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About the Cover: .
One of El Paso, Texas’ oldest firms, El Paso Electric has provided
electrical power to the El Paso Southwest since August 1901. One
of the Company's strengths has been— and continues to be — the
desire and commitment of its employees to provide the highest
quality service and most reliable power to our more than 268,000
. customers in El Paso and an area of the Rio Grande Valley in West
Texas and Southern New Mexico.

ANNUAL MEETING OF SHAREHOiJDERS

The annual meeting of El Paso Electric Co. will be held in the Sixth
Floor Conference Room of the Company's offices located at the
Centre Building, 123 Pioneer Plaza, El Paso, Texas, 79901, on
Monday, May 15, 1995, at 10 a.m., El Paso time. In connection with
this meeting, proxies will be solicited by the Board of Directors of
the Company. A notice of the meeting, together with a proxy
statement, a form of proxy and the Annual Report to Shareholders
for 1994, were mailed on or about April 6, 1995, to shareholders of
record as of March 24, 1995.




March 30, 1995

Company’s plan of reorga-
nization, which provides for the ac-
quisition of El Paso Electric (EPE)
by Central and South West Corpora-
tion (CSW), a public utility holding
company based in Dallas, Texas. As
you may recall, the plan of reorga-
nization was confirmed by the United
States Bankruptcy Court for the
Westem District of Texas on De-
cember 8, 1993.

The merger is subject to numerous
conditions, including regulatory ap-
provals from various statc and fed-
eral regulatory agencies, such as the
Public Utility Commission of Texas
(PUCT), the New Mexico Public
Utility Commission, the Securitics
and Exchange Commission, the De-
partment of Energy, the Federal En-
crgy Regulatory Commission, and
the NuclearRegulatory Commission.
Although the regulatory approval
process is well on its way to
completion as I discuss below, CSW
has indicated for the last six months
that completion of the merger is in
jeopardy. For a detailed discussion
of this situation, I urge you to read
the “Bankruptcy Proceedings and
Proposed Merger with CSW” and
“Operational Challenges” sections
of the Company’s Annual Reporton
Form 10-K attached to this letter.

Based onthese developments and on
CSW’s public statements about the
proposcd merger, EPE is unable to
predict whetherthemergerwill close.
The Company, of course, continues
to work toward thatend. Ifthe merger
does not close, EPE will consider
other alterhatives including a stand-

hispastycarwehave worked
I hard toward completing the

alone plan or a combination with
another utility. Our goal remains: a
viable plan of reorganization that is
fair and cquitable for EPE’s sharc-
holders, creditors, and customers.

With regard to the regulatory pro-
ceedings, thePUCTissucd anInterim
Orderin the Company’s merger and
rate casc application finding the
proposed merger between the Com-
pany and CSW to be consistent with
the public interest, subject to the
successful resolution of certain
matters related to the Palo Verde
Nuclear Generating Station and the
City of Las Cruccs. ‘

Inaddition, the Intcrim Ordergranted
the Company a 12 percent return on
cquity and retained the $25 million
bonded rate increase implemented
by the Company in July 1994. The
Company is secking reconsideration
of the Interim Order onfourissucs,
including the conditional public in-
terest finding discusscd in the previ-
ous paragraph, and the rate treat-
ment of certain tax benefits and ac-
counting deferrals. The Company
expectsaSecond Interim Orderto be
issued by the PUCT by carly May
1995. A Final Order will be issued
after all other regulatory approvals
have been obtained.

More importantly, the PUCT’s or-
derresolves importantissues related
to rate treatment of the Company’s
intercst in the Palo Verde Nuclear
Generating Station. With respect to
the rate treatment of Palo Verde Unit
3, the PUCT approved EPE’s re-
quest to include 85 percent of the
cost of the unit in ratc base in ac-
cordance with the inventory plan
established by the Commission in




1991. The Commission disallowed,
onaninterim basis, EPE’s requcst to
include in rate basc the carrying
charges accrucd on Palo Verde Unit
3 between the Unit’s in-service date
and the date of its inclusion in Texas
rates. These “deferred carrying costs”
are subject, however, to recon51d-
cratlonpursuantto theInterim Ordcr

In otherfrcgulatory mattprs, the
Company and CSW recently com-.
pleted hearings before both the
Federal Energy Regulatory Com-
mnssxon(FERC)andtthechxxco
Public  Utility Commxssnon
(NMPUC) chxpcctto receive the
hearing examiner’s recommenda-

tions in the FERC proceeding by,

mid-April, and a final order from the
FERC is expected at some point be-
fore the end of the. year., An, mmal
recommendation by the NMPUC’s
presiding officer in the Company’s
merger application is expected
sometime this May, with a final or-
der from the Commission expected
inJune. Final decisionsonthemerger
arcexpected from the NuclearRegu-
latory Commission and the Securi-
tiesand Exchange Commissionsome
time after receipt of the FERC order.
Although the Company and its em-
ployees have been working hard in
an cffort to close the mcrgcr with

CSW, EPE's cmployees also con-,

tinue to meet their commitments of
providing high levels of customer
service, in addition to meeting our
obligation to provide reliable clec-
tric service to all customers,

Our service territory and total num-
ber of customers continuc to grow at
a steady rate, The Company once
again achieved record peakdemands
in 1994, recording an all-time total
system peak demand of 1365 mega::
watts (MW) on June 28 'which was .
a 2.2 percent mcrcasc oyer the prior.
record peak: of 1335 MW in 1993,
The Company’s 1994 native peak
demand of 1093 MW also was anew,

. record, markmg the first time EPE
Jas cxcccdcd thc 1000 MW level in
nanvcpeakdcmand The new rccord

was a very strong 9.6 percent in-
crease over the 1993 peak of 997
MW. In addition, EPE’s native sys-
tem sales increased an impressive

8.7 percent over the previous year.,
This growth 'was duc in part toa

. ¢ | S
I " ' .

 THIS PAST YEAR..
" WEHAVE WORKED
’ HARD ' .
TOWARD COMPLETING
THE COMPANY'S

PLAN. . ',

OFREORGANIZATION
WHICH PROVIDES
FOR THE ACQUISI'I‘ION
T ort T
EL PASO ELECTRIC

S
CENTRAL .
"' AND SOUTH WEST *
CORPORATION

L) 1 k
o ! ke

hotter than normal summer, a ser-

vice territory that continues to exhibit -

strong growth, and atotal increasc in
customers of-2,2 percent.over 1993,

Financial results, for 1994, though
still on the negative side, were not
unexpected. For.the twelve months
ended December 31, 1994, the net
loss was $28.2 million (or $0.79 per
common share) compared to a net

loss of $137.9 milliort (or $3.8§ per
commonshare) forthe previousyear.
The principal factors giving rise to
theloss in 1994 included: (i) insuffi-
cientrevenuestorecover fully EPE’s
costs of service and debt service; (i)
increased interest costs since confir-
mation of the Company’s plan of
reorganization in December 1993;
and (iii) reorganization expenses in-
curred in connection with the Bank-
ruptcy case.

Notwithstanding the financial results,
the Company’s base revenues (oper-
ating revenues less fuel revenues)
increased approximatcly $4.5 mil-
lion in 1994 as compared to 1993,
The increase is primarily attribut-
able to increases in native system
sales of electricity; hotter than nor-
mal seasonal tempecratures; and
changesinthe Company’s salesmix.

In closing, I want to thank our em-
ployees, who continuc to perform at
exceptional levels during a very dif-
ficult transition period. I also thank
cach member of EPE’s Board of
Dircctors for strong leadership, and
a tremendous commitment of time,
energy and resources. Thus, I en-
courage you to vote your proxy for
the three EPE Board members who
are standing for re-clection. Their
continued assistance will be invalu-
able to your interests as we seek to
complete this reorganization.

Finally, I thank our sharcholders for
your-continued support of EPE’s
Board, management and cmployeces.
We will keep you informed of future
developments,

Sincerely,

s kg

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




BOARD
OF DIRECTORS

David H. Wiggs, Jr. (7)
Chairman of the Board
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and Chief Exccutive Officer

Curtis L. Hoskins (5)
President & Chicf Operating Officer

Eduardo A. Rodriguez (13)
Sr. Vice President & General Cpunscl

Julius F, Bates, Jr. (23)
Vice President-Operations

John E. Droubay (5)
Vice President and Treasurer

Michacl L. Blough (13)
Controller
and Chief Accounting Officer

Gary R. Hedrick (17)
Vice President-Financial Planning
and Ratc Administration

John C. Horne (22)
Vice President-Power Supply
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Vice President- New Mexico Division
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SHAREHOLDER
INFORMATION

Sharcholders may obtain informa-
tion relating to their share position,
dividends, transfer requircments, lost
certificates, and other related mat-
tersby telephoning The Bank of New
York (BONY) Shareholder Services
at 1-800-524-4458. This service is
availabletoall sharcholdersMonday
through Friday, 8 a.m. to 6 p.m,, ET.

Address Shareholder Inquiries To:
The Bank of New York
Sharcholder Relations Dept. - IIE
Church Street Station

P.O. Box 11258

New York, New York 10286-1258

Send Certificates For Transfer
and Address Changes To:

The Bank of New York

Receive and Deliver Dept. - ITW
Church Street Station

P.O. Box 11002

New York, New York 10286-1002

SHAREHOLDER
INQUIRIES

Sharcholdersshould directquestions
about the activities and operating
results of the Company to:

The Office of the Secretary
El Paso Electric Company
P.O. Box 982

El Paso, Texas 79960

Or call: 1-800-592-1634 or
1-800-351-1621

SECURITIES
AND RECORDS

The common stock of El Paso Elec-
tric Company is traded and quoted
onthe NASDAQ Stock Market. The
ticker symbol for the common stock
isELPAQ. ("Q" indicatcs Company
is operating under Chapter 11 of the
United States Bankruptcy Code.)

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

FORM 10-K
REPORT

A complete copy of El Paso
Electric’s Annual Report on Form
10-K for the year ended December
31, 1994, which has been filed
with the Securities and Exchange
Commission, including Financial
Statements and Financial State-
ment schedules, will be provided
to sharcholders without charge
upon written request to:

The Office of the Secretary
El Paso Electric Company
Post Office Box 982

El Paso, Texas 79960
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Form 10-K

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

(Mark One) -

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF '
THE SECURITIES EXCHANGE ACT OF 1934 (FEE REQUIRED)
For the fiscal year ended December 3}, 1994

OR ’

0 " TRANSITION REPORT PURSUAN'I‘ TO SECTION 13 OR 15(d) OF
THE SECURITIES EXCHANGE ACT OF 1934 (NO FEE REQUIRED)

. " For the transition period from to

Commission file number 0-299 |

" ElPaso Electric Company

(Exact name of registrant as specified in its charter)

'~ 'Texas ‘ 74-0607870
(State or other jurisdiction of (LR.S. Employer
incorporation or organization). Identification No.)

303 North Oregon Street, El Paso, Texas 79901
(Address of principal executive offices) (Zip Code)

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

None of the Regi;strant's Securities is Registered Pursuant to
Section 12(b) of the Act

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

COMMON STOCK, NOPAR VALUE
(Title of Class)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed
by Section 13.or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months

(or for such shorter ;f)_e.ripd that the regstrimt was required to file such reports), and (2) has
been subject to such filing requirements for the past 90 days. YES X NO .

Indicate by check mark if disclosure of dlelin%uent filers pursuant to Item 405 of
Regulation S-K is not contained herein, and will not be contained, to the best of registrant’s
knowledge, in definitive proxy or information statements incorporated by reference in
Part I1I of this Form 10-K or any amendment to this Form 10-K. [ ]p

{

As of March 1, 1995, the aggregate market .value of thehvoting stock held by non-affiliates
of the registrant was $53,241,666. ,

lAs of March 1, 1995, there were outstanding 35,544,330 shares of common stock, no par
value. N ‘. v "

. DOCUMENTS INCORPORATED BY REFERENCE .

Portions of the registrant’s definitive Proxy Statement for the 1895 annual meeting of its
shareholders are incorporated by reference into Part III of this report.




DEFINITIONS S

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

Abbreviations, o
Acronyms or Defined Terms Terms
ADR ... . it Arizona Department of Revenue
AFUDC ... ...t Allowance for Funds Used During Construction
L 1 R S Arizona Interconnection Project

ANPP Participation Agreement . Arizona Nuclear Power Project Partlcxpatxon Agreement dated
August 23, 1973, as amended

APB ... i Accounting Principles Board
APS L. Arizona Public Service Company
BankrupteyCase .............. The case commenced January 8, 1992 by El Paso Electric
. Company in the Bankruptey Court as Case No. 92-10148-FM
Bankruptey Court ............. United States Bankruptey Court for the Western District of
: Texas, Austin Division
Bankruptcy Code .............. United States Bankruptey Code, 11 U. S. C. §101 et seq.
CCON .. ittt Certificate of Convenience and Necessity
CFE ......iiiiiiiiiirrennas Comision Federal de Electricidad de Mexico
Common Plant or Common
Facilities ................c.0. Facilities at or related to the Palo Verde Station that are
common to all three Palo Verde Units
Company .......cecvveecnnnnnn El Paso Electric Company
Confirmation Date ............. December 8, 1993; the date the Plan was confirmed by the
Bankruptey Court
CSW i cieeae Central and South West Corporation
CSWSub ... .oiiiiiiiinina A wholly—owned special purpose subsidiary of CSW to be
formed in connection with the transactlons contemplated by
the Merger Agreement
CWIP ... iiiiiiiiiiinien Construction Work in Progress
Disclosure Statement .......... Disclosure Statement related to Modified Thxrd
Amended Plan of Reorganization
DOE ....ciiiiiiiiiiiieeaanns United States Department of Energy
DOJ ..ttt United States Department of Justice
EPA ... it United States Environmental Protection Agency
EffectiveDate .............0.0. The date the Plan becomes effective -~
EPE ...............ceevveni... ElPasoElectricCompany |
FERC .......cccciiiviiinnnnnn, Federal Energy Regulatory Commission |
FPA .. i Federal Power Act .
FourCorners .......ccovvvenens Four Corners Project or Four Corners Plant |
FTC i iiiiiiiiiaannnns Federal Trade Commission »
HSRAct ....ocvvvvvnvenninnnn, Hart-Scott Rodino Antitrust Improvements Act of 1976, . {
D i iiiiiiiiienenns Imperial Irrigation District; an irrigation district in A
Southern California
IRS ...... Cerereesesieciaenaeas ~ Internal Revenue Service *
KV (e Kilovolt(s) L
KW o iiiiiianss Kilowatt(s) : e
KWH ... Kilowatt-hour(s)
LIBOR .......... N The rate of interest, per annum, equal to the London Interbank
Offered Rate (90-day LIBOR for 1995 is assumed to be 6.5%)
Merger .............. wvveenes.  Proposed merger between the Company and CSW Sub pursuant

to the Merger Agreement and pursuant to which'the Company
would become a wholly-owned subsidiary of CSW at the
Effective Date
Merger Agreement ............ Agreement and Plan of Merger dated as of May 3, 1993 among

. the Company, CSW and CSW Sub, as amended




Abbreviations,

Acronyms or Defined Terms Terms

MW ittt iiiineeaans Megawatt(s) |
MWH ... e Megawatt-hour(s)
NASD ..iiiiiiiiiiiiiiiinnene National Association of Securities Dealers, Inc.
Navajo Nation ................. Navajo Nation of Indians
New Mexico Commission or

NMPUC ..........civennnnn New Mexico Public Utility Commission h
NMED ........ccciiiiiiinnnnn New Mexico Environment Department
NOL .. it iriianaens Net Operating Loss ,
NRC . iiiiiiiiiiiiiiiinnaannn Nuclear Regulatory Commission '
L0 ) 0 Texas Office of Public Utility Counsel |
Owner Participants ............ The entities that participate as equity investors in the

trusts that, through the Owner Trustee, purchased and

leased back portions of the Company’s interests in

Palo Verde Units 2and 3
Owner Trustee .......... v+..p. TheFirst National Bank of Boston, which acted as purchaser and
) lessor under the sale and leaseback transactions involving
Palo Verde Units 2 and 3, in its capadéity as trustee for the
trusts established for the benefit of the Equity Participants

OwnerTrusts ................. "The trusts'that, through the Owner Trustee, purchased and
leased back portions of the Company’s interest in Palo Verde
Units2and 3

Palo Verde Participants ........ Those utilities who share in power and energy entitlements,

and bear certain allocated costs, with respect to PVNGS
' pursuant to the ANPP Partlclpatlon Agreement
Palo Verde Station or

Palo Verde Project or
Palo Verde or PVNGS ......... Palo Verde Nuclear Generating Station

Plan .........c.oviiinln, «... Modified Third Amended Plan of Reorganization

PNM ... i ». Public Service Company of New Mexico

PUHCA ............ P Public Utility Holding Company Act of 1935 1 ‘

RCF ..o iiiriiiiennnss Revolving Credit Facility pursuant to the Credit Agreement
dated as of October 26, 1989, as amended, among El Paso

. Electric Company, each of the Banks sxgnatory thereto, and

Chemical Bank, as’Agent Bank

Reorganized EPE .............. El Paso Electric Company after completion of its reorganization
in bankruptey

RFP .. it Request for Proposal

SEC ...ciiiiiiiiiiiiiiianns Securities and Exchange Commission

SFAS . it Statement of Financial Accounting Standards

SPS i Southwestern Public Service Company '

TEP it iiiiiiinnan Tucson Electric Power Company

Texas Commission ............. Public Utility Commission of Texas

Texas District Court ........... State District Court of Travis County, Texas

TNP .. ittt Texas-New Mexico Power Company

TNRCC .....ovvvvvviiiiinnnns Texas Natural Resources Conservation Commission,

successor to the Texas Air Control Board and the Texas Water
Commission
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e L " PARTI
Item 1. Business

Introduction

» The Company was incorporated in Texas in 1901, It generates and distributes electricity through
an interconnected system to approximately 268,000 customers in El Paso, Texas, and an area of the .
Rio Grande Valley in West Texas and Southern New Mexico, and to wholesale customers located in
such diverse locations as Southern California and Mexico. On January 8; 1992, the Company filed a
voluntary petntxon for reorgamzatlon under Chapter 11 of the Bankruptcy Code:and has operated as a
debtor in'possession since then. The Company’s principal offices are located at 303 North Oregon -
Street Dl Paso Texas 79901 (telephone 915/543-5711) ‘ ;

The Companys service ‘area extends approxlmately 110 miles northwest {from ElPaso to the
Caballo Dam in New Mexico and approximately 120 miles southeast from El Paso to Van Horn, Texas,
The service arca has an estimated population of 818,000, including approximately 658,000 people in
the metropolitan area of El Paso. Copper smelting and refimng, oil refining, garment manufacturing,
cattle production and agriculture are significant industries in El Paso, which 1s also an important

: transportatlon and distribution center

N -
n

Historically, the Company’s major franchises have been with the cities of El Paso, Texas, and
Las Cruces, New Mexico. The franchise with the City of El Paso expires in March 2001 and does not
contain renewal provisions. The Company’s 25-year franchise with the City of Las Cruces expired in
| March 1993 and the Company and the City of Las Cruces entered into a one-year franchise agreement
which expired on March 18, 1994. The Company is challenging attempts by the City of Las Cruces to
acquire the Company’s system serving the City of Las Cruces. Alternatives to litigation continue to be
explored, but with no material progress. See “Bankruptcy Proceedings and Proposed Merger with
CSW — CSW Positions with Respect to the Merger” and Part 11, Item 7, “Management’s Discussion and
Ana]ysxs of Financial Condition and Results of Operation — Operational Challenges — Cxty of Las
Cruces.” : :
The Company also currently provides retail electric service in its New Mexico service territory to
‘ the United States Department of the Air Force (the “Air Force”) at Holloman Air Force Base and to the
United States Department of the Army (the “Army”) at White Sands Missile Range. Both the Air
Force and the Army have issued solicitations for proposals to provide the service currently being
provided by the Company. The Army’s contract at White Sands had been scheduled to expire in 1993,
but was indefinitely extended by the Army. However, the Company’s contract with the Air Force
expired on February 28, 1994. The Company continues to provide service to both military bases
pursuant to its right and obligation to provide the service under New Mexico law. Sece “Bankruptcy
Proceedings and Proposed Merger with CSW — CSW Positions with Respect to the Merger” and Part 1,
Item 7, “Management’s Discussion and Analysis of Financial Condition and Results of Operations —
Operational Challenges — Military Installations.” '

. The Company had approximately 1,100 employees as.of December 31, 1994, approximately 29%
of which are covered by a collective bargaining agreement that effectively has been extended beyond
its stated termination date of February 28, 1995. The agreement remains in effect until negotiations
on a new agreement are concluded or until the agreement is canceled upon sixty (60) days written
notice. The Company believes that negotiations will result in'a new agreement and that the current.
agreement will remain in effect until that time. .

i




Bankruptcy Proceedings and Proposed Merger with CSW -

General

On January 8, 1992, the Company filed a voluntary petition for reorganization under Chapter 11
of the Bankruptcy Code in the Bankruptey Court. The filing followed an attempt by the Company
during 1991 to negotiate a restructuring of its obligations with creditors, culminating with the draws
in late 1991 on letters of credit related to the Company’s sales and leasebacks of portions of its interest
in Palo Verde. The Company’s management has continued to manage the operations and affairs of the
Company, subject to the authority of the Company’s Board of Direcctors, as debtor in possession.
Certain actions of the Company during the pendency of the bankruptcy proceedings, including,
without limitation, transactions outside of the ordinary course of business, are subject to the approval
of the Bankruptcy Court. In addition, the Merger Agreement between the Company and CSW
prohibits or limits certain actions by the Company without consent of or notice to, as the case may be,
CSwW.

On May 3, 1993, the Company and CSW executed the Merger Agreement, which provides for the
Company to become a wholly-owned subsidiary of CSW at the Effective Date as specified in the Merger
Agreement. On May 5, 1993, as contemplated by the Merger Agreement, the Company filed its Third
Amended Plan of Reorganization and Third Amended Disclosure Statement in the Bankruptey Court,
seeking approval of the Plan, which is predicated upon the Merger with CSW. After modifications to
the Plan and Disclosure Statement, amendments to the Merger Agreement and solicitation of the
affected classes, the Plan was confirmed by the Bankruptcy Court on December 8, 1993. Thereafter,
with CSW designating lead counsel pursuant to the Merger Agreement, the Company and CSW
commenced the process of obtaining the various regulatory approvals required for consummation of
the Plan and the Merger. As set forth below, CSW has, since September 12, 1994, engaged in'conduct
and expressed views that cast doubt upon its intention to close the Merger unless certain matters,
including the City of Las Cruces situatlion and the situation at Palo Verde are “timely and favorably
resolved.” The Company vigorously disputes that CSW’s positions are supported by the Merger
Agreement and continues to exert its best efforts to consummate the Merger. See “CSW Positions with
Respect to the Merger,” below.

Effect of Bankruptcy on Disclosures Contained Herein

The discussions and descriptions of Company events and the analysis of their potential impact on.

financial results herein are premised on the assumption that the Company’s operations will be
maintained within existing financial agreements, as modified by the Plan, and regulatory structures
prior to the Effective Date. This report must be read with the understanding that the Plan, which has
been confirmed by the Bankruptcy Court, but has not become effective, will alter, compromise or
modify the existing financial and regulatory structures if it becomes effective. Conditions to the Plan
becoming effective exist, as discussed herein. The Company can give no assurance that such
conditions will be satisfied. In addition, CSW has stated that the Merger is in jeopardy. Accordingly,
the Plan may not become effective. Sece “CSW Positions with Respect to the Merger,” below. If the
Plan does not become effective, another plan of reorganization also would alter, compromise or modify
existing financial and regulatory structures. See "Alternatives to the Company if the Plan and
Merger Fail,” below. It is therefore not possible'at this time to state with certainty the nature or
degree to which the existing financial and regulatory structures will be altered, compromised or
modified. Accordingly, estimates and evaluations based on the historical results of Company
operations could be subject to material changes as a result of the eventual resolution of the
Bankruptcy Case.

Description of the Plan and Merger

The Plan contemplates a merger between the Company and CSW Sub, a new subsidiary of CSW,
under which the Company would become a wholly-owned subsidiary of CSW at the Effective Date.

2
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' X
' 'The Plan provides for the Company’s creditors and equity security holders to receive in respect of their
claims, cash, securities of Reorganized EPE and/or securities of CSW. Certain creditors would have
their claims allowed and reinstated pursuant to the Bankruptcy Code. The Company would: continue
to operate as a public utility as a direct, wholly-owned subsidiary of CSW, a registered public utility
holding company under PUHCA. A detailed description of the consideration to be received by all:
claim holders, including holders of the Company’s various classes of debt and equity securities, is set
forth in "Treatment of Claims Under the Plan,” below. ’ |
~ CSW, a Delaware corporation, owns all of the outstanding common stock of Central Power.and
Light Company (“CPL”), Public Service Company of Oklahoma (“PSO”), Southwestern Electric Power
Company (“SWEPCO"), and West Texas Utilities Company (“WTU?"”) (collectively, the “CSW Electric
Operating Companies”), and has certain other subsidiaries and affiliates. The CSW Electric
Operating Companies are public utility companies engaged in generating, purchasing, transmitting,
distributing and selling clectricity. CPL and WTU operate in portions of south and central west
Texas, respectively; PSO operates in portions of eastern and southwestern Oklahoma; and SWEPCO
operates in portions of northeastern Texas, northwestern Louisiana and western Arkansas.
Conditions to Effectiveness of the Plan and Merger
The Plan and the Merger Agreement specify certain conditions that must be satisfied at or prior
to the Effective Date for the Merger to be consummated and the Plan to become effective. As discussed
below in “Termination of the Merger Agreement,” time periods exist for satisfaction of such
conditions. Other than certain regulatory or statutory approvals and receipt of investment grade
ratings on certain securities to be issued under the Plan, CSW and the Company may waive all or any
portion of any of the conditions to effectiveness of the Plan and the Merger. The principal conditions
are the receipt by the Company and CSW of certain regulatory approvals and orders, as set forth in
detail in the Merger Agreement. Such regulatory approvals and orders include those of the FERC, the
SEC, the Texas Commission, the New Mexico Commission and the NRC, as’ well as determinations
under the HSR Act, and the expiration or termination of waiting periods specified thereunder. In
addition, the Merger Agreement requires that at the time of closing, unless waived by the: affected
party or otherwise excused, there be no Material Adverse Effect (including,a Regulatory Material
Adverse Effect), as such terms are defined in the Merger Agreement, nor any fact or circumstance
which could reasonably lead to such a Material Adverse Effect. See “CSW Positions with Respect to
the Merger,” below.

. Certain of the conditions to the closmg of the Merger have already been satlsfied or events have
occurred resulting in significant progress toward satisfaction: the Plan was confirmed on December 8,.
1993; settlements (which become operative on the Effective Date) were entered into on November 15,
1993, and thereafter approved by the Bankruptey Court, resolving the adversary proceeding between,
the Company and the Palo Verde Owner Participants and providing for the transfer back to the
Company of title to the leased portions of Palo Verdé on the Effective Date; a capital structure for the
Company as of the Effective Date has been designed to meet the requirement for an investment-grade
rating from the rating agencies; and proceedings or reviews are being conducted with respect to rates,
public interest findings and/or approvals of the Merger before the FERC, the Texas Commission, the
New Mexico Commission, the NRC and the SEC. See “Regulatory Aspects of the Plan and Merger,”
below. The Company believes that the requisite regulatory orders and approvals will be obtained.
However, the Company expects that certain of such regulatory orders and approvals will not be final
before the expiration of the initial time period established by the Merger Agreement (i.e., by June 8,
1995), and an agreement with CSW to extend the time to close the Merger may be requ:red pursuant
to provisions therefor in the Merger Agreement. See “Termination of the Merger Agreement” below.

CSwW Positions with Respect to the Merger y

On September 12, 1994, CSW delivered a letter to the Company (the “September 12 Letter”)
stating that CSW would not close the Merger unless there was (i) a favorable and timely resolution of
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the Company’s dispute with the City of Las Cruces involving its municipalization efforts and (ii) a
determination- of the significance of the tube-cracking problems at Palo Verde (see Part II, Item 7,
“Management’s Discussion and Analysis of IFinancial Condition and Results of Operation —
Operational Challenges — City of Las Cruces” and “Facilities — Palo Verde Station — Palo Verde
Operations”), both of which would have to be accomplished by the Effective Date. CSW further stated
that these two matters, together with (i) the potential loss of other customers in the Company’s service

area, including the Holloman Air Force Base and the White Sands Missile Range in New Mexico;'

(ii) Texas regulatory issues related to rate relief and to approval of the Merger; and (iii) the announced

“comparable transmission service” standard being applied to the Merger by the FERC, place the
completion of the Merger in jeopardy. Further, the September 12 Letter asserted that such matters,
individually and cumulatively, constitute a Material Adverse Effect or failure of other closing

conditions under the Merger Agreement which, unless “timely and favorably resolved” in accordance-

with the Merger Agreement, will preclude the closing of the proposed Merger.

On September 16, 1994, the Company responded to CSW’s September 12 Letter; stating that “the
Merger Agreement does not condition CSW’s obligation to close the transaction on either a favorable
resolution of the Las Cruces situation or a determination of the significance, if any, of the Palo Verde
‘problems’.” The Company further disagreed with each of the assertions made by CSW and noted that
CSW’s September 12 Letter had inflicted irreparable harm on the Company and the Merger process.
Since September 1994, the parties have exchanged numerous letters regarding interpretations of the
Merger Agreement and the actions of the parties thereunder. CSW has maintained the positions
stated in its September 12 Letter and also has asserted claims of “loss of value” to the Merger. The
Company has reiterated the views expressed in its September 16, 1994 letter to CSW and does not
bcheve that CSW's positions are supported by the Merger Agreement ’

tqe

In view of the repeated assertions by CSW of its mtentxon under certain circumstances, not to
close the Merger, the Company has retained litigation counsel to advise the Company of its rights and
obligations under the Plan and the Merger Agreement. If CSW attempts to terminate the Merger

Agreement without proper justification or if CSW otherwise breaches the Merger Agrecement,

litigation could ensue. The Merger Agreement provides for specific performance as a remedy and
other damages may be payable in the event of a breach of the Merger Agreement.

Termmatxon of the Merger Agreement

‘ The Merger Agreement provides that it may be terminated (i) by mutual written consent
approved by the Boards of Directors of CSW and the Company, or (ii) by CSW or the Board of Directors
of the Company if the Effective Date has not occurred within 18 months from the Confirmation Date
(i.c., by June 8, 1995) or, if extended by mutual consent, if the Effective Date has not occurred within
24 months of the Confirmahon Date (i.e., by December 8, 1995).

" The Merger Agreement also states that CSW may terminate the Merger Agreement by written

notice to the Company’s Board of Directors if:

- (1) theu Company thhdraws or modifies in a manner adverse to CSW its recommendation or
approval of the Plan, the Merger Agreement or the Merger, or approves or recommends a
proposal or acquisition with a party other than CSW-ora subsxdlary of CSW;

(if) there is a material breach of any representation, warranty, covenant or agreement of the

| + Merger Agreement by the Company;
(iii) there is a failure to obtain any required statutory approvals or regulatory determmatlons
that are conditions to the effectiveness of the Merger;

(iv) the Company files an independent case related to rates before the Texas Commission,
except as permitted by the Merger Agreement; or




* (v) there shall exist with respect to Company a Material Adverse Effect or a fact or
circumstance which could reasonably lead to a Material Adverse Effect.

The Merger Agreement states that the Company may terminate the Merger Agreement if any of
the following events occur:
(i) thereis a failure to obtain any required statutory approvals or regulatory determinations
that are conditions to the effectiveness of the Plan and Merger;

(ii) ‘there is a material breach of any representation, warranty, covenant or agreement of the
- Merger Agreement by CSW; /
(iit) CSW thhdraws or modiﬁes in a manner adverse to the Company its recommendation or
approval of the Plan, the Merger Agreement or the Merger;
(iv) the Company determines in accordance with its fiduciary duties as debtor-in-possession to
- engage in an acquisition transaction with a party unrelated to CSW;or -

. (v) there shall exist with respect to CSW a Material Adverse Effect or a fact or circumstance
that could reasonably lead to a Material Adverse Effect.

Under certain circumstances, termmation of the Merger Agreement may result in a $25 million
termination fee payable by one party to the other and the payment by CSW to the Company of certain
interest costs estimated to be approximately $14.6 million as of December 31, 1994, and certain fees
and expenses incurred by the Company pursuant to the Plan. The principal circumstances under
which a $25 million fee may be payable by one party to the other party would be (i) the denial by one
party of a request by the other party to extend the termination date for up to six months, where such
request is made because one or more conditions to the Merger Agreement has not been satisfied and
which request states that the requesting party believes in good faith and on reasonable grounds that
such conditions can be satisfied within the requested extension period, i.e., by December 8, 1995; or
(ii) a material breach of a representation, warranty, covenant or agreement by one party that has not
been remedied within ten days after receipt of written notice from the other party.

Alternatwes for the Company if the Plan and Merger Fail

If the Plan does not become effective and the confirmation order is vacated, the. Company would
consxder alternatives to the Merger, including another merger or business combination with an entity
not -affiliated with CSW, a stand-alone plan' that could involve a restructuring under FERC
jurisdiction or a stand-alone plan under existing regulatory frameworks. Under each of these
alternatives, the treatment of Palo Verde assets and the pending adversary proceeding (which is the
subject of the conditional settlement described under “Treatment of Palo Verde” below), may be
reevaluated by the Company. In addition, the Bankruptey Court could allow third parties, including
various creditor constituencies and other interested companies, to file a plan of reorganization that
might involve a merger, business combination or acquisition or conversion of a portion of the -
Company’s outstanding debt into preferred or common stock of the Company.

* Any plan of reorganuation other.than the Plan may provide for different securities and
treatments than those provided in the Plan, and could result in lower recoveries for creditors and
interest holders and/or could require larger rate increases than proposed pursuant to the Plan. The
Company cannot predict (i) what the' treatment of claims and interests would be under any alternate
plan of reorganization, (ii) in what respects actions proposed under the Plan would be modified, or
(iii) the amount of time or expense that would be required before any such alternate plan of
reorganization were effective. ! »
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reorganization proves viable, the Bankruptey Court could order the liquidation of the Company.

Regulatory Aspects of the Plan and Merger

Consummation of the Plan and Merger is conditioned on receipt of required regulatory approvals
and determinations, including those discussed below. In addition, Scction 1129 (a) (6) of the
Bankruptcy Code provides that a plan of reorganization may be confirmed only if-any governmental
regulatory commission with jurisdiction, after confirmation of the plan, over rates of the debtor has
approved any rate change provided in theplan, or such rate change is expressly conditioned on such
approval. The effectiveness of the Plan is conditioned upon obtaining Texas and New Mexico orders,
including a rate order in Texas, establishing certain ratemaking, accounting and regulatory
treatments, certain of which orders may be waived by CSW and the Company. .

Under the Merger Agreement, CSW is given the right to desxgnate lead counsel with respect to,
and to control all applications, notices, petitions and filings relating to, the regulatory approvals and
determinations described herein that are conditions to the effectiveness of the Merger. The Merger
Agreement provides that both CSW and the Company are required to use reasonable best efforts to
secure such approvals and determinations. The Merger Agreement further provides that CSW must
use reasonable efforts in controlling the applications, notices, petitions and filings to preserve the
Company's ability to file independent rate proceedings with and seek rates from appropriate Texas
regulatory authorities based upon the Company’s own .cost of service components (assuming the
Merger is not consummated), in the event that the Company secks rate relief in any independent
proceeding not precluded by the Merger Agreement. No assurances can be given that the respective
regulatory authorities will grant the regulatory approvals and determinations' required under the
Plan and the Merger Agreement or upon what terms or conditions such approvals or determinations
might be glven . . . .

Proposed Texas Regulatory Treatment. The effectiveness of the Plan and the Merger is
conditioned upon the receipt by the Company and CSW of the following Texas regulatory approvals
and determinations unless such conditions are waived by CSW and the Company: (i) a final order of
the Texas Commission authorizing a base rate increase of $25 million to be effective for the Company
in 1994 and authorizing certain ratemaking, accounting and regulatory treatments of the assets,
expenditures, costs and revenues of the Company; (ii) a final order of the Texas Commission to the
effect that the combination of the Company with CSW Sub contemplated under the Plan is in the
public interest and authorizing certain regulatory treatments with respect to the combination; and
(iii) a final order of the Texas Commission to the effect that the reacquisition by the Company of the
previously leased Palo Verde Unit 2 and 3 assets and the ratemaking treatment for the repurchased
assets as plant—m-servnce in rate.base at their original cost less depreciation are in.the public interest.

B
a

On January 10, 1994, the Company filed a request thh the Texas CommxSsxon for a base rate.
increase (the "Texas Rate I'iling”) incorporating, among other things, the Company's fifth increase
under the terms of the Rate Moderation Plan ordered by the Texas Commission in Docket 7460, and a
base rate increase under the inventory plan for Palo Verde Unit 3 established in Docket 9945. See
“Regulation — Texas Rate Matters,” below. The filing is proceeding under Docket 12700. - '

In the event the Merger is terminated prior to the Texas Commission’s order in Docket 12700
becoming final, the Company anticipates that it will seck to proceed with the Texas Rate Filing on a
non-merged basis to obtain a final.rate order. The Company believes that, on a non-merged basis it
would be entitled to a cash base rate increase in excess of both the Company’s bonded rate increase and
the rate increase provided by the Texas Commission’s Interim Order in Docket 12700 (the “Interim
Order”). See “Regulation — Texas: Rate Matters — Texas Rate Filing,” below. The Company
anticipates that some parties to Docket 12700 will assert that the rate case should be dismissed if the
Merger is terminated. In this regard, the Company and CSW entered into a stipulation with the OPC
on February 16, 1994, agreeing to procedures whereby, in the event the Merger is terminated, the

Although the Company believes it is unlikely, if the Merger does not occur and no other plan of ~*




' Pgxas RateFiling can be converted to reflect the Company on a non-merged basis with provision for
additional discovery and evidentiary hearings, if necessary, to address adjustments to reflect the
Company’s cost of service on a non-merged basis.' No other party to Docket 12700 entered into the
stipulation. The Company believes, but can give no assurance, that the Texas Commission would
allow the ’I‘exas Rate Filing to proceed to a final order on a non-merged basis.

In additi‘on to the Texas Rate Filing, the Company and CSW filed, on January 10, 1994, a Joint
Report and Application (the “Texas Merger Application”) with the Texas Commission requesting (i) a -
determination that the acquisition by CSW of one hundred percent of the Company’s common stock is
consistent with the public interest; and (ii) certain determinations regarding the regulatory treatment
of the Company's proposed reacquisition of the portions of Palo Verde that it previously sold and leased
back. See“Regulation —Texas Rate Matters,” below. o .

As part of the Texas Merger Application and as a‘basis of settlement, CSW has proposed rates for
Texas jurisdictional customers of the Company that are substantially less than those reflected in the
Texas Rate Filing. The CSW settlement offer is contingent on the determination by the Texas
Commission that CSW’s acquisition of the Company is consistent with the public interest and certain
other regulatory determinations and approvals requested in the Texas Merger Application. CSW'’s
efforts to settle the case have been unsuccessful. See “Regulation —Texas Rate Matters,” below.

On March 3, 1995, the Texas Commission entered the Interim Order concerning the Texas
Merger Application and the Texas Rate Filing. Sce “Regulation — Texas Rate Matters.,” .

New Mexico Regulatory Treatment. The effectiveness of the Plan and the Merger is conditioned
on the receipt by the Company and CSW of the following regulatory approvals and determindtions
unless such conditions are waived by CSW and the Company: (i) a final order of the New Mexico
Commission approving the combination of the Company with CSW; (ii) a final order of the New Mexico
Commission authorizing certain ratemaking, accounting and regulatory treatments of the assets,
expenditures, costs and revenues of the Company; (iii) a final order of the New Mexico Commission
authorizing the issuance by the Company of the securities required for the consummation of the Plan;
(iv) a final determination by the New Mexico Commission that none of the transactions between the
Company' and CSW contemplated by either the Plan or Merger Agreement involve a Class II
transaction (which generally relate to certain investments or transactions with affiliates) or, if a Class
II transaction is involved, a final order of the New Mexico Commission.approving a diversification’
plan relating to the combination of the Company and CSW and the transactions between the Company
and other CSW subsidiaries; and (v) a final determination by the New Mexico Commission that a new
CCN is not required by the Company as a result of the transactions between the Company and CSW as
contemplated in either the Plan or the Merger Agreement-or if the New Mexico Commission
determines a new CCN is required, a final order issuing a new CCN to the Company. ,

The Company and CSW filed an application (the “New Mexico Merger Application”) with the
New Mexico Commission on March 14, 1994, which has been docketed as NMPUC Case No. 2575. The
New Mexico Merger Application requests the New Mexico Commission, to the extent necessary and
appropriate under the law, to approve (i) the acquisition by CSW of the outstanding common stock of
the Company; (ii) the accounting treatment of the Merger; (iii) the reacquisition of portions of Palo
Verde by the Company and the proposed accounting, regulatory and tax treatment associated with the
reacquisition; and (iv) a General Diversification Plan for the Company for activities that will occur as
a result of the Merger. Under New Mexico Commission rules, a General Diversification Plan is
required for certain transactions among a public utility and its affiliates. As a result of the Merger,
the Company would become affiliated with CSW and its subsidiaries and affiliates. The New Mexico
Merger Application does not include any request related to the issuance of securities pursuant to the
Plan; such request will be included in a separate application which the Company anticipates will be
filed in April 1995.




On May 23, 1994 CSW announced its proposal to freeze base rates at current levels for the New
Mexico jurisdiction following the Effective Date. On August 19, 1994, CSW and the Company-filed a
formal statement with the New Mexico Commission, contingent on the closing of the Merger,

committing to the rate freeze proposal.. Under the. proposal, the Company would not request an.

increase in base rates charged to New Mexico customers through 2002 except for a one-time potential
base rate increase of no more than 6% of total New Mexico jurisdictional revenues durmg the period
1998 to 2002.

On February 10, 1995, the New Mexico Commission Staff filed testimony recommending that the
New Mexico Commission approve the New Mexico Merger Application. Hearings on the New Mexico
Merger.Application began on February 27, 1995 and were concluded on March 2, 1995. The Company
anticipates receiving an order from the New Mexico Commission during the first half of 1995. While
the Company believes that the approvals and ratemaking, accounting and regulatory treatments
being sought are in accordance with the relevant provisions of New Mexico law and the New Mexico
Commission’s rules, no assurances can be given that the New Mexico Commission will grant.the
approvals requested or make the determinations sought

" FERC App_rouals The Company and Central and South West Servnces, Inc (“CSWS”) have
applications pending before the FERC (i) seeking an order from the FERC requiring SPS to allow the
Company and the CSW Electric Operating Companies to transmit power across SPS’ transmission
system after the Merger is consummated; (ii) requesting a determination that the Merger is consistent
with the public interest; and (iii) seeking approval of an amendment to the CSW System Operating
Agreement and to make the Company a party to the agreement. A FERC order which approves the
Merger and which contains conditions not substantially more onerous than those imposed in recent
FERC orders with respect to mergers involving electric utility companies will meet the requirements
of the Merger Agreement. A . o

On November 4, 1993, CSWS filed an apphcatnon on behalf of the CSW Electrlc Operatmg
Companies and the Company seeking an order under Section 211 of the FPA requiring SPS to provide
transmission service in connection with transfers of power between certain CSW Electric Operating
Corpanies and the Company in connection with post-merger operations.« On January 10, 1994, as
supplemented January 13, 1994, CSWS filed on behalf of the CSW Electric Operating Companies and
the Company, a joint application under Sections 203 and 205 of the FPA requesting FERC approval of
the Merger and authorization to amend the CSW System Operatmg Agreement. On August 1, 1994,
the FERC issued orders in these proceedmgs

In an order issued in connectlon with the Sectlon 211 proceedmgs the FERC prehmmarxly found
that a final order requiring SPS to provide transmission service would comply with the statutory
standards once reliability concerns had been met. The order directed that additional studies be

performed to enable the FERC to address these reliability concerns. Such studies and supplemental
pleadmgs addressing the studles have been filed with the FERC and the proceeding is ripe for a FERC
decision.

Also on August 1, 1994, the FERC issued an order in connection with the Sections 203 and 205
proceedings. The order consolidated the Sections 203 and 205 proceedings, required, as a condition to
approval of the Merger, that the merging utilities offer transmission service to others on a basis that is
comparable to their own use of their transmission systems and determined that a hearing would be
necessary in order to resolve certain factual issues. Requests for rehcaring were filed by the Company
and CSW and certain parties; such requests are still pending. On August 31, 1994, form transmission’
service tariffs intended to meet the comparable service condition were filed.. In filing the form tariffs,
CSW and the Company stated that they did not intend to waive their rights to seek rehearing or
judicial review of the comparable service condition or any orders issued in connection therewith.

The Sections 203 and 205 proceeding is pending before a FERC administrative law judge.
Hearings were completed January 25, 1995 and the initial decision of the administrative law judge is
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! expected no later than'April 14, 1995. No assurance can be given that the FERC will grant the
required approvals under the FPA, when such approvals might be granted, or the terms and conditions
that may be imposed if conditional approval is granted.

SEC and PUHCA Issues. CSW is a public utility holding company as defined in the PUHCA and
is registered under such act. CSW is required to obtain the approval of the SEC prior to consummating
the Merger. The SEC is directed to approve a proposed merger unless it finds that (i) the acquisition
would tend toward interlocking relations or a concentration of control of public utility companies, of a
kind or to an extent detrimental to the public interest or the interest of investors or consumers; (ii) the
consideration to be paid in connection with the acquisition is not reéasonable.or does not bear a fair
relation to the sums invested in or the earning capacity of the utility assets underlying the securities
to be acquired; or (iii) the acquisition would unduly complicate the capital structure of the applicant’s
holding company system or would be detrimental to the public interest or the interest of investors or
consumers or the proper functioning of such holding company system. To approve a proposed
acquisition, the SEC must find that.the acquisition would tend toward the economical and efficient
development of an integrated public utility system and would otherwise conform to the PUHCA's.
integration and corporate simplification standards. The SEC also must find that all state laws that
apply to the Merger have been satisfied, unless it determines that compliance with such state laws
would be detrimental to the purposes of the PUHCA

" Under the PUHCA, ‘the SEC must find that after the Merger the Company and CSW will
constitute an integrated electric system. The Company and CSW propose to coordinate their
operations by means of transmission service to be provided by SPS. In the past, the SEC has
determined that integration may be effected by means of transmission rights on unaffiliated systems.

SEC approval under the PUHCA will also be required for certain proposed transactions relating
to the Merger. SEC approval will be required for the formation of CSW Sub. In addition, SEC
approval (unless an exception is granted) will be required in connection with (i) the issuance of CSW
common stock to the holders of the Company’s common stock and certain creditors, and (ii) the
issuance of Reorganized EPE’s sccurities to holders of the Company’s securities and certain creditors
pursuant to the Plan. " . |

CSW filed an-Application-Declaration on Form U-1 with the SEC'on January 10, 1994 pursuant
‘to the PUHCA to seek authorization (i) of the merger of CSW Sub with and into the Company and the
acquisition of the Company by CSW through such merger; and (ii) of the issuance of securities by the
Company and CSW.in connection with the Plan and Merger and certain related transactions.

CSW has received a favorable no-action letter from the SEC with respect to the issuance of CSW
common stock and Reorganized EPE preferred stock pursuant to the Plan without registration under
the Securities Act of 1933, as amended, and related matters.

D

“NRC and Atomic Energy Act Issues. The Company holds NRC operating licenses in connection
with its ownership interests in Palo Verde, which authorize the Company to be a participant in the
facility. The Atomic Energy Act of 1954, as amended (the “Atomic Energy Act”), provides that such
licenses or any rights thereunder may not be transferred or in any manner disposed of, directly or
indirectly, to any person through transfer of control unless the NRC finds that such transfer is in
accordance with the Atomic Energy Act and applicable ‘NRC requirements and consents to the
transfer. On January 13, 1994, APS, as Operating Agent.for Palo Verde, joined by the Company, filed
a request with the NRC (i) for consent to the indirect transfer of the Company’s possession and
ownership interest in the.Operating Licenses for Palo Verde Units 1, 2, and 3 that would occur as a
result of the Merger; and (ii) to amend the Operating Licenses for Units 2 and 3 to delete provisions
related to the Company’s sale and leaseback transactions involving those units. The NRC has
proposed to determine that the requested amendment would not: (i) involve a significant increase in
thie probability or consequences of an.accident previously evaluated; (ii) create the possxblhty of a new




or different kind of accident from any previously evaluated; or (iii) involve a significant reduction in'a
margin of safety, ! ‘

The NRC requested public comments to the application on March 14, 1994 and the period for
submitting comments has expired. The request to the NRC specifies that the requested amendments
to the Operating Licenses and consent become effective on the Effective Date upon notification by the
applicants that all necessary regulatory approvals have been obtained, but the Company cannot
predict at this time whether and when the approvals and consent will be granted. |

Other Regulatory Filings. Under the FPA and the Department of Energy Act,. the DOE must
authorize persons to transmit electric energy from the United States. The Company holds an

authorization to transmit electric energy to CFE. Under the Plan, CSW would become the owner of:

the common stock of the Company. The DOE requires that notice of a succession of ownership be filed
with the DOE. In general, this notice must be filed at least 30 days prior to the. effective date of any
succession in ownership. The Company intends to file a notice of succession in ownershxp with the
DOE at the appropriate time. '

The Company and CSW also must file a notice related to the Merger with the FTC and DOJ
pursuant to the HSR Act. The applicable waiting period following such filing must have expired
before the Effective Date without an adverse ruling or other action by the FTC and DOJ with respect
to any anticompetitive effects of the Merger.. The Company intends to file a notice pursuant to the
HSR Act at the approprmte time. ;

Treatment of Palo Verde

Major aspects of the Plan include (i) the rejection of the Company’s leases relating to Palo Verde
(the “Palo Verde Leases”), which extend to the Company’s entire interest in Palo Verde Unit 2,
approximately 40% of the Company’s interest in Palo Verde Unit 3 and approximately one-third of its
interest in the Common Plant; (ii) the resolution of any and all claims relating to such leases by the
agreement that an amount equal to $700 million would be the allowed claim of holders of lease
obligation bonds related to the Palo Verde Leases and pursuant to settlement agreements entered into
between the Company, the Owner Trustee and each of the Owner Participants; (iii) reacquisition of

the leased portions of Palo Verde by the Company; and (iv) the Company’s assumption and cure of the

ANPP Participation Agreement and related agreements. p .

Y ) . « , »

The treatment of Palo Verde under the Plan constitutes a comprehensive resolution of all aspects
and issues involving the Company’s interest in the plant, from its relationship with the other utility
participants to the treatment of the sale and leaseback transactions. The treatment would resolve an
adversary proceeding pending in the Bankruptcy Case pursuant to which the Company sought to
reject the Palo Verde Leases and establish the damages, if any, payable for,such rejection, If the Plan
does not become effective, the Company would have to consider the appropriate treatment of Palo
Verde, including whether to continue the treatment.of relevant claims as proposed under the Plan,
propose some other resolution and settlement th.h affected partnes or pursue the adversary
proceeding. , a sy soxd .

Owner Parlicipant and Owner Trustee Settlement Agreements. The Company entered into
settlement agreements with each of the Owner Participants.and the Owner Trustee, in its sale and
leaseback transactions related to Palo Verde.- The settlement agreements were approved by ‘the
Bankruptcy Court, and became effective immediately, although certain provisions become operative
only at the Effective Date. The settlement agreements provide for the resolution of disputes between
the Owner Participants, Owner Trustee and the Company under the Plan or, unless'terminated by the
Owner Participants, under another plan of reorganization that the Company supports, Such disputes
are the subject of an adversary proceeding filed by the Company in the Bankruptey .Court in
September 1992 in connection with the Company’s proposed rejection of the Palo Verde Leases,
including the amount of damages, if any, resulting from such rejection and the treatment of draws on
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letteYs of credit by the Owner Participants. The Owner Participants and Owner Trustee had asserted
claims against the Company for rent, fees and expenses in the adversary proceeding. Pursuant to the
settlement agreements, the Owner Participants would receive no additional recovery under a plan of
reorganization, other than a release from the Company, the continuation of certain indemnification
obligations set forth in the participation agreements entered into in connection with the sale and
leaseback transactions, and the payment of certain expenses incurred by the Owner Participants. At
the effective date of a plan of reorganization, the Owner Participants would transfer their interests in
the leased portions of Palo Verde to the'Company, mutual.releases among the Company, the Owner
Trustee and Owner Participant would be executed and become effective and the adversary proceeding
would be dismissed with prejudice. The settlement agreements also contain tolling provisions related
to the adversary proceeding for the interim period. The Ownér Participants and the Company have
the right to terminate the settlement agreements under certain circumstances’prior to the effective
date of a plan of reorgamzatxon ‘ bt " v
“ o, ] ) . ! . C, . «

ANPP Participation Agreement. The Company and the other Palo Verde Participants have
entered into a Cure and Assumption 'Agreement, pursuant to which the Company would assume the
ANPP Participation Agreement and all other operating agreements rélated to Palo Verde at the
Effective Date. The Cure and Settlement Agreement was approved by the Bankruptey Court on
November 19, 1993. If the Plan does not become effective, the Cure and Assumption Agreement would
be rescinded, in effect, and APS would be obligated to return $9.2 million in prepetition costs that were
paid followmg confirmatlon of the Plan. ‘See "[‘aclhtles — Palo Verde Statxon - ANPP Partlcnpatlon
Agreement » . . ' . .

Treatment of Clmms Under the Plan

The Plan generally provides for creditors and interest holders to receive shares of CSW common
stock, cash and/or securities of Reorganized EPE or to have their claims cured and reinstated. Secured
creditors would receive value equal to 100% of their allowed claim in the form of debt securities of
Reorganized EPE and interest on accrued unpaid interest. As discussed below, the Company has paid
interest on secured obligations from July 1, 1992 and would continue to pay such interest through the
Effective ‘Date. The trust used to finance nuclear fuel would receive value equal to 100% of the
principal amount of their allowed claim<in the form of debt securities of Reorganized EPE and the
payment of 85% of accrued and unpaid inferest, plus the payment of interest quarterly through the
Effective Date. Unseccured creditors would receive a combination of debt securities of Reorganized
EPE and CSW common stock in an amount equal to 95.5% of the principal amdunt of their allowed
claim and interest on such 95.5% amount quarterly through the Effective Date. The holders of Palo
Verde lease obligation bonds would receive 95.6% of:the amount of their allowed claim, which is
designated at $700 million, in the form of debt securities of Reorganized EPI2 and CSW common stock,
and interest on such 95.5% amount quarterly through.the Effective Date. See “Treatment of Palo
Verde.” .Small unsecured credxtors would receive 100% of their allowed claxm in cash

I PR

Pollution control bonds 1ssued in connection with the Company’s interests in Palo Verde and
Four Corners would be cured and reinstated at the Effective Date and, thus, would remain
outstanding. Issuers of letters of credit related to the three series of pollution control bonds related to
Palo Verde would receive debt securities of Reorganized EPE with respect to outstanding draws and
the payment of letter of credit fees and interest on certain amounts of unpaid interest and
unreimbursed draws at the Effective Date. The issuer of the letter of credit for the pollution control
bonds related to I‘our Corners would be treated essentially i in the same manner as an unsecured

credltor ‘ . o : .' . s

Preferred shareholders of the Company would receive shares of Reorganued EPE preferred stock
having a value in the amount of $68 million in the aggregate for their allowed interests. In addition,
periodic payments are being paid quarterly and would continue through the Effective Date on the

amount of the preferred stock distribution.
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The issued and outstanding shares of Company common stock (other than treasury shares‘and
any shares held by CSW) would be converted into CSW common stock. Outstanding options to
purchase Company common stock would be converted into options to purchase shares of CSW common
stock. The conversions would be made at the Effective Date and would be based on the ratio of the
number of shares of CSW-common stock credited to the CSW Common Stock Acquisition Fund (which
is defined in the Merger Agreement and is referred to herein as the “Fund”) to the number of
outstanding shares of Company common stock at the Effective Date. The Fund is a tracking
mechanism and not an actual escrow or other reposxtory for funds; no shares of CSW common stock or
cash are placed in the Fund. .

'I‘he actual number of :shares of CSW common stock that would be issued to Company
sharcholders cannot be finally determined until the Effective Date and the method of conversion
would be as provided in the Merger Agreement and set forth above. In general terms, the number of
shares of CSW common stock credited to the Fund would be based on the sum of (i) the conversion of
the number of shares of Company common stock outstanding at the Confirmation Date
(35,544,330 shares) to CSW common-stock, assuming a value of $3.00 per share of Company common
stock and a value of $29.4583 per share of CSW common stock, (ii) the conversion of up to $1.50 per
share of Company common stock outstanding at the Confirmation Date as additional consideration
deemed to be realized through the resolution of certain claims and the disposition of certain assets
described in the Merger Agreement, with such conversion based on a value of CSW common stock
equal to $29.4583 for items realized prior to the Confirmation Date and the closing price on the date of
the resolution of such item for items resolved after the Confirmation Date, and (iii) the conversion of
dividends that would be decemed to accrue on the amounts described in (i) and (ii) above from the
Confirmation Date or the date the additional consideration is realized, as the case may be, through the
Effective Date, plus dividends on such dividends.

The Company believes that it has "reso‘lved the coritingencies or realized proceeds from the items
designated in the Merger Agreement in amounts sufficient such that at the Effective Date, the
maximum additional consideration would be reached. As of March 1, 1995, the Company estimates
that approximately 5,821,665 shares of CSW-common stock would be credited to. the Fund, including
shares credited due to dividends paid by CSW. However, this number does not include the number of
shares that would be credited as a-result of the conversion of up to $13.8 million in additional
consideration because such conversion would be made one day prior to the Effective Date based on the
closing price of CSW common stock on such date. This calculation has not been submitted to CSW for
review or approval. The closing price of CSW common stock on March 1, 1995 was $24.625 per share.

If the maximum amount of additional consideration (an amount equal to $1.50 per share of
Company common stock outstanding on the Confirmation Date) has not been realized at the Effective
Date, a liquidation trust would be established and the Company’s rights to and interests in certain
contingent items designated in the. Merger Agreement would be assigned to the trust. Any cash
proceeds realized by the trust would be distributed pro rata to the holders of the Company’s common
stock at the Effective Date up to the maximum consideration amount and any excess would be
returned to the Company: :

If another plan of reorganization involving CSW or an affiliate of CSW were to become effectxve,
then pursuant to the terms of the Merger Agreement, unless the Company has withdrawn the Plan or
proposed a stand-alone plan of reorganization inconsistent with the Merger Agreement or has
breached the Merger Agreement in a material manner, CSW would be required to pay to holders of the
Company’s common stock an amount equal to the difference between the aggregate amount that
would have been paid to such holders under the Plan and the amount actually paid under the other
plan of reorganization. = - .




’

Avctions Related to Bankruptcy Case Prior to the Effective Date

Prior to the Effective Date, current management of the Company will continue to manage and
run the Company, subject to the oversight of the Board of Directors and required approvals of the
Bankruptey Court for certain actions. Under the Merger Agreement, the Company is prohibited from
undertaking certain actions, which generally are extraordinary in nature; may be required to notify or
obtain the approval of CSW prior to undertaking other actions; and its ability to take certain actions is
limited in other respects. With those limitations, the Company is continuing to operate and to use its
best efforts to complete the actions required to reach the Effective Date.

Interim payments will be made prior to and at the Effective Date, as set forth in the Plan, and as
described above in “Treatment of Claims Under the Plan.” The Company and CSW continue to meet
penodlcally with an oversight committee representing all classes of creditors to inform them of the
status of the conditions to effectiveness of the Plan and to provide other information.

The Company is continuing its analysis of exécutory contracts to determine whether the
Company should assume or reject all or a portion of these contracts. Any contracts not affected would
be assumed at the Effective Date.

»

The Company also is continuing its anzilysis of the proofs of claim filed in the Bankruptey Case in

‘an effort to reconcile the claimants and the claimed amounts with the Company’s books and records

and, prior to the Effective Date, will determine which it will object-to. The general deadline for filing
creditors’ claims against the Company with the Bankruptey Court was June 15, 1992, Approximately
350 proofs of claim or interest had been filed with the Bankruptey Court as of December 31, 1994.
Many of the proofs of claim are voluminous and duplicative. The Company’s counsel is also involved in
the process of analyzing the factual and legal bases of many of the proofs of claim. '

Based on the evaluation to date, the following table represents the proofs of claims, exclusive of
proofs of claims that have been withdrawn voluntarily or for which objections by the Company have
been upheld and those for which amounts have been paid, as of December 31, 1994, that have been
filed and that include a specified amount,

Category of Claims | ‘ » Amount

| (Inthousands)

Prepetition claim amounts recorded on the Company books and records .."... $ 1,216,337
Palo Verde lease obligation bond claims ........ e teeseseseusiresrerenranas 742,725
Litigationclaims ...........c.ciiiiiienieriinnnensoanns ererenseeenenne 30,983
Executory contractclaims ...................... e PP el 6,401
Other ..........iciiviivinnn, Cr b eattaniiasseirenaaar s SN - 17,266
Subtotal .........ciiiiiiiiiiii e e veee 2,018,712
Claims that are duplicative of the ABOVE .etvinrenninninnns ferreeserieiaes | 2982857
Total ..oovviviiiniii i vessenes - $.4,996,569

The Company does not acknowledge the validity of any proofs of claim represented in the table
and reserves its right to object to all proofs of claim, Claims related to the Palo Verde lease obligation
bonds are unliquidated claims that would be allowed claims in the amount of $700 million under the
Plan. Litigation claims primarily reflect miscellaneous personal injury litigation (for which the
Company has adequate liability insurance) and commercial litigation. The Company believes that the
duplicate claims will not be allowed claims in the Bankruptcy Case. The claims for executory
contracts are for unliquidated damages for leases or other executory contracts the Company has not
rejected. There also are approximately 50 proofs of claims that do not specify an amount and,
therefore, are not reflected in the table above. The Company cannot predict the amount of claims that
ultimately will be allowed by the Bankruptey Court in the Bankruptey Case.




Regulation
Overview
Effect of Bankruplcy on Regulation. The Bankruptcy Code provides that the Bankruptcy Court
shall confirm the Company’s plan of reorganization only if “any governmental regulatory commission
with jurisdiction, after confirmation of the plan, over the rates of the debtor has approved any rate
change provided for in the plan, or sich rate change is expressly conditioned on such approval.,” As
discussed above in “Bankruptey Proceedings and Proposed Mergér with CSW — Regulatory Aspects of
the Plan and Merger,” the Company or, where appropriate, CSW,; CSWS or APS, have filed or will file
applications with various regulatory bodies to seek approvals or determinations necessary to
consummate the Merger and otherwise satisfy the conditions to the effectiveness of the Plan. To date,
thé Company has reserved arguments in the regulatory proceedings that the provisions of the
Bankruptcy Code, together with applicable provisions of other federal statutes, grant the Bankruptey
Court the authority to preempt otherwise applicable regulatory jurisdiction, and it is uncertain
whether the Company would prevail on such arguments, if asserted. The Company, however, has
asserted that the Texas Commission, the New Mexico Commission, the OPC and the City of El Paso,
which are parties to the Bankruptcy Case, are collaterally estopped from challenging certain of the
Bankruptcy Court’s findings in confirming the Plan and that the Supremacy Clause of the United
States Constitution preempts such parties from relitigating the reasonableness of the purchase price
offered by CSW. See “Texas Rate Matters - Bankruptey Court Adversary Proceeding,” below. The
discussion of the applications filed or to be filed before the regulatory bodies pursuant to the Plan and
the pending regulatory appeals discussed below in “Texas Rate Matters” and “New Mexico Rate
Matters” should be read in the context of the preempt:on issue discussed above. .
Pursuant to orders entered by the Bankruptcy Court, the automatic stay imposed by the
Bankruptey Code, if and to the extent applicable, has been lifted with respect to all pending appeals of
regulatory decisions of the Texas Commission. See Item 3, “Legal Proceedings — Automatic Stay of
Litigation Due to' Bankruptey.” Accordingly, such appeals are being prosecuted through the
applicable courts. * * . N " :

Texas. The rates and services of the Company in Texas municipalities are regulated by those
municipalities and in unincorporated areas by the Texas Commission. The largest municipality in the
Company’s service area in Texas is the City of El Paso. The Texas Commission has exclusive de novo
appellate jurisdiction to review municipal orders and ordinances regarding rates and services, and its
decisions are subject to judicial review.

The Texas Commission has jurisdiction to grant and amend CCNs for service territory and
certain facilities, including generation and transmission facilities. Although the Texas Commission
does not have the authority to approve transfers of utility assets, it is required to evaluate certain
transfers of utility assets and mergers and consolidations of regulated utility companies to determine
if those transactions are consistent with the public interest. Upon a finding that such a transaction is
not in the public interest, the Texas Commission is required to consider the effects of the transaction in
future ratemaking proceedings and is required to disallow the effects of the transaction if it will
unreasonably affect rates or service.

New Mexico. The New Mexico Commission has jurisdiction over the Company’s rates and
services in New Mexico. The New Mexico Commission must grant prior approval of the issuance,
assumption or guarantee of securities; the creation of liens on property located within the state; the
consolidation, merger or acquisition of some or all of the stock of another utility; and the sale, lease,
rental, purchase or acquisition of any public utility plant or property constituting all or part of an
operating unit or system. The New Mexico Commission also has jurisdiction as to the valuation of
utility property and business; certain extensions, improvements and additions; Class I and 11
transactions (as defined by the New Mexico Public Utility Act); abandonment of facilities and the
certification and decertification of utility plant. The New Mexico Commission’s decisions are subject
to judicial review.
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FERC. The Company is subject to regulation’by the FERC in certain matters, including rates for
wholesale power sales and the issuance of securities. In 1992, the Congress enacted the Energy Policy
Act, which, among other things, removes certain restrictions on utility participation in the
competitive wholesale generation market. In addition, subject to certain limitations, the legislation
provides that the FERC also may order electric utilities, including the Company, to provide certain
transmission services. The legislation also expands the authority of state utility commissions to
examine the books and records of electric utilities. See *Bankruptcy Proceedings and Proposed Merger
with CSW — Regulatory Aspects of the Plan and MergeerERG Approvals,” above.

NRC. The Palo Verde Statxon is subject to the Jurlsdlctlon of the NRC, which has authority to
issue permits and licenses, to regulate nuclear facilities in order to protect the health and safety of the
public from radiation hazards and to conduct environmental reviews pursuant to the National
Environmental Policy Act. See “Facilities — Palo Verde Station” and “Bankruptcy Proceedings and
Proposed Merger with CSW — Regulatory Aspects of the Plan and Merger — NRC and Atomic Energy
ActIssues.”.

Accounling for the Effects of Regulation. Prior to December 31, 1991, the 'ﬁnancial statement§ of
the Company were prepared pursuant to the provisions of SFAS No. 71, “Accounting for the Effects of
Certain Types of Regulation,” as amended, which provides for the recognition of the economic effects of
regulation. In early 1992, the Company determined that there existed substantial doubt concerning
whether the criteria for reflecting the economic effects of regulation continued to be met as a result of
continuing cash flow problems arising from inadequate rate relief and the uncertainty surrounding
regulation during the rcorganization process. The Company concluded that it was not reasonable to
assume that its rates were, or will be, without giving consideration to possible outcomes of the
reorganization process, designed to recover its costs on a timely basis. Because of the uncertainty of
the nature of any reorganization plan ultimately consummated and the assessment of the nature of
regulation, the Company concluded that it did not then and does not currently ‘have sufficient
assurance to reflect the economic effects of regulation in its general purpose financial statements.
Therefore, as required by generally accepted accounting principles, the Company eliminated from its
1991 balance sheet the aggregate effects of regulation, which resulted in a $311 million extraordinary
charge to results of operations for the year ended December 31, 1991. This amount included
approximately $200 million of operating expenses and carrying costs, primarily related to PaloVerde,
and approximately $80 million of income taxes related to the Palo Verde sale/leaseback transactions
which had been deferred by the Company’s regulators for recovery in future periods. Furthermore, the
Company did not record the letters of credit draws amounting to $288.4 million as an asset and has not
recorded any new assets reflecting the economic effects of regulation since 1991 in its general purpose
financial statements. ’

« Although the outcome of the reorganization process cannot presently be determined, the
Company believes that the rates established in conjunction with any reorganization plan-will be
designed to recover the Company’s costs, including a return on equity, after the establishment of an
appropriate capital structure, as well as to reflect other changes that may result from the
reorganization. The Company expects that, upon effectiveness of any plan of reorganization, its
régulated operations will meet the SFAS No. 71 criteria necessary fo reflect the effects of regulation in
its general purpose financial statements. Such rates may include the recovery of some or all items
thdt, at that time, are not reflected as regulatory assets on the Company’s general purpose financial
statements. However, in the absence of application of purchase accounting applied in the event of-a
change in control occurring as part of the reorganization, there does not appear to be any apphcable
accounting precedent for the restoration of'such amounts as assets created prior to the re-adoption of
SFAS No. 71. Restoration of such amouints as assets will depend upon a number of factors, including |
intervening developments in accounting standards and other accounting literature, the outcome of
which cannot currently be determined. In March 1993, the Financial Accounting Standards Board’s
Emerging Issues Task Force reached a consensus that if a rate-regulated enterprise initially fails to
meet the regulatory asset recognition requirements of SFAS No. 71, but meets those requlrements ina
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subsequent peried, then regulatory assets should be recognized in the period the requirements are
met. Although the Emerging Issues Task Force's consensus applied to rate-regulated enterprises
currently meeting the requirements of SFAS No. 71, the Company believes that this consensus
supports the Company’s position regarding restoring previous net regulatory assets in its general
purpose financial statements. In thé event it is concluded that such restoration is not appropriate
under generally accepted accounting principles, the Company would be precluded from recognizing
historical amounts as regulatory assets in its general purpose financial statements. If it is determined
that such restoration is appropriate, regulatory assets would be recorded to the extent items allowed to
be recovered in the rate making process have not been reflected as assets in the Company’s general
purpose financial statements. ‘

Texas Rate Matters

v

On January 10, 1994, the Company and CSW filed the Texas Merger Application with the.Texas
Commission requesting (i) a determination that the acquisition by CSW of one hundred percent
(100%) of the Company's common stock is consistent with the public interest and (ii) certain
determinations regarding the regulatory. treatment of the Company’s proposed reacquisition of the
portions of Palo Verde that it previously sold and leased back. The filing is proceeding as: part of
Docket 12700.

In addition to the Texas Merger Application filed by CSW and EPE, the Company filed the Texas
Rate Filing incorporating, among other things, the Company’s fifth increase under the terms of the
Rate Moderation Plan ordered by the Texas Commission in Docket 7460 and a base rate increase
under the inventory plan established for Palo Verde Unit 3 in Docket 9945. The Texas Rate Filing was
consolidated with the Texas Merger Application under Docket 12700. The Company filed its rate
request with both the Texas Commission and the various municipalities retaining original jurisdiction
over the Company's rates. See “Texas Rate Filing.” In Docket 12700, the Company further proposed
to reconcile its Texas fuel costs and revenues for the period from April 1989 through June 1993 and to
decrease its current fixed fuel factors (the “Texas Fuel Filing”).

As partof the Texas Merger Application and as a basis of settlement, CSW has proposed rates for
Texas jurisdictional customers of the Company that are substantially less than those reflected in the
Company’s rate case filing. The CSW settlement offer is contingent on the determination by the Texas
Commission that CSW’s acquisition of the Company is consistent with the public interest and the
other regulatory determinations and approvals requested in the Texas Merger Application. The
proposed settlement offers (i) to limit the non-fuel base rate increase for Texas jurisdictional customers
to $25 million; (ii) a proposed $12.8 million annual reduction in future fuel revenues from the
Company!s fixed fuel factors; (iii) a refund of $16.4 million over a 12-month period of over-recovered
fuel costs and other fuel-related items; and (iv) a rate case expense surcharge of $4.1 million related to
previous rate cases to be collected over a 12-month period. Taking into account the annual reduction
in fuel costs and the proposed fuel refund, the Company’s revenues from Texas jurisdictional
customers would not increase during the first year after the rate change goes into effect. The
settlement rate plan proposed by CSW also provides for (i) no additional base rate increase until 1997;
(ii) a limitation in the frequency of base rate increases following the rate freeze period through 2001 to
not more than once every other year (i.e., 1997, 1999 and 2001); and (iii) a limitation on the amount of
the 1997, 1999 and 2001 base rate increases, such that each increase would not exceed eight percent of
total revenues. CSW'’s efforts to settle the case, however, have been unsuccessful to date.

During the preliminary stages of Docket 12700, the Company and CSW entered into a stipulation
with the City of El Paso, the General Counsel of the Texas Commission, and the OPC whereby the
parties agreed that, if at the time the Texas Commission’s statutory deadline to enter a rate order
would expire all other regulatory approvals or authorizations required by the Merger Agreement have
not been issued and CSW is not in a position to state that it is ready to consummate the Merger, the
Texas Commission could (i) issue an interim order in Docket 12700 pending the receipt of notification
from CSW of the receipt or waiver of such other regulatory orders from other governmental bodies and
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! (iij remand the proceeding to its hearings division for the limited purpose of receiving such notice from
CSW and considering the comments of all parties regarding the effect, if-any, of the orders from other
governmental bodies on the Interim Order issued by the Texas Commission.

. Docket 12700 proceeded to hearing, and on January 3, 1995, a Proposal for Interim Decision was
issued. The Texas Commission considered the Proposal for Interim Decision in hearings conducted in
February 1995. On March 3, 1995, the Texas Commission issued the Interim Order concerning both
the Texas Merger Application and the Texas Rate Filing. The Interim Order was issued after the two
Commissioners sitting in deliberation had reached an impasse concerning certain issues. . The third
Texas Commission seat was vacant pending the confirmation of a new Commissioner. During
deliberations on February 22, 1995, and in a separate concurring opinion issued March 3, 1995, the
Chairman of the Texas Commission reserved his option to reconsider his vote on certain issues after
receipt of motions for reconsideration from the parties to Docket 12700. The significant issues on
which the Chairman specifically reserved his option included the following and are described more
particularly below: (i) the conditional nature of the finding that the Merger is in the public interest;
(ii) whether to modify the level and amortization period of the acquisition adjustment; (iii) whether to
authorize rate treatment of the accounting deferrals for Palo Verde Unit 3 and, if 50, the magnitude of
such authorization; and (iv) whether to modify the treatment of the tax.benefit ansmg from payment
of the Palo Verde lease rejection damages. Motions for reconsideration of these issues were filed
March 23, 1995, and replies are due April 3, 1995. The Company anticipates that the Texas
Commission will hold a hearing on the motions for reconsideration, and that a Second Interim Order
will be issued within the next 60 days. It is also expected that the new third Commissioner, who was
confirmed by the Texas Senate on February 22, 1995, will take part in the deliberations and vote on.
the Second Interim Order. : , .

