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STITES &HARBISON 
1 I-- 

A T T  0 R N E Y S 

April 28,1999 

BY HAND DELIVERY 

Ms. Helen Helton 
Executive Director 
Public Service Commission of Kentucky 
P.O. Box 615 
Frankfort, KY 40602-06 15 

421 West Main Street 
Post Office Box 634 
Frankfort, KY 40602-0634 

15021 223-4124 Fax 

iKXT'&;CsPrZlet 

moverstreetestites.com 

15021 223-3477 

[502] 223.3477 Ext. 219 

RE: Joint Application of Kentucky Power Company, American Electric Power 
Company, Inc. and Central and South West Corporation, P.S.C. Case No.99 - 
149 

Dear Ms. Helton: 

Please accept for filing an original and seven copies of the Joint Applicants' Response to 
Staffs Oral Data Requests 2-4 made at the April 22, 1999 informal conference. The Joint 
Applicants' Response to Oral Data Request 1 previously has been filed with the Commission and 
served on Ms. Blackford and Messrs. Boehm, Brew and Jones. A copy also has been dispatched 
by overnight delivery for delivery today to those persons on the attached service list. 

Thank you for your assistance. 

hark  K. Overstreet 

cc: William H. Jones, Jr. 
Elizabeth E. Blackford 
James W. Brew 
Richard G. Raff 

+chard S. Taylor 

KE057:KE13 1 :ZOSO:FRANKFORT 

Louisville, KY Lexington, KY Frankfort, KY Hyden, KY Jeffersonville, IN Washington, DC 

http://moverstreetestites.com


CERTIFICATE OF SERVICE 

I hereby certifj that a copy of the Joint Applicants' Response to Staffs Oral Data 
Requests at the April 22, 1999 Informal Conference was served by overnight delivery on April 
27, 1999 for delivery this 28th day of April, 1999 upon: 

Elizabeth E. Blackford 
Assistant Attorney General 

David F. Boehm 
Boehm, Kurtz & Lowry 

Office of Rate Intervention 
1024 Capital Center Drive 
Frankfort, Kentucky 4060 I 

21 10 CBLD Center 
36 East Seventh Street 
Cincinnati, Ohio 45202 

James W. Brew 
Brickfield Burchette Ritts, P.C. 
1025 Thomas Jefferson Street, N. W. 
Eighth Floor, West Tower 
Washington, D.C. 20007 Fifth Floor 

William H. Jones, Jr. 
VanAntwerp, Monge, Jones & Edwards, 
LLP 
1544 Winchester Avenue 

Ashland, Kentucky 4 1 105- 1 1 1 1 
/--- . 

KE057:KEl3l:2051 :FRANKFORT 
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STITES &HARBISON 

A T T O R N E Y S  

April 21,1999 

I- - 

Teri Walker 
Central and South West Corporation 
16 16 Woodall Rodgers Freeway 
P.O. Box 75202 
Dallas, Texas 75266-0164 

Dear Teri: 

At Lucas Karavolos' request, I am forwarding to you six signed certificates of service for 
attachment to our responses to the upcoming data requests. An original certificate should be 
attached to the oripinal of our response to each set of data requests. That is, separate originals 
should be attached to the original of our responses to W C ,  AG and Commission's first data 
request (which are due May 4, 1999). The same is true for our response to the second set of data 
requests. 

You will note that the certificate is incomplete. Missing is the date the responses were 
served, that is, deposited in the mails or delivered to the overnight delivery service. You will 
have to complete the date when it is known. In addition, I will forward to you later a list of the 
persons served. The list should immediately follow the certificate. As of now, no one has 
intervened in our case and thus we do not know the names or addresses of the persons to be 
served. 

If you have any questions, please do not hesitate to cont '. p" me- 

cc: Lucas Karavolos 
Enclosures 

KE057:KE131:2005:FRANKFORT 
042 199 



CERTIFICATE OF SERVICE 

I hereby certifL that a copy of the foregoing was served in the manner indicated on this 
day of May, 1999 upon the 

Mark R. Overstreet 



KENTUCKY MERGER FILING 
DISTRIBUTION OF TECHNICAL CONFERENCE DATA REQUESTS 

Hon. Mark R. Overstreet 
STITES & HARBISON 
42 1 West Main Street 
P. 0. Box 634 
Frankfort, KY 40602-0634 
(Counsel for Kentucky Power) 

Fax: 502/223-4124 
Ph: 5021223-3477 

Hon. Elizabeth E. Blackford 
ASSISTANT ATTORNEY GENERAL 
1024 Capital Center Drive 
P. 0. Box 2000 
Frankfort, KY 40602-2000 
Ph: 502/573-4994 

Hon. David F. Boehm 
BOEHiM, KURT2 & LOWRY 
21 10 CBLD Center 
36 E. Seventh Street 
Cincinnati, OH 45202 
(Counsel for KIUC) 
Ph: 513/421-2255 

Mr. Errol K. Wagner 
Director of Regulatory Affairs 
KENTUCKY POWER COMPANY 
1701 Central Avenue 
P. 0. Box 1428 
Ashland, KY 41101-1428 
Ph: , 606/327-1283 
FAX:. 606/327-3 101 

Lucas Karavolos .- 

James W. Brew 
Brickfield Burchette Ritts, P.C. 
1025 Thomas Jefferson Street, N.W. 
Eighth Floor, West Tower 
Washinaton. D.C. 20007 

Judy L. Gallo 
American Electric Power Service Corporation 
1 Riverside Plaza 
Columbus, Ohio 4321 5-2373 \ 

William 13. Jones, Jr. 
VanAntwerp, Monge, Jones & Edwards, Up 
5h Float 
1544 Winchester Avenue 
Ashlsnd, Kentucky 41105-Ill1 

AMERICAN ELECTRIC POWER COMPANY INC. 
1 Riverside Plaza 
Columbus, OH 432 15-23 73 
Ph: 614/223-2815 

I 
I 
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KPSC Case No. 99-149 
TC (1 st Set) 

Order Dated April 22, 1999 
ItemNo. 2 

Sheet L o f  1 

KENTUCKY POWER COMPANY 
d/b/a AMERICAN ELECTRIC POWER 

REQUEST: 

Please provide a copy of AEP’s and CSW’s 1996-1998 Ann1 a1 Report t Shareholders. 

RESPONSE: 

Please find attached copies of AEP and CSW’s 1996-1998 Reports to Shareholders including 
Appendix A. 

WITNESS: R CH, RD E. CZIP 
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Total Engrgy Sales - .:-*, c r i  :< . ,:;. .:::-c,+'-:a 132,573 120.653 
Total Assets .- 1 :'-< 3 I 5.886 $15.902 

2,943,O I6 2.91 1.930 Retail Customers :: ..? . - -Y: 

Total Employment :. -: : :. .. I7,95 I I 8.502 
Fuel Supply Employment :. +.:.. .:" 1,757 1.748 
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AMERICAN ELECTRIC POWER i s  one of the n-cion's largest electric utility holdlnt :ompanies. serving almost 
7 million people in parts of Ohio. Michigan. Indiana. Kentucky.West Virginia.Virginia and Tennessee. AEP's 38 power 
plants have a capacity of 23.8 million kilowatts.The AEP transmission and distribution system IS  one of the largest 
in the world, with 22.000 circuit miles of transmission lines and I 19.000 miles of overhead and underground 
distribution lines. 

American Electric Power is a leading advocate of bringing more competition to the electric utility industry, 
This report highlights some of the ways that AEP is transforming itself by working with customers and improving 

internal operations to become America's Energy Partner. This summary report to shareholders contains financial 

highlights from 1996. Full disclosure of all financial information is included in Appendix A to the Proxy Statement. 

Additional information about AEP also i s  available on the Internet a t  http:/lwww.aep.corn. 

m 
2 
n 
m 
a 

n 

http:/lwww.aep.corn


L 
B 
L * 
0 

U 

C 
a 
E 
a 
L - 
s 
W 

I 

' L !  
l o ;  j P I  

0 .  

I /  

Attacluiient 1 
Page 3 of 357 

U S C  Case No. 99-14!, 
TC (1 st Set) 

Ordcr Dated April 22. 1999 
ltcm No. 2 

- -  

DEAR FELLOW SHAREHOLDEHS 

:hac boosted whoiesale power sales and continued growth in our s e r v i c ~  

:eixory Contributeg to near-record resulcs for AEP in 1996. Eai-nir,gs per 

shai.2 of 53.14 were che cest since I989 and represent a 10.2 percent ;:in 
over 1995's results. Net income reached 9587.4 million, a 10.9 percent 

j 5  85 billion from 95 S i  aillion. 

A new and innovative program Dr. E. Linn Draper jr.. C!iAtrmw 

.2f !he 8o.113. Ci;!ei E.(CcutIve Oiflcel. 

i n d  ?i-ejlccnc. i t !  :t.oc! .?i t i i ~  !J 5 

C.iDI:ol C : i ~ t > q ~  .il i e w n i  XIC m t e  

hws NIII n ~ v e  2 pwiounc d iec !  91) the 

yea~--over-:iear impi-ovement. 0pei.ating 1-evenues increased 3.2 percent :s .?ec;i'bc L;:t!~ty :ncL.s:r;t n cz imiq  yem-r 

Much of our success :an be attributed to our syscem powei nui-kecs operation This division. 
which sells power ana crmsmission services to ocher utilities and wholesale buyes-s. scored several significant 
accomplishmencs dui ing the year increasing wholesale sales 46 percent to 32 million megawatchout s Those 
d e s  were supported by 3ur J O i l i t Y  to boosc seneracion by 10 percent to I 3 7  million megawatthoui.~ 

We added 3 1.086 retail customers during [he year and sold more than IO0 million niegAwatthours of 

elecmcity a: the retail level for the firs: time. Thar sales record i s  an accomplishment that only one ocher U S 
utility has ever  achieved We dso artracced some malor new industrial facilities to our service area. Foremost 
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We are taking a giant step t o  expand our presence worldwide with our recently I announced plans t o  acquire Yorkshire Electricity Group plc in England in cxilunction 

e 
with Public Service of Colorado. 

Though .I &iiI i a t  3e .:CII~C I: ;ui' j?i-\ ic?  ea. AEP .wiI 5e adair; :: jLODl)' power to the new AK 
Steel cold rolling nrill .I- ;:CKS,. C;L::C\~. im. :ieJ1* :;II. Rci:csct.l: >iar, t .  iii J C S I : . C ~ .  %P Eiierzy Services. Inc.. 

our wholly owned silbsiaiary. wiil be ?roviainx many of che engineering. design ma  constructioc services 
required to supply electr-c scwei- IC :he elm. For both ToyotJ. md  AK Steel. A€?'; x x m i i c  development 
sta f f  was heavily involved in helping to !cote these facilities. These pi-olects w e  a tribute to aur competitive 
position. our abiliq to work with the communities we serve and our aggressive pursuit of new customers. 

Low rates certainly make us an attract ive supplier of energy. but AEP i s  much mor? than J low-cost 
provider of electrons Another success story in I996 was our selection by one of the nation s I q e s t  retailers, 

Sears, Roebuck & Co . to be a regional provider of energy management services ' d e  were chosen as one of 
several energy companies in different regions to help improve chis retailers energy efficiency I ts  an exciting 
alliance that will help each of us explore new techniques in the energy management field 

We are taking a giant step to expand our presence worldwide with our recently announced plans to 
acquire Yorkshire Electricity Group plc in England in conlunction with Public Service of Colorado Yorkshire 
distributes electricity to 2 I million industrial 
commercial. agriculturd m d  residential customers 
in northeast England AEP and Public Service of 

Colorado will equally own Yorkshire Holdings plc. 
which will acquire the Leeds-based utility 

This alliance with mother strong U S utility 
gives us the opportunity to participate strategically 
in the energy market in Great Britain. which began 
moving toward conioetition ahe~d of the United 
States We expect :o learn much tbout campeticion 
while enloying the benefits of 3n icti x w e  westnienr 
with a strong psi-tnei in I new qvi-ket 

AEP entered m c  1 significant venture Iast year 

two Chinese organizscions to build J. 250-megawatt pow 
near Nanyang City in Henm Province. China. The joint v 

company. Nanyang General Light Electric Co. Ltd.. was formed 
with affiliates of the local power supplier and Nanyang City. This I 
venture gives us solid experience in one of the fastest growing mal-kets in the world. a. 

During I996 we saw a number of proposals to move toward a competitive retail market. We applaud 
those efforts. We know that competition will benefit our customers and AEP shareholders 
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But we also know cn.it more needs to be done cn rhe legislative front. While we believe that each 
state ulcimately snoiild decide for +[self when to adopt 3 compevive market. we recognize that Congress has 
a key r d c ,  Tc. :e i c . 2  :3 :?nipere on 3 fair 3nd ec;wat. le xsis'w;th the many new companies in the energy 
indljstry. we must nave :he Public Utility Holding Com~anv Act of I935 repealed. This Depression-era law has 

competir?j ?ifec:iw/ .ma oifenng che services chat businesses and consumers need and want. 
-JU[:$',e< Tj >;+. , ';.- 2 .f.. . . _ I _  I . , .  c: .. ,~ic!n: ~:-mi~.:iy..! .ii..i.-:tion. IC prevents companies such as AEP from 

A..-r..;-,. 
I - . - . I  - .  s L e  :n.x cmtinues co iooni over . A i ?  ?:x indeea. the entire Midwest. IS the ongolng 

::rt '*:v:,.;t ::: .: ::::-.: .* I -C i:::*cs:i>?e.? Vricr:.:-;:.:. .I :::s !mDoi'tant environmental issue is being used 
1s 1 q c e : :  s ~ . : c i  I C ' Z C . ~  :y j t r j e  ~utilit!es .I: :he Nor:x.is: ;orcioii of the United States to delay competition. 
Clainis 3~ j2n-t -::rz:epb 2xide einssions irom P'lc,**~t ndusi. y. especiall, coal-burnlng power plants. are 
3 mqor source ?i cne 3:ow problenis in the Northem iinrpiy w e  not supported by science. Simply put, some 
utilities '11 :?e Noi-:!~asc 'eel :hey m ' c  comDete witP~ 'w - :3s t  power producers. so they want to delay 
competition or snift the environmental burden to others. 

Preliminary studies indicate that the real culprits of the Northeast ozone problem are the millions of 
autos and trucks that clog the region. Reducing tailpipe emissions is the most direct way of solving any region's 
smog problem, but also the most unpopular. It means higher fuel costs. stricter vehicle testing and other less 
popular measures for people who live in that area. We all know it's politically less expensive and more expedi- 
ent to blame someone else for your problems. AEP has never shirked from its environmental responsibility and 
we don't believe others should. either. 

Looking ahead. we continue to consider ways to offer our customers natural gas. either through an 
affiliation with a natural gas provider or an outright acquisition. More and more. our customers are looking for 
one source for all their energy needs and AEP intends to be that source It's a malor goal for 1997 

AEP will face many legislative ana regulatory challenges during the coming year as Congress and the 
mious s ta te  legislacures consider sndustry restructuring an0 environmental issues We hope that we can count 
on our shareholders to make [heir voices heard when opportunities 3nd [he need arise If you would like to 

contact your state or U S representative and senators. please return the postage-paid reply card included in 
this annual report We II track the issues and Keep you aware of important trends and perhaps ask you to write 

your lawmakers as  legislation is introduced 

Finally. I want to note the passing of my predecessor. Richard E. Disbrow. this past fall. Dick retired as 
chairman and chief executive officer in I993 after 38 distinguisned years with AEf? He w x  a recognized leader 
In the eleccric utility Industi-y. paixiculai-ly in the field of tr3nsmisSion ,ssues. and was known as a man of 
conviction withir, :t:e :ticusti-y he helped shape. 

Last year KIS  3 jood /ear for AEP N e  reached recot'-: EVEIS or electricity sales We developed 
I novacive and prcfitable new products We expanded our reach in one of the highest growth markets in the 
world And we ser che stage to take advantage of more of what c3mpetition has to offer More than ever, we 
are polsed to be Americas Energy Partner 

L. Q*K 
E. Linn Draper jr. 

- .. . . . ,- - . .  . 
_ _  . - ,- - . .  . .. . . _. . . . . . . . . . . . . :.. . . . . 
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-iEI.i'INZ CUSTOMEI7S I t ' s  o n l y  n a t u r a l  

f o r  A m e r i c a n  E lec t r i c  Power, one o f  t h e  

na t ion 's  l a rges t  a n d  geograph ica l l y  

w i d c s p r e a d  i n v e s t o r - o w n e d  e lec t r i c  

u t i l i t y  h o l d i n g  companies, t o  b e  Amer ica 's  

Encrgy Par tne r .  AEP o p e r a t e s  in 7 rcven- 

s t a t e  region. encompass ing  a l m o s t  7 

million p e o p l e  in i t s  serv ice  area. It r u n s  

one o f  t h e  l a rges t  capac i t y  g e n e r a t i n g  

systems in t h e  n a t i o n .  I t s  cos ts  a re  a m o n g  

t h e  l o w e s t  in t h e  reg ion .  

To enhance  t h a t  s t r o n g  pos i t i on ,  

AEP has b e e n  h a r d  a t  w o r k  t o  u p g r a d e  

service, l o w e r  cos ts  f u r t h e r ,  i m p r o v e  

ef f ic ienc ies a n d  h e l p  i t s  c u s t o m e r s  do t h e  

same in t h e i r  own businesses. We're not 

l u s t  a  u t i l i t y ,  but a t r u e  e n e r g y  p a r t n e r .  

The  pages t h a t  follow show h o w  

AEP has i m p r o v e d  i t s  o w n  o p e r a t i o n s  

wh i l e  he lp ing  i t s  c u s t o m e r s  o p e r a t e  

be t te r ,  m o r e  c lean ly  a n d  m o r e  p r o f i t a b l y .  

I t ' s  w h a t  a n  energy  p a r t n e r  should do. 

I t ' s  p a r t  of AEP's v i s ion  t o  b e  c u s t o m e r  

focused, emp loyee  o r ien ted ,  shareho lder  

conscious - t h e  wor ld ' s  p r e m i e r  supp l i e r  

o f  e l e c t r i c i t y  and r e l a t e d  services. 
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The Associated 

€3 u s  in e s s 

Development 

group designed 

the changes 

needed to 

bring Jefferson 

Mi l ls  up LO rho 

standards 

demanded by 

high-tech 

equipment 

and installed 

the substation 

upgrades. 

p a r t n e r  

A E P  HELPS TWIST A G o O D  Y A R N  TWO years ago. Jefferson Mills Inc. had 

probiem many companies would m y  - too much business. Demand for i t s  yarn 

:ex:Li-,nz jei-vice. which u-eacs i?:-? ry wistinz and heatin: it to glve it elastic 

quaiities. was overwhelming the P:.IIxki.Vx. companv 

But Jeifei-son Mills' investi:?er,t In new technology would mean litt le if it 

dicn t have wotection against pwet '  j ~ ~ i . ~ ~ S  cycle vari;1cions and momentary power 

outages, which can affect production 3ne disrupt conipucer-controlled machinery. 

To help bring i ts  electrical system up to speed. Jefferson Mills turned to 

AEP and Business Services Major Account Executive Kenneth L. Roberts. Roberts 

arranged for AEP's Associated Business Development unit to perform a complete 

diagnostic review of Jefferson Mills' on-site electrical system.The Associated Business Development group 

engineered the changes needed to bring it up to the higher performance standards demanded by high-tech 

equipment and installed the substation upgrades 

Power quality issues largely are 3 thing of the past. Jefferson Mills' equipment upgrade 

has been so successful that it recently began a 2 I .OOO-squai-e-foot addition and 

expanded i t s  work force by 9 percent AEP has  since been hired to maintain 

..J.. .+& the mills' substation and EO ensure :b?t Jefferson Mi!ls aisN;y; will be able to 

All;iclimcril 1 s t  a good yarn. 
rage 7 or 357 

TG'SC C ~ X  NO. '99- 149 
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cul. 
p a r t n e r  

AEP. 1 . 0 .  F O O T E  F O R G E  S U S C E S S  When Thomas Updike acquired :he family-owned J.6. Foote Foundry 

in Fredericktown. Ohio. !n Febrtlary 1987. workers were making casc iron preLiy much the same way as a 

century exiier - nieirinz Ic  in 3 coke-fited cupoia. Not only was it inefficient. but quality was difficult to 

-,..,. , -- .. ~ - -  _ _  ...- -.:. - - \  I ::u:c ici ccniply with qew. j t I"c<e" clean air  regulations. 

. -  . - < -  '.,-.. -: - i 3 :  & ' . i O j  j?.lI: iobrai.:es ,her,: :LC 3 Suslnecs in r,he 1970s and '80s because they 

Nere ,rJcie :o C3nDet5 ma  meet new environn?enrd srmdards. Working with AEP. J.B. Foote turned 

:,a CIE.::,- ~ . : * / - ~ . i i ~ ~  :e<?i+aicz!es :3 j c ive I ts  coiiipet;ci*Ie 3rd pollution issues by insalling ~ W O  coreless 

.nmc:lor etecr~c 'ii-naces. AEP x o u n c  representatives and en;ineers were able to help'updike select 

fur-naces thac wocld provide the most versatility and operate a t  the lowesc cost. AEP also offered Updike 

2 special economic development rate thac let htm pnase In certain electric charges over a three-year period. 

I 
J.B. Foote 

turned to 

electricity- 

based 

technologies 

t o  solve i t s  

competitive 

and pollution 

issues by 

installing two 

coreless 

induction 

electric 

furnaces. 

D 

Not  only did the foundry eliminate i t s  pollution problem and create a better 

work environment. but it saw a quantum leap in quality The induction furnaces allow 

J.B. Foote to more closely control the tolerances of i t s  cast alloys. enabling the 

70-person firm to produce castings that come close to the strength of steel.1.B Foote 

has since gone into new, higher-margin specialty markets Those include some of the 

nation's largest mining and energy equipment and pump manufacturers 

Today, J.B. Foote is thriving. Working with AEP Business Services Major Account 

Executive Jeffrey W. VanDine. the company is undertaking a $4.5 million. 19.000- 

square-foot expansion 

chat will include an 

increase in the capacity of 

the existing furnaces and 

the addition of 5. third. 

The extra space noc only will add capacicy. it 

will Improve work flow. boosting productivity 

even more Even with the improved efficiency 

J B Foote expects !o c r e x e  another 25 lobs in 

rural Ohio dui-mg the next two to cht-ee years 

Thanks to the improvements in quality and 

efficiency th3t electrotechnologies have 

fostered and with AEP's partnership. Updike 

believes he can now compete with any 

comparably sized foundry in the industry - 

The J.B. Foote Foundry turned to electric 

coreless induction furnxer to improve quality 

increase production and meet new pollution 

requirements 

' I  
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E L E C T R O T E C H N O L O G Y  HELPS ELECTROPLATING Franke Plating decrrowinnlng,an 

FIRM CLEAN up 

company in Fort Wayne. Ind.. pollution control i s  no small 

At Franke Plating Works, an electroplating ektrorecklo:y.  :c -elo I-ecycle -ialu~ble rnccds 

left  over irom :: s*,x:F2L:Jttng process 

consideration. Electroplatmg - the process of plating an 

object using electrolysis - creates byproducts that must be removed from wasce water. 
. .  

. .  . .  . , . . . . . . 
; . ." : .:...: . ...- , . ... . . . . . ,. , . ... . .,.. . . . ,  - . . .  . . . .  . .  .. . 

With helo from AEP. Frmke hss been able fo .educe the amount of sllidce 'is waste water 

treatment process generates and s3ve money a t  the same tlme An eleccrical process called electrowinning 

removes recyclable m~terials. such as copper. nickel. c3amrLm and brass. from sludge before It 's hauled away 

Electrowinnmg is a form of electroplatmg - electrodes in the waste water capture the leftover particles 

of metal by attracting them with electrical charges. The camred metals are then recycled 

Electrowinning is j x t  one part of Franke's overall pollution control PI ogram. but an effective one. 

said Wade Franke. vice president and director of waste treatment and environmental affa~rs. It reduces 

.costs because there is  less sludge to haul away. It captures materials that can be recycled, turning an 

expense into revenue. And it converts some of the remaining pollutants into forms that are easier to treat 

chemically. Instead of throwing money down the drain. Franke Plating uses an electrotechnology to help 

clean up the environment and run i ts business more efficiently. 
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PARTNERSHIP THROUGH s ' m E N c i H  Concinuing the search for ways to improve 

performance has been a key element in our ability to be 3 [rue energy pat-mer. For 

example. in 1396 we again set some very  aggressive goals for our genet-Icing ooeI-acions 

thac simply could noc have been ichieved withouc changing che way we run 3 r d  maintain 

our facilities. We hJve I :e.ii:e!-, 3e::zr. ::-xned war? :or-ce. We .nisr- lvtc '--,~.~:sci.~nce 

and conti-ol systems a t  our coal-fired olants. We insticuted more efficlent J-eiueltng 

outage procrisfs ;li ~ U I *  :iuc:est- iactiit,. Cam,rneci. :nese tifor:s : : ecz  ..s A s v e  

record levels ci s i - x c : o r  3 c t  e"lc:er,cy. 

The challenges oi-ouqit on 3y :?e I'elentiess i e e a  ro owe' casts :-I =t.;n 

improved performance are noc new to AEP and i r e  noc without risk Not i l l  3' our 

qgi-essive zenei-acion t q e t s  . w e  ; c w v e a  

in 1996. but improvement wis apparent in 

virtually every area we measure One of the 

most nocable was chat we improved the cime 

Dan ''Iak irom AEPs r n m ' n e  sflop 

pains the inside of 3 stxor on 3 low-pressure 

unit 31 the Tanners Creek pianc AEP adopted 

3 team appro~ch to performing scheduled 

We improved 

the time 

during which 

coal-fired 

plants were 

available to  

respond t o  

demand for 

energy sales 

to  8 5  percent 

- a gain of 

8 percent 

over 1991. 

miintenance 3 t  ICS cod-hrea power piants that 

will help control m~tntenince expenses 

during which our coal-fired plants were mailable to respond to 

demand for energy sales to 85 pel-cent - 3n 8 percent gain 

over 1995 and well beyond our target of 80 percent. At the 

same time. we've continued to reduce fuel costs chrough increased productivity a t  our mines and 

aggressive fuel purchasing strategies. 
a 

On the nuclear side, che refueling of Unit 2 3t  the 

Cook Nuclear Plant in Bridgman. Mich.. was completed in 

less than half the time of our last Unit 2 refueling. A process 

that previously averaged 100 days was finished in 47 days. 

about 3 days ahead of an aggressive carget. Following that 

refueling, on Dec. 22 Unic 2 broke i t s  continuous operation 

record of 226 days. In I996 our two nuclear units 

generated a t  3 combined capacity factor of 90.6 percent 

(maximum dependable c3pacity). This conti-ibuted to zenel-xion 

of 16.4 million megawacchours. a plant record. 

AEP's River  Transportation Division 
~ ~~,~ ~. . . .: .. -. . .. . 

a,,,?.. ! , - , r . - - , . .  . . - * ,  3: :'., ' I  ir eP.c ?PI .ind cost 

, I Y LE?; ;vr?r~i1 efficiency 

.:+ec:',fi ;,I. .: .. .y ~~2.71 +GI-> ;31.1w3~ mines. 

All thac production came while sustaining a deep 

commicmenc to safety. In December. AEP workers a t  the Cook 

Nuclear Plant compleced their I O  millionth hour worked without a lost-time accidenc. 3 record dating co 

March 1932. The nuclear support staff also completed i t s  move from Coliimbus to an existing building in 
- -  

Buchanan. Mich.. which saves several million dollars annually. a 
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Ccmpanywide. w e  generated 117.2 mrl!ion Andy Serri, ?. vx?!' . r i  :he ?owe:- Mxketing 

i n 3  ~ r m ~ ~ ~  G I ~ G .  s , n i i n :  Qn making .wncIes.de 

3c'wer r;ies 2 ~ ~ c : ? s i  
c;qlw.-,tthours o i  e!ectriclty during 1996, 10.6 percent 

E?SI-? :hAn !ri che pi-ecedrng year. o u r  capabiiity :a produce 

li..? sell moix elec::-icity and operate OUI- piants wi:h iess CO'NT :!me speaks well oi our people and our 

kiciiities. The prospects for- I997 look even better as we continue to seek out opportunities that will 

:..?zs 2s ?;::on: :k8e {op ComDetitoi-s in cprms oi :ne cos: .c1 ;ene1-3cion. 

-,- 
I he S U C ~ ~ S S  of our whslesale Dower operations m s  h i x e d  by the innovation of the Power 

p1- . L ~  -'( i.etin2 and Tradinz sroup and i t s  coai conversion progrc7 .  which a!lows AEP to converi coai owned 

by c~h.1-s into electricity. This permits A.EP to put otherwis? idle capacity to work and generate extra 

income a t  iittie additional expense. 

http://wncIes.de
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AEP has entered into several important long-term contracts. which will provide stable revenues 

for a number of years. These include a 205-megawatt sale.to North Carolina Electric Membership 

Corporation and SO megwxcs to Cleveland Public Power. We also put rn olace 3 24-hour trading room 

that operates Jpart from our system control room to give Power Mal-ket~ng and Trading the ability to be 

a true arm's-hgth provlcer oi :enerJt:on services. 

For example. we played 3 key role with our meter supplier. Generd Electric. 

in the development of 3 new rimer !or :ommercial cxtomers. By usrng progr3mmable 

computer components. this meter is easily adaptable to dozens of different 

applications. Because of this flexibility. we reduced the types of commercial meters 

we use from more than 50 to two and pay less for each unit. The reduction in meter 

inventory and purchasing costs results in a substantial annual savings. 

-;$&%?>a 
a E P  has 

entered into 

several 

important 

long-term 

contracts, 

which will 

provide 

revenues for 

a number of 

years. 

'-;:. . , ,i . I  ,.;;j:.: 

Along with efforts to reduce costs. Energy Delivery concinued its focus on 

improving customer service. As part of chat objective. we opened our third customer 

service call center. in Ashland. Ky.. in I996 and expect to complete our fourrh call 

center, to be built in Hurricane.W.Va.. in 1997. Open 24 hours a day, 7 days a week, 

these centers make it easier 

for customers to reach us 

because of their exp~nded hours and through 

the use of toll-free numbers. Once the necwork 

is  complete. calls can be shifted among them 

automatically to provlde fascer service during 

periods of heavy use. such as weather-related 

outages. We also esublished a necwork of 

merchants that acceot saymencs from AEP 

cuscomers. making it e w e r  for them to pay their 

bills. And we're e x p a n c i ~ g  che number of services 

we plan to offer over our web site on the Internet 

co let customers perform certain transactions 

from their home computer. 

.. . 

Kim Orr, 1 customer service reDmsencJtrve, wcrks ~n 

:ne Groveoorr. Ohm. CdI Center one ai ;our :nit WIII 

t3ke c ~ l k  from ihrougnour the AEP system a 
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Administratively, we finished installing an Activity Based Management System (ABMS) and enacted several 

other programs to reduce costs and improve services. For example. we were able to cut millions in 

accouncird ;e-vice costs by rewor!.:-g some processes. closing two of our six accounting offices and 

consolidating certain accounting functions in Canton, Ohio. Further permanent cost reductions will be 

realized in stages through iddiciond accounting efficiencies and the Accounrmg Improvement Mission 

project. which will be implemented through 200 I. 

ABMS was used to develop our 1997 work plans 3nd budgets This process allows us to better 

coordinate resources. lmDr3re 2roauc:rvity. unoersnnd the scope oi NOIY icross our system and devote 

resources where they will do the most good As ictus1 figures 3re reported In 1997. we will be able 

to define our costs more clearly and reiocbs our efforts where they generace the highest value. 

AEP procurement, working with malor suppliers. was able to save millions in purchasing costs 

through better inventory management, lust-in-time delivery and the greater use of electronic purchasing 

By conducting business with suppliers and customers electronically, we increase productivity, reduce 

mistakes and lower purchasing, inventory and processing costs. 

I N N o v A T i o N  CONTINUES 

formed almost 100 years ago.That trend continued in 1996 with the introduction of our motor testing 

service, offered through the Dolan Laboratories' Electrical Test Center. This service can test large 

horsepower motors and generators while they are running to reliably determine their condition and 

David A. Klinect from the Ooian Electrici l 

Test L~borxo ry  monitars an EM1 test 3t a 

customer's iictiity. AEP's motor iesiing service 

can determine when 3 motor i s  likely i o  i3iI. 

Innovation is nothing new a t  AEP We've been an innovator since we were 

predict failures long before they happen. Developed during 

a IS-year period to help maintain AEP's generating units. the 

service is now available (0 anyone. 

helping customers 3 r 0 d  10s: 3roducrion or 

unneeded maintenance. 

Testing equipment by studying the electrical signals it 

emiu, is not new. AEP engineers take that process a step 

further by using proprietary systems and databases to measure - 
and compare those signals. AEP specialists can determine the condition of a motor's insulation and help 

customers structure a maintenance plan based on actual conditions rather than a routine schedule. This 

can result in substantial savings by catching failures before they happen. lhus avoicing expensive lost 

production time. or by deferring unneeded maintenance 

In the field of transmission. AEP is working with the Electric Power Rese;l.ch Institute and 

Westinghouse to develop the world's first demonstration of Unified Power Flow Control. This system, 

when implemented in the Inez Scation in Kentucky. will offer unprecedented control over power 

transmission to the area. The benefits will be to alleviate thermal overload and low voltage situations. 

to ensure adequate power will be available in this region for several years and ta reduce power losses. 

To AEP customers, that means a more reliable, higher quality supply of elect7icity. 
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AEP STRENGTHENS ITS R J L E  AS A N  E N V I R O N M E N T A L  

PARTNER - HERE A N D  A B R O A D  In December 1996 we 

unaertook one of our TOSC creacive envlronmencal Droleccs 

when we joined with The Nature Conservancy and the Fundacion Amlgos de la Naturaleza. a Boll 

environmencal organmcion to Drocec: 5 mllion acres of crowd 'orest In Bollvia Th~s hlstorlc a, 

AEP's oarmp.7rion in :ne Noel r<? 
C mace Acaor~ S-olect NIII belp x t  

 res of : T C D I C ~ ~  'ores: r 3011via 

Q 
cre3'ies rhe Ncel Kernsf! Mercado Climace Acric?, P!-ojecc. a 30-year effor-c to prc 

wcional park 3nd c3pture sn esc~msted 53 .2  rnliilcn metrlc tons o i  c31-Don dioxll, 

ocher-wise wocid 5 2  .-elexed as a result of loz!ng activities. 

The Noel Kempff Mercado Nat~onal Park is  one of the richest 

and most biologically diverse ecosystems in the world. with several 

endangered and chre3:ened species of animals and planc life. In addition to 

317 est imad 650 bird s?ecles. I50 mammal sprcres. I O 5  different 

rypes of repciles and amphibians and 4.000 varieties of plancs. are rare animals 

such as the jaguar. giant river m e r .  Slack carman. gianc anteater, gianc armadillo, 

narpy eagle and spider 2nd howler mcnkeys. 

. 
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In addition to protecting the tropicil forest from 

deforestation. the project will foster sustainable development in local 

communities and promote low-Impact oglng practices Another goal 

i s  to  help develop an ecotourism business to showcase chts natural 

treasure and provide much-neeaed tnionie lor rne O C J ~  pcpulation 

AE?'j tnvtr-orimei~ut kaaer'shtp continue 

a: - i - e  'j 8.5 I. <,,.i? : -e : El:' A(:- Ac; 

Amendments ai I990 were passed. AEP has 

reduc4 i t s  ernlsslons oi iz i fur zroxide by 

almost 400.000 tons - one quarter of AEP's 

total emissions In thac category. Equipment 

to control emissions of nitrogen oxides has been installed on about 

one-third of our generating :;pacicy. mosc of which was done five 

years before the compliance deadline. This early compliance effort has 

avoided approximately IOO.000 cons of nitrogen oxide emissions during 

the last  two years. 

We formally implemented pollution prevention programs 

a t  all of our power plants during 1996. Through reuse. recycling and 

. . . . . . . . . . . .  . . . . . . . . .  . . . . . . . . . . . . .  . . . . . . . . . . .  . . . . . . . .  . . . . . . .  
. . _. . '." . . . . . . . .  . . . . . . . . . .  :, ,::., . . . . . . . . . . . .  . .  . . . . .  . . . . .  . .  , . 

The Gavin Nature Trail .1IIc)ws V~SI:OI'I :o 

%et 3 closer kook JC m e  werimdr AEP <rea:& 

neur i ts Cen Jumer M G w n  P ! m t  

..... . . .  .. ,. .-.... 
~. . .  _. ... 

Attachment I 
Page 18 of 357 

Kpsc Case No. 99-14!) 
T C  (1st Set) 

Copies of AEP's I997 
environmental pertormance 
report are available by 
contacting: 

Sr curity Owner Relations, 
American Electric Power, 
I Riverside Plaza. 
Columbus. O H  4 3 2 1  5 
3 800-237-2667. 

This report, produced 
biennially as part of AEP's 

commitment to  public 
' accountability, contains 
Costs and data on progress 
in air and water quality, 
reduced waste, energy 
efficiency and protection 
of natural resources. 

Companion publications 
"Beyond Environmental 
Compliance," "Clean Power 
for People" and ''Coal Ash: 
Helping t o  Mold the 
Future" also are available. 

substituting nonhazardous materials for hazardous supplies. we reduced the generation of hazardous 

waste by 63 percent between I993 and I996 We also lowered low-level radtoactive "axe  from the 

Donald C Cook Nuclear Plant by 56 percent from 

1993 to 1996. Pollution prevention not only protects the 

environment. i t 's  good business - the I I .924 cubic feet 

of low-level radioactive waste that was kept cut of che 

disposal system has saved the Company more than 

$6 million in disposal fees during :hat four-year period 

in Octobet I996 .ve ooener, : -e Gavin Wetlands 

Nature Trail. a path chrough the NeLbnds we created 

near v e  Gen James M Gavin P i x !  r Cheshire.Ohlo - t he nature trad. already used by CIVIL. xhool  and scouting 

groups. provides access to the wildlife and plant life thac 

make wetlands an important part of our ecosystem. 

The Gavtn Nature Trail is another example of how 

AEP goes beyond what's required co meet our 

environmental and communlcy commitments. 
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SEARS, AEP JOIN FORCES TO MANAGE ENERGY COSTS When Sears. Roebuck & Co.. one of the 

nation's largest retailers, went looking for regional electric utilities to help it manage energy costs, 

American Electric Powa- was one of the utilities selected. 

AEP w3s chosen by the Illinois-based retailing giant to be 3 Midwest affiliate in 3 program to 

reduce energy costs and review i ts  energy mamgement prognms. AEP will begin work a t  the Sears 

store in Norchland Mall in Columbus. which will be a prototype as 

weil 3s an energy management training center for Sears emolovees. 

Among the services AEP will provide are energy audits: lighting 

upgr~des: energy-efficient heating. ventilation and cooling systems: 

budget forecasting: insulation upgrades: and energy control systems. 

Other regional Sears facilities will be modified as systems are 

tested, proven and perfected. 

AEP LANDS CHINA PROJECT One of the fastest growing markets for electricity in the world is China. 

With a population of I .2 billion and Gross Domestic Product growing 9 percent a year, i t s  appetite for 

electricity is substantial. In I996 one of AEP's unregulated subsidiaries. AEP Resources, entered into an 

agreement to help the Chinese solve their electrical problems by participating in the construction of a 

250-megawatt plant near Nanyang City in Henan Province. 

AEP will help the Chinese design and construct the coal-fired facility. AEP's China subsidiary will 

own 70 percent of the project. which will be operated by the Chinese with assistance from AEI? The plant 

will allow AEP to showcase its engineering expertise with coal-fired units in an increasingly significant part 

of the world as well as become more familiar with doing business in the Far East. Beyond that, it is  the first 

step in what could be a long-term relationship to build additional facilities in that growing market. 

The Solectria Sedan joined the 

E - I O  pickup truck as part of 

AEP's fleet of electric vehicles 

in 1996. 

! ,  

AEP CALLING In 1996.3 new unregulated subsidiary. AEP 

Communications. was formed to look for opportunities in 

the growing telecommunications industry that complement 

our core energy business. This new subsidiary will provide 

installation. maintenance and engineering services for 

companies that provide wireless personal communications 

services and competitive local exchange services. It also plans 

to provide telecommunications services to AEP customers and 

existing carriers. The first project will be a I SO-mile fiber optic 

line between Charleston. WYa.. and Roanoke.Va.. with Sprint 

Communications Inc. By participating in fiber optic and similar 

projects, AEP will enhance i t s  internal communications and add 

to the value it offers its customers. 
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INTRODLCTCON Instead of traditional 

TO SUMMARY 

MANAGEMENT have prepared a summary 

DISCUSSION AND flnanclal section to  th ls  

FINANCIAL annual report. Based on 

INFORMATION the favorable comments 

recelved from shareholders last year. whlch 

was the  flrst tlme we included a summary 

financial sectton in the annual report, we have 

dedded to contlnue this summary approach. 

Thls abbrevlated flnanclal presentatton b 

lntended to  present capsule Information tn 

an euler t o  read format and should not be 

. financial statements, we 

constdered a substttute tor the full Hnandal 

statehents prwlded t o  all shareholders M an 

appendlx t o  the proxy Statement. A copy of 

the Form I0-K and/or the appendlx whlch 

Includes the full flnanclal statements can be 

obtalned by calllng AEP Shamholder Dlrect 

at I-800-11 I - I AEP. Although th ls  summary 

flnanclal lnformatlon should help you under- 

stand AEPs I996 results of operattons and 

flnanclal condltlon, we caution that before 

maklng any Investment declslons you should 

mlew the full Hnanclal statements. 

BUSINESS OUTLOOK With the issuance of two Federal Energy Regulatory Commission (FERC) orders 

and the commencement of planning for retail competition at the state level, we are in a better position to 

identify and develop strategies for addressing the issues that face American Electric Power (AEP) and our 

changing industry. We recognize that the conventional ways of maintaining and enhancing shareholder 

value are becoming less effective as the industry moves towards greater competition in the generation 

and sale of electricity. The industry's transition to competition and customer choice and the ability to 

fully recover costs are probably the most significant factors affecting AEPs future profitability. 

We seek a link between a rransition to a competitive marketplace and the maintaining and 

enhancing of shareholder value. AEP has the financial strength, geographic reach, location and cost struc- 

ture to  be an able competitor and we intend to make every effort to maintain and strengthen our com- 

petitive position. However, no assurance can be given that AEP can maintain this position in the future. 

FERC orders No. 888 and 889 faciliate increased competition in both the generation and sale of 

bulk power to wholesale customers. They provide, among other things, for open a c c m  to transmission 

facilities. AEP's support of the FERCs open access transmission rule is evidenced by our being among 

the first to file a comparability tariff, offering access to our uansmission grid a t  I43 interconnections to  

all parties under the same terms and conditions available to AEP This has provided AEP with greater 

opponunities for transmission service revenues. 

0 .  
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Although customer choice proposals and discussions are under way in the states in which we 

operate, it is difficult to predict their result and the timing of any resultant changes. We are actively 

involved in discussions on the state and federal level regarding how best to transition to competition in 

order' to represent the best interests of ou; customers, shareholders and employees. We favor a vansition 

because we believe that AEP will in the long-term fare better in a competitive market than under 

continued regulation. 

As the electric energy market evolves from cost-of-service ratemaking to market-based 'pricing, 

many complex issues must be resolved, including the recovery of stranded costs. While FERC orders 888 

and 889 provide, under certain conditions, for recovery of stranded costvat the wholesale level, the issue 

of stranded cost remains open at the much larger state retail level. 

Stranded costs occur when a customer switches to a new supplier for its electric energy 

needs or  when a component of the business, for example generation, is no longer subject to cost-based 

regulation.This creates the issue of who pays for plant investment, purchased power or fuel contracts 

both non-affiliated and affiliated, inventories, construction work in progress, nuclear decommissioning, 

plant removal and shutdown costs, previously deferred costs (regulatory assets) and other investments 

and commitments that are no longer needed, economic or recoverable in a competitive market. The 

amount of any stranded costs AEP may experience depends on the timing of and the extent to which 

direct competition is introduced to our business and the then-existing market price of energy. 

Under the provisions of Statement of Financial Accounting Standards (SFAS) No. 71 ,"Accounting 

for the Effects of Certain Types of Regulation," assets (deferred expenses) and liabilities (deferred 

revenues) are included in the consolidated financial statements in accordance with regulatory actions to 

match expenses and revenues in cost-based rates. In the event a portion of the business no longer met 

the requirements of SFAS 7 I, net regulatory assets would have to be written off for that portion of the 

business. Among other requirements, SFAS 7 I requires that the rates charged customers be cost based. 

Our generation business is  sti l l  cost-based regulated and should remain so for at least three to 

five years as the indusuy transitions to full Competition. Although the recent FERC orders provide for 

competition in the firm wholesale market, that market is a relatively small part of our business and many 

of our firm wholesale sales are st i l l  under cost-of-service contracts. We believe that enabling state 

legislation should provide for a sufficient transition period to allow for the recovery of any generation- 

related stranded costs and we are dedicating ourselves to work with regulators, customers and legislators 

to accomplish both an orderly transition and a reasonable and fair disposition of the stranded cost issue. 

We favor the recovery of stranded costs during a transition period in which rates would be fixed 

or frozen and electric utilities would take steps to achieve cost savings which would be used to reduce or 

eliminate stranded costs. However, if electric utilities were to no longer be cost-based regulated and it 
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were not possible to recover smnded .costs, the results of operations and financial condition ot AtY and 

other electric utilities would be adversely affected. 

Since state commissions have jurisdiction over the sale and distribution of electricity to  retail 

customers, we believe that state legislation and regulation should shape the future competitive market for 

electricity while federal legislation should seek to  ensure reciprocity among the states and a level playing 

field for all power suppliers. Presently states with higher cost power, like California ana Massachusettsare 

aggressively pursuing deregulation. The states AEP operates in, however, are generally addressing the call 

for customer choice more cautiously and the transition to competition is expected to evolve at an uneven 

pace across the states. 

AEPs RESPONSE in I996 we took some major steps to  maintain and enhance AEPf competitive 

strength and made progress towards our long-term goal of becoming the world’s premier supplier of 

electricity and related services. We restructured our management and operations KO allow us to  comply 

with the new FERC orders by separating our generation and energy sales operations from our energy 

transmission delivery operations and to  address increasing competition among electric suppliers through 

distinct functional business unio.This has achieved and should continue to achieve staffing, managerial and 

operating efficiencies. The generation and marketing business units expect to eventually compete in an 

open market for customers. Our energy delivery business will remain regulated and may ultimately be 

subject to some form of incentive or  performance-based ratemaking while Corporate Development and 

Marketing will be working to cultivate new but related nonregulated business opporrunities. 

We are enhancing our marketing and customer service efforts with programs such as the Key 

Accounts Program, which strives to build strong partnerships with key customers in order to build 

customer loyalty. In I996 AEP also launched a series of new television, radio and print advertisements as 
part of a branding campaign to inform our customers that we will be operating under the name American 

Electric Power and that we are AEP: America’s Energy Partner. The campaign is intended to position AEP 

as more than just a supplier of electricity. As we enter an increasingly competitive energy market we want 

to be the energy and energy services provider of choice. 

In the non-rate-regulated environment, AEP offers energy consulting and project management 

services both domestically and internationally and contracts with other public utilities and government 

agencies for the licensing of intellectual propercy and the delivery of energy services. In 1996 an AEP 

subsidiary and two Chinese companies formed a joint venture company to finance and build a 

250-megawatt electric generating facility in China. AEPs share of the total cost of the facility is 

approximately $ I20 million and the project is expected KO be operational in 1999. 

On February 24, 1997, AEP and Public Service Company of Colorado with equal interests in a 

joint venture announced a cash tender offer for Yorkshire Electricity Group plc in the United Kingdom. 

The joint venture proposes to pay $2.4 billion to acquire all of the stock ofYorkshire Electricity. 
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AEPs investment, estimated to be $360 million, will be made through its subsidiary, AEP Resources, Inc., 

initially using cash borrowed under a revolving credit agreement. We consider the China investment and 

the Yorkshire tender offer as important steps in our long-term goal to become the premier supplier of 

energy and energy-related services worldwide. 

In addition to pursuing foreign power generation, transmission and distribution investments, we 

formed new subsidiaries in I996 to explore other new complementary business opportunities including 

AEP Communications, Inc.. which was formed to provide data transmission and related telecommunications 

producrs and services. In January I997 AEP Communications, Inc. entered into an agreement with Sprint 

Communications, Inc. to construct jointly a I SO-mile fiber optic line between Charleston, W.Va., and 

Roanoke,Va. Another new subsidiary, AEP Power Marketing, is presently seeking approval to market 

power outside of our traditional service territory. Plans are also in place to commence gas marketing. We 

are pursuing non-regulated related business opportunities because we believe they offer the opportunity 

to earn enhanced returns as compared with our tnditional regulated business. However, we recognize 

that these opportunities are generally riskier. Investments in new business opportunities may be made 

after management carefully assesses the risks versus the potential for enhanced shareholder value. 

In I996 we continued our efforts to reduce costs in order to maintain our competitiveness. 

Reviews of our major processes led to decisions to consolidate the management and operations of 

internal service functions performed at multiple locations. Among the functions being consolidated are 

fossil generation plant maintenance, nuclear operations support staff, system operations, accounting and 

load research. A study of the Company's procurement and supply chain operations led to cost reductions 

through better inventory management, just-in-time delivery .and the increased use of electronic purchasing. 

Also in I996 we completed the installation of an activity based management budgeting system throughout 

the system.This tool will enable managers to better analyze work and control costs. While staff 

reductions and cost savings are being achieved in these and other areas, expenses for new marketing 

and customer services and modern efficient management information systems are being increased to 

prepare for competition. These expenditures for the future should produce further improvements and 

efficiencies, enabling AEP to maintain its position as a low-cost producer. 

Coal is 70% of the production cost of electricity for AEP Although our coal costs per unit of 

electricity (per Kwh) have declined by one-half in constant dollars in the last IO years, we recognize 

that  we must continue to manage our coal costs to continue to maintain our competitive position. 

Approximately 15% of the coal we burn is supplied by affiliated mines; the remainder is acquired under 

long-term contracts and in the spot market As long-term contracts expire we are negotiating with 

non-affiliated suppliers to lower purchased coal costs. Efforts also continued in 1996 to reduce the cost 

of affiliated coal. We intend to continue to prudently - supplement our long-term coal supplies with spot 

market purchases as long as favorable spot market prices exist. 
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In recent years we have agreed in our Ohio jurisdiction to certain limitations on the recovery 

of affiliated coal costs. Our analysis shows that we should be able to recover C b e i  t!e term of the 

agreement (through 2009) the Ohio jurisdictional portion of the current and deferred costs of our 

affiliated mining operauons including future mine closure costs. Management intends to seek recovery of 

its non-Ohio jurisdictional portion of the investment in and the liabilities and closing costs of our affiliated 

mines estimated a t  $ I80 million after tax. However, should it become apparent that the costs will not be 

recoverable from Ohio and/or non-Ohio jurisdictional customers, the mines may have to be closed and 

future earnings and possibly financial condition adversely affected. In addition. compliance with Phase II 

requirements of the Clean Air Act, which become effective in January 2000, could aiso cause the mining 

operations to close. Unless the cost of any mine closure is recovered either in regulated rates or as a 

stranded cost in a transition to  competition, future earnings and possibly financial condition could be 

adversely affected. 

Significant effom have, been made to  enhance our competitiveness in nuclear power generation 

and to  improve our nuclear organizational efficiency. Net generation in I996 for the Company's only 

nuclear plant, the two-unit Donald C. Cook Nuclear Planr located on the shores of Lake Michigan, was 

16,396 gigawatts, the highest in the plant's 20-year history. The generation record was set in part due 

to Unit 2's best continuous run in its history, 226 days, reached in December 1996. Refueling costs and 

related outage time have been reduced. We also reduced nuclear staff support costs in 1996 by relocating 

our Columbus-based nuclear management and suppot-t staff to Michigan to consolidate it with the plant 

staff. It is difficult to further reduce nuclear generation costs since certain major cost components are 

impacted by federal laws and Nuclear Regulatory Commission (NRC) requirements. The cost to store 

and dispose of spent nuclear fuel continues to increase, mainly due to the lack of progress by the federal 

government to secure and construct a repository. In addition estimated nuclear decommissioning costs 

continue to increase due in part to the delay in securing a storage site for spent fuel. Presently we are 

recovering the cost of on-site nuclear fuel storage and estimated nuclear decommissioning costs over the 

plant's remaining - life. However, our future earnings and possibly financial condition could be adversely 

affected if the cost of these items continues to increase and if for some reason such costs cannot be 

fully recovered either in regulated rates or as a stranded cost as we transition to competition. 

In connection with the audit of AEPs I99 I, I992 and I993 federal income tax returns the 

Internal Revenue Service agents sought a ruling from the IRS National Office that certain interest 

deductions relating to  a corporate owned life insurance (COLI) program should not be allowed.The 

Company established the COLI program in I990 as a part of its strategy to fund and reduce the cost of 

medical benefits for retired employees. AEP filed a brief with the IRS National Office refuting the agents' 

position. Although no adjustments have been proposed, a disallowance of the COLI interest deductions 

through December 3 I, I996 would reduce earnings by approximately $247 million (including interest). 

'AEP believes it will ultimately prevail on this issue and will vigorously contest any disallowance that 

may be assessed. 
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In 1996 Congress enacted legislation that prospectively phases out the tax benefits for COLI 

interest deductions over a three-year period beginning in I996.A~ a result the Company intends to 

restructure its COLI program.The restructuring of the COLI program is not expected to have a material 

impact on results of operations. 

RESULTS OF OPERATIONS I996 was a good year for AEP, with earnings the best since I989 and total 

shareholder return placing us among the best in our industry. We continue to be well within our goal 

of being in the top quartile of the companies in the Standard & Poor's Electric Utility Index, based on 

cumulative three-year returns. 

In 1996 earnings increased I I% to  $587 million or $3.14 per share from $530 million or  $2.85 

per share in 1995. The increase is mainly attributable to increased sales of energy and services and 

reduced interest charges and preferred stock dividends. The sales increase was due mainly to  increased 

transmission and other services provided to  power marketers and other utilities and increased energy 

sales eo non-affiliated utilities and industrial customers. The reduction in interest and preferred stock 

dividends resulted from the Company's refinancing program. Also contributing to the improvement in 

earnings were the effect of severance pay charges recorded in I995 related to  the planned corporate 

restructuring and gains recorded in I996 from emission allowance transactions. 

The following displays AEPs earnings and dividends paid on common stock for the period I987 

to 1996: 

Earnings and Dtvldendr 

(Dollars Per Share) 

Reponed Earnings 

W Wnce-m 

Special Dividends 
8: 88 89 90 91 ?? 93 94 95 96 
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Consolidated Condensed Statements of Income 
Year ended December 3 I, 
(InThousands - Except Per Share Amwnts) 
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

Revenues 

Expenses: 
... . . . . . . . . . . . . . . . . . . .  

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

. . . . . . . . . . . . . . . . . . . . . . .  . . . . .  
Fuel and Purchased Power 

Maintenance 

Depreciation and Amortization 

Taxes Ocher Than Federal Income Tax 

Ocher Operations Expense 

Interest Charges & Preferred Stock Dividends 

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

. .  , ............................................. 

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

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

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

Total Expenses 

Nonoperating Income (Loss) 

Income Before Federal Income Taxes 

Federal Income Taxes 

Net Income 

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

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

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

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

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

Average Number of Shares Outstanding 

Earnings Per Share 

Cash Dividends Paid Per Share 

N M =Not Meaningful 
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I996 1995 %Change 

$5,849,234 $5,670,330 3.2 

1,686,754 1,625.53 I 3.8 

502,84 I 54 1,825 ( 7 4  
600,85 I 593,O I9 1.3 

498,567 489,223 I .9 

I ,2 10,027 I, 184. I58 2.2 

422.754 454.848 (7. I1 
. I  

4,92 1,794 4,888,604 0.7 

(I 7,404) 10,912 N.M. 

9 10,036 792,638 14.8 

322,606 262,735 22.8 
B 587,430 6 529,903 10.9 

I 87,32 I 185,847 0.8 

$3.14 $2.85 10.2 

$2.40 $2.40 - 

REVENUES The 3% increase in revenues was mainly due to the increased wholesale energy sales and 

transmission and coal conversion service revenues, reflecting the recent changes in the utility business. 

Coal conversion services are a new product which resulted in 6.8 billion kilowatthours of electricity 

generated for power marketers and other utilities under a FERC-approved interruptible, contingent sales 

tariff. Wholesale revenues increased I6%, reflecting a 46% increase in wholesale sales attributable largely 

to new wholesale transactions with power marketers and other utilities. Also contributing to the 

increased wholesale sales was a new long-term contract with an unaffiliated utility. Transmission service 

revenues increased $24 million. The new FERC rules, which require utilities with transmission lines to offer 

transmission services to  other entities on the same terms and conditions as they offer to themselves, and 

AEPs aggressive efforts to provide flexible and discounted transmission services encouraged the expanded 

use of uansmission services. Retail revenues increased slightly as sales of electricity to retail customers 

increased I .7%, reaching a record i 00 billion kilowatthours due to growth in the number of customers. 

More than 3 1,000 new retail customers were added in I996 and the addition of a major new industrial 

customer in December I995 also added to retail revenues. Revenues from sales to residential customers, 

the most weather-sensitive customer class, increased slightly as the effect of cold winter weather in early 

I996 was largely offset by mild summer and December temperatures. Revenues from commercial and 

industrial customers increased I %, primarily reflecting growth in the number of customers. 

- 
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TOTAL EXPENSES REMAIN RELATIVELY UNCHANGED Total expenses increased slightly as lower 

interest charges, preferred stock dividend requirements and maintenance expense were offset by 

increased fuel and purchased power expense and expenditures f w  marketing, information systems 

and other items necessary to  prepare for the transition to competition. The increase in fuel and 

purchased power expense resulted from increased generation to meet the rise in demand of whole- 

sale and industrial customers. Interest charges and preferred stock dividend requirements decreased 

as the Company's subsidiaries continued their refinancing programs. The programs reduced the aver- 

age interest rate and the amount of long-term debt and preferred stock outstanding. Maintenance 

expense decreased due to the recovery of previously expensed storm damage costs and reduced 

nuclear plant maintenance expenses due to work force reductions and the reduction of contract 

labor at the Cook Nuclear Plant 

NONOPERATING INCOME The decrease in nonoperating income in I996 was mainly due to the 

cost of the AEP branding campaign and the start-up cost of complementary businesses. 

FEDERAL INCOME TAXES The significant increase in federal income taxes was largely the result 

of the increase in taxable income and changes in certain bookltax differences accounted for on a 

flow-through basis. 

COMMON DIVIDEND REMAINS CONSTANT; PAYOUT RATIO DECREASES The Company paid 

a quarterly dividend in I996 of 60 cents a share maintaining the annual dividend rate at $2.40 per 

share. With the increase in earnings, the payout ratio continued an improving trend to 76% in I996 

from 84% in I995 and 89% in 1994. It has been a management objective to reduce the payout ratio 

through efforts to increase earnings in order to enhance AEPf ability to invest in new business 

ventures that complement our core competencies and can maintain and improve shareholder value. 

TOTAL SHAREHOLDER RETURN In I996 AEP outperformed the Standard & Poor's Electric Utility 

- Index companies in total shareholder return primarily due to the strength of our stock price. Our 

stock price started the year at 40'h and finished I996 a t  4 I ' Is while the stock prices of most of the 

other 25 utilities in the Index fell. Total shareholder return. the percentage change in the common 

stock price plus the percentage yield of quarterly dividends, is important to us and our owners. Our 

long-term objective is to rank consistently in the top quartile of the Standard & Poor's Electric Utility 

Index, based on the cumulative three-year total shareholder return. We achieved this goal for 1994- 

1996. as we did for 1993- I995 and 1992- 1994. 

AEP 

S&P Electric Utility Index 

Three-Year Total Shareholder Return 

1992-4 1993-5 1994-6 

19.0% 50.8% 35.3% 
3.9% 28.2% 13.9% 
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Consolidated Condensed Balance Sheets 
At December 3 I ,  
(In Thousands) 

Assets 
Electric Utility Plant in Service 

Construction Work in Progress 

Accumulated Deprectaoon and Amortization 

Net Elemc Utility Plant 

Other Property and Investments 

Cash and Cash Equivalents 

Other Current Assets 

Regulatory Assets 

Deferred Charges 

Total 

Capitalization and Liabilities 
Common Shareholders’ Equity 

Cumulative Preferred Stocks of Subsidiaries 

LongTerm Debt 

Total Capitalization 

Current Liabilities 

Deferred Income Taxes and Investment Tax Credits 

Other Liabilities 

Total 

... .I.. ................ 

. .  

. .  

. .  

. .  . 

. . . . . . . 

. . . . . . . . 

... 

. . .  .. 

. .  
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I996 I995 - 

$ 1  8 4  16,337 $I8,18 1.84 

353,832 314.1 18 

i7,549,798) (7,l 11.123) 

I 1,420,37 I I 1.384.839 

892,674 825.78 I 

57,539 79,955 

1,297,342 I ,32 1,903 

1,889,482 1,979,446 

328, I39 3 10,377 
$ I 5,885,547 $ I5,902,30l 

$ 4,545,327 $ 4,339,796 

600,223 663,325 

4,796,168 4,920,329 

9,942,3 18 9,923,450 

1,496,037 1,625,062 

3,047, I93 3,086,692 

1,399,999 1,267,097 

8 15,885,547 $ I5,902.301 

FINANCIAL CONDITION The Company’s financial position continues to improve. As a result of the 

issuance of common stock through the Dividend Reinvestment Program and the reduction of long-term debt 

over th_e past several years, the common equity to capitalization ratio has steadily improved. At  the end of 

1996 the common equity to capitalization ratio was 45.3%, an improvement from 43.1% at the end of 1995 

and 42. I % at  the end of I 994. Unrestricted retained earnings increased to $1 .S billion a t  year-end 1996. 

CAPITAL RESOURCES AND NEEDS 

have been declining in recent years due to slow growth in the demand for electricity due to energy 

conservation and efficiency programs, as well as continued difficulty in the construction of transmission 

facilities due to environmental and other concerns. Also, substantial amounts of new generation have been 

added by non-utility entities. AEP‘s construction expenditures have followed the industry trend and have 

been declining since I99 I, when we last completed a new generating facility. As indicated on the following 

page, cash from operating activities provided substantially all the funding for construction, payment of 

dividends, and other investing and financing activities. 

Electric utility construction expenditures in :he United States 
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Consolidated Condensed Statements of Cash Flows 
Year ended December 3 I, 
(In Thousands) 

Operating Activities: 

Net Income 

Adjustments for Noncash Items 

Net Cash Flows from Operating Activities 

Investing Activities: 

Construction 

Proceeds from Sale of Property and Other 

Net Cash Flows Used for Investing Activities 

Financing Activities: 

Issuance of Common Stock 

I996 I995 

$ 507,430 $529.903 

649,632 526.707 

1,237,062 1,056.6 I O  

(577.69 I) (605,974) 

12,203 20,567 

(565,400) (585,407) 

65,46 I 48,707 

Change in Cumulative Preferred Stock (net) (70,76 I) ( I  58.839) 

Change in Long-term Debt (net) 

Change in Short-term Debt (net) 

Dividends Paid on Common Stock 

Net Cash Flows Used for Financing Activities 

Net Increase (Decrease) in Cash and Cash Equivalents 

Cash and Cash Equivalents January I 

Cash and Cash Equivalents December 3 I 

(I 93,987) 
(4 5,43 0) 
(449,353) 

(694,070) 
(22,4 16) 
79,955 

$ 57,539 

53,709 

48, I40 

(445,83 I )  

(454.1 14) 

17,089 

62.866 

$ 79.955 

At  December 3 I ,  1996, outstanding long-term debt and preferred stock totaled $4.88 billion and 

$600 million, respectively. Unless certain earnings or coverage tests are met, additional long-term debt 

andlor preferred stock cannot be issued by the subsidiaries. The tests stipulate the amount of earnings 

required to  support the issuance of new securities and impose a limitation on the amount of additional debt 

and preferred stock that can be issued. AEPs operating companies presently exceed these minimum coverage 

requirements and are in a position, if required, to issue additional long-term debt andlor preferred stock. 

In January I997 the Company announced a tender offer for certain Subsidiaries' preferred stock 

in conjunction with special shareholder meetings to be held on February 28. 1997. The special meetings' 

purpose is to consider amendments to the subsidiaries' articles of incorporation to  remove certain capital- 

ization ratio requirements. These restrictions limit the subsidiaries' financial flexibility and could place them 

at a competitive disadvantage in the future. The subsidiaries expect to use a combination of short-term 

debt and unsecured long-term debt to pay for the preferred stock tendered. 
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Selected Financial Highlights 
For the twelve months ended December 3 1 (In Thoustnds) - Except Per Share Amounts 

I996 I995 I994 I993 I992 

Operating Revenues $5,849,234 $5,670,330 $5,504,670 $5,268.842 $5,044.792 

Income before Preferred Dividends 628,856 584,674 554.738 4 12.6 I8 527,686 

Preferred Dividends 4 1,426 54.77 I 54,726 58,849 59,383 

Earnings Applicable to Common Shares 587,430 529,903 500.01 2 353,769 468,303 

Average Common Shares Outstanding I87,32 1 185,847 184.666 184,535 184.535 

Earnings per Common Share $3. I4 $2.85 $2.7! $ I .92 $2.54 
Disallowance of Zimmer Costs 

(Included in EPS Above) ($0.78) 

Operating Revenues For the t w e k  mon& ended December 3 I (In Thousands) 

Residential $1,95835 I $1,953,937 $1,835,442 $1,780,802 $ I  ,663,348 

Commercial 1,284,670 1,265,776 I .2 I7,92 I I, 153,207 I .097,735 

Industrial 1,618,843 1,606,451 1,578,579 1,514,691 1,506,234 

. Miscellaneous a Total Retail 

Wholesale 

Total from KWH Sales 

Provision for Revenue Refund 

Total Net of Provision 

Other Operating Revenues 

Total Operating Revenues 

66,930 67,047 64.668 62.879 67.507 

4,928,994 
792,592 

5,72 1,586 

(738 1 )  

4,893,2 I I 
680,905 

5.574, I I6 

( I .  100) 
5,7 14,005 
135,229 

$5,849,234 

SS73,O 16 

97.3 I4 

$5,670,330 

4,696,6 I O  

7 14,076 

5,4 10,686 

5,560 

5 4  16.246 

88,424 

$5,504,670 

4 5  I 1,579 

687,072 

5. I98,65 i 

(926) 
5,197,725 

71.1 17 

4,334.824 

647,286 

4,982, I I O  

(4.680) 

4,977,430 

67,362 

$9,268,842 $5.044.792 

KWH Sales by Class For the twelve months ended December 3 I (In Millions) 

Residential 30,853 30,620 28.8 I8 28,876 26,998 

Commercial 22,558 22. I90 2 I ,209 20.71 I I9,66 I 

Industrial 

Miscellaneous 

Total Retail 

Wholesale 

Total Kilowatthour Sales 

45,395 44,367 

1,264 1,238 

100,070 98,4 I5 

32,503 22.238 

132,573 120,653 

43,579 42.479 4 1,327 

I .20 I 1,187 1.269 

94.807 93.253 89,255 

2 1,907 23,588 2 1,596 

116,714 116,841 I l0,85 I 



INDEPENDENT AUDITORS’ REPORT 

To the Shareholders and Board of Directors 

of American Electric Power Company, Inc.: 

We have audited the consolidated balance sheets of American 

Electric Power Company, Inc. and its subsidiaries as of December 

3 I, I996 and 1995, and the related consolidated statements of 

income, retained earnings. and cash flows for each of the three 

years in the period ended December 3 I ,  1996. Such consolidated 

financial statements and our report thereon dated February 25, 
1997, expressing an unqualified opinion (which are not included 

herein) are included in Appendix A to  the Proxy Statement for 

the I997 annual meeting of shareholders.The accompanying 

condensed consolidated financial statements are the responsibility 

of the Company’s management. Our responsibility is to express 

an opinion on such condensed consolidated financial statements 

in relation to  the complete consolidated financial statements. 

In our opinion, the information set forth in the 

accompanying condensed consolidated balance sheets as of 

December 3 I, I996 and I995 and the related condensed 

consolidated statements of income and of cash flows for the 

years then ended is fairly stated in all material respects in relation 

to the basic consolidated financial statements from which it has 

been derived. 

Deloitte &Touche LLf’ 

Columbus, Ohio 

February 25,1997 
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STATE PRESIDENTS 

Our state presidents and their 
staffs are available to help 
customers, consumer groups, 
legislators and others who deal 
with energy usage, safety, conser- 
vation, education, environmental 
matters and public policy.They 
can be contacted at the following 
locations: 

Coulter R. Boyle 111 
AEP Indiana 
AEP Michigan 
One Summit Square 
PO. Box 60 
Fort Wayne, IN 4680 I -2604 
(2 19) 425-2 I O  I 
Fax (2 19) 425-2 I57 

R. Daniel Carson Jr. 
AEPVirginia 
AEP Tennessee 
40 Franklin Road SW 
PO. Box 202 I 
Roanoke,VA 24022-2 I2 I 

Fax (540) 985-2340 
(540) 985-2900 

Timothy C. Mosher 
AEP Kentucky 
I70 I Central Avenue 
PO. Box 1428 
Ashland, KY 4 I 105- I428 

Fax (606) 327-3 I28 
(606) 327- I26 I 

Marsha R Ryan 
AEP Ohio 
I Riverside Plaza 
Columbus, OH 432 15-2373 

Fax (6 14) 628-463 I 
(614) 223-1400 

Dana E. Waldo 
AEP West Virginia 
301 Virginia Street East 
PO. Box 1986 
Charleston;W 25327-1 986 
(304) 348-47 IO 
Fax (304) 348-5744 



e Annual Meetlng - The 90th annual meeting of 
shareholders o f  American Electric Power Company NIII 

be held at 9 30 a m  Wednesday April 23 I997 at the 
Meadowview Conference Resort & Convention Center 
I 9 0  I Meadowview Parkway Kingsport Terqessee 
Admission is by ticket only .To obtain a ticket please note 
the instructions in the Notice of Annual Meeting i3  De 

mailed to  shareholders in March or cii l  ;ne C c r n ~ m .  

Shareholder lnqulries - If YOU have ruestion; mcut 'votit' 

account. you can call the Companv toil-crec a t  dCC-.AEP- 
COMP (800-237-2567). or write to  Bene jo ROW Securitv 
Owner Relations Division. Ameiican Elecix Pobxe.. CmiDar.., 
1 Riverside Plaza. Columbus. Ohio 432 15.2373. Yzu snouid 
have your Social Security number o r  account number read,<: 
we will not speak to  third parties about an accaunt wrhoUi 
the shareholder's approval o r  appropriate documents. 

Transfer Agent & Registrar - 
First Chicago Trust Company o f  New York 
PO. Box 2500 
Jersey City, N] 07303-2500 
Telephone Response Group: 800-328-6955: 
E-Mail Correspondence: FCTC@ DELPHI.COM 
Wor ld Wide Web address: h r t p : / / w . f c t c . c o m  

Replacement ot Dlvldend Checks - If you do not 
receive your dividend check within five business days after 
the dividend payment date. or if your check is lost destroyed 
or  stolen. you should notify the transfer agent or Security 
Owner  Relations for a replacement. e -  Lost or  Stolen Stock Certlflcates - If your Rock . certificate is lost. destroyed or  stolen. you should notify the 
transfer agent o r  Secunty Owner Relations immediately so 
a "stop transfer" order can be placed on the miss in^ certifi- 
cate. The transfer agent then will send you the required 
documents to  obtain a replacement certificate 

Address Changes - It is  important that Ne have jour 
current address on file so that you do not become a icst 
shareholder Please contact Security Owner Relations or 
the transfer agent for aadress changes for both recora and 
dividend mailing addresses W e  also can ~ r o v i c e  automatic 
seasonal address changes 

Stock Transfer - Please contact Security Owner Relations 
or  the transfer agent if vou have quesvons regarcing the 
transfer of stock and relatea !egal requirewnts 

Divldend Reinvestment and Stock Purchase Plan - 
A Dividend Reinvestme!it and Stock Pzrcnase ?'ar , j  a a s i .  

able to  registered shareholders and AEP S m -  am empimees 
It is a simple and corsenient method of purchasing 
additional shares oi AEP common stock YOU may crbtain 
the Plan prospectus and enrollment authoritatioo (orm Sv 

contacting the transfer agent o r  Security Owner Relations 

Dlrect  Deposit of Dividends -The Company ciifers 
electronic deposit c i  vour dividends. Contact Securirt 
Owner  Relations or rh,e transier aeent for details. 

Taxes on Dividends -Tne Companv m i d  5: "6 
cash aividends in i 990 all of which are taxable 'x 'e13e' il 
income tax purposes 
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Stock Held In Brokerage Account ("Street Name") - 
When you purchase stock 2nd it IS  held for you by your 
broker: it IS listed witn the Company in the broker's name, o r  
"street name." AEP does nc . '.nc '1 the identity o f  individual 
shai-enolders whc ?old their shares in this manner: we simply 
4noN that a broker holds a certain number of shares which 
may be Toi. anv wmDet- of cmomers. If you hold your stock 
.,. p ,  <?rep: vn ie  'jw rec?i'.e ail di:'i@end pdyments. mnual 

reports and pmxv matemk through your oroker: Therefore. 
if )our shares Ji'e held ln :his mannei: any questions you may 
ndve dtiout ?cui' IC;OUPI jfiould >e directed to your broker: 

How To Conrolldate Accounts - If you u,ani to ConsoIi- 
6315 jepara:e accoutltj 'nto one iccount. 'you should contact 
the transfer agent or rhe Security Owner Relations of ice to  
m m n  the oecessw; instriiirionj. When accounis are consol- 
idated. it may De necessar'l to reissue the stock certificates. 

How To Eliminate Dupiicate Mailings - If you want to 
maintain more than one acc3unt but eliminate additional 
mailings of annual reports YOU may do so by contacting the 
transfer agent or Securiry OrYnec Relations indicating the 
names you wish t o  keep on the mailing list for annual reports 
and the names you wish io aelete This will aifect only these 
mailings. dividend checks and proxy materials will continue 
to be sent to each account 

Stock Trading -The Company's common stock is traded 
principally on the New York Stock Exchange under the 
symbol AEP 

Shareholder Direct - An array of timely recorded 
messages about AEP including diviaends and earnings 
iniormation. recent news reieases and a message from the 
Chief Executive Offcet: is availsole a i  AEP Shareholder Direct 
at 800-55 1 .  I AEP ( I237'i anyrime day or night. Hard copies 
sf iniormation can be obtaiced ~ i . 3  fax or mail. Requests for 
I 0-K's. I 0-Q's. P r o q  Statements. Proxy Statement Appendixes 
3nd Summar-? Report :c Srafe%OiGerj ;hould be made 
through Shareholder Dir-ec.. AI50 curing normal business 
h o u s  you can choose ro 3e :ravs<erred to ;hat-eholaer 
service representatives 2: :re timCer agent cr the Company. 

Financial Community Inquiries - Institutional inveStOr8 
and securities analysts shculd i r e 5  inouiries to Jonn Bilacic 
Finance Department, American Electric Power Company, 
I h lers ide Plua. Coiurrt~~s. Oho 4321 5-2373. 

Market Price Range, Common Stock: 

I996 I995 

High Low High LOW 

Fir 5: Ob3rte $44 '1.1 $40 ' 1 8  $35 ' 1 4  $3 I ' 1 4  

S c c x ~  Clrd $42'/4 $38 ' I s  $35 ' Is  $3 I '/2 
r -~ i :  Qbai :? $43 '1s $40 $36 112 $33 518 

:cur:h OLiai $42'12 $39 ' 12  $40'1~ $35 ' Is 

http://DELPHI.COM
http://hrtp://w.fctc.com
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.. . .. ' .. . .I' . ' . - :*.' E. Llnn-Draper Jr.. Ann H. Zwinger. Roberr W. Fri.  Morris Tmenbaum. j .. '.'. . . : Angus E. Peyron. 
Arthur G. Hmsen. Linda Gillespie Stuntz. Gerald P Maloney. Roberr M. Duncm.  Le-rer. A. Hudson jr.. Donald G. Srnlrh. Peter j .  DeMaria 

DIRECTORS 

Dr. E. Linn Draper Jr., 55 
Chairman. President & 
Chief Executive Officer 
( 1992) i 

Ann H. Zwinger, 71 
Natural History Writer & llluscrator 

( I 977) A ' 

Angus E. Peyton, ?O 
Partner. Brown & Peyton 

- Colorado Springs. Colorado 

Charleston. West Virginia 
(1978) ' i ' '  

Dr. Arthur C. Hansen, 71 
Zionsville. Indiana 
Retired Chancellor 
Texas A&M University System 
(1979) :-' 

Robert M. Duncan, 69 
Columbus. Ohio 
Retired US. District judge 
Southern District of Ohio 
(198s) ' z '  

Lester A. Hudson Jr., 57 
Chairman 
H&E Associates 
Greenville. South Carolina 
( 1987) I - '  

Dr. Morris Tanenbaum, 68 
Short Hills. New Jersey 
Retired Vice Chairman & 
Chief Financial Officer 
AT&T 
i 1989) . . 

Linda Gillespie Stuntz, JZ 
Piriner. Stuntz Ei Duvis. PC 
'Mshington. D C 
4 1993) ' 

Peter J. DeMaria, 62 
Controller: 
Executive Vice Presidenc- 
Administration & Chief Accounting 
Ofiicer. AEP Service Corporation 
(19931 

Gerald P. Maloney, 64 
Vice President & Secretary: 
Executive Vice President & 
Chief Financial Officer. 
AEP Service Corporation 
( 199.1) 

Donald G. Smith, 61 
Chairman. President & 
Chief Executive Officer 
Roanoke Electric Steel Corpor~tion 
Roano~e.\/irginia 
i 1994) - 

Robert W. Fri, 51 
Director. Nacion~l Museum 
of Natural History 
Smithsonian Institution 
Washington. D.C. 
(1995) :a 

Committees of the Board ?fie m ~ : m ~ n  i s  iisrea In ! I ~ Auait 

' Executive - . Finmce Humm Resources ' Public Policy 

Oirecrorr 
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Together, we can work t o  ensure 
that electric utility competition is  
fair and equitable 

As legislation surfaces that will restrQcture the electnc utihty industry we want to 

make sure that our shareholders are kept informed of the changes that are 

proposed.Together we can work to ensure that competition is fair and equitable. 

If you would like to participate wrth AEP in the legislative process, please fill out and 

return this postage-paid card. When you do, we'll let you know about issues which 

AMERKAN" 
ELECTRK 
W W E R  

may interest you concerning the energy industry. 

By working together, we can enhance 

AEPs role as America's Energy Partner. 

I want to participate in shaping Yes! America's energy future 

Please let me know when my help may be needed to wnte my elected representatives on 
Iqslauon that wtll affect the electnc d i t y  industry 

Address 

Sure ZIP 
( ) 
Phone Number (Opaor-4) 



, 

Common AEP and Electrlc 
Utiltty Industry Terms 

Boo* value per share -The value 
of each common *are of stock if all of 
a company's assets. aker all debts are 
pad  are dMded by the number of 
common shares outnanding 

Coal converskn - A m c e  under 
which AEP convet-& coal owned by 
otners into ekctncrty for their use. 

Dtstrbutlon line - Power lines that 
feea elemcrty to customer meters. 

Dlvidend payout rat10 - Dividenos 
paid ds a percentage of net income. 

Earnlngs per share -The companys 
net income dwided by the average 
number of common shares o m d i n g .  

Ektmtecknotogy - henvons of 
conventional electric-based technologies 
IO new applications or processes. 

-The process of 
deposttng a layer of metals. such as 
copper. chromium. gold or tin. on an 
object using elear~lpis. 

FERC - federal Energy Regulatory 
Commisson. the federal agency that 
regulates interstate sales and transmisston 
of electnclty. 

FERC Ruler 888 and 889 - Rules 
and code of conduct enacted in I996 
requirtng plbl ic utilities to make their 
wanmission system avalable to anyone 
on a comparable cost and semce basis 

Kllor*atL - A measure of the rate at 
which electnc energy is generated or 
consumed. A kilowatt is I .ooO warts. 

Kllorratthour - A measure of the 

quanuty of e l m c  energy equal to one 
lolowatt of power generated or consumed 
in one hour 

Megawatt - One thousand kilowarts 

Net Income -The comoanfs income 
after all expenses. taxes and preferred 
dividends have been deducted. 

Nitrogen oxides - Gases formed from 
the comburnon of fossil fuels. 

Ozone - A gas in the atmosphece that 
occurs natura% and through a miflure 
of nitrogen oxides. volatile organic 
compounds and sunlight. 
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Rlce/earnlngs ratio -The value of 
the company's stock pnce in relation 
IO the earnirgs per share The PIE ratio is 

calculated by dlvlding the stock pnce by 
the earnings per share 

WHCA - Public Utility Holding 
Companv Act of I935 Regulates the 
corporate structure ana securmes issuance 
of elemc utilrties and places Iimtations on 
utilnies that are srructured as reginered 
nolding companies tt is enforced by the 
Secunties and Exchange Commission 

WRPA - Public Utility Regulatory 
Policies Ac  3f 1978 Dzsigned to 
encourage conservation, more efficient 
use of energy sources and the use of 
alternaw energy sources. It also requires 
utiifties to purchase excess power 
produced by cogenerators. 

Retrll customer - A cudomer that 
purchases electncty for their own use. 

RSO - Regional Service Organization. 
an AEP organization established to 
perform scheduled maintenance on 
AEP power plants. 

Return on avemge common equhty 
-The percentage return the company 
generated on the average amount of 
money that common shareholders have 
invested ir the company. 

SuW dloxlde - A gas of sulfur and 
oxygen compounds created when fossil 
fuels. such as coal. are burned. 

Total investor return -The return 
to common shareholders based on 
dividends paid plus changes in the 
stock pnce from the previous year 

Transmission tlne - Power lines 
used to transmit bulk electncity such as 
from itate to state or region to region. 
at h i p  voitages. 

Wholesale customer - A customer. 
such as a municipal cooperative or 
nvenoravned electric company 
or power marketer that bv/ i  electricity 
for resale 



American Electric Power 

I Riverside Plaza 

Columbus, OH 4 3 1 1  S 1 3 7 3  
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I Riverside Plaza 
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CONTENTS 

Selected Consolidated Financial Data . . . . . . . . . . . . . . . , . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 

Management's Discussion and Analysis of Financial Condition and Results of Operations . . . . . . . . . . . 3 - 14  

Consolidated Balance Sheets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . , . , . . . . . . . . . . . . . . . . . . 16 - 17 

Consolidated Statements of Cash Flows . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . , . . . . 18 

Notes to Consolidated Financial Statements . . . . , . . . . . . , . . . . . , . . . . . . . . . . : . . , . . . . . . . . . . 19 - 35 
Schedule of Consolidated Cumulative Preferred Stocks of Subsidiaries . . . . . . . . . . . . . . . . . . . , , . . . . . . 36 

Schedule of Consolidated Long-term Debt of Subsidiaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37 

Management's Responsibility . . . . . . . . . . . . . , . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . , . . . . 38 

Attachment 1 
Page39of 357 

KPSC Case No. 99-149 
TC (1  st Set) 

Order Dated April 22, 1999 
Item No. 2 



AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
SELECTED CONSOLIDATED FINANCIAL DATA 

Year Ended December 31. 1996 1995 1994 1993 1992 

INCOME STATEMENTS DATA 
(in n;illions): 
Operating Revenues $5,849 $5,670 $5,505 $5,269 $5,045 
Operating Income 1,008 965 932 929 883 
Net Income 587 530 500 354 468 

December 31. 1996 1995 1994 1993 1992 

BALANCE SHEETS DATA (in millions): 
Electric Utility Piant $1 8,970 $1 8,496 $18,175 $1 7,712 $1 7.509 
Accumulated Depreciation 

and Amortization 7.550 7.1 11 6.827 6.612 6781 
Net Electric Utilrty Plant $1 1.420 $1 1.385 $1 1.348 $1 1.1 00 $1 1.228 

Total Assets $1 5,886 $15,902 $1 5,739 $1 5,362 $1 4,217 

Common Shareholders' Equlty 4,545 4,340 4,229 4,151 4,245 

Cumulative Preferred Stocks of Subsidiaries: 
Not Subject to Mandatory Redemption 90 148 233 268 535 

Subject to Mandatory Redemption' 51 0 523 590 501 234 

Long-term Debt' 4,884 5,057 4,980 4,995 5,311 

Obligations Under Capital Leases' 41 4 405 400 284 300 

'Including portion due within one year 

Year Ended December 31. 1996 1995 1994 1993 1992 

COMMON STOCK DATA: 
Earnings per Share $3.14 $2.85 $2.71 $1.92 $2.54 

Average Number of Shares 
Outstanding (in thousands) 187,321 185,847 184,666 184,535 184,535 

Market Price Range: High $44-314 $40-518 $37-318 $40-318 $35-114 

Low 38-518 31-114 27-1 14 32 30-318 

Year-end Market Price 41-118 40-1R 32-718 37-1 18 33-118 

Cash Dividends Paid 
Dividend Payout Ratio 
Book Value per Share 

$2.40 $2.40 $2.40 $2.40 $2.40 
76.5% 84.1% 88.6% 125.2% 94.6% 
$24.1 5 $23.25 $22.83 $22.50 $23.01 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND 
RESULTS OF OPERATIONS 

Business Outlook 

With the issuance of two Federal Energy 
Regulatory Commission (FERC) orders and 
the commencement of planning for retail 
competition at the state level, we are in a 
better position to identify and develop 
strategies for addressing the issues that face 
American Electric Power (AEP) and our 
changing industry. We recognize that the 
conventional ways of maintaining and 
enhancing shareholder value are becoming 
less effective as the industry moves towards 
greater competition in the generation and 
sale of electricity. The industry's transition to 
competition and customer choice and the 
ability to fully recover costs are probably the 
most significant factors affecting AEP's future 0 profitability. 

- 
Although AEP has the financial strength, 

geographic reach, location and cost structure 
to be an able competitor, no assurance can 
be given that AEP can maintain this position 
in the future. However, we intend to make 
every effort to maintain and strengthen our 
competitive position. We see a link between 
a smooth transition to a competitive 
marketplace and the maintaining and 
enhancing of shareholder value. 

The new FERC orders facilitate increased 
competition in both the generation and sale 
of bulk power to wholesale customers. They 
provide, among other things, for open access 
to transmission facilities. AEP's support of 
the FERC's open access transmission rule is 
evidenced by our being among the first to file 
a comparability tariff, offering access to our 
transmission grid at 143 interconnections to 
all parties under the same terms and 0 .  3 

conditions available to AEP. This has 
provided AEP with greater opportunities for 
transmission service revenues. 

Although crrstomer choice proposa!s and 
discussions are under way in the states in 
which we operate, it is difficult to predict their 
result and the timing of any resultant 
changes. We are actively involved in 
discussions on the state and federal level 
regarding how best to transition to 
competition in order to represent the best 
interests of our customers, shareholders and 
employees. We favor a transition because 
we believe that AEP will in the long-term fare 
better in a competitive market than under 
continued regulation. 

As the electric energy market evolves from 
cost-of-service ratemaking to market-based 
pricing, many complex issues must be 
resolved, including the recovery of stranded 
costs. While the new FERC orders provide, 
under certain conditions, for recovery of 
stranded costs at the wholesale level, the 
issue of stranded cost remains open at the 
much larger state retail level. 

Stranded Costs 

Stranded costs occur when a customer 
switches to a new supplier for its electric 
energy needs or when a component of the 
business, for example generation, is no 
longer subject to cost-based regulation, 
creating the issue of who pays for plant 
investment, purchased power or fuel 
contracts both non-affiliated and affiliated, 
inventories, construction work in progress, 
nuclear decommissioning, plant removal and 
shutdown costs. previously deferred costs 
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(regulatory assets) and other investments 
and commitments that are no longer needed, 
economic or recoverable in a competitive 
market. The amount of any stranded costs 
AEP may experience depends on the timing 
of and the extent to which direct competition 
is introduced to our business and the then- 
existing market price of energy. 

Under the provisions of Statement of 
Financial Accounting Standards (SFAS) No. 
71, "Accounting for the Effects of Certain 
Types of Regulation," assets (deferred 
expenses) and liabilities (deferred revenues) 
are included in the consolidated financial 
statements in accordance with regulatory 
actions to match expenses and revenues in 
cost-based rates. In the event a portion of 
the business no longer met the requirements 
of SFAS 71, net regulatory assets would 
have to be written off for that portion of the 
business. Among other requirements SFAS 
71 requires that the rates charged customers 
be cost based. 

Our generation business is still cost-based 
regulated and should remain so for at least 
three to five years as the industry transitions 
to full competition. Although the recent 
FERC orders provide for competition in the 
firm wholesale market, that market is a 
relatively small part of our business and 
many of our firm wholesale sales are still 
under cost-of-service contracts. We believe 
that enabling state legislation should provide 
for a sufficient transition period to allow for 
the recovery of any generation-related 
stranded costs and we are dedicating 
ourselves to work with regulators, customers 
and legislators to accomplish both an orderly 
transition and a reasonable and fair 
disposition of the stranded cost issue. 

We iavor the recovery of stranded costs 
during a transition period in which rates 
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would be fixed or frozen and electric utilities 
would take steps to achieve cost savings 
which would be used to reduce or eliminate 
stranded costs. However, if electric utilities 
were to no longer be cost-based regulated 
and it were not possible to recover stranded 
costs, the results of operations and financial 
condition of AEP and other electric utilities 
would be adversely affected. 

