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Report of Independent Auditors

The Board of Directors
South Mississippi Electric Power Association

We have audited the accompanying balance sheets of South Mississippi 
Electric Power Association (the Association) as of December 31, 2008 and 
2007, and the related statements of revenues, expenses, and patronage 
capital, and cash flows for the years then ended. These financial statements 
are the responsibility of the Association’s management. Our responsibility is 
to express an opinion on the financial statements based on our audits. 

We conducted our audits in accordance with auditing standards generally 
accepted in the United States. Those standards require that we plan and 
perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. We were not 
engaged to perform an audit of the Association’s internal control over 
financial reporting. Our audits included consideration of internal control 
over financial reporting as a basis for designing audit procedures that are 
appropriate in the circumstances, but not for the purpose of expressing 
an opinion on the effectiveness of the Association’s internal control over 
financial reporting. Accordingly, we express no such opinion. An audit 
includes examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements, assessing the accounting principles 
used and significant estimates made by management, and evaluating the 
overall financial statement presentation. We believe that our audits provide a 
reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in 
all material respects, the financial position of the Association as of December 
31, 2008 and 2007, and the results of its operations and its cash flows for 
the years then ended in conformity with accounting principles generally 
accepted in the United States.

New Orleans, Louisiana
March 4, 2009
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Balance Sheets

I n  t h o u s a n d s  a s  o f  D e c e m b e r  3 1 , 		  2 0 0 8 		  2 0 0 7

Assets		  
Electric utility plant		
	 In service – at cost	 $	 1,278,296	 $	 1,210,950

	 Electric plant held for future use		  44,084		  44,084

	 Construction work in progress		  38,679		  62,521	

					     1,361,059		  1,317,555

	 Less accumulated depreciation		  570,508		  539,473

Net electric utility plant		  790,551		  778,082

Investments		
	 Investments in associated organizations  

	   and other investments		  13,671		  10,665

	 Debt service reserve 		  6,723		  6,703

	 Decommissioning trust investments		  29,701		  42,716

	 Debt service prepayments		  6,368		  6,059

Total investments		  56,463		  66,143

Current assets		
	 Cash and cash equivalents		  2,845		  18,325

	 Accounts receivable from Members		  62,013		  53,299

	 Accounts receivable from others		  265		  1,616

	 Inventories (at average cost):		

		  Coal and other fuels		  18,940		  19,027

		  Emission allowances		  15,806		  11,812

		  Materials and supplies		  21,536		  20,786

	 Other			  13,438		  993

Total current assets		  134,843		  125,858

Deferred charges		  95,326		  57,206

Total assets	 $	 1,077,183	 $	 1,027,289 

See accompanying notes.



I n  t h o u s a n d s  a s  o f  D e c e m b e r  3 1 , 		  2 0 0 8 		  2 0 0 7

Equities and liabilities		  
Equities		
	 Patronage capital	 $	 148,225	 $	 129,147

	 Donated capital and unrealized gain (loss) on 

	    decommissioning trust		  (12,739)		  1,673

Total equities		  135,486		  130,820

Long-term debt (excluding current maturities)		  635,582		  699,421

Accrued decommissioning obligation		  44,022		  40,951

Deferred credits and other long-term liabilities		  85,141		  21,821

Current liabilities		
	 Accounts payable		  46,583		  49,540

	 Notes payable		  78,380		  37,040

	 Accrued interest		  1,633		  1,068

	 Other accrued expenses		  3,131		  2,164

	 Current maturities of long-term debt		  47,225		  44,464

Total current liabilities		  176,952		  134,276
 

Commitments and contingencies (Notes 3 and 13)	

	

Total equities and liabilities	 $	 1,077,183	 $	 1,027,289

See accompanying notes.

Balance Sheets
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Statements of Revenues, Expenses and Patronage Capital

I n  t h o u s a n d s  f o r  t h e  y e a r s  e n d e d  D e c e m b e r  3 1 ,  		  2 0 0 8 		  2 0 0 7

			 

Operating revenues		
	 Electric energy revenue from members	 $	 716,107	 $	 664,159

	 Other electric energy revenue		  17,514		  1,433

	 Other – net		  360		  1,965

Total operating revenues		  733,981		  667,557

		

Operating expenses		
	 Fuel			   131,692		  134,022

	 Production		  22,346		  21,564

	 Purchased power		  432,061		  375,310

	 Transmission		  19,463		  17,704

	 Administrative and general		  11,233		  9,408

	 Maintenance expenses:		

		  Production		  15,101		  13,175

		  Transmission		  3,848		  4,466

		  General		  2,423		  1,899

		  Depreciation and amortization		  33,911		  34,818

Total operating expenses		  672,078		  612,366

Operating margin before interest and other deductions		  61,903		  55,191

		

Interest and other deductions		
	 Interest		  43,682		  45,281

	 Other deductions		  1,082		  1,816

Total interest and other deductions		  44,764		  47,097

Operating margin		  17,139		  8,094

		

Nonoperating margin		
	 Interest income		  1,462		  2,296

	 Other			  477		  7,807

Total nonoperating margin		  1,939		  10,103

Net margin		  19,078		  18,197

Patronage capital at beginning of year		  129,147		  110,950

Patronage capital at end of year	 $	 148,225	 $	 129,147

See accompanying notes.



I n  t h o u s a n d s  f o r  t h e  y e a r s  e n d e d  D e c e m b e r  3 1 , 		  2 0 0 8 		  2 0 0 7
						    

Operating activities		
	 Net margin	 $	 19,078	 $	 18,197

	 Adjustments necessary to reconcile net margin to net 

       cash provided by operating activities:		

		  Depreciation, amortization, and decommissioning		  38,598		  38,863

		  Gain on sale of assets		  31		  (7,169)

		  Other noncash charges		  (35)		  (54)

		  Change in current assets		  (24,468)		  6,952

		  Change in deferred energy		  (13)		  (6,830)

		  Change in current liabilities		  21		  5,601

		  Change in regulatory assets and liabilities		  21,403		  2,912	

Net cash provided by operating activities		  54,615		  58,472

		

Investing activities		
	 Proceeds from sale of utility plant		  31		  14,623

	 Purchases of available for sale securities	 	 (13,809)		  (17,106)

	 Proceeds from sale of available for sale securities	 	 15,704		  15,089

	 Increase in other investments		  (4,921)	 	 (2,496)

	 Electric plant additions		  (46,554)		  (52,970)

	 Decommissioning fund deposits		  (500)		  (5,629)

Net cash used in investing activities	 	 (50,049)	 	 (48,489)

		

Financing activities		
	 Principal payments on long-term debt	 	 (61,386)		  (113,966)

	 Proceeds from long-term borrowings		  –		  82,863

	 Net borrowings on notes payable		  41,340		  17,090

Net cash used in financing activities		  (20,046)		  (14,013)

		

Net decrease in cash and cash equivalents		  (15,480)		  (4,030)

Cash and cash equivalents at beginning of year		  18,325		  22,355

Cash and cash equivalents at end of year	 $	 2,845	 $	 18,325

		

Additional cash flow disclosure		
Interest paid	 $	 42,130	 $	 52,044

See accompanying notes.

