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We expect to put the unit in
commercial operation in the
summer of 1988,

After five vea » of successfullv
managing an aggressive budgot
and schedule for STP, the com-
mercial operation date for Unit 1
slipped somewhat from our tar-
get date of December 1987 In
addition, the estimated com-
pleted cost of the plant h.s
increased by approximately 5.5
percent, compared to the budget
established in August 1982 when
about two thirds of the construc-
tion work <till lay ahead.

Unit 2 was 86.2 percent com-
plete at the end of 1987, on
schedule for fuel loading in
December 1988 and commercial
operation the following June.

Austin Settlement Sought
Following months of intense
negotiations with the City of
Austin, HL&P reached an agree-
ment 1o acquire Austin’s share
of STP and to resolve a long-
standing legal dispute between
the two parties However, the
agreement is subject to a number
of events and conditions, includ-
ing approval by state regulators
and the Nuclear Regulatory
Comumission

If the agreement can be con-
cluded, HL&P will acquire

Austin’s 16 percent share of STP
in exchange for an equal amount
of capacity at HL&P's Limestone
iignite plant. In addition, HL&P
will make a cash payment for
purchase of nuclear fuel owned
by Austin, reimbursement of
construction expenses incurred
by Austin during the later stages
of negotiations, legal fees, and
settlement of an unrelated pur-
chased power contract.

| am convinced that the settle-
ment is in the best interests of
both parties. We are committed
to working toward resolution of
the remaining conditions.

In January 1988, HL&P filed
legal petitions designed to avert
additional litigation related to
STP. The petitions ask the courts
to define certain rights and obli-
gations of HL&P in relation to
the other STP owners. In re-
sponse to HL&P's petitions, the
other vwners have sought arbi-
tration of the disputes.

HI Seeks Growth Through
Diversification

Houston Industries is looking
ahead 10 a period of declining
capital requirements, improved

cash flows, and modes® growth

for its principal subsidiary,
HL&P. We are, therefore, pur-
suing a diversification program
secking business opnortunities
which offer the potential for
addinonal eansngs growth in
the future.

However, our diversification
program is in its early stages, and
we are proceeding cautiously.
HL&P will remain our core busi-
ness for the foreseeable fuiure,
and continuing our record of suc-
cess within the electnc utility
industry is a top pnority,

HL&P Launches

Marketing Effort

Success within the electric unlity
industry requires looking ahead
and adapting to the fundamental
changes that are occurring. These
include increasing competition,
both from the natural gas indus-
try and from cogenerators. That
means HL&P must become much
more competitive.

[n addition to ongoing cost
control efforts, which are helping
keep electnc rates down, we are
launching a greatly expanded
marketing effort in 1988,

HL&P devoted seven months
during 1987 o a detailed study
of the marketplace for electncity
The result was a blueprint, by
market segment, tor a compre-

hensive program to increase the
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also should improve as non-cash
earnings would account for a de-
creasing portion of total earnings.

Stock Performance, Dividends
After reaching a 20-vear high in
January 1987, Houston Industries
common stock, like many other
issues, took a disappointing turn
later in the vear.

HI closed at $30 per share on
December 31, 1987, down 13.7
percent from the previous year-
end price of $34.75. This was
slightly better than the Dow Jones
Utility Index, which declined 15
percent dunng the year.

While stock prices have lost
some ground, Hi continues to
provide shareholders with an
attractive, stable source of income.
The dividend vield averaged 8.6
percent dunng 1987.

Effective with the June 1987
payvment, the quarterly dividend
was increased from 70 to 72 cents

per share, for an annual rate of
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$2. ' This marked the 18th in-
crease in the past 18 years, and
the 66th consecutive year that the
Company has paid regular quar-
terly dividends on its common
stock.

At prices prevalent dunng the
first quarter of 1988, current divi-
dends were providing a yield of
over 9 percent.

Bond Refinancings

Houston Industnies continues to
utilize innovative financing tech-
miques to meet the individual
needs of its vanous subsidianes.

it g s 18 i S e b

For example, the Company
has been aggressive in refir-ancing ‘
high-coupon HL&P bonds in sup- ‘
port of company-wide effo 1s to l
hold down expenses. At the znd l
of 1987, HL&P's embedded cost |
of long-term debt was 8 32 per- l
cent, down from 8.74 percentat |
the end of the previous year.

Contributing to this reduction l
was the retirement of more than |
$390 milhon of high-coupon first
mortgage bonds through ex-
change offers. Holders of the
high-coupon bonds recerved new

9 percent bonds and a cash

premium
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Consolidated earmings per share

wovre $3.74 in 1957, down $ 07 a share
from 1986, an a 4.2 percent incrense
i the werghted average number

of shares outstanding.
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Return on averave common equity
was 131.6 percent in 1987, compared to
14.5 percent during 1986,

The exchange offers, announced
in February 1987, were coupled
with an announcement that up to
$145 mullion of the outstanding
bonds would be subject to re-
demption, at par, under the
annual replacement fund pro-
visions of HL&P's mortgage and
deed of trust.

The goals in structuning the ex-
change offers were to achieve a
high level of participation, min-
imize the cash premiums paid,
and avoid conventional invest-
ment banking fees.

The exchange offers, together
with the subsequent replacement
fund call of $140 milhon principal
amount of first mortgage bonds,
reduced HL&P's annual nterest
expense by approximately §14
million. HL&P also saved about
$45 million in cash premiums, ten-

der fees, and underwniting costs.

New Financings

HL&P raised $99 million of new
capital in June 1987 through the
sale of 1 mullion shares of pre-
ferred stock carrying an $8.50
annual didend. Unlike HL&P's
other preferred senies, the new
preferred is subject to a manda-

tory sinking fund beginning in the

6th year, and has an average life

of 8 years.

In January 1988, HL&P issued
$400 million aggregate principal
amount of 9% percent first
mortgage bonds in a private
placement. Approximately equal
prncipal amounts of this issue
will mature in 3, 4, and 5 years.
Proceeds were used to pay ex-
penditures related to HL&P's
construction program, ncluding
repayment of construction-
related, short-term debt, and to
call the remaining $48.5 million
principal amount of 137 percent
senes first mortgage bonds.

Houston Industries Finance.
Inc. (HIF) established a $300 mil-
lion bank credit facility in July
1987 to finance the purchase of
HL&P accounts recetvable

Later in the year, the finance
subsidiary implemented its own
commercial paper program. The
commercial paper received a
rating of Duff 1+ from Duff &
Phelps and a rating of P-1 from
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Moody's. These are the highest
short-term ratings given by the
agencies.

HIF is now using the commercial
papet for short-term borrowing,
with the bank credit facility serv-
ing principally as a backup.

Paragon Communications, a
cable television operating com-
pany  which HI has a 50 percent
mterest, finahized a $430 milhion
bank credit facity dunng 1987.
Proceeds from borrowings under
the facility, which 1s non-recourse
to HI, were used to permanently
finance the acquisition of cable
television properties distributed
from the \noup W purchase

Paragon’s revolving credit facil-
ity provides financing flexibility
through a letter of credit featun,,

which can be vsed to support the

issuance of Paragon debt secunities

Stock Sales
HI issued 3.5 mullion shares of
common stock dunng 1987
through its continuous offering
program, its dividend rein-
vestment plan, and certain
employee benefit plans

Of this number, 1,863,000

shares were sold through the con-

tinuous offering program. Net
proceeds were approximately
$70.3 million, or an average of

$37.73 per share.

