The Cleveland Electric
[lluminating Company

1985 ANNUAL REPORT

Q i

. A'A A &

~
' ? r‘ -~ T 1
, ‘\\
A 4‘\ 4 ___‘,. \
B8R4 atocK 8888821:
1




CONTENTS

1985 Highlights, Financial Highlights,
Earnings and Dividends and
Quarterly Stock Prices _

Letter to Share Owners

The Centerior Commitment

Commitment to Customers 6

Commitment to Share Owners ____

Commitment to Community __

Management’s Discussion and
Analysis of Financ.al Condition
and Results of Operations ___ _17

Management’s Statement of
Responsibility for Financial

= b -

Statements

Report of Independent Accountants

Financial Statements and Notes _

Combined Pro Forma Summary
Financaial Information

Financial and Statistical Review
1975-1985 _

Inflation Accounting
Board of Directors __________
Principal Officers and Executives ___
Commuitr es of the Board

of Directors
General Intormation

Service Area Map __

20




108 ® On June 25, the Company and The ® Perry Unit 1 and common facilities

Toledo Edison Company announced plans construction and testing were essentially
to affiliate under a newly formed 1! ling completed in 1985. The unit is expected to
company, Centerior Energy Corporation begin providing electric service to our
Share owners of both companies over- customers later in 1986
whelmingly approved this Pl‘:" at special e A record $83 million was raised through
meetings held on November 26 the Dividend Reinvestment and Stock
® Common Stock quarterly dividend Purchase Plan, including over $14 million
per share was increased 3¢ effective on from nearly 6400 IRA investors. Total
November 15. Total payment of $2.55 per Plan participation reached 73,260, or 53%,
share represents a 49% increase over 1964 of Company share owners
® Earnings increased 84% in 1985, reaching e A $195 million (1.6%) retail electric rate
$269 million. Howeve earnings per share increase became effective in March 1985;
for the year were $3.53, down slightly an application for a $210 million (16.8%)
from 1964’ record high electric rate increase was filed in July.
Percent
1985 1984 Change
FINANCIA Earnings Per Share of CommonStock 3.53 § 3.64 (3.0)
HIGHL i Dividends Paid Per Share of Common Stock _______ $ 255 § 2.43 49
Book Value Per Share of Common Stock—Year End __  $ 2246 $ 21.51 44
Common Stock Share Owners—YearEnd__ 131,684 131,998 (0.2)
Common Stock Shares Outstanding —Year End 78,522,668 74.040,175 6.1
Operating Revenues (000) $1,.253.990 $1,215,353 3.2
Operating Expenses (000) $ 994841 § 953,242 44
Net Income(00y ___~~__ § 310703 § 291.632 6.5
Earnings Available for Common Stock (000) _____ $ 269236 $ 24827 8.4
Return on Average Common Equity 16.0% 16.3% (4.8)
Kilowatthour Sales (Millions of Kilowatthours)
Residential BT mal T ) 4.408 4.446 (0.9)
Commercial Pl LI L o Comnd]) o) E: o 4,516 4.397 2.7
Industrial =T R e ek 7,981 7,997 (0.2)
Orther ) : B e B = S L= _F 7»”4 r 7-1-‘:.: (4.4)
Total __ f= e g et r 17,319 17,273 03
Employees — Year End o I 6,484 5,830 11.2
Quarterly Earnings and Dividends Per Share of Common Stock Quarterly High and Low

Prices of Common Stock
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The affiliation is our management’s care-
fully considered response to a dilemma
facing many electric utilities nationwide.
We must continue to ensure reliable electric
service at an affordable price in the face
of increased costs, uncertain regulation
and unpredictable environmental
demands. We believe that pooling our
human expertise and physical resources
with those of Toledo Edison will allow
greater efficiencies and significant cost
savings impossible for cilg:lr company to
achieve alone. In documents filed with
the SEC in November, we estimated that
the attiliation would save the equivalent
of $90 million a year over the next

15 years.

The affiliation was the big news of
1985, but it should not overshadow two
other achievements.

One 1s the completion of Unit 1 of the
Perry Nuclear Power Plant. Construction
on this 1,205 megawatt unit consistently
has been a success story in today’s
troubled nuclear energy industry. We give
equal credit to our fine nuclear manage-
ment team, the employees assigned to the
Perry Project and all other Company
people whose extra effort allowed us to
concentrate so many resources on Perry.
Company employees also deserve the
credit for another major success of 1985.
Thanks to them, our customers and our
community believe in us. Among those
customers are more than 60,000 Company
share owners. Employee responsiveness
to customer needs has improved the
quality of our service. As one indicator,
the Companzl in 1985 again had the
lowest rate of customer complaints before
The Public Utilities Commission of Ohio
of any major electric utility in the state.
Increased employee involvement with
community organizations is proving to
Northeast Ohioans that their electric
company is more than an energy supplier.
We're also a neighbor and a triend.

These highlights and others of 1985 are
discussed in more depth on the pages
that follow. We believe this Annual Report
reflects the prudence, flexibility and
innovative thinking that have been the
trademark of your Company’s manage-
ment team. You may be sure of that same
quality of management when you
become owners of Centerior Energy.

The llluminating Company has recorded
many successes in its 105 year history.
We attribute those successes to our
unswerving commitment to excellence
in dealing with our customers, our share
owners and our community. You have
our assurance that those traditions will
be the cornerstone of Centerior Energy
Corporation.

Sincerely,

1

Robert M. Ginn

Charrman
Richard A. Miller
President

> ’
¢
Wik e " WS

Harold L. Williams

Executive Vice President

February 20, 1986
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THE CENTERIOR COMMITMENT

A momentous announcement

On June 25, 1985, our Company and

The Toledo Edison Company announced

plans to affiliate under a holding com-
pany. It was named Centerior Energy
Corporation later in the year. Centerior
Energy’s projected assets of more than $9
billion will place this corporation among
the top 20 electric utilities in the nation.

The affiliation symbolizes our commit-
ments to customers, to share owners and
to the communities we serve. A two-
company pooling of facilities and
resources will hcfp assure our customers
of continued service reliability with costs

kept lower over the long term than would

be possible without the affiliation. A
reliable, financially strong utility organi-
zation will help Northern Ohio achieve
business and industnal growth. Share
owners will benetit from the ultimately
stronger position of an affiliated ente: -
prise serving a larger and more diverse
geographic area.

