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[RELIANT RESOURCES LOGO]
RELIANT RESOURCES, INC.

Common Stock

This is an initial public offering of shares of common stock of Reliant
Resources, Inc. All of the 52,000,000 shares of common stock are being sold by
Reliant Resources.

Prior to this offering, there has been no public market for the common
stock. Our common stock has been approved for listing on the New York Stock
Exchange under the trading symbol "RRI," subject to official notice of issuance.

See "Risk Factors" on page 11 to read about factors you should consider
before buying shares of common stock.

NEITHER THE SECURITIES AND EXCHANGE COMMISSION NOR ANY OTHER REGULATORY
BODY HAS APPROVED OR DISAPPROVED OF THESE SECURITIES OR PASSED UPON THE ACCURACY
OR ADEQUACY OF THIS PROSPECTUS. ANY REPRESENTATION TO THE CONTRARY IS A CRIMINAL

OFFENSE.

Per Share Total
Tnitial public offering Price. ...ttt et e eeeeeeennnn $30.00 $1,560,000,000
Underwriting discCoUnt. ... .ttt ittt eeeeeeeeeeeeeeennnns $ 1.50 S 78,000,000
Proceeds, before expenses, to Reliant Resources............. $28.50 $1,482,000,000

To the extent that the underwriters sell more than 52,000,000 shares of
common stock, the underwriters have the option to purchase up to an additional
7,800,000 shares from Reliant Resources at the initial public offering price
less the underwriting discount.

The underwriters expect to deliver the shares in New York, New York on May
4, 2001.

GOLDMAN, SACHS & CO. CREDIT SUISSE FIRST BOSTON
ABN AMRO ROTHSCHILD LLC
BANC OF AMERICA SECURITIES LLC
DEUTSCHE BANC ALEX. BROWN
MERRILL LYNCH & CO.
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Prospectus dated April 30, 2001.

[INSIDE FRONT COVER PAGE —- DESCRIPTION OF ARTWORK]

The words "RETHINK," "RESHAPE" and "RESOURCE" are superimposed on the graphics
on the top half of the inside front cover page. The initial two letters "RE" of
each word are in 14.5 point font, and the remaining letters of each word are in
115 point font.

Six photographs are arranged across the center of the page in a montage. From
left to right and clockwise, the first photograph is of the Etiwanda plant in
California, the second is of a lightbulb, the third is of a part of the
Etiwanda plant, the fourth is of our trading floor, the fifth is of a gas
flame, and the sixth is of the skyline of downtown Houston.

The text "Reliant Resources (TM) 2001" appears in the bottom right corner of the
page.

[INSIDE FRONT COVER GATEFOLD —-- DESCRIPTION OF ARTWORK]
The word "ASSETS" appears at the top center of the gatefold.

Under the word "ASSETS," text near the top center of the gatefold reads "Net
generation capacity has tripled to 12,707 MW since 1998."

A photograph of five of our employees on our trading floor appears in the top
left corner of the gatefold.

A photo of two people conducting a business transaction appears in the top
right corner of the gatefold.

The words "OUR STRATEGY" appear in the middle center of the gatefold.
Directly under the words "OUR STRATEGY," the text reads "To aggressively pursue
growth opportunities in the restructuring electric markets where our

skills-based commercial approach provides us with a competitive advantage."

A photograph of the Etiwanda plant appears in the lower center of
the gatefold.

The word "TRADING" appears in the lower left corner of the gatefold above text
that reads "One of only five companies to rank in the top ten for both power
and natural gas trading."
The words "LONG-TERM CONTRACTS" appear in the lower right corner of the
gatefold above text that reads "Profit by marketing the capacity of other
generators."

[INSIDE BACK COVER —-- DESCRIPTION OF ARTWORK]
A photograph of a house appears in the top right corner of the back cover.
Under the photograph, the words "SELECT RETAIL MARKETS" appear above text that
reads "Capitalize on the retail opportunities in Texas, and target additional

markets with favorable regulatory structures."

The Reliant Resources logo in white on a dark background appears in
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the bottom right corner of the back cover page.

PROSPECTUS SUMMARY

This summary highlights selected information described more fully elsewhere
in this prospectus. This summary does not contain all the information you should
consider before investing in our common stock. You should read the entire
prospectus, including the financial statements and related notes, before making
an investment decision with respect to our common stock.

OUR BUSINESS

We are a rapidly growing provider of electricity and energy services with a
focus on the competitive segments of the electric power industry in the United
States and Europe. We acquire, develop and operate electric power generation
facilities that are not subject to traditional cost-based regulation and
therefore can sell power at prices determined by the market. We acquired our
first power generation facilities in 1998 and have grown our aggregate net
generation capacity to 12,707 megawatts, or "MW," as of March 31, 2001. We also
trade and market power, natural gas and other energy-related commodities and
provide related risk management services. We believe our trading, marketing, and
risk management skills complement our generation positions. The combination
provides greater scale and skill associated with the management of our fuel and
power positions, sophisticated commercial insights and an understanding of the
key regions in which we participate, and a wider range of ways in which we
participate in the market and are able to meet customer needs.

We intend to become a provider of retail electric services in Texas when
the market opens to retail competition in January 2002 and in other U.S. markets
with favorable regulatory structures and profit opportunities thereafter. We
will initially succeed to a significant retail electric customer base in the
Houston, Texas metropolitan area. We intend to build our retail business
elsewhere by capitalizing on the skills and systems we are building for the
competitive market in Houston.

We believe that the combination of our high quality portfolio of power
generation assets, our sophisticated trading, marketing and risk management
operations and our anticipated retail electric customer base in Texas provides
us with the foundation to successfully capitalize on the attractive growth
opportunities in the deregulating electric power markets. We also engage in
other businesses, specifically eBusiness, communications and venture capital,
that we believe provide potential opportunities for future growth.

As of March 31, 2001, we owned or leased electric power generation
facilities with an aggregate net generating capacity of 12,707 MW located in
five regions of the United States and in the Netherlands. We also had 2,770 MW
of generating capacity under construction as of that date. The following table
describes our facilities.

NET GENERATING CAPACITY (IN MW)
REGION OPERATING UNDER CONSTRUCTION TOTAL
Mid=AtlantiC. v e ettt ettt et e ettt ettt 4,262 - 4,262
SOUL NWE S o vt ittt it e et et e e et e e e ettt 4,045 563 4,608
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Midcontinent ...ttt it e e e e e e e e e 255 962
¥ 3l I = 619 464
IS <= T (0 0 T 50 781
Nether lands . i v u ittt ittt et ettt ettt ettt st et eeeeaeeanas 3,476 ——
1 o O 12,707 2,770

(1) We also have an option, which is exercisable in January 2004, to acquire
Reliant Energy's 81% interest in a company owning 14,040 MW of net
generating capacity in Texas. For additional information regarding this
option, which we refer to as the "Texas Genco option," please read "Texas
Genco Option."

OUR MARKET OPPORTUNITY

Historically, electricity in the United States has been generated,
distributed and sold by regulated, vertically-integrated utilities with
government granted franchises to provide electric services to customers within
specific geographic areas. Retail electricity rates have traditionally been set
by regulatory authorities at levels intended to allow utilities to earn a
targeted rate of return on their invested capital. The U.S. electric power
industry is experiencing significant changes as a result of varying
restructuring initiatives at both the state and federal levels.

The restructuring in the U.S. electric power industry, including the
unbundling of many vertically-integrated utilities, creates attractive growth
opportunities in the wholesale and retail electric markets. These opportunities
are summarized below.

— OPPORTUNITY TO DEVELOP ADDITIONAL GENERATION FACILITIES. Growth in demand
for power during the 1990s has significantly outpaced the addition of
power generating capacity in many U.S. markets. In addition,
environmental regulations continue to impact the economic viability of
some existing generating capacity. Consequently, we believe there are
significant opportunities for us to develop additional power generation
facilities.

— OPPORTUNITY TO ACQUIRE EXISTING GENERATION FACILITIES. From 1997 through
January 31, 2001, approximately 132,000 MW of generating capacity have
been sold or contracted to be sold by vertically-integrated utilities
responding to the changing regulatory environment. We expect additional
generating capacity to be sold as states restructure their electric
markets and companies continue to refine their strategic directions. We
believe that these divestitures will provide considerable opportunities
for us to acquire existing generating capacity.

— OPPORTUNITY TO MANAGE ENERGY-RELATED RISKS. Power industry restructuring
is changing the manner in which power is purchased and consumed. Under
the traditional regulatory framework, customers typically purchase power
from a vertically-integrated utility at prices that do not vary as a
function of usage pattern or the overall supply/demand balance in the
market. However, in competitive markets, customers have the opportunity
to purchase electricity from a variety of sources at market prices that
reflect the actual price of electricity at a given point in time. As a
result, end users are subject to greater volatility in power prices. We
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believe that there are attractive opportunities for us, as a retail
electric provider and intermediary, to manage these risks for customers
and to structure products to meet their demand profiles and risk
tolerances.

OUR STRATEGY

Our strategy i1s to aggressively pursue profitable opportunities in
deregulating wholesale and retail electric markets in order to deliver superior
value to our stockholders. We actively pursue opportunities where we believe our
skills-based commercial approach provides us with a competitive advantage. We
currently do not have any plans to invest outside the United States and Europe.

OUR STRATEGY IN THE U.S. WHOLESALE MARKET

We plan to continue to expand our regional asset portfolios and commercial
positions in the United States and to maximize their profitability. In order to
achieve these goals, we plan to:

— Capitalize on significant market positions in targeted regions of the
United States that we believe have attractive market fundamentals and
growth opportunities.

— Target strategic asset portfolios in our regional markets based on
prevailing supply and demand fundamentals in order to be able to meet the
full electricity requirements of customers.

- Grow through a combination of disciplined acquisitions, development of
new facilities and long-term contracts.

— Apply our trading, marketing and risk management skills to complement the
value of our generation operations.

OUR STRATEGY IN THE EUROPEAN WHOLESALE MARKET

We plan to maximize the value of our European operations and position
ourselves for long-term growth opportunities in the European marketplace. In
order to achieve these goals, we plan to:

— Optimize our portfolio of generation assets in the Netherlands by
reducing operating, maintenance and administrative costs while increasing
operational flexibility and commercializing these assets in the
deregulating Dutch market.

— Apply our commercial capabilities and incumbent position in the
Netherlands to opportunistically participate in additional European
markets.

OUR STRATEGY IN THE U.S. RETAIL MARKET

We plan to establish a significant retail electric business in Texas when
the market opens to retail competition, and elsewhere in the United States as
attractive retail opportunities develop thereafter. In order to achieve these
goals, we plan to:

- Maximize retention of customers we will succeed to in Houston by
capitalizing on the high level of consumer awareness and positive
perception of the Reliant Energy brand name and by offering value-added
commodities and services.
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— Aggressively pursue Texas customers outside of Reliant Energy's Houston
service territory by capitalizing on our competitive strengths and
providing creative product offerings to encourage them to choose us as
their retail electric provider.

- Leverage our retail experience to pursue opportunities in targeted
markets outside Texas that have favorable regulatory structures and
profit opportunities.

— Capitalize on our wholesale trading, marketing and risk management
expertise to enhance our competitive retail position.

3

Increasing competition in the wholesale and retail segments of the electric
power industry may impede our ability to successfully implement our strategy. We
compete with numerous competitors in our wholesale markets. After the beginning
of retail electric competition in Texas in January 2002, we expect that our
retail electric operations will face significant competition from new retail
electric providers entering the Houston metropolitan area as well as retail
affiliates of incumbent utilities in other markets in Texas. We expect that we
will need to secure external sources of capital to finance our future
acquisition and development activities. Any failure to obtain future sources of
capital on commercially acceptable terms may limit our ability to successfully
implement our growth strategy. Our wholesale and retail energy businesses
operate in the deregulating segments of the electric power industry created by
restructuring initiatives at both the state and federal levels. We cannot
predict the future development of deregulation in these markets or the ultimate
effect that the changing regulatory environment will have on our businesses. As
a result of recent market volatility in California's power markets, governmental
agencies or officials and/or other interested parties in a number of states,
including states that had previously adopted laws or regulatory plans providing
for future retail electric competition, are urging that deregulation of the
retail electric markets of such states be delayed or reconsidered altogether. In
addition, existing regulations may be revised or reinterpreted and new laws or
regulations, including price regulations, may be adopted that adversely affect
our businesses and strategic opportunities.

OUR RELATIONSHIP WITH RELIANT ENERGY

We are currently a wholly owned subsidiary of Reliant Energy, Incorporated.
Reliant Energy is an international energy delivery and energy services company
based in Houston, Texas. Upon the completion of this offering, Reliant Energy
will own over 80% of the outstanding shares of our common stock. Reliant Energy
has announced that it currently plans to complete a spin-off of our company
within twelve months of the completion of this offering by distributing the
remaining shares of our common stock it owns to its shareholders. Following the
distribution, we expect Reliant Energy will remain engaged in the transmission
and distribution of electric power and the transportation and distribution of
natural gas. It will also remain engaged in power generation, subject to our
Texas Genco option.

We have entered into agreements with Reliant Energy related to the
separation of our businesses from Reliant Energy. These separation agreements
provide for the transfer of assets and liabilities relating to our businesses.
These agreements also govern interim and ongoing relationships with Reliant
Energy, including the provision by Reliant Energy to us of various interim
services.

Reliant Resources, Inc. was incorporated in Delaware in August 2000 as a
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wholly owned subsidiary of Reliant Energy. We are the successor to businesses in
which subsidiaries of Reliant Energy have previously been engaged. Our executive
offices are located at 1111 Louisiana, Houston, Texas 77002, and our telephone
number is (713) 207-3000.

RISK FACTORS

You should carefully consider the competitive factors affecting our
businesses as well as the other risks described in the "Risk Factors" section of
this prospectus before investing in our common stock. Any of these risks could
impair our business, financial condition and operating results, which could
cause the trading price of our common stock to decline and could result in a
partial or total loss of your investment.

THE OFFERING

The following information assumes that the underwriters do not exercise the
option we granted them to purchase additional shares of common stock in the
offering. Please read "Underwriting."

Shares offered. ... ..ttt it eennenns 52,000,000 shares
Shares outstanding after the offering........ 292,000,000 shares
Shares held by Reliant Energy after the
L3 o o L 240,000,000 shares
Use Of proceeds . vttt ittt tteeeieeeeaennn We intend to use the net proceeds from this

offering for general corporate purposes
including development activities and
acquisitions. Please read "Use of Proceeds."

New York Stock Exchange trading symbol....... Our common stock has been approved for
listing on the New York Stock Exchange under
the trading symbol "RRI," subject to official
notice of issuance.

The number of shares outstanding after this offering excludes shares available
for issuance upon exercise of options that have been or may be granted in the
future under our long-term incentive plan.
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SUMMARY FINANCIAL DATA

You should read the following summary financial data together with our
consolidated financial statements and the related notes, "Selected Financial
Data" and "Management's Discussion and Analysis of Financial Condition and
Results of Operations" included elsewhere in this prospectus. The summary
financial data set forth below for the years ended December 31, 1998, 1999 and
2000 have been derived from our consolidated audited financial statements.

Our pro forma income statement data for the year ended December 31, 2000
give effect to our May 2000 acquisition of 21 generating facilities from Sithe
Energies, Inc., or the "Mid-Atlantic Acquisition," the subsequent sale-leaseback
of three of these facilities, or the "Sale-Leaseback," and the recapitalization
of $1.8 billion of our Net Notes Payable to Affiliates into Stockholder's
Equity, or the "Recapitalization." Our pro forma balance sheet data as of
December 31, 2000 give effect to the Recapitalization. Our pro forma, as
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adjusted balance sheet data as of December 31, 2000 reflect the
Recapitalization, the sale of shares of our common stock in this offering, the
estimated net proceeds from this offering and the application of a portion of
the net proceeds from this offering to repay certain indebtedness we owe Reliant
Energy. For further information regarding the pro forma effects of these
transactions, please read our unaudited pro forma condensed consolidated
financial statements included elsewhere in this prospectus.

YEAR ENDED DECEMBER 31,

1998 1999 (2) 2000

(in millions, except per share inf

INCOME STATEMENT DATA:

ROV ENUE S e 4 4 vt e ettt ettt e e et e et teeeeeeeeeeeeeeeeeeeneeeeeeas $4,371 $7,956 $19,792
Expenses:
Fuel and cost o0f gas sSold. ... .ttt iiieeneeeeeennenns 2,352 3,948 10,582
PUrChased POWET . & ittt ittt ettt e e e e ettt eae et 1,824 3,729 7,852
Operation and maintenancCe. .. ...ttt it ittt eeeeeeeennenns 65 142 446
General, administrative and development.............c...... 78 94 280
Depreciation and amortization............ccuiiiiiennnnn. 15 29 194
e o= $4,334 $7,942 $19,354
OPETrating TNCOME . v vttt ettt e et e e e e eee e eeeeeeeenneeeeeeenenennas $ 37 $ 14 S 438
Other (Expense) Income:
TNt EeresSt EXPENS e . i ittt ittt it e et ettt ee et (2) (9) (42)
Interest INCOmME. . . ittt ittt ettt et ettt et eaeeeeeeeenns 1 - 21
Interest income (expense) —-- affiliated companies, net.... 2 (10) (172)
Gains (losses) from investments.........iii .. —— 16 (17)
(Loss) income of equity investment of unconsolidated
SUDSIALarieS . i ittt ittt e e e e e e e e e e e e e e e e e e e (1) 21 43
Gain on sale of development projecCt......c.uoeieeeeeeennnnn. - - 18
Other, Net ...ttt ittt ettt et ettt ettt ettt e eaeeanns 1 (6) 2
Total Other Income (EXPENSE) vt e eeneenennnnneens S 1 S 12 S (147)
Income Before Income Taxes and Extraordinary Item........... $ 38 $ 26 S 291
INCOME TaAX EXPEIN St i ittt ettt et e et et eeaeeeee e eneeeeeeseanns 17 2 88
Income Before Extraordinary ITLemM.......c.eeeeeeeeeeeeeeeennnn $ 21 $ 24 S 203
Extraordinary Item, net of fLaX..... ..ottt eennnennnn - - 7
NEl TN COME . ittt e e e e et et e e ee e e eeeeaeeeeseeeeenanaeesenens $ 21 $ 24 S 210

PRO FORMA EARNINGS PER SHARE INFORMATION (1) :
Basic and Diluted Earnings Before Extraordinary Item Per
(0703 1111110 ST} o ¥= 5 ol $ 1.31

Basic and Diluted Weighted Average Shares Outstanding....... 240,000,000
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STATEMENT OF CASH FLOW DATA:

Cash Flows From Operating Activities....................
Cash Flows From Investing Activities....................
Cash Flows From Financing Activities....................

BALANCE SHEET DATA:

Cash and Cash Equivalents.......o.ooiii it iinnneeeeennenns

Property, Plant and Equipment,

TOLaAl ASSEE S et ittt ittt et e ettt et ae et eeaeeeeeeeean
Short-—term BOrroOWingS . ... i ittt teeeeeeeeeneeeeeneenns

Long-term Debt to Third Parties, including current

(0 w6 Bl

Accounts and Notes Payable —-- Affiliated Companies,

Stockholder's EQUILY .. vt i ittt it ettt e et eeeeeeennn

Form 424B4

YEAR ENDED DECEMBER 31,

1998 1999 2000
(in millions)
c... S (2) $ 38 $ 325
e (365) (1,406) (3,013)
e 379 1,405 2,724
AS OF DECEMBER 31, 2000
PRO FORMA,
ACTUAL PRO FORMA ADJUSTELD
(in millions)
e $ 90 $ 90 $ 1,526
e 4,049 4,049 4,049
e 13,592 13,592 15,028
e 126 126 126
e 892 892 892
e 1,969 142 106
e 2,332 4,159 5,631

(1) Pro forma earnings per share gives effect to the 240,000 to 1 stock split of
our common stock.

(2) The 1999 consolidated financial statements have been revised to reflect the
presentation of an acquired business' results of operations for a two-month
period in 1999 under the equity method of accounting rather than under the
consolidation method. There was no effect on our previously reported net
income for 1999 or our total assets as of December 31, 1999. For additional
information regarding the acquisition, please read Note 5(b) to our
consolidated financial statements.

7
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RECENT DEVELOPMENTS

THREE MONTHS
ENDED MARCH 31,

(in millions)
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CONSOLIDATED RESULTS OF OPERATIONS:

ROV BN S e 4 v vttt et ettt tte et ettt teeeeeeeeeeeeeeeeeeeneeeeeeas $2,321 $9,871
Operating TNCOME . & vttt it e e ettt et e ettt eeeeeeeeeeaaeeaenes 2 114
Income of Equity Investments of Unconsolidated
SUDSIAIaries . it ittt ittt et e e e e e e e e e e e e e 1 13
Net (LOSS) TN COME e v v vttt e et e o et et e ot eeee e eeeeeeeeeeenenens (23) 82
RESULTS OF OPERATIONS BY BUSINESS SEGMENT:
WO leSale ENeTgy « v v vt oot eeeeeeeeneeaeeeeseeeneenaeeeeeeens S (22) S 216
Bt o) YT o N 0 o Yl 2 35 18
Retall BNl gy e i i ittt it ettt ettt e ettt e eeeeeeeeeanaeaeees (8) (3)
Other Operations. . ..ttt it ettt et ettt eaaeeeeenn (3) (117)
Total Consolidated Operating Income...........oce... S 2 $ 114

Revenues increased $7.6 billion for the three months ended March 31, 2001
compared to the same period in 2000. The increase was primarily due to an
increase in prices for gas and power sales and to a lesser extent higher volumes
of both power and gas sales.

Operating income increased $112 million for the three months ended March
31, 2001 compared to the same period in 2000. The increase was primarily due to
higher prices for energy and ancillary services, increased energy sales volumes,
additional wholesale operations in the Mid-Atlantic region and strong commercial
and operational performance in other regions served by our Wholesale Energy
segment. The increase in operating income was partially offset by the following:

- a pre-tax, non-cash charge of $100 million relating to the redesign of
some of Reliant Energy's benefit plans in anticipation of our separation
from Reliant Energy,

— a $38 million provision against receivable balances related to our energy
sales during the three months ended March 31, 2001 in the California
market, and

— a decrease in margins for our European Energy segment as the Dutch
wholesale electric market was completely opened to competition on January
1, 2001.

Wholesale Energy's wholesale power sales in the first quarter of 2001 increased
171% compared to the first quarter of 2000, from 28 million megawatt hours
(MMWh) to 76 MMWh, and its natural gas sales increased 40%, from 549 billion
cubic feet (Bcf) to 767 Bcf, over the same periods.

For additional information about the above benefit charge, please read
Notes 9(b) and 9(d) to our consolidated financial statements.

As of March 31, 2001, we were owed a total of $337 million by the
California Independent System Operator, the California Power Exchange, the
California Department of Water Resources and California Energy Resources
Scheduling for energy sales in the California wholesale market during the fourth
quarter of 2000 through March 31, 2001. For additional information regarding the
uncertainties in the California wholesale energy market, please read
"Management's Discussion and Analysis of Financial Condition and Results of
Operations ——- Certain Factors Affecting Our Future Earnings —-- Competition and
Restructuring of the Wholesale Electricity Market" as well as Notes 11l (e) and
11 (h) to our consolidated financial statements.

For additional information on factors that may affect the future operating
results of our European Energy segment, please read "Risk Factors —-- Risks

10
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Related to Our Wholesale Business —-- We will experience a significant decline in
our European Energy business segment's

11

gross margin in 2001" and "Management's Discussion and Analysis of Financial
Condition and Results of Operations —-—- Certain Factors Affecting Our Future
FEarnings —-- Our European Operations."

Wholesale Energy reported income from equity investments for the three
months ended March 31, 2001 of $13 million compared to $0.5 million in the same
period in 2000. The equity income in 2001 primarily resulted from an investment
in an electric generation plant in Boulder City, Nevada. The plant became
operational in May 2000.

Net income for the three months ended March 31, 2001 increased by $105
million compared to the same period in 2000. The increase was primarily due to
increased operating income, as described above, and a pre-tax impairment loss of
$27 million related to certain marketable equity securities in the first quarter
of 2000. This increase was partially offset by a $48 million increase in our
income tax expense due to higher operating income. For additional discussion of
our investment in the equity securities noted above, please read "Management's
Discussion and Analysis of Financial Condition and Results of
Operations —-- Consolidated Results of Operations —-- 2000 Compared to 1999" and
Note 2 (1) to our consolidated financial statements.

12
CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING INFORMATION

This prospectus, including the sections entitled "Prospectus Summary,"
"Risk Factors," "Management's Discussion and Analysis of Financial Condition and
Results of Operations" and "Our Business," contains forward-looking statements.
These statements relate to future events, our future financial performance or
our projected business results and involve known and unknown risks and
uncertainties. Actual results may differ materially from those expressed or
implied by these statements. In some cases, you can identify our forward-looking

statements by the words "anticipates," "believes," "continue," "could,"
"estimates," "expects," "intends," "may," "plans," "potential," "predicts,"
"should," "will" or other similar words.

The following list identifies some of the factors that could cause actual
results to differ from those expressed or implied by our forward-looking
statements:

- state, federal and international legislative and regulatory developments,
including deregulation, re-regulation and restructuring of the electric
utility industry, including the retail electric market in Texas, and
changes in or application of environmental and other laws and regulations
to which we are subject,

— the effects of competition, including the extent and timing of the entry
of additional competitors in our markets,

- our pursuit of potential business strategies, including acquisitions or
dispositions of assets or the development of additional power generation
facilities,

- state, federal and other rate regulations in the United States and in
foreign countries in which we operate or into which we might expand our

11
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operations,
- the timing and extent of changes in commodity prices and interest rates,
— weather variations and other natural phenomena,

- political, legal and economic conditions and developments in the United
States and in foreign countries in which we operate or into which we
might expand our operations, including the effects of fluctuations in
foreign currency exchange rates,

- financial market conditions and the results of our financing efforts,

- the performance of projects undertaken and the success of our efforts to
invest in and develop new opportunities, and

— other factors we discuss in this prospectus, including those outlined in
"Risk Factors" and in "Management's Discussion and Analysis of Financial
Condition and Results of Operations —-- Certain Factors Affecting Our
Future Earnings."

We have based our forward-looking statements on our management's beliefs
and assumptions based on information available to our management at the time the
statements are made. We caution you that assumptions, beliefs, expectations,
intentions and projections about future events may and often do vary materially
from actual results. Therefore, actual results may differ materially from those
expressed or implied by our forward-looking statements.

10
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RISK FACTORS

You should carefully consider the risks described below as well as other
information contained in this prospectus before buying shares of our common
stock in this offering. These are the risks we consider to be material to your
decision whether to invest in our common stock at this time. There may be risks
that you view in a different way than we do, and we may omit a risk that we
consider immaterial but that you would consider important. If any of the
following risks occur, our business, financial condition or results of
operations could be materially harmed. In that case, the trading price of our
common stock could decline, and you may lose all or part of your investment.

RISKS RELATED TO OUR WHOLESALE BUSINESS

OUR REVENUES AND RESULTS OF OPERATIONS ARE SUBJECT TO MARKET RISKS THAT ARE
BEYOND OUR CONTROL.

We sell electricity from our power generation facilities into the spot
market or other competitive power markets or on a contractual basis. We are not
guaranteed any rate of return on our capital investments through mandated rates,
and our revenues and results of operations are likely to depend, in large part,
upon prevailing market prices for electricity in our regional markets and other
competitive markets. These market prices may fluctuate substantially over
relatively short periods of time. In addition, the Federal Energy Regulatory
Commission, or "FERC," which has jurisdiction over wholesale power rates, as
well as independent system operators that oversee some of these markets, may
impose price limitations, bidding rules and other mechanisms to address some of
the volatility in these markets. Most of our domestic power generation
facilities purchase fuel under short-term contracts or on the spot market. Fuel
prices may also be volatile, and the price we can obtain for power sales may not
change at the same rate as changes in fuel costs. These factors could have an

12
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adverse impact on our revenues and results of operations.
Volatility in market prices for fuel and electricity may result from:
- weather conditions,
- seasonality,
- electricity usage,
- 1lliquid markets,
- transmission or transportation constraints or inefficiencies,
- availability of competitively priced alternative energy sources,
- demand for energy commodities,
- natural gas, crude oil and refined products, and coal production levels,
- natural disasters, wars, embargoes and other catastrophic events, and

- federal, state and foreign energy and environmental regulation and
legislation.

WE DO NOT ATTEMPT TO FULLY HEDGE OUR ASSETS OR POSITIONS AGAINST CHANGES IN
COMMODITY PRICES, AND OUR HEDGING PROCEDURES MAY NOT WORK AS PLANNED.

To lower our financial exposure related to commodity price fluctuations,
our trading, marketing and risk management operations routinely enter into
contracts to hedge a portion of our purchase and sale commitments, weather
positions, fuel requirements and inventories of natural gas, coal, crude oil and
refined products, and other commodities. As part of this strategy, we routinely
utilize fixed-price forward physical purchase and sales contracts, futures,
financial swaps and option contracts traded in the over-the-counter markets or
on exchanges. However, we do not expect to cover the entire exposure of our
assets or our positions to market price volatility and the coverage will vary
over time. To the extent we have unhedged positions, fluctuating commodity
prices can impact our financial results and financial position, either favorably
or unfavorably.
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At times we have open trading positions in the market, within established
guidelines, resulting from the management of our trading portfolio. To the
extent open trading positions exist, fluctuating commodity prices can impact our
financial results and financial position, either favorably or unfavorably.

The risk management procedures we have in place may not always be followed
or may not always work as planned. As a result of these and other factors, we
cannot predict with precision the impact that our risk management decisions may
have on our businesses, operating results or financial position. Although we
devote a considerable amount of management efforts to these issues, their
outcome is uncertain.

Our trading, marketing and risk management operations are exposed to the
risk that counterparties which owe us money or energy as a result of market
transactions will not perform their obligations. Should the counterparties to
these arrangements fail to perform, we might be forced to acquire alternative
hedging arrangements or honor the underlying commitment at then-current market
prices. In such event, we might incur additional losses to the extent of
amounts, 1if any, already paid to the counterparties.
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In connection with our trading and marketing operations, we have guaranteed
or indemnified the performance of a portion of the obligations of our trading
and marketing subsidiaries. Some of these guarantees and indemnities are for
fixed amounts, others have a fixed maximum amount and others do not specify a
maximum amount. The obligations underlying these guarantees and indemnities are
recorded on our consolidated balance sheet as price risk management liabilities.
These obligations make up a significant portion of these line items. We might
not be able to satisfy all of these guarantees and indemnification obligations
if they were to come due at the same time.

RECENT HIGH PRICES IN THE CALIFORNIA WHOLESALE POWER MARKETS HAVE NEGATIVELY
IMPACTED THE OPERATING RESULTS AND FINANCIAL STABILITY OF SOME OF CALIFORNIA'S
PUBLIC UTILITIES. THIS HAS LED TO DEFAULTS BY THESE UTILITIES ON THEIR
OBLIGATIONS TO PAY FOR PURCHASED POWER AND, IN THE CASE OF PACIFIC GAS AND
ELECTRIC COMPANY, THE FILING OF A VOLUNTARY PETITION FOR BANKRUPTCY. AS A
RESULT, OUR WHOLESALE POWER OPERATIONS SERVING THE WESTERN MARKET HAVE BEEN
CAUGHT UP IN A MAJOR CRISIS IN THE WESTERN WHOLESALE ELECTRIC MARKETS AND NOW
FACE DELAYS IN THE COLLECTION OF RECEIVABLES, THE POSSIBILITY OF LESS THAN FULL
PAYMENT FOR POWER SOLD IN THOSE MARKETS AND AN INCREASED POSSIBILITY OF
RE-REGULATION OF CERTAIN ASPECTS OF SUCH OPERATIONS.

During the summer and fall of 2000, prices for wholesale electricity in
California increased dramatically as a result of a combination of factors.
Please read "Management's Discussion and Analysis of Financial Condition and
Results of Operations —-- Certain Factors Affecting Our Future
Earnings —-- Competition and Restructuring of the Wholesale Electricity Market"
for a discussion of the California power crisis.

Although wholesale prices increased, California's deregulation legislation
kept retail rates frozen below 1996 levels. This caused two of California's
public utilities, which are our customers based on our deliveries to the
California Power Exchange, or "Cal PX," and the California Independent System
Operator, or "Cal ISO," to accrue billions of dollars of unrecovered wholesale
power costs. As a result, the credit ratings of these two public utilities were
severely downgraded to below investment grade in January 2001. As their credit
lines became unavailable, the two utilities defaulted on payments due to the Cal
PX and the Cal ISO, which operate financially as pass-through entities,
coordinating payments from buyers and sellers of electricity. As a result, the
Cal PX and Cal ISO were not able to pay final invoices to market participants
totaling over $1 billion.

Because California's power reserves remain at low levels, in part as a
result of the lack of creditworthy buyers of power given the defaults of the
California utilities, the Cal ISO has relied on emergency dispatch orders
requiring generators to provide at the Cal ISO's direction all
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power not already under contract. The power supplied to the Cal ISO has been
used to meet the needs of the customers of the utilities, even though two of
those utilities do not have the credit required to receive such power under the
Cal ISO's tariff and may be unable to pay for it. The Cal ISO had previously
obtained a preliminary injunction on March 21, 2001 from a federal district
court in California compelling us to comply with emergency dispatch orders
despite the utilities' failure to meet credit standards. The district court
issued the preliminary injunction based on the conclusion that the Cal ISO's
tariff provisions regarding credit were not applicable to emergency dispatch
orders. On March 22, 2001, we filed a notice of appeal of the district court's
injunction with the Ninth Circuit Court of Appeals and on March 23, 2001, we
filed an emergency motion for stay of the injunction. Because we showed a "high
likelihood of success on the merits" on the appeal, the Ninth Circuit granted
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the stay on April 5, 2001 suspending the district court's preliminary injunction
pending its final ruling on the appeal. On April 6, 2001, the FERC issued an
order confirming that the credit provisions of the Cal ISO's tariff apply to all
sales of electricity under the tariff, including emergency dispatch orders. As a
result of the FERC's order, the district court's preliminary injunction expired
in accordance with its terms and we expect that the district court will dismiss
the Cal ISO's complaint. Therefore, we no longer need to pursue any further
appeal to the Ninth Circuit since we will no longer be compelled to comply with
emergency dispatch orders in the absence of a creditworthy counterparty. As of
March 31, 2001, we were owed $108 million for power provided in compliance with
emergency dispatch orders.

As of December 31, 2000, we were owed $101 million by the Cal PX and $181
million by the Cal ISO. In the fourth quarter of 2000, we recorded a pre-tax
provision of $39 million against receivable balances related to energy sales in
the California market. From January 1, 2001 through March 31, 2001, we had
collected $110 million of these receivable balances. As of March 31, 2001, we
were owed a total of $337 million by the Cal ISO, the Cal PX, the California
Department of Water Resources, or "CDWR," and California Energy Resources
Scheduling for energy sales in the California wholesale market during the fourth
quarter of 2000 through March 31, 2001. In the first quarter of 2001, we
recorded a pre-tax provision of $38 million against receivable balances related
to energy sales from January 1, 2001 through March 31, 2001 in the California
market. On March 27, 2001, the California Public Utility Commission, or "CPUC,"
approved an increase in the retail rates of the two defaulting California
utilities but ordered the utilities to apply the increase to pay the CDWR for
power purchased by the CDWR on the utilities' behalf. Because the CPUC order
attempts to prevent use of the increased revenue to pay suppliers for
electricity delivered before the date of the decision, the rate increase does
not address the existing indebtedness of the utilities. On April 6, 2001, one of
these utilities, Pacific Gas and Electric Company, filed a voluntary petition
for relief under Chapter 11 of the U.S. Bankruptcy Code in the U.S. Bankruptcy
Court for the Northern District of California. In that proceeding, we anticipate
that Pacific Gas and Electric will seek to modify or remove the CPUC's limits on
the March 27, 2001 rate increase revenues. Along with other creditors, we also
expect to seek such modifications or removal of limitations to permit the court
to adequately address the utility's existing debts. Although the other utility,
Southern California Edison Company, has publicly indicated that it hopes to
avoid filing for bankruptcy protection, a number of its creditors have indicated
that unless there is more action on a plan to restore the utility's solvency, an
involuntary bankruptcy filing may be made by such creditors. Many of these
creditors have already filed lawsuits, including attachment lawsuits, over
amounts owed. In an effort to avert the possibility of a bankruptcy filing, on
April 9, 2001, Southern California Edison announced that it had signed a
memorandum of understanding with the state of California providing for the sale
of its transmission system to the CDWR or another state agency for approximately
$2.76 billion. The bankruptcy filing by Pacific Gas and Electric or a future
bankruptcy filing by Southern California Edison could each result in significant
delays in collecting our past receivables from these utilities.
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A TAX ON "WINDFALL PROFITS" EARNED BY ELECTRIC GENERATORS AND COMPANIES THAT ARE
IN THE BUSINESS OF BUYING AND SELLING ELECTRIC POWER IN THE STATE OF CALIFORNIA
HAS BEEN PROPOSED IN THE CALIFORNIA STATE LEGISLATURE. IF SUCH A TAX TARGETING
THE WHOLESALE SEGMENT OF THE ELECTRIC POWER INDUSTRY IN THE STATE WAS PASSED,
THE RESULTS OF OPERATIONS OF OUR WHOLESALE BUSINESS COULD BE MATERIALLY
ADVERSELY AFFECTED AND OUR WILLINGNESS TO DEVELOP ADDITIONAL POWER GENERATION
FACILITIES IN THE REGION COULD BE DIMINISHED.