Capital Requirements

Capital requirements, while still
substantial, are contin g to
decline as HL&P's power plant
construction program winds
down. Projected capital require-
ments for 1988, 1989, and 1990,

exclusive of AFUDC and matun-

ties of long-term debt, are as

'U“U\\\
Capital Requirements
(Millions of Dollars) 1958 1989 19%0)
Houston Lighting &

Powar Company® $ 495 § 444 $ 368
Unlity ©uels, Inc $ 57 $§ 45 § A
Primary Fuels, Inc $ 57 y e
TOTAL § 609 $ 490 $ 39

*Houston Lighting & P4 wer capital requirements do not retl the MU I
of an addihional ~ & percent share ol the South Texas Prosect

**Primary Foels’ ¢ spenditures for ol and gas eXMoralion subseguent 1o 198N are
dependent on results of its 1988 exploration and development program, and fa
attectng the od and gas ndustry

CASH DIVIDENDS DECLARED PER
COMMON SHARE
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The guarterly divndend was raised

fram 70 to 72 cents per share during

1987 effective with the June dton

dend payment
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The following table sets forth the esttimated net proved oil and gas reserves and the present value. discounted at 10%, of estimated
future net revenues, as of the dates indicated. Estimate d future net r¢venues were computed by applymg year-end prices to year-
end reserve quantities. Estimated future production and development costs were bases on year-end costs, assaming contmuaion of
existing economic conditions. Such information ts based on reparis prepared by Keplinger and Associates, Inc., DeGolver und
MacNaughton, H. K. van Poollen and Associates. Irc., and ] R Butler and Company, independent energy consultants for 1985 For
1986, the information is based on reports by Keplinger and Assoaates, Iuc., DeGolyer and MacNaughton and H. K. van Poollen
and Associates, Inc., independent evergy consultants. For 1987, the information is based on reports by K & A Energy Consuitants,
Inc., successors to Keplinger and Associates, Inc., Haley Engineerng Inc , successors to H- K. van Poollen and Associates, Inc , and
DeGolyer and MacNaughton, mdependent energy consultants. The Company emphasizes that the volumes of reserves shoun
below are estimates which are subjective i nature and are subject to later révision The estimates are made usmy all available
geological and rexervoir data as well as production performance data. These estimates are revrewed unnually and vevised, ether
wpward or doumward, as warranted by additional performance data.

Proved Reserves United States Foreign
Discounted Discounted
Oil, Present Onl, Present
Condensate Value of Condensate Value of
Nataral And Nan ! Future Net Natural And Natural Future et
Gas Gas Liquias  Revenpes' Jas Gas Liqmds -~ Revenues'”
(MMCF) (Barrels) {000) (MMCF) {Barrels) {000}
Januvary 1, 1985 102,050 5121416 $26%,446
Revisions of Previous Estimates 830 (482,534 110,650
Extensions, Discoveries, and
Other Additiois 35,495 2,061,867
Purchase of Reserves in Place 42,000 9,100 900 174,309 11,811,608
Sale of Reserves in Place (1.202) (173,313
Production (20,170) (1,415,509 {457) (730 258)
January 1, 1986 159,004 14211927 $363.803 173,852 11,192,000 $71.723
Revisions of Previous Estimates {8.904) (1,055,591 {50) 1,823,197
Extensions, Discovenes, and
Other Additions 8,797 261,861
Production (24.511) (1,928 386) (6.652) (2.186,044)
January 1, 1987 134 386 11,489 811 $174 547 167,150 10,829,153 $70.990°
Revisions of Previous Estimates 6,729 608,473 2,907 4358430
Extensions, Discover es, and
Other Additions 8,672 160,528
Purchase of Reéserves in Place 13,260 235473
Sale 0! Reserves in Place 12277) (182,197)
Production (29,120} (1,626,148 (10.047) {2,261,045)
January 1, 1988 121,650 10.585 940 $161.861 160,010 12926 538 $71 520"
Proved Developed Reserves:
Asof January 1. 1986 153816 13,997 935 $359 628 173,223 10,811,700 $70.356
As of January 1, 1987 130,691 11,487 811 $171.985 167,150 10,829 153 $70. %90
Asof January 1, 1988 121.210 10,584 219 $161 681 160,010 12,138,538 $67.850

“Estimates of future tiet revenues do not contain any provision for federal income taxes. Accordingly. the present value thereof does
not constitute the Finanaal Accounting Standards Board's *standardized measure of discounted future net cash flows,

“As of January 1, 1988, 1987 and 1986, approximately 51%, 70% and 38% of the respective vear's discounted present value of
future net revenues attributable to foreign reserves s attributed to proved reserves located tn Argentimag, 30%, 17% and 397,
respectively. is attributed W proved reserves located in Greece, 167, 11% and 15%, respectively, is attributed to proved reserves
located in Indonesia, and 3%, 2% and 5%, respectively, is atiributed o proved reserves located in Canada

approximately 45 wells will be its partners also obtained three Company’s strategic businzss
dnlled over the next 24 months. exploratory blocks in Argentina. plan calls for focusing its efforts
Eamings and cash flow from this PFl is addressing continued on existing assets and expertise in
license are expected to have a volatility i: energy markets vy West Texas, offshore in the Gulf

positive impact in 1988. PFl and applying a conservative future of Mexico, and intemationally.
pricing scenano when evaluating

oil and gas prospects. The
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 FIVE-YEAR COMPARISON OF SELECTED FINANCIAL DATA Hoston Industnes Incorporates and Subsidiaries
The following table sets forth selected financial data with respect to the Company’s consolidated financial condition and
consolidated results of operations and should be read in conjunction with the Consolidated Financial Statements and the
related notes included eisewhere herein.
. Fo e b e B L ‘ ~ Year Ended December 31,
] (Thousands of Dollars, except per share amounts) 1987 1986 1985 1984 1953
v Revenues $3,628213  $33535968 $4.061.812 $4,181,575  $3,992758
Net income $ 434958 § 424935 § 434125 § 151146 § 299857
| Earnings per share $ 374 $ 381 $ 413 $§ 36 $ 350
g Cash dividends declared
5 per common <'iare $ 28 §$ 276 § 260 § 24 $ 228
i Ret .rm on average common equity 13.6% 145% 16.7% 15.7% 15.6%
v Ratio of earings to fixed charges.
" Including AFUDC 2.86 276 2.96 287 3.01
i{' | Excluding AFUDC 2.14 200 223 243 279
o At Year-End:
Book valuc per common share $ 2833 § 2719 § 258 $ 2431 § 2327
: Market price per ¢..mmon share $ 3000 § 3475 § 2800 » 2250 § 1938
i ~ Market price as a percent of book value 106% 128% 108% 93% 83%
% At Year-End:
I' - Total assets $9.727.688  $9027817 $8.625667 7525977 $6,483035
Long-term debt {including current
matunties) $3,136,852 $3.208,160 $2952926 $2683319 $2.274616
Capitalization:
Common stock equity 48% 47% 46% 45% 46%
Cumulative preferred stock 6% 5% 6% 5% 5%
1 Long-term debt (including current
‘ maturities) 46 48% 48% 50% 49%
] Construction and nuclear fuel
! expenditures {excluding AFUDC) § 662054 § 755273 § 893053 § 997982 § 913825
Oil and gas additions $ 41488 § 16187 § 224150 § 65028 § 65838
Cable television investment $§ 58336 § 26046
HL&P Selected Data:
Percent of construction expenditures
financed internally from eperations 29% 35% 39% 37% 429
Ratio of earnings to fixed charges
Fcluding AFUDC 3.35 336 3.76 355 3.50
Excluding AFUDC 2.41 242 284 2499 322
AFUDC as a percent of net income 52% 52% 45% 1% 17

i




OPERATING STATISTICS OF HL&P Houstor, industries Incorporated and Subsidiaries

Year E‘pdeq December 31

1987 1986 1985
Operating Revenue (Thousands of Dollars): |
Residential $ 1078934 § 1071356 § 1244002 |
Commercial 690,078 707386 831,277 |
Industnal 993,610 1,024 459 135316 |
Street lighting—government and municipal 17,786 16,683 16,888
Other electric utiities 79,503 68,940 106,273
Total 2,859,911 2,888 374 3,551,602
Miscellaneous electric revenuss 140,921 70,866 (18,238)
Total $ 3000832 § 2059740 § 3533364
Electric Plant Investment (Thousands of Dollars):
Gross additions § 857045 § 938075 § 950241
Total plant investment $ 9799877 § 8993854 § 8.137.530
Accumnulated depreciation $ 1530543 § 1351412 § 1203039
Percent of total plant investment 15.6% 15.0% 14.8%
Generating Statistics:
Steam electric stations economy -
Btu per net KWH generated 10,457 10,434 10,331
Net penerating capability (MW)-
at time of maximum system load* 13,755 13,258 13,913
Maximum system load (MW)** 10,302 10,556 10,618
Electnic plant in service pe; KW of
maximum system load ($) 664 618 557
General Statistics:
Kilowatt hour sales (000) 55911327 54,007,557 55,968.716
Number of customers 1,306,328 1,303,205 1316316
Average residential use (KWH) 12,812 12,675 12,961
Average residential revenue per KWH 7.34¢ 7.32%¢ 8 30¢
Average residential fuel revenue per KWH 1.83¢ 217¢ 3.40¢

*Inchuding purchased power and cogeneration capability of 1,295 MW, 1,395 MW and 1,595 MW in 1987, 1986 and
1985, respectively
**Excluding interruptible demand
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ummunm's DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

E Consolidated net income for 1987 was $435 million, up $10 million from 1986 and up $1 million from 1985. Consolidated
eamings per share decreased to $3.74 for the current year as compared to $3.81 per share in 1986, while 1985 earnings were
$4.13 per share.

