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About the Cover:
One ofEl Paso, Texas'ldest firms, El Paso Electric has provided
electrical po~er to the El Paso Southwest since August 1901. One

ofthe 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 ofthe Rio Grande Valley in West
Texas and Southern New Mexico.

ANNUALMEETING OF SHAREHOLDERS

The annual meeting ofEl Paso Electric Co. willbe 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., ElPaso time. In connection with
this meeting, proxies willbe solicited by the Board ofDirectors of
the Company. A notice of the meeting, together with a proxy
statement, a form ofproxy and the Annual Report to Shareholders
for 1994, were mailed on or about April6, 1995, to shareholders of
record as of March 24, 1995.



March 30, 1995

hispastyearwehave worked
hard toward completing the
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 utilityholding
company based in Dallas, Texas. As
you may recall, the plan of reorga-
nization was confirmed by the United
States Bankruptcy Court for the
Western District of Texas on De-
cember 8, 1993.

The merger is subject to numerous
conditions, including regulatory ap-
provals from various state and fed-
eral regulatory agencies, such as the
Public Utility.Commission ofTexas
(PUCl), the New Mexico Public
Utility Commission, the Securities
and Exchange Commission, the. De-
partment ofEnergy, the Federal En-

ergy Regulatory Commission, and

the NuclearRegulatory Commission.

Although the regulatory approval
process is well on its way to
completion as Idiscuss below, CSW
has indicated for thc 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
ofthe Company's Annual Rcport on
Form 10-K attached to this letter.

Based on these developments and on
CSW's public statements about the

proposed merger,'PE is unable to
predict whetherthemergerwill close.

The Company, ofcourse, continues
to worktoward thatend. Ifthemergcr
docs not close, EPE will consider
other alternatives including a stand-

aione plan or a combination with
another utility. Our goal remains: a

viable plan of reorganization that is
fair and equitable for EPE's share-
holders, creditors, and customers.

With regard to the regulatory pro-
ceedings,thcPUCTissucdanInterim
Order in the Company's merger and
rate case 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 Inte'rim Ordcrgranted
the Company a 12 percent return on
equity and retained the $25 million
bonded rate increase implemented
by'the Company in July 1994. The
Company is seeking reconsideration
ofthe Interim Order on four issues,
including the conditional public in-
terest finding discussed in the previ-
ous paragraph, and the rate treat-
ment of certain tax benefits and ac-

counting deferrals. The Company
expects a Second Interim Order tobe
issued by thc PUCT by early May
1995. AFinal Order willbe issued
after all other regulatory approvals
have been obtained.

More importantly, the PUCI"s or-
der resolves important issues related
to rate treatment of the Company's
interest in the Palo Verde Nuclear
Generating Station. With respect to
the rate treatment ofPalo Verde Unit
3, the PUCT approved EPE's re-

quest to include 85 percent of the
cost of the unit in rate base in ac-

cordance with the inventory plan
established by the Commission in



1991. The Commission disallowed,
on an interim basis, EPE's request to
include in rate base the carrying
charges accrued on Palo Verde Unit
3 between the Unit's in-service date
and the date ofits inclusion inTexas
rates. These "deferred carryingcosts"
are subject, however,,to reconsid-
erationpursuant to the Interim Order.

In other, regulatory matters, the
Company and CSW recently com-
pleted hearings before both the
Federal Energy Regulatory Com-
mission(FERC) and the NewMexico
Public Utility Commission
(NMPUC). We expect to receive thc
hearing examiner's recommenda-
tions in the FERC procccding by,
mid-April,and a finalorder from thc
FERC is expected at some point be-
fore the end of the, year.,An, initial
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 decisions onthemerger
are expected from theNuclearRegu-
latory,Commission and the Securi-
ties and Exchange Commissionsome
time after veceipt ofthe FERCorder.

t

Although the Company and its em-
ployees have been working hard in
an effort to close thc merger pith
CSW, EPE's employees also con-,,
tinue to meet their,commitments of
providing high levels of customer
service, in addition to meeting our
obligation to provide reliable elec-
tric service to all customers.

Our service territory and total num-
ber ofcustomers continue to grow at
a steady rate. The Company once
again achieved recordpeakdemands
in 1994, recording an all-time total
system peak demand of 1365 mega-.

watts (MW)on June 28, which was
a 2.2 percent incvcase oyer the prior,
record peak of 1335 MW in 1993.
The Company's 1994 native peak
demand of1093 MWalso was anew,

record, marking 'the first time EPE
„has cxcccded the'1000 MW level in
nativepeakdemand. The new record
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 due in part to a
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hotter than normal summer, a per-
vicetemtory thatcontinuesto exhibit
strong growth, and a total increase in
customers of2.2 percent over 1993.

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

loss of $ 137.9 milliorr(or $3.8$ per
commonshare) forthepreA'ou~hr.
Thc principal factors giving rise to
the loss in 1994 included: (i) insuffi-
cient revenues to recover fullyEPE's
costs ofservice and debt service; (ii)
increased interest costs since confir-
mation of the Company's plan of
reorganization in December 1993;
and (iii)reorganization expenses in-
curved in connection with the Bank-
ruptcy case.

Notwithstanding the financial results,
thc Company's base revenues(oper-
ating revenues less fuel revenues)
increased approximately $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 temperatures; and
changes in the Company's salesmix.

In closing, I want to thank our em-

ployees, who continue to perform at
exceptional levels during a very dif-
ficult transition period. I also thank
each member of EPE's Board of
Directors 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-election. Their
continued assistance willbe invalu-
able to your interests as we seek to
complete this reorganization.

Finally, I thank our shareholders for
your. continued support of EPE's
Board, management and employees.
We willkeep you informed offuture
dcvclopmcnts.

Sincerely,

David H. Wiggs, Jr.
Chairman of thc Board
and Chief Executive Officer
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Shareholders may obtain informa-
tion relating to their share position,
dividends,transfer requirements,lost
certificate, and other related mat-

tersby telephoning The BankofNew
York(BONY)Shareholder Services
at 1-800-524-4458. This service is
available to allshareholders Monday
through Friday, 8 a.m. to 6 p.m., ET.

Address Shareholder Inquiries To:
The Bank ofNew York
Shareholder Relations Dept. - IIE
Church Street Station
P.O. Box 11258

New York, New York10286-1258

Send Certificates For Transfer
'nd

Address Changes To:
Thc Bank ofNew York
Receive and Deliver Dept. - IIW
Church Street Station
P.O. Box 11002
New York, New York 10286-1002
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Shareholders shoulddirectquestions
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

The common stock ofEl Paso Elec-
tric Company is traded and quoted
on the NASDAQStock Market. The
ticker symbol for the common stock
is ELPAQ. ("Q" indicates Company
is operating under Chapter 11 ofthe
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.

I'

A complete copy ofEl 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, willbe provided
to shareholders 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 ANDEXCHANGE COMMISSION

Washington, D.C. 20549

(Mark One)

Qx ANNUALREPORT PURSUANT TO SECTION 13 OR 15(d) OF
THE SECURITIES EXCHANGE ACT OF 1934 (FEE REQUIRED)
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TRANSITIONREPORT PURSUANT TO SECTION 13 OR 15(d) OF
THE SECURITIES EXCHANGE ACT OF 1934 (NO FEE REQUIRED)
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Texas 74-0607870
(State or other jurisdicf,ion of (I.R.S. Emyloyer
incorporation or organization), Identification No.)
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Registrant's telephone number, including area code: 915-543-5711
i

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

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

COMMON STOCK NO PAR VALUE
(Title of Class)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed
by Section 13.or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months
(or for such shorter period that the registrant was required to file such reports), and (2) has
been subject to such Filing requirements for the past 90 days. YES X NO

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of
Regulation S-K is not contained herein, and will'notbe contained, to the best of registrant's
knowledge in definitive proxy or information statements incor~orated by reference in
Part IIIo this Form 10-K or any amendment to this Form 10-K. [ 7

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

As of March 1, 1995, there were outstanding 35,544;330 shares of common stock, no par
value.

DOCUMENTS INCORPORATED BYREFERENCE

Portions of the registrant's definitive Proxy Statement for the 1995 annual meeting of its
shareholders are incorporated by reference into Part IIIof this report.



DEFINITIONS

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

Abbreviations,
Acron ms or Defined Terms Terms

ADR
AF'UDC
AIP
ANPP Participation Agreement

APB
APS
Bankruptcy Case

Bankruptcy Court-

BankruptcyCode
CCN
CFE
Common Plant or Common
Facilities

Company
Confirmation Date

CSW
CSW Sub

CWIP
Disclosure Statement

DOE
DOJ
EPA .

Effective Date
EPE
FE<RC
FPA
Four Corners .

FTC
EISR Act
IID

IRS .

KV .

KW
KWH .

LIBOR

Merger

Merger Agreement
k

Arizona Department ofRevenue
Allowance for F'unds Used During Construction
Arizona Interconnection Project
Arizona Nuclear Power Project Participation Agreement dated

August 23, 1973, as amended
Accounting Principles Board
Arizona Public Service Company
The case commenced January 8, 1992 by El Paso Electric

Company in the Bankruptcy Court as Case No. 92-10148-F<M
United States Bankruptcy Court for the Western Districtof

Texas, Austin Division
United States Bankruptcy Code, 11 U. S. C. 5101 et seq.
Certificate ofConvenience and Necessity
Comision Federal de Electricidad"de Mexico

Facilities at or related to the Palo Verde Station that are
common to all three Palo Verde Units

El Paso Electric Company
December 8, 1993; the date the Plan was confirmed by the

Bankruptcy Court
Central and South West Corporation
A wholly-owned special purpose subsidiary ofCSW to be

for'med in connection with the transactions contemplated by
the Merger Agreement

Construction Work in Progress
Disclosure Statement related to ModifiedThird

Amended Plan ofReorganization
United States Department ofEnergy
United States Department ofJustice
United States Environmental Protection Agency
The date the Plan becomes effective
E<1 Paso Electric Company
Federal Energy Regulatory Commission
F<ederal Power Act
Four Corners Project or F<our Corners Plant
Federal Trade Commission
Hart-Scott Rodino Antitrust Improvements Act of 1976,
Imperial Irrigation District; an irrigation district in

Southern California
Internal Revenue Serv'ice
Kilovolt(s)
Kilowatt(s)
Kilowatt-hour(s)
The rate ofinterest, per annum, equal to the London Interbank

Offered Rate (90-day LIBORfor 1995 is assumed to bo 6.5%)
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 ofCSW at the
Effective Date

Agreement and Plan ofMerger dated as ofMay 3, 1993 among
the Company, CSW and CSW Sub, as amended
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Abbreviations,

Acron ms or Defined Terms Terms

MW
MWH .

NASD
Navajo Nation
New Mexico Commission or
NMPUC

NMED
NOL .

NRC .

OPC .

Owner Participants

Owner Trustee

Owner Trusts

Palo Verde Participants

Palo Verde Station or
Palo Verde Project or
Palo Verde or PVNGS

Plan .

PNM
PUHCA
RCF

Reorganized EPE

RFP
SEC .

SFAS
SPS
TEP .

Texas Commission ...
Texas District Court
TNP .

TNRCC .

Megawatt(s)
Megawatt-hour(s)
National Association ofSecurities Dealers, Inc.
Navajo Nation ofIndians

New Mexico Public UtilityCommission
New Mexico Environment Department
Net Operating Loss
Nuclear Regulatory Commission
Texas Office ofPublic UtilityCounsel
The entities that participate as equity investors in

the'ruststhat, through the Owner Trustee, purchased and
leased back portions of the Company's interests in
Palo Verde Units 2 and 3

The First National Bank ofBoston, which acted as purchaser and
lessor under the sale and leaseback transactions involving
Palo Verde Units 2 and 3, in its capacity as trustee for the
trusts established for the benefit of the Equity Participants

The trusts'that, through the Owner Trustee, purchased and
leased back portions of the Company's interest in Palo Verde
Units 2and 3

Those utilities who share in power and energy entitlements,
and bear certain allocated costs, with respect to PVNGS
pursuant to the ANPP Participation Agreement

Palo Verde Nuclear Generating Station
ModifiedThird Amended Plan ofReorganization
Public Service Company ofNew Mexico
Public UtilityHolding Company Actof 1935
Revolving Credit Facility pursuant to the Credit Agreement

dated as ofOctober 26, 1989, as amended, among'El Paso
Electric Company, each of the Banks signatory thereto, and
Chemical Bank, as Agent Bank

El Paso Electric Company after completion of its reorganization
in bankruptcy

Request for Proposal
Securities and Exchange Commission
Statement ofFinancial Accounting Standards
Southwestern Public Service Company
Tucson Electric Power Company
Public UtilityCommission ofTexas
State District Court ofTravis County, Texas
Texas-New Mexico Power Company
Texas Natural Resources Conservation Commission,

successor to the Texas AirControl Board and the Texas Water
Commission
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Item 1. Business
PART I

Introduction

The Company'was incorporated in Texas in 1901. Itgenerates and distributes electricity through
an interconnected system to approximately 268,000 customers in El Paso, Texa's, 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 petition for reorganization 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, El Paso, Texas 79901 (telephone 915/543'5711).

The Company's service area extends approximately 110'miles northwest from E<1Paso to the
Caballo Dam in New Mexico and approximately 120 miles southeast from El Paso to Van IIorn, Texas.
The service area has an estimated population of 818,000, including approximately 658,000 people in
the. metropolitan area ofEl Paso. Copper smelting and refining, oil refining, garment manufacturing,
cattle production and agriculture are significant industries in E<1Paso, which is also an important
transportation and distribution center.

Historically, the Company's major'franchises have been with the cities of E1Paso, 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 Cityof 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 II, Item 7, "Management's Discussion and
Analysis of Financial Condition and Results. of Operation —Operational Challenges —City of Las
Cruces."

The Company also currently provides retail electric service in its New Mexico service territory to
the United States Department of the AirForce (the "AirForce" ) at EIolloman AirF<orce 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. See "Bankruptcy
Proceedings and Proposed Merger with CSW- CSW Positions with Respect to the Merger" and Part II,
Item 7, "Management's Discussion and Analysis of Financial Condition and Results of Operations—
Operational Challenges —MilitaryInstallations."

, 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 willremain in effect until that time.



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 Bankruptcy Court. The filing followed an attempt by the Company
during 19'91 to negotiate a restructuring of its obligations with creditors, culminating with the draws
in late 1991 on letters ofcredit related to the Company's sales and leasebacks ofportions 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 tho 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 ofbusiness, 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 ofor notice to, as the case may be,
CSW.

On May 3, 1993, the Company and CSW executed the Merger Agreement, which provides for the
Company to become a wholly-owned subsidiary ofCSW 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 ofReorganization and Third Amended Disclosure Statement in the Bankruptcy 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 Morger 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.

Effect of Bankruptcy on Disclosures Contained Herein

The discussions and descriptions ofCompany 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 ifit becomes effective. Conditions to the Flan
becoming effective exist, as discussed herein. The Company can give no assurance that such
conditions willbe satisfied. In addition, CSW has stated that the Merger is in jeopardy. Accordingly,
the Plan may not become effective. See "CSW Positions with Respect to the Merger," below. Ifthe
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 bet,ween 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.



The Plan provides for the Company's creditors and equity security holders to receive in respect of,(heir
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 ofdebt and equity securities, is set
forth in "Treatment ofClaims 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 utilitycompanies engaged in generating, purchasing, transmitting,
distributing and selling electricity. CPL and WTU operate in portions of south and central west
Te'xas, respectively; PSO operates in portions of eastern and southwestern Oklahoma; and SWEPCO
operates in portions ofnortheastern Texas, northwestern Louisiana and western Arkansas.

Conditions to Effectiveness of the Plan and Merger
K

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 Flan, 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 F<ERC, 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 EQ'ect. 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 L<'ffective 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 Owner Participants 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 F<ERC, 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 willnot 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 required pursuant
to provisions therefor in the Merger Agreement. See "Termination of the Merger 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 tho tube-cracking problems at Palo Verde (see Part II, Item 7,
"Management's Discussion and Analysis of Financial Condition and Results of Operation—
Operational Challenges —City" of Las Cruces" and "Facilities —Palo Verde Station —Palo Verde
Operations" ), both ofwhich would have to be accomplished by the Effective Date. CSW further stated
that these two matters, together with (i) the potential loss ofother 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'r failure of other closing
conditions under the Merger Agreement which, unless "timely and favorably resolved" in

accordance'ith

the Merger Agreement, willpreclude the closing ofthe 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, ifany, 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 l2 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.

IS

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. IfCSW 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 ofa 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 ofDirectors ofCSW and the Company, or (ii)by CSW or the Board of Directors
of the Company ifthe Effective Date has not occurred within 18 months from the Conflrmation Date
(i.e., by June 8, 1995) or, ifextended by mutual consent, ifthe Effective Date has not occurred within
24 months of the Confirmation Date (i.e., by December 8, 1995).

'he Merger Agreement also states that CSW may terminate the Merger Agreement by written
notice to the Company's Board ofDirectors 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;

P

(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 'I'exas 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 Agreeinent ifany of
the followingevents occur:

(i) there is 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;

I

(iii) CSW withdraws 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.

1

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 ofcertain
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 ofwritten notice from the other party.

Alternatives for the Company ifthe Plan and Merger Fail

Ifthe 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'hat 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 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 outstanding debt into preferred or common stock of the Company.

'ny 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 any such'lternate plan of
reorganization wore effective.



Although the Company believes it is unlikely, ifthe Merger does not occur and no other plan of
'eorganizationproves 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. In addition, Section 1129 (a) (6) of the
Bankruptcy Code provides that a plan of reorganization may be confirmed only ifany governmental
regulatory commission with jurisdiction, after confirmation of the plan, over rates of the debtor has
approved any rate change provided in thespian, 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 ofwhich orders may be waived by CSW and th'e Company.

Under the Merger Agreement, CSW is given the right to designate 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
M'erger is not consummated), in the event that the Company seeks 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 given.

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-in-service in rate base at their original cost less depreciation are in.the public interest.

On January 10, 1994, the Company filed a request with the Texas Commission 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 filingis 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 itwillseek 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 ofboth 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 willassert that the rate case should be dismissed ifthe
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



Tdxas Rate. Filing 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.'o other party to Docket 12700 entered into the
stipulation. The Company believes, but can give no assurance, that the Texas Commission would
allow the Texas Rate Filing to proceed to a final order on a non-merged basis.

I

In addition 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 ofone 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 ofPalo Verde that itpreviously sold and leased
back. See "Regulation —Texas Rate Matters," below.

As part of the Texas Merger Application and as a basis ofsettlement, 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 ofler 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. See "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 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 Merger Agreement involve a Class II
transaction (which generally relate to certain investments or transactions with affiliates) or, ifa Class
II transaction is involved, a final order of the New Mexico Commission, approving a

diversification'lan

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 willoccur as

a result of the Merger. Under New Mexico Commission rules, a General Diversification Plan is
required for certain transactions among a public utilityand 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 willbe included in a separate application which the Company anticipates willbe

filed in April1995.



On May 23, 1994 CSW announced its proposal to freeze base rates at current levels for the Ne'
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 moro than 6% of total New Mexico jurisdictional revenues during 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>pplication 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 ofNew 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.

'ERC Approuals. The Company and Central and South West Services, Inc. ("CSWS") have
applications pending beforo 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'ransmission
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 utilitycompanies willmeet the requirements
of the Merger Agreement.

i

On November 4, 1993, CSWS filed an application on behalf of the CSW Electric Operating
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 L<'lectric Operating
Companies 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 Operating Agreement. On August 1, 1994,
the FERC issued orders in these proceedings.

p
'I

In an order issued in connection. with the Section 211 proceedings, the FERC preliminarily 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
pleadings addressing the studies have been filed with the FERC and the proceeding is ripe for a F<ERC

decision.

Also on August 1, 1994, the F<ERC 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 rehearing 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 filingthe 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



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 ifconditional approval is granted.

SEC and PUHCA Is'sues. CSW is a public utilityholding 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 ofcontrol ofpublic utilitycompanies, ofa
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 reasonable or does not bear a fair
relation to the sums invested in or the earning capacity of the utilityassets 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.

SE<C approval under the PUHCA willalso 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) willbe 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 securities to holders of the Company's securities and certain creditors
pursuant to the Plan. t

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 ofCSW 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 tr'ansactions.
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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 of1933, as amended, and related matters.

'RC 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 E<nergy 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
the probability or consequences of an, accident previously evaluated; (ii) create the possibility of a new



or different kind ofaccident from any previously evaluated; or (iii)involve a significant:.reduction in'a
margin ofsafety,

'I'l
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 theirequested 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 willbe 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 ofownership 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 filo 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 Actat the appropriate time.

Treatment ofPalo 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 $700million 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 ofPalo Verde by the Company; and (iv) the Company's assumption and cure of the
ANPP Participation Agreement and related agreements.

P

The treatment ofPalo Verde under the Plan constitutes a comprehensive resolution ofall 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, ifany, payable for„such rejection. Ifthe 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 with affected parties or pursue, the adversary
proceeding.

Oiuner Participant and Ourner 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 ofdisputes 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 Bankruptcy Court in
September 1992 in connection with the Company's proposed rejection of the Palo Verde Leases,
including the amount ofdamages, ifany, resulting from such rejection and the treatment of draws on
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Iette>s ofcredit 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 Owner Participants and the Company have
the right to terminate the settlemont agreements under certain circumstances"prior to the effective
date ofa plan ofreorganization. ll '

lt

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 Agreoment and all other operating agreements related to Palo Verde at the
Effective Date.'he Cure and Settlement Agreement was approved by the Bankruptcy Court on
November 19, 1993. Ifthe 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 followingconfirmation of the Plan. See 'acilities - Palo Verde Station —ANPP Participation
Agreement."

k

Treatment ofClaims Under the Plan

The Plan generally provides for creditors and interest holders to receive shares of CSW common
stock, cash and/or securities ofReorganized 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 interest, plus the payment of interest quarterly through the
Effective Date. 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 ofdebt securities ofReorganized EPD» 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
Four Corners would be cured and reinstated at the Effective Date and, thus, would remain
outstanding. Issuers of letters ofcredit 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 Four Corners would be treated essentially in the same manner as an unsecured
creditor.

~ > C ~
p

I'referred shareholders of the Company would receive shares ofReorganized. HPE 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 repository for funds; no shares ofCSW common stock or
cash are placed in the Fund.

t

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 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.

The Company believes that it has i.esolved 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
shares credited due to dividends paid by CSW. Ilowever, 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 ofCSW common stock on March 1, 1995 was $24.625 per share.

a

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:

Ifanother plan of reorganization involving CSW or an affiliate of, CSW were to become effective,
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 ofreorganization.
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Actions 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
Bankruptcy 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 ofCSW 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 willbe 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 continuo to meet
periodically with an oversight committee re'presenting all classes of creditors to inform them of the
status of the conditions to effectiveness ofthe Plan and to provide other information.

The Company is continuing its analysis of executory 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 analysis of the proofs ofclaim filed in the Bankruptcy 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, willdetermine which itwillobject to. The general deadline for filing
creditors'laims against the Company with the Bankruptcy Court was June 15, 1992. Approximately
350 proofs of claim or interest'ad been filed with the Bankruptcy Court as of December 31, 1994.
Many of the proofs ofclaim are voluminous and duplicative. The Company's counsel is also involved in
the process ofanalyzing the factual and legal bases ofmany ofthe proofs ofclaim.

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 includo a specified amount,

Cate or ofClaims

Prepetition claim amounts recorded on the Company books and records
Palo Verde lease obligation bond claims
Litigation claims
Executory contract claims
Other

Subtotal

Amount
(InKousands)

$ 1,216,337
742,725

30,983
6,401

77 266
2,013,712

Claims that are duplicative of the above
Total

2 982 867
~4996 669

The Company does not acknowledge the validityof any proofs of claim represented in the table
and reserves its right to object to all proofs ofclaim. 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 liabilityinsurance) 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 ofclaims that
ultimately willbe allowed by the Bankruptcy Court in the Bankr'uptcy Case.
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Overview
Regulation

Effect ofBankruptcy 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." As
discussed above in "Bankruptcy Proceedings and Proposed Merger with CSW —Regulatory Aspects of
the Plan and Merger," the Company or, where appropriate, CSW; CSWS or APS, have filed or willfile
applications with various regulatory bodies to seek approvals or determinations necessary to
consummate th'e Merger and otherwise satisfy the conditions to the effectiveness of the Plan. To date
th'e Company has reserved arguments in the regulatory proceedings that the provisions of the
Bankruptcy Code, together with applicable provisions ofother federal'statutes, grant the

Bankruptcy'ourt

the authority to preempt otherwise applicable regulatory jurisdiction, and it is uncertain
whether the Company would prevail on puch arguments, ifasserted. 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 - Bankruptcy Court Adversary Proceeding," below. 'I'he
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 discussed above.

Pursuant to orders entered by the Bankruptcy Court, the automatic stay imposed by the
Bankruptcy Code, ifand 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'Bankruptcy." Accordingly, such appeals'are being prosecuted through the
applicable courts. '

exas. 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
a 11

c u ive enouo
appe ate 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 ofutilityassets and mergers and consolidations of regulated utilitycompanies to determine
ifthose 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.

1

Neio Merico. 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 o'r 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 II
transactions (as defined by the New Mexico Public UtilityAct); abandonment of facilities and the
certification and decertification of utilityplant. The New Mexico Commission's decisions are sub'ect
to judicial review.

are su gec



FERC. The Company is subject to regulation'by the FERC in certain matters, jncluding rates for
wholesale power sales and the issuance ofsecurities. 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 ofelectric utilities. See "Bankruptcy Proceedings and Proposed Merger
with CSW —Regulatory Aspects of the Plan and Merger-FERC Approvals," above.

NRC. The Palo Verde Station 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
E<nvironmental 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
AcLIssue's,"

d

Accounting for the Effects ofRegulation. Prior to December 31, 1991, the financial statementslof
the Company were prepared pursuant to the provisions of SF<AS No. 71, "Accounting for the Effects of
Certain Types ofRegulation," 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
1991 balance sheet, the aggregate effects ofregulation, which resulted in a $311 millionextraordinary
charge to results of operations for the year ended December 31, 1991.'his amount included
approximately $200 millionofoperating 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 ofcredit draws amounting to $288.4 millionas 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 willmeet the SFAS No. 71 criteria necessary to reflect the effects ofregulation in
its general purpose financial statements. Such rites may include the recovery of some or all items
that, at that Lime, are not reflected as regulatory assets on the Company's ge'neral 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 willdepend 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 'I'ask Force reached a consensus that ifa rate-regulated enterprise initially fails to

meet the regulatory asset recognition requirements ofSFAS No. 71, but meets those requirements in a
I
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subsequent period, then regulatory assets should be recognized in the period the requirements are
met. Although the E<merging Issues Task Force's consensus applied to rate-regulated enterprises
currently meeting the requirements of SF<AS 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 everit 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 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 Unit3 in Docket 9945.,The Texas Rate Filingwas
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 part of the Texas Merger Application and as a basis ofsettlement, 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 limitthe 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 ofbase rate increases followingthe 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 ofDocket 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; ifat 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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'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, ifany, of the orders from other
governmental bodies on the Interim Order issued by the Texas Commission.

, Docket12700proceeded 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 Piling. 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 signiTicant 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, ifso, 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 willhold a hearing on the motions for reconsideration, and that a Second Interim Order
willbe 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 willacton 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 Texas 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 Section 63 of the Public Utility
Regulatory Act. The Texas Commission, however, issued a finding offact 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 Operations—
Operational Challenges-City of Las Cruces."

ll

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
willaccrue 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 millionacquisition 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 millionacquisition
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adjustment does not provide CSW with the economic equivalence of CSW's primary request
t'hat'it'etain

the tax benefits of the lease;rejection damages.
h

h

7

h'exasRate Filing., The total amount of the Company's requested cash base rate increase,
exclusive offuel, is approximately $41.4 inillion. The total cash base rate increase consists of (i) a base
rate increase of $8.3 million, constituting the proposed" 3.5 percent increase coritemplated under the
Rate Moderation Plan estdblished in Docket 7460 for costs other than those associated with Palo
Verde Unit 3 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 additiori of approximately
$ 10.9 million to its Docket'7460 Rate Moderation Plan defehrral balance.'s discussed above, CSW
made a contemporaneous settlement'ffer that'proposed" rates lo'wer than those reflected in the
Company's rate filing,but- that settlement offer has not been accepted.

N h I

Theh Company did not'nclude in the Texas Rate Filing 'a request to recover the costs of
bankruptcy reorganization-or the $288.4 million from'the draws on the'etters'of credit related to the
Company's sales and leasebacks of 'portions of its iriterest in Palo Ver'de, which draws occurred in late
December 1991 and early January 1992. The Company has res'erved the ability to seek recovery'of
such costs ifthe Plan does not'become"effective.

h I I

By ordinance signed on June 22,'1994", the El Paso City Council denied the Company's requested
rate'increase and adopted a'ecominendation from the City"'of El'Paso's Public Utility Regulation
Board that base rates for residerits in the'City'of El Paso be reduced by $ 15.7 million an'nually. The
Company appealed this o'rder to the Texas'Commission where it'-wa's consolidated with"the current
rate case in Docket 12700 and is being reviewed de novo by the Texas Commission.

Effective July 16, 199'4, the'ompany'implemented a cash base rate increasehof approximately
$25 million annually, under bond and„subject to refund depending on the outcome of the rate case, for
its Texas jurisdictional customers, The Coinpany depo'sited approximately $4.7 million of United
States Treasury securities in esc'row 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 aggregating approximately $ 11.5 millionas ofDecember 31, 1994.

In the Interim Order issued March 3, 1995, the Texas Commission approved a total annual
increase in Texas base revenues ofapproximately $24.9 million. The Texas Commission also approved
a rate case expense surcharge. o'f $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
approximately $25 millionwillremain in place.

N NR

With respect to the rate. treatment of Unit 3, the'Texas Commission 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 Texhas 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 uhit's in'-service date
and the date of its inclusion in Texas rates. In addition,'th'e Texas Commission disallowed related
depreciation ofapproximately $ 12 million. These deferred costs and the depreciation disallowance are
subject; however,'to reconsideration pursuant'to the Interim Order. See "Deferred Accounting Cases"
below.

h N

With respect to the rate treatment of Units 1 and 2, the I'nterim 'Order discontinues the Rate
Moderation Plan established in Docket 7460. In Docket 7460, the Texas Com'mission established

a'ateModeration Plan, pursuant to which the Texas ju'risdictional p'ortion of the Compa'ny's cost of
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~ sei vice, 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 tax'es, in
Rate Moderation Plan deferrals as ofDecember 31, 1994.

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 ofany 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 result of the fuel reconciliation and treatment ofother 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
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 ofcontingent 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 ofTexas 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 ofFuel Expenses." The Company would propose to make any refund over a
12-month period.

N

Motions for rehearing of the Texas Commission's final order in Docket 13966 were filed on
March 23, 1995. Replies to the motions are due April3, 1995. The Texas Commission willbe required
to act on the motions by April18, 1995, or the motions willbe overruled by operation of law.

S

Bankruptcy Court Aduersary Proceeding. The Company and CSW filed a joint motion with 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 filinga complaint for declaratory judgment on August 19, 1994.

The complaint identifies the following issues and requests that the Bankruptcy Court enter an order
'eclaringthat 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 bondholderh, 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 fulland 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 Bankruptcy Court. On December 29, 1994, the Bankruptcy Court issued an order
denying motions to dismiss filed by the City of Hl 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 E<1 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 ifthey 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. 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.

I

Docket 9945. The Texas Commission issued it's 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 millionofphase-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~'iling"and "Deferred Accounting Cases."

. With respect to the rate treatment of Unit 3, the Texas Commission disallowed approximately
$32 millionof 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'nterestin 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
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'nterim Order in Docket 12700 adopts the Company's position concerning the inventory plan. See
"Texas Rate Filing." t

n

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 r'efusing 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 ofFuel 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 eri;ed 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.'oth 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 writoferror filed by the City ofEl 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 oforders 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). v

r x

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 Cit of Rl Paso v. Public Utilit Commission, 888 9.W.2d 179 (Tex.1994) ("~C(t 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.
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In Docket 9069, the Texas Commission granted the Company a deferred'ccounting. 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
ofTexas appealed this order to the Texas District Court. The City of El Paso, however, dismissed its
appeal. The State of Texas'ppeal remains pending, with a hearing expected in June of 1995.
Subsequent to the filingof 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 ofUnit 3 deferrals, see "Docket 9945" and "Texas Rate
Filing." I

h

The recovery of the Palo Verde, Unit 3 accounting deferrals is currently an issue in the Texas

first rate case in which deferrals are included in rates, a utilitymust demonstrate that the deferrals
are needed to protect the utility's financial integrity. The Company initiallyrequested 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.

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

necessary to protect the financial integrity, of the utilityat 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 r'ecovery 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 Toxas 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 C6'mpany
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 ofAppeals the decision of the Texas District Court. Briefs
have been filed by the parties in the Court ofAppeals, 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.

4

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 ofsuch decision is pending before the Court of
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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. Hach Palo Verde unit included in
Texas rates is evaluated annually to determine ifits three-year rollingaverage 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
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 Commission included in ordering a refund in Docket 13966. See "Texas Fuel Filing."

1

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 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 willincur 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 Treatmenl ofFederal Income Taxes. In a 1987 case, Public Utilit Commission of
Texas v. Houston Li htin & 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 ofAppeals has applied the Texas Supreme Court decision to several
other utilities, most notably Public Utilit Commission of Texas v. GTH-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 notyet 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 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
t.axes 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 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 based on the,"stand alone" methodology previously used by the Commission.

II g

Depending 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 ofany remand.

New Mexico Rate Matters J

m

Rate Moderation Plan - Polo 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 ifthe 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 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
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 ofeconomy energy ultimately willrise to
a level sufficient to recover the New Mexico jurisdictional portion of, the Company's investment in
Unit 3 over the remaining lifeof the asset.

1

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 ifits 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 maximuin possible generation. Since Unit 3 is not in
rate base for purpose ofNew 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 FilingRequiremen(s. Pursuant to the New Mexico Commission's order in Case 1833 the
Comp'any 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. 'I'he
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 willbe 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 filea cost ofservice repor{,
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 Juno 17, 1994. This report indicated
the Company, on'a'tand-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'raws on the



Unit2 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. Ifthe Merger becomes effective, CSW has agreed to freeze base rates at current levels for the
New Mexico jurisdiction followingthe Effective Date.

FERC Regulatory Matters

The majority ofthe 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 FL<'RC approval, the Company and its wholesale customers generally
have established such rates through negotiation, based on certain cost of service assumptions, subject
to F<ERC acceptance of the negotiated rates.

The Company has a long-term firm power sales agreement with IID providing for the sale of
100 MWoffirmcapacity to IID through April2002, 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 fullythe 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 contractu'al payments, recovery of the
unbilled amounts should begin in 1995. The agreement also provides that the Company may seek
increases in the sales price ifsufficient 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 25 MW in the amount of demand on a yearly basis.. TNP has provided the Company
notice that itwould 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 IIDagreement 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.

I

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 willbe 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 MWduring the base term of the CFE contract. The

obligations of CFE under the agreement are subject to continued budgetary authorization by the

MinistryofProgramming and Budgeting ofMexico for each calendar year. Pricing for the power sales

includes an escalating capacity charge and recovery ofenergy 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. kl

Construction Program

The Company has no current plans to construct any'new generating facilities through the year .

2000. Utilityconstruction 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.

By Year (1)
In millions

By F<unction
In millions

1995
1996
1997
1998,

Total

$ 80
39
43
70

282

Production (1)
Transmission
Distribution
General

Total

«'$ '9
54
94
25

282.

(1) Does not include acquisition costs for nuclear fuel. See "Energy Sources- Nuclear Fuel."

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 Verd e Station

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'nd

the Los Angeles Department ofWater and Power. APS serves as operating agent for Palo Verde.
h

Operation of each of three Palo Verde units requires an operating license from the NRC. The
NRC granted facilityoperating 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. F<ull

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 fullpower.
In addition, the Company (along with the Palo Verde Particip'ants other than APS) is separately
licensed by the NltC to own its proportionate share ofPalo Verde.

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
those 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. See»"Bankruptcy
Proceedings and Proposed Merger with CSW-'I'reatment ofPalo Verde," above.

Sale and Leaseback 'I'ransaclions. 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' "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. 'I'he 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 "Bankruptcy Proceedings and Proposed Merger
with CSW —Treatment ofPalo Verde," above.

Lia6ililyand Insurance Ma/iers. The Palo Verde Participants have insurance for public liability
payments resulting from nuclear energy hazards to the full limitof liabilityunder federal law. This
potential liabilityis covered by primary liabilit'P insurance provided by commercial insurance carriers
in the amount of $200 millionand 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 limitof $ 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,'ith an annual payment limitation of
approximately $4.7 million.

I

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 ofany increased cost ofgeneration or purchased
power resulting from the accidental outage ofany of the three units ifthe outage exceeds 21 weeks.

