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PART I
ITEM 1. BUSINESS.

Houston Industries Incorporated (Company) is a diversified international
energy services company. Its Houston Lighting & Power Company division is an
electric utility serving approximately 1.6 million customers in the City of
Houston, Texas, and surrounding areas on the Texas Gulf Coast. NorAm Energy
Corp., the Company's largest subsidiary (NorAm), is a natural gas utility
serving over 2.8 million customers in Arkansas, Louisiana, Minnesota,
Mississippi, Oklahoma and Texas. NorAm, through its subsidiaries, is also a
major interstate natural gas pipeline company and a provider of energy marketing
services.

The Company's other principal subsidiaries include Houston Industries
Energy, Inc. (HI Energy), which participates in the privatization of foreign
generating and distribution facilities and the development and acquisition of
foreign independent power projects, and Houston Industries Power Generation,
Inc. (HIPG), which participates in the acquisition, development and operation of
domestic non-rate regulated power generation facilities.

The Company acquired NorAm in August 1997 in a transaction (Merger)
involving the merger of the Company's former parent corporation, Houston
Industries Incorporated (Former HI), into the Company, and the merger of NorAm's
predecessor corporation (Former NorAm) into a newly formed subsidiary of Former
HI. As a result of the Merger, the Company's operating activities include the
following segments: Electric Operations, Natural Gas Distribution, Interstate
Pipeline, Energy Marketing, International and Corporate. Information regarding
these segments is set forth in "Management's Discussion and Analysis of
Financial Condition and Results of Operations of the Company -- Results of
Operations by Business Segment" and Note 15 to the Company's Consolidated
Financial Statements, which note is incorporated herein by reference. NorAm's
principal operating segments include Natural Gas Distribution, Interstate
Pipeline and Energy Marketing.

The Company, subject to certain limited exceptions, is exempt from
regulation as a public utility holding company pursuant to Section 3(a)(2) of
the Public Utility Holding Company Act of 1935, as amended (1935 Act). For
additional information regarding the Company's status under the 1935 Act, see
"-- Regulation -- Public Utility Holding Company Act."

The Company, incorporated in 1906, is a Texas corporation. NorAm,
incorporated in 1996, is a Delaware corporation. The executive offices of the
Company and NorAm are located at Houston Industries Plaza, 1111 Louisiana,
Houston, Texas 77002 (telephone number: 713-207-3000).

CERTAIN FACTORS AFFECTING THE ENERGY SERVICES INDUSTRY

Various factors are currently affecting the energy services industry,
including increasing levels of competition, legislative and regulatory changes,
stringent environmental regulations, contingencies associated with nuclear plant
ownership, and diversification into businesses outside of traditional
rate-regulated utility operations. The effects of these and other factors on the
business and operations of Company and its subsidiaries are described in
"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."

FORWARD - LOOKING STATEMENTS

Statements contained in this Form 10-K that are not historical facts are
forward-looking statements as defined in the Private Securities Litigation
Reform Act of 1995. Forward-looking statements are based on management's beliefs
as well as assumptions made by and information currently available to
management. Because such statements are based on assumptions as to future
economic performance and are not statements of fact, actual results may differ
materially from those projected. Important factors that could cause future
results to differ include (i) the effects of competition in the electric power
and natural gas industries, (ii) legislative and regulatory changes, (iii)
fluctuations in the weather, (iv) fluctuations in energy commodity
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prices, (v) environmental liabilities, (vi) changes in the economy and (vii)
other factors discussed in this and other filings by the Company and NorAm with
the Securities and Exchange Commission. When used in the Company's or NorAm's
documents or oral presentations, the words "anticipate," "estimate," "expect,"
"intend," "objective," "projection," "forecast," "goal" or similar words are
intended to identify forward-looking statements.