; Houston Lighting & Power Company (HL&P), the Company's pnincipal operating subsidiary, contnbuted $3.51 to the 1987

T consolidated eamings per share on income after preferred dividends of $409 million. Utility Fuels, Inc. (Utility Fuels)

b contnibuted $.21 per share on eamings of $24.2 million while Primary Fuels, Inc. (Primary Fue's -eported income of $4.5

' million or $.04 per share. The Company's other subsidianes posted a combined lo:s of $.10 per share

HL&P's 1987 income after preferred dividends fell $26 million from 1986 and $47 million from th. rccord eamings of
1985, Allowance for funds used during construction (AFUDC) accounted for 52% of eamings in both 1987 and 1986
compared to 45% in 1985. AFUDC is a non-cash item of net income which represents the cost of funds used to finance
construction projects and is capitalized as part of the cost of the assets being constructed. Decreases in AFUDC in 1987 were
pnmarily related to a reduction in the net-of-tax AFUDC rate and the commencement of commercial operation of Unit No. 2
of the Limestone Electnc Generating Station (Litnestone). Increases in AFUDC in 1986 resulted from increased levels of
investment in construction without corresponding increases in the amount of construction included in rate base and eaming a
current cash return,

' The decline in HL&P’s 1987 income is attnbutable to increased expenses principally associated with Limestone, which
expenses are not yet fully reflected in electnic rates, partially offset by the reduction of the federal corporate income tax rate
due to the Tax Reform Act of 1986. Earnings were positively affected by base rate increases allowed by the City of Houston
and the Public Utility Commussion of Texas (Utlity Commission) in July and December 1986, respectively.
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Mmmn;oumncommmal operation. The annualized effect of operatir, expenses, taxes, depreciation and
AFUDC related to Unit No. 1 is estimated to be $230 million based on HL&P's 30.8% interest ($290 million based on a
46.8% interest), none of which is reflected in electric rates. The Utility Commission has not ruled on exther request. Until rate
relief is obtained which reflects Limestone Unit No. 2 as plant in service or the requested accounting treatment or other
regulatory action is granted with respect to Limestone Unit No. 2, operating results of HL&P and the Company will be
adversely affected. Upon the commencement of commercial operation of Unit No. 1 of the South Texas proiect, the operating
results of HL&P and the Company will be more severely impactea until similar regulatory relief is granted with respect to
such unit.

Utility Fuels’ 1987 operating resuits showed improvement over 1986, primarily as a result of increased sales «f lignite fuel
for use at HL&?'s Limestone Unit No. 2. Net income in 1987 was $24.2 million compared to $21.9 million in 1986 and $12.2
million in 1985, Utility Fuels’ tuel supply contract with HL&P generally allows - tility Fuels to recover its costs pius a fixed
return of its net investment in {acilities. As a result of the regulation of atfiliated costs by the Utihity Commission, a portion of
Unility Fuels’ billings are no¢ recoverable through HL&P's electric rates.

Primary Fuels posted income of $4 5 million, rebounding from losses of $27.7 mullion in 1986 and $35 million in 1985. The
oil and gas subsidiary’s operating results have improved primanly due to increased natural gas production, higher oil prices
and reduced depreciation, depletion and amortization expense. Primary Fuels' natural gas production increased to 39,167
MMCF this year from 31,163 MMCF in 1986 and 20,627 MMCF in 1985. The average price per barrel of ol sold by Primary
Fuels was §15 74 in 1987 as compared to $13.61 and $25.44 in 1986 and 1985, respectively. Pnmary Fuels’ depreciation,
depletion and amiortization expense for 1986 and 1985 reflected writedowns of §12.4 million and $23.6 million, respectively,
related to the impairment of certain oil and gas properties rusulting from steep declines in oil and gas pces. Earnings for 1987
also include gains of $2.3 million associated with the purchase and subsequent sale of oil and gas properties and $2.7 million
related to the final settlement of vanous contracts.

KBLCOM Incorporated (KBLCOM) experienced a net loss of $10.6 mullion in 1987, the first full year of operations for the
Company's cable television subsidiary, compared to a $6.5 million loss in 1986. Esiablished in June 1986, KBLCOM holds &
50 percent tnterest in Paragon Communications (Paragon), a partnership which operates cable television systems in several
states. KBLCOM'; earnings autlook for the near future is dependent to a large degree on Paragon’s success in achieving in-
creased basic cable saturation in existing markets and the acquisthion of additional cable properties near those presently held.

In prior years, the Comipany's operating results were adversely affected by the lag in recovery of increased costs through
electric rates due pnmanly to relatively high rates of inflation. The rate of inflation, however, has moderated over the last
several vears, and the Company and its subsihanes have aot been significantly impacted by the effects of inflation.

Liguidity and Capital Resources
Liquidity and capital resources are affected primanly through capital programs. The capital requirements for 1957, and as
estimated for 1988 through 1990, are as fellows:

Miilions of Dedlars 19%7 1958 198 1690
Construction and auclear fuel (exclading AFUDCY $645 $495 $444 § 368
Cosl handling tacilitics and hgnate muning and handiing fachitees \7 87 4 4
O and gas exploration and development™ 83 57

Exquity srvestment in cable television juint venture 5%

Matunities of long-tenm debt 53 58 55 1
Totsl $A26  $eAT  sRa §39%8

"These amounts do not inchude expenditures on prosects for which HLAF expects to be reumbursed by customen or cogeneratons. These amiunts alsa do ot
reflect the poasble acqustion by HLAF of an siditionsl 16% anrcsn 1 the Sonth Texas profect presently owned by e City of Austin (Austin), which woakd
incredee the estimated construction and nuciesr el experiditures by $205 million for the 1988 1990 penod, $92 mullan of which & mlared 0 the
reimbirsement of costs incwrred by Austidl priot te 1958 and Ihe purchase of Austin's nudiear feel

“Primary Puels’ expenditures b oo and gas exploration m!-r_—.;ucfﬂ toy {988 are dependent upon the resuts of (s 1988 expforation ané development program
and factors affecting the od anéd gas industry

"The amount shown represents mvestments by KELCOM in Parapon and several aurzlier sacnesships

Conetruction and nuclear fuel expenditures for the 1958-1990 period principally represent estimated costs of HL&P's
construction program and reflect the cost estumate for the South Texas project adopted in December 1987 (assuming a
commetcial operation date for Unit No. 1 of March 1. 1988). The estimated expenditures for coal handling facilities and lignite
suning and handling facilities are expected to be incurred by Utility Fuels in connection with HL&P's fignite projects. These




* amounts reflect the modification of the scheduled in-service dates for the two lignite units at the Malakoff Electric Generating

Station as discussed in Note 11 to the Consolidated Financial Statements.
HL&P expects to finance a portion of its construction program through funds generated internally from operations. The

 extent to which HL&P is able to fund its capital requirements from intemal funds is dependent, to a large degree, on

regulatory practices which determine the amc.unt and timing of recovery of investments in new plant facilities, depreciation
rates, recovery of operating expenses and the opportunity to ez 7 a reasonable rate of return on its mvested capital. [t is
presently estimated that during 1988, 10% to 20% of HL&P's,  struction program can be financed througl, internally
generated funds from operations. Internally generated funds for subsequent years will be primarily dependent on the
regulatory treatment of HL&P's investment in the South Texas project. The balance of HL&P's construction program i
expected to be financed through external sources, pimanly sales of long-term debt, preferred stock and addinonal shares of
common stock to the Company, and, o~ an interim basis, the issuance of short-term debt securities. See Note 5 to the
Consolidated Financia! 3tatements for a discussion of short-term financing.

in March 1987, HL&P issued $391 million aggregate principal amount of a new 9% series of first mortgage bonds due 2017
in exchange for a like principal amount of outstanding high coupon first mortgage bonds. An additional $140 million principal
amount of lngh coupon first mortgage bonds was redeemed under the Replacement Fund provisions of HL&P's Mortgage and
Deed of Trust and was retired by the bond trustee in May 1987. In February 1988, $48 mullion pnncipal amount of HL&P's
13%% series first mortgage bonds due 1991 was redeemed at 100% of the pnncipal amount plus accrued interest. These
actions are part of a continuing program to reduce HL&P's long-term debt costs.