Since state commissions have jurisdiction 
over the sale and distribution of electricity to 
retail customers, we believe that state 
legislation and regulation should shape the 
future competitive market for electricity while 
federal legislation should seek to ensure 
reciprocity among the states and a level 
playing field for all power suppliers. 
Presently states with higher cost power, like 
California and Massachusetts, are 
aggressively pursuing deregulation. The 
states AEP operates in, however, are 
generally addressing the call for customer 
choice more cautiously and the transition to 
competition is expected to evolve at an 
uneven pace across the states. 

Restrucfuring/Functional Unbundling 

In 1996 we took some major steps to 
maintain and enhance AEP's competitive 
strength and made progress towards our 
long-term goal of becoming the world's 
premier supplier of energy and related 
services. We restructured our management 
and operations to allow us to comply with the 
new FERC orders by separating our 
generation and energy sales operations from 
our energy transmission delivery operations 
and to address increasing competition 
among electric suppliers through distinct 
functional business units. This has achieved 
and should continue to achieve staffing, 
managerial and operating efficiencies. The 
generation and marketing business units 
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expect to eventually compete in an open 
market for customers. Our energy delivery 
business will remain regilated and may 
ultimately be subject to some form of 
incentive or performance-based ratemaking 
while Corporate Development and Marketing 
will be working to cultivate new but related 
non-regulated business opportunities. 

Corporate Branding and Positjoning 

We are enhancing our marketing and 
customer service efforts with programs like 
the Key Accounts Program which strives to 
build strong partnerships with key customers 
in order to build customer loyalty. In 1996 
AEP also launched a series of new television 
commercials as part of a branding campaign 
to inform our customers that we will be 
operating under the name American Electric 
Power and that we are AEP: America's 
Energy Partner. The commercials are 
intended to position AEP as more than just a e: supplier of electricity. As we enter an 
increasingly competitive energy market we 
want to be the energy and energy services 
provider of choice. 

New Business Opportunities 

In the non-rate-regulated environment, AEP 
offers energy consulting and project 
management services both domestically and 
internationally and contracts with other public 
utilities and government agencies for the 
licensing of intellectual property and the 
delivery of energy services. In 1996 an AEP 
subsidiary and two Chinese companies 
formed a joint venture company to finance 
and build a 250-megawatt electric generating 
facility in China. AEP's share of the total 
cost of the facility is approximately $120 
million and the project is expected to be 
operational in 1999. 

On February 24, 1997 AEP and Public 
Service Company of Colorado with equal 
interests in a joint venture announced a cash 
.tender offer for Yorkshire Electricity Group 
plc in the United Kingdom. The joint venture 
proposes to pay $2.4 billion to acquire all of 
the stock of Yorkshire Electricity. AEP's 
equity investment, estimated to be $360 
million, will be made through its subsidiary 
AEP Resources Inc., initially using cash 
borrowed under a revolving credit 
agreement. We consider the China 
investment and Yorkshire tender offer as 
important steps in our long-term goal to 
become the premier provider of energy and 
energy services worldwide. 

In addition to pursuing foreign power 
generation, transmission and distribution 
investments we formed new subsidiaries in 
1996 to explore other new complementary 
business opportunities including AEP 
Communications, Inc. which was formed to 
provide data transmission and related 
telecommunications products and services. 
In January 1997 AEP Communications, Inc. 
entered into an agreement with Sprint 
Communications, Inc. to construct jointly a 
150 mile fiber optic line between Charleston, 
West Virginia and Roanoke, Virginia. 
Another new subsidiary AEP Power 
Marketing is presently seeking approval to 
market and broker power outside of our 
traditional service territory. Plans are also in 
place to commence gas marketing. We are 
pursuing non-regulated related business 
opportunities because we believe they offer 
the opportunity to earn enhanced returns as 
compared with our traditional regulated 
business. However, we recognize that these 
opportunities are generally riskier. 
Investments in new business opportunities 
may be made after management carefully 
assesses the risks versus the potential for 
enhanced shareholder value. 

5 



Cost Containment 

In 1996 we continued our efforts to reduce 
costs in order to maintain our 
competitiveness. Reviews of our major 
processes led to decisions to consolidate the 
management and operations of internal 
service functions performed at multiple 
locations. Among the functions being 
consolidated are fossil generation plant 
maintenance, nuclear operations support 
staff, system operations, accounting and load 
research. A study of the Company's 
procurement and supply chain operations led 
to cost reductions through better inventory 
management, just-in-time delivery and the 
increased use of electronic purchasing. Also 
in 1996 we completed the installation of an 
activity based management budgeting 
system throughout the system. This tool will 
enable managers to better analyze work and 
control costs. While staff reductions and 
cost savings are being achieved in these and 
other areas, expenses for new marketing and 
customer services and modern efficient 
management information systems are being 
increased to prepare for competition. These 
expenditures for the future should produce 
further improvements and efficiencies, 
enabling AEP to maintain its position as a 
lowcost producer. 

Fuel Costs 

Coal-is 70% of the production cost of 
electricity for AEP. Although our coal costs 
per unit of electricity (per Kwh) have declined 
by one-half in constant dollars in the last 10 
years, we recognize that we must continue to 
manage our coal costs to continue to 
maintain our competitive position. 
Approximately 15% of the coal we burn is 
supplied by affiliated mines; the remainder is 
acquired under long-term contracts and in 
the spot market. As long-term contracts 

expire we are negotiating with non-affiliated 
suppliers to lower purchased coal costs. 
Efforts also continued in 1996 to reduce the 
cost of affiliated coal. We intend to continue 
to prudent;.)l supplement our long-term coal 
supplies with spot market purchases as long 
as favorable spot market prices exist. 

. 

In recent years we have agreed in our Ohio 
jurisdiction ta certain limitations oa the 
recovery of affiliated coal costs. ' Our 
analysis shows that we should be able to 
recover over the term of the agreement 
(through 2009) the Ohio jurisdictional portion 
of the current and deferred costs of our 
affiliated mining operations including future 
mine closure costs. Management intends t.0 
seek recovery of its non-Ohio jurisdictional 
portion of the investment in and the liabilities 
and closing costs of our affiliated mines 
estimated at $1 80 million after tax. However, 
should it become apparent that the costs will 
not be recoverable from Ohio andlor non- 
Ohio jurisdictional customers, the mines may 
have to be closed and future earnings and 
possibly financial condition adversely 
affected. In'addition compliance with Phase 
II requirements of the Clean Air Act, which 
become effective in January 2000, could also 
cause the mining operations to close. 
Unless the cost of any mine closure is 
recovered either in regulated rates or as a 
stranded cost in a transition to competition, 
future earnings and possibly financial 
condition could be adversely affected. 

Nuclear Costs 

Significant efforts have been made to 
enhance our competitiveness in nuclear 
power generation and to improve our nuclear 
organizational efficiency. Net generation in 
1996 for the Company's only nuclear plant, 
the two-unit Donald C. Cook Nuclear Plant, 
located on the shores of Lake Michigan, was 

6 
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16,396 gigawatts, the highest in the plant's 
20-year history. The generation record was 
set in part due to Unit 2's best continuous run 
in its history, 226 days, reached in December 
1996. Refueling co-sts and related outage 
time have been reduced. We also reduced 
nuclear staff support costs in 1996 by 
relocating our Columbus-based nuclear 
management and support staff to Michigan to 
consolidate it with the plant staff. 

It is difficult to reduce nuclear generation 
costs since certain major cost components 
are impacted by federal laws and Nuclear 
Regulatory Commission (NRC) regulations. 
The Nuclear Waste Policy Act of 1982 
established federal responsibility for the 
permanent off-site disposal of spent nuclear 
fuel and high-level radioactive waste. By law 
we participate in the Department of Energy's 
(DOE's) Spent Nuclear Fuel (SNF) disposal 
program which is described in Note 4 of the 
Notes to Consolidated Financial Statements. 
Since 1983 our customers have paid $254 
million for the disposal of spent nuclear fuel 
consumed at the Cook Nuclear Plant. Under 
the provisions of the Nuclear Waste Policy 
Act, collections from customers are to 
provide the DOE with money to build a 
repository for spent fuel. To date the federal 
government has not made sufficient progress 
towards a permanent repository or otherwise 
assuming responsibility for SNF. As long as 
there is adelay in the storage repository for 
SNF, the cost of both temporary and 
permanent storage will continue to increase. 

The cost to decommission the Cook Nuclear 
Plant is also affected by NRC regulations 
and the DOE's SNF disposal program. 
Studies completed in 1994 estimate the cost 
to decommission the Cook Nuclear Plant and 
dispose of low-level nuclear waste 
accumulation to range from $634 million to 
$988 million in 1993 dollars. This estimate 

could escalate due to uncertainty in the 
DOES SNF disposal program and the length 
of time that SNF may need to be stored at 
the plant site delaying decommissioning. 

~ Presently we are recovering the estimated 
cost of decommissioning the Cook Nuclear 
Plant over its remaining life. However, AEP's 
future results of operations and possibly its 
financial condition could be adversely 
affected if the cost of spent nuclear fuel 
disposal and decommissioning continues to 
increase and cannot be recovered in 
regulated rates or as a stranded cost in a 
future competitive market. 

Environmental Concerns 

We take great pride in our efforts to 
economically produce and deliver electricity 
while minimizing the impact on the 
environment. AEP has spent millions of 
dollars to equip our facilities with the latest 
economical clean air and water technologies 
and to research possible new technologies. 
We are also proud of our award winning 
efforts to reclaim our mining properties. We 
intend to continue to take a leadership role to 
foster economically prudent efforts to protect 
and preserve the environment, 

Hazardous Material 

7 

By-products from the generation of 
electricity include materials such as ash, 
slag, sludge, low-level radioactive waste and 
spent nuclear fuel. Coal combustion by- 
products, which constitute the overwhelming 
percentage of these materials, are typically 
disposed of or treated in captive disposal 
facilities or are beneficially utilized. In 
addition, our generating plants alid 
transmission and distribution facilities have 
used asbestos, polychlorinated biphenyls 
(PCBs) and other hazardous and non- 
hazardous materials. We are currently 
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incurring costs to safely dispose of such 
substances, and additional costs could be 
incurred to comply with new laws and 
regulations if enacted. 

The Comprehensive Environmental 
Response, Compensation and Liability Act 
(CERCLA or Superfund) addresses clean-up 
of hazardous substances at disposal sites 
and authorized the United States 
Environmental Protection Agency (Federal 
€PA) to administer the clean-up programs. 
As of year-end 1996, we are currently 
involved in litigation with respect to five sites 
being overseen by the Federal EPA and 
have been named by the Federal EPA as 
"Potentially Responsible Parties" (PRPs) for 
six other sites. There are eight additional 
sites for which AEP companies have 
received information requests which could 
lead to PRP designation. Also, an AEP 
subsidiary has received an information 
request with respect to one site administered 
by state authorities. Our liability has been 
resolved for a number of sites with no 
significant effect on results of operations. In 
those instances where we have been named 
a PRP or defendant, our disposal or 
recycling activity was in accordance with the 
then-applicable laws and regulations. 
Unfortunately, CERCLA does not recognize 
compliance as a defense, but imposes strict 
liability on parties who fall within its broad 
statutory categories. 

While the potential liability for each 
Superfund site must be evaluated separately, 
several general statements can be made 
regarding such potential liability. The 
disposal at a particular site by AEP is often 
unsubstantiated; the quantity of material we 
disposed of at a site was generally small; 
and the nature of the material we generally 
disposed of was non-hazardous. Typically, 
we are one of many parties named as PRPs 

for a site and, although liability is joint and 
several, generally some of the other parties 
are financially sound enterprises. Therefore, 
our present estimates do not anticipate 
material cleanup costs for identified sites for 
which we have been declared PRPs. 
However, if for reasons not currently 
identified significant costs are incurred for 
cleanup, future results of operations and 
possibly financial condition would be 
adversely affected unless the costs can be 
recovered from customers. 

. 

Federal €PA Actions 

Federal EPA is required by the Clean Air 
Act Amendments of 1990 (CAAA) to issue 
rules to implement the law. In December 
1996 Federal EPA issued final rules 
governing nitrogen oxide emissions that must 
be met after January 1,2000 (Phase I1 of the 
CAAA). The final rules will require 
substantial reductions in nitrogen oxide 
emissions from certain types of power plant 
boilers including those in AEP's power 
plants. In Decemkr 1996 a group of utilities 
including AEP operating companies filed a 
petition for review of the nrles in a U.S. Court 
of Appeals and requested expedited 
consideration of the appeal. The cost to 
comply with the emission reductions required 
by the final rules is expected to be 
substantial and could have a material 
adverse impact on results of operations and 
possibly financial condition if these costs are 
not recovered from customers. 

Federal EPA is considering proposals to 
revise the existing ambient air quality 
standard for ozone and to establish a new 
ambient air quality standard for fine 
particulate matter. The rules being 
considered could result in requirements for 
reductions of nitrogen oxides and sulfur 
dioxide emitted from coal fired power Dlants 
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and could have a significant impact on AEP's 
operations. The proposals being considered 
are of particular concern because they do not 
appear to have a sound scientific basis. The 
cost of complying with any new emission 
reduction requirements imposed as a result 
of the adoption of revised ambient air quality 
standards can not be precisely determined 
but could be substantial. If Federal EPA 
ultimately promulgates stricter ambient air 
quality standards, they could have a material 
adverse impact on results of operations and 
possibly financial condition if these costs are 
not recovered from customers. 

Results of Operations 

1996 was a good year for AEP with 
earnings the best since 1989 and total share- 
holder return placing us among the best in 
our industry. We continued to be well within 
our goal of being in the upper quartile of the 
companies in the Standard & Poor's electric 
utility index, based on cumulative three-year 
return. 

Earnings increase 

In 1996 earnings increased 11 % to $587 
million or $3.14 per share from $530 million 
or $2.85 per share in 1995. The increase is 
mainly attributable to increased sales of 
energy and services and reduced interest 
charges and preferred stock dividends. 
Sales increased due to increased 
transmission and other services provided to 
power marketers and utilities and increased 
energy sales to non-affiliated utilities and 
industrial customers. The reduction in 
interest and preferred stock dividends 
resulted from the Company's refinancing 
program. Also contributing to the improve- 
ment in earnings were severance pay 
charges recorded in 1995 in connection with 
realigning operations and management and 

a 

gains recorded in 1996 from emission 
allowance transactions. 

Earnings increased 6% in 1995 to $530 
~ million or $2.85 per share from $500 million 
or $2.71 per share in 1994. The primary 
reason for the earnings improvement was 
increased retail energy sales reflecting 
increased usage and growth in the number of 
customers. Unseasonably warm weather in 
the summer of 1995 and colder weather in 
the fourth quarter of 1995, were the primary 
factors accounting for the increased usage. 
The positive earnings impact of the 
increased sales was partly offset by the 
unfavorable effect of severance pay. 

Revenues And Sales Increase 

Operating revenues increased 3% in 1996 
and 1995. Increased wholesale energy sales 
and transmission and coal conversion 
service revenues were the primary reasons 
for the increase in 1996 revenues. In 1995 
the revenue increase resulted primarily from 
an increase in retail customers' energy 
usage, growth in the number of retail 
customers and the effects of rate increases. 

The change in revenues can be analyzed 
as follows: 

increase (Decrease) 
From Previous Year 

Bevenues in Millions) 1996 1995 
Amount "/o Amount "/o 

Retail: 
Price Variance $ (42.9) $46.5 
Volume Variance 63.7 173.0 
Fuel Cost Recoveries 15 0 -9) 

Price Variance (202.0) (39.3) 

Fuel Cost Recoveries 13.6) ( 4 6 )  

Other Operating Revenues 31.4 22 

- 35.8 0.7 196.6 4.2 
Wholesale: 

Volume Variance 317.3 10.8 

111.7 16.4 (33 1) (4.6) 

Total 

- 
9 

$ 178.9 3.2 $165.7 3.0 
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In 1996 retail revenues increased slightly 
due to growth in the number of customers 
and the addition of a major new industrial 
customer in December 1995. Revenues from 
sales to residential customers, the most 
weather-sensitive customer class, were flat, 
increasing less than one percent, as the 
effect of cold winter weather in early 1996 
was offset by mild summer and December 
temperatures. Revenues from commercial 
and industrial customers increased 1 % 
reflecting growth in the number of customers. 

Wholesale revenues increased 16% in 
1996 reflecting a 46% increase in wholesale 
sales attributable largely to new wholesale 
transactions with power marketers and other 
utilities. As the wholesale energy market 
evolves into a competitive marketplace the 
Company intends to take advantage of new 
ways to market and price electricity and 
related services. During 1996 the Company 
provided coal conversion services resulting 
in 6.8 billion kilowatthours of electricity 
generated for power marketers and certain 
other utilities under a new FERC-approved 
interruptible, contingent sales tariff. As a 
result of these new sales, the average price 
per kilowatthour was significantly less in 
1996 than in 1995. Also contributing to the 
increased wholesale sales was a new long- 
term contract with an unaffiliated utility to 
supply 205 MW of energy for 15 years 
beginning January 1, 1996. 

An increased level of activity in the 
wholesale energy markets encouraged by 
the 1996 issuance of FERC open access 
transmission rules and AEP's aggressive 
efforts to provide flexible and competitively 
priced transmission services led to an 
increase in transmission service revenues. 
As a result transmission revenues, which are 
recorded in other operating revenues, 
increased by approximately $24 million. 

The increase in 1995 operating revenues 
resulted primarily from a 4% increase in 
energy sales to retail customers due mainly 
to increased usage and continued growth in 
the number of customers in all retail 
customer classes. Energy sales to 
residential customers, the most weather- 
sensitive customer class, rose more than 6% 
in 1995 mainly as a result of increased 
weather related usage in the last half of the 
year. Sales to commercial and industrial 
customers rose 5% and 2%, respectively, 
reflecting the effects of weather and the 
expanding economy. 

Although revenues from wholesale 
customers declined in 1995, wholesale 
energy sales increased by more than 1% 
largely due to increased short-term sales 
made on an hourly basis to unaffiliated 
utilities. This type of short-term sale is 
typically made when the unaffiliated utility 
can purchase energy at a lower cost than the 
cost at which that utility can generate the 
energy or when the customer is short on 
generating capacity. Such sales increase in 
periods of extreme weather. The increase in 
1995 wholesale energy sales occurred 
during the last six months of the year when 
the summer was unseasonably warm and fall 
temperatures were colder compared with the 
prior year. While wholesale energy sales 
increased, wholesale revenues declined in 
1995 reflecting increasing price related 
competition. 

The level of wholesale sales tends to 
fluctuate due to the highly competitive nature 
of the short-term energy market and other 
factors, such as unaffiliated generating plant 
availability, the weather and the economy. 
The recently adopted FERC rules which 
introduce a greater degree of competition 
into the wholesale energy market have had 
the effect of increasing short-term wholesale 
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.@sales and transmission service revenues. 
The Company's sales and in turn its results 
of operations were impacted in 1996 and 
prior years by the quantities of energy and 
services sold in wholesale transactions. 
Future results of operations will be affected 
by the quantity and price of wholesale 
transactions which often depends on the 
weather and power plant availability. 

Operating Expenses lncrease 

Operating expenses increased 3% in 1996 
and 1995. The primary items accounting for 
the increase in 1996 were increased fuel 
costs, federal income taxes and expenditures 
for marketing, information systems and other 
items necessary to prepare for the transition 
to competition. In 1995 increased rent and 
related operating costs of the newly installed 
Gavin Plant flue gas desulfurization systems 
(scrubbers) and expenses related to 
severance pay charges were the main 
reasons for the increase in operating 

.expenses. Changes in the components of 
operating expenses were as follows: 

lncrease (Decrease) 
From Previous Year 

[Dollars in Millions) 1996 1995 
Amount & Amount 2 

Fuel and Purchased Power $61.2 3.8 f(l19.7) (6.9) 
Other Operation 25.9 2.2 181.3 18.1 
Maintenance (39.0) (7.2) (2.4) (0.5) 
Depreciation and Amortization 7.8 1.3 20.8 3.6 
Taxes Other Than Federal 

Income Taxes 9.4 1.9 (5.0) (1.0) 

Total $135.5 2.9 $ 133.6 2.9 
Federal Income Taxes 70.2 25.8 58.6 27.5 

Fuel and purchased power expense 
increased in 1996 due to an increase in 
generation to meet the increase in industrial 
and wholesale customer demand. The effect 
of increased generation was partially offset 
by reduced average fossil fuel costs resulting 
from increased usage of lower cost spot 
market coal and lower cost nuclear fuel. 

11 

Although generation increased 3% in 1995, 
fuel and purchased power expense declined 
as a result of a decrease in the average cost 
of fossil fuel resulting from reduced coal 
prices reflecting the renegotiation of certain 
long-term coal contracts and other lower 
priced purchases under existing and new 
contracts. Other factors which reduced fuel 
and purchased power expense in 1995 were 
increased utilization of low cost nuclear 
generation; decreased energy purchases 
due to the mild weather during the first half of 
1995 and the operation of fuel clause 
mechanisms. Changes in fuel expense are 
generally deferred pending recovery in 
various fuel clause mechanisms, as such 
they generally do not affect earnings. 

The significant increase in other operation 
expense during 1995 was primarily due to 
rent and other operating costs of the Gavin 
Plant scrubbers which went into service in 
December 1994 and the first quarter of 1995; 
a $41 million ($27 million after-tax) provision 
for severance pay recorded in 1995 related 
mainly to a functional realignment of 
operations; and costs related to the 
development of a new activity based 
budgeting system. 

Maintenance expense decreased in 1996 
due to the recovery of previously expensed 
storm damage costs and reduced nuclear 
plant maintenance expense due to workforce 
reductions and the reduction of contract labor 
at the Cook Nuclear Plant. 

The increases in federal income tax 
expense attributable to operations was 
primarily due to an increase in pre-tax 
operating income and changes in certain 
bookltax differences accounted for on a flow- 
through basis and in 1995 the effects of 
accrual adjustments for prior year tax returns. 
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e Nonoperating Income 

Nonoperating income decreased in 1996 
due to the cost of the AEP branding program 
and startup costs of the new business 
ventures. The increase in nonoperating 
income in 1995 was mainly due to a 1994 
loss of $8.2 million on a demand side 
management investment. 

lnterest Charges and Preferred Stock 
Dividend Requirements 

In 1996 interest charges and preferred 
stock dividend requirements decreased as 
the Company's subsidiaries continued their 
refinancing programs. The programs reduced 
the average interest rate and the amount of 
long-term . debt and preferred stock 
outstanding. The cost of short-term 
borrowings in 1996 increased slightly re- 
flecting an increased average balance of 
short-term debt outstanding. 

0 lnterest charges increased in 1995 mainly 
due to an increase in interest on short-term 
debt resulting from a higher average interest 
rate in 1995 on larger levels of outstanding 
short-term debt. 

Common Dividend Remains Consfant; 
Payout Ratio Decreases 

The Company paid a quarterly dividend in 
1996 of 60 cents a share maintaining the 
annual dividend rate at $2.40 per share. The 
payout ratio continued an improving trend to 
76% in 1996 from 84% in 1995 and 89% in 
1994. It has been a management objective 
to reduce the payout ratio through efforts to 
increase earnings in order to enhance AEP's 
ability to invest in new business ventures that 
complement our core competencies and can 
maintain and improve shareholder value. 

12 

Liquidity and Capital Resources 

Electric utility construction expenditures in 
the United States have been declining in 
recent years due to slow growth in the 
demand for electricity, environmental 
restrictions, and delays in obtaining 
approvals to constnict transmission facilities. 
Demand-side management programs such 
a: direct load control, interruptible load, 
energy efficiency, and other demand and 
load reduction programs have lessened the 
need for new plant expenditures. Also in 
some parts of the country substantial 
portions of new generation additions have 
been by non-utility entities. AEP's 
construction expenditures have followed the 
industry trend and have been generally 
declining since 1991 when we last completed 
a new generating facility. Our electric 
generating plant expenditures for 1996 
accounted for only 27% of the total electric 
utility plant expenditures, as compared to the 
historic level of investment in electric 
generating plant of 49%. Transmission and 
distribution (T&D) expenditures, on the other 
hand, accounted for approximately 68% of 
expenditures, compared with the historic 
investment level of 46%. Construction 
expenditures for our domestic utility 
operations are estimated to be $2 billion over 
the next three years with no major plant 
construction planned for our service territory. 
Total T&D expenditures will be related to the 
improvement of and additions to delivery 
facilities. Approximately 88% of the domestic 
construction expenditures for the next three 
years will be financed internally. Allowance 
for funds used during construction (AFUDC) 
accruals also declined during this period. 
The decline in AFUDC in recent years is 
primarily due to the decrease in the level of 
generation plant construction combined with 
a decrease in interest rates. 
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@ The operating subsidiaries generally issue 
short-term debt to provide for interim 
financing of capital expenditures that exceed 
internally generated funds. They periodically 
reduce their outstanding short-term debt 
through issuances uf long-term debt and 
historically preferred stock and with 
additional capital contributions by the parent 
company. In 1996 Short-term borrowing 
decreased by $45 million. At December 31, 
1996 American Electric Power Co., Inc. (the 
parent company) and its utility subsidiaries 
had unused short-term lines of credit of $409 
million, and several of AEP's subsidiaries 
engaged in providing non-regulated energy 
services had an unused line of credit of $100 
million available under a revolving credit 
agreement. In February 1997 the credit 
available under the revolving credit 
agreement was increased to $500 million. 
The sources of funds available to the parent 
wmpany are dividends from its subsidiaries, 
short-term and long-term borrowings and, 
when necessary, proceeds from the issuance 

@of common stock. The parent company 
issued 1,600,000 shares in 1996, 1,400,000 
shares in 1995 and 700,000 shares in 1994 
of common stock through a Dividend 
Reinvestment Program raising $65 million, 
$49 million and $22 million, respectively. As 
a result of the common stock issuances and 
the reduction in long-term debt over the past 
several years, the common equity to 
capitalization ratio has steadily improved. At 
December 31, 1996 the ratio increased to 
45.3% from 43.1% at year-end 1995 and 
from 42.1 % at year-end 1994. 

The debt and preferred stock coverages of 
the principal operating subsidiaries remained 
strong in 1996. 

13 

Coverages at December 37, 1996 
Mortgage and Preferred 

Long-term Debt Stock 

Appalachian Powei Co. 3.98 1.99 
tolurnbus Southern Power Co. 4.44 N/A 
Indiana Michigan Power Co. 6.66 3.07 
Kentucky Power Co. 3.22 N/A 
Ohio Power Co. 6.62 3.63 

M A  = Not Applicable 

Unless the subsidiaries meet certain 
earnings or coverage tests, they cannot 
issue additional mortgage bonds or preferred 
stock. In order to issue mortgage bonds 
(without refunding existing debt), each 
subsidiary must have pre-tax earnings equal 
to at least two times the annual interest 
charges on mortgage bonds after giving 
effect to the issuance of the new debt. 
Generally, issuance of additional preferred 
stock requires after-tax gross income at least 
equal to one and one-half times annual 
interest and preferred stock dividend 
requirements after giving effect to the 
issuance of the new preferred stock. The 
subsidiaries presently exceed these minimum 
coverage requirements. 

In January 1997 the Company announced 
a tender offer for certain subsidiaries' 
preferred stock in conjunction with special 
meetings scheduled to be held on February 
28, 1997. The special meetings' purpose is 
to consider amendments to the subsidiaries' 
articles of incorporation to remove certain 
capitalization ratio requirements. These 
restrictions limit the subsidiaries' financial 
flexibility and could place them at a 
competitive disadvantage in the future. The 
amount paid to redeem the preferred stock 
that is tendered could total as much as $514 
million. The subsidiaries expect to use a 
combination of short-term debt and 
unsecured long-term debt to pay for the 
preferred stock tendered. 
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Litigation 

AEP is involved in a number of legal 
proceedings and claims. While we are . 
unable to predict the outcome of such 
litigation, it is not expected that the ultimate 
resolution of these matters will have a 
material adverse effect on the results of 
Dperations and/or financial condition. 

Inflation affects AEP's cost of replacing 
utility plant and the cost of operating and 
maintaining its plant. The rate-making 
process limits our recovery to the historical 
cost of assets resulting in economic losses 
when the effects of inflation are not 
recovered from customers on a timely basis. 
However, economic gains that results from 
the repayment of long-term debt with inflated 
dollars partly offset such losses. 

Corporate Owned Life Insurance 

In connection with the audit of AEP's 1991, 
1992 and 1993 federal income tax returns 
the Internal Revenue Service agents sought 
a ruling from the IRS National Office that 
certain interest deductions relating to a 
corporate owned life insurance (COLI) 
program should not be allowed. The 
Company established the COLI program in 
1990 as a part of its strategy to fund and 
reduce the cost of medical benefits for retired 
employees. AEP filed a brief with the IRS 
National Office refuting the agents' position. 
Although no adjustments have been 
proposed, a disallowance of the COLI 
interest deductions through December 31 I 

1996 would reduce earnings by approxiately 
$247 million (including interest). AEP 
believes it will ultimately prevail on this issue 
and will vigorously contest any disallowance 
that may be assessed. 
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In 1996 Congress enacted legislation that 
prospectively phases out the tax benefits for 
COLI interest deductions over a three year 
period beginning in 1996. As a result the 
Company intends to restructure its COLI 
program. The restructuring of the COLI 
program is not expected to have a material 
impact on results of operations. 

New Accounting Rules 
Effect of Inflation 

In 1996 the Financial Accounting Standards 
Board (FASB) issued an exposure draft 
"Accounting for Certain Liabilities Related to 
Closure or Removal of Long-Lived Assets." 
The proposal suggests that the present value 
of decommissioning and certain other closure 
or removal obligations be recorded as a 
liability when the obligation is incurred. A 
corresponding asset would be recorded in 
the plant investment account and recovered 
through depreciation charges over the 
asset's life. A proposed transition rule would 
require that an entity report in income the 
cumulative effect of initially applying the new 
standard. The FASB is reconsidering the 
exposure draft proposal. It is unclear at this 
time in what manner the FASB will adopt the 
proposal. Until it becomes apparent what the 
FASB will decide and how certain questions 
raised by the exposure draft are resolved the 
Company cannot determine its impact. 

14 
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I AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
CONSOLIDATED STATEMENTS OF INCOME 
(in thousands - except per share amounts) 

OPERATING REVENUES 

OPERATING EXPENSES: 
Fuel and Purchased Power 
Other Operation 
Maintenance 
Depreciation and Amortization 
Taxes Other Than Federal Income Taxes 
Federal Income Taxes 

TOTAL OPERATING EXPENSES 

OPERATING INCOME 

NONOPERATING INCOME 

INCOME BEFORE INTEREST CHARGES AND 
PREFERRED DIVIDENDS 

INTEREST CHARGES (net) 

PREFERRED STOCK DlVlDEND REQUIREMENTS 
OF SUBSIDIARIES 

0 : : z Z N ! M B E R  OF SHARES OuTsTANDiNG 

EARNINGS PER SHARE 

CASH DIVIDENDS PAID PER SHARE 

Year Ended December 31. 
- 1996 1995 

$5.849.234 $5.670.330 

1,686,754 1,625,531 
1,210,027 1,184,158 
502,841 541,825 
600,851 593,019 
498.567 489.223 
342.222 272.027 

4.841.262 4.705.783 

1.007.972 964.547 

2.212 20.204 

1,010,184 984,751 

381,328 400,077 

41.426 54.771 
$ 587.430 $ 529.903 

187.321 185.847 
$2.85 

$2.40 
- - 
- 

CONSOLIDATED STATEMENTS OF RETAINED EARNINGS 
(in thousands) 

RETAINED-EARNINGS JANUARY 1 
NET INCOME 
DEDUCTIONS: 
Cash Dividends Declared 
Other 

RETAINED EARNINGS DECEMBER 31 

See Notes to Consolidated Financial Statements. 
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- 1994 

$5.504.670 

1,745245 
1,002,822 
544,312 
572,189 
494.21 0 
21 3.399 

4.572.1 77 

932.493 

11.485 

943,978 

389,240 

54.728 
g 500.012 

184.666 
!&gJ, 
a 
- 
- 

Year Ended December 31. 
- 1996 - 1995 - 1994 

$1,409,645 $1,325,581 $1,269.283 
587,430 529,903 500,012 

449,353 445,831 443,101 
(24) 8 613 

$1 S47.746 fl.409.645 $1.325.581 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
CONSOLIDATED BALANCE SHEETS 
(In Thousands - Except Share Data) 

ASSETS 

ELECTRIC UTILITY PLANT: 
Production 
Transmission 
Distribution 
General (including mining assets and nuclear fuel) 
Construction Work in Progress 

Total Electric Utility Plant 
Accumulated Depreciation and Amortization 

NET ELECTRIC UTILITY PLANT 

OTHER PROPERTY AND INVESTMENTS 

CURRENT ASSETS: 
Cash and Cash Equivalents 
Accounts Receivable: 

Customers (less allowance for uncollectible accounts of 
$3,692 in 1996 and $5,430 in 1995) 
Miscellaneous 

Fuel - at average cost 
Materials and Supplies - at average cost 
Accrued Utility Revenues 
Prepayments and Other 

TOTAL CURRENT ASSETS 

REGULATORY ASSETS 

DEFERRED CHARGES 

TOTAL 

See Notes to Consolidated Financial Statements. 
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December 31. 
- 1996 - 1995 

$9,341,849 $9,238,843 
3,380,258 3,316,664 
4,402,449 4,184,251 
1,491.781 1,442,086 

353.832 314.1 18 
18,970,169 18,495,962 
7.549.798 7.1 11.129 

11.420.371 11.384.839 

892.674 825.781 

57,539 79,955 

41 5,413 417,854 
1 1 5.91 9 74,429 
235,257 271,933 
251,896 251,051 
174,966 207,919 
103.891 98.717 

1.354.881 1,401.858 

1.889.482 1.979.446 

328.1 39 310.377 

$15.885.547 $1 5.902.301 

. .. 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
CONSOLIDATED BALANCE SHEETS 

December 31. 

CAPITALIZATION AND LIABILITIES 

CAPITALIZATION: 
Common Stock-Par Value $6.50: - 1996 1995 
Shares Authorized. .300,000,000 300,000,000 
Shares issued . . . . .197,234,992 195,634,992 
(8,999,992 shares were held in treasury) 

Paidin Capital 
Reiained Earnings 

Total Common Shareholders' Equity 
Cumulative Preferred Stocks of Subsidiaries:' 

Not Subject to Mandatory Redemption 
Subject to Mandatory Redemption 

Long-term Debt' 

TOTAL CAPITALEATION 

OTHER NONCURRENT LIABlUTlES 

CURRENT LIABIUTIES: 
Preferred Stock and Long-term Debt Due Wlthin One Year' 
Short-term Debt 
Accounts Payable 
Taxes Accrued 
Interest Accrued 
Obligations Under Capital Leases 
Other 

TOTAL CURRENT LIABILITIES 

DEFERRED INCOME TAXES 

DEFERRED INVESTMENT TAX CREDITS 

DEFERRED GAIN ON SALE AND LEASEBACK - ROCKPORT PLANT UNIT 2 

DEFERRED CREDITS 

CONTINGENCIES (Note 4) 

TOTAL 

- 1996 

$1,282,027 
1,715,554 
1.547.746 
4,545,327 

90,323 
509,900 

4.796.768 

9.942.31 8 

1.002.208 

86,942 
31 9,695 
206,227 
414,173 

75,124 
89,553 

304.323 

1.496.037 

2.643.143 

404.050 

240.598 

157.1 93 

$1 5.885.547 

- 1995 

$1,271,627 
1,658,524 
1.409.645 
4,339,796 

148,240 
51 5,085 

4.920.w 

9.923.450 

884.707 

144,597 
365,125 
220,142 
420,192 

80,848 
89,692 

304.466 

1,625.062 

2.656.651 

430.041 

249.875 

132.51 5 

$1 5.902.301 

'See Accompanying Schedules on pages 36 - 37 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
ONSOLIDATED STATEMENTS OF CASH FLOWS 

Year Ended December 31. 

OPERATING ACTMTIES: . 
Net Income 
Adjustments for Noncash Items: 

Depreciation and Amortization 
Deferred Federal Income Taxes 
Deferred Investment Tax Credits 
Amortitation of Operating Expenses and Carrying Charges (net) 

Changes in Certain Current Assets and Liabilities: 
Accounts Receivable (net) 
Fuel, Materials and Supplies 
Accrued Utility Revenues 
Accounts Payable 
Taxes Accrued 

Other (net) 
Net Cash Flows From Operating Activities 

INVESTING ACTMTIES: 
Construction Expenditures 
Proceeds from Sale of Property and Other 

Net Cash Flows Used For Investing Activities 

FINANCING ACTMTIES: 
Issuance of Common Stock 
Issuance of Cumulative Preferred Stock 
Issuance of Long-term Debt 
Retirement of Cumulative Preferred Stock 
Retirement of Long-term Debt 
Change in Short-term Debt (net) 
Dividends Paid on Common Stock 

Net Cash Flows Used For Financing Activities 

Net Increase (Decrease) in Cash and Cash Equivalents 
Cash and Cash Equivalents Janua'iy 1 
Cash and Cash Equivalents December 31 

- 1996 

$ 587,430 

(21,478) 
(25,808) 

590,657 

55,458 

(39.049) 

32,953 
(1 3,915) 

(6,019) 
41 .OO? 

1.237 .OS? 

35,831 

(577,691) 
12.283 

1565.408) 

65,461 

407,291 
c10,761) 

(601,278) 
(45,430) 

(449.353) 
(694.070) 

(22,416) 
79.955 

3 57.539 

- 

- 1995 

$ 529,903 

578,003 
11,916 

(2581 9) 
53,479 

(71,804) 
457 

(40,433) 
(31,044) 
37,515 
14.437 

1.056.61 0 

(605,974) 
20.567 

1585.407) 

48,707 

523,476 

(469,767) 

- 

(1 58,839) 

48,140 
(445.831) 

i 7,089 
63 866 

$ 79.955 

(454.1 14) 

- 1994 

$ 500,012 

561 ,188 
(16,033) 
(31,275) 
16,022 

34,302 
(1,627) 
2,419 

(7,959) 
(26,521) 
(52.803) 
977.775 

(643,457) 
49.802 

(593.655) 

22,256 

41 1,869 

(445,636) 
38,009 

(443.101) 
(363.765) 

88,787 

(35,949) 

20,305 
42.561 

$ 62.866 

See Notes to Consolidated Financial Statements. 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSlDlARY COMPANIES 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

1. Significant Accounting Policies: 

The American Electric Power System (AEP, 
AEP System or the Company) is a public 
utility engaged in the generation, purchase, 
transmission and distribution of electric 
power to over 2.9 million retail customers in 
its seven state service territory which covers 
portions of Ohio, Michigan, Indiana, 
Kentucky, West Virginia, Virginia and 
Tennessee. Electric power is also supplied 
at wholesale to neighboring utility systems 
and power marketers. 

The organization of the AEP System consists 
of American Electric Power Company, Inc., 
the parent holding company; seven electric 
utility operating companies (utility 
subsidiaries); a generating subsidiary, AEP 
'Generating Company (AEPGEN); a service 
company, American Electric Power Service 
Corporation (AEPSC); three active coal- 
mining companies and a group of 
subsidiaries that complement utility activities. 
The following utility subsidiaries pool their 
generating and transmission facilities and 
operate them as an integrated system: 

- Appalachian Power Company (APCo) 
- Columbus Southern Power Company (CSPCo) 
- Indiana Michigan Power Company (I&tvl) 
- Kentucky Power Company (KEPCo) - Ohio Power Company (OPCo) 

The remaining two utility subsidisries, 
Kingsport Power Company and Wheeling 
Power Company, are distribution companies 
that purchase power from APCo and OPCo, 
respectively. AEPSC provides management 
and professional services to the AEP 
System. The active coal-mining companies 
are wholly-owned by OPCo and sell most of 
their production to OPCo. AEPGEN has a 

50% interest in the Rockport Plant which is 
- comprised of two of the AEP System's six 

1,300 megawatt (mw) generating units. The 
group of subsidiaries that complement utility 
activities are engaged in providing non- 
regulated energy services and are seeking 
and considering new business opportunities 
domestically and internationally that will 
permit AEP to utilize its expertise and core 
competencies. 

Effective January 1, 1996, AEPSC and the 
seven utility subsidiaries began operating as 
American Electric Power. There has been no 
change to the legal names of these 
companies. The AEP System's operations 
are divided into major business units which 
are managed centrally by AEPSC. 

Rate Regulation - The AEP System is subject 
to regulation by the Securities and Exchange 
Commission (SEC) under the Public Utility 
Holding Company Act of 1935 (1935 Act). 
The rates charged by the utility subsidiaries 
are approved by the Federal Energy 

' Regulatory Commission (FERC) or one of the 
state utility commissions as applicable. The 
FERC regulates wholesale rates and the 
state commissions regulate retail rates. 

Principles of Consolidation - The 
consolidated financial statements include 
American Electric Power Company, Inc. 
(AEPCo., Inc.) and its wholly-owned 
subsidiaries consolidated with their wholly- 
owned subsidiaries. Significant 
intercompany items are eliminated in 
conso I i d at i o n . 
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Basis of Accounting - As the owner of cost- 
based rate-regulated electric public utility 
companies, AEPCo., 1nc.k consolidated 
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<inancia1 statements reflect the actions of -.. gulators that result in the recognition of 
revenues and expenses in different time 
periods than enterprises that are not rate 
regulated. In accordance with Statement of 
Financial Accounting Standards (SFAS) No. 
71, "Accounting for the Effects of Certain 
Types of Regulation," regulatory assets 
(deferred expenses) and regulatory liabilities 
(deferred income) are recorded to reflect the 
economic effects of regulation. 

Use of Estimates - The preparation of these 
financial statements in conformity with 
generally accepted accounting principles 
requires in certain instances the use of 
management's estimates. Actual results 
could differ from those estimates. 

Uti/ity Plant - Electric utility plant is stated at 
original cost and is generally subject to first 
mortgage liens. Additions, major 
replacements and betterments are added to 

e plant accounts. Retirements from the a lant accounts and associated removal 
costs, net of salvage, are deducted from 
accumulated depreciation. The costs of 
labor, materials and overheads incurred to 
operate and maintain utility plant are 
included in operating expenses. 

Allowance for Funds Used During 
Construction (AFUDC) - AFUDC is a 
noncash nonoperating income item that is 
recovered over the service life of utility plant 
through depreciation and represents the 
estimated cost of borrowed and equity funds 
used to finance construction pmjects. The 
average rates used to accrue AFUDC were 
6.09%, 6.91 %, and 6.59% in 1996, 1995 and 
1994, respectively. 

Depreciation, Depletion and Aniot-2ation - 
Depreciation is provided on a straight-line 
basis over the estimated useful lives of 

20 

property other than coal-mining property and 
is calculated largely through the use of 
composite rates by functional class as 
follows: 

Composite 
Functional Class Depreciation 
of ProDertv Annual Rates 

Production : 
Steam-Nuclear 3.4% 
Steam-Fossil-Fired 3.2% to 4.4616 
Hydroelectric-Conventional 

2.7% to 3.2% 
Transmission 1 .?% to 2.7% 

3.3% to 4.2% Distribution ' 

General 2.5% to 3.8% 

and Pumped Storage 

The utility subsidiaries presently 
recover amounts to be used for demolition of 
non-nuclear plant through depreciation 
charges included in rates. Depreciation, 
depletion and amortization of coalmining 
assets is provided over each asset's 
estimated useful life, ranging up to 30 years, 
and is calculated using the straight-line 
method for mining structures and equipment. . 

The units-of-production method is used to 
amortize coal rights and mine development 
costs based on estimated recoverable 
tonnages at a current average rate of $1.49 
per ton. These costs are included in the cost 
of coal charged to fuel expense. 

Cash and Cash Equivalents - Cash and cash 
equivalents include temporary c a s h  
investments with original maturities of three 
months or less. 

Sale of Receivables - Under an agreement 
that was terminated in January 1997, 
CSPCo sold $50 million of undivided 
interests in designated pools of accounts 
receivable and accrued utility revenues with 
limited recourse. As collections reduced 
previously sold pools, interests in new pools 
were sold. At December 31 19% 1 W 5  and 
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1994, $50 million remained to be collected ’* and remitted to the buyer. 

Operating Revenues - Revenues include the 
accrual of electricity consumed but unbilled 
at month-end as well as billed revenues. 

Fuel Costs - Fuel costs are matched with 
revenues in accordance with rate 
commission orders. Generally in the retail 
jurisdictions, changes in fuel costs are 
deferred or revenues accrued until approved 
by the regulatory commission for billing or 
refund to customers in later months. 
Wholesale jurisdictional fuel cost changes 
are expensed and billed as incurred. 

Levelization of Nuclear Refueling Outage 
Cosfs - Incremental operation and 
maintenance costs associated with refueling 
outages at I&M’s Donald C. Cook Nuclear 
Plant (Cook Plant) are deferred and 
‘amortized over the period (generally 
eighteen months) beginning with the 
commencement of an outage and ending with 
the beginning of the next outage. 

Income Taxes - The Company follows the 
liability method of accounting for income 
taxes as prescribed by SFAS 109, 
“Accounting for Income Taxes.” Under the 
liability method, deferred income taxes are 
provided for all temporary differences 
between book cost and tax basis of assets 
and liabilities which will result in a future tax 
consequence, Where the flow-through 
meth0.d of accounting for temporary 
differences is reflected in rates, deferred 
income taxes are recorded with related 
regulatory assets and liabilities in 
accordance with SFAS 71. 

21 

Investment Tax Credits - Investment tax 
credits have been accounted for under the 
flow-through method except where regulatory 
commissions have reflected investment tax 
credits in the rate-making process on a 
deferral basis. Deferred investment tax 
credits are being amortized over the life of 
the related plant investment. 

Debt and Prefened Stock - Gains and losses 
on reacquired debt are deferred and 
amortized over the remaining term of the 
reacquired debt in accordance with rate- 
making treatment. If the debt is refinanced 
the reacquisition costs are deferred and 
amortized over the term of the replacement 
debt commensurate with their recovery in 
rates. 

Debt discount or premium and debt 
issuance expenses are amortized over the 
term of the related debt, with the amortization 
included in interest charges. 

Redemption premiums paid to 
reacquire preferred stock are included in 
paid-in capital and amortized to retained 
earnings in accordance with rate-making 
treatment. The excess of par value over 
costs of preferred stock reacquired to meet 
sinking fund requirements is credited to paid- 
in capital and amortized to retained earnings. 
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Other Propedy and Investments - Excluding 
decommissioning and spent nuclear fuel 
disposal trust funds, other property and 
investments are stated at cost. Securities 
held in trust funds for decommissioning 
nuclear facilities and for the disposal of spent 
nuclear fuel are recorded at market value in 
accardance with SFAS No. 11 5, "Accounting 
for Certain Investments in Debt and Equity 
Securities." Securities in the trust funds have 
been classified as available-for-sale due to 
their long-term purpose. Due to the rate- 
making process, adjustments for unrealized 
gains and losses are not reported in equity 
but result in adjustments to regulatory assets 
and liabilities. 

2. Rate Matters: 

Recovery of Fuel Costs - Under the terms of 
a 1992 stipulation agreement the cost of coal 
burned at the Gavin Plant is subject to a 15- 
year predetermined price of $1.575 per 
million Btu's with quarterly escalation 
adjustments through November 2009. A 1995 
Settlement Agreement set the fuel 
component of the EFC factor at 1.465 cents 
per kwh for the period June l,, 1995 through 
November 30, 1998 and reserved certain 
items including emission allowances for later 
consideration in determining total fuel 
recovery. The agreements provide OPCo 
with the opportunity to recover over the term 
of the - stipulation agreement the Ohio 
jurisdictional share of OPCo's investment in 
and the liabilities and future shut-down costs 
of its affiliated mines as well as any fuel 
costs incurred above the fixed rate to the 
extent the actual cost of coal burned at the 
Gavin Plant is below the Predetermined 
price. After November 2009 the price that 
OPCo can recover for coal from its affiliated 
Meigs mine which supplies the Gavin Plant 
will be limited to the lower of cost or the then- 
current market price. Pursuant to these 

t 

agreements the Company has deferred $28.5 
million for future recovery at December 31, 
1996. 

Based on the estimated future cost of 
coal burned at Gavin Plant, management 
believes that the Ohio jurisdictional portion of 
the investment in and liabilities and closing 
costs of the affiliated mining operations 
including deferred amounts Will be recovered 
under the terms of the predetermined price 
agreement. Management intends to seek 
from non-Ohio jurisdictional ratepayers 
recovery of the non-Ohio jurisdictional 
portion of the investment in and the liabilities 
and closing costs of the affiliated Meigs, 
Muskingum and Windsor mines. The non- 
Ohio jurisdictional portion of shutdown costs 
for these mines which includes the 
investment in the mines, leased asset buy- 
outs, reclamation costs and employee 
benefits is estimated to be approximately 
$180 million after tax at December 31, 1996. 

The affiliated Muskingum and 
Windsor mines may have to close by January 
2000 in order to comply with the Phase II 
requirements of the Clean Air Act 
Amendments of 1990. The Muskingum 
and/or Windsor mines could close prior to 
January 2000 depending on the economics 
of continued operation under the terms of the 
above Settlement Agreement. Unless future 
shutdown costs and/or the cost of affiliated 
coal production of the Meigs, Muskingum and 
Windsor mines can be recovered, results of 
operations would be adversely affected. 

3. Effects .of Regulation and Phase-In 
Plans: 

In accordance with SFAS 71 the 
consolidated financial statements include 

22 

assets (deferred expenses) and liabilities 
(deferred income) recorded in accordance 
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with regulatory actions to match expenses 
and revenues in cost-based rates. 
Regulatory assets are expected to be 
recovered in future periods through the rate- 
making process and the regulatory liabilities 
are expected to reduce future cost 
recoveries. The Company has reviewed all 
the evidence currently available and 
concluded that it continues to meet the 
requirements to apply SFAS 71. In the event 
a portion of the Company's business no 
longer met these requirements net regulatory 
assets would have to be written off for that 
portion of the business. 

Regulatory assets and liabilities are 
comprised of the following at: 

I)ecember31. rn 1995 
(In Thousands) 

Regulatory Assets: 
. Amounts Due From 

Customers For 
Future Income Taxes $1,459,086 $1,446,485 

Rate Phase-in Plan 
Deferrals 27,249 74,402 

Unamortized Loss on 
Reacquired Debt 107,305 109,551 

Other 2 9 5 . 8 4 2  349.008 
Total Regulatory Assets $1.889.482 $1.979.446 

Regulatory Liabilities: 
Deferred Investment 

Other Regulatory 

Total Regulatory 

Tax Credits $404,050 $430,041 

Liabilities' 86.609 86.347 

Liabilities $ 4 9 0 9  $516.388 

Included in Deferred Credits on Consolidated 
Balance Sheets 

The rate phase-in plan deferrals are 
applicable to the Zimmer Plant and Rockport 
Plant Unit 1. The Zimmer Plant is a 1,300 
mw coal-fired plant which commenced 
commercial cperation in 1991. CSPCo owns 
25.4% of the plant with the remainder owned 

by two unaffiliated companies. In May 1992 
the Public Utilities Commission of Ohio 
(PUCO) issued an order providing for a 
phased in rate increase of $123 million to be 
implemented in three steps over a two-year 
period and disallowed $165 million of Zimmer 
Plant investment. CSPCo appealed the 
PUCO ordered Zimmer disallowance and 
phase-in plan to the Ohio Supreme Court. In 
November 1993 the Supreme Court issued a 
decision on CSPCo's appeal affirming the 
disallowance and finding that the PUCO did 
not have statutory authority to order phased- 
in rates. The Court instructed the PUCO to 
fix rates to provide gross annual revenues in 
accordance with the law and to provide a 
mechanism to recover the amounts deferred 
as regulatory assets under the phase-in 
order. 

As a result of the Supreme Court 
decision, in January 1994 the PUCO 
approved a 7.1 1 % rate increase effective 
February 1, 1994. The increase is 
comprised of a 3.72% base rate increase to 
complete the rate increase phase-in and a 
temporary 3.39% surcharge, which will be in 
effect until the deferrals are recovered, 
estimated to be 1997. In 1996, 1995 and 
1994 $31.5 million, $28.5 million and $18.5 
million, respectively, of net phase-in deferrals 
were collected through the surcharge. The 
deferrals were $1 5.4 million at December 31, 
1996 and $46.9 million at December 31, 
1995. The recovery of amounts deferred 
under the phase-in plan and the increase in 
rates to the full rate level did not affect net 
income. From the in-service date of March 
1991 until rates went into effect in May 1992 
deferred carrying charges of $43 million were 
recorded on the Zimmer Plant investment. 
Recovery of the deferred carrying charges 
will be sought in the next PUCO base rate 
proceeding in accordance with the PUCO 
accounting order that authorized the deferral. 
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The Rockport Plant consists of two 
1,300 mw coal-fired units. I&M and AEPGEN 
each own 50% of one unit ( Rockport 1 ) and 
lease a 50% interest in the other unit 
(Rockport 2) from unaffiliated lessors under 
an operating lease. The gain on the sale 
and leaseback of Rockport 2 was deferred 
and is being amortized, with related taxes, 
over the initial lease term which expires in 
2022. Rate phase-in plans in I&M's Indiana 
and FERC jurisdictions for its share of 
Rockport 1 provide for the recovery and 
straight-line amortization through 1997 of 
prior-year cost deferrals. Unamortized 
deferred amounts under the phase-in plans 
were $11.9 million and $27.5 million at 
December 31 , 1996 and 1995, respectively. 
Amortization was $1 6 million in 1996, 1995 
and 1994. 

4. Commitments and Contingencies: 

Construction and Other Commitments - The 
AEP System has made substantial 
construction commitments for utility 
operations. Such commitments do not 
presently include any expenditures for new 
generating capacity. The aggregate 
construction program expenditures for 1997- 
1999 are estimated to be $2 billion. 

Long-term fuel supply contracts 
contain clauses for periodic adjustments, and 
most jurisdictions have fuel clause 
mechanisms that provide for recovery of 
changes in the cost of fuel with the 
regulators' review and approval. The 
contracts are for various terms, the longest of 
which extend to the year 2014, and contain 
various clauses that would release the 
Company from its obligation under certain 
force majeure conditions. 

The AEP System has contracted to 
sell up to 1,350 mw of capacity on a long- 

term basis to unaffiliated utilities. Certain 
contracts totaling 705 mw of capacity are unit 
power agreements requiring the delivery of 

- energy regardless of whether the unit 
capacity is available. The .power sales 
contracts expire from 1997 to 201 0. 

Tender Offer - On February 24, 1997 AEP 
and Public Service Company of Colorado 
with equal interests in a joint venture 
announced a cash tender offer for Yorkshire 
Electricity Group plc in the United Kingdom. 
The joint venture proposes to pay $2.4 billion 
to acquire all of the stock of Yorkshire 
Electricity. AEP's equity investment, 
estimated to be $360 million, will be made 
through its subsidiary AEP Resources Inc., 
initially using cash borrowed under a 
revolving credit agreement. 

Nuclear Plant - I&M owns and operates the 
two-unit 2,110 mw Cook Nuclear Plant under 
licenses granted by the Nuclear Regulatory 
Commission. The operation of a nuclear 
facility involves special risks, potential 
liabilities, and specific regulatory and safety 
requirements. Should a nuclear incident 
occur at any nuclear power plant facility in 
the United States, the resultant liability could 
be substantial. By agreement I&M is partially 
liable together with all other electric utility 
companies that own nuclear generating units 
for a nuclear power plant incident. In the 
event nuclear losses or liabilities are 
underinsured or exceed accumulated funds 
and recovery in rates is not possible, results 
of operations and financial condition could be 
negatively affected. 

Nuclear Incidept Liability - Public liability is 
limited by law to $8.9 billion should an 
incident occur at any licensed reactor in the 
United States. Commercially available 
insurance provides $200 million of coverage. 
In the event of a nuclear incident at any 
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nuclear plant in the United States the 
remainder of the liability would be provided 
by a deferred premium assessment of $79.3 
million on each licensed reactor payable in 
annual installments of $10 million. As a 
result, l&M could be assessed $1 58.6 million 
per nuclear incident payable in annual 
installments of $20 million. The number of 
incidents for which payments could be 
required is not limited. 

Nuclear insurance pools and other 
insurance policies provide $3.6 billion of 
property damage, decommissioning and 
decontamination coverage for the Cook 
Plant. Additional insurance provides 
coverage for extra costs resulting from a 
prolonged accidental Cook Plant outage. 
Some of the policies have deferred premium 
provisions wbich could be triggered by losses 
in excess of the insurer's resources. The 
losses could result from claims at the Cook 
Plant or certain other non-affiliated nuclear 
units. I&M could be assessed up to $35.8 
million under these policies. 

Spent Nuclear Fuel Disposal - Federal law 
provides for government responsibility for 
permanent spent nuclear fuel disposal and 
assesses nuclear plant owners fees for spent 
fuel disposal. A fee of one mill per 
kilowatthour for fuel consumed after April 6, 
1983 is being collected from customers and 
remitted to the U.S. Treasury. Fees and 
related -interest of $172 million for fuel 
consumed prior to April 7, 1983 have been 
recorded as long-term debt. I&M has not 
paid the government the pre-April 1983 fees 
due to continued delays and uncertainties 
related to the federal disposal program. At 
December 31, 1996, funds collected from 
customers towards payment of the pre-April 
1983 fee and related earnings thereon 
approximate the liability. 
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Decommissioning and Low Level Waste 
Accumulation Disposal - Decommissioning 
costs are accrued over the service life of the 
Cook Plant. The licenses to operate the two 
nuclear units expire in 201 4 and 201 7. After 
expiration of the licenses the plant is 
expected to be decommissioned through 
dismantlement. The Company's latest 
estimate for decommissioning and low level 
radioactive waste accumulation disposal 
costs range from $634 million to $986 million 
in 1993 nondiscounted dollars. The wide 
range is caused by variables in assumptions 
including :he estimated length of time spent 
nuclear fuel must be stored at the plant 
subsequent to ceasing operations. This in 
turn depends on future developments in the 
federal government's spent nuclear fuel 
disposal program. Continued delays in the 
federal fuel disposal program can result in 
increased decommissioning costs. I&M is 
recovering estimated decommissioning costs 
in its three rate-making jurisdictions based on 
at least the lower end of the range in the 
most recent decommissioning study at the 
time of the last rate proceeding. I&M records 
decommissioning costs in other operation 
expense and records a noncurrent liability 
equal to the decommissioning cost recovered 
in rates; such amount was $27 million in 
1996, $30 million in 1995 including $4 million 
of special deposits and $26 million in 1994. 
Decommissioning costs recovered from 
customers are deposited in external trusts. 
Trust fund earnings increase the fund assets 
and the recorded liability and decrease the 
amount needed to be recovered from 
ratepayers. At December 31, 1996 IBM has 
recognized a decommissioning liability of 
$314 million which is included in other 
noncurrent liabilities. 

Litigation - The Company is involved in a 
number of legal proceedings and claims. 
While management is unable to predict the 
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ultimate outcome of litigation, it is not 
expected that the resolution of these matters 
will have a material adverse effect on the 
results of operations or financial condition. 

5. Dividend Restrictions: 

Mortgage indentures, charter provisions and 
orders of regulatory authorities place various 
restrictions on the use of the subsidiaries' 
retained earnings for the payment of cash 
dividends on their common stocks. At 
December 31 1996, $30 million of retained 
earnings were restricted. To pay dividends 
out of paid-in capital the subsidiaries need 
regulatory approval. 

6. Lines of Credit and Commitment Fees: 

Outstanding short-term debt consisted of: 

December 31. 
(Dollars In Thousands) - 1996 1995 
Balance Outstanding: 

Notes Payable $ 91,293 8 128,425 
Commercial Paper 228.402 736.700 

$319.695 $365.125 Total 

Year-End Weighted 
Average Interest Rate: 

Notes Payable 6.2% 6.1% 
Commercial Paper 7.2% 6.1 % 

Total 6.9% 6.1 % 

7. Benefit Plans: 

AEP System Pension Plan - The AEP 
pension plan is a trusteed, noncontributory 
defined benefit plan covering all employees 
meeting eligibility requirements, except 
participants in the United Mine Workers of 
America (UMWA) pension plans. Benefits 
are based on service years and 
compensation levels. The funding policy is 
to make annual contributions to a qualified 
trust fund equal to the net periodic pension 
cost up to the maximum amount deductible 
for federal income taxes, but not less than 
the minimum required contribution in 
accordance with the Employee Retirement 
Income Security Act of 1974. 

At December 31, 1996 and 1995 unused 
short-term bank lines of credit were available 
in the amounts of $409 million and $372 
million, respectively. Commitment fees of 
approximately 1/8 of 1 % of the unused short- 
term lines of credit are required to maintain 
the lines of credit. In addition several of the 
subsidiaries engaged in providing non- 
regulated energy services share a $100 
million line of credit under a revolving credit 
agreement which requires the payment of a 
commitment fee of approximately 1/8 of 1 YO 
of the unused balance. At December 31, 
1996 no borrowings were outstanding under 
the revolv'mg credit agreement. in February 
1997 the credit available under this 
agreement was increased to $500 million. 
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Net AEP pension plan costs were computed 
as follows: 

Year Ended December 31. 
199619951994 

(In Thousands) 
Service Cost-Benefits 

Earned During 
the Year $ 40,000 $30,400 $ 40,000 

Interest Cost on 
Projected Benefit 
Obligation 119,500 116,700 114,500 

Plan Assets (302,400) (416,800) (6.700) 

(Deferral) 161.800 281.800 (123.300) 

Plan Costs f 18.900 S 13 100 S 24.508 

Actual Return on 

Net Amortization 

Net AEP Pension 

AEP pension plan assets and actuarially 
computed benefit obligations are: 

December 31. 

(In Thousands) 
Im 1995 

AEP Pension Plan 
Assets at 
Fair Value (a) $2.009.500 $1.805.300 

Actuarial Present Value 
of Benefit Obligation: 

Vested 1,377,000 
Nonvested 136.50Q 

Benefit Obligation 1,513,500 

Progression 162.700 
Projected Benefit 
Obligation 1.676.200 

Funded Status - AEP 
Pension Plan Assets 
in Excess of Projected 
Benefit Obligation 333,300 

Unrecognized Prior 
Service Cost 133,200 

Unrecognized Net Gain (488,200) 
Unrecognized Net 
Transition Assets 
(Being Amortized 
Over 17 Years) (68.900) 

Accumulated 

Effects of Salary 

Accrued Net AEP 
Pension Plan 
Liability $ (90.600) 

1,321,600 
147.400 

1,469,000 

181 .ooo 

1.650.000 

155,300 

147,000 
(295.200) 

(78,700) 

;B f71.600) 

(a) AEP pension plan assets primarily consist of 
common stocks, bonds and cash equivalents and are 
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included in a separate entity trust fund. 

Assumptions used to determine AEP pension 
plan's tunded status were: 

199619951994 

Discount Rate 7.75% 7.25% 8.5% 
Average Rdte of 

Increase in 
Compensation Levels 3.2% 3.2% 3.2% 

Rate of Return 
on Plan Assets 9.0% 9.0% 8.5% 

Expected Long-Term 

AEP System Savings Plan - An employee 
savings plan is offered to non-UMWA 
employees which allows participants to 
contribute up to 17% of their salaries into 
various investment alternatives, including 
AEP common stock. An employer matching 
contribution, equaling one-half of the 
employees' contribution to the plan up to a 
maximum of 3% of the employees' base 
salary, is invested in AEP common stock. 
The employer's annual contributions totaled 
$19 million in 1996, $18.8 million in 1995 and 
$18.6 million in 1994. 

UMWA Pension Plans - The coal-mining 
subsidiaries of OPCo provide UMWA 
pension benefits for UMWA employees 
meeting eligibility requirements. Benefits are 
based on age at retirement and years of 
service. As of June 30, 1996, the UMWA 
actuary estimates the OPCo coal-mining 
subsidiaries' share of the UMWA pension 
plans' unfunded vested liabilities was 
approximately $26 million. In the event the 
OPCo coal-mining subsidiaries cease or 
significantly reduce mining operations or 
contributions to the UMWA pension plans, a 
withdrawal obligation may be triggered for all 
or a portion of their share of the unfunded 
vested liability. Contributions are based on 
the number of hours worked, are expensed 

Attachment 1 
Page 65 of 357 

KPSC Case No. 99-149 
TC (1st Set) 

Order Dated April 22, 1999 
lteiii No. 2 



when paid and totaled $1.6 million in1996, 
$1.4 million in 1995 and $1.6 million in 1994. 

Postretirement Benefits Other Than Pensions 
(OPEB) - The AEP System provides certain 
other benefits for retired employees. 
Substantially all non-UMWA employees are 
eligible for postretirement health care and life 
insurance if they retire from active service 
after reaching age 55 and have at least 10 
service years. 

Postretirement medical benefits for 
UMWA employees at affiliated mining 
operations who have or will retire after 
January 1 I 1976 are the liability of the OPCo 
coal-rnining subsidiaries. They are eligible 
for postretirement medical benefits if they 
retire from active service after reaching age 
55 and have at least 10 service years. In 
addition, non-active UMWA employees will 
become eligible for postretirement benefits at 
age 55 if they have had 20 service years. 

0 The funding policy for AEP's plan is to 
make contributions to an external Voluntary 
Employees Beneficiary Association trust fund 
equal to the incremental OPEB costs (i.e.' 
the amount that the total postretirement 
benefits cost under SFAS 106, "Employers' 
Accounting for Postretirement Benefits Other 
Than Pensions," exceeds the pay-as-you-go 
amount). Contributions were $45.8 million in 
1996, $53 million in 1995 and $29.5 million in 
1994. In- several jurisdictions the utility 
subsidiaries deferred the increased OPEB 
costs resulting from the SFAS 106 required 
change from pay-as-you-go to accrual 
accounting which were not being recovered 
in rates. No additional deferrals were made 
in 1996. At December 31, 1996 and 1995, 
$14.5 million and $24.6 million, respectively, 
of incremental OPEB costs were deferred. 
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Aggregate OPEB costs were computed 
as follows: 

Year Ended December 31. - 1996 1995 1994 
(In Thousands) 

Service Cost $15,300 $13,500 $16,500 
Interest Cost on 

Projected 
Benefit Obligation 53,500 54,900 47,300 

Net Amortization of 
Transition Obligation 32,300 32,000 31,100 
Return on Plan 
Assets (21 ,100) (25,400) 900 
Net Amortization 
(Deferral) 9.900 16.800 (6.800) 

Net OPEB Costs $89.900 S 91.800 S89.OOq 

OPEB assets and actuarially computed 
benefit obligations are: 

December 31. 

(In Thousands) 
1996 m 

Fair Market Value of 

Accumulated Postretirement 
Plan Assets (a) f 232.500 $165.604 

Benefit Obligation: 
Active Employees 

Fully Eligible for Benefits 57,800 59.200 
Current Retirees 423,000 398,400 
Other Active Employees 245.600 282.400 
Total Benefe Obligation 726.400 740.000 

Unfunded Benefit Obligation (493,900) (574,400) 
Unrecognized Net Loss 

(Gain) (3,300) 48,500 
Unrecognized Net Transition 

Obligation Being 
Amortized Over 20 Years 448.500 485.604 

Liability $ (48.700) $ (40.300) 
Accrued Net OPEB 

(a) Plan assets consist of cash surrender value of life 
insurance contracts on certain employees owned by the 
trust and short-term tax exempt municipal bonds. 
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Assumptions used to determine OPEB's 
funded status were: 

December 31. 
1996 1995 1994 

Discount Rate 7.75% 7.25% 8.5% 
Expected Long-Term Rate 
of Return on Plan Assets 8.75% 8.75% 8.25% 

Initial Medical Cost 
Trend Rate 7.5% 8.0% 8.0% 

Ultimate Medical Cost 
Trend Rate 4.75% 4.5% 5.25% 

Medical Cost Trend Rate 
Decreases to Ultimate 
Rate in Year 2005 2005 2005 

Assuming a one percent increase in the 
medical cost trend rate, the 1996 OPEB cost 
for all employees, both non-UMWA and 
UMWA, would increase by $8 million and the 
accumulated benefit obligations would 
increase by $82 million. 

Several UMWA health plans pay 
the postretirement medical benefits for the 
Company's UMWA retirees who retired 
before January 2, 1976 and their survivors 
plus retirees and others whose last employer 
is no longer a signatory to the UMWA 
contract or is no longer in business. The 
UMWA health plans are funded by payments 
from current and former UMWA wage 
agreement signatories, the 1950 UMWA 
Pension Plan surplus and the Abandoned 
Mine Land Reclamation Fund Surplus. 
Required annual payments to the UMWA 
health funds made by AEP's active and 
inactive coal-mining subsidiaries were 
recognized as expense when paid and 
totaled $0.9 million in 1996, $2.8 million in 
1995 and $3.1 million in 1994. 

By law, excess Black Lung Trust 
funds may be used to pay certain 
postretirement medical benefits under one of 
the UMWA health plans. Excess AEP Black 
Lung Trust funds used to reimburse the coal 

companies totaled $7.4 million in 1996, $7.9 
million in 1995 and $6.9 million in 1994. The 
Black Lung Trust had excess funds at 
December 31, 1996 of approximately $12 

-million, of which $10.8 million may be used to 
pay future costs. 

8. Fair Value of Financial Instruments: 

Nuclear Trust Funds Recorded at Market 
Value - The trust investments, reported in 
other property and investments, are recorded 
at market value in accordance with SFAS 
115 and consist of long-term tax-exempt 
municipal bonds and other securities. 

At December 31, 1996 and 1995 
the fair values of :he trust investments were 
$491 million and $434 million, respectively. 
Accumulated gross unrealized holding gains 
were $21.9 million and $19.1 million and 
acafmulated gross unrealized holding losses 
were $1.2 million and $1 million at December 
31, 1996 and 1995, respectively. The 
change in market value in 1996 was a net 
unrealized holding gain of $2.6 million, in 
1995 a net unrealized holding gain of $24.9 
million and in 1994 a net unrealized holding 
loss of $27.1 million. 

The trust investments' cost basis by 
security type were: 

December 31. 
- 1996 - 1995 

(In Thousands) 

Tax-Exempt Bonds $340,290 $336,073 
Equity Securities 54,389 24,101 
Treasury Bonds 26,958 12,992 
Corporate Bonds 7,977 1,971 
Cash, Cash Equivalents 
and Accrued Interest 40.430 40.356 

Total $470.044 $41 5.493 

Proceeds from sales and maturities 
of securities of $1 15.3 million during 1996 
resulted in $2.6 million of realized gains and 
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.1 million of realized losses. Proceeds 

$78.2 million during 1995 resulted in $1.4 
million of realized gains and $0.3 million of 
realized losses. During 7 994 proceeds from 
sales and maturities of securities of $20.1 
million resulted in $52,000 of realized gains 
and $1 55,000 of realized losses. The cost of 
securities for determining realized gains and 
losses Is original acquisition cost including 
amortized premiums and discounts. 

'@ om sales and maturities of securities of 

At December 31 , 1996, the year of 
maturity of trust fund investments other than 
equity securities, was: 

(In Thousands) 
1997 $56,452 
1998 - 2001 120,327 
2002 - 2006 163.250 
After 2006 75.626 

Total -5 

Other Financial lnstruments Recorded at 
storical Cost - The carrying amounts of a sh and cash equivalents, accounts 

receivable, short-term debt, and accounts 

payable approximate fair value because of 
the short-term maturity of these instruments. 
Fair values for preferred stock subject to 
mandatory redemption were $517 million and 
$%I4 million and for long-term debt were $5.0 
billion and $5.3 billion at December 31, 1996 
and 1995, respectively. The carrying 
amounts on the financial statements for 
preferred stock subject to mandatory 
redempticn were $510 million and $523 
million and for long-term debt were $4.9 
billion and $5.1 billion at December 31 , 1996 
and 1995, respectively. Fair values are 
based on quoted market prices for the same 
or similar issues and the current dividend or 
interest rates offered for instruments of the 
same remaining maturities. The carrying 
amount of the pre-April 1983 spent nuclear 
fuel disposal liability approximates the 
Company's best estimate of its fair value. 
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9. Federal Income Taxes: 

The details of federal income taxes as reported are as follows: 
Year Ended December 31. 

(In Thousands) 
- 1996 - 1995 1994 

Charged (Credited) to Operating Expenses (net): 
Current $375,528 $265.313 $240,655 
Deferred (17,008) 22,990 (10,177) 
Deferred Investment Tax Credits (16.298) (16.276) (17.079) 

Total 342.222 272.027 -21 3.399 

Charged (Credited) to Nonoperating Income (net): 
Current (5,636) 11,325 (2,907) 
Deferred (4,470) (1 1,074) (5,856) 
Deferred Investment Tax Credits (9.510) (9.543) (14.196) 

Total (19.6161 (9.292) (22.959) 

Total Federal Income Tax as Reported $322.606 $262.735 $1 90.440 

The following is a reconciliation of the difference between the amount of federal income 
taxes computed by multiplying book income before federal income taxes by the statutory tax 
rate, and the amount of federal income taxes reported. 

Year Ended December 31. 
1996 1995 1994 

Income Before Preferred Stock Dividend Requirements of Subsidiaries 
Federal Income Taxes 
Pre-Tax Book Income 

Federal Income Tax on Pre-Tax Book Income at Statutory Rate (35%) 
Increase (Decrease) in Federal Income Tax Resulting from 
the Following Items: 
Depreciation 
Removal Costs 
Corporate Owned Life Insurance 
Investment Tax Credits (net) 
Federal Income Tax Accrual Adjustments 
Other 

Total Federal Income Taxes as Reported 

Effective Federal Income Tax Rate 

$628,856 
322.606 

$951,462 

$333,012 

50,537 
(1 5,327) 
(12,009) 
(2581 3) 

(7.794) 
$322.606 

- 33.9% - 

(In Thousands) 

$584,674 $554,738 . 
262.735 190.440 

$847.409 $745.178 

$296,593 $260,812 

46,453 31,212 
(14,640) (13,818) 
(25,506) (22,970) 
(26,179) (31,273) 

(1 6,100) 
(1 3.986) (1 7.423) 

$262.735 $190.44C 

25.6% - - 31 .O% - 
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The following tables show the elements of the net deferred tax liability and the significant 
temporary differences: 

December 31. 
1996 - 1995 

(In Thousands) 

Deferred Tax Assets 
Deferred Tax Liabilities 
Net Deferred Tax Liabilities 

$ 784,349 $ 723,196 
(3.427.492) (3.379.047) 

$(2 343.1 43) S(2.656.651) 

Property Related Temporary Differences $(2,162,099) $(2,139,387) 
Amounts Due From Customen For Future Federal Income Taxes (428,698) (442,311) 
Deferred State Income Taxes (229,429) (1 83.981) 
All Other (net) 

Total Net Deferred Tax Liabilities 
-177.083 '1 09XQ8 

s(2.643.143) 9l2.656.65 1) 

The Company has settled with the Internal Revenue Service (IRS) all issues from the audits 
of the consolidated federal income tax returns for the years prior to 1991. Returns for the years 
1991 through 1993 are presently being audited by the IRS. During the audit the IRS agents 
requested a ruling from their National Office that certain interest deductions relating to corporate 
owned life insurance (COLI) claimed by the Company for 1991 through 1993 should not be 
allowed. The Company filed a brief with the IRS National Office refuting the agents' position. 
Although no adjustments have been proposed, a disallowance of the COLI interest deductions 
through December 31, 1996 would reduce earnings by approximately $247 million (including 
interest). AEP believes it will ultimately prevail on this issue and will vigorously contest any 
adjustments that may be assessed. Accordingly, no provision for this amount has been recorded. 
In the opinion of management, the final settlement of open years will not have a material effect . 
on results of operations. 

10. Leases: 

Leases of property, plant and equipment are for periods up to 35 years and require payments of 
related property taxes, maintenance and operating costs. The majority of the leases have 
purchase or renewal options and will be renewed or replaced by other leases. 

Lease rentals are primarily charged to operating expenses in accordance with rate-making 
treatment. The components of rentals are as follows: 

Year Ended December 31. 
- 1996 - 1995 - 1994 

(In Thousands) 

Operating Leases 
Amortization of Capital Leases 
Interest on Capital Leases 

$262,451 $259,877 $233,005 
1 14,050 101,068 79,116 
28.696 27.542 23.280 

Total Rental Payments 9405.1 97 $388.487 $336.201 
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Properties under capital leases and related obligations on the Consolidated Balance Sheets 
are as follows: 

December 31. 
- 1996 - 1995 

(In Thousands) 

ELECTRIC UTILITY PLANT: 
Production 
Transmission 
Distribution 
General: 

Nuclear Fuel (net of amortization) 
Mining Plant and Other 
Total Electric Utility Plant 

Accumulated Amortization 
Net Electric Utility Plant 

Accumulated Amortization 
OTHER PROPERTY 

Net Other Property 

$44,390 
6 

14,699 

59,681 
466.797 
585,573 
200.931 
384.642 

$44,849 
7 

14,753 

69,442 
424.952 

554,003 
179.952 
374.051 

33,439 34,536 
3.854 3.994 

29.585 30.542 

Net Property under Capital Leases $414.227 $404.593 

Obligations under Capital Leases 
Less Portion Due Wrthin One Year 
Noncurrent Capital Lease Liability 

$414,227 
89.553 

$324.674 

$404,593 
89.692 
$3 1 4.90 1 

Properties under operating leases and related obligations are not included in the 
Consolidated Balance Sheets. 

Future minimum lease rentals, consisted of the following at December 31, 1996: 

Noncancelable 
Capital Operating 
Leases Leases 

(In Thousands) 

1997 
1998 
1999 
2000 - 
2001 
Later Years 
Total Future Minimum Lease Rentals 
Less Estimated Interest Element 
Estimated Present Value of Future Minimum Lease Rentals 
Unamortized Nuclear Fuel 
Total 

$90,813 $ 240,923 
73,817 232,903 
63,356 230,994 
53,027 229,039 
41,634 225,733 

150.278 3.858.008 
472,925 (a) $5.01 7.600 
11 8.379 
354,546 
59.681 

$414.227 

(a) Minimum lease rentals do not include nuclear fuel rentals. The rentals are paid in proportion to heat produced and 
canying charges on the unamortized nuclear fuel balance. There are no minimum lease payment requirements for 
leased nuclear fuel. 
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11. SUPPLEMENTARY INFORMATION: 

Purchased Power - Ohio Val l i  j Electric Corp. (44.2% owned by AEP) 

Cash was paid for: 
Interest (net of capitalized amounts) 
Income Taxes 

Noncash Acquisitions under Capital Leases were 

Year Ender! December 31. 
- 1996 - 1995 - 1994 

(In Thousands) 
$22,156 $1 0,546 $5,755 

$373,570 $395,169 $379,361 
$404,297 $273,671 $312,233 

$1 36,988 $1 06,256 $227,055 

12. CAPITAL STOCKS AND PAID-IN CAPITAL: 

Changes in capital stocks and paid-in capital during the period January 1 , 1994 through 
December 31, 1996 were: 

Cumulative Preferred Stocks 

Cumulative Not Subject Subject to 
Common Stock- Preferred Stocks Paid-in To Mandatory Mandatory 
Par Value $6,50(a) of Subsidiaries Common Stock CaDital RedemDtion RedemDtion(b) 

Shares of Subsidiaries 

{Dollars in Thousands) 

January 1,1994 193,534,992 
Issuances 700,000 
Retirements and 

December 31,1994 194,234,992 
lssua nces 1,400,000 
Retirements and 

December 31,1995 195,634,992 
Issuances 1,600,000 
Retirements and 

December 31,1996 197.234.992 

Other 

Other 

Other 

7,687,768 
900,000 

(351 S17) 
8,236,25 1 

- 

11 .526.500) 
6,709.751 

U07.518) 
6.002.233 

$1,257,977 
4,550 

1,262,527 
9,100 

- 
1,271,627 
10,400 

$1.282.027 

$1,624,176 
17,706 

(1.221) 
1,640,661 
39,607 

(21.744 
1,658,524 
55,061 

1.969 
$1.715.554 

$ 268,240 - 

(35,000) 
23 3.24 0 

(85.000) 
148,240 

(57.91 7) 
$ 90,323 

$500,537 
90,000 . 

c15p ' 
590,385 

(67.650) 
522,735 

(12.835) 
$509.900 

(a) Includes 8,999,992 shares of treasury stock. 
(b) Including portion due within one year. 
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13. Unaudited Quarterly Financial Information: 

(In Thousands - Except 
Per Share Amounts) 

Operating Revenues 
Operating Income 
Net Income 
Earnings per Share 

Quarterlv Periods Ended 

March 31 June 30 'Seot. 30 Dec, 31 

$1,517,781 $1,400,941 $1,484,422 $1,446,090 
292,122 220,625 25 9,74 5 235,480 
180,012 1 12,666 162,324 132,428 

0.96 0.60 0.87 0.71 

Quarterlv Periods Ended 
1995 

March 31 June 30 SeDt. 30 Dec. 31 
(In Thousands - Except 
per Shar e Amoun k) 

Operating Revenues 
Operating Income 
Net Income 
Earnings per Share 

$1,416,169 $1,305,342 $1,523,390 $1,425,429 
257.556 21 1,284 262,548 233,159 
147,850 96,478 154,156 131,419 

0.80 0.52 0.83 0.70 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
SCHEDULE OF CONSOLIDATED CUMULATIVE PREFERRED STOCKS OF. 
SUBSIDIARIES 

31. 1996 
Call 

Price per Shares Shares Amount (in 
fa) A-bl 

Not Subject to Mandatory Redemption: 
4.082 - 4.562 ( e )  $102-$110 932.403 903,233 S 90.321 

Subject to Mandatory Redemption (d): 
5.902 - 5.922 ( c )  (el 1,950.000 1,904,000 $190,400 
6.022 - 6-7/82 ( c )  ( f )  1,950,000 1.945.000 194,500 
7 1  - 7-7/82 (c) S107.80-$107.88(g) 1.250.000 1,250,000 125.ooo 

Total Subject to Mandatory 
Redemption (h) s5o9.900 

er 31. 1995 
Call 

Price per Shares Shares Amount (in 
Share ( a i  A w d  

Not Subject to Mandatory Redemption: 
4.082 - 4.562 $102-S110 932,403 932.403 S 93.240 
7.082 - 7 . 4 0 1  S101.85-S102.11 550,000 550,000 5 5 .  OQQ 

Total Not Subject to Mandatory 
Redemption 5148.240 

Subject to Mandatory Redemption (d): 
I .  50X 
5.902 - 5.92X 
6.022 - 6-7/82 
72 - 7-7/82 
9,502 

Total Subject to Mandatory 
Redemption (h) 

Less Portion Due Within One Year 
Long-term Portion 

$102 19,625 2,348 S 235 
(e) 1,950,000 1,950.000 195,000 
(f) 1,950,000 1,950,000 195,000 

$107.80-S107.88(g) 1.250.000 1,250,000 125,000 
(i) 750,000 75,000 7.50Q 

522 I 735 
7.65Q 

.$515.085 

NOTES TO SCHEDULE OF CUMULATIVE PREFERRED SToclcs OF SfJESIDIARIES 

( a )  The 
involuntary liquidation preference is $100 per share for all outstanding shares. 
(b) h of December 31. 1996 the subsidiaries had 4,708,320. 22,200,000 and 5,801,850 shares of $100, $25 and 
no par value preferred stock, respectively, that were authorized but unissued. 
(c) In January 1997 a tender offer for certain series 02 preferred stock was announced. In conjunction with 
the tender offer a special shareholders meeting is scheduled to be held on February 28. 1997 for the purpose 
of considering amendments to the subsidiaries’ articles of incorporation to remove certain capitalization ratio 
requirements. 
(d) With sinking fund. Shares outstanding and related amounts are stated net of applicable retirements through 
sinking funds (generally at par) and reacquisitions of shares in anticipation of future requirements. 
(e) Not callable prior to 2003: after that the call price is $100 per share. 
(f) Not callable prior to 2000; after that the call price is $100 per share. 
( 8 )  Redemption is restricted prior to 1997. 
(h) The sinking fund provisions of the series subject e0 mandatory redemption aggregate $5,000,000, $5,000,000, 
$16,000,000 and $16,000,000 In 1998. 1999, 2000 and 2001. respectively. 
(i) On February 1, 1996 the outstanding balance of 75.000 shares was redeemed at SlOO per share. 

At the option of the subsidiary the shares may be redeemed at the call price plus accrued dividends. 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
SCHEDULE OF CONSOLIDATED LONG-TERM DEQT OF SUBSIDIARIES 

FIRST llORTGAGE BONDS 
1996-1999 
2001-2006 
2020-2025 

INSTALLMENT PURCHASE CONTRACTS (a) 
1998-2002 
2007-2025 

NOTES PAYABLE (b) 
1996-2008 

DEBENTURES 
1996 - 1999 (c) 
2025 * 2026 

OTHER LONG-TERM DEBT (d) 

Unamortized Discount (ne t )  
Tota l  Long- tern Debt 

Outstanding (e) 
Less P o r t i o n  Due Within One Year 
Long-term P o r t i o n  

7.35% 
7.10% 
8.07% 

4.80% 
6.45% 

7.31% 

a.m 

6- 1/&%-9.15% 5%-9.15% f 383,671 f 496,866 
6%-0.95% 6%-9.31% 1,511,000 1,530,020 

7.10%-9.35% 7.10%-9-7/8% 1,276,ZO 1,473.127 

4.10%-7-1/4% 5%-7-1/4% 209,500 209,500 
5.45%-7-7/8% 5.45%-7-7/8% 756,745 756,745 

5 .tPX-9.60% 5.29%- 10.78% 282,681 221,000 

5- 1/6%-7-7/8% 30,759 
8X-0.72% 8.16%-8.72% 315,000 200,000 

ia2.943 in,co3 

(34.580)(33.144) 

86.942136.947 
f4.796.768yt.920.129 

4,883,710 5,057,276 

NOTES TO SCHEDULE OF CONSOLIDATED LONG-TERM DEBT OF SUBSIDIARIES 

(a) For c e r t a i n  s e r i e s  o f  i ns ta l lmen t  purchase con t rac ts  i n t e r e s t  ra tes  are subject to p e r i o d i c  adjustment. 
Cer ta in  ser ies w i l l  be prchased  on demd at  p e r i r d i c  in terest -ad justment  dates. Le t te rs  of  c r e d i t  from banks 
and standby bond purchase agreements support c e r t a i n  ser ies.  
(b)  Notes payable represent outstanding promissory notes issued under term loan a g r e m t s  w i t h  a n-r of  
banks and o t h e r  f i n a n c i a l  i n s t i t u t i o n s .  A t  e x p i r a t i o n  ell  notes then issued and outstanding are due a d  
payable. Var iab le ra tes  genera l ly  r e l a t e  t o  spec i f i ed  shor t - term 
i n t e r e s t  ra tes .  
( c )  
(d) 
nuc lear  fue l  (see Note 4 of  the Notes t o  Consolidated F inancia l  Statements). 
(e) 

I n te res t  ra tes are both f i x e d  and var iab le.  

A l l  s i nk ing  fund debentures were reacquired on March 1, 1996. 
Other long-term debt consists p r i m a r i l y  o f  a l i a b i l i t y  along w i th  accrued in te res t  f o r  d isposal  o f  

Long-term debt outs tanding a t  Decaber  31, 1996 i s  payable as f o l l o w :  

spent 

P r i n c i p a l  Amount ( in  thousands) 

1997 s 86,942 
1998 224,274 
1999 210,678 
2000 183.652 
2001 252,575 
Later  Years 3.960.lbP 

Tota l  U.910.2 9Q 
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Management’s Responsibility 

The management of American Electric Power Company, Inc. is responsible for the integrity 
and objectivity of the information and representations in this annual report, including the 
consolidated financial statements. These statements have been prepared in conformity with 
generally accepted accounting principles, using informed estimates where appropriate, to reflect 
the Company’s financial condition and results of operations. The information in other sections 
of the annual report is consistent with these statements. 

The Company’s Board of Directors has oversight responsibilities for determining that 
management has fulfilled its obligation in the preparation of the financial statements and in the 
ongoing examination of the Company’s established internal control structure over financial 
reporting. The Audit Committee, which consists solely of outside directors and which reports 
directly to the Board of Directors, meets regularly with management, Deloitte & Touche LLP - 
Certified Public Accountants and the Company’s internal audit staff to discuss accounting, 
auditing and reporting matters. To ensure auditor independence, both Deloitte & Touche LLP and 
the internal audit staff have unrestricted access to the Audit Committee. 

The financial statements have been audited by Deloitte & Touche LLP, whose report 
appears on the next page. The auditors provide an objective, independent review as to 
management’s discharge of its responsibilities insofar as they relate to the fairness of the 
Company’s reported financial condition and results of operations. Their audit includes 
procedures believed by them to provide reasonable assurance that the financial statements are 
free of material misstatement and includes a review of the Company’s internal control structure 
over financial reporting. 
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.-a Independent Auditors' Report 

To the Shareholders and Board of Directors 
of American Electric Power Company, lnc.: 

We have audited the accompanying consolidated balance sheets of American Electric 
Power Company, Inc. and its subsidiaries as of December 31, 1996 and 1995, and the related 
consolidated statements of income, retained earnings, and cash flows for each of the three years 
in the period ended December 31 , 1996. These financial statements are the responsibility of the 
Company's management. Our responsibility is to express an opinion on these financial 
statements based on our audits. 

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

In our opinion, such consolidated financial statements present fairly, in all material 
respects, the financial position of American Electric Power Company, Inc. and its subsidiaries as 
-of December 31, 1996 and 1995, and the results of their operations and their cash flows for each 
of the three years in the period ended December 31 , 1996 in conformity with generally accepted 

@ accounting principles. 

Deloitte & Touche LLP 
Columbus, Ohio 
February 25, 1997 
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Please let me know when my help may be needed to write my 
elected representatives on legislation that will affect the electric 
utility industry. 