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 II, 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 I<ERG jurisdictions. The Company must fund the
decommissioning requirements for its New Mexico jurisdictional portion of Unit 3 through off-system
sales of economy 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.

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
correctiv'e actions designed to mitigate further degradation.
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The corrective actions have included changes in operational procedures designed to lowe'r 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.'he units were returned to
fullpower with operational modifications that enabled the units to be operate'd 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 refueling outage. When tube
cracks are detected during an inspection, the affected tubes are taken out ofservice 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 willslow the rate ofplugging to an acceptable level. APS also has stated that itcurrently
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.

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. Unit2 was removed from service for a regularly
scheduled refueling outage beginning February 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 early April 1995
and Unit 3 is scheduled to be refueled again in,the fall of1995.

Water Supply. In connection with the construction and operation ofPalo 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 Ad'udication of All Ri hts to Use Water in the Gila
River S stem 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
jurisdiction over the Palo Verde Participants'roundwater rights and their contractual rights to
effluent relating to Palo Verde and, alternatively, seek confirmation of such rights. On,December l0,
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'laims 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 ofthe June 30, 1994 trial courtdecision. 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. E<ach 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 F<our Corners), TE<P, PNM, Southern California Edison
Company and Salt River Project Agricultural Improvement and Power District.

Pursuant to an agreement among the participants in. F<our Corners Units 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 ifa 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 bankruptcy 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 approximate $ 1.2 million.

I

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 ofAmerica, 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. Re nolds New
Mexico State En ineer v. United States ofAmerica 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 Strea'm 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 ifFour Corners
loses a'ortion 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 ultimate 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-electric 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."

Rio Grande Power Station
V

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 of246 MW when
operating entirely on natural gas. The units operate primarily on interstate natural gas, but are also
capable ofoperating on fuel oil. See "Energy Sources-Natural Gas."

lf

'opperPower Station

The Copper Power Station, located in E1Paso, 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. 'uch 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

"Energy Sources-Natural Gas.",
1 t

Transmission Lines

The followingare the major transmission facilities that the Company owns:

1, A 310-mile, 345 KV'transmission line from TEP's Springerville Generating Plant~near
Springerville, Arizona, to the Luna Substation near Deming, New Mexico, to the Diablo Substation

29



near Sunland Park, New Mexico." This line'is known as the Arizona Interconnection Project (AII ) and
provides an interconnection with TEP for delivery of the Company's generation entitlements from
Palo Verde and I"our Corners. The AIP also enables the Company to import low cost energy fr'om 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 ofFour Corners.

3. Undivided interests in,a 196-mile, 345 KV transmission line from the Newman Power
Station across southwestern New Mexico, to TEP's Greenlee Substation in Arizon'a. Specifically, the
Company owns an undivided 40% interest in the 60-mile, 345 KV line between TEP's Greenlee
Substation and the Ilidalgo 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 withTEP for delivery of the Company's
entitlements from Four Corners, and Palo Verde, as well as providing added stability, flexibilityand
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.

Environmental Matters

The Company is subject to regulation with respect to air, soil and water quality, solid waste
disposal and other environmental matters by'ederal, 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'o 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 willbe
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 AirAct. The Clean Air Act Amendments of 1990 (the "Clean AirAct") established new
regulatory and permitting programs administered by EPA or delegated to state agencies. Many
provisions of the Clean AirAct, willaffect operations by electric utilities, including the, Company. In
particular, the followingsections may have a significant impact on the Company: Title I dealing with
nonattainment ofnational air ambient quality standards, Title IV 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 AirAct 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 willmake modifications to existing facilities at
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~ 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 oyer 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
resulL 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'stimated clean-up costs, but has made no provision for any penalty in the
accompanying financial statements.

Col-Tex Refinery Sile. 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 ofTexas, on
behalf ofTNRCC, filed a proof ofclaim 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 8r, 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'roof 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.

il

PCB Treolmenl, inc. On or about SepLember 26, 1994, the Company received a request from the
EPA to participate in the remediation of. polychlorinated biphenyls ("PCBs") at Lwo 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 ("I'CB Equipment" ) to PTI, accounting for approximately 3%, by
weight, of the PCBs and PCB Equipment received by PTI.

PTI has since discontinued operations and El'A 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 currenL information,'t is apparent that more than 1,400 entities sent, PCBs to PTI.
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

bankruptcy filing on its responsibilities„with.'respect to the Facilities. At this early "stage, the
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Company is unable to determine the extent to which it may bear legal liabilityfor the remediation'of ~

the Facilities, or the amount of any such liability. The Company has made no provision in the
accompanying financial statements related to this matter.

Energy Sources

General

Coal Purchased Power

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

Uranium Gas

1992
1993
1994

51%
43
45

31%
29
32

10%
10

9

8%
18
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 —FERC Regulatory Matters."

Nuclear Fuel

Nuclear P<uel Cycle. The fuel cycle for Palo Verde is comprised of the following stages: (i) the
mining and milling of uranium ore to produce 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 ofuranium 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 willbe 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 three 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 ofother alternatives, the Palo Verde Participants have exercised this option, terminating 30%
ofrequirements for 1996 through 1998 and 100% ofrequirements during the years 1999 through 2002.
Purchasers ofenrichment 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 willprovide fuel assembly fabrication services for at least ten years from the
operation date ofeach Palo Verde unit and, through contract options, approximately fifteen additional
years are available.

Spent fuel storage facilities at Palo Verde have suflicient capacity with certain modifications to
store all fuel expected to be discharged from normal operation ofall 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 bbligated 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 ofnuclear power reactors to enter into spent fuel disposal contracts with DOE.
APS, on behalf of itselfand the other Palo Verd'e Participants, including the Company, has executed a
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sp'ent'fuel disposal contract with DOE. The Waste Act also obligates DOE to develop the facilities
necessary for the permanent disposal ofall 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.

I

'u'clear 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 ofnuclear fuel. Prior to the filingof 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 ofcredit. The Company had the option ofeither 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 ofclaim 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 ofclaim
in the Bankruptcy Case based on a related note payable to the trust, alleging an unsecured prepetition
claim ofapproximately $9.9 million. The trust contends that ithas 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 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. See "Bankruptcy
Proceedings and Proposed Merger with CSW —Treatment ofClaims 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 willcontinue to purchase spot natural gas for the Rio Grande Power Station
for the near term. F<or 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 generally 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 js currently running at 0.8%) committed to the plant to continue operating it
for its usei'ul 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 ofcoal purchased in excess ofa set base amount. The 1991 through 1994
estimated savings was $ 1.4 milliondue to the reduction in the base coal price. The incentive coal price
agreement has been renegotiated and willcontinue through 1995.
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Executive Officers of the Company

Name
Current Position and
Business Ex erience

David Il. Wiggs, Jr. 47 Chairman of the Board since May 1989; Chief Executive
Officer since March 1989; Director since January 1988;
President from January 1988 to January 1994.

Curtis L. Hoskins 57

Eduardo A. Rodriguez 39

J. I<'rank Bates .;......,'....... 44

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 Ec Light
Company, Salt Lake City,.Utah, for more than five
years prior to Apri11989. "

\

Senior Vice President since January 1994; Vice
President from April 1992 to January 1994;
Secretary from January 1989 to January 1994;
General Counsel since 1988

Vice President -'Operations since May 1994; Vice
President —Customer Services Texas Division from
June 1989 to May 1994.

Michael L. Blough ....-......... 39 Controller and Chief Accounting Officer since November
1994; Assistant Vice President-Financial Planning
from September 1990 to November 1,994, other
managerial positions for more than oneyear prior to
September 1990.;-

John E. Droubay 56 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.

Gary R. Hedrick 40 Vice President — Financial Planning and Rate
Administration since September 1990; Treasure'r from
1988 to September .,1990; Assistant, Vice
President, Finance'rom February 1990 to
September 1990.

John C. Horne

Robert C. McNiel

46
d

i
48

Vice President — Power Supply since May 1994; Vice
President —Transmission Systems Division 'rom
August 1989 to May 1994.

Vice President —New Mexico Division since December
1989.

'uillermoSilva, Jr..... Secretary since January 1994, Assistant Secre'tary from
June 1989 to January 1994.

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

discretion of the Board ofDirectors„", P
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Operating Statistics

1994
December 31

1993 1992
Operating Revenues

(In thousands):
Ret'ail:

Residential ...........
Commercial and industrial, small
Commercial and industrial, large .......
Sales to public authorities
Other '.

I

Wholesale:
Sales for resale
Economy sales

Total operating revenues ..

$ 153,255
152,876
64,739
76,003~10 294)

426,579

104,509
5 672

~536 760

$ 147,966
147,418
60,516
74,611~8152)

412,359

128,157
3 078

~543 594

$ 144,059
142,133

51,108
72 039

337)
409,002

110,776
4 982

~524 760

Number ofcustomers
(End ofyear):

Residential
Commercial and industrial, small ........,... *

Commercial and industrial, large ...,........ ~

Other
Total

Average annual use and revenue per residential customer
H

Revenue
t

Average revenue per KWH:
Residential
Commercial and industrial, small
Commercial and industrial, large .............

240,368 235,151 228,688
23,857 23,338 22,883

80 74 68
3 470 3 395 3 251

267 775 261 958 254 890

6,299 6 142 6,169~644.82 ~63).68 ~636.93

10.24 g 10.38'0.32'.91

9.12 9.14
5.02 5.79 5.61

Energy supplied net, KWH
(In thousands f:

Generat'ed .;.................'.....
Purchased and interchanged

Total .

Lnergy sales, KWH
(Pn thousands):
Retail:

Residential
Commercial and industrial, small,....
Commercial and industrial, large .....
Sales to public authorities

Whol'e sale:
Sales'or resale
Economy sales

Total sales
Losses and company use

Total .

I

~ ~

4 a ~ ~

7,018,423 6,625,162 7,330,004
1 051 251 1 416 172 589 288
8 069 674 8 041 334 7 919 292

1,497,094 1,424,935 1,395,387
1,715,409 1,616,434 1,555,047
1,089,695 872,477 911,750
1 078 800 1 034 231 99'7 483
5,380,998 4,948,077 4,859,667

1,925,668 2,484,128 2,361,204
320026 164559 264654

7,626,692 7,596,764 7,485,525
442 982 444 570 433 767

8 069 674 8 041 334 7 919 292

Native system:
Peak load, KW
Net generating capacity for peak, KW .
Load factor

'I'otal system:
Peak load, KW .

Net generating capacity for peak, KW
Load factor .

1,093,000
1,497,000

61.1%

1,365,000
1,497,000

63.7%

997,000
1,497,000

62.1%

1,335,000
1,497,000

66.4%

974,000
1,497,000

62.3%

1,302,000
1,497,000

66.4%
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Item "2. Properties

The principal properties of the Company are described 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 F'inancial Statements" for
information regarding encumbrances against the principal properties of the Company. ~

Item 3. Legal Proceedings

Automatic Stay ofLitigation Due to Bankruptcy

Upon the filingof 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 bankruptcy 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'ttempt 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 ofTexas regulatory matters, to the extent applicable. See Item 1, "Business—
Regulation —Effect ofBankruptcy on Regulation."

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 Settlement 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'lection up to
50 MW over time or decreased. The Company filed for approval from the F<ERC on January 13, 1995,
but has not yet received such approval.

Sale/Leaseback Indemnification Obligations

Pursuant to the participation agreements and leases entered into in the sale/leaseback
transactions, ifthe Owner Trustee or Owner Participants incur additional tax liabilityor 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 ofclaim 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 connertion with the Plan, the Company's indemnity
obligations related to tax matters generally would continue in effect following the Effective Date. See

Item1,"Business —Bankruptcy Proceedings and Proposed Merger with CSW —Treatment of Palo
Verde."

Arizona Transaclion Priuilege ("Sales" ) Tax Indemni/ication. The Arizona Department of
Revenue ("ADR")conducted an audit of the sales taxes paid on lease payments under the Palo Verde
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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 ofJeopardy 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'nterests in Palo Verde. Although
the ADRcan 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/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 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, ifthe IRS prevails. This matter is at a
preliminary stage and, although the Company believes the Owner Participant. has meritorious
defenses to the IRS'osition, 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 rolated to this matter.

Other Legal Proceedings

Information regarding legal proceedings related to the Company's Bankruptcy 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"aci1ities," and "Environmental Matters" and is'incorporated herein by reference.

1

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 ofMatters to a Vote ofSecurity Holders

Not applicable.

38



PART II

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
bankruptcy 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 bankruptcy 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, itmay delist the Company's common stock from Nasdaq.

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:

V

Sale Price
~Hl h Low

1994
First Quarter .

Second Quarter
Third Quarter
Fourth Quarter

$ 27/s $ 2s/1 s
3
25/1s 11/4
15/1s 11/16

1993
First Quarter
Second Quarter
Third Quarter
Fourth Quarter

$ 3s/s
33/s
33/1e
27/s

$ 2
2
27/1s
21/2

AtMarch 1, 1995, there were 23,402 holders ofrecord ofthe 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 ofJuly 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 utilitycompany 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 ofany public utilityas 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 holde'r 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 (ifsuch 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, ifsuch
registration were required, such holder, as well as the Company, would become subject to extensive
regulation under the PUHCA.
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1990

445,309
44,799

oss before extraordmary item
and cumulative effect ofa,.
change in accounting
principle "........

E<xtraordinary item
Cumulative effect ofa change in

accounting principle .........
Net loss per weighted average

share ofcommon stock:
Loss before extraordinary

item and cumulative'effect
ofa change in acco'unting
principle

Extraordinary item
Cumulative effect ofa chango ~

in accounting principle
Total assets ....,..... ., .... 1
Additions to utilityplant,

before allowance for,equity
funds used for construction ...,

Obligations subject to
compromise .....,.',, I,........

Debt in default
Long-term, financing and

spital lease obligations ......
Preferred stock-

redemption required,.........
Common stock equity (deficit) ...

(41,855) '28,180)(28,153) (266,912) <2> (21,864)
(289,102) +>

(96,044) (4)

(0.79) (1.18)

(2.70) (4)

,730,851 1,V15,406

(0.79) (V.75) t2>

(8.14) t3)
(0.96)

1,702,778 (5) 1,566,281 (6) 1,901,928

58,215

1,495,315

60,113

),537,303

60,570

1,440,968

63,394

1,286,703

80,139

798,111

67,266 <'I> 67,266 t7) 79,360
~220 503) ~191 434) 371 690

4 67,266 <7) 67,266 t'I)

~385 966) ~357 463

Item 6. 9eldcted Financia1 Data

As ofand for the years ended December Sl: „

1994 )I 1963 '992 1991
gn thousands oxcopt per sharo data)

Operating revenues .....,'..... $ 539760 <>> 5 '5I43,594 $ 524,760 $ 462,405
Operating income ..... i,'........ '3,911, 4)4,971 67,036 50,722

(1) Reflects a decrease in fuel revenues due,to a change in the calculation ofTexas jurisdictional fuel costs based
on the Texas Docket 13966 Final Order nf 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 ofcredit draws and approximately
$25.2 millionafter-tax write-offprimarily for regulatory disallowance in Texas Docket 9945.

(3) Reflects the after-tax effect resulting from the discontinuance of the application ofSFAS No. 71.
(4) Reflects the change in accounting for income taxes due to the implementation ofSFAS 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 l990 prim'arily is due to the write-offofregulatory assets.
(7) Includes approximately $ 3.3 millionofdividends in arrears.

The selected financial data should be read in conjunction with Item 7, "Management's Discussion and
Analysis ofFinancial Condition and Results ofOperations," and Item 8, "Financial Statements and Supplementary
Data," below.
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j ";, f
Item7. Management's Discussion and Analysis of klinanciaI Congitipj" and Results of

Operations'iquidity
aud Capital Re)ousoas

t

Overview

The Company filed a petition under Chapter)'1 of the Bankruptcy Cod) on January 8, 1992 and
has continued operations as debtor-in-possession~ For a num)or of yearsyrlor to the petition filing,
the Company was dependent on external financing through the ca'pital markets for liquiditg. needs. As
a result of the filingof the Bankruptcy Case and related cessation or limitationofpayments on certain
of the Company's financial arrangements, the Company has generated sufficient funds internally to
meet its liquidity needs from 1992 through 1994. At December 31,qI1994, the Company had
approximately $209 millionin cash and temporary investments.

The Company has paid interest at contractual non-default rates on its 5'irst and Second Mortgage
Bonds, on its RCFt, 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 July 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 paymonts. As
discussed in Part I, Item 1, "Busi|iess —Bankruptcy Proceedings an+~~posed Merger with CSW-
Treatment ofClaims Under the Plants and in "Obligation&ubjec'r, to Compromise" below, pursuant.to
the requirements under the Plan„a4 the Confirmation Date, the Company'ade interest and periodic
payments at rates and for periods speciTied in the Plan to additional classes, ofcreditors and interest
holders, together with certain fees and expenses for which payment, was provided under the Plan.-
Interest payments were made quarterly to such creditors in 1994. Pursuant, to the Plan, in''rest
payments willcontinue 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 made o ge Confirmation Date
and quarterly in 1994 and will be made quarterly and on the Effective gate ursuant'to the Plan.
Through December 31, 1994, such payments totaled approximately'$105.1;,million, The Company

'i'stimatesthat such interest and periodic payments willbe approximately $24.l million per quarter
'assuming90-day LIBORof6.5%). l

\
t

Taking into account the estimated payment of the interest and fees pursuant to the Plan, as well's

expected revenues and projected costs for operations and capital expenditure's, the Company expects
its cash balances willdecline; however, the Company does not anticipate any requirement for external
financing until the Bankruptcy Case is concluded.

)

Obligations Subject to Compromise I

In late December 1991, the Company ceased paying principal, interest a'nd fees on portions of its
secured and unsecured debt except as described below. The Company al'so'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 willremain 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 ofdebt and pursue other remedies available'under the applicable agreements. As a
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 modiTication
pursuant to a plan ofreorganization that becomes effective in the Bankruptcy Case.

I

First Mortgage Bonds. The Company has approximately $299.3 millionofFirst Mortgage Bonds
outstanding. The Company has not made either the final maturity principal payment of
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appreximately $ 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, 1692. 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 effectivo 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 $166 millionofSecond Mortgage Bonds outstanding.
The Company has not made the approximat'e $ 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 $8.8million 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 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 millionof 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 aggregating
approximately $ 169.8 millionare 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 ofcredit. 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 $ 6:3 million in prepetition and postpetition
interest through December 31, 1994 paid on the fourth pollution control issue through draws on the
letter ofcredit.

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 $37.9million. 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 theiBonds
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 effe'ctive 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 ofPollution Control Bonds, the letter ofcredit 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 ofcredit issuer. The amendments also provide
for more flexibilityin 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 ofPollution Control Bonds currently bears interest at a rate that is repriced
weekly.
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~ A third series of Pollution'ontrol, 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 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.

f

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,'ad 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 ofcredit 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 n'w 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, 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 ofcredit 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 willagree to extend the letters of credit into 1996. Ifthe
letters of credit expire, the Pollution Control Bonds would be redeemed through draws on the
applicable letter ofcredit and the tax-advantaged interest rate of the bonds may no longer be available
to the Company.

I
»

RCF. The Company currently=has a total of$ 150 millionofdebt outstanding under its RCF. The
RCF», which originally involved a syndicate ofmoney center banks, provided for substantially all of the
Company's short-term borrowing prior to the filingof th'e bankruptcy petition. The RCF became due
and payable on January 9, 1992. The RCF» is secured by $50 million of First Mortgage Bonds and
$ 100million 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.

t
&

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'urposes of approximately
$20.8 millionfor each quarter.

FueL Financing. 'The Company has a nuclear fuel financing. of. approximately $ 60.6 million
secured by nuclear fuel and a note payable ofapproximately $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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ofprincipal and interest payments that came due.but were not paid on the nuclear fuel financing and
the note payable totaled $ 55.6 millionat December 31, 1994.

H
fI

Unsecured Debt. The Company's unsecured deb] 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 ter'm loan note
of $25million; (iv) a capitalized obligation of approximately $79.2million associated with the
Palo Verde Unit 2 lease; (v) a'capitalized obligation of approximately $8.1 million associate'd with
another lease; (vi) an approximate $3.5 million obligation related to a terminated fuel oil financing
trust arrangement; and (vii)a $2.5 millionobligation'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,,except for lease payments on the $8.1 millio'n capitalized obligation and payments
aggregating approximately $2.1 million related t'o 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 cr'editors, 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 Flan.

Preferred Stock Dividends and Sinking Fund Payments

Under 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 duo 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 shar'es 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 ofJuly 1, 1992,
July 1, 1993 and July 1, 1994 on the Company's $11.375 Dividend Preferred Stock and (v) $ 5 million
(50,000shares 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 ofmandatory sinking fund payments is
$46.6 million. The Company's aggregate mandatory sinking fund redemption payments due during.
1995, including 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 Bankruptcy Code during the Bankruptcy Case.
Resumption ofthese payments also willdepend on the plan ofreorganization ultimately adopted in the
Company's bankruptcy case, which could substantially alter or eliminate the rights of the preferred
and common stockholders. H

45



r

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 Ne4 Mexico,customers, including customers within the City of Las
Cruces and the military installations ofWhite Sands Missile Range and Holloman AirForce Base.

/

City ofLas Cruces

The Company's franchise with the City ofLas Cruces expired in March 1994, and the City ofLas
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 itwillclose 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
UtilityAct, 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% ofthe Company's operating revenues in 1994.

The City ofLas Cruces has authority from the New Mexico St'ate Board ofFinance 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. Ifthe specified events are not
completed by July 1, 1998, either SPS or the City ofLas 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 th'e staff of the
City ofLas Cruces to negotiate a contract.w'ith 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 bankruptcy 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'o 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 ofL'as Cruces'otion 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.

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 filingof a New



Mexico state court declaratory judgment action to "clarify the right of the City to acquire [the
Company's] syste'." The Company intends to contest the City of Las Cruces'uthority to acquire the
Company's property and to continuo to challenge in all appropriate forums the City of Las

Cruces',

efforts to replace the Company as the provider ofelectric service in the City ofLas Cruces.
r

The Company believes that it willeither (i) be successful in preventing condemnation and loss

of the City of Las Cruces'oad, or (ii) ifunsuccessful 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 ofLas Cruces filed its Complaint for Breach ofImplied 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 a motion to dismiss all counts of the City of Las Cruces'omplaint. The
Company intends to vigorously defend against the lawsuit.

MilitaryInstallations
t

The Company currently provides retail electric service in New Mexico to the Air F<orce't
FIolloman AirI<'orce 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 AirForce expired on

F<ebruary 28, 1994. The Company continues to provide the electric service to the AirForce and the

Army under state approved tariffs and CCN authority.

On June 15, 1993, the Air Force issued a Request'or Proposal ("RFP") to prospective electric
utilityservice providers to provide electric service to Holloman AirForce 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 AirForce's RF<P. The protest was

upheld, but on technical grounds that have allowed the Air Force ~to proceed with a delayed
competitive bidding process. The AirForce issued a Memorandum requesting that the "best and final
offer" ofentities 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 AirForce requesting
responses to certain<questions posed by the Air Force. The Company responded to the requests and

anticipates that the AirForce willagain request best and final offers prior to awarding the bid.

On January 4, 1994, the Company filed an action against the AirForce 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 provi'der of electric service to

Holloman AirF<orce Base. The New Mexico Attorney General intervened in the case on August 16,

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 AirForce 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'he grounds that the parties are engaged in serious settlement negotiations. Pursuant to

the order entered February 7, 1995,'he par'ties must complete discovery by July 17, 1996, unless

otherwise extended.



The Army has issued a request for pr'oposal 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. Resp'onses 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 Mar'ch 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 utilityproviders, 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 provjde
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).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
AirForce 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 militarybases.
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 AirForce Base and White Sands Missile Range. Ifthe Company is unable
to do so, however, the Company willpursue all available regulatory and legal avenues to obtain the
appropriate recovery ofits investment related to these customers.

General Industry

In addition to these specific challenges, the,Company faces many of the challenges facing the
electric utilityindustry 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.

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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trusty established by the Company totaled approximately $20.8 million. The updated s<~~~~~~a"

continually reflected increases in costs to decommission as new developments unfold surround>bh™
technical and safety aspects of decommissioning a nuclear, facility. Although the Company is fun<»4
and recording costs based on the latest information available, there can be no assurances tha4
decommissioning costs willnot continuo 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 temporary «
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 Iteni 8<

"Financial Statements and Supplementary Data -Note E ofNotes to I<'inancial Statements."

The Energy Policy Act also provided for an assessment for the decontamination and
decommissioning of DOE's uranium enrichment facilities. /he Company has been advised by APS
that, based on preliminary indications, the annual assessment for Palo Verde is expected to be
approximately $3.0 millionfor fifteen years, plus increases for inflation. The Company willpay 15 8%
of the annual Palo Verde assessment. The Company has accrued $7.1 millionfor 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 ofOperations
Jl

i

The Company recorded a net loss of $28.2 millionor $ .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 ofa
change in accounting principle for income taxes and the write-offof 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 ofClaims
Under the Plan."

The primary reasons for increases or decreases in revenues, expenses and other items affecting
results ofoperations 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
discu'ssed 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 c'ustomers, principally in the City ofEl Paso, at rates approved by
the Texas Commission. Sales to New Mexico retail cu'stomers, the largest number ofwhich 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.,ln 1994, IID, a wholesale customer, accounted for
9.5% of operating revenues. No retail custorfier 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, refiecting
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 firstquarter (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
Fuel revenues and economy energy sa]es
Other

$ 4,479
(10,930)~383

~6884)

$ 16,064
13,653
18 783)
18 834

Base Beoc«es. Base i'evenues increased $4.5 millionin 1994 compared to 1993. The increase is
largely due to (i) a 22% increase in the number of customers served, (ii) record high summer
temperatures ( ii)changes in the Company's customer sales mix, and (iv) the resumption ofoperation
of a moor industrial facility that ceased operating in the first quarter of 1993 following the
bankruPtcy f»]ng of the Prioi'wner of the facility. These increases were offset in part by a reduction
in sales ««esa]«ue to lower contract, demand revenues from TNp. The base revenue increase of
$ 16 1 mi]»o»n ~993 comPared to 1992 is principa])y the result of (i) increases in total system KWH
sales o«pp"oximate]y 2 9%, (ii) increases in demand and capacity charges to CFE, and (iii)increases
in capacity for IID.

es and related KWH sales for 1994 compared to 1gg3 and 1993 compare
to 1992 by customer class are as fo]]ows.

1994 versus 1993
Base

Revenues KWH

1993 versus 1992
Base

Revenues KWH

6.1%
6.1

24.9
n 4 3

8.V
(22.6)

(1.7)

Native system:
Residential 5.0% 0.0% 2.1%
Commercial and'industrial - small '.3 0.4 3.9
Commercial and industria] - ]argo ~ g 1 (6.3) (4.3)
Public authorities 4.8 (0.4) 3.7

Native system composite 6.6 (0.6) 1.8
Sales for resale

(16.V) 11.4 5.2
Total system composite 1.7 2.g

d

sa]os increased432 g21 MWH

em d f MW J
™n~s in 1994, recording an all-time tota] system Peal

The ComPany achieved record k

om ~
', a 2.2% increase over 1993's record peak of 1,335 MW. The

emand of1365MWon June 28

Peiik ~emand of I,093 MW J
sefromtherecordof99VMWsetin1gg3. Thenewre o d th ltof
"stom«s and higher than usua] femperatur s d 'h

d

Plemented increases in base rates effective Ju]y 16, 19g4, th
'nition «such revenues and therefore, they are not

'
d d th

analysis.
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Fuel Revenues. The changes in fuel revenues are a function ofchanges in fuel and purchased an'd

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 ord'er of approximately $7.6 million. Such
decrease was offset in part by increased economy energy sales ofapproximately $2.6 million.

Fuel revenues increased $ 16.6 millionin 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 ofapproximately $1.9 million.

Other." The 1993 reduction in other revenues is principally due to the discontinuance of
approximately $ 11.7 millionofsurcharges (related to the recovery of regulatory expenses) recorded in
1992.

Fuel and Purchased and Intercha'nged 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 coinpared 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
P

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 iiostretirement benefits, pensions and
other employee benefit plans; (ii) increas'ed 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 $1.6 million at one of the
Company's local generating planta (see "Liquidity and Capital Resources-Obligations Subject to
Compromise" ). These increases were offset in part by (i) decreased pensions and benefits due to the
re'cording of approximately $4.0 million in 1993 for retirement agreements with five former officers
who retired in early 1994; (ii) decreased transmis'sion costs due to a provision of approximately
$ 1.9million 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.

I P ll ll

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 ofapproximately $4.0 millionfor retirement agreements

with five former officers who retired in early 1994; arid (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,
I

Depreciation expense decreased in 1993 compared to 1992 dua 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 ofdecommissioning 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 ofNotes 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 recognizing income taxes under the provisions ofSFAS 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 reorganization
costs; and (iii)other adjustments to deferred taxes.

Taxes Other Than Federal Income Taxes
I

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 of1994 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 approximately
$ 3.0 millionrecognized in the second quarter of1993 for the settlement ofcivillitigation.

Interest Charges
M

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
fullyear in 1994 versus approximately halfa year in-1993.
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[nterest charges increased in 1993 compared to 1992 primarily,due to payments ofapproximately
$ 10.2 millionto unsecured and undersecured creditors pursuant to the Pla'n, 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'f
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 th'e

Plan.'rofessional

fees and other costs increased in 1993 as a result ofadditional payments pursuant to
the Plan following the Confirmation Date. This increase was offset as the Company incurred a one-
time write-offin 1992 ofdebt issuance cost ofapproximately $13.3 million.

Cumulative Effect ofa 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 offederal income tax benefits ofapproximately $ 153.2 million and state
income tax benefits of approximately $ 12.2 million, less valuation allowances of approximately
$219.2 millionand $42.2 million, respectively.

Effects ofInflation

Over the recent past, inflation has been relatively low. As such, its impact to the Company's
results ofoperations 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'EPORT

The Shareholders and Board ofDirectors
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 ofmaterial
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosu'res 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 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 willcontinue
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 ofTexas. The
'ompanyis 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 appiovals.
,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 i@ore 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 reorganization 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 ofNotes to Financial Statements, the Company changed its methods of accounting for
income taxes and postretirement benefits other than pensions effective January I, 1993.

'PMG Peat Marwick LLP

El Paso, Texas
March 30, 1995



EL PASO ELECTRIC COMPANY

(DEBTOR IN POSSESSION AS OF JANUARY8, 1992)

BALANCESHEETS

ASSETS

December 31
1994 1993

(In thousands)
Utilityplant (Notes C, D and E):
Electric plant in service .

Less accumulated depreciation and„amortization
Net plant in service

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

$9,937,000, respectively
Less accumulated amortizati'on

Net nuclear fuel
Net utilityplant

Current assets:
Cash and temporary investments (Note C)
Accounts receivable, principally trade, net ofallowance for

doubtful accounts of$ 5,923,000 and $6,004,000, respectively
Inventories, at cost,
Prepayments and other

Total current assets

I ong-term contract receivable (Note C)

Deferred charges and other assets

Total assets

$ 1,694,553
419 212

1,275,341
43,712

92,720
50 273
42 447

1 361 500

208,584,

54,367
,

34,327
11 091

308 869

33 603

'7 379

„~1730 851

$ 1,650,899
381 309

1,269,590
51,267

93,909
41 948
51 961

1 372 818

181,086

54,652
34,595
10 085

230 388

32 420

29 800

1 715 406

See accompanying notes to financial statements.



EL PASO ELECTRIC COMPANY

(DEBTOR IN POSSESSION AS OF JANUARY8, 1992)

BALANCESHEETS

CAPITALIZATIONANDLIABILITIES

J

Capitalization (Notes A, F, G and H):
Common stock, no par value, 100,000,000 shares authorized.

Issued and outstanding 35,544,330 shares
Accumulated deficit
Net unrealized loss on marketabl'e,securities, less applicable

income tax benefits of$ 189,000 in 1994
Common stbck deficit

Preferred stock, cumulative, no par value, 2,000,000 shares authorized:
Redemption required
redemption not required

Obligations subject to compromise
Total capitalization

$ 339,097
(724,713)

350)
(385,966)

67,266
14,198

1 537 303
1 232 801

$ 339,097
(696,560)

(357,463)

67,266
14,198

1 495 315
1 219 316

December 31
1994 1993

(In thousands)

Current liabilities:
Accounts payable, principally trade .

Customer deposits
Taxes accrued other than federal income taxes
Net overcollection offuel revenues (Note C)
Re'venues subject,to refund (Note C)
Other

Total current liabilities

Deferred credits and other liabilities:
Accumulated deferred income taxes (Note I)
Accumulated deferred investment tax credit (Note I)
Deferred gain„on sales and leasebacks (Note B) .

Decommissioning (Note E)
Other

.; Total deferred credits and other liabilities
4

Commitments and contingencies (Notes A, B, C, J, K and L)

'I'otal capitalization and liabilities

23,015
4,891

23p427
37,207
11,475

9 550
109 565

98,106
76,642

135,510
38,528
39 699

388 485

1 730 851

37,032
4,905

21,658
13,874

9 408
86 877

123,935
68,992

142,543
30,101
43 642

409 213

1 715 406

See accompanying notes to financial statements.
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EL PASO ELECTRIC COMPANY

, (DEBTOR IN POSSESSION ASOF JANUARY8,'1992)

STATEMENTS OF OPERATIONS

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

1994 1993 1992
(In~cascade e~scep per sEare sfsas)

Operating revenues
Operating expenses:

Operation:
Fsuel
Purchased and interchanged power

Other .

Maintenance ......,.
Depreciation and amortization
Taxes:

Federal income tax benefits (Note I)
Other .................

I586 760

89,893
29 929

119,822
209,814

44,022
63,841

, (18,234)
54 484

93,007
39 997

13,00
206,576

39,460
53,050

(10,360)
56 903

90,840
16 858

10~,69K
204,334

39,351
56,869

(1,067)
50 539

543 594 I524 760

Operating income .
463 749 478 623 457 724

73 011 '4 971 '7 036

Other income (deductions):
Other, net
Federal income taxes applicable to other income (Note I)

Income before interest charges

2,838~831)3,378~516)
2862 '007

75 873 66 978

754'343)
411

67 447

Interest charges (credits):
Interest
Other interest capitalized and deferred

s

1

Loss before reorganization items and cumulative effect of
a change in accounting principle

82,237
3 998)

97,616
~2581)

73,176
~3917)

95 035 78 239 69 259

~19 162), ~11 261 ~1812)
Reorganization items (expense):

Debt costs
Professional fees and other
Interest earned on accumulated cash resulting from
Bankruptcy case

Federal income (taxes) benefits applicable to reorganization items

Loss before cumulative effect ofa change in
accounting principle .

Cumulative effect ofa change in accounting principle
(Note I)

Net loss

Net loss per weighted average share ofcommon stock:
Loss before cumulative effect ofa change in accounting principle
Cumulative effect ofa change in accounting principle

Net loss

See accompanying notes to financial statements.

(15,866)',771

896)
91

-(28,153)

~28 153)

$ (0.79)

(35,150)

6,152
1 596)

30 4

(41,855)

~96 044)

137 899

(1.18)~2.70

(13,264)
(20,194)

3,806
3 284

26 36

(28,180)

~28 180

(0.79)
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EL PASO ELECTRIC COMPANY

(DEBTOR IN POSSESSION AS OF JANUARY8, 1992)

STATEMENTS OF ACCUMULATEDDEFICIT

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

1994 1993
„(In thousands)

1992

Accumulated deficit at beginning ofyear

Netloss

(696,560) $ (558,661)

~28 153) ~137 899)

(530,481)

28 180)

Accumulated deficit at end ofyear

Weighted average number ofcommon shares
outstanding

~724713) '~696 560) ~558 661)

35 544 330 35 539 480 35 530 264

See accompanying notes to financial statements.
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EL PASO„ELECTRIC COMPANY

(DEBTOR IN POSSESSION'AS OF JANUARY8, 1992)

, STATEMENTS OF, COSH-FLOWS 4 ~,

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

l1

l
1994 1993

(In thousands)
1992

Cash Flows From 'Operating Activities:
Loss before cumulative effect ofa change in accounting principle

" 'djustments for rion-cash items'from operating activities:
Depreciation and amortization
Deferred income taxes and investment tax credit, net "...-.......
Debt costs

;;„„Otheroperating, activities,
"Change in:

Accounts receivable
.=,. Inventories„,

I'repayments 'and 'other
Long-term contract receivable
Obligations subject to compromise
Accounts payable .

Net overcollection of fuel revenues
Revenues subject to refund
Other current liabilities
Deferred charges and credits .

