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Dollars in mi lliont, except per-share amounss 1997

increase
(decrease)

5-year

compound

annual

growth rate

10-year

compound

anmsal

growth rale

PER SHARE:

Basic earnings

Diluted earnings

Dividends paid

Annual dividend rate at year-end

Stock price at year-end

Book value at year-cnd

FINANCIALRATIOS:

Dividend payout ratio

Rate of return on common equity

Market to book value

FOR THE YEAR:

Revenue

Net income

AT YEAR-END:

Assets

Capital structure

Common equity

Prefcrrcd stock

Long-term debt

$ 1.75

$ 1.73

$ 1.00

$ 1.00

$ 27 r/u,

$ 14.71

57.1%

11.7%

184.8%

$ 9,235

$ 700

$ 25,101

36.8%

4.1%

59.1%

$ 1.64

$ 1.63

$ 1.00

$ 1.00

$ 19 '/s

$ 15.07

'1.0%

11.1%

131.9%

$ 8,545

$ 717

$24,559

43.9%

4.8%

51.3%

6.7%

36.8

(2.4)

8.1

(2 4)

2.2

1.1%

0.8

(6 2)

(6.5)

4.3

2.0

3.0

0.3%

0.2

(1.5)

(1.7)

6.0

2.9

5.1

(0.5)

5.2
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~ Edison International's
Worldwide Operations

Edison International
Edison International is the parent com-

pany of Southern California Edison,

Edison Mission Energy, Edison Capital,

Edison Technology Solutions and Edison

Enterprises, which includes Edison



IN 1997> TIIE ACIIIEVEMENTS OF EDISON INTERNATIONAL iVERE BUILT ON EXPERIENCE> GROSVTII AND

INNOVATION: TIIK EXPERIENCE OF TALENTED> DEDICATED EMPLOYEKSi TIIE.GROiVTII IN OUR COMPANY S

ASSETS TO $2$ .I BILLIONAND REVENUES TO $9.2 BILLION>AND INNOVATIONTIIROUGII TIIE INTRODUCTION

OF EXCITING NET PRODUCTS AND SERVICES. WE ARE ONE COMPANY ENTERING A NEiV KRA WITII STRONG>

X ~-

~ W

~ V ce

RELATED BUSINESSES> ALLPOISED TO MEET ENERGY AND INFRASTRUCTURE NEEDS FOR TIIE 2 IST CENTURY. WE

ARE FOCUSED ON CREATING SIIAREIIOLDER VALUE BY PURSUING REGIONAL> NATIONALAND INTERNATIONAL

BUSINESS OPPORTUNITIES. WE ARE EDISON INTERNATIONAL—TIIE POPOVER BEIIINDPEACE OF MIND.



In 1997, the skill and hard work

of Edison International people created

excellent results. Thc goals most vital

to our success for the year were meet-

ing our earnings targets, achieving cost

recovery objectives while helping

create the new California electricity

market, and building a strong platform

The pals most vital to our

success for the ear were meetin

our earnin s tar ets achievin

cost recover ob'ectives while

hei in create the new California
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electricit market and

buildin a stron latform for

future rowth. I am ha

to re ort that these pals were

achieved.

$e

a

for future growth. I am happy to

rcport that these goals were achieved.

Returns to shareholders reflected this

performance, substantially exceeding

most ofour industry peers, and pro-

viding a total return of42% in stock

appreciation and dividends.

Earnings for Edison International

increased to $ 1.75 per share from 51.64

in the prior year. Operating earnings

increased by four cents pcr share.

Although Southern California Edison's

earnings declined, they exceeded our

expectations. Strong sales and cost

controls offset thc effects of reduced

returns associated with restructuring

and two lengthy outages at the San

Onofre Nuclear Generating Station.

Our principal nonutility compa-

nies set new earnings records. Edison

Capital posted a 50% increase in earn-

ings and a record 23% return on equi-

ty. Edison Mission Energy (EME)

increased its earnings by 25%, and



achieved a 12.2% return on equity.

Together, Edison Capital and Edison

Mission Energy contributed 25% of

Edison International's total earnings,

up from 18% in 1996.

Under thc new California restruc-

turing law, Southern California

Edison is permitted within the next

four years to rccovcr approximately $5

billion in investments previously made

as part ofour utilityservice obligation.

Most of thcsc investments werc in

power generation, which becomes a

strictly competitive cntcrprise in the

ncw market. To rccovcr those dollars,

wc must maintain strong service and

rcliablc pcrformancc within tough

cost disciplines. At the same time, we

must increase rcvcnues while operat-

ing under a rate frceze. In 1997, wc

did both, improving prospects for full

recovery.

Three large transactions were

particularly significant to cost recov-

ery. First, from late last year to early

this year, wc reached agrecmcnts to

scil 11 natural gas-fired power plants

for a total price ofSl.l billion, or more

than twice thc book value of these

plants. Second, during this same peri-

od, we cntcrcd into a 848 million

hedge on natural gas costs to help off-

set thc effect ofpotentially higher fuel

prices on electricity costs over the next

four years. Third, working with the

State of California, wc crcatcd and

sold $2.5 billion in innovative notes,

known as "rate reduction bonds."

These bonds provided us cash for

retirement ofmore expensive debt

and equity at thc utility,allowing for

future invcstrncnts and sharc repur-

chascs at Edison International. They

also made possible a 10% rate reduc-

tion for our residential and small busi-

ness customers, which is now in effect.

Finally, in each of our businesses

we built a strong foundation for future

growth. Edison Capital made 8520

million worth of invcstrncnts, more

than six times thc previous annual

avcragc, including significant transac-

tions in Australia and thc Ncthcrlands.

Edison Mission Energy reached

agrccmcnts for ncw power gcncration

projects in Thailand and the

Philippines with a combined capacity

of 1,038 megawatts. EME also

purchased thc remaining 49% ofour

1,000-megawatt, coal-fired power

plant in Australia. Southern

California Edison built pioneering

systems for the ncw clcctricity market,

while at the same time maintaining

last year's top decile performance in

distribution costs pcr customer. And

wc rccruitcd accomplished leadership

for our retail business, Edison

Enterprises, which launched a series of

new products and services in 1997.

Focvs ON

GRow

For Edison International, growth

is vitally important. Disciplined

growth attracts and energizes talented

people. That in turn builds increased

shareholder value. We built value in

1997 by repurcltasing 48 million shares

ofour stock at favorable prices and

through recovery ofprior utility

investments. Wc willcontinue to give

In seekln rowth our hl hest

rlorit will be investments

in our existin businesses. We will

also ursue extensions of

those businesses into related areas

where our ex erlence and

skills offer real otential for

com etitive advanta e.



high priority to both share repurchascs

and cost recovery, but achieving

increased value in thc future will

require, even more than in the past,

new initiatives and investments. Over

the last decade, we have grown Edison

Mission Energy and Edison Capital

into businesses whose combined assets

exceed 86.7 billion. Now we need to

continue and intensify that growth.

In seeking growth, our highest

priority willbe investments in our

existing businesses. We willalso pur-

sue extensions of those businesses into

rclatcd areas where our experience

and skills offer real potential for com-

pctitivc advantage. We willnot take

initiatives or invest in businesses unre-

lated to energy, infrastructure or those

retail businesses which cannot build

value from the Edison brand and

reputation.

Within this country, restructuring

and the movement to competition in

power generation and retail markets

provide new growth opportunitics.

Utilitypower plants valued at billions

ofdollars willbe divested into compet-

itive markets in the next several years.

Edison Mission Energy should profit

from this historic transformation. In

new retail electricity markets, cus-

tomized services, including particular-

ly energy management outsourcing,

willprovide real customer bcncfits.

Edison Enterprises should bc a leader

in this field.

Outside the United States, the

trend toward privatization, thc tnovc-

mcnt to competitive markets, and elec-

tricity's vital role in economic

development all point to large growth

opportunities. Traditionally, most elec-

tric systems around the world have

been state-owned and tnanagcd. In the

past five years, however, people and

governments in country after country

have seen the advantages ofprivate

businesses providing infrastructure and

services. By taking risk and seeking

reward, the private sector offers capital

and skills which are rarely found in

public undertakings. This means that

governments, particularly in develop-

ing countries, can put scarce capital to

The risk inherent in new business

initiatives can be miti ated

but it will not o awa . We are

nonetheless committed to

rowth ursued with disci line

and erseverance.

other vital purposes while at the same

time achieving morc efficient develop-

rnent ofelectric systems.

Edison International has been an

carly mover in seeking out and capi-

talizing on these ncw opportunities.

Our expcricncc in Australia is a good

example. In 1992, wc pioneered the

privatizcd market thcrc with the pur-

chase of51% of thc Loy Yang B power

plant, then under construction by the

State ofVictoria. The initial experi-

cncc with Loy Yang B, which we



BOARD

operate, was so positive for thc State

that it proccedcd to scil offits entire

clcctric system. This year we saw thc

opportunity to create another win-win

outcome for the State ofVictoria and

our company. Edison ivlission

Energy's Bob Edgcll led negotiations

which resulted in our purchase of thc

remaining 49% of Loy Yang B. The

State reccivcd a combination ofcash

and a substantial reduction in thc price

and duration of the government's

power purchase obligation. Without

acting carly on privatization and

without taking a new initiative last

year, this cxcellcnt result would not

have bccn possible.

As wc scck to mcct ambitious

objectives, thcrc willbc many competi-

tors, most of them well financed. The

risk inhcrcnt in ncw business initia-

tives can bc mitigated, but it willnot

go away. Wc arc nonetheless comrnit-

ted to growth, pursued with discipline

and perscvcrance. With the commit-

ment and skills ofour employees, wc

cxpcct to capture a valuable share of

thc opportunities in these new and

changing markets and thereby con-

tinue to reward your investment in us.

CHANC S

In l997, we said farewell to our

former chairman and CEO, Howard

Allen, who announced his rctirerncnt

from the board ofdirectors in Junc,

after 43 years ofvaluable and devoted

scrvicc with the company. We also

wclcomcd back Warren Christopher

to the board ofdirectors, following his

distinguished tenure as Sccrctary of

State of the United States. It is a privi-

lcgc to work with your board ofdirec-

tors and thc talented, dedicated

cmployecs of Edison International. We

thank you for your support.

JOIIN E. BRYSON

Cfiairrnan ofthe Board and

ChiefExecari ve Ogi cer

Pcbruary 20, l998
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BY ANY MEASURE TIIE TRAUMA TEAM AT LONG HEACII MEhfORIAL MKDICAI CENTER IN SOUTIIERN

CALIFORNIAIS ONE OF TIIE BEST IN TIIE BUSINESS. AT A MOhfKNTS NOTICE SURGEONS NURSES AND OTIIER

SPECIALISTS STAND READY TO PROVIDE EMERGENCY hfEDICAL CARE. TWENTY-FOUR IIOURS A DAY SEVEN

DAYS A iVEEK TIIIS TEAM OF DEDICATED PROFESSIONALS COMFORTS AND CARES FOR TIIE PEOPLE WIIO PASS

TIIROUGIITIIEIR DOORS. OF COURSE, SUCII COMMITMENTISN T NEW AT LONG BEACII MEMORIAL... IT S

PART OF TIIK MEDICALCENTER S 90-YEAR TRADITION OF QUALITYIIEALTIICARE. AND DURING TIIOSK 90

YEARS> SOUTIIERN CALIFORNIAEDISON (SCE) IIAS PROVIDED TIIE MEDICALCENTER WITIIA SAFE> RELIABLE

~ A

SUPPLY OF ELECTRICITY. IN RFCENT YFARS) SCE IIAS IIELPED LONG BKACIIMBhfORIALSAVE hflLLIONSOP

DOLLARS IN ENERGY COSTS, UPGRADE ITS LIGIITINGSYSTKhfS AND PROTECT ITS LIFE-SAVING hfEDICAI. EQUIP-

hfENT AGAINST SERVICE INTERRUPTIONS. JUST AS TIIKEXPERIENCED PROFESSIONALS AT LONG BEACII MEhlORIAL

MEDICALCENTER ARE DEDICATED TO SAVING LIVES SO TOO IS SOUTHERN CALIFORNIA EDISON S TEAhf OF

EXPERIENCED PROFESSIONALS DEDICATED TO RELIABLEELECTRIC SERVICE... ANYTIME DAY OR NIGIIT.

FRohf LEFT: Claudia Oneta, R1V Clinical Surgical ICU 1Vurse, Audrey I'llzey, RlV, NP, PAC,

Trauma Clinician and Brian tlcgcr, hfD, Director ofTrauma Sercdces. ~



SOUTHERN CALIFORNIA EDISON

1997 was a strong year for Southern

California Edison (SCE). SCE over-

came substantial challenges to excccd

its targeted earnings per share. Thc

company also took significant mea-

sures, including plant divestiture, to

prepare for California's new electricity

marketplace, which was scheduled to

open on ivlarch 31, 1998.

SCE's reported earnings pcr sharc

were up two cents in 1997, to $ 144.

SCE's pcr-share earnings incrcascd

despite the fact that total earnings fell

7.2%, to $576 million in 1997. Part of
this reduction was anticipated because

of lower authorized rates of return

associated with accelerated recovery of
SCE's invcstinents at the San Onofrc

Nuclear Generating Station (SONGS)

and the Palo Verde nuclear plant, and

because of scheduled refueling outages

at SONGS Units 2 and 3.

Unscheduled outages for repairs at

SONGS further reduced SCE's total

earnings in 1997. Howcvcr, the

impact of this decline on earnings per

share was offset by SONGS'trong
perfonnance following the outages, an

increase in retail kilowatt-hour sales,

thc company's disciplined cost control

and Edison International's aggrcssivc

stock rcpurcliase program.

PREPARING FOR A

F.W I RKF.TPI. CF.

In 1997, SCE prepared to facilitate

California's new electricity inarkct-

placc by providing transmission, dis-

tribution and customer services at

~
4 A A

~
4 4

~
A A A

tariffed rates to its customers, vvho

may choose to buy electricity either

from SCE or from other, unrcgulatcd,

power supphers. SCE willhave thc

opportunity to crcatc value for Edison

International shareholders in thc new

marketplace through recovery of its

past investments and through cost-

cAicient operation. The company's

achicvemcnts toward these ends were

nuinerous:
4 lttuettmetttwott recovery —In
Dceembcr, SCE sold rate reduction

bonds worth S2.5 billion. Issued in

accordance with AB1890, California's

electric utility industry restructuring

law, the bonds financed a legislatively

mandated 10% rate reduction for
SCE's residential and small coinincr-

cial customers, effective January I,
1998. The first of their kind, the

P'

bonds have maturitics ranging from

one to 10 years, and willbc repaid

through a charge on customers'ills.
The company applied thc proceeds

from the bond sale toward recovery of
its past investmcnts.

Between Noveinber 1997 and

February 1998, SCE sold 11 of its 12

California gas-fired generating plants



/, *~

have a combined generating capacity

of 8,062 rncgawatts, to facilitate the

transition to a competitive electricity-

supply market in California. The
divested plants were bought by estab-

lished cncrgy companies. The sales

arc anticipated to close concurrent

with thc start-up ofCalifornia's com-

pctitivc electricity generation and sales

markets, scheduled for March 31,

1998. SCE willcontinue to operate

and maintain the plants that remain in

operation for at least two years follow-

ing their sale, as required by AB1890.

t s; I I

I I I . ~
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for $ 1.1 billion, $ 614 million morc

than their book value. Thc divested

plants included the Alamitos,

Huntington Beach, Redondo, Long

Beach, Coolwater, iVIandalay, Ellwood,

Etiwanda, El Segundo, San Bernardino

and Highgrove generating stations.

The company sold the plants, svhich

Thc combined proceeds from the

sale of rate reduction bonds and SCE's

plant divcstiturc contributed more

than $3.6 billion toward investment-

cost rccovcry.
~ Corrtrollr'rrg costs —SCE continued

to rcducc operation and maintenance

(Ohivl) expenses, exclusive of costs

associated with refuelings at SONGS.

SCF's non-nuclear Ohivl expenses,

excluding rccovcrablc costs incurred as

a result of regulatory mandates,

declined $35 million in 1997. Nuclear-

relatcd ORM costs, which included

refuelings at SONGS Units 2 and 3,

incrcascd $46 million. Overall, the

company's Ohivl expenses rose $ 11

million,or 0.8%. Capital costs rose

from $ 674 million to $757 million,
or 12%. About three-fourths of
this incrcasc rcsultcd from expenses

related to industry restructuring,

information technology infrastructure

and state-mandated marine environ-

mental mitigation. SCE's combined

capital and O&Mcxpcnses in 1997

remained $400 million lower than in

1994, and thc company continued

to operate at a lllglllcvcl ofcost effi

ciency as it prepared to cntcr thc new

markctplacc.
~ Saks growth —In 1997, SCE also

dcmonstratcd its ability to retain and

grow retail kilowatt-hour (kWh) sales,

svlrlcll 'willbc cfrtrc,'ll to botll tllc

collection of thc company's past invest-

ment costs and to future growth in

earnings. For the 12 months ending

December 31, retail sales rose 2.3 billion

kWh, from 73.8 billion to 76.1 billion.

This increased sales volume generated

$ 89 million in additional revcnuc

for thc company. Economic growth in

Southern California contributed

substantially to the company's gain in

kWh sales. SCE further enhanced this

growth through a number of means,

including cogeneration bypass preven-

tion, programs to encourage customers

to usc electricity instead ofgas, busi-

ness and economic dcvclopmcnt and

targctcd load growth programs.



~ Facilitating the nerv margetplaee-

In 1997, SCE prepared to coordinate

its operations with the Independent

System Operator (ISO), which controls

thc dispatch ofelectricity into the

state's transmission grid, and the

Power Exchange (PX), which provides

transparent commodity pricing for

electricity. Among its achievements,

SCE developed a computer interface

bctwccn the ISO and the company's

cncrgy control centers, modified its

automatic generation control cquip-

mcnt to receive instructions from thc

ISO, and installed ISO-certified

mctcring at its generating stations and

its transmission system intcrtic points.

The company also established ncw

procedures to bid SCE's power gcncra-

tion into thc PX, to forecast load

demand, and to purchase energy on

behalf ofcustomers who elect to con-

tinuc rccciving all their clcctricity ser-

vices from the utility. SCE additionally

cstablishcd new procedures to handle

requests from customers who clcct to

buy commodity electricity, and rclatcd

scrviccs such as metering and billing,

from providers other than the utility.

historically scored in thc U.S. electric

utility industry's top quartile on service

reliability.

The company's power production

business unit also posted an outstand-

ing performance in 1997, successfully

meeting a series ofall-time peak

demands during heat waves in August

and September.

~ Employee safety —SCE improved

the safety of its operations in 1997,

reducing the company's Occupational

Health and Safety Adtninistration

recordable accident rate by 15%.

~ Increased reventtes throttgit perfor-

mance excellence —1997 was thc first

year SCE operated under pcrformance-

based ratcmaking (PBR), which

enables the company to sharc savings

from cost-cfftcicnt operations with its

V

EXCELLENT OPERATIONAL
PFRFOR t F.

As SCE prepared for the new markct-

placc, thc company recorded important
achievements in its ongoing utility
operations.
~ Service reliability—SCE contin-

ued to improve the reliability of its

transmission and distribution service.

In 1997, reliability, as measured by

avcragc customer minutes intcrruptcd,

improved 12% over 1996. SCE has

i 1

~ ~ ~

10
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time steam generator chemical cleaning

project on both units. Extensive steam

gcncrator inspections and additional

repairs werc also completed during the

outagcs.

Following their respective out-

agcs, both units at SONGS ran contin-

uously for the rcrnainder of 1997,

achieving a site capacity factor of71%

while gcncrating a total of 10 million
megawatt-hours for Edison customers.
~ Mohan Generating Station-
SCE's Mohavc Generating Station

achieved a capacity factor ofbetter

than 70% for the seventh consecutive

customers. Under PBR, the company

also has thc opportunity to achieve

rcvcnuc awards of up to rt51 million

annually by surpassing performance
targets for service reliability, employee

safety and customer satisfaction.

Conversely, SCE can be penalized up

to $51 million annually for failing to

mcct these targets.

In 1997, SCE mct its PBR target

for customer satisfaction and cxceedcd

its targets for scrvicc reliability and

employee safety. Revenue awards and

pcnaltics for scrvicc reliability arc cal-

culated over a two-year period. The

company's performance under PBR's

bonus/penalty provisions for employee
safety in 1997 entitled SCE to frlc for $5

million in performance awards in 1998.

~ Economic development —Thc eco-

nomic health ofSouthern and Central

California is very important to SCE's

revenues and earnings. The company

lras worked since 1992 to strcngthcn

the region's economy by supporting
small- and medium-size busincsscs. In

1997, SCE helped 100 cornpanics cithcr

remain in the region, expand their

businesses or relocate to Southern and

Central California, saving or creating

more than 15,000 jobs. Over thc past

five years, SCE llas assisted morc than

525 companies. SCE's efforts have

helped save or create more than 118,000

jobs and preserve nearly 3.6 billion

kilowatt-hours in electricity sales.

~ SONGS —SONGS Unit 2 began

the year in a refueling and mainte-

nance outage that ended on April l.
Unit 3's refueling and maintenance

outage began on April 12 and ended

on July 21. During thc outages,

SONGS employees completed a first-

year.
~ Edison Pipeline and Tcrmittal

Company —Established in 1994 to

create value for shareholders by making

SCEs extensive oil pipeline and

storage facilities available to other

companies, Edison Pipeline and Ter-

minal Company (EPTC) recorded a

dramatic incrcasc in rcvcnues and nct

earnings. In 1997, EPTC's revenues

werc $20.4 million, a 39.7% increase

over 1996. EPTC's nct earnings rose

15% to 84.5 million.
~ Electric trattsportatiotr —SCE

continued to provide important sup-

port for thc cornrnercialization of non-

polluting electric vchiclcs (EVs). The

company cntcrcd an alliance with

Toyota Motor Sales to lease 80 electric

vehicles for its flect and to extend its

Icasc-only arrangements for Toyota's

RAVE EV to cmployccs of thc utility
and Edison International who live in

SCE's scrvicc territory. A pioneer in

thc EV arena, the company continues

to operate onc of the most extensive

utilityEV fleet in the U.S. Its EV

Technical Center in Pomona,

California is onc of two national

"qualified testers" for the U.S.

Dcpartmcnt of Energy.

11
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AT THE HEALESVILLESANCTUARY> ABOUT 65 MILES EAST OF MELBOURNE> AUSTRALIA>MORE THAN 200

ANIMALSPECIES — INCLUDING THE KANGAROO, KOALA AND PLATYPUS — FLOURISH IN A UNIQUE BUSH-

LAND ENVIRONMENT. THANKS TO ITS BREEDING PROCRAM FOR ENDANGERED SPECIES AND ITS EFFORTS TO

RESTORE WILDLIFE HABITAT> THE HEALESVILLE SANCTUARY IS ONE OF THE STATE OF VICTORIAS MOST

PRIZED TREASURES. AND IT S IN THIS REGION RICH IN NATURAL IIISTORY AND WILDLIFE THAT EDISON

INTERNATIONAL IS INVESTING IN THE INFRASTRUCTURE THAT SUPPLIES MUCH NEEDED ELECTRICITY TO

BOTH RESIDENTIAL CUSTOMERS AND COMMERCIAL VENTURES LIKE THE HEALKSVILLE SANCTUARY.

IN MAY> EDISON MISSION ENERGY BECAME THE SOLE OWNER OF THE LOY YANG 8 POPOVER PLANT NEAR

MELBOURNE> ACQUIRING THE $9% OWNERSHIP SHARE OF THK PLANT PREVIOUSLY IIELD BY THE STATE

OF VICTORIA. LIKEWISE EDISON CAPITAL STRENGTIIENED ITS AUSTRALIAN PRESENCE BY INVESTING

S16I MILLIONIN A CROSS-BORDER LEASE OF SOUTH tIUSTRALIAS ELECTRIC POWER TRANSBIISSION SYSTEM.

IN THE YEARS AHEAD EDISON INTERNATIONALWILLCONTINUE TO GROW ITS BUSINESS AND BUILD SHARE-

HOLDER VALUE... NOT 7UST IN AUSTRALIA>BUT IN COUNTRIES AROUND THE WORLD.

AT I.EFT: Kate Miller, tlnimal Keeper at Healesuille Sanctttary.
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EDISON MISSION ENERGY

Edison Mission Energy (EME)
sustains its leading performance in

global power production by following

a rigorously exacting approach to

investment opportunities. The com-

pany carefully cvaluates the risks and

potential returns of proposed projects

to create long-term value for Edison

International shareholders. In 1997,

Edison Mission Energy continued the

disciplined approach toward new

investment that is its hallmark.

STRONG
P RFOR I CF.
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1997 was a strong year for Edison

Mission Energy. Earnings grew 25%

to $ 115 million, while revenues rose

15.6% to $975 million. EME has

$5 billion in assets and interests in 55

projects totaling more than 10,000

megawatts, including 50 projects in

operation, three under construction

and two in advanced development.

F ) l
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STRATEGIC
TR CTI 0 S

In May, Edison Mission Energy bccamc

thc sole owner of the Loy Yang B

power pLant near lvfelbourne, Australia,

acquiring thc 49% ownership share of
the plant that was previously held by

the State ofVictoria. This acquisition
) was achieved through a complex trans-

action in which the project agreements

governing electricity sales, fuel supply

and infrastructure services were rene-

gotiated and the entire project was refi-

j
nanced. The Loy Yang B transaction

created significant value for both par-

ties. ERIE also refinanced its invest-

ments in 18 small hydroelectric projects

in Spain, and in the Brooklyn Navy

Yard cogcncration plant, enhancing the

value ofall thcsc assets.

PROGRESS ON

I OR PRO FCT

~ lt>donesia —The $2.5 billion,

1,230-megawatt Paiton project pro-

ceeded on schedule, and is now 85%

complete. Edison Mission Energy

owns 40% of the project, which is

( h

cxpccted to begin commercial opera-

tion in 1999.

~ Italy —Construction on thc 512-

megawatt ISAB gasification project

in Sicily is now 75% complete. The

ISAB plant willconvert high-sulfur

oil refinery waste to low-sulfur
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"syngas" for power generation, while

recycling the recovered sulfur for sale

to the agriculture and chemical indus-

tries. ERIE owns 49% of the ISAB

project. The remaining 51% is owned

by ERG Petroli S.p.A., owner of the

ISAB refinery and an aAiliate of the

ERG Group. In 1997, the ISAB

project received the Innovative Project
Asvard from Independent Energy

magazine, which covers the global

independent power production

industry.
o Tnrgey —In April,construction

began on thc 180-megawatt Doga

Enerji cogeneration project near

Istanbul. Thc project willbc onc of
the cleanest burning fossil fuel facili-
ties in Turkey and willprovide heat

for 14,000 new homes, eliminating the

need for those homes to burn pollut-

ing fuels for heating.
~ Philippims —Edison Mission

Energy continued development of the

San Pascual project, a 304-mcgasvatt

cogeneration plant scheduled for
start-up in carly 2001. The plant will
supply steam to a nearby refinery and

an industrial complex, and willsell

electricity to National Power Corpora-

tion, thc state-owned clcctric utility
company, under a power-purchase

agreement signed in Scptcmber.

It willbe thc largest cogeneration

project in the Philippines.
~ Thailand —Dcvclopmcnt pro-

ceeded on thc two-unit, 734-megawatt

Kui Buri project. EME willhold a

40% interest in the facility, which will
be fueled by low-sulfur coal. A power-

purchasc agrecmcnt for the plant was

concluded in December. The plant's

first unit is schcdulcd for completion

in the fourth quarter of2001, and the

second unit is scheduled for comple-

tion in the second quarter of2002.
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EDISON CAPITAL

Edison Capital, Edison International's

capital and financial services subsidiary,

marked its 10th year in operation. It
was an outstanding year for the company.

~
A

~ ~ I

FINANCIAL
F. UI T

Edison Capital earned a record $60.8

million in 1997, up 50% over the pre-

vious year. Thc company's net income

has grown at an average rate of24%

annually since Edison Capital's incep-

tion in September 1987. Edison

Capital's return on common equity,
which averaged 18.5% over the last

10 years, was 23.2% in 1997. Thc
increases are due to investments in

power generation, transmission and

affordable housing projects. During
1997, Edison Capital invested $520

million, more than six times its histor-

ical annual average level of$85 mil-
lion. Edison Capital has assets of$ 1.8

billion and an A- rating from

Standard and Poor's.

ENERGY/
INFRASTRUCTURE
TR S TIONS

Edison Capital strengthened its pres-

ence in global energy and infrastruc-

ture markets by investing $356 million

in the Netherlands, South Australia

and Latin America. The company

acquired an interest in thc new Ecms

Power Station near Gronhingen,

Netherlands. The plant is operated by

EPON, the Netherlands'argest power

gcncration company. The investment

in this cross-border lease transaction is

approximately $ 188 million. Edison

Capital also acquired an interest in thc

clcctric power transmission system of
South Australia, investing $ 161 million

in a cross-border lease of thc system.

Edison Capital's participation in

the $ 1 billion AIG/GE Capital Latin

American Infrastructure Fund has



tr.'i
IA

I ~ I I, ~

I I ~

~ t ~

~ I ~

~ ~ t ~

'een

very active since its formation in

1996. The fund has committed to

investments in energy, telecommunica-

tions and transportation projects in

Bolivia, Brazil, Mexico, Trinidad and

Argentina. Edison Capital also co-

invested with the I atin Fund in a

methanol production facility in

Trinidad. The company also entered

into investment commitmcnts for
infrastructure projects in Scotland and

Bolivia.

AFFORDABLE
HOUS1 G

Edison Capital continued to expand its

affordable housing portfolio in 1997

with the investment ofa record $ 164

million in 63 projects. Thc company

placed 41 projects in service, also a

record high, and 70% more than in

1996, and has committed $217 million
to 83 new projects to be placed in

service in 1998 and 1999. Thc strength

ofEdison Capital's affordable housing

portfolio was proven with the closing

of five syndications ofhousing com-

mitments to four major institutional
investors. At year's end, Edison

Capital's portfolio included 279 pro-

jects, totaling 20,714 units of housing.

Edison Capital also acquired the

John Stewart Company, a leading

diversified management company spe-

cializing in affordable housing. By

acquiring the John Stewart Company,

Edison Capital willbe able to expand

the services it offers and draw upon

the John Stewart Company's expertise

to cnhancc Edison Capital's lcadcrship

position in the affordable housing

market.

~ ~

I ~ I i' ~

I ~ I I ~ I
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FOR THE PERKZ FAMILYOF SOUTHERN CALIFORNIA THE POWER OF EDISON SECURITY SERVICES IS THE

POSVER TO PROTECT. CARLOS PEREZ AND IllS WIFE> ROSE> SVANTKDTO SAFEGUARD THEIR HOUSE AND PROP

KRTY AND THEY WANTED TO PROTECT SVHAT hfAKES THAT HOUSE A HOME...THEIR TWO YOUNG DAUGHTERS

LAUREN AND GABRIELLA. AFTER RESEARCIHNG SEVERAL SECURITY SYSTEMS TIIE PKREZ FAMILYSELECT

En EDISON SECURITY SERVICES FOR ITS FULL-FEATURED, DEPENDABLE SYSTEM, AND BECAUSE ITS BACKED

BY THE POSVER OF THE EDISON NAME. IN ADDITION TO EDISON SECURITY SERVICES> THE PERKZ

l V 1l l

~ W l

FhhflLY AND OTHER RETAIL AND ShfhLL BUSINESS CUSTOMERS CAN CHOOSE FROM h NUhfDER OF PRODUCTS

AND SERVICES FROM EDISON SELECT> INCLUDING EDISON ONCALL ELECTRICAL> APPLIANCE AND

COMPUTER REPAIR> DISASTER PREPAREDNESS KITS AND EDISON ONCALL'" INTERNET ACCESS SERVICE

WHICH FEATURES A HIGH SPEED) RELIABLE CONNECTION TO THE WORLD WIDE WEB. FOR SAFETY,

COMFORT AND CONVEN'IENCE, EDISON SELECT IS TRULY THE POWER BEHIND PEACE OF MIND.

AT I.EFT: Tlie Pere- Family —Rose, Carlos, Laarcn and Gabriella.
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EDISON ENTERPRISES

In 1997, Edison International's previ-

ously established retail products and

services businesses —Edison Source,

Edison EV and Edison Select —were

consolidated under Edison Enterprises.

Consolidation ofexisting and new

retail businesses under Edison

Entcrpriscs willenable them to take

advantage ofshared staff resources

and rcalizc economies ofscale as they

expand into new markets.

Edison Enterprises positioned its

businesses for future growth in sharc-

holdcr value through a number of
significant steps in 1997.

~ I ~ ~
A

GROWTH OF

F X IS TI 6 II US I ESS S

~ Energy seruices onssonrcing-
Edison Source formalized its customer

relationship with Vons supermarkets,

a division ofSafeway, by reaching

agrccment to provide integrated

cncrgy outsourcing services to 163

stores. The comprehensive energy

management contract willbenefit the

supermarket chain through improved

operation and manageinent of their

Southern California store facilities.

Under thc agreeinent, technical

services provided by Edison Source

include operation and maintenance

for refrigeration, heating, ventilation,

air conditioning, lighting and other

electrical systems equipment.
e Elecsric uehicle charging —Edison

EV supplcmcnted its existing alliances

with General Motors Corporation and

Saturn Corporation by forging ties to

American Honda Motor Company,

Toyota Motor Sales, Ford Motor

Company, and to additional electric

vchiclc charging manufacturers,

to serve electric vehicle customers

nationwide.

NEW PRODUCTS
~ L A U N C H F. D

o Renesuable energy —Edison

Source introduced EarthSource'", one

of the first renewable energy products

available to residential and small busi-

ness customers in California's new

electricity marketplace. EarthSources"

power willcome from clean, natural

sources, such as solar, wind, biomass,

geothermal and small hydro genera-

tors. Edison Source is offering cus-

tomers two options: Earshsonrce 50,

which allocates halfof a customer's

energy dollars to the purchase of
rencwablc power; and Earshsonrce 100,

allocating all ofa customer's energy

dollars to power from renewable

sources. Under the first option, cus-

tomers'nergy bills will remain about

the same as in the past. Under the sec-

ond option, customers willpay about

15% more for their electricity.

~ Home seruices —Edison Select

launched Edison OnCall"" Electrical,

20



Appliance and Computer Repair ser-

vices. It also introduced Edison

Security Services and offered Disaster

Preparedness Kits. By the end of the

year, Edison Select had signed up
more than 60,000 customers for these

new retail products and services.

NEW BUSINESS

I I IATIYES

~ Edison UtilityScruiccs-
Established in December 1997, Edison

UtilityServices willoffer a diverse

range ofservices to electric utilities in

the U.S. and Canada, including-
but not limited to —billing, outage

management and transmission and

distribution outsourcing.
~ Edison UtilityAllianccs-
This special corporate unit was

formed in December 1997 to

market Edison Enterprises'etail con-

sumer products natiomvide through

alliances with electric and gas utilities.
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Edison International and Strbsidiarirs

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

In the following Management's Discussion and Analysis ofResults
ofOperations and Financial Condition and elsewhere in this annu-
al report, the words cstimatcs, expects, anticipates, believes, and
other similar expressions are intended to identify forward-looking
information that involves risks and uncertainties. Actual results or
outcomes could differ materially as a result of such important fac-
tors as further actions by state and federal regulatory bodies setting
rates and implementing the restructuring of the electric utility
industry; thc effects ofnew laws and regulations relating to restruc-
turing and other matters; the effects ofincreased competition in the
electric utilitybusiness, including the beginning ofdirect customer
access to retail energy suppliers and the unbundling of revenue
cycle services such as metering and billing; changes in prices of
electricity and fuel costs; changes in market interest or currency
exchange rates; foreign currency devaluation; new or increased
environmental liabilities; and other unforeseen events.

FS 5 F

Earvlittgl
Edison International's 1997 basic earnings per share were $ 1.75,

compared with $ 1.64 in 1996 and $ 1.66 in 1995. Southern
California Edison (SCE) earned $ 1.44 in 1997, compared with
$ 1 42 in 1996 and $ 1.44 in 1995. Edison Mission Energy (EiME),
Edison Capital and Mission Land Company had combined earn-
ings of 44<, up from 27'n 1996 and 23< in 1995. Edison
International's earnings include special charges of7g in 1996 (a 4ts

net charge at SCE for workforcc management costs and reserves,
and a 3g charge at Mission Land for real estate reserves) and 3it! in
1995 for SCE's workforce management expenses. 'dison
Enterprises (Edison International's retail arm comprised ofEdison
Source, Edison EV, Edison Select and Edison UtilityServices) and
the Edison International parent company had combined expenses
of 13< in 1997, compared with 5) in 1996 and lit in 1995.

Edison International initiated a share repurchase program in
1995 to increase shareholder value. Its Board of Directors has

authorized rcpurchascs of up to $2.3 billion in outstanding shares.

In 1997, over 48 million shares were repurchased for $ 1.2 billion.
From thc inception of the program through year-end 1997, Edison
International has rcpurchascd over 72 millionshares for $ 1.6 billion.

1997 0$ . 1996
SCE's 1997 earnings of $ 1.44 per share were 2'ower than 1996

(excluding 1996 special charges noted above). The decrease is

mainly due to lower earnings from an extended refueling outage at
the San Onofre Nuclear Generating Station. The decline was

almost complctcly offset by higher sales, lower non-nuclear operat-
ing expenses and the effect of Edison International's share repur-
chase program. EME and Edison Capital had combined earnings
of44< in 1997, up 14< over 1996. EME contributed a record $ 115

million to earnings in 1997, compared with $92 million in 1996, an
increase'of 25%. The increase is primarily due to higher earnings
from EME's foreign projects, partially due to lower tax rates.

Edison Capital contributed a record $ 61 million to earnings in
1997, up 50% over the prior-year earnings of$41 million. Edison
Capital's earnings benefited substantially from two cross-border
lease investmcnts and a record high level of affordable housing

investmcnts. Edison Capital and EME together contributed 25%
of Edison International's total earnings, up from 18% in 1996.
Continued start-up costs at Edison Enterprises, combined with
interest expense at the Edison International parent company, were
8g per share more in 1997 than 1996.

The reduced number of outstanding shares benefited Edison
International's earnings per sharc by 15< in 1997, when compared
with 1996.

1996 I s. 1995
Excluding special charges, SCE's 1996 earnings per share were
$ 1 46, down I< from 1995. The decrease is mainly attributable to a

reduction in authorized rates of return and authorized operating
expenses, partially offset by improved operating performance.

The combined 1996 earnings of EivIE, Edison Capital and
Mission Land, excluding nonrecurring items, were 30<, 7'igher
than in 1995. The incrcasc is primarily due to higher earnings
from EME's First Hydro project in the United Kingdom, which
was acquired in Dcccmber 1995.

Continued start-up costs at Edison Enterprises, combined
with interest cxpcnsc at the Edison International parent company,
were 4g per share more in 1996 than 1995.

The reduced number of outstanding shares benefited Edison
International's earnings pcr share by 3tt in 1996 versus 1995.

In millions Year rndrd Drrcmbrr 3I, 1997 1996 I995

Electric utilityrevenue—
Rate changes (including refunds)
Sa! es volume changes

Other
Total

S 173

193

4

S 370

S (522) S 168

206 (129)
26 35

S (290) S 74

Legislation enacted in September 1996 provided for, among
other things, at least a 10% rate reduction (financed through the
issuance of rate reduction notes) for residential and small commer-
cial customers in 1998 and other rates to remain frozen at the June

Operating Reuentte
Electric utility rcvcnue increased 5% over 1996, due to an increase
in sales volume and customer refunds in 1996. There were no com-
parable refunds in 1997. Thc incrcasc in volume is inainly attrib-
utablc to the overall increase in retail sales among residential and
commercial customers. Operating rcvcnue in 1996 decreased 4%
from 1995, as increased sales volume was offset by lower average
rates. Th'c lower rates werc attributable to the California Public
Utilities Commission's (CPUC) decision to lower SCE's 1996

authorized revenue by 4.4%. Additionally, during 1996, SCE's cus-
tomers received a onc-time bill credit totaling $237 million as part
ofa CPUC-ordered refund ofenergy cost balancing account over-
collections. In 1997, over 98% of SCE's operating revenue was
from retail sales. Retail rates a'e regulated by the CPUC and
wholesale rates are regulated by the Federal Energy Regulatory
Commission (FERC).

Duc to warm weather during the summer months, operating
revenue during the third quarter ofeach year is significantly high-
er than the other quarters.

The changes in electric utility revenue resulted from:
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10, 1996, level (system average of 10.1t! per kilowatt-hour). See dis-

cussion in Competitive Environment.
Revenue from diversified operations increased 33% in 1997

primarily due to the start-up of EME's Loy Yang 8 Unit 2 and

Kwinana projects. These facilities began commercial operations

during the fourth quarter of 1996. In addition, revenue from diver-
sified operations increased, due to higher energy sales from EME's

First Hydro project combined with substantial increases at Edison

Capital from its cross-border lease investments and Mission Land
from the sale of$ 63 million in real estate during the second quarter.
Revenue from diversified operations increased substantially during
1996, due to an increase in EME's electric revenue from its First
Hydro, Iberian Hy-Power and Loy Yang 8 Unit 2 projects.

Operating Expenses
Fuel expense increased 40% in 1997. The increase is due to a $ 174

milliongas contract termination payment during the third quarter,
combined with higher gas prices and the extended refueling out-

ages at San Onofre. San Onofrc Unit 2 was shut down during the

entire first quarter of 1997, Unit 3 was shut down 80 days of the

second quarter and both units had a combined outage time of 30

days during the third quarter, which resulted in an overall increase

in gas-powered generation for the year. There were no compara-
ble outages in 1996. EME's fuel expense also increased in 1997 due

to the start-up of the Kwinana project in the fourth quarter of 1996

and higher pumping costs at the First Hydro project (a pumped-
storage facility which pumps water at night for storage in reser-

voirs and then allows it to flow back to generate electricity when it
is needed during the day) duc to increased generation and higher
prices. Fuel expense increased 11% in 1996, compared to 1995, due

to higher gas prices and changes in thc fuel mix. EME's 1996 fuel

expense increased due to Loy Yang 8 Unit 2, Kwinana and the

inclusion ofpumping costs related to First Hydro.
Purchased-power expense increased slightly in 1997 and 1996,

due to increases in spot market purchases and increases in power
purchased under federally mandated contracts. SCE is required
under federal law to purchase power from certain nonutility gen-
erators even though energy prices under these contracts are gener-

ally higher than other sources. In 1997, SCE paid about $ 1.6 billion
(including energy and capacity payments) more for these power
purchases than the cost ofpower available from other sources. The
CPUC has mandated the prices for these contracts.

Provisions for regulatory adjustment clauses decreased sub-

stantially in 1997, due to undcrcollections in the energy cost bal-

ancing account as actual energy costs (including the gas

termination payments discussed above) exceeded CPUC-autho-
rized fuel and purchased-power cost estimates. In addition, there

were undercollections associated with SCE's direct access activities

(see discussion in Competitive Environment—Direct Customer
Access), research and development activities and San Onofre.
Thcsc undercollections were offset by overcollections related to
actual base-rate revenue from kilowatt-hour sales exceeding
CPUC-authorized estimates and the final settlement of SCE's

Canadian supply and transportation contracts (see discussion in
Regulatory Matters). The provisions for regulatory adjustment
clauses also decreased in 1996 from 1995 due to lower than autho-
rized base-rate revenue, undercollections related to the accelerated

recovery ofSCE's remaining investment in San Onofre Units 2 and

3 and the $237 million refund to ratepayers during 1996 for prior
energy cost balancing account overcollections.

Other opera'ting expenses increased 15% in 1997, primarily
due to start-up expenses at Edison Enterprises and increased

administrative costs at EME, Edison Capital and Mission Land.
Other operating expenses increased 10% in 1996 when compared

with 1995, as increased operating costs at EME's First Hydro,
Iberian Hy-Power and Loy Yang 8 Unit 2 projects and higher
administrative costs offset cost reductions and strong operating
performance at SCE.

Maintenance expense increased 23% in 1997, due to increased

maintenance costs for the scheduled refueling outages at thc San

Onofre units and SCE's transmission and distribution operating
facilities.

Depreciation and decommissioning expense increased 16% in
1997. The increase is due to increases in plant assets and the accel-

erated recovery ofthe Palo Vcrdc Nuclear Generating Station units
effective January 1997. Depreciation and decommissioning
expense increased 16% in 1996, compared to 1995, due to higher
depreciation rates, the accelerated recovery of San Onofre Units 2

and 3 starting in April 1996, and increases at EME related to its

Loy Yang 8 Unit 2 and Kwinana projects.
Property and other taxes decreased 32% in 1997, due to a

reclassification of SCE's payroll taxes to operation and mainte-
nance expense.

Other lnconie and Dedactions
Thc provision for rate phase-in plan reflects a CPUC-authorized,
10-year rate phase-in plan, which dcfcrred the collection ofrevenue

during the first four years of operation for the Palo Vcrdc units.

The deferred revenue (including interest) was collected evenly over

the final six years ofeach unit's plan. The plan ended in February
1996, September 1996 and January 1998 for Units I, 2 and 3,

respectively. The provision is a non-cash oAset to the collection of
deferred revenue.

Interest and dividend income increased 35% in 1997, duc to
increases in interest earned on SCE's balancing accounts and

increases in dividend income from SCE's equity investments.

Minority interest decreased in 1997, due to EME's May 1997

acquisition of the remaining 49% ownership interest in the Loy
Yang 8 project. Minority interest increased 46% during 1996, pri-
marily from higher pre-tax income at EME's Loy Yang 8 Unit 2.

Other nonoperating income decreased substantially in 1997,

duc to additional accruals for regulatory matters associated with
the restructuring of California's electric utility industry. Other
nonoperating income also decreased in 1996, compared to 1995,

due to regulatory accruals in 1996.

Interest and Other Expenses
Interest on long-term debt decreased in 1997, due to the early
retirement of $400 million of first and refunding mortgage bonds

in July 1997, partially offset by additional interest expense associat-

ed with the issuance ofapproximately $2.5 billion in rate reduction
notes'n December 1997 (see discussion in Cash Flows from
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Financing Activities). Interest on long-term debt increased 12% in
1996 compared with 1995, reflecting EME's increased ownership in
Iberian Hy-Power and First Hydro.

Other interest expense increased substantially in 1997, due to
higher levels of short-term debt used to retire first and refunding
mortgage bonds, discussed above. Other interest expense increased
11% during 1996, due to a $350 million borrowing by Edison
International (holding company) for the acquisition ofFirst Hydro
and for its ongoing share repurchase program.

Edison International's liquidity is primarily affected by debt matu-
rities, dividend payments, capital expenditures, and investments in
partnerships and unconsolidated subsidiaries. Capital resources
include cash from operations and external financings.

Edison International's Board of Directors has authorized the
repurchase of up to $2.3 billion of its outstanding shares of com-
mon stock. Edison International has repurchased 76.9 million
shares ($ 1.7 billion) between January 1995 and January 30, 1998,

funded by dividends from its subsidiaries and its lines ofcredit.
Edison International's cash flowcoverage ofdividends for 1997

was 5.2 times compared to 5.0 times in 1996 and 4.7 times in 1995.

Edison International's dividend payout ratio for 1997 was 57%.

Cash Flows from Operating Activities
Net cash provided by operating activities totaled $2.1 billion in
1997, $2.2 billion in 1996 and $2.1 billion'in 1995. Cash from oper-
ations excccded capital requircmcnts for all years prescntcd.

Cash Flowsfrom Financing Activities
At December 31, 1997, Edison International and its subsidiaries
had $3.1 billionofborrowing capacity available under lines ofcred-
it totaling $3.6 billion. SCE had available lines ofcredit of$ 1.8 bil-
lion, with $ 1.3 billion for general purpose short-term debt and $500

million for the long-term refinancing of its variable-rate pollution-
control bonds. The parent company had availablc lines of credit
totaling $ 1.0 billion. The nonutility companies had lines of credit
of $800 million available to finance general cash rcquiremcnts.
Edison International's unsecured lines ofcredit are at negotiated or
bank index rates with various expiration dates. The majority have

five-year terms.
SCE's short-term debt is used to finance fuel inventories, bal-

ancing account undercollections and general cash requirements.
ERIE uses available credit lines mainly for construction projects
until long-term construction or project loans arc secured. Long-
term debt is used mainly to finance capital expenditures. SCE's

external financings are influenced by market conditions and other
factors, including limitations imposed by its articles of incorpora-
tion and trust indcnturc. As of December 31, 1997, SCE could
issue approximately $ 10A billion ofadditional first and refunding
mortgage bonds and $5.3 billionofpreferred stock at current inter-
est and dividend rates.

ERIE owns, through a wholly owned subsidiary, 50% of the

Brooklyn Navy Yard project. On December 17, 1997, the Brooklyn
Navy Yard project partnership completed a $407 million perma-
nent, nonrecourse financing for the project.

In February 1997, the contractor asserted general monetary
claims under the turnkey agreement against Brooklyn Navy Yard
Cogeneration Partners, L.P. (BNY) for damages in the amount of
$ 137 million. In addition to defending this action, BNY has filed
an action against the contractor in New York State Court asserting
general monetary claims in excess of$ 13 millionarising out of the
turnkey agreement. EME agreed to indemnify thc partnership
and its partner from all claims and costs arising from or in connec-
tion with the contractor litigation, which indemnity has been
assigned to the lenders. Edison International believes that the out-
come of this litigation willnot materially affect its results ofopen-
tions or financial position.

In April 1997, EME completed financing and commenced
construction of thc Doga project, a 180-megawatt, gas-powered
power plant near Istanbul, Turkey. A wholly owned subsidiary of
EME owns 80% of this project. In connection with the financing,
EME has guaranteed $21 million in equity contributions and will
continue making equity contributions until commercial operation
begins, which is scheduled for 1999.

In May 1997, Edison Capital closed its largest infrastructure
transaction in recent years by entering into a cross-border lease
transaction in the Eems Power Station located in the Netherlands.
This transaction was valued at $ 188 million. The Ecms Power
Station is a ncw, five unit (335 MWeach) gas-fired, combined-cycle
power plant. It is operated by EPON, the brgest power generat-
ing company in the Netherlands. Edison Capital also acquired an
interest in thc electric power transmission system in South
Australia. This cross-border lease transaction was valued at $ 161

million.
EME has firm commitments of $295 million to make equity

h
and other contributions, primarily for the Paiton project in
Indonesia, the ISAB project in Italy, and the Doga project in
Turkey. EME also has contingent obligations to make additional
contributions of$ 181 million,primarily for equity support guaran-
tees related to Paiton.

EME may incur additional obligations to make equity and
other contributions to projects in the future. EME believes it will
have sufficien liquidity to meet these equity requirements from
cash provided by operating activities, proceeds from the repayment
of loans to energy projects and funds available from EME's revolv-
ing line ofcredit.

California law prohibits SCE from incurring or guaranteeing
debt for its nonutility aAiliates. Additionally, the CPUC regulates
SCE's capital structure, limiting the dividends it may pay Edison
International. At December 31, 1997, SCE had the capacity to pay
$ 1.4 billion in additional dividends and continue to maintain its
authorized capital structure. These restrictions are not expected to
affect Edison International's ability to meet its cash obligations.

In December 1997, SCE Funding LLC, a special purpose enti-

ty (SPE), of which SCE is the sole member, issued approximately
$2.5 billion of rate reduction notes to Bankers Trust Company of
California, as ccrtificatc trustee for the California Infrastructure
and Economic Development Bank Special Purpose Trust SCE-I
(Trust), which is a special purpose entity established by the State of
California. The terms of the rate reduction notes generally mirror
the terms of thc pass-through certificates issued by the Trust, which
are known as rate reduction certificates. The proceeds of the rate
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reduction notes were used by the SPE to purchase from SCE an

enforceable right known as transition property. Transition proper-

ty is a current property right created pursuant to the restructuring
legislation and a financing order of the CPUC and consists general-

ly of the right to bc paid a specified amount from a non-bypassable

tariff levied on residential and small commercial customers.

Notwithstanding the legal sale of the transition property by SCE to
the SPE, the amounts reflected as assets on SCE's balance sheet have

not been reduced by the amount of the transition property sold to
the SPE, and the liabilities of the SPE for the rate reduction notes

l
are for accounting purposes reflected as long-term liabilities on the
consolidated balance sheet ofSCE. SCE used the proceeds from the
sale of the transition property to retire debt and equity securities.

The rate reduction notes have maturities ranging from one to
10 years, and bear interest at rates ranging from 5.98% to 6A2%.
The rate reduction notes are secured solely by the transition prop-
erty and certain other assets of the SPE, and there is no recourse to
SCE or Edison International.

Although the SPE is consolidated with SCE in the financial
statements, as required by generally accepted accounting princi-
ples, the SPE is legally separate from SCE, the assets of the SPE are

not available to creditors of SCE or Edison International, and the
transition property is legally not an asset of SCE or Edison
International.

Cash Flotvsfrom Investing Activits'es

The primary uses of cash for investing activities are additions to

property and plant, the nonutilities'nvestments in partnerships
and unconsolidated subsidiaries, and funding of nuclear decom-

missioning trusts. Decommissioning costs are accrued and recov-

ered in rates over the term of each nuclear generating facility's
operating license through charges to depreciation expense. SCE
estimates that it will spend approximately $ 12.7 billion between
2013-2070 to decommission its nuclear facilities. This estimate is

based on SCE's current-dollar decommissioning costs ($2.1 billion),
escalated using a 6.65% annual rate. These costs are expected to be

funded from independent decommissioning trusts which receive

SCE contributions of approximately $ 100 million per year until
decommissioning begins.

Cash used for the nonutility subsidiaries'nvesting activities was

$375 million in 1997, $409 million in 1996 and $ 1.2 billion in 1995.

Marl(et Rislj'xposnres
Edison International's primary market risk exposures arise from
fluctuations in energy prices, interest rates and foreign exchange
rates. Edison International's risk management policy allows the
use of derivative financial instruments to manage its financial
exposures, but prohibits the use ofthese instruinents for speculative
or trading purposes.

SCE has hedged a portion of its exposure to increases in natur-
al gas prices. Increases in natural gas prices tend to increase the price
ofelectricity purchased from the power exchange (PX). SCE's expo-
sure is also limited by regulatory mechanisms that protect SCE from
much of the risk arising from high electricity prices.

Changes in interest rates, electricity pool pricing and fluctua-
tions in foreign currency exchange rates can have a significant
impact on EME's results ofoperations. EME has mitigated thc risk

of interest rate fluctuations by arranging for fixed rate or variable

rate financing with interest rate swaps or other hedging mechanisms

for the majority of its project financings. As a result of interest rate

hedging mechanisms, interest expense increased $21 million in 1997,

$6 million in 1996 and $7 million in 1995. The maturity dates ofsev-

eral ofEME's interest rate swap agreements do not correspond to the
term ofthe underlying debt. EME does not believe that interest rate

fluctuations willhave a material adverse effect on its results ofoper-
ations or financial position.

Projects in the United Kingdom sell their electrical energy and

capacity through a centralized electricity pool, which establishes a

half-hourly clearing price for electrical energy. The pool price is

extremely volatile, and can vary~ a factor of ten or more over the
course of a few hours due to large differentials in demand accord-

ing to the time ofday. First Hydro mitigates a portion of the mar-
ket risk of the pool by entering into contracts for differences

(electricity rate swap agreemcnts), related to either the selling or
purchase price ofpower, where a contract specifies a price at which
the electricity will be traded, and thc parties to the agreements
make payments, calculated based on the difference bctwecn the
price in the contract and the half-hourly clearing price for the cle-
ment of power unde'r contract. These contracts can be sold in two
structures: onc-way contracts, where a specified monthly amount is

received in advance and difference payments are made when the

pool price is above the price specified in the contract, and two-way
contracts, where the counterparty pays First Hydro when the pool
price is below the contract price instead of a specified monthly
amount. These contracts act as a means of stabilizing production
revenue or purchasing costs by removing an element of First
Hydro's nct exposure to pool price volatility. First Hydro's electric
revenue increased by $37 million and decreased by $5 million for
the year ended December 31, 1997, and 1996, respectively, as a

result ofelectricity rate swap agreements.