In light of the stipulation concerning the Interim Order and the uncertainty as to when other
federal and state governmental bodies will act on the merger-related filings before them, the Company
cannot predict when any order of the Texas Commnssxon in Docket 12700 will become final. The
Company also cannot predict whether and to what extent parties to Docket 12700 mxght. appeal any
final order to the Texas District Court. . ,

The Texas Commission severed the Texas Fuel Filing from Docket 12700 and issued a separate
final order in the Texas Fuel Filing on March 3, 1995, under Docket 13966. The Texas Commission’s
rulings in the Texas Merger Application, the 'I‘exas Rate Filing and the Texas Fuel Filing are
described below.

Texas Merger Application. In its Interim Order, the Texas Commission determined that the
acquisition of the Company’s stock by CSW and the reacquisition of the leased portions of the Palo
Verde assets are consistent with the public ‘interest pursuant to Section 63 of the Public Utility
Regulatory Act. The Texas Commission, however, issued a finding of fact and conclusion of law to the
effect that the acquisition by CSW of the Company’s stock is at a reasonable price and is in the public
interest subject to successful resolution of certain matters relating to Palo Verde and the City of Las
Cruces. See “Facilities — Palo Verde Station — Palo Verde Operations,” and Partll, Item 7,
“Management’s Discussion and Analysis of Financial Conditions and Results of Operahons -
Operational Challenges —City of Las Cruces.”

With respect to the previously le.ansed portions of the Palo Verde assets, the Interim Order adopts
the ,Company’s and CSW'’s proposal to include the assets in rate base at their. original cost less
depreciation through December 31, 1994, The Interim Order also concludes that synergy cost savings
will accrue to the merged companies in the range of approxlmately $309 million to $379 million over
the first ten years of the Merger. The Interim Order rejects CSW’s primary request that it retain the
tax benefits arising from the damages resulting from the Company’s rejection of the Palo Verde
Leases, and instead utilizes the tax benefits to reduce the Company’s rate base by approximately $133
million. At the same time, the Interim Order provides for the Company to recover from ratepayers a
$161 million acquisition adjustment to be amortized to cost of service over 33 years, without inclusion
of the unamortized balance in rate base. CSW has stated that the alternative $151 million acquisition
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adjustment does not provide CSW- with the economic equivalence of CSW’s primary request that it *
retain the tax benefits of the lease srejection damages 0 EUFE D TR :
Texas Rate Ftlmg The total amount of the Company’s requested cash base rate mcrease,
exclusive of fuel, is approxxmately $41.4 million. The total cash base rate increase consists of (i) a base
rate increase of $8.3 million, constntutmg the proposed'3.5 percent increase contemplated under the
Rate Moderation Plan' estdblished in Docket 7460 for costs other than those ‘associated with Palo
Verde Unit 3 and (ji) a-base rate increase of $33.1 million, constituting the proposed increase under
the inventory plan for Palo-Verde Unit‘3. The Company also requested the addition of approximately
$10.9 million to its Docket'7460 Rate Moderation Plan deféiral balance. As discussed above, CSW
made a contemporaneous settlement offer that proposed:rates lower than those reﬂected m the
Company’s rate filing, but that settlement offer has not been accepted ‘ . :

v . : ‘s |

N 1
‘The' Company’ did not 1nclude in the Texas Rate Filing ‘a request to recover the costs of
bankruptcy reorganization-or the $288.4 million from the draws on the letters of credit related to the
Company’s sales and leasebacks of portions of its interest in Palo Verde, which draws occurred in late
December 1991 and early January 1992, The Company has reserved the ability to seek recovery "of

such costs if the Plan does not’ become eﬂ'ectxve S e W
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By ordinance sxgned on June 22,1994, the El Paso City Council denied the Company s requested
rate increase and adopted &' recommendatlon from the City of El Paso’s Public Utility Regulation
. Board that base rates for residérits in-the City of El Paso be reduced by $15.7 million annually The |
Company appealed thi$ order to the Texas' Commission-where it*was consolidated with'the current |
rate case in Docket 12700 and is bemg reviewed de novo by the Texas Commisgion. * -

Effectwe July 16 1994, the Company 1mplemented a cash base rate’ mcrease “of approximately
$25 mllhon annually, under bond and subject to refund dependmg on the outcome of the rate case, for
1ts Texas Jurxsdxctxonal customers The Company deposxted approxnmately $4.7 million of United
States Treasury sccurities in esérow to provnde security for the bonded rates. The bonded rate i increase
was authorized by applicable statute and regulation. Because of the current uncertainty as to the final
outcome of the proceeding, the Company has deferred recognition of the revenue resulting from the
increased rates aggregating approximately $11.5 million as of December 31, 1994. . L
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In the Interim Order issued March 3, 1995, the Texas Commission approved a total annual
increase in Texas base revenues of approximately $24.9 million, The Texas Commission also approved
a rate case expense surcharge.of'$9.7 million to be recovered over twelve months, The Company
expenses rate case costs as incurred on its general purpose financial statements. The order, however,
was not immediately placed in effect; due to the Texas Commission’s decision to entertain motions for
reconsideration, While these motionsrare pending, the Company s bonded rate increase of
approximately $25 million will remain in place. . . .. PR b

With respect to the rate treatment of Unit 3 the' Texas Commlssmn approved the Companys
request to include eighty-five percent (85%) of the cost of the unit in rate base in accordance with the |
inventory plan established by the Texas Commission in.Docket 9945. . The Texas Commission
disallowed the Company’s request to include in rate base approximately $43.3 million at June 30,
1993, net of deferred taxes, of costs deferred on Palé Verdé Unit 3 between the uhit’s in-service date
and the date of its in¢lusion in Texas rates. In addxtxon, ‘the Texas Commission disallowed related
depreciation of approxxmately $12 million. These deferred costs and the depreciation disallowance are
subject, however, to reconsxderatxon pursuant to the Interim Order. See “Deferred Accountmg Cases”
below. . ‘ Yo s '

“ . .
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With respect to the rate treatment of Units 1 and 2, the Interlm Order dlscontmues the Rate

Moderation Plan established in Docket 7460. In Docket 7460, the Tekas Commission established a
Rate Moderation Plan, pursuant to whxch the Texas Junsdxctxonal portion of the Company s cost of
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* service, excluding Palo Verde Unit 3 capital costs, were to be phased-in to rates in four steps. All
approved cost of service amounts not phased-in to rates were deferred for future recovery pursuant to
the terms and conditions of the Rate Moderation Plan. In lieu of the Rate Moderation Plan, the
Interim Order places in rate base all amounts deferred in connection with the Rate Moderation Plan
through February 1993 and ecliminates from recovery all amounts that would have been deferred
thereafter. The Interim Order would remove approximately $16.0 million, net of deferred taxes, in
Rate Moderation Plan deferrals asof December 31, 1994 k

As a result of the Company’s elimination of net regulatory assets from its balance sheet as of
December 31, 1991, and subsequent non-recording of any new assets reflecting the economic effects of
regulation since 1991, the denial of rate base recognition of the Palo Verde Unit 3 deferred costs and
the removal of deferred amounts associated with the Rate Moderation Plan after February 1993 will
have no effect on the Company s general purpose financial statements.

i
“
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Texas Fuel Ftlmg As aresult of the fuel reconclhatlon and treatment of other fuel-related items,
the Company proposed in the Texas Fuel Filing to refund to Texas jurisdictional customers (as a credit
to fuel revenue collections) approximately $16.4 million over a 12-month period. The Company also
proposed in the Texas Fuel Filing a decrease in its fixed fuel factors that was anticipated to reduce
future fuel revenues by approximately $14.3 million'annually, Although the Texas Fuel Filing was
considered by the Texas Commission as part of the Texas Rate Filing in Docket 12700, the Texas
Commission severed the fuel-related proceedings fronr the rate proceeding and issued a separate final
order in the Texas Fuel Filing on March 3, 1995, under Docket 13966. The Texas Commission ordered
a fuel cost refund to Texas customers of approximately $13.7 million. The Texas Commission also
ordered, consistent with the Company’s request, a reduction in the Company’s fixed fuel factors that
will result in a reduction in fuel cost recovery on a prospective basis of approxxmately $14.3 million
annuaHy

For the fuel reconciliation period, the Company was allowed to retain all margins on off-system
sales to CFE, consistent with the Texas Commission’s order in Docket 9945. For reconciliation period
off-system sales of contingent capacity to the IID, the Texas Commission decided to split the margins,
with seventy-five percent (75%) going to ratepayers and twenty-five percent (25%) going to Company
shareholders. The Commission adopted the same 75/25 split, but adjusted for incremental costs, for all
off-system sales on a prospective basis including CFE, IID-Contingent and economy energy sales.

: + Based on the Texas Commission’s rulings on fuel reconciliation matters and off-system sales, the
Company has recorded a provision representing an overrecovery of Texas jurisdictional fuel costs for
the period from the end of the last fuel reconciliation period (June 1993) through December 1994. The
total overrecovery from July 1993 to December 1994 is approximately $19.6 million. Under a new fuel
rule adopted in January 1993 by the Texas Commission, the Company may petition the Commission to
refund this overrecovery. The Company may consider the remand of Docket 8588 in its calculation of
any refund. See “Recovery of Fuel Expenses.” The Company would propose to make any refund over a
12-month period. . ' .‘ b

. Motlons for rehearing of the Texas Commxssxons final order in Docket 13966 were filed on
March 23, 1995. Replies to the motions are due April 3,1995. The Texas Commission will be required
to act.on the motions by Aprll 18, 1995, or the motions will be overruled by operation of law.

Bankruptcy Court Adversary Proceedmg The Company.and CSW filed a joint motion thh the
Bankruptcy Court on July 21, 1994, seeking an order that would prohibit relitigation in the Texas
Merger Application and Texas Rate Filing of issues that were resolved by the Bankruptcy Court in
connection with the confirmation of the Plan. The matters at issue were converted to an adversary
proceeding by the Company and CSW filing a complaint for declaratory judgment on August 19, 1994.
The complaint identifies the following issues and requests that the Bankruptcy Court enter an order
declaring that no party before the Texas Commission, including OPC, the City of El Paso or the
General Counsel of the Texas Commission, may relitigate any of the following issues: (i) whether the
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litigation related to the Palo Verde Leases between the Company and .the lease bondholder§, the

Owner Trustee and other persons asserting a claim or interest related to the Palo Verde Leases should
have been settled and if so on what terms, (ii) whether liquidation should have been considered or
pursued as a viable option to reorganization, (iii) whether the Plan is feasible, and (iv) whether the
enterprise value for the Company and the consideration to be provided to creditors and equity holders
established by the Plan is excessive. On September 14, 1994 CSW filed a notice of dismissal from the
adversary proceeding, stating that “while it supports a timely resolution to the preemption issues, its
participation is not necessary to a full and complete adjudication of the matters.”

On August 30, 1994, the Company filed a motion for summary judgment, which has not yet been
ruled upon by the Bankruptey Court. On December 29, 1994, the Bankruptcy Court issued an order
denying motions to dismiss filed by the City of El Paso, the New Mexico Commission, the Texas
Commission and OPC. In a memorandum opinion accompanying its order, the Bankruptcy Court
stated that, to the extent the ratemaking authorities (the City of El Paso, the Texas Commission and
the New Mexico Commission) participated as parties-in-interest in the confirmation of .the Plan, the
Bankruptcy Court has jurisdiction over those parties to determine if théy are attempting to relitigate
findings of fact the Bankruptcy Court made in confirming the Plan or if the factual issues ripe for
determination in the regulatory process are different from those which the Bankruptcy Court decided
in the confirmation process. On January 20, 1995, the Company filed its Second Motion for Summary
Judgment asserting that the Bankruptcy Court’s finding in the confirmation order that the price to be
paid by CSW to acquire the stock of the Company is reasonable precludes the Texas Commission from
concluding otherwise in Docket 12700. Sec "Texas Merger Application.” .On March 1, 1995, the
Company filed a motion to continue the Bankruptcy Court’s March 6, 1995 docket call on the
Company’s Second Motion for Summary Judgment and March 8, 1995 hearing on certain motions for
abstention and for more definite statement filed by the defendants. In its métion to continue, the
Company cited the Texas Commission’s decision in its Interim Order in Docket 12700 to allow motions
for reconsideration of its conditional conclusion that the Merger is in the public interest, subject to
successful resolution of the City of Las Cruces and Palo Verde matters. See “Texas Rate Filing.” On
March 3, 1995, the Bankruptey Court entered an order continuing the March 6, 1995 docket call and
the March 8, 1995 hearing. The ultimate outcome of the adversary proceeding in.the Bankrupt,cy
Court and any possible appeals thereof cannot be predlcted at this time.

Docket 9945. The 'I‘exas Commlssxon lssued its final order in Docket 9945 on November 12,1991,
approving a total increase in Texas base revenues of approximately $47 million, consisting of $37
million in cash and $10 million of phase-in deferrals. The increase did not include any current return
of or return on the owned portion of Unit 3 or recovery of the lease expenses related to Unit 3.
Recovery of these costs has beén held in abeyance to be included subsequently in Texas rates over a
scheduled period of time. See “Texas Rate Filing” and “Deferred Accounting Cases.”

. With respect to the rate treatment of Unit 3, the Texas Commission disallowed approximately
$32 million of Unit 3 capitalized costs, on a total Company basis; as imprudently incurred. The Texas
Commission also adopted an inventory plan, pursuant:to which the Company’s investment in Unit 3
was neither included in rates nor expressly disallowed, but instead held in abeyance to be included
subsequently in Texas rates over a scheduled period of time. In justifying the inventory plan, the
Texas Commission found (i) the Company was imprudent in not attempting to sell a portion of its
interest in Palo Verde belween 1978 and 1981; (ii) the Company failed to demonstrate that it would
not have been able to sell such interest if it had attempted to do so; and (iii) as a result of such
imprudent action, the addition of Unit 3 to the Company’s system would result in excess capacity.
However, the Texas Commission further found that Unit 3 would become “used and useful” to the
Texas jurisdiction in the following percentages: 0% (in Docket 9945), and 40%, 65%, 85% and 100%
thereafter. It is the Company’s position that the successive phases of the inventory plan were to be
implemented on an annual basis. In the Texas Rate Filing, some parties have contested whether the
inventory plan constituted a proper determination by the Texas Commission of when Unit 3 would
become used and useful. These parties further contest whether the inventory plan requires
implementation of a five year schedule for inclusion of the investment. The Commission’s current

20



5 Interim Order in Docket 12700 adopts the Company’s position concerning the inventory plan, See
“Texas Rate Filing.” . ‘ .

The Company disputes there was any imprudence in retaining its full investment in Palo Verde.
The Company challenged the Texas Commission’s ruling in the Company’s Motions for Rehearing and
has continued such challenge on appeal to the Texas District Court. The City of El Paso and two
intervenors also appealed certain other issues. On October 27, 1993, the Texas District Court affirmed
the final order of the Texas Commission except in two respects. The Texas District Court held the
Texas Commission erred (i) by refusing to include certain disallowed and below-the-line utility
expenses as deductions when computing federal income tax expense for ratemaking purposes, further
discussed below under “Ratemaking Treatment of Federal Income Taxes,” and (ii) by granting rate
base treatment for post-in-service deferred carrying costs associated with Units 1 and 2 of Palo Verde.
The District Court affirmed the Commission’s decision regarding Palo Verde Unit 3 deferrals,
whereby the Commission had postponed the determination of the appropriate regulatory treatment of
the deferrals to future cases. The District Court’s holding regarding Unit 1 and 2 accounting deferrals
is now inconsistent with the subsequent decision of the Texas Supreme Court in the appeal of Docket
7460, discussed below under “Deferred Accounting Cases.” The Company appealed the decision to the
Court of Appeals, as did the City of El Paso and two other intervenors. The Court of Appeals heard
“ oral argument in the case on November 9, 1994 and has not yet issued its decision. The ultimate
outcome of the appeals and their results or the materiality thereof cannot be predicted at this time.

Recovery of Fuel Expenses. The Company’s prior reconciliation of fuel expenses, Docket 8588,
was for the period, August 1, 1985 through March 31, 1989. The Company and the City of El Paso
appealed the Texas Commission’s order in Docket 8588 to the Texas District Court.. On November 25,
1991, the Texas District Court entered judgment on the appeals, upholding the Texas Commission’s
order on all points except the Company’s appeal of the treatment of certain purchased power capacity
costs incurred during 1985 and 1986. With regard to those costs, totaling approximately $4.2 million,
the Texas District Court held that the Texas Commission erred in failing to justify adequately its
decision not to allow the Company to recover such costs through its reconcilable fuel account.. The
Texas District Court.remanded the case to the Texas Commission with instructions to reconsider the
allowance of such costs.” Both the Texas Commission and the City of El Paso appealed the Texas
District Court’s decision to the Court of Appeals. On March 10, 1993, the Court of Appeals affirmed
the decision of the Texas District Court. On February 2, 1994, the Texas Supreme Court denied the -
applications for writ of error filed by the City of El Paso and the Texas Commission. The case has been
remanded to the Texas Commission for a new hearing to address whether the Company should be
allowed to include the purchased power capacity charges as reconcilable fuel costs and recover such
costs. The ultimate outcome of this remand cannot be predicted at this time.

]
k)

Deferred Accounting Cases. The Company has received a series of orders authorizing the deferral
of operating costs incurred, and carrying charges accrued, on each unit of Palo Verde between the
unit’s in-service date and the date of its inclusion in Texas rates. Certain rate orders have also
permitted the Company to include in rate base and amortize into rates the deferred costs associated
with Units 1 and 2 (approxxmately 40 years for ratemakmg purposes).

The Company’s first order allowing the recovery of. accountmg deferrals (in Docket 7460
regarding Units 1 and 2) has been finally resolved.by the Texas Supreme Court. On June 22, 1994, the
Texas Supreme Court reversed the decision of the Court of Appeals and upheld the Texas
Commission’s authority to include both the Company’s deferred operating costs and deferred carrying
costs in rate base in City of El Paso v. Public Utility Commission, 883 S.W.2d 179 (Tex.1994) (“City v.
PUCT”). On October 6, 1994, the Texas Supreme Court overruled motions for rehearing of the
matters. As a result of the Texas Supreme Court’s ruling, the Company expects to be able to continue
to include in rate base and to amortize into rates the deferred carrying and operating costs associated
with Palo Verde Umts 1and 2.
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In Docket 9069, the Texas Commission granted the Company a deferred’ accounting,’ordbr X
authorizing it to defer operating and carrying costs associated with Palo Verde Unit 3 between the
plant’s in-service date and the date its costs were included in rates. The City of El Paso and the State
of Texas appealed this order to the Texas District Court. The City of El Paso, however, dismissed its
appeal. The State of Texas’ appeal remains pending, with a hearing expected in June of 1995.
Subsequent to the filing of these appeals, the Texas Supreme Court issued its decision in the appeal of
Docket 7460 upholding the legality of deferred accounting orders. The Company believes that the
deferred accounting order in Docket 9069 complies in all respects with the Texas Supreme Court’s
decision, but the ultimate outcome of the appeal and its result or the materiality thereof cannot be
predicted at this txme For further dxscussxon of Umt 3 deferrals, see "Docket 9945” and * Texas Rate
Plllng »

[
N -

The recovery of the Palo Verde Unit 3 accounting deferrals is currently an issue in the Texas |
Rate Filing. In City v. PUCT, the Texas Supreme Court established a new requirement that, in the
first rate case in which deferrals are included in rates, a utility must demonstrate that the deferrals
are needed to protect the utility’s financial integrity. The Company initially requested inclusion of the
Palo Verde Unit 3 deferrals in rates in Docket 9945. The Texas Commission, however, postponed the
review of those deferrals until the Company’s next rate case. 'See “Docket 9945.” Consequently, the
Company once again requested recovery of the Palo Verde Unit 3 deferrals in rates in Docket 12700.
See “Texas Rate Filing.” Because the Texas Supreme Court’s opinion in City v. PUCT was issued after
the Company had filed its testimony in Docket 12700, the Company filed supplemental testimony
demonstrating that all of the Palo Verde Unit 3 deferrals were needed to protect the Company’s
financial integrity during the deferral period. The Texas Commxssxon Staff filed. supplemental
testimony which concurred with the Company’s position.

Certain of the intervenors in Docket 12700 have taken the position that the Texas Supreme
Court’s opinion in City v. PUCT requires proof that recovery of the accounting deferrals must be
necessary to protect the financial integrity of the utility at the time of the subsequent rate case. It is
the Company’s position that it must demonstrate that recovery of the'accounting deferrals is instead
necessary to preserve financial integrity during the deferral period. However, the Texas Commission
has not conclusively reached a decision on this issue. The ultimate outcome of the Texas Commission’s
decision and any possible appeals of the Commission’s decision cannot be predicted at this time.

" Rate Case Expenses Incurred in Docket 7460, The issue of recovery of expenses incurred by the
Company and the City of El Paso in connection with Docket 7460 was severed from the issues ruled
upon by the Texas Commission in that docket and was assigned to a new Docket 8018 for
consideration. On September 20, 1991, the Texas Commission issued its final order in the case and
approved the reimbursement of approxlmately $10.8 million for expenses incurred by the Cémpany
and approximately $1.1 million for expenses incurred by the City of El Paso. The Texas Commission |
further directed that such amounts be surcharged to the Company’s Texas customers over a one-year
period, which the Company completed in November 1992. The City of El Paso filed an appeal of the
Texas Commission’s order in Docket 8018 with the Texas District Court. The Texas District Court
affirmed the Texas Commission’s decision on March 18, 1994, :On April 15, 1994, the City of El Paso
filed notice of intent to appeal to the Court of Appeals the decision of the Texas District Court. Briefs
have been filed by the parties in the Court of Appeals, and the parties presented oral arguments to the
Court of Appeals on February 15, 1995. The ultimate outcome of the appeal and its result or the
materiality thereof cannot be predicted at this time. .

Texas Recognition of Palo Verde Sales and Leasebacks. The Texas Commission found the
Company’s sales and leasebacks involving Units 2 and 8 of Palo Verde to be in the public interest in
two different cases. The City of El Paso’s appeal of the Texas Commission’s decision related to the
Unit 2 sales and leasebacks (Docket 8363) is pending before the Texas District Court. The Texas
District Court affirmed the Texas Commission’s order with respect to Unit 3 (Docket 8078) in all
respects in August 1994 and the City of El Paso’s appeal of such decision is pending before the Court of

le
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s Appells. The Company cannot predict the outcomes of the appeals of Dockets 8363 and 8078 or the
materiality thereof, .

Performance Standards for Palo Verde. In 1991, the Texas Commission established performance
standards in Docket 8892 for the operation of the Palo Verde units. Each Palo Verde unit included in
Texas rates is evaluated annually to determine if its three-year rolling average capacity factor entitles
the Company to a reward or a penalty. There are five performance bands based around a target
capacity factor of 70%. Neither a penalty nor a reward would result from capacity factors from 62.5%
to 77.5%. Capacity factors are calculated as the ratio of actual generation to: maximum possible
generation. If the capacity factor for any unit is 35% or less, the Texas Commission is required to
initiate a proceeding to determine whether such unit should continue to be included in rate base. The
performance standards are effective as of the date each unit is included in Texas rates, which was
April 22, 1988 for Units 1 and 2 and December 16, 1991 based on the inventory percentages, as
discussed above, for Unit 3. .The Company has previously accrued performance penalties of !
approximately $5.1 million for the performance periods of April 1988 through April 1992, which the
Texas Commlssmn included in ordering a refund in Docket 13966. See “Texas Fuel Filing.”

In June 1994 the Company filed its annual performance report with the Texas Commission for
Units 1 and 2. In I‘ebruary 1995, the Company filed its initial performance report on Unit 3 reflecting
0% in rates for 1992, 40% in-rates for 1993 and 65% in 1994, all based on the inventory percentages
ordered in Docket 9945. The Company incurred neither a penalty nor a reward for either report. The
three-year capacity factor was 73.5% for Unit 1, 62.8% for Unit 2 and 74.5% for Unit 3. The Company
expects the report to-be filed for Units 1 and 2 with the Texas Commission in 1995 to reflect
performance for Unit 1 resulting in neither a reward nor a penalty and for Unit 2 resulting in a
penalty of approximately $162,000. Based on historical performance and projected performance,
including planned outages and a provision for unplanned outages, and the three-year rolling average
for capacity measurement, current projections are that Unit 2 will incur an additional penalty for the
period ending in April 1996 of approximately $369,000. The Company has made provisions for these
possible penalties in its financial statements. Projections for Unit 1 and Unit 3, using the
methodology discussed above, reflect no penalty for the next reporting period.

- Ratemaking Treatment of Federal Income Taxes. In a 1987 case, Public Utility Commission. of
TPexas v. Houston Lighting & Power Co., 748 S.W.2d 439 (Tex. 1987), the Texas Supreme Court stated
that, under certain circumstances, it is appropriate to allow only “actual taxes incurred” for
ratemaking purposes. The Court of Appeals has applied the Texas Supreme Court decision to several
other utilities, most notably Public Utility Commission of Texas v. GTE-Southwest, 833 S.W.2d 153
(Tex. App. - Austin 1992, writ granted). The Texas Supreme Court heard oral argument in the GTE-
Southwest case in September 1993 but has not yet issued its decision.

. There.is significant uncertainty as to the application of the “actual taxes mcurred" methodology
by the Texas Commission. Prior to 1992, the Texas Commission historically granted rates that
included an income tax component based.on a “stand alone” basis and on the utility’s allowed return
on equity. The Texas Commission has altered this policy and applied various forms of the “actual
taxes incurred” methodology in recent rate proceedings involving other utilities. The application of
that methodology is currently at issue in the Texas Rate Filing. In its Interim Order, the ’I‘exas
Commission has applied a form of the actual taxes methodology. See “Texas Rate Filing.”

The appeals related to Dockets 8363 and 9945 include claims that the Texas Commission failed to
adhere to the “actual taxes incurred” methodology in setting' the federal income tax expense
component of the Company’s rates. As a result, any remand of Dockets 8363 or 9945 to the Texas
Commission could include a reconsideration of the respective federal income tax components, which
were basod on the “stand alone” methodology previously used by the Commission.

Dependmg on the outcome of any such remand, the Company may be required to refund certain
amounts collected in rates during the period the Docket 8363 and 9945 rates were in-effect.. The
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likelihood and amount of any refunds are uncertain at this time because the ultimate outcome of the
pending appeals is unknown, and the Company cannot predict the result of any remand.

New Mexico Rate Matters . ' ,

Rate Moderation Plan - Palo Verde. In 1987, the New Mexico Commission approved a Stipulation
in Case No. 2009 establishing a rate moderation plan, pursuant to which the: New Mexico
jurisdictional portion of the Company’s interest in Palo Verde Unit 1 and one-third of Common Plant
and approximately 83% of the lease payments on Unit 2 and the related Common Plant were phased-
in to rates in three steps. After the third step of the phase-in, the rate moderation plan required the

Company to freeze New Mexico rates through December 31, 1994. CSW has agreed to keep this rate

freeze in effect for an additional three years if the Merger becomes effective.. The rate moderation plan
also required the Company to file a cost of service report every two years through the end of 1996 to
enable the New Mexico Commission to determine whether the Company was overearning. See
“Annual Filing Requirements” below. The Case No. 2009 Stipulation also required, that in licu of a
prudence review of the Company's participation in the Palo Verde project, all costs associated with
Unit 3, and the associated Common Plant, would be permanently excluded from New Mexnco rates.

The Company must recover the New Mexico Jurxsdxctlonal portion of the Company s investment
in Unit 3 through off-system sales in the economy energy market. For several years, market prices for
economy energy sales have not been at levels sufficient to recover the New Mexico portion of the
Company’s current operating expenses related to Unit 3, including decommissioning costs and lease
payments. The Company expects these market prices to remain at such levels in the near term. The
Company projects, but cannot assure, that the market prices of economy energy ultimately will rise to
a level sufficient to recover the New Mexico jurisdictional portion of the Company’s investment in
Unit 3 over the remammg life of the asset .

Performance Slandards for Palo Verde. In 1986, the New Mexico Commission established
performance standards in Case No, 1833 for the operation of Palo Verde. - The entire station is
evaluated annually to determine if its achieved capacity factor entitles the Company to a reward or a
penalty. There are five performance bands based around a target capacity factor of 67.5%. Neither a
penalty nor a reward would result from capacity factors from 60% to 75%. The capacity factor is
calculated as the ratio of actual generation to maximum possible generation. Since Unit 3 is not in
rate base for purpose of New Mexico rates, any penalty or reward calculated on a total station basis is
limited to two-thirds of such: penalty or reward.. If the annual capacity factor is 35% or less, the
‘New Mexico Commission is required to initiate a proceeding to reconsnder the rate base treatment of
Palo Verde. See “Annual Filing Requirements” below. .

Annual Filing Requirements. Pursuant to the New Mexico Commission’s order in Case 1833 the
Company must make annual filings, at least through the term of the rate moderation plan,.to reconcile
fuel costs and establish the fixed fuel factor for New Mexico customers. An annual performance
standards report is 'included in the fuel reconciliation and any resulting rewards or penalties are
included in the establishment of a new fixed fuel factor, if a new fuel factor is warranted. ‘The
Company has received an extension through April 3, 1995 to file its annual fuel reconciliation report
for 1994. The Company anticipates that the fuel report will-show a moderate decrease in its current
fuel factor. The Company expects the-annual performance standards report to show a Palo Verde
capacity factor of approximately 69.5%. As a result, neither a reward nor a penalty will be incurred
due to the 1994 Palo Verde operations. The new fuel factor should be included in bills rendered on or
after May 1, 1995, unless otherwise ordered by the Commission.

As noted above, the rate moderation plan also requires the Company to file a cost of service report{
every two years through the end of 1996 to enable the New Mexico Commission to determine whether
the Company is overearning. The last such report was filed on June 17, 1994. This report indicated
the Company, on 'a stand-alone basis, was not overearning, and in fact had a non-fuel revenue
deficiency of $12.6 million for the New Mexico service territory if the letter of credit draws on the
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» Unit 2 portion of the Company’s sale and leaseback transactions and administrative costs of the
Bankruptcy Case were factored into the calculation. The Company cannot assure that these costs
would be recognized for ratemaking purposes by the New Mexico Commission, or that the New Mexico
Commission would grant the Company a rate increase based upon the information in this compliance
filing. If the Merger becomes effective, CSW has agreed to freeze base rates at current levels for the
New Mexico jurisdiction following the Effective Date.

FERC Regulatory Matters

The majority of the Company’s rates for wholesale power and transmission services are subject to
regulation by FERC. Sales of wholesale power subject to FERC regulation make up a significant
portion, approximately 12% in 1994, of the Company’s operating revenues. Although rates to
wholesale customers require FERC approval, the Company and its wholesale customers generally
have established such rates through negotiation, based on certain cost of service assumptions, subject
. to FERC acceptance of the negotiated rates. '

{ The Company has a long-term firm power sales agreement with IID providing for the sale of

" 100 MW of firm capacity to IID through April 2002. The Company also provides contingent capacity of
50 MW to IID. The agreement generally provides for level sales prices over the life of the agreement,
which were intended to recover fully the Company’s projected costs, as well as a return. Because of the
levelized rate, such costs and return were anticipated to exceed revenues for a number of the early
years of the agreement with a reciprocal effect in the later years of the agreement. The Company has
accrued revenues under the terms of the agreement in the amounts of $1.2 million, $2.4 million, and
$2.9 million in 1994, 1993 and 1992, respectively. Such accrued amounts, which since the inception of
the agreement aggregate $34 million as of December 31, 1994, are recorded as a long-term contract
receivable on the Company’s balance sheets. Based on the contractual payments, recovery of the
unbilled amounts should begin in 1995. The agreement also provides that the Company may seck
increases in the sales price if sufficient evidence exists to determine that certain operating costs have
increased above those used in determining the original sales price.

The Company has a firm power sales agreement with TNP, providing for sales to TNP in the
amount of 75 MW through 2002, subject to provisions in the agreement that allow a reduction to a
minimum of 26 MW in the amount of demand on a yearly basis. . TNP has provided thé Company
notice that it would take advantage of the provisions to reduce the contract demand to 256 MW for 1994,
1995 and 1996, while preserving its option to maintain or increase its contract demand in subsequent
years. Sales prices, which decline over the life of the agreement, are based on substantially the same
scheduled and projected costs and return as the IID agreement discussed above. "

‘ Rate tariffs currently applicable to IID and TNP contain fuel and purchased power cos
adjustment provisions designed to recover the Company’s fuel and purchased power costs. L

Addifiona]ly, the Company supplies Rio Grande Electric Cooperative, Inc. with the full electric
requirements for its Van Horn and Dell City, Texas, service areas.

Other Wholesale Customers

The Company has a sales agreement with CFE to provide capacity and associated energy to CFE
over a base term that began May 1, 1991 and ends December 31, 1996. The agreement may .be
extended monthly after that date upon the agreement of the parties. The power sales will be 150 MW
during the summer months and 120 MW at other times of the year through the remaining term of the
agreement. To support the requirements of the agreement with CFE, the Company entered into a firm
power purchase agreement with SPS for at least 50 MW during the base term of the CFE contract. The
obligations of CFE under the agreement are subject to continued budgetary authorization by the
Ministry of Programming and Budgeting of Mexico for each calendar year. Pricing for the power sales
includes an escalating capacity charge and recovery of energy costs at system-average costs plus third
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party energy charges. The agreement provides for payments to be made by CFE in United States
dollars. \

po Construction Program
The Company has no current plans to construct any new generating facilities through the year -
2000. Utility construction expenditures reflected in the table below consist primarily of expanding
and updating the electric transmission and distribution systems and the cost ‘of betterments and
improvements relating to the Palo Verde Station. The Company’s estimated cash construction costs
for 1995 through 1998 set forth in the table below are approximately $232 million. Actual costs may
vary from the construction program estimates set forth below. Such estimates are reviewed and
updated periodically to reflect changed conditions. " ,

N

By Year (1) By Function ‘

(In millions) (In millions)
1995 - 'nirreeeeranraannns $ 80 Production (1) ...%........ ceee. ©$ 59
1996 ............ Cesreeanenns 39 Transmission .........cco.c0ivn. b4
1997 .. vivninn. e eenhena ) 43 Distribution .............. veun 94
1998 L. iiiii ittt 70 ‘General ................. ceen 25

Total ......ccvvivvnnnne.. $__232 *Total ...... Neeeneeraniannes $ 232,

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

»
v

‘ . Facilities

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

Palo Verde Statlon . g
As of the date it filed the bankruptcy petition, the Company owned or leased a 15.8% interest in
each of the three 1,270 MW nuclear generating units and Common Plant at the Palo Verde Nuclear
Generating Station located west of Phoenix, Arizona. The Palo Verde Participants include the
Company. and six other utilities: APS, Southern California Edison Company, PNM, Southern
California Public Power Authority, Salt River Project Agricultural Improvement and Power District
and the Los Angeles Department of Water and Power., APS serves as operating agent for Palo Verde.
Operation of each of three Palo Verde units requires an operating license from the NRC. The
NRC granted facility operating licenses for Unit 1, Unit 2 and Unit 3 at Palo Verde for terms of forty !
years each, beginning December 31, 1984, December 9, 1985, and March 25, 1987, respectively. Full
power operating licenses, each valid for forty years, were issued by the NRC for Units 1, 2, and 3 in
June 1985, April 1986, and :November 1987, respectively. The full power operating licenses
authorized APS, as operating agent for Palo Verde, to operate the three Palo Verde units at full power.
In addition, the Company (along with the Palo Verde Participants other than APS) is separately ;
licensed by the NRC to own its proportlonate share of Palo Verde.

1

’ ANPP Parttc:patwn Agreemcnt Pursuant to the ANPP Participation'Agrecement, the Palo Verde
Participants share costs and generating.entitlements in the same proportion as their percentage
interests in the generating units and each Palo Verde Participant is required to fund its proportionate
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' share of (;peration and maintenance, capital and fuel costs. The Company’s total monthly share of

these costs is approximately $7 million. The ANPP Participation Agreement provides that if a
participant fails to meet its payment obligations, each non-defaulting participant shall pay its
proportionate share of the payments owed by the defaulting participant. Sce .“Bankruptcy
Proceedings and Proposed Merger with CSW —~ Treatment of Palo Verde,” above. ’

Sale and Leaseback Transactions. The Company sold and leased back all of its undivided 15.8%
interest in Unit 2 and one-third of its undivided interest in certain Common Plant at Palo Verde in
August and December 1986 and approximately 40% of its undivided 15.8% interest in Unit 3 ‘in
December 1987. The sales were to an Owner Trustee as trustee for the Owner Participants. Of the
total sales price of approximately $934.4 million, the Owner Participants paid approximately $192
million. The balance of the sales price was obtained through the issuance of lease obligation bonds
secured through a pledge by the Owner Trustee of its rights under the leases with the Company and,
with respect to Unit 3, a pledge of the undivided interest. Pursuant to the Plan, the leases would be
rejected and the Owner Participants would reconvey all of their respective interests subject to the
sale/leaseback transactions back to the Company so the Company would hold an undivided 15.8%
interest in each Unit and the Common Plant. See “Bankruptey Proceedings and Proposed Merger
with CSW — Treatment of Palo Verde,” above. ‘ ‘

Liability and Insurance Matters. The Palo Verde Participants have insurance for public liability
payments resulting from nuclear energy hazards to the full limit of liability under federal law. This
potential liability is covered by primary liability insurance provided by commercial insurance carriers
in the amount of $200 million and the balance by an industry-wide retrospective assessment program,
The maximum assessment per reactor under the retrospective rating program for each 'nuclear
incident is approximately $79.2 million, subject to an annual limit of $10 million per incident. Based
upon the Company's 15.8% interest in the three Palo Verde units, the Company’s maximum potential
assessment per incident is approximately $37.6 million, with an annual payment limitation of
approximately $4.7 million. o :

N

The Palo Verde:Participants maintain “all risk” (including nuclear hazards) insurance for
property daniage to, and decontamination of, property at Palo Verde in the aggregate amount of $2.7
billion, a substantial portion of which must first be applied to stabilization and decontamination. The
Company has also secured insurance against portions of any increased cost of generation or purchased
power resulting from the accidental outage of any of the three units if the outage exceeds 21 weeys.

Decommissioning. For information regarding the obligations of the Company to plan and fund,
over the service life of Palo Verde, its share of the estimated costs to decommission Palo Verde, see
Part I, Item 7, “Management’s Discussion and. Analysis of Financial Condition and Results of
Operations — Operational Challenges — General Industry” and Item 8, “Financial Statements and
Supplementary Data — Note E of Notes to Financial Statements.” The Company is currently-
collecting a portion of decommissioning costs for its investment in Palo Verde .Units 1 and 2 in all
three jurisdictions, and for Unit 3 in its Texas and FERC jurisdictions. The Company must fund the
decommissioning requirements for its New Mexico jurisdictional portion of Unit 3 through off-system
sales of cconomy energy. Because the Company is under fixed price contracts with its FERC
customers, increases in decomissioning costs must be absorbed through reduced margins on these
contracts. T

Palo Verde Operations. Palo Verde has experienced degradation in the steam generator tubes of
each unit. The degradation includes axial tube cracking in the upper regions of the two steam
generators in Unit 2 and, to a lesser degree, in Unit 3. This form of tube degradation is uncommon in
the nuclear industry. The units also have experienced a more common type of tube cracking. The tube
degradation was discovered following a steam generator tube rupture in Unit 2 in March 1993 and,
since that time, APS has undertaken an ongoing investigation and analysis and has performed
corrective actions designed to mitigate further degradation.

-
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The corrective actions have included changes in operational procedures designed to lowér the
operating temperatures of the units, chemical cleaning and implementation of other technical
improvements. From September 1993 through mid-summer 1994, the units were operated at reduced
power levels of approximately 86% to reduce the operating temperatures.” The units were returned to
full power with operational modifications that enabled the units to be operated at lower temperatures.

Since the discovery of the tube degradation, each of the units has been removed from service
periodically for inspections. - The inspections.have been performed during regularly scheduled
refueling outages and mid-cycle inspection outages. During 1994, Unit 2 was removed from service for
two mid-cycle inspection outages and Unit:3 was removed from service for one mid-cycle inspection
outage; an inspection also was made during the spring-1994 Unit 3 refucling outage. When tube
cracks are detected during an inspection, the affected tubes are taken out of service by plugging. That
has occurred in.a number of tubes in all three.units, particularly in Unit 2, which has the most tubes
affected by cracking and plugging. APS has stated that it expects that the remedial actions
undertaken will slow the rate of plugging to an acceptable level. APS also has stated that it currently
believes that the Palo Verde steam generators are capable of operatmg for their designed life of forty
years, although, at some pomt in the future, long-term economic consxderatxons may make steam
generator replacement a desirable option.

Unit 3 was removed from service for a regularly scheduled refueling outage beginning March 19,
1994 and was returned to service on June 20, 1994, Unit 2 was removed from service for a regularly
scheduled refueling outage beginning Pebruary 4, 1995 and was returned to service March 30,1995,
Unit 1 is scheduled to be removed from service for a refueling outage beginning in carly Aprxl 1995
and Unit 3 is scheduled to be refueled again in.the fall of 1995 :
Water Supply. In connection with’ the constructnon and operation of Palo Verde, APS entered into
contracts with certain municipalities granting APS the right to purchase effluent for cooling purposes
at Palo Verde. In early 1986, a summons was served on APS that required all water claimants in the
Lower Gila River Watershed in Arizona to assert any claims to water in an action pending in Maricopa
County Superior Court, titled In re The General Adjudication of All Rights to Use Water in the Gila
River System and Source, Supreme Court Nos. WC-79-0001 through WC-79-0004 (Consolidated)
{WC-1, WC-2, WC-3 and WC-4 (Consolidated)], Maricopa County Nos. W-1, W-2, W-3 and W-4
(Consolidated). Palo Verde is located within the geographic area subject to the summons and-the
rights of the Palo Verde Participants to the use of groundwater and effluent at Palo Verde is
potentially at issue in the action. APS, as operating agent, filed claims that dispute the court’s
Jjurisdiction over the Palo Verde Participants’ groundwater rights and their contractual rights to
effluent relating to Palo Verde and, alternatively, seek confirmation of such rlghts On December 10,
1992, the Arizona Supreme Court heard oral argument on certain issues in this matter.that are
pending on interlocutory appeal. Issues important to the Palo Verde Participants’ claims were
‘remanded to the trial court for further action and the trial court certified its decision for interlocutory
appeal to the Arizona Supreme Court. On September 28, 1994, the Arizona Supreme Court granted
review of the June 30, 1994 trial court decision. No trial date has been set in the matter. The ultimate
outcome of this case and the materiality thereof cannot be determined at this time.

Four Corners Project

The Company has an undivided 7% interest in Units 4 and 5 at Four Corners located in
northwestern New Mexico. Each of the coal burning generating units has a 739 MW capability, Both
units are located adjacent to a surface-mined supply of coal and are jointly owned by the Company,
APS (which is the operating agent for Four Corners), TEP, PNM, Southern California Edison
Company and Salt River Project Agrxcultural Improvement and Power Dlstrlct ! " .

u‘
‘ i

Pursuant to an agreement among the participants in: I‘our Corners Umts 4 and 5, .each
participant is required to fund its proportionate share of operation and maintenance, capital and fuel
costs of Four Corners Units 4 and 5. The Company’s total monthly share of these costs is
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* approximately $1.1 million. The'agreement provides that if a participant fails to meet its payment
obligations, each non-defaulting participant shall pay its proportionate share of the payments owed by
the defaulting participant. The Company has been paying operating and maintenance, capital and
fuel costs related to Four Corners incurred after the date of the Company’s bankruptey petition, but
has not paid any amounts incurred prepetition. Under the Plan, the Company intends to assume all of
the contracts related to Four Corners. The Company would be obligated to pay the prepetition claims
related to such contracts, which approxxmate $1.2 million. l

The Four Corners Plant is located on land held under easements from the federal government \
and also under a lease from the Navajo Nation. Certain of the transmission lines and almost all of the
contracted coal sources for the Four Corners Plant are also located on Navajo land.

The participants in Four Corners are among the defendants in a suit filed by the State of New
Mexico in March 1975 in state district court in New Mexico against the United States of America, the
City of Farmington, New Mexico, the Secretary of the Interior as Trustee for the Navajo Nation and
other Indian tribes and certain other defendants (State of New Mexico ex rel. S. E. Reynolds, New
Mexico State Engineer v. United States of America, et al., Eleventh Judicial District Court, County of
San Juan, State of New Mexico, Cause No. 75-184). The suit seeks adjudication of the water rights of
the San Juan River Stream System in New Mexico, which, among other things, supplies the water
used at Four Corners. No trial date has been set in this matter and the case has been inactive for some
time. An agreement reached with the Navajo Nation in 1985, however, provides that if Four Corners
loses a portion of its rights in the adjudication, the Navajo Nation will provide, at a cost to be
determined at that time, sufficient water from its allocation to offset the loss. The ultxmate outcome of
this case and the materiality thereof cannot be determined at this time. !

Newman Power Station

The Newman Power Station, located in El Paso, Texas, consists of three steam-electrie units with
an aggregate capability of 266 MW and one combined-cycle unit with a capability of 212 MW. The
units primarily operate on intrastate.natural gas, but also are capable of operating on interstate
natural gas and fuel oil. See “Energy Sources—Natural Gas.”

s L
Rio Grande Power Station

The Rio Grande Power Station, located in Sunland Park, New Mexico, adjacent to El Paso, Texas,
consists of three steam-electric generating units which have an aggregate capability of 246 MW when
operating entirely on natural gas. The units operate primarily on interstate natural gas, but are also
capable of operating on fuel oil. See “Energy Sources~Natural Gas.”

Copper Power Station :

The Copper Power Station, located in El Paso, Texas, consists of a 69 MW combustion turbine
capable of operating on fuel oil or natural gas and is used for peaking purposes. The combustion
turbine and other generation equipment at the station were sold and leased-back by the Company in
1980 pursuant to'a twenty-year. lease with an option to renew of up to seven years. Such lease is
subject to review as an executory contract and would be assumed by the Company under the Plan. The
station operates primarily.on intrastate natural gas, but also is capable of operating on fuel oil. See
“Dnergy Sources—Natural Gas.”
Transmission Lmes - : -‘ .

4

The followmg are the major transmission facilities that the Company owns:
A 310-mile, 345 KV~ transmlsswnxlme from TEP’s Springerville Generating Plantmear
Sprmgervnlle, Arizona, to the Luna Substation near Deming, New Mexico, to the Diablo Substation -
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near Sunland Park, New Mexico." This line'is known as the‘Arizona Interconnection Project (AIP) and *
provides an interconnection with TEP for delivery of the Company’s generation entitlements from
Palo Verde and Four Corners. The AIP also enables the Company to import low cost energy from the
Arizona/New Mexico power grid, enhances the Company’s transmission system reliability, better
equips the Company*to meet future strategic generating resource mix requirements and further
enables the Company to benefit from economy energy purchases.
2, A 202-mile, 345 KV transmission line from the Arroyo Substation, located near Las Cruces,
New Mexico, to PNM’s West Mesa Substation located near Albuquerque, New Mexico. This line
provides the Company’s primary interconnection with PNM over which the Company’s Four Corners
entitlement is delivered. This entitlement is delivered from Four Corners to West Mesa over PNM’s
345 KV and 230 KV transmission system in northern New Mexico. Additionally, through the
Company’s interconnection with PNM, the Company has a major interconnection with the other five
participants in Four Corners, plus access to power the Company obtains from the economy markets
west and north of Four Corners. * ; v ; "
| , . " [ 1
3. Undxvnded interests in.a 196-mile, 345 KV transmission line from the Newman Power ‘
Station across southwestern New Mexico, to TEP’s Greenlee Substation in Arizona. Specifically, the
Company owns an undivided 40% interest in the 60-mile, 345 KV line between TEP’s Greenlee |
Substation and the Hidalgo Substation near Lordsburg, New Mexico; an undivided 57.2% interest in |
the 50-mile, 345 KV line between the Hidalgo Substation and the Luna Substation near Deming,
New Mexico; and a 100% interest in the 86-mile, 345 KV line between the Luna Substation and the
Newman Power Station. This line provides an interconnection with TEP for delivery of'the Company’s
entitlements from Four Corners and Palo Verde, as well as providing added stability, flexibility and
reliability to the Company’s system.
|
|

4. An undivided 66.67% interest in a 125-mile, 345 KV transmission line between the AMRAD
Substation near Oro Grande, New Mexico, and SPS’s Eddy County Substation near Artesia,
New Mexico. This line terminates at a high-voltage direct current converter facility connected with
SPS, providing the Company with access to the Southwestern Power Pool power market. '

1

Environmental Matters

The Company is subject to regulation with respect to air, soil and water quality, solid waste
disposal and other environmental matters.by federal, state and local authorities. These authorities
govern current: facility operations and exercise continuing jurisdiction over facility modifications.
Environmental regulations can change at a rapid pace and cannot be predicted with certainty. The
construction of new facilities is subject to standards imposed by environmental regulation and
substantial expenditures may be required to comply with such regulations. Recognition in rates of the
capital expenditures and operating costs incurred in response to environmental considerations will be
subject to normal regulatory review and standards. The Company analyzes the costs of its obhgatlons
amsmg from environmental matters on an ongoing basis and believes it has made adequate provision
in its financial'statements to meet such obhgatxons

Clean Air Act. The Clean Air Act Amendments of 1990 (the.“Clean Air Act”) established new
regulatory and permitting programs administered by EPA or delegated to state agencies. Many
provisions of the Clean Air Act will affect operations by electric utilities, including the.Company. In
particular, the following sections may have a significant impact on the Company: Title I dealing with
nonattainment of national air ambient quality standards, Title 1V dealing with acid rain, and Title V
covering operating permits. In addition, provisions addressing mobile sources of pollutants and
hazardous air pollutants may have a lesser impact on the Company S operatlons

The Company has completed an evaluation of the 1mpact of the Clean Air Act on the Company’s
operations and has instituted a five-year plan in 1993 to implement.Clean Air Act requirements on
existing facilities. As part of the plan, the Company will make modifications to existing facilities at
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s+ the Nbewman Power Station and the Rio Grande Power Station, including modifications to the steam
generators and combustion turbines.and the installation of continuous emissions monitoring
equipment. The projected costs of these capital improvements are approximately $5 million over the
five-year period of the plan.

Rio Grande Power Station. The Company notified NMED of a spill of approximately 510 barrels
of fuel oil which occurred at the Rio Grande Power Station in August 1986. The remedial action plan
has been approved, and remediation is progressing. Clean-up costs are currently estimated to be less
than $500,000 to be incurred over the next two to three years. The New Mexico Water Quality Act
provides for a potential penalty of $1,000 for each day of violation, which for a five-year period could
result in a penalty of approximately $2 million. The Company has been in close communication with
the NMED and does not believe that a penalty of such magnitude will be assessed. The NMED has
filed a proof of claim in the Bankruptcy Case reflecting an alleged obligation in an unspecified sum
based on alleged ground water or soil contamination at the Rio Grande Power Station. The Company
has recorded the estimated clean-up costs, but has made no provision for any penalty in the
accompanying financial statements. , -

Col-Tex Refinery Site. In November 1991, the Company was notified by the TNRCC that the
Company had been identified as a potentially responsible party (“PRP”) at the Col-Tex Refinery Texas
Superfund Site in Colorado City, Mitchell County, Texas (the “Col-Tex Site”). The State of Texas, on
behalf of TNRCC, filed a proof of claim in the Bankruptey Case for remediation and oversight costs as
administrative expenses. In addition, the following entities filed proofs of claim in the Bankruptey
Case related to potential claims for contribution in the event any of such entities has liability for
remediation and oversight costs of the Col-Tex Site: ASARCO, Inc., Tesoro Petroleum Company, Fina
0il & Chemical Company and Missouri Pacific Railroad Company. The Bankruptcy Court has
approved a Joint Motion for Order Approving the Withdrawal of Proofs of Claim filed by the State of
Texas over the objection of Fina Oil.' Fina Oil appealed the Bankruptcy Court’s order. 'On January 9,
1995, the Bankruptcy Court approved a settlement agreement between the Company and Fina Oil
pursuant to which the Company-paid Fina $50,000 and Fina (i) withdrew its proof of claim related to
the Col-Tex Site, (ii) released all claims it may have against the Company related to the Col-Tex Site,
and (iii) withdrew its appeal of the District Court’s order affirming the withdrawal of the State of
Texas' Proof of Claim. On March 13, 1995, ASARCO, Inc. filed a notice of withdrawal of its proof of
claim. While the protective proofs of claim by the two other entities-remain, the Company believes
these parties have incurred minimal response costs. . o

- PCB Treatment, Inc. On or about September 26, 1994, the Company received a request from the
EPA to participate in the remediation of polychlorinated biphenyls (“PCBs”) at two facilities in
Kansas City, Missouri (the “Facilities”), which had been operated by PCB Treatment, Inc. (“PTI”).
Company manifests indicate that between 1982 and 1986 the Company sent 23 shipments of PCBs or
PCB-containing electrical equipment (“PCB Equipment”) to PTI, accounting for approximately 3%, by
weight, of the PCBs and PCB Equipment received by PTI. -

PTI has since discontinued operations and EPA has determined that its abandoned Facilities
require prompt remediation. In response to EPA’s request, the Company and other similarly situated
companies met with EPA on October 21, 1994 to discuss PTI’s compliance history, EPA’s regulatory
oversight of PTI, the condition of the Facilities, the identity of companies that had sent PCBs to PTI,
and EPA’s legal authority to initiate voluntary or mandatory cleanup. ,

Based upon current information, it is apparent that more than 1,400 entities sent PCBs to PTL

The Company is working informally.with other attendees of the October 21 meeting to: (i) investigate

the relationship between PTI, its affiliates and other entities that performed PCB treatment services

in association with PTI; (ii) identify.all financially-viable entities that sent PCBs to PTI; (iii) calculate

by volume the quantities of PCBs contributed by the respective entities; and (iv) identify the most

- efficient framework for remediating the Facilities. The Company also is evaluating the impact of the
bankruptey filing on its responsibilities.with respect to the Facilities. At this carly 'stage, the
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Company is unable to determine the extent to which it may bear legal liability for the remediationof
the Facilities, or the amount of any such liability. The Company has made no provxslon in the
accompanying financial statements related to this matter.

Energy Sources .

»

General

The following table lists the percentage contribution of coal, gas,suranium, and purchased power
to the total KWH energy mix of the Company. .

+ Uranium Gas " Coal Purchased Power
1992 ....... 51% 31% 10% 8% -
1993 ....... ! 43 29 : 10 18
1994 ....... 45 32 9 » 14

For a discussion of the recovery by the Company of its fuel costs, see “Regulation — Texas Rate
Matters — Recovery of Fuel Expenses,” “Regulation — New Mexico Rate Matters — Annual Filing
Requirements,” and “Regulation — IFERC Regulatory Matters.”

Nuclear Fuel

Nuclear Fuel Cycle The fuel cycle for Palo Verde is comprised of the followmg stages: (i) the
mining and milling of uranium ore:to produceé uranium concentrates; (ii) the conversion of uranium
concentrates to uranium hexafluoride; (iii) the enrichment of uranium hexafluoride; (iv) the
fabrication of fuel assemblies; (v) the utilization of fuel assemblies in reactors; and (vi) the storage of
spent fuel and the disposal thereof. The Palo Verde Participants, including the Company, have made
arrangements through contract flexibilities to obtain quantities of uranium concentrate anticipated to
be sufficient to meet operational requirements through 1996. Existing contract options could be
utilized to meet approximately 50% of requirements from 1997 through 1999 and 30% of requirements
for 2000 through 2002. Spot purchases in the uranium market will be made, as appropriate, in lieu of
any uranium that might be obtained through contract flexibilities and options. The Palo Verde
Participants, including the Company, have contracted for up to 65% of conversion services required
through 1998, with options to continue through the year 2000. The Palo Verde Participants, including
the Company, have an enrichment services contract with DOE which obligates DOE to furnish the
enrichment services required for the operation of the thrée Palo Verde units over a term expiring in
November 2014, with annual options to terminate each year of the contract with ten years prior notice.
In view of other alternatives, the Palo Verde Participants have exercised this option, terminating 30%
of requirements for 1996 through 1998 and 100% of requirements during the years 1999 through 2002,
Purchasers of enrichment services from the DOE are assessed for the costs of the decontamination and
decommissioning of DOE enrichment facilities pursuant to provisions of the Energy Policy Act of
1992.- Existing contracts will provide fuel assembly fabrication services for at least ten years from the
operation date of each Palo Verde unit and, through contract optlons, approximately fifteen additional
years are available.

- Spent fuel storage facilities at Palo Verde have sufficient.capacity with certain modifications to
store all fuel expected to be discharged from normal operation of all of the Palo Verde units through at
least the year 2005. Pursuant to the Nuclear Waste Policy Act of 1982, as amended in 1987 (the
“Waste Act”), DOE is obligated to accept and dispose of all spent nuclear fuel and other high-level
radioactive wastes generated by all domestic power reactors. The NRC, pursuant to the Waste Act,
also requires operators of nuclear power reactors to enter into spent fuel disposal contracts with DOE,
APS, on behalf of itself and the other Palo Verde Participants, including the Company, has executed a

32




» spent*fuel disposal contract with DOE. The Waste Act also obligates DOE to develop the facilities
necessary for the permanent disposal of all spent fuel generated and to be generated by domestic power
reactors and to have the first such facility in operation by 1998 under prescribed procedures. In
November 1989, - DOE reported that such permanent disposal facility will not be in operation until.

( 2010, seven years later than previously reported. As a result, under DOE’s current criteria for
shipping allocation rights, Palo Verde’s spent fuel shipments to the DOE permanent disposal facility
would begin in approximately 2025. In addition, APS has indicated that on-site storage of spent fuel
may be required beyond the life of Palo Verde's generating units. APS also has indicated'that
alternative interim spent fuel storage methods will be available on-site or off-site for use by
Palo Verde to allow its continued operation beyond 2005 -and to store spent fuel safely until DOE’s

‘ scheduled shipments from Palo Verde begin. ' '

‘ " Nuclear Fuel Financing. Pursuant to the ANPP Participation Agreement, the Company has an

| undivided interest in nuclear fuel purchased and to be purchased in connection with Palo Verde. The
Company has a nuclear fuel purchase contract with an independent trust for the purpose of financing
the Company’s purchases of nuclear fuel. Prior to the filing of the Company’s bankruptcy petition, the
trust generally financed nuclear fuel and all costs in connection with the acquisition of the Company’s
share of nuclear fuel for use at Palo Verde up to $125 million pursuant to a borrowing facility that is
supported by a letter of credit. The Company had the option of either paying for the fuel from the trust
at the time the fuel was loaded into the reactor or paying for the fuel at the time heat was generated by
the fuel. Prior to the petition date of the Bankruptcy Case, the Company elected to pay for the fuel as
the heat was produced from the fuel. Since the Company filed its bankruptcy petition, the Company
has not sought to finance its fuel costs from the trust, but has instead paid for nuclear fuel with
internally generated funds.

The trust has filed a proof of claim in the Bankruptcy Case, alleging an unliquidated prepetition
amount owed by the Company to it of not less than approximately $70.9 million, plus an additional
unliquidated amount for postpetition interest on the obligation and other fees and costs, plus an
additional unliquidated amount for fuel consumed by the Company after the petition date (which
amount the trust asserts is an administrative expense claim). The trust also has filed a proof of claim
in the Bankruptcy Case based on a related note payable to the trust, alleging an unsecured prepetition
claim of approximately $9.9 million. The trust contends that it has an enforceable property interest in
Palo Verde nuclear fuel, power, energy and revenues, which the Company is disputing in the
Bankruptcy Case. The trust and the Company entered into an interim adequate protection order in
the Bankruptey Case, which essentially preserves the rights, positions and arguments of each party,
but does not resolve disputes as to the trust’s claims and interests in property. See “Bankruptcy
Proceedings and Proposed Merger with CSW —Treatment of Claims Under the Plan,” above.

Natural Gas

In 1994, the Company’s interstate natural gas requirements at the Rio Grande Power Station
were met solely with spot natural gas purchases from various suppliers. The Company’s interstate gas
is transported under a firm gas transportation agreement, which became effective September 1, 1991
and expires in 2001, Based on the current availability of economic and reliable spot natural gas, the
Company anticipates it will continue to purchase spot natural gas for the Rio Grande Power Station
for the near term. For the long term, the Company will evaluate the continued availability of spot
natural gas versus other supplies in obtaining a reliable and economical supply for the Rio Grande
Power Station.

The intrastate natural gas requirements for the Newman Power Station and the Copper Power
Station are supplied and transported pursuant to an intrastate natural gas contract with Meridian Oil
Transportation (“MoTrans”), which is effective through December 31, 1995. Prior to the contract
expiring in 1995, the Company will evaluate a continued relationship with MoTrans versus other
suppliers to ensure the continued supply of reliable and economic natural gas for the Newman and
Copper Power Stations. ‘ ‘
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The Company's agreements to purchase natural gas are gencrally executory contracts subject'to

assumption or rejection in the Bankruptcy Case. The Company has filed a statement with the
Bankruptcy Court indicating that it intends to assume the MoTrans Agreement on the Effective Date.

Coal

The Company believes that the Four Corners Plant has sufficient reserves of low sulfur coal (the
sulfur content of which is currently running at 0.8%) committed to the plant to continue operating it
for its useful life. APS purchases all of the coal which fuels the Four Corners Plant from a coal supplier
with a long-term lease of coal reserves owned by the Navajo Nation. In 1994, the prices paid for coal
were relatively stable, although applicable contract clauses permit escalations under certain
conditions. In addition, major price changes from time to time result from contract renegotiation.
APS, as operating agent for Four Corners, entered into an incentive coal price agreement on behalf of
the Four Corners Participants effective November 1991 and continued through 1994 providing for
price reductions on amounts of coal purchased in excess of a set base amount. The 1991 through 1994
estimated savings was $1.4 million due to the reduction in the base coal price, The incentive coal price
agreement has been renegotiated and will continue through 1995,
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* Executive Officers of the Company

Name ‘ ‘Are

David II. Wiggs,dr. .......... .47
Cuvrtish L. Hoskins‘ Ceeeeeeeaeees “ 57
Eduardo A. Rodriguez .......... 39
4
J.PFrank Bates ........ e 44
Michael L. Blough ..vvevnvnns 39
JohnE.Droubay ............... 56
Gary R. Hedrick ............... 40
JohnC.Horne ................. 46
! )
Robert C. McNiel ........... Vio 48

Guillermo Silva,dr. ......... ... 42

o

Current Position and
Business Experience

I

Chairman of the Board since May 1989; Chief Executive

Officer since March 1989; Director since January 1988;
President from January 1988 to January 1994,

President since January 1994; Chief Operating Officer
since May 1990; Executive Vice President from May
1990 to January 1994; Director since April 1992;
Executive Vice President, Utah Power & Light
Company, Salt Lake City,- Utah for more than five
years prior to April 1989 X

Senior Vice President since January 1994; Vice
President from April 1992 to January 1994;
Secretary from dJanuary 1989 to January '1994;
General Counsel smc01988 S

3

Vice President ~ Operations since May 1994 Vice
President — Customer Services Texas Dwxsmn from
June 1989toMay 1994. . . |

Controller and Chief Accounting Officer since November
1994; Assistant Vice President ~Financial Planning
from September 1990 to November 1994, other
managerial posmons for more - than one year prior to
September 1990. & :

Vice President and Treasurer since September 1990;
President, Chief Executive Officer and Chairman of
the Board, Energy Mutual Insurance Company and
Electric Life Insurance Company, Salt Lake City,
Utah, from May 1989 to September 1990.

Vice President — Financial Planning and Rate
Administration since September 1990; Treasurer from

1988 to September .1990;  Assistant Vice
President, Finance from February 1990 to
September 1990. ’

Vice President — Power Supply since May 1994; Vice
President — Transmission Systems _Division 'from
August 1989 to May 1994. :

Vice President — New Mexico Division since December
1989.

Sceretary since January 1994, Assistant Secretary from
June 1989 to January 1994.

v,
5

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

discretion of the Board of Directors, . -
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Operating Statistics o

December 31,
. 1994 1993 1992
Operatmg Revenues
(In thousands):
Retail:
Residential ........comvueiiiena., e $ 153,265 $ 147,966 $ 144,059
Commercial and mdustrml small ............ . 152 876 147,418 142,133
Commercial and industrial, large ............. 54,739 50,516 51,108
Sales to publlc authorltles ................... 4 76,003 74,611 72,039
Other ...2......eeieeininnnns S ' (10/294) (8:152) (337)
. " . L 426,579 412,359 409,002
Wholesale: - L . :
Salesforresale ...........ccciiiiiiinninnnnn 104,509 128,157 110,776
Dconomy sales ........0.cv. - s eseeresasias 5,672 3,078 4,982
‘Total operatingrevenues ................. $ 536760 $ 543594 $ 524760
Number of customers )
(End of year): .
Residential ..............c.cciiiiiiiinn... . 240,368 235,151 228,688
Commercial and industrial, small ........ ‘eon 23 857 23, 1338 22 883
Commercial and industrial, large ...,......... 80 74 68
Other ....... rerieeaeaes Seerereeararacaaaas 3,470 3,395 3,261
Total .............. Byt iareresaenaeas 267,775 261,958 254,890
Aver?gwdnnual use and revenue per residential customer
...................................... 6,299 6,142 6,169
. Revenue .......... erraeean i $ 64482 $ 63768 $ _ 636.93
Averzl\{;e revenue per KWH: ‘
esidential . ..........c.ciiiiiiiiiiii i, 10.24¢ 10.38¢ 10.32¢
Commercial and industrial, small ............ 8.91 9.12 9.14
Commercial and industrial, large ............. 5.02 5.79 5.61
nerge' supplied, net, KWH ‘
housand 55 S ;
Generated .:...... ... ... Teiiaaad e eeieeaan 7,018,423 6,625,162 7330 004
Purchased and mterchanged P 1,051,251 1,416.172 ‘589, 288
Total .....ovvivinvniinens e areerreneans 8,069,674 8,041,334 791 9!292
Lner y sales, KWH ‘ o
(In thousands):
Retail: ‘
Residential ..........co0iviuvnnn. eeereennns 1,497,094 1,424,935 1,395,387
Commercial and industrial, small ............ 1,715,409 1 616 434 1 555 047
Commerecial and industrial, large ....covvnnnn. 1,089,695 "872.477 '911,750
Sales to public authorities ........ Creeeneaeas 1,078,800 1,034,231 997483
5,380,998 4,948,077 4,859,667
Wholesale: * - " *
~ Salesforresale "/........... ...cununen e 1,925,668 2,484,128 2,361,204
Economy sales ........ PN ferebavensa '320.026 164.559 '264.654
Totalsales ....covviiiiiiiineiiiiennnnnns 7,626,692 7,596,764 7,485,525
Losses and company-use ............ Claradann '442'9892 ‘444,570 "433.767
Total ..cvviriiiiniiiiiiieeieenrncnnanaes 8,069,674 8,041,334 7,919,292
Native system; ,
Peakload, KW ......... ... iiiiiinann. 1,093,000 997,000 974,000
Net é;eneratmg capacity for peak, KW ......... 1,497, 000 1,497, 000 1,497, 000
Loadfactor .........c.ciiiiiiiiiiiiinnnnnnen 61.1% 62.1% 2.3%
Total system:. o,
Peakload, KW .........viiirivririinnneenens 1,365,000 1,335,000 1,302,000
Net (i;eneratmg capacity for peak, KW ......... 1,497,000 1 497 000 1 497 000
Loadfactor ......... ccciriiiieineieenenenss 63.7% 66.4% 66.4%
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’ Item'2 Propertles

The principal properties of the Company are descrlbed in. Item 1, “Business,” and such
descriptions are incorporated herein by reference thereto. Transmission lines are located-either on
private rights-of-way, easements or on streets or highways by public consent. See Part II, Item 8,
“Financial Statements and Supplementary Data—~Note H of Notes to Financial Statements” for
information regarding encumbrances against the principal properties of the Company. .

Item 3. Legal Proceedings

r »
r, ¥

Automatic Stay of ngatxon Due to Bankruptey

Upon the filing of the bankruptcy petition, the provisions of the Bankruptcy Code operate as a
stay applicable.to all entities of, among other things, the commencement or continuation of judicial,
administrative, or other actions or proceedings against the Company that were or could have been
commenced before the bankruptey petition. The stay is subject to certain exceptions, including actions
by governmental units to enforce police or regulatory powers, and the Bankruptcy Court has the
discretion to terminate, annul, modify or condition the stay. The Bankruptcy Court has entered orders
lifting the stay in connection with the City of Las Cruces’ attempt to condemn portions of the
Company’s properties, as discussed in Part II, Item 7, “Management’s Discussion and Analysis of
Financial Condition and Results of Operations — Operational Challenges — City of Las Cruces,” and
with respect to appeals of Texas regulatory matters, to the extent apphcable See Item 1, “Business —
Regulatlon - Effect of Bankruptcy on Regulation,”

. Plains Electric Generation and Transmxssxon Cooperatlve Litigation

On September 21, 1994, the Company and Plams Electric Generation and Transmission
Cooperative, Inc. ("Plams”) entered into a Settlement Agreement and Release fo resolve the disputes
between the two and provide for the dismissal of the lawsuit filed by Plains against the Company in
the United States District Court for the District of New Mexico, Cause No. CIV91-1199, On
December 5, 1994,.the Bankruptey Court approved the settlement, which provides for the dismissal
with prejudice of the lawsuit upon the effective date of the Long Term Transmission Agreement
between the parties. Under the Long Term Firm Transmission Agreement, which is subject to FERC
approval, Plains will purchase firm transmission service in New Mexico from the Company for a
period of thirty years. The transmission services would be based upon an annual schedule established
by the parties (with the initial service at 30-35 MW), which can be increased at Plains’ election up to
50 MW over time or decreased. The Company filed for approval from the FERC on January 13, 1995,
but has not yet received such approval.

H
Sale/Leaseback Indemnification Obligations

Pursuant to the participation agreements and leases entered into in the sale/leaseback
transactions, if the Owner Trustee or Owner Participants incur additional tax liability or other loss as
a result of federal or state tax assessments related to the sale/leaseback transaction, the Owner
Trustee and Owner Participants may have claims against the Company for indemnification. The
Owner Trustee and Owner Participants have filed proofs of claim alleging unliquidated amounts owed
pursuant to the participation agreements and leases, which may encompass claims for
indemnification. Pursuant to settlement agreements entered into between the Company, the Owner
Trustee and each Owner Participant in connection with the Plan, the Company’s indemnity
obligations related to tax matters generally would continue in effect following the Effective Date. See
Item 1,"Business — Bankruptcy Proceedings and Proposed Merger with CSW — Treatment of Palo
Verde.”

Arizona Transaction Privilege ("Sales”) Tax Indemnification. The Arizona Department of
Revenue (“ADR”) conducted an audit of the sales taxes paid on lease payments under the Palo Verde

37




Leases during the audit period of August 1, 1988 through July 31, 1990. On March 10, 1992, the
Company received copies of Notices of Proposed Assessment issued by the ADR to each of the Owner
Trusts. On February 22, 1993, the ADR filed Notices of Jeopardy Assessment totaling approximately
$7.8 million, including interest thereon through February 28, 1993, to convert the proposed
deficiencies for the audit period into jeopardy assessments, which are immediately collectible. On
February 23, 1993, the ADR filed Notices of Tax Lien in the Maricopa County Recorder’s Office and
with the Secretary of State of Arizona against the Owner Trusts’ interests in Palo Verde. Although
the ADR can take action immediately to collect the alleged deficiency from the Owner Trusts, the ADR
has taken no action in that regard. The ADR also may assert additional tax deficiencies for the period
from August 1, 1990 through 1991, when the last lease payments were received by the Owner Trusts.
The Owner Trusts can contest both the jeopardy assessment and the underlying assessment. The
Company and the Owner Trusts have engaged in settlement discussions with the ADR and, based on
these discussions, the ADR has postponed further action on the assessments. The Company believes it
has made adequate provision in its financial statements for any indemnification obligations resulting
from the claim.

Federal Tax Indemnification. One of the Owner Participants in the sale/lecaseback transactions
related to Unit 2 of Palo Verde has notified the Company that the IRS has raised issues, primarily
related to investment tax credit claims by the Owner Participant, regarding the income tax treatment
of the sale/leaseback transactions. The Company estimates that the total amount of potential claims
for indemnification from all Owner Participants related to the issues raised by the IRS could
approximate $10 million, exclusive of any applicable interest, if the IRS prevails. This matter is at a
preliminary stage and, although the Company believes the Owner Participant has meritorious
defenses to the IRS' position, the Company cannot predict the outcome of the matter or the Company’s
liability for any resulting claim for indemnification. The Company has made no provision in the
accompanying financial statements related to this matter.

. A Other Legal Proceedings .

Information regarding legal proceedings related to the Company’s Bankruptey Case, Palo Verde,
Four Corners, rates and regulatory proceedings, and environmental matters is included in Item 1,
“Business” under the subcaptions “Bankruptcy Proceedings and Proposed Merger with CSW,”
“Regulation,” “I'acilities,” and “Environmental Matters” and is'incorporated herein by reference.

Information regarding legal proceedings related to the Company’s disputes with the City of
Las Cruces and with the Air Force and the Army is included in Part II, Item 7, “Management’s
Discussion and Analysis of Financial Condition and Results of Operations — Operational Challenges”
under the subcaptions “City of Las Cruces” and “Military Installations,” respectively, and is
incorporated herein by reference.

The Company is a party to various other claims, legal actions and complaints, the ultimate
disposition of which, in the opinion of management, will not have a material adverse effect on the
operations or financial position of the Company.