Net cash provided by operating activities

(28,153)

67,189
(17,990)

» „(5,429)

..,,,„285
268

(1,056)
(1,183)
42,943

(14,017)
23 333
11

475',897

8 867
88 429

0, (41,855)

66,901
(24,077)

(1,787)

„-,,(2,756)

$ (28,180)

69,219
4 (4,008)

13,264
(1,784)

,,(1,582)
1,983, .;,, 6,0,90
1,316 5,815

(2,371) (2,850)
55,214 103,023

(3,152)
16 637
77 204

14,709
4 402

217 872

10,912 26,119
239 13,635

II I
4 ll I

Cash Flows From Investing Activities:
Additions to utilityplant
Other investing activities

Net cash used for investing activities

Cash Flows From Financing Activities:
Redemption of long-term obligations
Other financing activities

Net cash used for financing activities

Net increase in cash and temporary investments
Cash and temporary investments atbeginning ofyear .

Cash and temporary investments at end ofyear

Supplemental Disclosures ofCash Flow Information:
Cash paid during the year for:

Income taxes .

Interest ..........................
Reorganization items:

Cash interest received on accumulated cash resulting from
Bankruptcy case

Cash paid for professional fees and other .

(60,113)
137

~59 976)

(955)

9!15)

27,498
181 086

~208 584

$ 4,700
92,474

6,802
26,406

(58,215)
409

~57 806)

(867)
20~847)

18,551
162 535

~181 086

$ 17,064
64,712

6,107
28,531

(60,570)

~80 570)

(788)
30

156,544
5 991

162 535

32,498

3,343
11,759

See accompanying notes to financial statements.
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NOTES TO FIN'ANCIALSTATEMENTS

A. Bankruptcy and Going Concern Pr'esentation

On January 8, 1992 ("Petition Date" ) El Paso Electric Company (the "Company" ) filed a
voluntary petition for reorganization under Chapter 1'1 of the United States Bankruptcy Code
("Bankruptcy Code" ) in the United States Bankruptcy Court for the Western District ofTexas, Austin
Division (the "Bankruptcy Court"). TheIfiling followed an attempt by the Company during 1991 to
negotiat'e a restructuring of its obligations with its credito'rs, culminating with the draws in late" 1991
on letters ofcredit related to the Company's sales and leasebacks ofportions of its interest. in the Palo
Verde Nuclear Generating Station ("Palo Verde" ). Since the Petition Dat'e", 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 liinitation',
transactions outside of the ordinary'ourse ofbusiness, are subject to the app'roval 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'f Reorganization, as corrected through
December 6, 1993 (the "Plan"). The effectiveness of the Plan is subject to satisfying certain-conditions,
discussed below. I p

„p p

As ofJanuary 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 willbe 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 ofestimated liabilities subject to compromise).

ll

The discussions and description'f Company events and the analysis'of their potdntial 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'he Bankruptcy Court, but has not
become effective, willalter, compromise or modify the existing financial and regulatory structures ifit
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 ip jeopardy'. Accordingly, the
Plan may not become effective. See "CSW Positions with Respect to thiI Merger," below, Ifthe Plan
does not become'effective, another plan of reorganization also would Ialter,'ompromise or modify
existing financial and regulatory structures. See "Alternatives for the Company if the Plan ahd
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 e'ventual resolution of the case
commence'd January 8, 1992 by the Company in the Bankruptcy Court as Case No. 92-10148-FM
("Bankruptcy Case" ).

p

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 ether 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 legislat'ures such as the New Mexico legislature
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also have indicated they are considering retail wheeling policies that could result, in increases in
competition.

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 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 fullydescribed 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 ofa 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 ofthese uncertainties.

The Plan and Proposed Merger

Background

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„utilityholding company under the Public UtilityHolding
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 ofall. 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
ofCSW. 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 ofdebt and equity securities, is set forth in "Treatment ofClaims Under the
Plan," beloved,

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.

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 ofwaiting 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.

'K N

-, 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 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 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 willbe 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.

V, *

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 AirForce 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, willpreclude, 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 obligatipn to close the transaction on either a favorable
resolution of the Las Cruces situation or a determination of the significance, ifany, 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 i

Company has reiterated the views expressed in its September16, 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. IfCSW attempts to terminate the

Merger'greementwithout proper justification or if CSW otherwise breaches the Merger Agreem'ent,
litigation could ensue. The Merger Agreement provides for specific performance as a reme'dy, and
other damages may be payable in the'event ofa breach of the Merger Agreement

Termination of the Merger Agreement
'I

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

h

The Merger Agreement also states that CSW may terminate the Merger Agreement by written
notice to the Company's Board ofDirectors if:

l'

(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 ofCSW;

/ I

(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

I

(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 ifany of"
the followingevents occur: 'I

(i) there is 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;

(iii) CSW withdraws or modifies in a mariner adverse to the Company its recommendation or
approval of the Plan, the Merger Agreement'or the Merger; 'p

il

(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 ofcertain
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'equestis 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 ofa representation, warranty, covenant or agreement by one party that has not been
remedied within ten days after receipt ofwritten notice from the other party.

II

Alternatives for the Company ifthe Plan and Merger Fail

Ifthe 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 Falo 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 ofa 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 any such alternate plan of
reorganization were effective.

Although the Company believes it is unlikely, ifthe 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 Flan 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 willgrant 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 'I'exas 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

65



EL PASO ELECTRIC COMPANY

(DEBTOR IN POSSESSION AS OF JANUARY8, 1992)

NOTES TO FINANCIALSTATEMENTS

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 aro in the public interest.
(See Note C.)

. NeioMexico 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 II
transaction (which generally relate to certain investments or transactions with affiliates) or, ifa 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
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, ifthe 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 willoccur 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 willbe included in separate applications
which the Company anticipates willbe filed in April 1995. II

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
1998to2002.

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
FERC orders with respect to mergers involving electric utilitycompanies willmeet the requirements
of the Merger Agreement. No assurance can be given that the FERC willgrant the required approvals
under the Federal Power Act ('FPA"), when such approvals might be granted, or the terms and
conditions that may be imposed, ifconditional approval is granted.

SEC.", As a registered public utilityholding 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 SLC has determined that integration may be effected by
means of transmission rights on unaAiliated 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 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 filea notice ofsuccession 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 ('«'C") and United States Department ofJustice ("DOJ") pursuant to the HSR Act. The
applicable waiting period followingsuch filingmust 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 filoa notice pursuant to the HSR Act at the appropriate time.

Treatment ofPalo Verde

Major aspects of the Plan include (i) the rejection of the Company's leases relating to Palo Verde
(the "Palo Verde I.eases" ), 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 $700million would be the allowed claim of holders'f- lease
obligation bonds (which bonds are not reflected in the Company's financial statements) related to the
Palo Verde I.eases 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 Participation Agreement and related agreements.,(See Notes B
and E.)

P

The treatment ofPalo Verde under the Plan constitutes a comprehensive resolution ofall 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, ifany, payable for such rejection. Ifthe 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.

K

Treatment ofClaims Under the Plan

The Plan generally provides for creditors and interest holders to receive shares of CSW common
stock, cash and/or securities ofReorganized 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 ofReorganized EPE. -Unsecured creditors would receive a combination ofdebt securities of
Reorganized E'PE 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 ofPalo Verde lease obligation borids 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 E'PH preferred stock having a value in the amount of $68 million in the aggregate for
their allowed interests:

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 F<und is a tracking mechanism and not an actual escrow or
other repository for funds; no shares ofCSW common stock or cash are placed in the Fund.

m

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 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 c'ertain 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 4SW. 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 ofCSW 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 thereafter 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 Bankruptcy Court. The payments were negotiated as part of the process to achieve
approval of the Plan.and are intended to compensate certain holders ofclaims and int'crests 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 ofcreditors and interest holders. The amounts paid under (i) and (ii) are calculated at
variable rates, primarilyat 90-Day LIBORplus 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 millionand $ 15.5 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 millionand
$ 10.2 millionfor 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'pproximately
$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 ofcreditors 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 millionwould be offset against lease expense accruals which the Company has been recording on
a regular basis; approximately $8.3 millionwould be expensed as interest expense and approximately
$ 1.5 millionwould be expensed as reorganization items. These amounts are based upon current levels
of interest rates and are in addition to the monthly payments ofapproximately $5.4 millionon 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 ifthe Plan willbecome effective.

B. Sale and Leaseback Transactions and Letters ofCredit 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 approximately 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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* lhr'elated operating costs of the leased-baqk 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 in January 2017.'ll of the Palo Verde Leases contain certain renewal options and provide

fo''epurchaseoptions, at fair market value, at the termination of the lease. See ¹te A for a'discussion of
the treatment of the Palo Verde Leases urider the Plan.

The aggregate consideration received by the Company in the sale/leaseback tr'ansactions'as
$934.4 million ($684.4 million in 1986 and $250 million in 1987). Nine of the ten transactions are
accounted for as operatirig 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 ofthe assets sold by $ 194 million,which'amount has been deferred and is being ainortized into
income, as a reduction to lease expense, over the p'rimary terins of th'e leases.'

All of the Palo Ver'de Leases and 'related docume'nts provid'e that 'upon'he occurrence" of
specified event's of loss or deemed loss events,'s d'efined, the Company is obligated to pay the related
e'quity investor''an amount'in cash (secured by'letters ofc'r'edit) which m'ay exceed'the equity, investor's
unrecovered equity'nvestment. The Palo Verde Leases'also contain 'provisions related-to thb
indemnification of the lessors in'certain circu'mstances 'against "certain 'losses, i'ncluding the loss of
certain tax benefit's', resulting from specifi'ed events.

/

The letters ofcredit 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
restruct'uring which 'would hive provided, a'mong other'things,'for "the issuance of required
repl'acement letter's of'credit by December '1, 1991, the earliest date'required pursuant to the leases.
However,'he Comp'a'ny'failed to provide 'the r'eplacement'etters of credit by'uch date. 'n
December 26 and 27, 1991, beneficiaries holding the letters of credit issued on the accou'nt of the
Company in connection with the Unit 2 sales an'd leas'ebacks drew'and were paid'the full available
amount'of such letters ofcredit ofapproximately'$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
c'redit issued in connection with the Unit 3 sale and lea'seback transactions also "dr'ew and were paid
the fullavailable amount ofs'uch letters ofcredit ofapproximately $80.4 million.'"

"As'a co'ns'equence of the letter's ofcredit draws, the Company incurred direct obligations"totaling
approximately $ 288.4 million to the banks issuing'hese'letters of c'redit. "The obligations 'are
unsecured prepetition claims of the banks (see Notes A and H). The b~nks ar'e precluded from (aking
any action to coBect'their claim 'against the Company outside 'of 'the'Bankr'uptcy Case and the
Company is presently precluded from paying the amount as a result of the bankruptcy filing. The
Co'mpany 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'eases,which ordinarily would entitle the lessors to various remedies pursuant to the terms of the
applicable agreements, including, rescission'r termin'ation of the'leases and liquidated damages. "As
a res'ult of the bankruptcy filing, however," the fessors 'are stayed froin exercising any remedies under
the Palo'Verde Leases except through'h'e Bankruptcy Case. In connection with the Bhnkruptcy Case,
the lessors and the holders of bonds issued'to finance the'essors'urchase of the int'crests" in
Palo Verde have filed proofs of claims tha't collectiv'ely'assert damages of'approxiina'tely
$742.7 million.

P;

On September 9, 1992, the Company filed an adversary proceeding against the lessors and the
indenture'trustees of the I'ease obligation bonds seeking to resolve is'su'es related to the Palo'erde
Leases. The"defendants in the adversary proceeding h'a've asserted other claim's'gainst the Company.
As discussed in Note A, the'Plan contemplates that the assets subjec't to the'Palo'erde Leases would
be reacquired by the Company. In addition;"if the Plan becomes effectivethe adversary proceeding

4
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would bo 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):

tl

Year Ending,
December 31

1995
1996
1997
1998
1999
Thereafter

$ 82,767
82,767
82,767
82,757
82,757

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.

J

C. Rate Matters H

Overview

Effect ofBankruptcy 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 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 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 NewMexico
Commission, the Texas Office of Public UtilityCounsel ("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 r'elitigating the reasonableness of the'urchase price'offered
by CSW. See "Texas Rate Matters —Bankruptcy 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 discussed above.

8 I

Pursuant to orders entered by the Bankruptcy Court, the automatic stay imposed by the
Bankruptcy Code, ifand to the extent applicab]e, has Peen lifted with respect to all pending appeals of
regulatory decisions of the Texas Commission. Accordingly, such appeals 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 nouo
appellate jurisdiction to review municipal orders and ordinances regarding rates and services,'nd 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 utilityassets and mergers and consolidations of regulated utilitycompanies to determine
ifthose 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'itwill
unreasonably affect rates or service.

New Mexico. The New Mexico Commission has jurisdiction over the Company's rates and
services in New Me'xico. The New Mexico Commission must grant prior approval of the issuanco,
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 II
transactions (as defined by the New Mexico Public UtilityAct); abandonment of facilities and the
certification and decertification of utilityplant. 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 ofsecurities. 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 ofelectric utilities.

k

NRC, Palo Verde is subject to the jurisdiction of the NRC, which has authority to issue permits
and licenses, to regulate riuclear facilities in order to protect the health and safety of the public from
radiation hazards and to conduct environmental reviews pursuant to the National.Envii;onmental
Policy Act. (See Note E.)

Accounting for the Effects ofRegulation. Prior to December 31, 1991, the financial statements of
the Company were prepared pursuant to the provisions of Financial Accounting Standards Board
("FASH") Statement of Financial Accounting Standards ("SFAS") No. 71, "Accounting for the Effects
ofCertain Types ofRegulation," 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 refiecting the economic effects of regulation continued to be met as a result of
continuing cash fiow 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 refiect the economic effects of regulation in its general purpose financial statements.
'I'herefore, 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 millionextraordinary
charge to results of operations for the year ended December 31, 1991. This amount, included
approximately $200 millionofoperating e'xpenses 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 ofcredit draws amounting to $288.4 millionas an asset and has not
recorded any new assets reflecting the economic effects of regulation since 1991 in its general purpose
financial statements. 8

P'lthoughthe outcome of the reorganization process cannot presently be determined, the
Company believes that the pates 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 willmeet 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 willdepend 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 ifa rate-regulated enterprise initially fails to
meet the regulatory, asset recognition requirements ofSFAS No. 71, but meets those requirements in a
subsequent, period, then regulatory assets should be recognized in the, period the requirements ale
met; Although the Emerging Issues Task Force's consensus, applied to rate-regulated enterprises
currently meeting the requirements of SEAS 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
I

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. ofDocket 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'945.

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").

As part of the Texas Merger Application and as a basis ofsettlement, 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 limitthe 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'mount 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 t'o'date.

During the preliminary stages ofDocket 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 agreecl that, ifat 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 o'rder in Docket 12700 pending the receipt'of notiflcatiori
from CSW of the receipt or waiver ofsuch other regulatory orders'from other governmental bodies and
(ii) remand the proceeding to its hearingsdivision for the limited purpose of receivingsuch notice from
CSW and considering the c'omments ofall parties regarding the effect, ifany, of the order's from other
governmental bodies on the Interim Order issued by the Texas Commission.

1

Docket 12700 proceeded to hearing, and on January 3, 1995, a Proposal for Interim Decision was
issued. The'I'exas Commission considered the Proposal for Interim Deci'sion 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 I"iling. 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 Co'mmission reserved his option to reconsider his vote on certain issues after
receipt of motions for reconsideration from the parties to Docket 12700. The signiflcant issues on
which the Chairman specifically reserved his option included the following and are described more
particularly below: (i) the conditional nature of l,he 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, ifso, 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 willhold a hearing on the motions (or reconsideration, and that a Second Interim Order
willbe 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 willact on the merger-relate'd filings before them, the Company
cannot predict when any order of the Texas Commission in Dbcket 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.

I

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 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 section 63 of the Public Utility
Regulatory Act. The Texas Commission, however, issued a finding offact 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 Notes E and 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 Interjm Order also concludes that synergy cost savings
willaccrue 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
I.eases, 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 millionacquisition 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 millionacquisition
adjustment does not provide QSW with the economic equivalence of CSW's primary request that it
retain the tax benefits of the lease rejection damages.

k

Texas Rate Filing. The total amount of the Company's requested cash base rate increase,
exclusive offuel, 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 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 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 ifthe Plan does not become effective.

t

By ordinance signed on June 22, 1994," the El Ppso City Council denied the Company's requested

rate increase and adopted a recommendation from tlie City of El Paso's Public UtilityRegulation
Hoard that base rates for residents in the City of El Paso be reduced by $ 15,7 million annually., The

Company appealed this order,'o 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 millionannually, under bond and subject to refund depending on the outcome of the rate case, for
its Texas jurisdictional customers. The Company deposited approximat'ely $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 aggregating approximately $ 11.5 millionas'of Decembor'31, 1994.

t

In the Interim Order issued March 3, 1995, the Texas Commission approved a total annual
increase in Texas base revenues ofapproximately $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
approximately $25 millionwillremain in place.

With respect to the rate treatment of Unit 3, the Texas Commission 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 ofapproximately $12 million. Those deferred costs and the depreciation disallowance are
subject, however, to reconsideration pursuant to the Interim Order. See "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 ofDecember 31, 1994.

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 ofany 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 ofdeferred amounts associated with the Rate Moderation Plan after February 1993 will
have no effect on the Company's general purpose financial statements.

Texas Fuel Fi1ing. As a result of the fuel reconciliation and treatment ofother fuel-related items,
the Company proposed in the Texas Fuel F<iling 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 I<'iling 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 fr'om 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 millio'n. 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.

t'<or

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 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 ofTexas 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 ref'und 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 to the motions are due April3, 1995. The Texas Commission willbe required
to act on the motions by April18, 1995, or the motions willbe 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, 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 filinga 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 ifso 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 fulland 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 Bankruptcy Court. On December 29, 1994, the Bankruptcy Court issued an order

denying motions to dismiss filed by the City of E<1 Paso, the New Mexicp Co'mmission, the Texas

Commission and OPC. In a memorandum opinion accompanying,its order, the Bankruptcy'ourt
stated that, to the extent the ratemaking authorities (the City of Hl 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 ifthey 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

77



EL PASO ELECTRIC COMPANY

(DEBTOR IN POSSESSION AS OF JANUARY8, 1992)

NOTES TO FINANCIALSTATEMENTS

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 I.as 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 millionof 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'xpenses related to Unit 3.
Recovery of Lhese costs has be'en held in abeyance to be included subsequently in Texas rates over a
scheduled period of time. See "Texas Rate F<iling"and "Deferred Accounting Cased."

With respect to the rate treatment, of Unit 3, the Texas'Commission disallowed approximately
$ 32 millionof 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.
IIowever, 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'equires
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. See
"Texas Rate Filing."

E

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 CourL The City of El Paso and Lwo
intervenors also appealed certain other issues. On October 27, 1993,'he 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 treatmenL 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 determinaLion 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
CourL 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.

lfecouery of Fuel Expenses. The Company's prior reconciliation of fuol 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 ofcertain 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
Lhe decision of the Texas District CourL. On February 2, 1994, the Texas Supreme Court denied the
applications for writoferror filed by the City ofEl 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 oforders authorizing Lhe 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 Lo include in rate base and,amortize into rates Lhe deferred costs associated
with Units 1 and 2 (approximately 40 years for ratemaking purposes). s

'he

Company's first order allowing the recovery of accounting deferrals (in Docket, 7460
regarding Units1 and 2) has been finally resolved by the Texas Supreme Court,. On June 22, 1994, the
Texas Supreme Court reversed Lhe 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
coals in rate base in Cit of 8( Paso v. Public Utilit Commission 889 SW.2d 179 (Tex.(994) ("C~it v.
PUC'I"'). On October 6, 1994, the Texas Supreme Court overruled motions for rehearing of Lhe

matters. As a result of the Texas Supreme Court's ruling, the Company expects to be able Lo continue
Lo 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 Lhe 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
ofTexas appealed this order to the Texas District Court. The City of El Paso, however, dismissed its
appeal. The State of Texas'ppeal"remains pending, with a hearing expected in June of 1995.

Subsequent to the filingof 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 Supremo 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

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 initiallyrequested 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 cas'e. See "Docket 9945." Consequently, the
Company once again requested recovery of the Palo Verde Unit 3 deferrals in rates in Docket 12700.

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 th'e deferral period. The,, Texas Coinmission 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

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'ecessaryto 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'0, 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 ofAppeals, 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 Texa's 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 ofEl Paso's appeal ofsuch 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 forPalo 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 ifits three'-year rollingaverage 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. Ifthe 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 Commission included in ordering a refund in Docket 13966. See "Texas Fuel Filing." .
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t

In June 1994, the Company filed its annual performanco report with the Texas Commission for
Unifs 1 and 2. In February 1995, the Company file'd 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,
includirig planned outages and a provision for unplanned outages, and the three-year rolling average
for capacity measurement, current projections are that Unit 2 willincur 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..

4

t" I

Ratemaking Treatment ofFederal Income Taxes. In a 1987 case; Public Utilit .Commission of
Texas v. IIouston Li htin & 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. Tho Court ofAppeals has applied the Texas Supreme Court decision to several
other utilities, most notably Public Utilit Commission, ofTexas v. GTE-Southwest 833 S.W.2d 153
(Tex::App. - Austin 1992, writ granted)~ The Texas Supreme Court heard oral argument in the GTH-
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 Commission historically granted rates that
included an income t'ax 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 'I'exas Rate Filing. In its Interim Order, the Texas
Commission has applied a form ofthe actual taxes methodology. See "Texas Rate Filing.",,

i

.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 Coinpany's rates. As a result, any remand of Dockets 8363 or 9945 to the Texas
Commission could include a reconsideration of the respe'ctive federal incomo 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 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 uncer4iin at this time because the ultimate outcome of the
pending appeals is unknown, and the Company cannot predict the resu) t ofany remand.

New Mexico Bate Matters

'ale Moderalion 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 ofCommon 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 ifthe 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
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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
Unit3, 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 Unit3 through off-system sales in the economy energy market. For several years, market prices for
economy en'orgy 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 willrise 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.

It

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 ifits 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 ofNew 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.

tl

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 willbe 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 ofservice 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 millionfor the New Mexico service territory ifthe letter ofcredit 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. Ifthe Merger becomes effective, CSW has agreed to freeze base rates at current levels for the
New Mexico jurisdiction followingthe Effective Date.

FERC Regulatory Matters
I

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 Cotnpany 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 MWoffirmcapacity to IID throughhpril 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 fullythe 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 seek
increases in the sales price ifsufficient 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 of75 MW through 2002, subject to provisions in the
agreement that. allow a reduction to a minimum of25 MW in the amount ofdemand 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. P

i

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 Cl<'E'o provide capacity and associated energy to
CPE'ver

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 willbe 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
MinistryofProgramming and Budgeting ofMexico for each calendar year. Pricing for the power sales

includes an escalating capacity charge and recovery ofenergy costs at system-average costs plus third
party energy charges. The agreement provides for payments to be made by CP<E in United States
dollars.

II

D. Summary ofSignificant 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 SPAS 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 ofApplication ofSFAS 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
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 eKects
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.

UtilityPlant. 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 willamortize the undepreciated cost ofdepreciable 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 ofrenewals and betterments. Gains or losses resulting from
retirements or other dispositions ofoperating property in the normal course ofbusiness 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 decom'missioning 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 amortizod 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 ofone cent on each kilowatthour generated.

Capitalized Interest. As a result of discontinuation of the application of SFAS No. 71, the
Company discontinued accruing AFUDC in 1992. ln place of AFUDC, the Company capitalizes to
construction work in progress ("CWIP") and nuclear fuel in process interest cost calculated in
accordance with SFAS No. 34, "Capitalization ofInterest Cost," and SOP 90-7.

Cash and Cash Equivalents. Alltemporary cash investments with an original maturity of three
months or less are considered cash equivalents.

'I

1nueslmenls. 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 SF<AS No. 115 with the difference between cost and market value shown as a.

separate component ofcapitalization. The adoption ofSFAS No. 115 resulted in a net unrealized gain
of$ 308,000, net of income taxes of $ 1.66,000, at January 1, 1994 and a net unrealized loss of $350,000,
net of income tax benefits of $ 189,000, at December 31, 1994.

Inuentories. Inventories, primarily parts, materials and supplies, are stated at average cost.

Operating Reuenues. Operating revenues are'ccrued for sales of electricity subsequent to
monthly billingcycle dates but'prior to the end of the accounting month.

Fuel Cost Adjustment Prouisions. 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 taritI's currently
applicable to certain FEI(C 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 Inuestment Tax Credits. Effective January 1, 1993, the Company
began accounting for federal income taxes under Sl< AS No. 109, "Accounting for Income Taxes," which
requires the asset and liabilitymethod 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 willnot 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. 1,1 ("APB Opinion No„l1"), 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 ofSFAS No. 109 in 1993 by a $96 millioncharge to results ofoperations.

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

Benefit Plans. See Note L for accounting policies regarding the Company's retirement plans
and postretirement benefits; I

Reclassifications. Certain amounts in the financial statements for 1993 and 1992 have been

reclassified to conform with the 1994 presentation.
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E. Palo Verde and Other Jointly Owned UtilityPlant

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 Agr'cement. Other jointlyowned utilityplant 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 jointlyowned utilityplant, excluding fuel, is as follows:

Electric Plant Accumulated Construction Work

(In thousands) .

December 31, 1994:
Palo Verde Station
Other

I f

$ 940,279
135,178

(131,737)
(54,307)

$ 12,121
1,050

December 31, 1993:
Palo Verde Station
Other

$ 928,351
133,561

$ (112,296)
(49,628)

$ 19,881
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 jointlyowned plant is included in the corresponding operating
expense captions'on the statement ofoperations. I

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 degra'dation is uncommon in
the nuclear industry. The units also have experienced a more common type of tube cracking. 'I'he 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.

The corrective actions have included changes in operational procedures designed to lower the
operating temperatures of the units, chemical cleaning 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
fullpower 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, Unit2 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 occur'red 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 willslow the rate ofplugging to an acceptable level. APS also has stated that itcurrently
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believes that the Palo Verde steam generators are capable of operating for their designed life offorty
years, although, at some point in the future, long-term economic considerations may make steam
generator replacement a desirable option.

Iia6ilityand Insurance Matters. The Palo Verde Participants have insurance for public liability
payments resulting from nuclear energy hazards to the, full limitof liabilityunder federal law. This
potential liability.is covered by primary liabilityinsurance provided by commercial insuranco carriers
in the amount of $200 millionand the balance by, an industry-wide retrospective assessment program.
The maximum assessment per reactor under the rotrospective rating program for each. nuclear
incident is approximately $79.2 million, subject to an annual, limitof $ 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.

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 ofany increased cost, ofgeneration or purchased
power resulting from the accidental outage ofany of the three units ifthe outage exceeds 21 weeks.

Decommissioning. The Company's depreciation expense includes approximately $7.5 million,
$7.5 million and, $5.2million 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 yearp) for ]he portion ofjts 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.

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. Tile 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 willoccur 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 ofa portion ofamounts 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. E<arnings on
the trusts'unds ofapproximately $ 1.0 million, $ 0.6 million and $ 0.5 million in 1994, "1993 and 1992,
respectively, are reflected on the statementq of operations as intere'st income, The 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 F<F<RC 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

87



EL PASO ELECTRIC COMPANY

(DEBTOR IN POSSESSION AS OF JANUARY8, 1992)

NOTES TO FINANCIALSTATEMENTS

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 to filing the bankruptcy petition, over the term of the related
leases for the leased portion of Palo Verde. Subsequent to the filingof 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 ofPalo Verde sold and leased back. Ifthis occurs, the Company anticipates it would accrue
for and fund all portions of the Palo Verde decommissioning costs over the operating license terms.
This funding method has bedn incorporated in the rate request in the Company's rate filingcurrently
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 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 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. Ifthe
FASB were to require such a change in 1995, the Company would be required to record an additional
liabilityof approximately $ 182.5 million based on the current cost estimates discussed above. At the
present time, the Company cannot predict the eflects on the financial condition or results ofoperations
ifitwere 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 ifa participant fails to meet its payment obligations, each non-defaulting participant
shall pay its proportionate share of the payments owed by the defaulting 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 willdepend on the terms of the Plan that becomes
effective in the Company's Bankruptcy Case as well as applicable provisions ofstate 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 ofretained 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 employee stock
compensation plan under which shares ofCompany 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
Hoard 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
19rlce

Number
ofShares

August 23, 1989
January 24, 1990
March 27, 1990
May21,1990 .

November 19, 1990
May 18, 1992 .

November 17, 1992
September 14, 1994

Total options outstanding

Total options exercisable at December 31, 1994 ..

$ 8.875
8.625
8.375
7.250
3.875
3.000
2.500
1.375

184,300
100,000
145,800

50,000
704,725
397,706
572,100
840 394

2 995 025

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 fullyear 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
Bankruptcy Case. Allother options granted were exercisable immediately. Alloptions 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 Hoard. During 1992 through 1994, there were no opt,ions 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 ofCSW.

v
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Changes in common stock are as follows:

Sha3'cs
Common Stock

Amount

Balance December 31,
1991'ssuancesofCommon Stock:

.1992
1993
1994

Balance December.31, 1994
h

Shares of common stock reserved for
were 3,116,680 at December 31,'1994.

gn thousands)

"'5,525,461 $ 339,047

9,502, „, 31
9,367 19

35 544 330 ~339 097

issuance under the above described stock benefit'plans

P

Directors'Stock Compensation Plan. In 1991, the Board of Directors approved a
Directors'tock'ompensation

Plan, which was submitted to and approved by the shareholders of the Company at tho
Annual Meeting hold May 20, '1991, subject to regulatory approval. Howover, 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 t,he
current time. A total of300,000 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 willbe resumed, ifever, but such payments are precluded by the
Bankruptcy Code during the Company's Bankruptcy 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 required. Because of the bankruptcy
filing, the Company, beginning with the first quarter of 1992, ceased accruing any dividends on
preferred stock and eliminated the deduction of preferred stock dividend requirements from the
determination ofnet loss and net loss per weighted average share ofcommon stock outstanding insofar
as the preferred stock is subordinate to unsecured obligations.

Under the Company's articles of incorporation, as ofJuly 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 be'cause 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 olect 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.

\

Following is a summary ofcumulative per share dividends in arrears and cumulative dividends
in arrears of issued and o'utstanding preferred stock, as of December 31, 1994, calculated according to
the terms of the preferred stock:

Preferred Stock, Redemption Required:

$ 10.75 Dividend
$ 8.44 Dividend
$ 8.95 Dividend
$ 10.125 Dividend
$ 11.375 Dividend

Preferred Stock, Redemption not Required:
I

$ 4.50 Dividend
$ 4.12 Dividend
$ 4.72 Dividend
$ 4.56 Dividend
$ 8.24 Dividend

Cumulative
Per Sharc
Dividends
in Arrears

$ 37.63
29.54
31.33
35 44
39.81

$ 15.75
14.42
16.52
15.96
28.84

Cumulativo
Dividends
in Arrears

gn thousands)

$ 1,957
2,883
2,820 .,

3,644
11 943

~23 147

$ 236
216
330
638

1 513
2 F33

Preferred Stoclt, Redemption Required. Following is a summary of issued and outstanding
proferred stock, redemption required:

$ 10.75 Dividend ..........
$ 8.44 Dividend ...,......
$ 8.95 Dividend ..........
$ 10.126 Dividend ..........
$ lL375 Diyidend ......., ..

Accrued dividends in
arrears

Shares

52,000
97,600
90,000,

100,000
300 000
639 600

Amount
(ln thousands)

$ 5,200
9,760
9,000

10,000
. 30 000

63,960

3 306
~67 266

Optional
Redemption

Price Per
Share at

Deccmhor 31,
1994

$ 102.50
102.11
102,24
100.00
100.00

Each series of preferred stock, redemption required, is entitled to the benefits of its respective

annual sinking fund which requires redemptions of a specified number of shares or a percentage of
outstanding shares. The sinking fund redemption pri'ce 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.



EI. PASO ELECTRIC COMPANY

(DEBTOR IN POSSESSION AS OF JANUARY8, 1992)

NOTES TO FINANCIALSTATEMENTS

Sinking fund requirements for each of the above series are cumulative and, in the event they
are not satisfied at, any redemption date, the Company is restricted from paying any dividends on its
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,
October.l, 1992, October 1, 1993 and October 1, 1994 on the Company's $ 8.95 Dividend Preforred
Stock; (ii) $ 600,000 (6,000shar'es at $ 100 per sharc) 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 ofJuly,l, 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 ofJuly 1, 1992
and July 1, 1993 on the Company's $ 10.126 Dividend Preferred Stock. At December 31, 1994 the total
arrearage ofmandatory sinking fund payments is $ 46.6 million.

The aggregate contractual amounts of the above preferred stock required to be redeemed for
each of the next five years are $ 1.75 millionper year.

4

Preferred Stock, Redemptiori not Required. 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:

$4.50 Dividend
$4.12 Dividend
$4.72 Dividend
$4.56 Dividend
$8.24 Dividend

Shares

,. 15,000
16,000
20,000
40,000
52 450

142 450

Amount
(In thousands)

$ 1,534
1,506
2,001
4,000
5 15'1

14 198

Optional
Redemption

Price Per
Share

$ 109.00
103.98
104.00
100'.00
101.34

H. Obligations Subject to Compromise

Under the Bankruptcy 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). Addit,ional 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 determination by the
l3ankruptcy 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 Bankruptcy Court. in the December 31, 1994 and 1993 balance sheets as
"Obligations Subject to Compromise," which'mounts could differ substantially from the settled
amounts. For a description of the treatment ofclaims under the Plan, see Note A.

The expiration date for filingcreditors'laims against the Company with the 13ankruptcy Court
was June 15, 1992. As of December 31, 1994, unresolved claims approximate $ 5.0 billion, reflected by
approximately 350 proofs ofclaim on filowith the 13ankruptcy Court. There also are approximately 50
proofs ofclaims that do not specify an amount. The Company continues the process of reviewing each
proof ofclaim to reconcile the claimed amount with the.Company's books and records and believes the
outstanding claimed amounts are grossly overstated primarily 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 Bankruptcy 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 willremain so until a plan of reorganization becomes effective pursuant to the Bankruptcy
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 Bankruptcy Code,

however, such creditors generally are prevented from taking 'any action to collecL such amounts or
pursue any romedies against the Company other than through the Bankruptcy Cise. The terms and

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

In accordance with SOP 90-7, through the Confirmation Date, the Comp'any 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 Bankruptcy Court has issued various orders authorizing paymenL
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 period ofJuly 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 ofpollution
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 ofthe stay as of the Petition Date. Contractual obligations of the

Company's debt'iigreements required principal payments in 1994, 1993 and 1992 of approximately

$29.9 million, $26.1 million and $69.7 million, respectively, of which approxim'ately $ 1.0 million,
$0.9million and $0.8 million were paid during the same respective periods. 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 millionand $ 10.2 millionwere accrued in 1994 and 1993, respectively, and recorded as interest
expense.

Future contractual minimum annual principal requirements on secured and unsecured debL at,

December 31, 1994 are as follows (In thousands):

1995
1996
1997
1998
1999

$ 41,471
37,340
36,316
50,580
52,550

As of December 31, 1994, approximately $ 123.,0 million remained due on contractual minimum

annual principal reducLion 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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The followingis a summary ofobligations subject to compromise:
December 31

Secured Debt:
First Mortgage Bonds (1):

4 5/8% Series, issued 1962, due 1992
6 3/4% Series, issued 1968, due 1998
7 3/4% Series, issued 1971, due 2001

9% Series, issued 1974, due 2004
10 1/2% Series, issued 1975, due 2005

8 1/2% Series, issued 1977, due 2007
9.95% Series, issued 1979, due 2004

13 1/4% Series, issued 1984, due 1994
11.10% Series, issued 1990, due 2001

Second Mortgage Bonds (2):
11.58% Series, issued 1990, due 1997
12.63% Series, issued 1990, due 2005
12.02% Series, issued 1991, due 1999

Revolving credit facilitysecured by, First and Second
Mortgage Bonds, due 1992 (3)

Pollution Control Bonds (4):
Secured by Second Mortgage Bonds:

Variable rate bonds, due 2014, net of$ 1,781,000
on deposit with trustee .

Variable rate bonds, redeemed July 1, 1994, net of
$ 1,740,000 on deposit with trustee

Variable rate refunding bonds, due 2014
Variable rate refunding bonds, due 2015

1994 1993
(In thousands)

$ 10,385
24,800
15,838
20,000
16,000
25,000
17,559
17,700

153 000
299 282

$ 10,385
24,800
16,838
20,000
16,000
25,000
17,659
17,700

153 000
299 282

61,719

61,760
37,100 '7,100
59 235 59 235

153 054 158 095

35,000 '6,000
'05,000 105>000

25 000 25 000
105 000 165 000

150 000 150 000

Nuclear fuel financing (6)
Accrued interest(6) .,
Other

'I'otal secured debt .

Unsecured Debt:
Notes payable to banks (7)
Pollution control bonds, variable rate, refunding bonds,

due 2013 (4)
Pollution control bonds, variable rate, refunding bonds,

redeemed November 1, 1994, net of$4;041,000 on
deposit with trustee (4)

Promissory note due 1992 (8)
Financing obligation Palo Verde Unit 2 (9) .

