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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 
cost trend rate assumptions were decreased by 1%. the accumulated postretirement benefit obligation as of 
December 3 1,1998 would be decreased by approximately 4.3%. The annual effect of the 1% decrease on the total 
of the service and interest costs would be a decrease of 4.6%. 

In 1998, the Company’s board of directors approved an amendment, effective January 1, 1999, which created an 
account balance based on credited seMce at December 31, 1998. Under the new plan, each participant has an 
account, for recordkeeping purposes only, to which a $750 credit is allocated annually. This account balance vests 
after 5 years of service afkr age 50. At retirement the account balance can be used to purchase medical benefits. It 
may not be taken as cash. 

The purpose of the plan change is to continue to provide uniform retiree medical benefits across all employee 
groups, which are competitive both within the utility in- as well as with other companies within the United 
States. 

The Company will continue to reflect the costs of the retiree medical plan according to the provisions of SFAS 
No. 106 as amended by SFAS No. 132. As a result of the January 1, 1999 amendment, which is reflected in the 
December 3 1, 1998 disclosure, the Company’s benefit obligation increased $99 million. The plan amendment had 
no hpact on 1998 expense. 

The actuarial loss is due to changes in certain actuarial assumptions. 

(e) Postemployment BewJts. 

The Company records postemployment benefits based on SFAS No. 112, “Employer’s Accounting for 
Postemployment Benefits,” which requires the recognition of a liability for benefits provided to former or inactive 
employees, their beneficiaries and covered dependents, after employment but before retirement (primarily health 
care and life insurance benefits for participants in the long-term disability plan). Net postemployment benefit costs 
were not material in 1998, 1997 and 19%. 

(1 1) Income Taxes 

The Company records income taxes under SFAS No. 109, “Accounting for Income Taxes” (SFAS No. 109). 
which, among other things, (i) requires that the liability method be used in computing deferred taxes on all 
temporary differences between book and tax bases of assets other than nondeductible goodwill; (ii) requires that 
deferred tax liabilities and assets be adjusted for an enacted change in tax laws or rates; and (iii) prohibits net-of-tax 
accounting and reporting. SFAS No. 109 requires that regulated enterprises recognize such adjustments as 
regulatory assets or liabilities if it is probable that such amounts will be recovered from or returned to customers in 
future rates. 

The Company’s current and deferred components of income tax expense (benefit) are as follows: 

Year Ended December 31, 
iwa 1997 19% 

(Tbouunds of Dobn) 
Current ................................................................................................. $ 439,322 $ 199,Ol 1 $ 150,658 

Income taxes .......................................................................................... (30.432) .% 206,374 $ 200,165 
Deferred ............................................................................................... (469,754) 7,363 49,507 
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The Company’s effective income tax rates are lower than statutory corporate rates for each year as follows: 

Year Ended December 31 . 
1998 1997 1% 

f lhownds  of Dohn) 
h o m e  (loss) before income taxes ........................................................ $ ( I 7 1. 524) $ 605. I O 9  
Preferred dividends of subsidiary ......................................................... 2. 255 22. 563 

Total ............................................................................................. (171. 524) 629, 739 627. 672 

$ 627. 484 

Statutory rate ................................................ .: ..................................... 
Income taxes at statutory rate ............................................................... 
Net addition (reduction) in taxes resulting from: 

State income taxes, net of federal income tax benefit ......................... 
Amortization of investment tax credit ............................................... 
Excess deferred taxes ........................................................................ 
Difference between book and tax depreciation for which deferred 

taxes have not been normalized ..................................................... 
Equity dividend exclusion ................................................................. 
Equity income - foreign affiliates ...................................................... 
Goodwill .......................................................................................... 
Other - net ........................................................................................ 

Total ............................................................................................. 
lncome taxes ........................................................................................ 
Effective rate ....................................................................................... 
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35% 
(60. 033) 

16. 853 
(20. 123) 

(4. 011) 

37. 069 
(980) 

(23. 241) 
18. 049 
5. 985 

29.60 1 
$ (30. 432) 

17.7% 

35% 35% 
220.409 2 6 8 5  19. 

(9) 
(1 9. 777) (1  8. 404) 

(5.570) (4. 331) 

27. 466 22. 638 
(5. 075) (10. 194) 

7. 242 
(17. 011) (5 .  936) 

. .  I 
$ 206. 374 

32.8% 

99 

101 

(3293) 
(1  9. 520) 

$ 200.165 
3 1.9% 
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Following are the Company’s tax effects of temporary differences attributable to continuing operations resulting 
in deferred tax assets and liabilities: 

Dmmber 31. 
1998 I997 
(Thoown& of Dollan) 

Deferred Tax Assets: 
AItemative minimum tax credit carryforwards ..................................................... $ 39,893 $ 60,669 
Employee benefits 154,746 145,794 
Disallowed plant cost - net .................................................................................. 56.2 I9 22,378 
ACES ................................................................................................................. 454,165 42,49 1 
State operating loss carryforwards 23,178 29,515 
Deferred state income taxes ................................................................................. 14,455 14,460 
Other .................................................................................................................. 92,659 69,235 
Valuation allowance (8,591) (6,353) 

Total deferred tax assets - net ........................................................................... $ 826,724 378,189 

............................................................................................... 

....................................................................... 

............................................................................................ 

Deferred Tax Liabilities: . .  Depreciation ....................................................................................................... $ 2,106,860 $ 2.1 15,717 
..................................................................................... 186,472 Deferred plant costs - net 

Regulatory tax asset - net .................................................................................... 418,339 356,509 
Capitalized taxes, employee benefits and removal costs ....................................... 60,099 46,584 

Deferred state income taxes ................................................................................. 70,000 70,000 
Deferred gas costs ............................................................................................... 13,663 34,113 
Loss on reacquired debt ....................................................................................... 44,077 39,503 
Other .................................................................................................................. 107,502 99,130 

Total deferred tax liabilities .............................................................................. 3,190.760 3,170.970 
S 2,792,781 

147,278 

........................................................... Gain on sale of cable television subsidiary 222,942 222,942 

Accumulated deferred income taxes - net ..................................................... $ 2,364,036 

Tar Refind Cme. In July 1990, the Company paid approximately $104.5 million to the lnternal Revenue 
Service (IRS) following an lRS audit of Former Parent’s 1983 and 1984 federal income tax r ems .  In November 
1991, Former Parent filed a rehnd suit in the U.S. Court of Federal Claims seeking the return of S52.1 million of tax 
and $36.3 million of accrued interest, plus interest on both of those amounts accruing after July 1990. The major 
contested issue in the refund case involved the IRS allegation that certain amounts related to the over-recovery of 
fuel costs should have been included as taxable income in 1983 and 1984 even though the Company had an 
obligation to refund the over-recoveries to its ratepayers. 

In September 1997, the United States Court of Appeals upheld a lower court ruling that the Company (as 
successor corporation to Former Parent) was due a r e h d  of federal income taxes assessed on fuel over-recoveries 
during 1983 and 1984 that subsequently wefe refunded to Electric Operations’ customers. 

In February 1998, the Company received a refimd of approximately $142 million in taxes and interest paid by 
Former Parent in July 1990, including interest accrued since 1990 in the amount of approximately $57 million. After 
giving effect to the Company’s deferred recognition of the 1990 tax payment and payment of federal income taxes 
due on the accrued interest on the refund, the r e h d  had the effect of increasing the Company’s earnings in the 
fourth quarter of 1997 by $37 million (after-tax). 

Tar Atm’bute Curryfoorwurdr. At December 31, 1998, Resources has approximately $368 million of state net 
operating losses available to offset future state taxable income through the year 2013. In addition, Resources has 
approximately $33 million of federal alternative minimum tax credits which are available to reduce hture federal 
income taxes payable, if any, over an indefmite period (although not below the tentative minimum tax otherwise due 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

in any year), and approximately $2.6 million of state alternative minimum tax credits which are available to reduce 
future state income taxes payable, if any, through the year 2001. The valuation allowance reflects a net increase of 
$2.3 million in 1998. This net increase results from a reassessment of Resources’ usage of state tax attributes, 
including the fixture ability to use state net operating loss and alternative minimum tax credit carryforwards offset by 
changes in valuation allowances provided for expiring state net operating loss carryforwards. 

(12) Commitments and Contingencies 

(a) Commitments. 

The Company has various commitments for capital expenditures, fuel, purchased power, cooling water and 
operating leases. Commitments in connection with Electric Operations’ capital program are generally revocable by 
the Company, subject to reimbursement to manufacturers for expenditures incurred or other cancellation penalties. 
The Company’s and its subsidiaries’ other commitments have various quantity requirements and durations. 
However, if these requirements could not be met, various alternatives are available to mitigate the cost associated 
with the contracts’ commitments. 

(b) Fuel and Purchased Power. 

The Company is a party to several long-term coal, lignite and natural gas contracts which have various quantity 
requirements and durations. Minimum payment obligations for coal and transportation agreements are 
approximately $210 million in 1999, $187 million in 2000 and $188 million in 2001. Additionally, minimum 
payment obligations for lignite mining and lease agreements are approximately $9 million for 1999, $10 million for 
2000 and $10 million for 2001. Minimum payment obligations for both natural gas purchase and storage contracts 
associated with Electric Operations are approximately $10 million in 1999, $9 million in 2000 and $9 million in 
2001. 

The Company also has commitments to purchase firm capacity from two cogenerators totaling approximately 
$22 million in both 1999 and 2000. Texas Utility Commission rules currently allow recovery of these costs through 
Electric Operations’ base rates for electric service and additionally authorize the Company to charge or credit 
customers through a purchased power cost recovery factor for any variation in actual purchased power costs from 
the cost utilized to determine its base rates. In the event that the Texas Utility Commission, at some future date, does 
not allow recovery through rates of any mount of purchased power payments, these two firm capacity contracts 
contain provisions allowing the Company to suspend or reduce payments and seek repayment for amounts 
disallowed. Both of these firm capacity contracts have initial terms ending March 3 1,2005. 

(c) Operations Agreement with City of San Antonio. 

As part of the 1996 settlement of certain litigation claims asserted by the City of San Antonio with respect to the 
South Texas Project, the Company entered into a IO-year joint operations agreement under which the Company and 
the City of San Antonio, acting through the City Public Service Board of San Antonio (CPS), share savings resulting 
from the joint dispatching of their respective generating assets in order to take advantage of each system’s lower 
cost resources. Under the terms of the joint operations agreement entered into between CPS and Electric Operations, 
the Company has $uaranteed CPS minimum annual savings of $10 million and a minimum cumulative savings of 
$150 million over the IO-year term of the agreement. Based on c m t  forecasts and other assumptions regarding 
the combined operation of the two generating systems, the Company anticipates that the savings resulting from joint 
operations will equal or exceed the minimum savings guaranteed under the joint operating agreement. In 1996, 
savings generated for CPS’ account for a mal year of joint operations were approximately $14 million. In 1997 
and 1998, savings generated for CPS’ account for a full year of operation were approximately $22 million and $14 
million, respectively. 
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(d) Transportation Agreement. 

Resources had an agreement (ANR Agreement) with ANR Pipeline Company (ANR) which contemplated that 
Resources would transfer to ANR an interest in certain of Resources’ pipeline and related assets. The interest 
represented capacity of 250 MmcDday. Under the ANR Agreement, an ANR affiliate advanced $125 million to 
Resources. Subsequently, the parties restructured the ANR Agreement and Resources r e h d e d  in 1995 and 1993, 
respectively, $50 million and $34 million to AM or an affiliate. Resources recorded MI million as a liability 
reflecting ANR’s or its affiliates’ use of 130 MmcDday of capacity in certain of Resources’ transportation facilities 
The level of transportation will decline to 100 MmcDday in the year 2003 with a r e h d  of $5 million to an ANR 
affiliate. The ANR Agreement will terminate in 2005 with a refimd of the remaining balance. 

(e) Lease Commitments. 

The following table sets forth certain information concerning the Company’s obligations under non-cancelable 
long-term operating leases: 

Minimum Lease Commitments at December 3 1,1998 (1) 
(Millions of Dollars) 

1999 ..................................................................................................... $ 20 
2000 ..................................................................................................... 16 
200 1 ..................................................................................................... 15 
2002 ..................................................................................................... 1 1  
2003 ..................................................................................................... 10 
2004 and beyond .................................................................................. 66 

Total ........................................................................................... S 138 

( 1 )  Principally consisting of rental agreements for building space and data processing equipment and vehicles 
(including major work equipment). 

Resources has a master leasing agreement which provides for the lease of vehicles, construction equipmenf 
ofice furniture, data processing equipment and other property. For accounting purposes, the lease is treated as an 
operating lease. Resources does not expect to lease additional property under this lease agreement. 

Total rental expense for all Resources’ leases was approximately $25 million in 1998. Total rental expense for 
all leases in 1997 since the Acquisition Date was approximately $15 million. 

03 Letters of Credit. 

At December 3 1,1998, the Company and Resources had letters of credit incidental with their ordinary business 
operations totaling approximately $34 million under which they are obligated to reimburse drawings, if any. 

(d Indemniiy Provisions. 

At December 31, 1998, Resources had a 55.8 million accounting reserve on the Company’s Consolidated 
Balance Sheet in Other Deferred Credits for possible indemnity claims asserted in connection with its disposition of 
Resources’ former subsidiaries or divisions, including the sale of (i) Louisiana Intrastate Gas Corporation, a former 
Resources subsidiary engaged in the intrastate pipeline and liquids extraction business; ( i i )  Arkla Exploration 
Company, a former Resources subsidiary engaged in oil and gas exploration and production activities; and (iii) Dyco 
Petroleum Company, a former Resources subsidiary engaged in oil and gas exploration and production. 
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(h) Environmental Matters . 

The Company is a defendant in litigation arising out of the environmental remediation of a site in Corpus 
Christi, Texas. The litigation was instituted in 1985 by adjacent landowners. The litigation is pending before the 
United States District Court for the Southern District of Texas, Corpus Christi Division. The site was operated by 
third parties as a metals reclaiming operation Although the Company neither operated nor owned the site, certain 
transformers and o t h e r d e n t  originally sold by @e Company may have been- delivered to the site by Gird 
parties. The Company a d  others have remediated the site pursuant to a plan approved by appropriate state agencies 
and a federal court. To hate, the Company has recovered or has commitments to recover from other responsible 
parties 62.2 million of the more than $3 million it has spent on remediation. 

In 1992, the United States Environmental Protection Agency (EPA) (i) identified the Company, along with 
several other parties, as "potentially responsible parties" (PRP) under the Comprehensive Environmental Response, 
Compensation and Liability Act (CERCLA) for the costs of cleaning up a site located adjacent to one of the 
Company's transmission lines in La Marque, Texas and (ii) issued an administrative order for the remediation of the 
site. The Company believes that the EPA took this action solely on the basis of information indicating that the 
Company in the 1950s acquired record title to a portion of the land on which the site is located. The Company does 
not believe that it now or previously has held any ownership interest in the property covered by the order and has 
obtained a judgement to that effect fiom a court in Galveston County, Texas. Based on this judgement and other 
defenses that the Company believes to be meritorious, the Company has elected not to adhere to the EPA's 
administrative order, even though the Company understands that other PRPs are proceeding with site remediation. 
To date, neither the EPA nor any other PRP has instituted an action against the Company for any share of the 
remediation costs for the site. However, if' the Company was determined to be a responsible party, the Company 
could be jointly and severally liable along with the other PWs for the aggregate remediation costs of the site (which 
the Company currently estimates to be approximately $80 million in the aggregate) and could be assessed 
substantial fines and danCfge claims. Although the ultimate outcome of this matter cannot currently be predicted a! 
this time, the Company-does not believe that this case will have a material adverse effect on the Company's 
financial condition, liquidity or results of operations 

From time to time the Company and its subsidiaries have received notices from regulatory authorities or others 
regarding their status as potential PRPs in connection with sites found to require remediation due to the presence of 
environmental contaminants. In addition, the Company has been named as defendant in litigation related to such 
sites and in recent years has been named, along with numerous others, as a defendant in several lawsuits filed by a 
large number of individuals who claim injury due to exposure to asbestos while working at sites along the Texas 
Gulf Coast. Most of these claimants have been workers who parhcipated in construction of various industrial 
facilities, including power plants, and some of the claimants have worked at locations owned by the Company. The 
Company anticipates that additional claims like those received may be asserted in the future and intends to continue 
its practice of vigorously contesting claims which it does not consider to have merit. Although their ultimate 
outcome cannot be predicted at this time, the Company does not believe, based on its experience to date, that these 
matters. either individually or in the aggregate, will have a material adverse effect on the Company's financial 
position, results of operation or cish flows. 

(i) Other. 

Electric Operations' service area is heavily dependent on oil, gas, refined products, petrochemicals and related 
businesses. Significant adverse events affecting these industries would negatively affect the revenues of the 
Company. 

The Company and Resources are involved in legal, tax and regulatory proceedings before various courts, 
regulatory commissions and governmental agencies regarding matters arising in the ordinary course of business, 
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some of which involve substantial amounts. The Company’s management regularly analyzes current information 
md, as necessary, provides accruals for probable liabilities on the eventual disposition of these matters. The 
Company’s management believes that the effect on the Company’s and Resources’ respective financial statements, 
if any, h m  the disposition of these matters will not be material. 

In February 1996. the cities of Wharton, Galveston and Pasadena filed suit, for themselves and a proposed class, 
against the Company and Houston Industries Finance Inc. (formerly a wholly owned subsidiary of the Company) 
citing underpayment of municipal 6anchise fees. The plaintiffs claim, among other things, that from 1957 to the 
present, franchise fees should have been paid on sales taxes collected by Electric Operations on receipts h m  sales 
to other utilities and on receipts from services as well as sales of electricity. Plaintiffs advance their claims 
notwithstanding their failure to notice such claims over the previous four decades. Because all of the franchise 
ordinances affecting Electric Operations expressly impose fees only on receipts from sales of electricity for 
consumption within a city. the Company regards plaintiffs’ allegations as spurious and is vigorously contesting the 
matter. The plaintiffs’ pleadings assert that their damages exceed $250 million. The District Court for Harris County 
has granted a partial summary judgment in favor of the Company dismissing all claims for franchise fees based on 
sales tax collections. Other motions for pamal summary judgement remain pending. Although the Company 
believes the claims to be without merit, the Company cannot at this time estimate a range of possible loss, if any, 
from the IawsuiS nor can any assurance be given as to its ultimate outcome. 