Loy Yang B sells its electrical energy through a centralized
electricity pool, which provides for a system of generator bidding,
central dispatch and a settlemcnts system based on a clearing mar-
ket for each half-hour of every day. The Victorian Power
Exchange, operator and administrator of the pool, determines a sys-

tem marginal price each half-hour." To mitigate the exposure to
price volatilityof the electricity traded in the pool, Loy Yang B has

entered into a number of financial hedges. From May 8, 1997, to
December 31, 2000, approximately 53% to Q% of the plant output
sold is hedged under vesting contracts, with the remainder of the

plant capacity hcdgcd under the state hedge described below.

Vesting contracts were put into place by the State of Victoria,
between each generator and each distributor, prior to the privatiza-
tion of electric power distributors in order to provide more pre-
dictable pricing for those electricity customers that were unable to
choose their electricity rctailcr. Vesting contracts set base strike
prices at which the electricity will be traded, and the parties to the
agreement make payments, calculated based on the difference
between the price in the contract and the half-hourly pool clearing
price for the element ofpower under contract. These contracts can

be sold as one-way or two-way contracts which are structured sim-
ilar to the electricity rate swap agreements described above. These
contracts arc accounted for as electricity rate swap agreements. The
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state hedge is a long-term contractual arrangement based upon a

fixed price commencing May 8, 1997, and terminating October 31,
2016. The State guarantees the State Electricity Commission of
Victoria's obligations under the state hedge. Loy Yang B's electric
revenue was increased by $59 million for the year ended December
31, 1997, as a result of hedging contract arrangements. As EME
continues to expand into foreign markets, fluctuations in foreign
currency exchange rates can affect the amount of its equity contri-
butions to, distributions from, and results ofoperations ofits foreign
projects. At times, EME has hedged a portion of its current expo-
sure to fluctuations in foreign cxchangc rates where it deems appro-
priate through financial derivatives, offsetting obligations
denominated in foreign currencies, and indexing underlying pro-
ject agreements to U.S. dollars or other indices reasonably expected
to correla'te with foreign exchange movemcnts. Various statistical
forecasting techniques arc used to help assess foreign exchange risk
and the probabilities of various outcomes. There cab be no assur-

I

ance, howcvcr, that fluctuations in exchange rates will be fttllyoff-
"set by hedges or that cui'rency movcmcnts arid tHc relationship
between certain macroeconomic variables will behave in a manner
that is consistent with historical or forccastcd relationships.

Construction on the two-unit Paiton project is approximately
85% complete, and commercial operation is cxpcctcd in the first
halfof 1999. Thc tariffis higher in the carly years and steps down
over time, and the tarifffor thc Paiton project includes infrastruc-
ture to be used in common by other units at thc Paiton complex.
Thc plant's output is fully contracted with thc state-owned elec-

tricity company for payment in U.S. dollars. Thc projected rate of
growth of the Indonesian economy and thc cxchangc rate of
Indonesian Rupiah into U.S. dollars have deteriorated significant-
ly since the Paiton project was contracted, approved and financed
with substantial finance and insurance support from the Export-
Import Bank of the United States, The Export-Import Bank of
Japan, the U.S. Overseas Private Investmcnt Corporation and the
Ministry of International Trade and Industry ofJapan. The Paiton
project's senior debt ratings have been reduced from investment
grade to speculative grade based on thc rating agencies'erccivcd
increased risk that thc state-owned electricity company might hot
be able to honor the electricity sales contract with Paiton. A
Presidential decree has dccmcd some power plants, but not includ-
ing the Paiton project, subject to review, postponcmcnt or cancella-

tion. EME continues to monitor thc situation closely.

A 10% increase in market intcrcst rates would result in a $29

million increase in the fair value of Edison International's interest
rate hedge agreements. A 10% decrcasc in market interest rates

would result in a $30 million decline in the fair market value of
interest rate hedge agreemcnts. A 10% incrcasc in pool prices
would result in a $97 million decrease in the fair value ofelectrici-

ty rate swap agreements. A'10% decrease in pool prices would
result in a $97 million increase in thc fair value of electricity rate

swaps. A 10% increase in natural gas prices would result in a $26

million increase in the fair market value ofgas call options. A 10%

decrease in natural gas prices would result in a $ 17 millidndecline
in the fair market value ofgas call options. A 10% change in mar-
ket rates is expected to have an immaterial effect on Edison

International's other financial instruments.

Prjoected Capital Requirements
Edison International's projected construction expenditures for the
next five years are: 1998—$ 1.1 billion; 1999—$807 million;2000—
$763 million;2001 —$721 million;and 2002—$671 million.

Long-term debt maturities and sinking fund requirements for
thc next five years arc: 1998—$848 million; 1999—$670 million;
2000—$719 million;2001 —$728 million;and 2002—$635 million.

Preferred stock redemption requirements for the next five
years are: 1998 through 2001 —zero and 2002—$ 105 million.

RFrut a RV M TF

Legislation enacted in September 1996 provided for, among other
things, a 10% rate reduction for residential and small commercial
customers in 1998 and other rates to remain frozen at the June 10,

1996, level (system average of 10.1< pcr kilowatt-hour). Scc further
discussiort in Competitive Environment —jtestructuring
Legislatioh.

In 1998, SCE's revenue willbc affected by various mechanisms
depending on the utilityoperation. Revenue related to distribution
operations will be determined through a performance-based rate-
making mechanism (PBR) (see discussion in Competitive
Environment —PBR) and thc distribution assets will have the
opportunity to earn a CPUC-authorized 949% return. Until the
independent system operator (ISO) begins operation, transmission
revenue willbe determined by the same mechanism as distribution
operations. After that time, transmission revenue will be deter-
mined through FERC-authorized rates and transmission assets

will earn a 943% return. These rates are subject to refund. See

discussions in thc Competitive Environment —Rate-setting and
FERC Restructuring Decision sections.

Revenue from generation-related operations willbe determined
through the competition transition charge (CTC) mechanism,
nuclear rate-making agreemcnts and the competitive market in
1998. Revenue related to fossil and hydroelectric generation opera-
tions willbe recovered from two sources. Thc portion that is made
uneconomic by electric industry restructuring will bc determined
through the CTC mechanism. The portion that is economic willbe

recovered through thc PX mechanism. In 1998, fossil and hydro-
electric generation assets willearn a 7.22% return. A more detailed
discussion is in Competitive Environment —CTC.

, The CPUC has authorized revised rate-making pbns for
SCE's nuclear facilities, which call for thc accelerated recovery of its
nuclear investments in exchange for a lower authorized rate of
return. SCE's nuclear assets are earning an annual rate of return of
7.35% In addition, the San Onofre plan authorizes a fixed rate of
approximately 4< pcr kilowatt-hour gcncrated for operating costs

including incremental capital costs, and nuclear fuel and nuclear
fuel financing costs. The San Onofre plan commenced in April
1996, and ends in December 2001 for the acccleratcd recovery por-
tion and in December 2003 for the incentive pricing portion. Palo
Verde's operating costs, including incremental capital costs, and
nuclear fuel and nuclear fuel financing costs, are subject to balanc-

ing account treatment. The Palo Verde plan commenced in
January 1997 and ends in December 2001. Beginning January 1,
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1998, both the San Onofre and Palo Verde rate-making plans
became part of the CTC mechanism.

The changes in revenue from the regulatory mechanisms dis-
cussed above, excluding the effects ofother rate actions, are expect-
ed to have a minimal impact on 1998 earnings. However, the
issuance of the rate reduction notes in December 1997, which
enables the repurchase of debt and equity, will have a negative
impact on 1998 earnings ofapproximately $97 million. The impact
on earnings per share will bc mitigated due to the repurchase of
common stock from the rate reduction note proceeds.

In 1994, SCE filed its testimony in the non-Qualifying
Facilitics (QF) phase of the 1994 Energy Cost Adjustment Clause

proceeding. In 1995, the CPUC's Offlce of Ratepayer Advocates

(ORA) filed its report on the reasonableness of SCE's gas supply
costs for both the 1993 and 1994 record periods. The report recom-

mended a disallowance of $ 13 million for excessive costs incurred
from November 1993 through March 1994 associated with SCE's

Canadian gas purchase and supply contracts. The report request-
ed that the CPUC defer finding SCE's Canadian supply and trans-

portation agreements reasonable for the duration of their terms and
that the costs under these contracts be reviewed on a yearly basis. In
1996, the ORA issued its report for the 1995 record period recom-

mending a $38 million disallowance for excessive costs incurred
from April 1994 through lvfarch 1995. Both proposed disal-
lowanccs were later consolidated into one proceeding. On
December 3, 1997, the CPUC approved a settlement agreement
between SCE and the ORA on this and any future issues, which will
result in a $61 million (including interest) refund to SCE's cus-

tomers. This refund is fully reflected in the financial statements
and willbe made in first quarter 1998.

In 1991, SCE filed its testimony in the QF phase of the 1991

Energy Cost Adjustment Clause proceeding. In 1993, the ORA
filed its report on the reasonableness of SCE's QF contracts and
alleged that SCE had imprudently renegotiated a QF contract with
thc Mojave Cogeneration Company. The report recommended a

disallowance of $32 million (1993 net present value) over the con-
tract's 20-year life. Subsequently, SCE and the ORA reached a set-

tlement where SCE agreed to a onc-time reduction to its energy cost

adjustment clause balancing account of$ 14 millionplus interest. In
October 1996, the CPUC approved the settlement agreement, sub-

ject to SCE and thc ORA accepting certain conditions concerning
the way the $ 14 million payment would be reflected in rates. After
reviewing the decision, SCE declined to accept the condition pro-
posed by the CPUC and in November 1996 filed an application for
rehearing. In February 1997, the CPUC denied SCE's application.
Because SCE and the ORA were unable to finalize their settlement,
hearings on the ORA's disalloivance recommendations were held in
June 1997. During the hearings, the ORA presented testimony to
update its assessment of ratepayer harm, which it now estimates to
be $45 million (1997 net present value) over the contract's life. In
November 1997, a CPUC administrative law judge (ALJ) issued a

proposed decision which would adopt the ORA's $45 milliondisal-
lowance. In January 1998, the CPUC withdrew the ALJ's pro-
posed decision pending oral arguments. Oral arguments were
heard on February 4, 1998, at which time SCE requested an alter-
nate proposed decision be issued. SCE expects this matter to be

returned to the CPUC's agenda in the near future and a final deci-

sion to be issued during second quarter 1998. SCE cannot predict
the final outcome of this matter but does not believe it willmateri-
ally affect its results ofoperations.

tVF VI t

SCE currently operates in a highly regulated environment in
which it has an obligation to deliver electric service to customers in
return for an exclusive franchise within its service territory. This
regulatory environment is changing. The generation sector has

experienced competition from nonutility power producers and reg-
ulators are restructuring California's electric utility industry.

Cali ornia Electric Utilit Restructtsrin
Restructuring Legislation —In September 1996, the State of
California enacted legislation to provide a transition to a competi-
tive market structure. The legislation substantially adopted thc
CPUC's December 1995 restructuring decision by addressing
stranded-cost recovery for utilities and providing a certain cost-

recovery time period for thc tr'ansition costs associated with utility-
owned generation-related assets. Transition costs rclatcd to
power-purchase contracts would be recovered through thc terms of
their contracts while most of the remaining transition costs would
be recovered through 2001. The legislation also included provi-
sions to finance a portion of the stranded costs that residential and
small commercial customers would have paid between 1998 and
2001, which would allow SCE to reduce rates by at least 10% to
these customers, beginning January I, 1998. The financing would
occur with securities issued by the California Infrastructure and
Economic Development Bank, or an entity approved by thc Bank.
The legislation included a rate freeze for all other customers,
including large commercial and industrial customers, as well as

provisions for continued funding for energy conservation, low-
income programs and renewable resources. Despite the rate

freeze, SCE expects to be able to recover its revenue requirement
during the 1998-2001 transition period. In addition, the legislation
mandated the implementation of the CTC that provides utilities
the opportunity to recover costs made uneconomic by electric util-
ity restructuring. Finally, the legislation'contained provisions for
the recovery (through 2006) of reasonable employee-related transi-
tion costs, incurred and projected, for retraining, severance, early
retirement, outplacement and related expenses.

Rate Reduction Notes —In May 1997, SCE filed an application
with the CPUC requesting approval ofthe issuance ofan aggregate
amount of up to $3 billion of rate reduction notes in one or morc
series or classes and a 10% rate reduction for the period from
January 1, 1998, through March 31, 2002. At the same time, SCE
filed an application with the California Infrastructure and
Economic Development Bank for approval to issue the notes.

Residential and small commercial customers will repay the notes

over the expected 10-year term through non-bypassable charges
based on electricity consumption. In December 1997, after receiv-

ing approval from both the CPUC and the Infrastructure Bank, a

limited liability company created by SCE issued approximately
$2.5 billionof these notes. For further details, see the discussion in
Cash Flows from Financing Activities.
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CPUC Restrucsuring Dccisiosi —The CPUC's December 1995 deci-
sion on restructuring California's electric utility industry started the
transition to a new market structure, which is expected to provide
competition and customer choice and is scheduled to begin March
31, 1998. Key elements of thc CPUC's restructuring decision includ-
ed: creation ofthe PX and ISO; availability ofdirect customer access

and customer choice; PBR for those utility services not subject to
competition; voluntary divestiture of at least 50% of utilities'as-
fueled generation, and. implementation of the CTC.

Rase-serring —In December 1996, SCE filed a more comprehen-
sive plan (elaborating on its July 1996 filing related to the concep-
tual aspects of separating costs as requested by CPUC and FERC
directives) for the functional unbundling of its rates for electric ser-

vice, beginning January I, 1998. In response to CPUC and FERC
orders, as well as the new restructuring legislation, this filing
addressed the implementation-level detail for the functional
unbundling of rates into separate charges for energy, transmission,
distribution, the CTC, public benefit programs and nuclear
decommissioning. The transmission component of this rate
unbundling process was addressed at the FERC through a March
1997 filing. In December 1997, the FERC approved these rates,

subject to refund, to be cffcctive on the date the ISO begins opera-
tion. CPUC hearings on SCE's rate unbundling (also known as

rate-setting) plan were concluded in April 1997. In August 1997,

the CPUC issued a decision which adopted the methodology for
determining CTC residually (see CTC discussion below) and
adopted SCE's revenue requirement components for public benefit
programs and nuclear decommissioning. The decision also adjust-
ed SCE's proposed distribution revenue requirement by reallocat-

ing $76 million of the amount annually to other functions such as

generation and transmission. Under the decision, SCE willbe able
to recover most of the reallocated amount through market revenue,
other rate-making mechanisms after petitioning the CPUC to
modify its prior decisions, or another review process later in its
divestiture proceeding.

PX and ISO —In April 1996, SCE, Pacific Gas si Electric
Company and San Diego Gas si Electric Company filed a proposal
with the FERC regarding the creation of the PX and the ISO. In
November 1996, the FERC conditionally accepted the proposal
and directed the three utilities, the ISO, and the PX to file more
specific information. The filing was made in March 1997, and
included SCE's proposed transmission revenue requirement. On
October 29, 1997, the FERC gave conditional, interim authoriza-
tion for operation of the PX and ISO to begin on January I, 1998.

The FERC stated it would closely monitor the PX and ISO,
require further studies and make modifications, where necessary.

A comprehensive review will be performed by the FERC after
three years of operation of the PX and ISO. On December 22,

1997, the PX and ISO governing boards announced a delay in the

planned start-up of the PX and ISO due to insufficient testing of
operational, settlement and billing systems. The PX and ISO are

now expected to begin operation by March 31, 1998.

In July 1996, the three utilities jointly filed an application with
the CPUC requesting approval to establish a restructuring trust
which would obtain loans up to $250 million for the development

of the ISO and PX through January I, 1998. The loans are backed

by utility guarantees; SCE's share was 45%, or $ 113 million. In
August 1996, the CPUC issued an interim order establishing the
restructuring trust and the funding level of$250,million, which has
been used to build the hardware and software systems for the ISO
and PX. The ISO and PX will repay thc trust's loans and recover
funds from future ISO and PX customers. In November 1997, the
CPUC approved a petition jointly filed by the three utilities which
requested an increase in the loan guarantees from $250 million to
8300 million; SCE's share of this new total is 8135 million. In
December 1997, the CPUC approved a remaining item with
respect to the petition which requested that the onc-time restruc-
turing implementation charge, to be paid to the PX by the utilities,
be deemed a non-bypassable charge to be recovered from all retail
customers. The amount of the PX charge is $ 85 million; SCE's

share is 45%, or $38 million.

Direct Cusromer slcccss —In May 1997, the CPUC issued a decision
describing how all California investor-owned-utility customers
willbe able to choose who willprovide them with electric genera-
tion service beginning January 1, 1998. On December 30, 1997, the
CPUC issued a decision delaying direct access until March 31,
1998, due to operational delays in the start-up of the PX and ISO.
On this date, customers willbe able to choose to remain utility cus-

tomers with bundled electricservicefromSCE(which willpur-
chase its power through the PX), or choose direct access, which
means the customer can contract directly with either independent
power producers or retail electric service providers such as power
brokers, marketers and aggregators. Additionally, all investor-
owned-utility customers must pay the CTC whether or not they
choose to buy power through SCE. Electric utilities willcontinue
to provide the core distribution service of delivering energy
through its distribution system regardless of a customer's choice of
electricity supplier. The CPUC willcontinue to regulate the prices
and service obligations related to distribution services. Ifthe new
competitive market cannot accommodate the volume of direct
access transactions, the CPUC could implement a contingency
plan. However, the CPUC believes it is likely that interest in and
migration to direct access willbe gradual.

Resscnue Cycle Scrssiccs —A decision issued by thc CPUC in May
1997, introduces customer choice to metering, billing and related
services (referred to as revenue cycle services) that are now provid-
ed by California's investor-owned utilities. Under this revenue

cycle services unbundling decision, beginning in January 1998,

direct access customers may choose to have either SCE or their elec-

tric gcncration service provider render consolidated (energy and
distribution) bills, or they may choose to have separate billings from
each service provider. However, not all electric generation service

providcrs will necessarily offer each billing option. In addition,
beginning in January 1998, customers with maximum demand
above 20 kW (primarily industrial and large commercial) can

choose SCE or any other supplier to provide their metering service.

Allother customers willhave this option beginning in January 1999.

In determining whether any credit should be provided by the utili-
ty to firms providing customers with revenue cycle services, and the
amount ofany such credit, the CPUC has indicated that it is appro-
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priate to net the cost incurred by the utilityand thc cost avoided by
the utility as a result of such services being provided by the other
firm rather than by the utility. The unbundling of revenue cycle

services will expose SCE to the possible loss of revenue, higher
stranded costs and a reduction in revenue security.

PBR —In 1993, SCE filed for a PBR mechanism to determine
most of its revenue (excluding fuel). The filing was subsequently
divided between transmission and distribution (T&D) and power
generation.

In September 1996, the CPUC adopted a non-generation or
T&D PBR mechanism for SCE which began on January 1, 1997.

According to the CPUC, beginning in 1998 (coincident with the ini-
tiation of the competitive market), the transmission portion is to be

separated from non-generation PBR and subject to ratemaking
under thc rules of the FERC. The distribution-only PBR will
extend through December 2001. Key elements of the non-genera-
tion PBR include: T&D rates indexed for inflation based on the
Consumer Price Index less a productivity factor; elimination of the
kilowatt-hour sales adjustment; adjustinents for cost changes that
are not within SCE's control; a cost of capital trigger mechanism
based on changes in a bond index; standards for service reliability
and safety; and a net revenue-sharing mechanism that dctcrmines
how customers and shareholders will sharc gains and losses from
T&D operations.

With the CPUC's 1995 restructuring decision and the passage

of restructuring legislation in 1996, the majority of power genera-
tion ratemaking (primarily fossil-fueled and nuclear) was assigned

to other mechanisms. In April 1997, a CPUC interim order deter-
mined that the proposed structure of the fossil-fueled plants'ust-
run contracts were under the FERC's jurisdiction. On October 31,

1997, SCE filed must-run tariffschedules with the FERC covering
its six ISO-designated must-run plants. In the meantime, SCE is

pursuing the divestiture of these plants (sec Divestiture discussion

below) and might not ever itself provide service under these FERC
tariffschedules.

In December 1997, the CPUC adopted a PBR-type ratemak-

ing mechanism for SCE's hydroelectric plants. The mechanism
sets the hydroelectric revenue requirement in 1998 and establishes

a formula for extending it through the duration of the electric
industry restructuring transition period, or until market valuation
of the hydroelectric facilities, whichever occurs first. The mecha-

nism provides that power sales revenue from hydroelectric facili-
ties in cxccss of the hydroelectric revenue requirement be credited
against thc costs to transition to a competitive market (see CTC
discussion below).

Ditsestt'rtsre —In November 1996, SCE filed an application with the

CPUC to voluntarily divest, by auction, all 12 of its oil- and gas-

fuclcd generation plants. This application builds on SCE's March
1996 plan which outlined how SCE proposed to divest 50% of these

assets. Under the new proposal, SCE would continue to operate

and maintain the divested power plants for at least two years fol-
lowing their sale, as mandated by the restructuring legislation
enacted in September 1996. In addition, SCE would offer work-
force transition programs to those employees who may bc impacted

by divestiture-related job reductions. SCE's proposal is contingent

on the overall electric industry restructuring implementation
process continuing on a satisfactory path. In September 1997, the

CPUCapproved SCE's proposal to auction the 12plants.
On December 1, 1997, SCE filed a compliance filingwith the

CPUC stating that it had sold 10 plants. On December 16, 1997, the
CPUC approved thc sale of the 10 plants. On February 6, 1998,

SCE filed a compliance filingwith the CPUC regarding the saic
of'n

11th plant. CPUC approval of the sale is expected before March
31, 1998. The total sales price of the 11 plants is $ 1.1 billion, or 2.16

times their combined book value of$531 million. Net procccds of
the sales willbe used to reduce stranded costs, which otherwise werc
expected to be collected through the CTC mechanism. The transfer
ofownership of the 11 plants is expected to occur shortly before the
start of the new competitive market, which the PX and ISO cur-
rently expect to occur on March 31, 1998. The sale and CPUC
approval of the single remaining plant is expected to bc complctcd
in early 1998.

CTC —Recovery of costs to transition to a competitive market is

being implemented through a non-bypassable CTC. This charge

applies to all customers who were using or began using utilityser-

vices on or after thc CPUC's December 20, 1995, decision date. In
August 1996, in compliance with the CPUC's restructuring deci-

sion, SCE filed its application to estimate its 1998 transition costs. In
October 1996, SCE amended its transition cost filing to reflec the
effects of the legislation enacted in September 1996. Under thc rate
freeze codified in thc legislation, the CTC willbc dctcrmincd resid-

ually (i.e., after subtracting other cost components for the PX, T&D,
nuclear decommissioning and public benefit programs). Never-
theless, the CPUC directed that the amended application provide
estimates of SCE's potential transition costs from 1998 through
2030. SCE provided two estimates between approximately $ 13.1

billion (1998 net present value) assuming the fossil plants have a

market value equal to their net book value, and $ 13.8 billion (1998

net present value) assuining the fossil plants have no market value.

These estimates are based on incurred costs, forecasts offuture costs

and assumed market prices. However, changes in thc assumed

market prices could materially affect these estimates. The potential
transition costs arc comprised of: $7.5 billion from SCE's QF con-

tracts, which are thc direct result ofprior legislative and regulatory
mandates; and $5.6 billion to $6.3 billion from costs pertaining to
certain generating plants (successful completion of the sale ofSCE's

gas-fired generating plants would reduce this estimate of transition
costs for SCE-owned generation to less than $5 billion)and regula-
tory commitments consisting ofcosts incurred (whose recovery has

been defcrrcd by the CPUC) to provide service to customers. Such
commitments include the recovery of income tax benefits previous-

ly flowed through to customers, postretirement benefit transition
costs, accelerated rccovcry ofSan Onofre Units 2 and 3 and thc Palo
Verde units (as discussed in Regulatory Matters), and certain other
costs. In February 1997, SCE filed an update to thc CTC filing to
reflect approval by the CPUC ofsettlements regarding ratemaking
for SCE's sharc of Palo Verde and the buyour. ofa power purchase
agreement, as well as other minor data updates. No substantive
changes in the total CTC estimates were included. This issue has

been separated into two phases; Phase 1 addresses the rate-making
issues and Phase 2 the quantification issues.
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A decision on Phase I was issued in June 1997, which, among
other things, required thc establishment ofa transition cost balanc-

ing account and annual transition cost proceedings, set a market
rate forecast for 1998 transition costs, and required that generation-
relatcd regulatory assets bc amortized ratably over a 48-month peri-
od. Hearings on Phase 2 were held in May and June 1997 and a

final decision was issued on November 19, 1997. The Phase 2 deci-
sion established the calculation methodologies and procedures for
SCE to collect its transition costs from 1998 through the end of the
rate freeze. The Phase 2 decision also reduced SCE's authorized
rate of return on certain assets eligible for transition cost recovery

(primarily fossil- and hydroelectric-generation related assets) begin-
ning July 1997, five months earlier than anticipated. The decision,
excluding the effects ofother rate actions, had a negative impact on
1997 earnings of approximately 4< per share. SCE has filed an

application for rehearing on the 1997 rate of return issue.

Acconnring for Generasion-Re!ared Assess —Ifthe CPUC's electric
industry restructuring plan is implcmcnted as outlined above, SCE
would be allowed to recover its CTC through non-bypassable

charges to its distribution customers (although its investment in
certain generation assets would be subject to a lower authorized

e

rate of return).
As previously reported, from November 1996 to July 1997,

SCE and the other major California electric utilities werc engaged
in discussioits with the Securities and Exchange Commission staff
regarding the proper application ofregulatory accounting standards

in light of thc clcctric industry restructuring legislation enacted by
the State of California in September 1996 and the CPUC's electric
industry restructuring plan. This issue was placed on thc agenda of
the Financial Accounting Standards Board's Emerging Issues Task

Force (EITF) during April 1997 and a final consensus was reached

at the July EITF meeting. During the third quarter of 1997, SCE
implemented the EITF consensus and discontinued application of
accounting principles for rate-regulated enterprises for its invest-

ment in generation facilities.
Howcvcr, implementation of the EITF consensus did not

require SCE to write offany of its generation-related assets, includ-
ing regulatory assets ofapproximately $ 600 million at December 31,

1997. SCE has retained these assets on its balance sheet because thc
legislation and restructuring plan referred to above make probable
their recovery through a non-bypassable CTC to distribution cus-

tomers. These regulatory assets relate primarily to the recovery of
accelerated income tax benefits previously flowed through to cus-

tomers, purchased power contract termination payments, unamor-
tized losses on reacquired debt, and the recovery of amounts

deferred under the Palo Verde rate phase-in plan. The consensus

reached by the EITF also permits the recording of new generation-

related regulatory assets during the transition period that are proba-

ble of recovery through the CTC mechanism.

Ifduring the transition period events werc to occur that made

the recovery of these generation-related regulatory assets no longer
probable, SCE would be required to write off the remaining bal-

ance ofsuch assets as a one-time, non-cash charge against earnings.

Ifsuch a write-offwere to bc required, SCE believes that it should

not affect thc recovery ofstranded costs provided for in the legisla-

tion and restructuring plan.

Although depreciation-related differences could result from
applying a regulatory prescribed depreciation method (straight-line,
remaining-life method) rather than a method that would have been

applied absent the regulatory process, SCE believes that the depre-
ciable lives of its generation-related assets would not vary signifi-
cantly from that of an unregulated enterprise, as the CPUC bases

depreciable lives on periodic studies that reflect the physical useful
lives of the assets. SCE also believes that any depreciation-related
differences would be recovered through the CTC.

Ifevents occur during the restructuring process that result in all
or a portion of the CTC being improbable of recovery, SCE could
have additional write-offs associated with these costs ifthey are not
recovered through another regulatory mechanism. At this time, SCE
cannot predict what other revisions will ultimately be made during
the restructuring process in subsequent proceedings or implementa-
tion phases, or the effect, after the transition period, that competition
willhave on its results ofoperations or financial position.

FI'.'RC Ressrucsnring Decision
In April 1996, the FERC issued its decision on stranded-cost recov-

ery and open access transmission, efFective July 1996. Thc decision,
reafflrmed by the FERC in its March and November 1997 orders,
requires all electric utilities subject to the FERC's jurisdiction to
file transmission tariffs which provide competitors with increased
access to transmission facilities for wholesale transactions and also

establishes information requirements for the transmission utility.
The decision also provides utilities with the opportunity to recover
stranded costs associated with existing wholesale customers, retail-
turned-wholesale customers and retail wheeling when the state

regulatory body does not have authority to address retail stranded
costs. Even though the CPUC is currently addressing stranded-
cost recovery through the CTC proceedings, the FERC has also

asserted primary jurisdiction over the recovery of stranded costs

associated with retail-turned-wholesale customers, such as a new
municipal electric system or a municipal annexation. However, the
FERC did clarify that it does not intend to prevent or interfere
with a state's authority and that it has discretion to defer to a state

stranded-cost-calculation method. In January 1997, the FERC
accepted the open access transmission tariffSCE filed in compli-
ance with the April 1996 decision. The rates included in the tariff
arc being collected subject to refund. In May 1997, SCE filed a

rcviscd open access tariffto reflec the few revisions sct forth in thc
March 1997 order. The open access transmission tariffwillbe ter-
minated on the date the ISO begins operation.

E vtno tr v 1 P o 1

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

As further discussed in Note 10 to the Consolidated Financial
Statements, Edison International records its environmental lia-
bilities when site assessments and/or remedial actions are probable
and a range of reasonably likely cleanup costs can be estimated.

Edison International reviews its sites and measures the liability
quarterly, by assessing a range of reasonably likely costs for each
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identified site. Unless there is a probable amount, Edison Inter-
national records the lower end of this range of costs.'n coniiection with the issuance 'of the San Onofre Units 2 and
3 operating permits, SCE reached agreement with the California
Coastal Commission in 1991 to restore certain marine mitigation
sites. The restorations include two sites: designated wetlands and
the construction of an artificial kelp reef off the California coast.

After SCE requested certain modifications to the agreement, the
Coastal Commission issued a final ruling in April 1997 to reduce
the scope of remediations. SCE elected to pay for the costs of
marine mitigation in lieu of placing the funds into a trust. Rate

recovery of these costs is occurririg through the San Onofre incen-
tive pricing plan.

Edison International's recorded estimated minimum liabili-
ty to remediate its 51 identified sites is $ 178 million,which includes

$75 million for'the two sites discu'ssed above. One ofSCE's sites, a

former pole-treating facility, is considered a federal Superfund site

and represents 42% ofEdison International's iccorded liability. The
ultimate costs to clean up Edison International's identified sites may
vary from its recorded liability due to numerous uncertainties
inherent in the estimation process. Edison International believes

. that, duc to these uncertainties, it is reasonably possible that cleanup
costs could exceed its recorded liabilityby up to $246 million. The
upper limitof this range of costs was estimated using assumptions
least favorable to'Edison International among a range ofreasonably
possible outcomes.

The CPUC allows SCE to recover environmental-cleanup
costs at'4l of its sites, representing $91 million of Edison

, International's recorded liability, through an incentive mechanism.
Under this mechanism, SCE will recover 90% of cleanup costs

through customer rates; shareholders fund the remaining 10%,

with the opportunity to r'ecover these costs from insurance carriers
and other third parties. SCE has successfully settled insurance
claims with all responsible carriers. Costs incurred at SCE's

'emaining sites are expected to be rccovercd through customer
rates. SCE has recorded a regulatory asset of $ 153 million for its
estimated minimum environmental-cleanup costs expected to bc

'ecovered through customer rates. This amount includes $60 mil-
lion ofmarine mitigation costs remaining to be recovered through
the San Onofre incentive pricing plan.

Edison International's identified sites include several sites for
which there is a lack ofcurrently available information, including
the nature and magnitude ofcontamination, and the extent, ifany,
that Edison International may be held responsible for contributing
to any costs incurred for remediating these sites. Thus, no reason-

able estimate ofcleanup costs can now be made for these sites.

Edison International expects to clean up its identified sites over
a period ofup to 30 years. Remediation costs in each ofthe next sev-

;. eral years are expected to range from $4 million to $ 10 million.
'

Recorded costs for 1997 were $ 10 million.
Based on currently available information, Edison International

" believes it is unlikely that it will incur amounts in excess of the

upper limitofthe estimated range and, based upon the CPUC's reg-
.. ulatory treatment of environmental-cleanup costs, Edison

International believes that costs ultimately recorded willnot mate-

rially afFect its results ofoperations or financial position. There can''
be no assurance, however, that future developments, including

additional information about existing sites or the identification of
new sites, willnot require material revisions to such estimates.

The 1990 federal Clean Air Act requires power producers to
have emissions allowances to emit sulfur dioxide. Power compa-
nies receive emissions allowances from the federal government and

may bank or sell excess allowances. SCE expects to have excess

allowances under Phase II of the Clean Air Act (2000 and later).
The act also calls for a study to determine ifadditional regulations
are needed to reduce regional haze in the southwestern U.S. In
addition, another study is in progress to determine the specific
impact of air contaminant emissions from the Mohave Coal
Generating Station on visibility in Grand Canyon National Park.
The potential effect of these studies on sulfur dioxide emissions
regulations for Mohave is unknown.

Edison International's projected capital expenditures to pro-
tect the environment are $820 million for the 1998 —2002 period,
mainly for aesthetics treatment, including undergrounding certain
transmission and distribution lines.

The possibility that cxposurc to electric and magnetic fields
(EMF) emanating from power lines, household appliances and
other electric sources may result in adverse health effects has been

the subject ofscientific research. After many years of research, sci-

entists have not found that exposure to EMF causes disease in
humans. Research on this topic is continuing. However, the CPUC
has issued a decision which provides for a rate-recoverable research

and public education program conducted by California electric util-
ities, and authorizes these utilities to take no-cost or low-cost steps

to reduce EMF in new electric facilities. SCE is unable to predict
when or ifthe scientific community will be able to reach a consen-

sus on any health efFects ofEMF, or the effect that such a consensus,

ifreached, could have on future electric operations.

F ST

The San Onofre Units 2 and 3 steam gcncrators have performed
relatively well through the first 15 years of operation, with low
rates ofongoing steam generator tube degradation. However, dur-
ing the Unit 2 scheduled refueling and inspection outage, which
was completed in Spring 1997, an incrcascd rate of tube degrada-
tion was identified, which resulted in the removal of more tubes
from service than had been expected. The steam generator design
allows for the removal of up to 10% of thc tubes before thc rating
capacity of the unit must be reduced. As a result of the increased

degradation, a mid-cycle inspection outage will be conducted in
carly 1998 for Unit 2.

During Unit3's refueling outage, which was completed in July
1997, inspections of structural supports for steam generator tubes

identified several areas where the thickness of the supports had
bccn reduced, apparently by erosion during normal plant opera-
tion. As a result, a mid-cycle inspection outage is planned for early
1998. However, during Unit 2's Spring 1997 inspection outage,
similar tube supports showed no signs of such erosion.

o s w c

During 1996, the Financial Accounting Standards Board issued an
exposure draft that would establish accounting standards for the
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recognition and measuremcnt of closure and removal obligations.
The exposure draft would require the estimated present value of
an obligation to be recorded as a liability,along with a correspond-
ing increase in the plant or regulatory asset accounts when the
obligation is incurred. Ifthe exposure draft is approved in its pre-
sent form, it would affect SCE's accounting practices for the
decommissioning of its nuclear power plants, obligations for coal

mine reclamation costs and any other activities related to the clo-
sure or removal of long-lived assets. SCE does not expect that the
accounting changes proposed in the exposure draft would have an
adverse effect on its results of operations even after deregulation
due to its current and expected future ability to recover these costs

through customer rates. The nonutility subsidiaries are currently
reviewing what impact the exposure draft may have on their
results ofoperations and financial position.

(Unaudircd)

Operating revenue

Operating income
Net income
Per share:

Basic earnings
Diluted earnings
Dividends declared

Common stock prices:

High
Low
Close

$ 9~5
1,498

700

1.75

1.73

1.00

$ 27 u/u

19 '/k

27 '/u

In millions,

cxccps pcr-sharc amounts Tosal

$ 2329
342

139

$ 2,738

470

277

S 2>167

329

139

S 2,001

357
145

.37

.36

.25

.70

.70

.25

34
34
.25

35
34
.25

$ 27 u/»<

24 u/«

27 '/k<

$ 27 '/<

24

25 '/<

$ 25 '/
20 '/<

24 rl<

$ 23 '/<

19 '/k

22 '/k

Founh Third Second Fi rss

Y 2 s

Many of SCE's existing computer systems identify a year by only
two digits instead of four. Ifnot corrected, these programs could
fail or create erroneous results when the new century begins. This
situation has bccn referred to generally as the Year 2000 Issue.

SCE has developed plans and is addressing the programming
changes that it has determined are necessary in order for its com-

puter systems to function properly beginning in 2000. Remediation
of SCE's key financial systems for the Year 2000 Issue was com-
pleted in 1997. SCE's informational and operational systems have

been assessed, and dctailcd plans have been developed to address

modifications required to be completed, tested and operational by
December 31, 1999. Preliminary estimates of the costs to complete
these modifications, including the cost of new hardware and
software application modifications, range from $55 million to 980

million, about half of which are expected to be capital costs.

Current rate levels for providing electric service should be suAi-
cient to provide funding for these modifications. Remediation of
existing critical systems is expected to be 75% complete by the cnd
of 1998. SCE expects its Year 2000 date conversion project to bc

completed on a timely basis, with no material adverse impact to its

results ofoperations or financial position.
SCE's Year 2000 date conversion project includes an assess-

ment ofcritical interfaces with the computer systems ofothers and

it does not expect a material adverse effect on its operating and
business functions from the Year 2000 Issue.

Operating revenue

Operating income
Net income
Per share:

Basic earnings
Diluted earnings
Dividends declared

Common stock prices:

High
Low
Close

S 8/45
I>478

717

1.64

1.63

1.00

$ 20 '/<

15 '/<

19 '/<

In millions,

cxckps pcr-sharc amounts Tourl

S 2>195

328

117

$ 2/68
468

277

$ I>814

332

156

$ 1,968

350

167

.27

.27

.25

.63

.63

.25

35
35
.25

38
37
.25

S 20'/<

17 '/<

19 '/<

S 18'/»

15 '/<

17'/<

S 17</

15 '/<

17 >/<

S 18'/<

16 '/<

17 '/<

Founh Third Second Fins
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Responsibility for Financial Reporting Report of Independent Public Accountants

The management of Edison International is responsible for the

integrity and objectivity of the accompanying financial statements.

The statements have been prepared in accordance with generally
accepted accounting principles applied on a consistent basis and are

based, in part, on management estimates and judgment.
Edison International and its subsidiaries maintain systems of

internal control to provide reasonable, but not absolute, assurance

that assets arc safeguarded, transactions are executed in accordance
with management's authorization and thc accounting records may
be relied upon for the preparation of the financial statements.
There are limits inherent in all systems of'nternal control, the
design ofwhich involves management's judgment and the recogni-
tion t)iat the costs of such systems should not exceed the benefits to
be derived. Edison International believes its systems of

internal'ontrol

achieve this appropriate balance. These systems are aug-
mented by internal audit programs through which the adequacy
and effectiveness of internal controls and policics and procedures
are monitored, evaluated and reported to management. Actions
are taken to correct deficiencies as they are identified.

Edison International's independent public accountants,
Arthur Anderscn LLP, are engaged to audit the financial state-

ments in accordance with generally accepted auditing standards
and to express an informed opinion on the fairness, in all material
respects, of Edison International's rcportcd results of operations,
cash flows and financial position.

As a further measure to assu'rc the ongoing objectivity of
financial information, the audit committee of the board of direc-
tors, which is composed of outside directors, meets periodically,
both jointly and separately, with management, thc independent
public accountants and internal auditors, who have unrestricted
access to thc committee. The committee recommends annually to
the board of directors the appointment of a firm of independent
public accountants to conduct audits of its financial statements;
considers thc independence of such firm and the overall adequacy
of the audit scope and Edison International's systems of internal
control; reviews financial reporting issues; and is advised of man-
agement's actions regarding financial reporting and internal con-
trol matters.

Edison International and its subsidiaries maintain high stan-

dards in sclccting, training and developing personnel to assure that
their operations are conducted in conformity with applicable laws
and arc committed to maintaining thc highest standards ofperson-
al and corporate conduct. Management maintains programs to
encourage and assess compliance with these standards.

To the Shareholders and the Board ofDirectors, Edison International:

Wc have audited the accompanying consolidated balance sheets of
Edison International (a California corporation) and its subsidiaries

as of December 31, 1997, and 1996, and the related consolidated

statements of income, retained earnings and cash flows for each of
the three years in the Period ended December 31, 1997. These
financial statements are the responsibility ofEdison International's
management. Our responsibility is to express an opinion on these

financial statements based on our audits.
Wc conducted our audits in accordance with generally accept-

ctI auditing standards. Those standards require 'that wc 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 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 pro-
vide a reasonable basis for our opinion.

In our opinion, the financial statements rcferrcd to above pre-
sent fairly, in all material respects, the financial position of Edison
International and its subsidiaries as of December 31, 1997, and
1996, and the results of their operations and their cash flows for
each of thc three years in the period ended December 31, 1997, in
conformity with generally accepted accounting principles.

ARTHUR ANDERSEN LLP
Los Angeles, California

January 30, 1998

Rlc)thRO K. BUSHEY

Vice President and Controller
JOHN E. BRYSON

Chairsnan ofthe Board and
ChiefEsrectstiue Officer

January 30, 1998
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In millions, cxceps pcr-share amounss

Electric utility revenue
Diversified operations

Total operating revenue

Fuel
Purchased power
Provisions for regulatory adjustment clauses —nct
Other operating expenses

Maintenance
Depreciation and decommissioning
Income taxes

Property and other taxes

Total operating expenses

Operating income

Provision for rate phase-in plan
Allowance for equity funds used during construction
Interest and dividend income
Minority interest
Other nonoperating income (deductions) —net

Total other income (deducts'ons) —net

Income before interest and other expenses

Interest on long-term debt
Other interest expense
Allowance for borrowed funds used during construction
Capitalized interest
Dividends on subsidiary preferred securities

Totalinterest and other expenses —stet

Net income

Weighted-average shares ofcommon stock outstanding
Basic earnings per share
Diluted earnings per share

Year ended December 3I, l997

$ 7,953

1,282

9,235

1,074

2,854

(411)

1,781

406

1,362

537
134

7 737

1,498

(48)
8

85

(39)
(62)

(56)

1,442

584

139

(9)

(15)
43

742

$ 700

400

$ 1.75

$ 1.73

$ 7,583

962

8,545

768

2,706

(226)

1,555

331

1,173

563

197

7,067

',478

(84)
16"

63

(70)

(13)

(88)

17390

604

90

(10)

(58)
47

673

717

437

1.64

1.63

1995

$ 7,873

532

8,405

694

2,582

230

1,411

359

1,014

528

210

7,028

1/77

(122)
19

65

(48)
41

(45)

1,332
I

539

81

(14)

(60)
47

593

$ 739

446

$ 1.66

$ 1.65

In millions, cxeeps pn sharc amounts

Balance at beginning ofyear
Nct income
Dividcrtds declared on common stock
Stock repurchase and retirement

Balance at end ofyear

Dividends declared per common share

Consolidated Statements of Retained Earnings

Year ended December 3I,

$ 3,753

700

(395)

(882)

3 3,176

$ 1.00

'996

$ 3,700

717

(435)

(229)

$ 3,753

$ 1.00

1995

$ 3,452

739

(446)

(45)

3 3,700

$ 1.00

Thc accompanying noses arc an insegral pars ofsheen financial ssaicmcnss.
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Consolidated Balance Sheets

In millions Drsrmbsr 31

AssETs
Transmission and distribution:

Utilityplant, at original cost, subject to cost-based rate regulation
Accumulated provision for depreciation
Construction work in progress

$ 11,213

(5,574)
493

6,132

$ 10,973

(5,129),
462

6,306

Generation:
Utilityplant, at original cost, not subject to cost-based rate regulation
Accumulated provision for depreciation and decommissioning
Construction work in progress
Nuclear fuel, at amortized cost

Total utilityplant

9,522

(4,970)
100

155

4,807

10,939

9,427

(4,302)
95

177

5,397

11,703

Nonutility property —less accumulated provision for depreciation
ofS238 and S203 at respcctivc dates

Nuclear decommissioning trusts
Investments in partnerships and unconsolidated subsidiaries
Investments in leveraged leases

Other investments

Total other property and inuestments

3,178

1,831

1,408

960

194

7,571

3,570

1,486

1,372

584

108

7,116

Cash and equivalents
Receivables, including unbilled revenue, less allowances of$27

and $26 for uncollectible accounts at respective dates

Fuel inventory
Materials and supplies, at average cost

Accumulated deferred income taxes —net
Regulatory balancing accounts —net
Prepayments and other current assets

Total current assets

1,907

1,077

58

133

123

193

106

3,597

897

1,095

72

154

240

114

2,572

Unamortized debt issuance and reacquisition expense
Income tax-related deferred charges
Other deferred charges

Total deferred charges

359

1,544

1,091

2,994

347

1,741

1,080

3,168

Total assets $ 25,101 $ 24,559

Thr anompanying nosrs arr an insrgnilparI ofshrso finannal ssassmrnss.
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In millions, cstccps sharc amounss

CAPITALIZATIONAND LIABILITIES
Common shareholders'quity:

Common stock (375,764,429 and 424,524,178 shares outstanding at respective dates)
Cumulative translation adjustmcnts —net
Unrealized gain in equity investments —net
Retained earnings

Dcccmbcr SI, 1997

8 2,261

30
60

3,176

5,527

1996

$ 2,547
64

33

3,753

6/97

Preferred securities ofsubsidiaries:
Not subject to mandatory redemption
Subject to mandatory redemption

Long-term debt

Total capitalization

184

425

8,871

15,007

284

425

7,475

14,581

Other long-tenn liabilities 480 424

Current portion of long-term debt
Short-term debt
Accounts payable
Accrued taxes

Accrued interest
Dividends payable
Regulatory balancing accounts —net
Deferred unbilled revenue and other current liabilities

Total crtrrent liabilities

868

330

441

577

132

95

1,285

3,728

592

397
438

530

131

109

182

1,059

3,438

Accumulated deferred income taxes —net
Accumulated deferred invcstmcnt 'tax credits
Customer advances and other dcferrcd credits

Total deferred credits

4,085

351

1,441

5,877

4,283

372

754

5,409

Minorityinterest 707

Commitments and contingencies (Notes 2, 8, 9 and 10)

Total capitalizatt'on and liabilities S25,101 929,999

The accompanying notes are an intcgnsl part ofshcsc financial statcmcnss.
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Consolidated Statements of Cash Flows

/

In millions Yrar rndrd Drrrmbrr3l, 1997 199$

Cash flowsfiom opetatittg actiuities:
Net income
Adjustments for non-cash items:

Depreciation and decommissioning
Amortization
Rate phase-in plan
Deferred income taxes and investment tax credits

Equity in income from partnerships and unconsolidated subsidiaries
Other long-term liabilities
Other —net

Changes in working capital:
Receivables

Regulatory balancing accounts

Fuel inventory, materials and supplies
Prepayments and other current assets

Accrued interest and taxes

Accounts payablc and other current liabilities
Distributions from partnerships and unconsolidated subsidiaries

Net cash prouided by operating activities

Cash floivfiomfinancing activities:
Long-term debt issued

Long-term debt repaid
Rate reduction notes issued

Preferred securities issued

Preferred securities redeemed
Common stock repurchased
Short-term debt financing —net
Dividends paid
Other —net

Net cash provided (ttsed) byfinaiicingactiut'tt'es

Cash floiufi'om investing acti vi ties:

Additions to property and plant
Purchase of nonutility power stations

Funding ofnuclear decommissioning trusts
Investments in partnerships and unconsolidated subsidiaries
Unrealized gain in equity investments —nct
Other —net

Net cash used by inuesti ng activities

Nct increase (decrease) in cash and equivalents
Cash and equivalents, beginning ofyear
Cash and equivalents, end ofyear

Cash payments for i'nterest and taxesl
Interest —nct ofamounts capitalized
Taxes

Non-cash investing and financing acti ui ties:

Obligation to fund investments in partnerships and unconsolidated subsidiaries
Additions to property and plant funded by the minority owner of

consolidated subsidiaries
Goodwill related to purchase ofnonutility power stations

Thr arsompanying nohrs arr an inhrgral part ofthrsrfinansial statrmrnts.

700

1,362

88

47

115

(190)
56

(131)

(8)

(375)
36
10

47

195

182

2,134

1,646

(2,219)
2,449

(100)

(1,173)

(68)

(408)

(14)

113

(783)

(154)

(131)
27

(196)

(1,237)

1,010

897

$ 1,907

579

298

237

717

1,173

96

79

91

(154)
80

(98)

68

(156)

39

13

3

70

176

2,197

1,365

(1,315)

414

(344)

(312)

(440)
45

(587)

(744)

(148)

(336)
15

(7)

(1,220)

390

507

897

486

447

237

33

739

1,014

73

111

(166)

(115)
33

(27)
282

(19)

(17)
19

13

178

2,118

1,496

(960)

63

(75)

(70)

(46)

(447)
31

(8)

(969)

(1,015)

(151)

(45)
8

35

(2,137)

(27)
534

5 507

463

642

466

77

312
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NOTE 1. SUMMARY OF
rl, T c'P I s

In millions, rxrrptptr-sharr amounu

Inromr 'hares
tttumrm tot) IDrnominittor)

Prr4hurr
Amount

Accotsntlng Ps'lnciples
Southern California Edison Company's (SCE) accounting policies
conform with generally accepted accounting principles (GAAP),
including the accounting principles.for rate-regulated enterprises
which reflect the rate-inaking policies of the California Public
Utilities Commission (CPUC) and the Federal Energy Regulatory
Commission (FERC). As a result of industry restructuring legisla-
tion cnactcd by the State ofCalifornia and a related change in the
application of accounting principles for rate-regulated enterprises
adopted recently by the Financial Accounting Standards Board's

Emerging Issues Task Force (EITF), during the third quarter of
1997 SCE began accounting for its investment in generation facili-
ties in accordance with GAAP applicable to enterprises in general.
Although this change did not result in any adjustment of the
carrying value ofsuch investment, the amount is shown separately
on Edison International's Balance Sheet under the caption:
Generation utility plant, at original cost, not subject to cost-based

rate regulation. The competitive market for electric generation in
California is scheduled to begin March 31, 1998.

For thc Year Ended l)eeemher 3 I, I'PÃn

Income
Less: divid«nds on subsidiary

preferred securiti«s
Basic EPS

Net income available to
common shareholders

Effect ofdilutive securities:

Employe«stock options

Diluted EPS

For the Year Ended December 3l, IWSt

Income
Less: dividends on subsidiary

preferred securities
Basic EPS

Net income available to
common shareholders

Effect ofdilutive securities:

Employee stock options

Diluted EPS

7I7

S 7I7

739

S 739

437 SSI.64

439

SWS

446 S I.66

2

Consolidation Policy
The consolidated financial statements include Edison International
and its wholly owned subsidiaries. Edison International's sub-

sidiaries use thc equity method to account for significant invest-
ments in partnerships and subsidiaries in which they own 50% or
less. Intercompany transactions have been eliminated, except
Edison Mission Energy's (EME) profits from energy sales to SCE,
which are allowed in utility rates.

Farnings per Sharc (EPS)
Basic and diluted EPS are computed in accordance with a recently
issued accounting standard. Basic EPS for Edison International equals

previously reported primary EPS. EPS amounts were as follows:

In mt7lions, rxrrptptr-sharr amounts

For the Year Fatded December 3 I, I997:

Income
Less: dividends on subsidiary

preferred securities

Basic EPS

Net income available to

common shareholders

Effect ofdilutive securities:

Employee stock options

Income Sharrs

Itiumrmtot) IDrnominator)

S 743

Per@barr

Amount

Diluted EPS S 700 S 1.73

Competition Tirtnsr'sion Charge (CTC)
Beginning January 1, 1998, a non-bypassable charge is being billed to
all SCE customers, which provides SCE the opportunity to recov-

er its costs to transition to a competitive market.

Estimates
Financial statements prepared in compliance with GAAP require
management to make estimates and assumptions that affect the
amounts reported in the financial statements and disclosure of
contingencies. Actual results could differ from those estimates.

Certain significant estimates related to electric utilityrestructuring,
decommissioning and contingencies are further discussed in Notes
2, 9 and 10 to the Consolidated Financial Statements, respectively.

Fuel Inrtento>y
Fuel inventory is valued under the last-in, first-out method for fuel
oil and natural gas, and under thc first-in, first-out method for coal.

1Vature ofOperations
Edison International's wholly owned subsidiaries include: SCE, a

rate-regulated clcctric utility which produces and supplies electric
energy for its 4.3 million customers in Central and Southern
California; EME, a market leader in the development, ownership
and operation of independent power facilities; Edison Capital, a

leading provider of capital and financial services; and Edison
Enterprises, the retail business arm ofEdison International. EME
and Edison Capital have domestic and foreign projects, primarily
in Europe and Asia.

SCE currently operates in a highly regulated environment in
which it has an obligation to deliver electric service to customers in
return for an exclusive franchise within its service territory. This
regulatory environment is changing, as further discussed in Note 2

to the Consolidated Financial Statements. EME operates predomi-
nantly in one industry segment: independent, electric power gen-
eration. EME's domestic projects generally sell power to a limited
number of electric utilities under long-term (15 to 30 years) con-
tracts. EME's plants are located in different geographic areas,

which mitigates the effects of regional markets, economic down-
turns or unusual weather conditions.
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Msclear
The CPUC authorized rate phase-in plans to defer the collection of
$200 million in revenue for each unit at the Palo Verde Nuclear
Generating Station during the first four years of operation and
recover the deferred revenue (including interest) evenly over the
following six years. The phase-in plans ended in February 1996,

September 1996 and January 1998 for Units 1,2 and 3, respectively.
Under federal law, SCE is liable for its share of the estimated

costs to decommission three federal nuclear enrichment facilities

(based on purchases). These costs, which willbe paid over 15 years,

are recorded as a fuel cost and recovered through non-bypassable

customer rates.

In 1992, SCE discontinued operation of San Onofre Nuclear
Generating Station Unit I, after the CPUC approved a settlement
agreement between SCE and the CPUC's Office of Ratepayer
Advocates (ORA) to discontinue operation ofUnit 1 because oper-
ation of the unit was no longer cost-effective. As part of the agree-

mcnt, SCE recovered its remaining investment over a four-year
period ending August 1996, earning an 8.98% rate of return.

In 1994, the CPUC authorized accelerated recovery of SCE's

nuclear plant investments by $75 million per year, with a
corre-'ponding

deceleration in recovery of its transmission and distribu-
tion assets through revised depreciation estimates over their
remaining useful lives.

In April 1996, the CPUC authorized a further accelemtion of
the recovery of SCE's remaining investment of$2.6 billion in San

Onofre Units 2 and 3. The accelerated recovery will continue
through December 2001, earning a 7.35% fixed rate of return.
Operating costs, including nuclear fuel and nuclear fuel financing
costs, and incremental capital cxpcnditures at San Onofre Units 2

and 3 are recovered through an incentive pricing plan whicliallows
SCE to receive about 4g per kilowatt-hour through 2003. Any dif-
ferences between these costs and the incentive price will flow
through to the shareholders. Beginning January I, 1998, the accel-

erated plant recovery and the incentive pricing plan became part of
the CTC mechanism. Beginning in 2004, SCE willbe required to
share equally with ratepayers the net benefits received from open-
tion of the units.

In January 1997, the CPUC authorized a further acceleration
of the recovery of its remaining investment of $ 1.2 billion in Palo

Verde Units I, 2 and 3. The accelerated recovery will continue
through December 2001, earning a 7.35% fixed rate ofreturn. The
accelerated plant recovery, as well as operating costs, including
nuclear fuel and nuclear fuel financing costs, and incremental cap-
ital expenditures, are subject to balancing account treatment
through 2001. Beginning January I, 1998, the balancing account
became part of the CTC mechanism. The existing nuclear unit
incentive procedure willcontinue only for purposes of calculating
a reward for performance ofany unit above an 80% capacity factor
for a fuel cycle. Beginning in 2002, SCE willbe required to share

equally with ratepayers the net beneflts received from operation of
Palo Verde.