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

Not applicable.
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P C PARTII

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

The Company’s common stock is traded on the Nasdaq National Market. The trading symbol for
the Company’s common stock is “ELPAQ,” with the “Q” indicating that the Company is the subject of
bankruptey proceedings. Under the terms of the Company’s listing agreement with Nasdaq and
Nasdaq's bylaws, Nasdaq may, as a result of the Company’s Chapter 11 bankruptey filing, apply
additional or more stringent criteria for.continued inclusion of the Company’s common stock in the
Nasdaq system or suspend or .terminate the stock’s inclusion in Nasdaq In addition, because the
Company does not meet certain net worth requirements set forth in Schedule D to the bylaws of
Nasdaq, it may delist the Company’s common stock from Nasdagq. -

¢ . ‘

The Company has paid no dividends on shares of its common stock since March 1989. The high
and low per share sale prices for the Company’s common stock, as reported by Nasdaq, for the periods
during 1994 and 1993 indicated below, were as follows: .

édle Price

_High Low

1994
FirstQuarter .......ccovviivereennnsonrnnens $ 27 $ 2946
SecondQuarter ...........ciiiiiiiiiiiniaann 3 113/4¢
ThirdQuarter .......cccviiiiiiiiiininnenens 2516 114
FourthQuarter .............cccivviivinnn., 15/16 2T

1993
First Quarter .......... S $ 35/g $ 2
SecondQuarter ..........coeeviiiiiinian . 38/g 2
ThirdQuarter ..........cviiiiiiiirnnenneens 3316 2116
FourthQuarter .........ccciiiiiiiennnnns. 2/g 21/

AtMarch 1, 1995, there were 23,402 holders of record of the Company’s common stock.

The Board of Directors voted to suspend payment of dividends and mandatory sinking fund
payments on the Company’s outstanding cumulative preferred stock commencing with dividend and
redemption payments due October 1, 1991. Such suspension has continued through the date of this
report, although the Company has made interim payments to holders of preferred stock pursuant to
the Plan. See Item 7, “Management’s Discussion and Analysis of Financial Condition and Results of
Operations — Liquidity and Capital Resources — Preferred Stock Dividends and Sinking Fund
Payments.”

Under the Company’s articles of incorporation, as of July 1, 1992, the holders of preferred stock
have the right (subject to satisfaction of certain procedural requirements) to elect two additional
directors to the Board of Directors. This right has accrued because dividends on the outstanding
preferred stock have accumulated and remained unpaid in a cumulative amount at least equal to four
quarterly dividends. Because preferred stock dividends in an amount equal to twelve full quarterly
dividends are unpaid, the holders of the preferred stock also are entitled to elect the smallest number
of directors necessary to constitute a majority of the full Board of Directors until all dividends of
preferred stock have been fully paid. However, under the Plan, by voting in favor of the Plan, the
preferred shareholders have waived any right to elect a majority of the Board of Directors under the
Company’s articles of incorporation,

The Company has not received notice of any preferred shareholder’s desire or intent to exercise
the right to elect two additional directors and cannot predict whether or when any such action might
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be taken. The PUHCA defines a “holding company” as, among other things and except as therein
provided, (i) any company that directly or indirectly owns, controls or holds with power to vote 10% or
more of the outstanding “voting securities” of a public utility company or another “holding company;”
or (ii) any person or company which the SEC determines, directly or indirectly, to exercise (either
alone or pursuant to an arrangement or understanding with one or more persons) such a controlling
influence over the management or policies of any public utility as to make it necessary or appropriate
in the public interest or for the protection of investors or consumers that such ' person or company be
subject to-the regulation of the PUHCA. A “voting security” is defined as, among other things, any
security presently entitling the owner or holder thereof to vote in the direction or management of the
affairs of a company. Previously, the shares of the Company’s common stock were the only “voting
securities” outstanding. Now that the holders of the Company’s preferred stock have the voting rights
described in the preceding paragraph, shares of the preferred stock also may constitute “voting
securities” under the PUHCA. Holders of significant positions in the preferred stock (if such shares
constitute “voting securities” under the PUHCA) and/or in the common stock could, depending on the
circumstances, be deemed to be “holding companies.” Any holder so deemed to be a “holding company”
would, subject to certain exceptions, be required to register as such under the PUHCA" and, if such
registration were required, such holder, as well as the Company, would become subject to extensive
regulation under the PUHCA.,
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Item6. Seldcted FinancinlData t
As of and for the years ended Deceniber 81; |
o ‘ 1904\ 1963 ' _ 1992 1991 1990
/ : . y (In thousands except per share data)
Operating revenues ..... PO $ 5367601 $ 543,594 $ 524,760 $ 462,405 $ 445,309
Operating income ..... AT 31l 64,971 67,036 50,722 44,799
K055 before extraordinary item oL A
" and cumulative effect of a . Lo » S \
changé in accounting s ’
principle L.......... Cereeees (28,153) (41,855)  (28,180) (266,912) 2 (21,864)
Extraordinary item ........ e - - - T (289,102) B® -
Cumulative effect of a change in y ‘
accounting principle ......... - b (96,044) @ - - -
Net loss per weighted average ’;1, , )
share of common stock: : ' "
Loss before extraordinary y ;
item and cumdlative effect !
of a change in accounting
principle ............,... " (0.79) (1.18) (0.79) (7.76) (2 (0.96)
Extraordinaryitem ......0"" "\ = - (8.14)® -
Cumulative effect of a change + TN
in accounting principle: ..., - 2.700@® - . ~ - -
Totalassets ................... 1,730,851 1,715,406 1,702,778 (5 1,566,281 6 1,901,928
Additions to utility plant, R !
before allowance for,equity koot
funds used for construction ... . 60,113 58,215 60,670 63,394 80,139
Obligations subject to - A "
compromise ..... T NP . ],,537,303 1,495,315 . 1,440,968 - -
Debtindefault ...... Teraianees ’ ¢« - - - 1,286,703 -
Long-term, financingand’ P
‘capital lease obligations ...... i - - - -~ 798,111
Preferred stock - ) AP
redemption required.......... 1 67,266 () 67,266 (1) 67,266 (1) 67,266 (D 79,360
Common stock equity (deficit) ... (385,966) (357,463) (220,508) (191,434) 371,690
v v

(1)  Reflects a decrease in fuel revenues due to a change in the calculation of Texas jurisdictional fuel costs based
on the Texas Docket 13966 Final Order of approximately $7.5 million and lower contract demand revenues
from TNP. In addition, increases in base rates, effective July 16, 1994, have been deferred and, therefore, they

are not included in operating revenues.

(2) Includes approximately $221.1 million after-tax loss attributable to letters of credit draws and approximately

$25.2 million after-tax write-off primarily for regulatory disallowance in Texas Docket 9945.
(3) Reflects the after-tax effect resulting from the discontinuance of the application of SFAS No. 71.
(4) Reflects the change in accounting for income taxes due to the implementation of SFAS No. 109.

(5) Increase from 1991 primarily is due to increase in cash and temporary investment which results from the

nonpayment of interest and Palo Verde lease costs.
(6) Decrease from 1990 primarily is due to the write-off of regulatory assets,
(7) Includes approximately $3.3 million of dividends in arrears.

The selected financial data should be read in conjunction with Item 7, “Management's Discussion and

Analysis of Financial Condition and Results of Operations,” and Item 8, “Financial Statements and Supplementary

Data,” below.
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Item 7. Management's Discussion and Analysis of manclal Condxt{gg and Results of :,Ej
Operations’ -

-

: ” v, ":r-:; e
Liquidity and Capital Re}ourcés \x N VN
. , ,\

. )
Overview / . '\3
* ~ Py " " w\kh A

The Company filed a petition under Chapter il of the Ban,krupbcy Cod% on January 8, 1992 and
has continued operations as debtor-m-possessmn, For a number of yearsprior to the petition filing, .
the Company was dependent on external financing through the camtal markef,s for liquidity nceds. As ¥
a result of the filing of the Bankruptcy Case and related cessation or hmxt,atlon of payments on certain  *
of the Company’s financial arrangements, the Company has generated 8 syf fficient funds internally to
meet its liquidity needs from 1992 through 1994. At December 31, ﬂ994 the Company had
approximately $209 million in cash and temporary mvestments
The Company has paid interest at contractual non-default rates on its First and Second Mortgage M
Bonds, on its RCF, which is secured by pledged First and Second Mortgage Bonds, and on three series
of pollution control bonds, which are secured by pledged Second Mortgage Bonds, from Jnly 1, 1992
through the current date pursuant to applicable orders of the Bankruptey Court. As dxscussed below
in “Obligations Subject to Compromise,” the Company expects to continue such payments. As
discussed in Part I, Item 1, “Business — Bankruptey Proceedings ag&-‘.’mwsed Merger with CSW -
Treatment of Claims Under the Plan” and in "Obhgatxons’s(ubject to Comrtomls "below, pursuant to
the requirements under the Plan, at the Confirmation Date, the Company made interest and periodic
payments at rates and for periods specified in the Plan to additional classes of‘ creditors and interest
holders, together with certain fees and expenses for which payment was provxded under the Plan, -
Interest payments were made quarterly to such creditors in 1994, Pursiant to the Plan, intérest
payments will continue to be made to such creditors quarterly and on the Effecﬁive Date. In addxtlon y
periodic payments to holders of the Company’s preferred stock were )'nade OZ}‘S}G Confirmatnon Date
and quarterly in 1994 and will be made quarterly and on the Effectwe Date/ pursuant to the Plan.
Through December 31, 1994, such payments totaled approximately’$105.1. mxllxon. The Company l
estimates that such mterest and periodic payments will be approxlmately $24 1 million per quarter ¢ , =
(assuming 90-day LIBOR of 6.5%). ' ) ’ »
Taking into account the estimated payment of the interest and fees pursdant to the Plan, as well"
as expected revenues and projected costs for operations and capital expenditures, the Company expects
its cash balances will decline; however, the Company does not anticipate any x:equlrement for external
financing until the Bankruptey Case is concluded. 2 !
} ' )
Obligations Subject to Compromise ' [ . N .
. : . >
In late December 1991, the Company ceased paying principal, interest:and fees on portions of its
secured and unsecured debt except as described below. The Company also/failed to'make lease
payments of approximately $19.3 million on Palo Verde Units 2 and 3 due January 2, 1992, and on
January 8, 1992, instituted the Bankruptey Case. As a result, all of the Company's debt is in default
and will remain so until a plan of reorganization becomes effective pursuant to the Bankruptey Case.
Ordinarily, these defaults would entitle the Company's creditors to accelerate the outstanding
principal amounts of debt and pursue other remedies available'under the applicable agreements. Asa
result of the automatic stay imposed by the provisions of the Bankruptey Code, however, such
creditors generally are prevented from taking any action to collect such amounts or pursue any
remedies against the Company other than through the Bankruptcy Case. The terms and provisions of
the Company's financing arrangements, including the maturity dates, are subject to modification
pursuant to a plan of reorganization that becomes effective in the Bankruptcy Case. 3

First Mortgage Bonds. The Company has approximately $299.3 million of First Mortgage Bonds
outstanding. The Company has not made either the final maturity principal payment of
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. approeximately $10.4 million that was due in 1992 or the approximate $7 million in cash sinking fund
payments due in each of 1992, 1993 and 1994 under the Indenture of the First Mortgage Bonds. The
Company does not anticipate making the approximate $22.9 million cash sinking fund payments due
in 1995. Additionally, the Company has not made approximately $18.2 million in prepetition and
postpetition interest payments accrued through June 30, 1992. Pursuant to applicable Bankruptcy
Court orders, the Company is making and expects to make monthly interest payments on its First
Mortgage Bonds through the anticipated effective date of the Plan., Approximately $30 million of
interest accrues annually at the contractual rates on the First Mortgage Bonds outstandmg

Second Mortgage Bonds. The Company has $1656 mxlllon of Second Mortgage Bonds outstandmg

The Company has not made the approximate $8.8 million in cash sinking fund payment due in 1994
under the Indenture of.the Second Mortgage Bonds. The Company does not anticipate making the
approximate $8.8 million cash sinking fund payment due- in 1995. The Company has not.made
approximately $11.7-million in prepetition and postpetition interest payments accrued through.
June 30, 1992. Pursuant to applicable Bankruptey Court orders, the Company is making and expects
to make monthly interest payments on its Second Mortgage Bonds through the anticipated effective
date of the Plan, Approximately $20.3 million of interest accrues annually, based on contract rates, on
the Second Mortgage Bonds outstanding. | '

Pollution Control Bonds. The Company has approximately $193.1 million of tax exempt
Pollutnon Control Bonds outstanding consisting of four issues, of which three issues aggregatmg
approximately $169.8 million are secured by Second Mortgage Bonds.. Each of the tax exempt issues'is
credit enhanced by a letter of credit. Prior to the petition date, interest and other payments on the
Pollution Control Bonds were made through draws on the letters of credit and the Company
reimbursed the letter of credit bank for such draws. Subsequent to the petition filing, interest on all
the bonds has continued to be paid by draws on the letters of credit. The Company has paid a portion of
the resulting reimbursement obligations to the issuing banks on three Pollution Control Bond issues
through interest payments authorized by applicable orders of the-Bankruptcy Court. Thé Company
has not reimbursed the letter of credit banks approximately $7.3 million in prepetition and
postpetition interest payments accrued and paid through draws on the letters of credit through June
30, 1992 on the three series of Pollution Control Bonds. Additionally, the Company has not
reimbursed the letter of credit bank for.approximately $5.3 million in prepetition and postpetition
interest through December 31, 1994 paid on the fourth pollut.xon control issue through draws on the
letter of crednt . I

In May 1992, one series of Pollution Control Bonds was accelerated and the letter of credit
supporting such series was drawn upon for the principal and accrued interest, aggregating
approximately $37.9 million. In May 1994, the acceleration was rescinded- and amendments were
made to the governing documents related to this series of Pollution Control Bonds to allow the.Bonds
to be remarketed during the Company’s Bankruptcy Case, at the option of the letter of credit issuer.
The amendments also provide for more flexibility ,in interest rate features, and a letter of credit
issuing.bank repurchase option that would be effective at the Effective Date of the Plan. The Bonds
were remarketed in May. 1994. The letter of credit bank received a total of approximately
$37.1 million in proceeds from the remarketing as reimbursement for the letter of credit draw upon
acceleration. The series of Pollution Control Bonds currently bears interest at a rate that is repriced
weekly.

With respect to a second series of Pollution Control Bonds, the letter of credit issuer purchased all
of the outstanding bonds of that series. . The governing documents related to this series of Pollution
Control Bonds also were amended in May 1994 to allow the Bonds to be remarketed during the
Company’s Bankruptey Case, at the option of the letter of credit issuer. The amendments also provide
for more flexibility in interest rate features and a letter of credit issuing bank repurchase option that
would be effective at the Effective Date of the Plan. ‘The Bonds continue to be held by the letter of
credit issuer. The series of Pollution Control Bonds currently bears interest at a rate that is repriced
weekly.
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. A third series of Pollution Control Bonds had been remarketed annually in June of each year.
Changes to the governing documents were made-effective July 1, 1994, including additional interest
term options and a repurchase option for the letter of credit bank that would be effective at the
Effective Date of the Plan. The changes were made by redeeming the outstanding Bonds in the series
and i 1ssu1ng a new series of Pollution Control Bonds with governmg documents contammg the new
provisions, but otherwise substantially equivalent to the former series. The new series of Pollution
Control Bonds currently bears interest at a rate that is repnced weekly.

The fourth series of Pollutlon Control Bonds, which were issued in connection with the Four
Corners Plant and which are not secured by Second Mortgage Bonds, had been remarketed annually
in November of each year. On November 1, 1994, the outstanding bonds were redeemed and a new
series of Pollution Control Bonds, were issued, with modifications similar to the other series of
Pollution Control Bonds. This series also now provides for shorter interest-rate periods, which
eliminates the need for annual remarketings, and-a repurchase option for the letter of credit bank that
would be effective at the Effective Date of the Plan. The aggregate ‘principal amount of the bonds
issued in the series was reduced by approximately $2.5 million through the application of proceeds

held by the trustee from the original issuance of the bonds. The new serxes of Pollution Control Bonds

currently bears interest at a rate that is repriced weekly.

Because of the pendency of the Company’s Bankruptey Case as well as other defaults, including
the failure of the Company to reimburse the letter of credit issuing banks as described above, the
bonds are subject to acceleration at any time. In the event that the bonds are accelerated and
redeemed, the tax-advantaged interest rate of the bonds may no longer be available to the Company.
The letters of credit that support the Pollution Control Bonds each have expxratxon dates during 1996.
The Company is discussing the extension of such letters’of credit with the issuing banks and believes,
but cannot assure, that the issuing banks will agree to extend the letters of credit into 1996. If the
letters of credit expire, the Pollution. Control Bonds would be redeemed through draws on the
applicable letter of credit and the tax-advantaged interest rate of the bonds may no longer be available
to the Company .

RCF The Company currently -has a total of $1 50 million of debt outstandmg under 1ts RCI‘ The
RCF, which originally involved a syndicate of money center banks, provided for substantially all of the
Company’s short-term borrowing prior to the filing of the bankruptcy petition. The RCF became due
and payable on January 9, 1992. The RCF is secured by $50 million of First Mortgage Bonds and
$100 million of Second Mortgage Bonds. The Company has not paid approximately $7.9 million of
interest accrued through June 30, 1992, Interest on the RCF is calculated at the'contract non-default
rate, which is the administrating bank’s currently quoted prime rate plus 1%. Pursuant to applicable
Bankruptcy Court orders, the Company is making and expects to make monthly interest payments on
the RCF through the anticipated Effective Date. . v,

Palo Verde Leases. The Company has not made lease payments aggregating approximately
$292 million on Palo Verde Units 2 and 3 for the period from January 2, 1992 through January 2,
1995. There would be no obligation to make such payments under the Plan. Although the Company
has not been paying postpetition obligations arising under the Palo Verde Leases, except as described
below, the Company has expensed contract rents for financial reporting purposes of approximately
$20.8 million for each quarter.

Fuel Financing. 'The Company has a nuclear fuel financing.of approximately $60.6 million
secured by nuclear fuel and a note payable of approximately $9.8 million. The Company has not made
payments of any principal on the nuclear fuel financing and note payable since the filing of the

bankruptcy petition. The Company also has not made any interest payments on such amounts:

through September 10, 1993. As a result of the confirmation of the Plan, the Company began paying
interest on the nuclear fuel financing and note payable beginning from September 10, 1993 at an
interest rate specified in the Plan, which currently is lower than the contract rate. The total amounts
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. of principal and interest payments that came due but were not paid on the nuclear fuel financmg and
the note payable totaled $56.6 million at December 31, 1994.

Unsecured Debt. The Company’s unsecured debt con51sts primarily of: (1) notes payable to banks
of approximately $288.4 million associated with draws on letters of credit related to the Company’s
sale and leaseback transactions for Palo Verde Units 2 and 3; (ii) the series of Pollution Control Bonds
issued in connection with the Four Corners Plant (discussed above) in the amount of $33.3 million (on
which the Company did not make approximately $1.2 million interest payments due each of May 1,
1992 and November 2, 1992 and approximately $700,000 interest payments due on each of May 3,
1993, November 1, 1993, May 1, 1994 and November 1, 1994 as discussed above); (iii) a term loan note
of $25 million; (iv) a capitalized obligation of approximately $79.2 million associated with the
Palo Verde Unit 2 lease; (v) a ‘capitalized obligation of approximately $8.1 million associated with
another lease; (vi) an approximate $3.5 million obligation related to a terminated fuel oil financing
trust arrangement; and (vii) a $2.5 million obligation related to a guaranty by the Company of a loan
to its Leveraged Employee Stock Ownership Plan. The Company has not made any payments on the
unsecured debt, .éxcept for lease payments on the $8.1 million capitalized obligation and payments
aggregating approximately $2.1 million related to the fuel oil financing.in connection with the sale of
a portion of the fuel oil inventory. Subsequent to the confirmation of the Plan, the Company has made
quarterly interest payments on the allowed claims of: certain classes of the creditors, including the’
unsecured creditors and the class consisting of holders of bonds issued in connectlon with the
sale/leaseback transactions, as provided for in the Plan. - '

Preferred Stock Dividends and Sinking Fund Payments

Under thelr existing terms, dividends of approxxmately $1.86 million on the Company’s
outstanding cumulative preferred stock are due each January 1, April 1, July' 1 and October 1 and
mandatory sinking fund redemption payments are due on certain series of the Company’s preferred
stock on certain of these quarterly dates. On September 19, 1991, the Board of Directors voted to
suspend payment of dividends and sinking fund payments on the Company’s preferred stock,
commencing with dividend ‘and sinking fund payments due October 1, 1991.. Accordingly, the
Company has defaulted on its obligation to pay all dividends on all such quarterly dates, beginning
October 1, 1991, Sinking fund payments in the following amounts have been missed: (i) $750,000
(7,500 shares at $100 per share) due ecach of October 1, 1991, October 1, 1992, October 1, 1993 and-
October 1, 1994 on the Company’s $8.95 Dividend Preferred Stock; (ii) $600,000 (6,000 shares at $100
per share) due each of October 1, 1991, October 1, 1992, October 1, 1993 and October 1, 1994 on the
Company's $8.44 Dividend Preferred Stock; (iii) $400,000 (4,000 shares at $100 per share) due each of
January 1, 1992, January1, 1993, January 1, 1994 and January 1, 1995 on the Company’s $10.75
Dividend Preferred Stock; (iv) $10 million (100,000 shares at $100 per share) due each of July 1, 1992,
July 1, 1993 and July 1, 1994 on the Company’s $11.375 Dividend Preferred Stock and (v) $5 million
(50,000 shares at $100 per share) due each of July 1, 1992 and July 1, 1993 on the Company’s
$10.125 Dividend Preferred Stock. At December 31, 1994 the total arrearage of dividends on-the
preferred stock is approximately $26.1 and the total arrearage of mandatory sinking fund payments is
$46.6 million. The Company’s aggregate mandatory sinking fund redemption payments due during:
1995, mcludmg the $400,000 due on January 1, 1995, is approxxmately $1.8 million, none of which has
been or is anticipated to be paxd

The Company cannot predict when the preferred stock dividends and sinking fund payments will
be resumed, but such payments are precluded by the Bankruptey Code during the Bankruptey Case.
Resumption of these payments also will depend on the plan of reorganization ultimately adopted in the
Company’s bankruptcy case, which could substantmlly alter or eliminate the rlghts of the preferred
and common stockholders
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o X ‘ Operational Challeﬁges v v

The Company’s major franchise is with the City of El Paso, Texas. The franchise agreement
provides an arrangement for the Company’s utiljzation of public rights of way necessary to serve its
retail customers within the City of El Paso. The franchise with the City of El Paso expires in March
2001 and does not contain renewal provisions. The Company is facing.serious near term challenges in
connection with certain of its New Mexico.customers, including customers within the City of Las
Crucesand the military installations of White Sands Missile Range and Holloman Air Force Base.

- f ' t

L3

City of Las Cruces

The Company’s franchise with the City of Las Cruces expired in March 1994, and the City of Las
Cruces is attempting to acquire the Company’s distribution system within the city limits through
negotiation or condemnation. CSW has stated that this dispute must be favorably and timely resolved
before it will close the Merger. See Part I, Item 1, “Business — Bankruptcy Proceedings and Proposed
Merger with CSW — CSW Positions with Respect to the Merger.” The Company has continued to
provide electric service to customers in the City of Las Cruces, consistent with its view that its right
and obligation to serve customers within the City of Las Cruces is derived from the New Mexico Public
Utility Act, and other New Mexico law. The City of Las Cruces has acknowledged, this obligationin a
press release issued March 12, 1994. Sales to customers in the City of Las Cruces represented
approximately 7% of the Company’s operating revenues in 1994, CL

The City of Las Cruces has authority from the New Mexico State Board of Finance to issue up to
$90 million in revenue bonds to finance a purchase of a distribution system. On August 30, 1994,
voters in the City of Las Cruces approved a resolution in a special election allowing the city
government to proceed with efforts to acquire the distribution facilities of the Company within the city
limits by negotiated purchase or eminent domain. In August of 1994, SPS and the City of Las Cruces
entered into a fifteen-year contract for SPS to provide all of the electric power and energy required by
the City of Las Cruces during the term of the contract. The contract becomes effective on the
completion of the last of the (i) acquisition of a distribution system by the City of Las Cruces; (ii)
acquisition of the necessary transmission delivery and back-up agreements by SPS; and (iii) receipt of
the required regulatory approvals by the City of Las Cruces and SPS. If the specified events are not
completed by July 1, 1998, either SPS or the City of Las Cruces has the right to cancel the contract. On
June 6, 1994, the Las Cruces City Council approved a resolution selecting the proposal of SPS for the
provision of operation and maintenance services for .the proposed Cxty of Las Cruces electric
distribution system, substations and associated transmission facilities antd aut,honzmg the staff of the
City of Las Cruces to negotlate a contractrthh SPS related to.such services.

«On June 14, 1994 the City of Las Cruces filed a motion with the Bankruptcy Court to lift the
automatic stay imposed by the bankruptey filing to allow it to (i) commence action against the
Company for failure to pay franchise fees after expiration of the franchise in March 1994; (ii) enter the
Company's property to conduct an appraisal of the electric distribution system and any suitability
studies; (iii) give notice of intent to file a condemnation action; and (iv) commence state court
condemnation proceedings against the Company to condemn the Company’s distribution system
within the Las Cruces city limits. The Bankruptey Court granted the City of Las Cruces’ motion to lift
the automatic stay, effective January 1, 1995, to allow the City of Las Cruces to take all legal action
and give all notices which the City of Las Cruces decems appropriate and necessary to become the
provider of electric power for the City of Las Cruces and its citizens, specifically including eminent
domain proceedings, but excluding the authority to seek from any court other than the Bankruptey
Court, immediate, actual, physical, or constructive possession of the assets the City of Las Cruces
seeks to condemn. The Bankruptcy Court also ordered that any action to collect franchxse fees be
brought in the Bankruptey Court. , ,
: The Company believes that New Mexico law does not authorize condemnation of the Company’s

facilities by the City of Las Cruces. The Las Cruces City Council has authorized the filing of a New
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, Mexico state court declaratory judgment action to “clarify the right of the City to acquire [the
Company's] system.” The Company intends to contest the City of Las Cruces’ authority to acquire the
Company's property and to continue-to challenge in all appropriate forums the City of Las Cruces’

. efforts to replace the Company as the provider of eléct'ric service in the City of Las Cruces.

The Company believes that it will either (i) be successful in preventing condemnation and loss
of the City of Las Cruces’ load, or (ii) if unsuccessful in that effort, receive just compensation therefor.
Neither of these results would constitute a material loss to the Company. For this and other reasons,
the dispute with the City of Las Cruces does not, in the Company’s opinion, constitute a Material-
Adverse Effect under'the Merger Agreement. See Part I, Item 1, “Business—Bankruptcy Proceedings
and Proposed Merger with CSW —CSW Positions With Respect to the Merger.”

On February 21, 1995, the City of Las Cruces filed its Complaint for Breach of Implied Contract,
Specific Performance, Unjust Enrichment, and Trespass against the Company in the Bankruptcy
Court. The City seeks to enforce what it claims are the Company’s continued payment obligations
under an allegedly implied continuation of the municipal franchise ordinance which expired by its
own terms on March 18, 1994. Alternatively, the City of Las Cruces seeks, the reasonable value of the
Company’s use, occupation and rental of the rights of way or damages for trespass. On March 24,
1995, the Company filed & motion to dismiss all counts of the City of Las Cruces’ complaint. The
Company intends to vigorously defend against the lawsuit. , ' ‘ ' '

Military Installations

The Company currently provides retail electric service in New Mexico to the Air Force at
Holloman Air Force Base and the Army at White Sands Missile Range. The Company’s sales to such
military bases represented approximately 2% of revenues in 1994. The Company’s right to provide
this service was authorized by the New Mexico Commission in 1956 by the issuance of a CCN to the
Company. The contract with the Army was due to expire on December 31, 1993 but has been extended
by unilateral action of the Army for an indefinite period. The contract with the Air Force expired on
February 28, 1994. The Company continues to provide the electric service to the Air Force and the
Army under state approved tariffs and CCN authority. ' ‘

On June 15, 1993, the Air Force issued a Request for Proposal (“"RFP”) to prospective electric
utility service providers to provide electric service to Holloman Air Force Base upon expiration of its
service agreement with the Company. The Company submitted its proposal to the Air Force on
August 12, 1993 and filed a protest to the issuance and terms of the Air Force's RFP. The protest was
upheld, but on technical grounds that have allowed the Air Force ito proceed with a delayed
competitive bidding process. The Air Force issued a Memorandum requesting that the “best and final
offer” of entities participating in the competitive bid process be submitted no later than May 10, 1994.
On June 15, 1994 and December 14, 1994, the Company received letters from the Air Force requesting
responses to certain'questions posed by the Air Force. The Company responded to the requests and
anticipates that the Air Force will again request best and final offers prior to awarding the bid.

..On January 4, 1994, the Company filed an action against the Air Force and related parties in
the United States District Court for the District of New Mexico challenging the authority of the Air
Force to conduct a competitive bidding procedure to determiné the provider of electric service to
Holloman Air Force Base. The New Mexico Attorney General intervened in the case on August 15,
1994. The United States District Court has ruled that it has jurisdiction over the case and, in June
1994, entered an order denying the Company’s request for a preliminary injunction. The Air Force has
not appealed the jurisdictional ruling and has filed an answer in the case. By a joint motion filed
January 27, 1995, the parties sought and were granted a stay of proceedings and extension of
deadlineson the grounds that the partics are engaged in serious settlement negotiations. Pursuant to
the order entered February 7, 1995, the parties must complete discovery by July 17, 1995, unless

otherwise extended. ‘ .
. 2
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The Army has issued a request for proposal related to the provision of all of the electric serviée
' requirements for White Sands Missile Range. In addition to the Company, three electric cooperatives
serve White Sands Missile Range. Responses to. the request were due February 28, 1995. The
Company submitted its proposal to the Army on February 28, 1995 and filed a protest to the issuance
and terms of the Army’s RFP. On March 29, 1995, the Army suspended the RFP indefinitely in
response to the Company’s protest while.the Army reviews the RFP in its entirety. The Army stated
that the review could take several months. The Company is of the opinion that the competitive
bidding process established by the request for proposal, as it relates to public utility providers, would
not be permitted pursuant to New Mexico and federal law and regulations :and intends to contest
vigorously the use of the competitive bidding process. As in the case of electric service for Holloman
Air Force Base, the Company intends to challenge the process through the New Mexico Commission
and the federal courts.

.. The Company believes that the procurement of retail electric service by the United States
Department of Defense by competitive bidding procedures is prohibited by federal procurement law
and that participation by public utilities in this process in an attempt, to obtain the right to provide
this retail electric service is contrary to New Mexico law and a violation of the Company’s state-,
authorized right to provide this service, On April 1, 1993, the Company filed a Petition for
Declaratory Order with the New Mexico Commission (NMPUC Case No. 2506) secking, among other
things, a declaration that the Company currently is the only public utility authorized under:New
Mexico utility regulatory law to offer and provide this particular retail electric service to Holloman
Air Force Base and White Sands Missile Range. The hearing examiner in the case has recommended
that the New Mexico Commission determine that the case is not ripe for determination. In September
1993, the Attorney General of New Mexico filed exceptions to the hearing examiner's recommended
decision. By order issued February 6, 1995, the New Mexico Commission directed that the record in
the case-be reopened for the limited purposes of determining the current status of the case and
updating, to the extent necessary, the record in the case. The hearing examiner has ordered the
Company to file a report to update the status of the competitive bidding process at both military bases.
The Company filed its response on March 24, 1995, - :

The Company believes but can give no assurance that it will continue to provide long-term
electric service to Holloman Air Force Base and White Sands Missile Range. If the Company is unable
to do so, however, the Company will pursue all available regulatory and legal avenues to obtain the
appropriate recovery of its investment related to these customers. )

E

General Industry

In addition to these specific challenges, the Company faces many of the challenges facing the
electric utility industry as a whole, including competitive factors and the costs of nuclear investment
and decommissioning. The level of competition has increased as a result of: changes in federal
regulatory provisions related to transmission practices and independent power production, including
cogeneration projects. The Energy Policy Act includes provisions authorizing the FERC .to order
electric utilities to transmit power at wholesale at the request of third parties, such as-independent
power producers and other utilities. Implementation of these provisions may involve changes:in the
method of transmission pricing and increased compliance reporting to the FERC regarding
transmission system availability. State legislatures such as the New Mexico legislature also have
indicated they are considering retail wheeling policies that could result in increases in competition.
The Company believes one benefit of the proposed Merger would be an improved ability to'meet these
industry challenges. Ce : ‘

> Decommissioning costs continue to be significant to the Company. The costs are based on studies.
that are updated periodically (generally every three years). The most recent study, dated December
1993, estimates’the cost to decommission the Company's share of Palo Verde to be approximately
$221 million (stated in 1993 dollars). As of December 31, 1994, the Company has accrued
approximately $38.5 million for decommissioning costs and the balance of funds in decommissioning
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trusts established by the Company totaled approximately $20.8 million. The updated s\,\\&\%%‘have‘
continually reflected increases in costs to decommission as new developments unfold surrou.n&\‘\% >
technical and safety aspects of decommissioning a nuclear facility. Although the Company is fundieg,
and recording costs based on the latest information available, there can be no assurances that
decommissioning costs will not continue to increase in the future. Due to delays in the constru?t.lon of
nuclear waste storage facilities as a result of opposition at the state and local level to the siting of
facilities, the Company will incur additional costs for the construction and operation of temporary or
permanent storage facilities at Palo Verde estimated to be approximately $50 million (stated in 1993
dollars). This amount is included in the $221 million cost estimate set forth above. See Item 8,
“Financial Statements and Supplementary Data — Note E of Notes to Financial Statements.”

The Energy Policy Act also provided for an assessment for the decontamination and
decommissioning of DOE’s uranium enrichment facilities. The Company has been advised by APS
that, based on preliminary indications, the annual assessment for Palo Verde is expected to be
approximately $3.0 million for fifteen years, plus increases for inflation. The Company will pay 15.8%
of the annual Palo Verde assessment. The Company has accrued $7.1 million for this assessment as its
portion of the entire assessment, and paid $1.0 million and $0.4 million to APS in 1994 and 1993,
respectively. ; ;o

_— Results of Operations

The Company recorded a net loss of $28.2 million or $.79 per share in 1994. - This compares {o a
net loss of $137.9 million ($3.88 per share) in'1993 and $28.2 million ($.79 per share) in 1992. The
principal factors giving rise to the loss in 1994 are (i) revenues that are not sufficient to recover fully
the Company’s costs of service and debt service; (ii) increased interest costs resulting from the
confirmation of the Plan in December 1993; and (iii) reorganization expenses incurred in connection
with the Bankruptcy Case. The losses in 1993 and 1992 also resulted from insufficient revenues and
reorganization expenses. Also included in the 1993 and 1992 loss was the recognition of the effects of a
change in accounting principle for income taxes and the write-off of debt issuance costs, respectively.
The Company does not anticipate any significant improvements in results of operations until it
completes a successful reorganization. Sece Part I, Item 1, “Business ~ Bankruptey Proceedings and
Proposed Merger with CSW ~Regulatory Aspects of the Plan and Merger” and “~ Treatment of Claims
Under the Plan.”

The primary reasons for increases or decreases in revenues, expenses and other items affecting
results of operations for the year ended December 31, 1994 compared to the year ended December 31,
1993, and for the year ended December 31, 1993 compared to the year ended December 31, 1992 are
discussed below.

<

Operating Revenues ) ' v

I fa

Approximately 61% of the Company’s total revenues for the year ended December 31, 1994 were
generated from sales to Texas retail customers, principally in the City of El Paso, at rates approved by
the Texas Commission. Sales to New Mexico retail customers, the largest number of which are in the
City of Las Cruces and in two major military installations, represent 17% of the Company’s total
revenues for such period. The balance of the Company’s revenues are generated through (i) negotiated
long-term contracts which are approved by the FERC (12% of the Company’s revenues for such period)
and (ii) sales to CFE and ecohomy' energy sales which are based upon current market prices
(collectively, 10% of the Company’s revenues for such period): Sales to (i) residential customers (ii)
small commercial and industrial customers (iii) large commercial and industrial customers and (iv)
public authorities accounted for approximately 35%, 35%, 13% and 17%, respectively, of the
Company’s operating revenue from retail sales. .In 1994, IID, a wholesale customer, accounted for
9.6% of operating revenues. No retail customer accounted for more than 3% of operating revenues.
See Item 8, “Financial Statements and Supplementary Data — Note M of Notes to Financial
Statements.”
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Revenues by quarter typically vary due to changes in climate throughout the year, reflesting .
higher temperatures and rate tariffs in the summer months. Traditionally, operating revenues during
the third quarter (the highest sales quarter) tend to be 20-25% greater than operating revenues
generated during the first quarter (the lowest sales quarter).

Operating revenues in 1994 were 1.3% less than operating revenues reported in 1993, while

operating revenues in 1993 were 3.6% greater than in 1992, The changes in operating revenues were
attributable to the following (In thousands):

1994 versus 1993 1993 versus 1992

Baserevenues - $ 4,479 $ 16,064
Fuel revenues and economy energy sales (10,930) ‘ 13,5653
Other (383) ___(10,783)

$ (6,834) $ . 18,834

Base Reven.ues. Base revenues increased $4.5 million in 1994 compared to 1993. The increase is
largely due to (i) a 2.2% increase in the number of customers served, (i) record high summer
temperatures, (iii) changes in the Company’s customer sales mix, and (iv) the resumption of operation
of a major industrial facility that ceased operating in the first quarter of 1993 following the
bankruptcey filing of the prior owner of the facility. These increases were offset in part by a reduction
in sales for resale due to lower contract demand revenues from TNP. The base revenue increase of
$16.1 million in 1993 compared to 1992 is principally the result of (i) increases in total system KWH

sales of appr oximately 2.9%, (ii) increases in demand and capacity charges to CFE, and (iii) increases
in capacity for IID. : ,

Changes in base revenues and related KWH sales for 1994 compared to 1993 and 1993 compared
to 1992 by customer class are as follows: -

1994 versus 1993 1993 versus 1992

' Base Base
Revenues KWH Revenues KWH

"

Native system:
Residential 50%  5.1% 0.0%  21%
Commercfal and }ndustrial -small ‘ 5.3 6.1 0.4 3.9
Comr.nercxal and industrial - large 9.1 24.9 6.3) (4.3)
Pubhc authorlties R 4 8 " 4 3 (0 4) 3 7
R Native system composite 5' 5 8.7 (0:6) 1:8
~N Sales for resale (15'7) (22'5) 11.4 5.9
Total system composite ) )

1.0 1.7 1.7 2.9

Total system firm energy saies decreg . . .
. . sed from 7,432,205 MWH in 1993 to 7,306,666 MWH in
1994. Native system firm sales increased 432,921 MWH oyer the same time period. : .

The Company achieved record peak demands in 1994, recording an all-time total system peak
gima"d .o,f 1,365 M“.’ on June 28, 1994, a 2.2% increase over 1993’sgrecord peak of 1,335 MW. The
mpany’s 1994 native: system peak demand of 1,093 MW on June 27, 1994, which was also a new
recgrd, was a 9.6%increase from the record of 997 MW set in 1993. The new records were the result of
an increase in number of customers and higher than usual temperatures during the summer months.

Although the Company implemented increases in base rates effective July 16, 1994, the

COU;Pa_ny has deferred recognition of such revenues and, therefore, they are not included in the above
analysis,




——

*  Fuel Revenues. The changes in fuel revenues are a function of changes in fuel and purchased and
interchanged power expenses since such costs are generally passed through directly to customers.
Fuel revenues decreased $13.6 million in 1994 when compared to 1993 due to (i) decreased fuel costs
that are passed through directly to customers; and (ii) a change in the method of calculating Texas
jurisdictional fuel costs based on the Docket 13966 final order of approximately $7.5 million. Such
decrease was offset in part by increased economy energy sales of approximately $2.6 million.

Fuel revenues increased $15.5 million in 1993 when-compared to 1992 due to increased fuel costs
offset by a provision for a potential refund related to the anticipated change in the method of
calculating Texas jurisdictional fuel cost as discussed above. Such increase was offset in part by
decreased economy energy sales of approximately $1.9 million.

Other.- The 1993 reduction in other revenues is principally due to the discontinuance of
approximately $11.7 million of surcharges (related to the recovery of regulatory expenses) recorded’in
1992. v

Fuel and Purchased and Interchanged Power Expenses

The decrease in fuel and purchased and interchanged power expense in 1994 compared to 1993
was due primarily to changes in the fuel mix from higher cost purchased power to gas and nuclear fuel
which decrease was offset in part by increased power production at Palo Verde and at local gas
facilities.

The increase in fuel and purchased and interchanged power expense in 1993 compared to 1992
was due primarily to increased purchased power cost as a result of decreased power production at
Palo Verde and at local gas facilities, and increased unit gas costs.

Operation and Maintenance Expense

Operation and maintenance expense increased in 1994 as a result of (i) increased pension and
benefit expenses of $3.0 million related to increased costs of postretirement benefits, pensions and
other employee benefit plans; (ii) increased Palo Verde costs of approximately $2.2 million; (iii)
increased regulatory expenses of approximately $2.1 million resulting from the rate case filing in
Texas; (iv) increased outside services of approximately $1.9 million primarily due to the reissuance
and the remarketing of several pollution control bonds; (v) an additional provision for increased

_environmental costs of approximately $1.6 million related to remediation projects at the Company’s

local facilities; and (vi) increased maintenance costs of approximately $1.5 million at one of the
Company’s local generating plants (see "Liquidity and Capital Resources-Obligations Subject to
Compromise”). These increases were offset in part by (i) decreased pensions and benefits due to the
recording of approximately $4.0 million in 1993 for retirement agreements with five former officers
who retired in early 1994; (i) decreased transmission costs due to a provision of approximately
$1.9 million recorded in 1993 for the settlement of certain transmission disputes; and (iii) an
additional provision of approximately $1.0 million recorded in the first quarter of 1993 for
uncollectible amounts.

1 ' 4 » % N

Operation and maintenance expense increased in 1993 as a result of (i) increased pension and
benefit costs, including an additional expense of $6.3 million in connection with the adoption of SFAS
No. 106 on January 1, 1993 and the recording of approximately $4.0 million for retirement agreements
with five former officers who retired in early 1994; ard (ii) the settlement of certain transmission
disputes of approximately $1.9 million in 1993. These increases were offset in part by (i) decreased
outside services resulting from decreased legal costs of approximately $5.0 million; (ii) decreased Palo
Verde costs of approximately $3.6 million; and (iii) a decrease in bad debt expense of approximately
$2.0 million. ’ *
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Depreciation and Amortization Expense - ‘ 1

Depreciation expense decreased in 1993 compared to 1992 due primarily to a $7.1 million DOE
decommissioning charge reported in 1992 in connection with the Energy Policy Act, with no
comparable adjustment in 1993. The décrease was partially offset by an increase in the Company’s
share of decommissioning expense related to Palo Verde, based on an updated study. For a discussion
of decommissioning costs, see “Operational Challenges — General Industry” above and Item 8,
“Financial Statements and Supplementary Data—Note E of Notes to Financial Statements.” . .

i N . N

Federal Income Taxes

The Company recorded federal income tax benefits of approximately $16.8 million in 1994. The
increase in tax benefits in 1994 compared to tax benefits of approximately $7.9 million recognized in -
1993 results primarily from a decline in nondeductible bankruptcy costs partlally offset by a decrease
in pretax losses.

The Company recorded federal income tax benefits of approximately $7.9 million in 1993, The
increase in tax benefits in 1993 compared to tax benefits of approximately $4 million recognized in
1992 results from (i) differences in,recognizing income taxes under the provisions of SFAS No. 109 in
1993 as compared to APB Opinion No. 11 in 1992, primarily the recognition of the one percent increase
in the federal income tax rate; (ii) an increase in pre-tax loss, net of non-deductible reorgamzatxonr
costs; and (iii) other adjustments to deferred taxes.

Taxes Other Than Federal Income Taxes 1 .

Taxes other than federal income taxes decreased in 1994 compared to 1993 due prirﬁarily to the
accrual of approximately $6.2 million in the first quarter of 1993 for the settlement and anticipated
settlement of state income and other tax claims partially offset by increases in revenue related taxes
and Texas franchise taxes in 1994,

Taxes other than federal income taxes increased in 1993 compared to 1992 due primarily to the
accrual of approximately $6.2 million for the settlement and anticipated settlement of state income
and other tax claims. ‘ S e

Other Income, Net . Cy

. Other income, net in 1994 includes a gain of approximately $2.4 million recognized in the third

quarter of 1994 on the sale of the Company’s interest in Triangle Electric Supply Company

Other, mcome, net mcreased in 1993 compared to 1992 due to a gain of approxxmately
$3.0 million recognized in the second quarter 0f 1993 for the settlement of civil htxgatxon AN

| ey

Interest Charges R

Interest charges increased in 1994 compared to 1993 primarily due to payments to unsecured and
undersecured creditors pursuant to the Plan. These interim payments, which are recorded as interest
expense, totaled approximately $24.8 million and $10.2 million in 1994 and 1993, respectively. The
increase in interim payments was due to increased interest rates and the recording of expenses.for a
full year in 1994 versus approximately half a year in 1993. . ;
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Interest charges increased in 1993 compared to 1992 primarily.due to payments of approximately
* $10.2 million to unsecured and undersecured creditors pursuant to the Plan, as discussed above, and a
$1.6 million charge in 1993 in connection with the settlement and anticipated settlement of state
income and other tax claims as discussed above. The increase was partially offset by a reduction in
interest rates on certain secured obligations. .

Reorganization Items

Pursuant to the provision of Statement of Position 90-7, “Financial Reporting by Entities in
Reorganization Under the Bankruptcy Code” (“SOP 90-7"), the Company reports net expenses
incurred as a result of the' bankruptcy proceedings in a separate section in the statements of
operations. The reduction of reorganization items was due to decreased professional fees and other
costs in 1994 compared to 1993 as a result of additional payments in 1993 pursuant to the Plan, and
increased interest earned on accumulated cash i in 1994 partially offset by mcreased perxodxc payments
to preferred stockholders as provided in the Plan.”

Professional fees and other costs increased in 1993 as a result of additional payments pursuant to
the Plan following the Confirmation Date. This increase was offset as the Company incurred a one-
time write-off in 1992 of debt issuance cost of approximately $13.3 million.

Cumulative Effect of a Change in Accounting Principle

Effective January 1, 1993, the Company began reporting its financial results pursuant to the
provisions of SFAS No. 109. The standard requires the use of the asset and liability method of
accounting for income taxes as opposed to the deferred method. The Company recognized a charge to
operations in January 1993 of approximately $96 million as a result of adopting SFAS No. 109. The
charge to operations consists of federal income tax benefits of approximately $153.2 million and state
income tax benefits of approximately $12.2 million, less valuation allowances of approximately
$219.2 million and $42.2 million, respectively.

Effects of Inflation

Over the recent past, inflation has been relatively low. As such, its impact to the Company’s
results of operations and financial condition have not been significant.

Environmental Matters .

For a discussion of environmental matters, see Part I, Item 1, “Business~Environmental
Matters.”
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INDEPENDENT AUDITORS’ REPORT

The Sharcholders and Board of Directors . ’ '
El Paso Electric Company:

We have audited the financial statements of El Paso Electric Company (a debtor-in-possession as of January 8,
1992) as listed in the accompanying index. 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 generally accepted auditing standards. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluatmg the overall financial statement presentation. We beheve that our audxts
provxde a reasonable basns for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of El Paso Electric Company as of December 31, 1994 and 1993, and the results of its operations and its
“cash flows for each of the-years in the three-year period ended December 31, 1994 in conformity with generally
accepted accounting principles.

The accompanying financial statements have been prepared assuming that El Paso Electric Company will continue
as a going concern. As discussed in Note A of Notes to Financial Statements, El Paso Electric Company-filed a
voluntary petition for reorganization under Chapter 11 of the United States Bankruptcy Code on Jaiuary 8, 1992.
. The Chapter 11 case is administered by the United States Bankruptcy Court for the Western District of Texas. The'
Company is operating its business as debtor-in-possession which requires certain of its actions to be approved by the
Bankruptcy Court. The Bankruptcy Court has confirmed the Company’s proposed plan of reorganization which
contemplates the Company would be acquired by Central and South West Corporation. Consummation of the plan
of reorganization is subject to the satisfaction of certain conditions, including numerous regulatory approvals.
Continuation of the Company as a going concern is dependent upon, among other things, the consummation of a
plan of reorganization, the Company’s ability to generate sufficient cash from operations, most significantly its
operations which are subject to regulation of the rates it is allowed to charge as described in Note C of Notes to
Financial Statements, and its ability to restructure or obtain financing to meet its obligations. Further, as more fully
described in Notes B, H, J, and K of Notes to Financial Statements, significant claims beyond those reflected as
liabilities in the financial statements at December 31, 1994 have been or may be asserted against the Company. The
validity of these claims, as well as the amount and manner of payment of all valid claims, will ultimately be
determined by the Bankruptcy Court. These matters raise substantial doubt about the Company’s ability to continue
as a going concern. As a result of the reorganization proceedings, the Company may sell or otherwise realize assets
and liquidate or settle liabilities for amounts other than those reflected in the financial statements. Further, the
consummation of a plan of reorganization could materially change the amounts currently recorded in the financial
statements, and if no rcorganization plan is consummated, it is possible that the Company’s assets could be
liquidated. The financial statements do not include any adjustments that might result from the outcome of these
uncertainties.

As discussed in Notes I and L of Notes to Financial Statements, the Company changed its methods of acco“unting for
income taxes and postretirement benefits other than pensions effective January 1, 1993.

' * KPMG Peat Marwick LLP

El Paso, Texas
March 30, 1995




EL PASO ELECTRIC COMPANY

(DEBTOR__IN‘POSSESSION ASOF JANUARY 8, 1992)

BALANCE SHEETS
ASSETS
Utility plant (Notes C,.D and E): » . :
Electricplantinservice ...c..ccoveiiviniiircinaaninenns Cereeaen
Less accumulated depreclatlon and amortlzatxon .............. P

Netplantinservice .............couunen

Construction work in progress

----------------- ae

Nuclear fuel; includes fuel in process of $10,215,000 and

$9,937,000, respectively
Less accumulated amortization
Net nuclear fuel

Current assets:
Cash and temporary investments (Note C)

-------------------

Netutilityplant ...ttt iees

Accounts receivable, principally trade, net of allowance for
doubtful accounts of $5,923,000 and $6,004,000, respectively ....

Inventories, at cost
Prepaymentsandother .....,...............
'I‘ot,al CUrEent ASSELS - ...vvvperrnnnnn.

Long-term contract recelvablé,l(Note o .....

Deferred charges and other assets ..........

Total assets ........ e ‘

1 " ! ,
See accompanying notes to financial statements.
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December 31,

1994

1993

(In thousands)

$ 1,694,553

$ 1,650,899

419,212 381,309
1,275,341 1,269,590
43,712 51,267
92,720 93,909

.. 50,273

42,447

1,361,600

208,584 ,

54,367
. 34,327

: 11,091

‘ 308,369

— 33,603

. 27319

$ 1,730,851

41,948

— 51,961

1,372,818

181,086

54,652
34,595

‘ 10,035

280,368
32,420

29,800

$_1,715406




ELPASO ELECTRIC COMPANY
oo (DEBTOR IN POSSESSION AS OF JANUARY 8, 1992)

CAPITALIZATION AND LIABILITIES

|
|
. .BALANCE SHEETS

. ' December 31,
o o no 1994 1993
‘ ", (In thousands)
Capitalization (Notes A, F, G and H): .
Common stock, no par value, 100,000,000 shares authorized.

Issued and outstanding 35,544,330shares ...........ccevvvruvannn. $ 339,097 $ 339,097
Accumulated deficnt ....... et e aerenreteet e eet et e e (724,713) (696,560)
Net unrealized loss on marketable,secuntxes, less applicable Do

income tax benefits of $189,000in 1994 ...........c.ciiiienininn, (350) -
¢ Commonstockdeficit ........cciviiiiiiiiiiiiereererrrnnnnnens (385,966) (357,463)
Preferred stock, cumulative, no par value, 2,000,000 shares authorized:

Redemption rcquxred et teeaa et ieieaeereaeen e eeeanaaes 67,266 67,266

Redemptionnotrequired ..., ...ovviiiiiiiiiiiiiiiiiiiiiiiieaa... 14,198 14,198
Obligations subject to compromise ........ciiiivvivnrnrrerencnnanenn 1,537,303 1,495,315

Total capitalization ............ciiiiiiiiiiiiiiiiieierrnannes 1,232,801 1,219,316
Current liabilities: .
Accounts payable, principally trade ......................LL L e 23,015 37,032
Customerdeposits .. ...vvivriit it rriieennarineerenrretranarannen 4,891 4,905
Taxes accrued other than federal incometaxes ....................... 23,427 21,658
Net overcollection of fuel revenues(NoteC) ....oviiiiiiiiiiiienennnn. 37,207 ' 13,874
Revenues subject to refund (Note C) ........c.oooiveiiiiniiniiitin, - 11,475 -
Other -........ e ettt eeeeer i veaae ettt eeee e aaa e eaana 9,550 9,408
Total current liabilities ............ccivviiiiniiiiiinininn... 109,565 86,877
Deferred credits and other liabilities: '
Accumulated deferred income taxes (NoteI) .......covvvvviiennnnnnn. 98,106 123,935
Accumulated deferred investment tax credit (NoteI) .................. 76,642 68,992
Deferréd gain on sales and leasebacks (NoteB) .............coovuenn... 135,510 142,643
Decommissioning (NoteE) ..........cc0iiiiiiiiiiiineenrnennnnn, e 38,528 30,101
Other ......... et e e et a it aeraaa ettt esarares 39,699 . 43,642
'+~ ¢'Total deferred credits and other liabilities .\......... .coevnnts 388,485 409,213
Commitments and contmgencxes (Notes A,B,C,J,Kand L) “ | .
" ‘T'otal capitalization and liabilities .......................... $_1730,851 $_ 1715406
See accompanying notes to financial statements.
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EL PASO ELECTRIC COMPANY

. (DEBTOR IN'POSSESSION AS OF JANUARY 8, 1992) o
STATEMENTS OF OPERATIONS
For the years en&ed-December 31, 1994,'1993 and 1992
1994 1993 1992
) (Inthousands except per share data)
OPErating reVENUES ..............ceeuesseenenseneneenens $536.760 $ 543,594  $524,760
Operating expenses: ! E
peration: S . « : ‘
guelh. SEARRSTITI B st < gg,ggg gg,gg; ?g,ggg
urchased and interchangedpower ....................... \ .
’ ‘ 119,822 133,004 107,698
Other ........cciiiiiiiiiiiiiiii ereeeteaietriaanans 209,814 - 206,576 204,334
Maintenance ...... C i e ienaees it ee it e bt aea e aaa e naan s T 44,022 39,450 39,351
. "Il)epreciation andamortization .............cciiiiiiinnnn. 53,841 53,050 56,869
T s a e erret et oo , 3 ,
. Federalincome tax benefits(Notel) ......covvveeevivinnn. .(18,234) (10,360) (1,067)
L0 10 T 54,484 56,903 _ 50,539
463,749 478,623 _457,724
Operatingineome ...........ccovviieiiinininnnnennnennnns 73,011 64,971 67,036 -
Other income (deductions): ”
Other,net ... .oittiiiiirrerennnrererennsnnnsseesnnns 3,378 2,838 754
Federal income taxes applicable to other income (Notel) ...... (516) (831) (343)
- i 2,862 2,007 411
Income beforeinterestcharges ...................ccvvvtess 75,873 66,978 67,447
Interest charges (credits): ‘ . v ,
Interest ........ St e nseaserrsaaterbeettatneennnarrenteres 97,616 . 82,237 73,176
Other interest capitalized and deferred .............ccocve.t. (2,681) (3,998) _ (3917
: 95,036 78239 _ 69.259
Los§ before reorganization items and cumulative effect of ’
a changein accounting principle ......................... _(19,162) (11,261) (1,812)
Reorganization items (expense): ‘ ‘ o
Debtcosts ........ e et - = (138,264)
Professional feesandother ........cccoviiiiirrrrnnnnnens een (15,866Y) (35,150) ~ (20,194)
Interest earned on accumulated cash resulting from D " :
FBgnkrluptcy cas(e . )b T I LIS A T L UL PR 7,’;’;1) 6,}532) . 3,gg6
ederal income (taxes) benefits applicable to reorganization items 6 1, ‘ 3,284
' | (8,991) (30.594)  (26.368)
Loss before cumulative effect of a change in ‘
accountingprinciple ....... ... i il ) (28,153) r (41,855) - (28,180)
Cumulative effect of a change in accounting principle
037 — (96,044) —
Netloss .......... R $(28,153) $(137,899) $(28,180)
Netloss per weighted average share of common stock:
Loss before cumulative effect of a change in accounting principle $ (079 $ (1.18) $ (0.79
Cumulative effect of a change in accounting principle ......... — (2.70) —
Netloss ..vviii ittt it ittt ria i eaaes $ (079 $ (383 $ (0.79)

See accompanying notes to financial statements.
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ELPASO ELECTRIC COMPANY
v (DEBTOR IN POSSESSION AS OF JANUARY 8, 1992)
STATEMENTS OF ACCUMULATED DEFICIT

For the years ended December 31, 1994, 1993 and 1992

. 1994 1993 1992
‘ ., (In thousands) N
Accumulated deficit at beginning of year .. . ..... $ (696,560) $ (6558,661) $ .(530,481)
Netloss ......... TR TPRUPR (28153) _ (137.899)  _. (28,180) -
Accumulated deficitatend ofyear ................... $.(724713) '§_(696,560) $ (558,661)
Weighted average number of common shares - ‘ ‘
outstanding ......... et etitenneeer e e e, 35,544,330 35,539,480 35,530,264

w W *

See accompanying notes to financial statements.




;EL PASO, ELECTRIC COMPANY
- (DEBTOR IN POSSESSION'AS OF JANUARY 8, 1992) R
. .i, STATEMENTS OF, CASHFLOWS + -

.« Forthe years gri;!gd December 31, 1994, 1993 and 1992

L

@ o

. 1994 1993 1992
wr R N : (In thousands)
Cash Flows From Opérating Activities:
Loss before cumulative effect of a change in accounting principle .. $ (28,153) $  (41,855) $ (28,180)
*+ Adjustments for non-cash items fromoperating activities: -« » =+ ¢ JIT T e st

Depreciation and amortization ..........ccciiiiiiirienennes 67,189 66,901 69,219
+4¢ ' Deferred income taxes and investment tax credit, net ".......... (17,990) (24,077)  « (4,008)
Debteosts ..ovueniiiiiiiii it i e ‘ - - 13,264
sv , Other operating. actxvxtnes B eeraeaae e « n,(5,429) « - (1,787) .. (1,784)
“Change in: e s
Accountsrecéivable ..........iiiiiiiiiiiiiiiaan.. e nen 0 285 (2,756) 4, ,(1,582)
. - Inventories,, . . P ‘, 268 ~ 1,983.. 4, 6,090
> % Prepayments ‘Andiother IR E L L (1,056) 1,316 5,815
Long-term contract receivable ; (1,183) (2,371) (2,850)
Obligations subject to compromise ............cccvviiiennnnns ‘ 42,943 55,214 103,023
Accounts payable ....... e e e eenrnssesat et e et annan (14,017) 10,912 26,119
Netovercollection of fuelrevenues .......covvvnenveennnans. . .23,333 239 13,635
Revenues subject torefund ...... e reaseeerasrranans L R S X /L
Other current liabilities .......... eeeen petarenareeesteteannns 1,897 3,152) 14,709
Deferred chargesanderedits .............coiiiiiiiiniiiinan, 8,867 16,637 4,402
Net cash provided by operating activities ............... 88,429 77,204 217.872
Cash Flows From Investing Activities:
Additions to utility plant ............. feeeetianaree e (60,113) (58,215) (60,570)
Otherinvestingactivities ........cccvvevinierinineerrnncnnnnenss 137 409 -
Net cash used for investing activities .................... (59,976) (57,806) (60,570)
Cash Flows From Financing Activities:
Redemption of long-term obhgatlons ....... N (955) (867) (788)
Other financing activities ............. e tettaeter i - 20 30
Net cash used for financing activities ................... " (955) (847) (758)
Netincrease in cash and temporary investments ............... 27,498 18,551 156,544
Cash and temporary investments at beginning of year .......... 181,086 162,535 5,991
Cash and temporary investments atend ofyear ................ - $ 208584 $ 181,086 $_162,535
Supplemental Disclosures of Cash Flow Information:
Cash paid during the year for: .
INCOME AXES o viiiis et iteneraaenaneansneasannnannsesnns $ 4700 $ 17,064 $ -
Interest ..ottt ittt rieier e 92,474 64,712 32,498
Reorganization items: ‘
Cash interest received on accumulated cash resulting from
Bankrupteycase .......o.iiiiiiiiiiiiiii i 6,802 6,107 3,343
Cash paid for professional feesandother ...................... 26,406 28,631 11,759

See accompanying notes to finantial statements.



ELPASO ELECTRIC COMPANY
‘ (DEBTOR IN POSSESSION AS OF JANUARY 8, 19892)
NOTES TO FINANCIAL STATEMENTS

A. Bankruptcy and Going Cohcern Presentation N o B

On January 8, 1992 (“Petition Date”) El Paso Electric Company (the “Company”) filed a
voluntary petition for reorganization under Chapter 11 of the United States Bankruptcy Code
(“Bankruptcy Code”) in the United States Bankruptcy Court for the Western District of Texas, Austin
Division (the “Banknriiptey Court”). The!filing followed an attempt by the Company during 1991 to
negotiate a restructurin'giof its obligations with its creditors, culminating with the draws in late’1991
on letters of credit related to the Company’s sales and leasebacks of portions of its interest in the Palo
Verde Nuclear Generating Station (“Palo Verde”). Since the Petition Date, the Company’s
management has continued to manage the opérations and affairs of the Compiny, subject to the
authority of the Company’s Board of Directors, as debtor in possession. Certain actions of the
Company during the pendency of the bankruptcy proceedings, including, without limitation,
transactions outside of the ordinary course of business, are subject to the approval of the Bankruptcy
Court. On December 8, 1993 (the “Confirmation Date”), the Bankruptcy Court entered an order
confirming the Company’s Modified Third Amended Plan of Reorganization, as corrected through
December 6, 1993 (the “Plan”). The effectiveness of the Plan is subject to satisfying certain-conditions,
discussed below. : - SCREE

As of January 8, 1992, actions to collect prepetition indebtedness or pursue prepetition claims
were stayed and contractual obligations incurred prepetition may not be enforced against the
Company. The Company has rejected certain executory contracts and leases as permitted by the
Bankruptcy Code and claims arising from such rejections have been or will be addressed through'the
reorganization process. Substantially all liabilities as of the Petition Date would be modified pursuant
to the Plan. (See Note H for a description of estimated liabilities subject to compromise). - *

The discussions and descriptions of Company events and the analysis of their poténtial impact
on financidl results herein are premised on the assumption that the Company's operations will be
maintained within existing financial agreements, as modified by the Plan, and regulatory structures
prior to the effective date of the Plan (“Effective.Date”). These financial statements must be read with
the understanding that the Plan; which has been confirmed by the Bankruptcy Court, but has not
become effective, will alter, compromise or modify the existing financial and regulatory structures if it
becomes effective. Conditions to the Plan becoming effective exist, as discussed herein.’ The Company
can give no assurance, that such conditions will be satisfied. In addition, Central and-South West
Corporation ("CSW") has stated that the Merger (as defined below) is in jeopardy. Accordingly, the:
Plan may not become effective. See “CSW Positions with Respect to the Merger,” below. If the Plan-
does not become-effective, another plan of reorganization also would : lter, compromise. or modify
existing financial and regulatory structures. See “Alternatives for the Company if*the Plan and
Merger Fail,” below. It is therefore not possible at this time to state 'with certainty the nature or
degree to which the existing financial and regulatory structures will be altered, compromised or
modified. Accordingly, estimates and evaluations based on the historical results' of Company

\ operations ¢ould be subject to material changes as a result of the-eventual resolution of the case
| commenced January 8, 1992 by the Company in the Bankruptcy Court as Case No. 92-10148-FM
1 (“Bankruptcy Case”). ~ oo v ’

n .
1 € S

‘The Company faces many of the challenges facing the electric utility industry as-a whole,
including competitive factors and the costs of nuclear investment and decommissioning. The level of+
competition has increased as a result of changes in federal regulatory provisions related to
transmission practices and independent power production, including cogeneration projects. The
Energy Policy Act includes provisions authorizing the Federal Energy Regulatory -Commission
(“FERC”) to order electric utilities to transmit power at wholesale at the request of third parties, such
as independent power producers and éther utilities. Implementation of these provisions may involve
changes in the method of transmission pricing and increased compliance reporting to the FERC
regarding transmission system availability. State legislatures such as the New Mexico legislature
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EL PASO ELECTRIC COMPANY
(DEBTOR IN POSSESSION AS OF JANUARY 8, 1992) )
NOTES TO FINANCIAL STATEMENTS

also have indicated they are considering retail wheeling policies that could result in increases in
competltlon

The financial statements have been prepared assummg that the Company will contmue as a
going concern. Continuation of the Company as a going concern is dependent upon, among other
things, a plan of reorganization becoming effective, the Company’s ability to generate sufficient cash
from- operations, most significantly its operations which are subject to regulation of the rates it is
allowed to charge as described in Note C, and its ability to restructure or obtain refinancing to meet its
obligations. Further, as more fully described in Notes B, H, J and K, significant claims beyond those
reflected as liabilities in the financial statements at December 31, 1994 have been asserted against the
Company. The validity of these claims, as well as the amount and manner of payment of all valid
claims, will ultimately be determined by the Bankruptcy Court. As a result of the reorganization
proceedings, the Company may sell or otherwise realize assets and liquidate or settle liabilities for
amounts other than those reflected in the financial statements. Further, the effectiveness of a plan of
reorganization could materially change the amounts currently recorded in the financial statements
and if no reorganization plan becomes effective, it is possible that the Company’s assets could be
liquidated. The financial statements do not include any adjustments that might result from the
outcome of these uncertainties.

The Plan and Proposed Merger -

Background : e : .

On May 5, 1993, as contemplated by an Agreement and Plan of Merger dated May 3, 1993, as
amended (the “Merger Agreement”), the Company filed its Third Amended Plan of Reorganization
and Third Amended Disclosure Statement, which provides for the reorganization of the Company and
its acquisition by. CSW, a registered public, utility holding company under the Public Utility Holding
Company Act of 1935, as amended (the “PUHCA”). Pursuant to the Merger Agreement and effective
simultaneously with the effectiveness of the Plan, CSW Sub, Inc., a wholly-owned special purpose
subsidiary of CSW (“CSW Sub”), would merge with and into the Company (the “Merger”), and CSW
would become the owner of all of the issued and outstanding shares of common stock of the Company.
The Company would continue to operate as a public utility as a direct, wholly-owned subsidiary of
CSW. The Plan provides for the Company’s creditors and equity security holders to receive in respect
of their claims, cash, securities of the Company as reorganized (“Reorganized EPE”), and/or securities
of CSW. Certain creditors would have their claims allowed and reinstated pursuant to the Bankruptcy
Code. A description of the consideration to be received by all claim holders, including holders of the
Company’s various classes of debt and equity securities, is set forth in “Treatment of Clalms Under the
Plan,” below, Won . v

y After, the Confirmation Date, the Company and CSW commenced the process of obtaining the
various regulatory approvals required for consummation of the Plan and the Merger. As set forth
below, CSW has, since September 12, 1994, engaged in conduct and expressed views that cast doubt
upon its intention to close the Merger unless certain matters, including the City of Las Cruces
situation and the situation at Palo Verde are “timely and favorably resolved.” The Company
vigorously disputes that CSW’s positions are supported by the Merger Agreement, and continues to
exert its best efforts to consummate the Merger. See "CSW Positions with Respect to the Merger,”
below. . k ‘ ,

Conditions to Effectiveness of tﬁe Plan and Merger.

The Plan and the Merger Agreement specify certain conditions that must be satisfied at or prior
to the Effective Date for the Merger to be consummated and the Plan to become effective. As discussed
below in “Termination of the Merger Agreement,” time periods exist for satisfaction of such
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conditions. Other than certain regulatory or statutory approvals and receipt of investment grade
ratings on certain securities to be issued under the Plan, CSW and the Company may waive all or any

portion of any of the conditions to effectiveness of the Plan and the Merger. The principal conditions”

are the receipt by the Company and CSW of certain regulatory approvals and orders, as set forth in
detail in the Merger Agreement. Such regulatory approvals and orders include those of the FERC, the
Securities and Exchange Commission ("SEC”), the Public Utility Commission of Texas (“Texas
Commission”), the New Mexico Public Utility Commission (“New Mexico. Commission”) and the
Nuclear Regulatory Commission (“NRC”), as well as determinations under the Hart-Scott Rodino
Antitrust Improvements Act of 1976 (“HSR Act”), and the expiration or termination of waiting periods
specified thereunder. In addition, the Merger Agreement requires that at the time of closing, unless
waived by the affected party or otherwise excused, there be no Material Adverse Effect (including a
.Regulatory Material Adverse Effect), as such terms are defined in the Merger Agreement, nor any fact
or circumstance which could reasonably lead to such a Material Adverse Effect. See "CSW Positions
with Respect to the Merger,” below.

- . Certain of the conditions to the closing of the Merger have already been satisfied or events have
occurred resulting in significant progress toward satisfaction: the Plan was confirmed on December 8,
1993; settlements (which become operative on the Effective Date) were entered into on November 15,
1993, and thereafter approved by the Bankruptey Court, resolving the adversary proceeding between
the Company and the Palo Verde lessors and providing for the transfer back to the Company of title to
the leased portions of Palo Verde on the Effective Date; a capital structure for the Company as of the
Effective Date has been designed to meet the requirement for an investment-grade rating from the
rating agencies; and proceedings or reviews are being conducted with respect to rates, public interest
findings and/or approvals of the Merger before the FERC, the Texas Commission, the New Mexico
Commission, the NRC and the SEC. See “Regulatory.Aspects of the Plan and Merger,” below. The
Company believes that the requisite regulatory orders and approvals will be obtained. However, the
Company expects that certain of such regulatory orders and approvals will not be final before the
expiration of the initial time period established by the Merger Agreement (i.e., June 8,1995), and an
agreement with CSW to extend the time to close the Merger may be required pursuant to provisions
therefor in the Merger Agreement. See “Termination of the Merger Agreement,” below.

. &

CSW Positions with Respect to the Merger SR

On September 12, 1994, CSW delivered a letter to the Company (the “September 12 Letter”)
stating that CSW would not close the Merger unless there was (i) a favorable and timely resolution of
the Company’s dispute with the City of Las Cruces involving its municipalization efforts and (ii) a
determination of the significance of the tube-cracking problems at Palo Verde and (see Notes E and
M), both of which would have to be accomplished by the Effective Date. CSW further stated that these
two matters, together with (i) the potential loss of other customers in the Company’s service area,
including the Holloman Air Force Base and the White Sands Missile Range in New Mexico; (ii) Texas
regulatory issues related to rate relief and to approval of the Merger; and (iii) the announced
“comparable transmission service” standard being applied on the Merger by the FERC, place the
completion of the Merger in jeopardy. Further, the September 12 Letter asserted that such matters,
individually and cumulatively, constitute a Material Adverse Effect or failure of other closing
conditions under the Merger Agreement which, unless “timely and favorably resolved” in accordance
with the Merger Agreement, will preclude the closing of the proposed Merger.

On September 16, 1994, the Company responded to CSW’s September 12 Letter, stating that “the .
Merger Agreement does not condition CSW’s obligation to close the transaction on either a favorable
resolution of the Las Cruces situation or a determination of the significance, if any, of the Palo Verde
‘problems”.” The Company further disagreed with each of the assertions made by CSW and noted that
CSW's September 12 Letter had inflicted irreparable harm on the Company and the Merger process.
Since September 1994, the parties have exchanged numerous letters regarding interpretations of the
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Merger Agreement and the actions of the parties thereunder. CSW 'has maintained the positions
stated in its September 12 Letter and also has asserted claims of “loss of value” to the Merger. The*
Company has reiterated the views expressed in its September 16, 1994 letter to CSW and does not
believe that CSW’s positions are supported by the Merger Agrcement

In view of the repeated assertions by CSW of its intention, under certain circumstances, not to
close the Merger, the Company has retained litigation counsel to advise the Company of its rights and
obligations under the Plan and the Merger Agreement. If CSW attempts to terminate the Merger*
Agreement without proper justification or if CSW otherwise breaches the Merger Agreement;
litigation could ensue. The Merger Agreement provides for specific performance as a remedy, and
other damages may be payable in the'event of a breach of the Merger Agreement.” ,

» .

Termination of the Merger Agreement

4 k
W » e '

The Merger Agreement provides that it may be terminated (i) by mutual written consent
approved by the Boards of Directors of CSW and the Company, or (ii) by CSW or the Board of Directors
of the Company.if the Effective Date has not occurred within 18 months from the Confirmation Date
(i.e., by June 8, 1995) or, if extended by mutual consent, if the Effectlve Date has not occurred thhm
24 months of the Confirmation Date (i.e., by December 8, 1995) .