(13) Estimated Fair Value of Financial Instruments 

December 31. 
1998 1997 

Carrying Fair C8- F.ir 
Amount 

Financial Assets: 
Company: 

Resources: 
Investment in Time Warner securities .................. S 990,000 

Energy Derivatives - non-trading ........................ - 

Financial Liabilities: 
Company: 

First mortgage bonds ........................................... 
Pollution control revenue bonds ........................... 
Debentures.. ........................................................ 

Trust preferred and capital securities .................... 
Interest rate swaps ............................................... 

Long-term debt .................................................... 
Resources: 

Trust preferred securities ..................................... 
Energy Derivatives - non-trading ........................ 
Interest rate swaps ............................................... 

2,036,284 
581,385 
349,468 

2,349,991 
341,075 

109 

1.5 13.289 
1,157 
- 
- 

Value b o u a t  
(Tllouwabr of Dollan) 

$2,843,585 $ 990,000 

- 9,399 

2,171,434 2,495,459 
582,069 123,OOO 
378,825 349,283 

2,436,949 1,173,786 
366,182 340,882 

3,160 65 

1,746,641 1,148,848 
1,467 2 1,290 
8,166 - 
- - 

Value 

$1,420,360 

13,060 

2.65 1,260 
123.000 
379,490 

1,307,241 
366.220 

1,679 

1,147,344 
24,569 

755 
- 

The fair values of cash and short-term investments, investment in the Company’s nuclear decommissioning 
trust, short-term and other notes payable and floating rate debt of Reliant Energy International are estimated to be 
equivalent to carrying amounts. The remaining fair values have been determined using quoted market prices of the 
same or similar securities when available or other estimation techniques. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

The fair value of financial instruments included in the trading operations of Reliant Energy Services are 
marked-to-market at December 3 1,  1998 (see Note 2). Therefore, they are stated at fair value and are excluded from 
the table. 

, 

(14) Unaudited Quarterly Information 

The following unaudited quarterly financial information includes, in the opinion of management, all 
adjustments (which comprise only normal r e c h g  accruals) necessary for a fair presentation. Quarterly results are 
not necessarily indicative of a full year’s operations because of seasonality and other factors, including rate increases 
and variations in operating expense patterns. Results of operations of the Resources businesses, purchased in 1997, 
are included beginning on the Acquisition Date. 

Year Ended Decrmbcr31,1998 
First Second Third Fourth 

Quarter Quarter Quarter Quarter 
(thousands of dollan, except per share amounts) 

Revenues (1) .................................................................. $ 2,631,322 $ 2,736,626 $ 3,465,487 $ 2,655,029 
Operating Income (1) ..................................................... 282,892 455,809 5 12,955 225,732 
Net Income (Loss) available for common stock ( 1 )  ....... (30,115) 41,484 25 1,709 (404,560) 
Basic Earnings (Loss) per Common Share (2) ............... (.I 1) .I5 .89 (1.42) 
Diluted Earnings (Loss) per Common Share (2) ( * I  1) . I5  .88 (1.42) 

Year Ended Derembcr31,1997 
First Second Third Fourth 

Quarter Quarter Quarter Quarter 
(thousands ofdollan, except per share amounts) 

Revenues ........................................................................ $ 878,101 S 1,064,448 $ 2,158,054 9 2,777,622 
Operating Income 156,216 247,172 ........................................................... 462,7 16 198,396 
Net Income (Loss) available for common stock ............ 59,620 121,463 243,898 (4,033) 
Basic Earnings (Loss) per Common Share (2) ............... .26 .52 .93 (-01) 
Diluted earnings (Loss) per Common Share (2) ............ .26 .52 .92 (.01) 

(1) Includes retroactive adjustment for change in accounting for energy price risk management and trading 
activities of Reliant Energy Services to mark-to-market accounting for the first, second and thud quarters of 
1998. (See Note l(r)) 

(2) Quarterly earnings per common share are based on the weighted average number of shares outstanding 
during the quarter, and the sum of the quarters may not equal annual earnings per common share. 

(15) Reportable Segments 

Effective January 1, 1998, the Company adopted SFAS No. 131, “Disclosures about Segments of an Enterprise 
and Related Information” (SFAS No. 131). The Company’s determination of reportable segments considers the 
strategic operating units under which the Company manages sales of various products and services to wholesale or 
retail customers in differing regulatory environments. The determination of reportable segments under SFAS No. 
13 1 differs from that required in prior years, therefore business segment information for 1997 and 1996 has been 
restated to comply with SFAS No. 131. Consistent with the purchase accounting treatment for the Merger, financial 
information for Resources is included in the segment disclosures only for periods beginning on the Acquisition Date. 

The accounting policies of the segments are the same as those described in the summary of significant 
accounting policies except that certain executive benefit costs have not been allocated to segments. The Company 
evaluates performance based on operating income excluding certain corporate costs not allocated to the segments. 
The Company accounts for intenegment sales as if the sales were to third parties, that is, at current market prices. 
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In accordance with SFAS No. 131, the Company has identified the following reportable segments: Electric 
Operations, Natural Gas Distribution, Interstate Pipelines, Wholesale Energy and Marketing (Wholesale Energy), 
International and Corporate. Electric -016 provides electric generation, transmission, distribution and sales to 
customers. Natural Gas Distribution operations consist of natural gas sales to, and natural gas transportation for, 
residential, commercial and industrial customers. Interstate Pipelines conducts interstate natural gas pipeline 
operations. Wholesale Energy is engaged in the acquisition, development and opemion of non-rate regulated power 
generation facilities as well as the wholesale energy trading and marketing and natural gas gathering businesses. 
International participates in the development and acquisition of foreign independent power projects and the 
privatization of foreign generation and distribution facilities. Corporate includes the Company’s unregulated retail 
electric services business, certain real estate holdings of the Company and corporate costs 

Financial data for business segments, products and services and geographic areas are as follows: 

Electric N a h u d G u  Intentate Whokmk later- Corporate R ~ o n d i n g  
Operatiom Dbtribotioa Pipchna Energy mtiod a n d d h t r  E h ~ ~ m  ComoEibled 

(Thouan& of  Dollan) 
As of and for the Year Ended 
December31.1998: 

Revenues from m a l  cusmmm ....... S 4350275 S 1.81 1.509 S 126,988 S 4289,006 S 258.945 S 651.741 S 1 1.488.464 
latasegment revenues ............................ 
Deprrciation and amortization ............... 
operating income ................................... 
Total assets .............................................. 
Equity investments in and advances to 
unccmsolidated subsidiaries ................... 
Expcnditum for additions to long- 
lived assets .............................................. 

As of and for the Year Ended 
December31.1997: 

Revenua from external CLLFtOmm ....... 
intersegment revenues ............................ 
Depreciation and amordzation ............... 
operating income ................................... 

Total assets .............................................. 
Equity investments in and advances to 
uncawlidafed subsidiaries ................... 

Expditures for additions IO long- 
lived assets .............................................. 

For the Year Ended 
DeCcmber31,1996: 

Revenues from external customers ....... 
Depreciation and amortization ............... 
Operating income ................................... 

Expenditures for additions to long- 
lived assets .............................................. 

650,264 
1.013.979 

10,404.447 

433,474 

4.25 1,243 

56834 I 
994.938 

10.540.849 

236.9ri 

4,025,027 
545,685 
991.147 

317,532 

1.167 155.50s 167.152 
129.7~1 44.025 18204 
137.955 128328 59.170 

3.1 10.718 2,050.636 1,535.007 

42.252 

161.735 59.358 365.512 

892,064 49,655 1,288,357 
505 58,678 76.301 

51,883 19,088 2,633 
54,502 31.978 912 

3,073.525 2,031,879 777.638 

3.325 

61,078 16,304 14.038 

103 

Attachment to Dkt 2 9 5 2 6  COH3-1 

97,181 S (421,008) 
856.617 3.820 10,527 
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23 1,528 23.899 

62.059 8.191 
1.648 2.705 
2339 (9,020) 

495379 19,989 
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HOUSTON INDUSTRIES INCORPORATED 
d/b/a RELIANT ENERGY, INCORPORATED AND SUBSXDIARIES 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

Reconciliation of Operating Income to Net Income (in thousands): 

Year Eaded Dmmbcr 31. 
199% 1997 1996 

Operating income ........................................................ $ 1,477,388 $ 1,064,500 $ 990,466 
Interest income - IRS refimd ....................................... 98 1 56,269 
Dividend income ......................................................... 4 1,250 41,340 41,610 
Interest expense .......................................................... (513,905) (397.957) (309,980) 
Unrealized loss on ACES ............................................ (1.176.2 1 1) (12 1,402) 
Litigation settlements .................................................. (95,ooo) 
Distribution on trust securities ..................................... (29,201) (26,230) 
Preferred dividends of subsidiary ................................. (2,255) (22,563) 
Income tax benefit (expense) ....................................... 30,432 (206,374) (200,165) 

Net income (loss) available for Common Stock ........... S (141,482) S 420,948 $ . 404,944 
Other income (expense) ............................................... 27,784 13,057 576 

~ 

Revenues by Products and Services (in thousands): 

Year Ended Dcccmbcr 31, 
199% 1997 1996 

Retail power sales ....................................................... $ 4,359,857 $ 4,253,893 S 4,025.027 
Retail gas sales ............................................................ 2,362,504 1,153,968 
Wholesale energy and energy related sales ................... 1,27 1,400 
Gas transport ............................................................... 167,812 66,265 
Equity income fiom international investments ............. 258,945 92,028 62,059 
Energy products and services ....................................... 91.165 40,67 1 8.191 

4,248.1 8 1 

Total ........................................................................... $ 11,488,464 $ 6,878,225 $ 4,095,277 

Revenues and Long-Lived Assets by Geographic Areas (in thousands): 

Year Ended Dcfembcr 31, 
1998 1997 1996 

Revenues: 
US .............................................................................. S 1 1.2293 19 S 6,786,197 S 4,033,218 
International ................................................................ 258,945 92,028 62,059 
Total ........................................................................... S 11,488,464 $ 6,878,225 S 4,095,277 - 
Long-lived assets: 
US ............................................................................... $ 14,865,161 $ 14,691,820 
International ................................................................. 1,195,849 837,536 
Total ............................................................................ $ 16,061,010 $ 15,529,356 
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HOUSTON IM)UsTRIES INCORPORATED 
d/b/a RELIANT ENERGY, INCORPORATED AND SUBSLDLARLES 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

(16) Subsequent Events 

(a) Foreign Currency Devaluation. 

In January 1999, the Brazilian real was devalued and allowed to float against other major currencies. The 
Company expects to take a charge against first quarter earnings as a result of the Brazilian devaluation. The charge 
will reflect the Company’s proportionate share of the impact of the devaluation on foreign denominated debt of 
Brazilian corporations in which the Company holds an equity interest. The amount of the charge Will not be known 
until the end of the first quarter. 

At December 3 1,1998, one U.S. dollar could be exchanged for 1.2 1 Brazilian reais. Using the exchange rate of 
2.06 reaiddollar in effect at the end of February, and the average exchange rate in effect since the end of the year, 
the Company estimates that its share of the after-tax charge that would be recorded by the Brazilian companies in 
which it owns an interest would be approximately $1 25 million. 

(5) Trust Preferred Securities. 

In February 1999, a Delaware statutory busmess bust (REI Trust I)  established by the Company issued 5375 
million of preferred securities to the public and $1 1.6 million of common securities to the Company. The preferred 
securities have a distribution rate of 7.20% payable quarterly in arrears, a stated liquidation amount of $25 per 
preferred security and must be redeemed by March 2048. REI Trust I used the proceeds from the sale of the 
preferred and common securities to purchase 5386.6 million aggregate principal amount of subordinated debentures 
(REI Debentures) fiom the Company having an interest rate corresponding to the distribution rate of the preferred 
securities and a maturity date corresponding to the mandatory redemption date of the preferred securities. Roceeds 
from the sale of the REI Debentures were used by the Company for general corporate purposes, including the 
repayment of short-term debt REI Trust I is accounted for as a wholly owned consolidated subsidiary of the 
Company. The REI Debentures are the REI Trust 1’s sole asset and its entire operations. The Company has hlly 
and unconditionally guaranteed, on a subordinated basis, REI Trust 1’s obligations, including the payment of 
distributions and all other payments due with respect to the preferred securities. The preferred securities are 
mandatorily redeemable upon the repayment of the REI Debentures at their stated maturity or earlier redemption. 
Subject to certain limitations, the Company has the option of deferring payments of interest on the REI Debentures 
held by REI Trust 1. If and for as long as interest payments on the REI Debentures have been deferred, or an event 
of default under the indenture relating thereto has occurred and is continuing, the Company may not pay dividends 
on its capital stock. 

(c) Investment in Dutch Generating Company. 

On March 10, 1999, the Company and N.V. Energieproduktiebedrijf UNA, a Dutch electric gmerating 
company (UNA), announced their intent to enter into a strategic partnership in the Netherlands. The transaction 
would involve the initial acquisition by a subsidiary of the Company of 40% of the capital stock of UNA for cash 
and a commitment to purchase the remaining 60% of the shares of U N A  for cash by December 3 1,2006. 

UNA is based in Utrecht and owns 3,400 megawatts of electric generating capacity. The capacity is primarily 
fieled by natural gas. 

The purchase price for the initial 40% interest will be approximately NLG 1.6 billion (approximately $ U.S. 840 
million at an exchange rate of NLG 1.88 per U.S. dollar). Of this amount, the shareholders of UNA will receive a 
cash payment of approximately NLG 675 million (approximately S US. 360 million) in exchange for shares 
representing 15% of the total capital stock of UNA. UNA will receive (i) a cash payment of approximately NLG 21 
million (approximately $ U.S. 1 I million) and (ii) a five-year promissory note from a subsidiary of the Company in 
the principal amount of approximately NLG 875 million (approximately $ U.S. 4 6 5  million) for 25% of the total 
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HOUSTON IM)US"lUES INCORPORATED 
d/b/a RELIANT ENERGY, INCORPORATED AND SUBSIDIARIES 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

capital stock of the Company, representing newly issued shares. The promissory note will bear interest a! the one- 
year EURIBOR rate, determined annually, and will be payable, subject to certain conditions, on demand. 

Under the proposed terms of the acquisition, the shareholders of UNA would agree to sell (i) an additional 12% 
of the total capital stock to the Company no later than December 3 1,2002 and (u) the remaining 48% of the capital 
stock of UNA no later than December 3 1,2006. The purchase price for the remaining 60% of the capital stock of 
UNA is approximately NLG 2.7 billion (approximately S U.S. 1.4 billion). The purchase obligations under the 
definitive agreements are in Dutch guilders. 

The Company expects to record its initial investment in UNA under the equity method of accounting The 
acquisition of the initial 40% of the capital stock of UNA is subject to various approvals. It is anticipated that the 
closing for this 40% interest will occur in June 1999. 
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INDEPENDENT AUDITOR’S REPORT 

Houston Industries Incorporated 
d/b/a Reliant Energy, Incorporated: 

We have audited the accompanying consolidated balance sheets and the consolidated smements of 
capitalization of Houston industries Incorporated d/Wa Reliant Energy, Incorporated and its subsidiaries (the 
“Company”) as of December 31, 1998 and 1997, and the related statements of consolidated income, consolidated 
retained earnings and comprehensive income, and consolidated cash flows for each of the three years in the period 
ended December 31, 1998. Our audits also included the Company’s financial statement schedule listed in Item 
14(a)(3). These financial statements and the financial statement schedule are the responsibility of the Company’s 
management. Our responsibility is to express an opinion on these financial statements and the financial statement 
schedule based on our audits. 

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

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial 
position of Reliant Energy, Incorporated and its subsidiaries at December 3 1, 1998 and 1997, and the results of their 
Operations and their cash flows for each of the three years in the period ended December 3 1, 1998 in conformity 
with generally accepted accounting principles. Also, in our opinion, such financial Statement schedule. when 
considered in relation to the basic consolidated financial statements taken as a whole, presents fairly in all material 
respects the information set forth therein. 

DELOIlTE & TOUCHE LLP 

Houston, Texas 
February 25,1999 
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Item 7 .  Management’s Narrative Analysis of the Results of Operatiom of Reliant Energy Rrsourccs Corp. and 
Consolidated Subsidiaries. 

The following nanative and analysis should be read in combination with the consolidated financial statements 
and notes (Resources’ Consolidated Financial Statements) of Reliant Energy Resources Corp. (formerly N o r h  
Energy Corp.) (Resources) contained in Item 8 of the Form 1 O-K of Resources. 

RELIANT ENERGY RESOURCES COW. 

On August 6, 1997 (Acquisition Date), the former parent corporation (Former Parent) of Houston Industries 
incorporated d/b/a Reliant Energy, Incorporated (Reliant Energy) merged with and into Reliant Energy, and NorAm 
Energy Corp. (Former Resources) merged with and into Resources. Effective upon the mergers (collectively, the 
Merger), each outstanding share of common stock of Former Parent was converted into one share of common stock 
(including associated preference stock purchase rights) of Reliant Energy, and each outstanding share of common 
stock of Former Resources was converted into the right to receive S16.3051 cash or .0.74963 shares of common 
stock of Reliant Energy. The aggregate consideration paid to Former Resources stockholders in connection with the 
Merger consisted of $1.4 billion in cash and 47.8 million shares of Reliant Energy’s common stock valued at 
approximately $1.0 billion. The overall transaction was valued at $4.0 billion consisting of $2.4 billion for Former 
Resources’ common stock and common stock equivalents and $1.6 billion of Former Resources debt ($1.3 billion of 
which was long-term debt.) 