Property and Plant
Plant additions, including replacements and betterments, are capi-
talized. Such costs for utilityproperty include direct material and
labor, construction overhead and an allowance for funds used dur-

ing construction (AFUDC). AFUDC represents the estimated cost

of debt and equity funds that finance utility-plant
construction.'FUDC

is capitalized during plant construction and reported in
current earnings. AFUDC is recovered in rates through deprecia-
tion expense over the useful life of the related asset'. Depreciation
ofutilityplant is computed on a straight-line, remaining-life basis.

Replaced or retired property and removal costs less salvage are

charged to the accumulated provision for depreciation. De-
preciation expense stated as a percent of average "original cost of
depreciable utilityplant was 5.2% for 1997, 4.2% for 1996 and 3.6%

for 1995.

Nonutility property is capitalized at cost, including interest
incurred on borrowed funds that finance construction. Depre-
ciation ofnonutility properties is primarily computed on a straight-
line basis over their estimated useful lives. Depreciation expense

stated as a percent ofaverage original cost ofdepreciable nonutility
property was, on a composite basis, 3.2% for 1997, 3.9% for 1996

and 3.8% for 1995.

During the third quarter of 1997, SCE discontinued account-

ing for its investment in generation facilities using accounting prin-
ciples applicable to rate-regulated enterprises and began
accounting for such investment using GAAP applicable to enter-
prises in general. The carrying value ofsuch investment was unaf-
fected by this change.

Reclassifications
Certain prior-year amounts were reclassified to conform to the
December 31, 1997, financial statement presentation.

Regulatory Balancing Accounts
Prior to January I, 1998, the differences between CPUC-autho-
rized and actual base-rate revenue from kilowatt-hour sales and
CPUC-authorized and actual energy costs were accumulated in
balancing accounts until they were refunded to, or recovered from,
utilitycustomers through authorized rate adjustments (with inter-
est). Beginning January I, 1998, the difference between genera-
tion-related revenue and generation-related costs is being
accumulated in a transition cost babncing account. These transi-
tion costs are being recovered from utilitycustomers (with interest)
through the CTC through 2001. Income tax effects on all balanc-

ing account changes are deferred.
In January 1957, in compliance with the new restructuring

legislation, overcollections in the kilowatt-hour sales and energy
cost balancing accounts at December 31, 1996, were transferred to
an interim balancing account and were credited to the transition
cost balancing account beginning in January 1998.

Research, Dcvclopnu'nt and Demonstration (RD&D)
SCE capitalizes RD&D costs that are expected to result in plant
construction. Ifconstruction docs not occur, these costs are charged
to expense. RD&D expenses are recorded in a balancing account
and, at the end of the rate-case cycle, any authorized but unspent
RD&D funds are refunded to customers. RD&D cxpcnscs were

$39 million in 1997, $21 million in 1996 and $28 million in 1995.
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Revenue
Electric utility revenue includes amounts for services rendered but
unbilled at the end ofeach year.

oT 2.Rc r o F, S

and independent system operator (ISO); availability of direct cus-
tomer access and customer choice; performance-based ratemaking
(PBR) for those utility services not subject to competition; volun-
tary divestiture ofat least 50% ofutilities'as-fueled generation, and
implementation of the CTC.

Cali opia Fleetrie Utilit Indust Restrueturin

Restructuring Legislation —In September 1996, the State of
California enacted legislation to provide a transition to a competi-
tive market structure. The legislation substantially adopted the
CPUC's December 1995 restructuring decision by addressing
stranded-cost recovery for utilities and providing a certain cost-

recovery time period for the transition costs associated with utility-
owned generation-rclatcd assets. Transition costs related to
power-purchase contracts would be recovered through the terms of
their contracts while most of the remaining transition costs would
be recovered through 2001. The legislation also included provi-
sions to finance a portion of the stranded costs that residential and
small commercial customers would have paid between 1998 and
2001, which would allow SCE to reduce rates by at least 10% to
these customers, beginning January 1, 1998. The financing would
occur with securities issued by the California Infrastructure and
Economic Development Bank, or an entity approved by the Bank.
The legislation included a rate freeze for all other customers,
including large commercial and industrial customers, as well as

provisions for continued funding for energy conservation, low-
income programs and renewable resources. Despite the rate
freeze, SCE expects to be able to recover its revenue requirement
during thc 1998 —2001 transition period. In addition, the legisla-
tion mandated the implementation of the CTC that provides utili-
ties the opportunity to recover costs made uneconomic by electric

utility restructuring. Finally, thc legislation contained provisions
for the recovery (through 2006) of reasonable employee-related
transition costs, incurred and projected, for retraining, scvcrancc,

early retirement, outplacement and related expenses.

Rate Reduction Notes —In May 1997, SCE filed an application
with the CPUC requesting approval of the issuance ofan aggregate
amount of up to $3 billion of rate reduction notes in one or more
series or classes and a 10% rate reduction for the period from January
1, 1998, through March 31, 2002. At the same time, SCE filed an

application with the California Infrastructure and Economic
Development Bank for approval to issue the notes. Residential and

small commercial customers will repay the notes over thc expected

10-year term through non-bypassablc charges based on electricity
consumption. In December 1997, after receiving approval from both
thc CPUC and the Infrastructure Bank, a limited liabilitycompany
created by SCE issued approximately $2.5 billionof these notes. For
further details, see the discussion under Long-Term Debt in Note 3

to the Consolidated Financial Statements.

CPUC Restructuring Decision —The CPUC's December 1995

decision on restructuring California's electric utilityindustry started

the transition to a new market structure, which is expected to pro-
vide competition and customer choice and is scheduled to begin
March 31, 1998. Key elements of the CPUC's restructuring deci-

sion included: creation of an independent power exchange (PX)

Rate-setting —In December 1996, SCE filed a more corn prehen-
sive plan (elaborating on its July 1996 filing related to the concep-
tual aspects of separating costs as requested by CPUC and FERC
directives) for the functional unbundling ofits rates for electric ser-
vice, beginning January 1, 1998. In response to CPUC and FERC
orders, as well as the new restructuring legislation, this filing
addressed the implementation-level detail for the functional
unbundling of rates into separate charges for energy, transmission,
distribution, the CTC, public benefit programs and nuclear
decommissioning. The transmission component of this rate
unbundling process was addressed at the FERC through a March
1997 filing. In December 1997, the FERC approved these rates,
subject to refund, to be effective on the date the ISO begins opera-
tion. CPUC hearings on SCE's rate unbundling (also known as

rate-setting) plan were concluded in April 1997. In August 1997,
the CPUC issued a decision which adopted the methodology for
determining CTC residually (sec CTC discussion below) and
adopted SCE's revenue requirement components for public benefit
programs and nuclear decommissioning. The decision also adjust-
ed SCE's proposed distribution revenue requirement by reallocat-
ing $76 million of the amount annually to other functions such as

generation and transmission. Under the decision, SCE willbe able
to recover most ofthe reallocated amount through market revenue,
other rate-making mechanisms after petitioning the CPUC to
inodify its prior decisions, or another review process later in its
divestiture proceeding.

PX and ISO —In April 1996, SCE, Pacific Gas h Electric
Company and San Diego Gas a Electric Company filed a proposal
with the FERC regarding the creation of the PX and the ISO. In
November 1996, the FERC conditionally accepted thc proposal
and dircctcd the three utilities, the ISO, and the PX to file more
specific information. The filing was made in March 1997, and
included SCE's proposed transmission revenue requirement. On
October 29, 1997, the FERC gave conditional, interim authoriza-
tion for operation of the PX and ISO to begin on January 1, 1998.

The FERC stated it would closely monitor the PX and ISO,
require further studies and make modifications, where necessary.

A comprehcnsivc review will bc performed by the FERC after
three years of operation of the PX and ISO. On December 22,
1997, the PX and ISO governing boards announced a delay in the
planned start-up of the PX and ISO due to insuAicient testing of
operational, settlement and billing systems. The PX and ISO are
now expected to begin operation by March 31, 1998.

In July 1996, thc three utilities jointly filed an application with
the CPUC requesting approval to establish a restructuring trust
which would obtain loans up to $250 million for the development
of the ISO and PX through January 1, 1998. The loans are backed

by utility guarantees; SCE's share was 45%, or $ 113 million. In
August 1996, the CPUC issued an interim order establishing the
restructuring trust and the funding level of$250 million,which has
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been used to build the hardware and software systems for the ISO
and PX. The ISO and PX will repay the trust's loans and recover

funds from future ISO and PX customers. In November 1997, the
CPUC approved a petition jointly filed by the three utilities which
requested an increase in the loan guarantees from $250 million to

$300 million; SCE's share of this new total is $ 135 million. In
December 1997, the CPUC approved a remaining item with
respect to the petition which requested that the one-time restruc-

turing implementation charge, to be paid to the PX by the utilities,
be deemed a non-bypassable charge to be recovered from all retail
customers. The amount of the PX charge is $ 85 million; SCE's

share is 45%, or $38 million.

Direct Customer Access —In May 1997, the CPUC issued a deci-
sion describing how all California investor-owned-utility cus-

tomers willbe able to choose who will provide them with electric

generation service beginning January I, 1998. On December 30,

1997, the CPUC issued a decision delaying direct access until
March 31, 1998, due to operational delays in the start-up of the PX
and ISO. On this date, customers willbe able to choose to remain
utilitycustomers with bundled electric service from SCE (which
will purchase its power through the PX), or choose direct access,

which means the customer can contract directly with either inde-
pendent power producers or retail electric service providers such as

power brokers, marketers and aggrcgators. Additionally, all
investor-owned-utility customers must pay the CTC whether or
not they choose tobuy power through SCE. Electricutilities will
continue to provide the core distribution service ofdelivering ener-

gy through its distribution system regardless ofa customer's choice

of electricity supplier. The CPUC will continue to regulate the
prices and service obligations related to distribution services. Ifthe
new competitive market cannot accommodate the volume ofdirect
access transactions, the CPUC could implement a contingency
plan. However, the CPUC believes it is likely that interest in and

migration to direct access willbe gradual.

Rcuentte Cycle Seruices —A decision issued by the CPUC in May
1997, introduces customer choice to metering, billing and related
services (referred to as revenue cycle services) that are now provid-'d by California's investor-owned utilities. Under this revenue

cycle services unbundling decision, beginning in January 1998,

direct access customers may chdose to have cithcr SCE or their
electric generation service provider render consolidated (energy
and distribution) bills, or they may choose to have separate billings
from each service provider. However, not all electric genention
service providers willnecessarily offer each billingoption. In addi-
tion, beginning in January 1998, customers with maximum
demand above 20 kW (primarily industrial and large commercial)
can choose SCE or any other supplier to provide their metering ser-

vice. All other customers will have this option beginning in
January 1999. In determining whether any credit should be pro-
vided by the utility to firms providing customers with rev'enue

cycle services, and the amount of any such credit, the CPUC has

indicated that it is appropriate to net the cost incurred by the utili-
ty and the cost avoided by the utility as a result of such services

being provided by the other firm rather than by the utility.

PBR —In 1993, SCE filed for a PBR mechanism to determine
most of its revenue (excluding fuel). The filing was subsequently
divided between transmission and distribution (TED) and power
gcncration.

In September 1996, the CPUC adopted a non-generation or
TS~D PBR mechanism for SCE which began on January I, 1997.

According to the CPUC, beginning in 1998 (coincident with the

initiation of the competitive market), the transmission portion is to .

be separated from non-generation PBR and subject to ratemaking
under the rules of the FERC. The distribution-only PBR will
extend through December 2001. Key elements of the non-genera-
tion PBR include: Tb~D rates indexed for inflation based on the
Consumer Price Index less a productivity factor; elimination of the
kilowatt-hour sales adjustment; adjustments for cost changes that
are not within SCE's control; a cost of capital trigger mechanism
based on changes in a bond index; standards for service reliability
and safety; and a net revenue-sharing mechanism that determines
how customers and shareholders will share gains and losses from
TED operations.

With the CPUC's 1995 restructuring decision and the passage

of restructuring legislation in 1996, thc majority of power genera-

tion ratemaking (primarily fossil-fueled and nuclear) was assigned

to other mechanisms. In April 1997, a CPUC interim order deter-

mined that the proposed structure of thc fossil-fueled plants'ust-
run contracts were under the FERC's jurisdiction. On October 31,

1997, SCE filed must-run tariffschcdulcs with the FERC covering
its six ISO-designated must-run plants. In the meantime, SCE is

pursuing the divestiture of these plants (scc Divestiture discussion

below) and might not ever itself provide service under these FERC
tariffschcdulcs.

In December 1997, the CPUC adopted a PBR-type rate-mak-

ing mechanism for SCE's hydroelectric plants. The mechanism sets

the hydroelectric revenue requirement in 1998 and establishes a for-
mula for extending it through the duration of the electric industry
restructuring transition period, or until market valuation of the

hydroelectric facilities, whichever occurs first. The mechanism pro-
vides that power sales revenue from hydroelectric facilities in excess

ofthe hydroelectric revenue requirement bc credited against the costs

to transition to a competitive market (sec CTC discussion below).

Diuestiotre —In November 1996, SCE filed an application with
the CPUC to voluntarily divest, by auction, all 12 of its oil-and gas-

fucled generation plants. This application builds on SCE's March
1996 plan, which outlined how SCE proposed to divest 50% ofthese

assets. Under the new proposal, SCE would continue to operate
and maintain the divested power plants for at least two years fol-
lowing their sale, as mandated by the restructuring legislation
enacted in September 1996. In addition, SCE would ofler work-
force transition programs to those cmployecs who may be impacted

by divestiture-related job reductions. SCE's proposal is contingent
on thc ovenll electric industry restructuring implementation
process continuing on a satisfactory path. In September 1997, the
CPUC approved SCE's proposal to auction the 12 plants.

On December I, 1997, SCE filed a compliance filingwith the
CPUC stating that it had sold 10 plants. On December 16, 1997,

the CPUC approved the sale ofthc 10 plants. On February 6, 1998,

SCE filed a compliance filingwith the CPUC regarding the sale of
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an 11th plant. CPUC approval ofthe sale is expected before March
31, 1998. The total sales price of the 11 pbnts is $ 1.1 billion,or 2.16
times their combined book value of$531 million. Net proceeds of
the sales will be used to reduce stranded costs, which otherwise
were expected to be collected through the CTC mechanism. The
transfer of ownership of the 11 plants is expected to occur shortly
before the start of the new competitive market, which the PX and
ISO currently expect to occur on March 31, 1998. The sale and
CPUC approval of the single remaining pbnt is expected to be

completed in early 1998.

decision established the calculation methodologies and procedures
for SCE to collect its transition costs from 1998 through the end of
the rate freeze. The Phase 2 decision also reduced SCE's autho-
rized rate of return on certain assets eligible for transition cost
recovery (primarily fossil- and hydroelectric-generation related
assets) beginning July 1997, five months earlier than anticipated.
The decision, excluding the effects ofother rate actions, had a neg-
ative impact on 1997 earnings ofapproximately 4g per share. SCE
has filed an application for rehearing on the 1997 rate of return
issue.

CTC —The CTC applies to all customers who were using or
began using utility services on or after the CPUC's December 20,

1995, decision date. In August 1996, in compliance with the
CPUC's restructuring decision, SCE filed its application to estimate
its 1998 transition costs. In October 1996, SCE amended its transi-
tion cost filing to reflect the effect of the legislation enacted in
September 1996. Under the rate freeze codified in the legislation,
the CTC willbe determined residually (i.e., after subtracting other
cost components for the PX, T&D, nuclear decommissioning and
public benefit programs). Nevertheless, thc CPUC directed that the
amended application provide estimates ofSCE's potential transition
costs from 1998 through 2030. SCE provided two estimates

between approximately $ 13.1 billion (1998 net present value) assum-

ing the fossil plants have a market value equal to their net book
value, and $ 13.8 billion (1998 net present value) assuming the fossil

plants have no market value. These estimates are based, on incurred
costs, forecasts of future costs and assumed market prices.
However, changes in the assumed market prices could materially
affect these estimates. The potential transition costs are comprised
of: $7.5 billion from SCE's qualifying facilities (QF) contracts,
which are the direct result of prior legislative and regulatory man-

dates; and II5.6 billion to $6.3 billion from costs pertaining to certain
generating plants (successful completion of the sale of SCE's gas-

fired generating plants would reduce this estimate of transition
'costs for SCE-owned generation to less than $5 billion)and regula-

tory commitments consisting of costs incurred (whose recovery has

been deferred by the CPUC) to provide service to customers. Such

commitments include the recovery of income tax benefits previous-

ly flowed through to customers, postretirement benefit transition
costs, accelerated recovery ofSan Onofre Units 2 and 3 and the Palo

Verde units (as discussed in Note I to thc Consolidated Financial
Statements), and certain other costs. In February 1997, SCE filed an

update to the CTC filingto reflect approval by the CPUC ofscttlc-
ments regarding ratemaking for SCE's sharc ofPalo Verde and the

buyout ofa power purchase agreement, as well as other minor data

updates. No substantive changes in the total CTC estimates were

included. This issue has been separated into two phases; Phase I

addresses th'e rate-making issues and Phase 2 the quantification
issues.

A decision on Phase I was issued in Junc 1997, which, among
other things, required the establishment ofa transition cost balanc-

ing account and annual transition cost proceedings, set a market
rate forecast for 1998 transition costs, and required that generation-
related regulatory assets be amortized ratably over a 48-month

period. Hearings on Phase 2 were held in May and June 1997 and

a final decision was issued on November 19, 1997. The Phase 2

Accountingfor Gesseratioss-Related Aaett —Ifthe CPUC's elec-
tric industry restructuring plan is implemented as outlined above,
SCE would bc allowed to recover its CTC through non-bypassable
charges to its distribution customers (although its investmcnt in
certain generation assets would be subject to a lower authorized
rate of return).

As previously reported, from November 1996 to July 1997,

SCE and the other major California electric utilities werc engaged
in discussions with thc Sccuritics and Exchange Commission staff
regarding the proper application of regubtory accounting stan-
dards in light of the electric industry restructuring legislation
enacted by the State of California in September 1996 and the
CPUC's electric industry restructuring plan. This issue was placed
on the agenda of the EITF during April 1997 and a final consensus
was reached at thc July EITF meeting. During the third quarter
of 1997, SCE implcmentcd the EITF consensus and discontinued
application of accounting principles for rate-regulated enterprises
for its investment in generation facilities.

However, implementation of the EITF concensus did not
rcquirc SCE to write offany of its gcncration-related assets, includ-
ing regulatory assets of approximately $600 million at December
31, 1997. SCE has retained thcsc assets on its balance sheet because

the legislation and restructuring plan referred to above make prob-
able their recovery through a CTC to distribution customers.
These regulatory assets rclatc primarily to the recovery of acceler-

ated income tax benefits previously flowed through to customers,
purchased power contract termination payments, unamortized
losses on reacquired debt, and the recovery of amounts deferred
under the Palo Verde rate phase-in plan. The consensus reached

by the EITF also permits the recording of new generation-related
regulatory assets during the transition period that are probable of
recovery through the CTC mechanism.

Ifduring thc transition period events were to occur that made
the recovery of these generation-related regulatory assets no longer
probable, SCE would be required to write off the remaining bal-
ance ofsuch assets as a onc-time, non-cash charge against earnings.
Ifsuch a write-offwere to bc required, SCE believes that it should
not affect the recovery ofstranded costs provided for in the legisla-
tion and restructuring plan.

Although depreciation-related differences could result from
applying a regulatory prescribed depreciation method (straight-
line, remaining-life method) rather than a method that would have

been applied absent the regulatory process, SCE believes that the
depreciable lives of its generation-related assets would not vary
significantly from that ofan unregulated enterprise, as the

CPUC'ases

dcpreciablc lives on periodic studies that reflect the physical
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useful lives of the assets. SCE also believes that any depreciation-
related differences would be recovered through the CTC.

Ifevents occur during the restructuring process that result in all
or a portion of the CTC being improbable of recovery, SCE could
have additional write-oAs associated with these costs ifthey are not
recovered through another regulatory mechanism. At this time, SCE
cannot predict what other revisions will ultimately be made during
the restructuring process in subsequent proceedings or implementa-
tion phases, or the effect, after the transition period, that competition
willhave on its "results ofoperations or financial position.

FERC Restntctnring Decision
In April 1996, the FERC issued its decision on stranded-cost recov-

ery and open access transmission, effective July 1996. The decision,

reaAirmed by the FERC in its March and November 1997 orders,
requires all electric utilities subject to the FERC's jurisdiction to file
transmission tariffs which provide competitors with increased

access to transmission facilities for wholesale transactions and also

establishes information requirements for the transmission utility.
The decision also provides utilities with the opportunity to recover
stranded costs associated with existing wholesale customers, rctail-
turned-wholesale customers and retail wheeling when the state reg-

ulatory body does not have authority to address retail stranded costs.

Even though the CPUC is currently addressing stranded-cost

recovery through the CTC proceedings, the FERC has also assert-

ed primary jurisdiction over the recovery ofstranded costs associat-

ed with retail-turned-ivholcsale customers, such as a ncw municipal
electric system or a municipal annexation. However, the FERC did
clarify that it does not intend to prevent or interfere with a state'

authority and that it has discretion to defer to a state stranded-cost-
calculation method. In January 1997, the FERC accepted the open
access transmission tariffSCE filed in compliance with the April
1996 decision. The rates included in the tariffare being collected

subject to refund. In May 1997, SCE filed a revised open access tar-
iffto reflect the few revisions set forth in the March 1997 order. Thc
open access transmission tariffwill be terminated on the date the
ISO begins operation.

Canadian Gas Contracts
In 1994, SCE filed its testimony in the non-QF phase of the 1994

Energy Cost Adjustment Clause proceeding. In 1995, the ORA
filed its report on the rcasonablcness of SCE's gas supply costs for
both the 1993 and 1994 record periods. The report recommended a

disallowance of $ 13 million for excessive costs incurred from
November 1993 through March 1994 associated with SCE's

Canadian gas purchase and supply contracts. The report request-
ed that the CPUC defer finding SCI."s Canadian supply and trans-
portation agreements reasonable for the duration oftheir terms and
that thc costs under these contracts be reviewed on a yearly basis. In
1996, the ORA issued its report for the 1995 record period rccom-

„rnending a $38 million disallowance for excessive costs incurred
from April 1994 through March 1995. Both proposed disal-
lowanccs were later consolidated into one proceeding. On
December 3, 1997, the CPUC approved a settlement agreement
between SCE and the ORA on this and any future issues, which will
result in a $61 million (including interest) refund to SCE's cus-

tomers. This refund is fully reflected in the financial statements

and willbe made in first quarter 1998.

Mojave Cogeneration Contract
In 1991, SCE filed its testimony in the QF phase of the 1991 Energy
Cost Adjustment Clause proceeding. In 1993, the ORA filed its

report on the reasonableness ofSCE's QF contracts and alleged that
SCE had imprudently renegotiated a QF contract with thc Mojave
Cogeneration Company. The report recommended a disallowance
of $32 million (1993 net present value) over the contract's 20-year

life. Subsequently, SCE and the ORA reached a senlcmcnt where
SCE agreed to a one-time reduction to its energy cost adjustment
clause balancing account of $ 14 million plus interest. In October
1996, the CPUC approved the settlement agreement, subject to SCE
and the ORA accepting certain conditions concerning the way the

$ 14 million payment would be reflected in rates. After reviewing
the decision, SCE declined to accept the condition proposed by the
CPUC and in November 1996 filed an application for rehearing. In
February 1997, the CPUC denied SCE's application. Because SCE
and the ORA were unable to finalize their scnlement, hearings on
the ORA's disallowance recommendations were held in June 1997.

During the hearings, the ORA presented testimony to update its

assessment of ratepayer harm, which it now estimates to be $45

million (1997 nct prcscnt value) over the contract's life. In
November 1997, a CPUC administrative law judge (ALJ) issued a

proposed decision which would adopt the ORA's $45 milliondisal-
lowance. In January 1998, the CPUC withdrew the ALJ's pro-
posed decision pending oral arguments. Oral arguments were
heard on February 4, 1998, at which time SCE requested an alter-
nate proposed decision be issued. SCE expects this matter to be

returned to the CPUC's agenda in the near future and a final deci-
sion to be issued during second quarter 1998. SCE cannot predict
the final outcome of this matter but does not believe it willmateri-
ally affect its results ofoperations.

T . ~ '4t' i

Cash Eqtn'valents
Cash and equivalents include tax-exempt investments ($949 mil-
lion at December 31, 1997, and $376 millionat December 31, 1996),

and time deposits and other investments ($958 millionat December

31, 1997, and $521 millionat December 31, 1996) with maturities of
three months or less.

Derivative Financial lnstrttments
Edison International's risk management policy allows the use of
derivative financial instruments to manage financial exposure on
its investments and fluctuations in interest rates, but prohibits the
use of these instruments for speculative or trading purposes.

Edison International uses the hedge accounting method to
record its derivative financial instruments, except for gas call

options. Hedge accounting requires an asscssmcnt that thc trans-
action reduces risk, that the derivative be designated as a hedge at
the inception of the derivative contract, and that the changes in the
market value of a hedge move in an inverse direction to the item
being hedged. Under hedge accounting, the derivative itself is not
recorded on Edison International's balance sheet. Mark-to-market
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accounting would be used ifthe hedge accounting criteria were not
met. Interest rate differentials and amortization of premiums for
interest rate caps are recorded as adjustments to interest expense.
Ifthc derivatives were terminated before the maturity of thc corre-
sponding debt issuance, the realized gain or loss on the transaction
would be amortized over the remaining term of the debt.

SCE uses the mark-to-market accounting method for its gas

call options. Gains and losses from monthly changes in market
prices are recorded as income or expense. However, the costs of the
options and the market price changes are recovered through the
transition cost balancing account. As a result, the mark-to-market
gains or losses have no effect on earnings.

Projects in the United Kingdom sell their energy and capacity
through a centralized electricity pool, which establishes a half-'hourly
clearing price for electrical energy. The pool price is extremely
volatile, and can vary by a factor of 10 or more over the course ofa few
hours due to large differentials in demand according to the time of
day. First Hydro mitigates a portion of the market risk of the pool by
entering into electricity rate swap agreements, related to either the sell-

ing or purchase price of power. These contracts can be sold in two
structures: one-way contracts, where a specified monthly amount is

reccivcd in advance and difference payments are made when pool
prices rise above the price specified in the contract, and two-way con-

tracts, whcrc First Hydro is paid when pool prices fall below the con-

tract price instead of a specified monthly amount. These contracts

attempt to stabilize production revenue or purchasing costs by remov-

ing an clcmcnt ofFirst Hydro's net exposure to pool price volatility.
Loy Yang B sells their electrical energy through a centralized

electricity pool, which provides for a system ofgenerator bidding,
central dispatch and a settlement system based on a clearing mar-
ket for each half-hour of every day. To mitigate the exposure to
price volatilityof the electricity traded in the pool, Loy Yang B has

cntcred into a number offinancial hedges. Between May 1997 and
December 2000, approximately 53% to 64% ofthe plant output sold
is hedged under vesting contracts, with thc remainder of thc plant
capacity hedged under the state hedge described below. Vesting
contracts set base strike prices at which the electricity willbe trad-
ed, and the parties to the agreement make payments, calculated
based on the difference between the price in the contract and the
half-hourly pool clearing price for the element ofpower under thc
contract. These contracts can be sold as one-way or two-way con-

tracts, which are similar to the electricity rate swap agreements
described above. These contracts are accounted for as electricity
rate swap agreements. The state hedge is a long-term contractual
agrecmcnt based upon a fixed price commencing in May 1997 and

terminating in October 2016.

Interest rate swaps, collars and caps arc used to reduce the

potential impact of interest rate fluctuations on floating-rate long-
term debt. SCE's interest rate swap agreement requires the parties
to pledge collateral according to bond rating and market interest
rate changes. At December 31, 1997, SCE had pledged $ 19 million
as collateral due to a decline in market interest rates. SCE is

exposed to credit loss in the event ofnonperformance by thc coun-

terparty to the agreement, but does not expect the countcrparty to

fail to meet its obligation.

3997

Drrrmbrr 3I,

In millions

¹tional
hmouns

Contmrs

Erp/ rrs

¹tional
hmouns

Contract

Esspirrs

Swaps:

Fixed to variable
Variable to fixed

S 441 1999-2008
858 1998- 2007

S 245 1999 - 2002

440 1997 - 2008

Co/lar.

Variable to fixed

Cap:

Variable to fixed S 30

AtDecember 31, 1997, SCE liad gas call options valued at $34

million. These options mitigate SCE's cxposurc to increases in
natural gas prices. Increases in natural gas prices tend to increase
the price ofelectricity purchased from the PX. The options cover
various periods from 1998 through 2001.

Fair Value ofFinancial Insrrumenrs
Fair values of financial instruments were:
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Innrumrnt (in msttiosu)

Finanrial assrtss

Decommissioning trusts
Electricity rate swaps

Equity investments
Gas call options

Con Foi r Cost Fair

itsuis Volur Bsuis Valur

S 1371 S 1,831 S 1/17 S 1,486

77 — 27

9 90 1 1 68

34 34

Financial Iiabilitsrst

DOE decommissioning and

decontamination fees

interest rate hedges

Long-term debt
Preferred securities subject to
mandatory redemption

S 50 S 43 S 54 S 45

92 — 34

8,871 9,618 7,475 7,712

425 451 425 445

Edison International is subject to concentrations ofcredit risk
as the result of elements involved in EME's financial instruments
and power-sales contracts. Credit risk relates to the risk of loss that
EME would incur as a result ofnonperformance by counterparties

(major financial institutions and domestic and foreign utilities)
under their contractual obligations. EME attempts to mitigate this
risk by contracting with counterpartics tliat have a strong capacity
to meet their contractual obligations and by monitoring their cred-
it quality. In addition, EME seeks to secure long-term power-sales
contracts for its projects that arc expected to result in adequate cash
flowunder a wide range ofeconomic and operating circumstances.
To accomplish this, EME attempts to structure its long-term con-
tracts so that fluctuations in fuel costs willproduce similar fluctua-
tions in electric and/or steam revenue by entering into long-term
fuel supply and transportation agreements. Accordingly, EME
does not anticipate a material effect on its results of operations or
financial condition as a result ofcounterparty nonperformance.

Edison International had the following interest rate hedges:
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Financial assets are carried at their fair value based on quoted
market prices for decommissioning trusts and equity investments

and on financial models for gas call options and electricity rate

swaps. Financial liabilities are recorded at cost. Financial liabili-
ties'air values are based on: termination costs for the interest rate

swaps; brokers'uotes for long-term debt, preferred stock and the
interest rate collar and cap; and discounted future cash flows for
U.S. Department ofEnergy (DOE) decommissioning and decont-
amination fees. Due to their short maturities, amounts reported
for cash equivalents and short-term debt approximate fair value.

Gross unrealized holding gains on financial assets were:

In millions Drrrmbrr 3l, l997 l996

Decommissioning trusts:

Municipal bonds
Stocks
U.S. government issues

Short. term and other

Equity investments

Total

S 131

190

91

48

460

81

S 541

S 79

138

39

13

269

57

$ 326

There were no unrealized holding losses on financial assets for
the years presented.

Lotlg-Term Debt
California law prohibits SCE from incurring or guaranteeing debt
for its nonutility aAiliatcs.

Almost all SCE properties are subject to a trust indenture lien.
SCE has pledged first and refunding mortgage bonds as secu-

rity for borrowed funds obtained from pollution-control bonds
issued by government agencies. SCE uses these proceeds to finance
construction ofpollution-control facilities. Bondholders have lim-
ited discretion in redeeming certain pollution-control bonds, and
SCE has arranged with securities dealers to remarket or purchase
them ifncccssary.

Debt premium, discount and issuance expenses are amortized
over the life ofeach issue. Under CPUC rate-making procedures,
debt reacquisition expenses are amortized over the remaining life
of the reacquired debt or, ifrefinanced, the life of the new debt.

Commercial paper intended to be refinanced for a period
exceeding one year and used to finance nuclear fuel scheduled to be

used more than one year after the balance shcct date is classified as

long-term debt.
Long-term debt maturities and sinking-fund requirements for

the next five years are: 1998—$ 848 million; 1999—$670 million;
2000—$719 million;2001 —$728 million;and 2002—$ 635 million.

In December 1997, SCE Funding LLC,a special purpose enti-

ty (SPE), of which SCE is the sole member, issued approximately

Illvestments
Nct unrealized gains (losses) in equity investmcnts are rccordcd as

a separate component of shareholders'quity under the caption:
Unrealized gain in equity investments —net. Unrealized gains and
losses on decommissioning trust funds are recorded in the accumu-
lated provision for decommissioning.

All investments are classified as available-for-sale.

ln millions

First and refunding mortgage bonds:

1998—2026 (5.45% to 8.375%o)

Rate reduction notes:

1998—2007 (5.98%o to 6.42%)

Pollution-control bonds:

1999—2027 (5.4% to 7.2% and variable)
Funds held by trustees

Debentures and notes:

1997—2026 (5% to 20% and variab! e)

Subordinated debentures:

2044 (8375%)
Commercial paper for nuclear fuel
Capital lease obligation
Current portion ofcapital lease obligation
Long.term debt due within onc year

Unamortized debt discount - net

Total

Drsvmbrr 3/, l997 l996

$ 1,825 S 2,725

2,463

1/02 I /04
(2) (2)

4,028 3,891

100

92

68

(20)

(848)

(37)

S 8,871

100

112

91

(19)
(573)

(54)

S 7,475

On January 30, 1998, SCE redeemed $ 125 million of 8.375%

first and refunding mortgage bonds, due 2017. Also, on January
30, 1998, a wholly owned financing subsidiary of SCE redeemed

$200 millionof 7.375% notes, due 2003.

$2.5 billion of rate reduction notes to Bankers Trust Company of
California, as certificate trustee for the California Infrastructure
and Economic Development Bank Special Purpose Trust SCE-1

(Trust), which is a special purpose entity established by the State of
California. The terms of the rate reduction notes generally mirror
the terms of the pass-through certificates issued by the Trust,
which are known as rate reduction certificates. Thc proceeds of
the rate reduction notes were used by the SPE to purchase from
SCE an enforceable right known as transition property. Transition
property is a current property right created pursuant to the restruc-

turing legislation and a financing order of the CPUC and consists

generally of the right to be paid a specified amount from a non-
bypassable tariff levied on residential and small commercial cus-

tomers. Notwithstanding the legal sale of the transition property
by SCE to the SPE, the amounts reflected as assets on SCE's bal-

ance sheet have not been reduced by the amount of the transition

property sold to the SPE, and the liabilities of the SPE for the rate
reduction notes are for accounting purposes reflecte as long-term
liabilities on thc consolidated balance sheet ofSCE. SCE used the
proceeds from the sale of the transition property to retire debt and

equity securities.
The rate reduction notes have maturities ranging from one to

10 years, and bear interest at rates ranging from 5.98% to 6.42%.

The rate reduction notes are secured solely by the transition prop-
erty and certain other assets of the SPE, and there is no recourse to
SCE or Edison International.

Although the SPE is consolidated with SCE in the financial
statements, as required by generally accepted accounting princi-
ples, the SPE is legally separate from SCE, the assets of the SPE are
not available to creditors ofSCE or Edison International, and the
transition property is legally not an asset of SCE or Edison
International.

Long-term debt consisted of:
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Short-Term Debt
Short-term debt consisted of:

In miiiions

Commercial paper
Other short-term debt
Amount rcclassificd as long-term
Unamortized discount

Total

Dcrcmbcr 3I, I997 I996

S 415 S 470

8 167

(92) (237)

(1) (3)

S 330 S 397

Weighted-average interest rate 6.09o 5.6%o

At December 31, 1997, Edison International and its sub-

sidiaries had $3.6 billion ofborrowing capacity available. SCE had

available lines of credit of $ 1.8 billion, with $ 1.3 billion for short-
tcrm debt and $500 million for the long-term refinancing of its
variable-rate pollution-control bonds. Thc nonutility subsidiaries
had lines ofcredit of$800 millionavailable to finance general cash

requirements. The parent company had available lines of credit
totaling $ 1.0 billion. Edison International's unsecured revolving
lines of credit arc at ncgotiatcd or bank index rates with various

expiration dates; thc majority have five-year terms.

¹t subj rrt to mandatory redemptions
$25 pur uulurprrfrncd storitt
4.08% Series

424
432
4.78

5.80

736

Total

1,000,000

1/00,000
lr653,429

1/96,769
2/00,000

S 25.50 S 25 S 25

25.80 30 30
28.75 41 41

25.80 33 33

25.25 55 55

100

S 184 S 284

Subject to mandatot)r
rrdrmption.'25

par value'rrf'rtrrd srruritirst
8.50% Series

9.875

JtlNIpar tralur prrfrtrrdstoritt
6.05%o Series

645
7.23

Total

2,500,000

3r500,000

750,000

1,000,000

1,000,000

S 25.00 S 63 S 63

25.00 87 87

100.00 75

100.00 100

100.00 100

S 425

75

100

100

S 425

Edison International subsidiaries'umulative preferred secu-

rities consisted of:
Dcrcmbrr 3I, 1997

Dolbrrsin miIIions Shura Rrdanption
Dcrcmbcr 31,

rrrrptpcr-diurr umounu Ouutunding Prirr 1997 I996

The CPUC regulates SCE's capital structure, limiting the divi-
dends it may pay Edison International. At Deccmbcr 31, 1997,

SCE had the capacity to pay $ 1.4 billion in additional dividends
and continue to maintain its authorized capital structure. These
restrictions are not cxpcctcd to affect Edison International's ability
to meet its cash obligations.

Edison International's authorized common stock is 800 mil-
lion shares with no par value.

Edison International purchased on the open market and reured the

following amounts of common stocki in 1997—48,992/65 shares ($ 1.2

. billion),in 1996—19/16,627 shares ($344 million)and in 1995—4/12/98
shares ($70 million). t

Under Edison International's long-term incentive compensa-

tion plan, it issued 532,612 shares ($4.9 millioh) in 1997, 133,131

shares ($2 4 million) in 1996 and 20,900 shares ($0.4 million) in 1995.

SCE's authorized shares ofpreferred "and preference stock are:

$25 cumulative preferred —24 million; $ 100 cumulative pre-
ferred—12 million; and prcfercncc —50 million. AILcumulative

preferred stocks are rcdecmable. Mandatorily redeemable prc-
fcrrcd stocks are subject to sinking-fund provisions. When pre-
ferred shares are redeemed, the premiums paid are charged to

common equity.
EME is a general partner and also owns, indirectly, the limit-

ed partner's share ofMission Capital L.P., which was formed sole-

ly for the purpose ofholding parent company debentures. Mission

Capital L.P. has 6 million authorized shares of cumulative pre-
ferred securities with a liquidation preference that obligates EME.

Prcfcrrcd stock redemption requirements for thc next five

years are: 1998 through 2001 —zero and 2002—$ 105 million.

In 1997, 4 million shares ofSeries 7.36% prcferrcd stock were
redeemed. In 1995, 750,000 shares ofSeries 7.58% preferred stock
werc redeemed and 2.5 millionofSeries 8.50% preferred securities
were issued. There were no prcfcrred stock issuances or redemp-
tions in 1996.

I C)IF 'FS

Edison International's subsidiaries will be included in its consoli-
dated federal income tax and combined state franchise tax returns.
Under income tax allocation agreements, each subsidiary calculates
its owns tax liability. ', ~

Income tax ex'pense includes the current tax liability from
operations and the change in deferred income„taxies during the
year. Investment tax credits are amortized over the lives of the*,

"

r
related prope'r ties.
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In knillions

Deferred tar anrts:

Property-related
Unrealized gains or losses

Investment tax credits
Regulatory balancing accounts
Decommissioning-related
Other

Toul

Drfrnrd tax liabilitk'rsl

Property-related
Leveraged leases

Capitalized software costs

Other

Total

Accumulated deferred income taxes-net

Drkrmbrrst, 1997

S 227

273

192

180

114

691

$ 1,677

S 4,010

623

127

879

S 5,639

$ 3@62

S 247

201

206

298

208

366

$ 1,526

S 4345
534

122

568

S 5,569

S 4,N3

Classification ofaccuknubstrd drfrkrrdinromc tarrin
Included in deferral credits
Included in current assets

S 4,085

123

S 4,283

240

The current and deferred components ofincome tax expense were:

In miIlk'ons

Current:
Federal
Sure
Foreign

Yrnrrndrd Drrrmbkr3I, 1997

S 244

55

103

S 325

108

39

402 472

I99$

S 507

150

7

664

Drfrrrk'd:
Accrual charges

Asset basis adjustment
Depreciation
Investment and energy ux credits-net
Leveraged leases

Lskss carryforwards
Nonutilityspecial charges
Pension reserves

Rate phase-in plan
Rcgubtory balancing accounts
State tax-privilege year
Other

Total income tax expense

(33)
IS

(26)

(22)
87

121

(5)

(19)
141

2

(167)

97

S 499

(14)

(25)
71

(37)
26

(41)
9

45

(31)
34

18

(21)

34

$ 506

I

12

72

(26)
38

(37)

(21)

(3)
(46)

(I IS)

(9)

(35)

(172)

S 492

Classification of interne tarcsl

Included in operating income
Included in other income

S 537 $ 563 S 528

(38) (57) (36)

The components of the net accumulated deferred income tax
liabilitywere:

The composite federal and state statutory income tax rate was

40.551% for 1997 and 41.045% for 1996 and 1995.

The federal statutory income tax rate is reconciled to the effec-
tive tax rate below:

Yrorrndrd Dn rmbrr si, 1997 1996 l99$

Federal sututory rate
Capitalized software
Depreciation and other
Housing credits
Investment and energy tax credits
State tax-net of federal deduction

Effective tax rate

35.0%o

(0.8)

5.9

(4.3)

(I 6)
63

40.5%

35.0%

(0.8)

73
(3 6)

(2.7)

6.2

4lÃ%

35.0%

(0.8)

5.1

(2.7)

(23)
5.6

39.9%

F 6 xfPlo,Coi 5 TloN A D BF, F'T Pl s

Sloe/( Option Plans
Under Edison International's Long-Term Incentive Compensation
Plan, 8.2 million shares ofcommon stock were reserved for poten-
tial issuance under various stock compensation programs to direc-
tors, oAicers and senior managers of Edison International and its
aAiliatcs. Under these programs, options on 4 4 million shares of
Edison International common stock are currently outstanding to
oAicers and senior managers of SCE. There were 3.2 million, 4.5

million,5.4 millionand 6.3 millionshares reserved for future grant .

at December 31, 1997, 1996, 1995 and 1994, respectively.
Each option may bc cxcrciscd to purchase one sharc ofEdison

International common stock, and is exercisable at a price equiva-
lent to the fair market value of the underlying stock at the date of
grant. Edison International stock options include a dividend
equivalent feature. Generally, for options issued before 1994,

amounts equal to dividends accrue on the options at the same time
and at the same rate as would be payable on the number ofshares

ofEdison International common stock covered by the options. The
amounts accumulate without interest. For Edison International
stock options issued subsequent to 1993, dividend equivalents are
subject to reduction unless certain shareholder return performance
criteria are met.

Edison International stock options have a 10-year term with
one-third of the total award vesting after each of the first three
years of the award term. Ifan optionee retires, dies or is perma-
nently and totally disabled during the three-year vesting period,
the unvested options will vest and be exercisable to the extent of
I/36 of the grant for each full month of service during the vesting
period. Unvested options ofany person who has served in the past
on the Edison International or SCE Management Committee will
vest and be exercisable upon the member's retirement, death or
permanent and total disability. Upon retirement, death or perma-
nent and total disability, the vested options may continue to be

exercised within their original terms by recipient or beneficiary. If
an optionee is terminated other than by retirement, death or per-
manent and total disability, options which had vested as of the prior
anniversary date of the grant arc forfeited unless exercised within
180 days of the date of termination. Allunvested options are for-
feited on the date of termination.
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Expectal life
Risk-free interest rate

Expeaed vobtility

l991 l996

7.0 years 7.0 years

6.3%%uo4.8% 55Fo

17%%uo, 17Fo

Edison International measures compensation expense related
to stock-based compensation by the intrinsic value method.
Compensation expense recorded under the stock-compensation
program was $6 million, $9 million and $4 million for 1997, 1996

and 1995, respectively.
Stock-based compensation expense under the fair-value

method of accounting would have resulted in pro forma earnings
of $696 million, $714 million and $737 million for 1997, 1996 and
1995, respectively, and in pro forma basic earnings per share of
$ 1.74> $ 1.63 and $ 1.65 for 1997, 1996 and 1995, respectively.

The fair value for each option granted, reflectin the basis for
the above pro forma disclosures, was determined on the date of
grant using the Black-Scholes option-pricing model. The following
assumptions were used in determining fair value with the model:

Phantom Stoep( Options
Phantom stock option performance awards have been developed
for two aAiliate companies, EME and Edison Capital, as part of the
Edison International long-term incentive compensation program
for senior management. Each phantom stock option may be exer-
cised to realize any appreciation in the deemed value ofone hypo-
thetical share ofEME or Edison Capital stock over exercise prices.
Exercise prices for EME and Edison Capital phantom stock are
escalated on an annually compounded basis over the grant price by
12% and 7.75%, respectively. The deemed values of the phantom
stock are recalculated annually as determined by a formula linked
to the value of its portfolio of investments, less general and admin-
istrative costs. The options have a 10-year term with one-third of
the total award vesting in each of the first three years of the award
term.

Compensation expense recorded with respect to the phantom
stock options was $79 million in 1997, $ 17 million in 1996 and $ 1

million in 1995.

The recognition of dividend equivalents results in no divi-
dends assumed for purposes of fair-value determination. The
application of fair-value accounting to calculate thc pro forma dis-
closures above is not an indication of future income statement
effects. The pro formidisclosures do not reflect the effect of fair-
valuc accounting on stock-based compensation awards granted
prior to 1995.

A summary of the status of Edison International's stock
options is as follows:

IVcighscdvtsvrogc

Escrcisc Pair Valor Remaining

Pris as Crans Life

Encrc>rc

priss

Sharc

Opsdn>s

Outstanding,
Dec. 31, 1994

Granted
Expired
Forfeited
Exercised

Outstanding,
Dec. 31, 1995

Granted
Expired
Forfeital
Exercisal
Outstanding,

Dec. 31, 1996

Granted
Expired
Forfeited
Exercisal
Outstanding,

Dec. 31, 1997

"
$ 16.00 —S 24 44

14.56 - 17.44

20.19 - 23.28

14.56 -, 21.94

17.38 — 17.75

$ 20.4I
H.77
21.91

19.74

17.64

1,766,091

910,100

(9,930)

(9,120)

(20,900)

6.9 years

$ 6.92 ln millions Dcccmbcr 33, l991 l996

rIerr>aria lprcscns oalac ofbcncfis obl>'gasion:

Vested benefits
Nonvested benefits
Accumulated benefit obligation
Value ofprojected future compensation levels

S 1>588

130

1,718

398

S 1,679

73

l>752

267
$ 18.69

17.57

20.08

16.24

18.19

$ 14.56 - S 24.44

15.81 - 18.31

H56 - 23.28

14.56 - 20.19

H56 — 23.28

2,636/41
1,091,850

(18/94)
(21>810)

(133,131)

7.0 years

$ 6.27

Projected benefit obligation

Fair value ofplan assets

S 2,116 $ 2.019

S 2316 S 2.171

$ 14.56 —$ 24.44

19.75 — 25.19

$ 18.68

20.19

17.76

19.06

7.0 years

$ 7.62

3/54,756
I@50,809

(33,599)

(460/00)

Projected benelit obligation less than plan assets

Unrecognized net gain
Unrecognized prior service cost

Unrecognized net obligation
(li-year amortization)

S (200) $ (152)
305 294

(184) (199)
14.56 — 19.75

1456 - 23.28 ~40) ~45
S (119) S (102)

4>411,666 S 14.56 - S 25.19 S 18.76 7.0 years
Pension liability(asset)

Pension Plan
Edison International has a noncontributory, defined-benefit pen-
sion plan that covers employees meeting minimum service require-
ments. Benefits are based on years of accredited service and
average base pay. SCE funds the plan on a level-premium actuar-
ial method. These funds are accumulated in an independent trust.
Annual contributions meet minimum legal funding requirements
and do not exceed the maximum amounts deductible for income
taxes. Prior service costs from pension plan amendments are fund-
ed over 30 years. Plan assets are primarily common stocks, corpo-
rate and government bonds, and short-term investments. In 1996,

Edison International recorded pension gains from a special volun-
tary early retirement program.

The plan's funded status was:

The number of options exercisable and their weighted-aver-

age exercise prices at December 31, 1997, 1996 and 1995 were

3,218,189 at $ 1848> 1,760,766 at $20.54 and 1>240,425 at $21.08,

respectively.

Discount rate
Rate of increase in future compensation
Expected long-term rate of return on assets

7.0Fo 7.75%

5.0% 5.0%
8.0'%%uo 8.0'%%uo

Edison International's utility operations recognize pension

expense calculated under the actuarial method used for ratemaking.
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The components ofpension expense were:

In militons

Service cost for benefits earned

Interest cost on projected benefit obligation
Actual return on plan assets

Net amortization and deferral
Pension expense under accounting standards

Special termination benefits

Regulatory adjustment —deferred
Net pension expense recognized
Senlement gain
Total expense (gain)

$ 46

140

(372)
22'I

38

17

55

S 55

$ 51

180

(345)
146

32

I
22

55

~121)
S (66)

S 59

157

(457)
270

29

3

23

55

S 55

Yror rndrd Derrmbrr 31, 1997 1996 199$

The assumed rate of future increases in the per-capita cost of
health care benefits is 8.5% for 1998, gradually decreasing to 5.25%

for 2004 and beyond. Increasing the health care cost trend rate by
one percentage point would increase the accumulated obligation as

ofDecember 31, 1997, by $255 millionand annual aggregate service

and interest costs by $28 million.

Employee Sauittgs Plan
Edison International has a 401(k) defined contribution savings plan
designed to supplement employees'etirement income. The plan
rcceivcd employer contributions of$ 16 million in 1997, $25 million
in 1996 and $20 million in 1995.

Postretirement Benefits Other Than Pensions

Employees retiring at or after age 55 (or those eligible for all benefits

under the 1996 special voluntary early retirement program) with at
least 10 years of service, are eligible for postretirement health care,

dental, life insurance and other benefits. Health care benefits are

subject to deductibles, copayment provisions and other limitations.
SCE funds thcsc benefits (by contributions to independent

trusts) up to tax-deductible limits, in accordance with rate-making
practices. In 1996, SCE recorded special termination expenses due
to a special voluntary early retirement program. Any difference
between recognized expense and amounts authorized for rate

recovery is not cxpccted to be material (except. for the impact of the
early retirement program) and willbe charged to earnings.

Trust assets are primarily common stocks, corporate and gov-
ernment bonds, and short-term investments.

The funded status of these benefits is reconciled to the record-
ed liabilitybelow:

In millions Dcrcmbrr 31, 1997 1996

slrtaarial prrsrnt cutter ofbrnrfit
obligation.'etirecs

Employees eligible to retire
Other c.mployees

Accumubted benefit obligation

Fair value ofpbn assets

Plan assets less than accumubted benefit obligation
Unrecognized transition obligation
Unrecognized net gain (loss)

Recorded liability

Discount rate

Expected long-term rate of return on assets

$ I,OH
45

497

S 1.546

S 815

$ 731

(405)

~245)
S 81

7.0Fo

8.0Fo

S 933

35

394

S 1362

$ 617

S 745

(432)

~236
S 77

7.75Fo

8.5Fo

The components of postretirement benefits other than pen-
sions expense were:

IY W FD PR

In miltcons

Ptontin

Sccstrr

ctcvccmcdosrd Undrr Oconrnhip

Drprrciotion Constncrtion Ioccrrst

Tcunstnission systrmst

Eldorado
Pacific Intertie
Grnrrating stationst

Four Corners (coal)
Units 4 and 5

hlohave (coal)

Palo Verde (nuclear)
San Onofre (nuclear)
Total

S 28

241

459

307

1,601

4212
$ 6.848

$ 9
75

247
146

665

2210
$ 3352

$ 3

I

3

5

9
38

5 59

60Fo

50

48

56

16

75

F S

Leuc raged Leases
Edison Capital is the lessor in several leveraged-lease agreements
with terms of 13 to 38 years. Alloperating, maintenance, insurance
and decommissioning costs are the responsibility of the lessees.

Thc total cost of these facilities was $3.1 billion and $ 1.8 billion at
December 31, 1997, and 1996, respectively.

Thc equity investment in these facilities is 21% of the purchase
price. The remainder is nonrecourse debt secured by first liens on
thc leased property. The lenders have accepted their security inter-
ests as their only remedy ifthe lessee defaults.

Thc net investment in leveraged leases consisted of:

SCE owns interests in several generating stations and transmission

systems for which each participant provides its own financing.
SCE's share ofexpenses for each project is included in the consoli-
dated statements of income.

The investment in each project, as included in the consolidat-
ed balance sheet as of December 31, 1997, was:

In millions Yror rndrd Drrrmbrr 31, 1997 1996 199$ I» milliom Dcvrmbrr 31, 1997 1996

Service cost for benefits earned

Interest cost on benefit obligation
Actual return on plan assets

Amortization of loss

Amortization of transition obligation
Net expense

Special termination expense

Total expense

$ 31

100

(S0)

5

27

113

S 113

S 33

91

(43)
6

27

114

72

$ 186

$ 36
78

(28)
I

27

114

S 114

Rentals receivable (net ofprincipal and

interest on nonrecourse debt)
Unearned income

Investment in leveraged leases

Estimated residual value

Deferred income taxes

Net investment in leveraged leases

$ 1,634

(728)

906

58

(623)

S 341

$ 830

(303)

527

58

(534)

S SI
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Operating and Capital Leases

Edison International has operating leases, primarily for vehicles

(with varying terms, provisions and expiration dates) and a capital
lease ($68 million) for a nonutility power-production facility.

Estimated remaining commitments for noncancelable leases at
December 31, 1997, werc:

In millions

Year coded Dcccmbcr 31,

1998

1999

2000

2001

2002

Thereafter

Total future commitments

operating
Lcascs

$ 24

19

15

ll
8

26

S 103

Capisal

Lcasc

S 27

27

27

1

82

Amount rcpres«nting inter'est (9.65%)

Nct commitments

(14)

S 68

In millions
htasnrlsy

Dares

Drccmbcr 3I,

l997 l996

Irlunicipal bonds

Stocks

US. government issues

Short-term and other

Trust fund balance (at cost)

1998-2026

1998-2027

2002-2003

$ 459

392

357

163

S 137!

S 400

549

212

56

$ >2>v

Nuclear Decommt'ssioning
SCE plans to decommission its nuclear generating facilities at the
end ofeach facility's operating license by a prompt removal method
authorized by the Nuclear Regulatory Commission. Decommis-
sioning is estimated to cost $2.1 billion in current-year dollars, based

on site-specific studies performed in 1993 for San Onofre and 1992

for Palo Verde. Changes in the estimated costs, timing of decom-

missioning, or the assumptions underlying these estimates could
cause material revisions to the estimated total cost to decommission
in the near term. Decommissioning is schcdulcd to begin in 2013 at
San Onofre and 2024 at Palo Verde. San Onofrc Unit 1, which shut
down in 1992, is expected to bc secured until decommissioning
begins at the other San Onofre units.

Decommissioning costs, which are accrued and recovered

through non-bypassable customer rates over the term of each

nuclear facility's operating license, are recorded as a component of
depreciation expense. Decommissioning expense was $ 154 million
in 1997, $ 148 million in 1996 and $ 151 million in 1995. The accu-

mulated provision for decommissioning was $ 1.1 billion at
December 31, 1997, and $949 million at December 31, 1996. The
estimated costs to decommission San Onofre Unit I ($280 million)
are recorded as a liability.

Decommissioning funds collected in rates are placed in inde-

pendent trusts, which, together with accumulated earnings, willbe

utilized solely for decommissioning.
Trust investments inclucIe:

Trust fund earnings (based on specific identification) increase
the trust fund balance and the accumulated provision for decom-
missioning. Nct earnings were $54 million in 1997, $49 million in
1996 and $51 million in 1995. Proceeds from sales of securities
(which arc rcinvcsted) were $595 million in 1997, and $ 1.0 billion
in 1996 and in 1995. Approximately 89% of thc trust fund contri-
butions werc tax-deductible.