’I‘he Merger Agreement also states that CSW may. termmate the Merger Agreement by wntten
notice to the Company’s Board of Directors 1f *

¥ ! £ . ' 1 v
(1) the Company withdraws or modifies in a manner adverse to CSW its recommendation or.
approval of the Plan, the Merger Agreement or the Merger, or approves or recommends a
proposal or acquisition with a party other than CSW or a subsidiary of CSW;
(ii) thercisa materlal breach of any representatlon, warranty, covenant or‘agreement of the
Merger Agreement by the Company; . :

(iii) there is a failure to obtain any requxred statutory approvals or regulatory determmatlons
that are conditions to the effectiveness of the Merger;

(iv)  the Company files an independent case related to rates before the: Texas Commission,
except as permitted by the Merger Agreement; or ;

(v) there shall exist with respect to Company a Material Adverse Effect or a fact or
circumstance which could reasonably lead to a Material Adverse Effect. .
The Merger Agreement states that the Company may termmate the Merger Agreement if any ol
the following events occur:

@) there is a failure to obtain any required statutory approvals or regulatory determmatxons
that are conditions to the effectiveness of the Plan and Merger; : :

(ii) there is a material breach of any representation, warranty, covenant or agreement of the
Merger Agreement by CSW;

(iii) CSW withdraws or modifies in a manner adyerse to the Company its recommendatxon or
approval of the Plan, the Merger Agreement or the Merger; » : ’

! ! R L

(iv) the Company determmes in accordance with its fiduciary duties as debtor-in-possession to

engage in an acquisition transaction with a party unrelated to CSW; or
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L1 »

(v) there shall exist with respect to CSW a Material Adverse Effect or a fact or circumstance
that could réasonably lead to a Material Adverse Effect. o

Under certain circumstances, termination of the Merger Agreement may result in a $25 million
termination fee payable by one party to the other and the payment by CSW to the Company of certain
interest costs estimated to be approximately $14.6 million as of December 31, 1994, and certain fees
and expenses incurred by the Company pursuant to the Plan. The principal circumstances under
which a $25 million fee may be payable by one party to the other party would be (i) the denial by one
party of a request by the other party to extend the termination date for up to six months, where such’
request is made because one or more conditions to the Merger Agreement has not been satisfied and
which request states that the requesting party believes in good faith and on reasonable grounds that
such conditions can be satisfied within the requéested extension period, i.e., by December 8, 1995; or (ii)
a material breach of a representation, warranty, covenant or agreement by one party that has not been
remedxed thhm ten days after receipt of written notlce from the other party

Il

Alternatwes for the Company if the Plan and Merger Faxl "

If the Plan does not become effective and the conﬁrmatxon order is vacated, the Company would
consider alternatives to the Merger, including another merger or.business combination with an entity
not affiliated with CSW, a stand-alone plan that could involve a restructuring under FERC
jurisdiction or a stand-alone plan under existing regulatory frameworks. Under each of these
alternatives, the treatment of Palo Verde assets and the pending adversary proceeding (see
“Treatment of Palo Verde” below and Note B) may be reevaluated by the Company. In addition, the
Bankruptcy Court could allow third parties, including various creditor constituencies and other
interested companies, to file a plan of reorganization that might involve a merger, business
combination or acquisition or conversion of a portion of the Company’s otitstanding debt into preferred
or common stock of the Company.

Any plan of reorganization other than the Plan may provide for different securities and
treatments than those provided in the Plan, and could result in lower recoveries for creditors and
interest holders and/or could require larger rate increases than proposed pursuant to the Plan: The
Company cannot predict (i) what the treatment of claims and interests would be under any alternate
plan of reorganization, (ii) in what respects actions proposed under the Plan would be modified, or
(iii) the amount of time or expense that would be requlred before any such a]ternate plan of
reorgamzatxon were effective. :

Although‘the Company believes it is unlikely, if the Merger does not occur and no other plan of
reorganization proves viable, the Bankruptcy Court could order the liquidation of the Company.

Regulatory Aspects of the Plan and Merger

Consummation of the Plan and Merger is ‘conditioned on receipt of required regulatory
approvals and determinations, including those discussed below. The effectiveness of the Plan is
conditioned upon obtaining Texas and New Mexico orders, including a rate order in Texas,
establishing certain ratemaking, accounting and regulatory treatments, certain of which orders may
be waived by CSW and the Company. No assurances can be given that the respective regulatory
authorities will grant the regulatory approvals and determinations required under the Plan and the
Merger Agreement, or upon what terms or conditions such approvals or determinations might be
given. (See Note C.)

Proposed Texas Regulatory Treatment. The effectiveness of the Plan and the Merger is
conditioned upon the receipt by the Company and CSW of the following Texas regulatory approvals
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and determinations unless such conditions are waived by CSW and the Company: (i) a final order of
the Texas Commission authorizing a base rate increase of $25 million to be effective for the Company
in 1994 and authorizing certain ratemaking, accounting and regulatory treatments of the assets,
. expenditures, costs and revenues of the Company; (ii) a final order of the Texas Commission to the
effect that the combination of the Company with CSW Sub contemplated under, the Plan is in the
public interest and authorizing certain regulatory treatments with respect to the combination and (iii)
a final order of the Texas Commission to the effect that the reacquisition by-the Company of the
previously leased Palo Verde Unit 2 and 3 assets and the ratemaking treatment for the repurchased
assets as plant-in-service in rate base at the original cost less depreciation are in the public interest.
-(See Note C.) . L ‘ . R ‘

. New Mexico Regulatory Treatment. The effectiveness of the Plan and the Merger is conditioned
on the receipt by the Company and CSW of the following regulatory approvals and determinations
unless such conditions are waived by CSW and the Company: (i) a final order of the New Mexico
Commission approving the combination of the Company with CSW; (ii) a final order of the New Mexico
Commission authorizing certain ratemaking, accounting and regulatory treatments of the assets,
expenditures, costs and revenues of the Company; (iii) a final order of the New Mexico Commission
authorizing the issuance by the Company of the securities required for the consummation of the Plan;
(iv) a final determination by the New Mexico Commission that none of the transactions between the
Company and CSW contemplated by either the Plan or the Merger Agreement involve a Class 11
transaction (which generally relate.to certain investments or transactions with affiliates) or, if a Class
I1 transaction is involved, a final order of the New Mexico Commission approving a diversification
planrelating to the combination of the Company and CSW and the transactions between the Company
and other CSW subsidiaries; and (v) a final determination by the New Mexico Commission that a new
Certificate of Convenience and Necessity (“CCN”) is not required by the Company as a result of the
transactions between the Company and CSW as contemplated in either the Plan or the Merger

- Agreement or, if the New Mexico Commission determines a new CCN is required, a final order issuing
anew CCN to the Company. -
. The Company and CSW filed an application the (“New Mexico Merger Application”) with the
New Mexico Commission on March 14, 1994, which has been docketed as NMPUC Case No. 2575. The
New Mexico Merger Application requests the New Mexico Commission, to the extent necessary and
appropriate under, the law, to approve (i) the acquisition by CSW of the outstanding common stock of
the Company; (ii) the-accounting treatment-of the Merger; (iii) the.reai:quisition of portions of Palo
Verde by the Company and the proposed accounting, regulatory and tax treatment associated with the
reacquisition; and (iv) a General Diversification Plan for the Company for activities that will occur as
a result of the Merger. The New Mexico Merger Application does not include any request related to
the issuance of securities pursuant to the Plan; such request will be included in separate applications
. which the Company anticipates will be filed in April 1995. l '

On May 23, 1994 CSW announced its proposal to freeze base rates at current levels for the New
Mexico jurisdiction following the Effective Date. On August 19, 1994, CSW and the Company filed a
formal statement with the New Mexico Commission, contingent on the closing of the Merger,
committing to the. rate freeze proposal. Under the proposal, the Company would not request an
increase in base rates charged to New Mexico customers through 2002 except for a one-time potential
base rate increase of no more than 6% of total New Mexico jurisdictional revenues during the period
1998 to 2002, A \ :

FERC. The Company and Central and South West Services, Inc. (‘CSWS”) have applications
pending before the FERC (i) seeking an order from the FERC requiring Southwestern Public Service
Company ("SPS”) to allow the Company and CSW to transmit power across SPS's transmission system
after the Merger is consummated; (ii) requesting a determination that the Merger is consistent with
the public interest; and (iii) seeking approval of an amendment to the CSW System Operating
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Agreement and to make the Company a party to the agreement. A FERC order which approves the
Merger and which contains conditions not substantially more onerous than those-imposed in recent
IFFERC orders with respect to mergers involving electric utility companies will meet the requirements
of the Merger Agreement. No assurance can be given that the FERC will grant the required approvals
under the Federal Power Act ("FPA”), when such approvals might be granted, or the terms and
conditions that may be imposed, if conditional approval is granted. Lot

SEC.: As a registered public utility holding company subject to the PUHCA, CSW is required to
obtain the approval of the SEC prior to consummating the Merger. Under the PUHCA, the SEC must
find that after the Merger the Company and CSW .will constitute an integrated electric system. As
noted above, the Company and CSW propose to coordinate their operations by means of transmission
service to be provided by SPS. In the past, the SEC has determined that integration may be effected by
means of transmission rights on unaffiliated systems. SEC approval will also be required-for, the
formation of CSW Sub, the issuance of CSW.common stock to the.holders of the Company’s common
stock and.certain creditors, and the issuance, of, Reorganized EPE’s securities to holders of the
Company s securities and certain creditors pursuant to the Plan. . " '

NRC. Approval of-the NRC is rcquxred for the indirect transfer of control of the Company S
interest in the Palo Verde operating licenses and amendment of those licenses to delete prevrously
approved sale/leascback arrangements : o

Other Regulatory Filings. Under the FPA and the Department of Energy Act, the Department
of Energy ("DOE”) must authorize persons to transmit electric energy from the United States. The
Company holds an authorization to transmit electric energy to Comision Federal de Electricidad de
Mexico (“CFE”). Under the Plan, CSW would become the owner of the common stock of the Company.
The DOE requires that notice of a succession of ownership be filed with the DOE. In general, this
notice must be filed at least 30 days prior to the effective date of any succession in ownership.. The
Company intends to file a notice of succession in ownership with the DOE at the appropriate time..

The Company and CSW: also must file a notice related to the Merger with the Federal Trade
Commission (“FTC”) and United States Department of Justice ("D0J”) pursuant to the HSR Act. The
applicable waiting period following such filing must have expired before the Effective Date without an
adverse ruling or other action by the FTC and DOJ with respect to any anticompetitive effect is of the
Merger. The Company intends to file a notice pursuant to the HSR Act at the appropriate time.

Treatment of Palo Verde . - . P i}

1
i 4

Major aspects of the Plan include (i) the rejection of the Company’s leases relating to Palo Verde
(the “Palo Verde Leases”), which extend to the Company’s entire interest in Palo Verde Unit 2,
approximately 40% of the Company’s interest in Palo Verde Unit 3 and approximately one-third of its
interest in the Common Plant; (ii) the resolution of any and all claims relating to such leases by the
agreement that an amount equal to $700 million would be the allowed claim of holders' of lease
obligation bonds (which bonds are not reflected in the Company’s financial statements) related to the
Palo Verde Leases and pursuant to settlement agreements entered into between the Company and the
lessors; (iii) reacquisition of the leased portions of Palo Verde by the Company; and (iv) the Company’s
assumption and cure of the ANPP Partlclpahon Agrecement and related agreements. (See Notes B
and E.) P . ; . o

The treatment of Palo Verde under the Plan congtitutes a comprehensive resolution of all aspects
and issues involving the Company’s interest in the plant, from its relationship with the other utility
participants to the'treatment of the sale and leaseback transactions. The treatment would resolve an
adversary proceeding pending in the Bankruptcy Case pursuant to which the Company sought to
reject the Palo Verde Leases and establish the damages, if any, payable for such rejection. If the Plan
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does not become effective, the Company would have to consider the appropriate treatment of Palo
Verde, including whether to continue the treatment of relevant claims as proposed under the Plan,
propose some other resolution and settlement.with affected parties or pursue the adversary
proceeding, . oo

Treatment of Claims Under the Plan .

The Plan generally provides for creditors and interest holders to receive shares of CSW common
stock, cash and/or securities of Reorganized EPE or to have their claims cured and reinstated. Secured
creditors would receive value equal to 100% of their allowed claim in the form of debt securities of
Reorganized EPE and interest on accrued unpaid interest. The trust used to finance nuclear fuel
would receive value equal to 100% of the principal amount of their allowed claim in the form of debt
securities of Reorganized EPE. -Unsecured creditors would receive a combination of debt securities of
Reorganized EPE and CSW common stock in an amount equal to 95.5% of the principal amount of
their allowed claim and interest on such 95.5% amount quarterly through the Effective Date. The
holders of Palo Verde lease obligation bonds would receive 95.5% of the amount of their allowed-claim,
which is designated at $700 million, in the form of debt securities of Reorganized EPE and CSW
common stock, and interest on such 95.5% amount quarterly through the Effective Date. See
“Treatment of Palo Verde.” Small unsecured creditors would receive 100% of their allowed claim in
cash. Pollution control bonds issued in connection with the Company’s.interests in Palo Verde and the
Four Corners Project (“Four Corners”) would be cured and reinstated at the Effective Date and, thus,
would remain outstanding. Preferred shareholders of the Company would receive shares of
Reorganized EPE preferred stock having a value in the amount of $68 million in the aggregate for
their allowed interests: e

The issued and outstanding shares.of Company common stock would be converted into CSW
common stock. Outstanding options to purchase Company common stock would be converted into
options to purchase shares of CSW common stock. The conversions would be made at the Effective
Date and would be based on the ratio of the number of shares of CSW common stock credited to the
CSW Common Stock Acquisition Fund (the “Fund”) to the number of outstanding shares of Company
common stock at the Effective Date. The Fund is a tracking mechanism and not an actual escrow or
other repository for funds; no shares of CSW common stock or cash are placed in the Fund. ‘

The actual number of shares of CSW common stock that wolld be issued to Company
shareholders cannot be finally determined until the Effective Date and the method of conversion
would be as provided in the Merger Agreement and set forth above. In general terms, the number of
shares of CSW common stock credited to the Fund would be based on the sum of (i) the conversion of
the number of shares of Company common stock outstanding at the Confirmation Date
(35,544,330 shares) to CSW common stock, assuming a value of $3.00 per share of Company common
stock and a value of $29.4583 per share of CSW common stock, (ii) the conversion of up to $1.50 per
share of Company common stock outstanding at the Confirmation Date as additional consideration
deemed to be realized through the resolution of certain claims and the disposition of certain assets
described in the Merger Agreement, with such conversion based on a value of CSW common stock
equal to $29.4583 for items realized prior to the Confirmation Date and the closing price on the date of
the resolution of such item for items resolved after the Confirmation Date, and (iii) the conversion of
dividends that would be deemed to accrue on the amounts described in (i) and (ii) above from the
Confirmation Date or the date the additional consideration is realized, as the case may be, through the
Effective Date, plus dividends on such dividends.

1
.

The Company believes that it has resolved the contingencies or realized proceeds from the items
designated in the Merger Agreement in amounts sufficient such that at the Effective Date, the
maximum additional consideration would be reached. As of March 1, 1995, the Company estimates
that approximately. 5,821,665 shares of CSW common stock would be credited to the Fund, including
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"shares credited due to dividends paid by GSW. However, this number does not include the number of
shares that would be credited as a result of the conversion‘of up to $13.8 million in additional
consxderatlon because such conversion would be made one day prior to the Effective Date based on the
closmg price of CSW common stock on such date. This calculation has not been submitted to CSW for
review or approval. The closing price of CSW common stock on March 1, 1995 was $24.625 per share.

Interim Payments

In addition to the treatment of the prepetition claims of each class of creditors and security
holders, as discussed above, the Plan provides for the Company to make certaui payments at the
Confirmation Date and thereafter until the Effective Date. These payments are in addition to periodic
interest payments on secured debt that the Company has been making since J uly 1, 1992 pursuant to
orders of the Bankruptcy Court. The payments were negotiated as part of the process to achieve
approval of the Plan.and are intended to compensate certain holders of claims and interests during the
~ period from the Confirmation Date to the Effective Date. These interim payments consist of
(i) amounts characterized as interest on unsecured and undersecured debt and on the claims of the
holders of the bonds related to the financing of the Palo Verde sale/leaseback transactions;
(ii) amounts characterized as periodic payments to holders of the Company’s preferred stock, which the
Bankruptcy Court has ruled are not dividends; and (iii) fees of advisors and other expenses of the
various classes of creditors and interest holders. The amounts paid under (i) and (ii) are calculated at
variable rates, primarily at 90-Day LIBOR plus 2% (8.5% at December 31, 1994).

To the extent that liabilities and expenses related to these payments have been acerued by the
Company since the filing for bankruptcy, the Company has reduced such liabilities by the interim
payments. Otherwise, the interim payments have been expensed as interest or reorganization items.
Accordingly, approximately $42.9 million and $15.6 million in 1994 and 1993, respectively, paid to the
Palo Verde Leases bondholders have been offset against lease expense accruals which the Company
has been recording on a regular basis (Note B); amounts aggregating approximately $24.8 million and
$10.2 million for 1994 and 1993, respectively, paid on unsecured debt for which the Company had not
been accruing interest were charged to interest expense; and amounts aggregating approximately
$5.4 million and $14.7 million for 1994 and 1993, respectively, paid to holders of preferred stock as
periodic payments and certain amounts paid to advisors of creditors and interest holders were charged
to reorganization items. The Company estimates that interim payments aggregating approximately
$24.1 million per quarter will be made through the Effective Date, of which approximately
$14.3 million would be offset against lease expense accruals which the Company has been recording on
a regular basis; approximately $8.3 million would be expensed as interest expense and approximately
$1.5 million would be expensed as reorganization items. These amounts are based upon current levels
of interest rates and are in addition to the monthly payments of approximately $5.4 million on secured
debt that the Company has been making and expects to continue to make. .

The Plan provides for other amounts to be paid at only the Effective Date representing interest
on certain claims and fees incurred by certain classes, which are not included in the interim payments
set forth in the Plan,.as described, above. These amounts are estimated to aggregate approximately
$18 million at December 31, 1994, of which approximately $14 million has not been accrued by the
Company because it is uncertain 1f the Plan will become effective.

B. Sale and Leaseback Transactions and Letters of Credit Draws

In August and December 1986 and December 1987, the Company consummated ten separate
sale/leaseback transactions involving all of its undivided interest in Palo Verde Unit 2, one-third of its
undivided interest in certain common plant at Palo Verde and approxxmately 40% of its undivided
interest in Unit 3. Pursuant to applicable agreements the Company remains responsible, during the
terms of the Palo Verde Leases, for all operating and maintenance costs, nuclear fuel costs, other
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related operating costs of the leased-back facilities, and for decommissioning costs. Undei their terms,
the leases related to'Unit 2-and common plant éxpire'in October 2013, while the leases related to Unit
3 ekpire in January 2017." All of the Palo Verde Leases contain certain renewsl options and provide for'
repurchase oplions, at fair market value, at the termination of the lease. Seq Note A for\a“discqssidn of

the treatment of the Palo Verde Leases under the Plan. ,

The aggregate consideration received by the Company in the sale/leaseback transactions was
$934.4 million ($684.4 million in 1986 and $250 million in 1987). Nine of the ten transactions are
accounted for-as operating leases; oné transaction (sales price of $87.4 million) is accounted for as a
financing transaction. For the transactions accounted for as’operating leases, the proceeds exceeded
the cost of the assets sold by $194 million, which amount has béen deferred and is being amortized into
income, as a reduction to lease expense, over the primary terms of the leases. ° - e g

«
' AT L [ e

* * All of the Palo-Verde Leases and 'relaled documents provide that upon' the occurrence” of
specified events of loss or deemed loss events; as defined, the Company is obligated to pay thé related
equity investor'an amount'in cash (secured by‘letters of credit) which may éxceed the equity, investor’s
unrecoveréd equity investment. The Palo Verde Leases'also contain provisions related-to the
indemnification of the lessors in’certain circiimstancés against ‘certain losses, including the loss of
certain tax benefits, resulting from specified events. e ‘
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The letters of credit related to the 'Unit 2 leases hid expiration’datés of December 31, 1991 and
January 2, 1992, During the second half of 1991, the Company pursued a comprehensive financial
restructuring which would hdve provided, among other things,' for”the issuance of required
replacement letters of ‘credit by December 1, 1991, the carliest date'required ‘pursuant to the'leases.
However, the Company’failed to provide the replacement letters of credit by“sich date.  On
December 26 and 27, 1991, beneficiaries holding the letters of credit issued on the account of the
Company in‘*f:ghnection with-the Unit 2 sales and leasebacks drew*and were paid-the full available
amount'of such letters of credit of approximately $208 million. As discussed in Note'A, the Company
filed its bankruptcy petition on January 8, 1992, On Jdnuary 9, 1992 the beneficiaries of the letters of
credit issued in connection with the Unit 3 sale and leaschack transaétions also'drew and' were paid
the full available amountof éh&;h letters of credit of approxémately $80.4 million,x = "« " e
N . oL, ) “ N
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As'a consequence of the letters of credit draws, the Cornpany incurred direct obligations'totaling
approximately $288.4 million to the banks issuing' these letters of credit. - The obligatidns are
unsecured prepetition claims of the-banks (see Notes A and H). ‘The banks are precluded from faking
any action to collect 'their claim ‘against the Company outside ‘of the'Bankruptey Case and the
Company i$ presently precluded from paying the amount as a result of thé. bankruptey filing. The
Company hds not made lease payments on the Palo Verde Leases and the non-payment of rent by the
applicable grace period provided in the Palo Verde Leases constitutes events of‘default unider the'
leases, which ordinarily would entitle the lessors to various remedies pursuant to the terms of the
applicable agreements, including, rescission or termination of thc leases and liquidated damages. ‘As
a result of the bankruptey filing, howevér, the lessors are stayed from exercising any remedies under
the Palo'Verde Leases except through the Bankruptey Case. In connection with the Bankruptey Case,
thé lessors and the holders of bonds issued’ to finance the lessors’ purchase of the interests’in
Palo Verde have filed proofs of claims that collectively’ assert damages of' approximately
$742.7 million.

» o '
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On September 9, 1992, the Company filed an adversary proceeding against the lessors and the

indenture 'trustees of the lease obligation bonds secking to resolvé issues related to the Palo’ Verde

Leases. The defendants in the adversary proceeding have asserted othier claims against the Company.

As discussed in Note A, the'Plan contemplates that the asscts subject to the Palo Verde Leases would

be reacquired by the Company. In addition; if-the Plan becomes effective; the adve‘ria;y proceeding
. ‘ - ' 3 N A W Coa
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would be resolved without additional payment to the lessor. Accordingly, no provision has been-made
in the Company’s financial statements. ,

f
The Company is continuing to accrue the cost of, but is not paying, the contractual rental rates
(See Note H). ‘ R

» +During 1994, 1993 and 1992, contractual lease requirements including amortization of
transaction costs under the Palo Verde Leases accounted for as operating leases, amounted to.
approximately $83.0 million, $83.1 million, and $83.2 million. Future contractual minimum annual
rental payments required under such leases are as follows (In thousands):

». Year Ending ; . .
December 31,
D8 2 7 J S $ 82,767
D 1 . 82,757
1997 .., e erreeraeren. . ’ 82,757
1998 ...t P, 82,757
R 1 . 82,757
Thereafter ......coovvrvennnnn.. ittt eniaaneeaaaes 1,209,020

The table does not reflect any of the potential effects upon future contractual rental payments
that would result from the Plan becoming effective.

.

C. Rate Matters | S c .
Overvxew

Effect of Bankruptcy on Regulation. The Bankruptcy Code provides that the Bankruptcy Court
shall confirm the Company’s plan of reorganization only if “any governmental regulatory commission
with jurisdiction, after confirmation of thé plan, over the rates of the debtor has approved any rate
change provided for in the plan, or such rate change is expressly conditioned on such approval.”
Applications have been or will be filed with various regulatory bodies to seek approvals or
determinations necessary to consummate the Merger and otherwise satisfy the conditions to the
effectiveness of the Plan (see Note A). To date, the Company has reserved arguments in the regulatory
proceedings that the provisions of the Bankruptcey Code, together with applicable provisions of other
federal statutes, grant the Bankruptcy Court the authority to preempt otherwise applicable
regulatory jurisdiction, and it is uncertain whether the Company would prevail on such arguments, if
asserted. The Company, however, has asserted that the Texas Commission, the NewMexico
Commission, the Texas Office of Public Utility Counsel (*OPC”) and the City of El Paso, which are
parties to the Bankruptcy Case, are collaterally estopped from challenging certain of the Bankruptcy
Court’s findings in confirming the Plan and that the Supremacy Clause of the United States
Constitution preempts such parties from relitigating the reasonableness of the purchase price offered
by CSW. Sce “T'exas Rate Matters — Bankruptey Court Adversary Proceeding,” below. The discussion
of the applications filed or to be filed before the regulatory bodies pursuant to the Plan and the pending
regulatory appeals discussed below in “Texas Rate Matters” and “New Mexico Rate Matters". should
be read in the context of the preemption issue dxscussed above. ‘

Pursuant to orders entered by the Bankruptcy Court, the automatic stay xmposed by the
Bankruptcy Code, if and to the extent applicable, has heen lifted with respect to all pending appeals of
regulatory decisions of the Texas Commission. Accordmgly, such appeals-are being prosecuted
through the apphcable courts. .-

N (Y
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Texas. The rates and services of the Company in Texas municipalities are regulated by those
municipalities and in unincorporated areas by the Texas Commission. The largest municipality in the.
Company’s service area in Texas is the City of El Paso. The Texas Commission has exclusive de novo
appellate jurisdiction to review municipal orders and ordinances regarding rates and services, and its
decisions are subject to judicial review. - *

The Texas Commission has jurisdiction to grant and-amend CCNs for service territory and
certain facilities, including generation and transmission facilities. Although the Texas Commission
does not have the authority to approve transfers of utility assets, it is required to evaluate certain
transfers of utility assets and mergers and consolidations of regulated utility companies to determine
if those transactions are consistent with the public interest. Upon a finding that such a transaction is
not in the public interest, the Texas Commission is required to consider the effects of the transaction in
future ratemaking proceedings and is required to disallow the effects of the transaction if it will
unreasonably affect rates or service.

New Mexico. The New Mexico Commission has jurisdiction over the Company’s rates and
services in New Mexico. The New Mexico Commission must grant prior approval of the issuance,
assumption or guarantee of securitics; the creation of liens on property located within the state; the
consolidation, merger or acquisition of some or all of the stock of another utility; and the sale, lease,
rental, purchase or acquisition of any public utility plant or property constituting all or part of an
operating unit or system. The New Mexico Commission also has jurisdiction as to the valuation of
utility property and business; certain extensions, improvements and additions; Class I and II
transactions (as defined by the New Mexico Public Utility Act); abandonment of facilities and the
certification and decertification of utility plant. The New Mexico Commission’s decisions are subject
to judicial review.

FERC. The Company is subject to regulation by the FERC in certain matters, including rates for
wholesale power sales and the issuance of securities. In 1992, the Congress enacted the Energy Policy
Act, which, among other things, removes certain.restrictions on utility participation in the
competitive wholesale’generation market. In addition, subject to certain limitations, the legislation

_provides that the FERC also may order electric utilities, including the.Company, to provide certain
transmission. services. The legislation also expands the authority of state utility commissions to
examine the books and records of electric utilities. b
# ‘ ' k i
NRC. Palo Verde is subject to the jurisdiction of the NRC, which has authority to issue permits
and licenses, to regulate nuclear facilities in order to protect the health and safety of the public from
radiation hazards and to conduct environmental reviews pursuant to the National Environmental
Policy Act. (See Note E.)
Accounting for the Effects of Regulation. Prior to December 31, 1991, the financial statements of
the Company were prepared pursuant to the provisions of Financial Accounting Standards Board
(“FASB") Statement of Financial Accounting Standards (“SFAS”) No. 71, “Accounting for the Effects
of Certain Types of Regulation,” as amended, which provides for the recognition of the economic effects
of regulation. In early 1992,.the Company determined that there existed substantial doubt concerning
whether the criteria for reflecting the economic effects of regulation continued to be met as a result of
continuing cash flow problems arising from inadequate rate relief and the uncertainty surrounding
regulation during the reorganization process. The Company concluded that it was not reasonable to
assume that its rates were, or will be, without giving consideration to possible outcomes of the
reorganization process, designed to recover its costs on_a timely basis. Because of the uncertainty of
the nature of any reorganization plan ultimately consummated and the assessment of the nature of
regulation, the Company concluded that it did not then and does not currently have sufficient
assurance to reflect the economic effects of regulation in its general purpose financial statements.
Therefore, as required by generally accepted accounting principles, the Company eliminated from its
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1991 balance sheet the aggregate effects of regulation, which resulted in a $311 million extraordinary
charge to results of operations for the year ended December 31, 1991. This amount included
approximately $200 million of operating expenses and carrying costs, primarily related to Palo Verde,
and approximately $80 million of income taxes related to the Palo Verde sale/leaseback transactions
which had been deferred by the Company’s regulators for recovery in future periods. Furthermore, the
Company did not record the letters of credit draws amounting to $288.4 million as an asset and has not
recorded any new assets reflecting the economic effects of regulation since 1991 in its general purpose
financial statements. ‘ , , .

Although the outcome of the reorganization process cannot presently be determined, the
Company believes that the rates established in conjunction with any reorganization plan will be
designed to recover the Company’s costs, including a return on equity, after the establishment of an
appropriate capital structure, as well as to reflect other changes that may result from the
reorganization. The Company expects that, upon effectiveness of any plan of reorganization, its
regulated operations will meet the SFAS No. 71 criteria necessary to reflect the effects of regulation in
its.general purpose.financial statements. Such rates may include the recovery of some or all items
that, at that time, are not reflected as regulatory assets on the Company’s general purpose financial ‘
statements, However, in the absence of application of purchase accounting applied in the event of a
change in control occurring as part of the reorganization, there does not appear to be any applicable
accounting precedent for the restoration of such amounts as assets created prior to the re-adoption of
SFAS No. 71. Restoration of such amounts as assets will depend upon a number of factors, including -
intervening developments in accounting standards and other accounting literature, the outcome of
which cannot currently be determined. In March 1993, the Financial Accounting Standards Board’s
Emerging Issues Task Force reached a consensus that if a rate-regulated enterprise initially fails to
meet the regulatory asset recognition requirements of SFAS No. 71, but meets those requirements in a
subsequent period, then regulatory assets should be recognized in the period the requirements are
met. Although the Emerging Issues Task Force’s consensus applied to rate-regulated enterprises -
currently meeting the requirements of SFAS No. 71, the Company believes that this consensus
supports the Company’s position regarding restoring previous net regulatory assets in its general
purpose financial statements. In the event it is concluded that such restoration is not appropriate
under generally accepted accounting principles, the Company would be precluded from recognizing
historical amounts as regulatory assets in its general purpose financial statements. Ifit is determined
that such restoration is appropriate, regulatory assets would be recorded to the extent items allowed to
be recovered in the rate making process have not been reflected as assets in the Company’s general
purpose financial statements. ‘ |

quas Rate Matters

‘  On January 10, 1994, the Company and CSW filed a Joint Report and Application (the “Texas
Merger Application”) with the Texas Commission requesting (i) a determination that the acquisition
by CSW of one hundred percent (100%) of the Company’s common stock is consistent with the public
interest and (ii) certain determinations regarding the regulatory treatment of the Company’s proposed
reacquisition of the portions of Palo Verde that it previously sold and leased back. The filing is
. proceeding as part of Docket 12700.

In addition to the Texas Merger Application filed by CSW and EPE, the Company filed for a base
rate increase (the “Texas Rate Filing”) incorporating, among other things, the Company’s fifth
increase under the terms of the Rate Moderation Plan ordered by the Texas Commission in Docket
7460 and a base rate increase under the inventory plan established for Palo Verde Unit 3 in Docket’
9945. The Texas Rate Filing was consolidated with the Texas Merger Application under Docket
12700. The Company filed its rate request with both the Texas Commission and the various

municipalities retaining original jurisdiction over the Company’s rates. See “Texas Rate Filing.” In
Docket 12700, the Company further proposed to reconcile its Texas fuel costs and revenues for the
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period from April 1989 through June 1993 and to decrease its current fixed fuel factors (the “Texas
Fuel Filing”). Co K ‘ ‘

As part of the Texas Merger Application and as a basis of settlement, CSW has proposed rates for-
Texas jurisdictional customers of the'Company that are substantially less than those reflected in the
Company’s rate case filing. The CSW settlement offer is contingent on the deterniination by the Texas
Commission that CSW’s acquisition of the Company is consistent with the public interest and the
other regulatory determinations and approvals requested in the Texas Merger Application. The
proposed settlement offers (i) to limit the non-fuel base rate increase for Texas jurisdictional customers
to $25 million; (ii) a proposed $12.8 million annual reduction in future fuel revenues from the
Company’s fixed fuel factors; (iii) a refund of $16.4 million over a 12-month period of over-recovered
fuel costs and other fuel-related items; and (iv) a rate case expense surcharge of $4.1 million related to
previous rate cases to be collected over a 12-month period. Taking into account the annual reduction
in fuel costs and the proposed fuel refund, the Company’s revenues from Texas jurisdictional
customers would not increase during the first year after the rate ‘change goes into effect. The
settlement rate plan proposed by CSW also provides for (i) no additional base rate increase until 1997;
(ii) a limitation in the frequency of base rate increases following the rate freeze period through 2001 to
not more than once every other year (i.e., 1997, 1999 and 2001); and (iii) a limitation on the'amount of
the 1997, 1999 and 2001 base rate increases, such that each’increase would not exceed eight percent of
total revenues. CSW’s efforts to settle the case, however, have been unsuccessful to'date.

During the preliminary stages of Docket 12700, the Company and CSW entered into a stipulation
with the City of El Paso, the General Counsel of the Texas Commission, and the OPC whereby the
parties agreed that, if at the time thie Texas Commission’s statutory deadline to enter a rate order
would expire all other regulatory approvals or authorizations required by the Merger Agreement have
not been issued and CSW is not in a position to state that it is ready to consummate the Merger, the
Texas Commission could (i) issuc'an interim order in Docket 12700 pending the receipt'of notification
from CSW of the receipt or waiver of such other regulatory ordersfrom other governmental bodies and
(ii) remand the proceeding to its hearings division for the limited purpose of receiving such notice from
CSW and considering the comments of all parties regarding the effect, if any, of the order's from other
governmental bodies on the Interim Order issued by the Texas Commission. N :

Docket 12700 proceeded to hearing, and on January 3, 1995, a Proposal for Interim Decision was
issued. The Texas Commission considered the Proposal for Interim Decision in hearings conducted in
February 1995. On March 3, 1995, the Texas Commission issued the Interim Order concerning bdth
the Texas Merger Application and the Texas Rate Filing. The Interim Order was issued after the two
Commissioners sitting in deliberation had reached an impasse concerning certain issues. The third
Texas Commission seat was vacant pending the confirmation of a new Commissioner. During
deliberations on February 22, 1995, and in a separate concurring opinion issued March 3, 1995, the
Chairman of the Texas Commission reserved his option to reconsider his vote on certain issues after
receipt of motions for reconsideration from the parties to Docket 12700. The significant issues on
which the Chairman specifically reserved his option included the following and are described more
particularly below: (i) the conditional nature of the finding that the Merger is in the public interest;
(ii) whether to modify the level and amortization period of the acquisition adjustment; (iii) whether to
authorize rate treatment of the accounting deferrals for Palo Verde Unit 3 and, if so, the magnitude of
such authorization; and (iv) whether to modify the treatment of the tax benefit arising from payment
of the Palo Verde lease rejection damages." Motions for reconsideration of these issues were filed:
March 23, 1995, and replies are due April 3, 1995. The Company anticipates that the Texas
Commission will hold a hearing on the motions for reconsideration, and that a Second Interim Order
will be issued within the next 60 days. It is also expected that the new third Commissioner, who was
confirmed by the Texas Senate on February 22, 1995, will take part in the deliberations and vote on
the Second Interim Order. ; . ,
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In light of the stipulation concerning the Interim Order and the uncertainty as to when other
federal and state governmental bodies will act on the merger-related filings before them, the Company
cannot predict when any order of the Texas Commission in Docket 12700 will become final. The
Company also cannot predict whether and to what extent parties to Docket 12700 might appeal any
final order to the Texas District Court. : ; .7

w ! ¥ ' . i .. 4 N
- The Texas Commission sévered the Texas Fuel Filing from Docket 12700 and issued a separate
final order in the Texas Fuel Filing on March 3, 1995, under Docket 13966. The Texas Commission’s
rulings in the Texas Merger Application, the Texas Rate Filing and the Texas Fuel Filing are
described below. - ‘ R
“F

»

1

Texas Merger, Application. In its Interim Order, the Texas Commission determined that the
acquisition of the Company’s stock by CSW and the reacquisition of the leased portions of the Palo
Verde assets are consistent with the public interest pursuant to section 63 of the Public Utility
Regulatory Act. The Texas Commission, however, issued a finding of fact and conclusion of law to the
effect that the acquisition by CSW of the Company’s stock is at a reasonable price and is in the public
interest subject to successful resolution of certain matters relating to Palo Verde and the City of Las
Cruces. (See NotesEandM.) , § :

With respect to the previously leased portions of the Palo Verde assets, the Interim Order adopts
the Company’s and CSW’s proposal to include the assets in rate base at their.original cost less
depreciation through December 31, 1994, The Interim Order also concludes that synergy cost savings
will accrue to the merged companies in the range of approximately $309 million to $379 million over
the first ten years of the Merger. The Interim Order rejects CSW’s primary request that it retain the
tax benefits arising from the damages resulting from the Company’s rejection of the Palo Verde
Leases, and instead utilizes the tax benefits to reduce the Company’s rate base by approximately $133
million. At the same time, the Interim Order provides for the Company to recover from ratepayers a
$151 million acquisition adjustment to be amortized to cost of service over 33 years, without inclusion
of the unamortized balance in rate base. CSW has stated that the alternative $151 million acquisition
adjustment does not provide CSW with the economic equivalence of CSW’s primary request that it
retain the tax benefits of the lease rejection damages. , v b

Texas Rate Filing. The total amount of the Company’s requested cash base rate increase,
exclusive of fuel, is approximately $41.4 million. The total cash base rate increase consists of (i) a base
rate increase of $8.3 million, constituting the proposed 3.5 percent increase contemplated under the
Rate Moderation Plan established in Docket 7460 for costs other than those associated with Palo
Verde Unit 8 and (ii) a base rate increase of $33.1 million, constituting the proposed increase. under
the inventory plan for Palo Verde Unit 3. The Company also requested the addition of approximately
$10.9 million to its Docket 7460 Rate Moderation Plan deferral balance. As discussed above, CSW
made a contemporancous settlement offer that proposed rates lower than those reflected in the
Company’s rate filing, but that settlement offer has not been accepted. -

The Company did not include in the Texas Rate Filing a request to recover the costs of
bankruptey reorganization or the $288.4 million from the draws on the letters of credit related to the
Company'’s sales and leasebacks of portions of its interest in Palo Verde, which draws occurred in late
December 1991 and early January 1992.. The Company has reserved the ability to seek recovery of
such costs if the Plan does not become effective. - :

By ordinance signed on June 22, 1994; the El Paso City Council denied the Company’s requested
rate increase and adopted a recommendation from the City of El Paso’s Public Utility Regulation
Board that base rates for residents in the City of El Paso be reduced by $15.7 million annually.. The
Company appealed this order to the T'exas Commission where it was consolidated with the current
rate case in Docket 12700 and is being reviewed de novo by the Texas Commission.

5
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Effective July 16, 1994, the Cofnpany implemented a cash-base rate increase of approximately
$25 million annually, under bond and subject to refund depending on the outcome of the rate case, for
its Texas jurisdictional customers. The Company deposited approximately $4.7 million of United
States Treasury securities in escrow to provide security for the bonded rates. The bonded rate increase
was authorized by applicable statute and regulation. Because of the current uncertainty as to the final
outcome of the proceeding, the Company has deferred recognition of the revenue resulting from the
increased rates aggregatmg approximately $11.5 million as'of December'31, 1994,

In the Interim Order issued March 3, 1995, the Texas Commission approved a tot,al annual
increase in Texas base revenues of approximately $24.9 million. The Texas Commission also approved
a rate case expense surcharge of $9.7 million to be recovered over twelve months. . The Company
expenses rate case costs as incurred on its general purpose financial statements, The order, however,
was not immediately placed in effect, due to the Texas Commission’s decision to entertain motions for
reconsideration. While these motions are pending, the Company s bonded rate increase of
. approxnmately $25 million will remam in place.

With respect to the rate treatment of Unit 3, the 'I‘exas Commxssxon approved the Company’s
request to include eighty-five percent (85%) of the cost of the unit in rate base in accordance with the
inventory plan established by the Texas Commission in Docket 9945. The Texas Commission
disallowed the Company’s request to include in rate base approximately $43.3 million at June 30,
1993, net of deferred taxes, of costs deferred on Palo Verde Unit 3 between the unit’s in-service date
and the date of its inclusion in Texas rates. In addition, the:Texas Commission disallowed related
depreciation of approximately $12 million. These deferred costs and the depreciation disallowance are
subject, however, to reconsideration pursuant to the Interim Order. See “Deferred Accounting Cases”
below. ; ‘ ‘

& g . " . £ ‘ v K

With respect to the rate treatment of Units 1 and 2, the Interim Order discontinues the Rate
Moderation Plan.established in Docket 7460. In Docket 7460,-the Texas Commission established a
Rate Moderation Plan, pursuant to which the Texas jurisdictional portion of the Company’s cost of
service, excluding Palo Verde Unit 3 capital costs, were to be phased-in to rates in four steps. . All
approved cost of service amounts not phased-in to rates were deferred for future recovery pursuant to
the terms and conditions' of the Rate Moderation Plan. . In lieu of the Rate Moderation Plan, the
Interim Order places in rate base all amounts deferred in connection with the Rate Moderation Plan
through February 1993 and eliminates from recovery all amounts that would have been deferred
thereafter. The Interim Order would remove approximately $16.0 million, net of deferred taxes, in
Rate Moderatlon Plan deferrals as of December 31, 1994, '

, , ‘
As a result of « the Company s elimination of net reguldfory assels from its balance sheet as of
December 31, 1991, and subsequent non-recording of any new assets reflecting the economic effects of
regulation since 1991, the denial of rate base recognition of the Palo Verde Unit 3 deferred costs and
the removal of deferred amounts associated with the Rate Moderation Plan after February 1993 will

have no effect on the Company S general purpose financial statements.

Texas Fuel Filing. Asa result of the fuel reconciliation and treatment of other fuel-related items,
the Company proposed in the Texas Fuel Filing to refund to Texas jurisdictional customers (as a credit
to fuel revenue collections) approximately $16.4 million over a 12-month period. The Company also
proposed in the Texas Fuel Filing a decrease in its fixed fuel factors that was anticipated to reduce
future fuel revenues by approximately $14.3 million.annually. Although the Texas Fuel Filing was
considered by the Texas Commission as part of the Texas Rate Filing in Docket 12700, the Texas
Commission severed the fuel-related proceedings from the rate’proceeding and issued a separate final
order in the Texas Fuel Filing on March 3, 1995, under Docket 13966. The Texas Commission ordered
a fuel cost refund to.Texas customers of approximately $13.7 million. The Texas Commission also
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ordered, consistent with the Company’s request, a reduction jn the Company’s fixed fuel factors that
will result in a reduction in fuel cost recovery on a prospective basis of approximately $14.3 million
annually. ‘ C . y . . v
. . ‘ . Yoy f f

For the fuel reconciliation period, the Company was allowed to retain all margins.on off-system
sales to CFE, consistent-with the Texas Commission’s order in Docket 9945. For reconciliation period
off-system sales of contingent capacity to the Imperial Irrigation District (“IID”), the Texas
Commission decided to split the margins, with seventy-five percent (75%) going to ratepayers and
twenty-five percent (25%) going to Company shareholders. The Commission adopted the same 75/25
split, but adjusted for incremental costs, for all ofi-system sales on a prospective basis including CFE,
HD-Contingent and economy energy sales.

Based on the Texas Commission’s rulings on fuel reconciliation matters and off-system sales, the
Company has recorded a provision representing an overrecovery of Texas jurisdictional fuel costs for
the period from the end of the last fuel reconciliation period (June 1993) through December 1994. The
total overrecovery from July 1993 to December 1994 is approximately $19.6 million. Under a new fuel
rule adopted in January 1993 by the Texas Commission, the Company may petition the Commission to
refund this overrecovery. The Company may consider the remand of Docket 8588 in its calculation of
any refund. Sece “Recovery of Fuel Expenses.” The Company would propose to make any refund over a
12-month period. . -

Motions for rehearihg of the Texas-Commission’s final order in Docket 13966 were filed on
March 23, 1995. Replies to the motions are due April 3, 1995. The Texas Commission will be required
to act on the motions by April 18, 1995, or the motions will be overruled by operation of law. ‘

Bankruptcy Court Adversary Proceeding. The Company and CSW filed a joint motion with the
Bankruptcy Court on July 21, 1994, secking an order that would prohibit relitigation in the Texas
Merger Application and Texas Rate Filing of issues that were resolved by the Bankruptcy Court in
connection with the confirmation of the Plan. The matters at issue were converted to an adversary

. proceeding by the Company and CSW filing a complaint.for declaratory judgment on August 19, 1994.

The complaint identifies the following issues and requests that the Bankruptcy Court enter an order
declaring that no party before the Texas Commission, including OPC, the City of El Paso or the
General Counsel of the Texas Commission, may relitigate any of the following issues: (i) whether the
litigation related to the Palo Verde Leases between the Company and the lease bondholders, the
lessors and other persons asserting a claim or interest related to the Palo Verde Leases should have
been settled and if so on what terms, (ii) whether liquidation should have been considered or pursued
as a viable option to reorganization, (iii) whether the Plan is feasible, and (iv) whether the enterprise
value for the Company and the consideration to be provided to creditors and equity holders established
by the Plan is excessive. On September 14, 1994 CSW filed a notice of dismissal from the adversary
proceeding, stating that “while it supports a timely resolution to -the preemption issues, its
participationis not necessary to a full and complete adjudication of the matters.”

On August 30, 1994, the Company filed a motion for summary judgment, which has not yet been
ruled upon by the Bankruptey Court. On December 29, 1994, the Bankruptcy Court issued an order
denying motions to dismiss filed by the City of El Paso, the New Mexico Commission, the Texas
Commission and OPC. In a memorandum opinion accompanying its order, the Bankruptcy Court
stated that, to the extent the ratemaking authorities (the City of El Paso, the Texas Commission and
the New Mexico Commission) participated as parties-in-interest in the confirmation of the Plan, the
Bankruptey Court has jurisdiction over those partics to determine if they are attempting to relitigate
findings of fact the Bankruptcy Court made in confirming the Plan or if the factual issues ripe for
determination in the regulatory process are different from those which the Bankruptey Court decided
in the confirmation process.- On January 20, 1995, the Company filed its Second Motion for Summary
Judgment asserting that the Bankruptcy Court's finding in the confirmation order that the price to be
paid by CSW to acquire the stock of the Company is reasonable 'precludes the Texas Commission from

7
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concluding otherwise in Docket 12700, See "Texas Merger Application.” On March 1, 1995, the
Company filed a motion to continue the Bankruptey Court’s March 6, 1995 docket call on the
Company’s Second Motion for Summary Judgment and March 8, 1995 hearing on certain motions for
abstention and for more definite statement filed by the defendants. In its motion to continue, the
Company cited the Texas Commission’s decision in its Interim Order in Docket 12700 to allow motions
for reconsideration of its conditional conclusion that the-Merger is in the public interest, subject to
successful resolution of the City of Las Cruces and Palo Verde matters. See “Texas Rate Filing.” On -
March 3, 1995, the Bankruptey Court entered an order continuing the March 6, 1995 docket call and
the March 8, 1995 hearing. The ultimate outcome of the adversary proceeding in- the Bankruptcey
Court and any possible appeals thereof cannot be predicted at this time.

Docket 9945. The Texas Commission issued its final order in Docket 9945 on November 12, 1991,
approving a total increase in Texas base revenues of approximately $47 million, consisting of $37
million in cash and $10 million of phase-in deferrals. The increase did not include any current return
of or return on the owned portion of Unit 3 or recovery of the lease’ expenses related to Unit 3.
Recovery of these costs has been held in abeyance to be included subsequently in Texas rates over a
scheduled period of time. See “Texas Rate I‘llmg” and “Deferred Accounting Cases.”

With respect to the rate treatment of Unit 3, the Texas'Commission disallowed approximately
$32 million of Unit 3 capitalized costs, on a total Company basis, as imprudently incurred. The Texas
Commission also adopted an inventory plan, pursuant to which the Company’s investment in Unit 3
was neither included in rates nor expressly disallowed, but instead held in abeyance to be included
subsequently in Texas rates over a scheduled period of time. In justifying the inventory plan, the
Texas Commission found (i) the Company was imprudent in not attempting to sell a portion of its
interest in Palo Verde between 1978 and 1981; (ii) the Company failed to demonstrate that it would
not have been able to sell such interest if it had attempted to do so; and (iii) as a result of such
imprudent action, the addition of Unit 3 to the Company’s system would result in excess capacity.
However, the Texas Commission further found that Unit 3 would become “used and useful” to the
Texas jurisdiction in the following percentages: 0% (in Docket 9945), and 40%, 65%, 85% and 100%
thereafter. It is the Company’s position that the successive phases of the inventory plan were to be
implemented on an annual basis. In the Texas Rate Filing, some parties have contested whether the
inventory plan constituted a proper determination by the Texas Commission of when Unit 3 would
become used and useful. These parties further contest whether the inventory plan requires
implement,ation of a five year schedule for inclusion of the investment. The Commission’s current
Interim Order in Docket 12700 adopts the Company’s position concermng the inventory plan. Sce
“Texas Rate F I‘llmg ”

The Company disputes there was any imprudence in retaining its full investment in Palo Verde.
The Company challenged the Texas Commission’s ruling in the Company’s Motions for Rehearing and
has continued such challenge on appeal to the Texas District Court. The City of El Paso and two
intervenors also appealed certain other issues. On October 27, 1993, the Texas District Court affirmed
the final order of the Texas Commission except in two respects. The Texas District Court held the
Texas Commission erred (i) by refusing to include certain disallowed and below-the-line utility
expenses as deductions when computing federal income tax expense for ratemaking purposes, further
discussed below under “Ratemaking Treatment of Federal Income Taxes,” and (ii) by granting rate
base treatment for post-in-service deferred carrying costs associated with'Units 1 and 2 of Palo Verde.
The District Court affirmed the Commission’s decision regarding Palo Verde Unit 3 deferrals,
whereby the Commission had postponed the determination of the appropriate regulatory treatment of
the deferrals to future cases. The District Court’s holding regarding Unit 1 and 2 accounting deferrals
is now inconsistent with the subsequent decision of the Texas Supreme Court in the appeal of Docket
7460, discussed below under “Deferred Accounting Cases.” The Company appealed the decision to the
Court of Appeals, as did the City of El Paso and two other intervenors. The Court of Appeals heard
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oral argument in the case on November 9, 1994 and has not yet issued its decision. - The ultimate
outcome of the appeals and their results or the materiality thereof cannot be predicted at this time.

Recovery of Fuel Expenses. The Company’s prior reconciliation of fuel expenses, Docket 8588,
was for the period August 1, 1985 through March 31, 1989. The Company and the City of El Paso
appealed the Texas Commission’s order in Docket 8588 to the Texas District Court. On November 25,
1991, the Texas District Court entered judgment on the appeals, upholding the Texas Commission’s
order on all points except the Company’s appeal of the treatment of certain purchased power capacity
costs incurred during 1985 and 1986. With regard to those costs, totaling approximately $4.2 million,
the Texas District Court held that the Texas Commission erred in failing to justify adequately its
decision not to allow the Company to recover such costs through its reconcilable fuel account. The
Texas District Court remanded the case to the Texas Commission with instructions to reconsider the
allowance of such costs. Both the Texas Commission and the City of El Paso appealed the Texas
District Court’s decision to the Court of Appeals. On March 10, 1993, the Court of Appeals affirmed
the decision of the Texas District Court. On February 2, 1994, the Texas Supreme Court denied the
applications for writ of error filed by the City of El Paso and the Texas Commission. The case has been
remanded to the Texas Commission for a new hearing to address whether the Company should be
allowed to include the purchased power capacity charges as reconcilable fuel costs and recover such
costs. The ultimate outcome of this remand cannot be predicted at this time.

Deferred Accounting Cases. The Company has received a series of orders authorizing the deferral
of operating costs incurred, and carrying charges accrued, on each unit of Palo Verde between the
unit’s in-service date and the date of its inclusion in Texas rates. Certain rate orders have also
permitted the Company to include in rate base and.amortize into rates the deferred costs associated
with Units 1 and 2 (approximately 40 years for ratemaking purposes). '

. The Company’s first order allowing the recovery of ‘accounting deferrals (in Docket 7460
regarding Units 1 and 2) has been finally resolved by the Texas Supreme Court. On June 22, 1994, the
Texas Supreme Court reversed the decision of the Court of Appeals and upheld the Texas
Commission’s authority to include both the Company’s deferred operating costs and deferred carrying
costs in rate base in City of El Paso v. Public Utility Commission, 883 S.W.2d 179 (T'ex.1994) (“City v.
PUCT™). On October 6, 1994, the Texas Supreme Court overruled motions for rehearing of the
matters. As a result of the Texas Supreme Court’s ruling, the Company expects to be able to continue
to include in rate base and to amortize into rates the deferred carrying and operating costs associated
with Palo Verde Units 1 and 2. \

In Docket 9069, the Texas Commission granted the Company a deferred accounting order
authorizing it to defer opérating and carrying costs associated with Palo Verde Unit 3 between the
plant’s in-service date and the date its costs were included in rates. The City of El Paso and the State
of Texas appealed this order to the Texas District Court. The City of El Paso, however, dismissed its
appeal. The State of Texas’ appeal remains pending, with a hearing expected in June of 1995.
Subsequent to the filing of these appeals, the Texas Supreme Court issued its decision in the appeal of
Docket 7460 upholding the legality of deferred accounting.orders. The Company believes that the
deferred accounting order in Docket 9069 complies in all respects with the Texas Supreme Court’s
decision, but the ultimate outcome of the appeal and its result or the materiality thereof cannot be
predicted at this time. For further discussion of Unit 3 deferrals, see “Docket 9945” and “ Texas Rate
Filing.” . ; :

The recovery of the Palo Verde Unit 3 accounting deferrals is currently an issue in the Texas
Rate Filing. In City v. PUCT, the Texas Supreme Court established a new requirement that, in the
first rate case in which deferrals are included in rates, a utility must demonstrate that the deferrals
are needed to protect the utility’s financial integrity. The Company initially requested inclusion of the
Palo Verde Unit 3 deferrals in rates in Docket 9945, The Texas Commission, however, postponed the
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review of those deferrals until the Company’s next rate case. See “Docket 9945.” Consequently, the
Company once again requested recovery of the Palo Verde Unit 3 deferrals in rates in Docket 12700.
See “Texas Rate Filing.” Because the Texas Supreme Court’s opinion in City v. PUCT was issued after
the Company had filed its testimony in Docket 12700, the Company filed supplemental testimony
demonstrating that all of the Palo Verde Unit 3 deferrals were needed to protect the Company’s
financial integrily during the deferral period. The: Texas Commission Staff filed supplemental
testimony which conqurred with the Company’s position.
Certain of the intervenors in Docket 12700 have taken the position that the Texas Supreme
Court’s opinion in City v. PUCT requires proof that recovery of the accounting deferrals must be
necessary to protect the financial integrity of the utility at the time of the subsequent rate case. It is
the Company’s position that it must demonstrate that recovery of the accounting deferrals is instead’
necessary to preserve financial integrity during the deferral period. However, the Texas Commission
has not conclusively reached a decision on this issue. The ultimate outcome of the Texas Commission’s
decision and any possible appeals of the Commission’s decision cannot be predicted at this time.*

Rate Case Expenses Incurred in Docket 7460. The issue of recovery of expenses incurred by the
Company and the City of El Paso in connection with Docket 7460 was severed from the issues ruled
upon by the Texas Commission in that docket and was assigned to a new Docket 8018 for
consideration. On September 20, 1991, the Texas Commission issued its final order in the case and
approved the reimbursement of approximately $10.8 million for expenses incurred by the Company
and approximately $1.1 million for expenses incurred by the City of El Paso. The Texas Commission
further directed that such amounts be surcharged to the Company’s Texas customers over a one-year
period, which the Company completed in November 1992. The City of El Paso filed an appeal of the
Texas Commission’s order in Docket 8018 with the Texas District Court. The Texas District Court
affirmed the Texas Commission’s decision on March 18, 1994. On April 15, 1994, the City of El Paso
filed notice of intent to appeal to the Court of Appeals the decision of the Texas District Court. Briefs
have been filed by the parties in the Court of Appeals, and the parties presented oral arguments.to the
Court of Appeals on February 15, 1995. The ultimate outcome of the appeal and its result or the
materiality thereof cannot be prcdxcted at this time.

Texas Recognition of Palo Verde Sales and Leasebacks. - The Texas Commission found the
Company'’s sales and leasebacks involving Units 2 and 3 of Palo Verde to be in the public interest in
two different cases. The City of El Paso’s appeal of the Texas Commission’s decision related to the
Unit 2 sales and leasebacks (Docket 8363) is pending before the Texas District Court. The Texas
District Court affirmed the Texas Commission’s order with respect to Unit 3 (Docket 8078) in all
respects in August 1994 and the City of El Paso’s appeal of such decision is pending before the Court of
' Appeals: The Company cannot pred:ct. the outcomes of the appeals of Dockets 8363 and 8078 or the
materiality thereof.

Performance Standards for Palo Verde. In 1991, the Texas Commission established performance -
standards in Docket 8892 for the operation of the Palo Verde units. Each Palo Verde unit included in
Texas rates is evaluated-annually to determine if its three-year rolling average capacity factor entitles
the Company to a reward or a penalty. There are five performance bands based around a target
capacity factor of70%. Neither a penalty nor a reward would result from capacity.factors from 62.5%
to 77.5%. Capacity.factors-are calculated as the ratio of actual generation to maximum possible
generation. If the capacity factor for any unit is 35% or less, the Texas Commission is required to
initiate a proceeding to determine whether such unit should continue to be included in rate base. The
performance standards are effective as of the date each unit is included in Texas rates, which was
April 22, 1988 for Units 1 and 2 and. December 16, 1991 based on the inventory percentages, as
dlscussed above, for Unit 3. The Company. has previously accrued performance penalties of
approximately $5.1 million for the performance periods of April 1988 through April 1992, which the
Texas Commission included in ordering a refund in Docket 13966. See “Texas Fuel Filing.” .
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In June 1994, the Company filed its annual performance report with the Texas Commission for
Units 1 and 2. In February.1995, the Company filed its initial performance report on Unit 3 reflecting
0% in rates for 1992, 40% in rates for 1993 and 65% in 1994, all based on the inventory percentages
ordered in Docket 9945. :.The Company incurred neither a penalty nor a reward for either report. The
three-year capacity factor was 78.5% for Unit:1, 62.8% for Unit 2 and 74.5% for Unit 3. The Company
expects the report to be filed for Units 1 and 2 with the Texas Commission in 1995 to reflect
performance for Unit 1 resulting in neither a reward nor a penalty and for Unit 2 resulting in a
penalty of approximately $162,000. Based on historical performance and projected performance,
including planned outages and a provision for unplanned outages, and the three-year rolling average
for capacity measurement, current projections are that Unit 2 will incur an additional penalty for the
period ending in April 1996 of approximately $369,000. The Company has made provisions for these
possible penalties in its financial statements. Projections for Unit 1 and Unit 3, usmg the
methodology discussed above, reﬂcct; no penalty for the next reporting period. .

Ratemaking Treatment of Federal Income 'I axes. In a 1987 case; Public Utxllty Commxssnon of
Texas v. Houston Lighting & Power Co., 748 S:W.2d 439 (Tex. 1987), the Texas Supreme Court stated
that, under certain circumstances, it is appropriate to allow.only “actual taxes incurred” for
ratemaking purposes. The Court of Appeals has applied the Texas Supreme Court decision to several
other utilities, most notably Public Utility Commission.of Texas v. GTE-Southwest, 833 S.W.2d 153
(Tex:-App. -~ Austin 1992, writ granted). The Texas Supreme Court heard ora] argument in the GTE-
Southwest case in September 1993 but has not yet issued its decision. q

o v
ia

There is significant uncertainty as to the application of the “actual taxes incurred” methodology
by the Texas Commission: Prior to 1992, the Texas Commission historically granted rates that
included an income tax component based on a "“stand alone” basis and on the utility’s allowed return
on equity. The Texas Commission has altered this policy and applied various forms of the “actual
taxes incurred” methodology in recent rate proceedings involving other utilities. The application of
that methodology is currently at issue in the Texas Rate Filing. In its Interim Order, the Texas
Commlssmn has applied a form of the actual taxes methodology. See “Texas Rate Filing.”.. | ,

’I‘he appeals related to Dockets 8363 and 9945 include claims that the Texas Commlssxon falled to
adhere to the “actual taxes incurred” methodology in setting the federal income,tax expense
component.of the Company’s rates. As a result, any remand of Dockets 8363 or 9945 to the Texas
Commission could include a reconsideration of the réspective federal income tax components, which
were based on the “stand alone” methodology previously used by the Commission.

Dependmg on the outcome of any such rom.md the Company may be requlrcd to refund certain
amounts collected in rates during the period the Docket 8363 and 9945 rates were in_effect. The
likelihood and amount of any. refunds are uncertain at this time because the ultimate outcome of the
pending appeals is unknown, and the Company cannot predict the result of-any remand.

L
1

)

New Mexico Rate Matters . : ‘ -

* Rate Moderation Plan - Palo Verde. In 1987, the New Mexico Commission approved a Stipulation
in Case No. 2009 establishing a rate moderation plan, pursuant to which the.New Mexico
jurisdictional portion of the Company’s interest in Palo Verde Unit 1 and one-third of Common Plant
and approximately 83% of the lease payments on Unit 2 and the related Common Plant were phased-
in to rates in three steps. After the third step of the phase-in, the rate moderation plan required the
Company to freeze New Mexico rates through December 31, 1994. CSW has agreed to keep this rate
freeze in effect for an additional.three years if the Merger becomes effective. The rate moderation plan
also required the Company to file a cost of service report every two years through the end of 1996 to
.enable the New Mexico Commission to determine whether the Company was overearning. Sce
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ELPASO ELECTRIC COMPANY . 1
“Annual Filing Requirements” below, The Case No. 2009 Stipulation also required, that in lieu of a 1
prudence review of the Company’s participation in the Palo Verde project, all cosls associated with |
Unit 3, and the associated Common Plant, would be permanently excluded from New Mexico rates. . 1
The Company must recover the New Mexico jurisdictional portion of the Company’s investment |
in Unit 3 through off-system sales in the cconomy energy market. For several years, market prices for
cconomy energy sales have not been at levels sufficient to recover the New Mexico: portion of the ¢
Company’s current operating expenses related to Unit 3, mcludmg decommissioning costs and lease
payments. The Company expects these market prices to remain at such levels in the near term. The
Company projects, but cannot assure, that the market prices of economy energy ultimately will rise to

a level sufficient to recover the New Mexico jurisdictional portion of the Company’s investment in

Unit 3 over the remaining life of the asset. ~

» " - A r

Performance Standards for Palo Verde. In 1986, the New Mexico Commission established
performance standards in Case No, 1833 for the operation of Palo Verde. The entire station is
evaluated annually to determine if its achieved capacity factor entitles the Company to a reward or a
penalty. There are five performance bands based around a target capacity factor of 67.5%. Neither a ,
penalty nor a reward would result from capacity factors from 60% to 75%. The capacity factor is
calculated as the ratio of actual generation to maximum possible generation. Since Unit 3 is not in
rate base for purpose of New Mexico rates, any penalty or reward calcilated on a total station basis is
limited to two-thirds of such penalty or reward. If the annual,capacity factor is 35% or less, the
New Mexico Commission is required to initiate a proceeding to reconsider the rate base treatment of
Palo Verde See “Annual Filing Requirements” below.

Annual Filing Requtrements Pursuant to the New Mexlco Commlssxon s order in Case 1833 the
Company must make annual filings, at least through the term of the rate moderation plan, to reconcile
fuel costs and establish the fixed fuel factor for New Mexico customers. An annual performance
standards report is included in the fuel reconciliation and any resulting rewards or penalties are
included in the establishment of a new fixed fuel factor, if a new fuel factor is warranted: The
Company has received an extension through April 3, 1995 to file its annual fuel reconciliation report
for 1994. The Company anticipates that the fuel report will show a moderate decrease in its current
fuel factor. The Company expects the annual performance standards report to show a Palo Verde
capacity factor of approximately 69,5%. As a result, neither a reward nor a penalty will be incurred
due to the 1994 Palo Verde operations. The new fuel factor should be included in bills rendered on or
after May 1, 1995, unless otherwise ordered by the Commission. .

As noted above, the rate moderation plan also requires the Company to file a cost of service report
every two years through the’end of 1996 to enable the New Mexico Commission to determine whether
the Company is overearning. The last such report was filed on June 17, 1994. This report indicated ‘
the Company, on a stand-alone basis, was not overearning, and in fact had: a non-fuel revenue
deficiency of $12.6 million for the New Mexico service territory if the letter of credit draws on the Unit
2 portion of the Company’s sale and leaseback transactions and administrative costs of the
Bankruptcy Case were factored into the calculation. The Company cannot assure that these costs
would be recognized for ratemaking purposes by the New Mexico Commission, or that the New Mexico
Commission would grant the Company a rate increase based upon the information in this compliance
filing. If the Merger becomes effective, CSW has agreed to freeze base ratés at current levels for the
New Mex1co_)unsdlctlon followmg the Lffectlve Date. v

[

FERC Regulatory Matters P

The majority of the Company’s rates for wholesale power and transmission services are subject to
regulation by FERC. Sales of wholesale power subject to FERC regulation make up a significant
portion, approximately 12% in 1994, of the Company’s operating revenues. Although rates to
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wholesale customers require FERC approval, the Company and its wholesale customers generally
have established such rates through negotiation, based on certain cost of service assumptions, subject
to FERC acceptance of the negotiated rates. ! __

The Company has a long-term firm power sales agreement with IID providing for the sale of
100 MW of firm capacity to IID through April 2002. The Company also provides contingent capacity of
50 MW to IID. The agreement generally provides for level sales prices over the life of the agreement,
which were intended to recover fully the Company’s projected costs, as well as a return. Because of the
levelized rate, such costs and return were anticipated to exceed revenues for a number of the early
years of the agreement with a reciprocal effect in.the later years of the agreement. The Company has
accrued revenues:.under the terms of the agreement in the amounts of $1.2 million, $2.4 million, and
$2.9 million in 1994, 1993 and 1992, respectively. Such acerued amounts, which since the inception of
the agreement aggregate $34 million as of December 31, 1994, are recorded as a long-term contract
receivable on the Company’s balance sheets. Based on the contractual payments, recovery of the-
unbilled amounts should begin in 1995. The agreement also provides that the Company may seek
increases in the sales price if sufficient evidence exists to determine that certain operating costs have
increased above those used in determining the original sales price.

The Company has a firm power sales agreement with. Texas-New Mexico Power Company
(“TNP”), providing for sales to TNP in the amount of 75 MW through 2002, subject to provisions in the
agreement that allow a reduction to a-minimum of 25 MW in the amount of demand on a yearly basis.
TNP has provided the Company notice that it would take advantage of the provisions to reduce the
contract demand to 25 MW for 1994, 1995 and 1996, while preserving its option to maintain or
increase its contract demand in subsequent years. Sales prices, which decline over the life of the
agreement, are based on substantially the same scheduled and projected costs and return as the IID
agreement discussed above. ; .

Rate tariffs currently applicable to IID and TNP contain fuel and purchased power cost
adjustment provisions designed to recover the Company’s fuel and purchased power costs.

Additionally, the Company supplies Rio Grande Electric Cooperative, Inc. with the full electric
requirements for its Van Horn and Dell City, Texas, service areas. .

Other Wholesale Customers

The Company has a sales agreement with CFE to provide capacity and associated energy to CF'E
over a base term that began May 1, 1991 and ends December 31, 1996. The agreement may be
extended monthly after that date upon the agreement of the parties. The power sales will be 150 MW
during the summer months and 120 MW at other times of the year through the remaining term of the
agreement. To support the requirements of the agreement with CFE, the Company entered into a firm
power purchase agreement with SPS for at least 50 MW during the base term of the CFE contract. The
obligations of CFE under the agreement are subject to continued budgetary authorization by the
Ministry of Programming and Budgeting of Mexico for each calendar year. Pricing for the power sales
includes an escalating capacity charge and recovery of energy costs at system-average costs plus third
party energy charges. The.agreement provides for payments to be made by CFE in United States
dollars. * ,

D. Summary of Significant Accounting Policies
. « | q ¢ v + '

General. The Company maintains its accounts in accordance with the Uniform System of
Accounts prescribed for electric utilities by the FERC. The Company, prior to December 31, 1991,
reported its regulated utility operations pursuant to SFAS No. 71, “Accounting for the Effects of
Certain Types of Regulation,” as amended. As more fully discussed in Note C, the Company
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discontinued the application of SIFAS No. 71, as of December 31, 1991 and accounted for such
discontinuation in accordance with SFAS No. 101, “Regulated Enterprlses —_— Accountmg for the
Discontinuation of Application of SFAS No, 71.”

The Company has accounted for all transactions related to the reorganization proceedings in
accordance with Statement of Position 90-7, “Financial Reporting by Entities in Reorganization
Under the Bankrupbcy Code” (“SOP 90-7”), issued by the American Institute of Certified Public
Accountants in November 1990. Accordingly, all prepetition liabilities of the Company that are
expected to be impaired under the Plan are reported separately in the Company’s balance sheet as
obligations subject to compromise (See Note H for a description of such obligations). Pursuant to
SOP 90-7, the Company accrues interest on its secured obligations as well as, to the extent allowed by
the Plan, on its unsecured and undersecured obligations. Expenses and interest income resulting
directly from the reorganization proceedings are reported separately in the Statements of Operations
as reorganization items. :

The confirmation of the Plan (Note A) did not result in changes in the carrying amounts of the.
Company’s assets or liabilities or the accounting bases used by the Company. Any changes resulting
from the emergence from bankruptcy would be reflected at the Effective Date. In addition, the effects
of the Merger have not been reflected because of uncertainties regarding whether the Merger will be
consummated. In the event the Merger is consummated, it is anticipated that it would be recorded
using the purchase method of accounting whereby the Company’s assets and liabilities would be
adjusted to market value on the Effective Date. ,

Utility Plant. Utility plant is stated at original cost, less regulatory disallowances. Costs
include labor, material, construction overheads, and allowance for funds used during construction
(“AFUDC”) or capitalized interest (see Capitalized Interest below). Depreciation is provided on a
straight-line basis at annual rates which will amortize the undepreciated cost of depreciable property
over the estimated remaining service lives which range from 3 years to 49 years. Palo Verde is being
amortized on a straight-line basis over approximately 40 years.

The Company charges the cost of repairs and minorreplacements to the appropriate operating
expense accounts and capitalizes the cost of renewals and betterments. Gains or losses resulting from
retirements or other dispositions of operating property in the normal course of business are credited or
charged to the accumulated provision for depreciation.

Decommissioning cost for the Company’s interest in Palo Verde is charged to depreciation
expense. The Company amortizes decommissioning costs over the estimated service life for the portion
of its owned interest and over the term of the related leases for the portions sold and leased back.

The cost of nuclear fuel is amortized to fuel expense on a unit-of-production basis. A provision
for spent fuel disposal costs is charged to expense based on requlrements of DOE for disposal cost of
one-tenth of one cent on each kilowatt hour generated.

Capitalized Interest. As a-result of dlscontmudtlon of the apphcauon of SFAS No. 71, the
Company discontinued accruing AFUDC in 1992. In place of AFUDC, the Company capltalxzes to
construction work in progress ("CWIP”) and nuclear fuel in process interest cost calculated in
accordance with SFAS No. 34, “Capitalization of Interest Cost ” and SOP 90-7.

Cash and Cash Equivalents. All temporary cash mvestments w1th an original maturlty of three
months or less are considered cash equivalents. ,

Investments. The Company adopted SFAS No. 115, “Accounting for Certain Investments in
Debt and Equity Securities,” at January 1, 1994, which requires marketable securities to be valued at
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market value. The Company's marketable.securities, included in deferred charges and other assets in
the balance sheets, consist primarily of municipal bonds in trust funds established for
decommissioning of its interest in Palo Verde which have a fair market value of approximately
$20.2 million at December 31, 1994. Such marketable securities are classified as “available-for-sale”
securities as defined by SFAS No, 115 with the difference between cost and market value shown as a.
separate component of capitalization. The adoption of SFAS No. 115 resulted in a net unrealized gain
of $308,000, net of income taxes of $166,000, at January 1, 1994 and a net unrealized loss of $350,000,
net of income tax benef"ts of $189 000, at December 31, 1994 A

Inventories. Inventones, primarily parts, matenals and supphes, are stated at average cost
Operatmg Revenues. Operatmg revenues are accrued for sales of electricity subsequent to
monthly billing cycle dates but prior to the end of the accounting month.

Fuel Cost AdJustment Provisions. Fuel revenues and expense are stated at actual cost incurred.
The Company’s Texas and New Mexico retail customers are presently being billed under fixed fuel
factors approved by the Texas Commission and the New Mexico Commission. Rate tariffs currently
applicable to certain FERC jurisdictional customers contain appropriate fuel and purchased power
cost adjustment provisions designed to recover the Company’s fuel and purchased power costs. Any
. difference in-fuel cost versus cash recovery from the Company’s ratepayers is reflected as,
over/under-recovered fuel in the balance sheet. . o

Federal Income Taxes and Investment Tax Credits. Effective January 1, 1993, the Company
began accounting for federal income taxes under SFAS No. 109, “Accounting for Income Taxes,” which
requires the asset and liability method of accounting for income taxes. Under the asset and liability
method, deferred income taxes are recognized for the estimated future tax consequences of “temporary
differences” by applying enacted statutory tax rates for each taxable jurisdiction applicable to future
- years to differences between the financial statement carrying amounts and the tax bases of existing
assets and liabilities. SFAS No. 109 requires the Company to record a valuation allowance to reduce
its deferred tax assets to the extent it is more likely than not that such deferred tax assets will not be
realized. SFAS No. 109 recognizes the effect on deferred tax assets and liabilities of a change in tax
rate in income-in the period that includes the enactment date. Prior to 1993, in accordance with
Accounting Principles Board Opinion No. 11 (“APB Opinion No. 11”), the Company used the deferred
method of accounting for income taxes. Under the deferred, method,; deferred income taxes are
provided on timing differences between reporting income and expense items for financial statement
and income tax purposes. The Company recognized the effect of a change in accounting principle for
the adoption of SFAS No. 109 in 1993 by a $96 million charge to results of operations.