The Merger was recorded under the purchase method of accounting with assets and liabilities of Resources 
reflected at their estimated fair values as of the Acquisition Date, resulting in a ”new basis” of accounting. In 
Resources’ Consolidated Financial Statemen@ periods which reflect the new basis of accounting are labeled as 
“Current Resources” and periods which do not reflect the new basis of accounting are labeled as “Former 
Resources.” Former Resources’ Statement of Consolidated Income for the seven months ended July 31, 1997 
included certain adjustments from August 1, 1997 to the Acquisition Date for pre-merger transactions 

Effective January 1, 1998, Resources adopted SFAS No. 13 1, “Disclosures about Segments of an Enterprise and 
Related Information” (SFAS No. 131). Because Resources is a wholly owned subsidiary of Reliant Energy, 
Resources’ determination of reportable segments considers the strategic operating units under which Reliant Energy 
manages sales of various products and services to wholesale or retail customers in differing regulatory 
environments. In accordance with SFAS No. 131, Reliant Energy has identified the following reportable segments: 
Electric Operations, Natural Gas Distribution, Interstate Pipelines, Wholesale Energy Marketing and Generation 
(Wholesale Energy), International and Corporate. Of these segments, the following operations are conducted by 
Resources: Natural Gas Dstribution. Interstate Pipelines, Wholesale Energy (which includes the energy trading and 
marketing operations and natural gas gathering operations of the Wholesale Energy segment but excludes the 
operations of Reliant Energy Power Generation, Inc.) and Corporate (excluding the impact of ACES). 

Resources meets the conditions specified in General Instruction I to Form 10-K and is thereby permitted to use 
the reduced disclosure format for wholly owned subsidiaries of reporting companies specified therein. Accordingly, 
Resources has omitted from this Combined Annual Report the information called for by Item 4 (submission of 
matters to a vote of security holders), Item 10 (directors and executive officers), Item 11  (executive compensation), 
Item 12 (security ownership of certain beneficial owners and management) and Item 13 (certain relationships and 
related party transactions) of Form 10-K. In lieu of the information called for by Item 6 (selected financial data) and 
Item 7 (management‘s discussion and analysis of financial condition and results of operations) of Form IO-K, 
Resources has included the following Management’s Narrative Analysis of the Results of Operations to explain 
material changes in the amount of revenue and expense items of Resources between 1998 and 1997. Reference is 
hereby made to Item I (business), Item 2 (properties), Item 3 (legal proceedings). Item 5 (market for common equity 
and related stockholder matters), Item 7A (quantitative and qualitative disclosures about market risk) and Item 9 
(changes in and disagreements with accountants on accounting and financial disclosure) of this Combined Annual 
Report for additional information regarding Resources required by the reduced disclosure format of General 
Instruction I to Form 10-K. 
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CONSOLIDATED RESULTS OF OPERATIONS 

Seasonali@ and Orher Factors. Resources’ results of operations are affected by seasonal fluctuations in the 
demand for and, to a lesser extent, the pnce of na+mal gas. Resources’ results of operations are also affected by, 
among other things, the actions of various f e d e d  and state governmental authorities having jurisdiction over rates 
charged by Resources and its subsidiaries, competition in Resources‘ various business operations, debt service costs 
and income tax expense. For a discussion of certain other factors that may affect Resources’ future earnings see 
“Management‘s Discussion and Analysis of Financial Condition and Results of Operations of the Company - 
Certain Factors Affecting Future Jknbgs of the Company and its Subsidiaries - Competition - Other 
Operations”; “- Impact of the Year 2000 Issue and Other System Implementation Issues” and “- Environmental 
Expenditures - Mercury Contamination” in Item 7 of Reliant Energy’s Form 10-K. 

Accounting Impact ojthe Merger. The Merger created a new basis of accounting for Resources, resulting in 
new carrying values for certain of Resources’ assets, liabilities and equity commencing upon the Acquisition Date. 
Resources’ financial statements for periods subsequent to the Acquisition Date are not comparable to prior periods 
because of the following purchase accounting adjustments: 

1. The impact of the amortization of newly-recognized goodwill ($39.4 million); 

2. The amortization (to interest expense) of the revaluation of long-term debt ($9.8 million); 

3. The removal of the amortization (to operating expense) previously associated with the pension and 
postretirement obligations ($2.1 million); and 

4. The deferred income tax expense associated with these adjustments (s.9 million). 

Merest expense and related debt incurred by Reliant Energy to fund the cash portion of the purchase consideration 
has not been pushed down to Resources and its subsidiaries. 

Because results of opemtions and other financial information for periods before and after the Acquisition Date 
are not comparable. Resources is presenting certain financial data on: (i) an actual basis for Resources for 1998 and 
1997 and (ii) a pro forma basis for 1997 as if the Merger had taken place at the beginning of the period These 
results do not necessarily reflect the results which would have been obtained if the Merger had actually occurred on 
the dates indicated or the results that may be expected in the future. 

The following table sets forth selected financial and operating data on an actual and pro forma basis for the 
years ended December 31, 1998 and 1997, foliowed by a discussion of significant variances in period-to-period 
results: 
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SELECTED FINANCIAL RESULTS: 

Operating Revenues ............................... $ 6,758,412 $2,526~ 82 
Operating Expenses ................................ 6,448,107 2,434,282 
Operating Income .................................. 3 10,305 91,900 

1,144 
Consolidated .......................................... 3 10,305 90,756 
Interest Expense, Net ............................. 1 11,337 47,490 
Distributions on Subsidiary Trust 
Securities ............................................... 632 279 
Other (Income) and Deductions .............. (7,3 18) (2,243) 
Income Tax E x m s e  .............................. 1 11,830 24,383 

Merger Transaction Costs (2) ................. 

Umoditcd 
A d  Pro Forma (1) 

Y a r  Fne Months Seven Month Year Actual to 
E d  Ended I Ended Ended Pro Forma 

$3,31339 I 
3,141.295 

172,2% 
17,256 

155,040 
78,660 

6,3 I7 
(7,210) 
3 1,398 

December 31, 
1997 

$5,839,773 
5,597,716 

242,057 

2 4 2,O 5 7 
1 12,9% 

1,479 
(9,453) 
7 1,093 

16% 
15% 
28% 

28% 
(]YO) 

(57%) 
(23%) 
57% 

42% 

(1) Pro forma results reflect purchase adjustments as if the Merger had occurred on January 1, 1997. 
(2) For expenses associated with the completion of the business combination with Reliant Energy, see Note I(o) to 

Reso&es’ Consolidated Financial S&tements 

1998 Compared to 1997 (Actual). Resources’ consolidated net income for 1998 was $94 million compared to 
consolidated net income of $67 million in 1997. The increase in net income for 1998 as c.ompared to 1997 was due 
to increased operating income fiom several business segments as discussed below, partially offset by a decrease in 
operating income from Resources’ Natural Gas Distribution segment due to the effects of warm weather. Also 
contributing to the increase in net income was a reduction in interest expense due to the refinancing of debt and 
reduced interest expense d w t o  debt fair value devaluation at the time of the Merger. 

Resources operating revenues for 1998 were $6.8 billion as compared to $5.8 billioil in 1997. The $900 
million, or 16% increase was primarily attributable to a $1.4 billion increase in wholesale trading revenue. 
Wholesale trading revenue increased due to increased power and natural gas trading volumes. The inckase in 
trading revenues was offset by reduced revenues at Resources’ Natural Gas Distribution unit of approximately $400 
million, principally due to warmer weather. 

Resources operating expenses for 1998 were $6.4 billion compared to $5.6 billion in 1997. The $800 million, 
or 16% increase was primarily due to increased natural gas and purchased power expenses associated with increased 
wholesale trading activities The increase in operating expenses was offset by decreased natural gas purchases at 
Resources’ Natural Gas Distribution unit because of lower volumes resulting from the warmer weather. 

Operating income increased in 1998 by $65 million over 1997 due to improved operating results at Interstate 
Pipelines, Corporate retail operations and Wholesale Energy, partially offset by the unfavorable effects of warm 
weather on the operations of Natural Gas Distribution Operating income for I997 included approximately $ I8 
million of merger-related costs that did not recur in 1998. Improved results at Interstate Pipelines were due to 
continued cost control initiatives and reduced benefits expenses, as well as the effects of a rate case settlement and a 
dispute settlement which contributed to the increase in operating income. In addition, margins at Wholesale Energy 
improved over margins in 1997; however, this effect was partially offset by increased stafing expenses to support 
increased sales and marketing efforts and an increase in credit reserves. Lmproved results at Wholesale Energy were 
also due to the fact that operating income in 1997 for Wholesale Energy was negatively impacted by hedging losses 
associated with sales under peaking contracts and losses from the sale of natural gas held in storage and unhedged in 
the first quarter of 1997 totaling SI 7 million. 
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1998 (Acruul) Compared lo 1997 (Pro Forma). Resources' consolidated net income For 1998 was $94 million 
compared to pro forma net income of $66 million in 1997. The increase in earnings for 1998 as compared to pro 
forma 1997 was due to increased operating income fiom several business segments, as discussed below, offset by 
the effects of unfavorable weather at Resources' Natural Gas Distribution unit Also contributing to the increase in 
earnings is a reduction in interest expense due to the refinancing of debt. 

Resources operating revenues for 1998 were S6.8 billion compared to pro forma operating revenues of $5.8 
billion in 1997. The $919 million, OT 16% increase W ~ S  prharily attributable to a $1.4 billion increase in wholesale 
trading revenue. Wholesale trading revenue increased due to increased electric and natural gas trading volumes. 
The increase in trading revenues was offset by reduced revenues at Resources' Natural Gas Distribution unit of 
approximately $400 million, principally due to warmer weather. 

Resources operating expenses for 1998 were $6.4 billion compared to pro forma operating expense of $5.6 
billion in 1997. The SO0 million, or 16% increase was primarily due to increased nahrral gas and purchased power 
expenses associated with increased wholesale trading activities. The increase in operating expense was offset by 
decreased natural gas purchases at Resources' Natural Gas Distribution unit because of lower volumes resulting 
from warmer weather. 

Operating income increased in 1998 by $68 million over pro forma 1997 due to improved operating results at 
Interstate Pipelines, Corporate retail operations and Wholesale Energy, partially offset by the unfavorable effects of 
w m  weather on the operations of Natural Gas Distribution. Improved results at Interstate Pipelines are due to 
continued cost control initiatives and reduced benefits expenses as well as the effects of a rate case settlement and a 
dispute settlement. In addition, margins at Wholesale Energy improved over margins in 1997; however, this effect 
was partially offset by increased staffing expenses to support increased sales and marketing efforts and an increase 
in credit reserves at Wholesale Energy also contributed to the increase in operating income. Operating income in 
1997 for Wholesale Energy was negatively impacted by hedging losses associated with sales under pealung 
contracts and losses from the sale of natural gas held in storage and unhedged in the first quarter of 1997 totaling 
,¶i 17 million. 

Resources estimates that its total direct cost of resolving the Year 2000 issues will be between $5 and $6 
million. This estimate includes approximately $3.4 million spent through year-end 1998. For additional 
information regarding Year 2000 issues, see "Management's Discussion and Analysis of Financial Condition and 
Results of Operations of the Company - Certain Factors Affecting Future Earnings of the Company and its 
Subsidiaries - Impact of the Year 2000 Issue and Other System Implementation Issues" in Item 7 of the Form 10-K of 
Reliant Energy, ~ c h  has been jointly filed with the Resources Form 10-IC 

NEW ACCOUNTING ISSUES 

Reference is made to "Management's Discussion and Analysis of Financial Condition and Results of Operations 
of the Company - New Accounting Issues" in Item 7 of the Form 10-K of Reliant Energy, which has been jointly 
filed with the Resources Form 1CrY for discussion of certain new accounting issues. 
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Item 8. Finamid Statitmenis and Supplementary Data of Resources 

RELLANT ENERGY RESOURCES COW. AND SUBSIDIARIES 
(A WHOLLY OWNED SUBSIDIARY OF RELIANT ENERGY, INCORPORATED) 

STATEMENTS OF CONSOLIDATED INCOME 
(Thousands of Dollars) 

Deamba31.1998 Dcccmbcr 31,1997 
Reven ws ........................................................ $ 6.758.412 $ 2,526,182 

E*= 
Natural gas and pmhasedpow~, net ........ 5,552,972 2,050,660 
Operation and maintenance ......................... 590,986 255,149 
Depreciation and amortization ..................... 191,891 78,087 
Taxes other than b e  taxa ..................... 112258 50,386 
Merger transaction costs .............................. 1,144 
Early retirement and severance .................... 

6,448.107 2,435,426 
operatrng Income ............................................ 3 10,305 90,756 

Other h o m e  
Interest expense, net .................................... (1 11,337) (47,490) 

of subs'dlary trust .................................... (632) (279) 
Dividend requknent on preferred secutihes 

Loss on sale of accounts reaivable ............ 
Other, net ..................................................... 7,318 2,243 

Income Before Income Taxes ; ........................ 205,654 45,230 
Income Tax Expense ....................................... 111,830 24,383 

Income Before Ex!mmhuy Item .................. 93,824 20,847 
Extraordinary gain(l0ss) on early rehmnent of 

( 1O4,65 1) (45,526) 

de& less mes ............................................. 

Net Income ...................................................... 93,824 20,847 
preferred dividend l e q k e n t  ....................... 

Earnings Available to Common Stock ............ S 93,824 $ 20,847 

JIlly31.1997 Dcamba31.19% 
$ 3,313,591 $ 4,788,462 

2,603,852 3,571,411 
379.400 621,279 
84,901 142,362 
73,142 1 16,600 
17,256 

22,344 
3.158,55 1 4,473,996 

155,040 314,466 

(78,660) (1 32,557) 

, - .  
7,210 (3.078) 

(77,767) (1 52,976) 
77,273 161.490 
311398 66,352 

45,875 95,138 

237 (4,280) 

46,112 90.858 
3,597 

$ 46,112 S 87,261 

See Notes to'Resources' Consolidated Financial Statements 
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RELIANT ENERGY RESOURCES COW. AND SUBSIDIARIES 
(A WHOLLY OWNED SUBSIDLARY OF RELIANT ENERGY, INCORPORATED) 

CONSOLIDATED STATEMENTS OF STOCKJlOLDERS’ EQUITY A N D  COMPREHENSIVE INCOME 
(Thousands of Dollars) 

Fhremd AccomnLted 
Common Stock (1) StocY2) Other Total Total 

Retained Comprc- Stock- Compre- 
Paidin Earpings hensive holden’ hensive 

slum Amount Amonat Capital (Dchit) Income Equity Income 
Former Rcsoams: 
jtockholdm’ Equity at December 3 1, 

\let Income ..................................................... 90.858 90.858 $ 90,858 
:ash Dividend: 

1995 ........................................................... 124.803.693 $ 78.002 S 130.000 S 880.885 S (336.940) S 15.3 I6 $ 767263 

Ref& StDck - S1.50 S h m  .- .........- (3.900) (3.900) 
Common stock - $028 per share .............. (36.721) (36,721) 

3ange  in Market Value of Marketable 
Equity Securities. net tax ofS8.730 ......... (15,311) (15,311) (15.311) 

Convmion to Subordind Debentures ..... (130,000) ( 130.000) 
ssuance of Common Stock unda Direct 
Stock Purchase Plan .................................. 937.193 586 9,668 10254 

Rblic Lssuaoce of Common Stock .............. 1 1,500.000 7,188 101,775 108.%3 
M a  issuances ............................................. 667287 417 8.725 9,142 
Zomprehensivc Income ................................ 75.547 
Stockholders’ Equity at December 3 I ,  

Vet Income ..................................................... 46.1 12 46.1 12 46.1 12 
2ash Dividends 

a a a g e  in Market Vduc of Marketable 

Convmion of Rtsources-Obligatcd 

I996 ............................................................ 137,908,173 86.193 - 1,001,053 (286,703) 5 800.548 

Common stock - $0.1 4 per share .............. (1 9281) (1 9281 1 

Equity Securities. net tax of ($3329) .-.... 5.874 5.874 5.874 

Mandatorily Redewable Convertible 
hfmcd Securities of Subsidiary TNn 
Holding Solely Subordinated 
Debentures of Resources to Common 
Stock ........................................................... 11.428262 7, I43 131.425 138568 

3tha Issuances .............................................. 347.527 216 5,796 6,012 
Comprehensive Income ................................ 5 1,986 
Balance at July 31. 1997 ............................... 149.683.962 93.552 1.138274 (259.872) 5.879 977.833 
C m o t  Raourea (Post Merger): 
4 d j m e n u  due to Mcrgcr: 

Capital condbution from Parent .................. 1 .O00 I 2,463,831 2,463,832 
Vet Income ..................................................... 20,847 20,847 20.847 
Change in Market Value of h4arketable 

Eliminate Forma Resourccs Balances ..... (149,683.%2) (93.552) (1.138274) 259.872 (5,879) (977,833) 

Equity Securities. nct tax of $3,193 ......... (5.634) (5,634) (5,634) -~ 
Comprehensive Income ................................ 15211- 
Balance at December 3 I ,  1997 ..................... 1 .O00 I 2,463,831 
Vet Income ..................................................... 93,824 93.824 93.824 

20.847 (5,634) 2.479.@45 

change in Market value of Marketable 

Balance at December 3 1 . 1998 ..................... 1.OOo s 1 s  f 2.463,831 S 114.671 $ (16.004) S 2.562.499 

(1) $.625 par, authorized 250,000,000 shares. On the Acquisition Date, Resources’ pre-merger common stock was canceled and 
replaced with 1,000 shares of common stock (ail of which are owned by Reliant Energy); see Note I(b). 

( 2 )  $3.00 Convertible exchangeable preferred stock, Series A ($50 liquidation preference), cumulative, non-voting; authorized 
10,000,000 shares, issued and outstanding 2,600,000 shares. On the Acquisition Date, Resources’ pre-merger preferred stock 
was canceled. 