The Financial Accounting Standards Board has issued an
exposure draft related to accounting practices for removal costs,
including decommissioning ofnuclear power plants. Thc exposure
draft would require SCE to report its estimated decommissioning
costs as a liability,rather than recognizing these costs over the term
ofeach facility's operating license (current industry practice). SCE
does not believe that the changes proposed in the exposure draft
would have an adverse effect on its results ofoperations even after
deregulation due to its current and expected future ability to recov-
er these costs through customer rates.

In millions

Projected construction
expenditures

Fuel supply contracts
Purchased-power

capacity payments
Unconditional purchase

obligations

l99S 3999 2000 200l 2002

$ 1,057 S 807 S 763 S 721 $ 671

296 215 236 228 237

686 711 714 716 714

9 9 10 9 10

EME has firm commitments to make equity and other con-
tributions to its projects of $295 million, primarily for the Paiton

project in Indonesia, the ISAB project in Italy and the Doga pro-
ject in Turkey. EME also has contingent obligations to make addi-
tional contributions of $ 181 million, primarily for equity support
guarantees related to Paiton.

Otlier Commitments
SCE and EME have fuel supply contracts which rcquirc payment
only ifthe fuel is made available for purchase.

SCE has power-purchase contracts with certain QFs (cogener-
ators and small power producers) and other utilities. The QF con-
tracts provide for capacity payments if a facility meets certain
performance obligations and energy payments based on actual
power supplied to SCE. There are no requirements to make debt-
servicc payments.

SCE has unconditional purchase obligations for part of a

power plant's generating output, as well as firm transmission ser-
vice from another utility. Minimum payments are based, in part,
on the debt-service requirements of thc provider, whether or not
the plant or transmission line is operable. The purchased-power
contract is not expected to provide more than 5% ofcurrent or esti-
mated future operating capacity. SCE's minimum commitment
under both contracts is approximately $ 193 million through 2017.

Certain commitments for the years 1998 through 2002 are esti-

mated below:
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In addition to the matters disclosed in these notes, Edison
International is involved in legal, tax and regulatory proceedings
before various courts and governmental agencies regarding mat-

'ersarising in the ordinary course ofbusiness. Edison International
believes the outcome of these proceedings willnot materially aAect
its results ofoperations or liquidity.

Broo(lyn Nauy Yard Prjoect
EME owns, through a wholly owned subsidiary, 50% of the
Brooklyn Navy Yard project. On December 17, 1997, the Brooklyn
Navy Yard project partnership completed a $407 million perma-
nent, nonrecourse financing for the project.

In February 1997, the contractor asserted general monetary
claims under the turnkey agreement against Brooklyn Navy Yard
Cogeneration Partners, L.P. (BNY) for damages in the amount of
$ 137 million. In addition to defending this action, BNY has filed
an action against the contractor in New York State Court asserting
general monetary claims in cxccss of$ 13 million arising out of thc
turnkey agreement. EME agreed to indemnify the partnership
and its partner from all claims and costs arising from or in connec-
tion with 'the contractor litigation, which indemnity has been

assigned to the lenders. Edison International believes that the out-
come of this litigation willnot materially affect its results ofopera-
tions or financial position.

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

Edison International records its environmental liabilities
when site assessments and/or remedial actions are probable and a

range of reasonably likely cleanup costs can be estimated. Edison
International reviews its sites and measures the liabilityquarterly,
by assessing a range of reasonably likely costs for each identified
site using currently available information, including existing tech-

nology, presently enacted laws and regulations, experience gained
at similar sites, and the probable level of involvement and financial
condition of other potentially responsible parties. These estimates
include costs for site investigations, remediation, operations and
maintenance, monitoring and site closure. Unless there is a proba-
blc amount, Edison International records the lower end of this rea-

sonably likely range ofcosts (classified as other long-term liabilities
at undiscounted amounts). While Edison International has

numerous insurance policies that it believes may provide coverage
for some of these liabilities, it does not recognize recoveries in its
financial statements until they are realized.

In connection with the issuance of the San Onofre Units 2 and
3 operating permits, SCE reached an agreement with thc California
Coastal Commission in 1991 to restore certain marine mitigation
sites. The restorations include two sites: designated wetlands and
the construction of an artificial kelp reef off the California coast.

After SCE requested certain modifications to the agreement, the
Coastal Commission issued a final ruling in April 1997 to reduce the
scope of remediations. SCE elected to pay for the costs of marine

mitigation in lieu of placing the funds into a trust. Rate recovery of
these costs is occurring through the San Onofre incentive pricing
plan discussed in Note 1 to the Consolidated Financial Statements.

Edison International's recorded estimated minimum liability
to remediate its 51 identified sites (50 at SCE and one at EME) is

$ 178 million,which includes $75 million for the two sites discussed

above. The ultimate costs to clean up Edison International's iden-
tified sites may vary from its recorded liability due to numerous
uncertainties inherent in the estimation process, such as: the extent
and nature of contamination; the scarcity of reliable data for iden-
tified sites; thc varying costs ofalternative cleanup methods; devel-

opments resulting from investigatory studies; the possibility of
identifying additional sites; and the time periods over which site
remediation is expected to occur. Edison International believes

that, due to these uncertainties, it is reasonably possible that
cleanup costs could exceed its recorded liabilityby up to $246 mil-
lion. The upper limitof this range of costs was estimated using
assumptions least favorable to Edison International among a range
of reasonably possible outcomes.

The CPUC allows SCE to recover environmental-cleanup
costs at 41 of its sites, rcprcsenting $91 million of its recorded lia-
bility, through an incentive mechanism (SCE may request to
include additional sites). Under this mechanism, SCE will recover
90% ofcleanup costs through customer rates; shareholders fund the
remaining 10%, with the opportunity to recover these costs from
insurance carriers and'other third parties. SCE has successfully set-

tled insurance claims with all responsible carriers. Costs incurred
at SCE's remaining sites are cxpccted to be recovered through cus-

tomer rates. SCE has recorded a regulatory asset of $ 153 million
for its estimated minimum environmental-cleanup costs expected
to be recovered through customer rates. This amount includes $ 60

million of marine mitigation costs remaining to be recovered

through the San Onofre incentive pricing plan.
Edison International's identified sites include several sites for

which there is a lack ofcurrently available information, including
the nature and magnitude ofcontamination, and thc extent, ifany,
that Edison International may be held responsible for contributing
to any costs incurred for remediating these sites. Thus, no reason-
able estimate ofcleanup costs can now be made for these sites.

Edison International expects to clean up its identified sites

over a period of up to 30 years. Remediation costs in each of the
next several years arc expected to range from $4 million to $ 10 mil-
lion. Recorded costs for 1997 were $ 10 million.

Based on currently available information, Edison International
believes it is unlikely that it will incur amounts in excess of the

upper limitofthe estimated range and, based upon the CPUC's reg-
ulatory treatment of environmental-cleanup costs, Edison
International belicvcs that costs ultimately recorded willnot mate-
rially affect its results ofoperations or financial position. There can

be no assurance, however, that future developments, including
additional information about existing sites or the identification of
new sites, willnot require material revisions to such estimates.

Nuclear Insurance
Federal law limits public liabilityclaims from a nuclear incident to
$ 8.9 billion. SCE and other owners ofSan Onofre and Palo Verde
have purchased the maximum private primary insurance available
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($200 million). The balance is covered by the industry's retrospec-
tive rating plan that uses deferred premium charges to every reac-
tor licensee ifa nuclear incident at any licensed reactor in the U.S.
results in claims and/or costs which exceed the primary insurance
at that plant site. Federal regulations require this secondary level
of financial protection. The Nuclear Regulatory Commission
exempted San Onofre Unit I from this secondary level, effective
June 1994. The maximum defcrrcd premium for each nuclear
incident is $ 79 million per reactor, but not more than $ 10 million
per reactor may be charged in any one year for each incident.
Based on its ownership interests, SCE could be required to pay a

maximum of$ 158 millionper nuclear incident. However, it would
have to pay no more than $20 million per incident in any one year.
Such amounts include a 5% surcharge ifadditional funds arc need-
ed to satisfy public liabilitycbims and are subject to adjustment for
inflation. Ifthe public liability limitabove is insuAicient, federal
regulations may impose further revenue-raising measures to pay
claims, including a possible additional assessmcnt on all licensed
reactor operators.

Property damage insurance covers losses up to $500 million,
including decontamination costs, at San Onofre and Palo Verde.
Decontamination liabilityand property damage coverage exceeding
the primary $500 millionalso has been purchased in amounts greater
than federal requirements. Additional insurance covers part of
replacement power expenses during an accident-related nuclear unit
outage. These policies are issued primarily by mutual insurance

companies owned by utilities with nuclear facilities. Iflosses at any
nuclear facilitycovered by the arrangement were to exceed the accu-

mubted funds for these insurance programs, SCE could be assessed

retrospective premium adjustments of up to $28 million per year.

Insurance premiums are charged to operating expense.

NOTE 11. INVESTMENTS IN PARTNERSHIPS AND
CO SOI I F. U IS D FS

Edison International's nonutility subsidiaries have equity interests
in energy generation projects and real estate investment partner-
ships.

Summarized financial information of these investmcnts was:

In millions Year ended Drrrmbrr31, 1997 1996 199$

S 'SS ) F TS

Edison International's business segments include electric.utility
operations (SCE) and three nonutility segments: unregulated
power generation (EME); financial investments (Edison Capital);
and retail services (Edison Enterprises). Other than EME, the
nonutility segments are not individually significant and are com-
bined for reporting purposes.

Edison International's business segment information was:

In millions

Unngnhttrd

Ekrttia Pot>)tr Gros>ation

Utility Domestic Porrign

Edison

Intrr-
Othtr notional

1997

Operating revenue

Operating income
Depreciation and

decommissioning
Assets

Additions to
property and plant

S 7@53

I,642

1$ 40

18,059

685

S 192 S 783 $ 307 $ 9/35
78 316

(I)',035'5

88 19 1862
926 4,059 2,057 25,101

84 10 783

1996

Operating revenue

Operating income
Depreciatton and

decommissioning
Assets

Additions to
property and plant

S 7>583

1)711

1>064

17>737

616

$ 170 $ 674

75 292

$ 118 $ 8/45
(37)',04lt

15 75 19 I,I73
949 4/04 1,669 24/59

116 8 744

199$

Operating revenue

Operating income
Depreciation and

decotnmissioning
Assets

Additions to

property and plant

S 7,873

l)709

954

18,155

773

$ 177 $ 290 $ 65 $ 8,405

73 131 (8)' /05>

10 36 14

842 3/32 1,417

1,014

23@46

4 1,231' 2,011

Corporate items and eliminations are not material.

(I) Excludes reported tax benefits of $61 million in 1997, $80 million in 1996 and

$44 million in 1995.

(2) Excludes income taxes of$537 million in 1997, $563 million in 1996 and $528

million in 1995.

(3) Includes SI)042 million from EME's acquisition ofFirst Hydro.

Revenue

Expenses

Net income

S 1,946

1/78

S 368

$ l>731 S l>400

1/93 1,121

S 338 S 279

In mill>'ons Drrrmbrr 31, 1997 1996

Current assets

Otitcr assets

Total assets

$ 637

5,520

$ 6.157

S 673

4,747

S 5,420

Current liabilities
Other liabi!ities

Equity

Total liabilities and equity

$ 949

3592
1,616

S 6.157

S 691

3,110

1,619

S 5.420
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Pacific Life Insurance Company,
Nc/vport Beach, CA
A director since 1995

DANIEL M. TELLEPL
Retired Chairman ofthc Board,
Lac/heed hfan/'n Corponuion,
Bethesda, hfD
A director since 1992

JAMEs D. WATKINS"
Admiral USN, Retired,
President, joint Oceanographic
Instisutions, Inco and President,

Consortium for Oceanographic
Research and Educat/on,
IVashington, D.C.
A director since 1993

EDWARD ZAPANTA> M
D.'hysicianand Net<rosurgcon,

Tonancc CA
A director since 1984

~ 8/19/I I to I/2IVIT

6/is/8 I to I/19/93

S/I 5/Ã to prevent

I htcmbcc ofd» Excctnivc Commincc

2 hlcmbec of the Fintncc Commince

3 hlnnbecoftheComfentctionxnciExccwivepcctonnclCommittcc
hlcmbcc of the Nominxting Commince

S hlembcc of the Atxht Comminee

6 RctiYing on April l6, l998
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Management Team
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JOIIN E. BRYSON
Chairman ofthr Board and CEO

BRYANT C. DANNER
Executive Vice Prrsidcnt and
General Counsel

ALAN J. FonaaR
Errcutivc Vice Prcsidms and
ChirfFinancial 0+iccr

TIIEODORE F. CRAVER) JR.
Senior Vice Prrsi'dent and Treasurer

ROBERT G. FoSTER
Senior Vice Prcsidcns, Public Agjairs

WILLIAMJ. HELLER
Smior Vice Prrsidrnt,
Strategic Planning and
Ncsv Business Dcvclopmrnt

RICIIARD K. BVSIIEY
Vice Prrsidrnt and Controlkr

LILLIANR, GORMAN
Vice Prrsidrns, Human Rcsourccs

TIIOSIAS J ~ HICCINS
Vice Prcsidmt,
Corpomtr Communications

M*IIYAsN YAZDI
Vier President and
ChiefInfonnasion Ogiccr

BEYERLY P. RYDaa
Corporate Secretary

JOIIN E. BRYSON
Chairman ofthr Board and CEO

STEPIIEN E. FRANK
Prrsidcnt and ChirfOprrati ng Officer

BRYANT C. DANNER
Essrcutivr Vi'cr Prcsidrnt and
Grnrrul Counsel

ALAN J ~ FOIIRER
Erccuti vc ViicrPrrsidrnt and
ChiefFinancial Ogircr

H*RoLD B. R*Y
Eaccutivr Vier Prrsidcns,
Grncrution Businrss Unit

TIIEODORE F. CRAVER Ja.
Senior Vice Prrsidrnt and Trrasurcr

JOIIN R. FIELDER
Srnior Vice Prrsidrnt,
Rrgulatory Policy and Affairs

RoaaaT G. FosTaa
Senior Vin'resident, Public Affai'rs

RICIIARD hL ROSENBLVhl
Senior Vier Prcsidrnt,
TbD IV)'rrs Bsui'nrss Unit

EMIKO BANPIELD
VirrPrcsidmt, Sharrd Services

PAMEL* A. BAss
Vice Prrsidmt,
Customrr Solutions Biuincss Unit

RICIIARD K. BUSIIEY
Vice Prrsidrnt and Controller

BRVCE C. FOSTER
Vier Prrsidens,
San Fmncisco Regulatory A+airs

LILLIANR. GORMAN
Vice Prrsi dens, Human Resources

LAWRENCE D, HAMLIN
Vice Prrsidcnt, Posvrr Pnduction

TIIOMAS J. HICCINS
Vice President,

Corporate Communiruti'ons

EDwARD R. MVLI.aa
Prrsi dent and CEO

RosaaT M. EDCEI.I.
Essrcutsvc Vice Prrsidcns

TERRY VI CIIARLTON
Smior Vice PicsiCmt

JAMES V. JACos JR.
Srnior Vier President and
ChiefFinancial Ogiccr

GECROIA R. Nal.soN
Srnior Vice Prcsidmt

S. LINN WILLIAhl S

Senior Vice Prrsidcnt and
Gcnciul Counsrl

EnlsoN CAPITAI.—
ss) ) nl

Tl(ohlAS R. MCDANIEL
Prrudhni and CEO,
Edison Capisal and
hfiaion Lund Company

ASIIRAP T. DAJANI
Senior Vice Prrsidcnt,
Edison Capital

RICIIARD E. LUCEY
Smior Vice Prcsidmt and
ChirfFinancial 0+iree,
Edison Capital

LAaaY C. MoUNT
Vire Prcsidrnt and
Gcnrral Counsrl,
Edison Capi'tal

CIIARLES W. JOIINSON
Errcuti'vc Vice President,
hfiuion Lund Company

v r 'n ) n

VIKRAMS. BUDIIRAJA
President

S'TEPIIEN E. PAZIAN
President and CEO,
Edison Entrrprisrs

A, ROBERT HANDELL
President and Chs'rf Opriuting OJIsccr,
Edison Sourer

MICIIAELL. htaRLO
President and ChirfOprm ting 0+icer,
Edison Srlrct

DIANE O. WITTENBERC
Prrndrnt and CEO,
Edison EV
Prcsidrnt,
Edison UtilityAlii'ancrs

DENNIS A EASTMAN
Scruor Vice Prrsidrnt and
Gcnrml hfanagcr,
Edison UtilityServices

CI.ARK W. COLLINS
Semor Vice President,
Edison Enterprises

KENNETII PICKRAIIN
Viice Prrsidrnt and
ChiefFinancial Ogiccr,
Edison Entcrprucs

R. W. KRlaoEa
Vier President, Nurkar Gcncmtion

J. MICIIAELMENDEZ
Vier President, Labor Relations

Dw)CIIT E. NUNN
Vice Prrsidcnt, Nuclear Enginrcring
and Tcchnical Services

FRANK J. QVEVEDO
Vice'resident, Equal Opportunity

htAIIVASIIYAZDI
Vice Prcsidcnt and
Chieffnformution Ogiccr

'BEVERLY P. RYDER
Corporusr Srcrctary
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Edison Inlsfhaslonal and Substdtartss

Selected Financial and Operating Data: 1993 - 1997

Dollarsin millions, except pcr-sharc amounu

Edison 1nternational and Subsidiaries

Operating revenue

Operating expenses

Net income
Weighted-average shares ofcommon

stock outstanding (in millions)
Per-share data:

Basic earnings
Diluted earnings
Dividends paid
Dividends declared
Book value at year-end
Market value at year-end

Dividend payout ratio (paid)
Rate of return on common equity
Price/earnings ratio
Ratio ofearnings to fixed charges
Assets

Retained earnings
Common shareholders'quity
Preferred securities:

Not subject to mandatory redemption
Subject to mandatory redemption

Long-term debt

Southern California Edison Company
Operating revenue
Earnings
Basic earnings per Edison International common share

Rate of return on common equity
Internal gcncration of funds
Peak demand in megawatts (MW)
Generation capacity at peak (MW)
Kilowatt-hour sales (in millions)
Customers (in millions)
Full-time employeeso

1997

S 9,235

$ 7,737

$ 700

400

S 1.75

S 1.73

$ 1.00

$ 1.00

S 14.71

$ 27'/ss

57.1%
11.7%

15.5

2.39

$ 25,101

$ 3,176

S 5,527

S 184

S 425

$ 8,871

S 7,953

S 576

S 1.44

11.6%

104%

19,118

21,511

77,234

4.25

12,642

1996

S 8,545

S 7)067

S 717

437

S 1.64

$ 1.63

S 1.00

S 1.00

$ 15.07

$ 19 '/s

61.0%
11.1%

12.1

2.40

$ 24,559

S 3,753

$ 6,397

S 284

S 425

S 7,475

$ 7,583

$ 621

$ 1.42

12.1%

153%

18,207"

21,602

75,572

4.22

12,057

1995

S 8,405

S 7,028

S 739

446

$ 1.66

$ 1.65

$ 1.00

S 1.00

S 14.41

$ 17 '/s

60.2%
11.8%

10.6

2.55

$ 23,946

$ 3,700

$ 6,393

S 284

$ 425

$ 7,195

S 7,873

S 643

$ 1.44

12.6%%uo

89%

17,548

21,603

74,296

4.18

14,886

S 8,345

S 7,046

$ 681

$ 1.52

S 1.52

S 1.21

$ 1.105

S iSn
S 14'/s

79.6%

11.3%

9.6
2.48

$ 22,390

S 3,452

S 6,i44

S 359

S 362

S 6/47

S 7,799

S 599

$ 1.34

12.0%

76%
18,044

20,615

77,986
4.15

16/51

1993

S 7,839

$ 6,611

$ 639

448

S 1.43

S 1.42

S 1.41

$ 1.415

S 13.30

$ 20

98.6%

11.7%

14.0

2.28

$ 21,831

$ 3,266

S 5,958

$ 359

$ 275

S 6,459

$ 7P97
$ 637

S 1.42

12.9%

78%

16,475

20,606

73/08
4.12

16,585

Edison Mission Energy
Revenue
Nct income
Assets

Rate of return on common equity
Ownership in operating projects (MW)
Full-time employees

S 975

$ 115

S 4,985

12.2%

5,180

1,140

S 844

S 92

S 5,153

8.8%

4,706

940

S 467

S 64

S 4/74
9.5%

4,212

902

S 381

S 55

$ 2,843
9.6%

2,048
690

S 291

S 2

$ 2,286
0.3%

1,862

673

Edison Capital
Rcvcnuc
Net income
Assets

Rate of return on common equity
Full-time employees

S 138

$ 61

$ 1,783

23.2%

85

S 49

$ 41

S 1,423

17.7%

70

$ 49

$ 39

S 1,063

18.5%

42

$ 47

S 33

S 1,008

16.8%

33

S 39

$ 29

S 972

14.5%

20

ad 993 and 1 991 arc based on ssucloc-month aucrat cs.
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A~PISON INTERNATIONAL:
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Thc 1998 annual meeting ofshareholders willbe held on Thursday, April 16, 1998,
at 10:00 a.m. at the Industry Hills Sheraton Resort and Conference Center, One
Industry Hills Parkway, City of Industry, California.

I'diton International Common Stodj
The New York and Pacific stock exchanges usc thc ticker symbol EIX. Daily
papers list as Edisonlnt.

Preferred StoeI(
Southern California Edison's preferred stocks arc listed on the American and
Pacific stock exchanges under thc ticker symbol SCE. Previous day's closing prices,
when traded, are listed in the daily newspapers in thc American Stock Exchange
table under thc symbol SoCalEd. Thc 6.05%, 6.45% and 7.23% series are not listed.
Thc preferred securities of Mission Capital, an aAiliatc of Edison Mission Energy,
arc listed on the New York Stock Exchange under the ticker symbol MEPrA for the
9:875% series and MEPrB for the 8.50% series.

T FFR AGF T
Southern California Edison maintains shareholder records and is transfer agent and
registrar for Edison International common stock and Southern California Edison
prcfcrred stocks. Shareholders may call Shareholder Services,800.347.8625, betwccn
8:00 a.m. and 4:00 p.m. (Paciftc time) every business day regarding:

stock transfer and name-change requirements;
address changes, including dividend addresses;
clcctronic deposit ofdividends;
taxpayer identification number submission or changes;
duplicate 1099 and W-9 forms;
notices ofand replacement of lost or destroyed stock certificates and
dividend checks;
requests to eliminate multiple annual report mailings;
Edison International's Dividend Reinvestment Plan, including enrollments,
withdrawals, terminations, sales, transfers and statements; and
rcqucsts for access to online account information via Edison International's
Internet Home Page, www.edisonx.corn.

Thc address ofShareholder Scrviccs is:

PO. Box 400, Rosemead, California 91770-0400. FAX: 626.302 4815

v ~ R v F TR
Shareholders can purchase additional common shares by reinvesting their quarter-
ly dividends. A prospectus on Edison International's Dividend Reinvestmcnt Plan
is availablc from Shareholder Services.

Dividend checks can be electronically deposited directly to your financial insti-
tution. Enrollment forms arc available upon request.
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COI>IPENY PROFILE

PNiVl's primary business is providing electric and gas

utilityservices to the people ofNew Mexico. We also

sell power to utilities and other large wholesale

customers, market natural gas outside the state of

Ncw Mexico, and offer a wide range of energy and

water management services to municipalities, govern-

ment agencies and other large commercial institutions.

INVESTOR HIGHLIGHTS

Dollars in tbottsands> t>tttpt per sbare antonnts

Financial Data

Operating Revenues

Operating Expenses

Operating Income
Retained Earnings

Return on Average Common Equity

C07Iltnon Share Data

Earnings (Hasic)

Earnings (Diluted)
Hook Value

Closing Price

1007

$ 1,135,267

$ 1,011,222

S 124)045

$ 129,188

10 2o/o

S 1.92

$ 1.91

$ 19.26

S 23.69

1006

$883,386

$757,367

$ 126,019

$ 77,185

9.8/o

$ 1.72

$

$ 18.06

$ 19.63

PERCENTAGE
CHANGE

28.5/o

33.5/o

(1.6/0)
67 4'/o

4.5'/o

11.6 /0

11.7/o

6.6/o

20.7/o

5.YEAR ANNUAL
GROWTH RATE

5.9o/o

6 4o/o

2 lo/

NM
NM

NM
NM

5.1o/o

13.9o/o

NM - Not Meaningfill
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,. For PNM investors and for the people we serve,
S
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the change from regulated utility to competitive

energy company brings new uncertainties, new

risks —and new opportunities. In the following

pages, we will tell you how the people of

PNM are turning the revolutionary change in

I'

our industry to the benefit of our shareholders.



FELLOW SH jLREHOLDERSt
PNM keeps getting bcttcr at what wc do best:

delivering reliable, cost-effective electric and gas

service to the people of New Mexico. Providing

superior value to customers continues to pay off for

shareholders. In 1997 PNM stock provided a 25 percent

total return on investtnent.

Thanks to continued strong growth in our local

service territory, a substantial increase in our whole-

sale power sales and thc rapid expansion of our new

gas marketing business, PNM operating revenues

werc up $252 million bst year, to more than $ 1.1

billion. Earnings pcr sltare increased 11.6 percent for

the year.

This upward trend in revenues and earnings,

togcthcr with your company's growing financial

strength, enabled the Hoard of Directors to approve

a 40 percent increase in the common stock dividend

in 1997, from 48 to 68 cents a share for the year.

But tomorrow is not won by yesterday's

success - and never has this been more true than in

today's energy business. In California, retail electric

competition is becoming a reality this year. Dozens

of other states, including New Mexico, are working

on their own plans to restructure the electric and gas

utilityindustry. While these plans vary in detail, they

Utilities all across the country, each once comfort-

ably secure in the uncontested possession of its local

service territory, must now face the prospect ofcom-

peting in the open market place. Some willsucceed

and sotne will fail.

We intend to have PNM ranked among the

winners. We have a plan in place that willposition

your company for a competitive environment. We

have a management team that has proven its ability

to carry out that plan.

Although competition is bringing rapid and some-

times unpredictable change to our business, our

commitmcnt to maximizing your return on your
6

investment in PNM remains constant. We are not

simply waiting for the future. We are helping to

create it.

Sincerely,

BENJAh1IN F. MoNTovA
Prcsidcnt !h'hiefErccntivc officer

all share one common goal: to offer customers
!!

expanded choice.

JOIIN T. AcKEEhtAN

f h IIIPPL&d '" df NA; ~ ~ w I! k





IT USED TO BE A SIMPLE CHOICE: "ON" OR "OFF/ + BUT TODAY, PNM CUSTOMERS HAVE NEW OPTIONS

FOR THEIR NATURAL GAS. ~ SOON THEY'L BE ABLE TO SELECT A POWER SUPPLIER AS WELL. ~ AS

COMPETITION SPREADS, WE HAVE TO FIND NEW WAYS TO CONVINCE CUSTOMERS TO CHOOSE PNM.



IILI IT RESTRUCTURING ~ CILLL IT RETIIIL WHEELINGs OR

OPEN IICCESS ~ BY WHIITEVER NAME, CUSTOMER CHOICE IS COMING

TO THE ELECTRIC UTILITY INDUSTRY RLL IICROSS THE COUNTRY ~

At the beginning of 1997, customers told us they

wanted greater control over their energy costs.

PNM'cspondcd

by leading the way to Gas Choice. We

moved so fast that by the end of the year, PNM was

one of the first natural gas utilitics in the nation to

offer all its customers the opportunity to shop for

their supplier.

With the advent of Gas Choice, PNM continues to

deliver the gas, read the meters and send out bills. But

customers can now either continue to have PNM buy

their gas for them or negotiate a separate deal with a

gas marketer.

At the same time, we improved our own budget

billingplan and offered an expanded array of options

to help customers better manage their energy dollars.

We extended the hours at our customer phone center

so that customers could reach us on evenings and

weekends. Because an energy efficient home saves

customers money, PNM's Energy Place is offering

customers a free Horne Energy Analysis.

The PNM Advantage program offer the same expert

assistance to business customers, identifying cncrgy inef-

ficicncies and suggesting money-saving solutions. The

goal is to position PNM as a trusted energy adviser and

ally, the customer's choice in a competitive market.

Competition carne to the wholesale power business

in 1992, when federal regulators opened the nation-

wide network ofhigh-voltage transmission lines to all

users. Last year the number of participants in this

market —other utilities, independent power genera-

tors, and marketers —exploded to more than 300.

PNM adapted by expanding and reorganizing our

wholesale power trading desk, staffing it with experts

offering deals tailored to each customer's needs. As a

result, these power sales were up 48.3 percent last

year, on top of a 76.6 percent increase in 1996.

0

199$

0

1996

t
C

0

1997

WHOLESALE POWER SALES
(Gwh in thousands)

Ol

Sales to other ntilities, municipalities, co-ops /ln1l

mari:eters accounted for more than balfofPNM's
total electric salesin Iyct7.



Wholesale power sales accounted for $ 185.3 million

ofPNM revenues last year.

Because wholesale power has becoine a commodi-

ty product, where coinpetitive advantage is measured

in fractions ofa cent, generating that electricity is also

becoming a fiercely'ompetitive business. We'rc find-

ing new ways to make our own plants morc cflicient,

without compromising our commitment to the envi-

roninent. We have lowered costs at our San Juan

plant and will lower thein further with a $40 million

invesunent in new emissions technology tliat willsave

us another $ 10 million a year.

Competition will take other forins in different

parts of our business. Because building competing

networks of electric and gas lines is economically

wasteful, delivering energy to the customer's meter

willremain a "natural monopoly," regulated much the

way it is today. Providing that delivery service will

offer steady profits and a reliable cash flow to eAi-

cient, well-managed coinpanies.

The PNM electric and gas distribution systems are

among the most reliable and cost-effective in the nation.

And, for a relatively sinall utilitylike PNM, adding new

customers oAers substantial opportunities to further

improve margins by capturing economies ofscale.

Ncw Mexico remains one of thc fastest-growing

states in the nation. Through the 1990s, our vibrant

local economy has fueled a growth rate for PNM of

nearly twice the national average.

To serve more custoiners inore efficiently, PNM is

investing in thc latest technology. PNM's new

customer inforination computer system, our ncw

interactive voice response system in the customer call

center, and a new computerized trouble manageinent

system that dramatically speeds outage response time

are all aimed at delivering superior service to cus-

tomers at thc lowest possible cost.

Improving the way we run our core business has

other advantages beyond lowering costs and enhanc-

ing service to PNM retail customers. As deregulation

of the industry proceeds, further "unbundling" of the

basic utilitypackage may make such basic functions as

billing, Ineter reading, and phone center operations

competitive offerings. When that day comes, PNM's

superior perfonnance in these areas may enable us to

retain these services as profit centers.

AVERAGE CUSTOMER OUTAGE TIME
(minutes per year)

PNMs illvestlnent ln e'eitllp7IIent Qstelus llnll
persoliliel resulted in power being restored to

etlsto777ersin record time ln 19yy llnd 1997.
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IN A COMPETITIVE ENVIRONMENTIYOU CAN'T AFFORD TO STAND STILL. ~ PNM IS CHARGING AHEAD. ~ WE ARE

RETHINKING STRATEGY AND CHANGING INCENTIVES. ~ WE'E ANSWERING THE TOUGH GUESTIONS THAT

COME WITH A COMPETITIVE ENVIRONMENTWITH IDEAS THAT WILLSET US APART FROM THE COMPETITION.





OW COSTS+ RN EFFICIENTs PRODUCTIVE WORK FORCE+ RN ORGliNIZliTIONTOTliILY

FOCUSED ON CREliTING VIILUE FOR SHIIREHOLDERS BY MEETING THE NEEDS OF ITS

CUSTOMERS, THOSE liRE THE ELEMENTS OF SUCCESS IN TODliY S ENERGY BUSINESS

A new company policy rewards ernployces with a

casual dress day for every day PNM stock hits a ncw

high. Sounds kind of silly at first, the kind of stunt

IIerb Kellehcr used to revolutionize the airline

business, or Sam Walton used in creating the nation's

number-one mass retailer. But itworks.

The "Stock's Up!" casual days are only one small

example of the ways we are fostering a competitive

mindset among PNM employees.

Our compensation plan pays workers for

measurable results achieved, emphasizing return to

sharcholdcrs and customer satisfaction. The new YES

(You Energize Service) Award, instituted in mid-1997,

rewards employees who go beyond their normal job

duties to provide exceptional customer service.

We'e looking at what has worked for companies in

other industries, and to what's being tried by the "best

practice" companies in our own industry. We'rc

applying those lessons to PNM. The goal is not to

simply streamline or fine-tune what we do now, but to

re-examine every facet ofour business so that we can

do it better than anyone cise.

In 1997, we assembled a team of experienced

crnployees to tackle the company's largest re-engi-

neering project to date. The team is studying how

PNM spends $30 million a year to extend gas and

electric service to new customers. The goal is to

redesign this entire process to boost customer satis-

faction, while assuring the most efficient use of the

company's resources.

We'e taking the same innovativc approach to our

financing needs. At the cnd of 1997, PNM took a

major step toward eliminating reliance on the 50-

year-old mortgage that served as the foundation for

our financing arrangerncnts in the past. In 1998, we

willbe one of the first utilities in the nation to use a

80
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RETAINED EARNINGS
(dolrsrs in millions)

Increased profitability boosted retai Ired earnings
to more than Slay million by the en'f 7997.



new financial instrument that should make future

borrowing easier and provide greatly increased

financial flexibility.

We continue to repurchase, refinance or retire

long-term debt, reducing interest expense and

strengthening our balance sheet so that we willbe able

to respond quickly as opportunities arise in the future.

We'e discovering some of those opportunitics in

the rapidly growing field of energy services, where

today's heightened einphasis on conservation and

environmental protection is fueling dcinand for the

kinds of expert assistance PNM can provide.

FNM's strategy targets specialized seginents of this

new market where we can use our experience to build

a profitable, compeutive advantage.

One of these market nichcs is in serving the cncrgy

management needs of federal agencies and

installations. Committed to reducing their energy

consumption by nearly a third by 2005, these agencies

are in the market for the innovative, cost-effective

energy solutions available from PNM Energy

Services. We are also putting our long years of

experience to work with smaller municipalities and

Indian reservations to help them upgrade, expand and

manage their utilityand water systems.

We are pursuing another new opportunity in sell-

ing natural gas to large industrial and commercial

customers and to local gas utilitics outside of New

Mexico. Wc first entered this business in 1996 and

grew it to more than $ 114 million in sales in 1997.

This year, we are starting up another ncw energy

services business in the newly deregulated California

market. This new business is installing and maintain-

ing a new generation ofhigh-tech electric meters for

utilities and business customers.

These new ventures are a relatively small part of

PNM's business today, and we do not expect them

to contribute to earnings for several more years.

Characteristic of a start-up business, in 1997 Energy

Services reduced PNM earnings by about 22 cents

a share.

But as these markets evolve and expand —and as

PNM gains valuable experience in these new fields —we

believe our investment in energy services will become

an important source of revenues and profits for

toinorrow's PNM.

LONG TERM DEBT DOTSTANDINO
(dollars in billions)

PNM's aggressive debt rednction program bas

brought tcs closer to restoring tbe compatty's
investment grade credit rating.
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WILLCOMPETITION MAKEA DIFFERENCE? ~ YES. ~ POWER GENERATED BY SOLAR PANELS LIKETHIS ONE

WILL BE JUST ONE OF THE MANY NEW OPTIONS CONSUMERS WILL HAVE IN A COMPETITIVE MARKET.

~ AS ENERGY CHOICES MULTIPLY,WE ARE POSITIONINO PNM TO GIVE CUSTOMERS WHAT THEY WANT.



Wc know that customers want an affordable, depend-

able supply of power. We also know that they care

about the enviromnent, and they want to deal with a

company that shares that sense ofstewardship.

As part of fulfilling that responsibility, we have

established the new PNM Enchantinent Energy Trust

to fund projects that will assure Ncw Mexico's con-

tinued leadership role in alternative energy research

and development.

But even as we enter tomorrow's market place„we

must continue to operate effectively in today's regu-

lated environment, where substantial challenges

remain. The New Mexico Public UtilityCommission

ordered PNM to present both an electric and a gas

rate case in 1997. While we are seeking a $ 12.6 mil-

lion increase in gas rates and advocating no change

in electric rates, there is no certainty regarding the

outcoinc of these cases.

Another uncertainty lies in New Mexico's move

toward an elected Public Regulation Coinmission,

which is scheduled to replace the existing Public Utility

Cominission in January 1999. The first clcctions to the

new coininission, together with state legislative and

gubernatorial elections, will shape the ongoing debate

over industry restructuring in New Mexico this year.

In 1997, PNM led the way in this debate, bringing

together all interested parties in an attempt to reach a

consensus over the changes in our industry. While

those collaborative discussions did not produce a gen-

eral agrccinent, the talks did help us all identify the

important issues and find some conunon ground.

In 1998, PNM continues to advocate change that

both offers benefits to all customers and serves thc

best interests ofour shareholders.

In tomorrow's competitive market, consumers will

be able to compare PNM side by side with other

energy providers. In that new environment, the company

with the latest technology, the company reinventing

customer service, the company that is changing the

way it does business, is the company that will thrive.

PNM is committed to making competition work for

our customers and our shareholders.
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SELECTED I'INIINCIJIL DATE

1007 1095 1005 1094 1993

Total Operating Revenues

Net Earnings (Loss)
Earnings (Loss) per Common Share:

Basic

Diluted
Total Assets

Preferred Stock with Mandatory
Redemption Requirements

Long-Term Debt,
induding Current Matutities

Common Stock Data:
Market price per common sharc at

year end
Book value pcr common share at

year end
Average number ofcommon shares outstanding
Cash dividend declared per common share

Return on Average Common Equity
Capitalization:

Common stock equity
Prcfcrred stock

Without mandatory redempuon requirements
With mandatory redemption requirements

Long-term debt, including current maturities

(Tn tbouuuub tstttpt Inrsbasr amounts atui nt&s)

$ 1,135/67
$ 80,995

S 883,386

S 72,580

S 808,465

$ 75,562

$ 904,711

S 80,318
$ 873,878

$
(61,486)'1.92

$ 1.91

$2,313,732

S 1.72

S 1.71

$2,230,314

S 1.72

S 1.72

$2,035,669

S 1.77

S 1.77

$2,203,265

S (1.64)'

(1.64)'2,212,189

S 17,975 $ 24,386

S 23.688 S 19.625 S 17.625 S 13.00 S 11.25

$ 19.26 S 18.06 S 16.82 S 15.11

41,774 41,774 41,774 41,774

$ 0.68 $ 0.48
10.2% 9.8% 10.7% 12 4%

S 13.29

41,774

(10 7)%

52.5% 50.4% 48.6% 39.2% 344%

0.8 0.9

48.7

0.9

50.5

3.7

1.1

56.0

3.6

1.5

60.5

100% 100% 100/ 100% 100 %

$ 714,345 S 728,889 S 728,989 $ 900,595 S 976,525

* Includes the write-down of the 22% beneficial interests in the PVNGS Units 1 and 2 lcascs purchased by the Company, the write-off

ofcertain regulatory assets and other defcrrcd costs and the iITite-offofcertain PVNGS Units 1 and 2 common costs, aggregating

S108.2 million, net of taxes ($2.59 per share).

Thc selected financial data should be read in conjunction with the consolidated financial statements, the notes to consolidated financial

statements and Management's Discussion and Analysis ofFinancial Condition and Results ofOperations.

Roturn on

slvtrago Common Equity
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MILNILGEMENT'S DISCUSSION IIND IKN JLLYSIS
OF FINIINCIRL CONDITION AND RESULTS OF OPERATIONS

The following is management's asscssmcnt of the

Company's financial condition and the significant factors

afFccting the results ofoperations. This discussion should bc

read in conjunction with the Company's consolidated
financial statements.

OVERVIEW

Restrttcturing the Electric UtilityIndustry

Competition and restructuring of the electric uulity indus-

try continue to be kcy issues facing thc Company. Efforts to

advance and deterinine the eventual form of industry

restructuring continued during 1997.

At the state level, the Company proposed in April 1997

that the New Mexico Public Utility Commission

("NMPUC") reconvene the proceedings involving the

NMPUC's Notice of Inquiry into the restructurin of the

electric industry, in an attempt to arrive at consensus legis-

lation to bc prcscntcd to the 1998 session of thc New
Mexico Legislature. In May 1997, thc NMPUC issued an

order accepting the Company's proposal for a collaborative

effort, and the proposal for a series of meetings to be held

among all interested parties. The parties held several meet-

ings in which thc Company actively participated. However,

in September 1997, the collaborative process to draft legis-

lation was declared at an impasse due to disagreemcnt on

issues regarding the divestiture of gcnciation and energy

service units from electric distribution and transmission

systems, and the recoverability ofstranded costs.

Although the parties could not reach agrccmcnt, thc

Company filed its own proposal for industry restructuring in

September 1997 with both the NMPUC, and the Water,

Utilities and Natural Resources Coinmittce ('WUNR") of
the Net Mexico Legislature.

The Company's proposal called for an immediate rate

reduction of$ 10 million per year for residential customers

from the efFective date of proposed legislation unul open

access without the nccd for a rate case. The proposal also

called for full retail competition no later than January 1,

2001. Other parts of the Company's proposal included an

offer to create a regulated distribution "wires and pipes"

company dedicated only to the delivery of electricity and

natural gas. Other services, usually associated with distribu-

tion, such as meter reading, billing and customer services

would be provided through competitive markets. The

Company offere to assume the risk ofstranded cost recov-

ery on all fossil fuel generation and for PVNGS Unit 3

which was previously excluded from New Mexico jurisdic-

tional rates. However, the Coinpany would recover all fixed

costs associated with PVNGS Units 1 and 2 through a non-

bypassable "wires charge" from 2001 to 2016. The propos-

al also called for certain credits to stranded costs which

would effectively shorten the time period for recovery. The
Company currently estimates that if the market clearing

price for power, wluch rcprcscnts thc cost ofgeneration at

the plant, fell to 3.0 cen~, it may incur an after-tax

write-offofapproximately $ 176 million related to its fossil

fuel generation if the Company assumes this risk. The
Company's proposal was supported by various parties to the

collaborative process, including Enron Corporation, the

¹w Mexico Retail Association, Southwestern Public
Service Company ("SPS"), the United States Executive

Agcncics and the International Brotherhood of Electrical

Workers. PIowever, the Company's proposal was not adopt-

ed by the WUNR and not introduced during the1998

legislative session. The WUNR declined to recommend

any restructuring legislation as a committee bill during the

1998 legislative session.

On January 22, 1998, the NMPUC submitted its own

report to the ¹wMexico Legislature related to restructur-

ing of the electric utilityindustry. The followingkey points

were included in the reporn (i) PVNGS and Plains

Escalante Generating Station are the most debated issues in
deregulation because of their potential stianded costs; (ii)
stranded costs, ifdetermined to be lawful, should be verified

by the NMPUC or its successor, the Public Regulation

Conunission ("PRC"); (iii) inarket power issues inay be

addressed through functional separation or partial or
complete divestiture ofgeneration, transmission and distri-

bution; (iv) unbundling is necessary to understand the

disparities among various electricity providers; (v) despite

an abundance ofnatural resources to fuel generation facili-

ties, New Mexico customers pay more for electricity

because of costs associated with generation plants; (vi) on

average, New Mexico residential customers pay more for
electricity than regional and national residential customers

and (vii)system reliabilitymust be maintained or enhanced,

and customers must be educated and environmental pro-

tections should be promoted. In addition, sample legislation

was attached to the report, giving either the NMPUC or
the PRC authority to conclude matters relating to electric

indusuy restructuring. The rcport was issued as a result of
a NMPUC case and, with the issuance of the report, the

case was closed. The NMPUC's draft legislation was not
introduced during the 1998 legislative session. House
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Memorial 27, the only ineasure dealing with restructuring,

passed the House. Memorial 27 suted the intent of the leg-

islature to address the issue ofelectric indusuy restructuring

in the 1999 session and declared that the NMPUC does not
have statutory authority to implement restructuring at this

time. The Memorial 27 did not require concurrence by the

Senate; however, an identical Senate Memorial was not acted

upon by the fuH Senate prior to adjournment.
In a related matter, in 1996, the NIIPUC ordered all

utilities under its jurisdiction to filtheir esumates ofstnnd-

ed costs, absent any recovery method being adopted, based

on the Texas Public UtilityCommission Economic Cost

Over Market ("ECOM")model. The Company, in its filing,

presented two methodologies: (i) using the ECON inodel,

the Company's stranded cost estimates run from $657 mil-

lion for a 1998 full reuil access case to $ 119 million for a

2002 full retail access case and (ii)using a second methodol-

ogy, based upon the difFerence between the Company's costs

ofexisting genention and thc costs ofnew combined cycle

and combustion turbine units to serve the same load, the

Company's costs above the level of new gas units, in 1997

dollars, were estimated at $748 million for a 1998 full rcuil
access case to $327 million for a 2002 full reuil access case.

The Company advised the NMPUC that thc results of the

ECOM model are lfighlysensitive to various assumptions,

primarily projections of future gas prices. This information

was addressed in the NMPUC's rcport submitted to thc

¹wMexico Legislature.

At the Federal level, legislation was introduced in the

United Sutes Congress in 1996 to allow retail competition

by the year 2000. Since then, a number of bills have been

drafted for potential introduction in Congress. It is antici-

pated that these bills will be heavily lobbied by utilities,

industrials, power markcters, generators, environmental

groups, consumer groups and state regulators.

The Fedenl Energy Regulatory Commission ("FERC")

issued Order 888 in 1996, requiring utilities that own trans-

mission faciliues to file open access uriS to make available

transmission services to aAiliates and non-afiiliates at fairand

nondiscriminatory ntes. Order 888 also sutes that public

utilitics will be allowed to scck recovery of legitimate and

verifiable stranded costs from departing customers as a result

ofwholesale competition. The FERC indicated that it will
provide for the recovery of rcuil stnnded costs only ifsute

regulators lack the legal authority to address those costs at

the fime reuil wheeling is required. The FERC also stated

that itwould permit stranded cost recovery under wholesale

all-requirements contracts. However, upon reconsideration,

FERC determined that itwillserve as thc priinaiy forum for

deciding stranded cost recovery cases ifa non-jurisdictional

inunicipal utilityannexes territory currently served by a local

reuil utility.This move by FERC filled a jurisdictional gap
"

that could have arisen since municipal utilities are not neces-

sarily subject to state commission jurisdiction.

Although it is currently unable to predict the ultimate

outcome of possible retail competition initiatives, the

Company has been and willcontinue to be active at both the

sute and Federal levels in the public policy debates on the

restructuring of the electric utilityindustty. The Company

willcontinue to work with customers, regulators, legislators

and other interested parties to find solutions that bring ben-

efits from competition while recognizing past commitments.

CmnperiktvSnuregy

The Company's stntegy for dealing with competition

includes ongoing cost reductions, increased productivity,

pursuit of growth opportunities, sccldng to improve credit

nungs to investment gnde and strengthening of customer

relations. To accomplish these objectives, the Company con-

tinues to maintain the focus on its core business and is

aggressively pursuing its efForts to expand its energy and util-

ity related business into carefully targeted markets for new

busincsscs opportunities.

The restructuring of the utility indusuy, coupled with
today's renewed emphasis on energy conservation and

environmental protection, is fueling a growing demand for

energy, water and wastewater manageinent services. In pur-

suing new business opportunities, the Company is focusing

on energy and utility related activities under its Energy
Services Business Unit. These activiucs willprovide energy

marketing and energy management services, the marketing

ofnatural gas outside of¹wMexico, management services

for water and wastewater systems and utility related man-

agement and opentions services for Federal installations and

other large commercial institutions. The Company is

currently openting the CityofSanta Feb water system. The
Energy Services Business Unit is also pursuing utility
related business opportunities in Mexico.

InJune 1995, the Company filed an application with the

NMPUC for authorization for the creation of three wholly-
owned non-utilitysubsidiaries as part of the Energy Services

Business Unit. The Company sought approval to invest a

maximum of$50 inillionin the three subsidiaries over time

and to enter into reciprocal loan agreements for up to $30
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millionwith these subsidiaries. In June 1997, the NMPUC
hearing examiner issued a recommended decision for

approval, with a number of conditions. The recommenda-

tion indicated that any capital infusion or financial assistance

to its proposed subsidiaries beyond the requested $50 mil-

lion and reciprocal loans exceeding more than $30 million

with these subsidiaries willrequire prior approval from the

NMPUC. The recommendation also directed that all

invesunents made in the subsidiaries and their operations

should not adversely affect the Companys ratepayers. The

Company is currently awaiung the NMPUC's final order in

this case.

The Company does not anticipate an earnings contribu-

tion from the Energy Services Business Unit over the next

few years. However, the Company believes that successful

operation ofthe Energy Services Business Unitactivities will

better position the Company in an increasingly competiuve

utilityenvironment.

LIOUIDITYAND CAPITAL RESOURCES

Capital Ruptirementt and Liptirlity
Total capital requirements include construction expendi-

tures as well as other major capital requirements, including

retirement of long-tenn debt, long-tenn debt sinking funds

and cash dividend requirements for both common and pre-

ferred stocL The main focus of the Company's construction

program is upgrading generating systems, upgrading and

expanding the electric and gas transmission and distribution

systems and purchasing nuclear fuel. Total capital require-

ments and construction expenditures for 1997 were $ 173.9

miHion and $ 128.2 million, respectively. Projections for total

capital requirements and construction expenditures for 1998

are $218.9 million and $ 14L3 nullion, respectively. Such

projections for the years 1998 through 2002 are $9%.3 mil-

lion and $563.2 million, respectively. The projected capital

requirements do not include the planned refinancing of

$1% millionofuseable first mortgage bonds or the planned

refinancing of PVNGS Lease Obligation Bonds ("LOBs")

discussed below. These esumates are under continuing

review and subject to on-going adjustment. In conjunction

with the upgnding of generating systems, the Company

began a retrofit environmental project at San Juan

Generating Station ("SJGS") which is scheduled to be com-

pleted in January 1999. The project willcost the Company

approximately &8million.The Company's anticipated sav-

ings in fuel and operating expense are esumatcd to be

approximately $ 10 millionper year over the life ofthe plant.

The Company's construction expenditures for 1997 were

entirely funded through cash generated from operations.

The Company currently anticipates that internal cash gen-

eration willbe suflicient to meet capital requirements for the

years 1998 throu'gh 2002. To cover the difference in the

amounts and timing of cash generation and cash require-

ments, the Company intends to use short-term borrowings

under iis liquidityarringements.

At the cnd of 1997, the Company had $ 130.0 million of
available liquidity arrangements, consisting of $ 100.0 mil-

lion from a secured revolving credit facility ("Facility"),

$ 15.0 inillionfrom an accounts receivable securitizauon and

$ 15.0 million in local lines ofcredit. The Facility willexpire

inJune 1998 and thc Company intends to replace the facili-

ty with a five-year $300 inillionsenior unsecured revolving

credit facility("Revolver").

In November 1997, the Company requested NMPUC
approval to enter into thc Revolver. In addition, the

Company intends to borrow $ 140 inillionfrom the Revolver

to retire all of iis outstanding taxable first mortgage bonds.

The Company also requested authority to exchange the fiist

mortgage bonds currently coflateralizing the outstanding

$575 millionof tax-exempt pollution conuol revenue bonds

with senior unsecured notes ("SUNs"). Aftercompletion of
these transactions, the 1947 Indenture of Mortgage and

Deed of Trust would be extinguished, resulting in more

adininistrative, financial and strategic flexibility for the

Company. The extinguishment ofthe mortgage requires the

consent ofone party which has not yet consented and may

not consent. Due to concern about the consent, the

Company also requested NIIPUC authority to leave an

amended mortgage in place. Among other modifications,

the mortgage would be amended such that only$ 111 million

of tax-exempt pollution control revenue bonds would have

the benefit ofthe lien. Thc property under the lien would be

reduced and no future bonds could be issued under the

inortgage. The SUNs are planned to be issued under an

indenture containing a restriction on liens (except in cenain

limited circumstances) and ccnain other covenants and

restrictions. With the exception of the $ 111 millionof tax-

exempt pollution control revenue bonds secured by firs
mortgage bonds, the SUNs will be the senior debt of the

Company. On February 16, 1998, thc NMPUC issued an

order approving these transactions. The Company is antici-

pating completion of these transactions in mid-March 1998.

As of December 31, 1997, the Company had approxi-

mately $ 18.2 million in cash and temporary investments.



P U S L I C S S R V I C S C 0 M P A N Y 0 P N S W M S X I C 0 A N 0 S U S S I 0 I A R I ~ S

Financing Capability

Thc Company's abiTity to finance its construction program
at a reasonable cost and to provide for other capital needs is

largely dependent upon its ability to earn a fair return on

equity, results of operations, credit ratings, regulatory

approvals and financial market condiuons. Financing flexi-

bility is enhanced by providing a high percentage of total
capital requirements from internal sources and having the

ability, if necessary, to issue long-tenn securities, and to
obtain short-term credit. Standard & Poor's Corp. and

Moody's Investors Services, Inc. currently inaintain the

Company's credit ratings at one level below investment

grade. Duff& Phelps Credit Rating Co. currently main-
tains an investment grade rating for the Company's first
mortgage bonds, but continues to rate all

other securities of the Company below

invcsunent grade. Thc Company may Debt to Capital Ratio

face limited credit markets and higher
financing costs as a result of its securities

being rated below invesunent grade.

One impact of the Companys current

ratings, together with covenants in the

Company's PVNGS Units 1 and 2 lease

agreements, is to limit the Company's

ability, without consent of the owner par-
ticipants and bondholdcrs in the lease

transactions: OI to enter into any merger
or consolidation, or (ii)except in connec-

tion with normal dividend policy, to con-

vey, transfer, lease or dividend more than

5% of its assets in any single transaction

or series of related transactions. The Facility imposes simi-
lar restrictions regardless ofcredit ratings.

The issuance offirst mortgage bonds by the Company is

subject to earnings and bondable property provisions of the
Company's fiist mortgage bond indenture. The Company
also has the capability under the mortgage indenture, with-
out regard to the earnings test but subject to other condi-
tions, to issue first mortgage bonds on the basis ofcertain

previously retired bonds. At Deccinber 31, 1997, based on
the earnings test, the Company could have issued approxi-
mately $463 million of additional first inortgage bonds,

assuining an annual interest rate of 7.34'percent. The
Company's restated articles of incorporation limit the

amount ofpreferred stock which may be issued. Assuming
a preferred stock dividend rate of 7.24 percent, the

Company could have issued $525 millionofpreferred stock
as ofyear-cnd.

Financing Activities

In February 1997, the Company refinance $ 190 millionof
pollution control revenue bonds issued by thc City of
Farmington, all maturing in April 2022. The effect of the

refinancing resulted in a decrease in interest diarges of
approxiinately $ 1.1 millionin 1997. On December 1, 1997,

the Company converted $ 137.3 millionofvariable rate pol-
lution control revenue bonds to fixed rates. Of the total,

$ 100 millionofCity ofFarmington bonds were converted

to a fixed rate of 5.80% and $37.3 million of Maricopa

County, Arizona Pollution Control Corporation bonds

were converted to a fixed rate of 5.75%. The City of
Farmington bonds mature on April 1,

2022, and the Maricopa County, Arizona
Pollution Control Corporation bonds

mature on November 1, 2022.

In December 1997, the Company pur-
chased $28.9 million of PVNGS LOBs,
10.15% Series. Although the LOBs are

off-balance sheet debt, these outstanding

bonds have been indudcd in the calculation

of the Company's debt to capitalization

ratio as well as various financial coverage

ratios by the major rating agencies. The
purchase of the LOBs will not only
improve these ratios, but willalso increase

earnings in the form of interest income.

The Company is currently preparing
to request NMPUC approval to issue up to $443 millionin
fixed income securities to refinance thc $208 million in
LOBs remaining in the public markets and the $219 mil-
lion in LOBs held by the Company as an investment.

Under a stipulated agreement with the NMPUC, any sav-

ings generated from the refinancing will be split 40% to
the Company's customers and 60% to shareholdels. The
Company hopes to complete the uansaction during the
second quarter of 1998.