In June 1987, HL&P sold 1,000,000 shares of $8.50 cumulative preferred stock which are subject to mandatory
redemption. The mandatory redemption provision requires HL&P to redeem 290,000 shares annually beginmng on June 1,
1993. HL&P received net proceeds of $99 milhion from the sale

Duning 1987, HL&P received approxamately $128 million from the proceeds of previously issued pollution control revenue
bonds a.d first mortgage bonds, which proceeds had been held in trust. Approximately $87 million (including interest eamed
on funds held in trust) was held in trust at December 31, 1987. Substantially all the funds held in trust are expected to be
drawn down by HL&P in 1988 and 1989 to fund qualifying construction expenditures. On November 1, 1987, $40 million
principal amount of HL&P's 4% senies first mortgage bonds matured. In January 1988, HL&P issued in a privine placement
$400 million principal amount of 9%% first mortgage bonds which will mature in approximately equal principal amounts in
each of the years 1991, 1992, and 1993.

HL&P's capitalization ratios at December 31, 1987 consisted of 45% long-term debt, 7% preferred stock and 48%
common equity, with similar ratios expected to be mamtained in the future, assumming HL&P 1s able to obtain rate relief at
levels comparable to those obtained in the past.

Utility Fuels and Primary Fuels expect to fund a substantial part of their capital requirements through internally generated
funds. External funding will be met by advances from the Company.

KBLCOM's future capital requirements will be primanly dependent upon the acquisiton of additonal cable television
systems by KBLCOM or Paragon. Any such requirements will be met through advances or capital contnbutions by the
Company. In June 1987, KBLCOM contnbuted approximately $42 mullion to Paragon in connection with the permanent
financing for Paragon and the acquisiticn of additional cable television systems :n 1987. KBLCOM aiso invested $11 mullion in
other partnerships which hold certain cable television systems and other assets formerly owned by Group W Cable, Inc.
pending disposition of s'xch systems and assets.

Houston Industnes Finance, [nc. (Houston Industries Finance) began purchasing HL&P's customer accounts receivable in
January 1987, The use of leve-age and short-t=rm borrowings by Houston Industnies Finance allows the receivables to be
financed at a lower cost than would traditionally be incurred by HL&P. The financing requirements of the new subsiiary are
met through short-term bank loans and the issuance of commercial paper, Houston Industries Finance has entered into a bank
revoliang credit facility which provides for borrowings of up to $300 million aggregate pnncipal amount. This facility is
available to make direct borrowings or to support the issuance of commercial paper.

The Tax Reform Act of 1986 {the Tax Act) includes a number of provisions that have adversely affected the Company's
operating subsidiaries, particularly HL&P. Although the Tax Act reduced corporate income tax rates, it ehminated investment
tax credits effective January 1, 1986 {except with respect to certain transition properties, including the South Texas project),
eliminated current deductions for interest and property taxes duning construction and made substantial changes to the
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STATEMENTS OF CONSOLIDATED RETAINED EARNINGS

Houston Indusines Incorporated and Subsidianes

(Thou;ands of Dollars)
Balance at Beginning of Year
Add-—Net lncome

Total

Deduct-Common Stock Dividends:
1987, $2.86; 1986, $2.76; 1985, $2 60 (per share)

balance at End of Year

See Notes to Consolidated Financial Statements

Year Ended December 31,

1987 1986 1985
$1.223.409 $1,106,221 § 945227
434,958 424 935 434.126

1,658,367 1,531,156 1,379.353

332,458 307,747 273.132
$1.325.909 §1,223,409 $1106,221
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n?Sminmmdt’?Zmiﬂion,mpecmly HL&P has deferred the costs associated with the increases in

these projected benefit obligations and will req est recovery through electric rates in its next rate '
proceeding before regulato.y authonties. At December 31, 1987, HL&P's obligation related to the :
supplemental benefits was $5.8 million. -
Net pension cost includes the following components: p oy pdear RS, BT
(l‘bomnmomollm) ; e S AR THE
Service cost -benefits eamed dunngthwmod $ 13536 $ 11254
Interest cost on projected beriefit obligatia 23,096 18,202
Return on plan assets- actial : (10,359) (26,666)
~deferred gain (loss) (10,257) 9,128
Amortization of transitional asset and priorservicecost ~ (1474)  (1924)
Net pension cost Y 8 14,542 $ 99%
o L pres . = . ——————
The funded status of \f« retirement plan was as follows: RN LR D' 2y b
_ b ‘ . . December3l,
(Thousands of Dollars) _ ; 1987 1986
Actuarniai present value of: :
Vested benefit obligation ‘ $182,097 $140,468
: - i g =g : : v : : e S A A
Accumulaiad benefit obligation ‘ $210,849 $169,494
I ) ¥ R e e s
Plan assts at market value $254.211 $237,702
T geted benofit o digarie 279860 237,643
Asn's jn: excess of (Jess than) projected benefit obligatin (25,649) 59 '
-m@m ¢ rausitional asset at January 1, 1986 (28,779) (30,703)
, imized privr service Cost 6,220
Uueccgnized net loss S - 16174 11,598
Accrued pfnston cost t Decmnbcr a $32,034) 8 (19,046)
N | S — ————— ————
I‘hc pro]etted benefi. obli,ation was determined using an assumed discount rate of 9%% in 1987 and "

Y% 1n 1986 and ar . ssumed long-term raie of compensation increase of 6% % in both years. The
assumed long-term t; 1 of return an plan asscts is 9% . The transitional asset at January 1, 1986 is being
recognized over aporn Vaiyted 17 vears, a~dl the prior ser.ice cost is being recognized over apprc -
mately 15 years,

The total pension cost of the Corapany ¢ re*=mont plan for 1985 was $14,649,000.

e T -~ | g, 3

7. Commitments

Significant commitments hmn been incurred in connection with HL&P's construction program and for
purlear tuel purchases. The construction program (exclusive of AFUDC) is nresently estimated to cost
§427 milhor v 1988, $431 million in 1989 and $349 tillion in 1990. These amounts do not include
expenditures on projects “r which HL&P expects to be reimbursed by customers or cogenerators and
also do not reflect the possible acqusitiorn, by HL&P of an additional 16% interest in the South Texas
project. See Note 10 for discussions of such possible acquisition and the revised budget and schedule £«
the South fexas project. An additional $59 million is expected to he spent during such penod for uranium
concentrate and nuclear fuel processing services for HL&P's portion of the South Texas project.
Commitments “& connection with HL&P'« sonstruction program, pancipally for generating plants and
related facihties, are generally revocuble by HL&P subject to resmbursement to manufacturers for
ExXper: ‘mrw iprurred or other cancel'ation penalties. In addition, dunn;; the 1988-1990 period, Utility
Fuels expev, Y spend $127 milhion for cual and hgnite supply related equipioent, of which §57 million is
expectad to be spent i 1988, $46 million in 1989, and $24 « sllion n 1990, Pnmary Fuels expects to
spend approximately $57 millton on o1l and gas exploration and development duning 1988
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On December 16, 1987, the Texas Supreme Court rendered its decision on an Application for Wri of
Error filed by the Utility Commission in connection with a December 1982 rate order by the Utility
Commission (Docket No. 4540). In the rate order, the Utility Commission disaliowed the recovery by
HL&P of approximately $166 million of costs incurred in connection with its cancelled Allens Creek
nuclear project, and ordered that any tax savings associated with the disallo-ved portion be passed
through to customers. While the Utility Commission purported to permit §195 million of expenditures
for the project to be recovered over a ten-year period, the flow-through of tax savings on the disallowed
portion reduced the recovery to approximately $84 million. That decision was appealed by HL&P to the
201st Judicial District Court in Travis County, Texas which ruled, in December 1984, that the Utility
Commussion was without legal authonty 1. imposing such punitive measures. The District Court ruled
that, since the Utility Commussion had found that the shareholders, and not the ratepayers, should bear
the disallowed Allens Creek expenditures, the shareholders should rceive any and all tax benefits
associated with those expenditures. The rate order had also reduced a recommended retumn on common
equity from 16.85% to 16.35% as “a penal.y for poor management,” based principally on findings that
HL&P had been imprudent in the handling of 1ts nuclear construction projects. The District Court ruied
that the Lility Commassion had no statutory authority for such a penalty, and that the Utility Com-
mission’s findings regarding HL&P’s management of the South Texas project were *premature and
presumptuous” in view of the then pending litigation on such issues against the former architect-
engineer. The Distnct Court also ruled that the 1982 rate order had erroncously and prematurely
attempted to exclude from HL&P's cost of service any of its expenses in connection with the litigation,
as well as any amounts which may ultimately be assessed agamst HL&P in such hitigation. Based on such
rulings, the District Court remanded the case to the Utility Commussion for further proceedings consistent
with the finai judgment, The Utility Commission appealed the District Court’s decision to the Court of
Appeals for the Third Supreme Judicial District of Texas, which essentially upheld the Distnct Court in an
opinion issued April 9, 1986 (which was modified and retssued on July 2, 1986). The Texas Supreme
Court granted the Utility Commission apphication for Writ of Error to consider certain points of error
raised by the Utility Commission, as well as certain other points raised by HL&P.