Statements of Cash Flows
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Note 1 – Nature of Operations

South Mississippi Electric (SME) is a member-owned, not-
for-profit electric generation and transmission cooperative 
that supplies wholesale electricity and other services to its 11 
member distribution cooperatives, which, in turn, provide retail 
electric service to consumers in certain areas of Mississippi 
through approximately 400,000 meters. Under long-term 
wholesale power contracts with each of its members, SME is 
obligated to provide all of the power required by the member 
systems. Financing assistance is provided by the United 
States Department of Agriculture, Rural Utilities Service 
(RUS). In addition to being subject to regulation by its own 
governing board of directors, SME is subject to certain rules 
and regulations promulgated for rural electric borrowers by 
RUS. SME maintains its accounting records in accordance with 
the Federal Energy Regulatory Commission’s (FERC) Chart of 
Accounts as modified and adopted by RUS. Revenue is generally 
recognized when power is delivered to its members. However, as 
a regulated utility, the methods of allocating costs and revenue 
to time periods may differ from those principles generally 
applied to nonregulated companies. 

SME owns a 10% undivided interest in a nuclear generating 
plant known as Grand Gulf Unit 1 (Grand Gulf). System Energy 
Resources, Inc. (System Energy), a subsidiary of Entergy 
Corporation (Entergy), owns the remaining 90% either outright 
or through leasehold interests. Entergy Operations, also a 
subsidiary of Entergy, operates the plant along with other 
nuclear plants owned by Entergy, subject to owner oversight. 
Grand Gulf commenced commercial operation on July 1, 1985.

Note 2 – Summary of Significant  

Accounting Principles

Electric Utility Plant and Depreciation
Electric utility plant is stated at cost, which includes contract 
work, materials, and direct labor, allowance for funds used 
during construction, and allocable overhead costs. The cost of 
electric generating stations and related facilities also includes 
costs of training and production incurred, less revenue earned, 
prior to the date of commercial operation.

Depreciation is provided by the straight-line method for utility 
plant at the following annual composite rates:

	 Nuclear generation plant 	 2.85%
	 Non-nuclear generation plant 	 0.6% to 3.1%
	 Transmission plant 	 2.75%
	 General plant and transportation 
	      equipment 	 2.0% to 25.0%

At the time units of electric utility plant are retired, their original 
cost and cost of removal, less salvage value, are charged to 
accumulated depreciation. Replacements of electric utility plant 
involving less than a designated unit of property are charged to 
maintenance expense. With the exception of five-year turbine 
inspections, repair and maintenance costs incurred during 
a planned major maintenance outage are expensed when 
incurred. Costs associated with five-year turbine inspections 
are recorded as deferred assets and amortized over the periods 
between inspections. SME evaluates long-lived assets for 
impairment when events or changes in circumstances indicate 
that the carrying value of such assets may not be recoverable, 
based upon expectations of nondiscounted cash flows and 
operating income.

Amortization of Intangible Plant
Intangible plant assets, accounting for less than 1% of utility 
plant assets, are amortized over the term of the corresponding 
wholesale power agreement.

Allowance for Funds Used During Construction
SME capitalizes interest on certain significant construction 
and development projects while in progress. The interest cost 
capitalized related to debt specifically borrowed for construction 
and development projects during construction is reflected as a 
reduction of interest expense. The imputed interest cost related 
to construction and development projects funded without 
specific borrowings during construction is reflected as allowance 
for funds used during construction.

Cost of Decommissioning Nuclear Plant
SME’s portion of the estimated decommissioning cost of 
Grand Gulf (Note 3) is charged to operating expenses as it 
is funded over the estimated service life of the plant. The 
current operating license received from the Nuclear Regulatory 
Commission (NRC) terminates in 2024. 

Notes to Financial Statements



Investment Securities
Decommissioning trust investments are categorized as available 
for sale and are carried at fair value. Because of SME’s ability 
to recover decommissioning costs in rates and in accordance 
with the regulatory treatment for decommissioning trust funds, 
SME has recorded an offsetting amount of unrealized losses as 
a component of other comprehensive income. Therefore, SME 
has effectively recognized losses for all decommissioning trust 
securities with temporary impairments.

Debt service reserve and other investments are categorized 
as held to maturity and are carried on the balance sheet at 
amortized cost. SME has the intent and ability to hold these 
securities until their estimated maturities but may sell them 
under certain circumstances.

The primary components that determine a debt security’s fair 
value are its coupon rate, maturity, and credit characteristics. 
When the fair value of a security falls below amortized cost, an 
evaluation must be made to determine if the unrealized loss is 
a temporary or other than temporary impairment. Securities 
that are not deemed to be temporarily impaired are written 
down to net realizable value by a charge to expense. Premiums 
and discounts are amortized and accreted to operations using 
the level yield method, adjusted for prepayments as applicable. 
Gains and losses on sales of investment securities are computed 
using the specific identification method.

Cash and Cash Equivalents
For purposes of reporting cash flows, all temporary investments 
with original maturities of three months or less are deemed to 
be cash equivalents.

Emission Allowances
In accordance with the Federal Clean Air Act, SME maintains 
an allotment of emission allowances. These allowances are 
carried at cost and are included in inventories in the financial 
statements. SME carries sufficient emission allowances to meet 
its current operating needs.