NAME 

ADDRESS 

CITY 

PHONE NUMBER (OPTIONAL) 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
SELECTED CONSOLIDATED FINANCIAL DATA __ - 

Order Dated Apr'l r2,  

Year  Fnded December 31. 1997 i996 1995 1994 1993 

INCOME STATEMENTS DATA ( i n  m i l l i o n s ) :  
O p e r a t i n g  Revenues 16.161 15.849 15 ,670  15,505 $5,269 
O p e r a t i n g  Income 984 1,008 965 932 929 
Income B e f o r e  E x t r a o r d i n a r y  I t e m  620 . 587 530 500 354 
E x t r a o r d i n a r y  Loss - 

UK W i n d f a l l  Tax 109 
N e t  Income 511 587 530 500 354 

December 1 96 95 994 1993 

BALANCE SHEETS DATA ( i n  m i l l i o n s ) :  
E l e c t r i c  U t i l i t y  P l a n t  119.597 118,970 118.496 118,175 117,712 
Accumul a t e d  Deprec  i a t  i on 

and A m o r t i z a t i o n  7.964 7.55Q 7.1u 6.827 6.617 

U t i l i t y  P l a n t  311.633 311.42Q j11.385 j11.348 Jll.lOQ 

T o t a l  A s s e t s  116,615 $15,883 I 15,900 115.736 1 1 5 . 3 5 9  

N e t  E l e c t r i c  

Common S h a r e h o l d e r s '  Equ i  t y  4,677 4,545 4.340 4,229 4,151 

C u m u l a t i v e  P r e f e r r e d  S t o c k s  
o f  S u b s i d i a r i e s :  
N o t  S u b j e c t  t o  Manda to ry  Redemption 47 90 148 233 268 

S u b j e c t  t o  Manda to ry  Redempt ion-  128 5 10 523 590 501 

L o n g - t e r m  Oebt '  5,424 4.884 5,057 4,980 4,995 

O b l i g a t i o n s  Under  C a p i t a l  Leases* 538 4 14 405 400 284 

' I n c l u d i n g  p o r t i o n  due w i t h i n  one y e a r  

Year Ended December 31. 1997 1996 1995 1994 1993 

COMMON STOCK GATA: 
E a r n i n g s  Der  Common Share :  

B e f o r e  E x t r a o r d i n a r y  I tern 1 3.28 13.14 12.85 12.71 
E x t r a o r d i n a r y  Loss  - UK W l n d f a l l  Tax (0.581 - - 
N e t  Income u u 12.85 u - 

Average $umber o f  Shares  
187,32 1 185.847 134,666 O u t s t a n d i n g  ( i n  t h o u s a n d s )  199,039 

M a r k e t  P r i c e  i7ange: h i g h  1 5: I44 -3/4 140-5/8 137-3/8 

LO.4 39- i/a 38-518 31 - 1 / 4  2 7  - 114 

Y e a r - e n d  M a r k e t  P r i c e  51-51'8 41-118 40-112 32-718 

Cash D i v i d e n d s  P a i d  
D i v i d e n d  P a y c u t  R a t i c  
Book Value Der  Share  

12.40 12.40 12.40 12.40 
88.7%(a) 7 6 . 5 %  84.1% 88.6% 
524.62 124.15 1 2 3 . 2 5  122.83 

$1.92 

u 
184,535 

140-3/a 

32 

37 - 1/8 

12.40 
125.2% 
122.50 

C' 

L 

( a )  D i v i d e n d  9 3 j o u t  < 3 t i o  o e f o r e  E x t r a o r d i n a r y  L o s s  - U K  W i n d f a l l  Tax i s  73.1%. 
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MANAGEMENTS DISCUSSION AND ANALYSIS OF RESULTS OF OPERATIONS AND 
FINANCIAL CONDITION 

This discussion includes forward- 
looking statements within the meaning of 
Section 21 E of the Securities Exchange Act 
of 1934. These forward-looking statements 
refled assumptions, and involve a number of 
risks and uncertainties. Among the factors 
that could cause actual results to differ 
materially are: electric load and customer 
growth; abnormal weather conditions; 
available sources and costs of fuels and 
availability of generating capacity; the speed 
and degree to which competition is 
introduced to our power generation business, 
the terms of the transition to competition, and 
its impact .on rate structures; the ability to 
recover stranded costs, new legislation and 
government regulations, the ability of the 
Company to successfully reduce its costs 
including synergy estimates; the degree to 
which the Company develops non-regulated 
business ventures and their success; the 
economic climate and growth in our service 
territory; inflationary trends, interest rates 

nd other risks. 

In 1997 management took several 
major steps towards our growth oriented goal 
of being America's Energy Partner and a 
global energy and related services company. 
Construction of a 250-megawatt generating 
station in China, jointly owned with two 
Chinese partners, progressed on schedule 
and within-budget. In April, the Company 
and New Century Energies, Inc. acquired 
Yorkshire Electric Group pic, a United 
Kingdom (UK) distribution company. The 
Yorkshire investment is accounted for using 
the equity method. A new power marketing 
business was launched in July contributing 
significantly to our operating revenues which 
surpassed $6 billion for the first time. A joint 
venture with Conoco, an energy subsidiary of 
DuPont, was announced in October that will 
provide energy management services as well 
as financing of steam and electric generation 

.. 
facilities at large commercial and industrial 
plant sites including initially 16 Conoco and 
Dupont plant sites.. The completion of 
agreements for the joint venture companies 
and the commencement of operations are 
expected in 1998. 

In December 1997 American Electric 
Power Company (AEP or the Company) and 
Central and South West Corporation (CSW) 
agreed to merge. The merger is subject to 
approval by regulators and shareholders. 
Completion of the merger is expected to 
occur in the first half of 1999. CSW, a 
Dallas-based public utility holding company, 
owns four domestic electric utility 
subsidiaries serving 1.7 million customers in 
portions of Texas, Oklahoma, Louisiana and 
Arkansas and a regional electricity company 
in the UK. Other international energy 
operations and non-utility subsidiaries owned 
by CSW are involved in energy-related 
investments, telecommunications, energy 
efficiency services and financial transactions. 

Income Before Fxtraordinary Loss Increases 

AEP's 1997 income before an 
extraordinary loss, the one-time UK Windfall 
Tax, increased 6% to $620 million or $3.28 
per share from $587 million or $3.14 per 
share in 1996. The increase was primarily 
attributable to increased transmission service 
revenues, reduced preferred stock dividends 
due to a redemption program and an 
increase in nonoperating income from the 
April 1997 investment in Yorkshire exclusive 
of the extraordinary loss. Net income 
inclusive of the $1 09 million extraordinary 
loss decreased $76 million or 13% primarily 
due to the UK one-time windfall tax which 
was based on a revision or recomputation of 
the original privatization value of certain 
privatized utilities, including Yorkshire. 
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For further details regarding changes 
in operating revenues and expenses, taxes 
and nonoperating investment earnings in 
1997 and 1996 see Results of Operations. 

i 
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The Company's ability to reaver its 
costs as the industry transitions to 
competition and as customer choice is more 
broadly available is the most significant 
fador affecting its future. Competition in the 
wholesale generation market continues to 
intensify since the adoption of federal 
legislation in 1992 which gave wholesale 
customers the right to choose their energy 
supplier and the Federal Energy Regulatory 
Commission (FERC) orders issued in 1996 
which forced open access transmission. The 
introduction of competition and customer 
choice for retail customers has been slow 
although activity has been increasing. 
Federal legislation has been proposed to 
mandate competition and customer choice at 
the retail level, and several states have 
introduced or are considering similar 
legislation. All of our states have initiatives 
to move to customer choice that will phase- 
in or allow for a transition to competition, 
although the timing is uncertain. The 
Company supports customer choice and IS 

proactively involved in discussions at both 
the state and federal levels regarding how 
best to structure and transition to a 
competitive marketplace. 

As the cost of generation in the electric 
energy market evolves from cost-of-service 
ratemaking to market-based pricing, many 
complex issues must be resolved, including 
the recovery of stranded costs. While FERC 
orders No. 888 and 889 provide, under 
certain conditions, for recovery of stranded 
cost at the wholesale level, the issue of 
stranded cost is unresolved at the much 
larger retail level. The amount of any 
stranded costs we may experience depends 
on the timing and extent to M ich  direct 
competition is introduced to our business and 

consolidated balance sheets of regulated 
utilities in accordance with regulatory actions 
and in order to match expenses and 
revenues with cost-based rates. In order to 
maintain net regulatory assets (net expense 
deferrals) on the balance sheet, SFAS No. 
71 requires that rates charged to customers 
be cost-based. In the event a portion of 
AEPs business no longer meets the 
requirements of SFAS No. 71, net regulatory 
assets would have to be written off for that 
portion of the business. The provisions of 
SFAS No. 71 and SFAS No. 101 'Accounting 
for the Discontinuance of Application of 
Statement No. 71" never anticipated that 
deregulation would include an extended 
transition period or that it would provide for 
recovery of stranded costs after the ;ransition 
period. In July 1997 the Emerging Issues 
Task Force (EITF) of the Financial 
Accounting Standards Board (FASB) 
reached a consensus that the application of 
SFAS No. 71 to a segment of a regulated 
eledric utility which is subject to a legislative 
plan to transition to competition in that 
segment should cease when the legislation is 
passed or an enabling rate order is issued 
containing sufficient detail for the utility to 
reasonably determine what the plan would 
entail. The EITF indicated that the cessation 
of application of SFAS 71 would require that 
regulatory assets and impaired plant ba 
written off unless they are recoverable. 

Although FERC orders No. 888 and 
889 provide for competition in the firm 
wholesale market, that market is a relatively 
small part of our business and most of our 
firm wholesale sales are still under cost-of- 
service contracts. As a result AEP's 
generation business is still cost-based 
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regulated and should remain so for the near 
future pending the passage of enabling state 
legislation to deregulate the generation 
business. We believe that enabling state 
legislation should provide for the recovery of 
any generation-related net regulatory assets 
and other reasonable stranded costs from 
impaired generation assets. We are working 
with regulators, customers and legislators to 
provide for recovery of these stranded costs 
during a transition period in which rates are 
fixed or frozen and electric utilities would 
take steps to achieve cost savings which 
would be used to reduce or eliminate their 
stranded costs. However, if in the future 
AEPs generation business were to no longer 
be cost-based regulated and if it were not 
possible to demonstrate probability of 
recovery of resultant stranded costs including 
regulatory assets, results of operations, cash 
flows and financial condition would be 
adversely affected. 

and Process Imwove- 
ments 

Efforts continue by AEP to reduce the 
costs of its products and services in order to 
maintain our competitiveness. Prior to 1997, 
reviews of our major domestic processes led 
to decisions to mnsolidate management and 
certain fundions and operations and improve 
certain major processes. While staff 
reductions and cost savings resulting from 
the restructuring and improvements are 
presently being achieved, expenses for new 
marketing, customer services and modern 
efficient management information systems 
are increasing to prepare for competition. In 
1997 the costs of these efforts to prepare for 
competition offset the savings from 
restructuring. 

In 1997, AEP also began installing a 
new unified customer service system which is 
designed to support the request for service, 
billings, accounts receivable, credit and 
collection functions. AEP's new unified 
customer service system replaces a 30-year- 

Attachment 1 
Page 120 of 357 

KPSC Case No. 99-149 
TC (1st Set) 

Order Datcd April 22. 19y1 
Ilem No. 2 

old customer system and a nine-year-old 
transmission and distribution work 
management system. Process improvement 
efforts and expenditures to develop and 
implement the new customer service system 
and similar efforts and expenditures to 
acquire, install and enhance new client 
server-based accounting and 
budgetinqlfinancial planning software should 
produce further improvements and 
efficiencies, enabling AEP to continue to 
offer its customers excellent sewice at 
competitive prices. 

AEP recognizes that it must continue to 
manage coal costs to maintain its competitive 
position. Approximately 90% of AEP's 
generation is coal fired and approximately 
17% of the 53 million tons of coal burned in 
1997 were supplied by affiliated mines with 
the remainder acquired under long-term 
contracts and purchases in the spot market. 
As long-term contracts expire we are 
negotiating with unaffiliated suppliers to 
lower coal costs. We intend to continue to 
prudently supplement our long-term coal 
supplies with spot market purchases as long 
as favorable spot market prices exist. 

In prior years we have agreed in our 
Ohio jurisdiction to certain limitations on the 
recovery of affiliated coal costs. Our 
analysis shows that we should be able to 
recover the Ohio jurisdictional portion of the 
costs of our affiliated mining operations 
including future mine closure costs. 
Management intends to seek recovery of its 
non-Ohio jurisdictional portion of the 
investment in and the liabilities and closing 
costs of our affiliated mines estimated at 

' $102 million after tax. However, should it 
become apparent that these affiliated mining 
costs will not be recovered from Ohio and/or 
non-Ohio jurisdictional customers, the mines 
may have to be closed and future earnings, 
cash flows and possibly financial condition 
could be adversely affected. In addition - -. 
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compliance with Phase I1 requirements of the 
Clean Air Act Amendments of 1990 (CAAA). 
which become effective in January 2000. 
could also cause the mining operations to 
close. Unless the mst of any mine closure is 
recovered either in regulated rates or as a 
stranded cost under a clan to transition the 
generation business to competition, future 
earnings, cash flows and possibly financial 
condition could be adversely affected. 

fkGkGx& 

Significant efforts have been made to 
enhance our competitiveness in nuclear 
power generation and to improve our nuclear 
organizational efficiency. In 1997 we 
continued to receive the ‘excellence in 
performance’ award from the Institute of 
Nuclear Power Operations. Nuclear power 
plants have a major future financial 
commitment to safely dispose of spent 
nuclear fuel (SNF) and radioactive plant 
components (Le. to decommission the plant). 
It is difficult to reduce nuclear generation 
costs since certain major cost components 
are impacted by federal laws and Nuclear a Regulatory Commission (NRC) regulations. 

The Nuclear Waste Policy Act of 1982 
established federal responsibility for the 
permanent off-site disposal of SNF and high- 
level radioactive waste. By law we 
participate in the Department of Energy 
(DOE) SNF disposal program which is 
described in Note 4 of the Notes to 
Consolidated Financial Statements. Since 
1983 our customers have paid $272 million 
for the disposal of nuclear fuel consumed at 
the Donald C. Cook Nuclear Plant (Cook 
Plant). Under the provisions of the Nuclear 
Waste Policy Ad, collections from customers 
are to provide the DOE with money to build a 
repository for spent fuel. To date the federal 
government has not made sufficient progress 
towards a permanent repository or otherwise 
assuming responsibility for SNF. As long as 
there is a delay in the construction of a 
government approved storage repository for 
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SNF. the cost of both temporav and 
permanent storage will continue to increase. 
The cost to decommission the Cook Plant is 
affected by both NRC regulations and the 
DOE’S SNF disposal program. Studies 
completed in 1997 estimate the cost to 
decommission the Cook Plant ra+qe from 
$700 million to $1.1 52 billion in 1997 dollars. 
This estimate could escalate due to 
uncertainty in the DOES SNF disposal 
program and the length of time that SNF may 
need to be stored at the plant site delaying 
decommissioning. Presently we are 
recovering the estimated cost of 
decommissioning the Cook Plant over its 
remaining life. Hawever, AEP’s future results 
of operations, cash flows and possibly its 
financial condition could be adversely 
affected if the cost of SNF disposal and 
decommissioning continues to increase and 
cannot be recovered. 

On September 9 and 10, 1997, during 
a NRC architect engineer design inspection, 
questions regarding the operability of certain 
safety systems caused Company operations 
personnel to shut down Units 1 and 2 of the 
Cook Plant. On September 19, 1997, the 
NRC issued a Confirmatory Action Letter 
requiring the Company to address the issues 
identified in the letter. The Company is 
working with the NRC to resolve these issues 
and other issues related to restart of the 
units. Certain issued identified in the letter 
have been addressed. At this time 
management is unable to determine when 
the units will be returned to service. If the 
units are not returned to service in a 
reasonable period of time, it could have an 
adverse impact on results of operations, cash 
flows and possibly financial condition. 

Environmental Concerns 

We take great pride in our efforts to 
economically produce and deliver electricity 
while minimizing the impact on the 
environment. Over the years AEP has spent 
over a billion dollars to equip our facilities 
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with the latest cost effective clean air and 
water technologies and to research possible 
new technologies. We are also proud of our 
award winning efforts to reclaim our mining 
properties. We intend to contkua in a 
leadership role 'fostering economically 
p rudx t  efforts to protect znd preserve the 
environment. 

Ha7ardous Material 

By-products from the generation of 
electricity include materials such as ash, 
slag, sludge, low-level radioactive waste and 
SNF. Coal combustion by-products, which 
constitute the overwhelming percentage of 
these materials, are typically disposed of or 
treated in captive disposal facilities or are 
beneficially utilized. In addition, our 
generating plants and transmission and 
distribution facilities have used asbestos, 
polychlorinated biphenyls (PC8) and other 
hazardous and nonhazardous materials. We 
are currently imxrmng costs to safely dispose 
of such substances. Additional costs could 
be incurred to comply with new laws and 
regulations if enacted. 

The Comprehensive Envirornental 
Response, Compensation and Liability Act 
(CERCLA or Superfund) addresses clean-up 
of hazardous substances at disposal sites 
and authorized the United States 
Environmental Protection Agency (Federal 
EPA) to administer the clean-up programs. 
As of yearend 1997, we are involved in 
litigation with respect to five sites overseen 
by the Federal EPA and have been named 
by the Federal EPA as a "Potentially 
Responsible Party (PRP) for seven other 
sites. There are seven additional sites for 
which AEP companies have received 
information requests which could lead to 
PRP designation. Also, an AEP subsidiary 
has received ar, information request with 
respect to one site administered by state 
authorities. Our liability has been resolved 
for a number of sites with no significant effect 
on results of operations In those instances 
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where we have been named a PRP or 
defendant, our disposal or recycling activity 
was in accordance with the then-applicable 
laws and regulations. Unfortunately, 
CERCLA does not recognize compliance as 
a defense, but imposes strict liability on 
parties who fall within its broad statutory 
categories. 

While the potential liability for each 
Superfund site must be evaluated separately, 
several general statements can be made 
regarding our potential future liability. 
Disposal at a particular site by AEP is often 
unsubstantiated; the quantity of material we 
disposed of at a site was generally small; 
and the nature of the material we generally 
disposed of was nonhazardous. Typically, 
we are one of many parties named as PRPs 
for a site and, although liability is joint and 
several, generally some of the other parties 
are financially sound enterprises. Therefore, 
our present estimates do not anticipate 
material cleanup costs for identified sites for 
which we have been declared PRPs. 
However, if for reasons not currently 
identified significant cleanup costs are 
attributed to AEP in the future, results of 
operations, cash flows and possibly financial 
condition would be adversely affected unless 
the costs can be recovered from customers. 

Federal FP A Actions 

Federal EPA is required by the CAAA 
to issue rules to implement the law. In 
December 1996 Federal €PA issued final 
rules governing nitrogen oxide (NOx) 
emissions that must be met after January 1, 
2000 (Phase II of the CAAA). The final rules 
will require substantial reductions in NOx 
emissions from certain types of boilers 
including those in AEP's power plants. On 
February 13, 1998, the United States Court 
of Appeals for the District of Columbia 
Circuit, in an appeal in which the AEP 
System operating companies participated, 
upheld the emission limitations. In addition 
in November 1997 the Federal EPA 
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published a proposed rulemaking requiring 
the revision of state implementation plans in 
22 eastern states, including those states in 
which the operating companies of the AEP 
System have coal-fired generating plants. 
The proposed rule will-require reductions in 
NOx emissions from utility sourcBs of 
approximately 85% below 1990 levels and 
entail very substantial capital and operating 
expenditures by AEP System operating 
companies. Pollution controls to meet the 
proposed revised NOx emission limits would 
have to be in place by 2002. Eight northeast 
states have petitioned Federal EPA for the 
imposition of additional NOx controls for 
upwind industrial and utility sources. The 
matter is being litigated. The costs to comply 
with the emission reductions required by the 
Federal EPA's actions are expected to be 
substantial and would have a material 
adverse impact on future results of 
operations, cash flows and possibly financial 
condition if the resultant costs are not 
recovered from customers. 

In 1997 the Federal EPA published a 
revised ambient air quality standard for 
ozone and established a new ambient air 
quality standard for fine particulate matter. 
These standards are expected to result in 
redesignation of a number of areas of the 
country currently in compliance with the 
existing standard to nonattainment status 
which could ultimately dictate more stringent 
emission restrictions for AEP generating 
units. Under the new rules the states must 
first determine whether the standards are 
being aheved. The states then have three 
years to submit a compliance plan and up to 
ten years after designation to come into 
compliance with the new standards. The 
compliance deadline could be as late as 
201 0 for the ozone standard and 201 2-201 5 
for the fine particulate standard. Although 
we are reviewing me impact of the new rules, 
we are unable to estimate compliance costs 
without knowledge of the reductions that will 
be necessary to meet the new standards. If 
such reductions are significant and the 

Company must bear a significant portion 07 
the cost of compliance in a region that is in 
violation of the revised standards, it would 
have a material adverse effect on results of 
operations, cash flows and possibly financial 
condition unless such casts are recovered 
from customers. 

At the global climate conference in 
Kyoto, Japan in December 1997 more than 
160 countries, including the United States, 
negotiated a treaty limiting emissions of 
greenhouse gases, chiefly carbon dioxide, 
which may eventually contribute to global 
waning. Although there is no clear scientific 
evidence that carbon dioxide contributes to 
global warming and damages the 
environment, the treaty, which requires 
Congressional approval, calls for a seven 
percent reduction below the emission levels 
of greenhouse gases in 1990. We intend to 
work with Congress to insure that science 
and reason are introduced to the debate. If 
approved by Congress the costs to comply 
with the emission reductions required by the 
Kyoto treaty is expected to be substantial 
and would have a material adverse impact on 
results of operations, cash flows and possibly 
financial condition if not recovered from 
customers. 

Results of ODerationS 

Net income decreased 13% to $51 1 
million primarily due to an extraordinary loss 
of $109 million from the UlCs one-time 
windfall tax which was bassd on a retroactive 
revaluation of the original privatization price 
of certain privatized utilities, including 
Yorkshire. Income before the extraordinary 
loss increased 6Oh in 1997 to $620 million or 
$3.28 per share from $587 million or $3.14 
per share in 1996. The increase is primarily 
attributable to increased transmission service 
sales, reduced preferred stock dividends due 
to a redemption program and an increase in 
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nonoperating income from the April 1997 
investment in Yorkshire exclusive of the 
extraordinary loss. 

In 1996 net income increased 11 % to 
$587 million or $3.14 per share from $530 
million or $2.85 p& share in 1995. The 
inaease was mainly attributable to increased 
sales of energy and services and reduced 
interest charges and preferred stock 
dividends. Sales increased due to increased 
transmission and other services provided to 
power marketers and utilities and increased 
energy sales to non-affiliated utilities and 
industrial customers. The reduction in 
interest and preferred stock dividends 
resulted from the Company's refinancing 
program. Also contributing to the 
improvement in net income in 1996 were 
severance pay charges recorded in 1995 in 
connection with the restructuring of 
management and operations and gains 
recorded in 19% from emission allowance 
transactions. 

Operating revenues increased 5% in 
1997 and 3Oh in 1996. Increased wholesale 
energy sales and transmission and coal 
conversion service revenues were the 
primary reasons for the increases in both 
years. The change in revenues can be 
analyzed as follows: 

increase (Decrease) 
From Prevlous Year 

D o l l a r s  I n  Mllltonr) 1997 1996 

Retill : 
r m o v n f g - 5  

Prtce Vartance 1 ( 4 4 . 0 1  I 142.9) 
volume vartance 2.4 6 3 . 7  
F u e l - C o s t  Recoverles a -1z9 1111) (0.3) 2 0 . 7  

unolesale: 
Drlce Yarlance 9 6  ( 202 . O )  

rue1 Cost Recoverles --p1 ( 3 . 6 1  

O t h e r  Ooeratinp Revenues 3 31.( 

Volume Yarlance 2 6 9 . 1  317.3 

3 6 . 3  & 16.1 

:oca1 5 . 3  3.2 

The slight decrease in retail revenues 
in 1997 was largely due to a decline in higher 
priced sales to weather-sensitive residential 
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customers reflecting mild weather. The 
decline in residential sales was completely 
offset by an increase in lower priced sales to 
industrial customers, reflecting increased 
usage which resulted in a small increase in 
fr.*"l c -.- . etail energy sales. The negative price 
jariance resulted from the shift from higher 
priced residential sales to lower priced 
industrial sales. 

In 1997 wholesale revenues and sales 
increased significantly primarily due to new 
power marketing transadions which began in 
July 1997 when AEP commenced a power 
marketing business. The new power 
marketing transactions involve the 
substantial purchase and sale of electricity 
outside of the AEP transmission system. An 
increase in coal conversion service sales 
also contributed to the significant increase in 
wholesale sales and revenues. These sales 
are for the generation of electricity from the 
coal of the purchaser. 

An increase of $33 million in 
transmission service revenues produced the 
increase in other operating revenues in 
1997. Transmission service revenues are for 
the transmission of other companies' power 
through AEP's extensive transmission 
system. These revenues have increased 
significantly since the issuance of the 
FERC's open access transmission rules in 
1996. 

In 1996 retail revenues increased 
slightly due to growth in the number of 
customers and the addition of a major new 
industrial customer in December 1995. 
Revenues from higher priced sales to 
residential customers, the most 
weather-sensitive customer class, were flat, 
increasing less than one percent, as the 
effect of cold winter weather in early 1996 
was offset by mild summer and December 
temperatures. Revenues from lower priced 
commercial and industrial customers 
increased 1% reflecting growth in the number 
of customers. The increase in lower priced 
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commercial and industrial sales accounted 
for the negative price variance in 19%. 

Wholesale revenues increased 16% in 
1996 reflecting a 46% increase in wholesale 
sales attributable largely to transactions with 
power marketers and other utilities. During 
1996 the Company began providing coal 
conversion services resulting in 6.8 billion 
kilowatthours of electricity generated for 
power marketers and certain other utilities 
from their coal under a new FERC-approved 
interruptible, contingent sales tariff. These 
sales have lower prices because there is no 
associated fuel cost. As a result the average 
price per kilowatthour was significantly less 
in 1996 than in 1995 producing a negative 
price variance. Also contributing to the 
increased wholesale sales was a long-term 
contract with an unaffiliated utility to supply 
205 MW of energy for 15 years beginning 
January 1,1996. 

An increased level of activity in the 
wholesale energy markets, due to FERC's 
open access rulemaking and AEP's 
aggressive efforts to provide flexible and 
competitively priced transmission services 
led to an increase in transmission service 
revenues in 1996. As a result transmission 
service revenues, which are recorded in 
other operating revenues, increased by 
approximately $24 million. 

The level of wholesale sales tends to 
fluduate due to the highly competitive nature 
of the short-term energy market and other 
factors, such as affiliated and unaffiliated 
generating plant availability, the weather and 
the economy. The FERC rules which 
introduce a greater degree of competition 
into the wholesale energy market have had 
the effect of increasing short-term wholesale 
sales and transmission service revenues. 
The Company's sales and in turn its results 
of operatiom were impacted in 1997 and 
1996 by the quantities of energy and 
services sold to wholesale customers. 
Future results of operations will be affected 
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by the quantity and price of wholesale 
transadions which often depend on the level 
of competition, the weather and power plant 
availability, both affiliated and non-affiliated, 
factors the Company does not control. 
However, we work to take advantage of 
these factors when they are favorable. 

mrat ina Fmenses Increase 

Operating expenses increased 7% in 
1997 and 3% in 1996. Increased purchased 
power expense, mainly from the Company's 
new power marketing business, was the 
primary reason for the 1997 increase. New 
marketing, customer services and software 
costs to prepare for competition also 
contributed to the increase. The primary 
items accounting for the increase in 1996 
were increased fuel costs, federal income 
taxes and expenditures for marketing, 
information systems and other items 
necessary to prepare for the transition to 
competition. Changes in the components of 
operating expenses were as follows: 

Increase 1Occrerre) 
From Prevlour Year 

flollarr I n  Yllllonf) 1997 1996 
W L W J -  

Fuel I 26.4 
Purchased Poner 330.2 
Other Operrtlon 17.3 
Malntenlnce ( 1 9 . 6 )  
Depreclrtlon and  

Amortlzatlon ( 9 . 7 )  
Taaes Other Than Federal 

Income Traer ( 8 . 0 )  
Federal Income Taxer 3 1  

Total w 

1 . 6  
383.5 

1 . 4  
( 3 . 9 )  

1 1 . 6 )  

11.61 
10.1) 

6 . 9  

I 63.5 4 . 1  
1 2 . 1 1  ( 2 . 6 1  
2 5 . 9  2 . 2  

1 3 9 . 0 )  ( 7 . 2 1  

7 . 8  1.3 

9 . 4  1 . 9  
10.2 z 5 . a  w 2 . 9  

Fuel expense increased in 1997 
primarily due to an increase in the average 
cast of fuel consumed reflecting the reduced 
availability of lower cost nuclear generation 
in 1997 due to the unplanned shutdown and 
maintenance outage of both nuclear units 
which began on September 10 and continued 
through yearend. The increase in fuel 
expense in 1996 was primarily due to an 
increase in generation to meet the increase 
in industrial and wholesale customer 
demand. The effect of increased generation 
was partially offset by reduced average fossil 
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fuel costs, resulting from increased usage of 
lower cost spot market coal, and lower cost 
nuclear fuel. 

The significant increase in purchased 
power expense in 1997 was primarily due to 
purchases of electricity for the new power 
marketing business. These purchases were 
made to mver sales made to non-affiliates by 
the new power marketers. 

In 1997 restructuring savings in other 
operation expense were more than offset by 
additional expenses for marketing, customer 
service and software costs to prepare for the 
service demands of competition. 

Maintenance expense decreased in 
1996 due to the deferral of previously 
expensed storm damage costs 
commensurate with their recovery over 5- 
years and reduced nuclear plant 
maintenance expense due to workforce 
reductions and the reduction of contract labor 
at the Cook Plant. 

The increase in federal income tax 
expense attributable to operations in 1996 
was primarily due to an increase in pre-tax 
operating income and changes in certain 
bookltax differences accounted for on a 
flow-through basis and certain permanent 
differences. 

. The increase in nonoperating income 
in 1997 was mainly due to income from non- 
regulated operations. The Company's share 
of earnings from its April 1997 investment in 
Yorkshire was $34 million which indudes $10 
millicn of nonrecurring tax benefits related to 
a reduction of the UK corporate income tax 
rate from 33% to 31% effective April 1,1997. 
The utilization of foreign tax credits also 
contributed to the increase in nonoperating 
income. Nonoperating income decreased in 
1996 due to the cost of the AEP branding 
program and the cost of efforts to develop 
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and make investment in new non-regulated 
business ventures. 

hterest Charaes and Preferred Sto& 
Plyidend Reauirqmnts . .  

In 1997 interest charges on both long- 
term and short-term debt increased reflecting 
additional borrowing primarily to fund the 
Company's non-regulated operations 
including the investment in Yorkshire. 
Prefemed stock dividend requirements of the 
subsidiaries decreased in 1997 due to the 
reacquisition of over 4 million shares of 
cumulative preferred stock. 

The decrease in interest charges and 
preferred stock dividend requirements in 
1996 was mainly due to continued 
refinancing programs of the Company's 
subsidiaries. The refinancings reduced the 
average interest rate and the amount of 
long-term debt and preferred stock 
outstanding. The cost of short-term 
borrowings in 1996 increased slightly 
reflecting an increased average balance of 
short-term debt outstanding. 

Financial Condition 

In 1997 AEP maintained its strong 
financial condition and performance in 
shareholder value. The yearend closing 
stock price of $51-518 was 25.5Oh higher than 
the prior year and 57% greater than the 1994 
dosing price. The Company paid a qua~erly 
dividend in 1997 of 60 cents a shan 
maintaining the annual dividend rate at $2.4C 
per share. The 1997 payout ratio befor6 
extraordinary loss at 73% was 3% better thar 
1996s and 15% better than 1994s. It ha: 
been a management objective to reduce tht 
payout ratio through efforts to increasc 
earnings in order to enhance AEP's ability ti 
invest in new business ventures that cai 
complement our core competencies ant 
improve shareholder value. AEPs three 
year total shareholder return ranked fourt 
among the companies in the S&P Electri 
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Utility Index. This marked the fourth straight 
year in the top quartile of the Index. 
Management's goal is to maintain our 
position in the top quartile of the SBP Electric 
Utility Index for three-year total shareholder 
return. 

C a D i u  Invest- 

The total consideration paid in 1997 by 
a joint venture of AEP and an unafiliated 
company to .acquire Yorkshire was 
approximately $2.4 billion which was 
financed by a combination of equity and non- 
recwrse debt. AEP initially funded its 50% 
equity investment in the joint venture with 
$50 million in cash, a $300 million adjustable 
rate term loan under a long-term revolving 
credit agreement and $10 million of short- 
term debt. For more information see Note 7 
of the Notes to Consolidated Financial 
Statements. Also the Company's 70% 
interest in the construction of two 125 MW 
units in China will require approximately 
$1 10 million of investment. 

AEP's construction expenditures are 
expected to be $2.4 billion over the next 
three years which includes the Cook Plant's 
Unit 1 steam generator replacement, the 
China project and the cost of transmission 
and distribution projects for the improvement 
of and addition to electric energy delivery 
facilities. Approximately 90% of domestic 
construction expenditures, estimated to be 
$2.3 billion for the next three years, will be 
financed with internally generated funds. 

CaDital Reso urces - Structure and Liau iditv 

AEP achieved a yearend ratio of 
common equity to total capitalization 
including amounts due within one year of 
45.5OA for 1997, compared with 4 5 . 3 ° ~  for 
1996 and 43.1 % for 1995. The Company's 
goal is to maintain the common equity ratio at 
a level of at least 40 percent. During 1997 
the Company and its subsidiaries continued 
redefining and improving their debt to equity 

position. The Company's regulatec 
subsidiaries redeemed 4,258,947 shares 01 
cumulative preferred stock with rates ranging 
from 4.08% to 7.875% at a total cost of $433 
million. The subsidiaries used short-tern 
debt and junior subordinated deferrable 
interest debentures to pay for the preferred 
stock tendered and to benefit from the tax 
deductibility of interest. 

The Company and its subsidiaries 
issued $882 million principal amount of long- 
term obligations in 1997 at interest rates 
ranging from 5.9% to 8.0%. The companies 
continued to reduce financing costs by 
retiring highercost bonds and restructuring 
the long-term debt from senior secured/first 
mortgage bonds to senior unsecured debt 
and junior debentures. The principal amount 
of long-term debt retirements, including 
maturities, totaled $343 million with interest 
rates ranging from 6.5% to 9.35Oh. Our 
operating subsidiaries senior secured 
debfirst mortgage bond ratings, which were 
reaffined and improved in 1997, are listed in 
the following table: 

Apprlacnltn Power C o .  A3 A A A  
COIUUDUS Southern Pawer Co.  ~3 A -  A .  A 

o n f o  Power C O .  A 3  A. A -  A 

I n a l m ~  L Mtchtgtn Power Co.  Err1 A .  BEL)+ M I A  

Kentucky  Power C o .  8 J r l  A 888* 1111 

The operating subsidiaries generally 
issue short-term debt to provide for interim 
financing of capital expenditures that exceed 
internally generated funds. They periodically 
reduce their outstanding short-term debt 
through issuances of long-term debt and 
additional capital contributions by the parent 
company. The companies formed to pursue 
non-regulated business opportunities are 
using short-term debt. Short-term debt 
increased $235 million from the prior year- 
end balance and decreased by $45 million in 
1996. At December 31, 1997, AEP Co., Inc. 
(the parent company) and its subsidiaries 
had unused short-term lines of credit of $442 
million, and several of AEP's subsidiaries 

Attachment 1 
12 Page 127 of 357 

KPSC Case No. 99-149 
TC (1 st Set) 

Order Dated April 22, 1999 
Iteiii No. 2 

IO0 



engaged in non-regulated investments and 
energy businesses had available $330 
million under a $600 million revolving credit 
agreement which expires in 1999. The 
sources of funds available to AEP are 
dividends from its subsidiaries, short-term 
and long-term borrowings and, when 
necessary, proceeds from the issuance of 
common stock. AEP issued 1,755,000 
shares in 1997, 1,600,000 shares in 1996 
and 1,400,OOO shares in 1995 of common 
stock through a Dividend Reinvestment 
Program and the Employee Savings Plan 
raising $77 million, $65 million and $49 
million. respectively. 

The following debt and preferred stock 
coverages of the principal operating 
subsidiaries remained strong in 1997: 

&uua lcDcI 
Appdlachldn Pouer Co. 3 .72 1.92 
Colunbur Southern Power Co. b . 9 5  # / A  

Kentucky Pover C o .  4 . 2 3  U I A  
Ohto Power Co. 9 . 7 1  3.67 

X / A  0 l o t  Appllcddle 

Inalina A MfChlqdn Power Co. 7 .57  2 . a ~  

Unless the subsidiaries meet certain 
earnings or coverage tests, they cannot 
issue additional mortgage bonds or preferred 
stock. In order to issue mortgage bonds 
(without refunding existing debt), each 
subsidiary must have pre-tax earnings equal 
to at least two times the annual interest 
charges on mortgage bonds after giving 
effect to the issuance of the new debt. 
Generally, issuance of additional preferred 
stock requires after-tax gross income at least 
equal to one and one-half times annual 
interest and preferred stock dividend 
requirements after giving effect to the 
issuance of the new preferred stock. As the 
above chart indicates, the subsidiaries 
presently exceed these minimum coverage 
requirements. 
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Meraer 

in December 1997 AEP and CSW 
announced that their boards of directors 
approved a definitive merger agreement for 
a tax-free, stock-for-stock k-siness 
combinatiwl transaction &hi& if 
consummated would bring AEPs total market 
capitalization to approximately $28 billion. 
The combination is expected to be accounted 
for as a pooling of interests. Under the 
agreement, each common share of CSW will 
be converted to 0.6 shares of AEP. Based 
on the number of CSW common shares 
outstanding at December 31, 1997, AEP will 
issue approximately 127 million shares to 
CSW common stockholders (valued at $6.6 
billion based on the closing price on the last 
trading day prior to the announcement of the 
merger). UndeF the merger agreement, there 
will be no changes with respect to the public 
debt issues or the outstanding preferred 
stock of AEP, CSW or their subsidiaries. 
The merger is conditioned, among other 
things, upon the approval of each company’s 
shareholders and certain state and federal 
regulatory agencies. The companies 
anticipate that the required regulatory 
approvals can be obtained in 12 to 18 
months. AEP is requesting regulatory and 
shareholder approval to increase the number 
of authorized shares from 300,000,000 to 
600,000,000 in connection with the merger. 

Market Risks 

The Company as a major power 
producer and a trader of electricity and gas 
has certain financial market risks inherent in 
its routine business activities. The trading of 
electricity and gas and related future 
contracts exposes the Company to 
commodi:y price fluctuations. Market risk 
represents the risk of loss that may impact 
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Company's consolidated financial 
sition, results of operations or cash flows 

due to adverse changes in market prices and 
rates. As trading activity increases and the 
market for power evolves this risk will 
tvso,;e much greater. \'ai;ous policies and 
procedures have ',*en established to 
manage market r k s  exposures including the 
limited usage of energy related derivatives. 
In its regular business activities, certain 
trading positions of the Company for electric 
and gas creates exposure to price volatility 
for those products. These commodities are 
subject to unpredictable price fluctuations 
due to changing economic and weather 
conditions. During 1997 the Company 
initiated a power and gas marketing 
operation that manages the Company's 
exposure to future price movements using 
forwards, futures and options. At December 
31, 1997, the exposure for financial 
derivatives in these marketing activities were 
not material to the Company's consolidated 
results of operations, financial position or 
cash flows. 

Investment in two foreign currency 
minated joint ventures also exposes the 

Company to currency translation rate risk. At 
December 31, 1997, the Company's 
exposure to changes in foreign currency 
exchange rates related to projects in the UK 
and China is not material to its consolidated 
financial position, results of operations or 
cash flows. The Company does not 
presently utilize derivatives to manage its 
exposures to foreign currency exchange rate 
movements. . 

The Company is exposed to changes 
in interest rates primarily due to short- and 
long-term borrowings to fund its business 
operations. The debt portfolio has both fixed 
and variable interest rates, terms from one 
day to thirty years and an average duration 
of eight years at December 31, 1997. 

The Company measures interest rate 
market risk exposure utilizing a Value at Risk 
(VaR) model. The model is based on the 
Monte Carlo method of simulated price 
movements with a 95% confidence level and 
a one year holding period. The volatilities 
and correlations were based on three years 
of monthly prices. The risk of potential loss 
in fair value attributable to the Company's 
exposure to interest rates, primarily related to 
long-term debt with fixed interest rates, was 
$501 million at December 31, 1997. A near 
term change in interest rates would not 
materially affect the consolidated financial 
position or results of operations of the 
Company. The Company is not currently 
utilizing derivatives to manage its exposure 
to interest rate fluctuations. 

The Company has investments in debt 
and equity securities which are held in trust 
funds to decommission its nuclear plant. 
Approximately 85% of the trust fund value is 
invested in tax exempt and taxable bonds, 
short-term debt instruments or cash. The 
trust investments and their fair value are 
discussed in Note 9 of the Notes to 
Consolidated Financial Statements. 
Instruments in the trust funds have not been 
included in the market risk calculation for 
interest rates as these instruments are 
marked-to-market and changes in market 
value are reflected in a corresponding 
decommissioning liability. Any differences 
between trust fund and ultimate liability are 
recoverable from ratepayers. 

Inflation affects AEP's cost of replacing 
utility plant and the cost of operating and 
maintaining its plant. The rate-making 
process limits our recovery to the historical 
cost of assets resulting in economic losses 
when the effects of inflation are not 
recovered from customers on a timely basis. 
However, economic gains mat result from the 
repayment of long-term debt with inflated 
dollars partly offset such losses. 
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Cornorate Owned 1 ife Insuranm 

In connection with the audit of AEP's 
consolidated federal income tax returns the 
United States Internal Revenue Service (IRS) 
agents sought a ruling from the IRS National 
Office that certain interest deductions 
relating to a corporate owned life insurance 
(COLI) program should not be allowed. The 
Company established the COLI program in 
1990 as a part of its strategy to fund and 
reduce the cost of medical benefits for retired 
employees. AEP filed a brief with the IRS 
National Office refuting the agents' position. 
No adjustments have been proposed by the 
IRS. However, should a full disallowance of 
COLI interest deductions be proposed it 
would, if sustained, reduce earnings by 
approximately $286 million (including 
interest). AEP believes it has meritorious 
defenses and will vigorously contest any 
ppased adjustments. No provisions for this 
amount have been recorded. In the event 
the Company is unsuccessful it could have a 
material adverse impact on results of 
operations and cash flows. 

ComDut er Software - Year 2000 Comdiance 

Many existing computer hardware and 
software programs will not properly reagnize 
calendar dates beginning in the year 2000. 
Unless corrected, this "Year 2000" problem 
may cause computer malfunctions, such as 
system shutdowns or incorrect calculations 
and system output. The Company is 
addressing the problem internally by 
modifying or replacing its computer hardware 
and software programs to mitigate its risk, 
minimize technical failures, and repair such 
failures if they occur. The problem is also 
being addressed externally with entities that 
interact electronically with the Company, 
including but not limited to, suppliers, service 
providers, government agencies, customers, 
creditors and financial service organizations. 
However, due to the complexity of the 
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problem and the interdependent nature 
computer systems, if the Compan) 
carredive actions, and/or the actions of 0th. 
interdependent entities, fail for critic 
applications, the Company may be adverse 
impacted in the year 2000. Althous 
significant, the cost of correcting the 'Ye. 
2000' problem is not expected to have 
material impact on results of operations, ca: 
flows or financial condition. 

New Accountrna Standards 

In June 1997 the FASB issued SFA 
No. 130 "Reporting Comprehensive Income 
and SFAS No. 131 'Disclosures Ab01 
Segments of an Enterprise and Relate, 
Information." SFAS No. 130 establishes thl 
standards for reporting and displayin! 
components of 'comprehensive income, 
which is the total of net income and all othe 
changes in equity except those resulting fron 
investments by shareholders an( 
dispositions to shareholders. SFAS No. 13' 
initiates standards for reporting informatior 
about operating segments in annual anc 
interim financial statements as well a: 
related disclosures about products anc 
services, geographic areas and major 
customers. AEP's adoption of these new 
reporting standards in 1998 is not expected 
to have a material adverse effect on the 
results of operations, cash flows and/or 
financial condition. 

U a t i o n  

AEP is involved in a number of legal 
proceedings and claims. While we are 
unable to predict the outcome of such 
litigation, it is not expected that the ultimate 
resolution of these matters will have a 
material adverse effect on the results of 
operations, cash flows and/or financial 
condition. 
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CONSOLIDATED STATEMENTS OF INCOME 
(in Utousands - except per share arnounls) 

Year Fnded Dece mber 31. 

OPERATING REVENUES 

OPERATING EXPENSES: 
Fuel 
Purchased Power 
Other Operation 
Maintenance 
Depreciation and Amortization 
Taxes Other Than Federal Income Taxes 
Federal Income Taxes 

TOTAL OPERATING EXPENSES 

OPERATING INCOME 

NONOPERATING INCOME (net) 

INCOME BEFORE INTEREST CHARGES AND 
PREFERRED DIVIDENDS 

INTEREST CHARGES 

PREFERRED STOCK OIVIDEND REQUIREMENTS 

INCOME BEFORE EXTRAORDINARY ITEM 
OF SUBSIDIARIES 

EXTRAORDINARY LOSS - UK WINDFALL TAX 

NET INCOME 

AVERAGE N U M B E R  OF SHARES OUTSTANDING 

EARNINGS P E R  SHARE: 
Before Extraordinary Item 
Extraordinary L o s s  
Net Income 

CASH DIVIOENDS PAID PER SHARE 

m 
lLlLLm 

1,627,066 
416.266 

1,227.368 
483.268 
591,071 
490,595 

6.914 

984.454 

341.280 

59.572 

1.044 . O X  

405,815 

17.831 
620,380 

( 109.4 19 1 

1 510.9 L 6 

189.039 

13.28 
u23) 
f2.70 
u 

lssd 
J S . 8 4 9 a  

1,600,659 
86.095 

1,210,027 
562,841 
600.851 
498,567 
342 

4.841.262 

1,007,972 

2.212 

1 . o i a ,  184 

381.328 

41.424 
581,430 

u.!L%u 
187.32 1, 

13.14 

CONSOLIDATED STATEMENTS OF RETAINED EARNINGS 
( i n  thousands) 

RETAINED E A R N I N G S  J A N U A R Y  1 
NET INCOME 
DEOUCTIONS: 

Cash Oividends Oecldred 
Other 

EL25 
55.67 0 - 3 3Q 

1,537,135 
88,396 

1.184.158 
541,825 
593.019 
489,223 

272.027 
4.735.7Q 

964,547 

2o.m 

984.751 

400,077 

54.771 
529,903 

Y e a r  Ended December 31 .  
1997 M 14efi 

$1,547,746 Il.409.645 51,325.581 
510,961 587,430 529.903 

453,453 449,353 445.831 
(24) 8 237 

j1.605.017 J1.547.746 51.409.645, RETAINED E4RNINGS DECEMBER 31 

See Notes t o  Consolidated Financial Statements. 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANiES 
CONSOLIDATED STATEMENTS OF CASH FLOWS 
(in thousands) 

Year Ended Oece mber 31. 
u lspd 1995 

OPERATING ACTIVITIES: 
Net  Income 
Ad jus tments  f o r  Noncash I tems: 

O e p r e c i a t i o n  and Amor t i za t i on  
D e f e r r e d  Federal  Income Taxes 
De fe r red  Inves tment  Tax C r e d i t s  
A m c r t i t a t i o n  o f  Opera t i ng  Expenses 

and C a r r y i n g  Charges ( n e t )  
E x t r a o r d i n a r y  I t e m  - UK Wind fa l l  Tax 

Changes i n  C e r t a i n  Cur ren t  Assets 
and L i a b i l i t i e s :  

Accounts Rece ivab le  ( n e t )  
Fue l ,  M a t e r i a l s  and Supp l ies  
Accrued U t i l f t y  Revenues 
Accounts Payable 
Taxes Accrued 

Other  ( n e t )  
Net  Cash Flows From Opera t ing  

Ac t i  v i  t i e s  

INVESTING ACTIVITIES: 
C o n s t r u c t i o n  Expend i tu res  
Inves tment  i n  Yo rksh i re  
Proceeds f rom Sale  o f  P roper t y  and Other 

Net  Cash Flows Used For 
I n v e s t i n g  A c t i v i t i e s  

F I N A N C I N G  ACTIVITIES: 
Issuance o f  Comnon Stock 
Issuance o f  Long-term Oebt 
Ret i rement  o f  Cumulat ive P re fe r red  Stock 
Ret i rement  o f  Long- te rm Oebt 
Change i n  Shor t - te rm Debt ( n e t )  
O iv idends  Paid on Common Stock 

Net Cash Flows Used For 
F inanc ing  A c t i v i t i e s  

f 510.961 I 587.430 I 529.903 

F O B ,  217 590,657 5 78,003 
(6.549) (21.478) i1.916 
(25,241 1 (25,808) (25 ,819) 

12,001 55,458 53.479 
109,419 

( 136,186) ( 39,049 ( 7 1,804) 
(1.427) 35.831 457 

( 14.225) 32.953 (40.433) 
147.029 ( 13,915 ( 3  1.044) 
(33.4021 (6,019) 37,515 

27.325 41.042 14.437 

1.197.922 1.237 . O p  a 
(760,394 
(363,436) 

2.142 

u.121.688) 

(577.691) (605.974) 

20.567 

(585.407) 

76 I 745 
880.522 
(433.329) 
(348,157) 
235,380 
(453.453) 

(42.192) 

N e t  Inc rease (Decrease) i n  Cash and 
Cash Equ iva len ts  33,942 

Cash and Cash Equ iva len ts  January 1 57.539 
- Cash and Cash Equ iva len ts  December 31  J 9 1 . 4 8 1  

See Notes t o  Conso l ida ted  F inanc ia l  Statements. 

17 

65,461 
407.291 
(70.761) 
(601,278) 
(45,430) 
(449.353 

(694.07Q) 

48,707 
523.476 

( 158,839 1 
(469.767) 
48,140 

(445.831) 

(454.114) 

(22.416) 
79.955 

1 , .  57.539 

17.089 
5 2 . 8 6 6  

t 79.955 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
CONSOLIDATED BALANCE SHEETS ~ . .  
(In Thousands - Except Share Data) 

'Oecember 31. 
w 1pe4 

ASfETS 
ELECTRIC "TiLITY PLANT: 

P roduc t i on  S 9,493.158 I 9.341.849 
Transmiss ion  3,501,580 3,380,258 
O i  s tr i b u t  i on 4 ,654 .234 4,402.449 
General ( i n c l u d i n g  m i n i n g  assets  and nuc lea r  f u e l )  1,604 I 671 1,491,781 

19,596,485 18,970.169 
C o n s t r u c t i o n  Work i n  Progress 342.842 353,832 

Accumulated Oeprec ia t i on  and Amor t i za t i on  7 . 9 6 3 a  7.549.798 
T o t a l  E l e c t r i c  U t i l i t y  P l a n t  

NET ELECTRIC UTILITY PLANT 11.632,849 11.420.371 

OTHER PROPERTY AND INVESTMENTS 1.358.810 892.674 

CURRENT ASSETS: 
Cash and Cash Equ iva len ts  
Accounts Rece ivab le :  

Customers ( l e s s  al lowance f o r  u n c o l l e c t i b l e  
accounts o f  16.760 i n  1997 and 13.692 i n  1996) 
M i  s c e l l  aneous 

Fuel . a t  average c o s t  
M a t e r i a l s  and Supp l ies  - a t  average cos t  
Accrued U t i l i t y  Revenues 
Prepayments and Other 

TOTAL CURRENT ASSETS 

REGULATORY ASSETS 

OEFERRED CHARGES 

TOTAL 

See Notes t o  Conso l ida ted  F inanc ia l  S:atements. 

91.481 

552.443 
115.075 
224 I 967 
263.613 
189,191 

81.366 
1.518.136 

1.817.54Q 

288.011 
5 16.615.346 

57,539 

415.413 
115,919 
235.257 
25 1.896 
174,966 

103.891 
1.354 .881 

1.889.482 

325.580 
r~5.882.988 
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CONSOLIDATED BALANCE SHEETS 

December 31. 
w E 2 6  

CAPITAL[' J b N  AND 1 IABIL IT IEq 

C P D  t A L I Z A T I O N :  
Comnon Stock-Par  Value 16.50: 

1942 Ex 
Shares Au tho r i zed .  .300.000,000 300,000.000 
Shares Issued. . . .198,989,981 197,234,992 
(8,599,992 shares were h e l d  i n  t r e a s u r y )  

P a i d - i n  C a p i t a l  
Re ta ined  Earn ings  

Cumula t ive  P r e f e r r e d  Stocks o f  Subsidiar ies: .  
T o t a l  Comnon Shareholders '  E q u i t y  

Not  Sub jec t  t o  Mandatory Redemption 
Sub jec t  t o  Mandatory Redemption 

Long- te rm Oebt' 

TOTAL CAPITALIZATION 

OTHER NONCURRENT LIABILITIES 

CURRENT LIABILITIES: 
P r e f e r r e d  Stock and Long- te rm Debt Due W i t h i n  One Year* 
S h o r t - t e r m  Debt 
Accounts Payable 
Taxes Accrued 
I n t e r e s t  Accrued 
Ob1 i g a t i o n s  Under Cap i ta l .  Leases 
Other  

TOTAL CURRENT LIABILITIES 

DEFERRED INCOME TAXES 

DEFERREO I N V E S T M E N T  TAX C R E O I T S  

DEFERRED G A I N  ON SALE AND LEASEBACK - ROCKPORT PLANT U N I T  2 

DEFERREO C R E D I T S  

CO!+HIT!+ENTS AND C O N T I N G E N C I E S  ( N o t e  4 ) 

TOTAL 

*See AccornDanying Schedules 

f 1,293.4 5 
1.778.782 
1.605.017 
4.677,234 

46,724 
127,605 

2 9 . 4 6 1  

9.981.026 
1.246 -537 

294.454 
555,075 
353,256 
380,77 1 

76,361 
101.089 
322.687 

2.083.693 

2.560.92 1 

376.25Q 

231.320 
135.599 

J 16.6 15.34 6 

I 1.2 2,027 
1,715.554 
1.547 -746 
4,545.327 

90.323 
509,900 

4.796.768 

9 . 9 4 u  

1.002.2(18 

86,942 
319,695 
206,227 
414.173 

75,124 
89,553 

304.323 

1.496.03 7 

2.643.141 

401.491 

2 4 O . m  

157.193 

J15.882.988 
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..- 
ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 

OTES TO CONSOLIDATED FINANCIAL STATEMENTS 

1. Significant Accounting Policies: 

Organization - American Eiedric Power (AEP 
or the Company) is one of the U.S.'s largest 
investor-owned public utility holding 
companies engaged in the generation, 
purchase, transmission and distribution of 
electric power to nearly 3 million retail 
customers in its seven state service territory 
which covers portions of Ohio, Michigan, 
Indiana, Kentucky, West Virginia, Virginia 
and Tennessee. Electric power is also 
supplied at wholesale to neighboring utility 
systems and power marketers. AEP has 
holdings in the United States, the United 
Kingdom (UK) and China. 

The organization of the AEP System consists 
of American Electric Power Company, lnc. 
(AEP Co., Inc.), the parent holding company; 
seven electric utility operating companies in 
the U.S. (domestic utility subsidiaries); a 
domestic generating subsidiary, AEP 

enerating Company (AEPGEN); a service s mpany, American Electric Power Service 
Corporation (AEPSC); AEP Resources, Inc. 
(AEPR) which pursues energy-related 
domestic and international investment 
opportunities and projects; AEP Energy 
Services (AEPES) which markets and trades 
energy commodities; three adive coal-mining 
companies and a group of subsidiaries that 
provide power engineering, consulting and 
management services around the world to 
complement utility activities. 

The following domestic utility subsidiaries 
pool their generating and transmission 
facilities and operate them as an integrated 
system: Appalachian Power Company 
(APCo), Columbus Southern Power 
Company (CSPCo), Indiana Michigan Power 
Company (I&M). Kentucky Power Company 
and Ohio Power Company (OPCo). The 
remaining two domestic utility subsidiaries, 
Kingsport Power Company and Wheeling 

Power Company are distribution companies 
that purchase power from APCo and OPCo, 
respectiy=' 2 .  AEPSC provides management 
and ,,ofessional services to the AEP 
f a,tem. The active coal-mining companies 
are wholly-owned by OPCo and sell most of 
their production to OPCo. AEPGEN has a 
50% interest in the Rockport Plant which is 
comprised of two of the AEP System's six 
1,300 mw generating units. AEPR has 
investments and projects that include: a 50% 
interest in Yo;kshire Electricity Group plc 
(Yorkshire), an electric distribution company 
in the UK (see Note 7); a 70% interest in a 
project to build two 125 mw coal-fired 
generating units in China. AEPES currently 
markets and trades natural gas. The non- 
regulated subsidiaries that complement utility 
activities are engaged in providing non- 
regulated energy and communication 
services and are seeking and considering 
new business opportunities domestically and 
internationally that will permit AEP to utilize 
its expertise and core competencies. 

The AEP System's operations are divided 
into major business units which are managed 
centrally by AEPSC. Although the seven 
domestic utility subsidiaries and AEPSC are 
separate legal entities they operate as 
American Electric Power. There has been no 
change to the legal names of these 
companies. 

Rate Regulation - The AEP System is subject 
to regulation by the Security and Exchange 
Commission (SEC) under the Public Utility 
Holding Company Act of 1935 (1935 Act). 
The rates charged by the domestic utility 
subsidiaries are approved by the Federal 
Energy Regulatory Commission (FERC) or 
the state utility commissions as applicable. 
The FERC regulates wholesale rates and the 
state commissions regulate retail rates. 

20 
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Principles of Consolidation - The 
consolidated financial statements include 
AEP Co., Inc. and its wholly-owned and 
majority-owned subsidiaries consolidated 
with their whollyowned subsidiaries. 
Significant intercompany items are eliminated 
in consolidation. Yorkshire is accaunted for 
using the equity method. 

Basis of Accounting - As the owner of wst- 
based rate-regulated electric public utility 
companies, AEP Co., Inc.'s consolidated 
financial statements refled the actions of 
regulators that result in the recognition of 
revenues and expenses in different time 
periods than enterprises that are not rate 
regulated. In accordance with Statement of 
Financial Accounting Standards (SFAS) No. 
71, 'Accounting for the Effects of Certain 
Types of Regulation,' regulatory assets 
(deferred expenses) and regulatory liabilities 
(deferred income) are recorded to reflect the 
economic effects of regulation and to match 
expenses with regulated revenues. 

Use of Estimates - The preparation of these 
financial statements in conformity with 
generally accepted accounting principles 
requires in certain instances the use of 
estimates. Actual results could differ from 
those estimates. 

Utility Plant - Electric utility plant is stated at 
original cost and is generally subject to first 
mortgage liens. Additions, major 
replacements and betterments are added to 
the plant accounts. Retirements from the 
plant accounts and associated removal 

'costs, net of salvage, are deducted from 
accumulated depreciation. The costs of 
labor, materials and overheads incurred to 
operate and maintain utility plant are 
included in operating expenses. 

Allowance for Funds Used During 
Construction (AFUDC) - AFUDC is a 
noncash nonoperating income item that is 
recovered over the service life of utility plant 
through depreciation and represents the 
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estimated cost of borrowed and equity funds 
used to finance construction projects. The 
amounts of AFUDC for 1997, 1996 and 1995 
were not significant. 

Depreciation, Depletion and Amortization . 
Depreciation is provided on a straight-linc 
basis over the estimated useful lives o 
property other than coal-mining property an( 
is calculated largely through the use o 
composite rates by functional class a: 
follows: 

F u n c t i o n a l  C l a s s  Annual Composi te  
9 f  P r o D e r t v  Deorec i a t i o n  R a t e  

P r o d u c t i o n  : 
Steam-Nuc lear  3.4 
Steam-Fossi  1 - F i r e d  3 . 2 2  t o  4 . 4  
Hydroelectric-Conventional 

2 . 7 %  t o  3.2 
Transmiss ion  1 . 7 1  t o  2 . 7  
O i  s t r i  b u t i o n  3 . 3 2  t o  4 .2  

2 .52  to 3 . 8  Genera 1 

and Pumped Storage  

The utility subsidiaries presently recovc 
amounts to be used for demolition an 
removal of non-nuclear plant throug 
depreciation charges included in rate. 
Depreciation, depletion and amortization 
coal-mining assets is provided over eac 
asset's estimated useful life, ranging up to t 
years, and is calculated using the straigF 
line method for mining structures ar 
equipment. The unitsof-production methc 
is used to amortize coal rights and mir 
development costs based on estimate 
recoverable tonnages at a current averas 
rate of $1.91 per ton. These costs a 
included in the cost of coal charged to fu 
expense. 

Cash and Cash Equivalents - Cash and ca: 
equivalents include temporary ca 
investments with original maturities of thrl 
months or less. 

foreign Currency Translation - The financ 
statements of subsidiaries outside the Unit! 
States are measured using the local curren 
as the functional currency. Assets a1 
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-'labilities are translated to U S. dollars at 
ar-end rates of exchange and revenues -Q nd expenses are translated at monthly 

average exchange rates throughout the year. 
Translation adjustments are accumulated as 
a separate component of shareholders' 
equity. The accumulated total at December 
31, 1997 is not material. Currency 
transadion gains and losses are recorded in 
income. 

Sale of Receivables - Under an agreement 
that was terminated in January 1997, 
CSPCo sold $50 million of undivided 
interests in designated pools of accounts 
receivable and accrued utility revenues with 
limited recourse. As collections reduced 
previously sold pools, interests in new pools 
were sold. At December 31, 1996, $50 
million remained to be collected and remitted 
to the buyer. 

Operating Revenues and Fuel Costs - 
Revenues include the accrual of electricity 
consumed but unbilled at month*nd as well 
1s billed revenues. Fuel costs are matched 

ith revenues in accordance with rate 
mmission orders. Generally in the retail 4 urisdictions, changes in fuel costs are 

deferred or revenues accrued until approved 
by the regulatory commission for billing or 
refund to customers in later months. 
Wholesale jurisdictional fuel cost changes 
are expensed and billed as incurred. 

Levelization of Nuclear Refueling Outage 
Cdsts - Incremental operation and 
maintenance cpsts associated with refueling 
outages at IBM's Cook Plant are deferred 
and amortized over the period (generally 
eighteen months) beginning with the 
commencement of an outage and ending with 
the beginning of the next outage. 

lncorne Taxes - The Company follows the 
liability method of accounting for income 
taxes as prescribed by SFAS No. 109, 
"Accounting for Income Taxes.' Under the 
liability method, deferred income taxes are 

provided for all temporav differences 
between the book cost and tax basis of 
assets and liabilities which will result in a 
future tax consequence. Where the flow- 
through method of accounting for temporary 
differenws is reflected in rates, deferred 
income taxes are recorded with related 
regulatory assets and liabilities in 
accordance with SFAS No. 71. 

lnvestment Tax Credits - Investment tax 
credits have been accounted for under the 
flaw-ttrmugh method except where regulatory 
commissions have reflected investment tax 
credits in the rate-making process on a 
deferral basis. Deferred investment tax 
credits are being amortized over the life of 
the related plant investment. 

Lkbt and Preferred Stock - Gains and losses 
on reacquisition of debt are deferred and 
amortized over the remaining term of the 
reacquired debt in accordance with rate- 
making treatment. If the debt is refinanced, 
the reacquisition costs are deferred and 
amortized over the term of the replacement 
debt commensurate with their recovery in 
rates. 

Discount or premium and expenses of debt 
issuances are amortized over the term of the 
related debt, with the amortization included in 
interest charges. 

Redemption premiums paid to reacquire 
preferred stock are induded in paid-in capital 
and amortized to retained earnings 
commensurate with their recovery in rates. 
The excess of par value over costs of 
preferred stock reacquired is credited to 
paid-in capital and amortized to retained 
earnings. 

Other Property and lnvestrnenfs - Excluding 
decommissioning and spent nuclear fuel 
disposal trust funds and the investment in 
Yorkshire, other property and investments 
are stated at cost. Securities held in trust 
funds for decommissioning nuclear facilities 

- I  
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and for the disposal of spent nuclear fuel are 
recocded at market value in accordance with 
SFAS No. 115, 'Accounting for Certain 
Investments in Debt and Equity Securities." 
Securities in the trust funds have been 
classified as available-for-sala due to their 
long-term purpose. Unrealized gains and 
IC- from securities in b i s e  trust funds are 
not reported in equity but result in 
adjustments to the liability account for the 
nuclear decommissioning trust funds and to 
regdatory assets or liabilities for the spent 
nuclear fuel disposal trust funds. 

EPS - The adoption of SFAS No. 128 
'Earnings per Share' had no impact on the 
determination of Earnings per Common 
Share. 

2. Rate Matters: 

OPCo's Reawety of Fuel Costs - Under the 
terms of a 1992 stipulation agreement the 
cost of coal burned at the Gavin Plant is 
subjed to a 15-year predetermined price of 
$1.575 per million British Thermal Unit (Btu) 
with quarterly escalation adjustments through 
November 2009. A 1995 Settlement 
Agreement set the fuel component of the 
EFC factor at 1.465 cents per Kilowatthour 
(Kwh) for the period June 1, 1995 through 
November 30, 1998. The stipulation and 
settlement agreements provide OPCo with 
the opportunity to recover over the term of 
the stipulation agreement the Ohio 
jurisdictional share of OPCo's investment in 
and the liabilities and future shutdown costs 
of its affiliated mines as well as any fuel 
costs incurred above the predetermined rate 
to the extent the adual cost of coal burned at 
the Gavin Plant is below the predetermined 
prices. After full recovery of these costs or 
Ncvember 2009, whichever comes first, the 
price that OPCo can recover for coal from its 
affiliated Meigs mine which supplies the 
Gavin Plant will be limited to the lower of cost 
or the thencurrent market pr~ce. Pursuant to 
these agreements OPCo has deferred for 
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future recovery $61 million at December 31, 
1997. 

Based on the estimated future cost of coal 
b u d  at Gavin Plant, management believes 
that the Ohio jurisdictional portion of the 
investment in and liabilities and closing costs 
of the affiliated mining operations including 
deferred amounts will be recovered under the 
terms of the predetermined price agreement. 
Management intends to seek from non-Ohio 
jurisdidional ratepayers recovery of the non- 
Ohio jurisdictional portion of the investment 
in and the liabilities and closing costs of the 
affiliated Meigs, Muskingum and Windsor 
mines. The &hi0 jurisdictional portion of 
shutdown costs for these mines which 
includes the investment in the mines, leased 
asset buyouts, reclamation costs and 
employee benefits is estimated to be 
approximately $102 million after tax at 
December 31, 1997. 

The affiliated Muskingum and Windsor mines 
may have to close by January 2000 in order 
to comply with the Phase II requirements of 
the Clean Air Act Amendments of 1990 
( C A M ) .  The Muskingum andor Windsor 
mines could close prior to January 2000 
depending on the economics of continued 
operation under the terms of the above 
Settlement Agreement. Unless future 
shutdown costs andor the cost of affiliatec 
coal production of the Meigs, Muskingum anc 
Windsor mines can be recovered, results 0: 
operations and cash flows would be 
adversely affected. 

3. Effects of Regulation and Phase-In 
Plans: 

In accordance with SFAS No. 71 thc 
consolidated financial statements includr 
assets (deferred expenses) and liabilities 
(deferred income) recorded in accordance 
with regulatory actions to match expense5 
and revenues from cost-based rates 
Regulatory assets are expected to be 
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recovered in future periods through the rate- 
making process and regulatory liabilities are 
expected to reduce future cost recoveries. 
The Company has reviewed all the evidence 
currently available and concluded that it 
continues to meet the requirements to apply 
SFAS No. 71. In the event a portion of the 
Company's business no longer met these 
requirements, net regulatory assets would 
have to be written off for that portion of the 
business and assets attributable to that 
portion of the business would have to be 
tested for possible impairment and if required 
an impairment loss recorded unless the net 
regulatory assets and impairment losses are 
recoverable as a stranded investment. 

Recognized regulatory assets and liabilities 
are comprised of the following at: 

Requtrtory Assets!  
h u n t s  Due F r a  Customers 

For Future Income Tares 11.372.926 11.459.086 
Rare Phase-In Plan Deferrals ~ 27.249 
U n a m r t l z e d  Loss on 

Reacqufrcd Debt 96.793 ' 107.105 
Other 347.8fl 
T o t a l  Requlrtory Assets  11.611,1(0 jl.883.467, 

Requlrtory L l i b i l l t l e s :  
Deferreo Investment 

Dtner Requlrtory 
T a x  Cred i ts  1376.250 1401.491 

Lldbll I t I e S .  IB.(lOt 225AL2 

LIabIItfles u r1(18.100 
Tota l  Requlrtory 

Included I n  Deferred C r e d f t s  on ConsolIdatea Balance 
Snects  

The rate phase-in pian deferrals are 
applicable to the Zimmer Plant and Rockport 
Plant Unit 1. The Zimmer Plant is a 1,300 
mw cqal-fired plant which commenced 
commercial operation in 1991. CSPCo owns 
25.4% of the plant with the remainder owned 
by two unafiliated companies. As a result of 
an Ohio Supreme Court decision, in January 
1994 the Public Utility Commission of Ohio 
(PUCO) approved a temporary 3.39K 
surcharge effective February 1, 1994. In 
June 1997 the Company completed recovery 
of its Zimmer Plant phase-in plan deferrals 
and discontinued the 3.39% temporary rate 
surcharge. In 1997, 1996 and 1995 $15.4 
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million,. ~ $31.5 million and $28.5 million, 
respectively, of net phase-in deferrals were 
collected through the surcharge. The 
deferral balance which was completely 
recovered and amortized in 1997 was $1 5.4 
million at December 3;, 1996. 

The Zockport Plant consis,, of two 
1,300 mw coal-fired units. l&M and AEPGEN 
each own 50% of one unit (Rockport 1) and 
lease a 50% interest in the other unit 
(Rockport 2) from unaffiliated lessors under 
an operating lease. The gain on the sale 
and leaseback of Rockport 2 was deferred 
and is being amortized, with related taxes, 
over the initial lease term which expires in 
2022. A rate phase-in plan in the Indiana 
and the FERC jurisdictions provide for the 
recovery and straight-line amortization of 
deferred Rockport Plant Unit 1 costs over ten 
years beginning in 1987. In 1997 the 
amortization and recovery of the deferred 
Rockport Plant Unit 1 Phase-in Plan costs 
were q l e t e d .  During the recovery period 
net income was unaffected by the recovery of 
the phase in deferrals. Amortization was 
$1 1.9 million in 1997 and $1 6 million in 1996 
and 1995. 

4. Commitments and Contingencies: 

Construction and Other Commitments - The 
AEP System has substantial construction 
commitments to support its utility operations 
including the replacement of the Cook Plant 
Unit 1 steam generators. Such commitments 
do not presently include any expenditures for 
new generating capacity. Aggregate 
construction expenditures for 1998-2000 are 
estimated to be $2.4 billion. 

Long-term fuel supply contracts 
contain clauses for periodic price 
adjustments, and most jurisdictions have fuel 
clause mechanisms that provide for recovery 
of changes in the cost of fuel with the 
regulators' review and approval. The 
contracts are for various terms, the longest of 
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which extends to the year 2014, and contain 
various clauses that would release the 
Company from its obligation under certain 
force majeure conditions. 

the units will be returned to service. If the 
units are not returned to service in i 
reasonable period of time, it could have ar 
adverse impad on results of operations, cash 
flows and possibly financial condition. 

The.AEP System has contracted to- 
sell approximately 1 ,OOO mw of capacity on a 
long-term basis to unaffiliated utili*’ a. 
Certain cantracts totaling 750 mw of capacity 
are unit power agreements requiring the 
delivery of energy only if the unit capacity is 
available. The power sales contracts expire 
from 1999 to 201 0. 

Nuclear Plant - I&M owns and operates the 
twwnit 2,110 mw Cod< Plant under licenses 
granted by the Nuclear Regulatory 
Commission (NRC.) The operation of a 
nuclear facility involves special risks, 
potential liabilities, and s p e a k  regulatory 
and safety requirements. Should a nuclear 
incident occur at any nuclear power plant 
facility in the United States, the resultant 
liability could be substantial. By agreement 
IBM is partially liable together with all other 
electric utility companies that awn nuclear 
generating units for a nuclear power plant 
incident. In the event nuclear losses or 
liabilities are underinsured or exceed 
accumulated funds and recovery in rates is 
not possible, results of operations, cash 
flows and financial condition could be 
negatively affected. 

Nuclear Plant Shutdown - On September 9 
and 10, 1997, during a NRC architect 
engineer design inspection, questions 
regarding the operability of certain safety 
systems caused Company operations 
personnel to shut down Units 1 and 2 of the 
Cook Plant. On September 19, 1997, the 
NRC issued a Confirmatory Action Letter 
requiring the Company to address the issues 
identified in the letter. The Company is 
working with the NRC to resolve these issues 
and other issues related to restart of the 
units. Certain issues identified in the letter 
have been addressed. At this time 
management is unable to determine when 
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Nuclear Incident Liability - Public liability i: 
limited by law to $8.9 billion should ar 
incident occur at any licensed reactor in tht 
Cnited States. Commercially availablc 
insurance provides $200 million of coverage 
In the event of a nuclear incident at an: 
nuclear plant in the United States tht 
remainder of the liability would be provide( 
by a deferred premium assessment of $79.: 
million on each licensed reactor payable it 
annual installments of $10 million. As 
result, I&M could be assessed $158.6 millior 
per nuclear incident payable in annui 
installments of $20 million. The number c 
incidents for which payments could bt 
required is not limited. 

Nuclear insurance pools and othe 
insurance policies provide $3.6 billio. 
(reduced to $3.0 billion effective January 1 
1998) of property damage, decommissionin. 
and decontamination coverage for the Coo 
Plant. Additional insurance provide 
coverage for extra costs resulting from 
prolonged accidental Cook Plant outage 
Some of the policies have deferred premiur 
provisions which cwld be tnggered by losse 
in excess of the insurer‘s resources, Th 
losses could result from claims at the Coo 
Plant or certain other non-affiliated nude: 
units. 18M could be assessed up to $35. 
million under these policies. 

SNF Disposal - Federal law provides fc 
government responsibility for permaner 
spent nuclear fuel disposal and assesse 
nuclear plant owners fees for spent fut 
disposal. A fee of one mill per kilowatthot 
for fuel consumed after April 6, 1983 is bein 
colleded from customers and remitted to th 
U.S. Treasury. Fees and related interest c . 

$181 million for fuel consumed prior to Apr 
7, 1983 have been recorded as long-terr 
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debt. IBM has not paid the government the 
pre-April 1983 fees due to continued delays 
and uncertainties related to the federal 
disposal program. At December 31, 1997, 
funds collected from customers towards 
payment of the pre-April 1983 fee and 
related earnings thereon approximate the 
liability. 

Cecommissioning and Low Level Waste 
Accumulation Disposal - Decommissioning 
costs are accrued over the service life of the 
Cook Plant. The licenses to operate the two 
nudear units expire in 2014 and 2017. After 
expiration of the licenses the plant is 
expected to be decommissioned through 
dismantlement. The Company's latest 
estimate for decommissioning and low level 
radioactive waste accumulation disposal 
costs range from $700 million to $1,152 
million in 1997 nondiscounted dollars. The 
wide range is caused by variables in 
assumptions including the estimated length 
of time spent nuclear fuel must be stored at 
the plant subsequent to ceasing operations. 
This in turn depends on future developments 
in the federal government's SNF disposal 
program. Continued delays in the federal 
fuel disposal program can result in increased 
decommissioning costs. 18M is recovering 
estimated decommissioning costs in its three 
ratemaking jurisdictions based on at least 
the lower end of the range in the most recent 
decommissioning study at the time of the last 
rate proceeding. I&M records decom- 
missioning costs in other operation expense 
and records a noncurrent liability equal to the 
decommissioning cost recovered in rates; 
such amounts were $28 million in 1997, $27 
million in 1996 and $30 million in 1995 
including $4 million of special deposits. 
Decommissioning costs recovered from 
customers are deposited in external trusts. 
Trust fund earnings increase the fund assets 
and the recorded liability and decrease the 
amount needea to be recovered from 
ratepayers, At December 31, 1997, 18M has 
recognized a decommissioning liability of 
$381 million which is included in other 

* 
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noncurrent liabilities. 

Revised Air Quality Sfandards - On July 18, 
1997, the Federal EPA published a revised 
National Ambient Air Quality Standard 
(NAAQS) for ozone and a new NAAQS for 
fine particulate matter (less than 2.5 microns 
in size). The new ozone standard is 
expected to result in redesignation of a 
number of areas of the country that are 
currently in compliance with the existing 
standard to nonattainment status which could 
ultimately dictate more stringent emission 
restrictions for AEP System generating units. 
New stringent emission restrictions on AEP 
System generating units to achieve 
attainment of the fine particulate matter 
standard could also be imposed. The AEP 
System operating companies joined with 
other utilities to appeal the revised NAAQS 
and filed petitions for review in August and 
September 1997 in the U.S. Court of Appeals 
for the District of Columbia Circuit. 
Management is unable to estimate 
compliance costs without knowledge of the 
reductions that may be necessary to meet 
the new standards. If such costs are 
significant, it could have a material adverse 
effect on results of operations, cash flows 
and possibly financial condition unless such 
costs are recovered. 

Lfigation - The Company is involved in a 
number of legal proceedings and claims. 
While management is unable to predict the 
ultimate outcome of litigation, it is not 
expected that the resolution of these matters 
will have a material adverse effect on the 
results of operations, cash flows or financial 
condition. 

5. Dividend Restrictions: 

Mortgage indentures, charter provisions and 
orders of regulatory authorities place various 
restridions on the use of the subsidiaries' 
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retained earnings for the payment of cash 
dividends on their common stocks. At 
December 31, 1997, $27 million of retained 
earnings were restricted. To pay dividends 
out of paid-in capital the subsidiaries need 
regulatory approval. 

6. Lines of Credit and Commitment Fees: 

At December 31, 1997 ana 1996, unused 
short-term bank lines of credit were available 
in the amounts of $442 million and $409 
million, respectively. In addition several of 
the subsidiaries engaged in providing non- 
regulated energy services share a line of 
credit under a revolving credit agreement. 
The amounts of credit available under the 
revolving credit agreement were $330 million 
and $100 million at December 31, 1997 and 
1996, respedively. The short-term bank 
lines of credit and the revolving credit 
agreement require the payment of facility 
fees of approximately 1/10 of 1 % on the daily 
amount of such commitments. 

Outstanding short-term debt-consisted of: 

December 31. 
( O o l l a r s  I n  Thousrndsi w 19pd 

Balance Outstandlnq:  
motes PayaDI e 1199.285 I 91.293 

$-g j319.695 
C o m e r c l a l  Paper 

Total 

Year-End Yelqhced 

Z2B.roZ 

Average I n t e r e s t  R a t e :  
motes  P a y a b l e  6.3% 6 . 2 1  
C m e r c t r l  Paper 6 . 8 1  1 . 2 1  

T o t a l  6 . 6 1  6 . 9 1  

7. Yorkshire Acquisition and UK Windfall 
Tax 

In April 1997 the Company and New Century 
Energies, Inc. through an equally owned joint 
venture, Yorkshire Power Group Limited 
(YPG), acquired all of the outstanding shares 
of Yorkshire, an eledric distribution company 
in the UK. Total consideration paid by the 
joint venture was approximately $2.4 billion 
which was financed by a combination of 

27 
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equity and no~ewurse debt. The Company 
uses the equity method of accounting for its 
investment in YPG. The Company's original 
investment in the joint venture was $360 
million and.is included in other property and 
investments. 

In July 1997 the British government enacted 
a new law that imposed a one-time windfall 
tax on a revised privatization value which 
originally had been computed in 1990 on 
certain privatized utilities. The windfall tax is 
actually an adjustment of the original 
privatization price by the UK government. 
The windfall tax liability for Yorkshire 
Electricity Group plc is estimated to be 134 
million pounds sterling ($219 million) and is 
payable in two equal installments. The first 
payment was made in December 1997 and 
the second installment will be due in 
December 1998. The Company's $109.4 
million share of the tax is reported as ar 
extraordinary loss. The equity earnings from 
the Yorkshire investment, excluding thc 
extraordinary loss, which are included ir 
nonoperating income, are $34 millior 
inclusive of $10 million of nonrecurring ta: 
benefits related to a reduction of the Ut 
corporate income tax rate from 33% to 31Ob 
effective April 1, 1997. 

The following amounts which are nc 
included in AEP's consolidated fmanciz 
statements represent summarizes 
consolidated financial information of YPG E 
December 31, 1997 and for the nine-month 
then ended: 
A s s e t s :  I I n  Mtlilonrl 

proper ty .  P lant  Jn6 Equcpment S1.644.6  
Current A S s e t S  602.2 
Other A s s e t s  m 

Total A s s e t s  lLlL2 

Cap1 tal l z a t l o n  ana Llabllltles: 
C o m n  Iharcho lders '  EqultY % 542.1 
Lana-term De01 

Income statement Data: 
Operatlnq Revenues I1.492.9 
Operattnq l n c w c  202.3 ' 

Income Before  Er t raord lnary  Item 6 1 . 5  
Met L O S S  1151.31 

- 
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..-. 
( a 1  AEP penston p l a n  J S S e t s  p r l a a r t l y  c o n s i s t  o f  c w n  
stocts. bonds rnd CJSh q u l v t l e n t s  and a r e  Included I n  J 

sewrate e n t i t y  t r u s t  fund. 

Assumptions used to determine AEP’s net 
ixnsion plan liability were: 

I 
a. Benefit Plans: 

- 

AEP System Pension Plan - The AEP 
pension plan is a trusteed, noncontributory 
defined benefit plan covering all employees 
meeting eligibility requirements, except 
participants in the United Mine Workers of 
America (UMWA) pension plans. Benefits 
are based on service years and 
compensation levels. The funding policy is 
to make annual contributions to a qualified 
trust fund equal to the net periodic pension 
cost up to the maximum amount deductible 
for federal income taxes, but not less than 
the minimum required contribution in 
accordance with the Employee Retirement 
Income Security Act of 1974. 

Net AEP pension plan costs were computed 
as follows: 

-kr 31. 
l p p Z u %  

( I n  fhousrndsl 

S e r r l c c  Cost.BrneIits 
Earned Dur fnq  

I n t e r e s t  Cost  on 
the Year I 36.000 I 40.066 S 30.400 

Projact.d B e n i f l t  
128.600 119.500 116.100 

YJI Return on 
1 Jl3 A S S I C S  (462.7001 (102.400) (416.800) 

t b m o r t l z a t l o n  
( O e f r r r r \ )  3o1.)oo161.ooo281.800 

P I  Jn COSCS L 2 ? 5 % @ ~ U  

AEP pension plan assets, actuarially 
computed benefit obligations and the 
computation of accrued net pension plan 
liability are: 

N e t  AEP Penslon 

Oec enprr 3 1 . 
l2.E m 
( I n  Thousands1 

A C C u J r f l l  PreStnC V J l U C  
o f  B e n e f l t  O D l l q r t l o n :  

Vrsted Obl lqac lon  11.523.200 11.177.000 
Monvested ObllaJLlon i6i.oaa 11.5.500 

4EP Penston Plan A s s e t s  J L  

Funded Scatus . A f P  Penslon Plan 
~ s s e t s  I n  Excess of Pro lec tcd  
I e n t f l t  O b I l q ~ t t o n  480.100 313.500 

Unrccoqnlzed P r l o r  
S e r v l c e  C o s t  119,400 133.200 

unrrcoqnlzcd Met G a l n  on Assets (640.8001 (488.2001 
Unrecoqnlzed M e t  T r J n r l t l o n  

A s s e t s  (Bctnq m r t t i e a  
O v e r  17 Tears1 (s9.1Dp) t68.9Q) 

L l t b l l  I C Y  1 (lOO.ZOQ1 J t90.60Q) 

F i t r  V J l u e  (0  -LJu.u?t.PP9.500 

Accrued Met A E P  Penston P l t n  

D lSCOUnt  RJW 1.001 1.15s 7.25’1 
Averape Ute of Increase  I n  

Eapected LOnq-Tern Pate  o f  
Camensit  Ion Leve l  s 3.2s 3.2’1 3.2s 

Return on P l a n  Assets 9 . 0 1  9.01 9 . 0 1  

postretiremenl BeneMS Other Than Pensions 
(OPEB) - The AEP System provides certain 
benefits other than pensions for retired 
employees. Substantially all non-UMWA 
employees are eligible for postretirement 
health care and life insurance if they retire 
from adbe senrice after reaching age 55 and 
have at least 10 service years. 

Postretirement medical benefits for 
UMWA employees at affiliated mining 
operations who have or will retire after 
January 1,1976 are the liability of the OPCo 
coalmining subsidiaries and are included in 
the OPEB net costs and liability. They are 
eligible for postretirement medical benefits if 
they retire from active service after reaching 
age 55 and have at least 10 service years. 
In addition, norradive UMWA employees will 
bemne eligible for postretirement benefits at 
age 55 if they have had 20 years of service. 

The funding policy for AEP‘s OPEB plan 
is to make contributions to an external 
Voluntary Employees Beneficiary Association 
trust fund equal to the incremental OPEB 
costs (i.e., the amount that the total 
postretirement benefits cost under SFAS 
106, “Employers’ Accounting for 
Postretirement Benefits Other Than 
Pensions,‘ exceeds the .pay-as-you-go 
amount). Contributions were $35.2 million in 
1997, $45.8 million in 1996 and $53 million in 
1995. In several jurisdictions the utility 
subsidiaries deferred the increased OPEB 
costs resulting from the SFAS 106 required 
change from pay-as-yougo to accrual 
accounting which were not being recovered 
in rates. No additional deferrals were made 
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in 1997 or 1996. At December 31,1997 and 
1996, $7.9 million and $14.5 million, 
respectively, of incremental OPEB costs 
were deferred. 

Aggregate W E B  costs were computed as 
follows: - 

m z 1 s p 6 u 2 5  
( i n  Thousands) 

Serv lce  Cost I 14.000 I 15.300 t11.500 
i n t e r e s t  Cost  on P r o l w t c d  

B e n e f l t  Ob1 l q r t l o n  55.900 13.500 54.900 
l e t  h o r t l z a t l o n  of  t h e  

Return on Plan Assets (44.100) (21.1003 (25.400) 
l e t  h r t l z a t t o n  ( D e f e r r a l )  t1.500 9.wo 

Trans t t f on Ob 1 i q a t 1  on 32.000 32.100 32.000 

l e t  OPEB Costs ~~~ 

OPEB assets, actuarially computed benefit 
obligations and the computation of the 
accrued net OPEB liability are: 

Oecwbtr  31. 
lppL Am 

( I n  Thousands) 

Accu.uIJted P o s t r e t f r m e n t  

A c t l v e  Employees Fully 
E l l q l b l e  f o r  8 e n e t f t s  t 73,800 t 51.800 

Current  R e t l r e e s  466,900 423.000 
Other  ACtlve Employees -,J&QQQ 

T o t a l  I lenefl:  O b l l p a t l o n  849.100 

I e n e f l  t Ob1 ( q a t  ton: 

w 
Frlr nartet Value o f  

Unfunded B e n e f l t  O b l l q a t l o n  (537.800)  (493.900)  

Un recoqn t zed Met T r m  s t  t 1 on 
Obllpatton Betn9 
*.Ortlzed Over 20 Years 

Plan Assets  ( a )  AAL9.W- 212.50Q 

Unrecoqnlzed Met Loss ( G a l * )  66.100 ( 3  . l o o )  

Accrued n e t  own Llablllty -1 m, 
(a) Plan assets consist of cash surrender 
value of life insurance contracts on certain 
employees owned by the trust and short-term 
tax+xempt municipal bonds. 

Assumptions used to determine OPEB's 
funded status were: 

Otc(gper 11. 
m1p9elppL 

OtrCOUnr Qdte  7 . 0 0 1  : . ? 5 1  1 . 2 5 1  
Expected Lonq.Term Rate 

o f  Return on Plan Assets 8 . 1 5 1  8 . 1 5 1  8 . 7 5 1  
I n l t l a l  Y e d t c r l  C o s t  

U l t t m a t e  MedtcdI C o s t  
Trend Rare 

Yedlcal  Cost  Trend R a t e  
Oecreaser t o  Ultlndte 
R a t e  t n  Y e a r  2005 2005 2005 

Trend Rdte 7.0s 1 . s ~  8.01 

4 . 2 5 1  1.151 1 . 5 1  

Assuming a one percent increase in the 
medical cost trend rate, the 1997 OPEB cost 

for all employees, both non-UMWA and 
UMWA, would increase by $10 million and 
the accumulated benefit obligations would 
increase by $92 million. 

- 
AEP System Savings Plan - An emnloyee 
savings plafi is offered to nordMWA 
employees @'Mia allows pemcipants to 
contribute up to 17% of their salaries into 
various investment alternatives, including 
AEP common stock. An employer matching 
contribution, equaling one-half of the 
employees' contribution to the plan up to a 
maximum of 3% of the employees' base 
salary, is invested in AEP common stock. 
The employer's annual contributions totaled 
$1 9.6 million in 1997, $1 9 million in 1996 and 
$1 8.8 million in 1995. 

Other UMWA Benefits - The Company 
provides UMWA pension, health and welfare 
benefits for certain employees, retirees, and 
their survivors who meet eligibility 
requirements. The benefiis are administered 
by UMWA trustees and contributions are 
made to their trust funds. Contributions 
based on hours worked are expensed as 
paid as part of the cost of active mining 
operations and were not material in 1997, 
1996 and 1995. Based upon the UMWA 
actuary estimate the Company's share of 
unfunded pension liability was $6.9 million at 
June 30, 1997. In the event the Company 
should significantly reduce or cease mining 
operations or contributions to the UMWA 
trust funds, a withdrawal obligation will be 
triggered for both the pension and health and 
welfare plans. If the mining operations had 
been closed on December 31, 1997 the 
estimated withdrawal liability for all UMWA 
benefit plans would have been $6.7 million. 