In April 2001, a bill was introduced in the California state legislature
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that proposed the adoption of a tax on "windfall profits" earned for any taxable
year beginning on or after January 1, 2001 by electric generators and companies
that are in the business of buying and selling electric power in the state of
California. Although many of the significant aspects of the tax, including the
proposed tax rates and the definition of "windfall profits," were not completely
specified in the bill, the sponsoring legislators have publicly stated that the
intent of the bill is to tax revenues earned for selling electric power that
"significantly exceed" the cost of producing power. At this time, we cannot
predict whether this legislation will be enacted, or if enacted, what form it
will take or whether it may be legally applied to our operations. However, if
such a tax targeting the wholesale segment of the electric power industry in the
state was passed, the results of operations of our Wholesale Energy segment
could be materially adversely affected. In addition, if adopted, such a tax
could significantly increase the cost of operating power generation facilities
serving the California market which could diminish our willingness to develop
additional power generation facilities in the region. A reduction of attractive
generation opportunities could impair our ability to implement our growth
strategy.

OUR ACQUISITION AND PROJECT DEVELOPMENT ACTIVITIES MAY NOT BE SUCCESSFUL, WHICH
WOULD IMPAIR OUR ABILITY TO EXECUTE OUR GROWTH STRATEGY.

Our business involves numerous risks relating to the acquisition,
development and construction of power generation facilities. We may not be able
to identify attractive acquisition or development opportunities or complete
acquisitions or development projects that we undertake. If we are not able to
identify and complete additional acquisitions and development projects, we will
not be able to successfully execute our growth strategy. In addition, the
success of our future acquisitions or development projects will depend on the
appropriateness of the prices we pay for them. If our assumptions underlying the
prices we pay for future acquisitions or development projects prove to be
materially inaccurate, there could be a significant impact on the financial
performance of the particular facility and possibly our entire company. The
following factors could cause our acquisition and development activities to be
unsuccessful:

a limited number of potential acquisitions,

- competition,

- the applicable regulatory environment,

- inability to obtain additional capital on acceptable terms,

— inability to obtain required governmental permits and approvals,

- cost-overruns or delays in development that make continuation of a
project impracticable,

— inability to obtain combustion turbines or other key equipment components
at reasonable prices,

- inability to negotiate acceptable acquisition, construction, fuel supply
or other material agreements, and

— inability to hire and retain qualified personnel.
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Currently, we have power generation facilities under development or
construction and we intend to pursue additional development projects, including
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the expansion of some of our existing facilities. Our completion of these
facilities is subject to the following substantial risks:

- changes in market prices,

- shortages and inconsistent qualities of equipment, material and labor,
- work stoppages,

— permitting and other regulatory matters,

- adverse weather conditions,

- unforeseen engineering problems,

- environmental and geological conditions, and

- unanticipated cost increases.

Any of these factors could give rise to delays, cost overruns or the termination
of the plant expansion, construction or development. Many of these risks cannot
be adequately covered by insurance. While we maintain insurance, obtain
warranties from vendors and obligate contractors to meet specified performance
standards, the proceeds of such insurance, warranties or performance guarantees
may not be adequate to cover lost revenues, increased expenses or liquidated
damages payments we may owe.

If we were unable to complete the development of a facility, we would
generally not be able to recover our investment in the project. The process for
obtaining initial environmental, siting and other governmental permits and
approvals is complicated, expensive, lengthy and subject to significant
uncertainties. In addition, construction delays and contractor performance
shortfalls can result in the loss of revenues and may, in turn, adversely affect
our results of operations. The failure to complete construction according to
specifications can result in liabilities, reduced plant efficiency, higher
operating costs and reduced earnings. We may not be successful in the
development or construction of power generation facilities in the future.

WE INCUR SIGNIFICANT EXPENSES IN EVALUATING POTENTIAL ACQUISITIONS AND
DEVELOPMENT PROJECTS.

To implement our growth strategy, we must continue to actively pursue
acquisition and development opportunities. We often incur substantial expenses
in investigating and evaluating a potential business development opportunity
before we can determine whether the opportunity is feasible or economically
attractive. In addition, we expect to participate in many competitive bidding
processes or other negotiations for power generation facilities that require us
to incur substantial expenses without any assurance that our bids or proposals
will be accepted.

SOME OPPORTUNITIES TO ACQUIRE POWER GENERATION ASSETS MAY BE AVAILABLE ONLY IF
WE ARE ALSO WILLING TO ACQUIRE REGULATED UTILITY OPERATIONS.

In the current changing environment for the electric power industry,
integrated utility companies may become available for acquisition from time to
time. These potential acquisitions may present attractive opportunities to
acquire additional power generation assets. However, in order to consummate an
acquisition of this nature, we may be required to acquire the entire integrated
utility company. The entire company may include transmission and distribution
operations that continue to be subject to rate regulation. In addition, some
power generation assets that are available for acquisition may continue to be
subject to state regulation. To address the regulatory issues presented by such
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an acquisition, we might seek to find another buyer for regulated operations of
the target company that we did not wish to own. Alternatively, if we were to
acquire regulated operations ourselves either on an interim or permanent basis,
we would need to find acceptable means of addressing constraints or obstacles
that may be imposed by applicable state regulatory regimes or by the Public
Utility Holding Company Act of 1935, or the "1935 Act." These regulatory issues,
or their solutions, may increase the complexity
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or reduce the likelihood of closing a transaction of this type and acquiring the
targeted power generation assets.

WE HAVE MADE SUBSTANTIAL INVESTMENTS IN OUR RECENT ACQUISITIONS AND DEVELOPMENT
PROJECTS, AND OUR SUCCESS DEPENDS ON OUR ABILITY TO SUCCESSFULLY INTEGRATE,
OPERATE AND MANAGE THESE ASSETS.

During the period from December 31, 1998 through March 31, 2001, we have
expanded our net generating capacity from 3,800 MW to 12,707 MW. In connection
with these acquisitions and projects, we have hired a substantial number of new
employees. We may not be able to successfully integrate all of the newly hired
employees, or profitably integrate, operate, maintain and manage our newly
acquired or developed power generation facilities in a competitive environment.

OPERATION OF POWER GENERATION FACILITIES INVOLVES SIGNIFICANT RISKS THAT COULD
NEGATIVELY AFFECT OUR REVENUES AND RESULTS OF OPERATIONS.

We are exposed to risks relating to the breakdown or failure of equipment
or processes, fuel supply interruptions, shortages of equipment, material and
labor, and operating performance below expected levels of output or efficiency.
A significant portion of our facilities were constructed many years ago. Older
generating equipment, even if maintained in accordance with good engineering
practices, may require significant capital expenditures to keep it operating at
peak efficiency. This equipment is also likely to require periodic upgrading and
improvement. Any unexpected failure to produce power, including failure caused
by breakdown or forced outage, could result in reduced earnings.

WE WILL EXPERIENCE A SIGNIFICANT DECLINE IN OUR EUROPEAN ENERGY BUSINESS
SEGMENT'S GROSS MARGIN IN 2001.

On January 1, 2001, our Dutch subsidiary, N.V. UNA, or "UNA," began
operating in a competitive market. Consistent with our expectations at the time
we acquired UNA, we anticipate that UNA will experience a significant decline in
gross margin in 2001 attributable to the deregulation of the market and
termination of an agreement with the other Dutch generators and the Dutch
distributors. In addition, the results of our European Energy segment will be
negatively impacted beginning in 2002 due to the imposition of a standard Dutch
corporate income tax rate, which is currently 35%, on the income of UNA. In 2000
and prior years, UNA's Dutch corporate income tax rate was zero percent.

OUR COSTS OF COMPLIANCE WITH ENVIRONMENTAL LAWS ARE SIGNIFICANT AND THE COST OF
COMPLIANCE WITH NEW ENVIRONMENTAL LAWS COULD ADVERSELY AFFECT OUR PROFITABILITY.

Our wholesale business is subject to extensive environmental regulation by
federal, state and local authorities. We are required to comply with numerous
environmental laws and regulations, and to obtain numerous governmental permits,
in operating our facilities. We may incur significant additional costs to comply
with these requirements. If we fail to comply with these requirements, we could
be subject to civil or criminal liability and fines. Existing environmental
regulations could be revised or reinterpreted, new laws and regulations could be
adopted or become applicable to us or our facilities, and future changes in
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environmental laws and regulations could occur, including potential regulatory
and enforcement developments related to air emissions. If any of these events
occur, our business, operations and financial condition could be adversely
affected.

We may not be able to obtain or maintain from time to time all required
environmental regulatory approvals. If there is a delay in obtaining any
required environmental regulatory approvals or if we fail to obtain and comply
with them, the operation of our facilities could be prevented or become subject
to additional costs.

We are generally responsible for all on-site liabilities associated with
the environmental condition of our power generation facilities which we have
acquired and developed, regardless of
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when the liabilities arose and whether they are known or unknown. These
liabilities may be substantial.

WE RELY ON POWER TRANSMISSION FACILITIES THAT WE DO NOT OWN OR CONTROL. IF THESE
FACILITIES FAIL TO PROVIDE US WITH ADEQUATE TRANSMISSION CAPACITY, WE MAY NOT BE
ABLE TO DELIVER OUR WHOLESALE ELECTRIC POWER PRODUCTS TO OUR CUSTOMERS.

We depend on transmission and distribution facilities owned and operated by
utilities and other power companies to deliver the electricity we sell from our
power generation facilities to our customers, who in turn deliver these products
to the ultimate consumers of the power. If transmission is disrupted, or
transmission capacity is inadequate, our ability to sell and deliver our
products may be hindered. Please read "Risks Related to Our Businesses
Generally" for a discussion of transmission regulation that can affect access to
and availability of transmission.

INCREASING COMPETITION IN THE WHOLESALE POWER MARKET MAY ADVERSELY AFFECT OUR
ABILITY TO MAKE FUTURE INVESTMENTS OR ACQUISITIONS.

The wholesale power industry has numerous competitors, some of which may
have more operating experience, more acquisition and development experience,
larger staffs and/or greater financial resources than we do. Like us, many of
our competitors are seeking attractive opportunities to acquire or develop power
generation facilities, both in the United States and abroad. This competition
may adversely affect our ability to make investments or acquisitions.

Industry restructuring often requires or encourages the disaggregation of
many vertically-integrated utilities into separate generation, transmission and
distribution, and retail businesses. As a result, a significant number of
additional competitors could become active in the wholesale power generation
segment of our industry.

While demand for electric energy services is generally increasing
throughout the United States, the rate of construction and development of new,
more efficient electric generation facilities may exceed increases in demand in
some regional electric markets. The commencement of commercial operation of new
facilities in the regional markets where we have facilities will likely increase
the competitiveness of the wholesale power market in those regions, which could
have a material negative effect on our business, results of operations and
financial condition.

RISKS RELATED TO OUR RETAIL ELECTRICITY BUSINESS

WE MAY LOSE A SIGNIFICANT NUMBER OF THE RETAIL CUSTOMERS WE WILL SUCCEED TO IN
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THE HOUSTON METROPOLITAN AREA.

Beginning on January 1, 2002, all customers in Texas of investor-owned
utilities, and those of any municipal utility and electric cooperative that opts
to participate in the competitive marketplace, will be able to choose their
retail electric provider. Beginning on that date, we will provide retail
electric services to all customers of Reliant Energy's electric utility division
who do not take action to select another retail electric provider. Under the
market framework established by the Texas electric restructuring law enacted in
1999, as the affiliated retail electric provider of Reliant Energy's electric
utility division, we will initially be required to sell electricity to these
Houston area residential and small commercial customers at a specified price,
which is referred to in the law as the "price to beat," whereas other retail
electric providers will be allowed to sell electricity to these customers at any
price. We will not be permitted to offer electricity to these customers at a
price other than the price to beat until January 1, 2005, unless before that
date the Public Utility Commission of Texas, or "Texas Utility Commission,"
determines that 40% or more of the amount of electric power that was consumed in
2000 by the relevant class of customers in the Houston metropolitan area is
committed to be served by retail electric providers other than us. Because we
will not be able to compete for residential and small commercial
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customers on the basis of price in the Houston area, we may lose a significant
number of these customers to other providers.

In addition, we intend to provide commodity and value-added energy
management services to the large commercial and industrial customers currently
served by Reliant Energy who do not take action to select another retail
electric provider beginning on January 1, 2002. We or any other retail electric
provider can offer to provide services to these customers at any negotiated
price. We believe that the market will be very competitive, and therefore, a
significant number of these customers may choose to be served by another retail
electric provider and any of these customers that select us to be their provider
may subsequently decide to switch to another provider.

THE RESULTS OF OUR RETAIL ELECTRIC OPERATIONS IN TEXAS WILL BE LARGELY DEPENDENT
UPON THE AMOUNT OF GROSS MARGIN, OR "HEADROOM, " AVAILABLE IN THE PRICE TO BEAT.
THE INITIAL PRICE TO BEAT AND THE AMOUNT OF HEADROOM AVAILABLE IN THE PRICE TO
BEAT WILL NOT BE ESTABLISHED UNTIL LATE 2001. FUTURE ADJUSTMENTS TO THE PRICE TO
BEAT MAY BE INADEQUATE TO COVER OUR COSTS TO PURCHASE POWER TO SERVE OUR PRICE
TO BEAT CUSTOMERS.

As discussed above, an affiliated retail electric provider may only sell
electricity to residential and small commercial customers in the former service
territory of its incumbent utility at the price to beat for a period of up to
three years. In addition, an affiliated retail electric provider is obligated to
offer the price to beat to requesting residential and small commercial customers
in the former service territory of its incumbent utility through January 1,
2007. Pursuant to Texas Utility Commission regulations, the initial price to
beat for each affiliated retail electric provider will be 6% less than the
average rates in effect for its incumbent utility on January 1, 1999, adjusted
to take into account a new fuel factor as of December 31, 2001. The fuel factor
component of the initial price to beat for the affiliated retail electric
providers, including ours, will not be determined until after Texas Utility
Commission proceedings scheduled for April through August and October of 2001
have been completed. Therefore, we do not expect the initial price to beat to be
established until late 2001.

The results of our retail electric operations in Texas will be largely
dependent upon the amount of headroom available in the price to beat. The

20



Edgar Filing: RELIANT RESOURCES INC - Form 424B4

available headroom will equal the difference between the price to beat and the
sum of the charges, fees and transmission and distribution utility rate approved
by the Texas Utility Commission and the price the affiliated retail electric
provider pays for power to serve its price to beat customers. The larger the
amount of headroom, the more incentive new market entrants should have to
provide retail electric services in a given market. Currently, we do not know
nor can we estimate the amount of headroom in our initial price to beat or in
the initial price to beat for the affiliated retail electric provider in each
other Texas retail electric market. Headroom may be a positive or negative
number. If the amount of headroom in our price to beat is a negative number, we
would be selling power to our price to beat customers in the Houston
metropolitan area at a price below our costs of purchasing and delivering power
to those customers.

The Texas Utility Commission's regulations allow an affiliated retail
electric provider to adjust its price to beat fuel factor based on the
percentage change in the price of natural gas. In addition, the affiliated
retail electric provider may also request an adjustment as a result of changes
in its price of purchased energy. In such a request, the affiliated retail
electric provider may adjust the fuel factor to the extent necessary to restore
the amount of headroom that existed at the time its initial price to beat fuel
factor was set by the Texas Utility Commission. An affiliated retail electric
provider may not request that its price to beat be adjusted more than twice a
year. Currently, we cannot estimate with any certainty the magnitude and
frequency of the adjustments required, if any, and the eventual impact of such
adjustments on the amount of headroom available in our price to beat.
Consequently, if our price to beat is set at a level such that the amount of
headroom is less than we currently expect or future adjustments to our price
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to beat are inadequate to cover future increases in our costs to purchase power
to serve our price to beat customers, our business, results of operations and
financial condition could be materially adversely affected.

IN MARKETS OUTSIDE OF HOUSTON, WE MAY FACE STRONG COMPETITION FROM INCUMBENT
UTILITIES AND OTHER COMPETITORS.

In most retail electric markets outside the Houston area, our principal
competitor may be the local incumbent utility company or its retail affiliate.
The incumbent utilities have the advantage of long-standing relationships with
their customers. In addition to competition from the incumbent utilities and
their affiliates, we may face competition from a number of other energy service
providers, including start-up companies focusing on Internet marketing and
online services, and other energy industry participants who may develop
businesses that will compete with us in both local and national markets. We also
may face competition from nationally branded providers of consumer products and
services. Some of these competitors or potential competitors may be larger and
better capitalized than we are.

AS A RESULT OF RECENT MARKET CONDITIONS IN CALIFORNIA, SOME STATES MAY DELAY OR
RECONSIDER THE DEREGULATION OF THEIR RETAIL ELECTRIC MARKETS. ANY DELAY OR
RECONSIDERATION COULD LIMIT THE NUMBER OF COMPETITIVE RETAIL ELECTRIC MARKETS IN
THE UNITED STATES AND THEREBY IMPAIR OUR ABILITY TO SUCCESSFULLY IMPLEMENT OUR
STRATEGY TO EXPAND OUR RETAIL OPERATIONS OUTSIDE OF TEXAS.

As a result of recent volatility in California's power markets,
governmental agencies or officials and/or other interested parties in a number
of states are urging that deregulation of the retail electric markets of such
states be delayed or reconsidered altogether. As of February 2001, four of the
nine states that had previously adopted laws or regulatory plans providing for
future retail electric competition by 2002 have initiated bills or proceedings
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or adopted laws or regulatory plans to delay the implementation of retail
electric competition beyond the original date. The extent to which states delay
or reconsider the deregulation of their retail electric markets will limit the
number of potential retail electric markets outside of Texas into which we may
expand our retail operations. As a result, our strategy to expand our retail
operations into targeted competitive retail markets outside of Texas may not be
successful.

WE MAY BE REQUIRED TO MAKE A SUBSTANTIAL PAYMENT TO RELIANT ENERGY IN EARLY
2004.

To the extent the price to beat exceeds the market price of electricity, we
will be required to make a payment to Reliant Energy in early 2004 unless the
Texas Utility Commission determines that, on or prior to January 1, 2004, 40% or
more of the amount of electric power that was consumed in 2000 by residential or
small commercial customers, as applicable, within Reliant Energy's Houston
service territory is committed to be served by retail electric providers other
than us. If the 40% test is not met and a payment is required, the amount of
this payment will not exceed, but could be up to, $150 per customer multiplied
by the number of residential or small commercial customers, as the case may be,
that we serve on January 1, 2004 in Reliant Energy's traditional service
territory, less the number of new retail electric customers we serve in other
areas of Texas. As of December 31, 2000, Reliant Energy had approximately 1.5
million residential and small commercial customers. In the master separation
agreement, we have agreed to make this payment, if any, to Reliant Energy.
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WE WILL RELY ON THE INFRASTRUCTURE OF LOCAL UTILITIES OR INDEPENDENT
TRANSMISSION SYSTEM OPERATORS TO PROVIDE ELECTRICITY TO AND TO OBTAIN
INFORMATION ABOUT OUR RETAIL CUSTOMERS. ANY INFRASTRUCTURE FAILURE COULD
NEGATIVELY IMPACT OUR CUSTOMERS' SATISFACTION AND COULD HAVE A MATERIAL NEGATIVE
IMPACT ON OUR BUSINESS AND RESULTS OF OPERATIONS.

In Texas, we will be dependent on the local transmission and distribution
utilities for maintenance of the infrastructure through which we will deliver
electricity to our customers. Any infrastructure failure that interrupts or
impairs delivery of electricity to our customers could negatively impact the
satisfaction of our customers with our service. Additionally, in Texas, we will
be dependent on the local transmission and distribution utilities for the
reading of our customers' energy meters. We will be required to rely on the
local utility or, in some cases, the independent transmission system operator,
to provide us with our customers' information regarding energy usage, and we may
be limited in our ability to confirm the accuracy of the information. The
provision of inaccurate information by the local utilities or system operators
could have a material negative impact on our business and results of operations.

In connection with our entry into retail electric markets outside of Texas,
we may be required under the regulatory structure of the relevant market to rely
on utilities with which we may be competing to perform billing and collection
services, the services and functions described in the prior paragraph or other
services and functions. In addition, we may be required to enter into agreements
with local incumbent utilities for use of the local distribution systems and for
the creation and operation of functional interfaces necessary for us to serve
our customers. Any delay in these negotiations or our inability to enter into
reasonable agreements could delay or negatively impact our ability to serve
customers in those markets.

WE PLAN TO OFFER BUNDLED SERVICES TO OUR RETAIL CUSTOMERS AT FIXED PRICES AND
FOR FIXED TERMS. IF OUR COSTS TO OBTAIN THE COMMODITIES INCLUDED IN THESE
BUNDLED SERVICES EXCEED THE PRICES PAID BY OUR CUSTOMERS, OUR OPERATING RESULTS
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COULD BE ADVERSELY AFFECTED.

We plan to offer retail customers a bundle of services that will include,
at a minimum, the electric commodity itself plus transmission, distribution and
related service charges. To the extent that the prices we charge for this bundle
of services or for the various components of the bundle, either of which may be
fixed by contract with the customer for a period of time, differ from our
underlying cost to obtain the commodities or services, our results of operations
would be affected. We will encounter similar risks in selling bundled services
that include non-energy-related services, such as telecommunications, Internet
access, appliance repair, facilities management, and the like. In some cases, we
have little, if any, prior experience in selling these non-energy-related
services.

IF THE SYSTEMS AND PROCESSES WE ARE DEVELOPING FOR OUR RETAIL BUSINESS ARE MORE
EXPENSIVE TO COMPLETE THAN EXPECTED OR DO NOT WORK AS PLANNED, OUR OPERATING
RESULTS MAY BE ADVERSELY AFFECTED.

The information systems and processes necessary to support sales, customer
service and electricity supply in competitive retail markets as envisioned in
Texas and elsewhere are new, complex and extensive. We are still developing
these systems and processes, and they may prove more expensive to complete than
planned and may not work as planned.

IF WE ARE DESIGNATED AS A "PROVIDER OF LAST RESORT" BY THE TEXAS UTILITY
COMMISSION, WE MAY BE OBLIGATED TO PROVIDE RETAIL ELECTRIC SERVICES AT PRICES
BELOW THOSE WE WOULD OTHERWISE CHARGE, WHICH COULD ADVERSELY AFFECT OUR
OPERATING RESULTS.

The Texas electric restructuring law requires the Texas Utility Commission
to determine procedures and criteria for designating retail electric providers
to serve as providers of last resort in areas of the state in which retail
competition is in effect. A provider of last resort is required to
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offer a standard retail electric service package for each class of customers
designated by the Texas Utility Commission at a fixed, nondiscountable rate
approved by the Texas Utility Commission. It is also required to provide the
service package to any requesting retail customer in the territory for which it
is the provider of last resort. In the event that another retail electric
provider fails to serve any or all of its customers, the provider of last resort
is required to offer that customer the standard retail service package for that
customer class with no interruption of service to the customer. As a condition
to maintaining our certificate as a retail electric provider, we may be
designated as a provider of last resort by the Texas Utility Commission. If we
are designated as the provider of last resort and the approved rate at which we
are required to offer the standard retail electric service package is less than
the price we would otherwise charge, our results of operations may be materially
adversely affected.

IF THE TEXAS UTILITY COMMISSION DELAYS THE OPENING OF THE TEXAS RETAIL ELECTRIC
MARKET TO COMPETITION, OUR RETAIL ELECTRIC BUSINESS MAY NOT GENERATE ANY
REVENUES DURING THE PERIOD OF DELAY.

While the Texas electric restructuring law calls for the implementation of
a competitive retail electric market in Texas beginning on January 1, 2002, the
law authorizes the Texas Utility Commission to delay the date on which the
retail electric market is opened to competition in any power region in Texas 1if
it determines that the region is unable to offer fair competition and reliable
service to all retail customer classes on that date. Most of the significant
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dates in the Texas electric restructuring law are specified anniversaries of the
date on which the retail electric market is opened to competition. We have
assumed throughout this prospectus that open retail electric competition in
Texas will begin on January 1, 2002 and that the specified anniversaries are
January 1 of the appropriate year. To the extent that the Texas Utility
Commission delays the implementation of a competitive market beyond that date,
all references to the January 1, 2002 open competition date and the
anniversaries of that date shall refer to the date on which a competitive retail
electric market is implemented by the Texas Utility Commission and the
appropriate anniversary of that date, respectively. During any delay period, we
may not earn any revenue from our retail electric business.

RISKS RELATED TO OUR BUSINESSES GENERALLY

OUR WHOLESALE AND RETAIL ENERGY BUSINESSES OPERATE IN THE DEREGULATING SEGMENTS
OF THE ELECTRIC POWER INDUSTRY CREATED BY RESTRUCTURING INITIATIVES AT BOTH
STATE AND FEDERAL LEVELS. IF THE PRESENT TREND TOWARDS COMPETITIVE RESTRUCTURING
OF THE ELECTRIC POWER INDUSTRY IS REVERSED, DISCONTINUED OR DELAYED, OUR
BUSINESS PROSPECTS AND FINANCIAL CONDITION COULD BE MATERIALLY ADVERSELY
IMPAIRED.

The regulatory environment applicable to the U.S. electric power industry
is experiencing significant changes as a result of varying restructuring
initiatives at both the state and federal levels. These initiatives have had a
significant impact on the nature of the industry and the manner in which its
participants conduct their business. We have targeted deregulating wholesale and
retail segments of the electric power industry created by these initiatives.
These changes are ongoing and we cannot predict the future development of
deregulation in these markets or the ultimate effect that this changing
regulatory environment will have on our business.

Moreover, existing regulations may be revised or reinterpreted, new laws
and regulations may be adopted or become applicable to us or our facilities, and
future changes in laws and regulations may have a detrimental effect on our
business. For example, a bill was recently voted out of a committee of the Texas
House of Representatives for approval by the Texas House which would amend the
Texas electric restructuring law to require an electric utility, its affiliated
transmission and distribution utility and its affiliated retail electric
provider to credit the excess of the market value of the utility's generation
assets over the net book value of those assets, or
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"negative stranded costs," to customers. The bill does not allocate the credit
amongst the entities but requires the Texas Utility Commission to prescribe the
manner in which the credit of negative stranded costs is made. The bill must
pass from the Calendars Committee of the Texas House before it can go before the
full House for approval. At this time, we cannot predict whether this
legislation will be enacted, or if enacted, what form it will take. In certain
circumstances involving a modification of the time periods used in the
generation asset value methodology set forth in the Texas electric restructuring
law and contemplated by the Texas Genco option agreement, conforming changes to
the option agreement will be made.

In addition, some restructured markets have recently experienced supply
problems and price volatility. These supply problems and volatility have been
the subject of a significant amount of press coverage, much of which has been
critical of the restructuring initiatives. In some of these markets, including
California, proposals have been made by governmental agencies and/or other
interested parties to re-regulate areas of these markets which have previously
been deregulated. Governmental agencies or officials and/or other interested
parties in a number of states, including states that had previously adopted laws
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or regulatory plans providing for future retail electric competition, are urging
that deregulation of the retail electric markets of such states be delayed or
reconsidered altogether. We cannot assure you that other proposals to
re-regulate will not be made or that legislative or other attention to the
electric power restructuring process will not cause the process to be delayed or
reversed. If the current trend towards competitive restructuring of the
wholesale and retail power markets is reversed, discontinued or delayed, our
business prospects and financial condition could be materially adversely
impaired.

IF WE FAIL TO OBTAIN OR MAINTAIN ANY NECESSARY GOVERNMENTAL PERMIT OR APPROVAL,
OUR RESULTS OF OPERATIONS MAY BE ADVERSELY AFFECTED.

Our operations are subject to complex and stringent energy, environmental
and other governmental laws and regulations. The acquisition, ownership and
operation of power generation facilities require numerous permits, approvals and
certificates from federal, state and local governmental agencies. The operation
of our generation facilities must also comply with environmental protection and
other legislation and regulations. At present, our operations are subject to
regulation in California, Florida, Illinois, Maryland, Nevada, New Jersey,
Pennsylvania and Texas. Most of our existing domestic generation facilities are
exempt wholesale generators, or "EWGs," which sell electricity exclusively into
the wholesale market. These facilities are subject to regulation by the FERC
regarding rate matters and by state public utility commissions regarding
non-rate matters. The FERC has authorized us to sell our generation from these
facilities at market prices. The FERC retains the authority to modify or
withdraw our market-based rate authority and to impose "cost of service" rates
if it determines that market pricing is not in the public interest. Any
reduction by the FERC of the rates we may receive for our generation activities
may materially adversely affect our results of operations.

CHANGES IN TECHNOLOGY MAY IMPAIR THE VALUE OF OUR POWER PLANTS AND MAY
SIGNIFICANTLY IMPACT OUR BUSINESS IN OTHER WAYS AS WELL.

Research and development activities are ongoing to improve alternative
technologies to produce electricity, including fuel cells, microturbines and
photovoltaic (solar) cells. It is possible that advances in these or other
alternative technologies will reduce the costs of electricity production from
these technologies to a level below that which we have forecasted. In addition,
electricity demand could be reduced by increased conservation efforts and
advances in technology, which could likewise significantly reduce the value of
our power generation assets. Changes in technology could also alter the channels
through which retail electric customers buy electricity.
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OUR RESULTS ARE SUBJECT TO QUARTERLY AND SEASONAL FLUCTUATIONS, WHICH MAY
ADVERSELY AFFECT THE MARKET PRICE OF OUR COMMON STOCK.

Our quarterly operating results have fluctuated in the past and will
continue to do so in the future as a result of the following factors:

- variations in levels of production due to price changes, weather and
seasonality,

- volatility of market prices of open trading positions,
— the timing and size of acquisitions, and

- the completion of development projects.
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THE VALUE OF OUR FOREIGN GENERATING FACILITIES AND BUSINESSES MAY BE REDUCED BY
RISKS RELATED TO LAWS OF OTHER COUNTRIES, TAXES, ECONOMIC CONDITIONS,
FLUCTUATIONS IN CURRENCY RATES, POLITICAL CONDITIONS, POLICIES OF FOREIGN
GOVERNMENTS AND LABOR SUPPLY AND RELATIONS.

We currently have generation facilities in the Netherlands and trading,
marketing and risk management operations in Northwest Europe. Operations outside
the United States entail the following significant political and financial
risks, which vary by country:

— changes in laws or regulations,

- changes in foreign tax laws and regulations,

- changes in U.S. laws, including tax laws, related to foreign operations,

— changes in general economic conditions affecting each country,

— fluctuations in inflation and currency exchange rates,

- changes in government policies or personnel, and

— changes in labor relations in operations outside the United States.

Our actual results may be affected by the occurrence of any of these
events. The occurrence of any of these events could substantially reduce the
value of the impacted generating facilities or businesses.

RISKS RELATED TO OUR CORPORATE AND FINANCIAL STRUCTURE

IF WE ARE UNABLE TO ARRANGE FUTURE FINANCINGS ON ACCEPTABLE TERMS, OUR ABILITY
TO PURSUE ATTRACTIVE ACQUISITION AND DEVELOPMENT ACTIVITIES COULD BE LIMITED.

Our business strategy anticipates significant future acquisitions and
development of additional generating facilities. We are continually reviewing
potential acquisitions and development projects, and may enter into significant
acquisitions or development projects in the near future. Any acquisition or
development project will likely require access to substantial capital from
outside sources on acceptable terms. We may also need external financing to fund
capital expenditures, including capital expenditures necessary to comply with
alr emission regulations or other regulatory requirements. Depending on our
performance and market conditions prevailing at the time of any of these
acquisitions and development projects, we may not be able to arrange for
necessary financing on terms that are acceptable to us, which could have the
effect of limiting our ability to pursue desirable acquisitions and development
opportunities.

23
26

Our ability to arrange debt financing and the costs of debt capital are
dependent on the following factors:

- general economic and capital market conditions,

— credit availability from banks and other financial institutions,

- investor confidence in us and our regional wholesale power markets,
- maintenance of acceptable credit ratings,

- the success of current projects,
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- the perceived quality of new projects, and
— provisions of relevant tax and securities laws.

Future indebtedness may include terms that are more restrictive or
burdensome than those of our current indebtedness. This may negatively impact
our ability to operate our business, or severely restrict or prohibit
distributions from our subsidiaries.

In the past, a significant amount of our debt and equity capital needs has
been satisfied by Reliant Energy. Reliant Energy and some of its subsidiaries
have also periodically provided credit support to us. In addition, we believe
that we have obtained third-party financing on relatively favorable terms based
in part on Reliant Energy's ownership interest in us. Following this offering,
Reliant Energy will no longer provide financing or credit support except for
specified transactions or for a limited period of time. As a result, we may not
be able to obtain third-party financing on terms that are as favorable as we
have experienced in the past.

WE MAY WISH TO FINANCE FUTURE ACQUISITIONS BY ISSUING ADDITIONAL EQUITY
SECURITIES, WHICH COULD RESULT IN SIGNIFICANT DILUTION OF OUR STOCKHOLDERS.
ALSO, PRIOR TO OUR SEPARATION FROM RELIANT ENERGY, WE WILL GENERALLY BE UNABLE
TO ISSUE EQUITY SECURITIES WITHOUT RELIANT ENERGY'S PRIOR CONSENT.

In order to finance future acquisitions, we may wish to issue additional
equity securities in amounts which could be substantial. If we issue additional
equity securities, it may result in dilution of our stockholders, which could be
significant.

In order for the distribution of the remaining shares of our common stock
to be tax—free to Reliant Energy and its shareholders, Reliant Energy must own
at least 80% of all classes of our outstanding capital stock at the time of the
distribution. Therefore, prior to our separation from Reliant Energy, we will
not be able to issue equity or voting debt without Reliant Energy's prior
consent, and Reliant Energy is unlikely to give that consent so long as it still
intends to distribute the remaining shares to its shareholders. This limitation
could have the effect of limiting our ability to pursue desirable acquisitions
and development opportunities.

IF WE EXERCISE OUR OPTION TO PURCHASE THE CAPITAL STOCK OF TEXAS GENCO OWNED BY
RELIANT ENERGY, WE WILL OWE FIDUCIARY DUTIES TO TEXAS GENCO'S MINORITY
STOCKHOLDERS, WHICH MAY RESTRICT OUR CONTROL OVER TEXAS GENCO'S COMMERCIAL
RELATIONSHIPS AND OPERATIONS.

Reliant Energy has granted us an option to purchase in 2004 the 81%
interest it is expected to own in the entity owning the Texas generating assets
of Reliant Energy's electric utility division, which we refer to as "Texas
Genco." If we exercise this option, we will own a majority interest in a
substantial subsidiary that has public shareholders owning the remaining amount
of its common stock. Upon exercise of this option, we will owe fiduciary duties
to Texas Genco's minority stockholders, which may restrict our control of Texas
Genco and the commercial relationships between Texas Genco and our other
subsidiaries.
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OUR HOLDING COMPANY STRUCTURE LIMITS OUR ACCESS TO THE FUNDS OF SOME OF OUR
SUBSIDIARIES WHICH WE MAY NEED TO SERVICE PARENT-LEVEL INDEBTEDNESS AND OTHER
CASH REQUIREMENTS.
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Substantially all of our operations are conducted by our subsidiaries. Our
cash flow and our ability to service parent-level indebtedness when due is
dependent upon our receipt of cash dividends, distributions or other transfers
from our subsidiaries. The terms of some of our subsidiaries' indebtedness
restrict their ability to pay dividends or make restricted payments to us in
some circumstances. Specifically, our Channelview and El Dorado Energy
subsidiaries are each party to credit agreements used to finance construction of
their generation plants. Both the Channelview credit agreement and the E1 Dorado
Energy credit agreement allow the respective subsidiary to pay dividends or make
restricted payments only if specified conditions are satisfied, including
maintaining specified debt service coverage ratios and debt service reserve
account balances. In both cases, the amount of the dividends or restricted
payments that may be paid if the conditions are met is limited to a specified
level and may be paid only from a particular account. The Channelview
cogeneration facility is currently under construction and is not expected to
begin commercial operations until the third quarter of 2001. As of December 31,
2000, all of the specified conditions in the El Dorado Energy credit agreement
were satisfied.

In addition, the ability of our subsidiary that owns our Mid-Atlantic power
generation facilities to pay dividends or make restricted payments to us is
restricted under the terms of three facility interest lease agreements. These
agreements allow our Mid-Atlantic subsidiary to pay dividends or make restricted
payments only if specified conditions are satisfied, including maintaining
specified fixed charge coverage ratios. As of December 31, 2000, all of the
specified conditions in these agreements were satisfied.

RISKS RELATED TO OUR SEPARATION FROM RELIANT ENERGY

OUR BUSINESS AND YOUR INVESTMENT IN OUR STOCK MAY BE ADVERSELY AFFECTED IF
RELIANT ENERGY DOES NOT COMPLETE THE DISTRIBUTION OF OUR COMMON STOCK TO ITS
SHAREHOLDERS, BECAUSE WE WOULD REMAIN SUBJECT TO CONTROL BY RELIANT ENERGY.

Although Reliant Energy has advised us that it currently intends to
complete the distribution of our common stock to its shareholders within twelve
months of this offering, we cannot assure you whether or when the distribution
will occur. Reliant Energy is not obligated to complete the distribution, and it
may decide not to do so.

