under the former Santa Fe Generating Station and
provides that once the remediation standards are met, the NMED anticipates that it will not require PNM to undertake any further investigation or
remediation with respect to chlorinated solvents. In the event that chlorinated solvent concentrations remain at levels requiring further action, the
NMED will not require PNM to take any further action with respect to the chlorinated solvent contamination until the NMED has reviewed any new
data relating to the chlorinated solvent contamination and undertaken a good faith investigation into other potential sources. The NMED has
acknowledged that at least a portion of the chlorinated solvent contamination observed beneath the Santa Fe Generating Station site has originated
from off-site sources. In September2003, PNM was veally informed that the Superfund Oversight Section of the NMiEI is conducting an invstigation
into the chlorinated solvent contamination at the former Santa Fe Generating Station site, including other possible sources for the chlorinated
solvents in the groundwater. The NMED states that it expects to have the results of its investigation complete by September of 2004.

Natural Gas Royalties Qui Tam Litigation
In 1999, a complaint was served on the Company alleging violations of the False Claims Act by PNM and its subsidiaries, Gathering Company and
Processing Company (collectively, the "Company" for purposes of this discussion), by purportedly failing to properly measure natural gas from
Federal and tribal properties in New Mexico, and consequently, underpaying royalties owed to the Federal government. A private relator is pursuing
the lawsuit. The complaint was served after the United States Department ofJustice declined to intervene to pursue the lawsuit. The complaint seeks
actual damages, treble damages, costs and attorneys fees, among other relief.
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Cunentlythe parties are engaged in discovery on the issue of whether the relator meets the requirementsforbringing aclaim underthe False Claims
Act The Company expects to participate with other defendants in a motion to dismiss on the ground that the relator does not meet those requirements.

The Company is Vigorously defending this lawsuit and is unable to estimate the potential liability, if any, or to predict the ultimate outcome of
this lawsuit.

Dugan Production Corporation litigation
InJuly 2002, Dugan Production Corp. filed a lawsuit in the County of SanJuan, New Mexico, against the SJCC. In September 2002, the SJCC removed
the lawsuit to the United States District Court for the District of New Mexico. The lawsuit seeks to enjoin the underground mining of coal from a
portion of the land that is to be used for the underground mine. The plaintiff also seeks monetary damages.

The SJCC, through leases vith the federal government and the State of New Mexico, owns coal interests with respect to the underground mine. The
plaintiff, through leases with the federal govemment, the State of New Mexico and certain private parties, claims to own certain oil and gas interests
in portions of the land that is to be used for the underground mine. The plaintiff alleges that the SJCC's underground coal mining operations have
or will interfere with plaintiffs gas production and result in the dissipation of natural gas that it otherwise would be entitled to recover. The plaintiff
also alleges, and seeks a declaration by the court, that the rights under its leases are senior and superior to the rights of the SJCC.

The SJCC has informed the Company that SJCC intends to vigorously dispute the litigation. In September 2002, the SJCC filed a motion to dismiss
the claims against it on several grounds. Discovery for the lawsuit has not yet started. The Company cannot predict the ultimate outcome of the
litigation or whether the litigation will adversely affect the amount of coal available, or its price for SJGS.

Richardson Matter
Another gas leaseholder, Richardson Operating Company ("Richardson"), has leases in the area of the San Juan Mine and has asserted claims
against SJCC. The Company understands that discussions with Richardson are ongoing, although no formal litigation has been filed.

Asbestos Cases
The Company was named in 2003 as one of anumber of defendants in 21 personal injury lawsuits relating to alleged exposure to asbestos. All of
these cases involve claims of individuals, or their descendents, who worked for contractors building, or working at, Company power plants. Some
of the claims relate to construction activities during the 1950's and 1960's, while other claims generally allege exposure during the last 30 years.
The Company has never manufactured, sold or distributed products containing asbestos. All of these cases involve multiple defendants. The state
district judge in six of these cases recently entered a stay of all proceedings due to the bankruptcy of one of defendants; however, the plaintiffs in
these cases have moved to modify the stay so that the cases can proceed against the remaining defendants. The Company was insured by a number
of different insurance policies during the time period at issue in these cases. The Company intends to vigorously defend against these lawsuits.
Although the Company is unable to fully predict the outcome of this litigation, the Company believes that it has adequate reserves and insurance
coverage such that the outcome of these legal proceedings would not have a material impact on the financial condition of the Company.

San Angelo Electric Service Company (SESCO') Matter
In October 2003, the Texas Commission on Environmental Quality ("TCEQ") requested information from PNM concerning any involvement that
PNM had with the SESCO of San Angelo, Texas. PNM is informed that the TCEQ is conducting a site investigation of a SESCO facility in San Angelo,
Texas pursuant to the Texas Solid Waste Act and that the SESCO site has been referred to the Superfund Site Discovery and Assessment Program.
The primary concern appears to be polychlorinated biphenals ("PCBs"). The TCEQ is conducting the site investigation to determine what remediation
activities are required at the SESCO site and to identify potentially responsible parties ("PRPs"). In January 2004, PNM submitted its preliminary
response to the TCEQ request for information. The response states that PNMf previously had a "requirements" contract with SESCO for the repair of
electric transformers. It appears that a number of transformers were sent to SESCO for repair. In addition, it appears that PNM sold a number of
retired transformers to SESCO. PNM has not received a response from the TCEQ concerning the information provided in PNM's response. PNM has
not been named as a PRP for the SESCO site. PNMt is unable to predict the outcome of this matter.

Other
There are various claims and lawsuits pending against the Company. The Company is also subject to federal, state and local environmental laws
and regulations, and is currentlyparticipating in the investigation and remediation of numerous sites. In addition, the Companyperiodically enters
into financial commitments in connection with its business operations. It is not possible at this time for the Company to determine fully the effect
of all litigation on its consolidated financial statements. However, the Company has recorded a liability where the litigation effects can be estimated
and where an outcome is considered probable. The Company does not expect that any known lawsuits, environmental costs and commitments will
have a material adverse effect on its financial condition or results of operations.
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The Company is involved in various legal proceedings in the normal course of its business. The associated legal costs for these legal matters are
accrued when incurred. It is also the Company's policy to accrue for legal costs expected to be incurred in connection with Statement of Financial
Accounting Standards No. 5 "Accounting for Contingencies" ("SFAS 5") legal matters when it is probable that a SFAS 5 liability has been incurred
and the amount of expected legal costs to be incurred is reasonably estimable. These estimates include costs for external counsel professional fees.

Risks and Uncertainties
The Company's future results may be affected by various factrns outside of its control, including: changes in regional economic conditions; the outcome
of labor negotiations with unionized employees; fluctuations in fuel, purchased power and gas prices; the actions of utility regulatory commissions;
changes in law and environmental regulations; the success of its planned generation expansion; the cost and outcome of litigation and other legal
proceedings and investigations; the performance of generation facilities; changes in accounting rules and standards; and external factors such as
weather and water supply. Because of pending federal regulatory reforms, the public utility industry is undergoing a fundamental change. New
Mexico has repealed the Electric Utility Industry Restructuring Act of 1999 and therefore has abandoned its plans to transform the industry from
one of vertically-integrated monopolies to one with deregulated, competitive generation. However, the FERC has proposed a "Standard Market
Design" ("SMD") to establish rules for a market-based approach for wholesale transactions over the transmission grid. The FERC's efforts have
been opposed by a number of states, primarily in the West and in the Southeast, because of concern that the SMID does not adequately take into
account regional differences. Moreover, Congress is currently debating energy legislation which could affect the FERC's activities. In an attempt to
ease concerns, on April 28, 2003, the FERC issued a White Paper on "Wholesale Power Market Platform" describing changes it intended to make
to its SM]D proposed rules. The Company's future results will be impacted by the form of the FERC rules, if adopted; the costs of complying with rules
and legislation that may call for regulatory reforms for the industry; and the resulting market prices for electricity and natural gas. In addition, the
Company has in place a retail electric rate freeze through 2007 so that the Company's financial results will depend on its ability to control costs and
grow revenues, and the implications of uncontrollable factors such as weather, water supply, litigation and economic conditions.

(14) ENVIRONMENTAL ISSUES
The normal course of operations of the Company necesarily involves activities and substances that expose the Company to potential liabilities
under laws and regulations protecting the environment Liabilities under these laws and regulations can be material and in some instances may
be imposed without regard to fault, or may be imposed for past acts, even though the past acts may have been lawful at the time they occurred.
Sources of potential environmental liabilities include the Federal Comprehensive Environmental Response Compensation and Liability Act of 1980
and other similar statutes.

The Company records its environmental liabilities when site assessments or remedial actions are probable and a range of reasonably likely cleanup
costs can be estimated. The Company reviews its sites and measures the liability quarterly, by assessing a range of reasonably likely costs for each
identified site using currently available information, including existing technology presently enacted laws and regulations, experience gained at
similar sites, and the probable level of involvement and financial condition of other potentially responsible parties. These estimates include costs
for site investigations, remediation, operations and maintenance, monitoring and site closure. Unless there is a probable amount, the Company
records the lower end of such reasonably likely range of costs (classified as other long-term liabilities at undiscounted amounts).

The Company's recorded minimum liability estimated to rernediate its identified sites was $6.8 million and $8.5 million as of December 31, 2003
and 2002, respectively. The ultimate cost to clean up the Company's identified sites may vary from its recorded liability due to numerous uncertainties
inherent in the estimation process, such as: the extent and nature of contamination; the scarcity of reliable data for identified sites; and the time
periods over which site remediation is expected to occur.

For the year ended December 31, 2003, 2002 and 2001, the Company spent $3.2 million, $0.7 million and $1.7 million, respectively, for remediation.
Themaority of the Decmber31, 2003 environmental liability isexpectedtobepaid overthe next fiveyears, fundedby cash generated from operations.
Future environmental obligations are not expected to have a material inhpact on the results of operations or financial condition of the Company.

(15) COMPANY REALIGNMENT

On August 22, 2002, the Company was realigned due to the changes in the electric industry and particularly, the negative impact on the Company's
earnings and growth prospects from wholesale market uncertainty. The changes included consolidation of similar functions. A total of 85 salaried
and hourly employees were notified of their termination as part of the realignment. In accordance with EITF 94-3, "liability Recognition for Certain
Employee Termination Benefits and Other Costs to Exit an Activity", the Company incurred a liability of $8.8 million for severance and other related
costs associated with the involuntary termination of employees, which was charged to operations in the quarter ended September 30, 2002 and is
included in administrative and general in the consolidated statements of earnings for the year ended December 31, 2002. The Company paid $8.6
million through December 31, 2003.
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(16) OTHER INCOME AND DEDUCTIONS
The following table details the components of other income and deductions for PNM Resources, Inc. and subsidiaries (In thousands):

YEAR ENDED DECEMBER 31,

2003 J 2002 2001

Other income:
Investment income $ 41,826 $ 44,964 $ 48,742

AFUDC 2,589 - -

Gross receipts tax credits 2,893 - -

Miscellaneous non-operating income 5.397 3,406 3,405

s 52,706 $ 48,360 $ 52,147

01ber &leucdions

Loss on reacquired debt write off s t6X56 i $ _ $ _ i

Transition costs write off 16,720
Merger costs and related legal costs - (2,436) 17,975

erite-off of Ad star investments - ( 13,089

Nonrecoverable coal mine decomnmissioning costs - 12,979

Write-off of regulatory assets -ce 11,100
Contribution to PNrg l oundation -s- iooi
TContmission lne projectwrite-off - 4,818 _

Miscellaneous non-operating deductions 12857 ,71114

$ 46,153 $ $ 12,306 $ 67,257

(17) PRO-FORMA EFFECT OF CHANGES IN ACCOUNTING PRINCIPLES
The following table, presented for comparative purposes, shows the pro-forma effect assuming the adoption of SFAS 143 and the change in
measurement date of the pension and other post-retirement benefit plans applied retroactively to the Company's earnings. (In thousands)

YEAR ENDED DECEMBER 31,

2002 2001

Net Earnings as previously reported $ 63,686 $ 149,647

Change of Pension Measurement Date, net of tax
expense (benefit) of $(167) and $144 (note 9) (255) 219

Adoption of Asset Retirement Obligations, net of tax
benefit of $3,048 and $3,088 (note 12) 4,651 4,712

Net Earnings Available to Common Stock $ 68,082 $ 154,778

Earnings per Share.
Net Eamings as previously reported $ 1.63 $ 3.83

Change of Pension Measurement Date (note 9) (0.01) (0.01)
Adoption of Asset Retirement Obligations, I

net of tax of $0.08 and $0.08 (note 12) 0.12 0.12

Net Eamings Available to Common Stock $ 1.74 $ 3.94

Diluted Eamings Per Share as previously reported $ 1.61 $ 3.77

Diluted Earnings Per Share net of tax of $0.08 and $0.07 $ 1.73 $ 3,88

(18) NEW AND PROPOSED ACCOUNTING STANDARDS
Financial Accounting Standards Board Interpretation No. 46, "Consolidation of Variable Interest Entities", an interpretation of Accounting Research
Bulletin No. 51, "Consolidated Financial Statements" (revised December2003) ("FIN 46R"). InJanuary 2003, the Financial Accounting Standards
Board ("FASB") issued FIN 46 to address the consolidation of variable interest entities ("VIEs"). FIN 46 applied immediately to VIEs created after
January 31, 2003, and to NIEs in which an enterprise obtains an interest after that date. It applied in the first fiscal year or interim period beginning
afterJune 15, 2003, to NIEs in which an enterprise holds a variable interest that it acquired before February 1, 2003. Upon adoption of FIN 46, the
Company did not identify any VIEs for which it is the primary beneficiary or has significant involvement. In December 2003, the FASB issued FIN
46R to clarify provisions of FIN 46 and exempt certain entities from its requirements. The Company must apply the provisions of FIN 46R for special
purpose entities (SPEs) created prior to February 1, 2003, at the end of the annual reporting period ending after December 15, 2003. The Company
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evaluated all its interests in entities that may be deemed SPEs under the provisions of FIN 46R and concluded that no additional entities need to be
consolidated. The Company is required to adopt FIN 46R for non-SPEs at the end of the first interim reporting period ending after March 15, 2004.
The Company is currently evaluating the impact of adopting FIN 46R applicable to non-SPEs created prior to February 1, 2003 and is unable to
predict its impact on the Company's operating results and financial position at this time.

Statement of Financial Accounting Standards No. 132 (revised 2003) "Employers' Disclosures about Pensions and Other Postretirement Benefits"
("SFAS 132(R)"). This statement was issued in December of 2003 and replaces FASB statement No. 132, "Employers' Disclosures about Pensions
and Other Postretirement Benefits" ("SFAS 132"). SFAS 132(R) addresses disclosure only and does not change the measurement and recognition
provisions of FASB Statement No. 87, "Employers' Accounting for Pensions", Statement No. 88, "Employers' Accounting for Settlements and
Curtailments of Defined Benefit Pension Plans and for Termination Benefits", and Statement No. 106, "Employers' Accounting for Postretirement
Benefits Other Than Pensions". Additional disclosures to be included in the annual report include additional information regarding plan assets,
the accumulated benefit obligations (for defined benefit pension plans), projected benefit payments, estimated expected contributions, assumptions
used in the calculations and the measurement date of the plan (see Note 9 - Pension and Other Post-retirement Benefits for additional disclosures).
Disclosures to be included in interim reports include the amount of net periodic benefit cost recognized (showing the components separately) and
contributions paid and expected to be paid during the current fiscal year, if significantly different from amounts previously disclosed. This statement
is effective for fiscal years ending after December 15, 2003 and interim periods beginning after December 15, 2003. The disclosure regarding
estimated future benefit payments shall be effective for fiscal years ending afterjune 15, 2004.

EITF 01-8 "Determining Whether an Arrangement Contains a Lease." EITF 01-8 provides guidance on how to determine whether an arrangement
contains a lease that is within the scope of Statement of Financial Accounting Standards No. 13, "Accounting for Leases" ("SFAS 13"). The guidance
is based on whether the arrangement conveys to the purchaser (lessee) the right to use a specific asset. A consensus was reached on the accounting
for substantial services provided by the lessor in these arrangements in which these services are not executory costs as the term is used in SFAS 13.
The guidance provides as to when an arrangement should be reassessed to determine whether it contains a lease and how to account for these
subsequent changes in lease classification. EITF 01-8 must be applied to arrangements agreed to, committed to, modified, or acquired in business
combinations initiated after April 1, 2003. Upon adoption, EITF 01-8 did not have a material impact on the Company's financial condition or
results of operation. 85

EITF 02-9 "Accounting for Changes That Result in a Transferor Regaining Control of Financial Assets Sold." EITF 02-9 addresses how to apply the
accounting requirements of paragraph 55 of Statement of Financial Accounting Standards No. 140, "Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of liabilities" ("SFAS 140"), with respect to beneficial interests held by the transferor and loans that do not
meet the definition of a security, including whether the transferor should recognize a gain or loss when the provisions of paragraph 55 are applied.
Paragraph 55 of SFAS No. 140 requires a transferor to recognize in its financial statements assets previously accounted for appropriately as having
been sold when one or more of the conditions regarding control of the assets are no longer met. EITF 02-9 must be applied to events occurring after
April 2, 2003. Upon adoption, EITF 02-9 did not have a material impact on the Company's financial condition or results of operation.

FASB Staff Position No. 106-1 "Accounting and Disclosure Requirements Related to Medicare Prescription Drug, Improvement and Modernization
Act of 2003 ("the Act")" ("FSP 106-1"). The Act introduces a prescription drug benefit under Medicare ("Medicare Part D") as well as a federal
subsidy to sponsors of retiree health care benefit plans that provide a benefit that is at least actuarially equivalent to Medicare Part D. FSP 106-1
permits a sponsor of a postretirement health care plan that provides a prescription drug benefit to make a one-time election to defer accounting for
the effects of the AcL Authoritative guidance on accounting for the federal subsidy is pending and could require a change in previously reported
information. Disclosures are required regardless of whher the sponsor elects deferral. FSP 106-1 is effective for fiscal years or interim periods ending
after December 7,2003 and interim periods beginning after December 15,2003. Because of various uncertainties related to the Company's response
to this litigation and the appropriate accounting methodology for this event, the Company has elected to defer financial recognition of this legislation
until the FASB issues final accounting guidance. When issued, that final guidance could require the Company to change previously reported
information. This deferral election is permitted under FSP 106-1.
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QUARTERLY OPERATING RESULTS

Quarterly Operating Results
The unaudited operating results by quarters for 2003 and 2002 are as follows (In thousands, except per share amounts):

QUARTER ENDED

MARCH 31 JUNE 30 SEPTEMBER 30 I DECEMBER 31

2003: 1
Operating Revenues $ 387,691 $ 340,211 1 $ 365,161 S 342,661

Operating Income 33,426 29,914 35,881 19,371

Net Earnings Before Cumulative Effect of Changes in Accounting Principles 10,748 17,596 16,568 13,640

Net Earnings 48,170(A) 17,596 16,568(B) 12,839

Net Earnings Per Share (Basic):
Net Earnings Before Cumulative Effect of Changes in Accounting Principles 0.26 0.45 0.41 0.34

Net Earnings 1.23 0.45 0.41 0.32

Net Earnings Per Share (Diluted):
Net Earnings Before Cumulative Effect of Changes in Accounting Principles 0.27 0.44 0.41 0.34

Net Earnings 1.22 0.44 0.41 0.32

2002:.
OperatingRevenues $ 301,817 $ 250,189 $ 274,675 $ 292,013

Operating Income 32.687 19,449 29,135 20,503

Net Earnings Before Cumulative Effect of Changes in Accounting Principles 24,803 11,010 17,660 10,223

Net Earnings 24,803 11.010 17,650(C) 10.223

Net Earnings Per Share (Basic): l

Net Earnings Before Cumulative Effect of Changes in Accounting Principles 0o63 0 28 0.45 0.26

Net Earnings 0.63 0.28 0.45 0.26

Net Earnings Per Share (Diluted):
Net Earnings Before Cumulative Effect of Changes in Accounting Principles 0.63 0.28 0.46 0.26

Net Earnings 0.63 0.28 0.45 0.26

In the opinion of management of the Company, all adjustments (consisting of normal recurring accruals) necessary for a fair statement of the
results of operations for such periods have been included.

(A) Effective January 1, 2003, the Company adopted SFAS 143, Accounting for Asset Retirement Obligations. The effect was reported as a
cumulative effect of a change in accounting principle, which increased the Company's net earnings by approximately $37.4 million, net of
tax expense of approximately $24.5 million, or $0.93 per diluted common share. In the first quarter of 2003, the Company wrote-off
transition costs previously capitalized in anticipation of deregulation, which decreased the Company's net earnings by approximately $9.5
million, net of tax benefit of $7.2 million, or $0.24 per diluted common share.

(B) In the third quarter of 2003, the Company recognized a loss on reacquired debt, which decreased the Company's net earnings by $10.0
million, net of tax benefit of $6.6 million, or $0.25 per diluted common share.

(C) In the third quarter of 2002, the Company was realigned due to changes in the industry, which decreased the Company's net earnings
by $5.3 million, net of tax benefit of $3.5 million, or $0.14 per diluted common share.
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INDEPENDENT AUDITORS' REPORT ON SCHEDULES

Independent Auditors' Report on Schedules
TO THE BOARD OF DIRECTORS AND STOCKHOLDERS OF PNM RESOURCES, INC. AND PUBLIC SERVICE COMPANY OF NEW MEXICO

W'e have audited the consolidated financial statements of PNM Resources, Inc. and subsidiaries and Public Service Company of New Mexico and
subsidiaries (collectively the "Companies") as of December 31, 2003 and 2002, and for each of the three years in the period ended December 31,
2003, and have issued our reports thereon dated March 8, 2004 (which reports express unqualified opinions and include explanatory paragraphs
referring to the adoption of Statement of Financial Accounting Standards No. 143, Accounting for Asset Retirement Obligations, effective January
1, 2003 and the change in actuarial valuation measurement date for the pension plan and other post-retirement benefits from September 30 to
December 31); such financial statements and reports are included in this Annual Report on Form 10-K of PNM Resources, Inc. and Public Service
Company of New Mexico. Our audits also included the consolidated financial statement schedules listed in Item 15. These financial statement
schedules are the responsibility of each of the respective Companies' management. Our responsibility is to express an opinion based on our audits.
In our opinion, such consolidated financial statement schedules, when considered in relation to the basic consolidated financial statements taken
as a whole, present fairly in all material respects the information set forth therein.

DELOIITE & TOUCHE LLP
Omaha, Nebraska
March 8, 2004
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COMPARATIVE OPERATING STATISTICS

2003 2002 2001 2000 1999

Utility Operations Sales:

Energy Sales-Kho (in thousands): ! , _ |
Residential 2,4058 2,298,542 2,197,889 2,171,945 2,027,589

Commercial 3,379,147 3,254,576 3,213,208 3,133,996 2,981.656

Industrial 1,346,4 1,612,723 1,603,266 1,544,367 1.559.155

Other ultimate customers 221,137 240.665 240,934 238,635 235.183

TOTAL KWH SALES 7,352,712 i 7.406,506 7,255,297 7,088,943 6.803,583

Gas Throughput-Decathenns (in thousands):

Residential 27,416 29,627 27,848 28,810 32,121

Commercial 10,810 12,009 10,421 9,859 11.106

Industrial 485 749 3,920 5,038 2,338

Other 5,510 4,807 4,355 6,426 6,538

TOTAL GAS SALES 44,221 47,192 46,544 50,133 52,103

Transportation throughput 50,756 44,889 51,395 j 44,871 40,161

TOTAL GAS THROUGHPUT 04s77 ! 92,081 97,939 95,004 92.264

Revenues (in thousands): |

Electric Revenues:

Residential s 203,710 $ 197.174 $ 187,600 $ 186,133 $ 184,088

Commercial 252,876 247,8001 242,372 | 238,243 238,830

Industrial 67,388 82,009 | 82,752 79,671 85,828

Other ultimate customers 14,069 14,942 14.795 14,618 13,777

TOTAL REVENUES TO ULTIMATE CUSTOMERS 538,043 541,925 527,519 518,665 522,523

Transmission revenues 16,493 23.150 | 26,553 16,855 15.519

Miscellaneous electric revenues 5,807 5,014 | 5,154 3,163 2,826

TOTAL ELECTRIC REVENUES 562,03 | 570,089 I $ 559,226 $ 538,683 $ 540.8es

Gas Revenues:
Residential $ 226,799 $ 176,284 $ 221,409 $ 203,208 $ 160,311

Commercial 72,269 53,734 r65,654 56,283 39,311

Industrial 2,820 2,872 27,519 24,206 8,560

Other 37,473 26,781 36,495 37.360 26,168

Revenues from gas sales 3391,31 259,671 351,077 321,057 234,340

Transportation 18,906 | 17,735 20,188 j 14,163 12,390

TOTAL GAS REVENUES 5 35F8,2F67 $ 277,406 $ 371,265 $ 335,220 $ 246.730

TOTAL UTIUTY REVENUES S 921,570 I $ 847,495 $ 930,491 j $ 873,903 $ 787,598
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FATISTICSeCOMPARATIVE OPERATING ST

2003 2002 2001 2000 1999

Utility Customers at Year End:
Electric:

Residential
Commercial
Industrial
Other ultimate customers

TOTAL ULTIMATE CUSTOMERS

Sales for Resale
TOTAL CUSTOMERS

42,391

tl22

4WO9

72

i'00

Gas:
Residential

Commercial
Industrial

Other
Transportation

TOTAL CUSTOMERS

Wholesale Operations Sales:
Energy Sales-MWh:

Long-term contracts
Forward sales
Short-term sales

TOTAL SALES TO ULTIMATE CUSTOMERS

Revenues (in thousands):

Long-term contracts

Forward sales
Short-term sales

TOTAL WHOLESALE REVENUES

34,645

1, e

2,983

40:
458,818

I I~

3,237,525

11,487,976

151,543

33,4;83

$ 533,833

345,588

41,092

311

796

387,787

76

387,863

411,642

35,194

58

3,664

27

450,585

844,168

7,269,242

8,113,410

$ 58.546

3,575

207,674

$ 269,795

76

1,734.000

1,456,000

$ 1-3910

10,568

340,656

40,065

377

924

382,022

79

382,101

404,753

32,894

50

3,528

34

441,259

1,463,031

10,596,004

12,059,035

$ 77,250

(2,572)

1,247,471

$ 1,322,149

79

1,521.000

1.397,000

$ 1.6007

10,549

332,332

39,525

371

625

372,853

81

372,934

398,623

32,626

50

3,612

32

434,943

330.003

10,213,725

10,543,728

$ 87,731

(14,768)

577,811

$ 650,774

81

1,521,000

1.368,000

$ 1.3827

10,547

321,949

33,435

375

625

361,384

83

361,467

390,428

32,116

51

3,688

32

426,315

1,185,916

8,585,705

9,771,621

$ 66,353

(2.300)

260,856

$ 324,909

83

1.521.000

1.291.000

$ 1.3169

10,490

1

7
1
I

II
I

ZI

89

Customers at Year End:
Wholesale

Generation Statistics:
Reliable Net Capability-KW
Coincidental Peak Demand-KW

Average Fuel Cost per Million BTU
BTU per K%,h of Net Generation

1,742,000

S 1.412D

,0,854.:



SHAREHOLDER INFORMATION

2004 ANNUAL MEETING

The 2004Annual Meeting of Stockholders will be held at9:00 am on May 18,2004 at The South Broadway Cultural Center, 1025 Broadway SE,
Albuquerque, NM. Proxies will be requested from stockholders when the notice of meeting and proxy statement are mailed on or about April 7.

TRANSFER AGENT AND REGISTRAR
Corporate Headquarters:

Mellon Investor Services
PO Box 3338
South Hackensack 07606-1938
Phone: 1-877-663-7775
Website: melloninvestorcom

Overnight, Registered or Certified Mail:
Mellon Investor Services
85 Challenger Road
Ridgefield Park, NJ 07660

DIVIDEND REINVESTMENT AND DIRECT STOCK PURCHASE PLAN
PNM Resources offers a dividend reinvestment and direct stock purchase plan as a service to both new investors and current shareholders. In
addition to full or partial reinvestment of dividends, the PNM Direct Plan gives shareholders the opportunity to make direct cash investments.
More information about the Plan and enrollment forms are available by calling Mellon Investor Services at 1-877-663-7775 or by visiting
Mellon's website at melloninvestorcom.

Mellon has done an excellent job as our agent in processing requests for transfer of share ownership, address changes and other routine
transactions. But if you prefer to deal with someone in PNM Shareholder Services, please feel free to call us anytime during business hours.
You can reach a PNM representative either by calling the Mellon Investors toll-free line (1-877-663-7775) and pressing "#' to connect to
PNM or by calling us directly at 1-800-545-4425.

SECURITIES INFORMATION
Exchange Listing and Stock Symbol
PNM Resources' common stock is listed on the New York Stock Exchange under the symbol PNM. The newspaper listing is PNM Res. As of March 15,
2004, there were 14,717 common shareholders of record.

COMMON STOCK PRICES* AND DIVIDENDS PAID: (IN DOLLARS)

so

2003 2002

QTR.

2

3
4

DIVIDEND HIGH LOW DIVIDEND HIGH LOW

$0s22

$0.23

$0S23

$0.23

S23.9W2

$27.850

$28.970

$29.470

$18.950

$21.850

25.370

$26.290

$0.20

$022

$0s22

$0.22

$30.760

$30.550

$24.330

$24.670

$25330

$23.3c0

$17.250

$17.470

'As reported by NewYork Srck Exchange compite PriceIistory

For further information regarding dividends, please see discussion on pages 36 and 37.

REPORTS AND PUBLICATIONS
Copies of the Company's Form 10-K (annual report) and Form 10-Q (quarterly report) to the Securities and Exchange Commission (SEC), proxy
statement, all neis releases, an 11-year Financial and Statistical Report and other corporate literature are available free upon request by calling
505-241-2868, by accessing the information on the Internet at pnrm.com or by writing the Vice President, Investor Relations.

For up-to-date stock quotes, quarterly earnings results and other important information, visit the PNM *website at pnm.com.

CONTACT INFORMATION
Corporate Headquarters:

PNM Resources, Inc.
Alvarado Square
Albuquerque, NM 87158
Phone: 505-241-2700
Website: pnm.com

Investor Relations:
Barbara L Barsky
Vice President, Investor Relations
Phone: 505-241-2662
Fax: 505-241-2367
E-Mail: bbarskyEpnm.com
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ABOUT OUR COMPANY

Pinnacle West Is a Phoenix-based company with consolidated

-.- assets of approximately S9.5 billion and consolidated

- ;revenues of $2.8 billion. Through our subsidiaries, we

generate. sell and deliver electricity and sell energy-related

products and services to retail and wholesale customers

in the western United States. We also develop residential,

commercial and Industrial real ostate products.

r7

I I ABOUT THIS YEAR'S ANNUAL REPORT

No hsIs not actuaiiy our 2008 Annual Report. However.

1West we take a long-term view, and the issues

1i~ we will face five years from now are the issues we must
address today. This is why we, nd our Annual Report.

are focused on the future -for shareholders, for Customers

and for Arizona.
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CORE STRATEGIC OBJECTIVES

_Focus on superior long-term
total returns for shareholders

_Provide Arizona electricity
customers with reliable energy
at stable prices

-Capture growth opportunities
in our electricity markets

-Actively manage our costs and
business risks

ELECTRIC UTILITIES AVERAGE ANNUAL
DIVIDEND GROWTH 1994 TO 2003

10%

.15'X,- '' . "

-Maximize the long-term value
of our assets

-Maintain a disciplined focus
on our long-term goals while
remaining agile

Increase our generation portfolio
consistent with our native load,
cash flow and market conditions

PINNACLE WEST STOCK PERFORMANCE COMPARISON
Valuce of IE00 invested on December 31. 1999. with dividends reinvested

S200

150 C.

Isa 0

DEC DEC DEC
19?9 20"0 2001

DEC
2002

DEC
2003

0 Pinnacle Vlest * SZP 500 Igidex 3 EEI Electric Indrx

FINANCIAL HIGHLIGHTS
(Lloilars En thOtisind3.t r 3er l Pat har .amoul- ts!

Yca.f rnided ooCarnhf" 31I. 2503
.3,wlth Ri,'. G owtis Rat,

I2003 Vt 2002 200.1 t.1 2001

INCOME HIGHLIGHTS

Operating revenues
Income ftom continuing operations
Nct Income

DALANCE SHEET HIGHLIGHTS

Total asSots -y year-end
Common stock equIty 7 year-end

PER SHARE HIGHLIGHTS

Earnings per share from - - -- -
continuing operations - diluted

Net incorno - diljUrd
Indicated annual dividond - yoar-rnd

Book ValuO per share - year-ond

STOCK PERFORMANCE

Stook pilce per share - year-end
Stock price appreciation -

Total return
Market capitalization - year-end

$ 2,817.852
$ 230,576

$ 240.579

S 9,536,378
$ 2,829,779

$ 2.52
S 2.63

S. 1.80
; -30.97

$ 40.02
1 7.4':

23.1%

$ 3,653,343

.S 2,440,268
206,198
1 49.40S

S 9,139,157
$ 2,686,153

S

2.43

1.76
1.70

29.40

S 2,634.765
$ . 327,367

$ 312,166

S 8.529,1124
$ 2,499,323

$ 3.85
S 3.68

S 1.60
$ 29.46

S 41.85
(12.1)%

(9.0)%

$ 3,549,924

15.5%
1 1.8%

61.0%

4.3%
5.3%

3.7%

49.4%

5.9%m
5.3%

(7.4)%

(37.0)5%
(52.1)%

7.2 %

7.5 9c

(36.9)%
(52.2)%

6.3 %

(0.2)%

S 34.09
(18.511%
(1 4.8) .%

$ 3.115,142 17.3% (12.2)%



Understanding how we got to this point - at the end of one

state regulatory era but not yet firmly in a new era - requires

a quick look at where we are now and how we got here.

HOW WE GOT TO NOW

In 2003, our year-end earnings were in line with expectations.

and we strengthened our liquidity position. We had another

strong year of operating performance. Our gas- and coal-

fired power plants recorded some of their best production

years ever. And the Palo Verde Nuclear Generating Station

was the largest power producer of any kind in the U.S. for

the 12th straight year.

We also achieved regulatory milestones. With approval from

the Arizona Corporation Commission (ACC), APS loaned

funds to Pinnacle West Energy to relieve the debt burden

..incurred In the construction of new gas-fired power plants.

We also completed a bidding process to secure more

|than 2,200 megawatts of capacity, including about 1,800

megawatts from Pinnacle West Energy's Arizona plants that

were specifically built to serve APS customers. And our

service area remained vibrant, as evidenced by customer

growth of three times the national average and record levels

of electricity consumption by our retail customers.

That growth, however, came at a price. Over the past few

years. we've invested about $2 billion in new infrastructure

to Increase system reliability. In addition to expanding

our generation portfolio, we completed a new 500-kilovolt

transmission line from Palo Verde to the metropolitan

Phoenix area. The 1 ,200-plus megawatt line played a

significant role in APS' ability to avoid delivery problems

during the summer of 2003.

To recover these and other costs - and as required by our

1999 Settlement Agreement with the ACG - we filed our

first general rate case in more than a decade. This rate

case covers our cost of service, return on equity, and

fuel and purchased power adjustors. Just as important,

it addresses a host of issues left unresolved when the

ACC reversed Its position on deregulation In 2002.

To Our
Shareholders
You read correctly, our cover says '2008 Annual Report.'

There's a good reason. This is where we spend a lot of

our time - planning to meet the energy needs of customer

demand that's growing 4 to 5 percent each year.

For Pinnacle West, 2008 Is here - now.

This emphasis on the future is more than a clever idea.

It's a way to bring our vision Into sharp focus for customers,

investors and policymakers. A long-term view has always

been critically important to us. Growth makes our future

orientation even more crucial today. There Is simply no

room for error or delay - or extended regulatory uncertainty.

We are focused with laser-like intensity on the outcome of

our current rate case and what it will say about the future -

for our customers and our state.

02 PNW-2003
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In 1999, we signed a regulatory agreement with the ACC

that brought competitive choice to our customers, required

us to transfer our APS power plants to an unregulated

subsidiary and lowered prices by an average of 1.5 percent

per year for five years. This agreement provided a foundation

for Pinnacle West lo form a business plan consistent with

the ACQ's wishes. It also explicitly recognized that our

unregulated subsidiary could include our low-cost coal and

nuclear units in one consolidated generating company.

In 2002, when the ACC reversed course and ordered us

not to consolidate our power plants, we had been preparing

for deregulation for nearly a decade. We built new gas-fired

plants needed for APS customers in Arizona expecting

they would be part of a much larger generation fleet that

would include APS' fossil and nuclear units. As directed, we

stopped course. But the ACC reversal changed everything,

leaving many important issues open, including the financial

Integrity of those plants.

Because of unresolved issues - such as the critical need

to consolidate our power plants going forward - our 2003

rate filing goes beyond a rate case. It's really about the

future. In that sense, our current rate case is similar to our

1999 Settlement Agreement. The 1999 Settlement Agreement

set out a path to the future. That future was the last five

years and our performance was outstanding.

HOW FOCUSING ON THE FUTUnE LED

TO SUCCESS: 1999 TO 2003

Our future focus is not a new concept. In fact, it has been a

necessity. During the last five years, we honed the traits that

allowed us to navigate previously unseen industry volatility.

It took agility ond adaptability. In 1999, like now, there was

conflict between federal and state regulators, not to mention

the unfettered presence of public power in the West.

We insisted on keeping our existing power plants, and

we didn't speculate in large merchant generation. We built

much-needed new units to serve APS' new customers.

It took the abili!y to manage risk. Upon approval of the

1999 Settlement Agreement, we embarked upon a two-

pronged approach to address customer reliability and price

exposure. First, we announced the construction of 1,800

megawatts of new generation under Pinnacle West Energy

to cover a portion of APS' needed generation. Second, we

immediately began a short-term electric and natural gas

hedging program to cover the interim period. We didn't

panic and sign purchase power agreements at the peak of

market prices, and our two-pronged approach allowed us

to navigate the western fuel and power markets without

harming customers or investors.

In the summer of 2000 and again in 2001, when wholesale

power markets erupted, we were almost fully protected

against price spikes with a combination of supply contracts,

new generation and financial hedges. At no time did we

dedicate the output of our new generation to anyone else.

It took commitment to meeting customer needs. We knew

the generation capacity we would need wasn't going to be

found in the wholesale marketplace. We were wary of the

California market structure, so we fought from the very

beginning against the divestiture of APS generation to a

third party. We had envisioned what a decent wholesale

market should look like and we didn't see one - and still

don't - anywhere in the western United States.

Under the electric competition rules adopted by the ACC

in 1999, we could not build any new generation at APS,

and without new plants under construction we would have

been forced to enter the wholesale energy market at the

worst possible time. As our requests for proposals from

the wholesale market have shown, no one else could have

supplied the power our customers needed last year - and

will need in the future - as economically as our new plants.

It took a focus on creating customer value. While other

utilities were going bankrupt or passing along unheard-of

price increases. we lowered our rates by 16 percent over

a 10-year period. We delivered these price decreases,

2003-PNW 03



as promised, and delivered the best customer satisfaction

of any investor-owned utility in the West.

For the years 1999 through 2003, our peak demand

grew nearly 25 percent. When combined with the 1,200-

megawatt shortage APS had in 1999, APS' shortage grew

to 2,500 megawatts, approximately one-third of our total

responsibility. We met that shortage. During that time,

we didn't have a single outage because of generation

* shortages or transmIssion congestion. We kept the lights

on with outstanding operations - at our coal, nuclear

and gas plants and throughout our wires' organization.

It took a focus on creating shareholder value. We've proven

adept at translating customer growth into financial results

for our shareholders. While our market grew substantially,

our workforce count remained flat. Since 1999. we've

deployed more than $140 million of cash distributions from

our real estate operations to improve liquidity and fund

operating capital. Our common stock dividend growth

over the last decade has been the best in our industry.

And, tho total return on our stock has consistently

outpaced the S&P 500 Index.

WHY THE CURRENT RATE CASE IS SO IMPORTANT

We remain focused on the future, just as we were In 1999.

But today we're in a state of regulatory transition, without

sufficient structure to meet our rapidly growing customer

demand. That regulatory structure is needed now so we

can continue our outstanding performance for customers

and investors.

The unresolved issues in the rate case we filed last year

include consolidating Pinnacle West Energy's Arizona units

Into APS and restoring the S234 million write-off we were

ordered to take as part of the 1999 Settlement Agreement.

These Issues, while Important in themselves, point to the

central regulatory issue confronting the ACC and this

company - establishing the rules for the future.

In the past, we have been clear that a focus on the future

required a firm grounding in regulatory consistency.

We thought with the signing of the 1999 Agreement, we

had achieved sufficient predictability and certalnty, and

we kept our commitments. With our agile approach to

regulation and competition, we were able to secure the

power we needed to keep the lights on, our customers

satisfied and Arizona's economy running.

Today, that predictability and consistency are lacking. We

have unfinished business. but we are confident we and our

regulators can work together to re-establish a framework that

balances customer value with Investment risk and reward.

WHY THE FUTURE IS DEJA VU: 2004 TO 2008

Looking ahead, we're focused on ensuring that our

company can build on its stellar performance of the last

decade. To re-create our past successes - to make the

long-term investment in infrastructure we will need in

Arizona - requires a clear and consistent regulatory path.

With that clarity in place. we will continue to:

Manage the future with agility and adaptability. Agility will

always be fundamental. We will retain a sensitivity and

responsiveness to the market and to regulatory uncertainty,

which can be managed but never completely eliminated.

And we'll remain focused on customer needs and Arizona's

growth potential.

Utilize our risk management skills. We clearly know our way

around western energy markets. Over the next five years.

the skills we used to navigate tho market storms of 2000

and 2001 will repeatedly prove their value. We will use every

tool we possess to sidestep the ill effects of any future boom-

bust cycle and protect our customers from market spikes.

Keep the lights on for our customers. We see no slowdown

in customer growth, and likely a modest acceleration. To

serve customers reliably, we must take action now, just

as we made decisions in 1999 that gave us the power we

needed. Our forecast shows we'll need about 1,800 more
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megawatts of generating capacity by 2008, and a total of

more than 3000 by 201 2. Those figures are in addition to

the Pinnacle West Energy units we are asking to include

in APS. That's why we issued a request for proposal late

last year seeking additional capacity by 2007.

Our preference is to buy an existing station or build one

ourselves. As long as power markets are rudimentary,

illiquid and volatile, increasing reliance on the wholesale

market presents unacceptable risk to customers and

investors. But at present, we have no assurance that

we would be allowed to recover the cost of a prudently

planned and constructed plant.

Provide ongoing value for our customers. Providing value

to our customers is the driving force of the people of

our company. Through their dedication, creativity and

commitment we will continue to achieve an enviable

combination of price and service.

On the horizon, there are many exciting developments in

technology. such as the 'seif-healing' grid, advances in

metering and customer information. distributed generation.

solar and other renewable energy sources. These new

technologies, combined with the spirit of our people.

will continue to produce excellent customer value.

Create shareholder value. For you, the owners of our

company, ve will continue to produce solid shareholder

returns by capitalizing on our region's growth, concentrating

on our core business and focusing on our future. We will

continue to emphasize dividends, while striving to achieve

a regulatory structure that recognizes the importance of

aligning Investment expectations with potential returns.

WHY THE FUTURE IS NOW

We are poised to become a new kind of vertically integrated

utility - one that provides customers with reliable power

at a reasonable price but remains subject to the discipline

of the energy: marketplace. A utility that uses its skills to

navigate the energy market for the benefit of both customers

and investors.
, i

As I said in last year's Annual Report letter, competition

and regulation will co-exist and we must operate effectively

in both worlds. The fundamental forces of market structure,

electric reliability, customer value and investment risk/reward

will shape the consistency and alignment between the two,

and as a new kind of vertically integrated utility we must

anticipate their evolution. Since competitive markets often

move faster than regulation, it's imperative that the regulatory

structure considers the future. and that regulators go beyond

traditional, historical regulation.

Our Arizona regulators recognize the absolute need to

manage electric reliability and price volatility on behalf of

customers and the importance of a financially solid electric

utility. The regulatory decisions needed in 2004 are critical

to the foundation of operating and resource decisions

we must make now for 2008 and beyond. I believe our

commissioners understand the long-term need to have

a reliable and affordable electric infrastructure as a base

to fuel Arizona's economy.

Resolving our current rate case fairly means balancing

customer and shareholder interests by recognizing that

those interests are frequently aligned. Over the long term,

a financially strong utility and low customer rates go

hand-in-hand.

We are committed to achieving a regulatory outcome that

sets a firm foundation for important operating and resource

decisions. Simultaneously, we will continue to meet our

customers' growing needs. improve service levels, build

on our excellent operating performance and manage our

resources in a safe and ethical manner while providing

our shareholders a fair return on their Investment.

This is our hallmark.

William J. Post, Chairman
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Our customer base will continue to grow rapid!y -
aboUt three times the industry average.



Whether 2003 or 2008. customer growth Is the fuel that Of course, growl

powers our industry's financial engine. In this area, APS has it it is met with E

few peers. In 2003, our customer growth was again rapid comploted a 53r

and unique. APS experienced 3.3 percent customer growth Plant. By the en,

(roughly 30,000 new customers). This was about three nearly 2,400 me~

times the industry average. about 1,600 mel

The epicenter of this growth is found in the heart of In addition to in(

our service territory - the Greater Phoenix area. In 2003, we continue to e

approximately 3.4 million residents called the Phoenix area system. In 2003

home - a 17 percent increase from just five years earlier. transmission linE

In 2003, the Phoenix metro area also Issued more than Generating Stati

47,000 building permits, the highest number of permits the line allowed

in the last 18 years. power to flow in

played a vital rol

. -problems during

"i Renewable ener

, -Arizona's energy

on the Prescott

be one of the lai

We are also a m

>t - northeastern Ari

negative Situatioi

2002 and our st

[ ] .- and convert thei

_ fi- it will partner wil

$ ( .-.. establish Arizonm

i No other electric

I'; '' growth over the

| - 2 ~- .: |West's averagee

e averageyear, ranking us[ iannual dividend

the 10th consec

underpin stock I

our dividend has

characteristic fo

- - - - - .- ...

C

th benefits the company's bottom line only

sufficient resources. In 2003, our company

)-megawatt unit at the West Phoenix Power

d of 2004, the company will have added

]awatts of new generating capacity (including

gawatts in Arizona) In the last four years.

creasing our generating capabilities,

expand our transmission and distribution

we energized a now 37-mile 500-kilovolt

e that runs from the Palo Verde Nuclear

on to the Phoenix area. Completion of

more than 1,200 megawatts of additional

to Arizona's largest metropolitan area and

Me in APS' ability to avoid severe delivery

the summer of 2003.

gy resources will clearly be a large part of

future. Construction is currently underway

(Ariz.) Airport Solar Power Plant, which will

'gest photovoltaic solar plants In the world.

ajor participant in a new biomass plant In

zona, which can take the by-products of

ns - Arizona's vast Rodeo-Chedeski fires of

ate's devastating bark beetle infestation -

3n into fuel. Most recently, APS announced

th Western Wind Energy Corporation to

a's first commercial wind farm.

utility in the U.S. can match our dividend

last 10 years. In that period, Pinnacle

dividend growth rate was 8.4 percent per

number one industry-wide. In 2003, our

was Increased 10 cents per share for

utive year. We recognize that dividends

performance. Our track record in growing

been a distinguishing investment

r our company.
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II

Just as Pinnacle West's previous planning efforts played

a vital role In 2003, today's planning will help ensure the

successes and manage the challenges of 2008.

As required by a 1999 Sottlement Agreement approved by

the Arizona Corporation Commission, APS filed a general

rate case in mid-2003 - our first in well over a decade.

That filing requested a 9.8 percent retail revenue Increase,

which would be the company's first price increase in more

than 13 years. Even with the requested increase, APS' rates

would be about 6 percent below what they were In 1993.

Through the regulatory process. our goal is to find a

workable structure that helps ensure long-term reliability

and price stability for our customers, and supports

continuing growth in the state of Arizona while providing

a reasonable return for cur shareholders.

In 2003, APS implemented the last of a series of rate

reductions that have lowered customer prices an average

of 16 percent since 1993. This decrease represented the

largest cumulative price decrease among investor-owned

utilities nationwide during that time period, and saved our

customers well over $1 billion.

Providing reliable electricity is at the top of our agenda

as we plan for Arizona's energy future. As APS customer

base has grown, individual energy usage has also risen

dramatically. From 1991 to 2003, household usage of

electricity in Arizona has increased an average of 23 percent.

In 2003, APS' peak energy load demand rose more than

9 percent over the previous year. APS' peak load, over

the last two years, has grown more than 600 megawatts,

approximately equal to the output of one of our units at

our new Redhawk Power Plant.

We completed a large-scale maintenance project at the

Palo Verde Nuclear Generating Station in the fall of 2003,

to Improve the efficiency and reliability of our lowest-cost

power source. Two 800-ton steam generators were

successfully replaced in Unit 2, completing more than

five years of planning and careful management of the

manufacture and transportation of the generators from

Italy. During the replacement process, plant employees

set a world record for the lowest collective radiation

exposure during a steam generator replacement.

I

[...

APS ELECTRIC SYSTEM LOAD AND RESOURCES 2003 TO 2012

MW
10,000

PC -K LOAD i nCSLF.,L MM AJ4N -.

6.000 - i

4,000

2.000

0

2003 2004 2CCS 2006 2007 2008 2009 2010 2011 701

Moving forward, our customer demand wIit prow,
and so will our need for new power resources.
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It's likely that In our 117 years as a company. no employees

have been asked to accomplish more than our current staff.

They aro the embodiment of 'doing more .with less.' In the,

last five years, APS has added more than 150,000 customers.

while our work-force numbers have remained virtually the

same. Added demands have pushed us to find ways lo

work more efficiently. The result has been an energetic,

innovative and purposeful worldorce.

One example of our company's strong productivity comes

from the Palo Verde Nuclear Generating Station west of

Phoenix. In 2003. Palo Verde marked Its 12th consecutive

year as the largest power producer of any kind in the

United States.

In addition, our gas-fired plants - including our new units - .
at West Phoenix and Redhawk - operated at about 90

percent availability, and the combined capacity factor tor

our Four Corners and Cholla powor plants ranked near

the top of the industry.

Taking advantage of opportunities in a favorable roal estate

market, SunCor Development Co., Pinnacle West's real L

estate subsidiary. delivered solid performance, reporting

2003 net Income of S50 million, compared with net income

of $19 million for 2002. SunCor's performance Is expected

to augment the company's earnings pending the outcome

of APS' rate case.

APS Energy Services continued to deliver solid earnings,

while building a stellar customer reputation. Commodity

electricity sales to key California businesses and government

customers remained strong, and the company saw significant

growth in energy services and energy efficiency sales In

Arizona, California and Nevada. Northwind. the company's

district cooling and heating operations expanded from down-

town Phoenix. adding operation of a site In Tucson, Ariz.
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Our employees Continue to serve more customers, more efft"ioniet

Focusingj on the needs of customers has resulted in steadily A company-wide emphasis on safety in 2003 resulted in

impreviiig customer satisfaction scores as measured by decreased preventable recordable injuries - the third such k
the J.D. Power and Associates Electric Utility Residential reduction In as many years. Employees at the West Phoenix

Custorrer Satisfaction Study. In 2003, APS ranked second and Yucca power plants contributed to this improvement

among electric utilities in the West, and earned the highest by working 22 and 19 years, respectively, without a lest-

score amnong investor-owned utilities in the region. APS time accident.

imprv~ditsscoes n al fve f te srve's actrsDedication to a safe and healthy workforce is one of the

which measure customer attitudes about power quality raosPnal etere pto A~ ito

and reliability, company image, price and value, billing"BsEmlyrfoWresOvr5.Teaocy

and aymnt, nd ustmer ervce.organization recognized the company's efforts to retain

Our utility Web sIte - aps.com - continues to reduce elder employees by promoting continuing education and

operatinig costs, while providing customers another flexible schedules. Pinnacle West was one of two Arizona

convenient way to work with our company. Customers employers on the national list.

can connect and disconnect their service, receive end
We take a very broad view of business performance, which

pay their electricity bills and get helpf il Information online,. nldsntol annsan tc rcbtas h

The itehinles orethal 70000payentseac moth, value of safety, environmental and social performance,

fdr ~rpsslg cmpay gals.Suc peforanc heped customer service and integrity. In 2003, our performance
the 'sit" .earn Its second consecutive Best Energy W~ebinteeaasardPnaceWta"1'rigo

Site We bAward fromn the Web Marketing Association,asclof1t 0frrgvenceaigsgny
:a natia scalegofi1atoo10,ffromrngovernancenratingsrtgency
a n'loal rgaizaionof ntenetmaretig, dvetisng, GovernanceMetrics InternatIonal, which ranked 1.000

publc rlatons nd esin prfesionls.U.S. electric utilities in the area of Corporate Governance.
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SELECTED CONSOLIDATED FINANCIAL DATA (ck.ars in tLousandh. excet rhares and per shwre arnoutrts)

2003

OPERATING RESULTS

Operating revenues:
Regu'ated electilcity segment (a) S 1,978075
Marketing and trading segment (a) 391,866
Real estate segment 351,604
Other revenues 86,287

Income from continuing operations S 230,576
Discontinued operations - net of

income taxes lb) (c) 10,003
Extraordinary chargo -

net of Income taxes (d.
CurnI.lative effect of change In

acoount_ - net of income taxes (et ____ _

Net Income S 240,579

COMMON STOCK DATA

Bcok value per share - year-end S 30.97
Earnings (loss) per weighted average

common share outstanding:
Continuing operations - basic S 2.53
Discontinued operations .0.11
Extraordinary charge
Cumulative effect of change

in accounting
Net income - basic S 2.64

Continuing operations - diluted S 2.52
Net Income - diluted S 2.63

Dividends declared per share S 1.725
Indicated annual dividend rate

per share - year-end $ 1.60
Woighted-average common shares

outstanding - basic 91,264,696
Weighted-averago common shares

outstanding - diluted 91.405,134

BALANCE SHEET DATA

Total assets S 9.536.378
Liabilities and equity:
Long-term debt less current maturities S 2,e97,725
Other liabilities 3,608,874

Total liabilities 6.706.599
Common stock equity 2,829,779

Total liabilities and equity S 9,536,378

2"OZZ01 ______ Isoe

S 1,893,391 S 1,984.305 S 2,536,752 S 1.915.108
286,679 469,784 416,532 154,125
201,081 168,905 158.365 13D,169
61,937 11,771 3,873 439

S 206,198 5 327,367 S 302,332 $ 269,772

8,955 - - 38,000

(139,8S5)

J6,745) 15,2

S 149,408 $ 312.166 S 302,332 5 167.867

5 29.40 $ 29.45 S 28.09 S 26.00

S 2.43
0.10

S 3.863 S 3.57 S 3.18
0.45
(1.65)

_t___00.77) 18 -

$ 1.76 S 3.68 S 3.57 S 1.98
S$ 2.43

$ 1.76
$ -1.625

S 3.85
S 3.65
$ 1.525

$ 3.55 $ 3.17
$ 3.56 $ 1.97
S 1.425 $ 1.325

S 1.70 S 1.60 $ 1.50 S 1.40

8 4,902,916 84,717,649 84,732,544 8-1.717.135

- 84,963,921 84,930,140 84,935.282 85,008,52-7

S 9,139,157 S 8,529.124 S 7,697,558 $ 7,095,441

S 2,743,741 S 2,673,078 S 1,955,033 $ 2,206.052
3,709,263 3,356.723 3,359,761 2.653,656
6,453,004 6,029,601 5,314,844 4,889,708
2,686.153 2,499,323 2.382,714 2,205,733

S 9.139,157 $ 8.529,124 S 7,697,556 S 7,095.441

I~!IncudLu_ recianmif 'lons a( rt-venuti3 in ='r3, 50102 .and 2001 fxI ,t i-, ard,,pIion of Em, 03-11.i.sNzite,r i *I hof e,, I',) c~Arr!dilad FnaV~ial sta ens. S

,14Tax t-Anefi e.rtywing from We 0c It&u n ci norneitay maec-rs re Mild to a fcqr0 sut-sei.,ry. M.rruBank. A 1`4e mlr Saour~g Bark In 1iS-)

(c.) Relri restatae diskzcsn nun,) 'piretivnY In 20W ani Z002. Sr± N-oin :2 of Noltn. to Cjnsotildated Fironceial Stvlwientr.
cdl Ctimtj2'-s aerdi~Ctrd W III are. fat"r d.3311iiwtrnCe. See P,'Ig~ato'y Accounuting' in Nola 1 of Notes to 0ocnsofdated Fir'zncisf Stlalmerits.
(El Chargo el iCroUT1¶,Ip 6tarid.3rds re a!Wc to .irmrniiveoc In 2001. So-i INoto 1 c f Noio, to consoid~ated Ftinar!o SlatemEnts.

()Chang~. in kciint'fng standards fe aied to uierge tating a'ti,,iias In 2002. See IJote 18 o Ncr1 10 Consrs!dated Financial Ctitementrs.
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OUARTERLY STOCK PRICES AND DIVIDENDS PER SHARE Sillk Svribol: PNW

- r'ld.nden .Gzd"1
Per F-,

2003 High Low Close 60h., 2COZ H'j1 Ltw " ir- Shw.o

tst Quarter S 37.13 S 28.34 $ 33.24 S 0.425 1st Quarer 4 45.60 $ 39.36 S 4-5.35 £ 0.400
2nd Quarter 39.59 31.35 37.45 0.425 2nd Quarter 46.68 37.08 39.50 0.400.
3rd Quarter 38.03 32.87 35.50 0.425 3rd Qualter 39.72 25.82 27.76 0.400
4th Quarter 40.48 34.91 40.02 0.450 4th Quarter 34.36 21.70 34.09 0.425

GLOSSARY

ACC - Arizona Corporation Commission

ADEC - Arizona Department of Environmental Quality

AFUDC - allovwanice for funds used during construction

AU - Administrative Law Judge

ANPP - Arizona Nuclear Power Project, also known as Palo Verde

APS - Alizona Public Senvice Company. a subsidiary of

the Company

APS Energy Services - APS Energy Servicrs Company, Inc.,

a subsidiary of the Company

CC&N - Ccrtificate of Convenience and Necessity

Cholla - Cholla Power Plant

Citizens - Citizens Communications Company

Clean Air Act - the Clean Air Act. as amended

Company - Pinnacle West Capital Corporation

CPUC - California Public Utility Commission

DOE - United States Department ot Energy

EITF - the FASB's Emerging Issues Task Force

El Dorado - El Dorado Investment Company, a subsidiary

ot the Company

EPA - United States Environmental Protection Agency

ERMC - the Company's Enrergy Risk Management Committee

FASB - Financial Accounting Standards Board

FERC - United States Federal Energy Regulatory Commission

FIN - FASB Interpretation

Financing Order - ACC Order that authorized APS' $500 million

loan to Pinnacle West Energy in May 2003

Four Corners - Four Corners Power Plant

GAAP - accounting principles generally accepted in the United

States of America

IRS - United States Internal Revenue Service

ISO - California Independent System Operator

kW - kilowatt, one thousand watts

kWh - kilowatt-hour, one thousand watts per hour

Moody's - Moody's Investors Service

MW - mogav-att, one million watts

MWh - megawatt-hours, one million watts per hour

NAC - NAG Inlemationa! Inc., a subsidiary of El Dorado

Native Load - retail and wholesale sales supplied under traditional

cost-based rate regulation

1999 Settlement Agreement - comprehensive settlement

agreemletic related lo the implementation of retail

electric competition

NRC - United States Nuclear Regulatory Commission

Nuclear Waste Act - Nuclear Waste Policy Act of 1982,

as anended

OCI - other comprehensive income
Palo Verde - Palo Verde Nuclear Generating Station
PCAOB - Public Company Accounting Oversight Board
PG&E - PG&E Corp.

Pinnacle West - Pinnacle West Capital Corporation, the Company
Pinnacle West Energy - Pinnacle West Energy Corporation,

a subsidiary of the Company
PWEC Dedicated Assets - the following Pinnacle West Energy

power plants, each of which is dedicated to serving APS'
customers: Redhawk ULnits 1 and 2. West Phoenix Units 4
and 5 and Saguaro Unit 3

PX - California Power Exchange
Rules - ACC retail electric competiion rules
Salt River Project - Salt River Project Agricultural Improvement

and Power District
SCE - Southern California Edison Company
SEC - United States Securities end Exchange Commission
SFAS - Statement of Financial Accounting Standards
SNWA - Southern Nevada Water Authority
SPE - special-purpose entity
Standard 8 Poor's - Standard & Poor's Corporation
SunCor - SunCor Development Company, a subsidiary of

the Company
T&D - transmission and distribution
Track A Order - ACC order dated September 10. 2002 regarding

generation asset transfets and related issues
Track B Order - ACC order dated March 14, 2003 regarding

competitive solicitation requirements for power purchases by
Arizona's Investor-ownred electric utilities

Trading - energy-related activities entered Into with the objective
of generating profits on changes In market prices

VIE - variable interest entity
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

INTRODUCTION

The following discussion should be read In conjunction with the

Consolidated Financial Statements and the related Notes.

OVERVIEW

We own all of the outstanding common stock of APS. APS is

a vertically Integrated electric utility that provides either retail or

wholcsale electric ser-vice to substantially all of the state of Arizona,

with the major exceptions of the Tucson metropolitan area and

about one-half of the Phoenix metropolitan area. Through its

marketing and trading division, APS also generates, sells and

delivers electricity to wholesale customers in the western United

States. APS has historically accounted for a substantial part of

our revenues and earnings. Growth In APS' service territory Is

about three times the national average and remains a fundamental

driver of our revenues and earnings.

Pinnacle West Energy is our unregulated generation subsidiary.

We fomied Pinnacle West Energy in 1999 as a result of the ACC's

requirement that APS transfer all of Its competitive assets and

services to an affiliate or to a third party by the end of 2002.

We planned to transfer APS' generation assets to Pinnacle West

Energy. Additionally. Pinnacle West Energy constrwcted several

power plants to meet growing energy needs (1790 MW In Arizona

and 570 MW in Nevada). In September 2002. the ACC issued the

Track A Order, which prohibited APS from transferring its generatior

assets to Pinnacle Wtest Energy. As a result of the Track A Ordor,

we are secking to transfer the plants built by Pinnacle West Energy

in Arizona to APS to unite the Arizona generation under one.

common owner, as originally intended.

SunCor. our real estate development subsidiary. has been and is

expected to be an Important source of earnings and cash flow,

particularly during the years 2003 through 2005 due to accelerated

asset sales activity. Our subsidiary, APS Energy Services, provides

competitive commnodity-related energy services and energy-related

products and services to commercial, industrial and institutional

retail customers in the western United States.

Tile earnings contributions of our marketing and trading segment.

signifIcantly decreased over the past two years duo to lower market

liquidity and deteriorating counterparty credit in the wholesale

power markets in the western United States. The marketing and

trading division focuses primarily on managing APS purchased

power and fuel risks in connection with APS' costs of serving retail

customer energy requirements. We currently expect contributions

from our trading activities to be negligible for 2004 and approxi-
mately $10 million (pretax) annually thereafter.

We continue to focus on solid operational performance In our

electricity generation and delivery activities. In the generation area,

2003 represented the twelfth consecutive year Palo Verde was the

largest power producer In the United States. In the delivery area,

we focus on superior reliability and expanding our transmission end

distribution system to meet growth and sustain reliability.

We boireve APS general rate case pending before the ACC Is the

key issue affecting our outlook. As discussed in greater detail In

Note 3. in this rate case APS has requested, among other things.

a 9.89ti retail rate increase (approximately $175 million annually)

rate treatrlient for the PWEC Dedicated Assets and the recovery

of $234 million written off by APS as part of the 1999 Settlement

Agreement. In its filed testimony, the ACC staff recommended.

among other things, that the ACC decrease APS' rates by

approximately 8.4 (approximately $143 million annually), not allow

the PWVEC Dedicated Assets to be included in APS' rate baso.

and not allow APS to recover any of the $234 million written oft

as a result of the 1999 Settlement Agreement. The ACC staff

recommendations, if implemented as proposed, could have a

material adverse impact on our results of operations, financial

position, liquidity, dividend sustainability, credit ratings and access
to capital markets. We believe that APS' rate case requests are

supported by, among other things, APS' demonstrated need for

the PWEC Dedicated Assets; APS' need to attract capital at
reasonable rates of return to support the required capita! invest-

ment to ensure continued customer reliability In APS high-growth
service territory; and tile conditions in the western energy market.
As a result. we believe it Is unlikely that the ACC would adopt the
ACC staff recommendations in their present form, although we
can give no assurances in that regard. The hearing on the rate

case is scheduled to begin on May 25, 2004. We believe the ACC
will be able to make a decision by the end of 2004.

Other factors affecting our past end future financial results include
customer growth; purchased power and fuel costs; operations and
maintenance expenses. including those relating to plant outages:
weaother variations; depreciation and amortization expensesv which
are affected by net add'tions to existing utility plant and other

property arid changes in regulatory asset amortization; and the
expected performance of our subsidiaries. SunCor and El Dorado.;

EARNINGS CONTRIBUTIONS BY SUBSIDIARY
AND BUSINESS SEGMENTS
We have three principal business segments (determined by
products. services and tho regulatory environment):

* our regulated electricity segment, which consists of traditional

regulated retail and wholesale electricity businesses and
related activities and Inelicles electricity generation, transmission
and distribution;
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our marketing and trading segment, which consists of our com-

petitive energy business activities, Including wholesale marketing

and trading and APS Energy Services' commodity-rolated energy

srvices. In early 2003, we moved our marketing and trading

aotivitlies to APS ffom Pinnacle West (existing wholesalo contracts

: rema;ned at Pinnacle West) as a result of the ACC's Track A Order

prohibiting the previously required transfer of APS generating

assets to Pinnacle West Energy; and

* our real estate segment, which consists of SunCor's real estate

development and investment activities.

The following tables summarize net income and segment details for the years ended December 31, 2003. 2002 and 2001 for

Pinnacle West and each of our subsidiaries (dollars In millions):

Ft-gulnted MrarkII na R.Mf

*003 TOTAL El.0ricity and Tradinq EsaltIean Othorlb)

APS (c) S 181 S 184 $ (3) $ - $ -

Pinnacle West Energy (cl .1) - (1)
APS Energy Services 16 - 13 - 3
SunCor 46 - - 46 -

El Dorado (principally NAC) (d) 7 - - - 7
Parent company (di (18) (14) - (1) (3)
Income from continuing operatIons 231 170 9 45 7
Income from disconlinued operations - net of income taxes 10 - - 10
Not income S 241 S 170 S 9 $ 55 S 7

Re~at d Mri-.n; rips
TOTAL El.rWIl'l A,,d Trdn2 Evt.Wtnti.t O _ hl

APS (c) S 199 S 198 S 1 S - S -

Pinnacle West Energy (c) (e) (t 9) (21) 2
APS Energy Scivices (dI) 2c - 23 - 5

SunCor 10 - - 10 -

El Dorado (principally NAC) (d) (55) - - - (55)
Parent company (dl _ 43 7) 32 _ - 18

Income (loss) from continuing operations 206 170 58 10 (32)
Income from discontinued operalions - net o1 income taxes 9 - - 9 .

Cumulative effect of chango In accounting - net of income taeos (f (66) - (66) -

Net income (loss) S 149 5 170 S (8) $ 19 $ 132)

:7l C-AL 171 0"'lyv 'd Tadi.nr r.,io,'a C-thao

APS (c) - $ 281 S .139 $ 142 S - $ -

Pinnacle West Energy (c) 18 18 -

APS Energy Services (d) (10) - (11) _ 1
SunCor 3 3
El Dorado (d)

Parent company (d) - _ 35 (5) 40
Income bcfore accounting change 327 152 171 3 1
Cumulative fctct of chagle in accounting -net of income taxes'() 5I_ (151
Net income S 312 S 137 S 171 S 3 $ 1

i-) S-l Nola ^2. 'Rea! Eaa ACmvlti. - Dtinciti Clop.rt"aborns.
Rlb Th. *Otieiq sepient prifnarly Includes a tiries releted to El Doradoes iivevrnent in NAC W,. rnct4-Jfd petoa losses of tL59 mrillion in :O02, p'im1i' rotated I: NAC

Wntnr'.,lI wih threc cuslo'rrT.
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(,.I ComlI'i-t with AYP5' Octobci 2~'Ot AGO tdIng. Ad'S rntor._j rib, con'tracts with its crifiiatoo to buy "vewr 11NUgf, Alm. 2i003. Tho biIn t roic-cled PrIWS LW.1 Oni thf) (ilty-
disatchiblu did ceton of the PWEC Dodintad Ae,.rtl to APS' Netwo Load cutaloeis (nustomers rmee~ing pmvew un-,,) tzudAit~lc.~aost-f.,sd M'o roitalioni. Euinning
July 1. 25003. uutiar II,* AC-r MsckI B 0rde,. AlS'ws /i rTicfuie'Jtl 4,,oI!t bt;Is for cerlaln e;Utrratod coraal~ty lind enereY ebol.-r.n1mrls. Pinado liest Enitrgy 11d anid entered inl'o
a P7r4ract to sjmpoe rrev.L of It'csr purrmse innower qire-mrrmlws: in 6surrirnir i'rtir's throuq'r Sptmte'nl MCIt3C Srn trckI Ordar' In NoIr 3 for morc. iniorrnatior.

(Si APS Fnr~r n1uo el incomn pror to C0 end El Doradude rut income Vloss) are prnari'jt reportal btitNe rincerma lares. Tho incorne tax Exemvn, or Lnijt ici these
cubs dorrle5 is ,er..rctesj at trii (larort cofipprny.

(e) Ini the fourth Cuante. of 2co02 Firviacie West Ere"Vi raconded a chirje ielated to the caiicellificeri of fledherwk Units 3 and C ct ?Pproximnata ik30 million after inzorne taxenr

(f) A. cif dot,ber 1. 2'002. we re'corded a 1r30 inglio't a'ter-iaa Ckwone tor the ur~nubivai~ efiled of a chtitepq in accc unrl'.t for trading ectia'lIes, fo, Wte early adtk~t n of EITF 02-3%
'Issueu tnvitK-ed In Acccun11rg for Derr-strve Conlrac~es Ha~d for Teaong Piapooes omit Centact rro lvted in Ene gy Tr~drng end Flik klanpjc-ment Acits.So3 Note3 IS.

(g) AlPS re!cod-iid a $15 nillon ll'ter-ta cJhaoe lii WM10 tor the cumunlottwe efet ot f a dlhf3ng In accc'urntng for dwtw'ives I'Volted. to thle 210ptor, of SPAc3 ti. 133,.
'Az,ount~nj for Ehwp.live lnstiemen~ts ind Hedlji,0 Acti-*lis.- See Notd 18.

See Note 1 7 for add itional financial information regarding our
business segments.

RESULTS OF OPERATIONS

General

Throughout the following explanations of out results of operations,

we refer to 'gross margin." With respect to our regulated electricity

segment and our marketing and trading segment. gross margin

refers to electric operating revenues less purchased power and fuel

costs. Our real estate segment gross margin refers to real estate

revenues less real estate operations costs of SunCor. Other gross

mat gin refers to other operating revenues less other operating

expenses, which primarily includes El Dorado's investment in NAG,

which we began consolidating In our financial statements in July

2002. Other gross margin also includes amounts related to APS

Energy Services' energy consulting services. In addition, vie have

reclassified certain prior period amounts to conform to our current

period presentation, Including netting of certain revenues and pur-

chased power amounts as a result of the adoption of EITF 03-1 1

Reporting Realized Gains and Losses on Derivative Instruments

That Arc Subject to FASB Statement No. 133 and Not 'Hold for

Trading Purposes' As Defined In Issue No. 02-3' (see Note 18).

2003 Compared with 2002

Our consolidated not income for the year ended December 31,

2003 was $241 mil:ion compared with $149 million for the prior

year. The 2002 net income includes a S66 million after-tax charge

for the cumulative effect of a change in accounting for trading

activities duo to the adoption of EITF 02-3. Issues Involved In

Accounting for Derivative Contracts Held for Trading Purposes

and Contracts Involved in Energy Trading and Risk Management

Activities' (see Note 18). Excluding the accounting change, the

$26 million Increase in the period-to-period comparison reflects
the following changes in earnings by segment:

* Regulated Electricity Segment - Net Income was flat when

comparing the two years, due to offsetting factors. Not Income in

2003 was negatively impacted by higher purchased power and

fuel costs resulting from higher prices for hedged gas and

purchased power; higher costs related to new power plants,

net of purchased power savings; higher replacement power costs

from plant outagos due to higher market prices and more

unplanned outages (Unit 3 of the Cholla Power Plant experienced

an unplanned outage from August 3, 2003 through November,

2003 and Units 1 and 2 of the Redhawk Power Plant were sub-

stantilly restricted for almost one-half of the fourth quarter to

correct an equipment design defect); higher operations and main-

tenance costs related to increased pension and other benefits;

two retail electricity price reductions; and higher depreciation

expense related to increased delivery and other assets. These
negative factors were offset by higher retail sales primarily due to

customer growth and favorable weather; the absence of the

2002 write-off of Radhawk Units 3 and 4; lower operating costs

primarily related to severance costs recorded in 2002; lower

regulatory asset aiiortization; tax credits and favorable income

tax adjustments related to prior years resolved in 2003: and

higher income related to APS' return to the AFUDC method of

capitalizing construction finance costs.

* Marketing and Trading Segment - Income from continuing

operations decreased approximatl-y $49 million primarily due

lo lower market liquidity and deteriorating counte-parly credit

in the wholesale power markets In the western United States.

* Roal Estate Segment - Not Income improved approximately

$36 million primarily duo to increased asset. land and home sales.

* Other Segment - Not income Increased approximately

$39 million primarily due to NAC losses recognized in 2002.

20 PNW-2003



Additional details on the major factors that Increased (decreased) income from continuing operations and net income for the year ended
December 31, 2003 compared with the prior year are contained In the following table (dollars In millions).

In or. a *0 Vra S )

P,.tas Alt.r Tat

Regulated electricity segment gross margin:
Increased purchased power and fuel costs primarily due to higher prices for hedged gas and purchased power 5 (60) S (36)
Higher replacement power costs from plant outages due to higher market prices and more unplanned outages (47) (28)
Retall electricity price reductions effective July 1. 2002 and July 1, 2003 (27) (16)
Higher retail sales volumes duo to customer growth, excluding weather effects 48 29
Decreased purchased power costs due to new power plants in service 16 10
Effects of weather on retail sales 13 8
Miscellaneous factors. net 5 2

Net decrease in regulated electricity segment gross margin (52) (31)
NMarket ng and trading segment gross margin:

Lower mark-to-market gains for future delivery due to lower market liquidity and deteriorating counterparly credit (59) (35)
Lower realized margins on wholesale sales primarily due to lower unit margins, partially offset by higher volumes (32) (19)
Higher margin related to structured contracts originated In prior years 13 7
Decrease in generation sales other than Native Load primarily due to lower unit margins partially offset by

higher sales volumes. including sales fromn new power plants in service (7)
Net decrease in marketing and trading segment gross margin (85) (51)

Net decrease In regulated electricity arid marketing and trading segments' gross margins (1371 (81)
H:ghcr Income primarily related to NAC losses recognized In 2002 66 40
Higher real estate segment contribution primarily due to higher asset, land and home sales 58 36
Operations and maintenance expense decreases (increases):

Write-cff of Redhawk Units 3 and 4 In 2002 47 28
Severance costs recorded In 2002 36 21
Increased pension and other benefit costs (28) (17)
Costs for new power plants In service (20) (12)

- Net other items 1 1
Higher interest expense and lower capita1lzed interest primarily related to now power plants in service (26) (16)
Depreciation and arnortizatlon decreases (increases):

New power plants in service (19: (11)
Increased delivery and other assets (24) (14)
Decreased regulatory asset amortization 29 17

APS return to the AFUDC method of capitalizing construction finance costs 8 11
Miscellaneous items, net 7 7
Tax credits and favorable incorme tax adjustments related to prior years resolved in 2003 - 17

Net (decrease)iincrease In Income from continuing operations $ (2) 26
Increase due to 2002 cumulative effect of a change In accounting for trading activities - net of Income taxes 66

Net increase In net incomer S 92

The Increase in operating and interest costs related to new power

plants placed in service by Pinnacle West Energy, net of purchased

power savings and Increased gross margin from generatior sales

other than Native Load, totaled approximately S30 million after

Income taxes in tile year enrded December 31. 2003 compared

with the prior-year period.

Regulated Electricity Segment fevenues

Regulated electricity segment revOeIues were S68 million higher In

the year ended December 31, 2003 compared with the prior year,

primarily as a result of:

* an a85 million increase fri retail revenues related to customer

growth and higher average usage. excluding weather effects;

* a $21 million increase in retail revenues related to weather:

* a S6 million increase related to traditional wholesale sales as

a result of higher prices and higher sales volumnes:

* a S27 million decrease in retail revenues related to two

reductions in reta:l electricity prices: and

a $3 million net Increase due to miscollanoous factors.
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Marketing and Trading Segment Revenues

Marketing and trading segment revenues were $105 million higher

in the year ended December 31, 2003 compared with the prior year,

primarily as a result of:

*S74 million of higher revenues related to the adoption of EITF

02-3 in the foutth quarter of 2002, primarily due 1o structured

contracts that were reported gross In the current period and net

In most of the prier perlod;

* a $69 million Increase fromn higher competitive retail salcs in

California by APS Energy Services;

* a $35 mlllion Increase from generation sales other than Native

Load primarily due to higher prices and sales volumes, Including

sales from new power plants In service:

* $59 million in lower mark-to-market gains for tuture-period

deliveries primarily as a result of lower market liquidity and lower

price volatility; and

* $17 million of lower realized wholesale revenues primarily due

to lower unit margins on trading activities that are reported on

a net basis.

Real Estate Segment Revenues

Real estate segment revenues were $161 million higher in the year

ended December 31, 2003 compared with the prior year primarily

as a result of increased asset, land and home sales related to

SunCor's effort to accelerate asset sales.

Other Revenues

Other revenues were $24 mtillion higher in the year ended December

31. 2003 compared with the prior year primarily due to our consoll-

dation of NAC's financial statements beginning in the third quarter

of 2002. partially offset by decreased sales activity at NAC.

2002 Compared with 2001

Our consolidated net income for the year ended December 31.

2002 was $149 million compared with S312 million for the prior

year. We recognized a $66 million alter-tax charge in 2002 for the

cumulative effect of a change In accounting for trading activities for

the early adoption of EITF 02-3 on October 1, 2002 (see Note 18).

In 2001. we recognized a $15 million after-tax charge for the cumu-

lative effect of a change in accounting for derivatives, as required

by SPAS No. 133 (see Note 18). Net Income for 2002 includes

income from discontinued operations of $9 million at er-tax related

to our real estate segment (see Note 22). Excluding the accounting

changes and discontinued operations, the $121 million decrease

in the period-to-period comparison reflects the following changes

in earnings by segment:

* Regulated Electricity Segment - Income from continuing opera-

tions Increased S18 million primarily due to lower replacement

power costs for power plants outages, retail customer growth

and higher average customer usage. These positive factors were

partially offset by a write-off of Radhawk UnIts 3 and 4, higher

operating costs primarily related to severance costs recorded

in 2002, retail electncrty price decreases, the effects of milder

weather, and higher costs for purchased power and gas due to

higher hedged gas and power prices.

* Marketing and Trading Segment - Income from continuing

operations decreased S1 13 million primanly due to lower liquidity

and lower price volatility in the wholesale power markets In the

western United States.

* Other Segment - Net income decreased approximately $33

million, primarily due to 2002 losses related to our Investment

In NAC.

C Real Estate Segment - Income from continuing operations

Increased by $7 million primarily due to increased asset, land

and home sales.
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Additional details on the major factors that increased (decreased) income from continuing operations and net Income for the year ended

December 31, 2002 comparod with the prior year are contained In the following table (dollars in millions).

P..tas A-tlo li

Regulated elechicity segment gross margin:
Lower replacement power costs for plant outages due to lower market prices and fewe-r unplanned outages S 127 $ 76
Higher retail sales volumes due to customer growth and higher average usage, excluding weather effects 38 23
2001 charges related to purchased power contracts with Enron and Its affiliates 13 8
Reta'l price reductions effective July 1, 2001 and July 1, 2002 (28) (17)
Effects of milder weather on retail sales (27) (16)
Increased purchased power and fuel costs due to higher hedged gas and power prices, partially offset by

improved hedge management, net of mark-to-market reversals (9) (5)
Miscellaneous factors, not (2) (2)

Net increase in requl atd electricty secqme jross margin ______ 112 67
Marketing and trading segment gross margin:

Lower realized wholesae marg'ns net of related mark-to-market reversals due to lower prices and volumes (91) (55)
Lower mark-to-market gains for future delivery due to lower market liquidity and lower price volatility (76) (45)
Decrease in generation sales other than Native Load due to lower market prices partially offset by higher

sales VoLumes (66) (40Q)
Higher competitive retail sales in California by APS Energy Setvices 32 19
2001 write-off of prior period mark-to-market value related to trading with Enron and its affiliates S 5
Lower mark-to-market reversals due to the adoption of EITF 02-3 8 5

Net decrease in mar keting and trading segmLientross margin (__ _185) (_ 11)
Not decrease In regulated electricity and marketing and trading segmients' gross margins (73) (44)
Lower other gross margin primarily related to NAG losses (44) (26)
Higher operations and maintenance expense related to a S47 million write-off of Redhavwk Units 3 and 4 and 2002

severance costs of approximately S36 million, partially offset by lower generation reliability costs (54) (32)
Higher taxes other than income taxes (7) (4)
Lower other income primarily due to a 2001 insurance recovery of environmental remediation costs (12) (7)
Higher not Interest expense primarily due to higher debt balances and lower capitalized interest (16) (10)
Miscellaneous factors, net 4 2

Not decrease in income from continuing operations S (202) (121)
Decrease duo to 2002 cumulative effect of change in accounting for trading activities - riot of income taxes (66)
Increase due to 2001 cumulative effect of change in accounting for derivatives - net of income taxes 15
Increaso duo to 2002 discontinued operations - net of incomne taxes 9

Net decrease in net Income .$ (163)

Regulated Electricity Segment Revenues

Regulated electricity segment revenues related to our regulated

retail and wholesale electricity businesses were $94 million lower in

the year ended December 31, 2002, compared with the prior year

Marketing and Trading Segment Revenues

Marketing and trading segment revenues wero S183 million lower in

the year ended December 31, 2002, compared with the prior year

as a result of:

as a result of: . 96 million decrease in revenues from generation sales other

*a S4 million decrease in revenues related to traditional wholesale than Native Load primarily duo to lower market prices partially
sales as a result of lower sales volumes and lower prices; ' offset by higher sales volumes;

* a 860 million decrease in retail revenues related to
milder weather;r

* a $69 million Increase in retail revenues related to customer
growth and higher average usage. excluding weather effects:

v a S28 million decrease In retail revenues related to reductions
in retail electricity prices; and

an SIt Imillion decrease due to other miscellaneous factors..

$131 million of lower realized wholesale revenues net of related

mark-to-markot reversals primarily duo to lower prices partially

offset by higher volumes;

* a 5105 million increase in revenues from higher competitive retail

sales in California by APS Energy Services;

* an S8 million increase in revenues due to the absence of a 2001

write-off of prior period mark-to-markcet value related to trading

with Enron and its affiliates;
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* SS million of higher revenues related to the adoption of

EITF 02-3; and

* $75 miilion of lowor mark-to-market gains for future delivery

primarily as a result of lower market liquidity and lower price

volatility, resulting in lower volumes.

Real Estate Segment Rovenues

Real Estate segment revenues wore $32 millIon higher In the year

ended December 31, 2002 compared with the prior year primarily

as a result of increased land, asset and home sales.

Other Revenues
Other revenues were $50 million higher in the year ended

December 31, 2002 compared with the prior year primarily due

to the consolidalion of NACGs financial statements beginning in

the third quarter of 2002.

LIOUIDITY AND CAPITAL RESOURCES

Capital Needs and Resources

Capital Expenditure Requirements
The following table summarizes the actual capital expenditures

for the year ended December 31, 2003 and estimated capital

expenditures for the next three yea s (dollars in millions):

Delivery capita! expenditures Ore comprised of T&D infrastructure

additions and upgrades. capital replacements. new customer

construction and related Information systems and facility costs.

Examples of the types of projects included in the forecast include

T&D lines and substations. line extensions to now residential and

commercial developments and upgrades to customer information

systems. APS completed thc Southwcst Valley transmission

project in 2003 at a cost of approximately $70 million. Major trans-

mission projects are driven by strong regional customer grovAh.

APS will begin major projects each year for the nsxt several years.

and eypects to spend about S200 million on major transmission

projects during the 20041 to 2006 time frame. These amounts are

included in APS-Doliveiy" in the table above. Completion of these

projects will stretch from 2005 through at least 2008.

Generation capital expenditures are comprised of various

improvements to APS' existing fossil and nuclear plants and the

replacemiont of Palo Verde steam generators. Examples of the

types of projects Included in this category are additions, upgrades

and capital replacements of various power plant equipment such

as turbines, boilers and environmental equipment. Generation also

Includes nuclear fuel expenditures of approximately S30 million

annually for 2004 to 2006.

Replacement of the steam generators in Palo Verde Unit 2 was

completed during the fall outage of 2003 at a cost to APS of

approximately S70 million. The Palo Verde owners have approved

the manufacture of two additional sets of steam generators.

These generators will be installed in Unit 1 (scheduled completion

in 2005) and Unit 3 (scheduled completion in 2007). Our portion of

steam generator expenditures for Units 1 and 3 is approximately

S140 million, which will be spent through 2008 In 2004 through

2006, approximately $90 million of the Unit 1 and Unit 3 costs are

included In the generation capital expenditures table above and will

be funded with Interna!ly-generated cash or external financings.

ActidA

__ 2003

APS
Delivery $ 288

Generation (a) 136
Other 5

Subtotal 429
Pinnacle West Energy (a)(b) 250
SunCor (c) 72
Other (d) 16

Total $ 767

.¢. Al' AI S -I 20

S 309 $ 390 $ 453
107 160 20C

10 12 r2
426 562 65E

61 24 4
83 27 17
11 18 Be

S 581 $ 631 692

(a) Ar ls'rwned in Nnle 3 under 'APS C~nel PWP. C34e en Retal1 la-e Adfuitnren-t
Mulrinzas pzrl of iKs 20(M Lp-neraA ralu =e I-PS req1.JerJe rato basetisaIirner,

relalej to rNEC Deic'1aeld A-rera were $110 rn~lI~n for CO~o and sra ez'rialtleJ to tze

.,I mrnli~n In 2;Y01. S21 roltcim n 2005 and V4 rnilion In 2X05.

it.) See 'Capital Nanes and t-qcunb Cornpiry - Pinznacle West EnnrTW belo1w l1)'
lu'ther (f-uulori l ofP ircrl W-I. Energys genenltion cC'111Winicim piwiara Ttel

3rllrion¶s do not indudG 3n exp-3cted rairrourlernenl by MIJA of atout SICO millicn
(pk* capeanl:oci Irtcrrt). tbaseD lprin S¶JW-V ag-oarncnt to0 porhahO a 25 h'teresl

fri C-orr;1's pr~na dy of -Dapit' exisndluras foa land CI-rWrIMMEll ar rOW]l end offca
builldlrg constelonio mlr:'zloed in 'Rcz'J tctalSatc'e wotrAls' vi tera Ceirsoklatlo~
Statlmenotso 0 Cash Flows.
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Contractual Obligations

The following table summarizes contractual requirements as et December 31. 2003 (dollars in millions):

-- -r rCfl4 20Fef - 25d;-rn rTnerl. TOTAL

Long-term debt payments, inclUding interest: (a)

APS S 342 $ 699 $ 192 S 2,567 S 3,600

Pinnacle West 242 497 - 739

SunCor 4 12 5 - 21

El Dorado 1 1 - - 2
Short-term debt paymrsnts. including Interest (b. 83 - - - 88

Capital lease payments 3 5 2 3 13
Operating lease payments 73 138 132 421 764

MNnImum pension tunding requirement (c) 100 - - - 100

Purchase power and fuel commitmeits (d) 209 134 102 461 906

Purchase obligations (e) -5 22 5 63 180

Nuclear decommissioning funding requirements 1 2' 22 158 213
Total contractual commitments S 1,153 S 1.530 S 460 S 3,678 S 6.826

la) The I.05-term debt m31urwt a,.ar vus tl.ttrhouQgi ltc*mfl yea. 2034 and hboars p t irt c p~lcip.Illy 3at Ia J ratr. II.ttrict of. vari:iuain g-itf.f debt k sat at llw
Ducerrboa 31. 2'.03 stldes T h -sh.rf-tmrn debt matures wIthin 12 qnonths. The weloi raege in: dif raie of the shcnt twny CeLl is 4.20 at DecernLvie,-. 2003.

pc) Thal shcrt-te rn dlt-R trraturia wathi' 12 rnonthi. Ttha wrgihlad-av;rdag Interast ra3e ef the ahixt-telm debl a 4.2 ;5h et OoDernbor S1. 3003.
(cItf flrrittf r-wLdino leg-aa insn Ia eclted. otr ia.r..r>i ponsi rn colntritvlon hi ̂ r4 Wcutdd dc-cina') to Mh: S25 to $51 rmiltrirang n.rI( Future poniin Crtiricnboln are

not deia eminable fIc t~mo periods trite 2e04.
10) OQr pjrcthaso pyvar and luet cctnniltmEntIs incluea pjrchisrs; of coal, tee-tr~cfy, rafural Cm an3 nlId lear fJCt InES NOSJ I 1).
(C) Thcsn corntnctual oblcttors mncdude commilimrmr. tol cilptal vTw.axhtur" and tri'r obioaiori-s.

Off-Balance Sheet Arrangements

In 2003. we adopted FIN No. 46R. 'Consolidation ot Variable Interest

Entities," as it appltes to special-purpose entities. FIN No. 46R

requires that we consolidate a VIE if we have a majority of the risk of

loss from the VIE's activities or we are entitled to receive a majority of

the VIE's residual returns or both. A VIE Is a corporation, partnership,

trust or any other legal structure that either does not have equity

Investors with voting rights or has oquity investors that do not provide

sufficient financial resources for the entity to support its activities. In
1936, APS entered into agreements with three separate SPE lessors
in order to sell and lease back interests in Palo Verde Unit 2. The

leases are accounted for as operating leases In accordance, with

GAAP. See Note 9 for lurther intormation about the sale leaseback
transactions. Based on our assessment of FIN No. 46R. we ere not
required to consolidate the Palo Verde VIEs. Certain provisions of
FIN No. 46R have a future effective date. VW do not expect these
provisions to have a natewial impact on our financial statements.

APS is exposed to losses inder the Palo Verde sale leaseback
agreements upon the occurrence of certain events that APS does
not consider to be reasonably likely to Occut; Under certain circum-
stances (for example, the NRC Issuing specified violation orders
with respect to Palo Verde or the occurrence of specified nuclear
events), APS would be required to assume the debt associated
with the transactIons, make specified payments to the equity
participants, and take title to the leased Unit 2 interests. which,
if appropriate, may be required to be written down in value. If

such an event had occurred as of December 31. 2003. APS
would have been required to assume approximately S268 million
of debt and pay the equity participants approximately $200 million.

Guarantees and Letters of Credit

We and certain of our subsidiaries have issued guarantees and

letters of credit In support of our unregulated businesses. We have

also obtained surety bonds on behalf of APS Energy Services. We

have not recorded any liability on our Consolidated Balance Sheets

with respect to these obligations. See Note 21 for additional

Infotmation rzgarding guarantees and letters of credit.

Credit Ratings

The ratings of securities of Pinnacl3 West and APS as of March 11,

2004 are shown below and are considered to be 'Investment-

grade" ratitigs. The ratings reflect the respective views of the rating

agencies, from which an explanation ot the significance of their rat-

ings may be obtained. There is no assurance that these ratings will

continue for any given period of time. The ratings may be revised

or withdrawn entirely by the rating agencies, if. in their respective

judgments, circumstances so warrant. Any downward revision or

withdravwal may adversely affect the market p-lice of Pinnacle West's

or APS' secunties and serve to increase those companies' cost

of and access to capital. It may also require additional collateral

related to certain derivative instruments (see Note 16).
St in F .

_ _e _dv, & P oecr

PINNACLE WEST

Senior unsecured
Commercial paper
Outlook

APS

Senior secured
Senior unsecured
Secured lease obligation bonds

Commercial paper
Outlook

Baa2
P-2

Negative

A3
Baal
Baa2

P-2
Negative

BBB-
A-2

Stable

A-
BBB
BBB
A-2

Stable
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Debt Ptovisions

Pinnacle West's and APS debt covenants related to their resj

financing arrangements Include a debt-to-total-capitalization r

and an interest coverage tost. Pinnaclo West and AP$ compl3

those covenants and each anticipates it will continruo to meet
covenant requirement levels. The ratio of debt to total capitali

cannot exceed 65% for each of tho Company and APS indivic
At December 31, 2003. the ratio was approximately 54% for
Pinnacle West. At December 31, 2003, the ratio was approxlr
53%A, for APS. The provisions regarding Interest coverage reqL

* minimum cash coverage of two times the interest requirement
each of the Company and APS. Based on 2003 results, the c
ages were approximately 4 times for the Company. 4 times fo
APS bank financing agreements and 15 times for the APS molt
indenture. Failure to comply with such covenant levels would ri
In an event of default which, generally speaking. Would require
Immediate repayment of the debt subject to the covenants.

Neither Pinnacle West's nor APS financing agreements conta
gratings triggers' that would result In an acceleration of the re
interest and principal payments in the event of a ratings dowr
grade. However, In the event of a ratings downgrade. Pinnacl
West and/or APS may be subject to increased interest costs I
certain financing agreements.

All of Pinnacle West's bank agreements contain 'cross-default
provisions that would result in defaults and the potential accele
of payment Linder these loan agreements If Pinnacle West or A
were to default under other agreements. All of APS bank agrer
contain cross-default provisions that would result in defaults ar
potential acceleration of payment under these bank agreement
APS were to default under other agreements. Pinnacle Wests .
APS' cred;t agreements generally contain provisions under whit
the lenders could refuse to advance loons In the event of a mat

adverse change in financial condition or financial prospects.

Capital Needs and Resources by Company
Pinnacle West (Parent Company)

Our primary cash needs are for dividends to our shareholders
interest paymnents and optional and mandatory repayments o1
cipal on our long-term debt (see the table above for our conti
requirements, Including oUr debt repayment obligations, but e
Ing optionl! repayments) and equity infusions Into our subsidi
primarily Pinnacle West Energy. On October 22, 2003, our be
directors increased the common stock dividend to fn irdlcatt
annual rate of $1.80 per share from $1.70 per share, effective
the December 1, 2003 dividend payment. The level of our coi
dividends and future dividend growth will be dependent on a
ber of factors including, but not limited to. payout ratio trend&
cash flow and financial market conditions.