Common stock share owners of our
Company and Toledo Edison expressed
their overwhelming support at special
meetings in November when they voted
their shares more than 19 to one in favor
of affiliation. Once it becomes effective,

the Company’s share owners are to
receive 1.11 Centerior Energy common
shares in exchange for each Company
common share.

Representatives from our Company and
Toledo Edison have worked to obtain
regulatory approvals of the affiliation. At
this writing, only one step remains —
approval from the Securities and Exchange
Commission. An affiliation between
electric utilities re uires a positive finding
by the SEC that it is in the public interest.
We are confident our affiliation meets
that criterion.

Structure is defined

Centerior Energy Corporation, through
its service company, will provide overall
management from headquarters in the
Greater Cleveland area. Our Company
and Toledo Edison will be wholly-owned
subsidiaries of Centerior Energy. They
will function as separate operating com -
panies. Each will have its own electric
rates. Each will retain responsibility for
most operations, customer services

and marketing,

The Centerior Energy organization will
enable customers and share owners to

enjoy all the benetits to be gained from a



larger entity. Our Company and Toled
Edison will continue to serve their
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COMMITMENT TO CUSTOMERS

i
LA it

We promise our customers reliable
electric service. Helping us keep that
promise is Unit 1 of the Perry Nuclear
Power Plant—the largest construction
project in Companyrﬁst()ry. Construction
is essentially complete on the 1,205
megawatt unit. At presstime for this
Report, we were awaiting permission to
load fuel. The equipment testing and
Nuclear Regulatory Commission staff
review necessary before fuel can be loaded
were nearing completion. Perry Unit 1
soon will help serve sorne seven million
people.

Those people are our customers and
those of Perry’s co-owners, the four other
utilities in the Central Area Power Co-
ordination Group. Our Company is the
plant’s builder and operator and owns a
31 percent, or 375 megawatt, share of
the output.

Throughout 1985, Perry Unit 1 continued
to pass all required tests and inspections.
On January 31, 1986, the unit passed

one unexpected test. On that date, North-
east Ohio was shaken by an unusually
strong earthquake for this area, but one
well within the capabilities of the Perry
Plant. The plant suffered no significant
damage. Readings from seismic instru-
ments in the plant will afford our industry
the unique opportunity to confirm
earthquake design criteria for nuclear

power plants.

The construction of Perry Unit 1 has been
one of the success stories of the nation’s
nuclear energy industry. Our construction
has consistently received good marks from
the NRC. Our quality assurance program
is ore of the best in the nation. We have
not been subject to any regulatory fines,
massive re-inspectioti of equipment or

project-wide shutdowns. Perry reflects
the skill and dedication of many hundreds
ot Company people and thousands of
engineers and crafts workers.

We are confident that expenditures at
Perry have been prudent in light of the
inflation, high interest rates and regulatory
changes that have prevailed since we
began construction. A study of Perry costs
by The Public Utilities Commission of
Ohio is scheduled to be completed in
mid-1986.

Our generating capacity will be increased
later by Beaver Valley Unit 2. We own a
25 percent, 204 megawatt share of that
unit which is being built in Pennsylvania
by the Duquesne Light Company. One
of our key construction executives from
the Perry Plant now is on loan to this
project. Beaver Valley Unit 2 is about 91
percent complete. The unit is scheduled
tor completion around the end of 1987

The CAPCO companies continue to
defer a decision on the second unit of the
Perry Plant on which construction has
been suspended. We are keeping open
this option for serving tuture energy
needs. The 1,205 megawatt unit is 58
percent complte, inc?uding its share of
tacilities in common with Perry Unit 1.
(See Note M of “Notes to Consolidated
Financial Statements” for a discussion of
Perry Unit 2.)

reinforced

As one of the main benefits of our
affiliation with Toledo Edison, we expect
to pool our generating capacity, thus
delaying the need for new generating
units beyond our current construction
program. Also helping to delay future
construction requirements are out power
supply employees who continue a com-
prehensive tesiing and maintenance
effort to keep existing generating units in
good operating condition. We spent $16
million on this effort in 1985. It is no
small task. Nearly 30 percent of our
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The NRC cited Toledo Edison, the plant’s
builder and operator, for inattention to
detail in the maintenance of plant equip
ment and levied a $900,000 tine against
Toledo Edison —a fine which our

Company shares as 51 percent owner
ot Davis-Besse.

Just prior to the plant shutdown, Toledo
Edison had retained one of the country’s
leading nuclear experts, who has developed
a comprehensive improvement program.
Toledo Edison expects that the 866
megawatt plant should be returned to
service late in April 1986, at the earliest.
We are confident that Toledo Edison’s
present course of action will help ensure
tuture good performance from Davis-Besse.

The PUCO has authorized a consultant
to determine whether the June 9 incident
at Davis-Besse resulted from imprudent
management. The consultant also will
help the PUCO determine whether
replacement power costs can be recovered
from customers of our Company and

Toledo Edison.

Service reliability improved

We continue seeing positive results from
the preventive maintenance, tree-trimming
and upgrading projects carried out by our
distribution services employees. Customers
experienced fewer service interruptions

in 1985 than in previous years with
similar weather conditions.

The Company invested $50 million in
1985 to upgrade and expand vansmission
and distribution facilities. This will help
ensure continued reliability.

Our service crews achieved distinction
bevond the boundaries of Northeast Ohio
in 1985. Some 150 line mechanics went
on repair missions to Michigan and to
the East Coast to help restore electric
service tollowing severe storms. Com
bined, these efforts represented 22.000
working hours by Company employees

©o

These people earned high praise for their
%()()d work and gained valuable experience
(

M USE 1N our own Service area.

“How thankful we are to have had one
of your crews working on our street
wrote one Long |slan§ couple. “They
were wonderful. You can be very proud”

[odav's workforce

Today’s employees are we'l-trained and
highly skilled. They also demonstrate a
continuing commitment to self-improve-
ment. Some 325 of our people attended
college under the Company’s Tuition
Refund and Loan Program during 1985
to study toward degrees in job-relatec
subjects. More than 1,000 employees
attended Company training and develop-
ment programs geared to specific job
needs. Another 1,000 participated in
special Perry Plant trammg. Under
Company auspices, accredited degree
programs in nuclear energy disciplines
have been established at or near Com-
pany facilities.