Reliant Energy has filed a request with the Internal Revenue Service to
seek a ruling that the distribution will be tax-free to Reliant Energy and its
shareholders and will qualify as a reorganization. At the time of this offering,
Reliant Energy does not have a ruling from the Internal Revenue Service
regarding the tax treatment of the distribution. If Reliant Energy does not
obtain a favorable tax ruling, it is not likely to make the distribution in the
expected time frame or, perhaps, at all. In order for the distribution to be
tax—-free, Reliant Energy must satisfy various requirements, including owning at
least 80% of all classes of our outstanding capital stock at the time of the
distribution.

Additionally, in connection with our separation from Reliant Energy and the
distribution of our stock by Reliant Energy, Reliant Energy plans to restructure
its remaining businesses and to register as a public utility holding company
under the 1935 Act or to seek an exemption from the registration requirements of
the 1935 Act. Both the restructuring and a registration under the 1935 Act will
require SEC approval. The restructuring will also require the approval of the
Louisiana Public Service Commission and the Nuclear Regulatory Commission. If an
exemption from registration is to be obtained, approval from other state utility
commissions which regulate Reliant Energy's gas distribution operations may also
be required. We cannot assure you that those approvals will be obtained.
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If Reliant Energy becomes a registered public utility holding company under
the 1935 Act and does not complete the distribution of our common stock, our
businesses would be adversely affected. We would:

- be subject to regulatory restrictions as a subsidiary of a registered
public utility holding company,

- not be able to raise equity capital without compliance with regulatory
requirements, as well as approval by Reliant Energy, and

- be subject to limits on investments in EWGs and foreign utility
companies.

In addition, until the distribution occurs, the risks discussed below
relating to Reliant Energy's control of our company and the potential business
conflicts of interest between Reliant Energy and us will continue to be relevant
to you. If the distribution is delayed or not completed at all, the liquidity of
shares of our common stock in the market may be constrained unless and until
Reliant Energy elects to sell some of its significant ownership into the public
market. A lack of liquidity in our common stock may affect our stock price.

WE WILL BE CONTROLLED BY RELIANT ENERGY AS LONG AS IT OWNS A MAJORITY OF OUR
COMMON STOCK, AND OUR NEW MINORITY STOCKHOLDERS WILL BE UNABLE TO AFFECT THE
OUTCOME OF STOCKHOLDER VOTING DURING THAT TIME.

After the completion of this offering, Reliant Energy will own over 80% of
our outstanding common stock. As long as Reliant Energy owns a majority of our
outstanding common stock, Reliant Energy will continue to be able to elect our
entire board of directors without calling a special meeting. Investors in this
offering, by themselves, will not be able to affect the outcome of any
stockholder vote prior to the planned distribution of our common stock to
Reliant Energy's shareholders. As a result, Reliant Energy, subject to any
fiduciary duty owed to our minority stockholders under Delaware law, will be
able to control all matters affecting our company, including:

- the composition of our board of directors and, through the board, any
determination with respect to our business direction and policies,

including the appointment and removal of officers,

- determination of incentive compensation, which may affect our ability to
retain key employees,

- the allocation of business opportunities between Reliant Energy and us,

- any determinations with respect to mergers or other business
combinations,

- our acquisition or disposition of assets,
- our financing decisions and our capital raising activities,
— the payment of dividends on our common stock,
— amending our restated certificate of incorporation, and
- determinations with respect to our tax returns.
In addition, Reliant Energy may enter into credit agreements, indentures or

other contracts that limit the activities of its subsidiaries. While we would
not likely be contractually bound by these limitations, Reliant Energy would
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likely cause 1its representatives on our board to direct our business so as not
to breach any of these agreements. Moreover, the Texas Utility Commission and
the state regulatory commissions of Arkansas and Minnesota have imposed
limitations on the amount Reliant Energy or its subsidiaries may invest in
foreign utility companies and, in some
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cases, foreign electric wholesale generating companies. These limitations are
based upon Reliant Energy's consolidated net worth, retained earnings, and debt
and stockholders' equity.

OUR HISTORICAL FINANCIAL RESULTS AS A SUBSIDIARY OF RELIANT ENERGY MAY NOT BE
REPRESENTATIVE OF OUR RESULTS AS A SEPARATE COMPANY.

The historical financial information we have included in this prospectus
does not necessarily reflect what our financial position, results of operations
and cash flows would have been had we been a separate, stand-alone entity during
the periods presented. Our costs and expenses reflect charges from Reliant
Energy for centralized corporate services and infrastructure costs. These
allocations have been determined based on what we and Reliant Energy considered
to be reasonable reflections of the utilization of services provided to us or
for the benefits received by us. This historical financial information is not
necessarily indicative of what our results of operations, financial position and
cash flows will be in the future. We may experience significant changes in our
cost structure, funding and operations as a result of our separation from
Reliant Energy, including increased costs associated with reduced economies of
scale, and increased costs associated with being a publicly traded, stand-alone
company .

WE MAY HAVE POTENTIAL BUSINESS CONFLICTS OF INTEREST WITH RELIANT ENERGY WITH
RESPECT TO OUR PAST AND ONGOING RELATIONSHIPS, AND BECAUSE OF RELIANT ENERGY'S
CONTROLLING OWNERSHIP PRIOR TO THE DISTRIBUTION, WE MAY NOT BE ABLE TO RESOLVE
THESE CONFLICTS ON TERMS COMMENSURATE WITH THOSE POSSIBLE IN ARMS' LENGTH
TRANSACTIONS.

Conflicts of interest may arise between Reliant Energy and our company in a
number of areas relating to our past and ongoing relationships, including:

— solicitation and hiring of employees from each other,

- the timing and manner of any sales or distributions by Reliant Energy of
all or any portion of its ownership interest in our company,

— the nature and quality of transitional services Reliant Energy has agreed
to provide us,

- the business operations of Texas Genco,

— our business operations within Reliant Energy's Houston service territory
or other business opportunities that would compete with Reliant Energy,

- actions and decisions of legislative bodies and administrative agencies,
and

- our dividend policy.

Following this offering, the agreements we have entered into with Reliant
Energy may be amended upon agreement of the parties. While we are controlled by
Reliant Energy, Reliant Energy may be able to require us to agree to amendments
to these agreements. We may not be able to resolve any potential conflicts with
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Reliant Energy, and even if we do, the resolution may be less favorable than if
we were dealing with an unaffiliated party.

OUR EXECUTIVE OFFICERS AND SOME OF OUR DIRECTORS MAY HAVE POTENTIAL CONFLICTS OF
INTEREST BECAUSE OF THEIR OWNERSHIP OF RELIANT ENERGY COMMON STOCK. IN ADDITION,
SOME OF OUR DIRECTORS WILL ALSO BE DIRECTORS OF RELIANT ENERGY.

Our executive officers and some of our directors own a substantial amount
of Reliant Energy common stock and options to purchase Reliant Energy common
stock. Ownership of Reliant Energy common stock by our directors and officers
after our separation from Reliant Energy could create, or appear to create,
potential conflicts of interest when directors and officers are faced with
decisions that could have different implications for Reliant Energy than they do
for us.
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We expect that even after Reliant Energy distributes the shares of our
common stock it owns to its shareholders, two or three of our directors will
also be directors of Reliant Energy. One of these directors will be our
chairman, president and chief executive officer. These directors will owe
fiduciary duties to the stockholders of each company. As a result, in connection
with any transaction or other relationship involving both companies, these
directors may need to recuse themselves and to not participate in any board
action relating to these transactions or relationships.

OUR ABILITY TO OPERATE OUR BUSINESSES MAY SUFFER IF WE DO NOT DEVELOP OUR OWN
INFRASTRUCTURE QUICKLY AND COST-EFFECTIVELY, AND WE CANNOT ASSURE YOU THAT THE
TRANSITIONAL SERVICES THAT RELIANT ENERGY HAS AGREED TO PROVIDE US WILL BE
SUFFICIENT FOR OUR NEEDS.

We currently use Reliant Energy's systems to support some of our
operations, including legal, accounting and treasury, human resources, payroll
and wide—area computer networks. We are in the process of creating our own
systems to replace Reliant Energy's systems. Any failure or significant downtime
in Reliant Energy's or our own information systems could prevent us from paying
our employees, billing our customers or performing other administrative services
on a timely basis and could harm our business.

Following this offering, Reliant Energy has agreed to provide some
transition services to us. For a description of these transition services,
please read "Agreements Between Us and Reliant Energy —- Transition Services
Agreement." The transition services agreement provides that interim corporate
support services will terminate no later than the time Reliant Energy completes
the disposition of the shares of our common stock it continues to own after this
offering. The agreement provides that information technology services and other
interim shared services may continue to be provided until December 31, 2004.
After the expiration of these various arrangements, we may not be able to
replace the transitional services with a comparable quality of service or on
terms and conditions as favorable as those we will receive from Reliant Energy.

Reliant Energy has wide discretion on what employees it will utilize to
provide services to us. Consequently, the quality and quantity of the services
we receive from Reliant Energy may not be as good as the services we received
prior to the effectiveness of the separation agreements.

OUR CREDIT RATING COULD DECLINE AS A RESULT OF OUR SEPARATION FROM RELIANT
ENERGY, AND AS A RESULT, WE MAY FACE INCREASED BORROWING COSTS, MORE RESTRICTIVE
COVENANTS AND REDUCED AMOUNTS OF CREDIT, WHICH MAY MAKE IT MORE DIFFICULT OR
EXPENSIVE TO PURSUE OUR GROWTH STRATEGY.
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Our operation as a separate entity from Reliant Energy may have a negative
impact on our ability to obtain credit on terms similar to those we were able to
obtain prior to our separation from Reliant Energy. Historically, Reliant Energy
has provided financing and credit support to us and our project financing
activities. Following this offering, Reliant Energy will no longer provide
financing or credit support for our operations except for specified transactions
or for a limited period of time. In addition, we may increase the proportion of
debt in our overall capital structure as part of our growth plan. Increases in
our debt level may negatively affect our credit rating.

We have performance guarantees related to our trading, marketing and risk
management operations that require us to maintain an investment grade credit
rating. If our credit rating declines below investment grade, we will likely be
obligated to provide credit enhancement to the guaranteed party in the form of a
pledge of cash collateral, a letter of credit or other similar credit
enhancement. Furthermore, if our credit ratings decline below an investment
grade credit rating, our trading partners may refuse to trade with us or trade
only on terms less favorable to us.

Any of these events would likely result in increased borrowing costs, more
restrictive covenants and reduced lines of credit from lenders, suppliers and
counterparties, all of which
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would adversely affect our business and results of operations and our ability to
raise capital to pursue our growth strategy.

IF WE TAKE ACTIONS WHICH CAUSE THE DISTRIBUTION OF OUR STOCK BY RELIANT ENERGY
TO ITS SHAREHOLDERS TO FAIL TO QUALIFY AS A TAX-FREE TRANSACTION, WE WILL BE
REQUIRED TO INDEMNIFY RELIANT ENERGY FOR ANY RESULTING TAXES. THIS POTENTIAL
OBLIGATION TO INDEMNIFY RELIANT ENERGY MAY PREVENT OR DELAY A CHANGE OF CONTROL
OF OUR COMPANY AFTER RELIANT ENERGY DISTRIBUTES OUR COMMON STOCK TO ITS
SHAREHOLDERS.

Reliant Energy intends to distribute its shares of our common stock to its
shareholders within twelve months of the completion of this offering. Prior to
the distribution, Reliant Energy intends to obtain a ruling from the Internal
Revenue Service that the distribution will be tax-free to Reliant Energy and its
shareholders and will qualify as a reorganization. Under an agreement between
our company and Reliant Energy, 1if we breach any representations in the
agreement relating to the ruling, take any action that causes our
representations in the agreement relating to the ruling to be untrue or engage
in a transaction after the distribution that causes the distribution to be
taxable to Reliant Energy, we will be required to indemnify Reliant Energy for
any resulting taxes. The amount of any indemnification payments would be
substantial, and we likely would not have sufficient financial resources to
achieve our growth strategy after making such payments.

Current tax law provides that, depending on the facts and circumstances,
the distribution of our stock by Reliant Energy, if it occurs, may be taxable to
Reliant Energy if our company undergoes a 50% or greater change in stock
ownership within two years after the distribution. Under agreements between our
company and Reliant Energy, Reliant Energy is entitled to require us to
reimburse any tax costs incurred by Reliant Energy as a result of a transaction
resulting in a change in control of our company. These costs may be so great
that they delay or prevent a strategic acquisition or change in control of our
company .

OUR DECONSOLIDATION FROM THE RELIANT ENERGY CONSOLIDATED TAX GROUP MAY RESULT IN
ADVERSE TAX CONSEQUENCES TO US.
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Subsequent to the distribution of our common stock by Reliant Energy, if it
occurs, we will cease to be a member of the Reliant Energy consolidated tax
group. This separation will have both current and future income tax implications
to us. The event of deconsolidation itself will result in the triggering of
deferred intercompany gains. We will recognize taxable income related to these
gains, which will not have a material impact on our net income and cash flow.

In addition to the current income tax consequences triggered by the act of
deconsolidation discussed above, our separation from the Reliant Energy
consolidated tax group will change our overall future income tax posture. As a
result, we could be limited in our future ability to effectively use future tax
attributes. We have agreed with Reliant Energy that we may carry back net
operating losses we generate in our tax years after deconsolidation to tax years
when we were part of the Reliant Energy consolidated group subject to Reliant
Energy's consent. Reliant Energy has agreed not to unreasonably withhold such
consent. Additionally, we may also be able to utilize such net operating losses
in our tax years after deconsolidation (subject to the applicable carryforward
limitation periods) but only to the extent of our income in such tax years.

RISKS RELATED TO THE SECURITIES MARKETS AND OWNERSHIP OF OUR COMMON STOCK

SUBSTANTIAL SALES OF OUR COMMON STOCK MAY OCCUR IN CONNECTION WITH THE
DISTRIBUTION TO RELIANT ENERGY'S SHAREHOLDERS. THESE SALES COULD CAUSE OUR STOCK
PRICE TO DECLINE.

Reliant Energy currently intends to distribute all of the shares of our
common stock it owns to its shareholders within twelve months of this offering.
Substantially all of these shares will be
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eligible for immediate resale in the public market. We cannot predict whether
significant amounts of our common stock will be sold in the open market in
anticipation of, or following, the distribution, or will be sold by Reliant
Energy if the distribution does not occur. We also cannot predict what level of
demand there will be for shares of our common stock. In addition, we have
entered into a registration rights agreement, which provides that if Reliant
Energy does not distribute all of the shares of our common stock that it owns to
its shareholders, Reliant Energy and its transferees will have the right to
require us to register these shares under the U.S. securities laws for sale into
the public market. Any sales of substantial amounts of our common stock in the
public market, or the perception that these sales might occur, whether as a
result of the distribution or otherwise, could lower the market price of our
common stock. Further, if we issue additional equity securities to raise
additional capital, your ownership interest in our company may be diluted and
the value of your investment may be reduced. Please read "Shares Eligible for
Future Sale" for information about the number of shares that will be outstanding
and could be sold after this offering.

THE INITIAL PUBLIC OFFERING PRICE OF OUR COMMON STOCK MAY NOT BE INDICATIVE OF
THE MARKET PRICE OF OUR COMMON STOCK AFTER THIS OFFERING. IN ADDITION, OUR STOCK
PRICE MAY BE VOLATILE.

Prior to this offering, Reliant Energy held all of our outstanding common
stock, and therefore, there has been no public market for our common stock. We
cannot assure you that an active market for our common stock will develop or be
sustained after this offering. The initial public offering price of our common
stock was determined by negotiations between us and representatives of the
underwriters, based on numerous factors which we discuss in the "Underwriting"
section of this prospectus. This price may not be indicative of the market price
for our common stock after this initial public offering. The market price of our
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common stock could be subject to significant fluctuations after this offering,
and may decline below the initial public offering price. You may not be able to
resell your shares at or above the initial public offering price. The following
factors could affect our stock price:

— our operating and financial performance and prospects,

- quarterly variations in the rate of growth of our financial indicators,
such as earnings per share, net income and revenues,

- changes in revenue or earnings estimates or publication of research
reports by analysts,

- speculation in the press or investment community,

- strategic actions by us or our competitors, such as acquisitions or
restructurings,

- developments regarding the restructuring of the electric power industry,
including re-regulation of previously deregulated markets,

- default and/or non-payment by buyers of power purchased from us in
California or other markets,

- sales of our common stock by stockholders,

- actions by institutional investors or by Reliant Energy prior to its
distribution of our common stock,

- general market conditions, including fluctuations in commodity prices,
and

— domestic and international economic, legal and regulatory factors
unrelated to our performance.

The stock markets in general have experienced extreme volatility that has
often been unrelated to the operating performance of particular companies. These
broad market fluctuations may adversely affect the trading price of our common
stock.
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OUR RIGHTS AGREEMENT AND PROVISIONS IN OUR CHARTER DOCUMENTS AND DELAWARE LAW
MAY INHIBIT A TAKEOVER, WHICH COULD ADVERSELY AFFECT THE VALUE OF OUR COMMON
STOCK.

Our restated certificate of incorporation, bylaws and rights agreement, as
well as Delaware corporate law, contain provisions that could delay or prevent a
change of control or changes in our management that a stockholder might consider
favorable. These provisions generally become effective at the time Reliant
Energy ceases to own a majority of our outstanding common stock. These
provisions apply even if the offer may be considered beneficial by some of our
stockholders. If a change of control or change in management is delayed or
prevented, the market price of our common stock could decline.
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OUR SEPARATION FROM RELIANT ENERGY

In July 2000, Reliant Energy announced its intention to divide itself into
two publicly traded companies in order to separate its unregulated businesses
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from its regulated businesses. This offering of our common stock is part of
Reliant Energy's separation plan. Within twelve months of the completion of this
offering, Reliant Energy intends to distribute our remaining stock to its
shareholders as part of its separation plan. Until Reliant Energy completes the
distribution of our common stock to its shareholders, we will continue to be a
subsidiary of Reliant Energy.

Reliant Energy is an international energy delivery and energy services
company based in Houston, Texas. Following the distribution of our shares, we
expect Reliant Energy will remain engaged in the transmission and distribution,
as well as generation, of electric power and the transportation and distribution
of natural gas.

SEPARATION AND TRANSITION SERVICES AGREEMENTS

We have entered into agreements with Reliant Energy providing for the
separation of its businesses, including a master separation agreement. These
agreements generally provide for the transfer from Reliant Energy to us of
assets relating to our businesses and the assumption by us of associated
liabilities. We have also entered into agreements governing various interim and
ongoing relationships between us and Reliant Energy, including transitional
services Reliant Energy will provide to us. For a summary description of these
agreements, please read "Agreements Between Us and Reliant Energy."

THE DISTRIBUTION BY RELIANT ENERGY OF OUR COMMON STOCK

After completion of this offering, Reliant Energy will own over 80% of the
outstanding shares of our common stock. Reliant Energy has announced that it
currently plans to complete its divestiture of our company within twelve months
of the completion of this offering by distributing all of the shares of our
common stock it owns to its shareholders. However, Reliant Energy is not
obligated to complete the distribution. For a description of consequences that
may result if Reliant Energy does not complete the distribution, please read
"Risk Factors —-- Risks Related to Our Separation from Reliant Energy."

BUSINESS SEPARATION PLAN

The Texas Utility Commission has approved a business separation plan that
contemplates that our company will be the successor to Reliant Energy's retail
electric operations in the Houston metropolitan area when the Texas market opens
to competition. Reliant Energy filed the plan with the Commission to meet the
requirements of the Texas electric restructuring law adopted in 1999. The law
requires investor-owned electric utilities to separate their Texas electric
utility operations into three segments —-- generation, transmission and
distribution, and retail sales —-- under either common or separate ownership.
Reliant Energy will retain its Houston-area transmission and distribution
business, which will remain subject to traditional utility rate regulation, and
its associated generation assets, subject to the option described below.

TEXAS GENCO OPTION

In connection with the separation, Reliant Energy has granted us an option
to purchase the 81% interest it will have in the entity owning the Texas
generating assets of Reliant Energy's electric utility division, which we refer
to as "Texas Genco." These assets consist of 14,040 MW of aggregate net
generation capacity. This option will be exercisable by us in January 2004. For
a summary description of this option, please read "Texas Genco Option."
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USE OF PROCEEDS
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We estimate that our net proceeds from this offering will be approximately
$1.5 billion (approximately $1.7 billion if the underwriters' over-allotment
option is exercised in full) based on the initial public offering price of
$30.00 per share and after deducting underwriting discounts and commissions and
our estimated offering expenses.

In the master separation agreement, we have agreed that to the extent the
net proceeds of this offering (including proceeds from the exercise of the
underwriters' over-allotment option) exceed $1.4 billion, we will use 50% of the
net proceeds above such amount to repay certain indebtedness we owe Reliant
Energy aggregating Euro 560 million (approximately $528 million based on the
December 31, 2000 exchange rate of 1.0616 Euros per U.S. dollar). This
indebtedness was incurred in the fourth quarter of 1999 in connection with the
funding of the UNA purchase obligation. This indebtedness bears interest at the
inter-bank offered rate for Euros (EURIBOR) plus 0.75% per annum. This
indebtedness is included in the $1.9 billion of our indebtedness owed to Reliant
Energy that Reliant Energy has agreed to convert to equity as a capital
contribution prior to the closing of this offering.

We intend to use the net proceeds from this offering initially to increase
our working capital. We expect to use these proceeds to fund capital
expenditures, including the funding of construction costs of, and combustion
turbine payments relating to, our generating facilities currently under
construction. We have estimated 2001 capital requirements of $1.0 billion,
including capital expenditures relating to four generating facilities under
construction with total remaining estimated costs of construction of $436
million. We also plan to continue to expand our portfolio of generation assets
through acquisitions of generation facilities. Depending on the timing of any of
these acquisitions, we may use a portion of the net proceeds from this offering
to finance one or more future acquisitions if the proceeds have not yet been
used to finance capital expenditures as of the date of such acquisitions. We
expect to finance future capital expenditures that are not paid for with net
proceeds from this offering with cash from operations or other financing
alternatives. For a discussion of these alternatives, please read "Management's
Discussion and Analysis of Financial Condition and Results of
Operations —-- Liquidity and Capital Resources —-- Capital Requirements —-- Other
Sources/Uses of Cash."
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DIVIDEND POLICY
We do not intend to declare or pay any dividends on our common stock in the
foreseeable future. Instead, we intend to retain any future earnings for use in
our business. Our board of directors will determine the payment of future
dividends on our common stock, if any, and the amount of any dividends in light

of:

- any applicable contractual restrictions limiting our ability to pay
dividends,

- our earnings and cash flows,

- our financial condition, and

— other factors our board of directors deems relevant.

The terms of some of our subsidiaries' indebtedness restrict their ability

to pay dividends or make restricted payments to us in some circumstances.
Specifically, our Channelview and El1l Dorado Energy subsidiaries are each party
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to credit agreements used to finance construction of their generation plants.
Both the Channelview credit agreement and the El1 Dorado Energy credit agreement
allow the respective subsidiary to pay dividends or make restricted payments
only if specified conditions are satisfied, including maintaining specified debt
service coverage ratios and debt service reserve account balances. In both
cases, the amount of the dividends or restricted payments that may be paid if
the conditions are met is limited to a specified level and may be paid only from
a particular account. The Channelview cogeneration facility is currently under
construction and is not expected to begin commercial operations until the third
quarter of 2001. As of December 31, 2000, all of the specified conditions in the
El Dorado Energy credit agreement were satisfied.

In addition, the ability of our subsidiary that owns our Mid-Atlantic power
generation facilities to pay dividends or make restricted payments to us is
restricted under the terms of three facility interest lease agreements. These
agreements allow our Mid-Atlantic subsidiary to pay dividends or make restricted
payments only if specified conditions are satisfied, including maintaining
specified fixed charge coverage ratios. As of December 31, 2000, all of the
specified conditions in these agreements were satisfied.

DILUTION

Our pro forma net tangible book value at December 31, 2000 was
approximately $2.9 billion, or $11.95 per share. Net tangible book value per
share represents our total tangible assets reduced by our total liabilities and
divided by the aggregate number of shares of our common stock outstanding.
Dilution in net tangible book value per share represents the difference between
the amount per share that you pay in this offering and the net tangible book
value per share immediately after this offering.

After giving effect to our sale of 52,000,000 shares of common stock in
this offering at the initial public offering price of $30.00 per share and after
deducting underwriting discounts and commissions and estimated offering expenses
payable by us, our pro forma as adjusted net tangible book value at December 31,
2000 would have been approximately $4.3 billion, or $14.86 per share. This
represents an immediate increase in pro forma net tangible book value of $2.91
per share to our existing stockholder and an immediate dilution in pro forma net
tangible book value of $15.14 per share to new investors purchasing shares of
common stock in this offering. The following table illustrates this dilution per
share:

Initial public offering price per share........ ... $30.00
Pro forma net tangible book value per share as of December
3L, 2000 . ¢ it it e e e e e e e e e e e e e e $11.95
Increase in pro forma book value per share attributable to
NeW 1NVeStOrS. @ittt ittt et e ettt $ 2.91

Pro forma as adjusted net tangible book value per share

after this offering. . ...ttt ittt ittt eeeeennnns $14.86
Dilution in pro forma net tangible book value per share to

NEeW 1NVESTOLS. @ittt ettt e e e ettt e $15.14
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CAPITALIZATION
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The following table sets forth our capitalization as of December 31, 2000.

Our capitalization is presented on:

- an actual basis,
- a pro forma basis to reflect the Recapitalization, and

- a pro forma, as adjusted basis to reflect the Recapitalization, the sale
of 52,000,000 shares of our common stock in this offering, the estimated
net proceeds from this offering and the application of a portion of the
net proceeds from this offering to repay certain indebtedness we owe
Reliant Energy.

You should read the information in this table together with our

consolidated financial statements and the related notes and the information in
"Selected Financial Data," "Management's Discussion and Analysis of Financial
Condition and Results of Operations"™ and "Use of Proceeds" included elsewhere in
this prospectus.

PRO FORMA,
ACTUAL PRO FORMA (1) ADJUSTED (1

(in millions)

Short-term Dorrowings (2) (3) « vttt ettt e ettt et eeeeennnneens $ 126 $ 126 $ 126
Accounts and short-term notes payable —-- affiliated
companies, Net (2) (4) v vt i i ittt ittt et eeeeeeeeneenns 1,321 142 106
Long-term notes payable -- affiliated companies, net(2)..... 648 - -
Long-term debt, including current maturities(2)............. 892 892 892
Stockholder's eqUity ..o i ittt it ettt ettt e e et e 2,332 4,159 5,631
Total capitalization.......ii it eeeennnneens $5,319 $5,319 $6, 755
(1) Please read our unaudited pro forma condensed consolidated financial

statements included elsewhere in this prospectus.

For a description of our borrowings, please read Notes 3 and 8 to our
consolidated financial statements included elsewhere in this prospectus.

Adjustments have not been made to reflect the increase of short-term
borrowings after December 31, 2000. As of March 31, 2001, short-term
borrowings were $633 million, which borrowings included amounts used to
repay the $236 million notes payable to Reliant Energy discussed below.

Adjustments have not been made to reflect the repayment on March 30, 2001 of
$236 million of short-term notes payable to Reliant Energy. The $236 million
of short-term notes is included in the accounts and short-term notes

payvable —-- affiliated companies, net in the pro forma and pro forma, as

adjusted columns.
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SELECTED FINANCIAL DATA

The following tables present our selected consolidated financial data. The
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data set forth below should be read together with "Management's Discussion and
Analysis of Financial Condition and Results of Operations," our historical
consolidated financial statements and the notes to those statements included in
this prospectus. Our selected income statement data for 1998, 1999 and 2000, and
the selected balance sheet data as of December 31, 1999 and 2000 are derived
from our consolidated audited financial statements. The historical financial
information may not be indicative of our future performance and does not reflect
what our financial position and results of operations would have been had we
operated as a separate, stand-alone entity during the periods presented. Our pro
forma income statement data for 2000 give effect to the Mid-Atlantic
Acquisition, the Sale-Leaseback and the Recapitalization. For more information
regarding the Mid-Atlantic Acquisition and the Sale-Leaseback, please read Note
5(a) to our consolidated financial statements.

Our pro forma balance sheet data as of December 31, 2000 give effect to the
Recapitalization. Our pro forma, as adjusted balance sheet data as of December
31, 2000 reflect the Recapitalization, the sale of shares of our common stock in
this offering, the estimated net proceeds from this offering and the application
of a portion of the net proceeds from this offering to repay certain
indebtedness we owe Reliant Energy. For additional information regarding the pro
forma effects of these transactions, please read our unaudited pro forma
condensed consolidated financial statements included elsewhere in this
prospectus.

YEAR ENDED DECEMBER 31,

1996 1997 (1) 1998 (1) 1999 (1) (2)

2000 (1)

20

(in millions, except per share information)

INCOME STATEMENT DATA:

REVENUES e ¢ vt v e e e e e eneeeeseeeeenennaeeeens $32 $1,321 $4,371 $7,956
Expenses:
Fuel and cost of gas sold.............. - 978 2,352 3,948
Purchased power...... .ottt ennnnnn. - 313 1,824 3,729
Operation and maintenance.............. 30 17 65 142
General, administrative and
development . ...ttt iinineeeeannnn 1 20 78 94
Depreciation and amortization.......... - 2 15 29
e o= $31 $1,330 $4,334 $7,942
Operating Income (LOSS) « vt v eeennneeeennn S 1 S (9) S 37 S 14
Other (Expense) Income:
Interest EXPEenNSe. ..ottt teeeeeenennn —— (1) (2) (9)
Interest income.........iiiiiiiinnnnnn. - - 1 -
Interest income (expense) —-- affiliated
companies, net.........iiuiiiiineeen. —— 2 2 (10)
Gains (losses) from investments........ —— —— —— 16
(Loss) income of equity investments of
unconsolidated subsidiaries.......... —— —— (1) 21
Gain on sale of development project.... - - - -
Other, net...... it iiiiinnennnn (2) —— 1 (6)
Total Other (Expense) Income.... $(2) S 1 S 1 S 12

(Loss) Income Before Income Taxes and
Extraordinary Item.......c.eeeeeeennnnn. S (1) S (8) S 38 S 26
Income Tax (Benefit) Expense............. —— (2) 17 2

519,792
10,582
7,852
446

280
194

(172)
(17)

$19

10
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(Loss) Income Before Extraordinary Item.. S(1) S (6) S 21 S 24 S 203 S
Extraordinary Item, net of tax........... - - - - 7
Net (LOSS) INCOME . v v v vttt ettt eeeeeeeennns S(1) S (6) S 21 S 24 S 210
PRO FORMA EARNINGS PER SHARE INFORMATION (3):
Basic and Diluted Earnings Before Extraordinary Item Per
1S 1 ot S 1.31
Basic and Diluted Weighted Average Shares Outstanding....... 240,000,000
36
39
YEAR ENDED DECEMBER 31,
1996 1997(1) 1998 (1) 1999(1) (2)
(in millions, except operating da
STATEMENT OF CASH FLOW DATA:
Cash Flows From Operating Activities........iiiiiieeeonnn. S 1 $(22) S (2) S 38
Cash Flows From Investing Activities..................... —— (4) (365) (1,406)
Cash Flows From Financing Activities............ ... ..., (1) 26 379 1,405
OTHER OPERATING DATA:
EB T DA (4) ettt e e e e e e e et et eeeeeeeeeeeeeeeeeeeeannaeeenns $(1) S (7) S 52 $ 74
Net Power Generation Capacity (MW) .....oiii it ieennnennnn —— —— 3,800 7,945
Wholesale Power Sales (MMWh) (5) .« v i ittt ittt it et e e e e e e —— 12 65 112
Natural Gas Sales (BCL) (6) c v v v ittt ittt e eeeeeeeeenn - 366 1,115 1,746
DECEMBER 31, 2
DECEMBER 31, @ ——mmmm e
1996 1997 1998 1999 ACTUAL PRO FORMA
(in millions)
BALANCE SHEET DATA:
Property, Plant and Equipment, net....... S—— $ 5 S 270 $2,407 S 4,049 S 4,049
Total ASSELS . i ii i ittt it eeenneeeenneenns 15 822 1,409 5,624 13,592 13,592
Short-Term BOrrowings.........eeeeeenenen . - - - 170 126 126
Long-term Debt to Third Parties,
including current maturities........... - - - 460 892 892
Accounts and Notes Payable
(Receivable) —-—- Affiliated Companies,
oY 1 (45) 17 1,333 1,969 142
Stockholder's Equity....cooviiieen.. 13 291 652 741 2,332 4,159
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(1) Our results of operations include the results of the following acquisitions,
all of which were accounted for using the purchase method of accounting,
from their respective acquisition dates: Reliant Energy Services, Inc. and
Arkla Finance Corporation acquired in August 1997, the five generating
facilities in California substantially acquired in April 1998, a generating
facility in Florida and UNA both acquired in October 1999 and the
Mid-Atlantic Acquisition that occurred in May 2000.

(2) The 1999 consolidated financial statements have been revised to reflect the
presentation of an acquired business' results of operations for a two-month
period in 1999 under the equity method of accounting rather than under the
consolidation method. There was no effect on our previously reported net
income for 1999 or our total assets as of December 31, 1999. For additional
information regarding the acquisition, please read Note 5(b) to our
consolidated financial statements.

(3) Pro forma earnings per share gives effect to the 240,000 to 1 stock split of
our common stock.

(4) EBITDA represents earnings (loss) before interest expense, interest income,
income taxes, depreciation and amortization. EBITDA, as defined, is shown
because it is a measure of financial performance used by some analysts and
investors to analyze and compare companies on the basis of operating
performance. It is not defined under generally accepted accounting
principles, and should not be considered in isolation or as a substitute for
a measure of performance prepared in accordance with GAAP in the United
States and is not indicative of operating income or cash flows from
operations as determined under GAAP. Additionally, our computation of EBITDA
may not be comparable to other similarly titled measures computed by other
companies, because all companies do not calculate it in the same fashion.

(5) Million megawatt hours.
(6) Billion cubic feet.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis should be read in combination with

"Risk Factors," "Selected Financial Data" and our historical consolidated

financial statements and the notes to those statements, which we refer to as our

"consolidated financial statements," included elsewhere in this prospectus.
OVERVIEW

We are a rapidly growing provider of electricity and energy services with a
focus on deregulating competitive wholesale and retail segments of the electric
power industry in the United States and Europe. For a description of risks
associated with these deregulating segments, including the potential impact of
competitive factors in the wholesale power markets and the deregulation of the
retail electric markets in Texas, please read "Risk Factors."

In this section we discuss our results of operations on a consolidated
basis and individually for each of our business segments. We also discuss our
liquidity and capital resources. Our financial reporting segments include
Wholesale Energy, European Energy, Retail Energy and Other Operations. For
segment reporting information, please read Notes 1 and 14 to our consolidated
financial statements. For additional information regarding these segments,
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please read Note 1 to our consolidated financial statements and "Our Business"
included elsewhere in this prospectus.

OUR SEPARATION FROM RELIANT ENERGY

In connection with our separation from Reliant Energy, Reliant Energy has
contributed to us, by conveyance or merger, our wholesale, retail and other
operations described in this prospectus. These operations consist of Reliant
Energy's or its direct and indirect subsidiaries':

- non-rate regulated power generation assets and related energy trading,
marketing, power origination and risk management operations in North
America and Europe,

- retail electric operations, and

— other operations, including an eBusiness group, a communications business
and venture capital operations, which we refer to as "New Ventures."

Throughout the period covered by our consolidated financial statements,
these operations were conducted by Reliant Energy and its direct and indirect
subsidiaries.

The financial information discussed in this section is derived from the
consolidated historical financial statements of Reliant Energy, which include
the results of operations for all of Reliant Energy's businesses, including
those businesses which we do not own. In order to prepare our consolidated
financial statements contained in this prospectus and discussed in this section,
we carved-out the results of operations of the businesses that we own from
Reliant Energy's consolidated historical financial statements. Accordingly, the
results of operations discussed in this section include only revenues and costs
directly attributable to the businesses we own and operate. Some of these costs
are for facilities and services provided by Reliant Energy and for which our
operations have historically been charged based on usage or other allocation
factors. We believe these allocations are reasonable but they are not
necessarily indicative of the expenses that would have resulted if we had
actually operated independently of Reliant Energy. We may experience changes in
our cost structure, funding and operations as a result of our separation from
Reliant Energy, including increased costs associated with reduced economies of
scale, and increased costs associated with being a publicly traded, stand-alone
company. We cannot currently predict, with any certainty, the actual amount of
increased costs we may incur, if
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any. All significant intercompany transactions and balances between our company
and our subsidiaries have been eliminated in our consolidated financial
statements.