Our primary sources of cash are dividends from APS, external
pective financings and cash distributions horn our other subsidiaries,
atlo primarily SunGor. For the years 2001 through 2003, total dividends
with from APS were £510 million and total distributions orom SunGor

the were S121 million. For the year ended Docember 31. 2003, divi-
zation dcnds from APS were approximately S170 million and distributions
Jually. from SunCor were approximately S108 million. We expect SunCor

; . to make cash distributions to the parent company of $80 to 5103
nately million annually in 2004 and 2005 due to anticipated accelerated
flre a asset sales activity. As discussed in Note 3 under ACC Financirng
Is for Orders,' APS must maintain a common equity ratio of at least
over- 40% and may not pay common dividends if the payment would
r the reduce its common equity below that threshold. As defined in the
tgage Financing Order, cornmTIon equity ratio Is common equity divided
isult by common equity plus long-term debt, including current maturities

the of long-term debt. At December 31, 2003, APS' common equity
ratio was approximately 46%.

in On May 12, 2003, APS Issued S500 million of debt as follows:
quired $300 million aggregate principal amount of its 4.65% Notes due

2015 and $200 million aggregate principal amount of its 5.625%
a Notes due 2033. Also on May 12, 2003, APS made a S500 million
under. loan to Pinnacle West Energy, and Pinnacle West Energy distrib-

uted the net proceeds of that loan to us to fund our repayment of
a portion of the debt incurred to finance the construction of the

ration PWEC Dedicated Assets. See 'ACC Financing Order' in Note 3 for

PS additional Information. With Pinnacle West Energy's distribution to
e Lnents us on May 12, 2003, we repaid the outstanding balance ($167

ad the million) under a credit facIlity. We used a portion of the remaining
S if proceeds to redeem our $250 million Floating Rate Notes due 2003

and on June 2. 2003 and to repay other short-term dcbt. On November
i - -12. 2003, we issued $165 million of our Floating Rate Senior

teriai Notes due 2005.
At December 31, 2003, the parent company's outstanding
long-term debt, Including current maturities, was $S81 million.
At December 31, 2003. we hid unused credit commitments from
various banks totaling $275 million, which were avallable to

* Support the Issuance of commercial paper or to be used as bank
pactual borrowings. At December 31 2003 we had no commercial paper

clud outstanding and no short-term borrowings. We ended 2003 In
i i an invested position.

aries,
ard of Pinnacle West sponsors a pension plan that covers rnployoas'of
3d Pinnacle West and our subsidiaries. We contlbute at least the mini-
e with mum amount required under IRS regulations, but no more than the
rnmon maximum tax-deductible amount. The minimum required funding
num- - - takes Into consideration the value of the fund assets and our pon-

free sionl obligation. We elected to contribute cash to our pension plan
In each of the last live years: our minimrium required contributions

- during each of those years was zero. Specifically, we contributed
$73 million for 2002 ($46 million of which was contributed in June
2003); $24 million for 2001; $44 million for 2000 ($20 million of

26 PNWA2003



which was contributed in 2001); and S25 million for 1999. APS

and other subsidiaries fund their share of the pension contribution,

of which APS represents approximately 89% of the total funding

amounts described above. The assets In the plan are mostly

domestic common stocks, bonds and real estate. Future year

contiibution amounts are dependent on fund performance and fund

valuation assumptions. Under current law, we are required to

contribute approximately $100 million to our pension plans In 2004

and expect to contribute approximately $50 million to our other

postretirement benefit plan in 2004. If currently pending legislation

Is enacted, our required pension contribution in 2004 would

decrease to the S25 to S50 million range.

APS

APS' capital requirements consist primarily of capital expenditures

and optional and mandatory redemptions of long-term debt. See

'Pinnacle West (Parent Company)' above and Note 3 for discussion

of the $500 million financing arrangement between APS and Pinnacle

West Energy approved by the ACC In 2003 and discussion of a

S1 25 million financing anangement between APS and Pinnacle West.

Pinnacle West Energy
The costs of Pinnacle West Energy's construction of 2,360 MW of

generating capacity from 2000 through 2004 are expected to be

about S1 .4 billion, of which $1.35 billion has been incurred through

December 31, 2003. This does not reflect the proceeds from an

anticipated sale in 2004 to SMNVA of a 25%> interest in the 570 MW

Silvcrhawk Combined Cycle Plant 20 miles north of Las Vegas.

Nevada, which would equal about $100 million (plus capitalized

Interest) of Pinnacle West Energy's cumulative capital expenditures

In the project. SNWA has agreed to purchase a 25% Interest In

the project upon completion. Such purchase is subject to an appro-

priation of funds by SNWA. Pinnacle West Energy's capital require-

ments are currently funded through capital infusions from Pinnacie
West, which finances those infusions through debt and equity
financings and internally-generated cash. See the capital cxpenldi-
lures table above for actual capital expenditures in 2003 and
projected capital expenditures for the next threo years.

See Note 3 and Pinnacle West (Parent Company)' above for a
discussion of the S500 million financing arrangement between

P APS and Pinnacle West Energy authorized by the ACC pursuant
APS pays to, Its capital requirements with cash from operations

P; lo the Financing Order.
and, to the extent necessary. external financings. APS has

historically paid for its dividends to Pinnacle West with cash from Other Subsidiaries

operations. See 'Pinnacle West (Parent Company)' above for a During the past three years, SunCor funded its cash requirements

discussion of common equity ratio that APS must maintain In order with cash from operations and its own external financings. SunCor's

to pay dividends to Pinnacle West. capital needs consist primarily of capital expenditures for land

On April 7. 2003, APS redeemed approximately $33 million of

its First Mortgage Bonds, 8% Series due 2025, and on August 1,

2003, APS redeemed approximately $54 million of its First

Mortgage Bonds. 7.25° Series due 2023.

On February 15, 2004, $125 million of APS 5.87 5% Notes due

2004 were redeemed at maturity and on March 1, 2004, $30 million

of APS' First Mortgage Bonds, 6.625% Series due 2004 were

redeemed at maturity. APS used cash from operations and short-

torm dobt to redeem the maturing debt.

APS outstanding debt was approximately $2.6 billion at December

31, 2003. At December 31, 2003, APS had unused credit commit-

ments from various banks totaling about $250 million, which were

available either to support the issuance of cemmercial paper or to

be used as bank borrowings. At December 31, 2003, APS had no

outstanding commercial paper or bank borrowings. APS ended

2003 in an invested position.

AlIhough provisions In APS' first mortgage bond Indenture, articles

of incorporation and ACC financing orders establish maximum

amounts of additional fIrst mortgago bonds, debt and preferred

stock that APS may issue, APS does not expect any of these

provisions to limit its ability to meet its capital requirements.

development and retail and office building construction. See the

capital expeInditures table above for actual capital expenditures in

2003 and projected capital expenditures for the next three yeors.

SunCor expects to fund its capital requirerrients with cash from

operations and external financings.

In 2003, SunCor acquired or Issued $10 million In long-term debt,

and redeemed, refinanced or repaid $1 million in long-term debt

(see Note 6).

SunCor's outstanding long and short-term debt was approximately

$104 million as of December 31, 2003. SunCor's total short-term

debt was S86 million at December 31, 2003. SunCor had a

$120 million line of credit, under which $50 million of short-term

borrowings were outstanding at December 31, 2003. SunCor's

long-term debt, including current maturities, totaled $18 million

at December 31, 2003.

We expect SunCor to make cash distributions to the parent

company of $80 to $100 mrillion annually in 2004 and 2005 due

to anticipated accelerated asset sales activity.
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El Dorado funded its cash requirements during the past three years,

primarily for NAC in 2002, with cash infused by the parent company

and with cash fromn operations. El Dorado expects minirnal capital

requirements over the next three years and intsends to focus on

prudently realizing the value of its existing investments.

APS Energy Scrvics' cash requirements during the past three years

were funded with cash infusions from the parent company and with

cash from operations. See the capital expenditures table above

regard ng APS Energy Services' actual capital expenditures for 2003

and projected capital expenditures for the next three years.

_ _
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CRITICAL ACCOUNTING POLICIES

In preparing the financial statements in occordance with GAAP,

management must often make estimates and assumptions that affect
the reported amounts of assets, liabilities, revenues, expenses and
related dis-lcsures at the date of the financial statements and during
the reporting period. Some of those judgments can be subjective
and complex, and actual results could ditfsr from those estimates.
We consider the following accounting policies to be our most critical
because of the uncertainties, judgments and ccimp exities of the
underlying accounting standards and operations involved.

Regulatory Accounting

Regulatory accounting allows for the actions of regulators, such as
the ACC and the FERC, to be reflected in our financial statements.
Their actions may cause us to capitalize costs that would otherwise
be included as an expense in the current period by unregulated
companies. f future recovery of costs ceases to be piobable. the
assets would be written off as a charge in current period earnings.
We had Si 65 million of regulatory assets on the Consolidated
Balance Sheets at December 31, 2003. See Notes 1 and 3 for more
infomlation about regulatory assets and APS' general rate case.

Pensions and Other Postretirement Benefit Accounting
Changes In our actuarial assumptions used In calculating our .
pension and other postretirement benefit liability and expense can
have a signitfcant Impact on our earnings and financial position.
The most relevant actuarial assumptions are the discount rate used
to measure our liability and net periodic cost, the expected long-
term rate of return on plan assets used to estimate earnings oil
invcsted funds over the long-term, and the assumed healthcare
cost trend rates. We review these assumptions on an annual basis
and adjust them as necessary.

The following chart reflects the sensitivities that a change in
certain actuarial assumptions would have had on the 2003
projected benefit obligation. our 2003 reported pension liability
on the Consolidated Balance Sheets and our 2003 reported
pension expense, after consideration of amounts capitalized or
billed to electric plant participants, on our Consolidated
Statements of Income (dollars In millions):

(ai) Each fluct'nt on a;urni IAl the othar assuinptions of the co a'uticn are
redew coyiote .

The following chari reflects the sensitivities that a change in

certain actuarial assumptions would h ave had on the 2003 accu-

mulated other postretirement benefit obligation and our 2003

reported other postretirement benefit expense, after consideration

of amounts capitalized or billed to electric plant participants, on

our Consolidated Statements of Income (dollars In rnillions):

lInpa, dl on AccUMnIllated
Posirebre~.ent

Senefit Obligallo.

Impact an othil,
pa at.et ire m a
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Discount rate:
Increase 11%6
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See Note 8 for further details about our pension and other

postretirement benefit plans.

Derivative Accounting

Derivative accounting requires evaluation of rules that are complex

and subject to varying Interpretations. Our evaluation of these

rules, as they apply to our contracts, will determine whether we

use accrual accounting or fair value (mark-to-market) accounting.

Mark-to-rilarket accounting requires that changes Ill fair value be

recorded In earnings or. if certain hedge accounting criteria are met,

in common stock equity (as a component of other comprehensive

income (oss)). See Market Risks - Commodity Price Risk' below

for quantitative analysis. See Note 1 8 for a further discussion on

derivative and energy trading accounting.

Mark-to-Market Accounting

The market value of our derivative contracts is not always readily

determinable. In some cases, we use models and other valuation
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techniques to determine fair value. The use of these models and

valuation techniques sometimes requires subjective and coTipleX

judgment. Actual results could differ from the results estimated

through application of thcse methods. Our marketing and trading

portfolio consists of structured activities hedged with a portfolio of

forward purchases that protects the cconomnic value of tho sales

transactions. Seo 'Market Risks - Commodity Price Risk" below

for quantitative analysis. See Noto 1 for discussion on accounting

policies and Note 18 for a further discussion on derivative and

energy trading accounting.

OTHER ACCOUNTING MATTERS

Accounting for Derivative and Trading Activities

We adopted EITF 03-11 effective October 1, 2003. EITF 03-11

provides guidance on whether realized gains and losses on

physically settled derivative contracts not held for trading purposes

should be reported on a net or gross basis and concluded such

classification is a matter of judgment that depends on the relevant

facts and circumstances. In the electricity business, some contracts

to purchase energy are netted against other contracts to sel

energy. This Is. called 'book-out' and usually occurs in contracts

that have the same terms (quantities and delivery points) and for

which power does not flow. We netted these bock-outs reducing

both revenues and purchased power and fuel costs in 2003. 2002

and 2001, but this did not impact our financIal condition, net

income or cash flows.

We adopted EITF 02-3 In the fourth quarter of 2002. We recorded

a $66 million after-tax charge in net Income as a cumulative effect

adjustment for the previously recorded accumulated unrealized

mark-to-market on energy trading contracts that did not meet the

accounting definition of a derivative. Our energy trading contracts

that are derivatives are accounted for at fair value under SFAS No.

133. Contracts that do not mest the definition of a derivative

are now accounted for on an accrual basis with the associated

revenues and costs recorded at the time the contracted commodl-

ties are delivered or received.

In 2001. we adopted SFAS No. 133 and recorded a S15 million

after-tax chargc In nct income and a $72 million after-tax credit

in common stock equity (as a component of other comprehensive

Income). both as a cumulative effect of a change in accounting

tor derivatives.

See Notes 1 and 18 for further information on accounting

for denvatives.

Asset Retirement Obligations

On January 1, 2003, we adopted SFAS No. 143. 'Accounting for

Asset Retirement Obligations." The standard requires the fair value

of asset retirement obligations to be recorded as a ilabilfty. along

with an offsetting piant asset, when the obligation is incurred.

Accretion of the liability duo to the passage of time Is an operating

expense and the capitalized cost is depreciated over the useful life

of the long-lived asset. (Seo Note 1 for more Information regaiding

our previous accounting for removal costs.)

We determined that we have asset retirenent obligations for our

nuclear facilities (nuclear decommissioning) and certain other

generation. transmission and distribution assets. On January 1.

2003, we recorded a liabilty of $219 million for our asset retirement

obligations including the accretion impacts: a S67 million Increase

In the carrying amount ct the associated assets; and a net reduc-

tion ot S192 million in accumulated depreciation related primarily to

the reversal of previously recorded accumulated decommissioning

and other removal costs related to these obligations. Additionally,

we recorded a regulatory liability of S40 million for our asset retire-

ment obligations related to our regulated utility. This regulatory Ila-

biity represents the difference between the amount currently being

recovered In regulated rates and the amount calculated under SFAS

No. 143. We believe we can recover in regulated rates the transition

costs and ongoing current period costs calculated in accordance

with SFAS No. 71, 'Accounting for the Effects of Certain Types of

Regulation" (see Note 1) and SFAS No. 143 (see Note 12). Adopting

SFAS No. 143 had no impact on our Consolidated Statements of

Income or our Consolidated Statements of Cash Flow.

Variable Interest Entities

See "Liquidity and Capital Resources - Off-8alance Sheet

Arrangements' and Note 20 for discussion of ViEs.

FACTORS AFFECTING OUR FINANCIAL OUTLOOK

APS General Rate Case

We believe APS' general rate case pending before the ACC is the

key Issue affecting our outlook. As discussed in greater detail in

Note 3. in this rate case APS has requested, among other things,

a 9.8% reta l rate increase (approximately S175 million annually),

rate treatment for the PWEC Dedicated Assets and the recovery of

$234 million written off by APS as part of the 1999 Settlement

Agreement. In Its filed testimony, the ACC staff recommended,

among other things, that the ACC decrease APS rates by approxi-

mately 8% (approximately S1 43 million annually). not allow the

PWEC Dedicated Assets to be included in APS rate base. and not

allow APS to recover any of the 5234 rillion written off as a iesult

of the 1999 Settlement Agreement. The ACC staff recommenda-

tions. if Implemented as proposed, could have a material adverse

Impact en our resutis of operations, financial position, liquidity,

dividend sustainability, credit ratings and access to capital markets.

We believe that APS' rate case requests are supported by, among

other things, APS' demonstrated need for the PWEC Dedicated

Assets; APS need to attract capital at reasonable rates of return to

support the required capital investment to ensure continued cus-

tomor reliability In APS' high-growth seivice territory; and the condl-

tions in the western energy market. As a result, we believe it is

unlikely that the ACC would adopt the ACC staff recommendations

in their present form, a&though wre can give no assurances In that
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regard. The hearing on the rate case is scheduled to begin on

May 25. 2004. We believe the ACC will be able to makeE a decision

by the end of 2004.

Wholesale Power Market Conditions

The marketing and trading division focuses primarily on managing

APS purchased power and fuel risks in connection with its costs

of serving retail customer demand. We moved this division to APS

in early 2003 for future marketing and trading activities (existing

wholesale contracts remained at Pinnacle West) as a result of the

ACC's Track A Order prohibiting APS' transfer of generating assets

to Pinnacle West Energy. Additionally, the marketing and trading

division. subjset to specified parameters, markets. hedges and

trades In electricity. fuels and emission allowances and credits.

Our future earnings will be afftcted by the strength or weakness of

the w*holesale power market. The market has suffered a substantial

reduction in overall liquidity because there are fevwer credltworthy

counterparties and because several key participants have exited

the market or scaled back their activities. Based on the erosion

in the market and on the market outlook. we currently expect

contributions trom our trading activities to be neglgible for 2004,

and approximately St 0 million (pretax) annually thereafter.

Generation Construction Program

See 'Uquidity and Capital Resources - Pinnacle West Energy for

information regarding Pinnacle West Energy's generation construc-

tion program, which Is nearing completion. The additional gcnera-

tion is expected to increase revenues, fuel expenses, operating

expenses and financing costs.

Factors Affecting Operating Revenues

General Electric operating revenues are derived from sales of elec-

tricity in regulated retail markets in Arizona and from competitive

reta l and wholesale power markets in the western United States.

These revenues are expected to be affected by electricity sales

volumes related to customer mix, customer growth and average

usage per customer as well as electricity prices and variations in

weather from period to period. Competitive sales of energy and

energy-related products and services are made by APS Energy

Services in western states that have opened to comprrtiive supply.

Retail Rate Changes As part of the 1999 Settlement Agreement,

APS agreed to a series of annual retail clectricity price reductions

of 1.5% on July 1 for each of the years 1999 to 2003 for a total of

7.5%. The final price reduction was Implemented July 1, 2003. See

1999 Settlement Agrenomant' in Note 3 for further information. In

addition, the Company has requested a 9.0% retail rate Increase to

be effective July 1, 2004. See 'APS General Rate Case and Retail

Rate Adjustment Mcchanisms' In Note 3 for further information.

Other Factors Affecting Future Financial nesults

Purchased Power and Fuel Costs Purchased power end fuel costs

are impacted by our electricity sales volumes, existing contracts

for purchased power and generation fuel, our power plant prfor-

mance. prevailing market prices, new generating plants being

placed in service and our hedging program for managing such

costs. See Natural Gas Supply' in Note 11 for more information

on fuel costs.

Operations and Maintenance Expenses Operations and mainte-

nance expenses cro impacted by growth, power plant additions

and operations, inflation, outages, higher trending pension and

other postretirement benefit costs and other factors.

Depreciation and Amortization Expenses Depreciation and amortiza-
tion expenses are impacted by net additions to existing utility plant

and other property, changes in regulatory asset amortization and our
generation construction program. West Phoenix Unit 4 was placed In

service In June 2001. Redhawk Units 1 and 2 and the new Saguaro
Unit 3 began commercial operations in July 2002. West Phoenix Unit
5 was placed In service In July 2033 and Silvethawk Is expected to
be in service in mid-2004. The regulatoiy assets to be recovered
under the 1999 Settlement Agreement are cunently being amortized
as follows (dollars in millions):

205(1 2 PI 1 5

$158 $145 $1 15
2'*3 tro' TTA'.

S86 $18 $686

Property Taxes Taxes other than Income taxes consist primarily of

property taxes, which are affected by tax rates and the value of

property In-service and under construction. The average property

tax rate for APS. which cuLrTently owns the majority of our property,

Customer Growth Customer growth in APS' service territory aver- was 9.3% of assessed value for 2003 and 9.7%S for 2002. We

aged about 3.4% a year for the three years 2001 tirough 2003; expect property taxes to increase prirmarily due to our generation

we currently expect customer growth to average about 3.5%Y per construction program, as the plants phase-in to the property tax

year from 2004 to 2006. We currently estimate that total retail elec- base over a five-year period, and our additions to existing facilities.

tricity sales in kilowatt-hours will grow 4.9% on average, irom 2004 interest Expense Interest expense is affected by the amount of
through 2006, before the retail effects of weather variations. The debt outstanding and the interest rates oer that debt. The primary
customer and sales growth referred to in this paragraph applies to factors affecting borrowIng levels in the next several years are

Native Load customers. Customer growth for the y'ear enrded expected to be our capital requirements and our internally generated

December S1. 2003 compared with the prior year pollod was 3.3%. cash flew. Capitaized interest ofsets a potion of Interest expense

while capital projects are under construction. We stop accruing

capitalized Interest on a project when it is placed In commercial
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operation. As noted above, we placed new power plants In corn-

merciol operation in 2001, 2002 and 2003 and we expect to bring

an additional plant on-line in 2004. Interest expense is also affected

by interest rates on variable-rate debt and interest rates on the

refinancing of the Companys future liquidity nceds. In addition,

see Note 1 for a discussion of AFUDC.

Retail Competition The regulatory developments and legal chal-

lenges to the Rules discussed in Note 3 have raised considerable

uncertainty about the status and pace of retail electric competition

and of electric restructuring in Arizona. Although some very limited

retail competition existed In APS' service area in 1999 and 2000,

there are currently no active retail competitors providing unbundled

energy or other utility services to APS' customers. As a result,

we cannot predict when, and the extent to which, additional

competitors will to-enter APS' service lenitory.

Subsidiaries In the case of SunCor, efforts to accelerate asset

sales activities in 2003 were successful. A portion of these sales

have been, and additional amounts may be required to be. reported

as discontinued operations on our Consolidated Statements of

Income. The annual earnings contribution from SLnCor was $56

million after tax in 2003. See Note 22 for further discussion. We

anticipate SunCor's annual earnings contributions in 2004 and

2005 will be in the $30 to $40 million range after tax.

The annual earnings contribution from APS Energy Services Is

expected to be positive over the next several years due prirrarily.

to a number of retail electricity contracts in California. APS Energy

Services had after tax earnings of S16 million In 2003.

We expect SunCor and APS Energy Services to have combined

earnings of approximately $10 million per year after tax

beyond 2005.

El Dorado's historical results are not necessarily Indicative of future

performance for El Dorado. In addition, we do not currently expect

material losses related to NAG in the future.

General Our financial results may be affected by a number of broad

factors. See Forward-Looking Statements' below for further infor-

mation on such factors, which may cause our actual future results

to differ from those we currently seek or anticipate.

Market Risks

Our operations include managing market risks related to changes

In interest rates. commodity prices and Investments held by the

nuclear decommissioning trust fund and our pension plans.

Interest Rate and Equity Risk

Our major financial market risk exposure is changing interest rates.

Changing interest rates will affect interest paid on varlable-rate

debt and interest earned by our nuclear decommissioning trust

fund (see Note 12). Our policy Is to manage Interest rates through

the use of a combination of fixed-rate and floating-rate debt.

On January 29. 2004, we entered into a fixed-for-floating Interest

rate swap transaction (see Note 6 for additional information).

The nuclear decommissioning fund also has risk associated with

changing market values of equity investments. Nuclear decommis-

sioning costs are recovered in regulated electricity prices.

The table below presents contractual ba ances of our consolidated long-term and short-term debt at the expected maturity dates as well

as the fair value of those instruments on December 31, 2003. The interest rates presented In the tables below represent the welghtod-

average Interest rates for the year ended December 31, 2003 (dollars In thousands):

_ Short-Tv.m Debt Va*lableIRito Long-Ter.n Debt Fixed-Rata tetor-Tern, Debt
Interest Interest - Intrat

Decembet 31. 2003 Rate. Amount Pat.. Amount Rates Annont

2004 4.26% $ 86,OS1 2.68% S 1.209 5.33% S 424.271
2005 - - 1.99% 166,269 7.27% 403,204
2006 - - 6.55% 2,937 6.49% 391,595
2007 . 4.99% 373 5.54° 1.256
2008 - - 5.19°4 5.269 5.55%b 1.098
Years thereafter - - 1.51% 386,860 5.83%X 1,547,775

Total $ 86.081 S 562,917 $ 2.769,189
Fa'r Value 85081 5 63,047 S 2.9113190

Commodity Price Risk

We are exposed to the impact of market fluctuations in the

commodity price and transportation costs of electricity. natural

gas. coal and emissions alowanices. We manage risks associated

with these market fluctuations by utilizing various commodity

Instruments that qualify as derivatives, Including exchange-traded

tutures and options and over-the-counter forwards, options and

I swaps. Our ERMC. consisting of officers and key nmanagarnent

personnel, oversees conipany-wide energy risk management

.activities and monitors the results of marketing and trading
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activities to ensure compliance with our stated energy risk manage-

ment and trading policies. As part of our risk management program,

we use such instruments to hedge purchases and sales of electrici-

ty, fuels and emissions allowances and credits. The changes in mar-

ket value of such contracts have a high correlation to price changes

in the hedged commodities. In addition. subject to specified risk

parameters monitored by the ERMC, we engage in marketing and

trading activities intended to profit from market price movements.

The mark-to-market value of derivative Instruments related to
our risk management and trading activities are presented in two

categories consistent with our business segments:

* RCgulated Electricity - non-trading derivative instriments that

hedge our purchases and sales of electricity and fuel for APS'

Native Load requirements of our regulated electrIcity business

segment; and

pegu!8i'd - K4j1.t%..g

Eienl,,rAY A�J Tf1d -11

Mak-to-market of net positions

at Decembcr 31, 2001
Cumulative effect adjustment

due to adoption of EITF 02-3
Change in mark-to-market (osses)/

gains for future period deliveries
Changes In cash flow hedges

recorded in OCI
Ineffective portion of changes In

fair value recorded In earnings

Mark-to-market losses/(gains)
realized during the year

Change in valuation techniques

Mark-to-market of net positions
at Docemnber 31, 2002

$ (107) S 138

- (I 09)

(13) 52

57 16

ill

3 (43)
_ 3

$ (49) S 57

* Marketing and Trading - non-trading and trading derivative

Instruments of our competitive business segment.

The following tables show the pretax changes in mark-to-market of

our non-trading and trading derivative positions in 2003 and 2002

(dollars in millions):

The tables below show the fair value of maturities of our non-

trading and trading derivative contracts (dollars in millions) at

December 31, 2003 by maturities and by the type of valuation that

is performed to calculate the fair vOluLes. See Note 1, Mark-to-

Market Accounting,' for more discussion on our valuation methods.

Regulated Electricity
-Regulated Makelleing

Electricty and Trading

Mark-to-market of net positions
at December 31. 2002 S (49) $ 57

Change In mark-to-market losses

for future period deliveries (5) (7)
Chvanges in cash flow hedges

recorded In 001 41 44

Ineffective poilion of changes in
fair value recorded In earnings 8

Mark-to-market losses,/(gains)
realized during the year 5 (25)

Mark-to-market of net positions at
December 31, 2003 - $ 69

7 ,3 T.atai
6%irce ol Fair Val.ja ?".1 CQ05 7hsoeallto F6Ir Vavlo

Prices actively quoted $ (4) S 3 $ _ $ (1)
Prices provided by

other external sources - -

Prices based on models
and other valuation
methods A11 -(

Total by maturity S (3) S 3 $ - $

Marketing and Trading
W Yas S Total

Somae of Fa'i Value 2-Q04 2OC5 - Prop c hirowor, ra r Val

Prices actively quoted $ (18) $ - $ - $ 10 $ 10 $ - S 2
Prices provided by other external sources 22 23 25 20 8 (2) 96
Prices based on models and other

valuation methods 12 (7) (131 (14) (6) (1) (2
Total by maturity S 16 S 16 $ 12 $ 16 S 12 S (3) $ 69
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The table below shows the Impact that hypothetical price move- th: te outcome of regulatory, legislative and judicial proceedings

ments of 10% would have on the marlket value of our risk manage- relating to the restructuring:

ment and trading assets and liabilities included on the Consolidated
-*the ongoing restructurilig of tile electric hidustry, Including

Balance Sheets at December 31. 2003 (dollars in millions).
the introduction of retail electric competition in Arikona and

'3.0 I"°' decisions Impacting wholesale competition;
Prle, Up . Prco Down

Comm orily 1O!; 1O0i.
M marlket prices for electricity and natural gas;

Mark-to-nnarket changes reported
In earnings (a):

Electricity
Natural gas
Other

Mark-to-market changes reported
in OCI (b):

Electricity
Natural gas

Total

S (2) $
(1)
1

* power plant pedormanco and outagos:
2
1 * weather variations affecting local and regional customer

- energy usage;

* energy usage;

ale Theso crnt1ran are prirnaril;5tulciuied CSA5 IdSies i1 (1e-S
I fowa'C r> raues trol rwrtocls tilre oor.c valuer of tes

lb) Tlw-c C-)Yra a'tS W-) `gOf Otr noaiated wrCha5es of nal
eintCijc1r ThJo rLM'et of telies hypolieticurl Mce morrrnunts w,
oftaI fi'e Irrmpact tlat these same irice overrnenls would hae

fr~iuers Ib~n3j rrrd

Credit Risk

We are exposed to losses in the event of nonperfo

payment by counterparties. We have risk manager

contracts with many counterparties, including two

for which a worst case exposure represents appro

our $237 million of risk management and trad ng a

December 31, 2003. See Note 1, Mark-to-Maiket

a discussion of our credit valuation adjustment pol

for further discussion of credit risk.

Forward-Looking Statements

This document contains forward-looking statlmonl

current expectations, and we assume no oblgaticr

statements or make any further statements on any

except as required by appiicable law. These forwo

statements are often identified by words such as -

ma<' 'believe, ^anticipate, plan, 'expect,' 're(

assume' and similar words. Because actual resutt

materially from expectations, we caution readers n

undue reliance on those statements. A number of

cause future results to differ materially from tfstorii

from results or outcomes currently expected or so

These factors include, but are not limited to:

state and federal regulatory and legislative decis

Including the outcome of the rate case APS filed

June 27, 2003 and the wholesale electric price n

adopted by the FERO;

36 - p36) regional economic and market conditions, including the results
30 (30) of litigation and other proceedings resulting from the California
64 $ (63) energy situation, volatile purchased power and fuel costs and

the completion of generation and transmission construction In

ith aa rotf'1o .the region, which could affect customer growth and the cost of

raol gas and power supplies:
ould sut~tanlkilli

O'l the rhysical the cost of debt and equity capital and access to capital markets;

our abiiity to compete successfully outside traditional regulated

markets (including the wholesale market);
rmance or non-

nent and trading the performance of our marketing and trading activities due to

counterpailies volatilo market liquidity arid deteriorating counterparty credit and

ximately 37% of - the use of derivative contracts in our business (including tile inter-

issets as of protation oi the subjective and complex accounting rules related

t Accounting0 for, to these contracts);

icy. See Note 18 changes In accounting principles generally accepted In the

United States of America:

tile successful completiion of our generation constnrction programn;
ts based on

n to updato these regulatory Issues associated with generation construction, such

of these Issues. as permitting and licensing:

rd-looking the performance of the stock market and the changing interest

predict.' hope," rate environment, which affect the amount of our requited contri-

quire.' intend.' butions to our pension plan arid nuclear decommissioning trust

ts may differ funds, as well as our reported costs of providing pension and

ot to place 'oiler postretiremnit benefits;

factors could
cal results, or *technological developments in the electric Industry;

ught by us. * the strength o1 the reai estate market in SunCor's markot areas,

which include Arizona, Idaho, New Mexico and Ulah;

ions and actions, * conservation programs; and

Ivwith tile ACC on
other uncertainties, all of which are difficul: to predict and many

nitigation plan
- of which are beyond ouL control.
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MANAGEMENT'S REPORT ON INTERNAL CONTROL .

OVER FINANCIAL REPORTING

Management at Pinnacle West has etways understood and

accepted responsibility for our financial statements and related

disclosures and the eftectiveness of Internal control over financial

reporting ('internal control'). Just as we do throughout all aspects

of our business, we continuously strive to identify opportunities to

enhance the effectiveness and efficiency of Internal control.

SEC rulos implementing Section 404 of the Sarbanes-Oxfoy Act will

require OU0 2004 Annual Report to contain a managrement's report

and an independent accountants' report regarding the eftectivenoss

of internal control. However; In this 2003 Annual Report, we chose

to voluntarily include this report onl internal control. As a basis for

cur report, we tested and evaluated the dcsign, docuumrntation and

operating effectiveness of internal control.

In early March 2004, the PCAOB issued its auditing standard.

which may require changes to the processes we utilize to test

and evaluate the design, documentation and operating effective-

ness of internal control and may affect our future Internal control

disclosures. Based on our assessment as of December 31, 2003.

we make the following assertion:

* There are inherent limitations In the effectiveness of any internal

control, including the possibility of human error and the circumven-

tion or overriding of controls. Accord'ng!y, even effective internal

controls can provide only reasonable assurance with respect to
financial statement preparation. Further, because of changes in

conditions, the effectiveness of internal contiol may vaty over time.

* Management evaluated the Company's internal control over finan-

cial reporting as of Decembor 31, 2003. This assessment was

based oil criteria for effective internal control over tinancial report-

Ing described In Internal Contrcl-lnfegrafed Framework Issued by

the Committee of Sponsoring Organizations of the Treadway

* Commission. Based oln this assessment, management believes

that the Company maintained effective internal control over

financial reporting as of December 31, 2003.

March 11, 2004

* Management is responsible for establishing and maintaining

effective Internal control over financial reporting of Pinnacle

West Capitol Corporation and Subsidiaries (the 'Company).

The internal control contains monitoring mechanisms. and

actions are taken to correct deficiencies identified.
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INDEPENDENT ACCOUNTANTS' REPORT

Board of Directors and Stockholders

Pinnacle West Capital Corporation

Phocnix, Arizona

We have examined the accompanying management's assertion

that Pinnacle West Capital Corporation and subsidiaries (the

'Company") maintained effective internal control over financial

reporting as of December 31, 2003. based on the criteria estab-

lislhed in Intermal Control-Integrated Framework issued by the

Committee of Sponsoring Organizations of the Treadway

Commission. The Company's management is responsible for

maintaining effective Internal control over financial reporting.

Our responsibility is to express an opinion on management's

assertion based on Outr examination.

Our examination was conducted in accordance with attestation

standards established by the American Institute of Certified Public

Accountants ('AICPA ) and. accordingly. included obtaining en

understanding of tile internal control over tnancial reporting,

testing and evaluating the design and operating effectveonoss of

the internal control, and performing such other procedures as we

considered necessary in the circumstances. We believe that our'

examination provides a reasonable basis for our opinion.

Because of Inherent limitations in any internal control, misstate-

ments due to error or fraud may occur and not be detected. Also.

projections of any evaluation of the internal control over financial

reporting to future periods are subject to the risk that the internal

control may become Inadequate because of changes in conditions,

or that tile degree of compliance with the policies or procedures

may deteriorate.

In our opinion, management's assertion that the Company
maintained effective internal control over financial reporting as of
December 31, 2003 Is fairly stated, in all material respects, based
on crntena established In Infernal Confrol-lnlegrated Framework
Issued by the Committee of Sponsoring Organizations of the
Treadleway Commission.

An examination of management's assertion regarding the effective-
ness of internal control under AICPA standards may not be the
same in scope as an audit of internal control under the current

proposed standards of the Public Company Accounting Oversight
Board (the 'PCAOB') and, accordingly, may not necessarily result
In the same conclusion or disclose all matters In internal control
that might ultimately be noted in performing an audit under PCAOB
standards when they are fin-lly adopted. Accordingly, our examina-
tion of the accompanying Managemont's Report on Internal Control
Over Financial Reporting is not Intended to comply with. and
should not be rolled upon for compliance with, the U.S. Securities
and Exchange Commission rule relating to Section 404 or Section
103 of the Salbanrs-OxIy Act of 2002.

DELOITTE & TOUCHE LLP
Phoenix. Arizona

March 11, 2004
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INDEPENDENT AUDITORS' REPORT

Board of Directors and Stockholders

Pinnacle West Capital Corporation

Phoenix, Arizona

We have audited the accompanying consolidated bal:uice sheets of

Pinnacle West Capita' Corporation and subsidiaries (the Company")

as of December 31. 2003 and 2002, and the related consolidated

statemcnts of income, changes in common stock equity and cash

flows for each of the three years in the period ended Decomber 31.

2003. These t;nanclal statemnents are the responsibility of the

Company's management. Our responsibility is to express an

opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards

generally accepted In the United States of America. Those stan-

dards require that we plan and perform the audit to obtain reason-

able 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 princi-

pies used and significant estimates made by management, as well

as evaluating the overall financial statement presentation. We

believe that our audits provido a reasonable basis for Our opinion.

In our opinion, such consolidated tinancial statements present fairly,

In all material respects, the financial position of Pinnacle West

Capital Corporation and subsidiaries at Decembor 3 t, 2003 and

2002, and the results of their operations and their cash flows for

each of the three years In the period ended Docerribor 31. 2003,

in conformity with accounting principles generally accepted in the

United States of America.

As discussed in Note 18 to the consolidated financial statements, in

2003 the Company changed its method of accounting for non-trading

derivatives in oeder to comply with the provisions of Emerging Issues

Task Force Issue No. 03-1 1, Reporting Realized Gains and Losses on

Derivative Instruments That Are Subject to FASB Statement No. 133

and Not HeVd for Trading Purposes' as Defined in Issue No. 02-3.

As discussed in Note 18 to the consolidated financial statements,

in 2002 the Company changed its method of accounting for trading

activities in order to comply with the provisions of Emerging Issues

Task Force Issue No. 02-3, Issues Invo'ved in Accounting for

Derivative Contracts Held for Trading Purposes and Contracts

Involved in Encrvqy Trading rind Risk Management Activities.

As discussed in Note 18 to the consolidated financial statements,

in 2001 the Company changed its method of accounting for deriva-

tives and hedging activities In oeder to comply with the provisions of

Statement of Financial Accounting Standards No. 133, Accounting

for Derivative Instruments and Hedging Activities.

DELOITTE & TOUCHE LLP

Phoenix, Arizona

March 11. 2004-
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CONSOLIDATED STATEMENTS OF INCOME tdaliats and slha,3s in tthu~ardsa3. ecept per ilha u ainournt)

Year Ended Dae.r.nber 31. -2003

OPERATING REVENUES

Regulated electicity segment 1 1,978,075
Marketing and trading segment 391.886
Real estate segment 361.604
Other roevenues 86,287

Total 2,817,852
OPERATING EXPENSES

Regulated electricity segment purchased power and fuel 517,320

Marketing and trading segment purchased power and fuel 344,862
Operations and vnintlcnanco 543,732
Real estate operatIons segment 305.974
Deprcciation and amortization 438,143

Taxes other than income taxes 110,270
Other expenses 70,498

Total 2.335.799
OPERATING INCOME 482,053

OTHER

Allowance for equity funds used during construction 14,240
Other income 35,563
Other expenses (20,574L

Totail 29,229
INTEREST EXPENSE

Interest charges 204,590
Capitalized interest '___ 294441

Total 175.146

INCOME FROM CONTINUING OPERATIONS BEFORE INCOME TAXES 336.136
INCOME TAXES 105,560
INCOME FROM CONTINUING OPERATIONS 230,576

Income from discontinued operations - not of income taxes of
$6,529 and S5,872 10,003

Cumulative efiect of a change in accounting for delivatives -
net ol income taxcs of S9,892

Cumulative effect of a change in accounting for trading activities -
net of Income taxes of S43,123

NET INCOME $ 240,579
WEIGHTED-AVERAGE COMMON SHARES OUTSTANDING - BASIC 91.265

WEIGHTED-AVERAGE COMMON SHARES OUTSTANDING - DILUTED 91,405
EARNINGS PER WEIGHTED-AVERAGE COMMON SHARE OUTSTANDING

Income from continuing operations - basIc S 2.53

Not income - basic 2.6-1

Income from continuIng operations - diluted 2.52

Net income - diluted 2.63
DIVIDENDS DECLARED PER SHARE $ 1.725

Sae Moles ta Consobdalad Fmnandal Statenaetz.

$ 1,890,391 S 1,964,305
286,879 469,784
201,031 168.908
61,937 11.771

2,440,268 2.634.768

376,911 583,080
154,987 152.762
584.538 530,005
185,925 153,462
424,082 427,903
107,952 101.068
104.959 10,375

1,939,354 1,958,745

500,934 676.023

14,910 26,416

_ _(L3,655 (33.577)

(18.7451 (7,161)

187,512 175,822
_ j.74°) j47.862)

143.763 127,950
33B,426 540,902
132,228 213.535
206.198 327,367

6,955 _

(15,201)

__65(745) -
$ 149.408 $ 312.166

64,903 84,716
84,964 84,930

S 2.43 S 3.86
1.76 3.68
2.43 3.85
1.76 3.68

S 1.625 $ 1.525
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CONSOLIDATED BALANCE SHEETS Ierail nouanes)

Ct emnIr S1,I... 2003

ASSETS

CURRENT ASSETS

Gash and cash equivalents $ 226,779
Customer and other recelvab es 3G5,732
Allowance for doubtful accounts (9,223)
Accrued utility revenues 88.629
Materials and supplies (at average cost. 96,099
Fossil fuel (at average cost) 28.367
Deferred income taxes (Note 4)
Assets from risk management and trading activities (Noto 18) 97,630
Real estate assots held for sale (Note 22)
Other cuent assets ____ ____

Total current assets 969.047
INVESTMENTS AND OTHER ASSETS

Real estate Investments - net (Notes 1 and 6) 343,322
Assets trom risk management and trading activities - long-term (Note 18) 138.946
Decommissioning trust accounts 240,645
Other assets 88,816

Total investments and other assets 811,729
PROPERTY, PLANT AND EOUIPMENT (NOTES 1, 6, 9, 10 AND 12)

Plants in service and held for future use 9,925,344
Less accumulated depreciation and anlottization 3,160,675

Total 6,764,669
Construction work in progress 554.876
Intangble assets, net of accumulated amortization 108,534
Nuclear fuel, net of accumulated amortization of S53,053 and $59.163 52,011

Net property, plant and equipment 7,480,090
DEFERRED DEBITS

Regulatory assets (Notes 1, 3 and 4) 164,604
Other doferred debits __-_ _ 110,708

Total deferred debits 275.512
TOTAL ASSETS S 9.536,378

See NtIes to Ccsriakted Finaral Sta.te3ne-ets.

$ 77,566
362,587

(9,607)
94,504
91,652
28,185

4,091
102,66.4
42,339
66,388

860,372

384,427
191,754
194,440
76,843

847,464

9,058.900
2 917,552
6,141,346

777,542
109,815
51,124

7,079,829

241,045
110,447
351,492

$ 9,139.157
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CONSOLIDATED BALANCE SHEETS (dolinrt in 1cuaalnd3s)

Dec.rnrne. 31. 2003

LIABILITIES AND EQUITY

CURRENT LIABILITIES

Accounts payable $ 293.427

Accrued taxes 69,769
Accrued interest 51,625
Short-term borrowings (Note 5) 86,081
Current maturities of long-term debt (Note 6) 425,480
Customer deposits 49,783
Deterred income taxes (Note 4) 631
Liabilities from risk management and trading activities (Note 18) 92,755
Real estate liabilities hold for saoe (Note 22)
Other current liabilities I 81,223

Total current liabilities 1.150,974
LONG-TERM DEBT LESS CURRENT MATURITIES (NOTE 6) 2.897,725
DEFERRED CREDITS AND OTHER

Deferred income taxes (Note 4) 1.329,253
Regulatory liabilities (Notes 1. 3 and 4) 510,423
LIability for asset retireIents and removals (Note 12) 234.440
Pension liability (Note 8) 188,04 1
Liabilities from risk management and trading activities - long-term (Note 18) 82,730
Unamortized gain - sale of utility plant (Note 9) 54.909
Other 258,104

Total deferred credits and other 2,657,900
COMMITMENTS AND CONTINGENCIES (NOTES 3. 11 AND 12)

COMMON STOCK EQUITY (NOTE 7)

Common stock, no par value; authorized 150,000,000 shares:
Issued 91,379,947 at end of 2003 and 2002 1,744,354

Treasury stock at cost; 92,015 shares at end of 2003 and 124,830 shares at end of 2002 (3,273)
Total common stock 1,741.081
Accumulated other comprehensive Income (loss):

Minimum pension liability adlustmont (66,564)
Deiivative instruments -__ __ 27,563

Total accumulated other comprehensive loss _39.001)
Rotained earnin s - 1,127,699

Total common stock equity 2,829,779
TOTAL LIABILITIES AND EQUITY - 9,536,378

Src- Notrs to I n Crinirter- Fjinapal St.athmtns.

2r32

S 332,441
71,107
53,018

227.683
280,836
42,190

111.329
28,855
85,585

1,233.096
2,743,741

1,209,074
26.264

600,431
183,S80
147,900
59.484

249,134
2.476,167

1,737,258
(4.5)

.1,732,900

(7 1.264)
(20,020)
(91,284)

1,044,537
2,686,153

$ 9.139,157
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CONSOLIDATED STATEMENTS OF CASH FLOWS (ciotjars Ini lhsls[a'ld:s

y.e,,rEnde: Daeont-ar 31, 2003 2.)0 I

CASH FLOWS FROM OPERATING ACTIVITIES

Net Income
Adjustment to reconcile net Income to net cash provided by

operating activities:
Gain on sale of discontinued operations
Cumulative elffct of accounting change, not of tax

Dopreciation and amortization
Nuclear fuel amortization
Allowancc for equity funds used during construction
Deferred income taxes

S 240,579

(10,003)

433,143
28,757
(14,240)

1.755
17.410

$ 149,403 $

(6,955)
65,745

424.082
31,185

191.135
(18,146)
49,192

Change in mark-to-market valuations
Redhawk Units 3 end 4 cancellation charge

Changes in current assets and liabilities
Customer and other receivables
Accrued utility revenues
Matorials, supplies and fossil fuel
Other current assets
Accounts payable
Accrued taxes
Accrued interest
Other current liabilities

Proceeds from the sale of real estate assets
Real estate Investments
Increase in regulatory assets
Change In risk management and trading - assets
Change in risk management and trading - liabilities
Change in customer advances
Change in pension liability
Change In other long-term assets
Change in other long-term liabilities

(3,529)
5.875
(4.629)
(6,646)

(34,303)
(1,338)
(1,193)
4,918

163.703
1,618)

(11,697)
46,911
(11.613)

7,270
19,074
5.593

12,648

40.343
(18,373)
(11.599)
(7,247)
54-592
(36,041)

4,212
32,366
57,178
(72,412)
(11,029)
(11.700)
(22,783)
(23,780)

(3,009)
(23.554)
10,420

312,165

15.201
427,903

28,362

(17,203)
(133.573)

146,581
(1.565)

(16,867)
64

(12i3,017)
7.483
5,852
3,761

35.783
(80.603)
(17,516)
(51,594)
45.330
28,509
(30 205)
14,746

(23.345)
Net cash flow provided by operating activities 901.830
CASH FLOWS FROM INVESTING ACTIVITIES

Capital expenditures (693.475)
Capitalized interest (29,444)
Proceods from sale of assets from discontinued operations 27,193
Other (21 ,0 40L
Net cash flow used for investing activities _(76.766)
CASH FLOWS FROM FINANCING ACTIVITIES

Issuance of long-term debt 656,650
Short-term borrowings and payments - net (173.303)
Dividends paid on common stock (157.417)
Repayment of long-term debt 1368 162)
Common stock equity issuance
Other 8.181
Net cash flow (used for) provided by financing activities (33,851)
NET INCREASE IN CASH AND CASH EoUIVALENTS 151,213
CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR 77,566
CASH AND CASH EQUIVALENTS AT END OF YEAR $ 228.779
Supplemental disclosure of cash flow informatIon

841,230 571,043

(895.522) (1,055.574)
(43,749) (47,862)
28,917
36.635 (16.481)

(873,719) l__ 119.917)

674,919 995,447
(336.079) 322.987
(137,721) (129.199)
(351,545) (621,057)
199,238

2.624 (1,048)
81,436 567,130
48,917 18,255
28.619 10.363

S 77.536 $ 28.619

Cash paid during the period for:
Income taxes paldi(refunded)
Interest paid. net of amounts capitalized

S 32.816
S 161,581

$ (17.918)
S 126,322

S 223.037
$ 115.276

Stic'tirs Io Cotwscdnted FI'mnidai Sltcanonti.yi
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CONSOLIDATED STATEMENTS OF CHANGES IN COMMON STOCK EQUITY Idolla-s In tirmancsald

Yea, E'ioed DeOvnbei 3 1. 2003

COMMON STOCK [NOTE 7)

Balanco of beginning of year . 1,737,258
Issuance of cornmon stock
Other 7,096
Balance at end ot year 1,744,354
TREASURY STOCK (NOTE 7)

Balance at beginning of year (4,358)
Purchase of treasury stock
Reissuance of treasury stock used for stock compensation. net 1,085
Balance at end of yea, ___q. L&2 7) _

RETAINED EARNINGS

Balance at beginning of year 1,044,537
Net income 240,579
Common stock dividends (157,417)
Balance at end of year. 1,127,699
ACCUMULATED OTHER COMPREHENSIVE INCOMEI(LOSS)

Balancc at beginning of year (91,284)
Minimum pension liability adjustment.

net of tax ot S3,700, $46,109 and $634 4,700
Cumulative effect of a change in accounting for derivatives,

net of tax of 847.404
Unrealized gairlfposs) on derivative Instruments,

net of tax of S33.298. S28,820 and $71,720 51,089
Reclassification of rasalied gain to Income,

net of tax of S2.343. $237 and S1 7.399 (3.5061
Balance at end of year (39,001)
TOTAL COMMON STOCK EOUITY S 2,829.779
COMPREHENSIVE INCOME (LOSS)

Net Income S 240,579
Other comprehensive income (loss) 52,283
Comprehensive inGOme S 292.862

See- Notes lo Cwzsc4.dbI&d Fmans al Siatvnwlns.

S 1.636,924 S 1,537,920
199,238

1,096 (996)
1,737.258 1,536,924

(5,886) (5,039)
(5,971) (1 6.393)
7.499 15,596

- (_4,58) _____ (j5,8S6)

1.032,850 649,683
149,408 312,1 t66

(137,721) (129.199)
1,044,537 1,032,850

(64,565) _

(70,293) (966)

- 72,274

43.939 (109,346)

(30) (26.527)
(91,284) (64,565)

S 2,666.153 S 2,499,323

S 149,408 S 312,166
J26.71_9 (94,565)

S 122.669 S 247,601
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Consolidation and Nature of Operations

The consolidated financial statements include the accounts o

Pinnacle West and our subsidiaries: APS, Pinnacle West Ener

APS Energy Services, SunCor and El Dorado (principally NAC

Significant intercompany accounts and transactions between

consolidated companies have been eliminated.

APS is a vertically-integrated electric utility that provides elthe

retail or wholesale electric service to substantially all of the st

Arizona. with the major exceptions of the Tucson metropolitar

and about one-half ot the Phoenix metropolitan area. APS als

generates, sells and delivers electricity to wholesale customer

the western United Statss. In early 2003, the marketing and I

division of Pinnacle West was moved to APS for futLIle marke

and trading activities (existing wholesa!e contracts remained i

Pinnacle West) as a result of the ACCGs Track A Order prohibl

the previously required transfer of APS' generating assets to

Pinnacle West Energy. See Note 3 for a discussion of the Tra

Order. Pinnacle West Energy. whIch was formed in 1999, is tV

subsidiary through which we conduct our unregulated genera

operations. APS Energy Services was farmed in 1998 and pri

competitive commodity energy and energy-related products t

customers in competitive markets in the western United Statc

SunCor is a developer of residential, commercial and indLustri

estate projects in Arizona, New Mexico. Idaho and Utah. El D

is an investment firm, and its principal investment is in NAC,

is a company specializing In spent nuclear fuel technology.

Accounting Records and Use of Estimates

Our accounting records are maintained in accordance with

accounting principles generally accepted in the United States

Amelica (GAAMP. The preparation of financial statements in ae

dance with GAAP requircs management to make estimates a

assumptions that affect the reported amounts of assets and I

ties, disclosure of contingent assets and liabilities at the date

the financial statements and reported amounts of revenues ax

expenses during the reporting period. Actual results could dif

from those estimates. We have reclassified certain prior year

amounts to conform to the current year presentation.

Derivative Accounting

We are exposed to the Impact cf market fluctuations in the ci

mod'ty price and transportation costs of electricity, natural ga

coal and emissions allowances. We manage lisks associated

these market fluctuations by utilizing various commodity insti'

ments that qualify as derivatives, including exchange-traded I

and options and over-the-counter forwards, options and swaj

As part of our overall risk management program. we use sudl

instruments to hedge purchases and sales of electricity, fuels, and
emissions allowances and credits. In addition. subject to specified

* risk parameters monitored by the ERMC, we engage in marketing
and trading activities intended to profit from market pr ice movements.

We account for our derivative contracts in accordance with SFAS
the No. 133. 'Accounting for Derivative Instruments and Hedging

Activities." SFAS No. 133 requires that entities recognize all
derivatives as either assets or liabilities on the balance sheet and

ir .
ate of measure those instruments at fair value. Changes in the fair value

of derivative instruments are either recognized periodically in
area

income or; if hedge criteria are met, In common stock equity
is - (as a component of other comprehensive income (loss)). SFAS

rading No. 133 provides a scope exception for contracts that meet the
tin normal purchases and sales criteria specified In the standard.

Prior to the fourth quarter of 2002. we accounted for our trading

ting activity et fair value, with changes in fair value reported in earnings
as required by EITF 08-10 'Accounting for Contracts Involved in

ck A Energy Trading and Risk Management Activities. In the fourth
le quarter of 2002, we adopted EITF 02-3 'Issues Involved in
tion Accounting for Derivative Contracts Held for Trading Purposes
ovIdes and Contracts Invoived In Energy Trading and Risk Management
o key Activities," which rescinded EITF 98-10. We recorded a $66 million
)s. atter-tax charge In net income as a cumulative effect adjustment
RI real for the previously recorded accumulated unrealized mark-to-nmarket
lorado on energy trading contracts that did not meet the accounting
Which definition of a derivative. Our energy trading contracts that are

derivatives are accounted for at fair value under SFAS No. 133.
Energy trading contracts that do Fot meet the definition of a
derivative are now accounted for on an accrual basis with the

of associated revenues and costs recorded at the time the contracted
commodities are delivered or received.

:corl-
nd See Note 18 for additional information about our derivative and
iabili- energy trading accounting policies.
of

Mark-to-Market Accounting
rid Under mark-to-market accounting, derivative contracts for the

purchase or sale of energy commod ties are reflected at fair market
value, net of valuation adjustments, with resulting unrealized
gains and losses recorded as current or long-term assets and
liabilities from risk management and trading activities in the

om-- Consolidated Balance Sheets.

is, We determine fair market value using actively-quoted places when

with available. We consider quotes for exchange-tradcd contracts and
over-the-counter quotes obtained from independent brokers to

'utures be actively-quoted.
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When actively-quloted prices are not ava labile, we use prices

provided by other external sources. This includes quarterly and

calendar year quotes from Independent brokers. We convert

quarterly and calendar year quotes into monthly prices based

on historical relationships.

For options, long-term contracts and other contracts for which

price quotes are not available, we use models and other valuation

methods. The valuation models we employ utilize spot prices,

forward prices, historical market data and other factors to forecast

future prices. The primary valuation technique we use to calculate

the fair value of contracts where price quotes are not available is

based on the extrapolation of forward pilcing curves using observ-

3able market data for more liquid delivery points In the same region

and actual transactions at the more iliiquid delivery points. We also

value option contracts using a variation of the Black-Scholes

option-pricing model.

For non-exchainge traded contracts, we calculate fair market value

based on the average of tire bid and offer price, and we discount to

reflect net present value. We maintain certain valuation adjustments

for a number of risks associated with the valuation of future corn-

mitments. These Include valuation adjustments for liquidity and

credit risks based on the financial condition of coUnterparties.

The liquidity valuation adjustment represents the cost that would

be incurred it all unmatched positions were closed-out or hedged.

The credit valuation adjustment represents estimated credit losses

on our overall exposure to couriterparties, taking into account

netting ai1angerenilts, expected default experience for the credit

rating of the counterpartles and the overall diversification of the

portfolio. Ctilnterparties in the portfolio consist principally of major

energy companies, rnun cipalitles and local distribution companies.
We maintain credit policies that Management believes minimize

overall credit risk. Determination of the credit quality of counterpar-

ties is based upon a number of factors, including credit ratings,

financial condition. project economics and collateral requirements. -

When applicable, we emnploy standardized agreements that allow

for the retting of positive and nogative exposures associated with a

single coUnterparty. See Note 18 for further discussion on credit risk.

The use of models and other valuation methods to determine

fair market value often requires subjective a-id complex judgment.

Actual results could differ from the results estimated through
application of these methods. Our marketing end trading portfolio

includes structured activities hedgod with a portfolio of foiwaird

purchases that protects the economic value of the sales transac-

tions. Our practice is to hedge within timeframes established

by the ERMC.

Regulatory Accounting

APS is regulated by the ACC and the FERO. The accompanying
financial statements reflect the rate-making policies of these corn-

missions. For regulated operations, we prepare our financial state-

ments in accordance with SFAS No. 71. Accountirg for the Effects

of Cerlain Types of Regulatlon. SFAS No. 71 requires a cost-based.

rate-regulated enterprise to reflect the impact of regulatory deci-

slons In Its financial statements. As a result, we capitalize certain
costs that would be included as expense in the current period by

unregulated companioes. Regulatory assets represent Incurred costs

that have been deferred because they are probable of future recov-

ery in customer rates. Regulatory liabilities generally represent the
recovery of expected future costs in current customer rates.

Management continually assesses whether our regulatory assets

-are probable of future recovery by considering factors such as

applicable regulatory environment changes and recent rate orders to

other regulated entities in the same jurisdiction. This determination

reflects the current political and regulatory climate In the state and

Is subject to change in the future. If future recovery of costs ceases

to be probable, the assets would be written off as a charge In

current petiod earnings.

As part of the 1999 Settlement Agreement with the ACO (see

Note 31, we continue to amortize certain regulatory assets over

an eight-year period as follows (dollars in millions):

1 CU 3 2001 203^ 2032 2033 Tr7AL

$164 $1 58 $145 $1 15 $86 $16 S686

The detail of regulatory assets is as follows (dollars In millions):

Deamrt-ar 31, 2003

Remaining balance recoverable under
the 1999 Settlement Agreoment (a) S 18

Spent nuclear fuel storage (Note 11) 49
Electric industry restructuring

transition costs (Note 3) 46
Deferred compensation 24
Contributions in aid of construction 11
Loss on reacquired debt (bi 12
Other 5

Total regulatory assets S 1 65

2v00

$ 104
46

40

23
10
9
9

$ 241

(al Tie micjorit. 0 our atyn3rnrlZed re~u'atri 40 ooo to bre tebte1G 13 Ceavrad
lncombnn tixas ljsw Notb 4-Iin 3r(1rve sy-nchrarizN.Nic'mrCOt cdabA, lerv 'Ril
S~.'Icr.D1,'".rlY1 Cost OrcfrICt:4o bIr1

1.U See 'Rernquired Debt Ceo~r? telow.
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The detail of regulatory liabilities is as follows (dollars in millions): * Distribution - 23 years; and

Dowrnbhc 31. 2003

Removal costs (a) $ 480
Deferred gains on utility property 20
Deferred interest Income (b) 8
Other 2

Total regulatory liabiltties $ 510

2532

20

6
$ 26

E(3t Se NMte 12 Icr infcmtz11cr on tA2'et R~emcnet Ct aneo.ns
ibL xsu Ac.< nrmncni COrdts' in IS La S for inf~rmatizn on the 'APS Len-.

Rate Synchronization Cost Deferrals

As authorized by the ACC. operating costs (excluding fuel) and

financing costs of Palo Verde Units 2 and 3 were deferred front

the commercial operation dates (Scptember 1986 for Unit 2 and

January 1989 for Unit 3) until the date the units were included In

a rate order (April 1988 for Unit 2 and December 1991 for Unit 3).

In accordance with the 1999 Settlement Agreement, we are

continuing to accelerate the amortization of the deferrals over an

eight-year period that will end June 30, 2004. Amortization of the

defrnals Is included in deprecIation and amortization expense In

the Consolidated Statements of Income.

Utility Plant and Depreciation

Utility plant is the term we use to describe the business property

and equtpment that supports electric service, consisting primarily of

generation, transmission and distribution facilities. We report utility

plant at its original cost, which includes:

* material and labor;

* contractor costs:

* capitalized leases;

* constructIon overhoad costs (where applicable); and

* capitalized Interest or an allowance for funds used

during construction.

We expense the costs of plant outages, major maintenance and

routine maintenance as Incurred. We charge retired utility plant

to accumulated depreciation. Prior to 2003, we charged removal

costs. less salvage, to accumulated depreciation. Effective

January 1, 2003. we applied the provisions of SFAS 143

(see Note 12).

We record depreciation on utility plant on a straight-line basis over

the remaining useful life of the related assets. The approximate

remaining average useful lives of our utility property at December

31, 2003 were as follows:

* Fossil plant - 23 years:

* Nuclear plant - 20 years;

* Other generation - 29 years;

* Transmission - 36 years;

2 Other - 9 years.

For the years 2001 through 2003. the depreciation rates, as
prescribed by our regulators, ranged from a low of 1.51% to a high

of 12.51%. The weighted-average rate was 3.35% for 2003, 3.35%

for 2002 and 3.40% for 2001. We depreciate non-utility property

and equipment over the estimated useful lives of the related assets.

ranging from 3 to 30 years.

El Dorado Investments

El Dorado accounts for its investments using the consolidated

(if controlled), equity (if significant Influence) and cost (ess than

20% ownership) methods. Beginning in the third quarter of 2002,

El Dorado began consolidating the operations of NAC.

Capitalized Interest

Capitalized interest represents the cost of debt funds used to

finance construction projects. Plant construction costs, including

capitalized interest, are expensod through depreciation when

completed projects are placed Into commercial operation. The rate

used to calculate capitalized Interest was a composite rate of

4.55% for 2003, 4.80% for 2002 and 6.13?,% for 2001. Capitalized

Interest ceases to accrues when construction Is complete.

Allowance for Funds Used During Construction

AFUDC represents the approximate net composite interest cost of

bt orowed funds and a reasonable return on the equity funds used

for construction of utility plant. Plant construction costs, including

AFUDC, are recovcred in authorized rates through depraciation

when completed projects are placed Into commercial operation.

AFUDC was calculated by using a composite rate of 8.55% for

2003. APS compounds AFUDC monthly and ceases to accrue
AFUDC when construction work is completed and the property

Is placed in service.

In 2003, APS returned to the AFUDC method of capitalizing interest

and equity costs associated with construction projects in a regulat-

ed utility. This is consistent vith APS returning to a vertically-inte-

grated utility. as evidenced by APS recent general rate caso filing.

which includes the request for rate recognition of generation assets.

Previously, APS capitalized interest in accordance with SFAS No.

34, Capitalization of Interest Cost.' Although AFUDC both increas-

es the plant balance and results In higher current earnings during

the construction period. AFUDC is realized in future revenues

through depreciation provisions Included In rates. This change

Increased earnings by S11 million in 2003 as compared to what it

would have been under SFAS No. 34.

Electric Revenues

We derive electric revenues from sa es of electricity to our regulated

Native Load customers and sales to other parties from our

marketing and trading activities. Rovenucs related to Ihe salo of
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electricity are generally recorded when service is rendered or Percentage of Completion - NAC

electricity is delivered to customers. However, the determination Certain NAC contract revenues are accounted for under the
and billing of electricity sales to individual Native Load customers porcentage-of-completion method. These revenues are reported

Is based on the reading of their meters, which occurs on a sys- in other revenue on the Consolidated Statements of Income.

tematic basis throughout the month. At the end of each month, Revenues are recognized based upon total costs Incurred to

amounts of electricity delivered to customers since the date of date compared to total costs expected to be incurred for each

the last mater reading and billing and the corresponding unbillod contract. Revsions in contract revenue and cost estimates aro

revenue are estimated. We exclude sales taxes on electric reflected In the accounting period when known. Provisions are

revenues from both revenue and taxes other than Income taxes. made for the full amounts of anticipated losses in the periods in

Revenues from our Native Load custorners and non-derivative which they ore first determined. Changes in job performance, job

instruments are reported on a gross basis in our Consolidated conditions and estimated profitability, including those arising from

Statements of Income. contract penalty provisions and final contract settlements, may

Al t1 result In revisions to costs and Income, and are recognized in the
H11 dllO dII 1g> ;I F~:;.lVuU 2t-1 W... 111'cL.J VII V C~UrY IF au-Flu

contracts that qualify as derivatives are included In marketing and

trading segment revenues on the Consolidated Statements of

Income on a not basis.

We adopted EITF 03-11, 'Reporting Realized Gains and Losses on

Derivative Instruments That Ars Subject to FASB Statement No. -133

and Not Held for Trading Purposes' As Defined in Issue No. 02-3,'

effective October 1, 2003. EITF 03-1 1 provides guidance on whether

realized gains and losses on physically settled derivative contracts

not held for trading purposes should be reported on a net or gross

basis and concluded such classitcation is a matter of judgment that

depends on the relevant facts and circumstances. In the electricity

business, some contracts to purchase energy are netted against

other contracts to sell energy. This is called 'book-out" and usually

occurs in contracts that have the same terms (quanities and delivery

points) and for which power does not flow. We netted these book-'

outs reducing both revenues and purchased power and fuel costs in

2003, 2002 and 2001, but this did not impact our financial cond;Uton.

net Income or cash flows (see Note 18 for additional information).

period in which revisions are determined. Profit incentives are

included in revenues when their realization is reasonably assured.

Contract costs include all direct material and labor costs and

those indirect costs ralated to contract performance, such as

indirect labor, supplies, tools, repairs and depreciation costs.

General and administrative costs are charged to expense

as incurred.

Cash and Cash Equivalents

We consider all highly liquid investments purchased with an initial

maturity of three months or less to be cash equivalents.

Nuclear Fuol

APS charges nucloar fuel to fluel expense by using the unit-

of-production method. The unit-of-production method is an

amortization method based on actual physical usage. APS

divides the cost of the fuel by the estimated number of thermal

units it expects to produce with that fuel. APS then multiplies

that rate by the number of thermal units produced within the

current period. This calculation determines the current period

nuclear fuel expense.

APS also charges nuclear fuel expense for the parmanent disposal

of spent nuclear fuel. The DOE is responsible for the permanent

disposal of spent nuclear fuel. and it charges APS S0.001 per kWh

of nuclear generation. See Note 11 for information about spent

nuclear fuel disposal and Note 12 for information on nuclear

decommissioning costs.

Income Taxes

SunCor

SunCor recognizes revenue fromn land, home and qualifying

commercial operating assets sales in full, provided (a) the Income

Is determinable, that Is. the collectibility of the sales price Is reason-

ably assured or the amount that will not be collectible can be esti-

mated, and (b) the earnings process is virtually complete, that Is.

SunCor is not obligated to perform significant activities after the

sale to earn the Income. Unless both conditions exist, recognition of

all or part of the Income is postponed. SunCor recognices Income

only after the assets' title has passed. A single method of recogniz-

ing income Is applied to all sales transactions within an entire home.

land or commercial development project. Commercial property and

management revenues are recorded over the term of the lease or

period in1 which services are provided. In addition, see Note 22 -

Real Estate Activities - Discontinued Operations.

Income taxes are provided using the asset and liability approach

prescribed by SFAS No. 109, Accounting for Income Taxes. We

file our federal income tax return on a consolidated basis and we

file our state income tax returns on a consolidated or unitary basis.

In accordance with our intercompany tax sharing agreement,

federal and stale Income taxes are allocated to each subsidiary as

though each first-tier subsidiary filed a separate Income tax return.

Any difiarcnco between that method and the consolidated (and

unitary) income tax liability is attributed to the parent company.

See Note 4.
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Reacquired Debt Costs

For debt related to the regulated portion of APS business, APS

defers those gains and losses incurred upon early retirement and

is seeking recovery In the APS general rate case (see Note 3). In

accordance with the 1999 Settlement Agreement. APS is continuln

to accelerate the amortization Of reacquired debt costs over an

eight-year period that will end June 30, 2004. All regulatory asset

amortization is included in depreciation and amortization expense

in the Consolidated Statements of Income.

Real Estate Investments

Real estate investments primarily include SunCors land, home

inventory and investments in joint ventures. Land Includes acquisi-
tion costs. infrastructure costs. property taxes and capitalized

interest directly associated with the acquisition and development

of each project. Land under development and land held for future

development are stated at accumulated cost, except that, to the

extent that such land Is believed to be irnpalrcd, It Is written down

to fair value. Land held tor sale is stated at the lower of accumulated

cost or estimated fair value less costs to soil. Horne inventory con-
sists of construction costs, improved lot costs, capitalized interest
and property taxes on homes under construction. Horne inventory
is stated at the lower of accumulated cost or estimated fair value
less costs to soli. Investments In Joint ventures for which SunCor
does not have a controlling linarcial interest are not consolidated
but are accounted for using the equity method of accounting.
In 2003, SunCor acquired two joint ventures for $10 million and
consolidated $53 million of assets and $43 million of liabilities.
which are Included in the Consolidated Balance Sheets at
December 3, 2003. Tho SI0 million cash Investment is included
on the other investing line of the Consolidated Statements of Cash
Flow at Dccomber 31, 2003. In addition, see Note 22 - Real
Estate Activitles - Discontillued Operations.

Stock-Based Compensation

In 2002, we began asplying the fair value method of accounting
for stock-based compensation, as provided for In SFAS No.
123, Accounting for Stock-Based Compensation.' The fair
value method of accounting Is the preferred method. In accor-
dance with the transition requirements of SFAS No. 123, we
applied the fair value method prospectively, beginning with
2002 stock grants. In prior years, we recognized stock comn-
sensation expense based on the Intrinsic value method allowed
in Accounting Principles Board Opinion (APB) No. 25,
'Accounting for Stock Issued to Employees.,

The following chart compares our not incomo, stock compensation

expense and earnings per share to what those items would have

been if we had recorded stock compensation expense based on

the fair value method for all stock grants through 2003 (dollars in

thousands, except per share amounts):

.Year Ended DrnIe m1cf 31. 2055 20So

Net Income as reported:
Add: Stocl compensation

expense included in reported
net Income (net of tax)

Deduct: Total stock compen-
sation expense determined
under fair value method

. (net of lax)

$240,579 1 $ 149,408 S 312,166

1 238 300

(2.994 l t.6951 (2.292)
Pro faria net income $233873. S1 48013 $309.874
Earnings per share - basic;

As reported $
Pro forma (fair value method) $

I Earnings per share - diluted:
As reported $
Pro forma (fair value method) $

2.64 $
2.62 $

1.76 $ 3.63
1.74 $ 3.66

1.76 $ 3.68
1.74 $ 3.65

2.63 $
2.61 S

In order to calculate the fair value of the 2003. 2002 and 2001

stock option grants and the pro forma information above, we calcu-

lated the fair value of each fixed stock option in the Incentive plans

using the Black-Scholes option-pricing model. The fair value was

calculated based on the date the option was granted. The following

weighted-average assumptions were also used In order to calculate

the fair value of the stock options:

Year Ended ecernbeo 31.
Risk-tree Interest rate
Dividend yield
Volatility

Expected life (months)

_ 2003 __ :__02 co!_

3.35% 4.17% 4.08%
5.26% 4.1 7% 3.70%

38.03% 22.59% 27.66%
60 60 60

See Note 1 6 for further discussion about our stock compensation plans.

Intangible Assets

We have no goodwill recorded and have separately disclosed other

Intangible assets on our Consolidated Balance Sheets In accor-

dance with SFAS Nc. 142, Goodwill and Other Intang ble Assets.'

The intangible assets are amortized over their finite useful lives. The

Company's gross intangible assets twhich are primarily capitalized

software costs) were $237 million at December 31, 2003 and S214

million at December 31. 2002. The related accumulated amorlza-

tion was $128 niilion at December 31, 2003 and $104 millon at

December 31, 2002. Amortization expense was $25 million In 2003,

$21 million in 2002, and $22 million in 2001. Estimated amortization

expense on existing intangible assets ever the next five years Is $28

million in 2004, $27 million In 2005, $25 million in 2006. S20 million
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ill 2007, and $9 million in 2008. At December 31. 2003, the weighted

average amortization period for intangible assets is 7 years.

2. ACCOUNTING MATTERS

See the following Notes for information about new accounting

standards and other accounting matters:

Note 8 for amended disclosure requirements (SFAS No. 132)

on retirement plans and other benefits;

* Note 12 for a now accounting standard (SFAS No. 143) on asset

retirement obligations;

* Note 16 for a new accounting standard (SFAS No. 148) related

to stock-based compensation;

* Note 18 for EITF issues (EITF 02-3 and 03-11), DIG Issue No.
C15. and a now accounting standard (SFAS No. 149) related

to eccounting for derivatives and energy contracts;

* Note 20 for a new FASB interpretation (FIN No. 46R) related

to VIEs:

* Note 21 for a new FASB Interpretation (FIN No. 45) on

guarantecs; anid

* Note 22 for a standard (SFAS No. 144) on accounting for the

impairment or disposal of long-lived assets.

3. REGULATORY MATTERS
Electric Industry Restructuring

State

1909 Settlement Agreement The fol owing are the major provisions;

of the 1999 Settlement Agroement, as approved by the ACM:

* ANS has reduced rates for standard-offer service for customers
with loads less than three MW In a series of annual retail electricity

piIce reductions of 1.5% on July 1 for each of the years 1909 to

2003 for a total of 7.5%. Based on the price reductions autho-

rizcd in the 1999 Settlement Agreement, there were retail price

decreases of approximately $24 million ($14 million after taxes),

effective July 1. 1999; approximately $28 million (S17 million after

taxes), effective July 1, 2000; approximately $27 million ($16 mil-

lion after taxes), effective July 1, 2001; approximately $28 million

(SI7 million after taxes). effective July 1, 2002; and approxi-
mately $29 million ($18 million after taxes), effective July 1,

2003. For customers having loads of three MW or greater,

standard-offer rates have been reduced In varying annual

increments that total 5% in llie years 1999 through 2002.

* UnbUndled rates being charged by APS for competitive direct

access service (for example, distribution services) became

effective upon approval of the 1999 Settlement Agreement.

retroactive to July 1, 1999, and also became subject to annual

reductions beginning January 1, 2000, that vary by rate class,

through January 1, 2004.

* Thero is a moratorimn on retail prico changcs for standard-offer

and unbundled competitive d rect access setvices until July 1.

2004. except for the price reductions described above and certain

other limited circumstances. NWither the ACC nor APS Is prevented

from seeking or authorizing rate changes prior to July 1. 2004 In

the event of conditions or circumstances that constitute an

emergency, such as an Inability to finance on reasonable terms:

material changes In APS' cost of service for ACC-regu!atod

services resulting from federal, tribal, state or local laws;

regulatoly requirements; or judicial decisions. actions or orders.

* APS will be permitted to defer for later recovery prudent and

reasonable costs of complying with the Rules, system benefits

costs In excess of the levels included In then-current (19991 rates,

and costs associated with the 'provider of last resort' and stan-

dard-offer obligations for service after July 1. 2004. These costs

are to be recovered through an adjustment clause or clauses

commencing on July 1, 2004. Sce APS General Rate Case and

Retail Rate Adjustment Mechanisms' below.

* APS' distribution system opened for retail access effective

September 24, 19-39. Customers were eligible for retail access

in accordance with the phase-In adopted by the ACC under the

Rules (see 'Retail Electric Competition Rules' below). including an

additional 140 MW being made available to eligible non-residential

customers. APS opened its distribution system to retail access

for all customers on January 1, 2001. The regulatory develop-

ments and legal challenges to the Rules discussed In th's Note

*have raised considerable uncertainty about the status and pace

of elect ic competition and of electric restructuring in Arizona.

Although somno very limited retail competition existed in APS'

service area In 1999 and 2000, there are currently no active retail

competitors providing unbundled energy or other utility services

to APS' customers. As a result, we cannot predict when, and

the oxetnt to which, additional competitors will re-enter APS'

service territory.

* Prior to the 1999 Settlement Agreement, APS was recovering

substantially all of its regulatory assets through July 1, 2004.

pursuant to a 1996 regulatory ag'eemerlt. In addition, the 1999

Settlemont Agreement states that APS has detmonstrated that Its

- allowable stranded costs, alter mitigation and exclusive of regula-

tory assets, are at least $533 million not presont value (in 1 999

dollars). The 1999 Settlmerint Agreement also states that APS

will not be allowed to recover $183 million net present value (in

1999 dollars) of the $533 million. The 1990 Settlement Agreoment

provides that APS will have the opportunity to recover $350

million net present value (in 1099 dollars) through a competitive

transition charge that will remain in effect through December 31,
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2004, at Which time it will terminate. The costs subject to

recovery under the adjustment clause described above will be

decreased or increased by any over/under-recovery of the

$350 million due to sales volume variances. As discussed

below under YAPS General Rate Case and Retail Rate Adjust-

ment Mechanisms." APS Is seeking to recover amounts written

off by APS as a result of the 1999 Settlement Agreement.

The .1999 Settlement Agreement required APS to form, or cause

to be formed, a separate corporate affiliate or affiliates and trans-

ter to such affiliate(s) its competitive electric assets and services

no later than December 31. 2002. The 1999 Settlement Agree-

ment provided that APS would be atlowed to defer and later col-

lect, beginning July 1, 2004, 67% of its costs to accomplish the

required transfer of generation assets to an affiliate. However, as

discussed below, In 2002 the ACC unilaterally modifled this

aspect of the 1999 Settlement Agreement by issuing the Track

A Order, an order preventing APS from transferring Its genera-

tion assets. APS is seeking to recover all costs incurred by

APS In preparation for the previously anticipated transfer of

generation assets to Pinnacle West Energy. See 'APS General

Rate Case and Retail Rate Adjustment Mechanisms' below.

Retail Electric Competition flutes The Rules approved by the ACC

include the following major provisions:

* They apply to virtually all Arizona electric utilities regulated by the

ACC, including APS.

* Effective January 1, 2001. retail access became available to all

APS retail electricity customers.

Electric service providers that get CC&N's from the ACC can

supply only competitive services, including electric generation,

but not electric transmission and distribution.

* Affected utilities must file AGO tariffs tlat unbundle rates for

noncompetitive services.

The ACC shal allow a reasonable opportunity for recovery of:

unmitigated stranded costs.

e Absent an ACC waiver, prior to January 1, 2001, each affected

utility (except certain electric cooperatives) must transfer all

competitive electric assets and soeices to an unaffiliated party or

parties or to a separate corporate affiliate or affiliates. Under the

1 999 Settlement Agreement. APS received a waiver to allow

transfer of its competitive electric assets and services to affiliates

no later than December 31, 2002. However, as discussed below,

In 2002 the ACC reversed Its decision, as reflected In the Rules,

to require APS to transfer its generation assets.

Under the 1999 Settlement Agreement, the Rules are to be inter-

preted and applied, to the greatest extent possible, in a manner

consistent with the 1999 Settlement Agreement. If the two cannot

be reconciled. APS must seek. and tho other parties to the 1999

Settlement Agreement must support, a waiver of the Rules in favor

of the 1999 Settlement Agreement.

On November 27, 2000, a Maricopa County. Arizona, Superior

Court judge issued a final judgment holding that the Rules are

unconstitutional and unlawful in their entirety due to failure 1o estab-

lish a faIr value rate base for competitie electric service providers

and because certain of the Rules were not submitted to the Arizona

Attorney General fcr certification. The judgment also Invalidates all

ACC orders authorizing competitive electric service providers,

Including APS Energy Services, to operate In Arizona. We do not

believe the ruling affects the 1999 Settlement Agreement. The 1999

Settlement Agreement was not at issue in the consolidated cases

before the judge. Further, the ACG made findings related to the fair

value ot APS property in the order approving the 1999 Settlement

Agreement. The ACC and other parties aligned with the ACC

appealed the ruling to the Arizona Court of Appeals, and In January

2004, the Court invalidated some. but not all, of the Rules as either

violative of Arizona's constitutional requirement that the ACC

consider the fail value" of a utility's property in setting rates or

as being beyond the ACCGs constitutional and statutory powers.

Other Rules were set aside for failure to submit such regulations to

the Arizona Attorney General for approval as required by statute.

Provider of Last Resort Obligation Although the Rules allow retail

customers to have access to competitive providers of energy and

energy services, APS Is. under the Ruies. the provider of last

resort' for standard-offer, full-service customers under rates that

have been approved by the ACC. These rates are established until

at least July 1, 2004. The 1999 Settlement Agreement allows APS

to seek adjustment of these rates in the event of emergency condi-

tlions or circumstances, such as the inability to secure financing on

reasonable terms: material changes in APS' cost of service for ACC-
regulated services resulting from federal, tribal, state or local laws;

regulatory requirements: or judicial decisions, actions or orders.

Energy prices In the western wholesale market vary and, during the

course of the last two years. have been volatile. At various times.

prices In the spot wholesale market have significantly exceeded the

amount included in APS' curient retail rates. In the event of short-

falls due to unforeseen Increases in load demand or generation or

transmission outages, APS may need to purchase additional sup-

plemental power In the wholesale spot market. Unless APS is able

to obtain an adjustment of its rates under the emergency provisions

of the 1999 Settlement Agreement, there can be no assurance that

APS would be able to fully recover the costs of this powers See

ZAPS General Rate Case and Retail Rate Adjustment Mechanisms'

below for a discussion of retail rate adjustment mechanisms that

were the subject of ACC hearings in April 2003.
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Track A Order On September 10, 2002, the ACC Issued the Track

A Order. in which the ACC, among other things:

* reversed its decision, as reflected in the Rules, to roquire APS to

transfer its generation assets either to an unrelated third party or

to a separate corporate affiliate: and

* unilaterally modified the 1999 Soelwement Agreement, which

authorized APS' transfer of its generating assets, and directed

APS to cancel Its activities to transfer its generation assets to

Pinnacle West Energy.

On November 15, 2002, APS filed appeals cf the Track A Ordar In
the Maricopa County. Arizona Superior Court and in tile Arizona

Court of Appeals. Ari7ona Public Servino Comnanv vp. Arizona

Corporation Commission. CV 2002-0222 32. Arizona Public Service

Comnanv vs. Arizona Cornoration Commission. 1CA CC 02-0002.

On December 13, 2002, APS and the ACC staff agreed io princi-

pies for resolving certain Issues raised by APS in Its appeals of the

Track A Order. APS and the ACC are the only parties to the Track

A Order appeals. The major provisions of the principles Include.,

among other things, the following:

* APS and the ACC staff agreed that It would be appropriate for

the ACC to consider the following matters In APS' general rate

case, which was filed on June 27, 2003:

* the generating assets to be Included in APS' rate base,

including the question of whether the PWEC Dedicated Assets

should be Included in APS' rate base;

* the appropriate treatment of tho 5234 million pretax asset

write-off agreed to by APS as pait of the 1999 Settlement
Aqreement; and

* the appropriate treatment of costs incurred by APS in
preparation for the previously anticipated transfer of
generation assets to Pinnacle West Energy.

* Upon the ACC's issuance ot a final decision that is no longer
subject to appeal approving APS' requost to provide $500 million
of financing or credit support to Pinnacle West Energy or the
Company. with appropriate conditions, APS' appeals of the Track
A Order would be limited to the issues described in tile preceding
bullet points, each of which would be presented to the ACC for
consideration prior to any final judicial resolution. As noted beiow,
the ACC issued the Financing Order on April 4, 2003. The
Financing Order is final and no longer subject to appeal. As a
result, APS' appeals of the Track A Order are limited to the
Issues described in the preceding bullet points.

On August 27. 2003, APS, Pinnacle West and Pinnacle West
Energy filed a lawsuit asserting damage claims relating to the Track
A Order: Ariznna Public Service Cermoanv et al. v. The State of
Arizona es rel., Superior Court of the Stale of Arizona, County at
Maricopa, No. CV2003-016372.

Track B Order On March 14, 2003. the ACC issued the Track B

Order, which required APS to solicit bids for certain estimated

amounts of capacity and energy for periods beginning July 1, 2003.

For 2003. APS was required to solicit competitive bids for about

2,500 MW of capacity and about 4.600 gigawatt-hours of energy.

or approximately 20% of APS' total retail energy requirements. The

bid amounts are expected to increase In 2004 and 2005 based

largely on growth in APS' retail load and APS' retail energy sales.

The Track B Order also confirmed that it was 'not Intended to

change the current rate base status of [APS'] existing assets.'

The order recognizes APS right to reject any bids that are unrea-

sonable. uneconomical or unreliable. The ACC staff and an indepen-

dent monitor participated in the Track B procurement process. The

Track 8 Order also contains requirements relating to standards of

conduct between APS and any affiliate of APS participating in the

competitive solicitation, requires that APS treat bidders in a non-

discriminitcry mannier and requires APS to file a protocol regarding

short-term and emergency procurements, The order permits the

provision by APS of corporate oversight, support and govornance

as long as such activities do not favor Pinnacle West Energy in the

procurement process or provide Pinnacle West Energy with confi-

dential APS bidding information tilat is not available to other bid-

diers. The order directs APS to evaluate bids on cost, reliability and

reasonableness. The decision requires bidders to alow the ACC to

inspect their plaits and requires assurances of appropriate competi-

tive market conduct from senior officers of such bidders. Following

the solici:a:ion. tho dccision requires APS to prepare a report

evaluating environmental issues relating to the procurement, and
a series of workshops on environmental risk management will be

commenced thereafter.

APS issued requests for proposals in March 2003 end, by May 6.

2003, APS entered into contracts to meet all or a portion of Rs

requirements for the years 2003 through 2005 as follows:

(1) Pinnaclo West Energy agreed to provide 1,700 MW In July

through September of 2003 end In June through September of

2004, 2005 and 2006. by moans of a unit contingent contract.

(2) PPL EnergyPlus, LLC agreed to provide 112 MW In July through

September of 2003 and 1550 MW in June through September of

2004 and 2005, by means of a ullit contingent contract.

(3) Panda Gila River LP agreed to provide 450 MW in October of

2003 and 2004 and May of 2004 and 2005, and 225 MW from

November 2003 through Aplil 2004 and from November 2004

through April 2005. by means of firm call options.
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ACC Financing Orders On April 4, 2003, the AGO issued the

Financing Order authorizing APS to lend up to $500 million to

Pinnacle West Energy, guarantee up to $500 million of Pinnacle

West Energy debt, or a combination of both, not to exceed $500

million in the aggregate (the SAPS Loan'), subject to the following

principal conditions:

any debt i.sued by APS pursuant to the older must

be unsecured;

* the APS Loan must be callable and secured by the PWEC

Dcdicated Assots;

the APS Loan must bear Interest at a rate equal to 264 basis

points above the interest rate on APS debt that cou'd be Issued

and sold on equivalent terms (including, but not limited to,

maturity and security);

* the 264 basis points referred to In the previous bullet point will

be capitalized as a deferred credit and used to offset retail rates

In the future, with the deferred credit balanco bearing an interest

rate of six percent per annum;

* the APS Loan must have a maturity date of not more than four

years, unless otherwise ordered by the ACC;

* any demonstrable increase in APS cost of capital as a result of

the transaction (such as from a decline In bond rating) will be

excluded from future rate cases;

* APS must maintain a common equity ratio of at least forty percent

and may not pay common dividends if such payment would

reduce its common equity ratio below that threshold, unless

otherwise waived by the ACC. The ACC will process any vwaiver

request within siKty days, and for this sixty-day period this
condition will be suspended. HIowever, this condition, which will
continue indefinitely, will not be permanently waived without an
order of the ACC; and

* Covered Transactions rclated to the payment of ongoing con-

struction costs for Pinnacle West Energy's (a) Wast Phoenix

Unit 5. located in Phoenix, and (b) Silverhawk plant, located

near Las Vegas, with an expected commercial operation date

in mid-20041; and

* Covered Transactions related to the sale of 25% of the

Silvorhavwk plant to SNWA pursuant to an agreement between

SNWA and Pinnacle West Energy.

The ACO also ordered the ACO staff to conduct an inquiry into our

and our affiliates' compliance with the retail electric competition and
related rules and decisions. On June 13, 2003. APS submitted Its

report on these matters to the ACC staff. The AGO has indicated

that the preliminary investigation would be addressed in the pend-

Ing genera! rate case (see below).

On May 12, 2003, APS issued S500 million of debt pursuant to

the Financing Order and made a $500 million loan to Pinnacle West

Energy. Pinnadle West Energy distributed the net proceeds of

that loan to us to fund the repayment of a portion of the debt we

incurred to finance the construction of the PWEC Dedicated

Assets. See Note 6.

On November 22, 2002, the ACC issued an order approving APS'

request 1o permit APS to make short-term advances to Pinnacle
*West in the form of an interahiliate line of credit in the amount of

$125 million. As of December 31, 2003, there were no borrowings

outstanding under this financing arrangement, and this authority

expired on Dscember 41, 2003.

APS General Rate Case and Retail Rate Adjustment Mechanisms As

noted above, on June 27, 2003, APS filed a general rate case with

the AGO and requested a $175.1 million, or 9.8%. increase

in its annual retail electricity revenues, to become effective

July 1, 2004. In this rate case, APS updated Its cost of service

and rate design.

* certain waivers of the ACC's affiliated interest rules previously

granted to APS and its aff liates will be temporarily withdrawn

and, during the term of the APS Loan, neither Pinnacle West nor

Pinnacle West Energy nriay reorganize or restructure, acquire or

divest assets, or form, buy or sell affiliates (each, a 'Covered

Transaction"), or pledge or otherwise encumber the Pinnaclo

West Energy assets without prior AGC approval, except that the

toregoing restrictions will not apply to the following categories
of Covered Transactions:

* Covered Transactions less than $100 million, measured on a

cumulative basis over the calendar year in which the Covered

Transactions are made:

* Covered Transactions by SunCor of less than $300 million

through 2005, consistent with SunCor's anticipated accelerated

asset sales activity during those years;

Major Components of the Request The major reasons for the
request Include:

* complying with the provisions of the 1999 Settlement

- Agreement:

* Incorporating significant increases in fuel and purchased power

costs, including results of purchases through the ACC's Track B

procurement process:

recognizing changes in APS' cost of service, cost allocation and

rate design;

* obtaining rate recognition of the PWEC Dedicated Assets:

* recovering $234 million written off by APS as a result of the 1999

Settlement Agreement; and
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* recovering rostructuring and compliance costs associated with

the ACC s Rules.

Requested Rate Increase The requestod rate increase totals

$175.1 million, or 9.8%, and is comprised of the following items

(dollars in millions):

Increase in base rates $ 166.8 9.3%
Rulss compliance charge 8.3 0.5%
Total Increase $ 175.1 9.8%

Test Year The filing Is based on an adjusted historical test year

ended December 31, 2002.

Cost of Capital Tho proposed weighted average cost of capital for

the test year ended December 31, 2002 is 8.67%, including an

11.5% return on oqulty.

Rate Base The request is based on a rate base of S4.2 billion,

calculated using Original Cost Less Dopreciation ('OCLD') -method-

ology. The OCLD rate base approximates the ACC-Jurisdictional

portion of the net book value of utility plant, not of accumulated

depreciation and deferred taxes, as of December 31, 2002, except

as sot forth below.

The requested rate base includes the PWEC Dedicated Assets,

with a tota! combined capacity of approximately 1,800 MW. These

assets wcre included at their estimated July 1, 200-1 net book

value. Upon approval of the request, the PWEC Dedicated Assets

would be transferred to APS from Pinnacle West Encrgy,

The filing also includes calculated amounts for Fair Value Rate Base

and Replacement Cost New Depreciated (rRCND') rate base. The

ACC is required by the Arizona Constitution to make a finding of Fair

Value Rate Base, which has traditionally been dcfned by the ACC

as the arithmetic avetage of OCLD rate base and RCND rate base.

Recovery of Previous S234 Million W/rite-Off The request includes

recovery, over a tilteen year period. of the write-off of $234 million

pretax of regulatory assets by APS as a result of the 1999

Settlement Agreement. See 1999 Settlement Agrorment above.

Estimated 77mcline APS has asked the AGO to approve the

requested rate increase by July 1. 2004. The AGO AU has issued

a procedural schedule setting a hearing date on the application of

May 25, 2004. Based on the schedule and existing AGO regula-

tions, we believe the ACC will be able to make a decision in this

general rats case by the end of 2004.

The general rate case also addresses the implementation of rate
adjustment mechanisms that were the subject of AGO hearings in

April 2003. The rate adjustment mechanisms, which wore autho-

rized as a result of the 1999 Settlement Agreemient, would allow

APS to recover several types of costs, the most significant of

which are power supply costs (fuel and purchased power costs)

and costs associated With complying with the Rules.

On November 4, 2003, the ACO approved the issuance of en order

which authories a rate adjustment mechanism allowing APS to

recover changes in purchased power costs (but not changes in fuel

costs) Incurred after July 1, 2004. The other rate adjustment mech-

anisms authorized in the 1999 Settlement Agreement (such as the

costs associated with complying with the AGO electric competition

rules) were also tentatively approved for subsequent implementation

In the general rate case. The provisions of this order will not

become effective until there is a final order in the general rate case,

and the ACC further reserved the right to amend, modify or recon-

sider, In its entirety, this November 4 order during the rate case.

Tesfimony As required by the procedural schedule, on February 3,

2004, the following parties filed their initial written testimony with

the AGO on all issues except cost of service (i.e., cost allocation

among customer classes) and rate design:

t the AGO litigation staf;

* the Aiizona Residential Utility Consumers Office ( RUCOI),

an office established by the Arizona legislature to represent the
Interests of residential utility consumers before the AGO; and

* other approved rate case interveners.

ACC Staff Recommendations In Its filed testimony, the AGO staff

recommended, among other things, that the ACC:

decrease APS' annual retail electricity revenues by at least

S 142.7 million, which would result in a rate decrease of

approximately 8%, based on a 9'I% return on equity;

not allow the PWEC Dedicated Assets to be included In APS'

rate base;

* not allow APS to recover any of the S234 million written off as

a result of the 1999 Settlement Agreement: and

not Implement any adjustment mrechanisms for fuel and

purchased power.

The ACO staff recommendations. it implerilented as proposed,

* could have a material adverse impact on our results of operations,

financial position. liquidity, dividend sustainability. credit ratings,

and access to capital markets. We believe that APS' rate case

requests are supported by. among other things, APS' demonstrated

need for the PWEC Dedicated Assets; APS need to attract capital

at reasonable rates of return to support the required capital Invest-

ment to ensure continued customer reliability In APS high-growth

service territory: and the conditions in the western energy market.

As a result, we believe it is unlikely that the AGO would adopt the

AGO stall recommendations in their present tornm, although we can

give no assurances in that regard.
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The ACC staff also submitted testimony indicating that APS an

its affiliates had violated the spirit, If not the letter' of the Rule

the Code of Conduct and the 1999 Settlement Agreement.

RUCO Recommendations In its filed testimony, RUCO recom-

mended. among othor things. that the ACC:

decrease APS annual retail electricity rovonues by $53.6 mill
which would result in a rate decrease of approximately 2.849

based on a 9.5% return on oquiy;

* not allow the PWEC Dedicated Assets to be included In APS

rate base:

* not allow APS to recover any of the $234 million written oft a

a result of the 1999 Settlement Agreement; and

* not implement any adjustment mechanisms for fuel and

purchased power.

APS belives that Its rate request is necessary to ensure APS'

continued ability to reliably serve one of the fastest growing req

in the counhty and views any ultimnate decision that would dony

recovery of the Company's Investment in the PWEC Dedicated

Assets as constituting a regulatory Staking." APS will vigorously

oppose the recommendations of the ACO staff, RUCO. and oil

parties offering similar recommendations.

Request for Proposals In early December 2003. APS issued a

request for proposals ('RFP') for long-term power supply resot

and on January 8. 2004, an ACO Administrative Law Judge lss

all order requiring, among other things, APS to file a summary

the proposals with the ACC. On January 27, 2004. APS filed a

summary of the proposals with the ACC. APS Is negotiating wi

certain of the parties that submitted proposals.

Federal

In July 2002. the FERO adopted a price mitigation plan that

constrains the price of electricity in the wholesale spot eolctricl

m, rket in the western United States. The FERO adopted a pric

cap of $250 per MWti for the period subsequen1t to October 31

2002. Sales at prices above the cap must be justified and are

subject to potential refund.

On July 31, 2002, the FERC Issued a Notice of Proposed

Rulemaking for Standard Market Design for wholesale electric

markets. Voluminous comments and reply comments were filer

onl virtually every asp-ct of the proposed rule. On April 28, 20C

the FERC Staff issued an additional while paper on the propos

Standard Market Design. The white paper discusses several pa

changes to the proposed Standard Market Design. including a

greater emphasis on flexibility for regional needs. We cannot

currently predict what, if any, Impact there may be to the Comi

It the FERC adopts the proposed rule or any modifications

proposed in the comments.

d Generar

5, The regulatory developments and legal challenges to the Rules

discussed in this Note have raised considerable uncertainty about

the status and pace of retail electric competition and of electric

restructuring In Arizona. Although some very limited retail competi-

tion existed In APS' service area in 1999 and 2000, there are

ion, currently no active retail competitors providing unbundled energy

S . or other utility services to APS' customers. As a result, we cannot

predict when, and the extent to which, additional competitors

will re-enter APS service territory. As competition in the electric

industry continues to evolve, we will continue to evaluate strategies

and alternatives that will position us to compete in the now

'' regulatory environment.