More than 500 employees took computer
training courses in 1985 to keep pace
with the increased computerization of
Company activities, We recently opened
a new, $2 million computer center that
provides more efficient data processing
tor customer services, construction
activities, the Perry Plant and many
other functions.

Employee cost-cutting etforts in 1985
vielded impressive results. Through the
Operations Improvement Program, more
than 2,000 employees suggestcd improve-
ments in Company operations that represent
about $6 million in annual savings. That
program has been in place for 31 years.

In that time, employees have prc duced
total savings of over $60 miliion.




COMMITMENT TO SHARE OWNERS
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS
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MANAGEMENT'S STATEMENT OF
RESPONSIBILITY FOR FINANCIAL STATEMENTS
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REPORT OF INDEPENDENT ACCOUNTANTS
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To the Board of Directors and Share Owners of
The Cieveland Electric llluminating Company
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Tired of Pa-ing
High Income Taxes?

Looking for a
More Energetic Investment?

Plug into a Company IRA

You May Also Participate in
The Dividend Reinvestment Plan
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OPERATING REVENUES

OPERATING EXPENSES

NET OPERATING INCOME

NONOPERATING INCOME

INCOME BEFORE INTEREST CHARGES

INTEREST CHARGES

NET INCOME

EARNINGS AVAILABLE FOR COMMON ¢
EARNINGS PER COMMON SHARE
DIVIDENDS DECLARED PER COMMON SHARE

RETAINED EARNINGS STATEMENT
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CAPITALIZATION AT DECEMBER 31

The Cleveland Electric luminating Company and Subsidiaries

1985 _1984 = 1985 1984
{Thousands of Dollars) c%ec{a%?z‘gtgn )
LONG-TERM DEBT(a)
First mortgage bonds — maturnng through 2020 at rates of 3% to 16%%
(Less $30,000.000 in 1985 and $43.291 000 in 1984 classified as current) _ &' 8650 $1.609,800
Collateral pledge notes(b) 47.120
Term bank loans — maturing 1986-1993 at variable rates that averaged 9.59%
in 1685 and 11 49% in 1984 (LLess $10,000 000 in 1985 classified
as current) 65,00 175,000
Poliution control notes — maturing through 2012 at rates of 5 6% to
6.7% (Less $410,000 in 1985 and 1984 classified as current) 5.6 57.020
Other — net 3,08 (5.292)
Total Long-term Debt )3, 564 1.883.648 48
SERIAL PREFERRED AND PREFERENCE STOCK - cumulative without
par value, 4.000,000 and 3.000,000 authorized shares, respectively
Preferred Stock without mandatory redemption provisions
Annual 1985
Dividend Shares
Series Rate Outstanding
A $7 40 500.000 50.000
B $7 56 450,000 15.07 45,071
L (c) 500,000 189 48,950
4 144 021
Prelerred and Preference Stock with mandatory redemption provisions
(Less $7.751,000 in 1985 and $5,782 000 in 1984 classified as current)
Annual Mandatory Redemption Provisions(d)
Shares to be
1985 Redeemed
Annual Shares Shares at
Dividend Out- Beginning to be Holders
Series  Rate standing on Price  Redeemed Option
Preferred.
C $ 735 220,000 8-1-84 § 100 10.000 — 23.000
E $ 8800 42,000 6-1-81 $1.000 3.000 — 2 45,000
F $ 7500 50.000 11-1-85(e) $1.000 - 16,667 50.000
G §$ 8000 24,000 8-1-84(e) $1.000 - 8,000 : 32.000
H $ 14500 24 936 6-1-85 $1.000 1,782 — AR 26.718
| $ 14500 29 531 6-1-86 $1,000 1.969 — .53 31,500
J $ 11350 29000 6-1-87  $1.000 5,800 — } 29.000
K $ 11350 10.000 6-1-91 $1.000 10.000 — 10.000
M (] 500,000 11-1-91 $ 100 100.000 - ) =
247218
Preference
1 $ 7750 34 200 4-1-84(e) $1.000 — 11,400 | 45 600
Total Preferred and Preference Stock 56 688 436 839 ! 11
COMMON STOCK EQUITY
Common shares. without par value 105000000 authorized, 78 522 668 and
74 040,175 outstanding n 1985 and 1984 respectively ' ] 1,121,647
Retained earnings(g) ; 471163
Tatal Common Stock Equity 1592 810 _4
TOTAL CAPITALIZATION $3 913 297 100
P —————— —1 ——1

(a) Long-term debt matures during the next five years as follows $40 410,000 n 1986 (classifiea as a current liability on the consolidated Balance Sheet)
13.410.000 in 1987 $14 410.000 in 1988 $124 510.000 in 1989 ana $94 510 000 n 1990

(b) collateral pledge notes shown as outstanaing n 1984 were exchanged for first mortgage bonds in November 1985

(c) The dividend rate is adjustable based on the highest of certain factors but it cannot be more than 13% or less than 7% The average rate was 10 78%
n 1985 and 12 89% n 1984

(d) Amounts to be paid for preferred stock which must be redeemed during the next five years are $7 751 000 in 1986 (classified as a cutrent Lability on
the consolidated Balance Sheet) ang $13 551 000 in 1987 1988, 1989 and 1990 In agdition. the Company must offer to purchase preferred and
preference stock having a total redemption price up to $36 067 000 in both 1986 and 1987 $36,066,000 in 1988 and none \n 1989 ana 1990

(e) This is the date the Company must offer to redeem Any resulting redemption would occur four months later

(i The ’vaq&ale i§ adjustable based on the highest of certain factors but 1t cannot be more than 13 50% or less than 7 00% The average rate was
92 n

(@) As of December 31, 1985 and 1984 there was no restriction on the right of the Company to pay dividends in any amount up to all of the earnings retained
in the business

The accompanying notes are an integral par! of these hnancial statements
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CHANGES IN FINANCIAL. POSITION

The Cleveland Electric lluminating Company and Subsiciaries
For the Year Ended Decemoer 31,