Regulatory Accounting
SME’s accounting policies include compliance with Statement 
of Financial Accounting Standards (SFAS) No. 71, Accounting 
for the Effects of Certain Types of Regulation. Regulatory assets 

represent probable future revenues associated with certain costs 
that are expected to be recovered from customers through the 
ratemaking process. Regulatory liabilities represent probable 
future reductions in revenues associated with amounts that are 
expected to be credited to customers through the ratemaking 
process. In the event that SME is no longer able to comply with 
SFAS No. 71 as the result of a change in regulation or effects of 
competition, SME would be required to recognize the effects of 
its regulatory assets and liabilities currently in its statements of 
revenue, expenses, and patronage capital.

Periodically the Board of Directors will set a benchmark fuel cost 
adjustment rate to be collected from Members so as to match 
revenues with actual and forecasted fuel and purchased power 
costs consistent with the cooperative not-for-profit operation of 
SME. Material variances between these revenues and costs may 
cause the recognition of deferred credits or deferred charges 
from one year to the next.

Additional details regarding regulatory assets and liabilities are 
included in Notes 7 and 10.

Patronage Capital
The bylaws of SME provide that any excess of revenue over 
expenses and accumulated prior-year deficits shall be treated 
as advances of capital by the member patrons and credited to 
them on the basis of their patronage.

Income Taxes
SME is exempt from United States income taxes pursuant to 
Section 501(c)(12) of the Internal Revenue Code, which requires 
that at least 85% of SME’s gross income be derived from its 
Members.

Derivative Financial Instruments
SFAS No. 133, Accounting for Derivative Instruments and 
Hedging Activities, requires that all derivatives be recognized 
in the balance sheet either as an asset or liability, measured 
at fair value, unless they meet the normal purchases and 
sales exemption criteria. Contracts in which SME is effectively 
hedging the variability of cash flows related to forecasted 
natural gas purchases and interest rates are designated as cash 
flow hedges. Any gains or losses resulting from the fair value 
measurement of natural gas hedges are passed through to 
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Members using the mechanisms of the benchmark fuel cost 
adjustment rate, while the gains or losses associated with the 
interest rate hedge are passed through to members as part of 
interest expense. Therefore, these derivative instruments are 
recorded at fair value in the accompanying balance sheets along 
with a corresponding offsetting regulatory asset or liability.

During 2008, SME sold Put Options for Clean Air Interstate Rule 
(CAIR) Annual NOx allowances. Under terms of the agreement, 
the counterparty has the unilateral option to sell 600 annual 
NOx allowances to SME at a certain price during each of 2009, 
2010, and 2011. SME entered into this agreement to secure 
other required annual NOx allowances for the R.D. Morrow 
generating facility at economical, below-market prices.

SME enters into financial hedging arrangements for natural gas 
used in owned and controlled generating units. Under terms of 
the agreement, SME is allowed a credit exposure of $25 million. 
Physical purchases, actual natural gas usage, and financial 
hedge positions are considered when calculating amounts due 
the counterparty. At December 31, 2008, approximately $31.6 
million of financial hedges were in a net liability position based 
on fair value of the derivative. At December 31, 2008, SME had 
posted $12.6 million as collateral with the counterparty.

Electric Energy Revenues
Revenues are recorded in the same month that power is 
generated and billed. Uncollectible accounts have historically 
been negligible, so SME does not provide an allowance for 
doubtful accounts.

Use of Estimates
The preparation of financial statements in conformity with 
accounting principles generally accepted in the United States 
of America requires management to make estimates and 
assumptions that affect the reported amounts of assets and 
liabilities and disclosure of contingent assets and liabilities at 
the date of the financial statements and the reported amounts 
of revenues and expenses during the reporting period. Actual 
results could differ from those estimates.

Recent Accounting Pronouncements
In September 2006, the Financial Accounting Standards Board 
(FASB) issued SFAS No. 157, Fair Value Measurements, which 
defines fair value, establishes a framework for measuring fair 
value in generally accepted accounting principles, and expands 
disclosures about fair value measurements. The guidance 
in SFAS No. 157 applies to derivatives and other financial 
instruments measured at fair value under SFAS No. 133 at initial 
recognition and in all subsequent periods. SFAS No. 157 is 
effective for financial statements issued for fiscal years 
beginning after November 15, 2007. The provisions of SFAS 
No. 157 generally are to be applied prospectively as of the 
beginning of the fiscal year in which it is initially applied. SME 
adopted this new standard effective January 1, 2008. The 
adoption of this new standard did not have a material impact on 
SME’s financial position or results of operations.

In September 2006, the FASB issued SFAS No. 158, 
Employers’ Accounting for Defined Benefit Pension and Other 
Postretirement Plans, which requires an employer to (i) 
recognize the overfunded or underfunded status of a defined 
benefit postretirement plan (other than a multiemployer plan) 
as an asset or liability in its statement of financial position 
and to recognize changes in that funded status in the year in 
which the changes occur through comprehensive income of a 
business entity and (ii) measure the fair value of the funded 
status of a plan as of the date of its year-end statement of 
financial position, with limited exceptions. The requirement 
to initially recognize the funded status of the defined benefit 
postretirement plan and the disclosure requirements were 
effective for the year ended December 31, 2007, for SME. The 
requirement to measure plan assets and benefit obligations 
as of the date of the employer’s fiscal year-end statement of 
financial position are effective for the year ended December 31, 
2008.

For companies not subject to SFAS No. 71, SFAS No. 158 requires 
an entity to include items that have not yet been recognized 
as net periodic postretirement benefit cost as a component 
of accumulated other comprehensive income. However, for 
companies subject to SFAS No. 71, this information is allowed to 
be recorded as a regulatory asset if (i) the utility has historically 
recovered and currently recovers postretirement benefit plan 
expenses in its electric rates and (ii) there is no negative 
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evidence that the existing regulatory treatment will change. 
SME will record the unrecognized components of net periodic 
postretirement benefit cost as a regulatory asset as these 
expenses are probable of future recovery.