Quity Securities, net tax of $5.877 ......... (10,370) (10,370) (10,370) 
Comprehensive Income ................................ S 83,454 

See Notes to Resources’ Consolidated Financial Statements 
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RELIANT ENERGY RESOURCES COW. AND SUBSIDIARIES 
(A WHOLLY OWNED SUBSIDIARY OF RELIANT ENERGY, INCORPORATED) 

Current Assets: 

CONSOLIDATED BALANCE SHEETS 
(Thousands of Dollars) 

ASSETS 

December 31, 
1998 

Cash and cash equivalents ........................................................................ S 26,576 
Accounts and notes receivable, principally customer ................................ 682,552 
Unbilled revenue ..................................................................................... 145,131 
Accounts and notes receivable - affiliated companies ............................... 1 93.177 
Gas in underground stoxage ...................................................................... 79,855 
Materials and supplies .............................................................................. 33,947 
Gas purchased in advance of delivery ....................................................... 6,200 
Fuel stock and petroleum products ........................................................... 8 1,230 
Price risk management assets 265,203 ................................................................... - 
Other current assets .................................................................................. 33,034 

Total current assets ........................................................................... 1,546,905 

December 31, 
1997 

s 35,682 
763,502 
205,746 

10,161 
63,702 
29,6 1 1 

6,200 
345 

55,092 
1.1 70.041 

Property, Plant and Equipment: 
1,686,159 1,488.96 1 

Interstate uioelines ................................................................................... 1,302,829 1,258,087 
Natural gas .............................................................................................. 

. .  
Other ....................................................................................................... 13,976 14,972 

Total ................................................................................................ 3,002,964 2,762,020 
Less accumulated depreciation and amortization ...................................... 187,936 59,53 1 
Property, plant and equipment - net ....................................................... 2,8 15,028 2,702,489 

Other Assets: 
Goodwill, net ........................................................................................... 2,050,386 2,026,395 

Investment in marketable equity securities ................................................ 10,800 27,046 
Regulatory asset for environmental costs .................................................. 20,695 2 1,745 
Gas, purchased in advance of delivery ....................................................... 22.207 29,048 
Deferred debits, net .................................................................................. 87,479 93,010 

Total other assets .............................................................................. 2,293,588 2,289,308 

Prepaid pension asset ............................................................................... 102,02 1 92,064 

Total Assets .............................................................................................. S 6,655,521 S 6,161,838 

See Notes to Resources’ Consolidated Financial Statements 
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RELIANT ENERGY RESOURCES COW. AND SUBSIDIARIES 
(A WHOLLY OWNED SUBSIDIARY OF RELIANT ENERGY, INCORPORATED) 

CONSOLIDATED BALANCE SHEETS 
(Thousands of Dollars) - (Continued) 

LIABILITIES AND STOCKHOLDER'S EQUITY 

December 31, 
1998 

203,438 
Current Liabilities: 

Current maturities of long-term debt .................................................... $ 
Notes payable to banks ........................................................................ 
Notes payable to parent ....................................................................... 
Receivables facility ............................................................................. 300,000 
Accounts payable, principally trade ..................................................... 622,262 
Income taxes payable .......................................................................... 13,308 
Interest payable ................................................................................... 36,197 
Other taxes ......................................................................................... 42,107 
Customer deposits ............................................................................... 36,985 
Price risk management liabilities ......................................................... 227,652 
Other current liabilities 172,616 

Total current liabilities ................................................................. 1,654,565 
....................................................................... 

Deferred Credits and Other Liabilities: 
Accumulated deferred income taxes .................................................... 497,762 
Estimated environmental remediation costs ......................................... 20,695 
Payable under capacity lease agreement .............................................. 41,000 
Benefit obligations .............................................................................. 158,762 
Estimated obligations under indemnification provisions of sale 

Refundable excess deferred income taxes ............................................ 12,246 
Other .................................................................................................. 187,765 

Total deferred credits and other liabilities ..................................... 924,O 1 1 

agreements ...................................................................................... 5,781 

December 31, 
1997 

$ 232,145 
390,000 
22,100 

300.000 
668,269 

27,273 
41,315 
36,626 

164,329 
1,882,057 

474,730 
21,745 
4 1,000 

182,687 

11,391 
13,569 

117,621 
862.743 

Resources-Obligated Mandatorily Redeemable Convertible 
Preferred Securities of Subsidiary Trust Holding Solely Junior 
Subordinated Debentures of Resources, net ..................................... 2 1,290 1,157 

Long-Term Debt, less Current Maturities ........................................... 1,5 13,289 916,703 

Stockholder's Equity: 
Common stock .................................................................................... 1 1 
Paid-in capital 2,463,83 I ..................................................................................... 2,463,83 1 
Retained earnings ................................................................................ 1 14,671 20,847 

Total stockholder's equity ............................................................ 2,562,499 2,479.045 
Accumulated other comprehensive income .......................................... ( 1  6,004) (5,634) 

Commitments and Contingencies (Note 8) 

Total Liabilities and Stockholder's Equity $ 6,161,838 ....................................... 6 6,655.521 

See Notes to Resources' Consolidated Financial Statements 
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RELIANT ENERGY RESOURCES COW. AND SUBSIDDIARIES 
(A WHOLLY OWNED SUBSIDIARY OF RELIANT ENERGY, INCORPORATED) 

STATEMENTS OF CONSOLIDATED CASH FLOWS 
Increase (Decrease) in Cash 8nd Cash Equivalents 

(Thousands of Wars) 

C m t  R c s o ~ m s  
Tw&c Month  Fne Mooths 

Ended Ended 
December 31.1998 December 31.199 

Cash Flows &om Operating Activities: 
Net income ........................................... S 93,824 
Adjustments to reconcile net income to 

net cash provided by (used in) 
operating activities: 
Depreciation and amortiza,tion ........... 191,891 
Deferred income taxes ...................... 3 1.8 10 
Early retirement and severance, less 

cash cost ....................................... 
Extraordinary Cgain)loss, less taxes. ... 
Utilization of tax loss carryforwards.. 
Changes in other assets and 

liabilities, net of the effects of the 
acquisition: 
Accounts and notes receivable-net . (41,451) 
Inventories .................................... (1 02,125) 

Other current assets ....................... 18,719 
Accounts payable .......................... (67,024) 
Interest and taxes accrued .............. 13,454 
Other current liabilities .................. 9,416 
Net price risk management 

Recoveries under gas contract 

Other-net ....................................... (1 0,942) 

operating activities .................. 105,259 

Deferred gas costs ......................... (9,297) 

activities .................................... (29,857) 

disputes ...................................... 6,841 

Net cash provided by (used in) 

Cash Flows from Investing Activities: 
Purchase of Former Resources, net of 

Capital expenditures ............................. (253,972) 
cash acquired .................................... 

, .  

S 20,847 

78,087 
36,770 

(36 1,285) 
(2,250) 
8,655 

(1,298) 
148,071 
( 13,402) 
42,284 

2,600 
10,677 

(30,244) 

(1,422,672) 
(93.4 14) . .  

Other, net ............................................. . 8,068. (1 ,079j 
Net cash used in investing 

activities ................................. $ (245,904) . f (1,517,165) 
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Former Raoorca 
Seven Month Twche Months 

Ended Ended 
Jnlv 31.1997 Dmmber31.1996 

$ 46,112 

84,90 1 
14,589 

(237) 

313,586 
9,980 

(7.71 5 )  
(1,128) 

(224.590) 
( 19.9%) 
(22,633) 

5,500 
903 

S 90,858 

142,362 
28,809 

12.94 1 
4,280 

(2,405) 

(353,703) 
(1 4,895) 
12,788 
10,935 

266,446 
4,712 

10,483 

10,900 
3.642 

199,272 228,153 

(88,638) ( 172,200) 
(6.424) (4.957) 

S (95,062) $ (177,157) 
(continued on next page) 
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RELIANT ENERGY RESOURCES COW. AND SUBSIDIARIES 
(A WHOLLY OWNFD SUBSIDIARY OF RELIANT ENERGY, INCORPORATED) 

STATEMENTS OF CONSOLIDATED CASH FLOWS 
Increase (Decrease) in Cash and Cash Equivalents 

(Thousands of Dollars) 
(Continued) ' 

Current Rcsourca 
Twelve Months Five Months 

Ended Ended 
December 31,1998 December 31,1997 

Cash Flows from Financing Activities: 
Cash portion of capital contribution 

fiom Reliant Energy ...................... 
Retirements and reacquisitions of 

long-term debt ............................... 
Proceeds h m  bank term loan ........... 
Public issuance of common stock ...... 
Public issuance of convertible 

preferred securities by subsidiary 
trust ............................................... 

Other debt borrowings (repayments) .. 
Proceeds from issuance of debentures 
Increase in receivables facility ........... 
Issuance of common stock under 

direct stock purchase plan, net ....... 
Common and preferred stock 

dividends ....................................... 
Redemption of convertible securities, 
Increase (decrease) in overdrafts ........ 

$1,426,067 

%(226,604) (1 65,808) 

(424,299) 317,500 

24,000 
8 12,849 

( 10,450) (9,504) 
( 1  9.957) (9.164) . .  , . .  I 

Net cash provided by (used in) 
financing activities ................. 13 1,539 1,583,091 

Cash Equivalents ............................... (9,1061 35,682 
Net Increase (Decrease) in Cash and 

Cash and Cash Equivalents at Beginning 

Cash and Cash Equivalents at End of the 
Period ............................................... $ 26,576 $ 35,682 

Supplemental Disclosure of Cash Flow 
Information: 

Cash Payments: 
Interest (net of amounts capitalized) .. $ 105,393 S 55,951 
Income taxes, net .............................. 46.522 714 

ofthe Pen ....................................... 35,682 

Former R a o u r e a  
k c 0  Monttu Twthc Months 

Ended Ended 
JdY 31,1997 December 31,1996 

S (230,667) 
150,OOO 

(42,500) 

41,000 

(1 9,28 1) 

(27.348) 

( I  28,796) 

(24,586) 

27,98 1 

$ (396,733) 

108,963 

167,756 
105,Ooo 

10,254 

(40,621) 

9.055 

(36.326) 

14,670 

13,311 

S 3,395 $ 27.981 

L 67,100 .S 140,751 
20,900 29,657 

The aggregate consideration paid to stockholders of Former Resources in connection with the Merger 
consisted of % I  .4 billion in cash and 47.8 million shares of Reliant Energy common stock valued at approximately 
$1.0 billion. The overall transaction was valued at $4.0 billion consisting of $2.4 billion for Former Resources' 
common stock and common stock equivalents and $1.6 billion of Former Resources debt. A significant portion 
($139 million) of the securities of a subsidiary trust was converted to Common Stock of Resources in non-cash 
transactions prior to the Merger, see Note 5. 

See Notes to Resources' Consolidated Financial Statements 
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RELIANT ENERGY RESOURCES COW. AND SUBSIDIARIES 
(A WHOLLY OWNED SUBSLDLARY OF RELIANT ENERGY, INCORPORATED) 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
For the Three Yeus Ended December 31,199% 

(1) Summary of Significant Accounting Policies 

(a) Nature of Operations. 

Reliant Energy Resources Corp. (formerly NorAm Energy Corp.) (Resources), a Delaware corporation, is a 
wholly owned subsidiary of Houston Industries Incorporated d/b/a Reliant Energy, Incorporated (Reliant Energy). 
Resources is principally engaged in the ~ t u r a l  gas industry, including gathering, transmission, marketing, storage 
and distribution. Collectively, these operations accounted for w a t e r  than 95% of Resources' total revenues, income 
or loss and identifiable assets during 1998. 

Resources' natural gas distribution operations (Natural Gas Distribution) are conducted by three of its 
unincorporated divisions: Reliant Energy Entex, Reliant Energy Minnegaxo and Reliant Energy Arkla Resources' 
interstate pipeline operations (Interstate Pipelines) are conducted by its wholly owned subsidiaries, Reliant Energy 
Gas Transmission Company (REGT) and Mississippi River Transmission Corporation (MRT). Resources' 
wholesale energy marketing activities are conducted primarily by Reliant Energy Services, Inc. (Reliant Energy 
Services) and its gathering activities are conducted by Reliant Energy Field Services, Inc. (Reliant Energy Field 
Services). Resources' retail marketing activities are conducted by Reliant Energy Retail, Inc. (Reliant Energy 
Retail). Resources' principal operations are located in Arkansas, Louisiana, Minnesota, Mississippi Missouri, 
Oklahoma and Texas. 

In February 1999. NorAm Energy Corp. changed its name to Reliant Energy Resources Corp. and Houston 
lndustries Incorporated began doing business as Reliant Energy, Incorporated 

For information regarding Resources' reportable segments, see Note 9. 

(b) Merger with Reliant Energv, Incorporated. 

On August 6, 1997 (Acquisition Date), the former parent corporation (Former HII) of Reliant Energy merged 
with and into Reliant Energy, and NorAm Energy Corp. (Former Resources) merged with and into Resources. 
Effective upon the mergers (collectively, the Merger), each oldstanding share of common stock of Former HI1 was 
converted into one share of common stock (including associated preference stock purchase rights) of Reliant 
Energy, and each outstanding share of common stock of Former Resources was converted into the right to receive 
$16.3051 cash or 0.74963 shares of common stock of Reliant Energy. The aggregate consideration paid to Former 
Resources stockholders in connection with the Merger consisted of $1.4 billion in cash and 47.8 million shares of 
Reliant Energy's common stock valued at approximately $1.0 billion. The overall transaction was valued at $4.0 
billion consisting of $2.4 billion for Former Resources' common stock and common stock equivalents and $1.6 
billion of Former Resources' debt ($1.3 billion of which was long-term debt). 

The Merger was recorded under the purchase method of accounting with assets and liabilities of Resources 
reflected at their estimated fair values as of the Acquisition Date, resulting in a "new basis" of accounting. In 
Resources' consolidated financial statements (Resources' Consolidated Financial Statements), periods which reflect 
the new basis of accounting are labeled as "Current Resources" and periods which do not reflect the new basis of 
accounting are labeled "Former Resources". Former Resources' Statement of Consolidated Income for the seven 
months ended July 31, 1997 included certain adjustments from August 1, 1997 to the Acquisition Date for pre- 
merger transactions. 
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RELIANT ENERGY RESOURCES COW. AND SUBSLDIARIES 
(A WHOLLY OWNED SUBSIDIARY OF RELIANT ENERGY, INCORPORATED) 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

Resources' Consolidated Balance Sheets for periods after the Acquisition Date reflect adjustments associated 
with Reliant Energy's allocation of the purchase price, principally consisting of (i) the revaluation of certain 
property, plant and equipment and long-term debt to their estimated fair market value, (ii) the recognition of certain 
pension and postretirement benefit obligations previously being recognized through amortization, (iii) the 
recognition of goodwill as described above, (iv) the elimination of Resources' historical goodwill, (v) the 
elimination of Resources' historical stockholders' equity balances and accumulated depreciation and amortization as 
of the Acquisition Date and (vi) the recognition of the associated deferred income tax effects. Ln addition, 
Resources' pre-merger common stock was canceled and replaced with 1 ,O00 shares of common stock (all of which 
are owned by Reliant Energy), rendering presentation of per share data no longer meaningful. Reliant Energy's debt 
to fund the cash portion of the purchase consideration has not been allocated or "pushed down" to Resources and is 
not reflected on Resources' Consolidated Financial Statements. 

Resources' Statements of Consolidated Income for periods after the Acquisition Date are principally affected by 
(i) the amortization (over 40 years) of the newly-recognized goodwill, partially offset by the elimination of the 
amortization of Resources' historical goodwill, (ii) the amortization (to interest expense) of the revaluation of long- 
term debt, (iii) the removal of the amortization (to operating expense) previously associated with the pension and 
postretirement obligations as described above and (iv) the deferred income tax expense associated with these 
adjustments. Interest expense on Reliant Energy's debt which was used to fund the cash portion of the acquisition 
has not been allocated or "pushed down" to Resources and is not reflected on Resources' Consolidated Financial 
Statements. For these reasons, among others, certain financial information for periods before and after the 
Acquisition Date is not comparable. 

If the Merger had occurred on January 1, I997 and 1996, Resources' unaudited pro forma net income for 1997 
and 1996 would have been $66 million and 683 million, respectively. Pro forma results, which are based on 
assumptions deemed appropriate by Resources' management, have been prepped for informational purposes only 
and are not necessarily indicative of the results which would have resulted had the Merger actually taken place on 
the date indicated 

(c) Regulatory Assets and Regulation. 

In general, Resources' Interstate Pipelines operations are subject to regulation by the Federal Energy Regulatory 
Commission, while its Natural Gas Distribution operations are subject to regulation at the state or municipal level. 
Historically, all of Resources' rateregulated businesses have followed the accounting guidance contained in 
Statement of Financial Accounting Standards No. 71, "Accounting for the Effects of Certain Types of Regulation'' 
(SFAS No. 71). Resources discontinued application of SFAS No. 71 to REGT in 1992. As a result of the continued 
application of SFAS No. 71 to MRT and the Natural Gas Distribution operations, Resources' financial statements 
contain assets and liabilities which would not be recognized by unregulated entities. 

At December 31, 1998 Resources' Consolidated Balance Sheet included approximately $12 million in regulatory 
assets recorded as deferred debits. These assets represent probable future revenue to Resources associated with certain 
incurred costs as these costs are recovered through the rate making process. These costs are being recovered through 
rates over varying periods up to 40 years. 

(4 Principles of Consolidation. 

Resources' Consolidated Financial Statements include the accounts of Resources and its wholly owned 
subsidiaries. All significant intercompany transactions and balances are eliminated in consolidation 
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RELIANT ENERGY RESOURCES COW. AND SUBSIDIARIES 
(A WHOLLY OWNED SUBSIDIARY OF RELIANT ENERGY, INCORPORATED) 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

(e)  Propery. Plant and Equipment. 