9. Fair Value of Financial Instruments: 

Nuclear Trust funds Recorded at Market 
Value - The trust investments, reported in 
other property and investments, are recorded 
at market value in accordance with SFAS No. 
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~ - 
lpeQ 

(In Thousands) 
u2.L 

million and $491 million, respectively. 
Acaunulated gross unrealized holding gains 
were 541 million and ' 5~1 .9  million at 
Wamber 31, 1997 3.d 1996, respectively 
and accumulated GiOSS unrealized holding 
losses were $1.2 million at both year-ends. 
The change in market value in 1997, 1996, 
and 1995 was a net unrealized holding gain 
of $19.1 million, $2.6 million and $24.9 
million, respectively. 

The trust investments' cost basis by security 
type were: 

T a x - E x n p t  Bonds $335.358 i 3 4 0 . 2 9 0  
E q u l t y  S e c u r l t i c s  7 4 . 3 9 8  54 * 389  

C o r p o r a t e  Bonds 9 . 1 6 7  7 . 9 7 7  

40.)30 

T r e a s u r y  Bonds 44. 2 0 0  2 6 , 9 5 8  

Cash. Cash E q u f r a l e n t s  rnd 

)470 .044  
Accrued I n t e r e s t  AU.22  

T o t a l  ~ 6 . 5 1 ~  

-roceeds from sales and maturities of 
urities of $147.3 million during 1997 @ ulted in $3.9 million of realized gains and 

$1.4 million of realized losses. Proceeds 
from sales and maturities of securities of 
$1 15.3 million during 1996 resulted in $2.6 
million of realized gains and $2.1 million of 
realized losses. During 1995 proceeds from 
sales and maturities of securities of $78.2 
million resulted in $1.4 million of realized 
gains and $0.3 million of realized losses. 
The cost of- securities for determining 
realized gains and losses is original 
acquisition cost including amortized 
premiums and discounts. 

At December 31, 1997, the year of maturity 
of trust fund investments other than equity 
securities,was: 

( I n  Thousands) 
1998 I 87.063 
1999 - 2002 127.575 
2003 - 2007 iaz.873 
A f t e r  2007 54,606 

T o t a l  f452.117 

Other Financial Instruments Recorded at 
Historical Cost - The carrying amounts of 
cash and cash equivalents, accounts 
receivable, short-term debt, and accounts 
payable approximate fair value because of 
the short-term maturity of these instruments. 
Fair values for preferred stock subject to 
mandatory redemption wee $1 36 million and 
$517 million and for long-term debt were $5.7 
billion and $5.0 billion at December 31, 1997 
and 1996, respectively. The carrying 
amounts on the financial statements for 
preferred stock subject to mandatory 
redemption were $128 million and $510 
million and for long-term debt were $5.4 
billion and $4.9 billion at December 31 , 1997 
and 1996, respectively. Fair values are 
based on quoted market prices for the same 
or similar issues and the current dividend or 
interest rates offered for instruments of the 
same remaining maturities. The carrying 
amount of the spent nuclear fuel disposal 
trust funds approximates the Company's best 
estimate of the fair value of the pre-April 
1983 SNF disposal liability. 

1 ..\ 
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10. Federal Income Taxes: 
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Year Ended Dece mber 3 1 .  

( I n  Thousands) 
2997 E!% u3.5 

Charged (Credited) t o  O p e r a t i n g  Expenses ( n e t ) :  
C u r r e n t  5346,290 5375,528 $265 .313  
D e f e r  r e d  11.124 (17,008) 2 2 , 9 9 0  
D e f e r r e d  I n v e s t m e n t  Tax C r e d i t s  (16.134 (16.298) (16.276) 

T o t a l  341.280 342.222 ~272,027 
Charged (Credited) t o  Nonopera t i ng  Income ( n e t ) :  

C u r r e n t  ( 1 6 , 0 3 8 )  ( 5 , 6 3 6 )  1 1 , 3 2 5  
Def  e r  r e d  ( 1 7 . 6 7 3 )  ( 4 . 4 7 0 )  ( 1 1 . 0 7 4 )  
D e f e r r e d  I n v e s t m e n t  Tax C r e d i t s  (9.107) (9._510) -A2!.5a) 

T o t a l  (42.818) (19.616) (9.292) 

T o t a l  F e d e r a l  Income T a i  as Repor ted  s2xUiz 1322.6Q6 $262.7355 

The following is a reamiliation of the difference between the amount of federal income taxes 
computed by multiplying book income before federal income taxes by the statutory tax rate, and 
the amount of federal income taxes reported. 

< 
Leez EL6 E5 

( I n  Thousands) 

Income B e f o r e  P r e f e r r e d  S tock  O iv idend  

E x t r a o r d i n a r y  Loss ( N o t e  7) 
Federa l  Income Taxes 
P re -Tax  Book Income 

Requ i rements  o f  S u b s i d i a r i e s  

Federa l  Income Tax on Pre-Tax  Book Income 

I n c r e a s e  (Dec rease)  i n  Federa l  Income T a x  
a t  S t a t u t o r y  Rate  (353) 

R e s u l t i n g  f rom t h e  F o l l o w i n g  I t ems :  
D e p r e c i a t i o n  
C o r p o r a t e  Owned L i f e  I n s u r a n c e  
I n v e s t m e n t  Tax C r e d i t s  ( n e t )  
E x t r a o r d i n a r y  L o s s  - U K  W i n d f a l l  Tax 
O t h e r  

T o t a l  Federa l  Income T a x e s  a s  Repor ted 

5 6 3 8 . 2 1 1  $628.856 5584,674 
( 1 0 9 , 4 1 9 )  

798 .  467 322.606 7 6 2 . 7 3 5  
$ 877 .154  $951 .467  $847 .409  

5289 ,539  5333.012 5296 .593  

53 ,239  50 ,537  46 .453  
( 1 8 , 2 4 0 )  ( 1 2 , 0 0 9 )  ( 2 5 . 5 0 6 )  
( 2 5 , 2 4 1 )  ( 2 5 , 8 1 3 )  ( 2 6 . 1 7 9 )  
3 8 . 2 9 7  

E f f e c t i v e  Federa l  Income Tax R a t e  
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The following tables show the elements of the net deferred tax liability and the significant 
temporary differences: 

December 31. 

( I n  Thousands) 
“ 1 9 9 7  E5 

O e f e r r e d  Tax Asse ts  
O e f e r r e d  Tax L i a b i l i t i e s  

Ne t  O e f e r r e d  Tax L i a b i l i t i e s  

P r o p e r t y  R e l a t e d  Temporary D i f f e r e n c e s  
Amounts Due From Customers F o r  F u t u r e  

D e f e r r e d  S t a t e  Income Taxes 
A l l  O t h e r  ( n e t )  

F e d e r a l  Income Taxes 

T o t a l  Net  D e f e r r e d  Tax L i a b i l i t i e s  

(410.2551 (428,698 1 
(201,843) (229,429 1 

The Company has settled with the United States Internal Revenue Service (IRS) all issues 
from the audits of the consolidated federal income tax returns for the years prior to 1991. Returns 
for the years 1991 through 1996 are presently being audited by the IRS. During the audit the IRS 
agents requested a ruling from their National Office that certain interest deductions relating to 
corporate owned life insurance (COLI) claimed by the Company for 1991 through 1993 should 
not be allowed. The Company filed a brief with the IRS National office refuting the agents’ 
position. Although no adjustments have been proposed, a disallowance of the COLI interest 
deductions through December 31, 1997 would reduce earnings by approximately $286 million 
(including interest). AEP believes it has meritorious defenses and will vigorously contest any 

.oposed adjustments. No provisions for this amount have been recorded. In the event the 
pany is unsuccessful it could have a material adverse impact on results of operations and 

11. Leases: 

Leases of property, plant and equipment are for periods up to 35 years and require payments 
of related property taxes, maintenance and operating costs. The majority of the leases have 
purchase or renewal options and will be renewed or replaced by other leases. 

Lease rentals are primarily charged to operating expenses in accordance with rate-making 
treatment. The components of rentals are as follows: 

Year Fnded Dece mber 3 1 .  

( I n  Thousands) 
Leez 1pp6 1995 

Opera t i ng Leases 6257,042 6262,451 6259.877 
A m o r t i z a t i o n  of C a p i t a l  Leases 104,732 114,050 101,068 
I n t e r e s t  on C a p i t a l  Leases 2.uiQl28.69627.542 

T o t a l  R e n t a l  P a y m e n t s  5393.375 1405.19 7 $388.487 
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, _ -  Properties under capital leases and related obligations on the Consolidated Balance Sheets 
are as follows: 

Oecember 3 1 .  

(In Thousands) 
leez rn 

ELECTRIC UTILITY PLANT: 
Production 
Transmission 
Distribution 
General : 

Nuclear Fuel (net o f  amortization) 
Mining Plant and Other 

Accumulated Amortization 
Total Electric Utility Plant 

Net Electric Uti1 ity Plant 

OTHER PROPERTY 
Accumulated Amortization 

Net Other Property 

S 4 7 , 2 4 6  f 4 4 . 3 9 0  
3 6 

14 ,660  1 4 , 6 9 9  

103 ,939  5 9 . 6 8 1  
5 1 6 . 8  43 466 .79  7 
6 8 2 , 6 9 1  5 8 5 , 5 7 3  
1 9 6 . 1  45 200.931 
486.546 3 8 4 . 6 4 7  

57 ,763  
5 . 9 1 7  

51.846 

3 3 , 4 3 9  
- i u E 4  
29.585 

Net Property under Capital Leases J538.392, 4414.277,  

Capital Lease Obligations:* 
Noncurrent Li abi 1 i ty $437 ,303  $324 ,674  

Total Capital Lease Obligations t538.392 5 4 14 . 2  2 7. 
Liability Due Within One Year 101.089 89.553 

*Represents the present value of future minimum lease payments. The noncurrent portio, 
of capital lease obligations is included in other noncurrent liabilities in th 
Consol idated Balance Sheet. 

Properties under operating leases and related obligations are not included in tht 
Consolidated Balance Sheets. 
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Future minimum lease rentals, consisted of the following at December 31, 1997: 

1998 
1999 
2000 
2001  
2002 
L a t e r  Years 
T o t a l  F u t u r e  Minimum Lease R e n t a l s  
Less E s t i m a t e d  I n t e r e s t  E lement  
E s t i m a t e d  P r e s e n t  Va lue  o f  F u t u r e  

Minimum Lease R e n t a l s  
Unamor t i zed  N u c l e a r  Fue l  

T o t a l  

Noncancel ab1 e 
C a p i t a l  Opera t  i ng 
Leases Leases 

( I n  Thousands) 

$154,623 I' 243,032 
92 ,740 229.764 
79 * 507 228,044 
64,438 225,482 
59 ,400 220.111 

1 6 4 . 3 7 1  3.577.477 
565,079 ( a )  24.773.86 5< 
130.626 

434,453 
103.939 
5538.392 
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( a )  Minimum l e a s e  r e n t a l s  do n o t  i n c l u d e  n u c l e a r  f u e l  r e n t a l s .  The r e n t a l s  a r e  p a i d  
i n  p r o p o r t i o n  .to h e a t  produced and c a r r y i n g  charges  on t h e  unamor t i zed  n u c l e a r  f u e l  
ba lance .  There  a r e  no minimum l e a s e  payment requ i remen ts  f o r  l eased  n u c l e a r  f u e l .  

12. Supplementary Information: 

1 m r  
lsez E!§ lesl 

( I n  Thousands) 

ased Power - Ohio Valley Electr ic  Company 
awned by AEP System) $29,631 $22,156 110.546 

Cash was paid f o r :  
Interest  ( n e t  o f  cap i ta l i zed  amounts) $390,491 $373,570 $395,169 
Income Taxes $398.833 $404,297 1273.671 

Noncash Acquisit ions under Capital Leases $234,846 $136,988 $106,256 
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13. Capital Stocks and Paid-In Capital: 

Changes in capital stocks and paid-in capital during the period January 1, 1995 through 
December 31, 1997 were: 

Cumulative P r e f e r r e d  Stocks 
Shares  o f  SuDs ld ldr l  es 

Cumulattve Not  S u b j e c t  S u b j e c t  to  
P a i d - l n  To Mandatory Mandatory 

i t a 1  RedemDtlOn Redemot ion(b)  
C o m n  Stock- P r e f e r r e d  S t o c k s  
Par V8,Ue b6.5Q(a) O f  S u b S f d l d r l u  EO mnon 'Stock C l D  

U o l l a r S  I n  T h o u  

January 1. 19.. 194.234.992 
I s s u a n c e s  1,400 .OOO 
R e t i r e m e n t s  and 

December 31. 1995 195.634.992 
I s s u d n c c s  1.600.000 
R e t t r e m n t s  and 

December 31. 1996 197.234.992 

Retirements dnd 

December 31. 1997 fl8.98- 

Other  

Other  

I s s u d n c e s  1.754.989 

Ocher 

8.236.251 11.262.527 
9,100 

(1.526.50(3) 
6.709.151 1.271.627 

10.400 

1707.518) 
6.002.233 1.282.027 

11.408 

14.258.947 1 
1.743.286 11.2 91.435 

11.640.661 
39.607 

(21.744) 

55.061 
I .65e.524 

1.715.554 
65,337 

ct.lop) 
ji.77e.7~~ 

s 233.240 1590.385 

(85.0OOl ( 6 7 . 6 5 0 )  
148,240 522.735 

(57.917) 
90.32) 

(12.835) 
509,900 

( 4 3 a )  1382.295) 
7 605 J 46.724 J l 2  . 

( d )  I n c l u d e s  8.999.992 s h a r e s  o f  t r e a s u r y  s t o c k .  
( b )  t n c l u d l n q  p o r t l o n  due r l t h l n  one  y e d r .  

14. Unaudited Quarterly Financial Information: 

Q u a r t e r l y  P e r i o d s  E nded 
1997 

March 31 June 30 -saLAL Dec. 31 
( I n  Thousands - E x c e p t  
Pe r  Share  Amounts) 

O p e r a t i n g  Revenues S 1,492,069 $1,382,158 $1,583,994 $1,703,147 
O p e r a t i n g  Income 271.978 221.255 275,090 216,131 
Net  Income B e f o r e  

E x t r a o r d i n a r y  I t e m  172.562 121.139 201,746 124,933 
N e t  Income 172,562 121,139 91,181 126,079 
E a r n i n g s  p e r  Share  

B e f o r e  E x t r a o r d i n a r y  
I tern* 0.92 0.64 1.07 0.66 

E a r n i n g s  p e r  Share  0.92 0.64 0.48 0.66 

'Amounts f o r  1997 do n o t  add t o  13.28 e a r n i n g s  p e r  sha re  due t o  r o u n d i n g .  

The third quarter of 1997 includes an extraordinary loss of $1 10.6 million or $0.59 per share for 
a UKWindfall Tax which retroactively adjusted upward Yorkshire's privatization price discussed 
in Note 7. 

O u a r t e r l  Y P e r i o d s  Ended 

March 31 June 30 -su!LA- Dec. 31 
( I n  Thousands - E x c e p t  
P e r  Share  Amounts )  

O p e r a t i n g  Revenues Sl,5 17,781 1 1 ,400.94 1 11.484.422 11.446.090 
O p e r a t i n g  Income 292,122 220,625 259 ~ 745 235,480 
N e t  Income 180,O 12 112,666 162,324 132,428 
E a r n i n g s  p e r  Share  0.96 0.60 0.87 0.71 
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.. 
AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
SCHEDULE OF CONSOLIDATED CUMULATIVE PREFERRED STOCKS OF 1 

Pr lce per Shares Snares Amount ( I n  
Share (a) A u W )  0- T h m  

Not Subject t o  Mandatory Redemption: 
4.081 * 4.561 ( C )  1102-1110 93- J3 467.236 j 46.724 

Subject t o  Mandatory Redemptlon: 
5.901 - 5.92s t C ) ( d )  ( e )  1,950,000 388,100 1 38,810 
6.021 - 6-7/81 ( c ) ( a )  ( f )  1,950*000 637.950 63.795 
71 ( 9 )  ( 9 )  250.000 250,000 ZS.0QQ 

Rcdeaptlon ( d )  JlZ7.605. 
Total  Subject to Mandatory 

December 31. 1096 

Prlce per snarer Shares Amount ( I n  
Share ( a )  Authorlzed(b) OutstandlnP lhousanprl 

t a l  1 

N o t  Subject to Mandatory Rcdemptton: 
4.081 - 4.561 1102- 1110 932.403 903.233 J 90.323 

Subject t o  Mandatory Redemption ( 0 ) :  
5.901 - 5.921 (a) 1.950.000 1.904.000 1190.400 
6.021 - 6-7/81 ( f )  1,950,000 1.945 .OOO 194.500 
7 1  - 7-7/81 1107.80-1107.88 1.250.000 1.250.000 125.OOQ 

Total  Subject to Mandatory 
ReQenDtlOn ( d )  15o9.900 

MOTES TO SCHEDULE OF CUMULATIVE PREFERRED STOCKS OF SUBSIDIARIES I 
( a )  A t  the opt lon of the subsldlary the  shares may be redeemed a t  t h e  c a l l  p r l c e  plus accrued dlvldends. 

( b )  As of  December 31. 1997 t h e  SubSldlarieS had 7.189.682. 22,200,000 and 7.579.435 shares o f  $100. $ 2 5  

( c )  Ourlng the f l r s t  quarter o f  1997 preferred stock was reacqulred l n  connection w i th  a tender o f fe r .  
( 0 )  Shares outstandlng and re la ted  amounts are stated net o f  appl icable retlrements through s l n k l n q  funds 

(general ly a t  par)  and reacquls l t lons of shares I n  an t lc lpa t lon  o f  future requlrements. The 
subsldlar les reacqulred enough shares I n  1997 t o  meet a l l  s l n k l n g  fund requlrements on cer ta ln  ser les 
u n t l l  2008 and on cer ta ln  serles u n t l l  2009 when a l l  remalnlng outstandlng shares must be redeemed. 
The slnklng fund provls lons o f  the serles S u b j e c t  t o  mandatory redemptlon agqregate $5.000.000 each 
f o r  the years 2000. 2001 and 2002. 

The involuntary l l qu lda t l on  preference Is I100 per share f o r  a l l  outstandlng shares. 

and no par value preferred s t o c k ,  respectively, tha t  were authorized b u t  unissued. 
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t 

I21 

36 



AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
SCHEDULE 

M a t u r i t y  

OF CONSOLIDATED LONG-TERM DEBT OF SUBSIDIARIES 

Yelghted Average 
In terest  R a t e  In te res t  R a t e s  a t  Oec ember 31. December 31.  

December 31. 199 7 w AW lppz 1pe6 
U n  ThousanW 

FIRST MORTGAGE BONDS 
1997 -2000 
2001-2006 . 
2021- 2025 

INSTALLMENT PURCHASE COWTRACTS ( a )  
1998 - 2002 
2007-2025 

NOTES PAYABLE ( b )  
1997.2008 

JUNIOR DEBENTURES 
2025 - 2027 

OTHER LONG-TERM DEBT (E)  

Unamortized Dlscount (net )  
Total Long-term Ocbt 

Outstandlng ( d )  
Less Port lon Due Y l t h l n  One Year 
Long-term Port lon 

7.201 6.351-9.151 
7.101 61-8.951 
7.951 7.101-8.801 

4.601 3 . 7 0 1 - 7 - 1 / 4 1  
6.451 5 . 4 5 1 - 7 - 7 / 8 1  

6.731 5.291-9.601 

8.171 7.921-8.721 

6-1/41-9.151 I 466.411 
61-8.951 1.511.000 

7.101-9.351 1.120.419 

4 . 1 0 1 - 7 - 1 / 4 1  189,500 
5 . 4 5 1 - 7 - 7 / 8 1  756.745 

5.291-9.601 671.681 

81-8.72s 495.000 

250.357 

(31.196) 

5.423.917 
294.454 

15.129,)6) 

$ 383,671 
1,511,000 
1.276.750 

209.500 
756.745 

282.681 

315.000 

182,943 

(34 .MQ) 

4,883,710 * 

86.942 
J4.796.766 

NOTES TO SCHEDULE OF CONSOLIDATE0 LONG-TERn DEBT OF SUBSIDIARIES 

( a )  For c e r t a l n  s e r i e s  of Instal lment purchase contracts In te res t  rates are subject t o  pcr lodlc adjustment. Ccrtafn serl 
r l l l  be purchdsed on d m n d  a t  PerlOdlC interest-adjustment dates. Let ters  o f  c r e d l t  from banks and standby bond purcha 
agreements support cer ta ln  se r ies .  
( b )  Notes payable represent outstandlng promlssory notes lssued under term loan agreements and revolv lnq c red i t  agreenen 
r l t h  a number o f  banks and other f inanc ia l  i n s t i t u t i o n s  and unsecured medium t e r n  notes issued t o  the publ ic .  A t  expirat!  
a l l  notes then lssucd and outstanding are due and payable. In terest  rates are both f Ixed and varlable. Varlable rat 
generally r e l a t e  t o  speclfled short-term ln te res t  ra tes.  
( c )  spent nuclear fuel (see nc 
4 o f  the Notes t o  Consolidated F l n a u l a l  Statements) and f lnanclng Obllpdtlon under s a l e  lease back agreements. 
( d )  Long-term debt outstanding a t  December 3 1 .  1997 1 s  payable a s  follows: 

Other long-term debt conslsts of a I l a b l l l t y  along w l th  accrued In terest  f o r  dlsposal o f  

Attachment 1 Pr lnc lpa l  Amount ( i n  thousands) 

1998 I 294.454 
1999 (91.579 
2000 321.286 
Z O O 1  267,040 
2002 184.533 
Later Years 3.602.223 

Totdl j 5 . 4 6 1 . 1 1 3  
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Management’s Responsibility 

The management of American Electric Power Company, Inc. is responsible for the integrity 
objectivity of the information and representations in this annual report, including the 

consolidated financial statements. These statements have been prepared in conformity with 
generally accepted accounting principles, using informed estimates where appropriate, to reflect 
the Company’s financial condition and results of operations. The information in other sections 
of the annual report is consfstent with these statements. ~ 

The Company‘s Board of Directors has oversight responsibilities for determining that 
management has fulfilled its obligation in the preparation of the financial statements and in the 
ongoing examination of the Company’s established internal control structure over financial 
reporting. The Audit Committee, which consists solely of outside directors and which reports 
directly to the Board of Directors, meets regularly with management, Deloitte & Touche LLP - 
Certified Public Accountants and the Company’s internal .audit staff to discuss accounting, 
auditing and reporting matters. To ensure auditor independence, both Deloitte & Touche LLP and 
the internal audit staff have unrestricted access to the Audit Committee. 

The financial statements have been audited by Deloitte & Touche LLP, whose report 
appears on the next page. The auditors provide an objective, independent review as to 
management’s discharge of its responsibilities insofar as they relate to the fairness of the 
Company’s reported financial condition and results of operations. Their audit includes 
procedures believed by them to provide reasonable assurance that the financial statements are 
free of material misstatement and includes a review of the Company’s internal control structure 
over financial reporting. 

e 
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Independent Auditors’ Report 
,-. 

To the Shareholders and Board of Directors 
of American Electric Power Company, Inc.: 0 
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KPSC C ~ S C  NO. 9Y-149 
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We have audited the accompanying consolidated balance sheets of American Electric 
Power Con-,?any, Inc. and its sbbsidiaries as of Dewmber 31 I 1997 and 1996, and the related 
conso!4ated statements of i?come, retained earnings, and cash flows for each of the three years 
in the period ended December 31 I 1997. These financial statements are the responsibility of the 
Company’s management. Our responsibility is to express an opinion on these financial 
statements based on our audits. 

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

In our opinion, such consolidated financial statements present fairly, in all material 
respects, the financial position of American Electric Power Company, Inc. and its subsidiaries as 
of December 31 , 1997 and 1996, and the results of their operations and their cash flows for each 
of the three years in the period ended December 31, 1997 in conformity with generally accepted 
accounting principles. 

Deloitte & Touche LLP 
Columbus, Ohio 
February 24, 1998 
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Help ensure fair and 
equitable competition 

As legislation surfaces that will restructure the 
electric utility industry, we want to make sure that 
our shareholders are kept informed of the changes 
that are proposed.Together we can work to enxire 
that competition is fair and equitable. If you would 
like to participate with AEP in the legislative process, 
please fill out and return this postage-paid card. When 
you do, we'll let you know about issues which may 
interest you concerning the energy industry. 

By working together, 
we can enhance AEP's 
role as America's 

YES! I want to  participate in 
shaping America's energy future 
Please let me know when my help may be needed t o  
write my elected representatives on legislation that w ~ l l  
affect the electric utility industry 
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A t  American Electric Power, ' 

' 

we're not waiting for tomorrow 

to prepare for the corning changes 

I .  . , . .  
. .  ,I _., ... . .  . . . . .  We're drivinYg' . .- 

;: .the& nges , .. 
. . . . . .  . . . . .  . .  . ' . ' . .  . .  

- .  . .  
, . .  

- , .  . . .  

in * theelectric . . . .  . e ; , :  ,...-,,. utility . .  . . . . . . .  industry.we're driving those changes today. . .  . .  - . 

From leading edge technology in the generation and transmission 

of electricity to strategic relationships with companies in the United 

States and throughout the world, AEP i s  positioned t o  be a leader in 

global power markets. Our merger with Central and South West Corp., 

announced in 1997, will enhance our competitive position in North 

America. Our operation in China puts us in one of the world's fastest 

growing energy markets while our ventures in England and Australia 

ompet'e in'established, but dynamic, . -  economies. . Our .--. . . . .  . . . .  

'.',. - .  . , .  

... 

. .  

. . .  ...... . d <  
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. . . . .  acquisitionof a naturalgas pipelin'e.and related businesses in the 

United States allows us to leverage an already fast-growing energy 

trading business even more. AEP i s  positioned to  power tomorrow. 

. .  
. . . . .  - - .  .... _. . . . . . . . . .  
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Dear Fel 
5 

ow 
7 a re holders, 

' hen I came to AEP eight years 

; ago, I knew I was joining a company 

w i th  a rich history of innovation in I\., i , / 
I S  

. I  1 i technology, an efficient transmis- 

sion network and record-setting generating 

faci l i t ies. What I wasn't as aware of, but have 

since come to appreciate, i s  the strength of AEP's 

people. Not only are they talented, skilled and 

enthusiastic, but doggedly determined. In the 

face of several challenges thrown at us in 1998. 

including unseasonable weather, the ongoing 

Cook Nuclear Plant outage and regulatory delays 

on our merger wi th Central and South West 

Corp.. we still pushed ahead on our strategy. We 

made great strides in growing our trading opera- 

tions and international presence, introduced new 

products domestically and achieved solid 

progrws on preparing to merge with CSW. 

Unfortunately, we were not as successful in 

growing our earnings. 

Net income for 1998 was $536 million. 

or 5 2 . 8 1  3 share. compared with Ss i i  million. or 

5 2 . 7 0  3 >hare. in 1997. The 1997 figure includes a 
c)rn-Llmc 1 ~ ~ 5  nf ;S cents a share related to Cre.?t 

Britain's windfall tax imposed on our Yorkshire 

Electricity investment. Without that extrsordi- 

nary loss in 1997. our 1998 earnings would have 

shown 3 14 percent year-to-year decrease 

Wh3t contributed to these results! 

in 1993. W'I i ~ d  periods of unseason3bly c i l d  

weather. Coupled with the cngoing e x m n s e s  

rel3tcd :J res t~ r t i ng  the Cook plant and !he 

effect o f  less energy to sell becjuse of !he out. 

a z e .  rhese f jctors reduced earnings 46 cents a 

;!->:e :smcnrsd %.\it3 3 ve3r  in which we would 

I 

hJve had normal weather. A write-down 

in Yorkshire Elec:ric's investment in a British 

teiecomrnun~cJii0ns company and severance 

accruals for 2 :eorganization of the power gener- 

ation and energy delivery staffs contributed 

24 cents a share to the decline. 

Our ?arnings performance i s  reflected 

in our stock y c e .  For the first time in three 

years. we mi;jed our goal of being in the top 

quartile of the Standard & Poor's Electric Utility 

index, based on total shareholder return over a 

three-year pe'io; 'Total shareholder return for 

the most recent three years was 39.6 percent, 

which placed LIS 14th among the 26 utilities in 

the index. 

Despite this disappointing financial 

performance. w e  stayed focused on our strategic 

priorities: to be among the best in our core 

business, to leverage the value o f  assets through 

trading and cnarketing and to seek growth 

opportunities in international markets and the 

U.S. energy business. 

Our verger wi th Central and South West 

Corp.. announced at the end of 1997, will further 

our progress in 211 a i r - - .  In 1998, teams of 

employees from both companies began meeting 

to share best practices and consider ways to 

prepare for sc;r merger. You cJn r e ~ d  mor t  Jbout 

these efforts O n  p g e  12 in this report. We recog- 

n!ze our rner j jc '  ra ises  complex and new issues. 

But w e  hjve 3 r :  c.xoedil-d hearing schedule a t  

the Federal E:wr;y Regulatory Commissron 3na 

we are aggress,vely working with the states and 

other ir,terve.mrs to settle outstanding issues. 

1 remain cor--:i.ent that we wil l  complete the 

rnerg5r :n J : ~ v l y  fashion. 

0 3r .I : : 3 n 2 I I y. %.v e 3 re  s g gre s s i ve! v 

work:ng :o '?i,ce casts by rethinking how we 

perform oLr .\ork, how we s t a f f  our fx i i i t ies 3nd 
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how we maintain our systems. We put in place 

new accounting and data processing systems 

that give managers more targeted information 

so we can make better and more timely 

decisions. We're restructuring our generation 

operations '; improve our processes and 

enhance our competitive position. 

Work continues on making our 

computer systems ready for the nex t  millennium. 

We understjnd concerns the public hJs about 

the industry's Jbllity to keep electricity flowing 

3 f t ~ :  :JI... 1 .  ZOGC.!" 

systems ready by the middle of  1999. 

Cook plant to  production. Because of questions 

about how some system changes had been docu- 

mented. we voluntJrily took the plant offline ; t i  

September 1997. Since then. we've rebuilt :5e 

backup stored-ice emergency cooling system 3nd 

put in p l x e  new le~ders  th2t have experienc? in 

b4inging nuclear plants bJck on line. They are 

t3king a fresh look at the f ~ c i l i t y  and going 

throush 3 point-by-polnt reaSsessmenl o f  311 sys-  

:erns The pIJnr has h3d 3n excellent spe r~ r ,ng  

91;; to h 3 w  ocIr :ri':c:l 

A major goal for 1999 i s  to  return the 

" = ~ . ; . - . . ' -  , ff ...... 
,.Chairman, President & 

.Chie'f Executive Officer, 

at AEP's exhibit at the 

.,,.World Energy Congress 

-.,, y ......... :,--. . 

.- - 

in Houston 

history and we are confident that we wil l be able 

to  announce a res ta r t  schedule later this year. 

Through our trading and marketing 

operations, we've made substantial progress 

developing a culture that i s  responsive to  our 

customers and the m;.!;et. In less ti-,;n two 

years, we've grown from being a modest partici- 

pant in the trading business to one of  the largest 

in the nation, based on kilowatthours traded, and 

we are  on 3 parsllel path in the natural gas r n a r -  

ket. Perhaps 3 s  important are the r i s k  manaze- 

rr::rnt procedl;re; we instiiuied, which p w e d  

their value during the June spike in Midwest 

electricity prices They shielded US from the 

substantial trading losses that many of our 

peers experienced 

!n Dec?-.ber, we purchased a 1.9oo-miie 

intr3stjt2 ~ , J : , : . I .  235 pipelirle 3nd r i ~ : ~ i r ~ l  g.15 
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gathering. processing. storage and trading 

business. These natural gas assets, located in 

Louisiana. complement our existing gas trading 

bus:ness. By owning gas properties. we C J l l  

enhance our gas trading operation and become 

a larger player in the converging energy markets. 

We expanded our business to  a new 

continent early in 1998 with the acquisition of  

a 2 0  percent interest in Pacific Hydro Ltd.. an 

Australian company that develops and operates 

hydroelectric and small fossil-fueled facilities in 

the region. We later enhanced our presence in 

the market by purchasing CitiPower. a Si bitlion 

electric distribution and retail company that 

serves the central part o f  Melbourne. As 

Australia's energy market transitions to  competi- 

tion. we see the potential to  develop the same 

sort of integrated energy services business that 

we are building in the United States. 

In China, the first unit  of our jo int  ven- 

ture plant in Henan Province began preliminary 

operations in October, wi th  commercial produc- 

tion scheduled soon. The second unit wil l begin 

operating in the f i r s t  half of 1999. We expect the 

venture tc begin contributing to  revenues during 

'98 :- 
.- 
< 

1999, We hope :o be a participant a s  more 

opportunities become available in this market. 

Looking ahead, several challenges 

await us. One of the most significant is the U.S. 

Envlronmentrtl Protection Agency requirement 

that we cut our nitrogen oxide emissions by 

85 percent frcm 1990 levels. Meeting the EPA's 

2 0 0 3  deadlice will require us to  spend $1.2 billion 

on capital improvements to  our power plants and 

wil l increase our operating costs. 

There's no question we need to  reduce 

nitrogen oxice emissions. In fact, we had alrejdy 

announced a voluntary plan along wi th  several 

Midwestern states to reduce emissions by 
65 percent. Because we believe this would allow 

affected areas to meet air quality standards, we 

do not  understand the EPAs rejection of  this plan. 

We are further concerned about the EPA's aggres- 

sive deadline and our ability t o  retrofit power 

plants without threatening system reliability. 

We are working erosely wi th  our state regulatory 

agencies. some of which have appealed the 

EPA rule. 

One way to reduce nitrogen oxide ernis- 

sions i s  to  reduce t h e  amount of  coal we burn. In 

152 

-. . :. 
.. . 

ir- - 
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our sejrch for 3 rncre balanced fuel mix. we will 

rely on CSW. which has considersble experience 

u>ing 3 diverse mix of fuels including natural gas 

As regulatory restrictions are re l~ded  3nd 

market forces are allowed to  work, technology 

leadership wil l be increasingly important to 

succeed. At AEP we have people who would be 

the envy of major research institutions. We've 

developed prx t ica l  innovations to more efficient- 

ly use generation and transmission resources 

so we can choose to  reduce or delay capital 

expenditures. Other innovations allow for more 

reliable and responsive energy management. 

These are described on page 8. 

finally, I want to express my gratitude to 

Angus Peyton, who is retiring this year from AEP's 

board after serving 21 years as a director. Angus 

has helped guide AEP through a period of 

tremendous change and has always provided 

sound guidance and counsel. We wish him all 

the best. 

In conclusion, we've learned that 

operating in an environment of  change that is 

unprecedented in our industry requires the abili- 

ty and willingcess to deal wi th  ambiguity. W e  

are still far From h ~ v i n g  a fully competitive retail 

generation mLirke!. !Many regulatory issuer 

remain unresijived. Questions about providing 

nondiscrirnrns?ory accpss t o  the transmission 

grid 3re finaccisl~y and technically complex, and 

often lead'to spirited debate. 

* 

What I S  not in dispute, as far as I am 

concerned, I S  :ne critical importance of  creating 

constructive re!Jtionships not only within our 

corporate family. but also with our partners at 

CSW. otir custonicrs. our regulators, our legisfa- 

tors and our s:dqiiers. On these relationships 

we wil l build our future. If a long-range plan is 

a Cresm wi tn  3 Dejdline. then I thank you, our 

shareowners. for your confidence in o u r  ability 

to realize AEP's dreams, and thank our employees 

for continuing 10 meet both our deadlines and 

our high expectations. 

L 
E. Linn Draper. 1: 

Chairman, Prsi ident 

& Chief Exect~r~ve 9fl icer 

February 24,1999 
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C rowt h by. 
choice, 

ha nce 
Choosing where to grow i s  as important a 

decision as how to grow. As developing coun- 

tries continue to launch generation projects 

and others privatize or restructure their energy 

industries. we are participating in international 

markets where w e  can manage risks and 

leverage our expertise and business designs 

to create value and growth for shareholders. 

Our activities in England, Australia and China 

illustrate this point well. 

In February 1998, we purchased a 2 0  

percent interest in Pacific Hydro, a company 

that develops .?nd operates hydroelectric and 

fossil projects in the Pacific region. Not only 

did this investment provide an opportunity to 

leverage our experrise in designing, building 

and operating fossil-fired generating plants, 

it also was an entry into a new and promising 

market. We bui l t  0': that groundwork wi th tbe 

Dec e m ber a cq u is  i t  i 0 n of  M e  I bo u r n e - b a sed 

CitiPower. a distribution company that provides 

power to about 240.000 customers in the 

central port ion o f  the city. When the natural gas 

sector o f  the Australian market opens in 1999, 
Lve'll t3ke 3 look 3t i t  as well. In Austr3lia. 3s in 

the United Kingdom, we now have the abi!ity 

to develop an integrated presence that can 

leverage our skills in the distribution, retail 

acd. potentially. the wholesale energy business. 

In China. the first anit  of our 

2 j o -megawat t  projec; in Henan Province 

began prel i rnrn~ry operations in the fall, 

ahead of time j n d  budget. The second uni; 

low in 1999. China ofiers 
potential and we continue 

to explore rle-.v oFportunities to leverage our 

techno logy~nd  project mar,agement skills - 

to bring the benefits of electricity to this 

developing nation. 

West complements our activity in the global 

marketplace. AEP owns a so percent interest 

in Yorkshire E!ectricity in England; CSW owns 

SEEBOARD. another British electric distribution 

company. We are exploring opportunities to  

combine the two operations to take advantage 

o f  synergies and to  develop a mare robust retail 

business. In addition, CSW's presence in Latin 

America complements our activity in the Pacif ic 

Rim and Europe. 

Domestically, we continue to look 

a t  a broad range o f  projects in the United 

States and Canada. These include purchasing 

complementary electric and natural gas assets, 

developing new independent power, cogenera- 

t ion and transmission projects, and offering 

comprehensive energy asset management 

services for large multisite industrial customers 

Our mcrger w i th  Central and South 

w@ 

We h ~ v e  a proud heritage of 

technologicji leadership. low-cost generation, 

robust transm,ssion, and reliable and cost- 

effective distribution. We have successfully 

developed sophisticated commercial and risk 

management skills to support our competitive 

wholesale a d  retail marketing and trading 

activity. We will continue to leverage our 

expertise I C  Skoa l  markets to create VJIU? 

2nd growit? k r  w r  Shareholders. 

i" 
i I 
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Techno 
d riv helps logy 

e 
p rog re s 5 

New computer and telecommunications 

technologies offer us several opportunities 

to grow, create value and improve customer 

service. Behind the scenes, they provide flexibil- 

ity and re l i ~b i l i t y  for electric power operations. 

Close to  the customer, technology offers new 

ways to  monitor energy use and efficiency - 
a true idea w i th  power. 

global leader in transmission technology w i th  

the world's first installation of  Unified Power 

Flow Controller equipment at  our substation 

in Inez, Kentucky. UPFC technology, developed 

jointly w i th  the Electric Power Research 

Institute and the Siemens Power Transmrssjon 

and Distribution group, allows us to improve 

the quality and control the f low of electricity 

over a transmission line w i th  unprecedented 

precision. Customers benefit from more reliable 

power, while we gain more flexible control over 

the f low o f  electricity through our system. The 

result i s  more efficient use of generation and 

transmission resources 3nd reduced capital 

expenditures in the long run 

We enhanced our reputation as a 

We're developing comparable power 

f low technology for industrial and office parks 

to  make sure power quality wi l l  not interfere * ,  . .  
w i th  sensitive computers and i n d u s t r i ~ l  

controls Partnering w i th  other worldwide 

tcchnology lesders we are overcoming 

hurdles in cost. technology, regulation and 

power cuality standard:. 

;iltirnJtely, our customers wJnt 3 

combic3tion of energy tracking and control 

that c3 r i  snly come from better technology. 

Dat~pulr". ' ,  Introduced in 1998 by AEP 

Communications, puts the power of  energy 

information into the hands o f  customers. 

Datapult offers 3 new level of power manage- 

ment  capability to energy users.The Datapult 

portfolio of on-line services goes beyond 

traditional power management systems by 
' 

combining st3te-of-the-art analysis tools w i th  

the timely retrieval of  the information that 

drives 3 company's energy use. For businesses 

focused on maximizing resources and reducing 

costs, leveraging this information i s  critical. 

one of  the most robust fiber optic systems - 

in the Midwest. We expect to add 700 miles 

o f  fiber optic cable to the system in 1999, 

creating a network that  wi l l  span 1,600 miles, 

from Chicago to Roanoke, Virginia. AEP 

Communications also has joined with American 

Tower Corporation to  build communications 

towers tnrougkout the Midwest and market 

antenna attJchments for more than ~75.000 

existing AEP towers. 

has J I S J  ?rove1 crucial to the way we i n t e r ~ c t  

w i th  our ci.,:omers. Our new accnunting and 

customer Service systems put us in the fore- 

front of our industry in our ability to gather 

inforrn3:ion 3nd handle customer calls. We 

can analyze data more precisely, which gives 

our rnJi3gt.cs better information upon which 

to m a t e  dec:sions. When fully implemected in 

1999,  Sur Lustomer call system wil l  be one of 

the largest o f  !ts type in the country, ultimately 

offering ope-number accesb t o  all our customers. 

AEP Communications also i s  building 

Te I eco m m u n i ca t i o n s tech n o I o g y 
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demand. By improving the availability of these 

plants delay the need to build new capacity 
whil a a iccreasing the amount of  power wr$, 

can sell to others. In the last three years we’vi-,: 

increased fosjil plant availability 6 percent 
while keeping costs flat. 

Outside of electricity, our purchase of 
a i,goo-mile natural gas pipeline in Louisiana, 
along with other natural gas businesses, from 
Equitable Resources complements our trading 
operations by giving us a physical presence 
and more knowledge of the U.S. gas market. 

Another example of using existing 
assets more productively comes from our 
Power Generation group, which offset expenses 
by more than S i 0  million in 1998 by providing 
barge towing, rail car maintenance, machine 
repair and other services to third parties. 

As we grow and change, we’re always 
looking a t  ways to reduce emissions and save 
energy, both for our customers and in our own 
operations,That’s one reason why we won 

vironmental Protection Agency’s 
the Green v ights Ally of the Year award in 1998. 
By upgradins the liohting in our facilities, 

we are saving 23.3 million kilowatthours a 

year and avoiding 29,295 tons of carbon 
dioxide, 144 tons of nitrogen oxides and 
377 tons of sulfur dioxide emissions. 

’- 

& 

In today’s energy market, change is  a 

way of life. At AEP, we have the power to make 
change work for the benefit of our customers, 
shareholders and the environment. 

. .- 

Powering a U 

quiet revolution 
As in so many o f  AEP’s current energy 
opportunities, the power of change comes 
from combining existing electricity expertise 
with new technologies, competitive market 
principles, information and concern for 
the environment. 

In less than two years, ,fi.CF”s electricity 
trading operation has gone irom star;-up to 
one of the largest in the United States, based 
on kilowatthours traded.Though it has not 
yet reached the same stature, our natural gas 
trading operation i s  on a similar growth path. 

and disciplined trading principles to expand 
earnings opportunities beyond existing 
service territories and neighboring utilities. 
Actively pursuing wholesale market oppor- 
tunities, our traders maximize the use of our 
low-c0c.t getteration while setting t i ,e stage 
for opportunities beyond electricity and 
beyond physical assets. 

.the price of this vital commodity changes con- 
stantly. We have more than 2 0 0  skilled traders 
who gather and interpret information and use 
their knowledge of the energy markets to take 
advantage of price differences. 

In our core electricity business. we 
have optimized the use of our generating 
assets by marketing the electricity in excess 

of that needed to serve our own customers’ 

Energy trading uses information 

Because electricity can not be stored, 
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he proposed merger .with CSW 

continues :o undergo sta!e and f92*31 

regulatory review A s  J resillt or :he 

schedules set for formal hearings. we 

have revisea the merger's erpected cornoletion date to 

!Jte 1999. .Merging :he two companies to form J new AEP 

wil l create America's premier energy company and will 

offer substantial benefits to our  shareholders. customers 

And prnployees. 

In 1998 we received strong endorsements 

of  the merger from the shareholders of both companies. 

W e  also received approval from the U.S Nuclear 

RegulJtory iomrnjssion and a conditional approval 

from the Arkansas Public Service Commission. W e  expect 

approvals from the other stJtes CSW serves during 1999 

The Federal Energy Regulatory Commission 

has set expedited hearings on the merger to begin in 

June 1999. Among the issues to be addressed are market 

power of generation and transmission. In January. we 

filed updated market power studies and a mitigatlon 

plan at the FERC and we are aggress:vely working with 

the Transmisston Alliance and the Midwest I S 0  regarding 

parttopation in a regional transmission organization. 

We have filed our request for approval by the 

Securities and Exdhange Cornmission and are preparing 

filings to be made soon at the Federal Communications 

Commtssion 'nd the U.S Department of Justice. - - 

From the administrative side. we've created 

more than 40 intercompany process and activity 

teams to study various aspects of our business. from 

nformatton Drotrssing to now plants c3n  oper~ te  more 

<ii c . ? r : : y  7kcpe : ~ J T S  31!0w t i r r  ?-coioyee, :o get : 5  

(riow 3r.e Jncthrr. buiid :eia:80nsn FS 3 n d .  most 

qmvortantiy. learn from m e  anorner A 5  pdrt o i  our ques: 

to enhance 3ur ,world-ciasr oosi;:on. we are looking 3 t  

y s :  3r3ct:ces :o learn how :o improve what we Co. 

Stiring :999. :hew iJme fe3ms wiI! progress 

:o . w b ~ t  we c ~ i l  !he ':o w '  : r 3 ~  ,.vn;ch 4s :o JeW-mine 

-S;V :-ese L n c : ~ ~ r s  .v,i: ze zt!rrGymed 34e.  !Pe : 3 ~ " p .  

-.e5 ~ e r q . r  +et+ ;ve 'I :-r;.cv .v '~J:  ,ve.,e e3rsr.r: >XU: 

:u'(cwes 1r.d X b e r s  ',VbIe "0 gu;in?sj c o r o i f l 3 t ' ~ ?  

?rccee<.:s f : ~ ~ i e ~ i i y .  :ve ./e j:udico X r e r  merge's. 'carqed 

i r o n  their err3erience 2nd 3 u t  :oge!ner 3 process :nat '.ve 

beliere w.II ennAnc.: 31.r 

?oss.bti.:ies :?is :re3tes 

re :Ve're cxcltea acobt :ne 

Here is a status of t h e  regulatory 
approval process by state and federal 
agency, as of February 1999: 

Arkansas - 
Filed June 12: 

1998 On Dec. 
ember 17. 1998. 
:he ArkanrJr 
Commissior? ~ c o I o ~ ~ + : ~  
the merger 3nd i n  

agreement proviatrq 
for rate reduc:iotjr 3f 

56 mlllion over imve ? Z J I  

following :ne ".C'{Y:. 

subject to *ulargs r 
other iurisdctonr 

Louisiana - 
Filed May 15. 
1998. A final 
order i s  expecte 

1998 An OkI~horn3 
Corporation Ccrm:ssioi 
administrative IJW ,udge 
dismissed the AED,CSW 

merger a~plicaticn. citing 
a lack of informJt on 
regarding the pOt?r;idl 
tmoict of the merger on 
the retail e!ec:ric m;:ket 
in the state A i s  3PO 
C'jW have refiled :-? 

applicatiop. Fir31 -ear. 
:rigs wdl ne ne!a r !-e 
i w n g  of :a93 

3 .  .. - .-. . 5 

Texas - 
Flied April 
30, 1998- i 
SeWement 
re3ched with 
key part:ec 'wth 
rate reductions totding 
5180 million over s ix  yexr 
;Ie~ringc oefcre the  Public 
utll;ty Corimlrcion of 
Tex3r Jre icheal;led to 
begin 8n AD111 :999 

Department of Justice - 
To be filed. 

Federal Energy Regulatory 
Commission - Filed April 
30,1998, On November io. 
1998. the Commission 
ruled that it would hold 
hearings in lune 1999.1 
final order IS  expected in 

the fourth quJrter of 1999 

Federal Comrnunicationr 
Commission -To be filed 

Nuclear Regulatory 
Commission: Filed lune 19. 
1998. Approved ,\dvernber 
j. 1998. 

Securities and Exchange 
Commission - Filed 
October 1 3 ,  1998 

- .  
. .~ . :. 

- 

Ant ic ipated Federal Energy Regulatory 
Commission Scheciule 
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Discussion and Ana$sis o f  Financial 
Condition and Results of  c)peratiOnS 

Introduction 

We 3re continuing our summary 3pproach to the 

financial section to this annual report based on favorable 

comments received from shareholders This abbreviated 

financial presentation is intended to present capsule 

information in an easier to read format and should not be 

considered a substitute for the full financial statements 

inclusive o f  footnotes provided to all shareholders ar an 

appendix to the Proxy Statement and included in the 

annual io-K filing wi th the Securities and Exchange 

Commission (SEC) A copy of the Form io-K andlor 

Appendix A to the Proxy Statement that includes the full 

financial statements can be obtained by calling 1-800 551- 

i A E P  Although this summary should help you understand 

AEP's 1998 results of operations and financial condition. we 

caution that before making any investment decisions you 

should revicw the full financial st~tements 

The following discussion contains forward looking 

statements whicn refleci assumptions 3nd involve a 

number of rrsks and uncertainties that could cause ac:ual 

results to dlffer rn3terially 

Businerr Outlook 

In 1998 man~g5n:ent continued to implement i t s  gowth -  

oriented strateyy .wth i goal of being America's Energy- 

Partner and 3 global energy and related services company. 

We nave adopted 3 jtrategy to expand our geographic 

reach and to build or acquire capabilities across a broader 

range of energy products and rervices.AEP is  positioning 

itself to be successful in an increasingly competitive mar. 

ket in which customers wil l choose their energy supplier. 

AEP made several acquisitions in 1998 that expanded its 

energy operatiooq overseas and in the United States. The 

expansion of the foreign energy business in 1998 included 

the purchase of CitiPower. an Australian electric distribu- 

tion utility: the xquisit ion of an equity interest in Pxific 

Hydro, an Austr~lian hydroelectric generating company 

and continued on schedule construction of two generating 

units in China. 

The past ye3r also saw the expansion of AEP's 

domestic energy operations with a purchase of intrast~te 

gar pipeline Ind  sror~ge oper~tions in Louisiana and J sig. 

nificant ,ncreasc n wlolesale electricity and gas markefing 

and tr3ding i E  J'; ,vPolesJle trading operations involve t h e  

trading s i  ;3r!:3c:s for the future delivery or receiot o f  

eleciriciry in zoir, :egulated and non.regulated oper~tions 

and non.reguiated gas. It also involves the purchase 2nd 

sale of opticns. ~ V J J D S  and other derivative financial instru- 

ments. Doer, ~i:?ss :r3nsmission. tne introduction of com- 

petition :J :?e .vrsiesale electric:tr/ market ~ n d  :he dc*/el- 

opmen: c.i 3 ~ ' i r f  '-< -arket 3nd jefilemen: 3roce:s TJV? 

'os:e*e.j :-e g*.:v,:- ~i )iec::.c::;, Cr3ding .r :-e Li*,,!?C 

;:3rer :he :r31io5 market i s  a nighly VOlJtik 'narket ;h3t 

requires 1 ~ ? . 3 o c e S  crecit and market r isk man~gerrent 

skil ls Traa:ng 'ecu:rer little capital inrestmer,: 3na profit 

margins 3re ~ s d , l y  smaller than margins on tne Company s 

traditional sales. The Company's goal is to utili:e Its 

i P O W i e G g e  c i  .?-e'?y -3rkets !o trade electrici::, 3n'6 sa5 



to lower rates and contribute to net income thereby 

enhancing both customer and shareholder value 

Our expansion o f  energy operations and investments 

begJn Nith the acquisition of a 50% equity interest in 

Vorkshire Electricity Group plc (Yorkshire]. a United 

Kingdom (UK) electricity distribution company in April 

1997 and the announcement in December 1997 of  a merg. 

er wtth Central and South West Corporation (CSW) The 

merger wi th CSW is proceeding through the regulatory 

approval process Regulatory approvals have been received 

from the Arkansas Public Service Commission and the 

Nuclear Regulatory Commission (NRCJ Approval of tne 

merger has been requested from the Public Utility 

Commission of Texas, the Oklahoma Corporation 

Commission the '.ouisiana Public Service Commission 

the Federal Energy Regulatory Commission (FERC) and SEC 

Hearings have been scheduled by the FERC and 

settlement negotiations are In process in the state lurisdic- 

tions that have not yet approved tne merger AEP and CSW 

plan to make the final two filings associated with 

approval of the merger wi th the Federal Communications 

Consolidated Condensed Balance Sheets 
A t  December 11 

,,In .Mtllionrl 

Assets 

Electric Utility Plant 

Accumulated Depreciation and Amortization 

Net Electric Utility Plant 

Other Plant 

Other Property and Investments 

i3sh  3nC C ~ s h  E~uivalents 

Other CJrrent  Assets 

t? *j-*?j  

Deferred Charges 

7ota1 

Capitalization and liabilities 

Common ShJreholders' EqLiity 

C;muiative Preferred Stocks of Subsdiaries 

i n q  TC'm OrtDt 

'or31 C~pi:~li:3t,on 

Current Liaoilities 

&'erred Income T~.<es and Investment iax Credits 

3 t h e r  LldDllltleS 

Tot31 

Commission and :he Department of lustice in the near 

future. The Shdre5ciJrrs Of  both companies g ~ v e  the net. 

essary approvJls for :?e merger rn May 1998. The merger, 

however, i s  mndiricncd upon. among other things. the 

~pprova l  o f  the Jbeve m f e  3nd federal replatory agen. 

cies. The transaction mbst satisfy many conditions. includ. 

ing the condition :?Jt It must be xcounted for 3s a pool- 

ing of interests, 3nd some o f  these conditions may not be 

waived by the p3rtiej Although consummation of the 

merger i s  expected to occur in the fourth quarter of 1999. 

the Company i s  u n ~ c i e  to predict the outcome or the 

timing of the required regulatory proceedings. 

The merger. wnrn 3pproved. will inClcJSe AEP'S . 

annual revenues Sv 3ooroximately 55 billion and 3dd 

IJ ooo megawatts ~r generation and 1.7 million domestic 

customers to the new AEP Furthermore i t  will expand our 

domestic market, add more low-cost generation, contribute 

to AEP's non-regulated products and services business and 

positively impact our competitiveness. 

Management Delieves that i t s  growth oriented 

strategy in energy 3rojects and operations should support 
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revenues 3nd earnings growth by: increasing the existing 

business and customer base: developing a national energy 

t r ~ d i n g  business. building a portfolio of global investments 

in energy companies and projects: expanding energy relat- 

ed ur0dL';ts and servfces to be offered to customerr world- 

.wide and adding incremental generation. transmission and 

distribution assets and operations within the United States. 

AEP has the financial strength. geographic reach and low- 

cost structure to be an able competitor. However, no assur- 

ance can be given that AEP can maintain this position in 

the future The electric industry has seen and will continue 

to see mergers and acquisitions as the electric generation 

business aecomes more competitive. We believe that the 

actions taken in 1998 further position AEP as a growing, 

diverse energy company. 

The most significant factors affecting the Company's 

future earnings are the ability to recover i t s  costs as the 

domestic electric generating business becomes more 

competitive and the performance o f  the recently acquired 

energy investments and operations. The Company contin- 

ues to evaluate domestic and international markets for 

investments to grow the business in the best interests of 

our shareholders. customers and employees. The perfor. 

mance of any future acquisitions. mergers and investments 

wil l also impact future earnings. 

federal legislation has been proposed to mandate 

competition ano customer choice a t  the retail level, and 

sever31 states have introduced or are considering similar 

legislation. Certain states, including California. instituted 

full customer choice In 1998. The introduction of competi- 

tton and customer cnoice for retail customers in the 

Commny I domestic service territory has been slow anc 

driiber3tr 3s legislators 3nd regulatory officials recognize 

(ne complexity oi  tne Issues. 

A l l  of the s t ~ t e s  within our domestic service territory 

have initiatives to imolernent or review a phase.in of cus. 

tome: Choice. Jlthough the timing i s  uncert~in.  The 

.Comoanv supports customer cnoice and deregulation of 

~ e r e r 3 : i c n  Jno 6 2roactively involved In discussions 3t 

30th :,?e i:.>te 3nd 'eoerai ievels regJrding the bes: ccm- 

petttlre market struc:ure and method to transition :o 3 

:ompe:it:ve marketplace. 

A r  :be zricing Jf Seneration in the electric energy 

market evniver + o n  regulated cost-of-service r3temaKing 

;o mJrke!-bared * 3 : 3  m3ny complex issues must be 

. _  -SCV.FC. ?c:Ldirq : -e reczverv 0': s:ranced wsts. StrJndeo 

costs are those costs above market that potentially may 

not be recoverabie in a Competitive market. At the whole- 

tale level recovery of stranded costs under certain conoi. 

tions was addressed by the FERC when it established rules- 

for open transmission 3ccess and competition in the 

wholesale r n a r k e ! ~  However. the issue of stranded cost i s  

unresolved 3 t  the retail level where it i s  much larger.than 

it is  at the wholesale level.The amount of stranded costs 

the Company could experience depends on the timing and 

extent to which competition is introduced to its generation 

business and the future market prices of  electricity. The 

recovery of stranded cost 15 dependent on the terms of 

future legislation .Ind d a t e d  regulatory proceedings. . 

Regulatory Jssets (deferred expenses) and regulatory 

liabili5es (deferrea revenues) are included in the consoli. 

dated balance sheets of regulated utilities in accordance 

with regulatory actions and in order to match expenses 

and revenues with cost-based rates. In order to maintain 

net regulatory assets on the balance sheet, rates charged 

to customers must be cost-based and provide for their 

probable recovery. In the event a portion o f  AEP's business 

were no longer cost-based regulated, net regulatory 

assets would have to be written off for that portion o f  

!he business, unless they are recoverable through the 

regulatory process. 

Although FERC orders provide for competition in the 

firm wholesale market, tt,.,; market is a relatively small 

part of our business and most of our firm wholesale sales 

are st i l l  under cort-of-service contracts. As a result. AEP's 

generation business is  still cost.based regulated and 

should remain so pending the passage of state legislation 

to dereguiJte :he generrttion business. We believe th3t 

state legislatior, ,r.ould provide for the recovery of any 

generatio*i-reia:ec net regularuy ,,,ets dnd Jtrier 

reasonaole stranard ios:s from economically impaired 

Market Price 
Common Stock 

Book Value 
Closing Stock Price 
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generating assets However. of in the future AEP's genera. 

tion business were to no longer be cost.based regulated 

and ,f I t  were not possible to demonstrate probability of 

recovery of resultant net regulatory assets and other 

s t r~nded costs. results o f  operations and financial 

condition would be adversely affected. 

Efforts continue to reduce the costs of our products 

and services in order to maintain our competitiveness. The 

accounting department completed i t s  consolidation of 

operations and the marketing department completed i ts  

reorganization in 1998, producing significant cost reduc- 

frons. In 1998 plans were announced to close one of the 

Company's coal mining operations in October 1999 and the 

Company reviewed i t s  staffing levels for power generation 

and energy delivery resulting in staff reductions in 1999. 

The costs of these staff reductions were provided for in the 

fourth quarter of 1998. Although cost savings are expected 

to  result from the power generation and energy delivery 

reorganizations and the planned mine closing, expenses 

wil l continue to increase for new business growth and 

development; marketing and customer services: and the 

recngineering and improvement of business processes. 

The management and control o f  coal costs is critical 

to our competitive position. We are negotiating with unaf. 

filiated suppliers to lower purchased coal costs. Although 

we have been working to reduce affiliated mining costs, 

we t . 3 ~  been unable to reduce the cost of affiliated coal to 

match the market price for coal.With approval of a regula. 

tor. the Company is  deferring. for future recovery. affiliated 

coal costs in excess o f  a predetermined price cap in the 

affected retail jurisdiction We intend :o continue to pru- 

dently silppiement our iong-term coal supplies witn soot 

m.3rr.t c ' - . - - ; s P s  3s lone 3s favorable root market prices 

exist Competitive pressures. the need io recover mining 

i 3 5 t  deferr~ls. Jeregulation and/or Phase II of the C!ean Air 

X? Amendments could resuit in the closure of the two 

remaining affiliated coal nines. Clniess the cost of a fh l ia t -  

co CJJI, orice CJO deferrals or the cast ~i 3ny mine ciosure 

s -?r,-verea ei ther In ~gu ia :ec  f3:es sr a s  a strarded Ccjt 

;ricer 3 p l ~ n  :a :r~ns,t ion :re 3erer;ltion business :J cJm- 

oet!t>on. future e3rnings 3nd poss:bly financial condition 

csulz be  aversely ~ f f e i t e d .  

Nuclear power plants have a major future financijt 

commitment to Safely dispose of spent nuc le~r  fuel (SNF) 

ana to deconr~minate 3nd decommissron the phot.  The 

cost to store 3no drpose of SNf continues to increase. 

mainly due to tne lack of progress by the federal govern. 

ment to open a permanent disposal site. In addition. est i -  

mated nuclejr decommissioning costs continue to increase 

due in par: :o :he delay in the availability of a storage site 

for SNF Presently we .ire recovering the cost of o n M e  

nuclear fuel storage and estimated nuclear decommission- 

ing costs over our nuclear plant'; remaining life. However, 

our future earnings and possibly financial condition could 

be adversely iffecred if the cost of these items continues, 

to increase and rxovery is not permitted in rates. 

In Septemkrr 1997 the Company voluntarily shut 

down both units of the Cook Nuclear Plant due to question5 

related to certain safety systems.The NRC has identified a 

number of issues to be addressed and activities to be per- 

f o r red  in order IO restart the plant.The Company IS work. 

ing with the NRC to address these matters.A restart sched- 

ule wil l be developed after additional engineering reviews 

are conduned 2nd should be available in lune 1999. When 

maintenance 3nd other activities required for restart are 

complete. dEP will seek concurrence from the NRC to  

return the Cook 313nt to service. Until these additional 

reviews are completed. management I S  unable to determine 

when the units wall be returned to service. Unless the 

costs of the ex:ended outage and restart efforts are 

recovered from fustomers. there would be a material 

adverse effec: on results of operations. cash flows 3nd 

possibly financiAi condltton. 
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The cost of electricity supplied to certain retail customers 

rose due to the outage of the two units since higher cos: 

coal tired generation and coal-based purchased power 

were substituted for 1ow.cost nuclear generation The 

~ndiana and Michigan retail jurisdictional fuel cos: recovery 

mechanisms permit the recovery Subject to regulatory 

cummission review and approval, of changes in fuel costs 

including the fuel component of purchased power in the 

l n d i ~ n a  jurisdiction and chanses in replacement power in 

the Michigan jurisdiction Pending commission review and 

approval for recovery of the increased cost of electricity. 565 

million was deferred 3s a regulatory asset at December 31, 

1398 If recovery of the deferred increased cost Of replace. 

ment electrtcity is  denied. future results o f  operations 

woul: be adversely affected by the write off of the 

regulatory asset and any continued non-recovery 

Consolidated Condensed 5:rtcments of Income 
w a r  Ended December ]I 

(In Mdlions - Exceot Per Share Amounts) 

Revenues 

Expenses 

Fuel 

Purchased Power 

N\aintenance 

Depreciation and Amortization 

Taxes Other Than Federal IncomeTax 

Other Operation 

Interest Charges & Preferred Stock Dividends 

Tot31 Expenses 

Other tncome (Loss) 

Income Betore Federal !nccr--r T3xes 

redera1 8r:mie Tax<, 

Income Before Extr~ordinary Item 

Extraordinary Loss-UK Windfall Tax 

Net income 

Average Numoer of Shares Outstanoing 

t j rn i rgs  ?e- SP3re 

3e'ore ix!:Jordinary I tern 

Sdr3orCinary Loss-LJK Windfall Tax 
Ve: incame 

Results o f  Operations 

Net income increased io 5536 million. or 5%. primarily 

due to 311 extraordinary loss  in 1997 of Slog million from 

the UK's Jne.time windfj l l  tax that WJS based on a 

retroactive revaluation of the original privatization price of 

certain privat,zru .utilities. including Yorkshire. AEP's 1998 

income betore.the extraordinary loss decreased 14% to 

5536 million, or $2.81 per share. from 5620 million.or $3.28 

per share, in 'go;. Several major items contributed to  the 

reduction in 1998 earnings. including the cost of Cook Plant 

restart activities. a write-down of Yorkshire's investment 

in Ionica. a UK telecommunications company, severance 

accruals for iggg reductions in power generation and 

energy delivery st3ff 3nd mild winter and fall weather 

. 

'997 

5 6.345.9 

5 5 3 6 . 2  

190.8 

$2.81 

- 
$2.81 

52.40 

1.627. I 

'34.7 
483.3 
591-0 

490.6 
1.227.4 

423.6 

3.917.7 
16.8 

189.0 

s3 28 

f O . j S )  

$2.70 

IS 

: , . , e <  ::\ ; - { ; - 4  : > 2 ; ; ; - -  1 7  

Attachment 1 
Page 175 of 357 

KpSC Case No. 99-149 
TC (1st Set) 

Order Dated A p d  22. 1999 
Item No. 2 

r 



Revenues 

Tot31 revenues exceeded $6.3 billion. increasing more tnan 

5460 million, or 8%. from :otaI revenues of $5.9 billion in 

!997 iletJil revenues increased $188.5 million,or 4%. in 1998. 

ref!ecrrng a 2 %  sales increase and higher fuel recoveries. 

Although residential Sale5 were flat. reflecting contirued 

miid winter and fall weather in 1998. revenues from rest. 

dential customers incre~sed 2%. The accrual of revenues 

for t'he recovery of the increased fuel costs related to the 

extended nuclear plant outage accounted for the increase 

in residential revenues. Commercial revenues increased as 

3 result of a 4% increase in sales, reflecting incre~sed usage 

and growth in the number of customers. Industrial rev- 

enues rose 6%. reflecting a sales increase of 2% following 

the resumption of operations by a major industrial cus. 

tomer after an extended labor strike. Also contrlbuting to 

the increase in industrial revenues were favorable contract 

price adjustments to certain major industrial customers 

and the pass.through of  higher power costs during periods 

o f  peak demand. 

An increase of 26% in wholesale revenues in 1998 

i s  attributable to trading within regulated operations of 

electricity wi th other utilities and power marketers in 

the Company's traditional marketing area and increased 

power marketing sales. Revenues from the trading of 

electricity are recorded net of purchases. Regulated trading 

activitie. :re conducted as part of AEP's electric power 

wholesale marketing and trading operations and involve 

:he purchase 2nd sale of subrtantial amounts of electricity 

Power marketing sales are for tne sale of power to unaffiliat. 

ed companies gener~ted by AEP or purchased from other 

, n ~ f i i i i ~ t e d  companies. 

A 6?% 1nc:ease in ir~nsmission service rev*"a.ei also 

:ontrrbuteo to :ne :otai increjse .n -evenr?s. Tr~nsmission 

ie rv ice  'evenues. for !ne delivery o f  other companies' 

3ower :nrough :he AE? tr~nsmission system. have 

,ni:e~red signific3ntlV since the FERC'r issuance c f  

y e n  3 icpss  tr3nsrmis~ion rules .n '996 

Common Stock Market Price Range: 

Number of 
Customers 
.I" Ul#iCO"\l  

Revenues 
by Class 

n ullI,ani at Doiirrsl 

Qelidcnt%dl CJFnlerc9di 1 Industrial 

Total Expenses 

KWH Sales 
by Class 
in .u*ii,oo, "I ,"*I 

'40 300 

60.000 1 

91 9s 

Wholesale b Ofher 

Total expenses increased by 11%. due primarily to increased 

fuel, purchased power, maintenance and other operation 

expenses. Fuel expense increased primarily due to an 

increase in the averJge cost of fuel consumed reflecting 

the reduced availability of lower cost nuclear generatron 

due to the unplanned c ,'?7dLY outage of our nuclear 

units that beg3n .n September 1997 and continued 

throughout 1998 The significant increase in purchased 

power expense ~ 3 5  mainly due to purchases of electricity 

for resale to other i t i l l t i e s  3nd power marketers.The 

19cre3se tr pt-r:- 15.:: 7;jr;e for resJle to other erltitler 

re i l ec ts  an ?x?ar- . .n< 2nd cvolving wholesale marketplace 

Expenditures to b* i?a i e  :he nucit-r units for :est3r: 2nd 

to restore servrc? ntcrrupted by :wo severe snowstorms 

jccountec! for :i-? increase in maintenance expense. Other 

ocer3tion C X D ~ P I ? :  :?,creased mainly due to the extended 

nucledr 9 1 3 ~ :  s u r 3 q  ;ynoiesale power marketins 3 rd  

::,ding ; ~ r - o ~ r . s . i i ~ ~ ) n  1: J res i i l t  of :he ?rowti- .n : >e  

:rjc,ng 3~s.r- f . ; ;  i:-c ,e*,qr>rc? ~ C C I L J ~ :  for 'PCLC: c?', 

:n Dower geger3:,or, j n d  energy delivery i t a i i  

Other Income 

The decre3se :n 1:"er ncome was due or im~r i l y  to losses 

from non-regslJt:c! energy trading and the write-down O f  

V3rkshire'i - v e s : ~ ' ~ S !  in iOnlC3 

I66 
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e.: 
. Federal Income Taxes 

The decrease in federal income taxes is  mainly due to a 

decline in Dre-tax income. 

Financial Conditibn 

AEP's financial condition continues to be strong The 

Company paid a quarterly dividend in 1998 of 60 cents a 

share maintaining the annual dividend rate at $ 2  40 per 

share The 1998 payout ratio was 85% AEP's three.year 

total shareholder return ranked 14th among the companies 

in the Standard and Poor r Electric Utility Index While this 

placed us just below the midpoint. it has been and contin- 

ues to be management s goal to be in the top quartile of 

this index for three-year total shareholder return 

r3!* ._! Zrsources i n d  ;.-cd< 

AEP's year-end ratio of common equity to  total capitalira- 

tion war 40 3% for 1998. compared with 45 5% for 

Consolidated Condensed Statements of Cash f lows 

Operating Activities: 

Net income 

Extraordinary 1tern.UK Windfall T a x  

Fdiurtrnrn!s for honcarn lrernr 

hiel C35n P ~ w s  from Opt.r3:tng P c t : v i ~ ~ e j  

. .  . .  . . . . . . . . .  .\... l _ . _  - : .  . . . . . . . . . . . .  
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1997 2nd 45 3% for 1996 The Ccni:l3ny goal i s  to maintain 

the common equity at a level of a t  l e ~ s t  40 Dercent 

Consolidated construction expenditures for all sub- 

sidiaries. domestic and foreign. are expected to be 52.4 bil- 

lion over the next three years. A l l  expenditures for domes- 

tic electric utility construction. estimated to be $2.2  billion 

for the next three years, are expected to be financed with 

internally generated funds. 

Capitalization Ratio 

1.0% 

1998 '991 

Common E q u q  P r e f v r w  I i o c h  long-term Ocbl 
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1998 

S 536.2 
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493.3 
1.029.5 

'997 
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Market Risks 

The Company as a major power producer and 3 :r~der of 

wholesale electricity and natural g3s has certain market 

3nd credit risks Inherent in i t s  routine business act.vities 

Market r isk  represents the r isk  of '01s that may impac: the 

Comp~ny  s consoiidated financial position results of oper 

 tio on, or c3sh flows due to adverse changes in commodity 

market prices and interest and foreign currency rates In 

1998 the Company substantially increased the volume of 

its wholesale electricity and natural gas marketing and 

trading activities. increasing these risks Policies and proce- 

dures have been established to manage market and credit 

risk exposures including the use of a risk measurement 

model utilizing Value at Risk Fixed rate debt used to 

finance plant and other investments exposes the Company 

to Interest rate fluctuation risk However a near term 

change in interest rates should not materially affect 

results of operations or consolidated financial position 

Investment in business ventures in the UK. Australia and 

China exposes the Company to r isk  of foreign currency 

fluctuations The Company currently does not utilize 

derivatives to manage its exposures to foreign currency 

exchange rate movements 

Other Matters 

The Company has  exposure to a number of gnificjnt 

contingencies. ,ncluding but not limited to the following 

matters which 3re fully discussed in the Management 

Discussion and An3Iysis and the Notes to the Consolidated 

Fin~ncial  St~te'rrents contained in the full financial state- 

ments in thehpoendix A to the Proxy Statement and the 

io-K: the continued shutdown of the Cook Nuclear Plant 

with the restart 3f :ne units subject to NRC concurrence 

that safety issues no longer exist; the resolution of Iitiga- 

tion related to the Internal Revenue Service's position that 

certain interest deduc:ions related to 3 corpor~te owned 

life insurance ;CCLi) progr3m should not be dllowed. the 

issuance o f  f i ra i  3ir q u ~ l i t y  standards and the cost to 

3chieve requires ,educttonr in emissions; 2nd the correc. 

tion of  a cornpie.< Jnd interdependent "Year z000" prob- 

lem whereby existing computer hardware and software 

programs wil l not properly recognize calendar dates begin. 

ning with the year zooo. If these contingencies are not 

successfully resoived. they could have an adverse effect on 

results of operations. cash flow and financial condition. 

Before maiir.5 .3ry Investment decisions we recommend 

you read the frdl i ;ndn(- i~ I  statements. 

Independent 
Auditors' report 

To the Sh~reholders and Board of Directors of AmeriCJn Electric Power Company, :rc 
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a: : he state 

I . presidents 

, . ; and their 

staffs are availaple 

to  help customers, 

consumer groups, 

legislators and others 

who deal wi th energy 

usage, education. 

safety. conservation. 

environmental matters 

and public policy. They 

can be contacted at the 

following locations: 

I t  

Timothy C. Mosher 
AEP Kentucky 
1701 Central Avenue 
P.O. Box 1428 
Ashland. KY 41105 
(606)  327-1261 
Fax 1606) 327-3164 
E-mail tcrnosher@aep.com 
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Marsha P. Ryan 
AEP Ohio AEP Werf Virginia 

i Riverside Plaza 
Columbus. OH 43215 
(614) 223-1400 Charleston. WV 25327 

FJX (614) 628-4631 (304) 348-4710 
E-mjiI mpryan@aep calli 

Dana E. Waldo 

pi Virginia Street East 
PO Box 1986 

F i x  (304) 348 47:: 
E mall dewaldo@aep com 

R. Daniel Cdrson, Jr. 

AEP Virginia 
AEP Tennessee 
30 Franklin Road SW 
PO Box 2021 
Roanoke VA 24022 
(gso) 985 2900 
FJX :510; 985 :426 
E mail rdcarron@aep corn 

John R. Sampson 
AEP lndrano 
PEP Michigan 
One Summit Square 
PO Box 60  
For! Wjyne. IN 46601 

F3x (219) 425-2112 
E-mail jrsarnproii@?ae:, coni 

1219) 6 2 5  2101 

m .  

m 

1 E P  Serv ice  Terr i tory  

m 

J 
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Officers of AEP dnd 
selected rubridiaries 

American Electric Power 
Company, Inc. 

E .  Ltnn Draper. lr. 
:h, , , ,mJ,! a . ~ , o ~ n :  lrla 
Chwl C<rc, ' ,vc J * c ? r  

Henry W. Fayne 
' ; ,<e  ?rer.aent ~ n d  C%e' 
:~,ldnC,J1 Off\'.Y 

Leonard V. Arsante 
i jn t r3 i lcr  3na i h w f  
Accounr~nq Offocer 

Armando A. Pena 
I r rJ tu re ,  

I 7 0  

AEP 
Energy Services. InC. 

E Ltnn Draper. I r .  '.. I,,...,.. ,..,; -,e. 
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Shareholder Inquiries - ,f you have qbestlonr Jbout your 
.~ccount. you c3n call the Company toll.free at 800.237.2667, 
wrrtr to Invtstor Services. American Electric Power Comsany. 
i Rivercide Plaza. Columbus. Ohio 4j215.2373, or contact I I S  by 
e m ~ l l  at investors$aep.com.'fou should provide or have your 
Social Security number or 3ccount number ready: we will not 
SpeJk to third partres >bout an ~ccount  without the sharehold- 
9r.j ~ p p r o v ~ l  sr appropriate documents 

Transfer Agent & Registrar 
iqulServe. Flrrt Chicago Divtrccn 
PO sox 1500 
Jersey City. NJ 07303.2500 
relephone Response Croup. 800-328-6955. 
E.Mail Correspondence: FCTCS em fcnbd.com 
Internet address www.equiserve.com 

Internet Access to Your Account - If you are a registered rhare- 
holder. your can access your account information through the 
Internet at www equiserve corn Information about obtaining 
J pJssword 15 avail~ble toll-free at 877-843.9327. 

Replacement of Dividend Checks - I f  you do not receive your 
dividend check within five business days after the dividend 
pJyment d3te. or i f  your check 6 lost, destroyed or stolen. 
you ,hould notrfy the transfer Jgent or Investor Services for 
3 reolacement 

Lost or Stolen Stock Certificates - If your stock certificate I S  

lost. der:roycd or itolen. you should notify the tranrfer Jgent 
or 1nver:or Services irnmediJtely so J 'stop transfer"oraer 
i ~ n  -e p i x e a  or? :he niiss,ng ~ e r t i f i c ~ t e  The transfer >gent 
:hen .vlll i e rd  you :ne reql;i:ed jocuments to obtain J 

r e 2 i d C - . ' ~ ~ < ~ ' t  Cerrlf'cJte 

Direct Deposit of Dividends - The Company offers electronic 
deooslt or :ivtdenlfs. Co~'3ct 'nvestor Services or the transfev 
>Sent for 1etm1( 

Stock Held in Brokerage Account ("Street Name") -When you 
2L,rc')J;c. ,;JCZ 2nd t 1s neld tor you by your broker. It IS  l i jtetj 

does not <now the Identity Of individual shareholders who hold 
their shares 'n :his rnJnner: we simply know that J broker holds 
a certain cumber of shares which may be for any number of 
customerr .f you nold your stock in street name.you receive JII 
dividend 3dvrnents. annual reports and proxy materials via your 
oroker. ihererore, , t  your shares Jre held in this manner. any 
questions JbOut your account rhould be directed to your broker. 

: ..F% -. d- 
.+ i5;' w t h  :he CJcpany tn !he broker's n3me.Or "street name"aEP - .: ' 

How to Consolidate Accounts -I f  you want to consolidate 
your sepJrJ:r i i io l ints into one Jccount. you should contaci 
the transfer agent ar the Investor Services office to obtain the 
necerrar; ,nstrxtions. When accounts are consolid~ted. it may 
be necerrary :o reissue the stock certificates. 

How to Eliminate Duplicate Mailrngr -I f  you want to maintain 
more than one account but eliminate additional mailings of 
annual reports you may do so by contacting the transfer agent 
or Investor Services. indicating the namez you wish to keep on 
the mailing I i b t  for annual reports and the names you wish to 
delete This will affect only these mailings. dividend checks and 
proxy materials will continue to be sent to each account 

Stock Trading - ihe Company's common stock 15 traded princi- 
pally on the New rork Stock Exchange under !he ticker symbol 
AEP In 1999 A i P  mJrkr 50 years of trading on the NYSE 

Taxer on Dividends - The Company paid 51.40 in cash dividends 
In 1998, a i l  3 r  &?i:n J r e  taxable for federal income tJx purpos. 
es. AEP h.is gatd consecutive quarterly dividends since 1910 

Shareholder Direct - ?;I xray of timely recorded messages 
about A E P  r.clu&n$ divdends 3nd earnings iniormation 3nd 

recent nesvi ' Y I C J , ~ ~ .  1 5  Jvailable from AEP Shareholder Direc: 
3t Sco- jg : . .ASD 1:j7) Jrrytlnle day or night Hard c o p ~ e r  01 

jnrormat,cn i ~ n  Y ootained V I J  f3x or mail %?quests icr 
3nnu3i r? : . : , : . ,  .c..<' j  1 0 . 0 ' s .  Proxy StJtemerItr. Jnd j i irnr-drv 

l nny31 :2rs,' , , " @ u ' d  ne mJdr :hrougb SnJreho!r!cr Dirci: 
Ai<o, .l>. ? j  -<; , - . I  'xisiness h0urS you i 2 G  i h O O S e  .J $e !rJil5 

(<{red :J ,r.Tr:.~~,:+c;c,r sc:vice reprr\entat,ves J: :ne :r.:, ' . 'e '  
.)<e?: JI :-e - i m x n v  
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AEP now has  a direct 
stock purchase plan 
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AEP has adopted a direct stock purchase plan that L1/laws 
individuals to purchase stock directly from the company on 

a low-cost basis. You can purchase AEP stock for as l i t t le as 

$250, or $25 a month for io months. for a prospectus and 

plan details, cal l  800 955-4740 or return the attached post- 

paid card. 

F k a s e  send me a prospectus a n d  
e n ro 11 m en t i nio r m ar io n a Eo ut t ;7 e 
AEP Dividend Reinvestment and 
Direct Stock Purchase Plan. 



Common AEP 
and Electric Utifity 

Bookvaluepershare- 
The value of  each tom- 
mon share of stock if all 
of a company's assets, 
after al l  debts are paid, 
are divided by the num- 
ber of common shares 
outstanding. 

Distribution line- Power 
lines thatfeid electricity 
to customer meters. 

Dividend reinvestment 
and direct stock purchase 
plan - A program in 
which investors can pur- 
chase shares of common 
stock directly from AEP 
and invest their divi- 
dends in additional 
shares o f  stock. 

Dividend payout ratidr 
Dividends paid as a per- 
centage of net income. 

k 

Earnings per share-The 
ampany's net income 
divided by the average 
number of common 
Sh~(~~qll tr tandiog- 

FERC - Federal Energy 
Regulatory Commission. 
the federal agency that 
regulates interstate sales 
and transmission of 
electricity 

Kilowatt-A measure of 
the rate at  which electric 
energy is generated,or 
consumed. A ki!matt . 
is 1,oowwatts. 

Kilowatthour-A meas- 
ure of the quantity of 
electric energy equal to 
one kilowatt o f  power 
generated or consumed 
in one hour. 

Megawatt-One thou- 
sand kilowatts. 

Net income-The compa- 
ny's income after all 
expenses. taxes and pre- 
ferred dividends have 
been deducted. 

Nitrogen oxides -Cases 
formed from the com- 
bustion of fossil fuels. 

fJ- .+. 
-. 2. 

On-peak availability- 
The number of hours 
a unit is available to 
produce electricity as 
a percent of the total 
available on peak hours 
0700-z300 Monday thru 
Friday for theyear. 

Ozone-Agasin the 
atmosphere that occurs 
naturally and through : 
a mixture of nitrogen 
oxides, volatile organic 
compounds and sunlight. 

hice/eamings &-The 
value of the company's 
stock price in relation to 
the earnings per share. 
The P/E ratio is calculated 
by dividing the stock 
price by the earnings 
per share 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSlOlARY COMPANIES 
SELECTED CONSOLIDATED FINANCIAL DATA 

Year  Fnded DecP m b e r  31. 1998 1997 1996 1995 1994 

I N C O M E  STATEMENTS DATA ( i n  m i l l i o n s ) :  
O p e r a t i n g  R e v e n u e s  56,346 55,880 55,849 55,670 55,505 
O p e r a t i n g  Income 957 984 1,008 965 932 
Income B e f o r e  E x t r a o r d i n a r y  I t e m  536 620 58 7 530 500 
E x t r a o r d i n a r y  L o s s  ' -  

Ne t  I ncome 536 511 58 7 530 500 

December 31. 1998 199 7 1996 1995 1994 

UK W i n d f a l l  T a x  109 

BALANCE SHEETS DATA ( i n  m i l l i o n s ) :  
E l e c t r i c  U t i l i t y  P l a n t  520,146 
A c c u m u l a t e d  D e p r e c i a t i o n  

and  A m o r t i z a t i o n  8.416 

U t i l i t y  P l a n t  511.730 

T o t a l  A s s e t s  519.483 

N e t  E l  e c t  r i c 

Common S h a r e h o l d e r s '  E q u i t y  4,842 

C u m u l a t i v e  P r e f e r r e d  S t o c k s  
o f  S u b s i d i a r i e s :  
N o t  S u b j e c t  t o  M a n d a t o r y  R e d e m p t i o n  46 

128 

L o n g - t e r m  D e b t *  7,006 

S u b j e c t  t o  Man m y  R e d e m p t i o n *  

O b l i g a t i o n s  U n d e r  C a p i t a l  L e a s e s *  533 

' I n c l u d i n g  p o r t i o n  due  w i t h i n  one  y e a r  

519,597 

7.964 

311.633 

516,615 

4,677 

47 

128 

5,424 

538 

S18,970 

7.550 
SlI.47Q 

$1 5,883 

4,545 

90 

510 

3,884 

414 

518,496 

7.111 

511.385 

515,900 

4,340 

148 

523 

5.057 

405 

118,175 

6 .827 

111.348 
515,736 

4,229 

233 

590 

4,980 c; 
400 

Y e 3 r  Ended December 31. 1998 1997 1996 1995 1994 

CoHMCN STOCK D A T A :  
E a r n i n g -  ; :I Conmon Sha;z: 
' B e f o r e  E x t r a o r d i n a r y  I tem $2.81 5 3.28 13.14 52.85 52.71 

u 52.71 
E x t r a o r d i n a r y  L o s s  - U K  W i n d f a l l  Tax  - (0.58) 
N e t  Income u u I L I A  

A v e r a g e  Number o f  S h a r e s  
O u t s t a n d i n g  ( i n  t h o u s a n d s )  190,774 189,039 187,321 185,847 184,666 

0 52 144-3/'4 S40-5/8 537-3/8 

42- 1/16 39 - 1/8 38-5/8 31-1/4 27-1/4 

Y e a r  - e n d  M a r k e t  P r i  c e  47-1/16 5 1 - 5 1 8  41-118 40-112 32-718 

M a r k e t  P r i c e  Range: H i g h  $53 -5116 

L o u  

Cash D i v i d e n d s  P a i d  
D i v i d e n d  P a y o u t  R a t i o  
Book V a l u e  p e r  S h a r e  

52.40 $2.40 52.40 $2.40 
88.6% 
$22.83 

52.40 
85.4% 88.7%(a) 76.5% 84.1% 
525.24 $24.62 $24.15 $23.25 

( a )  O:i.vidend P a y o u t  R a t i o  b e f o r e  E x t r a o r d i n a r y  Loss  - UK W i n d f a l l  T a x  i s  73.1%. 
* ' .  

. .  . .  
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AMERICAN EECTRlC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
MANAGEMENTS DISCUSSION AND ANALYSIS OF RESULTS OF OPERATIONS 
AND FINANCIAL CONDITION 

This discussion includes fotward- 
looking statements within the meaning of 
Section 21E of the Securities Exchange 
Act of 1934. These forward-looking 
statements reflect assumptions, and 

- involve a number of risks and 
uncertainties. Among the factors that 
could cause actual results to differ 
materially from forward looking 
statements are: electric load and 
customer growth; abnormal weather 
conditions; available sources and costs of 
fuels; availability of generating capacity; 
the impact of the proposed merger with 

. .  Central and South West Corporation 
(CSW) including any regulatory 
conditions imposed on the merger or the 
inability to consummate the merger with 
CSW; the speed and degree to which 
competition is introduced to our power 
generation business, the structure and 
timing of a competitive market and its 
impact on energy prices or fixed rates; 
the ability to recover stranded costs in 
connection with possible deregulation of 
generation; new legislation and 
government regulations; the ability of the 
Company to successfully control its costs; 
the success of new business ventures; 
international developments affecting our 
foreign investments; the economic climate 
and growth in our srvice territory; 
unforeseen events affecting the 
Company's nuclear plant which is on an 
extended safety related shutdown; 
problems or failures related to Year 2000 
readiness of computer software and 
hardware; inflationary trends; electricity 
and gas market prices; interest rates and 
other risks and unforeseen events. This 
discussion contains a "Year 2000 
Readiness Disclosure" within the 
meaning of the Year 2000 Information 
and Readiness Disclosure Act. 

. .  , ,... . .: 
..  _.:..:i ... _. ._ . 
.- *. ., .:. 

. ,  . . - 

.: . .. . -  
. . -  .. .. . .. , 

e 
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Growth 0 f The Business 

In 1998 management continued to 
implement its growth-oriented strategy 
with a goal of being America's Energy 
Partner and a global energy and reIAed 
sewices company. We have adopted a 
strategy to expand our geographic reach 
and to build and acquire capabilities 
across a broader spectrum of the energy 
products and services value chain. AEP 
is working to position itself to be 
successful in an increasingly competitive 
market that will allow customers to 
choose their energy supplier. AEP made 
several acquisitions in 1998 that 
expanded its energy operations overseas 
and in the United States. The expansion 
of the foreign energy business in 1998 
included the purchase of CitiPower, an 
Australian electric distribution utility, the 
acquisition of an equity interest in Pacific 
Hydro, an Australian hydroelectric 
generating company, and continued on- 
schedule construction of two generating 
units in China. 

The $1.1 billion acquisition of 
CitiPower, completed on December 31, 
1998, was accounted for using the 
purchase method of accounting. 
CitiPower selves approximately 240,000 
customers in the city of Melbourne. 
CitiPower will contribute to earnings 
beginning in the first quarter of 1999. 