Accrued operating lease cost, Palo Verde
Units 2 and 3 (Note B)

Capitalized lease obligation, Copper Turbine (10) ......
Prepetition accrued interest .

Ol,her
Total unsecured debt

60,620
46,300
13 287

892 543

288,4'16

33,300

26,000
79,186

177,613
8,106
4,837 ~

28 302
644 76Q

~1537 303

60,620
45,664
14 664

893 305

288,416

31,764
25,000
79,186

137,734
9,061
4,837

26 012
GQ2 Q10

~1495 316
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(1) 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 lridenture) net additions to the Company's utilityproperty,
provided that earnings 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 to 1%, (approximately $ 1million 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 su'ch series b'y 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.

(2),, Second Mortgage Bonds

The Second Mortgage lridenture is secured by's'ubstantially all of the Company's utilityplant.
Under the Second Mortgage" Indenture the Company may issue bonds on, the basis of40% of the

value ofunfunded (as defined in the Indenture) net additions to the Company's utilityproperty,
or to the extent of the principal amount ofretired bonds.

'he

Second Mortgage'Indenture provides for sinking funds. With respect to the 11.58/o 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 to a specified dat'e. With respect to the 12.63% series, the agreement
provi'des 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.

'(3) Revolving Credit Facility

The Company currently'as a total of $ 150 million ofdebt, 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 filingof 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.

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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(4) Pollution Control Bonds
C

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.'rior 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 ofcredit 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 Bankruptcy 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 $37.9million. In May 1994, the acceleration was rescinded and
amendments'ere 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 ofthe letter ofcredit issuer. The amendments also prov'ide for more flexibilityin interest
rate features, and a letter ofcredit issuing bank repurchase option that would be effective at the
Effective Date. The Bonds were remarketed in May 1994. The letter ofcredit bank received a
total ofapproximately $37.1 millionin 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 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. The Bonds
continue to be held by the letter ofcredit issuer. The series ofPollution 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 chariges 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 ofPollution Control Bonds currently bears interest at a r'ate that is repriced weekly.

The final series ofPollution Control Bonds has been remarketed annually in November of each
year. On November 1, 1994, the outstanding bonds were redeemed and a new series ofPollution
Control Bonds were issued, with modifications similar to the other series of Pollution Control
Bonds. This series also now prov'ides for shorter interest rate periods, which eliminates the
need for annual remark'etings, 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.

n

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 Ver'de. The aggregate
investment of RGRT is reflected on the Company's books at December 31, 1994. Prior to the
filingof the Company's bankruptcy petition, the trust generally'financed nuclear fuel and all
costs in corinection 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 ofany kind are currently being made to the trust
because of the Company's Bankruptcy Case. Since the Company filed its bankruptcy petition,
the Company has not sought to finance its fuel costs from the trust,'ut 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 Case; The trust and the Company'ave 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

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 ofPalo Verde Units 2 and 3. See discussion of letters ofcredit draws at Note B.

Promissory Note

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

Financing Obligation, Palo Verde Unit2

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 thereafter
to July 2000. The effective annual interest rate implicitin 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.

t'.

Federal Income Taxes

Effective January 1, 1993, the Company adopted SFAS No. 109 and reported the cumulative
effect 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 benefits and
valuation allowances as follows:

Federal State
(In thousands)

Total

Additional net tax benefits .. w,....,.....,.,$ (153,232) $ (12,230) 5 (165,462)
Va)nal )on allowance ...: ........... 219 246 42 260 261 506
Charge to operations ...: ..'..... ~66 014 ~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:

Deferred tax assets:

Letters ofcredit draws
Gain on sale and leaseback transactions
Accrued lease expense, net ofinterim payments

(Note A)
Accumulated deferred investment tax credits

~ 'Capital leases .

Benefits of tax loss carryforwards
Investment tax credit carryforward
Alternative minimum tax credit carryforward
Other

Total gross deferred tax assets .

Less valuation allowance:
Federal
State

'otal valuation allowance
Net deferred tax assets

e

Deferred tax liabilities:

December 31
1994 1993

(In thousands)

$ 100,946
48,920

62,004
26,825
24,815
33,670
163444
18,120
80 525

$ 100,946
51,430

49,929
24,147

'4,496
33,300
28,047
15,796
71 666

(221,970)
~39 808)
~261 778

150 491

(223,897)
~42 318)
~266 215)

133 542

412 269 399 757

Plant, principally due to differences in depreciation and
basis differences

Other
Total gross deferred tax liabilities

Net accumulated deferred income taxes ......

(232,000) (234,783)
~16 597) ~22 694)
~248 597) ~257 477
~98 106) ~)23 935)
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Upon adoption of SVAS No. l09, a valuation allowance was recorded for deferred tax assets
which may not be realized, including tax carryforwards that. the Company m'ay 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'ncome

taxes as follows:

Years Ended December 31.
1994 . .„ ."1993 .1992

(In thousands) I

Income tax expense (benefit):
Federal:

, Current
Deferred
Investment tax credit amdrtization

Total .

W ll

$ 6,320 $ 15,253. $ 31
(20,304) (20,345) (1,119)

~2838) .~2841 ~2920)
~16 822) ~7933 ~4008)

l

State: Pl

Current ~ ~ ~ ~ $ — $ 3,316 $ 81

Doforrod .
" . ~364) - ~892 '24

Total .......:..................:......, ~364),, ~2424 i '06 I,

If
Pl

"'4I
W '

Tho 1994 and 1993 current federal income, expense results primarily from the payment of
alternative minimum tax ("ANT."). 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. ll arises primarily from differences
in'epreciationmethods 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'994, investment tax
credits ("ITC")ofapproximately $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 ofArizona income tax claims.
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Federal income tax provisions differ from amounts computed by'applying the statutory rate of
35% in 1994 and 1993 and 34% in 1992 to the book loss before federal income'tax as follows:

1

Tax benefit computed on loss before cumulative
effect ofa change in accounting principle at
statutory rate

(Increases) decreases in benefits due to:
Amortization ofequity funds used during

construction
ITC amortization (net ofdeferred taxes thereon

in 1994 and 1993)
Nondeductible reorganization costs
Increase in income tax rate
Other

Total federal income tax benefit

t'ffectivefederal income tax
benefit rate

Years Ended December 31
1994 1993 1 1992

(In thousands)

1,629

(1,845)
3,915

~3151)
~16 822)

(1,846)
11,745

3,403
~3809)

7 933)

(2,920)
6,889

1 338
~4008)

37 4% 15.9% 12.5%

$ (15,741) $ (17,426) ' (10,944)

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 eliminated, or the amount's that can be utilized in any year could be limited, ifcertain 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, ifany> cannot be estimated until a
reorganization plan is consummated. Ifunused, 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
AMTcredit 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 ofenactment for the effect ofan 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 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."

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
Y

Pursuant to the participaLion agreements and leases entered into in the sale/leaseback
transactions, ifthe lessors incur additional tax liabilityor 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'wed

pursuant to the part,icipation 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 Lax matters generally
would continue in effect followingthe Effective Date. (See Note A.)

Arizona 'I'ransaclion Pri ui lege ("Sales" ) Z'ax Indemni fication. The Arizona Department ofRevenue
("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

'I"ebruary 22, 1993, the ADR filed Notices ofJeopardy 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 CounLy Recorder's Office and with the Secretary of State of
Arizona against the lessors'nteresLs 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 Taxlndemni/ication. 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 t,o

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'osition, the Company cannot predict
the outcome of the matter or the Company's liabilityfor any resulting claim for indemnification. The
Company has made no provision in the accompanying financial statements related to this matter.

l,

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 obligat,ions
arising from environmental matters on an ongoing basis and believes ithas made, adequate provision in
its financial statements to meet such obligations.

Clean AirAcl. The Clean Air Act, Amendments'of 1990 (the "Clean Air Act") established new
rogulatory 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 AirAct willaffect 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 operating permits. In addition, pro'visions
addressing mobile sources of pollutants and hazardous air pollutants may have a lesser impact on the
Company's operations. it

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 willmake modifications 4 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 ofthe plan. eI

Rio Grande Poiiier Station. The Company notified the NewMexico Environment Depar'tment
("NMED")of a spill of approximately 510 barrels of fuel oil which occurred at the Rio Grande Power
Station in August1986. The remedial action plan has been approved, and remediation is progres'sing.
Clean-up costs are currently estimated to be less than $600,000 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 willbe assessed. The NMED has filed a proof ofclaim in the Bankruptcy Case refiecting 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.

Co/-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 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 ofTexas, on behalf ofTNRCC, filed a proof ofclaim in the
Bankruptcy Case for remediation and oversight costs as administrative expenses. In addition, the
following entities filed pr'oofs of claim in the Bankruptcy Case related to potential claims for
contribution in the event any ofsuch entities has liabilityfor remediatioti and oversight costs of the Col-
Tex Site: ASARCO, Inc., Tesoro Petroleum Company, Fina Oil &, Chemical Company and Misso'uri
Pacific Railroad Company; The Bankruptcy Court has approved a Joint Motion for Order Appr'oving
the Withdrawal of Proofs of Claim filed by the State of Texas over the objection of Fina Oil. Ii'ina Oil
appealed the Bankruptcy Court's order. On January 9, 1996, the Bankruptcy Court approved a
settlement agreement between the Company and I'ina 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'roof of Claim. On March 13, 1995,
ASARCO, Inc. filed a notice ofwithdrawal 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 ofpolychlorinated biphenyls ("PCBs") at two facilities in Kansas
City, Missouri (the "Facilities"), which had beep operafed 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.

1
tt
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PTI has since discontinued operations and EPA has determined that its abandoned Facilities
require proinpt rem'ediation. 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 ofPTI, the condition of the Facilities, the identity ofcompanies 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 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 ofPCBs contributed by the respective entities; and (iv) identify the most efficient
framework for remediating the''acilities. The Company also is evaluating the impact of the
bankruptcy filingon'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
Facilities, 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

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 ofapproximately $0.8 million. See Note Lfor a discussion ofSFAS No. 106.

K. 'itigation

Automatic Stay ofLitigation Due to Bankruptcy

Upon the filingof 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 bankruptcy 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.

t

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 Settlement 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'lection 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 otller 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,'ssets 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 I.abor ("DOL") and IRS under
provisions of the Retirement Plan, as a'ctuarially calculated. The assets of the'Retirement Plan are
invested in equity securities, fixed income instruments and cash equivalents and are managed

by'rofessionalinvestment managers appointed by the Company.

The Company's Supplemental Retirement and Survivor Income Plan for Key Employees
("SL<'RP")'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 Bankruptcy 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 SL<'RP. 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
deficiencies 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 ofamounts 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 SF<AS No. 87, "Employers'Accounting for Pensions," is made up of the components listed below
as determined using the projected unit credit actuarial cost method:

Years Ended December 31
,1994 1993 1992

iin t1iousands)

Service cost for benefits earned during the period ......'.. $ 2,453 $ 6,114 $ 2,165
Interest cost on projected benefit obligation ..... '......... 4,896 4,376 4,235
Actual return on plan assets .........................., .. 378 (1,769) (1,914)
Net amortization and deferra) ...... ~3383) ~)245) ~653)

Net periodic pension cost recognized ......, ......... ~4344 ~7476 ~3833

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 u»recognized 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:

1994
December 31

1993
Non-

Qualifled
Rotirement Retirement Retirement

Income Income Income
Plan Plans Plan

(In thousands)

Non-
Qualit1ed

Retirement
Income
Plans

Actuarial present value ofbenefit obligations
Vested benefit obligation
Accumulated benefit obligation ........
Projected benefit obligation

Plan assets at fair value
Projected benefit obligation in excess of

plan assets
Unrecognized net (gain)/loss from

past experience
Unrecognized prior service cost,

Unrecognized transition obligation .......
Accrued pension liability

~41 483) ~9065) ~44 315 ~8993)
$ (10,623)$ (61,066) $ (10,506)

43 574
5 (68,289)

43 351

(7,491), (10,506) (14,938) (10,523)

(41)
242

2 857

146 6,414
(471) 816
304 3 265

2,239
(2,096)

348
~4433) ~10 527) i~4443) ~10 032)

~39 205 ~7882) ~41 845 ~7 545)

Actuarial assumptions used in determining the actuarial present value of projected benefit
obligation are as follows: 4

1994 1993

Discount rate 8.50%
Rate of increase in compensation levels 5.50%
Expected long-term rate ofreturn on plan assets ....... 8.60%

4

The Pension Benefit Guaranty Corporation has filed a proof of claim in the amount. of
approximately, $5.5million 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.

7.25%
6.00%
8.60%

4

Other Poslre]irement Benefits. The Company provides certain health caro benefits for retired
employees and their eligible dependents and life insurance benefits for retired employees only.
Substantially all of, the Compatiy's employees may become eligible for those benefits if they reach

-'etirement age while working for the Company.

SFAS No. 106, "Employers'ccounting 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, effecti've for fiscal years beginning after December 15, 1992. The
Company adopted SFAS No, 106 as ofJanuary 1, 1993.

4 4

The accr'ual accounting method recognizes the, costs of postretirement benefits other t,han

pensions over the years of service of employees, rather than when the benefits are paid out after the

employee rotires. The Company has elected to amortize the transition obligation at January 1, 1993 of
approximately $43.4 millionover 20 years.
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s

Net periodic postretirement benefit cos4 is made up of the components listed below. 1

z I ~

'ears Ended December 31
,

Sh 1994 1993
Qn tbonsannns

Service cost for benefits earned during the period
Interest cost on accumulated postretirement

benefit obligation ...',,...
Amortization of transition obligation,.
Amortization of (gain)/loss. -, .

Net periodic postretirement benefits costs .......
The funded status of the plan,and amount recognized in

December 31, 1994 and 1993 are presented below:

, Ih

$ 2,064 $ 1,564

3,909 3,425
2,172 2,172

103
~8248 ~7161

~ s
*'4

the Company's balance sheet at

4

December 31
1994 1993~tn tbon sonnns

I

(47,167) (53,366)

Actuarial present value ofpostretirement
benefit obligation:' Accumulated postretirement benefit

obligation:
Retirees; ...'" . "................ $ (22,157)

'

$ '23,358)
Actives ..............,.......... ~25 010i ~30 008

(47,167) -' (53,366)
Plan assets at fair value
Accumulated postretirement benefit

. obligation in excess ofplan assets
Unrecognized net (gain)/loss from

past experience (5,541) 5,818
Unrecognized transition obligation,,..........., .. 39 095 '" "

41 267
Accrnedpostretirementbenefit liability ...............' " "'~13613) '6281)

I

1''r

measurement purposes, a 12.3 percent annual rate of increase in the per capita cost ofcovered
health care benefits was assumed for 1995; the rate was as'sumed ho decrehse 'gradually'o 6 percent for
2004 and remain'at that level thereafter. The health care cost trerid rate assumption has a significant
eA'ect on the amounts reported; To illustrate, increasing the" assumed'health care cosh trend rates by 1
percentage point in 'each"year would increase'the accumulated post'retil e'ment 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.

s i
Actuarial assumptions used 'in determining the'ctuarial'present va'lue'"of accumulated

postretirement benefit obligation are as follows: I I I I
yy

1

s gi

Discount rate ".', .

Rate ofincrease'in compensation I'evels '

'

'1994'.50%'

5.50%

'993
7.25%
6.00%

s.

In 1992, the Company expensed postretirement health care costs, under the pay-as-you-go
method, ofapproximately $ 0.9'million.

s I Ii

Ih
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M. Franchises and Significant Customers
1 1

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 White1Sands Missile Range and,Holloman Air Force
Base.

„,The Company's franchise with the City of I.as 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 itwillclose the Merger. (See Note A.) The Company has continued to provide electric ser'vice to,
customers in the City of Las Cruces, consistent with its view that, its right and obligation to serve
customers within the City of I.as Cruces.is derived from the New Mexico Public UtilityAct, 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 tho
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, 3994, 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. Ifthe 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 Juno 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.

1

On June 14, 1994, the City of Las Cruces,filed a motion with the Bankruptcy Court to lift the
automatic stay imposed by the bankruptcy filingto 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 dist.ribution system within the Las Cruces city limits.
The Bankruptcy Court granted the City of Las Cruces'otion 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 ofLas Cruces deems appropriate and necessary to become the provider ofelectric 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 I.as 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 Gruces City Council has authorized the filingof 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 to contest the City of Las Cruces'uthority to acquire the
Company's property and to continue to challenge in all appropriate forums the City of Las

Cruces'fforts

to replace the Company as the provider ofelectric service in the City ofLas Cruces.
I It

The Company believes, that itwilleither (i) be successful in preventing condemnation and loss of
the City"of Las Cruces'oad, 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 Perfor'mance, 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.'lternatively, 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'omplaint. The Company intends to
vigorously defend against the lawsuit.

MilitaryInstallations. The Company currently provides retail electric service in New Mexico to
the AirForce at Holloman AirForce Base and the Army at White Sands Missile Range. The Company's
sales to such militarybases 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 ofa 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
utilityservice 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 AirForce on August
12, 1993 and filed a protest to the issuance and terms of the AirForce's RFP. The protest was upheld,
but on technical grounds that have allowed the AirForce 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 AirForce. The Company responded to the requests and anticipates that
the AirForce willagain request best and final offers prior to awarding the bid.,

I

On January 4, 1994, the Company filed an action against the AirForce and related parties in the
United States District Court for the DistrictofNew Mexico challenging the authority of the AirForce 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 answ'er 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 ofall 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 Anny suspended the Rf"P 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 ofelectric service. for Ilolloman AirForce 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'exico 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 Hase 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 ofNew
Mexico filed exceptions to the hearing examiner's recommended decision. Hy order issued February 6,
1995, the New Mexico Commission directed that the record in the case be reopened for the limited
purposes ofdetermining 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 militarybases, The Company filed its response on March 24, 1995.

The Company believes but can give no assurance that itwillcontinue to provide long-term electric
service to Ilolloman AirForce Base and White Sands Missile Range. Ifthe Company is unable to do so,
however, the Company willpursue 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 millionor 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 CF<E
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 Budgoting 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 willcontinue 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
8

Statement ofFinancial Accounting Standards No. 1'07, "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 definitio'n 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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O. Selected Quarterly Financial Data (Unaudited)

1st
1994 uartors 1993 uartors

2nd 3rd 4th 1st 2nd 3rd
(In thousands ofdollars except forper share data)

4th

Operating
revenues ...........

Operating income ....
Income (loss)

before reorganization
items and cumulative
offect ofa chango
in accounting
principle ...........

Reorganization
items ..............

Income (loss) before
cumulative elfect of
a change in accounting
principle ...........

Cumulative effect ofa
change in accounting
principle ...........

Net income (loss) .....
Net income (loss) per

weighted average
share ofcommon
stock before cumulative
effect, ofa change
in accounting
principle ...........

Cumulative eifect ofa
change in accounting
principle per weighted
average share of
common stock ........

$ 134,561 $ 151,441 $ 135,356
16,499 27,593 15,899

(10,699) (5>044) 9,493

(2,490) (2,128) (2,343)

(12)912)

(2,030)

(12,443) 2,835

(5,292) (3,264)

9,995 (11,648)

(2,499) (19,539)

(13,189) (V,172) V,150 (14,942) (17,735) (429) 7,496 (31,187)

(13,189) (V,IV2) 7,150 (14,942)
(96 044) tst

(113,V79) (429) 7,496 (31,187)

(0.37) (0.20) 0.20 (0.42) (0.50) (0.01) 0.21 (0.88)

$ 125,476 $ 138,44V $ 157,448( $ 115,389 " '122,236
11,403 17,749 31,34 V 12,512 4,980

(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 ofapproximately $7.5 milliondue to a change in the calculation
ofTexas jurisdictional fuel costs based on the Texas Docket 13966 final order.

(3) Reflects the recognition ofapproximately $7.8 million for the settlement and anticipated settlement.
ofstate income and other tax claims.

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

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

(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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PAI(T IIIand IV

This inf'ormation sot forl,h in Part Ill and I art, IV has been omitted from this Annual 14eport Lo
Shareholders.
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1990

$ 445,309
44,799

>crating revenues
aerating income .....;,'........
ss before extraordinary item
and cumulative effect of

a.'hangein accounting ".
principle "l.
:traordinary item,...... ~ ~ ~ ~ ~ ~

emulative effect ofa change in
accounting principle
:t, loss per weighted average
share ofcommon stock:

I.oss'before extraordinary
item and cumulaf ive'effect
ofa change in accounting
principle

Extraordinary item
Cumulative effect ofa change

in accounting principle'...
)tal assets,......;....:..........:
dditions to utilityplant, '„'.
before allowance for,equity ~

funds used for construction
'>ligations subject to
compromise ......'„..-.........,
bt in default

zng-term; financing and
capital lease'obligations ......

-eferred stock-
redemption required..........

)mmon stock equity (defici) ...

(266,912) (2) (21,864)
(289,102) +>

(96,044) ~4>

'1.18) (0.79)
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m 6 Selected Financial Data
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t

As of'and for the years ended December 31:,

1994 '993 1992 1991
/ gn thousands crcept per share data)

536,760 <> > 0 *643,594 $ 524,760 $ 462,405
73,'011 ai4,971 67,036 50,722

H

I

(28,153) (41,855) (28,180)

Reflects a decrease in fuel revenues due to a change in the calculation ofTexas 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.
Includes approximately $221.1 millionafter-tax loss attributable to letters ofcredit draws and approximately
$25.2 millionafter-tax write-offprimarily for regulatory disallowance in Texas Docket 9945.
Reflects the after-tax effect resulting from the discontinuance of the application ofSFAS No. 71.
Reflects the change in accounting for income taxes due to the implementation ofSFAS 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-offofregulatory assets.
Includes approximately $ 3.3 millionofdividends in arrears.

The selected financial data should be read in conjunction with Item 7, "Management's Discussion and
.alysis of Financial Condition and Results ofOperations," and Item 8, "Financial Statements and Supplementary
ta," below.
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Item 7. Management's Discussion and Analysis of I'inancia] Conditio+and Results of .=,

Operations'

Liquidityand Capital Resources
i

Overview
E N

1

The Company filed a peLition under Chapter llof the Bankruptcy Code on January 8, 1992 and
has continued operations as debtor-in-possession. For a number of years prior to the petition filing,

'

Lhe Company was dependent. on external financing through the chpital markets for liquidity rieeds. As
a result of the filingof the Bankruptcy Case and related cessation or limitation ofpayments on certain
of the Company's financial arrangements, the Company has generated sufficient funds" internally Lo

meet its liquidity needs from 1992 through 1994. At December 31,'9994, the Company had
approximately $209 millionin cash and temporary investments.

The Company has paid'interest at contractual non-default rates on its 0'irst 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 July 1, 1992
through the currenL date pursuant to applicable orders of the Bankruptcy Court: As'discussed below
in "Obligations Subject Lo Compromise," the Company expects to continue such payments. As
discussed in ParL I, ILem 1, "Business —Bankruptcy Proceedings and Proposed Merger„with CSW-
Treatment ofClaims 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 classes, of creditors and interest
holders, together with certain fees and expenses for which payment was provided under the Plan.
Interest payments were made quarterly to such creditors in 1994. Pursuant to the Plan, inte'rest

payments willcontinue 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 made once Confirmation Date

and quarterly in 1994 and will be made quarterly and on the Effective Date~~pursuant'o the Plan.

Through December 31, 1994, such payments totaled approximately'$105.1.".million. The Company
estimates that such interest and periodic payments willbe approximately $24.1 million"per quarter ',

(assuming 90-day LIBORof6.5%).
8

Taking into account the estimated payment of the interest and fees pursuant to the Plan; as well"
as expected revenues and proje'cted costs for operations and capital expenditures, the Company expects

its cash balances willdecline; however, the Company does not anticipate any requirement for external,.
financing until the Bankruptcy Case is concluded.

t
l<g

Obligations Subject to Compromise

ln late December 1991, the Company ceased paying principal, interest a'nd 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 ofdebt and pursue other remedies available under the applicable agreements. As a

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 Lhe 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 Lhat becomes effective in the Bankruptcy Case.

Firsl Morlgage Bonds. The Company has approximately $299.3 millionof First, Mortgage Bonds

outstanding. The Company has not made either the final maturity principal payment of



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 thc 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. Lo 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 outsLanding.

Second Mortgage Bonds. The Company has $ 165 millionofSecond 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 nol anlicipate making the
approximate $8.8million cash sinking fund payment due in 1995. The Company has not made
approximately $ 11.7 million in prepetition and postpeLition interest payments accrued through
June 30, 1992. Pursuant, Lo applicable Bankruptcy Court; orders, the Company is making and expects
to make monthly intercsL payments on its Second Mortgage Bonds through the anticipated effective
date of the Plan. Approximately $20.3 millionof 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 exempl
Pollution Control Bonds outstanding consisting of four issues, of which three issues aggregating
approximately $ 159.8 millionare 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 Lhe 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 ofcredit. 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 thc Bankruptcy Court. The Company
has not reimbursed the letter of credit banks approximat'ely $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 ofcredit.

In May 1992, one series of Pollution Control Bonds was accelerated and the letter of credit,
supporLing such series was drawn upon for the principal and accrued interest, aggregating
approximately $37.9million. In May 1994, the acceleration was rescinded and amendments were
made to the governing documents related Lo this series of Pollution Control Bonds to allow the Bonds
to be remarketed during the Company's Bankruptcy Case, at the option of Lhe leLter 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 ofPolluLion Control Bonds, the letter ofcredit issuer purchased all
of the outsLanding 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 ofcredit issuer. The amendments also provide
for more flexibilityin interest rate features and a letter of credit issuing'ank repurchase option that
would be effective at the Effective Dale of Lhe 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 thaL is repriced
weekly.
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A third series of Pollution Control Bonds had been remarketed annually in Junc 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 eII'ective at the
Effective Date of the Plan. The changes wore made by redeeming the outstanding Bonds in the series
and issuing a new series of Pollution Control Bonds wiLh governing docum'ents 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
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 inLerest rate periods, which
eliminates the need for annual remarketings, and a repurchase option for the letter ofcredit bank that
would be effective aL 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 Control Bonds
currently bears interest at a rate Lhat is repriced weekly.

Hecauso 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, 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 ofcredit that support the Pollution Control Bonds each have expiration dates during 1995.
The Company is discussing the extension of such letters ofcredit with the issuing banks and believes,
but cannot assure, that the issuing banks will agree to extend the letters of credit into 1996. Ifthe
letters of credit expire, the Pollution Control Bonds would be redeemed through draws on the
applicable letter ofcredit 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 millionofdebt outstanding under its RCF. The
RCF, which originally involved a syndicate ofmoney center banks, provided for substantially all of the
Company's short-term borrowing prior to the filingof 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
$292million 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 millionfor each quarter.

Fuel Financing. The Company has a nuclear fuel financing of approximately $ 60.6 million
secured by nuclear fuel and a note payable ofapproximately $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



of principal and interest payments that came due but were not paid on the nuclear fuel financing and
the note payable totaled $ 55.6 millionat December 31, 1994.

4

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 $25million; (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, 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 conlirmation 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

Under 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 Comp'any'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, Jariuary 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 ofJuly 1, 1992,
July 1, 1993 and July 1, 1994 on the Company's $ 11.375 Dividend Preferred Stock and (v) $ 5 million
(50,000shares at $ 100 per share) due each of July 1, 1992 and July 1, 1993 on the Company's
$ 10.125 Dividend Preferred Stock. At December31, 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, including 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 Bankruptcy Code during the Bankruptcy Case.
Resumption of these payments also willdepend on the plan of reorganization ultimately adopted in the
Company's bankruptcy case, which could substantially alter or eliminate the rights of the preferred
and common stockholders.



Operational Challenges

I 'I'he Company's major franchise is with the City ol'L'l Paso, 'I'exas. 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 I'aso. 'I'he franchise with the City of El Paso expires in March
2001 and does not contain ronewal 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 ofWhite Sands Missile ICange and IIolloman AirI"orce Base.

City of Las Cruces

The Company's franchise with the City ofLas 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, willclose 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 tho City of Las Cruces, consistent with its view that its right
and obligation to serve customers within the City of I.as Cruces is derived from the New Mexico Public
UtilityAct, 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 oi'Las Cruces has authority from the New Mexico State Board of I'inance to issue up to
$90 million in revenue bonds to finance a purchase of a distribution system. Qn 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. Ifthe specified events are not
completed by July 1, 1998, either SPS or the City of I.as 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 an'd authorizing the staff of the
City ofLas Cruces to negotiate a contract with SPS related to such services.

On Juno 14, 1994, the City of Las Cruces filed a motion with the Bankruptcy Court to lift the
automatic stay imposed by the bankruptcy 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'ourt.
condemnation proceedings against the Company to condemn the Company's distribution system
within the Las Cruces city limits. The Bankruptcy Court granted the City ofLas Cruces'otion 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, speciTically 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,.

The Company believes that New Mexico law does not authorize condemnation of the Company's
facilities by the City of I.as Cruces. The Las Cruces City Council has authorized the filingof a New



Mexico state court, declaratory judgment, action to "clarify the right of the City to acquire [the
Company's) system." The Company intends to contesL the City of Las Cruces'uthoriLy to acquire the

~ Comphny's property and to continue to challenge in all appropriate forums the City of Las
Cruces'fforts

to replace the Company as the provider ofelecLric service in the City of Las Cruces.

The Company believes that. it willeither (i) be successful in preventing condemnation and loss

of the City of I.as Cruces'oad, or (ii) ifunsuccessful in that effort, receive just. compensation therefor.
Neither of these results would constitute a material loss Lo the Company. For this and other reasons,

the dispute with the City of LasCruces does noL, in the Company's opinion, constitute a Material
Adverse EffecL under the Merger Agreement. See ParL 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 ContracL,
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 CiLy of Las Cruces seeks, the reasonable value of the
Company's use, occupation and rental of Lhe rights of way or damages for trespass. On March 24,

1995, the Company filed a motion to dismiss all counts of the City of I.as Cruces'omplaint. The
Company intends to vigorously defend against the lawsuit.

MilitaryInstallations

The Company currently provides retail elecl,ric service in New Mexico to the Air Force at
Holloman AirForce 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 poriod. The contract with the AirForce 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 I"orce issued a Request for Proposal ("RFP") to prospective electric
utilityservice providers to provide electric service to Holloman AirForce Base upon expiration of its
service agreement with the Company. 'l'he Company submitted its proposal to Lhe Air Force on

August. 12, 1993 and filed a protest to the issuance and terms of the AirForce's RFP. The protest was

upheld, but on technical grounds thaL have allowed the Air Force 'to proceed with a delayed
competitive bidding process. The Air I orce issued a Memorandum requesting that the "best and final
offer" ofentities 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 AirForce requesting
responses Lo certain questions posed by the Air Force. The Company responded to the requests and

anticipates that Lhe AirForce willagain request best and final offers prior to awarding the bid.

On January 4,-1994, the Company filed"an action against the Air I"orce and related parties in
the United States District Court, for Lhe District of New Mexico challenging Lhe authority of the Air
Force Lo conduct, a competitive bidding procedure to determine the provider of electric service to

Holloman Air I"orce 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 Lhe Company's requesL for a preliminary injunction. The AirForce has

not appealed the jurisdictional ruling and has filed an answer in the case. By a joinL motion filed
January 27, 1995, the parties sought and were granLed 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 7, 1995, the parties must complete discovery by July 17, 1995, unless

otherwise extended.



The Army has issued a request for proposal 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 1&nge. 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 RI"P in its entirety. The Army sLated
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 utilityproviders, wo'uld
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 Elolloman
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
Depart, ment 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 Lhe right to provide
Lhis retail electric service is contrary to New Mexico law and a violation of the Company's state-
authorized right Lo provide Lhis service. On April 1, 1993, Lhe Company filed a Petition for
Declaratory Order with the New Mexico Commission (NMPUC Case No. 2505) seeking, among other
Lhings, a declaration that the Company currently is the only public utiliLy authorized under New
Mexico utility regulaLory.law to offer and provide this particular reLail electric service to Holloman
AirForce 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 Lhe 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 AirForce Base and White Sands Missile Range. II'the Company is unable
to do so, however, the Company willpursue 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 resulL 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 Lhe 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 co'mpliance reporting to the FERC regarding
transmission system availability. State legislatures such as Lhe 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 imp'roved ability to meet these
industry challenges.

Decommissioning costs continue Lo be significant to the Company. The cosLs 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



trusts established by the Company totaled approximately $20.8 million. The updated sLudies have
contipually reflected increases in costs Lo decommission as new developments unfold surrounding the
technical and safety aspects ofdecommissioning a nuclear facility. Although the Company is funding
and recording costs based on the latesL information available, there can be no assurances that,
decommissioning costs willnot continue to increase in the future. Due Lo delays in the construction of
nuclear waste storage facilities as a result of opposition at, the sLate and local level to the siting of
facilities, the Company will incur additional costs for Lhe construction and operation of temporary or
permanent storage facilities at Palo Verde estimated to be approximaLoly $ 50 million (stated in 1993
dollars). This amount is included in the $221 million cosL estimate set forth above. See Item 8,
"Financial Statements and Supplementary Data —Note E ofNotes to Financial SLatements."

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 willpay 15.8%
of the annual Palo Verde assessment. The Company has accrued $7.1 millionfor 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 ofOperations

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 suflicient 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 insufficienL revenues and
reorganization expenses. Also included in the 1993 and 1992 loss was the recognition of the effects ofa
change in accounting principle for income taxes and the write-offof debt, issuance cosLs, 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 "-TreaLment ofClaims
Under the Plan."

The primary reasons for increases or decreases in revenues, expenses and other items affecting
results ofoperations 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 Lhe year ended December 31, 1994 were
generated from sales to Texas retail customers, principally in the City ofEl Paso, at rates approved by
the Texas Commission." Sales to New Mexico re'tail customers, the largest number of which are in

the'iLyof Las Cruces and in two major military installations, represenL 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. ln 1994, lID, a wholesale customer, accounted for
9.5% 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 Lo Financial
Statements."



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 revenues during
the third quarter (the highest sales quarter) tend to be 20-25% greater than operating revenues
generated during the firstquarter (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
Fuel revenues and economy energy sales
Other

4,479
(10,930)~383)~6834)

16,064
13,553

18 834

Base Reuenues. 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 ofoperation
of a major industrial facility that ceased operating in the first quarter of 1993 following the
bankruptcy filingof the prior owner of the facility. 'I'hese 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 CFH, 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
Base

Revenues KWH

1993 versus 1992
Base

Revenues KWH

Native system:
Residential
Commercial and industrial - small
Commercial and industrial - large
Public authorities

Native system composite
Sales for resale
Total system composite

5.0% 5.1%
5.3 6.1
9.1 24.9
4.8 4.3
5.5 8.7

(15.7) (22.5)
1.0 (1.7)

0.0% 2.1%
0.4 3.9

(6.3) (4.3)
(0.4) 3.7
(0.6) 1.8
11.4 5.2

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 ofcustomers and higher than usual temperatures during the summer months.

Although the Company implemented increases in base rates 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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S'uel Reuenues. The changes in fuel revenues are a function ofchanges in fuel and purchased and
'nterchanged 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 ofapproximately $2.6 million.

Fuel revenues increased $ 15.5 million in 1993 when compared to 1992 due to increased fuel costs
offseL by a provision for a potential refund related Lo 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 ofapproximately $ 1.9 million.

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

Fuel and Purchased and Interchanged Power Expenses

'I'he decrease in fuel and purchased and interchanged power expense in 1994 compared Lo 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 I.iquidity 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
$ 1.9million recorded in 1993,for the settlement of certain Lr'ansmission dispuLes; and (iii) an
additionhl pro'vision of approximately $ 1.0 million recorded 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 ofapproximately $4.0 million for retirement agreements
with five former oAicers 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 debL expense of approximately
$2.0 million.
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l)epreciation 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 ofdecommissioning expense related to Palo Yerde, 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 ofNotes to Financial Statements."

Federal Income 'I'axes

'I'he 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.

'I'he Company recorded federal income tax benefits of approximately $7.9 million in 1993. The
incroase in tax benefits in 1993 compared to tax benefits of approximately $4 million recognized in
1992 results from (i) diII'erences 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 Lhe federal income tax rate; (ii) an increase in pre-tax loss, neL of non-deductible reorganization
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 firsL quarter of 1993 for the settlement and anticipated
set Llement of state income and other tax claims partially offset by increases in revenue related taxes
and Texas franchise taxes in 1994.

Taxes oLher 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 approximately
$3.0 million recognized in the second quarter of 1993 for the settlement ofcivil 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 to increased interest, rates and the recording of expenses for a

fullyear in 1994 versus approximaLely half a year in 1993.
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Interest charges increased in 1993 compared to 1992 primarily due to payments ol'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 daims as discussed above. Thc increase was partially offscL by a reduction in
interest, rates on certain secured obligations.