The following sections of this Form 10-K contain forward-looking

statements: "Business -- Electric Operations -- System Capability,"

"Business -- Electric Operations -- Capital Expenditures," "Business -- Electric
Operations -- Fuel," "Business -- Energy Marketing -- Energy Marketing and Risk

Management -- Electric Power Marketing," "Business -- International,"

"Business -- Corporate," "Business -- Regulation" and "Business -- Environmental

Matters" in Item 1 of the Form 10-K; "Legal Proceedings" in Item 3 of this Form
10-K; "Management's Discussion and Analysis of Financial Condition and Results
of Operations of the Company -- Results of Operations by Business

Segment -- Energy Marketing," "Management's Discussion and Analysis of Financial
Condition and Results of Operations of the Company -- Results of Operations by
Business Segment -- Corporate," "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," and
"Management's Discussion and Analysis of Financial Condition and Results of
Operations of the Company -- Liquidity and Capital Resources -- Company
Consolidated Capital Requirements" in Item 7 of this Form 10-K and "Quantitative
and Qualitative Disclosures about Market Risk" in Item 7A of this Form 10-K.

ELECTRIC OPERATIONS

The Company generates, purchases, transmits and distributes electricity to
approximately 1.6 million residential, commercial and industrial customers in a
5,000 square-mile service area on the Texas Gulf Coast, including the City of
Houston, Texas, the nation's fourth largest city. The Company's electric utility
operations are conducted through an unincorporated division of the Company known
as "Houston Lighting & Power Company" or "HL&P" (HL&P). All references in this
Form 10-K to "Electric Operations" refer to the electric utility operations
conducted by HL&P. Electric Operations does not include the development,
acquisition and operation of independent power generation facilities by HIPG.
These activities are discussed in "Corporate" below.

For the year ended December 31, 1997, Electric Operations represented
approximately 62% of the Company's total consolidated revenues and 93% of its
operating income. For additional financial and operating data regarding Electric
Operations, see "Management's Discussion and Analysis of Financial Condition and
Results of Operations of the Company -- Results of Operations by Business
Segment -- Electric Operations" and Note 15 to the Company's Consolidated
Financial Statements, which information is incorporated herein by reference.

All projections and other forward looking data set forth under "Electric
Operations," including projections regarding System Capability and Capital
Expenditures, assume the continued existence of a cost-based regulatory system.

SERVICE AREA

Houston's economy is centered primarily on energy sector industries, such
as oil companies, petrochemical and refining complexes, industrial and
petrochemical construction firms and natural gas distribution and processing
centers. During the year ended December 31, 1997, energy sector industries
accounted for approximately 34% of Electric Operations' industrial electric base
revenues and 8% of its total electric base revenues. Other important sectors of
Houston's economy include the Port of Houston, the Johnson Space Center and the
Texas Medical Center.

The Company is a member of the Electric Reliability Council of Texas, Inc.
(ERCOT) and is interconnected to a transmission grid encompassing most of the
State of Texas.
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ELECTRIC UTILITY ASSETS

All of the electric generating stations and other operating properties used
in the business of Electric Operations are located in the State of Texas.

The Company owns and operates (i)12 electric generating stations with a
combined turbine nameplate rating of 13,554,608 kilowatts (Kw) and (ii) 213
major substations having a total installed rated transformer capacity of 59,407
megavolts (Mva). The Company is also one of four co-owners of the South Texas
Project Electric Generating Station (South Texas Project), a nuclear generating
plant consisting of two 1,250 megawatt (MW) nuclear generating units in which
the Company has a 30.8% ownership interest. For additional information regarding
the assets used in Electric Operations' business, see "Properties" in Item 2 of
this Report.

SYSTEM CAPABILITY

The following table sets forth information regarding the system capability
of Electric Operations:

MAXIMUM HOURLY FIRM DEMAND

INSTALLED oo

NET PURCHASED TOTAL NET % CHANGE
CAPABILITY POWER CAPABILITY FROM

YEAR (Mw) (Mw) (1) (Mw) DATE MW(2) PRIOR YEAR
1993, .ttt 13,679 945 14,624 Aug. 19 11,336 5.1
1994, it 13, 666 720 14,386 Jun. 28 11,126 (1.9)
1995, .0ttt 13,921 445 14,366 Jul. 27 11,452 2.9
1996, .t it 13,960 445 14,405 Jul. 23 11,694 2.1
1997, i 14,040 445 14,485 Aug. 21 12,194 4.3

(1) Reflects firm capacity purchased. For additional information on purchased
power commitments, see "-- Fuel -- Purchased Power" below.