Other than thc financing activities discussed above, the

Company currently has no requirements for long-term
financing during the period of 1998 through 2002.

however, during this period, the Company could enter into
further long-terin financings for the purpose ofstrengthen-

ing its balance sheet and reducing its cost of capital. The
Company's continuing program ofretiring or repurchasing
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long-term debt provided a net increase in earnings of
approximately $9.7 million, before uxes, during 1997.

The Company continues to evaluate its investment and

debt rctircrnent options to optimize its financing strategy

athd earnings potential.

Divitkntlt

Thc Company resumed the payment of cash dividends on

common stock in May 1996. The Company's board of
directors ("Board") reviews the Company's dividend policy

on a continuing basis. The declaration of common divi-

dends is dependent upon a number of factors including

earnings and financial condition of the Company and

market conditions.

Capital Structure

The Company's capiulization, including

current maturiYies of long-term debt, at

December 31 is shown below:
Total Operating Reventttt

1997 1995 1995

Conunon

Equity
Prcfemd

Stock

Long-tenn

Debt

52.5% 50.4% 48.6%

0.8 0.9 0.9

46.7 48.7 50.5

Toul
Capiulizauon" 100.0% 100.0% 100.0%

'otal capiulization docs not include as debt the present value

ofthe Company's lease obligations forPVNGS Units 1 and 2

and EIP.

RESULTS OF OPERATIONS

Basic earnings per share of common stock were $ 1.92,

$ 1.72 and $ 1.72 for 1997, 1996 and 1995, respectively.

Earnings in 1997 increased substantially above the 1996

level due to increased electric gross margin and interest

income. The sales of the gas gathering and processing

assets and the Company's water division in 1995 had a sig-

nificant positive earnings effect in 1995 and impacted

1996 earnings by reducing operating margin, reducing

operating expenses, reducing interest charges and

increasing invcsunent income.

Electric gross margin (operating revenues less fuel and

purchased power expense) increased $20.1 million in

1997 from 1996 as a result of reuil load growth and

increased off-system sales margin as a result ofcontinued

improvement in wholesale power market conditions.

Electric gross margin increased $23.3 million in 1996

from 1995 as a result of reuil load growth and warmer

than normal weather and increased off-system sales

margin as a result of improved wholesale power market

conditions.

Gas gross margin (operating revenues less gas pur-

chased for resale) increased $ 1.3 million in 1997 over

1996 resulting from the implemenution ofa higher fixed

monthly customer charge (access fce) starting February

1997 pursuant to the NMPUC's final order in the gas rate

case. This was offset by a reduced per therm rate per thc
NMPUC's final order and lower off-system sales margin.

Gas gross margin in 1996 was unchanged from 1995.

Higher off-system sales margin and

higher reuil sales margin as a result of
cooler than normal weather in 1996

were offset by the absence of the gas

gathering and processing margin in
1996 due to the sale of the gas gathering

and processing assets in 1995.

The increase in the Energy Services

Business Unitoperating revenues and gas

purchased for resale in 1997 was due to

the Company's first full year of natural

gas marketing operations outside ofNew

Mexico. Gross margin decreased $4.6

million in 1997 from 1996 duc mainly to

a negative margin from the gas marketing operations as a

result of unusual weather conditions on the West Coast

and elsewhere around the country contributing to the

volatilityin natural gas prices during the fourth quarter of
1997. The Company does not anticipate an earnings con-

tribution from the Energy Services Business Unit over thc

next few years.

Other operation and maintenance expenses (a08rM")

increased $ 13.2 millionin 1997 from 1996 due to the fol-

lowing: (i) higher operating expenses of $4.3 million

related to the Energy Services Business Unit's operations;

(ii) higher distribution expense of$4.2 million as a result

of increased maintenance and service enhancement

efforts; (iii) higher production expenses of $4.3 million

resulting from the write-off of obsolete inventory and

undistributed stores expense at PVNGS and a severance

pay accrual at SJGS; (iv) higher customer related service

expenses of $2.9 million resulting from thc Company's

customer enhancement program; (v) higher sales expense
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plan and higher interest income of$7.6 million as a result
of increased temporary investments in 1996 and the
purchase of the PVNGS LOBs.

Significant 1995 items, net of taxes, included the fol-
lowing: (i) a gain of $ 12.8 million recognized from the

gas assets sale; (ii) a gain of$ 6 4 million recognized from
the sale of the Company's water division; (iii)a $2.6 mil-
lion adjustment to the carrying costs related to gas take-

or-pay settlement amounts; (iv) a $ 1.9 million insurance

recovery and (v) a $ 1/4 millionadjustment to reclamation
reserves for certain mining operations. Offsetting these

increases were: (i) additional regulatory reserves of $4.8

million and (ii) write-downs of $ 1.8 million for various

non-utility properties.

Net interest charges increased'1.5
million in 1997 due to increased short-

tcrln borrowings for the purchase of the

$200 million of PVNGS LOBs in
October 1996 and interest accruals on the

balance due customers related to the gain
associated with the 1995 gas asset sale.Rcilcwtit

Net interest charges decreased $3.2

million in 1996 from 1995 as a result of
the rctircment of $ 132.7 million of
PVNGS LOBs in March 1995. Offsets to
the 1996 decrease were higher short-term

interest charges resulting from short-
terin borrowings for the purchase of the

PVNGS LOBs and an interest assess-

ment from the Internal Revenue Service.

Preferred stock dividend requirements decreased

$3.1 million in 1996 as a result of the retirement of$64

million ofpreferred stock in August 1995.

ttty7 Ekttrie Reventtes
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OTHER ISSUES
FACING THE COMPIINY

REGULATORY ISSUES

ELECTRIC RATE CASE

The NMPUC issued an order in May 1997, requiring thc

Company to file an electric rate case by September 1, 1997,

ifthe collaborative process failed to reach consensus on an

industry restructuring plan by August 1, 1997. In
September 1997, the collaborative process was declared at
an impasse. On October 21, 1997, the collaborative process

was formallyended without a consensus (see "Restrttetttring

the Pleetrt'e UtilityIrttittstry"discussed above). As a result,

of $2.0 million and (vi) higher transmission expense of
$ 1.1 million. Offsetting these increases were lower main-

tenance expense at Four Corners due to a scheduled

inaintenance outage in 1996, lower gas and oil production
expense, and lower administrative and general ("A8tG")
labor and benefit expense.

Other OMITdecreased $ .3 million in 1996 from 1995

due to the following. (i) lower production expenses of
$7.9 millionas a result ofreduced scheduled maintenance

outages in 1996, decreased down time in 1996 for refuel-

ing outages and lower property taxes in 1996; (ii) a

decrease of $6.3 million in gas production and products
extraction expense resulting from the gas assets sale in
June 1995; (iii) lower pension and benefit costs of $4.2

million as a result of an adjusunent to
the rctirees'ealth care costs and (iv) a

decrease in water division expense of
$3.0 million resulting from the sale of
the Company's water division in July
1995. These decreases were offset by
higher A8:G expense of $21.0 million
due to increased labor, increased office

supplies and expense and higher outside

services expenses.

Depreciation and amortizauon expens-

es increased $4.6 million in 1997 as a result
46~/i

of additional utility plant and an adjust-

ment recorded in 1996 for the over amor-

tization ofccltain intangible utilityplant.

Depreciation and amortizauon cxpcns-

cs decreased $2.7 millionin 1996 from 1995 as a result ofthe

sale of the Companys water division and gas assets in 1995

and an adjustment recorded in 1996 for the over amortization
ofcertain intangible utilityplant.

Net other income and deductions increased $ 11.9 mil-
lion from a year ago and decreased $ 18.8 million in 1996

from 1995. Significant 1997 items, nct of taxes, included
interest income of $ 14.3 million resulting from the
invesunent in the PVNGS LOBs and settlement of liu-
gation. Significant 1996 items, net of taxes, included the
following: (i) a regulatory liabilityof $ 10.1 million; (ii) a

$ 1.7 million write-down of certain assets rclatcd to the
Company's natural gas vehicle program and (iii)an addi-
tional accrual of$ 1.0 million for environinental liabilities
associated with the 1995 gas assets sale. Offsetting these

decreases were a curtailment gain of$8.0 million related
to the change of the Company's defined benefit pension
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on November 3, 1997, the Company filed its electric rate

case. In the filing, the Company stated that although the

Company could justifya $5.0 millionrate increase, itwould

not scck to increase rates, stating that rate stability is important

in preparing for industry restructuring.

In the Company's proposal for restructuring filed with
the NIMPUC and the WUNR, the Company had offered

to reduce residential and sinall commercial customers rates

by $ 10.0 millionper year during the transition period, with
another $5.0 million rate reduction upon the advent of full

open access. The Company stated that these substantial rate

reduction commiunents in the context of industry restruc-

turing may need to be modified ifan additional rate reduc-

tion results from this rate case.

Thc NMPUC has scheduled public hearings for the rate

case to begin on April 15, 1998. The Company anticipates

a final order from the NMPUC during 1998. The
Company is currently unable to predict the ultiinate
outcome of this case.

In conjunction with the Companys electric rate case fil-

ing, the Company requested the New Mexico Supreme

Court ("Supreme Court") to issue an order disqualifying and

removing the Chairman of the NMPUC from participating

in this case. This request was based on his prior involvcinent

in Company cases while he was with the New Mexico

Attorney General (RAG's") office and in private practice.

The Company stated that because ofpositions taken by the

Chairman in past cases, the Company's due process rights

for a fairhearing would be violated. The Supreinc Court has

established a briefing schedule and willhear oral arguments

on April 13, 1998. Pending the deasion, the Supreme Court

has issued a stay prohibiting the Chairinan from participating

in the electric rate case.

THE 1995 QAS RATE CASE APPEAL

In 1995, the Company filed a request for a $ 13.3 million

increase in its retail natural gas sales and transportation

rates. On February 13, 1997, the NMPUC issued a final

order in the gas rate case, ordering a rate decrease of
approximately $6.9 million.In the order, the NMPUC dis-

allowed, among other things, the recovery ofcertain regu-

latory assets. The Company strongly disagrees with the

NMPUC's final order. The Company and the AG filed

appeals with the Supreme Court. The Company is await-

ing a decision by the Supreme Court, but is unable to pre-

dict the Uming or the ultimate outcome. While the appeal

is pending, the NMPUC's final order remains in effec.

THE 1997 QAS RATE CASE

By order issued in February 1997, as subsequently modified .

in April 1997, in a proceeding related to the cost ofgas, the

NMPUC ordered thc Company to fila new gas rate case.

On October 15, 1997, the Company completed the filingof
the case, requesting a rate increase of $12.6 million. Also,

the Company filed a inotion for clarification and request for
variance voluntarily disclosing that it had not performed

and filed a study offuel and unaccounted forgas usage in its

system as required by the NMPUC in a 1990 order. The
Company explained that it is currently performing such a

study and only seeks a variance until thc current study is

'ompleted.The NMPUC has scheduled public hearings

for this case to begin on March 23, 1998.

The NMPUC staff and intervenors in the rate case filed

their testimony on February 16, 1998. The NMPUC staff

recommended an increase of $2.5 inillion to current rates

while the AG re'commended a decrease of$4.9 inillion.Both

recommendations are significantly lower than the

Company's request for a $ 12.6 inillion rate increase. Other

parties to the case recommended certain adjustinents to the

Company's proposed rate increase. The Company is cur-

rently reviewing all testimony and will file its rebuttal testi-

mony on March 13, 1998. The Company anticipates a final

order from the NMPUC during 1998. The Company is

currently unable to predict the ulumate outcome ofthis case.

INVESTIGATION RELATINQ TO AMOUNT OF FUEL
AND UNACCOUNTED FOR QAS COSTS PASSED
THROUQH THE PUDLIC SERVICE COMPANY OF
NEW MEXICO QAS SERVICES'URCHASED QAS
ADJUSTMENT CLAUSE {"PNMQS'QAC")

In connection with the motion for clarification filed in the

1997 gas rate case concerning the study of fuel and unac-

counted for gas, the NMPUC staff requested that the

NMPUC docket an investigation into the amount of fuel

and unaccounted for gas costs that have passed through the

Company's PGAC. The NMPUC staff is concerned that a

1995 reduction in the rate for fuel and unaccounted for gas

collected from transportation customers may have unfairly

shifted costs to sales customers. The NMPUC staff's

motion sccks an investigation into the amount of fuel and

unaccounted for gas associated with the Company's ttans-

inission and distribution systems, thc actual amount of fuel

and unaccounted for gas that should have been allocated to

sales customers beginning in July 1995 and the amount, if
any, ofimproper cost shifting that may have occurred as the

result of the 1995 reduction. The Company has responded
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that it is not opposed to the requested investigation

and believes that the results of the investigation will
demonstrate that there has been no significant cost shifting

resulting from the reduction in the factor charged to
transportation customers.

NMPUC and lack ofstanding to 6le the case by the COA.

The NMPUC has not ruled on the motion. The NMPUC
has not issued an order on this case. Once an order is issued,

the Company willreview the findings and willevaluate its

'ptions at that time.

CITY OF ALBUQUERQUE 1"COA") RETAIL PILOT
LOAD AOOREOATION PRCORAM

In September 1997, the COA 6led a petition with the

NMPUC to institute a Retail Pilot Load Aggregation

Program that would run &om January 1, 1998 through

Deccinber 31, 1998. The petition requests that the NMPUC
provide: Oi an expedited registration/certification process; (ii)
an NMPUC order compelling transmission (by the

Company) on behalf of COA; (iii) derivation of retail rates

exclusive of the Companys production costs; (iv) arbitiation

assistance to facilitate a "true-up" or reconciliation of any

over or under recovered costs and (v) arbitration assistance to
aoconunodate metering, billing, and collection proces.

InJanuary 1998, hearings on this case were conducted. At
the hearings, the Company stated its position as follows: OI

the Company believes that only the New Mexico Legislature

has the authority to order retail competition or a pilot on

retail access; (ii)several pilots have already been conducted in
other states and the key implementation issues to be

addressed in a transition to a corn peuuve enviromnent have

already been identified and (iii)ifstate legislation were passed

regarding electric industxy restructuring, a pilot as a compo-

nent of that legislation could be useful to test the enabling

systems and infrastructure neccmry to implement that legis-

lation on a small scale prior to implementation of full scale

open access. The Company also idenii6ed nuinerous problems

with the COA proposed pilot program, as it is not suuctured

to provide benefiis to anyone other than COA.

The NMPUC staff presented an alternative proposal to

the COA pilot proposal, which was for a'larger pilot that

included a broader mix of customer classes. At the hearing,

the COA was receptive to the proposal and suggested that it
be run coincidentally with COA's pilot. The NMPUC

sta6'lso

proposed that the NMPUC order a separate proceed-

ing to identify what stranded costs, transition costs and

administrative costs would be incurred by the Company in
connection with a pilot and the proper methodology for
quantifying any appropriate recovery.

Thc Company believes it is entitled to recover all of its

costs, less avoided production costs, ifa pilot is pursued, but

has moved to dismiss this case for lack ofjurisdiction by the

SAN DIEOO OAS AND ELECTRIC COMPANY'S
1"SDO8aE") COMPLAINTS

The Company has a contract with SDG&E which requires

SDG&E to purdiase 100 MWfrom the Company through

April 2001. In 1993, SDG&E filed a complaint with thc

FERC against thc Company, alleging that certain charges

under the 1985 power purchase agreement were unjust,

unreasonable and unduly discriminatory. In 1996, SDG&E
filed a second complaint with the FERC against the

Company, again alleging that charges under the agreement

were unjust, unreasonable and unduly discriminatory.

SDG&E has requested the FERC, in both complaints, to

investigate charges under the agreement.

On August 22, 1997, SDG&E filed a third complaint

with the FERC against the Company, again alleging that

charges under the agreement were unjust, unreasonable and

unduly discriminatory. SDG&E is again requesting that the

FERC investigate charges under the agreement. The
Company rcspondcd to the third complaint on September

29, 1997. The relief sought by SDG&E under the third
complaint is similar to that requested under the first and

second complaints. The refund period requested in the

third complaint, if granted, would extend for a fifteen

month period beginning October 21, 1997. The FERC has

not issued a ruling on any of the three complaints and has

not indicated when or ifany ofthese complaints willbe con-

sidered. The relief, as a result of all three complaints, if
granted, would reduce annual demand charges paid by
SDG&E by approximately $ 11 million per year from the

date of the ruling tlirough April2001, and could result in a

refund ofapproximately $27 to $31 millionas ofDecember

31, 1997. The Company believes that all three of the com-

plaints are without merit and intends to vigorously resist all

three complaints.

NATURAL OAS MARKETINO ACTIVITIES

The Company is currently marketing natural gas in whole-

sale markets outside ofNcw Mexico in its Energy Services

Business Unit. As of Deceinber 31, 1997, the Company
served over 120 end-user facilities in California and has

many industrial and utility customer commiunents
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throughout the Pacific Nortlnvest, Rocky Mountain and

Mid-continent regions. Thc gas contract portfolio currently

extends through June 1999.

In 1997, the Company relied on physical commodity

contracts to mitigate its price risk exposure. Reliance on

physical commodity contiacts subjects the Company to

market, liquidity,performance and other risks that can have

negative impacts on margins. In 1997, the Company expe-

rienced margin losses of $4.4 million on sales of approxi-

mately $ 115 million related to its gas marketing activities.

Although the Company attempts to manage the risks asso-

ciated with its fixed price physical contracts in terms ofcon-

tiact volumes and prices, net open positions exist. To the

extent these nct open positions exist, the Company is

exposed to the risk of fluctuaung market prices which may

result in future losses to the Company.

During 1997, the Company did not use derivative finan-

cial instruments to manage its price risk exposure in the mar-

keting of natural gas. I-Iowever, the Company anticipates

using derivative financial instruments beginning in 1998.

The Company measures the risk in the Company's com-

modity portfolio in accordance with the
"value-at-risk"'ethodology.

This methodology uses forward price curves

in the energy markets to estimate the size and probability of
future gains and losses. The Company also monitors com-

pliance with policies approved by the Board relating to its

ttading activities.

THE IMPACT OF THE YEAR 2000 ISSUE

The Company is continuing to assess the impact of the

Year 2000 issue on its reporting systeins, equipment and

operations. The Year 2000 issue is the result ofcomputer

programs being written using two digits rather than four

to define the applicable year. As a result, the computer sys-

tems could recognize the year 2000 as the year 1900. This
could result in a system failure or miscalculations causing

disruptions of operations. Equipmcnt that contains

embedded chips may also be affected by the Year 2000

issue. Equipment affected may range from hand held cal-

culators, elevators, routers, transforincrs and generators.

The Company plans to usc both internal and external

resources to have its critical systems Year 2000 compliant

by mid-1999. The Company is currently replacing two

major software systems which are projected to be com-

pleted during 1998 and will be Year 2000 complianr.

However, the Company anticipates that the conversion of
certain non-critical systems inay not be completed unul

late 1999. In addition, certain portions ofthe project could

be delayed ifnew hardware or software upgrades are not
available on time. As part of the Year 2000 project, the

Company also plans to inquire of other companies with
which it transacts business regarding their Year 2000 com-

pliance issues in order to identify any potential adverse

impact to the Company.

The Company is in the process of assessing the cost to
resolve thc impact of the Year 2000 issue on its opeiations,

and anticipates to complete its assessment by the cnd of1998.

The Company believes that ifmodifications, conversions

and replaccmcnts are not completed timely, the Year 2000

issue could have a material adverse impact on the

Company's operations.

ENVIRONMENTAL ISSUES

The Company is conunitted to complying with all applica-

blc environinental regulations. Environmental issues have

prcsentcd and will continue to present a challenge to the

Company. The Company has evaluated the potential

impacts of the followingenvironmental issues and believes,

after consideration ofestablished reserves, that the ultimate

outcome ofthese environmental issues willnot have a mate-

rial adverse effect on the Company's financial condition or
results ofoperations.

ELECTRIC OPERATIONS

Santa Fe Generating Station ("Santa Pe Station")
The Company and the New Mexico Environment

Department ("NMED")have conducted investigations of
the groundivater contamination detected beneath the for-

iner Santa Fe Station site to determine the source of the

containination. The Company has been and is continuing

to cooperate with the NMED regarding site investigations

and remedial planning pursuant to a Settlement Agreement

between the Company and the NMED. In June 1996, the

Company received a letter from the NMED, indicating that

the NMED believes the Company is the source ofgasoline

contamination in a municipal well supplying the City of
Santa Fe and groundwater underlying the Santa Fe Station.

Further, the NMED letter stated that the Company was

required to proceed with interim remediation of the conta-

mination pursuant to the New Mexico Water Quality

Control Commission ("NMWQCC")regulations. In July

1996, the Company filed an appeal with the NMWQCC
protesting the deterinination and directives contained in the

NMEDsJune 1996 letter. Subsequendy, negotiation meetings
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were conducted between the Company and the NMED for
a resolution of the groundwater contamination issue.

On October 3, 1996, the Company and the NIIED
signed an Amendment to the Senlement Agreement con-

cerning the groundwater contamination underlying the site.

As part of the Amendment, the Company agreed to spend

approximately $ 1.2 million ("Settlement AInount") for cer-

tain costs related to sampling, monitoring, and development

and implementation ofa remediation plan.

The amended Settlement Agreement does not, however,

provide the Company with a full and complete release from

potential further liabilityfor rcmcdiation ofthc groundwater

contamination. After the Company has expended the

Settlement Amount, if the NMED can establish through

binding arbitration that the Santa Fe Station is the source of
the contaInination, the Company could bc required to pcr-
fortn further remediation that is detetInined to be necessary.

The Company continues to dispute any contention that the

Santa Fc Station is the source of the groundwater contami-

nation and believes that insuflicient data exists to identify the

sources of groundwater contamination. Thc Company has

completed an aquifer characterization report and a ground-

water quality report associated with the% day reactivation of
the adjacent Santa Fe supply well inJuly and August of 1996.

These reports strongly suggest the groundwater contamina-

tion does not originate from the Santa Fe Station site and has

been drawn under the site by the pumping of the Santa Fe

supply well. In addition, other urban wells in Santa Fe are

likelyto be vulnerable to contamination from off-site sources.

The Company and the NMED, with the cooperation of
the City of Santa Fe, have chosen a rctnediation plan pro-

posed by a remediation contractor. The CityofSanta Fc, the

Company and the NMED have entcrcd into a

Memorandum of Understanding concerning the chosen

remediation plan and the operation of the municipal well

adjacent to the Santa Fe Station site in connection with car-

rying out that plan. Construction of the remediation systeIn

under thc plan is cxpectcd to commence in the second quar-

ter of 1998. Thc system is cxpccted to be in operauon early

in the third quarter of 1998.

Person Generattttg Station ("Person Station")
The Company, in compliance with the NMED's Corrective

Action Directive, detetInined that groundwater contamina-

tion exists in the deep and shallow groundwater at the Petson

Station site. The Company is required to delineate the extent

of the contamination and remediate the contaminants in the

groundwater at the Person Station site. The extent of the

contaminant plume in the deep groundwater was ~
and results were reported to the NMED.The Company cur-

rently is involved with the process to renmv the Resource

Conservation and Recovery Act ("RCRA")postwlosure care

permit for the facility. Remedial actions for the deep ground-

water will be incorporated into the new permit. The

Company has proposed a monitoring progtam in conjunc-

tion withnatural attenuation processes as the most cost effec-

tive approach for the deep groundwater remediation. The
Company's current estimate to decommission its retired fos-

sil-fueled plants includes approximately $6.3 million in addi-

tional expenses to complete the groundwater remediauon

program at Petson Station. As part ofthe financial assutance

requirement ofthe Person Station Hazardous Waste Pernur,

the Company established a trust fund. The current value of
the trust fund at December 31, 1997, was $7.3 million.The
retnediation program continues on schedule.

GAS OPERATIONS

Gas Wellhead Pit Remediation

The New Mexico Oil Conservation Commission ("OCD")
issued an order, effective on January 14, 1993, that affects the

gas gathering facilities located in the San Juan Basin in
northwestern New Mexico. The Bureau of Land

Management ("BLM")has issued a similar order. The order

prohibits the further discharge of fluids associated with the

production ofnatural gas into unlined earthen pits in speci-

fied areas (designated as "vulnerable areas") in the San Juan

Basin. The order also required the submission of closure

plans for the pits where further discharge was prohibited.

The CoInpany has complied with the orders and has sub-

mitted and received approval for pit closures from the OCD
and the BLM.

These gas gathering facilitics were sold to Williams Gas

Processing - Blanco, Inc., a subsidiary ofthe Williams Fields

Services Group, Inc., ofTulsa, Oklahoma ("Williams") on

June 30, 1995. As a part ofthe purchase and sale agreement,

the Company agreed to cease discharge to unlined eanhen

pits in designated vulnerable areas and to retain the respon-

sibility for pit closures for a stated period of time and to a

stated dollar amount. The Company has assessed the pits in
accordance with OCD/BLM directives, and is now in the

process ofclosing pits and remediating them, ifnecessary, at

wellhead locations within the designated vulnerable areas.

The Company has submitted a gvoundwatcr management

plan to the OCD and has received approval of the plan, and

is proceeding with delineation of groundwater contamina-
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tion and, as necessary, cleanup, in accordance with the

approved plan. The Company willaddress soil and ground-

water contamination within the dollar and time limitations

imposed by the purchase and sale agreement with Williams,

and in accordance with the requirements of the OCD.

In i%larch 1995, the Jicarilia Apache Tribe ("Jicarilla")

enacted an ordinance directing that unlined surface

impoundments located witfun environmentally sensitive

areas be remediatcd and dosed by December 1996, and that

all other unlined surface impoundments on Jicarilla lands be

remediatcd and closed by December 1998. In 1995, the

Company received a claim for indeinnification by Williams,

the purchaser of the Company's gas gathering and process-

ing assets, for the environmental work rcquircd to comply

with the Jicarilla ordinance. The Company submitted a clo-

sure/remediation plan to the Jicarillas, which was approved.

The Company's remediation work pursuant to the plan

coimnenced in mid-1996, and the costs of rcmcdiation are

being charged against the $ 10.6 million indcmnifiication cap

contained in the purchase and sale agreement between the

Company and Williams. The Company inet the require-

ment for closing and remediating pits within the environ-

mentally sensitive area by December 1996, and anticipates

closing and remediating all other pits associated with the gas

gathering and processing assets by the December 1998

deadline specifie in the ordinance.

COAL FUEL SUPPLY

The coal requirements for SJGS are being supplied by San

Juan Coal Company ("SJCC"), a whollyowned subsidiary of
BHP Mncrals International, Inc. ("BHP"), from certain

Federal, state and private coal leases under a Coal Sales

Agreement, pursuant to which SJCC willsupply processed

coal for operauon ofSJGS unul 2017. The primary sources

of coal are a mine adjacent to SJGS and a mine located

approximately 25 miles northeast of SJGS in the La Plata

area ofnorthwestern ¹wMexico.

During the third quarter of 1997, the Company was noti-

fied by SJCC of certain audit exceptions identified by the

Federal Mncrals Management Service for the period 1986

through 1997. These exceptions pertain to the valuation of
coal for purposes of calculating the Federal coal royalty.

Primary issues include whether coal processing and trans-

portation costs should be included in the base value of La

Plata coal for royalty determination. In addiuon, the

Company was notified of claims by a private royaltyholder

involving royalty valuation at the La Plata Mne. The

Company is currently assessing the potential impact to the

Company and thc validityofthe audit exceptions and claims.

In 1996, the Company was notified by BFIP, fuel suppli-

er to SJGS, that the Navajo Nation has proposed to select

certain properties within the San Juan and La Plata Mnes

(the "mining properties") pursuant to the Navajo-Hopi

Land Settlemcnt Actof 1974 (the "Act").The mining prop-

erties are operated by BHP under leases from the BLMand

comprise a portion of the fuel supply for SJGS. An adminis-

tntive appeal by BHP is pending. In the appeal, BHP

expressed concern that transfer of the mining properties to

the Navajo Nation may subject the ininingoperations to tax-

ation and addiuonal regulation by the Navajo Nation, both

ofwhich could increase the prie'e of coal that might poten-

tially be passed on to SJGS thro'ugh the existing Coal Sales

Agreement: A stay of all actions by the BLM has been

ordered by the Interior Board ofLand Appeals pending res-

olution ofthe issues on appeal. The Company is monitoring

closely the appeal and other developments on this issue and

will continue to assess potential impacts to SJGS and the

Company's operations. Currently, the Company is unable to

predict the ultimate outcome of tfiis matter but does not

believe it will have a material adverse effect on the

Company s financial condition or resulis ofoperations.

ACCOUNTINO FOR THE EFFECTS
OF CERTAIN TYPES OF REGULATION

As described in note 3 to the consolidated financial state-

ments, the Company is subject to thc provisions of
Statement ofFinancial Accounting Standards ("SFAS") No.

71, Ateotttttittgfor the Egret ofCertain Types ofRegttktimt. In
thc cvcnt the Company determines that itno longer meets

the criteria for following SFAS No. 71, the accounting

impact would be an extraordinary, non~h charge to oper-

ations ofan amount that could be material. Criteria that may

give risc to the discontinuance of SFAS No. 71 include: (1)

increasing compeution that restricts the Company's ability to

establish prices to recover specific costs and (2) a significant

change in the manner in which rates are sct by regulators

from exist-based regulation to another form of regulation.

The Company periodically reviews these criteria to ensure

that the continuing application ofSFAS No. 71 is appropri-

ate. Based on a current evaluation of the various factors and

conditions that are expected to impact future cost recovery,

the Company believes that its regulatory assets (net ofrelated

regulatory liabilities), including those related to generation,

are probable of future recovery.
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ACCOUNTINO STANDARDS

Envirotnnental Relnediation Liabilities Effectiv January 1,

1997, the Company adopted the provisions ofthc American
Institute of Certified Public Accountants'tatement of
Position ("SOP") 96-1, Pnvirontnental Remediation
Liabilities. This Statement provides authoritative guidance

~ for recognition, measurement, display and disclosure of
environmental remediauon liabilities in financial state-

ments. The Company previously recorded environinental
liabilities of$24.0 million for its retired fossil-fueled plants.

Approximately $ 14.4 millionof the $24.0 million has been

expended through December 31, 1997. The adoption of
SOP 96-1 did not have a material impact on the Company's

financial position or results ofoperations.

¹cciear Pknt Deconnnnsioning. The staff ofthe Securities

and Exchange Commission ("SEC") has questioned certain
of the current accounting practices of thc electric utility
industry regarding the recognition, measurement and clas-

sification of decommissioning costs for nuclear gcncrating
stations in financial statements of electric utilities. In
response to these questions, the Financial Accounting
Standards Board ("FASB")has added a project to its agenda

to review the accounting for closure and removal costs,

including decommissioning ofnuclear power plants. Ifcur-
rent electric utilityindusuy accounting practices fornuclear

power plant decommissioning are changed, the annual pro-
vision for decommissioning could increase relative to 1996,

and the estimated cost for decommissioning could be

recorded as a liability(rather than as accuinulated deprecia-

tion), with recognition ofan increase in the cost ofthe relat-
ed nuclear power plant. The Company does not believe that
such dianges, ifrequired, would have a material adverse

effect on results ofoperations.

Reporting Comprehensive Income and Disclosure about

Segments ofan Enterprise and Related Inforjnation. During
1997, FASB issued SFAS No. 130, Reporting Colnprebensive

Inconte and SFAS No. 131, Disclosure about Segtnents ofan

Enterprise and Related Inforsnation. These statements are

not effective until 1998. SFAS No. 130 requires the reporting
and display ofcomprehensive income and its components in
financial statements. The objective of this statement is

to rcport a measure of all changes in equity that resulted

from transactions and other economic events of
the period other than transactions with owners.

Comprehensive income is the total of net income and all

other nonowner changes in equity. SFAS No. 131 requires a

public company to report selected information about its

reportable operating segments in annual and interim con-

densed financial statements. This statement introduces a

new Inodel for scgmcnt reporting, called the "managcrnent

approach" for identifying operating segments. Operating
seginents are components ofan enterprise forwhich discrete

financial information is available, that is evaluated regularly

by the chief operating decision-maker within a company in
order to make operating decisions and assess performance.

DISCLOSURE REOARDINQ
FORWARD LOOKINO STATEMENTS

The Private Securities Litigation Reform Act of 1995 (the
"Act") provides a "safe harbor" for forward-looking state-

ments to encourage companies to provide prospective

information about their companies without fear oflitigation
so long as those statements are identified as forward-look-

ing and are accompanied by meaningful, cautionary state-

ments identifying important factors that could cause actual

results to differ Inaterially from those projected in the state-

ment. Accordingly, the Company hereby idenufics the fol-
lowing important factois which could cause the Company's
actual financial results to differ materially from any such

results which might be projected, forecasted, estimated or
budgeted by the Company in forward-looldng statements:

OI adverse actions ofutilityregulatory commissions; (ii)util-
ity industry restructuring; (iii) failure to recover stranded

assets; (iv) failure to obtain neiv customers or retain existing

customers; (v) inability to carry out marketing and sales

plans; (vi) adverse impacts resulting from environmental

regulations; (vii) loss of favorable fuel supply conuacts; (viii)
failure to obtain water rights and rights-of-way; (ix) opera-
tional and environmental problems at generating stations;

(x) weather conditions and (xi) failure to maintain adequate

uansinission capacity.

Many of the foregoing factois discussed have been

addressed in the Company's previous filings with the SEC
pursuant to the Securities Exchange Actof 1934. The fore-

going review of factors pursuant to the Act should not be

construed as exhaustive or as any admission regarding thc
adequacy ofdisclosures made by the Company prior to the
effective date of the Act.
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FINIINCIEL STRTEIIIENTS AND SUPPLEMENTARY D JLTR

MANAOKMKNT'SRESPONSIBILITY FOR
FINANCIALSTATEMENTS

The management of Public Service Company of ¹w
Mexico (the "Company") is responsible for the prepara-

tion and presentation of the accompanying consolidated

financial statements. Thc consolidated financial state-

ments have been prepared in conformity with generally

accepted accounting principles and include amounts that

are based on inforined estimates and judgments of man-

agement. Management maintains a system of internal

accounung controls which it believes is adequate to pro-

vide reasonable assurance that assets arc safeguarded,

transactions are executed in accordance with management

authorization and the financial records are reliable for

preparing the consolidated financial statements. The sys-

tem of internal accounting controls is supported by writ-

ten policies and procedures, by a staff of internal auditors

who conduct comprehensive internal audits and by the

selection and training ofqualified personnel. The board of
directors, through its audit committee comprised entirely

ofoutside directors, meets periodically with management,

internal auditors and the Company's independent auditors

to discuss auditing, internal control and financial report-

ing matters. To ensure their independence, both the inter-

nal auditors and independent auditors have full and free

access to the audit committee. Thc independent auditors,

Arthur Andersen LLP, are engaged to audit the

Company's consolidated financial statements in accor-

dance with generally accepted auditing standards.

REPORT OF INDEPENDENT
PUBLIC ACCOUNTANTS

To tbe Board ofDirectors and Stockbolders of
Public Service Company ofNew Mexico:

We have audited the accompanying consolidated balance

sheets and statements of capitalization of Public Service

Company ofNcw Mexico (a New Mexico corporation) and

subsidiaries as of December 31, 1997 and 1996, and the

related consolidated statements ofearnings, retained earn-

ings (deficit), and cash flows for each of the three years in

the period ended December 31, 1997. These financial

statements are the responsibility of the Company's manage-

ment. 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 assur-

ance about whether the financial statements are free of
material Inisstatement. An audit includes examining, on a

test basis, evidence supporting the amounts and disclosures

in the financial statements. An audit also includes assessing

the acoounting 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 posiuon

ofPublic Service Company ofNew Mexico and subsidiaries

as ofDecember 31, 1997 and 1996, and the results of their

operations and their cash flows for each of the three years in

the period ended Deccinber 31, 1997 in conforinity with

generally accepted accounting principles.

ARTHURANDERSEN LLP

Albuquerque, New iVIcxico

February 10, 1998
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CONSOLIDRTED STIITEMENTS OF EIIRNINGS

YEAR ENDED DECEMBER 31
'0071000 1990

(in tbonsan>b nrtptpr sba>r amosnts)

Operating Revenues:
Electric
Gas

Energy Services

Water
Total operating revenues>

Operating Expenses:

Fuel and purchased power
Gas purchased for resale

Gas purchased for resale and other - Energy Services

Other operation expenses

Maintenance and repairs
Depreciation and amortization
Taxes, other than income taxes

Income taxes

Total operating expenses

Operating income

Other Income and Deductions:
Other
Income tax expense

Nct other income and deductions
Income before intcrcst charges

Interest Charges:
Interest on long-term debt
Other interest charges

Net interest charges

Net Earnings
Preferred Stock Dividend Requirements

Net Earnings Available for Common Stock

Average Nmnber ofCommon Shares Outstanding

Nct Earnings pcr Common Share (Basic)

Nct Earnings per Common Share (Diluted)

Dividends Paid per Sharc ofCommon Stock

S 722,438
294,769
118,060

S 645,639
227,301

10,446

1,135,267 883,386

235,508
169,758
121>728

273,692
52>629

82,702
36,871
38,334

1,011,222
124,045

178,807

103,574

9,485
263,432

49,694
78,116
34,864
39,395

757,367
126,019

21,548
(8,384
13,164

137,209

2>367

(1,099)
1,268

127,287

46>670
9,544

49,009
5,698

56,214 54,707

80,995
586

72,580
586

S 80,409 S 71,994

41,774 41,774

S 1.92 S 1.72

S 1.91 S 1.71

S 0.63 S 0.36

S 584,284
217,985

6,196

808,465

140,752

94,299

257,627
55,809
80,865
35,531

30,194
695,077
113,388

40,707
(20,599)
20,108

133,496

52,637
5,297

57,934

75,562
3 714

S 71,848

41,774

S 1.72

S 1.72

CONSOLIDIITED STIITEMENTS OF RETIIINED EIIRNINGS (DEFICIT)

YEAR ENDED DKCKMDKR 31>

1007 1990 1990

Balance at Beginning ofYear
Nct earnings
Redemption ofcumulative preferred stock
Dividends:

Cumulative prefcrrcd stock
Conunon stock

Balance at End ofYear

S 77,185
80,995

(in thos>sands)

S 25,243
72,580

(586) (586)
28 40 20052

S 129,188 S 77,185

S (46,006)
75,562

(599)

(3,714)

S 25,243

Tbo aston>pa nying notos a>Y an inttg>tt/pa>7 oftbtso finanrial statonttnts.
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C 0 N S 0 L I D R T E D B 11 L li N C E SHEETS

ASSETS
YEAR ENDED DECEMBER a1,
1997

fint~) 1996

UtilityPlant, at original cost cxccpt PVNGS:
Electric plant in service
Gas plant in service

Energy services plant in service
Common plant in service
Plant held for future use

Less accumulated depreciation and amortization

Construction work in progress
Nuclear fuel, nct ofaccumulated amortization of$21,263 and $20,413

Net utilityplant
Other Property and Invesunents:

Non-utilitypropcity, nct ofaccumulated depreciation of$2,146 and $ 1,774

Other investments, at cost
Total other property and invesunents

Current Assets:

Cash

Temporary investments, at cost
Receivables, net ofallowance for uncollcctib!e accounts of$783 and $709
Income taxes reccivablc
Fuel, materials and supplies, at average cost
Gas in underground storage, at average cost
Other current assets

Total current assets

Deferred charges

CAPITALIZATIONANB LIABILITIES

$1,958,912
441,045

43,415
551

2,443,923
1,003,086
1,440)837

104,497
27 816

1 573 150

4,502
300 438
304,940

8)705
9,490

216,305

33)664
13,158
4,509

285,831
149 811

$2,313,732

$1,918,238
424,827

1,241

40,005
639

2,384,950
937,228

1)447)722
76,038
28 933

1 552 693

3,434
250 834
254,268

11)125

9,128
197,025

18,825
41,260

2,679
6,632

286,674
136 679

$2,230,340

Capitalization:
Common stock equity:

Common stock outstanding —41,774 shares

Additional paid-in npital
Excess pension liability,net oftax
Retained nrnings since January 1, 1989

Total cormnon stock equity
Cumulative preferred stock without mandatory redemption
Long-term debt, less current maturiYies

Total npitalization
Current LiabiliYies:

Short-term debt
Accounts payablc
Dividends payable
Current maturitics of long-term debt
Accrued interest and taxes

Other current liabilities
Total current liabilities

Deferred Credits:
Accumulated deferred investment tax credits
Accumulated deferred income taxes

Other deferred credits
Total deferred credits

Commitments and Contingencies

7ba atto)npanynrg nottt a)v an inttgntlpatt oftbttaf)nann'd ttatt)ntntt.

requirements

$ 208,870
469,073

(2,727)
129 188
804,404

12,800
713,995

1 531 199

114,100
154,501

7/48
350

24,161
26,102

326,462

57,823
121,353
276 895
456,071

$2,313,732

$ 208,870
470,358

(2,102)
77,185

754,311
12,800

713,919
1 481 030

100,400
130,661

5,159
14,970
23,356
25,477

300,023

62,258
110,266
276 737
449,261

$2,230,314
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CONSOLIDATED STATEMENTS OF CASH FLOWS

YEAR EHDED DECEMDER 91 ~

Cash Flows From Operating Activities:
Net earnings
Adjustments to reconcile nct earnings to net cash flows
from operating activities:
Depreciation and amortization
Accumulated deferred invesunent tax credit
Accumulated deferred income taxes

Gain on sale ofutilityproperty
Write-doim ofnatural gas vehicle program
Curtailment gain on defined benefit pension plan
Changes in certain assets and liabilities:

Receivables

Fuel, materials and supplies
Deferred charges
Accounts

payable'ccrued

interest and taxes

Deferred credits
Other

Other, net
Net cash flows from operating activities

Cash Flows From Investing Activities:
Utilityplant additions
Increase in nuclear decommissioning trust
Return ofprincipal ofPVNGS lease obligation bonds
Utilityplant sales

Other property sales

Net increase in other property and investments
Escrow for purchase ofPVNGS lease obligation bonds
Decrease (increase) in temporary invesunents, net

Net cash flows from investing activities
Cash Flows From Financing Activities:

Redemption ofPVNGS lease obligation bonds
Redemptions and repurchascs ofpreferred stock
Bond redemption premium and costs

Proceeds from (repayments of) asset sccuritization
Repayments oflong-term debt
Trust borrowing for nuclear decommissioning
Increase in short-tcrin debt
Exercise ofemployee stock options
Dividends paid

Net cash flows from financing activities
Increase (Decrease) in Cash

Cash at Beginning ofYear

Cash at End ofYear

Supplcmcntal cash flowdisclosures:
Interest paid

Income taxes paid, net of refunds

Cash consists of currency on hand and demand deposits.

1997

S 80,995

94)924
(4,436)
11,080

4,554
(2,883)

(11,190)
23>808

805
2,455
(371)

13,381
213,122

(128,371)
(23,000)

5,018

(6,814)
(28,900)

(363)
182,430

(3,693)
(13,900)
(14,970)
23,000

4,600
(1,285)

(26,864)
33,112)
(2)420)
11,125

S 8,705

S 57,302

S 20,175

1996

(in tbttarnh)

72,580

90,458

(4,476)
31,436

(309)
2,810

(13,316)

(83,416)
5,795

5,190

36,930

(3,500)
12,655

(9,279)
22,343

165,901

(103,087)

333

702

(14,706)
(208,446)

86,844
238,360

(5,158)
100,400

(326)

(15,560)
79,356

6,897
4,228

11,125

55,480

31,617

1996

S 75,562

92,588

(4,830)
1,622

(39,050)
1,445

795

(26,505)
6,731

(11,527)

(1,2 18)

29,185

5,645
17,671

148,114

(107,666)

206,482

(801)

(21,451)
76,564

(132,663)
(64,175)

(505)
18,758

(57,768)

(5,126)
(241,479)

(16,801)
21,029

S 4,228

S 63,366

S 52,405

Tbo attompanying note a)v an inttg)niport oftheofinantial ttattnttntt.
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CONSOLIDATED STATEMENTS OF CKPITIILIZIITION

YRAR RNDKD DKCRMDRR 31>

109T 1SSS

Pn tbontank)

Common Stock Equity:
Conunon Stock, par value S5 per share

Additional paid-in capital
Excess pension liability,net of tax

Retained earnings since January 1, 1989

Total common stock equity

S 208>870
469>073

(2>727)
129,188
804 404

S 208,870
470,358

(2,102)
77,185

754 311

STATRD
VALUR

SHARRS
OUTSTAHDINO AT

DRCRMS ~ R 3 ~ >

1DST

CUAIIRNT
RRDRMPTION

PIIICR

Cumulative Prcfcrrcd StocL

Without Inandatory redemption requirements:

1965 Series, 4.58% $ 100.00

Long-Tenn Debt:

Issue and I'"mal Maturity
First mortgage bonds:

1997

1999 tlIrough 2002

2005 through 2007

2008

Pollution control revenue bonds:

2007 through 2026

2022

Total lirst mortgage bonds

128,000

Intcrcst Rates

5 7/8%

7 1/4% to 8 1/8%

8 1/8% to 9 1/8%

,9%

5.7% to 6 1/2%

Variable rate

$ 102.00 12,800

42,556

43,276

54,374

574,345

714,551

12,800

14,650

42,876

43,276

54,374

537,045

37,300

729>521

Other, including unamortized premium

and (discount), nct

Total long-tenn debt

Less current maturitics

, Long-tenn debt, less current maturities

Total Capitalization

(206)

714,345

350

713,995

S1,531,199

(632)

728,889

14,970

713,919

S1,481,030

Vbo attmnpanying nottt a>T an inttg>nlpart oftbotofinanaal ttatnntntt.
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NOTES TO CONSOLIDIITED FINIINCIIIL STATEMENTS
Decentberat, tftIt7, tctct6and tctcty

{1) SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIRS

Organization

Public Service Company ofNew Mexico (the "Company") is

an invcsto~wncd utilitycompany engaged in the generation,

transmission, distribution and sale of electricity. The
Company provides retail electric service to a large area of
north central New Mexico, including the cities of
Albuquerque, Santa Fc, Rio Rancho, Lis Vegas, Belen and

Bernalillo. The City of Albuquerque ("COA"), Bemalillo

County and the Gty ofLas Vegas franchises expired in 1992,

1997 and 1996, ~vely. Customers in the area covered by
the expired franchises reprcscnt approximately %.2/0, 8.6/0

and 1.2/0, rcsixxtivcly, of the Company's 1997 total electric

operating revenues, and no other franchise area represents

more than 6.10/0. The Company continues to collect and pay
franchise fees to both the COA and the City of Lis Vegas.

The Company currently does not pay fianchise fees to
Bemalillo County. The Company reinains obligated under

state law to provide service to customers in the frmchise area

even in the absence ofa franchise agreement. The Company

also provides retail electric service to Dcining in southwestern

New Mexico and to Clayton in northeastern New Mexico.

The Company is also engaged in the tmismission, distribu-

tion and sale ofnatural gas within thc State ofNew Mexico.

The Company disuibutes natural gas to most of the major

communities in New Mexico, including Albuquerque and

Santa Fe. In addition, in pursuing new business opportunities,

the Company is focusing on energy and utilityrelated activi-

ties under its Energy Services Business Unit. These activities

will provide energy marketing and energy management

services, the marketing ofnatural gas outside ofNew Mexico,

management services for water and i~ter systems and

utilityrelated management and operation services for Federal

installations and other large coimnercial institutions. The
Company is also operating the CityofSanta Fe's water system.

Systems ofAcconnts

The Company maintains its accounts for utilityoperations

primarily in accordance with the uniform systems of
accounts prescribed by the FERC and the National
Association of Regubtory Utility Commissioners, and

adopted by the NMPUC.

Principles ofConsolidation

The consolidated financial statements include the accounts of
the Company and subsidiaries in which it owns a majority

voting interest. All significant intercompany transactions

and balances have been eliminated.

UtilityPlant

Utilityplant, with the exception ofPVNGS Unit 3 and the

Company's purchased 22'/0 beneficial interests in the

PVNGS Units 1 and 2 leases, is stated at original cost, which

includes capitalized payroll-related costs such as taxes, pen-

sion and other fringe benefits, administrative costs and an

allowanc'e for funds used during consixuction. Utilityplant
includes certain electric assets not subject to regulation. The
results of operations of such electric assets are included in

operating income.

It is Company policy to charge repairs and minor
replacements of property to maintenance expense and to
charge major replacements to utilityplant. Gains or losses

resulting from retirements or other dispositions of operat-

ing property in the normal course of business are credited

or charged to the accumulated provision for depreciation.

Depreciation and Amortization

Provision for depreciation and amortization ofutilityplant
is made at annual straight-line rates approved by the

NMPUC. The average rates used are as folloivs:

1997 1999 1995

Electric plant

Gas plant

Common plant

3.33 /0 3.32 /o 3.32 /0

3.23 /0 3.27/0 3.21/0

7.60 /o 7.00/o 9.61 /0

Effective January 1, 1995, electric plant depreciation

rates were revised and include a provision for the recovery

of fossil-fueled plant decommissioning costs approved by
the NMPUC in 1994. Gas plant depreciation rates were

approved by the NMPUC and revised in March 1997.

The provision for depreciation ofcertain equipment is

charged to clearing accounts and subsequently allocated to

operating expenses or construction projects based on the

Use ofEstimates

The preparation of financial statements in conforinity with

generally accepted accounting principles requires manage-

ment to make estimates and assumptions that affect the

reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the financial

statements and the reported amounts of revenues and

expenses during the reporting period. Actual recorded

amounts could differ from those estimated.
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use of the equipment. Depreciation ofnon-utility proper-

ty is computed on the straight-line method. Amortization

ofnuclear fuel is computed based on the units of produc-

tion inethod.

¹clear Decommissioning

The Company accounts for nuclear decommissioning costs

on a stnight-line basis over the estimated useful life of the

facilities. Such amounts are based on the net present value

of expenditures estimated to be required to decommission

the plant.

Fuel and Purchased Potoer Cost Adj ttsttnent Clause

("FPPCAC")

The Company uses the deferral method of accounting for

fuel and purchased power costs for its finn-requirements

wholesale customers. Such amounts are reflectcd in subse-

quent periods under a FPPCAC approved by the FERC.

Purchased GasAdjustment Clause ("PGAC")

The Company uses the deferral method of accounting for

gas purchase costs which are settled in subsequent periods

under gas adjustment clauses. Future recovery ofthese costs

is subject to approval by the NMPUC.

Amortizntion ofDebt Discount, Premium and Expense

Discount, premium and expense related to thc issuance of
long-tenn debt are amortized over the lives of the respec-

tive issues. In connection with thc retirement of long-tenn

debt, such amounts associated with resources subject to

NMPUC regulation are amortized over the lives of the

respective issues. Amounts associated with the Company's

firm-requirements wholesale customers and its resources

excluded from NMPUC retail rates are recognized imme-

diately as expense or income as they are incurred.

Income Taxes

The Company rcpons income tax expense in accordance

with SFAS No. 109, Accounting for Inccnne Taxes. SFAS

No. 109 requires deferred income taxes for temporary dif-

ferences between flnancial and income tax reporting to be

recorded using the liabilitymethod. Deferred income taxes

are computed using the statutory tax rates scheduled to be

in effect when the temporary differences reverse. Current

NMPUC jurisdictional rates include the tax effects of the

majority of these temporary differences (normalization).

Recovery of reversing temporary differences previously

accounted forunder the flow-through method is also includ-

ed in rates charged to customers. For regulated operations,

any changes in tax rates applied to accumulated deferred

income taxes may not be immediately recognized because

of ratemaking and tax accounting provisions contained in
the Tax Reform Act of 1986. Items accorded flow-through
treaunent under NMPUC orders, deferred income taxes

and the future ratemaldng effects of such taxes, as well as

corresponding regulatory assets and liabilities, are recorded

in the financial statements.

Accounting Standards

Ertviromnental Remediation Liabilities. Effective January 1,

1997, the Company adopted the provisions of The
Ainerican Institute of Certified Public Accountants

Statement of Position ("SOP") 96-1, Environmental
Remediation Liabilities. This Statcinent provides authori-

tative guidance for recognition, measurement, display and

disclosure of enviromnental remediation liabilities in
financial statements. Thc Company'previously recorded

cnvironmcntal liabilities of $24.0 million for its retired

fossil-fueled plants. Approximately $ 144 inillion of the

$24.0 inillionhas been expended as ofDeceinber 31, 1997.

The adoption of SOP 96-1 did not have a material impact

on the Company's financial position or results ofoperations.
I

Accounting for Ttnnsfers nnd Servicing of Financial Assets

and Ertingttisbment ofLiabilities. In June 1996, the FASB

issued SFAS No. 125, Accounting for Transfers and

Servicing of Financial Assets and Extinguishment of
Linbilities. This Statement establishes, among other things,

new criteria for determining whether a transfer offinancial

assets should be accounted for as a sale or as a pledge of
collateral in a secured borrowing. SFAS No. 125 also estab-

lishes new accounting requirements for pledged collatcrak

SFAS No. 125 is effective for all transfers and servicing of
financial assets and extinguishments of liabilities occurring

after December 31, 1996, is to be applied prospectively, and

earlier or retroactive application is not permitted.

Nuclear Pknt Decwnntissioning. The staff of the SEC has

questioned certain of the current accounting practices of
the electric utilityindustry regarding the recognition, mea-

suremcnt and classification of decommissioning costs for
nuclear generaung stations in financial statements of elec-

tric utiliues. In response to these questions, the FASB has

added a project to its agenda to review the accounting for
closure and removal costs, including decommissioning of
nuclear power plants. If current electric utility indusuy

accounting practices fornudear power plant decommissioning
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are changed, the annual provision for decommissioning

could increase relative to 1997, and the estimated cost for
decommissioning could be recorded as a liability (rather

than as accumulated depreciation), with recognition of an

increase in the cost of the related nuclear power plant. The
Company does not believe that such changes, ifrequired,

would have a material adverse effect on results of opera-

tioils.

Risl hfanagnnent Activities

The Company's Board of Directors ("Board") approved a

Corporate policy statement regarding risk management

acuvities. The Company is exposed to market risk &om

clianges in certain energy related commodity prices.

Although the Company is allowed to enter into certain

derivative transactions to manage the volatility relating to
the price exposure, the Company did not use derivative

financial instruments to hedge this price risk exposure dur-

ing 1997. Because market prices of certain energy com-

Inodities depend on a number ofunpredictable factors, such

as weather, the Company is currently managing the result-

ing volatility using commodities contracts. Beginning in
1998, the Company is planning to use derivative financial

instruments, including exchange-traded financial futures,

options, sivaps and other derivative financial insuuments as

patt of an overall risk-management strategy. These insuu-

ments are to be used only as a means ofhedging exfxisure to

price and interest-rate risk connected to anucipatcd transac-

tions or existing assets and liabilities.The Company docs not
intend to open a derivative position for speculative purposes.

Once the Company enters into derivative transactions,

deferral (hedge) accounting willbc applied only ifthe deriva-

tive financial instrument reduces the risk of thc underlying

hedged item and is designated at inception as a hedge with

rcspen to the hedged item. Additionally, the derivative must

result in payoffs that are expected to be inversely correlated to

those ofthe hedged item. Correbtion willbe assessed month-

ly and measured on a rolling three month average. Ifa deriv-

ative instrument ceases to meet the criteria for deferral or set-

tlcinent accounting, any subscqucnt gains and losses will be

recognized in income. Ifa hedging instrument is sold or ter-

minated prior to maturity, gains and losses willcontinue to be

defcrrcd until the hedged item is recognized in income.

Performance Stock Plan

The Company continues to apply Accounting Principles

Board ("APB")Opinion No. 25, AcccnnningforStack Imted to

&nployees and related interpretations in accounting for its

plan. Accordingly, no compensation cost has been recognized

for its fixed stock option plan.

12) RISKS AND UNCERTAINTIES

Coinpetition and restructuring of the electric uulity indus-

trycontinue to be key issues facing the Company. Efforts to
advance and detcrinine the eventual forin of industry
restructuring continued during 1997.