Investment tax credit (“ITC”) generated by the Company is deferred and amortized to income
over. the estimated remaining useful lives of the property that generated the credit. .

x

Benef t Plans See Note L for accounting policies regardmg the Company’s retlrement plans
and postretnrement benefits: P ) s

Reclassifications. Certain amounts in the financial statements for 1993 and 1992 haye been
reclassified to conform with the 1994 presentation. Py :
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E. Palo Verde and Other Jomtly Owned Utility Plant

The Company has a 15.8% undivided interest in the three 1,270 MW nuclear generatmg units
at Palo Verde in which six other utilities (collectively, the “Palo Verde Participants”) have interests,
including Arizona Public Service Company (*APS”), who is the dperating agent of Palo Verde. The
operation of Palo Verde and the relationship among the Palo Verde Participants is governed by’the
ANPP Participation Agreement. Other jointly owned utility plant includes a 7% undivided interest in
Units 4 and 5 of the Four Corners Project and certain other transmission facilities. A summary of the
Company's investment in jointly owned utility plant, excluding fuel, is as follows:

I3

Electric Plant Accumulated Construction Work

¢ ‘ in Service . Depreciation in Progress
- . (In thousands) - cer

December 31, 1994: . o ¢

Palo Verde Station ........ $ 940,279 $ (131,737) $ 12,121

Other ..............cv0vee 135,178 (54,307) " 1,050
December 31, 1993: : ’ o

Palo Verde Station ........ - § 928,361 . $ (112,296) $ 19,881

Other ..........cccvvnne. 133,561 (49,628) 1,833

. The Company’s investment, at cost, in Palo Verde in the amount of approximately
$952.4 million at December 31, 1994, excludes aniounts related to the Company’s investment in Palo
Verde which was sold and leased back during 1986 and 1987 and for which the related leases are
accounted for as-operating leases. See Note B of Notes to Financial Statements for information
regarding such transactlons and the Company’s lease obligations relatmg thereto. The Company’s
share of direct ekpenses of operating jointly owned plant is included in the corresponding opcratmg
expense captions on the statement, of operations. ' .

Steam Generator Tubes. Palo Verde has experienced degradation in the steam generator tubes
of each unit. The degradation’includes axial tube cracking in the upper regions of*the two steam
generators in Unit 2 and, to a lesser degree, in Unit 3. This form of tube degradation is uncommon in
the nuclear industry. The units also have experienced a more common type of tube cracking. The tube
degradation was discovered following a steam generat'(‘)r tube rupture in' Unit 2 in March 1993 and,
since that time, APS has- undertaken an ongoing investigation and analysxs and has performed
corrective actions designed to mitigate further degradation.

The corrective actions have included changes in operational procedures designed to lower the
operating temperatures of thé units, chemical cléaning and implementation of other technical
improvements. From September 1993 through mid-summer1994, the units were operated at reduced
power levels of approximately 86% to reduce the operating temperatures. The units were returned to
full power with operational modifications that enabled the units to be operated at lower temperatures.

Since the discovery of the tube degradation, cach of the units has been removed from service
periodically for inspections. The inspections have been performed during regularly scheduled
refueling outages and mid-cycle inspection outages. During 1994, Unit 2 was removed from service for
two mid-cycle inspection outages and Unit 3 was removed from service for one mid-cycle inspection
outage; an inspection also was made during the Spring 1994 Unit 3 refueling outage. When tube
cracks are detected during an inspection, the affected tubes are taken out of service by plugging. That
has occurred in a number of tubes in all three units, particularly in Unit 2, which has the most tubes
affected by cracking and plugging. APS has stated that it expects that the remedial actions
undertaken will slow the rate of plugging to an acceptable level. APS also has stated that it currently
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believes that the Palo Verde steam generators are capable of operating for their designed life of forty
years, although,.at some point in the future, long-term economic considerations may make steam
generator replacement a desirable option.

Liability and Insurance Matters. The Palo Verde Participants have insurance for public liability
payments resulting from nuclear energy hazards to the full limit of liability under federal law. This
potential liability is covered by primary liability insurance provided by commercial insurance carriers
in the amount of $200 million and the balance by an industry-wide retrospective assessment program.
The maximum asgessment per reactor under the retrospective rating program for each nuclear
incident is approximately $79.2 million, subject to an annual limit of $10 million per incident. Based
upon the Company’s 15.8% interest in the three Palo Verde units, the Company’s maximum potential
assessment per incident is approxlmately $37.6 mxlhon, with an annual payment limitation of
approximately $4.7 million. . L ' L

e, v .

The Palo Verde Partlcnpants maintain “ull risk™ (mcludmg nuclear hazards) insurance for
property damage to, and decontamination of, property at Palo Verde in the aggregate amount of $2.7
billion, a substantial portion of which must first be applied to stabilization and decontamination. The
Company has also secured insurance against portions of any increased cost. of generation or purchased
power resulting from the accidental outage of any of the three units if the outage exceeds 21 weeks.

Decommissioning. The Company’s deprecidtion expense includes approximately $7.5 million,
$7.5 million and $5.2 million in 1994, 1993 and 1992, respectively, for the estimated future
decommissioning costs for the owned and leased portions of Palo Verde based on decommissioning
studies performed for the Company. The above amounts reflect updated studies implemented in July
1992 and September 1993. The Company is accruing its decommissioning obligation over the
estimated service life (approximately 40 years) for $he portion of its owned interest in Palo Verde and
over the term of the related leases (27 to 29) years for the portions of Palo Verde that were sold and
leased back. As of December 31, 1994, the Company has accrued approximately $38.5 million of
decommissioning costs, including interest, which is reflected in the Company’s balance sheets in
deferred credits and other liabilities. . :

I oo . e ’ i

The Company is utilizing a site specific study for Palo Verde, dated December 1993, prepared
for the Company by an independent consultant, that estimates the cost to decommission the
Company’s share of ‘Palo Verde to be approximately $221 million (stated in 1993 dollars). Such
amount includes an estimated cost to decommission on-site spent fuel storage facilities of
approximately $50 million. The study assumes the prompt removal/dismantlement method of
decommissioning will be used to decommission Palo Verde. The study.also assumes (i) that
decommissioning will take place from 2024 through 2035 for the production 'units; (ii) that
maintenance expense for spent fuel storage will be incurred from 2035 through 2067; and (iii) that
decommissioning of the spent fuel storage facilities will occur in 2067. Although the study is based on
the latest available information, there can be no assurance that decommissioning costs will not
continue to increase in the future. .

The Company has established external, trusts with independent trustees, which enable the
Company to record a current deduction for federal income tax purposes of a portion of amounts funded.
As of December 31, 1994, the aggregate balance of the trust funds was approximately $20.8 million,
which is reflected in the Company’s balance sheets in deferred charges and other assets. Earnings on
the trusts’ funds of approximately $1.0 million, $0.6 million and $0.5 million in 1994,°1993 dand 1992,
respectively, are reflected on the statements of operations as interest income.: The Company is
currently collecting a portion of decommissioning fundmg obligation for Palo Verde Units 1 and 2 in
all three of its ratemaking jurisdictions and for Unit 3 in its Texas and FERC jurisdictions. The
Company must fund the decommissioning requirements for the New Mexico jurisdictional portion of
Unit 3 through off-system sales of economy energy as Unit 3 is excluded from New Mexico
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jurisdictional rate base. Because the Company is under fixed-price long term contracts with its FERC
customers, increases in decommxssxomng costs must be absorbed through reduced margms on these
contracts. :

Currently, the Company is funding decommissioning costs over the estimated service life for its
owned portion of Palo Verde and, prior to filing the bankruptcy petition, over the term of the related
leases for the leased portion of Palo Verde. Subsequent to the filing of the bankruptcy petition, the
Company has made contributions to the decommissioning trusts pursuant to funding requirements of
the NRC, the ANPP Participation Agreement and orders of the Texas Commission, the New ‘Mexico

‘Commission and-the FERC. These funded amounts are slightly less than what would have been
required pursuant to provisions under applicable agreements related to the Company’s sale/leaseback
transactions for Units 2 and 3. Under the proposed terms of the Plan, the Company would reacquire
all portions of Palo Verde sold and leased back. If this occurs, the Company anticipates it would acerue
for and fund all portions of the Palo Verde decommissioning costs over the operating license terms.
This funding method has beén incorporated in the rate request i in the Company’s rate filing currently

endmg before the Texas Commission. ,

. The Energy Policy Act includes ah assessment for decontamination of the DOE'’s enrichment
facilities. The total amount of this assessment has not yet been finalized; however, based on
preliminary indications, APS estimates that the annual assessment for Palo Verde will be
approximately $3.0 million, plus increases for inflation, for the next fifteen years. The Company
recorded a charge to results of operations in 1992 in the amount of approxnmately $7.1 million which
represents its portion of the estimated assessment. .

The FASB has a current project addressing the accounting for obligations related to the
decommissioning of nuclear power plants. One alternative, if adopted, would change the current
practice of accruing the decommissioning liability over the plant’s useful life and require that
estimated total decommxssxomng’ costs be recorded as a liability in the financial statements. If the
FASB were to require such a change in 1995, the Company would be required to record an additional
liability of approximately $182.5 million based on the current cost estimates discussed above. At the
present time, the Company cannot predict the effects on the financial condxtlon or results of operations
if it were required to record the additional liability.

ANPP Participation Agreement. Pursuant to the ANPP Participation Agreement, the Palo
Verde Participants share costs and generating entitlements in the same proportion as their
percentage interests’in the generating units and each Palo Verde Participant is required to fund its
proportionate share of operation and maintenance, capital and fuel costs. The Company’s total
monthly share of these costs is approximately $7 million. The ANPP Participation Agreement
provides that if a participant fails to meet its payment obligations, each non-defaulting partxclpant
shall pay its proportlonat,e share of the payments owed by the defaulting part.xclpant

F. Common Stock ) R L

In May 1989, the Board of Directors eliminated the second quarter 1989 common stock dividend
and the Company has not paxd dividends on its common stock since then,

Resumptxon of dividends on common stock will depend on the terms of the Plan that becomes
effective in the Company’s Bankruptcy Case as well as applicable provisions of state law and the FPA.
Under certain provisions of the FPA regarding the payment of dividends on capital stock, as
interpreted by the staff of the FERC, the Company is permltted to pay dxvxdends on its capital stock:
only out of retained earnings.

Tt
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Employee Stock Purchase Plan. The Company had an employee stock purchase plan under
which eligible employees were granted options twice each year to purchase shares of common stock.
This employee benefit plan terminated June 30, 1994,

Employee Stock Compensation Plan. The Company has a broad-based employee stock
compensation plan under which shares of Company common stock may be issued from time to time to
eligible employees. Under the plan, the Board’s Compensation/Benefits Committee may direct the
issuance from time to time of Company common stock to compensate employees for past services
rendered to the Company or to pay for various employee benefits with common stock rather than with
cash. Market value of shares issued would be charged to expense. No shares were issued under the
plan during 1992 through 1994. Under the Plan, this employee benefit plan would be terminated at
the Effective Date. ‘

Employee Stock Option Plan. The Company’s Employee Stock Option Plan was approved by the
Board of Directors in December 1987 and received shareholder and regulatory approval in 1988.
Following amendment in 1990 to approve an increase in the number of shares available, the plan
authorizes the issuance of up to 3,000,000 shares of common stock pursuant to options which may be
granted at not less than fair market value.

At December 31, 1&94; the outstanding common stock options are as follows:

Option Number

Date of Options i Price of Shares
August 23,1989 ... ... i iiiiiiiiae $ 8.875 184,300
January 24,1990 ........c..iiiiiiiiiiiiieeaaaa 8.625 100,000
March27,1990 ........cciiiiiiiininernnnnnenaes 8.375 145,800
May21,1990 ......coiiireiiiannnrennnnecnnnnnes 7.250 50,000
" November 19,1990 ......... Cerneteeatiraaaan 3.875 704,725
: May 18,1992 ...... Crhereeentecarisaatasrartronas 3.000 397,706
November 17,1992 ... .. .cciiiiiiirerinnnnnnns 2.500 572,100
September 14,1994 .,..... ..o, 1.375 840,394
Total options outstanding .................. P 2,995,025
Total options exercisable at December 31,1994 ......... 2,025,219

Options granted May 18, 1992 and November 17, 1992 are exercisable in installments, with
25% of the options exercisable immediately and an additional 25% exercisable each full year from the
date of the award. In addition, the options granted May 18, 1992 and November 17, 1992 are not
exercisable, with certain exceptions, until a plan of reorganization becomes effective in the Company’s
Bankruptey Case. All other options granted were exercisable immediately. All options granted have a
ten-year expiration period from the date of the award, subject to earlier termination in'the event of
termination of employment, death, total and permanent disability or dissolution or hquldatxon of the
Company. The plan also provides for stock appreciation rights if there is a change in control of the
Company, as defined in the Plan. Options are granted at the discretion of the Compensatlon/Beneﬁts
Committee of the Board. During 1992 through 1994, there were no options exercised. Under the Plan
and pursuant to the Merger Agreement, options outstanding at the Effective Date would be converted
to options to purchase common stock of CSW.
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Changes in common stock are as follows:

Common Stock
Shares Amount
K ‘ (In thousands)
Balance December 31,1991 . ...vvvviiivenns 35 525 461 $ 339,047
. Issuances of Common Stock: ' « v au
21992 ........ P i ererenaeenear 9502( .. 3
1993 ..ttt fereeemeaneraanaas L 9 367 19
J D L .
Balance December31,1994 ................. 35!544!330 $ 339109

Shares of common stock reserved for issuance under the above descnbed stock benefit plans
were 3,116,680 at December 31,1994.

Directors’ Stock Compensation Plan. In 1991, the Board of Directors approved a Directors’ Stock’
Compensation Plan, which was submitted to and approved by the sharcholders of the Company at the
Annual Meeting held May 20, 1991, subject to regulatory approval. However, the Conipany has not
filed the necessary applications with the New Mexico Commission and the FERC to obtain approval of
the issuance of up to 300,000 shares of common stock under the plan or filed a registration statement
related to the shares to be issued under the plan with the SEC and does not intend to do so at the
current time. A total of 300,000 shares of the Company’s common stock would be reserved for issuance
under the plan if the regulatory approvals are obtained. Issuances at fair market value would be
charged to expense. Under the Plan, this benefit plan would be terminated at the Effective Date.

G. Preferred Stock . o N

The Board of Directors voted to suspend payment of dividends and mandatory sinking fund
payments on the Company’s outstanding cumulative preferred stock commencing with dividends and
sinking fund payments due October 1, 1991. The Company cannot predict when the preferred stock
dividends and sinking fund payments w1ll be resumed, if ever, but such payments are precluded by the
Bankruptcy Code during the Company’s Bankruptey Case (See Note A for the treatment of preferred
stock, including interim payments, under the Plan).

The Company accrued dividends on and increased the balance of preferred stock, redemption
required, with an offsetting decrease to retained earnings for the last two quarters of 1991. No such
dividends have been accrued on preferred stock, redemption not requnred Because of the bankruptey
filing, the Company, beginning with the first quarter of 1992, ceased aécruing any dividends on
preferred stock and climinated the deduction of preferred stock dividend requirements from the
determination of net loss and net loss per weighted average share of common stock outstandmg insofar
as the prefen cd stock is subordinate to unsecured obhgatlons

Under the Company'’s articles of incorporation as of July 1, 1992, the holders of preferred stock
have the right (subject to satisfaction of certain procedural requu’ements) to elect two additional
directors to the Board of Directors. This right has accrued because dividends on the outstanding
preferred stock have accumulated and remained unpaid in a cumulative amount at least equal to four
quarterly dividends. Because preferred stock dividends in an amount equal to twelve full quarterly
dividends are unpaid, the holders of the preferred stock also are entitled to elect the smallest number
of directors necessary to constitute a majority of the full Board of Directors until all dividends of
preferred stock have been fully paid. However, under the Plan, by voting in favor of the Plan, the
preferred sharcholders have waived any right'to elect a majority of the Board of Directors under the
Company’s articles of incorporation. The Company has not received notice of any preferred
shareholder’s desire or intent to exercise the right to elect two additional directors and cannot predict
whether or when any such action might be taken,
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All preferred stock issues (redemption required and redemption not required) are entitled in
preference to common stock, to $100 per share plus accrued dividends, upon involuntary liquidation.
All issues are entitled to an amount per share equal to the applicable optional redemption price plus
accrued dividends, upon voluntary liquidation. " ‘

" L]

Following is a summary of cumulative per share dividends in arrears and cumulative dividends
in arrears of issued and outstanding preferred stock, as of December 31, 1994, calculated according to
the terms of the preferred stock: i ‘ : ‘

Cumulative
Per Share Cumulative
Dividends Dividends
. \ in Arrcars in Arrears |
. (In thousands)
Preferred Stock, Redemption Required:
kY 0 ,
$10.756 Dividend ..............ocn $37.63 $ 1,957
$ 8.44 Dividend ..... Yreaeees civen 29.54 2,883
$ 895 Dividend ..............0.0 31.33 2,820 .
$10.125 Dividend ................. 35.44 3,644
$11.375 Dividend ............ feeuns 39.81 | 11,943
‘ o ‘ ‘ ' . X 23,147
Preferred Stock, Redemption not Required:
$ 4.50 Dividend ...... Creereesanee $15.75 $ 236
$ 4.12 Dividend ...........0..00n 14.42 216
$ 472 Dividend ..............0ihn 16.52 330
$ 456 Dividend ..............000, 15.96 638
$ 824 Dividend ...............c.0 . 28.84 . 1,513

Preferred Stock, Redemption Required. Following is a summary of issued and outstanding
preferred stock, redemption required: o

Optional
Redemption
Price Per
Share at
‘ ' December 31,
s Shares Amount B 1994
(In thousands) .,
$10.75 Dividend .............. 52,000 $ 5,200 $102.50
$ 8.44 Dividend .............. 97,600 9,760 . 102,11 .
$ 8.95 Dividend .............. 90,000, ‘ 9,000 . 102,24
$10.125 Dividend .............. 100,000 10,000 100.00 .
$11.375 Diyidend ........... Pes 300,000 . 30,000 . 100.00 .
639,600 63,960
Accrued dividends in
QITEAIS . ..vveeneroacecrancns 3,306 "
§ 67!266 . l

Each series of preferred stock, redemption required, is entitled to the benefits of ils respective
annual sinking fund which requires redemptions of a specified number of shares or a percentage of
outstanding shares. The sinking fund redemption price on all series is $100 per share plus accrued
dividends. In addition to required redemptions, each series is redeemable at the option of the
Company at various stated redemption prices.
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Sinking fund requirements for each of the above series are cumulative and, in the event they
are not satisfied at any redemption date; the: Company is restrictéd from paying any dividends on its
common stock (other than dividends paid in shares of common stock or other class of stock ranking
-junior to the preferred stock as to dividends or assets). Sinking fund payments in the following
amounts have been missed: (i) $750,000 (7,500 shares at $100 per share) due each of October 1, 1991,
QOctober-1, 1992, October 1, 1993 and October 1, 1994 on.the Company’s $8.95 Dividend Preferred
Stock; (ii) $600,000 (6,000 shares at $100 per share) due each of October 1, 1991, October 1, 1992,
October 1, 1993 and October 1, 1994 on the Company’s $8.44 Dividend Preferred Stock; (iii) $400,000
(4,000 shares at $100 per share) due each of January 1, 1992, January 1, 1993, January 1, 1994 and
January 1, 1995 on the Company’s $10.75 Dividend Preferred Stock; (iv) $10 million (100,000 shares
at $100 per share) due ecach of July.1, 1992, July 1, 1993 and July 1, 1994 on the Company’s $11.375
Dividend Preferred Stock and (v) $5 million (50,000 shares at $100 per share) due each of July 1, 1992
and July 1, 1993 on the Company’s $10.125 Dividend Preferred Stock. At December 31, 1994 the total
arrearage of mandatory sinking fund payments is $46.6 million.

The aggregate contractual amounts of the above preferred stock rcqunred to be redeemed for

each of the next five years are $1.75 mllhon per year., N

Preferred Stock, Redemption not Requtred. Following is a summary of preferred stock issued
and outstanding at December 31, 1994 which is not redeemable except at the option of the Company:

Optional
“a s Redemption
Price Per
Shares Amount ‘Share
: (In thousands)
$4.50 Dividend ......... Creseenn . 15,000 $ 1,634 $109.00
$4.12Dividend ................. 15,000 1,606 103.98
$4.72 Dividend ................. 20,000 2,001 104.00
$4.56 Dividend ...... PP i, 40, 1000 4,000 100.00
$8.24 Dividend ................. 2 450 5,157 ‘ 101.34
14 2,450 14,198

H.  Obligations Subject to Compromise

Under the Bankruptey Code, certain claims against the Company in existence prior to the
Petition Date are stayed, subject to thelr treatment in the Plan (or another plan of reorganuatlon that
becomes effective). Additional claims, which may also be subject to compromise, have arisen and may
continue to arise subsequent to the Petition Date as a result of rejection of executory contracts,
including the leases related to Palo Verde and other leases, and from the détermination by the
Bankruptcy Court (or as may be agreed Lo by parties in interest) of allowed claims for contingencies
and other dlsputed amounts. In accordance with the SOP 90-7, these claims are reflected at amounts
expected to be allowed by the Bankruptcy Court in the December 31, 1994 and 1993 balance sheets as
“Obligations Subject to Compromise,” which' amounts could dnffer substantially from the settled
amounts. For a description of the treatment of claims under the Plan, see Note A,

The expiration date for filing creditors’ claims against the Company with the Bankruptcy Court
was June 15,1992, As of December 31, 1994, unresolved claims approximate $5.0 billion, reflected by
approximately 350 proofs of claim on file with the Bankruptey Court. There also are approxlmately 50
proofs of claims that do not specify an amount. The Company continues the process of reviewing each
proof of claim to reconéile the claimed amount with the Company’s books and records and believes the
outstanding claimed amounts are grossly overstated prxmanly due to duplicative claims. The
Company’s estimates of the allowed claims as presented in the financial statements are therefore
subject to change based upon the outcome of the Bankruptey Case.
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In late December 1991, the Company ceased paying principal, interest and fees on portions of its
secured and unsecured debt except as described below. As a result, all of the Company’s debt is in
default and will remain so until a plan of reorganization becomes effective pursuant to the Bankruptey
Case. Ordinarily these defaults gencrally would entitle the Company’s creditors to accelerate the
outstanding principal amounts of debt and pursue other remedies available under the applicable
agreecments. As a result of the automatic stay imposed by the provisions of the Bankruptey Code,
however, such creditors generally are prevented from taking ‘any action to collect such amounts or
pursue any remedies against the Company other than through the Bankruptcy Cdse. The terms and
provisions of the Company’s financing arrangements, including the maturity dates, are subject to
modification pursuant to a plan of reorganization that becomes effective in the Bankruptey Case.

In accordance with SOP 90-7, through the Confirmation Date, the Company has been accruing
interest, at contractual non-default rates, only on debt secured by first or second mortgages to the
extent that the value of underlying collateral exceeds the principal amount of First and Second
Mortgage Bonds and no interest was accrued on other debt. As described in Note A, the Plan requires
the. Company to make interim payments representing interest on other debt and such amounts have
been recorded since the Confirmation Date.

Since the Petition Date, the Bankruptey Court has issued various orders authorizing payment
of interest accruing since July 1, 1992 to certain secured creditors. The Company paid approximately
$67.7 million, $64.7 million and $32.5 million for 1994, 1993 and 1992, respectively, in interest on
First and Second Mortgage Bonds of the Company for the peried of July 1, 1992 through December 31,
1994, including those bonds held as security for the Company’s revolving credit facility, described
below, and interest on three series of pollution control bonds. With respect to three series of pollution
control bonds, the Company has reserved its right to repayment from the banks, issuing letters of
credit supporting such bonds of amounts paid to reimburse the banks for interest paid on the bonds
through draws on the letters of credit in the event that the Bankruptcy Court determines the
payments to the banks were payments of unsecured claims. The Plan does not contemplate seeking

~ such a ruling, however. The contractual obligations of the Company’s debt agreements require

principal payments to be made during the next year of approximately $41.5 million; these amounts
are presented as non-current because of the stay as of the Petition Date. Contractual obligations of the
Company’s debt agreements required principal payments in 1994, 1993 and 1992 of approximately
$29.9 million, $26.1 million and $69.7 million, respectively, of which approximately $1.0 million,
$0.9 million and $0.8 million were paid during the same respective périods. Contract non-default
interest expense on unsecured and undersecured debt was approximately $45.7 million, $41.8 million
and $41.1 million for the years ended December 31, 1994, 1993 and 1992, respectively, which has not
been accrued by-the Company. As explained in Note A above, interim payments of approximately
$24.8 million and $10.2 million were accrued in 1994 and 1993, respectively, and.recorded as interest
expense. :

Future contractual minimum annual pi‘incipal requirements on secured and unsecured debt at
December 31, 1994 are as follows (In thousands):

) B 11 T e veeeeees $ 41,411

01| H D e 37,340
‘ L ¥ A AP ' 36,316
1908 .« ottt e e e e 50,580
71 D N 52,550

As of December 31, 1994, approximately $123.0 million remained due on contractual minimum
annual principal reduction requirements for 1992, 1993 and 1994.

The table above does not reflect any of the potential effects upon future contractual debt
requirements that would result from the Plan becoming effective.

»
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R

The following is a summary of obligations subject to compromise:

December 31,
. ’ . 1994 1993
Secured Debt: ~ (In thousands)
First Mortgage Bonds (1) - .
4 5/8% Series, issued 1962, due 1992 ......... v eeeanns feennn $ 10,385 $ 10,385
6 3/4% Series, issued 1968,due 1998 ...........cceiieiane.. 24,800 24,800
T 3/4% Series, issued 1971,due 2001 ................. reeees 15,838 15,838
] 9% Series, issued 1974, due 2004 ..... reereresaasenraaas 20,000 20,000
10 1/2% Series, issued 1975,due 2005 ..........ccovivvnnnn. . 16,000 15,000
8 1/2% Series, issued 1977, due 2007 ...........vvvieevnnn.. 25,000 25,000
9.95% Series, issued 1979,du¢2004 ...............c.00nnn 17,559 17,559
13 1/4% Series, issued 1984,due 1994 ..................... .- 17,700 17,700
11.10% Series, issued 1990, due 2001 ......... e, 153,000 153,000
’ ' e 299,282 299,282
Second Mortgage Bonds (2): ‘ !
11.58% Series, issued 1990,due 1997 ............... verdesa. 35,000 ¢ 35,000
12.63% Series, issued 1990, due 2005 ............... adneenn ' 105,000 105,000
12.02% Series, issued 1991,due 1999 ..........cceviinnnnnn. 25,000 25,000
‘ . 165,000 165,000

Rcv;lying credit facility secured by First and Sccond ‘
Mortgage Bonds, due 1992(3) ........ e eareaenraaes P 150,000 150,000

Pollution Control Bonds (4):
Secured by Second Mortgage Bonds:
Variable rate bonds, due 2014, net of $1,781, 000

ondeposit withtrustee ......oovvvviiiensriniereinnn, - 61,719 -
Variable rate bonds, redeemed July 1, 1994, net of '
$1,740,000 on deposxt withtrustee .............c....... - 61,760 -
Variable rate refunding bonds,due 2014 ............. Cees 37,100 - 37,100
Variable rate refunding bonds,due 2015 ................. 59,235 59,235
: 158,054 158,095
Nuclear fuel financing (5) ............... Cerevperavanennas - . 60,620 60,620
Accruedinterest(6) ........c.ovverennnn. G eeeeanenaas feeeans 46,300 45,654
.., Other ...... ettt e et 13,287 14,654
Total secureddebt ............. i e e 892,543 893,305
Unsecured Debt: ’
Notes payable tobanks (7) ............. e Nereeeanannes 288,416 = 288,416
*  Pollution control bonds, variable rate, refunding bonds,
due2013(4) ...ttt ittt ittt et 33,300 -

Pollution control bonds, variable rate, refunding bonds,
redeemed November 1, 1994, net of $4,041,000 on

deposit withtrustee (4) .....coovvivriiiiininenenns. Ceeeaas - 31,764
Promissorynotedue1992(8) .......cceveirvnneerrrennnnnens 25,000 25,000
Financing obligation Palo Verde Unit2(9) .................... 79,186 79,186
Accrued operating lease cost, Palo Verde g

Units2and3(NoteB) ........iiiiiiiiiiiiiiiinininnans. 177,613 137,734
Capitalized lease obligation, Copper Turbine (10) .............. 8,106 9,061
Prepetition accruedinterest ......ccooiiiviiinnririninannnnns 4,837 « 4,837
Olher ... ..ciiiiiiiiiiiiirrnninanerernennes feserereananoan 28,302 26,012

Total unsecureddebt ............ bereas R Aepeenen - 644,760 602,010
.0 $.1537,303 $ 1,495,315
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: *

(1)

(2),

(3)

"

First Mortgage Bonds

The First Mdrtgage Indenture is sécured by substantially all of the Company’s utility plant.
Under the First Mortgage Indenture the Company may issue bonds to the extent of 60% of the
value of unfunded (as defined in the ;h‘idekntux;e) net additions to the Company’s utility property,

‘provided that earnings available for interest are at least equal to twice the annual interest

requirements on all bonds to be 9utstanding and on all prior lien debt.

The First Mortgage Indentute provides for sinking and improvement funds, except as otherwise
noted, equivalent to 1%, (approximately $1 million at December 31, 1994), of the greatest
aggregate principal amount of such series outstanding prior to a specified date. The Company
has generally satisfied the 1% requirements for such series by relinquishing the right to use a
net amount of additional property for the issuance of the bonds or by purchasing bonds in the
open market. However, this requirement was not met in 1992, 1993 or 1994. With respect to
the 9.95% series, the agreement provides for annual cash payments to the trustee equivalent to
4.25% of the greatest aggregate principal amount of such series outstanding at any one time
prior to a specified date, approximately $1.1 million as of December 31, 1994. With respect to
11.10% series, commencing in June and December 1995, the agreement provides for
semiannual cash payments to the trustee equivalent to 7.14% of the greatest aggregate
principal amount of such series outstanding at any one time prior to a specified date. The
following amounts are contractually due as follows: 1992 — $18.4 million; 1993 ~ $8 million;
1994 — $8 million; 1995 ~ $23.9 million; 1996 — $23.9 million; 1997 — $23.9 million; 1998 —
$47 million; 1999 — $23.7 million. '

Second Mortgage Bonds

'The Second Mortgage Iridenture is secured by substantially all of the Company’s utility plant.
Under the Second Mortgage Indenture the Company may issué bonds on,the basis of 40% of the
value of unfunded (as defined in the Indenture) net additions to the Company’s utility property,
or to the extent of the principal amount of retired bonds. -

“The Second Mortgage Indenture provides for sinking funds. With respect to the 11.58% series,

the agreement provides for annual cash ‘payments ‘to the trustee commencing in December
1994, equivalent to 25% of the greatest aggregate principal amount of such series outstanding

" at any one time prior fo a specified date. With respect to the 12.63% series, the agreement

provides for annual cash payments’to the trustee commencing in December 2001, of a specified
amount. The following approximate amounts are contractually due as follows: 1994 -

© $8.8 million; 1995 —~ $8.8 million; 1996 — $8.8 million; 1997 -$8.8 million; 1999 —$25 million.

L]

Revolving Credit Facility

The Company currently has a total of $150 million of debt outstanding under a revolving credit
facility (the “RCF”). The RCF, which originally involved a syndicate of money center banks,
provided for substantially all of the Compahy’s short-term borrowing prior to the filing of the
bankruptey petition. The RCF became due and payable on January 9, 1992. The RCF is
secured by $50"million of First Mortgage Bonds and $100 million of Second Mortgage Bonds.
Interest on the RCF is calculated at the non-default contract rate, which is the administrating
bank’s current quoted prime rate plus 1%. Interestrate at December 31, 1994 was 9.5%.

{ ! *
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Pollution Control Bonds .

The Company has approximately $193.1 million of tax exempt Pollution Control Bonds
outstanding consisting of four issues, of which three issues aggregating $159.8 million are
secured by Second Mortgage Bonds. Each of the tax exempt issues is credit enhanced by a letter
of credit. Prior to the Petition Date, interest and other payments on the Pollution Control
Bonds were made through draws on the letters of credit, and the Company reimbursed the
letter of credit banks for such draws. Subsequent to the petition filing, interest on all the bonds
has continued to be paid by draws on the letters of credit. The Company has paid a portion of
the resulting reimbursement obligations to the issuing banks on three Pollution Control Bond
issues through interest payments authorized by applicable orders of the Bankruptey Court.

In May 1992, one series of the secured Pollution Control Bonds was accelerated and the létter of
credit supporting such series was drawn upon for the principal and accrued interest,
aggregating approximately $37.9 million. In May 1994, the acceleration was rescinded and
amendments were made to the governing documents related to this series of Pollution Control
Bonds to allow the Bonds to be remarketed during the Company’s Bankruptey Case, at the

~ option of the letter of credit issuer. The amendments also provide for more flexibility in interest

rate features, and a letter of credit issuing bank repurchase option that would be effective at the
Effective Date. The Bonds were remarketed in May 1994. The lefter of credit bank received a
total of approximately $37.1 million in proceeds from the remarketing as reimbursement for the
letter of credit draw upon acceleration. The series of Pollution Control Bonds currently bears
interest at a rate that is repriced weekly. ‘ ' ‘

.

With respect to another series of Pollution Control Bonds, the letter of credit issuer purchased

all of the outstanding bonds of that series. The governing documents related to this series of
Pollution Control Bonds also were amended in May 1994 to allow the Bonds to be remarketed
during the Company’s Bankruptey Case, at the option of the letter of credit issuer. The
amendments also provide for more flexibility in interest rate features and a letter of credit
issuing bank repurchase option that would be effective at the Effective Date. The Bonds
continue to be held by the letter of credit issuer. The series of Pollution Control Bonds currently
bears interest at a rate that is repriced weekly. ’

A third series of Pollution Control Bonds had been remarketed annually in June of each year.
Changes to the governing documents were made effective July 1, 1994, including additional
interest term options and a repurchase option for the letter of credit bank that would be
effective at the Effective Date. The chaniges were made by redeeming the outstanding Bonds in
the series and issuing a new series of Pollution Control Bonds with’ governing documents
containing the new provisions, but otherwise substantially equivalent to the former series. The
new series of Pollution Control Bonds currently bears interest at a rate that is repriced weekly.

The final series of Pollution Control Bonds has been remarketed annually in November of each
year. On November 1, 1994, the outstanding bonds were redeemed and a new series of Pollution
Control Bonds were issued, with modifications similar to the other series of Pollution Control
Bonds. This series also now provides for shorter interest rate periods, which eliminates the
need for annual remarketings, and a repurchase option for the letter of credit bank that would
be effective at the Effective Date. The aggregate principal amount of the bonds issued in the
series was reduced by approximately $2.5 million through the application of proceeds held by
the trustee from the original issuance of the bonds. The new series of Pollution Control Bonds
currently bears interest at a rate that is repriced weekly.

Because of the pendency of the Company’s Bankruptcy Case as well as other defaults, including
the failure of the Company to reimburse the letter of credit issuing banks as described above,
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the bonds are subject to acceleration at any time., In the event that the bonds are accelerated
and redeemed, the tax-advantaged interest rate of the bonds may no longer be available to the
Company. . ‘

0 | y - v

Nuclear Fuel Financing

The Company entered into a nuclear fuel purchase contract with a third party grantor trust,
Rio Grande Resources Trust (“RGRT"), established for the sole purpose of financing the
purchase and enrichment of nuclear fuel for use by the Company at Palo Verde. The aggregate
investment of RGRT is reflected on the Company’s books at December 31, 1994. Prior to the
filing of the Company’s bankruptcy petition, the trust generally financed nuclear fuel and all
costs in connection with the acquisition of the Company’s sharé of nuclear fuel for use at
Palo Verde up to $125 million pursuant to a borrowing facility (contractual interest rate of
9.52% at December 31, 1994) that is supported by a letter of credit facility. The Company had
the option of either paying for the fuel from the trust at the time the fuel was loaded into the
reactor or paying for the fuel at the time heat was generated by the fuel. Prior to the petition
date of the Bankruptey Case, the Company elected to pay for the fuel as the heat was produced
from the fuel; however, no principal payments of any kind are currently being made to the trust
because of the Company’s Bankruptey Case. Since the Company filed its bankruptcy petition,
the Company has not sought to finance its fuel costs from the trust, but has insfead paid for
nuclear fuel with its own funds. The trust contends that it has an enforceable property interest
in Palo Verde nuclear fuel, power, energy and revenues, which the Company is disputing in the

. Bankruptcy Case. The trust and the Company have entered into an interim adequate

protection order in the Bankruptcy Case, which essentially preserves the rights, positions and
arguments of each party, but does not resolve disputes as to the trust’s claims and interests in
property.

Accrued Interest

-t

The amount of accrued interest includes approximately $11.3 million of prepet.ltlon interest.
The remaining amount represents unpaid postpetition interest, primarily from January 9, 1992
through June 30, 1992, ‘ iy

Notes Payable to Banks

]

" : ¥ 4
The amount represents the aggregate amount of draws on letters of credit supporting the sales

and leasebacks of Palo Verde Units 2 and 3. Sce discussion of letters of credit draws at'Note B,

Promissory Note

;4

_ The unsecured note due 1992 has floating rate which was 8.50%.at December 31, 1994.

Financing Obligation, Palo Verde Unit 2

In December 1986, the Company entered into a financing obligation related to one sale and
leaseback transaction involving Palo Verde Unit 2 (see Note B). Semiannual payments
including interest (using an assumed interest rate of 9.01%), which began in July 1987, are
approximately $4.2 million, with the last payment of approximately $2.1 milliop due in July
2013.

Capitalized Lease Obligation, Copper Turbine

In 1980, the Company sold and leased back a turbine and certain other related equipment from
the trust-lessor for a twenty-year perxod thh renewal options for up to seven more years.
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v Semiannual. lease payments, including interest, which began in January 1982, were
, approximately $0.7 million through: January 1991, and approximately $0.9 million thereafter
to July 2000. The effective annual interest rate implicit in this lease is calculated to be 9.6%. A
gain to the Company related to the sale of the turbine to the trust in the amount of
approximately $2.3 million is being amortized to income over the term of the lease. The
Company has paid and currently intends to continue to pay all postpetition lease payments on

« the Copper Lease. -

*
a . ¢

I. Federal Income Taxes

foectlve January 1, 1993, the Company adopted SFAS No. 109 and reported the cumulative
effect of that change, approxxmately $96 million, separately in the December 31, 1993 Statement of
Operations. The charge to operations consisted of the recognition of addltlonal tax benefits and
valuation allowances as follows:

Federal State Total

(In thousands)
kAd(‘iit.ion.al net tax benefits ....... Ceeenn . 9 (153,232) $  (12,230) $ (165,462)
Valuationallowance .................... 219,246 42,260 261,506
Charge to operations ........ SR $ __ 66014 $___30,030 $ 96,044

The tax effects of temporary differences that give rise to significant portions of the deferred tax
assets and deferred tax liabilities at December 31, 1994 and 1993 are presented below »

December 31,
1994 1993
(In thousands)
Deferred tax assets:
Letters of creditdraws :...... e eerealanenereeernnennnns $ 100,946 $ 100,946
Gain on sale and leaseback transactions .................. 48,920 51,430
Accrued lease expense, net of interim payments
(Note A) Lot e ettt e e eanaaanns 62,004 49,929
Accumulated deferred investment tax credits ............. 26,825 24,147
Capital 1eases . ....:iveeereieerneeneroneen, eens 24,815 ' 24,496
Benefits of tax loss carryforwards ................... e 33,670 33,300
Investment tax credit carryforward ...................... 16,444 28,047
Alternative minimum tax credit carryforward ............ 18,120 15,796
L0 1 1T A 80,525 71,666
Total | gross deferred tax assets ......... S 412,269 399,757
Less valuation allowance: ‘ *
Federal ........oiiiiiiiiiiiniiiiiiiieeiineennnns, (221,970)  (223,897)
512 17 . (39,808) (42,318)
' Total valuation allowance ............ e _(261,778) (266,215)
., Netdeferredtaxassets ............... e . 150,491 133,542
‘Deferred tax liabilities:
Plant, principally due to differences in depreciation and
basisdifferences ..........ccviitiiiiiiiiininiiaa, (232,000) (234,783)
Other ...... .. iiiiiiiiiiiiiiiiiniae. Ceeee reeenn (16,597) (22,694)
'Total gross deferred tax liabilities ............. e . (248,597) _(257.477)
Net accumulated deferred income taxes ........... $ _(98106) $(123,935)
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v Upon adoption of SFAS No. 109, a valuation allowance was recorded for deferred tax assets
which may not.be realized, including tak carryforwards that the ‘Company may not utilize before their
expiration. In making such computations, the Company has not assumed the occurrence of future
taxable income. The valuation: allowance decreased by approximately $4.4 million in 1994 and
increased by approximately $4.7 milliondn 1993.

As discussed in Note D, the Company’s income tax provision was calculated under APB Opinion
No. 11 prior to January 1, 1993 and under SFAS No. 109 since that date. The Company recogmzed’
income taxes as follows ’ ¢ P

L *
L

‘ Years Ended Decemher 31; )
oL 1994 . . <1983 - .1992
‘ e ‘ ‘ (In thousands) .

"

- Income tax expense (benefit): . !

| Federal: . e - .

| L Current ...l $ 6320 $ 152563 $ - 31
L Deferred ........ e ieeeneeraaeeaanaas (20,304) (20,345) (1,119)
| . * Investment tax credit amdrtlzatxon ..... (2,838) (2,841) (2,920)

’ T | $ (16822) $ (7933) §$_ (4,008 .
5 State: . - . : o .

' Current ........ocovuenn. e eienaeae $ - $ 3,316 $ 81

v Deferred ...... S O L (364) -~ . (892) ‘224
| eoPotal Lt i, Ceddbennnae eterenn o8 (364) o $0 2 424 $ 305 !

LI uxw' oY o My ’ "4 Y { “ 1

. The 1994.and 1993 current federal inéome, expensé results pnmanly from the payment of
alternatwe minimum tax (‘*AMT”). The deferred federal income tax benefit recorded in 1994 and 1993
includes AMT credits of approximately $8.4 and $15.3 million, respectively. The deferred federal .-
income tax benefit in 1992 pursuant to 'APB Opinion No. 11 arises primarily from differences in’
depreciation methods and-lives. with an associated deferred tax expense of approximately.$10.5 .
million, a deferred fuel revenue tax benefit of ‘approximately $5.2 million and a net operating loss
("NOL”) carryforward tax benefit of approximately $5.8 million. For the year 1994, investment tax
credits (“ITC”) of approximately $2.1 million utilized were recorded as a-reduction to current tax and
included as a deferred tax expense. The 1993 current state income tax expense results from the
settlement of Aruona income tax claims, - . '
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Federal income tax provisions:differ frgm amounts computed by applying the statutory rate of
35% in 1994 and 1993 and 34% in 1992 {o the book loss before federal income'tax as follows: ’

. , ' L Years Ended December 31,
1994 . 1993 . .« - 1992

(In thousands)
Tax benefit computed onloss before cumulative oo
effect of a change in accounting principle at _ , S
statutoryrate .......ciiciiiiiiiriiiiiriineaes $ (15,741) $ (17,426) * $ (10,944
(Increases) decreases in benefits due to: !
Amortization of equity funds used during

construction ..... Tt aanetaenererenenrnenannans - - 1,629
ITC amortization (net of deferred taxes thereon

in1994and1993) .......cciiiiiiiiiinnnn. (1,845) (1,846) (2,920)
Nondeductible reorganizationcosts ............. 3,915 11,745 6,889
Increase inincometaxrate " .........c.ooviunnn.. - 3,403 -~
Other . (3,151) (3,809) . 1,338

¥

- 'Potal federalmcometaxbcneﬁt ................ $_(16,822) $._(7,933) $__(4,008)

I:.ﬂ'ect.xve federalincome tax Lo .
benefitrate ..... e s e e saneee e , 37.4% 15.9% . 12.5%

The Company has approximately $96 million of tax NOL carryforwards, approximately
$16 million of ITC carryforwards and approximately $18 million of AMT credit carryforwards as of
December 31, 1994. The NOL carryforward has been reduced by approximately $19 million of
estimated taxable income for the year ended December 31, 1994, . These carryforwards could be.reduced
or climinated, or the amounts that can be utilized in any year could be limited, if certain events occur as
a part of the Company’s reorganization. .Such events include, but are not limited to, debt forgiveness,
the conversion of debt to equity or change in control of the Company. The occurrence of such events
cannot be predicted and their effects on the Company’s tax attributes, if any; cannot be estimated until a
reorganization plan is consummated. If unused, the NOL carryforwards would expire at'the end of the
years 2005 through 2008, the ITC carryforwards would expire in the years 2001 through 2005 and the
AMT credit carryforwards have an unlimited life. . - Iy ’

. i [ " ' vl L Yo

On August 10, 1993, Presxdent, Clinton sngncd tax legislation whlch among other provisions,
increases the corporate income tax rate to 35% retroactive to January 1, 1993 SFFAS No. 109 requires
that deferred tax liabilities and assets be adjusted in the period of enactment for the effect of an enacted
change in tax laws or rates. The Company recognized a charge to earnings of approxxmately $3.4
million in the third quarter of 1993 to reflect the impact on net accumulated deferred income taxes
related to such increase in the tax rate.

The Bankruptcy Court entered an order on May 10, 1994 approving the terms of a settlement
with the Internal Revenue Service ("IRS”) covering tax periods prior to 1992, pursuant to which the
Company paid approximately $6.2 million, which primarily represents interest.

dJ. Commitments and Contingencies

Cash construction commitments for the Company subsequent to December 31, 1994 are primarily
related to Palo Verde which approximate $39.2 million.
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Sale/Leaseback Indemnification Obligations ,

.
i

Pursuant to the participation agreements and leases entered into in the sale/leaseback
transactions, if the lessors incur additional tax liability or other loss as a résult of federal or state tax
assessments related to the sale/leaseback transaction, the lessors may have claims against the
Company for indemnification. The lessors have filed proofs of claim alleging unliquidated amounts’
owed pursuant to the participation agreements and leases, which may encompass claims for
indemnification. Pursuant to settlement agreements entered into between the Company and the lessors
in connection, with the Plan, the Company’s indemnity obligations related to tax matters genera]ly
would continue in effect following the foectlve Date. (See Note A.)

Arizona Transaction Pz;wzlege ( "Sales”) Tax Indemmﬁcatwn. The Arizona Department of Revenue
("ADR”) conducted an audit of the sales taxes paid on lease payments under the Palo Verde Leases
during the audit period of August 1, 1988 through July 31, 1990. On March 10, 1992, the Company
received copies of Notices of Proposed Assessment issued by the ADR to each of the lessors. On
‘February 22, 1993, the ADR filed Notices of Jeopardy Assessment totaling approximately $7.8 million,
including interest thereon through February 28, 1993, to convert the proposed deficiencies for the audit
period into jeopardy assessments, which are immediately collectible. On February 23, 1993, the ADR.
filed Notices of Tax Lien in the Maricopa County Recorder’s Office and with the Secretary of State of
Arizona against the lessors’ interests in Palo Verde. Although the ADR can take action immediately to
collect, the alleged deficiency from the lessors, the ADR has taken no action in that regard. The ADR
also may assert additional tax deficiencies for the period from August 1, 1990 through 1991, when the
last lease payments were received by the lessors, The lessors can contest both the jeopardy assessment
and the underlying assessment. The Company and the lessors have engaged in settlement discussions
with the ADR and, based on these discussions, the ADR has postponed further action on the
assessments. The Company believes it has made adequate provision in its financial statements for any
indemnification obligations resulting from the claim.

Federal Tax Indemnification. One of the lessors in the sale/leaseback transactions related to Unit
2 of Palo- Verde has notified the Company that the IRS has raised issues, primarily related to
investment tax credit claims by the lessor, regarding the income tax treatment of the sale/leaseback
transactions. The Company estimates that the total amount of potential claims for indemnification
from all lessors related to the issues raised by the IRS could approximate $10 million, exclusive of any
applicable interest, if the IRS prevails. This matter is at a preliminary stage and, although the
Company believes the lessor has meritorious defenses to the IRS’ position, the Company cannot predict
the outcome of the matter or the Company’s liability for any resulting claim for indemnification. The
Company has made no provision in the accompanying financial statements related to this matter.

k3 3
H-

Environmental Matters

The Company is subject to regulation with respect to air, soil and water quality, solid waste
disposal and other, environmental matters by federal, state and local authorities. These duthorities
govern current facility operations and exercise continuing jurisdiction over facility modifications.
Environmental regulations can change at a rapid pace and cannot be predicted with certainty. The
construction of new facilities is subject to standards imposed by environmental regulation and
substantial expenditures may be required to comply with such regulations. Recognition in rates of the
capital expenditures and operating costs incurred in response to environmental. considerations will be
subject to normal regulatory review and standards. The Company analyzes the costs of its obligations
arising from environmental matters on an ongoing basis and believes it has made adequate provision in
its financial statements to meet such obligations.

Clean Air Act. The Clean Air Act Amendments of 1990 (the “Clean Air Act”) established new
regulatory and permitting programs administered by United States Environmental Protection Agency
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(“EPA”) or delegated to state agencies. Many, provisions of the Clean Air Act will affect operations by
electric utilities, including the Company. In particular, the following sections may have a significant
impact on the Company: Title I dealing with nonattainment of national air ambient quality standards,
Title IV dealing with acid rain, and Title V covering operatmg permits. In addition, provisions
addressing mobile sources of pollutants and hazardous air pollutants may have a lesser 1mpact on the
Company's operations, ’ « :

The Company has completed an evaluation of the impact of the Clean Air Act on the Company’s
operations and has instituted a five-year plan in 1993 to implement Clean Air Act requirements on
existing facilities. As part of the plan, the Company will make modifications fo existing facilities at the
Newman Power Station and the Rio Grande Power Station, including modifications to the steam
generators and combustion turbines and the installation of continuous emissions monitoring
equipment. The projected costs of these capital 1mprovements are approxlmately $5 million'over *t,he
five-year period of the plan, - . . .

X

Rio Grande Power Station. The Company notified the New Mexico Environment Department‘

(“NMED?”) of a spill of approximately 510 barrels of fuel oil which occurred at the Rio Grande Power
Station in August 1986. The remedial action plan has been approved, and remediation is progressing.
Clean-up costs are currently estimated to be less than $500,000 to be incurred over the next two to three
years. The New Mexico Water Quality Act provides for a potential penalty of $1,000 for each:day of
violation, which for a five-year period could result in a penalty of approximately $2 million. The
Company has been in close communication with the NMED and does not believe that a penalty of such
magnitude will be assessed. The NMED has filed a proof of claim in the Bankruptcy Case reflecting an
alleged obligation in an unspecified sum based on alleged ground water or soil contamination at the Rio
Grande Power Station. The Company has recorded the estimated clean- up costs, but has made no
provision for any penalty in the accompanying financxal statements,

Col-Tex Refinery Site. In November 1991, the Company was notified by the Texas Natural
Resources Conservation Commission (“TNRCC”) that the Company had been identified as 4 potentially
responsible party ("PRP”) at the Col-Tex Refinery Texas Superfund Site in Colorado City, Mitchell
County, Texas (the “Col-Tex Site”). The State of Texas, on behalf of TNRCC, filed a proof of claim in the
Bankruptcy Case for remediation and overs:ght costs as administrative expenses. In addition, the
following entities filed proofs of claim in the Bankruptcy Case related to potential claims for
contribution in the event any of such entities has liability for remednatlofl and oversight costs of the Col-
Tex Site: ASARCO, Inc., Tesoro Petroleum Company, Fina Oil & Chemical Company and Missouri
Pacific Railroad Company The Bankruptey Court has approved a Joint Motion for Order Approving
the Withdrawal of Proofs of Claim filed by the State of Texas over the objection of Fina Oil. Fina Oil
appealed the Bankruptcy Court’s order. On January 9, 1995, the Bankruptcy Court approved a
settlement agreement between the Company and Fina Oil pursuant to which the Company paid Fina
$50,000 and Fina (i) withdrew its proof of claim related to the Col-Tex Site, (ii) released all claims it
may have against the Company related to the Col-Tex Site, and (iii) withdrew its appeal of the District
Court’s order affirming the withdrawal of the State of ‘Texas’ Proof of Claim. On March 13, 1995,
ASARCO, Inc. filed a notice of withdrawal of its proof of claim. While the protective proofs of claim by
the two other entities remain, the Company believes these parties have incurred mmlmal response
costs. .

PCB Treatment, Inc On or about September 26, 1994, the Company received a request from the
EPA to participate in the remediation of polychlorinated biphenyls (“PCBs”) at two facilitics in Kansas
City, Missouri (the “Facilities”), which had beep operated by PCB Treatment, Inc. (“PTI”). Company
manifests indicate that between 1982 and 1986 the Company sent 23 shipments of PCBs or PCB-
containing electrical equipment ("PCB Equipment”) to PTI, accountmg for approximately 3%, by
weight, of the PCBs and PCB unlpment received by PTI.

« I
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PTI has since discontinued operations and EPA has determined that its abandoned Facilities
require prompt remediation. In resporise to EPA’s request, the Company and other similarly situated
companies met with EPA on October 21, 1994 to discuss PTI's compliance history, EPA’s regulatory
oversight of PTI, the condition of the Facilities, the identity of companies that had sent PCBs to PTI, and
EPA’s legal authority to initiate voluntary or mandatory cleanup.

Based upon current information, it is apparent that more than 1,400 entities sent PCBs to PTI.
The Campany is working informally with other attendees of the October 21 meeting to: (i) investigate
the relationship between PTI, its affiliates and other entities that performed PCB treatment services in
association with PTI; (ii) identify all financially-viable entities that sent PCBs to PTI; (iii) calculate by
volume the quantities of PCBs contributed by the respective entities; and (iv) identify the most efficient
framework for remediating the Facilities. The Company also is evaluating the impact of the
bankruptey filing onsits responsibilities with respect to the Facilities. At this early stage, the Company
is unable to determine the-extent to which it may bear legal liability for the remediation of the
FFacilities, or the amount of any such liability. The Company has made no provision in the
accompanying financial statements related to this matter.

Health Insurance Plan . . | s

The Company maintains a self-insurance program for that portion of health care costs not
covered by insurance. The Company is liable for claims up to $0.1 million per employee or retiree
annually, and aggregate claims up to approximately $7.7 million annually. Self-insurance costs are
accrued based upon the aggregate liability for reported claims and an estimated liability for claims
incurred but not reported of approximately $0.8 million. See Note L for a discussion of SFAS No. 106.

A
1

K. ' Litigation .
Automatic Stay of Litigation Due to Bankruptcy

Upon the filing of the bankruptey petition, the provisions of the Bankruptcy Code operate as a stay
applicable to all entities of, among other things, the commencement or continuation of judicial,
administrative, or other actions or proceedings against the Company that were or could have been
commenced before the bankruptey petition. The stay is subject to certain exceptions, including actions
by governmental units to enforce police or regulatory powers, and the Bankruptey Court has the
discretion to terminate, annul, modify or condition the stay.

Plains Electric Generation and Transmission Cooperative Litigation

On September 21, 1994, the Company and Plains Electric Generation and Transmission
Cooperative, Inc. (“Plains”) entered into a Scttlement Agreement and Release to resolve the disputes
between the two and provide for the dismissal of the lawsuit filed by Plains against the Company in the
United States District Court for the District of New Mexico, Cause No. CIV91-1199. On December 5,
1994, the Bankruptcy Court approved the settlement, which provides for the dismissal with prejudice of
the lawsuit upon the effective date of the Long Term Transmission Agreement between the parties.
Under the Long Term Firm Transmission Agreement, which is subject to FERC approval, Plains will
purchase firm transmission service in New Mexico from the Company for a period of thirty years. The
transmission services would be based upon an annual schedule established by the parties (with the
initial service at 30-35 MW), which can be increased at Plains’ election up to 50 MW over time or
decreased. The Company filed for approval from the FERC on January 13, 1995, but has not yet

received such approval.
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The Company is a party to various other claims, legal actions and complaints, the ultimate
disposition of which, in the opinion of management, will not have a material adverse effect on the
operations or financial position of the Company. ’ ‘

L. Benefit Plans : :

Pension Plan. The Company's Retirement Income Plan (the “Retirement Plan”) covers employees
who have completed one year of service with the Company, are 21 years of age and work at least a
minimum number of hours each year. The Retirement Plan is a qualified noncontributory defined
benefit plan. Upon retirement or death of a vested plan participant, assets of the Retirement Plan are
used to pay benefit obligations under the Retirement Plan. Contributions from the Company are based
on the minimum funding amounts required by the Department of Labor (*DOL”) and IRS under
provisions of the Retirement Plan, as actuarially calculated. The assets of the ‘Retirement Plan are
invested in equity securities, fixed income instruments and cash equivalents and are managed by’
professional investment managers appointed by the Company.

The Company’s Supplemental Retirement and Survivor Income Plan for Key Employees
("SERP")'is a non-qualified, non-funded defined benefit plan which covers certain key employees of the
Company. The pension cost for the SERP is based on substantially the same actuarial methods and
economic assumptions as those used for the Retirement Plan. Pursuant to an order of the Bankruptcy
Court, the Company is authorized to pay and has paid each recipient the lesser of $2,000 per month or
the amount he or she otherwise would have received under the SERP from the Petition Date through-
the end of 1993. Beginning in 1994, the Bankruptey Court authorized the Company to pay cach
recipient the lesser of $5,000 per month or the amount he or she otherwise would have received under
the SERP. The individuals have an unsecured prepetition claim against the Company for any amounts
they would have received in excess of $2,000 per month prior to January 1, 1994 and in excess of $5,000
per month thereafter. Pursuant to the Plan, the SERP would be assumed and the accumulated
deficiencics to certain retirees would be paid. In addition, pursuant to the.Merger Agreement, CSW
would honor the terms of the SERP.

During 1993, the Company entered into early retirement agreements with five senior executives.
The cost of these agreements in excess of amounts previously provided through the Retirement Plan and
SERP was approximately $4 million which was expensed in 1993 and ‘included in the Non-Qualified
Retirement Income Plans below.

Net periodic pension cost for the Retirement Plan and Non-Qualified Retirement Income Plans
under SFAS No. 87, “Employers’ Accounting for Pensions,” is made up of the components listed below
as determined using the projected unit credit actuarial cost method:

o ' Years Ended December 31, . .
v . 1994 1993 1992
(In thousands)

i | b

Service cost for benefits carned during the period ...... . $ 2453 $ 6,114 $ 2,165
Interest cost on projected benefit obligation .. ... e 4,896 4,376 4,235
Actual returnonplanassets ...............c00uvnnn.... . 378 (1,769) (1,914)
, Net amortization and deferral ........ e reeearees P (3,383) (1,245) (653)
Net periodic pension cost recognized ...... P $ 4,344 $ 7,476 $ 3833

The assumed annual discount rates used in determining the nl‘eL periodic bension cost were 7.25%,
8.00% and 7.25% for 1994, 1993 and 1992, respectively. *

The pension cost includes amortization of unrecognized transition obligations over a fifteen-year
period beginning in 1987.
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The funded status of the plans and amount recognized in the-Company’s balance sheets at
December 31, 1994 and 1993 are presented below:

. (DEBTOR IN POSSESSION AS OF JANUARY 8, 1992)
December 31,
1994 1993
Non- ‘ Non-
Qualified Qualificd
) Retirement Retirement  Relirement  Retirement
Income Income Income Income

Plan Plans Plan Plans
(In thousands)

Actuarial present value of benefit obligations: ‘
Vested benefit obligation ............. $(39,205) $ _(7.882) $(41.845) § (7,545)
Accumulated benefit obligation ........ $(41483) $_(9,065) $(44315) $ (8,993)
Projected benefit obligation ........... $ (61,065) $(10,506) $(68,289) §$(10,623)

Plan assetsatfairvalue ................. 43,574 - 43,351 -

Projected benefit obligation in excess of
planassets ................0iiiiiaal (7,491) . (10,506) (14,938) (10,523)

Unrecognized net (gain)/loss from
past experience ..........cceeinvarines . (41) 146 6,414 2,239

Unrecognized prior servicecost .......... 242 @dm 816 (2,096)

Unrecognized transition obligation ....... 2857 .. 304 3,265 348

Accrued pension liability ................ $_(4433) $(10527) $ 54!443) $(10,032)

Actuarial assumptions used in determining the actuanal present value of projected benefit

obhgatlon are as follows: .
DISCOUNEIALE & ruvviviir ittt iiiairseieraeenransonsannannennan 8.50% 7.25%
Rate of increase in compensationlevels ........... P vineee. 5.50% . 6.00%

" Expected long-terim rate of returnonplanassets ........c.00vvinen. 8.60% 8.50%

The Pension Benefit Guaranty Corporation has filed a proof of claim in the amount of
approximately, $5.5 million based, upon an assumed termination of the Retirement -Plan effective
June 15, 1992, The Company has not terminated the Retirement Plan, the- Company has made all
payments necessary to meet funding requirements and has no accumulatcd funding deficiency. .,

Other Postretirement Benefits. The Company provides certain health care benefits for retired-
employees and their eligible dependents and life insurance benefits for retired employees only.
Substantially all of the Company’s employees may become eligible for those benefits if they reach

* retirement age while working for the Company. Wt

SFAS No. 106, “Employers’ Accounting for Postretirement Benefits Other Than Pensions”
(“*SFAS No. 106”), was issued by the Financial Accounting Standards Board in December 1990. SFAS
No. 106 requires a change from the pay-as-you-go accounting method for these postretirement benefits
to the accrual accounting method, effective for fiscal years beginning after December 15, 1992. The
Company adopted SIFAS No. 106 as of January 1, 1993.

The accrual accounting method recognizes the, costs of postretirement benefits other than
pensions over the years of service of employees, rather than when the benefits are paid out after the
employee retires. The Company has elected to amortize the transition obligation at January 1, 1993 of
approximately $43.4 million over 20 years.
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Net periodic postretirement benéfit cost is made up of the components listed below: «

L

Years Ended December 31

‘ per o1,
. | 1994 1993
‘ o (In thousands)
Service cost for benefits earned during the period ......... $ 2,064 $ 1,564
Interest cost on accumulated postretirement
‘ benefit obligation ..,.,....... semarenea ereeeeeeenas 3,909 3,425
Amortization of transition obligation . .................... : 2,172 2,172
Amortization of (ain)/10Ss .« . ... vt ittt e, 103 —_
Net periodic postretirement benefitscosts ................ t$. 8248 $__ 7161
e e, s K v
- The funded status of the plan and amount recognized in the Company’s balance sheet at
Decémber 31, 1994 and 1993 are presented below: W e , -
- ' 0 ¢ g ! ’ , k:' Y w‘-‘n I N ’ ar
) ' ( December 31,
- - 1994 1993

(In thousands)
. o G oF
. Actuarial present value of postretirement

. benefit obligation: -

A ¢ . S L
" Accumulated postretirement benefit . PR
obligation: SR : ) '
* Retirees :........ .. e tatmsantceeeannnnnns $ (22,157) ' ¢ (23,358)
Actives ................ e iereiaenaaes Cereeenaees (25,010) (30,008)
" v' I L [ ’ r av . ‘ . LI - r" o * 2" (47,167) S (53,366)
Plan assets at fair value ........... e ierraeiienas Ceeeas —- Ve s
Accumulated postretirement benefit .
. obligation inexcessof planassets .............cc.o..... . (47,167) (53,366)
Unrecognized net (gain)/loss from !
pastexperience ............iiiiiiieiiiiiiiaeiia.a.. (5,541) 6,818
Unrecognized transition obligation ................... . 39095 v ' 41,267
Accrued postretirement benefit liability .......... peess U g (181613) ¢ . $_(6281)

For measurement purposes, a 12.3 percent annual rate of increase in the per capita cost of covered
health care benefits was assumed for 1995; the rate was assumed % decrehse gradually to 6 pefcent for
2004 and remain'at that level thereafter. The health care cost trénd rate dssumption has a significant
effect on the amounts reported. To illustrate, increasing the' assdmed'héal@h" care cost trend rates by 1
percentage point in each’ycar would increase’ the accumulated postrétiiement -benefit obligation as'of
December 31, 1994 by $6.9 million and the aggregate of the service and interest cost components of net
periodic postretirement benefit cost for the year ended December 31, 1994 by $1.Q(milliq_n. K

" . v & ) ‘ ' ]

* ‘1' . .‘ bl "y

Actuarial assumptions used in determining the actuarial present value’of accumulated

postretirement benefit obligation are as follows: A ‘ e
. . . . . o
s ‘ A 1994 1993
e X o lT W L [ ;! %
Discountrate ........u0 0 eeeu . iviin i, ) 850% 0 7.25% '
; Rate of increase'in compensation levels ' ...“.’.."‘.ﬁ‘.. - 5.50% *° 6.00% e
vee ! 3N coed! Wlyow *

| In 1992, the Company expensed postretirement health care costs, under the pay-as-you-go
method,ofapproximately$0.9"milljon. . I o

LY » " . w K Y
: W - > , ' B .
L a . v = v B " FLANN T 2 e " I
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M. Franchises and Significant Customers . . . : - L
Franchises. The Company’s major. franchnse is thh the City of El Paso, Texas The franchlse
agreement provides an arrangement for the Company’s utilization of public rights of way necessary to
serve its retail customers within the City of El Paso. The franchise with the City of El Paso expires in
March 2001 and does not contain renewal provisions.. The Company is facing serious near:term
challenges in connection with certain of its New Mexico customers, including custorners.within the City.
of Las Cruces and the military installations of White:Sands Missile Range and. Holloman Air Force

Base. . . " L.

.The Company’s franchise with the City of Las Cruces expired in March 1994, and the City-of Las
Cruces is attempting to acquire the Company’s distribution system within the city limits-through
negotiation or condemnation. CSW has stated that this dispute must be favorably and timely resolved
before it will close the Merger. (See Note A.) The Company has continued to provide electric-service to.
customers in the City of Las Cruces, consistent with its view that its right and obligdtion to serve
customers within the City of Las Cruces is derived from the New Mexico Public Utility Act, and other
New Mexico law. The City of Las Cruces has acknowledged this obligation in a press release issued
March 12, 1994. Sales to customers in the City of Las Cruces represented approx1mately 1% of the
Company's operating revenues in 1994,

The City of Las Cruces has authority from the New Mexico State Board of Finance to issue up to
$90 million in revenue bonds to finance a purchase of a distribution system. On August 30, 1994, voters
in the City of Las Cruces approved a resolution in a special election allowing the city government to
proceed with efforts to acquire the distribution facilities of the Company within the city limits by
negotiated purchase or eminent domain. In August of 1994, SPS and the City of Las Cruces entered into
a fifteen-yecar contract for SPS to provide all of the electric power and energy required by the City of Las
Cruces during the term of the contract. The contract becomes effective on the completion of the last of
the (i) acquisition of a distribution system by the City of Las Cruces; (ii) acquisition of the necessary
transmission delivery and back-up agreements by SPS; and (iii) receipt of the -required regulatory
approvals by the City of Las Cruces and SPS. If the specified events are not completed by July 1, 1998,
either SPS or the City of Las Cruces has the right to cancel the contract. On June 6, 1994, the Las
Cruces City Council approved a resolution selecting the proposal of SPS for the provision of operation
and maintenance services for the proposed City of Las Cruces electric distribution system, substations
and associated transmission facilities and authom.mg the staff of the City of Las Cruces to negotiate a
contract with SPS related to such services.

On June 14, 1994, the City of Las Cruces.filed a motion with the Bankruptcy Court to lift the
automatic stay imposed by the bankruptey filing to allow it to (i) commence action against the Company
for failure to pay franchise fees after expiration of the franchise in March 1994; (ii) enter the Company’s
property to conduct an appraisal of the electric distribution system and any suitability studies; (iii) give
notice of intent to file a condemnation action; and (iv) commence state court condemnation proceedings
against the Company to condemn the Company’s distribution system within the Las Cruces city limits.
The Bankruptcy Court granted the City of Las Cruces’ motion to lift the automatic stay, effective
January 1, 1995, to allow the City of Las Cruces to take all legal action and give all notices which the
City of Las Cruces deems appropriate and necessary to become the provider of electric power for the City.
of Las Cruces-and its citizens, specifically including eminent domain proceedings, but excluding the
authority to seek from any court other than the Bankruptcy Court, immediate, actual, physical, .or
constructive possession of the assets the City of Las Cruces seeks to condemn. The Bankruptcy Court
also ordered that any action to collect franchise fees be brought in the Bankruptcy Court. o

The Company believes that New Mexico law does not authorize condemnation of the Company’s

facilities by the City of Las Cruces. The Las Cruces City Council has authorized the filing of a New
Mexico state court declaratory judgment action to “clarify the right of the City to:acquirg (the
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Company’s}] system ” The Company intends to contest the City of Las Cruces’ authority to acquire the
Company’s property and to continue fo challenge in all appropnate forums the City of Las Cruces’
efforts to replace the Company as the provider of electric service in the City of Las Cruces.

The Company believes, that it will either (i) be successful in preventing condemnation and loss of
the City-of Las Cruces’ load, or (ii) if unsuccessful in that effort, the Company will receive just
compensation therefor. Neither of these results would constitute a material loss to the Company. For
this and other reasons, the dispute.with the City of Las Cruces does not, in the Company’s opinion,
constitute a Material Adverse Effect under the Merger Agreement. (See Note A.)

On February 21, 1995, the City of Las Cruces filed its Complaint for Breach of Implied Contract,
Specific Performance, Unjust Enrichment, and Trespass against the Company in the Bankruptey Court.
The City seeks to enforce what it claims are the Company’s continued payment obligations under an
allegedly implied continuation of the municipal franchise ordinance which expired by its own terms on
March 18, 1994.° Alternatively, the City of Las Cruces seeks, the reasonable value of the Company’s use,
occupation and rental of the rights of way or damages for trespass. On March 24, 1995, the Company
filed a motion to dismiss all counts of the City-of Las Cruces’ complamt The Company intends to
vigorously defend agamst the lawsuit., : g

Military Installations. The Company currently provides retail electric service in New Mexico to
the Air Force at Holloman Air Force Base and the Army at White Sands Missile Range. The Company’s
sales to such military bases represented approximately 2% of revenues in 1994, The Company’s right to
provide this service was authorized by the New Mexico Commission in 1956 by the issuarice of a CCN to
the Company. The contract with the Army was due to expire on December 31, 1993-but has been
extended by unilateral action of the Army for an indefinite period. The contract with the Air Force
expired on February 28, 1994. The Company continues to provide the electric service to the Air Force
" and the.Army under state approved tariffs and CCN authority.

‘On June 15, 1993 ‘the Air Force 1ssued a request for proposal ("RFP") to prospectlve electric
utility service providers to provide electric service to Holloman Air Force Base upon expiration of its
service agreement with the Company. The Company submitted its proposal to the Air Force on August
12, 1993 and filed a protest to the issuance and terms of the Air Force’s RFP. The protest was upheld,
but on technical grounds that have allowed the Air Force to proceed with a delayed competitive bidding
process. The Air Force issued a Memorandum requesting that the “best and final offer” of entities
participating in the competitive bid process be submitted no later than May 10, 1994. On June 15, 1994
and December 14, 1994, the Company received letters from the Air Force requesting responses to
certain questions posed by the Air Force. The Company responded to the requests and anticipates that
the Air Force will again request best and final offers prior to awarding the bid..

T

On January 4, 1994, the Company filed an action against the Air Force and related parties in the
United States District Court for the District of New Mexico challenging the authority of the Air Force to
conduct a competitive bidding procedure to determine the provider of electric service to Holloman Air
Force Base. The New Mexico Attorney General intervened in the case on August 15, 1994. The United
States District Court has ruled that it has jurisdiction over the case and, in June 1994, entered an order
denying the Company’s request for a preliminary injunction. The Air Force has not appealed the
jurisdictional ruling and has filed an answer in the case. By a joint motion filed January 27, 1995, the
parties sought and.were granted a stay of proceedings and extension of deadlines on the grounds that

_the parties are engaged in serious settlement negotiations. Pursuant to the order entered I‘ebruary 1,

1995, the parties must complete discovery by July 17, 1995, unless otherwise extended.

The Army has issued a RFP related to the provision of all of the electric service requirements for

White Sands Missile Range. In addition to the Company, three electric cooperatives serve White Sands
Missile Range. Responsesto the request were due February 28, 1995. The Company submitted its
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proposal to the Army on February 28, 1995 and filed a protest to the issuance and terms of the Army’s
RFP. On March 29, 1995, the Army suspended the RFP indéfinitely in response to the Company’s
protest while the Army reviews the RFP in its entirety. The Army stated that the review could take
several months. The Company is of the opinion that the competitive bidding process established by the
request for proposal, as it relates to public utility. providers, would not be permitted pursuant to New
Mexico.and federal law and regulations and intends to contest vigorously the use of the competitive
bidding process. As in the case of electric service for Holloman-Air Force Base, the Company intends to
challenge the process through the New Mexico Commission and the federal courts.

' The Company believes that the procurement of retail electric service by the United States
Department of Defense by competitive bidding procedures is prohibifed by federal procurement law and
that participation by public utilities in this process in an attempt to obtain the right to provide this
retail electric service is contrary to New Mexico law and a violation of the Company’s state-authorized
right to provide this service. On April 1, 1993, the Company filed a Petition for Declaratory Order with
the-New Mexico Commission (Case No. 2505) seeking, among other things, a declaration that the
Company currently is the only public utility authorized under New Mexico utility regulatory law to
offer and provide this particular retail electric service to Holloman Air Force Base and White Sands
Missile Range. The hearing examiner in the case has recommended that the New Mexico Commission
determine that the case is not ripe for determination. In September 1993, the Attorney General of New
Mexico filed exceptions to the hearing examiner’s recommended decision. By order issued February 6,
1995, the New Mexico Commission directed that the record in the case be reopened for the limited
purposes of determining the current status of the case and updating, to the extent necessary, the record
in the case. The hearing examiner has ordered the Company to file a report to update the status of the
competitive bidding process at both military bases. The Company filed its response on March 24, 1995.

The Company believes but can give no assurance that it will continue to provide long-term electric
service to Holloman Air Force Base and White Sands Missile Range. If the Company is unable to do so,
however, the Company will pursue all available regulatory and legal avenues to obtain the appropriate
recovery of its investment related to these customers,

Significant Customers. In 1994, 1993 and 1992, IID, a wholesale customer, accounted for
approximately $51.1 million, $55.0 million and $48.8 million or 9.5%, 10.1% and 9.3%, respectively, of
operating revenue,

During 1994, 1993 and 1992, the Company recorded revenues pursuant to its contract with CFE
in the amount of approximately $42.7 million, $41.9 million and $33.3 million, respectively. The
obligations of CFE under the agreement are subject to continued budgetary authorization by the
Ministry of Programming and Budgeting of Mexico for each calendar year. The amount of capacity in
1992 began at 80 MW and increased to 120-150 MW during 1992 and will continue at that level through
the term of the agreement. The agreement provides for payments to be made by CFE in United States
dollars.
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N. Financial Instruments .