CONSOLIDATED RESULTS OF OPERATIONS

YEAR ENDED
DECEMBER 31,

(in millions)

ROV NI S e 4 v v e et ettt et te et et eteeeeeeeeeeeeeeeeeeeneeeeeeas $4,371 $7,956 $19,792
Operating EXDENSE S . v i ittt ettt e te ettt et eeeeeeeeeeaneeaeees 4,334 7,942 19,354
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Operating TNCOME . & vttt it et ettt ettt e ettt eeeeeeeeeeaneeaeees 37 14 438
Other (Income) EXPense, Nel .. ... iii ittt eeeeeeeoneeeeenns (1) (12) 147
INCOME TaAX EXPEI St i ittt ettt e et ettt eeaeeeeeeeeneneeeeeeeeanns 17 2 88
Income Before Extraordinary Gain..........ooeiiiiieeneeeeennn 21 24 203
Extraordinary Gain, net of faX........iii i ennnnnnnnn - - 7
NEL TN COME . ottt ittt et e et e e ettt e et e e et e et ee e aeeeaeeeaenns $ 21 S 24 $ 210

2000 COMPARED TO 1999

Net Earnings. We reported consolidated net income of $210 million for 2000
compared to consolidated net income of $24 million for 1999. The 2000 results
included an extraordinary gain of $7 million related to the early extinguishment
of $272 million of long-term debt. For additional discussion of the
extraordinary gain, please read Note 8(b) to our consolidated financial
statements.

Our consolidated net income, before the extraordinary gain, was $203
million for 2000 compared to consolidated net income of $24 million for 1999.
The $179 million increase in 2000 compared to 1999 was primarily due to
increased earnings from Wholesale Energy, the inclusion of earnings from the
Mid-Atlantic generating assets, which Wholesale Energy acquired in May 2000, and
the inclusion of earnings from European Energy, which was established in the
fourth quarter of 1999 with the acquisition of UNA. The Mid-Atlantic generating
assets and European Energy contributed $212 million and $83 million,
respectively, to operating income for 2000. For additional information on the
acquisition of the Mid-Atlantic generating assets and UNA, please read Notes
5(a) and 5(b) to our consolidated financial statements. The increases in 2000
earnings compared to 1999 earnings from Wholesale Energy and European Energy
were partially offset by increased losses from Retail Energy and Other
Operations over the same period.

Beginning January 1, 2001, the Dutch wholesale electric market was
completely opened to competition. As a result, we expect a decline in power
prices. Consistent with our expectations at the time we made the acquisition of
UNA, we anticipate that we will experience a significant decline in European
Energy's gross margin in 2001 attributable to the deregulation of the Dutch
market and termination of the agreement with the other Dutch generators and the
Dutch distributors, referred to as the "Protocol." Please read "-- Results of
Operations by Business Segment -- European Energy."

Operating Income. For an explanation of changes in our operating income,
please read the discussion below of operating (loss) income by segment.

Other Income/Expense. We incurred net other expense of $147 million for
2000 compared to net other income of $12 million for 1999. The increase of $159
million in 2000 as compared to 1999 resulted primarily from a pre-tax impairment
loss of $27 million on marketable equity securities classified as
"available-for-sale" incurred in 2000 by Other Operations, increased net
interest expense on obligations to Reliant Energy and its subsidiaries of $162
million and increased interest expense on obligations to third parties of $33
million, each net of interest
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capitalized on construction projects. Increased interest expense resulted
primarily from higher levels of debt during 2000 compared to 1999. Increased
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debt levels were primarily associated with borrowings for the funding of the
acquisition of UNA in the fourth quarter of 1999 and the first quarter of 2000,
the acquisition of our Mid-Atlantic generating facilities in the second quarter
of 2000, capital expenditures and increased margin deposits on energy trading
activities. In 2000, we had a decrease of $1 million in realized holding gains
from debt and equity securities classified as "trading" and a $5 million
decrease in realized gains by Other Operations that is a result of reduced
distributions from venture capital investments.

The increased expense noted above was partially offset by:

— an $18 million pre-tax gain in 2000 on the sale of our interest in one of
our development stage electric generation projects,

— a $21 million increase in interest income in 2000 earned on increased
deposits primarily related to Wholesale Energy,

- a $22 million increase in equity earnings in unconsolidated subsidiaries
in 2000 as compared to 1999, and

- a $7 million option premium expense recorded in 1999 to economically
hedge foreign currency risks for the UNA purchase obligation.

Wholesale Energy reported income from equity investments in 2000 of $43
million compared to equity losses of $1 million in 1999. The equity income in
2000 primarily resulted from an investment in an electric generation plant in
Boulder City, Nevada. The plant became operational in May 2000. In 1999, we
recorded $22 million in equity income related to UNA for the period from October
1, 1999 through November 30, 1999. For additional information about the UNA
acquisition, including our accounting treatment, please read Note 5(b) to our
consolidated financial statements.

During 2000, we incurred a pre-tax impairment loss of $27 million on
marketable equity securities classified as "available-for-sale" by Other
Operations. Management's determination to recognize this impairment resulted
from a combination of events occurring in 2000 related to this investment. Such
events affecting the investment included changes occurring in the investment's
senior management, announcement of significant restructuring charges and related
downsizing for the entity, reduced earnings estimates for this entity by
brokerage analysts and the bankruptcy of a competitor of the investment in the
first quarter of 2000. These events, coupled with the stock market value of our
investment in these securities continuing to be below our cost basis, caused
management to believe the decline in fair value to be other than temporary. For
additional discussion of this investment, please read Note 2 (1) to our
consolidated financial statements.

Income Tax Expense. We calculate our income tax provision on a separate
return basis under a tax sharing agreement with Reliant Energy. Our deferred
income taxes are calculated using the liability method of accounting, which
measures deferred income taxes for all significant income tax temporary
differences. Our current federal and state income taxes are payable to or
receivable from Reliant Energy. Our federal statutory tax rate is 35%. During
2000 and 1999, our effective tax rate was 30.4% and 9.6%, respectively. Our
reconciling items from the federal statutory tax rate to the effective tax rate
totaled $13 million for 2000. These items primarily related to a tax holiday for
income earned by UNA and were partially offset by nondeductible goodwill, state
income taxes and valuation allowances. Our reconciling items from the federal
statutory tax rate to the effective tax rate totaled $7 million for 1999. These
items primarily related to income earned by UNA and were partially offset by
nondeductible goodwill and valuation allowances. In 2000 and prior years, under
Dutch corporate income tax laws, the earnings of UNA were subject to a zero
percent Dutch corporate income tax rate as a result of
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the Dutch tax holiday applicable to its electric industry. In 2002, all of
European Energy's earnings in the Netherlands will be subject to the standard
Dutch corporate income tax rate, which currently is 35%.

1999 COMPARED TO 1998

Net Earnings. We reported consolidated net income of $24 million for 1999
as compared to consolidated net income of $21 million for 1998. The $3 million
increase was primarily due to the inclusion in 1999 of three months of earnings
from European Energy and decreased income tax expense in 1999 as compared to
1998. These increases were partially offset by decreased earnings from Wholesale
Energy and increased losses incurred by Retail Energy and Other Operations in
1999 as compared to 1998.

Operating Income. For an explanation of changes in operating income,
please read the discussion below of operating (loss) income by segment.

Other Income/Expense. We reported net other income of $12 million in 1999
as compared to $1 million in 1998 largely due to the following items:

- $22 million in equity income related to UNA for the period October 1,
1999 through November 30, 1999,

- $12 million increase in net interest expense on obligations to Reliant
Energy and its subsidiaries, net of capitalized interest on construction
projects,

- $7 million increase in interest expense on obligations to third parties,
net of interest capitalized on construction projects,

- $7 million option premium expense recorded in 1999 to economically hedge
foreign currency risks related to the UNA purchase obligation,

- $9 million in distributions from venture capital investments of
marketable securities classified as "trading" by Other Operations in
1999, and

- $7 million increase of unrealized holding gains recorded in 1999
resulting from debt and equity securities classified as "trading."

Interest expense increased primarily as a result of higher levels of
short-term and long-term borrowings associated, in part, with the acquisition of
UNA in the fourth quarter of 1999 and capital expenditures.

Income Tax Expense. The effective tax rates for 1999 and 1998 were 9.6%
and 45.3%, respectively. The decrease in the effective tax rate in 1999 was
primarily due to the effect of the tax holiday relating to the Dutch electric
industry, which is applicable to income earned by UNA.

RESULTS OF OPERATIONS BY BUSINESS SEGMENT

The following table presents operating income (loss) for each of our
business segments for 1998, 1999 and 2000.

OPERATING INCOME (LOSS)
BY BUSINESS SEGMENT
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Wholesale ENergy .. e e ettt eeeeeeeeeeeneeeeeneenns
European Energy. ... .ottt ittt ittt eeeeeneeeneees
Retall ENergy e i e i it ittt ettt tteeeeeeeeneeeeenn
Other Operations. .....uii ittt eenneneennn

Total Consolidated.......iiiiiiiinennn...
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WHOLESALE ENERGY

(in millions)

$40 $ 19 $485
- 12 83
(2) (13) (69)
(1) (4) (61)
$37 $ 14 $438

Our Wholesale Energy segment includes our non-rate regulated power
generation operations in the United States and our wholesale energy trading,
marketing, power origination and risk management operations in North America.

As of December 31, 2000, we owned or leased electric power generation
facilities with an aggregate net generating capacity of 9,231 MW in the United
States. We acquired our first power generation facility in April 1998, and have
increased our aggregate net generating capacity since December 31, 1998 through
a combination of acquisitions, contractual agreements and the development of new

generating projects. As of December 31,
generating capacity under construction.

we had 2,770 MW of additional net
For additional information regarding the

acquisition of our Mid-Atlantic generating assets completed in May 2000 by
Wholesale Energy, including the accounting treatment of this acquisition, please

read Note 5(a) to our consolidated financial statements.

For a discussion of the factors that may affect the future results of

operations of Wholesale Energy, please read "Risk Factors -- Risks Related to
Our Wholesale Business" and "-- Certain Factors Affecting Our Future
Earnings —-- Competition and Restructuring of the Wholesale Electricity Market."

The following table provides summary data regarding the results of
operations of Wholesale Energy for the years ended December 31, 1998, 1999 and

2000.

Operating ReVeNUES . . i ittt ittt ittt et eeeeeeeennn

Operating Expenses:

Fuel and cost of gas sold.......coiiiiiiinnnnn..
Purchased pPOWeT . ...t it ittt ittt et e e et eeaeennn
Operation and maintenance.........ooiiieeennnnn.
General, administrative and development

WHOLESALE ENERGY

(in millions, except
operating data)

$4,338 $7,866 $19,142

2,352 3,924 10,323
1,824 3,729 7,817
35 101 240
73 72 168
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Depreciation and amortization............cuiiiiiennnnn. 14 21 109
Total Operating EXPeNSEeS . . v et eeeeeeennnnneens $4,298 $7,847 $18,657
OPETrating TNCOME . v vttt ettt e et e e e eeee e eseeeneenneeeeeeenenennns S 40 $ 19 S 485
Operating Data:
Net Generation Capacity (in MW) .. ...ttt tenenennnn 3,800 4,469 9,231
Electricity Wholesale Power Sales (in MMWh)............... 65 112 202
Natural Gas Sales (in BCL) .. i ittt ittt ettt 1,115 1,746 2,423

2000 Compared to 1999. Wholesale Energy's operating income increased $466
million for 2000 compared to 1999. The increase was primarily due to increased
energy sales volumes, higher prices for energy and ancillary services,

and

improved operating results from trading and marketing activities, as well as
expansion of our generation operations into regions other than the Western

United States, including the Mid-Atlantic United States (Pennsylvania,

Jersey and Maryland), Florida and Texas.

New

Wholesale Energy's operating revenues increased $11.3 billion (143%) for

2000 compared to 1999. The increase was primarily due to an increase in prices

and volumes for both gas and power sales in 2000 compared to 1999. Wholesale
Energy's fuel and cost of gas sold and purchased power costs increased $6.4

billion and $4.1 billion, respectively, in 2000 compared to 1999. The increase

in fuel and cost of gas sold was primarily due to an increase in gas volumes

purchased, and to increases in plant output and in the price of gas.
power and higher power volumes
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purchased. Operation and maintenance expenses and general, administrative and

The
increase in purchased power cost was primarily due to a higher average cost of

development expenses increased $139 million and $96 million, respectively, in

2000 compared to 1999. These increases were primarily due to costs associated
with the maintenance of facilities acquired or placed into commercial operation

during the period, lease expense associated with the Mid-Atlantic generating

facilities sale/leaseback transactions, higher run rates at existing facilities,

increased costs associated with developing new power generation projects and
higher staffing levels to support increased sales and expanded trading and

marketing efforts. Depreciation and amortization expense for 2000 increased $88

million as compared to 1999, primarily as a result of our acquisition of the
Mid-Atlantic generating facilities and other generating facilities in 2000.

Our Wholesale Energy segment's operations in California have been affected

by the crisis conditions of California's wholesale market, most significantly

the financial distress of two of California's public utilities and the

subsequent downgrading of those utilities' credit ratings and defaults on

payments for wholesale power purchased in the fourth quarter of 2000.

The
California Legislature has passed emergency legislation appropriating funds to
be used by the California Department of Water Resources (CDWR) for the purchase
of wholesale electricity, but these funds have been used to pay only for some of
the electricity currently needed by the utilities' customers. We have not been
paid for much of the power we sold in November and December 2000 through the Cal

PX and to the Cal ISO. In the fourth quarter of 2000, we recorded a pre-tax

provision of $39 million against receivable balances related to energy sales in
the California market. For additional information regarding the uncertainties in
the California wholesale energy market, please read "-- Certain Factors

Affecting Our Future Earnings -- Competition and Restructuring of the Wholesale

Electricity Market" as well as Notes 11l (e) and 11 (h) to our consolidated

financial statements.
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1999 Compared to 1998. Wholesale Energy reported operating income of $19
million in 1999 compared to $40 million in 1998. The $21 million decrease was
due primarily to a decline in market prices for electricity in the California
market caused by milder than normal weather and increased hydroelectric
generation sold by competitors into the California market. This decline more
than offset significant increases in operating income of our trading and
marketing operations of Wholesale Energy in 1999. The increases in trading and
marketing operating income resulted primarily from increases in volumes of gas,
power and heating oil trading and slightly higher margins (revenue less cost of
power sold) on power trading.

Operating revenues for Wholesale Energy were $7.9 billion in 1999, an 81%
increase from 1998 revenues of $4.3 billion. The increase in revenues was
primarily due to increased trading volumes for power, gas and heating oil.
Higher sales prices for both power and gas also contributed to increased
revenues.

Fuel and cost of gas sold and purchased power costs increased $1.6 billion
and $1.9 billion, respectively, in 1999 as compared to 1998. These increases
were primarily due to the corresponding increase in trading sales volumes. An
increase in power and gas prices also contributed to the increase in costs.
Operation and maintenance expenses in 1999 increased $66 million as compared to
1998. The increase was primarily due to costs associated with the maintenance of
the assets in California, which we acquired in April and July 1998. General,
administrative and development costs in 1999 remained fairly constant compared
to 1998. Depreciation and amortization in 1999 increased $7 million from 1998
due primarily to a full year of depreciation and amortization for our California
operations as well as additional assets placed into operation during 1999.

EUROPEAN ENERGY

Our European Energy segment includes the operations of UNA and its
subsidiaries and our European trading, marketing and risk management operations.
We created European Energy in the fourth quarter of 1999 with the acquisition of
UNA and the formation of our European trading,
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marketing and risk management operations. European Energy generates and sells
power from its generation facilities in the Netherlands and participates in the
emerging wholesale energy trading and marketing industry in Northwest Europe.

Effective October 7, 1999, we acquired UNA, a Dutch generation company, for
a net purchase price of $1.9 billion. Our 1999 consolidated financial statements
have been revised to reflect the presentation of UNA's results of operations for
the period from October 1, 1999 through November 30, 1999 under the equity
method of accounting rather than under the consolidation method. There was no
effect on our previously reported net income for 1999. Subsequent to December 1,
1999, we have consolidated 100% of UNA's operating results. For additional
information regarding the acquisition of UNA, please read Note 5(b) to our
consolidated financial statements.

In connection with our evaluation of the acquisition of UNA, we also began
to assess and formulate an employee severance plan to be undertaken as soon as
reasonably possible post-acquisition. The intent of this plan was to make UNA
competitive in the Dutch electricity market when it became deregulated on
January 1, 2001. This plan was finalized, approved and completed in September
2000. At that time, we recorded the severance liability as a purchase price
adjustment in the amount of $19 million.
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UNA and the other major Dutch generators historically have operated under
the Protocol, pursuant to which the generators provided capacity and energy to
distributors for a total combined payment of NLG 3.4 billion ($1.5 billion,
based on the exchange rate on December 31, 2000 of 2.34 NLG per U.S. dollar),
plus compensation for actual fuel costs over the period from 1997 through 2000.
Effective January 1, 2001, these agreements expired in all material aspects.

Beginning January 1, 2001, the Dutch wholesale electric market was
completely opened to competition, and as a result, we expect a decline in power
prices. Consistent with our expectations at the time we made the acquisition, we
anticipate that UNA will experience a significant decline in gross margins in
2001 attributable to the deregulation of the market and termination of the
Protocol. For additional information on these and other factors that may affect
the future results of operations of European Energy, please read "Risk

Factors —-—- Risks Related to Our Wholesale Business -- We will experience a
significant decline in our European Energy business segment's gross margin in
2001" and "-- Certain Factors Affecting Our Future Earnings —-- Our European
Operations."

The following table provides summary data for the results of operations of
European Energy for the three months ended December 31, 1999 and the year ended
December 31, 2000.

EUROPEAN ENERGY

THREE MONTHS ENDED YEAR ENDED
DECEMBER 31, 1999 DECEMBER 31, 20

(in millions, except operating data

OPErating REVENUES . « v ittt ittt ettt eeeeeeseeeenennaeeseeennns S 56 $ 579
Operating Expenses:
Fuel and purchased pPOWeT . ...t ittt ittt it ettt eeeeennens 24 294
Operation and maintenancCe. .. ... ..ottt iitieeeeeennnenens 8 95
General and administrative...... ..ottt 6 31
Depreciation and amortization...........c.oiiiiiiiinnnnn.. 6 76
Total Operating EXPeNSEeS . . v eeeeeeeeeeennnnnns S 44 $ 496
OPErating TNCOME . v vttt ettt e e e e e et eeeeeeeeeeensenneeeeeeennns $ 12 $ 83
Electric Sales (Gigawatt hours) .........cuuiiiiiiiennnnnn. 2,846 11,659

For the year ended December 31, 2000, European Energy reported operating
income of $83 million. European Energy reported operating income of $12 million
for the three months ended December 31, 1999. In 1999, we recorded $22 million
in equity income related to UNA for
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the period from October 1, 1999 through November 30, 1999. For further
discussion, please read Note 5(b) to our consolidated financial statements.

For information regarding foreign currency matters, please read Note 6 to
our consolidated financial statements, "Risk Factors —-- Risks Related to Our
Businesses Generally -- The value of our foreign generating facilities and
businesses may be reduced by risks related to laws of other countries, taxes,
economic conditions, fluctuations in currency rates, political conditions,
policies of foreign governments and labor supply and relations" and
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"—— Quantitative and Qualitative Disclosures about Market Risk."
RETAIL ENERGY

Our Retail Energy segment provides energy products and services to end-use
customers, ranging from residential and small commercial customers to large
commercial, institutional and industrial customers. In addition, Retail Energy
historically included billing, customer service, credit and collection and
remittance services provided to Reliant Energy's regulated electric utility and
two of its natural gas distribution divisions. Retail Energy charges the
regulated electric and gas utilities for these services at cost. We will succeed
to a significant electric retail customer base in the Houston metropolitan area
when the Texas market opens to competition in January 2002.

For a discussion of the factors that may affect the future results of

operations of Retail Energy, please read "Risk Factors -- Risks Related to Our
Retail Electricity Business" and "-- Certain Factors Affecting Our Future
Earnings —-- Competition and Restructuring of the Texas Retail Electricity
Market."

The following table provides summary data regarding the results of
operations of Retail Energy for 1998, 1999 and 2000.

RETAIL ENERGY

YEAR ENDED
DECEMBER 31,

1998 1999 2000

(in millions)

OPErating REVENUES . « vttt ittt ettt ettt eeeeeeeenneeeeeeennennns $33 $ 34 S 64

Operating Expenses:
Operation and maintenancCe. .. ...ttt ittt eeeeeeeennenns 30 33 101
General and administrative........ .ottt 5 14 29
Depreciation and amortization............ceiiiiiennnnn. - - 3
Total Operating EXPeNSES .« v et eeeeeennnnnneens $35 S 47 $133

OPET At ING LOS S e v v vt ettt ettt e et eeeeeeeeeeeeeeenaeeeeseeenennas $(2) $(13) $(69)

2000 Compared to 1999. Retail Energy's operating loss increased $56
million for 2000 compared to 1999. Operating revenues increased $30 million
(88%) for 2000 as compared to 1999. This increase was primarily the result of
the inclusion of revenues generated by the operations acquired during November
1999, additional revenue generated by an increase in the number of new energy
service contracts and additional revenues for the billing and remittance
services provided to Reliant Energy. For 2000 as compared to 1999, operations
and maintenance costs increased $68 million and general and administrative costs
increased $15 million. Increased operation and maintenance costs resulted
primarily from costs associated with servicing contracts acquired during 1999 as
well as new contracts entered into in 2000, costs incurred in performing
billing, customer service, credit and collection and remittance services for
Reliant Energy, and costs related to building an infrastructure necessary to
prepare for competition in the retail electric market in Texas. General and
administrative costs increased as a result of building the infrastructure
necessary to prepare for competition in the retail electric market in
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Texas. In addition, during the fourth quarter of 2000, we incurred an obligation
to pay $12 million in order to secure the naming rights to a Houston sports
complex and for the initial advertising of which $10 million was expensed in
2000. Starting in 2002, when the new stadium in the sports complex is
operational, we will pay $10 million each year through 2032 for annual
advertising associated with the sports complex.

1999 Compared to 1998. Retail Energy incurred an operating loss of $13
million in 1999 as compared to an operating loss of $2 million in 1998. The $11
million decline in operating results in 1999 as compared to 1998 resulted
primarily from a $9 million increase in general and administrative expenses and
a $3 million increase in operation and maintenance expenses in 1999 as compared
to 1998, partially offset by a $1 million (3%) increase in revenues in 1999
generated by the operations acquired during November 1999 and an increase in the
number of energy contracts serviced. General and administrative costs increased
largely as a result of increased staffing, systems and marketing costs to
prepare for entrance into the retail electric market in Texas.

OTHER OPERATIONS

Our Other Operations segment includes the operations of our eBusiness
group, our communications business, New Ventures and unallocated corporate
costs.

The following table provides summary data for the results of operations for
Other Operations for the years ended December 31, 1998, 1999 and 2000.

OTHER OPERATION

YEAR ENDED
DECEMBER 31,

OPErating REVENUES . « vttt it ettt e ettt eeeeeesenaeeeeeeeenennns S—-— S—-—
Operating Expenses:
Operation and maintenancCe. .. ...ttt it ittt eeeeeeeennenns - -

General and administrative.........o.iii ittt - 2
Depreciation and amortization............ciiiiiennnnn. 1 2
Total Operating EXPeNSEeS .« et eeeeeeennnnneens S 1 S 4

OPET At ING LOS S e v vt ittt ettt e et e e e eeeeeeeeeeeeeeneeeeeeeenennns S(1) S (4)

2000 Compared to 1999. During 2000, Other Operations had operating
revenues of $7 million primarily from its communications business, which was
formed in June 1999. General and administrative and operation and maintenance
costs in 2000 of $62 million compared to $2 million for 1999, resulted primarily
from costs related to our eBusiness and communications businesses and a $15
million non-cash contribution of equity securities classified as "trading" to a
charitable foundation. The increase in depreciation and amortization of $4
million is primarily related to increased capital expenditures in 2000 as

S
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$ 68

$(61)
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compared to the same period in 1999.

1999 Compared to 1998. Other Operations incurred operating losses of $4
million and $1 million in 1999 and 1998, respectively. The increase in loss in
1999 compared to 1998 was primarily due to costs of the eBusiness and
communications businesses in 1999.

RELIANT ENERGY SERVICES, INC. AND RELATED COMPANY

In August 1997, Reliant Energy acquired Reliant Energy Resources Corp. and
its subsidiaries, including a trading and marketing company that conducted
business under the name "NorAm Energy Services" prior to February 1999. Two
subsidiaries of Reliant Energy Resources Corp., Reliant Energy Services, Inc.
(formerly NorAm Energy Services) and Arkla Finance Corporation, are included in
our results of operations since their date of acquisition.
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The following table presents selected financial data for the combined

financial condition and results of operations of Reliant Energy Services, Inc.
and Arkla Finance Corporation prior to their acquisition by Reliant Energy.

YEAR ENDED SEVEN MONTHS
DECEMBER 31, ENDED JULY 31,

(in millions)

INCOME STATEMENT DATA:

ROV BN S e 4 v v et ettt ettt te et et eeeeeeeeeeeeeeeeeeeeeneeeeeeas $2,148 $1,593

Operating INCOME (LOSS) « vttt vttt eeeeeeenneeeeeeeaneeeeeees 12 (25)

NEL TNCOME (LOSS) vt vttt ittt et te et eeeeeeeeeeneeaeeeeeeneeaens 14 (14)
AS OF

DECEMBER 31, AS OF JULY 31,
(in millions)
BALANCE SHEET DATA:
Total ASSEL S . i ittt ittt it et e e e e e e e e e e e e $577 $644
Owner's Net Investment....... ...ttt nnnnns 200 189
CERTAIN FACTORS AFFECTING OUR FUTURE EARNINGS
The level of our future earnings depends on a number of factors, including:
- state, federal and international legislative and regulatory developments,
including deregulation, re-regulation and restructuring of the electric

utility industry,

— the effects of competition,
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— our success in achieving our business strategies,

— the performance of our generation projects under development and the
success of our efforts to invest in and develop new opportunities,

- the timing and extent of changes in commodity prices and interest rates,
— weather variations and other natural phenomena,

— the successful operation of deregulating power markets, including the
resolution of the crisis in California,

- national and regional economic conditions, and
- financial market conditions and the results of our financing efforts.
COMPETITION AND RESTRUCTURING OF THE WHOLESALE ELECTRICITY MARKET

The regulatory environment applicable to the U.S. electric power industry
is experiencing significant changes as a result of varying restructuring
initiatives at both the state and federal levels. These initiatives have had a
significant impact on the nature of the industry and the manner in which its
participants conduct their business. These changes are ongoing and we cannot
predict the future development of deregulation in the industry or the ultimate
effect that this changing regulatory environment will have on our business.

Moreover, existing regulations may be revised or reinterpreted, new laws
and regulations may be adopted or become applicable to us or our facilities, and
future changes in laws and regulations may have a detrimental effect on our
business. Some restructured markets have recently experienced supply problems
and price volatility. These supply problems and volatility have been the subject
of a significant amount of press coverage, much of which has been critical
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of the restructuring initiatives. In some of these markets, including
California, proposals have been made by governmental agencies and/or other
interested parties to delay or discontinue proposed restructuring or re-regulate
areas of these markets that have previously been deregulated. Additionally,
federal legislative initiatives have been introduced and discussed to address
the problems being experienced in some markets, including legislation seeking to
impose price caps on sales. We cannot predict whether other proposals to
re-regulate will be made or whether legislative or other attention to the
electric power restructuring process will cause the process to be delayed or
reversed. If the current trend towards competitive restructuring of the electric
power industry is reversed, discontinued or delayed, our business prospects and
results of operations could be materially adversely impaired.

The wholesale power industry has numerous competitors. In addition, as a
result of industry restructuring, a significant number of additional competitors
created by the disaggregation of vertically-integrated utilities could become
active in the wholesale power generation business. Like us, many of our
competitors are seeking attractive opportunities to acquire or develop power
generation facilities, both in the United States and abroad. This competition
may adversely affect our ability to make investments or acquisitions.

While demand for electric energy services 1is generally increasing
throughout the United States, the rate of construction and development of new,
more efficient electric generation facilities may exceed increases in demand in
some regional electric markets. The commencement of commercial operation of new
facilities in the regional markets where we have facilities will likely increase

53



Edgar Filing: RELIANT RESOURCES INC - Form 424B4

the competitiveness of the wholesale power market in those regions, which could
have a material negative effect on our business and results of operations.

During the summer and fall of 2000, prices for wholesale electricity in
California increased dramatically as a result of a combination of factors,
including higher natural gas prices and emission allowance costs, reduction in
available hydroelectric generation resources, increased demand, decreases in net
electric imports, structural market flaws including over-reliance on the
electric spot market, and limitations on supply as a result of maintenance and
other outages. Although wholesale prices increased, California's deregulation
legislation kept retail rates frozen below 1996 levels. This caused two of
California's public utilities, which are our customers based on our deliveries
to the Cal PX and the Cal ISO, to accrue billions of dollars of unrecovered
wholesale power costs and to ultimately default in January and February 2001 on
payments owed for wholesale power purchased through the Cal PX and from the Cal
ISO and, in the case of Pacific Gas and Electric Company, to file a voluntary
petition for bankruptcy.

As of December 31, 2000, we were owed $101 million by the Cal PX and $181
million by the Cal ISO. In the fourth quarter of 2000, we recorded a pre-tax
provision of $39 million against receivable balances related to energy sales in
the California market. From January 1, 2001 through March 31, 2001, we have
collected $110 million of these receivable balances. As of March 31, 2001, we
were owed a total of $337 million by the Cal ISO, the Cal PX, the CDWR and
California Energy Resources Scheduling for energy sales in the California
wholesale market during the fourth quarter of 2000 through March 31, 2001. In
the first quarter of 2001, we recorded a pre-tax provision of $38 million
against receivable balances related to energy sales from January 1, 2001 through
March 31, 2001 in the California market. Management will continue to assess the
collectibility of these receivables based on further developments affecting the
California electricity market and the market participants described herein.
Additional provisions to the allowance may be warranted in the future.

In response to the filing of a number of complaints challenging the level
of wholesale prices, the FERC initiated a staff investigation and issued an
order on December 15, 2000 implementing a series of wholesale market reforms,
including an interim price review procedure for prices above a $150/MWh
"breakpoint" on sales to the Cal ISO and through the Cal PX. The order does not
prohibit sales above the "breakpoint," but the seller is subject to weekly
reporting and
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monitoring requirements. For each reported transaction, potential refund
liability extends for a period of 60 days following the date any such
transaction is reported to the FERC. On March 9, 2001, the FERC issued a further
order establishing a proxy market clearing price of $273/MWh for January 2001,
and on March 16, 2001 the FERC issued a further order adjusting the proxy market
clearing price to $430/MWh for February 2001.

In the FERC's March 9 and March 16 orders, the FERC indicated that
approximately $12 million of the $125 million charged by us in January 2001 in
California to the Cal ISO and the Cal PX and approximately $7 million of the $47
million charged by us in February 2001 in California to the Cal ISO and the Cal
PX were subject to possible refunds. In an order issued April 16, 2001, the FERC
found that we did not have any potential refund obligations associated with our
sales in March 2001. In the March 9 and March 16 orders, the FERC set forth
procedures for challenging possible refund obligations. Because we believe that
there is cost or other justification for prices charged above the proxy market
clearing prices established in the March 9 and March 16 orders, we have notified
the FERC of our desire to challenge the bulk of our potential refund amounts
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identified in such orders. Any refunds we may ultimately be obligated to pay are
to be credited against unpaid amounts owed to us for our sales in the Cal PX or
to the Cal ISO. While the December 15 order established that a refund condition
would be in place for the period beginning October 2, 2000 through December 31,
2002, this refund condition for January and February sales is limited to the
amounts identified for possible refund. The balance of our sales in January and
February, representing the vast majority of our California sales in those two
months, are no longer subject to refund since they were not challenged during
the 60 day period following the reporting of such sales. Sales prior to January
and subsequent to October 2, 2000 remain subject to refund under the FERC's
December 15 order. The December 15 order also eliminated the requirement that
California's public utilities sell all of their generation into and purchase all
of their power from the Cal PX and directed that the Cal PX wholesale tariffs be
terminated effective April 2001. The Cal PX has since suspended its day-ahead
and day-of markets and filed for bankruptcy protection on March 9, 2001. Motions
for rehearing have been filed on a number of issues related to the December 15
order and such motions are still pending before the FERC.

On April 26, 2001, the FERC issued an order establishing a market
monitoring and mitigation plan for the California markets. The plan retains the
December 15 order's "breakpoint" approach to price mitigation, for bids in the
real-time market during periods when power reserves fall below 7.5 percent
(i.e., Stages 1, 2 and 3 emergencies). The plan's breakpoint amount will be
based on variable cost calculations using data submitted confidentially by each
gas—fired generator to the FERC and the Cal ISO. The Cal ISO will use this data
and indices of natural gas and emissions credits costs to establish the
market-clearing price in real-time based on the marginal cost of the
highest-cost generator called to run. This price mitigation scheme will replace
the December 15 order's regime on May 29, 2001, and will be effective for no
more than one year. The plan also increases the Cal ISO's authority to
coordinate and control generating facility outages, subject to periodic reports
to the FERC; requires generators in California to offer all their available
capacity for sale in the real-time market; and conditions sellers' market-based
rate authority such that sellers violating certain conditions on their bids will
be subject to increased scrutiny by the FERC, potential refunds and even
revocation of their market-based rate authority. The FERC conditioned
implementation of the market monitoring and mitigation plan on the Cal ISO and
the three California public utilities filing a regional transmission
organization proposal by June 1, 2001.

In addition to the FERC investigation discussed above, several state and
other federal regulatory investigations and complaints have commenced in
connection with the wholesale electricity prices in California and other
neighboring Western states to determine the causes of the high prices and
potentially to recommend remedial action. In California, the CPUC, the
California Electricity Oversight Board, the California Bureau of State Audits
and the California
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Office of the Attorney General all have separate ongoing investigations into the
high prices and their causes. With the exception of a report by the California
Bureau of State Audits, none of these investigations have been completed and no
findings have been made in connection with any of them. The recently released
California state audit report concluded that the foremost cause of the market
disruptions in California was fundamental flaws in the structure of the power
market.

Despite the market restructuring ordered under the December 15 order, the

California public utilities have continued to accrue unrecovered wholesale
costs. As a result, the credit ratings of two of these public utilities were
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severely downgraded to below investment grade in January 2001. As their credit
lines became unavailable, the two utilities defaulted on payments due to the Cal
PX and the Cal ISO, which operate financially as pass-through entities,
coordinating payments from buyers and sellers of electricity. As a result, the
Cal PX and Cal ISO were not able to pay final invoices to market participants
totaling over $1 billion.

The default of two of California's public utilities on amounts owed the Cal
PX and the Cal ISO for purchased power, and the filing of a voluntary petition
for bankruptcy by Pacific Gas and Electric Company, have further exacerbated the
current crisis in the California wholesale markets and resulted in substantial
uncollected receivables owed to us by the Cal ISO and the Cal PX. The Cal PX's
efforts to recover the available collateral of the utilities, in the form of
block forward contracts, have been frustrated by the emergency acts of
California's Governor, who seized control of the contracts upon the expiration
of temporary restraining orders prohibiting such action. Although obligated to
pay reasonable value for the contracts, the state of California has not yet made
any payment for the contracts. Various actions have been filed challenging the
Governor's ability to seize these contracts and seeking to impose an obligation
to pay the fair market value of the contracts as of the date seized.

Upon the default of the two utilities of amounts due to the Cal PX, the Cal
PX issued "charge-backs" allocating the utilities' defaults to the other market
participants. Proceedings were brought both in federal court and at the FERC
seeking a suspension of the charge-backs and challenging the reasonableness of
the Cal PX's actions. The Cal PX agreed to a preliminary injunction suspending
any of its charge-back activities and on April 6, 2001, the FERC issued an order
finding the charge-backs to be unjust and unreasonable under the circumstances
but deferred further action pending resolution of certain matters. Amounts owed
to us were debited in invoices by the Cal PX for charge-backs in the amount of
$29 million and, on February 14, 2001, we filed our own lawsuit against the Cal
PX in the United States District Court for the Central District of California,
seeking a recovery of those amounts and a stay of any further charge-backs by
the Cal PX. The filing of bankruptcy by the Cal PX will automatically stay for
some period the various court and administrative cases against the Cal PX,
although in its April 6 order the FERC asserted its regulatory power to address
the charge-back issues.

The two defaulting utilities have both filed lawsuits challenging the
refusal of state regulators to allow wholesale power costs to be passed through
to retail customers under the "filed rate doctrine." The filed rate doctrine
provides that wholesale power costs approved by the FERC are entitled to be
recovered through rates. Additionally, to address the failing financial
condition of the two defaulting utilities and the utilities' potential
bankruptcy, the California Legislature passed emergency legislation, effective
January 18, 2001 and February 2, 2001, appropriating funds to be used by the
CDWR for the purchase of wholesale electricity on behalf of the utilities and
authorizing the sale of bonds to fund future purchases under long-term power
contracts with wholesale generators. The CDWR has solicited bids and has
reported that it has entered into some long-term contracts with generators and
continued the purchasing of short-term power contracts. No bonds have yet been
issued by the CDWR to support long-term power purchases or to provide credit
support for short-term purchases.
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As noted above, two of California's public utilities have defaulted in
their payment obligations to the Cal PX and the Cal ISO as a result of the
refusal of state regulators to allow them to recover their wholesale power
costs. This refusal by state regulators has also caused the utilities to default
on numerous other financial obligations, and, in the case of Pacific Gas and
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Electric Company, to file a voluntary petition for bankruptcy under the Chapter
11 of the U.S. Bankruptcy Code. On March 27, 2001, the CPUC approved an increase
in the retail rates of the two defaulting California utilities but ordered the
utilities to apply the increase to pay the CDWR for power purchased by the CDWR
on the utilities' behalf. Because the CPUC order attempts to prevent use of the
increased revenue to pay suppliers for electricity delivered before the date of
the decision, the rate increase does not address the existing indebtedness of
the utilities. While the bankruptcy filing will result in further post-petition
purchases of wholesale electricity being considered administrative expenses of
the debtor, a substantial delay could be experienced in the payment of
pre-petition receivables pending the confirmation of a reorganization plan. The
California Legislature is currently considering legislation under which a state
entity would be formed to purchase and operate a substantial share of the
transmission lines in California in an effort to provide cash to the utilities.
A number of the creditors for one of the other troubled California public
utilities, Southern California Edison Company, have indicated, however, that
unless there is more action on a plan to restore the utility's solvency, an
involuntary bankruptcy filing may be made by such creditors. Southern California
Edison's April 9, 2001 memorandum of understanding with the state of California,
which would transfer the utility's transmission system to the CDWR or another
state agency for approximately $2.76 billion, is intended to address these
issues. The closing of this transaction is subject to numerous factors including
completion of documentation and extensive regulatory approvals, including
approval by the FERC.