4. INCOME TAXES

Certain assets and liabilities are reported differently for Income

tax purposes than they awe for financial statements. The tax effect

of these differences is recorded as deferred taxes. We calculate

]ions deferred taxes using the current income tax rates.

APS has recorded a regulatory asset related to Income taxes on

its Balance Sheots in accordance with SFAS No. 71. This regulatory

ler asset Is for certain temporary differences, primarily the allowance

for equity funds used during construction. APS amortizes this

amount as the differences reverse. In accordance with ACC settle-

ment agreements, APS Is continuing to accelerate amortization of
irces, a regulatory asset related to income taxes over an eight-year period
trod that will end June 30, .004 (see Note 1). Accordingly, we are

Of including this accelerated amortization in depreciation and arnorti-

zatlon expense on our Consolidated Statements of Income.
th

As a result of a change in IRS guidance, we claimed a tax deduc-

tion related to an APS tax accounting method change oln the 2001

federal consolidated income tax return. The accelerated deduction
resulted In a $200 million reduction in the current Income tax liability

-ty and a corresponding increase In tihe plant-related deferred tax
0e liability. In 2002, we received an income tax refund of approximately

I $ 115 millon related to our 2001 federal consolidated income tax

return. In 2003, we resolved certain prior-year issues with the taxing

authorities and recorded an $18 million tax benefit associated with

tax credits and other reductions 1o income tax expense.

The components of income tax expense for Income from continuing

operations are as follows (dollars in thousands):

Yoir Endod Drcrrrr' 31. 2C0S

Current:
Federal $ 22,875
State 929

Total current 23,604
Deferred 81.756
Total income tax expense $105,560

2 00: 20t1J

S (43,492) S184,893
(15,415) 45,845
(53.907) 230.738
191,135 (17.203)

S132,228 S213,535
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The following chart compares pretax income at the 35%I federal

income tax rate to Income tax expense (dolars In thousands):

5. LINES OF CREDIT AND SHORT-TERM BORROWINGS

APS had committed lines of credit with various banks of.$250

Y.4,r EndeJ Oecember 31. 2003

Federal income tax cxpense
at 35% statutory rate S 117,648

Increases (reductions)
In tax expense
resulting from:
State Income tax net

of tederal income
tax benefit 14,353

Credits and favorable
adjustments ralated to
prior years resolved
In 2003 . (17,944)

Allowance for equity funds
used during construction
(see Note 1) (5,616)

Other (2.881)
Income tax expense S 105.560

2002 _ja! million at December 31, 2003 and 2002, which were available either
. to support the Issuance of commercial paper or to be used for

$118,449 S189.316 bank borrowings. The current line matures In May 2004, and the

document allows for a 364-day extension of the termination date
without lender consent. The commitment tees at December 31,

2003 and 2002 for these lines of credit wore 0.175% and 0.09%

per annum. APS had no bank borrowings outstaiding under these

15,706 23,353, lines of credit at Docember 31, 2003 and 2002.

APS had no commercial paper borrowings outstanding at

December 31. 2003 and 2002. By Arizona statute, APS short-term

borrowings cannot exceed 7% of its total capitalization unless

approved by the ACC.

Pinnacle West had committed lines of credit of $275 million at Dec-

(2,017) 866 ember 31, 2003 and $475 million at December 31, 2002, which were
S 132.228 S213.635- available either to support the Issuance of commercial paper or to be

used for bank borrowings. Tlie current lines mature in November and
The following table sets forth the net deferred income tax December of 2004 and the S1 50 million facility allows for a 364-day

liability recognized on the Consolidated Balance Sheets (dollars extension of the termination date without lender consent. Pinnacle
In thousands): West had no outstanding borrovings at December 31. 2003 and

Decon-tbet 81. - K oh>02: $72 million was outstanding at December 31 2002. The commitment
Current asset/(liability) S (631) $ 4.094 fees ranged from 0.125% to 0.175%b In 2003 and ranged from 0.10 I%'
Lorin term liability (1.329,253) (1,209.074) to 0.1 5% in 2002. Pinnacle West had no commercial paper borrow-
Accumulated deftrred income

taxes - net Sf(1,329.884) .2 Ings outstand ng at December 31, 2003. Commercial paper borrow-
Ings outstanding were S24 million at December 31, 2002. The

The components of the net deferred Income tax liability were as weightedl average Interest rate on commercial paper borrowings

follows (dollars in thousands): was 2.06% for the year ended December 31, 2002.

: .O,> All APS and Pinnacle West bank lines of credit and commercialDaorrt c.r 31. 2003

DEFERRED TAX ASSETS

PensIon liabilty $ 73,844
Risk managrnernt and

trading activities 59,293
Regulatory liabilities:

Federal excess dzserrind
income taxes 18.936

Other 33,542
Deferred gain on Palo Verde

Unit 2 sale leaseback 21.656
Other 64,769

Total deferred tax assets 272,040
DEFERRED TAX LIABILITIES

Plant-related (1,448.730)
ROgulateor assets (69,070)
Risk management and

tradinq activities (84.124)
Total deferred tax liabilities (1.601.924)
Accumulated deferred

Income taxes - net $ (1,329,884)

Si'' 72,835

-43,542

20.887
9,818

23.562
89.236

259,880

(1,316,636)

(101,522)

(46,702)
(1.464.860)

S (1,204,980)

paper agreements are unsecured.

On November 22, 2002, the ACC approved APS' request to

permit APS to make short-term advances lo Pinnacle West In ftle

form of an Inter-affiliate line of credit in the amount of $125

million. This interim loan matured In December 2003, and there

were never any borrowings on this line.

SunCor had revolving lines of credit totating S120 million at

December 31, 2003 and $140 million at December 31, 2002. The

commitment foes were 0.125%) In 2003 and 2002. SunCor had $50.

million outstanding at December 31. 2003 and S126 mnillion out-

standing at December 31, 2002. The weighted-average interest rate

was 4.50% at Decemnber 31, 2003 and was 3.75%. at December

31, 2002. Interest for 2003 and 2002 was based on LIBOR plus

2% or prime piLus 0.5%. The balance Is included In short-term debt
on the Consolidated Balance Sheets. SunCor had other silort-term

loans in the amount of $36 million at December 31, 2003 and $6

million outstanding at December 31, 2002. These loans are made

up of multiple notes primarily with variable interest rates based on

LIBOR plus 2.5% at December 31, 2003 and 2002. In addition, two

notes acquired In 2003 had interest rates of 3.37% and 3.87%.
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6. LONG-TERM DEBT

Borrowings under the APS mortgage bond indenture are secured by substantially all utility plant. APS also has unsecured debt. SunCor's

short and longtermn debt is collateralized by interests In certain real property and Pinnacle West's debt is unsecurod. The following table

presents the components of long-term debt on the Consolidated Balance Sheets outstanding at December 31, 2003 and 2002

(dollars in thousands):
3.1,tu.,ty

oslq6 tA1

I i.rasl

_HatesDecemnbe, 31, 2003

APS

First mortgage bonds

Unamortized discount and premium
Pollution control bonds
Pollution control bonds with senior notes (e)
Unsecured notes
Unsecured notes
Unsecured notes
Unsecured notes
Unsecured notes
Unsecured notes
Unsecured notes
Senior notes (1)
Capitalized lease obligations

Subtotal
SUNCOR

Notes payable
Capitalized lease obligations

Subtola!
PINNACLE WEST

Senior notes

Unamortizod discount and premiun
Floating rate notes
Floating senior notes
Capitalized lease obligations

Subtlta'
EL DORADO

Construction loan
Capitalized lease obligations

Subtota'
Total long-term debt

Less current maturities
TOTAL LONG-TERM DEBT LESS

CURRENT MATURITIES

2004
2023
2025
2028
2028

2024-2034
2029
2004
.2005
2005
2011
2012
.2033
2015
2006

2004-2012

2004-2008
2004-2005

2004 -2006

2003
2005

2004-2007

-02005
2004-2005

6.625%
7.25% (b)

6.0% (C)
5.5%

5.875%b

Id)
5.05%

5.875%
0.25%

7.625%
6.375%

' . 6.50%
5.625%
4.650%
6.75%

(91

(h)
8.91 %

(i)

(I)
(k)

5. -18

.. 1.22%

(I)

S 80,000

25,000
154.000

(8.631)
366,860
90,000

125,000
100.000
300,000
400,000
375,000
200.000
300,000
83.695
11,749

2.622,673

17.125
728

17,853

515,000,
(270)

165,000
1,243

680.973

1,600
106

1,706
3,323,205

425,480

S 2,897,725

20'J2

S 80,000
54,150
33,075
25.000

154,000
(6,337j

386.860
90,000

125,000
100,000
300.000
400,000
375,000

33,695
_20,400

2.220.843

7,647
1.299

- 8.945

540,000
(530)

250.000

1,999
791.469

2,600
771

3.371
3,024,629

280,888

S 2,743.741

lIi Ths soheduie clen rnet iclloil~ t1*11moig ofi cr~errp~tlos 1h.), reas OXLF Prior to nMvl;iiy.
itbi On) Aug~ust 15. l(MI. APS redwrimnd at tna'unty$1-4 mnlknr rt Its First hMotgega Bvrid, 7.25% Swese due 2023.
Jot Di A,," 7, 20,03. APIS rted-rrnaj S33 rIn Von of iti Firsl Moei~ofe Scrits. 8.02l% S-sdrs due 21025..

jPThr w r-o tni Into w as% 1.5116 at 13ccavritcr 31. 2003 ann e~~rit Dacerrbc-r 3t. 5'02. Cliu'rocu In shott-tem i hntoernst minend irn d 2tfoe rthIi) anaist. visooo rin
with ths dnbt.

(e) On tNcvunrbo 1, 2002, Maneoi'a Ckxlnty. Awozli~ FolviL'c Corillol Corporation kosutd SIX) rrivilan of 505,'!, R,l4uiicqi Ccinfrod Re,.uive Pa~urdrg 8,)nd-- (krzur, Pulsi.; ServiC;e
nnmpannj Palo W~ed- P~olrrtl 20032 5o&Ic A. cduo C029. ond toanodx th,) proocrnl Is APS pjiuanit to II Imr, 5a oen i. The bownds mm's3 hesur to rr~mirvcs, 50 rol~on or

coustartdai2 poiluticrn contrel bonds. The bsondhodura were issued 590 Irrilion ct first niottgige bsnd!- lseriar nte rniottpge. bcndt) as coratert.
IfI) AtS. curw",it~v h'es oxrtsicuidrqV 5 trro', fi rst mo l:;aa. tKrte imnio nob mortosge t-reIxst E--ur-cI W, the. so~nlorriolt. trusto-) ao coliftsnrar f-se itir sinttofr lr% es w(1as

* 500 miiion iniur disru'-'ed in Iaot'In e fat ibnm:0. Th't seie Jar icOt mongagve bands hase the E nm r iiterett rlpn., entao mtymenft c~loe. mrituritv arnd re'ianiptiont prsiior, i's I-s
sutor rote-s. APS' pa)rrert3 or rxicipa!, pranmiumr arrtirr lrtueasl or tie senior rioas 5,a15f Its conesprirdng payinent ch03qtTr orn the senlor ratb mornpot, bonds. As- tong
as trot s,)ore rcin m tgnase bsc rds sccuro the. sanlor ,sctes, thir S-Iils, vcolon voll (E an r lt oclua'y with tht firstni 0lijc.1jr, tx nd~s. Wntrrr 0)5 r. t-os erl ol i's 11,0 rr0c15.2(,
borvdr. Other thsn thtoco Iha.t secure 6eniv, nmtes, time coic', ivte mortgage bonlds w,~i no lonier secure th aoniO. ntev and will ctin'e Is3 be outstading
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(;;t Th!' Weiyvd ava-aga raste was SX.544 at Ducerrtsr 31. 2,003 and 5.73%. at Doew~ibec 31, 2002. Capital lu3.;'s ate rntlud'Yd in pr:'gyerly, ps'it Lind waui~rmrat 01 tha CorwUdi'trs
Ba'.ncs Shi~to for botti 0 emhv 31. 2003 ond Dae*'rber $1. 2002.

it'.) Miiit'.l'. notus With rVoa,,t'i Intrc.iui-r wcn' tarod o~r, the kcndcis' pria une 1As.254,, b'cirgia4 prrnno plu., 1 75% And UII00n piu .i.%. Thrio Is a so orne nol te cI forc-d rato c7i,14

untolrj SCAS3 No. 133.
(Ii Tie we5ghtad vaf'age rate was 2.5h% at Di,.nbar 31. 2002D. Intafest tor 2002 ,as based vn L13CR plus Ci.9d%. In Jurno 2000. we fep.sid tie, 12t' niilon floatint noat.
(LI, The Wo1UI't-XI anraejog( 1`ate Mzi MK.QitO cI Cwa 3anix SI *20. interrest Ivcr 2003 wan t4,sia an Linor Pwd5 OAO.po
(1) The weig'.ted ore'age rate *a:!7?~ , at December 3 1. 2003 aia 7.04% at Decenzeal 3. 2002.

Pinnacle West's and APS debt covenants related to their

respective financing arrangements Include a debt-to-total-capita

iatlon ratio and an interest coverage test. Pinnacle West and A

comply with these covenants and each anticipates It will contint

to meet the covenant requirement levels. The ratio of debt to to

capitalization cannot exceed 65% for each of the Company and

APS Individually. At December 31, 2003, the ratio was approxi-

mately 54% for Pinnacle West. At Dacember 31, 2003, the ratio

was approxImately 53? for APS. The provisions regarding Interi

coverage require a mininiUM cash coverage of two limes the

Interest requirements for each of the Company and APS. Based

on 2003 results, tto coverages were approximately 4 times for I

Company, 4 timcs for the APS bank agreements and 15 times f

the APS mortgage Indenture. Failure to comply with such coven

levels would result In an event of default which. generally speaki

would require the immediate repayment of the debt subject to

the covenants.

Neither Pinnacle West's nor APS' financing agreetmients contain

.ratings triggers that would result in an acceleration of the requ

Interest and principal payments in the event of a ratIngs down-
grade. However, In the event of a ratings downgrade, Pinnacle

West and./or APS may be subject to Increased Interest costs un
certain financing agreements.

All of Pinnaclo West's bank agreements contain 'cross-default'

provisions that would result in defaults and the potential accolor

tion of payment ulnder these loan agreements if Pinnacle West c

APS were to default under other agreements. All of APS' bank

ogreomonts contain cross-default provisions that would result in

defaults and tho potential acceleration of payment under these

batik agreements tI APS were to default inder other agreementi

Pinnacle West's and APS' credit agreements generally contain

provisions under which the londers could refuse to advance loo

in the event of a material adverse change in our financial conlditi

or financial prospects.

The following is a list of payments due on total long-temi debt atid

al- capitalized lease requirements through 2008:

. $425 million In 2004;
ue

tal $569 million in 2005;

* $395 milli;on in 2006:

* $2 million In 2007;

st .$6 million in 2003; and

* $1,935 million, thereafter.

he APS' first mortgage bondholders share a lien on sUbstantta!ly

or all utility plant assets (other than nuclear fuel and transportation

ant equipment aid other excluded assets). The mortgage bond

ing, indenture restricts the payment of common stock dividends tinder

certain conditions. APS may pay dividends on Its common stock if

there is a sufficientt amount 'available' from retained earnings and

the excess of cumulative book depreciation (since the mortgage's
ired Inception) over mortgage depreciation. which Is the cumulative

amount of additional property pledged each year to address collat-

eral depreciation. As of Dscembor 31, 2003. the amount 'available'

dder the mortgage would have ailowed APS to pay approximately
$3 billion of dividends compared to APS' current annual common

stock dividendS of $170 million.

a- The mortgage currently constitutes a lien on substantially all of
)r the property of APS. We anticipate that in early April 2004, all

first mortgags bonds Issued by APS under its existing mortgags

and deed of trust, other than the first mortgage bonds securing
APS senior notes, will have been paid and retired. At that time.

APS' obligation to make payment on the first mortgage bonds

securing the senior notes will also be deemed to be satisfied and

is discharged and the senior note first mortgage bonds will cease
on to secure the senior notes. APS is then obligated to take til

steps necessary to terminate its existing mortgage and deed of

trust and cannot Issue any additional first mortgage bonds under

that mortgage.
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7. COMMON STOCK AND TREASURY STOCK

Our common stock and treasury stock activity during each of the throc years 2003. 2002 and 2001 is as follows (dollars In thousands):

Cn.mzn Swi, Corfnsln S-0,, 7lVA%,Jry ztoc; Trepcwry Stint
Comm ,Anmt Slack

Balance at December 31, 2000 84.824,947 $ 1,537,920 (109.638) $ (5.089)

Purchase of treasury stock - (334,600) (16,393)
Roissuance of treasury stock for stock compensation (net) - - 342,931 15,596
Other -996J - _ -

Balance at December 31, 2001 84.824,947 1,535,924 (101,307) (5.886)

Common stock issuance - December 23, 2002 6,555,000 199,238
Purchase of treasuiy stock _- (150,500) (5,971)
Reissuance of treasury stock for stock compensation (net) - - 126,977 7,499
Other . - 1,096-

Balance at December 31, 2002 91,379,947 1,737,258 (124,830) (4,358)

Rcissuance of treasury stock for stock compensation (nct) - - 32,815 1 ,035
Other - ,,096 -

Balance at December 31, 2003 91,379,947 S 1,744,354 (92.015) $ (3,273)

8. RETIREMENT PLANS AND OTHER DENEFITS are based on years of service and age. For tho medical insurance

plans, retirees make contributions to cover a portion of the plan

plan and a non-qualified supplemental excess benefit retirement costs. For the life insurance plan. rires do not make contbu-
- ations. We retain the right to change or eliminate these benefits.

plan for the employees of Pinnacle West and our subsidiaries.

Effective January 1, 2003, Pinnacle West sponsored a new account in December 2003, FASB revised SFAS No. 132, Employers'

balance plan for aI now employees in place of the defined benefit Disclosures about PensIons and Other Postretirement Benefits.' to
plan, and, as of April 1, 2003, the plan was offered as an alterna- enhance disclosures of relevant accounting information by providing

tive to the dcfined benefit plan for all existing employees. A defined additional Information on plan assets, obligations. cash flows, and

benefit plan specifies the amount of benefits a plan participant Is to net cost. The revisions are reflected In this Note. Pinnacle West

receive using information about the participant. The pension plan uses a December 31 measurement date for its plans.

covers nearly all of our employees.The supplemental excess benefit On December 8, 2003, the President signed the 'Medicare

retirement plan covers officers of the Company and] highly compen- Prescription Drg, Improvement and Modernization Act of 2003'
sated erTIplovees des gnated for participation by the Board of

- - (the Act). One feature of the Act Is Et government subsidy of
Directors. Our employees do not contribute to the plans. Generally, prescription drug costs. We have not yet quantified the effect, if
we calculate the benefits based on age. years of service and pay. any, on accumulated projected benefit obligaton or the net periodic

Pinnacle West also sponsors other postrelirement benefits for the postletirement benefit cost in our financial statements and accom-

employees of Pinnacle West and our subsidiaries. We provide panying notes. Specihc accounting guidance for this subsidy,

medical and life insurance benefits to retired employees. Employees Including transition rules, is pending.

must retire to become eligible for these retirement benefits, which

The folloving table provides details of the plan's benefit costs. Also Included is the portion of these costs charged to expense, including

administrative costs and excluding amounts capitalized as overhead construction or billed to electric plant participants (dollars In thousands):

Pensions
2003 200(2 7Ii

Senrice cost - benefits earned during the period $ 37,662 $ 30,333 S 27,640
Interest cost on benefit obligation 76.951 71,242 66,549
Expected return on plan assets (65,046) (75,652) (77,340)
Amortization of:

Transition (asset).1obligation (3,227) (3,227) (3,227)
PNior service costi/(credit) 2,401 2,912 3,008
Net actuarial loss/(gain) 18,135 1.846 907

Net periodic benefit cost S 66,676 $ 27.454 S 17.537
Portion of cost charged to expense SO 30.094 S 13,727 $ 8,944

Ollie?' 113re1fits
200o :C07 2003

$ 15,859 S 12,036 S 9.438
30.163 25,235 21,585

*18.762) (21,116) (21,985)

3,005 4,001 7.698
(125) (75)

9.714 3.072 (4,066)
$ 39,853 S 23,153 S 12,670
$ 17,934 S 11,577 S 6.462
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The following table sets forth tIhe plan's change In the benefit obligations for the plan years 2003 and 2002 (dollars in thousands):

Yea, Endwd Decerntet 31, 2003 2co2

Bcnefit obligation at Janu1ary 1 S 1,069,577 $ 931,646
Service cost 37,662 30,333
Interest cost 76.951 71,242
Benefit payments (43.869) (35,230)
Actuarial losses 171,420 71,696
Plan amendments (4,113) (110o
Benefit obligation at December 31 S 1.307,628 $ 1,069,577

Olhe, Penit~s

2003 20r22

S 409,874 S 318,355
15,858 .12,036
30,163 25,235
(15,749) (10,473)
1106.,475 108,9 79

(6,440) (44,258)(a)
S 540.1t1 S 409,874

la) The plbn wa3 armnnded in Jar njry 270_ to incre:re th11e &,duLct;Ueo. t'ut-r&ipov',l mnaimurns. aod Liesriplpon druq co-ray% Tlw, plan woz amendeo d in June 2002 to
lroe.e t te paft cr-PntW' poftonI cf p'erniumz.

The following table sets forth the qualified defined benefit plan and other benefit plan changes in the fair value of plan assets for the

years 2003 and 2002 (dollars In thousands):

- Penne
Yaar EndWd Decerber 31, 2C0: 2 02

Fair value of plan assets at January 1 $ 720,807 S 764'873
Actual ga:nr/(loss) on plan assets 162,571 (36,956)
Employer contributions 4G.000 26,600
Benefit payments (42,0671 3,700j
Fair value of plan assets at Docember 31 S 637,311 S 720.807

Clhe' hn,'n'te
2003 2002

$ 223,474 S 237,810
46,071 (27,802)
39,852 23,600
(1 5.346) (1 0, 1 34)

S 294,051 $ 223,474

The following table shows a reconcilIatIon of the funded status of the plans to the amounts recognized in the Consolidated Balanco

Sheets as of December 31, 2003 and 2002 (dollars In thousands):

Dl.errnef 3l, 2003 206O

Funded status at December31 S (420,317) $ (348,770)
Unrecognized net transition fasset)lobligation (7,099) (10,327)
Unrecognized prior service cost'(credit) 16,634 23,148
Unrecognized net actuarial losses/(gains) 348.982 293,223
Benefit liability recognized in the Consolidated Balance Sheet S (61 ,8001 $ (42,726)

0the. ten&If,

2003 2002

S (246,130) $ (166.400)
27,044 36,439
(1,547) (1,673)

217.611 148,268
S (3,022) $ (3.316)

The following sets forth the details related to benefits included on the Consolidated Balance Sheets (dollars in thousands):

-, . . ' .Olhe' r
Dp.ccmi:cr 31, 2003 2PC- 2003

AccmUed benefit cost S (61,800) S (42,726) S (3,022)
Additional minimum liability (126,2-1) (141.154)
Total liability (188,041) (183,880) (3,022)
Intangible asset 16.634 23,14 7
Accumulated other coniprehensive Income (pretax) 109,607 118.007
Net amoun: recognized S (61,800) S (42,726) S (3,022)

h16- la

2002

$ (3.316).

(3,316)

S (3,316)

The following table sets forth the other comprehensive income The following table sets forth the projected benefit oblIgation and the

arising from the change In additional minImumn liability for the accumulated benefit obligation for pension plans in excess of plan

years ended December 31, 2003 and 2002 (dollars in thousands): assets for the plan years 2003 and 2002 (dollars In thousaEnds):

'Year Ended Decernri,; 31. .. 2i1 3.1 1 I 002

Decreasef(lIncrease) in mInimum
liability included In other
comprehensive income -

net of tax $ 4,700

..

S (70,298)

Yovr rlodod Oecam-ber 31. 2003J

Projected benefit obl;gation $ 1,307,628

Accumulated benefit obligation $ 1,075,352
Less fair va ue of plan assets 887,311
Pension liability $ 188,041 J

2,032

$ 1,069,577

S 904,687
720,807

$ 183,880
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Below are the weighted-average assumptions for both the pension and other benefits used to determine each respective benefit

obligation and net periodic benefit cost:
*ie f t *.1I'.onh3

Al oi r'--h-be 1l.
S.We', Coal, Fo, th+ Y-*,

200S 01200o 2002

Discount rate
Rate of compensation increase
Expected long-term return on plan assets
Initial health cate cost fiend rate

Ultimate health care cost trend rate
Year ultimate health care cost trend rate is reached

* 6.1 0%
4.00%
9.00%4.
8.00%
5.003
2008

6.75%
4.00%

9.00%
6.00%
5.00%3
2007

6.75%
4.00%
9.00%
8.00%3
5.00%
2007

7.50%9
41.00%

1 0.00%O
7.00%,
5.00%D
2006

In selecting tile pretax expected long-termn rate of return on plan
assets we consider past peiformance and economic forecasts for
tile types of investments held by the plan. For tho year 2003, we
dacreased our pretax expected long-term rate of return on plan*
assets from 10% to 0%, as a result of continued declines in general
equity and bond market conditions. For the year 2004 we are .
assurning a 9% rate of return on plan assets. This rate is reflective
of the market returns earned historically on our target asset alloca-
tIon. As recent history has demonstrated, markets may decline and
increase dramatically. However; the long-term rate of return on plan
assets of 9% is reasonable given our asset allocation in relation to
historical and expected future performance.

Assumed health care cost trend rates have a significant effect on
the amounts reported for the health care plans. A 1 % change in the
assumed initial and ultimate health care cost trend rates would have
the following effects (dollars In millions):

The Board of Directors has established an investment policy for the

pension plan assets and has delegated oversight of the plan assets

to an Investment Management Committee.The investment policy

sets forth the objective of providing for future pension benefits by

maximizing return consistent with a stated tolerance of risk. The

primary investment strategies are diversification of assets, stated

asset allocation targets and ranges, prohibition cf investments in
Pinnacle West securities, and external management of plan assets.

Pinnacle VWest's other postretiremont benefit plan asset allocation at

December 31. 2003, and 2002, Is as follows:

P.Ipen -lo of PI.o A&Stei

Al Cecnbev OX,
2ONK 0 02

Asset Category:
Equity securities 71% 6206
Fixed Income 25 34
Other 4 4
Total 100% . 1 00%

Taluses Aslet
All,'Cullon

60-80%

20 - 35%
1 - 6%

1% I'cteato tS D:.-mn.

Effect on other postretirerment benefits
expense, after consideration of
amounts capitalized or billed to clecttic
plant participants

Effect on service and Interest cost

The Investment Management Committee, described above, has

also been delegated oversight of the plan assets tor the postrotlro-

$$ (5) ment benefit plans. The investment policy for other post retirement
benefit plan assets Is similar to that of the pension plan assets

components of net periodic other - described above.
post'etirement benefit costs IS $ (7 Contributions

Effect on the accumulated other
E. o Under current loiw, we are required to contribute approximately

postretirernent benefit obligation $ 95 $ (76)
$100 million to Our pension plans in 2004 and expect to contribute

Plan Assets approximately $50 million to our othei postretirernent benefit
Pinnacle West's qualified pension plan esset allocation at December plans in 2004. If currently pending legislation is enacted, our

31, 2003. and 2002 Is as follows: - - required pension contribution in 2004 would decrease to the $25
to $50 million range.

Ml O0 0 c r. 31.T Asset
2003 :002 Alir.,o, Employee Savings Plan Benetits

Asset Category: . Pinnacle West sponsors a defined contribution savings plan tor
Equity securities 65% 56% 50 - 70% eligible employees of Pinnacle West and subsidiaries. In a defined
Debt securities 23 31 20 - 40% contribution savings p an, the benefits a participant receives result
Other 12 13 5 5- 5 from regular contributions participants make to their own Individual
Total 100% 100%ri

account. Under this plan, the Company matches a percentage of
the participants' contributions in the form of Pinnacle West stock.
After a five year vesting period, participants have an opt;on to
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transfer the Company matching contributions out of the Pinnacle

West Stock Fund to other investment funds within the plan. At

December 31, 2003. approximately 23% of total plan assets were

in Pinnacle West stock. We recorded expenses for this plan of

approximately S5 million for each of the years 2003, 2002 and 2001.

Severance Charges

In July 2002, we implemented a voluntary workforce reduction as

part of our cost reduction program. We recorded $36 million before

taxes in voluntary severance costs in 2002. No further charges

are expected.

9. LEASES

In 1936, APS sold about 42% of Is share of Palo Verde Unit 2 and

certain common facilities In three separate sale leaseback transac-

tions. APS accounts for these leases as operating leases. The gain

resulting from the transaction of approximately $140 million was

dofelred and Is being amortized to operations and maintenance

expense over 29.5 years, the original term of the leases. There

are options to renew the leases for two additional years and to

purchase the property for fair market value at the end of the lease

terms. Consistent with the ratomaking treatment, a regulatory asset

is recognized for the difference between lease payments and rent

expense calculated on a straight-line basis. See Note 20 for a

discussion of VIEs, including the SPEs involved in the Palo Verde

sale leaseback transactions.

In addition. we lcase certain land. buildings, equiprront, vehicles

and miscellaneous other items through operating rental agreements
with varying terms, provisions and expiration dates,

Total lease expense recognized in the Consolidated Statements

of Income was $67 mil~ion in 2003, $67 million in 2002 and

$59 million in 2001.

The amounts to be paid for the Palo Verde Unit 2 leases era
approxlmaiely $49 million per year for the years 2004 to 2015.

In accordance with the 1999 Settlement Agreement and previous

settlement agreements, APS is continuing to accelerate amortization
of the regulatory asset for leases over an eight-year period that will

end June 30, 2004 (see Note 1). All regulatory asset amortization

iS Included In depreciation and amortization expense in the

Consolidated Statements of Income. The balance of this regulatory

asset at December 31, 2003 was S5 million.

Estimated future minimum lease payments for our operating

leases are approximately as follows (dollars In millions):

vear ___

2004 $ 73
2005 70
2006 68
2007 66
2008 66
Thereafter 421

. Total future lease commitments $ 764

10. JOINTLY-OWNED FACILITIES

APS shares ownership of some of Its generating and transmission facilities with other companies. The following table shows APS' interest

In those jointly-owned facilities recorded on the Consolidated Balance Sheets at December 31. 2003. APS' share of operating and main-

taining these facilities is included in the Consolidated Statements of Income in operations and maintenance expense (dollars in thousands):

P,,rcrnt
Ow..ed by

APS

Prlant In, AccumulatedI~ Work In
sorvioe Creo,*cIuIlon Pfau,*%$

Generating Facilities:
Palo Verde Nuclear Generating Station Units 1 and 3
Palo Verde Nuclear Generating Station Unit 2 (see Note 9)
Four Corners Steam Generating Station Units 4 and 5
Navajo Steam Generating Station Units 1, 2, and 3
Cholia Steam Generating Station Corrmon Facilities (a)

Transmission Facilities:
ANPP 500KV System
Navajo Southern System
Palo Verde - Yurna 500KV System
Four Corners Switchyards
Phoenix - Mead System
Palo Verde - Estreila 500KV System
Palo Verde SE Valley Project

29.1 %
17.0%
15.0%1'
14.0 %f

62.4i b.(b)'

35.S8%(b)
31.4% (b)
23.9%(b)
27.5%(b)
17.19;(b)
55.5 %(b).
15.0%(b)

$ 1,880,218
681.744
154,111
242,987

78,500

68,457
26,903

9.583
2,852

36,418
70,972

$ (867,322)
(242,131)
( (81,369)

(111,744)
(44,379)

(27,050)
(17,971)

(4,364)
(1,734)
(3,567)
(1,615)

$ 21,620
9,771
2,580
2.352
1,338

40
128
602

1,632
I 648

it-) P,'c&,CuTr Fan ChdrJa 1,11 4 evvi AF.S t'prrateS tLii) unhi ke Pacifi~orp. The Commc'n rv-OItrs at rtw± Chdla Plarnt are Mrnlrry.~,ned.
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11. COMMITMENTS AND CONTINGENCIES

Enron

We recorded charges totaling S21 million before Income taxes for

exposure to Enron and its affiliates in the fourth quarter of 2001.

This amount Is comnprised of a $15 million reserve for the

Company's net exposure to Enron and its affiliates and additional

expenses of S6 million primarily related to 2002 powver contracts

with Enron that were canceled. These charges take Into considera-
tion our rights of set-off with respect to the Enron related contractual

obligations. The APS portion of the write-off was S13 million. The

basis of the set-ots included, but was not limited to, provisions In

the various contractual arrangements with Enron and Its affiliates,
including an International Swaps and Derivative Agreement (ISDA)

between APS and Enron North America. The write-off is also net of

the expected recovery based on secondary market quotes from the
bond market. The amounts were written-off from the balances of

the related assets and liabilities from risk management and trading
activities on the Consolidated Balance Sheets. In February 2004,
Enron filed an adversary proceeding against APS in bankruptcy
court regarding differences In the valuation of trading positions
involving APS. Enron North Armerfra v. Ari7ona Public Service
Comran . Adversary Proceeding No. 04-02366 (ALJ). APS will
vigorously defend this action and does not believe it will have
any material adverse impact on its anticipated exposure to
Enron described above.

approved the Yucca Mountain site, overriding the Nevada veto.
It is now expected that the DOE will submit a license application

to the NRC In late 2004. The State of Nevada has filed several

lawsuits relating to the Yucca Mountain site. We cannot

currently predict what further steps will be taken In this arca.

APS has existing fuel storage pools at Palo Verde and is operating

a new facility for on-site dry storage of spent nuclear fuel. With the

existing storage pools and the addition of the new facility, APS
bolievos spent nuclear fuel storage or disposal methods will be

available for use by Palo Verde to allow its continued operation
through the temi of the operating license for each Palo Verde unit.

Although some low-level waste has been stored on-site In a low-

level waste facility, APS is currently shipping low-level waste to off-

site facilities. APS currently believes interim low-level waste storage
methods are or will be available for use by Palo Verde to allowv its

continued operation end to safely store low-level waste until a

permanent disposal facility is available.

APS currently estimates it will incur $115 million (in 2003 dollars)

over the life of Palo Verde for its share of the costs related to the
on-site interim storage of spent nuclear fuel. As of December 31,

2003, APS had spent $7 million and recorded a liability of S42 mil-

lion for on-silo Interim spent nuclear fuel storage costs related to

nuclear fuel burned to date. APS has recorded a corresponding

regulatory asset of S19 million and is seeking recovery of these

costs through future rates (see 'APS General Rate Case and Retail

Rate Mechanisms' in Note 3).
Palo Verde Nuclear Generating Station

Spent Fuel and Waste Disposal
Nuclear power plant operators are required to enter into spent fuel. APS has reclassified prior year spent nuclear fuel costs of approxi-
disposal contracts with the DOE, and the DOE is required to accept mately $44 million previously included in accumulated amortization
and dispose of all spent nuclear fuel and other high-level radloac- of nuclear fuel to the liability for asset retirements and removals oil
tive wastes generated by domestic power reactors. Although the our Consolidated Balance Sheets at December 31, 2002. Upon

Nuclear Waste Act required the DOE to develop a permanent adoption of SFAS No. 143 in 2003. APS reclassified this liability to
repository for the storage and disposal of spent nuclear fuel by a regulatory liability because no legal obligation for removal exists.

1996, the DOE has announced that the repository cannot be corn- APS believes that scienti-ic and financIal aspects of the issues of
pleted before 2010 and it does not intend to beg'n accepting spent

- spent nuclear fuel and lowv-level waste storage and disposal can be
nuclear fuel prior to that date. In November 1997, the UnIted States resolved satisfactorily. However, APS acknowledges that thlelr ulti-
Court of Appea's for the District of Columnbia Cilt uit (D.C. Circuit)r omate resolution in a timely fashion will require political resolve and

* issued a decision preventing the DOE from excusing its own delay, action on national and regional scales which APS Is less able'to

but refused to order the DOE to begin accepting spent nuclear fuel. predict. APS expects to vigorously protect and pursue Its rights
Based on this decision and the DOE's delay, a number of utilities, related to this matter.
Including APS (on behalf of itself and the other Palo Verdo owners),

filed damrages actions against the DOE In the Court of Federal

Claims. Ari7ona Public Service Comrnany v. United States of

Americo, United States Court of Federal Claims, 03-2632C.

In February 2002, the Secretary ot Energy recommended to

President Bush that the Yucca Mountain, Nevada site be developed

as a permanent repository for spent nuclear fuel. The President

transmitted this recommendation to Congress and the State of

Nevada vetoed the Piesidents recommendation. Congress

Nuclear Insurance

The Palo Verde participants have insurance for public liability
resulring 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 S300 million and the balance by an industry-wide retro-

spoctivo assessment program. If losses at any nuclear power plant

covered by the programs exceed the accumulated funds, APS
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could be assessed retrospective premium adjustments. The maxi-
mum assessment per reactor under the program for each nuclear

Incident is approximately Si01 million, subject to an annual limit of

$10 million per incident. Based on APS Interest In the three Palo

Verde units. APS' maximum potential assessment per Incident for

all three units Is approximately S83 million, with an annual payment
limItation of approximately $9 million.

The Palo Verde participants maintain 'all risk' (including nuclear

hazards) insurance tor property damags to, and decontamirnation

of, property at Palo Verde in the aggregate amount of S2.75 billion,
a substantial portion of which must first be applied to stabilization

and decontamination. APS has also secured insurance against

portions of any increased cost of generation or purchased power

and business Interruption resulting from a sudden and unforeseen

outage of any of the three units. The insurance coverage discussed .

in this and the previous paragraph is subject to certain policy

conditions and exclusion1s.

Purchased Power and Fuel Commitments

APS and Pinnacle West are parties to various purchased power

and fuel contracts with terms expiring from 2004 through 2025

that include required purchase provisions. We estimate the

contract rec.uirerrients to be approximately $209 million in 2004:

$68 million in 2005: S66 million in 2006; S51 million in 2007; $51

million In 2006 and $461 million thereafter. However, these amounts
may vary significantly pursuant to certain provisions In such

contracts that permit us to decreaso required purchases under

certain CircLumstances.

Of the various purchased power and fuel contracts mentioned

above some of those contracts have take-or-pay provisions.

The contracts APS has for the supply of its coal and nuclear fuel

supply have take-or-pay provisions. The current take-or-pay coal

contracts have terms that expire in 2016. The current take-or-pay

nuclear fuel contracts expire in 2004 and had not been renewed

as of December 31, 2003.

The following tablo summarizes the estimated take-or -pay

commitments for the existing terms (dollars in millions):

Estinated
Yar3-s End no rivf.
Nmcewrber 31. 2O24 2ons oe co5 2cos e'l-
Coal S 41 $ 42 S 43 S 44 $ 43 S306
Nuclear 11 - -

Total take-or-pay
commitments (a) S 52 S 42 S 43 S 44 $ 43 S306

Coal Mine Reclamation Obligations

APS must reimburse certain coal providers for amounts incurred for

coal mine reclamation. Our coal mine reclamation obligation was
$60 million at December 31. 2003 and S59 million at December 31.

2002 and is Included In defeired credits-other in the Consolidated

Balance Shoets.

A regulatory asset has been established for amounts not yet

recovered from ratepayers related to the coal obligations. In accor-

dance wlth the 1999 Sottlement Agreement with the ACO. APS is

continuing to accelerate the amortization of the regulatory asset for

coal mine reclamat on over an eight-year period that will end Juno

30, 2004. Amnortization is Included in depreciation ard amortIzation

expense on the Consolidated Statements of Income.

California Energy Market Issues and Refunds In the

Pacific Northwest

In July 2001. the FERO ordered an expedited fact-finding hearing

- to calculate refunds for spot market transactions in California

during a specIfied time frame. APS was a seller and a purchaser
in the California markets at Issue, and to tle extent that refunds

are ordered, APS should be a recipient as well as a payer of such

- amounts. The FERG is still considering the evidence and refund

amounts have not yet been f;nallzed. APS does not anticipate

material changes in its exposure and still believes, subject to the

finalization of the revised proxy prices, that it will be entitled to

a not refund.

The FEnC also ordered an evidentiary proceeding to discuss and

evaluate possible refunds for the Pacific Northvwest. The FERC
affirmed the ALJs conclusion that the prices in the Pacific

Northwest were not unreasonable or unjust and refunds should

not be ordered in this proceeding. This decision has now been

appealed to the Court of Appeals (Ninth Circuit).

Although tle FERO ruling in tile Pacific Northwest matter is being

appealed end the FERO has riot yet calculated the specific refund

amounts due in California, we do not expect that thie resolution of

*these Issues, as to the arroiunts alleged in the proceedings, will

have a material adverse impact on our financial position, results of

operations or liquld;ty.

On March 26, 2003, FERC made public a Final Report on Price
Manipulation in Wfestern Markets, prepared by Its Staff and covering

- spot markets In the West In 2000 and 2001. The report stated that

a significant number of entitles who participated In the California

markets duning the 2000-2001 tine period, Including APS, may

potentially have been involved in arbitrage transactions that

allegedly violated certain provisions of the ISO tariff. APS and the
FERO stalf have settled this matter. and the settlement was

approved by the FERO.

(a) 1~a-trr Ikq.o-o,-iV cccnrmlinonrs arr- aenmraimatlj $S.00 milrt~r.Tho trasi net pr'vonr
Value of thserr comlmtirats Is appmcrrnal*~ $3-40 mnlli. -
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SCE and PG&E have publicly disclosed that their liquidity has been

materially and adversely affected because of, among other things.

their inability to pass on to ratepayers the piIces each has paid for

energy and ancillary services procured through the PX and the ISO.

PG&E filed for bankruptcy protection in 2001.

We are closely monitoring developments In the California energy

market and tne potential impact of these developments on us and

our subsidiaries. Based on our evaluations, vie prev ously reserved

$10 million before income taxes for our credit exposure related to the

California energy situation, $5 million of which was recorded In the

fourth quarter of 2000 and S5 million of which was recorded In the

first quarter of 2001. Our evaluations took into consideration our

range of exposure of approximately zero to $38 million before Income

taxes and a review of likely recovery rates in bankruptcy situations.

In the second quarter of 2002, POSE filed its Modified Second

Amended Disclosure Statement and the CPUC filed its Alternative

Plan of Reorganization. Both plans generally indicated that PG&E

would, at the close of bankruptcy proceedings, be able to pay in

full all outstanding, undisputed debts. As a result of these dovelop-

mcnts. the probable range of our total exposure now Is approxi-

rnately zero to S27 million before income taxes, and our best

estimate of the probable loss is now approxinatcly $6 mIllion before

Income taxes. Consequently. we reversed S4 million of the S10 ;-

million reserve In the second quarter of 2002. We cannot predict

with certainty, however, the impact that any futurer resolution or

attcmpted resolutIon, of the California energy market situation may

have on us, our subsidiaries or the regional energy market in general.

California Energy Market Litigation

On March 19, 2002. the State of Califomia tiled a complaint with
the FERC alleging that wholesale sellers of power and energy.

including the Company, failed to property file rate Information at

the FERC in connection with sales to California from 2000 to the

present. State of California v. British Colirmbia Power Exehange

QgIpg., Docket No. EL02-71 -000. The complaint requests the FERC

to require the wholesale sellers to refund any rates that are 'found

to exceed just and reasonable levels.' This complaint has beerp

dism ssed by the FERC and the State of California Is now appealing

the matter to the Ninth Circuit Cour t of Appeals. In addition, the

State of California and others have filed various claims, which have

now been consolidated, against several power suppliers to

California alleging antitrust violations. Wholesale Electijcity Antitrust

Cases I and 1l, Superior Court In and for the County of San Diego,

Proceedings Nos. 42,04-00005 and 4204-00006. Two of the

suppliers who were named as defendants in those matters, Rcliant

Energy Services, Inc. (and other Reliant entities) and Duke Energy

and Trading. LLP (and other Duke entities), filed cross-clalms

against various other participants in tile PX and California indepen-

(ln' system operator markets, Including APS, attempting to

expand those matters to such other participants. APS has not yet

filed a responsive pleading in the matter, but APS believes the

claims by Reliant and Duke as they relate to APS are without merit.

APS was also named in a lawsuit regarding wholesale contracts in

California, which has now been moved back to state court. Jarne

Millam Pt ef. v. Alleghenv Energy Supolyv et al., San Francisco

Superior Court, Case No. 407867. The First Amended Complalnt

alleges basically that tile contracts entered into were the result of

an unfair and unreasonable market, in violation of California unfair

competition laws. The PX has tiled a lawsuit against the State of

California regarding the seizure of forward contracts and the State

has filed a cross complaint against APS and numerous other PX

participants. Ca! PX v, The Stan of California3 SuperIor Court In

and for the County of Sacramento, JCCP No. 4203. Vanous

motions continue to be filed, and we Currently bel'ove theso claims

will have no material adverse impact on our financial position,

results of operations or liquidity.

Citizens Power Service Agreement

By letter dated March 7., 2001, Citizens. which owns a utility in

Arizona, advised APS that it believes APS overcharged Citizens

by over S50 million under a power service agreement. APS believes

Rs charges under the agreement were fully In accordance with the
terms of the agreement. In addition, in testimony filed with the ACC

on March 13, 2002, Citizens acknowledged, based on its review,

'if Citizens tiled a complaint with the FERO, it probably would lose

the central issue in the contract interpretation dispute.' APS end

Citizens terminated the power service agreement effective July 1 5.

2001. In replacement of the power service agreememnt. tho

Company and Citizens entered into a power sale agreementi urldsr

which the Company will supply Citizerrs with future specified

amounts of electricity and ancillary services through May 31, 2008.

This new agreement does not address issues previously raised by
Citizens with respect to charges under the original power service

agreement through June 1. 2001.

Construction Program

Consolidated capital expend trres in 2004 are estimated to be

(dollars in millions):

APS $ 426
Pinnacle West Energy 61

SunCor 83
Other (primarily APS Energy Services

and Pinnacle West) 11
Total $ 581
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Natural Gas Supply

APS and Pinnacle West Energy purchase the majority of their

natural gas requirements for their gas-fired plants uinder contracts
with a number of natural gas suppliers. Effectivo September 1.
2003, APS' and Pinnacle West Energy's natural gas supply is
transported pursuant to a firm, contract demand service agreement
with El Paso Natural Gas Company, Pur suant to the terms of a
comprehensive settlement entered into in 1996, the rates charged
for transportation are subject to a 10-year rate moratorium extending
through Decomber 31, 2005.

Prior to September 1, 2003. APS' and Pinnacle West Energy's
natural gas supply was transported pursuant .o a fitm, full require-
ments transportation service agreement. On July 9, 2003. the FERC
Issued an order that altered the contractual obligations and the
rights of parties to the 1996 settlement by requiring all firm, full
requirements contract holders to convert to contract demand
service agreements effective September 1, 2003. This required con-
version has imposed additional limitations on the former full require-
mronts contract holders' ability to nominate firm transportation
capacity. In order for APS and Pinnacle West Energy to meet their
natural gas supply and capacity requiremonts, they must make mar-
ket purchases, which we expect to increase costs by approximately
$5 million per year for natural gas supply and by approximately $t 4
mitlion per year for capacity. APS and Pinnacle West Energy have
sought appellato review of the FERCs July 9 order and related
issues on the grounds that the FERC decision to abrogate the full
requirements contracts is arbitrary end capricious and is not sup-
ported by substantial evidence. Arizona Public Seovice Corrnany
ond Pinna)cle West Energy CQornrat;on v. Federal Energy RPoorrlat.rv
Commissioi, United States Court of Appeals for the District of
Columbia Circuit, No. 03-1209. This petition for review was consoli-
dated with a petition filed by the ACC and other full requiremeents
contract holders. Arizona Corceration Commission et of v. Federal
Energy Regulatory Commission, United Stales Court of Appeals for
the District of Columbia Circuit. No. 03-1206. We are continuing to
analyze the mariket to determine the most favorable source and
method of meeting our natural gas requirements.

LitigatIon
We are party to various other claims, legal actions and complaints
arising in the ordinary course of business. including but not limited
to environmental matters related to the Clean Air Act, Navajo Nation
issues and EPA and ADEO issues. In our opinion, the ultimate reso-
lution of these matters will not have a material adverse effect on our
consolidated tinancial statements, results of operations or liquidity.

12. ASSET RETIREMENT OBLIGATIONS

On January 1, 2003, we adbpted SFAS No. 143, 'Accounting for

Asset Retirement Obligations.' SPAS No. 143 provides accounting
requirements for the recognition and measurement of liabilities

associated with the retirement of tangible long-lived assets. The

standard requires that these liabilities be recognized at fair value

as incurred and capitalized as part of the related tangible long-lived

assets. Accretion of the liability due to the passage of time is an
operating expense and the capitalized cost is depreciated over

the useful life of the long lived asset. Prior to January 1. 2003,

we accrued asset retirement obirgations over the life of the related

asset through depreciation expense.

APS has asset retirerment obligations for its Palo Verde nuclear

facilities and certain other generation, transmission and distribution

assets. The Palo Verde asset retirement obligation primarily relates

to final plant decommissioning. This obligation is based on the

NRC's requirements for disposal of radiated property or plant end

agreements APS reached with the ACC for final decommissioning of

the plant. The non-nuclear generation asset retirement obligations

primarily relate to requiroeionts for removing portions of those

plants at the end of the plant life or lease term. Some of APS

transmission and distribution assets havo asset retirement obliga-

tions because they are subject to right of way and easement agree-
ments that require final removal. These agreements have a history

of uninterrrpted renewal that APS expects to continue. As a result,

APS cannot reasonably estimate the fair value of the asset retire-

ment obligation related to such distribution and transmission assets.

The asset retirement obligations associated Vith our non-regulated

assets are immaterial.

On January 1, 2003 and in accordance with SFAS No. 143, APS
recorded a liability of S219 million for its asset retirement obliga-
tions, Including the accretion Impacts: a $67 million increase In the
carrying amount of the associated assets, and a net reduction of
SI92 million in accumulated depreciation related primarily to the
reversal of previously recorded accumulated decommissioning and
other removal costs related to these obligations. Additionally, APS
recorded a net regulatory liability of $40 million for the asset retire-
ment obligations related to Its regulated assets. This regulatory
liability represents tie difference between the amount currently
being recovered in regulated rates and the amount calculated under
SFAS No. 143. APS believes it can recover in regulated rates the
transition costs and ongoing current poeiod costs calculated in
accordance with SFAS No. 143. The adoption of SFAS No. 143
did not have a material impact on our net income for the year
ended December 31. 2003.
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APS has reclassified prior year removal costs of approximately $557

million previously included in accumulated depreciation to the liabili-

ty for asset retirements and removals on our Consolidated Balance

Sheets. In 2003, APS reclassified the portion of this liability for

which no legal obligation for removal exists to a regulatory liability,

In accordance with SFAS No. 71, APS will continue to accrue for

removal costs for its regulated assets. even if there Is no legal

obligation for removal. At December 31, 2003. regulatory liabilities

shown on our Consolidated Balance Sheets included approximately

$480 million of estimated future removal costs that are not consid-

ered legal obligations.

The following schedule shows the change in our asset retirement

obligations during the twelve-nmonth period ended December 31,

2003 (dollars In millions!:

The pro forma offects on net income for 2002 and 2001

are immaterial.

To fund the costs APS expects to Incur to decommission Palo

Verde, APS established external decommissioning trusts in accor-

dance with NRC regulations. APS Invests the trust funds in fixed

income and domestic equity securities and classifies them as

available for sale.

The following table shows the cost and fair value of APS' nuclear
decommissioning trust fund assets which are on the Consolidated

Balanco Shoots at Decombor 31, 2003 and Docember 31. 2002

(dollars In millions):

. Decermber 31, 2003
_ . _ _ . . _ . . _ . . _ _ _

Trust fund assets - at cost:
Fixed income securities

-: Domestic stock
S 124

74
$ 113

68
Balance at January 1, 2003 $ 219

Changes attributable to:

Uabilitles incurred
Liabilities settled

Accretion expense 15
Estimated cash flow revisions

Balance at December 31, 2003 $ 234

The following schedule shows the change in our pro forina liability

for the years ended December 31. 2002 and 2001, as if we had

recorded an asset retirement obltgatlon based on the guidance in

SFAS No. 143 (dollars in millions):

- Total $ 198 $ 181
Trust fund assets - at fair value:.

Fixed income securities S 140 $ 117
Domestic stock 101 77

Total $ 241 $ 194

Yeors Endod Oectvnbme 31. 2002 2WI

Balance at beginning of year $ 204 $ 190
Accretion expense 15 14

Balance at end of year $ ^19 S 204
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13. SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED)

Consolidated quarterly financial information for 2003 and 2002 Is as follows (dollars In thousands, except per share amounts):

op .. raiI.g
ftevenual as.

Pr.vioualy Reclasitfication
Inom 0Ion

Oopeaing Co,.t~i.nngOperabot.1 Not

Ol.clon.d (a. A~ajstMrht Ib) ftovtou.. locom* Operatios Inco.M. (d

2003 quarter ended:
March 31 $ 603,962 $ 51,319 S 552,643 $ 69,255 S 20,153 $ 25.298
June 30 757,483 74.181 683.302 132,482 54,889 56,142
September 30 946,570 9 .867 847,703 198.850 109,538 110,048
December 31 734.204 - 734,204 81,466 45.996 49.091

Total $ 224,367 S 2,817.852 $ 482,053 S 230,576 6 240.579

. Oo'at-inji-
rlq.er.ex Jo 1r,xMomh (Lu d3

V]Wom W AdIustrb;1t It lol ,lruI: On to- (Loft fj)

2002 quarter ended:
March 31 S 499,844 . 16,365 $ 483,479 $ 118,736 S 53,251 S 53.757
June 30 593,516 18,962 574.554 155,832 68,603 75,365
September30 671,390 103,450 767,940 212.491 100,713 100,916
December31 (f) 644.436 30,121 614,315 13,875 (16.569) (80.630)

Total $ 168,898 $ 2,440.288 S 500,934 S 206,198 $ 149.408

(a) Opt-raJrni rFvrnues proAIouSy clisdood in the Mawsh SI. 2t.d)3. JUo, 31(. 2003 ancl Srltcr 30. 2cW02 a!tCtrj RXplc on Form 10-1. eC Cterl for the Wctudlhquorter
(,ndld l?-cerntber SI. .M03, wtidJi nw disclosed In a Pinnnr e Wast Fein s-K dated Jareeery 29, 204 and tihe Nurth quartet endW D ernmberr31, 2002. 00id was deloa5ad
in a Ffrnacli Ww.t Fornm S-k dC;.od Feeu3r/ 4. 2003.

(!a) R a..atl on adiutment .)I 4224 rrulolrn in 2003 ald $S12 mition In 202 rrei-Lid to Uif. advctirn of EITF 03-11 (I:e'I Ncte 18).

(c) RrLas;irCtion adfJstment Ot S; mrt;un in tte fou.th q.jrtar of 2002 rcnated to diSronlitrnriod c nrLs at SunCor (Ise Nota 22).

(d) ni tude ico.nae horn disaenlrnuel opeiatl.-i7 at Sunror toaw Noto 22).
itf) fIdc-7 a S66i n'illon ntlm-it. cko for Itt cuCimLtloe ttcat of a ctCtnngr In acxe-ing ry traftirO3 5 td t J(ITo t 1:'I,
ift Thet fourth caiatet cl 2mZ inclu.d1d pre;.r lor-r-e of $38 mlrnic tbltied to cur inve.t.mRnt in NAC:. a 4-3 minirn rpict" write-off ,i'zedl.j the rsnceilaton of Redhark

Linits i ind .1 ard pretlK S:wrranc. COrIs of vpprfxi'rrit $11 milliin.

Income From Continuing Operations - EPS:
200 3

Basic Dlluled

Quarter ended:
March 31 $ 0.22 . $ 0.22
Jutie 30 0.60 0.60
Septembor 30 1.20 1.20
December 31 0.50 0.50

Net Income - EPS:
200S

Boc ic DIlutadJ

btsi:. , ilue

S 0.63 S 0.63
0.81 0.81
1.19 1.19

(0.19) (0.19)

-14. FAIR VALUE OF FINANCIAL INSTRUMENTS

We believe that the carrying amounts of our cash equivalents aro

reasonable estimates of their fair values at December 31, 2003 and

2002 due to their short maturities.

We hold investments in fixed income and domestic equity securities

for purposes other than trading. The December 31, 2003 and 2002

fair values of such investments, which we determine by using

Pon

Quarter ended:

March 31
June 30
September 30
Deemrnber 31

$ 0.28
0.62
1.21
0.54

$ 0.28
0.61
1.20
0.54

S 0.63
0.89.
0.19

(0.95)

S-

quoted market prices, approximate their carrying amount. For

21ne further information, see disclosure of cost and fair value of APS

nuclear decommissIoning trust fund assets In Note 12.
0.63
0.89 On December 31, 2003, the carrying value of our long-term debt

1-19 (excluding capitalized leasc obligations) was S3.32 bilion, with an

'0.95) estimated fair value of $3.46 billion. The carrying va!ue of our long-

term debt (excluding capitalized leass obligations) was $3.00 billion

on December 31, 2002. with an estimated fair value ot S3.21 billion.

The fair value estimates are based on quoted market prices of the

same or similar issues.
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15. EARNINGS PER SHARE

The following table presents earnings per weighted average

common share outstanding for the years ended December 31,

2003, 2002 and 2001:

The stock options vest over three years, unless certain perfor-

mance criteria are met, which can accelerate the vesting period.

The term of the option cannot be longer than 10 years and the

option cannot be repilcod during its term.

20c3

Basic earnings per share:
Income train

continuing operations $ 2.53
Income from discontinued

operations 0.11
Cumulative effect of

chanao In accounting -

Earnings per share - basic $ 2.64
Diluted earnings per share:

Income from
continuirn operations $ 2.52

Income from discontinued
operatIons 0.11

Cumulative effect of

change in accountng -

Earnings por share - diluted S 2.63

Dilutive stock options increased average con

ing by approximately 140,000 shares in 2002
2002 and 212,000 shares in 2001. Total ayer

outstanding for the purposes of calculating d

share wvere 91,405,134 shares in 2003, 84,9

2002 and 84.930,140 shares in 2001.

Options to purchase 2,291.646 shares of coi

outstanding at December 31. 2003 but were

computation of diluted earnings per share bc

exercise price was greater than the average i

common shares. Options to purchase shares

that were not included in the computation of

share were 1,629,958 at Decombor 31, 200,

December 31, 2001.

16. STOCK-BASED COMPENSATION

Pinnacle West offers stock-based compensa

and key employees of the Company and our

In MAy 2302. Qh-arehold e nrs arAr-r-1 the. 0r

-00 .The 1994 plan anda trio 1985 plan each include outstarlding options
70W _ but no new options will be granted under either plan. Options vest

one-third of the grant per year beginning one year after the date

$ 2.43 $ 3.86 the option is granted and expire ten years fromn the date of the
grant. The 1994 plan also provided for the granting of any combi-

0.10 - nation of shares of restiicted stock. stock appreciation rights or

dividend equlva'onts. Following the approval of the 2002 plan, no
(0.77) (0.18) further giants have been made under the 1994 plan, except for

S 1.76 $ 3.68 awards for the annual award of up to 20,000 shares of stock to

satisfy stock award obligations under enployment contracts to

$ 2.43 $ 3 85 certain executives.

In the third quarter of 2002, we began applying the fair value

0.10 - method of accounting for stock-based compensation. as provided

(0.77) (0.17-) for In SFAS No. 123. The fair value method of accounting Is the

S 1.76 s 3.6 preferred method. In accordance with the transition requirements
of SFAS No. 123. we applied the fair value method prospectively,

inion shares outstand- beginning with 2002 stock grants. In prior years. we recognized

3 61,000 shares in stock compensation expense based on the intrinsic value method

,age common shares allowed in APB No. 25. We recorded approximately S2.1 million In

l)uted earnings per stock option expense before income taxes In our Consolidated

63,921 shares In Statements of Income In 2003 and approximately $0.5 million in

2002. This amount may not be reflective of the stock option

expense we vail! record in future years because stock options
mmon stocd wete typically vest over several years and additional grants are genera!ly
not included in the maeacya.

* made each year.
cause the options'

market price of the In December 2002, the FASB issued SFAS No. 148. 'Accounting

of common stock for Stock-Based Compensation - TransItion and Disclosure. The

diluted earnings per standard amends SFAS No. 123 to provide alternative methods

and 212,562 at of transItion for a voluntary change to the tair value method of
accounting for stock-based compensation. The standard also

amends the disclosure requirements of SFAS No. 123. SFAS No.

148 is effective for fiscal years ending after December 15, 2002.

,ion plans for officers We adopted the disclosure requirements In 2002. Sce Note 1 for

subsidiaries. our pro forma disclosures on stock-based compensation and our

.- ~n~ weighted-average assumptions used to calculate tile fair value of
I9 Lnn-Term Incentive -i

Plan (2002 plan), which allows Pinnacle West to grant performance P

shares, stock ownership incentive awards and non-qualified and Total stock-based

performance-accelerated stock options to key employees. The cost, was 86 mio

Company has reserved 6 million shares of common stock for In 2001.

issuance under the 2002 plan. No more than 1.8 million shares may

be Issued in relation to performance share awards and stock own-

ership incentive awards. The plan also provides for the granting of

now non-qualified stock options at a price per share not loss than

the fa r market value of the common stock at the time of grant.

compensation cost. including stock option

n In 2003, $5 million In 2002 and $3 million
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Tho following table is a surmary of the status of our stock option plans as of December 31. 2003, 2002 and 2001 and changes

duling the years ending on those dates:

2003 Weighted

2003 Averaie

Sharms - Esacis Prc.

'002 vi,.,?htoj

- 'j? A.ejife

S 1, A, P % P,-,.e

200' Vwx('olij
Avi, aqe

E~erclsr Pricr

Outstanding at beginning of year
Granted
Exercised
Forcloited
Outstanding at end of year
Options exercisable at year-end
Weighted average fair value of options granted

during the year

2,185,129
621,675
(62,36G)
(46.392)

2,698,246
1,787.622

S 39.96
32.29
26.09
37.61
33.56
40.35

1,832,725
603,900
(163,381)
(68.115)

2.185,129
1,155,357

$ 39.52
38.37
28.25
41.54
39.96
s9.66

1,569,171
444,200
(162,229)

(18,417)
1.832.725

926,315

$ 37.55
42.55
28.53
41.67
39.52
37.41

$ 7.37 $ 6.16 $ 8.84

The following table summarizes Information about our stock options at December 31. 2003:

E..i , a.

Price, Pot Sha's -

Opt.ons .W*.9h1.dA.AC#r~
Outatandina . Ex.,cia. Pr~c.

Weighted Averag*
Re re inIc

Coniraci Lila
(Yea rat

OPtiona4 W.1giht.d-A,.,ag.
EjAorcggisiob Exorcise P~l~o

$18.71 -23.39
23.39-28.07
28.07-32.75
32.75-37.42
37.42-42.10
42.10-46.76

10,564
48,417 1

647,400
* 220.994

759,333
1,011,518
2,698,246

$ 19.00
27.40
32.23

- 34.70
' 33.86

43.96

0.8
2.3
6.7
5.4
6.7
6.1

10,584
48,417

* 49,625
220.994
579,854
878,148

1,787,622

$ 19.00
27.40
31.50
34.70
38.95
44.17

The following table is a summary of the amount and weighted-average grant date fair value of stock compensation awards granted, other

than options, during the years ended December 31. 2003, 2002 and 2001:

2003 - 2003
I Shares Grant Prc.*

2?w:

0'aari Pr-,o

.001

,.ur,. Price

Restricted stock
Pertormance share aviards

4,000 $ 32.20(a) 6,000
119,085 32.29(b) 115,975

S 38.84(a)
38.37(b)

95,450 $ 42.84(a)

ta) Restrict.-d C,.Dok rilecl 3i IIhe of-~tr thd hIlh anti luo rncprkrl pihbo f.r tho Cra-0 date.
(tl P',.irac-m .0'rro prioad l P..tPe rkit'rq rtizmr pqfrr to, itho grtnt .±lto -

17. EBUSINESS SEGMENTS

We have three principal business segments (determined by

products. services and the regulatory onvironment):

our regulated electricity segment, vwhich consists of traditional

regulated retail and wholesale electricity businesses and related

activIties, and Includes electricity generation, transmission

and distribution;

our marketing and trading segment, w hich consists of our corn-

petitive energy business activities, including wholesale marketing

and trad'ng and APS Energy Services' commodity-related energy

services. In early 2003, wve moved our marketing and trading

activitles to APS from Pinnacle West (existing wholesale contracts

remained a: Pinnacil West) as a result of the ACC's Track A Order

prohibiting the previously required transfer of APS generating

assets lo Pinnacle West Energy; and

our real estate segment, which consists of SunCor's real estate

-development and investment activities.
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The amounts in our other segment include activity principally related to El Dorado's investment in NAG, as well as the parent company

and other subsidiaries. See Note 1 B for information about roecassifieatlons related to tho adoption of EITF 03-1 1. Financial data for the

years ended December 31. 2003. 2002 and 2001 by business segments is provided as to!lows (dollars in millions):

Opsrating revenues
Purchased power and fuel costs
Other opCrating expenses

Operating margin
Depreciation and amortization
Interest cxpcnse
Other expsenncome)

Pretax margin
Income taxes
Income from continuing operations
Income from discontinued operations - net of Income

taxes of $6 (see Note 22)
Net income
Total assets
Caoltal expenditures

6.Pely.ss!S ngnnte onflha Yter Ended Dcrembe, 31. 2003

Other
Regulated Markleting Iprlnclpalty
Eleclriioty ecld Trading Real C1t. N*CI olalel

S 1,978 $ 392 S 362 S 86 S 2,818
517 345 - - 862
625 34 306 71 1,036
836 13 56 15 920

- 428 1 6 3 438
172 - 2 1 175

(4) - (25) - )
240 12 73 11 336

70 3 28 4 105
170 9 45 7 231

- 10 - 10

S 170 $ 9 S 55 S 7 S 241
S 8.761 $ 324 S 424 S 27 S 9,536
S 6B6 $ 9 S 72 S - 5 767

B ginsir. Sp~s -L.. 3c Ih 7e.dr ._Ll3 2s~
O fhar

Eleotrk.lty arri r n Rol Ejo'o IJACI Total

Operating revenues S 1,890 $ 287 S 201 S 62 5 2.440
Purchased power and fuel Costs 377 155 - - 532
Other opeoating expenses 659 34 185 105 983

Operating margin 854 96 16 (43) 925
Depreciation and amortizatIon 416 2 4 2 424
Interest expense 141 - 2 1 144
Other expense/(incorno) 19 - (7) 7 19

Pretax margin 278 96 17 (53) 338
Income taxes __ _ 108 38 7 (21) 132
Income (loss) from c.ontinu!ng operations 170 58 10 (32) 206
Income from di-continued operations - net o! income

taxes of S (see Note 22) - - 9 9
Cumulative effect of change In accouLnting for trading

activities - net of Income taxes of 843 _ (60) _ _ (66)
Net income (loss) S 170 $ (f) S 19 S (32) $ 149
Total assets S 8,185 S 414 S 504 S 30 S 9.139
Casital expenditures S 693 S 19 $ 72 $ - S 884
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--______________________ ejI ,'sS~er!,_to r rI'.eJr Ende~d Drc nt, Cs I ^ ________

E lactilIity on- -ne'a nQ Rerl Estate Other Tots:

Operating revenues S 1,984 $ 470 S 169 $ 12 S 2,635
Purchased power and fuel costs 583 153 - - 736
Other operating expenses 698 33 154 11 796

Operating margin 803 284 15 1 1,103
Depreciation and amortization 423 1 4 - 425
Interest expense - 125 - 3 - 128
Other expense (income) A - 3 - 7

Pretax margin 251 283 5 1 540
Income taxes 99 112 2 - 213
Income before accounting change 152 171 3 1 327
Cumulative effect of change in accounting for

derivatives - net of income taxes of S10 (15) - - - (15)
Net income S 137 S 171 S 3 $ 1 S 312
Capital expenditures S 1.004 S 23 S 80 $ 22 S 1.129

18. DERIVATIVE AND ENERGY TRADING ACCOUNTING

We are exposed to the Impact of market fluctuations in the

commodity price and transportation costs of electricity, natural

gas, coal and emissions allowances. We manage risks associated

with these market fluctuations by utilizing various commodity

instruments that quality as derivatives, Including exchange-traded

futures and options and over-the-counter forwards, options and

swaps. As part of our overall risk management program, we use

such instruments to hedge purchases and sales of electricity,

fuels, and emisslcns allowances and credits. The changes in

market value of such contracts have a high correlation to price

changes In tho hedged commodities. In addition, subject to

specified risk parameters monitored by the ERMC, we engage

in marketing and trading activities Intended to profit from market

price movements.

Effective January 1, 2001, we adopted SFAS No. 133. SFAS No.

133 requires that entitios recognize all derivatives as either assets

or liabilities on the balance sheet and measure those instruments at

fair value. Changes in the fail value of derivativo instruments are

either recognized periodically in incomne or. if hedge criteria is met,

in common stock equity (as a component of other comprehensive

Income floss) ). ae use cash flow hedges to limit our exposure to

cash flow variability on forecasted transactions. Hedge effectiveness

is related to the degree to which the derivative contract and the

hedged item are correlated. It is measured based on the relative

changes In fair value between the derivative contract and the

hedged item over time. We exclude the time value of certain

options from our assessment of hedge offectIveness. Any change

in the fair value resulting from ineffectiveness. or the amount by

which the d&rivative contract and the hedged commodity are not

directly correlated, Is recognized immediately in net Income.

In 2001, we recorded a S15 million after-tax charge In net Income

and a $72 million after-tax credit In common stock equity (as a

component of other comprehensive income (loss)). both as

cumulative effccts of a change in accounting for derivatives.

The charge primarily resulted from electricity option contracts.

The credit resulted from unrealized gains on cash flow hedges.

During 2002. the EITF discussed EITF 02-3 and reached a consen-

sus on certain issues. EITF 02-3 rescinded EITF 98-10 and was

effective October 25, 2002 for any now contracts, and oil January

1, 2003 for existing contracts, with early adoption permitted. We

adopted the ErTF 02-3 guidance for all contracts In the fourth

quarter of 2002. We recorded a $66 million after-tax charge in not

income as a cumulative effect adjustmont for the previously record-

ed accumulated unrealized mnark-to-mnarket cr1 energy trading con-

tracts that did not meet the accounting doefnition of a derivative.

Out energy trading contracts that are derivatives are accounted for

at fair value under SFAS No. 133. Energy trading contracts that do

not I-neat the definition of a derivative are accounted for oil an

accrual basis with the associated revenues and costs recorded at

tile time the contracted commodities ate delivered or received.

Additionally, all gains and losses (realized and unrealized) on energy

trading contracts that qualify as derivatives are included in market-

ing and trading segment revenues on the Consolidated Staterrents

of Income on a net basis. Derivative instruments used for non-trading

activities are accounted for in accordance With SFAS No. 133.

Both non-trading and trading derivatives are classified as assets

and liabilities from risk management and trading activities In the

Consolidated Balance Sheets. For non-trading derivative instru-

ments that quality for cash flow hedge accounting treatment,

changes ir the fair value of the effective portion are recognized

in common stock equity (as a component of other comprchensive

income (loss)). Non-trading derivatives, or any portion thereof. that

are not effective hedges are adjusted to fair value through income.

Gains and losses related to non-trading derivatrves that qualify as

cash flow hedges of expected transactions are recognized in

revenue or purchased power and fuel expense as an offset to the

related Rem being hedged when the undorlyirg hedged physical

Iransaction impacts earnings. If it becomes probable that a fore-

casted transaction will not occur, we discontinue the use of hedge

accounting and recognize In income the unrealized gains and losses
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I

that wore previoLJsly recorded In other comprehensive income 0o

In the event a non-trading derivative is terminated or settled, the

unrealized gains and losses remain in other comprehensive incon

(loss), and are recognized in Income when the underlying transac

Impacts earnings. Denvative commodity contracts for the physic

delivery of purchase and sale quantities transacted In the normal

course of business are exempt from the requirements of SFAS N

133 under the normal purchase and sales exception and are not

reflected on the balance sheet at fair value. Certain of our non-

trading electricity purchase and sales agreements qualify as nom

purchases and sales and are exempted from recognition In the fiH

cial statements until the electricity is delivered. Derivatives associ

with trading activities are adjusted to fair value through income.

EFTF 02-3 requires that derivatives held for trading purposes,

whether settled financially or physically. be reported In the incor

statement on a net basis. Previous guidance under EITF 98-10

permitted physically-settled energy trading contracts to be rep(

either gross or net in the income statement. Beginning In the tV

quarter of 2002, we netted all of our energy trading activities or

Consolidated Statements of Income and restated prior year amo

for all periods presented. Rec!assificatlon of such trading activity

net basis of reporting resulted in reductions in both revenues anc

purchased power and fuel costs, but did not have any Impact or

financial condition, not income or cash flows.

We adopted EITF 03-11. 'Reporting Realized Gains and Losser

Derivative Instruments That Are Subject to FASB Statement No

and Not 'Hold for Trading Purposes' As Defined in Issue No. 0O

effective October 1, 2003. EITF 03-11 provided guidance on

whether realized gains and losses on physically settled derivali;

contracts not held for trading purposes should be reported on

net or gross basis and concluded such classification Is a matte

judgment that depends on the relevant facts and circumstance
In the electricity business, some contracts to purchase energy

netted against other contracts to sell energy. This is called oboe

ou' and usually occurs in contracts that have the same terms

(quantities and delivery points) and for which power does not fl

We netted these book-outs reducing both revenues and purchN

power and fuel costs In 2003, 2002 and 2001, but this did not

impact our financial condition, net Income or cash flows. Follov

are the net reclassifications to our previously reported amounts

ass). . In November 2003, the FASB revised its derivative guidance in

DIG Issue No. C15, 'Normal Purchascs and Normal Sales

le Exception for Option-Type Contracts and Forward Contracts in

lion Electricity.' Effective January 1, 2004. the new guid3nco changes

al -the citeria for the normal purchases and sales scope exception for

electricity contracts. We do not expect this guidance to have a

0. material impact on our financial statemients.

In April 2003, the FASB Issued SFAS No. 149, 'Amendment of

Statement 133 on Derivative Instruments and Hedging Activities.'

This statement amends and clarifies financial accounting and
non-
ated reporting for derivative instruments and for hedging activities under

SFAS No. 133. The provisions of SFAS No. 149 that relate to provi-

ously Issued SFAS No. 133 derivatives Implementation guidance

should continue to be applied In accordance with the effective

,no dates of the original implementation guidance. In general, other

- provisions are applied prospectively to contracts entered Into or

orted modified after June 30, 2003, and for hedging relationships

iird designated after June 30, 2003. The impact of this standard was

I the immaterial to our financial statements.

a The changes in the fair value of our hedged positions Included
in the Consolidatcd Statements of Income for the years ended

December 31, 2003 end 2002 are comprised of the following
i our

(dollars In thousands):

.Ye3r Endeod Deza'rbef 31. 200 3

Gains on the ineffective portion of
derivatives qualifying for hedge
accounting

Gains!(losses) from the change in
options' time value excluded from
measurement of effectiveness

Losses from the discontinuance of
cash flow hedges

$ 6,237

181

S 13,682

(2,484)

(8,820)

As of December 31, 2003, the maximum length of time over

which we are hedging our exposure to the variability In future

cash flows for forecasted transactions Is approximately five years.

During the year ending December 31, 2004, we estimate that a

net gain of $8 mition before income taxes will be reclassified

from accumulated other comprehensive loss as an offset to the

effect on earnings of market price changes for the related

hedged transactions.

(dollars In thousands):

YWar EnderJ Dotirtbor 31, 2003

Regulated Electricity $ 40,069
Mari<eting and Trading 184.298

Total $ 224,367

Our assets and liabilities from risk management and trading
0e32 eo 0 activities are presented in two categories, consistent with our

$ 122,632 $ 577,783
39.052 181,447 busIness segments:

$ 161,684 S 759.230 Regulated Electricity- non-trading derivative Instruments that

hedge our purchases and sales of electricity and fuel for APS'

Native Load requirements of our regulated electricity business

segment; and

Marketing and Trading - both noln-trading and trading derivative

instruments of our competitive business segment.
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Tho following tablo summarizes our rssets and liabilities from risk management and trading act iities at Decembor 31. 2003 and 2002

(dollars In thousands):
- Cu'rent Current Other Net A~sstt

Dscewmer 31, 2003 Assets I-est-nts Liabilities Liabllts, (Lt.billty)

Regulated Electricity:
Mark-to-Market S 44.079 S 5,900 S (47,268) S (3,028). $ (317)
Options - 12,101 - - 12,101

Marketing end Trading:
Mark-to-Market 53.551 116,363 (37.023) (63.3981 69,493
Emission allowances - at cost - 4,582 (8,464) (16,304) (20,186)

Total S 97,630 S 138.946 S (92,755) S (82,730) S 61,091

Ciarent Current Ol.e, Net A~ssn/
Oe;emrneir CI. 2C'02 - A,'CO*o lr,neal ninth LIetCIIII D Ll3b^1111e (Liatilite1

Regulated Electricity:
Mark-to-Market S 41,522 S 6.971 $ (60,819) S (36,678) S (49,004)
Options 24,651 - - 24,651

Marketing and Trading:
Mark-to-Market 61;142 121.189 (50,510) (74,841) 56.980
Emission allowances - at cost - 38.943 - (36,3811 2,562

Total S 102,664 S 191,754 S (111.3291 $ (147.900) S 35,189

Cash or collateral may be required to serve as collateral against

our open positions on certain energy-related contracts. Collateral

provided to counterpartles Is $1 million at December 31, 2003

and $5 million at December 31, 2002, and is included in

investments and other assets on the Consolidated Balance

Sheet. Collateral provided to us by countorparties is S12 million

at December 31, 2003 and S22 million at December 31. 2002,

and is included in other deferred credits on the Consolidated

Balance Sheet.

Credit Risk
We are exposed lo losses in the event of nonperformance or non-

payment by counterparties. We have risk management and trading

contracts with many counterparlies, Including two counterparties
for vwhich a worst case exposure represents approximately 37% of

our S237 million of risk management and trading assets as of

December 31, 2003. Our risk management process assesses and

monitors the financial exposure of those and all other counterpar-

ties. Despite the fact that the great majority of trading counterpar-

lies are rated as investment grado by the credit rating agencies.

including the counterparties noted above, there is still a possibility

that one or more of these companies could default, resulting in a

material Impact on consolidated earnings for a given period.

Counterpartios In the portfolio consist principally of major energy

companies, municipalities and local distribution companies. We

maintaIn credit policies that we believe minimize overall credit risk

to within acceptable limits. Determination of the credit quality of our

countet parties is based upon a number of factors. Including credit

ratings and ouLr evaluation of their financial condition.

In many contracts, we employ collateral requirements and standard-
ized agreements that allow for the netting of positive and negative
exposures associated with a single counterpart. Valuation adjust-
ments are established representing our estimated credit losses on
our overall exposure to counterparties. See Note I Mark-to-Market
Accountin3" for a discussion of our credit valuation adjustment policy.

19. OTHER INCOME AND OTHER EXPENSE

The following table provides detail of other Income and other
expense for the years ended December 31. 2003, 2002 and 2001
(dollars in thousands):

Vear Ernk'O aont;mb-r 31. 200 I

Other income:
SunCor joint venture

earnings (a) S 24.740
Interest incomo 4,412
Investment gains 3,649
Environmental Insurance

recovery
Miscellaneous 2,762

Total other income S 35,563
Other expense:

Non-operating costs (b) S (16.461)
Investment Icsses (c)
Non-operating costs -

SunCor
Miscellaneous (4.093)

Total other expense S (20,5741

2arts . idol

$ 7.355 $ 3,687
4,332 6,763

- 12,349
3,223 3.617

$ 14,910 $ 26,416

$ (19,430) $ (l6,807)
. (10,439) (5.126)

- I R(O0Ct)
(3,786) (4,644)

$ (33,655! $ (33.577)

fat Primmit,i rctnl.Itoz fin h I a tl' oi ecor of a Wmi~nlrtfrt aid rrol ti F4 19tirne

ar-rrient in the fcurth criartet oft 200.3 t,,t 113 irelur,. In 220ca. S.r.0Ž.4 mrt311ed
$2.5 naiccu In, Ihrc ~rrt ptrhtpC~ton.

(t.) A. derviecl tw the FMaC, inrkjden below-tie-lrne ncr.-vperating 00iity c.2til
Iprimaiii-j comruniury re 3i'Qrst.

(c) Pnr~raeri rr-tnI,iJ In El OCradc,s nlvec-r."rft ly el Po AG p.1c to ,'m ri±,tilxn

in the lthir quarter of 2i)02.

2003-PNW 71



20. VARIABLE INTEREST ENTITIES

In 2003. we adopted FIN No. 46R. 'Consolidation of Variable

Interest Entities,' as it applies to special-purpose entities. FIN No.

46R requires that we consolidate a VIE It we have a majority of tIho

risk of loss from the VIE's activities or we are entitled to receive a

majority of the VIEs residual returns or both. A VIE Is a corporation,

partnership, trust or any other legal structure that either does not

have equity investors with voting rIghts or has equity Investors that

do not provide sufficient financial resources for the entity to support

its activities. In 1936, APS entered into agreements with three sep-

arate SPE lessors In order to sell and lease back interests In Palo

Verde Unit 2. The leases are accounted for as operating leases in

accordance with GMP. See Note 9 for further information about

the sale leaseback transactions. Based on our assessment of FIN

No. 465R. we are not required to consolidate the Palo Verde VIEs.

Certain provisions of FIN No. 46R have a future effective date. We

do not expect these provisions to have a material impact on our

financial statements.

of equipment and performance guarantees related to our generation

constwrctlon program, transmission service guarantees for West

Phoenix Units 4 and 5 and long-term service agreement guarantees

for now power plants. Our credit support instruments enable APS

Energy Services to offer commodity energy and energy-related

products and enable El Dorado to support the activities of NAG.
Non-performance or payment under the original contract by our

unregulated subsidiaries would require us to perform linder the

guarantee or surety bond. No liability is currently recorded on the

Consolidated Balance Shoots related to Pinnacle West's guarantees

on behalf of Its subsidiaries. Our guarantees have no recourse

(except NAG) or collateral provisions to allow us to recover

amounts pa'd under the guarantee. The amounts and approxI-

mate terms of our guarantees and surety bonds for each sub-

sidiary at December 31, 2003 are as follows (dollars In millions):

cuarante*4
Tere.

An.1u.i (in .. n

: Surety Bonda
Torn'

An.o.,ni In. ytorni

APS is exposed to losses under the Palo Verde sale leaseback

agreements upon the occurrence of certain events that APS d.

not consider to be reasonably likely to occur. Under certain cii

stances (for example, the NRC issuing specified violation order

.with respect to Palo Verde or the occurrence of specified nuct

events), APS would be required to assume the debt assoclatei
the transactions, make specifred payments to the equity palic

pants. and take title to the leased Unit 2 Interests, which, If ar

priate, may be required to be written down in value. If such

event had occurred as of December 31, 2003, APS would h.

been required to assume approximately $268 million of debt

pay the equity participants approximately S200 million.

21. GUARANTEES

On January 1, 2003. we adopted FIN No. 45, 'Guarantor's

Accounting and Disclosure Requirements for Guarantees, Inchl
Indirect Guarantees of Indebtedness of Others.' FIN No. 45 eL

rates on the disclosures to be made by a guarantor in Its tinan

statements about its obligations nlider certain guarantees. It a

clarifies that a guarantor is required to recognize, at inception

guarantee, a liability for the fair value of the obligation undertal

in Issuing the guarantee. The disclosure provisions were effect

for the year ended December 31, 2002. The initial recognition

measurement provisions of FIN No. 45 were effective on a

prospective basis to guarantees issued or modified after

Dccembor 31, 2002.

We have issued parental guarantees and letters of credit and

obtained surety bonds on behalf of our unregUlated subsidiarif

Our parental guarantees related to Pinnacle West Energy cons

Patental:
Pinnacle West Energy
APS Energy Services
El Dorado (NAC)

Total

S 86
16
40

S 142

1 to 2
1 to 2
1 to S

S
35 2

$ 35

ear At December 31. 2003. we had entered Into approximately $41

d with million of letters of credit whichi support various construction agree-

:i- ments. These letters of credit expire in 2004 and 2005. VWe intend

ipro- to provide from either existing or new facilities for the extension.

an renewal or substitution of the letters of credit to the extent required.

lave At December 31, 2003, Pinnacle West has approximately $4 million

and of letters of credit related to workers' compensation eKpiring

in 2004.

APS has entered into various agreements that require letters of

credit for financial assurance purposes. At Decernber 31. 2003.

ding -approximately $200 million of letters of credit were outstanding to

abe- support existing pollution control bonds of approximately $200

cinl million. The letters of credit are available to fund the payment of
principal and interest of such debt obligations. These letters of

of a credit have expiration dales in 2004 and 2005. APS has also
entered into approximately $109 million of letters of credit to

ken
live support certain equity lessors in the Palo Verde sale leasoback

transactions (see Note 9 for further details on the Palo Verde sale

leasobaci transactions). These letters of credit expire in 2005.

Additionally. APS has approximately $5 million of letters of credit

related to counterparty collateral requirements expiring in 2004.

APS intends to provide from either existing or new facilities for

the extension, renewal or substitution of the Iltters of credit to
e the extent required.
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We provide indemnifications relating 1o liabilities arising from or The following table provides SunCor's revenuo and income before

related to certain of our ag-eements. APS has provided indemni- income taxes related to properties classified as discontinued

ficatlons to the equity participants and other parties in the Palo operations on our consolidated statements of income for the

Verde sale leaseback transactions with respect to certain tax years ended December 31. 2003 and 2002 (dollars in thousands):

matters. Generally, a maximum obligation is not explicitly stated In -2003 2002

the indemnification and therefore, the overall maximnum amount of

the obligation under such indemnifications cannot be reasonably

estimated. Based on historical experience end evaluation of the

specific indemnities, we do not believe that any material loss related

to such Indemnifications is likely and therefore no related liability

has been recorded.

22. REAL ESTATE ACTIVITIES - DISCONTINUED OPERATIONS

Certain components of SunCor's real estate sales activities, which

are included In the real estate segmont, are required to be reported

as discontinued operations on our Consolidated Statements of

Income In accordance with SFAS No. 144, 'Accounting for the

Impaimlent or Disposal of Long-Lived Assets. Among other guld-

ance, SFAS No. 144 prescribes accounting for discontinued opera-

tions and defines certain activities as discontinued operations. We

adopted SFAS No. 144 effective Januaty 1. 2002 and determined

that activities that would have required discontinued operaticns

reporting in 2002 and 2001 were immaterial.

In 2003. SunCor sold its water utility company, which resulted in an

after-tax gain of SS million (814 million pretax). The amounts of the

gain on the sa'e and operating Income of the water utility company

in 2003 and 2002 are classified as discontinued operations ont our

Consolidated Statements of Income. The amounts related to 2001

were immaterial for roclassification.

Revenue
Income before taxes

$ 70,580 $ 35.307
$ 16,532 $ 14.827

The following tables provide tIhe amounts related to properties of

discontinued operations which were reclassified to assets and

liabilities held for sale on the Consolidated Balance Sheets at

Decermbet 31, 2003 and 2002 (dollars In thousands):
2003 202

Roal estate investments - net $ - $ 39,649
Other 2.490

Real estate asscts held for sale S - 8 42,339

2003 30O:

Customer deposits $ _ $ 13,648
Long-term debt less current maturities - 12,454
Other - 2,753

Real estate liabilities held for sale $ - S 28.855

See Note 17 for infornation related to the real estate segment.

In the second quarter of 2002, SunCor sold a retail center. but

maintained a continuing involvement through a management con-

tract. In the first quarter of 2003, this management contract was

canceled. As a result, the after-tax gain of S6 million (S10 million

pre-tax) recorded In operations In 2002 rs'ated to this property

was reclassified as discontinued operations Oil our Consolidated

Statements of Income. The income from discontinued operations

in the year ended December 31. 2002 primarily reflects this sale.

The amounts related to 2001 were Immaterial for reclassifica tIon.

In the fourth quarter of 2003, SunCor sold a retail center. which

resulted in ain after-tax gain of $2 million ($3 million pretax). The

gain on the sa c and the operating income related to this property in

2003 are classified as discontinued oporations on our Consolidated

Statements of Income. There were no prior-year operations related

to this retail center. The amounts related to 2001 were immaterial

for reclassification.
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Pacific Stock Exchange
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FORM 10-K

Pinnacle West's Annual Report to the Securities and Exchange
Commission on Form 10-K will be available (after March 15, 2004)
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Write: Offico of the Secretary.

INVESTORS ADVANTAGE PLAN
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STATISTICAL REPORT
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to the Investor Relations Department.

INVESTOR RELATIONS CONTACTS

Rebecca L. Hickman, Director, Investor Relations
Lisa Malagon, Manager

PO. Box 53999 Station 9993
Phoenix. Arizona 65072-3999
Telephone: (6021 250-5663
Fax: (602) 250-2789

STATEWIDE ASSOCIATION FOR UTILITY INVESTORS

The Arizona Utility Investors Association represents the interests
of investors in Arizona utilities. I' interested. send your name and
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Arizona Utility Investors Association
P.O. Box 34805
Phoenix, Aiizona 85067
(602) 257-9200
wwW.aula.org

ENVIRONMENTAL, HEALTH AND SAFETY REPORT
To view the APS Environmen al, Health and Safety Report please
visit %wvw.aps.com, or to receive a printed summary report,
call (602) 250-3259.

® printed on recycled paper.

IMPORTANT NOTICE TO SHAREHOLDERS:

Pinnacle West posts quarterly results and other important Information on its Web site (www.pinnaclewest.com). If you
would like to receive news by regular mall, fax or e-mail, let us know by mall or phone at the addresses and numbers listed
on this page. Also, let us know If you would like to be kept abreast of legislative and regulatory activities at the state and
federal levels that could impact Investor-owned utilities.

E

C
F.

e.

76 PINPN_2003



Or



- ..

!J SOUTHERN CALIFORNIA

EDISON
An EDISON INTERNATiONAL' Company

2003 Annual Report

SCE003



Southern California Edison Company

Southern California Edison Company (SCE) is one of the nation's largest investor-owned electric
utilities. Headquartered in Rosemcad, California, SCE is a subsidiary of Edison Intemational.

SCE, a 118-year-old electric utility, serves a 50,000-square-mile area of central, coastal and southern
California.
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Management's Discussion and Analysis of Financial Condition and Results of Operations

INTRODUCTION

This Management's Discussion and Analysis of Financial Condition and Results of Operations (MD&A)
contains forward-looking statements. These statements are based on Southern California Edison's (SCE)
knowledge of present facts, current expectations about future events and assumptions about future
developments. Forward-looking statements are not guarantees of performance; they are subject to risks
and uncertainties that could cause actual future outcomes and results of operations to be materially
different from those set forth in this discussion. Important factors that could cause actual results to differ
arc discussed throughout this MD&A, including in the management overview and the discussions of
liquidity and market risk exposures.

The MD&A is presented in 11 major sections. The MD&A begins with (1) a management overview,
which includes a summary of the major objectives for 2003 and 2004, a brief review of the company's
consolidated earnings for 2003, and a description of how SCE earns revenue and income. The remaining
sections of the MD&A include: (2) Liquidity; (3) Market Risk Exposures; (4) Regulatory Matters;
(5) Other Developments; (6) Results of Operations and Historical Cash Flow Analysis; (7) Disposition
and Discontinued Operations; (8) Acquisition; (9) Critical Accounting Policies; (10) New Accounting
Principles; and (I1) Commitments.

MANAGEMENT OVERVIEW

Summary

SCE was significantly impacted by California's energy crisis from 2000 into 2002. In 2003, SCE's
management focused on restoring the company's financial health, chiefly by accomplishing three crucial
objectives:

* Validating and completing SCE's recovery of power procurement costs arising from the energy crisis.
In July 2003, SCE completed recovery of S3.6 billion of procurement-related obligations through the
regulatory account known as the Procurement-Related Obligations Account (PROACT). By late
2003, both the California Supreme Court and the United States Court of Appeals for the Ninth Circuit
(Ninth Circuit) had issued decisions upholding the 2001 settlement agreement with the California
Public Utilities Commission (CPUC) that provided for creation of the PROACT and SCE's recovery
of procurement-related costs. (Sce "Regulatory Matters-Generation and Power Procurement-
CPUC Litigation Settlement Agreement," and "-PROACT Regulatory Asset.")

• Rebalancing SCE's capital structure to levels authorized by the CPUC. (See "Liquidity.") This was
largely accomplished by a dividend to Edison International in December 2004 and financing activities
in early 2004.

* Achieving an investment grade credit rating. In the fourth quarter of 2003, Moody's Investors
Service and Standard & Poor's both raised SCE's credit ratings to investment grade. (See
"Liquidity.')

In addition to SCE's ongoing emphasis on operational excellence, including system reliability, safety,
customer satisfaction and employee development, during 2004 SCE's management will seek to further
strengthen the company's financial and regulatory position by focusing on the following key objectives:

* Achieving sound regulatory outcomes, including a fair and durable regulatory framework, rate
stability, and full recovery of energy procurement costs.
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Management's Discussion and Analysis of Financial Condition and Results of Operations

* Developing new resources, such as the proposed Mountainview plant, and investing in other major
capital projects when customer and shareholder value are enhanced.

These objectives are discussed below in "-Issues Overview" and succeeding sections of this MD&A.

SCE recorded earnings of $922 million in 2003, compared to S1.2 billion in 2002, which included a gain
of $480 million related to a regulatory decision on utility-retained generation (URG). Excluding this one-
time gain 2002 gain, SCE's earnings increased $174 million over 2002. Major factors contributing to the
increase over the prior year included the resolution of significant regulatory proceedings and a
$44 million gain on the sale of SCE's fuel oil pipeline business. For a detailed review and analysis of the
consolidated results of operations and historical cash flow analysis, see "Results of Operations and
Historical Cash Flow Analysis" section.

Background

SCE is an investor-owned utility company providing electricity to retail customers in central, coastal and
southern California. SCE is regulated by the CPUC and the Federal Energy Regulatory Commission
(FERC). SCE bills its customers for the sale of electricity at rates authorized by these two commissions.
These rates are categorized into two groups: base rates and cost-recovery rates.

Base Rates: Revenue arising from base rates is designed to provide SCE a reasonable opportunity to
recover its costs and earn an authorized return on the net book value of SCE's investment in generation
and distribution plant (or rate base). Base rates provide for recovery of operations and maintenance
(O&M) costs, capital-related carrying costs (depreciation, taxes and interest) and a return or profit, on a
forecast basis. Base rates related to SCE's generation and distribution functions are currently authorized
by the CPUC through a General Rate Case (GRC) proceeding. In a GRC proceeding, SCE files an
application with the CPUC to update its authorized annual revenue requirement. After a review process
and hearings, the CPUC sets an annual revenue requirement by multiplying an authorized rate of return,
determined in annual cost of capital proceedings (as discussed below), by rate base, then adding to this
amount the adopted O&M costs and capital-related carrying costs. Adjustments to the revenue
requirement for the remaining years of a typical three-year GRC cycle are requested from the CPUC
based on criteria established in a GRC proceeding for escalation in O&M costs, changes in capital-related
costs and the expected number of nuclear refueling outages. Variations in generation and distribution
revenue arising from the difference between forecast and actual electricity sales are recorded in balancing
accounts for future recovery or refund, and do not impact SCE's operating profit, while differences
between forecast and actual costs, other than cost-recovery costs (see below), do impact profitability.