- ENTRERRTRy—— _'l."lﬁ

1985 1984 1983
1 (Thousands of Dollars)
~ FINANCIAL RESOURCES PROVIDED (Restated) (Restated)
; Net income 3 310,703 $ 291632 $ 246.026
~ ltems not affecting working capital
= Depreciation and amartization 38,209 95 625 94 336
1 Deferred Federal income tax 68,218 73467 89 125
{ Allowance for equity funds used during construction 162 307) (130.421) (87.052)
f Other __13ac 783 620
| Total financial resources provided from operations 115 563 331086 343,055
‘ Sales of securities
r First mortgage bonds 38,95( 337 900 125,000
' Preterred stock 9, 00( — 48 950
| Common stock _94.40¢ 154 377 65 638
1 Total sales of securities 82,351 492277 239 588
~ Term bank loans and collateral pledge notes 31 72.750 37270
' Nuclear fuel lease obligations 19 704 44211 70,553
~ Pollution control funds expended 6 918 66.196 —
Reserve for Perry 2 AFUDC 17,96 — e
; Working capital decrease(a) ).807 — 59957
, Other 13,781 — 7.591
Total Financial Resources Provided § 920,18¢ $1.006.520 $ 758014
! = - —§ —————
~ FINANCIAL RESOURCES USED
. Additions to utility plant § 605 1 $ 582288  § 490705
' Allowance for equity funds used during construction 162,807 (130,421 (87,052)
142 798 451 867 403653
Retirement of debt and preferred stock 87 94 78,810 99 105
Dividends 234 789 208 686 183.130
I Pollution control construction tunds deposited 38 95 109,000 840
Deferred fuel costs 9.79C —
| Nuclear fuel leases 19,704 44 211 70 553
| Decrease in short-term debt and other borrowings — 40
~ Working capital increase(a) 84 560 -
: Other 6,501 19,596 693
T Total Financial Resources Used § 92018 $1.006 520 $§ 758014
i ——— —— ———1
~ SUMMARY OF CHANGES IN WORKING CAPITAL(a)
Cash and temporary cash investments : 809 $ BBOI8 $ (16.624)
Amounts due from customers and others net , 4 549 10,070
Fossil fuel inventory 0.73 19.163 (16.533)
Taxes applicable to succeeding years 1.794 12,754
Accounts payable and accrued payroll and vacations ! (23.965) (30.782)
Federal income and other taxes payable : (2.945) (17.157)
Other (2 054) (1,685)
Change in Working Capital $ 84560 $ (59957)

(a) Other than short-term borrowings. current portion of long-term debt and current portion of nuclear fuel lease obligations

The accompanying notes are an integral part of these hnancial statements
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE A — SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Our accounting records are maintained in conformity with
the Uniform System of A_counts as prescribed by the
Federal Energ! Regulatory Commission (FERC) and
agggtsd by The Public Utilities Commission of Ohio

( )

Consolidation
Qur financial statements include the accounts of wholly-

owned subsidiaries, which in the aggregate are
immaterial

Property and Plant

Electric and Steam Utility Plant is carried on the books at
original cost as defined by the FERC. The costs of main-
tenance and repairs are charged to Operating Expense
as incurred. The cost of replacing or improving property
is char to Property and Plant. The cost of property re-
tired, plus any remova! cost, less any salvage realized, is
charged to Accumulated Depreciation and Amortization

Depreciation

We report depreciation expense on our income statement
as a current cost of doing business to account for the
normal using up of our property. Depreciation is de-
ducted in equal amounts over the estimated useful life of
the property For example, if we estimate that an item will
be useful for 10 years, we charge one-tenth of ite cost to
depreciation expense each year. However, in the case of
the Davis-Besse Nuclear Power Station (Davis-Besse), we
utilize the units-of-production depreciation method which
bases depreciation on the ratio of the amount of electrical
energy it produces in the accounting period to its total
estimated energy production during its useful life We
intend to use the units-of-production depreciation method
on our investment in Perry 1

Terminated Projects

Costs associated with terminated nuclear generating units
are being amortized over a period approximating 15
years. which began in 1983. See Note E.

Allowance for Funds Used During Construction

The PUCO and the FERC allow us to include as part of
the total cost of constructing new assets the cost of
money paid on funds which are tied up in construction
projects. This is called Allowance for Funds Used During
Construction (AFUDC).

When a construction project is completed, or to the extent
the PUCO allows it in rate base after it is at least /5%
completed. the funds invested in it are no longer consid-
ered tied up in construction and we stop recording
AFUDC The cost of the project at that time, including
AFUDC, is treated as a new asset and 1s included in a
subsequent rate case to determine the rates we charge
our customers for service Because the resulting rates in-
clude a factor for all these costs, we are being allowed to
recover in cash all costs of the property including
AFUDC, over the useful life of the propei'y

The amount of AFUDC for an accounting period is deter-
mined by applying a rate of AFUDC to the funds tied up
in construction The annual AFUDC percentage rate is de-

termined by a farmula set by the FERC. The rate repre-
sents an average of the cost of money paid on funds tied
up in construction. The rate is compounded semiannually
The part of the rate which represents interest is reduced
to recognize that interest is tax deductible

The amount of AFUDC is reflected in two parts of our in-
come statement an addition to Nonoperating Income as
the Allowance for Equity Funds Used During Construction
and a reduction of Interest Charges as the Allowance for
Borrowed Funds Used During Construction On the bal-
ance sheet, the AFUDC becomes part of Construction
Work in Progress

The amount of AFUDC recorded in each accounting
period varies. The variation occurs because of (1) the
number of dollars spent on construction both during and
prior to the accounting period, (2) the length of the con-
struction period and (3) the rate used in computing
AFUDC. The rates were 10.73% in 1985, 10.66% in 1984
and 10.35% in 1983

Federal Income Tax

The depreciation expense we report on our income state-
ment is different from the depreciation expense we use 1o
calculate Federal income tax There are several reasons
for this difference First, AFUDC and certain overheads
are excluded from the cost of assets which we are
aliowed to depreciate for tax purposes However, these
costs are included in the cost of assets we depreciate on
our income statement (book depreciation). Second, the
portion of depreciation expense representing nuclear unit
decommissioning costs (see Note D) is not deductible for
tax purposes until cash payments are made. Third, the
period of time over which the Internal Revenue Service
(IRS) allows the cost of assets to be depreciated is short-
er than the period of time (useful life) we use Finally, the
IRS allows some of the depreciation we are entitled to in
future years to be used early. Beginning with property ad-
ditions made in October 1976, the tax reductions resulting
from these differences are not applied to reduce tax ex-
pense on the income statement in the pernods we obtain
them. They are deferred for allocation o income over the
useful life of property through an accounting procedure
called normalization. At December 31, 1985, the cumu-
lative net amount of income tax timing differences for
which deferred income taxes have not been provided
amounted to about $500.000,000