At December 31, 2008, the accumulated postretirement benefit 
obligation and fair value of assets of SME’s defined benefit 
postretirement plan subject to the provisions of SFAS No. 
158 were approximately $6,807,700 and $-0-, respectively, 
for an underfunded status of approximately $6,807,700. At 
December 31, 2007, the accumulated postretirement benefit 
obligation and fair value of assets of SME’s defined benefit 
postretirement plan subject to the provisions of SFAS No. 
158 were approximately $5,362,000 and $-0-, respectively, 
for an underfunded status of approximately $5,362,000. The 
underfunded status has been recorded in deferred credits and 
other long-term liabilities. The adoption of SFAS No. 158 entry 
did not impact the results of operations in 2008 and 2007 and 
did not require a usage of cash and is therefore excluded from 
the statements of cash flows. SME has adopted provision (ii) 
above of this new standard effective December 31, 2008. 

Reclassifications
Certain reclassifications have been made in the 2007 financial 
statements to conform to the method of presentation used in 
2008.

Note 3 – Commitments and Contingencies 

Regarding Grand Gulf

SME and System Energy are co-licensees and parties to a joint 
ownership contract that sets forth the rights and obligations 
of the Grand Gulf owners, with SME generally obligated to pay 
10% of all operating and capital costs and entitled to receive 
10% of the electricity generated by the plant. SME paid $27.9 
million and $24.1 million under the contract in 2008 and 2007, 
respectively. Ownership of nuclear capacity entails risks and 
uncertainties somewhat more complex than those for non-
nuclear capacity, and these are discussed below.

Decommissioning Costs
SME is responsible for 10% of the estimated cost to 
decommission Grand Gulf and has submitted a formal plan to 
the NRC that demonstrated that sufficient financial resources 

would be available at the time it becomes necessary to 
decommission. In addition, SME received approval from the 
Internal Revenue Service to establish a “tax-free” grantor trust 
as a vehicle to fund the estimated decommissioning costs. SME 
funded $500,000 in 2008 and $5,629,000 in 2007 and expects 
to continue funding on an as-needed basis through 2024, based 
on investment performance and revisions to the estimated 
decommissioning liability.

SME has recorded an accrued decommissioning obligation 
based on the provisions of SFAS No. 143, Accounting for Asset 
Retirement Obligations. As such, the liability is recorded 
at fair value (which is the present value of the estimated 
future outflows) in the period in which it is incurred, with an 
accompanying addition to the recorded cost of the long-lived 
asset, which is then depreciated over its useful life. The accrued 
obligation has increased from $38,094,000 to $40,951,000 
to $44,022,000 at December 31, 2006, 2007, and 2008, 
respectively, with the entire change in each year attributable 
to accretion of the liability, which reflects the changes in the 
present value of the obligation. The accrued decommissioning 
obligation is based on estimated future cost to remediate 
the site. Accordingly, as with any estimates, precision of the 
estimate and unasserted claims can have a material impact on 
future cost. Due to SME’s ability to recover decommissioning 
costs in rates, SME has recorded a regulatory asset for that 
portion of decommissioning costs that have not yet been 
recovered through the ratemaking process. There was no 
regulatory asset for unrecovered costs at December 31, 2008 
and 2007. 

Nuclear Insurance and Assessments
As the 90% majority co-owner of Grand Gulf, System Energy is 
responsible for arranging appropriate insurance and industry 
assessment programs for itself and SME. SME is obligated to pay 
10% of all appropriate costs and assessments, if any. Under the 
program, SME could be assessed up to approximately $11.75 
million for each nuclear incident involving licensed reactors, 
payable at a rate of $1.75 million per reactor per year. 

The property insurance presently arranged by System Energy 
exceeds the NRC’s minimum requirement for nuclear power 
plant licensees of $1.06 billion per site. NRC regulations provide 
that the proceeds of this insurance must be used, first, to place 
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and maintain the reactor in a safe and stable condition and, 
second, to complete decontamination operations. Only after 
proceeds are dedicated for such use and regulatory approval 
is secured would any remaining proceeds be made available 
for the benefit of plant owners or their creditors. The property 
insurance provides for recovery of property damage losses in 
the event of domestic-sponsored or foreign-sponsored acts of 
terrorism. Under a member assessment program, SME could 
be assessed approximately $1.47 million for property damage, 
decontamination, or premature decommissioning expense 
involving other members’ nuclear generation plants.

Nuclear Fuel
System Energy contracts with System Fuels Inc., another Entergy 
subsidiary company, for nuclear fuel for Grand Gulf, including 
maintaining inventories. System Energy has a nuclear fuel lease 
arrangement for up to $135 million with respect to Grand Gulf. 
SME pays for nuclear fuel as it is consumed; such payments 
include appropriate charges for processing, fabrication, storage, 
inventory, shipment, and handling.

Spent Nuclear Fuel
System Energy and SME provide for estimated future disposal 
costs for spent nuclear fuel in accordance with the Nuclear 
Waste Policy Act of 1982. System Energy entered into contracts 
with the United States Department of Energy (DOE), whereby 
the DOE will furnish disposal service at a cost of one mill per net 
kilowatt hour generated and sold. The fees payable to the DOE 
may be adjusted in the future to assure full recovery. All costs 
incurred for the disposal of spent nuclear fuel, except accrued 
interest, are considered to be proper components of nuclear fuel 
expense.

Yucca Mountain, Nevada has been legislated to be the 
permanent spent fuel repository in the United States. The DOE 
is required by law to proceed with licensing of this facility 
and, after the license is granted by the NRC, the construction 
of the repository and the eventual receipt of spent fuel. 
Because the DOE has yet to accomplish these objectives it is in 
noncompliance with The Nuclear Waste Policy Act of 1982 and 
has breached its spent fuel disposal contracts. Furthermore, the 
DOE has incurred additional delays and considerable uncertainty 
remains regarding the time frame under which the DOE will 
begin to accept spent fuel for storage or disposal. Pending 

DOE acceptance and disposal of spent nuclear fuel, the owners of 
nuclear plants are responsible for their own spent fuel storage. 
During 2006, dry casks storage facilities were placed into service 
and began operations at the Grand Gulf plant site. The spent 
fuel storage capacity of the on-site dry cask storage facility and 
spent fuel storage pool is estimated to be sufficient through the 
remaining current plant operating license. 