SCE's capital structure, including the authorized rate of return, is regulated by the CPUC and is
determined in annual cost of capital proceedings. The rate of return is a blend of a return on equity and
cost of long-term debt and preferred stock. SCE's 2003 cost of capital decision, issued on November 7,
2002, will remain in effect throughout 2004. Accordingly, SCE's CPUC-authorized rate of return of
9.75%, return on common equity of 11.6% and authorized rate-making capital structure will be
maintained through 2004.

Current CPUC ratemaking also provides for performance incentives or penalties for differences between
actual results and GRC-determined standards of reliability, customer satisfaction and employee safety.

Base rate revenue related to SCE's transmission function is authorized by the FERC in periodic
proceedings that are similar to the CPUC's GRC proceeding, except that requested rate changes are

2
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generally implemented when the application is filed, and revenue is subject to refund until a FERC
decision is issued. SCE currently receives approximately $260 million in annual revenue to recover the
costs associated with its transmission function and to earn a reasonable return on its SI .1 billion
transmission rate base.

Cost-Recovery Rates: Revenue requirements to recover SCE's costs of fuel, power procurement,
demand-side management programs, nuclear decommissioning costs, and rate reduction debt
requirements are authorized in various CPUC proceedings on a cost-recovery basis, with no markup for
return or profit. Approximately 50% of SCE's annual revenue relates to the recovery of these costs.
Although the CPUC authorizes balancing account mechanisms to refund or recover any differences
bewveen estimated and actual costs in these categories in future proceedings, under- or over-collections in
these balancing accounts can build rapidly due to fluctuating prices (particularly in power procurement)
and can greatly impact cash flows. The majority of costs eligible for recovery arc subject to CPUC
reasonableness reviews, and thus could negatively impact earnings and cash flows if found to be
unreasonable and disallowed.

As described below under "Regulatory Matters-Gcneration and Power Procurement-CDWR Power
Purchases and Revenue Requirement Proceedings," the California Department of Water Resources
(CDWR) began purchasing power on behalf of utility customers during the California energy crisis. In
addition to billing its customers for SCE's power procurement activities, SCE also bills and collects from
its customers for power purchased and sold by the CDWR, CDWR bond-related charges and direct access
exit fees. These amounts are remitted to the CDWR as they are collected and are not recognized as
revenue by SCE. As a result, these transactions should have no impact on SCE's earnings or cash flow.

For a discussion of important issues related to the rate-making process, sec the "Regulatory Matters"
section.

Issues Overview

This overview discusses key business issues facing SCE. It is not intended to be an exhaustive
discussion. It includes issues that could materially affect SCE's earnings, cash flow or business risk. The
overview includes a discussion of current and planned capital expenditures (including the acquisition and
construction of the Mountainview project, either potential expenditures or the possibility of a shutdown at
the Mohave Generating Station (Mohave), and costs of replacing the steam generators at the San Onofre
Nuclear Generating Station (San Onofre)), anticipated procurement requirements (including the effects of
a resource adequacy requirement, community aggregation, and related ratemaking), and the 2003 and
2006 CPUC General Rate Cases.

The issues discussed in this overview are described in more detail in the remainder of this MD&A.

SCE's utility business is experiencing significant growth in actual and planned capital expenditures. SCE
plans to spend up to $1.9 billion during 2004, compared to S.2 billion in 2003. The growth in spending
will require a partial reinvestment of earnings and issuance of debt securities to maintain a balanced
capital structure, as required by the CPUC. For 2005 and beyond, capital spending is anticipated to
remain at levels substantially above historical levels, but somewhat below planned spending for 2004.

Each of SCE's business areas (distribution, transmission and generation) is contributing to the capital
spending growth. The distribution area, which represents approximately 70% of SCE's rate base, is
experiencing continued expansion of the number of customer accounts. Beginning with a base of

3
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4.6 million active accounts, for 2004, SCE expects to add approximately 60,000 new accounts, and
forecasts a similar level of activity over the next several years. SCE also forecasts that it will nced to
accelerate the replacement of distribution poles, transformers and other infrastructure to maintain existing
levels of system reliability.

SCE forecasts that expenditures for transmission facilities will substantially increase over the balance of
the decade. SCE is now planning for and beginning to construct new substations to mect customer
load-growth requirements. Moreover, SCE is conducting preliminary engineering on new and existing
transmission lines that would expand the capacity to bring in additional energy from the Southwest.

In 2004, generation capital expenditures will increase dramatically, driven primarily by the recently
approved Mountainview project. In addition, SCE will spend in excess of S50 million at the San Onofre
plant to construct facilities to protect the site against a design basis threat as determined by the Nuclear
Regulatory Commission. These expenditures are in addition to ongoing capital expenditures to maintain
the safety and reliability of SCE's nuclear, coal and hydroelectric facilities. Beyond 2004, SCE may
replace the San Onofre steam generators in the 2009-2010 time frame. Given the lead-timc requirements
to fabricate the steam generators, SCE must make commitments to begin fabrication during 2004.

Recently, the CPUC ordered all load-serving entities to procure sufficient resources to meet their
customers' needs. This resource adequacy requirement phases in over the 2005-2008 period and requires
planning reserve margins of 15-17% of peak load. This resource adequacy requirement, combined with
the anticipated closure of Mohave at the end of 2005, expected reductions in deliveries under CDWR
contracts, expected expiration of contracts with some independent power producers known as qualifying
facilities (QFs), and expected peak-load growth of 1.5-2.0% per year, will require SCE to either construct
new generation facilities or enter into additional power-purchase contracts to provide for forecasted
customer requirements. Implementation of the CPUC order will be addressed in workshops commencing
in mid-March 2004.

At the same time that SCE is evaluating new generation investments and contractual obligations, SCE has
raised fundamental concerns about the stability of its customer base in the CPUC's ongoing long-term
procurement proceeding. The CPUC's direct access rules, the possible expansion of community choice
aggregation, other forms of municipalization, and application of exit fees to departing customers all affect
the ability of SCE to retain bundled service customers (customers who purchase power from SCE). It is
SCE's goal to ensure that customers who depart from utility generation service pay their fair share of
costs, and that costs are not unfairly shifted to remaining bundled service customers, which could have
the effect of increasing SCE's rates and causing more customers to seek alternative providers.

SCE is aware that the concern for high rates was a contributing factor that led California regulators to
deregulate the electric services industry in the mid-1990's. Today, SCE's system average rate is 12.30-
per-kilowatt-hour (kWh) for bundled service customers and its average monthly bill is $79. On a cents-
per-kWh basis, SCE's average rate is above the national average, but similar to the other investor-owned
electric utilities in California. Therefore, SCE is focused on providing bundled service customers
competitive and stable electric rates. But this focus must be balanced with the obligation to safely and
reliably serve customers.

At the beginning of 2003, SCE resumed procurement of power for its bundled service customers. During
2003, much of management's attention was focused on establishing fair and reasonable rules for the
procurement of power for utility customers. Additional work is needed. For 2004 and 2005, SCE
forecasts that it will have a residual long position in the majority of hours. SCE's residual-net long
position arises primarily because of the CPUC's allocation of CDWR contract energy. For the reasons
listed above, such as customer growth and run-off of existing contracts, SCE expects to have

4
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substantially greater power procurement requirements beyond 2005. The acquisition and construction of
the Mountainview project, the replacement of the San Onofre steam generators and the expansion of
transmission facilities are all part of SCE's plan to meet a portion of expected customer requirements.
However, even more additional resources will be needed to meet those expected requirements.

To promote and ensure recovery of both generation investments and contract costs, SCE has established a
corporate priority to secure a fair and durable regulatory framework. To this end, SCE supports adoption
of Assembly Bill 2006, introduced by California's Speaker of the Assembly Fabian Nunez. The bill is
pending before the California State Assembly.

SCE is in the final stages of its 2003 GRC proceeding, which will set annual base rates for the years
2003-2005 years. On February 13, 2004, SCE received a proposed decision from the administrative law
judge that heard the 2003 GRC. SCE is seeking a $251 million increase in its annual base rate revenue,
but the proposed decision would allow only a $15 million increase. SCE is disappointed with the
proposed decision and will press for reinstatement of its requested amount by the CPUC commissioners.
The CPUC commissioners can accept, reject, or modify any proposed decision.

SCE is now preparing its 2006 General Rate Case. SCE's preliminary application files in August 2004,
with the application scheduled to file before year-end 2004. With the expected growth in capital
spending discussed above, SCE expects that it will need further increases in its revenue requirement.

LIQUIDITY

SCE's liquidity is primarily affected by under- or over-collections of procurement-rclated costs as
discussed in "Management Ovcrview-Background" and access to capital markets or external financings.
In the fourth quarter of 2003, Moody's Investors Service and Standard & Poor's both raised SCE's credit
ratings to investment grade.

At December 31, 2003, SCE had cash and equivalents of $95 million. SCE's long-term debt, including
current maturities, at December 31, 2003, was $4.5 billion. SCE has a $700 million credit facility that
expires in December 2006. SCE drew $200 million on the facility on December 19, 2003. In addition,
the facility supported letters of credit in the amount of $33 million at year-end 2003. At Dccember 31,
2003, SCE had borrowing capacity under its credit facility of $467 million. SCE's 2004 cash
requirements consist of:

* $125 million of 5.875% bonds due in September 2004;

* Approximately $246 million of rate reduction notes that arc due at various times in 2004, but which
have a separate cost recovery mechanism approved by state legislation and CPUC decisions;

* Projected capital expenditures of$ 1.9 billion, including the investment in the Mountainview project
and related capital expenditures (see "Acquisition");

* Dividend payments to SCE's parent company;

* Fuel and procuremcnt-rclated costs; and

* General operating expenses.

SCE expects to meet its continuing obligations and cash outflows for undercollections (if incurred)
through cash and equivalents on hand, operating cash flows and short-term borrowings, when necessary.
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Projected capital expenditures are expected to be financed through cash flows and the issuance of
long-term debt.

SCE's capital structure is regulated by the CPUC. SCE's CPUC-authorized common equity to total
capitalization ratio level is 48%. On October 16, 2003, SCE transferred, through a dividend to Edison
International, S945 million of equity that exceeded the CPUC-authorized level. This dividend was a first
step to rebalance SCE's capital structure in accordance with CPUC requirements. As of December 31,
2003, SCE's common equity to total capitalization ratio, for rate-making purposes, was approximately
55%.

In January 2004, SCE issued $975 million of first and refunding mortgage bonds. The issuance included
$300 million of 5% bonds due in 2014, $525 million of 6% bonds due in 2034 and SI50 million of
floating rate bonds due in 2006. The proceeds were used to redeem $300 million of 7.25% first and
refunding mortgage bonds due March 2026, $225 million of 7.125% first and refunding mortgage bonds
due July 2025, $200 million of 6.9% first and refunding mortgage bonds due October 2018, and
$100 million ofjunior subordinated deferrable interest debentures due June 2044. In March 204, SCE
remarketed approximately $550 million of pollution-control bonds with varying maturity dates ranging
from 2008 to 2040.

SCE resumed procurement of its residual-net short (the amount of energy needed to serve SCE's
customers from sources other than its own generating plants, power-purchase contracts and CDWR
contracts) on January 1,2003, and as of December 31, 2003, had posted approximately $66 million
(S33 million in cash and $33 million in letters of credit) as collateral to secure its obligations under
power-purchase contracts and to transact through the Independent System Operator (ISO) for imbalance
energy. SCE's collateral requirements can vary depending upon the level of unsecured credit extended by
counterparties, the ISO's credit requirements, changes in market prices relative to contractual
commitments, and other factors.

SCE's liquidity may be affected by, among other things, matters described in "Regulatory Matters-
Generation and Power Procurement-CPUC Litigation Settlement Agreement," "-CDWR Power
Purchases and Revenue Requirement Proceedings," and "-Generation Procurement Proceedings"
sections.

MARKET RISK EXPOSURES

SCE's primary market risks include fluctuations in interest rates, generating fuel commodity prices and
volume and counterparty credit. Fluctuations in interest rates can affect earnings and cash flows.
However, fluctuations in fuel prices and volumes and counterparty credit losses temporarily affect cash
flows, but should not affect earnings.

Interest Rate Risk

SCE is exposed to changes in interest rates primarily as a result of its borrowing and investing activities
used for liquidity purposes and to fund business operations, as well as to finance capital expenditures.
The nature and amount of SCE's long-term and short-term debt can be expected to vary as a result of
future business requirements, market conditions and other factors. In addition, SCE's authorized return
on common equity (11.6% for 2003 and 2004), which is established in SCE's annual cost of capital
proceeding, is set on the basis of forecasts of interest rates and other factors.

6

SCE01 0



Southern California Edison Company

At December 31, 2003, SCE did not believe that its short-term debt and current portion of long-term debt
and preferred stock was subject to interest rate risk, due to the fair market value being approximately
equal to the carrying value.

At December 31, 2003, the fair market value of SCE's long-term debt was $4.4 billion. A 10% increase
in market interest rates would have resulted in a $166 million decrease in the fair market value of SCE's
long-term debt. A 10% decrease in market interest rates would have resulted in a $183 million increase in
the fair market value of SCE's long-term debt. At December 31, 2003, the fair market value of SCE's
preferred stock subject to mandatory redemption was $139 million. A 10% increase in market interest
rates would have resulted in a S12 million decrease in the fair market value of SCE's preferred stock
subject to mandatory redemption. A 10% decrease in market interest rates would have resulted in a
S14 million increase in the fair market value of SCE's preferred stock subject to mandatory redemption.

Generating Fuel Commodity Price Risk

SCE's purchascd-power expense in 2003 was approximately 38% of SCE's total operating expenses.
SCE recovers its reasonable power procurement costs through regulatory mechanisms established by the
CPUC. The California public utilities code provides that the CPUC shall adjust rates, or order refunds, to
amortize undercollections or overcollections of power procurement costs. Until January 1, 2006, the
CPUC must adjust rates if the undercollection or overcollection exceeds 5% of SCE's prior year's
procurement costs, excluding revenue collected for the CDWR. As a result of these regulatory
mechanisms, changes in energy prices may impact SCE's cash flows but should have no impact on
earnings.

On January 1, 2003, SCE resumed procurement of its residual-nct short. SCE forecasts that it will have a
residual long position in the majority of hours for 2004. SCE's rcsidual-net long position arises from an
expected increase in deliveries under CDWR contracts allocated to SCE's customers. SCE has
incorporated a price and volume forecast from expected sales of rcsidual-net long power in its 2004
procurement plan filcd with the CPUC, as well as in the revenue forecast used for setting rates. If actual
prices or volumes vary from forecast, SCE's cash flow would be temporarily impacted, but should not
affect earnings. For 2004 and beyond, several factors could cause SCE's rcsidual-net short to be much
larger than expected, including the return of direct access customers (customers who choose to purchase
power directly from an electric service provider other than SCE) to utility service, lower utility generation
due to expected or unexpected outages or plant closures, lower deliveries under third-party power
contracts, higher than anticipated demand for electricity, or displacement of existing generation resources
with economic short-term transactions. Such an increase in procurement requirements could lead to
temporary revenue undercollections if the costs to purchase the additional energy were to exceed the
amount recovered in rates.

SCE anticipates it will need to purchase additional capacity and/or ancillary services to meet its peak-
energy requirements in 2004 and 2005. In 2006, SCE's rcsidual-net short exposure will increase
significantly from the reduction in expected CDWR power deliveries, expiration of certain contracts with
QFs, expected shutdown of Mohave, and load growth.

Pursuant to CPUC decisions, SCE, as the CDWR's limited agent, arranges for natural gas and performs
related services for CDWR contracts allocated to SCE by the CPUC. Financial and legal responsibility
for the allocated contracts remains with the CDWR. The CDWR, through the coordination of SCE, has
hedged a portion of its expected natural gas requirements for certain contracts allocated to SCE. To the
extent the price of natural gas were to increase above the levels assumed for cost recovery purposes,
California state law permits the CDWR to recover its actual costs through rates established by the CPUC.
This would affect rates charged to SCE's customers, but would not affect SCE's earnings or cash flows.
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SCE purchases power from QFs under CPUC state-mandated contracts. Contract energy prices for most
nonrenewable QFs are tied to the Southern California border price of natural gas established on a monthly
basis. The CPUC has authorized SCE to hedge a majority of its natural gas price exposure associated
with these QF contracts. During 2003, SCE substantially hedged the risk of increasing natural gas prices
through hedging instruments purchased in late 2001 pursuant to authority granted by the CPUC. The cost
of these hedging instruments was recovered through PROACT. None of these hedging instruments were
outstanding as of December 31, 2003. The CPUC approved SCE's short-term resource plan, which
includes hedging of natural gas price exposure for its existing QF contracts for 2004. These hedging
costs arc recovered through a balancing account known as Energy Resource Recovery Account (ERRA)
and should have no impact on earnings. SCE cannot predict with certainty whether in the future it will be
able to hedge customer risk for other commodities on favorable terms or that the cost of such hedges will
be fully recovered in rates.

Credit Risk

Credit risk arises primarily due to the chance that a counterparty under various purchase and sale
contracts will not perform as agreed or pay SCE for energy products delivered. SCE uses a variety of
strategies to mitigate its exposure to credit risk. SCE's risk management committee regularly reviews
procurement credit exposure and approves credit limits for transacting with counterparties. SCE follows
the credit limits established in its CPUC-approved procurement plan, and accordingly believes that any
losses which may occur should be fully recoverable from customers, and therefore should not affect
earnings.

REGULATORY MATTERS

This section of the MD&A describes SCE's regulatory matters in three main subsections:

* generation and power procurement;

* transmission and distribution; and

* other regulatory matters.

Generation and Power Procurement

CPUC Litigation Settlement Agreement

During the California energy crisis, prices charged by sellers of wholesale power escalated far beyond
what SCE was permitted by the CPUC to charge its customers. In November 2000, SCE filed a lawsuit
against the CPUC in federal district court seeking a ruling that SCE is entitled to full recovery of its
electricity procurement costs incurred during the energy crisis in accordance with the tariffs filed with the
FERC. In October 2001, SCE and the CPUC entered into a settlement of SCE's lawsuit against the
CPUC. A key element of the 2001 CPUC settlement agreement was the establishment of a $3.6 billion
regulatory balancing account, called the PROACT, as of August 31, 2001. The Utility Reform Network
(TURN) and other parties appealed to the Ninth Circuit seeking to overturn the stipulated judgment of the
federal district court that approved the 2001 CPUC settlement agreement. On September 23, 2002, the
Ninth Circuit issued its opinion affirming the federal district court on all claims, with the exception of the
challenges founded upon California state law, which the Ninth Circuit referred to the California Supreme
Court.
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On August 21, 2003, thc California Suprcmc Court issued its decision on the certified questions on
challenges founded upon California state law, concluding that the 2001 CPUC settlement agreement did
not violate California law in any of the respects raised by the Ninth Circuit. Specifically, the California
Suprcmc Court concluded that: (1) the commissioners of the CPUC had the authority to propose the
stipulated judgment under the provisions of California's restructuring statute, Assembly Bill 1890, as
amended or impacted by subsequent legislation; (2) the procedures employed by the CPUC in entering
the stipulated judgment did not violate California's open meeting law for public agencies; and (3) the
stipulated judgment did not violate California's public utilities code by allegedly altering rates without a
public hearing and issuance of findings.

On October 22, 2003, the California Supreme Court denied TURN's petition for rehearing of the
decision. The matter was returned to the Ninth Circuit for final disposition, subject to any efforts by
TURN to pursue further federal appeals. On December 19,2003, the Ninth Circuit unanimously affirmed
the original stipulated judgment of the federal district court, and no petition for rehearing was filed. On
January 12, 2004, the Ninth Circuit issued its mandate, relinquishing jurisdiction of the case and returning
jurisdiction to the federal district court. TURN and those parties whose appeals to the Ninth Circuit were
consolidated with TURN's appeal currently have 90 days from December 19, 2003 in which to seek
discretionary review from the United States Supreme Court. SCE continues to believe it is probable that
recovery of its past procurement costs through regulatory mechanisms, including the PROACT, will not
be invalidated. However, SCE cannot predict with certainty the ultimate outcome of further legal
proceedings, if any.

PROA CT Regulatory Asset

In accordance with the 2001 CPUC settlement agreement described above and an implementing
resolution adopted by the CPUC, in the fourth quarter of 2001, SCE established the PROACT regulatory
balancing account, with an initial balance of approximately $3.6 billion. The initial balance reflected the
net amount of past procurement-related liabilities to be recovered by SCE. On a monthly basis, the
difference between SCE's revenue from retail electric rates (including surcharges) and the costs that SCE
was authorized by the CPUC to recover in retail electric rates was applied to the PROACT until SCE
fully recovered the balance.

At July 31,2003, the PROACT regulatory balancing account was overcollected by S 148 million. On
Octobcr 14,2003, the CPUC approved SCE's advice filing which allowed SCE to transfer this July 31,
2003 overcollected PROACT balance and a temporary surcharge balancing account overcollection
(sec "-Generation and Power Procurement-Tcmporary Surcharges") to the ERRA (discussed below)
on August 1,2003, and to implement a S1.2 billion customerrate reduction cffective August 1,2003.

Energy Resource Recovery Account Proceedings

In an October 24, 2002 decision, the CPUC established the ERRA as the rate-making mechanism to track
and recover SCE's: (1) fuel costs related to its generating stations; (2) purchased-power costs related to
cogencration and renewable contracts; (3) purchascd-power costs related to existing interutility and
bilateral contracts that were entered into before January 17, 2001; and (4) new procurement-related costs
incurred on or after January 1, 2003 (the date on which the CPUC transferred back to SCE the
responsibility for procuring energy resources for its customers). As described in "Management
Overview," SCE recovers these costs on a cost-recovery basis, with no markup for return or profit. SCE
files annual forecasts of the above-described costs that it expects to incur during the following year. As
these costs are subsequently incurred, they will be tracked and recovered through the ERRA, but are
subject to a reasonableness review in a separate annual ERRA application. If the ERRA overcollection
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or undercollection exceeds 5% of SCE's prior year's procurement costs, SCE can request an emergency
rate adjustment in addition to the annual forecast and reasonableness ERRA applications.

SCE submitted its first ERRA forecast application in April 2003, in which it forecast procurement-rclated
costs for the 2003 calendar year of S2.5 billion. On January 22,2004, the CPUC issued a decision that
approved SCE's forecast as submitted. The CPUC issued a proposed decision on February 24, 2004,
approving SCE's 2004 forecast revenue requirement and rates for both generation and delivery services.

In October 2003, SCE submitted its first ERRA reasonableness review application, in which it requested
the CPUC find its procuremcnt-related operations during the period from Septembcr 1, 2001 through
June 30, 2003 to be reasonable. Because this is the first annual review of this activity, pursuant to new
California state law, the CPUC's interpretation and application of California state law is uncertain. SCE
cannot predict with certainty the outcome of its application and recovery of its procurcment-related
operations costs.

Pursuant to the assigned commissioner's scoping memo issued on December 9, 2003, the CPUC's Office
of Ratcpayer Advocates (ORA) was allowed to review the accounting calculations used in the PROACT
mechanism. The ORA testimony, due on March 19,2004, will include an audit of these accounting
calculations. Hearings arc scheduled to be held during April 2004.

Utility-Retained Generation

As a result of an April 2002 CPUC decision, SCE's retained generation assets were returned to cost-of-
service ratemaking after operating in a deregulated environment since 1998. The CPUC decision
provided for the: (1) recovery of costs for all URG components other than San Onofre Units 2 and 3,
subject to reasonableness review by the CPUC; (2) retention of the incremental cost incentive pricing
mechanism (ICIP) for San Onofre Units 2 and 3 through 2003; (3) establishment of an amortization
schedule for SCE's nuclear facilities that reflects their current remaining Nuclear Regulatory Commission
license durations, using unamortized balances as of January 1,2001 as a starting point; (4) establishment
of balancing accounts for the costs of utility generation, purchased power, and ancillary services
purchased from the ISO; and (5) continuation of the use of SCE's last CPUC-authorized return on
common equity of 11.6% for SCE's URG rate base other than San Onofrc Units 2 and 3, and the 7.35%
return on rate base for San Onofre Units 2 and 3 under the ICIP. SCE will operate under the April 2002
CPUC decision until implementation of the 2003 GRC (see "-Transmission and Distribution-2003
General Rate Case Proceeding").

CD J'R Power Purchases and Revenue Requirement Proceedings

In accordance with an emergency order by the Governor of California, the CDNVR began making
emergency power purchases for SCE's customers on January 17, 2001. In February 2001, a California
law was enacted which authorized the CDWR to: (1) enter into contracts to purchase electric power and
sell power at cost directly to SCE's retail customers; and (2) issue bonds to finance those electricity
purchases. During the fourth quarter of 2002, the CDWR issued SI I billion in bonds to finance its
electricity purchases. The CDWR's total statewide power charge and bond charge revenue requirements
are allocated by the CPUC among the customers of SCE, Pacific Gas and Electric (PG&E) and San Diego
Gas & Electric (SDG&E). Amounts billed to and collected from SCE's customers for electric power
purchased and sold by the CDWR (approximately SI.7 billion in 2003) are remitted directly to the
CDWR and are not recognized as revenue by SCE.
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Direct Access Proceedings

From 1998 through mid-Scptember 2001, SCE's customers were able to choose to purchase power
directly from an electric service provider other than SCE (thus becoming direct access customers) or
continue to purchase power from SCE. During that time, direct access customers received a credit for the
generation costs SCE saved by not serving them, resulting in additional undercollcctcd power
procurement costs to SCE during 2000 and 2001. On March 21,2002, the CPUC issued a decision
affirming that new direct access arrangements entered into by SCE's customers after September 20, 2001
are invalid. That decision did not affect direct access arrangements in place before that date.

In May 2003, a CPUC decision allowed customers with valid direct access arrangements to switch back
and forth between bundled servicc provided by SCE and direct access. This decision, as well as CPUC
decisions or proceedings discussed below, affects SCE's ability to predict the size of its customer base,
the amount of bundled service load for which it must procure or generate electricity, its net-short position
and its ability to plan for resource requirements.

The CPUC has received several petitions requesting clarification of previous decisions on whether to
allow load growth on existing direct access accounts or add new accounts if necessary to accommodate
direct access customers who relocate their facilities. Recently, the CPUC agreed, in response to one of
these petitions, to allow direct access customers to add new accounts when relocating facilities as long as
there is no increase in a customer's total eligible direct access load. SCE cannot predict how the CPUC
will rule on the remaining petitions. If the CPUC allows load growth on existing direct access accounts
and allows new direct access accounts to be added notwithstanding the suspension of direct access, the
level of direct access load in SCE's territory could rise considerably, resulting in a shift of a greater
portion of SCE's costs to bundled service customers.

The CPUC has also opened a proceeding to identify issues relating to the implementation of a 2002
California law authorizing community choice aggregation. This form of direct access allows local
governments to combine the loads of its residents, businesses, and municipal facilities in a community-
wide electricity buyers program and to create an entity called a community choice aggregator. Hearings
on this matter are scheduled to begin in May 2004. Depending on how many, if any, cities choose to
participate in community choice aggregation, a large amount of load could depart from SCE's bundled
service, resulting in additional shifting of cost responsibility.

The CPUC has issued decisions or has opened proceedings to establish various charges (exit fees) for
customers who (1) switch to another electric service provider, (2) switch to a municipal utility; or
(3) install onsitc generation facilities or arrange to purchase power from another entity that installs such
facilities. The charges recovered from these customers are used to reduce SCE's rates to bundled service
customers and have no impact on earnings.

Temporary Surcharges

A March 2001 CPUC decision, authorized a 3f-per-kWh revenue surcharge to SCE's customers and
made permanent a lo-per-kWh surcharge to SCE's customers authorized in January 2001. In addition,
the CPUC authorized an additional 0.60-per-kWh catch-up surcharge for a twelve-month period,
beginning in June 2001, to compensate SCE for a delay in collecting the 30-per-kNVh surcharge. These
surcharges were used for SCE's procurement costs.

The CPUC later allowed the continuation of the 0.60-per-kWh catch-up surcharge. Amounts collected
between June 2002 and December 2002 were to be used to recover 2003 procurement costs. As a result,
at December 31, 2002, this revenue ($187 million of surcharge revenue) was credited to a regulatory
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liability account until it was used to offset SCE's higher 2003 procurement revenue requirement.
Between January 1,2003 and July 31,2003, $150 million of this regulatory liability account was
amortized into revenue. The remaining balance of S37 million was transferred to the ERRA as of
August 1,2003.

The $1.2 billion customer rate reduction plan implemented by SCE eliminated all of the temporary
surcharges (see "-Gcneration and Power Procuremcnt-PROACT Regulatory Asset").

Generation Procurement Proceedings

SCE resumed power procurement responsibilities for its residual-net short position on January 1, 2003,
pursuant to CPUC orders and California statutes passed in 2002. The current regulatory and statutory
framework requires SCE to assume limited responsibilities for CDWVR contracts allocated by thc CPUC,
and provide full power procurement responsibilities on the basis of annual short-term procurement plans,
long-term resource plans and increased procurement of renewable resources.

Short-Term Procurement Plan

In 2003, SCE operated under a CPUC-approved short-term procurement plan, which includes contracts
entered into during a transitional period beginning in August 2002 for deliveries in 2003 and the
allocation of CDWR contracts. In December 2003, the CPUC adopted a 2004 procurement plan for SCE,
which established a target level for spot market purchases equal to 5% of monthly need, and allowed SCE
to enter into contracts of up to five years.

Long-Term Resource Plan

On April 15, 2003, SCE filed its long-term resource plan with the CPUC, which includes a 20-year
forecast. SCE's long-term resource plan included both a preferred plan and an interim plan (both
described below). On January 22,2004, the CPUC issued a decision which did not adopt any long-term
resource plan, but adopted a framework for resource planning. Until the CPUC approves a long-term
resource plan for SCE, SCE will operate under its interim resource plan.

* Preferred Resource Plan: The preferred resource plan contains long-term commitments intended to
encourage investment in new generation and transmission infrastructure, increase long-term reliability
and decrease price volatility. These commitments include energy efficiency and demand-response
investments, additional renewable resource contracts that will meet or exceed the requirements of
legislation passed in 2002, additional utility and third-party owned generation, and new major
transmission projects.

* Interim Resource Plan: The interim resource plan, by contrast, relies exclusively on new short- and
mcdium-term contracts with no long-term resource commitments (exccpt for new renewable
contracts).

In its long-term resource plan filing, SCE maintained that implementation of its preferred resource plan
requires resolution of various issues including: (1) stabilizing SCE's customer base; (2) restoring SCE's
investment-grade creditworthiness; (3) restructuring regulations regarding energy efficiency and demand-
response programs; (4) removing barriers to transmission development; (5) modifying prior decisions,
which impede long-term procurement; and (6) adopting a commercially realistic cost-recovery framework
that will enable utilities to obtain financing and enable contracting for new generation.
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Under the framework adopted in the CPUC's January 22, 2004 decision, all load-scrving entities in
California have an obligation to procure sufficient resources to meet their customers' needs. This
resource adequacy requirement phases in over the 2005-2008 period and requires planning reserve
margins of 15-17% of peak load. The decision requires SCE to enter into forward contracts for 90% of
SCE's summer peaking needs a year in advance and to file a revised long-term resource plan in 2004.
The decision does not comprehensively address important issues SCE has raised about its customer base,
recovery of indirect procurement costs (including debt equivalence) and other matters.

Procurement of Renewable Resources

As part of SCE's resumption of power procurement, in accordance with a California statute passed in
2002, SCE is required to increase its procurement of renewable resources by at least 1% of its annual
electricity sales per year so that 20% of its annual electricity sales are procured from renewable resources
by no later than December 31, 2017. In June 2003, the CPUC issued a decision adopting preliminary
rules and guidance on renewable procurement-related issues, including penalties for noncompliance with
renewable procurement targets. As of December 31,2003, SCE procured approximately 18% of its
annual electricity from renewable resources.

SCE has received bids for renewable resource contracts in response to a solicitation it made in August
2003, and is proceeding to enter into negotiations for contracts with some bidders based upon its
preliminary bid evaluation.

CDIVR Contract Allocation andOperating Order

Thc CDWR power-purchase contracts entered into as a result of the California energy crisis have been
allocated on a contract-by-contract basis among SCE, PG&E and SDG&E, in accordance with a 2002
CPUC decision. SCE only assumes scheduling and dispatch responsibilities and acts only as a limited
agent for the CDWR for contract implementation. Legal title, financial reporting and responsibility for
the payment of contract-related bills remain with the CDWR. The allocation of CDWR contracts to SCE
significantly reduces SCE's residual-net short and also increases the likelihood that SCE will have excess
power during certain periods. SCE has incorporated CDWR contracts allocated to it in its procurement
plans. Wholesale revenue from the sale of excess power, if any, is prorated between the CDWR and SCE.

SCE's maximum annual disallowance risk exposure for contract administration, including administration
of allocated CDWR contracts and least cost dispatch of CDWR contract resources, is $37 million. In
addition, gas procurement, including hedging transactions, associated with CDWR contracts is included
within the cap.

Afolave Generating Station and Related Proceedings

On May 17, 2002, SCE filed an application with the CPUC to address certain issues (mainly coal and
slurry-water supply issues) facing the future extended operation of Mohave, which is partly owned by
SCE. Mohave obtains all of its coal supply from the Black Mesa Mine in northeast Arizona, located on
lands of the Navajo Nation and Hopi Tribe (the Tribes). This coal is delivered from the mine to Mohave
by means of a coal slurry pipeline, which requires water from wells located on lands belonging to the
Tribes in the mine vicinity.

Due to the lack of progress in negotiations with the Tribes and other parties to resolve several coal and
water supply issues, SCE's application stated that SCE would probably be unable to extend Mohave's
operation beyond 2005. The uncertainty over a post-2005 coal and water supply has prevented SCE and
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other Mohavc co-owners from making approximately SI. 1 billion in Mohavc-rclated invcstmcnts (SCE's
share is $605 million), including the installation of pollution-control equipment that must be put in place
in order for Mohave to continue to operate beyond 2005, pursuant to a 1999 consent decree concerning
air quality.

Negotiations are continuing among the relevant parties in an effort to resolve the coal and water supply
issues, but no resolution has been reached. The Mohave co-owners, the Tribes, and the federal
government have recently finalized a memorandum of understanding under which the Mohave co-owners
will fund, subject to the terms and conditions of the memorandum of understanding, a $6 million study of
a possible alternative groundwater source for the slurry water. The study is expected to begin in early
2004. SCE and other partics submitted further testimony and made various other filings in 2003 in SCE's
application proceeding. On February 9, 2004, the CPUC held a prehearing conference to discuss whether
additional testimony and hearings arc needed to determine the future of the plant. The CPUC has not
issued any ruling as result of the prehearing conference, but has indicated that further testimony can be
expected in early to mid-2004. The outcome of the coal and water negotiations and SCE's application arc
not expected to impact Mohave's operation through 2005, but could have a major impact on SCE's long-
term resource plan.

For additional matters related to Mohave, see "Other Developments-Navajo Nation Litigation."

In light of all of the issues discussed above, SCE has concluded that it is probable Mohave will be shut
down at the end of 2005. Because the expected undiscounted cash flows from the plant during the years
2003-2005 were less than the $88 million carrying value of the plant as of December 31,2002, SCE
incurred an impairment charge of $61 million in 2002. However, in accordance with accounting
standards for rate-regulated enterprises, this incurred cost was deferred and recorded as a regulatory asset,
based on SCE's expectation that any unrecovered book value at the end of 2005 would be recovered in
future rates through a balancing account mechanism presented in its May 17, 2002 application and
discussed in its supplemental testimony filed in January 2003.

Transmission and Distribution

2003 General Rate Case Proceeding

On May 3, 2002, SCE filed its application for a 2003 GRC, requesting: (1) a 2003 revenue requirement
of approximately S3.1 billion; (2) a 2004 revenue requirement of approximately $3.5 billion; and (3) a
2005 revenue requirement of approximately $3.7 billion. These revenue requirements were based on
SCE's projected rate base amounts of $7.8 billion in 2003, $8.2 billion in 2004 and $8.5 billion in 2005.
When compared to forecast revenue at currently authorized rates (approximately $2.8 billion), SCE's
2003 GRC request was an increase of S286 million, which was subsequently revised to an increase of
$251 million. The requested revenue increase for 2003 was primarily related to capital additions, updated
depreciation costs and projected increases in pension and benefit expenses. The application also proposed
an estimated base rate revenue decrease of $78 million in 2004, and a subsequent increase of $116 million
in 2005. The forecast reduction in 2004 was largely attributable to the expiration of the San Onofre ICIP
ratc-making mechanism at year-end 2003 and a forecast of increased sales. The expiration of San Onofre
ICIP mechanism is expected to decrease SCE's 2004 earnings by approximately S100 million. Beginning
in 2004, San Onofre Units 2 and 3 cost recovery reverts to cost-of-service ratemaking.

In a proposed decision issued on February 13, 2004, a CPUC administrative law judge recommended that
the CPUC adopt only S15 million of the $251 million increase in authorized base rate revenue
requirement that SCE had requested. SCE filed comments opposing parts of the proposed decision in an
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attempt to restore important components of the requested revenue requirement. The CPUC is scheduled
to vote on the proposed decision on March 16, 2004, either modifying or accepting it. If an alternate
decision is proposed, a final decision could be delayed into April 2004. If the CPUC adopts the
administrative law judge's proposed decision without modification, and if SCE does not reduce its
expected capital or operating expenditures accordingly, SCE estimates that on an annual basis SCE's
earnings per share would be about 150-per-share lower and cash flow would be approximately
$ 135 million lower than if SCE's base rate request had been granted in full. SCE cannot predict with
certainty the final outcome of SCE's GRC application.

Because processing of the GRC took longer than initially scheduled, in May 2003 the CPUC approved
SCE's request to establish a memorandum account to track the revenue requirement increase during the
period between May 22,2003 (the date a final CPUC decision was originally scheduled to be issued) and
the date a final decision is ultimately adopted. The revenue requirement approved in the final GRC
decision will be effective retroactive to May 22,2003. Any balance in the GRC memorandum account
authorized by the CPUC would be recovered in rates beginning in 2004, together with the combined
revenue requirement authorized by the CPUC in the GRC decision for 2003 and 2004.

Hearings to address revenue allocation and rate design issues have been continued until after the CPUC
issues a decision on SCE's revenue requirement. Due to the implementation of SCE's $1.2 billion
customer rate-reduction plan, rate design changes will not be effective until August 2004, at the earliest.
Until SCE's 2003 GRC is implemented, SCE's revenue requirement related to distribution operations is
determined through a performance-based rate-making (PBR) mechanism.

Electric Line Maintenance Practices Proceeding

In August 2001, the CPUC issued an order instituting investigation regarding SCE's overhead and
underground electric line maintenance practices. The order was based on a report issued by the CPUC's
Consumer Protection and Safety Division, which alleged a pattern of noncompliance with the CPUC's
general orders for the maintenance of electric lines for 1998-2000. The order also alleged that
noncompliant conditions were involved in 37 accidents resulting in death, serious injury or property
damage. The Consumer Protection and Safety Division identified 4,817 alleged violations of the general
orders during the threc-year period; and the order put SCE on notice that it could be subject to a penalty
of between S500 and $20,000 for each violation or accident. In its opening brief on October 21, 2002, the
Consumer Protection and Safety Division recommended that SCE be assessed a penalty of $97 million.

On June 19, 2003, a CPUC administrative law judge issued a presiding officer's decision on the
Consumer Protection and Safety Division report. The decision did the following:

* Fined SCE $576,000 for 2% of the alleged violations involving death, injury or property damage,
failure to identify unsafe conditions or exceeding required inspection intervals. The decision did not
find that any of the alleged violations compromised the integrity or safety of SCE's electric system or
were excessive compared to other utilities.

* Ordered SCE to consult with the Consumer Protection and Safety Division and refine SCE's
maintenance priority system consistent with the decision.

* Adopted an interpretation that all SCE's nonconformances with the CPUC's general orders for the
maintenance of electric lines arc violations subject to potential penalty.
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On July 21,2003, SCE filed an appeal with the CPUC challenging, among other things, the decision's
interpretation of nonconformance. The Consumer Protection and Safety Division also appealed,
challenging the fact that the decision did not penalize SCE for 4,721 of the 4,817 alleged violations.
A final decision is scheduled to be issued on March 16, 2004.

Transmission Rate Case

In July 2000, the FERC issued a decision in SCE's 1998 transmission rate casc in which it ordered a
reduction of approximately $38 million to SCE's requested annual transmission revenue requirement of
$213 million. In the decision, the FERC rejected SCE's proposed method for allocating overhead costs
between transmission and distribution operations, which accounted for approximately S24 million of the
$38 million reduction. After the FERC decision, SCE sought recovery in distribution rates from the
CPUC. In third quarter 2003, the CPUC authorized recovery of $133 million of overhead costs for the
period April 1, 1998 to August 31,2002, and SCE credited this amount to provisions for regulatory
adjustment clauses - net in the consolidated statements of income. On September 22, 2003, the ORA
applied for rehearing of the matter. On February 11,2004, the CPUC denied the ORA's request and
reaffirmed its decision authorizing recovery.

Wfholesale Electricity and Natural Gas Markets

In 2000, the FERC initiated an investigation into the justness and reasonableness of rates charged by
sellers of electricity in the Califomia Power Exchangc (PX)/ ISO markets. On March 26,2003, the FERC
staff issued a report concluding that there had been pervasive gaming and market manipulation of both the
electric and natural gas markets in California and on the West Coast during 2000-2001 and describing
many of the techniques and effects of that market manipulation. SCE is participating in several related
proceedings seeking recovery of refunds from sellers of electricity and natural gas who manipulated the
electric and natural gas markets. Under the 2001 CPUC settlement agreement, mentioned in "-

Generation and Power Procurement-CPUC Litigation Settlement Agreement," 90% of any refunds
actually realized by SCE will be refunded to customers, except for the El Paso Natural Gas Company
settlement agreement discussed below.

El Paso Natural Gas Company entered into a settlement agreement with parties to a class action lawsuit
(including SCE, PG&E and the State of California) settling claims stated in proceedings at the FERC and
in San Diego County Superior Court that El Paso Natural Gas Company had manipulated interstate
capacity and engaged in other anticompetitive behavior in the natural gas markets in order to unlawfully
raise gas prices at the California border in 2000-2001. The San Diego County Superior Court approved
the settlement on December 5, 2003. Notice of appeal of that judgment was filed by a party to the action
on February 6,2004. Accordingly, until the appeal is resolved, the judgment is not final and no refunds
will be paid. Pursuant to a CPUC decision, SCE will refund to customers any amounts received under the
terms of the El Paso Natural Gas Company settlement (net of legal and consulting costs) through its
ERRA mechanism. In addition, amounts El Paso Natural Gas Company refunds to the CDWR will result
in equivalent reductions in the CDWR's revenue requirement allocated to SCE.

On February 24,2004, SCE and PG&E entered into a settlement agreement with The Williams Cos. and
Williams Power Company, providing for approximately $140 million in refunds against some of
Williams' power charges in 2000-2001. The allocation of refunds under the settlement agreement has not
been determined. The settlement is subject to the approval of the FERC, the CPUC and the PG&E
bankruptcy court.
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Other Regulatory Matters

Catastrophic Event Mlemorandum Account

Thc catastrophic event memorandum account (CEMA) is a CPUC-authorized mechanism that allows SCE
to immediately start the tracking of all of its incremental costs associated with declared disasters or
emergencies and to subsequently receive rate recovery of its reasonably incurred costs upon CPUC
approval. Incremental costs associated with restoring utility service; repairing, replacing or restoring
damaged utility facilities; and complying with governmental agency orders arc tracked in the CEMA.
SCE currently has a CEMA for the bark beetle emergency and initiated a second CEMA associated with
the fires that occurred in SCE territory in October 2003. Costs tracked through the CEMA mechanism are
expected to be recovered in future rates with no impact on earnings. However, cash flow will be impacted
due to the timing difference between expenditures and rate recovery.

Bark Beetle CEMA

On March 7,2003, the Governor of California issued a proclamation declaring a state of emergency in
Riverside, San Bernardino and San Diego counties where an infestation of bark beetles has created the
potential for catastrophic forest fires. The proclamation requested that the CPUC direct utilities with
transmission lines in these three counties to ensure that all dead, dying and diseased trees and vegetation
are completely cleared from their utility rights-of-way to mitigate the potential fire damage. SCE
estimates that it may incur several hundred million dollars in incremental expenses over the next several
years to remove over 350,000 of these trees. This cost estimate is subject to significant change,
depending on a number of evolving circumstances, including, but not limited to the spread of the bark
beetle infestation, the speed at which trees can be removed, and tree disposal costs. In 2003, SCE
removed approximately 26,000 dead or dying trees at an incremental expense of approximately
S18 million which has been reflected in the CEMA as of December31, 2003. SCE expects to submit an
advice filing with the CPUC in the first quarter of 2004 to recover these costs. SCE estimates that it will
spend up to $150 million on this project in 2004.

Firc-Related CEMA

During the last two weeks of October 2003, wildfires damaged SCE's electrical infrastructure, primarily
in the San Bernardino Mountains of Southern California where an estimated 1,500 power poles and
220 transformers were damaged or downed. SCE notified the CPUC that it initiated a CEMA on
October 21, 2003 to track the incremental costs to repair and restore its infrastructure. These costs are
estimated to be approximately S30 million. The balance in this CEMA account is approximately
$9 million as of December 31, 2003.

Holding Company Proceeding

In April 2001, the CPUC issued an order instituting investigation that reopened the past CPUC decisions
authorizing utilities to form holding companies and initiated an investigation into, among other things:
(I) whether the holding companies violated CPUC requirements to give first priority to the capital needs
of their respective utility subsidiaries; (2) any additional suspected violations of laws or CPUC rules and
decisions; and (3) whether additional rules, conditions, or other changes to the holding company decisions
are necessary.

On January 9, 2002, the CPUC issued an interim decision interpreting the CPUC requirement that the
holding companies give first priority to the capital needs of their respective utility subsidiaries. The
decision stated that, at least under certain circumstances, holding companies are required to infuse all
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types of capital into their respective utility subsidiaries when necessary to fulfill the utility's obligation to
serve its customers. The decision did not determine whether any of the utility holding companies had
violated this requirement, reserving such a determination for a later phase of the proceedings. On
February I 1,2002, SCE and Edison International filed an application before the CPUC for rehearing of
the decision. On July 17, 2002, the CPUC affirmed its earlier decision on the first priority requirement
and also denied Edison International's request for a rehearing of the CPUC's determination that it had
jurisdiction over Edison International in this proceeding. On August 21, 2002, Edison International and
SCE jointly filed a petition in California state court requesting a review of the CPUC's decisions with
regard to first priority requirements, and Edison International filed a petition for a review of the CPUC
decision asserting jurisdiction over holding companies. PG&E and SDG&E and their respective holding
companies filed similar challenges, and all cases have been transferred to the First District Court of
Appeals in San Francisco. On November 26,2003, the Court of Appeals issued an order indicating it
would hear the cases but did not decide the merits of the petitions. Oral argument was held before the
Court of Appeals on March 5, 2004, and the Court of Appeals is expected to rule within 90 days.

Investigation Regarding Performance Incentives Rewards

SCE is eligible under its CPUC-approved PBR mechanism to earn rewards or penalties based on its
performance in comparison to CPUC-approved standards of reliability, customer satisfaction, and
employee safety. SCE received two letters over the last year from anonymous employees alleging that
personnel in the service planning group of SCE's transmission and distribution business unit altered or
omitted data in attempts to influence the outcome of customer satisfaction surveys conducted by an
independent survey organization. The results of these surveys are used, along with other factors, to
determine the amounts of any incentive rewards or penalties to SCE under the PBR provisions for
customer satisfaction. SCE is conducting an internal investigation and has determined that some
wrongdoing by a number of the service planning employees has occurred. SCE has informed the CPUC
of its findings to date, and will continue to inform the CPUC of developments as the investigation
progresses. SCE anticipates that, after the investigation is completed, there may be CPUC proceedings to
determine whether any portion of past and potential rewards for customer satisfaction should be refunded
or disallowed. It also is possible that penalties could be imposed. SCE recorded aggregate customer
satisfaction rewards of S28 million for the years 1998, 1999, and 2000. Potential customer satisfaction
rewards aggregating S10 million for 2001 and 2002 arc pending before the CPUC and have not been
recognized in income by SCE. SCE also had anticipated that it could be eligible for customer satisfaction
rewards of about SI 0 million for 2003. SCE has not yet been able to determine whether or to what extent
employee misconduct has compromised the surveys that are the basis for a portion of the awards.
Accordingly, SCE cannot predict with certainty the outcome of this matter. SCE plans to complete its
investigation as quickly as possible and cooperate fully with the CPUC in taking appropriate remedial
action.

OTHER DEVELOPMENTS

Electric and Magnetic Fields

Electric and magnetic fields naturally result from the generation, transmission, distribution and use of
electricity. Since the 1970s, concerns have been raised about the potential health effects of electric and
magnetic fields. After 30 years of research, a health hazard has not been established to exist. Potentially
important public health questions remain about whether there is a link between electric and magnetic
fields exposures in homes or work and some diseases, and because of these questions, some health
authorities have identified electric and magnetic fields exposures as a possible human carcinogen.
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In October 2002, the California Department of Health Services relcased to the CPUC and the public its
report evaluating the possible risks from electric and magnetic fields. The conclusions in the report of the
California Department of Health Services contrast with other recent reports by authoritative health
agencies in that the California Department of Health Services has assigned a substantially higher
probability to the possibility that there is a causal connection between electric and magnetic fields
exposures and a number of diseases and conditions, including childhood leukemia, adult leukemia,
amyotrophic lateral sclerosis, and miscarriages.

It is not yet clear what actions the CPUC will take to respond to the report of the California Department
of Health Services and to the recent electric and magnetic fields reports by other health authorities such as
the National Institute of Environmental Health Sciences, the World Health Organization's International
Agency for Research on Cancer, and the United Kingdom's National Radiation Protection Board.
Possible outcomes may include continuation of current policies or imposition of more stringent policies to
implement greater reductions in electric and magnetic fields exposures. The costs of these different
outcomes are unknown at this time.

Employee Compensation and Benefit Plans

On July 31, 2003, a federal district court held that the formula used in a cash balance pension plan created
by International Business Machine Corporation (IBM) in 1999 violated the age discrimination provisions
of the Employee Retirement Income Security Act of 1974. In its decision, the federal district court set
forth a standard for cash balance pension plans. This decision, however, conflicts with the decisions from
two other federal district courts and with the proposed regulations for cash balance pension plans issued
by the Internal Revenue Service in December 2002. On February 12, 2004, the same federal district court
ruled that IBM must make back payments to workers covered under this plan. IBM has indicated that it
will appeal both decisions to the United States Court of Appeals for the Seventh Circuit. The formula for
SCE's cash balance pension plan does not meet the standard set forth in the federal district court's
July 31, 2003 decision. SCE cannot predict with certainty the effect of the two IBM decisions on SCE's
cash balance pension plan.

Environmental Matters

SCE is subject to numerous environmental laws and regulations, which require it to incur substantial costs
to operate existing facilities, construct and operate new facilities, and mitigate or remove the effect of past
operations on the environment.

Environmental Remediation

SCE records its environmental remediation liabilities when site assessments and/or remedial actions are
probable and a range of reasonably likely cleanup costs can be estimated. SCE reviews its sites and
measures the liability quarterly, by assessing a range of reasonably likely costs for each identified site
using currently available information, including existing technology, presently enacted laws and
regulations, experience gained at similar sites, and the probable level of involvement and financial
condition of other potentially responsible parties. These estimates include costs for site investigations,
remediation, operations and maintenance, monitoring and site closure. Unless there is a probable amount,
SCE records the lower end of this reasonably likely range of costs (classified as other long-term
liabilities) at undiscounted amounts.

SCE's recorded estimated minimum liability to remediate its 26 identified sites is $92 million. In third
quarter 2003, SCE sold certain oil storage and pipeline facilities. This sale caused a reduction in SCE's
recorded estimated minimum environmental liability. The ultimate costs to clean up SCE's identified
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sites may vary from its recorded liability due to numerous uncertainties inherent in the estimation process,
such as: the extent and nature of contamination; the scarcity of reliable data for identified sites; the
varying costs of alternative cleanup methods; developments resulting from investigatory studies; the
possibility of identifying additional sites; and the time periods over which site rerndiation is expected to
occur. SCE believes that, due to these uncertainties, it is reasonably possible that cleanup costs could
exceed its recorded liability by up to $238 million. The upper limit of this range of costs was estimated
using assumptions least favorable to SCE among a range of reasonably possible outcomes.

The CPUC allows SCE to recover environmental remediation costs at certain sites, representing
$34 million of its recorded liability, through an incentive mechanism (SCE may request to include
additional sites). Under this mechanism, SCE will recover 90% of cleanup costs through customer rates;
shareholders fund the remaining 10%, with the opportunity to recover these costs from insurance carriers
and other third parties. SCE has successfully settled insurance claims with all responsible carriers. SCE
expects to recover costs incurred at its remaining sites through customer rates. SCE has recorded a
regulatory asset of S7 1 million for its estimated minimum environmental-cleanup costs expected to be
recovered through customer rates.

SCE's identified sites include several sites for which there is a lack of currently available information,
including the nature and magnitude of contamination and the extent, if any, that SCE may be held
responsible for contributing to any costs incurred for remcdiating these sites. Thus, no reasonable
estimate of cleanup costs can be made for these sites.

SCE expects to clean up its identified sites over a period of up to 30 years. Remcediation costs in each of
the next several years are expected to range from $13 million to $25 million. Recorded costs for 2003
were $14 million.

Based on currently available information, SCE believes it is unlikely that it will incur amounts in excess
of the upper limit of the estimated range for its identified sites and, based upon the CPUC's regulatory
treatment of environmental remediation costs, SCE believes that costs ultimately recorded will not
materially affect its results of operations or financial position. There can be no assurance, however, that
future developments, including additional information about existing sites or the identification of new
sites, will not require material revisions to such estimates.

Clean Air Act

The Clean Air Act requires power producers to have emissions allowances to emit sulfur dioxide. Power
companies receive emissions allowances from the federal government and may bank or sell excess
allowances. SCE expects to have excess allowances under Phase II of the Clean Air Act (2000 and later).

In 1999, SCE and other co-owncrs of Mohave entered into a consent decree to resolve a federal court
lawsuit that had been filed alleging violations of various emissions limits. This decree, approved by a
federal court in December 1999, required certain modifications to the plant in order for it to continue to
operate beyond 2005 to comply with the Clean Air Act.

SCE's share of the costs of complying with the consent decree and taking other actions to continue
operation of Mohave beyond 2005 is estimated to be approximately $605 million. SCE has received from
the State of Nevada a permit to install the necessary pollution-control equipment. However, SCE has
suspended its efforts to seek CPUC approval to install the Mohave pollution-control equipment because it
has not obtained reasonable assurance of adequate coal and water supplies for operating Mohave beyond
2005. Unless adequate coal and water supplies arc obtained, it will become necessary to shut down
Mohave after December 31, 2005. If the station is shut down at that time, the shutdown is not
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expected to have a material adverse impact on SCE's financial position or results of operations, assuming
the remaining book value of the station (approximately $24 million as of December 31, 2003) and the
related regulatory asset (approximately $66 million as of December 31, 2003), and plant closure and
decommissioning-rclated costs are recoverable in future rates. SCE cannot predict with certainty what
effect any future actions by the CPUC may have on this matter. See "Regulatory Mattcrs-Generation
and Power Procurement-Mohave Gcnerating Station and Relatcd Proceedings" for further discussion of
the Mohave issues.

SCE's facilities are subject to the Clean Air Act's new source review (NSR) requirements related to
modifications of air emissions sources at electric generating stations. Over the past five years, the United
States Environmental Protection Agency (EPA) has initiated investigations of numerous electric utilities
sccking to determine whether these utilities engaged in activities in violation of the NSR requirements,
brought enforcement actions against some of those utilities, and reached settlements with some of those
utilities. EPA has made information requests concerning SCE's Four Corners station. Other than this
request for information, no enforcement-related proceedings have been initiated against any SCE facilities
by EPA relating to NSR compliance.

Over this same period, EPA has proposed several regulatory changes to NSR requirements that would
clarify and provide greater guidance to the utility industry as to what activities can be undertaken without
triggering the NSR requirements. Several of these regulatory changes have been challenged in the courts.
As a result of these developments, EPA's enforcement policy on alleged NSR violations is currently
uncertain.

Thcsc developments will continue to be monitored by SCE to assess what implications, if any, they will
have on the operation of domestic power plants owned or operated by SCE, or the impact on SCE's
results of operations or financial position.

SCE's projected cnvironmental capital expenditures arc $2.3 billion, including the $605 million for
Mohave discussed above for the 2004-2008 period, mainly for undergrounding certain transmission and
distribution lines.

Federal Income Taxes

In August 2002, Edison International received a notice from the Internal Revenue Service asserting
deficiencies in federal corporate income taxes for its 1994 to 1996 tax years. Included in these amounts
are deficiencies asserted against SCE. Substantially all of SCE's tax deficiencies arc timing differences
and, therefore, amounts ultimately paid (exclusive of interest and penalties), if any, would benefit SCE as
future tax deductions. SCE believes that it has meritorious legal defenses to those deficiencies and
believes that the ultimate outcome of this matter will not result in a material impact on SCE's
consolidated results of operations or financial position.

Navajo Nation Litigation

In June 1999, the Navajo Nation filed a complaint in the United States District Court for the District of
Columbia (D.C. District Court) against Peabody Holding Company (Peabody) and certain of its affiliates,
Salt River Project Agricultural Improvement and Power District, and SCE arising out of the coal supply
agreement for Mohave. The complaint asserts claims for, among other things, violations of the federal
Racketeer Influenced and Corrupt Organizations statute, interference with fiduciary duties and contractual
relations, fraudulent misrepresentation by nondisclosure, and various contract-related claims. The
complaint claims that the defendants' actions prevented the Navajo Nation from obtaining the full value
in royalty rates for the coal. The complaint seeks damages of not less than $600 million, trebling of
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that amount, and punitive damages of not less than $1 billion, as well as a declaration that Peabody's
lease and contract rights to mine coal on Navajo Nation lands should be terminated. SCEjoined
Peabody's motion to strike the Navajo Nation's complaint. In addition, SCE and other defendants filed
motions to dismiss.

Some of the issues included in this case were addressed by the United States Supreme Court in a separate
legal proceeding filed by the Navajo Nation in the Court of Federal Claims against the United States
Department of Interior. In that action, the Navajo Nation claimed that the Government breached its fiduciary
duty concerning negotiations relating to the coal lease involved in the Navajo Nation's lawsuit against SCE
and Peabody. On March 4,2003, the Supreme Court concluded, by majority decision, that there was no
breach of a fiduciary duty and that the Navajo Nation did not have a right to relief against the Government.
Based on the Supreme Court's analysis, on April 28,2003, SCE filed a motion to dismiss or, in the
alternative, for summary judgment in the D.C. District Court action. The motion remains pending.

The Federal Circuit Court of Appeals, acting on a suggestion on remand filed by the Navajo Nation, held
in a October 24, 2003 decision that the Supreme Court's March 24, 2003 decision was focused on three
specific statutes or regulations and therefore did not address the question of whether a network of other
statutes, treaties and regulations imposed judicially enforceable fiduciary duties on the United States
during the time period in question. The Government and the Navajo Nation both filed petitions for
rehearing of the October 24, 2003 Court of Appeals decision. Both petitions were denied on March 9,
2004.

SCE cannot predict with certainty the outcome of the 1999 Navajo Nation's complaint against SCE, the
impact of the Supreme Court's decision in the Navajo Nation's suit against the Government on this
complaint, or the impact of the complaint on the operation of Mohave beyond 2005.

San Onofre Steam Generators

Like other nuclear power plants with steam generators of the same design and material properties, San
Onofre Units 2 and 3 have experienced degradation in their steam generators. Based on industry
experience and analysis of recent inspection data, SCE has determined that the existing San Onofre Unit 2
and 3 steam generators may not enable continued reliable operation of the units beyond their scheduled
refueling outages in 2009-2010. SCE currently estimates that the cost of replacing the steam generators
would be about $680 million, of which SCE's 75% sharewould be about $510 million. On February 27,
2004, SCE asked the CPUC to issue a decision by July 2005 finding that it is reasonable for SCE to
replace the San Onofre Unit 2 and 3 steam generators and establishing appropriate ratemaking for the
replacement costs. In its application, SCE stated that the San Onofre operating agreement requires
unanimous approval of all co-owners for the costs of the steam generator replacement to be included in
the capital budget for Units 2 and 3 and, therefore, SCE must have the approval of its co-owners to go
forward as planned, which approval currently is lacking. Because SCE will need to enter into
commitments in 2004 to obtain timely delivery of replacement steam generators, SCE also asked the
CPUC to create a memorandum account by September 2004 for SCE to recover initial costs of up to
S50 million if the replacement project ultimately is not approved by the CPUC or co-owner approval is
not obtained. If the CPUC finds investment in the steam generators to be reasonable and cost effective
and the steam generator replacement takes place, SCE's investment should be reflected in retail rates for
recovery over the remaining useful life of the plants. SCE currently does not expect that it would proceed
with replacement of the San Onofre Units 2 and 3 steam generators without CPUC approval of reasonable
cost recovery.
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Palo Vcrde Steam Generators

The steam generators at the Palo Verde Nuclear Generating Station (Palo Verde), in which SCE owns a
15.8% interest, have the same design and material properties as the San Onofre units. During 2003, the
Palo Verde Unit 2 steam generators were replaced. In addition, the Palo Verde owners have approved the
manufacture of two additional sets of steam generators for installation in Units I and 3. The Palo Verde
owners expect that these steam generators will be installed in Units I and 3 in the 2005 to 2008 time
frame. SCE's share of the costs of manufacturing and installing all the replacement steam generators at
Palo Verde is estimated to be about $110 million; SCE plans to seek recovery of that amount through the
rate-making process.

RESULTS OF OPERATIONS AND HISTORICAL CASH FLOW ANALYSIS

The following subsections of "Results of Operations and Historical Cash Flow Analysis" provide a
discussion on the changes in various line items presented on the Consolidated Statements of Income as
well as a discussion of the changes on the Consolidated Statement of Cash Flows.

Results of Operations

Earningsfrom Continuing Operations

SCE earnings from continuing operations in 2003 were $882 million, compared to earnings of
$1.2 billion in 2002 and earnings of $2.4 billion in 2001. SCE's 2002 earnings included a $480 million
benefit related to the implementation of the CPUC URG decision. SCE's 2001 earnings included a
$2.1 billion (after tax) benefit resulting from the reestablishment of procurcment-relatcd regulatory assets
and liabilities as a result of the PROACT resolution and recovery of $178 million (after tax) of previously
written off generation-related regulatory assets, partially offset by $328 million (after tax) of net
undercollected transition costs incurred between January and August 2001. Excluding the $480 million
benefit in 2002 and the net $2.0 billion benefit in 2001, SCE's earnings from continuing operations werc
$767 million in 2002 and S408 million in 2001. The SI 15 million increase between 2003 and 2002
results from the net effect of the resolution of several regulatory proceedings in 2003 and 2002. The 2003
proceedings include the CPUC decision on the allocation of certain costs between state and federal
regulatory jurisdictions, tax impacts from the FERC rate case, and the final disposition of the PROACT
which had been created to record the recovery of SCE's procurement-related obligations. The positive
effects of these factors on 2003 earnings were partially offset by the implementation in 2002 of the
CPUC's URG decision and PBR rewards received in 2002. SCE's results also included higher
depreciation expense and lower net interest income, partially offset by higher FERC and PBR revenue.
The $359 million increase between 2002 and 2001 primarily reflects increased revenue resulting from the
CPUC's 2002 decision in SCE's PBR proceeding, increased earnings from SCE's larger rate base in 2002
compared to 2001, lower interest expense, PBR rewards from prior years and increased income from San
Onofre Nuclear Generating Station (San Onofre) Units 2 and 3. The increase was partially offset by
higher operating and maintenance expense.

Based on the CPUC's January 23, 2002 PROACT resolution, SCE was able to conclude that $3.6 billion
in regulatory assets previously written off were probable of recovery through the rate-making process as
of December 31, 2001. As a result, SCE's December 31, 2001 consolidated income statement included a
S3.6 billion credit to provisions for regulatory adjustment clauses and a S1.5 billion charge to income tax
expense, to reflect the $2.1 billion (after tax) credit to earnings.
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Operating Revenue

SCE's retail sales represented approximately 91%, 96% and 94% of operating revenue in 2003, 2002, and
2001, respectively. Duc to warmer weather during the summer months, operating revenue during the
third quarter of each year is significantly higher than other quarters.

The following table sets forth the major changes in operating revenue:

In millions Year ended December 31, 2003 vs. 2002 2002 vs. 2001
Operating revenue

Rate changes (including surcharges) S (677) S 563
Direct access credit 471 (604)
Sales volume changes (60) 696
Sales for resale 394 (11)
Other 20 (64)

Total S 148 $ 580

Total operating revenue increased by $148 million in 2003 (as shown in the table above). The reduction
in operating revenue due to rate changes resulted from the implementation of a CPUC-approved customer
rate-reduction plan effective August 1, 2003, partially offset by the recognition of revenue from the
CPUC-authorized temporary surcharge collected in 2002, used to recover costs incurred in 2003 (see
"Regulatory Matters-Generation and Power Procurement-Temporary Surcharges"). The increase in
operating revenue due to direct access credits resulted from a net 1 0-per-kWh decrease in credits given to
direct access customers. The reduction in electric revenue resulting from changes in sales volume was
mainly due to an increase in the amount allocated to the CDWR for bond and direct access exit fees (see
discussion below), partially offset by an increase in kWh sold due to warmer weather in 2003 as
compared to 2002. Sales for resale revenue increased due to a greater amount of excess energy at SCE in
2003 as compared to 2002. As a result of CDWR contracts allocated to SCE, excess energy from SCE
sources may exist at certain times and is resold in the energy markets.

Operating revenue increased by S580 million in 2002 as compared to 2001 (as shown in the table above).
The increase in operating revenue due to rate changes resulted from a 30-per-kWh surcharge authorized
by the CPUC as of March 27, 2001. The decrease in operating revenue due to direct access credits
resulted from an increase in credits given to direct access customers due to a significant increase in the
number of direct access customers. The increase in operating revenue resulting from changes in sales
volume was primarily due to SCE providing its customers with a greater volume of energy generated
from its own generating plants and power-purchase contracts, rather than the CDWR purchasing power
on behalf of SCE's customers.

Amounts SCE bills and collects from its customers for electric power purchased and sold by the CDWR
to SCE's customers (beginning January 17, 2001), CDWR bond-related costs (beginning November 15,
2002) and direct access exit fees (beginning January 1,2003) are remitted to the CDWR and are not
recognized as revenue by SCE. These amounts were $1.7 billion, $1.4 billion, and $2.0 billion for the
years ended December 31, 2003, 2002, and 2001, respectively.

Operating Expenses

Fuel expense increased in 2002 primarily due to fuel related costs SCE related to a payment received under a
settlement agreement with Peabody associated with Mohave.
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Purchased-power expense increased in 2003 and decreased in 2002. The 2003 increase was mainly due to
higher expenses resulting from SCE's resumption of power procurement on January 1,2003. The higher
expenses resulted from an increase in the number of bilateral contracts entered into during 2003 and an
increase in energy purchased in 2003. The increase also includes higher expenses related to power
purchased from QFs, mainly due to higher spot natural gas prices in 2003 as compared to 2002. The 2002
decrease resulted primarily from lower expenses related to power purchased from QFs, bilateral contracts
and interutility contracts, mainly due to lower spot natural gas prices in 2002 as compared to 2001. In
addition, the decrease reflects the absence of PX/IS0 purchased-powcr expense after mid-January 2001.

Federal law and CPUC orders required SCE to enter into contracts to purchase power from QFs at
CPUC-mandated prices. These contracts expire on various dates through 2025. Energy payments to gas-
fired cogeneration QFs are generally tied to spot natural gas prices. Effective May 2002, energy
payments for most renewable QFs were converted to a fixed price of 5.370-per-kWh, compared with an
average of 3.1 -per-kWh during the period of January and April 2002. During 2003, spot natural gas
prices were higher compared to the same period in 2002. During 2002, spot natural gas prices were
significantly lower than the same periods in 2001.

Provisions for regulatory adjustment clauses - net decreased in 2003 and increased in 2002. The 2003
decrease was mainly due to lower ovcrcollections used to recover the PROACT balance, the implementation
of the CPUC-authorized customer rate-reduction plan, a net increase in energy procurement costs and
favorable resolution of several regulatory proceedings. The 2003 proceedings include the CPUC decision on
the allocation of certain costs between state and federal regulatory jurisdictions and the final disposition of
the PROACT. The decrease was partially offset by the implementation of the CPUC decision related to
URG and the PBR mechanism, as well as the impact of other regulatory actions recorded in 2002. The 2002
increase was primarily due to the establishment of the PROACT regulatory asset in 2001, ovcrcollections
used to recover the PROACT balance and revenue collected to recover the rate reduction bond regulatory
asset, partially offset by the impact of SCE's implementation of the CPUC decision related to URG and the
PBR mechanism, as well as the impact of other regulatory actions.

As a result of the URG decision received in 2002, SCE reestablished regulatory assets previously written off
(approximately S1 .1 billion) related to its nuclear plant investments, purchased-power settlements and flow-
through taxes, and decreased the PROACT balance by $256 million, all retroactive to January 1,2002. The
impact of the URG decision is reflected in the 2002 financial statements as a credit (decrease) to the
provisions for regulatory adjustment clauses of $644 million, partially offset by an increase in deferred
income tax expense ofS164 million, for a nct credit to earnings of S480 million. As a result of the CPUC
decision that modified the PBR mechanism, SCE recorded a $136 million credit (decrease) to the provisions
for regulatory adjustment clauses in the second quarter of 2002, to reflect undercollections in CPUC-
authorized revenue resulting from changes in retail rates.

Other operating and maintenance expense increase in 2003 was mainly due to higher health-care costs,
higher spending on certain CPUC-authorized programs, higher transmission access charges and costs
incurred in 2003 related to the removal of dead, dying and diseased trees and vegetation associated with the
bark beetle infestation (see "Regulatory Matters-Other Regulatory Matters-Catastrophic Event
Memorandum Account"). Other operation and maintenance expense increase in 2002 was primarily due to
the San Onofre Unit 2 refueling outage in 2002, increases in transmission and distribution maintenance and
inspection activities, and temporary cost containment efforts that took place in 2001. The 2002 increases
were partially offset by lower expenses related to balancing accounts.

Depreciation, decommissioning and amortization expense increased in both 2003 and 2002. Thc 2003
increase was mainly due to an increase in depreciation expense associated with additions to transmission
and distribution assets and an increasAe in nuclear decommissioning expense. The 2003 increase was
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partially offset by a change in the amortization period for San Onofrc recorded in thc third quarter of
2002 based on the implementation of a CPUC decision. The increase in 2002 was mainly due to an
increase in depreciation expense associated with SCE's additions to transmission and distribution assets
and an increase in SCE's nuclear decommissioning expense. A 1994 CPUC decision allowed SCE to
accelerate the recovery of its nuclear-rclated assets while deferring the recovery of its distribution-related
assets for the same amount. Beginning in January 2002, the CPUC approved the commencement of
recovery of SCE's deferred distribution assets. In addition, the increases reflect amortization expense on
the nuclear regulatory asset reestablished during second quarter 2002 based on the URG decision.

Other Income and Deductions

Interest and dividend income decreased in 2003 and increased in 2002. The 2003 decrease was mainly
due to lower interest income on the PROACT balance as well as lower interest income from lower
average cash balances, compared to the same period in 2002. The 2002 increase was mainly due to the
interest income earned on the PROACT balance. The 2002 increase was partially offset by lower interest
income due to lower average cash balances and lower interest rates during 2002, as compared to 2001.

Other nonoperating income decreased slightly in 2003 and increased in 2002. The 2003 decrease was
mainly due to property condemnation settlements received in 2002, with no comparable settlements
reccivcd in 2003, almost entirely offset by the recognition of 2000 and 2001 Palo Vcrde performance
rewards approved by the CPUC during 2003. The 2002 increase was primarily due to property
condemnation settlements received, partially offset by PBR incentive awards for 1999 and 2000, which
were approved by the CPUC and recorded in 2001.

Interest expense - net of amounts capitalized decreased in both 2003 and 2002. The 2003 decrease was
due to lower interest expense at SCE due to the accrual of interest in 2002 related to the 2001 and early
2002 suspension of payments for purchased power (these suspended payments were paid in March 2002),
as well as lower interest expense on long-term debt resulting from the early retirement of debt. Interest
expense - net in 2003 reflects a change in the classification of dividend payments on preferred securities
to interest expense - net from dividends on preferred securities. Effective July 1, 2003, dividend
payments on preferred securities subject to mandatory redemption arc included as interest expense based
on the adoption of a new accounting standard. The new standard did not allow for prior period
restatements, therefore dividends on preferred securities subject to mandatory redemption for the first six
months of 2003 arc not included in interest expense - net of amounts capitalized in the consolidated
statements of income. The 2002 decrease is mainly due to lower short-term debt balances in 2002,
compared to 2001 and lower interest expense related to the suspension of payments for purchased power
during 2001, which were subsequently paid in early 2002. The 2002 decrease was partially offset by an
increase in interest expense on long-term debt due to higher long-term debt balances in 2002, compared to
2001.

Other nonoperating deductions increased in 2003 and decreased in 2002. The variance in both 2003 and
2002 was primarily due to the reversal of accruals for regulatory matters in 2002.

Income Taxes

Income taxes decreased in both 2003 and 2002. The 2003 and 2002 decrease was primarily due to
reductions in pre-tax income and the favorable resolution of tax audit issues. The 2003 decrease also
resulted from the favorable resolution of a FERC rate case. The 2002 decrease also resulted from the
reestablishment of tax-related regulatory assets upon implementation of the URG decision.
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SCE's federal and state statutory tax rate was 40.551% for all years presented. The lower effective tax
rate of 30.5% rcalizcd in 2003 was primarily due to the resolution of a FERC rate case and recording the
benefit of favorable resolution of tax audit issues. The lower effective tax rate of 34% realized in 2002
was primarily due to the reestablishment of tax-related regulatory assets upon implementation of the URG
decision as well as favorable resolution of tax audit issues.

Earningsfrom Discontinued Operations

SCE's earnings from discontinued operations in 2003, included a $44 million (after-tax) gain on the sale
of SCE's fuel oil pipeline business and operating results of S6 million.

Historical Cash Flow Analysis

Cash Flowsfrom Operating Activities

Net cash provided by operating activities was S2.7 billion in 2003, $631 million in 2002 and $3.3 billion
in 2001. The 2003 increase was mainly due to the March 2002 repayment of past-due obligations, as well
as the timing of cash receipts and disbursements related to working capital items. The 2002 decrease in
cash provided by operating activities was mainly due to the March 2002 repayment of past-due
obligations, partially offset by higher overcollections used to recover regulatory assets resulting from the
CPUC-approved surcharges (Io per kWh in January 2001 and 30 per kWh in June 2001).

Cash used by operating activities from discontinued operations in 2003 primarily reflects operating
activities at SCE's fuel oil pipeline business.

Cash Flowsfrom Financing Activities

SCE's short-term debt is normally used to finance procurcment-related obligations. Long-term debt is
used mainly to finance the utility's rate base. External financings are influenced by market conditions
and other factors.

SCE's financing activities during 2003 included an exchange offer of S966 million of 8.95% variable rate
notes due November 2003 for $966 million of new series first and refunding mortgage bonds due
February 2007. In addition, during 2003, SCE repaid $125 million of its 6.25% bonds, the outstanding
balance of $300 million of a $600 million one-year term loan due March 3, 2003, $300 million on its
revolving line of credit, and S700 million of a term loan due March 2005. The $700 million term loan
was retired with a cash payment of $500 million and S200 million drawn on a $700 million credit facility
that expires in 2006. SCE's 2003 financing activities also include a dividend payment of S945 million of
equity to Edison International.

During the first quarter of 2002, SCE paid $531 million of matured commercial paper and remarketed
$196 million of the $550 million of pollution-control bonds repurchased during December 2000 and early
2001. Also during the first quarter of 2002, SCE replaced the S 1.65 billion credit facility with a
S 1.6 billion financing and made a payment of $50 million to retire the entire credit facility. Throughout
the year, SCE paid approximately $1.2 billion of maturing long-tcrm debt. The S1.6 billion financing
included a $600 million, one-year term loan due March 3, 2003. SCE prepaid $300 million of this loan in
August 2002.

In December 1997, $2.5 billion of rate reduction notes were issued on behalf of SCE by SCE Funding
LLC, a special purpose entity. These notes were issued to finance the 10% rate reduction mandated by
state law. The proceeds of the rate reduction notes were used by SCE Funding LLC to purchase from
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SCE an enforceable right known as transition property. Transition property is a current property right
created by the electric industry restructuring legislation and a financing order of the CPUC and consists
generally of the right to be paid a specified amount from nonbypassable rates charged to residential and
small commercial customers. The rate reduction notes are being repaid over 10 years through these
nonbypassable residential and small commercial customer rates, which constitute the transition property
purchased by SCE Funding LLC. The remaining series of outstanding rate reduction notes have
scheduled maturities through 2007, with interest rates ranging from 6.38% to 6.42%. The notes are
collateralized by the transition property and are not collateralized by, or payable from, assets of SCE or
Edison International. SCE used the proceeds from the sale of the transition property to retire debt and
equity securities. Although, as required by accounting principles generally accepted in the United States,
SCE Funding LLC is consolidated with SCE and the rate reduction notes are shown as long-term debt in
the consolidated financial statements, SCE Funding LLC is legally separate from SCE. The assets of SCE
Funding LLC are not available to creditors of SCE or Edison International and the transition property is
legally not an asset of SCE or Edison International.

Cash Flowsfrom Investing Activities

Cash flows from investing activities are affected by additions to property and plant and funding of nuclear
decommissioning trusts.

Additions to SCE's property and plant during 2003 were approximately $1.2 billion, primarily for
transmission and distribution assets. Additions to SCE's property and plant during 2002 were
approximately S1.0 billion, primarily for transmission and distribution assets.

Investing cash flows from discontinued operations in 2003 represents the proceeds received from SCE's
sale of its fuel oil pipeline business.

Nuclear decommissioning costs are recovered in utility rates. These costs are expected to be funded from
independent decommissioning trusts that receive SCE contributions of approximately $32 million per
year. The fair value of decommissioning SCE's nuclear power facilities is $2.1 billion as of
December 31, 2003, based on site-specific studies performed in 2001 for San Onofre and Palo Verde. As
of December 31, 2003, the decommissioning trust balance was $2.5 billion. The CPUC has set certain
restrictions related to the investments of these trusts. Contributions to the decommissioning trusts arc
reviewed every three years by the CPUC. The contributions are determined from an analysis of estimated
decommissioning costs, the current value of trust assets and long-term forecasts of cost escalation and
after-tax return on trust investments. Favorable or unfavorable investment performance in a period will
not change the amount of contributions for that period. However, trust performance for the three years
leading up to a CPUC review proceeding will provide input into future contributions. SCE's costs to
decommission San Onofrc Unit I are paid from the nuclear decommissioning trust funds. These
withdrawals from the decommissioning trusts are netted with the contributions to the trust funds in the
Consolidated Statements of Cash Flows.

DISPOSITION AND DISCONTINUED OPERATIONS

On July 10, 2003, the CPUC approved SCE's sale of certain oil storage and pipeline facilities to Pacific
Terminals LLC for $158 million. In third quarter 2003, SCE recorded a S44 million after-tax gain to
shareholders. In accordance with an accounting standard related to the impairment and disposal of long-
lived assets, this oil storage and pipeline facilities unit's results have been accounted for as a discontinued
operation in the 2003 financial statements. Due to immateriality, the results of this unit for prior years have
not been restated and arc reflected as part of continuing operations.
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ACQUISITION

On July 17,2003, SCE signed an option agreement with Sequoia Generating LLC, a subsidiary of
InterGcn, to acquire Mountainview Power Company LLC, the owner of a new 1,054-megawatt,
combined-cyclc, natural gas-fired power plant currently being developed in Redlands, California.
Mountainview Power Company LLC would sell all the output of the power plant to SCE pursuant to a 30-
year tolling powcr-purchase agreement. The power-purchasc agreement would be a cost-based contract
providing for recovery of investment, fixed and variable costs, and a regulated rate of return, over the 30-
year life of the contract. On Dccember 18, 2003, the CPUC approved the Mountainvicw powcr-purchase
agreement, subject to SCE receiving a FERC decision approving the agreement without any modifications
that would have potential rate impacts. On February 25,2004, the FERC granted conditional approval of
the Mountainview power-purchasc agreement. On March 1, 2004, a CPUC administrative law judge
issued a proposed decision that would accept the conditions in the FERC approval of the power-purchase
agreement. The matter is scheduled to be considered by the CPUC at its meeting on March 16,2004. On
February 28, 2004, SCE exercised its option to purchase Mountainvicw Power LLC. SCE currently
anticipates that it will close the purchase before the end of March 2004 and recommence construction of
the project immediately thereafter. SCE estimates that the project will be completed in March 2006 at a
cost of approximately S600 million, excluding financing costs. SCE expects to finance the capital costs
of the project with debt and equity at the utility level consistent with its authorized capital structure.

CRITICAL ACCOUNTING POLICIES

The accounting policies described below are viewed by management as critical because their application
is the most relevant and material to SCE's results of operations and financial position and these policies
require the use of material judgments and estimates.

Asset Impairment

SCE evaluates long-lived assets whenever indicators of potential impairment exist. Accounting standards
require that if the undiscounted expected future cash flow from a company's assets or group of assets
(without interest charges) is less than its carrying value, an asset impairment must be recognized in the
financial statements. The amount of impairment is determined by the difference between the carrying
amount and fair value of the asset.

The assessment of impairment is a critical accounting estimate because significant management judgment
is required to determine: (I) if an indicator of impairment has occurred, (2) how assets should be
grouped, (3) the forecast of undiscounted expected future cash flow over the asset's estimated useful life,
and (4) if an impairment exists, the fair value of the asset or asset group. Factors SCE considers
important, which could trigger an impairment, include operating losses from a project, projected future
operating losses, the financial condition of counterparties, or significant negative industry or economic
trends.

During the fourth quarter of 2002, SCE assessed the impairment of Mohave due to the probability of a
plant shutdown at the end of 2005. Because the expected undiscounted cash flows from the plant during
the years 2003-2005 were less than the $88 million carrying value of the plant as of December 31, 2002,
SCE incurred an impairment charge of $61 million. However, in accordance with accounting principles
for rate regulated companies, this incurred cost was deferred and recorded as a regulatory asset, due to the
expectation that the unrecovered book value of Mohave at the time of shutdown will be recovered
through the rate-making process. See "Regulatory Mattcrs-Gencration and Power Procurement-
Mohave Generating Station and Related Proceedings," and "-Rate Regulated Entcrprises."
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Income Taxes

The accounting standard for income taxes requires the asset and liability approach for financial
accounting and reporting for deferred income taxes. SCE provides deferred income taxes for all
significant income tax temporary differences.

As part of the process of preparing its consolidated financial statements, SCE is required to estimate its
income taxes in each of the jurisdictions in which it operates. This process involves estimating actual current
tax expense together with assessing temporary diffcrences resulting from differing treatment of items, such
as depreciation, for tax and accounting purposes. These differences result in deferred tax assets and
liabilities, which arc included within SCE's consolidated balance sheet. Management continually evaluates
its income tax exposures and provides for allowances and/or rcservcs as deemed necessary.

Pensions and Postretirement Benefits Other Than Pensions

Pension and other postretirement obligations and the related effects on results of operations are calculated
using actuarial models. Two critical assumptions, discount rate and expected return on asscts, arc
important elements of plan expense and liability measurement. Additionally, health care cost trend rates
are critical assumptions for the postretirement health care plan. These critical assumptions arc evaluated
at least annually. Other assumptions, such as retirement, mortality and turnover, arc evaluated
periodically and updated to reflect actual experience.

The discount rate enables SCE to state expected future cash flows at a present value on the measurement
date. At the December 31, 2003 measurement date, SCE used a discount rate of 6% for pensions and
6.25% for postretircment benefits other than pensions (PBOP) that represented the market interest rate for
high-quality fixed income investments.

To determine the expected long-term rate of return on pension plan assets, current and expected asset
allocations arc considered, as well as historical and expected returns on plan assets. The expected rate of
return on plan assets was 8.5% for pensions and 8.2% for PBOP. A portion of PBOP trust asset returns
are subject to taxation, so the 8.2% figure above is determined on an after-tax basis. Actual returns on
pension plan assets were 27.6%, 7.3%, and 10.8% for the one-year, five-year and ten-year periods ended
December 31, 2003, respectively. Actual returns on PBOP plan assets were 26%,2.2%, and 9.1% over
the same periods. Accounting principles provide that differences between expected and actual returns are
recognized over the average future service of employees.

At December 31, 2003, SCE's pension plans included $2.8 billion in projected benefit obligation (PBO),
$2.4 billion in accumulated benefit obligation (ADO) and $2.8 billion in plan assets. A 1% decrease in
the discount rate would increase the PBO by $205 million, and a 1% increase would decrease the PBO by
$ 191 million, with corresponding changes in the A130. A 1% decrease in the expected rate of return on
plan assets would increase pension expense by $22 million.

SCE records pension expense equal to the amount funded to the trusts, as calculated using an actuarial
method required for ratcmaking purposes, in which the impact of market volatility on plan assets is
recognized in earnings on a more gradual basis. Any difference between pension expense calculated in
accordance with ratemaking methods and pension expense or income calculated in accordance with
accounting standards, is accumulated in a regulatory asset or liability, and will, over time, be recovered
from or returned to customers. As of December 31,2003, this cumulative difference amounted to a
regulatory liability of $140 million, meaning that the ratemaking method has resulted in recognizing
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S140 million morc in expense than the accounting method since implementation of the pension
accounting standard in 1987.

Under accounting standards, if the ABO exceeds the market value of plan assets at the measurement date,
the difference may result in a reduction to shareholders' equity through a charge to other comprehensive
income, but would not affect current income. The reduction to other comprehensive income would be
restored through shareholders' equity in future periods to the extent the market value of trust assets
exceeded the ABO.

Scc "Other Dcvelopmcnts-Employee Compensation and Benefit Plans" for information related to SCE's
cash balance pension plan.

At December 31, 2003, SCE's PBOP plan included $2.1 billion in PBO and $ 1.4 billion in plan assets.
Total expense for these plans was $11 7 million for 2003. Increasing the health care cost trend rate by one
percentage point would increase the accumulated obligation as of December 31, 2003 by $305 million
and annual aggregate service and interest costs by $27 million. Decreasing the health care cost trend rate
by one percentage point would decrease the accumulated obligation as of December 31,2003 by S248
million and annual aggregate service and interest costs by S22 million.

On December 8, 2003, President Bush signed the Medicare Prescription Drug, Improvement and
Modernization Act of 2003. The Act authorized a federal subsidy to be provided to plan sponsors for
certain prescription drug benefits under Medicare. SCE has elected to defer accounting for the effects of
the Act until the earlier of the issuance of guidance by the Financial Accounting Standards Board on how
to account for the Act, or the remeasurement of plan assets and obligations subsequent to January 31,
2004. Accordingly, any measures of the accumulated postretirement benefit obligation or net periodic
postretirement benefit expense above do not reflect the effects of the Act on SCE's plan. Specific
authoritative guidance on the accounting for the federal subsidy is pending and that guidance, when
issued, could require SCE to restate previously reported information.

Rate Regulated Enterprises

SCE applies accounting principles for rate-regulated enterprises to the portion of its operations, in which
regulators set rates at levels intended to recover the estimated costs of providing service, plus a return on
capital. Due to timing and other differences in the collection of revenue, these principles allow an
incurred cost that would otherwise be charged to expense by a nonregulated entity to be capitalized as a
regulatory asset if it is probable that the cost is recoverable through future rates and conversely allow
creation of a regulatory liability for probable future costs collected through rates in advance. SCE's
management continually assesses whether the regulatory assets are probable of future recovery by
considering factors such as the current regulatory environment, the issuance of rate orders on recovery of
the specific incurred cost or a similar incurred cost to SCE or other rate-regulated entities in California,
and assurances from the regulator (as well as its primary intervenor groups) that the incurred cost will be
treated as an allowable cost (and not challenged) for ratc-making purposes. Because current rates include
the recovery of existing regulatory assets and settlement of regulatory liabilities, and rates in effect arc
expected to allow SCE to earn a reasonable rate of return, management believes that existing regulatory
assets and liabilities are probable of recovery. This determination reflects the current political and
regulatory climate in California and is subject to change in the future. If future recovery of costs ceases
to be probable, all or part of the regulatory assets and liabilities would have to be written off against
current period earnings. At December 31, 2003, the Consolidated Balance Sheets included regulatory
assets, less regulatory liabilities, of $234 million. Management continually evaluates the anticipated
recovery of regulatory assets, liabilities, and revenue subject to refund and provides for allowances and/or
reserves as deemed necessary.
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SCE applied judgment in the use of the above principles when it: (I) created the $3.6 billion PROACT
regulatory asset in the fourth quarter of 2001; (2) restored $480 million (after-tax) of generation-related
regulatory assets based on the URG decision in the second quarter of 2002; and (3) established a
$61 million regulatory asset related to the impaired Mohave in the fourth quarter of 2002. In all
instances, SCE recorded corresponding credits to earnings upon concluding that such incurred costs were
probable of recovery in the future. See further discussion in "Results of Operations and Historical Cash
Flow Analysis-Results of Operations-Earnings" and "Regulatory Mattcrs-Gencration and Power
Procurement-PROACT Regulatory Asset," "-Utility-Retained Generation," and "-Mohave
Generating Station and Related Proceedings" sections.

NEW ACCOUNTING PRINCIPLES

On January 1, 2003, SCE adopted a new accounting standard, Accounting for Asset Retirement
Obligations, which requires entities to record the fair value of a liability for a legal asset retirement
obligation (ARO) in the period in which it is incurred. When the liability is initially recorded, the entity
capitalizes the cost by increasing the carrying amount of the related long-lived asset. Over time, the
liability is increased to its prcsent value each period, and the capitalized cost is depreciated over the useful
life of the related asset. Upon settlement of the liability, an entity either settles the obligation for its
recorded amount or incurs a gain or loss upon settlement. However, rate-regulated entities may recognize
regulatory assets or liabilities as a result of timing differences between the recognition of costs as
recorded in accordance with this standard and the recovery of costs through the rate-making process.
Regulatory assets and liabilities may also be recorded when it is probable that the ARO will be recovered
through the rate-making process.

SCE's impacts of adopting this standard were:

* SCE adjusted its nuclear decommissioning obligation to reflect the fair value of decommissioning its
nuclear power facilities. SCE also recognized AROs associated with the decommissioning of other coal-
fired generation assets. Fair values were determined based on site-specific studies conducted by third-
party contractors.

* At December 31, 2002, SCE had accrued $2.3 billion to decommission its nuclear facilities and
$12 million to decommission its share of a coal-fired generating plant, under accounting principles in
effect at that time. Of these amounts, $298 million to decommission its inactive nuclear facility was
recorded in other long-term liabilities, and the remaining $2.0 billion was recorded as a component of
the accumulated provision for depreciation and decommissioning on the consolidated balance sheets in
the 2002 Annual Report.

* As of January 1, 2003, SCE reversed the S2.3 billion it had previously recorded for decommissioning,
recorded the fair value of its AROs of approximately $2.02 billion in the deferred credits and other
liabilities section of the balance sheet, and increased its unamortized nuclear investment by
S303 million. The cumulative effect of a change in accounting principle from unrecognized accretion
expense and adjustments to depreciation, decommissioning and amortization expense recorded to date
was a $354 million after-tax gain, which under accounting standards for ratc-regulated enterprises was
deferred as a regulatory liability, partially offset by a $235 million deferred tax asset, as of January 1,
2003. Accretion expense on the ARO (S128 million) and depreciation expense on the new asset
(S15 million) resulting from the application of the new standard in 2003 reduced the regulatory liability,
with no impact on earnings. SCE's ARO liability account increased from $2.02 billion to $2.08 billion
in 2003, with the $128 million in accretion partially offset by $68 million in expenditures related to the
decommissioning of its inactive nuclear facility. As of December 31, 2003, SCE's ARO for its nuclear
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facilities totaled approximately S2.07 billion and its nuclear decommissioning trust assets had a fair
value of $2.5 billion. If the new standard had been in place on January 1,2002, SCE's ARO as of that
date would have been $1.98 billion. If the standard had been applied retroactively for the years ended
December 31, 2002 and 2001, it would not have had any impact on SCE's results of operations.

* SCE has collected in rates amounts for the future costs of removal and decommissioning of assets,
and has historically recorded these amounts in accumulated provision for depreciation. However, in
accordance with recent Securities and Exchange Commission accounting guidance, the amounts
accrued in accumulated provision for depreciation for decommissioning and costs of removal were
reclassified to regulatory liabilities as of Dccember 31, 2002. The cost of removal amounts collected
for assets not legally required to be removed remain in regulatory liabilities as of December 31, 2003.
Amounts collected through rates for cost of removal of plant assets not considered to be legal obligations
(S2.02 billion at December 31, 2003 and $1.92 billion at December 31,2002) are included in regulatory
liabilities.

Effective July 1, 2003, SCE adopted a new accounting standard, Accounting for Ccrtain Financial
Instruments with Characteristics of both Liabilities and Equity, which required issuers to classify certain
freestanding financial instruments as liabilities. These freestanding liabilities include mandatorily
redeemable financial instruments, obligations to repurchase the issuer's equity shares by transferring
assets and certain obligations to issue a variable number of shares. Effective July 1, 2003, SCE
reclassified its preferred stock subject to mandatory redemption to the liabilities section of its
consolidated balance sheet. This item was previously classified between liabilities and equity. In
addition, effective July 1,2003, dividend payments on this instrument are included in interest expense -

net of amounts capitalized on SCE's consolidated statements of income. Prior period financial statements
arc not permitted to be restated for these changes. Therefore, upon adoption there was no cumulative
impact incurred due to this accounting change.

In May 2003, the Emerging Issues Task Force (EITF) reached a consensus on Determining Whether an
Arrangement Contains a Lease, which provides guidance on how to determine whether an arrangement
contains a lease that is within the scope of the standard, Accounting for Leases. A lcase is defined as an
agreement conveying the right to use property, plant, or equipment (land and/or depreciable assets)
usually for a stated period of time. The guidance issued by the EITF could affect the classification of a
power sales agreement that meets specific criteria, such as a power sales agreement for substantially all of
the output from a power plant to one customer. If a power sales agreement meets the guidance issued by
the EITF, it would be accounted for as a lease subject to the lease accounting standard. The consensus is
effective prospectively for arrangements entered into or modified after June 30, 2003. The consensus had
no impact on SCE's financial statements as of December 31, 2003.

In December 2003, the Financial Accounting Standards Board issued a revision to an accounting
Interpretation (originally issued in January 2003), Consolidation of Variable Interest Entities (VIEs). The
primary objective of the Interpretation is to provide guidance on the identification of, and financial
reporting for, so-called "variable interest entities:' where control may be achieved through means other
than voting rights. Under the Interpretation, the enterprise that, using a discounted cash flow method, is
expected to absorb or receive the majority of a VIE's expected losses or residual returns, or both, must
consolidate the VIE. This Interpretation is effective for special purpose entities, as defined by accounting
principles generally accepted in the United States, as of December 31, 2003, and all other entities as of
March 31, 2004.