Statement of Financial Accounting Standards No. 107, “Disclosure about Fair Value of Financial
Instruments” (“SFAS No. 107”), requires the Company to disclose estimated fair values for its financial
instruments. The Company has determined that cash and temporary investments, pollution control
bonds trust funds, decommissioning trust funds, its secured and unsecured debt which is included in
liabilities subject to compromise, see Note H, and its preferred stock meet the definition of financial
instruments. Cash and temporary investments and pollution control bonds trust funds carrying
amounts approximate their fair value because of the short-term maturities of the investments.
Decommissioning trust funds are carried at market value. Based on discussion with its financial
advisor in bankruptey, the fair value of the other financial instruments depends upon the terms and
conditions of a consummated plan of reorganization which will resolve certain‘uncertainties described
in Notes A, B, C and H. These uncertainties preclude the Company from detérmining the fair value of
these ﬁnancxal instruments during the pendcncy of its reorganization proceedmgs * :

K]
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0. Selected Quarterly Financial Data (Unaudited)

1994 Quarters = 1993 Quarters
1st 2nd 3rd 4th 1st 2nd 3rd 4th
! » .+ (Inthousands of dollars except for per share data)

[

=

Operating

FEVENUES ......c..es $125476 $138,447 $157448'Y $115380™M% $122236  $184,561 $ 151441 § 135,356
Operating income .... 11,403 17,749 31,347 12,512 4,980 16,499 27,593 15,899
Income (loss)

before reorganization

items and cumulative

effect of a change

in accounting '

principle «veueveen.. (10,699)  (5,044) 9,493 (12,912) (12,443)® 2,835 9,995  (11,648)“
Reorganization ‘

items ..ivereranenss (2,490) (2,128) (2,343) (2,030) (5,292) (3,264) (2,499) (19.539)(6)
Income (loss) before

cumulative effect of

a change in accounting . ‘ ;

principle ..........0 (13,189) (7,172 71,150 (14,942) (17,735) (429) 7,496 (31,187)
Cumulative effect of a : ‘

change in accounting v

principle ........... - - - - (96,044)® - - -
Netincome (loss) ..... (13,189) (7,172) 7,150 (14,942) (113,779) (429) 7,496 (31,187)
Net income (loss) per

weighted average

share of common

stock before cumulative

effect of a change

in accounting :

principle ........... 0.37) (0.20) 0.20 (0.42) (0.50) (0.01) 0.21 (0.88)
Cumulative effect of a

change in accounting

principle per weighted

average share of

commonstock ........ - - - - (2.70) - - -~

(1) Base rate increases, effective July 16, 1994, have been deferred and, therefore, they are not included
in operating revenues.

(2) Reflects a decrease in fuel revenues of approximately $7.5 million due to a change in the calculation
of Texas jurisdictional fuel costs based on the Texas Docket 13966 final order. -

(8) . Reflects the recognition of approximately $7.8 million for the settlement and anticipated settlement
of state income and other tax claims.

(4) Reflects interest payments on unsecured and undersecured debt of approximately $10.2 million.

(5) Reflects the change in accounting for income taxes from the deferred method to the asset and
liability method. See Note L.

(6) Reflects the interim payments or accrual of approximately $13.3 million for fees and expenses. In
addition, reflects interim payments to holde‘rs of the Company’s preferred stock of approximately
$1.4 million. See Note A,

¥ u
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Item9. Changes in and Disagreements with Accountants on Accounting and Finan'ial,
Disclosure

~ »

Not applicable. . -
. .

PART Il and IV ‘ y

0
»

This information set forth in Part Il and Part IV has been omitted from this Annual Report to
Shareholders. :
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-m 6, Selected Financial Data - z; .
As of and for the years ended December 31:
o ‘ 1894 \ 1993 1992 1991 1990
;- ] - ~ .‘\ (In thousands except per share data)
reven €S . curreraenns $ 536 760 n $ *543,594 $ 524,760 $ 462,405 $ 445,309
12:2’325 INCOME oot 73%011 b4, 971 67,036 50,722 . 44,799
»ss before extraordinary item L - ., '
and cumulative effect of a . ’ . P
change in accounting ~*- - ' cr "' .
prmc{fgle LC.C.O.U' vee g ........ (28,153) (41,855) (28,180) (266,912) 2 (21,864)
:traordinary item ......c0e0ns - - - (289,102) & -
imulative effect of a change in , ‘
accounting principle ......... - (96,044) 4 - - -
st loss per weighted average "
share of common stock:
Lossbefore extraordmary ,
item and cumulative effect
of a change in accomtmg "
principle ..:......0 ..., " (0.79) " (1.18), (0.79) (7.75) @ _(0.96)
Extraordinaryitem ........ TV N - e L (8.14)® -
Cumulative effect of a change TS, .
in accounting prmcnple. vees B - 2(2.70) (4) 2 iaale o - -
nal assets .oo..ovteentoast.... o 1,730,851 1,715,406 - " 1,702,778 1,566,281 (& 1,901,928
dditions to utility plant *y — . .o
before allowance for,equxty L S e . . .
funds used for construction ..., * 60,113 58,215 60,570 63,394 - 80,139-
hligations SUbJecL to , - - A . . e , . )
compromise ...... e, . 1,537,308 1,495,316 . 1,440,968 . . ~— -
cbtindefault ..... U R - . - ., .1,286,703 -
»ng-term, financing and’ T © S D
capital lease obhgatxons ...... e - - - - 798,111
~eferred stock - , - -
redemption required .. ........ . : 67,266 (1) 67,266 (D 67,266 (D 67,266 (M 79,360
ymmon stock equity (deficit) ... + (385,966) ’g' (357,463) (220,508) (191,434) 371,690

) Reflects a decrease in fuel revenues due to a change in the calculation of Texas Jjurisdictional fuel costs based
on the Texas Docket 13966 Final Order af approximately $7.5 million and lower contract demand revenues
from TNP. In addition, increases in base rates, effective July 16, 1994, have been deferred and, therefore, they

are not included in operating revenues.

Includes approximately $221.1 million after-tax loss attributable to letters of credit draws and approximately

$25.2 million after-tax write-off primarily for regulatory disallowance in Texas Docket 9945.
*  Reflects the after-tax effect resulting from the discontinuance of the application of SFAS No. 71.
) Reflects the change in accountmg for income taxes due to the implementation of SFAS No. 109.

+ Increase from 1991 primarily is due to increase in cash and temporary investment which results' from the

nonpayment of interest and Palo Verde lease costs.
Decrease from 1990 primarily is due to the write-off of regulatory assets.
Includes approximately $3 3 million ofdlvxdends in arrears.

The selected financial data should be read in conjunction with Item 7, "Management's Discussion and
.alysis of Financial Condition and Results of Operations,” and ltem 8, “Financial Statements and Supplementary

ta,” below.

.
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Item 7. Management's Discussion and Analysis of Vinancijal Conditi\gé;an‘d Results of ~, .
Operations® : : T ‘
Liquidity and Capital Resources ™ -+, ' . N
el . 4 oA b )
Overview RS
- Y - _1" ~ !
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. The Company filed a petition under Chapter 1!1 of the Bankruptey Co&g on Jan‘uary 8, 1992 and
has continued operations as deblor-in-possession. For a number of years prior to the petition filing,
the Company was dependent on external financing through the capital markets for liquidity nceds. As
a result of the filing of the Bankruptcy Case and related cessation or limitation of payments on certain
of the Company’s financial arrangements, the Company has gencrated sufficient funds'internally to
meet its liquidity needs from 1992 through 1994. At December 31,"1994, the Company had
approximately $209 million in cash and temporary investments. '

, £

The Company has paidinterest at contractual non-default rates on its First and Second Mortgage *
. Bonds, on its RCF, which is secured by pledged First and Second Mortgage Bonds, and on three series *

of pollution control bonds, which are secured by pledged Second Mortgage Bonds, from Jnly 1, 1992
through the current date pursuant to applicable orders of the Bankruptcy Court. As'discussed below
in "Obligations Subject to Compromise,” the Company expects to continue such payments. As
discussed in Part I, Item 1, "Business — Bankruptcy Proceedings and Proposed Merger with CSW —
Treatment of Claims Under the Plan” and in “Obligations Subject to Compromise™ below, pursuant to
the requirements under the Plan, at the Confirmation Date, the Company made interest and periodic
payments at rates and for periods specified in the Plan to additional clasées“,gf creditors and interest
holders, together with certain fees and expenses for which paymént was provided under the Plan.
Interest payments werc made quarterly to such creditors in 1994, Pursiant-to the Plan, interest
payments will continue to be made to such creditors quarterly and on the Effective Date. In'addition,
periodic payments to holders of the Company’s preferred stock were r,:nade_on:fhé Conﬁx:mgtfion'Date
and quarterly in 1994 and will be made quarterly and on the Effective Daté’pursuant to the Plan.

PN

L

Through December 31, 1994, such payments totaled approximatellv'$105'.1‘5Eillion. The: Company ¥

»

-~

estimates that such interest and periodic payments will be approximately §241 million per quarter },

-

(assuming 90-day LIBOR of 6.5%). . !

[N A
.

s Ve
SR O
.
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Taking into account the estimated payment of the interest and fees pursifant to the Plan; as wel
as expected revenues and projected costs for operations and capital expenditures, the Company expects
its cash balances will decline; however, the Company does not anticipate any requirement for external..
financing until the Bankruptcy Case is concluded. ‘ :

. » . I - A

Obligations Subject to Compromise o o

A a?

4
joue, N
t«_, . h

In late December 1991, the Company ceased paying principal, interest-and fees on portions of its
secured and unsecured debt except as described below. The Company also. failed to make lease
payments of approximately $19.3 million on Palo Verde Units 2 and 3 due January 2, 1992, and on .
January 8, 1992, instituted the Bankruptcy Case. As a result, all of the Company’s debt is in default
and will remain so until a plan of reorganization becomes effective pursuant to the Bankruptcy Case.
Ordinarily, these defaults would entitle the Company's creditors to accelerate the outstanding
principal amounts of debt and pursue other remedies available under the applicable agreements. Asa
result of the automatic stay imposed by the provisions of the Bankruptcy Code, however, such
creditors generally are prevented from taking any action to collect such amounts or pursue any
remedies against the Company other than through the Bankruptcy Case. The terms and provisions of

_the Company's financing arrangements, including the maturity dates, are subject to modification
pursuant to a plan of reorganization that becomes effective in the Bankruptcy Case.

First Mortgage Bonds. The Com;;any has approximately $299.3 million of First Mortgage Bonds
outstanding. The Company has not made either the final maturity principal payment of
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approximately $10.4 million that was due in 1992 or the approximate $7 million in cash sinking fund

payments due in each of 1992, 1993 and 1994 under the Indenture of the First Mortgage Bonds. The

» Company does not anticipate making the approximate $22.9 million cash sinking fund payments due

in 1995. Additionally, the Company has not made approximately $18.2 million in prepetition and

postpetition interest payments accrued through June 30, 1992. Pursuant to applicable Bankruptey

Court orders, the Company is making and cxpects to make monthly interest payments on its First

. Mortgage Bonds through the anticipated effective date of the Plan. Approximately $30 million of
‘ interest accrues annually at the contractual rates on the First Mortgage Bonds outstanding.

Second Mortgage Bonds. The Company has $165 million of Second Mortgage Bonds outstanding.
The Company has not made the approximate $8.8 million in cash sinking fund payment due in 1994
under the Indenture of the Second Mortgage Bonds. The Company does not anlicipate making the
approximate $8.8 million cash sinking fund payment due in 1995. The Company has not made
approximately $11.7 million in prepetition and postpetition interest payments accrued through
June 30, 1992. Pursuant (o applicable Bankruptcy Court orders, the Company is making and expects
to make monthly interest payments on its Second Mortgage Bonds through the anticipated effective
date of the Plan. Approximately $20.3 million of interest accrues annually, based on contract rates, on
the Second Mortgage Bonds outstanding.

Pollution Control Bonds. The Company has approximately $193.1 million of tax exempt
< Pollution Control Bonds outstanding consisting of four issues, of which three issues aggregaling
approximately $159.8 million are secured by Second Mortgage Bonds. Each of the tax exempt issues is
credit enhanced by a letter of credit. Prior to the petition date, interest and other payments on the
Pollution Control Bonds were made through draws on the letters of credit and the Company
reimbursed the letter of credit bank for such draws. Subsequent to the petition filing, interest on all
the bonds has continued to be paid by draws on the letters of credit. The Company has paid a portion of
the resulting reimbursement obligations to the issuing banks on three Pollution Control Bond issues
through interest payments authorized by applicable orders of the Bankruptcy Court. The Company
has not reimbursed the letter of credit banks approximately $7.3 million in prepetition and
postpetition interest payments accrued and paid through draws on the letters of credit through June
30, 1992 on the three series of Pollution Control Bonds. Additionally, the Company has not
reimbursed the letter of credit bank for approximately $5.3 million in prepetition and postpetition
interest through December 31, 1994 paid on the fourth pollution control issue through draws on the
letter of credit. .

|
. ' |
In May 1992, one series of Pollution Control Bonds was accelerated and the letter of credit ‘
supporiing such series was drawn upon for the principal and accrued interest, aggregating |
approximately $37.9 million. In May 1994, the acceleration was rescinded and amendments were '
made to the governing documents related to this series of Pollution Control Bonds to allow the Bonds
to be remarketed during the Company’s Bankruptcy Case, at the option of the letter.of credit issuer. P
The amendments also provide for more flexibility in interest rate features, and a letter of credit
issuing bank repurchase option that would be effective at the Effective Date of the Plan. The Bonds
were remarketed in May 1994. The letter of credit bank received a total of approximately
$37.1 million in proceeds from the remarketing as reimbursement for the letter of credit draw upon
acceleration. The series of Pollution Control Bonds currently bears interest at a rate that is repriced
weekly.

With respect to a second series of Pollution Control Bonds, the letter of credit issuer purchased all
of the outstanding bonds of that series. The governing documents related to this series of Pollution
Control Bonds also were amended in May 1994 to allow the Bonds to be remarketed during the
Company’s Bankruptey Case, at the option of the letter of credit issuer. The amendments also provide
for more flexibility in interest rate features and a letter of credit issuing bank repurchase option that
would be effective at the Effective Date of the Plan, The Bonds continue to be held by the letter of %
credit issuer. The series of Pollution Control Bonds currently bears interest.at a rate that is repriced
weekly. “ .
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A third series of Pollution Control Bonds had been remarketed annually in June of cach year.
Changes to the governing documents were made effective July 1, 1994, including additional interest
term options and a repurchase option for the letter of credit bank that would be effective at the
Effective Date of the Plan. The changes were made by redeeming the outstanding Bonds in the series
and issuing a new series of Pollution Control Bonds with governing documénts containing the new .
provisions, but otherwise substantially equivalent to the former series. The new series of Pollution
Control Bonds currently bears interest at a rate that is repriced weekly.

The fourth series of Pollution Control Bonds, which were issued in connection with the Four
Corners Plant and which are not secured by Second Mortgage Bonds, had been remarketed annually
in November of each year. On November 1, 1994, the outstanding bonds were redeemed and a new
scries of Pollution Control Bonds, were issued, with modifications similar to the other series of
Pollution Control Bonds. This series also now provides for shorter interest rate periods, which
climinates the nced for annual remarketings, and a repurchase option for the letter of credit bank that
would be effective at the Effective Date of the Plan, The aggregate principal amount of the bonds
issued in the series was reduced by approximately $2.5 million through the application of proceeds
held by the trustee from the original issuance of the bonds. The new series of Pollution Contirol Bonds
currently bears interest at a rate that is repriced weekly.

Because of the pendency of the Company’s Bankruptey Case as well as other defaults, including
the failure of the Company to reimburse the letter of credit issuing banks as described above, the
bonds are subject to acceleration at any time. In the event that the bonds are accelerated and
redeemed, the tax-advantaged interest rate of the bonds may no longer be available to the Company.
The letters of credit that support the Pollution Control Bonds each have expiration dates during 1995.
The Company is discussing the extension of such letters of credit with the issuing banks and believes,
but cannot assure, that the issuing banks will agree to extend the letters of credit into 1996. If the
letters of credit expire, the Pollution Control Bonds would be redeemed through draws on the
applicable letter of credit and the tax-advantaged interest rate of the bonds may no longer be available
to the Company.

RCF. The Company currently has a total of $150 million of debt outstanding under its RCF. The
RCF, which originally involved a syndicate of money center banks, provided for substantially all of the
Company’s short-term borrowing prior to the filing of the bankruptcy petition. The RCF became due
and payable on January 9, 1992. The RCF is secured by $50 million of First Mortgage Bonds and
$100 million of Second Mortgage Bonds. The Company has not paid approximately $7.9 million of
interest accrued through June 30, 1992. Interest on the RCF is calculated at the contract non-default,
rate, which is the administrating bank’s currently quoted prime rate plus 1%. Pursuant to applicable
Bankruptcy Court orders, the Company is making and expects to make monthly interest payments on
the RCF through the anticipated Effective Date.

Palo Verde Leases. The Company has not made lease payments aggregating approximately
$292 million on Palo Verde Units 2 and 3 for the period from January 2, 1992 through January 2,
1995. There would be no obligation to make such paymerits under the Plan. Although the Company
has not been paying postpetition obligations arising under the Palo Verde Leases, except as described
below, the Company has expensed contract rents for financial reporting purposes of approximately
$20.8 million for each quarter. )

Fuel Financing. The Company has a nuclear fuel financing of approximately $60.6 million
secured by nuclear fuel and a note payable of approximately $9.8 million. The Company has not made
payments of any principal on the nuclear fuel financing and note payable since the filing of the
bankruptcy petition. The Company also has not made any interest payments on such amountg
through September 10, 1993. As a result of the confirmation of the Plan, the Company began paying
interest on the nuclear fuel financing and note payable beginning from September 10, 1993 at an
interest rate specified in the Plan, which currently is lower than the contract rate. The total amounts
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of principal and interest payments that came due but were not paid on the nuclear fuel financing and
the note payable totaled $55.6 million at December 31, 1994.

Unsecured Debt. The Company’s unsecured debt consists primarily of: (i) notes payable to banks
of approximately $288.4 million associated with draws on letters of credit related to the Company’s
sale and leaseback transactions for Palo Verde Units 2 and 3; (ii) the series of Pollution Control Bonds
issued in connection with the Four Corners Plant (discussed above) in the amount of $33.3 million (on
which the Company did not make approximately $1.2 million interest payments due each of May 1,
1992 and November 2, 1992 and approximately $700,000 interest payments due on each of May 3,
1993, November 1, 1993, May 1, 1994 and November 1, 1994 as discussed above); (iii) a term loan note
of $25 million; (iv) a capitalized obligation of approximately $79.2 million associated with the
Palo Verde Unit 2 lease; (v) a capitalized obligation of approximately $8.1 million associated with

.another lease; (vi) an approximate $3.5 million obligation related to a terminated fuel oil financing
trust arrangement; and (vii) a $2.5 million obligation related to a guaranty by the Company of a loan
to its Leveraged Employece Stock Ownership Plan. The Company has not made any payments on the
unsecured debt, except for lease payments on the $8.1 million capitalized obligation and payments

. aggregating approximately $2.1 million related to the fuel oil financing in connection with the sale of

a portion of the fuel oil inventory. Subsequent to the confirmation of the Plan, the Company has made
quarterly interest payments on the allowed claims of certain classes of the creditors, including the
unsecured creditors and the class consisting of holders of bonds issued in connection with the
sale/leaseback transactions, as provided for in the Plan.

Preferred Stock Dividends and Sinking Fund Payments

Undér their existing terms, dividends of approximately $1.86 million on the Company’s
outstanding cumulative preferred stock are due each January 1, April 1, July 1 and October 1 and
mandatory sinking fund redemption payments are due on certain series of the Company’s preferred
stock on certain of these quarterly dates, On September 19, 1991, the Board of Directors voted to
suspend payment of dividends and sinking fund payments on the Company’s preferred stock,
commencing with dividend and sinking fund payments due October 1, 1991.. Accordingly, the
Company has defaulted on its obligation to pay all dividends on all such quarterly dates, beginning
October 1, 1991. Sinking fund payments in the following amounts have been missed: (i) $750,000
(7,500 shares at $100 per share) due each of October 1, 1991, October 1, 1992, October 1, 1993 and
October 1, 1994 on the Company’s $8.95 Dividend Preferred Stock; (ii) $600,000 (6,000 shares at $100
per share) due each of October 1, 1991, October 1, 1992, October 1, 1993 and October 1, 1994 on the
" Company’s $8.44 Dividend Preferred Stock; (iii) $400,000 (4,000 shares at $100 per share) due each of
January 1, 1992, January 1, 1993, January 1, 1994 and January 1, 1995 on the Company’s $10.75
Dividend Preferred Stock; (iv) $10 million (100,000 shares at $100 per share) due each of July 1, 1992,
July 1, 1993 and July 1, 1994 on the Company's $11.375 Dividend Preferred Stock and (v) $5 million
(50,000 shares at $100 per share) due each of July 1, 1992 and July 1, 1993 on the Company's
$10.125 Dividend Preferred Stock. At December 31, 1994 the total arrearage of dividends on the
preferred stock is approximately $26.1 and the total arrearage of mandatory sinking fund payments is
$46.6 million. The Company’s aggregate mandatory sinking fund redemption payments due during
1995, mcludmg the $400,000 due on January 1, 1995, is approximately $1.8 million, none of which has
been or is anticipated to be paid.

The Company cannot predict when the preferred stock dividends and sinking fund payments will
be resumed, but such payments are precluded by the Bankruptey Code during the Bankruptcy Case.
Resumption of these payments also will depend on the plan of reorganization ultimately adopted in the
Company's bankruptey case, which could substantially alter or eliminate the rights of the preferred
and common stockholders.
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Operational Challenges
' The Company’s major franchise is with the City of El Paso, Texas. The franchise agreement
provides an arrangement for the Company’s utilization of public rights of way necessary to serve its
retail customers within the City of El Paso. The franchise with the City of El Paso expires in March
2001 and does not contain renewal provisions. The Company is facing serious near term challenges in
connection with certain of its New Mexico customers, including customers within the City of Las
Cruces and the military installations of White Sands Missile Range and Holloman Air Force Base.

City of Las Cruces

The Company's franchise with the City of Las Cruces expired in March 1994, and the City of Las
Cruces is attempting to acquire the Company’s distribution system within the city limits through
negotiation or condemnation. CSW has stated that this dispute must be favorably and timely resolved
before it will close the Merger. See Part I, Item 1, "Business — Bankruptcy Proceedings and Proposed
Merger. with CSW ~ CSW Positions with Respect to the Merger.” The Company has continued to
provide electric service Lo customers in the City of Las Cruces, consistent with its view that its right
and obligation to serve customers within the City of Las Cruces is derived from the New Mexico Public
Utility Act, and other New Mexico law. The City of Las Cruces has acknowledged this obligation in a
press release issued March 12, 1994, Sales to customers in the City of Las Cruces represented
approximately 7% of the Company’s operating revenues in 1994,

The City of Las Cruces has authority from the New Mexico State Board of Finance to issue up to
$90 million in revenue bonds to finance a purchase of a distribution system. On August 30, 1994,
voters in the City of Las Cruces approved a resolution in a special election allowing the city
government to proceed with efforts to acquire the distribution facilities of the Company within the city
limits by negotiated purchase or eminent domain, In August of 1994, SPS and the City of Las Cruces
entered into a fifteen-year contract for SPS to provide all of the electric power and energy required by
the City of Las Cruces during the term of the contract. The contract becomes effective on the
completion of the last of the (i) acquisition of a distribution system by the City of Las Cruces; (ii)
acquisition of the necessary transmission delivery and back-up agreements by SPS; and (iii) receipt of
the required regulatory approvals by the City of Las Cruces and SPS. If the specified events are not
completed by July 1, 1998, either SPS or the City of Las Cruces has the right to cancel the contract. On
June 6, 1994, the Las Cruces City Council approved a resolution selecting the proposal of SPS for the
provision of operation and maintenance services for the proposed City of Las Cruces electric
distribution system, substations and associated transmission facilities and authorizing the staff of the
City of Las Cruces to negotiate a contract with SPS related to such services.

On June 14, 1994, the City of Las Cruces filed a motion with the Bankruptcy Court to lift the
automatic stay imposed by the bankruptey filing to allow it to (i) commence action against the
Company for failure to pay franchise fees after expiration of the franchise in March 1994; (ii) enter the
Company's property Lo conduct an appraisal of the electric distribution system and any suitability
studies; (iii) give notice of intent to file a-condemnation action; and (iv) commence state court
condemnation proceedings against the Company to condemn the Company’s distribution system
within the Las Cruces city limits. The Bankrupley Court granted the City of Las Cruces’ motion to lift
the automatic stay, effective January 1, 1995, to allow the City of Las Cruces to take all legal action
and give all notices which the City of Las Cruces deems appropriate and necessary to become the
provider of electric power for the City of Las Cruces and its citizens, specifically including eminent
domain proceedings, but excluding the authority to seek from any court other than the Bankruptey
Court, immediate, actual, physical, or constructive possession of the assets the City of Las Cruces
seeks to condemn. The Bankruptcy Court also ordered that any actign to collect franchise fees be-
brought in the Bankruptey Court.

The Company believes that New Mexico law does not authorize condemnation of the Company’s
facilities by the City of Las Cruces. The Las Cruces City Council has authorized the filing of a New
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Mexico state court declaratory judgment action to “clarify the right of the City to acquire [the
Company's) system.” The Company intends to contest the City of Las Cruces’ authority to acquire the
Company’s property and to continue to challenge in all appropriate forums the City of Las Cruces’
efforts to replace the Company as the provider of electric service in the City of Las Cruces.

The Company believes that it will either (i) be successful in preventing condemnation and loss
of the City of Las Cruces’ load, or (ii) if unsuccessful in that effort, receive just compensation therefor.
Neither of these results would constitute a material loss to the Company. For this and other reasons,
the dispute with the City of Las Cruces does not, in the Company’s opinion, constitute a Material
Adverse Effect under the Merger Agreement. See Part I, Item 1, “Business-Bankruptcy Proceedings
and Proposed Merger with CSW —CSW Positions With Respect to the Merger.”

On February 21, 1995, the City of Las Cruces filed its Complaint for Breach of Implied Contract,
Specific Performance, Unjust Enrichment, and Trespass against the Company in the Bankruptcy
Court. The City secks to enforce what it claims are the Company's continued payment obligations
under an allegedly implied continuation of the municipal franchise ordinance which expired by its
own terms on March 18, 1994. Alternatively, the City of Las Cruces seeks, the reasonable value of the
Company’s use, occupation and rental of the rights of way or damages for trespass. On March 24,
1995, the Company filed a motion to dismiss all counts of the City of Las Cruces’ complaint. The
Company intends to vigorously defend against the lawsuit.

Military Installations

The Company currently provides retail electric service in New Mexico to the Air Force at
Holloman Air Force Base and the Army at White Sands Missile Range. The Company’s sales to such
military bases represented approximately 2% of revenues in 1994. The Company’s right to provide
this service was authorized by the New Mexico Commission in 1956 by the issuance of a'CCN to the
Company. ‘The contract with the Army was due to expire on December 31, 1993 but has been extended
by unilateral action of the Army for an indefinite period. The contract with the Air Force expired on
February 28, 1994. The Company continues to provide the clectric service to the Air Force and the
Army under state approved tariffs and CCN authority.

On June 15, 1993, the Air Force issued a Request for Proposal ("RFP”) to prospective electric
utility service providers to provide electric service to Holloman Air Force Base upon expiration of its
service agreement with the Company. The Company submitted its proposal to the Air Force on
August 12, 1993 and filed a protest to the issuance and terms of the Air Force’s RFP. The protest was
upheld, but on technical grounds that have allowed the Air Force to proceed with a delayed
competitive bidding process. The Air Force issued a Memorandum requesting that the “best and final
offer” of entities participating in the competitive bid process be submitted no later than May 10, 1994.
On June 15, 1994 and December 14, 1994, the Company received letters from the Air Force requesting
résponses to certain questions posed by the Air Force. The Company responded to the requests and
anticipates that the Air Force will again request best and final offers prior to awarding the bid.

On January 4,-1994, the Company filed an action against the Air Force and related parties in
the United States District Court for the District of New Mexico challenging the authority of the Air
Force to conduct a competitive bidding procedure to determine the provider of electric service to
Holloman Air Force Base. The New Mexico Attorney General intervened in the case on August 15,
1994. The United States District Court has ruled that it has jurisdiction over the case and, in June
1994, entered an order denying the Company's request for a preliminary injunction. The Air Force has
not appealed the jurisdictional ruling and has filed an answer in the case. By a joint motion filed
January 27, 1995, the parties sought and were granted a stay of procecedings and extension of
deadlines.on the grounds that the parties are engaged in serious settlement negotiations. Pursuant to
the order entered February 7, 1995, the parties must complete discovery by July 17, 1995, unless
otherwise extended.

47




The Army has issued a request for proposal related to the provision of all of the electric serviée
requirements for White Sands Missile Range. In addition to the Company, three electric cooperatives
serve White Sands Missile Range. Responses to the request were due February 28, 1995. The
Company submitted its proposal to the Army on February 28, 1995 and filed a protest o the issuance
and terms of the Army’s RFP. On March 29, 1995, the Army suspended the RFP indefinitely in
response to the Company's protest while the Army reviews the RFP in its entirety. The Army stated
that the review could take several months, The Company is of the opinion that the competitive
bidding process established by the request for proposal, as it relates to public utility providers, would
not be permitted pursuant to New Mexico and federal law and regulations and intends to contest
vigorously the use of the competitive bidding process. As in the case of electric service for Holloman
Air Force Base, the Company intends to challenge the process through the New Mexico Commission
and the federal courts.

The Company belicves that the procurement of retail electric service by the United States
Department of Defense by competitive bidding procedures is prohibited by federal procurement law
and that participation by public utilities in this process in an attempt to obtain the right to provide
this retail electric service is contrary to New Mexico law and a violation of the Company's state-
authorized right to provide this service. On April 1, 1993, the Company filed a Petition for
Declaratory Order with the New Mexico Commission (NMPUC Case No. 2505) secking, among other
things, a declaration that the Company currently is the only public utility authorized under New
Mexico utility regulatory law to offer and provide this particular retail electric service to Holloman
Air Force Base and White Sands Missile Range. The hearing examiner in the case has recommended
that the New Mexico Commission determine that the case is not ripe for determination. In September
1993, the Attorney General of New Mexico filed exceptions to the hearing examiner’s recommended
decision. By order issued February 6, 1995, the New Mexico Commission directed that the record in
the case be rcopened for the limited purposes of determining the current status of the case and
updating, to the extent necessary, the record in the case. The hearing examiner has ordered the
Company to file a report to update the status of the competitive bidding process at both military bases.
The Company filed its response on March 24, 1995,

The Company believes but can give no assurance that it will continue to provide long-term
electric service to Holloman Air Force Base and White Sands Missile Range. If the Company is unable
to do so, however, the Company will pursue all available regulatory and legal avenues to obtain the
appropriate recovery of its investment related to these customers.

General Industry

In addition to these specific challenges, the Company faces many of the challenges facing the
electric utility industry as a whole, including competitive factors and the costs of nuclear investment
and decommissioning. The level of competition has increased as a result of changes in federal
regulatory provisions related to transmission practices and independent power production, including
cogeneration projects. The Energy Policy Act includes provisions authorizing the FERC to order
electric utilities to transmit power at wholesale at the request of third parties, such as independent
power producers and other utilities. Implementation of these provisions may involve changes in the
methed of transmission pricing and increcased compliance reporting to the FERC regarding
transmission system availability. State legislatures such as the New Mexico legislature also have
indicated they are considering retail wheeling policies that could result in increases in competition.
The Company believes one benefit of the proposed Merger would be an improved ability to meet these
industry challenges.

Decommissioning costs continue to be significant to the Company. The costs are based on studies
that are updated periodically (generally every three years). The most recent study, dated December
1993, estimates the cost to decommission the Company’s share of Palo Verde to be approximately
$221 million (stated in 1993 dollars). As of December 31, 1994, the Company has accrued
approximately $38.5 million for decommissioning costs and the balance of funds in decommissioning
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trusts established by the Company totaled approximately $20.8 million. The updated studies have
contipually reflected increases in costs to decommission as new developments unfold surrounding the
technical and safety aspects of decommissioning a nuclear facility. Although the Company is funding
and recording costs based on the latest information available, there can be no assurances that
decommissioning costs will not continue to increase in the future. Due to delays in the construction of
nuclear waste storage facilities as a result of opposition at the state and local level to the siting of
facilities, the Company will incur additional costs for the construction and operation of bcmporary or
permanent storage facilities at Palo Verde estimated to be approximately $50 million (stated in 1993
dollars). This amount is included in the $221 million cost estimate set forth above. See Item 8,
“Financial Statements and Supplementary Data — Note E of Notes to Financial Statements.”

The Energy Policy Act also prov1ded for an assessment for the decontamination and
decommissioning of DOE's uranium enrichment facilities. The Company has been advised by APS
that, based on preliminary indications, the annual assessment for Palo Verde is expected to be
approximately $3.0 million for fifteen years, plus increases for inflation. The Company will pay 15.8%
of the annual Palo Verde assessment. The Company has accrued $7.1 million for this assessment as its
portion of the entire assessment, and paid $1.0 million and $0.4 million to APS in 1994 and 1993,
respectively.

. Results of Operations

The Company recorded a net loss of $28.2 million or $.79 per share in 1994, This compares to a
net loss of $137.9 million ($3.88 per share) in 1993 and $28.2 million ($.79 per share) in 1992. The
principal factors giving rise to the loss in 1994 are (i) revenues that are not sufficient to recover fully
the Company’s costs of service and debt service; (ii) increased interest costs resulting from the
confirmation of the Plan in December 1993; and (iii) reorganization expenses incurred in connection
with the Bankruptcy Case. The losses in 1993 and 1992 also resulted from insufficient revenues and
reorganization expenses. Also included in the 1993 and 1992 loss was the recognition of the effects of a
change in accounting principle for income taxes and the write-off of debt issuance costs, respectively.
The Company does not anticipate any significant improvements in results of operations until it
completes a successful reorganization. See Part I, Item 1, “Business — Bankruptcy Proceedings and
Proposed Merger with CSW — Regulatory Aspects of the Plan and Merger” and “~Treatment of Claims
Under the Plan.”

The primary reasons for increases or decreases in revenues, expenses and other items affecting
results of operations for the year ended December 31, 1994 compared to the year ended December 31,
1993, and for the year ended December 31, 1993 compared to the year ended December 31, 1992 are
discussed below.

Operating Revenues

Approximately 61% of the Company’s total revenues for the year ended December 31, 1994 were
generated from sales to Texas retail customers, principally in the City of El Paso, at rates approved by
the Texas Commission. ' Sales to New Mexico retail customers, the largest number of which are in the’
City of Las Cruces and in two major military installations, represent 17% of the Company’s total
revenues for such period. The balance of the Company’s revenues are generated through (i) negotiated
long-term contracts which are approved by the FERC (12% of the Company’s revenues-for such period)
and (ii) sales to CFE and economy energy sales which are based upon current market prices
(collectively, 10% of the Company’s revenues for such period). Sales to (i) residential customers (ii)
small commercial and industrial customers (iii) large commercial and industrial customers and (iv)
public authorities accounted for approximately 35%, 35%, 13% and 17%, respectively, of the
Company's operating revenue from retail sales. In 1994, IID, a wholesale customer, accounted for
9.5% of operating revenues. No retail customer accounted for more than 3% of operating revenues.
See ltem 8, “Financial Statements and Supplementary Data — Note M of Notes to Financial
Statements.” :
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Revenues by quarter typically vary due to changes in climate throughout the year, reflecting
higher temperatures and rate tariffs in the summer months. Traditionally, operating revenucs during
the third quarter (the highest sales quarter) tend to be 20-25% greater than operating revenues
generated during the first quarter (the lowest sales quarter).

Operating revenues in 1994 were 1.3% less than operating revenues reported in 1993, while
operating revenues in 1993 were 3.6% greater than in 1992. The changes in operating revenues were
attributable to the following (In thousands):

1994 versus 1993 1993 versus 1992
Base revenues $ 4,479 $ 16,064
Fuel revenues and economy energy sales (10,930) 13,553
Other (383) (10,783)

$ (6,834) 3 18,834

Base Revenues. Base revenues increased $4.5 million in 1994 compared to 1993. The increase is
largely due to (i) a 2.2% increase in the number of customers served, (ii) record high summer
temperatures, (iii) changes in the Company’s customer sales mix, and (iv) the resumption of operation
‘of a major industrial facility that ceased operating in the first quarter of 1993 following the
bankruptey filing of the prior owner of the facility. These increases were offset in part by a reduction
in sales for resale due to lower contract demand revenues from TNP, The base revenue increase of
$16.1 million in 1993 compared to 1992 is principally the result of (i) increases in total system KWH
sales of approximately 2.9%, (ii) increases in demand and capacity charges to CFE, and (iii) increases .
* in capacily for IID. .

Changes in base rev;:nues and related KWH sales for 1994 compared to 1993 and 1993 compared
to 1992 by customer class are as follows: .

1994 versus 1993 1993 versus 1992

Base Base
Revenues KWH Revenues KWH

Native system:
Residential ' 5.0% 5.1% 0.0% 2.1%
Commercial and industrial - small 5.3 6.1 0.4 3.9
Commercial and industrial - large 9.1 24.9 (6.3) (4.3)
Public authorities 4.8 4.3 (0.4) 3.7

Native system composite 5.5 8.7 (0.6) 1.8

Sales for resale (15.7) (22.5) 114 5.2

- Total system composite 1.0 1.7 1.7 2.9

Total system firm energy saies decreased from 7,432,205 MWH in 1993 to 7,306,666 MWH in
1994. Native system firm sales increased 432,921 MWH over the same time period.

The Company achieved record peak demands in 1994, recording an all-time total system peak
demand of 1,365 MW on June 28, 1994, a 2.2% increase over 1993's record peak of 1,335 MW. The
Company’s 1994 native system peak demand of 1,093 MW on June 27, 1994, which was also a new
record, was a 9.6% increase from the record of 997 MW set in 1993, The new records were the result of
an increase in number of customers and higher than usual temperatures during the summer months.

Although the Company implemented increases in base rales effective July 16, 1994, the

Company has deferred recognition of such revenues and, therefore, they are not included in the above
analysis.
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Fuel Revenues. The changes in fuel revenues are a function of changes in fuel and purchased and
interchanged power expenses since such costs are generally passed through directly to customers.
Fuel revenues decreased $13.5 million in 1994 when compared to 1993 due to (i) decreased fuel costs
that are passed through directly to customers; and (ii) a change in the method of calculating Texas
jurisdictional fuel costs based on the Docket 13966 final order of approximately $7.5 million. Such
decrease was offset in part by increased economy energy sales of approximately $2.6 million.

Fuel revenues increased $15.5 million in 1993 when compared to 1992 due to increased fuel costs
offset by a provision for a potential refund related to the anticipated change in the method of
calculating Texas jurisdictional fuel cost as discussed above. Such increase was offset in part by
decreased economy energy sales of approximately $1.9 million.

Other. The 1993 reduction in other revenues is principally due to the discontinuance of
approximately $11.7 million of surcharges (related to the recovery of regulatory expenses) recorded in
1992,

Fuel and Purchased and Interchanged Power Expenses

The decrease in fuel and purchased and interchanged power expense in 1994 compared to 1993
was due primarily to changes in the fuel mix from higher cost purchased power to gas and nuclear fuel
which decrease was offset in part by increased power production at Palo Verde and at local gas
facilities,

The increase in fuel and purchased and interchanged power expense in 1993 compared to 1992
was due primarily to increased purchased power cost as a result of decreased power production at
Palo Verde and at local gas facilities, and increased unit gas costs.

Operation and Maintenance Expense

Operation and maintenance expense increased in 1994 as a result of (i) increased pension and
benefit expenses of $3.0 million related to increased costs of postretirement benefits, pensions and
other employee benefit plans; (ii) increased Palo Verde costs of approximately $2.2 million; (iii)
increased regulatory expenses of approximately $2.1 million resulting from the rate case ﬁling in
Texas; (iv) increased outside services of approximately $1.9 million primarily due to the reissuance
and the remarketing of several pollution control bonds; (v) an additional provision‘for increased
environmental costs of approximately $1.6 million related to remediation projects at the Company’s
local facilities; and (vi) increased maintenance costs of approximately $1.5 million at one of the
Company’s local generating plants (see "Liquidity and Capital Resources—Obligations Subject to
Compromise”). These increases were offset in part by (i) decreased pensions and benefits due to the
recording of approximately $4.0 million in 1993 for retirement agreements with five former officers
who retired in early 1994; (ii) decreased transmission costs due to a provision of approximately
$1.9 million recorded in 1993 .for the settlement of certain transmission disputes; and (iii) an
additional provision of approximately $1.0 million recordéd in the first quarter of 1993 for
uncollectible amounts,

Operation and maintenance expense increased in 1993 as a result of (i) increased pension and
benefit costs, including an additional expense of $6.3 million in connection with the adoption of SFAS
No. 106 on January 1, 1993 and the recording of approximately $4.0 million for retirement agreements
with five former officers who retired in early 1994; and (ii) the settlement of certain transmission
disputes of approximately $1.9 million in 1993. These increases were offset in part by (i) decreased
outside services resulting from decreased legal costs of approximately $5.0 million; (ii) decreased Palo
Verde costs of approximately $3.6 million; and (iii) a decrease in bad debt expense of approximately
$2.0 million.
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Depreciation and Amortization Expense

Depreciation expense decreased in 1993 compared to 1992 due primarily to a $7.1 million DOE
decommissioning charge reported in 1992 in connection with the Energy Policy Act, with no
comparable adjustment in 1993. The decrease was partially offset by an increase in the Company’s
share of decommissioning expense related to Palo Verde, based on an updated study. For a discussion
of decommissioning costs, see “Operational Challenges — General Industry” above and Item 8,
"Financial Statements and Supplementary Data~Note E of Notes to Financial Statements.”

-

Federal Income Taxes

The Company recorded federal income tax benefits of approximately $16.8 million in 1994. The
increase in tax benefits in 1994 compared to tax benefits of approximately $7.9 million recognized in
1993 results primarily from a decline in nondeductible bankruptcy costs partially offset by a decrease
in pretax losses. '

‘The Company recorded federal income tax benefits of approximately $7.9 million in 1993. The
increase in tax benefits in 1993 compared to tax benefits of approximately $4 million recognized in
1992 results from (i) differences in recognmng income taxes under the provisions of SFAS No. 109 in
1993 as compared to APB Opinion No. 11 in 1992, primarily the recognition of the one percent increase
in the federal income tax rate; (ii) an increase in pre-tax loss, net of non-deductible recorganization
costs; and (iii) other adjustments to deferred taxes.

Taxes Other Than Federal Income Taxes

Taxes other than federal income taxes decreased in 1994 compared to 1993 due primarily to the
accrual of approximately $6.2 million in the first quarter of 1993 for the settlement and anticipated
settlement of state income and other tax claims partially offset by increases in revenue related taxes
and Texas franchise taxes in 1994.

Taxes other than federal income taxes increased in 1993 compared to 1992 due primarily to the
accrual of approximately $6.2 million for the settlement and anticipated settlement of state income
and other tax claims.

Other Income, Net

_ Other income, net in 1994 includes a gain of approximately $2.4 million recognized in the third
quarter of 1994 on the sale of the Company’s interest in Triangle Electric Supply Company.

Other income, net increased in 1993 compared to 1992 due to a gain of approxi;nately
$3.0 million recognized in the second quarter of 1993 for the settlement of civil litigation.

Interest Charges

Interest charges increased in 1994 compared to 1993 primarily due to payments to unsecured and
undersecured creditors pursuant to the Plan. These interim payments, which are recorded as interest
expense, totaled approximately $24.8 million and $10.2 million in 1994 and 1993, respectively. The
increase in interim payments was due Lo increased interest rates and the recording of expenses for a
full year in 1994 versus approximately half a year in 1993.
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Interest charges increased in 1993 compared to 1992 primarily due to payments of approximately
$10.2 million to unsecured and undersecured creditors pursuant to the Plan, as discussed above, and a
$1.6 million charge in 1993 in connection with the settlement and anticipated settlement of state
income and other tax claims as discussed sbove. The increase was partially offset by a reduction in
interest rates on certain secured obligations.

Reorganization Items

Pursuant to the provision of Statement of Position 90-7, “Financial Reporting by Entities in
Reorganization Under the Bankruptcy Code” (“SOP 90-7"), the Company reports net expenses
incurred as a result of the bankruptey proceedings in a separate section in the statements of
operations. The reduction of reorganization items was due to decreased professional fees and other
costs in 1994 compared to 1993 as a result of additional payments in 1993 pursuant to the Plan, and
increased interest earned on accumulated cash in 1994 partially offset by increased periodic payments
to preferred stockholders as provided in the Plan.’

Professional fees and other costs increased in 1993 as a result of additional payments pursuant to
the Plan following the Confirmation Date. This increase was offset as the Company incurred a one-
time write-off in 1992 of debt issuance cost of approximately $13.3 million.

Cumulative Effect of a Change in Accounting Principle

Effective January 1, 1993, the Company began reporting its financial results pursuant to the
provisions of SIFAS No. 109. The standard requires the use of the asset and liability method of
accounting for income taxes as opposed to the deferred method. The Company recognized a charge to
operations in January 1993 of approximately $96 million as a result of adopting SFAS No. 109. The
charge to operations consists of federal income tax benefits of approximately $153.2 million and state
income tax benefits of approximately $12.2 million, less valuation allowances of approximately
$219.2 million and $42.2 million, respectively.

Effects of Inflation

Over the recent past, inflation has been relatively low. As such, its impact to the Company’s
results of operations and financial condition have not been significant.

Environmental Matters

For a discussion of environmental matters, see Part I, Item 1, “Business—Environmental
Matters.”
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INDEPENDENT AUDITORS® REPORT

The Sharcholders and Board of Directors
El Paso Electric Company:

We have audited the financial statements of El Paso Electric Company (a debtor-in-possession as of January 8,
1992) as listed in the accompanying index. 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 generally accepted auditing standards. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of El Paso Electric Company as of December 31, 1994 and 1993, and the results of its operations and its
cash flows for cach of the years in the three-year period ended December 31, 1994 in conformity with generally
accepted accounting principles.

The accompanying financial statements have been prepared assuming that El Paso Electric Company will continue
as a going concern. As discussed in Note A of Notes to Financial Statements, El Paso Electric Company filed a
voluntary petition for reorganization under Chapter 11 of the United States Bankruptcy Code on January 8, 1992.
The Chapter 11 case is administered by the United States Bankruptcy Court for the Western District of Texas. The
Company is operating its business as debtor-in-possession which requires certain of its actions to be approved by the
Bankruptcy Court. The Bankruptcy Court has confirmed the Company’s proposed plan of reorganization which
contemplates the Company would be acquired by Central and South West Corporation. Consummation of the plan
of reorganization is subject to the satisfaction of certain conditions, including numerous regulatory approvals.
Continuation of the Company as a going concern is dependent upon, among other things, the consummation of a
plan of rcorganization, the Company’s ability to generate sufficient cash from operations, most significaritly its
operations which are subject to regulation of the rates it is allowed to charge as described in Note C of Notes to
Financial Statements, and its ability to restructure or obtain financing to meet its obligations. Further, as more fully
described in Notes B, H, J, and K of Notes to Financial Statements, significant claims beyond those reflected as
liabilities in the financial statements at December 31, 1994 have been or may be asserted against the Company. The
validity of these claims, as well as the amount and manner of payment of all valid claims, will ultimately be
determined by the Bankruptcy Court. These matters raise substantial doubt about the Company’s ability to continue
as a going concern. As a result of the reorganization proceedings, the Company may sell or otherwise realize assets
and liquidate or settle liabilitics for amounts other than those reflected in the financial statements. Further, the
consummation of a plan of reorganization could materially changc the amounts currently recorded in the financial
statements, and if no rcorganization plan is consummated, it is possible that the Company’s assets could be
liquidated. The financial statements do not include any adjustments that might result from the outcomé of these
uncertainties.

As discussed in Notes I and L of Notes to Financial Statements, the Company changed its methods of accounting for
income taxes and postretirement benefits other than pensions effective January 1, 1993,

KPMG Pcat Marwick LLP

El Paso, Texas

March 30, 1995 )
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EL PASO ELECTRIC COMPANY

(DEBTOR IN POSSESSION AS OF JANUARY 8, 1992)

BALANCE SHEETS

ASSETS

Utility plant (Notes C, D and E):

Electricplantinservice ..........vvvivereneriennnnncnnennerennes
Less accumulated depreciation and amortization .................
Netplantinservice .......cceiiiiiiiiienirenierrennsnsenas
Constlruction work in progress .......vviiieeenninnsnncneeninnns

Nuclear fuel; includes fuel in process of $10,215,000 and
$9,937,000, respectively ...ttt i
Less accumulated amortization ........cciiiiiiiieiiieiinnen.,
Netnuclearfuel .........cciiiiiiiiiiiiiiieeernnenennnan,

Current assets:
Cash and temporary investments (Note C) ........ccviiiiiinnennn
Accounts receivable, principally trade, net of allowance for
doubtful accounts of $5,923,000 and $6,004,000, respectively ....
Inventories,atcost ...... . iiiiiiiiiii it r it
Prepaymentsandother ....... ...,
Total current assels ......cieveeersnererssascssonascnans

Long-term contract receivable (NoteC) ..................... ...
Deferred charges and otherassets .................ccc0iiiaan.

Total 8SSeLS v .vtiviintireensieeereroenanreseesannasaoas

See accompanying notes Lo [inancial statements.
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December 31,

1994

1993

(In thousands)

$ 1,694,553

$ 1,650,899

419212 381,309
1,275,341 1,269,590
43,712 51,267
92,720 93,909
50,273 41,948
42,447 51,961
1,361,500 1,372,818
208,584 181,086
54,367 54,652
34,327 34,595
11,091 10,035
308,369 280,368
33,603 32,420
27,379 29,800

$ 1,730,851 $ 1715406




ELPASO ELECTRIC COMPANY
. ) (DEBTOR IN POSSESSION ASOFJANUARY 8, 1992)
BALANCE SHEETS
CAPITALIZATION AND LIABILITIES
December 31,

1994 1993
(In thousands)

Capitalization (Notes A, F, G and 1):
Common stock, no par value, 100,000,000 shares authorized.

Issued and outstanding 35,544,330shares ..........cvvvvvvrvnnnn. $ 339,097 $ 339,097
Accumulateddeficil ... ..ttt i i ettt taeae e (724,713) (696,560)
Net unrealized loss on marketable securities, less applicable

income tax benefits of $189,000in 1994 ... ... ..ottt iiiin.. (350) -
Commonstockdeficit ..........coiiiiiiiiiiiiiiiiininnnnnn. (385,966) (357,463)
Preferred stock, cumulative, no par value, 2,000,000 shares authorized:

Redemplionrequired ...........ciiiiiiiiiiiiiiiiiiiininreeennns 67,266 67,266

Redemptionnotrequired ........c.ovviiiininiiiiirrerinennnnncennns 14,198 14,198
Obligations subject to compromise ..........ccvvvveeiiiririnnerennn. 1,537,303 1,495,315

Total capitalization ........ ... iiiiiiiiiiiiiiiriiiinnnnnn. 1,232 801 1,219,316
Current liabilities: ,
Accounts payable, principallytrade ........................ e eieieas 23,015 37,032
CUSLOMIEr AEPOSIES v viietiette et teneranerennranesonnsenrsonees 4,891 4,905
Taxes accrued other than fedsral incometaxes .........vvvvevvvennens 23,427 21,658
Net overcollection of fuel revenues (Note C) ..ovveivinninvinnnrnnnn, 37,207 13,874
Revenues subject to refund (Note C) ...... et teeriieansieree e 11,475 -
Other . .....coivvviennnnn.. et easaerstaaeiateatttattancteenonntanns 9,550 9.408
Total current liabilities .........c.cviiiiiiiiiiirrinninnnnennes 109,565 86,877
Deferred credits and other liabilities: .
Accumulated deferred income taxes (NoteI) ....vvvviiiiiiiinnennen. 98,106 123,935
Accumulated deferred investment tax credit (Notel) .....ovvvvnnn.... 76,642 68,992
Deferred gain on sales and leasebacks (NoteB) ......ccvvvvvvinvnnn... 135,510 142,543
Decommissioning (Note E) ... . i iiiiiiiiiiiiiiiiiiierenneneneens 38,528 30,101
0 11T 39,699 .. 43,642
Total deferred credits and other liabilities ............cc0vvt... 388,485 ° 409,213

Commitments and contingencies (Notes A, B, C,J, Kand L)

‘Total capitalization and liabilities .......................... $ 1,730,851 $ 1715406

Sce accompanying notes to financial statements.

57




EL PASO ELECTRIC COMPANY
(DEBTOR IN POSSESSION AS OF JANUARY 8, 1992)

STATEMENTS OF OPERATIONS

For the years ended December 31, 1994, 1993 and 1992

1994 1993 1992
(InThousands except per share data)
Operating revenues ..ot iii i iaeienreanreanees $536,760 $ 543,694 $524,760
Operating expenses:
peration:
}:uell TR IS R EOASAIEL L LIS R LITEEEEILY 88,893 93,007 Qg,ggg
urchased and interchangedpower ... .................. 29,929 39,997 16,8¢
119,822 133,004 107,698
OLher i e e e e 209,814 206,576 204,334
Ml eNANCE oottt ittt ettt teeeeteeseennsnennnssenes 44,022 39,450 39,351
’l])cprcciation andamortization ............. . ieiennnnnnn. 53,841 53,050 56,869
T
Federal income tax benefits (Notel) ... oviiiia...... (18,234) (10,360) (1,067)
L T 54,484 56,903 50,539
‘ L. 463,749 478,623 457,724
| Operatingincome .........coiiiiiiiiiiiiiiiiiiiiiiinn. 73,011 64,971 67,036
| Otherincome (deductions):
L0 T YT N Y Y A 3,378 2,838 754
Federal income taxes applicable Lo other income (Notel) ...... (516) (831) (343)
2,862 2,007 411
Income beforeinterestcharges ............................ 75,873 66,978 67,447
Interest charges (credits):
Interest ..ottt i i i ittt raas 97,616 82,237 73,176
Other interest capitalized and deferred ...................... (2,581) (3,998) __ (3917
95,035 78,239 69,259
Loss before reorganization items and cumulative effect of
a changein accounting principle ......................... (19.162) (11,261) (1,812)
Reorganization items (expense): ‘
Debtcosts . .uiiueiir i i e e - - (13,264)
Professional feesandother ...............ccoiiiiiiiiinnn. (15,866) (35,150) (20,194)
Interest earned on accumulated cash resulting from
Bankrupleycase .......ciiiiiiiiiiiii i, 7,77 16,152 3,806
Federal income (taxes) benefits applicable to reorganization items 896) (1,596) 3,284
8,991) (30,594) (26,368)
Loss before cumulative effect of a changein
accountingprineiple ....... ...t e, (28,153) (41,855) (28,180) |
.- Cumulative effect of a change in accounting principle . ‘
(Notel) .....oovieeviniiaiiilinnt, P e e — (96,044) — |
Netloss .ouuunirii i i ittt $(28,153) $(137.899) $(28180)

Net loss per weighted average share of common stock: ‘
Loss before cumulative effect of a change in accounting principle $ (079 & (1.18) $ (0.79)
Cumulative effect of a change in accounting principle ......... — (2.70) —

NCLIOSS +nnneen e e e e e e $ (079) 3 (3.88) $ (0.79)

Sce accompanying notes to financial statements.
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- ELPASO ELECTRIC COMPANY
" (DEBTOR IN POSSESSION AS OF JANUARY 8, 1992)
' STATEMENTS OF ACCUMULATED DEFICIT

For the years ended December 31, 1994, 1993 and 1992

1994 1993 1992
(In thousands)
Accumulated deficit at beginning of year ............. $ (696,560) ¢ (558,661) $ (530,481)
Netloss ...ttt ittt it eaneaans (28.153) (137,899) (28,180)
Accumulated deficitatend ofyear ................... $ (724713) $ (696,560) $_(558.661)
Weighted average number of common shares
outstanding ........ . i i 35,544,330 35,539,480 - 35,530,264

Sce accompanying notes to financial statements.




- EL PASO ELECTRIC COMPANY
(DEBTOR IN POSSESSION AS OF JANUARY 8, 1992)
STATEMENTS OF CASH FLOWS

Forthe years ended December 31, 1994, 1993 and 1992

1994 1993 1992
(In thousands)

Cash Flows From Operating Activities: .
Loss before cumulative effect of a change in accounting principle .. ¢ (28,153) $ (41,855)-$ (28,180)
Adjustments for non-cash items from operating activities: ’

Depreciation and amortization .........ccciiiiiiiiiienennnn. 67,189 66,901 69,219
Deferred income taxes and investment tax eredit,net .......... (17,990) (24,077) (4,008)
0 VA T - - 13,264
Otheroperatingactivities .......cvvvriiiiierriirnvennnnenns (5,429) (1,787 (1,784)
Change in: 0
Accountsreceivable ... ... it + 285 (2,756) (1,582)
Inventories .....c.iiiiiiiiii ittt etraatae et 268 1,983 6,090
Prepaymentsandother ...........c00iiiiiiiiinivnninnnnnns (1,056) 1,316 5,815
Long-term contractreceivable ............... .o i i, (1,183) (2,371) (2,850)
Obligations subject to compromise ...........c.cvviviiiinnaan. 42,943 55,214 103,023
Accountspayable .......ciiiiiiiiiii ittt e it (14,017) 10,912 26,119
Netovercollectionof fuelrevenues ....vevviiiineiiernnnenenes <23,333 239 13,635
Revenuessubjecttorefund ........iveeeiiiiiiiiiiiinnnennn, 11,475 - -
Othercurrentliabilities ........c.ciiiiiiiiiiiiieninnnnnnnn. 1,897 (3,152) 14,709
Deferred chargesanderedits ... .....cooiiiiiiiiiiiinnnennnn 8,867 16,637 4,402
Net cash provided by operating activities ............... 88,429 77,204 217,872
Cash Flows From Investing Activities:
Additionstoutilityplant ... ... ittt e e (60,113) (58,215) (60,570) °
Otherinvesting aclivities ......cocvriierrerrrneneereeeeanrerns 137 409 -
Net cash used for investing activities .................... (59,976) (57,806) (60,570)
Cash Flows From Financing Activities:
Redemption of long-term obligations ............cccociiiiiaant, (955) (867) (788)
Other financingaclivities ......ccovriiiiiiiinnnareeerreennnnnns - 20 30
Net cash used for financing activities ................... (955) (847) (758)
Netincrease in cash and temporaryinvestments ............... 27,498 18,651 156,544
Cash and temporary investments at beginning of year .......... 181,086 162,535 5,991
Cash and temporary investments atend of year ................ $ 208584 § 181,086 3 162,535

Supplemental Disclosures of Cash Flow Information:
Cash paid during the year for:

INCOME taXCS it iiierinenneiiiirraraneasscnasassarnsensnss $ 4700 $ 17,064 ¢ -
INLEEESL + v v vvesenee e e eenannesnaeaesaeaneneens VR 92,474 64,712, 32,498
Reorganization items: "

Cash interest received on accumulated cash resulting from
Bankrupley Case ....iiiniiiiei it iiia i 6,802 6,107 3,343
Cash paid for professional feesand other ...............oooie. 26,406 28,531 11,759

See accompanying notes to financial statements.
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EL PASO ELECTRIC COMPANY
(DEBTOR IN POSSESSION ASOF JANUARY 8, 1992)

NOTES TO FINANCIAL STATEMENTS

A. Bankruptey and Going Concern Presentation

On January 8, 1992 (“Petition Date”) El Paso Electric Company (the “Company”) filed a
voluntary petition for reorganization under Chapter 11 of-the United States Bankruptcy Code
(“Bankruptey Code”) in the United States Bankruptcy Court for the Western District of Texas, Austin
Division (the “Bankruptcy Court”). The filing followed an attempt by the Company during 1991 to
negoliate a restructuring of its obligations with its creditors, culminating with the draws in late 1991
on letters of credit related Lo the Company’s sales and leasebacks of portions of its interest in the Palo
Verde Nuclear Generating Station (“Palo Verde”). Since the Petition Date, the Company’s
management has continued to manage the operations and affairs of the Company, subject to the
authority of the Company’s Board of Directors, as debtor in possession. Certain actions of the
Company during the pendency of the bankruptcy proceedings, including, without limitation,
transactions outside of the ordinary course of business, are subject to the approval of the Bankruptcy
Court. On December 8, 1993 (the “Confirmation Date”), the Bankruptcy Court entered an order
confirming the Company’s Modified Third Amended Plan of Reorganization, as corrected through
December 6, 1993 (the “Plan”). The effectiveness of the Plan is subject to satisfying certain condltlons
discussed below

As of January 8, 1992, actions to collect prepetition indebtedness or pursue prepetition claims
were stayed and contractual obligations incurred prepetition may not be enforced against the
Company. The Company has rejected certain execulory contracts and leases as permitted by the
Bankruptcy Code and claims arising from such rejections have been or will be addressed through the
reorganization process. Substantially all liabilities as of the Petition Date would be modified pursuant
to the Plan. (See Note H for a description of estimated liabilities subject to compromise). -

The discussions and descriptions of Company events and the analysis of their potential impact
on financial results herein are premised on the assumption that the Company’s operations will be
maintained within existing financial agreements, as modified by the Plan, and regulatory structures
prior to the effective date of the Plan (“Effective Date”). These financial statements must be read with
the understanding that the Plan, which has been confirmed by the Bankruptey Court, but has not
become effective, will alter, compromise or modify the existing financial and regulatory structures if it
becomes effective. Conditions to the Plan becoming effective exist, as discussed herein. The Company
can give no assurance, that such conditions will be satisfied. In addition, Central and South West
Corporation ("CSW"”) has stated that the Merger (as defined below) is in jeopardy. Accordingly, the
Plan may not become effective. See "CSW Positions with Respect to the Merger,” below. If the Plan
does not become effective, another plan of reorganization also would alter, compromise or modify
existing financial and regulatory structures. See “Alternatives for the Company if the Plan and
Merger Fail,” below. It is therefore not possible at this time to state with certainty the nature or
degree to which the existing financial and regulatory structures will be altered, compromised or
modified. Accordingly, estimates and evaluations based on the historical results of Company
operations could be subject to material changes as a result of the eventual resolution of the case
commenced January 8, 1992 by the Company in the Bankruptcy Court as Case No. 92-10148-FM
("Bankruptcy Case”).

The Company faces many of the challenges facing the electric utility industry as a whole,
including competitive factors and the costs of nuclear investment and decommissioning. The level of
competition has increased as a result of changes in federal regulatory provisions related to
transmission practices and independent power production, including cogeneration projects. The
Energy Policy Act includes provisions authorizing the Federal Energy Regulatory Commission
("FERC") to order electric utilities to transmit power at wholesale at the request of third parties, such
as independent power producers and other utilities. Implementation of these provisions may involve
changes in the method of transmission pricing and increased compliance reporting to the FERC
regarding transmission system availability. State legislatures such as the New Mexico legislature
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- EL PASO ELECTRIC COMPANY
(DEBTOR IN POSSESSION AS OF JANUARY 8, 1992)

' NOTES TO FINANCIAL STATEMENTS

also have indicated they are considering retail wheeling policies that could result in increases in
competition.

r
’

The financial statements have been prepared assuming that the Company will continue as a
going concern. Continuation of the Company as a going concern is dependent upon, among other
things, a plan of reorganization becoming cffective, the Company’s ability to generate sufficient cash
from operations, most significantly its operations whxch are subject to regulation of the rates it is
allowed to charge as described in Note C, and its ability to restructure or obtain refinancing Lo meet its
obligations, Further, as more fully described in Notes B, H, J and K, significant claims beyond those
reflected as Habilities in the financial statements at December 31, 1994 have been asserted against the
Company. The validity of these claims, as well as the amount and manner of payment of all valid
claims, will ultimately be determined by the Bankruptey Court. As a result of the reorganization
proceedings, the Company may sell or otherwise realize assets and liquidate or settle liabilities for
amounts other than those reflected in the financial statements. Further, the effectiveness of a plan of
reorganization could materially change the amounts currently recorded in the financial statements °
and if no reorganization plan becomes effective, it is possible that the Company’s assets could be
liquidated. The financial statements do not include any adjustments that might result from the
outcome of these uncertainties.

The Plan and Proposed Merger
Background

On May §, 1993, as contemplated by an Agreement and Plan of Merger dated May 3, 1993, as
amended (the “Merger Agreement”), the Company filed its Third Amended Plan of Reorganization
and Third Amended Disclosure Statement, which provides for the reorganization of the Company and
its acquisition by CSW, a registered public utility holding company under the Public Utility Holding
Company Act of 1935, as amended (the “PUHCA”). Pursuant to the Merger Agreement and effective
simultaneously with the effectiveness of the Plan, CSW Sub, Inc., a wholly-owned special purpose
subsidiary of CSW ("CSW Sub”), would merge with and into the Company (the "Merger”), and CSW
would become the owner of all of the issued and outstanding shares of common stock of the Company.
The Company would continue to operate as a public utility as a direct, wholly-owned subsidiary of
CSW. The Plan provides for the Company’s creditors and equitly security holders to receive in respect
of their claims, cash, securities of the Company as reorganized (“Reorganized EPE"), and/or securities
of CSW. Certain creditors would have their claims allowed and reinstated pursuant to the Bankruptey
Code. A description of the consideration to be received by all claim holders, including holders of the
Company’s various classes of debt and equity securities, is set forth in "Treatment of Claims Under the
Plan,” below.

After the Confirmation Date, the Company and CSW commenced the process of obtaining the
various regulatory approvals required for consummation of the Plan and the Merger As-set forth
below, CSW has, since September 12, 1994, engaged in conduct and expressed views that cast doubt
upon its intention to close the Merger unless certain matters, including the City of Las Cruces
situation and the situation at Palo Verde are “timely and favorably resolved.” The Company
vigorously disputes that CSW’s positions are supported by the Merger Agreement, and continues to
exert its best efforts to consummate the Merger. See “"CSW Positions with Respect to the Merger,”
below.

Conditions to Effectiveness of the Plan and Merger

'I‘hé Plan and the Merger Agreement specify certain conditions that must be satisfied at or prior
to the Effective Date for the Merger to be consummated and the Plan to become effective. As discussed
below in “Termination of the Merger Agreement,” time periods exist for satisfaction of such
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(DEBTOR IN POSSESSION AS OF JANUARY 8, 1992)

, NOTES TO FINANCIAL STATEMENTS

conditions. Other than certain regulatory or statutory approvals and receipt of investment grade
ratings on certain securities to be issued under the Plan, CSW and the Company may waive all or any
portion of any of the conditions to effectiveness of the Plan and the Merger. The principal conditions
are the receipt by the Company and CSW of certain regulatory approvals and orders, as set forth in
detail in the Merger Agreement. Such regulatory approvals and orders include those of the FERC, the
Securities and Exchange Commission ("SEC”), the Public Utility Commission of Texas (“Texas
Commission”), the New Mexico Public Utility Commission (“New Mexico Commission”) and the
Nuclear Regulatory Commission (“NRC”), as well as determinations under the Hart-Scott Rodino
Antitrust Improvements Act of 1976 ("HSR Act”), and the expiration or termination of waiting periods
specified thereunder. In addition, the Merger Agreement requires that at the time of closing, unless
waived by the affected party or otherwise excused, there be no Material Adverse Effect (including a
Regulatory Material Adverse Effect), as such terms are defined in the Merger Agreement, nor any fact
or circumstance which could reasonably lead to such a Material Adverse Effect. See "CSW Positions
with Respect to the Merger,” below.

Certain of the conditions to the closing of the Merger have already been satisfied or events have
accurred resulting in significant progress toward satisfaction: the Plan was confirmed on December 8,
1993; setllements (which become operative on the LEffective Date) were entered into on November 15,
1993, and thereafter approved by the Bankruptcy Court, resolving the adversary proceeding between
the Company and the Palo Verde lessors and providing for the transfer back to the Company of title to
the leased portions of Palo Verde on the Effective Date; a capital structure for the Company as of the
Effective Date has been designed to meet the requirement for an investment-grade rating from the
rating agencies; and proceedings or reviews are being conducted with respect o rates, public interest
findings and/or approvals of the Merger before the FERC, the Texas Commission, the New Mexico
Commission, the NRC and the SEC. See “Regulatory Aspects of the Plan and Merger,” below. The
Company believes that the requisite regulatory orders and approvals will be obtained. However, the
Company expects that certain of such regulatory orders and approvals will not be final before the
expiration of the initial time period established by the Merger Agreement (i.e., June 8, 1995), and an
agreement with CSW to extend the time to close the Merger may be required pursuant to provisions
therefor in the Merger Agreement. See “Termination of the Mergér Agreement,” below.

CSW Positions with Respect to the Merger

On September 12, 1994, CSW delivered a letter to the Company (the “"September 12 Letter”)
stating that CSW would not close the Merger unless there was (i) a favorable and timely resolution of
. the Company's dispute with the City of Las Cruces involving its municipalization efforts and (ii) a
determination of the significance of the tube-cracking problems at Palo Verde and (see Notes E and
M), both of which would have to be accomplished by the Effective Date. CSW further stated that these
two matters, together with (i) the potential loss of other customers in the Company’s service area,
including the Holloman Air Force Base and the White Sands Missile Range in New Mexico; (ii) Texas
regulatory issues related to rate relief and to approval of the Merger; and (iii) the announced
"comparable transmission service” standard being applied on the Merger by the FERC, place the
completion of the Merger in jeopardy. Further, the September 12 Letier asserted that such matters,
individually and cumulatively, constitute a Material Adverse Effect or failure of other closing
conditions under the Merger Agreement which, unless “timely and favorably resolved” in accordance
with the Merger Agreement, will preclude the closing of the proposed Merger.

On September 16, 1994, the Company responded to CSW’s September 12 Letter, stating that “the
Merger Agreement does not condition CSW’s obligation to close the transaction on either a favorable
resolution of the Las Cruces situation or a determination of the significance, if any, of the Palo Verde
‘problems’.” The Company further disagreed with each of the assertions made by CSW and noted that
CSW's September 12 Letter had inflicted irreparable harm on the Company and the Merger process.
Since Scptember 1994, the parties have exchanged numerous letters regarding interpretations of the
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Merger Agreement and the actions of the parties thereunder. CSW has maintained the positions
stated in its September 12 Letter and also has asserted claims of “loss of value” to the Merger. The
Company has reiterated the views expressed in its September 16, 1994 letter to CSW and does not
believe that CSW's positions are supported by the Merger Agreement.

In view of the repeated assertions by CSW of its intention, under certain circumstances, not to
close the Merger, the Company has retained litigation counsel to advise the Company of its rights and
obligations under the Plan and the Merger Agreement. If CSW attempts to terminate the Merger
Agreement without proper justification or if CSW otherwise breaches the Merger Agreement,
litigation could ensue. The Merger Agreement provides for specific performance as a remedy, and
other damages may be payable in the event of a breach of the Merger Agreement.

Termination of the Merger Agreement

The Merger Agreement provides that it may be terminated (i) by mutual written consent
approved by the Boards of Directors of CSW and the Company, or (ii) by CSW or the Board of Directors
of the Company if the Effective Date has not occurred within 18 months from the Confirmation Date
(i.c., by June 8, 1995) or, if extended by mutual consent, if the Effective Date has not occurred within
24 months of the Confirmation Date (i.e., by December 8, 1995).

-The Merger Agreement also states that CSW may terminate the Merger Agreement by written
notice to the Company’s Board of Directors if:

(i) the Company withdraws or modifies in a manner adverse to CSW its recommendation or
approval of the Plan, the Merger Agreement or the Merger, or approves or recommends a
proposal or acquisition with a party other than CSW or a subsidiary of CSW;

(ii) there is a material breach of any representation, warranty, covenant or agreement of the
Merger Agreement by the Company;

(iii) there is a failure to obtain any required statutory approvals or regulatory determinations
that are conditions to the effectiveness of the Merger;

(iv) the Company files an independent case related to rates before the Texas Commission,
except as permitted by the Merger Agreement; or

(v) there shall exist with respect to Company a Material Adverse Effect or a fact or
circumstance which could reasonably lead to a Material Adverse Effect.

The Merger Agreement states that the Company may terminate the Merger Agreement if any of -
the following events occur:

(i) there is a failure to obtain any required statutory approvals or regulatory determinations
that are conditions to Lthe effectiveness of the Plan and Merger;

(ii) there is a material breach of any representation, warranty, covenant or agreement of the
Merger Agreement by CSW;

(iii) CSW withdraws or modifies in a manner adverse to the Company its recommendation or
approval of Lthe Plan, the Merger Agreement or the Merger;

(iv) the Company determines in accordance with its fiduciary duties as debtor-in-possession to
engage in an acquisition transaction with a party unrelated to CSW; or
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(v) there shall exist with respect to CSW a Material Adverse Effect or a fact or circumstance
that could reasonably lead to a Material Adverse Effect.

Under certain circumstances, termination of the Merger Agreement may result in a $25 million
termination fee payable by one party to the other and the payment by CSW to the Company of certain
interest costs estimated to be approximately $14.6 million as of December 31, 1994, and certain fees
and expenses incurred by the Company pursuant to the Plan. The principal circumstances under
which a $25 million fee may be payable by one party Lo the other party would be (i) the denial by one
party of a request by the other party to extend the termination date for up to six months, where such
request is made because one or more conditions to the Merger Agreement has not been satisfied and
which request states that the requesting party believes in good faith and on reasonable grounds that
such conditions can be satisfied within the requested extension period, i.e., by December 8, 1995; or (ii)
a material breach of a representation, warranty, covenant or agreement by one party that has not been
remedied within ten days after receipt of written notice from the other party.