Because California's power reserves remain at low levels, in part as a
result of the lack of creditworthy buyers of power given the defaults of the
California utilities, the Cal ISO has relied on emergency dispatch orders
requiring generators to provide at the Cal ISO's direction all power not already
under contract. The power supplied to the Cal ISO has been used to meet the
needs of the customers of the utilities, even though two of those utilities do
not have the credit required to receive such power under the Cal ISO's tariff
and may be unable to pay for it. The Cal ISO had previously obtained a
preliminary injunction on March 21, 2001 from a federal district court in
California compelling us to comply with emergency dispatch orders despite the
utilities' failure to meet credit standards. The district court issued the
preliminary injunction based on the conclusion that the Cal ISO's tariff
provisions regarding credit were not applicable to emergency dispatch orders. On
March 22, 2001, we filed a notice of appeal of the district court's injunction
with the Ninth Circuit Court of Appeals and on March 23, 2001, we filed an
emergency motion for stay of the injunction. Because we showed a "high
likelihood of success on the merits" on the appeal, the Ninth Circuit granted
the stay on April 5, 2001 suspending the district court's preliminary injunction
pending its final ruling on the appeal. On April 6, 2001, the FERC issued an
order confirming that the credit provisions of the Cal ISO's tariff apply to all
sales of electricity under the tariff, including emergency dispatch orders. As a
result of the FERC's order, the district court's preliminary injunction expired
in accordance with its terms and we expect that the district court will dismiss
the Cal ISO's complaint. Therefore, we no longer need to pursue any further
appeal to the Ninth Circuit since we will no longer be compelled to comply with
the emergency dispatch orders in the absence of a creditworthy counterparty. As
of March 31, 2001, we were owed $108 million for power provided in compliance
with emergency dispatch orders.

For additional information regarding the situation in California, please
read "-- Results of Operations by Business Segment -- Wholesale Energy -- 2000
Compared to 1999," as well as Notes 11(e) and 11 (h) to our consolidated
financial statements.

COMPETITION AND RESTRUCTURING OF THE TEXAS RETAIL ELECTRICITY MARKET

The Texas electric restructuring law substantially amends the regulatory

57



Edgar Filing: RELIANT RESOURCES INC - Form 424B4

structure governing electric utilities in Texas in order to allow full retail
competition beginning on January 1, 2002 in
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the service territory of all investor-owned electric utilities. Please read "Our
Business —-- Our Retail Energy Business Segment -- Market Framework —-- Texas" for
a description of the retail electricity market framework established by the
Texas electric restructuring law. Under this framework, we will initially be
required to sell electricity to the residential and small commercial customers
of Reliant Energy's electric utility division in the Houston metropolitan area
at a specified price, which is referred to in the Texas electric restructuring
law as the "price to beat," whereas other retail electric providers will be
allowed to sell electricity to these customers at any price. We will not be
permitted to offer electricity to these customers at a price other than the
price to beat until January 1, 2005, unless before that date the Texas Utility
Commission determines that 40% or more of the amount of electric power that was
consumed in 2000 by the relevant class of customers in the Houston metropolitan
area is committed to be served by retail electric providers other than us.
Please read "Risk Factors —-- Risks Related to Our Retail Electricity

Business —-- The results of our retail electric operations in Texas will be
largely dependent upon the amount of gross margin, or "headroom," available in
the price to beat. The initial price to beat and the amount of headroom
available in the price to beat will not be established until late 2001. Future
adjustments to the price to beat may be inadequate to cover our costs to
purchase power to serve our price to beat customers." Because we will not be
able to compete for residential and small commercial customers on the basis of
price in the Houston area, we may lose a significant number of these customers
to other providers. Also, we expect that our retail electric operations will
face significant competition from retail affiliates of incumbent utilities in
other markets in Texas.

As a result of recent volatility in California's power markets,
governmental agencies or officials and/or other interested parties in a number
of states are urging that deregulation of the retail electric markets of such
states be delayed or reconsidered altogether. As of February 2001, four of the
nine states that had previously adopted laws or regulatory plans providing for
future retail electric competition by 2002 have initiated bills or proceedings
or adopted laws or regulatory plans to delay the implementation of retail
electric competition beyond the original date. The extent to which states delay
or reconsider the deregulation of their retail electric markets will limit the
number of potential retail electric markets outside of Texas into which we may
expand our retail operations.

While the Texas electric restructuring law calls for the implementation of
a competitive retail electric market in Texas beginning on January 1, 2002, the
law authorizes the Texas Utility Commission to delay the date on which the
retail electric market is opened to competition in any power region in Texas 1if
it determines that the region is unable to offer fair competition and reliable
service to all retail customer classes on that date. During any delay period, we
may not earn any revenue from our retail electric business.

OUR EUROPEAN OPERATIONS

Beginning January 1, 2001, UNA began operating in a competitive market.
Consistent with our expectations at the time we made the acquisition, we
anticipate that European Energy will experience a significant decline in gross
margin in 2001 attributable to the deregulation of the market and termination of
an agreement with the other Dutch generators and the Dutch distributors. In
addition, the results of our European Energy segment will be negatively impacted
beginning in 2002 due to the imposition of a standard Dutch corporate income tax
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rate, which is currently 35%, on the income of UNA. In 2000 and prior years,
UNA's Dutch corporate income tax rate was zero percent.

Historically, UNA and the other Dutch generators have sold their generating
output through the coordinating body for the Dutch electricity generating
sector, N.V. Samenwerkende elecktriciteits-produktiebedrijven, which we refer to
in this prospectus as "SEP." As of December 29, 2000, SEP changed its name to BV
Nederlands Elektriciteit Administratiekantoor. Over the years, SEP has incurred
"stranded" costs as a result of a perceived need to cover
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anticipated shortages in energy production supply. SEP stranded costs consist
primarily of investments in alternative energy sources and fuel and power
purchase contracts currently estimated to be uneconomical. Legislation has been
approved by the Dutch parliament which would transfer the liability for the
stranded costs from SEP to its four shareholders, one of which is UNA. For
information regarding this legislation, please read Note 11(f) to our
consolidated financial statements.

In connection with our acquisition of UNA, the selling shareholders of UNA
agreed to indemnify UNA for some stranded costs in an amount not to exceed NLG
1.4 billion ($599 million based on an exchange rate of 2.34 NLG per U.S. dollar
as of December 31, 2000), which may be increased in certain circumstances at our
option up to NLG 1.9 billion ($812 million). Of the total consideration we paid
for the shares of UNA, NLG 900 million ($385 million) has been placed by the
selling shareholders under the direction of the Dutch Ministry of Economic
Affairs in an escrow account to secure the indemnity obligations. Although our
management believes that the indemnity provision will be sufficient to fully
satisfy UNA's ultimate share of any stranded costs obligation, this judgment is
based on numerous assumptions regarding the ultimate outcome and timing of the
resolution of the stranded cost issue, the former shareholders' timely
performance of their obligations under the indemnity arrangement, and the amount
of stranded costs, which at present is not determinable. Any shortfall in the
indemnity provision could have a material adverse effect on our results of
operations.

ENVIRONMENTAL EXPENDITURES

We are subject to numerous environmental laws and regulations, which
require us to incur substantial costs to operate existing facilities, construct
and operate new facilities, and mitigate or remove the effect of past operations
on the environment. In order to comply with these requirements, we may need to
spend substantial amounts and devote other resources from time to time to:

— construct or acquire new equipment,

- acquire permits and/or marketable allowances or other emission credits
for facility operations,

- modify or replace existing and proposed equipment,

- acquire emissions credits and allowances, and

— clean up or decommission waste disposal areas, fuel storage and
management facilities and other locations and facilities, including coal
mine refuse piles and generation facilities.

We anticipate investing up to $600 million in capital and other special

project expenditures between 2001 and 2026 for environmental compliance. If we
do not comply with environmental requirements that apply to our operations,
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regulatory agencies could seek to impose civil, administrative and/or criminal
liabilities on us, as well as seek to curtail our operations. Existing
environmental regulations could be revised or reinterpreted, new laws and
regulations could be adopted or become applicable to us or our facilities, and
future changes in environmental laws and regulations could occur, including
potential regulatory and enforcement developments related to air emissions. If
any of these events occur, our business and results of operations could be
materially adversely affected.

OTHER CONTINGENCIES

Please read "Our Business —-- Legal Proceedings" for a description of
certain legal and regulatory proceedings affecting us, including five class
action and other lawsuits recently filed against sellers of electricity in
California alleging violations of state antitrust laws and state laws against
unfair and unlawful business practices.

53
56

LIQUIDITY AND CAPITAL RESOURCES
FINANCIAL STRATEGY

Our cash needs have historically been met by a combination of cash from
operations, borrowings under credit facilities, borrowings and capital
contributions from Reliant Energy and its subsidiaries and proceeds from
non-recourse project or acquisition financing. These funds have been used to
finance operations, service debt obligations, fund acquisitions, finance the
development and construction of generating facilities, finance start-up
operations and capital expenditures, provide working capital and meet other cash
and liquidity needs. From time to time, excess cash generated by our businesses
have been advanced to Reliant Energy and Reliant Energy has provided funds to
cover our working capital needs. After this offering, we do not expect to pay
cash dividends to Reliant Energy and we do not expect Reliant Energy to make
further equity capital contributions to us. Please read "Agreements Between Us
and Reliant Energy —-- Master Separation Agreement" and "Risk Factors -- Risks
Related to Our Corporate and Financial Structure."

We plan to meet our future capital needs by opportunistically accessing
various capital market and other financing alternatives that are available to us
from time to time. These alternatives may include commercial paper, traditional
bank lines of credit, receivable facilities, debt offerings, non-recourse
project financings, joint venture financings, debt/equity hybrid offerings and
equity offerings.

We currently plan to establish a syndicated bank facility for at least $1.8
billion with a group of domestic and international banks to provide borrowing
capacity and letters of credit prior to October 2, 2001 (the expiration date of
the thirteen credit facilities totaling $1.8 billion with financial institutions
as described below). This new credit facility will replace the thirteen
facilities. We may also establish various bridge or temporary facilities to fund
projects or acquisitions on an interim basis until we are able to arrange
permanent financing.

Reliant Energy has obtained waivers under its and its subsidiaries' credit
facilities allowing for this offering, as well as various other restructuring
steps. Prior to the expected distribution of the shares of our common stock
owned by Reliant Energy to its shareholders, Reliant Energy will need to obtain
other waivers or amendments under various credit facilities of Reliant Energy
and its subsidiaries.

Our indebtedness to Reliant Energy and its subsidiaries at December 31,
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2000 was $2.1 billion. Of the outstanding indebtedness that we owe to Reliant
Energy and its subsidiaries, $1.9 billion, subject to adjustment, will be
converted into equity before the completion of this offering without the
issuance of any additional shares to Reliant Energy. In the master separation
agreement, we have agreed that to the extent the net proceeds of this offering
(including proceeds from the exercise of the underwriters' over-—-allotment
option) exceed $1.4 billion, we will use 50% of the net proceeds above such
amount to repay certain indebtedness that we owe Reliant Energy aggregating Euro
560 million (approximately $528 million based on the December 31, 2000 exchange
rate of 1.0616 Euros per U.S. dollar). This indebtedness is included in the $1.9
billion of our indebtedness owed to Reliant Energy that Reliant Energy has
agreed to convert to equity as a capital contribution prior to the closing of
this offering. Based upon our anticipated liquidity needs from January 1, 2001
until the expected date of distribution by Reliant Energy or its successor of
the remaining shares of our common stock to its shareholders, we expect that we
may advance funds to or borrow funds from Reliant Energy or its subsidiaries on
a short-term basis. These investments or borrowings are expected to bear
interest at market-based rates.

CAPITAL REQUIREMENTS

Credit Facilities. As of December 31, 2000, subsidiaries of Reliant Energy
Power Generation, Inc. and UNA had credit facilities that provided for an
aggregate of $1.8 billion in committed
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credit (including the Euro 600 million facility discussed below). As of December
31, 2000, $1.3 billion was used under these facilities, $384 million of which
was in the form of letters of credit. The remaining unused credit facilities
totaled $470 million. These credit facilities contain various business and
financial covenants requiring the specific obligor or borrower to, among other
things, (a) maintain a ratio of net debt to the sum of the net debt and total
equity of not more than 0.60 to 1.00 and/or (b) maintain a stated ratio of
EBITDA to net finance charges during stated periods. The specific obligor or
borrower is in compliance with its respective covenants under these credit
agreements. We do not expect these covenants to materially limit the ability to
borrow or obtain letters of credit under these facilities. For additional
information on the material terms of these credit facilities, please read Note 8
to our consolidated financial statements.

Between December 2000 and March 2001, we entered into thirteen bilateral
credit facilities with financial institutions which provide for an aggregate of
$1.8 billion in committed credit. The facilities became effective subsequent to
December 31, 2000 and expire on October 2, 2001. Interest rates on the
borrowings are based on the London inter-bank offered rate (LIBOR) plus a
margin, a base rate or a rate determined through a bidding process. These
facilities contain various business and financial covenants requiring us to,
among other things, maintain a ratio of net debt to the sum of net debt,
shareholders' equity and subordinated affiliate debt not to exceed 0.60 to 1.00.
These covenants are not anticipated to materially restrict us from borrowing
funds or obtaining letters of credit under these facilities. The facilities are
subject to facility and usage fees that are calculated based on the amounts of
the facility commitments and on the amounts outstanding under the facilities,
respectively.

Acquisition of UNA. 1In the fourth quarter of 1999, we funded $833 million
of the UNA purchase obligation. On March 1, 2000, we funded the $982 million
remaining UNA purchase obligation. We obtained a portion of the funds for this
purchase from a Euro 600 million ($596 million) three-year term loan facility
established in February 2000.
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Indemnification of UNA Stranded Costs. In connection with the acquisition
of UNA, the selling shareholders of UNA agreed to indemnify UNA for some
specified stranded costs in an amount not to exceed NLG 1.4 billion ($599
million based on a December 31, 2000 exchange rate of 2.34 NLG per U.S. dollar).
This amount may be increased in some circumstances at our option up to NLG 1.9
billion ($812 million). Of the total consideration we paid for the shares of
UNA, NLG 900 million ($385 million) has been placed in an escrow account to
secure these indemnity obligations by the former shareholders of UNA under the
direction of the Dutch Ministry of Economic Affairs. We believe that the
indemnity provision will be sufficient to cover UNA's ultimate share of any
stranded costs obligation. We base this belief on numerous assumptions regarding
the ultimate outcome and timing of the resolution of the stranded cost issue,
the former shareholders' timely performance of their obligations under the
indemnity arrangement, and the amount of stranded costs, which at present is not
determinable. For additional discussion of UNA stranded costs, please read Note
11(f) to our consolidated financial statements.

Acquisition of Mid-Atlantic Assets. On May 12, 2000, we completed the
acquisition of our Mid-Atlantic assets from Sithe Energies, Inc. for an
aggregate purchase price of $2.1 billion. The acquisition was originally
financed through bridge loans from Reliant Energy and $1.0 billion was
subsequently converted to equity. In August 2000, we entered into separate
sale/leaseback transactions with each of the three owner-lessors for our
respective 16.45%, 16.67% and 100% interests in the Conemaugh, Keystone and
Shawville generating stations, respectively, which we acquired as part of the
Mid-Atlantic acquisition. For additional discussion of these lease transactions,
please read Note 11 (c) to our consolidated financial statements. As
consideration for the sale of our interest in each of the facilities, we
received a total of $1.0 billion in cash that was used to repay indebtedness
owed by us to Reliant Energy. We will continue to make lease
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payments through 2029. The lease terms expire in 2034. Cash lease payments are
scheduled as follows (in millions):

2800 $ 259
2002 . e e e e e e e e e e e e e e 137
2800 T 77
200 . e e e e e e e e e e e 84
2800 75
2006 and beyond. .« v v vttt it e e e e e e e e e e e e e e e e 1,188

$1,820

Channelview Project. Our 781 MW gas—-fired, combined cycle, cogeneration

plant located in Channelview, Texas, which is currently under construction, is
expected to cost $463 million, including $129 million in commitments for the
purchase of combustion turbines. Of this amount, $280 million had been incurred
as of December 31, 2000. The project continues to be financed through funds
received under the terms of a committed equity bridge facility, which totals $92
million, a non-recourse debt facility aggregating $369 million and projected
construction revenues of $2 million.

Other Generating Projects. As of December 31, 2000, we had an additional
three generating facilities under construction. Total estimated costs of
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constructing these facilities are $867 million, including $366 million in
commitments for the purchase of combustion turbines. As of December 31, 2000, we
had incurred $614 million of the total projected costs of these projects, which
were funded primarily through borrowings from Reliant Energy and its
subsidiaries. We believe that our current level of cash and borrowing capability
and the proceeds from this offering will be sufficient to fund these
commitments. In addition, we have options to purchase additional combustion
turbines for a total estimated cost of $544 million for future generation
projects. We believe that our current level of cash and borrowing capability and
proceeds from this offering will be sufficient to fund these options should we
choose to exercise them.

Construction Agency Agreement. In April 2001, we, through several of our
subsidiaries, entered into operative documents with special purpose entities to
facilitate the development, construction, financing and leasing of several power
generation projects. The special purpose entities have an aggregate financing
commitment from equity and debt participants, or the "investors," of $2.5
billion. We, through several of our subsidiaries, act as construction agent for
the special purpose entities, and are responsible for completing construction of
these projects by August 31, 2004, but have generally limited our risk related
to construction completion to less than 90% of project costs incurred to date,
except in certain events. Upon completion of an individual project and exercise
of the lease option, our subsidiaries will be required to make lease payments in
an amount sufficient to provide a return to the investors. If we do not exercise
our option to lease any project at our completion, we must purchase the project
or remarket the project on behalf of the special purpose entities. At the end of
an individual project's operating lease term (approximately five years from
construction completion), the lessees have the option to extend the lease at
fair market value, purchase the project at a fixed amount equal to the original
construction cost, or act as remarketing agent and sell the project to an
independent third party. If the lessees elect the remarketing option, they may
be required to make a payment, up to 85% of the project cost, if the proceeds
from remarketing are deficient to repay the investors. We have guaranteed the
performance and payment of our subsidiaries' obligations during the construction
periods and if the lease option is exercised, the lessee's obligations during
the lease period.

Naming Rights to Houston Sports Complex. In October 2000, we acquired the
naming rights for the new football stadium for the Houston Texans, the National
Football League's newest franchise. In addition, the naming rights cover the
entertainment and convention facilities included in the stadium complex. The
agreement extends for 32 years. In addition to naming rights, the
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agreement provides us with significant sponsorship rights. The aggregate cost of
the naming rights will be $300 million. During the fourth quarter of 2000, we
incurred an obligation to pay $12 million in order to secure the long-term
commitment and for the initial advertising of which $10 million was expensed.
Starting in 2002, when the new stadium is operational, we will pay $10 million
each year through 2032 for annual advertising under this agreement.

Payment to Reliant Energy. To the extent that the price to beat exceeds
the market price of electricity, we will be required to make a payment to
Reliant Energy in early 2004 unless the Texas Utility Commission determines
that, on or prior to January 1, 2004, 40% or more of the amount of electric
power that was consumed in 2000 by residential or small commercial customers, as
applicable, within Reliant Energy's Houston service territory is committed to be
served by retail electric providers other than us. If the 40% test is not met
and a payment 1is required, the amount of this payment will not exceed, but could
be up to, $150 per customer multiplied by the number of residential or small
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commercial customers, as the case may be, that we serve on January 1, 2004 in
Reliant Energy's traditional service territory, less the number of new retail
electric customers we serve in other areas of Texas. As of December 31, 2000,
Reliant Energy had approximately 1.5 million residential and small commercial
customers. In the master separation agreement with Reliant Energy, we have
agreed to make this payment, if any, to Reliant Energy.

Environmental Issues. We anticipate investing up to $600 million in
capital and other special project expenditures between 2001 and 2026 for
environmental compliance. Out of this amount, we anticipate expenditures to be
approximately $39 million and $70 million in 2001 and 2002, respectively.

California Trade Receivables. During the summer and fall of 2000, prices
for wholesale electricity in California increased dramatically as a result of a
combination of factors, including higher natural gas prices and emissions
allowance costs, reduction in available hydroelectric generation resources,
increased demand, decreases in net electric imports, structural market flaws
including over-reliance on the spot electric market, and limitations on supply
as a result of maintenance and other outages. Although wholesale prices
increased, California's deregulation legislation kept retail rates frozen below
1996 levels. This caused two of California's public utilities, which are our
customers based on our deliveries to the Cal PX and the Cal ISO, to accrue
billions of dollars of unrecovered wholesale power costs and ultimately default
in January and February 2001 on payments owed for wholesale power purchased
through the Cal PX and from the Cal ISO and, in the case of Pacific Gas and
Electric Company, to file a voluntary petition for bankruptcy. As of December
31, 2000, we were owed $101 million by the Cal PX and $181 million by the Cal
ISO. In the fourth quarter of 2000, we recorded a pre-tax provision of $39
million against receivable balances related to energy sales in the California
market. From January 1, 2001 through March 31, 2001, we have collected $110
million of these receivable balances. As of March 31, 2001, we were owed a total
of $337 million by the Cal ISO, the Cal PX, the CDWR and California Energy
Resources Scheduling for energy sales in the California wholesale market during
the fourth quarter of 2000 through March 31, 2001. In the first quarter of 2001,
we recorded a pre-tax provision of $38 million against receivable balances
related to energy sales from January 1, 2001 through March 31, 2001 in the
California market. For additional information regarding uncertainties in the
California wholesale market, please read "-- Certain Factors Affecting Our
Future Earnings —-- Competition and Restructuring of the Wholesale Electricity
Market" and Notes 11l (e) and 11(h) to our consolidated financial statements.

Other Sources/Uses of Cash. Our liquidity and capital requirements are
affected primarily by capital expenditures, debt service requirements and
working capital needs. We expect to continue to bid in future acquisitions of
independent power projects and privatizations of generation facilities. We
expect any resulting capital requirements to be met with excess cash flows from
operations, as well as proceeds from debt and equity offerings, project
financings and
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other borrowings. Additional capital expenditures depend upon the nature and
extent of future project commitments, some of which may be substantial. We
believe that our current level of cash and borrowing capability and the proceeds
from this offering, along with future cash flows from operations, will be
sufficient to meet the existing operational needs of our business for the next
12 months.

The capital requirements for 2000 were, and are estimated for 2001 through
2005 to be, as follows:
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2000 (1) 2001 2002 2003 2004
(in millions)
WhOlesSale EBNergy . v e e eeeeeeeeeeneneeneeeeeeeeeennnnns $1,966 $ 591 $219 S 69 $146
EUrOPEaAN BNl gy e v v vttt ittt ettt et ae et eeneeeaeeeens 995 5 26 - 21
Retall ENergy e i i ittt ittt ettt eeeee et eeneeeeeeeens 22 66 46 49 58
Other Operations. .. ..ttt itt ittt teeeeeeanens 59 56 39 35 35
Payments of debt to third parties(l)................. 307 —— 285 566 42
Mid-Atlantic generating facilities operating lease
PAYMENTS (L) v vttt ittt e e et e e e e e e e et 1 259 137 77 84
Major maintenance cash outlays......cuooiiieiienennn.. 73 65 78 77 82
o ol $3,423 $1,042 $830 $873 $468
(1) In August 2000, we sold to and leased back from owner-lessors, interests in
three Mid-Atlantic generating facilities. As consideration for the sale, we
received $1.0 billion in cash, which was used to repay indebtedness to
Reliant Energy. The expenditures for the acquisitions of these Mid-Atlantic
generating facilities have been excluded from the 2000 capital requirements.
The following table summarizes the net cash provided by (used in)
operating, investing and financing activities for 1998, 1999 and 2000.
YEAR ENDED
DECEMBER 31,
1998 1999 2000
(in millions)
Cash Provided by (Used in):
Operating activities. ...ttt ittt ittt ittt eeeeeennns S (2) S 38 S 325
Investing activities. . ...ttt it ittt e et e e e (365) (1,4006) (3,013)
Financing activities. ...ttt et ettt 379 1,405 2,724

CASH USED IN/PROVIDED BY OPERATING ACTIVITIES

Net cash provided by operating activities during 2000 increased $287
million compared to the same period in 1999. This increase primarily resulted
from proceeds from the sale of an investment in marketable debt securities by
UNA, improved operating results of Wholesale Energy's California generating
facilities, incremental cash flows provided by UNA, acquired in the fourth
quarter of 1999, and cash flows from the Mid-Atlantic generating facilities,
acquired in the second quarter of 2000.

Net cash provided by operating activities during 1999 increased $40 million

compared to 1998. This increase was primarily due to changes in working capital
and improved operating cash flows from the domestic trading and marketing
operations.

CASH USED IN INVESTING ACTIVITIES

Net cash used in investing activities increased $1.6 billion during 2000
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compared to 1999. This increase was primarily due to the funding of the
remaining purchase obligation for UNA for $982 million on March 1, 2000 and the
purchase of the Mid-Atlantic generation facilities for $2.1 billion on May 12,
2000, as well as increased capital expenditures related to the construction of
domestic power generation projects. Proceeds of $1.0 billion from the
sale—leaseback of three of our Mid-Atlantic generation facilities partially
offset these increases, as well as 1999 payments related to the acquisition of
UNA and a generating facility located in Florida.
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Net cash used in investing activities increased $1.0 billion for 1999
compared to 1998. This increase was primarily due to:

— the $833 million cash payment in 1999 related to the acquisition of UNA,

- the $188 million cash payment in 1999 for the acquisition of a generating
facility located in Florida, and

- increased capital expenditures.
CASH PROVIDED BY FINANCING ACTIVITIES

Cash flows provided by financing activities increased $1.3 billion during
2000 compared to 1999. The increase resulted primarily from an increase in
contributions and net proceeds from long-term debt from third parties. We
utilized the net borrowings incurred during 2000 to fund the remaining UNA
purchase obligation, to fund the acquisition of the Mid-Atlantic generating
facilities, to support increased capital expenditures by Wholesale Energy and
for general corporate purposes. We obtained the funds for the remaining UNA
purchase obligation on March 1, 2000, in part from a Euro 600 million
(approximately $596 million) term loan facility that expires in March 2003 and
through short-term borrowings and excess operating cash flows. Funds for the
acquisition of the Mid-Atlantic generating facilities were made available
through loans from Reliant Energy, of which $1.0 billion of these loans were
subsequently converted to equity and $1.0 billion was repaid with the proceeds
from the Mid-Atlantic sale-leaseback transactions.

Cash flows provided by financing activities increased $1.0 billion during
1999 compared to 1998. This increase was primarily due to increased borrowings
from Reliant Energy offset by a $170 million distribution from Other Operations
to a subsidiary of Reliant Energy. The funds used to make this distribution were
received from loan repayments to us by a subsidiary of Reliant Energy. We
utilized net borrowings incurred and contributions from Reliant Energy or its
subsidiaries received during 1999 primarily to fund $833 million of the UNA
purchase obligation, to fund the acquisition of a generating facility located in
Florida and to support increased capital expenditures.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

IMPACT OF CHANGES IN INTEREST RATES, FOREIGN CURRENCY EXCHANGE RATES, EQUITY
MARKET VALUES AND COMMODITY PRICES

We are exposed to various market risks. These risks are inherent in our
financial statements and arise from transactions entered into in the normal
course of business. We utilize derivative financial instruments to mitigate the
impact of changes in electricity and fuel prices on our operating results and
cash flows. We utilize cross-currency swaps and options to hedge our net
investments in foreign subsidiaries.

INTEREST RATE RISK
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We issued long-term debt and have obligations under bank facilities and
notes payable to affiliated companies which subject us to the risk of loss
associated with movements in market interest rates.

Our floating-rate obligations, including amounts borrowed from Reliant
Energy and its subsidiaries, under credit facilities aggregated $1.3 billion and
$3.0 billion at December 31, 1999 and 2000, respectively. For additional
information please read Notes 3 and 8 to our consolidated financial statements.
Net floating rate obligations borrowed from Reliant Energy and its subsidiaries
amounted to $1.3 billion and $2.1 billion at December 31, 1999 and 2000,
respectively. These floating-rate obligations expose us to the risk of increased
interest expense in the event of increases in short-term interest rates. If the
floating rates were to increase by
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10% from December 31, 2000 rates, our interest expense to Reliant Energy and its
subsidiaries would increase by a total of $1.7 million each month in which such
increase continued.

Pursuant to the master separation agreement with Reliant Energy, $1.9
billion of the indebtedness that we owe to Reliant Energy and its subsidiaries
will be converted into equity before the completion of this offering without the
issuance of any additional shares to Reliant Energy. In the master separation
agreement, we have agreed that to the extent the net proceeds of this offering
(including proceeds from the exercise of the underwriters' over-—-allotment
option) exceed $1.4 billion, we will use 50% of the net proceeds above such
amount to repay certain indebtedness we owe Reliant Energy aggregating Euro 560
million (approximately $528 million based on the December 31, 2000 exchange rate
of 1.0616 Euros per U.S. dollar). This indebtedness is included in the $1.9
billion of indebtedness discussed above.

Our floating-rate obligations borrowed from third parties aggregated $69
million and $952 million at December 31, 1999 and 2000, respectively. These
floating-rate obligations expose us to the risk of increased interest expense in
the event of increases in short-term interest rates. If the floating rates were
to increase by 10% from December 31, 2000 rates, our interest expense to third
parties would increase by a total of $0.5 million each month in which such
increase continued.

At December 31, 1999 and 2000, we had issued fixed-rate debt aggregating
$560 million and $67 million, respectively. As of December 31, 1999 and 2000,
fair values were estimated to be equivalent to the carrying amounts of these
instruments. These instruments are fixed-rate and, therefore, do not expose us
to the risk of loss in earnings due to changes in market interest. However, the
fair value of these instruments would increase by $1.5 million if interest rates
were to decline by 10% from their rates at December 31, 2000.

FOREIGN CURRENCY EXCHANGE RATE RISK

Our European operations expose us to risk of loss in the fair value of our
European investments due to the fluctuation in foreign currencies relative to
our reporting currency, the U.S. dollar. We account for adjustments resulting
from translation of our investments that have functional currencies other than
the U.S. dollar as a charge or credit directly to a separate component of
accumulated other comprehensive loss in stockholder's equity. As of December 31,
2000, we have entered into foreign currency swaps and have issued Euro
denominated debt to hedge our net European investment. As of December 31, 2000,
we had recorded a $2 million loss in cumulative net translation adjustments. The
cumulative translation adjustments will be realized in earnings and cash flows
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only upon the disposition of the related investments.

We have substantially hedged our net investment in our European
subsidiaries through a combination of Euro denominated borrowings and various
derivative instruments. During the normal course of business, we review our
currency hedging strategies and determine the hedging approach we deem
appropriate based upon the circumstances of each situation.

European Energy has entered into financial instruments to purchase
approximately $120 million to hedge future fuel purchases payable in U.S.
dollars. As of December 31, 2000, the fair value of these financial instruments
was a $6 million liability. An increase in the value of 10% of the Euro compared
to the U.S. dollar from its December 31, 2000 level would result in an
additional loss in the fair value of these foreign currency financial
instruments of $12 million.

EQUITY MARKET VALUES RISK

We have an investment in Itron, Inc., or "Itron," which is classified as
"available-for-sale" under SFAS No. 115. As of December 31, 1999 and 2000, the
value of the Itron investment was $9 million and $5 million, respectively. The
Itron investment exposes us to losses in the fair value of Itron common stock. A
10% decline in the market value per share of Itron common stock from the
December 31, 2000 level would decrease the fair value by $1 million.
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COMMODITY PRICES RISK

Trading and marketing operations often involve market risks associated with
managing energy commodities and establishing open positions in the energy
markets primarily on a short-term basis. These risks fall into three different
categories: price and volume volatility, credit risk of trading counterparties
and adequacy of the control environment for trading. We routinely enter into
futures, forward contracts, swaps and options to hedge purchase and sale
commitments, fuel requirements and inventories of natural gas, coal,
electricity, o0il, emission allowances, weather derivatives and other commodities
and to minimize the risk of market fluctuations on our trading, marketing, power
origination and risk management operations. We assess the risk of our
non-trading derivatives (Energy Derivatives) using a sensitivity analysis method
and we assess the risk of our trading derivatives (Trading Derivatives) using
the value-at-risk (VAR) method in order to maintain our total exposure within
management-prescribed limits (both methods are described below) .

The sensitivity analysis performed on our Energy Derivatives measures the
potential loss in earnings based on a hypothetical 10% movement in energy
prices. An increase of 10% in the market prices of energy commodities from their
December 31, 1999 and 2000 level decrease the fair value of our Energy
Derivatives, at December 31, 1999 and 2000 by $15 million and $167 million,
respectively.

The above analysis of the Energy Derivatives utilized for hedging purposes
does not include the favorable impact that the same hypothetical price movement
would have on our physical purchases and sales of natural gas and electric power
to which the hedges relate. Furthermore, the Energy Derivative portfolio is
managed to complement the physical transaction portfolio, reducing overall risks
within limits. Therefore, the adverse impact to the fair value of the portfolio
of Energy Derivatives held for hedging purposes associated with the hypothetical
changes in commodity prices referenced above would be offset by a favorable
impact on the underlying hedged physical transactions, assuming:
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— the Energy Derivatives are not closed out in advance of their expected
term,

— the Energy Derivatives continue to function effectively as hedges of the
underlying risk and

- as applicable, anticipated underlying transactions settle as expected.

If any of the above mentioned assumptions cease to be true, a loss on the
financial instruments may occur, or the options might be worthless as determined
by the prevailing market value on their termination or maturity date, whichever
comes first.

Trading Derivatives held by our trading and marketing operations consist of
physical forwards, swaps, options and exchange-traded futures and options in
natural gas, electricity, crude o0il and refined products and weather
derivatives, and are exposed to losses in fair value due to changes in the price
and volatility of the underlying derivatives. We utilize the variance/covariance
model of VAR, which is a probabilistic model that measures the risk of loss to
earnings in market sensitive instruments. The variance/covariance model relies
on statistical relationships to describe how changes in different markets can
affect a portfolio of instruments with different characteristics and market
exposures. We use the delta-approximation method for reporting option positions.
VAR models are relatively sophisticated; however, the quantitative risk
information is limited by the parameters established in creating the model. The
instruments being evaluated could have features that may trigger a potential
loss in excess of calculated amounts if changes in commodity prices exceed the
confidence level of the model used. The VAR methodology employs a seasonally
adjusted volatility-based approach with the following critical parameters:
volatility estimates, appropriate market-oriented holding periods and seasonally
adjusted correlation estimates. The holding period (typically one day) is our
estimate of the length of time that will be needed to liquidate the positions.
The volatility and the correlation estimates measure the impact of adverse price
movements both at an individual position level as well as at the total portfolio
level. The confidence level established for our purposes is 95%. For example, if
VAR is calculated at
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$10 million, we may state with a 95% confidence level that if prices move
against our positions, our pre-tax loss in liquidating our portfolio would not
exceed $10 million based on the VAR assumptions over the defined holding period.
With respect to Trading Derivatives, our highest, lowest and average VAR during
2000 was $15 million, $1 million and $6 million, respectively. During 1999, our
highest, lowest and average monthly VAR was less than $8 million.

We cannot assure you that market volatility, failure of counterparties to
meet their contractual obligations, transactions entered into after the date of
this prospectus or a failure of risk controls will not lead to significant
losses from our marketing and risk management activities. Please read "Risk
Factors —-- Risks Related to Our Wholesale Business —-—- We do not attempt to fully
hedge our assets or positions against changes in commodity prices, and our
hedging procedures may not work as planned."

RISK OVERSIGHT

We control the scope of our trading, marketing, power origination and risk
management operations through a comprehensive set of policies and procedures
involving senior levels of our management. Reliant Energy's board of directors
sets the risk limit parameters and the audit committee of the board has
oversight for the ongoing evaluation of the adequacy of the risk control
organization and policies. A risk oversight committee, comprised of corporate
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and business segment officers, oversees all of our activities, which include
commodity price, credit, foreign currency, equity and interest rate risk,
including our trading, marketing, power origination and risk management
operations. The committee also proposes VAR limits to Reliant Energy's board of
directors. Reliant Energy's board of directors ultimately sets our aggregate VAR
limit. We have a corporate risk control organization, headed by a chief risk
control officer, which is assigned responsibility for establishing and enforcing
the policies, procedures and limits and evaluating the risks inherent in
proposed transactions. Key risk control activities include credit review and
approval, credit and performance risk measurement and monitoring, validation of
transactions, portfolio valuation and daily portfolio reporting including
mark-to-market valuation, VAR and other risk measurement metrics. After this
offering is completed, we expect that our board of directors will establish a
risk oversight and control organization similar to that currently in place at
Reliant Energy.