(2) Excludes loads on interruptible service tariffs, residential direct load
control and commercial/industrial load cooperative capability. Including
these loads, the maximum hourly demand served in 1997 was 13,407 MW compared
to 12,667 MW in 1996.

Based on present trends, the Company estimates that the maximum hourly firm
demand for electricity in the service area of Electric Operations will grow at a
compound annual rate of approximately 1.6% over the next ten years. Assuming
average weather conditions and including the net effects of demand-side
management programs, the Company projects that the reserve margin of Electric
Operations will decrease to an estimated 15% by 2001. For long-term planning
purposes, the Company intends to maintain the reserve margin for Electric
Operations at approximately 15% in excess of maximum hourly firm demand load
requirements.

Electric Operations experiences significant seasonal variation in its sales
of electricity. Sales during the summer months are higher than sales during
other months of the year due to the reliance on air conditioning in the service
territory of Electric Operations.

CAPITAL EXPENDITURES

The Company has an ongoing program to maintain the existing production,
transmission and distribution facilities of Electric Operations and to expand
its physical plant in response to customer needs. Assuming a target reserve
margin of 15%, the Company does not currently forecast a need for additional
capacity until 2002.

RESERVE

MARGIN
(%)



In 1997, Electric Operations' capital expenditures were approximately $234
million, excluding Allowance for Funds Used During Construction (AFUDC).
Electric Operations' capital program (excluding AFUDC) is currently estimated to
be approximately $331 million in 1998, $343 million in 1999 and $308 million in
2000. These expenditures relate primarily to improvements to Electric
Operations' existing electric generating, distribution and general plant
facilities. For the three-year period ending December 31, 2000, the aggregate
capital program for Electric Operations is estimated to be:

AMOUNT PERCENT OF TOTAL
(MILLIONS) EXPENDITURES
Generating facilities......... .o $207 21%
Transmission facilities........ ...t 34 4%
Distribution facilities.......vviirirnnnnnnnnnnnnns 443 45%
Substation facilities.......ouviiiiin it s 65 7%
General plant facilities.........ouiiiiiiinnnnnnnnnnnnnnnns 161 16%
NUClear fUEL. ...t i st st et s 72 7%

Total. .o e e s $982 100%

Actual capital expenditures will vary from estimates as a result of
numerous factors, including, but not limited to, changes in the rate of
inflation, availability and relative cost of fuels and purchased power, changes
in environmental laws, regulatory and legislative changes and the effect of
regulatory proceedings. For information regarding expenditures associated with
nuclear fuel costs and environmental programs, see "-- Fuel -- Nuclear Fuel
Supply" and "-- Environmental Matters" below.

Under the Public Utility Regulatory Act of 1995 (PURA) and the integrated
resource planning rules adopted in 1996 by the Public Utility Commission of
Texas (Texas Utility Commission), Texas electric utilities are required to
conduct public solicitations for all resources (e.g., generating capacity,
demand-side management programs, etc.) to satisfy future capacity needs. In May
1998, Electric Operations will file a preliminary integrated resource plan as
required under the rules.

FUEL

Based upon current assumptions regarding fuel (cost and availability),
plant operation schedules, load growth, load management and environmental
protection requirements, the projected future energy mix to be used by Electric
Operations in the generation of electricity is as follows:

ENERGY MIX (%)

ESTIMATED
HISTORICAL  ------------
1997 1998 2001
o 30 30 29
Coal and Lignite. .. ...t s s 41 42 43
T = Y 9 8 8
PUrchased POWEI . ...ttt ittt ittt ittt i it 20 20 20
10 o= 100 100 100
For information regarding current and historical fuel costs, see
"Management's Discussion and Analysis of Financial Condition and Results of
Operations of the Company -- Results of Operations by Business
Segment -- Electric Operations -- Fuel and Purchased Power Expense" in Item 7 of

this Report, which information is incorporated herein by reference.