When we place new property in service during the year,
the IRS allows us a credit against taxes due for 10% of
the investment we have made in the new asset This is
called the investment tax credit We record Federal in-
come tax on our income statement as though it were not
reduced by this credit. We recognize the tax savings from
this credit over the life of the property invoived through
the normalization procedure

Our Fegeral income taxes are lowered because we .an
deduct our interest charges from income This reduction
of taxes is split between Net Operating Income and Total
Nonoperating Income. The tax reductions resulting from
interest actually paid on funds invested in property cur-
rently being constructed are recorded in Total Non-
operating Income The tax reductions of interest paid on
all other funds are recorded in Net Operating Income
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NOTE D — DEPRECIATION

We compute book depreciation on all of our utility piant,
with the exception of Davis-Besse, using the <traight-line
method of deducting from revenue the total cost of prop-
erty in equal installments each year over its estimated
useful life. The amount depreciated takes into account our
estimate of the money expected to be received when we
dispose of the property (salvage) and our estimate of the
cost of dismantling and removing it (removal cost).

When a nuclear plant is retired from service, we will have
additional costs called decommissioning costs. For Davis-
Besse, decommissioning is assumed to occur in 2011
when the radioactive components and structure are
expected to be sealed in a vault-like enclosure At a later
date, the entire faciity would be removed from the site
The depreciation for Davis-Besse which we currently
record on the books and recover in rates includes a fac-
tor for our share of these decommissioning costs The
factor used during the 1983 through 1985 period was au-
thorized by the PUCO in 1980 and is based on an esti-
mate of $27.000,000 representing decommissioning costs
expressed in 1980 dollars. The PUCO allows us to update
periodically the cost estimate and the depreciation factor
An adjustment to these items is under review in con-
nection with our current rate proceeding (see Note N)

At December 31, 1985, the reserve for Accumulated
Depreciation and Amortization includes $4,556,000 for
such decommissioning costs. There are no restrictions on
the use of amounts currently being recovered for decom-
missioning from customers through rates

Annual depreciation provisions as a percentage of the
depreciable cos! of plant are as follows

1985 1984 1983
Electric Plamt 33% 33% 34%
Sleam Piani Z6% Z26% Z2o%

NOTE E — TERMINATED PROJECTS

In January 1980, the Central Area Power Coordination
Group (CAPCO) companies terminated their plans to con-
struct four nuclear generating units which were in various
stages of construction start-up. Qur rate case orders pro-
vide specific revenue to recover these costs through the
method used to caiculate the allowed rate of return on
rate base and authorize us to amortize the unamortized
terminated unit costs Ohio law does not permit recovery
of these costs through rates as an operating expense
The unamortized costs of the terminated units are not in-
cludea in our rate base
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NOTE F — FIRST MORTGAGE BONDS AND OTHER
BORROWING ARRANGEMENTS

Condensed information on outstanding First Mortgage
Bonds is as follows:

At December 31

Year of Maturity Interast Rate 1985 _ 1984

(Thousanas of Dollas)
1985 275 % 3 $ 25000
‘985-A 1150 % — 18 291
1986 3375% 25.000 25.000
1986-A ana B 525 % 5,000 5.000
1989 300 % 20.000 20 000
1989-A 1525 % 40,000 40 000
1989-8 14 375% 50.000 50,000
1990 7 125% 60,000 60 000
1991 through 1995 1147 % (a) 240 774 238 705
1996 through 2000 1128 % (a) 23,020 12,675
2001 through 2005 1093 % (a) 169.020 93.675
2006 through 2010 923 % (a) 239 190 228 845
2011 through 2020 1068 % (a) 1.026 966 835.900
1 898 970 1,653,091
Less amounts classifiea as current 30.000 43 29
$1.868 97" $1.609 800
= = _—=

(a) Percentages are weighted average rates for the “eriod

The First Mortgage Bonds are issued under our Mortgage
which places a first lien on aimost all the property we own
and franchises we hold to secure the repayment of the
First Mortgage Bonds

The issuance of additional First Mortgage Bonds is limited
by two provisions of the Mortgage This amount fluctuates
depending upon the remaining amount of bondable prop-
erty and upon earnings and interest rates. In adaition,
disa'lowances or cancellations might affect this amount
Under the more restrictive of these provisions, we would
have been permitted at December 31, 1985 to issue
approximately $1,013,000,000 of aaditional First Mortgage
Bonds. If Perry 2 had been cancelled at the end of 1985,
this amount would have been about $251,000.000 less.

In November 1985, we arranged a bank revolving credit
agreement providing for borrowings of up to
$150.000,000 This agreement serves as a back-up
source of funds for our construction program. interest
rates on borrowings under the agreement will vary de-
pending upon the amount of the current borrowing, total
borrowings then outstanding and, at our ogtion, may be
based upon the prevailing prime rate or certain other in-
terest measurements. We must pay commitment fees of
approximately 0.3% on the average daily unused portion
of the credit agreement. At our option, all obligations out-
standing at March 31, 1988 may be converted into an
amortizable three-year term loan




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continues)

NOTE G — LEASES

We have existing agreements for the leasing of certain
vehicles, unit trains, other equipment, buildings and
nuclear fuel

During 1985, we implemented the provisions of State-
ments of Financial Accounting Standards (SFAS) No 13
and No. 71 which require that we account for certain
leased assets as though we owned them. Our nuclear fu-
el leasing arrangements resuited in an increase in the as-
sets and labilities reported on our balance sheet We re-
stated the balance sheet for prior periods to reflect this
adjustment. These adjustments had no effect on the re-
sults of operations

When the PUCO determines what rates are to be charged
to our customers, it treats the rents on leases as an oper-
ating expense Accordingly, we record those rents as an
operating expense on the income statement. All the rental
payments we make for nuclear fuel and unit trains are
recorded initially in balance sheet fuel accounts. As the
fuel is used, these costs are transferred to fuel expense
on the income statement We paid rent of $7,345,000 in
1985, $14,767,000 in 1984 and $12,388,000 in 1983 for
nuclear fuel and unit train leases. Lease payments under
all other leases were not material