Although the Texas Supreme Court affirmed certain aspects of the lower courts’ decisions, including 2
ruling to the effect that the Utility Commussion had no statutory authornity to impose a penalty on
HL&P's rate of return, that court reversed the lower courts’ decisions regarding allocation of certain
income tax benefits associated with the disallowed costs to the benefit of shareholders and held that such
income tax benefits should inure to the benefit of HL&P's ratepayers.

HL&P has file~ a motion for reheaning on the issue reversed by the Texas Supreme Court. The Utility
Commission Las also sought reheanng on the issues affirmed by that court. Action on those motions is
currently pending before the Texas Supreme Court. As a result of the Texas Supreme Court’s affirmation
of certain of the lower courts' decisions, the case is to be remanded to the Utility Commission for
determunation and implementation subject to pending motions for reheanng and possiule further appeals
by HL&P. Previously reperted financial results will not require restatement
Jury Award in Condemnation Proceeding.

In July 1981, HL&P filed a condemnation action against the Klein independent School Distne (Klein) to
take approximately 8.6 acres of Klein's property as an easement for the purpose of erecting, operating
and maintaining a 345-kilovolt electric transmission line. Klein subsequently alleged in the County Ciwil
Court at Law No. 1 ~f Harris County, Texas that HLAP had abused its discretion in the taking of the
property. On November 27, 1985, the jury returned a verdict inding that Klein sustained actuai damages
of approximately $104,000. The jury also found that HL&P's conduct in the construction. operation and
maintenance of the transmission line on Kiein's property was in reckless disregard of the school purposes
for which the property was being used, and awarded exemplary damages in the amount of $25 million.
The jury found, further, that the value of Klem's property had been reduced to zerc and that the cost of
land and facilities necessary to replace or restore Klemn's property and facilities was approximately $42 1
million On December 13, 1985, the trial judge entered judgment in favor of Klen, awarding the full
amounts of actual and punitive damages, or a total of approximately $25.1 million, plus interest, Klein
having elected that form of judgment rather than a judgment awarding condemnation damages. In
addition, the court granted an mpunction, pending appeal, that effectively prohubited HL&P from using
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the line for the transmission of er.ergy. except during certain specified emergencies when there are no
regularly conducted school or other publicly sponsored activities accurring on K'ein's property.

On January 2, 1986, HL&P appealed the case to the Court of Appeals for the 14th Supreme Judicial
District of Texas, and also sought, from that court, relief from the iyunction against use of the iine
pending appeal o, in the alternative, an order increasing the bond which Klein must file in order to
protect the interests of HL&P pending appeal. On February 27, 1986, the appellate court granted
HL&P's requested rebief from the imunction and directed the tnal court to allow HL&P to post a bond
that would allow continued use of the easement pending a final decision on the ments of HL&P's appeal.
Klein responded on March 3, 1986, by asking the Texas Supreme Court for leave to file a mandamus
petition against the 14th Distnict Court of Appeals. On November 26, 1986, the Supreme Court
conditionally granted the mandamus petition sought by Klein Ruling that the trial court had not abused
its discretion in denying HL&P's request to supersede the injunction, the Supreme Court indicated that it
would grant the writ of mandamus if the Court of Appeals did not vacate its judgment, with the result of
that decision being the reinstatement of the tnal court’s onginal order, which had enjoined HL&P from
using the line pending the outcome of the appeal on the ments. In light of the injunction that effectively
prohibited use of the ine, HL&P placed a rerouted line in service in August 1987,

On November 5, 1987, the 14th Distnct Court of Appeals issued its decision on the ments of the
appeal by HL&P. The court ruled that HL&P's action pursuant to the statutory condemnation procedure
coald not amount to trespass and set aside the award of exemplary damages to Klein, thus relieving
HL&P from habulity for the $25 mullion in exemplary damages awarded by the tnial court. The appeals
court affirmed the trial court judgment on the balance of the points raised in the appeal, leaving intact the
jury's award of approximately $104,000 in actual damages. The appeals court noted, however, that
HL&P had rerouted the transmission line away from Klemn's property.

Klein has filed an Application for Wit of Error with the Texas Supreme Court seeking further review
of the appeals court’s decison. HL&P has filed 2 contingent Apphication for Writ of Error to he
considered in the event that the Texas Supreme Court grants Klein's Application. It is possibic that the
exemplary damages awarded by the tnal court might be reinstated if the Supreme Court agrees to hear a
further appeal of the decision. While HL&P and the Company can give no defnitive assurance regarding
the ultimate resolution of this matter, they presently do no! believe such resolution will have a matenal
adverse impact on HL&P's or the Company's finanaial position. No prediction can be made, however, of
the final outcome or the tuming of final judicial action in this sui.

Prudence Review of Coal Supply Agreements and Litigation with Coal Suppliers.
During the course of heaning HL&P's 1986 general rate proceeding (Docket No. 6765), the Utility
Commission severed mito a separate docket (Docket No. $963) certamn issues related to the prudence of
the two long-term contracts under which substantially all of the coal for HL&P's W. A, Panish generating
units 1s obtained, including the degree to which the chemical charactenstics of coal from one of those
suppliers led to HL&P's decision to upgrade existing pollution control equipment by installing baghouses
on three of those generating units. The Utility Commussion staff requested that, pending the outcome of
the separate docket, HL&P be at nsk for all costs associated with the installation of the baghouses
(e 1mated to total $178 million excluding AFUDC) and for payments imade for coal in excess of the
equ.valent of a delivered price of $1 51 per million Btu's

As a resuit of the Utility Commussion's action, the Company, HL&P and Unhity Fuels filed suit against
the two coal supphers in question in the United States District Court for the Northern District of Texas in
Dallas. In that lawsuit, the plamntffs requested the court to detenmine that performance under the
contracts should be suspended or the contracts modibied in the event the Utility Commission should
proceed to a final determunation that the maximum cost that can be wicluded in electne rates charged to
HL&P's customers is less than the amounts called for under the contracts. In addition, Utility Fuels began
withholding from payments to the coal suppliers the difference between the amounts called for in the
contracts and the equivalent of a delivered price of $1.51 per mulion Biu's and sought to deposit that
ditference into the registry of the Court. In response, both coal supphers filed counterclaims and motions
for partial summary judgment on those counterclaims. On November 18, 1986, the trial court granted
those metion: for summary judgment in part, ruling that HLEY and Utility Fuels must pay the full
contract prce for coal pending the outcome of the Utility Commission proceeding and directing that the
amounts previcusly withheld be paid to the coal companies with witerest
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The Company, HL&P and Utility Fuels apealed the tnal court's decision to the Fifth Circuit Court of
Appeals and continued to withhold the amounts n dispute pending the outcore of the appeal, On
October 7, 1987, the Fifth Circuit Court of Appeals ruled that the tnal court's decision was not a final,
appealable order and therefore dismissed the appeal without considenng the issues raised therein.

On April 20, 1987, a Utility Commmssion Hearings Examiner granted a motion by HL&P to suspend
the procedural dates then in effect in Docket No. 6963 in order to aliow Utility Fuels, HL&P and the coal
companies to continue negotiations of certain modifications to the coal supply arrangements i an
attempt 1o provide the basis for resolution of the issues in Docket No. 6963. Those negotiations were
concluded on December 21, 1987, when amendments to both coal supply contracts in question were
executed. Under the amende! contracts, the pnce paid by Utility Fuels was reduced as of January 1,
1988, and changes were made in the escalation and certain other provisions of the contracts. At the time
the amended contracts were executed, Utility Fuels, pursuant to an agreed court order, paud the coal
suppliers the amounts which previously had been withheld, including mterest thoreon.