Natural Gas Supply. During 1997, Electric Operations purchased
approximately 46% of its natural gas requirements pursuant to long-term
contracts with two suppliers (Midcon Texas Pipeline Company and Tejas Gas
Corporation). Electric Operations purchased an additional 23% of its natural gas
requirements under long-term contracts with other suppliers, and the remaining
31% of natural gas requirements on the spot
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market. Substantially all of Electric Operations' natural gas contracts contain
pricing provisions based on fluctuating spot market prices.

Based on the current market for and availability of natural gas, the
Company believes that Electric Operations will be able to replace the supplies
of natural gas covered under any expiring long-term contracts with (i) gas
purchased on the spot market or (ii) under long-term or short-term contracts.
The average daily gas consumption of Electric Operations during 1997 was 601
billion British thermal units (BBtu) with peak daily consumption of 1,349 BBtu.
Electric Operations' average cost of natural gas was $2.60 per million British
thermal units (MMBtu) in 1997, $2.31 per MMBtu in 1996 and $1.69 per MMBtu in
1995.

Although natural gas has been relatively plentiful in recent years,
available supplies are vulnerable to disruption due to weather conditions,
transportation constraints and other events. As a result of these factors,
supplies of natural gas may become unavailable from time to time, or prices may
increase rapidly in response to temporary supply constraints or other factors.

Coal and Lignite Supply. Electric Operations purchases approximately 80% of
the coal required to operate its four coal-fired units at the W. A. Parish
Electric Generating Station (W. A. Parish) under two long-term contracts from
mines in the Powder River Basin area of Wyoming. The first of these contracts
expires in 2010, and the other expires in 2011. Electric Operations obtains the
remaining coal required to operate these units under short-term contracts. The
majority of the coal purchased for W. A. Parish is currently transported under
an existing long-term rail transportation contract with Burlington Northern
Santa Fe Railroad. In 1997, Electric Operations completed construction of a
10-mile rail line to connect its W. A. Parish coal-handling facilities to Union
Pacific Railroad Company. During 1997 and 1998, Union Pacific Railroad Company
experienced significant delays in completing shipments of materials in and
through the City of Houston. To date, these delays have not had a material
adverse impact on Electric Operations' generation capability or its financial
results of operations. However, delays in rail shipments have reduced Electric
Operations' coal inventories below customary levels.

Electric Operations obtains the lignite used to fuel the two units of its
Limestone Electric Generating Station (Limestone) from a surface mine adjacent
to the plant. The Company owns the mining equipment, facilities and a portion of
the lignite reserves. The lignite reserves currently under lease and contract
are expected to be sufficient to provide substantially all of the lignite
requirements for Limestone through 2013.

Nuclear Fuel Supply. Fuel supply requirements for the South Texas Project
consist of (i) the acquisition of uranium concentrates, (ii) the conversion of
such concentrates into uranium hexafluoride, (iii) the enrichment of uranium
hexafluoride and (iv) the fabrication of nuclear fuel assemblies. The South
Texas Project has contracted for the raw materials and services necessary to
operate the plant through at least the following years:

Uranium. o s 2002(1)
{0707 0 17T o =3 o o 2002
Enrichment. . ... i e e 2014(2)
Fabrication. ...ttt ittt i e e s 2005

(1) Contracts provide for over 50% of the uranium concentrates required. The
balance of uranium concentrates requirements is expected to be provided by
future spot and medium-term contracts.

(2) The South Texas Project has suspended its enrichment services contract for
the period between October 2000 and September 2007 pursuant to an option
available under such contract. During this period, the Company understands
that the South Texas Project intends to obtain enrichment services through a
competitive bidding process. At present, the South Texas Project has
obtained competitive bids and is finalizing contracts for enrichment
services through 2004.