As a result of DOE’s failure to begin disposal of spent nuclear fuel 
in 1998 pursuant to the Nuclear Waste Policy Act of 1982, System 
Energy and SME have incurred and will continue to incur damages. 
Litigation was initiated in November 2003 to recover the damages 
caused by DOE’s delay in performance. In October of 2007, the U.S. 
Court of Federal Claims awarded $10.0 million jointly to System 
Fuels, System Energy, and SME, for damages related to the DOE’s 
breach of its obligations. The decision is subject to appeal by the 
DOE, and therefore management cannot predict the timing or 
amount of any potential recoveries and cannot predict the timing 
of any eventual receipt from the DOE of the U.S. Court of Federal 
Claims damage awards.

Note 4 – Electric Utility Plant

Electric utility plant consisted of the following:
					   

				    	     Accumulated 
				       Cost	     Depreciation	

In  thousands a s  of  D ecember  31, 	      2008	       2007	        2008	       2007

				  

Grand Gulf Nuclear	 $	 442,130	 $	 437,153	 $	 256,496	 $	 244,562

Morrow Steam		  224,661		  218,227		  148,884		  147,779

Moselle Steam		  34,909		  31,005		  23,771		  22,887

Moselle Gas Turbines		  60,670		  60,648		  10,521		  8,703

Silver Creek/Sylvarena Gas Turbines		  200,138		  199,653		  29,474		  23,499

Benndale/Paulding Gas Turbines		  4,797		  4,742		  4,188	 	 4,045

Total generating plant		  967,305		  951,428		  473,334		  451,475

				  

Transmission plant		  251,769		  227,062		  77,077		  71,667

General plant and equipment		  58,284		  31,522		  19,336		  15,580

Electric plant leased to others		  938		  938		  828		  828	

Electric plant in service	 	1,278,296		  1,210,950		  570,575	 	 539,550

Electric plant held for future use		  44,084		  44,084		  –		  –

Construction work in process		  38,679		  62,521	 	 (67)		  (77)

Total utility plant	 $	1,361,059	 $1,317,555	 $	 570,508	 $	 539,473
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Note 5 – Investments in Associated Organizations

Investments in associated organizations are stated at cost  
and consisted of the following:

In  thousands a s  of  D ecember  31		                                     2008	            2007

National Rural Utilities Cooperative Finance Corporation

     (“CFC”) Patronage Capital and Term Certificates			   $	   8,593	                 $	   8,585

Economic Development Loans					       1,324			   1,396

Other		 				      3,754		  684

							       $	 13,671		   $	   10,665

CFC term certificates bear interest at 5.00% to 5.64% and mature 
in 2070 through 2080. 	

Note 6 – Investment Securities

The amortized cost and related approximate fair value of 
investment securities were as follows:
				    Amortized	 Gross	 Unrealized	 Estimated
				    Cost	 Gains	 Losses	 Fair Value	

In  thousands a s  of  D ecember  31,  2008	

Decommissioning trust:				  

	 Equity mutual funds	 $	 30,434	 $	 –	 $	 12,158	 $	 18,276

	 Common stocks		  3,916		  117		  515		  3,518

	 Fixed income mutual funds		  2,790		  205		  –		  2,995

	 Money market funds		  4,912		  –		  –		  4,912

				    $	 42,052	 $	 322	 $	 12,673	 $	 29,701

Securities to be held to maturity:				  

	 Obligations of states and  

         political subdivisions	 $	 6,723	 $	 156	 $	 –	 $	 6,879

The amortized cost and related approximate fair value of 
investment securities were as follows:

			   	 Amortized	 Gross	 Unrealized	 Estimated
				    Cost	 Gains	 Losses	 Fair Value	

In  thousands a s  of  D ecember  31,  2007	

Decommissioning trust:				  

Equity mutual funds	 $	 21,992	 $	 463	 $	 570	 $	 21,885

Common stocks		  12,770		  –		  735		  12,035

Fixed income mutual funds		  7,029		  233		  –		  7,262

Money market funds		  1,534		  –		  –		  1,534

				    $	 43,325	 $	 696	 $	 1,305	 $	 42,716

Securities to be held to maturity:				  

	 Obligations of states and  

         political subdivisions	 $	 6,703	 $	 145	 $	 –	 $	 6,848

Proceeds from sales of securities available for sale were 
$15,704,000 in 2008 and $15,089,000 in 2007. Related gross 
realized gains and losses in 2008 were $401,000 and $3,072,000, 
respectively, and in 2007 were $221,000 and $3,234,000, 
respectively.

All investment securities to be held to maturity have contractual 
maturities providing for the securities to mature after five years 
but less than ten years from December 31, 2008. Actual maturities 
may differ from nominal maturities because of the borrowers’ 
right to call or prepay obligations.

Note 7 – Deferred Charges  

(Including Regulatory Assets)

The following is a summary of amounts recorded as deferred 
charges, including regulatory assets:

In  thousands a s  of  D ecember  31		                                     2008 	           2007

Regulatory assets:		

	 Deferred fuel cost adjustments				    $	  11,200		  $       12,600

	 Unreimbursed damages from Hurricane Katrina				       2,560		  4,076

	 Nuclear outage maintenance cost					        2,943		  1,521

	 SFAS No. 158					        2,575		  1,501

	 Special early retirement program					            553		  910

	 Unrealized loss on interest rate hedge					    10,116		  2,104

	 Unrealized loss on gas hedges					     31,605		  340

	 Deferred turbine overhaul cost					        2,581		  226

	 Unamortized penalties on repriced debt				     12,428		  14,520

	 Deferred cost of buyout of wholesale power contract			    12,316		  13,342

	 Advance payment on power purchase agreement				       3,995		  3,500

	 Unamortized debt discount and issuance cost				       1,695		  1,776

	 Other					           759		  790

 							       $	 95,326	                $        57,206

SME and its Member cooperatives were severely impacted by 
Hurricane Katrina and other storms during 2005. These storms 
disrupted oil and gas production in the Gulf of Mexico causing 
SME to incur much higher costs for natural gas. Because of these 
events, SME incurred a $14 million under-recovery of fuel cost 
adjustment revenue in 2005; this amount was deferred and 
represents anticipated future revenue to recover the excess fuel 
costs incurred. The RUS has approved a plan to allow SME to 
recover such fuel costs over a ten-year period beginning in 2007. 
In February 2007, the RUS advanced $14 million in loan funds 
to SME relative to the under-recovery of fuel cost adjustment 
revenue.
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SME’s generating facilities suffered damage from the effects of 
Hurricane Katrina due to rapid unit shutdowns and abnormal 
load conditions. In addition, transmission facilities were severely 
damaged. Recovery costs ultimately exceeded $16 million. 
SME recovered $4 million of these costs in rates in 2005 and 
also received Federal Emergency Management Agency (FEMA) 
reimbursements of $2 million in 2005, $2 million in 2006, $4 
million in 2007, and $1 million in 2008, reducing the deferred 
charge to $3 million at December 31, 2008. The period of 
recovery of these amounts in rates will be determined in 2009 
with the approval of RUS, and after reimbursement of all funds 
to be received from FEMA.