Property, plant and equipment has been revalued to estimated fair market value as of the Acquisition Date in 
accordance with the purchase method of accounting, and depreciated or amortized on a straight-line basis over their 
estimated useful lives (for additional information regarding the accounting of the Merger see Note I (b) above). Prior 
to the Acquisition Date, such assets were carried at cost. Additions to and betterments of utility property are charged 
to property accounts at cost, while the costs of maintenance, repairs and minor replacements are charged to expense 
as incurred Upon normal retirement of units of utility property, plant and equipment, the cost of such property, 
together with cost of removal less salvage, is charged to accumulated depreciation. 

. 

fl Depreciation and Amortization Expense. 

Goodwill, none of which is being recovered in regulated service rates, is amortized on a straight-line basis over 
40 years. Approximately $53.6 million of goodwill was amortized during 1998. Approximately $29.9 million of 
goodwill was amortized during 1997 of which $21.6 million represents amortization related to the Merger and was 
incurred during the period from the Acquisition Date through December 31, 1997. Goodwill amortization for 1996 
was approximately $14.2 million. Resources regularly compares the carrying value of its goodwill to the anticipated 
undiscounted hture operating income fiom the businesses whose acquisition gave rise to the goodwill and no 
impairment is indicated or expected. For additional information regarding the amortization of goodwill in 
connection with the Merger, see Note I@) above. 

(d Gas in Underground Storage. 

Lnventories principally follow the average cost method Gas inventory (at average cost) was $79.9 million and 
$63.7 million at December 31, 1998 and 1997, respectively. All non-utility inventories held for resale are valued at 
the lower of cost or market 

f i )  Fuel Stock and Petroleum Products. 

Fuel stock and petroleum products, pMcipally heating oil, are used in trading operations and are marked-to- 
market in connection with the price risk management activities discussed in Note 2. 

(i) Revenues. 

Resources’ rate-regulated divisidsubsidiaries bill customers on a monthly cycle billing basis. Revenues are 
recorded on an accrual basis, including an estimate for gas delivered but unbilled at the end of each accounting 
period. 

0) Statements of Consolidated Cash Flows. 

For purposes of reporting cash flows, cash equivalents are considered to be short-term, highly liquid 
investments readily convertible into cash. 

(k) Derivative Financial Instruments (Risk Management). 

For information regarding Resources’ accounting for derivative financial instruments associated with natural 
gas, electric power and transportation risk management activities, see Note 2.  

For information regarding a change in accounting principle for trading activities see Note l(r). 
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RELIANT ENERGY RESOURCES COW. AND SUBSIDIARIES 
(A WHOLLY OWNED SUBSIDIARY OF RELIANT ENERGY, INCORPORATED) 

NOTES TO CONSOLIDATED FINANCJ.AL STATEMENTS - (Continued) 

(7) Income Taxes. 

Reliant Energy files a consolidated federal income tax return in which Resources and its subsidiaries are 
included (as of the Acquisition Date). Reliant Energy follows a policy of comprehensive interperiod income tax 
allocation. For additional information regarding income taxes, see Note 7. 

(m) Investments in Marketable Equity Securities. 

A subsidiary of Resources holds certain equity securities classified as "available-for-sale" and reports such 
investments at estimated fair value with any unrealized gain or loss, net of tax, as a component of accumulated other 
comprehensive income. At December 31. 1998 and 1997, Resources' unrealized loss relating to these marketable 
equity securities was approximately $16 million and $5.6 million, respectively, net of tax. 

(n) Early Retirement and Severance. 

Prior to the Merger, during the first quarter of 1996, Resources instituted several early retirement and 
reorganization plans, pursuant to which a total of approximately 400 positions were eliminated resulting in expense 
for severance payments and enhanced retirement benefits reported as a non-recurring pre-tax charge of 
approximately $22.3 million (approximately $13.4 million after tax). 

(a) Merger Transaction Costs. 

"Merger msac t ion  costs" include expenses associated with completion of the business combination with 
Reliant Energy (see Note I@)), principally consisting of investment banking and legal fees. 

@) Allowance for Doubfil Accounts. 

Accounts and notes receivable. principally customer, as presented on Resources' Consolidated Balance Sheets 
are net of an allowance for doubtful accounts of $14.4 million and $15.3 million at December 31, 1998 and' 1997, 
respectively. 

(e, Related Party Transactions. 

Reliant Energy has established a "money fund" through which Resources can borrow or invest on a short-term 
basis. Investments of Resources, reflected within accounts and notes receivable-afliliated companies, totaled $181 
million at December 31, 1998. Borrowings of Resources, reflected within notes payable to parent, totaled $22 
million at December 31, 1997. Interest expense on such borrowings was $0.2 million for the year ended December 
3 1, 1998. Interest income on such investments was 95.1 million for the year ended December 3 1,1998. 

Certain subsidiaries of Resources have entered into office rental agreements with Reliant Energy. In 1998, 
subsidiaries of Resources paid $0.9 million of rent expense to Reliant Energy. 

(r) Change in Accounting Principle 

In the fourth quarter of 1998, Resources adopted mark-to-market accounting for all of the energy price risk 
management and trading activities of Reliant Energy Services. Under mark-to-market accounting, Resources 
records the fair value of energy-related derivative financial instruments, including physical forward contracts. 
swaps, options and exchange-traded futures contracts, at each balance sheet date. Such amounts are recorded in 
Resources' Consolidated Balance Sheet as price risk management assets, price risk management liabilities, deferred 
debits and deferred liabilities. The realized and unrealized gains (losses) are recorded as a component of operating 
revenues in Resources' Consolidated Statements of Income. 
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RELIANT ENERGY RESOURCES COW. AND SUBSLDIARLES 
(A WHOLLY OWNED SUBSIDMY OF RELIANT ENERGY, INCORPORATED) 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

retroactively to January I .  1998. This change was made in order to adopt a generally accepted accounting 
methodology that provided consistency between financial reporting and the methodology used in all reported 
periods by Resources in managing its trading activites. There was no material cumulative effect resulting from the 
accounting change. 

Resources will adopt Emerging Issues Task Force Issue 98-10, “Accounting for Contracts lnvolved in Energy 
Trading and Risk Management Activities” in the first quarter of 1999 for Reliant Energy Services’ trading activities. 
Resources does not expect the implementation of EITF Issue 98-10 to be material to its consolidated financial 
statements. 

(s) Reclassificatiom and Use of Estimates. 

Certain amounts from the previous years have been reclassified to conform to the 1998 presentation of financial 
statements. Such reclassifications do not affect earnings. 

The 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 
disclosure of contingent assets and liabilities at tbe date of the financial statements and the reported amounts of 
revenues and expenses during the reporting period. Actual results could differ from those estimates. 

(t) New Accounting Pronouncemenf. 

In 2000, Resources expects to adopt Statement of Financial Accounting Standards No. 133, “Accounting for 
Derivative Instruments and Hedging Activities” (SFAS No. 133). which establishes accounting and reporting 
standards for derivative instruments, including certain derivative instruments embedded in other contracts and for 
hedging activities. Resources is in the process of determining the effect of adoption of SFAS No. 133. 

(2) Derivative Financial Instruments 

(a) Price Risk Management and Trading Activities. 

Resources, through its subsidiary, Reliant Energy Services, offers energy price risk management services 
primm’ly in the natural gas, electric and crude oil and refined product industries. Reliant Energy Services provides 
these services by utilizing a variety of derivative financial instruments, including fixed and variable-priced physical 
forward contracts, fixed-price swap agreements, variable-price swap agreements, exchange-traded energy futures 
and option contracts. and swaps and options traded in the over-the-counter financial markets (Trading Derivatives). 
Fixed-price swap agreements require payments to, or receipts of payments from, counterparties based on the 
differential between a fixed and variable price for the commodity. Variable-price swap agreements require payments 
to, or receipts of payments from, counterparties based on the differential between industry pricing publications or 
exchange quotations. 

Prior to 1998 Reliant Energy Services applied hedge accounting to certain physical commodity activities that 
qualified for hedge accounting. In 1998, Reliant Energy Services adopted mark-to-market accounting for all of its 
price risk management and trading activities. Accordingly, as of such date, such Trading Derivatives are recorded at 
fair value with realized and unrealized gains (losses) recorded as a component of operating revenues in Resources‘ 
Consolidated Statements of Income. n e  recognized, unrealized balance is recorded as price risk management 
assetdiabilities and deferred debitdcredits on Resources‘ Consolidated Balance Sheets (See Note I(r)). 
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The notional quantities, maximum terms and the estimated fair value of Trading Derivatives at December 31, 
1998 are presented below (volumes in billions of British thermal units equivalent (BBtuc) and dollars in millions): 

Volume-Fued 
Voiome-Fued Ricc Maximum 

- 199% Rice h y o r  R-er Term ban) 
.............................................................................. Natural gas 937,264 977,293 9 - 

Electricity ............................................................................... 122,950 124,878 3 
............................................................. ' 3  Crude oil and products 205,499 204,223 

Fair Value 
- 1998 Awh Lirbititia 
Natural gas ....................................................................... 4 224 . $ 213 
El ec.icity ......................................................................... 34 33 
Crude oil and products ...................................................... 29 23 

S 287 S 269 

186 I86 
21 17 

S 331 $ 311 

The notional quantities, maximum terms and the estimated fair value of derivative financial instruments at 
December 3 1, 1997 are presented below (volumes in BBtue and dollars in millions): 

VolnmtFucd 
Volume-Fued Rise M.ximom - 1997 Price Payor R m i e r  Term (yean) 

Naturalgas .............................................................................. 85,701 64,890 4 
Electricity ............................................................................... 40.5 1 1 42.976 1 

Aversee Fnir 
Fair Value VAh; (A) 

- 1997 b h  LUbilities huh Liabilitia 
Natural gas ........................................................................ S 46 s 39 S 56 $ 48 
Electricrty ......................................................................... 6 6 3 2 

$ 52 s 45 s 59 $ 50 

(a) Computed using the ending balance of each month. 

In addition to the fixed-price notional volumes above, Reliant Energy Services also has variable-priced 
agreements, as discussed above, totaling 1,702,977 and 101,465 BBtue as of December 31, 1998 and 1997, 
respectively. Notional amounts reflect the volume of transactions but do not represent the amounts exchanged by the 
parties to the financial instruments. Accordingly, notional amounts do not accurately measure Resources' exposure 
to market or credit risks. 

All of the fair values shown in the table above at December 3 1 ,  I998 and substantially all at December 3 I ,  1997 
have been recognized in income. The fair value as of December 31, 1998 and 1997 was estimated using quoted 
prices where available and considering the liquidity of the market for the Trading Derivatives. The prices are 
subject to significant changes based on changing market conditions. 

At December 31, 1998. $22 million of the fair value of the assets and $ 4 1  million of the fair value of the 
liabilities are recorded as long-term in deferred debits and deferred credits. respectively, on Resources' Consolidated 
Balance Sheets. 
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The weighted-average term of the trading portfolio, based on volumes, is less than one year. The maximum and 

average terms disclosed herein are not indicative of likely futux cash flows, as these positions may be changed by 
new transactions in the mding portfolio at any time in response to changing market conditions, market liquidity and 
Resources' risk management portfolio needs and strategies. Terms regarding cash settlements of these contracts vary 
with respect to the actual timing of cash receipts and payments. 

In addition to the risk associated with price movements, credit risk is also inherent in Resources'. and its 
subsidiaries' risk management activities. Credit risk relates to the risk of loss resulting from non-performance of 
contractual obligations by a counterparty. The following table shows the composition of the total price risk 
management assets of Reliant Energy Services as of December 3 1,1998. 

Energy marketers ...................................................................................... 
Financial institutions ................................................................................. 
Gas and electric utilities ............................................................................ 
Oil and gas producers ................................................................................ 
Industrials ................................................................................................. 
Independent power producers .................................................................... 
Others ....................................................................................................... 

Total .................................................................................................. 

Iovatment 
Grade (1) Total 

$ 102,458 $ 123,779 
61,572 61,572 
46,880 48,015 

7,197 8,323 
1,807 3,233 
1,452 1,463 

4542 1 46,696 
$ 266,787 293,081 

(Tholurnds of Dobn) 

Credit and other reserves ........................................................................... (6.464) 

Energy price risk management assets (2) $ 286.617 ................................................... 

(1) "Investment Grade" is primarily determined using publicly available credit ratings along with the consideration 
of credit support (e.g.. parent company guarantees) and collateral, which encompass cash and standby letters of 
credit 

(2) Resources has credit risk exposure with respect to two investment grade customers, each of which represents an 
amount greater than 5% but less than 10% of Price Risk Management Assets. 

(b) Non-Trading Activities. 

To reduce the risk from market fluctuations in the price of electric power, natural gas and related transportation, 
Resources and certain of its subsidiaries enter into fuh.ues transactions, swaps and options (Energy Derivatives) in 
order to hedge certain natural gas in storage, as well as certain expected purchases, sales and transportation of 
natural gas and electric power (a portion of which are firm conunitments at the inception of the hedge). Energy 
Derivatives are also utilized to fix the price of compressor he1 or other future operational gas requirements, 
although usage to date for this purpose has not been material. Resources applies hedge accounting with respect to 
i t s  derivative financial instruments. 

Certain subsidiaries of Resources also utilize interest rate derivatives (principally interest rate swaps) in order to 
adjust the portion of its overall borrowings which are subject to interest rate risk and also utilize such derivatives to 
effectively f ix  the interest rate on debt expected to be issued for r e b d i n g  purposes. 

For transactions involving either Energy Derivatives or interest rate derivatives, hedge accounting is applied 
only if the derivative (i) reduces the price risk of the underlying hedged item and (ii) is designated as a hedge at its 
inception. Additionally, the derivatives must be expected to result in financial impacts which are inversely correlated 
to those of the item(s) to be hedged This correlation (a measure of hedge effectiveness) is measured both at the 
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inception of the hedge and on an ongoing basis, with an acceptable level of correlation of at least 80% for hedge 
designation. If and when correlation ceases to exist at an acceptable level, hedge accounting ceases and mark-@ 
market accounting is applied. 

In the case of interest rate swaps associated with existing obligations, cash flows and expenses associated with 
the interest rate derivative transactions are matched with the cash flows and interest expense of the obligation being 
hedged, resulting in an adjustment to the effective interest rate. When interest rate swaps are utilized to effectively 
fix the interest rate for an anticipated debt issuance, changes in the market value of the interest rate derivatives are 
deferred and recognized as an adjustment to the effective interest rate on the newly issued debt. 

Unrealized changes in the market value of Energy Derivatives utilized as hedges are not generally recognized in 
Resources' Consolidated Statements of Income until the underlying hedged transaction occurs. Once it becomes 
probable that an anticipated transaction will not occur, deferred gains and losses are recognized. In general, the 
financial impact of transactions involving these Energy Derivatives is included in Resources' Statements of 
Consolidated Income under the captions (i) fuel expenses, in the case of natural gas transactions and (ii) purchased 
power, in the case of electric power transactions. Cash flows resulting from these transactions in Energy Derivatives 
are included in Resources' Statements of Consolidated Cash Flows in the same category as the item being hedged. 

At December 3 1, 1998, subsidiaries of Resources were fixed-price payors and fixed-price receivers in Energy 
Derivatives covering 42,498 billion British thermal units (BBtu) and 3,930 BBtu of ~ t u r ; l l  gas, respectively. At 
December 31, 1997. subsidiaries of Resources were fixed-price payors and fixed-price receivers in Energy 
Derivatives covering 38,754 BBtu and 7,647 BBtu of natural gas, respectively. Also, at December 31, 1998 and 
1997, subsidiaries of Resources were parties to variable-priced Energy Derivatives totaling 21,437 BBtu and 3,630 
BBtu of natural gas, respectively. h e  weighted'average maturiw of these instruments is less than one year. 

The notional amount is intended to be indicative of Resources' and its subsidiaries' level of activity in such 
derivatives, although the amounts at risk are significantly smaller because, in view of the price movement 
correlation required for hedge accounting, changes in the market value of these derivatives generally are offset by 
changes in the value associated with the underlying physical transactions or in other derivatives. When Energy 
Derivatives are closed out in advance of the underlying commitment or anticipated transaction, however, the market 
value changes may not offset due to the fact that price movement correlation ceases to exist when the positions are 
closed, as further discussed below. Under such circumstances, gains (losses) are deferred and recognized as a 
component of income when the underlying hedged item is recognized in income. 

The average maturity discussed above and the fair value discussed in Note 10 are not necessarily indicative of 
likely future cash flows as these positions may be changed by new transactions in the trading portfolio at any time in 
response to changing market conditions, market liquidity and Resources' risk management portfolio needs and 
strategies. Terms regarding cash settlements of these contracts vary with respect to the actual timing of cash receipts 
and payments. 

(c) Trading and Non-rrading - General Policy. 

Ln addition to the risk associated with price movements, credit risk is also inherent in Resources' and its 
subsidiaries' risk management activities, Credit risk relates to the risk of loss resulting from non-performance of 
contractual obligations by a counterparty. While as yet Resources and its subsidiaries have experienced only minor 
losses due to the credit risk associated with these arrangements, Resources has off-balance sheet risk to the extent 
that the counterparties to these transactions may fail to perform as required by the terms of each such contract. Ln 
order to minimize this risk, Resources andor its subsidiaries, as the case may be, enter into such contracts primarily 
with those counterparties with a minimum Standard & Poot's or Moody's rating of BBB- or Baa3, respectively. For 
long-term arrangements, Resources and its subsidiaries periodically review the financial condition of such firms in 
addition to monitoring the effectiveness of these financial contracts in achieving Resources' objectives. Should the 

125 

Attachment to Dkt 29526 COH3-1 12 8 

13 0 



RELIANT ENERGY RESOURCES COW. AND SUBSIDIARIES 
(A WHOLLY OWNED SUBSIDIARY OF RELIANT ENERGY, INCORPORATED) 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

c o u n t e m e s  to these arrangements fail to perform, Resources would seek to compel performance at law or 
otherwise or obtain compensatory damages in lieu thereof Resources might be forced to acquire alternative hedging 
arrangements or be required to honor the underlying commitment at then-current market prices. In such event, 
Resources might incur additional loss to the extent of amounts, if any, already paid to the counterparties. In view of 
its criteria for selecting counterparties, its process for monitoring the financial strength of these counterparties and 
its experience to date in successfully completing these transactions, Resources believes that the risk of incurring a 
significant financial statement loss due to the nm-performance of counterparties to these transactions is minimal. 