Reorganization Items

Pursuant to the provision of StatcmenL 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. Thc 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 offscL by increased periodic payments
to preferred stockholders as provided in the

Plan.'rofessional

fees and oLher costs increased in 1993 as a result ofadditional payments pursuant to
the Plan following the Confirmation Oate. This increase was offseL as the Company incurred a one-
time write-offin 1992 ofdobt issuance cost ofapproximately $ 13.3 million.

Cumulative Effect ofa Change in Accounting Principle

Effective January 1, 1993, Lhe 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 millionand $42.2 million, respectively.

Effects of Inflation

Over'he recent past, inflation has been relatively low. As such, its impact to the Company's
results ofoperations and financial condition have not been signiTicant.

Environmental Matters

For a discussion of environmental matters, see Part I, Item 1, "Business-Environmental
Matters."
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INDEPENDENT AUDITORS'EPORT

The Sharcholdcrs and Board ofDirectors
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 thc accompanying index. These financial statements arc thc 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 thc financial statements are free ofmaterial
misstatement. An audit includes examining, on a test basis, evidence supporting thc 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 rcasonablc basis for our opinion.

In our opinion, thc 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 willcontinue
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 ofTexas. 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 significaritly its
operatioris 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 reflecte 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 reorganization p)an is consummated, it is possible that the Company's assets could be

liquidated. The financial statements do not include any adjustmcnts that might result from the outcome of these

uncertainties.

As discussed in Notes I and L ofNotes to Financial Statements, thc Company changed its methods of accounting for
income taxes and postrctirement benefits other than pensions effective January I, 1993.

KPMG Peat Marwick LLP

El Paso, Texas
March 30, 1995



EL PASO ELECTRIC COMPANY

(l)EBTOR IN I'OSSESSION AS OF JANUAIIY8, 1992)

BALANCESHEETS

ASSETS

December 31

1994 1993
(In thousands)

Utilityplant (Notes C, D and I"):
Electric plant. in service
I.ess accumulated depreciation and amortization

Net plant. in service
Const, ruction work in progress
Nuclear I'uel; includes I'uel in process of$ 10,215,000 and

$ 9,937,000, respecLively
Less accumulalcd amorLization

NeL nuclear fuel
NeL utilityplanL ..............................

Current assets:
Cash and temporary invcslmcnLs (Note C)
Accounts receivable, principally trade, net ofallowance for

doubtful accounts of$ 5,923,000 and $ 6,004,000, respectively
Inventories, at, cost
I'repayments and other

Total current, assets

$ 1,694,553
419 212

1,275,341
43,712

92,720
50 273
42 447

1 361 600

208,584

54,367
34,327
11 091

308 369

1,650,899
381 309

1,269,590
51,267

93,909
4] 948
51 961

1 372 818

181,086

54,652
34,595
10 035

280 368

I.ong-term contract receivable (Note C)

I)eferred charges and other assets

'I'otal assets

33 603

27 379

~1730 851

32 420

29 800

1 715 406

See accompanying noles to linancial statements.
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EL PASO ELECTRIC COMPANY

(DEB'I'OR IN I'OSSESSION AS Oh JANUARY8, 1992)

BALANCESHEETS

CAPITALIZATIONAND LIABILITIES

I)ecember 31
1994 1993

(In thousands)
Capitalization (Notes A, F, G and 11):

Common stock, no par value, 100,000,000 shares authorized.
Issued and outstanding 35,544,330 shares

Accumulated deficit
Net unrealized loss on marketable securities, less applicable

income tax benefits of$ 189,000 in 1994
Common stock deficit

I'referred stock, cumulative, no par value, 2,000,000 shares authorized:
Redemption required
Redemption not required

Obligations subject to compromise
Total capi tal ization

Current liabilities:
Accounts payable, principally trade
Customer deposits
Taxes accrued other than fed ral income taxes
Net overcollection offuel revenues (Note C) .

Revenues subject to refund (Note C)
Other:

'I'otal current liabilities

I)eferred credits and other liabilities:
Accumulated deferred income taxes (Note I)
Accumulated def'erred investment tax credit. (Note I)
Deferred gain on sales and leasebacks (Note B)
1)ecommissioning (Note E)
Other

'I'otal deferred credits and other liabilities

Commitments and contingencies (Notes A, B, C, J, K and L)

$ 339,097
(724,713)

~350)
(385,966)

67,266
14,198

1 537 303
1 232 801

23,015
4,891

23,427
37,207
11,475

9 550
109 585

98,106
76,642

135,510
38,528
39 699 „,

338 485

$ 339,097
(696,560)

(357,463)

67,266
14,198

1 495 315
1 219 316

37,032
4,905

21,658
13,874

9 408
86 877

123,935
68,992

142,543
30,101
43 642

409 213

Total capitalization and liabilities $ 1 730 851 ~1715 406

See accompanying notes to financial statements.
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EL PASO ELECTRIC COMPANY

(DEB'I'OR IN POSSESSION AS OF JAN VARY8, 1992)

STA'I'EMENTS OF OPERATIONS

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

1994 1993 1992
((n"(finnsends e~xeep per s(5nre )ress)

Operating revenues
Operating expenses:

Operation:
I( uel
I'urchased and interchanged power

OLher .

Maintenance
l)cpreciation and amortization
I axes

ls'cderal inco)nc Lax bcnefiLs (Nole I)
OLhcr .

536 760

89,893
29 929

119, 2
209,8]4

44,022
53,841

(18,234)
54 484

$ 543 594

93,007
39 997

133,004
206,576

39,450
53,050

(10,360)
56 903

524 760

90,840
16 868

107,698
204,334

39,351
56,869

(1,067)
50 539

Operating income
463 749 478 623 467 724

73 011 (14 971 67 036

Other income (deductions):
OLhcr, net
Federal income taxes applicablc Lo other income (Note I)

Income before interest charges

Interest charges (credits):
Interest
OLher interest capitalized and deferred

Loss before reorganization items and cumulative effect of
a change in accounting principle

Reorganization items (expense):
I)ebt costs
Professional fees and other
Interest oarned on accumulated cash resulting from
Bankruptcy case

Federal income (taxes) benefiLs applicable Lo reorganization items

Loss before cumulative effect of a change in
accounting principle

Cumulative effect of a change in accounting principle
(Note I)

Net loss

Net loss per weighted average share of common stock:
l,oss before cumulative effecL ofa change in accounting principle
Cumulative effect ofa change in accounting principle

Nct loss

See accompanying notes Lo financial st <Lcmcnts.

3,378~516)
2 862

76 873

97,616
~2581)

95 035

~(9 162)

(15,866)

7,771
896)

8 991)

(28,153)

~(28 153)

(0.79)

~(0.79)

2,838
(831)

2 007
66 978

82,237
~3998)

78 239

~11 261)

(35,150)

6,152
1 596)

30 594)

(41,855)

~96 044)

8 (137 899)

$ (1.18)~2.70)
3 (3.88)

754~343)
411

67 447

73,176
~39(7)

69 269

~18 ( 2)

(13,264)
(20,194)

3,806
3 284

~26 368)

(28,180)

~(28 180)

(0.79)

~(0.79)



EL PASO ELECTRIC COMPANY

'DEBTOR IN POSSESSION AS OF JANUARY8, 1992)

STATEMENTS OF ACCUMULATED
DEFICI'I'or

the years ended December 31, 1994, 1993 and 1992

1994 1993
(In thousands)

1992

Accumulated deficit at beginning ofyear

Netloss

Accumulated deficit at end ofyear

Weighted average number ofcommon shares
outstanding

(696,560) $ (558,661) $ (530,481)

~28 163) ~)37 899) ~28 180)

~(724 713) ~696 51>0) ~558 Giii)

35 544 330 35 539 480 35 530 264

See accompanying notes to financial statements.



EL PASO ELECTRIC COMPANY

(I)EI3TOR IN POSSESSION AS OF JANUARY8, 1992)

STATEMENTS OF CASH FLOWS

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

1994 1993
(In thousands)

1992

Cash Flows From Operating Activities:
I.oss before cumulative effect ofa chango in accounting principle
AdjusLmcnts for non-cash items from operating activities:

Depreciation and amortization
Deferred income taxes and investmenl tax credit, neL
Debt,cosls .

OLher operating aclivilies
Change in:

Accounts receivable
Inventories
Prepayments and other
Long-term contracl receivable
Obligations subject, to compromise
Accounts payable .

Ncl overcollection of fuel revenues
Revenues subject, t,o refund
Other current, liabilities .

Deferred charges and credits .

Net cash provided by operating activities

G9,219
(4,008)
13,264
(1,784)

GG,901
(24,077)

(1,787)

67,189
(17,990)

(5,429)

(2,756)
1,983
1,316

(2,371)
55,214
10,912

239

(3,152)
16 637

285
268

(1,056)
(1,183)
42,943

(14,017)
'3,333

11,475
1,897
8 867

(1,582)
6,090
5,815

(2,850)
103,023
26,119
13,635

14,709
4 402

88 429 77 204 217 872

(28,153) $ (41,855) ~ $ (28,180)

Cash Flows From Investing Activities:
Additions to ut.ililyplant,
Other investing acLivities

Net cash used for investing activities

(60,113)
137

~59 976)

(58,215)
409

157 80)i)

(60,570)

~60 570)

Cash Flows From Financing Activities:
Redemption of long-term obligations
Other financing activities

Net cash used for financing activities

Net increase in cash and temporary investments
Cash and temporary investments at beginning ofyear
Cash and temporary investments at end ofyear

(955) (867)
20

(788)
30~955) ~847) ~758)

27,498 18,551 156,544
181. 086 162 535 5 991

~208 584 ~)8) 086 ~)62 535

Supplemental l)isclosures of Cash Flow Information:
Cash paid during the year f'r:

Income taxes
Int,crest .

Reorganization it,ems:
Cash interesL received on accumulated cash resulting from

13ankruptcy case
Cash paid I'or professional fees and other

$ 4,700
92,474

6,802
26,406

6,107
28,531

3,343
11,759

$ 17,064 $
, 64,712, 32,498

See accompanying notes to financial statements.



EL PASO EI.ECTRIC COMPANY

(DEB'I'OR IN POSSESSION AS OF JANUARY8, 1992)

NOTES TO FINANCIALSTATEMENTS

A. Bankruptcy and Going Concern I'resentation

On January 8, 1992 ("PeLition Dale" ) El Paso Electric Company (the "Company" ) Iiled a
voluntary petiLion for reorganization under Chapter 11 of the United States Bankruptcy Code
("Bankruptcy Code" ) in the United States Bankruptcy Court for the Western District ofTexas, Austin
Division (the "Bankruptcy Court"). The filing followed an attempt by the Company during 1991 to
nego4ia4e a restructuring of its obligations with its creditors, culminating wi4h the draws in late 1991
on letters ofcrediL related Lo the Company's sales and leasebacks ofportions of its interest in the Palo
Verde Nuclear Generating Station ("Palo Verde" ). Since the Petition Date, the Company's
managemenL has continued to manage the operations and affairs of the Company, subject to the
authority of the Company's Hoard of Directors, as debtor in possession. Certain actions of the
Company during the pendency of the bankruptcy proceedings, including, without, limitation,
Lransac4ions outside of the ordinary course of business, are subject, to the approval of the Bankruptcy
Court. On December 8, 1993 (Lhe "Confirmation Date" ), the Bankruptcy Court entered an order
conlirming 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.

As ofJanuary 8, 1992, acLions to collect prepetition indebtedness or pursue prepetition claims
were stayed and contractual obligations incurred prepetition may not be enforced againsL the
Company. The Company has rejected certain executory contracts and leases as permitLed by the
Bankruptcy Code and claims arising from such rejections have been or willbe 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 ofestimated 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 staLements must be read with
the understanding that the Plan', which has been confirmed by the Bankruptcy Court,, but has not
become effective, willalter, compromise or modify the existing financial and regulatory structures ifit
becomes effective. Conditions to the Plan becoming effective exist, as discussed herein. The Company
can give no assurance, that such conditions will be satislied. 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. IfLhe 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, esLimates 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

ol'ompeLitionhas 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 Lhe FERC
regarding transmission system availability. State legislatures such as the New Mexico legislature
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also have indicated they are considering retail wheeling policies that could result, in increases in
compeLition.

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 effective, the Company's ability to generate sufficien 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 Lo meet, its
obligations. Further„as more fullydescribed in Notes B, H, J and K, significant claims beyond those
reflected as liabilities in the financial sLatements at December 31, 1994 have been asserted against Lhe

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 Lhe financial statements. Further, the effectiveness of a plan of
reorganization could materially change tho 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 Lhe
ouLcome of these uncertainties.

The Plan and Proposed Merger

I3ackground

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 utilityholding company under the Public UtilityHolding
Company Act of 1935, as amended (the "PUHCA"). Pursuant to the Merger Agreement and eA'ective
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 ofall 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, securiLies of the Company as reorganized ("Reorganized EPE"), and/or securities
ofCSW. 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 ofdebt and equity securities, is set forth in "Treatment ofClaims Under the
Plan," below.

After the Confirmation DaLe, 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 casL doubt,
upon its intention to close the Merger unless certain matters, including the City of LasCruces
situation and Lhe 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 Lo consummate the Merger. See "CSW Positions with Respect, to the Merger,"
below.

Conditions Lo Effectiveness of the Plan and Merger

The Plan and Lhe 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 Lhe Merger Agreement," time periods exist for satisfaction of such



II



EL I'ASO ELEC'I'RIC COMI'ANY

(1)EBTOR IN POSSESSION AS OF JANUARY8, 1992)

NOTES TO FINANCIALSTATEMENTS

condiLions. Other Lhan certain regulatory or sLatutory approvals and receipt of investment. grade
rat.ings on cerlain 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 condit,ions
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 I"I"RC, the
Securities and Exchange Commission ("SEC"), the Public Utility Commission of Texas ("Texas
Commission" ), Lhe New Mexico Public Utility Commission ("New Mexico Commission" ) and t.he
Nuclear Regulatory Commission ("NRC"), as well as determinations under the Hart-ScotL Rodino
Antitrusl Improvements Act, of 1976 ("HSR Act"), and the expiralion or lermination ofwailing periods
specified thereunder. In addition, the Merger Agreement requires that at, the t,ime 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 significanl progress toward salisl'action: the Plan was confirmed on December.8,
1993; setllements (which become operative on the L'ffective 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 t,he
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 interesL
findings and/or approvals of the Merger before the FERC, Lhe 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 willbe 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., Junc 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 t,he Merger Agreement,," below.

CSW Positions with Respect to the Merger

On September 12, 1994, CSW delivered a letter lo the Company (the "September 12 Letter")

stating thaL CSW would not close the Merger unless there was (i) a favorable and Limely 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 Dat,e. CSW further stated tliat these
two matters, together with (i) the potential loss of other customers in lhe Company's service area,
including the Holloman AirForce Base and the While Sands Missile Range in New Mexico; (ii)Texas
regulatory issues related to rate relief and to approval of the Merger; and (iii) Lhe announced
"comparable transmission service" standard being applied on the Merger by the I"ERC, place the
completion of the Merger in jeopardy. Further, lhe September 12 Letter asserted that. such matlers,
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 ol'the proposed Merger.

On September 16, 1994, lhe Company responded lo CSW's September 12 letter, slaling that, "the
Merger Agreemenl does not condit,ion CSW's obligalion to close the transaction on either a I'avorable
resolution of t,he Las Cruces situation or a determination of the significance, ifany, of the I'alo Verde
'problems'." 'I'he 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 Lhe
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Merger AgreemenL and the actions of the parties thereunder. CSW has maintained Lhe positions
slated in its September 12 I.etter and also has asserted claims of "loss ol'alue" Lo Lhe Merger. The
Company has reiterated the views expressed in its Scptembcr16, 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, nol to
close Lhe Merger, the Company has retained litigation counsel to advise the Company of ils rights and
obligations under the Plan and the Merger Agreement. IfCSW attempts to terminate lhe Merger
Agreement without proper justification or if CSW otherwise breaches the Merger Agreemenl,
litigation could ensue. The Merger Agreement provides for specific performance as a remedy, and
other damages may be payable in the event ofa breach of the Merger Agreement.

Termination of the Merger Agreement

The Merger Agreemenl provides that, iL may be terminated (i) by mutual writlen consenl
approved by the Hoards of Directors ofCSW and the Company, or (ii) by CSW or the Board of DirecLors
of lhe Company ifthe Effective Date has not occurred within 18 months from the Confirmation Date
(i.e., by June 8, 1995) or, ifextended by mutual consent, ifthe Effective Date has not occurred within
24 months of the Confirmation Date (i.e., by December 8, 1995).

-The Merger Agreement also slates that CSW may terminate the Merger Agreement by written
notice to the Company's Board ofDirectors 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 ofCSW;

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

(iii) there is a failure to obtain any required statutory approvals or regulatory determinations
that are conditions to the effectiveness ofLhe 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, sLates thaL the Company may terminate the Merger Agreemenl ifany of-
the followingeven'ts occur:

(i) there is a failure Lo obtain any required statutory approvals or regulatory determinations
that are condiLions to the effectiveness of lhe Plan and Merger;

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

(iii) CSW withdraws 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 debLor-in-possession to
engage in an acquisition Lransaction with a party unrelated lo CSV/; or
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(v) there shall exist with respect to CSW a Material Adverse Effect or a facL or circumstance
thaL 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 circumsta'nces 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 oLher party to extend the termination date for up to six months, where such
request is made because one or more conditions to Lhe 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 Lhe requested extension period, i.e., by December 8, 1995; or (ii)
a material breach ofa representation, warranty, covenant or agreement by one party that, has not been
remedied within ten days after receipt. ofwritten notice from the other party.

Alternatives for the Company ifthe Plan and Merger Fail

Ifthe 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
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 outstanding debt, into preferred
or common stock of the Company.

Any plan of reorganization other than thc Plan may provide for different securities and
treatments than those provided in the Plan, and could result in lower recoveries for creditors and
interesL holders and/or could require larger rate increases than proposed pursuant to the Plan. The
Company cannot predict (i) what the treatmenL of claims and interests would be under any alternate
plan of reorganization, (ii) in what respects actions proposed under Lhe 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.

Although. the Company believes iL is unlikely, ifthe 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 eil'ectiveness of Lhe 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 willgrant the regulatory approvals and determinations required under Lhe Plan and the
Merger Agreement, or upon what terms or conditions such approvals or determinations might be
given. (See Note C.)

Proposed I'exas 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
ol'he

Texas Commission authorizing a base rate increase of $25 million to be effective for the Company
in 1994 and authorizing certain ratemaking, accounting and regulaLory treatments of Lhe assets,
expenditures, costs and revenues of the Company; (ii) a final order of the Texas Commission Lo Llie
effecL that the combinaLion of the Company with CSW Sub contemplated under the Plan is in the
public inLerest, and authorizing certain regulatory treatments with respect Lo the combinaLion and (iii)
a final order of the Texas Commission to the effect that the reacquisition by Lhe Company of the
previously leased I'alo Verde Unit 2 and 3 assets and the ratemaking treatment, for the repurchased
assets as planL-in-service in rate base at the original cost less depreciation are in the public interest.
(See Note C.)

Neio Mexico regulatory Treatment. The effect. iveness of Lhe Plan and the Merger is conditioned
on the receipt, by the Company and CSW of the following regulatory approvals a'nd deLerminations
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 ofLhe New Mexico
Commission authorizing certain ratemaking, accounting and regulatory treatments of the assets,
expendiLures, costs and revenues of the Company; (iii)a final order ol'he New Mexico Commission
authorizing the issuance by the Company of the securities required for the consummation ol'the Plan;
(iv) a final determination by Lhe 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 II
transaction (which generally relate to certain investments or transactions with affiliates) or, ifa 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
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, ifthe 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 Applical,ion") with the
New Mexico Commission on March 14, 1994, which has been docketed as NMPUC Case No. 2575. 'I'he
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 Lhe proposed accounting, regulatory and Lax Lrea1men1 associated with Lhe
reacquisition; and (iv) a General Diversification Plan for the Company for activities thaL willoccur as
a result of the Merger. The New Mexico Merger Application does no1 include any request related to
the issuance of securities pursuant Lo the Plan; such request willbe included in separate applications
which the Company anticipates willbe 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, con1ingenL on the closing of the Merger,
committing to the rate freeze proposal. Under the proposal, the Company would not, requesL 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.

k'ERC. 'I'he Company and Central and South West Services, Inc. ("CSWS") have applications
pending before the FERC (i) seeking an order froni Lhe FliRC requiring Southwestern Public Service
Company ("SPS") to allow the Company and CSW to transmit power across SPS's transmission system
after Lhe Merger is consummated; (ii) requesting a determination that the Merger is consistent with
Lhe public interest,; and (iii) seeking approval of an amendment, to the CSW System Operating
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AgreemenL and Lo make Lhe Company a party Lo the agreement. A I"I"RC order which approves thc
Merger and which contains conditions not substantially more onerous than Lhose imposed in recent
FERC orders with respect, Lo mergers involving elecLric utilitycompanies will meet thc requirements
of the Merger AgreemenL No assurance can be given Lhat, the FL'RC willgranL Lhe required approvals
under Lhe Federal Power Act ("Fl'A"), when such approvals might bc granLed, or the Lerms and

conditions that may be imposed, ifcondi1ional approval is granted.

SEC. As a registered public utilityholding company subject to the I'UIICA,CSW is required to

obtain the approval of Lhe SI"C prior to consummating the Merger. Under the PUIICA, the SEC must
find that after Lhe Merger Lhe Company and CSW will consLiLute an integrated olectric system. As

noted above, the Company and CSW propose Lo coordinate their operations by means of transmission
service to be provided by Sl'S. In the past,, 1he SL'C has determined that, inl.egration may bc effected by
means of transmission righ1s on unaffilia1ed sysLems. SEC approval will also be required for the

formation of CSW Sub, the issuance of CSW common stock to Lhe holders of Lhe Company's common

stock and certain creditors, and Lhe issuance of Reorganized EPI"'s securities Lo holders of Lhe

Company's securiLies and certain creditors pursuanL to the Plan.

NRC. Approval of the NRC is required for Lhe indirec1 Lransfer 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 filoa notice ofsuccession in ownership with the DOE at the appropriaLe Lime.

The Company and CSW also must. filo a notice related to the Merger with Lhe I'ederal Trade

Commission ("I''C")and United States Department, ofJusLice ("DOJ") pursuant, Lo the IISR Act. The

applicable waiting period followingsuch filingmusL have expired bel'ore Lhe I"ffective Date withouL an

adverse ruling or other action by 1he FTC and DOJ with respect to any anticompetiLive effecL is of Lhe

Merger. 'I'he Company intends Lo filoa notice pursuant to the HSR Act, aL 1he appropriate time.

Treatment of Palo Verde

Major aspects of Lhc Plan include (i) Lhe rejection of Lhe Company's leases relating Lo Palo Verde

(Lhe "Palo Verde l.eases" ), which extend Lo Lh«Company's entire interest, in Palo Verde Unit. 2,

approximately 40~/u of thc Company's interes1 in I'alo Verde UniL 3 and approximately one-third of its

interest, in the Common Plant,; (ii) the resoluLion ol'any and all claims relating to such leases by the

agreement that an amount equal to $700million would be the allowed claim of holders of lease

obligation bonds (which bonds are not rellected in Lhe Company's financial statements) rclaLed to the

Palo Verde l.eases and pursuant, to seLLlcment agreements entered into between the Company and Lhe

lessors; (iii)reacquisition ol'the leased portions of I'lo Verde by the Company; and (iv) Lhe Company's

assumption and cure ol'the ANPP Participation Agreement and related agreements. (See Notes 8

and E.)

'I'he LreaLment of Palo Verde under Lhe Plan constituLes a comprehensive resolution ol';illaspects

and issues involving thc Company's interest in thc plant, from iLs relationship with Lhe other utility
participants to the treatment of Lhe sale and leaseback transactions. The treatment, would resolve an

adversary proceeding pending in 1he Bankruptcy Case pursuant to which the Company sought Lo

reject the Palo Verde I.eases and establish Lhe damages, ifany, payable for such rejection. Ifthe Plan
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does not become effective, the Company would have to consider the appropriate treatment of Palo
Verde, including whether to conLinue the treatment of relevant claims as proposed under the Plan,
propose some other resolution and settlement with affected parties or pursue the adversary
proceeding.

Treatment ofClaims Under the I'lan

The Plan generally provides for creditors and interest holders to receive shares of CSW common
stock, cash and/or securities ofReorganized 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 amounL of their allowed claim in the form of debt
securities of Reorganized EPE. Unsecured creditors would receive a combination of debt securiLies of
Reorganized EPE and CSW common stock in an amounL equal to 95.5% of the principal amount. of
their allowed claim and interesl on such 95.5% amount, quarLerly 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 aL $700 million, in the form of debL securities of Reorganized I"PE and CSW
common stock, and interesl on such 95.5% amounL 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, ("I~'our 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 interesLs:

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 Fffective
Date and would be based on the raLio of the number of shares of CSW common stock credited to Lhe
CSW Common Stock Acquisition Fund (the "Fund") Lo the number of outstanding shares of Company
common stock at the Effective Dale. The Fund is a tracking mechanism and not an actual escrow or
other repository for funds; no shares ofCSW common stock or cash are placed in the Fund.

'I'he actual number of shares of CSW common stock that would be issued Lo Company
shareholders cannot be finally determined until Lhe EffecLive 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 DaLe
(35,544,330 shares) to CSW common stock, assuming a value of $ 3.00 per share of Company common
stock and a'value oi'$29.4583 per share of CSW common stock, (ii) the conversion of up lo $ 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 Lhe 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 Lhe date of
the resolution of such item for items resolved after the Confirmalion 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, Lhrough the
EffecLive Dale, 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 Lo the EII'ective Date based on the
closing price of CSW common stock on such date. This calculation has no1 been submitted to CSW for
review or approval. The closing price ofCSW common stock on March 1, 1995 was $24.625 per share.

Interim Payments

In addition Lo Lhe Lreatment, 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 thereafter 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. Lo

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 ofclaims and interests during the
period from the Confirmat,ion Date to the EffecLive Date. These interim payments consisL 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 CourL has ruled are no1 dividends; and (iii)fees of advisors and other expenses of Lhe

various classes of creditors and interest holders. The amounts paid under (i) and (ii) are calculated at
variable rates, primarily at 90-Day LIBORplus 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 Lhe interim
payments. Otherwise, the interim payments have been expensed as interest or reorganization items.
Accordingly, approximately $42.9 millionand $ 15.5 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 millionand

$ 10.2 millionfor 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 ofcreditors and interesL holders were charged
to reorganization items. The Company estimates that inLerim payments aggregating approximately
$ 24.1 million per quarter will be made through the Effective Date, of which approximately
$ 14.3 millionwould be offseL 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 millionwould be expensed as reorganization items. These amounts are based upon current levels
of in1eres1 rates and are in addiLion to the monthly payments of approximately $5.4 millionon 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 foes incurred by certain classes, which are not included in the interim payments
set forth in the Plan, as described above. These amounts are estimaLed 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 ifthe Plan willbecome effective.

B. Sale and Leaseback Transactions and I.etters ofCredit 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 approximately 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 opcraLing costs of Lhe leased-back faciliti«s, and for decommissioning costs. Under their terms,
the leases related to Unit 2 and common plant, expire in October 2013„while the leases relaLed Lo Unit
3 expire in January 2017. Allof the I'alo Verde I.eases contain certain renewal options and provide for
repurchase opLions, at fair market value, aL the termination of the lease. See Note A I'or a discussion of
the treatment of the Palo Verde Leases under the Plan.

'I'he aggregate consideration rec«ivcd 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; onc LransacLion (sales price of $87.4 million) is accounted for as a
financing transaction. For the transactions accounted for as'operating leases, the proceeds exceeded
Lhe cost. of thc assets sold by $ 194 million, which amount has been deferred and is being amortized into
income, as a reduction Lo lease expense, over the primary terms of the leases.

All of thc Palo Verde Leases and related documenLs provide that upon the occurrence of
specified evenLs of loss or deemed loss events, as defined, Lhe Company is obligated Lo pay the related
equity investor an amount in cash (secured by letters ofcredit) which may exceed the equity investor's
unrecovered equity investmenL. The Palo Verde I.eases also contain provisions related Lo the
indemnification of the lessors in certain circumstances against, certain losses, including thc loss of
certain tax benefits, resulting from specified events.

The letters of crediL related to the Unit 2 leases had expiration dates of 1)ecember 31, 1991 and
January 2, 1992. 1)uring the second half of 199I, the Company pursued a comprehensive financial
restructuring which would have provided, among other things, for Lhe issuance of required
replacement letters of credit by December 'I, 1991, the earliest date required pursuant, to the leases.
Ilowever, the Company failed to provide thc replacement letters of credit by such date. On
1)ecember 26 and 27, 1991, beneliciaries 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 ofcredit ofapproximately $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
Lhe fullavailable amount ofsuch letters ofcredit ofapproximately $80.4 million.

As a consequence of the letters ofcredit draws, Lhe Company incurred direct obligations totaling
approximately $288.4 million to thc banks issuing these letters of credit. The obligations are
unsecured prepetition claims of thc banks (see Notes A and H). The banks are precluded from taking
any action to collect, their claim against the Company outside of Lhe Bankruptcy Case and the
Company is presently precluded from paying the amount as a result'of the bankruptcy filing. The
Company has not made lease payinents on the I'alo Verde Leases and Lhe non-payment of rent by the
applicable grac«p«riod provided in Lhe Palo Verde I.eases constitutes events of default under Lhe
leases, which ordinarily would enLitle the lessors to various remedies pursuant tu the terms of Lhe
applicable agreements, including, rescission or termination of the leases and liquidated damages. As
a result of th«bankruptcy filing, however, thc lessors are stayed from exercising any remedies under
Lhe I'alo Verde l,«ases except through Lhe Bankruptcy Case. In connection with Lhe Bankruptcy Case,
the lessors and Lhe holders of bonds issued to finance the lessors'urchase of the interests in
Palo Verd«have I'iled proofs of claims Lhat, collectively assert damages of approximately
$742.7 mi I lion.

On Septcniber 9, 1992, the Coinpany liled an adversary proceeding against the lessors and the
indenture Lrustccs of thc lease obligation bonds seeking to resolve issues related Lo the Palo Verde
1.eases. The defendants in the adversary proceeding have asserted other claims against, the Company.
As discussed in Note A, thc Plan contemplates that, the assets subject to the Palo Verde I.eases would
be reacquired by Lhe Company. In addition, if the I'lan becomes effective, the adversary proceeding
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would be resolved withouL 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, buL is not. paying, Lhe contractual rental rates
(See Note H).

During 1994, 1993 and 1992, contractual lease requirements including amortization of
transaction costs under the I'alo Verde Leases accounted for as operaLing leases amounted Lo

approximately $83.0 million, $ 83.1 million, and $ 83.2 million. FuLure contractual minimum annual
rental payments required under such leases are as follows (In thousands):

Year Ending
December 31

1995
1996
1997
1998
1999
Thereafter

$ 82,757
82,757
82,757
82,757
82,757

1,209,020

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

C. Rate Matters

Overview

Effect ofBankruptcy on Regulation. The Bankruptcy Code provides that the Bankruptcy CourL
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 condiLioned 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, Lhe 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 'I'exas Office of Public UtilityCounsel ("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 UniLed States
Constitution preempts such parties from relitigating the reasonableness of the purchase price offered

by CSW. See '"I'exas Rate Matters —Bankruptcy Court Adversary Proceeding," below. The discussion

of the applications liled 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 contexL of t,he preemption issue discussed above.

Pursuant Lo orders entered by Lhe Bankruptcy Court, the automatic stay imposed by the

Bankruptcy Code, ifand to the extent, applicable, has been lifted with respect to all pending appeals of
regulatory decisions of the Texas Commission. Accordingly, such appeals are being prosecuted
through the applicable courts.
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'J'exas. 'I'he rates and services of Lh» 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 'I'exas is Lhe City of El I'aso. The Texas Commission has exclusive de nouo
appellate jurisdiction to review municipal orders and ordinances regarding rates and services, and its
decisions are subjecL to judicial review.

The Texas Commission has jurisdiction Lo grant and amend CCNs for service 1erritory and
certain facilities, including generation and transmission facilities. Although Lhe Texas Commission
does noL have Lhe authority to approve transfers of utility assels, it. is required Lo evaluate certain
Lransfers ofutilityassets and mergers and consolidations of regulated utilitycompanies to determine
ifLhose transactions are consisLent with Lhe public Interest. Upon a finding that such a transaction is
not in Lhe public interest, the Texas Commission is required to consider the effects ol'the transaction in
future ratemaking proceedings and is required Lo disallow the effects ol'he transaction if it. will
unreasonably affecL rates or service.

New Mexico. The New Mexico Commission has jurisdicLion over the Company's raLes and
services in New Mexico. 'I'he New Mexico Commission must. granL prior approval of Lhe issuance,
assumption or guarantee of securiLies; Lhe creation ol'iens on property located within Lhe sLate; the
consolidation, merger or acquisition of some or all of the stock ol'another utility;and the sale, lease,
rental, purchase or acquisition ol'any public utility plant or property constituting all or part of an
operating unit or system. 'I'he New Mexico Commission also has jurisdiction as to Lhe valuation of
utility property and business; cerLain extonsions, improvements and additions; Class I and II
transactions (as defined by the New Mexico Public Utility Act); abandonment of facilities and the
certiflcation and decertification of uLilityplan1. The New Mexico Commission's decisions are subject
to judicial review.

FFRC. The Company is subject Lo regulation by Lhe FERC in certain matters, including rates for
wholesale power sales and the issuance ofsecurities. In 1992, the Congress enacted Lhe Energy Policy
Act, which, among other things, removes certain restrictions on utiliLy participation in Lhe
competitive wholesale generation market. In addition, subject Lo certain limitations, 1he legislation
provides LhaL the FERC also may order electric utiliLies, including the Company, to provide certain
transmission services. The legislation also expands the authority of state uLility con>missions to
examine the books and records ol'electric utilities.

NRC. Palo Verde is subjecL to Lhe jurisdiction of the NRC, which has authority Lo issue permits
and licenses, Lo regula1e nuclear facilities in order to protect, the health and safety of 1he public from
radiation hazards and to conduct, environmental reviews pursuant to the National Environmental
Policy Act. (See Note E.)

Accounting for the I'ffecls ofRegulalion. Prior to December 31, 1991, Lhe financial sLal,oments
ol',he

Company were prepared pursuanL to Lhe provisions of Financial Accounting Standards Board
("I"ASB")Statement of Financial Accounting Standards ("SI"AS") No. 71, "Accounting for Lhe Effects
of Certain Types ol'Regulation," as amended, which provides for the recogniLion of Lhe economic effects
of regulation. In early 1992, the Company determined that there exisLed substantial doubL concerning
whether the criteria for reflecting the economic effects of regulation continued to be met as aresult 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 Lo

assume that. its rates were, or will be, without giving consideration to possible outcomes of 1he

reorganization process, designed to recover its costs on a timely basis. Because of Lhe uncertainty of
the nature of any reorganization plan ultimately consummated and the assessment ol'he naLure of
regulation, Lhe Company concluded that, it. did not then and does noL currently have sufficienL
assurance to reflect the economic effects of regulation in its general purpose financial statements.
'l'herefore, as required by generally accepted accounting principles, the Company eliminated I'rom its
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1991 balance sheet Lhe aggregate effects of regulation, which resulted in a $ 311 million extraordinary
charge to results of operations for the year cnd«d December 31, 1991. 'I'his amount included
approximately $200 millionofoperating cxpenscs and carrying costs, primarily related to Palo Verde,
and approximately $ 80 million of income taxes related Lo Lhe Palo Verde sale/least. back transactions
which liad been deferred by the Company's regulators for recovery in fut'ure periods. I"urLhcrmore, the
Company did not record thc letters ofcredit draws amounting Lo $288.4 millionas 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 deLermined, Lhe
Company believes that the rates established in conjunction with any reorganization plan will be
designed to recover the Company's costs, including a reLurn on equity, al'ter the establishment ol'an
appropriate capital structure, as well as Lo reflect other changes that may resulL from Lhe
reorganization. The Company"expects that, upon effectiveness of any plan of reorganization, its
regulated operations willmeeL the SPAS No. 71 criteria necessary to reflect Lhc effects of regulation in
its general purpose financia sLatements. Such raLes may include Lhe recovery of some or all items
that, aL that time, are not reflected as regulatory assets on Lhe Company's general purpose financial
statements. Ilowever, in the absence of application of purchase accounting applied in the event of a
change in control occurring as parL of Lhe reorganization, there does not appear to be any applicable
accounting precedent for the resLoration of such amounts as assets created prior to the re-adoption of
SFAS No. 71. Restoration of such amounts as assets willdepend upon a number of I'acLors, including
intervening developments in accounting standards and other accounting liLerature, the outcome of
which cannot, currenLly be determined. In March 1993, the Financial Accounting Standards Hoard's
Emerging Issues Task I'orce reached a consensus that ifa rate-regulated enterprise initially fails to
meet the regulatory asset recognition requirements ofSFAS 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 SPAS No. 71, the Company believes LhaL 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 assels in its general purpose financial statements. Ifit, is determined
that such restoration is appropriate, regulatory assets would be recorded Lo Lhe 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 thaL the acquisition
by CSW of one hundred percent. (100/o) of the Company's common stock is consisLent with Lhe public
interest, and (ii)certain determinations regarding Lhe regulaLory treatment of the Company's proposed
reacquisition of the portions of Palo Verde thaL iL previously sold and leased back. 'I'hc filing is
proceeding as part of DockeL 12700.

ln addition to the Texas Merger Application flie by CSW and I'.I'I", the Company filed for a base

rate increase (thc "Texas Rate Piling") incorporating, among other things, the Company's fift
increase under the terms of the Rate Moderation Plan ordered by the Texas Commission in DockeL
7460 and a base raLe increase under the invenLory plan esLablished for Palo Verde Unit 3 in Docket
9945. 'I'he Texas Rate I"iling was consolidated with the Texas Merger Application under Docket
12700. 'I'he Company filed its rate request with both the Texas Commission and the various
municipalities retaining original jurisdiction over Lhe Company's rates. See "Texas Rate I"iling." In
Docket 12700, the Company further proposed to reconcile its 'I'exas fuel costs and revenues for the

73



EI. I'ASO EI EC'I'RIC COMI'ANY

(DEBTOR IN I'OSSESSION AS OF JANUARY8, 1992)

NOTES 'I'0 FINANClALS'I'A'I'EMEN'I'S

period from April 1989 through June 1993 and to decrease its current, fixed fuel factors (the "'I'exas
Fuel I"iling").