At the state level, the Company proposed in April 1997

that the NMPUC reconvene the proceedings involving the
NMPUC's Notice of Inquiry into the restructuring of the

electric industry, in an attempt to arrive at consensus legis-

lation to be presented to the 1998 session of the New
Mexico Legislature. In i%lay 1997, the NMPUC issued an

order accepting the Company's proposal for a collaborative

effort, and the proposal for a series of meetings to be held

among all interested parties. The parties held scvcral meet-

ings in which the Company actively participated. However,

in September 1997, the collaborative process to draft legis-

lation was declared at an impasse due to disagreement on

issues regarding the divestiture of generation and energy
service units from electric distribution and transmission

systems, and the recoverability ofsuanded costs.

Although the parties could not reach agreement, the

Company filed its own proposal for industry restructuring

in September 1997 with both the NMPUC, and thc Water,
Utilities 8; Natural Resources Committee ('WUNR") of
the New Mexico Legislature.

The Company's proposal called for an iinmediate rate

reduction of$ 10 million per year for residential customers

from the effective date of proposed legislation until open

access without the need for a rate case. The proposal also

called for full retail competition no later than January 1,

2001. Other parts of the Company's proposal included an

ofFer to create a regulated distribution "wires and pipes"

company dedicated only to the delivery of electricity and

natural gas. Other services, usually associated with distribu-

tion, such as meter reading, billing and customer services

would be provided through compeuuve markets. Thc
Company offered to assume the risk ofstranded cost recov-

ery on all fossil fuel generation and on PVNGS Unit 3

which was previously excluded from New Mexico jurisdic-
tional rates. However, the Company would recover all fixed

costs associated with PVNGS Units 1 and 2 through a non-

bypassable "wires charge" from 2001 to 2016. The propos-

al also called for certain credits to stranded costs which
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would effectively shorten the time period for recovety. The
Company currently estimates that if the market clearing

price for power, which represents the cost ofgeneration at

the plant, fell to 3.0 cents/KWh, it may incur an after-tax

write-offofapproximately $ 176 million related to its fossil

fuel generation if the Company assumes this risL The
Company's proposal was supported by various parties to thc

collaborative process, including Enron Corporation, the

New Mexico Retail Associauon, Southwestern Public

Service Company ("SPS"), the United States Executive

Agencies and the International Brotherhood of Electrical

Workers. However, the Company's proposal was not adopt-

ed by the WUNR and not introduced during thc 1998 leg-

islative session. The WUNR declined to recommend any

restructuring legislation as a committee billduring the 1998

legislative session.

On January 22, 1998, the NMPUC subtnitted its own

report to thc NcwMexico Legislature related to restructur-

ing of the electric uulity industry. The followingkey points

were included in the report: (i) PVNGS and Plains

Escalante Generating Station are the most debated issues in

deregulation because of their potential stranded costs; (ii)
stranded costs, ifdetermined to be lawful, should bc verifie
by the NMPUC or its successor, the Public Regulauon

Comtnission ("PRC"); (iii) market power issues may be

addressed through functional separation or partial or com-

plete divestiture ofgeneration, transmission and distribution;

(iv) unbundling is necessary to understand the dispariues

among various electricity providcts; (v) despite an abundance

ofnatural resources to fuel generation facilities, Ncw Mexico

customers pay more for electricity because ofcosts associated

with generation plants; (vi) on average, Ncw Mexico resi-

dential customers pay more for electricity than regional and

national residential customers and (vii) systctn reliability

must be maintained or cnhanccd, and customers must bc

educated and environmental protections should bc promot-

ed. In addition, sample legislation was attached to the

report, giving either the NIIPUCor the PRC authority to
conclude matters relating to electric industry restructuring.

The report was issued as a result of a NMPUC case and,
w'ith the issuance of the report, the case was closed. The
NMPUC's draft legislation was not introduced during the

1998 legislative session. House Memorial 27, the only mea-

sure dealing with restructuring, passed the House.

Memorial 27 stated the intent of the legislature to address

the issue of electric industry restructuring in the 1999 ses-

sion and declared that the NMPUC does not have statuto-

ry authority to implement restructuring at this time. The
Memorial 27 did not require concurrence by the Senate;

however, an identical Senate Memorial was not acted upon

by the full Senate prior to adjournment.

In a related matter, in 1996, the NMPUC ordered all

utilities under its jurisdiction to file their estimates of
stranded costs, absent any recovery method being adopted,

based on the Texas Public UtilityCommission Economic

Cost Over Market ("ECOM")model. The Company, in its

filing, presented two methodologies: (i) using the ECOM
model, the Company's stranded cost estimates run from

$657 million for a 1998 full retail access case to $ 119 mil-
lion for a 2002 full retail access case and (ii)using a second

methodology, based upon the difference between the

Company's costs ofexisting generation and the costs ofnew

combined cycle and combustion turbine units to serve the

same load, the Company's costs above the level ofnew gas

units, in 1997 dollars, were estimated at $748 million for a

1998 full retail access case to $327 million for a 2002 full
retail access case. The Company advised the NMPUC that

the results of the ECOM model are highly sensitive to var-

ious assumptions, primarily projections offuture gas prices.

This inforInation was addressed in the NMPUC's report
submitted to the New Mexico Legislature.
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I3I REOULATORY ASSETS AND LIABILITIES

The Company is subject to the provisions ofSFAS No. 71, AavEBtingfor the LffeITsofCertain Typa ofRcgtdation, on operations

regulated by the NMPUC. Regulatory assets represent probable future revenue to the Company associated with certain costs

which willbe recovered from customers through the ratemaking process. Regulatory liabilities represent probable future reduc-

tions in revcnucs associated with amounts that are to be credited to customers through the ratemaking process. Regulatory assets

and liabilities reflected in the Consolidated Balance Sheets as ofDecember 31 relate to the following.

Deferred Income Taxes

Gas Take-or-Pay Costs
PGAC
Gas Imputed Revenues

Loss on Reacquired Debt
Gas Reservation Fees

Gas Retirccs'Icalth Care Costs
Deferred Customer Expense on Gas Assets Sale

Proposed Transmission Line Costs
EPNG Risk Sharing Surcharge
Gas Rate Case Costs
Other

Subtotal

Deferred Income Taxes

Gas Regulatory Reserve

Customer Gain on Gas Assets Sale

PVNGS Prudence Audit
Revenue Subject to Refund
Seulement Due Customers
EPNG Risk Sharing Surcharge
Other
Gain on Reacquired Debt

Subtotal
Nct Regulatory Assets

1997

S 70,968
19,953
16,006
12,823
8,869
7,029
6,345
5,260

2,903',196

1,571
118

154,041

(53,132)
(27,881)
(11,856)

(6,561)
(3,896)
(3,743)
(2,196)

(723)
(546)

(110,534)
S 43,507

199$

Pn I~)
S 71,682

36,335
28,873

10,362

7,850

7,029
4,437
5,260
3,111

1,571

598

177,108

(56,961)
(24,614)
(22,230)

(6 937)
(3,594)
(4,072)

(559)
118,96

S 58,141

As ofDecember 31, 1997, substantially all ofthe Company's regulatory assets and regulatory liabilities are being rccovcred in rates

charged to customers or have been addressed in a regulatory proceeding. Ifa portion of the Company's operations under the

NMPUC jurisdiction becomes no longer subject to the provisions ofSFAS No. 71, a write-offofrelated regulatory assets and lia-

bilities would be required, unless some form of transition cost recovery (refund) continues through rates established and collected

for the Company's remaining regulated operations. Based on a current evaluation of the various factors and condiuons that are

expected to impact future cost recovery, the Company believes that its regubtory assets are probable of future recovery.

EffectivJanuary I, 1996, the Company adopted SFAS No. 121, ArrounriIIgfor the ImpairmcIIt ofLong-Lived Assets and

Long-LivedAssets to be Disposed Of. This statement imposes a stricter criterion for regulatory assets by requiring that such assets

be probable offuture recovery at each balance sheet date. Based on the current regulatory structure in which thc Company oper-

ates, adoption of this standard did not have a material impact on the Company's financial position or results of operations.

However, the Company's ability to meet the criterion may change in the future as competitive factors influence wholesale and

retail pricing in this industry.



P U S L I C S E R V I C E C 0 M P A H Y 0 F H E W M E X I C 0 A H D S U S S I D I A R I E S

{4) CAPITALIZATION

Changes in cotmnon stock, additional paid-in capital and cumulative preferred stock are as folloxvs:

COMMON STOCK

CUMULATIVE
PREFERRED STOCK

WITHOUT MANDATORY
REDEMPTION

REOUIREMENTS

HUMO~ R

OF SHARES
AOOREOATE
PAR VALUE

ADDITIONAL
PAID IN
CAPITAL

(Lblkain sbtntntnh)

AOOREOATE
NUMSER STATED

OF SHARES VALUE

Balance at December 31, 1995

and 1996

Exercise ofstockoptions
Balance at December 31, 1997

41,774,083 $208,870 $470,358 128,000

1,285

41,774,083 $208,870 $469,073 128,000

$12,800

$ 12,800

Cortsrtson Stock

The number of authorized shares of common stock with

par value of$ 5 per share is 80 million shares.

On December 9, 1997, the Company's Board declared a

quarterly cash dividend of 17 cents per share of comsnon

stock payable February 20, 1998 to shareholders of record

as of February 2, 1998. The Company resumed the pay-

ment of cash dividends on common stock starting in May
1996. The Company's Board reviews the Company's divi-

dend policy on a continuing basis. Thc declaration ofcom-

mon dividends is dependent upon a number of factors

including earnings and financial condition of the Company

and market condiuons.

On September 16, 1996, the Company implemented a

dividend reinvestment and stock purchase ~ plan for

investors, including customers and employees. The pbn,
called PNM Direct, also includes safekeeping services and

automatic invesunent features. The Company's stock is

purchased in the open market to meet plan requirements.

Ctsrtssslative Preferred Stock

The number of authorized shares of cumulative preferred

stock is 10 million shares. The Company has 128,000

shares, 1965 Series, 4.58%, stated value of$ 100 per share,

ofcumulative preferred stock outstanding. The 1965 Series

does not have a mandatory redemption requirement but

may be redeemable at 102% of the par value with accrued

dividends. The holders of the 1965 Series arc cntitlcd to

payment before holders of comtnon stock in the event of

Lorsg-Tents Debt

Substantially all utility plant is pledged to secure the

Company's firstmortgage bonds. Aportion ofcertain series

of long-tenn debt will be redeemed serially prior to their

due dates. The issuance of first mortgage bonds by the

Company is subject to earnings coverage and bondable

property provisions of the Company's first mortgage bond

indenture. Thc Company also has the capability under the

mortgage indenture to issue first mortgage bonds on the

basis ofcertain previously retired bonds and earnings.

The aggregate amounts (in thousands) of maturities for

1998 through 2002 on long-term debt outstanding at

December 31, 1997 are as follows:

1998

1999

2000

2001

2002

$ 350

$ 12,030

$ 1,050

$ 16,038

$ 15,900

any liquidation or dissolution or distribution ofassets of the

Company. In addition, the 1965 Series is not entitled to a

sinking fund and cannot be converted into any other class of
stock of the Company. The Company's restated articles of
incorporation limit the amount of preferred stock which

Inay be issued. Thc earnings test in the Company's restated

articles ofincorporation currently allows for the issuance of
preferred stock.
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On February 21, 1997, the Company completed the refi-

nancing of$ 190 millionofpollution control revenue bonds

issued by the City of Farmington, all maturing in April
2022. The $60 million 1978 Series A Pollution Control
Revenue Bonds and the $40 million 1979 Series APollution
Control Revenue Bonds were refinanced as variable rate

bonds (Pollution Control Revenue Refiinding Bonds, Sgo million

t997 Series sI, $37 million t997 Series B and $a9 million

r997 Series C). The initialvariable rates were 3.35% for $40

~ million 1997 Series A and $37 million 1997 Series B, and

3.30% for $23 million 1997 Series C. The remaining $90

million 1979 Series A Pollution Control Revenue Bonds

were refinanced with a fixed rate of 6.375% (Pollution

Control Revenue Reftinding Bonds, r997 Series D). The
effect of the refinancing resulted in a decrease in interest

charges ofapproximately $ 1.1 million in 1997.

On December 1, 1997, the Company converted $ 137.3

million of pollution control revenue bonds from variable

rate to fixed rates. Of the total, $ 100 inillion of City of
Farmington bonds (Pollution Control Revenue Refunding

Bonds, $40 million 1997 Series A, $37 million 1997 Series

B, and $23 million 1997 Series C) were converted to a fixed

rate of 5.80% and $37.3 million of Maricopa County,
Arizona Pollution Control Corporation bonds (Pollution
Control Revenue Refunding Bonds, $37.3 million 1992

Series A) were converted to a fixe rate of5.75%. The City
of Farmington bonds mature on April 1, 2022, and the

Maricopa County, Arizona Pollution Control Corporation
bonds mature on Noveinber 1, 2022.

Revolving Credit Iaci%ty aiul Other Credit Facilities

At December 31, 1997, the Company has a $ 100 inillion
revolving credit facility (the "Facility") with an expiration

date ofJune 30, 1998. The Company must pay commit-
ment fees of 3/10% per year on the total ainount of the

Facility. The Company expects to renew thc Facility before

its expiration date with a five-year $300 millionsenior unse-

cured revolving credit facility ("Revolve). The Company
also has a $ 100 millioncredit facility, which expires on May
20, 2001, and is collateralized by the Company's electric and

gas customer accounts receivable and certain amounts being
rccovercd from gas customers rclaung to certain gas con-

tract settlements. As of December 31, 1997, the Company
had $ 130 million of available liquidityarrangements, con-

sisting of$ 100 million from the Facility, $ 15 million from
the accounts receivable securiYization, and $ 15 millionfrom
local lines ofcredit.

In November 1997, the Company requested NMPUC
approval to enter into the Revolver. In addition, the

Company intends to borrow $ 140 million from the
Rcvolvcr to retire all of its outstanding taxable first mort-

gage bonds. The Company also requested authority to

exchange the first mortgage bonds currently collatcralizing

the outstanding $575 million of tax-exempt pollution con-

trol revenue bonds with senior unsecured notes ("SUNs").

After completion of these transactions, the 1947

Indenture ofMortgage and Deed ofTrust would be extin-

guished, resulting in more administrative, financial and

strategic flexibilityfor the Company. The extinguisluncnt

ofthe inortgage requires the consent ofone party winch has

not yet consented and may not consent. Due to concern

about the consent, the Company also requested NMPUC
authority to leave an amended mortgage in place. Among
other modifications, the mortgage would be amended such

that only $ 111 millionof tax-exempt pollution control rev-

enue bonds would have the benefit ofthe lien. The proper-

ty under the lien would be rcduccd and no future bonds

could be issued under the mortgage. The SUNs are

planned to be issued under an indenture containing a

restriction on liens (except in certain limited circunistances)

and certain other covenants and restrictions. With the

excepuon of the $ 111 millionof tax exempt pollution con-

trol revenue bonds secured by first mortgage bonds, the

SU¹ willbe the senior debt ofthe Company. On February

16, 1998, the NMPUC issued an order approving these

transactions. The Company is anticipating completion of
these transactions in mid-March 1998.

Off-Balance Sheet Itenis

In October 1996, the Company purchased $200 millionof
the PVNGS Lease Obligation Bonds ("LOBs")at a premi-
um with accrued interest and on December 30, 1997, the

Company purchased $28.9 million of 10.15% Series

PVNGS LOBs at a premium with accrued interest,

Although the PVNGS LOBs are off-balance sheet debt,

these bonds are included in the calculation ofthe Com panys
debt to capitalization ratio as well as various financial cover-

age ratios by the major rating agencies. The purchase ofthe

PVNGS LOBs is treated by the rating agencies as a defea-

sance of the bonds thereby resulting in an improvement to
these ratios. The purchase of the PVNGS LOBs has also

increased earnings in the form ofinterest income.
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Fair Value ofFinancial Instrttntcnts

The estimated fair value of the Company's financial instruments (including current maturities) at December 31, is as follows:

CARRYINO
AMOUNT

1997
FAIR

VALUE
CARRYINO
AMOUNT

(ln tbonsank)

1999
FAIR

VALUE

Long-Term Debt

Decommissioning Trust Debt

Investment in PVNGS LOBs

DecoImnissioning Trust

Fossil-Fueled Plant Decommissioning Trust

Rabbi Trust

S714,345

$ 23,000

$237,774

S 51,857

$ 7,245

S 10,080

$743,524

S 23,000

$236,049

S 53,900

$ 7,273

S 15,218

$728,889

S

$212,979

S 25,641

S 6,785

S 10,087

$731,358

S

$211,327

S 25,600

S 6,785

S 13,991

Fair'value is based on market quotes provided by the Company's investment bankers.

The carrying amounts reflected on the consolidated balance sheets approximate fairvalue for cash, temporary invesunents, and

receivables and payables due to the short period ofmaturity.

(51 EARNINGS PER SHARE

In 1997, the Company adopted SFAS No. 128, Earnings per Share. As a result, dual presentation ofbasic and diluted earnings

per share has been presented in the Consolidated Statement ofEarnings. Thc following reconciliation illustrates thc impact on

the share amounts ofpotenual common shares and the earnings per sharc amounts:

INCOME
PER ~ SNARE

SHARES AMOUNT

Dcccmbcr 3x, x997
Net Earnings
Less: Preferred stock dividends

(En tbannnnk urcpt per shan arnannu)

S80,995

(586)

Basic Earnings per Share
Nct earnings available for common stock
Options issued

Diluted Earnings pcr Sharc
Net earnings available for common stock

Dcccmbcr 3x, x996
Nct Earnings
Less: Preferred stock dividends

Basic Earnings per Share
Net earnings available for common stock
Options issued

Diluted Earnings pcr Share
Net earnings available for common stock

Dcccmbcr 3x, x995
Net Earnings
Less: Preferred stock dividends

Basic earnings pcr share
Net earnings avaibble for common stock
Options issued

Diluted earnings pcr share
Net earnings available for common stock

80,409

$80,409

$72,580
58

71,994

S71,994

$75,562
(3,714)

71,848

$71,848

41,774
217

41,991

41,774
332

42,106

41,774
103

41,877

$ 1.92

S1.91

$ 1.72

$ 1.71

$ 1.72

$ 1.72

The adoption ofSFAS No. 128 did not have an impact on previously reported earnings per share (basic).
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16) INCOME TAXES

Income taxes consist of the followingcomponents:
1007 1906 1006

Current Federal income tax

Current state income tax

Deferred Federal income tax

Deferred state income tax

Amortization ofaccumulated investment tax credits

Recognition ofaccumulated deferred investment tax credits

relating to sales ofutilityproperty
Total income taxes

Charged to operating expenses

Charged to other income and deductions

Total income taxes

S 32,911
9,859
8,781
(397)

(4,436)

S 46,718

S 38,334
8 384

S 46,718

(1n tbFtmrnh)

S 14,815

2,847
22 372

4,936

(4,476)

S 45,940
5,864

(3,212)
7,031

(4,442)

(388)
S 50,793

S 30,194
20 599

S 39,395
1,099

S 40,494 S 50,793

The Company's provision for income taxes differed from the Federal income tax computed at the statutory rate for each of the

years shown. The differences are anributable to the following factors:
1097 1996 1996

Federal income tax at statutory rates

Invesunent tax credits
Dcprcciation of flow-through items
Gains on the sale and leaseback ofPVNGS

Units 1 and 2

State income tax

Gains on sale ofutilityproperty
Other

Total income taxes

S 44,700
(4,436)

519

(1n tbFtsnsnds)

$ 39,576

(4,476)
519

(527)
5,963

499

(527)
5,192

210

S 46,718 S 40,494

$ 44,224

(4,442)
723

(527)
7,146

3,090
579

S 50,793

Deferred income taxes result from certain temporary differences bctiveen the recognition ofincome and expense for tax and lmancial

reporting purposes, as described in note 1. The major sources of these differences for which deferred taxes have been provided

and the tax effects ofeach are as follows:
100$19061097

Deferred fuel costs

Depreciation and cost recovery
Loss provision for the M-S-R power purchase contract
Contributions in aid ofconstruction
Alternative minimum tax in excess ofregular tax

Net operating losses utilized
PVNGS decommissioning
Gains on sale ofutilityproperty
Contribution to 401(h) plan
Regulatory liability
Curtailment gain
Transmission project cost
Other

Net deferred taxes provided

S (9,133)
6i390

(3,185)
12,482

(1,512)

3,181

161

an tbsnemk)

S 8,234
18,048

(4,053)
(1,052)

537

(510)
(6,65 1)

5,272

4,898
2 585

S 8,384 S 27,308

S (3,990)
12,730

3,497

(4,308)
(26,002)
55,217

(2,321)
(29,868)

(885)

(3,177)
2,926

S 3,819
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The components of the net accuinulated deferred income tax hability were:

Deferred Tax Assets:

Alternative minimum tax credit carryforward
Nuclear decommissioning

Regulatory liabilities
Other

Total deferred tax assets

Deferred Tax Liabilities:
Depreciation
Investment tax credit
Fuel costs

Regulatory assets

Other
Total deferred tax liabilities

Accumulated deferred income nixes, net

1007

S 55,198
18,226
50,689
46 079

$ 170,192

$ 182,641
57,823
23,905
68,524
16,475

349,368
$ 179,176

(inI~) 1995

S 67,681

16,303

54,430
48 944

$ 187,358

$ 179,430

62,258

33,038
69,151

16,005

359,882

$ 172,524

Thc followingtable reconciles thc change in the net accumulated deferred income tax liabilityto the deferred income tax expense

included in the consolidated statement ofearnings for the period:

Net change in deferred income tax liabilityper above table

Change in tax effects of income tax rclatcd regulatory assets and liabilities

Tax effect ofexcess pension liability
Deferred incornc tax expense for thc period

S 6,652
(3,114)

410
S 3,948

The Company has no net operating loss carryforivards as ofDecember 31, 1997.

17) EMPLOYEE ANO POST ~ RETIREMENT BENEFITS

Pension Plan

The Company and its subsidiaries have a pension plan covering substantially all of their employees, including officers. The plan

is non-contributory and provides for benefits to be paid to eligible employees at retirement based primarilyupon years ofservice

with the Company and thc avcragc of their highest annual base salary for three consecutive years. The Company's policy is to

fund actuarially-deterinined contributions. Contributions to the plan reflect benefits attributed to employees'ears ofservice to

date and also for services ~ to bc provided in the future. Plan assets pmnarily consist ofconunon stock, fixed income sccuriYies,

cash equivalents and real estate. The components ofpension cost (in thousinds) are as follows:

1007 1995 1995

Service cost
Interest cost

Actual return on plan assets

Net amortization and deferral

Net periodic pension cost

Curtailment gain
Total pension expense (income)

1,571 7,452
13 31

6,249

$ 1,571 $ (5,865) $ 6,249

S 6,535 $ 8,540 $ 6,770

19,592 20,546 18,332

(69,069) (31,211) (42,148)

44 513 9 577 23 295

In December 1996, the Comlxiny's Board approved changes to the Companys defined benefit pension plan and implementation

ofa defined contribuuon plan no later than January 1, 1998. As a result, the Company recorded a curtailment gain ofapproxi-

mately $ 13.3 million in the consolidated financial statements for the year ended December 31, 1996.
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The followingsets forth the plan's funded sutus and amounts (in thousands) at December 31:

Vested benefits
Non-vested benefits
Accumulated benefit obligation
Effect of future compensation levels

Projected benefit obligation
Fair value ofplan assets

Projected benefit obligation less than plan assets

Unrecognized prior service cost
Nct unrecognized loss from past experience diffcrcnt from assumed and

the effects ofchanges in assumptions
Unamortized asset at tmrsiYion, being amortized through thc year 2002
Accrued pension asset

1997

$267,021
30,658

297,679

297,679
330,550
(32,871)

(146)

14)828
4 650

S (13,539)

1990

$233,687

13,470

247,157

11,894

259,051

273,981

(14,930)
(180)

(5,814)
5 814

$ (15,110)

The weighted average discount rate used to measure the projected benefit obligation was 7.75% for 1997 and 1996, and the
expected long-tenn rate ofreturn on plan assets was 8.75% for 1997 and 1996. The rate of incr>ease in future compensation levels

based on age-related scales was not applicable for 1997 and 4.1% for 1996.

Other Postretirenrent Benefits

The Company provides medical and dental benefits to eligible retirees. Currendy, retirees are offered the same benefits as active

employees after reflecting Medicare coordination. The components ofpostretirement benefit cost (in thousands) are as follows:

1997 1990 1995

Service cost
Interest cost
Actual return on plan assets

Transition obligation amortization
Nct amortization and deferral
Toul postrctirement benefit expense

$ 1,300
4,452

(6,076)
1,817
4,192

S 1,449

4>478

(1,208)
1)817

159

$ 5,685 $ 6,377

S 1,869

4,962

(2,726)
1,817

2,498
$ 8,420

The followingsets forth the plan's funded sutus and amounts (in thousands) at December 31:

Accumulated benefit obligations for.
Retirees

Fully eligible employees
Active employees

Accumulated benefit obligation
Fair value ofplan assets

Funded status

Nct unrecognized (gain) loss

Unrecognized transition obligation (being amortized through the year 2012)
Accrued postretirement liability

1997

S 26,664
16,079
16 341
59,084
33 159

(25,925)
(4,033)
27 256

S (2,702)

1990

S 25,237

15,375

17 787

58,399
20 930

(37,469)
2,416

29 074
S (5,979)

Plan assets consist primarily ofdomestic common stock, fixed income securities and cash equivalents.

The weighted average discount rate used to measure the projected benefit obligation was 7.25% and 7.75% for 1997 and 1996,

respectively, and the expected long-term rate of return on plan assets was 8.75% for 1997 and 1996. The healdi care cost trend
rate was 8.0% for 1997, 1996 and 1995. The effect ofa 1% increase in the health care trend rate assumption would increase the
accurnubted postrctirement benefit obligation as of December 31, 1997 by approximately $ 10.5 million and the aggregate ser-
vice and interest cost components ofnet periodic postrctircmcnt benefit cost for 1997 by approximately $ 1.2 million.The health
care cost trend rate was expected to decrease to 5.0% by 2010 and to remain at that level thereafter.
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Exectcti ve Retirentent Program

The Company has an executive retirement program for a

group ofmanagement employees. The program ivas intend«

ed to attract, motivate and retain key management employees.

The Companys projected benefit obligation for this prograin,

as of December 31, 1997, was $ 19.2 million, of which the

accuinulated and vested benefit obligation was $ 19.2 million.

As ofDecember 31, 1997, the Company has recognized an

additional liabilityof$2.7 millionfor the amount ofunfund-

ed accumulated benefits in excess of accrued pension costs.

The net periodic pension cost for 1997, 1996 and 1995 was

$2.2 million, $2.1 million and $2.0 million, icspcctively. In
1989, the Company established an irrevonble grantor trust

in connection with the executive retirement program. Under

the terms of the trust, the Company may, but is no't obligat-

ed to, provide funds to the trust, which was established with
an independent trustee, to aid it in meeting its obligations

under such program. Marketable securities in the amount of
approximately $ 10.1 million (fair inarkct value of$ 15.2 mil-

lion) are presently in trust. No additional funds have been

provided to the trust since 1989.

Stoci: Option Plans

The Company's Performance Stock Plan is a non-

qualified stock option plan, covering a group of inanage-

ment employees. Options are granted at the fair market

value of the shares on the date ofthe grant. Options grant-
ed through December 31, 1995, vested on June 30, 1996,

have an exercise term of up to 10 years. All subsequent

awards granted after December 31, 1995, vest three years

from thc grant date of the awards. The maximum number

of options authorized are five million shares through
December 31, 2000.

In addition, the Company has a Director Retainer

Plan which provides for payment of the Directors'nnu-
al retainer in thc form of cash, rcsuicted stock or stock

options. The nuinber of options granted in 1997 under
the Director Retainer Plan was 12,000 shares with.an

exercise price of $6.625. No options under the Director
Retainer Plan were exercised during 1997. The number

of option shares outstanding as of December 31, 1997

was 16,000.

The fair value of each option grant is deterinined on

the date of grant using the Black-Scholes option-pricing
model with the following average assumptions used for
grants in 1995, 1996 and 1997, respectively: dividend yield
of2.7%, 2.4% and 3.0%; expected volatilityof20%, 18%

and 20%, risk-free interest rates of 5.5% 5.59% and

5.69%; and cxpccted lives of four years.

A summary of the status of the Company's stock option plans at December 31, and changes during the years then ended is

presented below:

ISST IDDS ISSS

FIXED OPTIONS

WEIOHTED
AVKRAOE
EXERCISE

SHARES PRICK

WEIOHTKD
AVKRAOE
EXERCISE

SHARES PRICE SHARES

WKIOHTKD
AVKRAOE
EXERCISE

PRICE

Outstanding at beginning ofyear
Granted

Exercised

Forfeited

Outstanding at end ofyear

846,787 $ 18 480
312,707 $23.033

98,211 $ 17.625

13,998 $ 19.625

1,047,285 $ 19.858

508,986 $ 17.625

390,228 $ 19480

51,286 $ 17.625

1,141 $ 17.625

846,787 $ 18.480

508,986 $ 17.625

508,986 $ 17.625

Options exercisable at year-end

Weighted-avciage fair value ofoptions
granted during the year

362,348

$4.71

456,559

$3.56 $3.49
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The following table summarizes information about stock options outstanding at December 31, 1997:

OPTIONS OUTSTANDINO OPTIONS RXRRCISASL~

IIAHOR OF
EXEIICISR

PIIIC~ 9

NUMBER
CUTSTANDINO

AT 121311ST

WRIOHTED
AVRIIAOR

RRMAIHIHO
CONTRACTUAL

LIFE

WEIOHTED
AVRRAOR
EXERCISE

PRICES

HUMDRII
RXEACISADLR AT

I 2/31 I9 7

WRIOHTKD
AVRIIAOE
EXERCISE

PRICKS

$ 5.50 - $ 6.625

$ 17.625 - $ 23.6875

16,000

1,031,285

9.75 years

8.93 years

$ 6.344

$ 20.06

4,000 $ 5.50

358,348 $ 17.625

$ 5.50 - $ 23.6875 1,047,285 - 8.95 yeats $ 19.858 362,348 $ 17 491

Had compensation cost for the Company's performance stock plan been determined consistent with SFAS No. 123,

ArroIIIItiIIgfor Srorl-Based CompmsarioII, the effect on the Company's pro forma net earnings and pro forma earnings per share

would be as follows:

1997 1990 1990

pn dINI9mdIempt err sbaIT umoIIIEI)

Nct Earnings: (AvIU7IIbkfor IDIIIIIum)

Basic EPS:

Diluted EPS:

As Reported

Pro Fonna

As Reported

ProFonna

As Reported

ProFonna

$80,409

$80,018

$ 1.92

$ 1.92

$ 1.91

$ 1.90

$71,994

$70,952

$ 1.72

$ 1.70

$ 1.71

$ 1.70

$71,848

$71,848

$ 1.72

$ 1.72

$ 1.72

$ 1.72

{8) CONSTRISCTION PROGRAM AND JOINTLY OWNED PLANTS

It is estimated that the Company's construction expenditures for 1998 willbe approximately $ 141.3 million, including expendi-

tures on jointly-owned projects. The Company's proportionate share ofexpenses for thc jointly-owned plants is included in oper-

ating expenses in the consolidated statements ofearnings.

AtDccctnber 31, 1997, the Company's interests and invesunents in jointly-owned generating facilities are:

STATION IFURL TYPE)

CONSTRUCTION
PLANT IN ACCUMULATED WORK IN COMPOSITE
9 ~ RVICR DEPRECIATION PROOIIESS INTEREST

San Juan Generating Station (Coal)
Palo Vcrdc Nuclear Generating Station

(Nuclear)'our.

Corners Power Plant Units 4 2nd 5 (Coal)

$ 725,308

$ 190,649
$ 118,305

(IIII~)
$341,237 $ 21,679

$ 40,434 $ 16,537
$ 55,703 $ 3,812

46.3%
10.2%
13.0%

'ncludes the Company's interest in PVNGS Unit 3, the Company's interest in common facilitics for all PVNGS units and the
'2% beneficial interests in the PVNGS Units 1 and 2 leases.
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San juan Generating Station

The Company operates and jointly owns SJGS. At
December 31, 1997, SJGS Units 1 and 2 are owned on a

50% shared basis with Tucson Electric Power Company,

Unit 3 is owned 50% by the Company, 41.8% by Southern

California Public Power Authority and 8.2% by Tri-State

Generation and Transmission Association, Inc. Unit 4 is

owned 38.457% by the Company, 28.8% by M-S-R Public

Power Agency, California public power agency ("M-S-R"),

10.04% by the City ofAnaheim, California, 8.475% by the

City of Farmington, 7.2% by the County of Los Alarnos,

and 7.028% by Utah Associated Municipal Power Systems.

Palo Verde Nuclear Generating Station

The Company has a 10.2% undivided interest in PVNGS.
Commercial operation cominenccd in 1986 for Unit 1 and

Unit 2 and 1988 for Unit 3. In 1985 and 1986, the

Company completed sale and leaseback transactions for its

undivided interests in Units 1 and 2 and certain related

common facilities.

In 1992, the Company purchased approximately 22% of
the beneficial interests in the PVNGS Units 1 and 2 leases

for approximately $ 17.5 million, recording $ 158.3 million

as utility plant and $140.8 million as long-term debt. In

1993, such utilityplant was written down to $46.7 million

in conjunction with an electric retail rate reduction.

The PVNGS participants have insurance forpublic liabil-

itypayments resulting from nudear energy hazards to the full

limitof liabilityunder Fedeial law. Tliis potential liabilityis

covered by primary liabilityinsurance provided by commer-

cial insuiance carriers in the amount of$200 millionand the

balance by an indusuy-wide reuospecuve assessment progiam.

The maximum assessment per reactor under the re~ve
rating program for each nuclear incident occurring at any

nuclear power plant in the United States is approximately

$79.3 million, subject to an annual limitof$ 10 million per

incident Based upon the Company's 10.2% interest in the

thiee PVNGS units, the Companys maximum potential

assessment per incident for all thrcc units is approximately

$24.3 million, with an annual payment limitation of$3 mil-

lion per incident. The insureds under tlus liabilityinsuiance

indude the PVNGS participants and "any other person or

organization with respect to his legal responsibility for dam-

age caused by the nuclear energy hazard". Ifthe funds pro-

vided by this retiospective assessment program prove to be

insufficient, Congress could impose revenue raising measures

on the nudear industry to pay claims.

The PVNGS participants maintain "all-risk» (including

nuclear hazards) insurance for nuclear property damage to,

and decontamination of, property at PVNGS in the aggre-

gate amount ofapproximately $2.75 billionas ofJanuary 1,

1998, a substantial portion ofwhich must be applied to sta-

bilization and decontamination. The Company has also

secured insurance against portions of the increased cost of
generation or purchased power and business interruption

resulting from certain accidental outages ofany of the three

PVNGS units if the outage exceeds 17 weeks. The
Company is a inernber of two industry mutual insurcrs.

These mutual insurers provide both thc "all-risk" and

increased cost ofgeneration insurance to the Company. In
the event of adverse losses experienced by these insurcrs,

the Company is subject to an assessment. The Company's

maximum share of any assessment is approximately $4.3

millionpcr year.

The Company has a progrun for funding its share of
decommissioning costs for PVNGS. Under a portion of
this program, the Company makes a series of annual

deposits under agrcemcnts approved by the NMPUC to an

external non-qualified trust winch are applied towards an

invesunent in life insurance policies on certain current and

forincr cinployees. The remaining portion of the nuclear

decominissioning funding program is invested in equities in

qualified and non-qualifiied trusts. The results of the 1995

decommissioning cost study indicated that the Company's

share of the PVNGS decommissioning costs will be

approximately $ 162.6 million (in 1997 dollars).

Pursuant to NMPUC approval, the Company funded an

additional $2.1 millionand $ 12.5 millionin 1997 and 1996,

respectively, into the qualified and non-qualified trust funds.

The estimated market value of the trusts, including the nct

cash value of the current life insurance policies, at the end

of 1997 was approximately $30.9 million.

{S) LONO TERM POWER CONTRACTS

The Company had two long-term contiacts for the puiehase

of electric power. Under a contiact with M-S-R, which

expired in carly 1995, the Company was obligated to pay cer-

tain miniinum amounts and a variable component represent-

ing the expenses associated with thc energy purchased and

debt service costs associated withcapital improvements. Total

payments under tlus contiact amounted to approximately

$ 14 million for 1995.

The Company has a power puiehasc contract with SPS

for up to 200 MW, expiring in May 2011. The Company
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may reduce its purchases from SPS by 25 MWannually upon

three yeats'otice. The Company provided such notice to

reduce the purchase by 25 MWin 1999 and by an addition-

al 25 MWin 2000. Also, the Company has 39 MWofcon-

tingent capacity obtained from El Paso Electric Company

under a transinission capacity for generation capacity trade

arrangemcnt that increases to 70 MW from 1998 through

2003. In addition, the Company is interconnected with vari-

ous uulities for economy interchanges and mutual assistance

in emergencies.

The Company anticipates the need forapproximately 100

to 200 MWofadditional capacity in the 1998 through 2000

tiineframe. To meet this need, in 1996, the Company entered

into a long-term power purchase contract with the Cobisa-

Peison Limital Partnership ("PLP") to pui7chase approxi-

mately 100 MWofunit contingent pcaldng capacity from a

gas turbine generating unit for a period of20 years, with an

option to rene'or an additional fivyeats. The gas turbine

generating unit willbe constructed and operated by the PLP
and will be located on the Company's retired Person

Generating Station site located in Albuquerque, Ncw
Mexico. The site for the generating unit was chosen, in part,

to provide needed benefits to the Company's constrained

transmission system. In October 1996, the Company filed a

request for approval from the NMPUC. The NMPUC
issued a final order approving the application in September

1997. The final order also induded approval of a stipulated

senleinent agreement ("Stipulation") which had earlier been

entered into among the Company, the PLP and the

NMPUC staff to resolve certain issues raised in this pro-
ceeding. The Stipulation included, among other things, a

provision wherein the Company comnutted, in cooperation

with the NMPUC staff, to the development and evaluation

of a request for proposal ("RFF') for purchase of approxi-

mately 5 MWof capacity from solar generation resources.

The Company would not be obligated to build such a unit or
commit to such a power purdiase agreement prior to

NMPUC approval ofa full-recovery mechanism that would

not put the Company at a competitive disadvantage.

The NMPUC docketed a new case to followthe progress

of the RFP and address the issue of fullest recovery. The
RFP was issued on January 16, 1998. Proposals are due on

March 24, 1998. It is expected that contracts with successful

bidders willbe signed byJune 6, 1998 in order to facilitate the

NMPUC hearing on full-cost recovery, winch has been

scheduled forJune 15, 1998.

On December 23, 1997, the PLP received FERC

approval for "exempt wholesale generator" status with

respect to the gas turbine generating unit, as defined in
Section 32 of the Public Utility Holding Company Act.

Under the power purchase agreemcnt, construction of the

gas turbine generating unit is expected to begin in August

1998, with commercial operation and power delivery sched-

uled in May 1999. The operation date was chosen to satisfy

both resource and transmission needs anticipated for the

Company's jurisdictional load. However, a reduction in the

Company's load forecast for 1999 combined with tcchnical

issues concerning one of the candidate gas turbines has lead

the Company and PLP to consider a nine to twelve month

delay in the operation date.

Inaddition to the long-tenn power purchase contract with
the PLP, the Company is pursuing other options to ensure its

additional capacity needs are met.

1998

1999

2000

2001

2002

Later years

Total minimum lease payments

S 79,436

79,068

78,711

78,528

78,425

950,979

I1,343,147

110) LEASE COMMITMENTS

The Company leases Units 1 and 2 of PVNGS, certain

transmission facilities, office buildings and other equipment

under operating leases. The lease expense for PVNGS is

$66.3 million per year over base lease terms expiring in
2015 and 2016. Prior to 1992, the aggregate lease expense

for the PVNGS leases was $84.6 million per year over the

base lease terins; however, this amount was reduced by the

purchase ofapproximately 22% ofthc beneficial interests in
thc PVNGS Units 1 and 2 leases (sec note 8). Each

PVNGS lease contains renewal and fair market value pur-
chase options at the end of the base lease tenn. Covenants

in the Company's PVNGS Units 1 and 2 lease agreements

limit the Company's ability, without consent of the owner

participants and bondholders in the lease transactions, (i) to
cntcr into any merger or consolidation, or (ii)except in con-

nection with normal dividend policy, to convey, transfer,

lease or dividend more than 5% of its assets in any single

transaction or series ofrelated tiansactions.

Future minimum operating lease payinents (in thou-

sands) at December 31, 1997 are:



P U 0 L I C 5 X R V I C R C 0 M P A N Y 0 F N K W M K X I C 0 A N D 8 U D 8 I D I A R I X 0

Operating lease expense, inclusive ofPVNGS leases, was

approximately $80.8 Inillionin 1997, $80.3 million in 1996

and $80.0 million in 1995. Aggregate minimum payments

to bc received in future periods under noncancelablc sub-

leases are approxirnatcly $5.9 Inillion.

f11) ENUIRCNMENTAL IssUEs
AND RETIRED FOSSIL FUELED PLANT
DECOMMISSIONINO COSTS

The Company is committed to complying with all applica-

ble environmental regulations. Environmental issues have

presented and will continue to prcscnt a challenge to the

Company. The Company has evaluated the potential

impacts of thc followingenvironmental issues and believes,

after consideration ofestablished reserves, that the ultimate

outcome ofthese environmental issues willnot have a mate-

rial adverse effect on the Company's financial condition or
results ofoperations.

ELECTRIC OPERATIONS

Santa Fe Generating Station ("Santa Fe Station")
The Company and the New Mexico Environment

Deparnnent ('NMED")have conducted investigations of
the groundwater contamination detected beneath the former

Santa Fe Station site to dctertnine the source of the conta-

mination. The Colnpany has been and is continuing to

cooperate with the NMED regarding site investigations

and remedial planning pursuant to a Settlement Agreement

between the Company and the NMED. In June 1996, the

Company received a letter from thc NMED, indicating that

the NMED believes the Company is the source ofgasoline

contatnination in a municipal well supplying the City of
Santa Fe and groundwater underlying the Santa Fe Station.

Further, the NMED letter stated that the Company was

required to proceed with interim remediation of the conta-

mination pursuant to the New Mexico Water Quality

Control Commission ("NMWQCC")regulations. InJuly

1996, the Company filed an appeal with the NMWQCC
protesting the deterlninauon and directives contained in the

NMED'sJune 1996 lcttcr. Subscqucntly, negotiation meet-

ings were conducted between the Company and the NMED
for a resolution of the groundwater contamination issue.

On October 3, 1996, the Company and the MIED
signed an Amendment to thc Settlement Agreement con-

cerning the groundwater contaminauon pnderlying the site.

As part of the Arnendtnent, the Company agreed to spend

approximately $ 1.2 million ("Settkment Amount) for cer-

tain costs related to sampling, Inonitoring, and develop-

ment and implementation ofa remediation plan.

The amended Settlement Agreement does not, however,

provide the Company with a fulland complete release from
potential further liabilityfor remediation of the groundwa-

ter contamination. After the Company has expended the

Settlement Atnount, if the NMED can establish through

binding arbitration that the Santa Fe Station is the source of
the contamination, the Company could be required to per-

form further remediation that is deterlnined to be neces-

sary. The Company continues to dispute any contention

that the Santa Fe Stauon is the source of the groundwater

contamination and believes that insuffIcient data exists to

identify the sources of groundlvater contamination. The
Company has completed an aquifer characterization report
and a groundwater quality rcport associated with the 40 day

reactivation of the adjacent Santa Fe supply well inJuly and

August of1996. These reports strongly suggest the ground-

water contamination docs not originate from the Santa Fe

Station site and has been drawn under the site by the pump-

ing of the Santa Fe supply well. In addition, other urban

wells in Santa Fe are likely to be vulnerable to contamina-

tion from off-site sources.

The Company and the NMED,with the cooperation of
the City of Santa Fe, have chosen a remediation plan pro-

posed by a remediation contractor. The City of Santa Fe,

the Company and the NMED have entered into a

Memorandum of Understanding concerning the chosen

remediation plan and the operation of the municipal well

adjacent'to the Santa Fe Station site in connection with car-

rying out that plan. Construction ofthc remediation system

under the plan is expected to commence in the second quar-

ter of 1998. The system is expected to be in operation early

in the third quarter of 1998.

Person Generatittg Station ("Person Station")
The Company, in compliance with the NMED's Corrective

Action Directive, deterlnined that groundwater contamina-

tion exists in the deep and shallow groundwater at the Person

Station site. The Company is required to delineate the extent

of the contamination and remediate the contaminants in the

groundwater at the Pelson Station site. The extent of the

contaminant plume in the deep groundwater was ~
and results were reported to the NIIED.The Company cur-

rently is involved with the process to renew the Resoutce

Conservation and Recovery Act postwlosure care permit for

the facility. Relncdial actions for the deep groundwater will

be incorporated into the new pcrlnit. The Company has pro-

posed a monitoring program in conjunction with natural
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attenuauon processes as the most cost effective approach for
the deep groundwater remediation. The Company's current

estimate to decommission its retired fossil-fueled plants

includes approximately $6.3 million in additional expenses to

complete the groundwater remediation program at Person

Station. As part ofthe financial assurance requitement of the

Person Station Hazardous Waste Permit, the Company

established a trust fund. The current value of the trust fund

at December 31, 1997, was $7.3 million.The remediation

program continues on schedule.

GAS OPERATIONS

Gas Wcffbead Pit RevtediatioII

The New Mexico Oil Conservation Commission issued an

order, effective on January 14, 1993, that aflects the gas gath-

ering facilitics located in the San Juan Basin in northwcstcm

Ncw Mexico. The Bureau of Land Managctnent ("BLM')
has issued a similar order. The order prohibits the funhcr
discharge offluids associated with the production ofnatural

gas into unlined earthen pits in specified areas (designated as

"vulnerable areas") in the San Juan Basin. The order also

required the submission ofclosure pbns for the pits where

further discharge was prohibited. The Company has com-

plied with the orders and has submitted and received

approval for pit closures from the New Mexico Oil
'onservationDivision ("OCD ) and the BLM.

These gas gathering facilities werc sold to Williams Gas

Processing-Blanco, Inc., a subsidiary of the Williams Field

Services Group, Inc., ofTulsa, Oklahoma ('williams") on

June 30, 1995. As a part ofthe purchase and sale agreement,

the Company agreed to cease discharge to unlined earthen

pits in designated vulnerable areas and to retain the respon-

sibility for pit closures for a stated period of time and to a

stated dollar amount, The Company has assessed the pits in
accordance with OCD/BLMdirectives, and is now in the

process ofclosing pits and remediating them, ifnecessary, at

wellhead locations within the designated vulnerable areas.

The Company has submitted a groundwater management

plan to the OCD and has received approval of the plan, and

is proceeding with delineation ofgroundwater contarnina-

tion and, as necessary, cleanup, in accordance with the

approved plan. The Company willaddress soil and ground-

water contamination within the dollar and time limitations

imposed by the purchase and sale agreemcnt with Williams,
and in accordance with the requirements of the OCD.

In March 1995, the Jicarilla Apache Tribe ("Jicarilla")

enacted an ordinance directing that unlined surface

impoundments located within environmentally sensitive

areas be retnediated and closed by December 1996, and that

all other unlined surface itnpoundments on Jicarilla lands be

remediated and closed by December 1998. In 1995, the

Company received a claim for indemnification by Williams,
the purchaser of the Company's gas gathering and process-

ing assets, for the environmental work required to comply
with the Jicarilla ordinance. The Company submitted a clo-

sure/remediauon plan to the Jicarillas, which was approved.

The Company's remediation work pursuant to the plan

commenced in mid-1996, and the costs of remediation are

being charged against the $ 10.6 millionindemnificatio cap

contained in the purchase and sale agreement between the

Company and Williams. The Company met the require-

ment for closing and remediating pits within the environ-

mentally sensitive area by Decernbcr 1996, and anticipates

closing and remediating all other pits associated with the

gas gathering and processing assets by the December 1998

deadline specified in the ordinance.

I12) ASSET SALES

In 1995, the Company and its subsidiaries sold certain non-

stntegic gas assets for approximately $154 million to
Williams, recognizing an after-tax gain of $ 12.8 million.
This gain was adjusted to $ 11.8 million in 1996 due to an

accrual for additional gas environtnental costs. Under the

NMPUC order approving the sale, thc Company is

required to share approximately $35 million from the sale

with customers, whidI is being credited to the customer'

bills over fivyears. After completion of the fifthyear, the

amount ofgain willbe recalculated to include actual expens-

es specified in the agreement, subject to NMPUC review.

As of December 31, 1997, the Company has a remaining

balance of $ 11.9 million for future years credit to its cus-

tomers. However, as a result of the increase in estimated

sales expcnsc, the Company proposed in another NMPUC
case to retain $7.2 Inillionofthe $ 11.9 millionuntil all actu-

al expenses have been accumulated. The NMPUC has not
issued an order on thc Company's proposal. In addiuon, thc

Company, in 1995, sold its water division to the City of
Santa Fe for $51.2 million (exclusive of current assets net-

ted against current liabilities), recognizing an after-tax gain

of$6.4 million.The Company, through its Energy Services

Business Unit, has a contract with the City of Santa Fe to
operate the Santa Fe water systems through the year 2001.
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f131 SEOMENT INFORMATION

The Company primarily operates in three business segments, as indicated below. A description of each of the Company's three

segments and their products, services and markets served is included in Part I of the Annual Rcport on Form 10-K. Corporate

administrative expenses are allocated to segments based upon the nature of the expense.

Summarized financial information by business segment for 1997, 1996 and 1995 is as follows:

SLSCTRICi OAS
SHSROY

SSRVICSS~ ~ OTHSR

Pn Ihmnnnds)

TOTAL

>9971
Operating revenues

Operating expenses exduding income taxes

Pre-tax operating income (loss)

Operating income tax (benefi)
Operating income (loss)

Depreciation and amortization expense

Construction expenditures

Identifiabl assets:

Net utilityplant
Other

Total assets

1 996:
Operating revenues

Operating expenses excluding income taxes

Pre-tax operating income (loss)

Operating income tax (benefit)
Operating income (loss)

Depreciation and amortization expense

Construction expenditures

Identifiable assets:

Net utilityplant
Other

Total assets

S 722,438
576,521
145,917
36,446

$ 109,471

$ 68,089

$ 96,963

$ 1,276,927
509,007

$ 1,785,934

$ 645,639
509,804
135,835

32 422
S 103,413

S 64,817

S 76,572

$ 1,270,141
449 478

$ 1,719,619

$294,769
263,738

$ 118,060
132,629

$ — $ 1,135,267
972,888

31>031

7,587
(14,569)

5,732 33

162,379
38,334

S 23,444 S (8,837) S (33) S 124,045

S 14,587 S 26 $ — S 82,702

S 31,408 $ - $ — S 128,371

$296,223
183,097

$
40,479

$ — $ 1,573,150
7,999 740,582

$479,320 $ 40,479 S 7,999 $2,313,732

$227,301
191,922

$ 10,446
16,246

S — $ 883,386
717,972

35,379
8 927

(5,800)
2 296

165 414
39 395342

$ 26,452 $ (3,504) $ (342) $ 126,019

$281,348
202 725

S 1,204
13 618

$484,073 S 14,822

$ 1,552,693
677,621

S

11 800
$ 11,800 $2,230,314

$ 13,122 S 177 S — $ 78,116

$ 26,497 S 18 S — $ 103,087

x9951
Operating revenues

Operating expenses excluding income taxes

Prc-tax operating income
Operating income tax

Operating income

Depreciation and amortization expense

Construction expenditures

Identifiable assets:

Net utilityplant
hther

Total assets

S 584,284
470,824
113,460
24,884

S 88,576

S 63,047

S 76,610

$ 1,298,103
327 547

$ 1,625,650

$217,985
190,128
27,857

4,313
S 23,544

S 17,248

S 26,315

S276,218
125 387

$401,605

S 6,196 S 808,465
3,931 664,883
2,265

997
143,582
30,194

S 1,268 S 113,388

S 570 S 80,865

S 4,741 S 107,666

$ 113 $ 1,574,434
8,301 461 235

S 8,414 $2,035,669

'ncludes the resources excluded from NMPUC retail rates regulation.
'*Energy Services began operations in 1996.

On June 30, 1995, the Company sold substantially all of the gas gathering and processing assets of the Company and its gas

subsidiaries and on July 3, 1995, the Company sold its water division (sce note 12).
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C1URRTERLY OPERATING RESULTS

The unaudited operating results by quarters for 1997 and 1996 are as follows:
CUARV~ R SHD AD

MARCH 3 ~ JUHS 30 SSPTSMBSR 30 DSCSMD ~ R 31

fin tbousanis tJwpt ptr sbart antouns)

19971
Operating Revenues

Operating Income
Net Earnings
Net Earnings per Share (basic)
Net Earnings per share (diluted)

I
996'perating Revenues

Operating Income
Nct Earnings (1)
Nct Earnings per Share (basic) (1)
Nct Earnings per Share (diluted) (1)

$298,822

S 36,693

$ 24,896

S 0.59
S 0.59

S241,904

S 38,475
S 26,448
S 0.63

S 0.62

$238,742

S 25,994
S 15,567

$ 0.37

$ 0.37

$ 197,597

S 25,346
S 13,542

S 032
S 0.32

$285,971

$ 34,885

$ 24,319
$ 0.58

S 0.57

$210,757

S 32,412
S 19,940

S 0.47

S 0.47

$311,732

$ 26,473

$ 16,213

$ 0.38

$ 0.38

$233,128
S 29,786
S 12,650

S 0.30
S 0.30

In the opinion ofmanagement of the Company, all adjusunenrs (consisring ofnormal recurring accruals) necessary for a fair
statement of the results ofopcrauons for such periods have been included.

(1) During the quarter ended December 31, 1996, the Company made a provision for loss of$ 10.0 million, net of tax ($.24 per
cornrnon share), as a result of the gas rate order, pending the outcome of the appeal. In addition, the Company recorded an

after-rax curtailment gain of$8.0 million ($ .19 per common share) related to thc change of the Company's defined benefit
pension plan.

Operating Rtvcnuts
ptr Division

$ g,rgg $ 10,44$

$ 1 13,ggg

~ r
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GLOSSARY

AG .. ...New Mexico Attorney General NIIED ...New Mexico Environment Department

...BHP Mnerals International, Inc.

......Bureau ofLand Management OCD .. ...New Mexico Oil Conservation Division

¹IPUC ......New Mexico Public UtilityCommission

COA CityofAlbuquerque PGAC .....PNMGS'urchased Gas Adjusunent Clause

EIP ..

El Paso

EPNG ..

FASB

Farmington

FERC ..

Four Corners

...Eastern Interconnection Project

...El Paso Electric Company

..........El Paso Natural Gas Company

....Financial Accounting Standards Board

........City ofFannington, New Mexico

...Federal Energy Regulatory Comtnission

..............Four Corners Power Plant

PRC .. ..Public Regulation Commission

PVNGS .. ..Palo Verde Nuclear Generating Station

SDGRE.........San Diego Gas and Electric Company

SEC .. ..Securities and Exchange Commission

SFAS ......Statement ofFinancial Accounting Standards

PNMGS ......Public Service Company ofNew Mexico

Gas Services, a division of the Company

FPPCAC

LOBs

...Fuel and Purchased Power

Cost Adjustment Clause

..........Kilowatt Hour

.Lease Obligation Bonds

SJCC ..

SJGS

SPS ..

SUNs

...San Juan Coal Company

San Juan Gcneraung Station

...Southwestern Public Service Company

Senior Unsecured Notes

Los Alatnos.... The County ofLos Alamos, New Mexico UAMPS .....Utah Associated Municipal Power Systems

M-S-R .....M-S-R Public Power Agency,

a California public power agency

Williams .. .....Williams Gas Processing-BIanco, Inc.,

a subsidiary of the Williams Field Services

Group, Inc., ofTulsa, Oklahoma



INVESTOR INFORMATION

COMMON STOCK PRICES RND DIVIDENDS DECLRRED
(ln dollars)

QUARTER DIVIDEND
1997
HID H LOW DIVIDEND

199e
HID H LOW

1

2

3

4

$0.17
$0.17
$0.17
$0.17

20 I/3

18 s/9

19 9/I6

23 1$/I6

17 I/O

15 3/4

17 3/4

18 7/hh

$0.12

$0.12

$0.12

$0.12

18 3/4

2Q I/2

2Q 3/9

19 7/9

17 3/8

17 I«
19

18 I/s

CORPORATE HEADQUARTERS
Public Service Company ofNcw Mexico
Alvarado Square, Albuquerque, NM87158

(505) 241-2700

ANNUAL MEETINQ
The 1998 annual meeting of shareholders will be held
on Tuesday, April 28, at the UNM Continuing Education
Confcrcncc Center, located at 1634 University Boulevard

NE, Albuquerque, NM. The meeting will begin at
9:30 a.m. (MDT).