Some of our leases have noncanceilable terms of more
than one year We have to make the following payments
under these leases after December 31, 1985

M Amount
(Thousands of Dollars)

1986 $ 3038
1987 2.564
1988 1.736
1989 1576
1990 1576
| ater Yoars e 3184
Total $ 13674
_

We did not include in the above table the payments we
must make under our nuclear fuel leasing arrangements
Since the payments are made when fuel is used, we do
not know the exact timing or total amount of the rental
payments. See “Nuclear Fuel” under Note M for a de-
scription of our nuciear fuel leases and commitments and
an estimate of lease payments over the next five years
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NOTE H — SERIAL PREFERRED AND PREFERENCE
STOCK WITH MANDATORY REDEMPTION
PROVISIONS

We have assured the owners of our Series F Preferred
Stock a minimum dividend return of 6.96% on their in-
vestment after ceducting any Federal income tax on the
dividends received on the stock. If certain income tax
laws are changed such that their after-tax return is lower,
we would have the option to do one of two things: buy
back the Series F at $1,000 per share plus accrued divi-
dends or exchange Series F for a new series of preferred
stock with a dividend rate high enough to provide a

6 96% after-tax return

We have the right to buy back and retire shares of Serial
Preferred and Preference Stock which have mandatory
redemption provisions. The redemption prices (plus divi-
dends accrued to the redemption dates) are as follows:

Price at
December 31 Eventual
Series 1985 Through Minimum
Preferred:
C $ 10300 7-31-88 $ 10000
E $1.088 00 5-31-86 $1.000 00
3 $1.01500 2-28-86 $1.00000
G $1.01778 11-30-86 $1.000 00
H (a) 5-31-91 31.000 00
I (b) 5-31-92 $1,000 00
J (c) 5-31-87 $1.000 00
M $ 109027 10-31-86 $ 10000
Preference.
1 $1.01292 7-31-86 $1.000 00

{a) Begnning Jure 1. 1990 at $1 068 68
(b) Beginning June 1. 1991 at $' 068 68
(c) Beginning June 1, 1986 at $1,050 44

We can exercise our right to buy back Series E Preferred
Stock before June 1, 1986 only under certain conditions
Series E cannot be redeemed prior to June 1, 1986 as
part of a refunding involving the use of proceeds of sales
of debt, other preferred stock or stock ranking higher than
the Series E with an effective annual cost of less than
8.8% In addition, we may not refund through the sale of
stock which is junior to the Series E




The foliowing shares of Serial Preferred and Preference
Stock with mandatory redemption provisions were bought
back and retired during the three years ended December
31, 1985

Series 1985 1984 1983

Preferred

c 10.000 10,000 —

E 3.000 3.000 3,000

G 8.000 8.000

H 1,782 - —
Preference.

1 11,400 11,400

During the three years ended December 31, 1985, we
sold only one series of Serial Preferred Stock with manda-
tory redemption provisions. We sold 500,000 shares of
Series M priced at $100 per share in November 1985

There are no restrnictions on our right to issue and sell
authorized shares of Serial Preferred or Preference Stock
after March 16, 1986.

NOTE | — SERIAL PREFERRED STOCK WITHOUT
MANDATORY REDEMPTION PROVISIONS

In December 1983, we sold 500,000 shares of Series L
Preferred Stock which did not have mandatory redemp-
tion provisions. Series L cannot be redeemed prior to
January 1, 1989 as part of a refunding involving the use
of the proceeds of sales of debt or preferred stock with
an effective annual cost of less than the annual dividend
of the Seric L

We have the right to buy back and retire Serial Preferred
Stock which does not have mandatory redemption pro-
visions. The redemption prices (plus dividends accrued to
the redemption dates) are as follows:

Price at
December 31, Eventual
Seres 1985 Through Minimum
A $102 50 11-30-86 $101 00
B8 $10378 7-31-87 $102 26
L $10€ 69(a) 12-31-85(a) $10000

(a) The redemption price of Series L changed on January 1 1986 to
$108 02 which remains in effect until December 31, 1986

NOTE J — COMMON STOCK

Shares of Common Stock sold during the three years
ended December 31, 1985 were as follows:

1985 1984 1983

Public Sale — 5,000,000 —

Dividend Reinvestment and
Stock Purchase Plan (a)

3922080 3329015 3021125

Employee Savings Plan 393 842 419318 298 584
Employee ThriftPlan 95096 92 538 71.767
Key Employee Incentive

. T R — 31427 335 20471

1978 Key Employee Stock
5 R T —— 39,183 880 11,560
Total Shares . 4482493 8842086 3423507
——— P 3

{a) Includes shares sold under the customer stock purchase and IRA
programs

With the exception of the Employee Thrift Plan which was
terminated as of December 16, 1985, the various stock
plans listed above will continue after the pending affili-
ation. Thrift Plan participants are now eligible to par-
ticipate in the Employee Savings Plan.

Stock options held by employees to purchase unissued
shares of Common Stock under the Key Employee Incen-
tive Stock Plan and the 1978 Key Employee Stock Option
Pian are granted at 100% of the fair market value on the
date of the grant. The shares which were actually bought
during the three years ended December 31, 1985 were
sold at option prices ranging from $15.63 to $20.25.
Shares under outstanding options held by employees
were as follows

Key Employee
Incentive Stock Plan (a)
1985 1964 1983
Options Outstanding
at December 31
Snares 52718 B7 645 122,601
Option Price —______ $1859t0c $1859t0 $176310

$22 43 $22 43 $22 43

1978 Key Employee
Stock Option Plan

1985 1984 1983
Options Outstanding
at December 31
Shares 541672 519 727 389 007
Option Pfice . $156310 $1563t0 $15691t0

$23 00 $20 25 $20 25

(a) Under the terms of the Key Employee Incentive Stock Plan no
further options may be granted Accordingly only those shares re-
lating to options outstanding at December 31 1985 may be
1ssued




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continues)

Under the terms of the agreement to affiliate, our share
owners will receive 1 11 shares of Centerior's Common
Stock in exchange for each share of our Common Stock
heid.