In March 1998 the Company 
invested $10 million to acquire a 20% 
equity interest in Pacific Hydro. Pacific 
Hydro operates four hydroelectric power 
stations in Australia with an installed 
capacity of 40 megawatts (MW) and has 
interests in two hydroelectric projects 
under construction in the Philippines. 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
MANAGEMENTS DISCUSSION AND ANALYSIS OF RESULTS OF OPERATIONS 
AND FINANCIAL CONDITION 

This discussion includes forward- 
looking statements within the meaning of 
Section 21E of the Securities Exchange 
Act . of 1934. These forward-looking 
statements reflect assumptions, and 
involve a number of risks and 
uncertainties. Among the factors that 
could cause actual results to differ 
materially from forward looking 
statements are: electric load and 
customer growth; abnormal weather 
conditions; available sources and costs of 
fuels; availability of generating capacity; 
the impact of the proposed merger with 
Central and South West Corporation 
(CSW) including any regulatory 
conditions imposed on the merger or the 
inability to consummate the merger with 
CSW; the speed and degree to which 
competition is introduced to our power 
generation business, the structure and 
timing of a competitive market and its 
impact on energy prices or fixed rates; 
the ability to recover stranded costs in 
connection with possible deregulation of 
generation; new legislation and 
government regulations; the ability of the 
Company to successfully control its costs; 
the success of new business ventures; 
international developments affecting our 
foreign investments; the economic climate 
and growth in our service territory; 
unforeseen events affecting the 
Company's nuclear plant which is on an 
extended safety related shutdown; 
problems or failures related to Year 2000 
readiness of computer software and 
hardware; inflationary trends; electricity 
and gas market prices; interest rates and 
other risks and unforeseen events. This 
discussion contains a "Year 2000 
Readiness Disclosure" within the 
meaning of the Year 2000 Information 
and Readiness Disclosure Act. 
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Growth 0 f The Business 

In 1998 management continued to 
implement its growth-oriented strategy 
with a goal of being America's Energy 
Partner and a global energy and relrted 
services company. We have adopted a 
strategy to expand our geographic reach 
and to build and acquire capabilities 
across a broader spectrum of the energy 
products and services value chain. AEP 
is working to position itself to be 
successful in an increasingly competitive 
market that will allow customers to 
choose their energy supplier. AEP made 
several acquisitions in 1998 that 
expanded its energy operations overseas 
and in the United States. The expansion 
of the foreign energy business in 1998 
included the purchase of CitiPower, an 
Australian electric distribution utility, the 
acquisition of an equity interest in Pacific 
Hydro, an Australian hydroelectric 
generating company, and continued on- 
schedule construction of two generating 
units in China. 

The $1.1 billion acquisition of 
CitiPower, completed on December 31, 
1998, was accounted for using the 
purchase method of accounting. 
CitiPower serves approximately 240,000 
customers in the city of Melbourne. 
CitiPower will contribute to earnings 
beginning in the first quarter of 1999. 

In March 1998 the Company 
invested $10 million to acquire a 20% 
equity interest in Pacific Hydro. Pacific 
Hydro operates four hydroelectric power 
stations in Australia with an installed 
capacity of 40 megawatts (MW) and has 
interests in two hydroelectric projects 
under construction in the Philippines. 
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The generating units under 
construction in China are owned 70% by 
the Company with the remaining 30% 
owned by two Chinese partners. 
Construction of the two unit 250 MW, 
coal-fired station is proceeding on 
schedule. The first unit began 
commercial operation in February of 1999 
and the second unit is expected to go into 
commercial service in July of 1999. 
These units are expected to contribute to 
earnings in 1999. 

In addition, the Company has a 
50% investment in Yorkshire Electricity 
Group plc (Yorkshire), a United Kingdom 
(UK) distribution electric company. The 
investment was made in April 1997 and 
contributed $38.5 million to nonregulated, 
nonoperating income in 1998. In 
September 1998 certain residential and 
commercial customers in the UK could 
choose their electricity supplier marking 
the start of a transition to competition. 
Yorkshire serves approximately 2.2 
million customers. 

One disappointment we suffered in 
1998 WBS the withdrawal of a joint venture 
partner. In 1997 the Company 
announced a joint venture with Conoco, 
an energy subsidiary of DuPont. The 
venture was to provide energy 
management and financing for steam aad 
electric generation facilities for 
commercial and industrial customers. 
Conoco withdrew from the joint venture 
after its parent announced plans to sell 
Conoco. 

The past year also saw the 
expansion of AEP's domestic energy 
operations. On December 1, 1998, the 
Company purchased the midstream gas 
operations of Equitable Resources, Inc. 
for approximately $340 million including 
working capital funds. The midstream 
operations include a fully integrated 

natural gas gathering, processing, 
storage and transportation operation in 
Louisiana and a gas trading and. 
marketing operation in Houston, Texas. 
Assets include an intrastate pipeline 
system, four . natural gas processing 
plants plus a fifth plant under 
construction, one natural gas storage 
facility and an additional storage facility 
under construction. The gas trading 
operation included in this purchase was 
merged with AEP's existing gas trading 
organization which began operating in 
December 1997. This acquisition is 
expected to enhance AEP's gas trading 
operations by improving management's 
knowledge of the Henry Hub gas market. 

Traditionally a major marketer of 
electricity, AEP has recently become a 
major participant in the electricity trading 
market. Our electricity trading operation, 
which commenced in mid 1997, 
significantly expanded its trading volume 
in 1998. Electricity trading involves the 
trading of contracts for the future delivery 
or receipt of eledricity in both regulated 
and non-regulated cperations. It also 
involves the purchase and sale of 
options, swaps and other electricity 
derivative financial instruments. Open 
access transmission, the introduction of 
competition to the wholesale electricity 
market and the development of a trading 
market and settlement process have 
fostered the growth of electricity trading in 
the United States. The electricity trading 
market is a highly volatile market which 
requires enhanced credit and market risk 
management skills. Electricity trading 
requires little capital investment and profit 
margins are usually smaller than margins 
on traditional electricity sales. The 
Company's goal is to utilize its knowledge 
of energy markeis to trade electricity and 
gas to contribute to net income, thereby 
enhancing both customer and 
shareholder value 
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In December 1997 the Company 
and CSW agreed to merge. The merger 
is intended to expand AEP's geographic 
reach. The benefits of the merger include 
costs savings; improved prices and 
services; increased financial strength; 
greater diversity. in fuel, generation and 
service territory; and increased scale (the 
size of the Company which contributes to 
business success in a competitive 
market). At the 1998 annual meeting 
AEP shareholders approved the issuance 
of common shares to effect the merger 
and approved an increase in the number 
of authorized shares of AEP Common 
Stock from 300,000,000 to 600,000,000 
shares. CSW stockholders approved the 
merger at their May 1998 annual meeting. 
Approval of the merger has been 
requested from the Federal Energy 
Regulatory Commission (FERC), the 
Securities and Exchange Commission, 
the Nuclear Regulatory Commission 
(NRC) and all of CSWs state regulatory 
commissions: Arkansas, Louisiana, 
Oklahoma and Texzs. In the near future, 
AEP and CSW plan to make the final two 
filings associated with approval of the 
merger with the Federal Communications 
Commission and the Department of 
Justice. 

Regulatory approvals for the 
merger have been received from the 
Arkansas Public Service Commission 
(APSC) and the NRC. In December 1998 
the APSC approved a stipulated 
agreement related to a proposed merger 
regulatory plan submitted by the 
Company, CSW and CSWs Arkansas 
operating subsidiary, Southwestern 
Electric Poker Company. The regulatory 
plan, agreed to with the APSC staff, 
provides for a sharing of net merger 
savings through a $6 million rate 
reduction over 5 years following the 
completion of the merger. 
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The application to the NRC by 
CSWs operating subsidiary, Central 
Power and Light Company (CPL), 
requesting permission to transfer indirect 
control of the license from CSW to AEP 
for CPL's interest in the South Texas 
Project nuclear generating station was 
approved by the NRC in November 1998. 

In October 1998 the Oklahoma 
Corporation Commission (OCC) approved 
plans by AEP and CSW to submit an 
amended filing seeking approval of the 
proposed merger. The amended 
application is being made as a result of 
an Oklahoma administrative law judge's 
recommendation that the merger filing be 
dismissed without prejudice for lack of 
sufficient information regarding the 
potential impact of the merger on the 
retail electric market in Oklahoma. 
Submission of the amended application 
will reset Oklahoma's 90-day statutory 
time period for OCC action on the merger 
phase of the application. The filing of the 
amended application should not affect the 
timing of the merger closing. 

A settlement agreement between 
AEP, CSW and certain key parties to the 
Texas merger proceeding has been 
reached. The staff of the Public Utility 
Commission of Texas was not a signatory 
to the settlement agreement, which 
resolves all issues for the signatories. 
The settlement provides for, among other 
things, rate reductions totaling 
approximately $180 million over a six 
year period following completion of the 
merger to share net merger savings of 
$84 million and settle existing rate issues 
of $96 million Hearings are scheduled 
for April 1999. 



In July 1998 the FERC issued an 
order which confirmed that a 250 
megawatt firm contract path with the 
Ameren System is available. The 
contract path was obtained by AEP and 
CSW to meet the requirement of the 
Public Utility Holding Company Act of 
1935 that the two systems operate on an 
integrated and coordinated basis. 

In November 1998 the FERC 
issued an order establishing hearing 
procedures for the merger and scheduled 
the hearings to begin on June 1, 1999. 
The FERC order indicated that the review 
of the proposed merger will address the 
issues of competition, market power and 
customer protection and instructed the 
companies to refile an updated market 
power study. 

The proposed merger of CSW into 
AEP would result in common ownership 
of two UK regional electricity companies 
(RECs), Yorkshire and Seeboard, plc. 
AEP has a 50% ownership interest in 
Yorkshire and CSVL has a 100°/~ interest 
in Seeboard. Although the merger of 
CSW into AEP is not subject to approval 
by UK regulatory authorities, the common 
ownership of two UK RECs could be 
referred by the UK Secretary of State for 
Trade and Industry to the UK Monopolies 
and Mergers Commission for 
investigation. 

AEP has received a request from 
the staff of the Kentucky Public Service 
Commission (KPSC) to file an application 
seeking KPSC approval for the indirect 
change in control of Kentucky Power 
Company that will occur as a result of the 
proposed merger. Although AEP does 
not believe that the KPSC has the 
jurisdictional authority to approve the 
merger, management will prepare a 
merger application filing to be made with 
the KPSC, which is expected to be filed 
by April 15, 1999. Under the governing 
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statute the KPSC must act on the 
application within 60 days. Therefore this 
is not expected to impact the timing of the 
merger. 

The merger is conditioned upon, 
among other 'rhings, the approval of the 
above state and federal regulatory 
agencies. The transaction must satisfy 
many conditions, a number of which may 
not be waived by the parties, including 
the condition that the merger must be 
accounted for as a pooling of interests. 
The merger agreement will terminate on 
December 31, 1999 unless extended by 
either party as provided in the merger 
agreement. Although consummation of 
the merger is expected to occur in the 
fourth quarter of 1999, the Company is 
unable to predict the outcome or the 
timing of the required regulatory 
proceedings. 

Business Outlook 

The most significant factors 
affecting the Company's hture earnings 
are the ability to recover its costs as the 
domestic electric generating business 
becomes more competitive and the 
performance of the recently acquired 
energy investments and business 
ventures described above. The Company 
continues to evaluate domestic and 
international markets for investments to 
grow the business in the best interests of 
our shareholders, customers and 
employees. The performance of any 
future acquisitions, mergers and 
investments will also impact future 
earnings. 

The introduction of competition and 
customer choice for retail customers in 
the Company's domestic service territory 
has been slow and continues at a 
deliberate pace as legislators and 
regulatory officials recognize the 
complexity of the issues, Federal 
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legislation has been proposed to 
mandate competition and customer 
choice at the retail level. In February 
1999 the Virginia general assembly 
passed legislation, subject to the 
governor's signature, that would provide 
Virginia retail customers the ability to 
choose their electric supplier beginning in 
2002. The legislation provides for the 
recovery of "just and reasonable net 
stranded costs". Prior to January 1 I 2002 
the Virginia State Corporation 
Commission must establish rates that will 
be "capped" through as long as July 1, 
2007. Statement of Financial Accounting 
Standards (SFAS) 71 "Accounting for the 
Effects of Certain Types of Regulation," 
will no longer apply to the Company's 
Virginia retail jurisdiction once the 
"capped@ rates are established. When 
this occurs the application of SFAS 71 
will be discontinued for the Virginia retail 
jurisdiction portion of the generating 
business and net regulatory assets 
applicable to the Virginia generating 
business would have to be written off to 
the extent that they are not probable of 
recovery. Although management does 
not believe that the impact of the new 
legislation on regulatory assets would 
have a material adverse impact on results 
of operations, cash flows or financial 
condition, the amount of an impairment 
loss, if any, cannot be estimated with any 
certainty until the "capped" rates are 
determined (See requirements of ElTF 
97-4 discussed below). 

All of the other states within our 
service territory have initiatives to 
imp lernen t or review customer choice, 
although the timing is uncertain. The 
Company supports customer choice and 
deregulation of generation and is 
proactively involved in discussions at 
both . 'the' state and federal levels 
regarding the best competitive market 
structure and method to transition to a 
cornpztitive marketplace. 

7 
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As the pricing of generation in the 
electric energy market evolves from 
regulated cost-of-service ratemaking to 
market-based rates, many complex 
issues must be resolved, including the 
recovery of stranded costs. Stranded 
costs are those costs above market and 
potentially would not be recoverable in a 
competitive market. At the wholesale 
level recovery of stranded costs under 
certain conditions was addressed by the 
FERC when it established rules for open 
transmission access and competition in 
the wholesale markets. However, the 
issue of stranded cost is generally 
unresolved at the retail level where it is 
much larger than it is at the wholesale 
level. The amount of stranded costs the 
Company could experience depends on 
the timing and extent to which competition 
is introduced to its generation business 
and the future market prices of electricity. 
The recovery of stranded cost is 
dependent on the terms of future 
legislation and related regulatory 
proceedings. 

Under the provisions of SFAS 71 
regulatory assets (deferred expenses) 
and regulatory liabilities (deferred 
revenues) are included in the 
consolidated balance sheets of regulated 
utilities in accordance with regulatory 
actions in order to match expenses and 
revenues with cost-based rates. In order 
to maintain net regulatory assets on the 
balance sheet, SFAS 71 requires that 
rates charged to customers be cost- 
based and provide for the recovery of the 
deferred expenses over future accounting 
periods. In the event a portion of AEP's 
business no longer meets the 
requirements of SFAS 71, SFAS 101 
"Accounting for the Discontinuance of 
Application of Statement 71" requires that 
net regulatory assets be written off for 
that portion of the business. The 
provisions of SFAS 71 and SFAS 101 
never anticbated that dereaulation would 
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include an extended transition period or 
that it could provide for recovery of 
stranded costs during and after the 
transition period. In 1997 the Financial 
Accounting Standards Board's Emerging 
Issues Task Force (EITF) addressed 
such a situati.on with the consensus 
reached on issue 97-4 that requires the 
application of SFAS 71 to a segment of a 
regulated electric utility cease when that 
segment is subject to a legislatively 
approved plan for competition or an 
enabling rate order is issued containing 
sufficient detail for the utility to 
reasonably determine what the plan 
would entail. The EITF indicated that the 
cessation of application of SFAS 71 
would require that regulatory assets and 
impaired plant be written off unless they 
are recoverable in future rates. 

Although certain FERC orders 
provide for competition in the firm 
wholesale market, that market is a 
relatively small part of our business and 
most of our firm wholesale sales are still 
under cost-of-service contracts. As of 
December 31, 1998 AEP's generation 
business is cost-based regulated. The 
enactment of enabling legislation in 
Virginia to deregulate the generation 
business will cause a portion of the 
Company's generation business to 
become deregulated. This could 
ultimately result in adverse impacts on 
results of operations and cash flows 
depending on the market price of 
electricity and the ability of the Company 
to remver its stranded costs. We believe 
that enabling state legislation should 
provide for the recovery of any 
generation-related net regulatory assets 
and other reasonable stranded costs from 
impaired generating assets. However, if 
in the future AEP's generation business 
were to no longer be cost-based 
regulated and if it were not possible to 
demonstrate probability of recovery of 
resultant stranded costs including 

regulatory assets, results of operations, 
cash flows and financial condition would 
be adversely affected. - 

cost Containment and Process 
Improvements 

Efforts continue to reduce the costs 
of AEP's products and services in order 
to maintain competitiveness. The 
accounting department . completed its 
consolidation of operations and the 
marketing department completed its 
reorganization in 1998 producing 
significant cost reductions. In 1998 plans 
were announced to close one of the 
Company's coal mining operations in 
October 1999 and the Company reviewed 
its staffing levels for power generation 
and energy delivery and developed plans 
to reduce staff in 1999. The cost of staff 
reductions planned for 1999 was 
provided for in the fourth quarter of 1998. 
Although cost savings are expected to 
result from the power generation and 
energy delivery reorganizations and the 
planned mine closing, the Company 
continues to incur expenses related to 
investments in new business growth and 
development; marketing and customer 
services; and the reengineering and 
improvement of business processes. 

During 1998, AEP completed 
installation of a new unified customer 
service system which is designed to 
support customer requests for service, 
billings, accounts receivable, credit and 
collection functions. On January 1, 1999, 
the Company's new financial data base 
and PeopleSoft client server accounting 
and purchasing software became 
operational. The move to client sewer 
business soitware and related online data 
bases will empower AEP employees to 
maximize the benefits of their personal 
computers and bill position AEP to 
access the power of the Internet and 
other new technologies. 
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Fuel Costs 

i 

The management and control of 
coal costs is critical to AEP's competitive 
position. Approximately 90% of AEP's 
generation is coal fired and approximately 
13% of the 54 million tons of coal burned 
in 1998 were supplied by affiliated mines 
with- the remainder acquired under long- 
term contracts and purchases in the spot 
market. As long-term contracts expire we 
are negotiating with unaffiliated suppliers 
to lower coal costs. We intend to 
continue to prudently supplement our 
long-term coal supplies with spot market 
purchases when spot market prices are 
favorable. 

We have agreed in our Ohio 
jurisdiction to certain limitations on the 
current recovery of affiliated coal costs. 
At December 31 , 1998, the Company had 
deferred $1 06 million for future recovery 
under the agreements which established 
the limitation. See discussion in Note 2 
of the Notes -to Consolidated Financial 
Statements. Our analysis shows that we 
should be able to recover the Ohio 
jurisdictional portion of the costs of our 
affiliated mining operations including 
future mine closure costs before the 
expiration of the agreement in 2009. The 
Company has announced plans to close 
the Muskingum mine in 1999. A provision 
for Muskingum mine closing cost of $45 
million was recorded in 1998. 
Management intends to seek recovery of 
i ts non-Ohio jurisdictional portion of its 
investment in and the liabilities and 
closing costs of affiliated mines estimated 
at $100 million after tax. 

affected. In addition compliance with 
Phase II requirements of the Clean Air 
Act Amendments of 1990 (CAAA), which 
become effective in January 2000, could 
also cause the remaining mining 
operations to close. Unless the cost of 
any mine closure and the coal cost 
deferrals in the Ohio jurisdiction are 
recovered either in regulated rates or as 
a stranded cost under a plan to transition 
the generation business to competition, 
future earnings, cash flows and possibly 
financial condition would be adversely 
affected . 

costs for SDent Nuclear Fuel and 
Decommissioning 

AEP, as the owner of the Cook 
Nuclear Plant, like other nuclear power 
plants, has a significant future financial 
commitment to safely dispose of spent 
nuclear fuel (SNF) and decommission 
and decontaminate the plant. The 
Nuclear Waste Policy Act of 1982 
established federal resDonsibility for the 
permanen! M-site disposal of SNF and 
high-level radioactive waste. By law we 
participate in the Department of Energy's 
(DOE) SNF disposal program which is 
described in Note 4 of the Notes to 
Consolidated Financial Statements. 
Since 1983 we have collected $272 
million from customers for the disposal of 
nuclear fuel consumed at the Cook Plant. 
$1 15 million of these funds have been 
deposited in external trust funds to 
provide for the future disposal of spent 
nuclear fuel and $157 million has been 
remitted to the DOE. Under the 
provisions of the Nuclear Waste Policy 
Act, collections from customers are to 
provide the DOE with money to build a 
repository for spent fuel. However, in 
December 1996, the DOE notified AEP 
that it would be unable to begin accepting 
SRF by the January 1998 deadline 
requirei by law. 
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As a result of DOES failure to make 
sufficient progress toward a permanent 
repository or otherwise assume 
responsibility for SNF, AEP along with a 
number of unaffiliated utilities and states 
filed suit in the U.S. Court of Appeals for 
the District of Columbia Circuit 
requesting, among other things, that the 
court order DOE to meet its obligations 
under the law. The court ordered the 
parties to proceed with contractual 
remedies but declined to order DOE to 
begin accepting SNF for disposal. DOE 
estimates its planned site for the nuclear 
waste will not be ready until 2010. In 
June 1998, AEP filed a complaint in the 
U.S. Court of Federal Claims seeking 
damages in excess of $1 50 million due to 
the DOE'S partial material breach of its 
unconditional contractual deadline to 
begin disposing of SNF generated by the 
Cook Nuclear Plant. Similar lawsuits 
have been filed by other utilities. As long 
as the delay in the availability of a 
government approved storage repository 
for SNF continues, the cost of both 
temporary and permanent storage will 
increase. 

e- 

e 
The cost to decommission the Cook 

Plant is affected by both NRC regulations 
and the delayed SNF disposal program. 
Studies completed in 1997 estimate the 
cost to decommission the Cook Plant 
ranges from $700 million to $1 , 152 million 
in 1997 dollars. This estimate could 
escalate due to continued uncertainty in 
the SNF disposal program and the length 
of time that SNF may need to be stored at 
the plant site. External trust funds have 
been established with amounts collected 
from customers to decommission the 
plant. At December 31, 1998, the total 
decommissioning trust fund balance was 
$443 million which includes earnings on 
the trust investments. We will work with 
regulators and customers to recover the 
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However, AEP's future results of 
operations, cash flows and possibly its 
financial condition would be adversely 
affected if the cost of SNF disposal and 
decommissioning continues to increase 
and cannot be recovered. 

Cook Nuclear Plant Shutdown 

We shut down both units of the 
Cook Nuclear Plant in September 1997 
due to questions, which arose during a 
NRC architect engineer design 
inspection, regarding the operability of 
certain safety systems. The NRC issued 
a Confirmatory Action Letter in 
September 1997 requiring AEP to 
address the issues identified in the letter. 
We are working with the NRC to resolve 
the remaining open issue in the letter. 

In April 1998 the NRC notified I&M 
that it had convened a Restart Panel for 
Cook Plant. A list of required restart 
activities was provided by the NRC in 
July 1998 and in October the NRC 
expanded the list. In order to identify and 
resolve the issues necessary to restart 
the Cook units, AEP is and will be 
meeting with the Panel on a regular 
basis, until the units are returned to 
service. 

In January 1999 we announced that 
we will conduct additional engineering 
reviews at the Cook Plant that will delay 
restart of the units. Previously, the units 
were scheduled to return to service at the 
end of the first and second quarters of 
1999. The decision to delay restart 
resulted from internal assessments that 
indicated a need to conduct expanded 
system readiness reviews. A new restart 
schedule will be developed based on the 
results of the expanded reviews and 
should be available in June 1999. When 
maintenance and other activities required 
for restart are complete, AEP will seek 
concurrence from the NRC to return the 
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Cook Plant to service. Until these 
additional reviews are completed, 
management is unable to determine when 
the units will be returned to service. 
Unless the costs of the extended outage 
and restart efforts are recovered from 
customers, there would be a material 
advgrse effect on results of operations, 
cash flows and possibly financial 
condition. 

One of the steps AEP has taken 
toward expediting the restart of the Cook 
units is to augment its existing nuclear 
generation management and staff with 
personnel experienced in restarting 
unaffiliated companies' nuclear plants 
during NRC supervised extended 
outages. 

The incremental costs incurred in 
1997 and 1998 for restart of the Cook 
units were $6 million and $78 million, 
respectively, and recorded as operation 
and maintenance expense. Currently 
incremental restart expenses are 
approximately $1 2 million a month. 

In July 1998 AEP received an 
"adverse trend letter" from the NRC 
indicating that NRC senior managers 
determined that there had been a slow 
decline in performance at the Cook Plant 
during the 18 month period preceding the 
letter. The letter indicated that the NRC 
will closely monitor efforts to address 
issues at Cook Plant through additional 
inspection activities. In October 1998 the 
NRC issued AEP a Notice of Violation 
and proposed a $500,000 civil penalty for 
alleged violations at the Cook Plant 
discovered during five inspections 
conducted between August 1997 and 
April 1998. AEP paid the penalty. 

The cost of electricity supplied to 
certain retail customers rose due to the 
outage of the two units since higher cost 
coal-fired generation and coal based 
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purchased power were substituted for low 
cost nuclear generation. AEP's Indiana 
and Michigan retail jurisdictional fuel cost 
recovery mechanisms permit the 
recovery, subject to regulatory 
commission review and approval, of 
changes in fuel costs including the fuel 
component of purchased power in the 
Indiana jurisdiction and changes in 
replacement power in the Michigan 
jurisdiction. Under these fuel cost 
recovery mechanisms, retail rates contain 
a fuel cost adjustment factor that reflects 
estimated fuel costs for the period during 
wtrich the factor will be in effect subject to 
reconciliation to actual fuel costs in a 
future proceeding. When actual fuel 
costs exceed the estimated costs 
reflected in the billing factor a regulatory 
asset is recorded and revenues are 
accrued. Therefore, a regulatory asset 
has been recorded and revenues accrued 
in anticipation of the future reconciliation 
and billing under the fuel cost recovery 
mechanisms of the higher fuel costs to 
replace Cook energy during the extended cy 
outage. A! December 31, 1998, the 
regulatory asset was $65 million. 

The Indiana Utility Regulatory 
Commission approved, subject to future 
reconciliation or refund, agreements 
authorizing AEP, during the billing 
months of July 1998 through March 1999, 
to include in rates a fuel cost adjustment 
factor less than that requested by AEP. 
The agreements provide the parties to the 
proceedings with the opportunity to 
conduct discovery regarding certain 
issues that were raised in the 
proceedings, including :he 
appropriateness of the recovery of 
replacement energy cost due to the 
extended Cook Plant outage, in 
anticipation of resolving the issues in a 
future fuel cost adjustment proceeding. 
Management believes that i t  should be 
allowed to recover the deferred Cook*--, 
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recovery of the replacement costs is 
denied, future results of operations and 
cash flows would be adversely affected 
by the writeoff of the regulatory asset. 

Environmental Concerns and Issues 

We take great pride in our efforts to 
economically produce and deliver 
electricity while minimizing the impact on 
the environment. Over the years AEP 
has spent more than a billion dollars to 
equip its facilities with the latest cost 
effective clean air and water technologies 
arrd to research new technologies. We 
are also proud of our award winning 
efforts to reclaim our mining properties. 
We intend to continue in a leadership role 
fostering economically prudent efforts to 
protect and preserve the environment. 

By-products from the generation of 
electricity include materials such as ash, 
slag, sludge, low-level radioactive waste 
and SNF. Coal combustion by-products, 
which constitute the overwhelming 
percentage of these materials, are 
typically disposed of or treated in captive 
disposal facilities or are beneficially 
utilized. In addition, our generating 
plants and transmission and distribution 
facilities have used asbestos, 
polychlorinated biphenyls (PCBs) and 
other hazardous and nonhazardous 
materials. We are currently incurring 
costs to safely dispose of such 
substances. Additional costs could be 
incurred to comply with new laws and 
regulations if enacted. 

The Comprehensive Environmental 
Response, Compensation and Liability 
Act (Superfund) addresses clean-up of 
hazardous substances at disposal sites 
and authorized the United States 
Environmental Protection Agency 
(Federal EPA) to administer the clean-up 
programs. As of year-end 1998. we are 
involved in litigation with respect to three 

sites overseen by the Federal EPA and 
have been named by the Federal EPA as 
a potentially responsible party (PRP) for 
three other sites. There is one additional 
site for which AEP has received an 
information request which could lead to 
PRP designation. Our liability has been . 
resolved for a number of sites with no 
significant effect on results of operations. 
In those instances where we have been 
named a PRP or defendant, our disposal 
or recycling activity was in accordance 
with the then-applicable laws and 
regulations. Unfortunately, Superfund 
does not recognize compliance as a 
defense, but imposes strict liability on 
parties who fall within its broad statutory 
categories. 

While the potential liability for each 
Superfund site must be evaluated 
separately, several general statements 
can be made regarding our potential 
future liability. AEP's disposal of 
materials at a particular site is often 
unsubstantiated and the quantity of 
materials deposited a i  a site was small 
and often nonhazardous. Typically many 
parties are named as PRPs for each site 
and, although liability is joint and several, 
generally several of the parties are 
financially sound enterprises. Therefore, 
our present estimates do not anticipate 
material cleanup costs for identified sites 
for which we have been declared PRPs. 
However, if for reasons not currently 
identified significant cleanup costs are 
attributed in the future to AEP, results of 
operations, cash flows and possibly 
financial condition would be adversely 
affected unless the costs can be 
recovered from customers. 

In December 1998 the Company 
purchased gas assets from Equitable 
Resources. Inc. (Equitable). The 
purchase contract contains details of 
paniai indemnification by Equitable for 
certain environmental and soil and 
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ground water contamination cleanup 
liabilities which existed at the time of 
AEP's purchase. An outside consultant 
has estimated total environmental 
liabilities for the acquired entities to range 
from $10 million to $16 million. By 
contract the Company must seek 
indemnification by December 1 2000. 
The indemnification clause requires that 
AEP incur $3 million of cleanup liabilities 
before seeking reimbursement. Based 
upon the consultant's estimate, 
environmental liabilities resulting from the 
gas asset acquisition should not have a 
material impact on results of operations, 
cash flows or financial condition. 

In December 1998, the Company 
purchased CitiPower, an Australian 
distribution utility, from Entergy, an 
unaffiliated company. CitiPower operates 
under Australian environmental laws. 
Prior to the purchase, AEP hired an 
outside consultant, experienced in 
Australian environmental laws, to identify 
C i ti Power's exposure. The consultant's 
assessmeni identified sites with 
contaminated land, PCBs and storm 
water runoff. Cost of environmental 
remediation are estimated at $3.5 million 
by the consultant. Based upon this 
estimate, environmental costs from the 
acquisition of CitiPower are not expected 
to have a material impact on results of 
operations, cash flows or financial 
condition. 

Federal EPA is required by the 
CAAA to issue rules to implement the law. 
In 1996 Federal EPA issued final rules 
governing nitrogen oxides (NOx) 
emissions that must be met after January 
1, 2000 (Phase I1 of C A M ) .  The final 
rules will require subs!antial reductions in 
NOx emissions from certain types of 
boilers including those in AEP's power 
plants Tc comply with Phase II of CAAA. 
the Company pians to install NOx 

. .  
. .  
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emission control equipment on certain 
units and switch fuel at other units. Total 
capital costs to meet the requirements of 
Phase I I  of CAAA are estimated to be 
approximately $90 million of which $69 f.2 . _ _ *  _ . . _ .  

million has been incurred through 
December 31, 1998. 

On September 24, 1998, the 
administrator of Federal €PA signed final 
rules which require reductions in NOx 
emissions in 22 eastern states, including 
the states in which the Company's 
generating plants are located. The 
implementation of the final rules would be 
achieved through the revision of state 
implementation plans (SIPS) by 
September 1999. SlPs are a procedural 
method used by each state to comply with 
Federal €PA rules. The final rules 
anticipate the imposition of a NOx 
reduction on utility sources of 
approximately 85% below 1990 emission 
levels by the year 2003. On October 30, 
1998, a number of utilities, including the 
operating companies of the AEP System, 
filed petitio1 1s in the U.S. Court of Appeals ci 
for the District of Columbia Circuit 
seeking a review of the final rules. 

Should the states fail to adopt the 
required revisions to their SlPs within one 
year of the date the final rules were 
signed (September 24, 1999), Federal 
EPA has proposed to implement a federal 
plan to accomplish the NOx reductloris 
Federal EPA also proposed the approval 
of portions of petitions filed by eight 
northeastern states that would result in 
imposition of NOx emission reductions on 
utility and industrial sources in upwind 
midwestern states These reductions are 
Fubstantially the same as those required 
by the final NOx rules and could be 
adopted by Federal EPA in the event the 
states fail to implement SlPs in 
accordance %ith the final rules 



Preliminary estimates indicate that 
compliance costs could result in required 
capital expenditures of approximately 
$1.2 billion for the AEP System. 
Compliance costs cannot be estimated 
with certainty and the actual costs 
incurred to comply could be significantly 
different from 'this preliminary estimate 
depending upon the compliance 
alternatives selected to achieve 
reductions in NOx emissions. Unless 
such costs are recovered from customers, 
they would have a material adverse effect 
on results of operations, cash flows and 
possibly financial condition. 

At the Third Conference of the 
Parties to the United Nations Framework 
Convention on Climate Change held in 
Kyoto, Japan in December 1997 more 
than 160 countries, including the liilited 
States, negotiated a treaty requiring 
legally-binding reductions in emissions of 
greenhouse gases, chiefly carbon 
dioxide, which many scientists believe are 
contributing to global climate change. 
The treaty, which requires the advice and 
consent of the United States Senate for 
ratification, would require the United 
States to reduce greenhouse gas 
emissions seven percent below 1990 
levels in the years 2008-201 2. Although 
the United States has agreed to the treaty 
and signed it on November 12, 1998, 
President Clinton has indicated that he 
will not submit the treaty to the Senate for 
consideration until it contains 
requirements for "meaningful participation 
by key developing countries" and the 
rules, procedures, methodology and 
guidelines of the treaty's market-based 
policy instruments, joint implementation 
programs and compliance enforcement 
provisions have been negotiated. At the 
Fourth Conference of the Parties, held in 
Buenos Aires, .Argentina, in November 
1998, the parties agreed to a work plan to 
complete negotiations on outstanding 
issues with a view toward approving them 
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at the Sixth Conference of the Parties to 
be held in December 2000. We will 
continue to work with the Administration 
and Congress to monitor the development 
of public policy on this issue. 

If the Kyoto treaty is approved-by- 
Congress, the costs to comply with the 
emission reductions required by the 
treaty are expected to be substantial and 
would have a material adverse impact on 
results of operations, cash flows and 
possibly financial condition if not 
recovered from customers. 

Results of ODerations 
Net Income 

Net income increased 5% to $536 
million or $2.81 per share from $511 
million or $2.70 per share in 1997 
primarily due to the effect of a 1997 
extraordinary loss of $109 million. The 
extraordinary loss, recorded in 1997, was 
a result of the UK's one-time windfall tax 
which was based on a revision or 
recomputation of the origiczl privatization 
value of certain privatized utilities, 
including Yorkshire. In 1997 net income 
decreased 13% to $51 1 million primarily 
due to the extraordinary loss of $109 
million from the UKs one-time windfall 
tax. 

Income Before Extraordinary Item 

In 1998 income before the 
extraordinary loss, recorded in 1997, 
decreased 14% to $536 million or $2.81 
per share from $620 million or $3.28 per 
share in 1997. Several major items 
reduced 1998 earnings including the cost 
of restart activities during an extended 
outage at the Cook Nuclear Plant, a write- 
down of Yorkshire's investment in lonica, 
a UK telecommunications company, 
severance accruals for reductions in 
power generation and energy delivery 
staff and mild winter and fall weather. 
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AEP's 1997 income before the 
extraordinary loss increased 6% to $620 
million or $3.28 per share from $587 
million or $3.14 per share in 1996. The 
increase was primarily attributable to 
increased transmission service revenues, 
reduced preferred stock dividends due to 
a redemption program and an increase in 
nonoperating income from equity 
earnings, exclusive of the extraordinary 
loss, since the April 1997 investment in 
Yorkshire. 

Revenues Increase 

Operating revenues increased 8% 
in 1998 and were relatively unchanged in 
1997. Increased revenues from retail, 
wholesale and transmission service 
customers were the primary reasons for 
the increase in 1998. The slight increase 
in 1997 is primarily due to increased 
transmission service revenues. The 
changes in the components of revenues 
are as follows: 

jDollars I n  Mllllons) 1998 1997 

1- Increase (Decrease) 
From P r e v i o u s  Yea r 

AmOunt AmounL 

Resldentlal I 37.6 S(34.7) 
Commerclal 57 .O 1.8 
ln d u s t r l a l  90.1 18.2 
Other 3.8 0.4 

Retai 1 : 

188.5 3.8 (14.3) (0.3) 

Wholesale 206.8 2 5 . 9  6.1 0.8 

Transmission 68.0 61.7 33.3 43.2 

M i  scel1 aneous 2 . 8  4 . 8  5.5 10.9 

Total 3 4 6 6 . 1  7.9 $ 30.6 0.5 

Retail revenues increased 4% in 
1998 reflecting a 2% sales increase and 
higher fuel recoveries. The increase in 
retail fuel recoveries reflects higher cost 
coal fired generation and purchased 
power replacing power usually generated 
at the Cook Nuclear Plant. The Cook 
Plant has been unavailable since 
September 1997. Although residential 
sales were flat reflecting mild winter and 

fall weather in 1998, revenues from 
residential customers increased 2%. The 
accrual of revenues for the recovery of 
the Cook related increased fuel costs 
accounted for the increase in residential 
revenues. The rise in commercial 
revenues resulted from a 4% increase in 
sales reflecting increased usage and 
growth in the number of customers. 
Industrial revenues increased 6% 
reflecting a sales increase of 2% 
following the resumption of operations by 
a major industrial customer after an 
extended labor strike. Also contributing 
to the increase in industrial revenues 
were favorable contract price adjustments 
to certain major industrial customers and 
the pass-through of higher power costs 
during periods of peak demand. 

In 1997 retail revenues decreased 
slightly although retail sales rose one half 
of a percent. Residential revenues and 
sales each declined 2% reflecting mild 
weather. Sales to commercial customers 
increased slightly causing a small 
increase in commercial revenues. 
Industrial sales increased 2% accounting 
for the increase in industrial revenues. 
The increase in lower priced sales to 
industrial customers resulted from 
increased usage. 

The 26% increase in wholesale 
revenues in 1998 is attributable to 
trading of electricity with other utilities 
and power marketers in the Company's 
traditional marketing area and increased 
power marketing sales. Revenues from 
the traaing of electricity are recorded net 
of purchases. Regulated trading 
activities are conducted as part of AEP's 
electric power wholesale marketing and 
trading operations and involve the 
purchase and sale of substantial amounts 
of electricity. Power marketing sales are 
for the resale of power purchased from 
unaffiliated companies to other 
unaffiliated companies. Althouah 
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wholesale revenues rose, total wholesale 
sales declined due to a reduction in coal 
conversion service sales. These sales 
are for the generation of electricity from 
the purchaser's coal and as a result do 
not include fuel costs. Consequently, the 
drop in coal conversion service sales did 
not ha@ a significant effect on wholesale 
revenues. 

In 1997 wholesale revenues 
increased slightly primarily due to the 
commencement of trading activities in 
July 1997 and a significant increase in 
coal conversion service sales. Since the 
price of coal conversion service sales is 
for the generation of electricity from coal 
provided by the electricity purchaser and 
excludes fuel cost, a large change in coal 
conversion service sales has a small 
impact on revenues. 

The 62% increase in transmission 
service revenues in 1998 is attributable to 
a substantial rise in the quantity of energy 
transmitted for other entities over AEP's 
transmission lines. The increase in 1997 
of 43% in transmission service revenues 
was also due to an increase in the 
volume of other companies' electricity 
transmitted through AEP's transmission 
system. The issuance in 1996 of open 
transmission access rules by the FERC 
facilitated the 3rowth in transmission 
services. 

The level of wholesale transactions, 
including transmission services, tends to 
fluctuate due to the highly competitive 
nature of the short-term energy market 
and other factors, such as affiliated and 
unaffiliated generating plant availability, 
the weather and the economy. The 
FERC rules which introduced a greater 
degree of competition into the wholesale 

energy market have had a major effect on 
wholesale sales and increased 
transmission service revenues as more 
electricity is traded in the short-term 
(spot) market. The Company's sales and 
in turn its results of operations were 
impacted by (he quantities of energy and 
services sold to wholesale customers as 
well as the sale prices and cost of goods 
sold. Future results of operations will be 
affected by the quantity and price of both 
retail and wholesale transactions which 
often depend on factors the Company 
does not control including the level of 
competition, the weather and affiliated 
and unaffiliated power plant availability. 
However, we work to keep abreast of 
these factors and to take advantage of 
them whenever possible. 

Operatina ExDenses Increase 

Operating expenses increased 10% 
in 1998 and 1 O h  in 1997. Changes in the 
componerts of operating expenses were 
as follows: 

Increase (Oecrease) 
From Previous Year 

1997 
Amount p Amount I 

(Dollars i n  Miliionsl 1998 

Fuel $ 90.1 5.5 I 26.4 1.6 
Purchased Power 301.7 223.9 48.6 5 6 . 5  
Other Operatlgn 75.7 6.2 17.3 1 . 4  
H a i  ntenance 59.7 12.3 (19.6)(3.9) 
Depreciation a n a  

A m o r t i z a t i c n  ( 1 1 . 1 )  ( 1 . 3 )  ( 9 . 7 ) ( 1 . 6 )  
Taxes Other Than 

Federal Incorn? 
Taxes 2.3 5.6 (8.01(1.6) 

Taxes : 2 5 . ; ;  ' 7 . 3 ;  ( 0 . 9 ! ( 0 . 3 )  
Federa l  Income 

T O t d :  1 4 0 3  a i o . :  I 5 4 . :  1 . 1  

Fuel expense increased in 1998 
and 1997 primarily due to an increase in 
the average cost of fuel consumed 
reflecting the reduced availability of lower 
cost nuclear generation due to the 
unplanned shutdown of both of AEP's 
nuclear units which began in September 
1997 and continued throughout 1998. 
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The significant increases in 
purchased power expense in both 1998 
and 1997 were primarily due to 
purchases of electricity for resale to other 
utilities and power marketers and for 
replacement of energy usually generated 
at the Cook Plant. The increase in 
purchases made for resale to other 
entities reflects an expanding and 
evolving wholesale marketplace. 

Other operation expenses 
increased in 1998 due to the extended 
Cook Plant outage, power marketing and 
trading compensation and severance 
accruals for reductions in power 
generation and energy delivery staff. 

Maintenance experise increased in 
1998 largely due to expenditures to 
prepare the Cook Plant units for restart 
and to restore service interrupted by two 
severe snowstorms. 

The decreasein federal income tax 
expense attributable to operations in 
1998 was primarily due to a decrease in 
pre-tax operating income. 

Nonoperatina Income 

The significant decline in 
nonoperating income in 1998 was due to 
losses from non-regulated energy trading 
activity and the write-down of Yorkshire's 
investment in lonica ($30 million). The 
trading of gas and electricity outside of 
AEP's traditional marketing area is 
marked-to-market and recorded in 
nonoperating income. 

33% to 31 % effective April 1 1997. The 
utilization of foreign tax credits also 
contributed to the increase in 
nonoperating income. 

Interest Charges and Preferred Stock 
Dividend Requirements 

111 1997 interest charges on both 
long-term and short-term debt increased 
reflecting additional borrowing primarily to 
fund the Company's investment in non- 
regulated operations including the 
investment in Yorkshire. Preferred stock 
dividend requirements of the subsidiaries 
decreased in 1997 due to the 
reacquisition of over 4 million shares of 
cumulative preferred stock. 

Financial Condition 

AEP's financial condition continues 
to be strong. The 1998 payout ratio was 
85.4%. It has been a management 
objective to reduce the payout ratio 
through efforts to increase earnings in 
order to enhanze AEP's ability to invest in 
new energy based businesses that can 
leverage our core competencies and 
improve shareholder value. AEP's three- 
year total shareholder return ranked 14th 
among the companies in the S&P Electric 
Utility Index. While this placed us just 
beiow the midpoint, it has been and 
continues to be management's goal to be 
in the top quartile of the S&P Electric 
Utility Index for three-year total 
shareholder return. 

The':;*increase in nonoperating 
income in 1997 was mainly due to income 
from the Company's share of earnings 
from its April 1997 investment in 
Yorkshire. The $34 million of equity in 
Yorkshire earnings included $1 0 million 
of tax benefits related to a reduction of 
the UK corporate income tax rate from 
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CaDital Investments 

The total consideration paid by AEP 
to acquire CitiPower was approximately 
$1.1 billion which was financed by the 
issuance of debt in Australia and an 
equity investment by AEP Resources, Inc. 
(AEPF;:. The >urchase, for approximately 
$340 nillicn, of domestic gas assets in 
LoujsianT I * ' - -  f ~ ~ n r i a r i  with nart of the 

A [ [ ~ I C ~ I I I I C I I [  I 
Page 20-1 of 3 j 7  

KPSC Casc _ _  No. 99- 149 
1 c (1st Scr) 

Ordcr Da(ed April 22, 1999 
ltcrri Nn ? 



.- 
e 

proceeds from an issuance of $400 
million of 6-112% senior notes by AEPR. 
For more information see Note 6 of the 
Notes to Consolidated Financial 
Statements. Also AEP's 70% interest in 
the construction of two 125 MW units in 
China required approximately $61 million 
of investment during 1998. 

Consol idated construct ion 
expenditures for all subsidiaries are 
expected to be $2.4 billion over the next 
three years. All expenditures for 
domestic electric utility construction, 
estimated to be $2.2 billion for the next 
three years, are expected to be financed 
with internally generated funds. 

CaDital Resources - Structure and 
liquidity 

AEP's ratio of common equity to 
total capitalization including amounts due 
within one year was 40.3% for 1998, 
compared with 45.5% for 1997 and 45.3% 
fGr 1996. The decline in 1998 reflects 
borrowing to support the acquisitions 
which were completed in December. 

The Company and its subsidiaries 
issued $1.9 billion principal amount of 
long-term obligations in 1998 at interest 
rates ranging from 5% to 10.53%. The 
Company also increased its borrowing 
under a long-term revolving credit 
agreement which expires in June 2000 by 
$270 million. The principal amount of 
long-term debt retirements, including 
maturities, totaled $563 million with 
interest rates ranging from 2.85% to 
9.60%. The operating subsidiaries senior 
secured debufirst mortgage bond ratings 
are listed in the following table: 

C o m a n y  l 400dV 'S  - F i t c h  - 0 A P 
A P C o  A 3  A A A 
C S P C O  A 3  A -  A -  A 
! SH S a a l  A -  8 8 8 -  EBB+ 
i ? C o  a a a :  A E B B +  9 3 5 -  
C?CC A 3  " .  A .  

18 
195 

The operating subsidiaries 
generally issue short-term debt to provide 
for interim financing of capital 
expenditures that .. .exceed .internally 
generated .'funds. They periodically 
reduce their outstanding short-term debt 
through issuances of long-term debt and 
additional capital contributions by- the 
parent company. The companies formed 
to pursue non-regulated businesses use 
short-term debt (through a revolving 
credit facility) which is replaced with long- 
term debt when financial market 
conditions are favorable and capital 
contributions by the parent company. 
They also assume outstanding debt as 
part of the acquisition of existing business 
entities. Short-term debt increased $62 
million from the prior year-end balance 
and increased by $235 million in 1997. 
At December 31 , 1998, AEP Co., Inc. (the 
parent company) and its subsidiaries had 
unused short-term lines of credit of $763 
million, and several of AEP's subsidiaries 
engaged in non-regulated energy 
investments and businesses had 
available $66 million tinder a $600 million 
revolving credit agreement which expires 
in June 2000. The sources of funds 
available to AEP are dividends from its 
subsidiaries, short-term and long-term 
borrowings and proceeds from the 
issuance of common stock. AEP issued 
1,826,000 shares of common stock in 
1998, 1,755,000 shares in 1997 and 
1,600,000 shares in 1996 through a 
Dividend Reinvestment and Direct Stock 
Purchase Plan and the Employee 
Savings Plan raising $86 million, $77 
million and $65 million, respectively. 
Additional sales of common stock andlor 
equity linked securities may be necessary 
in the future to support the Company's 
growth. 



order to issue mortgage bonds (without 
refunding existing debt), each subsidiary 
must have pre-tax earnings equal to at 
least two times the annual interest 
charges on mortgage bonds after giving 
effect to the issuance of the new debt. 

The following debt coverages of 
AEP's principal domestic electric 
operating utility subsidiaries remained 
strong in 1998: 

C o v e r a g e s  a t  - 
M o r t Q a q g  

APCo 
CSPCO 
ILM 
KPCO 
OPCo 

3.88 
6.36 
6.39 
4.40 
13.43 

As the above table indicates, the 
major domestic electric operating utility 
subsidiaries presently exceed the 
minimum coverage requirements. 

Market Risks 
. ,. . 

The Company as a major power 
producer and a trader of wholesale 
electricity and natural gas has certain 
market risks inherent in its business 
activities. The trading of electricity and 
natural gas and related financial 
derivative instruments exposes the 
Company to market risk. Market risk 
represents the risk of loss that may 
impact the Company due to adverse 
changes in commodity market prices and 
rates. in 1998 the Company substantially 
increased the volume of its wholesale 
electricity and natural gas marketing and 
trading activifie's. Various policies and 
procedures' 'have been established to 
manage market risk exposures including 
the use of a risk measurement model 
utilizing Value at Risk (VaR). Throughout 
the year ending December 31, 1998, the 
highest, lowest and average quarterly 
VaR in the wholesale trading portfolio 
was less than $11 million at a 95% 
confidence level with a hotding period of 

three business days. The Company used 
the variancecovariance method for 
calculating VaR based on three months of 
daily prices. Based on this VaR analysis, 
at December 31, 1998 a near term 
change in commodity prices is not 
expected to have a material effect on the 
Company's results of operations, cash 
flows or financial condition. At December 
31, 1997, the exposure for financial 
derivatives in electricity and natural gas 
marketing activities were not material to 
the Company's consolidated results of 
operations, financial position or cash 
flows. 

Investments in foreign ventures 
expose the Company to risk of foreign 
currency fluctuations. The Company's 
exposure to changes in foreign currency 
exchange rates related to these foreign 
ventures and investments is not expected 
to be significant for the foreseeable future 
since these foreign investments are 
considered long-term and not expected to 
be liquidated in the near-term. The 
Company does not presently utilize 
derivatives to manage its exposures to 
foreign currency exchange rate 
movements. 

The Company is exposed to 
changes in interest rates primarily due to 
short- and long-term borrowings to fund 
its business operations. The debt 
portfolio has both fixed and variable 
interest rates, terms from one day to forty 
years and an average duration of five 
years at December 31, 1998. 

The Company measures interest 
rate market risk exposure utilizing a VaR 
model. The model is based on the Monte 
Carlo method of simulated price 
movements with a 95% confidence level 
and a one year holding perkd. The 
volatilities and correlations were based 
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attributable to the Company's exposure to 
interest rates, primarily related to long- 
term debt with fixed interest rates, was 
$589 million at December 31, 1998 and 
$501 million at December 31, 1997. The 
Company would not expect to liquidate its 
entire debt portfolio in a one year holding 
period. .merefore, a near term change in 
interest rates should not materially affect 
results of operations or the consolidated 
financial position of the Company. The 
Company is currently utilizing interest 
rate swaps to manage its exposure to 
interest rate fluctuations in Australia. 

The Company has investments in 
debt and equity securities which are held 
in nuclear trust funds. Approximately 
85% of the trust fund value is invested in 
tax exempt and taxable bonds, short-term 
debt instruments or cash. The trust 
investments and their fair value are 
discussed in Note 11 of the Notes to 
Consolidated Financial Statements. 
Instruments in the trust funds have not 
been included in the market risk 
calculation for interest rates as these 
instruments are marked-to-market and 
changes in market value are reflected in 
a corresponding decommissioning 
liability. Any differences between the 
trust fund assets and the ultimate liability 
should be recoverable from ratepayers. 

Inflation affects AEP's cost of 
replacing utility plant and the cost of 
operating and maintaining its plant. The 
rate-making process limits our recovery to 
the historical cost of assets resulting in 
economic losses when the effects of 
inflation are not recovered from 
customers on a timely basis. However, 
economic gains that result from the 
repayment of long-term debt with inflated 
dollars partly offset such losses. 
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Qther Mat ters 
Year 300 0 Read iness Disclosure 

On or about midnight on December 
31, 1999, digital computing systems may 
begin to produce erroneous results or fail, 
unless these systems are modified or 
replaced, because such systems may be 
program,ned incorrectly and interpret the 
date of January 1,2000 as being January 
1st of the year 1900 or another incorrect 
date. In addition, certain systems may 
fail to detect that the year 2000 is a leap 
year. Problems can also arise earlier 
than January 1, 2000, as dates in the 
next millennium are entered into 
non-Year 2000 ready programs. 

Readiness Program - Internally, the 
Company is modifying or replacing its 
computer hardware and software 
programs to minimize Year 2000-related 
failures and repair such failures if they 
occur. This includes both information 
technology systems (IT), which are 
mainframe and client server applications, 
and embedded losis systems (non-IT), 
such as process controls for energy 
production and delivery. Externally, the 
problem is being addressed with entities 
that interact with the Company, including 
suppliers, customers, creditors, financial 
service organizations and other parties 
essential to the Company's operations. 
In the course of the external evaluation, 
the Company has sought written 
assurances from third parties regarding 
their state of Year 2000 readiness. 

Another issue we are addressing is 
the impact of electric power grid problems 
that may occur outside of our 
transmission system. AEP, along with 
other Aectric utilities in North America, 
regularly submits information to the North 
American Electric Reliability Council 
(NERC) as part of NERC's Year 2000 
readiness program. NERC then publicly 
reports summary information to the U.S. 
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Department of Energy (DOE) regarding 
the Year 2000 readiness of electric 
utilities. In 1999 AEP plans to participate 
in two NERC-sponsored coordinated 
electric industry Year 2000 readiness 
drills. 

The second NERC report, dated 
January 11 , 1999 and entitled: PreDarinq 
the Eles3uc Power Svsfems of North 
American for Tra nsition to the Y ear 2000 

Status ReDort a nd Work Plan. Fourth 
Quarter 1998, states that: "With more 
than 44% of mission critical components 
tested through November 30, 1998, 
findings continue to indicate that 
transition through critical Year 2000 
(Y2K) rollover dates is expected to have 
minimal impact on electric system 
operations in North America." The 
Company continues to set a target date of 
June 30, 1999 for having all mission 
critical and high priority systems and 
components Y2K ready. 

- 

Through the- Electric Power 
Research Institiite, an electric industry- 

wide effort has been established to deal 
with Year 2000 problems affecting 
embedded systems. Under this effort, 
participating utilities, including AEP, are 
working together to assess specific 
vendors' system problems and test plans. 

The state regulatory commissions 
in the Company's service territory are 
also reviewing the Year 2000 readiness 
of the Company. 

Company's State of Readiness - 
Work has been prioritized in accordance 
with business risk. The highest priority 
has been assigned to activities that 
potentially affect safety, the physical 
generation and delivery of energy and 
communications; followed by back office 
activities such as customer service/billing, 
regulatory reporting, internal reporting 
and administrative activities (e.9. payroll, 
procurement, accounts payable); and 
finally, those activities that would cause 
inconvenience or productivity loss in 
normal business operations. 

The following chart shows our progress toward becoming ready for the Year 2000 
as of December 31, 1998: 

I T  SYSTEMS NON-IT SYSTEMS 
COMPLETION COMPLETION 
D A T E / E S T I M A T E D  P E R C E N T  O A T E / E S T I M A T E O  P E R C E N T  

Y E A R  2000 PROJECT PHASES COMPLETION O A T E  COMPLETE COMPLETlON O A T E  COMPLETE 

Launch: I n i t l a t l o n  o f  t h e  Year 2000 2 / 2 4 /  1998 l o o %  
a c t l v i t l e s  u i t h l n  t h e  o r g a n l z a t i o n .  
E s t a b l i s h m e n t  o f  o r g a n l z a t l o n a l  s t r u c t u r e ,  
p e r s o n n e l  ass ignmen ts  and budget  f o r  t h e  
workg roup .  Con t lnuous  management u p d a t e  
and awareness program.  

I n v e n t o r y  and Assessment:  I d e n t i f y f n g  a l l  7 /31/1998 ! C C Z  

Company computer  systems t h a t  c o u l d  be  
a f f e c t e d  by t h e  m l l l e n n i u m  change. P r l o r l t i z e  
r e p a l r  e f f o r t s  based upon c r l t i c a l i t y  t o  
ma 1 n t a i n) ng. bnQo i n g o p e r a  t i on s . 
R e m e d l a t i o n / T e s t l n g :  The p r o c e s s  o f  m o d l f y l n g ,  6 /30 /1999 M a  1 n f r  ame 
r e o l a c l n g  o r  r e t l r l n g  t h o s e  m l s s l o n  c r l t l c a l  
and h l g h  p r i o r i t y  d l g i t a l - b a s e d  systems w i t h  
prob lems  p r o c e s s i n g  d a t e s  p a s t  t h e  Year 2 0 0 0 .  
T e s t l n g  t h e s e  systems t o  ensure  t h a t  a f t e r  
m o d l f i c a t l o n s  have been implemented c o r r e c t  131, 
d a t e  p r o c e s s i n g  o c c u r s  and f g l !  f u n c t i o n a l i t y  
has Seen r n a l n t d l n e d .  

- . , .  . . .  

7 0 %  

C l i e n t  
S e r v e r :  

I98 
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5/31 /1998 100% 

2/15 /1999 99% 

6 /30 /1999  3 7 %  
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The above chart does not reflect 
progress of recently acquired midstream 
gas operations and CitiPower. The 
mission m'tical systems for the midstream 
gas operations are expected to be ready 
by June 30, 1999 and the mission critical 
systems for CitiPower are expected to be 
ready by October 1 , 1999. 

Costs to Address the Company's 
Year 2000 Issues - Through December 
31, 1998, the Company has spent $21 
million on the Year 2000 project and 
estimates spending an additional $35 
million to $47 million to achieve Year 
2000 readiness. Most Year 2000 costs 
are for software, IT consultants and 
salaries and are expensed; however, in 
certain cases the Company has acquired 
hardware that was capitalized. The 
Company intends tc fund these 
expenditures through internal sources. 
Although significant, the cost of becoming 
Year 2000 compliant is not expected to 
have a material impact on the Company's 
results of operations, cash flows or 
financial cmditior,. 

Risks of the Company's Year 2000 
Issues - The applications posing the 
greatest business risk to the Company's 
operations should they experience Y2K 
problems are: 

Automated power generation, 
transmission and distribution systems 

Telecommunications systems 
Energy trading systems 

* Time-in-use, demand and remote 
metering systems for commercial and 
industria I customers 

Work management and billing 
systems. 

The potential problems related to 
erroneous processing by, or failure of, 
these systems are: 

* Power service interruptions to 
customers 

Interrupted revenue data gathering 
and collection 

Poor customer relations resulting from 
delayed billing and settlement. 

CitiPower operates under a legal 
and regulatory regime which may expose 
it to customer claims, that may differ from 
claims under the US legal and regulatory 
regime, for service interruptions andlor 
power quality problems resulting from 
Y2K problems. 

In addition, although as discussed 
the Company is monitoring its 
relationships with third parties, such as 
suppliers, customers and other electric 
utilities, these third parties nonetheless 
represent a risk that cannot be assessed 
with precision or controlled with certainty. 

Due to the complexity of the 
problem and the interdependent nature of 
computer systems, if our corrective 
actions, and/or the actions of others not 
affiliated with AEP, fail for critical 
applications, Year 2000-related issues 
may materially adversely affect AEP. 

Company's Contingency Plans - To 
address possible failures of electric 
generation and delivery of electrical 
energy due to Year 2000 related failures, 
we have established a draft Year 2000 
contingency plan and submitted it to the 
East Central Area Reliability Council 
(ECAR) in December 1998 as part of 
NERC's review of regional and individual 
electric utility contingency plans in 1999. 
NERC's target date is June 1999 for the 
completion of this contingency plan. In 
addition, the Company intends to 
establish contingency plans for its 
business units to address alternatives if 
Year 2000 related failures occur. AEP's 
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contingency plans will be developed by 
the end of 1999. AEP's plans build upon 
the disaster recovery, system restoration, 
and contingency planning that we have 
had in place. 

New Acto- 

In I997 the FASB issued SFAS 130 
"Reporting Comprehensive Income" and 
SFAS No. 131 "Disclosures About 
Segments of an Enterprise and Related 
Information." SFAS 130 establishes the 
standards for reporting and displaying 
components of "comprehensive income," 
which is the total of net income and all 
transactions not included in net income 
affecting equity except those with 
shareholders. The Company adopted 
SFAS 130 in the first quarter of 1998. 
For 1998 there were no material 
differences between net income and 
comprehensive income. 

SFAS 131 initiates reporting 
standards for annual and interim financial 
statements about operating segments of 
a business for which separate financial 
information is available and regularly 
evaluated by the chief operating decision 
maker in allocating resources and 
reviewing performance. Information 
about products and services and 
geographic areas is to be reported at an 
enterprise-level instead of by segment. 
SFAS 131 was required to be adopted by 
the Company for the year ended 
December 31, 1998 with restatement of 
prior period com para t i ve inform at i on. 
Adoption of SFAS 131 did not have any 
effect on results of operations, cash flows 
or financial condition. 

In the first quarter of 1998 the 
Company adopted the American Institute 
of Certified Public Accountants' (AICPA) 
Statement of Position (SOP) 98-1, 
"Accounting for the Costs of Computer 
Software Developed or Obtained for 

Internal Use". The SOP requires the 
capitalization and amortization of certain 
costs of acquiring or developing internal 
use computer software. Previously the 

acquisition and development costs. The 
SOP had to be adopted at the beginning 
of a fiscal'year with no restatement or 
retroactive adjustment of prior periods. 
The adoption of the SOP effective 
January 1, 1998 did not have a material 
effect on results of operations, cash flows 
or financial condition. 

?;% 
Company expensed all software $29 

In February 1998, the FASB issued 
SFAS 132 "Employers' Disclosure about 
Pensions and Other Postretirement 
Benefits" which revised employers' 
disclosures about pensions and other 
postretirement benefit plans and 
suggested that the disclosure be 
combined. It did not change the 
measuremsnt or recognition requirements 
for postretirement benefit accounting. 
The adoption of SFAS 132 did not have a 
material effect on results of operations, 
cash flows or financial condition. Prior 
periods were restated to comply with 
SFAS 132 presentation requirements. 

ElTF 98-1 0 "Accounting for 
Contracts Involved in Energy Trading and 
Risk Management Activities" was issued 
in November 1998 to address the 
application of mark-to-market accounting 
for energy trading contracts. Under the 
provisions of this standard, which must be 
adopted by the Company in January 
1999, energy trading contracts can no 
longer be accounted for on a settlement 
basis. Instead they are to be marked-to- 
market. Initial adoption of ElTF 98-10 is 
not expected to have a significant impact 
on results of operations, cash flows or 
financial condition. 

The FASB issued SFAS 133 
"Accounting for Derivative Instruments 
and Hedging Activities" in June 1998. 
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SFAS 133 establishes accounting and 
reporting standards for derivative 
instruments. It requires that all 
derivatives be recognized as either an 
asset or a liability and measured at fair 
value in the financial statements. If 
certain conditions are met a derivative 
may be designated as a hedge of 
possible changes in fair value of an 
asset, liability or firm commitment; 
variable cash flows of forecasted 
transactions; or foreign currency 
exposure. The accountinglreporting for 
changes in a derivative's fair value (gains 
and losses) depend on the intended use 
and resulting designation of the 
derivative. Management is currently 
studying the provisions of SFAS 133 to 
determine the impact of its adoption on 
January 1, 2000 on results of operations, 
cash flows and financial condition. 

In April 1998 the AICPA issued 
SOP 98-5 "Reporting on the Costs of 
Start-up Activities". The SOP clarifies the 
accounting and reporiing for one time 
start-up activities and organization costs, 
requiring that they be expensed as 
incurred. The adoption of this standard in 
January 1999 is not expected to have a 
material effect on results of operations, 
cash flows or financial condition. 

Litiaation 

CorDorate Owned Life Insurance 

The Internal Revenue Service (IRS) 
agents auditing the AEP System's 
consolidated federal income tax returns 
requested a ruling from their National 
Office that certain interest deductions 
claimed by the Company relating to 
AEP's corporate Gwned life insurance 
(COLI) program should not be allowed. 
As a result of a suit filed by AEP in United 
States District Court (discussed below) 
this request for ruling was withdrawn by 
the IRS agents, Adjustments have been 

or will be proposed by the IRS disallowing 
COLI interest deductions for taxable 
years 1991-96. A disallowance of the 
COLI interest deductions through 
December 31, 1998 would reduce 
earnings by approximately $316 million 
(including' interest). The Company has 
made no provision for any possible 
adverse earnings impact from this matter. 

In 1998 the Company made 
payments of taxes and interest 
attributable to COLI interest deductions 
for taxable years 1991-97 to avoid the 
potential assessment by the IRS of any 
additional above market rate interest on 
the contested amount. The payments to 
the IRS are included on the balance 
sheet in other property and investments 
pending the resolution of this matter. The 
Company will seek refund, either 
administratively or through litigation, of all 
amounts paid plus interest. In order to 
resolve this issue without further delay, 
on March 24, 1998, the Company filed 
suit against the United States in the 
United States District Court for the 
Southern District of Ohio. Management 
believes that it has a meritorious position 
and will vigorously pursue this lawsuit. In 
the event the resolution of this matter is 
unfavorable, it will have a material 
adverse impact on results of operations, 
cash flows and possibly financial 
condition. 

AEP is  involved in a number of 
other legal proceedings and claims. 
While we are unable to predict the 
outcome of such litigation, it is not 
expected that the ultimate resolution of 
these matters will have a material 
adverse effect on the results of 
operations, cash flows and/or financial 
condition. 
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AMXRICAN ELECTRIC POWER COMPANY, I N C .  AND SUBSIDIhRY CCIMPANIES 

( i n  thousands - except per share amounts) 
I Y e a r  E n d e d  D e c e  m b e r  31 .  

8. CONSOLIDATED STATEMENTS OF I N C M  0 
O P E R A T I N G  R E V E N U E S  

O P E R A T I N G  E X P E N S E S :  
F u e l  
P u r c h a s e d  P o w e r  
O t h e r  O p e r a t i o n  
M a i n t e n a n c e  
D e p r e c i a t i o n  a n d  A m o r t i z a t i o n  
T a x e s  O t h e r  Than F e d e r a l  I n c o m e  T a x e s  
F e d e r a l  I n c o m e  T a x e s  

T O T A L  O P E R A T I N G  E X P E N S E S  

O P E R A T I N G  I N C O M E  

N O N O P E R A T I N G  I N C O M E  ( n e t )  

INCOME B E F O R E  I N T E R E S T  CHARGES AND 
PREFERRED D I V I D E N D S  

I N T E R E S T  CHARGES 

PREFERRED STOCK D I V I D E N D  R E Q U I R E M E N T S  

INCOME B E F O R E  E X T R A O R D I N A R Y  I T E M  
OF S U B S I D I A R I E S  

E X T R A O R O I N A R Y  L O S S  - U K  W I N D F A L L  T A X  

NET INCOME 

AVERAGE NUMBER OF S H A R E S  O U T S T A N D I N G  

E A R N I N G S  PER S H A R E :  
B e f o r e  E x t r a o r d i n a r y  I t e m  
E x t r a o r d i n a r y  L o s s  
N e t  I n c o m e  

CASH DIVIDENDS P A I D  PER SHARE 

1998. 
$6.345.902.  

1 , 7 1 7 , 1 7 7  
436 ,388  

1 , 3 0 3 , 0 8 4  
542 ,935  
579 ,997  
493 ,386  

316.2Q1 
LiA2A.B 

956 ,734  

9 . 4 6 3  

966 ,197  

419 ,088  

10.926 
536 ,183  
-- 
4 536.183 

1 9 0 . 7  7 4  

52 .81  
- 
52.81 

$2.40 

leez 

S5.879.83Q 

1 , 6 2 7 , 0 6 6  
1 3 4 , 7 1 8  

1 , 2 2 7 . 3 6 8  
483 ,268  
5 9 1 , 0 7 1  
490 ,595  
341 .m 

4.895.3& 

984 ,454  

59 .577  

1 , 0 4 4 , 0 2 6  

405 ,815  

17,831 
620 ,380  

( i J 9 . 4 1 2 )  

i%.-xua 
189.039 

53 .28  
1 0 . 5 8 )  
d2.7Q 

s2.40 

1996 
$5 . a49  .?34 

1 ,600 ,659  
8 6 , 0 9 5  

1 ,210 .027  
502,841 
600 ,851  
498,567 
342.227 

4 .841  2 6 7  

1 , 0 0 7 , 9 7 2  

2 . 2 1 2  

1 ,010 .184  

381.328 

4 1 . 4 2  
587,43! (T/ 

$ 587.430 

187.321 

$3 .14  

g3.14 

s2.40 

CONSOLIDATED STATEMENTS OF RETAINED EARNINGS 
(in thousands) 

R E T A I N E D  E A R N I N G S  J A N U A R Y  1 
N E T  I N C O M E  
DEDUCTIONS: 

Casn a i v i d e n d s  D e c l a r e d  
Oth3r  

q E T A I N E 3  E A R N I N G S  DECEMBER 3 1  

S e e  :d:~e: t o  C o n s o l i d a t e d  F i n a n c i a l  S ta tements  

25 

Year Ended D e c e m b e r  3 1 .  
lpes Lp91 1996 

$ 1 , 6 0 5 , 0 1 7  $ 1 , 5 4 7 , 7 4 6  $ 1 , 4 0 9 , 6 4 5  
587,430 5 3 6 , 1 8 3  5 1 0 , 9 6 1  

4 5 7 , 6 3 8  453 ,453  449,353 
237 ( 2 4 )  1 

51.683.561 $1 .605 .017  6 1 . 5 4 7 . ? d <  - 
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AMERICAN E L E C T R I C  POWER COMPANY, I N C .  A N D  S U B S I D I A R Y  COMPANIES 
CONSOLIDATED BALANCE SHEETS 
( A n  thousands - except s h a r e  d a t a )  

December 3 1 .  
1p98 Leez 

ELECTRIC UTILITY PLANT: 
P r o d u c t i o n  b' 9 , 5 9 1 , 2 1 1  s 9 , 4 9 3 , m  
Transmiss ion  3 ,570 ,717  3,501,580 
D i s t r i b u t i o n  4 ,779 ,772  4 ,654 ,234  

1 , 6 4 1 , 6 7 6  1 , 6 0 4 , 6 7 1  General ( i n c l u d i n g  m i n i n g  a s s e t s  and n u c l e a r  f u e l )  
347 .847 

19 ,596 ,485  
Accumulated D e p r e c i a t i o n  and A m o r t i z a t i o n  8.416.397 7 .963 .63  6 

NET ELECTRIC UTILITY PLANT 11.729.87Q 637 -849  

C o n s t r u c t i o n  Work i n  P rog ress  562.891 
T o t a l  E l e c t r i c  U t i l i t y  P l a n t  20 ,146 ,267  

OTHER PLANT 8 4 1 . 4 5 1  62.213 

2.515.103 1.794.291 OTHER PROPERTY AND INVESTMENTS 

C U R R E N T  ASSETS: 
Cash and Cash E q u i v a l e n t s  
AccGunts Rece ivab le :  

Customers 
M i  s c e l l  aneous 
A1 lowance f o r  U n c o l l  e c t i  bl e Accounts 

Fuel  - a t  average c o s t  
M a t e r i a l s  and S u p p l i e s  - a t  average c o s t  
Accrued U t i l i t y  Revenues 
Energy M a r k e t i n g  and T r a d i n g  C o n t r a c t s  
Prepayments and Othe r  

TOTAL CURRENT A S S E T S  

REGULATORY A S S E T S  

D E F E R R E D  C H A R G E S  

T O T A L  

See l v o t e s  t o  Consol i d a t e d  F i n a n c i a l  S ta tements .  
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1 7 2 , 9 8 5  

557 ,382  
360 ,783  
( 1 1 , 0 7 5 )  
215.699 
279 ,823  
186,006 
372,380 

8 3 , 6 8 6  

2 .217 .669  

1 .846 .718  

33? 3 9 1  

$19 .483 .202 

9 1 , 4 8 1  

559 ,203  
115 ,075  

224 ,967  
263.613 
1 8 9 , 1 9 1  

2 , 3 0 6  
81.366 

( 6 , 7 6 0 )  

1 .570.447 

1 .817 .54Q 

788.01 1 

$16 ,615 .346  
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AMERICAN ELECTRIC POWER COMpANY, INC. A N D  SUBSIDIARY COMPANIES 
CONSOLIDATED W C E  SHEETS 

Oecember 31;997 e 
. z:. Leea ._  

cAPITALI7ATION AN0 I I A B I W  
CAPITAL I Z A T I O N :  

.s:';: Common S t o c k - P a r  Va lue  $6.50: 
1998 l.w : .*.. 

Shares A u t h o r i z e d .  .600.000,000 300.000.000 
Shares I s s u e d .  . . .200,816,469 198,989,981 
(8,999,992 shares  were h e l d  i n  t r e a s u r y )  

P a i d - i n  C a p i t a l  
Re ta ined  E a r n i n g s  

Cumu la t i ve  P r e f e r r e d  S tocks  o f  S u b s i d i a r i e s : *  
T o t a l  Common S h a r e h o l d e r s '  E q u i t y  

Not S u b j e c t  t o  Mandatory  Redemption 
S u b j e c t  t o  Mandatory  Redemption 

Long-  t e r m  Debt*  

TOTAL C A P  I TAL I Z A T  I ON 

OTHER NONCURRENT L IABIL IT IES 

CURRENT L I A B  I L I T 1  ES: 
Long- te rm Debt  Due W i t h i n  One Year* 
S h o r t - t e r m  Debt  
Accounts Payab le  
Taxes Accrued 
I n t e r e s t  Accrued - .~ 

O b l i g a t i o n s  Under C a p i t a l  Leases 
Energy M a r k e t i n g  and T r a d i n g  C o n t r a c t s  
O the r  

TOTAL CURRENT L IABIL IT IES 

D E F E R R E D  I N C O M E  T A X E S  

D E F E R R E D  I N V E S T M E N T  T A X  C R E D I T S  

O E F E R R E O  G A I N  O N  SALE A N D  LEASEBACK - ROCKPORT PLANT U N I T  2 

D E F E R R E D  C R E D I T S  

C O M M I T M E N T S  AND C O N T I N G E N C I E S  (No te  4) 

T O T A L  

*See  Accompanying Schedu les .  
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S 1.305.307 
1,852,912 
1.683.561 
4,841,780 

46,002 
127,605 

6.799 -641 

11 .815.028 

1.428.966 

206,476 
616.604 
618.019 
381,905 
75.184 
81,661 

360,248 
461.54Q 

2.801.637 

2.601.40Z 

350.946 

222.04~ 

263.179 

$19.483.207 

S 1,293,435 

1.605.017 
4,677,234 

i,77a.782 

46,724 
127,605 

5.129.463 

9.981.026 

1.246.537 

294,454 
555,075 
353.256 
380,771 
76,361 

z.oa5.676 

2.560.921 

376.250 

231.320 

133.616 

$16.615.236 
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RICAN ELECTRIC POWER COMPANY, I N C .  A N D  SUBSIDIARY C O M P M I E S  
SOLIDATED STATEMENTS OF CASH FLOWS 
thousands) 

Year Ended December 31. 
EM 19pl 19ph 

I C o n s t r u c t i o n  E x p e n d i t u r e s  
Inves tment  i n  Y o r k s h i r e  E l e c t r i c i t y  Group p l c  
Inves tment  i n  C i t i P o w e r  
Inves tment  i n  Gas Asse ts  
Other  

Net Cash F lows Used F o r  
I n v e s t i n g  A c t i v i t i e s  

O P E R A T I N G  ACTIVITIES: 
N e t  Income 
Ad jus tments  f o r  Noncash I t ems :  

O e p r e c i a t i o n  and A m o r t i z a t i o n  
D e f e r r e d  f e d e r a l  Income Taxes 
D e f e r r e d  I n v e s t m e n t  Tax C r e d i t s  
A m o r t i z a t i o n  o f  O p e r a t i n g  Expenses 

and C a r r y i n g  Charges ( n e t )  
E q u i t y  i n  E a r n i n g s  o f  Y o r k s h i r e  

E l e c t r i c i t y  Group p l c  
E x t r a o r d i n a r y  I t e m  - UK W i n d f a l l  Tax 
D e f e r r e d  Cos ts  Under Fuel  Clause Mechani sms 

and L i a b i l i t i e s :  
Changes i n  C e r t a i n  C u r r e n t  Assets  

Accounts  R e c e i v a b l e  ( n e t )  
F u e l ,  M a t e r i a l s  and Suppl i e s  
Accrued U t i  1 i t y  Revenues 
Accounts Payab le  
Taxes Accrued 

Re1 a t e d  t o  COLI 
Payment o f  D i s p u t e d  Tax and I n t e r e s t  

Other  ( n e t )  

I l e t  I n c r e a s e  (Dec rease)  i n  Cash and 
Cash E q u i v a l e n t s  81,504 33,942 (22 ,416)  

91.48; 57.539 79.955 
:ash and Cash E q u i v a l e n t s  December 3 1  S 172.985 i ?1.481 1 57,539 
:ash and Cash E q u i v a l e n t s  January 1 

Net  Cash F lows From O p e r a t i n g  A c t i v i t i e s  1 @ V E S T I N G  A C T I V I T I E S :  

S 536,183 

619.557 
41,449 

(25 ,304)  

14,786 

(38,459 

( 73,219 

(141,637)  
2,108 
3,185 

200,195 
(826 1 

(302,739 1 
194.247 

i 
1.029.526 

( 792,118 1 

( 1,054,081 1 
(340,131 1 

(76.37Q) 

(7.212.70Q) 

S 510.961 

608,217 
(6,549 1 

(25,241 1 

12,001 

(33,780 1 
109.419 
(52,469) 

( 136,186 1 
(1 .427)  

(14,225)  
147,029 
(33,402 1 

(3 ,080)  
116.654 

1.197.922 

( 760,394) 
(363,436 1 

2.142 

S 587.430 

590,657 
(21,478) 
( 25,808 ) 

55,458 

51 

(39,049)  
35,831 
32,953 

(13.915)  
(6 ,019)  

40.951 
1 737.062 

(577,691 1 

12.283 

(565.408)  

- 1 N A N C I N G  ACTIVITIES: 65.461 
Issuance o f  Common Stock  85,515 76,745 
Issuance o f  Long- te rm Debt 2,491,113 880,522 407,291 
Re t i remen t  o f  Cumu la t i ve  P r e f e r r e d  Stock (547 1 (433,329 1 ( 70.761 1 
Re t i remen t  o f  L o n g - t e r m  Debt (915,294)  (348,157 1 (601.278)  
Change i n  S h o r t - t e r m  Debt ( n e t )  61,529 235,380 (45 .430)  
D iv idends  P a i d  on Common Stock  (457.638)  (453.452)  (449.353)  

Net C a s h  Flows F r o m  (Used F o r )  
F i  n a n c i  ng A c t  i v i  t i  e s  1.264.678 (42.292 1 (694.07Q) 

!?e N o t e s  t o  C o n s o l i d a t e d  F i n a n c i a l  S ta tements .  l a 205 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

The following domestic utility subsidiaries 
pool their generating and transmission 
faciltties and operate them as an 
integrated system: Appalachian Power 
Company (APCo), Columbus Southern 
Power Company (CSPCo), Indiana 
Michigan Power Company (I&M), 
Kentucky ?ower Company (KPCo) and 

1. Significant Accounting Policies: 

Organization - American Electric Power 
(AEP or the Company) is one of the 
United States’ (US) largest investor- 
owned public utility holding companies 
engaged in the generation, purchase, 
transmission and distribution of electric 
power to 3 million retail customers in its 
seven state service territory which covers 
portions of Ohio, Michigan, Indiana, 
Kentucky, West Virginia, Virginia and 
Tennessee. Electric power is also 
supplied at wholesale to neighboring 
utility systems and power marketers. 
AEP also has other energy holdings in 
the US, the United Kingdom (UK), China 
and Australia. 

The organization of AEP consists of 
American Electric Power Company, Inc. 
(AEP Co., Inc.), the parent holding 
conyany; seven domestic regulated 
electric utility operating companies 
(domestic utility subsidiaries); a domestic 
generating subsidiary, AEP Generating 
Company (AEGCo); three active coal- 
mining companies; a service company, 
American Electric Power Service 
Corporation (AEPSC); AEP Resources, 
Inc. (AEPR) which invests in, owns and 
operates non-regulated energy-related 
domestic and international projects; AEP 
Energy Services, Inc. (AEPES) which 
markets and trades energy commodities; 
and other subsidiaries that provide non- 
regulated energy and communication 
services. 

Ohio Power Company (OPCo). The 
remaining two domestic utility 
subsidiaries, Kingsport Power Company 
(KGPCO) and Wheeling Power Company 
(WPCo) are distribution companies that 
purchase power from APCo and OPCo, 
respectively. AEPSC provides 
management and professional services to 
the AEP System subsidiaries. The active 
coal-mining companies are wholiy-owned 
by OPCo and sell most of their production 
to OPCo. AEGCo has a 50% interest in 
the Rockport Plant which is comprised of 
two of the AEP System’s six 1,300 
megawatt (mw) generating units. AEPR 
owns 50% of Yorkshire Electricity Group 
pic (Yorkshire), a supply and distribution 
electric company in the UK (see Note 7); 
70% of a joint venture which is 
constructing a two-unit power plant 
nearing completion in China; 20% of 
Pacific Hydro, an Australian hydroelectric 
generating company; all of the assets of 
a midstream nat@-::al gas operation in 
Louisiana and 100% of CitiPower, a 
Melbourne, Australia distribution utility. 
The acquisitions of the midstream natural 
gas assets and CitiPower were completed 
in December 1998 (see Note 6). AEPES 
currently markets and trades natural gas. 
The non-regulated subsidiaries are 
engaged in providing power engineering, 
consulting and management services 
around the world and fiber, wireless and 
information communication services in 
the US. 

Although the domestic utility subsidiaries 
are managed centrally by AEPSC and 
operate as American Electric Power they 
and AEPSC have not changed their 
names and remain separate legal entities. 

Rate Regulation - The AEP System is 
subject to regulation by the Securities 
and Exchange Commission (SEC) under *.-- 

206 the Public Utility Holding Company Act of 
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1935 (1 935 Act). The rates charged by 
the domestic utility subsidiaries are 
approved by the Federal Energy 
Regulatory Commission (FERC) or the 
state utility commissions as applicable. 
The FERC regulates wholesale rates and 
the state commissions regulate retail 
rates. * 

Principles of Consolidation - The 
consolidated financial statements include 
AEP Co., lnc. and its wholly-owned and 
majority-owned subsidiaries consolidated 
with their wholly-owned subsidiaries. 
Significant intercompany items are 
eliminated in consolidation. Yorkshire 
and Pacific Hydro are accounted for 
using the equity method. 

Basis of Accounting - As the owner of 
cost-based rate-regulated electric public 
utility companies, AEP Co., Inc.'s 
consolidated financial statements reflect 
the actions of regulators that result in the 
recognition of revenues and expenses in 
different time periods than enterprises 
that are not rate regulated. In 
accordance with Statement of Financial 
Accounting Standards (SFAS) 71, 
"Accounting for the Effects of Certain 
Types of Regulation," regulatory assets 
(deferred expenses) and regulatory 
liabilities (deferred income) are recorded 
to reflect the economic effects of 
regulation and to match expenses with 
regulated revenues. 

Use of Estimates - The preparation of 
these financial statements in conformity 
with generally accepted accounting 
principles requires in certain instances 
the use of estimates. Actual results could 
differ from those estimates. 

Regulated Utility Plant - Electric utility 
plant, which represents the costs of 
service rate-regulated fixed assets of the 
domestic electric utility subsidiaries, is 
stated at original cost and is generally 
subject to first mortgage liens. Additions, 

major replacements and betterments are 
added to the plant accounts. Retirements 
from the plant accounts and associated 
removal costs, net of salvage, are -r- ~ ~ S \ N  

deducted-from accumulated depreciation. :: 7 * 
The costs of labor, materials and 5 %  Z 2  E 

-r- 0 - c u "  overheads incurred to operate' and $ ;; E = 
maintain regulated domestic utility plant * !$ 5 

-F" ;m " 5  

2 
a v  0 are includedin operating expenses. The 

distribution utility plant assets of 
CitiPower are inciuded in other plant. 

Allowance for Funds Used During 
Construction (AFUDC) - AFUDC is a 
noncash nonoperating income item that is 
recovered over the service life of utility 
plant through depreciation and represents 
the estimated cost of borrowed and equity 
funds used to finance construction 
projects. The amounts of AFUDC for 
1998, 1997 and 1996 were not 
significant. 

Depreciation, Depletion and Amortization 
- Depreciation is provided on a straight- 
line basis over the estimated useful lives 
of property other than coal-mining 
property and is calculated largely through 
the use of composite rates by functional 
class. The annual composite 
depreciation rates for regulated utility 
plant for 1998, 1997 and 1996 were as 
follows: 

Functlonal C l a s s  Annual Composl te 
o f  Prooertv JeDreclatlon Rate5 

Product1 on: 
Steam-Nuclear 3.4% 
Steam-Fossil-Fired 3.2% to 4.4% 
H y d r o e l e c t r l c - C o n v e n t l o n a l  

and Pumped SLsrage 2.1% to 3.4% 
Transmi s s l o n  1 . 7 %  to 2 .7% 
01 s t r  i b u t 1  on 3 . 3 %  to 4.2% 
General 2 . 5 %  to 3.8% 

The domestic utility subsidiaries presently 
recover amounts to be used for 
demolition and removal of non-nuclear 
plant through depreciation charges 
included in rates. Depreciation, depletion 
and amortization of coal-mining assets is 

207 provided over each asset's estimated 
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useful life or the estimated life of the 
mine, whichever is shorter, ranging up to 
30 years, and is calculated using the 

3 = . 3 t - 4  

=r-.-y) -P o - 3 0 straight-line method for mining structures 
and equipment. The units-of-production 
method is used to amortize coal rights 22 d"t-4 G 2 t - 4 z u F =  

f- and mine development costs based on Z O O  
3 %  
L o  estimated recoverable tonnages at a 

current average rate of $1.85 per ton in 
2 t; 1998, $1.91 per ton in 1997 and $1.49 

per ton in 1996. These costs are 
included in the cost of coal charged to 
fuel expense. 

c - 0 3 2 w ' z  2 L A - - z 
r - 

2 
2 

Cash and Cash Equivalents - Cash and 
cash equivalents include temporary cash 
investments with original maturities of 
three months or less. 

Foreign Currency Translation - The 
financial statements of subsidiaries 
outside the US are measured using the 
local currency as the functional currency. 
Assets and liabilities are translated to US 
dollars at yearknd rates of exchange and 
revenucs anexpenses are translated at 
monthly average exchange rates 
throughout the year. Currency translation 
gain and loss adjustments are 
accumulated in shareholders' equity. The 
accumulated total of such adjustments at 
December 31, 1998 and 1997 is not 
material. Currency transaction gains and 
losses are recorded in income. 

e 

offsetting contracts. The net revenues 
from these transactions in the Company's 
traditional economic marketing area are 
included in regulated revenues for i' 

ratemaking, regulatory accounting and =' 
reporting purposes. 

The Company has also purchased and 
sold electricity and gas options, futures 
and swaps, and entered into foward 
purchase and sale contracts for electricity 
outside its traditional marketing area. 
These transactions represent non- 
regulated trading activities that are . 

included in nonoperating income. The 
unrealized mark-to-market gains and 
losses from such non-regulated trading 
activity are reported as assets and 
liabilities, respectively. 

The Company enters into contracts to 
manage the exposure to unfavorable 
changes in the cost of debt to be issued. 
These anticipatory debt instruments are 
entered into in order to manage the 
change in interest rates between the time Cfl 
a debt offering is initiated and the 
issuance of the debt (usually a period of 
60 days). Gains or losses are deferred 
and amortized over the life of the debt 
issuance, There were no such fonvard 
contracts outstanding at December 31, 
1998 or 1997. 

Den'vafive Financial lnstrumenfs - During 
1998, the Company substantially 
increased the volume of its wholesale 
electricity and natural gas marketing and 

, trading transactions (trading activities). 
"Trading activities involve the sale of 

energy under physical forward contracts 
at fixed and variable prices and the 
trading of energy contracts including 
exchange traded futures and options, 
over-the-counter options and swaps. The 
majority of these transactions represent 
physical 'forward contracts in the 
Company's traditional marketing area and 
are typically settled by entering into 

See Nota 11 - Financial Instruments. 
Credit and Risk Management for further 
discussion. 

Operating Revenues and Fuel Costs - 
Revenues include the accrual of 
electricity consumed but unbilled at 
month-end as well as billed revenues. 
Fuel costs are matched with revenues in 
accordance with rate commission orders. 
Generally in the retail jurisdictions, 
changes in fuel costs are deferred or 
revenues accrued until approved by the 

refund to customers in later months 
*08 Wholesa!e iurisdicttonal fuel cost 

regulatory commission for billing o r .  - 
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changes are expensed and billed as 
incurred. 

Levelization of Nuclear Refueling Outage 
Costs - In accordance with SFAS 71 
incremental operation and maintenance 
costs associated with refueling outages at 
I&M’s COOK Plant are deferred and 
amortized over the period beginning with 
the commencement of an outage and 
ending with the beginning of the next 
outage. 

lncome Taxes - The Company follows the 
liability method of accounting for income 
taxes as prescribed by SFAS 109, 
“Accounting for lncome Taxes.“ Under 
the liability method, deferred income 
taxes are provided for all temporary 
differences between the book cost and 
tax basis of assets and liabilities which 
will result in a future tax consequence. 
Where the flow-through method of 
accounting for temporary differences is 
reflected in rates, deferred income taxes 
are recorded with related regulatory 
assets and liabilities in accordance with 
SFAS 71. 

0 
Investment Tax Credits - Investment tax 
credits have been accounted for under 
the flow-through method except where 
regulatory commissions have reflected 
investment tax credits in the rate-making 

, process on a deferral basis. Deferred 
investment tax credits are being 
amortized over the life of the related plant 
investment. 