Alternatives for the Company if the Plan and Merger Fail

If the Plan does not become effective and the confirmation order is vacated, the Company would
consider alternatives to the Merger, including another merger or business combination with an entity
not affiliated with CSW, a stand-alone plan that could involve a restructuring under FERC
jurisdiction or a stand-alone plan under existing regulatory frameworks. Under each of these
alternatives, the treatment of Palo Verde assets and the pending adversary proceeding (see
“Treatment of Palo Verde” below and Note B) may be reevaluated by the Company. In addition, the
Bankruptey Court could allow third parties, including various creditor constituencies and other
interested companies, to file a plan of reorganization that might involve a merger, business
combination or acquisition or conversion of a portion of the Company’s outstanding debt into preferred
or common stock of the Company.

Any plan of reorganization other than the Plan may provide for different securities and
treatments than those provided in the Plan, and could result in lower recoveries for creditors and
interest holders and/or could require larger rate increases than proposed pursuant to the Plan, The
Company cannot predict (i) what the treatment of claims and interests would be under any alternate
plan of reorganization, (ii) in what respects actions proposed under the Plan would be modified, or
(iii) the amount of time or expense that would be required before uny such alternate plan of
reorganization were effective.

Althéugﬂ-the Company believes it is unlikely, if the Merger does not occur and no other-plan of
reorganization proves viable, the Bankruptcy Court could order the liquidation of the Company.

Regulatory Aspects of the Plan and Merger

Consummation of the Plan and Merger is conditioned on receipt of required regulatory
approvals and determinations, including those discussed below. The effectiveness of the Plan is
conditioned upon obtaining Texas and New Mexico orders, including a rate order in Texas,
establishing certain ratemaking, accounting and regulatory treatments, certain of which orders may
be waived by CSW and the Company. No assurances can be given that the respective regulatory
authorities will grant the regulatory approvals and determinations required under the Plan and the
Merger Agreement, or upon what terms or conditions such approvals or determinations might be
given. (See Note C.)

Proposed Texas Regulatory Treatment. 'The effectiveness of the Plan and the Merger is
conditioned upon the receipt by the Company and CSW of the following Texas regulatory approvals
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and determinations unless such conditions are waived by CSW and the Company: (i) a final order of
the Texas Commission authorizing a base rate increase of $25 million to be effective for the Company
in 1994 and authorizing certain ratemaking, accounting and regulatory treatments of the assets,
expenditures, costs and revenues of the Company; (ii) a final order of the Texas Commission to the
effect that the combination of the Company with CSW Sub contemplated under the Plan is in the
public interest and authorizing certain regulatory treatments with respect Lo the combination and (iii)
a final order of the Texas Commission to the effect that the rcacquisition by the Company of the
.previously leased Palo Verde Unit 2 and 3 assets and the ratemaking treatment for the repurchased
assels as plant-in-service in rate base at the original cost less depreciation are in the public interest.
(See Note C.)

New Mexico Regulatory Treatment. The effectiveness of the Plan and the Merger is conditioned
on the receipt by the Company and CSW of the following regulatory approvals and determinations
unless such conditions are waived by CSW and the Company: (i) a final order of the New Mexico
Commission approving the combination of the Company with CSW; (ii) a final order of the New Mexico
Commission authorizing certain ratemaking, accounting and regulatory treatments of the assets,
expenditures, costs and revenues of the Company; (iii) a final order of the New Mexico Commission
authorizing the issuance by the Company of the securities required for the consummation of the Plan;
(iv) a final determination by the New Mexico Commission that none of the transactions between the
Company and CSW contemplated by either the Plan or the Merger Agreement involve a Class 11
transaction (which generally relate to certain investments or transactions with affiliates) or, il a Class
II transaction is involved, a final order of the New Mexico Commission approving a diversification
plan relating Lo the combination of the Company and CSW and the transactions between the Company
and other CSW subsidiaries; and (v) a final determination by the New Mexico Commission that a new
Certificate of Convenience and Necessity (‘CCN”) is not required by the Company as a result of the
transactions between the Company and CSW as contemplated in either the Plan or the Merger
Agreement or, if the New Mexico Commission determines a new CCN is required, a final order issuing
anew CCN to the Company. ' '

The Company and CSW filed an application the ("New Mexico Merger Application”) with the
New Mexico Commission on March 14, 1994, which has been docketed as NMPUC Case No. 2575. The
New Mexico Merger Application requests the New Mexico Commission, to the extent necessary and
appropriate under the law, to approve (i) the acquisition by CSW of the outstanding common stock of
the Company; (ii) the accounting treatment of the Merger; (iii) the reacquisition of portions of Palo -
Verde by the Company and the proposed accounting, regulatory and tax treatment associated with the
reacquisition; and (iv) a General Diversification Plan for the Company for activities that will occur as
a result of the Merger. The New Mexico Merger Application does not include any request related to
the issuance of securities pursuant o the Plan; such request will be included in separate applications
which the Company anticipates will be filed in April 1995,

On May 23, 1994 CSW announced its proposal to freeze base rates at current levels for the New
Mexico jurisdiction following the Effective Date. On August 19, 1994, CSW and the Company filed a
formal statement with the New Mexico Commission, contingent on the closing of the Merger,
committing to the rate freeze proposal. Under the proposal, the Company would not request an
increase in base rates charged to New Mexico customers through 2002 except for a one-time potential
base rate increase of no more than 6% of total New Mexico jurisdictional revenues during the period
1998 to 2002,

FERC. The Company and Central and South West Services, Inc. (“*CSWS”) have applications
pending before the FERC (i) seeking an order from the FERC requiring Southwestern Public Service
Company (“SPS”) to allow the Company and CSW to transmit power across SPS’s transmission system
after the Merger is consummated; (ii) requesting a determination that the Merger is consistent with
the public interest; and (iii) secking approval of an amendment to the CSW System Operating

66




b
ELPASO ELECTRIC COMPANY
(DEBTOR IN POSSESSION AS OF JANUARY 8, 1992)
NOTES TO FINANCIAL STATEMENTS

Agrecment and Lo make the Company a party to the agreement. A FERC order which approves the
Merger and which contains conditions not substantially more onerous than those imposed in recent
FERC orders with respect to mergers involving electric utility companies will meet the requirements
of the Merger Agreement. No assurance can be given that the FERC will grant the required approvals
under the Federal Power Act (“FPA”), when such approvals might be granted, or the terms and
conditions that may be imposed, if conditional approval is granted. .

SEC. Asa registered public utility holding company subject to the PUHCA, CSW is required to
obtain the approval of the SEC prior to consummating the Merger. Under the PULICA, the SEC must
find that after the Merger the Company and CSW will constitute an integrated clectric system. As
noted above, the Company and CSW propose to coordinate their operations by means of transmission
service to be provided by SPS. In the past, the SEC has determined that integration may be clfected by
means of transmission rights on unaffiliated systems. SEC approval will also be required for the
formation of CSW Sub, the issuance of CSW common stock to the holders of the Company’s common
stock and certain creditors, and the issuance of Reorganized EPE's securities Lo holders of the
Company’s securities and certain creditors pursuant to the Plan.

NRC. Approval of the NRC is required for the indirect transfer of control of the Company’s
interest in the Palo Verde operating licenses and amendment of those licenses to delete previously
approved sale/leaseback arrangements,

Other Regulatory Filings. Under the FPA and the Department of Energy Act, the Department
of Energy (“DOE”) must authorize persons to transmit electric energy from the United States. The
Company holds an authorization to transmit electric energy to Comision Federal de Electricidad de
Mexico (“CFE”). Under the Plan, CSW would become the owner of the common stock of the Company.
The DOE requires that notice of a succession of ownership be filed with the DOE. In general, this
notice must be filed at least 30 days prior to the effective date of any succession in ownership. The .
Company intends to file a notice of succession in ownership with the DOE at the appropriate Ltime.

The Company and CSW also must file a notice related to the Merger with the Federal Trade
Commission ("FTC”) and United States Department of Justice (*D0J”) pursuant to the IISR Act. The -
applicable waiting period following such filing must have expired before the Effective Date without an
adverse ruling or other action by the FTC and DOJ with respect to any anticompetitive effect is of the
Merger. The Company intends to file a notice pursuant to the HSR Act at the appropriate time.

Treatment of Palo Verde

Major aspects of the Plan include (i) the rejection of the Company’s leases relating to Palo Verde
(the “Palo Verde Leases”), which extend to the Company’s entire interest in Palo Verde Unit 2,
approximately 40% of the Company’s interest in Palo Verde Unit 3 and approximately one-third of its
interest in the Common Plant; (ii) the resolution of any and all claims relating to such leases by the
agreement that an amount equal to $700 million would be the allowed claim of holders of lease
obligation bonds (which bonds are not reflected in the Company’s financial statements) related to the
Palo Verde Leases and pursuant to seitlement agreements entered into between the Company and the
lessors: (iii) reacquisition of the leased portions of Palo Verde by the Company; and (iv) the Company's
assumption and cure of the ANPP Participation Agreement and related agreements. (See Notes B
and I5.)

Phe treatment of Palo Verde under the Plan constitutes a comprehensive resolution of all aspects
and issues involving the Company’s interest in the plant, from its relationship with the other utility
participants to the treatment of the sale and leaseback transactions. The treatment would resolve an
adversary proceeding pending in the Bankruptey Case pursuant to which the Company sought to
reject the Palo Verde Leases and establish the damages, if any, payable for such rejection. If the Plan
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does not become effective, the Company would have to consider the appropriate treatment of Palo
Verde, including whether to continue the treatment of relevant claims as proposed under the Plan,
propose some other resolution and secttlement with affected parties or pursue the adversary
proceeding.

Treatment of Claims Under the Plan

The Plan generally provides for creditors and interest holders to receive shares of CSW common
stock, cash and/or securities of Reorganized EPE or to have their claims cured and reinstated. Secured
creditors would receive value equal to 100% of their allowed claim in the form of debt securities of
Reorganized EPE and interest on accrued unpaid interest. The trust used to finance nuclear fuel
would receive value equal to 100% of the principal amount of their allowed claim in the form of debt
securitics of Reorganized EPE. Unsecured creditors would receive a combination of debt securities of
Reorganized EPE and CSW common stock in an amount equal to 95.5% of the principal amount of
their allowed claim and interest on such 95.5% amount quarterly through the Effective Date. The
holders of Palo Verde lease obligation bonds would receive 95.5% of the amount of their allowed claim,
which is designated at $700 million, in the form of debt securities of Reorganized EPE and CSW
common stock, and interest on such 95.5% amount quarterly through the Effective Date. Seec
“Preatment of Palo Verde.” Small unsecured creditors would receive 100% of their allowed claim in
cash. Pollution control bonds issued in connection with the Company’s interests in Palo Verde and the
Four Corners Project (“Four Corners”) would be cured and reinstated at the Effective Date and, thus,
would remain outstanding. Preferred shareholders of the Company would receive shares of
Reorganized EPE preferred stock having a value in the amount of $68 million in the aggregate for
their allowed interests:

The issued and oulstanding shares of Company common stock would be converted into CSW
common stock. Outstanding options to purchase Company common stock would be converted into
options to purchase shares of CSW common stock. The conversions would be made at the Effective
Date and would be based on the ratio of the number of shares of CSW common stock credited to the
CSW Common Stock Acquisition Fund (the “Fund”) to the number of outstanding shares of Company
common stock at the Effective Date. The Fund is a tracking mechanism and not an actual escrow or
other repository for funds; no shares of CSW common stock or cash are placed in the Fund.

The actual number of shares of CSW common stock that would be issued to Company
shareholders cannot be finally determined until the Effective Date and the method of conversion
would be as provided in the Merger Agreement and set forth above. In general terms, the number of
shares of CSW common stock credited to the Fund would be based on the sum of (i) the conversion of
the number of shares of Company common stock outistanding at the Confirmation Date
(35,544,330 shares) to CSW common stock, assuming a value of $3.00 per share of Company common
stock and a‘value of $29.4583 per share of CSW common stock, (ii) the conversion of up to $1.50 per
share of Company common stock outstanding at the Confirmation Date as additional consideration
deemed to be realized through the resolution of certain claims and the disposition of certain assets
described in the Merger Agreement, with such conversion based on a value of CSW common stock
equal to $29.4583 for items realized prior to the Confirmation Date and the closing price on the date of
the resolution of such item for items resolved after the Confirmation Date, and (iii) the conversion of
dividends that would be deemed to accrue on the amounts described in (i) and (ii) above from the
Confirmation Date or the date the additional consideration is realized, as the case may be, through the
Effective Date, plus dividends on such dividends.

The Company believes that it has resolved the contingencies or realized proceeds from the items
designated in the Merger Agreement in amounts sufficient such that at the Effective Date, the
maximum additional consideration would be reached. As of March 1, 1995, the Company estimates
that approximately 5,821,665 shares of CSW common stock would be credited to the Fund, including
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shares credited due to dividends paid by CSW. However, this number does not include the number of
shares that would be credited as a result of the conversion of up to $13.8 million in additional
consideration because such conversion would be made one day prior to the Effective Date based on the
closing price of CSW common stock on such date. This calculation has not been submitted to CSW for
review or approval. The closing price of CSW common stock on March 1, 1995 was $24.625 per share.

Interim Payments

In addition to the treatment of the prepetition claims of each class of creditors and security
holders, as discussed above, the Plan provides for the Company to make certain payments at the
Confirmation Date and thercafter until the Effective Date. These payments are in addition to periodic
interest payments on secured debt that the Company has been making since July 1, 1992 pursuant to
orders of the Bankruptey Court. The payments were negotiated as part of the process to achieve
approval of the Plan and are intended to compensate certain holders of claims and interests during the
period from the Confirmation Date to the Effective Date. These interim payments consist of
(i) amounts characterized as interest on unsecured and-undersecured debt and on the claims of the
holders of the bonds related to the financing of the Palo Verde sale/lecaseback transactions;
(ii) amounts characterized as periodic payments to holders of the Company’s preferred stock, which the
Bankruptcy Court has ruled are not dividends; and (iii) fees of advisors and other expenses of the
various classes of creditors and interest holders. The amounts paid under (i) and (ii) are calculated at
variable rates, primarily at 90-Day LIBOR plus 2% (8.5% at December 31, 1994).

To the extent that liabilities and expenses related to these payments have been accrued by the
Company since the filing for bankruptcy, the Company has reduced such liabilities by the interim
payments. Otherwise, the interim payments have been expensed as interest or reorganization items.
Accordingly, approximately $42.9 million and $15.5 million in 1994 and 1993, respectively, paid to the
Palo Verde Leases bondholders have been offsct against lease expense accruals which the Company
has been recording on a regular basis (Note B); amounts aggregating approximately $24.8 million and
$10.2 million for 1994 and 1993, respectively, paid on unsecured debt for which the Company had not
been accruing interest were charged to interest expense; and amounts aggregating approximately
$5.4 million and $14.7 million for 1994 and 1993, respectively, paid to holders of preferred stock as
periodic payments and certain amounts paid to advisors of creditors and interest holders were charged
to reorganization items. The Company estimates that interim payments aggregating approximately
$24.1 million per quarter will be made through the Effective Date, of which approximately
$14.3 million would be offset against lease expense accruals which the Company has been recording on
a regular basis; approximately $8.3 million would be expensed as interest expense and approximately
$1.5 million would be expensed as reorganization items. These amounts are based upon current levels
of interest rates and are in addition to the monthly payments of approximately $5.4 million on secured
debt that the Company has been making and expects to continue to make.

‘The Plan provides for other amounts to be paid at only the Effective Date representing interest
on certain claims and fees incurred by certain classes, which are not included in the interim payments
set forth in the Plan, as described above. These amounts are estimated lo aggregate approximately
$18 million at December 31, 1994, of which approximately $14 million has not been accrued by the
Company because it is uncertain if the Plan will become effective.

B. Sale and Leaseback Transactions and Letters of Credit Draws

In August and December 1986 and December 1987, the Company consummated ten separate
sale/lcaseback transactions involving all of its undivided interest in Palo Verde Unit 2, one-third of its
undivided interest in certain common plant at Palo Verde and approxlmately 40% of its undivided
interest in Unit 3. Pursuant to applicable agreements, the Company remains responsible, during the
terms of the Palo Verde Leases, for all operating and maintenance costs, nuclear fuel costs, other
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related operating costs of the leased-back facilities, and for decommissioning costs. Under their terms,
the leases related to Unit 2 and common plant expire in October 2013, while the leases related to Unit
3 expire indJanuary 2017. All of the Palo Verde Leasces contain certain renewal options and provide for
repurchase oplions, at fair market value, at the termination of the lease. See Note A for a discussion of
the treatment of the Palo Verde Leases under the Plan.

The aggregate consideration received by the Company in the sale/leascback Lransactions was
$934.4 million ($684.4 million in 1986 and $250 million in 1987). Nine of the ten transactions are
accounted for as operating leases; one transaction (sales price of $87.4 million) is accounted for as a
financing transaction. For the transactions accounted for as operating leases, the proceeds exceeded
the cost of the asscts sold by $194 million, which amount has been deferred and is being amortized into
income, as a reduction {o lease expense, over the primary terms of the Jeases.

All of the Palo Verde Leases and related documents provide that upon the occurrence of
specified events of loss or decmed loss events, as defined, the Company is obligated to pay the related
equity investor an amount in cash (secured by letters of credit) which may exceed the equity investor's
unrecovered equity investment. The Palo Verde Leases also contain provisions related to the
indemnification of the lessors in certain circumstances against certain losses, including the loss of
certain tax benefits, resulting from specified events,

The letters of credit related to the Unit 2 leases had expiration dates of December 31, 1991 and
January 2, 1992, During the second half of 1991, the Company pursued a comprehensive financial
restructuring which would have provided, among other things, for the issuance of required
replacement letters of credit by December 1, 1991, the carliest date required pursuant to the leases.
However, the Company failed to provide the replacement letters of credit by such date. On
December 26 and 27, 1991, beneficiaries holding the letters of credit issued on the account of the
Company in connection with the Unit 2 sales and leasebacks drew and were paid the full available
amount of such letters of credit of approximately $208 million. As discussed in Note A, the Company
filed its bankruptcy petition on January 8, 1992, On January 9, 1992 the beneficiaries of the letters of
credit issued in connection with the Unit 3 sale and leaseback transactions also drew and were paid
the full available amount of such letters of credit of approximately $80.4 million.

As a consequence of the letters of credit draws, the Company incurred direct obligations totaling
approximately $288.4 million to the banks issuing these letters of credit. The obligations are
unsecured prepetition claims of the banks (see Notes A and H). The banks are precluded from taking
any action to collect their claim against the Company outside of the Bankruptcy Case and the
Company is presently precluded from paying the amount as a resultof the bankruptey filing. The
Company has not made lease payments on the Palo Verde Leases and the non-payment of rent by the
applicable grace period provided in the Palo Verde Leases constitutes events of default under the
leases, which ordinarily would entitle the lessors to various remedies pursuant to the terms of the
applicable agreements, including, rescission or termination of the leases and liquidated damages. As
a result of the bankruptey filing, however, the lessors are stayed from exercising any remedies under
the Palo Verde Leases except through the Bankruptey Case. In connection with the Bankruplcy Case,
the lessors and the holders of bonds issued to finance the lessors’ purchase of the interests in
Palo Verde have filed proofs of claims that collectively assert damages of approximately
$742.7 million. ,

On September 9, 1992, the Company filed an adversary proceeding against the lessors and the
indenture trustees of the lease obligation bonds secking to resolve issues related to the Palo Verde
Leases. The defendants in the adversary proceeding have asserted other claims against the Company.
As discussed in Note A, the Plan contemplates that the assets subject to the Palo Verde l.eases would
be reacquired by the Company. In addition, if the Plan becomes effective, the adversary proceeding
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would be resolved without additional payment to the lessor. Accordingly, no provision has been made
in the Company’s financial statements.

‘The Company is continuing to accrue the cost of, but is not paying, the contractual rental rates
(See Note H).

During 1994, 1993 and 1992, contractual lease requirements including amortization of -
transaction costs under the Palo Verde Leases accounted for as operating leases amounted to
approximately $83.0 million, $83.1 million, and $83.2 million. Future contractual minimum annual
rental payments required under such leases are as follows (In thousands):

Year Ending

December 31,
1905 L. ittt i it it aas e a e $ 82,757
T 82,757
R 1 82,757
D 1 - S 82,757
B 2L 1 82,757
Thereafter ...ovviiiiiiiiiireereerareeecennnnnces 1,209,020

The table does not reflect any of the potential effects upon future contractual rental payments
that would resull from the Plan becoming effective.

C. Rate Matters
Overview

Effect of Bankruptcy on Regulation. The Bankruptcy Code provides that the Bankruptcy Court
shall confirm the Company’s plan of reorganization only if “any governmental regulatory commission
with jurisdiction, after confirmation of the plan, over the rates of the debtor has approved any rate
change provided for in the plan, or such rate change is expressly conditioned on such approval.”
Applications have been or will be filed with various regulatory bodies to seck approvals or
determinations necessary {o consummate the Merger and otherwise satisfy the conditions to the
effectiveness of the Plan (see Note A). To date, the Company has reserved arguments in the regulatory
proceedings that the provisions of the Bankruptcy Code, together with applicable provisions of other
federal statutes, grant the Bankruptcy Court the authority to preempt otherwise applicable
regulatory jurisdiction, and it is uncertain whether the Company would prevail on such arguments, if
asserted. The Company, however, has asserted that the Texas Commission, the New Mexico
Commission, the T'exas Office of Public Utility Counsel (“OPC”) and the City of El Paso, which are
parties to the Bankruptcy Case, are collaterally estopped from challenging certain of the Bankruptcy
Court's findings in confirming the Plan and that thé Supremacy Clause of the United States
Constitution preempts such parties from relitigating the reasonableness of the purchase price offered
by CSW. See “Texas Rate Matters — Bankruptcy Court Adversary Proceeding,” below. The discussion
of the applications filed or Lo be filed before the regulatory bodies pursuant to the Plan and the pending
regulatory appeals discussed below in “Texas Rate Matters” and “New Mexico Rate Matters” should
be read in the context of the preemption issue discussed above.

Pursuant o orders entered by the Bankruptey Court, the automatic stay imposed by the
Bankruptcy Code, if and to the extent applicable, has been lifted with respect to all pending appeals of
regulatory decisions of the Texas Commission. Accordingly, such appcals are being prosecuted
through the applicable courts.
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Texas. The rates and services of the Company in Texas municipalities are regulated by those
municipalities and in unincorporated areas by the Texas Commission, The largest municipality in the
Company’s service area in Texas is the City of El Paso. The Texas Commission has exclusive de novo
appellate jurisdiction to review municipal orders and ordinances regarding rates and services, and its
decisions are subject to judicial review.

The Texas Commission has jurisdiction to grant and amend CCNs for service territory and
certain facilities, including generation and transmission facilities. Although the Texas Commission
does not have the authority to approve transfers of utility assets, it is required to evaluate certain
transfers of ulility assets and mergers and consolidations of regulated utility companies to determine
if those transactions are consistent with the public interest. Upon a finding that such a transaction is
not in the public interest, the Texas Commission is required to consider the effects of the transaction in
future ratemaking proceedings and is required to disallow the effects of the transaction if it wnll
unrecasonably affect rates or service.

New Mexico. The New Mexico Commission has jurisdiction over the Company's rales and
services in New Mexico. The New Mexico Commission must grant prior approval of the issuance,
assumption or guarantee of securitics; the creation of liens on property located within the state; the
consolidation, merger or acquisition of some or all of the stock of another utility; and the sale, lease,
rental, purchase or acquisition of any public utility plant or property constituting all or part of an
operating unit or system. The New Mexico Commission also has jurisdiction as to the valuation of
utility property and business; certain extensions, improvements and additions; Class I and 11
transactions (as defined by the New Mexico Public Utility Act); abandonment of facilities and the
certification and decertification of utility plant. The New Mexico Commission’s decisions are subject
tojudicial review,

FERC, The Company is subject to regulation by the FERC in certain matters, including rates for
wholesale power sales and the issuance of securities. In 1992, the Congress enacted the Energy Policy
Act, which, among other things, removes certain restrictions on utility participation in the
competitive wholesale generation market. In addition, subject to certain limitations, the legislation
provides that the FERC also may order electric utilities, including the Company, to provide certain
transmission services. The legislation also expands the authority of state utility commissions to
examine the books and records of electric utilities.

NRC. Palo Verde is subject Lo the jurisdiction of the NRC, which has authority to issue permits
and licenses, to regulate nuclear facilities in order to protect the health and safety of the public from
radiation_hazards and to conduct environmental reviews pursuant to the National Environmental
Policy Act. (See Note E.)

Accounting for the Effects of Regulation. Prior Lo December 31, 1991, the financial statements of
the Company were prepared pursuant to the provisions of Fmancldl Accounting Standards Board
("FASB”) Statement of Financial Accounting Standards (“SFAS”) No. 71, "Accounting for the Effects
of Certain Types of Regulation,” as amended, which provides for the recognition of the economic effects
of regulation. In early 1992, the Company determined that there existed substantial doubt concerning
whether the criteria for reflecting the economic effects of regulation continued to be met as a result of
continuing cash flow problems arising from inadequate rate relief and the uncertainty surrounding
regulation during the reorganization process. The Company concluded that it was not reasonable to
assume that its rates were, or will be, without giving consideration to possible outcomes of the
reorganization process, designed to recover its costs on a timely basis. Because of the uncertainty of
the nature of any reorganization plan ultimately consummated and the assessment of the nature of
regulation, the Company concluded that it did not then and does not currently have sufficient
assurance to reflect the economic effects of regulation in its general purpose financial statements.
Therefore, as required by generally accepted accounting principles, the Company eliminated from its
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1991 balance sheet the aggregate effects of regulation, which resulted in a $311 million extraordinary
charge to results of operations for the year ended December 31, 1991. This amount included
approximately $200 million of operating expenses and carrying costs, primarily related to Palo Verde,
and approximately $80 million of income taxes related to the Palo Verde sale/leaseback transactions
which had been deferred by the Company’s regulators for recovery in future periods. Furthermore, the
Company did not record the letters of credit draws amounting to $288.4 million as an asset and has not
recorded any new assets reflecting the economic effects of regulation since 1991 in its general purpose
financial statements.

Although the outcome of the reorganization process cannol presently be determined, the
Company believes that the rates established in conjunction with any rcorganization plan will he
designed Lo recover the Company’s costs, including a return on equity, after the establishment of an
appropriate capital structure, as well as to reflect other changes that may result from the
reorganization. The Company~éxpects that, upon effectiveness of any plan of reorganization, its
regulated operations will meet the SFAS No., 71 criteria necessary to reflect the effects of regulation in
its general purpose financial statements. Such rates may include the recovery of some or all items
that, at that time, are not reflected as regulatory assets on the Company’s general purpose financial
statements, However, in the absence of application of purchase accounting applied in the event of a
change in control occurring as part of the reorganizalion, there does not appear to be any applicable
accounting precedent for the restoration of such amounts as assets created prior to the re-adoption of
SFAS No. 71. Restoration of such amounts as assels will depend upon a number of faclors, including
intervening developments in accounting standards and other accounting literature, the outcome of
which cannot currently be determined. In March 1993, the Financial Accounting Standards Board’s
Emerging Issues Task Force reached a consensus that if a rate-regulatled enterprise initially fails to
meet the regulatory asset recognition requirements of SFAS No. 71, but meets those requirementsin a
subsequent period, then regulatory assets should be recognized in the period the requirements are
met. Although the Emerging Issues Task Force’s consensus applied to rate-regulated enterprises
currently meeting the requirements of SFAS No. 71, the Company believes that this consensus
supports the Company’s position regarding restoring previous net regulatory assets in its general
purpose financial statements. In the event it is concluded that such restoration is not appropriate
under generally accepted accounting principles, the Company would be precluded from recognizing
historical amounts as regulatory assets in its general purpose financial statements. Ifit is determined
that such restoration is appropriate, regulatory assets would be recorded to the extent items allowed to
be recovered in the rate making process have not been reflected as assets in the Company’s general
purpose financial statements.

Texas Rate Matters

On January 10, 1994, the Company and CSW filed a Joint Report and Application (the “Texas
Merger Application”) with the Texas Commission requesting (i) a determination that the acquisition
by CSW of one hundred percent (100%) of the Company’s common stock is consistent with the public
interest and (ii) certain determinations regarding the regulatory treatment of the Company’s proposed
reacquisition of the portions of Palo Verde that it previously sold and leased back. The filing is
proceeding as part of Docket 12700.

In addition to the Texas Merger Application filed by CSW and EPLE, the Company filed for a base
rate increcase (the “I'exas Rate Filing”) incorporating, among other things, the Company’s fifth
increase under the terms of the Rate Moderation Plan ordered by the Texas Commission in Docket
7460 and a base rate increase under the inventory plan established for Palo Verde Unit 3 in Docket
9945. The Texas Rate Filing was consolidated with the Texas Merger Application under Docket
12700. The Company filed its rate request with both the Texas Commission and the various
municipalities retaining original jurisdiction over the Company’s rates. See “Texas Rate I'iling.” In
Docket 12700, the Company further proposed to reconcile its Texas fuel costs and revenues for the
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period from April 1989 through June 1993 and to decrease its current fixed fuel factors (the “"Texas
Fuel Filing”).

As part of the Texas Merger Applicalion and as a basis of settlement, CSW has proposed rates for
Texas jurisdictional customers of the Company that are substantially less than those reflected in the
Company’s rate case filing. ‘The CSW settlement offer is contingent on the determination by the Texas
Commission that CSW’s acquisition of the Company is consistent with the public interest and the
other regulatory determinations and approvals requested in the Texas Merger Application. The
proposed settlement offers (i) to limit the non-fuel base rate increase for T'exas jurisdictional customers
to $25 million; (ii) a proposed $12.8 million annual reduction in future fuel revenues from the
Company’s fixed fuel factors; (iii) a refund of $16.4 million over a 12-month period of over-recovered
fuel costs and other fuel-related items; and (iv) a rate case expense surcharge of $4.1 million related to
previous rate cases to be collected over a 12-month period. Taking into account the annual reduction
in fuel costs and the proposed fuel refund, the Company’s revenues from Texas jurisdictional
customers would not increase during the first year after the rate change goes inlo effect. The
settlement rate plan proposed by CSW also provides for (i) no additional base rate increase until 1997;
(ii) a limitation in the frequency of base rate increases following the rate freeze period through 2001 to
not more than once every other year (i.c., 1997, 1999 and 2001); and (iii) a limitation on the amount of
the 1997, 1999 and 2001 base rate increases, such that each increase would not, exceed eight percent of
total revenues. CSW’s efforts to settle the case, however, have been unsuccessful to date.

Duringthe preliminary stages of Docket 12700, the Company and CSW entered into a stipulation
with the City of El Paso, the General Counsel of the Texas Commission, and the OPC whereby the
parties agreed that, if at the time the Texas Commission’s statutory deadline to enter a rate order
would expire all other regulatory approvals or authorizations required by the Merger Agreement have
not been issued and CSW is not in a position Lo state that it is ready to consummate the Merger, the
Texas Commission could (i) issue an interim order in Docket 12700 pending the receipt of notification
from CSW of the receipt or waiver of such other regulatory orders from other governmental bodies and
(ii) remand the proceeding to its hearings division for the limited purpose of receiving such notice from
CSW and considering the comments of all parties regarding the effect, if any, of the orders from other
governmental bodies on the Interim Order issued by the Texas Commission.

Docket 12700 proceeded to hearing, and on January 3, 1995, a Proposal for Interim Decision was
issued. The Texas Commission considered the Proposal for Interim Decision in hearings conducted in
February 1995. On March 3, 1995, the Texas Commission issued the Interim Order concerning both
the Texas Merger Application and the Texas Rate IMiling. The Interim Order was issued after the two
Commissioners sitling in deliberation had reached an impasse concerning certain issues. The third
Texas Commission scal was vacant pending the confirmation of a new Commissioner, During
deliberations on February 22,1995, and in a separate concurring opinion issued March 3, 1995, the
Chairman of the Texas Commission reserved his option to reconsider his vole on certain issues after
receipt of motions for reconsideration from the parties to Docket 12700. The significant issues on
which the Chairman specifically reserved his option included the following and are described more
particularly below: (i) the conditional nature of the finding that the Merger is in the public interest;
(ii) whether to modify the level and amortization period of the acquisition adjustment; (iii) whether to
authorize rate treatment of the accounting deferrals for Palo Verde Unit 3 and, if so, the magnitude of
such authorization; and (iv) whelher Lo modify the treatment of the tax benefit arising from payment
of the Palo Verde lease rejection damages. Motions for reconsideration of these issues were filed
March 23, 1995, and replies are due April 3, 1995. The Company anticipates that the Texas
Commission will hold a hearing on the motions for reconsideration, and that a Second Interim Order
will be issued within the next 60 days. It is also expected that the new third Commissioner, who was
confirmed by the Texas Senate on February 22, 1995, will take part in the deliberations and vote on
the Second Interim Order.
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In light of the stipulation concerning the Interim Order and the uncertainty as to when other
federal and state governmental bodies will act on the merger-related filings before them, the Company
cannot predict when any order of the Texas Commission in Docket 12700 will become final, The
Company also cannot predict whether and to what extent parties to Docket 12700 might appeal any
final order to the Texas District Court.

The Texas Commission severed the Texas Fuel Filing from Docket 12700 and issued a separate
final order in the Texas Fuel Filing on March 3, 1995, under Docket 13966. The T'exas Commission’s
rulings in the Texas Merger Application, the Texas Rate Filing and the Texas Fuel Filing are
described below.

Texas Merger Application. In its Interim Order, the Texas Commission determined that the
acquisition of the Company’s stock by CSW and the reacquisition of the leased portions of the Palo
Verde assets are consistent with the public interest pursuant to seclion 63 of the Public Utility
Regulatory Act. The Texas Commission, however, issued a finding of fact and conclusion of law to the

" effect that the acquisition by CSW of the Company’s stock is at a reasonable price and is in the public

interest subject Lo successful resolution of certain matters relating to Palo Verde and the City of Las
Cruces. (Sce Notes Eand M.)

With respect to the previously leased portions of the Palo Verde assets, the Interim Order adopts
the Company’s and CSW’s proposal to include the assets in rate base at their original cost less
depreciation through December 31, 1994, The Interim Order also concludes that synergy cost savings
will accrue to the merged companies in the range of approximately $309 million to $379 million over
the first ten years of the Merger. The Interim Order rejects CSW’s primary request that it retain the
tax benefits arising from the damages resulting from the Company's rejection of the Palo Verde
Leases, and instead utilizes the tax benefits to reduce the Company’s rate base by approximately $133
million. At the same time, the Interim Order provides for the Company to recover from ratepayers a
$151 million acquisition adjustment to be amortized to cost of service over 33 years, without inclusion
of the unamortized balance in rate base. CSW has stated that the alternative $151 million acquisition
adjustment does not provide CSW with the economic equivalence of CSW’s primary request that it
retain the tax benefits of the lease rejection damages.

Texas Rate Filing. ‘The total amount of the Company’s requested cash base rate increase,
exclusive of fuel, is approximately $41.4 million. The total cash base rate increase consists of (i) a base
rate increase of $8.3 million, constituting the proposed 3.5 percent increase contemplated under the
Rate Moderation Plan established in Docket 7460 for costs other than those associated with Palo
Verde Unit 3 and (ii) a base rale increase of $33.1 million, constituting the proposed increase under
the inventory plan for Palo Verde Unit 3. The Company also requested the addition of approximately
$10.9 million to its Docket 7460 Rate Moderation Plan deferral balance. As discussed above, CSW

made a contemporaneous settlement offer that proposed rates lower than those reflected in the’

Company’s rate filing, but that settlement offer has not been accepted.

The Company did not include in the Texas Rate Filing a request to recover the costs of
bankruptcy reorganization or the $288.4 million from the draws on the letters of credit related to the
Company’s sales and leasebacks of portions of its interest in Palo Verde, which draws occurred in late
December 1991 and early January 1992, The Company has reserved the ability to seek recovery of
such costs if the Plan does-not become effective.

By ordinance signed on June 22, 1994, the Bl Paso City Council denied the Company’s requested
rate increase and adopted a recommendation from the City of El Paso’s Public Utility Regulation
Board that base rates for residents in the City of I Paso be reduced by $15.7 million annually. The
Company appealed this order to the Texas Commission where it was consolidated with the current
rate case in Docket 12700 and is being reviewed de novo by the Texas Commission.
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Effective July 16, 1994, the Company implemented a cash base rate increase of approximately
$25 million annually, under bond and subject to refund depending on the outcome of the rate case, for
its Texas jurisdictional customers. The Company deposited approximately $4.7 million of United
States Treasury securities in escrow Lo provide security for the bonded rates. The bonded rate increase
was authorized by applicable statute and regulation. Because of the current uncertainty as to the final
outcome of the proceeding, the Company has deferred recognition of the revenue resulting from the
increased rates aggregating approximately $11.5 million as of December 31, 1994,

»

In the Interim Order issued March 3, 1995, the Texas Commission approved a total annual
increase in Texas base revenues of approximately $24.9 million. The Texas Commission also approved
a rate case expense surcharge of $9.7 million to be recovered over twelve months, The Company
expenses rate case costs as incurred on its general purpose financial statements. The order, however,
was not immediately placed in effect, due to the Texas Commission’s decision Lo entertain motions for
reconsideration. While these motions are pending, the Company’s bonded rate increase of
approximately $25 million will remain in place.

With respect to the rate treatment of Unit 3, the Texas Commission approved the Company's
request to include cighty-five percent (85%) of the cost of the unit in rate base in accordance with the
inventory plan established by the Texas Commission in Docket 9945. The Texas Commission
disallowed the Company’s request to include in rate base approximately $43.3 million at June 30,
1993, net of deferred taxes, of costs deferred on Palo Verde Unit 3 between the unit's in-service date
and the date of its inclusion in Texas rates. In addition, the Texas Commission disallowed related
depreciation of approximately $12 million. These deferred costs and the depreciation disallowance are
subject, however, to reconsideration pursuant to the Interim Order. Sce “Deferred Accounting Cases”
below,

With respect to the rate treatment of Units 1 and 2, the Interim Order discontinues the Rate
Moderation Plan established in Docket 7460. In Docket 7460, the 'Texas Commission established a
Rate Moderation Plan, pursuant to which the Texas jurisdictional portion of the Company’s cost of
service, excluding Palo Verde Unit 3 capital costs, were to be phased-in to rates in four steps. All
approved cost of service amounts not phased-in to rates were deferred for future recovery pursuant to
the terms and conditions of the Rate Moderation Plan. . In lieu of the Rate Moderation Plan, the
Interim Order places in rate base all amounts deferred in connection with the Rate Moderation Plan
through February 1993 and eliminates from recovery all amounts that would have been deferred
thereafter. The Interim Order would remove approximately $16.0 million, net of deferred taxes, in
Rate Moderation Plan deferrals as of December 31, 1994,

As a result of the Company’s eclimination of net regulatory assets from its balance sheet as of
December 31, 1991, and subscquent non-recording of any new assets reflecting the economic effects of
regulation since 1991, the denial of rate base recognition of the Palo Verde Unit 3 deferred costs and
the removal of deferred amounts associated with the Rate Moderation Plan after February 1993 will
have no effect on the Company's general purpose financial statements.

Texas Fuel Filing. As a resultof the fuel reconciliation and treatment of other fucl-related items,
the Company proposed in the 'exas Fuel Filing to refund to Texas jurisdictional customers (as a credit
to fuel revenue collections) approximately $16.4 million over a 12-month period. The Company also
proposed in the Texas Fuel Filing a decrease in its fixed fuel factors that was anticipated to reduce
future fuel revenues by approximately $14.3 million annually. Although the Texas Fuel Filing was
considered by the Texas Commission as part of the Texas Rate Filing in Docket 12700, the Texas
Commission severed the fuel-related proceedings from the rate proceeding and issued a separate final
order in the T'exas Ifuel Filing on March 3, 1995, under Docket 13966. The Texas Commission ordered
a fuel cost refund to Texas customers of approximately $13.7 million. The Texas Commission also
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ordered, consistent with the Company’s request, a reduction in the Company’s fixed fuel factors that
will result in a reduction in fuel cost recovery on a prospective basis of approximately $14.3 million
annually,

For the fuel reconciliation period, the Company was allowed to retain all margins on off-system
sales to CFE, consistent with the Texas Commission’s order in Docket 9945. For reconciliation period
off-system sales of contingent capacily to the Imperial Irrigation District (“I1D”), the Texas
Commission decided to split the margins, with seventy-five percent (75%) going o ratepayers and
twenty-five percent (26%) going to Company shareholders. The Commission adopted the same 75/25
split, but adjusted for incremental costs, for all off-system sales on a prospective basis including CFE
1ID-Contingent and economy energy sales.

Based on the ‘I'exas Commission’s rulings on fuel reconciliation matters and off-system sales, the
Company has recorded a provision representing an overrecovery of Texas jurisdictional fuel costs for
the period from the end of the last fuel reconciliation period (June 1993) through December 1994, The
total overrecovery from July 1993 to December 1994 is approximately $19.6 million. Under a new fucl
rule adopted in January 1993 by the Texas Commission, the Company may petition the Commission to
refund this overrecovery. The Company may consider the remand of Docket 8588 in its calculation of
any refund. See "Recovery of Fuel Expenses.” The Company would propose to make any refund over a
12-month period.

Motions for rehearing of the Texas Commission’s final order in Docket 13966 were filed on
March 23, 1995. Replies Lo the motions are due April 3, 1995. The Texas Commission will be required
to act on the motions by April 18, 1995, or the motions will be overruled by operation of law.

Bankruptcy Court Adversary Proceeding. The Company and CSW filed a joint motion with the
Bankruptey Court on July 21, 1994, seeking an order that would prohibit relitigation in the Texas
Merger Application and ’I‘exas Rate Filing of issues that were resolved by the Bankruptcy Court in
connection with the confirmation of the Plan. The matters at issue were converted to an adversary
proceeding by the Company and CSW filing a complaint.for declaratory judgment on August 19, 1994.
The complaint identifies the following issues and requests that the Bankruptcy Court enter an order
declaring that no party before the Texas Commission, including OPC, the City of El Paso or the
General Counsel of the Texas Commission, may relitigate any of the following issues: (i) whether the
litigation related to the Palo Verde Leases between the Company and the lease bondholders, the
lessors and other persons assertling a claim or interest related to the Palo Verde Leases should have
been settled and if so on what terms, (ii) whether liquidation should have been considered or pursued
as a viable option to reorganization, (iii) whether the Plan is feasible, and (iv) whether the enterprise
value for the Company and the consideration to be provided o creditors and equity holders established
by the Plan is excessive. On September 14, 1994 CSW filed a notice of dismissal from the adversary
proceeding, stating that “while it.supports a timely resolution to the prccmption issues, its
participation is not’ neccssary to a full and complete adjudication of the matters.”

On August 30, 1994 the Company filed a motion for summary judgment, which has not yct. been
ruled upon by the Bankruptcy Court. On December 29, 1994, the Bankrupley Court issued an order
denying motions to dismiss filed by the City of El Paso, the New Mexico Commission, the Texas
Commission and OPC. In a memorandum opinion accompanying its order, the Bankruptcy Court
stated that, to the extent the ratemaking authorilies (the City of El Paso, the Texas Commission and
the New Mexico Commission) participated as parties-in-interest in the confirmation of the Plan, the
Bankruptey Court has jurisdiction over those parties to determine if they are attempting to relitigate
findings of fact the Bankruptcy Court made in confirming the Plan or if the factual issues ripe for
determination in the regulatory process are different from those which the Bankruptey Court decided
in the confirmation process. On January 20, 1995, the Company filed its Second Motion for Summary
Judgment asserting that the Bankruptcy Court’s finding in the confirmation order that the price to be
paid by CSW to acquire the stock of the Company is reasonable precludes the Texas Commission from
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concluding otherwise in Docket 12700. See "Texas Merger Application.” On March 1, 1995, the
Company filed a motion to continue the Bankruptcy Court’'s March 6, 1995 docket call on the
Company’s Second Motion for Summary Judgment and March 8, 1995 hearing on certain motions for
abstention and for more definite statement filed by the defendants. In its motion to continue, the
Company cited the Texas Commission’s decision in its Interim Order in Docket 12700 to allow motions
for reconsideration of its conditional conclusion that the Merger is in the public interest, subject to
successful resolution of the City of Las Cruces and Palo Verde matters. See "Texas Rate Filing.” On
March 3, 1995, the Bankruptcy Court entered an order continuing the March 6, 1995 docket call and
the March 8, 1995 hearing. The ultimate outcome of the adversary proceeding in the Bankruptcy
Court and any possible appeals thereof cannot be predicted at this time.

Docket 9945. 'The 'Texas Commission issued its final order in Docket 9945 on November 12, 1991,
approving a total increase in Texas base revenues of approximately $47 million, consisting of $37
million in cash and $10 million of phase-in deferrals. The increase did not include any current return
of or return on the owned portion of Unit 3 or recovery of the lease expenses related to Unit 3.
Recovery of these costs has been held in abeyance to be included subsequently in Texas rates over a
scheduled period of time, See “Texas Rate Filing” and “Deferred Accounting Cases.”

With respect to the rate treatment of Unit 3, the Texas Commission disallowed approximately
$32 million of Unit 3 capitalized costs, on a total Company basis, as imprudently incurred. The Texas
Commission also adopted an inventory plan, pursuant to which the Company’s investment in Unit 3
was neither included in rates nor expressly disallowed, but instead held in abeyance to be included
subsequently in Texas rates over a scheduled period of time. In Justifying the inventory plan, the
Texas Commission found (i) the Company was imprudent in not atlempting to sell a portion of its
interest in Palo Verde between 1978 and 1981; (ii) the Company failed to demonstrate that it would
not have been able to sell such interest if it had attempted to do so; and (iii) as a result of such
imprudent action, the addition of Unit 3 to the Company’s system would result in excess capacity.
However, the Texas Commission further found that Unit 3 would become “used and useful” to the
Texas jurisdiction in the following percentages: 0% (in Docket 9945), and 40%, 65%, 85% and 100%
thereafter. It is the Company’s position that the successive phases of the inventory plan were to be
implemented on an annual basis. In the Texas Rate Filing, some parties have contested whether the
inventory plan constituted a proper determination by the Texas Commission of when Unit 3 would
become used and useful, These parties further contest whether the inventory plan requires
implementation of a five year schedule for inclusion of the investment. The Commission’s current
Interim Order in Docket 12700 adopts the Company’s position concerning the inventory plan. Sce
“Texas Rate Filing.”

‘The Company disputes there was any imprudence in retaining its full investment in Palo Verde.
The Company challenged the Texas Commission’s ruling in the Company’s Motions for Rehearing and

has continued such challenge on appeal to the Pexas District Court. The City of El Paso and two -

intervenors also appealed certain other issues. On October 27, 1993, the Texas District Court affirmed
the final order of the Texas Commission éxcept in two respects. The Texas District Court held the
Texas Commission erred (i) by refusing to include certain disallowed and below-the-line utility
expenses as deductions when computing federal income tax expense for ratemaking purposes, further
discussed below under “Ratemaking Treatment of Federal Income T'axes,” and (ii) by granting ratle
base treatment for post-in-service deferred carrying costs associated with Units 1 and 2 of Palo Verde.
The District Court affirmed the Commission’s decision regarding Palo Verde Unit 3 deferrals,
whereby the Commission had postponed the determination of the appropriate regulatory treatment of
the deferrals to future cases. The District Court’s holding regarding Unit 1 and 2 accounting deferrals
is now inconsistent with the subsequent decision of the Texas Supreme Court in the appeal of Docket
7460, discussed below under “Deferred Accounting Cases.” The Company appealed the decision to the
Court of Appeals, as did the City of El Paso and two other intervenors. The Court of Appeals heard
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oral argument in the case on November 9, 1994 and has not yet issued its decision. The ultimate
outcome of the appeals and their results or the materiality thereof cannot be predicted at this time.

Recovery of Fuel Expenses. ‘The Company’s prior reconciliation of fuel expenses, Docket 8588,
was for the period August 1, 1985 through March 31, 1989. The Company and the City of El Paso
appealed the Texas Commission’s order in Dockef. 8588 to the Texas District Court. On November 25,
1991, the Texas District Court entered judgment on the appeals, upholding the Texas Commission’s
order on all points except the Company’s appeal of the treatment of certain purchased power capacity
costs.incurred during 1985 and 1986. With regard to those costs, totaling approximately $4.2 million,
the Texas District Court held that the Texas Commission erred in failing to justify adequately its
decision not to allow the Company to recover such costs through its reconcilable fuel account. The
Texas District Court remanded the case to the Texas Commission with instructions to reconsider the
allowance of such costs. Both the Texas Commission and the City of El Paso appealed the Texas
District Court’s decision to the Court of Appeals. On March 10, 1993, the Court of Appeals affirmed
the decision of the Texas District Court. On February 2, 1994, the Texas Supreme Court denied the
applications for writ of error filed by the City of El Paso and the Texas Commission. The casc has been
remanded 'to the Texas Commission for a new hearing to address whether the Company should be
allowed to include the purchased power capacity charges as reconcilable fuel costs and recover such
costs. The ultimate outcome of this remand cannot be predicted at this time.

Deferred Accounting Cases. The Company has received a series of orders authorizing the deferral
of operating costs incurred, and carrying charges accrued, on cach unit of Palo Verde between the
unit’s in-service date and the date of its inclusion in Texas rates. Certain rate orders have also
permitted the Company 1o include in rate base and amortize into rates the deferred costs associated
with Units 1 and 2 (approximately 40 years for ratemaking purposes).

The Company’s first order allowing the recovery of accounting deferrals (in Docket 7460
regarding Units 1 and 2) has been finally resolved by the Texas Supreme Court. On June 22, 1994, the
Texas Supreme Court reversed the decision of the Court of Appeals and upheld the Texas
Commission’sauthority to include both the Company’s deferred operating costs and deferred carrying
costs in rate base in City of E1 Paso v. Public Utility Commission, 883 S.W.2d 179 (T'ex.1994) (“City v.
PUC'T™). On October 6, 1994, the Texas Supreme Court overruled motions for rehearing of the
matters. As a result of the ‘Pexas Supreme Court’s ruling, the Company expects to be able to continue
to include in rate base and to amortize into rates the deferred carrying and operating costs associated

with Palo Verde Units 1 and 2.

In Docket 9069, the Texas Commission granted the Company a deferred accounting order
authorizing it to defer operating and carrying costs associated with Palo Verde Unit 3 between the
plant’s in-service date and the date its costs were included in rates. The City of El Paso and the State
of Texas appealed this order to the Texas District Court. The City of El Paso, however, dismissed its
appeal. The State of Texas’ appeal remains pending, with a hearing expected in June of 1995.
Subsequent to the filing of these appeals, the Texas Supreme Court issued its decision in the appeal of
Docket 7460 upholding the legality of deferred accounting orders. The Company believes that the
deferred accounting order in Docket 9069 complies in all respects with the Texas Supreme Court’s
decision, but the ultimate outcome of the appeal and its result or the materiality thereof cannot be
predicted at this time. For further discussion of Unit 3 deferrals, see."l)ocket 9945” and " Texas Rate
Filing.”

The recovery of the Palo Verde Unit 3 accounting deferrals is currently an issue in the Texas
Rate Filing. In City v. PUCT, the T'exas Supreme Court established a new requirement that, in the
first rate case in which deferrals are included in rates, a utility must demonstrate that the deferrals
are needed to protect the utility’s financial integrity. The Company initially requested inclusion of the
Palo Verde Unit 3 deferrals in rates in Docket 9945. The Texas Commission, however, postponed the
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review of those deferrals until the Company’s next rate case.” See “Docket 9945.” Consequently, the
Company once again requested recovery of the Palo Verde Unit 3 deferrals in rates in Docket 12700.
See “Texas Rate Filing.” Because the Texas Supreimne Court's opinion in City v. PUCT was issued alter
the Company had filed its testimony in Docket 12700, the Company filed supplemental testimony
demonstrating that all of the Palo Verde Unit 3 deferrals were needed to protect the Company’s
financial integrity during the deferral period. The Texas Commission Staff filed supplemental
testimony which concurred with the Company’s position.

Certain of the intervenors in Docket 12700 have taken the position that the Texas Supreme
Court’s opinion in City v. PUCT requires proof that recovery of the accounting deferrals must be
necessary Lo protect the financial integrity of the utility at the time of the subsequent rate case. It is
the Company’s position that it must demonstrate that recovery of the accounting deferrals is instead
necessary to preserve financial integrity during the deferral period. However, the Texas Commission
has not conclusively reached a decision on this issue. The ultimate outcome of the 'I'exas Commission’s
decision and any possible appeals of the Commission’s decision cannot be predicted at this time.

Rate Case Expenses Incurred in Docket 7460. The issue of recovery of expenses incurred by the
Company and the City of El Paso in connection with Docket 7460 was severed from the issues ruled
upon by the Pexas Commission in that dockel and was assigned to a new Dockel 8018 for
consideration, On September 20, 1991, the Texas Commission issued its final order in the case and
approved the reimbursement of approximately $10.8 million for expenses incurred by the Company
and approximately $1.1 million for expenses incurred by the City of El Paso. The Texas Commission
further directed that such amounts be surcharged to the Company’s Texas customers over a one-year
period, which the Company completed in November 1992. The City of El Paso filed an appeal of the
Texas Commission’s order in Docket 8018 with the Texas District Court. The Texas District Court
affirmed the Texas Commission's decision on March 18, 1994. On April 15, 1994, the City of El Paso
filed notice of intent to appeal to the Court of Appeals the decision of the Texas District Court. Briefs
have been filed by the parties in the Court of Appeals, and the parties presented oral arguments to the
Court of Appeals on February 15, 1995, The ultimate outcome of the appeal and its result or the
materiality thereof cannot be predicted at this time.

Texas Recognition of Palo Verde Sales and Leasebacks. The Texas Commission found the
Company's sales and leasebacks involving Units 2 and 3 of Palo Verde to be in the public interest in
two different cases. The City of El Paso’s appeal of the Texas Commission’s decision related to the
Unit 2 sales and leasebacks (Docket 8363) is pending before the Texas District Court. The Texas
District Court affirmed the Texas Commission’s order with respect to Unit 3 (Docket 8078) in all
respects in August 1994 and the City of El Paso’s appeal of such decision is pending before the Court of
Appeals. The Company cannot predict the outcomes of the appeals of Dockets 8363 and 8078 or the
materiality thereof,

Performance Standards for Palo Verde, In 1991, the Texas Commission established performance
standards in Docket 8892 for the operation of the Palo Verde units. Each Palo Verde unit included in
"Pexas rates is evaluated annually to determine if its three-year rolling average capacity factor entitles
the Company to a reward or a penalty. There are five performance bands based around a target
capacity factor of 70%. Neither a penalty nor a reward would result from capacity factors from 62.5%
to 77.5%. Capacily factors are calculated as the ratio of actual generation to maximum possible
generation, If the capacity factor for any unit is 35% or less, the Texas Commission is required to
initiate a proceeding to determine whether such unit should continue to be included in rate base. The
performance standards are effective as of the date each unit is included in ‘T'exas rates, which was
April 22, 1988 for Units 1 and 2 and December 16, 1991 based on the inventory percentages, as
discussed above, for Unit 3. The Company has previously accrued performance penalties of
approximately $5.1 million for the performance periods of April 1988 through April 1992, which the
I'exas Commission included in ordering a refund in Docket 13966. See “Texas Fuel Filing.”
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In June 1994, the Company filed its annual performance report with the Texas Commission for
Units 1 and 2. In February 1995, the Company filed its initial performance report on Unit 3 reflecting
0% in rates for 1992, 40% in rates for 1993 and 65% in 1994, all based on the inventory percentages
ordered in Docket 9945. The Company incurred neither a penalty nor a reward for either report. The
three-year capacity factor was 73.5% for Unit 1, 62.8% for Unit 2 and 74.5% for Unit 3. The Company
expects the report to be filed for Units 1 and 2 with the Texas Commission in 1995 Lo reflect
performance for Unit 1 resulting in neither a reward nor a penalty and for Unit 2 resulting in a
penalty of approximately $162,000. Based on historical performance and projected performance,
including planned outages and a provision for unplanned outages, and the three-year rolling average
for capacity measurement, current projections are that Unit 2 will incur an additional penalty for the
period ending in April 1996 of approximately $369,000. The Company has made provisions for these
possible penalties in its financial statemeénts. Projections for Unil 1 and Unit 3, using the
methodology discussed above, reflect no penalty for the next reporting period.

Ratemaking Treatment of Federal Income T'axes. In a 1987 case, Public Utility Commission of
Texas v. Houston Lighting & Power Co., 748 S.W.2d 439 (Tex, 1987), the Texas Supreme Court stated
that, under certain circumstances, it is appropriate to allow only “actual taxes incurred” for
ratemaking purposes. The Court of Appeals has applicd the Texas Supreme Court decision to several
other utilities, most notably Public Utility Commission of Texas v. GTE-Southwest, 833 S.W.2d 153
(Tex: App. - Austin 1992, writ granted). The Texas Supreme Court heard oral argument in the GTE-
Southwest case in September 1993 but has not yet issued its decision.

There is significant uncertainty as to the application of the *actual taxes incurred” methodology
by the Texas Commission. Prior to 1992, the Texas Commiission historically granted rates that
included an income tax component based on a “stand alone” basis and on the utility’s allowed return
on equity. The Texas Commission has altered this policy and applied various forms of the "actual
taxes incurred” methodology in recent rate proceedings involving other utilities. The application of
that methodology is currently at issue in the Texas Rate Filing. In its Interim Order, the Texas
Commission has applied a form of the actual taxes methodology. See “Texas Rate Filing.”

“The appeals related Lo Dockets 8363 and 9945 include claims that the Texas Commission failed to
adhere to the “actual taxes incurred” methodology in setting the federal income tax expense
component of the Company’s rates. As a result, any remand of Dockets 8363.or 9945 to the T'exas
Commission could include a reconsideration of the respective federal income tax components, which
were based on the “stand alone” methodology previously used by the Commission,

Depending on the outcome of any such remand, the Company may be required Lo refund certain
amounts collected in rates during the period the Docket 8363 and 9945 rates were in effect. The
likelihood and amount of any refunds are uncertain at this time because the ultimate outcome of the
pending appeals is unknown, and the Company cannot predict the result of any remand.

New Mexico Rate Matters

Rate Moderation Plan - Palo Verde. In 1987, the New Mexico Commission approved a Stipulation
in Case No. 2009 establishing a rate moderation plan, pursuant to which the New Mexico
jurisdictional portion of the Company’s interest in Palo Verde Unit 1 and one-third of Common Plant
and approximately 83% of the lease payments on Unit 2 and the related Common Plant were phased-
in to rates in three steps. After the third step of the phase-in, the rate moderation plan required the
Company to freeze New Mexico rates through December 31, 1994. CSW has agreed to keep this rate
freeze in effect for an additional three years if the Merger becomes effective. The rate moderation plan
also required the Company to file a cost of service reporl every two years through the end of 1996 to
enable the New Mexico Commission to determine whether the Company was overearning. Sce
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“Annual Filing Requirements” below. The Case No. 2009 Stipulation also required, that in lieu of a
prudence review of the Company's participation in the Palo Verde project, all costs associated with
Unit 3, and the associated Common Plant, would be permanently excluded from New Mexico rates.

The Company must recover the New Mexico jurisdictional portion of the Company’s investment
in Unit 3 through off-system sales in the economy energy market. For several years, market prices for
cconomy energy sales have not been at levels sufficient to recover the New Mexico portion of the
Company’s current operating expenses related to Unit 3, mcludmg decommissioning costs and lease

 payments. The Company expects these market prices to remain at such levels in the near term. The
Company projects, but cannot assure, that the market prices of economy energy ultimately will rise Lo
a level sufficient to recover the New Mexico jurisdictional portion of the Company’s investment in
Unit 3 over the remaining life of the assel.

Performance Standards for Palo Verde. In 1986, the New Mexico Commission established
performance standards in Case No. 1833 for the operation of Palo Verde. The entire station is
evaluated annually to determine if its achieved capacity factor entitles the Company to a reward or a
penalty. There are five performance bands based around a target capacity factor of 67.5%. Neither a
penalty nor a reward would result from capacity factors from 60% to 75%. The capacity factor is
calculated as the ratio of actual generation to maximum possible generation. Since Unit 3 is not in
rate base for purpose of New Mexico rates, any penalty or reward calculated on a total station basis is
limited to-two-thirds of such penalty or reward. If the annual capacity factor is 35% or less, the
New Mexico Commission is required to initiate a proceeding to reconsider the rate base treatment of
Palo Verde. See “Annual Filing Requirements” below.

Annual Filing Requirements. Pursuant to the New Mexico Commission’s order in Case 1833 the
Company must make annual filings, at least through the term of the rate moderation plan, to reconcile
fuel costs and establish the fixed fuel factor for New Mexico customers. An annual performance
standards report is included in the fuel reconciliation and any resulting rewards or penalties are
included in the establishment of a new fixed fuel factor, if a new fuel factor is warranted: The
Company has received an extension through April 3, 1995 to file its annual fuel reconciliation report
for 1994. The Company anticipates that the fuel report will show a moderate decrease in its current
fuel factor. The Company expects the annual performance standards report to show a Palo Verde
capacily factor of approximately 69.5%. As a result, neither a reward nor a penalty will be incurred
due to the 1994 Palo Verde operations., The new fuel fuctor should be included in bills rendered on or
after May 1, 1995, unless otherwise ordered by the Commission.

As noted above, the rate moderation plan also requires the Company to file a cost of service report
every two years through the end of 1996 to enable the New Mexico Commission to determine whether
the Company is overearning. The last such report was filed on June 17, 1994, This report indicated

.the Company, on a stand-alone basis, was not ovcrcarmng, and in fact had a non-fuel revenue
deficiency of $12.6 million for the New Mexico service territory if the letler of credit draws on the Unit*
2 portion of the Company’s sale and leaseback transactions and administrative costs of the
Bankruptcy Case were factored into the calculation. The Company cannotl assure that these costs
would be recognized for ratemaking purposes by the New Mexico Commission, or that the New Mexico
Commission would grant the Company a rate increase based upon the information in this compliance
filing. If the Merger becomes effective, CSW-has agreed to freeze base rates at current levels for the
New Mexico jurisdiction following the Effective Date.

FERC Regulatory Matters

‘T'he majority of the Company's rates for wholesale power and transmission services are subject Lo
regulation by FERC. Sales of wholesale power subject to FERC regulation make up a significant
portion, approximately 12% in 1994, of the Company’s operating revenues. Although rates to
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wholesale customers require FERC approval, the Company and its wholesale customers generally
have established such rates through negotiation, based on certain cost of service assumptions, subject
to FERC acceptance of the negotiated rates,

The Company has a long-term firm power sales agreement with HI) providing for the sale of
100 MW of firm capacity to I1D through April 2002, The Company also provides contingent capacity of
50 MW to 1ID. The agreement generally provides for level sales prices over the life of the agreement,
which were intended to recover fully the Company’s projected costs, as well as a return. Because of the
levelized rate, such cosls and return were anticipated to exceed revenues for a number of the early
years of the agreement with a reciprocal effect in the later years of the agreement. The Company has
accrued revenues under the terms of the agreement in the amounts of $1.2 million, $2.4 million, and
$2.9 million in 1994, 1993 and 1992, respectively. Such accrued amounts, which since the inception of
the agreement aggregate $34 million as of December 31, 1994, are recorded as a long-term contract
receivable on the Company’s balance sheets. Based on the contractual payments, recovery of the
unbilled amounts should begin in 1995. The agreement also provides that the Company may seck
increases in the sales price if sufficient evidence exists to determine that certain operating costs have
increased above those used in determining the original sales price.

‘The Company has a firm power sales agreement with Texas-New Mexico Power Company
("TNP”), providing for sales to TNP in the amount of 76 MW through 2002, subject Lo provisions in the
agreement that allow a reduction to a minimum of 25 MW in the amount of demand on a yearly basis.
TNP has provided the Company notice that it would take advantage of the provisions to reduce the
contract demand to 25 MW for 1994, 1995 and 1996, while preserving its option to maintain or
increase its contract demand in subsequent years, Sales prices, which decline over the life of the
agreement, are based on substantlally the same scheduled and projected costs and return as the I1D
agreement discussed above. "

Rate tariffs currently applicable to 11D and TNP contain fuel and purchased power cost
adjustment provisions designed to recover the Company’s fuel and purchased power costs.

Additionally, the Company supplies Rio Grande Electric Cooperative, Inc. with the full electric
requirements for its Van Horn and Dell City, Texas, service areas.

Other Wholesale Customers

The Company has a sales agreement with CFE to provide capacity and associated energy to CFE
over a base term that began May 1, 1991 and ends December 31, 1996. The agreement may be
extended monthly after that date upon the agreement of the parties. The power sales will be 150 MW
during the summer months and 120 MW at other times of the year through the remaining term of the
dgrccment To support the requirements of the agreement with CFE, the Company entered into a firm
power purchase agreement with SPS for at least 50 MW during the base term of the CIFE contract. The
- obligations of CI'IX under the agreement are subject to continued budgetary authorization by the
Ministry of Programming and Budgeting of Mexico for each calendar year. Pricing for the power sales
includes an escalaling capacity charge and recovery of energy costs at system-average costs plus third
parly energy charges. The agreement provides for payments to be made by CFE in United States
dollars.

D.  Summary of Significant Accounting Policies

General. 'The Company maintains its accounts in accordance with the Uniform System of
Accounts prescribed for electric utilities by the FERC. The Company, prior to December 31, 1991,
reported its regulated utility operations pursuant to SFAS No. 71, “Accounting for the Effects of
Certain ‘I'ypes of Regulation,” as amended. As more fully discussed in Note C, the Company
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discontinued the application of SFAS No. 71 as of December 31, 1991 and accounted for such
discontinuation in accordance with SFAS No. 101, “Regulated Enterprises — Accounting for the
Discontinuation of Application of SFAS No. 71.”

The Company has accounted for all transactions related to the reorganization proceedings in
accordance with Statement of Position 90-7, “Financial Reporting by Entities in Reorganization
Under the Bankruptcy Code” (*SOP 90-7"), issued by the American Institute of Certified Public
Accountants in November 1990, Accordingly, all prepetition liabilities of the Company that are
expecled to be impaired under the Plan are reported separately in the Company’s balance sheet as
obligations subject to compromise (See Note H for a description of such obligations). Pursuant o
SOP 90-7, the Company accrues interest on its secured obligations as well as, to the extent allowed by
the Plan, on its unsecured and undersecured obligations. Expenses and interest income resulting
directly from the reorganization procecdings are reported separately in the Statements of Operations
as reorganization items.

The confirmation of the Plan (Note A) did not result in changes in the carrying amounts of the
Company’s assets or liabilities or the accounting bases used by the Company. Any changes resulting
from the emergence from bankruptey would be refiected at the Effective Date. In addition, the effects
of the Merger have not been reflected because of uncertainties regarding whether the Merger will be
consummated. In the event the Merger is consummaled, it is anticipated that it would be recorded
using the purchase method of accounting whercby the Company's assets and liabilities would be
adjusted to market value on the Effective Date.

Utility Plant. Utility plant is stated at original cost, less regulatory disallowances. Costs
include labor, material, construction overheads, and allowance for funds used during construction
(“AFUDC?”) or capitalized interest (sec Capitalized Interest below). Depreciation is provided on a
straight-line basis at annual rates which will amortize the undepreciated cost of depreciable property
over the estimated remaining service lives which range from 3 years to 49 years. Palo Verde is being
amortized on a straight-line basis over approximately 40 years.

The Company charges the cost of repairs and minor replacements to the appropriate operating
expense accounts and capitalizes the cost of renewals and betterments. Gains or losses resulting from
retirements or other dispositions of operating property in the normal course of business are credited or
charged to the accumulated provision for depreciation,

Decommissioning cost for the Company's interest in Palo Verde is charged to depreciation
expense. The Company amortizes decommissioning costs over the estimated service life for the portion
of its owned interest and over the term of the related leases for the portions sold and leased back.

‘The cost of nuclearfuel is amortized to fuel.expense on a unit-of-production basis. A provision

for spent fuel disposal costs is charged to expense based on requirements of DOE for disposal cost of . -

one-tenth of one cent on each kilowatt hour generated.

Capitalized Interest. As a resull of discontinuation of the application of SFAS No. 71, the
Company discontinued accruing AFUDC in 1992, In place of AFUDC, the Company capitalizes to
construction work in progress (“CWIP”) and nuclear fuel in process interest cost calculated in
accordance with SI'AS No, 34, “Capitalization of Interest Cost,” and SOP 90-7.

Cush und Cash Equivalents. All temporary cash investments with an original maturity of three
months or less are considered cash equivalents.

Investments. The Company adopted SFAS No. 115, “Accounting for Certain Investments in
Debt and Equity Securities,” at January 1, 1994, which requires marketable securities to be valued at
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market value. The Company’s marketable securities, included in deferred charges and other assets in
the balance sheets, consist primarily of municipal bonds in trust funds established for
decommissioning of its interest in Palo Verde which have a fair market value of approximately
$20.2 million at December 31, 1994. Such marketable securities are classified as “available-for-sale”
sccurities as defined by SFAS No. 115 with the difference between cost and market value shown as a
separate component of capitalization. The adoption of SFAS No. 115 resulted in a net unrealized gain
of $308,000, net of income taxes of $166,000, at January 1, 1994 and a net unrealized loss of $350,000,
net of income tax benefits of $189,000, at December 31, 1994,

Inventories. Inventories, primarily parts, materials and supplics, are stated at average cost.

Operating Revenues, Operatling revenues are accrued for sales of electricity subsequent to
monthly billing cycle dates but prior to the end of the accounting month,

Fuel Cost Adjustment Provisions. Fuel revenues and expense are stated at actual cost incurred.
The Company’s Texas and New Mexico retail customers are presently being billed under fixed fuel
factors approved by the Texas Commission and the New Mexico Commission. Rate tariffs currently
applicable to certain FERC jurisdictional customers contain appropriate fuel and purchased power
cost adjustment provisions designed to recover the Company’s fuel and purchased power costs. Any
difference in fuel cost versus cash recovery from the Company’s ratepayers is reflected as .
over/under-recovered fuel in the balance sheet. -

Federal Income Taxes and Investment Tax Credits. Effective January 1, 1993, the Company
began accounting for federal income taxes under SFFAS No. 109, “Accounting for Income Taxes,” which
requires the asset and liability method of accounting for income taxes. Under the asset and liability
method, deferred income taxes are recognized for the estimated future tax consequences of “temporary
differences” by applying enacted statutory tax rates for each taxable jurisdiction applicable to future
years to differences between the financial statement carrying amounts and the tax bases of existing
assets and liabilities. SFAS No. 109 requires the Company to record a valuation allowance to reduce
its deferred tax assets to the extent it is more likely than not that such deferred tax assets will not be
realized. SFAS No. 109 recognizes the effect on deferred tax assets and liabilitics of a change in tax
rate in income in the period that includes the enactment date. Prior to 1993, in accordance with
Accounting Principles Board Opinion No. 11 (*"APB Opinion No. 11”), the Company used the deferred
method of accounting for income taxes. Under the deferred method, deferred income taxes are
provided on timing differences between reporting income and expense items for financial statement
and income tax purposes. The Company recognized the effect of a change in accounting principle for
the adoption of SI'AS No. 109 in 1993 by a $96 million charge to results of operations.

Investment tax credit (“IT'C") generated by the Company is deferred and amortized to income
over the estimated remaining useful lives of the property that generated the credit.

Benefit Plans. See Note L for accounting policies regarding the Company’s retirement plans
and postretirement benefits. '

Reclassifications. Certain amounts in the financial statements for 1993 and 1992 have been
reclassified to conform with the 1994 presentation.
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| ON Palo Verde and Other Jointly Owned Utility Plant

The Company has a 15.8% undivided interest in the three 1,270 MW nuclear generating units
at Palo Verde in which six other utilities (collectively, the “Palo Verde Participants”) have interests,
including Arizona Public Service Company (“APS”), who is the operating agent of Palo Verde. The
operation of Palo Verde and the relationship among the Palo Verde Participants is governed by the
ANPP Participation Agreement. Other jointly owned utility plant includes a 7% undivided interest in
Units 4 and 5 of the Four Corners Project and certain other transmission facilities. A summary of the
Company’s investment in jointly owned utility plant, excluding fuel, is as follows:

Electric Plant Accumulated Construction Work
in Service Depreciation in Progress

(In thousands)

December 31, 1994:

Palo Verde Station ........ $ 940,279 $ (131,737) $ 12,121

Other ......cvvvvvnnnnne. 135,178 (54,307) 1,050
December 31, 1993:

Palo Verde Station ........ $ 928,351 $ (112,296) $ 19,881

Other .........cciivvvnnn. 133,561 (49,628) 1,833

The Company’s investment, at cost, in Palo Verde in the amount of approximately
$952.4 million at December 31, 1994, excludes amounts related to the Company’s investment in Palo
Verde which was sold and leased back during 1986 and 1987 and for which the related leases are
accounted for as operating leases. See Note B of Notes to Financial Statements for information
regarding such transactions and the Company's lease obligations relating thereto. The Company’s
share of direct expenses of operating jointly owned plant is included in the corresponding operating
expense captions on the statement of operations.

Steam Generator Tubes. Palo Verde has experienced degradation in the steam generator tubes
of each unit. The degradation includes axial tube cracking in the upper regions of the two stecam
generators in Unit 2 and, to a lesser degree, in Unit 3. This form of tube degradation is uncommon in
the nuclear industry. The units also have experienced a more common type of tube cracking. The tube
degradation was discovered following a steam generator tube rupture in Unit 2 in March 1993 and,
since that time, APS has undertaken an ongoing investigation and analysis and has performed
corrective aclions designed to mitiggte further degradation,

The corrective actions have included changes in operational procedures designed to lower the
operating tempcratures of the units, chemical cleaning and 1mplementauon of other technical
improvements. From September 1993 through mid-summer1994, the units wére operated at reduced
power levels of approximately 86% to reduce the operating temperatures. The units were returned to
full power with operational modifications that enabled the units to be operated at lower temperatures.