TRANSFER AGENT AND REGISTRAR
PNM Shareholder Records Dcparuncnt, Alvarado Square-
1104, Albuquerque, NM87158 Telephone: (800) 545-4425;
Fax: (505) 241-4311 E-Maih yjohnsonnhaikpnm.coin

INVESTOR INFORMATION AND
SHAREHOLDER RECORDS INQUIRIES
Investor inforination is availablc 24 hours a day, seven days a

week by calling PNM's shareholder inforinauon line. This
automated systcin features earnings and dividend inforination,
news releases, financial statements and a daily stock quote.
Call (800) 840-0PNM.

Other questions concerning stock ownership inay be
directed to PNMs Shareholder Records Deparunent. Call
1-800-545-4425 or write to the above address.

SECURITIES ANALYST INQUIRIES
Securities analysts, portfolio managers and represenutives
of financial institutions seeking inforination about
PNM should contact Barbara BarsLy, Vice President,

Strategy, Analysis and Investor Relations at the corporate
headquarters address, or call (505) 241-2662. E-Maih
bbarsLy8mail.pnm.corn

PNM ON THE INTERNET
PNM's home page on the World Wide Wcb conuins back-

ground information on the company, news releases, financial
informauon, and an electronic version ofour annual report.
Specific information of interest to investors can be found at
hvhvw.pnm.corn

COMMON STOCK LISTINQ
PNM's common stock is listed under the symbol PNM and

primarily tuded on the New York Stock Exchange. As of
December 31, 1997, there were 17,634 common share-

holders of record.

REQUESTS FOR ANNUAL REPORTS
OR FORM 10 K

To obtain an additional copy of tlhis annual report or a

copy of tlic annual Form 10-K filed with the Sccuritics
and Exchange Commission, call 800-545-4425, or write
to Barbara Barsky at the corporate headquaixcrs address.

PUBLIC POLICY ISSUES
PNM encourages its shareholders to take an active interest
in the legislative and public policy issues that affect the com-

pany and the utilityindustry. For inorc information, conuct
PNM's Investor Relations Dcparunent at 1-800-545-4425.

PNM DIRECT
The followinginvestor services are available through PNM's
direct stock purchase and dividend reinvesunent plan:

Direct purchase ofPIstock

PNM offers a direct stock purdhase plan to allin~ patuci-
pants. Shares can be purchased (or sold) at nominal commissions.

Automatic cash contributions
Through PNM Direct participants can make regular cash

contributions to purchase additional shares of PNM com-
mon stock, by having funds automatically withdrawn from
their bank accounts.

Direct deposit ofdividends
Your PNM quarterly dividends can be deposited automati-
cally into your personal checking or savings account.

Other features and services
~ Acceptance ofPNM stock certificates for safekeeping
~ Minimum $50 invesunent; $60,000 maximum per year

Call or write Shareholder Records for a prospectus on this

popular program.
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The Southern California Public Power Authority (SCPPA) is a joint

SCPPA MEMBERS

City of Anaheim

Chy of Axusa

aty of Banning

City of Burbank

City of Colton

City of Glendale

Imperial Irrigation Dhtrlct

Los Angeles Department of
Water And Power

City of Pasadena

City of Riverside

City of Vernon

~ Southern
Transmission System

w m Mead-Phoenix
Transmhslon Project

~ ~ Mead.Adelanto
Transmhslon Project

g Palo Verde Nuclear
Generating Station

P Hoover Upratlng
Project

p San Juan Generating
Station

~ Member Agencies

SCPPA was formed in

j'980to finance the NEVAOA q.8
acquisition of gener-

ation and trans-

n
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Currently, SCPPA Alo Yla»s

has three generation projects and three

NEW MEXICO

transmission projects, bringing power from Arizona, New Mexico, Utah,

and Nevada.

The projects were financed through the issuance of tax-exempt bonds,

backed by the combined credit of the SCPPA members participating in

each project. As of June 30, 1997, SCPPA had issued $ 8.45 billion in

bonds, including refunding bonds, of which $3.16 billion in principal was

powers authority consisting of 10 municipal utilities and one irrigation

district, who deliver electricity to 2 million customers over an area of

7,000 square miles, with a total population of 4.8 million.

The members are the municipal utilities of the cities of'naheim,

Azusa, Banning, Burbank, Colton, Glendale, Los Angeles, Pasadena,

Riverside, and Vernon, and the Imperial Irrigation District.

outstanding.

SCPPA's role has evolved over the years to indude advocacy at the state

and national levels, and cooperative efforts to reduce member costs and

improve efficiency.

SCPPA



Bernard V. Palk
Ae6ni

Cooperation among SCPPA members reached new levels this year, and paid

high dividends. I'.acing the enormous challenges of industry deregulation,

we realized that common problems could have common solutions, and that

by presenting a unified position, wc could best influence the course of events

to protect our customer/owners.

SCPPA became the local forum for discussion, and the conduit for infor-

mation to and from Sacramento. SCPPA Directors were heavily involved in

shaping thc legislation which will change thc way we do business in

California, and we are represented on the Boards of both thc Independent

System Operator and the Power Exchange.

We are working together to reduce debt service costs and operating

costs on our SCPPA generating projects, and are working individually to

reduce local operating costs and to improve customer service.

The individual SCPPA members will decide if and when open access is

in the best interests of our individual utilities and customers, but we willcon-

tinue to search for areas where cooperation and joint action can benefit us all.

This year proved the power of cooperation. Next year holds new chal-

lenges, and SCPPA will provide the mechanism to address many of them

cooperatively.

Brmmn V. PALV.

President

SCPPA



Daniel W. Waters
Ears(hv Dieter

Restructuring dominated thc California electric utility industry this year,

and it certainly dominated my schedule. Along with many of the SCPPA

Directors, I was heavily involved in the debate leading up to the enactment

of AB 1890 in September 1996. SCPPA and its members continued to be

very active in the creation of the Power Exchange and the Independent

System Operator. Protecting our member utilitics and their customers has

bccn our prime goal, and we feel proud of our success. Public power will

not bc harmed by this very political process which was driven by the large

industrial customers of the California investor-owned utilities.

Throughout the restructuring process, SCPPA worked dosely with

the California Municipal Utilities Association (CMUA) and the

Northern California Power Agency (NCPA). The successful teamwork on

restructuring has led to cooperative efforts in other areas. Nine SCPPA

members, eight NCPA members, and the Sacramento Municipal Utility

District are working together to develop a Public Power Restructuring

Education Program to help educate their customers about California's

cmcrging electric market.

In addition, five SCPPA members and seven NCPA members are

cooperating on the development of new Customer Information Systems.

We will be watching for other areas where North-South cooperation will

yield common benefits.

SCPPA completed rcfundings for the Palo Verde Project and the

Southern Transmission Project during this fiscal year, lowering costs for

SCPPA



SCPPA Directors

Lijiso Rigkc

Daniel W. Waters
Excnrrlw lxnnor

Bernard V. Palk
Prmtkrs

Joseph F. Hsu
Hre Pndket

Eldon A. Cotton

Sitar@

L@@ ))

1

both projects. At year's end, we were working toward a major restructuring

of all the Palo Verde 6xed-rate debt, with the goal of lowering the project

cost to market value by 2004.

This was an exciting, challenging year. Cooperation among SCPPA

members, and with our public power cousins in the North, has helped us

shape the immediate future. SCPPA will continue to serve as the hub and

catalyst for the joint actions which willhelp our members to meet the even

greater challenges to come.

DANIELW. WATERS

Executive Director

SCPPA



When SCPPA was formed in 1980, many of its members were effectively "land-

locked", completely dependent on Southern California Edison for their generation and

transmission requirements. Membership in SCPPA allowed them to become generation

and transmission owners. This made their power costs lower and more predictable, gave

them more independence and local control, and gave them a voice in regional planning

and development.

In the 1980's and early 1990's, environmental constraints, uncertain price and avail-

ability of oil and natural gas, and continuing load growth led to investment in nuclear

and coal plants by most California utilities. Diversity of fuel type and firm transmis-

sion access were thought to be the route to stable rates in the long term. Conventional

wisdom also said that spreading the cost out over the entire life of the resource was the

most fair to our customers who paid the bills.

In recent years, natural gas has been abundantly available and relatively inexpensive.

New technology and this low fuel cost make it possible to generate electricity at a

much lower cost than our older power plants. The potential for these lower costs is

driving the deregulation of our industry.

Beginning in 1998, California will experience radical change. The investor-owned

utilities will divest a significant portion of their fossil-fueled generation, sell all their

generation into and supply all their needs from a Power Exchange, and turn their trans-

mission over to an Independent System Operator. They willgive residential and small

commercial customers a 10/o rate decrease, through the sale of billions of dollars

SCPPA
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Edward K. Aghjayan
Innovation tuu defined

thc Anaheim Public
UtiTitics since its ineep-

cion in 1885, and the uuTity contmues

ics rrcotd of innoruion by prepanng
for the restructured California cketric
indtuuy. Amheim PuMic

Uuhties'esidential

rates are 2896 lower than the

neighboring competitors', and the Iasc

three commercial/iud tutriai rate

changes luve been decreases. In addi-
cion. Anaheim Public Utilities has

encercd into a joint venture which will
allow Anahrim to bcmme dte firsc rity
in the nation with a publidyowneeL
privately-run fttoptic net«ode serv

ing che city.

Cmtomers served ...... 105,743
Power Generated and Purduscd
(in Megawatt-Hours)

Self~ed ....... 670,471
Purdtased.........2240871

Total..........2.911342
Transmission (in miles)..... I,426
Total Rcvnmcs (000s)... $244,195
Operaung Costs (000s) .. $214323

worth of "rate reduction bonds". Perhaps most importantly, they willlose

their service area monopoly, and customers will be free to choose any

power supplier.

SCPPA members, as consumer-owned utilities, are not mandated to

follow suit, but there will be great political pressure to lower rates and

grant customers the right to choose their electricity supplier. SCPPA

members are taking action on many fronts to make their rates competitive

by the turn of the century, when the full force of competition is expected to hit.

The customers of California's consumer-owned utilities already enjoy lower aver-

age retail rates than customers oF the neighboring investor-owned utilities,

in addition to the benefits of local control, local employment, and contri-

butions to their cities'eneral funds.

The electric utility industry is evolving. SCPPA and its members are

also evolving. Starting as a tool for joint financing, SCPPA has become a

catalyst and a vehicle for cooperative long-range planning, problem solv-

ing, and political advocacy. Based on a firm belief in the value of public

power, SCPPA willcontinue to evolve in response to its members'eeds.

C of Azusa

Joseph F. Hsu
'nte rity's electric utility
was scablished m 1898.

and for most of its histo-

ry Azusa purduscd eketrieity «hoiesale

fmrn Southern California Edison. Since

the rnid-1980s, thtotbdt sucemH litilp-
cion aauinst Edison on aaumistion
seem. Azusa begm co obcan shan- and

kiobmerm untraets with other uuTitia.

as «elI as fmm SCPPA. by paitieipadng
in Palo Verde Nudear Gmerating
Station, Horner Hldtoeketnc Phnt,
cavd San turn Gmerating Scation Unit
f13. By tuving the aMity to diversify its

power supply operadons. Azusa has

maintained ics recail rates ac the 1983

ktvL These empetitne rates will help
du rity make a kss stressful traruiuon
coward che dereb«tlated maker ernvton-

Cmcomns served........ 14&6

(in Megawau-Hocus)
Self~ed ...........0
Puudtased..........4M,!69

Renal ............210,760
Wholesak ......... 178,956

Total Revenues(000s) ...$
23,786'peratmg

Costs (000s)... $24,109

SCPPA
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rAs cfOsrskr 31, 1997

SCPPA BONDS
Ftfsulw Awsgtv

Iesmsr s ts
Fwl

htsrss
'lsdr s tmcnsr

Sneer
Sssssk lEc~i

Hoover Upraring Projecc

Southern Tanssnission System

Senior LimBonds

e Lkn
Borxb'o

Vade Psojca
Senior Lien Bonsb

Sbordimre Lien Bonds

Mssitiple Projca Revenue Bonds

Mead-Adcbnco

Mead-Phoenix

Multiple Projecc

Mead-Adebnto
Refurxling'ad-Phoaux

Rfunling

Sm Juan Unit 3s

Oa 2017

Jdy 2023

$ 974A95 4A'ye-7.Ple 436 July 2017

$ 106.700

$ 383900

$ 259,100

$ 173,955

$ 513135

$ 231340

7.1%

7.196

73%

53%

539(s

Ss596

11.1

1Ll
1711

IKS

ling

142

July 2013

July 2013

July 2020

tuly 2015

July 2015

Jsn 2020

$ 30,490 62'/e 132

$ LI66s240 43'As-72'/o 21A
Aa3

Aas/VMGl

Aas/VMG1

A3
A3
A3

Aaa

Aaa

Aaa

A+
AAA/A-1+

AA-
AAA/A.l+

A
A
A

AAA

AAA

AAA

rI sd 1991 Sde tsssss tlsilkLgs Bsssk (AhtLtg1996 SdwliesrsSssis A Bmk (MBBQ 1996 Sde hsvgr tssSs Bess Ssvas B Lvsk(FSA).
tersest. 1992 Sgwe tins Bessk (AMLtg;1993 Sdsetessss Bmk (FClg; 1996 Sdestessss Ssviss A (Ahtaeg; 1996 Sskehsssss 1kslk Bess

Smss B mt C Bvsk (AMBAQ; 199? Sdeskvss Sm'ss A ssd B Bsssk (FSA).
s

ttsgsessscsd ksd tesvssk se sd 13 elsss msssl ssrs mssgsesg sssgsest

1iasssst. 1994 Sssas A Lesk (AMLtCh
tesessk 1993 Sssas A Lssk (MBtA).

Palo Verde Operations —This was a year of new records at Palo Verde.

—29.8 millionMWH's produced —a new site record

—39-day refueling outage for Unit 1 —a new site record

—37.5-day refueling outage for Unit 3 —another new site record

Unit 2 ended the year having been operational every day of the year, on

its way to a new record of 490 days continuous operation. This was the

ninth longest uninterrupted run ever recorded by a U.S. nudear plant.

~eorasssssg
Paul Toor
Esoblishcd in 1913, the

Banning clearial sys-

tenl now serves an area

of approximately 21 squats miles. The
city ovnu a portion of Sm Juan Unit
3 and a portion of Mad Adeianto

and Mead.Phoaux transmission lines.

The service is pmvided to Banning

autmners thmugh the Gty owned

distribution system. With a pmsvn

record of reliability, the City is corn-

nutted to continue to pmvide quahty
service to both present and future cus-

tomas wlule positioning itself for
cffeaive dclnxry of services in a com-

petithe deregulated environment.

Ctutomcrs served........9~9
Powa Gcnaatcd and~
(in Mcgawau-Hours)
Self~ted...........0
uuuchased .....,...120,475

Tool ..........120s475
Transnussion (in mila) ..... 122
Tool Ravnucs (000s).... $ 13409
Operating Costs (000s)... $12,920

PRODUCTION COST 1996-97 OPERATIONS

((3ysvgrisvs grd hbkansncpksr hlsskgr Fsgft

Calendar Cents
Y«u per kWh

1993 2.02

1994 1.93

1995 1.61

1996 1.45

1997 1.35 (orgcc)

Unit I

Unit 2

Unit 3

Aggregate

Industry average

Generation
(Millionsof

MWHs)

9.3

11.0

9.5

29.8

Capacity
Utilization

(9e)

86.5

10? 5

88.1

9?4

70.3

SCPPA
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C of Burbank

Ronald V. Stassl
Burbank's Public Service

Department began serv-

ing both water and elec-

tric customers in 1913, and installed

onwitc gmcration in response to a

surge in industrial and residential

gmwth in the 194k and 1950a Today
the city receives power fmm three

SCPPA ptolects, as well as finn and

interruptilde supplies fmm other util-
ities and gc»vrnment agencies, and

continues to operate its own loal
power phut.

Customers served .......51,189
Power Generated and Puchased
(in Megawatt-Hours)

self~net»ted ....... 101,000
uurchased .........961,000
Total........... h06? 000

Transmission(in miles) .....398
Total Revenues (000s).... $93,851
Operating Costs (SXb)... $90,983

These records are the measurable results oE the reengineering oE work

processes and organization begun by the Operating Agent (Arizona Public

Service) in 1993. Improvements in teamwork and morale, and reduced

production cost are further evidence oE effective management.

San Juan Unit 3 Operations —Unit 3 at the San Juan Generating Station

in New Mexico performed well this year, as it has each year since SCPPA

purchased a 41.8% share in 1993. Its availability factor was 96.7%, and the five SCPPA

participants took nearly 1.7 millionMWH's, the highest yet.

The Limestone Conversion Project is well under way, and running under budget.

When complete, the 3-year project will improve the removal oE sulfur dioxide from

the flue gasses, and save SCPPA $ 3 million per year in operating and

maintenance costs.

Interim Invoicing Agreements continue to encourage high capacity

factors and lower per unit coal costs, and negotiations are proceeding on a

long-term coal supply contract. Both the Operating Agent (Public Service

Company oE New Mexico) and the coal company realize that an economic

fuel supply is vital to the competitive future oE both the plant and the

coal mine.

0 0 on

Tltomas K. Clarke
Thc Co!ton municipal
electric utility was

established in 1895,

eight >vats after city incorporation.
Since 1986, the electric utility has

changed from being sokly dependent

on Southcm California Edison for its
prchased power to being acthvty
enbmged in purchasing po»vr fmm scv-

cral different sources. achieving signif-
icant cost savings in the pmccss.

Customers served....,, . 15~
Ptr»cr Generated and uurchascd

(in Megawatt-Hours)
Self~ed...........0~ .........212300
Total............21~

Transmission (in rnilcs)...... 83
Total Revvnues (00b)....$ 23.981
Operating Costs (OXb)... $23.693

Mead-Pl?ocnix/Mead-Adctanto Tralrsmiss'ion Projects —Nine SCPPA members own

roughly one-fifth oE Mead-Phoenix and one-third of Mead-Adelanto through SCPPA.

The two 500-kV AC transmission lines carry power between the Phoenix area, the

scppA
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Las Vegas area, and Southern California. Both lines successfully completed their first year

of operation.

C'fGen ae

Bernard V. Palk
Incorpontcd in 1906,
Glendale ~ its

elccmc utility in 1909,

obtaining power fmm outside suppli-
era lt received its ftrst power fmm
Hoover Dam in 1937 and inaugurated
the ftrst unit of its own steam generat-

ing plant in 1941. Now called the

Grayson Power Plant, this facility
today has eight generating units.
Glendale continues to purdtase 8S

percent of its power from outside

Customers scrvcd .......82,810
Power Generated and uurchascd

~

(in Megawatt-Hunts)
Self~oersted ....... 144.876
uurchascd ......... 962,718
Total........... 1,107494

Transmission (in rnilcs) ...... 72
Toa! Revenues (ooos)... $ 122.098
Operating Costs (000s)... $96,923

Hoover Uprating I'rojeet —The Uprating Project, which increased the rated

capacity at Hoover Power Plant by 35 percent, continues to be an econom-

ical, renewable resource for nine SCPPA members, six of which financed

their participation through SCPPA. SCPPA is participating in efforts to

identify and mitigate effects on endangered species in the lower Colorado

River area, and is dosely monitoring proposals regarding the sale of the

Federal Power Marketing Administrations.

Southern Transmission System (STS) —The STS is a 488-mile long

+ 500-kV DC transmission line and associated converter stations which delivers power

from the Intermountain Converter Station in Utah to the Adelanto

Converter Station in Southern California. In its usual "ho-hum" fashion, the

STS delivered nearly 14 millionMWH in fiscal year 1996-97, with 99.62%

availability.

Los Angeles Department
of Water and Power

Eldon A. Cotton
In 1916, the City of Los

Angeles bcgm distnbut-

ing electric power pur-
chased from the Pasadena MuniYipai
Power Pbnt. and the following year

abated its first generating capacity
at San Fnacristuito Power Phnt Nca l.
In 1922 thc city utchased the remain-

ing distribution sptem of Southern

Cdifomia Edison Company widun the

city limita It is now the largest nnuuc

ipdly owned electric utiTity in the

nation and is undergoing a major busi-

ness tcstructunng process to prepare
for upcoming deregulation.

Customers served .... IPS8,000
Power Generated and~
(in Megawatt-Hours)

Self~nerated ..... 10,626,000
urchased........ Isriol.000

Total..........26,027,000
Tansmission (in miles) ....3.743
Total Revenues (000s) .. $2017,100
Operating Costs (000s) . $ M47g00

scppA
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Throughout fiscal year 1996-97, SCPPA dosely monitored the legislative

activities at the state and federal levels and played an active role in educating

elected officials and staff on the unique services, needs, and concerns of

public power systems. As federal lawmakers and regulators continue to

advance proposals to restructure the electric utility industry, these activities

willbe increasingly important.

SCPPA emerged as a serious player in the debate leading up to

California's restructuring legislation, and the final bill bears the marks of

Im eriai Irrigation District
'ennethS. Iloller

IID entmd th» povver

indiutry in 1936 and

today serves a peak load

of 640 MW with 790 MW of gen-

erating esouioes. Among IID~ed
resources are 24 MW of low head

hydm units dong the AII American

CanaL 307 MW of gas-fired steam

and combined c?de units. and 162

MWof peaking gas turbines. In addi-

tion to IID's sharc of SCPPA

resources comprising 104 MW at San

Juan and 14 MW at Palo Verde, IID
Ius 179 MWofother resouccs under

long-term purduie contraaa

Customers served ......88533
Ptvvvcr Generated and Ptuchased

(in Megawatt-Hours)
Self~ed ......806,068
Putduscd ........ IA55,115
Total ..........? 661,183

Transmission Facilitics

(in miles)............1,648
Total Revenues (000s)... $ 199,766
Operating Costs (000i) .. $201388

SCPPA's influence.

Restructuring was also one of the hot issues on Capitol Hillin 1997, and promises

to be a major legislative issue during 1998. Members oE Congress heard from hundreds

of witnesses, including SCPPA, who testified before the Senate Energy and Natural

Resources Committee on several issues key to public power's ability to compete.

As Congress debates the merits of retail competition, one oE the most hotly con-

C o asa ena

Rufus Hlghtower
Staabiished in 1906. the

city built its first electric

generating steam plant ~
in 1907 and took over operation of its
municipal sacer lighting fmm Edison
Electric. In 1909, Paudena began the

extension of its operations to com-

mcrdaI and residential customea that
resulted in the replacement of all
Edison electric service in the city by
1920. In 1996-97, Pasadena pur-
chased appmtinutely 85 percent of its
power needs

Cmtomas served ......57,978
Power Generated and Purduscd
(in Melpwatt-Houa)

Self~cd .......185,085
Puiduscd ........106,627
Toai...........1~.712

Tansmission Facil ines (in miles) . 57
Total Revenues (OXh) ...$ 111,969

Costs(ooos) ..$95,654

tested issues is the private-use limitation on tax-exempt bonds. Throughout

the 105th Congress, investor-owned utilities actively lobbied Congress,

charging that tax exempt bonds and the tax exemption of public power sys-

tems give public power an unfair advantage in a competitive market. SCPPA

and other public power supporters are working to counter these charges by

aggressively educating Members oF Congress and Administration officials

on the rationale and need to protect the status oE tax exempt bonds for

municipal utilitysystems in a competitive environment.

SCPPA
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City of Riverside

Bill D. Carnahan
Riverside Public Utilities
is positioning itself to
offer comperiYive rates in
the new deregulated environment.
Power and trans»»stion costs coi»ti-
tute the buIk of dtatges passed on to
our a»comers duuugh rater Cost
feducdon and fest uctutillg efforts at

SCPPA have had significant impaa on
Riverside Public Utilitics'lrorts in
meeting our lower operating cote tar-

geta Additional efforts, especially at

Palo Verde Nuclear Generating
Station, will be cttuired for Riverside

to compete in future >ears.

C»tomtit saved....... 89462
Power Generated and uurchased

(in Megawatt. Hours)
Self~ted .......227,176
Prchascd ........ 1,49ta364
Total ..........1.723kB

Taa»mission (in miles) .... 2,085
Total Reve»»or (NXb) ...5183,117
Operadng Costs (08b) ..SI67327

Other issues of interest to SCPPA and its nlenibers include:

Nuclear Paste Disposal —SCPPA and its allies in Washington willcon-

tinue to work with government leaders to develop an effective and safe

nudear waste storage program.

Sale of the Power Marketing Administrations (PMA's) —In contrast to prior

years, sale of the federal PMAs was not a legislative priority in 1997.

However, the issues oE PMA rates and federal ownership may well become

part of the restructuring debate in 1998.

Telecommunications —As part of its legislative strategy, SCPPA is continuing its

dialogue with officials oE the Federal Communications Commission to ensure that

implementation of the 1996 Telecommunications Act preserves the right of

municipal utilities to compete in the telecommunications arena.

In addition to legislative issue areas, SCPPA hosted for the third straight

year a group oE congressional staff on a Eact-finding tour oE SCPPA facil-

ities. The tour was designed to increase the staff members'nowledge and

understanding of how the legislative debate on restructuring, taxes and other

energy issues affect SCPPA and its members.

C'fVernon

Kenneth J. De Darlo
Vernon's Light and Power

Department begm serv-

ing industrid a»tomeis;.a
in 1933, with completion of its diesel

gmerating plant. In addition to its
own power fmm dicscl units plus
recendy installed gas turbines, Vernon
now rcoeivcs power from Palo Verde.

Hocnvr, and various iuilities, induding
APS, CDWR, SRP, BPA and Edison.

Customers served....... 2.045
Power Generated and Purchased

(in Megawan.Hours)
Self~ted ........5345
urichascd........ 1,112,655
Total,.......... 1,118,000

Trammission (in miles)......2.4
Total Rcvenucs (OXb)...$

53,774'perating

Costs (OXb) .. $

39,074'ERCENTAGE

OF SCPPA MEMBER PARTICIPATION IN SCPPA'S INTEREST

lax lax

ssts5 srssxs usus
sr»st (tots
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REPORT OF INDEPENDENT ACCOUNTANTS

September 11, 1997

To thc Board of Directors of the Southern California Public Power Authority

In our opinion, the accompanying combined balance sheet and the related combined statements of operations and of cash

flows after the restatements described in Note 9, present fairly, in all material respects, the financial position of the Southern

California Public Power Authority (Authority) at June 30, 1997 and 1996, and the results of its operations and its cash flows

for the years then ended in conformity with generally accepted accounting principles. These financial statements are the respon-

sibility of the Authority's management; our tesponsibility is to express an opinion on these financial statements based on our

audits. Wc conducted our audits of these statements in accordance with generally accepted auditing standaids which require that

wc plan and perform the audit to obtain teasonable assurance about whether the financial statements ate free of material

misstatetnent. An audit indudes examining, on a test basis, evidence supporting the amounts and disdosures in thc financial state-

ments, assessing thc accounting principles used and significant estimates made by management, and evaluating the overall

financial statement presentation. We believe that our audits provide a reasonable basis for the opinion expressed above.

In our opinion, the accompanying separate balance sheets and the telated separate statements of cash flows of the Authority's

Palo Verde Project, Southern Transmission System Project, Hoover Uprating Project, Mead-Phoenix Project, Mead-Adelanto

Project, Multiple Project Fund and San Juan Project and thc separate statements of operations of the Authority's Palo Verde

Project, Southern Transmission System Project, Hoover Uprating Project, Mead-Phoenix Project, Mead-Adelanto Project and

San Juan Project, after the testatements described in Note 9, present fairly, in all material respects, the financial position of each

of the Projects at June 30, 1997 and 1996, and their cmh flows, and the results of operations of the Authority's Palo Verde

Project, Southern Transmission System Project, Hoover Uprating Project, Mead-Phoenix Project, Mead-Adelanto Project and

San Juan Project for thc years then cndcd in conforinity with generally accepted accounting principles. These financial statements

ate the responsibility of the Authority's management; our responsibility is to express an opinion on these financial statements

based on our audits.

We conducted our audits of these statements in accordance with generally accepted auditing standards which require that we

plan and perforin thc audit to obtain reasonable assurance about whether the financial statements are free of material misstate-

ment. An audit indudes examining, on a test basis, evidence supporting the amounts and disdosures in the financial statements,

assessing thc accounting principles used and significant cstimatcs made by management, and evaluating thc overall financial state-

ment presentation. Wc believe that our audits provide a teasonable basis for the opinion expressed above.

Our audits werc conducted for the purpose of forming an opinion on the basic financial statements taken as a whole. The

supplemental financial information, as listed on the accompanying index, is presented for purposes of additional analysis and

is not a required part of the basic financial stateinents. This information is the responsibility of the Authority's management.

Sudi inforination has been subjected to the auditing procedures applied in the audits of the basic financial statements and, in

our opinion, is fairly stated in all material respects in relation to the basic financial statements taken as a whole.

Price Waterhouse LLP

Los Angeles, California

SCPPA



SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
COMBINED BALANCE SHEET

(In~)

ASSETS

Fttb

11775

Svnf57n

Tfennnitti0n

Sjvtnn

1164nvr

UP744ti7S

P

'f76$f-
Phtvnix

wt530 1997

hftd-
4ff515070

Peru'fnfn'71952n $5819fir5ri0n

Pny'455 Porn 07d Othtr
F5nd F567d5 Ttc$1

Utilitypbnu
Production

Transttttsstoll

General .

$ 615314

14,1$ 3 5 674,606

2,656 18g93

$ 51,189 $ 170,895

2.627 335 7,865

$ 7984422

910@43

32376

Less - Accumubtcd depreciation

632,023

279.927

693,499

213144

53@16
171'202

5828

191,073

43.112

1,741,641

544.913

Comtruction work in pmgress

Nuclear fuel, at amortized cost

Net utilitypbnt

Special fundn
Avaibble for sale at fair value (Note 2):

Decommissioning fund......
Imestments

Esctvtw accouttt

Advance to Intamountain Potter Agency

Advances for capacity and enagy, net

Interat receivable

Cash and cash e4tuivalents .

352,096 479,655

10,026

13514

375.636 479.655

43,943

ISS,763

1,94G

27396

138550 5 4,906

15,484

11550

24,$ 26

583 6

32.442 2503

51,614 165,402

51.614 165cR2

18/86 58380 $ 25? 779

690 ? 057 9~
2.761 4229 73

147,961

210

148.171

37,431 $ 4,442

134 7
7~ 10.463

1,196,728

IONG
13514

1220.478

43,943

670&7
15,484

IIASO
24426
14,711

87370

229.018 198.609 31,941 2? 037 64.666 262,140 45,068 14.912 868.421

Accounts receivable

Materiab and supplies

Costs recoterable fmm (in excess of) funue

billings to participants

Unrealized loss (gain) on imestments in funds

avaibble for sale

Utumortized debt expemes, less

accumulated amortization of $ 118,434

2478
7/11

733 (1,116)

182,491 197.675

230,497 241326 (7,042)

3,058

4,163 14~ 33,70G 517,194

3 115 (190)

9368 26.639 422.036

2,122 5386 (7~$) 3,041

3rk94 11,005

$ 1,028.794 5 1,116.149 $ 28,031 $ 89,304 $ 276,638 $ 2S4,795 $ 233~7 5 1$ .027 5 3 041,985

Long-term debt

Deferred aedits

UABIUTIES

$ 96S,ISI 5 1,065,877 5 26,999 5 86470 $ 268,456 $ 243,466 $ 216rI96

112 3,073

$ 2,873,015

3.185

Current liabiIitien

Long-term debt due within one year .

Acaucd interest

Accounts payabfe and acaucd expenses

Total current lbbilities

Commitments and contingencies

28470 21360 SI5 6375 56,720
22.660 24394 402 W88 7~ 8~6 53173 72,057

12.413 4806 115 146 298 4,603 5 IS.027 37.008

63.643 $0.160 1.032 ? 734 8.182 8256 16.751 15.027 165.785

8 1028794 5 5446749 5 28031 5 89301 $ 276638 $ 254795 5 733247 5 15027 $ 3045985

Zht 455507npnyi7tf n0755 875 47n intlhntlp75 0J 517555fln2ntisf 555502mts



SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
COMBINED BALANCE SHEET

Pn snGnards)

ASSETS

II210

Vnk
Prcjnr

/347n 30, 1996

SasrdSm

Translntnkn H avn hkalf- hkld- hfnfsipk San

Srssrln Iyprsalng Pfernlx A?slansa Pejnr Peen

Prepsr P '947$ 1

Utilityplann

Production

Tfansnusston

General .

Less - Acchunuiated depreciation

Construction work in progress

Nuclear fuel, at amorrized cost

$ 613,608

14,146 $ 674.606
F569 183193

630323 6934499

250.021 194.127

380W2 499372
9~

13225

$ 48307 $ 171,068

1.971 164

50378 171&2
846 1255

49af32 169,977

3,11G

$ 183~

8.613

191,922

36.622

155300

3WI

$ 796.917
908,127

32210

I,737~
482871

f254383
16.120

13225

Net utilityplant

Special fundn

Available for safe at fair value (Note 2)
Deconhmissioning fund .

Imestments

Esctow accotmt Gossohef series

Adhunce to Intermountain Power Agency

Adhunces for capacity and energy, nct

Interest receivable

Cash and cash cttuivafents .

Accounts receivabk

Materials and supplies

Costs tecovenMe from (in excess of) futuae

billings to pattiripants

Unrealized loss on imestments in funds

ahuilable for sale ........ ~

Prepaid expemes

Unamortized debt expenses, less

accumulated amortization of $ 139,796

403.030 499372 52&$8 169.977

33,474

115,746 10? 842 $ 9.628

343,898

19/50

21491 62462 5 250~

1412

67,879

? 169

90.324

2S,183

6

1.997

841

1548
2285
4504

218.611 558.783

738

9~
2,687

36814

19

23.980

1,750

69351

4,741

260,108

(66402)

217,926 21 5') (7426) 1394

456 2,865 9

26

191,712 163,079 3307

$ 1041713 5 lkl2276 8 32,617 8 89595 $ 2766G9 $ 253706

158,801

34,170

67
7546

41.783

945
3469

31,780

3h190

8 239,972

1283.728

33,474

597,427
343,898

19450
25,183

16,100

173.798

4,478
12409

4637447

3365
92

399,199

$ 3376648

UABIUTIES

Long-term debt

Subordinate Refunding

Gossoher Series

Deferred credits

347/88 347388
2,664

$ 981,155 5 1,045292 $ 30,981 $ 86,417 $ 268,005 $ 24? 786 $ 2224444 $ 29877,080

Current liabilities:

Long-tmn debc due within one >ear

Accrued interest

Accounts payable and accrued expenses

Total cunent liaMitics

Commitmcnts and contingencies

25,690 10' IPSS

24535 38,436 489
10333 315 62

60558 49596 1,636 3.178

7484
780

6,03S8'.994
54499

8256 17528

43,655
88,182

17579

149.416

$ 3071733 $ 1.442276 8 32G17 $ 89595 $ 2766G9 8 2S3,70G 8 239.972 5 3276548

Thr~ rxvss an an inslgrai Pnr GidssrpGsrns'21 787nrnss
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SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
COMBINED STATEMENT OF OPERATIONS

fdn~)

itb
trcrda

it

Ynrr Pndrd jian 30, 199?

$«ahnn
Tineman ddcciwr hkad- hkad- 55n

Uparl)id Pkamix ctddrnra jnan
Pnjnt Predict Prelect Prcjcct P70pst Teed

Operating rescnua:

Stlcs of electric energy .

Sales of truunussion services

Reimbursement to participants

Total operating re)cours

Operating expenses

Amortization of nudcar fuel

Other operations

Maintenance .

Depreciation

Decommissioning .

Total operating expenses

Operating income

Imcstment income

Income before debt expense

Debt expense

Costs recoverable from future billings

to participants

$ II9W7

119507

$ 85,054

~8.000
77.054

$ 2421

2521

$ 3~2 5

3282

$ 58.017

8,194

8,194 58.017

$ 180,045

96,530

~8.000
268.575

7,755
21,411

SdII8
18371

11593

9,997

4,460

19,717

2,082 507
73

1356

875
207

4573

257

37,181

9,139

3.113

7,755
35,129

47,739

53,156

14,706

64.948

54559

11.423

65,982

78553

34.174

42ANO

17.150

60,030

85.866

? 082

439

140

579

1.063

1.936

1~6
1,482

2,828

5597

5.655 49,690

&39 8327

4313 2241

6d152 10468

17.013 12.494

158,485

110,090

36.749

146,839

200586

45 l257l) ($~75836 ($ 484) {5 2769) ~SIOIGI ~$ 5924 ~$ 5374

Thr~ macr air an inridrdpan afdnrfaamcid arcrncnu
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SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
COMBINED STATEMENT OF OPERATIONS

(17$ $855575k)

Pab

1 irk
P '(r

y05r En'(55 30 1996

Scertrn
Trv uw5554'045 H0478(r hlrd- 5574

UPra(5'4tt Hia75l35 rtkI37750

Prrjrrt Prep'$5 PrcX(t P 'nyrt T(54(I

Openting extent:
Sales of electric energy .

Sales of tnnsnussion services

Total open( ing retenues

Openting expenses:

Amortization of nudcar fuel

Other opentions
Maintenance .

Depreciation

Decommissioning .

Total opent ing expenses

Opcnting income (loss)

Imestmcnt income

Income before debt expense

Debt expense

Costs (rec(75xnble from) in excess of future

billings to participmts

$ 135,464

1354464

$ 85297

85297

$ 3349

3349

$ 50.117 $ 188.930

S 226 5 172 85.695

226 172 50.117 274.625

7,949

25,815

6317
18,425

I? 497

71.003

64.461

10386

75347

82.777

10,192

5~6
'20329

35.757

49~
28.993

78433

10? 710

1,149

874

?,023

1370

213

13

342

568

(342)

410

68

1.462

145

27
1,132

1304

(1.132)

1.174

42

314

35,760

9,095

3.113

48282

Ig35

2.062

3g97

I? 614

7,949
38g79
47353
49323
15,610

159.114

115511

44399

159,910

205358

($~7430 (~5343 5 553 (5 1394) ($~4383 (5 871T\ ($~45448
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SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
COMBINED STATEMENT OF CASH FLOWS

(?n d066sonh)
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Cash flows from operating activities:

Operating income

Adjustments to reconcile operating income to net

cash provided by operating aahqtics-
Depreciation

Decommissioning

Advances for capacity and enagy, nec

Amortization of nudear fuel .

Reimbursement to parcicipmts

Changes in assets and liabilities:

Accounts receivable

Materials and supplies

Other assecs

Accounts payabie and acaued «xpenses

Nec cash pnwided by operating aaivities

Cash flows fmm noncapital fmancing aaivities:

Advances from parcicipanes

Participant withdrawais .

Nec cash provided by noncapital fsnancing aaivities .

Cash flows from capital and related financing aaivities:

Payments for comtruetion of facilitics

Payments of intacsc on Iong-term debt

Proceeds from sale of bonds .

Transfers from escrow account - Crossover series

Paymenc for defeasance/redemption of
resenue bonds

Repayment of principal on long-term debt

Decommissioning fund .

Payvnent for bond issue costs

Net cash used for capital and rehted

fuuncing aai84ties .

Cash flows from imesting aaivitics:

interest receivltd on imestments

Purdtases of imesunents

Psoceeds from sale/maturity of invatments .

Net cash pmvidcd by (used for) imesting aaivitics

Net inaease (deaease) in cash and cash equivalents

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of Ssear .

I
$ 54559 $ 4? 880 $ 439 $ 1346 $ 2539 $ 8327 $ 110,090

18371 19,717

11593

7,755
1,710

1356 4573 9,139

3,1 13

S3,156

14,706

1,710

7,755

8,000

(2,140) 2,687 19 (372) (646)
1,729

25 26 66
2.080 4203 53 ~444 ~482

93.972 77.487 2221 1.912 6,0$0

945

75

896

493

I/04
117

4514

$ 16,835 16,83$

~2349 ~2449
14.686

(10325)
($ 1,127)

153,034
(74476)
199,739

343,898

(422) (1,623)
(1,784) (4,924) (15,077) ($ 16512) (I?„002)

(12370)
(176202)
352,773

343,898

(157,015)

(25,690)
(10,469)

~3858

(561565)
(10,845)

(3,637)
(1,085) (6,035)

(722317)
(43,GS5)

(10,469)
~5208

10,989 17,741 140 1,633 4~1 18,475 2,174 219 55,912
(111,714) (161,198) (10,663) (939) (9376) (2AQO) (25453) (6,767) (328,140)

71,420 113.987 15314 3.953 13.487 140 22293 2325 242.919

~29,3(e ~29470 4,791 4,647 8.752 16585 ~2086 ~4223 ~22309
(40sl83) (S7,882) 506 IQI3 (275) 73 (43) 10,463 (86,428)

67.879 90324 1,997 1&8 4504 7&iG — 173.798

$ 27396 $ 3? 442 $ 2503 $ ? 761 S 4229 $ 73 $ 7~ $ 10.463 5 87370

~106250 ~405899 ~6506 ~5346 ~3507 ~46532 ~79660 ~2742 50



SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
COMBINED STATEMENT OF CASH FLOWS

(pn 6wsanh)

YnlrFiufdirma 30, 1996
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TrnnnLSsawSos'ooivr
PrSI'r45

hlnd-
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print
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tbhijk Sm
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Cash flows from operating activities:

Operating income (loss)

Adjusunents to reconcile operating income (loss) to net

cuh provided by operating activities-

Dcpreciation

Decommissioning

Amortization of nudear fuel .

Advances for capacity and energy. nct

Writooffof comtruction work in pmgtess cmts

Changes in assets and liabilities:

Accounts receivable

Materials and supplies

Other assets

Accounts payable and accrued expenses .

Net cash pmvided by operating activities

Cash flows froin noncapital financing activities

Cash flows From capital and related financing activities:

Palvnents for construction of facilities

Payments of interest on long-term debt

Proceeds fmm sale of bonds

Papnent for defeasance of revenue bonds .

Decommissioning fund .

Repalvnent of principai on Iong-term debt

Payment for bond issue costs

Nct cash used for capital and rehired financing activities

Cash flows fmm imvsting acrivities:

Interest reccnvd on imestments

Purchases of imvstments

Proceeds fmm saI e/maturity of imvstments

Nct cash provided by (used for) imvsting activities

Nct increase (dccrcase) in cash and cash equivalents

Cash and cash equivalents at beginning of par

Cash and cash equivalents at end of par .

18,425 20329
12r497

7,949

IQI3
1,784

342 1,132

174

378
55

~6.43
97W2

(218) (19)

~2943
69.021 ? 907

213

1,977

556

2,746

(72)

34467

745

4.140

(IOg92)
(64,499)
229,483

(233.632)
(8,971)

(23N5)
~4,832

(88370) (L979)

(14325) (610)

(13~)
(l295)

(15,6S2)

(3,944)

~447398 ~10269 ~2889 ~14503 19596

10597

(154,685)
182.309

38221

18425

49354

28,631 894

(154,904) (2?„665)
195593 20,705

69320 ~LC66
35,646 (748)

54.678 2,745

815

(3264)
14.474

12.025

268

1280

ITS
(9,184)

15,681

225

4279

8 67.879 5 90324 S 1.997 $ 1548 5 4504

$ 64,461 $ 49~ $ 1,149 ($ 342) (5 1,132) 5 lAOS 5 115411

9,095 49323
3,113 15,610

7,949

1,784

1313

946 1,024

110 488

56 SASS

L482 ~5.404
16.637 192.953

(5164I2)
(1.938)

(IL988)
(41,690)

(188487)
229,483

(233,632)
(8,971)

(38.790)
~4232
~287049

18380

(Ig68)

16512

? 064

(14370)
8867

~3439
(728)

8274

$ 7,546

63~6
(360,940)
444,948

147&4

S3,188

120,610

5 173.798

~46512 ~13926
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SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
NOTES TO FINANCIALSTATEMENTS

Cityof Los Angeles 67(y/o

Gty ofAnaheim

Cityof Ritvrside 5.4

Imperial Irrigation
mct

Gty ofYemen

Cityof Axusa

Gty of Banning

Gty of Colton

City of hubank

Cityof Glendale

Ci of Pasadena

65
4.9

IJJ

LO

1.0

4.4

44

595%
17.6

102

45

5.9

24.8% 35.7/o
4? 6% 242 135
31.9 4.0 135

51.(yyo

42 1.0 22 14.7

2.1 1.0 13 9.8

32 1.0 2.6 14.7

16.0 15.4 115

14.8 11.1 9.8

13.8 K6

100.(y/o 100.(y/o 100.(y/o 100.(y/o 100.(y/o 100.(y/o

Meal-Phoenix participation refkcts three ownership components (see below).

The members participate in the Pmjects'Stab(i(sation lund by nuking deposits to the fund at their
dlscret tora

Thc members do not cuncntly participate in the Multipk Project famd as it was stablished to
provide funding for unspcci(led future projects.

Palo VirkPrjorrs —The Authority, pursuant to an assignmcnt agreement
dated as oF August 14, 1981 with the Salt River Project (Salt River),
purchased a 5.91% interest in the Palo Verde Nuclear Generating
Station (PVNGS), a 3,810 megawatt nuclear-fueled generating station
neai Phoenix, Arizona, and a 6.55% share of the right to use certain
portions of thc Arizona Nudear Power Project Valley Transmission
System (collectively, the Palo Verde Project).

As of July 1, 1981, ten participants had cnteicd into power sales

contracts with the Authority to purchase the Authority's share of
PVNGS capacity and energy. Units 1, 2 and 3 of the Palo Verde

Project began commercial operations in January 1986, September
1986, and January 1988, respectively.

Sottihrrrr Trarrnnission System Projrrs -Thc Authority, pursuant to an agree-

ment dated as of May 1, 1983 with thc Interrnountain Power Agency
(IPA), has made payments-in-aid of construction to IPA to defray all
the costs of acquisition and construction of the Southern Transmission

System Project (STS), which provides for thc transmission of energy
from thc Intermountain Generating Station in Utah to Southern

Note 1 —Organization And Purpose:

Southern California Public Power Authority (Authority), a public
entity organized under the laws of thc State of California, was formed

by a Joint Powers Agreement dated as of November 1, 1980 pursuant
to thc Joint. Exercise of Powers Act of the State of California. The
Authority's participant membership consists of ten Southern
California cities and one public district of thc State of California. The
Authority ivas formed for the purpose of,planning, financing, develop-

ing, acquiring, constructing, operating and maintaining projects for the
generation and transmission of electric energy for sale to its partici-
pants. The Joint Powers Agreement has a term of fiftyyears.

The members have the following participation percentages in the
Authority's interest in the projects at Junc 30, 1997 and 1996:

Southern
Palo Transmlsslon Hoover Mead. Mead- San

Participants Verde S stem Upradng Phoenbs Adelanto Juan

California. The Authority entered into an agreement also dated as

of May 1, 1983 with six of its participants pursuant to which each

member assigned its entitlement to capacity of STS to the Authority
in return for the Authority's agrccment to make payments-in-aid
of construction to IPA. STS commenced commercial operations in
July 1986. The Department of Water and Power of the City of
Los Angeles (LADWP), a member of the Authority, serves as project
manager and operating agent of the Intermountain Power Project
(IPP).

Hootvr Uprising Projrrs- The Authority and six participants entered into
an agreement dated as of March 1, 1986, pursuant to which each par-
ticipant assigned its entitleinent to capacity and associated lirm energy
to the Authority in return for thc Authority's agreement to make

advance payments to the United States Bureau of Reclamation (USBR)
on behalF of such participants. The USBR has declared that the Project
is substantially complete. The Authority has an 18.68% interest in the
contingent capacity of the Hoover Uprating Project (HU). Allseven-

teen "uprated" generators of thc HU have commenced conunercial
operations.

Mraii-Phorrrix Piojrrs -The Authority cntercd into an agreement dated as

of December 17, 1991 to acquire an interest in the Mead-Phoenix
Project (MP), a transmission line extending between the Westwing
substation in Arizona and the Marketplace substation in Nevada. The
agreement provides the Authority with an 18.31% interest in the
Westwing-Mead project component, a 17.76% interest in the Mead
Substation project component and a 22.41% interest in the Mcad-
Markctplacc project component. The Authority has entered into trans-

mission service contracts for the entire capability of its interest with
nine members of the Authority on a "take or pay" basis. In addition,
the Authority has administrative responsibility for accounting for
the separate ownership intcrcst in thc project by Western Area
Power Administration (WAPA), tvho is providing separate funding
($73,011,000 and $72,874,000 at June 30, 1997 and 1996, respec-

tively) for its interest. Conunercial operations of MP commenced in
April 1996. Funding was provided by a transfer of funds from thc
Multiple Project Fund (Note 4).

Mrarj-rjklanto Pejrrs —The Authority entered into an agreement dated as

of December 17, 1991 to acquirc a 67.92% interest in the Mcad-
Adelanto Project (MA), a transmission linc extending betstccn the
Adelanto substation in Southern California and thc Marketplace sub-
station in Nevada. The Authority has entered into transmission service

contracts for the entire capability of its intcicst with nine members of
the Authority on a "take or pay" basis. In addition, the Authority has

administrative responsibility for accounting for thc separate ownership
intcrcst in the. project by WAPA, who is providing separate funding

($ 17,088,000 at June 30, 1997 and 1996) for its interest. Funding
was provided by a transfer of fitnds from thc Multiple Project Fund
(Note 4). Commercial operations commenced in April 1996. LADWP
scrvcs as both construction manager and operations manager.
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Multis Pnjrrt Fiwd —During fiscal year 1990, the Authority issued

Multiple Project Revenue Bonds for net proceeds of approximately

$600 million to provide funds to finance costs of construction and

acquisition of ownership intemsts or capacity rights in one or more

then unspecified projects for the generation or transmission of electric

energy.

In August 1992, the Aufliority'sBoard of Directors approved a res-

olution authorizing the use of certain proceeds of Multiple Projecc

Revenue Bonds to finance the Authority's ownership interests in flie
Mead-Phoenix and Mead-Adelanto projects. Transfers made from the

MultipleProjecc Fund are sufficient to provide for the Authority's share

of the estimated costs of acquisition and construction of these civo

projects, induding reimbursement of planning, development and other
related costs.

Sau Jiam Prvjcrr —Effective July 1, 1993, the Authority purchased a

41.80% interest in Unit 3, a 488 megaivatt unit and related common

facilities, of the San Juan Generating Station (SJGS) fiom Century
Power Corporation. Unit 3 is one unit of a four-unit coal-fired

power generating station in New Mexico. The Authority aHocated the

$ 193 million purdiase price to the estimated fair value of the utility
plant ($ 190 million) and co materials and supplies ($3 million).The
purdiase has been financed through the issuance of approximately

$237 million (par value) of Sui Juan Project Revenue Bonds. The
Authority has entered into power sales contracts for the entire capa-

bilityof its interest with five members of the Authority on a "take or
pay" basis.

Pmjrrts'Sta6iliraiiou Fied —In fiscal 1997 the Authority aufliorized the

creation of a Projects'tabilization Fund. Deposits may be made into

the fund from budget under-runs, after authorization of individual par-

ticipants, and by direct contributions from the participants.

Participants have discmtion over the use of their deposits to pay costs

and expenses of Authority rclatcd projects. This fund is not a project-

related fund, thcrcfove, it is not governed by any project Indentum of
Trust.

expense of the statement of operations. Each owner of the jointly-
owned projects is required to provide their own financing.

Utility Plant —The Authority's share of aH expenditures, induding
general administrative and other overhead expenses, payments-in-aid of
construction, intemsc nec of related investment income, deferred cost

amortization and the fair value of test power generated and delivered to
the participants am capitalized as utility plant construction work in

progress until a facilitycommences commercial operation.
The Authority's share of construction and betterment costs associ-

ated with PVNGS is induded as utilityplant. Depreciation expense is

computed using the straight-line method based on the estimated

service life of thirty-five years. Nuclear fuel is amortized and diarged
to expense on the basis of actual thermal energy produced relative to
total thermal energy expected to be produced over the life of the fueL

Under the provisions of the Nudear Waste Policy Acc of 1982, the

Authority is diaiged one mill per kilowatt-hour, by the federal govern-

ment, on its share of electricity produced by PVNGS, and sudi funds
will eventuafly be utilized by the federal government to provide for
PVNGS'udear waste disposal. The Authority records this charge as a

curient year expense.

Thc Authority's sham of construction and betterment costs associ-

ated with STS, MP, MA and SJGS are induded as utility plant.
Depreciation expense is computed using the straight-line method based

on the estimated service lives, principally thirty-fiveyes forSl S, MA
and MP and tiventy-one years for SJGS.

Interest costs incurved by the MP and MAprojects through the date

commercial operations commenced (April 1996) are capitalized as

utilityplant. Interest costs capitalized in fiscal 1996 weie $ 11,827,000

for the MAproject and $3,881,000 for the MP projecr.

Akunurfor Caprity and Snags —Advance payments to USBR for the

uprating of the 17 generators at the Hoover Power Plant am induded
in advances for capacity and energy. These advances aie being reduced

by the principal portion of the cmdits on biHings to the Authority for

energy and capacity.

Note 2 —Summary Of Significant Accounting Policies:

The financial statements of the Authority are pmsented in conformity

with generaHy acccptcd accounting principles, and substantiaHy in

conformity with accounting principles pmscribed by the Federal

Energy Regulatory Coimnission and the California Public Utilities
Commission. The Authority is not subject to regulation by either of
these regulatory bodies.

The Authority complies with aH applicable pronouncements of the

Goveriunental Accounting Standards Board (GASB). In accordance

with GASB Statement No. 20, "Accounting and Financial Reporting

for Proprietary Funds and Other Governmental Entities That Use

Proprietary Fund Accounting," the Authority also complies with

authoritative pronouncements applicable to nongovernmental entities

(i.e., Financial Accounting Standavds Board statements) whidi do not

conflict with GASB pronouncements.

The financial statements mprcsent the Authority's share in cadi

jointly-owned project. The Authority's sham of direct expenses of
jointly-owned projects are included in the corresponding operating

Niukar Drroinmiaioning —Decommissioning of PVNGS is projected to
commence subsequent to the year 2022. Based upon an updated study

performed by an independent engineering firm, the Authority's share of
the estimated decommissioning costs is $85.5 million in 1995 dollars

($390 million in 2022 doHars assuming a 6% estimated annual infla-

tion rate). The Authority is providing for its share of the estimated

future decommissioning costs over the remaining life of the nudear

power plant (25 to 27 years) through annual diaiges to expense whidi
amounted to $ 11.6 millionand $ 12.5 million in fiscal 1997 and 1996,

respectively. The decommissioning liability is induded as a component

of accumulated depreciation and was $99.7 millionand $88.1 million

at Junc 30, 1997 and 1996, respectively.

A Deconunissioning Fund has been established and partially funded

at $43.9 millionat June 30, 1997. The Decommissioning Fund earned

intemst income of $2,690,000 and $ 1,341,000 during fiscal 1997 and

1996, mspectively.

Demolition and Site RrrIamati<m —Demolition and site redamation of SJGS,

whidi involves restoring the site to a "green" condition ivhich existed
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prior to SJGS construction, is projected to commence subsequent to the

year 2014. Based upon a study performed by an independent engineer-

ing firm, the Authority's share of the estinuted demolition and site

redamation costs is $ 18.7 million in 1992 dollars ($65.3 million in
2014 dollars using a 6% estinuted annuM inflation rate). The Authority
is providing for its share of thc estimated future demolition costs over

the remaining life of the power plant (18 yeats) through annual duiges
to expense of $3.1 million. The demolition liability is included as a

component of accumulated depreciation and was $ 12.5 million and

$9.3 million at June 30, 1997 and 1996, respectively.

As of June 30, 1997, the Authority has not billed participants for
the cost of demolition nor has it established a demolition fund.