Debt and Preferred Stock - Gains and 
losses on reacquisition of debt are 
deferred and amortized over the 
remaining term of the reacquired debt in 
accordance with rate-making treatment. 
If the debt is refinanced, the reacquisition 
costs are deferred and amortized over the 
term of the replacement debt 
commensurate with their recovery in 
rates. 
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Oiscount or premium and expenses of 
debt issuances are amortized over the 
term of the related debt, with the 
amortization included in interest charges. 

Redemption.premiums paid to reacquire 
preferred stock are included in paid-in 
capital and amortized to retained 
earnings commensurate with their 
recovery in rates. The excess of par : K q 5 C\I 

zrc,-V) h 0 value over costs of preferred stock gL & - - z 
- O = \ v ) +  reacquired is credited to paid-in capital 5 2 - 

and amortized to retained earnings. q p  v c  cz 
$ %  
L U  2 Other Plant - Other plant is comprised g - 

4 

3C\ Igo  z= 

primarily of the plant and its related 
construction work in progress for 
midstream gas operations, an Australian 
distribution company and a Chinese 
generation project. 

Other Property and Investments - Other 
property and investments are comprised 
primarily of nuclear decommissioning and 
spent nuclear fuel disposal trust funds; 
licenses for operating franchises and 
goodwill for the Australian distribution 
company; amour,ts for corporate owned 
life insurance and a related disputed tax 
payment; and the investment in Yorkshire 
and Pacific Hydro which are accounted 
for under the equity method of 
accounting. Securities held in trust funds 
for decommissioning nuclear facilities and 
for the disposal of spent nuclear fuel are 
recorded at market value in accordance 
with SFAS 115, “Accounting for Certain 
Investments in Debt and Equity 
Securities.” Securities in the trust funds 
have been classified as available-for-sale 
due to their long-term purpose. 
Unrealized gains and losses from 
securities in these trust funds are not 
reported in equity but result in 
adjustments to the liability account for the 
nuclear decommissioning trust funds and 
to regulatory assets or liabilities for the 
spent nuclear fuel disposal trust funds. 
Excluding decommissioning and spent 
nuclear fuel disposal tri 1st fl rnrfs and the 



investment in Yorkshire and Pacific 
Hydro, other property and investments 
are stated at cost. 

EPS - Earnings per share is determined 
based upon the weighted average 
lumber of shares outstanding. There are 

- I C  % 5 5 IO Bilutive potential common shares. 
=I-? 'v) 2 0 
=OD");, 2~ 4 - z rherefore, the computation of earnings - N 5 Der share is the same for basic earnings 
Q per share and diluted earnings per share. 

v) A- = Comprehensive lncome - There were no 
2 t material differences between net income 

- F ? h ? N  

-- - 
&zU,= 
2% 9 
a U  

n 

0 and comprehensive income. 

Reclassification - In the fourth quarter of 
1998 the Company changed the 
presentation of its trading activities from 
a gross basis (purchases and sales 
reported separately) to a net basis (net 
amount from transactions reported as 
revenues). This reclassification had no 
impact on net income. Certain prior year 
amounts have been reclassified to 
conform to current year presentation. 
Such reclassification had no impact on 
previously reported net income. 

2. Rate Matters: 

OPCo's Recovery of Fuel Costs - Under 
the terms of a 1992 stipulation agreement 
the cost of coal burned at the Gavin Plant 
is subject to a 15-year predetermined 
price of $1.575 per million Btu's with 
quarterly escalation adjustments through 
November 2009. A 1995 Settlement 
Agreement set the fuel component of the 
electric fuel component (EFC) factor at 
1.465 cents per Kwh for the period June 
1, 1995 through November 30, 1998. 
With the end of the period covered by the 
1995 Settlement Agreement, the 
escalated Gavin predetermined price cap 
under the stipulation agreement will 
determine Ohio jurisdictional fuel 
recoveries. To the extent the actual cost 
of coal burned at the Gavin Plant is below 210 
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the predetermined prices, the stipulation 
agreement provides OPCo with the 
opportunity to recover over its term the 
Ohio jurisdictional share of OPCo's 
investment in and the liabilities and future 
shutdown costs of its affiliated mines as 
well as any fuel costs incurred above the 
predetermined rate. The Company 
announced plans to close the Muskingum 
mine which supplies all of its output to 
OPCo. The mine will be closed in 
October 1999 and efforts will begin to 
reclaim the properties, sell or scrap all 
mining equipment, terminate both capital 
and operating leases and perform other 
miscellaneous activities necessary to 
shut down the mine. Reclamation 
activities should be completed 
approximately two years after shutdown, 
postremediation monitoring is anticipated 
to continue for five years after completion 
of reclamation. The Company 
established a liability for mine closing 
costs of $44.6 million comprised of a 
curtailment loss of $24.7 million, 
provisions for workers compensation 
claims incuried through October 1998 of 
$4.7 million, severance costs of $4.1 
million (related to approximately 200 
employees), postremediation monitoring 
costs of $4.9 million, write-off of 
remaining materials and supplies of $4.6 
million and other mine site closure costs 
of $1.6 million. Pursuant to terms of the 
agreements, $18.5 million of these 
accrued mine closure costs have been 
deferred for the Muskingum mine, the 
remainder are included in fuel expense 
on the Consolidated Statements of 
Income. For the three years ended 
December 31, 1998, 1997 and 1996 
rekenues and net income from the 
Muskingum mining operation were $1 10.2 
millior! and $1,000; $66.3 million and 
zero; and $65.5 million and $1.8 million; 
respectively. After full recovery of the 
deferrals or after November 2009, 
whichever comes first, the  price that  

c 

OPCO can recover for coal from it;, 
affiliated Meigs mine which supplies the 



Gavin Plant will be limited to the lower of 
cost or market price at the time. Pursuant 
to these agreements OPCo has deferred 
for future recovery $106 million at 
December 31, 1998. 

Based on the estimated future cost of 
coal burned at Gavin Plant, management 
believes that the Ohio jurisdictional 
portion of the investment in and liabilities 
and closing costs of the affiliated mining 
operations including deferred amounts 
will be recovered under the terms of the 
predetermined price agreement. 
Management intends to seek from non- 
Ohio jurisdictional ratepayers recovery of 
the non-Ohio jurisdictional portion of the 
investment in and the liabilities and 
closing costs of the affiliated Meigs, 
Muskingum and Windsor mines. The 
non-Ohio jurisdictional portion of 
shutdown costs for these mines which 
includes the investment in the mines, 
leased asset buy-outs, reclamation costs 
and employee benefits is estimated to be 
approximately $100 million after tax at 
December 31, 1998. 

Management anticipates closing the 
Windsor mine in December 2000 in order 
to comply with the Phase II requirements 
of the Clean Air Act Amendments of 1990 
(CAAA) or it could close earlier 
depending on the economics of continued 
operation under the terms of the above 
stipulation agreement. Unless the cost of 
affiliated coal production and/or shutdown 
costs of the Meigs, Muskingum and 
Windsor mines can be recovered, results 
of operations, cash flows and possibly 
financial condition would be adversely 
affected . 

3. Effects of Regulation and Phase-In 
Plans: 

In accordance with SFAS 71 the 
consolidated financial statements include 
assets (deferred expenses) and liabilitios 2 1 1  

(deferred income) recorded in 
accordance with regulatory actions to 
match expenses and revenues from cost- 
based rates. Regulatory assets are 
expected to be recovered in future 
periods through the rate-making process 
and regu1ato.v liabilities are expected to 
reduce future cost recoveries. 
Management has reviewed the evidence 
currently available and concluded that it 
continues to meet the requirements to 
apply SFAS 74. In the event a portion of 
the Company's business no longer met 
these requirements, net regulatory assets 
would have to be written off for that 
portion of the business and assets 
attributable to that portion of the business 
would have to be tested for possible 
impairment and if required an impairment 
loss recorded unless the net regulatory 
assets and impairment losses are 
recoverable as a stranded cost. 

Recognized regulatory assets and 
liabilities are comprised of the following 
at: 

Oecemaer 31 

O n  thousands) 
1998 Liz 

Regulatory A s s e t s  
Amounts Due From Cu:tomers 

F o r  Future  Income rases ~ 1 , 3 2 4 , 2 1 7  Sl.372.926 
193.430 1 5 , 5 5 2  Defer red  Fuel C o s t s  

Unamortized L o s s  dn 9 0 . 9 9 7  96. 793 

Other 2 3 8 . 0 7 4  2 1 2 . 2 6 9  
' O t d l  Regulator,  2;recr r ! . 8 4 6 . 7 1 8  . S 1 . 8 1 7 . 5 d O  

Reacauirea D ~ D L  

Qegu1dtory L i d o !  I ~ t l a s  
3 e f e r r e d  I n r e  itmen'. 

3Lner Requldr i r ,  
t i a n 1  1 1  t i e s .  

Sl76.250 

I07 569 78 802 

Sa55.052 

: d x  C r e d i t s  SI50 9J6 

l i t d l  Requld::*, 
$ 4 9 8 . 5 1 5  - LldDl ! I t l e i  

* I r . i l v a e c  I "  :e . .? . - - . :  : , e l  :: ,r : : o n ~ o l i c d t e ~  aaldnce 
I r e e t :  

At January 1, 1997 rate phase-in plan 
deferrals existed for the Zimmer Plant 
and Rockport Plant Unit 1. The Zimmer 
Plant is a 1,300 mw coal-fired plant which 
commenced commercial operation in 
1991. CSPCo owns 25.4% of the plant 
with the remainder owned by two 
unaffiliated companies. As a result of an 
Ohio Supreme Court decision, in January 
1994 the PUCO approved a temporary 
3.39% surcharge effective February 1 I 

1994. In June 1997 the Company 
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completed recovery of its Zimmer Plant 
phase-in plan deferrals and discontinued 
the 3.39% temporary rate surcharge. In 
1997 and 1996 $15.4 million and $31.5 
million, respectively, of net phase-in 
deferrals were collected through the 
surcharge. 

The Rockport Plant consists of two 1,300 
mw coal-fired units. I&M and AEGCo 
each own 50% of one unit (Rockport 1) 
and lease a 50% interest in the other unit 
(Rockport 2) from unaffiliated lessors 
under an operating lease. The gain on 
the sale and leaseback of Rockport 2 was 
deferred and is being amortized, with 
related taxes, over the initial lease term 
which expires in 2022. Rate phase-in 
plans in the Indiana and the FERC 
jurisdictions provided for the recovery and 
straight-line amortization of deferred 
Rockport Plant Unit 1 costs over a ten 
year period that ended in 1997. In 1997 
and 1996 amortization and recovery of 
the deferred Rockport Plant Unit 1 phase- 
in plan costs were $11.9 million and 
$1 5.6 million, respectively. During the 
recovery period net income was 
unaffected by the recovery of the phase- 
in deferrals. 

4. Commitments and Contingencies: 

Construction and Other Commitments - 
The AEP System has substantial 
construction commitments to support its 
utility operations including the 
replacement of the Cook Plant Unit 1 
steam generators. Such commitments do 
not presently include any expenditures for 
new generating capacity. Aggregate 
consir6ction expenditures for 1999-2001 
are estimated to be $2.4 billion including 
construction cost estimates for the newly 
acquired CitiPower and midstream gas 
assets. 

adjustments, and most domestic 
jurisdictions have fuel clause 
mechanisms that provide for recovery of 
changes in the cost of fuel with the 
regulators' review and approval. The 
contracts are for various terms, the 
longest of which extends to the year 
2014, and contain various clauses that 
would release the Company from its 
obligation under certain force majeure 
conditions. 

The AEP System has contracted to sell 
approximately 1,100 mw of capacity 
domestically on a long-term basis to 
unaffiliated utilities. Certain contracts 
totaling 750 mw of capacity are unit 
power agreements requiring the delivery 
of energy only if the unit capacity is 
available. The power sales contracts 
expire from 1999 to 201 0. 

Nuclear Plant - I&M owns and operates 
the two-unit 2,110 mw Cook Plant under 
licenses granted by the Nuclear 
Regulatory Commission (NRC). The 
operation of a nuclear facility involves 
special risks, potential liabilities, and 
specific regulatory and safety 
requirements. Should a nuclear incident 
occur at any nuclear power plant facility 
in the US, the resultant liability could be 
substantial. By agreement I&M is 
partially liable together with all other 
electric utility companies that own nuclear 
generating units for a nuclear power plant 
incident. In the event nuclear losses or 
liabilities are underinsured or exceed 
accumulated funds and recovery in rates 
is not possible, results of operations, 
cash flows and financial condition could 
be negatively affected. 

Nuclear Plant Shutdown - IBM shut down 
both units of the Cook Nuclear Plant in 
September 1997 due to questions, which 
arose during a NRC architect engineer 

~~ 

212 design inspection, regarding the 
Long-term domestic fuel supply contracts operability of certain safety systems. The 
contain clauses for periodic price NRC issued a Confirmatory Action Letter 
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in September 1997 requiring I&M to 
address the issues identified in the letter. 
I&M is working with the NRC to resolve 
the remaining open issue in the letter. 

In April 1998 the NRC notified I&M that it 
had convened a Restart Panel for Cook 
Plant. A list of required restart activities 
was provided by the NRC in July 1998 
and in October the NRC expanded the 
list. In order to identify and resolve the 
issues necessary to restart the Cook 
units, I&M is and will be meeting with the 
Panel on a regular basis, until the units 
are returned to service. 

In January 1999 I&M announced that it 
will conduct additional engineering 
reviews at the Cook Plant that will delay 
restart of the units. Previously, the units 
were scheduled to return to service at the 
end of the first and second quarters of 
1999. The decision to delay restart 
resulted from internal assessments that 
indicated a need to conduct expanded 
system readiness reviews. A new restart 
schedule will be developed based on the 
results of the expanded reviews and 
should be available in June 1999. When 
maintenance and other activities required 
for restart are complete, I&M will seek 
concurrence from the NRC to return the 
Cook Plant to service. Until these 
additional reviews are completed, 
management is unable to determine when 
the units will be returned to service. 
Unless the costs of the extended outage 
and restart efforts are recovered from 
customers, there would be a material 
adverse effect on results of operations, 
cash flows and possibly financial 
condition. 

The incremental cost incurred in 1997 
and 1998 for restart of the Cook units 
were $6 million and $78 million, 
respectively, and recorded as operation 
and maintenance expense. Currently 
incremental restart expenses are 
approximately $12 million a month. 
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In July 1998 18M received an "adverse 
trend letter" from the NRC indicating that 
NRC senior managers determined that 
there had been a slow decline in 
performance at the Cook Plant during the 
18 month period preceding the letter. 
The letter indicated that the NRC will 
closely monitor efforts to address issues 
at Cook Plant through additional 
inspection activities. In October 1998 the 
NRC issued I&M a Notice of Violation and 
proposed a $500,000 civil penalty for 
alleged violations at the Cook Plant 
discovered during five inspections 
conducted between August 1997 and 
April 1998. I&M paid the penalty. 

The cost of electricity supplied to certain 
retail customers rose due to the outage of 
the two units since higher cost coal-fired 
generation and coal based purchased 
power were substituted for low cost 
nuclear generation. I&M's Indiana and 
Michigan retail jurisdictional fuel cost 
recovery mechanisms permit the re- 
covery, subject to regulatory commission 
review and approval, of changes in fuel 
costs including the fuel component of 
purchased power in the Indiana 
jurisdiction and changes in replacement 
power in the Michigan jurisdiction. The 
Indiana Utility Regulatory Commission 
approved, subject to future reconciliation 
or refund, agreements authorizing I&M, 
during the billing months of July 1998 
through March 1999, to include in rates a 
fuel cost adjustment factor less than that 
requested by I&M. The agreements 
provide the parties to the proceedings 
with the opportunity to conduct discovery 
regarding certain issues that were raised 
in the praceec!ings, including the 
appropriateness of the recovery of 
replacement energy cost due to the 
extended Cook Plant outage, in 
anticipation of resolving the issues in a 
future fuel cost adjustment proceeding. A 
regulatory asset in the amount of $65 
million has been recorded at December 
31, 1998. 



Historically, the Company has been 
permitted to recover through the fuel 
recovery mechanism the cost of 
replacement energy during outages. 
Management believes that it should be 
allowed to recover the deferred Cook 
replacement energy costs; however, if 
recovery of .the replacement costs is 
denied, future results of operations and 
cash flows would be adversely affected 
by the writeoff of the regulatory asset. 

Nuclear lncident Liability - Public liability 
is limited by law to $9 billion should an 
incident occur at any licensed reactor in 
the United States. Commercially 
available insurance provides $200 million 
of coverage. In the event of a nuclear 
incident at any nuclear plant in the US the 
remainder of the liability would be 
provided by a deferred premium 
assessment of $88 million on each 
licensed reactor payable in annual 
installments of $10 million. As a result, 
ISM could be assessed $176 million per 
nuclear W d e n t  payable in annual 
installments ot $20 million. The number 
of incidents for which payments could be 
required is not limited. 

Nuclear insurance pools and other 
insurance policies provide $3 billion of 
+ r c j  o r t 9 . l  d B m age I d eco m m i s s i on i n g and 
decontamination coverage for the Cook 
Plant. Additional insurance provides 
coverage for extra costs resulting from a 
prolonged accidental Cook Plant outage. 
Some of the policies have deferred 
premium provisions which could be 
triggered --by. losses in excess of the 
insurer's "resources. The losses could 
result from claims at the Cook Plant or 
certain other unaffiliated nuclear units. 
I&M could be assessed up to $23.2 
million annually under these policies. 

Spent Nuclear Fuel (SNF) Disposal - 

Federal law provides for government 
responsibility for permanent SNF disposal 

for SNF disposal. A fee of one mill per 
kilowatthour for fuel consumed after April 
6, 1983 is being collected from customers 
and remitted to the US Treasury. Fees 
and related interest of $190 million for 
fuel consumed prior to April 7, 1983 have 
been recorded as long-term debt. I&M 
has not paid the government the pre-April 
1983 fees due to continued delays and 
uncertainties related to the federal 
disposal program. At December 31, 
1998, funds collected from customers 
towards payment of the pre-April 1983 
fee and related earnings thereon 
approximate the liability. 

Decommissioning and Low Level Waste - ~ ~ 

.-ut7 & z g N A c c u m u l a t i o n  D i s p o s a l  - = r c - y )  3 0 

Decommissioning costs are accrued ovet 5 "0 & 2 i . 2  
the service life of the Cook Plant. The Z 0 - ;-= 
licenses to operate the two nuclear units d g 2 
expire in 2014 and 2017. After expiration 6 - 
of the licenses the plant is expected to be 0" 
decommissioned through dismantlement. 2 3 

decommissioning and low level 
radioactive waste acefirnulation disposal 
costs ranges from $700 million to $1,152 
million in 1997 nondiscounted dollars. 
The wide range is caused by variables in 
assumptions including the estimated 
length of time SNF may need to be stored 
at the plant site subsequent to ceasing 
operations. This, in turn, depends on 
future developments in the federal 
government's SNF disposal program. 
Continued delays in the federal fuel 
disposal program can result in increased 
decommissioning costs. l&M is 
recovering estimated decommissioning 
costs in its three rate-making jurisdictions 
based on at least the lower end of the 
range in the most recent 
decommissioning study at the time of the 
last rate proceeding. I&M records 
decommissioning costs in other operation 
expense and records an increase in its 
noncurrent liabilities equal to the 
decommissioning cost recovered in rates; 

The Company's latest estimate for B 

a,.. 

and assesses nuclear plant owners fees 214 such amounts were $29 million in 1998, 
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$28 million in 1997 and $27 million in 
1996. Decommissioning costs recovered 
from customers are deposited in external 
trusts. Trust fund earnings increase the 
fund assets and the recorded liability and 
decrease the amount needed to be 
recovered from ratepayers. During 1998 
I&M withdrew $3 million and expects to 
withdrawal $8 million in 1999 for 
decommissioning of original steam 
generators removed from Unit 2. At 

r - 3 c 3 m  December 31 , 1998 and 1997, I&M has 
cc T; 2 5 recognized a decommissioning liability of 
or. 0 3 3  - N' m 5 $446 million and $381 million, 
Z z z = respectively, which is included in other 
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'- 3 - 
0 0  
??; 2 noncurrent-liabilities. 

Clean Air AcVAir Quality - The US 
Environmental Protection Agency 
(Federal EPA) is required by the CAAA to 
issue rules to implement the lav;.. In 19136 
Federal EPA issued final rules governing 
nitrogen oxides (NOx) emissions that 
must be met after January 1, 2000 
(Phase II of CAAA). The final rules will 
require SI 15stantial reductions in NOx 
emissions from certain types of boilers 
including those in AEP's power plants. 
To comply with Phase II of CAAA, the 
Company plans to install NOx emission 
control equipment on certain units and 
switch fuel at other units. Total capital 
costs to meet the requirements of Phase 
I1 of CAAA are estimated to be 
approximately $90 million of which $69 
million has been incurred through 
December 31, 1998. 

On September 24, 1998, Federal EPA 
finalized rules which require reductions in 
NOx emissions in 22 eastern states, 
including the states in which the 
Company's generating plants are located. 
The implementation of the final rules 
would be achieved through the revision of 
state implementation plans (SIPS) by 
September 1999. SlPs are a procedural 
method used by each state to comply with 
Federal €PA rules. The final rules 
anticipate the imposition of a NOx 

reduction on utility sources of 
approximately 85% below 1990 emission 
levels by the year 2003. On October 30, 
1998, a number of utilities, including the 
operating companies of the AEP System, 
filed petitions in the US Court of Appeals 
for the ' District of Columbia Circuit 
seeking a review of the final rules. 

Should the states fail to adopt the 
required revisions to their SlPs within one 
year of the date of the final rules 
(September 24, 1999), Federal €PA has 
proposed to implement a federal plan to 
accomplish the NOx reductions. Federal 
€PA also proposed the approval of 
portions of petitions filed by eight 
northeastern states that would result in 
imposition of NOx emission reductions on 
utility and industrial sources in upwind 
midwestern states. These reductions are 
substantially the same as those required 
by the final NOx rules and could be 
adopted by Federal EPA in the event the 
states fail to implement SlPs in 
accordance with the final rules. 

Preliminary estimates indicate that 
compliance costs could result in required 
capital expenditures of approximately 
$1.2 billion for the AEP System. 
Compliance costs cannot be estimated 
with certainty and the actual costs 
incurred to comply could be significantly 
different from this preliminary estimate 
depending upon the compliance 
alternatives selected to achieve 
reductions in NOx emissions. Unless 
such costs are recovered from customers, 
they would have a material adverse effect 
on results of operations, cash flows and 
possibly financial condition. 

Ltigation - The Internal Revenue Service 
(IRS) agents auditing the AEP System's 
consolidated federal income tax returns 
requested a ruling from their National 
Office that certain interest deductions 

2 1 5  claimed by the Company relating to 
AEP's cornnr3tp owned life insurance 
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(COLI) program should not be allowed. 
As a result of a suit filed in US District 
Court (discussed below) this request for 
ruling was withdrawn by the IRS agents. 
Adjustments have been or will be 
proposed by the IRS disallowing COLI 
interest deductions for taxable years 
1991 -96. A .  disallowance of the COLI 
interest deductions through December 
31, 1998 would reduce earnings by 
approximately $31 6 .million (including 
interest). The Company has made no 
provision for any possible adverse 
earnings impact from this matter. 

In 1998 the Company made payments of 
taxes and interest attributable to COLI 
interest deductions for taxable years 
1991-97 to avoid the potential 
assessment by the IRS of any additional 
above market rate interest on the 
contested amount. The payments to the 
IRS are included on the balance sheet in 
other property and investments pending 
the resolution of this matter. The 
Company will seek refund, either 
administratively or rnrough litigation, of all 
amounts paid plus interest. In order to 
resolve this issue without further delay, 
on March 24, 1998, the Company filed 
suit against the US in the US District 
Court for the Southern District of Ohio. 
Management believes that it has a 
meritorious position and will vigorously 
pursue this lawsuit. In the event the 
resolution of this matter is unfavorable, it 
will have a material adverse impact on 
results of operations, cash flows and 
possibly f i nanci ai condition. 

The Company is involved in a number of 
other legal proceedings and claims. 
While management is unable to predict 
the ultimate outcome of litigation, it is not 
expected that the resolution of these 
matters will have a material adverse 
effect on the results of operations, cash 
flows or financial condition. 

. c  - 
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5. Proposed Merger 

In December 1997 the Company and 
Central and South West Corporation 
(CSW) agreed to merge. At the 1998 
annual meeting AEP shareholders 
approved the issuance of common shares 
to effect the merger and approved an 
increase in the number of authorized 
shares of AEP Common Stock from 
300,000,000 to 600,000,000 shares. 
CSW stockholders approved the merger 
at their May 1998 annual meeting. 
Approval of the merger has been 
requested from the FERC, the SEC, the 
NRC and all of CSWs state regulatory 
commissions: Arkansas, Louisiana, 
Oklahoma and Texas. In the near future, 
AEP and CSW plan to make the final two 
filings associated with approval of the 
merger with the Federal Communications 
Commission and the Department of 
Just ice. 

Regulatory approvals for the merger have 
been received from the Arkansas Public 
Service Commission (APSC) and the 
NRC. In December 1998 the APSC 
approved a stipulated agreement related 
to a proposed merger regulatory plan 
submitted by the Company, CSW and 
CSWs Arkansas operating subsidiary, 
Southwestern Electric Power Company. 
The regulatory plan, agreed to with the 
APSC staff, provides for a sharing of net 
merger savings through a $6 million rate 
reduction over 5 years following the 
completion of the merger. 

The application to the NRC by C S W s  
operating subsidiary, Central Power and 
Light Company (CPL), requesting 
permission to transfer indirect control of 
the license from CSW to AEP for CPL's 
interest in the South Texas Project 
nuclear generating station was approved 
by the NRC in November 1998. 
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In October 1998 the Oklahoma 
Corporation Commission (OCC) approved 
plans by AEP and CSW to submit an 
amended filing seeking approval of the 
proposed merger. The amended 
application is being made as a result of 
an Oklahoma administrative law judge's 
recommendation that the merger filing be 
dismissed without prejudice for lack of 
sufficient information regarding the 
potential impact of the merger on the 
retail electric market in Oklahoma. An 
amended application was filed in 
Oklahoma in February 1999. Submission 
of the amended application will reset 
Oklahoma's 90-day statutory time period 
for OCC action on the merger phase of 
the application. 

rl) 

J 

A settlement agreement between AEP, 
:p: -v,  'In % 5 0 C S N  and certain key parties to the Texas 
; IL  0 5 2  &. - Cj'- - merger proceeding has been reached. 
::go - 7- cu 5 The staff of the Public Utility Commission ' 
0 u b  3 of Texas was not a signatory to the -2 ,: 

settlement agreement, which resolves all 
0" issues for the signatories. The settlement 
2 provides for, among other things, rate 

reductions totaling approximately $1 80 
million over a six year period following 
completion of the merger to share net 
merger savings of $84 million and settle 
existing rate issues of $96 million. 
Hearings are scheduled for April 1999. 

' r - i - i ~  

- 

In July 1998 the FERC issued an order 
which confirmed that a 250 megawatt firm 
contract path with the Ameren System is 
available. The contract path was 
obtained by AEP and CSW to meet the 
requirement of the 7935 Act that the two 
systems operate on an integrated and 
coordinated basis. 

In November 1998 the FERC issued an 
order establishing hearing procedures for 
the merger and scheduled the hearings to 
begin on June 1, 1999. The FERC order 
indicated that the review of the proposed 
merger will address the issues of 
competition, market power and customer 

protection and instructed the companies 
to refile an updated market power study 
which was done in January 1999. 

The proposed merger of CSW into AEP 
would result in common ownership of two 
UK regional electricity companies 
(RECs), Yorkshire and Seeboard, PIC. 
AEP has a 50% interest in Yorkshire and 
CSW has a 100% interest in Seeboard. 
Although the merger of CSW into AEP is 
not subject to approval by UK regulatory 
authorities, the common ownership of two 
UK RECs could be referred by the UK 
Secretary of State for Trade and Industry 
to the UK Monopolies and Mergers 
Commission for investigation. 

AEP has received a request from the staff 
of the Kentucky Public Service 
Commission (KFSC) to file an application 
seeking KPSC approval for the indirect 
change in control of Kentucky Power 
Company that will occur as a result of the 
proposed merger. Although AEP does 
not bslieve that the KPSC has the 
jurisdictional authority to approve the 
merger, management will prepare a 
merger application filing to be made with 
the KPSC, which is expected to be filed 
by April 15, 1999. Under the governing 
statute the KPSC must act on the 
application within 60 days. Therefore this 
is not expected to impact the timing of thc, 
merger. 

The merger is conditioned upon, among 
other things, the approval of the above 
state and federal regulatory agencies. 
The transaction must satisfy many 
conditions a number of which may not be 
waived by the parties, including the 
condition that the merger must be 
accounted for as a pooling of interests. 
The merger agreement will terminate on 
December 31, 1999 unless extended by 
either party as provided in the merger 
agreement. Although consummation of 
the merger is expected to occur in the 
fourth quarter of 1999, the Company is * I 7  
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unable to predict the outcome or the 
timing of the required regulatory 
proceedings. 

As of December 31, 1998 the Company 
had deferred $20 million of incremental 
costs incurr.ed in connection with the 
proposed merger. The amounts deferred 
are included in deferred charges on the 
Consolidated Balance Sheets. 

6. Acquisitions 

The Company completed two non- 
regulated energy related acquisitions in 
1998 through a subsidiary, AEPR. Both 
acquisitions have been included in the 
December 31, 1998 consolidated 
financiai statements using the purchase 
method of accounting. The first 
acquisition was of CitiPower, an 
Australian distribution utility, that serves 
approximately 240,000 customers in 
Melbourne with 3,100 miles of distribution 
lines in a service area of approximately 
100 square miles. All of the stock of 
CitiPower was acquired on December 31, 
1998 for approximately $1.1 billion. The 
acquisition of CitiPower had no effect on 
the results of operations for 1998. The 
financial statements reflect a preliminary 
purchase price allocation. Estimated 
goodwill of $557 million has been 
recorded in other property and 
investments which will be amortized over 
a period of not more than 40 years. 

The second acquisition was of midstream 
gas operations that include a fully 
integrated natural gas gathering, 
processing, storage and transportation 
operation in Louisiana and a gas trading 
and marketing operation in Houston. The 
gas operations were acquired for 
approximately $340 million, including 
working capital funds, on December 1, 
1998 with one month of earnings 
reflected in AEP's consolidated results of 
operations for the year ended December 

31, 1998. The financial statements 
reflect a preliminary purchase price 
allocation. Estimated goodwill of 
approximately $1 58 million for the 
midstream gas storage operations and 
$17 million for the gas trading and 
marketing operation has been recorded in 
other property and investments and is 
being amortized on a straight-line basis 
over not more than 40 years and 10 
years, respectively. 

7. Yorkshire Acquisition and UK 
Windfall Tax 

In April 1997 the Company and New 
Century Energies, Inc. through an equally 
owned joint venture, Yorkshire Power 
Group Limited (YPG), acquired all of the 
outstanding shares of Yorkshire. Total 
consideration paid by the joint venture 
was approximately $2.4 billion which was 
financed by a combination of equity and 
non-recourse debt. The Company uses 
the equitv method of accounting for its 
investment in YPG. The Company's 
investment in the joint venture was 
$325.8 million and $287.4 million at 
December 31, 1998 and 1997, 
respectively, and is included in other 
property and investments. 

In July 1997 the British government 
enacted a new law that imposed a one- 
time windfall tax on a revised privatization 
value which originally had been 
computed in 1990 on certain privatized 
utilities. The windfall tax is actually an 
adjustment by the UK government of the 
original privatization price. The windfall 
tax liability for Yorkshire was 134 million 
pounds sterling ($219 million) and was 
paid in two equal installments made in 
December 1997 and December 1998. 
The Cc,npany's $109.4 million share of 
the tax is reported as an extraordinary 
loss in 1997 Attacliinciil I 
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The 1998 equity earnings from the 
Yorkshire investment are $38.5 million 
and are included in nonoperating income. 
Equity earnings from the Yorkshire 
investment for 1997, excluding the 
extraordinary loss, were $34 million. 

The following amounts which are not 
included in AEP's consolidated financial 
statements represent summarized 
consolidated financial information of 
YPG: 

December 3 1 .  
1998 1997 

( i n  m i l l i o n s )  
A s s e t s :  

P r o p e r t y ,  P1 a n t  and Equ i  pment 
C u r r e n t  A s s e t s  
G o o d w i l l  ( n e t )  
O t h e r  A s s e t s  

T o t a l  A s s e t s  

$1 ,602 .2  $1 ,644.6  
552.2  602.2 

1 , 5 4 7 . 3  1 ,602.5  
7 9 4 . 5  292.9 

$3.996.2  $4 .142 . ?  

C a p i t a l i z a t i o n  and L i a b i l i t i e s :  
Common S h a r e h o l d e r s '  E q u i t y  $ 666 .4  $ 542.1 
L o n g - t e r m  D e b t  2 ,121.3  704.3 
O t h e r  N o n c u r r e n t  L i a b i l i t i e s  413 .5  488 .7  
L o n g - t e r m  Deb t  W i t h i n  One Year 1 3 . 3  1 ,776 .4  
C u r r e n t  L i  a b  i 1 i t i  es  701.7 630.7 

T o t a l  C a p i t a l i z a t i o n  and L , i a b i l  i t i e s  53 .996 .2  9 4 , 1 4 7  . z  

T u e l v e  Months  Ended N i n e  Yon ths  Ended 
December 3 1 .  1998 December 21. 1997 

( i n  m i l l  i o n s )  
Income S t a t e m e n t  D a t a :  

O p e r a t i n g  Revenues 
O p e r a t i n g  Income 
Income B e f o r e  

N e t  Income ( 1  o s s )  
E x t  r a o r d i  n a r y  I t e rn  

8. Staff Reductions 

During 1998 an internal evaluation of the 
power generation organization was 
conducted with a goal of developing an 
optimum organizational structure for a 
competitive generation market. The 
study was completed in October 1998 
and called for the elimination of 
approximately 450 positions. In addition, 
a ra iew of energy delivery staffing levels 
in 1998 identified 65 positions for 
elimination. 

$2,284.0  $ 1 , 4 9 2 . 9  
298.0  202 .3  

76 .9  
76 9 

2 19 
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6 7 . 5  
( 1 5 1 . 3 )  

Severance accruals totaling $25.5 million 
were recorded in December 1998 for 
reductions in power generation and 
energy delivery staffs and were charged 
to other operation expense in the 
Consolidated Statements of Income. In 
January 1999, employment terminated for 
65 energy delivery employees. In 
February 1999 the power generation staff 
reductions were made. 
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9. Benefit Plans: 

AEP System Pension and Other 
Postretirement Benefit Plans - The AEP 
System sponsors a qualified pension plan 
and a nonqualified pension plan. All 
employees, except participants in the 
United Mine Workers of America (UMWA) 
pension plans are covered by one or both 
of the pension plans. Other 
Postretirement Benefit Plans (OPEB) are 
sponsored by the AEP System to provide 

R e c o n c i l i a t i o n  o f  b e n e f i t  
ob1 i g a t i  on: 

O b l i g a t i o n  a t  J a n u a r y  1 
S e r v i c e  C o s t  
I n t e r e s t  C o s t  
P a r t i c i p a n t  C o n t r i b u t i o n s  
P l a n  Amendments ( a )  
A c t u a r i a l  L o s s  
A c q u i s i t i o n s  ( b )  
B e n e f i  t Payments”  
O b l i g a t i o n  a t  December 31 

medical and death benefits for retired 
employees. 

The following tables provide a 
reconciliation of the changes in the plans’ 
benefit obligations and fair value of 
assets over the two-year period ending 
December 31, 1998, and a statement of 
the funded status as of December 31 for 
both years: 

P e n s i o n  P l a n  OPE0 
1998 1997 - 1998  - 1997 

( i n  t h o u s a n d s )  

$ 1 , 9 0 9 , 4 0 0  $ 1 , 6 7 6 , 2 0 0  
4 5 , 1 0 0  3 6 , 0 0 0  

1 3 3 , 2 0 0  128 ,600  

4 8 , 4 0 0  
9 6 , 0 0 0  1 7 0 , 5 0 0  

100 
( 1 0 5 . 9 0 Q )  ( 1 0 1  .goo  1 

$ 2 . 1 2 6 . 3 0 0  8 1 . 9 0 9 . 4 0 0  

Reconc i  1 i a t i o n  o f  f a i r  v a l  ue 

F a i r  v a l u e  o f  p l a n  a s s e t s  a t  
o f  p l a n  a s s e t s :  

J a n u a r y  1 8 2 , 3 7 0 , 3 0 0  $ 2 , 0 0 9 , 5 0 0  
A c t u a l  R e t u r n  on P l a n  A s s e t s  3 8 5 , 9 0 0  462 ~ 790 

Genet i t  PaymenLs ( iG5 .900  1 (IO! .90(2: 

Company C o n t r i b u t i o n s  400 
P a r t i c i p a n t  C o n t r i b u t i o n s  

F a i r  v a l u e  o f  p l a n  a s s e t s  a t  
December 3 1  5 2 . 6 5 0 . 7 0 0  82 .370 .30 (3  

Funded s t a t u s :  
Funded s t a t u s  a t  December 31 $ 524.400 5 4 6 0 , 9 0 0  
U n r e c o g n i z e d  Ne t  T r a n s i t i o n  

U n r e c o g n i z e d  P r i o r - S e r v i c e  C o s t  1 5 7 , 4 0 0  123,500 
U n r e c o g n i z e d  A c t u a r i a l  

( G a i n )  Loss  ( 7 5 6 . 3 0 Q )  ( 6 4 0 . 8 0 Q )  
A c c r u e d  B e n e f i t  L i  a b i  1 i t y  $ ( 1 2 3 . 7 0 Q )  % ( 1 1 5 . 5 0 Q )  

( A s s e t ) , O b l  i g a t i o n  ( 4 9 . 2 0 0 )  ( 5 9 , 1 0 0 )  

$ 8 4 9 , 7 0 0  $ 7 2 6 , 4 0 0  
1 7 , 5 0 0  1 4 . 0 0 0  
5 9 , 3 0 0  5 5 , 9 0 0  

5 , 9 0 0  5 , 3 0 0  

1 3 3 , 1 0 0  9 0 , 9 0 0  

( 4 6 . 6 0 Q )  (42.80Q) 
2 , 8 0 0  

8 1 . 0 2 1 . 7 0 Q  8 8 4 9 . 7 0 0  

$311 ,900  9232,500 
5 2 , 6 0 0  4 4 , 1 0 0  

5 , 9 0 0  5 . 3 0 0  
[ 4 5 . 6 n 2 )  ( 4 2 . 8 C Q ’  

7 2 , 6 0 0  7 2 , 8 0 0  

5 3 9 6 . 4 0 0  s 3 1 1 . 9 0 Q  
P 

5 ( 6 2 5 , 3 0 0 ) $ ( 5 3 7 , 8 0 0 )  

175 .G00 6 6 .  l O Q  
3 ( 8 9 . 6 0 0 ) s  ( 5 5 . 3 0 Q )  

( a )  E a r l y  r e t i r e m e n t  f a c t o r s  f o r  t h e  Company p e n s i o n  p l a n  were changed t o  p r o v i d e  
m o r e  g e n e r o u s  b e n e f i t s  t o  p a r t i c i p a n t s  r e t i r i n g  between ages 55 and 6 0 .  
( b )  O n  Qecember 1, 1998 t h e  Company a c q u i r e d  m i d s t r ~ a m  gas  o D a r a t i o n s  r e s u l t i n g  
i n  aDprox i rna te l y  170 new employees becorning pa r t i c ’ 2an :s  i n  t h e  Company ’s  p e n s i o n  
and O P E B  3 l a n s .  At(ac111ncnt 1 
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The following table provides the amounts recognized in the consolidated balance sheets 
as of December 31 of both years: 

P e n s i o n  P l a n  O P E B  

( i n  t h o u s a n d s )  
1997 - 1998 1997 1998 - 

A c c r u e d  B e n e f i t  L i  a b i  1 i t y  $ ( 1 2 3 , 7 0 0 )  $ ( 1 1 5 , 5 0 0 )  4 ( 8 9 , 6 0 0 )  5 ( 5 5 , 3 0 0 )  
A d d i t i o n a l  Minimum L i a b i l i t y  ( 3 , 4 0 0 )  ( 9 0 0  1 
I n t a n g i b l e  A s s e t  3.40Q -sM 
N e t  Amount Recogni  zed $ ( 1 1 5 .50 0 $ ( 12 3 .70Q) B ( a9 .60 Q 1 $-Q) 

The Company's nonqualified pension plan had an accumulated benefit obligation in excess 
of plan assets of $25 million and $19.4 million at December 31, 1998 and 1997, 
respectively. There are no plan assets in the nonqualified plan due to the nature of the 
p!an. 

The Company's OPEB plans had accumulated benefit obligations in excess of plan assets 
of $625.3 million and $537.8 million at December 31, 1998 and 1997, respectively. 

The following table provides the components of net periodic benefit cost for the plans for 
fiscal years 1998 and 1997: 

O P E B  P e n s i o n  P l a n  1998 1997 ;998 1997 
( i n  t h o u s a n d s )  

S e r v i c e  c o s t  3 4 5 , 1 0 0  4 3 6 , 0 0 0  $ 17 ,500  $ 14,000 
I n t e r e s t  c o s t  133,200 128 ,600  59,300 55,900 

E x p e c t e d  r e t u r n  on 
( 2 9 , 5 0 0 )  ( 2 2 , 2 0 0 )  p l a n  a s s e t s  ( 1 7 2 , 0 0 0 )  ( 1 5 4 , 2 0 0 )  

A m o r t i z a t i o n  o f  t r a n s i t i o n  
( a s s e t )  o b l i g a t i o n  ( 9 , 9 0 0 )  ( 9 , 5 0 0 )  3 2 , 0 0 0  32,000 

A m o r t i z a t i o n  o f  p r i o r - s e r v i c e  

A m o r t i z a t i o n  o f  n e t  a c t u a r i a l  

N e t  p e r i o d i c  b e n e f i t  c o s t  8 , 2 0 0  1 , 6 2 0  3 2 , 5 0 0  79,390 
C u r t a i l m e n t  l o s s  24 .10Q(a )  

N e t  p e r i o d i c  b e n e f i t  c o s t  

c o s t  14 ,400  1 3 , 8 0 0  

( q a i n )  l o s s  ( 2 . 6 0 Q )  ( 4 . 7 0 Q )  2 (400) 

a f t e r  c u r t a i l m e n t s  S 8 . 2 0 Q  B 9.6OC S 1 0 4 . 6 0 Q  

( a )  C u r t a i l m e n t  c h a r g e s  were r e c o g n i z e d  d u r i n g  1998 i n  a n t i c i p a t i o n  o f  t h e  
O c t o b e r  3 1 .  1999 shutdown o f  Muskingum Mine  by C e n t r a l  Oh io  Coal Company, a 
s u b s i d i a r y  o f  A E P .  
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The assumptions used in the measurement of the Company's benefit obligation are shown 
in the following table: 

P e n s i o n  P l a n  O P E B  - 
1998 1997 1998 1997 

W e i g h t e d - a v e r a g e  a s s u m p t i o n s  
a s  o f  December 3 1  
D i  scoun't r a t e  6 . 7 5 %  7 .00% 6 . 7 5 %  7 . 0 0 %  
E x p e c t e d  r e t u r n  on  p l a n  a s s e t s  9 .00% 9 .00% 8 . 7 5 %  8 . 7 5 %  
R a t e  of  c o m p e n s a t i o n  i n c r e a s e  3 . 2 %  3 .2% N / A  N / A  

For measurement purposesl a 5.5% annual rate of increase in the per capita ccst of 
covered health care benefits was assumed for 1999. The rate was assumed to decrease 
gradually each year to a rate of 4.25% for 2005 and remain at that level thereafter. 

Assumed health care cost trend rates have a significant effect on the amounts reported for 
the OPE6 health care plans. A 1 % change in assumed health care cost trend rates would 
have the following effects: 

1% I n c r e a s e  1% Decrease  
( i n  t h o u s a n d s )  

E f f e c t  on t o t a l  o f  s e r v i c e  and 
i n t e r e s t  c o s t  components  o f  
n e t  p e r i o d i c  p o s t r e t i r e m e n t  
h e a l t h  car;! b e n e f i t  c o s t  $ 9 ,700  

E f f e c t  on  t h e  h e a l  t h - c a r e  
component  o f  t h e  a c c u m u l a t e d  
p o s t r e t i r e m e n t  b e n e f i t  o b l i g a t i o n  

CitiPower, a subsidiary acquired on 
December 31, 1998 sponsors a defined 
benefit pension plan. At December 31, 
1998, the fair value of the plan assets 
was $24 fi million and the  accumulated 
benefit obligation of this plan was $25.3 
million. This plan's actuarial assumptions 
are not significantly different from AEP's. 

AEP System Savings Plan - The AEP 
System Savings Plan is a defined 
contribution plan offered to non-UMWA 
employees. The cost for contributions to 
this plan totaled $20.5 million in 1998, 
$19.6 million in 1997 and $19 million in 
1 996. 

Other UMWA Benefits - The Company 
provides UMWA pension, health and 
welfare benefits for certain unionized 
mining employees, retirees, and their 
survivors who meet eligibility 

1 1 3 , 0 0 0  
U S $  

requirements. The benefits are 
administered by UMWA trustees and 
contributions are made to their trust 
funds. Contributions based on hours 
worked are expensed as paid as part of 
the cost of active mining operations and 
were not material in 1998, 1997 and 
1996. Based upon the UMWA actuary 
estimate, the Company's share of 
unfunded pension liability was $28 million 
at June 30, 1998. In the event the 
Company should significantly reduce or 
cease mining operations or contributions 
to the UMWA trust funds, a withdrawal 
obligation will be triggered for both the 
pension and health and welfare plans. If 
the mining operations had been closed 
on December 31, 1998 the estimated 
annual withdrawal liability for all UMWA 
benefit plans would have been $6.5 
million. The UMWA withdrawal liability 
for the anticipated shutdown of Central 

3 

- 
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Ohio Coal Company's Muskingum mine 
has been included as a curtailment loss 
in the net periodic benefit cost under the 
Company's OPEB plans in 1998. 

10. Business Segments 

As of December 31, 1998, the Company 
adopted SFAS 131, "Disclosure about 
Segments of an Enterprise and Related 
Information." SFAS 131 established 
standards for reporting information about 
operating segments in annual financial 
statements and requires selected 
information about operating segments in 
interim financial reports issued to 
shareholders. It also established 
standards for related disclosures about 
products and services, m d  geographic 
areas. Operating segments &re defi::ed 
as components of an enterprise about 
which separate financial information is 
available and evaluated regularly by the 
chief operating decision maker. 

The Company's reportable segments are 
primarily differentiated based on whether 
the business activity is conducted within 
a regulated environment. The Company 
manages its operations on this basis 
because of the substantial impact of 
regulatory oversight on business 
processes, cost structures and operating 
results. 

The Company's principal business 
segment is its cost based rate regulated 
Domestic Electric Utilities business 
consisting of seven regulated utility 
operating companies providing retail, 
commercial, industrial and wholesale 
electric' services in seven Atlantic and 
Midwestern states. Also included in this 
segment are the Company's electric 
power wholesale marketing and trading 
activities that are conducted as part of 
regulated operations and subject to 
regulatory ratemaking oversight. The 
World Wide Energy Investments segment 
represents principally international 
investments in energy-related projects 
and operations. It also includes the 
development and management of such 
projects and operations. Such investment 
activities include electric generation, 
supply and distribution, and natural gas 
pipeline, storage and other natural gas 
services. Other business segments 
include non-regulated electric and gas 
trading activities, telecommunication 
services, and :be marketing of various 
energy saving products and services. 
lntersegment revenues, ie. revenues from 
transactions with operating segments, are 
not material. As of December 31, 1998 
and 1997 less than 6% of long-lived 
assets were located in foreign countries. 
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- Year 
Regu la ted  Oomest lc 
E l e c t r i c  U t i l i t i e r  

1998 
Revenues f r o m  

Revenues f r o m  t r a n s a c t i o n s  
e x t e r n a l  cus tomers  

w i t h  c t h e r  o p e r a t i n g  
segments 

I n t e r e s t  revenues  
I n t e r e s ’ t  expense 
O e p r e c i a t l o n .  d e p l e t l o n  and 

Net  income ( l o s s )  f o r  e q u i t y  

Income t a x  expense ( b e n e f i t )  

a m o r t l r a t l o n  expense 

method s u b s l d l a r l e s  

Segment n e t  income ( l o s s )  

T o t a l  a s s e t s  
I n v e s t m e n t s  I n  e q u i t y  method 

Gross p r o p e r t y  add1 t i o n s  
s u b s l d i  a r l  es 

1997 
Revenues f r o m  

Revenues f r o m  t r a n s a c t l o n s  
e x t e r n a l  cus tomers  

w i t h  o t h e r  o p e r a t i n g  
segments 

I n t e r e s t  revenues 
I n t e r e s t  expense 
O e p r e c i a t l o n .  d e p l e t i o n  and 

Net  income f o r  e q u l t y  method 

Income t a x  ex;?nse ( b e n e f i t )  
E x t r a o r d i n a r y  L o s s  - 

UK W i n d f a l l  Tax 

a m o r t i z a t i o n  expense 

s u b s i d i  d r i e s  

Segment n e t  income (loss) 

T o t a l  a s s e t s  
I n v e s t m e n t s  I n  e q u l t y  method 

Gross p r o p e r t y  a d d l t l o n s  
s u b s i d i a r i e s  

1996 
Revenues f r o m  

Revenues f r o m  t r a n s a c t i o n s  
e x t e r n a l  cus tomers  

w l t h  o t h e r  o p e r a t l n g  
segmen t s  

I n t e r e s t  revenues 
I n t e r e s t  expense 
D e p r e c i a t l o n ,  d e p l e t i o n  and 

Income t a x  expense ( b e n e f i t )  
a m o r t l z a t l o n  expense 

. ,  

Se’gnient n e t  income ( l o s s )  

T o t a l  a s s e t s  
I n v e s t m e n t s  i n  e q u i t y  method 

Gross p r o p e r t y  additions 
s u b s i d l a r i $ s  

16,345,900 

399,200 

580,000 

299.100 

563.400 

16,837,300 

100 
699,700 

15.879.800 

390,300 

591,100 

330,100 

602,900 

16,223,700 

100 
694.400 

15,849,200 

381,000 

600,900 
325,500 

597.600 

15,858,900 

100 
5 7 7 . 7 0 0  

# o r  1 d 
u l d e  Energy R e c o n c i l i n g  A E P  
I n v e s t m e n t s  Other Ad ius tmen ts  C o n s o l i d a t e d  

( I n  thousands)  

1,600 1.900 
400 200 

16,900 3,000 

1.000 1,400 

38,600 
(15.300) (21.200) 

12,300 (39,500) 

2,063,300 582,630 

335,200 
1,481,000 23.000 
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$14.600 I 2,ZOG 

1,700 
14.900 6G O  

33,300 
( 2 5 , 0 0 0 )  (6.600) 

(109,400) 

(79.600) (12.300) 

367.100 24.500 

287,300 
62.400 3 , 6 2 0  

$12,500 I - 

100 

300 

(1.000) (1,900) 

(6,600) (3.500) 

5,100 19,000 

I( 29.300) 16,345,900 

( 3  .SO01 
600 

419.100 

( 2 , 4 0 0 )  580,000 

38,600 
262.600 

536,200 

19,483,200 

335,300 
2,203,700 

f (  16.800 1 15,879,800 

1,700 
405,800 

591.100 

33,300 
298.500 

( iO9.400 1 

511 . uoo  

16,615,300 

287,400 
760,400 

I (  12,500) 15,849,200 

( 1 0 0 )  

381.300 

600,900 
322,600 

587,400 

15,983,000 

100 
5 7 7 , 7 0 0  
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1 1. Financial Instruments, Credit and 
Risk Management 

The Company is subject to market risk as 
a result of changes in commodity prices, 
foreign currency exchange rates, and 
interest rates. The Company has a 
wholesale electricity and gas trading and 
marketing operation that manages the 
exposure to commodity price movements 
using physical forward purchase and sale 
contracts at fixed and variable prices, and 
financial derivative instruments including 
exchange traded futures and options, 
over-the-counter options, swaps and 
other financial derivative contracts at both 
fixed and variable prices. Physical 
forward electricity contracts and certain 
qualifying hedges within AEP's traditional 
economic market area are recorded as 
net operating revenues in the month 
when the physical contract settles. Net 
gains for the year ended December 31, 
1998 were $1 1 1 million. Physical forward 
electricity contracts outside AEP's 
traditional marketing area, and all 
financial electricity trading transactions 
which do not qualify as a hedge, andlor 
where the underlying physical commodity 
is outside AEP's traditional economic 
market area are marked to market and 
recorded net in nonoperating income. 
Net losses for the year ended December 
31 , 1998 were $37 million. All physical 
and financial instruments for natural gas 
are marked to market and are included on 
a net basis in nonoperating income. Net 
gains for the year ended December 31, 
1998 were $6 million. The unrealized 
mark-to-market gains and losses from 
such trading of financial instruments are 
reported as assets and liabilities, 
respectively. These activities were not 
material in prior periods. 
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Investment in foreign ventures exposes 
the Company to risk of foreign currency 
fluctuations. Also, the Company is 
exposed to changes in interest rates 
primarily due to short- and long-term 
borrowings used to fund its business 
operations. The debt portfolio has both 
fixed and variable interest rates with 
terms from one day to forty years and an 
average duration of 5 years at December 
31, 1998. The Company does not 
presently utilize derivatives to manage its 
exposures to foreign currency exchange 
rate movements. 

Market Valuation - The book value 
amounts of cash and cash equivalents, 
accounts receivable, Short-term debt and 
accounts payable approximate fair value 
because of the short-term maturity of 
these insrruments. The book value 
amount of the pre-April 1983 spent 
nuclear fuel disposal liability 
approximates the Company's best 
estimate of its fair value. 

The book value amounts and fair values 
of the Company's significant financial 
instruments at Oecember 31, 1998 are 
summarized in the following table. The 
fair values of long-term debt and 
preferred stock are based on quoted 
market prices for the same or similar 
issues and the current dividend or 
interest rates offered for instruments of 
the same remaining maturities. The fair 
value of those financial instruments that 
are marked-to-market are based on 
management's best estimates using over- 
thecounter quotations, exchange prices, 
volatility factors and valuation 
methodology. The estimates presented 
herein are not necessarily indicative of 
the amounts that the Company could 
realize in a current market exchange. 
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Book Va 1 u e  F a i r  Va luP 
( i n  t h o u s a n d s  1 

N o n - O e r i  v a t i v e s  

1 9 9 8  

L o n g - t e r m  Deb t  

P r e f e r r e d  S t o c k  

1 9 9 7  

L o n g - t e r m  Deb t  

P r e f e r r e d  S t o c k  

D e r i v a t i v e s  

T r a d i n u  A s s e t s  

N o t i o n a l  Amount F a i r  V a l u e  A v e r a a e  F a i r  V a l u e  

$ 7 , 0 0 6 , 1 0 0  1 7 , 2 9 1 , 2 0 0  

1 2 7 , 6 0 0  1 3 4 , 1 0 0  

5 , 4 2 3 . 9 0 0  5 , 6 7 0 , 4 0 0  

127.6CO 1 3 6 , 0 0 0  

( i n  t h o u s a n d s )  
F1 e c t  r i  c 

P h y s i  c31  s $ ( 6 2 , 0 0 0 )  $ 4 6 . 1 0 0  $ 4 0 , 8 0 0  
o p t i o n s  
Swaps 

Gas 
F u t u r e s  
Phys i ca 
O p t i o n s  
Swaps 

T r a d i n a  L 

( 4 , 7 0 0  ) 3 2 , 2 0 0  7 9 , 0 0 0  
( 15 ,600)  3 , 4 0 0  1 . 0 0 0  

( 7 0 , 3 0 0  1 5 , 9 0 0  1 , 9 0 0  
S . u a 5 , 2 0 0 )  4 3 , 6 0 0  2 9 , 9 0 0  

( 3 , 6 0 0 )  1 8 , 0 0 0  1 1 , 7 0 0  
1 , 4 7 7 . 9 0 0  2 4 5 , 6 0 0  14;. 000  

a b i l i t i e s  

F l e c t r i c  
F u t u r e s  2 0 , 3 0 0  ( 7 . 2 0 0 )  ( 1 , 8 9 0  

swaps 1 6 , 2 0 0  ( 7 , 7 0 0 )  ( l,.jiJcl 

P h y s i c a l s  2 7 , 5 0 0  ( 5 0 , 6 0 0  1 ( 4 6 , 3 0 0  
O o t i o n s  9 , 7 0 0  ( 2 8 , 7 0 0  1 ( 7 8 , 3 0 0  

Gas 
P h y s i c a l  s 2 8 3 , 9 0 0  ( 4 2 , 4 0 0 )  ( 2 8 , 7 0 0 )  
O p t  Lon s 4 , 7 0 0  ( 2 2 , 6 0 0 )  ( 1 4 , 1 0 0 )  
Swaps ( 1 , 5 2 4 , 9 0 0 )  ( 2 3 1 , 2 0 0 )  ( 1 3 5 , 7 0 0 )  

At December 31, 1998 the fair value of 
the assets and liabilities related to the 
wholesale electric forward contracts was 
$367- million and $356 million, 
respectively. The respective notional 
amounts were $828 million and $772 
million, respectively. The average fair 
value amounts outstanding during the 
period were $922 million of assets and 
$882 million of liabilities. 
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AEP routinely enters into exchange 
traded futures and options transactions 
for electricity and natural gas as part of 
its wholesale trading operations. These 
transactions are executed through 
brokerage accounts with brokers who are 
registered with the Commodity Futures 
Trading Commission. Brokers require 
cash or cash related instruments to be 
deposited on these accounts as margin 
calls against !he customer's open 



position. The amount of these deposits at 
December 31, 1998 was $1 0 million. 

Credit and Risk Management - In addition 
to market risk associated with price 
movements, AEP is also subject to the 
credit risk inherent in its risk management 
activities. Credit risk refers to the 
financial risk arising from commercial 
transactions and/or the intrinsic financial 
value of contractual agreements with 
trading counter parties, by which there 
exists a potential risk of nonperformance. 
The Company has established and 
enforced credit policies that minimize or 
eliminate this risk. AEP accepts as 
counter parties to forwards, futures, and 
other derivative contracts primarily those 
entities that are classified as Investment 
Grade, or those that can be considered 
as such due to the effective placement of 
credit enhancements and/or collateral 
agreements. Investment Grade is the 
designation given to the four highest debt 
rating categories (Le., AAA, AA, A, BBB) 
of the major rating services, e.g., ratings 
BB6- and above at Standard & Poor's 
and Baa3 and above at Moody's. When 
adverse market conditions have the 
potential to negatively affect a counter 
party's credit position, the Company will 
require further enhancements to mitigate 
risk. Since the formation of the trading 
business in July of 1997, the Company 
has experienced no significant losses due 
to the credit risk associated with its risk 
management activities; furthermore, the 
Company does not anticipate any future 
material effect on its results of operations, 
cash flow or financial condition as a result 
of counter party nonperformance. 

Other Financial instruments - Nuclear 
Trust Funds Recorded at Market Value - 
The trust investments, reported in other 
property and investments, are recorded at 

50 

market value in accordance with SFAS 
115 and consist of tax-exempt municipal 
bonds and other securities. 

At December 31, 1998 and 1997 the fair 
values of the trust investments were $648 
million and $566 million, respectively, and 
had a cost basis of $584 million and $527 
mi l I ion, respectively . Accumulated gross 
unrealized holding gains were $65 million 
and $41 million at December 31, 1998 
and 1997, respectively and accumulated 
gross unrealized holding losses were 
$1.1 million and $1.2 million at December 
31, 1998 and 1997, respectively. The 
change in market value in 1998, 1997, 
and 1996 was a net unrealized holding 
gain of $24 million, $19.1 million, and 
$2.6 mi I1 ion, respectively. 

The trust investments' cost basis by 
security type were: 

D e c e m b e r  31. - 1998 1997 
( f n  t h o u s a n d s )  

T a x - E x e m p t  B o n L j  1326.239 $335,358 
74.398 Equity Securities 95.854 

Treasury Bonds 
C o r p o r a t e  aonds 
C a s h ,  C a s h  

71,194 44, Z O O  
1 0 , 6 6 1  9,167 

E q u i v a l e n t s  and 
A c c r u e d  Interest 80 .O65 63.392 

Total 1584 .OI3 $ 5 2 6 . 5 1 5  

Proceeds from sales and maturities of 
securities of $225 million during 1998 
resulted in $8.2 million of realized gains 
and $2.8 million of realized losses. 
Proceeds from sales and maturities of 
securities of $147.3 million during 1997 
resulted in $3.9 million of realized gains 
and $1.4 million of realized losses. 
Proceeds from sales and maturities of 
securities of $1 15.3 million during 1996 
resulted in $2.6 million of realized gains 
and $2.1 million of realized losses. The 
cost of securities for determining realized 
gains and losses is original acquisition 
cost including amortized premiums and 
discounts. 



At December 31, 1998, the year of 
maturity of trust fund investments other 
than equity securities, was: 

( f n  t h o u s a n d s )  
1999 $106.316 
2000 ~ 2003 157.224 
2004 - zoo8 175.751 
After 2008 48.868 

Total ~ 4 8 8 . 1 5 9  

An AEP Resources' subsidiary 
established a non-recourse variable-rate 
credit facility in the aggregate amount of 
$775 million on December 31, 1998. 
Certain assets of the subsidiary support 
the facility. The facility is comprised of 
three tranches: $244 million maturing on 
December 31, 2000, $488 million 
maturing on December 31, 2003, and a 
$43 million short-term capital facility. As 
of December 31, 1998 $732 million were 
outstanding at an average interest rate of 
5.833%. 

The subsidiary entered into several 
interest rate swap agreements for $586 
million of the borrowings under the credit 
facility. The swap agreements involve the 
exchange of floating-rate for fixed-rate 
interest payments. Interest is recognized 
currently based on the fixed rate of 
interest resulting from use of these swap 
agreements. Market risks arise from the 

coupteroarties to an interest rate swap 
agreement were to default on contractual 
payments, the subsidiary could be 
exposed to increased costs related to 
replacing the original agreement. 

movements in interest rates. If 
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However, the subsidiav does not 
anticipate non-performance by any 
counterparty to any interest rate swap in 
effect as of December 31, 1998. As of 
December 31, 1998, the subsidiary was a 
party to interest rate swaps having a 
aggregate notional amount of $586 
million, with $342 million maturing on 
December 31, 2000, and $244 million 
maturing on December 31, 2003. The 
average fixed interest rate payable on the 
aggregate of the interest rate swaps is 
5.32%. The floating rate for interest rate 
swaps was 4.9% at December 31, 1998. 
The estimated fair value of the interest 
rate swaps, which represents the 
estimated amount the subsidiary would 
pay to terminate the swaps at December 
31, 1998, based on quoted interest rates, 
is a net liability of $5 million. 

In accordance with the debt covenants 
included in the financing provisions of this 
facility, the subsidiary must hedge at least 
80% of its energy purchase requirements 
through energy trading derivative 
instruments entered into with market 
participants, predominantly generators. 
As of December 31, 1998, the subsidiary 
had outstanding energy trading 
derivatives with a total contracted load of 
12,545 GWh's. These contracts have 
maturities in the range of 3 months to 
twelve years, Managmilent's estimate of 
the fair value of these derivatives as of 
December 31, 1998, is $3.3 million in 
excess of book value. 
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12. Federal Income Taxes: 

The details of federal income taxes as reported are as follows: 

Year Ended December 3 1 .  
Leea 1997 m 

( i n  t h o u s a n d s )  
Charged  (Credited) t o  O p e r a t i n g  Expenses ( n e t ) :  

' 

C u r r e n t  . $ 2 9 4 . 1 3 9  $ 3 4 6 , 2 9 0  6 3 7 5 , 5 2 8  
D e f e r r e d  3 7 , 8 7 7  1 1 , 1 2 4  ( 1 7 , 0 0 8 )  

1 5 . 8 1 5 )  (16 .1341  6 . 2 9 8 )  D e f e r r e d  I n v e s t m e n t  Tax C r e d i t s  
T o t a l  : 16 .201  3 4 1 . 2 8 Q  .& 

Charged  (Credited) t o  N o n o p e r a t i n g  Income ( n e t ) :  C u r r e n t  ( 4 7 , 7 1 8 )  ( 1 6 , 0 3 8 )  ( 5 , 6 3 6 )  

3 , 5 7 2  ( i 7 , 6 7 3 )  ( 4 , 4 7 0 )  D e f e r r e d  
( 9 . 4 8 9 )  ( 9 . 1 0 7 )  !9.5!Q) D e f e r r e d  I n v e s t m e n t  T a x  C r e d i t s  T o t a l  ( 5 3 . 6 3 5 )  (42.81fl) !19.616) 

T o t a l  F e d e r a l  Income Tax a s  R e p o r t e d  $ 2 6 2 . 5 6 6  $ 2 9 8 . 4 6 2  $322.606 

The following is a reconciiiztion of the difference between the amount of federal income 
taxes computed by multiplying book income before federal income taxes by the statutory 
tax rate, and the amount of federal income taxes reported. 

Year Ended December 3 i .  
1998 1997 1996 

( i n  t h o u s a n d s )  

Income B e f o r e  P r e f e r r e d  S t o c k  D i v i d e n d  R e q u i r e m e n t s  o f  S u b s i d i a r i e s  $ 5 4 7 , 1 0 9  5 6 3 8 , 2 1 1  $ 6 2 8 , 8 5 6  

E x t r a o r d i n a r y  L o s s  - UK W i n d f a l l  Tax ( N o t e  7 )  ( 1 0 9 , 4 1 9 )  
2 6 2 . 5 6 6  2 9 8 . 4 6 2  322.606. F e d e r a l  Income Taxes  P r e - T a x  Book Income 5 8 0 9 . 6 7 5  $ 8 2 7 . 2 5 4  4951 4 6 2  

F e d e r a l  Income Tax on P r e - T a x  Book Income 

I n c r e a s e  ( D e c r e a s e )  i n  F e d e r a l  Income T a x  
a t  S t a t u t o r y  R a t e  (35%) 

R e s u l t i n g  f r o m  t h e  F o l l o w i n g  I t e m s :  
D e p r e c i a t i o n  
C o r p o r a t e  Owned L i f e  I n s u r a n c e  
I n v e s t m e n t  Tax C r e d i t s  ( n e t )  
E x t r a o r d i n a r y  Loss - U K  W i n d f a l l  T a x  
O t h e r  

T o t a l  f e d e r a l  Income Taxes a s  R e p o r t e d  

E f f e c t i v e  F e d e r a l  Income T a x  Ra te  
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5 2 8 3 , 3 8 6  

5 7 , 6 6 3  
( 1 6 , 4 2 8 )  
( 2 5 , 3 0 4  1 

( 3 6 . 7 5 1 )  
5 2 6 2  *566 

32.4% 

$ 2 9 9 , 5 3 9  

5 3 , 2 3 9  
( 1 8 , 2 4 0  1 
( 2 5 , 2 4 1 )  

3 8 , 2 9 7  
( 3 9 . 1 3 2  1 

$ 2 9 8 , 4 6 2  

- 3 6 . 1 %  - 

$ 3 3 3 , 0 1 2  

5 0 , 5 3 7  
( 1 2 , 0 0 9 )  
(25 .813)  

( 2 3 . 1 2 1 )  
5 3 2 2 . 5 0 6  

33.9% - 
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The following tables show the elements of the net deferred tax liability and the significant 
temporary differences: 

D e f e r r e d  Tax A s s e t s  
D e f e r r e d  Tax. L i a b i l i t i e s  

N e t  D e f e r r e d  Tax L i a b i l i t i e s  

P r o p e r t y  R e l a t e d  Temporary  O i f f e r e n c e s  
Amounts Due From Customers  F o r  F u t u r e  

D e f e r r e d  S t a t e  Income Taxes  
A l l  O t h e r  ( n e t )  

F e d e r a l  Income Taxes 

T o t a l  N e t  D e f e r r e d  Tax L i a b i l i t i e s  

The Company has settled with the IRS all 
issues from the audits of the consolidated 
federal income tax returns for the years 
prior to 1991. Returns for the years 1991 
through 1996 are presently being audited 
by the IRS. With the exception of interest 
deductions related to AEP’s corporate 

Oecember 3 1 .  

( i n  t h o u s a n d s )  
!998 1997 

$ 8 7 9 , 3 2 2  $ 8 0 7 , 2 2 6  
( 3 . 4 8 0 . 7 2 4 )  ( 3 . 3 6 8  - 1 4 7 )  

$ ! 2 . 6 0 1 . 4 0 2  1 $ ( 2 . 5 6 0 . 9 2 1 )  

5 ( 2 , 1 7 0 , 0 7 7  1 $ ( 2 , 1 6  1 , 4 8 4  1 

I 3 9 5 , 6 0 5 )  ( 4 1 0 , 2 5 5 )  
( i 9 3 . 8 6 7 )  ( 2 0 1 , 8 4 3 )  

1 5 8 . 1 4 7  212 .661  
$(2.601.492) $ ! 2 . 5 6 0 . 9 2 1 )  

owned life insurance program, which are 
discussed under the heading, Litigation, 
in Note 4, management is not aware of 
any issues for open tax years that upon 
final resolution are expected to have a 
material adverse effect on results of 
operations. 

13. Supplementary Information: 

P u r c h a s e d  Power - 
O h i o  V a l l e y  E l e c t r i c  C o r p o r a t i o n  
( 4 4 . 2 %  owned b y  A E P  Sys tem)  

Cash W A S  ::id f o r :  
I n t e r e s t  ( n e t  o f  c a p i t a l i z e d  amoun ts )  
Income T a x e s  

( i n  t h o u s a n d s )  

$ 4 2 . 5 1 2  6 2 9 , 6 3 1  5 2 2 , 1 5 6  

$ 4 1 3  , : L i  3 3 9 0 , 4 9 1  5 3 7 3 , 5 7 0  
6 2 8 1 . 7 3 3  5 3 5 8 , 8 3 3  5 4 0 4 . 2 9 7  

Noncash I n v e s t i n g  and F i n a n c i n g  A c t i v i t i e s :  
A c q u i s i t i o n s  u n d e r  C a p i t a l  Leases $ 1 1 9 . 1 3 5  1 2 3 4 , 8 4 6  $ 1 3 6 , 9 8 8  
A s s u m p t i o n  o f  L i a b i l i t i e s  r e l a t e d  t o  

5 1 5 1 . 5 3 3  5 - 5 -  A c q u i s i t i o n s  

14. Leases: 

Leases of property, plant and equipment 
are for periods up to 35 years and require 
payments of related property taxes, replaced by other leases. 

majority of the leases have purchase or 
renewal options and will be renewed or 

maintenance and operating costs. The 
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Lease rentals are primarily charged to operating expenses in accordance with rate-rnaking 
treatment. The components of rentals are as follows: 

Y e a r  Ended December 3 1 .  

( i n  t h o u s a n d s )  
1998 1997 1996 

O p e r a t i n g  Leases  
A m o r t i z a t i o n  o f  C a p i t a l  Leases  
I n t e r e s t  on C a p i t a l  Leases  

T o t a l  R e n t a l  Payments 

$ 2 5 4 , 4 6 7  $ 2 5 7 , 0 4 2  8 2 6 2 , 4 5 1  
9 1 , 3 5 9  1 0 4 , 7 3 2  1 1 4 , 0 5 0  
3 7  S I 6  31 .6OL 28 .696  

9 3 8 3 . 3 4 2  $ 3 9 3 . 3 7 5  $ 4 0 5 . 1 9 7  

Properties under capital leases and related obligations on the Consolidated Balance 
Sheets are as follows: 

LEASED ASSETS I N  ELECTRIC UTIL ITY PLANT: 
P r o d u c t i o n  
T r a n s m i  s s i  on  
D i  s t  r i b u t  i on 
G e n e r a l  : 

N u c l e a r  F u e l  ( n e t  o f  a m o r t i z a t i o n )  
M i n i n g  P l a n t  and O t h e r  

A c c u m u l a t e d  A m o r t i z a t i o n  
T o t a l  E l e c t r i c  U t i l i t y  P l a n t  

N e t  E l p c t r i c  U t i l i t y  P l a n t  

December 31.  

( i n  t h o u s a n d s )  
1998 1997 

$ 4 6 , 5 3 2  $ 4 7 , 2 4 6  
4 3 

1 4 , 6 5 0  1 4 , 6 6 0  

1 0 3 , 9 3 9  1 0 3 , 9 3 9  
5 3 0 . 2 9 1  5 1 6 . 8 4 3  
6 9 5 . 4 1 6  6 8 2 , 6 9 1  

1 9 6 , 1 4 5  208 .548  
4 8 6 .  S68 4 8 6 . 5 4 6  

5 4 , 1 0 2  5 7 , 7 6 3  
8 . 3 8 7  5 . 9 1 7  

4 5 , 7 1 5  5 1 . 8 4 6  

LEASED ASSETS I N  OTHER PROPERTY 

N e t  O t h e r  P r o p e r t y  
A c c u m u l a t e d  A m o r t i z a t i o n  

N e t  P r o p e r t y  u n d e r  C a p i t a l  Leases 9532 .503  $ 5 3 8 . 3 9 2  

N o n c u r r e n t  L i a b i l i t y  SSSG , 9 2 2  543 7 , 5 6 3  
L i a b i l i t y  Due W i t h i n  One Year 8 1 . 6 6 1  1 0 1 . 0 8 9  

T o t a l  C a p i t a l  Lease Ob1 i g a t i o n s  $ 5 3 2 . 5 8 3  $ 5 3 8 , 3 9 2  

C a p i t a l  Lease O b l i g a t i o n s : *  
I 

* R e p r e s e n t s  t h e  p r e s e n t  v a l u e  o f  f u t u r e  minimum l e a s e  payments  f o r  p l a n t  and 
n u c l e a r  f u e l .  The n o n c u r r e n t  p o r t i o n  o f  c a p i t a l  l e a s e  o b l i g a t i o n s  i s  i n c l u d e d  
i n  o t h e r  n o n c u r r e n t  l i a b i l i t i e s  i n  t h e  C o n s o l i d a t e d  Ba lance  S h e e t .  
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Properties under operating leases and related obligations are not included in the 
Consolidated Balance Sheets. 

Future minimum lease rentals, consisted of the following at December 31, 1998: 

1999 
2000 
200 1 
2002 
2003 
L a t e r  Years 
T o t a l  F u t u r e  Minimum Lease R e n t a l s  
Less E s t i m a t e d  I n t e r e s t  Element 
E s t l m a t e d  P r e s e n t  Va lue  o f  F u t u r e  

M l n l m u m  Lease R e n t a l s  
u n a m o r t l z e d  N u c l e a r  Fue l  

T o t a l  

Noncance lab le  
Cap1 t a l  O p e r a t l n g  
l eases  Ceases 

( i n  thousands)  

f109,395 5 239,361 
97,132 237 ~ 522 
79.976 234 ~ 147 
67.103 228.144 
4 5 , 1 6 1  227,618 

1 4 8 . 1 2 1  3 . 4 3 7 . 9 2 5  
546,888 ( a )  14.604.717 
118.244 

428.644 
103.939 

$532.583 

( a )  Hlnlmum lease  r e n t a l s  do n o t  I n c l u d e  n u c l e a r  f u e l  r e n t a l s .  The r e n t a l s  a r e  p a i d  I n  p r o p o r t i o n  
t o  heat  produced and c a r r y l n g  charges on the  unamor t i zed  n u c l e a r  f u e l  ba lance .  There a r e  no mfnimum 
l e a s e  payment requ l re rnen ts  f o r  l e a s e d  n u c l e a r  f u e l .  

15. Capital Stocks and Paid-in Capital: 

Changes in capital stocks and paid-in capital during the period January 1, 1996 through 
December 31, 1998 were: 

Cumulative Preferred Stocks 
Shares - o f  Subsfdfarfes 

Cumulative n o t  Subject Subject to 
Common Stock- Preferred Stocks Paid-in To Mandatory Mandatory 
Par V a l u e  16.5O(a) o f  Subsldiarles Common Stock Casl:jl Redemotfon Redemptlon(b1 

LOollars I n  T h o o s d n d s )  

J a n u a r y  1 ,  1996 
Issuances 
Retlrements and 

Other 
Oecemner 31. 1996 
Issuance, 
Retlrements and 

Other 
Oecember 31. 1997 
Issuances 
Retfrements and  

Other 
Oecember 31. 1998 

195.634.992 
1.600.000 

197.23J.992 
1.754.969 

198.989.981 
1 .826.488 

200.816.469 

6,709,751 S I  , 2 7 1 . 6 2 7  
10.400 

(707.518) 
6 . 0 0 2 . 2 3 3  I ,  282.027 

11.408 

16,258,9471 
I ,  743,286 1.293.435 

11.872 

(7.2?01 
1,716,066 11,305,307 

Il,i58.524 I , 148 ,240  I 522.735 
55,061 

!.969 (57.917 1 (12.8351 
1,7i5 ,554 90,323 509.900 

5i.l:7 

f2.10':) (43,599 1 (382.295) 
1.778.782 46.724 127.605 

71.643 

( a 1  Includes 8.999.992 shares of treasury Stock. 
( 0 1  Includlng portion due w l t h f n  one year. 
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16. Lines of Credit and Commitment Fees: 

At December 31,1998 and 1997, unused 
short-term bank lines of credit were 
available in the amounts of $763 million 
and $442 million, respectively. In 
addition several of the subsidiaries 
engaged in providing non-regulated 
energy services share a line of credit 
under a revolving credit agreement. The 
amounts d credit available under the 

0' 
revolving credit agreement were $60 
million and $330 million at December 31, 
1998 and 1997, respectively. The short- 
term bank lines of credit and the revolving 
credit agreement require the payment of 
facility fees of approximately 1/10 of 1 % 
on the daily amount of such 
commitments. 

Outstanding short-term debt consisted of: 

December 3 1 .  

( d o l l a r s  i n  t h o u s a n d s )  
rn 1997 

B a l a n c e  O u t s t a n d i n g :  
Notes P a y a b l e  $ 1 9 7 , 3 0 4  $ 1 9 9 , 2 8 5  
Commerci a 1  Paper 419.300 3 5 5 . 7 9 Q  

T o t a l  $ 6 1 6 , 6 0 4  9555.0  75 

Y e a r - E n d  W e i g h t e d  
A v e r a g e  I n t e r e s t  Rate:  

Notes P a y a b l e  
Commerc ia l  P a p e r  

T o t a l  

5 .8% 
6 . 2 %  
6 . 1 %  

6.34:  
6 . 8 %  
6 . 6 %  

Attaclriiiciit I 
Page 243 of 357 

TC ( I  st SCI) 
Order Dated April 22. I999 

Item No. 2 

WSC C ~ S C  NO. 99- I49 

2 3 3  I 
~ 

e 
56 



17. Unaudited Quarterly Financial Information: 

Q u a r t e r l v  Period Ended 
1998 

March 3 1  June 30 S e D t .  30 Oec. 3 1  e' (In Thousands - Except 
Per Share Amounts) 

Operat ing Revenues 91 ,509 ,410  91 ,560 ,944  51 ,845 ,228  $1 ,430 ,320  
Opera t i n g  ~ncome 255,932 227 ,190  311 ,579  162 ,033  
Net Income 150,586 118 .084  195 ,365  72,148 
Earnings per S h a r e  0 .79  0 . 6 2  1 .02  0.38 

Fourth quarter 1998 earnings declined primarily as a result of unseasonably mild weather, 
severance accruals and the negative impact of the extended Cook Plant outage. 

Q u a r t e r l v  Periods Ended 
1997 

March 3 1  June 30  SeDt.  30 Dec. 3 1  
( I n  Thousands - Except 
P e r  Share Amounts) 

$1 ,492 ,069  $1 ,382 ,158  $ 1 , 5 0 7 , 0 7 5  $ 1 , 4 9 8 , 5 1 8  Operat ing Revenues 
271,978 2 2 1 , 2 5 5  275 ,090  2 1 6 , 1 3 1  Operat ing Income 

Income Before 
Ext raord inary  Item 172,562 121,139 201,746 124,933 

Net I ncorne 172,562 121 ,139  9 1 , 1 8 1  126 ,079  
Earnings per Share 

Before Ext raord inary  
Item* 

Earnings per Share 
0 . 9 2  
0 . 9 2  

0 . 6 4  
0 . 6 4  

1 . 0 7  
5 . 4 8  

0 . 6 6  
0 . 6 6  

'Amounts for 1997 do not add to $3.28 earnings per share due to rounding. 

The third quarter of 1997 includes an extraordinary loss of $1 10.6 million or $0.59 per 
share for a UK Windfall Tax which retroactively adjusted upward Yorkshire's privatization 
price discussed in Note 7. 

See "Reclassification" in Note 1 regarding reclassification of prior period amounts. 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANlES 
SCHEDULE OF CONSOLllDATED CUMULATIVE PREFERRED STOCKS OF 
S U BSI DlARl ES 

D e c e m b e r  31. 1998 
tal 1 

P r i c e  p e r  S h a r e s  S h a r e s  A m o u n t  ( I n  
S h a r e  ( a )  A u t h o r f z e d c b )  O u t s t a n d i n s  T h o u s a n d s 1  

Not S u b j e c t  t o  M a n d a t o r y  Redemption: 
4.081 . 4.56% 1102-s110 932,403 460.016 5 46.002 

S u b j e c t  t o  M a n d a t o r y  Redemption: 
5.90% - 5.92% ( c )  ( d )  1,950,COO 388,100 I 38.810 
6.022 - 6-7/82 ( C )  ( e )  1,950,000 637.950 63.795 

( f) 250 .OCO 250,000 25 .OOo 72 ( f )  

J127.605 
Total S u b j e c t  t o  M a n d a t o r y  

R e d e m p  t i o n  ( c ) 

December 31. 1997 

P r i c e  per S h a r e s  S h a r e s  Amount ( I n  
S h a r e  ( a )  Authorizedcb) O u t s t a n d i n o  T h o u s a n d s 1  

tal 1 

N ot S u b j e c t  t o  M a n d a t o r y  Redemption: 
4.082 - 4.561 1102-1110 

S u b j e c t  t o  M a n d a t o r y  Redemption: 
5.90% - 5.922 ( C )  ( d j  
6.021 . 6-7/82 ( C )  ( e )  
71 ( f )  ( f) 

Total S u b j e c t  t o  M a n d a t o r y  
R e d e m p t i o n  ( c )  

932.403 467,236 f 46.724 

1,950,000 388,100 S 38.810 
1,950,000 637,950 63,795 
250 .OOO 250,000 25 .ooo 

1127.605 

N O T E S  TO S C H E C U L E  OF C U M U L A T I V E  P R E F E R R E O  S T O C K S  OF S U B S I O I A R I E S  

( a )  

( b )  

( C )  

At the option o f  t h e  s u b s i d i a r y  t h e  s h a r e s  may b e  r e d e e m e a  at in2 call p r l c e  p l u s  accrued dlvldends. 
T h e  i n v o l u n t a r y  l i q u i d a t i o n  preference i s  SlOO per s h a r e  f o r  a l l  outstandlng shares. 
As o f  December 31, 1998 the s u b s i d i a r i e s  had 7,193,024, 2 2 . 2 0 0 , 0 0 3  and 7.583.313 shares o f  $100, 1 2 5  
and n o  p a r  v a l u e  preferred stock. r e s p e c t i v e l y ,  that w e r e  authorized but unissued. 
Shares outstandirq and related amounts a r e  stated net of appllcable retlrernents through s i n k i n g  funds 
( g e n e r a l l y  dt p a r )  anci r e a c q u l s i c i o n s  o! s h ~ r e s  i n  ant!c:pa;ion o f  f u t u r e  <.equirementr. Tne 
subsidiaries reacquired enough s h a r e s  i n  1997 to meet a l l  s l n k i n g  fund r e q u i r e m e n t s  on certain series 
until 2008 and on c e r t a l n  s e r i e s  until 2009 when a l l  r e m a i n i n g  outstandlng s h a r e s  m u s t  b e  redeemed. 
T h e  s l n k l n g  f u n d  p r o v i s i o n s  o f  t h e  s e r l e s  subject t o  m a n d a t o r y  redemptlon a g g r e g a t e  S5.000,OOO each 
y e a r  f o r  t h e  y e a r s  2000, 2001, 2002 and S15,OOO.OOO i n  2003. 

( d )  N o t  c a l l a b l e  p r i o r  t o  2003; after that t h e  call prlce i s  SlOC per share. 
( e )  Not c a l l a b l e  p r i o r  t o  2000 ;  after that the call price i s  $ 1 0 6  per share. 
( f )  U l t h  s l n k i n g  f u n d .  Xedemptlon i s  res:rlcted prior t o  2000. 
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AMERICAN €LECTRlC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
SCHEDULE OF CONSOLIDATED LONG-TERM DEBT OF SUBSIDIARIES 

a 

e 

F I R S T  MORTGAGE BONDS 
1998-2002 * 

2003-2006 
2022-2025 

INSTALLMENT PURCHASE CONTRACTS ( a )  
1998-2002 
2007 -2025 

NOTES PAYABLE ( b )  
1998- 2008 

Weighted  Average 
I n t e r e s t  Rate  I n t e r e s t  Rates  a t  Oecember 31. December 31. 

December 31, 1 9  98 1998 - 1997 1998 1997 
I n  thousands1  

S E N I O R  UNSECURED NOTES 
2003 - 2008 
2038 

J U N I O R  DEBENTURES 
2025 - 2038 

OTHER LONG-TERM DEBT ( C )  

Unamor t i zed  D i s c o u n t  ( n e t )  
T o t a l  Long- te rm Oebt 

O u t s t a n d i n g  ( d )  
Less P o r t i o n  Oue W i t h i n  One Year 
L o n g - t e r m  P o r t i o n  

7.232 
6.702 
7.902 

4.40s 
6.42L 

5.97% 

6.54% 
7.302 

8.05% 

6.352-8.952 
62-8L 

7.102-8.809: 

4.05%-5.15% 
5 . 0 0 1 - 7 - 7 l 8 3  

5.499:-9.603 

6.242-6.91% 
7.20%-7-3/8% 

7.601-8.723 

6.352-9.15% S 759,000 
6 % - 8 %  846 .OOO 

7.10%-8.802 1,020,768 

145,000 
5 . 4 5 1 - 7 - 7 / 8 3  776,245 
3. 70% ~ 7 - 1/42 

5.29X-9.60X 1,493,360 

6.73%-6.919: 786,000 
340,000 

7.923-8.72% 620,000 

269,319 

(49.575) 

7,006.11 7 
206.476 

S6.799.641 

S1.131.411 
846,000 

1,120.419 

189,500 
756,745 

527,681 

144,000 

495,000 

250,357 

(37.196) 

5,423,917 
294.454 

$5.129.463 

NOTES TO SCHEDULE O F  CONSOLIDATED LONG-TERM DEBT OF S U B S I D I A R I E S  

( a )  For c e r t a i n  s e r i e s  o f  i n s t a l l m e n t  purchase c o n t r a c t s  i n t e r e s t  r a t e s  a r e  s u b j e c t  t 3  p e r i o d i c  ad jus tmen t .  
C e r t a l n  s e r i e s  w f l l  be  pu rchased  on demand a t  p e r i o d i c  i n t e r e s t - a d j u s t m e n t  d a t e s .  L e t t e r s  o f  c r e d i t  f r c m  
banks and s tandby bond purchase agreements suppor t  c e r t a i n  s e r i e s .  
( b )  Notes  p a y a b l e  r e p r e s e n t  o u t s t a n d i n g  p romlsso ry  n o t e s  i s s u e d  under t e r m  l o a n  agreements and r e v o l v i n g  
c r e d i t  agreements w i t h  a number o f  banks and o t h e r  f i n a n c i a l  I n s t i t u t i o n s .  A t  e x p i r a t i o n  a l l  n o t e s  then 
i s s u e d  and o u t s t a n d l n g  a r e  due and payab le .  I n t e r e s t  r a t e s  a r e  b o t h  f f x e d  and v a r i a b l e .  V a r i a b l e  r a t e s  
g e n e r a l l y  r e l a t e  t o  s p e c i f i e d  s h o r t - t e r m  i n t e r e s t  r a t e s .  
( c )  spent  nuc lea r  
f u e l  (see Note 4 o f  t h e  Notes t o  Conso l ida ted  F l n a n c i a l  Statements) and f i n a n c i n g  o b l i g a t i o n  under s a l e  lease 
L C , :  agreement?.  
( d )  L o n g - t e r m  deb t  o u t s t a n d l n g  a t  December 31. 1998 i s  payab le  a s  follows: 

Other l o n g - t e r m  debt  c o n s i s t s  o f  a l f a b i l f t y  a long w i t h  accrued i n t e r e s t  f o r  d i s p o s a l  o f  

P r l n c l p a l  Amount ( 1  n thousands)  

1999 
2000 
2001 
2002 
2003 
L a t e r  Years 

T o t a l  P r i n c i p a l  Amount 
Unamor t i zed  O lscoun t  

T o t a l  

I 206,476 
706,222 
512,028 
294.546 
934,547 

4.321.872 
7,055.692 

(49.575) 
$7.006.117 Alt;ichincnt I 
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Management’s Responsibility 

The management of American Electric Power Company, Inc. is responsible for the integrity 
and objectivity of the information and representations in this annual report, including the 
consolidated financial statements. These statements have been prepared in conformity with 
generally accepted accounting principles, using informed estimates where appropriate, to reflect 
the Company’s financial condition and results of operations. The information in other sections 
of the annual report is consistent with these statements. 