Although the Company and the other South Texas Project owners cannot
predict the future availability of uranium and related services, it is not
anticipated, based on current market conditions, that the South Texas Project
will have difficulty in obtaining fuel requirements for its remaining years of
operation. For information



8

regarding assessments for spent fuel disposal, decontamination and
decommissioning costs, see Note 4 to the Company's Consolidated Financial
Statements.

Purchased Power. At December 31, 1997, Electric Operations had contracts
covering 445 MW of firm capacity and associated energy. These contracts expire
as follows: 1998 -- 125 MW and 2005 -- 320 MW. Capacity payments under firm
purchased power commitments for the next three years are approximately $22
million per year. For additional information, see "Management's Discussion and
Analysis of Financial Condition and Results of Operations of the
Company -- Results of Operations by Business Segment -- Electric
Operations -- Fuel and Purchased Power Expense" and Note 12(b) to the Company's
Consolidated Financial Statements.

Recovery of Fuel Costs. Texas Utility Commission rules provide for the
recovery of certain fuel and purchased power energy costs through a fixed fuel
factor included in electric rates. For information on recovery of fuel costs,
see "Management's Discussion and Analysis of Financial Condition and Results of
Operations of the Company -- Results of Operations by Business
Segment -- Electric Operations -- Operating Revenues." The Company's two
principal firm capacity contracts (covering 320 Mw of firm capacity) contain
provisions allowing Electric Operations to suspend or reduce purchased power
payments in the event that the Texas Utility Commission disallows future
recovery of these costs through Electric Operations' rates for electric service.

COMPETITION AND REGULATORY MATTERS

The electric utility industry historically has been composed of vertically
integrated companies providing electric service on an exclusive basis within
governmentally defined geographic areas. Prices for electric service typically
have been set by governmental authorities under principles designed to provide
the utility with an opportunity to recover its cost of providing electric
service plus a reasonable return on its invested capital. In recent years,
federal legislation as well as legislative and regulatory initiatives in various
states have encouraged competition among electric utility and non-utility owned
power generators. These developments, combined with increasing demand for
lower-priced electricity and technological advances in electric generation, are
accelerating the electric utility industry's movement toward more competition.
These issues, as they affect the Company, including without limitation, the
Company's ability to recover its existing investment in certain electric utility
facilities, are discussed in "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 -- Competition -- Electric
Operations," which section is incorporated herein by reference.

For information regarding regulatory matters affecting Electric Operations,
see "-- Regulation -- Public Utility Holding Company Act",
"-- Regulation -- State and Local Utility Regulations -- Electric Operations,"
"-- Regulation -- Nuclear Regulatory Commission," "-- Environmental Matters"
below, "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 -- Rate Proceedings -- Electric Operations" and
Note 3 to the Company's Consolidated Financial Statements.
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OPERATING STATISTICS OF ELECTRIC OPERATIONS

YEAR ENDED DECEMBER 31,

(1) For reporting purposes,

(2)

customers of Electric Operations with an electric

demand in excess of 600 kilovolt-amperes are classified as industrial. Small

industrial customers typically are retail stores, office buildings,

universities and other customers not associated with large industrial

plants.

In 1996, the Company began calculating the number of customers based on the

number of active customers at month-end (as opposed to the number of billing

transactions). This change had the effect of increasing the number of

customers (primarily commercial) reported in 1996 by approximately 4,400.

Prior periods have not been restated.