As parlof the Texas Merger Application und us u basis ofseLtlemcnt,, CSW has proposed rates for
'I'exas jurisdicLional cusLomers of the Company that are substantially less than those reflected in the
Company's rate case filing. The CSW settlement offer is conlingent on the determination by the Texas
Commission that CSW's acquisition of the Company is consistent with Lhc public inLeresl and lhe
other regulatory determinations and approvals requesled in Lhc Texas Merger Applicalion. The
proposed seltlemcnL offers (i) to limiLlhe non-fuel base rulc increase for Texas jurisdictional customers
to $ 25 million; (ii) a proposed $ 12.8 million annual reduction in future fuel revenues from lhc
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 ruLc case expense surcharge of$4.1 million related to
previous rate cases to bc collected over u 1'2-month period. 'I'aking into account thc annual reduction
in fuel costs and the proposed fuel refund, Lhc Company's revenues from Texas jurisdictional
cuslomers would not increase during Lhe first, your ul'tcr Lhe rate change goes into effect. The
seLLlcmenL rute plan proposed by CSW also provides for (i) no additional base rate increase unli I 1997;
(ii)a limitation in thc frequency ofbase rute incrouscs following the rale frceze period through 2001 lo
nol morc than once every other year (i.e., 1997, 1999 and 2001); und (iii)a limitation on lhc umounl of
lhe 1997, 1999 and 2001 base rate increases, such Lhut 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 Lhe Texas Commission, and the OPC whereby Lhe
parlies agreed that, ifal the time the Texas Conrmission's statutory deadline to enler a rale order
would expire all other regulatory approvals or arrthorizations required by the Merger Agreement have
not been issued and CSW is not in a position Lo,stale thai il is ready to consummate the Merger, the
Texas Commission could (i) issue an interim order in Docket 12700 pending the receipt of nolificaLion
from CSW of the receipt or waiver of such other regulatory orders from other governmenlal bodies und
(ii) remand Lhe proceeding to its hearings division for the limited purpose of receiving such notice from
CSW and considering Lhe comments of all parties regarding the eIIect, ifany, of the orders from other
governmental bodies on the Interim Order issued by the Texas Commission.

DockeL 12700 proceeded to hearing, und on January 3, 1995, a Proposal for Interim Decision wus
issued. The'I'exus Commission considered the I'roposul for Interim Decision in hearings conducted in
I"ebruary 1995. On March 3, 1995, Lh(: Texas Comnrission issued the Interim Order concerning both
the'I'exas Merger Application and the Texas Ilute I"iling. 'I'he Interim Order was issued after Lhe two
Commissioners sitting in dcliberulion hud reached an impasse concerning certain issues. The Lhird
'I'exus Commission seat was vacant, pending the confirmation of a new Commissioner. Durirrg
deliberations on I"ebruary 22,'1995, und in u separate concurring opinion issued March 3, 1995, the
Chairman of the 'I'exus Commission resr:rved his option to reconsider his voLc on ccrLuin issues after
receipt of motions for reconsiderut,ion from the p rrt.ies to l)ocket, 12700. The significant, issues on
which the Chairman specifically reserved his optio'n included Lhe following and are described moro
particularly below: (i) the conditional nature of the finding thaL the Merger is in tho public interest,;
(ii) whether to modify lhe level and amortization period of the acquisition adjusLment; (iii)wheLher to
uut horize rale treatment of Lhc accounting defcrruls lor Palo Verde Unit, 3 and, ifso, the magnitude of
such auLhorizution; and (iv) whether lo modify the Lreatment of the tax benefit arising from payment,
of the Palo Verde lease rejection damages. Molions for reconsideralion of these issues were filed
March 23, 1995, und replies are due April 3, 1995. The Company anticipates thaL t,he Texas
Commission will hold a hearing on the motions for reconsideration, and that a Second Interim Order
willbe issued within Lhe next 60 days. Il is also cxpccted thaL the ncw third Commissioner, who wus
confirmed by Lhe 'I'exas 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 Lhe stipulation concerning Lhe Interim Order and the uncertainty as Lo when other
federal and state governmental bodies willact on the merger-related filings before them, the Company
cannot, predicL when any order of thc Texas Commission in DockeL 12700 will become final. The
Company also cannot. predict, whether and to what extcnL parties to DockeL 12700 mighL appeal any
final order to the Texas District CourL

The 'I'exas Commission severed Lhe Texas I"ucl I"ilingI'rom Docket 12700 and issued a separate
final order in the Texas Fuel Filing on March 3, 1995, under DockeL 13966. The Texas Commission's
rulings in the Texas Merger Application, Lhe 'I'exas RaLc Filing and the Texas Fuel Filing arc
described below.

Texas Merger Application. In its Interim Order, the Texas Commission determined Lhat the
acquisition of the Company's stock by CSW and the reacquisition of Lhe leased portions ol'he Palo
Verde assets arc consistent with the public interest pursuant to secLion 63 of Lhc Public Utility
Itegulatory Act. 'I'he Texas Commission, however, issued a finding ol'facL and conclusion of law Lo the
effect that Lhe acquisition by CSW of the Company's stock is at a reasonable price and is in the public
interest subject to successful resolution ol'certain matters relating to Palo Verde and thc City ol'Las
Cruces. (See Notes E and M.)

With respect, to the previously leased porLions of the Palo Verde assets, the Interim Order adopts
the Company's and CSW's proposal to include tho assets in rate base at their original cosL less
depreciation through December 31, 1994. The Interim Order also concludes that synergy cost savings
willaccrue 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 LhaL it retain Lhe

Lax benefits arising from the damages resulting from the Company's rejection of the Palo Verde
I.eases, and instead utilizes Lhe 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 Lhe 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. 'I'he total cash base rate increase consists of (i) a base

rate increase of $8.3 million, constituting Lhe proposed 3.5 percent increase contemplated under the
Rate Moderation Plan established in DockeL 7460 for costs other Lhan those associated with Palo
Verde Unit. 3 and (ii) a base rate increase of $33.1 million, constituting the proposed increase under
Lhe inventory plan I'or Palo Verde Unit 3. The Company also requested the addition ol'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'ompany'srate filing,but that settlement offer has noL been accepted.

The Company did not include in Lhe Texas Rate Filing a requesL to recover the costs
ol'ankruptcyreorganization or the $288.4 million from the draws on the letters of crediL 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 Lhe ability to seek recovery of
such costs ifthe Plan does-not become effective.

IIyordinance signed on June 22, 1994, the El I'aso 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 Lhe City of I l Paso be reduced by $ 15.7 million annually. The

Company appealed this order to the 'I'exas Commission where it was consolidated with Lhe current
rate case in Docket 12700 and is being reviewed de novo by the Texas Commission.
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EffecLive July 16, 1994, the Company implemented a cash base rate increase of approximately
$25 millionannually, under bond and subject, to refund depending on thc outcome of the raLe 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 statule and regulation. Because of the currenl 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 millionas of December 31, 1994.

In the Interim Order issued March 3, 1995, thc Texas Commission approved a total annual
increase in Texas base revenues ofapproximately $24.9 million. Thc Texas Commission also approved
a raLe case expense surcharge of $9.7 million to be recovered over Lwelve monlhs. Thc Company
expenses rate case costs as incurred on its general purpose financial statements. 'I'he order, however,
was not immcdiaLely placed in effect, due to the 'I'exas Commission's decision Lo entertain motions for
reconsidcralion. While Lhese motions are pending, Lhe Company's bonded rate increase of
approximately $25 millionwillremain in place.

With respecl to thc rale LreatmenL of Unil 3, t,he 'I'exas Commission approved Lhe Company's
request to include eighly-five pcrcenl (85%) of the cosl of the unit, in rate base in accordance with Llie
inventory plan established by the Texas Commission in Docket, 9945. The Texas Co~mission
disallowed the Company's request to include in rale base approximately $43.3 million al 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 ofapproximalcly $ '12 million. These deferred costs and the depreciation disallowance are
subject, however, to reconsideration pursuant to the Interim Order. Sce "Deferred Accounting Cases"
below.

I

With respect to the rate treatment of Units I and 2, the Interim Order discontinues the RaLe
Moderation Plan established in Docket 7460. In Docket. 7460, t,he 'I'exas 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 lo rates were deferred for future recovery pursuanL Lo

Lhe terms and conditions of the Rate Moderation I'lan.. In lieu of Lhc RaLe Moderat,ion Plan, t,he
Interim Order places in rate base all amounts deferred in connect,ion with the Rale Moderation Plan
through February 1993 and eliminates from recovery all amounts that, would have been deferr'ed
thereafter. The Interim Order would remove approximately $ 16.0 million, net of deferred taxes, in
Rale ModeraLion Plan defcrrals as of December 31, 1994.

As a result, of Llio Company's climinat.ion of neL regulatory assets from its balance sheeL as of
December 31, 1991, and's'ubscquenl non-recording of any new asseLs reflecting the economic effects of
regulation since 1991, t.he denial of'rate base recognition of the I'alo Verde UniL 3 del'erred cosls and
the removal of deferred amounts associaled with lhc Rate ModeraLion Plan after I'cbruary 1993 will
have no effect on the Company's general purpose financial statements.

7'exas I'uel Yiling. As a result. of the fuel reconcilial.ion and lrealment, ol'other fuel-related items,
lhe Company proposed in the 'I'exas I"uel I"ilingto rifund to 'I'exas jurisdict.ional customers (as a credit
to fuel revenue collccLions) approximately $ 16.4 million over a 12-month period. The Company also
proposed in Lhe 'I'exas I"uel I"ilinga decrease in its lixed fuel factors that, was ant.icipatcd to reduce
fut.ure fuel revenues by approximately $ 14.3 million annually. Allhough Lhe Texas I"uel I"ilingwas
considered by the 'I'exas Commission as part, of Lhe Texas Rale Filing in Docket, 12700, Lhe Texas
Commission severed Lhe fuel-related proceedings from the rate proceeding and issued a separate final
order in the 'I'exas I"uel Filing on March 3, 1995, under Docket, 13966. 'I'he Texas Commission ordered
a fuel cost, refund to Texas customers of approximately $ 13.7 million. 'I'he Texas Commission also

7(i



EL I'ASO ELEC'I'RIC COMPANY

(l)EH'I'OR IN I'OSSESSION AS OF JANUARY8, 1992)

NO'I'ES'I'0 FINANCIALS'I'ATEMEN'I'S

ordered, consistent with the Company's requesL, a reduction in the Company's fixed fuel factors thaL
will result in a reducLion in fuel cost recovery on a prospective basis ol'approximately $ 14.3 million
annually.

I"or the fuel reconciliation period, the Company was allowed to reLain 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 Lhe Imperial IrrigaLion District ("IID"), the Texas
Commission decided to spliL Lhe margins, with seventy-live percent (75%) going to ratcpayers and
twenty-five percent (25~%%d) going to Company shareholders. The Commission adopted Lhe same 75/25
split, but adjusted for incremental cosls, for all off-system sales on a prospective basis including Cl"E,
IID-ContingenL and economy energy sales.

Based on the 'I'oxas Commission's rulings on fuel reconciliation matters and off-system sales, Lhe

Company has recorded a provision representing an overrecovery ofTexas jurisdictional fuel costs for
the period I'rom the cnd ol'Lhc 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 I'uel
rule adopLed in January 1993 by the Texas Commission, the Company may petition the Commission Lo

refund this ovcrrecovery. 'I'hc Company may consider Lhe remand of DockcL 8588 in its calculation of
any refund. See "Recovery of I"uel Expenses." Thc Company would propose to make any refund over a
12-month period.

Motions for rehearing of the Texas Commission's Iinal order in Docket 13966 wore filed on
March 23, 1995. IIeplies Lo the motions are due April3, 1995. The Texas Commission willbe required
to act on the motions by Apri118, 1995, or the motions willbe overruled by operation oI'law.

Bankruptcy Court Aduersary Proceeding. The Company and CSW'filed a joint motion with the
Bankruptcy Court, on July 21, 1994, seeking an order that would prohibit relitigation in the Texas
Merger Application and Texas Rate Filirigof 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 filinga 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 Lhe

General Counsel of the Texas Commission, may relitigate any of Lhe following issues: (i) whether the
litigation related to the Palo Verde I.eases between the Company and the lease bondholders, the
lessors arid other persons asserting a claim or interest related to the Palo Verde I.eases should have
been settled and ifso on what Lerms, (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 Lo creditors and equity holders established
by the Plan is excessive. On September 14, 1994 CSW filed a noLicc 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 fulland complete adjudication of the matters."

On August 30, 1994, the Company filed a moLion for summary judgment, which has not yet been

ruled upon by the Bankruptcy CourL On December 29, 1994, the Bankruptcy Court issued an order
denying motions to dismiss filed by t,he City of I"I Paso, the Ncw Mexico Commission, the 'I'exas

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) parLicipated as parties-in-interest, in the confirmaLion of the I'lan, the
Bankruptcy Court has jurisdiction over those parties to determine il'hey are attempting to relitigalc
findings of fact the Bankruptcy Court made in conlirming the Plan or if the factual issues ripe I'or

determination in Lhe regulatory process are differenL from those which the Bankruptcy Court decided

in Lhe conlirmation process. On January 20, 1995, Lhe Company filed its Second Motion for Summary
Judgment asserting that the Bankruptcy Court's finding in the confirmation order thaL the price to be

paid by CSW Lo acquire the stock of the Company is reasonable precludes Lhe Texas Commission from
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concluding oLherwise in I)ocket 12700. See "Texas Merger Application." On March I, 1995, the
Company filed a motion to continue the Bankruptcy Court's March 6, 1995 docket call on Lhc
Company's Second Motion for Summary Judgment and March 8, 1995 hearing on certain motions for
abstention and for more definiLe statement fil«d by the defcndanLs. In its motion to continue, Lhe
Company cited the'I'exas Commission's decision in its Interim Order in Docket 12700 to allow motions
for reconsideration ol'ts conditional conclusion thaL the Merger is in the public intcresL, subject to
successful resolution of the CiLy of I.as Cruces and I'alo Verde matters. See "Texas Rate I"iling." On
March 3, 1995, the Bankruptcy Court entered an order continuing thc March 6, 1995 dockeL call and
Lhc March 8, 1995 hearing. The ulLimate ouLcome of the adversary proceeding in Lhe Bankruptcy
Court, and any possible appeals thereof cannot be predicted at this Lime.

Docket 9945. 'I'hc 'I'exas Commission issued its final order in Docket 9945 on Novcmbcr 12, 1991,
approving a Lotal increase in 'I'exas base revenues of approximately $47 million, consisting of $37
million in cash and $ 10 millionof phase-in dcferrals. The increase did not, include any current return
of or return on thc owned porLion of UniL 3 or recovery of the lease expenses related to UniL 3.
Recovery nf Lhese costs has been held in abeyance to be included subsequently in Texas rates over a
scheduled period ol'time. Sce "Texas Rate I"iling"and "Deferred Accounting Cases."

With respect to Lhe rate treatmenL of Unit 3, Lhe Texas Commission disallowed approximately
$ 32 millionol'Unit 3 capitalized costs, on a total Company basis, as imprudently incurred. 'I'he Texas
Commission also adopLed an invenLory plan, pursuant to which Lhe Company's investment, in Unit 3
was neither included in rates nor expressly disallowed, but instead held in abeyance to be included
subsequently in 'I'exas rates over a scheduled period of time. In justifying Lhe inventory plan, the
Texas Commission'found (i) the Company was imprudent in not attempting to sell a porLion of iLs
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 Lo 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.
Ilowever, the Texas Commission further found that Unit 3 would become "used and useful" to thc
Texas jurisdiction in the following percentages: 0% (in Docket 9945), and 40%, 65%, 85% and 100%
thereafter. It is the Company's posiLion that the successive phases of thc inventory plan werc to bc
implemented on an annual basis. In Lhe Texas Rate Filing, some parties have contested whether the
inventory plan constituted a proper determination by the 'I'exas Commission of when Unit, 3 would
become used and useful. These parties further contest whether Lhe inventory plan requires
implementation of a five year schedule for inclusion of Lhe investment. The Commission's current
Interim Order in Docket 12700 adopts Lhe Company's position concerning the inventory plan. Sce
"Texas Rate I"iling."

'I'he Company disputes there was any imprudence in retaining its full investment in Palo Verde.
'I'he Company challenged the 'I'exas Commission's ruling in the Company's Motions for Rehearing and
has continued such challenge on appeal to the 'I'exas District, Court. 'I'he City of L'I I'aso,and two

'ntervenorsalso appealed certain other issues. On Octobe'r 27, 1993, Lhe Texas District Court afIirmed
the final order of the Texas Commission except in two respects. The Texas District Court. held Lhe
Texas Commission erred (i) by refusing Lo include certain disallowed and below-the-line utility
expenses as deductions when computing federal income tax expense for ratemaking purposes, further
discussed below under "ILatemaking Treatment of Federal Income 'I'axes," and (ii) by granting rate
base treaLment for post-in-service deferred carrying costs associated with Units 1 and 2 of Palo Verde.
'I'he District. Court alTirmcd Lhe Commission's decision regarding Palo Verde Unit 3 defcrrals,
whereby Lhe Commission had postponed Lhe determination of the appropriate regulatory treaLment of
the del'errals to future cases. The District, Court's holding regarding Unit I and 2 accounting deferrals
is now inconsistent with the subsequent decision of Lhe Texas Supreme Court in Lhe appeal ol')ockct
7460, discussed below under "Del'erred Accounting Cases." The Company appealed the decision to the
Court. of Appeals, as did Lhe City of I:I Paso and Lwo other intervenors. 'I'he Court of Appeals heard
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oral argument. in the case on November 9, 1994 and hos not yet issued iLs decision. 'I'he ulLimatc
outcome of lhc appeals and their results or the materiality thereof cannot be predicted ot Lhis time.

Ilecouery of Fuel Expenses. 'I'he Company's prior reconciliation of fuel expenses, Docket 8588,
was for the period Augusl 1, 1985 through March 31, 1989. Thc Company and the City of El I'aso
appealed Lhe Texas Commission's order in Docket. 8588 to the Texas District Court. On November 25,
1991, the Texas Dislricl Cou.-t enlcred judgment on Lhe appeals, upholding the Texas Commission's
order on oll points irxcept the Company's appeal of the treatment of cerLain purchased power capacity
costs, incurred during 1985 and 1986. With regard to those costs, totaling approximaLely $4.2 million,
the Texas District. Court held thaL the 'I'exas Commission erred in failing to justify adequately its
decision noL to allow the Company to recover such costs Lhrough its reconcilable fuel accounL. 'I'he

Texas DistricL Court, remonded the case to the 'I'cxos Commission with insLruclions to reconsider Lhe

allowance of such costs. Both tlie 'I'exas Commission ond thc CiLy of El Paso appealed thc Texas
DistricL CourL's decision Lo thc Courl ol'Appeals. On March 10, 1993, the Court of Appeals offirmed
Lhe decision of the Texas DisLricl Coui L On I"ebruory 2, 1994, Lhe 'I'exas Supremo Court denied Lhe

applications for wriloferror filed by Lhe CiLy of I"I I'aso and Lhe'I'exas Commission. The case hos been
remanded'Lo the 'I'cxas Commission I'or a new hearing to address whether the Company should be

allowed to include Lhc purchased power copacity charges os reconcilablo fuel cosls ond recover such
costs. The ultimotc ouLcome of this remand cannot be predicted oL this time.

Deferred Accounli nIs Cnses. The Company has received a series oforders authorizing the deferral
of operating costs incurred, ond carrying charges accrued, on each unit of Palo Verde beLween the
unit's in-service date and tho dote of its inclusion in Texas rates. Certain rate orders have also
permitted Lhe Company Lo include in role 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 Lhc Texas Supreme Court. On June 22, 1994, the
Texas

Supreme
CourL reversed the decision of Lhe Court of Appeals and upheld the Texas

Commission's authority to include boLh the Company's deferred operating cosls and deferred carrying
costs in rate base in Cit of Pl Paso v. Public UtiliivComer(aston, 888 SW2d 179 (Tcs.(994) (~C(t v.
PUC'I"'). On October 6, 1994, the Texas Supreme Court overruled motions for rehearing of the
matters. As a resulL of the 'l'exos Supreme Court's ruling, the Company expects to be able lo continue
lo include in rale base and to amortize into rates the del'erred carrying and operating costs associated
with Palo Verde Units 1 ond 2.

ln DockeL 9069, Lhe 'I'cxas Commission granted the Company a deferred accounting order
authorizing it to defer operating and carrying costs associated with Polo Verde Unit 3 between Lhe

plant's in-service dote and Lhc daLc ils costs werc included in roles. The City of El I'aso and Lhe Slate
ol'Texas appealed this order to Lhe Texas DislricLCourL. The City of El Paso, however, dismissed its
appeal. 'I'he SLoLe ol''I'exos'ppeal remains pi.nding, with a hearing cxpecled in Jiine of 1995.

Subsequent to the filingof Lhese appeals, Lhe 'I'exos Supreme Court issued its decision in Lhc appeal
ol'ocket

7460 upholding Lh» legality of del'erred occounting orders. The Company believes LhaL the

deferred accounLing order in l)ockeL 9069 complies in all respects with Lhe Texas Supreinc CourL's

decision, buL th» ulLimate outcome of the appeal ond ils resulL or the maleriality thereof connoL bc

predicted ot, this time. I"or I'urther discussion ol'nit 3 dcfcrrals, see "Docket 9945" ond " 'I'exas Rote

I'iling."

The recovei'y of Lhe Palo Verde Unil 3 accounting del'errals is currcnLly an issue in the Texas

first rale case in which deferrols are included in rates, a utility must demonstraLe thoL the deferrols
are needed to protect the uLility's financial integrity. The Company initiallyrequested inclusion of Lhe

Palo Verde Unit 3 deferrals in rates in Docket, 9945. The Texas Commission, however, postponed Lhe
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review of Lhose deferrals until Lhe Company's next rate case. 'ec "Docket 9945." Consequently, Lhe
Company once again requested recovery of Lhe Palo Verde Unit 3 deferrals in rates in Docket 12700.

Lhe 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 protecL the Company's
financial integrity during the deferral period. 'I'he Texas Commission Staff filed supplemental
Lestimony which concurred with the Company's posiLion.

Certain of Lhe intervcnors in Docket 12700 have taken the position that, Lhe 'I'exas Supreme

necessary to protecL the financial integrily of Lhe utilityat the time of the subsequent rate case. It. is
Lhe Company's position that it must. demonstrate Lhat recovery of the accounting deferrals is instead
necessary to preserve financial integrity during Lhe deferral period. Ilowever, Lhe Texas Commission
has not, conclusively roached a decision on this issue. The ulLimate outcome of the 'I'exas Commission's
decision and any possible appeals ofLhc Commission's decision cannoL be predicted at this Lime.

Ilare Case Expenses Incurred in Dockel 7460. The issue of recovery of expenses incurred by the
Company and Lhe City of El I'aso in connection with Docket 7460 was severed from Lhe issues ruled
upon by Lhe Texas Commission in that, dockeL and was assigned to a new Docket 8018 for
consideration. On September 20, 1991, Lhe 'I'exas Commission issued its final order in Lhc case and
approved the reimbursement. of approximately $ 10.8 million for e'xpenses 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 'I'exas Commission's decision on March 18, 1994. On April 15, 1994, the City of El Paso
filed notice of intent to appeal to the CourLofAppeals the decision of the Texas District Court. Briefs
have been filed by the parties in the Courtof 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 Lo be in the public interest, in
two different cases. The City of El Paso's appeal of the Texas Commission's decision related Lo Lhe
UniL 2 sales and leasebacks (Docket 8363) is pending before the 'I'exes DistricL Court. 'I'he 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 Lhe Court of
Appeals. 'I'he Company cannot, predict Lhe outcomes of Lhe appeals of Dockets 8363 and 8078 or the
maLeriality thereof.

Performance Slandards for Palo Verde. ln 1991, the Texas Commission established performance
standards in Docket 8892 for the operation of Lhe Palo Verde units. Each Palo Verde unit included in
'I'exas rates is evaluated annually Lo determine ifits Lhree-year rollingaverage capacity factor entitles
Lhe Company to a reward or a penalty. There are live performance bands based around a target,
capacity factor of 70%. Neither a penalty nor a reward would result from capacity factors from 62.5%
Lo 7'/.5%. Capacity factors are calculated as the ratio of actual generation to maximum possible
generation. If Lhe capacity factor for any unit. is 35% or less, Lhe Texas Commission is required to
initiate a proceeding to determine whether such unit should continue Lo be included in rate base. The
performance standards are effective as of the date each unit, is included in 'I'exas rates, which was
hpril 22, 1988 for Units 1 and 2 and December IG, 1991 based on the inventory percentages, as

discussed above, for Unit, 3. 'I'he Company has previously accrued performance penalties of
approximately $ 5.1 million for Lhe performance periods of April 1988 Lhrough Apr il 1992, which Lhe
'I'exas Commission included in ordering a refund in Docket 13966. See "Texas I'uel I"iling."
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In Juno 1994, the Company filed its annual performance reporL with the Texas Commission for
Units 1 and 2. In I'ebruary 1995, lhe Company filed its initial performance reporL on Unit. 3 reflecting
0% in rates for 1992, 40% in rules for 1993 and 65% in 1994, all bused on the invenlory percentages

ordered in 1)ocket 9945. The Company incurred neither a penalty nor a reward for either report. 'I'he

three-year capacity factor was 73.5% for Unit, 1, 62.8% for Unit, 2 and 74.5% for Unit 3. The Company

expects Lhe reporl lo be filed for Units 1 and 2 with the Texas Commission in 1995 Lo rcflecL

performance for UniL I resulting in neither a reward nor a penalLy and for UniL 2 resulling in a

penalty of approximately $ 162,000. Based on historical performance and projected performance,
including planned ouLages and a provision for unplanned outages, and the three-year rolling average

for capacity measurement, current projections are thai Unit 2 will incur an additional penally for the

period ending in April 1996 of approximately $369,000. The Company has made provisions I'or Lhese

possible penalties in its financial statements. I'rojcclions for UniL I and Unit, 3, using t,he

methodology discussed above, reflccL no penally for Lhc next reporting period.

llalemaking 'I'reatment of I'ederal Income '1'axes. In a 1987 case, Public Utilit Commission of
'I'exas.v. I louston I.i htin & Power Co. 748 S.W.2d 439 ('I'ex. 1987), the Texas Supreme CourL stuLed

thaL, under certain circumstances, it is appropriate to allow only "actual taxes incurred" I'or

ratemuking purposes. The CourL of Appeals has applied the Texas Supreme Courl decision to severul

other utilities, most notably Public Ut.ilit Commission ofTexas v. GTE-Southwest, 833 S.W.2d 153

(Tex; App. - Austin 1992, writ granted). The 'I'exas Supreme Courl heard oral argumenL in the GTI"-

Southwest case in September 1993 buL hus not yeL issued its decision.

There is signilicunt uncertainty as to the application of the "actual taxes incurred" methodology

by the Texas Commission. Prior to 1992,*the Texas Commission historically granted rates Lhat

included an income tax componenL 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. 'I'he application of
that, methodology is current.ly at issue in the Texas Rate Filing. In its Interim Order, t.he Texus

Commission has applied a form of the actual taxes methodology. See "Texas Rate Filing."

~The appeals relaLed Lo Dockets 8363 and 9945 include claims that, the Texas Commission failed to

adhere to the "act.ual taxes incurred" methodology in selting the federal income tax expense

component, of the Company's rates. As a result,, any remand of Dockets 8363.or 9945 to the 'I'exas

Commission could include u reconsideration of Lhe respective federal income tax components, which

were based on t,hc "stand alone" methodology previously used by the Commission.

Depending on the oulcome of any such remand, Lhe Company may bc required lo refund cerluin

amounts collected in ruLcs during Lhe period th«Docket, 8363 and 9945 raLes were in cITecl. 'I'he

likelihood and amounL of any rel'unds are uncert ~in ul Lhis time because the ult,imate outcome ol',he

pending appeals is unknown, und the Company cunnol predict, the resull ol'any remand.

New Mexico Rule Matters

i(ale Moderation Plan - Palo Verde. In 1987, Lhc New Mexico Commission approved a Stipulation

in Case No. 2009 esLublishing a rat,e moderuLion plan, pursuant, Lo which t.he New Mexico

jurisdictional porlion of Lhe Company's interest, in Palo Verde Unit 1 and one-Lhird of Common Planl

und approximately 83% ol'he lease payments on Uni12 und lhe related Common Plant were phased-

in to rates in three sLeps. After the third step of the phase-in, the rate moderation plan required the

Company to I'rcexc New Mexico rules through Dcccmber 31, 1994. CSW hus agreed to keep this rate

freeze in effect for an additional three years il'thc Merger becomes effective. 'I'he rute moderation plan

also required the Company Lo file a cost, of service reporL every two years through the end of 1996 to

enable the New Mexico Commission to determine wheLher the Company was overeurning. See
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"Annual Filing Requirements" below. 'I'hc Case No. 2009 SLipulation also required, thaL in lieu of a
prudence review of the Company's part,icipation in the Palo Verde project, all costs associated wiLh
UniL3, and thc associated Common Plant, would be permanently excluded from New Mexico rates.

The Company must. recover the New Mexico jurisdictional portion of t,he Company's investment.
in Unit 3 through off-system sales in Lhe economy energy markeL For several years, markeL prices for
economy energy sales have not been at levels suf)icient to recover the Ncw Mexico portion of Lhe
Company's current operating expenses related to UniL 3, including decommissioning costs and lease

'ayments. The Company expects these market prices to remain at, such )evels in Lhe near Lcrm. The
Company projects, but cannot assure, that. thc market, prices ofeconomy energy ultimately will rise to
a level suAicient 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 cst.ablished
performance standards in Case No. 1833 for Lhe operation of I'alo Verde. Thc entire station is
evaluated annually to determine il'its achieved capacity factor entitles the Company Lo a reward or a
penalLy. 'I'here arc five performance bands based around a target capacity factor of 67.5%. Neither a
penalty nor a reward would result I'rom capacity facLors from 60% Lo 75%. The capacity factor is
calculated as the ratio of actual generation to maximum possible generation. Since Unit 3 is noL 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. )f Lhe annual, capacity facLor is 35% or less, Lhe
New Mexico Commission is required to initiate a proceeding to reconsider Lhe rate base Lreatment of
Palo Verde. See "Annual I"iling l(equirements" below.

Annual h'iling 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 estab)ish 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 arc
included in the establishmenL o)'a new lixed fuel factor, if a new fuel factor is warranted: The
Company has received an extension through April 3, 1995 to file its annual fue) reconciliation report
for 1994. The Company anticipates that the fuel report. will show a moderate decrease in its currenL
fuel fact.or. The Company expects Lhe 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. 'I'he 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 ofservice report
every t,wo years through t,he end of 1996 Lo enable Lhc New Mexico Commission Lo determine wheoier
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 noL overcarning, and in fact had a non-fuel revenue
deficiency of$ 12.6 million for the New Mexico service terr'itory ifthe'leLLer ofcredit draws on Lhe Unit, '

portion of the Company's sale and leaseback Lransactions and administrat,ivc costs of the
Bankruptcy Case were factored into the calculation. 'I'he Company cannoL assure thaL 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 informat.ion in this compliance
filing. Ifthe Merger becomes effective, CSW'has agreed to freeze base rates at, current levels for Lhe
New Mexico jurisdiction following the Effective Date.

FERC Regulatory Matters

'I'he majority of the Company's rates for wholesale power and transmission services are subject Lo

regulat.ion by I"ERC. Sales of wholesale power subject to FERC regulation make up a signilicant
port,ion, approximately 12% in 1994, of the Company's operating revenues. Although rates to
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wholesale custoniers require I"ERC approval, Lhe Company and its wholesale customers generally
have established such rates Lhrough negoLiation, based on certain cost, ol'service assumpt,ions, subject
to FI"RC accepLance of Lhe negotiated raLes.

'I'he Company has a long-term firm power sales agrcemenL with IID providing for the sale of
100 MW ol'firmcapacity to IID Lhrough April2002. Thc Company also provides contingent, capacity

ol'0

MW to IID. The agreement generally provides for level sales prices over Lhe life of Lhe agreement,
which were inLcnded to recover I'ully tlie Company's projected costs, as well as a ret,urn. IIecause of the
levclized raLe, such costs and return were anticipated to exceed revenues for a number ol'he early
years of Lhe agrceinent, wiLh a reciprocal effect. in Lhe later years of the agreement,. 'I'he Company has
accrued revenues under the terms of Lhe agreement in t,he amounts of $ 1.2 million, $2.4 million, and
$2.9 million in 1994, 1993 and 1992; respectivoly. Such accrued amounts, which since the incepLion of
thc agreement aggregate $34 million as ot'ecember 31, 1994, are recorded as a long-Lerm contract.
rcceivablc on thc Company's balance sheets. IIased on the contractual payments, recovery of Lhe
unbilled amounts should begin in 1995. 'I'he agrccmcnt also provides that, the Company may seek
increases in the sales price ifsufficient. evidence exists to determine that certain operating costs have
incrcascd above those used in dctcrmining the original sales price.

The Company has a firm power sales agreement wiLh Texas-New Mexico Power Company
("TNP"), providing for sales to TNP in the amount of75 MW through 2002, subject, to provisions in Lhc
agreemenL that allow a reduction to a minimum of 25 MW in Lhc amount of demand on a yearly basis.
TNP has provided the Company notice that it would take advantage of the provisions Lo reduce the
cont,ract demand to 25 MW for 1994, 1995 and 1996, while preserving it.s option t.o maintain or
increase,its contract, demand in subsequent years. Sales prices, which decline over the life of the
agreoment, are based on substantially the same scheduled and projecLed cosLs and return as Lhe III)
agreement, discussed above.

Rate tariffs currently applicable to IID and TNI'ontain fuel and purchased power cost
adjusLment 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 agreemenL with Cl"E to provide capaciLy and associated energy to CVI"
over a base term that, began May I, 1991 and ends December 31, 1996. The agreement, may be
exterided monthly after t,hat date upon Lhe agrecme»t of the parties. The power sales willbe 150 MW
during the summer mont,hs and 120 MW at other Limes of the year through Lhc remaining term of Lire
agreement,. 'I'o supporL the requiremenLs of the agreemenL wit.h Cl"E, the Company entered into a finn
power purchase agreement with SPS for at, least,50 MW during Lhe base term of the CI'I"contracL 'I'he
obligations of Cl"I" under the agreement are subject to continued budgetary auLhorization by t,he
MinisLryof I'rogramming and Budgeting ot'Mexico for each calendar year. I'ricing for the power sales
includes an escalat,ing capacity charge and recovery of energy costs at, system-average costs plus Lhird
party energy charges. The agreement, provides for paymenLs to be made by Cl"L'n United States
dollars.

I). Summary ofSignificant Accounting I'olicies

General. 'I'he Company maintains its accounts in accordance with the Unit'orm System of
Accounts prescribed for electric utilities by the I"I"RC. 'I'he Company, prior to December 31, 1991,
reported its regulated utiliLy operations pursuant to Sl"AS No. 71, "Accounting for the I"ffects of
Certain 'I'ypes of Regulation," as amended. As more fully discussed in Note C, t.he Company
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discontinued lhe application of SI"AS No. 71 os of December 31, 1991 and accounted for such
discontinuation in uccordance with SEAS No. 101, "Regulated Enterprises —Accounting for the
Disconlinuation ol'Application ofSFAS No. 71."