Guidance related to implementation of this Interpretation is evolving. SCE has over 240 long-term
power-purchase contracts with independent power producers that own QFs. SCE was required under
federal law to sign such contracts, which typically require SCE to purchase 100% of the power produced
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by these facilities, and the CPUC controls the terms and pricing. Under this accounting Interpretation,
SCE could be required to consolidate some or all of the entities that bold these contracts depending on 1)
whether these power generators are considered to be VIEs, and 2) whether SCE is considered to be the
consolidating entity. These entities arc not legally obligated to provide the financial information to SCE,
which would be required to determine whether SCE must consolidate these entities. SCE does not know
which, if any, of these entities will provide the necessary information. SCE has no investment in, nor
obligation to provide support to, these entities other than its requirement to make payment as required by
the power-purchase agreements. However, if SCE is required to consolidate these entities, it may be
required to recognize losses to the extent of any negative equity. These losses, if any, would not affect
SCE's liquidity. Edison Mission Energy, a wholly owned subsidiary of Edison International, has 49% to
50% ownership in four QF partnerships that have long-term power sales contracts with SCE. Edison
Mission Energy accounts for these projects using the equity method. If long-term power-purchase
contracts are deemed to be variable interests, and due to the related-party nature of this transaction, it is
likely that these four QFs could be consolidated by either Edison Mission Energy or SCE.

COMMITMENTS

SCE's commitments for the years 2004 through 2008 and thereafter are estimated below:

In millions 2004 2005 2006 2007 2008 Thereafter

Long-term debt maturities and
sinking fund requirements S 371 $ 442 S 446 S 1,251 $ - S1,982

Estimated noncancelable lease payments 13 10 7 6 4 8
Fuel supply contract payments 182 126 58 66 51 495
Purchased-power capacity payments 682 663 637 637 444 3,621
Unconditional purchase obligations 10 10 10 10 10 89
Preferred securities redemption

requirements 9 9 9 69 54 -

SCE's projected construction expenditures for 2004 arc S 1.9 billion, including the investment and
projected construction expenditures for the Mountainview project (see "Acquisition"). These
expenditures are planned to be financed primarily through cash generated from operations and
borrowings.

Leases

SCE has operating leases, primarily for vehicles, with varying terms, provisions and expiration dates.

Fuel Supply Contracts

SCE has fuel supply contracts which require payment only if the fuel is made available for purchase.
Certain SCE gas and coal fuel contracts require payment of certain fixed charges whether or not gas or
coal is delivered. In addition, fuel supply contract payments include payments for nuclear fuel
commitments.

Power Purchase Contracts

SCE has power-purchase contracts with certain QFs (cogenerators and small power producers) and other
utilities. These contracts provide for capacity payments if a facility meets certain performance
obligations and energy payments based on actual power supplied to SCE. There arc no requirements to
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make debt-service payments. In an effort to replace higher-cost contract payments with lower-cost
replacement power, SCE has entered into purchased-power settlements to end its contract obligations with
certain QFs. The settlements are reported as power purchase contracts on the balance sheets. In addition,
SCE entered into bilateral forward power contracts during 2003, which contain capacity payment
provisions.

Unconditional Purchasc Obligations

SCE has unconditional purchase obligations for part of a power plant's generating output, as well as firm
transmission service from another utility. Minimum payments are based, in part, on the debt-servicc
requirements of the provider, whether or not the plant or transmission line is operable. The purchased-
power contract is expected to provide approximately 5% of current or estimated future operating capacity,
and is reported as power-purchase contracts (approximately $28 million).

Other Commitments

SCE's expected contributions (all by the employer) for its pension and PBOP plans are approximately
S33 million and S100 million, respectively, for the year ended December 31, 2004. These amounts are
subject to change based on, among other things, the limits established for federal tax deductibility
(pension plan) and the impact of the Medicare Prescription Drug, Improvement and Modernization Act of
2003 (PBOP plan).
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Responsibility for Financial Reporting Southern California Edlson Company

The management of Southern California Edison Company (SCE) is responsible for the integrity and
objectivity of the accompanying financial statements. The statements have been prepared in accordance
with accounting principles generally accepted in the United States and are based, in part, on management
estimates and judgment.

SCE maintains systems of internal control to provide reasonable, but not absolute, assurance that assets
are safeguarded, transactions are executed in accordance with management's authorization and the
accounting records may be relied upon for the preparation of the financial statements. There are limits
inherent in all systems of internal control, the design of which involves management's judgment and the
recognition that the costs of such systems should not exceed the benefits to be derived. SCE believes its
systems of internal control achieve this appropriate balance. These systems are augmented by internal
audit programs through which the adequacy and effectiveness of internal controls and policies and
procedures are monitored, evaluated and reported to management. Actions are taken to correct
deficiencies as they arc identified.

SCE's independent auditors, PricewaterhouseCoopers LLP, are engaged to audit the financial statements
in accordance with auditing standards generally accepted in the United States and to express an informed
opinion on the fairness, in all material respects, of SCE's reported results of operations, cash flows and
financial position.

As a further measure to assure the ongoing objectivity of financial information, the Audit Committee of
the Board of Directors, which is composed of outside directors, meets periodically, both jointly and
separately, with management, the independent auditors and internal auditors, who have unrestricted
access to the committee. The committee annually appoints a firm of independent auditors (who are
ultimately responsible to the committee) to conduct audits of SCE's financial statements; considers the
independence of such firm and the overall adequacy of the audit scope and SCE's systems of internal
control; reviews financial reporting issues; and is advised of management's actions regarding financial
reporting and internal control matters.

SCE maintains high standards in selecting, training and developing personnel to assure that its operations
are conducted in conformity with applicable laws and is committed to maintaining the highest standards
of personal and corporate conduct. Management maintains programs to encourage and assess compliance
with these standards.

/s! Thomas M. Noonan Is] Alan J. Fohrer

Thomas M. Noonan Alan J. Fohrer
Vice President Chief Executive Officer
and Controller

March 10, 2004
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Report of Independent Auditors Southern California Edison Company

To the Board of Directors and
Shareholder of Southern California Edison Company:

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of
income, comprehensive income, cash flows and changes in common shareholder's equity present fairly,
in all material respects, the financial position of Southern California Edison Company and its subsidiaries
at December 31, 2003 and 2002, and the results of their operations and their cash flows for the years then
ended in conformity with accounting principles generally accepted in the United States of America.
These financial statements are the responsibility of the Company's management; our responsibility is to
express an opinion on these financial statements based on our audits. Wc conducted our audits of these
statements in accordance with auditing standards generally accepted in the United States of America,
which require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements arc free of material misstatement. An audit includes 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 presentation. We believe that our audits provide a reasonable basis for our opinion. The
financial statements of the Company for the year ended December 31, 2001 were audited by other
independent accountants who have ceased operations. Those independent accountants expressed an
unqualified opinion on the financial statements in their report dated March 25, 2002.

As discussed in Note I to the consolidated financial statements, the Company changed the manner in
which it accounts for asset retirement costs as of January 1, 2003, and financial instruments with
characteristics of both debt and equity as of July 1, 2003.

/s/ PricewaterhouseCoopcrs LLP

Los Angeles, California
March 10,2004

37

ASDO07



Report of Predecessor Independent Accountants Southern California Edison Company
Report of Predecessor Independent Accountants Southern California Edison Company

THE FOLLOWING REPORT IS A COPY OF A REPORT PREVIOUSLY ISSUED BY ARTHUR
ANDERSEN LLP AND HAS NOT BEEN REISSUED BY ARTHUR ANDERSEN LLP

To Southern California Edison Company:

We have audited the accompanying consolidated balance sheets of Southern California Edison Company
(SCE, a California corporation) and its subsidiaries as of December 31, 2001, and 2000, and the related
consolidated statements of income (loss), comprehensive income (loss), cash flows and changes in
common shareholder's equity for each of the three years in the period ended December 31, 2001. These
financial statements are the responsibility of SCE's management. Our responsibility is to express an
opinion on these financial statements based on our audits.

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

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of SCE and its subsidiaries as of December 31, 2001, and 2000, and the results of their
operations and their cash flows for each of the three years in the period ended December 31, 2001, in
conformity with accounting principles generally accepted in the United States.

ARTHUR ANDERSEN LLP

Los Angeles, California
March 25, 2002
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In millions Year ended December 31, 2003 2002 2001
Operating revenuc S 8,854 $ 8,706 $ 8,126
Fuel
Purchased power
Provisions for regulatory adjustment clauses - net
Other operation and maintenance
Depreciation, decommissioning and amortization
Property and other taxes
Net gain on sale of utility plant
Total operating expenses
Operating income
Interest and dividend income
Other nonoperating income
Interest expense - net of amounts capitalized
Other nonoperating deductions
Income from continuing operations before tax
Income tax
Income from continuing operations
Income from discontinued operations
Income tax on discontinued operations

235
2,786
1,138
2,054

882
168

(5)

7,258
1,596

100
72

(457)
(41)

1,270
388
882

82
32

932
10

S 922

243
2,016
1,502
1,926

780
117

(5)
6,579
2,127

262
75

(584)
9

1,889
642

1,247

1,247
19

S 1.228

212
3,770

(3,028)
1,771

681
112

(9)
3,509
4,617

215
57

(785)
(38)

4,066
1,658
2,408

2,408
22

S 2.386

Net Income
Dividends on preferred stock

Net Income available for common stock
-

Consolidated Statements of Comprchensive Income

In millions Year ended December 31, 2003 2002 2001

Net income S 932 S 1,247 S 2,408
Other comprehensive income, net of tax:

Minimum pension liability adjustment (4) (5)
Cumulative effect of change in accounting for derivatives - - 398
Unrealized gain (loss) on and amortization of

cash flow hedges 1 11 (420)
Comprehensive income S 929 S 1,253 S 2,386

The accompanying notes are an integral part of these financial statements.
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In millions December 31, 2003 2002

ASSETS
Cash and equivalents S 95 $ 992
Restricted cash 66 47
Receivables, less allowances of $30 and $36

for uncollectible accounts at respective dates 751 767
Accrued unbilled revenue 408 437
Fuel inventory 10 12
Materials and supplies, at average cost 168 153
Accumulated deferred income taxes - net 508 299
Regulatory assets - net - 459
Prepayments and other current assets 58 57

Total current assets 2,064 3,223

Nonutility property - less accumulated provision
for depreciation of $24 and $15 at respective dates 116 103

Nuclear decommissioning trusts 2,530 2,210
Other investments 153 235

Total investments and other assets 2,799 2,548

Utility plant, at original cost:
Transmission and distribution 14,861 14,202
Generation 1,371 1,348

Accumulated provision for depreciation (4,386) (4,057)
Construction work in progress 600 529
Nuclear fuel, at amortized cost 141 153
Total utility plant 12,587 12,175

Regulatory assets - net 510
Other deferred charges 506 629

Total deferred charges 1,016 629

Assets of discontinued operations - 62

Total assets S 18,466 S 18,637

The accompanying notes are an integral part of these financial statements.
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In millions, except share amounts December 31, 2003 2002

LIABILITIES AND SHAREHOLDERS' EQUITY
Short-term debt S 200 $ -

Long-term debt due within one year 371 1,671
Preferred stock to be redeemed within one year 9 9
Accounts payable 891 665
Accrued taxes 556 699
Regulatory liabilities - net 276
Other current liabilities 1,258 1,469

Total current liabilitics 3,561 4,513

Long-term debt 4,121 4,525

Accumulated deferred income taxes - net 2,726 2,915
Accumulated deferred investment tax credits 136 148
Customer advances and other deferred credits 427 609
Power-purchase contracts 213 309
Preferred stock subject to mandatory redemption 141
Accumulated provision for pensions and benefits 330 356
Asset retirement obligations 2,084
Regulatory liabilities - net - 393
Other long-term liabilities 243 209

Total deferred credits and other liabilities 6,300 4,939

Total liabilities 13,982 13,977
Commitments and contingencies

(Notes 2,9 and 10)

Preferred stock subject to mandatory redemption - 147

Common stock (434,888,104 shares outstanding at each date) 2,168 2,168
Additional paid-in capital 338 340
Accumulated other comprehensive loss (19) (16)
Retained earnings 1,868 1,892

Total common shareholder's equity 4,355 4,384

Preferred stock not subject to mandatory redemption 129 129

Total shareholders' equity 4,484 4,513

Total liabilities and shareholders' equity S 18,466 S 18,637

The accompanying notes are an integral part of these financial statements.
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Consolidated Statements of Cash Flows Southern California Edison Company

In millions Year ended December 31, 2003 2002 2001

Cash flows from operating activities:
Income from continuing operations S 882 S 1,247 S 2,408
Adjustments to reconcile to

net cash provided by operating activities:
Depreciation, decommissioning and amortization 882 780 681
Other amortization 101 106 82
Deferred income taxes and investment tax credits (49) (640) 1,313
Regulatory assets - long-term - net 495 1,860 (3,135)
Gas options 75 14 (91)
Other assets 121 7 (68)
Other liabilities (374) 132 17
Changes in working capital:

Receivables and accrued unbilled revenue 45 338 (243)
Regulatory assets - short-term - net 697 (376) (278)
Fuel inventory, materials and supplies (13) (11) (16)
Prepayments and other current assets (22) 41 (21)
Accrued interest and taxes (143) (191) 365
Accounts payable and other current liabilities 13 (2,676) 2,251

Operating cash flows from discontinued operations (34) - -
Net cash provided by operating activities 2,676 631 3,265

Cash flows from financing activities:
Long-term debt issuance costs (11) (32)
Long-term debt repaid (1,263) (1,200)
Bonds remarketed (repurchased) and funds held in trust - net - 191 (130)
Redemption of preferred stock (6) (100)
Rate reduction notes repaid (246) (246) (246)
Nuclear fuel financing -net - (59) (21)
Short-term debt financing - net (4) (527) 676
Dividends paid (955) (40) (1)

Net cash provided (used) by financing activities (2,485) (2,013) 278

Cash flows from investing activities:
Additions to property and plant-net (1,161) (1,046) (688)
Contributions to nuclear decommissioning trusts - net (86) (12) (36)
Sales of investments in other assets 13 18 12
Investing cash flows from discontinued operations 146 - -

Net cash used by investing activities (1,088) (1,040) (712)

Net Increase (decrease) in cash and equivalents (897) (2,422) 2,831
Cash and equivalents, beginning of year 992 3,414 583

Cash and equivalents, end of year, continuing operations S 95 S 992 $ 3,414

The accompanying notes are an integral part of these financial statements.
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Consolidated Statements of Changes In Common Southern California Edison Company

Shareholder's Equity

Accumulated Total
Additional Other Retained Common

Common Paid-in Comprehensive Earnings Sharcholder's
In millions Stock Capital Income (Loss) (Deficit) Equity

Balance at Dcember 31,2000 S 2,168 $ 334 $ - $ (1,722) $ 780

Net income 2,408 2,408
Cumulative effect of change in

accounting for derivatives 398 398
Unrealized loss on and amortization
of cash flow hedges (420) (420)

Dividends accrued on preferred stock (22) (22)
Capital stock expense and other 2 2

BalanceatDecember31,2001 S2,168 $336 $ (22) S 664 $3,146

Net income 1,247 1,247
Minimum pension liability adjustment (9) (9)

Tax effect 4 4
Amortization of loss on cash flow hedges 4 4

Tax effect 7 7
Dividends accrued on preferred stock (19) (19)
Capital stock expense and other 4 4

BalanceatDecember31,2002 $2,168 $340 $ (16) $ 1,892 $4,384

Net income 932 932
Minimum pension liability adjustment (7) (7)

Tax effect 3 3
Unrealized loss on and amortization of

cash flow hedges 2 2
Tax effect (1) (1)

Dividends declared on common stock (945) (945)
Dividends declared on preferred stock (10) (10)
Capital stock expense and other (2) (1) (3)

Balance at December 31,2003 $ 2,168 S 338 S (19) S 1,868 $ 4,355

Authorized common stock is 560 million shares with no par value.

The accompanying notes are an integral part of these financial statements.
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Notes to Consolidated Financial Statements

Significant accounting policies are discussed in Note 1, unless discussed in the respective Notes for
specific topics.

Note 1. Summary of Significant Accounting Policies

Southern California Edison Company (SCE) is a rate-regulated electric utility that supplies electric energy
to a 50,000 squarc-mile area of central, coastal and southern California.

Basis of Presentation

The consolidated financial statements include SCE and its subsidiaries. Intercompany transactions have
been eliminated.

SCE's accounting policies conform to accounting principles generally accepted in the United States,
including the accounting principles for rate-regulated enterprises, which reflect the rate-making policies
of the Califomia Public Utilities Commission (CPUC) and the Federal Encrgy Regulatory Commission
(FERC). In 1997, due to changes in the rate recovery of gencration-related assets, SCE began using
accounting principles applicable to enterprises in general for its investment in generation facilities. In
April 2002, SCE reapplied accounting principles for rate-regulated enterprises to assets that were returned
to cost-based regulation under the utility-retained generation (URG) decision.

Financial statements prepared in compliance with accounting principles generally accepted in the United
States require management to make estimates and assumptions that affect the amounts reported in the
financial statements and Notes. Actual results could differ from those estimates. Certain significant
estimates related to regulatory matters, financial instruments, income taxes, pension and postretirement
benefits other than pensions, decommissioning and contingencies arc further discussed in Notes 2, 3, 6, 7,
9 and 10 to the Consolidated Financial Statements, respectively.

SCE's outstanding common stock is owned entirely by its parent company, Edison International.

Cash Equivalents

Cash equivalents include time deposits and other investments with original maturities of three months or
less. All investments are classified as available for sale. For a discussion of restricted cash, see "Restricted
Cash."

Debt and Equity Investments

Unrealized gains and losses on decommissioning trust funds increase or decrease the related regulatory
asset or liability. All investments are classified as available-for-sale.

Fuel Inventory

Fuel inventory is valued under the last-in, first-out method for fuel oil, and under the first-in, first-out
method for coal.

New Accounting Principles

On January 1, 2003, SCE adopted a new accounting standard, Accounting for Asset Retirement
Obligations, which requires entities to record the fair value of a liability for a legal asset retirement
obligation (ARO) in the period in which it is incurred. When the liability is initially recorded, the entity
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capitalizes the cost by increasing the carrying amount of the related long-lived asset. Over time, the
liability is increased to its present value each period, and the capitalized cost is depreciated over the useful
life of the related asset. Upon settlement of the liability, an entity either settles the obligation for its
recorded amount or incurs a gain or loss upon settlement. However, ratc-regulated entities may recognize
regulatory assets or liabilities as a result of timing differences between the recognition of costs as
recorded in accordance with this standard and the recovery of costs through the rate-making process.
Regulatory assets and liabilities may also be recorded when it is probable that the ARO will be recovered
through the rate-making process.

SCE's impacts of adopting this standard were:

* SCE adjusted its nuclear decommissioning obligation to reflect the fair value of decommissioning its
nuclear power facilities. SCE also recognized AROs associated with the decommissioning of other coal-
fired generation assets. Fair values were determined based on site-specific studies conducted by third-
party contractors.

* At December 31, 2002, SCE had accrued S2.3 billion to decommission its nuclear facilities and
$ 12 million to decommission its share of a coal-fired generating plant, under accounting principles in
effect at that time. Of these amounts, $298 million to decommission its inactive nuclear facility was
recorded in other long-term liabilities, and the remaining $2.0 billion was recorded as a component of
the accumulated provision for depreciation and decomnmissioning on the consolidated balance sheets in
the 2002 Annual Report.

* As of January 1, 2003, SCE reversed the $2.3 billion it had previously recorded for decommissioning,
recorded the fair value of its AROs of approximately $2.02 billion in the deferred credits and other
liabilities section of the balance sheet, and increased its unamortized nuclear investment by
$303 million. The cumulative effect of a change in accounting principle from unrecognized accretion
expense and adjustments to depreciation, decommissioning and amortization expense recorded to date
was a $354 million after-tax gain, which under accounting standards for rate-regulated enterprises was
deferred as a regulatory liability, partially offset by a $235 million deferred tax asset, as of January 1,
2003. Accretion expense on the ARO ($128 million) and depreciation expense on the new asset
($15 million) resulting from the application of the new standard in 2003 reduced the regulatory liability,
with no impact on earnings. SCE's ARO liability account increased from $2.02 billion to $2.08 billion
in 2003, with the $128 million in accretion partially offset by $68 million in expenditures related to the
decommissioning of its inactive nuclear facility. As of December 31, 2003, SCE's ARO for its nuclear
facilities totaled approximately $2.07 billion and its nuclear decommissioning trust assets had a fair
value of S2.5 billion. If the new standard had been in place on January 1, 2002, SCE's ARO as of that
date would have been $1.98 billion. If the standard had been applied retroactively for the years ended
December 31, 2002 and 2001, it would not have had any impact on SCE's results of operations.

* SCE has collected in rates amounts for the future costs of removal and decommissioning of assets,
and has historically recorded these amounts in accumulated provision for depreciation. However, in
accordance with recent Securities and Exchange Commission accounting guidance, the amounts
accrued in accumulated provision for depreciation for decommissioning and costs of removal were
reclassified to regulatory liabilities as of December 31, 2002. The cost of removal amounts collected
for assets not legally required to be removed remain in regulatory liabilities as of December 31, 2003.
Amounts collected through rates for cost of removal of plant assets not considered to be legal obligations
($2.02 billion at December 31, 2003 and $1.92 billion at December 31, 2002) are included in regulatory
liabilities.
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Effective July 1, 2003, SCE adopted a new accounting standard, Accounting for Certain Financial
Instruments with Characteristics of both Liabilities and Equity, which required issuers to classify certain
freestanding financial instruments as liabilities. These freestanding liabilities include mandatorily
redccmable financial instruments, obligations to repurchase the issuer's equity shares by transferring
assets and certain obligations to issue a variable number of shares. Effective July 1,2003, SCE
reclassified its preferred stock subject to mandatory redemption to the liabilities section of its
consolidated balance sheet. This item was previously classified between liabilities and equity. In
addition, effective July 1,2003, dividend payments on this instrument are included in interest expense -
net of amounts capitalized on SCE's consolidated statements of income. Prior period financial statements
are not permitted to be restated for these changes. Therefore, upon adoption there was no cumulative
impact incurred due to this accounting change. See disclosures regarding the preferred stock in Notc 3.

In May 2003, the Emerging Issues Task Force (EITF) reached a consensus on Determining Whether an
Arrangement Contains a Lease, which provides guidance on how to determine whether an arrangement
contains a lease that is within the scope of the standard, Accounting for Lcases. A lease is defined as an
agreement conveying the right to use property, plant, or equipment (land and/or depreciable assets)
usually for a stated period of time. The guidance issued by the EITF could affect the classification of a
power sales agreement that meets specific criteria, such as a power sales agreement for substantially all of
the output from a power plant to one customer. If a power sales agreement meets the guidance issued by
the EITF, it would be accounted for as a lease subject to the lease accounting standard. The consensus is
effective prospectively for arrangements entered into or modified after June 30, 2003. The consensus had
no impact on SCE's financial statements as of December 31, 2003.

In December 2003, the Financial Accounting Standards Board issued a revision to an accounting
Interpretation (originally issued in January 2003), Consolidation of Variable Interest Entities (VIEs). The
primary objective of the Interpretation is to provide guidance on the identification of, and financial
reporting for, so-called "variable interest entities," where control may be achieved through means other
than voting rights. Under the Interpretation, the enterprise that, using a discounted cash flow method, is
expected to absorb or receive the majority of a VIE's expected losses or residual returns, or both, must
consolidate the VIE. This Interpretation is effective for special purpose entities, as defined by accounting
principles generally accepted in the United States, as of December 31, 2003, and all other entities as of
March 31,2004.

Guidance related to implementation of this Interpretation is evolving. SCE has over 240 long-term
power-purchase contracts with independent power producers that own qualifying facilities (QFs). SCE
was required under federal law to sign such contracts, which typically require SCE to purchase 100% of
the power produced by these facilities, and the CPUC controls the terms and pricing. Under this
accounting Interpretation, SCE could be required to consolidate some or all of the entities that hold these
contracts depending on 1) whether these power generators are considered to be VIEs, and 2) whether SCE
is considered to be the consolidating entity. These entities are not legally obligated to provide the
financial information to SCE, which would be required to determine whether SCE must consolidate these
entities. SCE does not know which, if any, of these entities will provide the necessary information. SCE
has no investment in, nor obligation to provide support to, these entities other than its requirement to
make payment as required by the power purchase agreements. However, if SCE is required to consolidate
these entities, it may be required to recognize losses to the extent of any negative equity. These losses, if
any, would not affect SCE's liquidity. Edison Mission Energy, a wholly owned subsidiary of Edison
International, has 49% to 50% ownership in four QF partnerships that have long-term power sales
contracts with SCE. Edison Mission Energy accounts for these projects using the equity method. If long-
term power-purchase contracts arc deemed to be variable interests, and due to the
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related-party nature of this transaction, it is likely that these four QFs could be consolidated by either
Edison Mission Energy or SCE.

Nuclear

SCE's nuclear plant investments arc recorded as a regulatory asset on its balance sheets. This
classification does not affect the rate-making treatment for these assets. SCE had been recovering its
investments in San Onofre Nuclear Generating Station (San Onofre) Units 2 and 3 and Palo Verde
Nuclear Generating Station (Palo Verde) on an accelerated basis, as authorized by the CPUC. The
accelerated recovery was to continue through December 2001, earning a 7.35% fixed rate of return on
investment. San Onofre's operating costs, including nuclear fuel and nuclear fuel financing costs, and
incremental capital expenditures, were recovered through an incentive pricing plan that allows SCE to
receive about 40 per kilowatt-hour (kWh) through 2003. Any differences between these costs and the
incentive price would flow through to shareholders. Palo Verde's accelerated plant recovery, as well as
operating costs, including nuclear fuel and nuclear fuel financing costs, and incremental capital
expenditures, were subject to balancing account treatment through the effective date of the 2003 general
rate case.

The nuclear ratc-making plans were to continue for ratc-making purposes at least through the 2003
general rate case effective date for Palo Verde operating costs and through 2003 for the San Onofre
incentive pricing plan. However, due to the various unresolved regulatory and legislative issues as of
December 31, 2000, SCE was no longer able to conclude that the unamortized nuclear investment was
probable of recovery through the rate-making process. As a result, this balance was written off as a
charge to earnings at that time. As a result of the CPUC's April 4, 2002 decision that returned SCE's
URG assets to cost-based ratemaking, SCE reestablished for financial reporting purposes its unamortized
nuclear investment and related flow-through taxes, retroactive to August 31, 2001, based on a 10-year
recovery period, effective January 1,2001, with a corresponding credit to earnings. SCE adjusted the
procurement-rclated obligations account (PROACT) regulatory asset balance to reflect recovery of the
nuclear investment in accordance with the final URG decision.

In a September 2001 decision, the CPUC granted SCE's request to continue the current rate-making
treatment for Palo Verde, including the continuation of the existing nuclear unit incentive procedure with
a 50 per kWh cap on replacement power costs, until resolution of SCE's next general rate case or further
CPUC action. Palo Verde's existing nuclear unit incentive procedure calculates a reward for performance
of any unit above an 80% capacity factor for a fuel cycle. The San Onofre Units 2 and 3 incentive rate-
making plan continued until December 31, 2003. In its general rate case, SCE has requested to transition
San Onofre Units 2 and 3 back to traditional cost-of-service ratemaking on January 1, 2004, and to return
Palo Verde to traditional cost-of-scrvicc ratemaking upon the effective date of the decision on that
application.
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Other Nonoperating Income and Deductions

Other nonoperating income and deductions are as follows:

In millions Year ended December 31, 2003 2002 2001
Property condemnation settlement $ - S 38 $ -

Allowance for funds used during construction 27 19 16
Performance-based incentive award 21 - 21
Other 24 18 20
Total other nonoperating income S 72 S 75 $ 57

Provisions for regulatory issues and refunds S - S (42) $ 7
Other 41 33 31

Total other nonoperating deductions S 41 $ (9) S 38

Planned Major Maintenance

Certain plant facilities require major maintenance on a periodic basis. All such costs are expensed as
incurred.

Purchased Power

SCE purchased power through the California Power Exchange (PX) and California Independent System
Operator (ISO) from April 1998 through mid-January 2001. SCE has bilateral forward contracts with
other entities and power-purchase contracts with other utilities and independent power producers
classified as QFs. Purchased-power detail is provided below:

In millions Year ended December31, 2003 2002 2001
PX/ISO:
Purchases S 284 S 75 $ 775
Generation sales - - 324
Purchased power-PXlIS0 -net 284 75 451
Purchased power - bilateral contracts 342 61 188
Purchased power- interutility/QF contracts 2,160 1,880 3,131
Total S 2,786 $2,016 S 3,770

Net PX/ISO amounts for 2002 reflect only billing adjustments. These billing adjustments are recovered
through the PROACT and have no impact on earnings. Net PX/ISO amounts for 2003 include ISO
imbalance purchases and billing adjustments.

From January 17, 2001 to December 31,2002, the California Department of Water Resources (CDWR)
purchased power for delivery to SCE's customers in an amount equal to the difference between customer
requirements and supplies provided through QF and bilateral contracts, and SCE's utility retained
generation. Effective January 1, 2003, SCE assumed responsibility for power requirements not met by the
CDWR. Power purchased by the CDWR for delivery to SCE's customers is not considered a cost to SCE.
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Regulatory Assets and Liabilities

In accordance with accounting principles for rate-regulated enterprises, SCE records regulatory assets,
which represent probable future recovery of certain costs from customers through the rate-making
process, and regulatory liabilities, which represent probable future credits to customers through the
rate-making process.

SCE assessed the probability of recovery of its generation-related regulatory assets in light of the CPUC's
March 27,2001 decisions. These decisions and other regulatory and legislative actions did not meet
SCE's prior expectation that the CPUC would provide adequate cost recovery mechanisms. SCE was
unable to conclude that its generation-related regulatory assets were probable of recovery through the
rate-making process as of December 31, 2000. Therefore, in accordance with accounting rules, SCE
recorded a $2.5 billion after-tax charge to earnings at that time, to write off various regulatory assets.

In accordance with an October 2001 settlement agreement between the CPUC and SCE, the CPUC passed
a resolution on January 23, 2002, allowing SCE to establish the procurement-related obligations account
(PROACT) regulatory asset for previously incurred energy procurement costs, retroactive to August 31,
2001. SCE fully recovered the PROACT balance during July 2003 and on August 1, 2003, transferred
the PROACT overcollection to a new energy resource recovery account regulatory balancing account.
The new balancing account acts as a mechanism to recover SCE's fuel costs related to its generating
stations, purchased-power costs related to cogeneration and renewable contracts, existing interutility and
bilateral contracts that were entered into prior to January 17, 2001, and new procurement-rclated costs
that SCE began incurring on January 1,2003, the date on which the CPUC transferred back to SCE the
responsibility for procuring energy resources for its customers.

Based on the CPUC's April 2002 decision related to SCE's URG assets, during the second quarter of
2002, SCE reestablished for financial reporting purposes regulatory assets related to its unamortized
nuclear facilities, purchased-power settlements and flow-through taxes.

Due to the current status of the Mohave Generating Station (Mohave) and Related Proceedings (discussed
in Note 2), SCE has concluded that it is probable Mohave will be shut down at the end of 2005 and that
its book value must be reduced to fair value in accordance with an impairment-related accounting
standard. Based on SCE's expectation that any unrecovered book value at the end of 2005 would be
recovered in future rates through the rate-making mechanism discussed in its May 17, 2002 application
and again in its January 30, 2003 supplemental testimony, and in accordance with accounting standards
for rate-regulated enterprises, SCE reclassified for financial reporting purposes approximately S61 million
of Mohave's S88 million book value (at December 31, 2002) to a regulatory asset as of December 31,
2002.

As part of a new accounting standard, Accounting for Asset Retirement Obligations, SCE capitalized the
initial cost of the ARO into a nuclear-related ARO regulatory asset, and also recorded a nuclear-related
asset retirement obligation (ARO) regulatory liability for the present value of the obligation, and an ARO
regulatory liability as a result of timing differences between the recognition of costs as recorded in
accordance with this standard and the recovery of the related asset retirement costs through the rate-
making process. The ARO regulatory liability defers the impact on earnings of the change in accounting
principle. See further discussion in "New Accounting Principles."

SCE has collected in rates amounts for the future costs of removal and decommissioning of assets,
and has historically recorded these amounts in accumulated provision for depreciation. However,
in accordance with recent Securities and Exchange Commission accounting guidance, the amounts
accrued in accumulated provision for depreciation for decommissioning and costs of removal
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were reclassified to regulatory liabilities as of December 31, 2002. Upon implementation of the
new accounting standard for AROs, SCE reversed the decommissioning amounts collected for
assets legally required to be removed and recorded the fair value of this ARO (included in the
deferred credits and other liabilities section of the consolidated balance sheet). The cost of
removal amounts collected for assets not legally required to be removed remains in regulatory
liabilities as of December 31, 2003.

Regulatory assets, less regulatory liabilities, included in the consolidated balance sheets arc:

In millions Dccember 31, 2003 2002
Current:
PROACT - net S - S 574
Regulatory balancing accounts and other - net (276) (115)

(276) 459
Long-term:
Flow-through taxes - net 974 1,336
Rate reduction notes - transition cost deferral 949 1,215
Unamortized nuclear investment - net 601 630
Nuclear-related ARO investment - net 288
Unamortized coal plant investment - net 66 61
Unamortized loss on reacquired debt 222 237
Environmental remediation 71 70
ARO (720) -
Costs of removal (2,020) (4,231)
Regulatory balancing accounts and other - net 79 289

510 (393)
Total $ 234 S 66

The regulatory asset related to the ratc reduction notes will be recovered over the terms of those notes.
The net regulatory asset related to the unamortized nuclear investment will be recovered by the end of the
remaining useful lives of the nuclear assets. SCE has requested a four-year recovery period for the net
regulatory asset related to its unamortized coal plant investment. CPUC approval is pending. The other
regulatory assets and liabilities are being recovered through other components of electric rates.

Balancing account undercollections and overcollections accrue interest based on a three-month
commercial paper rate published by the Federal Reserve. PROACT accrued interest based on the interest
expense for the debt issued to finance the procurement-related obligations, net of interest income on
SCE's cash balance. Income tax effects on all balancing account changes are deferred.

Related Party Transactions

Certain Edison Mission Energy subsidiaries have 49% to 50% ownership in partnerships (QFs) that sell
electricity generated by their project facilities to SCE under long-term power purchase agreements with
terms and pricing approved by the CPUC. SCE's purchases from these partnerships were $754 million in
2003, $548 million in 2002 and $983 million in 2001.

SCE holds $ 153 million in notes receivable from affiliates, due in June 2007. The notes were issued by
Edison International in second quarter 1997, and assigned to SCE in fourth quarter 1997. A $78 million
note receivable from Edison Mission Energy bears interest at LIBOR plus 0.275%; and a S75 million
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note rcceivablc from Edison Capital bears interest at a 30-day commercial paper rate (4.4% at December
31, 2003).

Restricted Cash

SCE's restricted cash represents amounts used exclusively to make scheduled payments on the currcnt
maturities of rate reduction notes issued on behalf of SCE by a special purpose entity.

Revenue

Operating revenue is recognized as electricity is delivered and includes amounts for services rendered but
unbilled at the end of each year. Amounts charged for services rendered are based on CPUC-authorized
rates. Rates include amounts for current period costs, plus the recovery of certain previously incurred
costs. However, in accordance with accounting standards for rate-regulated enterprises, amounts
currently authorized in rates for recovery of costs to be incurred in the future arc not considered as
revenue until the associated costs are incurred.

Since January 17, 2001, power purchased by the CDWR or through the ISO for SCE's customers is not
considered a cost to SCE, because SCE is acting as an agent for these transactions. Further, amounts
billed to (S 1.7 billion in 2003, $1.4 billion in 2002 and $2.0 billion in 2001) and collected from SCE's
customers for these power purchases, CDWR bond-related costs (effective November 15, 2002) and
direct access exit fees (effective January 1, 2003) arc being remitted to the CDWR and arc not recognized
as revenue to SCE.

Stock-Based Employee Compensation

SCE has three stock-based employee compensation plans, which are described more fully in Note 7. SCE
accounts for those plans using the intrinsic value method. Upon grant, no stock-based employee
compensation cost is reflected in net income, as all options granted under those plans had an exercise
price equal to the market value of the underlying common stock on the date of grant. Compensation
expense recorded under the stock-compensation program was S7 million in 2003, $7 million in 2002 and
$1 million in 2001. The following table illustrates the effect on net income if SCE had used the fair-value
accounting method.

In millions Year ended December31, 2003 2002 2001
Net income available

for common stock, as reported S 922 $ 1,228 S 2,386
Less: Additional stock-based compensation

expense using the fair-value
accounting method - net of tax 2 (2) 3

Pro forma net income
available for common stock S 920 S 1,230 $ 2,383
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Supplemental Accumulated Other Comprehensive Loss Information

Supplemental information regarding SCE's accumulated other comprehensive loss is:

In millions December31, 2003 2002

Minimum pension liability - nett  S (9) $ (5)
Unrealized losses on cash flow hedges - net (10) (11)

Accumulated other comprehensive loss S (19) S (16)

' The minimum pension liability is discussed in Note 7, Employee Compensation and Benefit Plans.

Unrealized losses on cash flow hedges relate to SCE's interest rate swap (the swap terminated on
January 5, 2001 but the related debt matures in 2008). The unamortized loss of S9 million (as of
December 31, 2003, net of tax) on the interest rate swap will be amortized over a period ending in 2008.
Approximately $2 million, after tax, of the unamortized loss on this swap will be reclassified into
earnings during 2004. Additionally, SCE recorded a $1 million unrealized loss as of December 31,2003
on an interest rate hedge that terminated on January 7,2004.

Supplemental Cash Flows Information

SCE supplemental cash flows information is:

In millions Year ended December 31, 2003 2002 2001

Cash payments for interest and taxes:
Interest-net of amounts capitalized S 390 S 487 S 455
Tax payments (receipts) 585 1,110 (105)

Non-cash investing and financing activities:
Details of debt exchange:

Retirement of senior secured credit facility S (700) - -
Cash paid 500 - -

Short-term credit facility utilized S 200 - -

Details of long-term debt exchange offer:
Variable rate notes redeemed S (966) - -

First and refunding mortgage bonds issued 966 - -

Obligation to fund investment in acquisition S 8 - -

Details of senior secured credit facility transaction:
Retirement of credit facility - $ (1,650) -

Senior secured credit facility replacement - 1,600 -

Cash paid on retirement of credit facility - $ (50) -

Utility Plant

Utility plant additions, including replacements and betterments, are capitalized. Such costs include direct
material and labor, construction overhead and an allowance for funds used during construction (AFUDC).
AFUDC represents the estimated cost of debt and equity funds that finance utility-plant
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construction. AFUDC is capitalized during plant construction and reported in current earnings in other
nonoperating income. AFUDC is recovered in rates through depreciation expense over the useful life of
the related asset. Depreciation of utility plant is computed on a straight-line, remaining-life basis.

Depreciation expense stated as a percent of average original cost of depreciable utility plant was 4.3% for
2003, 4.2% for 2002 and 3.6% for 2001.

AFUDC - equity was $21 million in 2003, $11 million in 2002 and $7 million in 2001. AFUDC - debt
was S6 million in 2003, $8 million in 2002 and $9 million in 2001.

Replaced or retired property costs are charged to the accumulated provision for depreciation.
Historically, cash payments for removal costs less salvage were charged to the accumulated provision for
depreciation and decommissioning and cash collections from customers for future decommissioning were
credited to accumulated provision for depreciation and decommissioning. However, as a result of recent
guidance from the staff of the Securities and Exchange Commission, SCE reclassified amounts related to
removal costs to regulatory liabilities in its December 31,2003 and 2002 balance sheets. See further
discussion in "New Accounting Principles" and "Regulatory Assets and Liabilities."

Estimated useful lives of SCE's property, plant and equipment, as authorized by the CPUC, arc as
follows:

Generation plant 38 years to 81 years
Distribution plant 24 years to 53 years
Transmission plant 40 years to 60 years
Other plant 5 years to 40 years

SCE's net investment in generation-related utility plant was $867 million at December 31, 2003 and
S842 million at Decembcr 31, 2002.

Nuclear fuel is recorded as utility plant in accordance with CPUC rate-making procedures.

Note 2. Regulatory Matters

CD WR Power Purchases and Revenue Requirement Proceedings

In accordance with an emergency order by the Governor of California, the CDWR began making
emergency power purchases for SCE's customers on January 17, 2001. In February 2001, a California
law was enacted which authorized the CDWR to: (I) enter into contracts to purchase electric power and
sell power at cost directly to SCE's retail customers; and (2) issue bonds to finance those electricity
purchases. During the fourth quarter of 2002, the CDWR issued $11 billion in bonds to finance its
electricity purchases. The CDNVR's total statewide power charge and bond charge revenue requirements
arc allocated by the CPUC among the customers of SCE, Pacific Gas and Electric (PG&E) and San Diego
Gas & Electric (SDG&E). Amounts billed to and collected from SCE's customers for electric power
purchased and sold by the CDWR (approximately $1.7 billion in 2003) arc remitted directly to the
CDWR and are not recognized as revenue by SCE.

CPUC Litigation Settlement Agreement

During the California energy crisis, prices charged by sellers of wholesale power escalated far beyond
what SCE was permitted by the CPUC to charge its customers. In November 2000, SCE filed a lawsuit
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against the CPUC in federal district court seeking a ruling that SCE is entitled to full recovery of its
electricity procurement costs incurred during the energy crisis in accordance with the tariffs filed with the
FERC. In October 2001, SCE and the CPUC entered into a settlement of SCE's lawsuit against the
CPUC. A key element of the 2001 CPUC settlement agreement was the establishment of a $3.6 billion
regulatory balancing account, called the PROACT, as of August 31, 2001. The Utility Reform Network
(TURN) and other parties appealed to the United States Court of Appeals for the Ninth Circuit (Ninth
Circuit) seeking to overturn the stipulated judgment of the federal district court that approved the 2001
CPUC settlement agreement. On September 23, 2002, the Ninth Circuit issued its opinion affirming the
federal district court on all claims, with the exception of the challenges founded upon California state law,
which the Ninth Circuit referred to the California Supreme Court.

On August 21,2003, the California Supreme Court issued its decision on the certified questions on
challenges founded upon California state law, concluding that the 2001 CPUC settlement agreement did
not violate California law in any of the respects raised by the Ninth Circuit. Specifically, the California
Supreme Court concluded that: (1) the commissioners of the CPUC had the authority to propose the
stipulated judgment under the provisions of California's restructuring statute, Assembly Bill 1890, as
amended or impacted by subsequent legislation; (2) the procedures employed by the CPUC in entering
the stipulated judgment did not violate California's open meeting law for public agencies; and (3) the
stipulated judgment did not violate California's public utilities code by allegedly altering rates without a
public hearing and issuance of findings.

On October 22,2003, the California Supreme Court denied TURN's petition for rehearing of the
decision. The matter was returned to the Ninth Circuit for final disposition, subject to any efforts by
TURN to pursue further federal appeals. On December 19,2003, the Ninth Circuit unanimously affirmed
the original stipulated judgment of the federal district court, and no petition for rehearing was filed. On
January 12, 2004, the Ninth Circuit issued its mandate, relinquishing jurisdiction of the case and returning
jurisdiction to the federal district court. TURN and those parties whose appeals to the Ninth Circuit were
consolidated with TURN's appeal currently have 90 days from December 19, 2003 in which to seek
discretionary review from the United States Supreme Court. SCE continues to believe it is probable that
recovery of its past procurement costs through regulatory mechanisms, including the PROACT, will not
be invalidated. However, SCE cannot predict with certainty the ultimate outcome of further legal
proceedings, if any.

Electric Line Maintenance Practices Proceeding

In August 2001, the CPUC issued an order instituting investigation regarding SCE's overhead and
underground electric line maintenance practices. The order was based on a report issued by the CPUC's
Consumer Protection and Safety Division, which alleged a pattern of noncompliance with the CPUC's
general orders for the maintenance of electric lines for 1998-2000. The order also alleged that
noncompliant conditions were involved in 37 accidents resulting in death, serious injury or property
damage. The Consumer Protection and Safety Division identified 4,817 alleged violations of the general
orders during the three-year period; and the order put SCE on notice that it could be subject to a penalty
of between $500 and $20,000 for each violation or accident. In its opening brief on October 21, 2002, the
Consumer Protection and Safety Division recommended that SCE be assessed a penalty of $97 million.

On June 19, 2003, a CPUC administrative law judge issued a presiding officer's decision on the
Consumer Protection and Safety Division report. The decision did the following:

* Fined SCE $576,000 for 2% of the alleged violations involving death, injury or property damage,
failure to identify unsafe conditions or exceeding required inspection intervals. The decision did not
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find that any of the alleged violations compromised the integrity or safety of SCE's electric system or
were excessive compared to other utilities.

* Ordered SCE to consult with the Consumer Protection and Safcty Division and refine SCE's
maintenance priority system consistent with the decision.

* Adopted an interpretation that all of SCE's nonconformances with the CPUC's general orders for the
maintenance of electric lines arc violations subject to potential penalty.

On July 21,2003, SCE filed an appeal with the CPUC challenging, among other things, the decision's
interpretation of nonconformance. The Consumer Protection and Safety Division also appealed,
challenging the fact that the decision did not penalize SCE for 4,721 of the 4,817 alleged violations. A
final decision is scheduled to be issued on March 16, 2004.

Generation Procurement Proceedings

SCE resumed power procurement responsibilities for its residual-nct short position on January 1, 2003,
pursuant to CPUC orders and California statutes passed in 2002. The current regulatory and statutory
framework requires SCE to assume limited responsibilities for CDWR contracts allocated by the CPUC,
and provide full power procurement responsibilities on the basis of annual short-term procurement plans,
long-term resource plans and increased procurement of renewable resources.

Short-Term Procurement Plan

In 2003, SCE operated under a CPUC-approved short-term procurement plan, which includes contracts
entered into during a transitional period beginning in August 2002 for deliveries in 2003 and the
allocation of CDWR contracts. In December 2003, the CPUC adopted a 2004 procurement plan for SCE,
which established a target level for spot market purchases equal to 5% of monthly need, and allowed SCE
to enter into contracts of up to five years.

Long-Term Resource Plan

On April 15, 2003, SCE filed its long-term resource plan with the CPUC, which includes a 20-year
forecast. SCE's long-term resource plan included both a preferred plan and an interim plan (both
described below). On January 22, 2004, the CPUC issued a decision which did not adopt any long-term
resource plan, but adopted a framework for resource planning. Until the CPUC approves a long-term
resource plan for SCE, SCE will operate under its interim resource plan.

* Preferred Resource Plan: The preferred resource plan contains long-term commitments intended to
encourage investment in new generation and transmission infrastructure, increase long-term reliability
and decrease price volatility. These commitments include energy efficiency and demand-response
investments, additional renewable resource contracts that will meet or exceed the requirements of
legislation passed in 2002, additional utility and third-party owned generation, and new major
transmission projects.

* Interim Resource Plan: The interim resource plan, by contrast, relies exclusively on new short- and
medium-term contracts with no long-term resource commitments (except for new renewable
contracts).

In its long-term resource plan filing, SCE maintained that implementation of its preferred resource plan
requires resolution of various issues including: (I) stabilizing SCE's customer base; (2) restoring SCE's
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investment-grade creditworthiness; (3) restructuring regulations regarding energy efficiency and demand-
response programs; (4) removing barriers to transmission development; (5) modifying prior decisions,
which impede long-term procurement; and (6) adopting a commercially realistic cost-recovery framework
that will enable utilities to obtain financing and enable contracting for new generation.

Under the framework adopted in the CPUC's January 22,2004 decision, all load-serving entities in
California have an obligation to procure sufficient resources to meet their customers' needs. This
resource adequacy requirement phases in over the 2005-2008 period and requires planning reserve
margins of 15°/6-17% of peak load. The decision requires SCE to enter into forward contracts for 90% of
SCE's summer peaking needs a year in advance and to file a revised long-term resource plan in 2004.
The decision does not comprehensively address important issues SCE has raised about its customer base,
recovery of indirect procurement costs (including debt equivalence) and other matters.

Procurement ofRenewable Resources

As part of SCE's resumption of power procurement, in accordance with a California statute passed in
2002, SCE is required to increase its procurement of renewable resources by at least 1% of its annual
electricity sales per year so that 20% of its annual electricity sales arc procured from renewable resources
by no later than December31, 2017. In June 2003, the CPUC issued a decision adopting preliminary
rules and guidance on renewable procurement-related issues, including penalties for noncompliance with
renewable procurement targets. As of December 31, 2003, SCE procured approximately 18% of its
annual electricity from renewable resources.

SCE has received bids for renewable resource contracts in response to a solicitation it made in August
2003, and is proceeding to enter into negotiations for contracts with some bidders based upon its
preliminary bid evaluation.

CDWZR Contract Allocation and Operating Order

The CDWR power-purchase contracts entered into as a result of the California energy crisis have been
allocated on a contract-by-contract basis among SCE, PG&E and SDG&E, in accordance with a 2002
CPUC decision. SCE only assumes scheduling and dispatch responsibilities and acts only as a limited
agent for the CDWR for contract implementation. Legal title, financial reporting and responsibility for
the payment of contract-related bills remain with the CDWR. The allocation of CDWR contracts to SCE
significantly reduces SCE's residual-net short and also increases the likelihood that SCE will have excess
power during certain periods. SCE has incorporated the CDWR contracts allocated to it in its
procurement plans. Wholesale revenue from the sale of excess power, if any, is prorated between the
CDNVR and SCE.

SCE's maximum annual disallowance risk exposure for contract administration, including administration
of allocated CDWR contracts and least cost dispatch of CDWR contract resources, is $37 million. In
addition, gas procurement, including hedging transactions, associated with the CDWR contracts is
included within the cap.

Holding Company Proceeding

In April 2001, the CPUC issued an order instituting investigation that reopened the past CPUC decisions
authorizing utilities to form holding companies and initiated an investigation into, among other things:
(1) whether the holding companies violated CPUC requirements to give first priority to the capital needs
of their respective utility subsidiaries; (2) any additional suspected violations of laws or CPUC rules and
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decisions; and (3) whether additional rules, conditions, or other changes to the holding company decisions
are necessary.

In January 2002, the CPUC issued an interim decision interpreting the CPUC requirement that the
holding companies give first priority to the capital needs of their respective utility subsidiaries. The
decision stated that, at least under certain circumstances, holding companies arc required to infuse all
types of capital into their respective utility subsidiaries when necessary to fulfill the utility's obligation to
serve its customers. The decision did not determine whether any of the utility holding companies had
violated this requirement, reserving such a determination for a later phase of the proceedings. In
February 2002, SCE and Edison International filed an application before the CPUC for rehearing of the
decision. In July 2002, the CPUC affirmed its earlier decision on the first priority requirement and also
denied Edison International's request for a rehearing of the CPUC's determination that it had jurisdiction
over Edison International in this proceeding. In August 2002, Edison International and SCE jointly filed
a petition in California state court requesting a review of the CPUC's decisions with regard to first
priority requirements, and Edison International filed a petition for a review of the CPUC decision
asserting jurisdiction over holding companies. PG&E and SDG&E and their respective holding
companies filed similar challenges, and all cases have been transferred to the First District Court of
Appeals in San Francisco. On November 26, 2003, the Court of Appeals issued an order indicating it
would hear the cases but not decide the merits of the petitions. Oral argument was held before the Court
of Appeals on March 5, 2004, and the Court of Appeals is expected to rule within 90 days.

AMo/aave Generating Station and RelatedProceedings

In May 2002, SCE filed an application with the CPUC to address certain issues (mainly coal and slurry-
water supply issues) facing the future extended operation of Mohave, which is partly owned by SCE.
Mohave obtains all of its coal supply from the Black Mesa Mine in northeast Arizona, located on lands of
the Navajo Nation and Hopi Tribe (the Tribes). This coal is delivered from the mine to Mohave by means
of a coal slurry pipeline, which requires water from wells located on lands belonging to the Tribes in the
mine vicinity.

Due to the lack of progress in negotiations with the Tribes and other parties to resolve several coal and
water supply issues, SCE's application stated that SCE would probably be unable to extend Mohave's
operation beyond 2005. The uncertainty over a post-2005 coal and water supply has prevented SCE and
other Mohave co-owncrs from making approximately $1.1 billion in Mohave-rclated investments (SCE's
share is 5605 million), including the installation of pollution-control equipment that must be put in place
in order for Mohave to continue to operate beyond 2005, pursuant to a 1999 consent decree concerning
air quality.

Negotiations are continuing among the relevant parties in an effort to resolve the coal and water supply
issues, but no resolution has been reached. The Mohave co-owners, the Tribes and the federal
government have recently finalized a memorandum of understanding under which the Mohave co-owvners
will fund, subject to the terms and conditions of the memorandum of understanding, a $6 million study of
a possible alternative groundwater source for the slurry water. The study is expected to begin in early
2004. SCE and other parties submitted further testimony and made various other filings in 2003 in SCE's
application proceeding. On February 9, 2004, the CPUC held a prehearing conference to discuss whether
additional testimony and hearings arc needed to determine the future of the plant. The CPUC has not
issued any ruling as result of the prehearing conference, but has indicated that further testimony can be
expected in early to mid-2004. The outcome of the coal and water negotiations and SCE's application are
not expected to impact Mohave's operation through 2005, but could have a major impact on SCE's long-
term resource plan.
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For additional matters related to Mohave, see "Navajo Nation Litigation" in Notc 10.

In light of all of the issues discussed above, SCE has concluded that it is probable Mohave will be shut
down at the end of 2005. Because the expected undiscounted cash flows from the plant during the years
2003-2005 were less than the $88 million carrying value of the plant as of December 31, 2002, SCE
incurred an impairment charge of $61 million in 2002. However, in accordance with accounting
standards for rate-regulated enterprises, this incurred cost was deferred and recorded as a regulatory asset,
based on SCE's expectation that any unrccovered book value at the cnd of 2005 would be recovered in
future rates through a balancing account mechanism presented in its May 2002 application and discussed
in its supplemental testimony filed in January 2003.

Wholesale Electricity and Natural Gas Afarkets

In 2000, the FERC initiated an investigation into the justness and reasonableness of rates charged by
sellers of electricity in the PX/ISO markets. On March 26, 2003, the FERC staff issued a report
concluding that there had been pervasive gaming and market manipulation of both the electric and natural
gas markets in California and on the West Coast during 2000-2001 and describing many of the
techniques and effects of that market manipulation. SCE is participating in several related proceedings
seeking recovery of refunds from sellers of electricity and natural gas who manipulated the electric and
natural gas markets. Under the 2001 CPUC settlement agreement, mentioned in "CPUC Litigation
Settlement Agreement," 90% of any refunds actually realized by SCE will be refunded to customers,
except for the El Paso Natural Gas Company settlement agreement discussed below.

El Paso Natural Gas Company entered into a settlement agreement with parties to a class action lawsuit
(including SCE, PG&E and the State of California) settling claims stated in proceedings at the FERC and
in San Diego County Superior Court that El Paso Natural Gas Company had manipulated interstate
capacity and engaged in other anticompetitive behavior in the natural gas markets in order to unlawfully
raise gas prices at the California border in 2000-2001. The San Diego County Supcrior Court approved
the settlement on December 5, 2003. Notice of appeal of that judgment was filed by a party to the action
on February 6,2004. Accordingly, until the appeal is resolved, the judgment is not final and no refunds
will be paid. Pursuant to a CPUC decision, SCE will refund to customers any amounts received under the
terms of the El Paso Natural Gas Company settlement (net of legal and consulting costs) through its
energy resource recovery account mechanism. In addition, amounts El Paso Natural Gas Company
refunds to the CDWR will result in equivalent reductions in the CDWR's revenue requirement allocated
to SCE.

On February 24,2004, SCE and PG&E entered into a settlement agreement with The Williams Cos. and
Williams Power Company, providing for approximately $140 million in refunds against some of
Williams' power charges in 2000-2001. The allocation of refunds under the settlement agreement has not
been determined. The settlement is subject to the approval of the FERC, the CPUC and the PG&E
bankruptcy court.

Note 3. Derivative Instruments and Hedging Activities

SCE's risk management policy allows the use of derivative financial instruments to manage financial
exposure on its investments, fluctuations in interest rates and energy prices, but prohibits the use of these
instruments for speculative or trading purposes.

On January 1, 2001, SCE adopted a new accounting standard for derivative instruments and hedging
activities. SCE also adopted subsequent interpretations of this standard. The standard requires derivative
instruments to be recognized on the balance sheet at fair value unless they meet the definition
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of a normal purchase or sale. The normal purchases and sales exception requires, among other things,
physical delivery in quantities expected to be used or sold ovcr a reasonable period in the normal course
of business. Gains or losses from changes in the fair value of a recognized asset or liability or a firm
commitment are reflected in earnings for the ineffective portion of the hedge. For a hedge of the cash
flows of a forecasted transaction, the effective portion of the gain or loss is initially recorded as a separate
component of shareholder's equity under the caption "accumulated other comprehensive income," and
subsequently reclassified into earnings when the forecasted transaction affects earnings. The ineffective
portion of the hedge is reflected in earnings immediately.

SCE recorded its interest rate swap agreement (terminated January 5, 2001) and its block forward power-
purchase contracts at fair value effective January 1,2001. The unamortized loss of $9 million (as of
December 31, 2003, net of tax) on the interest rate swap will be amortized over a period ending in 2008,
when the related debt matures.

In December 2003, SCE entered into an interest rate lock to hedge its exposure to changes in interest rates
for $825 million of anticipated issuances of first mortgage bonds. SCE recorded a $1 million liability as
of December 31, 2003, representing the fair value of the interest rate lock. The lock expired on January 7,
2004, the pricing date of S975 million of new mortgage bonds, resulting in a payment of $6 million to the
counterparties due to a decline in treasury rates. This loss will be treated as a debt discount and amortized
over the life of the mortgage bonds.

SCE has bilateral forward power contracts, which arc considered normal purchases under accounting
rules. SCE is exposed to credit loss in the event of nonperformance by the counterparties to its bilateral
forward contracts, but does not expect the counterparties to fail to meet their obligations. The
counterparties are required to post collateral depending on the creditworthiness of each counterparty.

In October and November 2001, SCE purchased $209 million of call options that mitigated its exposure
to increases in natural gas prices during 2002 and 2003. This amount was recovered through a balancing
account mechanism. Amounts paid to QFs for energy are based on natural gas prices. Any fair value
changes for gas call options are offset through a regulatory balancing account; therefore, fair value
changes do not affect earnings. In fourth quarter 2003, SCE purchased $4 million of call options to hedge
some gas price exposure for 2004.

SCE purchases power from certain QFs in which the contract pricing is based on a natural gas index, but
the power is not generated with natural gas. A portion of these contracts is not eligible for the normal
purchases and sales exception under accounting rules, and the fair value is recorded on the balance sheet.
Any fair value changes for these QF contracts are offset through a regulatory mechanism; therefore, fair
value changes do not affect earnings.
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Fair values of financial instruments arc:

In millions December 31, 2003 2002
Financial assets:
Decommissioning trusts S 2,530 S 2,210
Commodity price derivatives:

Natural gas 3 77

Financial liabilities:
Interest rate hedges 1
DOE decommissioning and

decontamination fees 18 22
QF power contracts 32 70
Long-term debt 4,446 4,543
Long-term debt due within one year 377 1,722
Preferred stock subject to mandatory redemption 139 129
Preferred stock to be redeemed within one year 9 8

Financial assets' fair values are based on quoted market prices for decommissioning trusts and financial
models for commodity price derivatives.

Financial liabilities' fair values are based on: discounted future cash flows for United States Department of
Energy (DOE) decommissioning and decontamination fees; financial models for QF power contracts; and
brokers' quotes for interest rate hedges, long-term debt and preferred stock.

Due to their short maturities, amounts reported for cash equivalents approximate fair value.

Note 4. Liabilities

Almost all SCE properties arc subject to a trust indenture lien. SCE has pledged first and refunding
mortgage bonds as security for borrowed funds obtained from pollution-control bonds issued by
government agencies. SCE used these proceeds to finance construction of pollution-control facilities.
Bondholders have limited discretion in redeeming certain pollution-control bonds, and SCE has
arrangements with securities dealers to remarket or purchase them if necessary. As a result of investors'
concerns regarding SCE's liquidity difficulties and overall financial condition, SCE had to repurchase
$550 million of pollution-control bonds in December 2000 and early 2001 that could not be remarketed in
accordance with their terms. On March 1, 2002, SCE remarketed $196 million of the pollution-control
bonds that SCE had repurchased in late 2000.

Debt premium, discount and issuance expenses are amortized over the life of each issue. Under CPUC
rate-making procedures, debt reacquisition expenses are amortized over the remaining life of the
reacquired debt or, if refinanced, the life of the new debt. California law prohibits SCE from incurring or
guaranteeing debt for its nonutility affiliates.

In December 1997, $2.5 billion of rate reduction notes were issued on behalf of SCE by SCE Funding
LLC, a special purpose entity. These notes were issued to finance the 10% rate reduction mandated by
state law. The proceeds of the rate reduction notes were used by SCE Funding LLC to purchase from
SCE an enforceable right known as transition property. Transition property is a current property right
created by the restructuring legislation and a financing order of the CPUC and consists generally of the
right to be paid a specified amount from nonbypassable rates charged to residential and small commercial
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customers. The rate reduction notes arc being repaid over 10 years through these nonbypassablc
residential and small commercial customer rates, which constitute the transition property purchased by
SCE Funding LLC. The notes are collateralized by the transition property and are not collateralized by,
or payable from, assets of SCE or Edison International. SCE used the proceeds from the sale of the
transition property to retire debt and equity securities. Although, as required by accounting principles
generally accepted in the United States, SCE Funding LLC is consolidated with SCE and the rate
reduction notes are shown as long-term debt in the consolidated financial statements, SCE Funding LLC
is legally separate from SCE. The assets of SCE Funding LLC are not available to creditors of SCE or
Edison International and the transition property is legally not an asset of SCE or Edison International.

Long-term debt is:

In millions December 31, 2003 2002
First and refunding mortgage bonds:
2004 - 2026 (5.875% to 8.00% and variable) S 1,816 S 2,275

Rate reduction notes:
2004 - 2007 (6.38% to 6.42%) 985 1,232

Pollution-control bonds:
2005 - 2040 (5.125% to 7.2% and variable) 1,216 1,216

Bonds repurchased (354) (354)
Debentures and notes:

2006 - 2053 (5.06% to 7.625% and variable) 758 1,750
Subordinated debentures:
2044 (8.375%) 100 100

Long-term debt due within one year (371) (1,671)
Unamortized debt discount - net (29) (23)

Total S4,121 $4,525

Note: rates and terms as of December 31, 2003

Long-term debt maturities and sinking-fund requirements for the next five years are: 2004 -
$371 million; 2005 - $442 million; 2006 - $446 million; 2007 - $1.2 billion; and 2008 - zero.

At December 31,2003, SCE had $200 million in outstanding short-term debt as part of a credit line with a
limit of $700 million. The weighted-average rate for this short-term debt was 2.83%.

At December 31, 2002, SCE had no short-term debt, no available short-term credit lines and had fully drawn
a long-term credit line of $300 million.

In January 2004, SCE issued $975 million of first and refunding mortgage bonds. The issuance included
S300 million of 5% bonds due in 2014, $525 million of 6% bonds due in 2034 and $ 150 million of floating
rate bonds due in 2006. The proceeds were used to redeem $300 million of 7.25% first and refunding
mortgage bonds due March 2026, S225 million of 7.125% first and refunding mortgage bonds due July
2025, $200 million of 6.9% first and refunding mortgage bonds due October 2018, and $100 million of
junior subordinated deferrable interest debentures due June 2044. In March 2004, SCE remarketed
approximately $550 million of pollution-control bonds with varying maturity dates ranging from 2008 to
2040.

In compliance with a new accounting standard, effective July 1, 2003, SCE reclassified its preferred stock
subject to mandatory redemption to the liabilities section of its consolidated balance sheet. This item was
previously classified between liabilities and equity.

61

ASDO31



Notes to Consolidated Financial Statements

SCE has 12 million authorized shares of preferred stock subject to mandatory redemption. Mandatorily
redeemable preferred stock is subject to sinking-fund provisions. When preferred shares are redeemed,
the premiums paid, if any, are charged to expense.

Preferred stock rcdemption requirements for the next five years are: 2004 - S9 million; 2005 - $9
million; 2006 - $9 million; 2007 - $69 million; and 2008 - $54 rnillion.

Cumulative preferred stock subject to mandatory redemption is:

Dollars in millions, except per-share amounts December 31, 2003 2002

December 31. 2003
Shares Redemption

Outstanding Price

S100 par value:
6.05% Series 693,800 $ 100.00 S 69 $ 75
7.23 807,000 100.00 81 81
Preferred stock to be redeemed within one year (9) (9)
Total S141 $147

In 2001, SCE did not redeem any preferred stock. In 2002, SCE redeemed 1,000,000 shares of 6.45%
Series preferred stock. In 2003, SCE redeemed 56,200 shares of 6.05% Series preferred stock. SCE did
not issue any preferred stock in the last three years.

The 7.23% Series preferred stock has mandatory sinking funds, requiring SCE to redeem at least 50,000
shares per year from 2002 through 2006, and 750,000 shares in 2007. However, SCE is allowed to credit
previously repurchased shares against the mandatory sinking fund provisions. Since SCE had previously
repurchased 193,000 shares of this series, no shares were redeemed in 2002 or 2003. At December 31,
2003, SCE had 93,000 of previously repurchased, but not retired, shares available to credit against the
mandatory sinking fund provisions.

Note 5. Preferred Stock Not Subject to Mandatory Redemption

SCE's authorized shares are: $25 cumulative preferred - 24 million and preference - 50 million. All
cumulative preferred stock is redeemable. When preferred shares are redeemed, the premiums paid, if
any, are charged to common equity.
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Cumulative preferred stock not subject to mandatory redemption is:

Dollars in millions, except per-share amounts December31, 2003 2002

December 31. 2003
Shares Redemption

Outstanding Price

$25 par value:
4.08% Scrics 1,000,000 $ 25.50 S 25 S 25
4.24 1,200,000 25.80 30 30
4.32 1,653,429 28.75 41 41
4.78 1,296,769 25.80 33 33
Total S129 S129

Note 6. Income Taxes

SCE and its subsidiaries are included in Edison International's consolidated federal income tax and
combined state franchise tax returns. Under an income tax allocation agreement approved by the CPUC,
SCE's tax liability is computed as if it filed a separate return.

Income tax expense includes the current tax liability from operations and the change in deferred income
taxes during the year. Investment tax credits are amortized over the lives of the related properties.

The components of the net accumulated deferred income tax liability arc:

In millions December 31, 2003 2002

Deferred tax assets:
Accrued charges S 334 $ 416
Investment tax credits 68 73
Property-related 243 178
Regulatory balancing accounts 144 5,365
Unrealized gains or losses 365 274
Decommissioning 166 -

Other 199 212
Total S 1,519 S 6,518
Deferred tax liabilities:
Property-related S2,762 S 2,847
Capitalized software costs 160 204
Regulatory balancing accounts 360 5,606
Unrealized gains and losses 262 171
Decommissioning 30 -

Other 163 306
Total S3,737 S 9,134
Accumulated deferred income taxes - net S2,218 S 2,616

Classification of accumulated deferred income taxes:
Included in deferred credits
Included in current assets
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The components of income tax expense from continuing operations by location of taxing jurisdiction are:

In millions Year ended December 31, 2003 2002 2001

Current:
Federal S 408 $ 990 $ 240
State 174 273 29

582 1,263 269
Deferred:
Federal (134) (504) 1,052
State (60) (117) 337

(194) (621) 1,389
Total S 388 S 642 $1,658

The federal statutory income tax rate is reconciled to the effective tax rate below:

Year ended December 31, 2003 2002 2001
Federal statutory rate 35.0% 35.0% 35.0%
Favorable resolution of audit (2.8) (1.9) -

Resolution of FERC rate case (5.9)
Property-related and other (1.8) (4.5) -

State tax - net of federal deduction 6.0 5.4 5.8
Effective tax rate 30.5% 34.0% 40.8%

The composite federal and state statutory income tax rate was 40.551% for all years presented. The lower
effective tax rate of 34% realized in 2002 was primarily due to reestablishing a tax-rclated regulatory
asset due to implementation of the utility-retained generation decision and recording the benefit of
favorable settlement of Internal Revenue Service (IRS) audits.

As a matter of course, SCE is regularly audited by federal and state taxing authorities. For further
discussion of this matter, see "Federal Income Taxes" in Note 10.

Note 7. Employee Compensation and Benefit Plans

Employee Savings Plan

SCE has a 401 (k) defined contribution savings plan designed to supplement employees' retirement
income. The plan received employer contributions of $33 million in 2003, $30 million in 2002 and
$29 million in 2001.

Pension Plan

Defined benefit pension plans (the non-executive plan has a cash balance feature) cover employees
meeting minimum service requirements. SCE recognizes pension expense for its non-cxccutivc plan as
calculated by the actuarial method used for ratemaking.

At December 31, 2003 and December 31,2002, the accumulated benefit obligations of the executive
pension plans exceeded the related plan assets at the measurement dates. In accordance with accounting
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standards, SCE's balance sheets include an additional minimum liability, with corresponding charges to
intangible assets and shareholder's equity (through a charge to accumulated other comprehensive
income). The charge to accumulated other comprehensive income would be restored through
shareholder's equity in future periods to the extent the fair value of the plan assets exceed the
accumulated benefit obligation.

The expected contributions (all by the employer) are approximately $33 million for the year ended
December 31, 2004. This amount is subject to change based on, among other things, the limits
established for federal tax deductibility.

SCE uses a December 31 measurement date for all of its plans.

Information on plan assets and benefit obligations is shown below:

In millions Year ended December31, 2003 2002
Change In projected benefit obligation
Projected benefit obligation at beginning of year S 2,550 $ 2,371
Service cost 79 69
Interest cost 162 158
Actuarial loss 148 90
Benefits paid (130) (138)
Projected benefit obligation at end of year S 2,809 $ 2,550

Accumulated benefit obligation at end of year S 2,424 S 2,177

Change In plan assets
Fair value of plan assets at beginning of year S 2,281 S 2,723
Actual return on plan assets 594 (311)
Employer contributions 34 7
Benefits paid (130) (138)
Fair value of plan assets at end of year S 2,779 $ 2,281

Funded status S (30) $ (269)
Unrecognized net loss 111 394
Unrecognized transition obligation 6 11
Unrecognized prior service cost 84 98

Recorded asset S 171 $ 234
Additional detail of amounts recognized In balance sheets:
Intangible asset
Accumulated other comprehensive income
Pension plans with an accumulated benefit obligation

in excess of plan assets:
Projected benefit obligation
Accumulated benefit obligation
Fair value of plan assets
Weighted-average assumptions at end of year:
Discount rate
Rate of compensation increase

S 3
(16)

S 78
60

6.0%
5.0%

S 3
(9)

$ 55
41

6.5%
5.0%
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Expense components are:

In millions Year ended December 31, 2003 2002 2001
Service cost S 79 $ 69 $ 69
Interest cost 162 158 157
Expected return on plan assets (187) (224) (251)
Special termination benefits 3 - 13
Net amortization and deferral 34 21 (7)
Expense under accounting standards 91 24 (19)
Regulatory adjustment- deferred (44) (18) 39
Total expense recognized S 47 $ 6 S 20

Change in accumulated other comprehensive Income S (7) $ (9)

Weighted-average assumptions:
Discount rate 6.5% 7.0% 7.25%
Rate of compensation increase 5.0% 5.0% 5.0%
Expected return on plan assets 8.5% 8.5% 8.5%

Asset allocations are:
Target for December 31,

2004 2003 2002
United States equity 45% 46% 45%
Non-United States equity 25 26 25
Private equity 4 3 3
Fixed income 26 25 27

Postretirement Benefits Other Than Pensions

Employees retiring at or after age 55 with at least 10 years of service arc eligible for postretirement health
and dental care, life insurance and other benefits.

On December 8, 2003, President Bush signed the Medicare Prescription Drug, Improvement and
Modernization Act of 2003. The Act authorized a federal subsidy to be provided to plan sponsors for
certain prescription drug benefits under Medicare. SCE has elected to defer accounting for the effects of
the Act until the earlier of the issuance of guidance by the Financial Accounting Standards Board on how
to account for the Act, or the remeasurement of plan assets and obligations subsequent to January 31,
2004. Accordingly, any measures of the accumulated postretirement benefit obligation or net periodic
postretirement benefit expense in the financial statements or this Note do not reflect the effects of the Act
on SCE's plan. Specific authoritative guidance on the accounting for the federal subsidy is pending and
that guidance, when issued, could require SCE to restate previously reported information.

The expected contributions (all by the employer) to the postrctircment benefits other than pensions trust
are $100 million for the year ended December 31, 2004. This amount is subject to change based on,
among other things, the Act referenced above and the impact of any benefit plan amendments.

SCE uses a December 31 measurement date.
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Information on plan assets and benefit obligations is shown below:

In millions Year ended December 31, 2003 2002

Change in benefit obligation
Benefit obligation at beginning of year S 2,103 S 1,925
Service cost 42 42
Interest cost 122 133
Amendments (622)
Actuarial loss 581 82
Benefits paid (89) (79)
Benefit obligation at end of year S 2,137 S 2,103

Change in plan assets
Fair value of plan assets at beginning of year S 1,072 S 1,139
Actual return on plan assets 291 (148)
Employer contributions 115 160
Benefits paid (89) (79)
Fair value of plan assets at end of year S 1,389 $ 1,072

Funded status S (748) $ (1,031)
Unrecognized net loss 1,027 702
Unrecognized transition obligation (342) 268
Recorded asset (liability) S (63) S (61)

Assumed health care cost trend rates:
Rate assumed for following year 12.0% 9.75%
Ultimate rate 5.0% 5.0%
Year ultimate rate reached 2010 2008
Weighted-average assumptions at end of year:
Discount rate 6.25% 6.75%

Expense components are:

In millions Year ended December 31, 2003 2002 2001
Service cost S 42 S 42 S 44
Interest cost 122 133 129
Expected return on plan assets (89) (93) (98)
Special termination benefits 1 - 2
Net amortization and deferral 41 37 27
Total expense S 117 5 119 S 104

Assumed health care cost trend rates:
Current year
Ultimate rate
Year ultimate rate reached
Veighted-average assumptions:
Discount rate
Expected return on plan assets

9.75%
5.0%

2008

6.4%
8.2%

10.5%
5.0%

2008

7.25%
8.2%

11.0%
5.0%

2008

7.5%
8.2%
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Increasing the health care cost trend rate by one percentage point would increase the accumulated
obligation as of December 31, 2003 by $305 million and annual aggregate service and interest costs by
$27 million. Decreasing the health care cost trend rate by one percentage point would decrease the
accumulated obligation as of December 31, 2003 by $248 million and annual aggregate service and
interest costs by $22 million.

Asset allocations are:
Target for December 31,

2004 2003 2002
United States equity 64% 64% 64%
Non-United States equity 16 13 13
Fixed income 20 23 23

Description of Pension and Postretirement Benefits Other Than Pensions Investment Strategies

The investment of plan assets is overseen by a fiduciary investment committee. Plan assets are invested
using a combination of asset classes, and may have active and passive investment strategies within asset
classes. SCE employs multiple investment management firms. Investment managers within each asset
class cover a range of investment styles and approaches. Risk is controlled through diversification among
multiple asset classes, managers, styles and securities. Plan, asset class and individual manager
performance is measured against targets. SCE also monitors the stability of its investments managers'
organizations.

Allowable investment types include:

United States Eauitv: Common and preferred stock of large, medium, and small companies which are
predominantly United States-based.

Non-United States Equity: Equity securities issued by companies domiciled outside the United States and
in depository receipts which represent ownership of securities of non-United States companies.

Private Equity: Limited partnerships that invest in non-publicly traded entities.

Fixed Income: Fixed income securities issued or guaranteed by the United States government, non-
United States governments, government agencies and instrumentalities, mortgage backed securities and
corporate debt obligations. A small portion of the fixed income position may be held in debt securities
that are below investment grade.

Permitted ranges around asset class portfolio weights are plus or minus 5%. Where approved by the
fiduciary investment committee, futures contracts are used for portfolio rebalancing and to approach fully
invested portfolio positions. Where authorized, a few of the plan's investment managers employ limited
use of derivatives, including futures contracts, options, options on futures and interest rate swaps in place
of direct investment in securities to gain efficient exposure to markets. Derivatives are not used to
leverage the plans or any portfolios.

Determination of the Expected Long-Term Rate ofReturn on Assets for United States Plans

The overall cxpcctcd long term rate of return on assets assumption is based on the target asset allocation
for plan assets, capital markets return forecasts for asset classes employed, and active management excess
return expectations. A portion of postretirement benefits other than pensions trust asset returns
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arc subject to taxation, so the expected long-term rate of return for these assets is determined on an
aftcr-tax basis.

Capital Markets Return Forecasts

The estimated total return for fixed income is based on an equilibrium yield for intermediate United States
government bonds plus a premium for exposure to non-govemment bonds in the broad fixed income
market. The equilibrium yield is based on analysis of historic data and is consistent with experience over
various economic environments. The premium of the broad market over United States government bonds
is a historic average premium. The estimated rate of return for equity is estimated to be a 3% premium
over the estimated total return of intermediate United States government bonds. This value is determined
by combining estimates of real earnings growth, dividend yields and inflation, each of which was
determined using historical analysis. The rate of return for private equity is estimated to be a 5%
premium over public equity, reflecting a premium for higher volatility and illiquidity.

Active Management Excess Return Expectations

For asset classes that are actively managed, an excess return premium is added to the capital market return
forecasts discussed above.

Stock-Based Emptoyee Compensation

In 1998, Edison International shareholders approved the Edison International Equity Compensation Plan,
replacing the long-term incentive compensation program that had been adopted by Edison International
shareholders in 1992. The 1998 plan authorizes a limited annual number of Edison International common
shares that may be issued in accordance with plan awards. The annual authorization is cumulative,
allowing subsequent issuance of previously unutilized awards. In May 2000, the Edison International
Board of Directors adopted an additional plan, the 2000 Equity Plan, under which stock options,
including the special options discussed below, may be awarded.

Under the 1992, 1998 and 2000 plans, options on 8.6 million shares of Edison International common
stock are currently outstanding to officers and senior managers of SCE.

Each option may be exercised to purchase one share of Edison International common stock and is
exercisable at a price equivalent to the fair market value of the underlying stock at the date of grant.
Options generally expire 10 years after date of grant and vest over a period of up to five years.

Edison International stock options awarded prior to 2000 include a dividend equivalent feature. Dividend
equivalents on stock options issued after 1993 and prior to 2000 are accrued to the extent dividends are
declared on Edison International common stock and are subject to reduction unless certain performance
criteria are met. Only a portion of the 1999 Edison International stock option awards include a dividend
equivalent feature. The 2003 options include a dividend equivalent feature for the first five years of the
option term. Dividend equivalents accumulate without interest.

Options issued after 1997 generally have a four-year vesting period. The special options granted in 2000
vest over five years, in 25% increments beginning in May 2002. Earlier options had a three-year vesting
period with one-third of the total award vesting annually. If an option holder retires, dies, is terminated by
the company, or is terminated while permanently and totally disabled (qualifying event) during the vesting
period, the unvested options will vest on a pro rata basis.
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Unvested options of any person who has served in the past on the SCE management committee (which was
dissolved in 1993) will vest and be exercisable upon a qualifying event. If a qualifying event occurs, the
vested options may continue to be exercised within their original terms by the recipient or beneficiary except
that in the case of termination by the company where the option holder is not eligible for retirement, vested
options are forfeited unless exercised within one year of termination date. If an option holdcr is terminated
other than by a qualifying event, options which had vested as of the prior anniversary date of the grant arc
forfeited unless exercised within 180 days of the date of termination. All unvested options are forfeited on
the date of termination.

The fair value for each option granted, reflecting the basis for the pro forma disclosures in Note 1, was
determined on the date of grant using the Black-Scholes option-pricing model. The following assumptions
were used in determining fair value through the model:

December 31, 2003 2002 2001
Expected life 10 years 7 years - 10 years 7 years - 10 years
Risk-free interest rate 3.8%-4.5% 4.7%-6.1% 4.7%-6.1%
Expected dividend yield 1.8% 1.8% 3.3%
Expected volatility 44%-53% 18%-54% 17%-52%

The expected dividend yield above is computed using an average of the previous 12 quarters. The
expected volatility above is computed on a historical 36-month basis.

The application of fair-value accounting to calculate the pro forma disclosures is not an indication of
future income statement effects. The pro forma disclosures do not reflect the effect of fair-value
accounting on stock-based compensation awards granted prior to 1995.

A summary of the status of Edison International stock options granted to SCE employees is as follows:

Wchihted-Avcraec
Share Excrcise Exercise Fair Value Remaining

Options Price Price At Grant Life
Outstanding, Dec. 31,2000 10,770,629 S14.56-$29.25 $22.56 8 years
Granted 324,934 $ 9.15-$15.92 $12.64 S4.51
Expired (8,400) $18.75-$19.35 $19.10
Forfeited (5,830,582) $15.41-$28.94 $20.99
Exercised - --

Outstanding, Dec. 31, 2001 5,256,581 $ 9.15-S29.25 $23.70 6 years
Granted 1,769,017 $ 8.90-S18.73 $18.54 S7.86
Expired (138,899) $14.07-S28.94 $24.88
Forfeited (73,651) $14.07-S28.13 $21.04
Exercised (2,250) $14.07-$15.94 $15.26
Outstanding, Dcc. 31, 2002 6,810,798 $ 8.90-$29.25 $22.37 6 years
Granted 2,076,070 $11.88-$19.80 $12.41 $7.34
Expired (115,612) S14.06-$29.25 S22.98
Forfeited (59,473) $12.29-$18.73 S15.34
Exercised (156,697) S11.35-420.19 $18.71
Outstanding, Dec. 31, 2003 8,555,086 $ 8.90-S28.94 $20.06 6 years
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The number of options exercisable and their weighted-average exercise prices at December 31, 2003,
2002 and 2001 were 4,845,967 at $24.06,4,160,675 at $24.23 and 3,699,622 at $23.92, respectively.

For the years after 1999, a portion of the executive long-term incentives was awarded in the form of
performance shares. Performance shares were awarded in January 2001, January 2002 and January 2003.
The performance shares vest December 31, 2003, December 31, 2004 and December 31, 2005,
respectively, and are paid out half in shares of Edison International common stock and half in cash. The
number of shares that will be paid out from the 2002 and 2003 performance share awards will depend on
the performance of Edison International common stock relative to the stock performance of a specified
group of pecr companies. The 2001 performance share values are accrued ratably over a three-year
performance period. The 2002 and 2003 performance shares will be valued based on Edison
International's stock performance relative to the stock performance of other such entities.

In March 2001, deferred stock units were awarded as part of a retention program. These vested and were
paid on March 12, 2003 in shares of Edison International common stock.

In October 2001, a stock option retention exchange offer was extended, offering holders of Edison
International stock options granted in 2000 the opportunity to exchange those options for a lesser number
of deferred stock units. The exchange ratio was based on the Black-Scholes value of the options and the
stock price at the time the offer was extended. The exchange took place in November 2001; the options
that participants elected to exchange were cancelled, and deferred stock units were issued.
Approximately three options were cancelled for each deferred stock unit issued. Twenty-five percent of
the deferred stock units will vest and be paid in Edison International common stock per year over four
years; the first and second vesting dates were in November 2002 and November 2003, respectively. The
following assumptions were used in determining fair value through the Black-Scholes option-pricing
model: expected life -8 to 9 years; risk-free interest rate - 5.1%; expected volatility - 52%.

See Note I for SCE's accounting policy and expenses related to stock-based employee compensation.

Note 8. Jointly Owned Utility Projects

SCE owns interests in several generating stations and transmission systems for which each participant
provides its own financing. SCE's share of expenses for each project is included in the consolidated
statements of income.
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The investment in each project as of December 31,2003 is:

Investment Accumulated
in Depreciation and Ownership

In millions Facility Amortization Interest

Transmission systems:
Eldorado $ 45 11 60%
Pacific Intertie 257 80 50

Generating stations:
Four Corners Units 4 and 5 (coal) 488 384 48
Mohave (coal)' 347 257 56
Palo Verde (nuclear)2  1,657 1,460 16
San Onofre (nuclear)2  4,297 3,923 75

Total S 7,091 S 6,115

' A portion is included in regulatory assets on the balance sheet. See Note 1.
2 Included in regulatory assets on the balance sheet.

Note 9. Commitments

Leases

SCE has operating leases, primarily for vehicles, with varying terms, provisions and expiration dates.
Operating lease expense was $15 million in 2003, $16 million in 2002 and S19 million in 2001.

Estimated remaining commitments for noncancelable leases at December 31,2003 are:

Year ended December 31, In millions
2004 S 13
2005 10
2006 7
2007 6
2008 4
Thereafter 8
Total S 48

ANuclear Decommissioning

Effective January 1, 2003, SCE adopted a new accounting standard, Accounting for Asset Retirement
Obligations, which requires entities to record the fair value of a liability for a legal ARO in the period in
which it is incurred. At that time, SCE adjusted its nuclear decommissioning obligation, increased its
unamortized nuclear investment for a new ARO asset, and recorded a regulatory liability to defer the
impact on earnings of the change in accounting principle (see further details in "New Accounting
Principles" in Note 1). The fair value of decommissioning SCE's nuclear power facilities is $2.1 billion
as of December 31, 2003, based on site-specific studies performed in 2001 for San Onofre and Palo
Verde. Changes in the estimated costs, timing of decommissioning, or the assumptions underlying these
estimates could cause material revisions to the estimated total cost to decommission in the near term.
SCE estimates that it will spend approximately $11.4 billion through 2049 to decommission its nuclear
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facilities. This estimate is based on SCE's current-dollar decommissioning cost methodology used for
rate-making purposes, escalated at rates ranging from 0.9% to 10.0% (depending on the cost element)
annually. These costs are expected to be funded from independent decommissioning trusts, which
effective October 2003 receive contributions of approximately $32 million per year. SCE estimates
annual after-tax earnings on the decommissioning funds of 3.7% to 6.5%. If the assumed return on trust
assets is not earned, it is probable that additional funds needed for decommissioning will be recoverable
through rates.

Decommissioning of San Onofre Unit 1 (shut down in 1992 per CPUC agreement) started in 1999 and
will continue through 2008. All of SCE's San Onofre Unit I decommissioning costs will be paid from its
nuclear decommissioning trust funds. The estimated remaining cost to decommission San Onofre Unit I
is recorded as an ARO liability ($177 million at December31, 2003). Total expenditures forthe
decommissioning of San Onofre Unit I were $317 million through December 31, 2003.

SCE plans to decommission its nuclear generating facilities by a prompt removal method authorized by
the Nuclear Regulatory Commission. Decommissioning is expected to begin after the plants' operating
licenses expire. The operating licenses expire in 2022 for San Onofre Units 2 and 3, and in 2024, 2026
and 2027 for the Palo Verde units. Decommissioning costs, which are recovered through nonbypassable
customer rates over the term of each nuclear facility's operating license, are recorded as a component of
depreciation expense, with a corresponding credit to the ARO regulatory liability. The earnings impact of
amortization of the ARO asset included within the unamortized nuclear investment and accretion of the
ARO liability, both created under this new standard, are deferred as increases to the ARO regulatory
liability account, with no impact on earnings.

SCE has collected in rates amounts for the future costs of removal of its nuclear assets, and has
historically recorded these amounts in accumulated provision for depreciation and decommissioning.
However, in accordance with recent Securities and Exchange Commission accounting guidance, the
amounts accrued in accumulated provision for depreciation and decommissioning for nuclear
decommissioning and costs of removal were reclassified to regulatory liabilities as of December 31, 2002.
Upon implementation of the new accounting standard for AROs, SCE reversed the decommissioning
amounts collected for assets legally required to be removed and recorded the fair value of this ARO
(included in the deferred credits and other liabilities section of the consolidated balance sheet). The cost
of removal amounts collected for assets not legally required to be removed remain in regulatory liabilities
as of December 31,2003.

Decommissioning expense under the rate-making method was $118 million in 2003, S73 million in 2002
and $96 million in 2001. The ARO for decommissioning SCE's active nuclear facilities was $1.9 billion
at December 31, 2003 and S 1.8 billion at December 31, 2002.

Decommissioning funds collected in rates arc placed in independent trusts, which, together with
accumulated earnings, will be utilized solely for decommissioning.
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Trust investments (at fair value) include:

In millions Maturity Dates December 31, 2003 2002

Municipal bonds 2004 - 2041 S 702 $ 486
Stock - 1,324 1,085
United States government issues 2004 -2033 363 264
Corporate bonds 2004 - 2038 91 270
Short-term 2004 50 105

Total S 2,530 $2,210

Note: Maturity dates as of December 31, 2003

Trust fund earnings (based on specific identification) increase the trust fund balance and the ARO
regulatory liability. Net earnings (loss) were $93 million in 2003, $(25) million in 2002 and S13 million
in 2001. Proceeds from sales of securities (which are reinvested) were S2.2 billion in 2003, $3.8 billion
in 2002 and $3.9 billion in 2001. Gross unrealized holding gains were $677 million and $443 million at
December 31, 2003 and 2002, respectively. There were no unrealized holding losses for the years
presented. Approximately 91% of the cumulative trust fund contributions were tax-deductible.

Other Commitments

SCE has fuel supply contracts which require payment only if the fuel is made available for purchase.
Certain SCE gas and coal fuel contracts require payment of certain fixed charges whether or not gas or
coal is delivered.

SCE has power-purchase contracts with certain QFs (cogencrators and small power producers) and other
utilities. These contracts provide for capacity payments if a facility meets certain performance
obligations and energy payments based on actual power supplied to SCE. There arc no requirements to
make debt-service payments. In an effort to replace higher-cost contract payments with lowcr-cost
replacement power, SCE has entered into purchased-powcr settlements to end its contract obligations with
certain QFs. The settlements are reported as power purchase contracts on the balance sheets.

SCE has unconditional purchase obligations for part of a power plant's generating output, as well as firm
transmission service from another utility. Minimum payments are based, in part, on the debt-service
requirements of the provider, whether or not the plant or transmission line is operable. SCE's minimum
commitment under both contracts is approximately $139 million through 2017. The purchased-powcr
contract is expected to provide approximately 5% of current or estimated future operating capacity, and is
reported as power purchase contracts (approximately $28 million). The transmission service contract
requires a minimum payment of approximately $6 million a year.

Certain commitments for the years 2004 through 2008 are estimated below:

In millions 2004 2005 2006 2007 2008
Fuel supply contract payments $ 182 $ 126 S 58 S 66 S 51
Purchased-power capacity payments 682 663 637 637 444

74

ASDQ44



Southern California Edison Company

Note 10. Contingencies

In addition to the matters disclosed in these Notes, SCE is involved in other legal, tax and regulatory
proceedings before various courts and governmental agencies regarding matters arising in the ordinary
course of business. SCE believes the outcome of these other proceedings will not materially affect its
results of operations or liquidity.

Employee Compensation and Benefit Plans

On July 31, 2003, a federal district court held that the formula used in a cash balance pension plan created
by International Business Machine Corporation (IBM) in 1999 violated the age discrimination provisions
of the Employee Retirement Income Security Act of 1974. In its decision, the federal district court set
forth a standard for cash balance pension plans. This decision, however, conflicts with the decisions from
two other federal district courts and with the proposed regulations for cash balance pension plans issued
by IRS in December 2002. On February 12,2004, the same federal district court ruled that IBM must
make back payments to workers covered under this plan. IBM has indicated that it will appeal both
decisions to the United States Court of Appeals for the Seventh Circuit. The formula for SCE's cash
balance pension plan does not meet the standard set forth in the federal district court's July 31, 2003
decision. SCE cannot predict with certainty the effect of the two IBM decisions on SCE's cash balance
pension plan.

Environmental Remediation

SCE is subject to numerous environmental laws and regulations, which require it to incur substantial costs
to operate existing facilities, construct and operate new facilities, and mitigate or remove the effect of past
operations on the environment.

SCE records its environmental remediation liabilities when site assessments and/or remedial actions are
probable and a range of reasonably likely cleanup costs can be estimated. SCE reviews its sites and
measures the liability quarterly, by assessing a range of reasonably likely costs for each identified site
using currently available information, including existing technology, presently enacted laws and
regulations, experience gained at similar sites, and the probable level of involvement and financial
condition of other potentially responsible parties. These estimates include costs for site investigations,
remediation, operations and maintenance, monitoring and site closure. Unless there is a probable amount,
SCE records the lower end of this reasonably likely range of costs (classified as other long-term
liabilities) at undiscounted amounts.

SCE's recorded estimated minimum liability to remediate its 26 identified sites is $92 million. In third
quarter 2003, SCE sold certain oil storage and pipeline facilities. This sale caused a reduction in SCE's
recorded estimated minimum environmental liability. The ultimate costs to clean up SCE's identified
sites may vary from its recorded liability due to numerous uncertainties inherent in the estimation process,
such as: the extent and nature of contamination; the scarcity of reliable data for identified sites; the
varying costs of alternative cleanup methods; developments resulting from investigatory studies; the
possibility of identifying additional sites; and the time periods over which site remediation is expected to
occur. SCE believes that, due to these uncertainties, it is reasonably possible that cleanup costs could
exceed its recorded liability by up to S238 million. The upper limit of this range of costs was estimated
using assumptions least favorable to SCE among a range of reasonably possible outcomes.

The CPUC allows SCE to recover environmental remediation costs at certain sites, representing
$34 million of its recorded liability, through an incentive mechanism (SCE may request to include
additional sites). Under this mechanism, SCE will recover 90% of cleanup costs through customer rates;
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shareholders fund the remaining 10%, with the opportunity to recover these costs from insurance carriers
and other third parties. SCE has successfully settled insurance claims with all responsible carriers. SCE
expects to recover costs incurred at its remaining sites through customer rates. SCE has recorded a
regulatory asset of $71 million for its estimated minimum cnvironmental-cleanup costs expected to be
recovered through customer rates.

SCE's identified sites include several sites for which there is a lack of currently available information,
including the nature and magnitude of contamination and the extent, if any, that SCE may be held
responsible for contributing to any costs incurred for remediating these sites. Thus, no reasonable
estimate of cleanup costs can be made for these sites.

SCE cxpccts to clean up its identified sites over a period of up to 30 years. Remediation costs in each of
the next several years are expected to range from $13 million to $25 million. Recorded costs for 2003
were S14 million.

Based on currently available information, SCE believes it is unlikely that it will incur amounts in excess
of the upper limit of the estimated range for its identified sites and, based upon the CPUC's regulatory
treatment of environmental remcdiation costs, SCE believes that costs ultimately recorded will not
materially affect its results of operations or financial position. There can be no assurance, howcver, that
future developments, including additional information about existing sites or the identification of new
sites, will not require material revisions to such estimates.

Federal Income Taxes

In August 2002, Edison International received a notice from the IRS asserting deficiencies in federal
corporate income taxes for its 1994 to 1996 tax years. Included in these amounts are deficiencies asserted
against SCE. The vast majority of SCE's tax deficiencies arc timing differences and, therefore, amounts
ultimately paid (exclusive of interest and penalties), if any, would benefit it as future tax deductions. SCE
believes that it has meritorious legal defenses to deficiencies asserted against it and believes that the
ultimate outcome of this matter will not result in a material impact on its results of operations or financial
position.