To the extent an open position exists, fluctuating commodity prices can
impact financial results and financial position, either favorably or
unfavorably. As a result, we cannot predict with precision the impact that our
risk management decisions may have on our businesses, operating results or
financial position.

RECENT ACCOUNTING PRONOUNCEMENTS

Effective January 1, 2001, we were required to adopt Statement of Financial
Accounting Standard No. 133, "Accounting for Derivative Instruments and Hedging
Activities" as amended (SFAS No. 133), which establishes accounting and
reporting standards for derivative instruments, including certain derivative
instruments embedded in other contracts and for hedging activities. This
statement requires that derivatives be recognized at fair value in the balance
sheet and that changes in fair value be recognized either currently in earnings
or deferred as a component of other comprehensive income, depending on the
intended use of the derivative, its resulting designation and its effectiveness.
In addition, in June 2000, the Financial Accounting Standards Board (FASB)
issued an amendment that narrows the applicability of the pronouncement to some
purchase and sales contracts and allows hedge accounting for some other specific
hedging relationships. Adoption of SFAS No. 133 resulted in a $3 million
cumulative after-tax increase in net income and a cumulative after-tax increase
in accumulated other comprehensive loss of $290 million in the first quarter of
2001. The adoption also increased current assets, long-
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term assets, current liabilities and long-term liabilities by approximately $615
million, $248 million, $811 million and $339 million, respectively in our
consolidated balance sheet.

The total impact of our adoption of SFAS No. 133 on earnings and
accumulated other comprehensive loss is dependent upon certain pending
interpretations, which are currently under consideration, including those
related to "normal purchases and normal sales." The interpretations of this
issue, and others, are currently under consideration by the FASB. While the
ultimate conclusions reached on interpretations being considered by the FASB
could impact the effects of our adoption of SFAS No. 133, we do not believe that
such conclusions would have a material effect on our current estimate of the
impact of the adoption.
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OUR BUSINESS
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INTRODUCTION

We are a rapidly growing provider of electricity and energy services with a
focus on the competitive segments of the electric power industry in the United
States and Europe. We acquire, develop and operate electric power generation
facilities that are not subject to traditional cost-based regulation and
therefore can sell power at prices determined by the market. We also trade and
market power, natural gas and other energy-related commodities and provide
related risk management services. We believe our trading, marketing, and risk
management skills complement our generation positions. The combination provides
greater scale and skill associated with the management of our fuel and power
positions, sophisticated commercial insights and an understanding of the key
regions in which we participate, and a wider range of ways in which we
participate in the market and are able to meet customer needs.

We intend to become a provider of retail electric services in Texas when
the market opens to retail competition in January 2002 and in other U.S. markets
with favorable regulatory structures and profit opportunities thereafter. We
will initially succeed to a significant retail electric customer base in the
Houston metropolitan area. We intend to build our retail business elsewhere by
capitalizing on the skills and systems we are building for the competitive
market in Houston.

We believe that the combination of our high quality portfolio of power
generation assets, our sophisticated trading, marketing and risk management
operations and our anticipated retail electric customer base in Texas provides
us with the foundation to successfully capitalize on the attractive growth
opportunities in the deregulating electric power markets.

As of March 31, 2001, we owned or leased electric power generation
facilities with an aggregate net generating capacity of 12,707 MW, including
9,231 MW in the United States and 3,476 MW in the Netherlands. According to
Resource Data International, Inc., as of January 31, 2001, we were the fifth
largest independent electric power producer in the United States based on total
MW of wholesale generation capacity in operation as of December 31, 2000. We
acquired our first power generation facilities in 1998 and have more than
tripled our aggregate net generation capacity since December 31, 1998 through a
combination of acquisitions and development of new generation projects. As of
March 31, 2001, we had 2,770 MW of additional net generating capacity under
construction.

Our trading, marketing and risk management operations complement the
performance of our power generation operations. For the year 2000, we were one
of only five companies to rank among both the ten largest power marketers and
the ten largest natural gas marketers in the United States. We believe the
combination of our significant portfolio of power generation positions and our
sophisticated trading, marketing and risk management operations provides us with
a competitive advantage.

We plan to establish a significant retail electric business in Texas when
the market opens to retail competition, and elsewhere in the United States as
attractive retail opportunities develop thereafter. We believe the market
framework established by the Texas electric restructuring law will likely result
in attractive opportunities both for incumbents and for new entrants to the
retail market. Starting January 1, 2002, all Texas customers of investor-owned
utilities, as well as those of any municipal utility or electric cooperative
that opts to participate in the competitive marketplace, will be able to choose
their retail electric provider. On that date, we will become the retail electric
provider for all of Reliant Energy's approximately 1.7 million customers in the
Houston metropolitan area who do not take action to select another retail
electric provider. We will also be able to acquire and serve new retail
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customers elsewhere in Texas after that date. We plan to provide value-added
electric commodity and energy management services to large commercial and
industrial customers throughout the United States, including many of the large
commercial and industrial customers currently served by Reliant Energy.
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In addition to our wholesale and retail businesses, we also engage in other
businesses that we believe provide potential opportunities for future growth.
Our Other Operations business segment includes our eBusiness group, our
communications business and our venture capital operations.

THE ELECTRIC POWER INDUSTRY
DEREGULATION OPPORTUNITY AND MARKET GROWTH IN THE UNITED STATES

Historically, electricity in the United States has been generated,
distributed and sold by regulated, vertically-integrated utilities with
government granted franchises to provide electric services to customers within a
specific geographic area. Retail electricity rates have traditionally been set
by regulatory authorities at levels intended to allow utilities to earn a
targeted rate of return on their invested capital. The U.S. electric power
industry is experiencing significant changes as a result of varying
restructuring initiatives at both the state and federal levels. The electric
power industry includes the following segments:

— Wholesale. Traditional wholesale operations generally involved only the
generation of electricity and the procurement of fuels used to produce
that electricity. To date, the wholesale market has been the most rapidly
deregulating segment of the electric power industry. As of March 1, 2001,
24 states and the District of Columbia had enacted legislation or issued
comprehensive regulatory orders to promote competition in the wholesale
market for electric power. Wholesale customers include utilities,
municipalities, cooperatives and other resellers of wholesale power, but
exclude the end users of electricity. As a result of the current
deregulation trend, some companies' wholesale generation operations are
now complemented by the wholesale trading and marketing of fuels and
energy, and related risk management services.

— Transmission. Transmission operations involve the transmission of
electricity through high voltage wires from power generation facilities
to the distribution system. In recent years, the FERC has required owners
of transmission facilities to offer "open—-access" transmission service to
customers at the same price and on the same terms that the transmission
owner provides itself for its own transactions. These requirements have
helped promote the development of competition in the wholesale electric
markets. Generally, we expect transmission operations to remain subject
to regulated rates.

— Distribution. Distribution operations involve the distribution of
electricity through wires from the transmission system to the end users
of electricity. Generally, we expect distribution operations to remain
subject to traditional rate regulation.

— Retail. Retail operations involve the sale of electricity and related
services to end users of electricity, including industrial, commercial
and residential customers. As of February 2001, retail electric markets
in fifteen states and the District of Columbia were either partially or
fully open to competition. In addition, laws or regulatory plans
providing for future retail electric competition by 2002 had been adopted
in another nine states. The degree to which retail electric markets have
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been or will be deregulated varies by state, with some states partially
deregulating their markets and others transitioning their markets to full
retail competition. In many of the states that have opened their retail
electric markets to competition, the incumbent utility has been required
to offer power at prices that are too low to generate retail profit
margins sufficient to promote competition. As a result of recent
volatility in California's power markets, governmental agencies or
officials and/or other interested parties in a number of states are
urging that deregulation of the retail electric markets of such states be
delayed or reconsidered altogether. As of February 2001, four of the nine
states that had previously adopted laws or regulatory plans providing for
future retail electric competition by 2002 have initiated bills or
proceedings or adopted laws or
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regulatory plans to delay the implementation of retail electric
competition beyond the original date.

The restructuring in the U.S. electric power industry, including the
unbundling of many vertically-integrated utilities, creates attractive growth
opportunities in the wholesale and retail electric markets, including:

Opportunity to develop additional generation facilities. Supply and demand
dynamics in the U.S. power market have created significant opportunities for us
to develop additional generation facilities. Driven by population growth and
economic prosperity, the demand for electric power in the United States grew
significantly during the 1990s. However, over the same time period, the growth
of aggregate power generating capacity did not keep pace. Over the ten year
period from 1990 through 1999, the increase in peak demand for power in the
United States was approximately double the amount of generation capacity that
was added during that period. Some areas have experienced shortages of power
generation capacity, evidenced at times by actual or threatened brownouts and
blackouts and very high peak prices for electricity in some of the recently
created wholesale power markets. In addition, we expect these shortages may be
exacerbated by the retirement of some older plants that are unable to
economically comply with environmental regulations.

Opportunity to acquire existing generation facilities. Restructuring in the
U.S. electric power industry has also resulted in the sale or transfer of
generating capacity from regulated, vertically-integrated utilities to
unregulated wholesale power generation companies. As of January 31, 2001, the
total electric generation capacity of the U.S. market consisted of approximately
5,300 individual facilities with installed capacity of approximately 812,000 MW.
Over the last several years, many vertically-integrated utilities have
restructured and divested their power generation assets. From 1997 through
January 31, 2001, vertically-integrated utilities have sold or have contracted
to sell power plants having approximately 132,000 MW of generation capacity to
third parties and have transferred additional power plants having approximately
24,000 MW of generation capacity to affiliated unregulated wholesale power
generation companies. In addition, some of these assets have been sold for the
second time. We expect additional generating capacity to be sold as states
restructure their electric markets and companies continue to refine their
strategic directions. This trend presents significant opportunities for us to
acquire additional generation capacity.

Opportunity to manage energy-related risks. Restructuring in the U.S.
electric power industry is changing the manner in which power is purchased and
consumed. Under the traditional regulatory framework, customers typically
purchase power from a vertically-integrated utility at prices that do not vary
as a function of usage pattern or of the overall supply/demand balance in the
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market. However, in competitive markets, customers have the opportunity to
purchase electricity from a variety of sources at market prices that reflect the
actual price of electricity at a given point in time. As a result, end users are
subject to greater volatility in power prices. We believe that there are
attractive opportunities for us, as a retail electric provider and intermediary,
to manage these risks for customers and to structure products to meet their
demand profiles and risk tolerances. These opportunities for intermediaries are
similar to opportunities presented in the natural gas industry when it was
deregulated in the mid-1980s.

DEREGULATION AND OPPORTUNITY IN EUROPE

Outside the United States, many countries are privatizing their electric
utilities and transmission and distribution networks and developing regulatory
regimes that are expected to encourage competition in the electric power
industry. We believe that the trend toward deregulation of the electricity
markets in Western Europe 1s similar to the deregulation trend in the United
States. In addition, like the United States, Western European countries have
relatively stable commercial, legal and political infrastructures in place. The
restructuring of these markets
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is resulting in a transition from markets dominated by regulated and often
state-owned monopolies to open, competitive markets. The degree to which the
European power markets are being restructured varies by country. In the
Netherlands, the only European country in which we currently own generation
assets, the Dutch Electricity Act of 1998 permits the private ownership of
generation companies. As permitted under this legislation, we acquired a
portfolio of Dutch generation assets effective in October 1999. Full wholesale
competition in the Dutch market began on January 1, 2001. We believe that
deregulation initiatives in other Western European nations will provide us with
further opportunities to grow our business in Europe.

KEY INDUSTRY CONCEPTS

Power generation facilities can generally be categorized by their variable
cost to produce electricity, which determines the order in which they are
utilized to meet fluctuations in electricity demand. "Base-load" facilities are
those that typically have low variable costs and provide power at all times.
Base-load facilities are used to satisfy the base level of demand for power, or
"load, " that is not dependent upon time of day or weather. "Peaking" facilities
have the highest variable cost to generate electricity and typically are used
only during periods of highest demand for power. "Intermediate" facilities have
cost and usage characteristics in between those of base-load and peaking
facilities. The various tiers of base-load, intermediate and peaking facilities
serving a particular region are often referred to as the "supply curve" or
"dispatch curve" for that region. Power generation facilities can also be
categorized as "cogeneration" facilities. Cogeneration is the combined
production of steam and electricity in a generation facility. Cogeneration
facilities typically operate at higher thermal efficiency than other forms of
fossil-fuel-fired generation facilities.

The U.S. electricity transmission infrastructure is divided into eleven
geographic areas commonly referred to as "reliability councils." In general,
power moves reasonably freely within any given reliability council. However,
physical and regulatory constraints frequently limit transfers between
reliability councils and occasionally limit transfers within reliability
councils. As a result, each reliability council, or portion of a reliability
council, generally constitutes a separate market for power. The average amount
by which power generating capacity exceeds peak demand in a given reliability
council is commonly referred to as the "reserve margin."
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Power transmission facilities in some of these reliability councils are
controlled by regional transmission organizations. A regional transmission
organization, or "RTO," is an organization approved by the FERC to control the
bulk power transmission facilities in a specific region and to assure reliable
transmission operations and nondiscriminatory access to the transmission grid.
The two principal RTO models are the not-for-profit independent system operator,
or "ISO," and the for-profit independent transmission company, or "transco." To
meet the FERC's RTO criteria, both types of organizations must be independent
from market participants and must assume responsibility for regional
transmission planning, managing transmission congestion and providing the
ancillary services needed for transmission operations.
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OUR STRATEGY

Our strategy i1s to aggressively pursue profitable opportunities in
deregulating wholesale and retail electric markets in order to deliver superior
value to our stockholders. We actively pursue opportunities where we believe our
skills-based commercial approach provides us with a competitive advantage. We
currently do not have any plans to invest outside the United States and Europe.

OUR STRATEGY IN THE U.S. WHOLESALE MARKET

We plan to continue to expand our regional asset portfolios and commercial
positions in the United States and to maximize their profitability. In order to
achieve these goals, we plan to:

— Capitalize on significant market positions in targeted regions of the
United States. We intend to focus our acquisition, development and
long-term contracting efforts in targeted regions that we believe have
attractive market fundamentals and growth opportunities. Currently, we
are focused on the Mid-Atlantic and Southwest regions, where we have a
substantial presence, and on the Midcontinent region and the states of
Florida and Texas, where we have a growing presence. We believe that the
more significant our presence is in a regional market, the more we are
able to fully utilize our market intelligence and commercial skills to
generate attractive returns on our investments. We will continually
evaluate market fundamentals and regulatory environments to adjust our
targeted markets.

- Target strategic asset portfolios in our regional markets. We target
strategic portfolios of base-load, intermediate and peaking generation
facilities and power contracts in each of our regional markets based on
prevailing supply and demand fundamentals in order to be able to meet the
full electricity requirements of customers. We believe controlling a
diversified portfolio of generation assets enables us to earn superior
rates of return. We may also invest in other assets, such as gas storage
facilities, that allow us to use our commercial skills to capture value
from these assets.

- Grow through a combination of disciplined acquisitions, development of
new facilities and long-term contracts. We plan to continue to grow our
generation portfolio through a combination of disciplined acquisitions of
existing assets, development of new projects and long-term contracts.

—-— Acquisitions. Acquisitions often represent opportunities to acquire a
sizeable and diverse portfolio of generating assets that would be
difficult to replicate through development activities. We also view
acquisitions as opportunities to enhance the operational performance of
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the assets acquired by applying our skills-based commercial approach.

—— Development Projects. We use our development projects to capitalize on
identified market opportunities for particular types of facilities and
to enhance our regional asset portfolios.

—-— Long-term Contracts. We expect to continue to seek opportunities to
enter into various long-term contractual arrangements with other owners
of generation assets that permit us to increase our participation in a
market without a substantial investment of capital.

— Apply our trading, marketing and risk management skills to complement the
value of our generation operations. We apply our trading, marketing, and
risk management skills in a manner that complements our generation
positions. The combination provides greater scale and skill associated
with the management of our fuel and power positions, sophisticated
commercial insights and an understanding of the key regions in which we
participate, and a wider range of ways in which we participate in the
market and are able to meet customer needs. We believe the combination of
our significant portfolio of power
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generation positions and our sophisticated trading, marketing and risk
management operations provides us with a competitive advantage. Our
trading strategy emphasizes using our market information to capitalize on
arbitrage opportunities as they arise rather than taking large-scale
positions, the success of which is solely dependent on the direction of
future changes in commodity prices.

OUR STRATEGY IN THE EUROPEAN WHOLESALE MARKET

We plan to maximize the value of our European operations and position
ourselves for long-term growth opportunities in the European marketplace. In
order to achieve these goals, we plan to:

— Optimize our portfolio of generation assets in the Netherlands. We
believe we have the opportunity to create value from our acquired
generation assets in the Netherlands by reducing operating, maintenance
and administrative costs while increasing operational flexibility and
commercializing these assets in the deregulating Dutch market. We intend
to accomplish these objectives by applying the same practices and
policies we employ in our U.S. operations. This will include active
trading of energy commodities and related risk management services in the
Dutch market. It will also involve significant forward selling of the
output of our Dutch generating portfolio and hedging of fuel related
risks. As in the United States, we believe controlling a diversified
portfolio of generation assets enables us to earn superior rates of
return.

— Apply our commercial capabilities and incumbent position to
opportunistically participate in additional European markets. We plan to
build upon our commercial platform in the Netherlands to
opportunistically enter other European markets, primarily by applying our
trading skills and origination capabilities. We will also evaluate
partnerships offering access to additional attractive European generation
assets. Initially, we plan to concentrate our activities in Northwest
Europe, particularly in the Netherlands, Germany, Switzerland and the
United Kingdom. We believe we have an advantaged position over existing
European utilities that do not have the experience of competing in a
deregulating environment, and over new entrants to the market that do not



Edgar Filing: RELIANT RESOURCES INC - Form 424B4

have a significant incumbent asset position.
OUR STRATEGY IN THE U.S. RETAIL MARKET

We plan to establish a significant retail electric business in Texas when
the market opens to retail competition, and elsewhere throughout the United
States as attractive retail opportunities develop thereafter. In order to
achieve these goals, we plan to:

— Maximize retention of customers we will succeed to in Houston. We plan to
capitalize on the high level of consumer awareness and positive
perception of the Reliant Energy brand name in order to maximize
retention of the Reliant Energy customers we will succeed to in the
Houston metropolitan area. Our strategy is to emphasize performance,
trust and value-added relationships with our customers. Additionally, we
intend to continue to provide customized, integrated energy solutions,
including commodity, risk management, e-commerce and energy service
products, to large commercial and industrial customers, including many of
those currently served by Reliant Energy.

— Aggressively pursue Texas customers outside of Reliant Energy's Houston
service territory. We intend to capitalize on our competitive strengths
and build positive brand recognition in areas of Texas outside of Reliant
Energy's Houston service territory. We plan to aggressively pursue retail
customers currently served by other electric utilities in these areas by
providing creative product offerings to encourage them to choose us as
their retail electric provider. As part of these offerings, we intend to
develop enhanced products and services, including customer affinity
programs, to offer to residential and small commercial customers. We may
also increase our retail customer base by acquiring the
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retail electric operations of other market participants. We also intend
to build our retail brand identity as a service-oriented and highly
trusted provider of energy and related services.

- Leverage our retail experience to pursue opportunities in targeted
markets outside Texas. We expect to have the scale, experience, business
systems and products that will enable us to expand into targeted
competitive retail markets outside Texas that have favorable regulatory
structures and profit opportunities.

— Capitalize on our wholesale trading, marketing and risk management
expertise to enhance our competitive retail position. We believe that our
wholesale trading, marketing and risk management expertise will provide
us with a competitive advantage in the retail electric market by enabling
us to more efficiently procure power to meet our retail load and minimize
our supply-side risks. These skills will also assist us in developing
enhanced products and services to offer our retail electric customers.

OUR STRATEGY FOR OUR OTHER BUSINESSES
We plan to make limited investments in promising new businesses and
technologies as a means of enhancing our core businesses and developing future
complementary growth businesses.
OUR GENERATION FACILITIES
As of March 31, 2001, we owned or leased electric power generation

facilities with an aggregate net generating capacity of 12,707 MW, located in
five regions in the United States and in the Netherlands. We also had 2,770 MW
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of generating capacity under construction as of that date. The five regions in
the United States where we own generation facilities are as follows:

- the Mid-Atlantic region, specifically the Pennsylvania, New Jersey and
Maryland market,

- the Southwest region, specifically the states of California and Arizona
and portions of the states of Nevada and New Mexico,

— the Midcontinent region, including the state of Illinois, where we own
generation facilities, and nearby states,

- the state of Florida, and
- the state of Texas.
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The following table describes the electric power generation facilities we
owned, leased or had under construction by region as of March 31, 2001.

REGIONAL SUMMARY OF OUR GENERATION FACILITIES

NUMBER OF TOTAL NET
GENERATION GENERATING
REGION FACILITIES CAPACITY (Mw) DISPATCH TYPE (1)
MID-ATLANTIC
Operating.............. 21 4,262 Base, Inter, Peak
SOUTHWEST
Operating.............. 6 4,045 Base, Inter, Peak
Under Construction..... 1 563 Base, Peak
Combined.........ouu... 7 4,608
MIDCONTINENT
Operating.............. 1 255 Peak
Under Construction..... 1 962 Peak
Combined............... 2 1,217
FLORIDA
Operating.............. 1 619 Inter, Peak
Under Construction..... 1 464 Peak
Combined.........oou... 2 1,083
TEXAS (2)
Operating.............. 1 50 Base, CoGen
Under Construction..... 1 781 Base, CoGen
Combined............... 2 831
NETHERLANDS
Operating.............. 5 3,476 Base, Inter, Peak
TOTAL
Operating.............. 35 12,707
Under Construction..... 4 2,770
Combined............... 39 15,477

PRIMAR

Gas/Coal/

Ga
Ga

Ga
Ga

Gas/
Gas/

Ga
Ga
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(1) We use the designations "Base," "Inter," "Peak" and "CoGen" to indicate
whether the facilities described are base-load, intermediate, peaking or
cogeneration facilities, respectively.

(2) We also have an option, which is exercisable in January 2004, to acquire
Reliant Energy's interest in a company owning 14,040 MW of net generating
capacity in Texas. For additional information regarding this option, please
read "Texas Genco Option."

(3) Our Dutch facilities are fueled by natural gas, blast furnace gas, coal and
oil.

OUR WHOLESALE ENERGY BUSINESS SEGMENT
MID-ATLANTIC REGION

Facilities. As of March 31, 2001, we owned or leased 21 electric power
generation facilities with an aggregate net generating capacity of 4,262 MW
located in the Pennsylvania-New Jersey-Maryland market, commonly referred to as
the "PJM market." These facilities include 2,009 MW of base-load, 803 MW of
intermediate and 1,450 MW of peaking capacity, and represent approximately 7% of
the total generation capacity in the PJM market. We sell the power generated by
these facilities to customers located in the PJM market and to buyers in
adjacent electricity markets. We purchased our Mid-Atlantic generation
facilities from Sithe Energies, Inc. in May 2000 for an aggregate purchase price
of approximately $2.1 billion.
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The following table describes the electric power generation facilities we
owned or leased in the Mid-Atlantic region of the United States as of March 31,

2001.

MID-ATLANTIC GENERATION FACILITIES

NET

GENERATING

CAPACITY
GENERATION FACILITIES(1) LOCATION (MW) DISPATCH TYPE (2)
Shawville (3) « v ii et teeeeeneennn Pennsylvania 613 Base, Peak
Portland. . ... ie ettt teeeeeeeeennnnn Pennsylvania 585 Base, Inter, Peak
Keystone (3) ¢ v v v ettt et iee et eaenn Pennsylvania 285 Base
1 I Pennsylvania 281 Base, Peak
Conemaugh (3) « v v e ettt et e e et eaeenn Pennsylvania 281 Base
ST = Bl Pennsylvania 196 Base
[ T New Jersey 614 Inter, Peak
Sayreville. . ..ttt e e New Jersey 449 Inter, Peak
| oY o Pennsylvania 150 Inter
LS o U New Jersey 252 Peak
Glen Gardner .. ..o ettt eeeeeeeeeeannnn New Jersey 184 Peak
Hunterstown. .. ...oe it imne e eeennnnn Pennsylvania 71 Peak
L1572 2 U Pennsylvania 66 Peak
Mountain.......e i iineenneennnn Pennsylvania 47 Peak
0 o = Pennsylvania 47 Peak
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T 0 1Y Pennsylvania 29 Peak

BloSSbhUIrg. .« v i i ittt et e e et e e Pennsylvania 25 Peak

Hamilton. ...ttt i iiee e eeaennn Pennsylvania 23 Peak

(@ =8 0 = Pennsylvania 23 Peak

Shawnee . ..ttt ittt et e e e Pennsylvania 23 Peak

Deep Creek. .ttt it i tiiieeeeannnn Maryland 18 Peak
Total.. et i it et et eeeean 4,262

(1) Unless otherwise indicated, we own a 100% interest in each facility listed.
All of these facilities are operational.

(2) We use the designations "Base," "Inter" and "Peak" to indicate whether the
facilities described are base-load, intermediate or peaking facilities,
respectively.

(3) We lease a 100% interest in the Shawville Station, a 16.67% interest in the
Keystone Station and a 16.45% interest in the Conemaugh Station under
facility interest lease agreements with terms of 26.25 years, 33.75 years
and 33.75 years, respectively.

Market Framework. The PJM market encompasses a region in the northeast part
of the United States that includes all or a portion of the states of
Pennsylvania, New Jersey, Maryland, Delaware and Virginia and the District of
Columbia and contains approximately 9% of the U.S. population. As of January
2001, the PJM market included 274 generating facilities with a total installed
capacity of 60,728 MW. The fuel mix of this aggregate capacity is approximately
34% coal-fired, 22% nuclear, 18% gas—-fired, 20% oil-fired, 5% hydroelectric
power and 1% from other sources. As of January 2001, approximately 25% of the
aggregate generating capacity in the PJM market was owned by regulated utilities
or municipalities and 75% was owned by wholesale power generators. Consumption
of electricity in the PJM market was approximately 139 million MWh in the first
eight months of 2000, 210 million MWh in 1999, 231 million MWh in 1998 and 228
million MWh in 1997. The reserve margin in the PJM market was approximately 12%
in 1999, 15% in 1998 and 15% in 1997, excluding net imported power.

The PJM market is one of the most mature and liquid electricity markets
functioning in the United States. In the PJM market, buyers and sellers "clear"
their transactions through an hourly auction process. In addition, buyers and
sellers can negotiate their own contracts outside of the auction process. We
sell power in this market both through the hourly auction process and under
negotiated contracts.
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The PJM market has been restructured as a competitive market with an
open—access, non-discriminatory transmission system administered by an
independent system operator approved by the FERC. In addition to managing the
regional transmission system, the PJM independent system operator is responsible
for maintaining competitive wholesale markets, operating the spot wholesale
energy market and determining the market-clearing price for each hour based on
bids submitted by participating generators. These generators indicate the
minimum prices they are willing to accept to dispatch power from each plant at
various incremental generation levels. As of March 1, 2001, bids were capped at
$1,000/MwWh.

SOUTHWEST REGION
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Facilities. As of March 31, 2001, we owned six electric power generation
facilities with an aggregate net generating capacity of 4,045 MW located in the
states of California and Nevada. These facilities include 240 MW of base-load,
3,395 MW of intermediate and 410 MW of peaking capacity and represent
approximately 5% of the total generation capacity in the Southwest region. We
sell the power generated by these facilities to customers located in the
Southwest region.

We purchased our Coolwater, Etiwanda, Ellwood, Mandalay and Ormond Beach
plants from Southern California Edison Company in three transactions in 1998 for
an aggregate purchase price of approximately $292 million. Concurrently with
these purchases, we entered into contracts under which Southern California
Edison agreed to operate and maintain these plants. These contracts extend
through March 2003; however, we have elected to terminate these contracts
effective April 2001. We exercise management authority over the operations of
these plants.

We own a 50% interest in a 490 MW gas—fired, base-load/peaking facility
located near Las Vegas, Nevada, which we refer to as the "El Dorado plant."
Sempra Energy owns the other 50% interest in this plant. We invested
approximately $77 million to develop the El Dorado plant, which has been in
commercial operation since May 2000.

In addition, we have a 563 MW gas—-fired, base-load/peaking generation
facility under construction in Casa Grande, Arizona, which we refer to as the
"Desert Basin plant." As of January 31, 2001, the engineering work for this
facility had been completed and the construction work was approximately 77%
complete. Based on this status, we expect this facility will begin commercial
operation in the third quarter of 2001. We have agreed to sell up to 100% of the
power generated by the Desert Basin plant to the Salt River Project Agricultural
Improvement and Power District of the State of Arizona under a ten-year power
purchase agreement.

In December 2000, we entered into an agreement to purchase from Nevada
Power Company a 153 MW gas—-fired peaking generation facility located near Las
Vegas, Nevada, which we refer to as the "Sunrise plant," together with Nevada
Power's rights under a power purchase agreement covering 222 MW of generation
capacity from an adjacent facility. Under the purchase agreement we have agreed
to pay an aggregate net purchase price of approximately $33 million for both the
Sunrise plant and Nevada Power's rights under the power purchase agreement. In
connection with this acquisition, we have entered into a transitional power
purchase agreement with Nevada Power under which we have granted Nevada Power
the right to purchase all of the generation output of the Sunrise plant and the
facility subject to the power purchase agreement discussed above through March
1, 2003. Based upon public statements by Nevada Power and actions by the Nevada
legislature and regulators, we are highly uncertain that this acquisition will
close. A shortening of the term of the transitional power purchase agreement as
a result of a delay in closing this acquisition will increase the aggregate
purchase price up to a maximum amount of $106 million.

73
76

The following table describes the electric power generation facilities we
owned or had under construction in the Southwest region of the United States as

of March 31, 2001.

SOUTHWEST GENERATION FACILITIES
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NET
GENERATING
CAPACITY DISPATCH
GENERATION FACILITIES(1) LOCATION (MW) TYPE (2)
Operating
El DOrado(3) c v v e et ittt eeeeeeeeeeanaenns Nevada 245 Base, Peak
Ormond BeacCh. . ...ttt ittt it e et et e ee e California 1,500 Inter
Etiwanda. . oo e ettt ittt et e et e e California 1,020 Inter, Peak
(O Y30 77wl =l California 655 Inter, Peak
MaANAA LAY e e v vttt et et e e e et e California 574 Inter, Peak
o Yo Y California 51 Peak
0 o= 4,045
Under Construction
Desert Basin(4) « v vt iiee et eeeeeeeeeenaenns Arizona 563 Base, Peak
(0141 o 5 o 1= 4,608

(1) Unless otherwise indicated, we own a 100% interest in each facility listed.

(2) We use the designations "Base," "Inter" and "Peak" to indicate whether the
facilities described are base-load, intermediate or peaking facilities,
respectively.

(3) We own a 50% interest in the El Dorado facility. Sempra Energy owns the
other 50%.

(4) We expect this facility will begin commercial operation in the third quarter
of 2001.

Market Framework. Our generation facilities are located within the
Southwest portion of the Western Systems Coordinating Council, or "WSCC SWw,"
which encompasses a region in the southwest part of the United States that
includes the states of California and Arizona and portions of the states of
Nevada and New Mexico and contains approximately 15% of the U.S. population. As
of January 2001, WSCC SW included 863 generating facilities with a total
installed capacity of 80,866 MW. The fuel mix of this aggregate capacity is
approximately 43% gas—fired, 22% hydroelectric power, 15% coal-fired, 10%
nuclear, 4% geothermal steam, 3% oil-fired, 2% wind and 1% other fuels. As of
January 2001, approximately 61% of the aggregate generating capacity in WSCC SW
was owned by regulated utilities or municipalities and 39% was owned by
wholesale power generators. Consumption of electricity in WSCC SW was
approximately 185 million MWh in the first eight months of 2000, 303 million MWh
in 1999, 308 million MWh in 1998 and 307 million MWh in 1997. The reserve margin
in WSCC SW was approximately 4% in 1999, negative 2% in 1998 and 2% in 1997,
excluding net imported power.

California began the deregulation of its electricity market in 1996,
establishing a pool-based bidding system for wholesale energy and transferring
authority over the transmission system to the Cal ISO. While the new system
seemed to function well initially, by the summer of 2000 a combination of
factors caused prices for wholesale electricity in California to increase
dramatically and exposed certain structural market flaws, including
over—-reliance on the spot market and a general shortage of generation capacity.
As a result, the original market structure is now undergoing major changes at
the direction of the FERC, which regulates the Cal ISO, exempt wholesale
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interstate generators operating in California, and wholesale electricity
markets. In addition, the wholesale electricity market is affected by the
actions of the California Public Utilities Commission, which regulates the
retail rates and activities of California's public utilities, and the California
Legislature, which is considering forming a state entity to purchase and operate
a substantial share of the transmission lines in California and other action to
re-regulate power suppliers operating in the state. Such a purchase is expected
to require the prior approval
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of the FERC, however. The United States Congress is also considering actions in
response to the wholesale power crisis in California.

Although buyers and sellers in California originally transacted for
short-term day-ahead and day-of power through the Cal PX, the Cal PX suspended
its day-ahead and day-of markets effective January 31, 2001 and filed for
bankruptcy protection on March 9, 2001. Consequently, the majority of power that
is not generated by the utilities' own generation is currently sold through
bilateral contracts or in the Cal ISO's real-time market. For information about

the current market conditions in California, please read "-- Legal Proceedings,"
and "Management's Discussion and Analysis of Financial Condition and Results of
Operations —-—- Certain Factors Affecting Our Future Earnings -- Competition and

Restructuring of the Wholesale Electricity Market."

In Nevada and Arizona, there is presently no regional transmission
organization in place to manage the transmission systems or to operate energy
markets, although two RTO working groups are evaluating the establishment of an
organization that would assume control, subject to FERC approval, over the
transmission systems of the utilities operating in this region. The FERC has
recently expressed its intention to pursue the establishment of a regional
transmission organization in the West to help address the supply crisis being
experienced in California.

MIDCONTINENT REGION

Facilities. We own one gas—fired peaking generation facility located in
Shelby County, Illinois, which we refer to as the "Shelby County plant." As of
March 31, 2001, six of the eight generating units at this facility were in
commercial operation. When all of the generating units at this plant are in
commercial operation, it will have an aggregate net generating capacity of 344
MW. We expect the remaining two units to be in operation in the second quarter
of 2001. We sell the power generated by the Shelby County plant on the open
market. This facility was placed in commercial operation in June 2000 at an
aggregate cost of approximately $182 million. Upon completion, we anticipate the
total cost of developing this facility will be approximately $210 million.

We also have an 873 MW gas—-fired peaking generation facility under
construction in Aurora, Illinois, which we refer to as the "Aurora plant." As of
January 31, 2001, the engineering work for this facility was approximately 81%
complete and the construction work was approximately 65% complete. Based on this
status, we expect this facility will begin commercial operation in the second
quarter of 2001.

The following table describes the electric power generation facilities we
owned or had under construction in the Midcontinent region of the United States

as of March 31, 2001.

MIDCONTINENT GENERATION FACILITIES
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NET
GENERATING
CAPACITY DISPATCH
GENERATION FACILITIES(1) LOCATION (MW) TYPE
Operating
Shelby CoUNTY (2) « v v v vttt ettt e e e e et eeaannn Illinois 255 Peaking
Under Construction
N o o= (1 2 Illinois 873 Peaking
Shelby CoUNTY (2) « v v vttt ettt ettt e e e ee e eeaenns Illinois 89 Peaking
Combined. « i ittt e e e e 1,217

(1) We own a 100% interest in each facility listed.

(2) Currently 255 MW of this plant's capacity is operational and 89 MW are under
construction.

(3) We expect this facility will begin commercial operation in the second
quarter of 2001.
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Market Framework. Our Illinois generating facilities are located in the
Midcontinent region near Chicago and primarily sell their output in the
Mid-America Interconnected Network, or "MAIN," reliability council. However,
they are capable of serving the entire Midcontinent region. The Midcontinent
region encompasses all or a portion of three reliability councils that include
all or portions of the states of Illinois, Wisconsin, Missouri, Indiana, Ohio,
Michigan, Virginia, West Virginia, Tennessee, Maryland, Mississippi,
Pennsylvania, Alabama, Georgia and Kentucky. As of January 2001, the
Midcontinent region included 937 generating facilities with a total installed
capacity of 202,980 MW. The fuel mix of this aggregate capacity is 64%
coal-fired, 13% nuclear—-fueled, 13% gas—-fired, 5% hydroelectric power, 4%
oil-fired and 1% from other sources. As of January 2001, approximately 79% of
the aggregate generating capacity in the Midcontinent region was owned by
regulated utilities or municipalities and 21% was owned by wholesale power
generators. Consumption of electricity in the Midcontinent region was
approximately 452 million MWh in the first eight months of 2000, 870 million MWh
in 1999, 860 million MWh in 1998 and 839 million MWh in 1997. The reserve margin
for the region was approximately 4% in 1999, 9% in 1998 and 11% in 1997,
excluding net imported power.