The Company has accounted I'or all transactions related to Lhe reorganization proceedings in
accordance with SLotemenl of Position 90-7, "Financial Iteporting 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 ol'he Company that, are
expected Lo be impaired under thc Plan ore reported separately in lhe Company's balance sheet as
obligations subject, to compromise (See Note H for a descripLion of such obligations). Pursuant Lo
SOP 90-7, the Company accrues interest on its secured obligations os well as, to the extent allowed by
the Plan, on iLs unsecured und undersecured obligations. Expenses und inLerest income resulLing
dir ectly from the reorgunizalion proceedings are reported separatoly in the Statements of Operations
as reorganizalion items.

'I'he confirmation of the Plan (Note A) did not result in changes in the carrying amounts of Lhe
Company's assels or liubiliLiesor the accounting buses used by the Company. Any changes resulting
from Lhe emorgence from bankruptcy would be reflecLed uL the L'ffective Dote. In addition, the effects
of the Merger have not been reflected because of uncertainties regarding wheLher the Merger will be
consummated. In Lhe evenL Lhe Merger is consummated, it is anticipated that it would be recorded
using Lhe purchase method of accounting whereby the Company's assets and liabilities would be
adjusled Lo market, value on lhe I"ffective Date.

Uglily Planl. Ulilityplant is stated at. original cost, less regulatory disallowances. CosLs
include labor, material, construction overheads, and allowance for funds used during construction
("AI'UDC")or capitalized inLerest (see Capitalized Interest below). Depreciation is provided on a
straight-line basis at annual rates which willamortize the undepreciated cost of depreciable properly
over the estimated remaining service lives which range from 3 years to 49 years. Polo Verde is being
amortized on o straight-line basis over approximately 40 years.

The Company charges the cosl of repairs and minor replacements to the appropriate operating
expense accounts und capitalizes the cost of renewals and belterments. Gains or losses resulting from
retirements or olher dispositions ofoperating property in the normal course of business are credited or
charged to Lhe accumulated provision for depreciation.

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

'I'he cost ol'nuclear'fuel is umorLized to fuel. expense on a unit-of-production basis. A provision
for spenL fuel disposal costs is charged to expense based on requirements of DOE for disposal cosl of
one-tenth ofone cent. on each kilowatt, hour generated.

Capilali ed lnlerest. As a result of disco»tinuulion of Lhe application of SI'AS No. 71, the
Company discontinued accruing Al"Ul)C in 1992. In place of AFUDC, the Company capitolizes to
consLrucLion work in progress ("CWII'") ond nuclear fuel in process interesl cost, calculated in
accordance wiLh Sl"AS No. 34, "Capitalization of Interest Cost," und SOP 90-7.

Cash and Cash Equiualenh. All temporary cosh investmenls wilh an original maturity of Lhree
months or less are considered cash equivalenLs.

Inrreslmenls. 'I'he Company odopted SEAS No. 115, "Accounting for Certain Investments in
l)ebl ond Equily Securities," aL January 1, 1994, which requires marketable securities Lo be valued aL
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markeL value. 'I'hc Company's markelable securities, included in deferred charges and other assets in
Lhe balance sheets, consisl primarily of municipal bonds in trusL funds established I'or
decommissioning of its intercsL in Palo Verde which have a fair market value of approximately
$20.2 million al December 31, 1994. Such marketable securities are classified as "available-for-sale"
securities as detained by Sl"AS No. 115 with the difference beLween cosL and markeL value shown as a
separate component, ol'capitalizalion. The adoption of SI"AS No. 115 resulted in a neL unrealized gain
of $ 308,000, neL of income Laxes of $ 166,000, at, January 1, 1994 and a net, unrealized loss ol'$350,000,
nelol'income lax benefits of $ 189,000, at, Deccmbcr 31, 1994.

Inuenlori«s. Inventories, primarily parts, maLerials and supplies, are slated aL average cosl.

Operating IIeuenues. Operating revenues are accrued for sales ol'lecLricity subsequenl,lo
monLhly billingcyclo daLes but prior Lo the end ol'Lhe accounting month.

I «el Cost AiijuslmcnlProuisions. I"uel revenues and expense are staled at actual cosL incurred.
The Company's 'I'cxas and New Mexico retail customers are presently being billed under fixed fuel
factors approved by Lhc 'l'exas Commission and t,he New Mexico Commission. Rate LarilTs currently
applicable to certain I"EIICjurisdictional customers contain appropriate fuel and purchased power
cost adjuslmenL provisions designed to recover Lhe 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 Inuestmenl Tax Credits. Effective January 1, 1993, thc Company
began accounting for federal income taxes under Sl"AS No. 109, "Accounting for Income 'I'axes," which
requires Lhe asset, and liabilitymethod of accounting for income taxes. Under the asseL 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 Lhe Company to record a valuation allowance to reduce
its deferred lax assets to the extenl il is more likely than not that such deferred tax assets willnol be
realized. SFAS No. 109 recognizes the effect on deferred tax assets and liabilities of a change in tax
rate in incotne in lhe period thai includes the enactment date. Prior to 1993, in accordance wit.h
Accounting Principles Board Opinion No. 11 ("APB Opinion No. 11"), the Company used the deferred
method of accounting for income taxes. Under Lhe deferred method; deferred income taxes are
provided on timing differences between reporting income and expense items for financial stalemcnt,
and income tax purposes. The Company recognized the effect of a change in accounling principle for
the adoption ofSl"AS No. 'I09 in 1993 by a $ 96 millioncharge to results ofoperations.

lnveslmenl Lax credit ("I'I'C")generated by Lhe Company is deferred and amorlized Lo income
over the estimaled remaining useful lives of Lhe properly that generated thc credit,.

Bene/it Plans. See Nole I. for accounting policies regarding the Company's retirement plans
and postretirernent bcnefiLs.

.IIcclassificalions. Certain amounts in the financial statements for 1993 and 1992 have been
reclassified Lo conform with Lhe 1994 presentation.
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E. Palo Verde and Other Jointly Owned UtilityPlant

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 Lhe
ANPP Participation Agreement. Other jointlyowned utilityplant 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 investmenL in jointlyowned utilityplant, excluding fuel, is as follows:

Electric Plant
in Service

Accumulated Construction Work

(In thousands)

December 31, 1994:
Palo Verde Station
Other

$ 940,279
135,178

(131,737)
(54,307)

$ 12,121
1,050

December 31, 1993:
Palo Verde Station
Other

$ 928,351
133,561

$ (112,296)
(49,628)

$ 19,881
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 Lhe 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 I3 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, ofoperations.

Sleam Genera(or Tu6es. 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 Lwo steam
generators in Unit 2 and, to a lesser degree, in UniL 3. This form of tube degradation is uncommon in
the nuclear industry. 'I'he units also have experienced a more common type of tube cracking. 'I'he Lube
degradation was discovered following a steam generator tube rupture in Unit, 2 in March 1993 and,
since thaL time, APS has undertaken an ongoing investigation and analysis and has performed
corrective actions designed to mitigate further degradation.

The corrective actions have included changes in operational procedures designed to lower Lhe
operating LemperaLures of the units, chemical cleaning and implementation of oLher technical
improvements. From Sep'tember 1993 l,hrough mid-summer1994, the units'ere operated at, reduced
power levels of approximately 86% to reduce the operating temperatures. The units werc returned Lo

full power with operational modifications that enabled the units to be operated at lower temperatures.

Since th«discovery of th» tube degradation, each of the units has been removed from service
periodically for inspections. The inspections have been performed during regularly scheduled
refueling ouLages and mid-cycle inspection outages. During 1994, UniL2 was removed from service for
Lwo mid-cycle inspecLion 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 affecled t.ubes are taken outof service by plugging. That
has occurr«d in a number of tubes in all Lhree units, particularly in Unit 2, which has the most tubes
affected by cracking and plugging. APS has stated Lhat iL expects Lhat the remedial actions
undertaken willslow the rate of plugging to an acceptable level. APS also has stated LhaL it currenLly
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believes that the I'alo Verde steam generators arc capable of operating for their designed life ol'forty
years, although, at some point in the future, long-term economic considerations may make steam
generator replacement a desirable opLion.

Liabilityand Insurance Matlcrs. The Palo Verde ParticipanLs have insurance for public liability
payments resulting from nuclear energy hazards to the full limit,of liabilityunder federal law. 'I'his
potential liabilityis covered by primary liabiliLyinsurance provided by commercial insurance carriers
in Lhe amount of $200 millionand the balance by an indusLry-wide reLrospective assessment program.
The maximum assessmenL per reactor under Lhe retrospecLive rating program for each nuclear
incident is approximately $79.2 million, subject, to an annual limiLof $ 10 million per incidenL. Bused
upon Lhe Company's 15.8% interest, in thc three Palo Verde units, Lhe Company's maximum potential
assessment per incidenL is approximately $ 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
proper Ly damage Lo, and decontamination ol; property at, I'alo Verde in the aggregate amount of $2.7
billion, a substantial portion of which must. first, bc applied to stabilization and decontamination. 'I'hc
Company has also secured insurance against, porLions ofany increased cost, ofgcncration or purchased
power resulting from the accidental outage ofany of the Lhree units ifthc outage exceeds 21 wccks.

Decommissioning. The Company's depreciation expense includes approximately $7.5 million,
$7.5 million and $5.2million 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 Lhe portion of its owned interest in Palo Verde and
over the Lerm 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'he Company is utilizing a site specific sLudy for Palo Verde, dated I)ecember 1993, prepared
for the Company by an independent consultanL, thaL estimates the cost Lo 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 spenL fuel storage facilities of
approximately $ 50 million. The study assumes the prompt removal/dismantlement method of
decommissioning will be used Lo decommission Palo Verde. The study also assumes (i) that,
decommissioning will take place I'rom 2024 through 2035 for the production uniLs; (ii) thaL
n>aintenance expense for spent, fuel storage will be incurred from 2035 through 2067; and (iii) that
decommissioning of the spent fuel storage facilities willoccur in 2067. Although the study is based on
the latest. available information, there can be no assur'ance Lhat decommissioning costs will noL
conLinue Lo increase in the future.

The Company has established external trusts with independent, trustees, which enable Lhe

Company to record a currenL deduction for federal income Lax purposes of a portion ofamounts funded.
As of I)ecember 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 trusLs'unds of approximately $ 1.0 million, $ 0.6 million and $ 0.5 million in 1994, 1993 and 1992,
respectively, are reflected on thc statements of operations as interest income. The Company is
currently collecting a porLion of decommissioning funding obligation for Palo Verde Units I and 2 in
all three of its ratemaking jurisdictions and for Unit. 3 in its Texas and I"I"RC jurisdicl.ions. 'I'he

Company must, fund the decommissioning requiren>cnts for Lhe New Mexico jurisdictional por l.ion of
UniL 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 conLracts with its FERC
customers, increases in decommissioning costs must be absorbed through reduced margins on these
contracts.

Currently, Lhe 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 Lhe related
leases for the leased porLion of Palo Verde. Subsequent to the filingof the bankruptcy petition, the
Company has made contributions to Lhe decommissioning trusts pursuant to funding requirements of
the NRC, the ANPP Participation Agreement and orders of the Texas Commission, Lhe 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 porLions of Palo Verde sold and leased back. Ifthis occurs, the Company anticipates it would accrue
for and fund all porLions of the Palo Verde decommissioning costs over the operating license terms.
This funding method has been incorporated in the rate request in the Company's rate filingcurrently
pending before the Texas Commission.

'I'he Energy Policy Act includes an assessment for decontamination of the DOE's enrichment
facilities. The total amount of this assessmenL 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 approximately $7.1 million which
represents its portion of the estimated assessment.

The FASH 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
FASH were to require such a change in 1995, the Company would be required to record an additional
liabilityofapproximately $ 182.5 million based on the current cost esLimates discussed above. At the
present time, the Company cannot predict the effects on the financial condition or results ofoperations
ifit were required to record f,he additional liability.

ANPP Parlicipation Agreement. I'ursuant 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 thaL ifa participant fails to meet, its payment obligations, each non-defaulting participant
shall pay its proportionate share of the payments owed by the defaulting participant.

F. Common Stock

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

ResumpLion of dividends on common stock will depend on Lhe 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 SIock Purchase Plan. 'I'he Company had an employcc stock purchase plan under
which eligible employees were granted options twice each year to purchase shares of common stock.
'l'his employee benefit plan terminated Junc 30, 1994.

Employee Slock Compensation Plan. The Company has a broad-based employee stock
compensation plan under which shares of Company common stock may bc issued I'rom time Lo Limo to

eligible employees. Under the plan, t.he Board's Compensation/Benefits CommitLee may dirccL 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 Lo expense. No shares were issued under the
plan during 1992 through 1994. Under the I'lan, this employee benefit plan would be terminated aL

the Effect,ive Date.

Employee Slack Option f'lan. 'I'he Company's I",mployee Stock Option Plan was approved by Lhe

Board of Directors in December 1987 and received shareholder and regulatory approval in 1988.
I"ollowing amendment in 1990 Lo 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

granLed at not. less than fair markeL value.

ALDecember 31, 1994, the ouLstanding common stock options are as follows:

Dote of0 tions

August 23, 1989
January 24, 1990
March 27, 1990
May 21, 1990
November 19, 1990
May 18, 1992
November 17, 1992
September 14, 1994

Total options outstanding

Total options exercisable at l)ccembcr 31, 1994

Option
I'rice

$ 8.875
8.625
8.375
7.250
3.875
3.000
2.500
1.375

Numl>cr
ofShores

184,300
100,000
145,800

50,000
704,725
397,706
572,100
840 394

2995 025

2 025 219

Options granted May 18, 1992 and November 17, 1992 are exercisable in installments, with
25% of the opt,ions exercisable immediately and an additional 25% exercisable each full year from the

date of the award. In addition, the options granted May18, 1992 and November 17, 1.992 are not
exercisable, with certain exceptions, until a plan of reorganization becomes effective in Lhe Company's

Bankruptcy Case. AlloLher options granted were exercisable immediately. AllopLions granted have a

ten-year cxpirat,ion period from the date of thc award, subject to earlier termination in the event of
termination of employmenL, death, tot,al and permanent disability or dissolution or liquidation of'Lhe

Company. 'I'he plan also provides for stock appreciation rights if there is a change in control of Lhe

Company, as defined in Lhe Plan. Options are granted at, the discretion of the Compensation/Benefits
Commit tee of the 13oard. During 1992 Lhrough 1994, there were no options exercised. Under Lhe Plan

and pursuant to the Merger AgreemenL, options outsLanding at the Effective l)ate would be converted

Lo opt,ions to purchase common stock ofCSW.
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Changes in common sl.ock are as follows:

Shares
Common S(ock

Amount

13alance December 31, 1991
Issuances ofCommon Stock:

1992
1993
1994

13alance l)ecember 31, 1994

35,525,461

9,502
9,367

35 544 330

(In (housan(Is)

$ 339,047

31
19

~339 097

Shares of common sLock reserved for issuance under the above described sLock benofit plans
wore 3,116',680 at. December 31, 1994.

Directors'Block Compensalion Plan. In 1991, the Board of Directors approved a Directors'tock
Compensation I'lan, which was submitted to and approved by the shareholders of thc Company at thc
Annual Meeting held May 20, 1991, subjecL to regulatory approval. Ilowever, the Company has noL
filed thc necessary applications with Lhe New Mexico Commission and the I'I"IICto obtain approval of
the issuance of up to 300,000 shares of common sLock under the plan or filed a registraLion statemcn1
related to Lhe shares to be issued under the plan wiLh Lhe SEC and does not intend 1o do so at the
currenL time. A total of300,000 shares of the Company's common stock would be reserved I'or issuance
under the plan if the regulatory approvals are obtained. Issuances at fair market value would be
charged to expense. Under Lhc Plan, this benefit plan would be terminaLed aL Lhe L'ffective Date.

G. Preferred Stock

The Hoard 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 predicL when the prel'orred stock
dividends and sinking fund payments willbe resumed, ifever, but such payments are precluded by the
13ankruptcy Code during the Company's Bankruptcy Case. (See Note A for the treatment of prel'errcd
stock, including interim paymen1s, under Lhe Plan).

'I'he Company accrued dividends on and increased Lhe balance of preferred slock, redemption
required, with an offsetting decrease Lo retained earnings for Lhc last Lwo quarters of 1991. No such
dividends have been accrued on preferred sLock, redemption not required. Hecauso ol'Lhe bankruptcy
filing, the Company, beginning with Lhe first, quarter of 1992, ceased accruing any dividends on
preferred stock and eliminated the deducLion of prel'erred sLock dividend requirements I'rom the
determination of net, loss and net, loss per weighted average share ofcommon stock outstanding insofar
as the prefer) ed stock is subordinate Lo unsecured obligaLions.

Under Lhe Con>pany's articles of incorporalion, as ol'July 1, 1992, the holders of preferred stock
have Lhe right (subjecL Lo satisfaction of certain procedural requirements) Lo elecL 1wo additional
directors to Lhe Board of l)irectors. 'I'his righL has accrued because dividends on the outstanding
prel'orred stock have accumulated and remained unpaid in a cumulativ«an)ount at least equal to I'our
quarterly dividends. 13ccause preferred stock dividends in an amount equal to twclvc full quarLcrly
dividends are unpaid, the holders of the preferred stock also are entitled to elccL thc smallest number
of directors necessary Lo constitule a majority of Lhe full 13oard of l)irectors until all dividends of
preferred stock have been fully paid. Ilowever, under the I'lan, by voting in favor of Lhc" I'lan, the
preferred shareholders have waived any right Io elecL a majority of the Board of l)irectors under Lhe

Company's articles of incorporation. 'I'he Company has not received notice of any preferred
shareholder's desire or inLcnt to exercise the right Lo elect two additional directors and cannoL predicL
whether or when any such action migh1be taken.
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All prelerred slock issues (redemption required and redcmpLion noL required) are entitled in
preference to common sLock, to $ 100 per share plus accrued dividends, upon involunlary liquidation.
All issues are entitled to an amount. per share equal Lo the applicablc optional redempLion price plus
accrued dividends, upon voluntary liquidation.

I"ollowingis a summary ofcumulai,ive per share dividends in arrears and cumulative dividends
in arrears ol'issued and outsLanding preferred stock, as of l)ecember 31, 1994, calculat«d according Lo

the terms of t,hc preferred stock:

Preferred Stock, Redemption ltcquired:

$ 10.75 1)ividend
8.44 Dividend

$ 8.95 Dividend
$ 10.125 Dividend
$ 11.375 Dividend

Preferred SLock, Redemption nol Required:

$ 4.50 Dividend
$ 4.12 I)ivitlend

4.72 Dividend
$ 4.56 Dividend
$ 8.24 Dividend

Cunlulative
Per Share
Dividends
in Arrears

$ 37.63
29.54
31.33
35.44
39.81

$ 15.75
14.42
16.52
15.96
28.84

C u el u Ia Iive
1)ividends
in Arrears

(in thousands)

$ 1,957
2,883
2,820
3,544

11 943
~23 147

$ 236
216
330
638

1 513
~2933

Preferred Stock, Redemption Required. I"ollowing is a summary of issued and ouLstanding
preferred sl.ock, redemption required:

Shares Amount
(in thousands)

0 p II0 >ill I

Itedelnption
Price Per
Share at

Decem)>er 3i,
I 994

$ 10.75 Dividend
$ 8.44 Dividend
$ 8.95 Dividend
$ 10.'125 Dividend
$ 11.375 Dividend

Accrued dividends in
8 rrcal's

52,000
97,600
90,000

100,000
300 000
639 600

$ 5,200
9,760
9,000

10,000
30 000
63,960

3 300
3 67 266

$ 102.50
102.11
102.24
100.00
100.00

Each series of preferred stock, redemption required, is enlitl«d to the benefits of its rcspecLive
annual sinking fund which requir«s redemptions ol' specified number of shares or a pcrccntagc of
outstanding shares. Thc sinking fund redemption price on all series is $ 100 per share plus accrued
dividends. In addition to required redemptions, each series is redeemable al thc option ol'hc
Company at, various stated redemption prices.
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Sinking fund requiremenLs for each ol'hc above series are cumulative and, in thc event they
arc not satisfied al. any redemption dale, the Compony is restricted I'rom paying any dividends on ils
common stock (other Lhan dividends paid in shares of common stock or other class of slock ranking
junior to Lhc preferred sLock as to dividends or assets). Sinking fund payments in Lhe following
amounts hove been missed: (i) $750,000 (7,500 shares al $ 100 per share) due each of OcLober I, 1991,
October I, 1992, October 1, 1993 and October 1, 1994 on the Company's $ 8.95 Dividend Preferred
Stock; (ii) $ 600,000 (6,000 shores oL $ 100 per share) due each of October I, 1991, October I, 1992,
October I, 1993 and October I, 1994 on Lhe Company's $ 8.44 Dividend Preferred Stock; (iii)$ 400,000
(4,000 shores al $ 100 per share) duc each of January I, 1992, January 1, 1993, January I, 1994 and
January 1, leeS on Lhc Compuny's $ 10.75 Dividend Preferred Stock; (iv) $ 10 million ('100,000 shares
iiL $ 100 per shore) due each of July I, 1992, July I, 1993 and July I, 1994 on the Company's $ 11.375
l)ividend Preferred Slock and (v) $ 5 million (50,000 shares ot $ 100 per share) due each ofJuly 1, 1992
and July I, 1993 on Lhe Company's $ 10.125 Dividend Preferred Stack. At, December 31, 1994 Lhe toLol
arrearage of mandatory sinking fund puymcnLs is $ 46.6 million.

'I'he aggregate conLracluol amount,s of thc above prel'erred stock required to be redeemed for
each of thc next, five years are $ 1.75 millionper year.

Preferred Slocl:, lkcdcmplion not Required. I4'ollowing is a summary of prcfcrred sLock issued
und outsLanding aL December 31, 1994 which is noL redeemable except at, t.hc opLion of the Company:

$4.50 Dividend
$ 4.12 l)ividend
$4.72 Dividend
$4.56 Dividend
$ 8.24 Dividend

Shal'cs

15,000
15,000
20,000
40,000
52 450

142 450

hn5ount
(In thousands)

$ 1,534
1,506
2,001
4,000
5 157

14 198

Optional
Itcdcinpiion

Price Per
Share

$ 109.00
103.98
104.00
100.00
101.34

H. Obligations Subject to Compromise

Under the 13onkruptcy Code, cerloin claims ogainst, the Company in existence prior Lo Lhe
I'otitioiil)ote are sLayed, subject, lo their trealmenL in the Plan (or another plan of reorganization that,
becomes cffcctive). Addit.ional claims, which may also be subjecl to compromise, have arisen und muy
continue Lo arise subsequent. Lo lhe PetiLion l)oLe os a resull of rejection ol'xecutory onLracts,
including Lhe lcascs related to I'iilo Ycrdc and ot,her leases, and from Lhc determinut.ion by the
l3unkruptcy Court, (or as may bc agreed Lo by purlies in interesL) of allowed claims for contingencies
and ot.hcr disputed uniounts. In accordance"with Lhe SOP 90-7, these claims are reflected at, amounts.
expected to be allowed by Lhe 13unkr«ptcy CourL in Lhc December 31, 1994 and 1993 balance sheeLs os
"Obligut.ions Subject to Compromise," which amounts could differ'ubstantially from the settled
iimounLs. I'or o description of the treatment. ofclaims under thc Plan, sec Note A.

'I'he expirat,ion dut.e for filingcreditors'cloims against the Company with the 13onkruptcy Court
wus June 15, 1992. As of l)ecember 31, l 994, unresolved claims approximate $ 5.0 billion, reflected by
approximately 350 proofs ofclaim on file wit.h the l3ankruptcy Cour L. There also are approximately 50
proofs of claims lhut do not specify on umounL The Company continues thc process of reviewing each
proof ofclaim to reconcile the claimed amount with lhe Company's books and records and believes Lhe

outstanding claimed amounts are grossly overst;ited primarily due Lo duplicaLive claims. The
Company's cstiniales of thc allowed claims us presented in the financial statements arc Lherefore
subject to change based upon the outcome of the I3unkruptcy Case.
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In late December 1991, Lhe Company ceased paying principal, intercsL und fees on portions ol'ils
secured und unsecured debL except, as described below. As a resull, all of the Company's debl is in
dcfaulL und willremain so until a plan of reorganization becomes effecLivc pursuanL to the Bunkruplcy
Case. Ordinarily Lhese defaults generally would enLille thc Company's credilors to accelerate Lhc

outsLanding 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 thc Bankruptcy Code,
however, such creditors generally are prevented from taking any action to collecl such amounls or
pursue any remedies against, the Company other Lhan through the Bankruptcy Case. The terms and
provisions of the Company's financing arrangemcnLs, including the maturiLy dates, are subject to
modification pursuant, Lo a plan of reorganization Lhul becomes effective in the Bankruptcy Case.

In accordance with SOP 90-7, through the Confirmation Date, thc Company hus been accruing
interest., at. contractual non-defuulL rules, only on debt secured by first or second morlguges to Lhe

extent LhaL Lhe value of underlying collateral exceeds Lhc principal amount, of I"irst and Second

Mortgage Bonds und no interesl was accrued on oLhcr debt. As described in Nolc A, thc I'lun requires
the Company Lo make interim payments representing interest on other debt, and such amounts have
been recorded since thc ConfirmaLion Date.

Since lhc Pelilion Date, the Bankruptcy Courl has issued various orders aulhorizing payment
of interesl accruing since July I, 1992 to certain secured creditors. The Company paid approximately
$ G7.7 million, $ 64.7 million and $32.5 million for 1994, 1993 and 1992, respeclively, in interest on
I'irst and Second Mortgage Bonds of the Company for lhe period ofJuly 1, 1992 through December 31,

1994, including those bonds held as security for the Company's revolving crediL facility, described
below, and interesl on three series of pollution conLrol bonds. With respect to Lhree series of pollution
control bonds, the Company has reserved its right, Lo'epayment from the banks issuing letters

ol'redit

supporLing such bonds of amounts paid lo reimburse the banks for inLeresl paid on the bonds

through draws on the letters of credit in the e'venL 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 contraclual obliguLions of the Company's debt, agreemenls require
principal payments to be made during Lhe next. year of approximately $41.5 million; these amounts
are presented as non-current because of the stay as of the PetiLion Date. Contractual obligations of the
Company's debl agreements required principal puymcnls in 1994, 1993 and 1992 of approximately
$29.9million, $ 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 periods. Contract. non-default
interest expense on unsecured and undersecured debL was approximaLely $45.7 million, $41.8 million
and $41.1 million for the years ended December 31, 1994, 1993 und 1992, respcctivcly, which has noL

been accrued by Lhc Company. As explained in NoLe A above, interim payments of approximately
$24.8 million and $ 10.2 million wore accrued in 1994 und 1993, respectivoly, und recorded us intercsl
expense.

I'ulure conLruclual minimum annual principal requirements on secured and unsecured debt at.

December 31, 1994 are as follows (In thousands):

1995
199G
1997
1998
1999

$ 41,471
37,340
36,316
50,580
52,550

As of December 31, 1994, approximately $ 123.0 million remained due on contractual minimun>

annual principal reduction requiremenls for 1992, 1993 und 1994.

Tho Lubl«above does not reflect any of Lhe potential effects upon I'ulure contractual debt

requirements that, would resulL from the Plan becoming effective.
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The I'ollowing is a summary ofobligations subject to compromise:
December 3]

Secured Debt.:
FirsL MorLgage 13onds (1):

4 5/8% Series, issued 1962, due ] 992
6 3/4% Series, issued 1968, due 1998
7 3/4% Series, issued '] 971, due 2001

9% Series, issued 1974, due 2004
10 1/2% Series, issued 1975, due 2005

8 1/2% Series, issued 1977, duc 2007
9.95% Series, issued 1979, duc 2004

13 1/4% Series, issued 1984, due 1994
11.10% Series, issued 1990, due 2001

Second Mortgage Bonds (2):
11.58% Series, issued 1990, due 1997
12.63% Series, issued 1990, duc 2005
12.02% Series, issued l 991, due 1999

Revolving credit facilitysecured by I"irsLand Second
Mortgage 13onds, due 1992 (3)

] 994 ]993
(In thousands)

10,385
24,800
15,838
20,000
15,000
25,000
17,559
17,700

153 000

] 0,385
24,800
15,838
20,000
15,000
25,000
17,559
17,700

153 000

160 1100 150 000

299 282 299 282

35,000 35,000
] 05,000 105,000
26 000 25 000

185 000 185 000

Pollution Control 13onds (4):
Secured by Second Mortgage 13onds:

Variable rate bonds, due 2014, net of $ 1,781,000
on deposiL with trustee ...

Variable raLe bonds, redeemed July I, 1994, net of
$ 1,740,000 on deposit with trustee

Variable rate ret'unding bonds, due 2014
Variable rate refunding bonds, due 2015

61,719

'7,100

59 235

61,760
37,100'9 236

Nuclear fuel financing (5)
Accrued interest(6) .

OLher
Total secured debt

Unsecured Debt:
Notes payablc to banks (7) .

Pollution control bonds, variable rate, refunding bonds,
due 2013 (4)

PolluLion control bonds, variable raLe, refunding bonds,
redeemed November ], 1994, neL of$ 4,041,000 on
deposit with trustee (4)

Promissory note due 1992 (8)
Financing obligation Palo Verde Unit 2 (9) .

Accrued operating lease cost, Pa]o Verde
Units 2 and 3 (Note B)

Capitalized lease obligat,ion, Copper'I'urbine (10) .......
Prepetition accrued interest
OLher

'I'otal unsecured debt

158 054 158 096

60,620 GO,G20
46,300 . 45,654
13 287 14 654

892 543 893 305

288,4'] 6

33,300

288,416

25,000
79,186

31,7G4
25,000
79,186

177,613 137,734
8,] 06 906]
4,837 4,837

28 302 216i 012
844 780 802 010

~1537 303 ~1495 316
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(I) First Mortgage Bonds

The First Mortgage Indenture is secured by substantially all of the Company's utiliLy plant.
Under the First Mortgage IndenLurc the Company may issue bonds to the extent of 60% of Lhe

value of unfunded (as defined in the Indenture) net additions to the Company's utilityproperty,
provided thaL earnings available for interest are at least equal to Lwice the annual interest
requirements on all bonds to be ouLstanding and on all prior lien dcbL

The PirsL Mortgage Indenture provides I'or sinking and improvement funds, except as otherwise
noted, equivalent Lo 1%, (approximately $ 1 million at December 31, 1994), of the greaLest
aggregate principal amount of such series outstanding prior to a specified date. 'I'he Company
has generally satisfied Lhe 1% requirements for such series by relinquishing thc 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 requiremenL was not meL in 1992, 1993 or 1994. With respect Lo

Lhe 9.95% series, the agreemenL provides for annual cash payments to the trusLee equivalent to
4.25% ol'he 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 Lo

11.10% series, commencing in June and December 1995, the agreemenL provides for
semiannual cash payments Lo the, trustee equivalent to 7.14% of Lhe 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.

(2) Second Mortgage Bonds

The Second Mortgage IndenLure is secured by substantially all of the Company's utilityplant,.
Under the Second Mortgage Indenture the Company may issue bonds on the basis of 40% of the
value ofunfunded (as defined in the Indenture) net additions to the Company's utilityproperty,
or to the extent of Lhe principal amount ofreLired bonds.

The Second Mortgage Indenture provides for sinking funds. With respect Lo 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 Lhe trustee commencing in December 2001, of a specified
amount. 'I'he following ajipr'oxiniate amounts are contractually due as'I'ollows: 1994

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

(3) Revolving Credit I"acility

The Company currenLly has a total of $ 150 million ofdebt outstanding under a revolving credit
facility (the "RCP"). The RCI", which originally involved a syndicate of money cenLer banks,
provided for substantially all of the Company's shorl;term borrowing prior to the filingof the

bankruptcy petition. The RCP became due and payable on January 9, 1992. The RCP is

secured by $ 50 million of First Mortgage Bonds and $ 100 million of Second Mortgage Bonds.

Interest on the RCP is calculated at the non-default contract rate, which is thc administrating
bank's current quoted prime rate plus 1%. Interest rate at December 31, 1994 was 9.5%.



EL I'ASO EI.ECTRIC COMI'ANY

(I)EB'I'OR IN I'OSSESSION AS OF JANUARY8, 1992)

NOTES TO FINANCIALSTA'I'EMENTS

(4) Pollution Control IIonds

'I'he Company has approximaLcly $ 193.1 million of tax exempt Pollution Control Bonds
outstanding consisLing ol'our issues, of which three issues aggregating $ I59.8 million are
secured by Second Mortgage Bonds. Each of thc tax cxempL issues is credit enhanced by a letter
of credit. I'rior to the Petition Date, inLercst and other payments on the Pollution ConLrol
Bonds were made Lhrough draws on Lhe letters ol'credit, and Lhc Company reimbursed the
letter of credit banks for such draws. Subsequent to the petition liling, interest on all the bonds
has continued Lo be paid by draws on the letters of credit. Thc Company has paid a portion of
the resulting reimbursemenL obligaLions to the issuing banks on three Pollution Control Bond
issues Lhrough inter est payments authorized by applicablc orders of Lhe BankrupLcy Court.

In May 1992, onc scrics of Lhe secured Pollution Control Bonds was accelerated and the letLcr. of
credit, supporting such series was drawn upon I'or Lhe principal and accrued interest,
aggregating approximately $ 37.9 million. In May 1994, the acceleration was rescinded and
amendments werc made Lo the governing documents related lo this series of Pollution Control
Bonds to allow Lhe Bonds Lo bc rcmarketed during the Company's Bankruptcy Case, at the
option of Lhe letter ol'credit issuer. The amendments also provide for more flexibilityin interest
rate features, and a letter ofcredit issuing bank repurchase option that would be effective at the
Effective Date. 'I'he Bonds were remarkeLed in May 1994. The letter of credit, bank received a
total ofapproximately $ 37.1 millionin proceeds from the rcmarketi'ng as reimbursement for Lhe
letter ol'credit draw upon acceleration. The series of Pollution Control Bonds currently bears
interesL at a raLo that is repriced weekly.

With respect, to another series of Pollution Control Bonds, thc letter of credit issuer purchased
all of the outstanding bonds of that series. The governing documents related Lo this series of
Pollution Control Bonds also were amended in May 1994 to allow Lhe Bonds to be remarketed
during Lhe 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. The Bonds
continue to be held by the letter ofcredit 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 aL Lhe Effective Date. The changes wore made by redeeming the outstanding Bonds in
the series and issuing a new series of PolluLion Control Bonds with governing documents
containing Lhe new provisions, buL otherwise substantially equivalent to the former series. 'I'hc
new series ofPollution Control Bonds currently bears interest atu rate thaL is repriced weekly.

The final series of I'ollution ConLrol Bonds has been remarketed annually in November of each
year. On November I, 1994, the outstanding bonds were redeemed and a new series of Pollution
Control Bonds were issued, with modificaLions similar to the other series of I'ollution Control
Bonds. This series also now provides for shorter interest rate periods, which eliminaLes Lhe

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 amounL of the bonds issued in the
series was reduced by approximaLely $2.5 million Lhrough 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 raLe that is repriced weekly.

Because of the pendency of the Company's llankruptcy Case as well as other d«faults, including
Lhe failure of the Company to reimburse Lhe letter of credit, issuing banks as described above,
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the bonds are subject to acceleration at any time. In the evenL that Lhe bonds are accelerated
and redeemed, the tax-advantaged interest. rale of the bonds may no longer be available to the
Company.

Nuclear Fuel Financing

'I'he Company entered into a nuclear fuel purchase contract with a third party grantor Lrust,
Rio Grande Resources Trust ("RGRT"), established for the sole purpose of financing the
purchase and enrichment, ofnuclear 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 Lhe

filingof the Company's bankruptcy petition, the trust generally financed nuclear fuel and all
costs in connection with the acquisition of Lhe 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 crediL facility. The Company had
the option of either paying for Lhe fuel from Lhe trust at the time Lhe 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 elecLed to pay for the fuel as Lhe heaL was produced
from the fuel; however, no principal payments ofany kind are currently being made to the trust
because of the Company's Bankruptcy Case. 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 its own funds. 'I'he trust contends that it has an enforceable property interest
in Palo Verde nuclear fuel, power, energy and re'venues, which the Company is disputing in the
Bankruptcy Case. The Lrust 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
properLy.

Accrued lnteresL

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 Juno 30, 1992.

Notes Payable to Banks
A

The amount. represents the aggregate amount of draws on letters of credit supporting the sales
and leasebacks ofPalo Verde Units 2 and 3. See discussion of letters ofcredit draws at Note B.

Promissory Note

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

Financing Obligation, Palo Verde Unit,2

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

Capitalized I.ease Obligation, Copper Turbine

In 1980, the Company sold and leased back a turbine and certain other related equipment from
the trust-lessor for a twenLy-year period, with renewal options for up to seven more years.