Unamoitind Drbt Expnsrs —Unamortized debt issue costs, induding the
loss on refundings, are being amortized over the shorter of the terms
of the respective issues or the remaining terms of the bonds refunded,
and aie reported net of accumulated amortization. Toutl defcrrcd loss

on hvefundings, net of accumulated amortization, was $395,095,000
and $378,070,000 at June 30, 1997 and 1996, respectively.

Itthvstmrnts — Investments include United States Government and

governments agency securities and repurchase agreements whidh are

collatcralized by such securities. Additionally, the Mead-Phoenix

Project, the Mead-Adelanto Project and the Multiple Project Fund's

invcstmcnts are comprised of an investment agreement with a financial
institution earning a guaranteed rate of return. The Southern
Transmission System Project has debt service reserve funds associated

with the 1991 and 1992 Subordinate Refunding Series Bonds invested

with a financial institution under a specifi investmcnt agreement
allowed under the Bond Indentuhve earning a guaranteed rate of return.

Investments available for sale are carried at aggregate fair value and

dhanges in unrealized net gains or losses are recorded separately.

Invcsttnents are reduced to estimated net realizable value when neces-

sary for dedines in value considered to be other than temporary. Gains
and losses realized on the sale of investments are generally determined

using the specific identification method. As discussed in Note 3, all of
the investments are restricted as to their use.

Note 3 —Special Funds:

The Bond Indentures for the six projects and the Multiple Project
Fund require the followingspecial funds to be established to account for
the Authority's receipts and disbursements. The moneys and investments

held in these funds arc restricted in use to the purposes stipulated in the
Bond Indentures. A sutnhhury of these funds follows:

Construnion

Rncnue

Operating

Reserve and

Contingency

To disburse funds for the acquisition and construnion of
the Pmjcn.

To pay interest an«l principal rcbtcd to the Revenue Bon«b.

To initiallyreceive aII revenues and disburse thcrn to other
funds.

To pay opt«a«lug cxpcnscs,

To pay capital improvnncnts and make up defiriencies in

other funds.

General Reserve To nuke up any deficiencies in other fun«b.

Advance Payments To disburse funds for the cost of acquiYition of capacity.

Pnxecds Account To initiallyreceive the proeec«b of the sale of the Multiple
Ptojcn Revenue Bon«b.

years thereafter. The Authority made a payment of $3.8 millionat the

end of the initial rebate period during fiscal year 1995. The next rebate

payment to the IRS is duc in fiscal year 2000. As of June 30, 1997 and

1996, the Authority had no liabilityrelating to Arbitrage Rebate.

RrrjassJIrations —Certain redassifications have been nude in the fisc
year 1996 financial statements to conform to the fisc year 1997
presentation.

Usr ofEstimates-Tlhe preparation of financial statements in conformity
with generally accepted accounting principles requires management to
make estimates and assumptions that affect the reported amounts of
assets and liabilities and disdosure of contingent assets and liabilities
at the date of the financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual results could
differ from those cstinutes.

Cash and Cash E«Jt<ivvtlints —Gmh and ctsh equivalents indude cash and
all investments with original maturities less than 90 days.

Earnings Account To reccr c imcstment earnings on the Muhiple Project

Revenue Bon«b.

Rrhvnurs —Revenues consist of billings to participants for the sales of
electric energy and of transmission service in accordance with the par-
ticipation agreements. Generally, rcvcnucs are fixed at a level to rccovcr

all operating and debt service costs over the commercial life of thc

property (see Note 6).

Issue Fund To initiallyreceive pledged revenues ass«xiatcd with thc

apphcable subordinated refunding snies'ndenture ofTrust
and pay the rebtcd interest and pnncipak

Rcvvhlving Fund To pay the Authority's operating expenses.

Dcconunissioning Fund To acnunubte fun«b rebtcd to the future dcconunissioning

of PVNGS.

Dkt Exprtsc —Debt expense indudes interest on debt and the amorti-
zation of bond discounts, debt issuance cxpcnse and loss on refunding
costs.

Esnow account-
Subordinate

Refunding

Crossover Series

To initiallyreceive pledged revenues ass«xiatcd with
Component 3 of the 1993 Subordinate Refunding rossovcr

Series'ndenture ofTrust and pay the rebted interest

and ptincipd.

Arhitrug Rrhatr -A rebate payable to the Internal Revenue Service (IRS)
results from the investment of the proceeds from the Multiple Project
Revenue Bond offering in a taxable financial instrument that yields a

higher rate of interest income than the cost of the associated fiinds.
The excess of interest income over costs is payable to the IRS within
five years of the date of the bond offering and each consecutive five

AcquisiYion Account

or Projen &md

Surplus Fund

To disburse funds for the acquisition and construnion of the

Mead. Phoenix, Mead-Adcbnto and Sm Juan projects.

To nuke up any deficiencie in other funds of the Mead

Adclanto and Mead-Phoenix projects.

Allof the funds listed above, except for the Revolving Fund, are

held by the respcctivc trustccs.
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Palo ink Prajna —The balances of thc funds required by the Bond

Indenture arc as follows, in thousands:

Hooter Upratitg Pmj crt -Thc balances in thc special funds required by the
Bond Indenture arc as follows, in thousands:

r996

F~ Fair

Vdue Coze Vdue

l997

Fau oorcruizzd Fair
Vdue Cosc Vdue

Debt Service Fund-
Dcbt Service Account

Debt Service Raerve Account

Recvnue Fund

Olaerating Fund

Reserve and Contingency Fund

Dcconunissioning Ttt»t Fund

Issue Fund

Reczalzing Fund

$ 42377
67317

I
25PI2
24,911

44399
24,912

52

$ 229,781

$ 41,695

67/32
1

25,830

24,982

44a418

24,738

52

$229,048

$ 51286
74a420

5
20,130

25,924

34,131

13,026

45

$ 219,067

$ 51394
74,160

5
20,134

26,107

33,740

13,026

4S

$ 218,611

Operating - Wodcing Calaital F~d
Debt Savice Fund-

Dcbt Savice Account

Debt Service Resale Account

Genaal Reserve Fund

Rnx>lving &md

Contranual matunties:

Within one par

753
3,126

1.871

15

$ 7rl89

753

3g81
I&$5

15

$ 7rl15

2390
3,122

5318

W90
3,121

5316

$ 11,634 5 11,631

$ 7.489

$ 7.489

$ 7.415

$ 7.415

$ 1,724 $ 1,721 $ 804 $ 804

Conttanuai msuuitiae
Within one par
Afterone par through five pars
After five pats through ten pars
Afier ten pars

$ 80,473

136~
3~8
9820

$ 229,781

$ 84458
134424

3N6
9g20

$229,048

In addition, at June 30, 1997 and 1996, thc Authority had advances

to USBR of $24,526,000 and $25,183,000, respectively.

Mrad-P/xenix Pmjcrt —The balances in the special funds tequited by the
Bond Indenture arc as follolvs, in thousands:

Southrn Tnrnstnission Systtnr Pejrtt —Thc babnccs in the special funds

required by the Bond Indenture are as follows, in thousands:
Fdr A uoccicor Fair

Vdue Cess Vdue

Comtrunion fund-
Initial Facilitics Account

Debt Service Fund-
Dcbt Service Account

Debt Service Reserve Account

Olaerating Fund

General Reserve Fund

bsue F~d
Escrocv Account - Subordinate

Refunding Ctossoavr Saies

Rntalving Fund

Fdr sonoscrzor Fair

Vdue Cosc Vdue

2487
21339
6,545

11,772

128,000

W87
21379
6~5

11,772

129,031

21,921 21$ 96

86~ 86,189

6,015 6,007

4,194 4,194

77,024 76,794

ISa439

15

$ 185,943

15,484

15

$ 187,059

346,474 343,903

15 15

$54? 098 $539.233

$ 246 $ 246 $ 235 $ 235

Acquisition Account

Debt Savice Rmd-
Dcbt Savice Account

Debt Savice Resene Account

Revvnue Fund

Olsetating F~
Surph» Fund

Revolving Fund

Contranual man»ilies:

Within one par
After one par thtotagh five pars
After ten pars

2,904
6,132

79
88

4

$ 22,037

2,%H

6,132

79
88

$ 22,037

4.976 4,967

6,133 6,133

64 64

239 239

6 6

$ 23,989 $ 23,980

$ 2,763 $ 3,451

l9374

$ 22.037

l8586

$ 22,037

$ 12400 $ 12s830 5 12471 $ 1&71

Contranual matuntiesl

Within one par
Aiierone par through five pats
After five pats tluough ten pars
After ten pats

$ 62.972

28,819

43,031

SL121

$ 185,943

$ 63s412

28,402

44,123

51.122

$ 187,059

hftttd-Aktctnto Pejttt-Thc balances in the special funds required by the

Bond Indenture are as follows, in thousands:

l997

In addition, at June 30, 1997 and 1996, the Authority had non-

interest beating advances outstanding to IPA of $ 11,550,000 and

$ 19,550,000, respectively.

Acquisition Account

Debt Savice Fund-
Dcbt Sercice Account

Debt Senice Resale Account

Recvnue Fund

OIsaating Fund

Surplus Fund

Reer>icing &md

8322
16$ 65

8322
16g65

88

4

$ 64.666

15,194

16g65

71

264

6

$ 69379

15,166

16/65
71

264

6

$ 69051

$ 39386 $ 39387 $ 36,979 $ 36,979

Contranuai matutities:

Withut one par
After one par through five pals
After ten pats

$ 4230
3/49

57.086

$ 64.665

$ 6~7
3349

55,030

$ 64,666
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hfnjsipk Pmjrrs Fitnd -The balances in the special funds required by the
Bond Indenture are as folloivs, in thousands:

Proceeds Account

Earnings Account

Contracnul maturitiest

After ten pars

Far Among Fse
Vstre CoN Vrtre

$2S6,903 $256,903 $256,830 $256~
5237 5237 3278 3278

$ 262.140 $262,140 $ 260.108 $ 260.108

$ 262.140 $ 262,140

Stttt Juan Projrrs —Thc balances in the special funds required by thc Bond
Indenture are as follows, in thousands:

Fur Amxmcd Fstr
Vrhje csee viue

Operating Account

Operating ltesenc

Project Fund

Debt Service Ftmd-
Debt Service Account

Debt Service Reserve Account

Resets and Contingency

Roolving

Contractual matun(ies:

Within one par
After one par duough Rm pats
After tcn pats

$ 1,932

7
SS3

9,088

18,026

15355
10

5 45,071

$ 12.084

14,961

18,026

5 45,071

$ 1,932

7
553

9,088

18,026

15,452

10

$ 4S,068

$ 12,183

14359
18,026

5 45,068

$ 1~8
7

527

8,607

18,031

13,377

$ 41,787

$ 1~8
7

527

8497
18,031

13383

$ 41,783

Note 4- Long.term Debt:

Reference is made below to the Combined Schedule of Long-term
Debt at June 30, 1997 for denils related to all of thc Authority's out-
snnding bonds.

Palo Virrk Projrrs —To finance the puFChase and construction of the
Authority's share of the Palo Verde Project, the Authority issued Power

Project Rcvcnuc Bonds pursuant to the Authority's Indenture ofTrust
dated as of July I, 1981 (Senior Indenture), as amended and supple-
mented. The Authority also has issued and has outsnnding Power

Project Subordinate Refunding Series Bonds issued under an Indenture
of Trust dated as of January 1, 1993 (Subordinate Indenture). The
Subordinate Refunding Bonds were issued to advance refund certain
bonds previously issued under the Senior Indenture.

The bond indentures provide that the Revenue Bonds and

Subordinate Refunding Bonds shall be special, limited obligations of

Pmjrrss'Stabilizasiost Fitstd —At June 30, 1997, the Projects'tabilization
Fund investments had amortized cost and fair value of $ 14,986,000
and $ 14,871,000, respectively. AIIcontnctual maturities arc within one

year.

Pejrrs Invrssmrrts Saks —There were no proceeds fiom sales of invest-

ments during fiscal 1997 or 1996.

r

the Authority payable solely from and secured solely by (I) proceeds

from the sale of bonds, (2) all revenues, incomes, rents and receipts

amibunble to thc Palo Verde Project (see Note 6) and interest on «II

moneys or securities (other than in the Construction Fund) held pur-
suant to thc Bond Indenture and (3) all funds established by the Bond
Indenture.

At the option of thc Authority, all outstanding Power Project
Revenue Bonds and Subordinate Refunding Term Bonds are subject to
redemption prior to maturity, except for the 1996 Subordinate

Refunding Series A and portions of the 1989A, 1992A, 1992B and
1993A Series bonds which are not redeemable.

The Bond Indcnturc requires mandatory sinking fund installments

to be made beginning in fiscal year 2003 (1986 Series A Bonds and

1987 Series A Bonds), 2005 (1989 Series A Bonds), 2010 (1993 Series

A Bonds), and 2008 (1996 Subordinate Refunding Series B). SCheduled

principal maturitics for the Palo Verde Project during the five fiscai years

following Junc 30, 1997 are $28,570,000 in 1998, $30,195,000 in
1999, $32,040,000 in 2000, $33,815,000 in 2001 and $34,785,000 in
2002. Thc average interest nte on outsnnding debt during fiscaI year
1997 and 1996 hvas 5.2% and 5.8%, respectively.

Sottthrrn Tittnsrnfssiost System Pejrrs —To finance payhnents-in-aid of con-
struction to IPA for construction of the STS, the Authority issued

Trmsmission Project Revenue Bonds pursuant to thc Authority's
Indenture of Trust dated as of May I, 1983 (Senior Indenture), as

amended and supplemented. The Authority also has issued and has

outstanding Transmission Project Revenue Bonds 1991 and 1992

Subordinate Refunding Series issued under Indentures ofTrust dated

as of MarCh I, 1991 and Junc I, 1992, respectively. The 1991 and 1992
subordinated bonds were issued to advance refund certain bonds previ-

ously issued under thc Senior Indenture.
The bond indentures provide that the Revenue Bonds and

the Subordinate Refunding Series Bonds shall bc special, limited oblig-
ations of the Authority payable solely from and secured solely by

(I)proceeds froin the sale of bonds, (2) all revenues, incomes, rents and

receipts attribunble to STS (see Note 6) and interest on «Il moneys or
securities (other than in thc Construction Fund) held pursuant to the
Bond Indenture and (3) all funds established by the Bond Indenture.

At thc option of thc Authority, all outsnnding Tnnsmission
Project Revenue and Rcfimding Bonds are subject to redemption prior
to maturity, except for the 1996 Subordinate Refunding Series A whiCh

is not redeemablc.

The Bond Indenture requires mandatory sinking fund installments
to be made beginning in fiscal year 2019 (for the 1996 Scrics B Bonds).
Scheduled principal maturities for STS during the five fiscal years fol-
lowing June 30, 1997 arc $21,360,000 in 1998, $21,970,000 in 1999,

$23,110,000 in 2000, $24,455,000 in 2001 and $26,040,000 in
2002. The average interest rate on outstanding debt during fiscal year
1997 and 1996 was 5.1% and 5.6%, respectively.

Hootvr Uprising Para —To finance advance payments to USBR for
application to the costs of thc Hoover Upnting Project, thc Authority
issued Hydroelectric Power Project Revenue Bonds pursuant to thc
Authority's Indenture of Trust dated as of MarCh I, 1986 (Bond
Indenture).
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Thc Bond Indenture provides that the Revenue Bonds shall be spe-

cial, limited obligations of the Authority payablc solely from and

secured solely by (1) the proceeds fiom the sale of'he bonds, (2) all

revenues from sales of cneigy to participants (see Note 6), (3) interest

or other receipts derived from any moneys or securities held pursuant

to the Bond Indenture and (4) all funds established by thc Bond

Indenture (except for thc Interim Advance Payments Account in thc

Advance Payments Fund).
Ac the option of the Authority, all outstanding Hydroclcctric Power

Project Revenue Bonds are subject to rcdcmption prior to maturicy.

The Bond Indcnturc requires mandatory sinking fund installments

to be made beginning in fiscal year 2007 for the 1991 Series A Bonds

maturing on October 1, 2010 and fiscal year 2011 for the 1991 Series

A Bonds nhaturing on October 1, 2017. Scheduled principal maturities

for the Hoover Uprating Project during thc five fiscal years following

June 30, 1997 are $515,000 in 1998, $S50,000 in 1999, $580,000

in 2000, $61S,000 in 2001 and $650,000 in 2002. The average

interest rate on outstanding debt during fiscal year 1997 and 1996 hvas

6.2% and 6.8%, respectively.

During fiscal 1997, the Authority redeemed $3,565,000 of out-

standing Hpltoelectric Power Project Revenue Bonds with fhinds in thc

Debt Service Fund.

hfuftipfr Projrrt Futile —To financ costs of construction and acquisi-

tion of ownership interests or capacity rights in one or inoie piojeccs

expected to be undertaken within five years after issuance, thc Authority
issued Multiple Project Revcnuc Bonds pursuant to thc Authority's

Indenture of Trust dated as of August 1, 1989 (Bond Indenture), as

amended and supplemented.
'The Bond Indenture provides that the Revcnuc Bonds shall bc

special, limited obligations of the Authority payablc solely from, and

secured solely by, (1) proceeds fiom the sale of bonds, (2) with respect

to each authorized project, the revenues of sudh authorized project, and

(3) all funds established by thc Bond Indenture.

In October 1992, $ 103,640,000 and $285,010,000 of the

MultipleProject Rcvcnue Bonds were transferred to the Mead-Phoenix

Project and the Mead-Adelanto Project, respectively, to finance thc

estimated costs of acquisition and constriiction of the projects.

A total of $ 153,500,000 of the outstanding Multiple Project

Rcvcnue Bonds are not subject to rcdcmption prior to maturity. At
the option of the Authority, the balance of thc outsnhnding bonds aie

subject to rcdcmption prior to maturity.

The Bond Indenture requires mandatory sinking fund installinents

to be made beginning in fiscal year 2006 for thc 1989 Series Bonds.

Thc first sdheduled principal maturities for thc Multiple Project

Revenue Bonds for fiscal years followingJunc 30, 1997 ate $5,400,000

in 2000, $5,800,000 in 2001 and $6,200,000 in 2002. The average

interest rate on outstanding debt during fiscal year 1997 and 1996 was

6.4%.

fhfrarf-Pkorttix Prjorrt —To finance thc Authority's ownership interest in

the estimated cost of thc project, $ 103,640,000 of thc Multiple

Project Revenue Bonds were transferred to the Mead-Phoenix Project

in October 1992. In March 1994, thc Authority issued and has

outstanding $51,835,000 of Mead-Phoenix Revenue Bonds under an

Indenture ofTrust dated as of'anuary 1, 1994 (Bond Indenture). The
proceeds fiom the Revenue Bonds, together with drawdowns from
thc Debt Service Fund and Project Acquisition Fund, were used to
advance refund $64,840,000 of the Multiple Project Revenue Bonds

previously transferred to the Mead-Phoenix Project.

The Bond Indenture provides that the Revenue Bonds shall be

special, limited obligations of the Authority payable solely from, and

secured solely by, (1) proceeds fiom the sale of bonds, (2) all revenues,

incomes, rents and receipts attributable to Mead-Phoenix (see Note 6)
and interest on all moneys or securities and (3) all funds established by
the Bond Indenture.

At the option of the Authority, all outstanding Mead-Phoenix

Revenue Bonds are subject to redemption prior to maturity.
The Bond Indenture requires mandatory sinking fund installments

to be made beginning in fiscal year 2018 for the 1994 Series Bonds.

The first sdheduled principal maturities for the Mead-Phoenix Revenue

Bonds for fiscal years followingJune 30, 1997 arc $2,160,000 in 2000,

$2,320,000 in 2001 and $2,480,000 in 2002. The average interest rate

on outstanding debt during fisc year 1997 and 1996 hvas 6.3%.

h'hfratl-Ak/auto Projrrt —To finance the Authority's ownership interest in
thc estimated cost of the project, $285,010,000 of the Multiple
Project Revenue Bonds werc transferred to the Mead-Adelanto Project

in October 1992. In March 1994, the Authority issued and has out-

standing $ 173,955,000 of Mead-Adelanto Revenue Bonds under an

Indenture ofTrust dated as of January 1, 1994 (Bond Indenture). The
proceeds of the Revenue Bonds, together with drawdowns fiom the

Debt Service Fund and Project Acquisition Fund, were used to advance

refund $ 178,310,000 of the Multiple Project Revenue Bonds previ-

ously transferred to thc Mead-Adelanto Project.

Thc Bond Indenture provides that the Revenue Bonds shall be

special, limited obligations of the Authority payable solely fiom, and

secured solely by (1) proceeds from the sale of bonds, (2) all revenues,

incomes, rents and receipts attributable to Mead-Adelanto (see Note 6)
and interest on all moneys or securities and (3) all funds established by
the Bond Indenture.

At the option of the Authority, «ll outstanding Mead-Adekmto

Revenue Bonds are subject to redemption prior to maturity.

The Bond Indenture requires mandatory sinking fund installments

to be made beginning in fiscal year 2018 for the 1996 Series Bonds.

Thc first sCheduled principal maturities for the Mead-Adelanto

Revenue Bonds for fiscal pars followingJune 30, 1997 are $S,940,000

in 2000, $6,380,000 in 2001 and $6,820,000 in 2002. The average

interest rate on outstanding debt during fiscal year 1997 and 1996 hvas

5.6%.

San Juan Projrrt —To finance thc costs of acquisition of an ownership

interest in Unit 3 of the SJGS, the Authority issued San Juan Project

Rcvcnue Bonds pursuant to thc Authority's Indenture ofTrust dated as

of January 1, 1993 (Bond Indenture).

The Bond Indenture provides that the Revenue Bonds shall be

special, limited obligations of the Authority payable solely from, and

secured solely by, (1) procccds fiom the sale of bonds, (2) all revenues,
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incomes, rents and receipts attributable to San Juan (see Note 6) and
interest on all moneys or securities and (3) all funds established by the
Bond Indenture.

At the option of the Authority, all outstanding San Juan Project
Revenue Bonds are subject to redemption prior to maturity.

The Bond Indenture requires mandatory sinking fund installments
to be made beginning in fiscal year 2012 for the 1993 Series A Bonds.
The scheduled principal maturities for the San Juan Project Revenue

Bonds during the five fiscal years following June 30, 1997 are

$6,275,000 in 1998, $6,540,000 in 1999, $6,825,000 in 2000,
$7,140,000 in 2001 and $7,480,000 in 2002. The average interest rate
on outstanding debt during fisc year 1997 and 1996 was 5.3%.

Rifi<>ding Bo«h —In July 1992, the Authority issued $475,000,000
of Southern Transmission Project Revenue Bonds to refund
$385,385,000 of previously issued bonds. Principal and interest with
respect to the 1992 bonds were allocated into four separate compo-
nents. Each of components 1, 2 and 3 werc secured by, and payable
from, investments in its escrow fund until scheduled crossover dates.

Component 4 proceeds of $ 14,100,000 werc used to advance refund
approximately $9,000,000 of bonds in fiscal year 1993. On the
Component 1 Crossover date (January 1, 1994), Component 1 proceeds
of $ 13,959,000 were used in fiscal 1994 to advance refund
$ 13,455,000 of previously issued bonds. On the Component 2
Crossover date (January 1, 1995), Component 2 proceeds of
$5,519,000 were used in fiscal 1995 to advance refund $5,335,000 of
previously issued bonds. On the Component 3 Crossover date (July 1,

1996), Component 3 proceeds of $321,069,000 were used in fiscal
1997 to advance refund $313,050,000 of previously issued bonds.

In September 1996, the Authority issued $42~5,000 of Southern
Transmission Project Revenue Bonds, 1996 Subordinate Refunding
Series A and $ 121,065,000 of Southern Transmission Project Revenue

Bonds, 1996 Subordinate Refunding Series B to refund $68,720,000
and $ 127,100,000 of the Sl S 1986 Refunding Series A and B, respec-

tively. The refunding is expected to reduce total debt service payments
over the next 26 years by approximately $ 125,382,000 (the diffetence
between the debt service payments on the old and new debt) and is

expected to result in a net present vahie savings of approximately
$32,526,000.

In January 1992, $70,680,000 of Palo Verde Special Obligation
Crossover Series Bonds, were issued, the proceeds of which were placed
in an inevocable trust to redeem $69,125,000 of previously issued
bonds. On July 1, 1996, trust assets held in escrow of $ 63,415,000
were used to advance refund $62,000,000 of previously issued bonds.

In August 1996, the Authority issued $89,570,000 of Palo Verde
1996 Subordinate Refunding Series C bonds to refund $95,015,000 of
1986 Refunding Series B bonds. The refunding is expected to reduce
total debt service payments over the next 20 years by approximately
$24,713,000 (the difference benveen the debt service payments on the
old and new debt) and is expected to result in a net present value sav-

ings of approximately $ 16,955,000.
In April 1996, the Authority issued $ 152,905,000 of Palo Verde

1996 Subordinate Refunding Series A Bonds to refund $ 163,355,000
of previously issued Palo Verde 1987 Refiinding Series A Bonds
and issued $58,870,000 of Palo Verde 1996 Subordinate Refunding

Series B Bonds to refund $ 18,555,000 and $40,315,000 of previously
issued Palo Verde 1986 Refunding Series B and 1987 Refunding
Series A Bonds, respectively. The refunding is expected to reduce ton<i

debt'service payments over the next 13 >mrs by approximately
$50,967,000 (the difference be@veen the debt service payments on the
old and new debt) and is expected to result in a net present value

savings of approximately $29,537,000.
On July 1, 1995, thc crossover date for the Palo Veinule Special

Obligation Bonds Series A, trust assets in escrow of $7,131,000 were

used to advance refund $7,125,000 of previously issued bonds.
In March 1994, the Authority issued $51,835,000 of Mead-

Phoenix Project Revenue Bonds and $ 173,955,000 of Mead-Adelanto
Project Revenue Bonds to refund $243,150,000 of previously issued

Multiple Project Revenue Bonds which ice transferred to the Mead-
Phoenix and Mead-Adelanto projects during fiscal year 1993. The
partial refunding of the original issue within five years of its issuance

triggered a recalculation of the arbitrage yield. The teadculation
resulted in a higher arbitrage yield wluch reduced the rebate liabilityof
the Authority. At June 30, 1997, cumulative savings due to the rebate

calculation amounted to $7,345,000. This amount was allocated
$ 1,959,000 and $5,386,000 to the Mead-Phoenix and Mead-Adelanto
Projects, respectively, and is recorded as accounts rcceivablc in the

accompanying combined balance sheet.

At June 30, 1997 and 1996, the aggregate amount of debt in
all projects considered to be defcased was $3,543,995,000 and
$3,535,075,000, respectively.

I«tcnst Rate Sw«p —In fiscal year 1991, the Authority entered into an
Interest Rate Swap agteement with a third party for the purpose of
hedging against interest rate fluctuations arising from the issuance of
the Southern Transmission Project Revenue Bonds, 1991 Subordinate
Refunding Series as variable rate obligations. The notional amount of
the Swap Agreement is equal to the par value of the bond

($291,000,000 and $291,700,000 at Junc 30, 1997 and 1996, respec-

tively). The Swap Agreement provides for the Authority to make

payments to the third party on a fixed rate basis at 6.38%, and for the
third party to make reciprocal payments based on a variable rate basis

(3.9% and 3.1% at June 30, 1997 and 1996, respectively). The bonds
mature in 2019.
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COMBINED SCHEDULE OF LONG-TERM DEBT
AT JUNE 30, 1997

I?o rlx96ssnh)

Proj8rr

PnncipaL

MoVerde Project Rnxnue and Refunding Boncb

Southan Transmission System Projcn
Rc6xnue and Refunding Bonds

Hoover Uprating Pmjea Revenue and

Refunding Bonds

MultipkPmjea Revenue Boncb

Mead-Phoenix Pmjen
Mead-Adeianto Projen .

Multiple Pmject

1986A

1987A

1989A

1992A

1992B

1992C

1993Sub

1993A

1996A

19968

1996C

1988A

1991A

1992 Comp I, 2, 4

1992 Comp 3

1993A

1996A

1996B

1991

1989

1989

1989

03/13/86
02/11/87
02/15/89
01/01/92
01/01/92
01/01/92
03/Ol/93
03/Ol/93
02/13/96
02/29/96
08/22/96

11/22/88
04/17/91
07/20/92
07/20/92
07/01/93
09/12/96
09/12/96

08/01/91

01/04/90
01/04/90
01/04/90

82%
6.9%
7'/o
6.(P/o

6.iy/o

6.0/o
55%

A%
44
42

72o/o

6A%
1%

6.1%

5A%
4.9%
43o/o

62%

7.1%

7.1%

7.1%

hf87767ity o73

P4'i

1997 to 2006
1997 to 2017

1997 to 2015

1997 to 2010

1997 co 2006

1997 to 2010

1997 to 2017

1997 to 2017

1997 to 2017

1997 to 2017

2016 to 2017

1997 to 2015

2019

1997 to 2021

1997 to 2021

1997 to 2023

1997 to 2006
2019 co 2023

1997 to 2017

1999 co 2013

1999 to 2013

1999 to 2020

7ou!

$ 7,765
40,140

281585
7,155

63AIS
10,635

98200

268,710'S2,90S

58870
89570

1,078.950

154,085 .

291,000

3S,705

423459
119,940

42oA5
121,065

I,187599

31.005

38J300

106,700

259.100

Mead-Phoenix Project Revenue Bonds .

Mead-Adebnco Pmjen Revenue Bonds

Sm Juan Pmjcn Resxnue Boncb

Total principal amount

Unamortized bond discounu

Palo Vade Projen .

Southern Transmission System Projccc

Hoc76xr Uprating Project

Mead.Phoenix Projoa
Mead-Adebnto Projca .

Multiple Projen Fund

San Jum Pmjen

Total unamortized bond discounc

Long-term debt due within one par

Total long-term debt. nec

1994A

1994A

1993

03/Ol/94

03/01/94

06/Ol/93

53%

5.6%

2006 to 2020

2006 to 2020

1997 to 2020

51.835

173.955

3.159oJI4

(85~9)
(100362)

(3,491)
(4,065)

(I? 199)

(15,634)

~8869
229~9

56,720

8 2873,038
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Note 5 —Disclosures about Fair Value of Financial Instruments:

Thc following methods and assumptions iverc used to estimate the fair
value of cadi dass of financial instruments for whidi it is practicable

to estimate that value:

LN<g-term <tcbt/Spn'al Obligation Crosser Sm'<s Bo«h/$«bordi«a<c Rffi«<ding

C<ossoivr Sm'cr- The fair value of the Authority's debt is estimated based

on the quoted market prices for the same or similar issues or on the cur-

rent average rates offered to the Authority for debt of approximately
the same remaining maturities, net of thc effect of a related interest rotc

swap agreement.

The fair values of the Authority's fmancial instruments are as follows

(in thousands):

d«c<c

Carl< and cash ectunoients

Escrow account - Subordinate

Refunding Goss<ncr Series

Decommissioning fund

Imestments

ad h<ac

Debt

Subordinate Refunding

Gossoccr Series

Og Bsbncc Sbr< Fncuncid

fc«<n<m<n<a

Special Obligation
Go<<<net Series Bonds

Crosscncr escrow accounts

Fc<c Amonind Fc<r

Vctcc Conc Vctcc

$ 87/70 $ 87/70 S 173,798 $ 173,798

15<439 15,484

43,924 43,943

670,711 670,837

346,468 343g98
33,865 33<474

597,831 597,427

2.929,735 3411,927 ?„920,735 3310,790

347388 385416

63.415 67739
63,849 63W9

Nolo 6- Power Sales and Transmission Service Contracts:

Thc Authority has power sales contracts with tcn participants of the
Palo Verde Project(see Note 1). Under the tertns of the contracts, the
participants are entitled to poiver output ftom the PVNGS and are

obligated to make payments on a "take or pay" basis for their propor-
tionate sharc of operating and maintenance expenses and debt scrvicc
on Power Project Revenue Bonds and other debt. Thc contracts expire
in 2030 and, as long as any Power Project Revenue Bonds are out-
standing, cannot be terminated or amcndcd in any manner which will
impair or adversely affect the rights of the bondholders.

The Authority has transmission service contracts with six partici-
pants of thc Southern Transtnission System Project (see Note 1).

Under the terms of the contracts, the participants are entitled to trans-
mission service utilizing thc Southern Transmission System Project and
are obligated to make payments on a "take or pay" basis for their

~ proportionate sham of operating and maintenance expenses and debt

Cash a<i<I rash cquiittlc«<s —The carrying value approximates fair value

because of the short maturity of those instruments.

Invest«<c«ts/DccN«<nissioning fr«<d/Zsc<t<w a<ronni — Subordi<ra<c Ecfi««ling

'rt<sscnvr Sana/Cross<ntcr escrow acro«<rts —Thc fair values of investments

are estimated based on quoted market prices for the same or similar
investments.

service on Transmission Project Rcvcnue Bonds and other debt. The
contracts expire in 2027 and, as long as any Transmission Project
Rcvenuc Bonds arc outstanding, cannot be terminated or amended in

any manner which willimpair or adversely affect the rights of the bond-
holders.

In Mardi 1986, the Authority entered into power sales contracts
with six participants of thc Hoover Uprating Project (sce Note 1).

Under the terms of the contracts, the participants are entitled to capac-

ity and associated firm energy of the Hoover Uprating Project and are
'bligatedto make payments on a "take or pay" basis for their propor-

tionate share of operating and maintenance expenses and debt service

whether or not thc Hoover Uprating Project or any part thereof has

been completed, is operating or is operable, or its service is suspended,

interfered with, reduced or curtailed or terminated in whole or in part.
The contracts expire in 2018, and as long as any Hydroelectnc Power

Project Revenue Bonds are outstanding, cannot'be terminated or
amended in any manner ivhich will impair or adversely affect the rights
of the bondholders.

In August 1992, the Authority entered into transmission service

contracts with nine participants of the Mead-Phoenix Project (scc
Note 1). Under the terms of the contracts, the participants are entitled
to transmission service utilizing thc Mead-Phoenix Project and arc

obligated to make payments on a "take or pay" basis for their propor-
tionate share of operating and maintenance expenses and debt service

on the Multiple Project and Mead-Phoenix Revenue Bonds and other
debt, ivhether or not the Mead-Phoenix Project or any part thcrcof has

bccn completed, is operating and operable, or its service is suspended,

interfered with, reduced or curtailed or terminated in ivhole or in part.
The contracts expire in 2030 and, as long as any Multiple Project and
Mead-Phoenix Revenue Bonds arc outstanding, cannot be terminated
or amended in any manner which will impair or adversely affec thc
rights of thc bondholders.

In August 1992, the Authority entered into transmission service

contracts with nine participants of the Mead-Adelanto Project (see

Note 1). Under the terms of the contracts, the participants are entitled
to transmission service utilizing thc Mead-Adclanto Project and are

obligated to make payments on a "take or pay" basis for their propor-
tionate share of operating and 'maintenance expenses and debt service

on the Multiple Project and Mead-Adclanto Revenue Bonds and other
debt, whcthcr or not the Mead-Adelanto Project or any part thereof
has been completed, is operating and operable, or its service is sus-

pended, interfered with, reduced or curtailed or terminated in whole or
in parr. The contracts expire in 2030 and, as long as any Multiple
Project and Mead-Adelanto Rcvcnuc Bonds are outstanding, cannot bc
terminated or amended in any manner which will impair or adversely

affect the rights of the bondholders.
In January 1993, the Authority entered into power sales contracts

with five participants of Unit 3 of thc San Juan Project (see Note 1).

Under the terms of the contracts, thc participants are entitled to their
proportionate share of the power output of the San Juan Project and

arc obligated to make payments on a "take or pay" basis for their pro-
portionate share of operating and maintenance expenses and debt
service on the San Juan Revenue Bonds, whether or not Unit 3 of the
San Juan Project or any part thereof is operating or operable, or its scr-

vicc is suspended, interfered with, reduced or curtailed or tcrminatcd in



Note 7 —Costs Recoverable fttsm Future Billings to Participants:

Billings to participants are designed to recover "costs" as defined by the

power sees and transmission service agreements. The billings are struc-

tured to systematics provide for debt service requirements, operating

funds and reserves in accordance with these agreements. Those

expenses, according to generally accepted accounting principles

(GAAP), which are not induded as "costs" are deferred to sudi periods

when it is intended that they be recovered through billings for the repay-

ment of principal on reLated debt.

Costs recoverable from future billings to participants are comprised

of the following(in thousands):

GAAP itetns not indudcd in

billinyto partiripants:

Depreciation of plant

Amortization of bond discount,

debt issue costs, and cost of
refunding

Nuclear fuel atnortization

Dcconunissioning expaue

Interest expense

Bond requirements included in billings

to partrcipaotsc

Operations and maintenance,

net of investment income

Costs of acquisition of capacity - SIS
Reduaion in debt service billings

due to transfer of excess funds

principal repajments

CXher

t997, June Xt
19i7

$ 397,651 $ 53.1S6 $ 450,807

268599 57,968 326.867

19~8 19,548

82u843 6,702 89~5
30,899 9,769 40,668

($ 88315) (13,955) (102,270)

(18/50) - (18,350)

67/59 99 67,6S8

(261,689) (56,086) (317,775)

~33898 ~3,996 ~393OI
$ 463,447 $ S3,747 $ 517.194

whole or in part. The contracts expire in 2030 and, as long as any

San Juan Revenue Bonds are outstanding, cannot be terminated or
amended in any manner whidi willimpair or adversely affect the rights
of the bondholders.

independent transmission system established by the legislation. The Bill
also mandates the. collection of a public benefit diarge from all electric

utilitycttstomers in the state. Although these funds (currently estimated

at 2.5% of gross revenues) must be spent on renewable resources,

conservation, researdi and development, or low income rate subsidies,

the governing authority of cadi consumer-owned utility will control
acmal expenditures.

The Price-Anderson Act (the "Act") requires that all utilities with
nuclear genenting facilities share in payment for daims resulting from
a nuclear incident. The'Act limits liability from thitcl-party daims
to $8.9 bilhon per incident. Participants in the Palo Verde Nudear
Generating Station ciirrently insure potential daims and liability
through commercial insurance with a $200 million limit", the remain-

der of the potential liability is covered by the industry-wide retrospec-

tive assessment program provided under the Act. This program limits
assessments to $79.3 million for each licensee for cadi nudear incident
occitrring at any nuclear reactor in the United States; payments under
the progratn at3e limited to $ 10 million, per incident, per )mr. Based

on thc Authority's 5.91% interest in Palo Verde, the Authority would
be responsible for a maximum assessment of $4.7 million, limited to
payments of $591,000 per incident, pcr par.

Thc Authority is involved in various legal actions. In the opinion of
management, the outcome of sudi litigation or claims will not have a

material effect on the financial position of the Authorityor the respec-

tive separate projects.

Note 9 —Restatement of Prior Years Comparative Financial Statements:

Hoover Uprating Project -Thc Authority has restated prior year compara-

tive financial stateinents for the Hoover Uprating Project to reflect

the application of credits on billings to participants for energy and

capacity whidi reduce «dvancc paytnents made to USBR. (Note 2) in
accordance with Procedures and Practices for the Administration of
Section 6.5 of the Electric Service Contracts dated June 1996. The
effect of'he restatement on Costs recoverable &om fiiture binings to
participants in the statement of operations for the year ended June 30,

1996 is as follows (in thousands):

In Mat3ch 1997, the Palo Veinule Project participants approved a

board resolution whiCh instructs thc Authority to increme fiscal 1998

and futiue billings to Palo Veinule participants so as to fullyamortize the

ctirrcnt costs recoverable from future billings to participants balance of
$230,497,000 at June 30, 1997 by Junc 30, 2003 and to prevent thc

further acctunulation of costs recoverable from future billings to

participants.

Costs reco3xrabje from future billinyto partiripants

as previously reported

Adjusunent for effect of restatement

Costs (recotvrabje from) in «xccss of future

billinyto participants as adjusted

Hoover Upratlng
Project

($ 239)

892

Note 8- Commitments and Contingencies:

In September 1996, Assembly Bill 1890 (Bill)was given final approval.

Thc Bill,whidi provides for broad deregulation of the power generation

industry in California, requires flic participation of the state's investor-

owned utilities. Consumer-owned utilities can participate on a voluntary

basis but must hold public hearings as part of their decision m~g
process. The Bill,which tvas supported by the Authority, authorizes the

collection of a transition diatge for generation when a consumer-owned

utility opens its service area to competition and participates in the

Advances for capacity and energy, net and Costs recoverable from
future billings to participants at July 1, 1995 have also been increased

and reduced, respectively, by $ 14,172,000 to reflect the retroactive effect

of thc restatement on beginning Advances for capacity and energy, net

and Costs recoverable fiom future billings to participants.

Palo Vnk Pejcct —Thc Authority has restated prior )ear comparative

financial statements for thc Palo Vcrdc Project to reflect amortization

over the temaining life of the bond of debt issue costs associated with
the issuance of the Palo Vet3de Refunding Bond Series 1985 A and B.

SCPPA



Unamortized debt expenses and Costs recoverable from future billings
to participants at July 1, 1995 have been rediiced and increased, iespcc-

tivcly, by $ 12,981,000 to reflect the retroactive effect of the restatement

on beginning Unamortized debt expenses and Costs recoverable

from future billings to participants. The restatement had no effect on
Costs recoverable from future billings to participants for the year ended

June 30, 1996.

Smriti Timrsnrission System Piojrrs -The Authority has restated prior year
comparative financial statements for thc Southern Transmission System
Project to reflect amortization over the remaining life of the bond
of debt issue costs associated with the issuance of the Southern
Transmission System Project Refunding Bond Series 1985A. Thc
Authority has also restated prior year comparative financial statements

for the Southern Transmission System Project to reflect bond discount
amortization over the life of thc Southern Transmission System Project
Refunding Bond Series 1992 Component 3.

The effect of the restatements on Costs recoverable from future
billings to participants in the statement of operations for thc year
ended June 30, 1996 is as follows (in thousands):

Note 10 —Subsequent Event (Unatsdited):

On October 9, 1997, the Authority issued $375,650,000 in Palo Verde

Project bonds as part of a comprehensive Restructuring Plan. The bonds

consist of $29,975,000 of tax-exempt bonds with an effectiv interest

rate of 4.4o/o, 1997 Series A, and $345,675,000 of taxable bonds with
an effective intcrcst rate of 7.0/o, 1997 Series B.Thc Series A bonds wiH

be used to advance iefiind $25,745,000 of 1989 Refunding Series A and

$2,945,000 of 1992 Rcfiinding Series C. Wherms, 1997 Series B willbe

used to refund $9,895,000 of 1992 Refunding Series B; $ 1,980,000 of
1992 Refunding Series C; $238395,000 of 1993 Refunding Series A;
$98~,000 of 1993 Subordinate Refunding Series; and $74,475,000
of 1996 Subordinate Refunding Series A; which are restricted from being
refunded on a tax~empt basis. These bonds will bc defeased to maui-

rity with the proceeds fiom the ntxable bond issue. The taxable bonds

were structured as a bullet term bond maturing in 2017.

Costs reccnerable from future billings to participants

as preriously reported

Adjustment for effec of restatement

Costs reccnerable from future billings to participants
as adjusted

Southern Transmission
stem ProJect

(5 20,633)

(3,544)

(5 24,177)

Unamortized debt expenses, Unamortized bond discount and
Costs recoverable fiom future billings to participants at July 1, 1995
have also been (reduced)/increased by ($559,000), ($7,600,000) and

$8,159,000, respectively, to reflect thc retroactive effect of the restate-

ment on beginning Unamortized debt expenses, Unamortized bond
discount and Costs recoverable from future billings to participants.

Cenbirrrd Total —The effect of these restatements on the combined
total of Costs recoverable fiom future billings to participants in thc
statement of operations for the year ended June 30, 1996 is as follows
(in thousands):

Costs recorerable fmm future billing» to participants

as previously reported

Adjustment for effec of restatement

Costs reccnerable fmm fuuue billings to participants

as adjusted

Combined
Total

($ 42,796)

(2,652)

($ 45,448)

Advances for capacity and energy, nct, Unamortized debt cxpcnses,

Unamortized bond discount and Costs recoverable from future billings
to participants at July 1, 1995 have also been increased (reduced) by
$ 14,172,000, ($ 13,540,000), ($7,600,000) and $6,968,000, respec-

tively, to reflect the retroactive effect of the restatement on beginning
Advances for capacity and energy, net, Unamortized debt expenses,

Unamortized bond discount and Costs recoverable from future billings
to participants.
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SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
PALO VERDE PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 1997

(y2$ Ck4$ $$7$h)

Balance at June 30, 1996

yt7$47w 67 8K4$ i711

Gruiryny y$$342 F$ 47$h
F 42d Fwd I&II T0$$1

$ 124,685 $ 4 $ 19,949 $ 25582 $ 13,017 $ 33530 $ 216.767

Additions:
Investment earnings

Distribution of imvsuncnt earnings .

Discount on investment purduses
Revenue from po$vrr saks .

Distribution of revenues

Tratufas to escrow for rcfundings

Transfer fmm aaow for principal and interest payments

3,944

(4,722)
723

81

51,719

(7,649)
717338

34

8,191

30
121355

(126381)
(3333)

1.134

(1,153)
96

19

40,679

258

1,110 663 1,630 8415
(1,538) (778)

432 IIS 853 2&$9

24 121,479

2304 23483 7,996

(1,000) SrI33 (6+91)
717338

Toul 761.434 ~4 43.003 1332 29,016 10.479 843290

Deduaionu
Corurmaion expenditures

Operating «xpcndin2rcs

Fuel msts .

Bond isme costs

Paymcnc of prineipaI

interest paid .

Premium and interest paid on u2$vstmcnts

Isaymcnt of prineipai and intercsr on esaow boncb

25,690

35,019

24

717338

27368
8,014

104

15,603

6 118

2363
27,477

.8,044I~
25,690
50,622

148

717338

Toul

Mance ac June 30, 1997

778.071

$ 30$ ,048

35.412 2363 17298 123 833267

$ 25670 $ 24631 $ 2473$ $ 43286

This sd2cduk stunmsrizcs the tceeipcs and disbursements in funcb rc4tuiml wxkr the Bond lndmuue and hss been prepared from the crust statcmmts. The balances in the furxb enmist of ea$ h and i224vst-

mcnts ac originsi mst. These bsbnecs do not inchxk acaucd interest reorivabk of$ 14471 +xi $ l245 and Dcmmmis$ $oning Fsuxl aeaued intacst rcoeivahk of $475 and $267 ac June 30, 1997 and 1996.
respeaively nor do they indude coul amoaizcd nct 3vcsuncnt dimxmts of $ IANS and $788 at June 30, 1997 and 1996, tespcaivcly. These babnees abo do noc indude u2ucaiizcd lou on nncstmcnts in
funds avaiiawe for sak of$733 and $456 ac June 30, 1997 and 1996. rcspcahvty.



SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
SOUTHERN TRANSMISSION SYSTEM PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 1997

(1'n rbenss7ds)

9762n4472'0n

F8 7d-lnutsl
Fn6212|762

4irrsnnr

D4b
5778crc

Fn7d

Babnce at June 30, 1996 $ 234 $ 106.411 $ 6,051 $ 4,157 $ 76219 $ 343 JI74 $ 536,946

Additions:

Bond Interest received

Imestment earnings

Distribution of investment earnings

Revenue from transmission sales

Distribution of revenue

Transfer from escrow for principal and intetest payments

Other receipts

Total

Deductions: .

Operating expenses

Pa>ment of principal

Interest paid ..
Paymen! for defeasance of revenue bonds

Payment of principaI and interest on escrow bon6b

Premium axl Interest paid on imestment purduses

Bond issue costs

3,639

(3~8)

(26,158)
20W72

55

176,670

25W7
31310

20W72
172

174

450
10,499

91,689

(87,758)

42

14.922

14,437 14,437

IOJI45

73,189

326439 357,849

20W72
59 231

3228 3,402

10.845

47,682

254 254

328 6,964 1 1392

(327) ISJ197 (22831)
91,689

7461 86.415 19,940

20&72
12 109

7262 440242 ~2894 306846

Toul 259535 14,437 61 JI14 326&9 662325

Balance at June 30, 1997 $ 245 $ 23546 $ 6~6 $ 11,719 $ 123.947 $ 14.444 $ 180.437

This schedule sununarizes the reccipcs and disbursements in ftuxb required under the Bond Indenture md has been prepared from the trust statements. The babnces in the fiuxb consist of cash and unest-

mcnts at origuaal cost. These babnces do noc indudc accrued interest receivable of $583 and $2,169 at June 30, 1997 and 1996, respectively. nor do they indude coul asnortized net imesunent discounts of
$4,923 uxl $2,983 at June 30, 1997 axl 1996, respectnvly. These babnces do not indude tnueaiized (gain) loss on investmcnts in funds avaibwe for sak of ($ 1,116) and $2865 at June 30, 1997 and 1996.

respecti8eiy.
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SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
HOOVER UPRATING PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 1997

(I76 biw4557di)

Babnce at June 30, 1996

I&
Abeam B'07kiig Ide $ 747'Ec G7777d

Itr>77477475 Op7573'7g Itiwioir Gpisd $7meic Itriirw Irrsciw
F747d Fied Fwd F547d 417705035 Etrrc44743 F747d Tccol

$ — $ 238 $ — $ 560 $ 2371 $ 3,083 5 5259 $ 1151 I

Additions:

Investment earnin85 .

Dismbution of imzscment earnin85

Discount on imestment urchascs
Rcvznue fmm power sales

Distnbution of revenues

Transfer fiom escrow for interest papncnts
Miscelbncous transfers

Total

Deductions:

Payment of pnncipai
Administrative expenditures .

Interest paid .

Payment of interest on escrow boncb

Other

60 5

(60) 476

~53
508 (2,014)

1312

335

43

27 36

(58) (178)
31 142

1284
30260

3.852

35396

1,8$ $

30260
252

(180)
155

~3.636

~34 34

153

33294

4,650
335

IJI55

30360
295

Total

Balance at June 30, 1997

378 37.017

5 2472 5 — 5 560 5 760

37395

5 3,053 5 3545 5 7,430

Thb scheduk stunmarizes 8» receipts and disbursements in funib reEtuircd under the Bond Indenture and has bccn prepared fmm d» uust statements. The babnces in the funds coruiu of cash and imest-
mcnts at orisinaI cost. These habnces do not indudc accrued interest recchuble of $6 at tune 30. 1997 and 1996, nor do they indude total amortized net imvstment discount of $73 and $ 117 at june 30,
1997 aml 1996, respectively. These babnces also do not indude realized loss on investments in fumb anibwe for sale of $74 and $3 at June 30, 1997 and !996, respectively.
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SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
MEAD-PHOENIX PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 1997

(Ia~)

Babnee at June 30, 1996

Drb
Smicr
itrsmv
&cesar

$ 12.080 $ 2367 $ 5.916 $ 65 $ 2525 $ 237 5 — $ 23.190

Additiom:
Imvsnncnt earnings .

Transfer of irnvstmcnts

Reimbursement from WAPA

Transmission revenue

Transfer of montMy transmission costs

Truufer of funds .

Total

Deductions:

Comtruction expenditures

Interest paid .

Premium and interest paid on imvstment purchases

Operating expenses

950

145

(930)

435

(435)
222

? 912

(502)

1.765 ~65) 1,447

2434
58

14

416

150

739

86

1,631

222
?„912

364
5,176

58

IJI28

Total 653 ?.642 4592 739 6,626

Balance at June 30, 1997 $ 12377 $ 1,490 $ 5,916 5 — 5 1380 $ 78 $ 88 $ 21 329

This schedule stunntarizes the receipts and isbursemcnts in funds required under the Bond Indenuuv and has been prepared fmm the trust statements. The habnces in the funds consisc of cash and imvst-

ments at origirul cost. These habnces do not iindude accrued interest receivaMe of $690 and $841 at June 30. 1997 and 1996, respecthvty nor do they indude toul amortized net imvstment discount of$ 18

and prenuum of $42 at June 30. 1997 and 1996, respectively. Thcsc habnces do noc include unrealized loss on investmcnts in funds availahk for sale of $9 at June 30, 1996.
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SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
MEAD-ADELANTOPROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 1997

(?77 44e55774bg

OP75727ig ?55w rvw777745

Fiird F747d Fiiid
5 rpk
F747d Terri

Baknce ac June 30, 1996 .

Additions:

Imestment earnings .

Tnmfcr of imzstment earnutgs

Reimbursement from NrAPA

Tumiers of funds

Transmission revenue

Trmfer of monthly transmission costs

Toul

384 1,196

1,196 (L196)

3,048

? 667, 4,628

452

616

274

IS

4301 (7~
7,943

~452
4575 ~7i

$ 35.665 $ 6.497 5 16267 $ 263 $ 8.474 $ 71 5

86

$ 67&7

4445

IS

7,943

Deduaions:

Construaion expenditures

Intaest paid
Premium and intercsc paid on imesunent prchases
Operatiing expenses

Toul

Balance at June 30, 1997

(I) (I)
7470 8,50S 15,775

(I) 195 194
365 iii 1216

364 7269 851 8,700 17.184

$ 37,968 $ 33156 $ 16367 $ 28 $ 4349 $ — $ 88 $ 6~6

This schcduk stunmarizcs the receipts and disbursements in funds retptired under the Bond Indmuue and has bccn prepared fmm the trmc sutcmmts. The balances in the funds consist of cash and imest-
ments at onginai cwt, These baianou do noc inchtde accrued intacst recehubie of $2,057 and $~ at tune 30, 1997 and 1996, rcspeaheiy. nor do they indude coul amortized nct is vestment discount
of $53 and premium of $ 143 at June 30, 1997 and 1996, rcspectheiy. These btianees do not indude nrealized Iou on imesunents in funds available for uk of $ 1 and $28 at tune 30. 1997 and 1996,
res pcaively.



SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
MULTIPLE PROJECT FUND

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 1997

f96 696sse266)

Balance at June 30. 1996 S 249.423 $ $ 1,465 $ 260.888

Additions:

Imvstmenc earnings .

Trarufcr to earnings account

Transfer to debt service account

Total

182AS

(18208)
165I2

16512

268

18~
~l6S12

1.964

18,476

18,476

Deductions:

Interest paid

Ober transfers

Total

Balance at June 30, 1997

~1,696
~1,696
$ 247,727 $

IMI2

16512

1,696

16412

1,696 16512

5 5.125 6 2921192

This schedule sununanzcs the receipts and disurscmcnts in funds rcctuircd under the Bond lndcnnue and has been prepared from the uusc statements. The halanccs in the funds coruist of imcstmcnts ac

original cosc. These halanccs do not indudc accrued interest rcceivahle of $9~ and $9220 at June 30, 1997 and 1996. respectively.
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SOUTHERN CALIFORNIAPUBLIC POWER AUTHORITY
SAN JUAN PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 1997

(y>5 CbCarnh)

Babnce at June 30, 1996 $ 1253 $ 5 $ 526 $ 8.$ 21 $ 18.025 $ 13321 $ 41.651

Additions:

Imcstmcnt earnings .

Distribution of investment earnings

Discount on imzsancnt prchases
Rcwnue from po3vcr sales

Distribution of resznues

Transfer of imzstment earnings

Miscellaneous transfers

42
2221

56 EGG

(56330)
(2)

~279

(73)
7

35,689

2.797

18514 ? 127

25 38 1,066 $34

(2) (311) (1,066) (769)
I 279 241

1,76$

528

56 EGG

Total 38rI80 26 18520 2.133 59.159

Dcductionu
Adminisaative expenditures .

Interest paid .

Premium and interest on investmcnt uurchases

Principal pa@neat

Total

37,794

37,794

11.988

6
6.035

18.029

37,794

11,988

IIO 116

6.035

110 $5.933

Mance ac June 30, 1997 5 — 5 1.939 5 5 5 552 5 9012 5 15025 5 35544 5 44577

This schedule summarizes the rcceipcs md di burscments in funds required under the Bond Indenture and has been prepared fmm the aust statcmena. Thc balances in the furxb consbc of cash ard
imcstments at ongmSI cost. These balances do noc indude accrued interesc receivable of $ 134 a2xl $67 ac tune 30, 1997 a3d 1996, rcspectiwiy. nor do they inchde total amortized nec imcstment discount
of $60 a3d $69 at tune 30, 1997 and 1996, respectively. These balances do not indude unrealized loss on investments in funds avaiiaMe for sale of $3 and $4 at June 30. 1997 22d 1996, respectively.