Nuclear outage maintenance costs represent SME’s 10% share 
of Grand Gulf’s incremental maintenance costs associated with 
refueling outages. These costs are recorded as regulatory asset 
when incurred and are amortized by the straight-line method 
over the 18 months between outages.

As stated in Note 2, “Summary of Significant Accounting 
Principles,” SME hedges the variability of cash flows related to 
forecasted natural gas purchases and interest rates associated 
with certain debt instruments. The fair value of these derivative 
financial instruments is carried on the balance sheet. Realized 
gains or losses incurred with these instruments are passed 
through as part of the wholesale rate to members.

In 2005, SME renegotiated its contract for rights to the output 
of a 280-megawatt gas-fired, combined-cycle combustion 
turbine-generator located near Batesville, Mississippi. In so 
doing, SME paid approximately $16 million to buy out the 
remaining 15-year commitment with a wholesale power 
distributor and now makes capacity payments directly 
to the power producer, with such payments aggregating 
approximately $16 million on an annual basis. SME has the 
right to substantially direct how the generating unit is operated 
and also is obligated to pay for gas fuel consumed and certain 
operating and maintenance costs that will vary as the output 
for SME’s usage increases or decreases. The $16 million buy-out 
payment is amortized over remaining life of the contract.

During 2006, SME paid $3.5 million as a refinancing cost under 
terms of a purchase power agreement; this payment was made 
in lieu of an increase in the reservation payments associated 

with power purchased under this contract. During 2008, $0.5 
million of preliminary survey costs associated with this purchase 
power agreement was transferred into the regulatory asset 
account. These funds will be amortized into rates over the life 
of the purchase power agreement once the related plant comes 
online in 2010.

During 2007, the SME Board authorized changes to the defined 
postretirement benefit plan that provides certain health insurance 
benefits to retired employees hired prior to January 1, 1995, and 
their eligible dependents. The $1.29 million prior service cost 
associated with this change was recorded as a regulatory asset 
and will be amortized into wholesale rates based on remaining 
years of service for active employees participating in the plan, per 
an actuarial analysis.

SME re-priced or refinanced significant amounts of its outstanding 
debt prior to 1995. As a condition of the transactions, SME paid 
various prepayment penalties, which are treated as deferred 
charges to be amortized over the remaining life of the debt. 
Amortization of all such penalties was $2,091,000 in 2008 and 
$2,091,000 in 2007.

Bond issue costs are being amortized by the straight-line method, 
which does not differ materially from the interest method, over 
the term of the related debt. The amortization during the period 
of construction is capitalized.

Note 8 – Patronage Capital

	
Patronage capital consisted of the following:

In  thousands a s  of  D ecember  31, 		        2008		        2007

Cumulative margins			   $	154,079			   $	 135,001
Less retirements to date				    5,854				    5,854
						      $	148,225			   $	 129,147	

Under the provisions of debt covenants, until the patronage 
capital equals or exceeds 40.0% of the total assets of SME, the 
return to patrons of contributed capital is generally limited to 
25.0% of the patronage capital or margins received by SME in 
the prior calendar year. The patronage capital of SME represents 
13.8% and 12.6% of the total assets at December 31, 2008 and 
2007, respectively.
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In May 2007, SME sold property located in Kentucky that was no 
longer used in operations for $14.5 million, resulting in a gain of 
$7.2 million. This gain has been included in other nonoperating 
margins and an increase to patronage capital in 2007.

Note 9 – Debt

SME has a $50,000,000 revolving line of credit available that 
expires December 2011, a $40,000,000 revolving line of credit that 
expires December 2009, a $20,000,000 short-term line of credit 
that expires May 2009, and a $25,000,000 short-term line of credit 
that expires September 2009. SME expects to renew each of these 
short-term lines of credit. At December 31, 2008, $78,380,000 was 
outstanding under the short-term lines of credit at interest rates 
ranging from 1.2% to 2.5%.

Long-term debt consisted of the following:	

In  thousands a s  of  D ecember  31, 			        2008	      2007																																																																																																																																																																																																																																				

Mortgage notes payable in quarterly installments to Federal 
    Financing Bank (FFB) at interest rates varying from 3.657% 
     to 10.705%, through 2009 to 2035					     $	 615,265	 $	 654,971
CoBank notes payable in quarterly installments 
     (variable LIBOR at December 31, 2008 and 2007), 
     maturing in 2012						      12,500		  13,500
Mortgage notes payable in quarterly installments to CFC 
     (5.4% at December 31, 2008, 7.32% in 2007), 
     maturing in 2022						      3,343		  3,534
RUS mortgage notes payable in monthly or quarterly installments:		
     2% notes maturing in 2009						      24		  56
	 5% to 5.75% notes maturing in 2015 through 2020				    16,293	  	 18,282
RUS Economic Development notes payable in monthly 
     installments of $6,852, through July 2016 at 0% interest			   1,218		   1,382
Mortgage notes payable in quarterly installments to CoBank 
     (3.75% at December 31, 2008, 6.82% in 2007), 
     maturing in 2019						      1,387		   1,460
1985 Series G Claiborne County, Mississippi, Pollution Control 
Bonds, variable interest rates (2.5% to 2.75% at 
December 31, 2008, 2.90% to 3.64% at December 31, 2007), 
due annually through 2015						      25,445 		  27,845
2007 Gulf Opportunity Zone Bonds, variable interest rates, 
at December 31, 2008, Series A – 5.5% and Series B – 0.212%, 
annual sinking fund payments commence 2011, maturing in 2037			  7,332	  	 22,855
									         682,807	  	 743,885
Less current maturities						      47,225	   	 44,464
Long-term debt (excluding current maturities)				    $	 635,582	  $	 699,421

In 2005, RUS approved an $88,275,000 guaranteed loan from 
the FFB to SME to finance capital needs. Subsequent to Hurricane 
Katrina, the RUS also approved funding operating cash flow needs 
through this loan. The remaining unadvanced commitment was 

$12,866,000 and $12,866,000 as of December 31, 2008 and 
2007, respectively. Substantially all assets of SME are pledged 
as collateral on long-term debt. The CoBank notes payable are 
unsecured and are expected to be renewed beyond 2009. 