In January 1988, HL&P and the Utility Commission staif filed testimony proposing that the amended
coal supply arrangements be accepted by the Utility Commuission in resolution of the issues raised in
Docket No. 6963. HL&P also filed an agreed stipulation executed by HL&P, the staff and one other party
to the docket. Under the stipulation, the new coal supply arrangements would be accepted by the Utility
Commission and issues raised in the docket with respect to (i) prudence of amounts incurred prior to
January 1, 1988 and (1) the relanonship of coal quality to the decision 1o install baghouses would be
resotved without disallowance of amounts paid by HL&P for prior coal deliveries. However, in March
1988, the Utiity Comimission Heanings Examiner considenng the docket issued & recommended decision
in which he urged the Utihty Commission to remand the matter for further evidentiary proceedings on
certain points in the proposed stipulation which were questioned by the Hearings Examiner. Rather than
reopening the record on his own motion, the Heanngs Examunier chose to present his concems to the
Utility Commussion for ruling pnior to remand A decision by the Utility Commussion on the Hearings
Examiner's recommendations is expected at the end of March 1988. In the event that the outstanding coal
prudence issues are not resolved by the Utility Commussion on a mutually acceptable basis, the parties to
the new coal supply arrangements have reserved the nght \. terminate those arrangements and resume
the litgation relating to the previous long-term agreements.

While HL&P and the Company can give no definitive assurance regarding the ultimate resolution of
this matter, they presently do not believe that such resolution will have a matenal adverse impact on
HL&P's or the Company’s financial position, Should HL&P be unable to recover its costs, such costs may
have to be charged against earnings.

On July 31, 1986, HL&P and Utility Fuels filed suit in Federal District Court in Houston, Texas against
three railroad holding companies and their railroad operating subsidiaries and two other raitroads, The
suit alleges that the railroads violated certain federal statutes, including the Sherman Act, in activines
aimed at precluding dev=lopment of coal slurry pipelines that could have delivered coal to the plantiffs
in competition with the railroads. On February 13, 1987, with the agreement of all parties, the Federal
District Court in Beaumont, Texas entered its order permitting HL&P and Utitity Fuels to file the same
claims for alleged antitrust viclations against the same ratiroads by intervention in an action there
pending between a third party and the same railroads. HL&P and Utility Fuels have joined with the
railroads in requesting the Federal District Court in Houston to stay proceedings in the Houston hogation
pending the outcome of the Beaumont litigation.

Among the defendants are the Burlington Northern Railroad Company (Burlington Northern) and the
Atchison, Topeka and Santa Fe Railway Company (ATSF). which supply rail transportation services o
Utility Fue'- for cval purchased from mines in the Powder River Basin in Montana and Wyoming. In the
litigation, Burlington Northemn and ATSF have filed counterclaims based on the assertion that certain of
the matters alleged to be in dispute in the Btigation filed by Utility Fuels and HL&P were settled as a
result of the execution of the Rail Transportation Agreement, dated March 8, 1983, among Utility Fuels
and Burlinglon Northemn and ATSF. Accordingly, the counterciams assert that Utility Fuels is 1 breach
of its obligation under the Rail Transportation Agreement by virtue of the filing of suil agamnst Burlington
Northern and ATSF.

In their counterclaims Burlington Northern and ATSF seek unspeafied damages, including punitive
damages. Utility Fuels and HL &P regard the counterclaims to be withou ment, but no assessment of the

ultimate outcome of the ligation can be made at this e See also Note 10-Jomtly Owned Nuclear Plant
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In December 1986, the second of two 720 megawatt, lignite-fired generating units at HL&P's Limestone
Electric Generating Station (Limestone) was placed into commercial operation. o January 1987, HL&P
requested that the Unlity Commission order an accounting treatment which would permit HL&P to
capitalize operating and maintenance expenses, non-reconcilable mining and handhing charges, taxes and
depreciation associated with Limestone Uit No. 2 and to continue recording AFUDC from the date Unit
No, 2 was placed in commercial operation until the date when new rates are implemented that reflect
Limestone Uriit No. 2 as plant in service in rate base (Docket No. 7375). HL&P further requested, as an
alternative, that if the mining and handling charges referred to above are not allowed to be capitalized.
then those costs would be allowed recovery through the reconcilaile fuel portion of base rates. Hearings
in this docket concluded on June 10, 1987, and a decision by the Unlity Commission is pending. A similar
accounting treatment had beun requested by HL&P for Limestone Unit No. 1 but was denied by the
Utility Commussion. Until rate relief or other regulatory action is taken with respect to Limestone Unit
No. 2, operating resuits of HL&P and the Company will be adversely affected.

10. Jointly-Owned
Nuclear Plant

HL&P is project manager and one of four participants in the South Texas project, which consists of two
1,250 megawatt nuclear generating units. Each participant finances its own share of construction
expenditures with HL&P's participating interest in the project currently being 30.8% . As of December
31, 1987, HL&P's investments in the South Texas project and in nuclear fuel, including AFUDC, were
$2.2 billion and $131 million, respectively.

Pending Litigation and Agreement in Principle with the City of Austin.
in January 1983, the City of Austin {Austin}, one of the four owners of the South Texas project, filed suit
against HL&P and the Company in the 98th Judictal Distnct Court in Travis County, Texas (Cause No
343,240), alleging that HL&P had misrepresented the capabilities of the original architect-engineer and
construction manager of the project and failed to properly perform its duties as project manager. Because
of such alleged misrepresentations and failures, Austin asserted 1t was entitled to, among other things, (a)
a reformation of the participation agreement such that Austin would convey to HL&P its 16% interest in
the project, (b) a refund from HL&P of the approximately $437 million expended by Austin to that date,
and of all sums expended by Austin on the project thereafter, and (c) damages in an additional
unspecified amount. In December 1985, Austin filed an amended petition which again alleged that HL&P
had misrepresented the capabihties of the former architect-engineer and failed to properly perform its
duties as project manager for the South Texas project. In addition, the amended petition asserted claims
against HL&P under the Texas Deceptive Trade Practices-Consumer Protection Act (DTPA) and sought,
from HL&P and the Company, either (a) an unspecified amount of damages, including treble domages to
the extent proper under the DTPA, as well as pre-judgment interest costs and attomeys’ fees, or (b) «
reformation of rescission of the participation agreement for the South Texas project requiring HL&P to
return to Austin all of the moneys expended by Austin with respect 1o its 16% interest in the project to
the date of the judgment, with interest, relieving Austin of all future obligations with respect to such
interest in the project, and providing for a concurrent transfer by Austin of such interest to HLAP

Austin and HL&P have hiled motions for partial summary judgment. On October 10, 1986, the trial
judge ruled that Austin is not entitled to reformaiion o. ‘escission of the participation agreement for the
South Texas project. The tnal judge overruled HL&AP's motion for partial summary judgment directed at
Austin’s allegations asserting a cause of action under the DTPA and HL&P's motion for partia) summary
judgment directed at Austin’s allegations that there was fraud in the inducement relating to Austin's entry
mto the participation agreement. On June 29, 1987, a newly appointed trial judge denied Austin's
motion seeking to hold HL&P responsible for the actions of the former architect-engineer. The judge
denied, however, HL&P's request for summary judgment on all claims relating to the perticipation
agrecinent. The judge ruled th~t Austin must prove that HL&P breached the participation agreement by
failing to report matenal information and must prove damages specifically related to such failure to
provide information. The judge permitted Austin to maintain s claim for $830 million under this theory
of recovery if it could show that the owners would have cancelled the South Texas project in 1976 and
that Austin would have built a coal plant m lieu of the South Texas project. However, on August 10,
1987, Austin provided an updated calculation of its alleged damages under that daim, dropping its clam
under this theory of recovery to $740 mullion. On August 11, 1987, the judge reversed the earlier order
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parties to later assert that the Third Party Petition should be dismissed or severed for a separate tnal in
the Austin litigation or severed into a separate docket independent of the Austin litigation. The court also
advised the parties that in no event would San Antonio, CPL and CSW be required to participate in the
trial of the pending suit between Austin and HL&P. HL&P has also filed an original complaint in the
130th District Court of Matagorda County against San Antonio, CPL and CSW requesting substantially
the same relief. If the court in the Austin litigation does not ultimately dismiss the Third Party Petition,
prosecution of the action in Matagorda County will be deferred.