The Midcontinent region is in the process of establishing a regional
transmission organization that will further define the rules and requirements
around which a competitive market will develop. There are presently two proposed
transmission system organizations in this region, the Midwest Independent System
Operator, an ISO, and the Alliance Regional Transmission Operator, a transco.
Transactions in this market are presently non-standard and highly negotiated for
terms and conditions. Additionally, the short-term market tends to be physical
in nature with no central power exchange or pool clearing all buyers and
sellers. Until the rules around system operations are established, we expect the
Midcontinent region to continue to be somewhat inefficient.

Only a few of the major utilities in the region, principally in Illinois,
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have divested any of their generation assets or formally separated their
generation assets into separate subsidiaries. The fragmented nature of the
wholesale market and the lack of a single region-wide transmission system
organization complicate transfers of electricity within the region, increase
transmission congestion and raise transmission costs.

FLORIDA

Facilities. We own one gas—and oil-fired intermediate/peaking generation
facility with an aggregate net generating capacity of 619 MW located near
Titusville, Florida, which we refer to as the "Indian River plant." This
facility can be operated as either an intermediate or a peaking facility and
represents approximately 1.5% of the total generation capacity in the state of
Florida. We sell up to 593 MW of the power generated by the Indian River plant
to the Orlando Utilities Commission under a four-year power purchase agreement
that 1is scheduled to terminate in September 2003. The Orlando Utility Commission
has exercised its option to extend the power purchase agreement to September
2007 at a base capacity of 500 MW. We sell any excess power generated by the
plant to other utilities and rural electric cooperatives within the region. We
purchased this facility from the Orlando Utilities Commission in October 1999
for a net purchase price of approximately $188 million.

In addition to our Indian River plant, we have begun construction on a 464
MW gas— and oil-fired peaking generation facility in Osceola County, Florida,
which we refer to as the "Osceola plant." As of January 31, 2001, the
engineering work for this facility was approximately 70% complete and the
construction work was approximately 16% complete. We expect this facility will
begin commercial operation in the third quarter of 2001. We have agreed to sell
approximately 300 MW of the power generated by the Osceola plant to the Seminole
Electric Cooperative for a five-year term that we expect will commence in the
fourth quarter of 2001.

In the first quarter of 2001, we entered into tolling arrangements with E1
Paso Corporation to purchase the rights to utilize and dispatch electric
generating capacity of approximately
76
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1,100 MW. This electricity is expected to be generated by two gas-fired,
simple-cycle peaking plants, with fuel oil backup, to be constructed by the
tolling partner in Florida, which are anticipated to be completed by the summer
of 2002.

The following table describes the electric power generation facilities we
owned or had under construction in the state of Florida as of March 31, 2001.

FLORIDA GENERATION FACILITIES

NET
GENERATING
CAPACITY
GENERATION FACILITIES(1) LOCATION (MW) DISPATCH TYPE (2)
Operating
Indian RiVeTr . ...ttt ittt et eeeeeenns Florida 619 Inter, Peak
Under Construction
(@ 7T =Y 21 1= (1 T T Florida 464 Peak
(O} 111 o 15 o = 1,083

PRIMARY

Gas/01il

Gas/01il
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(1) We own a 100% interest in each facility listed.

(2) We use the designations "Inter" and "Peak" to indicate whether the
facilities described are intermediate or peaking facilities, respectively.

(3) We expect this facility will begin commercial operation in the third quarter
of 2001.

Market framework. The state of Florida, other than a portion of the western
panhandle, constitutes a single reliability council and contains approximately
5% of the U.S. population. As of January 2001, Florida included 148 generating
facilities with a total installed capacity of 40,563 MW. The fuel mix of this
aggregate capacity is approximately 33% oil-fired, 29% gas-fired, 25%
coal-fired, 10% nuclear and 3% other. As of January 2001, approximately 89% of
the aggregate generating capacity in Florida was owned by regulated utilities or
municipalities and 11% was owned by wholesale power generators. Consumption of
electricity in Florida was approximately 92 million MWh in the first eight
months of 2000, 177 million MWh in 1999, 177 million MWh in 1998 and 166 million
MWh in 1997. The reserve margin in Florida was approximately 2% in 1999,
negative 4% in 1998 and 6% in 1997, excluding net imported power.

Florida is in the process of establishing an independent system operator
that will further define the rules and requirements around which a competitive
wholesale market will develop. Transactions in the Florida market are presently
non-standard and highly negotiated for terms and conditions. Until the rules for
system operations are established, we expect the Florida market to continue to
be illiquid.

The Florida Reliability Coordinating Council is responsible for maintaining
reliable operations of the bulk electric power supply system in Florida.
Although there is an existing wholesale trading market within Florida, there has
been virtually no electricity market restructuring and no movement toward retail
competition. None of the investor-owned incumbent utilities have divested any of
their generation assets.

There is currently very limited transmission capacity between Florida and
other markets in the Southeast, which reduces the level of imports available to
the Florida market. As a result, the growing electricity load within Florida
must largely be met by in-state generators. The development of merchant
generating plants in Florida, however, has been effectively halted as a result
of a Florida Supreme Court decision finding that existing Florida law does not
permit developers to construct merchant power plants with a steam turbine
capacity greater than 75 MW because of the court's view that such generation
plants can only be constructed if a utility with retail customers has committed
to purchase their power output. Prior to the decision, a number of developers
had announced plans for the construction of new combined-cycle, gas—-fired
generating plants throughout the state.
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The governor of Florida has appointed a task force to examine electricity
market restructuring. In January 2001, the task force approved a recommendation
to deregulate the state's wholesale power industry which we expect will be sent
to the Florida legislature for consideration. We expect it could be several
years, however, before major changes in the market structure occur.
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TEXAS

Facilities. We own a 50% interest in a 100 MW gas-fired base/cogeneration
facility in Orange, Texas, which we refer to as the "Sabine plant." Air Liquide
owns the other 50% interest in this plant. We invested approximately $32 million
to develop the Sabine plant, which has been in commercial operation since
December 1999. In addition to the Sabine plant, we currently have a 781 MW
gas—-fired, combined cycle, cogeneration facility under construction in
Channelview, Texas, which we refer to as the "Channelview plant." As of January
31, 2001, the engineering work for this facility was approximately 77% complete
and the construction work for the first phase of the facility (consisting of 171
MW) was approximately 39% complete. Based on this status, we expect this
facility will begin commercial operation in the third quarter of 2001. Equistar
Chemicals, L.P. has agreed to purchase up to 293 MW of the Channelview plant's
capacity under a 1l7-year contract.

Texas Genco Option. In addition to the facilities we currently own or have
under construction in Texas, we have an option exercisable in January 2004 to
acquire Reliant Energy's ownership interest in Texas Genco, a company owning
14,040 MW of aggregate net generation capacity in Texas. For additional
information regarding this option, please read "Texas Genco Option." Pursuant to
the Texas electric restructuring law, Texas Genco, as the affiliated power
generator of Reliant Energy's transmission and distribution utility, is required
to sell at auction 15% of the output of its installed generating capacity. This
obligation continues until January 1, 2007, unless before that date the Texas
Utility Commission determines at least 40% of the quantity of electric power
consumed in 2000 by residential and small commercial customers in the utility's
service area is being served by retail electric providers other than us. The
master separation agreement requires Texas Genco to auction all of its remaining
capacity prior to our exercise of the Texas Genco option. We are entitled to
purchase, at prices established in these auctions, 50% (but not less than such
percentage) of the capacity, energy and ancillary services of Texas Genco
auctioned in each of these auctions.

DEVELOPMENT ACTIVITIES

In addition to acquisitions, we intend to continue to grow our generation
asset portfolios by developing additional capacity either through building new
facilities or expanding existing facilities in our domestic regional markets. We
currently have 2,770 MW of projects under construction. We consider a project to
be "under construction" once we have acquired the necessary permits to begin
construction, broken ground at the project site and contracted to purchase
machinery for the project, including the combustion turbines. In addition, we
have a significant number of other projects (5,742 MW) that are in various
stages of development, including 3,533 MW of projects under advanced
development. We consider a project to be "under advanced development" once we
have filed applications for the necessary permits and have either acquired land,
or an option to purchase land, for the project site. Our projects under
development may or may not have received all of the necessary permits and
approvals to begin construction. We cannot assure you that these projects will
be completed. As of March 1, 2001, we had the right to purchase 47 new
combustion turbines from General Electric Company and Siemens Westinghouse Power
Corporation representing approximately 6,324 MW of generating capacity for an
aggregate purchase price of approximately $1.3 billion. Some of these combustion
turbines can be utilized in either simple cycle and combined cycle
configurations. The combined cycle configurations will result in increased
capacity due to the additional electricity generated by the associated steam
turbines. Consequently, as of March 1, 2001, the total maximum plant capacity
for these turbine commitments is approximately 7,991 MW. The following table
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describes the turbines scheduled for delivery by the end of 2003 that we have
committed to purchase as of March 1, 2001.

TURBINE COMMITMENTS

GENERATING
CAPACITY

QUANTITY PER TURBINE
MANUFACTURER AND TYPE OF TURBINES (MW)
General Electric LM 6000 Turbine.........cuiiiiiiteennnnnnnn 16 44
General Electric 7FA Frame CT Turbine.............ccoiiieo... 11 172
General Electric 7FB Frame CT Turbine.............ccoiiieo... 6 185
Siemens Westinghouse 501FD Frame CT Turbine................. 14 187

Additional capacity generated by steam turbines in a
combined cycle configuration......... ..t eeennn

=
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DOMESTIC TRADING, MARKETING, POWER ORIGINATION AND RISK MANAGEMENT OPERATIONS

In addition to our power generation operations, we trade and market power,
natural gas and other energy-related commodities and provide related risk
management services to our customers. For the year 2000, we were one of only
five companies to rank among both the ten largest power marketers and the ten
largest natural gas marketers in the United States. Our trading, marketing and
risk management operations were acquired by Reliant Energy in August 1997 as
part of its acquisition of RERC. As of December 31, 2000, these operations
employed a staff of 382 employees.

Our domestic trading, marketing, power origination and risk management
operations complement our domestic power generation operations by providing a
full range of energy management services. These services include management of
the sales and marketing of energy, capacity and ancillary services from these
facilities, and also management of the purchase and sale of fuels and emission
allowances needed to operate these facilities. Generally, we seek to sell a
portion of the capacity of our domestic facilities under fixed-price sale
contracts, fixed-capacity payments or contracts to sell generation at a
predetermined multiple of either gas or oil prices. This provides us with
certainty as to a portion of our margins while allowing us to maintain
flexibility with respect to the remainder of our generation output. We evaluate
the regional forward power market versus our own fundamental analysis of
projected future prices in the region to determine the amount of our capacity we
would like to sell and the terms of sale pursuant to longer-term contracts. We
also take operational constraints and operating risk into consideration in
making these determinations. Generally, we seek to hedge a portion of our fuel
costs, which are usually linked to a percentage of our power sales. We also
market energy-related commodities and offer physical and financial wholesale
energy marketing and price risk management products and services to a variety of
customers. These customers include natural gas distribution companies, electric
utilities, municipalities, cooperatives, power generators, marketers or other
retail energy providers, aggregators and large volume industrial customers.

The following table illustrates the growth of our physical power and gas
trading volumes since 1997.

TOTAL
GENERAT
CAPACI
(MW)
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TRADING VOLUMES

FOR THE YEAR ENDED DECEMBER 31,

1997 (1) 1998 1999 200
Total Power (MWh) ..........ciiiiiiii... 12,182,036 65,227,898 112,133,103 201,9
Total Gas (MMBtU) ........oiiiiiiiinnnn. 365,577,826 1,115,200,981 1,745,869,183 2,423,0

(1) The 1997 figures only include the months of August through December.
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Electric Power Trading and Marketing. We purchase electric power from other
generators and marketers and sell power primarily to electric utilities,
municipalities and cooperatives and other marketing companies. According to
Power Markets Week, we were the fifth largest power marketer in the United
States for the year 2000 based on total MWh of electricity sold. Our trading and
marketing group is also responsible for the marketing of power produced from the
power plants we own. We also provide risk management, physical and financial
fuel purchase and power sales and optimization services to our customers.

Power Origination. We have a specific group of employees focused on
developing and providing customers with long-term customized products, which we
refer to as "power origination products." These products are designed and
negotiated on a case by case basis to meet the specific energy requirements of
our customers. Our power origination team works closely with our trading and
marketing group and our power generation group to sell long-term products from
our power generation assets. They also work to leverage our market knowledge to
capture attractive opportunities available through selling products that combine
or repackage energy products purchased from third parties with other third-party
products or with products from our power generation assets. Our efforts to sell
power origination products from our power generation assets have been focused on
longer-term forward sales to municipalities, cooperatives and other companies
that serve end users, as well as sales of near-term products that are not widely
traded. Our power origination products that combine or repackage third-party
products are generally highly structured and therefore require the application
of our commercial capabilities (e.g., power trading and asset positions). In
particular, we are well positioned to offer risk management and physical
products required by companies that serve end users. Some representative
examples of power origination products that we have sold to customers include:

- an eight-year exclusive marketing agreement to purchase all excess
capacity, power and ancillary services from a 100 MW generation facility
of a Midcontinent municipality, under which we earn an incentive fee
based on the gross margin realized by the municipality,

- a five-year tolling type arrangement whereby a Florida electric
cooperative purchases 300 MW of capacity and energy, and

- a four-year comprehensive energy and exclusive supply package for a Texas
electric cooperative with a peak load of 450 MW.

Natural Gas Trading and Marketing. We purchase natural gas from a variety
of suppliers under daily, monthly, variable-load, base-load and term contracts
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that include either market sensitive or fixed pricing provisions. We sell
natural gas under sales agreements that have varying terms and conditions, most
of which are intended to match seasonal and other changes in demand. We sold an
average of 6.6 billion cubic feet, or "BCF," per day of natural gas in 2000, an
average of 4.8 BCF per day in 1999 and an average of 3.1 BCF per day in 1998,
some of which was sold to the natural gas distribution company subsidiaries of
Reliant Energy. Based on figures provided by Natural Gas Week, we were the tenth
largest marketer of natural gas for the year 2000 based on total BCF of natural
gas sold. We plan to continue to purchase natural gas to supply to our power
plants.

Our natural gas marketing activities include contracting to buy natural gas
from suppliers at various points of receipt, aggregating natural gas supplies
and arranging for their transportation, negotiating the sale of natural gas and
matching natural gas receipts and deliveries based on volumes required by
customers. We make transportation arrangements with affiliated and non-
affiliated interstate and intrastate pipelines through a variety of means,
including short-term and long-term firm and interruptible agreements. We also
enter into various short-term and long-term firm and interruptible agreements
for natural gas storage in order to offer peak delivery services to satisfy
winter heating and summer electric generating demands. These services are also
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intended to provide an additional level of performance security and backup
services to our customers.

Other Commodities and Derivatives. We trade and market other energy-related
commodities. We use derivative financial instruments to manage and hedge our
fixed-price purchase and sale commitments and to provide fixed-price or
floating-price commitments as a service to our customers and suppliers. We also
use derivative financial instruments to reduce our exposure relative to the
volatility of the cash and forward market prices and to protect our investment
in storage inventories. For additional information regarding our financial
exposure to derivative financial instruments, please read "Management's
Discussion and Analysis of Financial Condition and Results of
Operations —-- Quantitative and Qualitative Disclosures About Market Risk."

In July 2000, we, along with five other leading natural gas and power
companies, American Electric Power, Aquila Energy, Duke Energy, El Paso
Corporation and Mirant Corporation, made an investment in
IntercontinentalExchange, a new web-based system for trading commodities. These
six companies accounted for approximately 27% of the natural gas volumes and 32%
of the power volumes traded in the U.S. market in 2000. The exchange,
www.intcx.com, began trading precious metals in August 2000 and began trading
crude o0il, o0il products, natural gas and electricity in October 2000. The
potential benefits of this investment include reducing our cost structure and
facilitating trading activity by combining the liquidity of many of the large
traders.

Risk Management Controls. We control the scope of our trading, marketing,
power origination and risk management operations through a comprehensive set of
policies and procedures involving senior levels of our management. Reliant
Energy's board of directors sets the risk limit parameters and the audit
committee of the board has oversight for the ongoing evaluation of the adequacy
of the risk control organization and policies. A risk oversight committee,
comprised of corporate and business segment officers, oversees all of our
activities, which include commodity price, credit, foreign currency, equity and
interest rate risk, including our trading, marketing, power origination and risk
management operations. The committee also proposes value-at-risk limits to
Reliant Energy's board of directors. Reliant Energy's board of directors
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ultimately sets our aggregate value-at-risk limit. We have a corporate risk
control organization, headed by a chief risk control officer, which is assigned
responsibility for establishing and enforcing the policies, procedures and
limits and evaluating the risks inherent in proposed transactions. Key risk
control activities include credit review and approval, credit and performance
risk measurement and monitoring, validation of transactions, portfolio valuation
and daily portfolio reporting for our trading and asset activities, including
mark-to-market valuation, value-at-risk and other risk measurement metrics.
After this offering is completed, we expect our board of directors will
establish a risk oversight and control organization similar to that currently in
place at Reliant Energy. For additional information regarding our risk
management accounting policies, please read "Management's Discussion and
Analysis of Financial Condition and Results of Operations —-- Quantitative and
Qualitative Disclosures About Market Risk."

OUR EUROPEAN ENERGY BUSINESS SEGMENT
EUROPEAN POWER GENERATION OPERATIONS

Facilities. As of March 31, 2001, we owned, through our indirect subsidiary
UNA, five electric power generation facilities with an aggregate net generating
capacity of 3,476 MW located in the Netherlands. These facilities are grouped in
three clusters in the Amsterdam, Utrecht and Velsen regions. UNA is the third
largest generating company in the Netherlands in terms of both installed
capacity and electricity production. In 1999, UNA generated more than 20% of the
country's electricity production, excluding electricity generated by
cogeneration or other industrial processes. UNA has traditionally served the
provinces of North-Holland and Utrecht, as well as the municipalities of
Amsterdam and Utrecht, providing electricity for
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approximately two million people and more than 12,000 commercial and industrial
users. In addition to electricity, UNA's generating stations supply a number of
municipalities, including Amsterdam, Nieuwegein, Utrecht and Purmerend, with hot
water for district heating purposes in cooperation with two large Dutch
distribution companies. In 2000, approximately 57% of UNA's generation output
was natural gas-fired, 24% was blast furnace gas-fired, 18% was coal-fired and
less than 1% was oil-fired. UNA procures its gas from Gasunie, the monopoly gas
supplier in the Netherlands. UNA procures its coal from GKE, a coal trading and
supply company owned jointly by UNA and the three other largest Dutch generation
companies.

We acquired UNA, then named "N.V. Energieproduktiebedrijf UNA," effective
in October 1999. UNA was the first Dutch generating company to have its stock
sold to investors under a privatization program established under the Dutch
Electricity Act. The total net purchase price of the acquisition was
approximately $1.9 billion based on the October 7, 1999 exchange rate of 2.06
Dutch Guilders, or "NLG," per U.S. dollar.

The following table describes the electric power generation facilities we
owned in the Netherlands as of March 31, 2001.

DUTCH GENERATION FACILITIES

NET
GENERATING
CAPACITY
GENERATION FACILITIES (1) LOCATION (Mw) DISPATCH TYPE (2) PRIMARY
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HemWeg. o vttt e e e e et et e e ee e e eaeenn Amsterdam 1,229 Base, Peak
V2SI o Velsen 990 Base, Inter, Peak
Utrecht . ..ottt it et et et e i e e e Utrecht 939 Base, Inter, Peak
DiemMeN . vttt ettt e e ettt e Amsterdam 249 Base
PUTMETrend. & v v v vttt e tee e Purmerend 69 Inter

Total. .ot i it it eieeeenn 3,476

(1) We own a 100% interest in each facility listed. All of these facilities are
operational.

(2) We use the designations "Base," "Inter" and "Peak" to indicate whether the
facilities described are base-load, intermediate or peaking facilities,
respectively.

Market Framework. The Netherlands has a peak demand of approximately 14,200
MW. In 1999, UNA and the three other largest Dutch generating companies supplied
approximately 52% of the electricity consumed in the Netherlands. Smaller Dutch
producers supplied about 30% of consumed electricity and the remainder was
imported. The wholesale market opened to competition on January 1, 2001. The
retail market has been open to competition for large industrial customers since
January 1, 1999. In 2002, the next retail segment, composed primarily of
commercial customers, will open to competition. The remaining customers, mainly
residential users, are expected to be able to choose their supplier by early
2003. The timing of the opening of these markets is subject to change at the
discretion of the Dutch Minister of Economic Affairs. For additional
information, please read "-- Regulation —-- The Netherlands."

Customers who can select their electric supplier have the choice of
purchasing power through bilateral contracts or on the Amsterdam Power Exchange,
or "APX," which was the first power exchange in Northwest Europe and has been in
operation since the spring of 1999. Distribution companies, which serve the
captive customers in the Netherlands, are effectively required to purchase a
substantial amount of their requirements through bilateral contracts with a term
of at least one year.

With the start of full-scale wholesale deregulation in January 2001, the
high voltage transmission grid company, known as "TenneT," has taken on the role
of independent system
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operator. In this role, TenneT is responsible for the stability of the
transmission grid. For information regarding the recent stranded cost
legislation in the Netherlands and the proposed sale of TenneT, please read Note
11(f) to our consolidated financial statements.

EUROPEAN TRADING, MARKETING AND RISK MANAGEMENT OPERATIONS

In October 1999, we established our European trading, marketing and risk
management operations in order to participate in the emerging European energy
trading and marketing businesses. We are initially focusing on trading
opportunities in the Netherlands and Germany and plan to expand into other
European markets in the future. Our marketing operations will initially

Coal/

Gas/Blast

92

Ga
Gas/
Ga
Ga



Edgar Filing: RELIANT RESOURCES INC - Form 424B4

concentrate on selling power to large industrial and commercial customers as
well as distribution companies.

Our European trading, marketing and risk management operations utilize a
business model, including risk management and control policies, that is similar
to that utilized in our operations in the United States, while recognizing
relevant differences between these markets. Currently, the primary difference is
a much lower level of liquidity in both gas and power markets in Continental
Europe than in the United States. This difference is largely the result of
market maturity. In the United States, natural gas deregulation preceded power
deregulation and began over a decade ago. In Continental Europe, restructuring
of the power markets began less than two years ago and restructuring of the gas
markets is only just beginning. Given the strides made thus far in Europe and
the lessons learned from energy deregulation from the United States, the United
Kingdom and other countries around the world, we expect liquidity to increase
steadily in European gas and power markets. We expect to capitalize on these
developments by drawing on our U.S. and European experiences to offer the types
of products and services that customers will need in the new and developing
environment. As of December 31, 2000, our European trading, marketing and risk
management operations had committed to sell the full amount of UNA's targeted
sales through 2001.

OUR RETAIL ENERGY BUSINESS SEGMENT
OVERVIEW

We intend to become a provider of retail electric services in Texas when
the market opens to retail competition in January 2002 and in other U.S. markets
with favorable regulatory structures and profit opportunities thereafter.
Beginning on January 1, 2002, we will provide retail electric services to all of
the approximately 1.7 million customers of Reliant Energy located in the Houston
metropolitan area who do not take action to select another retail electric
provider. One of the objectives of the Texas electric restructuring law is to
set the price that the retail electric provider affiliated with the incumbent
utility can charge residential and small commercial customers at a level which
is expected to encourage competition from new retail electric providers. Another
objective of the law is to ensure that retail customers in Texas have the
ability to purchase electricity under a pricing framework similar to what would
have been available in a regulated market for a five year period following the
commencement of retail competition. We believe that this market framework will
likely result in attractive market opportunities both for incumbent-affiliated
retail electric providers and for new market entrants. We will be the
incumbent-affiliated retail electric provider in the Houston metropolitan area
and will be a non-affiliated retail electric provider in other parts of Texas.
We believe Reliant Energy's strong relationship with its current customers and
its name recognition in the state of Texas will provide a platform for us to be
a successful retail electric provider in Texas.

We intend to integrate our wholesale trading, marketing and risk management
operations with our retail electric business. We believe this integration will
provide us with significant competitive advantages in the retail markets. We
expect to capitalize on the real-time information
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flow between our trading and retail operations to identify new opportunities to
better match our wholesale operations with our demand-side retail operations. We
believe the integration of our retail operations with our wholesale operations
will also reduce the overall supply-side risk of our retail operations through
portfolio diversification and the application of sophisticated wholesale risk
management techniques to emerging retail markets. Also, by integrating our
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operations, we hope to achieve economies of scale that will benefit us when
entering new retail markets.

We will provide electricity and related products and services to
residential and small commercial customers through our retail services business.
Our energy solutions business, which we refer to as "Solutions," provides
customized, integrated electric commodity, energy management and e-commerce
services to large commercial and industrial customers. Beginning with full
retail competition in Texas on January 1, 2002, we will offer these services to
the large commercial and industrial customers currently served by Reliant
Energy.

Pursuant to a retail agreement, we will provide customer service call
center operations, credit and collections and revenue accounting services for
Reliant Energy's electric utility division and will receive and process payments
for the electric utility division and two of Reliant Energy's natural gas
distribution divisions until January 1, 2002. Pursuant to this retail agreement,
we will use Reliant Energy assets to perform these services. The charges Reliant
Energy will pay us for these services are generally intended to allow us to
recover the fully allocated costs of providing the services, plus out-of-pocket
costs and expenses, but without any profit.

MARKET FRAMEWORK —-—- TEXAS

The Texas electric restructuring law, enacted in 1999, substantially amends
the regulatory structure governing electric utilities in Texas in order to allow
full retail competition beginning on January 1, 2002 in the service territories
of all investor-owned electric utilities, and in the territories of any
municipally-owned utility and electric cooperative that opts to open its markets
to retail competition. Under the restructuring law, the traditional
vertically-integrated utility is required to separate its generation,
transmission and distribution, and retail activities. Unlike the
vertically-integrated utility, which was subject to cost-of-service rate
regulation, the profit earned by retail electric providers will not be subject
to regulation, except for the price to beat requirement described below.
Generally, the retail electric provider will procure or buy electricity from
wholesale generators, sell electricity at retail to its customers and pay the
transmission and distribution utility a regulated tariffed rate for delivering
electricity to its customers. All retail electric providers in an area will pay
the same rates and other charges for transmission and distribution, whether or
not they are affiliated with the transmission and distribution utility for that
area. The transmission and distribution rates that will be in effect as of
January 1, 2002 for each utility will be set upon resolution of rate cases
currently pending before the Texas Utility Commission.

The new Texas law treats municipal utilities and electric cooperatives
differently than investor-owned utilities. Municipally-owned utilities and
electric cooperatives have the option to open their markets to retail
competition any time after January 1, 2002. However, until a municipally-owned
utility or electric cooperative adopts a resolution opting to open its market to
retail competition, it may not offer electric energy at unregulated prices to
retail customers outside its service area. Some large Texas cities, including
San Antonio and Austin, are served by municipally-owned utilities that have not
announced when or i1if they will open their markets to competition.

The Texas electric restructuring law allows all retail electric customers
of Texas investor-owned utilities, and those of municipal utilities and electric
cooperatives that opt to participate in the competitive marketplace, to take
action to select their retail electric provider for service starting January 1,
2002. In addition, the law provides for retail pilot projects for up to 5% of
each utility's load in all customer classes starting in June 2001. Under the
market framework required
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by the law, retail electric providers affiliated with an incumbent utility will
be required to sell electricity to residential and small commercial customers in
the incumbent's traditional service territory at a specified price, which is
referred to in the law as the "price to beat." New retail electric providers
entering that market may sell electricity to residential and small commercial
customers at any price. Pursuant to Texas Utility Commission regulations, the
initial price to beat for each affiliated retail electric provider will be 6%
less than the average rates, on a bundled basis, in effect for the incumbent
utility on January 1, 1999, adjusted to take into account a new fuel factor as
of December 31, 2001. Affiliated retail electric providers will not be permitted
to sell electricity to residential and small commercial customers in the
incumbent's traditional service territory at a price other than the price to
beat until January 1, 2005, unless before that date the Texas Utility Commission
determines that 40% or more of the amount of electric power that was consumed in
2000 by the relevant class of customers in the certificated service area of the
affiliated transmission and distribution utility is committed to be served by
other retail electric providers. In addition, the Texas electric restructuring
law requires the affiliated retail electric provider to make the price to beat
available to residential and small commercial customers in the traditional
service area of the related incumbent utility through January 1, 2007.

The results of an affiliated retail electric providers' operations will be
largely dependent upon the amount of gross margin, or "headroom," available in
its price to beat. The available headroom will equal the difference between the
price to beat and the sum of the charges, fees and transmission and distribution
utility rate approved by the Texas Utility Commission and the price the
affiliated retail electric provider pays for power to meet its price to beat
load. The larger the amount of headroom, the more incentive new market entrants
should have to provide retail electric services in a given market. The initial
price to beat will not be established until late 2001. Headroom may be a
positive or negative number. Currently, we do not know nor can we estimate the
amount of headroom in the initial price to beat for the affiliated retail
electric provider in each of the retail electric markets in Texas.

The Texas Utility Commission's regulations allow an affiliated retail
electric provider to adjust its price to beat fuel factor based on the
percentage change in the price of natural gas. In addition, the affiliated
retail electric provider may also request an adjustment as a result of changes
in its price of purchased energy. In such a request, the affiliated retail
electric provider may adjust the fuel factor to the extent necessary to restore
the amount of headroom that existed at the time the initial price to beat fuel
factor was set by the Texas Utility Commission. An affiliated retail electric
provider may not request that its price to beat be adjusted more than twice a
year. Currently, we cannot estimate with any certainty the magnitude and
frequency of the adjustments required, if any, and the eventual impact of such
adjustments on headroom.

The price to beat only applies to electric services provided to residential
and small commercial customers. Electric services provided to large commercial
and industrial customers, whether by the affiliated retail electric provider or
a non-affiliated retail electric provider, may be provided at any negotiated
price.

To facilitate a competitive market, each power generation company that is
unbundled from an integrated electric utility in Texas will be required to sell
at auction 15% of the output of its installed generating capacity. The first
auction will be held prior to September 1, 2001 for power delivered after
January 1, 2002. This obligation continues until January 1, 2007, unless before
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that date the Texas Utility Commission determines that at least 40% of the
electric power consumed in 2000 by residential and small commercial customers in
the affiliated transmission and distribution utility's service area 1is being
served by other retail electric providers. Under this competitive market
framework, retail electric providers may purchase power either through purchases
in the wholesale power markets or through the mandated capacity auction, except
that a retail electric provider cannot purchase capacity sold by its affiliated
power generation company in the mandated capacity auction. The master separation
agreement requires Texas Genco to auction all of its capacity remaining after
the statutorily mandated 15% capacity auction prior to
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our exercise of the Texas Genco option. We are entitled to purchase, at prices
established in these auctions, 50% (but not less than such percentage) of the
capacity, energy and ancillary services of Texas Genco auctioned in each of
these auctions. We expect to purchase the electric power required to meet the
demands of our Texas retail electric customers through our option from Texas
Genco, the capacity auctions conducted by Texas Genco (other than the
statutorily mandated 15% capacity auction) and other power generation companies,
as well as through the open market. According to RDI, as of December 31, 2000,
42 plants totaling 12,608 MW were under construction in Texas and another 63
plants totaling 18,815 MW were announced to be under development.

In preparation for retail electric competition in Texas, we have succeeded
to and are expanding an infrastructure of business systems, procedures and
practices to meet the needs of our retail businesses. These include a customer
care system module and wholesale/retail energy supply, risk management,
e-commerce, scheduling/settlement, customer relationship management and sales
force automation systems. As of December 31, 2000, we had spent approximately
$50 million on retail infrastructure development. We plan to spend approximately
an additional $48 million by the end of 2001.

Houston Area. We are the affiliated retail electric provider for Reliant
Energy for purposes of the Texas electric restructuring law. On January 1, 2002,
we will become the retail electric provider for all of Reliant Energy's
approximately 1.7 million residential, commercial and industrial customers
located in Reliant Energy's transmission and distribution utility's certificated
service area who do not take action to select another retail electric provider.
For convenience, we refer to the certificated service area of Reliant Energy's
transmission and distribution utility in this prospectus as either the "Houston
metropolitan area" or "Reliant Energy's traditional service territory." We also
intend to continue to offer value-added electric commodity and energy management
services to the large commercial and industrial customers currently served by
Reliant Energy. We will market retail electric services to these customers under
the Reliant Energy brand name. We believe we will be well positioned in this
market because of Reliant Energy's long-standing relationship with these
customers. Based on a number of factors, including the customer behavior
exhibited in connection with the deregulation of the U.S. telecommunications
industry, we anticipate that many residential customers will not take action to
change their electricity supplier and that we will successfully retain a
substantial portion of our retail customers in the Houston metropolitan area
following the advent of open competition. We are also developing a marketing
program and an advertising plan to enhance our opportunity to retain these
customers.

Other Texas Markets. In Texas markets outside of the Houston territory that
are open to retail competition, we, along with other retail electric providers,
will be able to compete to provide retail electric service to customers
beginning January 1, 2002. We will be able to offer retail electric service at
any price we choose, while the incumbent-affiliated retail electric provider in
those areas will be required to provide service to residential and small

96



Edgar Filing: RELIANT RESOURCES INC - Form 424B4

commercial customers at its price to beat. We plan to capitalize on our
infrastructure, commercial expertise, brand recognition and customer
relationships to aggressively pursue retail customers in other key metropolitan
areas of Texas, including Dallas/Fort Worth. We will also bundle other products
and services, as well as provide various incentives in order to induce customers
to choose us as their retail electric provider. We may also increase our retail
customer base by acquiring the retail electric operations of other market
participants. We plan to compete outside of the Houston territory in the retail
pilot project, which is scheduled to commence in June 2001 and include five
percent of the retail market currently served by investor-owned utilities.

MARKET FRAMEWORK —-—- OUTSIDE TEXAS

The competitive retail electric market in the United States is currently in
its initial stages. Very few companies are offering retail services on a
national or multi-regional basis, and to date
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none of these entrants have achieved critical scale. With the significant retail
customer base we will succeed to and the skills and infrastructure we are
building in Texas, we expect to be well positioned to compete in the competitive
retail electric markets as they develop.

As a result of recent volatility in California's power markets,
governmental agencies or officials and/or other interested parties in a number
of states are urging that deregulation of the retail electric markets of such
states be delayed or reconsidered altogether. As of February 2001, four of the
nine states that had previously adopted laws or regulatory plans providing for
future retail electric competition by 2002 have initiated bills or proceedings
or adopted laws or regulatory plans to delay the implementation of retail
electric competition beyond the original date. The extent to which states delay
or reconsider the deregulation of their retail electric markets will limit the
number of potential retail electric markets outside of Texas into which we may
expand our retail operations.

Each retail electric market has or will have individual market
characteristics and regulatory rules. We plan to evaluate each of these markets
to determine their relative attractiveness based on size and profitability. We
consider a particular retail market to be attractive if it has reasonably mature
wholesale markets capable of providing adequate supply liquidity to retail
providers, and regulations designed to promote competition through gross margin
opportunities, or "headroom."

SOLUTIONS

Solutions provides customized, integrated energy solutions, including
commodity, risk management and energy services products, and demand side and
eBusiness management services to large commercial and industrial customers.
These services include the replacement or upgrade of energy intensive capital
equipment, infrastructure optimization, substation development, maintenance and
control, and power quality assurance. Solutions targets institutional,
government, manufacturing, industrial and large commercial customers, including
multi-site retailers and restaurants, petroleum refineries, chemical companies
and internet data centers. These customers typically have a peak electricity
demand of greater than one MW for the aggregate of their Texas facilities. As of
March 1, 2001, this customer segment in Texas included approximately 7,000
customer accounts or metered service points (approximately 2,000 buying
organizations) consuming an aggregate of 100 million MWh of electricity per
year.

Since its formation in April 1996, Solutions has completed over 220
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projects for large commercial, institutional, governmental and industrial
clients. In November 1999, Solutions acquired the Energy Service Division of
Southland Industries, Inc. for $37 million. This strategic acquisition
strengthened Solutions' engineering and project management expertise and
established a comprehensive marketing arrangement with Southland Industries, a
leading engineering and construction firm. Solutions has also developed an
integrated product offering to serve both the commodity and energy services
needs of its customers.

OUR OTHER OPERATIONS BUSINESS SEGMENT
EBUSINESS

We formed our eBusiness group in November 1999 to manage, expand and
enhance our Internet presence and capabilities. The eBusiness group is charged
with facilitating Internet use by our core businesses and investing in and
managing a portfolio of Internet-related businesses. As of December 31, 2000,
our eBusiness group had invested approximately $18 million in the following new
Internet-based businesses:

- Pantellos. In June 2000, we, along with 20 other leading power, gas and
pipeline companies, formed Pantellos, an energy industry e-procurement
marketplace. The newly-formed company is beginning to deliver a broad
suite of integrated e-supply chain
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solutions to the electric, natural gas distribution, natural gas pipeline
and other energy sectors. This marketplace, located at www.pantellos.com,
became operational in January 2001. We expect Pantellos' primary
competitors will be online vertical marketplaces, such as Enporion.com
and UtilityFrontier.com.

— IntercontinentalExchange. In July 2000, we, along with five other natural
gas and power companies, American Electric Power, Aquila Energy, Duke
Energy, El Paso Corporation and Mirant Corporation, made an investment in
IntercontinentalExchange, a new, web-based system for trading
commodities. The exchange, www.intcx.com, began trading precious metals
in August 2000 and began trading crude oil, oil products, natural gas and
electricity in October 2000. The principal online competitors of
IntercontinentalExchange are EnronOnline, HoustonStreet.com and Altra.com
in addition to more traditional exchanges, such as NYMEX.