We calculate earnings per share based on the average
number of shares outstanding throughout the year. The
weighted average shares outstanding in each of the last
three years are as follows:

1983 63,213 562
1984 68 190 548
1985 76,289,172

Our agreement to affiiate prohibits more than 81,600.000
shares of Common Stock to be outstanding prior to March
16, 1986

NOTE K — SHORT-TEhn! RORROWING
ARRANGEMENTS

Available bank credit arrangements are as follows

At December 31
Type 1985 1984
(Thousands of Dollars)
Bank lines of credit ‘borrowings at
of near prime interest rate) $156 300 $156.300
Eurodollar revoiving credit
agreement $30 000 $30.000
Variable interest rote agreements o~ $20.000

Any borrowings under the Eurodollar agreement are
made and paid back in U S. dollars. There are no require-
ments that minimum cash balances (compensating bal-
ances) be maintained at the banks involved. However, a
fee of ¥s% to %% per year is paid on any unused part of
this borrowing agreement. The interest rate on borrowings
is %% to %% (depending on usage) above the rate which
specified banks pay for Eurodollar deposits in the London
interbank market.

Commercial paper outstanding is backed by at least an
equal amount of unused bank lines of credit to ensure our
ability to repay them There were no such borrowings at
December 31, 1985

Most borrowings under short-term bank lines of credit do
not require compensating balances but do require a fee
of approximately 0 3% per year to be paid on any unused
portion of the lines of credit. For those bank lines without
fee requirements, the average daily cash balance in our
bank accounts satisfied informal compensating balance
arrangements under which we maintain balances at
banks depending on what we borrow

NOTE L — PROPERTY OWNED WITH OTHER
UTILITIES

Some of the generating units which we own or are build-
ing are owned with other utilities. Each company owns an
undivided share in the entire unit. All the owners are ten-
ants in common. This means that each compariy has the
right to a percentage of the generating capability of each
unit equal to its ownership share We are obligated to pay
for our share of the construction and operating costs of
each unit. We are not responsible for the other owners’
shares. See “Construction Program” under Note M

Utility Plant at December 31, 1685 inciudes the following
facilities owned as tenants in common with other utilities:

Company Ownership

Electric  Construc-

Piant tion Work
Facility Percent in Service in Progress

{Thousands of Dollars)

Davis-Besse 5138 9468232 § 18871
Bruce Manstield 1 650 26.097 135
Bruce Mansfield 2 28 60 117.750 613
Bruce Mansfield 3 —— ¥ 4 156,812 409
Beaver Valley 2 24 47 - 796 692
Perry 1 and Common Facilities 31.11 - 1,279 681
Eastlake 5 68 80 115471 2187

Seneca Pumped Storage

Hydroelectric Plant . 8000 56 421 1,793

$940,783 $2 100381
== =——mm——=

We also have a 31.11% ownership in Perry 2. Our
investment in Perry 2 was $358,666,000 at December 31,
1985. As described in Note M, construction activities
were suspended in 1985

Separate depreciation records are kept for Davis-Besse
property and Seneca property. The accumulated depreci-
ation for Davis-Besse at December 31. 1985 was
$85,317,000. The accumulated depreciation for Seneca at
December 31, 1985 was $14,456,000. Depreciation on all
other in-service property owned with other utilities has
been accumulated on an account basis along with all
other depreciable property rather than by specific units of
depreciable property. Our share of the operating expense
of properties owned with others is included in our income
statement

We have entered into an agreement with Ohio Edison
Company (Ohio Edison) whereby they will make firm
power purchases of 80 megawatts of our 375 megawatt
ownership interest in Perry 1 over an 18 month period,
commencing with initial commercial operation of the unit




NOTE M — COMMITMENTS AND CONTINGENCIES
Construction Program

We carry on a continuous program of constructing facili-
ties needed to meet anticipated demand for electric
service, to replace aging facilities and to comply with pol-
lution control regulations. We project a 2% annual
increase in peak electrical demand in our service area.
Compounded over the noxt 20 years, that growth would
result in about a 50% increase in demand. The major part
of our construction program is our share of three nuclear
generating unit projects—Perry 1 and 2 and Beaver Valley
2 They are being constructed by the five CAPCO com-
panies, including the Company, Duquesne Light Com-
pany (Duquesne), Ohio Edison, Pennsylvania Power Com-
pany and Toledo Edison. The scheduling, voluntary delay
or cancellation of a project must be approved by all of
the CAPCO companies. We are responsible for construc-
ting Perry 1 and 2 and Duquesne is responsible for con-
structing Beaver Valley 2 for the CAPCO companies. As
described below, construction of Perry 2 has been sus-
pended Our share of these three units and the amounts
we invested in them (including AFUDC) at December 31,
1985 are set forth in Note L

For the 1986-1990 period, our estimated construction
budget is $1,900,000,000 However, assuming construc-
tion of Perry 2 resumes in 1988 with completion in 1994,
this estimate increases to $2,500,000,000. In addition to
completing Perry 1 and Beaver Valley 2, we are studying
various alternatives to meet future generation capacity
needs The alternatives include, among others, combina-
tions of the following: completing Perry 2, our share of
which is 375 megawatts, constructing new generating
units using new technologies currently being developed.
extending the useful life of some existing generating ca-
pacity and utilizing long-term power purchases The cur-
rent construction program does not take nto account any
changes which might be made after the proposed affiii-
ation with Toledo Edison described in Note B becomes
effective

Perrv 1 — Construction of Perry 1 and the facilities to be
used in crmman with Perry 2 is essentially complete The
equipment testing and Nuclear Regulatory Commission
(NRC) staff review necessary before fuel can be loaded
are nearing completion and we are awaiting permission to
load fuel Adaditional time (a minimum of six months after
the commencement of fuel load) will be required betfore
the unit achieves commercial operation (See Note N for a
discussion of the potentia! ratemaking and finarcial re-
porting implications of this event ) The experience of the
electric utility industry has shown that events can occur
which could significantly delay achievement of any of the
steps in the start-up process

In operating license proceedings, the Atomic Safety and
Licensing Board of the NRC has decided in our favor on
all issues raised by intervenors. Intervenors have ap-
pealed portions of the decision to an appeai board of the
NRC. While we cannot give assurances as to the outcome
of the appeals,we believe that the appeals should be re-
solved in our favor.