On March 3, 1988, San Antonio and CPL filed responses to the Third Party Petivion, and each
delivered letters requesting arbitranion. In their responses and letters, both San Antonio and CP1 asserted
that HL&P has breached its duties and obligations as project manager for the South Texas project and is
liable to San Antonio and CPL for resulting unspecified damages. San Antonso and CPL asked the tnal
judge in the Austin litigation to compel their requested arbitration and to stay further procecdings with
respect to CPL and San Antonio pending the outcome of that arbitration. They further asked the trial
court to enjoin HL&P from pursting either its Third Party Petition or the separate lingation filed by
HL&P in Matagorda County. No heaning has been scheduled by the court in the Austin litigation to
consider these matters. CSW also responded to the Third Party Petition on March 3, 1988, asking that
further proceedings be deferred pending the arbitration, and den’ ng any liability with respect 1o the
South Texas project.

The parties have continued settlement negotiations withis work contemplated by the
Agreement in Principle; however, no prediction can be made o nether a settlement with Austin can
be achieved If a defimtive agreement cannot be reached, any juw_ et entered after tnal, as well as the
intermediate ruling discussed above, will be subject to appeal after trial. With respect to the pending
litigation, HL&P and the Company regaad Austin’s claims and those asserted by CPL and San Antonio to
be without merit. While HL&P and the Company cannot give definitive assuranice regarding the ultimate
resolution of these matters, they presently do not believe such resolution will hav~ a matenial adverse
umpact on HL&P's or the Company's financial position.

Assuming the Agreement in Principle 1s consummated, HL&P's construction and nuclear fuel expends:
tures would increase by $2035 million for the 1988- 1990 penod, $92 million of which is related to
reimbursement of costs incurred by Austin prior to 1988 and the purchase of Austin's nuclear fuel

Order of the Texas Supreme Court.

On November 4, 1987, the Texas Supreme Court entered an order which likely will delay the schedule
for Docket No. 7725 and centain other dockets pending before the Utility Comaussion. The Court’s order
directed the Commissioners of the Utility Commussion to stay hearings and actions in Docket No, 7725
and centain other dockets peading disposition by the Court of 2 Motion filed by the Attorney General of
Texas for Leave to File Petition for Writ of Mandasius against the Commissioners. In addition to Docket
No. 7725, the Court’s order apphes to Docket No. 6184, an inquiry concering the economic viability of
Unit No. 2 of the South Texas project, and Docket No. 7582, in which HL&P petiioned for deferred
accounting treatment for costs related to Umit No. 1 of the South Texas project. The mandamus petition
arose from action by the Utiity Commission in these and certain other dockets denying the Attorney
General's petibions to intervene on behalf of the Texas state agencies.

HL&P and the Company cannot be certain at this time as to the duravon of the Texas Supreme Court's
stay or as to the effect of the Court’s action on these dockets. A hearing by the Court on the Attomey
General's petition was held on December 16, 1987, and the Writ of Mandamus will remain in effect untl
the Texas Supreme Court resolves this ssue

Prudence Review of South Texas Project by Utility Commission.

The Uthty Commussion has instituted a prudence review of the South Texas project for the purpose of
reaching s final and binding determmation for future rate base treatment of the amounts invested in the
South Texas project This proceeding (Docket No. 6668) will encom pass an investigation of the pridence
and efficency of the planning, management and construction of the South Texas project, as well as the
proper accounting treatment of the proceeds recerved from the fortner architect-engmecr in the settle-
ment {Settlement) of certain litigation relating to the South Texas project. There 15 no defiritive schedule
for commencement of hearings, but it s unlikely that hearings will begin before the fall of 1988

'lﬂ.lwﬂyhowmd mthe‘lhwdl’my?ﬂiunm(m&nhnm CPL and CSW without prejudice to the right of those
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L (continued)

10 Jointly-Owned  In August 1987, the NRC granted » lo nower opes ating license for Unit No. 1 of the South Texas

praject. fa 1987, the Government Accountability Project (GAP), a citizens interest group, demanded that
the NRC establish a special task force 10 investigate alleged safety defects ot the South Texas project The
group claimed to have evidence ot defects but refused to turn over the evidence untl late in 1987, The
NRC concluded an on-site investigation to review and evaluate the GAP allegations. The NRC review of
all the GAP allegations has dentified no substantive safety issues that would warrant delay in the NRC's
consideration of a full power license for Unit No. 1 of the South Texas project. In February 1988, the
NRC imposed a cvil penalty w the amount of $75.000 for two instances in late 1987 when operations
dunng testing at the South Texas project violated certain technical specifications, In March 1988, the
NRC imposed a second civil penalty in the amount of $50,000 for secunity deficiencies indentified in the
fall of 1987,

Initial criticality at Unit No. 1 of the South Texas project was achieved in March 1988. The delay in
achieving tnitial coticality has been principally attributable to certain equipment prollems identified
during the testing process, which have been analy:ed ad corrected, and the need for additional operator
traimng undertaken to address concerns raised by the NRC, The steps remaining before Umit No. 1 can
be placed into commercial operation are satisfactory completion of low power operation ard the receipt
of a full power license from the NRC.

The n-service date and cost estimate for Unit No. 1 of the South Texas project are subject to
continuing review in light of these matters and the ongoing testing process. HL&P estimates that three to
five montiss of additional testing will be required after initial criticality before Unit No, 1 can be placed in
commercial operation. Aithough no definitive estimate of additional costs has been approved, HL&P
anticipates that cost increases in the range of §100 to $150 mullion (of which HL&P's portion would be
§31 to $4/ million based an its 30 8% interest) may result from the delays in achieving initial criticality
2.4 e resulting delav in the anticipated date of commercial operation of Unit No, 1. HL&P estimates
that t e carrying cost of its 30.8% interest in the South Texas project is approximately $15 million per
month

Comu.iernial operation of Unit No, 2 of the South Texas project is scheduled to commence in June 1989,

Nuclear Insurance.

HL&P and the other owners of the South Texas project have obtained all nuclear property and nuclear
liablity insurance required to date, and additional insurance coverage will be purchased when the full
power license for Unit No. 1is obtained. In addition, HL&P is evaluating insurance coverage for
mcremental replacement power costs resulting from certain possible outages at the South Texas project
However, there can be no assurance that all potential losses or liabilities wall be insurable or that the
amount of insurance carmed will be sufficient to cover all potential Josses and liabilities. Any substantial
losses not covered by insurance could have a matenial adverse effect on the financial condition of HL&P
and the Company.

The owners of the South Texas project currently maintain property damage insurance in the amoust of
$1.23 bilhon through Amencan Nuclear Insurers (AN]) and Nuclear Electr Insurance Limited (NEIL)
and are planming to purchase an additional $165 million in limits from NEIL when the full power lcense
for Unit No. 115 oblained. The owners are also considering the purchase of an additional $130 million ia
limits w tucl, has recently become available from ANI. The NEIL excess propert:: damage insurance miust
be used to cover decontamination and clean-up expenses before being used to cover direct losses to
property. Aithough there can be no assurance as to the maxymum amount of property insurance available
from time to tume, it is anticipated that property insurance coverage will he maintamned for the South
Texas project in such amounts as are customary in the industry for similar nuclear gencrating plants Asa
member insured of NOIL, HLAP will become subject to annual assessments, which could amount to
approxiniately $9 mulion for the project, in the event that losses as a result of an accident at a nuclesr
plant of any NEIL insured compeny exceed the scoumulated funds avaslable to the insurer. HL&P and
the other owners of the South Texas protect have entered into an arrangement such that the total costs o
nsurance for the South Texas project (including premiums and assessments) are to be shared pro rata
based upon the ownens” respective ownership interests in the project Under this arrangement, HIE&P
would ultimately bear that portion of total property damage insurance costs, including any assessment by
NEIL, attnbutable tu its ownership mterest (carrently 30 8%




Effective in October 1987, the NRC amended its regulations to require nuclear power plant licensees
10 obtain property insurance coverage in the mimmum amount oi $1.06 billion. These regulations further
provide that the proceeds of this insurance shall be used to first ensure that the licensed reactor isin a
safe and stable condition »nd can be maintained i» that condition so as to prevent any significant risk to
the public health or safety. Any property insurance proceeds not already expended to place the reactor in
a safc and stable condition must be used first o complete decontamination operations that may be
ordered by the NRC.