Since the discovery of the tube degradation, cach of the units has been removed from service
periodically for inspections. The inspections have been performed during regularly scheduled
refueling outages and mid-cycle inspection outages. During 1994, Unit 2 was removed from service for
two mid-cycle inspection outages and Unit 3 was removed from service for one mid-cycle inspection
outage; an inspection also was made during the Spring 1994 Unit 3 refueling outage. When tube
cracks are detected during an inspection, the affected tubes are taken out of service by plugging. That
has occurred in a number of tubes in all three units, particularly in Unit 2, which has the most tubes
affected by cracking and plugging. APS has stated that it expects that the remedial actions
undertaken will slow the rate of plugging to an acceptable level. APS also has stated that it currently
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believes that the Palo Verde steam generators are capable of operating for their designed life of forty
years, although, at some point in the future, long-term economic considerations may make steam
generator replacement a desirable option,

Liability and Insurance Matters. The Palo Verde Participants have insurance for public liability
payments resulting from nuclear energy hazards to the full limit of liability under federal law. This
potential liability is covered by primary liability insurance provided by commercial insurance carriers
in the amount of $200 million and the balance by an industry-wide retrospective assessment program,
The maximum assessment per reactor under the retrospective rating program for cach nuclear
incident is approximately $79.2 million, subject to an annual limit of $10 million per incident. Based
upon the Company’s 15.8% interest in the three Palo Verde units, the Company’s maximum potential
assessment per incident is apprommdtely $37.6 million, with an annual payment limitation of
approximately $4.7 million.

The Palo Verde Participants maintain “all risk” (including nuclear hazards) insurance for
property damage to, and decontamination of, property at Palo Verde in the aggregate amount of $2.7
billion, a substantial portion of which must first be applied to stabilization and decontamination. The
Company has also secured insurance against portions of any increased cost of generation or purchased
power resulting from the accidental outage of any of the three units if the outage exceeds 21 weeks.

Decommissioning. The Company’s depreciation expense includes approximately $7.5 million,
$7.5 million and $5.2 million in 1994, 1993 and 1992, respectively, for the estimated future
decommissioning costs for the owned and leased portions of Palo Verde based on decommissioning
studies performed for the Company. The above amounts reflect updated studies implemented in July
1992 and September 1993. The Company is accruing its decommissioning obligation over the
estimated service life (approximately 40 years) for the portion of its owned interest in Palo Verde and
over the term of the related leases (27 to 29) years for the portions of Palo Verde that were sold and
leased back. As of December 31, 1994, ‘the Company has accrued approximately $38.5 million of
decommissioning costs, including interest, which is reflected in the Company’s balance sheets in
deferred credits and other liabilities.

Phe Company is utilizing a site specific study for Palo Verde, dated December 1993, prepared
for the Company by an independent consultant, that estimates the cost to decommission the
Company's share of Palo Verde to be approximately $221 million (stated in 1993 dollars). Such
amount includes an estimated cost Lo decommission on-site spent fuel storage facilities of
approximately $50 million. The study assumes the prompt removal/dismantlement method of
decommissioning will be used to decommission Palo Verde. The study also assumes (i) that
decommissioning will take place from 2024 through 2035 for the production units; (ii) that
maintenance expense for spent fuel storage will be incurred from 2035 through 2067; and (iii) that
decommissioning of the spent fuel storage facilities will occur in 2067. Although the study is based on
the latest available information, there can be no assurance that.decommissioning costs will not
continue to increase in the future.

The Company has established external trusts with independent trustees, which enable the
Company to record a current deduction for federal income tax purposes of a portion of amounts funded.
As of December 31, 1994, the aggregate balance of the trust funds was approximately $20.8 million,
which is reflected in the Company’s balance sheets in deferred charges and other assets. Earnings on
the trusts’ funds of approximately $1.0 million, $0.6 million and $0.5 million in 1994, 1993 and 1992,
respectively, are reflected on the statements of operations as interest income. ’l‘h(. Company is
currently collecting a portion of decommissioning funding obligation for Palo Verde Units 1 and 2 in
all three of its ratemaking jurisdictions and for Unit 3 in its Texas and FERC jurisdictions. The
Company must fund the decommissioning requirements for the New Mexico jurisdictional portion of
Unit 3 through off-system sales of economy energy as Unit 3 is excluded from New Mexico
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Jurisdictional rate base. Because the Company is under fixed-price long term contracts with its FERC
customers, increases in decommissioning costs must be absorbed through reduced margins on these
contracts.

Currently, the Company is funding decommissioning costs over the estimated service life for its
owned portion of Palo Verde and, prior Lo filing the bankruptcy petition, over the term of the related
leases for the leased portion of Palo Verde. Subsequent to the filing of the bankruptey petition, the
Company has made contributions to the decommissioning trusts pursuant to funding requirements of
the NRC, the ANPP Participation Agreement and orders of the Texas Commission, the New Mexico
Commnssnon and the FERC. These funded amounts are slightly less than what would have been
required pursuant to provisions under applicable agreements related to the Company’s sale/leaseback
transactions for Units 2 and 3. Under the proposed terms of the Plan, the Company would reacquire
all portions of Palo Verde sold and leased back. If this occurs, the Compnny anticipates it would accrue
for and fund all portions of the Palo Verde decomm:ssnomng costs over the operating license terms.
This funding method has been incorporated in the rate request in the Company’s rate filing currently
pending before the Texas Commission,

The Energy Policy Act includes an assessment for decontamination of the DOE’s enrichment
facilities. The total amount of this assessment has not yet been finalized; however, based on
preliminary indications, APS estimates that the annual assessment for Palo Verde will be
~ approximately $3.0 mllhon plus increases for inflation, for the next fifteen years. The Company
recorded a charge to result.s of operations in 1992 in the amount of approximately $7.1 million which
represents its portion of the estimated assessment.

The FASB has a current project addressing the accounting for obligations related to the
decommissioning of nuclear power plants. One alternative, if adopted, would change the current
practice of accruing the decommissioning liability over the plant’s useful life and require that
estimated total decommissioning costs be recorded as a liability in the financial statements. If the
FASB were to require such a change in 1995, the Company would be required to record an additional
liability of approximately $182.5 million based on the current cost estimates discussed above. At the
present time, the Company cannot predict the effects on the financial condition or results of operations
if it were required to record the additional liability.

ANPP Participation Agreement. Pursuant to the ANPP Participation Agreement, the Palo
Verde Participants share costs and generating entitlements in the same proportion as their
percentage interests in the generating units and each Palo Verde Participant is required to fund its
proportionate share of operation and maintenance, capital and fuel costs. The Company’s total
monthly share of these costs is approximately $7 million. The ANPP Participation Agreement
provides that if a participant fails to meet its payment obligations, each non-defaulting partlcxpant
shall pay its proportlonate share of the payments owed by the dcfaultmg participant,

F. Common Stock

In May 1989, the Board of Directors eliminated the second quarter 1989 common stock dividend
and the Company has not paid dividends on its common stock since then.

Resumption of dividends on common stock will depend on the terms of the Plan that becomes
effective in the Company’s Bankruptcy Case as well as applicable provisions of state law and the FPA.
Under certain provisions of the FPA regarding the payment of dividends on capital stock, as
interpreted by the staff of the FERC, the Company is permitted to pay dividends on its capital stock
only out of retained earnings.
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Employee Stock Purchase Plan. The Company had an employee stock purchase plan under
which eligible employees were granted options twice each year to purchase shares of common stock.
This employee benefit plan terminated June 30, 1994. ,

Employee Stock Compensation Plan. The Company has a broad-based employce stock
compensation plan under which shares of Company common stock may be issued from time to time to
eligible employees. Under the plan, the Board’s Compensation/Benefits Commitice may direct the
issuance from time to time of Company common stock to compensate employees for past services
rendered to the Company or to pay for various employee benefits with common stock rather than with
cash. Market value of shares issued would be charged to expense. No shares were issued under the
plan during 1992 through 1994. Under the Plan, this employee benefit plan would be terminated at
the Effective Date.

Employee Stock Option Plan. The Company’s Employee Stock Option Plan was approved by the
Board of Directors in December 1987 and received shareholder and regulatory approval in 1988.
Following amendment in 1990 to approve an increase in the number of shares available, the plan
authorizes the issuance of up to 3,000,000 shares of common stock pursuant to options which may be
granted at not less than fair market value.

At December 31, 1994, the outstanding common stock options are as follows:

“ Option Number
Date of Options Price of Shares
AUguSE 23,1989 ...ttt $ 8.875 184,300
January 24,1990 ... .. i i iiiiiie it 8.625 100,000
March 27,1990 ... . iiiiiiiiinnniiterrtnennnnns 8.375 145,800
May 21,1990 ......ooviiinnerrnnessesrnnnennnenas 7.250 50,000
November 19,1990 .........iiviieeenncennnennnes 3.875 704,725
May18,1992 .......cciiiiiiiiiiinnerinnnennnnans 3.000 397,706
November 17,1992 .........ciiiiiireerennssnress 2.500 572,100
September14,1994 ... ..ol 1.375 840,394
Total optionsoutstanding ...........civiviiiiinnin... 2,995,025
Tolal options exercisable at December 31,1994 ......... 2,025,219

Options granted May 18, 1992 and November 17, 1992 are exercisable in installments, with
25% of the options exercisable immediately and an additional 25% exercisable each full year from the
date of the award. In addition, the options granted May 18, 1992 and November 17, ).992 are not
exercisable, with certain exceptions, until a plan of reorganization becomes effective in the Company’s
Bankruptey Case. All other options granted were exercisable immediately. All options granted have a
ten-year expiration period from the date of the award, subject to earlier termination in the event of
termination of employment, death, total and permanent disability or dissolution or liquidation of the
Company. The plan also provides for stock appreciation rights if there is a change in control of the
Company, as defined in the Plan, Options are granted at the discretion of the Compensation/Benefits
Committee of the Board. During 1992 through 1994, there were no options exercised. Under the Plan
and pursuant to the Merger Agreement, options outstanding at the Effective Date would be converted
Lo options to purchase common stock of CSW,
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Changes in common stock are as follows:

Common Stock

Shares Amount
(In thousands)
Balance December 31,1991 ... ............ 35,525,461 $ 339,047
Issuances of Common Stock:

2 9,502 31

4 . 9,367 19

I - -
Balance December 31,1994 ... . ..., 35,544,330 $ 339,097

Shares of common stock reserved for issuance under the above described stock benefit plans
were 3,116,680 at December 31, 1994,

Directors’ Stock Compensation Plan. In 1991, the Board of Directors approved a Dircclors’ Stock
Compensation Plan, which was submitted to and approved by the sharcholders of the Company at the
Annual Meeting held May 20, 1991, subject to regulatory approval. However, the Company has not
filed the necessary applications with the New Mexico Commission and the FERC to obtain approval of
the issuance of up to 300,000 shares of common stock under the plan or filed a registration statement
related to the shares to be issued under the plan with the SEC and does not intend to do so at the
current time, A total of 300,000 shares of the Company's common stock would be reserved for issuance
under the plan if the regulatory approvals are obtained. Issuances at fair market value would be
charged to expense. Under the Plan, this benefit plan would be terminated at the Effective Date.

G. Preferred Stock

The Board of Directors voted to suspend payment of dividends and mandatory sinking fund
payments on the Company’s outstanding cumulative preferred stock commencing with dividends and
sinking fund payments due October 1, 1991. The Company cannot predict when the preferred stock
dividends and sinking fund payments will be resumed, if ever, but such payments are precluded by the
Bankruptcy Code during the Company’s Bankruptcy Case. (Sece Note A for the treatment of preferred
stock, including interim payments, under the Plan),

The Company accrued dividends on and increased the balance of preferred stock, redemption
required, with an offsetling decrease to retained earnings for the last two quarters of 1991, No such
dividends have been accrued on preferred stock, redemption not required. Because of the bankruptey
filing, the Company, beginning with the first quarter of 1992, ceased accruing any dividends on
preferred stock and climinated the deduction of preferred stock dividend requirements from the
determination of net loss and net loss per weighted average share of common stock outstanding insofar
as the preferred stock is subordinate to unsecured obligations.

Under the Company's articles of incorporation, as of July 1, 1992, the holders of preferred stock
have the right (subject to salisfaction of certain procedural requirements) to elect two additional
dircctors to the Board of Directors. This right has accrued because dividends on the outstanding
preferred stock have accumulated and remained unpaid in a cumulative amount at least equal to four
quarterly dividends. Because preferred stock dividends in an amounl equal to twelve full quarterly
dividends are unpaid, the holders of the preferred stock also are entitled to elect the smallest number
of directors nccessary Lo constitute a majority of the full Board of Directors until all dividends of
preferred stock have been fully paid. However, under the Plan, by voling in faver of thePlan, the
preferred sharcholders have waived any right to elect a majority of the Board of Directors under the
Company’s articles of incorporation. The Company has not reccived notice of any preferred
shareholder’s desire or intent to exercise the right to elect two additional directors and cannot predict
whether or when any such action might be taken.,
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All preferred stock issues (redemption required and redemption not required) are entitled in
preference Lo common stock, to $100 per share plus accrued dividends, upon involuntary hqmdatlon

All issues are entitled to an amount per share equal to the apphcabl(, optional redemption price plus

accrued dividends, upon veluntary liguidation.

Following is a summary of cumulative per share dividends in arrears and cumulative dividends
in arrcars of issued and outstanding preferred stock, as of December 31, 1994, calceulated according to

the terms of the preferred stock:

Preferred Stock, Redemption Required:

$10.75 Dividend ..............
$ 844 Dividend ..............
$ 895 Dividend ..............
$10.125 Dividend ..............
$11.375 Dividend ..............

Preferred Stock, Redemption not Required:

$ 4.50 Dividend ..............
4.12 Dividend ..............
72 Dividend ..............
56 Dividend ..............
24 Dividend ..............

Preferred Stock, Redemption Required.

preferred stock, redemption required:

$10.75 Dividend ..............
$ 8.44 Dividend ..............
$ 8.95 Dividend ..... Ceeeenaes
$10.125 Dividend ............. .
$11.375 Dividend ..............

Accrued dividends in
ALPFCULS o v vsevenrnevnrononens

Cumulative
Per Share Cumulative
Dividends Dividends
in Arrears in Arrears
(In thousands)
e $37.63 $ 1,957
e 29.54 2,883
. 31.33 2,820
ceen 35.44 3,544
. 39.81 11,943
.§ 231147
caes $15.75 $ 236
e 14.42 216
ees 16.52 330
veen 15.96 638
e 28.84 1,513

£ 295

Following is a summary of issued and outstanding

Optional
Redemption
Price Per
Sharc at

) December 31,
Shares Amount 1994
(In thousands)

52,000 $ 5,200 $102.50

97,600 9,760 102.11

90,000 9,000 102.24
100,000 10,000 100.00
300,000 30,000 100.00
639,600 63,960

3,306

§ 61,266

Bach series of preferred stock, redemption required, is entitled to the benefits of its respective

annual sinking fund which requires redemptions of a specified number of shares or a percentage of

outstanding shares. The sinking fund redemption price on all series is $100 per share plus accrued
dividends. In addition lo required redemptions, each series is redeemable at the option of the

Company at various stated redemption prices.
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Sinking fund requirements for cach of the above series are cumulative and, in the event they
are not satisfied at any redemption date, the Company is restricted from paying any dividends on its
common stock (other than dividends paid in shares of common stock or other class of stock ranking

_junior to the preferred stock as to dividends or assets). Sinking fund payments in the following

“amounts have been missed: (i) $750,000 (7,500 shares at $100 per share) due each of October 1, 1991,
Qctober1, 1992, October 1, 1993 and October 1, 1994 on the Company’s $8.95 Dividend Preferred
Stock; (ii) $600,000 (6,000 shares at $100 per share) due each of October 1, 1991, October 1, 1992,
October 1, 1993 and October 1, 1994 on the Company’s $8.44 Dividend Preferred Stock; (iii) $400,000
(4,000 shares at $100 per share) due cach of January 1, 1992, January 1, 1993, January 1, 1994 and
January 1, 1995 on the Company’s $10.75 Dividend Preferred Stock; (iv) $10 million (100,000 shares
at $100 per share) due each of July 1, 1992, July 1, 1993 and July 1, 1994 on the Company's $11.375
Dividend Preferred Stock and (v) $5 million (50,000 shares at $100 per share) due each of July 1, 1992
and July 1, 1993 on the Company’s $10.125 Dividend Preferred Stock. Al December 31, 1994 the total
arrcarage of mandatory sinking fund payments is $46.6 million.

The aggregate contractual amounts of the above preferred stock required Lo be redeemed for
cach of the next five years are $1.75 million per year,

Preferred Stack, Redemption not Required. Following is a summary of preferred stock issued
and outstanding al December 31, 1994 which is nol redeemable except at the option of the Company:

Optional
Redemption
Price Per
Shares Amount Share
(In thousands)
$4.50 Dividend ................. 15,000 $ 1,534 $109.00
$4.12 Dividend ................. 15,000 1,506 103.98
$4.72Dividend ................. 20,000 - 2,001 104.00
$4.56 Dividend ................. 40,000 4,000 100.00
$8.24 Dividend ................. 52,450 5,157 101.34
142,450 § ]4!]98

H.  Obligations Subject to Compromise

Under the Bankruptey Code, certain claims against the Company in existence prior to the
Petition Date are stayed, subject to their treatment in the Plan (or another plan of reorganization that
becomes effective). Additional claims, which may also be subject to compromise, have arisen and may
continue to arise subsequent to the Petition Date as a result of rejection of executlory contracts,
including the leases related to Palo Verde and other leases, and from the determination by the
Bankruptey Court (or as may be agreed to by parties in interest) of allowed claims for contingencies
and other disputed amounts. In accordance’with the SOP 90-7, these claims are reflected at amounts,
expected to be allowed by the Bankruptey Court in the December 31, 1994 and 1993 balance sheets as
“Obligations Subject to Compromise,” which amounts could differ substantially from the settled
amounts, For a description of the treatment of claims under the Plan, see Note A,

"The expiration date for filing creditors’ claims against the Company with the Bankruptey Court
was June 15, 1992, As of December 31, 1994, unresolved claims approximate $5.0 billion, reflected by
approximately 350 proofs of claim on file with the Bankruptey Court. There also are approximately 50
proofs of claims that do not specily an amount. The Company continues the process of reviewing each
proof of claim to reconcile the claimed amount with the Company’s books and records and believes the
outstanding claimed amounts are grossly overstated primarily due to duplicalive claims. The
Company’s estimates of the allowed claims as presented in the financial statements are therefore
subject Lo change based upon the outcome of the Bankruptey Case.
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In late December 1991, the Company ceased paying principal, interest and fees on portions of its
secured and unsecured debt except as described below. As a result, all of the Company's debt is in
default and will remain so until a plan of reorganization becomes effective pursuant to the Bankruptey
Case. Ordinarily these defaults generally would entitle the Company’s creditors to accelerate the
outstanding principal amounts of debt and pursue other remedies available under the applicable
agreements. As a result of the automatic stay imposed by the provisions of the Bankruptey Code,
however, such creditors generally are prevented from taking any action to collect such amounts or
pursue any remedies against the Company other than through the Bankruptey Case. The terms and
provisions of the Company’s financing arrangements, including the maturity dates, are subject to
modification pursuant (o a plan of reorganization that becomes effective in the Bankruptey Case.

In accordance with SOP 90-7, through the Confirmation Date, the Company has been accruing
interest, at contractual non-default rates, only on debt sccured by first or second mortgages to the
extent that the value of underlying collateral exceceds the principal amount of First and Second
Mortgage Bonds and no interest was accrued on other debt. As described in Note A, the Plan requires
the Company to make interim payments representing interest on other debt and such amounts have
been recorded since the Confirmation Date.

Since the Petition Date, the Bankrupley Court has issued various orders authorizing payment
of interest accruing since July 1, 1992 to certain sccured creditors. The Company paid approximately
$67.7 million, $64.7 million and $32.5 million for 1994, 1993 and 1992, respectively, in interest on
First and Second Mortgage Bonds of the Company for the period of July 1, 1992 through December 31,
1994, including those bonds held as security for the Company's revolving credit facility, described
below, and interest on three series of pollution control bonds. With respect to three series of pollution
control bonds, the Company has reservéd its right to' repayment from the banks issuing letters of
credit supporting such bonds of amounts paid to reimburse the banks for interest paid on the bonds
through draws on the letters of credit in the ¢vent that the Bankruptey Court determines the
payments to the banks were payments of unsecured claims. The Plan does not contemplate seeking
such a ruling, however. The contractual obligations of the Company’s debt agreements require
principal payments to be made during the next year of approximately $41.5 million; these amounts
are presented as non-current because of the stay as of the Petition Date. Contractual obligations of the
Company’s debtl agreements required principal payments in 1994, 1993 and 1992 of approximately
$29.9 million, $26.1 million and $69.7 million, respectively, of which approximately $1.0 million,
$0.9 million and $0.8 million were paid during the same respective périods. Contract non-default
interest expense on unsecured and undersecured debt was approximately $45.7 million, $41.8 million
and $41.1 million for the years ended December 31, 1994, 1993 and 1992, respectively, which has not
been accrued by the Company. As explained in Note A above, interim payments of approximately
$24.8 million and $10.2 million were accrued in 1994 and 1993, respectively, and recorded as interest
expense. -

Future contractual minimum annual principal requirements on secured and unsecured debt at
December 31, 1994 are as follows (In thousands):

T 2 T -$ 41,471
L L S T PR EY 317,340
2 36,316
1 - Z 50,580
) T 1 R T 52,550

As of December 31, 1994, approximately $123.0 million remained due on contractual minimum
annual principal reduction requirements for 1992, 1993 and 1994.

The table above does not reflect any of the potential effects upon future contractual debt
requircments that would result from the Plan becoming effective.
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The following is a summary of obligations subject to compromise:
December 31,
1994 1993
Secured Debt: (In thousands)
First Mortgage Bonds (1):
45/8% Scries, issued 1962,due 1992 ........c.iiiiiineene. $ 10,385 ¢ 10,385
6 3/4% Series, issued 1968,duc 1998 .......coiiiiiiiiiinnn. 24,800 24,800
7 3/4% Series, issued 1971,due 2001 .............cvvveenen. 15,838 15,838
9% Secries, issued 1974,due 2004 ..........ciiiiiinnn.. 20,000 20,000
10 1/2% Series, issued 1975,duc 2005 ...........civinennnn. 15,000 15,000
8 1/2% Series, issued 1977, duc 2007 .......cccvvviiinnnnnn. 25,000 25,000
9.95% Series, issued 1979,duc 2004 ..............cciiiinn.. 17,559 17,559
13 1/4% Series, issued 1984, due 1994 ... ..........oo...... 17,700 17,700
11.10% Series, issued 1990, due 2001 ...........cvenvnenn... 153,000 153,000
299,282 299 282
Sccond Mortgage Bonds (2):
11.58% Series, issued 1990, duc 1997 ........ccvvnt.. A 35,000 35,000 )
12.63% Series, issued 1990, duc 2005 ...........c.ccevvennn. 105,000 105,000
12,02% Series, issued 1991,due 1999 ... .................... 25,000 25,000
- 165,000 165,000
Revolving credit facility sccured by I'irst and Second
Mortgage Bonds, due 1992(3) .........ccviiiiiiiiiiaiaa.,. 150,000 150,000
Pollution Control Bonds (4):
Secured by Second Mortgage Bonds:
Variable rate bonds, due 2014, net of $1,781 000
ondeposit withtrustee ...............ooiiiiiiiiat, - 61,719 -
Variable rate bonds, redecemed July 1, 1994, net of '
$1,740,000 on deposlt withtrustee ................. ... - 61,760
Variable rate refundingbonds, due 2014 ................. 37,100 137,100
Variable rate refunding bonds,due 2015 ................. 59,235 59,235
158,054 158,095
Nuclear fuel financing (5) .......ccviviiiiiiiiiinnneneennnss 60,620 60,620
Accruedinterest(6) ......cvvetiirrinrennrreessnerennanenans 46,300 45,654
L0 11 1 T 13,287 14,654
Total secureddebt ..........coiieiiiiiiiiiiiiiiaaaa.. 892 543 893,305
Unsecured Debt: ‘
Notespayabletobanks(7) ......cciiiiiiiiiiiiiiieiiennn.. 288,416 288,416
Pollution control bonds, variable rate, refunding bonds,
dUE2013(4) ..ottt i i et rer st 33,300 -
. Pollution control bonds, variable rate, refunding bonds, -
redeemed November 1, 1994, net of$4 041,000 on :
deposit with trustee (4) ................................... - 31,764
Promissory notedue 1992(8) ........cicvvniivvrrriinnnnannns 25,000 25,000
Financing obligation Palo Verde Unit2(9) ,................... 79,186 79,186
Accrued operating lease cost, Palo Verde
Units2and3(NoteB) ooiiiiiieiiiri i ii i iiiiiianenens 177,613 137,734
Capitalized lease obligation, Copper Turbine (10) .......... e 8,106 9,061
Prepetition accruedinleresl ........c..iiiieiiiiirrerennrnnans 4,837 4,837
01 3 28.302 26.012
Total unsecureddebt .......... 0 c.cviireriveninnaa.. 644,760 602,010

$ 1,537,303 §1,495315
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(1)

(2)

(3)

First Mortgage Bonds

The First Mortgage Indenture is secured by substantially all of the Company’s utility plant.
Under the First Mortgage Indenture the Company may issue bonds to the extent of 60% of the
value of unfunded (as defined in the Indenture) net additions to the Company’s utility property,
provided that carnings available for interest are at least equal to twice the annual interest
requirements on all bonds to be outstanding and on all prior lien debt.

The First Mortgage Indenture provides for sinking and improvement funds, except as otherwise
noted, equivalent Lo 1%, (approximately $1 million at December 31, 1994), of the greatest
aggregate principal amount of such series outstanding prior to a specified date. The Company
has generally satisfied the 1% requirements for such series by relinquishing the right to usc a
net amount of additional property for the issuance of the bonds or by purchasing bonds in the
open market. However, this requirement was not met in 1992, 1993 or 1994. With respect to
the 9.95% series, the agreement provides for annual cash payments to the trustee equivalent to
4.25% of the greatest aggregate principal amount of such series outstanding al any one time
prior to a specificd date, approximately $1.1 million as of December 31, 1994, With respect to
11.10% series, commencing in June and December 1995, the agreement provides for
semiannual cash payments Lo the trustee equivalent to.7.14% of the grealest aggregate
principal amount of such series outstanding al any one time prior to a specified date. The
following amounts are contractually due as follows: 1992 — $18.4 million; 1993 — $8 million;
1994 — $8 million; 1995 — $23.9 million; 1996 — $23.9 million; 1997 - $23.9 million; 1998 -
$47 million; 1999 — $23.7 million. -

Second Mortgage Bonds

"The Second Mortgage Indenture is secured by substantially all of the Company’s utility plant.
Under the Second Mortgage Indenture the Company may issue bonds on the basis of 40% of the
value of unfunded (as defined in the Indenture) net additions to the Company’s utility property,
or to the extent of the principal amount of retired bonds.

* The Second Mortgage Indenture provides for sinking funds. With respect to the 11.58% series,

the agreement provides for annual cash payments to the trustee commencing in December
1994, equivalent to 25% of the greatest aggregate principal amount of such series outstanding
at any one time prior Lo a specified date. With respect to the 12.63% series, the agreement
provides for annual cash payments to the trustee commencing in December 2001, of a specified
amount. The following approximate amounts are contractually due as follows: 1994 -
$8.8 million: 1995 - $8.8 million; 1996 ~ $8.8 million; 1997-%8.8 million; 1999 — $25 million.

Revolving Credit Facility

The Company currently has a total of $150 million of debt outstanding under a revolving credit
facility (the *RCF”). The RCF, which originally involved a syndicate of money center banks,
provided for substantially all of the Company's short-term borrowing prior to the filing of the
bankruptey petition. The RCF became due and payable on January 9, 1992. The RCF is
secured by $50 million of First Morlgage Bonds and $100 million of Second Mortgage Bonds.
Interest on the RCF is calculated at the non-default contract rate, which is the administrating
bank’s current quoted prime rate plus 1%. Interest rate at December 31, 1994 was 9.5%.
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Pollution Control Bonds

The Company has approximately $193.1 million of tax exempt Pollution Control Bonds
outstanding consisting of four issues, of which three issues aggregating $159.8 million are
secured by Second Mortgage Bonds. Each of the tax exempt issues is credit enhanced by a letter
of credit. Prior Lo the Petition Date, interest and other payments on the Pollution Control
Bonds were made through draws on the letters of credit, and the Company reimbursed the
letter of eredit banks for such draws. Subsequent to the petition filing, interest on all the bonds
has continued to be paid by draws on the letters of credit. The Company has paid a portion of
the resulting reimbursement obligalions Lo the issuing banks on three Pollution Control Bond
issues through interest payments authorized by applicable orders of the Bankruptey Court.

In May 1992, one series of the secured Pollution Control Bonds was accelerated and the letter of
credit supporting such series was drawn upon for the principal and accrued interest,
aggregating approximately $37.9 million. In May 1994, the acceleration was rescinded and
amendments were made Lo the governing documents related to this series of Pollution Control
Bonds to allow the Bonds to be remarketed during the Company’'s Bankruptey Case, at the
option of the letter of credit issuer. The amendments also provide for more flexibility in interest
rate features, and a letter of credit issuing bank repurchase option that would be effective at the
Effective Date. The Bonds were remarketed in May 1994, The letter of credit bank received a
total of approximately $37.1 million in proceeds from the remarketing as reimbursement for the
letter of credit draw upon dcceleration. The series of Pollution Control Bonds currently bears
interest at a rate that is repriced weekly.

With respect to another series of Pollution Control Bonds, the letier of credit issuer purchased
all of the outstanding bonds of that series. The governing documents related to this series of
Pollution Control Bonds also were amended in May 1994 to allow the Bonds to be remarketed
during the Company’s Bankruptcy Case, at the option of the letter of credit issuer. The
amendments also provide for more flexibility in inlerest rate features and a letter of credit
issuing bank repurchase option that would be effective at the Effective Date. The Bonds
continue to be held by the letter of credit issuer. The series of Pollution Control Bonds currently
bears interest at a rale that is repriced weekly.

A third scries of Pollution Control Bonds had been remarketed annually in June of each year.
Changes to the governing documents were made cffective July 1, 1994, including additional
interest term options and a repurchase option for the letter of credit bank that would be
effective at the Effective Date. The changes were made by redeeming the outstanding Bonds in
the series and issuing a new series of Pollution Control Bonds with governing documents
contammg the new provisions, but otherwise substantially equivalent to the former series. The
new series of Pollution Con{rol Bonds currently bears mtcrest atu rate that is repriced weekly.

The final series of Pollution Control Bonds has been rcmarkcu.d dnnu.xlly in November of each
year. On November 1, 1994, the outstanding bonds were redeemed and a new series of Pollution
Control Bonds were issucd, with modifications similar to the other series of Pollution Control
Bonds. This series also now provides for shorter interest rate periods, which eliminates the
need for annual remarketings, and a repurchase option for the letter of credit bank that would
be effective at the Effective Date. The aggregate principal amount of the bonds issued in the
series was reduced by approximately $2.5 million through the application of proceeds held by
the trustee from the original issuance of the bonds, The new series of Pollution Control Bonds
currently bears interest at a rate that is repriced weekly.

Because of the pendency of the Company’s Bankruptcy Case as well as other defaults, including
the failure of the Company to reimburse the letter of credit issuing banks as described above,
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the bonds are subject Lo acceleration at any time. In the event that the bonds are accelerated
and redeemed, the tax-advaniaged interest rate of the bonds may no longer be available to the
Company. . :

Nuclear Fuel Financing

The Company entered into a nuclear fuel purchase contract with a third party grantor trust,
Rio Grande Resources Trust (“RGRT"”), established for the sole purpose of financing the
purchase and enrichment of nuclear fuel for use by the Company at Palo Verde. The aggregate
investment of RGRT is reflected on the Company’s books at December 31, 1994, Prior Lo the
filing of the Company’s bankruptcy petition, the trust generally financed nuclear fuel and all
cosls in connection with the acquisition of the Company’s share of nuclear fuel for use at
Palo Verde up to $125 million pursuant to a borrowing facility (contractual interest rate of
9.52% at December 31, 1994) that is supported by a letter of credit facility. The Company had
the option of either paying for the fuel from the trust at the time the fuel was loaded into the
reactor or paying for the fuel at the time heat was generated by the fuel. Prior to the petition
date of the Bankruptcy Case, the Company elected to pay for the fuel as the heat was produced
from the fuel; however, no principal payments of any kind are currently being made to the trust
because of the Company’s Bankruptcy Case. Since the Company filed its bankruptey petition,
the Company has not sought to finance its fuel costs from the trust, but has instead paid for
nuclear fuel with its own funds. 'The trust contends that it has an enforceable property interest
in Palo Verde nuclear fuel, power, energy and revenues, which the Company is disputing in the
Bankruptcy Casé. The trust and the Company have entered into an interim adequate
protection order in the Bankruplcy Case, which essentially preserves the rights, positions and
arguments of cach party, but does not resolve disputes as to the trust’s claims and interests in
propertly. '

Accrued Interest

The amount of accrued interest includes approximately $11.3 million of prepetition interest.
The remaining amount represents unpaid postpetition interest, primarily from January 9, 1992
through June 30, 1992,

Notes Payable to Banks

The amount represents the aggregate amount of draws on letters of credit supporting the sales
and leasebacks of Palo Verde Units 2 and 3. Sce discussion of letters of credit draws at Note B.

Promissory Note
The ;msecured note du'e 1992 has floating rau; which was 8.50% at December 31, 1994,
Financing Obligation, Palo Verde Unit 2

In December 1986, the Company entered into a financing obligation related to one sale and
leaseback transaction involving Palo Verde Unit 2 (see Note B). Semiannual payments
including interest (using an assumed interest rate of 9.01%), which began in July 1987, are
approximately $4.2 million, with the last payment of approximately $2.1 million due in July
2013.

Capitalized Lease Obligation, Copper Turbine

In 1980, the Company sold and leased back a turbine and certain other related equipment from
the trust-lessor for a twenty-year period, with renewal options for up to seven more years.
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Semiannual lease payments, including interest, which began in January 1982, were
approximately $0.7 million through January 1991, and approximately $0.9 million thercafler
to July 2000, The cffective annual interest rate implicit in this lease is calculated to be 9.6%. A
gain to the Company related Lo the sale of the turbine to the trust in the amount of
approximately $2.3 million is being amortized to income over the term of the lease. The
Company has paid and currently intends to continue to pay all postpetition lease payments on
the Copper Lease.

I. Federal Income 1'anxes

Effective January 1, 1993, the Company adopted SFAS No. 109 and reported the cumulative
ceffect of that change, approximately $96 million, separately in the December 31, 1993 Statement of
Operations. The charge to operations consisted of the recognition of additional tax bencfits and
valuation allowances as follows:

IPederal State Total
(In thousands)

Additional net tax benefits .............. $ (153,232) $ (12,230) $ (165,462)
Valuation allowance .............coaenn 219,246 42,260 261,506
Chargetooperations ..........cocviunnen $ 66,014 $ 30,030 $ 96,044

The tax effects of temporary dilferences that give rise to significant portions of the deferred tax
assets and deferred tax liabilities at December 31, 1994 and 1993, are presented below:

~

December 31,
1994 1993
(In thousands)
Deferred tax assets:
Lettersofcreditdraws ......ccciinriiiiiiiiiincnnnonenn. $ 100,946 $ 100,946
Gain on sale and leaseback transactions .................. 48,920 51,430
Accrued lease expense, net of interim payments
(NOLC A) ittt it tiiereee ettt aiienaninccananennns 62,004 49,929
Accumulated deferred investment tax crednts ............. 26,825 24,147
Capital 1eases ....vviuviriv i ea i, 24,815 24,496
Benefits of tax loss carryforwards ...t 33,670 33,300
Investment tax credit carryforward ...................... 16,444 28,047
Alternative minimum tax credit carryforward ............ 18,120 15,796
Other .....oviiiiiiiiiiniinannns S e 80,525 71,666
TPotal gross deferred taxassets .................. ieeean 412,269 399,757 °
Less valualion allowance:
B LT Y Y (221,970) (223,897)
1] A ae (39,808) {42,318)
Total valuation allowance .............cccvvvvvennenn. (261,778) (266,215)
Netdeferredlaxassels ......ccecviiiennnrrnennn 150,491 133,542
Deferred tax liabilities:
Plant, principally due to differences in depreciation and
basisdifferences .......coievivririncenerineeasaeanens (232,000) (234,783)
011 1V (16,597) (22,694)
Total gross deferred tax liabilities ................. ..., _(248,597) (257 _(257.477)

Net accumulated deferred income taxes ........... $_(98106) §(123,935)
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Upon adoption of SI'AS No. 109, a valuation allowance was recorded for deferred tax assets
which may not be realized, including tax carryforwards that the Company may not utilize before their
expiration. In making such computations, the Company has not assumed the occurrence of future

taxable income. The valuation allowance decreased by approximately $4.4 million-in 1994 and
increased by approximately $4.7 million in 1993,

As discussed in Note D, the Company's income tax provision was calculated under APB Opinion
No. 11 prior to January 1, 1993 and under SFAS No. 109 since that date. The Company recognized
income taxes as follows: ‘

Years Ended December 31,
1994 . 1993 1992
(In thousands)

Income tax expense (benefit):

Federal:
Current .......iiiiiiienirieresieenaes $ 6320 $ 15263 ¢ 31
Deferred ..... e rerannecereseancanaraan (20,304) (20,345) (1,119)
Investment tax credit amortization ..... (2,838) (2.841) (2,920)
Total ............ reieneeies PETTRp § (16822) $ (7.933) §$_ (4,008)
State: L. , =
Current ......oeeevinnnes v reenennnes $ - $ 3316 $ 81
Deferred ......... e et nanaanas . (364) . (892) 224
B V1 Y - $ (364) $ 2424 $ 305

The 1994 and 1993 current federal income expense results primarily from the payment of
alternative minimum tax (*AMT”). The deferred federal income tax benefit recorded in 1994 and 1993
includes AMT credits of approximately $8.4 and $15.3 million, respectively. The deferred federal
income tax benefit in 1992 pursuant to APB Opinion No. 11 arises primarily from differences in
depreciation methods and lives with an associated deferred tax expense of approximately $10.5
million, a deferred fuel revenue tax benefit of approximately $5.2 million and a net operating loss
(“NOL”) carryforward tax benefit of approximately $5.8 million.. For the year 1994, investment tax
credits ("ITC”) of approximately $2.1 million utilized were recorded as a reduction to current tax and
included as a deferred tax expense. The 1993 current state income tax expense results from the
settlement of Arizona income tax claims.




EL PASO ELECTRIC COMPANY
(DEBTOR IN POSSESSION AS OF JANUARY 8, 1992) '
NOTES TO FINANCIAL STATEMENTS

Federal income tax provisions differ from amounts computed by applying the stzxtutofy rate of
35% in 1994 and 1993 and 34% in 1992 to the book loss before federal income tax as follows:

Years Ended December 31,
1994 1993 1992
(In thousands)

Tax benefit computed on loss before cumulative

effect of a change in accounting principle at.

statutoryrate .......oiitiiiiiiii i e $ (15,741) $ (17,426) $ (10,944)
(Increases) decreases in benefits due to:

Amortization of equity funds used during ‘

CONSLIUCLION ... ..t iiiiiiiiinnarrerrennens - - 1,629
I'T'C amortization (net of deferred taxes thercon

in1994and 1993) .......civiiiiiiniiiiieenn, (1,845) (1,846) (2,920)
Nondeductible reorganizationcosts ............. 3,915 11,745 6,889
Increascinincometaxrate ...........oc....... - 3,403 -
Other ...t it (3,151) (3,809) 1,338

Total federal income tax benefit .............. $_(16822) $ _(7.933) $__(4008)

Effective federal income tax
benefitrate ........... D, 37.4% 15.9% 12.5%

The Company has approximately $96 million of tax NOL carryforwards, approximately
$16 million of ITC carryforwards and approximately $18 million of AMT credit carryforwards as of
December 31, 1994. The NOL carryforward has been reduced by approximately $19 million of
estimated taxable income for the year ended December 31, 1994, These carryforwards could be reduced
or climinated, or the amounts that can be utilized in any year could be limited, if certain events occur as
a part of. the Company’s reorganization. Such events include, but are not limited to, debt forgiveness,
the conversion of debt to equity or change in control of the Company. The occurrence of such events
cannot be predicted and their effects on the Company’s tax attributes, if any, cannot be estimated until a
reorganization plan is consummaled. If unused, the NOL carryforwards would expire at the end of the
years 2005 through 2008, the ITC carryforwards would expire in the years 2001 through 2005 and the
AMT credit carryforwards have an unlimited life.

On August 10, 1993, President Clinton signed tax legislation which, among other provisions,
increases the corporate income tax rate to 35% retroactive to January 1, 1993. SFAS No. 109 requires
that deferred tax liabilities and assets be adjusted in the period of enactment for the effect of an enacted
change in tax laws or rates. The Company recognized a charge to earnings of ‘approximately $3.4
million in the third quarter of 1993 to reflect the impact on net accumulated deferred income taxés
related to such increase in the tax rate.

The Bankruptey Court entered an order on May 10, 1994 approving the terms of a settlement
with the Internal Revenue Service (“IRS”) covering tax periods prior to 1992, pursuant to which the
Company paid approximately $6.2 million, which primarily represents interest.

J. ‘Commitments and Contingencies

Cash construction commitments for the Company subsequent to December 31, 1994 are primarily
related to Palo Verde which approximate $39.2 million.
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Sale/Leaseback Indemnification Obligations

Pursuant to the participation agreements and leases entered into in the sale/lecaseback
transactions, if the lessors incur additional tax liability or other loss as a result of federal or state tax
assessments related to the sale/leaseback transaction, the lessors may have claims against the
Company for indemnification, The lessors have filed proofs of claim alleging unliquidated amounts
owed pursuant to the participation agreements and leases, which may encompass claims for
indemnification. Pursuant to settlement agreements entered into between the Company and the lessors
in connection with the Plan, the Company’s indemnity obligations related to tax matters generally
would continue in effect following the Effective Date. (See Note A.)

Arizona Transaction Privilege ("Sales”) T'ax Indemnification. The ‘Arizona Department of Revenue’

("ADR") conducted an audit of the sales taxes paid on lease payments under the Palo Verde Leases
duripg the audit period of August 1, 1988 through July 31, 1990. On March 10, 1992, the Company
received copies of Notices of Proposed Assessment issued by the ADR to cach of the lessors. On
I'ebruary 22, 1993, the ADR filed Notices of Jeopardy Assessment totaling approximately $7.8 million,
including interest thereon through February 28, 1993, to convert the proposed deficiencies for the audit
period into jeopardy assessments, which are immediately collectible. On February 23, 1993, the ADR
filed Notices of Tax Lien in the Maricopa County Recorder’s Office and with the Secretary of State of
Arizona against the lessors’ interests in Palo Verde. Although the ADR can take action immediately to
collect the alleged deficiency from the lessors, the ADR has taken no action in that regard. The ADR
also may assert additional tux deficiencies fer the period from August 1, 1990 through 1991, when the
last lease payments were received by the lessors. The lessors can contest both the jeopardy assessment
and the underlying assessment. The Company and the lessors have engaged in settlement discussions
with the ADR and, based on these discussions, the ADR has postponed further action on the
assessments. The Company believes it has made adequate provision in its financial statements for any
indemnification obligations resulting from the claim.

Federal Tax Indemnification. One of the lessors in the sale/leaseback transactions related to Unit
2 of Palo- Verde has notified the Company that the IRS has raised issues, primarily related Lo
investment tax credit claims by the lessor, regarding the income tax trecatment of the sale/leaseback
transactions. The Company estimates that the total amount of potential claims for indemnification
from all lessors related to the issues raised by the IRS could approximate $10 million, exclusive of any
applicable interest, if the IRS prevails. This matter is at a preliminary stage and, although the
Company believes the lessor has meritorious defenses to the IRS’ position, the Company cannot predict
the outcome of the matter or the Company’s liability for any resulting claim for indemnification. The
Company has made ro provision in the accompanying financial statements related to this matter.,

Environmental Matters )

The Company is subject to regulation with respect to air, soil and water quality, solid waste
disposal and other environmental matters by federal, state and local authorities. These authorities
govern current facility operations and exercise continuing jurisdiction over [acility modifications.
Environmental regulations can change at a rapid pace and cannot be predicted with certainty. The
conslruction of new facilities is subject to standards imposed by environmental regulation and
substantial expenditures may be required to comply with such regulations. Recognition in rates of the
capital expenditures and op(.ratmg cosls incurred in response to environmental considerations will be
subject to normal regulatory review and standards. The Company analyzes the costs of its obligations
arising from environmental matters on an ongoing basis and believes it has made adequate provision in
its financial statements to meet such obligations.

Clean Air Act. The Clean Air Act Amendments of 1990 (the "Clean Air Act”) established new
regulatory and permitting programs administered by United States Environmental Protection Agency
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("EPA”) or delegated to state agencies. Many provisions of the Clean Air Act will affect operations by
electric utilities, including the Company. In particular, the following sections may have a significant
impact on the Company: Title I dealing with nonattainment of national air ambient quality standards,
Title 1V dealing with acid rain, and Title V' covering operating permits. In addition, provisions
addressing mobile sources of pollutants and hazardous air pollutants may have a lesser impact on the
Company's operations.

‘The Company has completed an evaluation of the impact of the Clean Air Act on the Company’s
operations and has instituted a five-year plan in 1993 to implement Clean Air Act requirements on
existing facilities. As part of the plan, the Company will make modifications to existing facilities at the
Newman Power Station and the Rio Grande Power Station, including modifications to the steam
generators and combustion turbines and the installation of continuous emissions monitoring
equipment. The projected costs of these capital improvements are approximately $5 million over the
five-year period of the plan. .

Rio Grande Power Station. The Company notified the New Mexico Environment Department
(“NMED?”) of a spill of approximately 510 barrels of fuel oil which occurred at the Rio Grande Power
Station in August 1986. The remedial action plan has been approved, and remediation is progressing.
Clean-up costs are currently estimated to be less than $500,000 to be incurred over the next two to three
years. The New Mexico Water Quality Act provides for a potential penalty of $1,000 for each day of
violation, which for a five-ycar period could result in a penalty of approximately $2 million. The
Company has been in close communication with the NMED and does not believe that a penalty of such
magnitude will be assessed. The NMED has filed a proof of claim in the Bankruptcy Case reflecting an
alleged obligation in an unspecified sum based on alleged ground water or soil contamination at the Rio
" Grande Power Station. The Company has recorded the estimated clean-up costs, but has made no
provision for any penalty in the accompanying financial statements.

Col-Tex Refinery Site. In November 1991, the Company was notificd by the Texas Natural
Resources Conservation Commission (“'NRCC”) that the Company had been identified as a potentially
responsible party (“PRP”) at the Col-Tex Refinery Texas Superfund Site in Colorado City, Mitchell
County, Texas (the “Col-Tex Site”). The State of Texas, on behalf of TNRCC, filed a proof of claim in the
Bankruptcy Case for remediation and oversight costs as administrative expenses. In addition, the
following entities filed proofs of claim in the Bankruptcy Case related to potential claims for
contribution in the event any of such entities has liability for remediation and oversight costs of the Col-
Tex Site: ASARCO, Inc., Tesoro Petroleum Company, Fina Oil & Chemical Company and Missouri
Pacific Railroad Company. The Bankruptcy Court has approved a Joint Motion for Order Approving
the Withdrawal of Proofs of Claim filed by the State of Texas over the objection of Fina Oil. Fina Oil
appealed the Bankruptey Court’s order. On January 9, 1995, the Bankruptcy Court approved a
settlement agreement between the Company and Fina Oil pursuant to which the Company paid Fina
$50,000 and Fina (i) withdrew its proof of claim related to the Col-Tex Site, (ii) released all claims it
may have against the Company related to the Col-Tex Site, and (iii) withdrew its appeal of the District
Court’s order affirming the withdrawal of the State of Texas’ Proof of Claim. On March 13, 1995,
ASARCO, Inc. filed a notice of withdrawal of its proof of claim. While the protective proofs of claim by
the two other entities remain, the Company believes these parties have incurred minimal response
costs.

PCB Treatment, Inc. On or about September 26, 1994, the Company received a request from the
EPA to participate in the remediation of polychlorinated biphenyls ("PCBs”) at two facilities in Kansas
City, Missouri (the “Facilities”), which had been operated by PCB Treatment, Inc. (“PT1”). Company
manifests indicate that between 1982 and 1986 the Company sent 23 shipments of PCBs or PCB-
containing electrical equipment (“PCB Equipment”) to PTI, accounting for approximately 3%, by
weight, of the PCBs and PCB Equipment received by PTI.
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PT'1 has since discontinued operations and EPA has determined that its abandoned Facilities
require prompt remediation. In response to EPA's request, the Company and other similarly situated
companies met with EPA on October 21, 1994 to discuss PTI's compliance history, EPA’s regulatory
oversight of PTI, the condition of the I uclhhcs the identity of companies that had sent PCBs to PTI, and
EPA’s legal authority Lo initiate voluntary or mandatory cleanup.

Based upon current information, it is apparent that more than 1,400 entities sent PCBs to PTL
The Company is working informally with other attendees of the October 21 meeting to: (i) investigate
the relationship between PTI, its affiliates and other entities that performed PCB treatment services in
association with PTI; (ii) identify all financially-viable entities that sent PCBs to PTI; (iii) calculate by
volume the quantities of PCBs contributed by the respective entities; and (iv) identify the most efficient
framework for remediating the Facilities. The Company also is evaluating the impact of the
bankruptey filing on its responsibilities with respect to the Facilities. At this early stage, the Company
is unable to determine the extent to which it may bear legal liability for the remediation of the
I*acilities, or the amount of any such liability. The Company has made no provision in Lhe
accompanying financial stalements related to this matter.

Health Insurance Plan

The Company maintains a self-insurance program for that portion of health care costs not
covered by insurance. The Company is liable for claims up to $0.1 million per employee or retiree
annually, and aggregate claims up to approximately $7.7 million annually. Self-insurance costs are
accrued based upon the aggregate liability for reported claims and an estimated liability for claims
incurred but not reported of approximately $0.8 million. See Note L for a discussion of SFAS No. 106.

K. Litigation
Automatic Stay of Litigation Due to Bankruptcy

Upon the filing of the bankruptcy petition, the provisions of the Bankruptcy Code operate as a stay
applicable to all entities of, among other things, the commencement or continuation of judicial,
administrative, or other actions or proceedings against the Company that were or could have been
commenced before the bankruptey petition. The stay is subject to certain exceptions, including actions
by governmental units to enforce police or regulatory powers, and the Bankruptcy Court has the
discretion to terminate, annul, modify or condition the stay.

Plains Electric Generation and T'ransmission Cooperative Litigation

On Scptember 21, 1994,. the Company and Plains Electric Generation and Transmission
Cooperative, Inc. ('Plams") entcred into a Settlement Agreement and Release to-resolve the disputes
between the two and provide for the dismissal of the lawsuit filed by Plains against thé Company in the
United States District Court for the District of New Mexico, Cause No. CIV91-1199. On December 5,
1994, the Bankruptcy Court approved the settlement, which provides for the dismissal with prejudice of
the lawsuit upon the effective date of the Long Term Transmission Agreement between the parties.
Under the Long Term Firm Transmission Agreement, which is subject to FERC approval, Plains will
purchase firm transmission service in New Mexico from the Company for a period of thirty years. The
transmission services would be based upon an annual schedule established by the parties (with the
initial service at 30-35 MW), which can be increased at Plains’ election up to 50 MW over time or
decreased. The Company filed for approval from the FERC on January 13, 1995, but has not yetl

received such approval.
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The Company is a party to various other claims, legal actions and complaints, the ultimate
disposition of which, in the opinion of management, will not have a material adverse effect on the
operations or financial position of the Company.

I.. Benefit Plans

Pension Plan. ‘The Company’s Retirement Income Plan (the "Retirement Plan”) covers employces
who have completed one year of service with the Company, are 21 years of age and work at Jeast a
minimum number of hours each ycar. The Retirement Plan is a qualified noncontributory defined
benefit plan. Upon retirement or death of a vested plan participant, assets of the Retirement Plan are
used Lo pay benefit obligations under the Retirement Plan. Contributions from the Company are based
on the minimum funding amounts required by the Department of Labor (*DOL”) and IRS under
provisions of the Retirement Plan, as actuarially calculated. The assets of the Retirement Plan are
invested in equity ‘securities, fixed income instruments and cash equivalents and are managed by
professional investment managers appointed by the Company.

The Company’s Supplemental Retirement and Survivor Income Plan for Key Employees
("SERP”)’is a non-qualified, non-funded defined benefit plan which covers certain key employees of the
Company. The pension cost for the SERP is based on substantially the same actuarial methods and
cconomic assumptions as those used for the Retirement Plan, Pursuant to an order of the Bankruptey
Court, the Company is authorized to pay and has paid each recipient the lesser of $2,000 per month or
the amount he or she otherwise would have received under the SERP from the Petition Date through
the end of 1993. Beginning in 1994, the Bankruptey Court authorized the Company to pay each
recipient the lesser of $5,000 per month or the amount he or she otherwise would have received under
the SERP. The individuals have an unsecured prepetition claim against the Company for any amounts
they would have received in excess of $2,000 per month prior to January 1, 1994 and in excess of $5,000
per month thercafter. Pursuant to the Plan, the SERP would be assumed and the accumulated
deficiencies Lo certain retirees would be paid. In addition, pursuant to the Merger Agreement, CSW
would honor the terms of the SERP,

During 1993, the Company entered into early retirement agreements with five senior executives.
‘The cost of these agreements in excess of amounts previously provided through the Retirement Plan and
SERP was approximately $4 million which was expensed in 1993 and included in the Non-Qualified
Retirement Income Plans below.

Net periodic pension cost for the Retirement Plan and Non-Qualified Retirement Income Plans
under SFAS No. 87, “Employers’ Accounting for Pensions,” is made up of the components listed below
as determined using the projected unit eredit actuarial cost method:

Years Ended December 31,
1994 1993 1992
(In thousands)

Il

Service cost for benefits earned during the period ........ $ 2453 $ 6,114 $ 2,165
Interest cost on projected benefit obligation .............. 4,896 4,376 4,235
Actual returnonplanassets .............c.cvovvunn... . 378 (1,769) (1,914)
Net amortizationanddeferral .......................... (3,383) (1,245) (653)
Net periodic pension cost recognized ................ $ 4344 37476 3 3,833

The assumed annual discount rates used in determining the net periodic pension cost were 7.25%,
8.00% and 7.25% for 1994, 1993 and 1992, respectively.

The pension cost includes amortization of unrecognized transition obligations over a fifteen-year
period beginning in 1987.
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The funded status of the plans and amount recognized in the Company’s balance sheets at
December 31, 1994 and 1993 are presented below:

December 31,
1994 1993
Non- Non-
Qualificd Qualificd
Retirement Retirement  Retlirement  Retirement
Income Income Income Income
Plan Plans Plan Plans

(In thousands)

Actuarial present value of benefit obligations:

Vested benefit obligation ............. $(39,205) 3§ (7,882) $(41.845) $ (7,545)

Accumulated benefit obligation ... ..... $(41.483) $ (9,065 $(44315) $_ (8,993)

Projected benefit obligation ........... $(51,065) $(10,506) $(58,289) $(10,523)
Plan assetsatfairvalue ................. 43,574 ~ 43,351 -
Projected benefit obligation in excess of

planassets ........ccciiiiiiiiienin., (7,491)  (10,506) (14,938) (10,523)
Unrecognizéd net (guin)/loss from

past expenencc ..................... (41) 146 6,414 2,239
Unrecognized prior servicecost .......... 242 471 816 (2,096)
Unrecognized transition obligation ....... 2,857 304 3,265 348

Accrued pension liability ................ $_(4433) $(10527) §$ _(4443) $(10,032)

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

1994 1993
Discountrate .......ccviiiiiiiiiiiiiiiinasianastrtssiaanteanns 8.50% 1.25%
Rate of increase in compensationlevels ............ccoeeieiianien 5.50% 6.00%
Expected long-term rate of returnonplanassets ..........0.cvn... 8.50% 8.50%

The Pension Benefit Guaranty Corporation has filed a proof of claim in the amount of
approximately $5.5 million based upon an assumed termination of the Retirement Plan effective
June 15, 1992. The Company has not terminated the Retirement Plan, the Company has made all
payments necessary to meet funding requirements and has no accumulated funding deficiency.

Other Postretirement Benefils. The Company provides certain health care benefits for retired
employees and their eligible dependents and life insurance benefits for retired employees only.
Substantially all of the Company’s employces may become cligible for those benefits if they reach
retirement age while working for the Company.

SFAS No. 106, “Employers’ Accounting for Postretirement Benefits Other Than Pensions”
("SIF'AS No. 106"), was issued by the Financial Accounting Standards Board in December 1990. SFAS
No. 106 requires a change from the pay-as-you-go accounting method for these postretirement benefits
to the accrual accounting method, cffective for fiscal years b(,gmnmg after December 15, 1992, The
Company adopted SFAS No. 106 as of January 1, 1993, S

The accrual accounting method recognizes the costs of posiretirement benefits other than
pensions over the years of service of employees, rather than when the benefits are paid out after the
employee retires. The Company has elected to amortize the transition obligation at January 1, 1993 of
approximately $43.4 million over 20 ycars.
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Net periodic postretirement benefit cost is made up of the components listed below:

Years Iinded December 31,
1994 1993
(In thousands)

Service cost for benefits carned during the period ......... $ 2,064 $ 1,564
Interest cost on accumulated postretirement

benefitobligation ............cciiiiiiiiiiiiin.., 3,909 3,425
Amortization of transition obligation .................... 2,172 2,172
Amortization of (gain)loss ........c.ccoviiriiiiiinnrinnn. 103 -
Net periodic postretirement benefitscosts ................ $ 8248 $ 17161

The funded status of the plan and amount recognized in the Company’s balance sheet at
December 31, 1994 and 1993 are presented below:

December 31,
1994 1993
(In thousands)

Actuarial present value of postretirement

benefit obligation:
Accumulated postretirement benefit
obligation:
Relirees .....cciviiiiiiiiiiiiiiiiiiiiiiinnnnn. $ (22,1567) $ (23,358)
Actives ..ottt i i it (25,010) (30,008)
(47,167) (53,366)
Planassetsatfairvalue .............ccoviiiiiinnnnn... - L -
Accumulated postretirement benefit
obligation in excessof planassets ..................... (47,167) (53,366)
Unrecognized net (gain)/loss from
PASLEXPCIICIICE o ivvvuiinineereereannannceennnenssnn (5,541) 5,818
Unrecognized transition obligation ...................... 39,095 41,267
Accrued postretirement benefit liability ................. $_(13.613) $__(6,.281)

For measurement purposes, a 12.3 percent annual rate of increase in the per capita cost of covered
health care benefits was assumed for 1995; the rate was assumed to decrease gradually to 6 percent for
2004 and remain at that level thereafter. The health care cost trend rate assumption has a significant
cffect on the amounts reported. To illustrate, increasing the assumed health care cost trend rates by 1
percentage point in each year would increase the accumulated postretirement benefit obligation as of
December 31, 1994 by $6.9 million and the aggregate of the service and interest cost components of net

"periodic postretirement benefit cost for the year ended December 31, 1994 by $1.0 million.

Actuarial assumptions used in determining the actuarial present value of accumulated

postretirement benefit obligation are as follows:

1994 1993
Discountrate ...........oiviiiiiiniinanenn.ns 8.50% 7.25%
Rate of increase in compensationlevels ......... 5.50% 6.00%

In 1992, the Company expensed postretirement health care costs, under the pay-as-you-go
method, of approximately $0.9 million.
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M. Franchises and Significant Customers

Franchises. The Company's major franchise is with the City of El Paso, Texas. The franchise
agreement provides an arrangement for the Company’s utilization of public rights of way necessary to
serve its retail customers within the City of El Paso. The franchise with the City of El Paso expires in
March 2001 and does not contain renewal provisions. The Company is facing serious near term
challenges in connection with certain of its New Mexico customers, including customers within the City
of Las Cruces and the military installations of White Sands Missile Range and Holloman Air Force
Base.

The Company’s franchise with the City of Las Cruces expired in March 1994, and the City of Las
Cruces is attemptling to acquire the Company’s distribution system within the city limits through
negotiation or condemnation. CSW has stated that this dispute must be favorably and timely resolved
before it will close the Merger. (Sce Note A.) The Company has continued to provide electric service to
customers in the City of Las Cruces, consistent with its view that its right and obligation to serve
customers within the City of Las Cruces is derived from the New Mexico Public Utility Act, and other
New Mexico law. The City of Las Cruces has acknowledged this obligation in a press release issued
March 12, 1994, Sales Lo customers in the City of Las Cruces represented approximately 7% of the
Company’s operaling revenues in 1994,

The City of Las Cruces has authority from the New Mexico State Board of Finance to issue up to
$90 million in revenue bonds to finance a purchase of a distribution system. On August 30, 1994, voters
in the City of Las Cruces approved a resolution in a special election allowing the city government to
proceed with efforts to acquire the distribution facilities of the Company within the city limits by
negotiated purchase or eminent domain. In August of 1994, SPS and the City of Las Cruces entered into
a fifteen-year contract for SPS to provide all of the electric power and energy required by the City of Las
Cruces during the term of the contract. The contract becomes effective on the completion of the last of
the (i) acquisition of a distribution system by the City of Las Cruces; (ii) acquisition of the necessary
transmission delivery and back-up agreements by SPS; and (iii) receipt of the required regulatory
approvals by the City of Las Cruces and SPS. If the specified events are not completed by July 1, 1998,
either SPS or the City of Las Cruces has the right to cancel the contract. On June 6, 1994, the Las
Cruces City Council approved a resolution selecting the proposal of SPS for the provision of operation
and maintenance services for the proposed City of Las Cruces electric distribution system, substations
and associated transmission facilities and authorizing the staff of the City of Las Cruces to negotiate a
contract with SPS related to such services.

On June 14, 1994, the City of Las Cruces filed a motion with the Bankruptey Court to lift the
automalic stay imposed by the bankruptey filing to allow it to (i) commence action against the Company
for failure to pay franchise fees after expiration of the franchise in March 1994; (ii) enter the Company’s
property to conduct an appraisal of the electric distribution system and any suitability studies; (iii) give
notice of intent to file a condemnation action; and (iv) commence state court condemnation proceedings
against the Company to condemn the Company’s distribution system within the Las Cruces city limits.
The Bankruptey Court granted the City of Las Cruces’ motion to lift the automaltic stay, effective
January 1, 1995, to allow the City of Las Cruces to take all legal action and give all notices which the
City of Las Cruces deems appropriate and necessary to become the provider of electric power for the City
of Las Cruces and its citizens, specifically including eminent domain proceedings, but excluding the
authority to seek from any court other than the Bankruptey Court, immediate, actual, physical, or
constructive possession of the assets the City of Las Cruces seeks to condemn. The Bankruptcy Court
also ordered that any action to collect franchise fees be brought in the Bankruptcy Court.

The Company believes that New Mexico law does not authorize condemnation of the Company’s

facilities by the City of Las Cruces. The Las Cruces City Council has authorized the filing of a New
Mexico state court declaratory judgment action to “clarify the right of the City to acquire [the
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Company’s) system,” The Company intends Lo contest the City of Las Cruces’ authority to acquire the
Company’s property and to continue to challenge in all appropriate forums the City of Las Cruces’
efforts to replace the Company as the provider of electric service in the City of Las Cruces.

The Company believes, that it will cither (i) be successful in preventing condemnation and loss of
the City of Las Cruces’ load, or (ii) if unsuccessful in that effort, the Company will receive just
compensation therefor. Neither of these results would constitute a material loss to the Company. For
this and other reasons, the dispute with the City of Las Cruces does not, in the Company’s opinion,
constitute a Material Adverse Effect under the Merger Agreement. (See Note A))

On February 21, 1995, the City of Las Cruces filed its Complaint for Breach of Implied Contract,
Specific Performance, Unjust Enrichment, and Trespass against the Company in the Bankruptey Court.
The City seeks to enforce what it claims are the Company’s continued payment obligations under an
allegedly implied continuation of the municipal franchise ordinance which expired by its own terms on
March 18, 1994, Alternatively, the City of Las Cruces seeks, the reasonable value of the Company’s use,
occupation and rental of the rights of way or damages for trespass. On March 24, 1995, the Company
filed a motion to dismiss all counts of the City of Las Cruces’ complaint. The Company mtendb Lo
vigorously defend against the lawsuit.

Military Installations. The Company currently provides retail electric service in New Mexico to -
the Air Force at Holloman Air Force Base and the Army at White Sands Missile Range. The Company’s
sales to such military bases represented approximately 2% of revenues in 1994, The Company’s right to
provide this service was authorized by the New Mexico Commission in 1956 by the issuance of a CCN to
the Company. The contract with the Army was due to expire on December 31, 1993 but has been
extended by unilateral action of the Army for an indefinite period. The contract with the Air Force
expired on February 28, 1994. The Company continues to provide the electric service to the Air Force
and the Army under state approved tariffs and CCN authority.

On June 15, 1993, the Air Force issued a request for proposal ("RFP”) to prospective electric
utility service providers to provide electric service to Holloman Air Force Base upon expiration of its
service agreement with the Company. The Company submitted its proposal to the Air Force on August
12, 1993 and filed a protest to the issuance and terms of the Air Force’s RFP. The protest was upheld,
but on technical grounds that have allowed the Air Force to proceed with a delayed competitive bidding
process. The Air Force issued a Memorandum requesting that the “best and final offer” of entities
participating in the competitive bid process be submitted no later than May 10, 1994. On June 15, 1994
and December 14, 1994, the Company received letters from the Air Force requesting responses to
certain questions posed by the Air Force. The Comp.my responded to the requests and anticipates that
the Air Force will again request best and final offers prlor to awarding the bid.

On January 4, 1994, the Company filed an action agamst. the Air Force and related parties in the
United States Dlstnct Court, for the District of New Mexico challenging the authority of the Air Force to
conduct a competitive bidding procedure to determine the provider of electric service to Holloman Air
Force Base. The New Mexico Attorney General intervened in the case on August 15, 1994, The United
States District Court has ruled that it has jurisdiction over the case and, in June 1994, entered an order
denying the Company’s request for a preliminary injunction. The Air Force has not appealed the
jurisdictional ruling and has filed an answer in the case. By a joint motion filed January 27, 1995, the
parties sought and were granted a stay of proceedings and extension of deadlines on the grounds that
the parties are engaged in serious settlement negotiations. Pursuant to the order entered February 7,
1995, the parties must complete discovery by July 17, 1995, unless otherwise extended.

The Army has issued a RFP related to the provision of all of the electric service requirements for

White Sands Missile Range. In addition to the Company, three electric cooperatives serve White Sands
Missile Range. Responses to the request were due February 28, 1995. The Company submitted its
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proposal to the Army on February 28, 1995 and filed a protest to the issuance and terms of the Army's
RFP. On March 29, 1995, the Army suspended the RFP indefinitely in response to the Company’s
protest while the Army reviews the RFP in its entirety. The Army stated that the review could take
several months. The Company is of the opinion that the competitive bidding process established by the
request for proposal, as it relates to public utility providers, would not be permitted pursuant to New
Mexico and federal law and regulations and intends to contest vigorously the use of the competitive
bidding process. Asin the case of electric service for Holloman Air Force Base, the Company intends to
challenge the process through the New Mexico Commission and the federal courts.

The Company believes that the procurément of retail electric service by the United States
Department of Defense by competitive bidding procedures is prohibited by federal procurement law and
that participation by public utilities in this process in an attempt to obtain the right to provide this
retail electric service is contrary to New Mexico law and a violation of the Company’s state-authorized
right to provide this service. On April 1, 1993, the Company filed a Petition for Declaratory Order with
the New Mexico Commission (Case No. 2505) sceking, among other things, a declaration that the
Company currently is the only public utility authorized under New Mexico utility regulatory law to
offer and provide this particular retail clectric service to Holloman Air Force Base and White Sands
Missile Range. The hearing examiner in the case has recommended that the New Mexico Commission
determine that the case is not ripe for determination. In September 1993, the Attorney General of New
Mexico filed exceptions to the hearing examiner’s recommended decision. By order issucd February 6,
1995, the New Mexico Commission directed that the record in the case be reopened for the limited
purposes of determining the current status of the case and updating, to the extent necessary, the record
in the case. The hearing examiner has ordered the Company to file a report to update the status of the
competitive bidding process at both military bases. The Company filed its response on March 24, 1995,

The Company believes but can give no assurance that it will continue to provide long-term electric
service to Holloman Air Force Base and White Sands Missile Range. If the Company is unable to do so,
however, the Company will pursue all available regulatory and legal avenues to obtain the appropriate
recovery of its investment related to these customers.

Significant Customers. In 1994, 1993 and 1992, IID, a wholesale customer, accounted for
approximately $51.1 million, $55.0 million and $48.8 million or 9.5%, 10.1% and 9.3%, respectively, of
operating revenue.

During 1994, 1993 and 1992, the Company recorded revenues pursuant to its contract with CI'I
in the amount of approximately $42.7 million, $41.9 million and $33.3 million, respectively. The
obligations of CFE under the agreement are subject to continued budgetary authorization by the
Ministry of Programming and Budgeting of Mexico for each calendar year. The amount of capacity in
1992 began at 80 MW and increased Lo 120-150 MW during 1992 and will continue at that level through
the term of the agreement. The agrecment provides for payments to be made by CFE in United States
dollars. “

T‘flk‘ 4t
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N. Financial Instruments

Statement of Financial Accounting Standards No. 107, “Disclosure about Fair Value of Financial
Instruments” ("SFFAS No. 107”), requires the Company to disclose estimated fair values for its financial
instruments. The Company has determined that cash and temporary investments, pollution control
bonds trust funds, decommissioning trust funds, its secured and unsecured debt which is included in
liabilities subject Lo compromise, see Note I, and its preferred stock meet the definition of financial
instruments. Cash and temporary investments and pollution control bonds trust funds carrying
amounts approximate their fair value because of the short-term maturities of the investments.
Decommissioning trust funds are carried at market value. Based on discussion with its financial
advisor in bankruptcy, the fair value of the other financial instruments depends upon the terms and

. conditions of a consummated plan of reorganization which will resolve certain uncertainties described
in Notes A, B, C and H. These uncertainties preclude the Company from determining the fair value of
these financial instruments during the pendency of its reorganization proceedings.
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0. Selected Quarterly Financial Data (Unaudited)

1994 Quarters 1993 Quarters
1st 2nd 3rd 4th 1st 2nd 3rd Ath :
(In thousands of dollars except for per share data)

Operating

FEVENUCS vvveenen.s . $125476 $138,447 $157,448" $115380""% $122236 $134,561 $ 151,441 $ 135356
Operating income .... 11,403 17,749 31,347 12,512 4,980 16,499 27,593 15,899
Income (loss)

before reorganization
items and cumulative

effect of u change
inaccounting
principle .v...... 10,699)  (5,044) 9,493 (12,912) (12,443) @ 2,835 9,995 (11,648)@
Reorganization
TLEMS veererninnnens (2490)  (2,128) (2,343) (2,030 (5,292) (3,264) (2,499)  (19,539)'%

Income tloss) before

cumulative effect of

u change in accounting

principle .iovvinen (13,189  (7,172) 1,150 (14,942) (17,735) (429) 7,496 (31,187
Cumulative effect of a

change in accounting

principle ...vvan.n - - - - 196,044)® - - -
Netincome (loss) ..... (13,189) (7,172) 7,160 (14,942) (113,779) (429) 7,496 (31,187)
Net income (loss) per

weighted average

shure of common . ’

stock before cumulative

effect of a change

in accounting

principle ....v00sn.. 0.37) 0.20) 0.20 (0.42) (0.50) (0.01) 0.21 (0.88)
Cumulative effect ofa

change in accounting

principle per weighted

average share of

commonstock ........ = - - = (2.70) - - -

(1) Base rate increases, effective July 16, 1994, have been deferred and, therefore, they are not included .
in operating revenues. .

(2) Reflects a decrease in fuel revenues of approximately $7.5 million due to a change in the calculation >
of Texas jurisdictional fuel costs based on the Texas Docket 13966 final order.
(3) l{eﬂecié“Lflé‘;'_gcogpittidn of approximately $7.8 million for the settlement and anticipated settlément -
of state income and other tax claims.

(4) Reflects interest payments on unsecured and undersecured debt of approximately $10.2 million.

(5) Reflects the change in accounting for income taxes from the deferred method to the asset and
liability method. Sce Notel.

(6) Reflects the interim payments or accrual of approximately $13.3 million for fees and expenses. In

addition, reflects interim payments to holders of the Company’s preferred stock of approximately

$1.4 million. See Note A, ‘
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ItemY. Changes in and Disagreements with Accountants on Accounting and Financiab »
Disclosure

Not applicable,
PART I and 1V

This information set forth in Part [T and Part IV has been omitted from this Annual Report o
Sharcholders. .

e



SERVICE AREA

EL PASO ELECTRIC Hatch.

I

Van Horn

— Company Lines

rY

©  Major Distribution
Stations

&4 Generating Stations

- e

)/ ’ To Albuquerque

Bl

& .
Four Corners, NM
(400 Miles)

~ ToSpingenie, AZ}

Holloman AFB
O

/

Eddy County
Amrad

&4

Palo Verde White Sands Interchange
D e

McGregor Range
¢ £ .
AnthonyS{\NY), — Y2 . — . — . New Mexico
\\ - Texas
Rio Grande? 1N<etvman ) il
New Mexico LN i

ki : ﬁc'x-i-c_o .......... Diablo x s— /.

o Ciudad Juarez ;
m N Sierra

s » Van
/ N N\ Blanca Horn
\""" = S senicetoY

N Rio Grande

Electric \Coop !

e T S




El Paso Electric Company
P.O.Box 982
B .
El Paso, Texas 79960 U-;])l;i:alzc;’
PAID
El Paso Elect:
Company

et

- NOTICE -

THE ATTACHED FILES ARE OFFICIAL 3 -
RECORDS OF THE INFORMATION &
RECORDS MANAGEMENT BRANCH.
THEY HAVE BEEN CHARGED TO YOU
FOR A LIMITED TIME PERIOD AND
MUST BE RETURNED TO THE

RECORDS & ARCHIVES SERVICES
SECTION, T5 C3. PLEASE DO NOT

" §| SEND DOCUMENTS CHARGED QUT
THROUGH THE MAIL. REMOVAL OF
ANY PAGE(S) FROM DOCUMENT
FOR REPRODUCTION MUST BE
REFERRED TO FILE PERSONNEL.

- NOTICE -

3-95/60M/RRD