Resources' policies prohibit the use of leveraged fmancial instruments. 

(3) Capital Stock 

(a) Earnings Per Share. 

As a result of the Merger, Resources is no longer required to present earnings per share (EPS) data as its 
common shares (all of which are owned by Reliant Energy) are not publicly held EPS data for 1998, 1997 and 19% 
has not been included because Resources believes it is no longer meanin@. 

(6) Direct Stock Purchase Plan and Dividend Reinvestment Plan. 

Resources' Direct Stock Purchase Plan and Dividend Reinvestment Plan were suspended and canceled in 
connection with the Merger. 

(4) Long-term and Short-term Financing 

(a) Short-term Financing. 

In 1998, Resources met its short-term financing needs primarily through a bank facility, bank lines of credis a 
receivables facility and the issuance of commercial paper. In March 1998, Resources replaced its $400 million 
revolving credit facility with a five-year $350 million revolving credit facility (Resources Credit Facility). 
Borrowings under the Resources Credit Facility are unsecured and bear interest at a rate based upon either the 
London interbank offered rate (LIBOR) plus a margin, a base rate or a rate determined through a bidding process. 
The Resources Credit Facility is used to support Resources' issuance of up to $350 million of commercial paper. 
There were no commercial paper borrowings and no loans outstanding under the Resources Credit Facility a! 
December 3 1, 1998. Borrowings under Resources' prior credit facility at December 3 I ,  1997 were $340 million. In 
addition, Resources had $50 million of outstanding loans under uncommitted lines of credit at December 3 1, 1997 
having a weighted average interest rate of 6.82%. 

A $65 million committed bank facility under which Resources obtained letters of credit and all or Resources' 
uncommitted lines of credit were terminated in 1998. Subsequent to the December 1998 termination, Resources 
obtained letters of credit under an uncommitted line. Resources expects to amend the Resources Credit Facility in 
March I999 to add a $65 million letter of credit subfacility. 

Under a trade receivables facility (Receivables Facility) which expires in August 1999, Resources sells, with 
limited recome, an undivided interest (limited to a maximum of S300 million) in a designated pool of accounts 
receivable. The amount of receivables sold and uncollected was $300 million at December 31. 1998 and at 
December 31, 1997. The weighted average interest rate was approximately 5.54% at December 3 I ,  1998 and 5.65% 
at December 31, 1997. Certain of Resources' remaining receivables serve as collateral for receivables sold and 
represent the maximum exposure to Resources should all receivables sold prove ultimately uncollectible. Resources 
has retained servicing responsibility under the Receivables Facility for which it is paid a servicing fee. Pursuant to 
SFAS No. 125, "Accounting for Transfers and Servicing of Financial Assets and Extinguishment of Liabilities", 
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Resources accounts for amounts transferred pursuant to the Receivables Facility as collateralized borrowings. As a 
result, these receivables are recorded as assets on Resources’ Consolidated Balance Sheet and amounts received by 
Resources pursuant to this facility are recorded as a current liability under the caption “Receivables Facility.” 

(b) Long-term Debt. 

Resources’ consolidated long-term debt outstanding, which is summarized in the following table, is noncallable 
and without sinking fund requirements except as noted Carrying amounts and amounts due in one year reflect $33.2 
million and $3.4 million, respectively, for fair value adjustments recorded in connection with the Merger. 

Medium-term notes, Series A and B due through 
2001, weighted average rate of 8.96% a! 
December 3 1, 1998 ................................................... 

8.875% Series due 1999 ............................................... 
7.5% Series due 2000 ................................................... 
8.9% Series due 2006 ................................................... 
6% Convertible Subordinated Debentures due 2012 ...... 
10% Series due 2019(1) ................................................ 
6 %% Series due 2008 .................................................. 
6 %% Series due 2003 ................................................... 
Other.. .......................................................................... 

Medium-term notes, Series A and B due through 
2001, weighted average rate of 8.90% at 
December 3 1, 1997 ................................................... 

Bank Term Loan due 1998 ........................................... 
8.875% Series due 1999 ............................................... 
7.5% Series due 2000 ................................................... 
8.9% Series due 2006 ................................................... 
6% Convertible Subordinated Debentures due 2012 ...... 
10% Series due 20 I9( 1) ................................................ 
Other ............................................................................ 

Amount Portion Portion 
(milliolu of dobn) 

6.4% 
6.3% 

6.8% 
6.5% 
8.8% 
6.5% 
6.4% 

6.4% 

$ 165.6 
200.0 
200.0 
145.1 
109.6 
42.8 

300.0 
5 17.0 

$ 1,680.1 

$ 177.6 

203.1 
163.4 
104.6 
47.6 

300.0 
5 17.0 

$ 202.7 

0.7 
S 1.513.3 S 203.4 

December 31,1997 

ER&c Principal NoaCnmnt Current 
h t e  Amount Portion Portion 

(miltiom of dollars) 

CmTying Amoanb 

6.4% $ 241.6 $ 183.8 $ 78.8 
6.2% 150.0 153.3 
6.3% 200.0 207.2 
6.4% 200.0 205.0 
6.8% 145.1 165.1 
6.5% 116.3 107.2 
8.8% 42.8 47.8 
4. I % 0.6 0.6 

S 1,096.4 $ 916.7 $ 232.1 

( 1 )  In the fourth quarter of 1997 Resources purchased $101.4 million aggregate principal amount of its 10% 
Debentures due 20 19 at an average price of 1 1 1.98% plus accrued interest. Because Resources’ debt was stated 
at fair market value as of the Acquisition Date, the loss on the reacquisition of these debentures was not 
material. 

Consolidated maturities of long-term debt and sinking fimd requirements for Resources are approximately $207 
million for 1999, $228 million in 2000,%151 million in 2001, $7 million in 2002 and $7 million in 2003. 
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Resources’ retirements and reacquisitions of long-term debt are summarized in the following table. in cases 
where premiums were paid or discounts were realized in association with these reacquisitions and retirements, such 
amounts are reported in Resources’ Statements of Consolidated Income as ”Extraordinary gain (loss) on early 
retirement of debt, less taxes” and are net of taxes of $0.1 million and ($2.5) million in 1997 and 1996, respectively. 
For retirements and reacquisitions after the Acquisition Date, gains or losses on early retirement are immaterial since 
the carrying amounts reflect the fair value adjusiments described above. 

Y a r  Ended December 31. 
1998(1) 1!?97(1) 

Reacquisition of 100? Debentures due 2019 ....................................................... $ 101.4 
Reacquisition of 6% Convertible Subordinated Deberrtures due 201 2(2) ........... $ 6.7 5.8 
Retirement, at maturity, of Medium T m  Ndes(3) ........................................... 76.0 52.0 
Rehxnent of Bank Term Loan due 2ooo .......................................................... 
Retirement of 9.875% Notes due 1997 ............................................................... 225.0 
Net (gam) loss on reacquisition of debt, less taxes. (0.2) 

$ 232.7 $ 384.0 

150.0 

............................................. 

( I )  Excludes the conversion of 6% Convertible Subordinated Debentures due 2012 in the amount of approximately 
$0 and 5.7 million at December 31, 1998 and December 31, 1997, respectively. 

(2) These reacquired debentures may be credited against sinking fund requirements. 
(3) Weighted average interest rate of 8.75% and 9.25% in 1998 and 1997, respectively. 

In June 1996. Resources exercised its right to exchange the $130 million principal amount of its $3.00 
Convertible Exchangeable Preferred Stock, Series A for its 6% Convertible Subordinated Debentures due 2012 
(Subordinated Debentures). The holders ofthe Subordinated Debentures receive interest quarterly and have the right 
at any time on or before the maturity date thereof to convert each Subordinated Debenture into 0.65 shares of 
common stock of Reliant Energy and $14.24 in cash. The Subordinated Debentures are callable beginning in I999 at 
redemption prices beginning at 105.0% and declining to par in November 2009. Resources is required to make 
annual sinking fimd payments of $6.5 million on the Subordinated Debentures which began on March 15, 1997 and 
will continue on each succeeding March 15 up to and including March 15, 201 I .  Resources (i) may credit against 
the sinking fund requirements any Subordinated Debentures redeemed by Resources and Subordinated Debentures 
which have been converted at the option of the holder and (ii) may deliver purchased Subordinated Debentures in 
satisfaction of the sinking fimd requirements Resources satisfied its 1998 sinking hnd  requirement of $6.5 million 
by delivering Subordinated Debentures purchased in 1996 and 1997. 

In February 1998, Resources issued 5300 million principal amount of 6.5% debentures due February I ,  2008. 
The proceeds tiom the sale of the debentures were used to repay short-term indebtedness of Resources, including the 
indebtedness incurred in connection with the 1997 purchase of $101 million aggregate principal amount of its 10% 
debentures and the repayment of $53 million aggregate principal amount of Resources debt that matured in 
December 1997 and January 1998. In connection with the issuance of the 6.5% debentures, Resources received 
approximately $1 million upon unwinding a $300 million treasury rate lock agreement, which was t~ed  to the 
interest rate on IO-year treasury bonds. The rate lock agreement was executed in January 1998, and proceeds from 
the unwind will be amortized over the 10 year life of Resources’ 6.5% debentures. 

In November 1998, Resources sold $500 million aggregate principal amount of its 6 318% Term Enhanced 
ReMarketable Securities (TERM Notes). Included withm the TERM Notes is an embedded option sold to an 
investment bank which gives the investment bank the right to remarket the TERM Notes in 2003 if it chooses to 
exercise the option. The net proceeds of $514 million from the offering of the TERM Notes were used for general 
corporate purposes, including the repayment of (i) $178.5 million of Resources’ outstanding commercial paper and 
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(ii) a $150 million term loan of Resources that matured on November 13, 1998. The TERM Notes are unsecured 
obligations of Resources which bear interest at an annual rate of 6 318% through November I .  2003. On November 
I ,  2003, the holders of the TERM Notes are required to tender their notes at 100% of their principal amount The 
portion of the proceeds attributable to the option premium will be amortized over the stated term of the securities. If 
the option is not exercised, Resources will repurchase the TERM Notes at 100% of their principal amount on 
November I .  2003. If the option is exercised, the TERM Notes will be remarketed on a date, selected by Resources, 
within the 52-week period beginning November 1, 2003. During such period and prior to remarketing, the TERM 
Notes will bear interest at rates, adjusted weekly, based on an index selected by Resources. If the TERM Notes are 
remarketed, the final maturity date of the TERM Notes will be November I ,  2013, subject to adjustment, and the 
effective interest rate on the remarketed TERM Notes will be 5.66% plus Resources’ applicable credit spread at the 
time of such remarketing 

(b) Restrictions on Debt. 

Under the provisions of the Resources Credit Facility, Resources’ total debt is limited to 55% of its total 
capitalization. This provision did not significantly restrict Resources’ ability to issue debt or to pay dividends in 
1998. At December 31, 1998, Resources’ total debt to total capitalization equaled 40%. 

(5) Trust Securities 

In June 1996, a Delaware statutory business trust (Resources Trust) established by Resources issued in a public 
offering $172.5 million of convertible preferred securities and sold approximately $5.3 million of Resources Trust 
common stock (106,720 shares, representing 100% of the Resources Trust’s common equity) to Resources. The 
convertible preferred securities have a distribution rate of 6.25% payable quarterly in mar$ a stated liquidation 
amount of $50 per convertible preferred security and must be redeemed by 2026. The proceeds from the sale of the 
preferred and common securities were used by Resources Trust to purchase $177.8 million of 6.25% Convertible 
Junior Subordinated Debentures 6om Resources having an interest rate corresponding to the distribution rate of the 
convertible preferred securities and a maturity date corresponding to the mandatory redemption date of the 
convertible preferred securities. Under existing law, interest payments made by Resources for the junior 
subordinated debentures are deductible for federal income tax purposes. Resources has the right at any time and 
from time to time to defer interest payments on the junior subordinated debentures for successive periods not to 
exceed 20 consecutive quarters for each such extension period. In such case, ( I )  quarterly distributions on the junior 
subordinated debentures would also be deferred and (2) Resources has agreed to not declare or pay any dividend on 
any common or preferred stock, except in certain instances. 

The Resources Trust is accomted for as a wholly owned consolidated subsidiary of Resources. The junior 
subordinated debentures are the sole assets of the Resources Trust. Resources has fully and unconditionally 
guaranteed, on a subordinated basis, the Resources Trust’s obligations, including the payment of distributions and all 
other payments, with respect to the convertible preferred securities. The convertible preferred securities are 
mandatorily redeemable upon the repayment of the related junior subordinated debentures at their stated maturity or 
earlier redemption. Each convertible preferred security is convertible at the option of the holder into $33.62 of cash 
and 1.55 shares of Reliant Energy common stock. During 1998, convertible preferred securities aggregating $15.5 
million were converted, leaving $0.9 million liquidation amount of convertible preferred securities outstanding at 
December 3 1, 1998. 

(6) Stock-Based Incentive Compensation Plans and Employee Benefit Plans 

(a) Incentive Compensation Plans. 

Prior to the Merger, Resources had several incentive compensation plans which provided for the issuance of 
stock-based incentives (including restricted shares, stock options and stock appreciation rights) to directors and key 
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employees of Resources, including officers. The charge to earnings in 1997 and 1996 related to the incentive 
compensation plans was $1.4 million and $4.4 million, respectively. All stock options granted under such plans were 
either converted into similar Reliant Energy options or "cashed out" prior to the Merger. All restricted stock and 
substantially all stock appreciation rights were "cashed out" with the Merger. Resources granted 463,856 shares of 
restricted stock in 1996 with a weighted average fair value at the grant date of $1 1.86. At December 3 1, 1996, there 
were 77,371 stock appreciation rights outstanding. As of the Acquisition Date, less than 1,OOO stock appreciation 
rights were outstanding. The following is certain information relating to options issued pursuant to Resources' 
incentive compensation plans. 

Weighted-Average 
Nomber Exercise Rice 

or sura 
1,033,019 Outstanding at December 31, 1995 ................................................................... - 

Options Granted (2) .......................................................................................... 579,749 
Options Exercised ............................................................................................ 
Options ForfeitedExpired ................................................................................ 
Outstanding at December 3 1, 1996 ................................................................... 

Options Cashed Out Upon Merger .................................................................... 
Options Converted at Acquisition (1) ................................................................ 
Outstanding at December 3 1, 1997 ................................................................... 

Options Exercised ............................................................................................ 
Options ForfeitedExpired ................................................................................ 

Exercisable at: 
December 3 I ,  1996 ........................................................................................... 

(28,019) 
(76,821) 

1,507,928 
( 1  47,092) 
( 10,682) 

(521,857) 
(828,297) 

91 1,660 

Per Share 
$ 8.82 
s 8.69 
$ 6.44 
$ 11.99 
s 8.65 
$ 6.47 
$ 12.42 

$ 9.48 

( I )  Effective upon the Merger, each holder of an unexpired Resources stock option, whether or not them 
exercisable, was entitled to elect to either (i) have all or any portion of their Resources stock options canceled 
and "cashed out" or (ii) have all or any portion of their Resources stock options converted to the Reliant Energy 
stock options. There were 828,297 Resources stock options converted into 622,504 Reliant Energy stock 
options at the Acquisition Date. 

(2) The weighted average p i n t  date h i r  value of the options granted in 1996 was $2.39. 

In October 1995, the Financial Accounting Standards Board issued SFAS No. 123, "Accounting for Stock- 
Based Compensation" (SFAS No. 123). SFAS No. 123 provides for the disclosure of certain information concerning 
the "fair value" of securities issued pursuant to stock-based employee compensation plans, and gives Resources the 
option of calculating and recording compensation expense utilizing either (i) SFAS No. 123's "fair value" 
methodology which measures cornpensation expense as the "fair value" of all securities at the date on which they are 
granted to the employee or (ii) the provisions of Accounting Principles Board Opinion No. 25. "Accounting for 
Stock Issued to Employees" (APB No. 25) which, in general, do not require the recording of compensation expense 
for options and stock appreciation rights issued pursuant to plans structured similarly to those of Resources. 
Resources elected to continue to apply the provisions of APB No. 25 for the purpose of computing compensation 
expense associated with the relevant plan, although certain additional required disclosure has been made in 
accordance with the provisions of SFAS No. 123. 

The "fair value" as applied to restricted stock represents the quoted NYSE closing market price of the shares on 
the grant date. The term "fair value" as applied to stock options granted in 1996 and 1995 is a statistical calculation 
made utilizing a methodology generally referred to as the Black-Scholes option pricing model. The model yields a 
value for each option which is dependent on a number of variables wluch are inputs to the relevant calculations. For 
the purposes of determining the "fair value" of stock options in the preceding table, Resources assumed (i) a risk 
free interest rate (based on U.S. Treasury strips with a remaining term of five years) of 5.24% to 7.84%, (ii) an 
expected option life (duration) of five years, (i i i)  an expected volatility of 31.6% to 36.4% and (iv) an expected 
dividend yield of 3.4%. To the extent that actual conditions during the post-grant, pre-exercise period differ from 
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Service cost - benefits earned during the period ..... $ 13,466 $ 5,095 
Interest cost on projected benefit obIigation .............. 33,357 15,015 

Amortization( 1) 
................................... Expected return on plan assets (53,043) (23,856) 

......................................................... 
Net pension cost (credit) ............................................ S (6,220) $ (3,746) 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

$ 7,220 1 1,817 
20,3 13 29,946 

66 (64 1 1 
(26,716) (4 1 

$ 883 $ (678) 

these assumptions, the actual value of the options to the employee will differ from the calculated ”fair value” at 
grant date (see above regarding the effect of the Merger). Had compensation cost been determined in accordance 
with the provisions of SFAS No. 123, the impact on Resources’ earnings for 1996 would have been immaterial. 

(6) Employee Benefit Plans. 