7

1997 1996 1995
Electric Energy Generated and Purchased (Megawatt-Hours
(MwH) ) :
Generated -- Net Station Output............coiiiiiuninnnnnns 56,066, 845 55,170,841 53,447,128
PUFCRASEA . & vt ettt ettt et e e e e 14,008,452 12,540,172 10,452,818
Net Interchange. .. ... e 841 1,486 (1,488)
LI 1 Y 70,076,138 67,712,499 63,898,458
Company Use, Lost and Unaccounted for Energy.............. (3,075,143) (3,350,400) (2,822,876)
Total Energy SOLd...... .ottt 67,000,995 64,362,099 61,075,582
Electric Sales (MwH):
RESIAENTIAL . o ottt ettt et 19,365,892 19,048,238 18,103,209
00111 T= oo Y 15,474,761 14,640,762 14,233,413
SMall INAUSErial(d) . v ettt ettt e, 11,439,753 11,727,500 11,174,404
Large INdUSErial(d) .. v e e e unr e e s eneennennnennennnens 14,380,499 13,519,845 12,493,029
Street Lighting -- Government and Municipal............... 127,761 119,339 117,253
Total Firm Retail SaleS.........vvviuveunnnnnennnnn 60,788,666 59,055,684 56,121,308
Other Electric Utilities.......ouvuiiiiiiiiiiinininnnnnnnns 190,878 205,463 169, 750
Total FArm SaleS. . uuur ettt 60,979,544 59,261,147 56,291,058
Interruptible. ...t e e e s 4,278,458 4,038,277 4,093,385
OF oSy St M. 4 vttt et ettt ettt 1,742,993 1,062,675 691,139
(e - 3 67,000,995 64,362,099 61,075,582
Number of Customers (End of Period):(2)
RESIAENTIAL. o ottt et 1,378,658 1,353,631 1,327,168
commercial. .ot s 190,437 185,031 175,998
Small Industrial(d). ... .ottt 1,526 1,692 1,543
Large Industrial (Including Interruptible)(1)............. 132 126 127
Street Lighting -- Government and Municipal............... 86 83 82
Other Electric Utilities (Including Off-System)........... 20 15 11
LI 1 Y 1,570, 859 1,540,578 1,504,929
Operating Revenue (Thousands of Dollars):
Residential. ... s $1,662,177 $1,603,591 $1,471,702
COMMETCIAL. o v ettt ettt et ettt et ettt et et 1,065,917 986, 591 923,223
Small Industrial(d)...uvu it e e 616,419 611, 495 564, 609
Large Industrial(d). ...t it e i 529,718 473,451 431,499
Street Lighting -- Government and Municipal............... 24,868 22,125 20,679
Total Electric Revenue -- Firm Retail Sales........ 3,899, 099 3,697,253 3,411,712
Other Electric Utilities........oiviiuiiiiiiiiiiiiiiininnnnnns 11,330 18,841 22,207
Total Electric Revenue -- Firm Sales............... 3,910,429 3,716,094 3,433,919
INterruptible. ..ttt ittt e e e e 108,053 97,164 81,707
(03 032 =Y 36,798 25,995 12,250
Total ElectriC REVENUE. .. ... ii it iiinn i eennnnn 4,055,280 3,839,253 3,527,876
Miscellaneous EleCtriC REVENUES. .. .... ... irinnnrnennnsn 195,963 185,774 152,421
LI = $4,251,243  $4,025,027 $3,680,297
Installed Net Generating Capability (Kilowatts (Kw)) (End of
{222 e Yo 1 1S 14,040,370 13,960,370 13,921,370
Cost of Fuel (Cents per MMBtu):
[ 259.9 231.3 168.5
(570 - 0 201.8 210.8 202.5
00 o 108.4 111.1 124.8
T o T N 54.2 61.6 58.2
Y= = (o = 186.8 181.6 159.3
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NATURAL GAS DISTRIBUTION

NorAm, through its natural gas distribution division (Natural Gas
Distribution), purchases, transports, stores and distributes natural gas and
provides natural gas utility services to over 2.8 million residential,
commercial and industrial customers in six states, including the metropolitan
areas of Minneapolis, Minnesota; Houston, Texas; Little Rock, Arkansas; and
Shreveport, Louisiana.

Financial and operating data regarding Natural Gas Distribution are
discussed in "Management's Discussion and Analysis of Financial Condition and
Results of Operations of the Company -- Results of Operations by Business
Segment -- Natural Gas Distribution," in Note 15 to the Company's C