The Company’s Board of Directors has oversight responsibilities for determining that 
management has fulfilled its obligation in the preparation of the financial statements and in the 
ongoing examination of the Company’s established internal control structure over financial 
reporting. The Audit Committee, which consists solely of outside directors and which reports 
directly to the Board of Directors, meets regularly with management, Deloitte & Touche LLP - 
Certified Public Accountants and the Company’s internal audit staff to discuss accounting, 
auditing and reporting matters. To ensure auditor independence, both Deloitte & Touche LLP and 
the internal audit staff have unrestricted access to the Audit Committee. 

The financial statements have been audited by Deloitte & Touche LLP, whose report 
appears on the next page. The auditors provide an objective, independent review as to 
management’s discharge d its responsibilities insofar as they relate to the fairness of the 
Company’s reported financial condition and results of operations. Their audit includes 
procedures believed by them to provide reasonable assurance that the financial statements are 
free of material misstatement and includes a review of the Company’s internal control structure 
over financial reporting. 

@. 
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Independent Auditors’ Report 

To the Shareholders and Board of Directors 
of American Electric Power Company, Inc. 

Attacliment 1 
Page 248 of 357 

TC ( 1  st Sct) 
Ordcr Dated April 22, 1999 

lteiii No. 2 

KPSC Case NO. 99-149 

We have audited the accompanying consolidated balance sheets of American Electric 
Power Company, Inc. and its subsidiaries as of December 31, 1998 and 1997, and the related 
consolidated statements of income, retained earnings, and cash fhws for each of the three years 
in the period ended December 31 1998. these financial statements are the responsibility of the 
Company’s management. Our responsibility is to express an opinion on these financial 
statements based on our audits. 

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

In our opinion, such consolidated financial statements present fairly, in all material 
respects, the financial position of American Electric Power Company, Inc. and its subsidiaries as 
of December 31 I 1998 and 1997, and the results of their operations and their cash flows for each 
of the three years in the period ended December 31 I 1998 in conformity with generally accepted 
accounting principles. 

Deloitte & Touche LLP 
Columbus, Ohio 
February 23, 1999 
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1996 Milestones 

.Completed the $2.1 billion purchase of 
SEEBO.WD plc, a regional electricity company 
serving about 2 inillion customers in Southeast 
England. 

m Recognized for the second consecutive 
year as one of the top U.S. electric utilities in 
customer satisfiaction, based on surveys by the 
University of Michipan School of Business 
.Umitiistration and the American Society for 
Quality Control; CSW ranked first in the 1995 
survey. 

Sanied Utility of the Year 131; Electric Light 
ci. Power magazine. 

SEEBOARD was ranked as the leading 
regional electricity company in customer service 
111; the U.K. government's Office of Electriciry 
Replation. 

Secured certification for CSU' Comtnun- 
ications as the first exempt teleconiinunic~tions 
company under the Teleconimunications Act 
of 1996. 

Bepdn construction on the first major 
cogeneration proiect to be built in AIesico; 
CS\\' International is a 50 percent joint-venture 
partner uith the Alesican cheniic;il firm Alpek. 

m .Acquired For SA0 iiiillion ;I iiiinorin inter- 
esr in \'ale, ;I private electric distribution coiii- 
p n y  in Brazil sening approximatel!- 600,000 
custoiiicrs. 

Foriiied CS\\*/ICX ChoiceCom:" ;I vcn- 
ture equally oivned h!. CS\\- Cotnniunicatinns 
: i d  ICG Comiiiiinications; it pl;ins to provide 
Inc;il :inti long-distance telephone and data  ser- 
vices ro cusrniiicrs in Tes3s. OM:lhoma, 
Louisi;ln;i ;ind .Ark.insas. 

Broke ground for a 310-:iieL.:iw:itt c o p -  

er:itinii planr .IC Phillips Petroleum (:ompan!"s 
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cotnplex a t  Sweeny, Texas; the plant is expected 
to be completed in 1998. 

Launched a joint venture between SEE- 
BOARD and .-\moco EO market natural gas in 
the United Kingdom, where the gas supply 
market is being opened to full competition. 

Received frinchises to Iiuild telecomtnuni- 
cations systems in Austin and Corpus Christi, 
Texas. 

Sold our former intrastate natural gas 
pipeline and marketing subsidiary, Transok, 
Inc., for a rota1 consideration of $890 inillion 
and applied iiiost of  the cash proceeds to the 
purchase of SEEBO.UD. 

Restructured on a fiincrional basis our 
electric urilih. 1)usiness in the United States into 
key lines of business: po\ver generarion, energy 
delivery and energy services. 

EnerShop entered negotiations for its first 
million-dollar contract to provide energy retro- 
fit services for a .?6-ston office rower in Dallas. 

m Became thc first .hnerican business to use 
Delilierative Polls:" an innovative approach for 
involving our custoiiiers in decisions about 
future e n e r F  planning. 

L Samed  L-tilin of the Year by the Ameri- 
can lI'ind Ener? .-\s.;ociation. 

Honored hy U.S. Department of Eners? 
for our energ-  eiticicncy and reneuable mer>? 
programs. 

I 



Chairman’s Letter 

A new Central and South \ i t s t  Corporation is 
ciiicrging--oiie that differs dramatically froin 
the CSU‘ of the past. 

\It have become glol)al in scope, and our 
operations now range far be!.ond the generation 
a n d  deliven of electricin. \\> are competing i n  
independent power and telecommunications 
markets and are developing :I wide range of 
ecier~-iiianagemeiit senices. 

For anyone who still thinks of CS\\- simply 
a s  3 holding company with four electric utilities 
in the southwestern United Stares, one hcr  
should be eye-opening: 

Stnres than we have in this rorrnrr:l: 

s!.sreni to a global, market-driven business \vi11 
;i~c&fiitt. in IOOi as we build on our new base 
; ~ n d  strengthen our corporate positioning and 
identin. i n  the marketplace. 

We iioiu Imi~e more mstoniers outside t h e  United 

Our  evolution from a regional electric utility 

New Markets, New Priorities 

The changes we’re inaLiig i n  our coinpan!’ 
;ire Ilcing driven li!. new invcstrnent opportuni- 
ties ;irr)und rhc world a n d  by increasing competi- 
t i o n  Jmong electric utilities in the United Srstes. 

.\l:in!. nations today ;ire opening their hor- 
tlers r o  torcipn invesmient i i i  d i e  crier?=\. sector. 
Froin Jlesico ro Th:iilancl. go\.eriimeiits ;irc 
choosiiiq t~ fin;ince the csp:iiisiun of their eiier- 

companies aliroad. At the s a m e  rime, sevefiil 
national uti l ig systems, from Europe to 
r\ustralia, are being privatized. These new poli- 
cies represent unprecedented opportunities. 

In the United States, federal and state poli- 
qmakers  are reshaping many of the regulations 
that govern electric utilities. They are consider- 
ing \ra!.s to create competitive markets by 
requiring electric utilities to “unbundle” their 
major services. They  are being encouraged prin- 
cipally by large industrial energy users, which 
want to shop for the lowest-cost electricit\. 

Accordingly, we are pursuing two strategic 
priorities: 

rn Anticipate the new direction of the indus- 
tq’ worldwide and take advantage of opportuni- 
ties for enhancing our customer base, our ser- 
vices and our  financial performance. 

rn Influence state and federal policies to 
assure that any new legislation is fair to all of 
our  constituencies, including our shareholders, 
customers and employees. 

Shaping Policy Changes 

S o  issue is inore crucial to CSM‘ than the 
electric uti l in restructuring being considered by 
state and federal poliqiiiakers. 

\.\‘e support Fair competition. \\‘e are posi- 
tioned to succeed because we have relatively low 
costs, economically healthy service areas, a 
diverse Iiusiness base, enter7rising management 
and a high credibiliv nith our customers and 
emplo!.ees. But  kve cannot support initiatives 
aimed a t  increasing competition in \v:iys that d o  
nor adequately protect our shareholders and our 
ciistoniers. 

Attaclirncnt I 
Pagc 2 5 5  of 357 

KPSC Casc No. 99- I49  
TC ( 1 st Sct) 

Ordcr  D a k d  April 22. I999 
ltciii No. 2 



E.R. Brooks 

Chairman, President and 

Chief Executive Officer 

For that reason, n e  are supporting some 
indust? restructuring proposals and opposing 
ochers, based on three criteria: 

All classes of custoiiiers, not just the 
largest ones, should benefit from restructuring. 

Our  shareholders should be reimbursed 
for investments made by our companies on 
behalf of our custoiiiers and approved by re-p- 
lators. 

The r e h b i l i y  and integrity OF the electric 
power system should not be compromised. 

\I> are expressing these t ieus to regulatory 
and legislative bodies in \\lishington and in the 
c:ipitals of the states \ve serve. In  particular, we 
are proposing that existing obstacles to competi- 
tion in our indust? be removed before restruc- 
turing is considered. 

One of the most serious obstacles to compe- 
tition is the Public Utiliy Holding Company 
Act of 1935. Only 14 active registered public 
utili? holding companies are reLgulated under 
this outdated lau.  Other utilities c.in develop 
new lines of business, acquire other companies 
or expand their senices a t  will. .Uthough recent 
actions by the Securities and Exchange 
Commission have liberalized the investment 
rules under PCHC.-\, utiliy holding coinpanies 
like CSl\ '  must still obtain authorin. Froin the 
SEC for even the iiiost routine transactions. 
Significantly, the industrial companies now sell- 
ing pou'er a t  rvholesale ilre exempt from this la\\: 

the forefront, is seeking the repeal of PCHC.-\. 
In 1996 PCHC.-\-repeal legislation having 
strong bipartisan support u s  introduced in 
Congress. For only the second timc in our his- 

.A coalition of inajor utilities. \r.ith CS\' at 
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tory, we asked you, our shareholders, to help by 
writing letters to your elected representatives. 
\.\'e uere  gratified thiit inore than 3,000 of you 
took action. Your lerters had a significant influ- 
ence on members of Congress. Although the 
repeal bill did n o t  reach ;I floor vote last yeiir, 
the le$slation is expected to come before 
Congress again this year. 

Adapting to the New Era 

Though the details are not yet clrnr, it is 
obvious chat the electric power indust? of  the 
future will be inore conlpetitive and more glob- 
al in scope. \\-e have been preparing to succeed 
in this era of increased competition. 

O u r  priorities have been to maintain the 
loyalty of our ciirreiit customers I>\: offering 
low-cost electricity and high-quality senice; to 

expand our customer relationships-our most 
important strategic asset: to offer innovative 
new senices related to our core CoinpeteIicies; 
and to seek opportunities in pro\ving markets 
outside the C.S. 11-e are 0 1 1  crack with all four  of 
these priorities. 

\\'e have further reduced our cosrs and are 
competitive with other e n e r g  providers in vir- 
tually e v e n  area that u'r sene .  In addition, we 
particularl!. are proud of our record for qualin. 
customer senice. During the past ovo years, our 
V.S. utilities have been cited 3s among the best 
in the c o u n m  in custonier senice,  and SEE- 
BOZSID \vas named S o .  1 in the United 
Kingdom. Our corporate rcorganiz:ltion in  
1996, tvhich realigncd our electric power func- 
tions in to  scpnr:ttc lines of business, w35 driven 



Our operations 

far beyond the 
generation 
and delivery of 
electricity. 
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CSW's Emerging Six Lines of Business 

LINE OF BUSINESS TYPICAL OPERAIIONS EXPECTED BUSINESS CLIMATE 

: ... ~ ........... ...: ;"(: >..,- ...,.- "_. Cornortirive Power Generation . . . . . . .  ..-_ .... 
... ,. :. -: .::: !'J.. i , ( ; : ? c ' : .  :; , ,; ,?,e :; - , . , .  . 
. . . . . .  - _ _  . -  . . . . . . . . . . . .  A . . ' : 1 t .  :':~.'3~,'::'b~: 

. . . . . . .  - _  . . I . ,  .. :.'':E::<.! . . .  

International Carnpetitibe Regulatec 

Energ) Trading 

in large part by our emphasis o n  greater cus- 
tomer understanding and senrice. 

During the past two years, we have more 
than doubled the number of electric customers 
we s e n e  with our acquisition ofSEEBO.UD.  
I n  addition, we have won new contracts to sup- 
ply municipalities, cooperatives and other 
wholesale customers. 

We have been developing and marketing 
an array of additional senices to our existing 
and new customers, including telecommunica- 
tions and energy-management services. Our 
new joint venture with I C G  Coinmunications, 
through which we intend to provide local and 
long-distance telephone and data services, is a 
preview of the role we plan to play in communi- 
cations. 

= Because e n e r g  is a relatively mature 
industn in the United States, we are placing 
more emphasis o n  developing business in other 
countries, especially those with good growth 
rates i n  their ener? demand and stable political 
and econoniic conditions. In  addition to acquir- 
ing SEEBOXRD, we have expanded into 
Mesico and Brazil. 

Financial Performance 

T h e  overriding goal of our strategy is to 
provide long-term growth for our shareholders. 
We are pleased that we have been able to main- 
tain the level of our  dividends in the face of 
increasing competition. In January 1997 our 
board of directors continued the quarterly divi- 
dend on common stock at the existing level, 
having an indicated annual rate of $1.74. 

dividend as it had for many years in the past 
because our payout ratio has risen above 80 per- 
cent during the past few years. W e  plan to 
reduce it to 75 percent or  below in the coming 
years to pro\ide the capital needed for future 
growth. N'e believe that our new strategies will 
support the continuance of the underlying divi- 
dend level and our financial goal of maintaining 
CSiY's position among the best-performing 
companies in our industry. 

Largely because of the addition of SEE- 
BO.eD, our operating revenues and operating 
espenses increased significancly over those of 
1995. Our net income for common stock 
increased almost 7 percent to $429 million and 
included a one-time gain from the sale of 
Transok of SI20  million and write-offs of SI04 
niillion. Our earnings per share were S2.07, 

T h e  board of directors didn't increase the 



“Central and South West exhibits unique leadership and vision in an uncertain age. 

-WAYNE BEATY, CMANACINC EDITOR OF ELECTWC LIGHT & POWR MAGAZINE 

compared to $2.10 in 1995, when there were 8 
percent fewer shares outstanding. 

We recognize that we face two major finan- 
cial challenges in 1997. First, two of our sub- 
sidiaries, Central Power and Light Company 
and Public Service Company of Oklahoma, have 
rate reviews pending before their state utility 
commissions. T h e  outcomes of these cases 
could affect our ability to earn remrns compara- 
ble to those earned in the past. Second, we are 
taking steps to maintain our earnings in the 
short term to provide a bridge over the next 
several years until our strategic investments 
begin making significant contributions. 

We are focused on meeting both of these 
challenges to increase the overall return. U‘e are 
placing a greater emphasis on managing our 
portfolio of assets, with the goal of increasing 
our earnings. This means we will work to main- 
tain and grow an asset as long as it is perform- 
ing a t  an acceptable level; however, we also will 
harvest gains through divestiture when that will 
achieve greater value. 

That  is the approach we took in selling 
Transok. We also will work to make the most of 
short-term financial opportunities that arise. 

Emphasis on Long-Term Success 

This report describes our progress in 1996, 
including the purchase of SEEBO.UD, the 
restructuring of our operations, our new activi- 
ties in telecolnmunications, the strategic sale of 
our former na tu ra l  gas unit, Transok, and our 
expanding international projects. .-Us0 included 

are indications of some of our next steps-such 
as power marketing, which is awaiting federal 
approval, and possible additional acquisitions, 
now that our investment authority has been 
increased by the SEC from 50 percent to 100 
percent of our retained earnings. We are proud 
of these accomplishments and plans, but their 
real importance lies in helping prepare CSW 
for continued success in the future. 

All of us a t  C S W  were extremely pleased 
when a leading industry publication, Elccrric 
Light &Power, named CSW Utility of the Year 
in December 1996. Our 11,500 employees 
earned that award by embracing change to pre- 
pare our entire corporarion for the new era. 
Our goal, however, is not success in 1996 but a 
continued trend of success in the future. We see 
that award as a milestone on  the way to emerg- 
ing as a successful energy and services business 
for the 2 1st century. T h e  ultimate beneficiaries 
of that success will be our customers and share- 
holders. 

E.R. Brooks 
Chairman, President and 
Chief Eueciitive 0 8 c e r  

February 28, 1997 
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1996 Revenues 



cS\V continues to invest in projects around the 
world because g o d  opportunities in other 
countries are frequently greater than those in 
the United States. 

T h e  economies and demand for energy ser- 
vices are growing niuch Faster in inany coun- 
tries, particularly in Latin .bierica and .Asia, 
than in the United States. In addition, other 
highly developed countries-From Europe to 
Australia--are privatizing their governnient- 
owned utilities. \,\$ have been working to capi- 
talize on the opportunities presented by these 
developments where the l ep l .  political and eco- 
nomic conditions offer a high degree of securin. 

England. Our preatest milestone in 1996 \vas 
completing our purchase of SEEBO.UID plc, 
the kading electric power distribution and sup- 
ply company in the L'nited Kingdom. 

SEEBO.4RD's 2 million customers more 
than doubled our total custoiiier base. In  1996 
SEEBO.ARD proved to be our second-largest 
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source of profits, after Central Power and Light 
Company, contributing i o  cents per share in 
earnings, or approximately 2-t percent of corpo- 
rate earnings. 

L\k expect SEEBO.UD to make siniilar 
contributions in the future. In addition to sup- 
plying electric p o w r  a t  ainong the lowest prices 
in the count?., SEEBO.mIl  provides nnnirfil 

gas to 4,000 business customers, owns equ in  in 
a 675-mep3\\3tr independent power plant on 
the Isle of Grain in Kent, provides electricill 
contracting and management senices and oper- 
ates a chain of SEEBO.mD shops and super- 
stores that sell home appliances. 

I n  I996 SEEUO.-\RD launched :I new ioinr 
venture with .lmoco-Be:icon Gas-to niarket 

http://SEEBO.mIl


‘YMexicoiJfPdPral government is coordinating with the state and municipalgovernments to create ana! implement em- 

policies and regulatory reforms that will create an effective market-based economy. The Enertek project is the 

.rst large cogeneration project that will be built in Mexico under the new gas and electricity legaljamework. ’’ 

-,U(ESICAN PRESIDENT ERNEST0 ZCOILLO. S P U K I N C  IN MONTERREY ON JULY 4.1996. A T T H E  ANNOUNCEMEFir  O F  T H E  ALTAMRA COGENERATION PROJECT 

.knoco’s Korrh Sea natural gas throughout 
England. T h e  natural gas industry is being 
deregulated in England, Scotland and Wales 
and will be open to full competition in 1998. 
Beacon Gas already is becoming a major com- 
petitor of British Gas in Southeast England by 
offering prices &at  are substantially lower. 
Independent research shows that Beacon Gas 
has emerged as a market leader, securing more 
than one out of four of the customers changng 
gas suppliers-almost mice as many as its near- 
est competitor. 

In addition, SEEBOARD is advising and 
working with utilities and governments of sever- 
al countries on energy management. .& part of a 
joint venture, SEEBOARD has secured a con- 
tract to oversee a major project to modernize 
the electrical network for the State of Orissa in 
India. Other work undertaken has ranged from 
the training of utility managers for privatization 
in Thailand to advising the Uganda Elecuicity 
Board over a three-year period. We view SEE- 
BOMD as a springboard for C S W  to pursue 
business in other countries, particularly in 
Europe. 

Mexico. For years we have reco-gnized that 
Mexico is strategically important to C S W s  
growth.. We serve a large portion of the Texas 
border with Mexico, extending from Harlingen 
a t  the southernmost point northwestward nearly 
600 miles along the Rio Grande. We have been 
doing business with Mexico for 80 years. 
Because the demand for energy is growing 
much faster there than in the United States, 
Alexic0 is a promising market for many of our 
energy services. 

In 1996 C S W  International entered into a 
joint venture agreement to build, own and oper- 
ate a 109-megawatt gas-fired cogeneration pro- 
ject a t  Altarnira, Tamaulipas. Our partner in the 
project is Alpek, S.A. de C.V., one of Mexico’s 
largest privately owned petrochemical compa- 
nies and part of the large Alfa industrial group. 
T h e  joint venture, called Enertek, will provide 
steam and elecmcity to petrochemical firms a t  
the Altamira complex and electricity to firms in 
Monterrey and other areas of Mexico. 

T h e  project is significant because it is the 
first major cogeneration project to be built in 
Mexico under a new legal framework regulating 
power projects. I t  is the first cogeneration joint 
venture involving an American firm, and it 
m a r k  the first time that Comision Federal de 
Electricidad, the Mexican national elecuic utili- 
ty, has allowed a private power producer access 
to its transmission services. In addition, the pro- 
ject has a long-term gas supply contract with 
Pemex, another first. 

in the fourth quarter of 1996. Commercial 
operation is expected early in 1998. 

investment in Vale, a private Brazilian electric 
distribution company that serves a 118,000- 
square-mile service area. It has equity interests 
in five additional electric distribution systems in 
the Brazilian states of Sao Paulo, Parana and 
Tocantins, serving approximately 600,000 cus- 
tomers. Vale provides opportunities for CSW 
International to invest further in Brazil and 
elsewhere in Latin America. 

Construction a t  the Altamira project began 

Brazil. In 1996 we also completed an equity 

Also in Brazil, we are part of a consortium 
that was awarded a contract to conduct a feasi- 
bility smdy for an 1,100-megawatt hydropower 



The growing demand for electricity in many 

countries offers CSW attractive opportunities. 

such as our equity investment in Vale, a private 

electric distribution company in &aril. 
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Because the 
demand for energy 
is growing much 
faster there than in 
the United States, 
Mexico is a 
promising market. 

project near Palrnas, the capital of the state of 
Tocantins. This is the first such c o n t ~ f c t  award- 
ed to a group other than a governinent asency. 
C S W  is the only C.S. tirin in the consortium. 
T h e  bid for constructing the power plant is 
expected to be issued in 1997. 

Philippines. In  1996 a CS\\' subsidian 
entered into a ow-year exchange partnership 
with Manila Electric Company (.MERU,CO), 
the largest electric distribution utility in the 
Philippines. With support from the U.S. 
Agency for International Development, C S W  
and MERALCO will exchange information 
about such issues as demand-side management, 
integrated resource planning, reliability and 
quality of customer service. 

Invesnnenr Restrictions. Under the Public 
Utility Holding Company .ict, the SEC 
restricts the investnients by registered utility 
holding companies like CSGV in foreign u t i l i y  
companies and exempt wholesale generators, 
whether domestic or foreign. Tha t  restriction 
has been an amount equal to 50 percent of the 
company's most recent 12 months of retained 
earnings. Uith our SEEBO-UD investment, 
we were approaching the limits of that ceiling. 
This  limitation had heen an obstacle in pursu- 
ing other opportunities. 

In 1996 we applied for authorin to increase 
our investments in exempt wholesale generators 
and foreign utilin. companies from 50 percent 
to 100 percent of our retained earnings. In 
JanuaF  1997 the SEC approved the request. 
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"What is impressive about CS W >  integrated resource plan is that the cornpan-y voluntarily asked customers what they 

wanted and then acted aggfessiveb on what they heard. The critical thing is that CSW listened. Most o f  the companies 

in this state haven't even asked. ')-KARL R. RARAW. NATIOZI. ENERGY rKoau.v . i w . { t i E n  O F  I I I C  E N ~ I R O N X I E N T A L  DEFENSE FCND .\NU F O R U E R  (:OiI~II~jI(>SER 

ON TI IE  I'UHLIC L'TILITY COXI.\IISSION OF TEXAS 

W e  have expanded our U.S. ener,?; business 
from the operation of our four electric utilities 
in the Southwest to include the construction 
and operation of independent power plants 
around the country. During the nest phase of 
expansion, we intend to become an energy mad- 
er  once we receive federal r e p l a t o n  approval. 

US. Electric Utilities 

Our core business is our four electric utili- 
ties that operate in Tesas, Oklahoma, Louisiana 
and Arkansas. In 1996 they provided 63 percent 
of our revenues and 57 percent of our earnings, 
or !% 1.18 a share. Earnings were affected by the 
recording of reserves for utili? investments, 
restructuring charges and r e p l a t o n  iiiiitters. 

Their  combined service areas are economi- 
cally diverse, ranging from agriculture to high- 
tech firms to petrochemicals and other hen? 
industries. U'e forecast t h a t  retail kilowatt-hour 
sales in our service areas uill grow at an average 
rate of 2.2 percent a year during the nest 
decade, compared to an average growth of 1.6 
percent for the R'est South Central region of 
the country as a whole. 

Curnpetiriun Srrarcgier. Because of both r e p -  
latory and market changes now taking place, all 
electric utilities are feeling the pressures of 
competition. Open competition for wholesale 
power custoiiiers has benefited CS\I- because 
we have gained Far more business t h m  \ve have 
lost. Lynless we continue to offer competirive 
prices and become their preferred supplier 
Iiased on superior customer sen-ice, we b o \ \ .  w e  

cannot especr ro. retain our cusroniers--u.hether 
\vholesale or  retail. Therefore, w e  h::ve been 
\ rorhng to reduce our cosrs and to provide only 
the best in customrr semice. 
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In 1996 we addressed both objectives 
through our Electric Business Initiatives, a pro- 
gram that has essentially reshaped our business 
to meet our custoiiiers' changing needs. We 
reorganized the :ictivities in our coininunities to 

focus our employees on business development 
and other coniiiiunit\. programs and to pay 
greater attention to the customer. Responsiliilicy 
for ansuering routine questions and receiving 
payments \vas shifted to ?-+-hour telephone ser- 
vice centers ;ind loc.11 stores that work coopera- 
tively with us. These initiatives are helping t i s  

reduce costs and improve customer service 
through increased \.;ilue and greater customer 
choice. 

Curnpeririuc Pricing. Our utilities continue to 
be aiiiong the lo\v-cost suppliers in the region 
we serve. Pulilic Sewice Company of Olilahoina 
sells electricit?. :it the lo\vest average retail prices 
in the Southu.est, ;Ind Southtvestern Electric 
Power Company follous closely behind. 

Our competitive prices helped us ndd anoth- 
e r  neu' u-holcs;ile cusroriier in 1Y96. \\>st TCSJS 
Criliries Comp;iny \\.on :I c0iitr:ict to pro\& 
electricin to rhe Gin. of \\'eatherford, Texis. 
T h e  contract is expected to W Y K  residents there 
an average of  I .; percent 011 their electric bills. 

\\k currently are competing ay ins t  nvo 
other groups to acquire the nc>n-nucleJr p e r -  
aring assets of Cajun Electric Power Cooper- 
Litive, Inc., which is operating in hankruptcy, 
\ \ l t h  rhe :issets \r.ould come the riyht to sen'e 
Cajun's member electric cooperatives. Our 
Southwestern Electric Power Company sub- 
s idian h;ls filed ;I plan to acquire the Cajun 
~ S S K ~ S  for 57110 iiiillioii in c;ish. .-b :idditional 
aiiiounr up to S2; million would p:iy other 
h;inkruptc!. expenses nnd \vould purchxe certain 
other cl;iiiiis. Our proposal to suppl!. C:ijun's 
Ineniber cuoper;irives for 2 5  yt.ar; represcnrs tlic 



lowest electricity cost of all the bids made. 
Cajun sells power to 12 electric cooperatives 
that senre about 1 million consumers through- 
out Louisiana. 

Czrsrorner Service. Our  high-qualin custoiiier 
senice earned us recoLgnition a s  S o .  1 among 
electric utilities in the c o u n m  for 1995, and 
best among electric utilities in our  region for 
1996. T h e  annual index of customer satisfaction 
is compiled jointly by the Universin of 
.\Iichipn School of Business Administration 
and the .hnerican Socien for Qualin Control. 

In addition to our ongoing customer-service 
initiatives, three of our US. utilities conducted 
an unprecedented project in 1996. They  
involved custoniers in our ener9v-resource plan- 
ning process in response to a requirement of the 
Public Utility Commission of Texas. Each of the 
three utilities worked with Professor James 
Fishkin, chairman of the Government Depart- 
ment a t  T h e  University of Texas a t  Austin, to 
conduct its own Deliberative Poll:"a process 
Dr. Fishkin developed. 

cusroiners from each company were assembled 
for ;1 weekend to learn in detail about the ener- 
gy issues facing the region and the options for 
meeting those needs. T h e  groups discussed the 
issues with utility representatives, state utilin. 
r e p l a  tors, leaders of en\ironmrntal orymiza- 
[ions and other e n c r q  advocates and then 
delil)erated their preferred choices. 

.b parr of the polls, representative groups of 

A welCknown symbol of the Southwest, the wind- 

mill, is being replaced by efficient solar-powered 

pumps for livestock watering and other remote 

pumping applications. The patented Solamotof 

water pumping system that we offer customers 

takes advantage of our area's abundant renewable 

energy from the sun. 

In all  the polls, customers recommended a 
mix of options for meeting future energy needs 
rather than any single strategy. For example, 
Central Power and Light Company's custoniers 
preferred, in order of preference, energy effi- 
c i e n q  activities, a new fossil-fuel power plant, 
renewable energy programs and power trans- 
ported from other regions. Searly three-fourths 
of the participants rated the Deliberative Poll 
process a 10 on a scale of 1 to 10 in assessing its 
usefulness. 

\Z'e have taken these recommendations seri- 
ousl!.. They  guided us when we developed a new 

integrated resource plan that \vas filed with the 
Texas P U C  in early 1997. This plan integrates 
the resource needs of Central Power and Light 
Company, Southwestern Electric Power 
Company and \I'est Texas Utilities Company. 
T h e  plan retlects the attitudes of our custoiiiers 
who participated in the Deliberative Polls, pre- 
senting 3 diverse mix of strategies and featuring 
renewable e n e r 9  sources. Many custoiiiers 
indicated they are willing to pay a premium for 
these rene\vable resources. 

Renewnbb. In 1996 our nationally recog- 
nized rene\rable energ. project near Fort Davis, 
Texas, continued to be honored for its pioneer- 
ing work. Our  renewables project is a $ 1  7 mil- 
lion, five-year program that we began in 1993. 
Its purpose is to develop and evaluate 3 varien 
of wind, solar and other renewable e n e r F  rech- 



Ou r uti I i t ies con t i n ue 
to be among the low-cost 

nologies on a major util iy system. I n  1996 the 
American I4'ind E n e r a  .Association presented 
CSI\' with its Utiliy of the Year ;i\vard, and the 
U S .  Department of h e r 9  cited the project as 
a Special Recognition winner among utilities in 
its Sational Awards for Energy Efficiency and 
Renebvable Energy. In early 1997 CSI1"s renew- 
able energy program won Renew .herica 's  
annual Award for Environinental Stisrainability 
in the Renewable E n e r p  Caregon. 

We believe our commitment to developing 
and operating renewable e n e r q  resources could 
have a distinct market advancage because of a 

preference for green power t h a t  has appeared 
in some of the prototype esperiinents with open 
competition in electric power supply. In the 
integrated resource plan we tiled with the Teras 
P U C  in early 1997, we propose to t K S t  con- 
suiiier attitudes toward reneuables to see 
whether their expressed preferences are con- 
firmed by their buying behavior. Part of 
our plan also involves educating children about 
renewable e n e r g  by installing solar energy 
systems at more than 50 schools in our senice 
areas. 

Independent Power Plants 

CSf4' E n e r p ,  our subsidian that develops, 
acquires. constructs, o\vns and operates cogen- 
eration and independent power plants in the 
United Stares, has five proiecrs i n  operation and 
is actively working on several others th;it will 
increase its contribution to our revenues during 
the nest nvo years. 

T h e  five independent po\ver plants no\v 
operating are located i n  Fort Lupton and Brush, 
Colorado; Bartow, Florida (nvo); ;ind Ifliarton, 
Tesas. CSII' Energ.  oums the equivalent of  365 

suppliers in the region 
we serve. 
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meg.auarts of their total output of 648 
megaumts. .-\I1 the plants burn natural gas 
for fuel. 

199G hlilestoiies. In 1996 CSIA' E n e r g  coni- 
pleted the recommissioning of its S e r v p l f  
power facilin in \Iharton, Tesas. I t  is an 85-  
mega\vart, combined-cycle facility and the first 
esempr wholesale generator developed in TKYJS. 

ff'e also Iiroke ground i n  I996 for our  
largesr independent power project, a 5.30- 
megawatt plant that is being built a t  Phillips 
Petroleum Company's comples at Sweeny, 
Texas. It \vi11 be the first power plant in the slate 
that uses residue gas--a byproduct of the refn- 
ing process-as fuel, suppleiiiented b!. natural 
gas. U ' h e ~ i  completed in 1'998, the project u-ill 
provide steam and power to Phillips' pctro- 
chemical complex and to other purchasers. 
Ultiiiiatcly, Cs\\' Ene l -3  \vi11 ou'n 50 percent of 
the project. 

Energy Trading 

R ~ ~ u l a t o ~  Conimissioii for periiiission [o oper- 
ate as  an enerm. trading firin. For !.e:irs our four 
electric utilities hkive bought, sold and traded 
electricin. \rich many other utilitics. Our sys- 
tem's \vide peographic expanse, aloiig with the 
39 interconnections \ye have \vich ocher utilities. 
has added to our pmver trading abilities. Sow 

we plan to t n d e  electricin. on the open iiurket, 
matching supplies tvith utilities o r  other cus- 
tomers that need them. \\.e expect to begin 
cornpecitir.c ene rg '  trading .ind niarkering in  
mid- 1097. 

\\2 have applied to the Federal Energ!' 



~ ._ - . .. . . . 

One of the opportunities th;i t  competition 
presents is the freedom to  provide addition;il 
services ro our custoiners. &iiong the neiv ser- 
vices \ye have heen developin?, nvo already are 
showing coiisidcrable pro~iiis~-co~ii~iiu~iic:l-  
tions ;ind e n e r g .  iii;in;ig~:~ieiit. 

Cs\\. Coiniiiunications his been testing our 
Cusromer Choice & Control'" senice in :i 
de\doprnent Iirosrcini in Laredo, Tesas. T h e  
proyrurn now includes more than 700 house- 
holds on its nenvork. \ lTe instnlled a h!.l)rid net- 
\vork o f  fiber-optic anci co;isi;iI cables to provide 
;I range of senices. inclutling ;iuromated meter 
readiiiy. po\\.er-out;i?e detection. time-of-day 
pricing of electric power nnd thc programming 

Conrmririicnrions. For the p s t  ni.0 !.ears, 

of ;ippli;inces to use pouxr \\.hen it is least 
expensive. Our pilot program \vi11 continue to 
test neu generations of e n e r 3  mnn;igcinent and 
telecommunications technoloF. Customers par- 
ticipating in the proyran fia1.e saved an averaye 
of 7 percent to 10 percent on their electric bills. 

\\*e sa\\. so much potentid in sen-ices like 
these tha t .  oniy hours after President Clinton 
siynecl the Telecommunications . k t  of 1996, 
CS\\. Communications f i l ~ t l  to become the first 
esempt telecoiiiiiiunicn tions company approved 
by the Federal Coinmunications Comniission. 
That designation freed us from restrictions that 
had limited our involvement in telecommunica- 
tions under the Puhlic Ctility Holding 
Conipin!~ .-kt ~ n d  some state l aus .  

tant niilrstones. 
Since then \ve have reached several inipor- 

In j;inuaA. 199; CS\\. Communic;itions 
entered :i venrure to provide te1ecomniunic;i- 
tions srrices.  including 1oc:iI eschanye :ind 
Io 11 y-d I s t :I n cc re 1'1) hone se n.i ces .in ( I  J:i t.i tr:i n s - 
iiiission. ro ciistoiiicrs i n  TKS;~S, OLI:ihoina. 
Louisinna a n d  .Arkans;is. Our pirtner i n  the 



Only hours after President Clinton signed 
the Telecommunicaticpras Act of 1996, CSW 
Communicatioms filed to  become the first 
exempt telecomm u nicafions corn pany. 
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Utilities like the CSW system have long operated giant 

telecommunication networks to keep power flowing reliably. 

Now we are planning to offer advanced telephone and data 

services to our customers at competitive prices, with addi- 

tional expansion in the tuture. 

I 

EnerShop entered 
into negotiations 
for its first million- 
dollar contract in 
1996. 

KPSC CXX NO. 99-149 
‘TC (1st  Set) 

Ordcr Ua1cd April 22. I999 
Itcm No. 2 

venture is ICG Communications, Inc., of 
Enpleuood, Colorado. T h e  new joint venture 
company is called CSI?’/ICG ChoiceConi’” and 
will be based in Austin, Texas. It plans initially 
to serve Austin and Corpus Christi, Texas, while 
developing plans to operate in other cities in the 
four stares we serve. T h e  venture also plans to 
espand CSif’ Communications’ existing ciT- 
to-city fiber network business. 

competitive bids to build wireless utility man- 
agement systems in Austin and Georgetown, 
Texas. T h e  .lustin project is a pilot for 800 elec- 
tric and 400 water custoiiiers of the cityowned 
electric and water departments. For the Ciy of 
Georgetown, CS\I’ Communications is 
installing its Customer Choice & Control ener- 
gy-rmna~emenr service to provide w3ter man-  
agement as well as electricit?. conservation. 

\\‘e are moving to establish similar nvo- 
u’a!’ \\.ireless communications projects in key 
ciries iv i rh in  the states the CS\\’ system senes.  

e In 1996 CSM‘ Communications won 



“We2 like to discover whether people really can shij their peak load consumption, whether thq, like it and whether 

t h q  are comfortable. ” -CAROL G l r l l N C E R  OF THE C I n  OF AUSTIN’S ELECTRIC UTlLlTY DEPARTMEhT.T.ALKISC. ABOUT ME PILOT PROCRL\I FOR X ~ H I  CUSTOMERS THAT 

THE EUD W U  CONDUCT WITH CSV COMMUNICATIONS 

In 1996 we applied our energy manage- 
ment and telecommunications skills to a new 
service that is making it easier for our customers 
to understand, analyze and manage their energy 
use. Homeview:” our interactive online home 
energy-analysis service, allows customers to sign 
on to a confidential Internet address and to con- 
duct a customized analysis of their energy use. 
Homeview provides a derailed report to the cus- 
tomer about ways to improve efficiencies and 
reduce costs. 

m Under a grant from the U.S. Department 
of Energy, C S W  Communications began 
expanding its Customer Choice fi Control pro- 
ject in Laredo to offer energy-management ser- 
vices via the Internet. During an 18-month 
study, we will develop an Internet service 
provider for Laredo and will offer certain 
Customer Choice fi Control energy-manage- 
ment services over the Internet. Technical assis- 
tance on the project is being provided by Los 
Alamos Sational Laboratories. T h e  Depart- 
ment of Energy is seeking to learn how Internet 
access and advanced energy-management ser- 
vices might be made available by utilities to 
cities throughout the country. 
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Energy Servicrs. EnerShop, a subsidiary we 
formed in 1995 to help major energy users 
reduce their costs, entered into negotiations for 
its first million-dollar contract in 1996. 
EnerShop provides comprehensive energy-man- 
agement services-design, construction, reuo- 
fitting and financing-for commercial, industri- 
al, institutional and governmental customers in 
the Southwest. It also offers performance p a r -  
antees for the services it provides. 

In 1996 EnerShop agreed in principle with 
the Hall Financial Group of Dallas to retrofit 
the lighting, energy-management system and 
other electrical equipment of Hanvood Center, 
a 36-story office tower in downtown Dallas. 
T h e  project is guaranteed to reduce the build- 
ing’s annual electric bill by almost $250,000, 
providing a hull payback to Hall Financial with- 
in four years. 

EnerShop also completed its first project in 
1996. It installed high-efficiency lighting and 
chillers and provided energy-management ser- 
vices for the Matagorda County, Texas, court- 
house and other county buildings. EnerShop had 
several niajor proposals pending in early 1997. 

13 



porlfolio of assets with the goal of 
maximizing shareholder value. 

7 



'2s businesses expand into new international markets, they must take into account the fill range and meaning of 

diversity i f thq ,  are t o  succeed with people of different cultures. " - t x  K. KOOSEVEI.TTHOIlAS. Iu.. A C T n I O R .  SCHOIAR A N D  A I.LWNC AUTHOi~ITi 

ON CULTURAL OIVEKSIlY WHO SERVFS AS CONSULTAXT TO CSW 

The increasing competition in the electric power 
industry has led us to make major changes in the 
way we organize, manage and conduct our 
business. 

allowing us to take advantage of windows of 
opportunity before they close. As an esaniple, 
our entire negotiation with SEEBOARD-from 
the initial meeting to completing the transac- 
tion-took place in only a few months. T h e  
competitive world is much faster-paced than the 
regulated one. 

Similarly, we have learned that our opera- 
tional and financial objectives can be achieved 
only by a inanagemenc structure that is efficient 
and reflects our broad corporate goals. There- 
fore, we must apply an asset-management philos- 
ophy chat is constantly re-esamining our portfo- 
lio of holdings to assure that it is as productive as 
possible. 

major step in preparing C S W  for more competi- 
tion. Continuing a realignment of our electric 
power operations begun in 1993, we implement- 
ed a more sweeping restructuring, one designed 
to assure that our businesses are organized to 
reflect our corporate strategies and goals. Under 
our new structure, the vertically integrated parts 

sion and distribution, and energy senices-were 
separated by function and realigned as separate 
lines of business. T h e  assets of each electric corn- 
pany remain on that company's books; no assets 
changed hands. 

This new structure, which also reduced the 
layers of management and the number of conipa- 
ny officers, is expected to result in more efficient 
operations and more effective business units. So 

Speed has become more important than ever, 

Corporate Structure. In 1996 we took another 

" of our electric operations-generation, uansmis- 
c 

" 

far, it has reduced our  \r.orkforce by about 200 
KmplOyeeS. It  also has put in place a managemcnt 
structure to address increasing competition and 

unbundling in the electric power industry. It is 
consistent with our vision of where the industry 
is going and how it likely will evolve. 

Asset Management. h we work to increase our 
earnings, we will be re-esamining all of our 
assets more critically to assure that they are con- 
tributing adequately to our financial goals. If we 
find that any of our holdings would be more 
valuable to another owner than it is to us, we are 
prepared to sell it. Ll'e will use the proceeds to 
acquire other assets thac we believe will con- 
nibute more to our goals. 

Our decision to sell our former natural gas 
distribution and nurketing company, Transok, 
Inc., is a good esarnple of this approach. We 
acquired Transok i n  1955 and began operating it 
as a corporate business uni t  in 1982. Since then, 
we had increased its assets by a factor of five. 
But as a registered public utility holding compa- 
ny, we were limited in the ways we could expand 
Transok. For example, we could not use it to sell 
gas to other utilities, and state utility coininis- 
sions limited Transok's ability to do business with 
our own regulated utilities. 

We believed that Transok mighc be a more 
valuable asset to a corporation that did not have 
these restrictions. AS a result, we sold Transok to 

Tejas Gas Corporation. Li'e received $690 mil- 
lion in cash, and Transok retained $200 million 
of its existing debt. Lye applied most of the pro- 
ceeds to help repay the interim financinp For 
SEEBO.UD, which \ce 1)elieve will p r o d e  3 

greater long-term return than Transok uould 
have provided. 

assets with the goal of masiniizing shareholder 
value and maintaining a strong credit qualin 
through a strong balance sheet. 

Financing Highlights. CSW contributed 
approximately S829 million of the purchase price 
to complete the acquisition of SEEBO.UD. 

We will continue to manage our portfolio of 
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CS\\- initially qbtained the funds through inter- 
im borrowings froin 3 consortium of banks. 
These borrowings subsequently were repaid in 
full wirh the proceeds from an offering of 
approximatel!. 1 5 . 5  million shares of CSM' com- 
nion stock. which raised approximately S39S mil- 
lion. and from the sale of Transok. 

The remaining SI .3 billion for the purchase 
of SEEBO.IRD \vas obtained initially through 
interim borrowings in the U.K. from 3 second 
consortium of banks. These borrowings were 
refinanced in fu l l  through several transactions 
completed in 1996, including the issuing of S-100 
million of notes and approsiinately SI 56 million 
of Eurobonds, a fixed-rate loan, an accounts 
receivable securitization and the use of a portion 
of SEEBO.-UID's cash. 

In addition to refinancing all of the SEE- 
BOARD acquisition debt in 1996, we completed 
the refinancing of S205 inillion of higher-cost 
debt: resulting in net present value savings of 
; ihout  S25 million. \\:e also b e p n  offerins our 
dividcnd reinvesrment and stock purchase pro- 
pram. PowerShare'", nationwide. In the pasc, it 
had heen available to emplo!.ees, retirees, share- 
holders and other indiiidunls only in the stiites 
rhat our utilities sene .  

R.ire Issues. Our Central Polver and Lighr 
Company subsidian has 3n application pending 
to raise its rerail base rates b!, S7 1 million. This 
is rhe first rate increase thnt CPL has sought in 
more rhan four years. 

I n  its testimony in the rnre case, the staff of 
rhe Tesas P L C  initiall!. recoinmended an annual 
increase o i  S.<O million bur  later re\-ised the 
ninoiint to S20 million. Another intenenor. the 
Office of Public CtiliF. Counsel. recoininended 3 

decrease of S75 million in annual rates, and sev- 
ern1 cities th:it CPL scnes asked for a reduction 
of a i m i t  Si_ '  inillion annuall!.. 

:ip;,rosiiii;irel!. S;O million into cfii'cr under 
l i o n t i .  whject r o  refun2 depcnding on rlie final 
o d c r  of thc T'cx;is PL'C. 

I n  .\IJ!. I W I  CPL p u r  :i Iiase rate increase of 

of only S7.2 million. This proposal is extremely 
disappointing because.it would fail to allow CPL 
to recover its reasonable costs, as provided by 
state regulatory laws and previous rate case set- 
tlements. The  proposal also would defer to the 
future costs that should be charged to customers 
no\v. ?is a result, CPL has filed exceptions to the 
proposal for the full commission to consider. 
The  Tesas PUC is expected to rule on the CPL 
rJte request in March 1997. (For additional 
derails. please see Alanagement's Discussion and 
Analysis of Financial Condition and Results of 
Operations in Appendix -1.) 

In j anuan  1997 CPL filed a request to 
recover approximately SZ-1 million in under- 
recovered fuel costs and to increase its fuel fac- 
tors because of higher natural gas costs. T h e  
Texas PUC in February 1997 approved a settle- 
ment that allows CPL to surcharge customers foi 
522 million of underrecovered fuel costs begin- 
nins in the summer of 1997 and to increase its 

annual fuel tictors by $29 million. 
In July 1996 the Oklahoma Corporation 

Commission beean a reiiew of the rates and 
earnings of our Public Senice Company of 
Oklahoma subsidian. In late 1996 PSO respond- 
ed with is rate filing. Customers' bills, begin- 
ning with PSO'sjune 199; billing cycle, are sub- 
ject to refund if the O C C  orders a r x e  decrease. 

EI Azso EIerrric Lirigarion. In Januan 1997 liti- 
:ation benveen CSM' and El Paso Electric 
Company over a terminated merger beween the 
nvo companies wenr to trial in U.S. Bankruptcy 
Court in Waco, Texas. C S W  contends that  it 
rightfully terminated the merger ;igreenient 
based on a failure of the conditions required to 
be fulfilled and after El Paso Electric breached 
the terms of the agreement and failed to remedy 
material adverse effects 3s required under the 
apreement. El Paso Electric conrends tha t  CS\,\. 
\cronghll!. terminated the apreemenr. The  iudge 
is expected to issue a decision in .\larch 190;. 

(For additioniil derails, please S K C  ,\~Ianapenient's 
Discussion and .inalysis of Financial Condition 
:ind Results of dpexi t ions  in  .ippendis .A,) 
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Condensed Consolidated Statements of Income 
CENTRAL AN0 SOUTH WEST CORPORATION 

Condensed Consolidated Statements of Cash Flows 
CENTRAL liND SOUTH WEST CORPOAATION 

for Ihe Years fnm Decrmm 31 1996 1995 1994 

Revenues 
(mrllions ucep, per SMie amufllsl 

U S Electric $3.248 $2.883 $3,065 
United Kingdom 1,848 208 - 
Other Diversilied 59 52 40 

5,155 3,143 3,105 

Expenses 
U.S. Electric Fuel and Purchased Power 1,228 1,045 1,161 
United Kingdom Cost 01 Sales 1.331 158 - 
Operations and Maintenance 935 712 710 
Depreciation and Amortization 464 353 324 
Taxes 402 254 355 

4,360 2,522 2,550 
Operating Income 795 62 1 555 

Other Income and Deduc!ions (61 1 99 109 

Income from Continuing Operations 315 396 387 

Income lrom Discontinued Operations 12 25 25 
Gain on Sale 01 Discontinued Operations 120 - - 
Net Income 447 421 412 
Prelerred Stock 18 19 18 