Resources has two qualified pension plans (the Qualified Plans) which cover substantially all employees: ( 1 )  the 
plan which covers Resources’ employees other than Reliant Energy Minnegasco employees and (2) the plan which 
covers Reliant Energy Minnegasco employees. The Qualified Plans provide benefits based on the participants’ years 
of service and highest average compensation, The funding policy for the Qualified Plans is to contribute at least the 
minimum amount required to be funded as determined by Resources’ consulting actuaries. Plan assets are made up 
of marketable equity and high-grade fmed income securities. 

In addition to the Qualified Plans, Resources maintains certain non-qualified plans which principally consist of 
(i) a retirement restoration plan which allows participants to retain the benefit to which they would have been 
entitled under the Qualified Plans except for the federally mandated limits on such benefits or on the level of salary 
on which such benefits may be calculated and (ii) certain supplemental benefit plans which, in the past, were entered 
into with individual employees or with small groups of employees. Participants in these nonqualified plans are 
general creditors of Resources with respect to these benefits, as these plans are not funded by Resources in advance 
of the cash payment of benefits. The benefit obligation for the non-qualified plans at December 3 1, 1998 and 1997 
was $37.7 million and $36.3 million, respectively. Expense of approximately $1.7 million, $3.1 million and $2.0 
million associated with these non-qualified plans was recorded during 1998, 1997 and 1996, respectively. 

In 1998, Resources adopted SFAS No. 132, “Employers’ Disclosures about Pensions and Other Postretirement 
Benefits” (SFAS No. 132). SFAS No. 132 revises employers’ disclosures about pension and other postretirement 
benefit plans. It does not change the measurement or recognition of these plans. 

Net Pension cost (qualified plans only) for Resources includes the following components: 

Current Resources I Former Resources 
Twelve Months Five Months Seven Months Twelve Months 

Ended Ended Ended Ended 
Deeember31, December 31, I July31. December 31. 

1998 1997 I 1997 1996 
(Thousands of Dollars) 
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NOTES TO CONSOLIDATED FINANCIAL, STATEMENTS - (Continued) 

Reconciliations of Resources’ begmnhg and ending balances of its pension plan benefit obligation, plan assets 
and funded status for 1998 and 1997 are set forth below (in thousands of dollars): 

Change in Benefit Obligation 
Benefit obligation, beginning of period ......................... 
Service cost .................................................................. 
Interest cost .................................................................. 
Benefits paid ................................................................ 
Plan amendments ......................................................... 
Actuarial (gain) loss ..................................................... 
Benefit obligation, end of period .................................. 

Current Raourta 
Twelve Month F i e  Month 

Ended E&d 
kmbcr31,1998 December 31.1997 

S 513,247 S 485,206 
13,466 5,095 
33,357 15.015 

(23,870) (9,408) 
(53,736) 
70,746 17,339 

553,210 513,247 

Change in Plan Assets 
Plan asset, beginning of period ..................................... 569.71 8 577,275 
Benefits paid ................................................................ (23,870) (9,408) 
Actual investment return .............................................. 78,514 1,851 
Plan assets, end ofperiod ............................................. S 624,362 $ 569,718 

Former Rae- 
Seven Months 

Ended 
July 31.1997 

S 435,490 
7,220 

20.3 13 
(13.34) 

35.523 
485,206 

500,451 
(1 3.340) 
90,164 

$ 577,215 

Yar ended December 31, 
1998 1997 

Reconciliation of Funded Status 
Fundeds tatus .......................................................................................... $ 71,152 $ 56,471 
Unrecognized prior service cost ............................................................... 
Unrecognized actuarial (gain) loss ........................................................... 84,618 39,344 

(53,736) 

Net amount recognized at end of y ear ...................................................... $ 102.034 $ 95,815 

Resources’ Consolidated Balance Sheets included 6102 million and $92 million prepaid benefit cost at 
December 3 1, 1998 and 1997, respectively. 

The assumed rate of increase in future compensation levels utilized in the above calculations was 3.5% - 5.5% 
in 1998,4% - 6% in 1997 and 4% in 1996. The expected long-term rate of return on fund assets utilized in the above 
calculations was 10% for 1998 and 1997. The weighted average discount rate was 6.5% for 1998 and 7.25% for 
1997. 

in 1998, Reliant Energy’s and Resources’ board of directors approved an amendmenf effective January 1, 
1999, which converted the present value of the accrued benefits under the existing pension plans into a cash balance 
plan. Under the cash balance formula, each participant has an accounf for recordkeeping purposes only. to which 
credits are allocated annually based on a percentage of the partxipant’s pay. The applicable percentage is 4%. 

The purpose of the plan change is to continue to provide uniform retirement income benefits across all 
employee groups, which are competitive both within the utility industry as well as with other companies within the 
United States. 

Resources will continue to reflect the costs of the qualified pension plan according to the provisions of SFAS 
No. 87 as amended by SFAS No. 132. As a result of the January I ,  1999 amendment, which is reflected in the 
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Service cost - benefits earned during the period ...... $ 635 S 11  5 
Interest cost on accumulated postretirement benefit 

obligation ............................................................. 6,660 3.56 1 
Expected return on plan assets (463) (73) .................................. 
Net amortization ....................................................... 
Net postretirement benefit cost ................................. $ 6.832 $ 3,603 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

$ I64 

4,948 
( 1 07) 

3,875 
$ 8,880 

December 3 1, I998 disclosure, Resources' benefit obligation declined $54 million. The plan amendment had no 
impact on 1998 expense. 

The actuarial loss is due to changes in certain actuarial assumptions 

Resources has an empl~yee savings plan (the ESP) which covers substantially all employees other than Reliant 
Energy Minnegasco employees. Under the terms of the ESP, employees may contribute up to 12% of total 
compensation, of which contributions up to 6% are matched by Resources. Employer contributions to the ESP of 
$9.2 million, $9.3 million and $8.9 million were expensed during 1998, 1997 and 1996. respectively. The Reliant 
Energy Minnegasco employees are covered by various thrift and profit sharing plans, the terms of which vary from 
plan to plan. Expenses of approximately $1.6 million, S1.5 million and $1.4 million related to these plans were 
recorded during 1998,1997 and 1996, respectively. 

Resources records the liability for postretirement benefit plans other than pensions (primarily health care) under 
SFAS No. 106, "Employers' Accounting for Postretirement Benefits Other than Pensions". Resources provides these 
benefits under a defined benefit plan for all eligible former employees who retired prior to July 1, 1992, and under a 
defined contribution plan for all others. A substantial number of Resources' employees may become eligible for 
postretirement benefits if they are participating in such plans when they reach normal retirement age. As of 
December 31. 1998, Resources had contributed a total of $6 million to an external fund (associated with Reliant 
Energy Minnegasco employees) to provide for these benefits. Resources currently expects that it will fund these 
benefits utilizing external funding techniques for additional employees in the future. 

The net postretirement benefit cost includes the following components: 

Former RMurca I Current R a o u r c a  
Twelve Months Five Months *en Months Twelve M o n h  

Ended 
December 31. 

1996 

S 306 

9,234 
( 1  08) 

7,983 
$ 17,415 

Reconciliations of Resources' beginning and ending balances of its postretirement benefit plan's benefit 
obligation, plan assets and b d e d  status for 1998 and 1997 are set forth below (in thousands of dollars): 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

Current Resoarca 
Tnche M o d n  Fne Months 

Ended Ended 
Dereaber31,1998 Dmmber31,1997 

Change in Benefit Obligation 
Benefit obligation, beginning of period ......................... $ 1 18,472 $ I 15.721 
Service cost .................................................................. 63 5 115 
Interest cost .................................................................. 6,660 3.561 
Benefits paid ................................................................ (1  1,569) (3,543) 
Participant contributions ............................................... 1,856 568 
Plan amendments ......................................................... 28,936 

Formcr Rcsolvca 
Seven Month 

Ended 
July 31,1997 

$ 129,381 
164 

4,948 
(7,093) 
1.138 

Actuarial (gain) loss ..................................................... (92 1 )  2,050 ( 1 2.8 1 7) 
Benefit obligation, end of period .................................. 144,069 1 18,472 1 15,721 

Change in Plan Assets 
Plan asset, beginning of period ..................................... 4,502 2,909 3,051 
Benefits paid ................................................................ (1 1,569) (3,543) (7,093 
Employer contributions ................................................ 11,163 5,171 5,209 
Participant contributions ............................................... 1,856 568 1,138 

.............................................. 604 Actual investment return 509 (603) 
Plan assets, end of period ............................................. S 6,461 S 4.502 S 2,909 

Year ended December 31. 
1998 1997 

Reconciliation of Funded Status 
Funded status .......................................................................................... S (137,608) S (1  13,970) 
Unrecognized prior service cost ............................................................... 
Unrecognized actuarial (gain) loss ........................................................... 1,759 2,726 

28,936 

Net amount recognized at end o fy  ear ...................................................... $ (106,913) $ ( 1  1 1,244) 

Resources’ Consolidated Balance Sheets included $107 million and $ 1 1 1  million of postretirement benefit 
liability at December 3 1, 1998 and 1997, respectively. 

The weighted average discount rate used in determining the accumulated benefit obligation for postretirement 
benefits was 6.50% for 1998.7.25% for 1997 and 7.5% for 1996. The cost of covered health care benefits (for those 
participants entitled to a defined benefit as a result of having retired prior to July 1, 1992) is assumed to increase by 
6.0% and 6.7% for pre-65 and post-65, respectively, initially and then increase at a decreasing rate to an annual and 
continuing increase of 5.4% by 2001. Based on these assumptions, a one percentage point increase in the assumed 
health care cost trend rate would increase the annual net periodic postretirement bemefit cost (before any deferral for 
regulatory reasons) and the accumulated bemefit obligation at December 3 1, 1998 and 1997 by approximately 6.7% 
and 10.8%, respectively. A one percentage point decrease in the assumed health care cost trend rate would decrease 
the annual net periodic postretirement benefit cost (before any deferral for regulatory reasons) and the accumulated 
benefit obligation as December 3 1, 1998 by approximately 6.00/0 and 9.6%. respectively. 

In 1998, Reliant Energy’s and Resources’ boards of directors approved an amendment. effective January I ,  
1999, which created an account balance based on credited service at December 3 1, 1998. Under the new plan, each 
participant has an account for recordkeeping purposes only, to which a $750 credit is allocated annually. This 
account balance vests after 5 years of service after age 50. At retirement the account balance can be used to 
purchase medical benefits. It may not be taken as cash. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

The purpose of the plan change is to continue to provide uniform retiree medical benefits across all employee 
groups, which are competitive both within the utility industry as well as with other companies within the United 
states. 

Resources will continue to reflect the costs of the retiree medical plan according to *e provisions of SFAS No. 
106 as amended by SFAS No. 132. As a result of the January 1, 1999 amendment, which is reflected in the 
December 3 I ,  1998 disclosure, Resources’ benefit obligation increased $29 million. The plan amendment had no 
impact on I998 expense. 

The actuarial gain is due to changes to certain actuarial assumptions. 

(7) Income Taxes 

Reliant Energy files a consolidated federal income tax retum, in which Resources and its subsidiaries are 
included. Prior to the Acquisition Date, Resources and its subsidiaries filed a consolidated federal income tax return. 
Resources’ pre-acquisition consolidated federal income tax returns have been audited and settled through the year 
1986. Investment tax credits are generally deferred and amortized over the lives of the related assets The 
unamortized investment tax credit in deferred credits on Resources’ Consolidated Balance Sheets was $5.8 million 
and $5.2 million for 1998 and 1997, respectively. 

The components of Resources’ income tax provision are set forth below: 

Current Resonrca Former R a o u m ,  
Twelve Month Five Month Seven Months Twehe Month  

Ended 
Dcrcmbcr 31, 

1998 

Federal 
Current .......................................... $ 30,539 
Defemd ........................................ 6 1,020 
Investment tax credit ...................... (609) 

Current .......................................... 7,235 
Deferred ........................................ 13,645 

1 I 1,830 

State 

Income tax expense .......................... $ 

Ended Ended 
December 31, JotY 31, 

1997 1997 
( T h o u u n L  of DoUln) 

$ (12,005) .$ 16,339 
36,673 12,795 

(262) (363) 
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Ended 
December 31, 

1996 

fi 33,654 
25.760 

(636) 

4.525 
3,049 

$ 66,352 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

The provision for income taxes differs from the amount computed by applying the statutory federal income tax 
rate of35% to income fiom continuing operations. The reasons for this difference are as follows: 

Former Raoorcn Current R e s o ~ m s  
T d v e  Month, Five Momttu Seven Month Twekc Months 

E d 4  Ended E d 4  Ended 
Dccrmkr31, Deccmber31. J* 31, D a c m k r 3 1 .  

1998 1997 1991 1996 
(Tbonmnb of Dokrs) 

Income before income taxes ............. S 205,654 E 45.230 E 77,273 $ 161,490 
Statutory rate .................................... 35% 35% 35% 35% 
h o m e  taxes at SraMory rate ............ 7 1,979 15.83 1 27,046 56.522 
Increase (decrease) in tax 

resulting from: 
State income taxes, net of federal 

4,923 
Investment tax credit (fjo9) (262) (363) (636) 

(188) 

Adjustment to prior-year accruals ... 2,049 106 (34) 30 1 
Goodwill amortization ................... 17.97 1 7,242 2,430 4, I63 

(9) 1,708 income tax benefit( 1) .................. 14,737 
...................... 

Research and experimentation 
credit ......................................... 

Other, net ...................................... 5.703 1,475 61 1 1,267 
Total ........................................... 39.85 1 8.552 4.352 9.830 

Income taxes .................................... 6 11 1.830 S 24.383 S 31.398 $ 66.352 ~~~~ ~~~~ ~ ~ ~ 

Effective Rate ................................... 54.4% 53.9% 40.6% 41.1% 

(1) Caiculation of the accrual for state income taxes at the end of each year requires that Resources estimate the 
manner in which its income for that year will be allocated andor apportioned among the various states in which 
it conducts business, which states have widely differing tax rules and rates. These allocatiodapportionent 
factors change from year to year and the amount of taxes ultimately payable may differ from that estimated as a 
part of the accrual process. For these reasons, the amount of state income tax expense may vary significantly 
from year-to-year, even in the absence of significant changes to state income tax valuation allowances or 
changes in individual state income tax rates. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

The tax effects of temporary differences that gave rise to significant portions of the deferred tax assets and 
liabilities as of December 3 1, 1998 and 1997, were as follows: 

December 31, 
1998 1997 

(Tbouwadr of Dobn) 
Deferred Tax Assets: 

............................................................................ Employee benefit accruals $ 42,572 $ 53,277 
Gas purchase contract accruals 8.377 9,267 
Deferred state income taxes 14,236 14,460 
State operating loss carryforwards 23,178 29.5 1 5 
Alternative minimum tax credit carryforwards 39,595 60,669 
Other ............................................................................................................ 34,698 57,509 
Valuation allowance (8,591) (6.353) 

..................................................................... 
.......................................................................... 

................................................................ 
.............................................. 

..................................................................................... 
............................................................... Total deferred tax assets - net 154.065 2 17,344 

Deferred Tax Liabilities: 
Property, plant and equipment, principally due to 

depreciation methods and lives 539,773 558,758 
Deferred gas costs 13,663 34.1 13 
Deferred state income taxes 70,000 70,000 
Regulatory obligations 81 1 6,690 
Other 27,580 22.5 13 

Total deferred tax liabilities 651,827 692,014 

.................................................................. 
........................................................................................ 

.......................................................................... 
.................................................................................. 

............................................................................................................ 
.................................................................. 

Accumulated deferred income taxes - net .......................................... .S 497,762 S 474,730 

At December 3 1. 1998, Resources has approximately $368 million of state net operating losses available to 
offset future state taxable income through the year 2013. In addition, Resources has approximately $33 million of 
federal alternative minimum tax credits which are available to reduce h federal income taxes payable, if any, 
over an indefinite period (although not below the tentative minimum tax otherwise due in any year), and 
approximately $2.6 million of state alternative minimum tax credits which are available to reduce future state 
income taxes payable, if any, through the year 2001. The valuation allowance reflects a net increase of $2.3 million 
in 1998. This net increase results firom a reassessment of Resources' usage of state tax attributes, including the 
future ability to use state net operating loss and alternative minimum tax credit carryforwards, offset by changes in 
valuation allowances provided for expiring state net operating loss carryforwards. 
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NOTES TO CONSOLIDATED FI"CL4.L STATEMENTS - (Continued) 

(8) Commibnents and Contingencies 

(a) Leme Commitments. 

The following table sets forth certain information concerning Resources' obligations under operating leases: 

Minimum Lease Commitments at December 31, I998( I )  
(millions of dollars) 

1999 ............................................................................................................... $ 19 

2002 ............................................................................................................... 10 
2003 ............................................................................................................... 9 

2000 ............................................................................................................... 15 
2001 ............................................................................................................... 14 

2004 and beyond ............................................................................................ 61 
Total ................................................................................................................ $ 128 

( I )  Principally consisting of rental agreements for building space and data processing equipment and vehicles 
(including major work equipment); approximately $16 million represents rental agreements with Reliant 
Energy. 

Resources has a master leasing agreement which provides for the lease of vehicles, construction equipment, 
office €urnitme, data processing equipment and other property. For accounting purposes, the lease is treated as an 
operating lease. At December 31, 1998, the unamortized value of equipment covered by the master leasing 
agreement was $26.9 million. Resources does not expect to lease additional property under this lease agreement 

Total rental expense for all leases was $25.0 million, $24.0 million and $33.4 million in 1998, 1997 and 1996, 
respectively. 

(b) Letters of Credit. 

At December 31, 1998, Resources had letters of credit incidental to its ordinary business operations totaling 
approximately $30 million under which Resources is obligated to reimburse drawings, if any. 

(c) Indemnity Provisions. 