EL I'ASO ELECTRIC COMI'ANY

(l)EB'I'OR IN I'OSSESSION AS OF JANUARY8, 1992)

NO'I'I S TO I"INANCIALSTATEMENTS

Semiannual lease paymenls, 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 eA'ective annual interest rate impliciLin this lease is calculated to bc 9.6%. A
gain to the Company related Lo the sale of the turbine to Lhc Lrusl in the amounL of
approximately $2.3 million is being amortized to income over Lhe term of Lhc lease. The
Company has puid and currently intends to continue to pay all posLpeLiLion lease payments on
Lhe Copper I.case.

I. h ederal Income 'I'axes

EffecLivc January ], 1993, Lhe Company adopted SFAS No. 109 and reported Lhe cumulative
effect of lhat chango, approximately $96 million, separately in Lhc December 31, 1993 Stutemenl of
Operalions. The charge Lo operations consisted of the recognition of additional tax benefits and
valuation allowances us follows:

I<'cderul State
(ln thousands)

Total

Additional neL Lux bcnelrts
Valualion allowance
Charge to operations

.$ (153,232) $ (12,230)
219 246 42 260

~66 014 ~30 030

(165,462)
261 606

96 044

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

December 3]
1994 1993

(In thousands)
Deferred tax assets:

Letters ofcredit draws
Goin on sale and leaseback transactions
Accrued lease expense, net, of inter'im payments

(Note A)
Accumulaled deferred investment. tux credits
Capital leases
I]cnefits of t,ax loss carry forwards
Investment tax credilcurryforward
Alternative minimum tax crediL carryforward
Ot,her

Total gross deferred tux assets
I.ess valuation allowance:
"I"ederal .

St,at,e
Total valuation allowance

NeL deferred lax assets

$ 100,946
48,920

62,004
26,825
24,815
33,670
16,444
18,120
80 525

$ 100,946
51,430

49,929
24,147
24,496
33,300
28,047
15,796
71 666

412 269 399 767

(221,970)
(39 808)

(223,897)
~42 318)

(261 778) ~266 215)
150 491 133 542

Deferred tax liubi lilies:

Plant, principally due to differences in depreciaLion and
basis differences

Other
Total gross deferred tax liabilities

Nel accumulated deferred income taxes ........

(232,000) (234,783)
(16 597) (22 694)

~248 597) (257 477)
~(98 10(i) ~)23 935)
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Upon adopLion of Sl"AS No. 109, a valuation allowance was recorded for del'erred Lax assets
which may noL be realized, including tax carryforwards thaL Lhe Company may not utilize bel'ore their
expiration. In making such computations, the Company has not assumed the occurrence ol'uture
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 I, 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 Lax expense (benefit):
Federal:

Current
Del'erred
InvesLment tax credit amortization

Total
It

$ 6,320 $ 15,253 $ 31

(20,304) (20,345) (I,]19)
~2838) ~2841 ~2920)
~)6 822) ~7933 ~4008)

State:
Current $ — $ 3 316 $ 81Deferred...:......... ~364) ~892) 224

Tele) ~364) ~2424 ~305
e

The 1994 and 1993 current federal income expense results primarily from the paymenL 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 benofit of approximately $ 5.8 million. For th'e year 1994, investmenL tax
credits ("ITC")of approximately $2.1 million utilized were recorded as a reduction to current tax and
included as a deferred Lax expense. The 1993 current state income tax expense results from the
settlement ofArizona income tax claims.



EL 12ASO ELECTR IC COMPANY

(l)EII'I'ORIN I'OSSESSION AS OI'2IANUARY8, 1992)

NO'I'ES TO I"INANCIALSTA'I'EMEN'I'S

I"ederal income Lux provisions differ from amounts computed by applying Lhe statutory rale of
35% in 1994 and 1993 und 34% in 1992 Lo Lhe book loss before lederal income tax as follows:

Years Ended l)ecember 31
1994 1993 1992

(In thousands)

'I'ax benet r lcomputed on loss before cumulative
effecL ofu change in accounting principle at.
sLuluLory rule

(increases) dccrcuscs in benefits due Lo:

Amorlizut.ion ofequity funds used during
construct,ion .

I'I'C amortizutir>n (neL ofdcferrcd taxes thereon
in 1994 und 1993)

Nondeductible reorgunizalion cost,s
Increase in income tax rute
Other n

'I'otal federal income tax benefit, ............
Effective federal income lax

benefit rute

$ (15,741) $ (17,426) $ (10,'944)

1,629

(1,845)
3,915

(3 151)

(1,846)
11,745
3,403

(3 809)

(2,920)
6,889

1 338

37 4% 15.9% 12.5%

~15 822) ~7938) ~4008)

'I'he Company has approximately $ 96 million of Lax NOL carryforwards, approximately
$ 16million of I'I'C carryl'orwards and approximately $ 18 million of AMT crediL carryl'orwards as of
December 31, 1994. The NOL carryforward hus been reduced by approximately $ 19 million of
estimaled Laxuble income for the year ended December 31, 1994. These carryforwards could be reduced
or eliminated, or the amounts that can be utilized in any year could bc limited, ifcertain events occur as
u part of. Lhe Company's reorganization. Such events include, buf. are not limited to, debt forgiveness,
t.he conversion of debt. Lo 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, ifany, cannot be estimated unlil u
rcorganizaLion plan is consummated. Ifunused, the NOI. carryforwards would expire at, the end of Lhe
years 2005 through 2008, t,he ITC carryforwards would expire in lhe years 2001 through 2005 and the
AMTcredit carryforwards have an unlimited life.

On Augusl 10, 1993, President, Clinlon signed tux legislation which, among other provisions,
increases the corporate income tax rule Lo 35% ret,roaclive to January 1, 1993. SI(AS No. 109 requires
thaL deferred Lux liabilities and assets be adjusted in t,he period ofenactment for the effect ofan enacted
change in tux'aws or rates. The Company recognized a charge to earnings of'approximately $3.4
million in Lhe third quarter of 1993 to reflect the impucl on nel accumulated dr.ferred income Laxes
related to such incr'case in Lhe tax rotc.

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

2I. 'Commitments and Contingencies

Cosh construcLion commit.ments for t,he Compuny subsequent Lo December 31, 1994 are primarily
r'eluled Lo Palo Verde which approximate $ 39.2 million.
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Sale/Leaseback Indemnification Obligations

PursuunL to Lhe part,icipul.ion ugreemenls und leases entered into in Lhc sale/leaseback
trunsuclions, il'the lessors incur uddiLionul tax liabilityor oLher loss as a result, of federal or slale Lax
asscssmcnts rcluted Lo lhe sale/leaseback transaction, lhc lessors muy have claims against Lhe
Company for indemnification. 'I'he lessors have filed proofs ol'laim alleging unliquidated amounts
owed pursuant, Lo Lho purlicipulion agreements and leases, which may encompuss claims I'or
indemnificut.ion. Pursuanl Lo setLlcmenL agreements entered into belwcen Lhe Company and Lhe lessors
in connect,ion with the Plan, Lhe Company's indemnily obligat,ions related to lux matters generally
would continue in effect followingLhe I"ffective Date. (See Note A.)

Arizona 'I'ransacfiun Priuilegc("Sales" ) 'I'ax indcmni/ication. 'I'he'Arizona Dcpartmenlof
Revenue'"ADIT')

conduclcd un audit of Lhe sales taxes paid on lease payments under Lhe I'ulo Verde Leases
duriyg Lh» uudiL period of'ugust I, 1988 Lhrough July 31, 1990. On March 10, 1992, the Company
received copies of Notices of I'roposed Assessmcnt issued by the ADR to each of lhc lessors. On
I"ebruury 22, 1993, the ADR filed Noliccs ofJeopardy Assessment totaling approximalely $7.8 million,
including inlerest thereon Lhrough I"cbruury 28, 1993, to converl lhe proposed deficiencies for the audiL
period into jeopardy asscssmenls, which are immediately colleclible. On I"ebruury 23, 1993, the ADIL
liled Notices of 'I'ax Lien in Lhe Maricopa County Recorder's Office and with the SecreLary of Slate of
Arizona against. Lhe lessors'nterests in Palo Verde. Although thc ADITcan lake action immediately to
collecl the alleged deficiency from the lessors, the ADR has taken no action in thaL regard. The ADR,
also may asserl uddiLional Lux deficiencies for the period from August 1, 1990 through 1991, when the
last lease payment,s were received by Lhe lessors. The lessors can cont,est, boLh the jeopurdy assessment
und the underlying asscssmenl. The Company and Lhe lessors have engaged in setllement discussions
with the ADR und, based on these discussions, the ADR has postponed further action on t.he
ussessmenLs. The Company believes it, has made adequate provision in its financial statements for any
indemnification obligat,ions resulting from t,he claim.

I"ed«ral 'I'ax Indemni/ication. One of the lessors in the sale/leaseback lransaclions related to Unit,
2 of Palo Verde has notified the Company'hat the IRS has raised issues, primarily related to
invesLment tax credit, claims by the lessor, regarding the income tax Lrcatment. of t,he sale/leaseback
Lransaclions. The Company estimates thai Lhe total amounL of poLenlial claims for indemnification
from all lessors related to t,he issuos raised by lhe IRS could approximate $ 10 million, exclusive of any
applicable interest, if the IRS prevails. This matter is at, a preliminary sLage and, ullhough Lhe
Company believes the lessor has meritorious defenses Lo the IRS'osiLion, the Company cannot predicl
the outcome of the mutter or the Company's liability for any resulting claim for indemnification. The
Company has made no provision in the accompanying financial statements related Lo this matter.

Environmental Matters

The Company is subjecl Lo reguluLion wiLh respect to air, soil und water quuliLy, solid waste
disposal and other environmenLul mutters by I'ederal, state and local authorities. 'I'hesc authorities
govern currenL facility operations und exercise continuing jurisdiclion over I'acilily modificut.ions.
I'.nvironmenLal regulations can change al a rapid pace and cannot be predicted wilh certainly. 'I'he
conslruction of new facilities is subject, to slundurds imposed by environmental regulation und
substanlial expenditures may be required to comply with such regulations. Recognition in rates ol'he
capital expenditures and operating costs incurred in response to enviro'nmcntal considerations will be
subject, to normal regulatory review and standards. The Company analyzes Lhe costs ol'ts 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 (lhe "Clean Air Acl") established new
regulatory and permitting programs administered by United States Environmental Proteclion Agency

IOI



EL I'ASO ELECTRIC COM I'ANY

(DEBTOR IN I'OSSESSION AS OF JANUARY8, 1992)

NO'I'ES TO FINANCIALSTATEMEN'I'S

("EPA") or delegated Lo state agencies. Many provisions of the Clean AirAct will aIYect operations by
electric utilities, including the Company. In particular, the following sections may have a significanL
impact, on Lhe Company: TiLlc I dealing with nonatlainmcnL ol'national air ambicnl qualiLy standards,
Title IV dealing with acid rain, and Title V'covering operaLing 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 Lhe Clean Air Act on the Company's
operalions and has insLitutcd a five-year plan in 1993 to implement Clean Air AcL requirements on
existing facilities. As part ol'Lhe plan, the Company willmake modifications to existing facilities aL the
Newman Power Station and the Rio Grande Power Station, including modifications to the sLeam
generators and combustion turbines and the installalion of conlinuous emissions monitoring
equipment. The projecled costs of these capital improvements are approximaLely $5 million over Lhc
five-year period of the plan. e

Rio Grande Power Station. The Company notilied thc New Mexico Environment DcpartmenL
("NMED")of a spill of approximately 510 barrels of fuel oil which occurred at Lhe Rio Grande Power
Station in August.1986. The remedial action plan has been approved, and remedialion is progressing.
Clean-up costs are currenLly estimated to be less than $500,000 to be incurred over the nexl 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 approximaLely $ 2 million. The
Company has been in close communication with the NMED and docs nol believe that a penalty of such
magnitude willbe assessed. The NMED has filed a proof ofclaim in the Bankruptcy Case reflecting an
alleged obligation in an unspecified sum based on alleged ground waLer or soil contamination at, the Rio

'rande Power Station. The Company has recorded the estimated clean-up costs, buL has made no
provision for any penalty in thc accompanying financial statements.

Coi-Tex Refinery Site. In November 1991, the Company was notified by the Texas Natural
Resources Conservation Commission ("TNRCC") that, thc Company had been identified as a potentially
responsible party ("PRP") aL the Col-Tex Refinery Texas Superfund Site in Colorado City, Mitchell
County, Texas (the "Col-Tex Site" ). The State ofTexas, on behalf ol'TNRCC, filed a proof ofclaim in the
Bankruptcy Case'or remediation and oversight, costs as administrative expenses. In addition, the
following entities Iiled proofs of claim in the Bankruptcy Case related to polential claims for
con'tribution in the eventany of such entities has liabilityfor remediation and oversight costs of the Col-
'I'ex 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
Lhe Withdrawal of Proofs of Claim filed by the State of Texas over the objection of Fina Oil. I"ina Oil
appealed thc Bankruptcy Court's order. On January 9, 1995, Lhe Bankruptcy CourL approved a
selLlemenL agreemenL between the Company'nd I'ina Oil pursuanL to which Lhe 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 Lhe Districl
Court's order affirming the withdrawal of thc Stale of 'I'exas'roof of Claim. On March 13, 1995,
ASARCO, Inc. filed a notice of withdrawal of its proof of claim. While the prolecLive'proofs of claim by
the two other entities remain, lhe Company believes Lhese parties have incurred minimal response
costs.

PCB Treatment, Inc. On or abouL September 26, 1994, the Company received a requesl from the
El'A Lo participate in the remediation of polychlorinated biphenyls ("PCBs") at two facilities in Kansas
Cily, 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 equipmcnL ("PCB Equipment,") to PTI, accounting for approximately 3~/o, by
weight, of the PCBs and PCB Equipment received by I'TI.
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I"I'I has since discontinued opcrat,ions and L'PA has determined LhaL its abandoned FaciliLies
roquire prompt romediaLion. In response to EPA's request,, the Company and other similarly situat,ed
companies met with EPA on October 21, 1994 to discuss PTI's compliance history, EPA's regulatory
oversight of I'Tl, the condiLion of the I acilitics, the identity ofcompanies that had sent, PCI3s Lo P'I'I, and
L'PA's legal authority Lo initiate voluntary or mandatory cleanup.

Based upon current. information, iL is apparent that more than 1,400 entities sent PCBs Lo O'I'I.

The Company is working informally wit,h other atLendees of the October 21 meeting to: (i) investigate
Lhe relationship between PTI, its affiliates and other entities that performed PCB treatment services in
association with PTI; (ii) identify all tinancially-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 eA scient
framework for remediating Lhe I"acilities. The Company also is evaluating the impact of the
bankruptcy filingon its responsibilities wiLh respect to the Facilities. At this early stage, Lhe Company
is unable to determine the extent Lo which it may bear legal liability for the remediation of Lhe
I"acilities, or Lhe amount ol'ny such liability. The Company has made no provision in Lhe
accompanying linancial sLatements rclaLed Lo 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 buL not reporLed ofapproximately $0.8 million. See Note L for a discussion ofSFAS No. 106.

K. Litigation

Automatic Stay ofLitigation Due to Bankruptcy

Upon Lhe lilingof the bankruptcy pet,ition, the provisions of the Bankruptcy Code operate as a stay
applicable to all entities of, among oLher things, the commencement or continuation of judicial,
administrative, or ot,her actions or proceedings against the Company that were or could have been
commenced before the bankruptcy petition. 'I'he sLay is subject to certain exceptions, including act.ions

by governmental units to enforce police or regulatory powers, and the Bankruptcy Court has the
discret.ion to terminate, annul, modify or condiLion the stay.

I'lains Electric Generation and 'I'ransmission Cooperative Litigation

On September 21, 1994,.the'Company and Plains Electric Generation and Transmission
Cooperat,ive,«lnc. ("Plains" ) entered into a Settlement Agreement and Release to.resolve the disputes
between t,he Lwo and provide for Lhe dismissal of the lawsuit, filed by Plains against Lhe Company in the
United StaLes District Court for the District of New Mexico, Cause No. CIV91-1199. On December 5,
1994, the BankrupLcy Court approved the settlement, which provides for the dismissal wiLh prejudice of
Lh» lawsuit upon Lhe effecLive date ol'he I.ong Term Transmission Agreement between the parties.
Under the l.ong 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
Lransmission services would be based upon an annual schedule establishe'd by the parties (with the
initial service at 30-35 MW), which can be increased at. Plains'lection 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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'I'he Company is a party Lo various oLher claims, legal actions and complaints, the ultimaLe
disposiLion of which, in the opinion of managem«nt, will not have a maLe'rial adverse effect on Lhe
operations or financial position of the Company.

Inn Benefit I'lans

Pension 13lun. 'I'h«Company's R«Lircment Income Plan (Lhe "Retirement Plan" ) covers employ«cs
who have completed one year of service with the Company, are 21 years ol'gc and work at, least a
minimum number of hours each year. 'I'hc RetiremenL Plan is a qualilied noncontributory delincd
benefit plan. Upon retircmenL or death of a vested plan participant, assets ol'Lhe Retirement Plan are
used Lo pay benefit obligaLions under the ReLirement Plan. ConLribuLions from the Company are based
on the minimum I'unding amounts required by Lhe Department of I.abor ("DOI.") and IRS under
provisions of Lhc Retircmont I'lan, as acLuarially calculated. The assets of Lhe RetiremenL Plan are
invested in equity securiLies, fixed income instruments and cash equivalents and arc managed by
prol'cssional investment, managers appointed by Lhe Company.

The Company's SupplcmcnLiil RetircmenL and Survivor Income Plan for Key I'mployecs
("SI"Rl'")'is a non-qualified, non-funded delined benelit plan which covers certain key employees of the
Company. 'I'he pension cost for Lhe Sl"RP is based on substantially Lhc same actuarial methods and
economic assumptions as Lhosc used for the Retirement Plan. I'ursuant to an order of the Bankruptcy
Court, Lhe Company is authorized to pay and has paid each recipient the lesser of $2,000 per month or
Lhe amount. he or she otherwise would have received under the SERI''rom Lhe Petition Date through
Lhe end of 1993. Beginning in 1994, thc Bankruptcy Court aul.horized thc Company to pay each
recipient, the lesser of $5,000 per month or the amount he or she otherwise would have received under
Lhc SERP. The individuals have an unsecured prepetition claim against, thc Company for any amounts
Lhey 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, Lo the Plan, the SERP would be assumed and the accumulated
dcliciencics Lo certain retirces would be paid. In addition, pursuant Lo the Merger Agreement, CSW
would lionor Lhe terms of the SERP.

During 1993, the Company entered into early retiremenL agreements with five senior executives.
'I'he cost of Lhese agreemenls in excess ofamounts previously provided through the Retirement, Plan and
Sl RP was approximately $ 4 million which was expensed in 1993 and included in the Non-Qualified
Retirement Income Plans below.

Net periodic pension cost for Lhe Retirement Plan and Non-Qualified Retirement Income Plans
under Si"AS No. 87, "L'mploycrs'ccounting for Pensions," is made up of the components listed below
as det«rmined using Lhe projecLcd unit credit actuarial cosL method:

Years Ended I)ecember 31
1994 1993 1992

I)n I iou sands)

Service cost lor benefits earned during the period
InLeresL cost on pr ojccLed benefit obligation ......
Actual return on plan assets
Net, amortization hnd deferral .

Net periodic pension cost recognized

$ 2,453
4,896

378
(3 383)
4 344

$ 6,114
4,376

(1,769)
~1355)

$ 2,165
4,235

(1,914)
1653)

~7476 ~3833

The assumed annual discount rates used in determining the net periodic pension cost, were 7.25%,
8.00% and 7.25% I'or 1994, 1993 and 1992, resl)ecLi vely.

The pension cost includes amorLizatiori of unrecognized Lransition obligations over a fifteen-year
period beginning in 1987.
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The I'undcd status of Lhe plans and amount recognized in thc Company's balance sheets at
December 31, 1994 and 1993 arc prcscnted below:

I)ecember 31
1994 1993

Non-
Qualificd

~ Rcliremcnl Rciiremcnl Rctirc)ncnt
Income Income Income
Plan Plans Plan

(In thousands)

Non-
Qualificd

Reliremenl
Income
Plans

Actuarial prcscnL value of benefit obligations:
Vested benefit, obligation
Accumulated benefit, obligation ........
Projected benefiLobligation

Plan assets aL fair value
Projected benefit obligation in excess of

plan assets
Unrecognized net (gain)/loss from

past experience
Unrecognized prior service cost
Unrecognized transition obligation
Accrued pension liability

$ (51,065) $ (10,50G)
43 574

0 (58,289)
43 Ml

0 (10,523)

(7,491) (10,506) (14,938) (10,523)

(41)
242

2 857

14G 6,414
(471) 816
304 3 265

2,239
(2,096)

348
~4~433) ~(0 527) ~4443) ~(0 032)

~39 205) ~(7 882) ~4( 846) ~7545)
~(41 483) ~9065) ~44 31 5) ~8993)

Actuarial assumptions used in determining Lhe actuarial present. value of'rojected boncfiL
obligation are as follows:

1994 1993

Discount rate
Rate ofincrease in compensation levels
Expected long-term rate of return on plan assets

8.50%
5.50%
8.50%

7.25%
6.00%
8.50%

Thc Pension 13cnefit Guaranty Corporation has filed a proof of claim in the amount
of'pproximately$5.5million based upon an assumed termination of Lhe Ret,irenicnt Plan effective

June15, 1992. 'I'he Company has not terminated Lhe Retirement Plan, Lhe Company has made all
payments necessary Lo meet funding requirements and has no accumulated I'unding deficiency.

Other Posfrefiremenf 13ene/ifs. The Company provides certain health caro benefits for retired
employees and their eligilile dependents and life insurance benefits for retired employees only.
Substantially all of the Company's employees may become eligible for Lhose benefits if they reach
ret,iremenL age while working for Lhe Company.

Sl"AS No. 106, "Ilmployers'ccounting for Postrelirement Benefits Other 'I'han Pensions"
("Sl"AS No. 106"), was issued by Lhe I"inancial Accounting Standards Board in December 1990. SFAS
No. 106 requires a change from Lhe pay-as-you-go accounting method for these postretirement benefits
Lo thc accrual accounting method, effective for fiscal years beginning after Deceinber 15, 1992. The
Company adopted SFAS No. 106 as of'January I, 1993.

Thc accrual accounLing method recognizes Lhe cost,s of'ostretiremcnt, benefits oLher Lhan
pensions over the years ol'service of employees, rather than when the benefits are paid out, after t,he

employee retires. 'I'he Company has electcfl to amort,ize the transition obligation at, January I, 1993 of
approximaLely $ 43.4 millionover 20 years.
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Net periodic poslretirement benefit cost is made up of Lhc components listed below:

Service cost. l'or benefits ear n«d during thc period
lnteresL cost on accumulated postretirement

benefit obligation
Amortization of transition obligation
Amortization of (gain)/loss
NeL periodic postretiremcnt benefits costs .......

Years I"nded l)ecember 31
1994 1993

Tfn Lbouso~n s

3,909
2,172

103
8 248

3,425
2,172

7 161

$ 2,064 $ 1,564

The funded status of Lhc plan and amounL recognized in Lhe Company's balance sheet aL
December 31, 1994 and 1993 are presenLcd below:

1)ccember 31
1994 1993

()n shouss~nds

AcLuarial present value of'postrctirement
benefit obligation:

AccumulaLed postretiremenL benefiL
obligation:

Retirees
Actives

Plan asseLs at fair value
Accumulated postretirement benefit

obligation in excess ofplan assets
Unrecognized neL(gain)/loss from

past experience
Unrecognized transition obligation
Accrued postretirement benefitliability

$ (22,157)~25 010)
(47,167)

$ (23,358)~30 008)
(53,366)

(47,167)

(5,541)
39 095

(53,366)

5,818
4) 287

~(13 813) ~I8 281)

For measurement purposes, a 12.3 percent annual rate of increase in the per capita cosL ofcovered
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. 'I'he health care cost trend rate assumption has a significant,
effect on the amounts reported. 'I'o illustrate, increasing the assumed health care cost trend rates by I
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 Lhe scrvicc and intcresL cost, components of net

'periodic postretirement benefit cost for the year ended l)ecember 31, 1994 by $ 1.0 million.

Actuarial assumptions used in determining the actuarial present value of accumulated
postretirement benefit obligation are as I'ollows:

1994 1993

Discount rate .

Rute of incr ease in compensation levels
8.50%
5.50%

7.25%
6.00%

In 1992, the Company expensed postretirement health care costs, under Lhe pay-as-you-go
method, ofapproximately $ 0.9 million.
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M. Franchises and Significant Customers

I'ranchises. 'I'he Company's major franchise is wit,h the City ol'l Paso, 'I'exas. The franchise
agreement provides an arrangemenL for Lhe Company's utilization ol'ublic rights ot'ay necessary Lo
serve its retail cusLomers within Lhe City of El I'aso. The franchise with Lhe City of El Paso expires in
March 2001 and does noL 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 I.as Cruces and the mililary installations of White Sands Missile lounge and Ilolloman Air Force
Hase.

'I'he Company's franchise with the City of I.as Cruces expired in March 1994, and Lhe City of I.as
Cruces is attempLing lo acquire Lhe Company's distribuLion system within Lhe city limits through
negotiation or condemnation. CSW has stated thaL this dispute musL be favorably and Limely resolved
before itwillclose Lhe Merger. (See Note A.) 'I'he Company has continued to provide electric service to
customers in Lhe CiLy of l,as Cruces, consistent. with its view that its righl and obligation to serve
customers within the CiLy of I.as Cruces is derived from the New Mexico Public ULiliLyAct, and ot,her
New Mexico law. 'I'he CiLy of Las Cruces has acknowledged this obligation in a press release issued
March 12, 1994. Sales Lo cusLomers in the City of Las Cruces represenLed approximat.ely 7% of Lhe
Company's operating revenues in 1994.

'I'he City of Las Cruces has authority from the New Mexico Slate 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 I.as 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 cont,ract, for SPS Lo provide all of the electric power and energy required by the City of Las
Cruces during the term of Lhe cont,ract. The contract becomes effective on the completion of the last of
Lhe (i) acquisiLion of a distribulion system by the City ol'as 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. Ift,he specified events are not completed by July 1, 1998,
either SPS or Lh» City of Las Cruces has t,he right to cancel the contracL On June 6, 1994, the Las
Cruces City Council approved a resolution select,ing the proposal of SPS for the provision of operat,ion
and maintenance services for the proposed City of Las Cruces electric disLribution 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, Lhe City of Las Cruces filed a mot,ion with Lhe Bankruptcy Court Lo lift, the
auLomalic stay imposed by Lhe bankruptcy filingLo allow it to (i) commence action against the Company
for failure Lo pay franchise fees after expiration of the franchise in March 1994; (ii) ent,er the Company's
property to conduct. an appraisal. of the electric dislribuLion system and any suitabilily 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 dist.ribution system within the l,as Cruces city limits.
The 13ankruptcy Court. granted the CiLy of Las Cruces'oLion to lil't, the automatic stay, effect.ive
January I, 1995, to allow Lhe City ol'.as Cruces to take all legal action and give all notices which the
City of I.as Cruces deems appropriate and necessary to become the provider ofelectric power for the City
of I.as Cruces and iLs cit,izens, specilically including eminent domain proceedings, bul excluding Lhe

authority to seek from any court other than the 13ankruptcy Court, immediate, actual, physical, or
constructive possession of Lhe assets the City of I.as Cruces seeks to condemn. The Bankruptcy Court
also ordered that any action to collect, franchise fees be brought in the Bankruptcy Court.

'I'he Company believes that New Mexico law does not. aut.horize condemnation ol'he Company's
facilities by the City of I.as Cruces. The I.as Cruces City Council has authorized the Iiling of a New
Mexico state courL declaratory judgment action to "clarify the right. of the City to acquire [the
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Company'sj sysLem." The Company inLends to contest. the Cily of Las Cruces'uthority to acquire t.he

Company's property and to continue Lo challenge in all appropriate forums the City of Las
Cruces'fforts

to replace the Company as the provider ofelectric service in the City of I.as Cruces.

The Company believes, that it, willeither (i) be successful in preventing condemnation and loss ol
the City of Las Cruces'oad, or (ii) if unsuccessful in that effort,, the Company will receive just
compensation therefor. NeiLher of these results would constitute a material loss to Lhe Company. For
this and other reasons, the dispute with the City of Las Cruces does noL, in Lhe Company's opinion,
constit,ute a Material Adverse Effect, under the Merger Agreement. (See NoLo A.)

On February 21, 1995, Lhe City of Las Cruces filed its Complainl I'or Breach of Implied Contracl,
Specific Performance, Unjust Enrichment„and Trespass against, the Company in lhe Bankruptcy CourL
'I'he City seeks to enforce whal it, claims are the Company's continued payment obligations under in
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, t,he Company
fried a motion to dismiss all counts of the City of I.as Cruces'omplaint. The Company intends Lo

vigorously defend against the lawsuiL

Militarylrrstallations. The Company currently provides retail electric service in New Mexico to
t,he AirForce at Holloman AirForce Base and the Army aL White Sands Missile Range. 'I'he 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
expir ed on February 28, 1994. The Company continues Lo provide the electric service to the Air Force
and the Army under state approved tariffs and CCN authority.

On June 15, 1993, the Air h'orce issued a request. for proposal ("Rl"P") to prospeclive electric
utililyservice providers to provide electric service to Holloman Air Force Base upon expiration of its
service agreement with the Company. The Company submitted its proposal lo the AirForce on August
12, 1993 and filed a protest to the issuance and terms of the AirForce's RPP. The protest, was upheld,
but, on technical grounds that have allowed the AirForce 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 I"orce. 'I'he Company responded to the requests and anticipates that
Lhe AirForce willagain request, bcsL and final offers prior to awarding Lhe bid.

On January 4, 1994, Lhe Company filed an acLion against the AirPorce and related part.ies in the
United SLates District, Court for t,he Dislrict,ofNew Mexico challenging the auLhorily of Lhe AirForce to
conduct a competitive bidding procedure to determine the provider of electric service to llolloman Air
Vorce Hase. 'I'he New Mexico ALLorney General intervened in the case on August, 15, 1994. 'I'he United
States District Court has ruled Lhat 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 noL appealed t,he
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,
t,he parties are engaged in serious set tlemenL negotiations. Pursuant, to Lhe order entered Pebruary 7,
1995, the parties must complete discovery by July 17, 1995, unless otherwise extended.

The Army has issued a RPP 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 Lhe Army on I"cbruary 28, 1995 and filed a protcsL Lo Lhe issuance and terms of the Army's
RI"P. On March 29, 1995, thc Ari»y suspcndcd the Rl"P indefinitely in rcsponsc Lo Lhc Company's
protest while Lhe Army reviews the Rl"P in its entirety. The Army staLed that the review could Lake
several months. The Company is of the opinion that the compeLitive bidding process esLablished by the
request for proposal, as it relates to public utility providers, would not bc permitted pursuant to New
Mexico and federal law and regulations and intends to contest vigorously the use of the competitive
bidding process. As in Lhe case ofelecLric service for Ilolloman AirForce Hase, thc Company intends to
challenge Lhe process Lhrough the New Mexico Commission and the federal courts.

'I'he Company believes Lh»L Lhe procure'|ment ol'etail electric service by Lhe United States
Department of Defense by competitive bidding procedures is prohibited by federal procurement law and
LhaL par4icipation by public utiliLies i» this process in an attempt to obtain Lhc righL 4o provide this
retail electric service is contrary Lo New Mexico law and a viola4ion of the Company's state-auLhorized
right Lo provide this service. On April 1, 1993, Lhc Company filed a Petition for Declaratory Order with
Lhe 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 Lhis particular retail electric service to IIolloman Air I"orcc 13»sc and White Sands
Missile Range. 'I'he hearing ex»i»i»«r in the case has recommended that, Lhe New Mexico Commission
determine that, Lhe case is not rip« for deterinination. In September 1993, the ALLorncy General of New
Mexico filed exceptions to Lhe houri»g ex»i»i»er's recommended decision. Hy order issued February G,
1995, the New Mexico Commissio» directed thaL thc record in the case be reopened for Lhe limited
purposes ofdetermining Lhe currenL status of Lhe case and updating, to Lhe extent necessary, the record
in the case. The hearing examiner has ordered thc Company to file a report to update the status of the
competiLive bidding process at both»military bases. The Company filed its response on March 24, 1995.

The Company believes but can give no assurance that iLwillcontinue to provide long-term electric
service to llolloman AirForce Base a»d White Sands Missile Range. Ifthe Company is unable to do so,
however, Lhe Company willpursue all available regulatory and legal avenues to obtain Lhe 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 i»illionand $48.8 million or 9.5%, 10.1% and 9.3%, respectively,

ol'peratingrevenue.

During 1994, 1993 and 1992, the Co»ipany recorded revenues pursuant Lo its contract with Cl"I'.
in t.he amount. of approximately $ 42.7 million, $41.9 million and $33.3 million, respectively. 'I'he
obligations of CFE under the agreement are subject to continued budgetary authorization by the
MinisLry ol'Programming and Budgeting of Mexico I'or each calendar year. The amount of capaci4y in
1992 began at 80 MW and increased to 120-150 MW during 1992 and willcontinue at thaL level Lhrough
the Lerm of Lhe agreement. 'I'he agreeiiient'provides for payments to be made by Cl"I" in United States
dollars.

tel,
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N. Financial Instruments

Statement, of I"inancial Accounting Standards No. 107, "Disclosure abouL I<'air Value of Financial
Instruments" ("SFAS No. 107"), requires thc Company to disclose esLimated fair values for its financial
instruments. The Company has determined that cash and temporary investmonts, pollution control
bonds trust funds, decommissioning trust funds, its secured and unsecured debt which is included in
liabilities subject to compromise, sec Note 11, and its preferred stock meeL the definition of financial
instruments. Cash and temporary investments and pollution control bonds trust funds carrying
amounts approximate Lheir fair value because of thc short-term maturities of Lhe invcstmcnts.
Decommissioning trust funds are carried at markeL value. Based on discussion with its financial
advisor in bankruptcy, thc fair value of the other financial instruments depends upon the terms and

, condiLions of a consummaLcd plan of reorganization which will resolve certain uncertainties described
in Notes A, 8, C and II. 'I'hese uncertainties preclude the Company from determining the fair value of
these linancial instruments during the pendency of its reorganization proceedings.
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O. Selected Quarterly Financial I)ata (Unaudited)

1994 Unr ters 1993 Unrters
1st 2nd 3rd 4th 1st 2nd 3ld

(ln thousands ofdollars except for per sharc data)

()pcratlng
revcnucs ... ~ ~ ~ ~ ~,

Operating income ....
I neon!i'. (loss)

before rcorgani2ation
items and cumulative
clfcctofa chango
in accounting
principle ...........

I(col'ganl2atlon
ILcnls ~ ~ ~ ~ ~ ........

lnconll.'h)ssl bcforc
CUUIUIatlvcellcct of
a change In accoUntlng
pflnclplc ...,...,, ~ e

Cunlulativc effecLofa
change in accounting
principle ...........

NOL laconic (loss) ~ ~ ~ ~ ~

Net income (loss) pcr
weighted average
shill'c ofcon'lnlon
stock before cumulative
elfcct ofa change
in accounting
principle ...........

(1unlUIOLIYOcll'cct ufa
change in accounLing
principle pcr weighted
average share of
common stock ........

$ 125,476 $ 138,44V $ 157,448 $ 115,389'122,236
11,403 17,749 31,347 12,512 4,980

$ 134,561 $ 151,441 $ 135,356
16,499 27,593 15,899

(2,490) (2,128) (2,343) (2,030) (5,292) (3,2G4) (2,499) (19,539)

"'13,189)

(7,172) 7,150 (14,942) (17,735) (429) 7,496 (31,187)

(96,044) Ol

(13,189) (7,172) 7,150 (14,942) (113,779) (429) 7,496 (31,187)

(0.37) (0.20) 0.20 (0.42) (0.50) (0.01) 0.21 (0.88)

(2.70)

( I O,G99) (5,044) 9,493 (12,912) (12,443) 2,835 9,995 (11,648)

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

(2) Reflects a decrease in fuel revenues ofapproximately $7.5 million due to a change in the calculation
ol'Texas jurisdictional fuel costs based on the Texas l)ocket. 13966 final order.

C

(3) Reflects Ll)e r(.cognition ol'approximately $7.8 million for Lhe set tlement, and ant.icipaLed settlement.
ol'state income and other tax daims.

(4) ReflecLs inlcrest payments on unsecured and undersecured debL ofapproximately $ 10.2 million.

(5) Reflects the change in accounting for income taxes from the del'erred met))od to Lhe asset and
liabilitymethod. See Note I.

(6) Reflects the inLerim payments or accrual of approximately $ 13.3 million for fees and expenses. In
addiLion, reflects interim paymenLs Lo holders ol'he Company's preferred stock of approximately
$ 1.4 million. See Note A.
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