The owners of the South Texas project are insured against liability claims that may result from a
nuclear incident to the full amount 10 which such claims are limited under the Pnce-Anderson Act (which
15 $720 mallion as of January 18, 1755). In January 1987, HL&P and the other owners of the South Texas
project executed with the NRC an i demnification agreement under the provisions of the Price-Anderson
Act. This limitation on hability will increase by $5 mullion for each additional operating license i1ssued by
the NRC. This insurance s provided through a combination of private insurance and a mandatory
industry-wide program of sell-insurance under which heensees may be assessed in the event of a nuclear
incident involving any licensed {u 1lity in the United States up to §5 million per incident for each of its
licensed reactors and up to a maxinum per reactor owned of $10 million in any calendar year. HL&P
and each of the other owners are subiect to such assessments, which HL&P and such owners have agreed
will be bome on the basis of their respective ownership interests in the project. For purpases of such
assessment, the South Texas project currently has one licensed reactor. When fuel loading begins at Unit
No. 2, which 1s expected i December 1985, the South Texas praject wid have two licensed reactors,

Various proposals have been made to amend the Pnce-Anderson Act including amendments which
would increase the limit on liability. If enacted, such amendments could resut in an increase in
assessments ot other charges to fund the resulting increased coverage. HL&P is unable to predict what
action Congress might take regarding the Price-Anderson Act or what effect such actions might have on
HL&P.

In January 1987, HL&P anncunced that the schedule for the construction of two 643 megawatt lignite
units at the proposed Malakoff Electnic Generating Staton in Henderson County, Texas (the Malakoff
project} had been modified. The seheduled 1n-service dates, which are the dates the units are expected to
be available to meet peak demand, are now 1997 for Unit No. 1 and 1999 for Unit No. 2. The modified
schedule resulted from lowered projections of future demand for electricity in the Houston area. Asa
result of the modified schedule, all developmental work on the two lignite units has stopped, but HL&P
will resume activity when necessary to meet load growth requirements. HL&P's total investment in the
Malakoff project. thiough December 31, 1987, 1s $154 million including AFUDC and land. This amount
is included in Plant He!d for Future Use and the accrual of AFUDC has been suspended until such time
as construction resumes. HL&P has agreed to indemnify Utility Fuels for all necessary and actual costs
incurred due to the modification of the schedule, Utility Fuels has invested $121 million in hignite
reserves and handling systems relating to the Malakoff project through December 31, 1987 and
suspended capitalization of interest effective December 31, 1986. For the 1988-1990 period, Utility
Fuels antiapates $22 million of expenditures relating to the Malakoff project which are pnmarily
associated with keeping lignite leases and other related agreements in effect

The Utility Commission has allowed recovery of certain costs over a penod of time by amortizing those
costs for rate making purposes. However, unrecovered amounts have not been included in rate base and,
as 2 result, no return on investment is being eained duning the recovery penod. The amounts of such
assets and the remaining recovery period applicable to each are listed below

Unrecovered Amount Remaining Recovery Period
{Thousands of Dollars) at December 31, 1927 at December 31, 1987
Allens Creek Project $36.129 60 months
(ther 4828 11-106 months




The current and deferred components of tax expehscs are as follows: _
Year Ended December 31,

(Mhousands of Dollars| | ' 1987 198 1985
Current: U, S $93607 § 23357 § 52259
Foreign 4703 2,781 2,512
Deferred: Liberahzed depreciation 79,894 88,441 85472
Applicable to AFUDC 40,263 50310 47842
Investment tax credit-net (3472) 28,174 51,495
Oil and gas 695 (6,460) (17,440
Other-net 2,652 29,268 17,989
Federal income taxes $218,342 $215901 §240,189

Effective federal income tax rates are lower than statutory corporate rates for each year as follows
Year Euded December 31,

{Thousands of Dollars) 1987 1986 1985
Income before federal income taxes $653.300 $640836 $674.315
Preferred dividends of subsidiary 31,406 26,817 26,602
Total 684706 HA7H53 700,917
Statutory rate 40% 46% 46%
Federal income taxes at statutory corporate rate 273882 307120 322422
Reduction in taxes resalting from:
AFUDC -other included in income 57434 78,360 70,953
Other-—net (1,894) 12859 11,280
Total 55.540 91,219 82,233
Federal mcome taxes $218342 $215901 $240.189
Effective rate 31.9% 32.3% 34.3%

14. Supplemen-

Taves, other than federal income taxes, were charged to expense as follows

wa’E‘FF nse Year Ended December 31,
(Thousands of Dollars) 1987 1486 1985
ctnic
Ad valorem $ 7668 § 73366 § 62806
State gross receipts 35177 311,630 8,349
Payrul] 15,222 18,788 17,712
PUC assessment 4758 4709 5717
Miscellaneous 19.824 18,298 15,601
Tatal 151.667 146,791 140}, 185
Taxes included in cost of fuel sold 5.936 4 743 1193
Taxes included in oil and gas expense 5475 7.067 8,924
Total $163,078 $158601 8152302
Research and development costs charged to expense § 16141 § 14462 § 14038
15. Cable KBLCOM owns a 50% interest in Paragon Communications (Paragon), a partnership that owns cable
Television Joint television systems which, as of December 31, 1987, served approximately 651,000 basic cahle customer
Venture and approximately 469,000 premium programming customers, The remaining interest in the partuership

# owned by American Television and Communications Corporation {ATC). 4 subsidiary of Time, fn




In June 1987, Paragon entered into a $430 million revolving credit and letter of credit facility
agreement with a group of banks. Borrowings under the agreement are non-recourse to the Company
and to ATC. The initial barrowings under the facility were used to provide permanent financing for the
acquisition of cable television properties formerly owned by Group W Cable, Inc

The Company tecords its investment in Paragon utilizing the equity method of accounting. KBLCOM
experienced after-tax losses of $10.6 million and $6.5 million during 1987 and 1986, 1 “spectively

16. Subsequent
Events

In January 1988, HL&P sold $400 million aggregate principal amount of 9% % first mortgage bonds
which will mature in approximately equal principal amounts in each of the years 1991, 1992 and 1993.
In January 1988, HL&P deposited $52 mullion with the bond trustee to redeem all of the outstanding
bonds of the 13%% series at 100% of the pancipal amount and to pay accrued interest. The bonds were
redeemed pursuant to the general redemption provisions of HL&P's Mortgage and Deed of Trust.

Houston, Texas
March 3, 19858

17. Unaudited The following unaudited quarterly financial information includes, in the opimon of management, all

Quarterly adjustments (which comprise only normal recurring accruals) necessary for a fair presentation. Quarterly

Information results are not necessanly indicative of expectations for a full year’s operations because of seasonal and
other factors, including rate increases and vanations in operaling expense patterns

Operating Net Eamings per

{Thousands of Dollars) Revenues Income Income Commor Share
Marcii 31, 1986 $ 795,752 $129627 § 717 § o7
June 30, 1986 860,426 135437 78151 70
September 30, 1986 1,100,220 326245 184,845 165
Dece nber 31, 1986 778567 135272 89,222 79
March 31, 1987 77,250 106533 57775 50
June 30, 1987 899016 171,136 99,690 86
September 30, 1987 1,135,680 327527 2034676 1.75
December 31, 1987 816,267 132272 73817 63

18. Reclassification (ertain amounts from the previous vears have been reciassified 1o conform 1o the 1987 presentation of
financial statements. Such reclassifications do not affect eamings.

AUDITORS' OPINION

Houston Industries Incorporated

We have examined the consolidated balance sheets and the statements of subsidianies’ preferred stock and long-term debt of
Houston Industries Incor orated and subsidianes us of December 31, 1987 and 1986 and the related statements of
consolidated income, consohidated retained camings and changes in consolidated financial position for each of the three years
in the period ended December 31, 1987 Our examinations were made in accerdance with generally accepted auditing
standards and accordingly, included such tests of the accounting records and such other auditing procedures as we considered
necessary in the circumstances

In our opinion, the accompanying consolidated financial statements present fairly the financal position of the Company and
its subsidianies at December 31, 1987 and 1986 and the results of their operations and the changes in their financial position
for each of the three vears in the penod ended December 31, 1987, in conformity with generally accepted accounting
principies applied on a consistent basis

DELOITTE HASKINS & SELLS
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