At December 31, 1998, Resources had a 65.8 million accounting reserve on its Consolidated Balance Sheets in 
"Estimated obligations under indemnification provisions of sale agreements" for possible indemnity claims asserted 
in connection with its disposition of former subsidiaries or divisions, including the sale of (i) Louisiana Intrastate 
Gas Corporation, a former subsidiary engaged in the intrastate pipeline and liquids extraction business (1992); (ii) 
Arkla Exploration Company, a former subsidiary engaged in oil and gas exploration and production activities (June 
1991); and (iii) Dyco Petroleum Company, a former subsidiary engaged in oil and gas exploration and production 
(1991). 

(d) Sale of Receivables. 

Certain of Resources' receivables are collateral for receivables which have been sold pursuant to the terms of 
the Receivables Facility. For information regarding these receivables, see Note 4(a). 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

(e) Gas Purchase Claims. 

In conjunction with settlements of "take-or-pay" claims, Resources has prepaid for certain volumes of p, 
which prepayments have been recorded at their net realizable value an4  to the extent that Resources is unable to 
realize at least the carrying amount as the gas is delivered and sold, Resources' earnings will be reduced, although 
such reduction is not expected to be material. In addition to these prepayments, Resources is a party to a number of 
agreements which require it to either purchase or sell gas in the fiture at prices which may differ from then 
prevailing market prices or which require it to deliver gas at a point other than the expected receipt point for 
volumes to be purchased To the extent that Resources expects that these commitments will result in losses over the 
contract term, Resources has established reserves equal to such expected losses As of December 3 1, 1998. these 
reserves were not material. 

fl Transportation Agreement. 

Resources had an agreement (ANR Agreement) with ANR Pipeline Company (AM) which contemplated that 
Resources would transfer to ANR an interest in certain of Resources' pipeline and related assets. The interest 
represented capacity of 250 Mmcffday. Under the ANR Agreement, an ANR affiliate advanced $125 million to 
Resources. Subsequently, the parties restructured the ANR Agreement and Resources refimded in 1995 and 1993, 
respectively, $50 million and $34 million to ANR or an affiliate. Resources recorded $41 million as a liability 
reflecting A M ' s  or its affiliates' use of 130 Mmcff day of capacity in certain of Resources' transportation facilities 
The level of transportation will decline to 100 Mmcffday in the year 2003 with a refimd of $5 million to an ANR 
affiliate. The ANR Agreement will terminate in 2005 with a refund of the remaining balance. 

(@ Errvironmental Matters. 

To the extent that potential environmental remediation costs are quantified within a range, Resources 
establishes reserves equal to the most likely level of costs within the range and adjusts such accruals as better 
information becomes available. In determining the amount of the liability, fidure costs are not discounted to their 
present value and the liability is not offset by expected insurance recoveries. If justified by circumstances within 
Resources' business subject to SFAS No. 71, corresponding regulatory assets are recorded in anticipation of 
recovery through the rate making process. 

Manufactured Gas Plant Sites. Resources and its predecessors operated a manufactured gas plant (MGP) 
adjacent to the Mississippi River in Minnesota formerly known as Minneapolis Gas Works (FMGW) until 1960. 
Resources has substantially completed remediation of the main site other than ongoing water monitoring and 
treatment. There are six other former MGP sites in the Minnesota service territory. Remediation has been completed 
on one site. Of the remaining five sites, Resources believes that hvo were neither owned nor operated by Resources; 
two were owned by Resources at one time but were operated by others and are currently o w e d  by others; and one 
site was previously owned and operated by Resources but is currently owned by others. Resources believes it has no 
liability with respect to the sites it neither owned nor operated 

At December 31, 1998, Resources had estimated a range of $12 million to $70 million for possible remediation 
of the Minnesota sites. The low end of the range was determined based on only those sites presently owned or 
known to have been operated by Resources, assuming use of Resources' proposed remediation methods. The upper 
end of the range was determined based on the sites once owned by Resources, whether or not operated by 
Resources. The cost estimates of the FMGW site are based on studies of that site. The remediation costs for the 
other sites are based on industry average costs for remediation of sites of similar sue. The actual remediation costs 
will be dependent upon the number of sites remediated, the participation of other potentially responsible parties, if 
any, and the remediation methods used. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

At December 31, 1998 and 1997, Resources had recorded a c d s  of $5.4 million and $3.3 million, 
respectively (with a maximum estimated exposure of approximately $8 million and $18 million at December 31, 
1998 and 1997, respectively) and an offsetting regulatory asset for environmental matters in connection with a 
former fire training facility, a landfill and an underground gas storage facility for which future remediation may be 
required This accrual is in addition to the accrual for MGP sites as previously discussed 

Ln its 1995 rate case, Reliant Energy Minnegasco was allowed to mover approximately $7 million annually for 
remediation costs. In 1998, Reliant Energy Minnegasco received approval to reduce its annual recovery rate to zero. 
Remediation costs are subject to a true-up mechanism whereby any over or under recovered amounts, net of certain 
insurance recoveries, plus carrying charges, would be deferred for recovery or refund in the next rate case. At 
December 31, 1998 and 1997, Reliant Energy Minnegasco had over recovered $13 million and $1.8 million, 
respectively. At December 31, 1998 and 1997, Minnegasco had recorded a liability of $20.7 million and $21.7 
million, respectively, to cover the cost of future remediation. In addition, at December 31, 1998, Minnegasco had 
receivables from insurance settlements of $6 million. These insurance settlements will be collected in 1999. 
Minnegasco expects that approximately 43% of its a d  as of December 3 1, 1998 Will be expended within the 
next five years. The remainder will be expended on an ongoing basis for an estimated 40 years. In accordance with 
the provisions of SFAS No. 71, a regulatory asset has been recorded equal to the liability accrued. Minnegasco is 
continuing to pursue recovery of at least a portion of these costs fium insurers. Minnegasco believes the difference 
between any cash expenditures for these costs and the amount recovered in rates during any year will not be material 
to Resources’ overall cash requirements, results of operations or cash flows. 

Issues relating to the identification and remediation of MGPs are common in the natural gas distribution 
industry. Resources has received notices from the United States Environmental Protection Agency (€PA) and others 
regarding its status as a potentially responsible party (PRP) for other sites. Based on current information, Resources 
has not been able to quantify a range of environmental expenditures for potential remediation expenditures with 
respect to other MGP sites. 

Mercury Contamination. Like other natural gas pipelines, Resources’ pipeline operations have in the past 
employed elemental mercury in meters used on its pipelines. Although the mercury has now been removed from the 
meters, it is possible that small amounts of mercury have been spilled at some of those sites in the course of normal 
maintenance and replacement operations and that such spills have contaminated the immediate area around the 
meters with elemental mercury. Such contamination has been found by Resources at some sites in the past, and 
Resources has conducted remediation at sites found to be contaminated Although Resources is not aware of 
additional specific sites, it is possible that other contaminated sites exist and that remediation costs will be incurred 
for such sites. Although the total amount of such costs cannot be known at this time, based on experience by 
Resources and others in the natural gas industry to date and on the current regulations regarding remediation of such 
sites, Resources believes that the cost of any remediation of such sites will not be material to Resources’ financial 
position, results of operation or cash flows. 

Potentially Responsible Party Notifications. From time to time Resources and its subsidiaries have been notified 
that they are PRP’s with respect to properties which environmental authorities have determined warrant remediation 
under state or federal environmental laws and regulations. In October 1994 the EPA issued such a notice with 
respect to the South 8* Street landfill site in West Memphis, Arkansas, and in December 1995, the Louisiana 
Department of Environmental Quality advised that one of Resources’ subsidaries had been identified as a PRP with 
respect to a hazardous waste site in Shreveporf Louisiana 

In 1998, MRT received a notice of potential liability from the EPA regarding MRT’s P W  status with respect to 
the Gurley Pit Superfund Site. The notice stated that MRT is a PRP for the response costs at this site because MRT 
allegedly generated materials that were disposed of at the site. MRT subsequently notified the EPA that it does not 
believe that it has liability because it did not have operations in the state from which the material was allegedly 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

hauled In December 1998, MRT leanred tha! the south 8* Street Supehnd Site Group and the EPA reached a 
tentative settlement regarding the South 8* Street and Gwley Pit Superfimd Sites. 

Considering the information currently known about such sites and the involvement of Resources or its 
subsidiaries in activities at these sites. Resources does not believe that these matters will have a material adverse 
effect on Resources’ financial position, resuits of operation or cash flows. 

Resources is a party to litigation (other than that specifically noted) which arises in the normal course of 
business. Management regularly analyzes current information and, as necessary, provides accruals for probable 
liabilities on the eventual disposition of these matters. Management believes that the effect on Resources’ 
Consolidated Financial Statements, if any, from the disposition of these matters will not be material. 

(9) Reportable Segments 

Effective January I ,  1998. Resources adopted SFAS No. 13 1, “Disclosures about Segments of an Enterprise and 
Related Information” (SFAS No. 131). Because Resources is a wholly owned subsidiary of Reliant Energy, 
Resources’ determination of reportable segments considers the strategic operating units under which Reliant Energy 
manages sales of various products and services to wholesale or retail customers in differing regulatory 
environments. Subsequent to the Acquisition Date, segment financial data includes information for Reliant Energy 
and Resources on a combined basis, except for Electric Operations which has no Resources operations and 
International, which has minimal Resources operations. Reconciling items included under the caption “Elimination 
of Non-Resources Operations” reduce the consolidated Reliant Energy amounts by those operations not conducted 
within the Resources legal entity. Operations not owned or operated by Resources, but included in segment 
information before elimination include primarily the operations and assets of Reliant Energy’s non-rate regulated 
power generation business, Reliant Energy’s investment in Time Warner securities and non-Resources corporate 
expenses. The determination of reportable segments under SFAS No. 13 1 differs from that required in prior years; 
therefore business segment information for 1997 and 1996 has been restated to comply with SFAS No. 13 1. 

The accounting policies of the segments are the same as those described in the summary of significant 
accounting policies except that certain executive benefit costs have not been allocated to segments. Reliant Energy 
evaluates performance based on operating income excluding certain corporate costs not allocated to the segments. 
Reliant Energy and Resources account for intersegment sales as if the sales were to third parties. that is, at current 
market prices. 

In accordance with SFAS No. 13 1, Reliant Energy has identified the following reportable segments: Electric 
Operations, Natural Gas Distribution, interstate Pipelines, Wholesale Energy, International and Corporate. Natural 
Gas Distribution operations consist of natural gas sales to, and natural gas transportation for, residential, commercial 
and certain industrial customers. Interstate Pipelines conducts interstate natural gas pipeline operations. Wholesale 
Energy is engaged in the acquisition, development and operation of non-utility power generation facilities, as well as 
the wholesale energy marketing and natural gas gathering businesses. Corporate includes the Reliant Energy’s and 
Resources’ unregulated retail electric services business, certain real estate holdings of Reliant Energy and corporate 
costs. 

Financial data for business segments and products and services are as follows: 
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Current Resources 
A s  of and for the Year Ended 
December31.1998: 
Revenues from enrrnal customers ...........--....-. S 126.988 C .  ".. IM . 
lntersegmmt rcvmues .............................. .. ........ 
Depreciation and amord;ration ....................... 
operadng income .............................................. 
Total assee .............................................................. 
Equity investments in and advances to 
unconsolidated subsidiaries ................................. 
Expendim for additions to long-lived asseb.., 

Cumnt Resourccl 
As of and for the Five Months Ended 
December31.1597: 
Revenues h a  external custorncrs .......-.....-.._. 
Jntawgmat rcvenua ..... ..................................... - 
Depreciation and amortization ............................... 
operating income ................................................... 
Total assets .............................................................. 
Equity investments in and advances to 
uncons~lidaIul subsidiaries ................................. 
Expenditures for additions to long-lived assets.... 

Former Resources 
For the Scven Months Ended 
Julv31. 1997: 
Revenues frum external customm ...................... 
lntmegment revenues ............................................ 
Depreciation and amorrizadon ............................... 
operating income ................................................ 
Expenditures for additions to long-lived BFSCO.... 

Former Rcx~urces 
As of and for the Year Ended 
December31.1996 
Revenue fmm external cutomm ......................... 
lntmegmcnt rcvcnues ............................................ 
Depreciation and amortization ............................... 
Operating income .................................................. 

Expenditures for additions IO long-lived assets.... 

B I . b l l 4 U Y  

1.167 

137.955 

3,110,718 

129.m 

161.73 5 

892,064 
505 

51.883 
54502 

3,073525 

6 1,078 

I,3W@jO 
672 

56.626 
111,934 

69.422 

2.1 12,303 
1.286 

94.853 
178,141 

I 16.400 

155508 
44.025 

128328 

2,050.636 

59,358 

49,655 
58,678 
19,088 
3 1.978 

2.03 1,879 

16,304 

86.465 
100,246 
17,230 
76,730 

9.619 

144.752 
200,slO 
29,172 

107.903 

39,900 

S4.289.006 S 651.741 5 (120.832) 
167.152 
18,204 

. 59,170 

1,535.007 

42.252 

365,512 

1,288,357 
76,301 
2.633 

912 

777.638 

3225 

14.038 

1,589,032 
88.188 

1.629 
(13.262) 

8.996 

2,017,599 
178,005 

2.1 13 
25,978 

IO.200 

97.181 S (421.008) 
10,527 

(43.751) 

1.710.920 

28.077 

304,878 
34.853 
6260 

(37340) 

1.749.9 16 

23,899 

329.034 
35.285 
9.4 16 

(20.362) 

7.025 

5 13,808 
41.141 

16224 
2,444 

10.657 

(915,895) 

(1 70,337) 

(597.686) 

(224,391) 

(420.942) 

( 1 0.642) 
28.603 

(835,865) 

(42252) 

(368,778) 

(8,772) 

(1.777) 
40.704 

(873.434) 

(3325) 

(20.826) 

5 6,758.4 12 

191,891 
3 10,305 

6,655,521 

245,904 

2526.182 

78.087 
90.756 

6,16 1,838 

94.493 

3,313391 

a4.m 1 
155.040 

95,062 

4.78a.w 

142,362 
314,466 

177.1 57 

(1)  Includes data for operations conducted and assets owned at the parent corporation level, This data is eliminated 
for purposes of the consolidated data. 
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NOTES TO CONSOLIDATED FMANCIAL STATEMENTS - (Continued) 

155,040 
(78,660) 
(6.3 17) 

f 

(31,398) 

Reconciliation of Operating Income to Net Income: 

1,27 1,746 
66,265 
40,325 

CPmat R c m ~ ~ r c u  
Year ended 

1,562,842 1,975,400 
1 12,655 186,952 
40,809 54,995 

December 31.1998 

Operating income .............................. f 310,305 
InteIeSt expense ................................ (111.337) 
Distribution on trust securities (632) 
Preferred dividends of subsidiary ....... 
Income taxes ..................................... (1 1 1,830) 
Other income (expense) ..................... 7.3 18 
Net income ....................................... S 93,824 

........... 

Revenues by Products and Semces: 

2,243 7,210 
s 20.847 I $ 45.875 

Current Raoarccs 
Y a r  cndcd 

Daembrr 31,1998 

Retail power sales ............................. S 9,582 
Retail gas sales .................................. 2,362,504 
Wholesale energy and energy related 
sales .................................................. 4,248.1 81 
Gas transport ..................................... 167,812 
Energy products and services ............. 91,165 
Elimination of non-Resources 
operations ......................................... (120,832) 
Total ................................................. S 6,758,412 

Former Raources  
Year ended 

DeEcmbcr31,1996 

S 3 14,466 
(132,557) 

(5,842) 
(66,352) 
(1 8,857) 

$ 90,858 

Current Raonrca Former Raoarca Former R a o a r c a  

December 31.1997 ended J d y  31,1997 December 31,1996 
Five months ended Seven m o n h  Year ended 

1,805 f 407 
2,570,708 

I (Thousands of Dollan) 

2'650 I 1,595,480 1,€53,968 
S 

I ( 8,772) 
$ 2,526,182 S 3,313,591 S 4,788,462 
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(10) Estimated Fair Vdue Of f i D 8 D d d  btromenu 

Dcambcr 31, 
1998 1997 

F& C.* F.ir 

Financial Assets of Resources: 

Financial Liabilities of Resources: 
Energy Derivatives . non-trading ................ S 9.399 S 13,060 

Long-termdebt .......................................... S 1,513,289 S 1,746,641 1,148,848 1,147.344 
Trust preferred Securities ............................ 1,157 1,467 21.290 24,569 
Energy Derivatives . nonrtrading ................ 8,166 
Interest rate swaps ...................................... 755 

The fair values of cash and short-term investments, marketable equity securities, short-tenn and other notes 
payable are estimated to be equivalent to Carrying amomts The r%maining fair values have been determined using 
quoted market prices of the same or similar Securities when available or other estimation techniques. 

The fair value of financial instruments included in the trading operations of Reliant Energy Services are 
marked-to-market at December 3 1, 1998 (see Note 2). Therefore,.they are stated at h i r  value and are excluded fiom 
the table above. 

(11) Unaudited Quarterly Information 

The following unaudited quarterly financial information includes, in the opinion of management, all 
adjustments (which comprise only normal recurring accruals) necessary for a fair presentation. Quarterly results are 
not necessarily indicative of a 1 1 1  y e d s  opedons because of seasonality and other factors, including rate increases 
and variations in operating expense patterns. 

The Merger was recorded under the purchase method of accounting, resulting in new carrying values for certain 
of Resources’ assets, liabilities and equity based on preliminary analysis. The new basis is reflected in Resources’ 
Consolidated Financial Statements beginning With the Acquisition Date. (For additional information; see Note I@).) 

Y a r  E ~ d d  k m b c r  31,1998 
F i t  S e C O l d  Third Fourth 

QP.rter(1) QurrWl) Q r u r t 4 )  Q~*cr(l) 
(ch0au.Q of dohrs) 

Operating Revenues .................................................. $ 1,754,524 6 1,380,488 S 1,927,120 S 1,696,280 
Operating income (loss) 143,494 15,734 23,653 127,424 
Net income (lossX2) .................................................. $ 61,827 f (4,872) (2.586) S 39,455 

............................................ 
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