Investigation Regarding Performance Incentives Rewards

SCE is eligible under its CPUC-approved performance-based ratemaking (PBR) mechanism to cam
rewards or penalties based on its performance in comparison to CPUC-approved standards of reliability,
customer satisfaction, and employee safety. SCE received two letters over the last year from anonymous
employees alleging that personnel in the service planning group of SCE's transmission and distribution
business unit altered or omitted data in attempts to influence the outcome of customer satisfaction surveys
conducted by an independent survey organization. The results of these surveys arc used, along with other
factors, to determine the amounts of any incentive rewards or penalties to SCE under the PBR provisions
for customer satisfaction. SCE is conducting an internal investigation and has determined that some
wrongdoing by a number of the service planning employees has occurred. SCE has informed the CPUC
of its findings to date, and will continue to inform the CPUC of developments as the investigation
progresses. SCE anticipates that, after the investigation is completed, there may be CPUC proceedings to
determine whether any portion of past and potential rewards for customer satisfaction should be refunded
or disallowed. It also is possible that penalties could be imposed. SCE recorded aggregate customer
satisfaction rewards of $28 million for the years 1998, 1999, and 2000. Potential customer satisfaction
rewards aggregating $10 million for 2001 and 2002 are pending before the CPUC and have not been
recognized in income by SCE. SCE also had anticipated that it could be eligible for customer satisfaction
rewards of about $10 million for 2003. SCE has not yet been able to determine whether or to
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what extent employee misconduct has compromised the surveys that arc the basis for a portion of the
awards. Accordingly, SCE cannot predict with certainty the outcome of this matter. SCE plans to
complete its investigation as quickly as possible and cooperate fully with the CPUC in taking appropriate
remedial action.

Navajo Nation Litigation

In June 1999, the Navajo Nation filed a complaint in the United States District Court for the District of
Columbia (D.C. District Court) against Peabody Holding Company (Peabody) and certain of its affiliates,
Salt River Project Agricultural Improvement and Power District, and SCE arising out of the coal supply
agreement for Mohave. The complaint asserts claims for, among other things, violations of the federal
Racketeer Influenced and Corrupt Organizations statute, interference with fiduciary duties and contractual
relations, fraudulent misrepresentation by nondisclosure, and various contract-related claims. The
complaint claims that the defendants' actions prevented the Navajo Nation from obtaining the full value
in royalty rates for the coal. The complaint seeks damages of not less than $600 million, trebling of that
amount, and punitive damages of not less than $1 billion, as well as a declaration that Peabody's lease and
contract rights to mine coal on Navajo Nation lands should be terminated. SCE joined Peabody's motion
to strike the Navajo Nation's complaint. In addition, SCE and other defendants filed motions to dismiss.

Some of the issues included in this case were addressed by the United States Supreme Court in a separate
legal proceeding filed by the Navajo Nation in the Court of Federal Claims against the United States
Department of Interior. In that action, the Navajo Nation claimed that the Government breached its fiduciary
duty concerning negotiations relating to the coal lease involved in the Navajo Nation's lawsuit against SCE
and Peabody. On March 4,2003, the Supreme Court concluded, by majority decision, that there was no
breach of a fiduciary duty and that the Navajo Nation did not have a right to relief against the Government.
Based on the Supreme Court's analysis, on April 28, 2003, SCE filed a motion to dismiss or, in the
alternative, for summary judgment in the D.C. District Court action. The motion remains pending.

The Federal Circuit Court of Appeals, acting on a suggestion on remand filed by the Navajo Nation, held
in a October 24,2003 decision that the Supreme Court's March 24, 2003 decision was focused on three
specific statutes or regulations and therefore did not address the question of whether a network of other
statutes, treaties and regulations imposed judicially enforceable fiduciary duties on the United States
during the time period in question. The Government and the Navajo Nation both filed petitions for
rehearing of the October 24,2003 Court of Appeals decision. Both petitions were denied on March 9,
2004.

SCE cannot predict with certainty the outcome of the 1999 Navajo Nation's complaint against SCE, the
impact of the Supreme Court's decision in the Navajo Nation's suit against the Government on this
complaint, or the impact of the complaint on the operation of Mohavc beyond 2005.

Nuclear Insurance

Federal law limits public liability claims from a nuclear incident to S10.9 billion. SCE and other owners
of the San Onofre and Palo Verde Nuclear Generating Stations have purchased the maximum private
primary insurance available (S300 million). The balance is covered by the industry's retrospective rating
plan that uses deferred premium charges to every reactor licensee if a nuclear incident at any licensed
reactor in the United States results in claims and/or costs which exceed the primary insurance at that plant
site. Federal regulations require this secondary level of financial protection. The Nuclear Regulatory
Commission exempted San Onofre Unit I from this secondary level, effective June 1994. The maximum
deferred premium for each nuclear incident is $ 101 million per reactor, but not more than
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$ 10 million per reactor may be charged in any one year for each incident. Based on its ownership
interests, SCE could be required to pay a maximum of $199 million per nuclear incident. However, it
would have to pay no more than $20 million per incident in any one year. Such amounts include a 5%
surcharge if additional funds are needed to satisfy public liability claims and are subject to adjustment for
inflation. If the public liability limit above is insufficient, federal regulations may impose further
revenue-raising measures to pay claims, including a possible additional assessment on all licensed reactor
operators. The United States Congress has extended the expiration date of the applicable law until
December 31, 2004.

Property damage insurance covers losses up to $500 million, including decontamination costs, at San Onofre
and Palo Verde. Decontamination liability and property damage coverage exceeding the primary
$500 million also has been purchased in amounts greater than federal requirements. Additional insurance
covers part of replacement power expenses during an accidcnt-rclated nuclear unit outage. A mutual
insurance company owned by utilities with nuclear facilities issues these policies. If losses at any nuclear
facility covered by the arrangement were to exceed the accumulated funds for these insurance programs,
SCE could be assessed retrospective premium adjustments of up to $38 million per year. Insurance
premiums are charged to operating expense.

Spent Nuclear Fuel

Under federal law, the DOE is responsible for the selection and construction of a facility for the
permanent disposal of spent nuclear fuel and high-level radioactive waste. The DOE has the obligation to
begin acceptance of spent nuclear fuel not later than January 31, 1998. However, the DOE did not meet
its obligation. It is not certain when the DOE will begin accepting spent nuclear fuel from San Onofre or
other nuclear power plants. Extended delays by the DOE have led to the construction of costly
alternatives, including siting and environmental issues. SCE has paid the DOE the required one-time fee
applicable to nuclear generation at San Onofre through April 6, 1983 (approximately $24 million, plus
interest). SCE is also paying the required quarterly fee equal to 0.1 0 per kWh of nuclear-generated
electricity sold after April 6, 1983. On January 29,2004, SCE, as operating agent, filed a complaint
against the DOE in the Federal Court of Claims seeking damages for DOE's failure to meet its obligation
to begin accepting spent nuclear fuel from San Onofre.

SCE has primary responsibility for the interim storage of spent nuclear fuel generated at San Onofre.
Spent nuclear fuel is stored in the San Onofre Units 1,2 and 3 spent fuel pools and the San Onofre
independent spent fuel storage installation. Movement of Unit I spent fuel from the Unit 3 spent fuel
pool to the independent spent fuel storage installation was completed in late 2003. Movement of Unit I
spent fuel from the Unit I spent fuel pool to the independent spent fuel storage installation is scheduled to
be completed by late 2004 and from the Unit 2 spent fuel pool to the independent spent fuel storage
installation by late 2005. With these moves, there will be sufficient space in the Unit 2 and 3 spent fuel
pools to meet plant requirements through mid-2007 and mid-2008, respectively. In order to maintain a
full core off-load capability, SCE is planning to begin moving Unit 2 and 3 spent fuel into the
independent spent fuel storage installation by early 2006.

In order to increase on-site storage capacity and maintain core off-load capability, Palo Verde has
constructed a dry cask storage facility. Arizona Public Service, as operating agent, plans to continually
load casks on a schedule to maintain full core off-load capability for all three units.

Note 11. Mountainview Acquisition

On July 17,2003, SCE signed an option agreement with Sequoia Generating LLC, a subsidiary of
InterGen, to acquire Mountainview Power Company LLC, the owner of a new power plant currently
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being developed in Redlands, California. This acquisition requires regulatory approval from both the
CPUC and the FERC. On December 18, 2003, the CPUC approved SCE's application proposing a
power-purchase agreement between SCE and Mountainview Power Company LLC. On February 25,
2004, the FERC granted conditional approval of the powcr-purchasc agrecment. On February 28, 2004,
SCE exercised its option to purchase Mountainview. The purchase is expected to close in March 2004.
SCE will recommence full construction of the project once the purchase closes.

Note 12. Discontinued Operations

On July 10, 2003, the CPUC approved SCE's sale of certain oil storage and pipeline facilities to Pacific
Terminals LLC for $158 million. In third quarter 2003, SCE recorded a $44 million after-tax gain to
shareholders. In accordance with an accounting standard related to the impairment and disposal of long-
lived assets, this oil storage and pipeline facilities unit's results have been accounted for as a discontinued
operation in the 2003 financial statements. Due to immateriality, the results of this unit for prior years have
not been restated and arc reflected as part of continuing operations.

For 2003, revenue from discontinued operations was $20 million and pre-tax income was $82 million. As of
December 31, 2002, assets of discontinued operations were $62 million.

Quarterly Financial Data (Unaudited)

2003 2002
In millions Total Fourth Third Second First Total Fourth Third Second First
Operating revenue S8,854 S1,859 $2,794 $2,386 S1,815 $8,706 $1,952 $2,714 $2,133 $1,907
Operating income 1,596 301 613 418 264 2,127 264 452 1,107 304
Net income 932 223 375 229 105 1,247 157 238 700 152
Net income available for

common stock 922 222 374 225 101 1,228 153 234 695 146
Common dividends declared 945 945 - - - - - - - -

79

ASDQ49



Selected Financial and Operating Data: 1999 - 2003 Southern California Edison Company

Dollars in millions 2003 2002 2001 2000 1999

Income statement data:

Operating revenue S 8,854 $ 8,706 S 8,126 S 7,870 $ 7,548
Operating expenses 7,258 6,579 3,509 10,529 6,242
Purchased-power expenses 2,786 2,016 3,770 4,687 3,190
Income tax (benefit) 388 642 1,658 (1,022) 438
Provisions for regulatory adjustment clauses - net 1,138 1,502 (3,028) 2,301 (763)
Interest expense - net of amounts capitalized 457 584 785 572 483
Net income (loss) 932 1,247 2,408 (2,028) 509
Net income (loss) available for common stock 922 1,228 2,386 (2,050) 484
Ratio of earnings to fixed charges 3.81 4.21 6.15 - 2.94

'less than 1.00

Balance sheet data:

Assets
Gross utility plant
Accumulated provision for depreciation
and decommissioning

Short-term debt
Common shareholder's equity
Preferred stock:

Not subject to mandatory redemption
Subject to mandatory redemption

Long-term debt
Capital structure:

Common shareholder's equity
Preferred stock:
Not subject to mandatory redemption
Subject to mandatory redemption
Long-term debt

S 18,466 S 18,637 S 22,453 $ 15,966 $ 17,657
16,973 16,232 15,982 15,653 14,851

4,386 4,057
200 -

4,355 4,384

129 129
141 147

4,121 4,525

7,969 7,834
2,127 1,451
3,146 780

7,520
796

3,133

129
256

5,137

129
151

4,739

129
256

5,631

49.8% 47.7% 38.5% 11.5% 36.2%

1.5% 1.4% 1.6% 1.9% 1.5%
1.6% 1.6% 1.9% 3.8% 2.9%

47.1% 49.3% 58.0% 82.8% 59.4%

Operating data:

Peak demand in megawatts (MW) 20,136 18,821 17,890 19,757 19,122
Generation capacity at peak (MW) 9,861 9,767 9,802 9,886 10,431
Kilowatt-hour deliveries (in millions) 93,826 79,693 78,524 84,430 78,602
Total energy requirement (kWh) (in millions) 77,159 71,663 83,495 82,503 78,752
Energy mix:

Thermal 37.90/% 40.2% 32.5% 36.0% 35.5%
Hydro
Purchased power and other sources

Customers (in millions)
Full-time employees

5.2% 5.0% 3.6% 5.4% 5.6%
56.9% 54.8% 63.9% 58.6% 58.9%
4.60 4.53 4.47 4.42 4.36

12,698 12,113 11,663 12,593 13,040
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SHAREHOLDER INFORMATION

ANNUAL MEETING

The annual meeting of shareholders
will be held on Thursday, May zo,
2004, at 1o:oo a.m., Pacific Daylight

Time, at the Hyatt Regency Long
Beach, 2oo South Pine Avenue,
Long Beach, California 90802.

CORPORATE GOVERNANCE

PRACTICES

A description of SCE's corporate gov-

ernance practices is available on our

Web site at wuw.edioninvestor.com.
The SCE Board Nominating/
Corporate Governance Committee
periodically reviews the Company's
corporate governance practices and
makes recommendations to the

Company's Board that the practices
be updated from time to time.

STOCK LISTING AND

TRADING INFORMATION

Preferred Stock

SCE's 4.08%, 4.24%, 4.32% and

4.78% Series of cumulative
preferred stock are listed on the
American and Pacific stock
exchanges under the ticker symbol
SCE. Previous day's closing prices,
when traded, are listed in the daily
newspapers in the American Stock
Exchange composite table. The 6.o5%
and 7.23% Series of the sioc cumu-
lative preferred stock are not listed
and are traded over-the-counter.

TRANSFER AGENT AND

REGISTRAR

Wells Fargo Bank, NA, which
maintains shareholder records, is
the transfer agent and registrar for
SCE's preferred stocks. Shareholders
may call Wells Fargo Shareowner
Services, (800) 347-8625, between 7

a.m. and 7 p.m. (Central Time),
Monday through Friday, to speak
with a representative (or to
use the interactive voice response
unit 24 hours a day, seven days a
week) regarding:

a stock transfer and name-change
requirements;

a address changes, induding dividend
payment addresses;

a electronic deposit of dividends;

- taxpayer identification number
submissions or changes;

- duplicate 0og9 and w-9 forms;

- notices of, and replacement of,
lost or destroyed stock certificates
and dividend checks; and

a requests for access to online
account information.
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Inquiries may also be directed to:

Mail

Wells Fargo Bank, N.A.
Shareowner Services Department

i6i North Concord Exchange Street
South St. Paul, MN 55075-1139

Fax

(651) 450-4033

Email

stocktransfer@wellsfargo.com

Web Address

www. edisoninvestor. com

Online account information:

www.shareowneronline.com

ASDQ53



This page intentionally left blank.

84

ASDO54



! SOUTHERN CALIFORNIA

LEDISON a
An EDISON INTERNATIONALS Company
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CDRD 2664070 Unit 2 FWCS Performance During High Rate Blowdowns Adverse Evaluation

Problem Description
During steam generator high rate blowdowns (in Unit 2) on SG #1 an anomaly in level behavior was
observed. Hot leg blowdown was performed successfully and cold leg blowdown initiated per
procedure 400P-9SG03. Contrary to normal response, SG #1 level continued to decrease beyond
the normal level of -35% NR to -28% NR. The control room staff then placed blowdown to OFF
terminating the event. After level stabilization, 400P-9SG03 was continued and SG#2 was
completed satisfactorily with no anomalies. See Attached Media for ERFDADS plots of both SG#1
and SG#2 responses. High rate blowdown had been successfully performed on 01/02/2004 with no
anomalies.

Evaluation/Cause

In Unit 2, as a result of the RSG Project and Power Uprate, the high rate blowdown results in a
feedwater flow change that can now exceed the full range span of the feedwater flow instrumentation
thereby inhibiting normal FWCS response while this condition exists. This condition is marginal on
the other blowdowns for exceeding the full range span of the feedwater flow Instruments. It is
speculated that subtle differences in the SG1 cold leg blowdown valve setting or piping contributed to
this extra flow and created this situation.

Control Systems are designed for known situations. If a control system is taken outside of its
expected performance area, the resulting performance can not be guaranteed. Exceeding 10Mtbm/hr
was not expected for this evolution. The poor performance experienced was not related to a hardware
or maintenance issue.

The operator's action to terminate the blowdown as level was decreasing below 30% was a
procedural requirement (400P-9SG03) and this action mitigated the event. Upon the termination of
the blowdown, the system functioned normally to maintain SG level.

Transportability
This situation occurred with the Replacement SG Project and Power Uprate in Unit 2 that resulted in
a new higher normal feedwater flow rate. The corrective action will be planned for implemented
during the Units 1 and 3 RSG/PUR Project to avoid this situation and back-fit into Unit 2 at the first
opportunity following the development of the corrective actions.

Action Plan
CRAI 2691137 developed to advance DCR 2666204 To Correct the FWCS Flow Problem and
possibly re-span the feedwater flowlsteam flow loops to accommodate this increased flow.

Additional guidance on this potential situation has been given to Operations and incorporated into the
Prejob Briefing for the evolution.
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What is SCPPA?

he Southern California Public Power Authority (SCPPA) is a joint powers authority consisting of

the original ten municipal utilities and one irrigation district, plus one new SCPPA member

utility wcho joined last year. SCPPA members currently deliver electricity to approximately

2 million customers over an area of 7,000 square miles, with a total population of 4.8 million.

The members are the municipal utilities of the cities of Anaheim, Azusa, Banning, Burbank, Colton,

Glendale, Los Angeles, Pasadena, Riverside, and Vernon, the Imperial Irrigation District, and the municipal

utility of Cerritos.

SCPPA was formed in 1980 to finance the acquisition of generation and transmission resources for its

members. Currently, SCPPA has three generation projects and three transmission projects in operation,

generating and bringing power from Arizona, New Mexico, Utah, and Nevada. A fourth generation project

is in the construction phase.

The projects were financed through the issuance of tax-exempt bonds, backed by the combined credit of the

SCPPA members participating in each project. As ofJune 30,2003, SCPPA had issued S9.7 billion in bonds,

notes, and refunding bonds, of which $3.0 billion was outstanding.

SCPPA's role has evolved over the years to include legislative

advocacy at the state and national levels, and various cooperative

efforts to reduce member costs and improve efficiency. I 4
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We dedicate this years annual report to Alan R. Watts. Alan tvas one of the
original organizers of SCPPA, and became Special Counsel in October 1982.
He served as Special and Corporate Counsel on a continuous basisfor the
past 21 years. His dedicated service and tireless efforts over those many years
contributed greatly to SCPPA s success. M'e will miss him.

Alan K. Watts
(1935-2003)
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As the President of the Southern California Public Power Authority (SCPPA), I am proud to be a part of the many
accomplishments and the exciting opportunities for the Southern California public power utilities. I am pleased

Jthat the Authority and its individual Members are building new generation in California under the strictest
environmental regulations in the nation. At the same time, we continue to work cooperatively to restore a healthy
regulatory environment. We are prepared for the fiture with a recently developed Strategic Plan and one of the strongest
financial ratings in the utility industry. Through collaboration, along wvith sound financial investments and a focus on the
communities we serve, SCPPA is delivering reliability and competitive and stable rates every day to the 4.8 million
people served by our Members.

In order to meet the growing needs of their customers, the cities of Anaheim, Burbank, Colton, Glendale, Pasadena, and
Cerritos (the newest SCPPA member) joined together to begin the planning and construction of the Magnolia Power
Project (Magnolia). This SCPPA-owned project held its official groundbreaking on June 10, 2003 and Magnolia is
scheduled to begin producing power in 2005. When completed, Magnolia will be a combined cycled natural gas-fired
generating plant with a peaking capacity of 310 megawatts and wvi1I be built on an existing site in Burbank, California.
Magnolia will continue to meet the reliability needs of the project participants and will be one of the most efficient power
plants thereby saving precious resources by replacing older and less-efficient power plants. By working together, these six
communities will benefit by receiving locally produced and reliable energy, at competitive and stable rates.

SCPPA's executive team has spent a great deal of time developing and implementing a dynamic Strategic Plan that
provides SCPPA with a focused strategic direction. In addition, SCPPA has taken advantage of low interest rates and
continues to restructure its generation and transmission debt, which reduces costs to our Members and ultimately our
customers. Last year, over S50 million in gross debt savings were realized to SCPPA Members. With a clear direction
charted for the future and the financial strength to accomplish our goals, the opportunities abound for SCPPA's public
powDer utilite-.t -- s

Whether it is impacting energy legislation in SacramneAto or on Capitol Hill 'or working together to meet our commitments

- 03 0 ; ie- -r1-0 '

to conservation and renewable energy resources 'or ininaging the c~onstruction of am~ajor generating power plant, working
together through SCPPA has provided our Members with proven value in financing, construction, and operation and
maintenance of generation and transmissions projects. Through a combination of critical resourceful strategic planning
and new load center generation, SCPPA is meeting today's and tomorrowv's energy needs of our Members' customners and
the communities they serve. As we look to the future, I am confident that SCPPA is poised and ready to respond to the
new challenges in our industry.

Ronald E. Davis
President
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"SCPPA Is a leader in creating new ideas and developing
new programs that continue to bring value to our Members
and the communities they serve."

Executive Directorl's Letter|

7: 777 7 77

I- ;,-.Ex

S CPPA's role continues'to olve as we find new ws, aJointAction Agncy, o ring value to
our Members so they ire positioned to meet-the challenges in our industry. The twelve Members

'of SPPA are each independent Mand ilcaly'owned highy succesful utiliti. They provide reliable energy at
competitive and stable rates'with sensitiviiyto the commuiities ind the environment in which they serve Working together'!i

'"ough SCPPA, these agencies have leveraged their taients, resowurcs, and financial strength to collectively bring more value to
their communities. I am very proud to be inr'dudeddin i their leg 'acy of success.

SCPPA was created in 1980 and Continues in its tradition roles of providing' financing for our Member generation and
transmission projects, managing various projects, and finding ways to reduce capital costs through debtJrefnancing. Over the
last fewv years, SCPPA has been expanding its role in order to meet the challenges facing our industry.

- . .t . , ,. '- iO, ioLveme:n- ; in leiltv and .-' ; taki,We have increasied our i *volrmnt in leiislative-ind regultory activities,'aking a proactive approach to advocacy of
public power issues in Sacramento and Washington, D.C.

-' * As owner of the Magnolia Power Project (Magiolia) in Burbank, California, we continue to m6 nitor the construction and
development of the new generating facility, which's scheduled for completion and operation' in May 2005. "Magnolia.

-was financed on schedul6 and 'Aithin the financing goals established by SCPPA and the six project participants, the cities
of Anaheim, Burbank, Colion, Glendale, Pasideina'and Cerritos (the newest SCPPA Member). Magnolia will use the latest
techmolog requires less fuel, and is more efficient with significandl e ow n:gy, les plluton handieolde-rp poe plants it replaces.
Magnolia will also meet the strictest environmental standaTds'and regulations in the ,nation.

-. * We have developed new coniuttees for'Cust mer ande ss ion nha n Engineering & Operations.
'These nev committees e working with theM bersarking stdies of best practices'

SCPPA has developed a comprehensive and dynamic Strategic Plan that forms a common vision for our Membeirs.

To maintain and solidify our financial strength,'we continue to take advantage of low interest rates and in 2003 we restructured -
debt, which resulted in over'$30 million in gross'debt service savings for our Members.'

Today, providing financing for new projects and seeking ways to reduce financing costs for existing projects remainsSCPPA's
primary goals. However, with the experience and benefits~of working together through SCPPA, the Members have realized
the value of collective ladership and are applying it ii newv and exciting directions. By working collaboratively in the areas
of legislative activity, Public Benefits program developrment, resource planning and renewable resources acquisition, customer---- - -- -- -
Lserice implementation, training programs, and Transmission & Distribution Engineering & Operations, our Members' are
responding to the challenges and opportunities in our industry

; -- -

SCPPA, in partnership with its Members, is a leader in creating new ideas and developing new programs that continue to bring
value to our Members and the communities they serve. Together, we are accomplishing more. --

,~~~ .!..!| . . . . .. .
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Bill D. Cairnahan .'

Executi ve Director -
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The Southern California Public Power Authority (SCPPA) was created in 1980 by all eleven of the
public power systems in Southern California to pro idefinancing for their' paricipatiori in electric
generating facilities and high voltage transmission lines. The SCPPA member systems include:
the cities of Anaheim, Azusa, Banning, Burbank, Colton, Glendale, Los Angeles, Pasadena,
Riverside,Vernon and the Imperial Irrigation District. The newest SCPPA member is the City of
Cerritos. Together, these members serve over 2 million residential and business customers in
Southern California representing a population of approximately 4.8 million people.

Collectively, SCPPA's twelve members have several unique characteristics. They are non-
profit based, governed locally, have direct participation in the decision making process, and are
committed and maintain the obligation to serve and consistently plan for all of the
electric needs of the communities they serve. Throughout the California energy crisis, the only
success story has been the public power systems through the diversity of their resources and
investment in renewable energy sources. Over the years, the Southern California public power systems
have invested in or have secured under long-term purchase contracts power generation transmission
facilities throughout the West. These facilities provide not only the diversity of fuel and technology,
but the location that has .served SCPPA members well by providing constant and predictable

' - 'lectrical prices;

Tnrditional investments have been made in the areas of hydroelectric, nuclear, coal, and natural
gas-fired generation. To meetfihe challenges and growing demand for energy needs, new
investments in local base load and peaking natural gas-fired units will satisfy these needs and
increase system reliability. In addition, new renewable projects will further diversify generation
portfolios, and also benefit the environment through better pollution control technologies.
When these projects are completed, SCPPA members will have installed in excess of 2,000
megawatts of new gas-fired generation, such as the Magnolia Power Project, to meet base load
growth, peaking requirements, or retire older less efficient units. This investment, representing
approximately $2 billion, illustrates how seriously SCPPA members take their obligation to serve
and plan for the future of their customers.

SCPPA members are well positioned to serve and meet their customer's energy needs today and in
the future. Through the use of new investments in local base load and peaking natural gas-fired
units and prudent use of electricity, SCPPA, in partnership with its members, is leading the
way to the future.
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P alo Verde completed another high production year, surpassing a 90%

capacity factor for the sixth consecutive year. SCPPA owns 5.91% of the

station on behalf of 10 of its members.

Palo Verde Nuclear Generating Station continues to be the largest producer of

electricity in the United States. During calendar 2002, Palo Verde set a national

generation record of 30.8 million MWHs.

The Independent Spent Fuel Storage Installation (dry cask storage) was completed

and began receiving spent fuel from the wet pool.

Palo Verde received its fifth consecutive INPO #1 rating (the highest possible)

from the Institute of Nuclear Power Operations.

At the end of the fiscal year, preparations were being made for the replacement

of Unit 2 steam generators in the fall of 2003. The replacement project and

related modifications will result in a 92 MW capacity increase.

PRODUCTION
COST

(Operation and
Maintenance .

plus Nudear Fuel)

Calendar Cents
Year per kWh

1993 2.02
1994 1.93
1995 1.61
1996 1.45
1997 1.33
1998 1.28
1999 1.25
2000 1.25
2001 1.27
2002 1.28
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)Und minewII e bcst-and-lower ashKU
I~r diclncaitenance costs:'

Five SCPPA participants own 41.8% of Unit 3 at the San Juan

Generating Station, a coal-fired plant in New Mexico. A

series of Interim Invoicing Agreements for fuel has led to high

capacity factors and lower per unit fuel costs.

After two decades of surface strip mining at the adjacent coal mine,

operations have transitioned to long-wall underground mining.

Fuel from the underground mine will be both lower cost and lower

ash, yielding added benefits in efficiency and maintenance costs.
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The two 500-kV transmission lines, which

connect Phoenix to LasVegas, and LasVegas to

Southern California, completed their sixth year of

dependable operation for the nine SCPPA members

who participate in the projects.

Pasadena ec taqe'f ..

Glendale SCPPA member;
Bxbnwk participation In

Cofton_ S Mead-Adelanto
Bannng Project

Anahakinr ernsid
(llS% eachl

Us Angels _

0S IOX 20X 30X OX SOX 60X 70X
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Hoover Uprating Project
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C onstruction has begun on the Magnolia Power

Project, a 240 megawatt natural gas-fired,

combined cycle plant, to be located on the site of an

existing plant in the City of Burbank. It will replace

an older, less-efficient, dirtier unit. The result will be

more powver from less fuel, with less pollution.

Licensing and financing were completed during the

fiscal year, and the official groundbreaking was held

on June 10, 2003. The plant could be operational by

spring of 2005, and will be the first project to be

wholly-owned by SCPPA members. The participants

are Anaheim, Burbank, Cerritos, Colton, Glendale,

and Pasadena.

Pandeora -

Glendale -

Burbank -

Co0ofl -

Anaheim -

cosmots -

E Percentage of
SCPPA member

- participation In
i _l Magnolia Power
I Project

-I he ground breaking shotrls are pitt to wrork by project
participant representatiwJ in planting a dwuaf magnolia
tbre to symbolize die start of24 mondu ofAIPP site gwd&.

v

l I I I I I I --
0% 10%2% 0% 40% 50%607
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"SCPPA's Finance Committee continues to
look for opportunities to lower financing

Financin Activities costs through bond refunding and escrow
Financn Arestructuring."

STS Project 2002 Series B Bond Refunding
On October 1,2002,SCPPA sold 538,755,000 SouthernTransmission System Project 2002 Refunding Series 13 subordinate
lien bonds maturing 2007 through 2012 at a true interest cost of 3.48 percent. The bond proceeds, along with other sources
of funds amounting to 57,308,028, were used to current refund, on December 26, 2002, $46,400,000 bonds (the Residual
Interest Bonds and Select Auction Variable Rate Securities (together the "RIBS/SAVRS")) maturing in 2012, as part of
the Project's 1992 issue. The RIBS were called at a redemption price of 104 percent and the SAVRS were called at par.
Together the RIBS/SAVRS (which share a combined coupon of 6%) were called at a redemption price of 102 percent. Net
present value savings from the transaction, after adjusting for forgone interest earnings on prior funds on -hand,-amounted
to $5,675,172, or 12.23% of the bonds refunded. Bear Stearns senior managed the transaction with Loop Capital Markets ..

and Salomon Smith Barney acting as co-managers. The triple-A rated bonds were issued by Financial Security Assurance,
Inc. Underlying ratings ofAl and A+ were assigned to the bonds by Moody's and S&P, respectively.

San Juan Project Unit 3 Bond Refunding
On October 24,-2002, SCPPA sold $71,850,000 San Juan Power Project Revenue Bonds, 2002 Refunding Series B, to
UBS PaineWebber, Inc. The bonds, referred to as Auction Rate Certificates (ARCs), have an initial fixed interest rate to
January 1, 2012, after which the ARCs will bear variable rates to their maturity -in 2020. The ARCs were sold with a
coupon of 5.25%, priced to yield 3.65% with a true inrterest cost of 3.86%. They will replace the 5.00%, $70,800,000 -
bonds from the Project's 1993 issue. The refunding net present value savings were $8,131,998, representing 11.48% of
the refunded bonds. An investment agreement ifor the refunding debt service reserve account was entered into with -
triple-A rated AIG Matched Funding Corp. with a winning bid of 4.442%. The bonds were insured by Financial Security
Assurance, Inc. and were assigned triple-A ratings from Moody's Investors Service and Standard & Poor's. Underlying
ratings of A2 and A+ were assigned to the bonds by Moody's and S&P.

Palo Verde Escrow Restructuring -

In February 2003, SCPPA closed an escrow restructuring associated with the Project's 1997 Subordinate Refunding Series B
bonds, and the refunded Project Revenue Bonds, 1993 Refunding Series A and the 1993 Subordinate Refunding Series. The'..
restructuring involved liquidation of open-market Refcorps securities; the redemption of SLGS interest-bearing and zero:
coupon securities; the partial termination of a Float Forward Agreement with Lehman Brothers Special Financing, Inc. (at a
cost of S3,509,000); the purchase a of U. S.Treasury Note; and the redemption of defeased Series 1993 Bonds onJuly 1,2003.
Utilizing a competitive bid process for the sale of securities and the purchase of a replacement security, net present value cashi.
savings in the amount of S16,696,539 were achieved from the restructuring after payment of the Float Forward Agreement
breakage fee to Lehman. SCPPA entered into agreements with UBS PaineWebber, Inc. and Public Financial Management,
Inc. to execute the restructuring. -

Magnolia Power Project Financing
On April 2, 2003, SCPPA successfully financed its new Magnolia Power Plant, a natural gas-fired, high-efficiency, combined-
cycle generating facility with a nominally rated net base capacity of 240 MW that is being constructed in Burbank. The
bonds were sold in two series consisting of $299,975,000 Project A bonds, secured by take or pay power sales agreements-
with Anaheim, Burbank, Colton, Glendale and Pasadena, and $14,105,000 Project B bonds, secured by base rental payments
by Cerritos from its general fund and other legally available funds under a lease agreement with SCPPA. The combined
Project bonds, maturing in 2036, were sold at an all-in true interest cost of 4.910%. The triple-A bonds were insured by
Ambac Assurance Corporation, and underwritten by co-senior managers UBS PaineWebber, Inc., (as book runner) and
Salomon Smith Barney, with co-managers Bank of America Securities, LLC, Banc One Capital Markets, Inc., Bear Stearns
& Co., Inc., Samuel A. Ramirez & Co.; Inc., and Siebert Brandford Shank & Co., LLC. Underlying ratings of Al and
A+ swere assigned the Project A bonds by Moody's and S&P, respectively. S&P assigned an underlying rating of AA+ to the
Project B bonds.

STS Project 2003 Series A Bond Refunding
In connection with the issuance of the 2003 Auction Rate Security (ARS) revenue bonds, two transactions took place. On
April 24, 2003 SCPPA entered into a 65 percent of LIBOR floating-to-fixed forward interest rate swap with Citigroup
Financial Products, Inc. The purpose of the forward swap wvas to lock in favorable interest rates. The forward start 19-year
(16.9-year weighted average life of bonds) interest rate swap replaced an average coupon bond rate of 5.07. percent with a
fixed rate of 3.266% that SCPPA will pay Citigroup and in return receive 65% of 1-month LIBOR. On May 20,2003,
SCPPA sold $51,750,000 Southern TransmissioriSystemis Project Revenue Bonds, 2003 Subordinate Refunding Series A,
as Auction Rate Securities (ARS) to Citigroupj <The bond proceeds, along with other sources of funds amounting to
S10,094,935, were used to current'refund, on July 1, 2003,4$58,495,000 1993 Subordinate bonds maturing 2003 to 2023.

- Most of the 1993 Subordinate bonds were called at par, with the balance called at 102 percent. Net present value savings from'
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As of June30, 2003 Bond Ratngs
Mloody's Investors Standard &

;. . -inancing ivi. SCPPA BONDS Service Poorrs

Hoover Upratng Project' Aa3 AA-
Southern Transmission System

%Senior Lien Bonds Aa3 AA-
Subordinate Lien Bonds' Aa VMIGI AAA/A-l-
S, Subordinate Lien (underlying) Al A+

Palo Verde Project,
Senior Lien Bonds A2 A

;the transaction, after adjusting for forgone mniers. n p funSrkordinate lien Bonds Aaa/VtMIGl A+

oin handamounted to S6 937640'. or 11 .86%- i ey bonrefunded. Multiple Project Revenue Bonds

Citigroup Global Markets, Inc ' as the unde ,v ",r te transation Mead-Addanto Aa3
Th,-,:'.',-: -,--e tri A rated bonds were insured b Insurace o oraon . ' Mead-Phoenk Aa3 .

Th tPpcArt eeisr yM Multiple Project' A2A
'Underlying ratings afAl and assigned to: dbond by Moodys Mead-Adelanto Revenue Bonds' Aaa MAA
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Other Refundings San Juan Unit 3 (underlying) A2 A+

SCPPA's Finance Committee continues to look for opportunities to oo er Magnolia Poweer Project Al AlA A

financing costs through bond refundings and escrow restructurings. At
year-end, refundings of additional San Juan and Mead Adelanto/Mead 'a 2osol ReundngSeriesAFSA)
Phoenix Project bonds were under consideration. 2 7re ml SutodrdnateVariable Rae Bonds WMBAQ; Ma3 Sueordnaie

Series (MBI); 196 Subordinale Series A Bunds (MBIA); 1996 Subordinae
Variabke Rate Series B Bonds QF'A)X 1998 Subordinate Series A (MB>A); 2ODD
.Srdrdtnae variabe Rate Series A Bonds (FSAe 2001 Stbordkarte Series A

l l i); 20D2 Subordnae SefiesA (FsAe 2002 Subordnate Series B (FSA).

SCPPA Legislative Report BZ1992Serior LienBonds (ABAQ; 1993 WodinateBos(Q;
9llS96 Saeeriate Series A (AMBAC; 1996 Sordionate Variable Rate

Series B and C Bonds (AMBAAC 1997 Subordisale Series A and B Bords USA);
trlalert Deposts to Defease the 1987 and 1989 Bonds (VA); 199
Sircerdinee ieurrrfg Series A Bends (FSA).

California's governor, as well as the state Senate and Assembly, were forced 'Iornrsed etnd proceeds secured by auaranteed rate irrest etcint.a
to face a budget crisis during this first year of the new two-year legislative 5 anrsred: 994 Series A Bonds (AMBC).

session. The combination of mismanagement of the state's 2003 budget uredi 199S(AMBisAds(MiA); 2002 BitninSeriC)esA I

crisis and the electricity crisis of 2000-01 resulted in the October 7th
recall and ouster of Democrat Governor Gray Davis, replacing him with
Republican Arnold Schwarzenegger. For the first time in nearly three
years, however, the legislature did not face urgent electricity issues. Regardless, several legislative proposals contained weighty
policy shifts requiring SCPPA action, either supporting or opposing individual proposals.

Rarely in the legislative arena does a proposal emerge to gather support based purely on public policy since it is the right position
to take, irrespective of benefits or lack thereof. Support for Senate Bill 888 (Dunn) by SCPPA and its member utilities is one
of those instances. Our combined support became critical to the bill's survival through its thorny, yet unfinished legislative
journey. SB 888 represents a major policy step toward correcting the failures of electricity restructuring and AB 1890. In 1996,
California's municipal utilities, guided by the wisdom of local officials who govern and set rates, were unconvinced of the
promised benefits of deregulation and its business model, requiring investor-owned utilities to sell the assets that produced the
product sold. SB 888 once again confirms the traditional regulatory compact for investor-owned utilities. SB 888's concepts
are clear - to investor-owned utilities, it restores the obligation to serve, including the obligation to plan for the future
electricity needs. Planning encompasses utility ownership and procurement of generation, transmission and distribution
resources. It requires that generation assets are dedicated to the consumers who pay for them. The California Public Utilities
Commission's (CPUC) mandated role is to assure that investor-owned utilities have the ability to meet their obligation to serve.
The bill stalled in the Assembly and is pending action next year. Its legislative future and the stability it would offer to California's
electricity market are uncertain.

For a second year, legislation focused on the Magnolia Power Plant project was introduced. Last year's Assembly Bill 80 (Havice)
authorized cities participating in the Magnolia Power Plant project to aggregate their electricity loads and provide direct
access to their residents and was signed by the Governor on September 24, 2002. The 2003 proposal,AB 1169 (Bermudez),
would allow municipal entities participating in the Magnolia Power Plant project to provide electricity to local public
agencies located within or contiguous to a project city's jurisdiction. Because the bill is not definitive, it would apply to any
project participant as provided by lease revenue bonds. AB 1169 is pending in the Senate Energy, Utilities and Communications
Committee and could be reactivated in January. SB 520, sponsored by the California Municipal Utilities Association and
supported by SCPPA and its members, would have required the Independent System Operator (ISO) to conduct an internal
performance review and operational cost analysis. The ISO would then submit a report on its findings and conclusions to
the legislature. The purpose of the review would be to compare the California ISO's costs with system operators in other
states. The bill failed in the Senate policy committee. AB 1051 (Goldberg), sponsored by the City of Los Angeles, redefines
capital facilities fee to mean any nondiscriminatory charge imposed to pay for public utility facilities, not to exceed reasonable
costs; unfortunately Governor Davis vetoed the bill.
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ISCPPA Municipalities

City of Anaieiii Innovative solutions
designed to meet the energy needs of a
dynamic community have been a hallmark of
Anaheim Public Utilities since its inception
in 1894. Today, the City of Anaheim is the
only community in Orange County with a
publicly owned water and electric utility.
Anaheim residents enjoy rates that are signif-
icantly lower than the electric rates charged
in neighboring communities, reliable electric
service, and an array of more than 40 targeted
energy efficiency programs. In the coming
years,Anaheim Public Utilities will continue
to work to the best advantage of Anaheim
consumers. With a strong, creative manage-
ment team,' sound resource and finiancial

-- -planning, and i'cadie 'of'eiperiericed'ind
dedicated employees, we will mant iin slharp
focus in meeting the community's long-
term powe'r needs aid'offer measures that
will help our customers make efficient use
of electricity.

, A..

City of Azusa The City's electric
utility was incorporated in 1898 when it
purchased the assets of a private utility on
the brink of bankruptcy. The foresight and
planning of those early pioneers continues to
be the cornerstone of today's Azusa Light
and Witer. Diligent planning of system; , -

improvements and power resource procure-
ment has enabled Azusa Light and Water to
maintain retail rate stability and competitiveness -

despite the turmoil in the industry in recent
years. Azusa Light and Water has also been
recognized as one of the proactive
leaders in prompting energy conservation
and efficiency programs and renewable energy
in the State, earning the recognition of
CMUA 2002 Community Services/
Resource Efficiency Award for its "2001
Load Reduction Program" and being one of
the first utilities in procuring renewable energy
from High Winds windpower project, which
is expected to provide up to 8% of Azusa's
annual retail load requirement, and thus
substantially exceeding SB 1078s mandate.

City of iantilng Established in 1913, the
Banning electrical system now serves an area
of approximately 22 square miles. The City
continues to optimize its power resources
throu4h: innovative planning. Banning's
-energy resource base includes portions of
'or- al, nuclear and hydro'gererating plants,

which providethe" majority, of electricity
required to meet its summer peak load of 42
MW. The Utility has further improved its
service and reliability through significant
upgrades to its distribution system, and is
committed to continue providing quality
service to its customers in a reliable manner,
and at reasonable rates.

City of Burbank Burbank Water and
Power began serving both water and electric
customers in 1913 and installed on-site
generation in response to a surge in
industrial and residential growth in the 1940s
and 1950s. Today the City receives power

V from three SCPPAprojects, asweDl as firm
and interruptible iuppies fl-roi other utilities
and government agencies, and coitinufes to
operate its own' local power plants.'

City of Cerritos The first new member
to join Southern California Public Power
Authority in over 20 years, the City of
Cerritos is preparing to serve the electricity
demands of its residential and business
communities. To further these efforts,
Cerritos is participating in the development
of the Magnolia Power Project. With the
goal of providing a stable and affordable
supply of electricity, Cerritos intends on
developing a diverse portfolio of power to be
delivered as competitively and economically
as possible.

City of Colton The Colton Municipal
Utility was established in 1895 and has pro-
vided our customers with reliable and
affordable electric service for over one
hundred years. We are proud of this accom-
plishment, and have positioned ourselves to
continue this high level of service over the
next century. By making firm commitments
for resource planning, system maintenance,
community involvement, and employee
enrichment, we believe this pledge to our
customers will provide the value that
they deserve.

16



City of Glendale Incorporated in' 1906
Glendale purchased its electric utility in
1909, obtaining power from outside suppliers.
It received its first power from Hoover
Dam in 1937 and inaugurated the first unit
of its own steam generating plant in 1941.
Now called the Grayson Power Plant, this
facility today has eight generating units.
Glendale continues to purchase 85 percent of
its power from outside source.

In;perial Irrigation District |ID
entered the power industry in 1936 and
today serves a peak load of 704 MW with
850 MW of generating resources. Among
IID-owned resources are 24 MW of low
head hydro units along the Al American
Canal, 307 MW of gas-fired steam and
combined cycle units, and 162 MW of
peaking gas turbines. In addition to IID's
share of SCPPA resources comprising
104 MW at San Juan and 14 MW at Palo
Verde, lID has 179 MW of other resources

T t.

Las Angeles T)cliartnciit o lWater
aind Potver Providing service for more
than a century the Los Angeles Department
of Water and Power began delivering water
to the city in 1902. and with the water came
power. In 1916, LADWP first delivered
electicity to the city purchased from the
Pasadena Municipal Plant. A year later,
LADWP began generating its own hydro-
electric powver at the San Francisquito
Power Plant No. 1. After purchasing the
remaining distribution system of Southern
California Edison within the city limits in
1922, LADWP became the sole water and
electricity provider for the City of Los
Angeles. It is now the largest municipally
owned electric utility in the nation, serving
a population of 3.8 million residents over
a 464 square mile area. LADWP remains on
firm financial footing and serves as a valuable
asset to the City of Los Angeles.

i- ,. tL a; - -i
City of Paisnailca, Established in :1906.
the city built its first electric generating
steam plant in 1907 and took over operation
of its municipal street lighting from Edison
Electric. In 1909, Pasadena began the
extension of its operations to commercial
and residential customers that resulted in
the replacement of all Edison Electric
service in the city by 1920.

Citv of liversitle The City of Riverside
Public Utilities provides electric service to
more than 98,000 metered accounts,
representing a service area population of
over 274,000. The utility is committed to
the highest quality water and electric
services at the lowest possible rates to
benefit the community. To maintain their
commitment, Riverside has positioned itself
well in the electric market by utilizing short,
mid, and long term contracts from power
suppliers, and by building power generation
sources with its owvn power grid, including
a 40 MW power plant in 2002. Riversides
portfolio includes 28 MW of renewable
resources which includes 350 kW of photo-
voltaic systems within the City.

City of Vernon Vernon's Utilities
. Departmnent began serving .industrial
- customers in 1933, with completion of its
1 dierel generating plunt. In'aldditionto its

awn po6wer from idieselunuits& ndLgas L ; i
turbines, Vernon also receives power from
Palo Verde, Hoover, and various suppliers.
Vernon also is in the process of constructing
a 134 MW gas-fired combined cycle power
plant within its city limits. Vernon resides
within the California Independent System
Operator (CAISO) Control Area and is a
ParticipatingTransmission Owner.
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SCPPA Legislative Report (continued)|

Replacing the authority of local government decision-making with mandatory state standards for the purchase of renewable
resources for generating electricity remains a threat for municipal utilities. SCPPA members continue to assert that such decisions
are and should remain with local elected officials who, along with the community's consumers, determine the mix in their
generation portfolio. Though no legislation emerged this year, threats of amendments to force community-owned utilities
to meet state renewable portfolio standards were constantly looming and could have been added to several of the bills included
in this writing. Committed to acquiring resources sensitive to the environment and air quality concerns, SCPPA members
continue to build and purchase renewable assets as well as argue the need to include large hydroelectric investments in the
definition of qualifying renewable resources.

SCPPA, its members and other California municipal utilities were also active in their opposition to legislation. AB 816 (Reyes)
would impose exit fees on new and existing consumers purchasing electricity service from a municipal utility. SCPPA's position
on the bill is unambiguous: customers who move into a new development in local publicly owned utility service territory and
uwerffineier se-rsd'byah-IOU-shfoutlddnoht-pay,-ny e -ffe.,A-se c nffqally-ntel-r issTddtese-d'byAB 816Tw id> Ft
reinstate dir ect ccess,'the-right of retail end use customers to 2icquire electricity service from suppliers other than investor-. '
owned utilities. 'The bill stalled in the'Senitg but isisubject to action in early 2004.' SB 18 (Burton) failed inithe Assembly I
during the final 'day of this ear's legislative session, The bill . u d create a procedure to determine iherh a a proposed project
may'.adversely change a traditional trila 'ciltuiia site iiid recommend proje;ctchaiiges £ird mitigation' measures to avoid or
reduce those cha~nges. 2 'LC7~7

Thedirec'tion of the new governor's electricity polcy is at this writing still being deeloped What i SC A i
committed to building and accquirin'g generation assets forts th particular commitment to renewable generating ;,S' ".: '

assets. This-comnitment along'with th'&combin~ed influenice of SCPPA and its member's "culminates ii a 'cominmon voice on- '
issues 'on vaIl electricity po licy issues in Sacramento and Washington; D.C., providing greater influence by public power

InWashington,D.C.o-Congresstried but aied o p a comprehensive energy bill that included significant changes in f der
electricity policy Despite strong support fiom theWhite House and the Republican leadership in 'the House and Sendee, thetfinal -:

version of the bill proved to be too costly and too controversial to';win the 60 votes needed to' end 'a'flibusterby'Dernocatic
and Republican~ opponents. Following the failed closure vote the Senate leadership pulled the bill but pledged to returin to it in
Januar ', 2004.' Given the significant region' al diffecicnes 'tha temerged 'on several kei issues, it remains to be seen whethe Congress
can craft a consensus and s a broad based energy bill, particularly in a presidential election year From the point of view of.-
SCPPA member utilities'and the consumrersohey serve the demise of the energy' bill is a good result: lthough the electricity'' -
title had some positive provisions for consumer-owne dutilities, its overall impact on SCPPA members would'have been more
negative thanpositive. : ' '

On 'the 'positive side, the bill authorized volur tary ' 'nt t ry Regional Transm on iaio d
stated that-the Federal Energy Regulatory'Commission'(FBRG) could not order unregulated public' power systes and federal.
utilities into an RTO.' SCPPA strongly supported both ofthbse concepts. In other ways, however the bill significanty encroached'
upon public 'po-ver'sllocal contrcl.< For example, the bill gave FERC new authority over transmission facilities owned and 'operated -'_:' F
by corisu'rner-o('ned and federal- tiities (the iso-called "FERC Lite' provision) and new authority to order refunds ofshortterm'
wholesale "power sales by largepublic 'pweir systems if Marke rules are violated. These provisions wouldhave substituted
decisionis of FERC for the ju'dgmenis of local .officials'aid utilities. While SCPPA' endorsed the bill's delay. of FERCs
complex new rules on' Standard Market Design (SMD),the delay did not apply to 'the California ISO's Market Design 2002
(MD 02) initiative. Thus the delay provision provided no 1,enefits for California municipal utilities that believe the ISO should'
proceed more cautiously with market prot ols land ules that differ fronm those in the rest of theWesten market.!

Also 'of concern to SCPPA the bill repealed the Public Utility Holding CompanyAct (PUHCA) a 19 i aw designed to protect
investors and consumers against the risks of holding''com pany diversifications' and other transacdonris.' PUHCA also provides
barriers to mergers that SCPPA believes promoticonmpetition. To mitigate the impact of PUHCA'repeal, SCPPA and other'
consumer interests advocated giving FERC stronger 'merger review authority and power to deal effectively with market manipulationii)
and deception. Unfortunately, the finalIversion' of th energy bill contained none of these additional consumer protection.,

Finally. in'thelast stage of congressional negotiations'on the energy bill, the tradable tax credits for consumer-owned 'electric
utilities that develop renewable resources were deleted. JEliimnatson of the tradable'tax credits puts SCPPA members and other
public powver systems at a distinct economic disadvanitage, viswavis private power companies, which benefit from automatic tax
credits that effectively "buy down" the cost of new'r'enewable energy projects: Its elimination was another key reason that
SCPPA found the final energy bill wanting. Because the issues at stake in the'energy bill are so critical for SCPPA members '
wve spent considerable time and resources in Washington, D.C. in 2003 working with members of the California' congressional
delegation 2nd others to inform themiof the i'mpacvt 'of the-,electricity title on consumers in Southern' California. If Congress -
takes up the energy bill 'again in the second session of the 108th' Congress, SCPPA wil again mount a vigorous effo-rt to protect
and momote local control and bie' i't'erests ofite ppoximately two million consummrs we serve.'
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MANAGEMENT'S DISCUSSION AND ANALYSIS

JUNE 30, 2003

The following discussion and analysis of the financial performance of each of the projects in which the Southern California Public Power Authority
(the`Authorityor'SCPPA') has interestsprovides an overview of the projects'financial activities forthe fiscal yearended June 30,2003. Descriptions
and other details pertaining to the projects are included in the Notes to Combined Financial Statements. Please read this discussion and analysis
in conjunction with the Authority's Combined Financial Statements, which begin on page 40.

The Authority is a joint powers authority whose primary purpose has been to provide joint financing for its member agencies that consist of eleven
municipal electric utilities and one irrigation district in Califomia. On a combined basisthese entities provide electricity to more than 2 million retail
electric customers. A Board of Directors (the'Board") governs the Authoritywhich consists of one representative from each member agency. Two
new member agencies,the Cities of Cerritos and San Marcosjoined the Authority in July 2001.

In August 2003, the Authority by a Board resolution rescinded the membership of the city of San Marcos, as the city no longer met the criteria for
membership.

The Authority has interests in the following projects:

Palo Verde Project- On August 14,1981,the Authority purchased a 5.91% interest in the Palo Verde Nuclear Generating Station ('PVNGS'),a
3,810 megawatt nuclear-fueled generating station near Phoenix, Arizona, and a 6.55% share of the right to use certain portions of the Arizona
Nuclear Power Project ValleyTransmission System (collectivelythe'Palo Verde Project'). Units 1,2 and 3 of the Palo Verde Project began commer-
cial operations in January 1986, September 1986, and January 1988, respectively.

Southern Transmisslon System Project- On May 1,1983, the Authority entered into an agreement with the Intermountain Power Agency ('IPA')
to defray all the costs of acquisition and construction of the Southern Transmission System Project ('STS') which provides for the transmission of
energy from the Intermountain Generating Station in Utah to Southern California. STS commenced commercial operations in July 1986. The
Department of Water and Power of the City of Los Angeles ('LADWP'),a member of the Authority, serves as project manager and operating agent
of the Intermountain Power Project ('IPPY).

Hoover Uprating Project- As of March 1, 1986,the Authority and six participants entered into an agreement 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 (VUSBR') on behalf of such participants. The Authority has an 18.68% interest in the contingent capac-
ity of the Hoover Uprating Project ('HU').

Mead-Phoenix and Mead-Adelanto Projects - As of December 17, 1991, the Authority entered into an agreement to acquire an interest
in the Mead-Phoenix Project ('Mead-Phoenix'), a transmission line extending between the Westwing substation in Arizona and the Marketplace
substation in Nevada. The agreement provides the Authority with an 1831% interest in the Westwing-Mead project componenta 17.76% interest
in the Mead Substation project component and a 22.41% interest in the Mead-Marketplace project component.

As of December 17, 1991, the Authority also entered into an agreement to acquire a 67.92% interest in the Mead-Adelanto Project ('Mead-
Adelanto'), a transmission line extending between the Adelanto substation in Southern California and the Marketplace substation in Nevada.
Funding for these projects was provided by a transfer of funds from the Multiple Project Fund and commercial operations commenced in April
1996. LADWP serves as the operations manager of Mead-Adelanto.

Multiple Project Fund- During fiscal year 1990, the Authority issued Multiple Project Revenue Bonds for net proceeds of approximately $600 mil-
lion to provide funds to finance costs of construction and acquisition of ownership interests or capacity rights in one or more, then unspecified,
projects for the generation or transmission of electric energy. Certain of these funds were used to finance the Authority's interests in Mead-Phoenix
and Mead-Adelanto.

San Juan Project - Effective July 1, 1993, the Authority purchased a 41.80% interest in Unit 3 and related common facilities, of the San Juan
Generating Station ('SJGS`) from Century Power Corporation. Unit 3, a 488 megawatt unit, is one unit of a four-unit coal-fired power generating
station in New Mexico.

Magnolia Power Project (The Project) - In March 2003, the Authority received approval from the California Energy Commission for construc-
tion of the Magnolia Power Project. The Project will consist of a combined cycle natural gas-fired generating plant with a nominally rated net base
capacity of 242 megawatts and will be built on a site in the Cty of Burbank, California. The plant is the first that is wholly owned by the Authority
and entitlements to 100% of the capacity and energy of the Project have been sold to six of its members. The City of Burbank, a Project participant,
will manage its construction and operation. Construction is underway and commercial operation is expected to begin in mid-2005.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MANAGEMENT'S DISCUSSION AND ANALYSIS

JUNE 30,2003

Projects'Stabilization Fund- In fiscal year 1997,the Authority authorized the creation of a Projects'Stabilization Fund. Deposits may be made into
the fund from budget under-runs,afterauthorization of individual participants,and bydirectcontributionsfromthe participants. Participants have
discretion over the use of their deposits within SCPPA project purposes. This fund is not a project-related fund;therefore, it is not governed by any
project Indenture of Trust.

The members participate in the Projects'Stabilization Fund by making deposits to the fund at their discretion.

Participant Ownership Interests -The Authority's participants may elect to participate in the projects. As of June 30,2003, the members have
the following participation percentages in the Authority's interest in the projects:

Magnola
Palo Hoover Mead- Meaod- San Power

Partdpants Verde 5Ts Upraing Phoenix Adelanto Juan Project

City of Los Angeles 67.0% 59.5% 24.8% 35.7%

City ofAnaheim 17.6% 42.6% 24.2% 13.5% 38.0%

Cityof Riverside 5.4% 10.2% 31.9% 4.0% 135%

Imperial Irrigation Distrkt 6.5% 51.0%

City ofVemon 4.9%

CiyofAzusa 1.0% 4.2% 1.0% 2.2% 14.7%

CityofBanning 1.0% 2.1% 1.0% 13% 9.8%

Ciyofton 1.0% 32% 1.0% 2.6% 14.7% 4.2%

CityofBurbank 4.4% 4.5% 16.0% 15.4% 115% 31.0%

CityofGlendale 4.4% 2.3% 14.8% 11.1% 9.8% 165%

Citylof Cenitos 41%

CityofPasadena 4.4% 5.9% 13.8% 8.6% 6.1%

100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

The Authority has entered into power sales and transmission service agreements with the above project participants. Under the terms of the con-
tracts,the participants are entitled to power output or transmission service, as applicable. The participants are obligated to make payments on a
'take or paybasis for their proportionate share of operating and maintenance expenses and debt service. The contracts cannot be terminated or
amended in any manner which will impair or adversely affect the rights of the bondholders as long as any bonds issued by the specific project
remain outstanding.

The contracts expire as follows:

Palo Verde Project. . . ............. 2030

SothemTransmission System Project ........... ....... 2027
Hoover Uprating Project. . . .............. 2018

Mead-Phoenix Project. . . .............. 2030

Mead-Adelanto Project .................. 2030

San Juan Project .................. 2030

Magnoria Power Project. . . .............. 2036
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Critical Accounting Policies

Method of Accounting - The accounting records of the Authority are maintained in accordance with accounting principles generally accepted
in the United States of America. As a government-owned utility, in prior years the Authority applied all statements issued by the Governmental
Accounting Standards Board (GASB) and all statements and interpretations issued by the Financial Accounting Standards Board (FASB) which
were not in conflict with statements issued by the GASB. Effective July 1, 2002,the Authority changed its election under the guidance in GASB
Statement No. 20,Accounting and Financial Reporting for Proprietary Funds and Other GovernmentalEntities that Use Proprietary FundAccounting,
to follow all GASB statements and only FASB statements and interpretations issued before November 30,1989. See Note 2 to the financial state-
ments discussing the results of this change in accounting principle.

Costs Recoverable -The Authority's billing amounts to the participants are determined by it's Board of Directors and are subject to review and
approval by the participants. Billings to participants are designed to recover 'costs as defined by the power sales and transmission service
agreements. The billings are structured to systematically provide for debt service requirements, operating funds and reserves in accordance
with these agreements. The difference between billings and the Authority's expenses calculated in accordance with generally accepted
accounting principles are deferred as costs recoverable in future periods and are presented as net assets. It is intended that the deferred
amounts will be recovered through billings for repayment of principal on the related bonds.

InvestmentPolicyandControls-The Authority's investmentfunction operates within a legal frameworkestablished bySections 6509.5 and 53600
et. seq. of the Califomia Government Code, Indentures of Trust, instruments governing financial arrangements entered into by the Authority to
finance and operate Projects, and the Authority's Investment Policy. The Indentures of Trust authorize the establishment of specific Project funds
and accounts, specify how monies are to be applied, and name third partyTrustees.

Funds available for investment include proceeds from bonds and notes sales, payments from the participants, maturities of previous investments,
earnings, exchanges of securities and interest from swap agreements. Funds are managed and invested on a separate accounting basis and prin-
cipal and earnings are credited and allocated to designated funds or accounts as outlined in each Project's Indenture of Trust, or in the Projects'
Stabilization Fund which was established by a Board Resolution.

The three fundamental criteria in the investment program, ranked in accordance of importance, are: safety of principal, liquidity and return. An
exception to the preceding criteria is made for the Palo Verde Nuclear Decommissioning Trust Funds, as liquidity will not be a factor until 2023. The
investment criteria for the DecommissioningTrust Funds, in order of importance, is as follows: safety of principal, return and liquidity.

DebtManagement Program -The Authority's financing goal is to obtain the lowest prudent rates of Interest on debt issues and to issue debt in
the most cost-effective manner. In addition, the Authority will continue to utilize debt management strategies that reduce the overall cost of
borrowing for its members. In general, the Authority issues new money debt and refunding debt on either a negotiated or competitive basis as
determined by the Board. A minimum net present value savings of 5%, as a percent of the refunded par amount, is the general target when deter-
mining the potential to refund existing Authority debt. The Authority may also use Interest rate swaps or other derivative products to help meet
important financial objectives.

Using This Financial Report
This annual financial report consists of a series of financial statements and reflects the self-supporting activities of the Authority that are funded
primarily through the sale of energy and transmission services to member agencies under project specific'take or pay contracts that require each
member agency to pay its proportionate share of operating and maintenance expenses and debt service with respect to such projects.

Combined Statements of Net Assets (Deficit), Combined Statements of Revenues, Expenses and Changes in Net Assets (Deficit),
and Combined Statements of Cash Flows
The Combined FinancialStatements provide an indication of theAuthority'sfinancial health.TheCombined Statementsof NetAssets (Deficit) include
all of the Authority's assets and liabilities, using an accrual basis of accounting, as well as an indication about which assets can be utilized for general
purposes and which assets are restricted as a result of bond covenants and other commitments. The Combined Statements of Revenues, Expenses
and Changes in Net Assets (Deficit) report all of the revenues and expenses during the time periods indicated. The Combined Statements of Cash
Flows report the cash provided and used by operating activities, as well as other cash sources such as investment income, cash payments for bond
principal payments,and capital additions and betterments.
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Palo Verde Project
Finandal Highlights

(nthoinds)

June 30
2003 2002

(As rnated

Assets
Utittyplant,net .$........................................ . $ 183,818 S 213,923
Investments ................ . ....................... 674,924 542,513
Cash and cash equivalents ............. . ....................... 105,142 60,149
Other ................. . ....................... 14,658 14,532

S 978,542 $ 831,117

liabirities and NetAssets
Long-term debt ......................................... . S 609,150 $ 629,554
Current liabilities ......................................... . 114,03 0 102,024

723,180 731,578

Net assets (defiit):
Invested in capital assetsnet of related debt .......... .. (............ . . 1469,233) (459,192)
Restricted netassets ............ . ........................ 706,613 536,840
Unrestrictednetassets .................................... . 17,982 21,891

Total net assets ........................................... 255,362 99,539

$ 978,542 $ 831,117

Revenues, Expenses and Changes In Net Assets
Operating revenues .$.................................... . . . 180,529 S 175,374
Operating expenses ................ ... 7..................... 73,650) (71,266)

Netoperatingincome ............ . ........................ 106,879 104,108

Investment income .............. . ....................... 96,885 43,301
Debt expenses .......................................... . (47,941) (53,867)
Increase in net assets ........................................ 155,823 93,542
Beginning balance ofnet assets ........... . ..................... . 99,539 5,997

Ending balance of net assets .$..................... ... .... .... .. . 255,362 S 99,539

Net Assets -The Palo Verde Project's Net Assets increased by $155.8 million, mainly due to a S147A million increase in Assets and a decrease in
Uabilities of $8.4 million. The increase in the Assets of the Project is primarily due to Participant contributions to the Deposit Installment Escrow
Fund under a debt-restructuring plan adopted by the Board through a resolution in 1998 to increase the competitiveness ofthe PaloVerde Project
by accelerating the repayment of the Project's debt. Under the debt-restructuring plan, an additional $65 million per year will be added to the Palo
Verde Project Participants'billings through June 30,2004. (Refer to Revenues in Note 2 of the Notes to Combined Financial Statements). During the
year, the Authority restructured the 1997 B Escrow Restructuring Account, which resulted in a gain of S16.7 million after expenses, which was
deferred and is being amortized over the life of the related bonds (see Note S of the Notes to Combined Financial Statements).

The decrease in Uabilities is primarily due to a decrease In long term debt of $20A million as a result of principal bond maturities and the amortiza-
tion of the bond discounts, premiums and losses on refunding on the related debt, offset by the deferral of the $16.7 million gain on restructuring of
the Escrow accounts.

Investment Income -The increase in the PV investment income of $53.6 million is primarily due to the unrealized gain recorded from the increases
in the market value of Escrow accounts as a result of the downward movement of interest rates during the current fiscal year.
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Long-term Debt-The Authority financed the acquisition of the assets of the Palo Verde Project through the issuance of revenue bonds.Currently,
capital additions to the Project are financed from revenues received from participants.

The following graph provides an indication of the principal and interest payments on the Palo Verde Project that are due each year following
June 30,2003 until the bonds mature in 2018. Interest is reflected on an accrual basis.

Palo Verde Project
Debt Service Requirements
Fiscal YearEnding June 30
(S bi thmnds)

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year.
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Southern Transmission System Project (STS)
Financial Highlights

an tuands)

June 30

2003 2002
(As rstated)

Assets
Utirtyplantnet ... ........................................ $ 361,785 $ 381,414
Investments .. 58,802 83,474
(ash and cash equivalents .. 37,936 33,532
Other................................... ............ .. . 23,001 20,603

S 481,524 S 519,023

liabilities and Net Deficit
Long-term debt ................... .... ... .... .... ... .... . $ 807,669 $ 830,680
Current iabilities .40,229 44,568

847,898 875,248

Net assets (deficit):
lnvestedincapitalassetsnetofrelated debt . .(466,659) (467,080)

Restricednetassets .. 100,939 115,910
Unrestricted net deficit .(654) (5,055)

Total net deficit .. (366,374) (356,225)

S 481,524 S 519,023

Revenues, Expenses and Changes In Net Deficit
Operating revenues .$.................. ... ... .... ... ... .... . $ 82,229 S 77,573
Operating expenses .. (33,433) (36,864)

Net operating income .. 48,796 40,709

Investment income .. 6,131 4,961
Debt expenses .. (62,592) (62,458)
Extraordinary loss on debt refunding .. (2,484) (1,538)

Increase In net deficit..(10,149) (18,326)
Beginning balance of net deficit .(356,225) (337,899)

Ending balance of net deficit ................... . . . . . . . . . . ....... S (366,374) S (356,225)

Net Deficit -The Net Deficit of STS increased in 2003 by S1 0.1 million due to a $37.5 million decrease in Total Assets and a decrease in Liabilities of
$27A million.The decrease in Total Assets consists mainly of:

* an increase in accumulated depreciation of S19.6 million,

* a decrease in investments of $24.7 million,and

* a $6.8 million increase in Curent Assets.

The increase in accumulated depreciation was due to scheduled depredation. The decrease of $24.7 million in Investments is primarily due to the
release of $15.0 million and $2.1 million from the Debt Service accounts and General Reserve Fund, respectively, to fund a portion of the related
refunded bonds (See Note 5 of the Notes to Combined Financial Statements).

The decrease in Liabilities of $27A million is due to the following:

* a decrease of $23.0 million in long-term debt due to maturities and refundings,and

* a decrease of $4.4 million in Current liabilities.
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The Net Deficit of $366.4 million at June 30, 2003 consists of non-cash expenses which are not billed to the participants but are required to
be recorded as expenses under generally accepted accounting principles. These non-cash expenses are primarily comprised of depreciation on
utility plant, amortization of debt related expenses, amortization of bond premiums and discounts, and losses on refundings. These costs will be
recovered at the time the Authority collects revenues to pay the principal portion of debt service costs.

Operating Income -The increase in STS operating income of $8.1 million is largely due to billings to Participants in excess of period costs and lower
operating expenses. The primary reason for the higher billings in the current year is increased debt service requirements.

Long-term Debt - The Authority acquired the STS assets through the issuance of revenue bonds. Capital additions are currently financed with
revenues received from participants. Principal bond maturities redeemed on July 1,2002 totaled $26.7 million. During the year the Authority issued
new refunding bonds as follows:

ParAmountof Parkmountof DebtServie Present BondRatings
DescriptionofBonds RefundedBends Refunding Issue Savings Value Savings by Tloody's

Transmission Project Revenue Bonds Al
2002 Subordinate Refunding Series B $46400,000 $38,755,000 $8,697,986 55,675,172

Transmission Project Revenue Bonds Al
2003 Subordinate Refunding Series A $ 58,495,000 $ 51,750,000 $ 13,237,524 $ 6,937,640

As of June 30,2003, Moody's increased the ratings on the STS 2002 and 2003 Subordinate Refunding Bonds to Aaa.

The following graph provides an indication of the principal and interest payments on the STS Project that are due each year following June 30,2003
until the bonds mature in 2024. Interest is reflected on an accrual basis.

Southern Transmission System Project
Debt Service Requirements
l`scal Year Ending June30
(5 hI tfouands

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year.
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Hoover Uprating Project
Finandal Highlights

anxSMOS)

June 30
2003 2002

(As restUl

Assets
Utilityplantnet .S........................................ . $ - S 4
Investments ................... ....................... .. 500 3,972
Cash and cash equivalents ............. . ....................... 3,726 127
Other ................. . ....................... 20,674 21,757

S 24,900 S 25,860

ilabilities and Net Assets
Long-term debt .................................... . . . .. . 19,404 S 20,275
Current liabilities .......................................... 1,643 1,423

21,047 21,698

Net assets:
Investedincapitalassets-netofrelated debt ........... . ............. . - 4
Restricted netassets ........................... .... .. 2,699 3,187
Unrestrictednetassets .................................... . 1,154 971

Totalnetassets .......................................... . 3,853 4,162
S 24,900 S 25,860

Revenues, Expenses and Changes In Net Assets
Operating revenues .S................................ ..... . . 2,330 S 2,352
Operating expenses ................ . ................... (2,381) (2,236)

Net operating income ................ . . (51) 116

Investment Income ................ . .................. 73 187
Debt expenses...................................... .... . (331) 1(8O)
Extraordinary loss on debt refunding ............ . .................. . - (735)
Decrease in net assets .............. . ...................... (309) (1,272)
Beginning balance of net assets ........... . ..................... . 4,162 5,434

Ending balance of net assets ...................... .... ... .... .. . S 3,853 S 4,162

Net Assets -The Net Assets of the Hoover Uprating Project decreased by S309,000.The net decrease is primarily due to a decrease in the Advances
for capacity and energy balance. This balance consists of S20.2 million in advances provided by the Participants to the Hoover Power Plant, net of
credits provided by the plant manager. In accordance with the agreementsthese advances are returned through an annual amount of energy and
capacity credits billed by the plant. Annual billings decrease the Advances for capacity and energy balance, up to the amount of principal paid on
debt by the Authority. Credits in excess of principal paid on debt decrease the Project's current year interest expense. During the current year,the
project billed S2.124 million, of which S970,000 was used to decrease the Advances balance.The remaining credits were utilized to offset debt
expense.
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Long-term Debt -The Authority acquired its interest in the Hoover Uprating Project through the issuance of revenue bonds. The following graph
provides an indication of the principal and interest payments on the Hoover Uprating Project that are due each year following June 30,2003 until
the bonds mature In 2018. Interest is reflected on an accrual basis.

Hoover Uprating Project
Debt Servke Requirements
Fiscal Year Ending June 30
(S hI thousands)

Interest payments on the bonds are payable semi-annually on October 1 and April 1 of each year. Principal maturities of $905,000 were paid on
October 1,2002.
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Mead-Phoenix Project
Finandal Highlights

(lItowds)

June30
2003 2002

W ttsted)

Assets
UtiWryplant net ... ........................................ $ 42,786 S 44,191
Investments .. 9,751 9,209
(ash and cash equivalents .. 1,617 2,081
Other .. 4,957 4,665

S 59,111 S 60,146

Uiabilities and Net Defidt
Long-term debt ....................... .... ..... .... .... . . S 64,224 S 63,720
Current Crabilities .. 2,841 3,274

67,065 66,994

Net assets (deficit):
Invested in capital assetsMnet of related debt .(20,672) (18,686)

Restricted net assets .13,495 12,986
Unrestrictedrnet deft.(777) (1,148)

Total net defkit.(7,954) (6,848)

59,111 S 60,146

Revenues, Expenses and Changes In Net Defiot
Operating revenues .$.................. .... ... ... .... ... ... . S 3,987 S 4,251
Operating expenses .(1,557) (2,840)

Net operating income .. 2,430 1,411

Investment income .. 700 707
Debt expenses .(4,236) (4,362)

Increase in net deficit .. (1,106) (2,244)
Beginning balance of net deficit .. (6.48) (4,604)

Ending balance of net deficit ................................... . $ (7,954) S (6,840)

Net Deficit - Net Deficit of the Mead-Phoenix Project increased by $1.1 million mainly due to an increase in accumulated depreciation on utility
plant of S1.4 million.
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Long-term Debt - The acquisition of the assets of the Mead-Phoenix Project was provided by a transfer of funds from the Multiple Project Fund
(See Note 1 of the Notes to Combined Financial Statements). In March 1994,the Authority issued Mead-Phoenix Project Revenue Bonds to advance
refund the Multiple Project Fund Bonds.

The following graph provides an indication of the principal and interest payments on the Mead-Phoenix Project that are due each year following
June 30,2003 until the bonds mature in 2021. Interest is reflected on an accrual basis.

Mead-Phoenix Project
Debt Service Requirements
Fiscal Year Ending June 30
(S hn Sands)

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year.
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Mead-Adelanto Project
Finandal Highlights

On OWnMKIS

June30
2003 2002

(s resratedl

Assets
Utilityplantrnet ... ........................................ $ 140,031 $ 144,532
Investments .. 27,471 26,461
Cash and cash equivalents .. 2,791 3,894
Other .. 14,236 13,453

S 184,529 S 188,340

Liabilities and Net Defidt
Long-term debt ............ . .$........................... . $ 207,307 S 205,678
Current liabilities.7,338 8,043

214,645 213,721

Net assets (deficit):
Invested in capital assets, net of related debt . .(64,540) (58,184)

Restricted net assets ........ . ........................ 35,469 34,329
Unrestrictednetdefcit .. (1,045) (1.526)

Total net deficit...................................... (30,116) (25.381)

S 184,529 S 188,340

Revenues, Expenses and Changes In Net Defidt
Operating revenues .$................. ... ... ... ... .... ... .. . $ 11,792 S 11,593
Operating expenses .. (4,955) (5,778)

Net operating income .. 6,837 5,815

Investment income .. 1,860 1,915
Debt expenses .. (13,432) (13,476)

Increase in net deficit..(4,735) (5,746)

Beginning balance of net deficit .. (25,381) (19,635)

Endingbalanceofnetdeficit ................................... . $ (30,116) $ (25,381)

Net Deficit - The Net Deficit of the Mead-Adelanto Project increased by $4.7 million largely due to an increase in accumulated depreciation on
utility plant of $45 million.
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Long-term Debt - Similar to the Mead-Phoenix Project, the interest in the Mead-Adelanto Project was acquired by the Authority through a
transfer of funds, and the bonds issued to obtain these funds, from the Multiple Project Fund (See Note 1 of the Notes to Combined Financial
Statements). In March 1 994,the Authority issued Mead-Adelanto Project Revenue Bonds to advance refund the Multiple Project Fund Bonds.

The following graph provides an indication of the principal and interest payments on the Mead-Adelanto Project that are due each year following
June 30,2003 until the bonds mature in 2021. Interest is reflected on an accrual basis.

Mead-Adelanto Project
Debt Servke Requirenents
rFsal Year Ending June30

In ftouuntk

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year.
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Multiple Project Fund
Finandal Highlights

Onttiousnds)

June 30
2003 2002

V~s rmtaed)

Assets
Investments ....................... .... ..... .... .... ... . $ 243,437 $ 247,584
Cash and cash equivalents .............. . ..................... . - 1
Other .................. . ........................... 8,673 8,960

S 252,110 S 256,545

Llabilities and Net Assets
Long-term debt ........................... ..... ..... .... . $ 216,445 $ 222,865
Current riabilities ................... ...................... . 28,973 27,325

245,418 250,190

Net assets
Invested in capital assets net of related debt ........................- -

Restricted net assets .............. . ...................... . 6,692 6,355
Unrestricted net assets ..- -

Total net assets .......................................... . 6,692 6,355
S 252,110 $ 256,545

Revenues, Expenses and Changes In Net Assets
Investmentincome .$....................................... . $ 17,275 $ 18,036
Debt expenses ................ . ......................... . (16,938) (17,242)

Inaease (decrease) in net assets ............ . .................... . 337 794

Beginning balance of net assets .............. . . 6,355 5,561

Endingbalanceofnetassets .$............... .. ... .. ... ... .. ... . . $ 6,692 S 6,355

Net Assets -There was no significant change in the Net Assets of the Multiple Project Fund for the year. The increase of $337,000 represents the
difference between investment income earned on bond proceeds deposited in the Multiple Project Fund and the interest expense on such bonds.
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Long-term Debt -The Multiple Project Fund was established by the issuance of revenue bonds. The bond proceeds are to be used to finance costs
of construction and acquisition of ownership interests or capacity rights in one or more projects that the Authority expects to undertake. Certain
of these funds were used to finance the Authority's interest in the Mead-Phoenix and Mead-Adelanto Projects (See Note 1 of the Notes to Combined
Financial Statements).

The following graph provides an indication of the principal and interest payments on the Multiple Project Fund that are due each year following
June 30,2003 until the bonds mature in 2021. Interest is reflected on an accrual basis.

Multiple Project Fund
Debt Service Requirements
riscal Year Ending lune 30
S hI ttus;ands)

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year. Par value of bonds that matured and
were redeemed on July 1,2002 was $6.6 million. A total of $1255 million of the outstanding Multiple Project Revenue Bonds are not subjectto
redemption prior to maturity.
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San Juan Project
Financial Highlights

(Inthowsd

June30
2003 2002

As Rstated)

Assets
Utilityplantnet .................... ... ... .... ... .. . . . . . .. $ 80,989 S 93,851
Investments ................ . ........................... 21,602 16,052
Cash and cash equivalents ............. . ...................... . 15,930 15,063
Other .................. . ........................... 14,859 6,143

_ 133,380 S 131,109

labilities and Net Deficit
Long-term debt .................... ... .... ... ... .... ... . . $ 200,699 $ 200,675
Currentriabirlties ......................................... . 16,980 19,030

217,679 219,705

Net assets (defiit):
Invested in capital assets, net of related debt .......... ............ . . . . (125,669) (105,828)
Restricted net assets ............. . ........................ 27,548 14,601
Unrestricted net assets .................................... . 13,822 2,631

Total net deficit ................... . ....................... . (84,299) (88,596)

S 133,380 S 131,109

Revenues, Expenses and Changes In Net Deficit
Operating revenues ............................ ..... ..... . . S 70,636 S 50,258
Operating expenses .............. . ......................... (56,783) (56,195)

Net operating income (loss) ........... . ..................... . 13,853 (5,937)

Investmentincome..................... . . 1,289 724
Debt expenses......................... . (10,771) (11,013)
Extraordinary loss on debt refunding .............. .. (.7.............. . 74) (274)

Decrease fincrease) in net deficit ............ . .................... . 4,297 (16,500)
Beginning balance of net deficit ........... . ..................... . (88,596) (72,096)

Ending balance of net deficit ................................... . S (84,299) S (88,596)

Net Deficit - The Net Deficit of the San Juan Project decreased by $43 million, primarily due to an increase of $23 million in Total Assets and
a decrease in Total Liabilities of $2.0 million. The increase in Total Assets of $23 million is largely due to an increase in investments of $5.6 million,
due mainly to the new Debt Service Reserve Account that was created when the 2002 Refunding Series B Bonds were issued in October 2002.
In addition, Current Assets increased by $9.7 million largely due to the recognition of a receivable from Participants to fund actual costs for the
current year. These increases were offset by a $12.9 million decrease in Utility Plant due to scheduled depreciation.

Net Operating Income (Loss)- Net Operating Income increased by $19.8 million when compared to last year. This increase is primarily due to the
$8.9 million reduced billings to Participants during the 2002 fiscal year as a result ofapplying the $8.9 million transfer amount from the Debt Service
Reserve Fund to the 2002 fiscal year billings. No such transfers from the Debt Service Reserve Fund were made to reduce current year billings. Also
included in current year's revenues is the $9.9 million billing for the Coal Contract Buyout made in December 2002 (See Note 2 of the Notes to
Combined Financial Statements).
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Long-term Debt - The Authority financed its acquisition of the assets of the San Juan Project by the issuance of revenue bonds. Currently,
capital additions are financed from revenues received from participants. Principal bond maturities that were redeemed on January 1, 2003 totaled
$1.6 million. During the yearthe Authority issued new refunding bonds as follows:

ParArnountof Parkmountof
Refunded Bonds Refunding Issue

DebtService
Savings

Present Bond Ratings
Value Savings by Moody'sDescription of Bonds

San Juan Power Prje Bonds,
2002 Refunding Series B $70,800.000 $71,850,000 $12,932,905 $8,131,998 A2

The graph below provides an indication of the principal and interest payments on the San Juan Project that are due each year following
June 30,2003 until the bonds mature in 2020. Interest is reflected on an accrual basis.

San Juan Project
Debt Service Requirernents
Fiscal Year Ending June 30
(S h thousands)

Interest payment on the bonds are payable semi-annually on July 1 and January 1 of each year.
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Magnolia Power Project ("The Project")
Background - In 2000,the City of Burbank (the'Cityo, an Authority member, began exploring ways to replace an aging power plant within the city
limits and decided that it would be more economical to build a plant with more capacity than required to meet its power demands. To build the
plantthe City needed other participants to buy the excess power and it presented the idea to the Authority. Four members,the Cities of Anaheim,
Colton, Glendaleand Pasadena (the Project A Participants'),indicated their interest in joining the City of Burbank in the Project The City of Cerritos
(the Project B Participant"), who became a member of the Authority in July 2001, also decided to participate in the Projec

In March 2003, the Califomia Energy Commission gave its approval for construction of the Magnolia Power Project. The Project is a natural gas-
fired generator and is designed to generate 242 megawatts to meet baseload capacity but will be able to generate more than 300 megawatts for
short periods of time during peak demand periods. The plant Is the first to be owned by the Authority, and the City of Burbank will manage its
construction and operation. To finance the Projectthe Authority issued $299.975 million of Magnolia Power Project A, Revenue Bonds, 2003-1 and
S 14.105 million of Magnolia Power Project B, Lease Revenue Bonds (City of Cerritos, California) 2003-1 in April 2003 (Refer to Note 5 of the Notes to
Combined Financial Statements).

The following table summarizes the financial position of the Project as of June 30,2003. Amounts are in thousands.

June 30
2003

Assets
Utiytplant net .............. ............................ S 93,610
Investments .. 70,426
Cash and cash equivalents .. 162,381
Other . . 7234

$ 333,651

Uiabilities and Net Assets
Long-tenr debt .......................................... S 321,730
Currentlabniies. .11,921

333,651

Net assets
Invested in capital assets, net of related debt .
Restricted net assets.
Unrestricted net assetss... . . . .. . .

Tatalnetassets ........................................... $ -

During the current year, the Project had no revenues and is not anticipated to have any until the Project becomes operational. Costs related to the
construction of the plant of $91.6 million and debt service costs of $3.7 million offset by investment income of $1.7 million,were capitalized as part
of the utility plant balance. Once the plant becomes operational, these costs will be recovered through future billings to participants.
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The following graph provides an indication of the principal and interest payments on the Project that are due each year on July 1 until the bonds
mature in 2036. Interest is reflected on an accrual basis.

Magnolia Power Projec
Debt Service Requirements
riscal Year Ending June 30
S Ih dousands)

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year.

Projects' Stabilization Fund - In 1996 the Board adopted a resolution to establish the Projects' Stabilization Fund. Monies deposited by the
participants to this Fund are used to pay for Authority costs as directed by the Participants (See Note 1 of the Notes to Combined Financial
Statements). At June 30,2003 the Fund had a balance of $96.4 million.

Financial Outlook - The Authority's credit strength is based on:

* The collective credit strengths of each project participant;

* The absence of concentration risk as evidenced by the lack of substantial reliance by one participant on the resources financed;

* The low cost power the Project provides the participants; and,

* Strong legal provisions.

The Authority has take-or-pay power sales and transmission service contracts which unconditionally require the Participants to pay for the cost of
operating and maintaining the Projectsincluding debt servicewhetheror not the Projects are operating or operable. Although the contracts have
not been court-tested, a municipal utility's authority to enter into such contracts is rooted in the State's constitutional provisions for municipal elec-
tric utilities.

The Authority continues to play an important role as a legislative advocate and its focused strategic plan continues to provide benefits to member
agencies as they prepare for increased competition. The Authority's management has been very focused on lowering the fixed costs of each project
to ensure the flexibility needed to perform ina more competitive marketplace. An example is the refunding of $175.7 million of theAuthority's long-
term debt during the fiscal year, which generated $34.9 million of debt service savings. In addition, in February 2003 the Authority restructured the
Palo Verde 1993 Escrow Funds resulting in a net gain of S16.7 millionwhich was deferred and is being amortized over the remaining period of the
related bonds.
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REPORT or INDEPENDENT ACCOUNTANTS

To the Board of Directors and Participants of the
Southern California Public Power Authority.

In our opinion, the accompanying combined statements of net assets (deficit) and the related combined statements of revenues,
expenses and changes In net assets (deficit) and cash flows present fairlyin all material respectsthe financial position of the Southern
California Public Power Authority (the Authority) at June 30,2003 and 2002, and the changes in its net assets (deficit) and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United States of America.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 auditing standards
generally accepted in the United States of America,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 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 our opinion.

In our opinion, the accompanying combined statements of net assets (deficit) and the related combined statements of revenues,
expenses and changes in net assets (deficit) and cash flows present fairly, in all material respects, the financial position of each of the
Authority's PaloVerde ProjectSouthernTransmission System ProjectHoover Uprating ProjectMead-Phoenix ProjectMead-Adelanto
Project, Multiple Project Fund, San Juan Project, and Projects'Stabilization Fund at June 30,2003 and 2002, and the changes in their
net assets (deficit) and their cash flows for the years then ended in conformity with accounting principles generally accepted in the
United States of America. Also, in our opinion, the accompanying combined statement of net assets and the related combined
statement of revenues, expenses and changes in net assets and cash flows present fairly, in all material respectsthe financial position
of the Authority's Magnolia Power Project at June 30, 2003, and the changes in its net assets and its cash flows for the year then
ended in conformity with accounting principles generally accepted in the United States of America. 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 auditing standards generally accepted in the United
States of America, 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 statementsassessing the accounting principles used and significant estimates made by managementand
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

As discussed in Note 2 to the financial statements, effective July 1,2002, the Authority changed its election under Governmental
Accounting Standards Board Statement No. 20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental
Entities that Use Proprietary Fund Accounting, and no longer applies Financial Accounting Standards Board statements and
interpretations issued after November 30,1989. The Authority has restated all prior years presented to give effect of this change in
election.

The management's discussion and analysis included on pages 20-38 is not a required part of the basic financial statements but
is supplementary information required by the Governmental Accounting Standards Board. We have applied certain limited
procedures,which consisted principally of inquiries of management regarding the methods of measurement and presentation of the
supplementary information. Howeverwe did not audit the information and express no opinion on it.

Our audits were conducted 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 audit 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.