Interest Charges (419) (324) (277) 

~~~~~~ 

Income lor Common Stock $ 429 $ 402 $ 394 

207.5 191 7 189.3 

Earnings per Share $ 2.07 $ 2.10 $ 2.08 

Dividends Paid per Share $ 1.74 $ 1.72 $ 1.70 

For me Y’rs fmd km&r 31. 1996 1995 1994 

Operaling Activities 
fmllimJ 

Net Income $ 447 $ 421 $ 412 

Other Adjustments to Net Income and 
Depreciation and Amortization 521 425 402 

Changes in Assets and Liabilities (93) (47) (50) 
875 799 764 

Investing Activities 
Construction Expenditures (521 1 (474) (578) 
Acquisition Expenditures (1,394) (421 1 (21 1 
CSW Energy/lnternational Projects (124) 109 (115) 
Cash Proceeds lrom Sale 01 Subsidiary 690 - - 

Financing Activities 
Change in Common Stock 477 57 50 
Change in Debt and Preferred Stock 219 597 288 
Payment 01 Dividends (376) (348) (340) 

320 306 (2) 

Effect of Exchange Rate Changes on Cash 

Net Change in Cash and Cash Equivalents (147) 293 46 
Cash and Cash Equivalents - January 1 401 108 62 
Cash and Cash Equivalents - December 31 $ 254 $ 401 $ 108 

(56) - - 

Ihe condensed consolidald linancial slalemenls in this summay annual report were derived lrOm 

/he consolidaled linaiicial slalemenfs lhal appear in Appendrx A Io /he proxy slalemenl lor lhe 1597 
annual meeling ol shareholders Copies 01 /he consolidaled hnancial slalemenls and /he reports 01 

/he Corpora/ions independenl public accounlanls rhereon may be oblaind by calling Central and 

Soulh Wesl Corporahons Inveslor % m e s  Departmen1 a1 1-800-527-5797 



CSU’ initially obtained the funds through inter- 
im borrowings &om a consortium of banks. 
These borrowings subsequently were repaid in 
fu l l  with the proceeds from an offering of 
approximately 15.5 million shares of C S W  com- 
mon stock, which raised approximately S398 mil- 
lion, and from the sale of Transok. 

of SEEBOARD was obtained initially through 
interim borrowings in the U.K. from a second 
consortium of banks. These borrowings were 
refinanced in full through several nansactions 
completed in 1996, including the issuing of $400 
million of notes and approximately $156 million 
of Eurobonds, a fued-rate loan, an accounts 
receivable securitization and the use of a portion 
of SEEBOARD’S cash. 

In addition to refinancing all of the SEE- 
BOARD acquisition debt in 1996, we completed 
the refinancing of $205 million of higher-cost 
debt, resulting in net present value savings of 
about $ 2 5  million. We  also began offering our 
dividend reinvestment and stock purchase pro- 
gram, Powershare“’, nationwide. In the past, it 
had been available to employees, retirees, share- 
holders and other indi\iduals only in the states 
that our utilities sene.  

Rare h e r .  Our Central Power and Light 
Company subsidiary has an application pending 
to raise its retail base rates by $71 million. This 
is the first rate increase that C P L  has sought in 
more than four years. 

In its testimony in the rate case, the staff of 
the Tesas PUC initially recommended an annual 
increase of S30 million but later revised the 
amount to SZO million. Another intervenor, the 
Office of Public Utility Counsel, recommended a 
decrease of S75 million in annual rates, and sev- 
eral cities that C P L  serves asked for a reduction 
of ahout S52 million annually. 

approxiinatel!* S70 inillion into effect under 
bond, subject to refund depending on the final 
order of  the Texas PLC. 

T h e  remaining S1.3 billion for the purchase 

* 

In .\.la!! IY96 CPL put 3 base rate increase of 

In lanuan, 1997 the aJininistrati\~e law judges 
h d  tried the case proposed a decision that 

\vould aIIo\v CPL 3 net annu;iI revenue increase a 
I , 

of only $7.2 million. Th i s  proposal is extremely 
disappointing because it would fail to allow CPL 
to recover its reasona.ble costs, as provided by 
state regulatory laws and previous rate case set- 
tlements. T h e  proposal also would defer to the 
future costs that should be charged to customers 
now. -4s a result, CPL has filed exceptions to the 
proposal for the full.commission to consider. 
T h e  Texas PUC is expected to rule on the CPL 
rate request in March 1997. (For additional 
details, please see Management’s Discussion and 
Analysis of Financial Condition and Results of 
Operations in Appendix A) 

In January 1997 CPL filed a request to 
recover approximately $24 million in under- 
recovered fuel costs and to increase its fuel fac- 
tors because of higher natural gas costs. T h e  
Texas P U C  in February 1997 approved a settle- 
ment that allows CPL to surcharge customers for 
$ 2 2  million of underrecovered fuel costs begin- 
ning in the summer of 1997 and to increase its 
annual fuel factors by $29 million. 

In July 1996 the Oklahoma Corporation 
Commission began a review of the rates and 
earnings of our Public Service Company of 
Oklahoma subsidiary. In late 1996 PSO respond- 
ed with its rate filing. Customers’ bills, begin- 
ning with PSO’s June 1997 billing cycle, are sub- 
ject to refund if the O C C  orders a rate decrease. 

EL Paso Elerrric Litigation. In January 1997 liti- 
gation between C S W  and El Paso Electric 
Company over a terminated merger between the 
two companies went to trial in U.S. Bankruptcy 
Court  in N ~ c o ,  Texas. CSW’ contends that it 
rightfully terminated the merger ageement  
based on a failure of the conditions required to 
be fulfilled and after El Paso Electric breached 
the terms of the agreement and failed to remedy 
material adverse effects as required under the 
agreement. El Paso Elecmc contends that CSM’ 
wrongfully terminated the areement .  T h e  judge 
is expected to issue a decision in .\larch 1997. 
(For additional details, please see .Management’s 
Discussion and .halysis of Financial Condition 
and Results of Operations in Appendix .I.) 
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CS\V initially obtained the funds through inter- 
im borrowings .from 3 consortium of banks. 
These borrowings subsequently were repaid in 
full wich the proceeds from an offering of 
approximately 15.7 million shares of CSIi’com- 
mon stock, \vhich raised approximately S398 mil- 
lion, and froin the sale of Transok. 

T h e  remaining SI.; billion for the purchase 
of SEEBO.-\RD \vas obtained initially through 
iiiteriin borrowings in the C.K. from a second 
consortium of b a n h .  These borrowings were 
refinanced in full through several transactions 
coinplered in 1996, including the issuing of 9 0 0  
million of notes and approximately $156 million 
of Eurobonds, a fixed-rate loan, an accounts 
receivable securitization and the use of 3 portion 
of SEEBOrUID’s cash. 

In addition to refinancing all of the SEE- 
BOARD acquisition debt in 1996. we completed 
the refinancing of S l O 5  million of hishx-cost 
debt, resulting in net present value savings of 
about S 2 5  million. We  also began offering our 
dividenc! rein\wrment and stock purchase pro- 
p i n ,  Po\rerShare“’, nationwide. In the past, it 
had been available to employees, retirees, share- 
holders and other indiriduals only in the states 
that our utilities s ene .  

Rare hires. Our Central Pou.er and Light 
Company subsidian has an application pending 
to raise its retail base rates b!. S71 million. This 
is the first rate increase that CPL has sought in 
more than four years. 

In its testimony in the rate case, the staff of 
the TKUS PLTC initially recommended an  annual 
incl.e3se of S 3 0  million b u t  later relised the 
:iniount to SZO inillion. h o t h e r  intenenor, the 
Office o f  Public Utili!. Counsel, recommended 3 

decrease of S7< million in annual rates, and sev- 
ern1 cities that C P L  scnes  asked for :i reduction 
of nlmut S?’ million annually. 

approiiniately S-0 inillion into effecr under 
bond. subject to rehind depending on the  fina! 
ordcr  of  :he TKUS pL:c. 

e 

In .\lay 1996 C P L  put 3 base rate increase of 

Attachment 1 
Page 277  of 357 

KPSC Case No. 99- 149 
TC ( I  st Set) 

Order Dated April 22, 1999 
Itein No. 2 

of only 5 7 . 2  million. This  proposal is extremely 
disappointing because it would fail to allow C P L  
to recover its reasonable costs, as provided by 
state regulatory laws and previous race case set- 
tlemencs. T h e  proposal also would defer to the 
future costs that should be charged co customers 
noa: As a result, CPL has filed exceptions to the 
proposal for the full commission to consider. 
T h e  Texas PUC is expected to rule on the CPL 
rate request in ,March 1997. (For additional 
details, please see .\lanagement’s Discussion and 
.Analysis of Financial Condition and Results of 
Operations in Appendix .-I.) 

In Januay  1997 CPL filed a request co 
recover approximately $24 million in under- 
recovered fuel costs and to increase its fuel fac- 
tors because of higher natural gas costs. T h e  
Texas P U C  in February 1997 approved a setrle- 
rnent tha t  allows CPL to surcharge customers for 
$ 2 2  million of underrecovered fuel costs begin- 
ning in the summer of 1997 and to increase its 

annual fuel factors by S29 million. 
In  July 1996 the Oklahoma Corporation 

Commission began a re\iew of the rates nnd 
earnings of our Public Senice Company of 
Oklahoma subsidian. In late 1996 PSO respond- 
ed with its rate filing. Custor.iers’ bills, begin- 
ning wirh PSO’s June 1997 billing cycle, are sub- 
ject to refund if the O C C  orders a rate decrease. 

El Pmo Elerrrir Litigarion. I n l a n u a n  1997 liti- 

cation between CSM’ and El Paso Electric 
Coinpany over a terminated merger between the 
two companies went to tri.al in U.S. Bankruptcy 
Court in Waco, Texas. CS1.V contends that it 
rightfully terminated the merger agreement 
based on a failure of the conditions required to 
be fulfilled and after El Paso Electric breached 
the terms of the agreement and failed to remedy 
material adverse effects as required under the 
aFreement. El Paso Electric contends that CS\A’ 
wrongfully terminated the agreement. T h e  iudge 
is espected to issue a decision in .\larch 1997. 
(For additional derails, please see Ahnagemenr’s 
Discussion and .ba lys i s  of Financial Condition 
and Results of Operations in .-\ppendis .A,) 



Condensed Consolidated Statements of Income 
CENTRAL 1310 SOUTH WEST CORPORATION 

Condensed Consolidated Statements of Cash Flows 
CENTRAL AN0 SOUTH WEST CORWRATION 

for rnt rears Ended ~ecmrder .?I. 1996 1995 1994 

Revenues 
(mdiions exw per m e  m i s i  

U.S. Electric $3.248 $2.883 $3,065 
United Kingdom 1.848 208 - 
Other Oiversilied 59 52 40 

5,155 3,143 3,105 

Expenses 
U.S. Electric Fuel and Purchased Power 1,228 1.045 1.161 
United Kingdom Cost 01 Sales 1.331 158 - 
Operations and Maintenance 935 71 2 710 
Depreciation and Amortization 464 353 324 
Taxes 402 254 355 

4,360 2.522 2.550 
Operating Income 795 621 555 

Other Income and Deductions (61 1 99 109 
Interest Charges (419) (324) (277) 
Income lrom Continuing Operations 315 396 387 

Income from Discontinued Operations 12 25 25 
Gain on Sale 01 Discontinued Operations 120 - - 
Net Income 447 421 412 
Preferred Stock 18 19 18 

Income for Common Stock $ 429 $ 402 $ 394 

207.5 191.7 189.3 

Earnings per Share $ 2.07 $ 2.10 $ 2.08 

Dividends Paid per Share $ 1.74 $ 1.72 $ 1.70 

The condensed consolidaled hnancral slalemenls in /his summay annual repod were derived Irom 
lne consolidaled Iinancial slalemenls Ihal appear in Appendix A Io Ihe proxy sralemenl lor Ihe 1997 

annual meelrng ol shareholders Copies 01 /he consolidaled hnancral slalemenls and /he repons 01 

/he Corporalions rndt?p~ndenl public accounlanls lhereon may be oblained by calling Cenrral and 
Soulh Wesr Corporalions lnveslor Services Department a1 1-800-527-5797 

Form Years E ~ ~ & ? 3 I ,  1996 1995 1994 

Operating Activities 
c h m s )  

Net Income $ 447 $ 421 $ 412 
Depreciation and Amortization 521 425 402 
Other Adjustments to Net Income and 

Changes in Assets and Liabilities (93) (47) (50) 
875 799 764 

Investing Activities 
Construction Expenditures (521 1 (474) (578) 
Acquisition Expenditures (1,394) (421) (21 1 

109 (115) CSW Energy/lnternational Projects (124) 
Cash Proceeds from Sale of Subsidiary 
Other 63 (26) (2) 

(1,286) (812) (71 6) 

- - 690 

Financing Activities 
Change in Common Stock 477 57 50 

Payment of Dividends (376) (348) (340) 
Change in Debt and Preferred Stock 21 9 597 288 

320 306 (2) 

Effect of Exchange Rate Changes on Cash (56) - - 

Net Change in Cash and Cash Equivalents (147) 293 46 
Cash and Cash Equivalents - January 1 401 108 62 
Cash and Cash Equivalents - December 31 $ 254 $ 401 $ 108 
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Condensed Consolidated Balance Sheets 
CENTRAL AN0 SOUTH WEST COAPOfiATION 

Ar (I/ Ikamber 31. 1996 1995 

Assets 
(mi/homl 

Electric $13,337 $12,891 
Gas - 869 

84 18 Other Diversified 
Accumulated Depreciation (4,940) (4.761) 

Net 8.481 9.01 7 

Current Assets 1,533 2,039 

- 
Y 

Deferred Charges and Other Assets 
Goodwill 1,525 1,074 
Other 1,793 1,739 

$13,332 $13.869 

Capitalization and Liabilities 
Common Stock $ 3,802 $ 3.178 
Preferred Stock 325 326 
Long-Term Debt 4,024 3.914 

Total Capitalization 8,151 7.418 

Current Liabilities 2,425 3,627 

Deferred Credits 2,756 2.824 
$13,332 $13,869 

Report of Independent Public Accountants 

To the Shareholders and Board of Directors 01 Central and South West Corporation: 

We have audited. in accordance with generally accepted auditing standards. the consolidated 
balance sheets 01 Central and South West Corporation (a Delaware corporation) and subsidiary 
companies as 01 December 31.1996 and 1995, and the related consolidated statements 01 
income, stockholders' equity and cash flows lor each of the three years in the period ended 
December 31,1996, appearing in Appendix A to the proxy statement lor the 1997 annual meet- 
ing of shareholders of the Corporation (not presented herein). Our reporl dated February 28. 
1997, also appearing in that proxy statement, contained an explanatory sentence calling atten- 
tion to the fact that we did no1 audit the linancial statements of CSW Investments, which state- 
ments reflect total assets and revenues 01 23 percenl and 36 percent in 1996 and 20 percent 
and 6 percent in 1995, respectively. of the consolidated totals. Those statements were audited 
by other auditors whose report has been furnished to us and our opinion. insolar as it relates 
to the amounts included lor those entities. is based solely on the reporl of the other auditors. 

In our opinion, based on our audits and the report of other auditors, the information set forth 
in the accompanying condensed consolidated balance sheets as of December 31, 1996 and 
1995, and in the related condensed statements of consolidated income and cash flows lor each 
01 the three years in the period ended December 31, 1996, is lairly stated, in all material 
respects. in relation to the consolidated linancial statements lrom which it has been derived. 

Arthur Andersen LLP 
Dallas, Texas 
February 28.1997 
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The condensed consolidated linancial Statements in this summary annual report were derived 
from the consolidated financial statements that appear in Appendix A to the proxy Statement tor 
the 1997 annual meeting of shareholders. Management is responsible lor preparing the con- 
solidated financial statemenis. in accordance with generally accepted accounting principles 
appropriate in the circumstances. and lor maintaining the Corporation's systems of internal 
accounting controls. 

A description of these controls. along with management's opinion about their overall elfective- 
ness. is contained within the Report 01 Management included in Appendix A to the proxy state- 
ment lor the 1997 annual meeting 01 shareholders. The consolidated financial statements were 
audited by the Corporation's independent public accountants. whose report on the condensed 
consolidated linancial statements appears above. 

E R Brooks 
Chairman. President and Chiel Executive Officer 

Glenn D. Rositier 
Senior Vice President and Chiel Financial Officer 

Lawrence B Connors 
Controller 



Comparative Statistical and Financial Record 
CENTRAL AND SOUTH WEST CORPORATION 

1996 1995 1994 1993 . 1992 

U.S. Electric Utilities . 
Electric Revenues (millions) 

Residential $1,243 $1,138 $1,156 $1,160 $1,046 
Commercial 872 810 836 832 773 
Industrial 781 702 733 736 659 
Sales lor Resale 255 224 204 179 177 
Other 97 9 136 148 135 

$3.248 $2.883 $3.065 $3,055 $2.790 

Sales (kilowatt-hours in millions) 
Residential 
Commercial 
Industrial 
Sales lor Resale 

17,883 16.872 16,368 15,903 14,593 
14,256 13,755 13,463 12,966 12,370 
20.266 19.321 18,869 18,205 17,257 
8,428 8,468 7,133 5,852 6,262 

Other 1,592 1,518 1,501 1,434 1.363 
62.425 59.934 57.334 54,360 51.845 

Average Number of Customers (thousands) 
Residential 1,443 1,425 1,403 1,378 1,353 
Commercial 209 207 203 198 195 
Industrial 24 24 24 25 25 
Other 14 13 13 12 12 

1,690 1,669 1,643 1,613 1,585 

Number 01 Cus!omers- 
End 01 Period (thousands) 

Residential Sales Averages 
Kilowatt-Hours per Customer 
Revenue per Customer 
Revenue per Kilowatt-Hour 

Total Electric Revenue per Kilowatt-Hour 

System Peak Demand (megawatts) 

Fuel Data 
Average Btu per Net Kilowatt-Hour 
Cost per Million Btu 
Cos1 per Kilowatt-Hour Generated (mills) 

CS W Sys/em 
Total Plant (millions) 

cost 
Annual Additions 
Accumulated Depreciation 

Capitalization (millions) 
Common Stock 
Preferred Stock 
Long-Term Deot 

1,704 

12,392 
$861 
6 . 9 5 ~  

5.204 

12.613 

10.440 
$1.81 
18.86 

$13,421 
583 

4,940 

$3.802 
325 

4,324 

1.683 

11,840 
$799 
6.754 

4.814 

12,314 

10,299 
$1.58 
16.30 

$13,778 
1,933 
4,761 

$3,178 
326 

3,914 

1,661 

11.665 
$824 
7.06f 

5.354 

11,434 

10,344 
$1.82 
18.80 

$1 1.868 
61 6 

3.870 

$3,052 
327 

2,940 

1,633 

11,541 
$842 
7.294 

5 . 6 2 ~  

11,464 

10,391 
$2.1 1 
21.90 

$1 1,343 
594 

3,550 

$2.930 
350 

2.749 

1,599 

10,786 
$773 
7.17U 

5 384 

10.606 

10.482 
$1.92 
20.12 

$10,826 
457 

3.265 

$2,927 
367 

2,647 

Tne csndmed cOn5Oi;daled bnanoal s:arernen!s in inis summary annual ieooi! were derrved liom /he consohdared 1;nanc:ai slalernenls /ha1 aDgear in Appendix A Io 
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HIGHLIGHTS 
CENTRAL AND SOUTH WEST CORPORATION 

Return on Average 
Common Equity 

Earnings and 
Dividends per Share 

.... . 1997 - .  1996 

Operating Revenues $5.268 $5,155 
U.S. Electric Fuel and Purchased Power 1.266 1.228 
United Kingdom Cost of Sales 1,291 1,331 
Other Operating Expenses 1,630 1,399 
Taxes . . . . . . . 346 402 

32 (61) Other Income (Expense) 

Financial Data mltilm 

Operating Income 735 795 

Interest and Preferred Stock Dividends (438) (437) 
Income from Discontinued Operations 12 
Gain on Sale of Discontinued Operations - 120 
Extraordinary Item (1 76) - 

Net Income for Common Stock $ 153 $ 429 

- 

Common Stock Data and Dividends 
Basic and Diluted Earnings per Share $072 $207 

Book Value per Share $1676 $1798 
Average Common Shares Outstanding Imi//msj 212 1 2075 

Dividends per Share $1 74 $1 74 

Return on Average Common Equity 42% 12 1% 
Dividend Yield 64% 68% 
Dividend Payout Ratio 
Year-End Market Price j 

242% 84% 
$27 1/16 $25 518 

I 
I Closing hbrket P m  Dividends 

High Low Paid 

First Quarter $25 3/4 $21 1/4 $0 435 
Second Quarter 22 t/8 18114 0 435 
Third Ouarter 22 7/16 193/4 0 435 
Fourth . -- Quarter _- - 27r16 -.- 20518 0435 

_ -  ---____ 
1997 

$1 74 

1996 Y3 94 Y5 ‘ I ( ,  ‘I7 

I I>ividcn& First Quarter $2810 $26318 $0.435 
rn ILcporwd Eari i i i ig i  Second Quarter 287/8 2610 0.435 
rn Simiifianc C)nr-Tiinr Iccnir Third Quarter 28 10 25314 0.435 

28 2510 0.435 __ - Fourth Quarter 
$1.74 

The cm$ensed consolidasd tinancial s:alemenls in lhis summary annual report wfe aerived /ram me 
consoliaared tinancia/ slalemenls lW appear in C S W  1997 Financial Repor/ 10 shareholders Coores a! 
Ihz consolidarea /inanc:ar s;a/emenls and Ihe repor: o/ Artnuf Andersen 11P lhereon may De oolamed 3v 

calling Cenlral and South Wesl Corporalions lnveslor Services Departmen1 af I-6W-527.5797 
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CSW 1997 Revenues 
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1997. and s o  did the direction of Cencrnl and South West Corporation. 

he direction o t  clie electric power industry hecanie dramatically clearer in 

I n  Ileceiiiber \ye aiiiiouilced plaIis for CSW to merge with Americ:m 

Elecrric I'otver Cotlip):  Inc., otic o f  the largest electric utility coiiipailies iii 

the couiicry. We expect to complete the merger in I999 and to become p:irt 

of a ne\\: e s p i d e d  MI'. Before the merger c.ni be conipleted, a iiuniber of 

regulatory and ocher conditions must be satisfied. We espect that the coiil- 

bined company \vi11 become the nation's prenuer poiver company 2nd a 

major player in the iiicreasinyly coinpetitive world\\4de power market. 

As the restructuring of the electric utility industry evolves, we believe the 

iiiost successfill conipariies will be those large enough to operate in intrrna- 

rional ni.irkecs wi th  lo\v-cost power geiieracion and a culture of inno\,atioii 

aiid excellent custotiier service. In AEP \ve found a partner that shares these 

\ie\vs as \vel1 as coiiiiiioii goals and strategies. AEl' h a s  established ;I s~ccessfiil 

brand 2nd ni.irkering program in the United States arid in other countries. 

We are excited about the prospects for the coiiibiiied coriipany and nbour tlie 

potential benetits for otir sharcholdcrs. c-ustoiiiers ; i t id riiiployees. 

The ne\v company \vi11 be biised in Colunibus, Ohio.  and \vi11 he led by 

Ilr. E. Linn llraper.Jr., currently chairman, president and chief executive oficer 

ofAE1'. I 1i;ive kno\vii Linn  for iii:1ii); ye.irs JS both .I colleague and 6-iend. 

I believe he is oiir o i  the iiiosc cnleiited and respected leaders in rhe electric 

p \ w r  industry. CSW's operations and employees will be in p o d  hallcis. 

I \vi11 serve on the board of the ne\v conipaiiy hut \viu step down from 

executive maiiagement. Thomas V. ShocNe)!. 111. \vho 111 1997 bec:itTie CSW's 
president and chief operating officer, \vi11 reniaiii :i key senior otKcer of the 

IICW company's Sourh\vesr region. 

You \vi11 tind more inforniation ;tbour the nierger in ; in interview \vitli 

l l r ,  I h p e r  a n d  nie in  this :innu:il report. bcgiiiniiig on pige 18. 

I Y Y 7  ~ i t f i f r J i i r l /  C / J C I / / C J ~ C S ,  A nuinher oievenrc cnused our  ztock price t o  

decline i r i  s;trIy I W i .  Most d,iiii.igins \vas rhe unprecedeiired Liecision of thc. 

I'ublic Utili? Coniinission of  Terns in the rare case of our  Central l'o\\.er 3 l i d  

LiTlit Coiiip.iii); subsidiary. T h e  commiwion ruled th3t SSOO nill ion of CI'LS 
iiivestiiieiit in the Sourh Tesas Project nucleur c l c u r i c  generating stntioii \\:as 

"exces< coct owr marker" and rediir.ecl che ;illowrd r:lce of rerurii 011 t l i x  

a i i i o ~ i ~ i t .  111 addition. the coniniission ordered CPL to lower its rnrcs hv SI 9 

Inillion in I907 and b!, ,111 ;iddiriorial S1 3 niillion i i i  199s and again 111 1909. 

This ruling I d  to J signiticanc drop in tlie rrock prices of CSW and the 

other illador invesror-o\viied elecrric utiliclrt in Texas. We h3vc tilcd an  3 p p c d  

I t )  court. c l i , i I l e i i ~ i ~ ~ ~  poinons of,rhe comnlij\lon'\ decision i l l  thc CI'L c ~ e .  

3 
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CSW‘S SIX STRATEGIES 

1. Shape the future of the 
electric utility industry. 

2. Create a client-driven 
culture. 

3. Build a world-class brand 
and marketing company. 

4.Build on our low-cost and 
reliability positions and 
pursue growth markets. 

5. Aggressively pursue mergers, 
acquisitions and alliances 
for growth. 

assets and businesses to 
increase shareholder value. 

6. Manage our portfolio of 

During 1997 several other major financial challenges were resolved. 

In Oklahoma, the settlement of a rate inquiry resulted in our l’ublic 

Service Company of Oklahoma subsidiary making a one-time refund of $19 
million and lowering its retail base rates by about $36 million a year, even 

though its rates already were among the lowest in the region. 

In the United Kingdom, Parliament approved the new Labour govern- 

ment’s initiative to impose a “windfall profits” tas on privatized electric 

utilities; the cost for our SEEBOARD unit was significant - $176 million. 

In litigation with El Paso Electric Conipany related to the termination 

of our proposed merger transaction, we reached a negotiated settlement of all 

issues by paying $35 n d h o n  to El Paso Electric and its various creditors. 

Although none of these events reflected on the efficiency of our operations, 

the effectiveness of our employees or the ability of CSW to compete in the 

electric power marketplace, they significantly hurt CSW’s 1997 financial perfor- 

mance. Earnings per share for 1997 were $0.72, compared to 82.07 for 1996. 

In January 1998 our board of directors deterniined that CSW’s dividend 

would remain at the annual indicated rate of $1.73. We believe the combina- 

tion of CSW with AEP will offer improved prospects for future earning and 

dividend growth. 

Strategic Progress in 1997. We have been pursuing a six-step srrateg to 

prepare us for success in the competitive era ahead. As the 1997 milestones 

on page 2 show, we are making substantial progress toward those goals. I ani 

particularly proud of the way our employees have met the challenge of con- 

tinuing to cut costs, of building on our reputation for customer satisfxtion 

and of taking advantage of growth opportunities through investnirnts in 

promising new markets, such as Latin America. We believe all the elcinents of 

our strategy will be advanced through the merger with AEI? 

Because the AEP merger must be approved by state and federal regula- 

COTS, we are determined to manage CSW so that it remains strong and 

competitive as a stand-alone conipany, We are optimistic that our activities in 

the United States and ocher countries will help us achieve a number of 

nocable milestones during 1998. 

We continue to gain new cusconiers for our te lecommL~i~i~~tior~s,  e n e r p  

services and other new businesses, and we hope to win their electric po\ver 

business when full retail competition is approved. 

4 
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We also are continuiiig effortr to acquire the iioii-iiuclear assets of Cajun 

Electric Power Cooperative, Inc., which is operating in bankruptcy Cajun 

sells power to 11 electric distribution cooperatives and one foriiier coopera- 

tive that serve more than 330,000 custoiiiers and a population of 1 million 

i n  Louisiana. 

Elcctric Poiocr Policies. Much  o f  1997 \vas spent working on 3 critical part 

of our stratqgy - trying to shape the future of  the electric power industry as 

deliberations occur in Washington and in the capitals o f  ou r  four states. 

In 1997 the Texas Legislature considered legislation that would have 

functionally restructured the state’s electric utilities and would have opened 

the industry to competition for retail custoniers. Although the legislation 

faded in the final days of the legislative session, \ve espect the 1999 Texas 

Legislature to address this niatter again. 

In Oklahoma during 1997,a  law \vas enacted requiring retail competition 

in  electriciv to begin by July 1, 2002. T h e  state’s lawmakers also mandated 

that several studies be completed before implenlenting any restructuring of  

the state’s electric utilities. In Louisinna and Arkansas. the state public service 

commissions have begun dockets to examine issues surrounding eIeccric 

utility restructuring. 

We believe that all o f  our  coinpanies \vi11 be \\:intiers in  a competitive 

niarketplace because o f  their low prices and strong custoiiier relationships. In 

the four states where ou r  U.S. electric coinpanies operate, we arc supporting 

policies that would open ou r  industry to more comperirion. We support poli- 

cies that are fair to our  shareholders and to all our classes ofcustomrrs.  T h e  

ne\v laws must maintain the high degree of  electric reliability that consuniers 

expect today and provide for the recovery of  JU previously approved costs. 

We \vi11 oppose any proposals that would \riolate these principles. 

If the new rules for utilities are Lvritten fairly. \ve believe \ve nil l  be \vel1 

positioned 3s one of the industry’s strorlgcst competitors. Our lolv-cost gel,- 

erating plants. ou r  strong customer relationships. o u r  investnients in  the L1.K.. 

Mexico and South America. .md o u r  gro\ving e n e r 9  services business 111 the 

U.S. wdl make US a forniidable competitor on our oivn. Merging \vith AEP 
Lvill riinke us part of 3 ne\v company chat \ve believe \vi11 be even ~rroiiger.  

E. K. Brooks 

Chairman and Cliicf Executive Qtiicer 

February 16. 199s 

E. R. Brooks 
Chairman and Chief Executive Officer 
Central and South Wed Corporation 
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operates four electric 
utilities in the Southwest; 
they are among the 
nation's leaders in low-cost 
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We believe ;ti1 electric utilic). \vi11 be wcccssiul in the competitive markit- ,  

place largely through two tictors: lo\v-cost power production xid excellent 

custoiiier rel'itionships. 111 1997 our U.S. utilities showed once again chat they 

are succeeding at both. 

Liit~criiiq Cosrs. O u r  employees continued etforts to concrol operating arid 

niainteriancr costs of o u r  U.S. electric operations. Excluding extraordinary 

iceiris, inflation alone \vould have added approximitely 5 LOO million to chose 

costs i n  1997 if ou r  emplovees had not found greiiter eficicncies and sav inp .  

As \vith O&M costs, eiiiplo!.ers also cut costs for fuel, fuel tctnsporcatiori 

and other esperijes. Ac a ~-estrlc. our production cost of electricity coday ranks 

among the lo\vrst in the rqiori. Oi the 20 most etlicient electric po\ver gen- 

eraring plana in che U.S., eight ,ire oivned m d  operated hy CSW. 
Cirsrorircr .S~~ri$icrLv~. O u r  U.S. electric conipanies hwe conrinued to 

excel .it customer sarisOction. l h r i n g  the p s t  four years, the Universic). oi 
Michigan Business School. \vorking \vitli the Americari Sociey for Qtiidicy, 

has intervie\\.ed iTiorc t h n n  3 1.1 )(IO C W I I S U I I I ~ ~ F  a y e x  to produce the Ariierican 

Customer Satisfiictioil Iiidrs. CSW h,is been a t  or near che top in the cleccric 

u c i l i n  category naciondly and corisistently has pliiced first in our r q i o n .  

Our U.S. electric coniparties h.ivs launched t\vo initiatives to contiriue 

jcrengthenirig relarionthips n i r l i  cwcoiiiers. 

A ne\\' Perforniance Coniniitriient I'rogrnm emphasizes five customer 

cotiiiiljtiiierics chat our  utiliries ~ n v e  t o  nlcct iit Ieasr 05 pc'rcrilr of the time. 

The!. include. nmong othcrs. the coiiiinicriieiit to turn on :I customer's electric 

cervice ivicliin oiit' \ v o r h i g  d.iy niter ;I request is made (if iiieter is instcilled). 

arriving .it home or residence \\,ithill ;111 .iyeed-upoll nvo-hour pcbriod :ind 

achieving 1 ( 1 1  J percent ,icz~irai!' ill c~lscolller billing. 

111 early 190S. \ve th -n ieJ  .i ne\v Custoiiicr Rrlatioiir p u p  dedicated 

to saciccing c11jtoliiers a n d  ni:iiiit*iining long-teriii relnrlorijliipj \vir11 [hem. 

~~ir~ir~irrrrrcrir~r/ Prorc.i/iorr. Our electric coiiip~nies ha\.e bee11 recognized for 

their strong t.nvironmcrit:il programs : i d  rene\v;iblr eiiet-9. projects. In 1997 

c s p ~ i i d r ~ l  thzw cfiorrs Ivirh our ne\\. C1c;irClioice pricing p r o p i n .  

\\.IiicIi .iIIo\\.\ c x ~ r o i i i e r ~  to help p:iy for the, L I W  o i  ~ K I I L Y \ . ; I ~ ~ C  ciiers? sotIrccs. 



When the Tulsa World installed new 
printing presses in downtown Tulsa, 
major changes were required in the 
underground electric equipment 
that serves the newspaper. Public 
Service Company of Oklahoma 
quickly and efficiently added new 
facilities to keep the newspaper's 
presses rolling on time and to keep 
a major customer satisfied. 
\ 

1997 CSW Tc 1 1  Performance Commitment Program 
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/ U.S. Electric 
Average Fuel Costs 
I'W .\l,l/!,V! UIII 

I 

I j l . . i l l  

Altaclirncn~ I 
Pagc 295 of 357 

KPSC C x c  No 99- 149 
TC (Is1 Scr) 

Ordcr Dalcd April 2 2 .  I 999 
Itcrn No 2 , 



The Harmon Science Center 
in Tulsa is one of four public 
instltutions to which CSW has 
contributed solar energy sys- 
tems to show how renewable 
energy can be used. CSW is 
also providing solar systems 
tor 19 public schools in Texas, 
Louisiana and Arkansas. 
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CSW's US. Electric Utilities 

Company Yeadquarters Customers 

Central Power and Light Company Corpus Christ;. Texas 627.900 

Public Service Company of Oklahoma Tulsa. Oklahoma 481.400 

Southwestern Electric Power Company Shreveporf. Lou/siana 4 15.900 

Wes/ Texas Ul/lil/es Company Abilene. Texas 186.700 

I 
I 
I \ 
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US. Electric Utilities 

0 Headquarters 
A Generating Stations 
- 345,OOO-Volt Transmission lines 

A N S A S  

0 
O a I k  

T E X A S  I 

O u r  West Tesas Utilities Cornpan!, subsidix!. in October launched 

ClearChoice in Sati Ange10,Tesas. Customers there cx i  opt to pay a11 addi- 

tional $5,  S I O  or $20 a month on their zlecrric bills co iuiid 3 0 .  j00 or 

1.000 kdo\vatt-hours, respectively, of electricity generated a t  a hydroelectric 

rene\vable energy source. 

On  behalf of three of our  electric coiiipanies, we issued requests for pro- 

posals to add up to 160 kilowatts of new photovoltaic power \oiirces. to be 

installed on the rooftops a t  19 schools. As a result of these etforrs. \ye believe 

students and others in  the communir). \vi11 learn more about phorovoltciic 

technology. and our custotiiers \vi11 benetir tiom the use o i  solar m e r 3 .  

The Kational Association of Home Builders Energy Suhcorrmuctee cave 

us its first Innovative Energy Etticiency Financing Lnvarci in 1557 to honor 

-. -- - 
J l S l A N A  

us.  Electric 
1997 Energy Sources 

our new SmartMove program. SmmMove 0 t h  our  utilit). cuscoiners com- 

petitive financing rates for energ-etEciericy iniprovemelirs to ne\v or esisting 

homes without ;Idding to custoiiiers' d0n.n payments. By lo\vering household 

energy bllls. SrnarcMove increases CoiisuiiierF' buying porver. 
A I t ~ l i ~ n c n ~  I 

Pngc 297 of 357 SmartMove also helps protect the environment by reducinp energy use 2s 
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Position: CSW owns 
SEEBOARD plc, a regional 
electr-icity company in 
Southeast England, and 
has equity investments in 
Latin America, including an 
investment in Empresa de 
Eletricidade Vale Parana- 
panema S.A. (Vale), a large 
electric distribution utility 
in Brazil. Through these 
affiliates, CSW has more 
electric utility customers in 
other countries than in the 
United States. 

SEEBOARD 
Service Area 
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_. ..... SEEBOARD - 

SEEBOARD 

localion Southeasl England, including much 
of Surrey and West Sussex, all ol 
East Surrey and most of Ken/ 

Headquarters Crawlev. Wesl Sussex. Uniled Kingdom 

Services Eleclricrly dislribulion 
Electric power supply 
Natural gas markeling by Beacon 

Gas, a joint venture wdb Amoco 
Retail appliance stores 
Contracting and consullhg services 

150.000 Beacon Gas cuslomers 
Cw/omers 2 million electric cuslomers: 

10 

'. .. "\ ... INTERNATIONAL UTILITIES: PROVIDING GROWTH AND EXPERIENCE 

Utiited Kirigdom. SEEBOARD tiu well with CSW's U.S. electric uciities 

in terms of its operation and culture. Placing the sanie eriiphasis on excellent 

customer service, reliability and innovation, it is contributing the steady 

growth and earnings that we anticipated when we acquired i t  in 1995. 

Our  one disappoinmment has been the magiitude of the "windfall profits" 

tzx that was imposed on privatized utilities by the U.K. government. For 

SEEBOARD, the full tax assessment was 51 7G iiiillion. \\-hich \ve recognized 

in 1997. 

In both 1996 and 1997, SEEBOARD was the top-rated utility in 

England for customer service (by the Doily Tcli:qropli and British Telecom) and 

was given the highest rating for cusconier service by the U.K. governtilent's 

Office of Electricity Regulation. 
A SEEBOARD consortium ha5 been selecred as the preferred bidder to 

upgrade and operace the electric distribtition system of the London Under- 

ground, the largest metro rail system in the world. The  contract for operating. 

maintaining and upgrading the distribticion svsceni for 230 miles of track and  

more than 270 stations will be. if signed, the largest operating contract ever 

awarded- ta a U:K. r e ~ ~ k - d c ~ ~  cornpam. 

For several years SEEBOARD has been preparing for retail competition 

in the U.K. electric power market. which tion' is scheduled to begin in  

Septeniber 1998. British authorities delayed the opening of competition 

beyond April 1998 after they found that most tltilities were  ina able to nieet 

the deadline because of information-rec}inoIo~ issues. SEEUO.Sl<D \LIS o1ie 

of only four companies found to be r e d y  to compere in  April. 

From SEEBOARD'S experience - rransicioning froni goverrirrirrit to 

private ownership and now to open competition - CSW is learriirig Inuch to 

prepare its U.S. electric utilities for the con-riny competition in this countn. 

Sorcdi .4merira. In 1997 we invetced an additional S150 inillion in  South 

America. We made a further invectmenr in Viile of  approsirnately S69 illillion 

of convertible securities in early 1098. 

Vale - in which \vc n01v 0n.n 3 37 percent inreresr - expanded irs nctivi- 

ties across Brazil as the country continued privatizing Its po\ver indusrry. 

In association with Inepar. a Brazilian electric and telecc~nin~trnicatioi~~ 

company, Vale acquired a controlling inreretc in Cenrrais Eltkicas 



5 
Ma:ogrossenses S.A. (CEMAT), an electr Vale 

491.000 cusconiers in the stace of Maco 8razil.an s / m  01 S ~ C  Paulo. 
7xm.i Tocanfins. Minas 
G m s  ard A!,-@ G m s ~  

S2o PJL' :~.  50 Paulo. Brazi/ 

A second consortium, in Lvhich Vale 

federal concession contract co build and 

niega\vacc hydroelectric power plant in the scnte of Tocantins in central Brazil. 
iit.acquar1t.r: 

Service: €/ecir/c!/y d/sir:cu!/on 
Neciric generaiion 
Eiecrrc power suoplv 
lnveslmenl in six olher 

Vale also won a concession to build che Rosa1 hydroelectric power planr 

on die Itabapoana River. which forms the border between the Brazilian stares 

of Ibo  de J;1rieiro and Espirico Santo. Consrrucrion of the 35-rnegn~vatr planr 
is under ~v3y. with co::unercial operation ?lanned for rhe elid of 1999. 

6rzzilian elecrric SySisms 

i ! vill~cn e ! m t  cusiorigs Cisloners 
-4s one of Latin America's largest econonllrs. Brazil continues to she\\. 

! iiiuch pronllse for future de\~elopinenc. n k h  eleccricin demand g rou ing  111 

Vale and Affiliates 
Service Area 

currenc rxes o f 7  to 10 prircenc. At the sanir  rime. Vnle'5 f x c e h c  mnnngc- 

iiieiir ream has achieved concinusd sysceni irriprovrmrnrs. I n  November the 
company \vas honored by Elctririd~~dc . I ~ ~ d c r i f ~  ni.ig3zine \virh w v e n  of I2 

lirtr-place cicles in the Brazilian industn's  1997 E1ec:ricir). A\vards. 
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CSW Energy and CSW International Projects 

Tofal Capac/!y and CSWs Ownership Infefesl 

Brush If 68 megawafls . . 
Brush. Colorado 47% inleresl 

Fod Lupfon 272 megawalts 
Fod luplon, Colorado 50% inlerest 

Mulberry Cogeneralion 120 megawalfs 
Barrow. florida 50?6 inleresl 

.Orange Cogeneralion 103 megawafls 
Barrow. Florida 5006 interesl 

Newgull 85 megawalls 
Near Boling, Texas 100% inleresl 

Sweeny Cogeneralion 330 megawans 
Old Ocean. Texas 50% inleresl 

Medway Power Slalion 675 megawaits 
37.5% interesl lsle of Grain. Ken/. U.K. 

0 
0 

Mexico 

Alfamira 109 megawalls 
Allamira. Tamaulipas. Mexico 50% inrerest 

t 0. 

e 
United Kingdom 

-:_ 0 
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US.  rujectc. CSW Energy owns an interest in six cogeneration or inde- 
\// t power plants and operates four of them. The six power plants - two 

ach in Colorado, Florida and Texas - have a total capacity of 978 megawatts. / 
/ 

Our newest and largest project began commercial operation in early 

1998, ahead of schedule and under budget. The Sweeny Cogeneration Facility 

is providing 90 megawatts of electricity to Phillips Petroleum Company’s 

refining and petrochemicals complex at Old Ocean,Texas. The remainder of 
the plant’s 330-megawatt capacity is offered to electric utilities and power 
marketers on a merchant basis. The Sweeny project is the country’s first large 

power plant built to operate as a merchant plant. 
Our  Newgulf Project, whch  began commercial operation in 1997, is 

Texas’ first exempt wholesale generator intended to take advantage of power 
market fluctuations. Like Sweeny, it is designed to operate successfully both 

today and in the future in the competitive market for electric power. 
International Prqjects. CSW International’s Altamira Project, located near 

Tampico on the eastern coast of Mexico, went into operation in the first 

quarter of 1998. We have ComrnitmentS for all of the plant’s steam as well as 

all of its 109 megawatts of electric capacity. 

The Altamira Project is a s igdcan t  milestone in the Mexican power 

industry. It is the first major cogeneration project to be built under Mexico’s 

new legal framework, in which power projects are regulated by the Comision 
Reguladora de Energia, Mexico’s energy regulatory commission. 

The Altamira Project also is the first project to have long-term contractual 

agreements with the Conusion Federal de Electricidad for the interconnec- 

tion, backup and transmission of energy and with Petroleos Meicanos for 

natural gas to fuel the plant. The project is owned by Enertek. a joint venture 

benveen CSW International and Alpek, S.A. de C.V., a subsidiary of the 

ALFA Group. CSW International and Alperk own equal shares in the project. 
Through SEEBOARD, we own a 37.5 percent interest in the Medway 

Power Staaon on the Isle of Grain in Kent. The 675-megawatt, combined- 

cycle gas turbine unit is owned and operated through a joint venture among 
SEEBOARD, Southern Electric Power Generanon Limited and AES 3 Medway Electric Ltd. 

Position: CSW has 
independent power 
plants in the United 
States, the United 
Kingdom and Mexico; it 
is aggressively seeking 
additional opportunities 
to develop, acquire, 
construct, own and 
operate plants. 



Position: Through its d EnerShop subsidiary, CSW 
is helping commercial, 
industrial and governmental 
customers use energy more 

CSW Energy Services, is 
marketing power in states 
that now permit retail 
competition; and another 
new subsidiary, CSW Total 
EV, plans to promote and 
market electric vehicles 
and battery chargers. 

Sbte Activities on Electric 
Restructuring and Competition 

Leqislalive - 3 
Requlaloq - 3 

rn Legislative and Rcgulaloy - 29 
W Adoplcd Relail Compelition - 16 

All 50 states and the District of Columbia are 
addressing reforms to retail electric service. 
Sixteen states so far have adopted plans to 
implement electricity restructuring. 

14 

E r ~ e r S l r o p ~ .  EnerShop identifies better ways for customers \ to niaiiaL and 

ENERGY SERVICES: HELPING CUSTOMERS USE ENERGY EFFICIENTLY 

use energy, designs the iniprovemeiits and shares in the savings. Its main cus- 

tomers are large commercial businesses, light industrial manufacturers and 

governnient institutions. 

111 1997 EnerShop won contracts to improve the energy efficiency at 13 
major facilities. Among these were several large of ice  buildings in D.?llas. 

EnerShop also announced an alliance with Honeywell, Inc.. to joiritlv 

marker energy-conservation services for municipal and county buildings in 

Texas. A new state law allows local and county governments to use pedor- 

mance contracting for energy-conservation improvements. 

EnerShop's newest product is a state-of-the-art energy monitoring and 

optimization service, called EnerACTw, that was developed joiritly with I'erot 

System. EnerACT communicates with all brands and models of erierhy- 

nianagement systems iind urdity meters, collects load profiles of many Lcilities 

for single-source purchasing of e n e r p  and optimizes energy controls of 

multiple building using sirriularion rnodeling. 

CSI,t7 Orct-qy Seri~icc.~ CSW eritered the competitive retail electricity niar- 

ket in 1997 w i t h  the formation of CSW Energy Services, Iiic. Headqiiartzrrd 

in Boston. EnerG Services is ninrketing electricity supply in selected stiifcs 

\vhere retail competition is no\r pernucted. 

Irlitiiil eEorts have focuted on California and N e w  Eri$xld. C.alifix-ni;l 
opened its r e t d  markets March 3 1 ,  1998. allowing electric suppliers to bu!. 

po\ver directly froni generators or  through a po\ver eschange and then \eU 

the power to users. 

Typical of these contr.icts is E n e r g  Services' pact \\<th The Home 

Depot. Inc.. North America's 1:irgest home-improvement retailer. Energy 
Services \vi11 provide an  estinuced 28 tiillion kilow.itt-hours of electricity for  

14 Home Depot* retail centers in  the Sa!i Diego area. 

E n e r g  Services also has signed a retail supply contract with La Quii1c.l 

Inns. Inc.. to deliver :in estimated IO iiiillion kilowatt-hours to 12 major La 

Quinra properties in California 
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CSW Energy Services. a 
new CSW subsidiarf, was 
launched in 1997 to supply 
electricity to major retail 
customers in selected 
states. One ol its first 
agreements was with The 
Home Depot to supply 14 
of the company's stores in 
Southern California. 

' 

and excellent service. 

CSI.t'Tofal Ek' Wich concrriis about air eniissions gro\virig. che poreiicial 

Energy Services' new contracts and cuscoii~ers are especred to improve 

CSW's kno\vledge of competitive mdrkecs \vliile o fe r ing  cuccoiiirrs l o ~ v  costs 

for electric-poi\,ered vehicles appears iiiorr promisinp thun ever. For i11.11iy 

years, CSW'S U.S. elsccric companies ha!.? stLdled md tesrrtd cleccric vehicles 

and invescigaced hoiv chev coiild he used by cuscoiiicrs. No\\: chrough a lie\\' 

nonuciliry business. CSW Tord EV. \ve propose to enter chis iiidrker. 

CSW Total EV initidly espects co pursue nvo 'ireas o f  che businrts: selling. 

inscalling and niaintciining b:itren chargers ic.r eleccric carc. [rucks and buses: 

and selling and distributing ;I ne\\: line oirecreanonal vehicles. incluc!ins elec- 

tric bicycles and scoocers. Oper.icions are erpecred c o  be conducrcd in  T~XIS. 
OkhhOnla. Lollisinna. ihkai i snr .  Ne\v b1eyico. Colorado. I(;ins;lS :lnd blissouri. 

C S W  so f:ir h x  doiinted more than . < ( I  electric hicycles co police drpnrr- 

ments in ou r  servicearea ciciec [hac have air-qu:llic>. prob~c'l i l~.  Approvnl co 

sell the eleccric bikes is penjil ig ac rhr Securities :ind Escll . tny Commiscion. 

In 1997 CSW \vat rhc first rleccrlc uciliy co ~ i k e  delivery of [he 

Chevrolet S- 10 Elccrric pickup. the auconiocivc industly'c 6rtc facroi-\.-b~dc 

elrcrric cruck. C S W  is using 1 0  o i  d i e  S-11.1 Eleccric [rucks i n  dail>.  utility 

operanons co promow eleccric vehicle technology n i t h  custoinsrs. 

C S W  Total EV is working \vich rhc. Mecropolic.in Tu1s;i Tr.insir Aucliorin. 

to obr:iin electric busec for chr c in ,  I c  also is helping chr T1:ls.i lnternarional 

.Grpor[ huchor iy  eircrrit-). the cuss. h; igpge  cr.1crors. 1o.iJt.l-q ~ n d  o:hc.~ 

equipnienc 3c threr gates. 

In the EnerACT command center in 
Dallas. employees monitor energy 
consumption and control energy 
use to save clients money. Using 
advanced technologies developed 
by CSW's EnerShop and Perot 
Systems, EnerACT provides building 
managers throughout the country 
with critical information about 
their facilities. 

CSW was the first electric utility 
fs  take delivery of the Chevrolet 
$10 Electric pickup. 
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C3 Communications' 
ChoiceCom partnership 
is offering alternative 
telephone and data 
services in major Texas 
cities, using the latest 
technology. such as 
Lucent SESS switches. 

! I 
\ 
\ 

\ 
\ 
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Ekcpliorrc Scnjirc. In 1997 C S W  entered the telephone business through a 

joint  venture benveen our  C3 Communications subsidiary and ICG Teleconi, 

a subsidiary of  ICG Communications, Inc. T h e  joint venture, C S W A C G  

ChoiceCom. connected its first customers with local telephone service in 

Austin, Corpus Christi and San Antonio,Texas. 

In early 1998. ChoiceCom began marketing local telephone service in 

IIallas and Houston. I C  plans to offer local telephone, long-distance and data 

transnlission services to businesses in selected cities in Tesas, Oklahoma, 

Louisiana and Arkansas. 

Position: CSW is working to 
become an industry leader 
in communications-based 
utility automation and in 
telecommunications with 
its C3 Communications 
subsidiary and ChoiceCom 
joint venture. 
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ChoiceConi owns and operates high-capacity fiber-optic lines that link 

several cities in Tesas and Louisiana and is completing lines that will connect 

Dallas. Houston, Austin and San Antonio. I t  has installed state-of-the-art Lucent 

Technologies SESS" telephone switches in Austin, Corpus Christi and San 

Antonio and plans to iristall SESS switches in Dallas and Houston during 1998. 

Urikiry ,41mt1~1fim. C3 Conin iunic~ions '  Utility Automation Division 

provides niecering automation services to uciliries and energy-service 

providers. Focusing on meter data rather than individual system components 

and communications technologies, C3 can provide the best automation solu- 

tion for its clients by choosing from 3 variety of  technologies. 

C3 Communications was selected by City Public Service, San Antonio's 

natural gas and electric utility, to provide project management, systems inte- 

gration and niarkering senices for an initial 5.000 meters. By installing 

advmced wireless and phone-based meter-reading equipment. the utiliry will 

be able to read customers' rlectric. gas and w r r r  nieters a t  any rime. 

Work on sin;ilar metering projects continued in Austin and Georgetown. 

Tesas. T h e  City ofAustin automated 400 \vater and 800 electric meters and 

is considering espnnding the project in 1998. Installation of Georgetown's 

cip-tvide automared nietering technology will be completed in mid-1998. 

In xidition. C3 Conimunications \vas approved as a meter data manage- 

ment :\gent (MIIMA) for California's open electricicy market. C3 is one of  

only a few nonurility conipaniec i n  the U.S. to be approved by all three of  the 

state's utilir). disrribution companies to serve the meter data market: MIIMAs 

read meters: \:didate. edit and estimate n1eter reading data; publish data to the 

MDMA scn'er; :ind archive meter data. . .  
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BEhlhD THE DECISION TO CREATE 
AMERICA'S PREMIER ELECTRIC COMPANY 
A conversation with E. R. Brooks, chairman and chief executive officer of Central and South West 

Corporation, and Dr. E. Linn Draper, If., chairman, president and chief executive officer of 

American Electric Power Company, Inc. 

You both said when announcing this merger that AEP and CSW were ideal merger partners. Why? 

Brooks: We had been looking for an opportunity to merge with a successful company that shared our strategy and our 

culture. We wanted a partner that was dedicated to serving our shareholders in the competitive era ahead by 

becoming an innovative, diversified leader in global energy markets and related services - our strategy. And 

one that emphasized lowcost generation and excellent customer service - our culture. In my 36 years of 

experience, I've never seen a company that was a more perfect fit with CSW than AEP. 

Draper: As we've learned more about each other in the past few months, we've found that our culture is even more 

compatible than we initially had realized. Except for the climate, our service areas are very similar. We both 

primarily serve large rural areas and sinall to mid-size cities. When you think about it, Fort Wayne and 

Roanoke in AEP's territory are a lot like Tulsa and Shreveport in CSW's. We shouldn't have any trouble 

adapting to each other's territories because, in all of them, the same types of personal relationships with 

customers are especially important. 

I 18 
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Brooks: AEP also brings us some important capabilities that we need. We have been working to develop a significant 

electric power trading and marketing business. AEP already has that. Together, we will have a name brand 

identity that will be a great springboard for marketing electricity and other products and services throughout 

the United States. 

Draper: We have many more similarities than differences, but even many of the differences are strengths. AEP’s 

industrial customers are largely in primary metals, like steel and aluminum; CSW’s industrial customers are 
I 

I largely in petrochemicals and refining. AEP is primarily a coal-burning utility, with a little nuclear power; CSW 

has a large natural gas capability. This means that we will have greater diversity in types of customers and in 

fuel use, which will be an important competitive advantage. 

How will this merger benefit shareholders? 

.)Draper.- We expect shareholders of both companies to benefit from the outset. Our studies show that the merger will 

add to cash flow from day one, and our financial models show that the merger will dilute the earnings per 

, share of AEP and CSW shareholders only slightly in the early years. The greatest benefit to the shareholders 

will be the potential of the new combined company. We will have a diversified portfolio of lowcost power 

plants, a presence in 11 states and three power pools, 38,000 megawatts of generating capacity and a base 

of customers approaching 5 million nationally. We’ll be positioned to be a major player in the international 

retail energy market as well. 
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Brooks: Both of these companies have been successful on a stand-alone basis. Together, they will be even more 

Competitive. And they will have the financial wherewithal to implement our strategy in bolder ways, around the 

world, than either of us could have done separately. All that should turn into shareholder value. 

How well will the international activities fit together? 

Brooks: CSW and AEP also mesh well in our international activities. AEP is primarily active in Asia, where we have 

long-term ambitions; CSW is primarily active in Latin America, where AEP has longer-range ambitions. We 

overlap only in the United Kingdom, where CSW owns a regional electricity company and AEP owns 50 percent 

of another regional electricity company. We believe that the merger will create a real global powerhouse. 

Draper: We also complement each other in the capabilities we offer to other countries. AEP's international work 

has focused on building efficient coal-fired facilities. CSW has experience in building and operating gas-fired 

generation and Western-US.-typecoal plants. So together we will have the capability to build the type of 

plant that makes the most sense in any region where we are working. 

What kind of obstacles will this merger face? 

Draper: We expect to complete the merger in the first half of 1999. Along the way, we expect two issues to be closely 

examined. The first is a concern about whether the merger could create a marketdominant company. We strongly 

believe that the proposed merger would not have this effect. AEP and CSW do not operate in the same states or 

power pools. Neither company is now dominant in any state it serves; the combined company will not be domi- 

nant in any state it serves. We'll have more footprints, but none of them will be bigger in any geographic area. 
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"DURING THE MERGER PROCESS, WE'L 
BE MOVING FORWARD AGGRESSIVELY 
TO ASSURE THAT, WHEN THE MERGER 
IS CONSUMMATED, WE CAN HIT THE 
GROUND RUNNING."-ER.BRWW 

.L 

The second issue revolves around the Public Utility Holding Company Act of 1935, which requires a holding com- 

pany to operate, or to be capable of operating, as an integrated public utility system. Historically, this has been 

interpreted to mean that a holding company system must operate in contiguous states. We are not contiguous, 

but there is only one energy provider separating us. We will purchase the right to use the transmission system 

of that company to exchange power between the eastern and western operations of our combined company. We 

believe that the combined company will be able to operate as an integrated system in this way. 

Brooks: This will be the biggest merger in the history of U.S. electric utilities. We expect a lot of regulatory review and a 

lot of third-party intervention. We will seek the approval of all four states that CSW serves - and based on our 

initial communications with them, I believe the response will be positive. We believe that we do not need formal 

approval from the seven states that AEP serves, but some of them are expressing a strong interest. If the 

country truly is serious about creating a competitive electric power industry, we believe this merger between 

these two similar companies should be a model for future transactions. We are confident it will succeed. ' 

.: , 
' :~': 

. .  .: . 
. .  

' 
~ How will the operating companies be known? 

Brooks: One of the strengths of our US.  electric companies is their strong relationships and name recognition with 

their customers. That's a competitive advantage. So we expect that CSW's four operating companies will 

continue using their established names and identities, at least for the near future. 

Draper; All nonregulated competitive activities will probably operate under the name of AEP, with our brand as 

America's Energy Partnersu. Today there's an ongoing debate as to what extent regulated electric companies 

can use the same names and identities for other services being marketed to their customers. We probably 

won't change the names of the CSW electric companies until that matter has been decided. 
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“WE WILL BE A GLOBAL POWER COMPANY 
WITH A HEALTHY DIVERSITY OF FUELS, 

TYPES OF INDUSTRIAL CUSTOMERS AND 
CLIMATE PATTERNS, AND DYNAMIC 
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How will employees be affected? 

Draper: The vast majority of employees who are directly involved with serving customers or producing electricity will not 

be affected. The jobs that overlap are largely corporate and administrative functions. We have identified about 

1,100 duplicate positions that we are planning to eliminate. But we have plenty of time during the regulatory 

approval process to take advantage of retirements and other attrition and to find employment opportunities in 

our other growing businesses. We believe the real number of job losses will be much fewer than 1,100. 

Brooks: The employees who lose their jobs will be treated fairly. Both companies have a strong tradition of treating 

their employees well. For the great majority of employees who work for the new combined company, I’m sure 

there will be a great sense of pride, because they will be working at 

one of the largest and most successful companies in this changing 

industry, and of excitement, because they will see a myriad of 

opportunities that this new company will offer. 

AEP + CSW Ut i l i  Service Area 

Yorkshire ElectdcHy 
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AEPtCSW: A PERFECT FIT 
The proposed merger of Central and South West Corporation with American Electric Power Company will 

bring together two utilities ideal& suited for the competitive environment ahead. Our size, our market 

presence, our geographic location and our international operations present us with opportunities that few 

other companies will have. 

The combined system will operate in 11 states. We'll supply power to 4.7 million U.S. customers, making 

us tbe single largest electricity supplier in the nation. Our mix of coal, gas and nuclear facilities will give 

us a diversity of lowcost generation. Our global subsidiaries will operate in some of the fastest-growing 

markets in the world and will provide significant opportunities for growth and expansion. 

Our shared commitment to excellence, customer service, customer choice, technology, and employee 

growth and development provides the synergies necessary for a company preparing to meet the competi- 

tion head-on. 

FAST FACTS CSW AEP' Combined" 

Columbus, Ohio Columbus, Ohio Headquarlers Dallas, Texas 

Kilowall-Hour Sales U.S. (millions) 63.157 145,423 208,580 

I K/lowall-Hour Sales U K (rn/l/rons) 19.203 14.756 33,959 I 
I Employees US.  7.254 17,844 25.098 1 

i I Employees U. K. 4.161 3,977 8,138 I 

I y e y v i e  Area U S  (square mdes) 152.000 45 400 197.400 I 
1 Service Area U X (so& miles) 3.000 3.900 6,900 1 

~~ 

I Customers U S  (average number) 1.712 000 2 959 000 4,671,000 1 
~~ ~ ~~ 

Cuslomers U. K. (average number) 2.014.000 2,071,000 4.085.000 

Generating Stalions U.S. 38 38 76 i 
l 1  I Generating Stalions U. K 1 10 

Generaling Capacity U.S. (rnegawansl 13.739 23.759 37.498 I 
-i 

Generating Capacity U.K. (megawatls) 675 329 1,004 ~ 

Revenues IlhousandsJ 55268.000 $6.161.000 $11.352.000 j 

1 Ne1 lncome /or Common Stock (thousands) $153.000 $51 1.000 $664,000 I 
I Operaling Cash Flow (thousands) $726.000 $1.198.000 $1.924.000 ~ 

1 Assets (thousands) $13.451.000 516.615.000 $30.066.000 I 
*AEP acquired a 50 percent Interest In Yorkshire Eieclricily Group plc a U K electric dislribution company on April 1 1997 whlch 
IS accounled 101 on an equlh basts AEPs kilowalt-hour sales U K are tor the nine rnonlhs ended December 31, 1997 
**Revenues vary lrom combined lolals due Io reclassilicalions 
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CONDENSED CONSOLIDATED STATEMENTS OF INCOME 
CENTRAL AN0 SOUTH WEST CORPORATION oi 

1997 1996 1995 
lmdiions, e w  wr m e  m u n w  

- FOI the rears ~ndeo  oecpmber 31. 

Revenues 

.. __ 

U.S. Electric $3,321 $3,248 $2,883 
United Kingdom 1,870 1.848 208 

52 Other Diversified 77 59 
5,268 5,155 3,143 

- 
. . . . . .  . . . .  ............................... 

Expenses 
U S Electric Fuel and Purchased Power 1,266 1,228 1,045 
United Kingdom Cost of Sales 1,291 1,331 158 
Operations and Maintenance 1,133 935 712 
Depreciation and Amortization 497 464 353 

346 402 254 Taxes _ _  ~ _- 
4,533 4,360 2,522 

Operating Income - 735 795 621 
-____I - _ _  .- 

~ . _  - - 

Other Income (Expense) 32 (61) 99 

329 297 377 Income lrom Continuing Operations 
Interest and Other Charges (438) (437) (343) - - - __ -. --- 

__ - ._ 

- Income from Discontinued Ooerations 12 25 
- Gain on Sale of Discontinued ........ Operations - 120 

Income Before Extraordinary Item 329 429 402 
Extraordinary Item - U.K. Windfall Profits Tax (176) - - 
Net Income for Common Stock $ 153 $ 429 $ 402 

~. .... 

Average Common Shares 212.1 207.5 191.7 

Basic and Diluted Earnings per Share $ 0.72 $ 2.07 $ 2.10 

Dividends Paid per Share $ 1.74 $ 1.74 $ 1.72 

-- .. _. . ........... - . .  
The condensed consolidaled Bnanc;al sfalemenls in /his summary annual report were Serived tram me 
consolidaled linancial sldlemenls !ha1 aonear in CSWs 19g7 Ananiral Repofl lo sharenolaen Csoies ol 

!he consoliaaied linancial slaltmenls and :he repofl ol Aflhur Andersen LIP /hereon nay be oblained by 

calling Cenlral and Soulh Wesl COrpO/afiOfls Investor Services Departmen1 a1 1-800-527-5797 

Certain mallers discussed in Inis summary annual repofl are IOrwdrd-IOOkinQ siaiemenls inrenerd 10 

qualily lor lhe sale harbors Ifom IiaDilrIy esiablished by Ine Privale Securilies Lrligalion Reform AcI ol 
1995 These lorward-looking slalemenis can generally be idenlilied as such because !he conlexi 01 me 
soremen1 will include words such as CSW 'believes. * 'anircipaless' or 7exoecls or words 01 similar 

import Similarly. siaiemenls lhar descabe CSWs fuiure plans. ooieciives and goals also are lorward- 

looking sla!emenls. Such slaiemenls address lulure even6 and condilions concerning woilal expencilures. 

earnings. liligalion. /ale and olher regulalory mallers. liguidily and caoilal resources. and accounang 
maners. Aclual results in each case could diller rr!aleridlly born lhose currenlly anlicfpaleo in sucn 
sta/emen!s. oy reason of laciors such as electric ulrlily induslry reslruciuring. including ongoing s!are 
and lederal 1egisla:ive and regulalory aclivrlies hlure economic ;ondiiions. d?velopmenls in Ihe domeslic 

and inierm/iona/ marxels in wnicn CSW and 11s subsdiaries operah. s:ale and lederdl qu ia lo ry  2ooOD:svals 

or proceegings and olner condilions oreceoenl 10 lhe POpOSed merger w i n  AE? wnicn nay or ,nay nor 

De saridied and olher cricumsences aneciing dflfSiRdled Dusiness ac:ivrlles revenues dn0 :ws 

CONDENSED CONSDLIDATED STATEMENTS OF CASH FLOWS 
CENTRAL AN0 SOUTH WEST CORPORATION 

1997 1996 1995 - -  for IM rears oecem~er 31 - -  
fmrllionsl 

Operating Activities 
Net Income for Common Stock $153 $429 $402 
Depreciation and Amortization 529 521 425 
Other Adiustments to Net Income and 
-__. Changes - in Assets and - Liabilities - -_ 44 (75) (28) 

_____  726 - 875 799 

Investing Activities 
Construction Expenditures (507) (521) (474) 
Acquisition Expenditures - (1,394) (421) 
CSW Energy/CSW International Projects (382) (124) 109 
Cash Proceeds from Sale of Subsidiary - 690 - 

. - .__ - - (15) 63 (26) Other 
(904) (1,286) (812) 

-- 
- - - - - - - __ 

Financing Activities 
Common Stock Sold 20 477 57 
Trust Preferred Securities Sold 323 
Change in Debt and Preferred Stock 44 219 597 
Pavment of Dividends (383) (376) (348) 

- - 

4 ___ 320 306 

Effect of Exchange Rate Changes on Cash (5) (56) - 

Net Change in Cash and Cash Equivalents (179) (147) 293 
Cash and Cash Eouivalents - Januarv 1 254 401 108 
Cash and Cash Equivalents - December 31 $ 75 $254 $401 
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CONDENSE0 CONSOLIDATED BALANCE SHEETS 
CENTRAL AN0 SOUTH WEST CORWPATION 

For Nv Years Ended Devmdn 31. 1997 1996 
(millim/ 

$13,596 $13,337 Elecrric 
I Other Diversified 250 84 

Accumulated . Depreciation (5,218) (4,940) 
Fixed Assets 8.628 8.481 

Assets 

Current Assets 1,390 1,509 
Deferred Charges and Other Assets 

Goodwill 1,428 1.525 
Other 2,005 1,817 

$13,451 $13,332 

Capitalization and Liabilities 
Common Stock $ 3,556 $ 3,802 
Preferred Stock 202 325 
Trust Preferred Securities 335 
Long-Term Debt 3,898 4,024 

Total CaDitalization 7,991 8,151 

- 
-. . - 

Current Liabilities 2.499 2,425 
Deferred Credits 2,961 2,756 

$13,451 $13,332 
. 

REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS 

To the Shareholders and Board of Directors of Central and South West Corporation: 

We have audited, in accordance with generally accepted auditing standards, the consolidated 
balance sheets 01 Central and South West Corporation (a Delaware corporation) and subsidiary 
companies as of December 31, 1997 and 1996, and the related consolidated statements of 
income, stockholders' equity and cash flows lor each of the three years in the period ended 
December 31, 1997, appearing in the Central and South West Corporation 1997 Financial 
Report for the 1998 annual meeting of shareholders of the Corporation (not presented herein). 
Our report dated February 16, 1998, also appearing in the Central and South West Corporation 
1997 Financial Report, contained an explanatory sentence calling attention to the fact that we 
did not audit the linancial statements of CSW UK Finance Company (1997 - which includes 
CSW Investments) and CSW Investments (1 996) which statements reflect total assets and rev- 
enues of 22 percent and 35 percent in 1997 and 23 percent and 36 percent in 1996, respective- 
ly, of the consolidated totals. Those statements were audited by other auditors whose reports 
have been furnished to us and our opinion, insofar as it relates to the amounts included for 
those entities, is based solely on the reports of the other auditors. 

In our opinion, based on our audits and the reports of other auditors. the information set lorth 
in the accompanying condensed consolidated balance sheets as 01 December 31, 1997 and 
1996, and in the related condensed statements of consolidated income and cash flows for each 
of the three years in the period ended December 31, 1997, are fairly stated. in all material 
respects, in relation to the consolidated financial statements from which it has been derived. 

Arthur Andersen LLP 
Dallas, Texas 
February 16, 1998 

REPORT OF MANAGEMENT 
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The condensed consolidated financial statements in this summary annual report were 
derived from the consolidated financial statements that appear in the Central and South 
West Corporation 1997 Financial Report for the 1998 annual meeting of shareholders. 
Management is responsible for preparing the consolidated financial statements. in accor- 
dance with generally accepted accounting principles appropriate in the circumstances. and 
for maintaining the Corporation's systems of internal accounting controls. 

A description of these controls. along with management's opinion about their overall effective- 
ness, is contained within the Report 01 Management included in the Central and South West 
Corporation 1997 Financial Report for the 1998 annual meeting of shareholders. The consoli- 
dated financial statements were audited by the Corporation's independent public accountants. 
whose report on the condensed consolidated financial statements appears above. 

E. R. Brooks 
Chairman and Chief Executive Officer 

Glenn D. Rosilier 
Executive Vice President and Chief Financial Officer 

L A. L w  

Lawrence 8. Connors 
Controller 
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COMPARATIVE STATISTICAL AND FINANCIAL RECORD 
CENIRAL AN0 SOUTH WEST CORPORATION 

1993 -. _._ 1997 1996 1995 1994 - _ _  - - - __ - _ _  
U.S. Utilities . 
Electric Revenues imrllronsi 

Residential 
Commercial 
Industrial 
Sales for Resale 
Other 

$1,253 $1,243 $1,138 $1,156 $1,160 
892 872 810 836 832 
813 781 702 733 736 
243 255 224 204 179 
120 97 9 136 148 -- __ -- -- - 

$3,321 $3.248 $2.883 $3.065 $3.055 - _ _  -- - ___- 
Sales ( m w a n - n w r s  In md1ionsJ 

Residential 
Commercial 
Industrial 
Sales for Resale 

17,995 17.883 16,872 16,368 15,903 
14,546 14.256 13,755 13.463 12,966 
21.087 20,266 19,321 18.869 18,205 

7,824 8,428 8.468 7,133 5.852 
1,705 1,592 1,518 _-___- 1,501 - 1,434 

63 157 62425 59.934 57.334 54,360 
_ _ -  - .  Other 

Average Number of Customers w u m s s l  
Residential 1,462 1,443 1,425 1,403 1.378 
Commercial 214 209 207 203 198 
Industrial 23 24 24 24 25 

14 l3  13 12 Other .____.... ...____. 13 . . -. 
1,712 1,690 1,669 1,643 1,613- .___ .. - . .. - . . . .. _. . _ _  

Number of Customers - 
End of Period (/nousandsi 1,724 1,704 1.683 1,661 1,633 

Residential Sales Averages 
Kilowatt-Hours per Customer 
Revenue per Customer 
Revenue per Kilowatt-Hour 

12,310 12,392 11,840 11,665 11,541 
$857 $861 $799 $824 $842 
6 . 9 6 ~  6.954 6 . 7 5 ~  7 . 0 6 ~  7.29E 

Total Electric Revenue per Kilowatt-Hour 5.264 5.200 4 . 8 1 ~  5.35Q 5 .62~  

System Peak Demand I ~ W W ~ ~ S )  13,105 12,613 12,314 11,434 11.464 

Fuel Data 
Average Btu per Net Kilowatt-Hour 10,405 10,440 10.299 10,344 10.391 
Cost per Million Btu $1.83 $1.81 $1.58 $1.82 $2.11 
Cost Der Kilowatt-Hour Generated mr/fs\ 19.02 18.86 16.30 18.80 21.90 

CS W System 
Total Plant Cost ml/tcns/ 

Annual Additions 
Accumulated Deureciation 

$13,846 $13.421 $13,778 $11,868 $11.343 
675 583 1.933 61 6 594 

5,218 4.940 4.761 3.870 3,550 

Capitalization l rnmnsi  

Common Stock 
Preferred Stock 
Trust Preferred Securities 
Long-Term Debt 

$3,556 $3,802 $3.178 $3,052 $2.930 
202 325 326 327 350 
335 

3.898 4.024 3.914 2.940 2,749 
- - - - 
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Central and South West Corporation is an invesbr-awned electric 
utility holding company based in Dallas, Texas. 

CSW owns and operates four electric utilities in the United 
States: Central Power and Light Company, Public Service 
Company of Oklahoma, Southwestern Electric Power Company 
and West Texas Utilities Company. These companies serve 1.7 
million customen in an area covering 152,000 square miles of 
Texas, Oklahoma, LOUiSiaM and Arkansas. 

CSW a l a  owns a regional electricity company in the United 
Kingdom, SEEBOARD plc, which serves 2 million customen 
in Southeast England. 

CSW engages in international energy, telecommunications 
and energy services businesses through the following nonutility 
subsidiaries: 

CSW Energy, Inc., which develops. acquires, 
constructs. owns and operates nonutilily power 
projects and exempt wholesale generaton in the 
United States; 
CSW International, Inc., which engages in 
international activities. including developing, 
acquiring, financing and owning foreign utility 
companies; 

1 C3 Communications, Inc., which provides automated 
metering, interval meter data and related products 
and services. and highcapacity city-to-city fiber 
networks for telecommunications camen and other 
wholesale customen; 
EnerShop Inc., which provides energy-management 
analysis, equipment and EnerACTY services to 
increase productivity and lower energy costs for 
customen nationwide: 

CSW Credit, Inc., whch bur j  the accounts receivable 
of our electric utility subsidiaries and other utilities; 
CSW Leasing, Inc., which Owns leveraged leases of 
capital equipment; and 
Central and South West Services, Inc., which provides 
management and professional services; all services 
for the corporation and its four U.S. electric 
comcanies are conducted at cost. 

Through separate investments in various joint ventures, 

Numanco, which provides staffing services for nuclear 
power plants; 
Divenified Energy Contracton Company, a CSW 
Energy subsidiary that repain, upgrades. installs 
and maintains steam, power and process systems 
in the US.; 

m Empresa de Eletricidade Vale Paranapanema S.A., an 
electric distribution company serving 1.9 million 
customers in Brazil; 
Enertek. a joint-venture company that owns Mexico's 
first major cogeneration project lmted  in Altamira, 
Tamaulipas; 
Beacon Gas, a joint venture with BP Amoco to 
market natural gas throughout the U.K.; 

m Medway Power, a joint venture among SEEBOARD, 
Southern Electric Power Generation Limited and 
AES Medway Electric Ltd., that owns and operates 
a 675-megawatt independent power station on the 
Isle of Grain in the U.K.; and 
South Coast Power Limited, a joint venture with Scottish 
Power pic to build a mrnegawatt combinedcycle 
generating station in West Sussex, England. 

CSW Owns indirect interests in: 

, 

. .  

i 
I -  

i 
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FOS on the h a r e .  FOCUS on Success. AS we continue to pursue 

our merger with American Electric Power Company and to prepare for the opening of the 

electric power industry to greater competition, we are focused on the future and a strategy 

of success for Central and South West. We are positioning CSW for this new era by enhancing 

and building on our traditional strengths. 

Our strategy is to seek excellence in customer service, to lower costs in our operations 

and to invest in a dynamic portfolio of assets and services that can be optimally managed 

with our proven capabilities. 

I 

, 

I 

Given the progress we made on our goals in 1998, we believe we are positioned for 

success in the new electric power world of tomorrow. 



F i n a n c i a l  H i g h l i g h t s  

C e n t r a l  and S o u t h  W e s t  C o r p o r a t i o n  

I 
L 

i 

I 

I 

I 

Far the yeam ended December 31, 
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1998 1997 

financial data Operating Revenues $5,482 $5,268 
in millions U.S. Electric Fuel and Purchased Power 1,301 1,265 

United Kingdom Cost of Sales 1,204 1,291 
Other Operating Expenses 1,719 1,630 
Taxes 392 346 
Operating Income 866 735 
Other Income 42 32 
Interest and Other Charges (48 )  (438) - Extraordinary Item - (176) 

$ 440 $ 1s-- 
---__F- 

NetJcome for Common Stock - 

common stock Basic and Diluted Earnings per Share $2.07 $0.72 
data and Dividends per Share $1.74 $1.74 
dividends Book Value per Share $17.04 $16.76 

Average Common Shares Outstanding (millions) 212.4 212.1 
Return on Average Common Equity 12.4% 4.2% 
Oividend Yield 6.3% 6.4% 
Dividend Payout Ratio 84% 24T/o 
Year-End Market Price __ ___-___-_ $ 2 7 7 n 2 3 2 7 2  __ 

closing markel price dividends 

high low paid - -_ 
I 998 First Quarter $271m6 $26114 $0.435 

Second Quarter 2753 2553 0.435 
Third Quarter 28w4 25114 0.435 

Fe!!rthQ!!E!!?---- 30'ne 27m 0.435 
$1.74 ~ _ _ _ _ _ ~ . _  

1997 

The condensed consolidated statements in this summary annual report were derived tram the consolidated Rnanciai 

statements that appear in CSWs 1998 Financial Report to shareholders. Copies of the consolidated Rnanciai state- 

ments and the report of Arthur Andean UP thereon may be obtained by calling Central and South West 

Corporation's Investor Services Oepament at 1-800-527.5797. 
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CORPORATE 

Received strong support for our merger with American Electric Power Company from the shareholders of both companies 

Gained authorization for the merger from the U.S Nuclear Regulatory Commission and a conditional approval from the 

Arkansas Public Service Commission 
Supported legislation to open electric power to fair competltion in Texas, Oklahoma, Louisiana and Arkansas 

US ELECTRIC UTILITIES 

Controlled operating and maintenance costs to save approximately 821 mllllOn in 1998 compared to the effects of inflation 
Set records for the amount of power generated and revenues earned 
Met power demands for the record heat wave in 1998 without any significant paver disruption 
Rated by Public Utrbtlees fortnghtlyas the sixth-most-efficient electric utility among the top 100 in the U S 
Won the 1998 Texas Environmental Excellence Award from the Texas Natural Resource Conservation Commission for 
our renewable energy prolect in West Texas 
Honored as 1999 Tree Line USA Utilities by the National Arbor Day Foundation for work in tree care tree planting 

and oublic education 

INTERNATIONAL UTILITIES 
Our English utility subsidiary, SEEBOARD plc. began operating in a competitive market. with customers in ceflain areas 

now able to select their electric power supplier. 
SEEBOARO began a 30-year contract to operate. maintain and renew the power supply network for the London 

Underg:ound, the world's largest metro rail system. 
Increased our investment in Vale, a private Brazilian electric system, to $180 million. 

INDEPENDENT POWER PLANTS 

Began operating a 33fl-megawatt cogeneration power plant that provides electricity and steam to Phillips Petroleum's 
adjacent facility and sells electricity in the Texas competitive market. 
Began operating a 1W-megawatt cogeneration plant near Tampico, Mexico. in partnership with Alpek. S A  de C.V., 
a subsidiarj of AlFA. 
Began constructlng a !XO-megawatt merchant power plant in the Rio Grande Valley of Texas. 
Began cmstructing a 4N-megawatt combined-cy& gas-turbine power station in Wes: Sussex, England. in partnership 
'with Scodish Power pk.  

OTHER NONUTILITY SERVICES 
Our EnerShop subsidiary made progress offering its EnerACT energy-management services. which heic clients Setter 

unders:and and monitor energy costs at their facilities. 
Resiruciurec C3 Communications' !elecommunications business by selling lis retail !ele?rcne operatlots io a iormer 
;anrer ior 5% mllion. 

C3's Utili?/ Actcmation Division completer: 16 state-of-[he-art Meter Data Cmter to collect, validate and &live: ,nterJal 
rneter data :e xe.lhifd rii Califcrnia s direct-acciss matnel. 

i !  
: I  

! I  

: !  

. ,  
I 

' I  

I 
I 

; \  

i 

i 
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I am pleased to report that 1998 was a strong year for CSW, in terms of both short- 

term achievements and progress on our strategic goals. Our  financial results rebounded 

from those of 1997, and we achieved improvements in every key measure. We did so 

by focusing on what we do best-providing excellent customer service and operating 

eflicient, low-cost power systems. These strengths position us well for the future 

competitive electric marketplace and for our pending merger with American Electric 

Power Company. 

For 1998 we set four priorities: 

Improve our  financial performance significantly; 

Work to complete our merger with AEP; 
Continue adapting our utility business for the coming competitive marketplace; and 

Seek state and federal legislation to restructure electric utilities in a way that is 

fair to all parties. 

As the milestones on page 3 illustrate, we made excellent progress in all four areas. 

F ! h \ h t :  I ,4 L I' !, 1: I' I 1  I: \: ,\ s ( '  E 

CSW turned in significantly improved results in 1998. For the year, our consolidated 

earnings were $2.07 per share, compared to $0.72 in 1997, when we encountered 

several major regulatory costs. In January 1999 the board of directors declared a regular 

quarterly dividend of 43.5 cents a share. We expect to continue paying dividends at 

this level until the merger with AEP is completed, subject to quarterly board review 

of CSW's financial condition and operating performance. 

We are proud of the significant improvement over 1997. Summertime weather, 

which was hotter than we had experienced in the past several years, was an important 

factor. However, the results also reflect our dedication to containing costs and 

expanding services, the economic growth occurring in the areas we serve and the 

extraordinary commitment of our 1 1,000 employees. Despice the pressures of tighter 



$2.53 

t 2.m 

s 1.m 

and productiviry improvements. 

EARNINGS AND 
DIVIDENDS PER SHARE 

RETURN ON AVERAGE 
COMMON EQUITY 

h t  

14% 

94 95 96 91 98 9 4 9 5 9 6 9 7 %  

budgets, uncertainties about effects of the pending merger, floods and other weather 

emergencies, they met our high expectations in terms of reliability, quality and 

customer satisfaction. I am proud of them for all their fine work. 

(3 0 \I I' I t I I \ 0 I I I  t ,\I I I< c, I I< 

Our proposed merger with AEP continues to undergo state and federal regulatory 

review. As a result of the schedules set for formal hearings, we have revised the merger's 

expected completion dace to lace 1999. Merging the two companies to form a new 

AEP will create America's premier electric power company and will offer substantia 

benefits to our shareholders, customers and employees. 

In 1998 we received strong endorsements of the merger from the shareholders 

of both companies. We also received approval from the U.S. Nuclear Regulatory 

Commission and a conditional approval from the Arkansas Public Service Commission. 

We expect approvals during 1999 from the other states we serve. 

The Federal Energy Regulatory Commission has set hearings on the merger to begin 

in June 1999. We have filed our request for approval by the Securities and Exchange 

Commission and are preparing filings to be made soon at the Federal Communications 

Commission and the U.S. Department of Justice. 

Although we are confident we will eventually gain the approval of each regulatory 

body reviewing our merger, we are aware of how difficult it is-how uniquely 

difficult-for electric utilities to merge. We estimate it will take approximately two 

years altogether to receive all the required regulatory approvals. 

Unfornmately, this timetable is typical for large electric utility mergers and is far 

longer than for mergers of larger companies in other industries. 

If we are to have a competitive electric power industry, the regulatory process must 

be streamlined to allow utility companies to move much faster to capture efficiency 
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Around the world, organizations and governments now are testing and updating 

their data systems so that they will operate properly in the new century. Since 

1996, CSW has been working to ensure that all our computer systems will function 

accurately and withouc interruption before, during and after January 1, 2000. 

Our Year 2000 readiness is a top priority. More than 30 Readiness Teams are in 

various phases of the project and represent the equivalent of about 90 full-time 

employee positions working on the issue. 

We estimate that the total cost of chis work will approach $38 million. Through 

the end of 1998, we had spent approximately $10 million on the project. The 

corrective and certification measures are well under way for all our systems, and 

completion is expected by the end of the second quarter of 1999. 

Although we cannot guarantee that service interruptions will not occur, we are 

making every reasonable effort to provide a smooth transition into 2000 and beyond. 

P K E I ' . ~ R I S ~ ;  I ' O K  1 H E  F L ' l ' c ' R [ I  

The coming millennium holds great promise for our company and our industry. 

In particular, we are most opcimistic about our merger with XEl? While the merger 

is progressing, we are continuing to operate CSW to offer maximum value to our 

customers, shareholders and communities. Because our strategic plan is so similar 

to AEP's, we believe that our present efforts will contribute added value to the merger 

and be consistent with our obligations under the merger agreement. 

As a result of initiatives taken during the past few years, we now receive more 

than one-third of our revenues from operations other than our four regulated U.S. 
electric utilities. We are pleased by the performance of our electric utility interests in 

England and Brazil. Based on their results, we continue to seek additional investment 

opportunities in countries that have favorable growth rates and relatively stable 



Competition 
The race to compete 
in the electric power 
business already is 
under way, and CSW's 
path to success is 
through offering 
IowCost energy and 
excellent service. 

Attaclunent 1 
Page 330 of 357 

KPSC Case No. 99-1 49 
TC (1st Set) 

Order Datcd April 22,  I999 
Itein No. 2 

economies. At the same time, we are mindful of the economic volatility in South 

America and other regions of the world. 

Our principal nonutility activity-building and operating independent power 

plants-achieved a milestone year in 1998. We completed two large projects early in 

the year and began developing two major new projects. This progress strengthened 

our position in the highly competitive and growing independent power market. 

BENEFITS OF THE AEP-CSW MERGER 

The merger between Central and South West and American Electric Power will combine two of the 

country's largest and best electric power systems and will offer substantial benefits to their shareholders, 

customers and employees. 

The merger will yield an estimated $2 billion in savings over 10 years through the elimination of 

duplicate corporate and administrative programs and through greater efficiencies in operations 

and purchasing 

The new AEP will be the foremost electric utility in the U S in terms of generating capacity, 

total customers and amount of power sold in wholesale and retail markets 

It WII Serve nearly 9 million electric customers. 4.7 million in 11 U.S. states and more than 

4 million in other countries. 

Although !he new AEP will not be the largest utility in any state it serves, it will be competitive 

in all 11 

Both AEP and CSW are ranked today among the very best in customer service and operating 

efficiency the new AEP LVIII be able to capitalize cn these strengths to become Americas premier 

diversified ;ow-cost electnc utility 
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1998 REVENUES 
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To improve our understanding of competitive energy markets, we expanded our 

power trading operations, which currently are conducted by our four regulated 

utilities; we won major customers for energy services and consulting by our 

EnerShop subsidiary; and we gained full certification in the competitive California 

meter data market. 

Along with our expansions, we sold activities that did not capitalize on our principal 

strengths. Our SEEBOARD subsidiary sold its 41 retail appliance superstores, and 

our C3 Communications unit sold its retail telephone operation to concentrate on 

developing city-to-city fiber optic nenvorks. 

We believe all of these steps are on the right track for success in a more 

competitive business. 

I \ I )  L' z ;- !i \. I: I .  , .I' I< L '  <: ;- c I< I \ ( ,  

Restructuring the U.S. electric power industry to let customers choose their electric 

suppliers is an unpredictable process-some states are moving quickly, others are hardly 

moving at all, and the federal government is still considering legislation. 

The  State of Oklahoma has enacted a restructuring law, but most of its details are 

still to be worked out. The Texas Legislature is now considering legislation that would 

open the industry to new competition. The legislatures in Arkansas and Louisiana 

also are discussing the issue, but it is too early to know whether they will act on 

restructuring legislation in 1999. In dl four states, we are encouraging lawmakers 

to speed up the process and eliminate the uncertainty chat now surrounds electric 

restructuring in our region. 

Although timely action is important, revamping an industry as large and as crucial 

as electric power must be done with great care. We continue to remind policymakers 

that new rules for electric companies must not favor one customer over another; 

they must safeguard rhe reliabiliry and quality of electric service; and they must 

allow utilities to recover any srranded investments that were prudently incurred 

and approved by regulators. 



E . R .  Brooks 
Chairman and 
Chief Executive 
Officer 

9 

Several restructuring plans in other states have met these criteria. We are confident 

that they can be achieved in our four states as well. 

In the U.K., SEEBOARD is competing nationally for both electric and gas customers 

as a result of the phased opening of the retail marketplace that started in September 

1998. Deregulation of U.K. power suppliers has increased competition based on 

price and has led some customers to change suppliers. However, SEEBOARD is 

competing strongly on both price and service in its own area and in neighboring 

regions. In particular, it is adding many new dual-fuel customers, who buy both their 

electricity and natural gas from the company. 

L O O K l \ G  h W F t D  

1999 probably will be my last year as chairman and chief executive officer of CSW. 
I will retire from active management upon completion of the merger and then will 

join rhe board of directors of the new MI? The new company will be led by my friend 

and colleague, Dr. E. Linn Draper, Jr., who is currently chairman, president and chief 

executive officer of AEI? 

I have mixed feelings about stepping down at chis exciting time in the history of 

the company However, I am pleased that CSW will become part of the largest and 

best-positioned electric power company in the US.,  which will be very capable of 

competing successfully in the global power business. 

I am pleased, coo, that it will be in the hands of excellent managemenr and employ- 

ees, which is the strongest reason the new company will be successful in the future. 

+:d,-w+ 
E. R. Brooks 

Chairman and Chief Executive Officer 

Februarv 12, 1999 
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U.S. E l e c t r i c  U t i l i t i e s  

l+ocus on.. . 
Low Prices and Quality Service 

o u r  four electric utilities in the U.S. not only met their financial goals for 1998, but 

also overcame the elements. 

Weather extremes of floods, tornadoes, ice storms and one of the most intense heat 

waves in history besieged our service areas. Victoria, Texas, was hit by the worst flood 

ever recorded there when the Cuadalupe River rose 11 feet above flood stage. Abilene 

endured 37 days of temperatures over 100 degrees. Shreveporc suffered an ice storm 

on  Christmas Eve that plunged the ciry into a deep freeze for most of the following 

week. Because of their dedication, many of our employees were honored for helping 

their neighbors cope with the severe weather and for their community service. 

During June, many utilities across the country had to purchase electric power on  

the spot market a t  record high prices, while others were unable to meet the needs 

of their system and experienced blackouts. O u r  system was able to meet ou r  customers’ 

demands and to deliver the reliable service that customers have grown to expect. 

CSW also was able to sell power to other utilities that needed it. 

Partly because of the weather, our  U.S. utilities sold a record amount of electricity 

in 1938-up 5 percent from 1337-and produced a record $3.5 billion in revenues. 

I’ I: 1: I) H I Y < ,  I: I 1  !< c 0 \I I’ I: I’ ! ; I l  Y 

O u r  strategy for serving customers once they have the opportunity to choose their 

electric supplier is simple: offer them low prices and excellent service. In 1998, we 

continued work 011 these two goals. 

For the fifth consecutive year, we held operations and maintenance costs of our 

utiliry system essentially flat. If those costs had been increasing at the rate of inflation, 

we would have spent an additional $21 million in 1998 on  O&M. In September 

CSW was named the sixth-most-efficient electric uriliry in the country in a study 

conducted by Public Utilities Furrnighh. T h e  study \vas based on the top 100 utilities’ 

cost of fuel, O&M costs, capital and labor. 



e 
Environment 
CSW has had a 
long commitment 
to environmental 
stewardship. 
which underlies 
our many programs 
and awards to 
protect the land 
and living things. 
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We continued helping our communities maintain a healthy level of growth through 

our economic development programs. In 1998 our U.S. utilities played key roles in 

attracting 155 companies to build or expand facilities in our service areus, providing 

$561 million in investments and 10,950 new jobs. 
I 

\ ' I : J N  2 0 0 0  R i : . ~ u i s ~ s s  

Assuring that our data and information systems will operate properly into the new 

millennium is a top prioriry for us. It is one we have been working on since 1996. 

T h e  problem goes back to the early days of computers. To conserve costly memory, 

programs used only the last two digits for the year. As a result, the year ZOO0 might 

be interpreted by some older computer systems as 1900. 

At CSW, the span of these data systems is far-reaching. They include power plants, 

transmission, distribution and substations, management information systems for 

customer billing, payroll, inventory, maintenance, telecommunications. building 
environmental controls, metering devices-even some of our line trucks. We expect 

to complete the corrective and certification measures for all systems by the end of the 

second quarter of 1393. We also are completing contingency plans in case they are 

needed. We are making every reasonable effort to provide a smooth transition into 

2000 and beyond. 

t \ , ' 'i I 1  \ '/! I u I_ 4 j I' i i  0 i, K ,\ \I , 
In 1998 CSW joined Texas Governor George W. Bush's statewide clean-air 

campaign by voluntarily committing to further reduce emissions from our electric 

generating plants. We plan to lower nitrogen oxides emissions by 3,000 tons over 

two years. 

We also developed plans to file reports with the U.S. Environmentnl Protection 

Agency specifying the amount of certain chemicals released by our coal-fired power 

I 
I . 1. - - . ... -. , . _. - . . _  
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HIGHLIGHTS OF CSWS YEAR 2000 READINESS 

Power Plants 

We have found no Year 2000 defect so far 

that would have caused a power plant to 

stop operating. 

Half of our power plant controls use systems 

in which Year 2000 is not an issue. 

Transmission and Distribution 

Electric delivery equipment consists mainly of 

poles. wires. transformers switches and fuses 

In which Year Zoo0 is not an issue. 

Fewer than 15 percent of the control systems 

for operating our transmission and distribution 

equipment are microprocessor-based, and 

95 percent of these systems process Year Zoo0 
dates correctly The other 5 percent are being 

tested and corrected 

The standard residential meter IS not affec:ed, 

however abcui one in 10 of our industrial 

and large commercial meters uses microproces- 

sors so far, our testing has shown that 90 
percent of these meters process dates correctly 

Work is under way on those that potentially 

could fail 

Business Systems 

The areas requiring the most work are the 

computers that handle customer billing, 

accounting and other business systems. 

We are on track to resolve Year 2000 issues in 

these business systems by the summer of 1999. 

Suppliers 

We have contacted more than 6,000 suppliers 

to determine their readiness: 70 percent have 

resoonded. 

Contingency plans have been in place for years 

to deal with the effects of tornadoes, hurricanes, 

ice storms and outages: these plans are being 

updated to include Year 2000 issues. 

We are working with the North American 

Electric Reliability Council on readiness of the 

interconnected national electric delivery system 

We are working through our regional reliability 

councils with neighboring electric companies 

on Year Zoo0 readiness 
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REVENUES 
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plants. The EPA is requiring electric utilities to report these releases for the first time 

on July 1, 1999, under its Toxic Release Inventory initiative. 

The TRI regulacions currently require nearly 30,000 facilities nationwide to 

report their annual emissions of certain chemicals. TRI allows members of the public 

to access this information on the types and quantiries of listed chemicals that are 

released. TRI requires reports on the amounts of materials disposed of, transferred 

offsite, recovered and recycled, 

CSW has a long history of environmental stewardship and a commitment to 

help customers and shareholders understand environmental issues. To ensure that 

we minimize our effect on the environment, we spend more than $50 million a year 

on environmental compliance, control and stewardship activities throughout our  

system. We also continually audit our facilities to evaluate and improve their 

environmental performance. TRI will give us yet another tool to inform the public 

about our environmenral performance. 

R E N E W .i 8 I. E E S E R G Y 

We are committed to using renewable and other forms of energy that have a 

minimal effect on the environment. In 1998 our pioneering renewable energy project 

in the Davis Mountains of West Texas won the Texas Environmental Excellence Award 

from che Texas Natural Resource Conservation Commission. The 75-acre energy 

project includes twelve 550-kilowatt wind turbines, chree large solar arrays connected 

to our power grid producing 205 kilowatts, and five 2-kilowatt rooftop photovoltaic 

systems on commercial buildings and residences. 

In 1998 we announced plans to purchase an additional 75,000 kilowatts of 

renewable energy from a proposed wind generation facility in McCamey, Texas. 

The wind farm will contain 100 wind turbines, each generating 750 kilowatts. It 

is expected to begin operating in the summer of 1999. 
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In November, the Public Utility Commission ofTexas approved a contract for 

CSW to install 19 solar photovoltaic systems on  public schools in the service areas 

of our  three electric companies that operate in Texas. These solar installations are 

expected to be completed in the fall of 1999. T h e  project also will include an 

educational program about alternative energy sources. 

' l ' i < k . i t  L I S E  C ; S A  L r i i  r r i l i ,  

Another environmental program our electric utilities have supported is the protec- 

tion and improvement of trees in our communities. By properly pruning trees, planting 

appropriate new species and educating the public, we are working to both beauriFy 

our communities and reduce the interference of tree limbs with our power lines. 

In recognition of this work, TWO of our companies, Central Power and Light 
Company and Public Service Company of Oklahoma, were among the 38 utilities 

honored as 1399 Tree Line USA Utilities. T h e  National Arbor Day Foundation 

award recognizes the companies for their proper pruning techniques and urban 

forestry proB orams. 

CSW U.S.  ELECTRIC UTIL IT IES 

COMPANY Central Power and Light Company SoulhweSiern Electric Power Company 

HEADQUARTERS ___.- Co:pus Christi. Texas Shmveport. Louisiana 

642.000 419.000 CUSTOMERS _____- 

Public Service Company of Oklahoma 

Tulsa. Oklahoma Abilene. Texas 

486,KQ 188.W 

West Texas Utilities Company 
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C S W  has more electricity customers outside the United States-in England and 

Brazil-than we do at home. Notwithstanding the ongoing economic problems in 

many world regions, we remain optimistic about future growth opportunities abroad 

as other countries privatize their utility systems and as developing countries expand 

their economies faster than mature economies like that of the U.S. 

L \ I  I L l l  K l Y G I ) O \ l  

In 1998 the electricity market in the U.K. began a phased opening up  to competi- 

tion, allowing domestic and small business customers in selected areas to choose their 

electric suppliers. During 1999, cornpetition will be extended to the entire country. 

O u r  U.K. subsidiary, SEEBOARD, became one of the first regional electricity 

companies to compete in the open markerplace, with part of its service area being 

opened to competition in October. SEEBOARD is actively competing to retain its 

existing customers and win new customers in other regions. 

SEEBOARD is well positioned for the competitive marketplace. Like our U.S. 
utilities, it has been focusing for many years on lowering costs and providing excellent 

customer service. Since 199 1, typical SEEBOARD customers have seen their electric 

power costs drop by more than 30 percent in real terms, making SEEBOARD one 

of the lowest-cost utilities in England. Customers can save even more money by also 

buying their natural gas from Beacon Gas, a SEEBOARD partnership with BP Amoco. 

SEEBOARD’s customer service consistently has been rated among the best in 

the country and has been recognized by the government’s electric utiliry regulator 

as the best overall customer service. 

In 1998 SEEBOARD streamlined its business by selling irs 41 retail appliance 

superstores to the Dixons Stores Croup for about $30 million. We recognized that 

SEEBOARD’s retail business would not be able to compere successfully over the 

long term with the larger national chains. 

I 
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In a joint venture, SEEBOARD Powerlink won a 30-year contract worth about 

$1.6 billion to operace, maintain, finance and renew the high-voltage power distribu- 

tion network of the London Underground, the largest metro rail system in the world. 

SEEBOARD Powerlink will be responsible for distributing high-voltage electricity 

supplies to all 270 Underground stations and co some 250 miles of the rail system’s 

track. SEEBOARD’s partners in the Powerlink consortium are the international electri- 

cal engineering group ABB and the international cable and construction group BICC. 

SEEBOARD VALE 

Headquarters 
Crawley, West Sussex, U K 

S e rv i c e s 
Electricity distribution 
Electric power supply 
Natural gas supply by Beacon Gas, 
a joint venture with BP Amoco 
Contracting and consulting services 

Operations 
Southeast England, including much of 
Surrey and West Sussex, all of East Sussex 
and most of Kent: supply nationally 

Customers 
2 million electric customers: 
170.000 Beacon Gas customers 

Headquarters 
Sdo Paulo, Sdo Paulo. Brazil 

Services 
Electricity distribution 
Hydroelectric generation 
Electric power supply 
Equity in seven other Brazilian 
electric systems 

Operations 
Brazilian states of Sdo Paulo, Parana, 
Tocantins, Minas Gerais, Mato Grosso 
and Para 

Customers 
1.9 million electric customers 



International 
We are optimistic 
about international 
opportunities 
for future growth 
as other countries 
privatize their utility 
systems and seek 
new investment 
partners. 

S O U T H  A M E R I C A  

Our  investment in a major Brazilian utility group continues to show potential 

for considerable growth. Over the past several years, we have invested $180 million 

in Empresa de Eletricidade Vale Paranapanema S.A. (Vale), including $100 million 

of convertible securities during 1998. 

Vale is a private Brazilian electric distribution company with holdings in 

seven additional electric distribution systems. Operations are in the states of 

Sjlo Paulo, Parani, Tocancins, Minas Gerais, Mato Grosso and Pari, serving about 

1.9 million customers. 

Because of the devaluation of the Brazilian real and slowed investments in the 

country, we are monitoring events there closely. Nevertheless, we remain confident 

about the long-term potential of our Brazilian investment. With a population of 

160 million people, largely well-educated, Brazil is the growth engine for much 

of South America. Vale's increase in electric power demand-some 10 percent in 

1998-offers the opportunity for future growth. 

CSW also has a strategic investment in stock of a Chilean electric company. 

Chile has encountered economic and monetary problems since we began investing 

there. Despite pocencial volatility in the short cerm, we believe the prospects for 

our Chilean investment offer long-term value. 

y E . 4 K  ' 0 0 0  R E I D 1 U E h . Z  

Programs to ensure the proper operations of data and information systems after 

the turn of the millennium are being pursued at SEEBOARD and Vale. As with our 

Year 2000 readiness program in the U.S., we believe reasonable efforts and proper 

management attencion are being devoted to these programs to provide reliable operations. 

. - .. . . . - . . 
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CSW Energy and CSW International, our business units that develop, acquire, build 

and operate independent power plants in the U.S. and other countries, achieved a 

milestone year in 1998. Early in the year, we began operating two new generating 

facilities that we had built in Texas and Mexico. Later in the year, we announced plans 

for two more major power plants, one in Texas and one in England. 

O u r  growing and diverse portfolio of successful projeccs, tocaling 1,762 megawatts 

of capacity now in operation, has improved our position in the worldwide IPP industry. 

In addition, the intrinsic value of our IPP business has grown well beyond our initial 

equity investments. 

hI'\X P R O I t C I \  

O u r  new Frontera project, currently under construction in Texas, will be a 

500-megawatt natural-gas-fired, combined-cycle facility near the city of Mission in 

Hidalgo County. It is expected to cost about $200 million and to begin generating 

power in mid-1999, with full operation expected by the end of the year. 

Frontera is our third Texas merchant plant-chat is, a generating station designed to 

sell its power on the open market. O u r  first two are the Sweeny Cogeneration Facility, 

which we began operating in early 1998, and Newgulf, which began service in 1997. 

We also began constructing a 400-megawatt combined-cycle gas-turbine station a t  

Shoreham Harbor in West Sussex, England. O u r  partner in the joint venture, named 

South Coast Power Limited, is Scottish Power plc. T h e  plant is expected to cost about 

$320 million and to begin operation by the winter of 2000. Its electricity will be sold 

in the U.K. power pool. 

\ I \\ \ 1 i': I 1  1 ' '  

In early 1998 we began operating two power plants we had constructed in 

Texas and in Mexico. 



Power Supplies 
Our growing and 
diverse portfolio 
of nonutility power 
plants gives us 
a strong position 
in the worldwide 
independent power 
plant industry. 

CSW ENERGY AND CSW INTERNATIONAL PROJECTS Total Capaclty and CSWs Ownershlp Interest 

Brush I I  
Brush, Colorado 

68 megawatts 

47% interest 

Fort Lupton 

Fort Lupton. Colorado 

272 megawatts 

50% interest 

Mulberry Cogeneration 

Bartow. Florida 

120 megawatts 

50% interest 

Orange Cogeneration 

Bartow, Florida 

103 megawatts 

50% interest 

Newgulf 

Near Boling, Texas 

85 megawatts 

100% interest 

Sweeny Cogeneration 

Old Ocean, Texas 

330 megawatts 

50% interest 

Medway Power Station 

Isle of Grain, Kent, U K 

675 megawatts 

37 5% interest 

Altamira 

Altamira. Tamaulipas, Mexico 

109 megawatts 

50% interest 

Fron tera 

Mission, Texas 

500 megawatts' 

South Coast Power Limited 

Shoreham Harbor, 

West Sussex, U.K. 

400 megawatts 

50% interest 

' 9  
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The Sweeny Cogeneration Faciliry in Old Ocean, Texas, is the first large power 

plant built to operate as a merchant plant in the Texas market. It provides steam and 

90 megawatts of electricity to Phillips Petroleum Company’s adjacent refining and 

perrochemicals complex. The balance of the plant‘s 330-megawatt capaciry is sold 

to electric ucilities and power marketers on a merchant basis. During 1998, we sold 

50 percenc of che equiry in che plant co an outside investor group, consistent with 

our plans when we starred building the Sweeny project. 

The  Altamira Project, located near Tampico, is the first major cogeneration project 

built under Mexico’s new legal framework. It also is che firsc project ro have long-rerm 

contractual commitments with Comisi6n Federal de Electricidad for the inrerconnec- 

cion, backup and transmission of energy and with Petroleos Mexicanos for natural 

gas to fuel the plant. Our  partner in the project is Alpek, S.A. de C.V., a subsidiary 

of the ALFA Group. We have contractual commitments for the steam produced by 
the plant and its 109 megawatts of electric power. 
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Expanding Our Customer Base 

21 

E N E u S H o r  * 
Our EnerShop subsidiary helps commercial and governmental customers manage 

and use energy more efficiently. By working with large customers of other utilities, 

we are building relationships that should pay dividends when the marketplace opens 

and we can compete for their electric power supply. 

In 1998 we emphasized our unique Energy Aggregation and Control Technology, 

or EnerACT, which is a state-of-the-art energy information and management service. 

IC helps clients track “real-time” energy usage and costs to make informed decisions 

about how to save energy costs. 

C i r \ - ~ o - C : r \  F I R ~ R  N i ‘ ~ w o u h \  

Our telecommunications subsidiary, C3 Communications, Inc., sold its interest in 

a local-exchange and long-distance telephone company to its former partner in the 

enterprise, ICG Communications. We received $56 million for the sale and retained 

ownership of all the partnerships cicy-to-city fiber network, which delivers optical 

nerworking to the telecommunications wholesale market. 

C3 intends to develop new fiber optic routes in Texas, Oklahoma, Louisiana 

and Arkansas. These services will offer synergies with our other nonutility energy 

and telecommunications services. 

.\I: i ‘ ~ i u . i T E L 7  . \ . [ E T E R  R E . i D I V i  

As the electric power industry is restructured, one of the services that is being 

opened to competition in some states is utility meter-reading and the management 

of metering data. C3 Communications is looking at the advantages of that 

competitive opportunity. 

In 1998 C3 was approved by California’s three major utiliry distribution companies 

as a qualified provider to manage meter data for the deregulated elecrriciry market. 



New Markets 
We are exploring 
products and 
services in energy 
efficiency, telecom- 
munications and 
electric vehicles 
to complement 
our electric 
power business. 

C3 Communications is able to read meters; validate, edit and estimate meter-reading 

data; and publish and archive meter data throughout the state. C3 is considering 

offering similar meter data services to ocher customers requiring detailed meter data. 

E L L  c r K i c  V i  t i l (  I I \ 

Because electric cars and trucks are more environmentally friendly than 

conventional vehicles with internal-combustion engines, we have worked to 

encourage EV-technology development. 

We were the first utility to take delivery of the Chevrolet S-IO Electric pickup 

truck. We also have worked closely with city governments and transportation 

authorities to help them acquire and use electric buses, electric baggage-handling 

equipment and other electric vehicle technologies. 

In 1998 our electric vehicle arm, CSW Total E T ,  began marketing electric 

bicycles and scooters manufactured by Currie Technologies and ZAP Power Systems. 
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1998 1997 1996 

In millions, except 

per sham amounts 

revenues U.S. Electric $3,488 $3,321 $3,248 
United Kingdom 1,769 1,870 1,848 
Other Diversified 225 77 59 

5,482 5,268 5,155 

e x p e n s e s  U.S. Electric Fuel and Purchased Power 1,301 1,266 1,228 
and United Klngdom Cost of Sales 1,204 1,291 1,331 

_ _ _ _ ~ ~  

other Operations and Maintenance 1,198 1,133 935 
Oepreciation and Amortization 521 497 464 

392 346 402 
4,616 4,533 4,360 

Taxes 

Operating Income 866 735 795 

Other Income (Expense) 42 32 (61 I 
(468) (438) (437) Interest and Other Charges 

Income from Continuing Operations 440 329 291 
______.___ 

Income from Discontinued Operations - - 12 
Gain on Sale of Discontinued Operations - - 120 

Extraordinary - Item - U.K. Windfall Profits Tax - (176) 2 
Income Before Extraordinary Item 440 329 429 

$ 440 $ 153 $ 429 Net Income for Common Stock - ~ _ _ _ _  

Average Common Shares 212.4 212.1 207.5 

Basic and Oiluted Earnings per Share $2.07 $0.72 $2.07 

Oividends Paid per Share of Common Stock 51.74 51.74 $1.74 

Th.3 condensed consalldated Mtements In thls summary annual report w r e  derived from the consalldated Rnancial 

staterneats that appear in CSW's 1998 Financial Report to shareholders. Copies of the consolidated Rnancial stale- 

men& and the report 01 Arthur Andemn U P  thereon may be obtained by calling Central and South West 

Corporation's Investor Services Department at 1-600-527-5797. 
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For the years  ended December  31, 1998 1997 1996 

In millions 

o p e r a t i n g  Net Income for Common Stock W $153 $429 
a c t i v i t i e s  Oepreciation and Amortization 552 529 521 

Other Adjustments to Net Income and 
Changes in Assets and liabilities (50) 44 (75) 

942 726 875 

-- 
i n v e s t i n g  Construction Expenditures (492) (507) (521) 

- (1,394) a c t i v i t i e s  Acquisition Expenditures - 
CSW EnergylCSW International Projects (184) (382) (124) 
Cash Proceeds from Sale of Investments 56 - 690 

63 
(635) (904) (1,286) 

Other (15) (15) 

_____ 

___ - .- 

f i n a n c i n g  Common Stock Sold 11 20 471 
a c t i v i t i e s  Trust Preferred Securities Sold 

Change in Oebt and Preferred Stock 
- 323 - 

142 44 21 9 
Payment of Dividends (378) (383) (376) 

12251 4 320 

(5) (56) Effect of Exchange Rate Changes on Cash - 

254 401 
$157 575 $254 

Cash and Cash Equivalents - January 1 __ !L_.=.==.;__.-.= 
_ _ _ _ _  - --_ Cash and Cash Equivalents - December 31 

! 
The condensad consolidated statements in this summary annual report were derived h n  the consolidated Rnancial 

statemenls that appear in eSWs 1998 Financial Report to shareholders. Copia 01 the consolidated Rnancial state- 

ments and the report of Arthur Andersen UP thereon may be obtained by calling Central and South West 

Corporation’s Investor Services Department at 1-800-527-5797. I 



C o n d e n s e d  C o n s o l i d a t e d  B a l a n c e  S h e e t s  

C e n t r a l  a n d  S o u t h  West  C o r p o r a t i o n  

As of December 31, 1998 1997 

In millions 

a s s e t s  Electric $13,915 $13,596 
Other Diversified 333 250 
Accumulated Depreciation (5,652) (5,264) 

Fixed Assets 8,596 8,582 

Cumnt Assets 1,751 1,390 

Other 1,995 2,051 
Goodwill 1,402 1,428 

$13,144 $13,451 - 

- 
c a p i t a l i z a t i o n  Common Stock $ 3,624 $ 3,556 
and l i a b i l i t i e s  Preferred Stock 176 202 

Trust Preferred Securities 335 335 
Long-Term Debt 

Total Capitalization 7,920 7,991 
3,705 3,898 ____ 

Current Liabilities 2,877 2,514 
Deferred - Credits 2,941 2,946 

$13,744 $13,451 

The condensed consolidated statements In thk rununary annual report wen derived from the consolidated Rnancial 

statements that appear in CSWs 1998 Financial Raporl to rharnholden. Coples of the consolidated Rnancial state- 

ments and the nporl of Mhur Andersea UP therm may be obtained by calling Central and South West 

Corporation's Investor Smices Department at 1-WI-527.5797. 



* C o n d e n s e d  C o n s o l i d a t e d  S t a t e m e n t s  o f  S t o c k h o l d e r s '  E q u i t y  

C e n t r a l  a n d  S o u t h  W e s t  C o r p o r a t i o n  

26 

accumulated 
additional other 

stock capital earnlnp income(ioss) total 
common paid-in retained comprehensive 

In millions 

1996 Balance at January 1 $675 $ 610 $1,893 $(4) $3,174 
Sale of Common Stock 65 41 2 477 
Common Stock Dividends - (358) (358) 

- - 
- - 
- - - 3 3 

3,296 
Other - 

Comprehensive Income 
Net Income 
Total comprehensive Income 

- - 77 77 
- - 429 429 

506 - 

~ ____ 
1997 Balance at January 1 740 1,022 1,967 73 3,802 

Sale of Common Stock 3 17 20 
Common Stock Dividends - - (3691 .- (369) 

3,453 

- - 

Comprehensive Income 
Net Income 
Total Comprehensive Income 

- _-- 
I998 Balance at January 1 743 1,039 1,751 23 3,556 

Sale of Common Stock 1 10 11 
(370) 

2 
Common Stock Dividends (370) 
Other 

3,199 

- - 
- - - 
- - - 2 ___-- 

Comprehensive Income 
Net Income 
Total Comprehensive Income 

--- ___- 
1998 Balance at December 31 $744 $1,049 $1,823 $ 8  $3,624 

The condensed consolldated statements in  this summary annual report were derived from the consolidated financial 

statements that appear in CSW's 1998 Financial Report to shareholders. Copies 01 the consolidated financial state- 

ments and the report 01 Arthur Andersen U P  thereon may be obtained by calling Central and South West 

Corporation's Investor Services Department at 1-800-527-5747. 



R e p o r t  o f  I n d e p e n d e n t  P u b l i c  A c c o u n t a n t s  

Item NO. 2 

To t h e  S h a r e h o l d e r s  a n d  Board  o f  D i r e c t o r s  
o f  C e n t r a l  a n d  S o u t h  West Corpora t ion:  

We have audited, in accordance with generally accepted auditing standards, the consolidated balance sheets of Central and 
South West Corporation (a Delaware corporation) and subsidiary companies as of December 31. 1998 and 1997, and the related 
consolidated statements of income, stockholders' equity and cash flows for each of the three years in the period ended December 31. 
1998, appearing in the Central and South West Corporation 1998 Financial Report for the 1999 annual meeting of shareholders of 
the Corporation (not presented herein). Our report dated February 12. 1999, also appearing in the Central and South West 
Corporation 1998 Financial Report. contained an explanatory sentence calling attention to the fact that we did not audit the financial 
statements of CSW UK Finance Company (1998 and 1997 -which includes CSW Investments) and CSW Investments (1996) which 
statements reflect total assets and revenues of 22 percent and 32 percent in 1998.22 percent and 35 percent in 1997 and 23 
percent and 36 percent in 1996. respectively, of the consolidated totals. Those Statements were audited by other auditors whose 
reports have been furnished to us and our opinion. insofar as it relates to the amounts included for those entities. is based solely 
on the reports of the other auditors. 

In our opinion. based on our audits and the reports of other auditors, the information set forth in the accompanying condensed 
consolidated balance sheets as of December 31. 1998 and 1997, and the related condensed consolidated statements of income, 
stockholders' equity and cash flows for each of the three years in the period ended December 31, 1998. is fairly stated, in all 
material respects. in relation to the consolidated financial statements from which it has been derived. 

&&&&&I LL-? 
Arthur Andersen LLP 
Dallas, Texas 
February 12. 1999 

R e p o r t  o f  M a n a g e m e n t  

The condensed consolidated financial statements in this summary annual report were derived from the consolidated financial 
statements that appear in the Central and South West Corporation 1998 Financial Report for the 1999 annual meeting of shareholders 
Management is responsible for preparing the consolidared financial statements in accordance with generally accepted accounting 
principles appropriate ,n the circumstances and for maintaining the Corporations systems of internal accounting controls 

A description of :hese controls along with management's opinion about their overall effectiveness is contained within the Report 
of Management included in the Central and South West Corporation 1998 Financial Report for the 1999 annual meeting Of 

shareholders The consolidated financial statements were audited by the Corporation's independent public accountants. whose 
report on the condensed consolidated financial statements appears above 

E. R .  Brooks Lywence 8. C m o r s  
Chairman and Chief Executive Cfficer Contrcller e 
Genn D Rosiiier 
Executive Vice Presaent ?nc Chief Financ:al Officer 
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us. Utilities 
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1998 1997 1996 1995 1994 

electric Residential $1,305 $1,253 $1,243 $1,130 $1,156 
000 092 072 010 036 revenues Commercial 

industrial 777 013 701 702 733 
263 243 255 224 M4 Sales for Resale 
255 120 97 9 136 

$3,480 $3,321 $3,248 $2,803 $3,065- 
Other 

In millions 

kilowatt-hour Residential 19,757 17,995 17,003 16,072 16,360 
sales Commercial 15,554 14,546 14,256 13,755 13,463 

industrial 21,482 21,007 20,266 19,321 18,869 
Sales for Resale 0,297 7,024 0,420 0,460 7,133 
Other 1,904 1,705 1,592 1,510 1,501 

66,994 63,157 62,425 59,934 51,334 

In thousands 

____ 
average Residential 1,480 1,462 1,443 1,425 1,403 
number of Commercial 210 214 209 207 203 
customers Industrial 22 23 24 24 24 

Other 15 13 14 13 13 
1,735 1,712 1,690 1,669 1,643 

In thousands 

number of End of Period 1,752 1,724 1,704 1,603 1,661 
customers 

C c r r m  mnrrcrr Jircusrcd in chis rummiry rnnull rcparr arc ionvrrd-lwlung rrarcmcntr inrcnded ro qualih. for rhc caic harbor I'mm l i ibiliry ctubli,hcd by 
rhr Privire Sccuririe, Lirigirron Rciorm , k r  oi 1995. Thcse fonvard-lwking rrarcmrntr c i n  gcncrilly bc idcnrhcd as such bcclusc rhc conrcsr uirhc >rirc- 
mcnt ~ 1 1 1  i n~ luJc  words .uch as CSW .bclicvcr." 'mriaparcr' or "crpccrr." or words of r imi l i r  import. Simzlady. mrcmcnri rhrr dcscribc CSW'r h r c  

plan,. <obleLriLcs mJ pdr also arc fonuird-looking surcmcnrm. Such mrcmcnrs iddrcrr fururc C Y C ~ C P  and condmons c o n c c m q  i ~ p d  cxpcndirurcs. cam- 
me,. liclprion, ,ire 2nd ocher rcgulirory marrcn. IiquiJiy 2nd cipird rcrourccr. m d  icaunring matrcrs .Acrual rcsulrs In tach cast miy diffcr marcriilly 
iwm rhorc currend? inriciprrcd in such rrircmcnti. by rmon oihcrorr  such as clccrnc ut i l~w industry rcrrrucrurin%. including ongoing starc md i;derd 
Ikgi,lmvc i d  rcyul.~ory xrw i rm:  fururc cconomii condirionr: dcvclopnicnrs in :hc domoric ~ n d  inrcmitionri mirkcrs in whlch CSW And irs ,ub,idirner 
opcrirc: dim, o i r m C  rnd icdrr i l  rcv,ulaton, ~pprovds or proceeding, and urhcr a n d w o n r  prcccdenr 10 rhc propwed mcrgcr wirh AEP, which m i v  or may 
IIW bc &,fkd; r n J  urhcr circumrrznccr r t k r q  intrcipitcd bumerr xrw i rm.  mcnucs mJ cosrs. 

I 

I 
I 



C o m p a r a t i v e  S t a t i s t i c a l  and F i n a n c i a l  R e c o r d  
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US. Utilities 

For the Yearn Ended December 31, 
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1998 1997 1996 1995 1994 

r e s i d e n t i a l  Kilowatt-Hours per Customer 13,354 12,310 12,392 11,840 11,665 
sales a v e r a g e s  Revenue per Customer $882 $857 $861 $799 $024 

Revenue par Kilowatt-Hour 6.606 6.966 6.956 6.75C 7.06C 
-. .___ 

total e l e c t r i c  

revenue p e r  

k i l o w a t t - h o u r  5.21C 5.26C 5.206 4.81C 5.356 

s y s t e m  peak 

demand in megawatts 13,718 13,105 12,613 12,314 11,434 

-___- 
fuel data Average Btu per Net Kilowatt-Hour 10,514 10,405 10,440 10,299 10,344 

Cost per Million Btu $1.67 $1.83 $1.81 $1.58 $1.82 
Cost per Kilowatt-Hour 

Generated (mills) 17.53 19.02 18.86 16.30 18.80 

~ 

csw s y s t e m  Total Plant Cost $14,248 $13,846 $13,421 $13,778 $11,868 
in millions Annual Additions 595 675 583 1,933 616 

Accumulated Oepreciation 5,652 5,218 4,940 4,761 3,870 

c a p i t a l i z a t i o n  Common Stock $3,624 $3,556 $3,802 $3,178 $3,052 
in millions Preferred Stock 176 202 325 326 327 

Trust Preferred Securities 335 335 - - - 
Long-Term Oebt 3,785 3,898 4,024 3,914 2,940 

The condensed consolidated flnanclal statements in this summary annual report were derived from the 
consolidated flnancial statements that appear in CSWs 1998 Financial Report to shareholders. Copies of 
the consolidated financial statements and the report of Arthur Andenen UP thereon may be obtained bg 
calling Central and South West Corporation's Investor Services Department at 1-800-527-5797. 
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COMMON STOCK LISTING 
Central and South West Corporation's common stock is traded under the ticker symbol CSR and is listed on the New York and the 
Chicago stock exchanges. YOU can obtain stock quotations from the New York Stock Exchange report in most daily newspapers. 

COMMON STOCK DIVIDENDS 
Dividends of 43 5 cents a share were paid in each quarter of 1998 All dividends paid by the Corporation represent taxable income 
to shareholders for federal income tax purposes 

In January 1999 the Caporahon's board of directors maintained the quarterly divrdend rate of 43 5 cents a share Traditionally, 
the board of directors has declared dividends to be payable on the last business day of February, May, August and November 
Future cash dividends will be dependent upon decisions of the board of directors based upon the Corporation's earnings, financial 
condition and other factors 

LOST DIVIDEND CHECK OR STOCK CERTIFICATE 
If you do not receive your dividend check or stock certificate. or if either is lost, destroyed or stolen, please contact our Investor 
Services Department immediately 

STOCK TRANSFER 
Central and South West Services, Inc . is the transfer agent and registrar for Central and South West Corporation's common 
stock and for the preferred stocks of the Corporation's subsidiaries 

To transfer your stock to another name, write the new name, address and tax identification number on the back of the 
certificate and sign your name exactly as it appears on the front Then have your signature Medallion-guaranteed by a commercial 
bank or stockbroker Signatures cannot be Medallion-guaranteed by a notary public 

Your stock certificate should be sent to our Investor Services Department by registered or certified mail If you have questions 
about transferrrng your shares, you can contact our Investor Services Department 

TAXPAYER IO NUMBER 
Federal law requires each shareholder to provide a taxpayer identification number for all shareholder accounts For individual 
shareholders, your IO number is your Social Security number 

in your name If you do not provide the IO number, the Corporation is required to withhold 31 percent federal income tax from 
your dividends 

If your stock is registered in a joint account, it is important to tell us the taxpayer ID number of the primary owner you 
designate If you are custodian for a minor or act as a trustee on an account please provide the :eneficial owners tax 
identification number This will ensure that your dividends are reported under the correct name address and taxpayer 10 number 

If you have not yet given us your taxpayer ID number, please contact our Investor Services Deparrment to request a W-9 form 
Complete sign and return the form as swn as possible 

You must provide your IO number when opening a new account in our stock even if you already own stock in existing accounts 

DUPLICATE ANNUAL REPORT MAILINGS 
We are required to mail an annual report to all of our shareholders You will receive duplicate mailings from us if there are two 
or more shareholders at the same address or if your shares are registered in different but similar names 

DIRECT DEPOSIT OF DIVIDENDS 
We are pleased to offer direct deposit of dividend payments to your checking, savings or credit unicn xcounl at any financial 
institution that accepts direct electronic deposits Direct deposit eliminates the possibility of you check being ost or stolen and 
the funds are credited to your account on the dividend payment date If you would like an enrollment card please contact our 
Investor Services Department 

I 

3' i 



Attachment 1 
Page 355 of 357 

KPSC Case No. 99-149 
TC ( I  st Set) 

Order Daled April 22, I999 
Item No. 2 

PROXY AND DIVIDEND MAILINGS 
Duplicate mailings of proxies and dividend checks cannot be eliminated unless the registration is the same name 
for all of your accounts. 

If your account registrations are identical, notify our Investor Services Department that you want to combine 
your accounts. 

If your account registrations are different and you want to combine your accounts, all certificates must be issued in 
the one registration you prefer. To have your certificates reissued, please follow the instructions under Stock Transfer. 

1999 ANNUAL MEETING 
The 1999 annual meeting of shareholders is scheduled for April 22 It will be held at the Fairmont Hotel, 1717 North Akard 
Street, Dallas, Texas 75201 The meeting will begin at 10 30 a m Central time 

jZ 

If you will not be attending the meeting, please vote your shares in any one of the following ways 

Vote by mail. Complete, sign and mail your proxy card as soon as possible. 
Vote by Mephone. Call 1-800-575-6656 toll-free 24 hours a day, seven days a week from anywhere 

Vote over the Internet Access the voting site at hlipsJlproxy.shareholder.comlcsr 24 hours a day, seven days a week. 
in the US.  or Canada. 

If you vote by telephone or the Internet, please have your proxy card available. You will be asked to provide your control 
number, which is printed on the face of the proxy card. Voting by telephone or the Internet authorizes the named prcxies 
in the same manner as if you marked, signed and returned your proxy card If you vote by telephone or the Internet, 
please do not mail your proxy card. 

ADDITIONAL INFORMATION 
We will be pleased to send you additional copies of this Summary Annual Report Also available are the 1998 Financial 
Report that accompanies the Proxy Statement for the 1999 Annual Meeting of Shareholders. CSWs 1998 Annual Report 
on Form IO-K, a preliminary quarterly financial report, a Five-Year Financial and Statistical Review of the Central and South 
West System and our latest Environmental Report of the Central and South West System 

The Corporation is subject to the informational and reporting requirements of the Securities Exchange Act of 1934 
and files reports and other information statements with the Secunties and Exchange Commission These reports may 
be inspected at the SEC's offices and on its Internet site as well as at the New York and Chicago stock exchanges 

We will provide copies of these reports without charge to any Central and South West shareholder If you would like 
to receive a report please coniact our Investor Services Department 

INVESTOR SERVICES 
Our Investor Services staff is available Monday through Friday from 9 a m to 4 p m Central time to answer your 
quesrions C)ur address and telephone number are 

Central and South West Corporation 
Investor Services Department 
P 0 Box660164 
Dallas Texas 752664164 

E-mail invesmcsw com 
1833-527 5797 

INVESTOR RELATIONS 
Security analysts should contact 

Becky Hall 
Director of 1nves:or Relations 
imtrai  ma S C L : ~  'Nest Corporation 
21J-;77-;277 

If you would 'ike io be aoded to our mailing liSi io receive jur news releases and other dcrrnation, 
olease mntac: 3ur investor Services Decanment. 
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The Central and South West Corporation (Corporation) Powershare Dividend Reinvestment andstock Purchase Plan (Plan) 
provides a convenient and inexpensive way to reinvest dividends and purchase shares of the Corporation’s common stock, 
$3.50 par value per share (Common Stock). 

Nonshareholders of legal age who are redents of the 50 states of the United States or the District of Columbia may enroll 
in the Plan by making an initial cash investment of $250. Employees and eligible retirees of the Corporation and its subsidiaries 
my elect to purchase Common Stock through automatic payroll or pensim deductions, with a minimum of $10 per pay period. 

Easy Enrollment. 
$25 Minimum Additional Investments. ARer an initial investment of $250 has been made, a minimum additional 
investment of $25 or optional cash purchases of up to $1oO,ooO per calendar year can be made in CSW 
Common Stock. 
Dividend Reinvestment and Payment Options. Participants may elect to have cash dividends on all or any portion 
of their shares of Common Stock automatically reinvested in CSW Common Stock. Cash dividend payments not 
reinvested will be paid to participants by check or through electronic direct deposit. 
Safekeeping Service for CSW Common Stock Certificates. PowerShare participants may deposit certificates for 
CSW Common Stock with CSWs Investor Services Department for safekeeping, and the shares will be credited 
to those participants’ PowerShare accounts. 
Weekly Purchases of Shares. 

The more information you have, the better your ability to make sound investment decisions. The CSW PowerShare 
Prospectus provides more details about the Plan and abu t  Central and South West Corporation. We encourage you 
t0 read this information before deciding whether to enroll in the Plan or to send any money. 

If you have any questions, please call CSWs Investor Services Department toll-free at 1-800-527-5797 weekdays 
between 9 a.m. and 4 p.m. Central time. 

01999 Central and South Wesi Cormraton. All nghU reserved. 
i S W  %tal W IS a trademark of Central and b t h  ,VSI cawration. 
ErerShap’ and P ~ r S h m -  are w n c e  marks 01 Qntral and South West Carmmbon. 
ErerACP ;sa sewice mark of EnerShop Iw.. a suMdiay of Central and South West COrwam 
h e r o n  Electnc PM? IS a regatered traoemark of Amencan Elevlc P w r  Company. IIK. 

%sign: WaIsh ~ssalates 
phota3rapny: Phllltp Radclitfe 
lllusuationr: Bepce Gldcobk 
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CENTRAL AND Soum WEST CORPORATION 
1616 Wccdall Rcdgen Freeway 
P. 0. Box 660164 
Dallas, Texas 75266-0164 
Visit us on the Internet at http://csw.com 

http://csw.com