Approximate annual maturities (scheduled periodic principal 
payments) of long-term debt for the next five years are as follows 
(in thousands):

2009			    			   $	 47,225
2010			    				    46,433
2011			    				    42,867
2012			    				    45,378 
2013			    				    46,265

SME is required by debt compliance covenants to maintain certain 
financial ratios of interest coverage and annual debt service 
coverage. SME was in compliance with such requirements at 
December 31, 2008 and 2007.

Note 10 – Deferred Credits and Other Long-Term 

Liabilities (Including Regulatory Liabilities)

The following is a summary of deferred credits and other long-
term liabilities, including regulatory liabilities:

In  thousands a s  of  D ecember  31, 			          2008	       2007

Regulatory liability for deferred revenue from fuel 
     cost adjustments					     $	 10,057	 $	 10,070
Reserve for economic development contributions					     2,700		  1,871
Postretirement benefit obligation (other than pensions) 
(Note 12)					     	 6,808		  5,362
Refundable credit support payments						      1,321		  1,321
Interest rate hedge liability						      10,116		  2,104
Natural gas hedge liability					     	 31,439		  305
Consumer energy prepayments from members				    	 22,700		  –
Other							      –		  788
							       	 $	 85,141	 $	 21,821

The liability in 2008 for deferred revenue from fuel cost 
adjustments of $10,057,000 was collected from Members and will 
be recognized as revenue in 2009.
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Note 11 – Financial Instruments

Derivative Instruments
SME hedges a portion of its purchases of natural gas and interest 
rates on certain debt instruments, with contracts designated as 
cash flow hedges. The fair values for cash flow hedges are based on 
quoted market prices and are recorded as a liability of $41,555,000 
and $2,410,000 as of December 31, 2008 and 2007, respectively. 

Other Financial Instruments
Cash and cash equivalents, investments, notes payable, and 
long-term debt are considered financial instruments. The 
carrying amount reported in the balance sheets for cash and cash 
equivalents and for notes payable approximates fair value due to 
the short maturity of these instruments. The fair values for debt 
and equity securities are based on quoted market prices when 
available and the present value of future cash flows discounted 
at a commensurate market rate. Medium-term CFC obligations, 
included as a component of securities to be held to maturity, 
have been estimated based upon published terms of recent issues 
of comparable instruments since quoted market prices are not 
available. See Note 6 for additional information. The fair value 
of investments in associated organizations is not estimable since 
these instruments must be held by SME and can only be returned 
to CFC. CFC requires SME to hold these investments as a condition 
of CFC financing.

The fair values of SME’s long-term debt are estimated using 
discounted cash flow analyses based on SME’s current incremental 
borrowing rates for similar types of borrowing arrangements and 
rates which would be charged by the applicable issuer where 
appropriate.

The carrying amounts and approximate fair values of long-term 
debt, including current maturities, are as follows at December 31:
				    	

				    Carrying	 Estimated	 Carrying	 Estimated
				    Amount	 Fair Value	 Amount	 Fair Value	

In  thousands a s  of  D ecember  31,                    2008	                                 2007

FFB			  $	 615,265	 $	755,750	 $	 654,971	 $	 707,998
RUS				   16,317		  16,488		  18,338		  18,501
Pollution control bonds		  25,445		  25,445		  27,845		  27,845
Other advances and notes		  25,780		  25,780		  42,731		  42,731
				    $	 682,807	 $	823,463	 $	 743,885	 $	 797,075

There was no material difference between the contract 
or notional amount and the estimated fair value of loan 
commitments. The aggregate estimated fair value amounts 
presented do not represent the underlying value of SME and 
may not be indicative of amounts that might ultimately be 
realized upon disposition or settlement of these assets and 
liabilities.

Note 12 – Employee Benefits

Managed Care Program
SME provides medical benefits to current employees through 
a managed care program in which SME makes payments to 
a trust account controlled by an independent administrator 
for approved claims and expenses. SME recorded expenses 
amounting to $2,122,000 and $1,969,000 for the years ended 
December 31, 2008 and 2007, respectively.

Multi-Employer Plans
Substantially all of SME’s employees participate in the National 
Rural Electric Cooperative Association (NRECA) retirement 
programs, which include both a defined benefit pension 
plan and a defined contribution pension plan. Both plans are 
qualified under Section 401 and are tax-exempt under Section 
501(a) of the Internal Revenue Code. The defined benefit 
pension plan is a multi-employer plan available to all member 
cooperatives of NRECA, but the accumulated benefits and plan 
assets are not determined or allocated separately by individual 
employer. SME incurred $2,438,000 in pension expense for 
the defined benefit pension plan in 2008 and $2,238,000 in 
2007. SME makes monthly payments to NRECA for the benefit 
of those employees who voluntarily participate in the defined 
contribution pension plan. SME expenses the payments as they 
are accrued, and such expense amounted to $632,000 and 
$598,000 for 2008 and 2007, respectively.

Postretirement Benefit Plan
SME sponsors a defined benefit plan that provides certain 
health insurance benefits to retired employees hired prior to 
January 1, 1995, and to their eligible dependents. The plan 
also provides life insurance benefits to a closed group of seven 
employees who retired prior to January 1, 1990. The estimated 
costs of these benefits are accrued over the years that the 
employees render service. Payments relating to postretirement 
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benefits other than pensions were approximately $267,000 and 
$192,000 in 2008 and 2007, respectively.