September 8,2003
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF NET ASSETS (DEFICIT)

JUNE 30,2003
(A uncuts In tousands)

June 30,2003
Southern

Palo TransmissIon Hlower Mead- Mead- Multiple San Magnolia Projects'
Verde System Uiprating Phoenix Adelanto Project Juan Power Stabilization

Project Project Project Project Project Fund Project Project Fund Total

ASSETS

Noncurrent Assets
Utiltly plant

Production ......... 623,352$ -s $ -s - -s 172,475$ - -s 795,827
Transmission .... ..... 14,062 674,606 - 50,770 172,319 - - -- 911,757
General ...... ........... 2,705 18,911 22 2,640 473 - 8,067 -- 32.818

640,119 693,517 22 53,410 172,792 - 180.542 -- 1,740,402
Less -Accumulated depreciation ..... 489,707 331,732 22 10,624 32,761 - 99,826 -- 964,672

150,412 361,785 - 42,786 140,031 - 80,716 -- 775,730
Constniction work in progress ...... 18,862 - -- - - 273 93,610 - 112,745
Nuclear luelat amorftied cost 14,544 . . . -4- - - 14,54

Net utility plant. ........... 183,818 361,785 - 42,786 140,031 - 80,989 93.610 - 903,019

Special funds-
Restricted investments

Escrow accounts. ........... 420,766 16,88 ------- 437,649
Decommissioning fund. ........ 116,936 - - - - - - - 116,936
Other funds. .............. 124,227 41,919 - 9,751 27,471 243,437 21,602 70,426 53,044 591277

661,929 58,802 - 9,751 27,471 243,437 21,602 70,426 53,044 1,146,462
Unrestricted Investments
Other funds. .............. 12,995 - 500 ---- - - 13,495
Total special funds. .......... 674,924 58,802 500 9,751 27,471 243,437 21,602 70,426 53,044 1,159,957

Other Noncurrent Assets
Advanceto IPA -resericted ......... - 11,550 - - - - - - - 11,550
Advances for capacity and energy,

net -restricted. ............. - - 20,197 - - - - - - 20,197
Unamortized debt expenses. ....... 5,382 8.945 476 766 2,736 - 2,590 6,100 - 26.995

Total other noncurrent assets. ...... 5,382 20,495 20,673 766 2,736 - 2,590 6,100 - 58,742
Total noncurrent assets. ......... 864,124 441,082 21,173 53,303 170,238 243,437 105,181 170,136 53,044 2,121,718

Current Assets
Special funds:

Cashandcashequivalents-restricted . 96,075 37,372 2,84 1,498 2,616 - 11,236 162,381 42,941 357,003
Cash and cash equivalents -unrestricted 9,067 564 842 119 175 - 4,694 - - 15,461
Interest ieceivable .... ........ 1,405 137 1 343 915 8,673 13 1,061 436 12,984

Accounts receivable .... ........ 1,043 2,369 - - 3 - 9,021 73 - 12,509
Due from other project -restricted .- - - 3,84 10,582 - - - - 14,430
Materials and suppries .... ....... 6,828 - -- - 3,235 10,063

Total current assets ... ........ 114,418 40,442 3,727 5,808 14,291 8,673 28,199 163,55 43,377 422,450
Total assets ....... ........... 978,542 481,524 24,900 59,111 184,529 252,110 133,380 333,651 96,421 2,54,168

ILIABILITIES

Noncurrent liabilities
Long-tern debt .... .......... 609,150 807,669 19,404 64,224 207,37 216,445 200,699 321,730 - 2,446,628
Commitments anid contingencies (Note 7)-- -------

Total noncurrent fiabilities . ....... 609,150 807,669 19,404 64,224 207,37 216,445 200,699 321,730 - 2,446,628
Current liablities:

Debt due Within one year. ........ 49,190 29,720 1,190 - - 7,100 8,390 - - 95,S90
Accnued interest. ............. 7,197 6,922 265 1,945 6,116 7,443 5,303 4,467 - 39,658
Accounts payable and accauals. ...... 56,095 3,57 188 896 1,222 - 2,887 7,454 - 72,329
Accrued property tax. ........... 1,548-- - - - 400 - - 1,948
Coal contracts Wyout .-. .- -.. .-.-.- - - -

Due to other prcjects .-.. -.. ..-..- - 14,430 - - - 14,430
Total currentrliabitities. ........ 114,030 40,229 1.643 2,841 7,338 28,973 16,980 11,921 - 223,955

Total liabilifties. ............... 723,180 847,898 21,047 67,065 214,645 245,418 217,679 333,631 - 2,670,583

NET ASSETS (DEFIPICT

Invested in capital assets, net of ielated
debt and deferred credits .. ....... (469,233) (466,659) - (20,672) (64,540) - (125,669) - - (1,146,773)

Restricted net assets .... ......... 706,613 100,939 2,699 13,495 35,469 6,692 27,548 - 96,421 989,876
Unrestricted net assets (derdcit). ...... 17,982 (654) 1,154 (777) (1,045) - 13,822 - - 30,482

Total net assets (deficit). ........ S 255,362 S (366,374) $ 3,853 $ (7,954) $ (30.116) $ 6,692 S (84.299) $ -S 96,421 $ (126,415)

The accompanyingnotes are an Integral part of the combinedfinandalstatements.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS Or NET ASSETS (DEFICIT)

JUNE 30, 2002
Vnouzs In thouslands)

June 30,2002 (Restated)
Southern

Palo Transmission Hoover Muad- Mead- Multiple San Projects'
Verde System Uprating Phoenix Adelansto Project Juan Stabilization
Project Project Project Project Project Fund Project fund Total

ASSETS
Noncurrent Assets

Utlity plant
Production ............. S 620,719$ -s - -s - - $ 175,111$ -S 795,830
Transmission............. 14,062 674,60 - 50,770 172319 - - - 911,757
General. ......................... 2,583 18,911 22 2,640 473 - 8,089 - 32,718

637364 693,517 22 53,410 172,792 - 183.200 - 1,740305
Les- Accumulated deprecdation. ............ 452,747 312,103 18 9,219 28,260 - 90,204 - 892,551

184,617 381,414 4 44,191 144,532 - 92,996 - 847.754
Construction work in progress. .............. 14,325 - - - - - 855 - 15,180
Nuclear fuelat amortized cost. ............. 14,981 - ----- - 14,981

Net utility plant. ................... 213,923 381,414 4 44,191 144,532 - 93,851 - 877,915S
Special funds:

Restricted Investments
Escrowaccounts. .................... 284,327 21,639 - - - -- - 305,966
Decommissioning fund. ................ 104,671 - - -- - - - 104,671
Other funds. ...................... 139,987 61,835 2,861 9.20 26,461 247,584 16,052 158,320 662,309

528,985 83,474 2,861 9,20 26,461 247,584 16,052 158320 1,072,946
Unrestricted Investments

Other funds. ...................... 13,528 - 1,111 ---- - 14,639
Total special funds. ................... 542,513 83,474 3,972 9,209 26,461 247,584 16,052 158320 1,087,585

Other Noncurrent Assets
Advance to IPA -restricted. ................ - 11,550 - - - - - - 11,550
Advances furcapacity and energy, net -restricted ...... - - 21,169 - --- - 21,169
Unamortized debt expenses. ............... 3,912 8,881 572 843 2Z962 - 2,693 - 19,863

Total other noncurrent assets. .............. 3,912 20,431 21,741 843 2,962 - 2,693 - 52.582
Total noncurrent assets. ................. 760,34 485,319 23,717 54,243 173,955 247,584 112,596 158,320 2,018.082

Current Assets
Special Wuns:
Cash and cash equivalents.- restrkcted. ......... 48371 29,171 29 1,900 3,493 1 11,779 14,970 109,714
Cash and cash equivalents - unrestricted. ........ 11,778 4361 98 181 401 - 3,284 - 20,103
Interest receivable .2,.......... 483 172 16 340 916 8,960 18 495 13,400

Accounts receivable. .................... 1,244 - - - - - 209 - 1.453
Due from other project -restricted .-... -... ..- 3,482 9,575 -- - 13,057
Materials and supplies. .................. 6,893 -- - - - 3,223 - 10,116

Total current asset................... 70,769 33,704 143 5,903 14,385 8,961 18,513 15,465 167,843
Total assets. ......................... 831,117 519,023 25,860 60,146 188,340 256,545 131,109 173,785 2,185,925

LIABILITIES

Noncurrent lrabirities
Long-termn debt. ...................... 629,554 830,680 20,275 63,720 205,678 222,865 200,675 - 2,173,447
Commitments and contingencies (Note 7) . - - - - - - - - -

Total other noncurrent liabiIltes. ............. 629,554 830,680 20,275 63,720 205,678 222,865 200,675 - 2,173,447
Current fiabilifies:

Debt doe within one year. ................. 47,395 26,695 905 - - 6,600 1,60 - 83,195
Accrued interest. ...................... 8,122 8,457 274 1,945 6,116 7,668 3325 - 35,907
Accounts payable and accruals. .............. 44,557 9,416 244 550 963 - 3,732 - 59,462
Accrued property tax. ................... 1,950 - - 779 964 - 450 - 4,143
Coal contracts buyout .-.... -..... ....- - - - 9,923 - 9,923
Due to other projects .-... -... ...- ...- - 13,057 -- 13,057

Total current liabilities. ................. 102,024 44,568 1,423 3,274 8,043 27,325 19,030 - 205,687
Total liabilities. ........................ 731,578 875,248 21,698 66,994 213,721 250,190 219,705 - 2,379,134

NET ASSETS (DEFICIT)

Invested in capital assets net of related
debt and deterred credits ....... ........... (459.192) (467,080) 4 (18,686) (58,184) - (105,828) - (1,108,966)

Restricted net assets ......... ............. 536,840 115,910 3,187 12,986 34,329 6,355 14,601 173,785 897,993
Unrestricted net assets (deficit) ...... .......... 21,891 (5,055) 971 (1,148) (1,526) - 2,631 - 17,764

Total net assets (deficit). ................ $ 99,39 0 (56,225) $ 4,162 S (6,84) $ (23381) $ 6,355 S (88,596) $173,785 $(193,209)

Theaccomipanying notes are an biegral part ofthe coerlsbned tnandalsatemenrts.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF REVENUES, EXPENSES AND CHANGES IN NET ASSETS (DEFICIT)

FOR THE YEAR ENDED JUNE 30, 2003
(Awz horsoinds)

Year EndedJune 30,2003
Southern

Palo Transmiassion Hoover Mead- Mead- Multiple San Magnolia Projects'
Verde Systemr Uprating Phoenix Adelanto Proect Juan Power Stabilization

Proect ProjNMt ProJect Proqect Project Fund Project Project Fund Total

Operating revenues:
Salesofelectricenergy ........... S 180529 $ -S 2,330$ -S -S -S 70,636$ -S -s 253,495
Salesoftransmissionservices - 82,229 - 3,987 11,792 - - - - 98,008

Total oper ang nrevenues .180,529 82229 2,330 3,987 11,792 - 70,636 - - 351503

Operating expenses
Operations and maintenance .27,462 13,804 2,377 152 454 - 43,586 - - 87,835
Depredation .26,702 19,9 4 1,405 4,501 - 10,084 - - 62325
Ainortizationofnudear fuel.8586 - - - - - - 8,586
Decommissioning .10,900 - - - - - 3,113 - - 14,013

Total operating expenses .73,650 33,433 2.381 1,557 4,955 - 56,783 - - 172,759
Operating income (loss) .106,879 48,796 (51) 2,430 6,837 - 13,853 - - 178,744

Non operating revenues (expenses)
Investment income .96,885 6,131 73 700 1,860 17,275 1,289 - 2,372 126,585
Debtexpense( 47,941) (62,592) (331) (4,236) (13,432) (16.938) (10,771) - - (156.241)

Net non operating revenues
(expenses) .48,944 (56,461) (258) 3,536) (11,572) 337 (9,482) - 2372 (29,656)

Increase (decrease) in net assets (defiit)
before extraordinary iems .155,823 (7,665) (09) (1,106) (4,735) 337 4,371 - 2,372 149,08

Extraordinary loss on refunding
ofdebt .- (2,484) - - - - (74) - - (558)

Net increase (decrease) in net
assets (deficit) .155,823 (10,149) (309) 11,106) (4,735) 337 4,297 _ 2,372 146,530

Netassets(deflct)-beginningofyear 99,539 (356,225) 4,162 (6,848) (25,381) 6,355 (88,596) - 173,785 (193,209)

Netwithdrawals by participants - - - - - - - - (79,736) (79,736)

Net assets (deficth)- end ofyear . $..... . 255,362 S (366374) 3,853 $ (7,954) S (30,116) 6,692 S (84299) S - S 96,421 $ (126,415)

The acompanying notes are an integral part ofthe combined kuncial statenents.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF REVENUES, EXPENSES AND CHANGES IN NET ASSETS (DEFICIT)

FOR THE YEAR ENDED JUNE 30, 2002
(Ainun tIsIands)

Yearlndedhune30,2002 (Restated)
Southern

Palo Transmission Hooer Mead- Mead- Multiple San Projects
Verde System Uprating Phoenix Adelanto Project Juan Stabilization
Project Project Project Project Project Fund Project Fund Total

Operating revenues:
Salesofelectricenergy ....... ............ S 175,374 $ - S 2,352 S - $ - $ 50258 $ - S 227,984
Salesofransmission services . .- 77,573 - 4,251 11,593 - - - 93,417

Total operating revenues .175,374 77,573 2,352 4,251 11,593 - 50,258 - 321,401

Operating expenses:
Operations and maintenance. 24,434 17,231 2,232 1,434 1,276 - 43,010 - 89,617
Depredation .26,701 19,633 4 1,406 4,502 - 10,072 - 62,318
Amortizationofnudearfuel .8,259 - - - - - - - 8,259
Decommissioning .11,872 - - - - - 3,113 - 14,985

Total operating expenses .71,266 36,864 2.236 2,840 5,778 - 56,195 - 175,179

Operatingincome(loss) .104,108 40,709 116 1,411 5,815 - (5,937) - 146,222

Non operating revenues (expenses):
Investment income .43,301 4,961 187 707 1,915 18,036 724 10,561 80,392
Debt expense .(53,867) (62,458) (840) (4,362) (13,476) (17,242) (11,013) - (163,258)

Net non operating revenuestexpenses) .(10,566) (57,497) (653) (3,655) (11,561) 794 (10,289) 10,561 (82,866)

Increase (decrease) in net assets (deficit)
beforeextraordinaryitems 93,542 (16,788) (537) (2,244) (5,746) 794 (16,226) 10,561 63,356

Extraordinary loss on refinding of debt - (1,538) (735) -- (274) - (2,547)

Net increase (decrease) in net assets (deficit) . .93,542 (18,326) (1,272) (2,244) (5,746) 794 (16,500) 10,561 60,809

Net assets (deficit) -beginning ofyear . .5,997 (337,899) 5,434 (4,604) (19,635) 5,561 (72,096) 200,350 (216,892)

Net withdrawals from participants . .- -- - - - - (37,126) (37,126)

Net assets (deficit) - end of year . . . . . . . . . . . . . . . . $ 99,539 S (356,225) S 4,162 $ (6.848) S (25,381) $ 6355 $ (88,596) S 173,785 $ (193,209)

The accoerpanying notes are an itegral part of the combined Cnancdal statements.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF CASH FLOWS

FOR THE YEAR ENDED JUNE 30, 2003
anwaunts in rhsnds)

Year Ended June 30,2003
Southeen

Palo Transmission Hooer Mead- Mead- Multiple San Magnolia Projecs
Verde System Uprating Phoenix Adelanto Project Juan Power Stabilization
Project Project Prokt Project Project Fund Project Project Fund Total

Cash flows from operating activities:
Receiptsfromparticipants ........ S 191357 S 72,665 $ 2,289 S 4,179 $ 11,407 S - $ 61,123 S - $ - S 343,020
Paymentstooperating managers ... (29,317) (13,475) (261) (1,009) (1,125) - (53,811) - - (98,998)
Otherreceipts . . 166 3 3 100 4 - - - - 276

Net cash flow from operating
activities . .162,206 59,193 2,031 3,270 10,286 - 7,312 - - 244,298

Cash fOws from noncapital
financing activities:

Withdrawals by partnipants, net - -- - - - - - (79,736) (79,736)

Cash flows from capital and related
financing activities:

Additionstoplantnet .(15,996) - - - - - (290) (84,119) - (100,405)
Debtinterestpayments .(35,192) (42,149) (1,077) (3,889) (12,232) (15,111) (7,485) - (117,135)
Proceedsfromsaleofbonds - 93,658 - - - - 80,750 322,582 - 496,990
Proceeds from bond escrow

restructuring .17,292 - - - 17,292
Payment for defeasance of

revenue bonds - (108,945) - - - - (72,344) _ _ (181,289)
Principalpaymentsondebt (47,395) (26,695) (905) - - (6,600) (1,600) - - (83,195)
Transferoffundsfromescrow . -.-.-.-.-.- - -

Paymentforbondissuecosts (580) (1,605) (1,982) - - - (1,218) (6,270) - (9,673)
Net cash provided by (used for)

capital and related financing
activities .(81,871) (85,736) (1,982) (3,889) (12,32) (21,711) (2,187) 232,193 - 22,585

Cash flows from investing activities:
Interestreceivedon investments 9,017 4,217 77 689 1,832 17,564 1,270 199 2,421 37,286
Purchasesofirwestments .(550,977) (47,544) (4,122) (609) (4,894) (1,188) (15,553) (75,783) (92,323) (792,993)
Proceeds from sale/maturity

of investments .506,618 74,274 7595 75 3,905 5,334 10,025 5,772 197,609 811,207
Net cash provided by (used for)

investing activities .(35,342) 30,947 3550 155 843 21,710 (4,258) (69,812) 107,707 55,500
Net increase (decrease) in cash

and cash equivalents .44,993 4,404 3,599 (464) (1,103) (1) 867 162,381 27,971 242,647
Cash and cash equivalents at beginning

ofyear .60,149 33,532 127 2,081 3,894 1 15,063 - 14,970 129,817
Cashandcashequivalentsatendofyear ... S 105,142 S 37,936 S 3,726 S 1,617 S 2,791 S - S 15,930 S 162,381 S 42,941 $ 372,464

Reconciliation of operating income to net
cash provided by operating activintes

Operatingincome(loss) .5...... . . 106,879 S 48,796 S (S1) S 2,430 S 6,838 S - S 13,853 S - S - S 178,745
Adjustments to reconcile operating

inkome to net cash provided (used)
by operating activities:

Depredation . .26,702 19,629 4 1,405 4,501 - 10,084 - - 62,325
Decommissioning . .10,900 - - - - - 3,113 - - 14,013
Advancesforcapacityandenergy . . - - 2,124 - - - - - - 2,124
Amortizationofnudearfuel 8586 - - - - -- - - 8,586

Changes in assets and liabilities:
Accounts receivable . 201 (2,369) - - (3) - (8,812) - - (10,983)
Accounts payable and accruals 8,888 (5,829) (56) (565) (1,058) - (10,855) - - (9,475)
Other . .50 (1,034) 10 _ 8 - (71) - _ (1,037)

Netiashprovidedbyoperating $ 162206 S 59,193 $ 2,031 S 3,270 S 10,286 S - S 7,312 S - S - S 244,298

The accompanying notes are an itegrl prt of te combined finandal statements.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF CASH FLOWS

FOR THE YEAR ENDED JUNE 30,2002
Pumountskthousands)

Year Ended June 30,2002 (Restated)
Southern

Palo Transmiusson Hoover Mead- Mead- Multiple San Projectsn
Verde System Uprating Phoenix Adelanto Project Juan Stabilization
Project Project Project Project Project Fund Project Fund Total

Cash flows from operating activities:
Receipts from participants ....... .......... S 184,347 S 82,431 S 2,568 S 4,064 S 10,737 $ - $ 52,134 S - $ 336,281
Payments to operating managers . .(24,762) (16,959) (270) (1,168) (1,037) - (43,887) - (88,083)
Otherreceipts(payments) .. ............. . . .......... 27 (622) (6) 153 148 - 1,069 - 769
Net cash flow from operating activities . 159,612 64,850 2,292 3,049 9,848 - 9,316 - 248,%7

Cash flows from noncapital 6nancing activities:
Withdrawals by participantsnet . ..........................- - - - - - - (37,126) (37,126)

Cash flows from capital and related financing activities
Additions to plant, net . ............................ (15,751) - - 78 3 - (103) - (15,773)
Debtinterestpayments .(37,413) (45,191) (1,101) (3,947) (12,363) (15,547) (10,542) - (126,104)
Proceedsfromsaleofbonds . ............................- 65,236 25,336 - - - 135,548 - 226,120
Payment for defeasance of revenue bonds . ................- (76,183) (28,816) - - - (124,828) - (229,827)
Principal payments on debt .(45,105) (19,210) (650) (1,710) (3,895) (6,200) (7,480) - (84,250)
Payment for bond issue costs . ............................- (1,301) (627) - _ _ (1,530) - (3,458)
Net cash used for capital and related

financing activities. . .......................... (98,269) (76,649) (5,858) (5,579) (16.255) (21,747) (8,935) - (233,292)

Cash flows from investing activities:
Interest received on investments . .......................... 11,713 4,390 249 706 2,001 18,299 727 10,576 48,661
Purchases of investments . . .......................... (516,905) (36,833) (7,024) (1,682) (6,415) (8,857) (23,561) (68,403) (669,680)
Proceeds from sale/maturity of investments . .............. 423,713 53,262 8,354 2,258 8,140 12,288 19,762 92,432 620,209
Net cash provided by (used for)

investing activities . ............................ (81,479) 20,819 1,579 1,282 3,726 21,730 (3,072) 34,605 (810)
Net Increase (decrease) in cash and

cash equivalents . ........................... (20,136) 9,020 (1,987) (1,248) (2,681) (17) (2,691) (2521) (22,261)
Cashandcashequivalentsatbeginningofyear . .80,285 24,512 2,114 3,329 6,575 18 17,754 17,491 152,078
Cashandcashequivalentsatendofyear . . . . . . . . . . . $ 60,149 $ 33,532 $ 127 $ 2,081 $ 3,894 $ 1 S 15,063 $ 14,970 S 129,817

Reconciriation of operating income to net cash
provided by operating activities:

Operatingincome(loss) .$............... . S 104,108 S 40,709 S 116 S 1,411 $ 5,815 S -S (5,937) S - S 146,222
Adjustments to reconcile operating

income to net cash provided (used)
by operating activities:

Depredation . ........................... 26,701 19,633 4 1,406 4,502 - 10,073 - 62,319
Decommissioning . ............................ 11,872 - - - - - 3,113 - 14,985
Advances for capacity and energy . ..................- - 1,954 - - - - - 1,954
Amortizationofnuclearfuel . .....................-. 8,259 - - - - 8,259

Cthanges in assets and fobilities:
Accounts receivable .. ........... .. . .......... 47 - 33 - 371 - 1,168 - 1,619
Accounts payable and accruals . .8,811 4,508 185 232 (840) - 861 - 13,757
Other .. .................. .. . ........--- (186) - 38 _ (148)

Netcashprovidedbyoperatingactivities .$........ . S 159,612 $ 64,850 $ 2,292 S 3,049 S 9,848 $ - S 9,316 $ - $ 248,967

The aompanying notesare an itegra panthe dcombined finandal statements.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
NOTES TO FINANCIAL STATEMENTS

Note 1 - Organization and Purpose
The Southern California Public Power Authority (the 'Authorityl, a
public entity organized under the laws of the State of California, 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 participants consist of eleven 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 generation
and transmission of electric energy for sale to its participants. The Joint
Powers Agreement has a term of fifty years.

The Joint Powers Agreement authorizes the Authority to admit new
members to the agreement. The Cities of Cerritos of Los Angeles
County and San Marcos of San Diego County have applied for mem-
bership under the agreement. In July 2001, the Authority adopted a
policy to establish the criteria for admitting new members. The two
cities met all of the established criteria and became members to
the agreement in July 2001. In August 2003, the Authority, by resolu-
tion of the Board of Directors (the'Board), rescinded the membership
of the City of San Marcos, as the city no longer met the criteria for
membership.

The Authority has interests in the following projects:

Palo Verde Project - On August 14,1981,the Authority purchased a
5.91 % interest in the Palo Verde Nuclear Generating Station ("PVNGS"),
a 3,810 megawatt nuclear-fueled generating station near Phoenix,
Arizona, and a 6.55% share of the right to use certain portions of the
Arizona Nudear Power ProjectValleyTransmission System (collectively,
the 'Palo Verde Project). Units 1, 2 and 3 of the Palo Verde Project
began commercial operations in January 1986, September 1986, and
January 1988, respectively.

Southern Transmission System Project - On May 1, 1983, the
Authority entered into an agreement with the Intermountain Power
Agency ("IPA), to defray all the costs of acquisition and construction of
the Southern Transmission System Project (STS) which provides for
the transmission of energy from the Intermountain Generating Station
in Utah to Southern California. STS commenced commercial opera-
tions in July 1986.The Department of Water and Power of the City of
Los Angeles ("LADWP), a member of the Authority, serves as project
manager and operating agent of the Intermountain Power Project
HIPPO).

Hoover Uprating Project - As of March 1,1986, the Authority and six
participants entered into an agreement pursuant to which each partic-
ipant 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 ("USBR1 on
behalf of such participants. The Authority has an 18.68% interest in the
contingent capacity of the Hoover Uprating Project ("HU).

Mead-Phoenix and Mead-Adelanto Projects - As of December 17,
1991, the Authority entered into an agreement to acquire an interest
in the Mead-Phoenix Project ("Mead-Phoenix), a transmission line
extending between the Westwing substation in Arizona and the
Marketplace substation in Nevada. The agreement provides the
Authority with an 1831% interest in the Westwing-Mead project

component, a 17.76% interest in the Mead Substation project com-
ponent and a 22.41% interest in the Mead-Marketplace project com-
ponent

As of December 17,1991, the Authority also entered into an agree-
ment to acquire a 67.92% interest in the Mead-Adelanto Project
("Mead-Adelanto'), a transmission line extending between the
Adelanto substation in Southern California and the Marketplace
substation in Nevada. Funding for these projects was provided by
a transfer of funds from the Multiple Project Fund and commercial
operations commenced in April 1996. LADWP serves as the operations
manager of Mead-Adelanto.

Multiple Project Fund - During fiscal year 1990, the Authority issued
Multiple Project Revenue Bonds for net proceeds of approximately
S600 million to provide funds to finance costs of construction and
acquisition of ownership interests or capacity rights in one or more,
then unspecified, projects for the generation or transmission of electric
energy. Certain of these funds were used to finance the Authority's
interests in Mead-Phoenix and Mead-Adelanto.

San Juan Project - Effective July 1, 1993, the Authority purchased a
41.80% interest in Unit 3 and related common facilities, of the San Juan
Generating Station ("SJGS) from Century Power Corporation. Unit 3,
a 488 megawatt unit, is one unit of a four-unit coal-fired power gener-
ating station in New Mexico.

Magnolia Power Project ("The Project") - In March 2003, the
Authority received approval from the California Energy Commission for
construction of the Magnolia Power Project The Project will consist of
a combined cycle natural gas-fired generating plant with a nominally
rated net base capacity of 242 megawatts and will be built on a site in
the ity of BurbankCalifornia. The plant is the firstthat is wholly owned
by the Authority and entitlements to 100% of the capacity and energy
of the Project have been sold to six of its members. The Gty of Burbank
a Project participant, will manage its construction and operation.
Construction is under way and commercial operation is expected to
begin in mid-2005. During the current year, the Project had no rev-
enues and is not anticipated to have any until the Project becomes
operational. Costs related to the construction of the plant of S91.6 mil-
lion and debt service costs of S3.7 million offset by investment income
of S1.7 million, were capitalized as part of the utility plant balance.
Once the plant becomes operational, these costs will be recovered
through future billings to participants.

Projects'Stabilization Fund - In fiscal year 1997,the Authority autho-
rized the creation of a Projects' Stabilization Fund. Deposits may be
made into the fund from budget under-runs, after authorization of
individual participants, and by direct contributions from the partici-
pants. Participants have discretion over the use of their deposits within
SCPPA project purposes. This fund is not a project-related fund; there-
fore, it is not governed by any project Indenture of Trust.

The members participate in the Projecs'Stabilization Fund by mak-
ing deposits to the fund at their discretion.

Participant Ownership Interests - The Authority's participants may
elect to participate in the projects. As of June 30,2003, the members
have the following participation percentages in the Authority's interest
in the projects:
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Magnolia
Palo Hoover Mead- Mad- San Power

Partidpants Verde STS Uprating PHomnix Adelanto Juan Project

City of Los Angeles 67.0% 59.5% 24.8% 35.7%

CirtyofAnaheim 17.6% 42.6% 24.2% 13.5% 38.0%
City of Riverside 5.4% 10.2% 31.9% 4.0% 13.5%
Imperial Irrigation

DistrKt 6.5% 51.0%
City ofVemon 4.9%

CittyofAzusa 1.0% 41% 1.0% 2.2% 14.7%
CityofBanning 1.0% 2.1% 1.0% 13% 9.8%
GtyofCotton 1.0% 32% 1.0% 2.6% 14.7% 42%
GtyofBurbank 4.4% 4.5% 16.0% 15.4% 11.5% 31.0%
CityofGlendbae 4.4% 2.3% 14.8% 11.1% 9.8% 16.5%
CinyofCerritos 4.2%
CityoffPasadena 4.4% 5.9% 13.8% 8.6% 6.1%

100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100%

The Authority has entered into power sales and transmission ser-
vice agreements with the above project participants. Under the terms
of the contracts, the participants are entitled to power output or
transmission service, as applicable. The participants are obligated to

make payments on a Stake or pay'basis for their proportionate share of
operating and maintenance expenses and debt service. The contracts

cannot be terminated or amended in any manner which will impair or
adversely affect the rights of the bondholders as long as any bonds

issued by the specific project remain outstanding.
The contracts expire as follows:

PaloVerde Project. . ...... 2030
SouthernTransmission System Project . . . . . . . . . . . 2027

Hoover Uprating Project . . . . . . . . . . . . . . . . 2018
Mead-Phoenix Project ........ 2030
Mead-Adelanto Project ........ 2030
San Juan Project . . . . . . . . . . . . . . . . . . . . 2030
Magnolia Power Project ........ 2036

The Authority's interests in generation and transmission projects
are jointly owned with other utilities. Each joint plant participant,
including the Authority, is responsible for financing its share of con-
struction and operating costs. The financial statements reflect the
Authority's interest in each jointly-owned project as well as the project
that it owns.

2. Summary of Significant Accounting Policies
The accounting records of the Authority are maintained in accordance
with accounting principles generally accepted in the United States of
America. As a government-owned utility, in prior years the Authority
applied all statements issued by the Governmental Accounting
Standards Board (GASB) and all statements and interpretations issued
by the Financial Accounting Standards Board (FASB) which were not in
conflict with statements issued by the GASB. Effective July 1,2002, the
Authority changed its election under the guidance in GASB Statement
No. 20, Accounting and Financial Reporting for Proprietary Funds and
Other Govemmental Entities that Use Proprietary Fund Accounting, to
follow all GASB statements and only FASB statements and interpreta-
tions issued before November 30,1989.

Accounting Changes
Change in Election ofApplication of GASB20 - Effective July 1,2002, the
Authority changed its election under the guidance in GASB 20 and no
longer follows FASB statements issued after November 30, 1989. The

impact on the Authority's financial statements as a result of this change
was the discontinuation of the application of FASB Statement No. 133,
Accounting for Derivative Instruments and Hedging Activities (FASB 133).
The Authority adopted FASB 133 in fiscal year 2001 and consequently
began reporting its derivative instruments at fair value. With this
accounting change, the Authority is no longer required to report its
derivative instruments at fair value under the guidance applicable to
state and local govemments. The Authority restated its prioryearfinan-
cial statements to retroactively apply this change in election under
GASB 20. The Authority believes that this was a change to a preferable
method of accounting. The restatement of the fiscal year 2002 financial
statements was limited to STS,as it was the only project with derivative
instruments.

Included in the derivative commitments caption in the prior years
was the S7.9 million premium received by the Authority in consid-
eration for entering into an agreement whereby the Authority sold
an option (ithe Swaption) on a floating-to-fixed interest rate swap.
Previously the value of this option was recorded at fair value; however,
with this change in accounting principle, it is now reported as part of
the debt value and amortized to interest expense as a downward yield
adjustment over the life of the related debt. See Note 4 for derivative
instrument disclosures.

The following summarizes the impact on the combined financial
statements from this change in accounting principle:

As Prenvously
Reported

Combined Statements of Net Assets (Defidt)
Long-term debt .. . ...... ... .... . $2,166,175
Derivative commitments .$ 99,695
Net assets (deficit).$ (285,632)

Y

Combined Statements of Revenues,
Expenses and Changes in Net Assets (Defidt)
Debtexpenses.. . S (163,701)
Unrealied boss on derivative commitment . . . . $ (36,675)
Net assets (deficit) -beginning of year

(June30,2001) .$.... . ...... . S (272,197)

AdjustmnentsAs Restated
June 30,2002

S 7,272 $ 2,173,447
$ (99,695) $ -
S 92,423 $ (193,209)

ear Ended June 30,2002

$ 443 S (163,258)
S 36,675 $ -

$ 55305 S (216,892)

Adoption of GASB Statements Nos. 34,37, and 38 - On July 1, 2001, the
Authority adopted GASB Statement No. 34 (GASB 34), 'Basic Financial
Statements and Management's Discussion and Analysis for State and
Local Govemments; GASB Statement No. 37 (GASB 37), 'Basic Financial
Statements and Management's Discussion and Analysis for State and
Local Governments: Omnibus - an Amendment of GASB Statements
No. 21 and No. 34' and GASB Statement No. 38 Certain Financial
Statement Note Disclosures' (GASB 38). GASB 34, as amended, and
GASB 38 establish specific standards for extemal financial reporting
for all state and local governments. As a result of adopting these
Standards, the basic financial statement presentation was significantly
changed, Including adding management's discussion and analysis of
operating, investing and financing activities. GASB 34 also requires the
classification of net assets (deficit) into three components - invested in
capital assets, net of related debt; restricted; and unrestricted. These
classifications are defined as follows:

* Invested in capital assets, net of related debt - This component
of net assets consists of (a) capital assets, (b) net of accumulated
depreciation and (c) unamortized debt expenses, reduced by the
outstanding balances of any bonds or other borrowings that are
attributable to the acquisition, construction, or improvement of
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those assets. If there are significant unspent related debt proceeds
at year-end,the portion of the debt attributable to the unspent pro-
ceeds is not included In the calculation of Invested in capital assets,
net of related debt. Rather, that portion of the debt is included in
the same net assets component as the unspent proceeds.

* Restricted -This component consists of net assets on which con-
straints are placed as to their use. Constraints include those
imposed by creditors (such as through debt covenants), contri-
butors, or laws or regulation of other governments or constraints
imposed by law through constitutional provisions or through
enabling legislation.

* Unrestricted net assets -This component of net assets consists of
net assets that do not meet the definition of'restricted'orlnvested
in capital assets, net of related debt.'

Under GASB 34, the statements of equity and of other comprehen-
sive income were eliminated; the statement of income was renamed
the statement of revenuesexpenses and changes in net assets (deficit);
and the statement of cash flows presentation was changed to the
direct method (including a reconciliation of operating cash flows to
operating income). The adoption of GASB 34 had no significant effect

on the basic combined financial statements, except for the change
from the indirect method to the direct method of reporting cash flows
and the reclassification of cost recoverable, deferred credits and funds
due to participants to net assets (deficit) in accordance with the
Statement.

Use of Estimates -The preparation of financial statements in confor-
mity with accounting principles generally accepted in the United
States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from
those estimates.

Utility Plant - The Authority's share of construction and better-
ment costs associated with PVNGS, STS, Mead-Phoenix, Mead-
Adelanto, SJGS and Magnolia Power Project are included as utility
plant. Depreciation expense is computed using the straight-line
method based on the estimated service lives, principally thirty-five
years for PVNGS, STS, Mead-Phoenix and Mead-Adelanto and twenty-
one years for SJGS.

A summary of changes in Utility plant follows (amounts in thousands):

Balance
June 30,

2002

Balance
June 30,

2003odlitions Disposals Transfers

Nondepreciable Utilily Plant

Land ........................
Construction work in progress ...........

Nudearfuer ....................

Total nondepreciable utilty plant ...........

Depreciable Utility Plant

Production
Nudear generation (PaloVerde Project) .....
Coal-fired plant (San Juan Unit 3 Project) ...

Transmission ....................

General .......................

S 36,187
15,180
14,981

66,348

620,003
175,111

876,286

32,718

S
101,904

S - $ - $ 36,187

- (4,339) 112,745

5,892

107,796

3,247
868

224

4,339

(76,337)

(6,329)

(6,329) (4.339)

14,S4$

163,476

(614)

(3,504)

(124)

(4,242)

622,636
172,475

876,286

32,818

1,704,215Total depreciable utility plant ........... 1,704,118

Less accumulated depredation ........... (8923551)

Total utilty plant net. .......... $ 877,915

4,216 (964,672)

$ 35,798 S (6,355) $ (4,339) S 903,019

*ludear fuel dsposals represent amortizaton.
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Nuclear Fuel - Nuclear fuel is amortized and charged to expense 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 NuclearWaste Policy Act of 1982,the federal govem-
ment assesses each entity with nuclear operations, including the par-
ticipants in PVNGS, $1 per megawatt hour of nuclear generation.The
Authority records this charge as a current year expense. See Note 7 for
information about spent nuclear fuel disposal.

Nuclear Decommissioning - Decommissioning of PVNGS is expected
to commence subsequent to the year 2024. The total cost to decom-
mission the Authority's interest in PVNGS is estimated to be $116.6 mil-
lion in 2002 dollars ($375.0 million in 2022 dollars, assuming a 6% esti-
mated annual inflation rate). This estimate is based on an updated site
specific study prepared by an independent consultant in 2001. The
Authority is providing for its share of the estimated future decommis-
sioning costs over the remaining life of the nuclear power plant through
annual charges to expensewhich amounted to $10.9 and $11.9 million
in fiscal years 2003 and 2002, respectively.The decommissioning liabi-
lity is included as a component of accumulated depreciation and was
S170.8 and $159.9 million at June 30,2003 and 2002, respectively.

The Authority contributes to external trusts set up in accordance
with the Arizona Nuclear Power Plant participation agreement and
Nuclear Regulatory Commission requirements. As of June 30, 2003,
decommissioning funds totaled approximately $117.8 million, includ-
ing approximately $902,000 of interest receivable.

Demolition and Site Reclamation - Demolition and site reclamation
of SJGS, which involves restoring the site to a 'green condition, is
projected to commence subsequent to the year 2014. Based upon the
study performed by an independent engineering firm, the Authority's
share of the estimated demolition and site reclamation costs is
$18.7 million in 1992 dollars. The Authority is providing for its share of
the estimated future demolition costs over the remaining life of the
power plant through annual charges to expense of $3.1 million.The
demolition liability is included as a component of accumulated depre-
ciation and totaled $31.1 million and $28.0 million at June 30,2003 and
2002, respectively.

As of June 30,2003, the Authority has not billed participants for the
cost of demolition nor has it established a demolition fund.

Investments - Investments include United States government and
governmental agency securities and repurchase agreements which are
collateralized by such securities. These investments are reported at fair
value and changes in unrealized gains and losses are recorded in the
statement of revenues, expenses and changes in net assets (deficit).
Gains and losses realized on the sale of investments are generally
determined using the specific identification method.

The Bond Indentures for the six Projects and the Multiple Project
Fund require the use of trust funds to account for the Authority's
receipts and disbursements. Cash and investments held in these funds
are restricted to specific purposes as stipulated in the Bond Indentures.

Advances for Capacity and Energy - Advance payments to the
United States Bureau of Reclamation for the uprating of the 17 genera-
tors at the Hoover Power Plant are included in advances for capacity
and energy. These advances are being reduced by the principal portion
of the credits on billings to the Authority for energy and capacity.

Cash and Cash Equivalents - Cash and cash equivalents include cash
and investments with original maturities of 90 days or less.

Unamortized Debt Expenses - Debt premiums, discounts and issue
expenses are deferred and amortized to expense over the lives of the
related debt issues. Losses on refunding related to bonds redeemed by
refunding bonds are amortized over the shorter of the life of the
refunding bonds or the remaining term of bonds refunded. Losses on
early extinguishment of debt are recognized immediately.

Arbitrage Rebate - The unused proceeds from the issuance of
Multiple Project Revenue Bonds have been invested in taxable financial
instruments. The excess of interest income over expense associated
with the bonds, if any, is payable to the IRS within five years of the date
of the bond offering and each consecutive five years thereafter.

At June 30,2003, cumulative savings due to the rebate calculation
amounted to $14A million. As a result, the Multiple Project Fund has
recorded liabilities of $3.8 million and $10.6 million to the Mead-
Phoenix Project and Mead-Adelanto Projects, respectively.

The next rebate payment to the IRS for these issues, if any, is due in
fiscal year 2006.

Revenues - Revenues consist of billings to participants for the sales of
electric energy and transmission service in accordance with the partic-
ipation agreements. Generally, revenues are fixed at a level to recover
all operating and debt service costs over the commercial life of the
property.

In September 1998, the Palo Verde participants approved a resolu-
tion authorizing the Authority to bill the participants $65 million annu-
ally through June 30,2004 to pay for increased debt service costs as a
result of a refunding completed in October 1997. In addition, the par-
ticipants resolved to transfer any overbillingsrenewal and replacement
excess funds or surplus amounts through June 30,2004 into the Palo
Verde reserve account Amounts on deposit in the reserve account are
intended to be used to enhance the competitiveness of the Palo Verde
Project, at the discretion of the Board of Directors. Funds held in the
reserve account as a result of this resolution totaled $45.5 million and
$34.8 million as of June 30,2003 and 2002, respectively.

San Juan Coal Agreements - On October 17, 2000, an agreement
was reached on the principles of a new long-term fuel sourcing and
pricing plan between the participants of SJGS and its coal supplier. The
agreement authorizes the supplier to develop an underground long-
wall mine to replace production from two existing surface mines.To
terminate the existing agreement, the Authority made a $9.9 million
payment on December 31, 2002, which was its share of the require-
ment of the new contract. Included in the current year revenues are
billings to project participants for the required proceeds to settle the
$9.9 million buyout. The new underground mine will result in signifi-
cantly reduced costs of coal supplied to SJGS through 2017,the term of
the new contract.

Redassifications - Certain prior period amounts have been reclassi-
fied to conform to the current presentation.

3. Investments
The Authority's investment function operates within a legal frame-
work established by Sections 6509.5 and 53600 et.Seq. of the California
Government Code,lndentures ofTrustinstruments governing financial
arrangements entered into by SCPPA to finance and operate Projects
and the SCPPA Investment Policy.

Eligible securities and general limitations are derived from each
Project's Indenture of Trust for the issuance of senior and subordinate
lien bonds. Additional limitations are derived from the Government
Code and SCPPA's evolving investment practices.
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The operative Indentures of Trust in which securities are authorized
for investment purposes relate to the Hoover Uprating Project Bonds,
the San Juan Project Bondsthe Palo Verde Project Bonds,the Southern
Transmission System Project Bonds, the Mead-Phoenix Project Bonds,
the Mead-Adelanto Project Bonds,the Multiple Project Fund Bonds and
the Magnolia Power Project Bonds. Authorized Investments for the
Projects'Stabilization Fund are set forth in a resolution approved by the
Board in 1996.

Eligible securities include:

* United States Treasury Securities, which are bonds or other obliga-
tions secured by the full faith and credit of the United States of
America;

* Federal Agency Obligations, which have the full financial backing of
the U.S. Government;

* Government Sponsored Enterprise Obligations, which are created
by acts of Congress to provide liquidity for selected lending pro-
grams targeted by Congress;

* Repurchase Agreements, which are collateralized loan contracts
where the seller includes a written agreement to repurchase the
securities at a later date for a specified amount;

* Negotiable Certificates of Deposit, which are deposit liabilities
issued by a nationally or state-chartered bank, a savings or a federal
association or by a state-licensed branch of a foreign bank which
has a short-term ratings of at least'A-i by S&P and at least'P-l 'by
Moody's;

* Banker's Acceptances, a short term draft or bill of exchange guaran-
teed for payment at face value to the holder of the instrument on its
maturity date, which has a short-term rating of at leastA-1 'by S&P
and at least'P-1'by Moody's;

* Commercial Paper, a short-term unsecured promissory note issued
by non-financial or financial firms with a rating of 'A-1 'by S&P and
"P-l 'by Moody's;

* Medium Term Notes rated "A" or better and only those issued by
corporations organized and operating within the United States, or
by depository institutions licensed by the United States or any state
and operating within the United States;

* Equity-Unked Notes, which are categorized as medium-term cor-
porate notes and are subject to the constraints set forth in the
Government code.

Investments at June 30,2003 and 2002 are as follows:
June 30,2003

Southern
Palo Transmission

Verde System
Project Project

Federal agencies .$ 351,717 $ 40,265
U.S.governmentseaurities .420,763 10,337
Guaranteed investment contracts .- 36,423
Repurchase agreements.- -
Money arlket'investmenttaccount .3,123 9,673
Medium term notes .4,367 -
Cash .96 40

Hoover
Upr ting

Proect

S 2,955

1,253

18

Mead- Mead- Multiple
Phoenix Adelanto Project
Project Project Fund

S 437 $ 3,283 $ 7,435

9,314 24,898 236,002

1,605 2,069 -

12 12 -

San
Juan

Project

S 15,514

21599

397

22

Project

$ 46,945

35,397

150,465

Power Stabiization
Fund Total

S 89,239 $ 557,790
5,711 436,811

- 363,633

1,035 169,620
- 4,367
- 200

Total

Restricted investments.
Unrestrited investments ..................
Cash and cash equivalents.

Total

S 780,066 S 96,738 S 4,226 S 11,368 S 30,262 S 243,437 S 37,532 S 232,807 S 95,985 S 1,532.421

S 661,929
12,995

105,142

$ 58,802

37,936
500

3,726

$ 9,751

1,617

$ 27,471

2,791

S 243,437 $ 21,602

15,930

$ 70,426

162,381

$ 53,044

42,941

$ 1,146,462
13,495

372,464

S 780.066 S 96,738 S 4,226 S 11,368 S 30262 S 243.437 S 37,532 S 232,807 S 95,985 S 1,532,421

June 30,2002
Southern

Palo Transmission Hoover
Verde System ting

Project Project Prolect

Mead- Mead- Multiple
Phoenix Adelanto Project
Project Project Fund

San
Juan

Proiect

Projects'
StabO inftion

Fund Total

Federal agencies.
US governmentsecurities.
Guaranteed investment contracts.
Repurchase agreements.
Money market investment account.
Medium term notes.
Cash .

S 304,433
290,244

3,389
4,500

96

$ 44,247
15,094
40,412
6559

10,656

38

$ 3,972

105

22

$ 1,815

9,209

254

12

S 5,015

24,906

422

12

S 7,435

240,149

5 16,668

13,524

903

20

$ 156,067
13,104

3,088

1,031

$ 539,652
318,442
328,200

6,559
18,818
4,500
1,231

Total

Restricted investments.
Unrestricted investments.
Cash and cash equivalents.

Total

S 602,662 $ 117,006 $ 4,099 S 11,290 S 30,355 S 247,585 $ 31,115 S 173,290 S 1,217,402

$ 528,985
13528
60,149

$ 83,474

33532

$ 2,861
1,111

127

5 9,209

2,081

5 26,461

3,894

S 247,584 $ 16,052

15,063

S 158,320

14,970

$ 1,072,946
14,639

129,817

S 602,662 S 117,006 S 4,099 S 11,290 5 30,355 S 247,585 S 31.115 S 173,290 S 1,217,402
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4. Derivative Instruments
Objective of the swaps. In order to protect against the potential of ris-
ing interest rates, the Authority entered into four separate pay-
fixed, receive-variable interest rate swaps at a cost less than what the
Authority would have paid to issue fixed-rate debt.

Terms, fair values, and credit risk The terms, including the fair values
and credit ratings of the outstanding swaps as of June 30, 2003, are
included below. The notional amounts of the swaps match the princi-
pal amounts of the associated debt Except as discussed under the
rollover risk, the Authority's swap agreements contain scheduled
reductions to outstanding notional amounts that are expected to
approximately follow scheduled or anticipated reductions in the
associated 'bonds payable'category.

* 2003 Swap - In April 2003, the Authority entered into an Interest
Rate Swap agreement with a third party for the purpose of hedg-
ing against interest rate variations arising from the issuance of
the 2003 Subordinate Refunding Series A Southern Transmission
System Project Revenue Bonds. The notional amount of the
Swap Agreement is equal to the par value of the bonds. The
Swap Agreement provides for the Authority to make payments to
thethird partyon a fixed rate basis of 3.266%,and forthethird party
to make reciprocal payments based on a floating rate priced at
65% of one-month UBOR. The floating rate on the related bonds at
June 30, 2003 was 0.857%. The termination of the agreement is
July 1,2022.

* Swaption/2000 Swap - In February 2001, the Authority entered
into a transaction whereby it sold an option (the Swaption) on a
floating-to-fixed interest rate swap.The Swaption, if exercised, will
effectively convert the S125 million Subordinate Refunding Series A
bonds issued by the Southern Transmission System Project in May
2000, into a synthetic fixed-rate debt obligation with a coupon of
4.25%. The floating rate on the Swaption is priced at 60% of one-
month LIBOR. In exchange for the right to exercise the swaption,
the counterparty paid the Authority a one-time up front option
premium amount of $7.9 million.

On April 1,2002, the counterparty exercised its option and the
Authority is now obligated to pay floating for fixed payments on the
2000 Subordinate Refunding Series A bonds based on the terms
described above. The floating rate on the related bonds at June 30,
2003 and 2002 was 0.95% and 1.1 1%, respectively.

* 2001 Swap - In June 2001, the Authority entered into an Interest
rate swap agreement with a third party for the purpose of hedg-
ing against interest rate variations arising from the issuance of the
2001 Subordinate Refunding Series A Southern Transmission

System Project Revenue Bonds.The notional amount of the Swap
Agreement is equal to the par value of the bonds. The Swap
Agreement provides for the Authority to make payments to the
third party on a fixed rate basis of 4.24%, and for the third party
to make reciprocal payments based on a variable rate. The reset
dates of the variable rate occur weekly and the rate for a reset date
will be the rate determined by the Bond Market Association
Municipal Swap Index ('BMA') minus 40 basis points. The counter-
party has the option to terminate the agreement on or after July 1,
2006 should the BMA index average more than 7% over a consecu-
tive 1 80-day period. The floating rates on the bonds were 0.95%
and 1.10% at June 30, 2003 and 2002. respectively. The bonds
mature in 2021.

* 1991 Swap - In fiscal year 1991, the Authority entered into an
Interest Rate Swap Agreement with a third party for the purpose of
hedging against interest rate fluctuations arising from the issuance
of 1991 Subordinate Refunding Series Southern Transmission
Project Revenue Bonds. The notional amount of the Swap
Agreement is equal to the par value of the bonds. The Swap
Agreement provides for the Authority to make payments to the
third party on a fixed rate basis at 6.38%, and for the third party to
make reciprocal payments mirroring the bond variable coupon rate
(0.85% and 1.10% at June 30, 2003 and 2002, respectively). The
bonds mature in 2019.

Fair value. Because interest rates have declined since inception date of
each swap, all swaps had negative fair value as of June 30,2003. All fair
values were estimated using the zero-coupon method. This method
calculates the future payments required by the swap, assuming that
the current forward rates implied by the yield curve correctly anticipate
future spot interest rates.These payments are then discounted using
the spot rates implied by the current yield curve for hypothetical zero-
coupon rate bonds due on the date of each future net settlement on
the swaps.

Credit risk As of June 30,2003,the Authority was not exposed to credit
risk on anyof its outstanding swaps because the swaps had negativefair
values. However, should interest rates change and the fair values of the
swaps become positivethe Authority would be exposed to credit risk in
the amount of the derivatives' fair value.

The swap agreements contain varying collateral agreements with
the counterparties. The swaps require full collateralization of the fair
value of the swap should the counterparty's credit rating fall below A -
as issued by Standard & Poor's or A3 as issued by Moody's Investors
Service for the 1991 Swap, AA-/Aa3 for the 2000 swap, and A3/A1 for
the 2001 swap. Collateral on all swaps is to be in the form of US gov-
ernment securities held by a third-party custodian.

(AmouritstInitondsi)
Variable

Notional Effective Fixed Rate Rate
Associated Bond Issues Amount Date Paid Received

Swap Counterparty
Fair Tennination Credit

Values Date Rating

S5S 1991 Revenue BondsSeries A .$......... . . . . . . . . S 285,400 4117/1991 6.38% Bond variable
coupon rate $ (100,134) 6130/2019 AW/Aaa

S5S 2000 Subordinate Refunding Series A Bonds .......... 125,000 211f001 4.25% 60% of LIBOR (31,398) 7n1o22 ? AA-iAa1

S5S 2001 Subordinate Refunding Series A Bonds .......... 79,795 6/14/2001 4.24% 40 less42% 40 basis points (14,470) 7/112021 AA+/Aa2

S5S 2003 Subordinate Refunding Series A Bonds .......... 51,750

S 541,945

4124nDo3 3.266% 65% of IUBOR (2,068)

$ (148,070)

7/1/2022 AA-/Aal
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The Authority also enters into master netting agreements when the
Authority has more than one derivative transaction with one counter-
party. Under the terms of these agreements, should one party become
insolvent or otherwise default on its obligations, close-out netting pro-
visions permit the nondefaulting party to accelerate and terminate all
outstanding transactions and net the transactions'fair values so that a
single sum will be owed by, or owed tothe nondefaulting party.

Basis risk The Authority's variable-rate bond coupon payment for
the 2001 swap is based on the BMA rate. For the 2000 and 2003 swaps
for which the Authority receives a variable-rate payment other than
BMA, the Authority is exposed to basis risk should the relationship
between UBOR and BMA converge. If a change occurs that results in
the rates moving to convergence, the expected cost savings may not
be realized. As of June 30,2003,the BMA rate was 0.635%,whereas 60%
of UBOR was 0.792%, and 65% of LIBOR was 0.857 %. The following Is
a summary of interest rates paid and received from the counterparties
as of June 30,2003:

Type of Derivative
l991Swap 2000Swap 2001Swap 2003Swap

rualYear
Ending Jne 30

2004
2005

2006
2007
2008
2009-2013

2014-2018
2019-2022

Variable-Rate Bonds
Prindpal

$ 1,575
1,725
1,850
1,950

14,875
134,900

247,220
137,850

S 541,945

Interest

$ 4,798
4,783
4,768
4,751
4,625

20,267

9,829
1,633

55,454

Interest Rate
Swaps, Net

$ 24,310
24,217
24,119
24,014
23,197
99,338

48,218

6,088

S 273,551

Total

S 29,108
29,000
28,887
28,765
27,822

119,655

58,047
7,721

S 329,005

fixed payments to counterparty
Lessvariable payments from counterparty

Net interest rate swap payments

Add,variable-rate bond coupon payments

Synthetic interest rate on bonds

6380%
0.850%

5.530%

4.250%
0.792%

3.458%

4140%
0.635%

3.605%

3166%
0.857%

2.409%

5. Long-Term Debt
Long-term debt outstanding at June 30, 2003 consists of revenue
bonds and subordinate refunding bonds due serially in varying annual
amounts through 2036. The revenue bonds were issued to finance the
purchase and construction of the Authority's share of each of the
Projects. The subordinate refunding bonds were issued to advance
refund specified revenue bonds. The Multiple Project Revenue Bonds
were issued on August 1, 1989 to finance acquisition of ownership
Interests in one or more Projects expected to be undertaken within five
years after issuance. In October 1992,S103.6 million and $285.0 million
of these bonds were transferred to the Mead-Phoenix Project and the
Mead-Adelanto Project, respectively.

In accordance with the bond indentures, the revenue bonds and
subordinate refunding bonds are special, limited obligations of the
Authority. With the exception of the Magnolia Power Project B, Lease
Revenue bonds (City of Cerritos, California) 2003-1 ("Project B Bonds),
the bonds issued by each project are payable solely from and secured
solely by interests in the issuing project as follows:

* Proceeds from the sale of bonds;

* All revenues, incomes, rents and receipts attributable to the issu-
ing project and related interest on securities held under the bond
indentures; and

0.850% 0.950% 0.950% 0.850%

6380% 4.408% 4355% 3.259%

Termination risk The Authority or the counterparty may terminate any
of the swaps if the other party fails to perform under the terms of the
contract In addition,the 2001 Swap provides the counterparty with the
option to terminate the swap agreement commencing July 1,2006. If
any of the swaps are terminated, the associated variable-rate bonds
would no longer carry synthetic interest rates. If at the time of termi-
nation the swap has a negative fair value, the Authority would be liable
to the counterparty for a payment equal to the swap's fair value.

Rolloverrisk The Authority is exposed to rollover risk on the 2001 swap
as the counterparty has the option to terminate the agreement prior to
the maturity of the associated debt should the BMA index average
more than 7% over a consecutive 180-day period. When this swap ter-
minates, the Authority will not realize the synthetic rate offered by the
swap on the underlying debt issue. The following debt is exposed to
rollover risk

* All funds established by the indentures.

The Authority has agreed to certain covenants with respect to
bonded indebtedness,including the requirementto enforce the power
and transmission sales agreements with the participants. At the option
of the Authority, all outstanding Power Project Revenue Bonds and
Subordinate Refunding Term Bonds are subject to redemption prior to
maturity, except for the 1996 Subordinate Refunding Series A and por-
tions of the 1989A, 1992A, 1992B and 1993A Series bonds issued by the
Palo Verde Project; the 1996 Subordinate Refunding Series A bonds
issued by the Southern Transmission System; and, a total of $125.5 mil-
lion of the outstanding Multiple Project Revenue Bonds.

Assodated
Debt Issuance

Debt
Maturity Date

Optional
SwapTenninationtDate

STS 2001 Subordinate
Refunding Series A 7/01/2021 JulyS,2006

Swap payments and associated debt. Using rates as of June 30,2003,
debt service requirements of the Authority's outstanding variable-rate
debt and net swap payments are as follows. As rates varyvariable-rate
bond interest payments and net swap payments will vary.

Revenue Bonds
Magnolia Power Project Revenue Bonds -To finance the acquisition and
construction of the Magnolia Power Project, the Authority, on April
2003, issued S299.975 million Magnolia Power Project A, Revenue
Bonds, 2003-1 ('Project A Bonds"). Simultaneously with the issuance of
the Project A Bonds, the Authority issued S14.105 million Project B
Bonds. The Project Manager expects that proceeds of both the
Project A and Project B Bonds, together with applicable interest eam-
ings, will be sufficient to pay all costs necessary to construct and
acquire the Project.
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The Project B Bonds will be secured by lease rental payments to be
made by the City of Cerritos (the"City") in connection with the lease of
certain facilities and premises owned by the City to the Authority and
the leaseback of such facilities and premises to the City. The Base Rental
Payments will be equal to the principal and interest on the Project B
Bonds. In accordance with the Assignment Agreement between the
Authority and the Trustee, the Authority will assign certain of its rights
under the Leaseincluding its right to receive the Base Rental Payments,
to theTrustee for the benefit of the Owners of the Project B Bonds.

The City has covenanted to budget and appropriate sufficient funds
to make all payments required to be made under the Lease. The Lease
has a term of 55 years.

The bonds mature on July 1,2036.

Hoover Uprating Project Refunding - In December 2001, the Authority
issued $24.7 million par value Hoover 2001 Refunding Series A Bonds
('refunding bonds") to refund $28.1 million of Hoover 1991 Refunding
Series A Bonds ('refunded bonds"). The remaining amount of $3A mil-
lion was funded through the release of funds from the debt service
accounts related to the refunded bonds. The refunded bonds were
redeemed on January 1, 2002. The refunding is expected to reduce
total debt service payments over the life of the refunding Issue by
approximately $93 million and is expected to result in present value
savings of approximately $2.9 million based on an average cost of
4.74% on the new bonds.

This transaction resulted in a net loss for accounting purposes of
$5.0 million, consisting primarily of the write-off of unamortized debt
expense, deferred loss on prior refunding and the discount associated
with the refunded bonds.The Authority has proportionately allocated
this loss between bonds refunded through funds released from the
debt service accounts and through the issuance of refunding bonds.
The loss allocated to the new bonds of $43 million was deferred and
will be amortized over the life of the new bonds. The portion refunded
with cash resulted in Immediate recognition of a $0.7 million extra-
ordinary loss in fiscal year 2002.

San Juan Unit 3 Project Refunding - In October 2002, the Authority
issued $71.85 million par value SJ 2002 Refunding Series B Bonds
(refunding bonds) to refund $70.8 million of SJGS 1993 Series A
Bonds (refunded bonds). The refunding bonds are being issued as
Auction Rate Certificates (ARCs"). The initial interest period of the
refunding bonds commenced from the date of delivery of the bonds
and ends on January 1, 2012. During this period the interest payable
on the bonds will accrue at 5.25% per annum. After the initial interest
period,the refunding bonds will bear interest at the applicable Auction
Rate. The Auction Dates forthe 2002 Series B Bonds will generally occur
every thirty-five (35) days.

The refunding is expected to reduce total debt service payments
over the life of the refunding issue by approximately $12.9 million and is
expected to result in presentvalue savings of approximately$8.1 million
based on an average cost of 4.80% on the new bonds. The refunded
bonds were redeemed on January 1,2003.

This transaction resulted in a net loss for accounting purposes of
$6.04 million, consisting primarily of the write-off of unamortized debt
expense and the discount associated with the refunded bonds. The
Authority has proportionately allocated this loss between bonds
refunded through funds released from the debt service accounts and
through the issuance of refunding bonds. The loss allocated to the new
bonds of $5.97 million was deferred and will be amortized over the life
of the new bonds. The portion refunded with cash resulted in Immedi-
ate recognition of a $74 thousand extraordinary loss in fiscal year 2003.

In May 2002, the Authority issued $1253 million par value SJ 2002
Refunding Series A Bonds (refunding bonds) to refund $118.1 million of

SJ 1993 Revenue Series A Bonds ("refunded bonds").The refunded bonds
were redeemed beginning on January 1,2003 and will continue to be
redeemed as they become due everyJanuary 1 through January 1,2014.
The refunding is expected to reduce total debt service payments over
the life of the refunding issue by approximately $8.9 million and is
expected to result in present value savings of approximately $4.0 million
based on an average cost of 533% on the new bonds.

This transaction resulted in a net loss for accounting purposes of
$73 million, consisting primarily of the write-off of unamortized debt
expense and the discount associated with the refunded bonds.The
Authority has proportionately allocated this loss between bonds
refunded through funds released from the debt service accounts and
through the issuance of refunding bonds. The loss allocated to the new
bonds of $7.0 million was deferred and will be amortized over the life
of the new bonds. The portion refunded with cash resulted in immedi-
ate recognition of a $03 million extraordinary loss in fiscal year 2002.

Subordinate Refunding Bonds
Southern Transmission Project Refunding - In May 2003, the Authority
issued $51.75 parvalue STS 2003 Subordinate Refunding Series A Bonds
("refunding bonds") to refund $58.5 million of STS 1993 Subordinate
Refunding Series A Bonds (refunded bonds). Funds released from the
debt service accounts related to the refunded bonds were $9.8 million.
The refunded bonds are expected to be redeemed on July 1,2003.The
refunding is expected to reduce total debt service payments over the
life of the refunding issue by approximately $133 million and is expected
to result in present value savings of approximately $9.9 million based
on an average cost of 3.27% on the new bonds.

The refunding bonds are issued as Auction Rate Securities bearing
interest at a weekly Auction Rate (0.85% at June 24,2003) as determined
by the Auction Agent The Authority entered into an interest rate swap
agreement to fix the interest rate at 3.266% (see Note 4).

This transaction resulted in a net loss for accounting purposes of
$9.8 million, consisting primarily of the write-off of unamortized debt
expense, deferred loss on prior refundings and the discount associated
with the refunded bonds. The Authority has proportionately allocated
this loss between bonds refunded through funds released from
the debt service accounts and through the issuance of subordinate
refunding bonds. The loss allocated to the new bonds of $8.2 million
was deferred and will be amortized over the life of the new bonds.
The portion refunded with cash resulted in immediate recognition of a
$1.6 million extraordinary loss in fiscal year 2003.

In October 2002,the Authority issued $38.76 million par value STS
2002 Subordinate Refunding Series B Bonds ("refunding bonds") to
refund $46A0 million of STS 1992 Subordinate Refunding Series A
Bonds ("refunded bonds). The remaining $5.2 million was funded
from debt service accounts related to the refunded bonds and $2.1
million from the General Reserve Fund.The refunding is expected to
reduce total debt service payments over the life of the refunding issue
by approximately $8.7 million and is expected to result in present value
savings of approximately $73 million based on an average cost of
4.57% on the new bonds. The refunded bonds were redeemed in
December 2002.

This transaction resulted in a net loss for accounting purposes of
$5.93 million, consisting primarily of the write-off of unamortized debt
expense,deferred loss on prior refundings and the discount associated
with the refunded bonds. The Authority has proportionately allocated
this loss between bonds refunded through funds released from the
debt service accounts and through the issuance of subordinate refund-
ing bonds.The loss allocated to the new bonds of $5.03 million was
deferred and will be amortized over the life of the new bonds. The
portion refunded with cash resulted in immediate recognition of an
$892 thousand extraordinary loss in fiscal year 2003.
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In May 2002, the Authority issued $63.9 million par value STS 2002
Subordinate Refunding Series A Bonds (refunding bonds") to refund
$73.3 million of STS 1992 Subordinate Refunding Series A Bonds
('refunded bonds"). The remaining amount of $9.4 million was funded
through the release of funds from the debt service accounts related to
the refunded bonds.The refunded bonds were redeemed on July 1,
2002. The refunding is expected to reduce total debt service payments
over the life of the refunding issue by approximately $4.7 million and is
expected to result in present value savings of approximately $3.4 mil-
lion based on an average cost of 4.97% on the new bonds.

This transaction resulted in a net loss for accounting purposes of
$9.7 million, consisting primarily of the write-off of unamortized debt
expense, deferred loss on prior refundings and the discount associated
with the refunded bonds. The Authority has proportionately allocated
this loss between bonds refunded through funds released from the
debt service accounts and through the issuance of subordinate refund-
ing bonds. The loss allocated to the new bonds of S8.2 million was
deferred and will be amortized over the life of the new bonds. The
portion refunded with cash resulted in immediate recognition of a
$1.5 million extraordinary loss in fiscal year 2002.

Advance Refundings - In prior years,the Authority established irrevo-
cable escrow trusts with the proceeds from issuance of subordinate
refunding bonds. These investments will be used to call specified rev-
enue bonds at scheduled redemption dates.

In February 2003, the Palo Verde 1993 Escrow Funds which were
created to defease to maturity $2383 million of Palo Verde 1993
Refunding Series A and $98.2 million of 1993 Palo Verde Subordinate
Refunding Series Bonds, together the "1993 Defeased Bonds, were
restructured. The Escrow Securities held to call the 1993 Defeased
Bonds were sold and the proceeds were used to purchase securities of
the new 1993 Escrow Funds for the purpose of redeeming the 1993
Defeased Bonds on July 1,2003.

The transaction resulted in a gain of $16.7 million, net of expenses
of $580,000. For accounting purposes, this gain is being deferred and
amortized as a downward yield adjustment over the life of the debt
used to advance refund the 1993 Defeased Bonds.The funds will be
used to pay a portion of the 2004 fiscal year capital improvements
and the debt service in the amounts of $8.9 million and $7.8 million,
respectively.

PriorYear Defeasance of Debt - In prioryears,the Authority defeased
specified revenue bonds by placing the proceeds from issuance of sub-
ordinate refunding bonds in irrevocable trusts to provide for all future
debt service payments on the refunded bonds.The trust investments
and related liability for defeased bonds are not included in the
Authority's financial statements. At June 30,2003 and 2002, $555.9 mil-
lion and $790.6 million, respectively, of revenue bonds outstanding are
considered defeased.

A summary of changes in long-term debt follows:

(Amountsln ti uands)
Southern

Transmission
PaloVerde System

Project Project

Hooev Mead- Mead- Multiple
Uprating Phoenix Adelanto Project
Proct Project Project Fund

Magnolia
SanJuan Power
Project Prorect Total

Total Long-term debt at June 30, 2002 .............
Total Debt due Within one year at June 30,2002 ........

Total Debt at June 30, 2002 ................
Principal payments .......................
Revenue bonds issued .....................
Bonds refunded ........................
Refunding bonds issued ....................
Decrease in Unamortized debt-related cost% net ........

Total Debt at June 30,2003 ................

$ 629,554
47,395

676,949

(47,395)

S 830,680
26,695

857,375

(26,695)

- (104,895)
_ 90,505

28,786 21,(99

S 658,340 S 837,389

$ 20,275
905

21,180
(905)

319
S 20,594

(1,190)

S 19,404

$ 63,720 S 205,678

63,720 205,678

504 1,629

$ 64,224 S 207,307

S 64,224 S 207,307

$ 222,865
6,600

229,465

(6,600)

680

$ 223,S45

: ,100)

S 216,445

S 200,675
1,600

202,275

(1,600)

(70,800)
71,850
7,364

$ 209,089

(8,390)

S 200,699

314,080

7,650

S 321,730

$ 321,730

S 2,173,447
83,195

2256,642

(83,195)
314,080
(175,695)
162,355
68,031

S 2,542,218

(95,590)
S 2,446,628

Total Debt due within one year at June 30,2003 ....... . (49,190)

TotalLong-termdebtatJune30, 2003 ........ . . . . . S 609,150

(29,720)

$ 807,669

Unamortized debt-related costs, net are as follows as of June 30,2003 (amounts in thousands):

Loss on
Unamortlued dt-related costsset Refunding

(Premium)
Discount Total

. . ,

Palo Verde Project .$..................................... $ 42,011
Southern Transmission System Project .. 127,141
Hoover Uprating Project .. 3,634
Mead-Phoenix Project .. 5,249
Mead-Adelanto Project .. 14,435
Multiple Project Fund .
SanJuan Project .11,556
Magnolia PowerProject..... .

S 204,026

S 61,104
33,545

(448)
2,441
7,434

11,555
(16,835)

(7,650)

$ 91,146

S 103,115
160,686

3,186
7,690

21,869
11,555
(5,279)
(7,650)

S 295,172
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The scheduled debt service payments for future years ending June 30, FairValue -The fair value of the Authority's long-term debt (including
areincludedinthetablebelow.ThevariableratesusedforthePV1996 the current portion) is approximately $3.0 billion and $2.6 billion at
Subordinate Refunding Series B and C, and the STS 1996 Subordinate June 30,2003 and 2002, respectively. Management has estimated fair
Refunding Series B were the rates at June 30,2003 of 0.85% and 0.90%, value based on the quoted market prices for the same or similar issues
respectively. The variable rates are set by the bond remarketing agent or on the current average rates offered to the Authority for debt of
on a weekly basis based on economic conditions and bond ratings. The approximately the same remaining maturities, net of the effect of a
variable rate used for the SJ 2002 Revenue Refunding Series B was related interest rate swap agreement.
assumed at4% per annum starting in January 1,2012.

CnLouts In thouwdsl
Southern

Transmission Hoover Wead- Mead- Multiple Magnolia
PaloVerde System Uprating Phoenix Adelanto Project SanJan Power

Project Project Project Project Project Fund Project Project Total

2004 Principal . . . S 49,190 $ 29,720 $
Interest .30,799 37,992

2005 Principal ... . . 51,800 28,535
Interest ..................... 28,426 37,381

1,190 $ -S - $ 7,100 S 8,390 $ - S 95,590
1,030 3,889 12232 14,396 10,398 15,170 125,906

1'230
987

- - 7,600 8,805 - 97,970

3,889 12,232 13,864 10,013 15,170 121,962

2006 Principal .-. . . . . . 31,470
Interest ...... ................ 28,426 36,844

1,275
943

-- 8,100

3,889 12,232 13,297

9,160 - 50,005
9,631 15,170 120,432

2007 Principal .. . . . . - 34,230
Interest .28,426 36,279

2008 Principal .- 30,950
Interest .28,426 34,668

2009-2013 Principal .108,120 185,600

Interest .139,885 145,015

2014-2018 Principal .. . 552,345 254,155
Interest ..................... 108,925 95,674

1,315 3,040
893 3,748

1,370 3,175
838 3,598

7,715 21,340
3,279 14,617

9,685 26,005
1,190 7,097

10,135 _

11,763 13,297
9,570 3,735 62,025
9,186 15,096 118,688

10,600 - 10,050 4,520 60,665
11,260 13,297 8,695 15,005 115,787

62,655 74,900 58,735 24,610 543,675
46,184 50,892 33304 72,542 505,718

84,400 13,800 83,600 30,485 1,054,475
23,778 36,069 10,730 66,056 349,519

2019-2023 Principal .....................
Interest .....................

2024-2028 Principal . . . .

Interest .....................

2029-2033 Principal . . .

Interest .....................

2034-2037 Principal.....................
Interest .....................

333,900

- 28,788

18,355 61,385 123,600 15,500 39,100 591,840
- 924 3,088 4,454 785 56,997 95,036

69,515 - - - - - 49,910 119,425

- - - - - - 45,664 45,664

- - - - - - - 63,695 63,695

- - - - - - - 31,186 31,186

_ - - - - - - 98,025 98,025

- - - - - - 10,142 10,142

Principal .................... $ 761,455 $ 998,075 $ 23,780 S 71,915 $ 229,175 S 235,100 S 203,810 $ 314,080 S 2,837390

Interest . . $ 393,313 $ 452,641 S 9,160 $ 41,651 S 132,769 $ 159,566 S 92,742 S 358,198 S 1,640,040

Effective costs of capital ................. .. . 5.52% 4.71% 4.15% 5.57% 5.1% 6.99% 3.98% 4.76%
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6. Net Assets (Deficit)
As a result of the adoption of GASB 34, costs recoverable, deferred cred-
its and funds due to participants were reclassified to net assets (deficit)
in accordance with this statement

Costs Recoverable - 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. The difference between billings and the Authority's
expenses calculated in accordance with generally accepted account-
ing principles are deferred as costs recoverable in future periods and
are presented as net assets (deficit). It is intended that the deferred
amounts will be recovered through billings for repayment of principal
on the related bonds.

Deferred Credits - During fiscal year 1990, the Authority issued
Multiple Project Revenue Bonds for net proceeds of approximately

$600 million to provide funds to finance costs of construction and
acquisition of ownership interests or capacity rights in one or more,
then unspecified, projects for the generation or transmission of electric
energy. Certain of these funds were used to finance the Authority's
interests in Mead-Phoenix and Mead-Adelanto. The remaining funds
are held in the Multiple Project Fund. Deferred credits represent the
accumulated net earnings of the fund.

Funds Due to Participants - In fiscal year 1997, the Authority autho-
rized the creation of a Projects' Stabilization Fund. Deposits may be
made into the fund from budget under-runs,afterauthorization of indi-
vidual participants, and by direct contributions from the participants.
Monies deposited by the participants to this Fund are used to pay for
Authority costs as directed by the participants. This fund is not a pro-
Ject-related fund, therefore, it is not governed by any project Indenture
of Trust. Funds due to Participants represents the net amount of contri-
butions and net earnings on the invested contributed funds.

Net assets (deficit) are comprised of the following (in thousands):
ounntsihthousands)

June30, ruimlyear June30, FucalYear June30,
2001 2002 Activity 2002 2003 Activity 2003

GAAP items not included in bilflings to participants:
Depreciation of plant .$...................... .... $ (689,743)
Nudear fuel amortization ....... . ................ . (19,548)
Decommissioning expense ...... . ................ . (118,264)
Amortization of bond discountdebt issue costs,

and loss on refundings ........ . . (508,404)
Interest expense.............................. . (64,766)

S (62,318)

(6,982)

$ (752,061)
(19,548)

(125246)

$ (62,325)

(6,009)

S (814.386)
(19,548)

(131,255)

(40,956) (549,360) (35,096) (548,456)
835 (63,931) 1,654 (62.277)

Bond requirements induded in billings to participants:
Operations and maintenance, net of investment income ..........
Costs of acquisition of capacity .......................
Biltngs to amortize costs recoverable ...................
Reduction In debt service billings due

144,484
17,810

230,820

to transfer of excess funds .(............... ... ... . . (81,110)
Principal repayments .......................... . 615,579
Other .................. ... ... ... .. ... .. . 50,339

(422,803)
Multiple Project Fund Net Assets .5............. .. .. .. . . 5,561

Projects'Stabilzation Fund Net Assets ........... . . .. . . . . 200,350

31,091
959

50,410

(8,910)
77,868
7,457

49,454
794

(26,565)

175,575
18,769

281,230

(90,020)
693,447
57,796

(373,349)
6,355

173,785

99,330 274,905
1,153 19,922

50,410 331,640

86,871
7,833

143,821
337

(77,364)

(90,020)
780,318
65,629

(229,528)
6,692

96.421

S (216,892) $ 23.683 S (193,209) $ 66,794 S (126,415)
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7. Commitments and Contingencies
Deregulation - In September 1996, Assembly Bill 1890 (the Bill') was
given final approval. The Bill, which provides for broad deregulation
of the power generation industry in California, requires the participa-
tion of the state's investor-owned utilities. Consumer-owned utilities
can participate on a voluntary basis but must hold public hearings as
part of their decision making process. The Bill, which was supported
by the Authority, authorizes the collection of a transition charge for
generation when a consumer-owned utility opens its service area to
competition and participates in the independent transmission system
established by the legislation. The Bill also mandates the collection
of a public benefit charge from all electric utility customers in the state.
Although these funds (approximately 2.85% of gross revenues) must
be spent on renewable resources, conservation, research and develop-
ment, or low income rate subsidies, the governing authority of each
consumer-owned utility controls actual expenditures. Due to insta-
bility in power open markets in Califomia,in 2001 direct access ceased
The Authority cannot predict the impact of any future direct access or
deregulation programs on energy markets or its participants.

Nudear Spent Fuel and Waste Disposal - Under the Nuclear Waste
Policy Act, the Department of Energy ('DOE') was to develop the
facilities necessary for the storage and disposal of spent fuel and to
have the first such facility in operation by 1998. That facility was to be
a permanent repository, butthe DOE has announced that such a repos-
itory now cannot be completed before 2010.There is ongoing litiga-
tion with respect to the DOE's ability to accept spent nuclear fuel;how-
ever, no permanent resolution has been reached

In July 2002, a measure was signed into law designating the Yucca
Mountain in the state of Nevada as the nation's high-level nuclear
waste repository. This means the DOE can now file a construction and
operation plan for Yucca Mountain with the Nuclear Regulatory
Commission ("NRC). The DOE expects that the Yucca Mountain site
will be open by 2010, a date which is believed to be highly optimistic.
The State of Nevada and its congressional delegation are determined
to halt the project through the NRC process or through legal chal-
lenges.

Feud over funding of the repository, however, ensues. The
Administration and Congressional leaders continue to push for full and
adequate funding, in order for the DOE to meet the application dead-
line of 2004. The Nevada delegation has been working diligently to try
to delay the DOE's work on the license application for the Yucca site, in
hopes of halting the transfer of nuclear waste to the Nevada facility.

The spent fuel storage in the wet pool at PVNGS exhausted
its capacity in 2003. A Dry Cask Storage Facility (also called the
Independent Spent Fuel Storage Facility) was built and completed in
2003 at a total cost of S33.9 million (about S2 million for the Authority).
In addition to the facility, the costs also account for heavy lift equip-
ment inside the units and at the yard, railroad track, tractors, trans-
porter, transport canister, and surveillance equipment. The facility has
the capacity to store all the spent fuel generated by the plant until
2026, the end of its lifetime. To date, five casks, each containing 24 fuel
assemblies, from Unit 2 were placed in the Storage Facility. Moving
of the spent fuel from Unit 1 to the Storage Facility is in progress. The
current plan calls for the removal of between 240 and 288 fuel assem-
blies from the units to the Storage Facility every year. The costs incurred
by the procurement, packing, preparation and transportation of the
casks are included as part of the fuel expenses, and would cost approx-
imately $12 million a year (about $700,000 for the Authority). If the per-
manent repository in Yucca Mountain is opened as scheduled in 2010,
the spent fuel from PVNGS will be shipped to the repository starting in
2031.

Nuclear Insurance-The Price-Anderson Act (the"Act) requiresthat all
utilities with nuclear generating facilities share in payment for claims
resulting from a nuclear incident. The Act limits liability from third-
party claims to approximately $9.5 billion per incident Participants in
the Palo Verde Nudear Generating Station currently insure potential
claims and liability through commercial insurance with a $300 million
limit;the remainder of the potential liability is covered by the industry-
wide retrospective assessment program provided under the Act.This
program limits assessments to $88 million for each licensee for each
nudear incident occurring at any nuclear reactor in the United States;
payments under the program are limited to $10 million, per incident,
per year. Based on the Authority's 5.91% interest in Palo Verde, the
Authority would be responsible for a maximum assessment of $5.2 mil-
lion, limited to payments of $591,000 per incident, per year.

Other Legal Matters - Claims and a lawsuit for damages have been
filed with the Authority, Intermountain Power Authority (the'IPA') and
the Department of Water and Power of the City of Los Angeles (the
"Department) seeking $100 million in special damages and a like
amount in general damages. The claimants allegeamong other things,
that due to improper grounding of the transmission line of STS, their
dairy herds were damaged and the value of their land was diminished.
The claimants also seek injunctive relief. The Authority, IPA and the
Department intend to vigorously defend the claims.

The Authority is also involved in various other legal actions. In the
opinion of management, the outcome of such litigation or claims will
not have a material effect on the financial position or the results of
operations of the Authority or the respective separate Projects.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
PALO VERDE PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30. 2003

(Amountrs thousands)

Debt Demom-
Debt Service missioning Deposit General
Service Reserve Trust Deposit Reserve Escrow Reserve Issue Operating Reserve & Revenue
Fund Fund Fund Installment Installment Account Account Account Account Contingency Fund Total

BalanceatJune30,2002 .............. S 40,636 $ 34,629 S 103,104 $ 6,161 S 1,000 $ 571,690 S - S 46,144 S 25,399 $ 57,973 S - S 886,736

Additions:
Investment earnings .267 1,418 4,320 14 42 12,345 1 160 557 2,232 6 21,362
Discountoninvestmentpurchases .174 59 213 34 1 135,783 53 464 126 1,033 24 137,964
Distribution of investment earnings .(331) (1,455) - (48) (43) - (57) (614) (673) (2,437) 5,658 -

Revenuefrmpower sales.- - - - - - - - - - 191,357 191,357
Distribution of revenue .21,614 - 8,671 - - - 122,297 - 35,790 9,096 (196,801) 667
Transfer from escrow fund for principal

and interest payments .30,447 - - - - (39,997) - 9,550 - - - -

Transferfromescrowrestructuring .- - - - - (17,291) 7,783 - 580 8,928 - -

Other .(2,334) - - - - 50,450 (128,198) 60,574 (2,283) 22,495 - 704

Total .49,837 22 13,204 - - 141,290 1,879 70,134 34,097 41,347 244 352,054

Deductions
Construction espenditures . ........... - - - - - - - 7,865 - 7,865
Operating expenditures ........... . . - - 3 - - - 29,314 - - 29,317
Debt issue cost .- - - 39 - - - - - 3,509
Remarketing/Commitment Fees . . - - - - - 432 - - - 432
Fuel costs ... . , -- - - - 8,131 - - 8,131
Payment of principal .24,150 - - - - - - 23,245 - - - 47,395
Interest paid -non-escrow .5,172 - - - - - - 29,588 - - - 34,760
Premium and interest paid

on investment purchases .3 - - - - - - 4 - 43 - 50
Payment of principal and interest

paid -escrow .30,447 - - - - - - 9,550 - - 39,997

Total . .59,772 - 3 - - 3,509 - 62,819 37,445 7,908 - 171,456

BalanceatJune30,2003 ........ . . . S 30,701 S 34,651 $ 116,305 S 6,161 $ 1,000 $ 709,471 S 1,879 S 53,459 $ 22,051 S 91,412 S 244 $1,067,334

This schedule summarizes the receipts and disbursements bI 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 for both
on balance sheet funds and off balance sheet escrows for legally defeased debt. These balances do not Indude acrued Interest receivable, unrealized gain (lossi) on Investment and $96 held In tbhe revolving fund at June 30, 2003 and 2002
respectively.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
SOUTHERN TRANSMISSION SYSTEM PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REOUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30. 2003

(Anorntsinthousnids)

Debt
Service
Fund

General
Escrow Reserve
Fund Fund

Issue Operating Revenue
Fund Fund Fund Total

BalanceatJune30,2002 .$............ .. .. .. . .. .. .. .. . . S 127165 S 189275 $ 460 $ 76,809 S 4,425 $ - S 283,734

Additions:
Investmentearnings.5 9 3,040
Discount on investment purcsases.. 36 2386
Distribution of investment earnings ................. . . .(... . (94) (1)
Revenue from transmission sales .- -
Distribution of revenue. 3501 -

Transfer to escrow hfnd required
byrefundingbondsissuance. 6545 (163,111)

Bond proceeds .- 100,249

4

(5)

1,565

4,104
1,172

(4,401)

62,591

43 7
25 22

(69) 4,570
- 72,665

9,575 (7,232)

7,257
3,642

72,665

- 156,566
(2,023) (4,568) - - 93,658

Othertransfers .............

Total ..................................... . 10,047 (57,437) (458) 215,464 9,574 32 177,222

Deductions:
Operating expenses ................................
Debt issue cost ...... . . ..................... -
Payment of principal .......... .. .. ... .. .. .. .. ... .. . . 17,675
Interest paid.
Premium and interest paid

on bivestment purchases
Payment of principal and interest -

- - 1,605
- - 9,020
- - 42,149

13,475 _ 13,475
_ 1,605
- 26,695
- 42,149

2,073 - 32 2,105

escrow bonds.. . ....... - 48,685 - 165,263 - - 213,948

Total ........... 17,675 50,758 218.037 13,475 32 299,977

BalanceatJune30,2003.$. . ..... . .S 4,537 S 81,680 $ 2 $ 74,236 $ 524 $ - $ 160,979

Ihis shedule su wnari the nm ,ts and disbursements h funds rquoied er the bond Indenture and ha ben prepared fr the trust stert The balaces in rhe nds consist oftash and nvesnents at odginal cost fn both on
baLnce sheet hnds and offbalance sheet mws fr ga feaseddebd bt These balans do not Id ude acued b testrecrivabkeunrealzed gain (loss) on bIvestment and S40 and S38 held the revving fund at June 30,2003 and 2002,
respectlvely.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
HOOVER UPRATING PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30.2003

Debt
Debt Service

Service Reserve
Account Account

General Advance
Escrow Reserve Payment
Fund Fund Fund

Operating Revenue
Fund Fund Total

BalanceatJune30,2002 .$...... ..... ... .. S 1,240

Additions:
Investment earnings. . . . . .. 7
Discount on investment purchases. . ....... . 8
Distribution of investment earnings . . . (15)
Revenue from powersales .... . .
Distribution of revenues. . . . . . 1,923

Total .1,923

Deductions:
Operating expenses. . ....
Paymnentof principal ..... . ... . . . 905
interest paid .1,077

Total . . 1,982

Balnceat June30,2003 . ..... ... ... . S 1181

$ - $ - S 1,623 $ 3 $ 1,184 $ - $ 4,050

51 _
19 _

(70) -

78 _

18
7

.25)

399

1

110
2,289
(2,400)

77
34

289

- - 78 - 399 - 2.400

- - - - 261 - 261
_ _ - - - - 905

_ _ _ - - - 1,077

_ _ - 261 - 2,243

$ - $ - $ 1,701 S 3 S 1,322 S - $ 4,207

This schedule summartiesthereceipts and disbursements hi funds regrired under the Bond Indentureand has been prepared fromthetruststatements. The balances h the finds consist of on balance sheet cash and bestrneets at original
cost. There balances do not Idude accaued interest neceivabke unrealtzed gain (l0ss) on hIvesmenrand $1S and $22 held intthe revoMvng fund at June 30,2C03 and 2002jespetivefy.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MEAD-PHOENIX PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REOUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30.2003

(Amonts In thousands)

Debt
Aqutiton Servke
Account Account

BalanceatJune30,202 . . ......... S

Additions
Investment earnings ................................
Distribution of investment earnings ........................
Transmission revenue ...............................
Refunds from operating manager .........................
Refunds from Arizona Department of Taxation ...................
Transfer of revenues ................................
Payments from Western Area Power Administration ................
Other transfers ...................................

Total ......................................

S 3.387

129
431

3,287

168

4,015

Debt
Service
Reserve
Account

S 5,915

431

(435)

(4)

Reserve &
Operating Contingency Revenue

fund Fund Fund Total

S 169 $ 1,806 S - S 11,277

I

27
168
840

104

1,140

127
(127)

12

12

131
4,179

(4,139)
100

(272)

689

4,179
27

168

100

5,163

Deductions:
Operating expenses .. .
Interest paid ............... ... ... .. ... .. . . . . . . .. 3,889

Total ............... . ..................... - 3,889

BalanceatJune30,2003 .$.......... .. .. . .. .. . .. .. . .. .. . S - S 3.513 S 5,911

1,202

1,202

S 107

- - 1,202
- - 3,889

- - 5,091

S 1,818 S - $ 11,349

This schedule summrarizes the receipts and disbursements In funds required under the Bond Indentsre and has been prepared from the trst statements. The balances In the funds consIst of on balance sheet cash and investrnents at ordginal
cost. These balances do not idude accnued Interest recIvabe, unrealized gain loss) on investmentand S12 held hI the revovlng fund at both June 30,2003 and 2002.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MEAD-ADELANTO PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REOUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 2003

mAountsi hthousands

Debt
Debt Service

Acquisition Service Reserve
Account Account kcount

Reserve &
Operating Contingency Revenue

Fund Fund Fund
Surplus

Fund Total

BalanceatJune30,2002 ... . . . . . . . . . . . . . . . . . . S

Additions
Investment earnings .......................
Discount on investment earnings ................
Distribution of inmestment earnings ...............
Transmission revenue ......................
Distribution of revenues .....................

Total .-....

S 6,850 $ 16,267 S 389 S 6,826 $ - S - S 30,332

132
25

1,422

1,196 2 500 2

(1,196)

10,787 -

12,366 -

_ (500) 274
- - 11,407

896 - (11,683)

896 - -

- 1,832
_ 25

- 11,407

_ 13,264

Deductions:
Interest paid ............... .. . - 12,232
Operating expenses .- - _ 1,125 -

Total .-....

Balanceatune 30,2003.. -

12,32 - 1,125 - - -

12,232
1,125

13357

S 30,239S 6,984 S 16,267 S 162 S 6.826 S - $ -

This sudedulesummarizestie receipts and disbursements In funds required isdee sthe Bond Indenture and has been prepared urom the trust statements. The balances in dselunds consist of on balance sheet cash and investments at original
cost. These balances do not bidude accrued Interest receivabkunreatred gain Ioss) on Isvestmentand $12 held in Use evosing fund at June 30,2003 and 2002,tespectively.
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Balance at June 30, 2002 . .. ..

Additions
Investment earnings .....
Transfer of investment eamings to earnings accou
Transfer to debt service account . . .

Total . . .

Deductions:
Interest paid . . .. .
Payment of principal.

Total . ... .

Balance at June 30, 2003.

SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MULTIPLE PROJECT FUND

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REOUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30,2003

(AmnountsIn thusands)

Debt
Proceeds Service
Account Account

,.......... ................... $ 246,188 $ 1

,. .. .... .................. 17,514 -
nt (.............................. 21,452) -

................................ 21,710

................................ (3,938) 21,710

.. ................ ........... - 15,111
, .............. ...... . ..... 6,600

.. .............. ..... ..... - 21,711

................................ 242,250 $ -

Earnings
Account

$ 1,395

50
21,452

(21,710)

(208)

S 1,187

Total

$ 247,584

17,564

17,564

15,111
6.600

21,711

$ 243,437

This schedule summarizes the receipts and disbursements in hfnds resired under the Sand kidenture and has been prepared furn the trust statements lhe balances In the funds consist of on balance sheet cash and investments at original
cost These balances do not Wude accesed Interest receivable.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
SAN JUAN PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30,2003

( us ibhousaods)

Debt
Debt Serelce

Service Reserve
Account kcount

Costof
Escrow Issuance

Acaount Fund

Reserve e General
Operating Contingency Reserve

Fund Fund Fund
Revenue

Fund Total

BalanceatJune30,2002 ............... .. .. S 4,148 S 13524 S 124,828 S 51 $ 3,256 $ 9,342 $ 622 S - S 155,771

Additions:
Investment earnings . .... . ...
Discount on investments .... . . ..
Distribution of investment earnings ...... . ...
Revenue from power sales. . .
Distribution of revenues ....... . . . ..
Bond proceeds .... . . . . .. ..
Transfer from escrow forprincipal
and interest payments . ............ ...

Transfer to escrow funds required
by refunding band issuance . . .

Other ............................

Total ............................

4 1,116
65 -

(69) (1,116)

1,845 1 5 98 5 8
33 - 36 85 2 16
- (1) (41) (230) (7) 1,464
- - - - - 61,123
- 10 51,762 (366) - (62,611)

71,459 1,216 - - - -

3,082
237

61,123

80,750
11; 205 -

- 8,075

199,050 - (199,050)

(885) - 885
_ _ _ (59) _

209,370 8,075 (124,828) 1,167 51,762

_ 59 _

(413) 59 _ 145,192

Deductions:
Operating expenses. . . ..
Construction expenditures. . . .. ..
Debtissuecost ..... . ... .. .
Payment of principal. . . ...
Interest paid - non-escrow. . ...
Payment of principal and

interest - escrow. . . ...

Total ............................

- - - - 53,811 - - - 53,811
- - - - - 290 - - 290
- - - 1,218 - - - - 1,218

1,600 - - - - - - - 1,600
7,485 - - - - - - - 7,485

199,050

208,135 1,218

199,050

263,45453,811 290 - -

BalanceatJune30,2003 . . . $ 5,383 $ 21,599 S - S - S 1,207 $ 8,639 $ 681 $ - S 37,509

This sudsule summares the receipts and disbursements h fnds equired under Lhe Bond Indenture and has been prepared tom the tngstsatements. The balae b the chnds onsist of cash and Invsnents at original cost forboth on bal-
ance shet funds and off balnce sheet escrums for legaliy defeased debt These balances do not iclude accrued Interest rrcelvabk unreaized gain lioss) on Investment. and Sn and S20 Ield in the revoMng fund at une 30, 2003 and 2002
respectily

6 5



SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MAGNOLIA POWER PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REOUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30. 2003

(Anoutzih~ tthosand)

Debt

Account

Balance atJune30,2002 ............ .. .. .. .. .. .. . . . . . . . . . . . . .. . .

Additions:
Investment earnings .137
Bond proceeds .32,918
Other .................................................

Total. 33,055

Deductions
Construction expenditures ......................................

Debt issue cost ............................................
Premium and interest paid

on Investment purchases ......................................

Total ................................................

BalanceatJune30,2003 ........................................ . $ 33,055

Debt
Service
Reserve
Account

$ -

19,620

19,620

72

72

$ 19,S48

Project
Fund

S -

62
255,044

727

255,833

84,584
6,270

90,854

$ 164,979

Operating Reserve &
Reserve Contingency

Fund Fund Total

s - s - S -

_ - 199
5,000 10,000 322,582

_ - 727

S,000 10,000 323,508

- - 84,584
- - 6,270

6 36 114

6 36 90,968

S 4.994 S 9,964 S 232,540

This sedukL summarizes the receipts and disbursements hI funds requird under the Bond Indenture and has been prepared hom the tmst statements. The bala s hI the funds consist ofon blance sheet cash and investrnents at original
coas Ibe lances do nra crud ed Interestreceinable and unrealized gain (loss) onhinesmentatune30,20C3.
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City of Anaheim CIty of Azusa
Customers - Retail.............109,981 Customers Served..........15,170
Power Generated end Purchased - Power Generated and Purchase d
(in Megswatt.Hoursl in Megawao-Houral

Self-Generated ............ 1,079,753 Self-Generated............. 0
Purchased............. 2.441,837 Purchased .258,320
Total ................ 3,521,590 Sales

Total Revenues 1000s) .......... 3280,550" Retail .... .... .255.021
Operating Costs 1000s) .......... S264,258 'Total Revenues (0).........S20,630'
Ui,.,,dwd Operating Costs (010s)........524,173'

City of Burbank. City of Cerritos
Customers Served .......... 51.438 Customers Served ...... To be determined
Power Generated and Purchased Power Generated end Purchased
fin Megawatt-Hous)o f in Megawan-Houral

Self-Generated .......... 77,000SefGnrtd0
Purchased............1,090,9817 Purchased .To.... be d~eter~min'ed
Total............. 1.167,987 .Total Revenues MOOS) ....... .... 0

Total Revenues (000s) ..... 3 .. 21 5.43? -Operating Costs (OO0s) ........... S
Operating Costs (0O0s) ........ 192,016

- I I- I' I - - � - -,..... .--I

� : I I
I

� .1 .

City of Banning.
*.Customers Served .......... 10.969

Power Generated and Purchased
(In mogawatt-Hoursl

Self-Generated ............
*Purchasd.............147,641

Toa..............1476411
Total Reve;nues (ONs).........17,159"
Operating Costs (D000) ......... 16,105'
"Un.sudad

City of Colton
Customers Served . ..... 17.769
Power Generated andi Pu~rrchased
(in Megawatt-Hours)

Self-Generated ...... :...... .0
Purchased ............ 338.466
Total. .... 338,466

Total Revenues (000s) ......... 36.142'
Operating Costs 1000s) ........ 334,186"
*Una~dnsd

. . . . :

City of Glendale
Customers Served.........
Power Generated end Purchased
Oin Megawant-Houra)

Self-Generated.........
Purchased...........
Total .............

*Total Revenues (DOOs)........
*Operating Costs (DO1s)1.......

*UJ-,dad

City of Pasadena
Customers Served.........
Power Generated and Purchased
(in Megawatt-Hous)a

Self-Generated ..........
Purchased......
Total ........

Total Revenues (000s) .....
Operating Costs (DDOs) .........

* .83.147

.166,950
1,32.548
1,489.498
51 95.648"
S135.945'

Imperial Irrigation District
Customers Served...........104,678
Power Generated end Purchased
(in Maegawatt-Hours)

Self-Generated......... 1.644.015
Purchased........... 1.985.331
Total...............3.029.346

Total Revenues (0O0s) ........ 3281,906
Operating Costs (00s)........232.265

Los Angeles Department
of Water and Power
Customers Served ......... 1,420,814
Power Generated end Purchased
(in Megawatt-Hours)

Self-Generated .. 12......,935.821
Purchased...........14,751,387
Total ............. 27,687.188

Total Revenues (0O0s)....... SZ140,752"
Operating Costs (000s) ....... S1.974,501-
Unaudasd

City of Riverside
..59,075 -Customers Served ..... 98,459

Power Generated endPurchase
(in Megewatt-Hoursl

-.161.979 Self-Generated .......... 331,600
1,157.817 Prhsd ... .... ' . 2.14.600
1,319.796 Total ... .... ,.2........,346.260

Si142,121 Total Revenues (0C1s). ....... S203,1 01"
3127,131 . 'Operating Costs (0O0s) ........ S189,100"

City of Vernon
Customers Served.......... 2.059
Power Generated end Purchased
(in Megawett-Hours)-

Self-Generated.......... .. 350
Purchased.......... 1,3 1586
Total............. 1,316.036

Total Revenues (GOWs)........S101,393
Operating Costs (COOs)..........87,530
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SRP is two entities: the Salt River Project
Agricultural Improvement and Power District, and the
Salt River Valley Water Users' Association. Both are
based in Tempe, Ariz.

The District, a public power system, provides
electricity to nearly 800,000 customers, representing
about 1.8 million people in Maricopa, Gila and Pinal
counties In central Arizona. The District is an
integrated utility, providing generation, transmission
and distribution services.

The Association, a private corporation, manages a
system that delivers about 1 million acre-feet of water
annually to agricultural, urban and municipal water
users in the greater Phoenix metropolitan area.

Cm8T E As
4'

On the cover: Theodore Roosevelt Dam is the
cornerstone of SRP water operations and a
contributor to SRP's hydrogeneration supply.





A LETTER TO OUR CUSTOMERS, BONDHOLDERS AND SHAREHOLDERS

For SRP. fiscal year 2003 was extraordinary. Celebrating
a century of service, after all, only happens once in a hundred
years! Our centennial year was full of special recognitions,
public programs. community contributions, and more.

The year brought Its share of new business challenges.
Our water business was strained by an extended drought. A
weakened local economy. while more robust than In many
other areas, affected our customers and ultimately our sales
and revenues.

We are pleased to report that despite a slow start, the year
ended with modest yet respectable net revenues of nearly
$46.7 million. A rebound in the wholesale energy market helped
us end on this positive note. Our total operating revenues were
nearly $2 billion, down slightly from $2.2 billion the previous
year. Through aggressive cost-cutting measures and reduced
expenditures for wholesale energy, SRP reported total operating
expenses of
$1.8 billion for the
year, compared
with $2.1 billion in
fiscal year 2002.

Our efforts to
reduce debt
continued this year,
and are reflected in .i
our debt ratio of
56.0 percent. which
has improved
steadily over the
past two decades.
Funds available -

internally generated
cash from
operations after
expenses and debt
service - were . eqe
$261.1 million. We
consider this performance admirable given the financial
challenges we faced throughout the fiscal year. We continue to
hold bond ratings of AA and Aa2 from S&P and Moody's, which
are terrific in this day and age.

SRP now has nearly 800,000 electric customers, the third-
largest public power utility in the U.S. in terms of customers
served. SRP's electric service area stretches 2,900 square miles
across Central Arizona. and our energy supports the demands of
a metropolis that Is one of the nation's largest and most appealing
urban centers. This beautiful Salt River Valley is home to nearly
3.5 million people and offers a quality of life surpassed by none
other. Our electric customer growth continues at a steady pace.
about 3 percent, which mirrors the population growth In
the Valley.

As the Valley's primary water steward, serving a
388-square-mile area, SRP continues to manage surface and
groundwater supplies for municipal systems, agricultural

purposes and various other water users. This past year we

met many new opportunities involving our water business. The

relationship between power and water Is at the heart of SRP's

unique status, and we are passionate about our water

management responsibilities.

SRP is honored to be a recipient of the 2003 Business Ethics

Award from the Better Business Bureau of Central/Northern

Arizona. The award recognizes organizations that demonstrate

high standards of business ethics and conduct, both in operations

and In business relationships with employees, vendors and cutoaners.

SRP's emphasis on service, low prices, community

commitment and the public's involvement in our business practices

are clear benefits of public power and a legacy that will

resonate in future years.

We also continue a century-long commitment to the

communities we serve. We consider community involvement an

important
responsibility: SRP's
nonprofit contributions

R/i E and in-kind services
topped $3 million
during the year and

our employees again

1 demonstrated their
Icommitment by

_/p . volunteering in

* record numbers.
We could not reach

our goals without the

assistance of others.

We work In

cooperation with many

- electric customers,

water shareholders,
competitors, regulators

and policy makers. Our

practice Is to reach

consensus on how SRP conducts business, and we are confident In a

system that protects and provides for the Valley's promising future. As

always, the skills and dedication of our employees create a

workplace where tremendous results are possible.

Adequate, affordable power and water services, and

community support, are the foundation of SRP's legacy. We will

remain committed to this legacy as the future unfolds while

embracing the challenges ahead.

William P. Schrader
President

ohn M Williams Jr.
Vice President



A MESSAGE FROM THE GENERAL MANAGER

This has been a year of contrasts. We celebrated SRP's
Centennial, but experienced continued drought and a wholesale
electric market that escapes logic. Defying a poor economy, SRP
enjoyed steady growth in residential electric customers, but saw
industrial and commercial usage fall. For the first time in 20
years, our retail kilowatt-hour sales did not increase from the
previous year. And, we have a new, three-year contract with
IBEW Local Union 266.

Through what can be called heroic efforts by our employees,
SRP's financial results are on budget, a testament to the
dedicated men and women who have been committed to making
the year successful.

The irony of the drought situation is not lost on those familiar
with our history. A seven-year drought 100 years ago laid the
predicate for creation of the Salt River federal reclamation
project. Today, in addition to storage facilities on the Salt and
Verde rivers, and groundwater, we are relying on supplemental
water supplied by the Central Arizona Project, so we are
concerned with the possibility of an
extended drought on the Colorado
River watershed as well.

A further irony arising from the
current drought is the resultant impact
on habitat for the endangered
Southwest Willow Flycatcher. The bird
species has been found in the foliage
that has grown in the areas of SRP's
largest reservoir, Roosevelt Lake, as the
level of the lake has dropped. During
fiscal 2003, we received a permit
from the U.S. Fish & Wildlife Service,
which permits re-filling the lake when
runoff again occurs in sufficient X
quantities. This permit requires SRP to
offset the impact of filling the reservoir.