— GuideStreet. In August 2000, we announced the launch of GuideStreet.com,
a Houston-based home services management website, www.guidestreet.com.
This co-branded venture, conceived and funded by Reliant Energy, provides
consumers in the Texas market a single information source to help them
meet all their basic utilities and home maintenance needs.

COMMUNICATIONS

We formed our communications business to be a single source, integrated
communications provider, offering web hosting and web design, enhanced data
services, and local and long distance voice services to business customers
within Texas. In November 1999, we began operation as a competitive local
exchange carrier offering resold voice and data services to small and mid-sized
business customers in Houston. In April 2000, we acquired Insync Internet
Services, a business-to-business Internet services provider based in Houston
with an additional presence in Austin and remote facilities in Dallas and San
Antonio. Our communications business now serves as a facilities-based
competitive local exchange carrier and Internet services provider with switching
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capacity, access to a fiber corridor that surrounds the Houston metropolitan
area as well as network operations centers and managed data centers in Houston
and Austin. We plan to expand our portfolio of products and services into other
significant metropolitan regions of Texas. We currently do not plan to provide
communications services to customers outside of the state of Texas. As of
December 31, 2000, we provided enhanced data services and local and long
distance voice services to approximately 2,600 customers in Texas. The voice and
data transmission markets in which we operate are highly competitive. We compete
with a broad range of competitors, including the regional local exchange
incumbent. As of December 31, 2000, our communications business employed 149
employees located in Houston and Austin.

NEW VENTURES

In August 1998, we formed our New Ventures division to manage our existing
new technology investments and to identify and invest in promising new
technologies and businesses that relate to our energy services operations. Our
strategy is to use our advantaged perspective on our core businesses and markets
to invest in early stage companies. Focus areas for investments include
distributed generation, power quality, clean energy, energy industry software
and systems, and broadband infrastructure.

We make our investments either directly or indirectly as limited partners
in venture capital funds. As of December 31, 2000, we have invested
approximately $30 million in five venture capital funds with an energy, utility
and communications focus and have made commitments to invest an additional $14
million in these funds. As of December 31, 2000, these funds held investments in
43 companies. Excluding our investment in Grande Communications, Inc.
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discussed below, New Ventures' direct investment portfolio consists of eight
companies with a total of $8 million invested as of December 31, 2000.

In September 2000, we agreed to make a $25 million equity investment in
Grande Communications, Inc. Grande Communications is a Texas-based
communications company building a deep fiber broadband network that will offer
bundled services, including high-speed Internet, all-distance telephone and
advanced cable entertainment to homes and businesses. We are also committed,
under some specified conditions, to invest a similar amount in a future Grande
Communications equity financing. Grande Communications has announced its
intention to build a broadband network in the Houston area and has secured a
cable franchise from the city of Houston. The Houston buildout will be in
addition to the Central Texas cities of Austin, San Marcos and San Antonio which
are already under development.

Our competitors include other large electricity, energy services and
communications companies with venture capital operations and venture capital and
private equity funds. Both we and our competitors are subject to the
fluctuations in the private and public capital markets that may seriously impair
our ability to participate in attractive opportunities for future investments
and/or liquidate investments by private or public market sale.

COMPETITION
WHOLESALE ENERGY BUSINESS SEGMENT
As of March 31, 2001, we owned and operated 9,231 MW of electric generation
assets that serve wholesale energy markets located in the Mid-Atlantic,

Southwest and Midcontinent regions of the United States and the states of
Florida and Texas. Competitive factors affecting the results of operations of
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these generation assets include new market entrants, construction by others of
more efficient generation assets, the actions of regulatory authorities and
weather.

Other competitors operate power generation projects in the regions where we
have invested in electric generation assets. Although local permitting and
siting issues often reduce the risk of a rapid growth in supply of generation
capacity in any particular region, projects are likely to be built over time
which will increase competition and lower the value of some of our electric
generation assets.

The results of operations of our generation assets are also affected by
weather conditions in the relevant wholesale energy markets. Extreme seasonal
weather conditions typically increase the demand for wholesale energy.
Conversely, mild weather conditions typically have the opposite effect. In some
regions, especially California, weather conditions associated with hydroelectric
generation resources such as rainfall and snowpack can significantly influence
market prices for electric power by increasing or decreasing the availability
and timing of hydro-based generation, which is produced within or imported into
the California market.

There is significant competition for acquisition of domestic non-rate
regulated power projects. We compete against a number of other participants in
the non-utility power generation industry. Competitive factors relevant to the
non-utility power industry include financial resources and regulatory factors.
Some of our competitors have greater financial resources than we do.

Our trading, marketing and risk management operations compete with other
energy merchants based on the ability to aggregate supplies at competitive
prices from different sources and locations and to efficiently utilize
transportation from third-party pipelines and transmission from electric
utilities. These operations also compete against other energy marketers on the
basis of their relative financial position and access to credit sources. This
competitive factor reflects the tendency of energy customers, wholesale energy
suppliers and transporters to seek financial guarantees and other assurances
that their energy contracts will be satisfied. As pricing information becomes
increasingly available in the energy trading and marketing business and as

89
92

deregulation in the electricity markets continues, we anticipate that our
trading, marketing and risk management operations will experience greater
competition and downward pressure on per-unit profit margins.

EUROPEAN ENERGY BUSINESS SEGMENT

The European energy market is highly competitive. In addition, over the
next several years, we expect an increasing consolidation of the participants in
the European generating market.

Our European wholesale operations compete in the Netherlands primarily
against the three other largest Dutch generating companies, which are NV
Elektriciteits —-- Produktiemaatschappij Zuid -- Nederland (EPZ), NV
Electriciteitsdedrijf Zuid -- Holand (EZH), and NV Elektriciteits —--—
Produktiemaatschappij Oost-en Noord-Nederland (EPON), various cogenerators of
electric power, various alternate sources of power and non-Dutch generators of
electric power, primarily from France and Germany. At present, the Dutch
electricity system has three operational interconnection points with Germany and
two interconnection points with Belgium. There are also a number of projects
that are at various stages of development and that may increase the number of
interconnections in the future including interconnections with Norway and the
United Kingdom. The Belgian interconnections are used to import electricity from
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France, but a larger portion of Dutch electricity imports comes from Germany.
Recent increases in net power imports into the Netherlands were caused primarily
by large price differentials between regulated wholesale power in the
Netherlands and unregulated wholesale power in Germany.

In 1999, UNA and the three other largest Dutch generating companies
supplied approximately 52% of the electricity consumed in the Netherlands.
Smaller Dutch producers supplied about 30% of such consumed electricity, and the
remainder was imported. The Dutch wholesale electric market was completely
opened to competition on January 1, 2001. Retail competition for large
industrial customers began in 1999. We expect the remainder of the market will
be open to competition as early as 2003. The timing of these retail market
openings is subject to change, however, at the discretion of the Dutch Minister
of Economic Affairs.

Our European trading and marketing operations will also be subject to
increasing levels of competition. As of January 22, 2001, there were 32 trading
and marketing companies registered with the Amsterdam Power Exchange.
Competition among power generators for customers is intense, and we expect
competition to increase with the deregulation of the market. The primary
elements of competition affecting both the generation and trading and marketing
facets of our European energy business are price, credit-support and supply and
delivery reliability.

RETAIL ENERGY BUSINESS SEGMENT

We believe that as retail energy markets are opened to new participants and
new services, competition will be intense in the markets where frameworks for
deregulation create attractive opportunities for new entrants. We believe our
principal competitors in the Houston metropolitan market will be the affiliated
retail electric providers of other Texas investor-owned utilities as well as
other energy industry participants. Since we will be required to sell
electricity to residential and small commercial customers in the Houston market
at the price to beat, we will not be able to compete for those customers on the
basis of price during the near-term. Therefore, we plan to capitalize on the
high level of consumer awareness and positive perception of our brand name to
retain the customers we will succeed to in the Houston metropolitan area.

In general, we believe our principal competitor in each market outside of
the Houston metropolitan area will be the incumbent utility in that market or
its unregulated affiliate. Incumbent utilities may have informational
advantages, high name recognition in their traditional service territory and
long-established customer relationships.
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In addition to the utilities and their affiliates, we may face competition
from a number of other energy service providers, including start-up companies
focusing on Internet marketing and online service, other energy industry
participants, and possibly other consumer-oriented service providers, any of
whom may develop businesses that will compete with us, both in specific markets
and nationally. Some of these competitors may be larger and better capitalized
than we are.

REGULATION
OVERVIEW

We are subject to regulation by various federal, state, local and foreign
governmental agencies, including the regulations described below.
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FEDERAL ENERGY REGULATORY COMMISSION

Under the Federal Power Act, the Federal Energy Regulatory Commission, or
"FERC, " has exclusive rate-making jurisdiction over wholesale sales of
electricity and the transmission of electricity in interstate commerce by
"public utilities." Public utilities that are subject to the FERC's Jjurisdiction
must file rates with the FERC applicable to their wholesale sales or
transmission of electricity. Most of our generation subsidiaries sell power at
wholesale and are public utilities under the Federal Power Act. The FERC has
authorized these subsidiaries to sell electricity and related services at
wholesale, at market-based rates. In its orders authorizing market-based rates,
the FERC also has granted these subsidiaries waivers of many of the accounting,
record keeping and reporting requirements that are imposed on public utilities
with cost-based rate schedules.

The FERC's orders accepting the market-based rate schedules filed by our
subsidiaries or their predecessors, as i1s customary with such orders, reserved
the right to revoke or limit our market-based rate authority if the FERC
subsequently determines that any of our affiliates possess excessive market
power. If the FERC were to revoke or limit our market-based rate authority, we
would have to file, and obtain the FERC's acceptance of, cost-based rate
schedules for all or some of our sales. In addition, the loss of market-based
rate authority could subject us to the accounting, record keeping and reporting
requirements that the FERC imposes on public utilities with cost-based rate
schedules.

Our trading and marketing operations are subject to the FERC's Jjurisdiction
under both the Natural Gas Act and the Federal Power Act. As a gas marketer, we
make sales of natural gas in interstate commerce at wholesale pursuant to a
blanket certificate issued by the FERC, but the FERC does not otherwise regulate
the rates, terms or conditions of these gas sales. We are also a "public
utility" under the Federal Power Act, and our wholesale sales of electricity in
interstate commerce are subject to a FERC-filed rate schedule that authorizes us
to make sales at negotiated, market-based rates.

In authorizing market-based rates for various of our subsidiaries, the FERC
has imposed some restrictions on these entities' transactions with Reliant
Energy's electric utility division, including a prohibition on the receipt of
goods or services on a preferential basis. The FERC also has imposed
restrictions on natural gas transactions between us and Reliant Energy's natural
gas pipeline subsidiaries to preclude any preferential treatment. Similar
restrictions apply to transactions between us and Reliant Energy's electric
utility division under Texas utility regulatory laws.

91
94

STATE REGULATION

Texas. The electric utility division of Reliant Energy, our current parent
company, is an electric utility company under Texas law. In June 1999, Texas
adopted the Texas Electric Choice Plan, which we sometimes refer to in this
prospectus as the "Texas electric restructuring law." The Texas electric
restructuring law substantially amends the regulatory structure governing
electric utilities in Texas in order to allow retail competition beginning with
respect to pilot projects for up to 5% of each utility's load in all customer
classes in June 2001 and for all other customers on January 1, 2002. While the
law calls for the commencement of retail competition beginning on January 1,
2002, it authorizes the Texas Utility Commission to delay the date on which the
retail electric market is opened to competition in any power region in Texas 1if
it determines that the region is unable to offer fair competition and reliable
service to all retail customer classes on that date. Most of the significant
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dates in the Texas electric restructuring law, such as the dates on which
capacity auctions and price to beat requirements are scheduled to expire, are
specified anniversaries of the date on which the retail electric market is
opened to competition.

The Texas electric restructuring law requires electric utilities in Texas
to restructure their businesses in order to separate power generation,
transmission and distribution, and retail activities into three different units,
whether commonly or separately owned. The transmission and distribution business
will continue to be subject to cost-of-service rate regulation and will be
responsible for the delivery of electricity to retail customers. Power
generators will sell electric energy to wholesale purchasers, including retail
electric providers, at unregulated rates beginning January 1, 2002. To
facilitate a competitive market, each power generator affiliated with a
transmission and distribution utility will be required to sell at auction 15% of
the output of its installed generating capacity. The first auction will be held
prior to September 1, 2001 for power delivered after January 1, 2002. This
obligation continues until January 1, 2007, unless before that date the Texas
Utility Commission determines that at least 40% of the quantity of electric
power consumed in 2000 by residential and small commercial customers in the
affiliated transmission and distribution utility's service area is being served
by retail electric providers not affiliated with the incumbent utility. An
affiliated retail electric provider may not purchase capacity sold by its
affiliated power generation company in the mandated capacity auction.

Under the Texas electric restructuring law, on January 1, 2002, all retail
customers of investor-owned electric utilities in Texas and of any
municipally-owned utility or electric cooperative that opts to open its markets
to retail competition will be entitled to purchase its electricity from any of a
number of "retail electric providers" which have been certified by the Texas
Utility Commission. Retail electric providers will not be permitted to own or
operate generation assets and their prices will not be subject to traditional
cost-of-service rate regulation. Retail electric providers which are affiliates
of, or successors in interest to, electric utilities may compete substantially
statewide for these sales, but prices they may charge to residential and small
commercial customers within the affiliated electric utility's traditional
service territory are subject to limitations, known as the "price to beat," at
the outset of retail competition, as described below. By allowing non-affiliated
retail electric providers to provide retail electric service to customers in an
electric utility's traditional service territory at any price, including a price
below the price to beat, the Texas electric restructuring law should encourage
competition among retail electric providers.

The Texas electric restructuring law requires the affiliated retail
electric provider to reconcile and credit to the affiliated transmission and
distribution utility in early 2004 any positive difference between the price to
beat, reduced by a specified delivery charge, and the prevailing market price of
electricity unless the Texas Utility Commission determines that, on or prior to
January 1, 2004, 40% or more of the amount of electric power that was consumed
in 2000 by residential or small commercial customers, as applicable, within the
affiliated transmission and distribution utility's traditional service territory
is committed to be served by other retail electric providers. If the 40%
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test is not met and a payment is required, the amount of the credit will not
exceed, but could be up to, $150 per customer multiplied by the number of
residential or small commercial customers, as the case may be, served by the
affiliated transmission and distribution utility that are buying electricity
from the affiliated retail electric provider at the price to beat on January 1,
2004, less the number of new retail electric customers that the affiliated
retail electric provider serves in areas of Texas outside of the utility's
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traditional service area.

Three of our subsidiaries have been certified by the Texas Utility
Commission as retail electric providers. Under Reliant Energy's business
separation plan, these subsidiaries are the successors to the retail functions
formerly performed by Reliant Energy. As "affiliated retail electric providers"
of Reliant Energy, our subsidiaries will become on January 1, 2002, the retail
electric providers for all customers of Reliant Energy who do not take action to
select another retail electric provider. As of December 31, 2000, Reliant Energy
had approximately 1.7 million customers. Pursuant to Texas Utility Commission
regulations, effective January 1, 2002, our retail rates charged to former
Reliant Energy residential and small commercial customers will be fixed at our
price to beat which will be a price equal to 6% less than Reliant Energy's
average rates, on a bundled basis, in effect on January 1, 1999, adjusted to
take into account a new fuel factor as of December 31, 2001. The fuel factor
component of our initial price to beat will not be determined until after Texas
Utility Commission proceedings scheduled for April and October 2001. For a
discussion of the risks associated with the determination of our price to beat
and the amount of related "headroom," please read "Risk Factors -- Risks Related
to our Retail Electricity Business —-- The results of our retail electric
operations in Texas will be largely dependent upon the amount of gross margin,
or "headroom," available in the price to beat. The initial price to beat and the
amount of headroom available in the price to beat will not be established until
late 2001. Future adjustments to the price to beat may be inadequate to cover
our costs to purchase power to serve our price to beat customers." We have the
right to request the Texas Utility Commission to adjust the fuel factor included
in our price to beat not more than twice a year if we demonstrate that the
existing fuel factor does not adequately reflect significant changes in the
market price of natural gas and purchased energy used to serve retail customers.
We may not sell electricity at a price other than the price to beat to
residential or small commercial customer classes in Reliant Energy's former
service territory, the Houston metropolitan area, until January 1, 2005, unless
before that date the Texas Utility Commission determines that 40% or more of the
amount of electric power that was consumed in 2000 by the relevant class of
customers in the Houston metropolitan area is committed to be served by retail
electric providers other than us. In addition, the Texas electric restructuring
law requires the affiliated retail electric provider to make the price to beat
available to residential and small commercial customers in the traditional
service area of the related affiliated utility through January 1, 2007.

The price to beat only applies to electric services provided to residential
and small commercial customers. Electric services provided to large commercial
and industrial customers, whether by the affiliated retail electric provider or
a non-affiliated retail electric provider, may be provided at any negotiated
price.

In accordance with provisions of the Texas electric restructuring law, the
Texas Utility Commission approved Reliant Energy's business separation plan by
order dated March 15, 2001.

The Texas electric restructuring law requires the Texas Utility Commission
to determine procedures and criteria for designating retail electric providers
to serve as providers of last resort in areas of the state in which retail
competition is in effect. A provider of last resort is required to offer a
standard retail electric service package for each class of customers designated
by the Texas Utility Commission at a fixed, nondiscountable rate approved by the
Texas Utility Commission, and is required to provide the service package to any
requesting retail customer in the territory for which it is the provider of last
resort. The Texas Utility Commission is required to designate the initial
providers of last resort by June 1, 2001. In the event that no retail electric
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provider applies to be the provider of last resort in a given area of the state,
the Texas Utility Commission may require a retail electric provider to become
the provider of last resort as a condition to receiving or maintaining its
retail electric provider certificate. In the event that a retail electric
provider fails to serve any or all of its customers, the provider of last resort
is required to offer that customer the standard retail service package for that
customer class with no interruption of service to the customer.

Other States. All of our existing generation facilities sell power only at
wholesale. None of the states in which these facilities are located regulate
sales from these facilities under traditional utility cost-of-service
regulation. In the PJM market and in California, the independent system
operators have imposed price caps that limit the maximum sales prices for
wholesale power. In addition, in some states, including California, proposals
have been made to re-regulate the provision of wholesale power under traditional
cost-of-service regulation. In New Jersey, existing law provides that the
relevant regulatory agency may re-—impose cost-of-service regulation if the
agency concludes that competition is not sufficient. In addition, some states
regulate the siting or construction of generation facilities.

SECURITIES AND EXCHANGE COMMISSION -- PUBLIC UTILITY HOLDING COMPANY ACT OF 1935

Reliant Energy is both a holding company and an electric utility as defined
in the Public Utility Holding Company Act of 1935, which we sometimes refer to
in this prospectus as the "1935 Act." However, Reliant Energy is exempt from
regulation as a holding company under Section 3(a) (2) of the 1935 Act.

UNA is a foreign utility company exempt from regulation as a "public
utility company" under the 1935 Act. The Texas Utility Commission and the state
regulatory commissions of Arkansas and Minnesota have imposed limitations on the
amount of investments that Reliant Energy or its subsidiaries may invest in
foreign utility companies and, in some cases, foreign electric wholesale
generating companies. These limitations are based upon Reliant Energy's
consolidated net worth, retained earnings, and debt and stockholders' equity,
respectively. Subject to some limited exceptions, the 1935 Act also prohibits
any public utility from issuing any security for the purpose of financing the
acquisition, ownership or operation of a foreign utility company, or assuming
any obligation or liability in respect of any security of a foreign utility
company .

Under the Energy Policy Act of 1992, a company engaged exclusively in the
business of owning and/or operating facilities used for the generation of
electric energy exclusively for sale at wholesale and selling electric energy at
wholesale may be exempted from regulation under the 1935 Act as an EWG. Our
electric generation facilities have received determinations of EWG status from
the FERC. If any of these subsidiaries lose their EWG status, we would have to
restructure our organization or, with Reliant Energy and its other subsidiaries,
risk being subjected to regulation under the 1935 Act.

In connection with Reliant Energy's business separation plan, Reliant
Energy plans to restructure its remaining businesses and to register as a public
utility holding company under the 1935 Act or to seek an exemption from the
registration requirements of the 1935 Act. If Reliant Energy becomes a
registered public utility holding company prior to the distribution of our
common stock to its shareholders, we will be subject to regulation as a
"subsidiary company" under the 1935 Act. As a result, we would be subject to
limitations under the 1935 Act related to our acquisition, ownership and
operation of energy assets outside of our current business plan and payments of
dividends by us and our subsidiaries from unearned surplus. Additionally, we
would need to obtain approval under the 1935 Act prior to acquiring the voting
securities of any public utility or taking any other actions that would result
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in affiliation with another public utility. Following the distribution, we would
no longer be subject to the provisions of the 1935 Act either as a subsidiary or
an affiliate of Reliant Energy.
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THE NETHERLANDS

In 1998, the Netherlands established a privatization program under the
Dutch Electricity Act. Under this legislation, the Dutch electricity market was
opened to limited wholesale and retail competition on January 1, 1999. Beginning
January 1, 2001, the wholesale market was completely opened to competition.
Industrial customers who are end users have been able to select their suppliers
since January 1, 1999. The next customer segment, composed primarily of
commercial customers, will be liberalized in 2002. The remaining customers,
mainly residential, are expected to be able to choose their electric supplier as
early as 2003. The timing of these market openings is subject to change,
however, at the discretion of the Dutch Minister of Economic Affairs. For
information regarding the recent stranded costs legislation in the Netherlands
and the proposed sale of TenneT, please read Note 11(f) to our consolidated
financial statements.

Prior to 2001, UNA, the other large Dutch generating companies and the
Dutch distribution companies operated under various agreements that regulated,
among other things, the rates UNA could charge for its generation output.
Pursuant to these agreements, UNA and other generators sold their generating
output to a national production pool operated by a company owned by the
generators and, 1in return, received a standardized remuneration. The
remuneration included fuel cost, capital cost and operation and maintenance
expenses. UNA also operated under the protocol, which is an agreement under
which the Dutch generators agreed to provide capacity, energy and various other
services to distributors for a total payment of NLG 3.4 billion ($1.5 billion
based on the December 31, 2000 exchange rate of 2.34 NLG per U.S. Dollar) over
the period 1997 through 2000 plus compensation of actual fuel costs. Effective
January 1, 2001, these agreements expired.

ENVIRONMENTAL
GENERAL ENVIRONMENTAL ISSUES

We are subject to a number of federal, state and local requirements
relating to:

— the protection of the environment, and

— the safety and health of personnel and the public.

These requirements relate to a broad range of our activities, including:

- the discharge of pollutants into the air and water,

— the identification, generation, storage, handling, transportation,
disposal, record keeping, labeling, reporting of, and emergency response
in connection with hazardous and toxic materials and wastes, including
asbestos, associated with our operations,

- noise emissions from our facilities, and

- safety and health standards, practices and procedures that apply to the
workplace and to operation of our facilities.
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In order to comply with these requirements, we may need to spend
substantial amounts and devote other resources from time to time to:

— construct or acquire new equipment,

- acquire permits and/or marketable allowances or other emission credits
for facility operations,

- modify or replace existing and proposed equipment, and

95
98

— clean up or decommission waste disposal areas, fuel storage and
management facilities and other locations and facilities, including coal
mine refuse piles and generation facilities.

We anticipate investing up to $600 million in capital and other special
project expenditures between 2001 and 2026 for environmental compliance. If we
do not comply with environmental requirements that apply to our operations,
regulatory agencies could seek to impose on us civil, administrative and/or
criminal liabilities as well as seek to curtail our operations. Under some
statutes, private parties could also seek to impose civil fines or liabilities
for property damage, personal injury and possibly other costs.

Air Emissions. Our facilities are subject to the Federal Clean Air Act and
many state laws and regulations relating to air pollution. These laws and
regulations cover, among other pollutants, those contributing to the formation
of ground-level ozone, carbon monoxide, sulfur dioxide, or "SO(2)," and
particulate matter. As a general matter, our facilities emit these pollutants at
levels within regulatory requirements. Fossil-fired electric utility plants are
usually major sources of air pollutants, and are therefore subject to
substantial regulation and enforcement oversight by the applicable governmental
agencies.

Pollutants Contributing to Ozone. Substantially all of our facilities burn
fossil fuels, primarily coal, oil or natural gas, to produce electricity. The
combustion of fossil fuels produces nitrogen oxides, or "NO(x)," which can react
chemically with organic and other compounds present in the lower portion of the
atmosphere to form ozone. Ozone in the lower portion of the atmosphere, or
"ground-level ozone," is considered by government health and environmental
protection agencies to be a human health hazard, which has prompted both the
federal and state governments to adopt stringent air emission requirements for
fossil fuel-fired generating stations. These requirements are designed to reduce
emissions that contribute to ozone formation, with particular emphasis on NO(x) .

Carbon Dioxide. In November 1998, the United States became a signatory to
the Kyoto Protocol to the United Nations Framework Convention on Climate Change.
The Kyoto Protocol calls for developed nations to reduce their emissions of
greenhouse gases, which are believed to contribute to global climate change.
Carbon dioxide, which is a major byproduct of the combustion of fossil fuel, is
considered to be a greenhouse gas. The Kyoto Protocol, however, will not become
enforceable law in the United States unless and until the U.S. Senate ratifies
it. If the U.S. Senate ultimately ratifies the Kyoto Protocol and greenhouse gas
emission reduction requirements are implemented, the resulting limitations on
power plant carbon dioxide emissions could have a material adverse impact on all
fossil fuel-fired facilities, including our facilities.

Particulates. The U.S. Environmental Protection Agency, or "EPA," issued a
new and more stringent national ambient air quality standard, or "NAAQS," in
July 1997 for fine particulate matter. Under the time schedule announced by the
EPA when the new standard for fine particulates was adopted, geographical areas
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that were nonattainment areas for the standard were to be designated in 2002,
and control measures for significant sources of fine particulate emissions were
to be identified in 2005. On May 14, 1999, however, the U.S. Court of Appeals
for the District of Columbia Circuit vacated and remanded the fine particulate
standard to the EPA for further justification. As a result, there is no
presently enforceable standard for fine particulates, and we do not know what
impact, if any, future revision to this standard may have on our facilities. If
an ambient air quality standard for fine particulates is promulgated, further
NO (x) and SO(2) reductions may be required for those of our facilities located
in areas where sampling indicates the ambient air does not comply with the final
standards that are adopted.

Solid Wastes. All of our U.S. facilities operate in states that have been
authorized to administer the federal Resource Conservation and Recovery Act, or
"RCRA, " which regulates the management and disposal of hazardous wastes. These
states also regulate, through their own state programs, the management and
proper disposal of non-hazardous waste and recycled
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materials. We have significantly reduced our overall waste disposal amount
through various pollution prevention and waste minimization programs.

Water Issues. The federal Clean Water Act generally prohibits the discharge
of any pollutants, including heat, into any body of surface water, except in
compliance with a discharge permit issued by a state environmental regulatory
agency or the EPA. All of our facilities that are required to have such permits
either have them or have timely applied for extensions of expired permits and
are lawfully operating under the prior permit.

The EPA has issued for public comment proposed rules which would impose
uniform, minimum technology requirements on new cooling water intake structures.
Similar rules for existing intake structures are expected to be prepared in the
summer of 2001. It is not known at this time what requirements the final rules
for existing intake structures will impose and whether our existing intake
structures will require modification as a result of such requirements.

In July 2000, the EPA issued final rules for the implementation of the
Total Maximum Daily Load, or "TMDL," program of the Clean Water Act. The goal of
the TMDL rules is to establish, over the next 15 years, the maximum amounts of
various pollutants that can be discharged into waterways while keeping those
waterways in compliance with water quality standards. The establishment of TMDL
values may eventually result in more stringent discharge limits in each
facility's wastewater discharge permit. Such limits may require our facilities
to install additional wastewater treatment, modify operational practices or
implement other wastewater control measures. Certain members of Congress have
expressed to EPA concern about the TMDL program with respect to such issues as
the scientific validity of data used to establish TMDLs as well as the costs to
implement the program.

REGIONAL ENVIRONMENTAL ISSUES —-—- WHOLESALE ENERGY —-—- MID-ATLANTIC REGION

Liability for Preexisting Conditions. Under the purchase agreement for the
acquisition of our Mid-Atlantic generating facilities, we agreed, with a few
exceptions, to:

— assume liability for, and provide indemnification against, remediation
and other consequences of the presence, handling, storage or release of
hazardous and toxic materials on any of the sites of our Mid-Atlantic
region electric generating stations or at off-site locations to the
extent resulting from events on or after November 24, 1999, and any
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noncompliance by Sithe Energies with environmental requirements, in each
case, except as noted, whether arising or relating to events occurring
prior to, on or after the date of the acquisition from Sithe Energies,
and

— assume similar indemnification obligations of Sithe Energies owed to the
prior owners of the facilities.

We are not currently aware of any environmental condition at any of our
Mid-Atlantic region facilities that we expect to have a material adverse effect
on our financial position, results of operations or cash flows.

Nitrogen Oxides. A multistate memorandum of understanding dealing with the
control of NO(x) air emissions from major emission sources has been signed by
the Ozone Transport Commission states primarily in the Mid-Atlantic and
Northeastern states. The memorandum of understanding and underlying state laws
establish a regional three-phase plan for reducing NO(x) emissions from electric
generating units and large industrial boilers within the Ozone Transport Region,
or "OTR." Implementation of Phase 1 was the installation of Reasonably Available
Control Technology, or "RACT," no later than May 31, 1995. This was successfully
completed. Phase 2
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commenced in 1999 and will continue through 2002. Phase 3 will begin in 2003.
The rules implementing Phase 2 and 3:

- establish NO(x) budgets, or emissions "caps" during the ozone season of
May through September,

— establish methodology to allocate the allowances to affected sources
within the budget, and

- require an affected source to "account for ozone season NO(x) emissions
through the surrender of NO(x) allowances."

The number of NO(x) allowances available to each facility under the annual
budget decreases as the program progresses; thus, forcing an overall reduction
in NO(x) emissions. We currently have been allocated sufficient NO(x) allowances
to meet the Phase 2 emission reduction targets. During Phase 3, we will receive
fewer allowances under a reduced NO(x) budget. We currently anticipate capital
expenditures of approximately $64 million between 2001 and 2003 to meet the
Phase 3 budget levels for our wholly owned Mid-Atlantic facilities. We also
anticipate that the consortium of owners of the Conemaugh and Keystone stations
will elect to install additional NO(x) controls on one or more of the boilers at
these stations during the next few years to maintain compliance with these
facilities' budget allocations. We will be responsible for the cost of any
capital expenditures at Conemaugh and Keystone in proportion to our ownership
percentage through a NO(x) cap and trade system, similar to that described below
for SO(2). We may purchase NO(x) allowances in addition to those that are
allocated to our facilities in order to minimize the total cost of compliance.
We also believe that recent installations of additional boiler operational
control systems at our Keystone and Conemaugh stations and future installations
at the Portland and Shawville stations will further enhance our ability to
control NO(x) emissions.

Pennsylvania and New Jersey state regulations implement both the Phase 2
and Phase 3 emission reductions through a NO(x) cap and trade system, similar to
that described below for SO(2). Under regulatory systems of this type, we may
purchase NO(x) allowances from other sources in the area in addition to those
that are allocated to our facilities, instead of installing NO(x) emission
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control systems at our facilities. Depending on the market conditions, the
purchase of extra allowances for a portion of our NO(x) budget requirements may
minimize the total cost of compliance. Our current NO(x) compliance strategy
relies primarily on emission reduction projects, but does incorporate some
allowance purchases for a small fraction of our expected NO(x) allowance
requirements.

Separate and apart from the requirements described above, the EPA has
initiated several regulatory and enforcement efforts that are intended to impose
limitations on major NO(x) sources located in the eastern United States and the
Midwest in order to reduce the formation and regional transport of ozone. Such
regulatory efforts include the EPA's "Section 126 rule" and the "NO(x) SIP
Call," both of which would establish a federal NO(x) emissions cap-and-trade
program that would apply to some existing utilities and large industrial sources
located in 12 states whose emissions the EPA has determined contribute to air
quality problems in "downwind" states (generally in the northeast corner of the
United States). The Pennsylvania regulations in 25 PA, Chapter 145 and New
Jersey regulations under N.J.A.C. 7:27-31 will satisfy the NO(x) emission goals
specified in those regulatory efforts.

The EPA also has been conducting a nationwide enforcement investigation
regarding the historical compliance of coal-fueled electric generating stations
with various permitting requirements of the Clean Air Act. Specifically, the EPA
and the U.S. Department of Justice have recently initiated formal enforcement
actions and enforcement litigation against several other utility companies that
operate coal-fueled utility stations, alleging that these companies modified
their plants (sometimes more than 20 years ago) without proper preconstruction
permit authority. The Conemaugh station responded to a formal information
request by the EPA in June
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1998 related to this EPA enforcement initiative. Subsequently, the Shawville and
Keystone stations responded to similar, but more detailed, requests. The EPA has
not filed an enforcement action or initiated litigation against us at this time.
Nevertheless, such litigation, if pursued successfully by the EPA against any of
these three stations, could result in the imposition of substantial penalties
and could accelerate the timing of emission reduction expenditures currently
contemplated for the facilities. If fines and penalties connected to such
litigation are imposed on our facilities, affiliates of GPU, Inc. will be
responsible for such fines and penalties but GPU, Inc. will not be responsible
for emission reduction expenditures necessary to correct any historical
non-compliance.

Sulfur Dioxide. The Clean Air Act acid rain provisions require substantial
reductions in SO(2), emissions. Implementation of the acid rain provisions is
achieved through a total cap on SO(2) emissions from affected units and an
allocation of marketable SO(2) allowances to each affected unit. Operators of
electric generating units that emit SO(2) in excess of their allocations can buy
additional allowances from other affected sources. We currently project the
number of SO(2) allowances allocated to our Mid-Atlantic units will be less than
projected SO(2) emissions through 2026. Whether we will have an excess or
deficit of SO(2) allowances for any given year will depend, in part, on the
capacity utilization of each of the units. We currently intend to comply with
acid rain SO(2) requirements by purchasing additional allowances to make up any
deficit from our allowance allocation. However, depending on the extent of any
allowance deficits, the price and the availability of allowances and other
regulatory factors, we will consider changing to low-sulfur coal or other
emission control technologies to maintain compliance.

A number of our coal-fired stations have also had to address concerns
raised by the state and federal environmental agencies regarding impacts on the
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ambient air quality caused by the facility's SO(2) emissions, and specifically
impacts on modeled compliance with the NAAQS for SO (2).

The Keystone, Conemaugh and Seward stations are located in the proximity of
the Chestnut and Laurel Ridges. To address concerns expressed by the EPA and the
Pennsylvania Department of Environmental Protection, or "PaDEP," about the
ambient air quality for SO(2) in this area, a prior owner of those stations
conducted air quality modeling studies for these three stations to assess
compliance with the NAAQS for SO(2). Based on these studies, more stringent
SO(2) emission limits were placed on these three stations, and the stations
currently comply with these limits. Based on similar SO(2) NAAQS modeling
studies for the Portland, Warren and Shawville stations, the PaDEP imposed more
stringent SO(2) emissions limits at the Warren station. The results of the
studies show that the Portland and Shawville stations do not require revised
SO(2) emission limits to demonstrate attainment of the SO(2) NAAQS. Finally, the
results of a similar SO (2) NAAQS modeling study for the Titus station suggest
that SO(2) emissions reductions or increased vent gas dispersion may be
necessary to maintain modeled NAAQS compliance. Final resolution of the Titus
SO (2) modeling study could result in the construction of a new emissions stack
to increase vent gas dispersion within the next two or three years, which may
cost an estimated $5 million to $7 million.

Visibility Impairment Rules. The EPA has promulgated regulations relating
to reduction in the impairment of visibility resulting from man-made pollution.
The primary target of these regulations would be SO(2), NO(x) and hydrogen
chloride air emissions from stationary sources. The regulations have been
challenged in court, and the ultimate impact of these regulations on our
facilities is uncertain. Even under the existing regulations, there would be no
impact on our facilities until 2012 and beyond.

Mercury. The EPA is currently considering whether it will regulate steam
electric generating plants under Title III of the Clean Air Act, which addresses
emissions of hazardous air pollutants from specific industrial categories. Power
plants are a source of mercury air emissions. If the EPA decides to regulate the
electric power industry under Title III of the Clean Air Act, it will likely
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establish emission control standards for mercury, as well as, potentially, other
hazardous air pollutants. The standards likely would not be imposed on affected
sources until 2010 or later. The applicable control level is uncertain, as is
the cost of these potential future rules.

Asbestos and Lead-based Paint. Many of our facilities are more than 40
years old, and as a result contain significant amounts of asbestos insulation,
other asbestos containing materials, as well as lead-based paint. Existing state
and federal rules require the proper management and disposal of these
potentially toxic materials. We have developed a management plan that includes
proper maintenance of existing non-friable asbestos installations, and removal
and abatement of asbestos containing materials where necessary because of
maintenance, repairs, replacement or damage to the asbestos itself. We have
planned for the proper management, abatement and disposal of asbestos and
lead-based paint at our facilities in our financial planning.

Clean Water Act. The PaDEP is currently evaluating the existi