As discussed in Note 2, in September 2006, the FASB issued SFAS 
No. 158, which requires an employer to recognize the overfunded 
or underfunded status of a defined benefit postretirement plan 
(other than a multiemployer plan) as an asset or liability in its 
statement of financial position. SME adopted the applicable 
provisions of SFAS No. 158 on December 31, 2007. The incremental 
effect of applying SFAS No. 158 on individual line items in the 
balance sheet at December 31, 2007, was as follows:

	 Before Application  		                                        After Application
 In  thousands   	    of SFAS No. 158 	 Adjustments	  	 of SFAS No. 158

Total deferred charges		  $           55,705		  $           1,501		  $           57,206
Total deferred credits and other  
     long-term liabilities		  20,320		  1,501		  21,821

The components of the SFAS No. 158 regulatory asset at December 
31, 2007, were as follows (in thousands):

Defined benefit postretirement plan:	
     Net loss					     $	 210
     Prior service cost						      1,291
Total					     $	 1,501

The following amounts in the SFAS No. 158 regulatory asset 
at December 31, 2007, were recognized as components of net 
periodic postretirement benefit cost in 2008:

Defined benefit postretirement plan:	
     Net loss					     $	 –
     Prior service cost						      116
Total					     $	 116

The approximate periodic expense for postretirement benefits, 
other than pensions, as well as the changes in the accumulated 
postretirement benefit obligation (APBO), is as follows:

In  thousands a s  of  D ecember  31, 		         2008	                2007

Service cost of benefits earned				    $	    163		  $	  142
Interest cost on accumulated benefit obligation				       393			   276
Amortization of prior service cost					        121			   121
Amortization of actuarial loss					          77			   –
Net periodic postretirement benefit cost					       754			   539
Accrued benefit obligation at beginning of year                                              5,362			   3,533
Benefits paid	                                                              (382)			   (211)
Effect of adoption of SFAS No. 158					             –			   1,501
Accrued postretirement benefit obligation at end of year	         	5,734			   5,362
Unrecognized actuarial loss				    	 1,074			   –
Accumulated postretirement benefit obligation			   $	 6,808		  $	 5,362

The accrued postretirement benefit obligation is recorded as an 
unfunded long-term liability. The weighted-average discount 
rate used in determining the 2008 APBO and the net benefit 
cost was 6.25% and 5.75%, respectively. The weighted-average 
discount rate used in determining both the 2007 APBO and the 
net benefit cost was 5.75%. The assumed healthcare cost trend 
rate of increase used in measuring the APBO is 9.5% in 2009, 
declining to 5.0% by the year 2018. The healthcare cost trend 
rate of increase assumption has a significant effect on the APBO 
and periodic expense. A one percentage point increase in the 
trend rate for healthcare costs would have increased the APBO 
by approximately 5.5% and would have increased service and 
interest costs by approximately 6.8%. Benefits expected to be paid 
in 2009–2013 are $401,000, $378,000, $359,000, $396,000, and 
$393,000, respectively. SME expects to fund payments in 2009 
as they become due. The date used to determine the most recent 
measurements was January 1, 2008. In developing demographic 
assumptions, the 1994 Uninsured Pensioners Mortality Tables 
were used for healthy lives and the 1976 OASDI Disabled Mortality 
Table was used for disabled lives.

During 2007, the board authorized a one time special early 
retirement program for employees meeting certain age and 
years of service criteria. Cost of this program was approximately 
$1,049,000. A regulatory asset was recorded on the balance sheet 
and costs will be amortized over a four-year period – the period 
until participants would be eligible for normal retirement. 
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Note 13 – Commitments and Contingencies

In the normal course of business, SME has entered into 
contractual commitments for coal and coal transportation that 
extend through the year 2011 and for purchased power that 
extend through the year 2040. All such contractual costs will be 
recovered through normal operating revenue.

SME uses natural gas as the fuel for several of its generating 
units and also purchases power from others that use natural gas 
as fuel. A portion of natural gas purchases are subject to short-
term changes in the market price for gas, and such market prices 
are quite volatile. In the normal course of operations, SME enters 
into forward purchase commitments for certain quantities of 
gas at agreed-to prices that extend through the year 2011. 
All such commitments are expected to be recovered through 
normal operating revenue.

On July 31, 2006, SME entered into a 30-year power purchase 
agreement with Plum Point Energy Associates (Plum Point) 
for the purchase of 200 megawatts of capacity and associated 
energy out of a nominal 665 megawatt coal-fired electric 
generation facility being constructed by Plum Point in 
Mississippi County, Arkansas. A capacity charge begins in 2010 
and escalates annually through the initial 30-year term that 
begins on the commercial operation date, which is projected 
to be August 14, 2010. At the end of the initial term, SME has 
options to extend the contract an additional ten years at a 
reduced charge or to purchase 200 megawatts at the then-
market value.

Effective January 1, 2006, SME reduced the depreciation rate 
on its Plant Morrow generating facility from 3.1% to 0.6% 
and thereby reduced depreciation expense for that facility by 
nearly $4.5 million in 2006. This action was taken in response 
to the results of an engineering study indicating the useful 
life of the plant should be extended by 32 years. In 2007, SME 
provided a depreciation rate study of Plant Morrow prepared by 
an independent engineering consultant at the request of RUS. 
On April 28, 2008, management was notified by RUS that it has 
approved the findings of the study.

SME is a defendant in certain litigation incurred in the normal 
course of business. Management, based on advice of legal 
counsel, is of the opinion that the ultimate resolution of such 
litigation will not have a material adverse effect on SME’s 
financial statements.
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In Memory of George B. Taylor, Sr.

George B. Taylor, Sr., South Mississippi Electric’s 

first full-time general manager, passed away July 

15, 2008. He was 83.

 

A native of Florida and a graduate of Georgia 

Tech, Mr. Taylor initially worked for Southern 

Engineering Company for 11 years, then started 

in the rural electric program as a system engineer 

for Singing River Electric Power Association. From 

1962-67 he acted as assistant manager of SME 

while Tim Dudley, Sr., Singing River’s manager, 

also acted as SME’s part-time manager.

Mr. Taylor filled the role of SME’s first full-time general manager from 1967 to 1985 

and was responsible for ultimately moving SME from an idea on a piece of paper 

to an operating G&T. Under his leadership, construction of the transmission system 

began, interconnections with Entergy and Southern Company were developed, 

and generation facilities, including Benndale, Paulding, Moselle and Morrow were 

constructed. He also began the process of negotiating SME’s interest in Grand Gulf  

Nuclear Station.

   

In 2005, the Silver Creek Generating Station was dedicated in Mr. Taylor’s honor.
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