Of particular concern is whether
we are In a long-term dry period.
Unfortunately, only time will tell. With
the tremendous growth we have seen
in the last half-century, 77 percent of our water is delivered for
urban use, further complicating the consequences of a long-term
dry period in the West.

Turmoil in the wholesale electric market continues. FERC, the
Federal Energy Regulatory Commission, struggles with
formulating a stable, nationwide competitive wholesale
marketplace, while Congress continues to debate national energy
policy. At thisjuncture, neither we nor anyone else knows what
the outcome will be, but SRP has invested substantial effort and
resources to emerge from this turmoil able to continue to provide
low-cost, reliable electric service to our customers.

The rhetoric we have heard the last few years from the
investor-owned community continues as FERC attempts to fashion
national wholesale markets through the establishment of regional
transmission organizations subject to a standard market design.
We have tried to be supportive, and participate, while pointing
out the importance of regional differences and the financial
impracticality of a "one size fits all" approach. We have
concluded, however, there are incremental improvements that are
less costly for the West, but still provide a substantial share of the

benefits of efficient wholesale markets.
We noted last year that volatility in the wholesale market had

directed our attention to enhanced ability to manage financial
risks inherent in electricity and natural gas transactions. We have
continued to improve our analytical capability, strengthen our
procedures, and implement new strategies to mitigate risk as our
industry undergoes significant aedit deterioration.

SRP continues to believe public power has a place in the
competitive wholesale market, and can contribute and be
productive, while remaining subject to a different level of
regulation. Retail competition, we believe, must wait for proof that
as wholesale market rules emerge, they do in fact work. The
Arizona Corporation Commission, which regulates investor-
owned utilities, and the state Legislature, which establishes
parameters for public power entities, continue their re-
examination, begun last year, of retail electric competition.

Of continuing concern is the outcome at FERC of reallocation
of capacity on the natural gas pipeline used to deliver fuel to SRP

plants that serve our retail customers.
We are concerned with the outcome,
as well as reliability of service, as we

watch the world situation and the
1 proliferation of new power plants that

receive fuel from the pipeline.
This year, SRP began construction

of new generation and completed
u ,major transmission additions, as we

prepare for continued growth. We
are developing additional generation
and transmission, and intend to be
well prepared for customer growth as
our service territory prospers. We are
in good condition to meet the needs
of summer 2003.

For the third time in four years,
SRP received the J.D. Power and
Associates award for outstanding
residential customer satisfaction. We
continue to invest in our customer

operations to ensure that they are efficient and provide the
highest levels of service. We have increased participation in our
existing programs and continue to develop a number of new,
innovative programs. These include M-Power, the largest
prepayment program for electric service In the nation; Spanish-
language bills; and ever-expanding Web functionality.

All in all, it was a challenging and productive year. We
celebrated a significant milestone, worked hard, participated as
our industry dealt with turmoil, and ended the year on a sound
financial basis. Our commitment to the communities we serve
remains a fixture in our strategy for success. Finally, thanks to our
elected officials, without whose support SRP could not thrive.

Richard H. Silverman
General Manager
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The power picture for SRP today reflects experience and
careful planning. Electric customers can be assured that SRP
is well positioned to provide the high-value service they
have come to expect.

During the year, SRP completed a new 250-megawatt
(MW) plant at the Kyrene Generating Station in Tempe, to
serve the fast-growing Southeast Valley. This natural-gas-
fired facility provides a clean, reliable source of
generation. SRP also began construction on another
Southeast Valley plant. When the first unit of that plant is
commercially operational in 2005, it will provide 550 MW
of electricity for local customers.

With the new facilities, an additional 800 MW will be
available to serve SRP customers, bringing total resource
capacity to 7,009 MW, including power purchases. This
year, due to dry conditions that limited hydrogeneration
and a surplus In the wholesale market, SRP's energy
portfolio was 3 percent hydro/renewable; 5 percent
natural gas/oil; 42 percent fossil fuel; and 14 percent
nuclear. Nearly 36 percent of the resources to serve SRP
customers last year were purchased on the then-favorable
wholesale market through spot purchases and contracts.
Expenses for those purchases declined from the previous
year due to lower prices in that market.

Continued maintenance and improvements to plant
facilities that SRP owns, participates in and/or manages
are vital to producing reliable results at generating stations.

This year, at Navajo Generating Station (NGS) near Page,
Ariz., a $34 million overhaul of the 750-MW Unit 3
resulted in increased operational efficiencies, improved
equipment reliability and reduced emissions. SRP owns
21.7 percent of NGS and paid S7.5 million of the
overhaul costs. Similar work on Units 1 and 2 is planned
for the next two years.

NGS, one of northern Arizona's largest employers, was
recognized last year by Platts Power magazine for having
one of the lowest sulfur dioxide emission rates among
power plants in the nation. To quote the magazine,
"Navajo, located in a majestic part of the West, has three
750-MW supercritical units working almost flat out while
maintaining a leadership position in emissions control. It
produced 17,386 gigawatt hours in 2001, fifth-most
among coal-fired power plants, and operated at 88 percent
capacity factor, good for 13th place in that category."

At the 3,810-MW Palo Verde Nuclear Generating
Station west of the Valley, preliminary construction
continued for the replacement of two steam generators later
this year in Unit 2 at an estimated total cost of $210 million.
Replacements for the other two units are planned over the
next five years at this generating facility, a major Southwest
generation source and transmission hub. SRP holds a
17.49 percent ownership position in Palo Verde and will
contribute $37 million for the upgrades.

Other plant improvement projects included a $119 million



emissions control upgrade at the Craig Generating Station
in Colorado, and another $18 million total in
improvements to three other facilities.

Plant performance was exceptional in many cases. The
SRP owned and operated Coronado Generation Station In
northeast Arizona achieved an equivalent availability of
97 percent and an equally impressive forced outage rate
ofjust 1.9 percent. Our Valley-based peaking facility, Agua
Fria Generating Station, recorded a near-perfect starting
reliability of 99.8 percent.

Other new plants near the Valley, mostly developed in
the last two years by merchant generators, are increasing
the supply of available electricity. While just three years
ago the reserve margin for the West was 23 percent, by
next year these plants plus other provider-developed
facilities will increase that margin to nearly 40 percent.
SRP continues with plans for additional resources as growth
projections lessen the surplus later in this decade.

Transmission projects also proceed at record pace,
enabling more of this new generation to reach Valley
customers. While the Palo Verde Nuclear Generating
Station is managed and operated by APS, the associated
switchyard and transmission system is operated and
managed by SRP. In addition to serving the nuclear
generating station, the Palo Verde Switchyard is a major
hub or clearinghouse for trading and transferring electricity
throughout Arizona, California and the Southwest.

As operating agent of the Palo Verde Transmission
System and the recently completed Hassayampa
Switchyard, SRP handled the interconnection of five new
merchant generators that plan to operate a total of
5,800 MW of gas-fired, combined-cycle generation. SRP,
as part of a commitment to open system access and low
energy prices, developed the necessary technical study
work, contracts and operating procedures to permit these
generators to operate, and continues to coordinate the
numerous transactions this energy market demands.

Over the past two years, SRP has been working with
APS on the Southwest Valley Project, a new major
transmission line to serve the metropolitan Phoenix area.
The project consists of a 36-mile 500 kilovolt (kV)
transmission line from Palo Verde to a new transmission
substation located in the Southwest Valley area. The Rudd
Substation is named for the late Eldon Rudd, a former U.S.
Congressman and SRP Board of Directors member.

SRP also Installed a 230kV capacitor bank at the
Kyrene Substation in the Southeast Valley to provide
voltage support during heavy summer loads. This effort,
along with the Southwest Valley Project, significantly
increases the amount of energy SRP can import to the
Valley. Future plans include the siting and permitting of a
150-mile 500kV line from Palo Verde to SRP's service area
in northern Pinal County. This project is known as the
Southeast Valley Project and construction is planned for the



last half of the decade.
SRP continues to be involved with other transmission

owners and market participants in the desert Southwest and
Rocky Mountain areas in efforts to form the WestConnect
regional transmission organization (RTO). We also are
participating in regional work groups that are addressing
issues between the three RTOs being formed in the Western
interconnection - WestConnect, RTO West and the
California Independent System Operator. Work groups are
making progress on issues of Western interconnection
transmission planning, congestion management and
market monitoring.

Distribution services continued to undergo improvements
for increased reliability, especially in underground cable
replacement. Over the past eight years, SRP has replaced
nearly 8 million feet of primary distribution cable, and will
continue with another 1 million feet this year. That will bring
new cable replacement to about 25 percent of SRP's
40 million feet existing. The next scheduled replacement is
secondary distribution cable, which serves homes and
neighborhood lighting. While disruptions in service are
inevitable in the distribution segment of the business,
especially weather-related interruptions, SRP consistently
ranks high among utilities for its short outage times and low
outage occurrences.

SRP places high value on meter-reading services. Zero-
error standards boost customer satisfaction and SRP
efficiency. With meter readers responsible for as many as
100,000 reads each per year, performance is consistently
high, with a near-perfect record for many meter readers.

As a summer-peaking utility, SRP for many years has
made efforts to balance the summer-winter load
relationships through seasonal price differentials.
Customers pay less for electricity in the lower-demand
winter months and more in the higher-demand summer
months due to increased production costs. Combined
with SRP's operating efficiency practices, electric
customers enjoy exceptional value for their energy
dollar. The prices paid by our residential and
commercial customers are among the lowest in
the Southwest.

SRP's portfolio of clean energy offerings continues to
expand. Our EarthWise Energy' program Is a mix of
renewable energy sources including solar, landfill gas and
hydrogeneration. In addition, wind, solar water heating,
and woodchip technologies are being explored as new
options. About 3,500 SRP residential and commercial
customers voluntarily support this program by paying a
small premium on their monthly electric bills.

SRP again was recognized for high quality service to
electric customers, which we associated with our well-
trained and talented employees who consistently
demonstrate their commitment to customers. During the year,
SRP ranked as one of the top electric utilities in the West
and in the nation in a satisfaction survey of midsize
business customers. SRP also has been the top utility in
overall residential customer satisfaction in the West
for three of the past four years, according to J.D. Power
and Associates.

SRP'S ELECTRIC SERVICE AREA

Glendale e .tdale i
Apache JcL

* MiamlO °Globe

Chandler . p

( Electric service area served SRP provides full power requirements
exJ eclusively by Sal River Project. i ' A,] of another utility for resale. Project makes

direct sales to customrers for all mining loads.
SRP provides full power requirements _El. of another utility for resale. E Electric service areas not served by SRR

The SRP Agricultural Improvement and Power Dstrict provides electricity
to power users in a 2.900-squaremrnile service area In parts of
Maricopa. Gila and Pinal counties.
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A record-setting drought was the dominant issue for
our water business this year, challenging SRP, the state's
water management, and future supplies.

The numbers are telling: Seven of the last eight
years have brought below-average snowfall and runoff
on the watersheds of the Salt and Verde rivers. Winter
2002 was the driest winter season on record. In fact, the
current drought is approaching the severity of the
extended drought at the turn of the 20th century, which
led to the formation of SRP and the construction of
Theodore Roosevelt Dam. If not for a wet winter in 1998,
the current drought would be more severe in terms of
runoff produced and duration.

The drought affects not only Arizona but also the
entire Southwestern United States, and has brought
together water providers, users and agencies to
develop shared remedies to ensure future water supplies.
These remedies include surface water management,
water exchanges and banking, conservation and
efficiency enhancements.

SRP is participating in a state drought task force to
develop a short-term response plan, a long-term
adaptive management plan and a statewide
conservation program. The U.S. Department of Interior
is proposing a plan for the West that emphasizes water

savings and encourages cooperation among all
leaders, with decisions maintained at the local level. In
response, several Valley cities have implemented
drought management plans. For example, City of
Phoenix departments are required to reduce water
consumption by 5 percent, and residential and business
consumers are being called upon to step up their
conservation efforts.

SRP is the largest water supplier to the Valley,
serving a water territory stretching about 388 square
miles across the center of the state. The Salt and Verde
river watersheds, about 13,000-square-miles across
north central Arizona, normally provide about two-
thirds of SRP's water supply.

Due to the persistently dry conditions, SRP in
January 2003 reduced water allocations by 33 percent
to balance supply with demand. If this allocation
reduction holds for the entire year, which appears
likely, it will mark the first time since 1951 that SRP
shareholders have endured an entire year of reduced
allocations. SRP specialists are consulting with
agricultural and municipal users to help them manage
water consumption and address the reductions.

Continued below-normal precipitation in the SRP
watersheds means surface water supplies continue to be
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below normal as well. To responsibly manage
existing surface water, SRP is increasing the use of
groundwater. In fact, under today's conditions, our
groundwater supply has never been more important.

For the first time in recent history, as much as
45 percent of SRP's deliveries this year will come
from groundwater.

SRP maintains 250 deep wells, many of which
have been in existence for half a century. Extraordinary
demands upon our groundwater facilities mean
diligent testing and tracking of well pumps and
equipment performance. As well, SRP uses state-of-the-
art techniques to monitor and evaluate the condition
of vital well components. Such innovative tools are
used in our efforts to manage these increasingly
important facilities.

Always mindful of our role as water steward, we
are stepping up our public role in water conservation,
developing outreach communications and conducting
educational public events to encourage water-use
efficiencies. Many efforts are coordinated with local
municipalities to leverage resources and reach more
consumers. SRP emphasizes water consumption
behaviors such as urban irrigation management and
landscaping techniques that minimize water use.

To support long-term water requirements, SRP
continues to maintain the surface and groundwater
rights for the Valley, which is the foundation of our
water legacy. Two significant water-rights disputes were
settled during the year. The first, with the Zuni Indian
Tribe, resolves the Tribe's claim to waters from the Little
Colorado River Basin and enables SRP to continue to
operate the wells that serve the Coronado Generating
Station. In exchange, the Tribe will receive federal and
state funds to purchase water rights for the Zuni Heaven
Reservation in Arizona.

The second settlement, which involves several water
users including SRP and the Gila River Indian
Community, resolves a 15-year-old dispute regarding
waters from the Gila River Basin, which includes the
Verde and Salt river watersheds. Under the agreement,
SRP will provide a predetermined allocation to the
Tribe, and in return, the Tribe waives all claims to water
from the Gila River Basin. The agreement preserves a
significant share of the Valley's water supply.

SRP continues to evaluate and pursue opportunities
for new sources of water business revenues, to help
underwrite water costs to shareholders, cities and other
consumers. A new SRP offering along the continued
theme of conservation addresses the ongoing
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conversion of land to urban use from agricultural.
Cities, homeowner associations and businesses that use
water for turf and plants are the target of this
educational program. In addition, SRP is supporting a
new water recharge project west of the Valley, In
La Paz County, with technical operations that provide
water measurement and accounting for the private facility.

The status of the water supply that SRP manages
depends upon the weather. Some foresee a prolonged
dry spell for the state. While no one can predict nature,

SRP and the communities we serve continue to commit
the investments needed to ensure a long-term water
supply. Should the drought continue or worsen,
opportunities on the horizon include increased use of
reclaimed water where possible, additional water
banking, and expanded conservation efforts.

SRP'S WATER SERVICE AREA

The Salt River Valley Water Users' Association administers water
rights In a 248,239-acre area in central Arizona.
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SRP's legacy of supporting the communities we serve
is as much a part of our mission as the supply of power
and water.

As we entered our centennial year in mid-2002, we
initiated several special activities to emphasize SRP's
historic partnership with local communities and our
commitment to their future.

Developed in concert with the Library of Congress, the
Arizona Heritage Project awarded $15,000 in grants for
schools to research and create projects illustrating the
vibrant history and folklore of Arizona communities. One
example is a charter school in the Southeast Valley
community of Chandler. Students there will research,
document and help preserve the unique Yaqui culture of
Guadalupe, Ariz.

Linking the development of SRP with the growth of
Central Arizona, SRP partnered with the Phoenix Museum
of History to launch a special exhibit entitled SRP: The
Power of Water. Through an array of artifacts, interactive
exhibits and video demonstrations, thousands of visitors
are discovering the vital role of water and power in the
Valley's history and future.

SRP's involvement with special segments of our
communities was demonstrated through title sponsorships
of key non-profit events spanning the Valley. These
included Valle del Sol's Profiles of Success luncheon

featuring Hispanic community leadership; the
Environmental Excellence Awards, sponsored by Valley
Forward, an organization of environmentally-sensitive
businesses; and the West Valley Fine Arts Council's
Diamond Ball, supporting cultural opportunities throughout
the West Valley.

Focusing on the future, SRP also collaborated with East
Valley Partnership to host Growing Livable Communities -

a forum in which local visionaries and corporate leaders
gathered to exchange ideas and insights critical to the
long-term well-being and development of the Valley.

A special grant program was developed to build upon
SRP's strong history of community involvement and to help
our employees move their volunteer commitment to a new
level. Following a call for employee proposals, SRP
awarded $55,000 to six employee teams who
collaborated with community organizations to accomplish
projects that permanently enhanced the organizations in a
meaningful way. One such award was a $10,000 grant
to renovate the on-site medical facility at the Child Crisis
Center of the East Valley in Mesa, a shelter for abused
and neglected children. Fifteen SRP employees gave their
own time over several weeks to complete the project.

In Page, Ariz., the owners of the SRP-operated Navajo
Generating Station dedicated 5225,000 to the Coconino
Community College Foundation for the new technology



wing at the Lake Powell campus. The wing, named In
honor of the Navajo Generating Station for its
significance to Northern Arizona, will support two
distance-learning classrooms and a computer lab - and
the high-tech aspirations of students in Page and
surrounding communities.

One goal of SRP's cultural outreach efforts is to
promote understanding of indigenous arts and culture,
and activities that are unique to local communities. A
$200,000 contribution to the Heard Museum in Phoenix
this past year will help renew an exhibit, Native
Peoples of the Southwest, and support the museum's
annual fair and market.

Continuing a tradition of commitment to education
enrichment, SRP once again assisted public and private
non-profit schools with special programs and projects.
SRP awarded Project RESOURCE grants worth nearly
$40,000 this year to 11 schools around the state.
Examples of programs that will benefit from these grants
include an expansion of the phonics books library at a
West Valley elementary school, and the purchase of a
projector for hearing impaired students at a Phoenix-
based school for the deaf. Once again, SRP served as a
major corporate sponsor of the Arizona Academic
Decathlon, a series of events to broaden and challenge
high school students' academic abilities.

During the year, SRP provided $3.3 million to
charitable organizations through employee donations
and corporate contributions, which benefited a broad
range of initiatives in education, health and human
services, environmental, civic and the arts.

Collectively, SRP employees, retirees and family
members averaged more than 703,000 hours in
volunteer service to local schools, civic organizations,
non-profit groups and environmental efforts. More than
85 percent of the SRP workforce donated their time,
talents and financial support to non-profit activities
benefiting hundreds of community-based organizations
and activities.

These extraordinary efforts earned several major
recognitions during the year, including the highest
volunteer honor in Arizona, the Governor's Volunteer
Service Award. SRP also received the American Public
Power Association's Community Service Award, and
an award for Excellence in Corporate Volunteerism
from the Volunteer Center of Maricopa County/The
Business Journal.

Creating a clear and compelling link between
community involvement and corporate goals, engaging
In thoughtful corporate giving, and empowering our
employee volunteers - these are the driving forces
behind SRP's legacy of service.
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MANAGEMENT'S FINANCIAL AND OPERATIONAL SUMMARY

This section explains the general financial condition and results of operations for SRP. SRP includes the Salt River

Project Agricultural Improvement and Power District (the District), its subsidiaries, and the Salt River Valley Water

Users' Association. The results of these entities are combined for financial reporting purposes.

Overview of Business

The District owns and operates an electric system which generates, purchases, and distributes electric power and

energy, and provides electric service to residential, commercial, industrial and agricultural power users in a 2,900-

square-mile service territory spanning portions of Maricopa, Gila and Pinal counties, plus mining loads in an adjacent

2,400-square-mile area in Gila and Pinal counties.

The District remains a vertically integrated organization. It is developing additional generation, transmission and

distribution resources to keep pace with load growth. The District pursues both short-term and long-term purchases,

refinements to its conservation programs, building its own generation, and acquiring existing generation resources.

For example, the District currently is in negotiations for the development of the Springerville Generating Station

Expansion located in Springerville, Ariz. SRP will contract for 100 megawatts (MW) of output from that plant.

Additionally, the District will have development rights to build an additional 400-MW coal-fired unit In the future on

the same site. This development is subject to numerous conditions and no assurance can be given that such conditions

will be satisfied.

SRP manages a system of dams and reservoirs, and has responsibility for the construction, maintenance and

operation of a supply system to deliver raw water for irrigation and municipal treatment purposes. It provides the

water supply for an area of approximately 248,200 acres located within the major portions of the cities of Phoenix,

Avondale, Glendale, Mesa, Tempe. Chandler, Gilbert, Peoria, Scottsdale and Tolleson.

In 1997, the District established a wholly owned, taxable subsidiary, New West Energy Corporation (New West

Energy), to market, at retail, energy available to the District that was surplus to the needs of Its retail customers, and

energy that might have been rendered surplus by retail competition in Arizona in the supply of generation. However,

because of the turmoil in the California energy market, New West Energy has discontinued marketing excess energy,

although it may resume this activity in the future. It continues to provide energy-related services to various customers

within and outside the state of Arizona. New West Energy has reduced its staff and now is supporting the District's

energy services activities in Arizona.

The District's other subsidiary, Papago Park Center, Inc., manages a mixed-use commercial development known

as Papago Park Center located on land owned by the District adjacent to its administrative offices. The District

accumulated this land over a number of years for its use. The District's long-range plan includes the private development

of portions of Papago Park Center.

Results of Operations

SRP's net revenues for the fiscal year ended April 30, 2003, were $46.7 million compared to $19.8 million for

the previous year. Operating revenues were $2.0 billion for fiscal year 2003, compared to S2.2 billion for fiscal year

2002. The revenue decline this past year was principally due to depressed prices in the wholesale electricity market,

though weather and general economic conditions were factors.
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MANAGEMENT'S FINANCIAL AND OPERATIONAL SUMMARY

Some specific factors were:

* Severely depressed wholesale market prices resulted in a wholesale revenue decrease of $232.0 million from the
prior year.

* The economic downturn had a moderate affect on certain retail customers, but In aggregate, retail sales were only
$1.0 million less than the prior year.

* Weather conditions from October through April were the most mild in the last 10 years.

Operating expenses were $1.8 billion for fiscal year 2003, compared with $2.1 billion for fiscal year 2002. Some
of the major variances from last year were:

* During the year, SRP proactively took steps to reduce budgeted operating and maintenance costs, re-examined its
capital program, curtailed business travel, limited new-hires, and found lower-cost ways of accomplishing regular
business activities in order to help offset weaknesses in the wholesale market.

* Purchased power expense was 45 percent lower than the prior year as the energy market was affected by excess
supply, and there was adequate generation by SRP's resources to cover our retail load requirements.

* Fuel expense decreased due to positive hedging and price mitigation strategies.

* As a result of our continued emphasis on refinancing and debt reduction, financing costs decreased by 7 percent
from the prior year.

In water operations, delivery revenues were $12.4 million compared to $14.3 million the previous year, due to
continuing drought conditions. Water-related operating expenses were 6 percent higher than the prior year due to
increased operations and maintenance expenses.

Accounting Issues

Effective May 1, 2001, the District adopted Statement of Financial Accounting Standards (SFAS) No. 133,
"Accounting for Derivative Instruments and Hedging Activities" as amended. SFAS No. 133 requires that entities
recognize all derivatives as either assets or liabilities in the balance sheet and measure those instruments at fair value.
Changes in the fair value of derivative financial instruments are either recognized periodically in net revenues or
accumulated net revenues. For a detailed explanation of the effects of SFAS No. 133 on the District's financial results,
see Note 3 in the accompanying notes to the combined financial statements.

Notes 10 and 12 in the accompanying notes to the combined financial statements address the continuation of
operations at Mohave Generating Station (Mohave) in which the District has an ownership interest. The District and
the other Participants in Mohave entered into a settlement with the Sierra Club that requires the installation of pollution
abatement equipment by the end of 2005 if the plant will continue to be operated with coal. In addition, the initial
term of the coal supply agreement serving Mohave expires at the end of 2005 and the Hopi Tribe has demanded that
pumping water for the slurry pipeline serving Mohave cease by the end of 2005. The Mohave Participants, in turn,
have refused to commit to install pollution abatement equipment without reasonable assurance that water will be
available to deliver coal to the plant. Due to the lead-time required to order and install the pollution abatement
equipment, the plant likely will cease operations at the end of 2005 for some period of time. The District and the
other Mohave Participants are negotiating with various parties, including the Hopi Tribe, to extend the life of Mohave
beyond 2005. The District's management Is committed to this effort. If necessary, the District believes it will be able
to replace the energy from other sources.

Salt River Project 2003 Annual Report



MANAGEMENT'S FINANCIAL AND OPERATIONAL SUMMARY

Energy Risk Management Program

The District's mission to serve its retail customers is the cornerstone of its risk management approach. This means
that the District builds or acquires resources to serve retail customers, not the wholesale market. However, as a summer-
peaking utility, there are times of the year when the District's resources and/or reserves are in excess of its retail
load, thus giving rise to some wholesale activity. The District has an Energy Risk Management Program to limit exposure
to risks inherent in normal retail and wholesale energy business operations by measuring and minimizing exposure
to price risks, credit risks, and operating risks. To meet the goals of the Energy Risk Management Program, the District
uses various physical and financial instruments, including forward contracts, futures, swaps, and options. Certain of
these transactions are accounted for under SFAS No. 133. For a detailed explanation of the effects of SFAS No. 133
on the District's financial results, see Note 3 in the accompanying notes to the combined financial statements.

The Energy Risk Management Program is managed according to a policy approved by the District's Board, and
overseen by a 'Risk Oversight Committee." The policy covers areas such as strategies, specific price and control risk
issues, and the credit policy that the District applies to its wholesale counter-parties. The Risk Oversight Committee
is composed of senior executives. The District maintains an 'Energy Risk Management Department,' separate from
the energy marketing area, that regularly reports to the Risk Oversight Committee. In addition, the District has
established a credit reserve for its activity in wholesale markets. The District believes that its existing risk management
structure is appropriate and that any exposures are adequately covered by existing reserves.

Electric Pricing

The District has a diversified customer base, and no single retail customer provides more than 1.6 percent of its
operating revenues. The District has implemented projects and programs geared towards enhancing customer loyalty
by offering customers a range of pricing and service options. Moreover, the District has reduced retail prices and is
one of the low price leaders In the Southwest.

The District Is a summer-peaking utility and for many years has made an effort to balance the summer-winter load
relationships through seasonal price differentials. In addition, the District prices on a time-of-day basis for large
commercial and Industrial, and certain residential and small commercial users.

On November 26, 2001, the District's Board approved a Fuel and Purchase Power Adjustment Mechanism that
became effective May 1, 2002. On October 17, 2002, the Board approved an adjustment pursuant to the Fuel and
Purchase Power Adjustment Mechanism effective November 1, 2002. The adjustment charge Is a direct pass-through
of expenses and resulted in an average annual increase in retail customer bills of 2.8 percent.

Recapitalization Plan

During fiscal year 2003, the District completed a refinancing plan to improve its operating efficiency and financing
flexibility (the Recapitalization Plan) so that it Is better positioned to remain competitive and to respond to future
changes.

As part of the Recapitalization Plan transactions during fiscal year 2003, the District issued its $570.0 million
Electric System Revenue Bonds, 2002 Series B; its $202.4 million Salt River Project Electric System Refunding Revenue
Bonds, 2002 Series C; and its $104.1 million Salt River Project Electric System Refunding Revenue Bonds, 2002
Series D on September 26, 2002, and November 8, 2002. The District also defeased with cash $408.0 million of its
outstanding Revenue Bonds, on August 14, 2002. The aggregate financial benefits of the total Recapitalization Plan
are close to $80.0 million in present value savings.

20



MANAGEMENT'S FINANCIAL AND OPERATIONAL SUMMARY

The goals of the Recapitalization Plan are: (1) to accelerate debt retirement by the District of its Revenue Bonds;
(2) to provide the District with increased financing and operating flexibility in the future; (3) to adopt a modern and
more flexible bond resolution; and (4) to recognize Debt Service savings.

Capital

The Capital Improvement Program is driven by the need to expand the generation, transmission and distribution
systems of the District to meet growing customer electricity needs and to maintain a satisfactory level of service
reliability. Of the total Capital Improvement Program, more than 25 percent of the funds are directed to generation
projects. These include the expansion of the Santan Generating Station in the southeast portion of the District's service
territory and the installation of steam generators at the Palo Verde Nuclear Generating Station. Another 38 percent
of the funds are planned for expansion of the electrical distribution system to meet new growth and to replace aging
underground cable. The addition of new 69 kilovolt transmission facilities and the construction of a new high-voltage
transmission line account for an additional 4 percent of the funds.

The District pays a portion of the cost for its Capital Improvement Program from internally generated funds and
a portion from the proceeds of Revenue Bonds.

Code of Conduct

In accordance with the requirements of the 1998 Arizona Electric Power Competition Act, the District developed
and implemented a Code of Conduct (the Code). The underlying principles of the Code are to protect the public
interest and provide all competitors a fair opportunity to compete In the electric generation and other competitive
services markets. Effective January 1, 2001, the District amended the Code to more closely isolate the distribution
functions and services provided by the District and to simplify the Code.

The District is subject to an annual independent audit of adherence to the Code. The audit covering calendar year
2002 was completed in June 2003. The audit report confirmed the District has complied in all material respects with
the Code's requirements.
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COMBI NED BALANCE SHEETS

As of April 30, 2003 and 2002 (Thousands)

___ 2003! 2002

UTILITY PLANT

Plant in service -
Electric

Irrigation
Common

$ 6,927,360
242,156
403,752

$ 6,652,164
246,974

385,897
Total plant in service 7,573,268 7,285,035

Less - Accumulated depreciation on plant in service (3,536,026) (3,313,051)

4,037,242 3,971,984

Plant held for future use 20,399 31,144

Construction work in progress 556,217 482,568

Nuclear fuel, net 41,692 42,966
4,655,550 4,528,662

OTHER PROPERTY AND INVESTMENTS

Non-utility property and other investments 96,556 110,166

Segregated funds, net of current portion 516,205 368,296

612,761 478,462

CURRENT ASSETS

Cash and cash equivalents 397,641 594,523

Temporary Investments 57,925 185,463

Current portion of segregated funds 137,767 81,044

Receivables, net of allowance for doubtful accounts 168,970 140,843

Fuel stocks 35,281 35,612

Materials and supplies 65,087 70,063

Other current assets 39,530 14,964

902,201 1,122,512

DEFERRED CHARGES AND OTHER ASSETS 466,873 458,291

$ 6,637,385 $ 6,587,927

The accompanying notes are an integral part of these combined financial statements.
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COMBI NED BALANCE S HEETS

As of April 30, 2003 and 2002

LONG-TERM DEBT

(Thousands)

I 2003j 20 02

$ 2,809,581 $ 3,033,931

ACCUMULATED NET REVENUES
AND OTHER COMPREHENSIVE INCOME 2,203,928 2,302.090

TOTAL CAPITALIZATION 5,013,509 5,336,021

CURRENT LIABILITIES
Current portion of long-term debt 260,428 114,340

Accounts payable 142,621 121,727

Accrued taxes and tax equivalents 64,174 57,821

Accrued interest 54,398 40,981

Customers' deposits 40,157 26,645

Other current liabilities 147,741 117,706

709,519 479,220

DEFERRED CREDITS AND OTHER

NON-CURRENT LIABILITIES 914,357 772,686

COMMITMENTS AND CONTINGENCIES
(Notes 5, 7, 8, 9, 10, 11 and 12)

$ 6,637,385 $ 6,587,927

The accompanying notes are an integral part of these combined financial statements.
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COMBINED STATEMENTS OF NET REVENUES & COMPREHENSIVE INCOME (LOSS)

For the years ended of April 30. 2003 and 2002 (Thousands)

2003 2002

OPERATING REVENUES $ 1,993,925 S 2,214,378

OPERATING EXPENSES
Power purchased 394,017 713,797
Fuel used in electric generation 395,683 420,070

Other operating expenses 362,123 338,176
Maintenance 151,834 139,908
Depreciation and amortization 435,815 411,915

Taxes and tax equivalents 90,388 86,255

Total operating expenses 1,829,860 2,110,121

Net operating revenues 164,065 104,257

OTHER INCOME (EXPENSES)
Interest income 29.192 55,801

Other expenses, net (1,725) (3,497)

Total other income (expenses), net 27,467 52,304

Net revenues before financing costs 191,532 156,561

FINANCING COSTS
Interest on bonds 139,844 137,544

Capitalized Interest (16,770) (14,398)

Amortization of bond discount/premium and issuance expenses (6,511) 1,732

Interest on other obligations 21,572 23,721

Net financing costs 138,135 148,599

NET REVENUES BEFORE CUMULATIVE EFFECT OF
CHANGE IN ACCOUNTING PRINCIPLE 53,397 7,962

CUMULATIVE EFFECT OF CHANGE IN ACCOUNTING
PRINCIPLE (6,728) 11,834

NET REVENUES 46,669 19,796

OTHER COMPREHENSIVE INCOME (LOSS) (144,831) 515

COMPREHENSIVE INCOME (LOSS) $ (98,162) $ $20,311

The accompanying notes are an integral part of these combined financial statements.
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COMBINED STATEMENTS OF CASH FLOWS

For the years ended of April 30, 2003 and 2002 (Thousands)

2 0 0 3 2 0 02
1- t

CASH FLOWS FROM OPERATING ACTIVITIES
Net revenues

Adjustments to reconcile net revenues to net cash

provided by operating activities:

Depreciation and amortization

Post-retirement benefits expense
Amortization of provision for loss on long-term contracts
Amortization of net bond discount/premium and issuance expenses

Amortization of spent nuclear fuel storage
Cumulative effect of change in accounting principle

Other, net

Decrease (increase) in -
Fuel stocks and materials & supplies

Receivables, including unbilled revenues, net
Other assets

Increase (decrease) in -

Accounts payable

Accrued taxes and tax equivalents

Accrued interest

Other liabilities, net

$ 46,669

435,815

36,900
(13,281)

(6,511)
1,562

(6,728)

233

5,307

(28,127)

(23,811)

$ 19,796

411,915

27,900

(13,281)

1,732

1,446

11,834

(19,695)

207.464
(96,188)

(85,402)

26,270

(11,298)

105,286

20,894

6,353

13,417

10,568

Net cash provided by operating activities 499,260 587,779

CASH FLOWS FROM INVESTING ACTIVITIES
Additions to utility plant, net (512,887) (643,564)
Purchases of securities (135,773) (361,077)

Sales and maturities of securities 282,311 502,645

Net cash used for investing activities (366,349) (501,996)

CASH FLOWS FROM FINANCING ACTIVITIES
Proceeds from issuance of long-term debt 876,450 1,013,150

Retirement of commercial paper (150,000)

Repayment of long-term debt, including refundings (843,490) (1,097,470)

Payment of capital lease obligation (25,334) (15,371)

Increase in segregated funds (187,419) (28,523)

Net cash used for financing activities (329,793) (128,214)

NET DECREASE IN CASH AND CASH EQUIVALENTS (196,882) (42,431)

BALANCE AT BEGINNING OF YEAR IN CASH AND CASH EQUIVALENTS 594,523 636,954

BALANCE AT END OF YEAR IN CASH AND CASH EQUIVALENTS $ 397,641 $ 594,523

SUPPLEMENTAL INFORMATION

Cash Paid for Interest (Net of capitalized Interest) S 131,229 $ 158,165
Non-cash Financing Activities

Utility plant acquired under capital lease $ - $ 292,068

Loss on defeasance $ 45,289 $ 60,646

The accompanying notes are an integral part of these combined financial statements.
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N OTIES TO CO M B I N E D F I N AN CI AL STATEM E N TS
April 30, 2003 and 2002

1. Basis of Presentation:

The Company - The Salt River Project Agricultural Improvement and Power District (the District) is an agricultural

improvement district organized in 1937 under the laws of the State of Arizona. It operates the Salt River Project (the
Project), a federal reclamation project, under contracts with the Salt River Valley Water Users' Association (the

Association) by which it has assumed the obligations of the Association to the United States of America for the care,

operation and maintenance of the Project. The District owns and operates an electric system that generates, purchases
and distributes electric power and energy, and provides electric service to residential, commercial, industrial and

agricultural power users in a 2,900-square-mile service territory In parts of Maricopa, Gila and Pinal Counties, plus

mine loads in an adjacent 2,400-square-mile area in Gila and Pinal Counties. The Association, incorporated under
the laws of the Territory of Arizona in 1903, operates an irrigation system as the agent of the District.

In 1997, the District established a wholly-owned, taxable subsidiary, New West Energy Corporation (New West

Energy), to market, at retail, energy available to the District that was surplus to the needs of its retail customers, and
energy that might have been rendered surplus by retail competition in Arizona in the supply of generation. However,
as a result of the turmoil in the California energy market, New West Energy has discontinued marketing excess energy,

although it may resume this activity in the future. It continues to provide energy-related services to various customers

within and outside the State of Arizona.

Possession and Use of Utility Plant - The United States of America retains a paramount right or claim in the Project

that arises from the original construction and operation of certain of the Project's electric and water facilities as a

federal reclamation project. Rights to the possession and use of, and to all revenues produced by, these facilities are

evidenced by contractual arrangements with the United States of America.

Principles of Combination - The accompanying combined financial statements reflect the combined accounts of the

Association and the District (together referred to as SRP). The District's financial statements are consolidated with its

two wholly-owned taxable subsidiaries, New West Energy and Papago Park Center, Inc. (PPC). PPC is a real estate

management company. All material inter-company transactions and balances have been eliminated.

Regulation and Pricing Policies - Under Arizona law, the District's publicly-elected Board of Directors (the Board)

has the authority to establish electric prices. The District is required to follow certain procedures, including public

notice requirements and special Board meetings, before implementing changes in standard electric price schedules.

2. Significant Accounting Policies:

Basis of Accounting - The accompanying combined financial statements are presented in conformity with accounting
principles generally accepted in the United States of America (GAAP) and reflect the pricing policies of the Board.

The District's 'regulated" operations apply Statement of Financial Accounting Standards No. 71, "Accounting for the
Effects of Certain Types of Regulation" (SFAS No. 71), while "non-regulated" operations follow GAAP for enterprises

in general. Classification of regulated and non-regulated operations is determined in accordance with applicable
GAAP accounting guidelines.

The preparation of financial statements In compliance with GAAP requires management to make estimates and

assumptions that affect the reported amounts in the financial statements and disclosures of contingencies. Actual results
could differ from the estimates.

Utility Plant - Utility plant is stated at the historical cost of construction, less any impairment losses. Capitalized

construction costs include labor, materials, services purchased under contract, and allocations of indirect charges for
engineering, supervision, transportation and administrative expenses and capitalized Interest or an allowance for

funds used during construction (AFUDC). AFUDC is the estimated cost of funds used to finance regulated plant additions
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NOTES TO COMBINED FINANCIAL STATEMENTS
April 30, 2003 and 2002

and is recovered in prices through depreciation expense ovef the useful life of the related asset. The cost of property
that is replaced, removed or abandoned, together with removal costs, less salvage, Is charged to accumulated
depreciation.

Composite rates of 4.70% and 5.45% were used in fiscal years 2003 and 2002 to calculate interest on funds used
to finance construction work in progress, resulting In $16.8 million and $14.4 million of interest capitalized,
respectively.

Depreciation expense Is computed on the straight-line basis over the estimated useful lives of the various classes of
plant assets. The following table reflects the District's average depreciation rates on the average cost of depreciable
assets, for the fiscal years ended April 30:

2003 2002

Average electric depreciation rate 3.99% 3.92%
Average irrigation depreciation rate 2.68% 2.88%
Average common depreciation rate 5.18% 6.41%

Bond Expense - Bond discount/premium and issuance expenses are being amortized using the effective Interest

method over the terms of the related bond issues.

Allowance for Doubtful Accounts - The District has provided for an allowance for doubtful accounts of $64.4 million

and $67.5 million as of April 30, 2003 and 2002, respectively.

Nuclear Fuel - The District amortizes the cost of nuclear fuel using the units of production method. The nuclear fuel

amortization and the disposal expense are components of fuel expense. Accumulated amortization of nuclear fuel at

April 30, 2003 and 2002 was $337.3 million and $318.4 million, respectively.

Nuclear Decommissioning - The total cost to decommission the District's 17.49% share of Palo Verde Nuclear

Generating Station (PVNGS) is estimated to be $344.9 million, in 2001 dollars. This estimate is based on a site

specific study prepared by an independent consultant, assuming the prompt removal/dismantlement method of

decommissioning authorized by the Nuclear Regulatory Commission (NRC). This study Is updated as required, every

three years, and was last updated in the fall of 2001. Based on the 2001 site study, the District estimates its share
of ultimate decommissioning expenditures will be $1.8 billion. Current decommissioning funding levels assume earnings
on the decommissioning funds of 7.65%, as well as a future annual escalation rate of 5.92% in decommissioning

costs. The actual decommissioning costs may vary from the estimate. Expenditures for decommissioning activities are
anticipated over a 14-year period beginning in 2024. Estimated decommissioning costs are accrued over the estimated

useful life of PVNGS. The liability associated with decommissioning Is included in deferred credits and other non-

current liabilities in the accompanying Combined Balance Sheets and amounted to $99.7 million and $93.5 million

as of April 30, 2003 and 2002, respectively. Decommissioning expense, net of earnings on trust fund assets, of
$2.9 million and $3.6 million was recorded In fiscal years 2003 and 2002, respectively. The District contributes to

a trust set up in accordance with the NRC requirements. Decommissioning funds of S114.5 million and $121.4 million,

stated at market value, as of April 30, 2003 and 2002, respectively, are held in the trust and are classified as

segregated funds in the accompanying Combined Balance Sheets. Unrealized gains on decommissioning fund assets
of $17.0 million and $28.2 million at April 30, 2003 and 2002, respectively, are included in deferred credits and
other non-current liabilities in the accompanying Combined Balance Sheets. See Recently Issued Accounting

Standards, at the end of this note, for information on a new accounting standard that Impacts nuclear decommissioning

accounting.
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N OTES TO CO M B I N E D F I N AN CIAL STATEM E N T S
April 30, 2003 and 2002

Accounting for Energy Risk Management Activities - The District has an energy risk management program to limit
exposure to risks inherent In normal energy business operations. The goal of the energy risk management program
is to measure and minimize exposure to market risks, credit risks and operational risks. Specific goals of the energy
risk management program include reducing the impact of market fluctuations on energy commodity prices associated
with customer energy requirements, excess generation and fuel expenses, in addition to meeting customer pricing
needs, and maximizing the value of physical generating assets. The District employs established policies and procedures
to meet the goals of the energy risk management program using various physical and financial instruments, Including
forward contracts, futures, swaps and options. Certain of these transactions are accounted for under Statement of
Financial Accounting Standards No. 133, "Accounting for Derivative Instruments and Hedging Activities,' as
amended (SFAS No. 133). Under SFAS No. 133, derivative instruments are recorded in the balance sheet as either
an asset or liability measured at their fair value. The standard also requires changes in the fair value of the derivative
be recognized each period in current earnings or other comprehensive income depending on the purpose for using
the derivative and/or its qualification, designation and effectiveness as a hedging transaction. Most of the District's
contractual agreements qualify for the normal purchases and sales exception allowed under SFAS No. 133 and are
not recorded at market value. For further explanation of the effects of SFAS No. 133 on the District's financial results
see Note (3) "Accounting for Derivative Instruments and Hedging Activities."

Concentrations of Market and Credit Risk - Market risk is the risk that changes in market prices or customer demand
will adversely affect earnings and cash flows. Industry movements towards competition In electric generation subject
the District to market risk associated with energy commodities such as electric power and natural gas. Recovery of
costs to produce electricity In a non-regulated environment will be affected by changes In competitive market prices
for both production resources and the market price of energy sales to ultimate customers.

The use of contractual arrangements to manage the risks associated with changes in energy commodity prices creates
credit risk exposure resulting from the possibility of nonperformance by counter-parties pursuant to the terms of their
contractual obligations. In addition, volatile energy prices can create significant credit exposure from energy market
receivables. The District has a credit policy for wholesale counter-parties, and continuously monitors credit exposures,
routinely assesses the financial strength of its counter-parties, minimizes credit risk by dealing primarily with
creditworthy counter-parties, entering into standardized agreements which allow netting of exposures to and from a
single counter-party and by requiring letters of credit, parent guarantees or other collateral when it does not consider
the financial strength of a counter-party sufficient.

Income Taxes - The District is exempt from federal and Arizona state income taxes. Accordingly, no provision for
income taxes has been recorded for the District in the accompanying combined financial statements.

New West Energy recognizes deferred tax liabilities and assets for the expected future tax consequences of events
that have been recognized in its financial statements or tax returns. Deferred tax liabilities and assets are determined
based on differences between the financial statement carrying amounts and tax bases of assets and liabilities using
enacted tax rates In effect in the years In which the differences are expected to reverse. Since Its inception in May
1997, the tax effect of New West Energy's results of operations has been immaterial.

Cash Equivalents - The District treats short-term temporary cash investments with original maturities of three months
or less as cash equivalents.

Revenue Recognition - The District recognizes revenue when billed and accrues estimated revenue for electricity
delivered to customers that has not yet been billed.

Materials and Supplies, and Fuel Stocks - Materials and supplies are stated at lower of market or average cost. Fuel
stocks are stated at lower of market or weighted average cost.
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Reclassifications - For comparative purposes, certain prior year amounts have been reclassified to conform with the
current year presentation.

The District reclassified $17.0 million and $28.2 million in fiscal years 2003 and 2002, respectively, related to
unrealized gains on decommission trust fund assets from other comprehensive income to deferred credits and other
non-current liabilities to conform with Industry practice.

Recently Issued Accounting Standards - The Financial Accounting Standards Board (FASB) has recently issued the
following Statement of Financial Accounting Standards (SFAS) and FASB Interpretations (FIN) that may have financial
impacts on the District:

SFAS No. 143, "Accounting for Asset Retirement Obligations" (SFAS No. 143), provides accounting requirements
for the recognition and measurement of liabilities for legal obligations associated with the retirement of tangible long-
lived assets. Under the standard, these liabilities will be recognized at fair value as Incurred and capitalized as part
of the cost of the related tangible long-lived assets. Accretion of the liabilities due to the passage of time will be an
operating expense and the capitalized cost will be depreciated over the useful life of the long-lived asset. Retirement
obligations associated with long-lived assets included within the scope of SFAS No. 143 are those for which a legal
obligation exists under enacted laws, statutes written or oral contracts, including obligations arising under the doctrine
of promissory estoppel.

The District adopted SFAS No. 143 on May 1, 2003. Prior to adopting SFAS No. 143, costs for removal of most
assets were expensed when Incurred or accrued as an additional component of operating expense. Under SFAS
No. 143, only the costs to remove an asset with legally binding retirement obligations will be accrued over time
through accretion of the asset retirement obligation and depreciation of the capitalized asset retirement cost.

The District has identified retirement obligations for the Palo Verde Nuclear Generating Station, Navajo Generating
Station, Four Corners Generating Station and certain other assets. On May 1, 2003, the District recorded a liability
of $173.5 million for asset retirement obligations, Including the accretion impacts; a $63.1 million Increase in the
carrying amount of the associated assets; a net decrease of $99.7 million in accumulated decommissioning liability
related primarily to the reversal of the previously recorded accumulated decommissioning and other removal costs
related to these obligations; a charge to earnings as a cumulative effect of S10.7 million.

Amounts recorded under SFAS No. 143 are subject to various assumptions and determinations, such as determining
whether an obligation exists to remove assets, estimating the fair value of the costs of removal, estimating when final
removal will occur, and the credit-adjusted risk-free interest rates to be utilized on discounting future liabilities. Changes
that may arise over time with regard to these assumptions and determinations will change amounts recorded in the
future as expense for asset retirement obligations.

SFAS No. 146, "Accounting for Costs Associated with Exit or Disposal Activities' (SFAS No. 146), requires the
recognition of a liability for costs related to exit or disposal activities when the costs are incurred. Previous accounting
guidance required the liability to be recorded at the date of commitment to an exit or disposal plan. The provisions
of this statement are effective for exit or disposal activities that are initiated after December 31, 2002. Future exit or
disposal plans will be accounted for under SFAS No. 146.

SFAS No. 149, "Amendment of Statement 133 on Derivative Instruments and Hedging Activities' (SFAS No. 149),
amends and clarifies financial accounting and reporting for derivative Instruments, Including certain derivative
instruments embedded in other contracts (collectively referred to as derivatives) and for hedging activities under SFAS
No. 133. The provisions of SFAS No. 149 relating to SFAS No. 133 Implementation Issues should continue to be
applied in accordance with their respective effective dates. In general, other provisions are applied prospectively to
contracts entered Into or modified after June 30, 2003. The District is evaluating the impact of SFAS No. 149 on the
combined financial statements.
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FIN No. 45. "Guarantor's Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees
of Indebtedness of Others' (FIN No. 45). provides requirements related to the guarantor's accounting for, and
disclosure of, the issuance of certain types of guarantees and Indemnifications. The initial recognition and measurement
provisions of FIN No. 45 apply on a prospective basis to guarantees and indemnifications issued or modified after
December 31, 2002. The disclosure requirements are effective for annual periods ending after December 15, 2002.
For further explanation of the District's guarantees and Indemnifications, see Note (11) "Commitments' and Note
(12) "Contingencies.' FIN No. 45 is not expected to have a material impact on the District's financial statements;
however, It could Impact the District's financial statements in the future.

FIN No. 46. "Consolidation of Variable Interest Entities, an Interpretation of Accounting Research Bulletin No. 51
(FIN No. 46), provides guidance on the identification and consolidation of entities for which control Is achieved
through means other than voting rights (variable interest entities). FIN No. 46 also requires additional disclosures
describing transactions with variable interest entities in which consolidation is not required. FIN No. 46 is effective
immediately for any variable Interest entity created after January 31, 2003 and is effective July 1, 2003 for any
variable interest entity created before February 1, 2003. The District is evaluating the impact of FIN No. 46 on the
combined financial statements.

3. Accounting for Derivative Instruments and Hedging Activities:

Effective May 1, 2001, the District adopted SFAS No. 133. as amended. SFAS No. 133 requires that entities recognize
all derivatives as either assets or liabilities in the balance sheet and measure those instruments at fair value. Changes
in the fair value of derivative financial Instruments are either recognized periodically in net revenues or accumulated
net revenues (as a component of other comprehensive income), depending on whether or not the derivative meets
specific hedge accounting criteria. The criteria includes a requirement for hedge effectiveness, which Is measured
based on the relative changes in fair value between the derivative contract and the hedged item over time. Changes
in the fair value resulting from ineffectiveness are recognized immediately in net revenues.

The District enters Into contracts for electricity, natural gas and other energy commodities to meet the expected needs
of its retail customers. The District sells excess capacity during periods when it is not needed to meet retail requirements.
The District's energy risk management program uses various physical and financial contracts to hedge exposures to
fluctuating commodity prices. The District examines contracts at inception to determine the appropriate accounting
treatment. If a contract does not meet the derivative criteria, or if it qualifies for the SFAS No. 133 normal purchases
and sales scope exception, the District accounts for the contract using settlement accounting (costs and revenues are
recorded when physical delivery occurs). For contracts that qualify as a derivative and do not meet the SFAS No.
133 normal purchases and sales scope exception, the District further examines the contract to determine If It qualifies
for hedge accounting. If a contract does not meet the hedging criteria in SFAS No. 133. the District recognizes the
changes in the fair value of the derivative instrument in net revenues each period (mark-to-market). If the contract
does qualify for hedge accounting, changes in the fair value are recorded in accumulated net revenues and other
comprehensive income (as a component of other comprehensive Income).

The District formally documents all relationships between hedging Instruments and hedged items, as well as its risk-
management objective and strategy for undertaking various hedge transactions. This process includes linking all
derivatives to the forecasted transactions. The District also formally assesses (both at the hedge's inception and on an
ongoing basis) whether the derivatives that are used In hedging transactions have been highly effective in offsetting
changes in cash flows of hedged items and whether those derivatives may be expected to remain highly effective in
future periods. When it Is determined that a derivative is not (or has ceased to be) highly effective as a hedge, the
District discontinues hedge accounting prospectively, as discussed below.
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The District discontinues hedge accounting prospectively when: (1) it determines that the derivative is no longer effective
in offsetting changes in cash flows of a hedged Item; (2) the derivative expires or is sold, terminated, or exercised;
(3) it is no longer probable that the forecasted transaction will occur; or (4) management determines that designating
the derivative as a hedging instrument is no longer appropriate.

When the District discontinues hedge accounting because It Is no longer probable that the forecasted transaction will
occur in the originally expected period, the gain or loss on the derivative is reclassified into net revenues. If the
derivative remains outstanding, the District will carry the derivative at its fair value on the balance sheet, recognizing
changes in the fair value in current-period net revenues.

As a result of adopting SFAS No. 133 and guidance issued by the FASBs Derivative Implementation Group (DIG)
effective during fiscal year 2002, the District recognized $98.1 million of derivative assets and $80.5 million of
derivative liabilities in the Combined Balance Sheets as of May 1, 2001. Also as of May 1, 2001, the District recorded
an $11.8 million gain in net revenues and a $5.8 million gain in accumulated net revenues and other comprehensive
income (as a component of other comprehensive income), both as a cumulative effect of a change in accounting
principle.

In December 2001, the DIG issued revised guidance on the accounting for electricity contracts with option
characteristics and the accounting for contracts that combine a forward contract and a purchased option contract.
The effective date for the revised guidance for the District was May 1, 2002. As a result of this new guidance the
District recognized $16.6 million of derivative assets and $23.3 million of derivative liabilities in the Combined
Balance Sheets as of May 1, 2002. Also as of May 1, 2002, the District recorded a $6.7 million loss in combined
net revenues as a cumulative effect of change in accounting principle.

As of April 30, 2003 and 2002, the valuation of market changes for the District's energy risk management contracts
resulted in an increase (decrease) in electric revenues of $12.7 million and $(11.6) million, respectively, and an
increase (decrease) in fuel expenses of $(7.8) million and $44.4 million, respectively. The impact to combined net
revenues for fiscal year 2003 and 2002 was an unrealized gain (loss) of $20.5 million and $(44.2) million,
respectively. Accumulated net revenues and other comprehensive income (as a component of other comprehensive
income), were increased by $0.1 million and $2.3 million due to unrealized cash flow hedge gains as of April 30,
2003 and 2002, respectively. The following table summarizes the District's derivative related assets and liabilities at
April 30 (in thousands):

2003 2002

Other Current Assets $ 29,794 $ 3,383

Deferred Charges and Other Assets 27,586 12,514

Other Current Liabilities (31,274) (18,552)

Deferred Credits and Other
Non-Current Liabilities (47.279) (39,289)

Net Asset (Liability) $ (21,173) $ (41,944)
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4. Accumulated Net Revenues and Other Comprehensive Income:

The following table summarizes accumulated net revenues and other comprehensive income (in thousands):
Accumulated

Accumulated Net Revenues
Other and Other

Accumulated Comprehensive Comprehensive
Net Revenues Income (Loss) Income

Balance, April 30, 2001 $ 2,245,791 $ 35,988 $ 2,281,779
Net revenues 19,796 19,796
Cumulative effect of change

in accounting principle - 5,765 5,765

Unrealized gain on derivative
instruments 2,255 2,255

Reclassification of realized
gain to income (5,765) (5,765)

Net unrealized loss on
available-for-sale securities (1.740) (1,740)

Balance, April 30, 2002 $ 2,265,587 $ 36,503 $ 2,302,090
Net revenues 46,669 - 46,669
Minimum pension liability (127,900) (127,900)
Unrealized gain on derivative

instruments 87 87
Reclassification of realized

loss to Income 134 134

Net unrealized loss on
available-for-sale securities (17.152) (17.152)

Balance, April 30, 2003 $ 2,312,256 S (108,328) $ 2,203,928

The majority of net unrealized loss on available-for-sale securities originates from segregated fund investments.
Net unrealized gain (loss) on available-for-sale securities consists of gross unrealized (loss) on equity funds of
$(20.0) million and $(1.2) million and gross unrealized gain (loss) on debt funds of $2.8 million and $(0.5) million
at April 30, 2003 and 2002, respectively.
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5. Long-Term Debt:
Long-term debt consists of the following at April 30 (in thousands):

Interest Rate 2003 2002

Revenue bonds (mature through 2032) 3.0% - 6.5% $ 2.648.084 $ 2.613,259
Unamortized bond discount/premium 46.925 10,012

Total revenue bonds outstanding 2,695.009 2,623,271
Commercial paper 1.0% - 1.3% 375,000 525,000

Total long-term debt 3,070,009 3.148,271
Less - current portion (260,428) (114,340)

Total long-term debt, net of current portion $ 2,809,581 $ 3,033,931

The annual maturities of long-term debt (excluding commercial paper and unamortized bond discount/premium) as of
April 30, 2003, due in the fiscal years ending April 30, are as follows (in thousands):

2004 $ 260.428
2005 171,456
2006 274,793
2007 115,061
2008 134,766
Thereafter 1.691.580

$ 2,648.084

Revenue Bonds - Revenue bonds are secured by a pledge of, and a lien on, the revenues of the electric system, after
deducting operating expenses, as defined In the bond resolution. Under the terms of the new bond resolution, effective
in January 2003, the District is no longer required to make monthly deposits to an externally trusted debt service
fund for the payment of future principal and Interest. However, the District is continuing to make debt service deposits
to a non-trusted segregated fund. Included in segregated funds in the accompanying Combined Balance Sheets is
$210.7 million and $149.1 million of debt service related funds as of April 30, 2003 and 2002, respectively.

The District has $65.3 million of mini-revenue bonds outstanding which are redeemable at the option of the bondholder
under certain circumstances. Based on historical redemptions made on these bonds, management believes there are
sufficient funds available to cover potential redemptions in any year.

The debt service coverage ratio, as defined in the bond resolution, is used by bond rating agencies to help evaluate
the financial viability of the District. For the years ended April 30, 2003 and 2002, the debt service coverage ratio
was 2.23 and 3.09, respectively.

Interest and the amortization of the bond discount and issue expense on the various issues results in an effective rate
of 5.09% over the remaining term of the bonds.

The District has authorization to issue additional Electric System Revenue Bonds totaling $602.7 million principal
amount and Electric System Refunding Revenue Bonds totaling $2.4 billion principal amount, net of amounts issued
in fiscal year 2003. These amounts do not include $580.0 million in Electric System Revenue Bonds and
$640.0 million in Electric System Refunding Revenue Bonds requested In an application currently pending before the
Arizona Corporation Commission.

In December 2001, the District issued $580.6 million of Electric System Refunding Revenue Bonds. The net proceeds
from these bonds were used to defease outstanding revenue bonds with par amounts of $605.1 million. The defeasance
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is expected to reduce total debt payments over the life of the bonds by $426.2 million and is expected to result in
present value savings of approximately $30.2 million. This transaction resulted in a net loss for accounting purposes
of $34.6 million, which was deferred and will be amortized over the life of the bonds to be refunded as authorized
by the Board.

In February 2002, the District issued $432.6 million of Electric System Refunding Revenue Bonds. The net proceeds
from these bonds were used to defease outstanding bonds with par amounts of $437.4 million. The defeasance is
expected to reduce total debt payments over the life of the bonds by $21.4 million and Is expected to result in present
value savings of approximately $29.6 million. This transaction resulted in a net loss for accounting purposes of
$26.1 million, which was deferred and will be amortized over the life of the bonds to be refunded as authorized by
the Board.

In August 2002, the District defeased, with cash, $408.0 million of its outstanding revenue bonds. The defeasance
is expected to reduce total debt payments over the life of the bonds by $681.2 million. This transaction resulted in a
net loss for accounting purposes of $25.0 million, which was deferred and will be amortized over the life of the
defeased bonds.

In September 2002, the District issued $570.0 million of Electric System Revenue Bonds. The net proceeds from these
bonds are being used to fund distribution capital requirements.

In November 2002, the District issued $202.4 million of Electric System Refunding Revenue Bonds. The net proceeds
from these bonds were used to defease outstanding revenue bonds with par amounts of $209.8 million. The defeasance
is expected to reduce total debt payments over the life of the bonds by $296.2 million and is expected to result in
present value savings of approximately $7.4 million. This transaction resulted In a net loss for accounting purposes
of $13.9 million, which was deferred and will be amortized over the life of the bonds to be refunded.

In November 2002, the District issued $104.1 million of Electric System Refunding Revenue Bonds. The net proceeds
from these bonds were used to defease outstanding revenue bonds with par amounts of $113.3 million. The defeasance
is expected to reduce total debt payments over the life of the bonds by $226.0 million and Is expected to result in
present value savings of approximately $13.2 million. This transaction resulted in a net loss for accounting purposes
of $6.4 million, which was deferred and will be amortized over the life of the bonds to be refunded.

Commercial Paper -The District has $375.0 million of outstanding tax-exempt Series B Commercial Paper. The District
has retired the $150.0 million of tax-exempt Series A Commercial Paper as of April 30, 2003. The Series B issue
has an average weighted interest rate to the District of 1.1%.

The commercial paper matures not more than 270 days from the date of issuance and Is an unsecured obligation
of the District. The District has the ability to refinance the outstanding commercial paper on a long-term basis in
connection with its revolving line of credit that supports the commercial paper and is available through April 10,
2006. As such, the District has classified the commercial paper as long-term debt in the Combined Balance Sheets
as of April 30, 2003.

While the revolving credit agreement contains covenants that could prohibit borrowing under certain conditions,
management believes financing would be available. The District has never borrowed under the agreement and
management does not expect to do so in the future. Alternative sources of funds to support the commercial paper
program include existing funds on hand or the Issuance of alternative debt, such as revenue bonds.

Line-of-Credit Arrangements - The District has a $375.0 million revolving line-of-credit agreement that supports the
$375.0 million tax-exempt Series B Commercial Paper Program. The District also had a $150.0 million revolving
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line-of-credit agreement that expired on May 6, 2003 which supported the $150.0 million tax-exempt Series A
Commercial Paper Program that was retired on April 30, 2003. These agreements have various covenants, with which
the District was in compliance at April 30, 2003.

6. Fair Value of Financial Instruments:

The following methods and assumptions were used to estimate the fair value of each class of financial instruments
identified In the following items in the accompanying Combined Balance Sheets.

Investments in Marketable Securities - The District invests in U.S. government obligations, certificates of deposit and
other marketable investments. Such investments are classified as other investments, segregated funds, cash and cash
equivalents or temporary investments in the accompanying Combined Balance Sheets depending on the purpose and
duration of the investment. The fair value of marketable securities with original maturities greater than one year is
based on published market data. The carrying amount of marketable securities with original maturities of one year
or less approximates their fair value because of their short-term maturities.

Long-Term Debt - The fair value of the District's revenue bonds, including the current portion, was estimated by using
pricing scales from independent sources. The carrying amount of commercial paper approximates the fair value
because of its short-term maturity.

Other Current Assets and Liabilities - The carrying amounts of receivables, accounts payable, customers' deposits
and other current liabilities in the accompanying Combined Balance Sheets approximate fair value because of their
short-term maturities.

The estimated carrying amounts and fair values of the District's financial instruments, at April 30, are as follows (in
thousands):

2003 2002

Carrying Amount Fair Value Carrying Amount Fair Value

Investments in marketable securities:
Other Investments $ 15,000 $ 15,032 $ 34,000 $ 34,579
Segregated funds 653,968 657,488 449,340 451,144

Temporary investments 57,925 58.013 185,463 186,294

Long-term debt 3,070.009 3,230,661 3,148,271 3,245.100

Accounting for Debt and Equity Securities - The District's investments in debt securities are reported at amortized

cost if the intent is to hold the security to maturity. At April 30, 2003, the District's investments in debt securities have
maturity dates ranging from May 6, 2003 to February 28, 2012. Other debt and equity securities are reported at
market, with unrealized gains or losses Included as a separate component of Accumulated Net Revenues and Other

Comprehensive Income. The District's Investments In debt and equity securities are included in temporary investments,

segregated funds and non-utility property and other investments in the accompanying Combined Balance Sheets.

7. Employee Benefit Plans and Incentive Programs:

Defined Benefit Pension Plan and Other Post-Retirement Benefits - SRP's Employees' Retirement Plan (the Plan) covers

substantially all employees. The Plan is funded entirely from SRP contributions and the income earned on invested
Plan assets. No contributions were required in fiscal years 2003 or 2002.
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The Plan assets consist primarily of stocks, U.S. government obligations, corporate bonds and real estate funds.

SRP provides a non-contributory defined benefit medical plan for retired employees and their eligible dependents
(contributory for employees hired January 1, 2000 or later) and a non-contributory defined benefit life insurance
plan for retired employees. Employees are eligible for coverage if they retire at age 65 or older with at least five

years of vested service under the Plan (ten years for those hired January 1. 2000 or later), or any time after attainment

of age 55 with a minimum of ten years of vested service under the Plan (20 years for those hired January 1, 2000

or later). The funding policy Is discretionary and is based on actuarial determinations. The unrecognized transition

obligation is being amortized over 20 years, beginning in 1994.

The following tables outline changes in benefit obligations, plan assets, the funded status of the plans and amounts

included in the combined financial statements as of April 30, based on January 31 valuation dates (in thousands):
Pension Benefits Other Benefits

2003 2002 2003 2002

Change in benefits obligation:
Benefit obligation at beginning of year $ 644.700 $ 567.300 S 279,900 S 215,400

Service cost 18,200 17,000 7,200 5,600
Interest cost 45.700 41.600 19.900 15.800
Amendments 17,800 - (14.900)
Actuarial loss 83,600 48,500 30,600 52,100
Benefits paid (31,000) (29,800) (10,700) (9,000)

Benefit obligations at end of year $ 779,000 $ 644,600 S 312.000 S 279,900

Change In plan assets:
Fair value of plan assets

at beginning of year $ 639,600 $ 705,100 $ - $

Actual return on plan assets (63,000) (35,700)

Employer contributions - - 10,700 9,000

Benefits paid (31,000) (29,800) (10,700) (9,000)

Fair value of plan assets at end of year $ 545,600 $ 639,600 S - $

Funded status $ (233,400) $ (5,000) S (312,000) $ (279,900)
Unrecognized transition obligation - - 41,100 62,300

Unrecognized net actuarial loss 245,600 37,000 110,400 83,500

Unrecognized prior service cost 25,400 8,700 600
Post January 31 contributions - - 2,700 3,000

Net asset (liability) recognized $ 37,600 $ 40,700 $ (157,200) $ (131,100)

Amounts recognized in
Combined Balance Sheets:

Prepaid benefit cost $ 37,600 $ 40,700 S - $
Accrued benefit liability - - (157,200) (131,100)

Additional minimum liability (153,300)
Intangible asset 25,400
Accumulated other comprehensive Income 127.900

Net amount recognized $ 37,600 $ 40,700 $ (157,200) $ (131,100)

The District internally funds its other post-retirement benefits obligation. At April 30, 2003 and 2002, $152.3 million

and $163.9 million of segregated funds, respectively, were designated for this purpose.
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Weighted average assumptions used to calculate actuarial present values of benefit obligations were as follows:

Pension Benefits Other Benefits

2003 2002 2003 2002

Discount rate 6.75% 7.25% 6.75% 7.25%
Expected return on plan assets 8.25% 8.75% N/A N/A
Rate of compensation increase 4.0% 4.0% 4.0% 4.0%

For employees who retire at age 65 or younger, for measurement purposes, a 9.0% annual increase before attainment

of age 65 and a 11.0% annual increase on and after attainment of age 65 in per capita costs of health care benefits

were assumed during 2003; these rates were assumed to decrease uniformly until equaling 5.0% in all future years.

Components of net periodic benefit (gain) costs for the years ended April 30. are as follows (in thousands):

Pension Benefits Other Benefits

2003 2002 2003 2002

Service cost $ 18.200 $ 17,000 $ 7.200 $ 5,600
Interest cost 45.800 41 600 19.900 15.800
Expected return on plan assets (62,000) (61,300)
Amortization of transition

obligation (asset) - (4,000) 5.600 5.700
Recognized net actuarial loss (gain) - (2.400) 4.200 800
Amortization of prior service cost 1.100 1,100

Net periodic benefit (gain) cost $ 3,100 $ (8,000) $ 36.900 $ 27,900

Assumed health care cost trend rates have a significant effect on the amounts reported for health care plans. A one-
percentage-point change In the assumed health care cost trend rates would have the following effect (in thousands):

One- One.
Percentage- Percentage-

Point Point
Increase Decrease

Effect on total service cost and interest cost components S 4,600 $ (4,100)

Effect on post-retirement benefit obligation $ 45.000 $ (40.000)

Defined Contribution Plan - SRP's Employees' 401 (k) Plan (the 401 (k) Plan) covers substantially all employees. The

401(k) Plan receives employee pre-tax and post-tax contributions and partial employer matching contributions.
Employer matching contributions to the 401 (k) Plan were $8.4 million and $7.1 million during fiscal years 2003 and

2002, respectively.

Employee Incentive Compensation Program - SRP has an incentive compensation program covering substantially all

regular employees. The incentive compensation amount is based on achievement of pre-established targets. An accrual
of $8.3 million for fiscal year ended April 30, 2003 is included in other current liabilities in the accompanying

Combined Balance Sheets. This liability is stated net of receivables from participants in jointly-owned electric plants
of $0.9 million at April 30. 2003. The incentive targets were not met in fiscal year 2002.
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8. Interests in Jointly-Owned Electric Utility Plants:

The District has entered into various agreements with other electric utilities for thejoint ownership of electric generating
and transmission facilities. Each participating owner in these facilities must provide for the cost of its ownership share.
The District's share of expenses of the jointly-owned plants is included in operating expenses in the accompanying
Combined Statements of Net Revenues.

The following table reflects the District's ownership interest injointly-owned electric utility plants as of April 30, 2003
(in thousands):

Construction
Ownership Plant in Accumulated Work

Generating Station Share Service Depreciation in Progress

Four Corners (NM) (Units 4 & 5) 10.00% $ 102.564 $ 90,236 $ 3,441
Mohave (NV) (Units 1 & 2) 20.00% 131.900 96,482 10,063
Navajo (AZ) (Units 1, 2 & 3) 21.70% 345,003 219,442 3,827
Hayden (CO) (Unit 2) 50.00% 113,178 66.355 976
Craig (CO) (Units 1 & 2) 29.00% 243,104 154,672 1,748
PVNGS (AZ) (Units 1, 2 & 3) 17.49% 1,103,042 794,178 54,167

$2.038,791 $1,421,365 $ 74,222

The District acts as the operating agent for the participants in the Navajo Generating Station (NGS). On November

30, 2001, the District acquired half (10%) of the interest in the Mohave Generating Station held by the Los Angeles

Department of Water and Power, thereby increasing the District's total share to 20%.

9. Capital Lease:

In fiscal year 2001, the District entered into a ten-year contract with Reliant Energy Desert Basin, LLC (Reliant) for

the long-term exclusive purchase of power and energy produced at Reliant's facility located in Central Arizona. The
amount of capacity available to the District is approximately 598 MW annually. The payments include costs for both

capacity and operation and maintenance of the facility. Upon Inception of the contract, the present value of the fixed
payment attributable to capacity costs meets the requirement for accounting for this contract as a capital lease.
Accordingly, In fiscal year 2002, the District recorded the present value of the capacity payments of $292.1 million

as utility plant and the related capital lease obligation In deferred credits and other non-current liabilities (long-term

portion) and other current liabilities (short-term portion). At April 30, 2003 and 2002, the utility plant under the
capital lease was $246.8 million and $277.0 million, net of accumulated amortization of $45.3 million and

S15.1 million, respectively. The capital lease obligation was $251.4 million and $276.7 million at April 30, 2003

and 2002, respectively. The capacity payments required under the agreement total $40.9 million annually through

fiscal year 2008, and $108.3 million thereafter. The operation and maintenance payments required under the

agreement total $21.5 million annually through fiscal year 2008, and $57.0 million thereafter.

10. Regulatory Issues:

Fundamental Changes in the Electric Utility Industry - The District historically operated in a highly-regulated

environment in which it had an obligation to deliver electric service to customers within its service area. In May 1998,

the Arizona Electric Power Competition Act (the Act) authorized competition in the retail sale of electric generation,
recovery of stranded costs and competition in billing, metering and meter reading.
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The Act allows a temporary surcharge on electric distribution service prices to pay for all or a portion of unmitigated
stranded costs of electric generation service Incurred as a direct result of the onset of competition. Such costs must
have been incurred to serve customers in Arizona before December 26, 1996. This surcharge may not continue past
December 31, 2004, and must not cause prices to exceed the prices in effect on December 30, 1998.

In May 2002. the legislature established a committee to examine the status of deregulation and determine whether
the Act should be modified. The committee met during 2002 and issued a final report on June 12, 2003, with its
recommendation to continue to study the Act. The committee is expected to be reappointed in 2003 to continue its
evaluation of retail competition and possible changes to the Act.

In 1999, the Arizona Corporation Commission (the Commission), which regulates public service corporations,
approved final rules for retail electric competition. The Commission subsequently entered into agreements with each
of Its regulated utilities, establishing terms and conditions precedent to a framework for stranded cost recovery and
unbundled tariffs. Beginning January 1, 2001, all customers were given the right to select an alternative generation
provider. In 2002, due to California's unsuccessful experience with competition and other market developments, the
Commission began a review of its existing competition rules to provide additional safeguards for consumers and to
identify key issues that impede competition and areas that could be improved.

The Federal Energy Regulatory Commission (FERC) regulates the electric utility industry under the authority of various
statutes. FERC issued rules In 1996 mandating, among other things, open nondiscriminatory access to transmission
lines. The rules require comparable transmission service in order to use the transmission systems of public utilities.
The District has filed a comparable open access transmission tariff to ensure reciprocal access, pursuant to rules FERC
developed for non-jurisdictional entities like the District. In addition, FERC Issued its Order No. 2000 in December
1999, requiring all jurisdictional public utilities that own, operate or control interstate transmission to attempt to
develop proposals for regional transmission organizations (RTO). The District is participating in the development of
an RTO for the Southwest.

The Changing Regulatory Environment - By 2001, the District had opened its service area to competition in generation
and billing, metering and meter reading. The District's electric distribution area remains regulated by its Board and
the District will not provide distribution services in the distribution areas of other utilities.

The District's price plans have been unbundled since 1999. The District reviewed its price plans in November 2001
and approved, among other things, a Fuel and Purchase Power Adjustment Mechanism (Adjustment Mechanism) that
became effective May 1, 2002. The Adjustment Mechanism provides for a prospective collection of amounts for fuel
and purchased power costs above predetermined levels. Other changes to the District's price plans became effective
December 31, 2001. The District prices Its electric generation based upon market and cost of service factors.

Since December 31, 1998, the District has been recovering stranded costs through a competitive transition charge
(CTC) paid by all distribution customers. Effective June 2004, the District will stop collecting the CTC. In fiscal year
2001 management determined, based upon projections using current economic conditions, that the full CTC of
$795.0 million might not be collected. Management, therefore, reduced the amount of the CTC asset and took a
charge to depreciation and amortization expense of $85.0 million as of April 30, 2001. Further, as part of the
November 2001 price plans review, the District reviewed the level of its CTC associated with stranded cost recovery
and elected to retain the CTC at its current level until June 1, 2004.

Through a surcharge to the District's transmission and distribution customers, the District recovers the costs of programs
benefiting the general public, such as discounted rates for the elderly or impoverished, efficiency programs, demand-
side management measures, renewable energy programs, economic development, research and development and
nuclear decommissioning, Including the cost of spent fuel storage. These surcharges have been separately identified
and included in the District's price plans for the regulated portion of its operations.
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Regulatory Accounting - The District accounts for the financial effects of the regulated portion of its operations in
accordance with the provisions of SFAS No. 71, which requires cost-based, rate-regulated utilities to reflect the impacts
of regulatory decisions in their financial statements.

As a result of the Board actions in August 1998 to open the District's service area to competition in generation, the
District discontinued the application of SFAS No. 71 to Its electric generation operations in fiscal year 1999. From
that time forward, the provisions of SFAS No. 101, "Regulated Enterprises: Accounting for the Discontinuation of
Application of FASB Statement No. 71," have been applied to the portion of its business no longer meeting the
provisions of SFAS No. 71.

In fiscal year 1999, the District evaluated the carrying amounts of its generation operations in relation to future cash
flows expected to be generated from their use In a competitive environment and determined that $850.2 million of
these assets were impaired. Impairment of $631.8 million was attributable to generation operations, and
S1 63.7 million was attributable to long-term energy contracts. Of the total impairment, a maximum of $795.0 million
may be recovered through the CTC, and such amount was recorded as a regulatory asset (CTC regulatory asset). The
CTC regulatory asset will be recovered through the competitive transition charge over the period beginning December
31, 1998, and continuing through May 31, 2004. Since December 31, 1998, the District has amortized or charged
$657.7 million of CTC asset to depreciation and amortization expense and recovered $606.3 million through CTC
revenue.

Regulatory assets for spent nuclear fuel storage are being amortized over the life of the nuclear plant. Bond defeasance
regulatory assets are being amortized over different periods, beginning in fiscal year 1997 and ending in fiscal year
2031. Regulatory assets are included in deferred charges and other assets on the accompanying Combined Balance
Sheets.

Mohave Generating Station - The District and the other Participants in the Mohave Generating Station (Mohave)
entered into a settlement with the Sierra Club that requires the Installation of pollution abatement equipment by the
end of 2005 if the plant will continue to be operated with coal. (See Note (12) "Contingencies," for additional
information on air quality issues.) In addition, the initial term of the coal supply agreement serving Mohave expires
at the end of 2005 and the Hopi Tribe has demanded that pumping water for the slurry pipeline serving Mohave
cease by the end of 2005. The Mohave Participants, in turn, have refused to commit to install pollution abatement
equipment without reasonable assurance that water will be available to deliver coal to the plant. Due to the lead-
time required to order and install the pollution abatement equipment, the plant will likely cease operations at the end
of 2005 for some period of time. The District and the other Mohave Participants are negotiating with various parties,
including the Hopi Tribe, to extend the life of Mohave beyond 2005. The District's management is committed to this
effort. If necessary, the District believes it will be able to replace the energy from other sources.

However, if the negotiations are not successful and the Mohave Participants are unable to secure the needed extension
of the life of Mohave, the District will require an alternative means for recovering its investment in the plant. In that
event, management received authorization from the Board to recover the balance of the District's investment in Mohave
in its retail revenue requirements over the remainder of the scheduled useful life of the plant. Consequently, an analysis
of the plant's future operating cash flows was performed resulting in a determination that it was not probable that
the plant's carrying value would be realized through future revenues and a write-down of its carrying value of
$66.2 million was recorded. In accordance with accounting standards for rate-regulated enterprises (SFAS No. 71),
a regulatory asset was established for $66.2 million, based on the District's expectation that any unrecovered book
value at the end of 2005 would be recovered In future rates.
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Deferred charges and other assets consist primarily of the following at April 30 (in thousands):

2003 2002

CTC regulatory asset $ 137,764 $ 264,931

Bond defeasance regulatory asset 114,291 84,475

Mohave Generating Station regulatory asset 66,231

Spent nuclear fuel storage regulatory asset 22,418 22,209

Prepaid pension benefits 37,600 40,700

Derivatives market valuation 27,586 12,514

Pension intangible asset 25,400

Other 35,583 33,462

$ 466,873 $ 458,291

If events were to occur making full recovery of these regulatory assets no longer probable, the District would be

required to write off the remaining balance of such assets as a one-time charge to net revenues.

Deferred credits and other non-current liabilities consist primarily of the following at April 30 (in thousands):

2003 2002

Capital lease obligation $ 224,500 $ 251,364

Accrued post-retirement benefit liability 157,200 131,100
Additional pension minimum liability 153,300

Accrued decommissioning costs 116,725 121,710

Provision for contract losses 106,180 119,460

Derivatives market valuation 47,279 39,289

Accrued spent nuclear fuel storage 25,966 25,657

Other 83,207 84,106

S 914,357 $ 772,686

Operating results from the separable portion of the District's operations not meeting the provisions of SFAS No. 71

are as follows (in thousands):

Fiscal
Year Ended

April 30, 2003

Fiscal
Year Ended

April 30, 2002

Operating revenues $ 1,236,273 $ 1,459.451

Operating expenses 1,210,182 1,387,367

Net operating revenues from non-regulated operations $ 26,091 $ 72,084
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Utility plant assets used in the separable portion of the District's operations no longer meeting the provisions of SFAS
No. 71 are as follows at April 30 (in thousands):

2003 2002

Electric plant in service $ 3,860,115 $ 3,887,948

Less accumulated depreciation (2,275,461) (2,119,902)

Net utility plant assets used in non-regulated operations S 1,584,654 $ 1,768.046

1'1. Commitments:

Subsidiary Guarantees - The District acts as guarantor for New West Energy's contractual obligations as necessary
to satisfy performance security requirements under agreements with utility distribution companies, brokers and counter-
parties for financial hedge transactions and power purchasers and sellers. No payments were made under these
guarantees during fiscal years 2003 and 2002. Existing guarantees were terminated May 31, 2003.

Improvement Program - The Improvement Program represents SRP's six-year plan for major construction projects and
capital expenditures for existing generation, transmission, distribution and irrigation assets. For the 2004-2009 period,
SRP estimates capital expenditures of approximately $2.4 billion. Major construction projects include expansion of
generation at the Santan Generating Station, as well as other key strategic distribution and transmission projects.

Long-Term Power Contracts - The District entered Into three contracts, collectively, with the United States Bureau of
Reclamation (United States), the Western Area Power Administration and the Central Arizona Water Conservation
District (CAWCD) for the long-term sale, through September 2011, of power and energy associated with the United
States' entitlement to NGS. The amount of energy available to the District varies annually and is expected to decline
over the life of the contracts. The District pays a fixed amount under the contracts, pays the cost of NGS generation
and other related costs, and supplies energy at cost to CAWCD for Central Arizona Project facilities. The fixed portion
of the District's payment obligations under the three contracts totals $47.0 million annually through fiscal year 2008,
and $160.4 million thereafter. Of the total obligation, $25.2 million annually through fiscal year 2008 and
$86.1 million thereafter are unconditionally payable regardless of the availability of power. Payments under these
contracts totaled $99.4 million and $74.6 million In fiscal years 2003 and 2002, respectively.

The District entered into two other long-term power purchase agreements to obtain a portion of its projected load
requirements through 2011. Minimum payments under these contracts are $40.6 million annually through fiscal year
2008 and $111.6 million thereafter. Total payments under these two contracts, including the minimum payments, were
$61.9 million and $61.7 million in fiscal years 2003 and 2002, respectively. In conjunction with the impairment
analysis performed on generation-related operations, the District has recorded provisions for losses on these contracts.
The provisions recorded in August 1998, of $163.7 million, are being amortized over the life of the contracts,
commencing January 1, 1999. Amortization of $13.3 million has been reflected as a reduction in purchased power
expense in fiscal years 2003 and 2002. The remaining liability at April 30, 2003 of $106.2 million Is included in
deferred credits and other non-current liabilities in the Combined Balance Sheets.

Fuel Supply - At April 30, 2003, minimum payments under long-term coal supply contract commitments are estimated
to be $156.8 million in fiscal year 2004, $148.0 million in fiscal year 2005, $120.9 million in fiscal year 2006,
$91.7 million in fiscal year 2007, $62.7 million in fiscal year 2008, and $283.4 million thereafter.
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12. Contingencies:

Nuclear Insurance - Under existing law, public liability claims arising from a single nuclear incident are limited to
$9.5 billion. PVNGS participants insure for this potential liability through commercial insurance carriers to the
maximum amount available ($200.0 million) with the balance covered by an industry-wide retrospective assessment
program as required by the Price-Anderson Act. If losses at any nuclear power plant exceed available commercial
insurance, the District could be assessed retrospective premium adjustments. The maximum assessment per reactor
per nuclear incident under the retrospective program Is $88.1 million including a 5% surcharge, applicable in certain
circumstances, but not more than S10.0 million per reactor may be charged in any one year for each incident.

Based on the District's ownership share in PVNGS, the maximum potential assessment would be S46.2 million,

including the 5% surcharge, but would be limited to $5.2 million per incident in any one year.

Spent Nuclear Fuel - Under the Nuclear Waste Policy Act of 1982, the District pays 1/10 of one cent per kWh on
its share of net energy generation at PVNGS to the Department of Energy (DOE). The DOE was responsible for the
selection and development of repositories for permanent storage and disposal of spent nuclear fuel not later than
December 31, 1998. Because of the significant delays In the DOE's schedule, it cannot be determined when the DOE
will accept waste from PVNGS or from the other owners of spent nuclear fuel. It is unlikely, due to PVNGS' position
in DOE's queue for receiving spent fuel, that Arizona Public Service Company (APS), the operating agent of PVNGS,
will be able to initiate shipments to DOE during the licensed life of PVNGS. Accordingly, APS is constructing an on-
site dry cask storage facility to receive and store PVNGS spent fuel that is sufficient to provide storage for all three
units for a 40-year operating life. The facility Is expected to receive and store spent fuel at the end of 2002.

The District's share of on-site interim storage at PVNGS is estimated to be $28.3 million for costs to store spent nuclear
fuel from inception of the plant through fiscal year-end 2003, and $1.8 million per year going forward. These costs
have been included in the District's regulated operations price plans for transmission and distribution.

Navajo Nation Lawsuit - In June 1999, the Navajo Nation filed a lawsuit in the United States District Court in
Washington, D.C., alleging that the coal supplier for the Navajo and Mohave Generating Stations (Peabody Coal

Company), Southern California Edison Company, the District, and other defendants, had induced the United States
to breach its fiduciary duty to the Navajo Nation and had violated federal racketeering statutes. The lawsuit arises
out of negotiations that culminated in 1987 with amendments to the coal royalty and lease agreements for mining
coal for the Navajo and Mohave Generating Stations. The suit alleges $600.0 million in damages and seeks treble
damages along with punitive damages of not less than $1.0 billion. In March 2001. the Hopi Tribe intervened in the
suit. However, the claims of both the Navajo Nation and the Hopi Tribe have been dismissed in their entirety with
respect to the District. The Navajo Nation and the Hopi Tribe may appeal the dismissals.

Previously, the Navajo Nation had filed a lawsuit against the United States Government based on similar allegations.
That lawsuit had been dismissed, but on appeal, It was reinstated and the Court of Appeals, in August 2001, held

that the United States had breached its fiduciary duty to the Navajo Nation, and that a claim for damages was within
the jurisdiction of the Court of Federal Claims. The United States subsequently sought review by the United States
Supreme Court, which, in March 2003, reversed the decision of the Court of Appeals. The District does not believe
that these disputes will have material adverse effects on its operations or financial condition.

Environmental - SRP is subject to numerous legislative, administrative and regulatory requirements relative to air

quality, water quality, hazardous waste disposal and other environmental matters. SRP conducts ongoing environmental
reviews of its properties for compliance and to identify those properties it believes may require remediation. Such

requirements have resulted and will continue to result in Increased costs associated with the operation of existing
properties.
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Indemnifications - From time to time the District enters Into agreements that provide indemnifications relating to
liabilities arising from or related to those agreements. Generally, a maximum obligation Is not explicitly stated in the
indemnifications and, therefore, the overall maximum amount of the obligations under such indemnifications cannot
be reasonably estimated. Based on historical experience and evaluation of the specific indemnities, we do not believe
that any material loss related to such indemnifications is likely and therefore no related liability has been recorded.

Air Quality - The federal Clean Air Act, as amended, among other things, requires reductions in sulfur dioxide and
nitrogen oxide emissions from electric generating stations and regulates emissions of hazardous air pollutants by
generating stations.

In December 1999, the participants In Mohave Generating Station settled a lawsuit alleging numerous and continuing
violations of opacity and sulfur dioxide standards. Under the terms of the settlement, the participants must install by
January 1, 2006, a sulfur dioxide scrubber and other pollution control equipment. Major plant modifications, including
emissions controls, are required for continued operation as a coal-fired plant. Capital costs are estimated at
$710.4 million, of which the District's share would be $142.1 million. These costs are included in the capital
contingencies portion of the 2004-2009 Improvement Program. However, as discussed in Note (10) "Regulatory
Issues, 'the uncertainty in post-2005 coal and water supply have caused the Mohave participants to be unwilling to
make investments necessary If Mohave operations are to extend past 2005 without an interruption.

Congress is considering new legislation, including amendments to the Clean Air Act (CAA), which could affect the
cost of generating and purchasing power. While it is too early to determine whether the legislation will be enacted,
and in what form, or what their effect will be, the changes may materially impact the cost of power generated at
affected generating units.

The U. S. Environmental Protection Agency (EPA) is developing regulations for the control of mercury emissions from
coal and oil-fired utility boilers. Regulations are scheduled to be proposed in late 2003 with a compliance date of
late 2007. These regulations are expected to affect all new and existing units. The EPA has not yet determined the
level of control that would be required. These regulations could affect the District's coal-fired units. The District is
uncertain of the impact of the regulations, which could range from no change to the installation of new emission
controls.

Congress is considering reauthorization of the Clean Air Act. In addition. EPA is implementing a number of rulemakings
under the current Clear Air Act that addresses air quality emissions. The District anticipates that emission reductions
at its coal-fired power plants will be required as a result. The level of reductions and costs of compliance are not
known at this time but the District expects to make significant expenditures for environmental compliance.

Coal Mine Reclamation - In management's opinion, there are sufficient accruals in the accompanying combined
financial statements for the District's obligation to reimburse certain coal providers for amounts due for certain coal
reclamation costs. However, the District is contesting certain other coal mine reclamation costs. Neither the District's
responsibility or the ultimate amount of liability, If any, can be determined at this time. Management does not believe
that the outcome of these matters will have a material adverse effect on the District's financial position or results of
operations.

Gas Supply - The District and other entities in Arizona have full requirements contracts with El Paso Natural Gas
Company (El Paso) for the transportation of natural gas. Because of the nature of full requirements contracts, other
users of the El Paso Systems, primarily in California, have no certainty of delivery, and have challenged the full
requirements contracts at FERC. FERC has ordered the conversion of the full requirements contracts to contracts with
fixed amounts, and has set an extended implementation date of September 1, 2003. While the outcome of this matter
is unsettled, the District's available transportation for existing and planned gas generation facilities could be
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substantially reduced. The financial Impact of FERC's order cannot be determined, but under extreme circumstances,
could be substantial including the necessity that the District Interrupt electric service. The District Is considering
alternatives, including gas storage and taking gas transportation service from firms that have proposed new pipelines
into or through Arizona, in order to mitigate the impact of an adverse outcome.

California Energy Market Issues - A number of lawsuits have been filed concerning various aspects of the California
energy market. In addition, the State of California and federal authorities are conducting investigations and other
proceedings concerning various aspects of the energy situation.

Because the District bought and sold power into the California energy market, the District has been drawn into many
of the proceedings. However, the District was a net buyer in the California market during the time periods being
scrutinized.

The State of California and others have filed various claims, alleging antitrust violations, which have now been
consolidated, against many of the power suppliers to California. Two of the suppliers who were named as defendants
in those matters filed cross-claims against about 30 other participants In the California energy markets, including
the District, In an attempt to expand those claims to such other participants. The District is seeking to have the cross-
claims dismissed and believes that the claims, as they relate to the District, are without merit.

There are two proceedings at FERC concerning potential refunds for spot market transactions in California and in
the Pacific Northwest as a result of the disturbances in the California market. The District is a party to both
proceedings. It is too early to tell whether FERC will order refunds in either proceeding, the amounts or collectability
of any refunds, or whether FERCOs orders will stand on appeal. However, the District was a net buyer in the California
and Pacific Northwest markets. The District believes that the resolution of these proceedings will not have a material
adverse impact on its financial position, and may have a positive impact.

Indian Matters - From time to time, SRP is involved in litigation and disputes with various Indian tribes on issues
concerning regulatory jurisdiction, royalty payments, taxes and water rights, among others (see Navajo Nation
Lawsuit and Air Quality above). Resolution of these matters may result in increased operating expenses.

Other Litigation - In the normal course of business, SRP Is exposed to various litigation or is a defendant in various
litigation matters. In management's opinion, the ultimate resolution of these matters will not have a material adverse
effect on SRP's financial position or results of operations.

Self-insurance - The District maintains various self-insurance retentions for certain casualty and property exposures.
In addition, the District has insurance coverage for amounts in excess of its self-insurance retention levels. The District
provides reserves based on management's best estimate of claims, including Incurred but not reported claims. In
management's opinion, the reserves established for these claims are adequate and any changes will not have a
material adverse effect on the District's financial position or results of operations.

Salt River Project 2003 Annual Report



REP O RT O F I N D EPE N D E N T P U BLI C ACC O U N TA NTS

To the Board of Directors of
Salt River Project Agricultural Improvement
and Power District, and
the Board of Governors of
Salt River Valley Water Users' Association

In our opinion, the accompanying combined balance sheets and the related combined statements of net revenues
and comprehensive Income (loss) and of cash flows present fairly, in all material respects, the financial position
of Salt River Project Agricultural Improvement and Power District and its subsidiaries and Salt River Valley Water
Users' Association (collectively, the Company) at April 30, 2003 and April 2002, and the results of their
operations and their cash flows for the years then ended in conformity with accounting principles generally
accepted in the United States of America. These financial statements are the responsibility of the Company'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 auditing standards generally accepted in the
United States of America, 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 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 our opinion.

As discussed in Note 3 to the combined financial statements, on May 1, 2001 the Company adopted Statement
of Financial Accounting Standards No. 133 and changed its method of accounting for derivative instruments.

PricewaterhouseCoopers LLP

May 29, 2003
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Corporate Officers

President
Vice President
Secretary
Treasurer

William P. Schrader
John M. Williams Jr.
Terrill A. Lonon
Stephen J. Hulet

Executive Management

General Manager
Associate General Managers

Corporate Counsel
Manager

Richard H. Silverman
David G. Areghini
Mark B. Bonsall
D. Michael Rappoport
John F. Sullivan
L.J. U'Ren
Jane D. Alfano
Richard M. Hayslip

Corporate Headquarters

Street address

Mailing address

SRP
1521 N. Project Drive
Tempe, Arizona 85281-1298
SRP
P.O. Box 52025
Phoenix, AZ 85072-2025

SRP on the Internet

Visit SRP's home page at www.srpnet.com for an electronic version of this annual report.

Financial Inquiries

Dean Yee, Manager, SRP Financial Services
(602) 236-5231

Requests for Annual Reports

For additional copies of this report, call SRP at (602) 236-2598.

Bondholder Information

For all bond information, contact the SRP Treasury Department, (602) 236-2222.

Other Inquiries

Please send an email to investor@srpnet.com.

Special thanks to the following for their role In the Communities Section of this report:

Breanna Jones. Derrick Talion. Vanessa Miranda, James Jones, Shae Duensing. Glen Ali. Jessie Miranda,

Jared Duensing. and Heather Jones.
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SRP Two-Year Financial & Operational Review

Financial Data ($000)

Total operating revenues

Electric revenues

Water & irrigation revenues

Total operating expenses

Total other income, net

Net financing costs

Net revenues for the year

Taxes and tax equivalents

Utility plant, gross

Lona-term debt

2003

$1,993,925

1,981,499

12,426

1,829,860

27,467

138,135

46,669

90,388

8,191,576

2.809.581

2002

$2,214,378

2,200,106

14,272

2,110,121

52,304

148,599

19,796

86,255

7,841,713

3.033.931

Electric revenue contributions
to support water operations 44,222 32,219

Selected Data

Debt service coverage ratio 2.23 3.09

Total electric sales (million kWh) 35,166 36,534

Peak-SRP retail customers (kW) 5,296,000 5,164.000

Water deliveries (acre-feet)** 1,011,214

Runoff (acre-feet)* * 288,676

Employees at year-end 4,231 4,252

Electric customers at year-end 796,171 772,791

'Includes SRP participation injointly owned projects.

"Water data is by calendar year, adl other data Is by fiscal year ending April 30.