On January 31, 1986, an earthquake occurred which
measured approximately 5.0 on the Richter scale and
which was centered about 10 miles south of the Perry Nu-
clear Power Plant. Inspections of Perry 1 have found no
damage to any safety systems, structures or components.
Based on preliminary investigations, the earthquake did
not exceed the Plant's seismic design capability. We filed
a report with the NRC detailing an analysis of the earth-
quake

Subsequent to the earthquake, several groups separately
petitioned the NRC to investigate the adequacy of the
seismic design of Perry 1. One of the groups also re-
quested the NRC to review our proposed affiliation with
Toledo Edison relative to the two companies’ financial
qualifications under 10 CFR Part 140 of the NRC's regu-
lations. We ca:inot predict what actions, if any, the NRC
might take. However, we believe that the seismic design
of Perry 1 complies with NRC regulations and, although
we cannot give assurances, we believe that an operating
license should be issued

The cost (including AFUDC) of our 375 megawatt share of
Perry 1 and the coinmon facilities is $1,280,000,000 as of
December 31, 1985 We estimate that the cost will in-
crease about $600.000 each day n 1986 until it achieves
commercial operation

Beaver Valley 2 — Beaver Valley 2 is about 91% com-
plete and is scheduled for completion around the end of
1987 In October 1985 Duquesne advised us that its
current review of the estimated cost of Beaver Valley 2
indicates that the cost, including AFUDC, of our 204
megawatt share will increase from about $1.000.000.000
to about $1.087,000,000. No change is expected to be
made in the scheduled completion date While we cannot
give assurances, we believe that an operating license will
be issued

Perry 2 — Perry 2, exclusive of the common facilities, is
about 44% complete. Including its share of the common
facitties, Perry 2 is about 58% complete. Construction of
Perry 2 was suspended in 1985 by the CAPCO compa-
nies pending future consideration cf several alternatives
which incluge resumption of full construction, with a
revised estimated cost and completion date, mothballing
or cancellation. Many factors will be taken into account in
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making the decision. These inciude the increasing costs
of construction, the high cos: and difficulty of financing,
the increased risks associated with nuclear construction
and licensing, including the future stability of NRC regu-
lations, the regulatory climate as it will a‘fect the ability to
recover the unit's costs through rates on a timely pasis
and the alternative means of providing generating
capacity. Also being considered are the potentially
greater capacity needs nationwide, particularty in our
region, due to larger-than-anticipated demand and can-
cellations of generating projects by other electric utilities,
the probabie high cost of retrofitting fossil fuel units to
satisfy possible acid rain pollution control regulations and
the incremental cost of comp'eiing Perry 2. The timing of
a decision on Perry 2 will depend on developments re-
lating to the above factors and possibly others

We continue to capitalize AFUDC for Perry 2 because we
believe that cost should be recovered through rates if and
when the unit is completed. However, if Perry 2 is can-
celled, recovery of AFUDC for the unit would be less cer-
tain. Therefore, we started on July 1, 1985 to credit
AFUDC for Perry 2 to a balance sheet deferred credit
reserve instead of continuing to credit it to income. Such
deferral does not affect cash flow, but it does cause an
equal reduction in reported earnings from what they
otherwise would be Earnings were reduced by about
$18.000,000, or 23¢ per share, in 1985 and will continue
to be reduced by about $3,000.000 per month in 1986

If Perry 2 is cancelled, we will seek authorization from the
PUCO to recover our investment in that unit in rates cver
a period of years. Ohio regulation currently allows recov-
ery of such costs as described in Note € Other methods
of recovery also may be available However, we “ave no
assurance that recovery would be allowed if Perry 2 were
cancelled If, at the time of such a cance'lation, it appears
unlikely that recovery would be allowed, then our in-
vastment in Perry 2 would have to be writtan off, after ad-
justment for taxes. The amount to be written off would be
reduced to exclude equipment usable for Perry 1 or else-
where for other purposes and the deferred credit reserve
discussed previously. We estimate such a write-off as of
December 31, 1985 would have been about
$225,000,000. after taxes Based on our current financial
position and level of annual income, a write-off of such a
magnitude would have a material adverse effect on in-
come in the period in which it were to occur and on re-
tained earnings. but our ability to continue paying divi-
dends would not be impaired solely because of such a
write-off

In September 1983, the Ohio Office of Consumers
Counsel (OCC), the City of Cleveland, the Commissioners
of Geauga County, Ohio, and certain community groups
patitioned the PUCQO and the Ohio Power Siting Board to
investigate the need for Perry 2 Under some circum-
stances, the request of the petitioners, were it to be
granted, could require cancellation of the unit

Other Nuclear Construction Program Risks — Nuclear
generating projects in the electric utility industry have
experienced substantial cost increases, construction
delays and licensing difficulties These have been caused
by varous factors, including infiaron, required design
changes and rework, alegedly faulty construction, objec-
tions by grovps and governmental officials, limits on the
ability to finance, limits on the use o' proceeds of security
issues, difficulty in obtaining needed rate increases,
reduced forecasts of energy requirements and economic
conditions. This experience indicates that the risk of sig-
nificant cost increases, delays and licensing difficuities
remains present through to completion of any project,
including Perry 1 and 2 and Beaver Valley 2 A major
accident at any nuclear plant could have a material
adverse effect on the operation, construction or licensing
of the nuclear units of the CAPCO companies

The successful completion of the CAPCO construction
program requires the continuing ability of the CAPCO
companies to pay for their shares. To do so, each
CAPCO company must continue to obtain ade~ Jate and
timely rate increases. There can be no assurance that
such rate increases always will be forthcoming or that
some other event will not adversely affect financial mar-
kets or nuclear projecis generally, or a CAPCO company
or nuclear project in paricular so as to impair the ability
of a CAPCO compgy 1o pay for its share It any CAPCO
company does not pay its share, any or all of the other
CAPCO companies could, as a practical matter, be
forced to accept a solution involving substantial losses or
additional financial burdens.

The PUCO issued an order on Apni 30, 1985 to
investigate whether generic criteria should be established
fur determining whether excess gersrating capacity
exists in an electric utility's system e, the OCC and
other interested parties have submittea comments on this
matter to the PUCO. In addition, the PUCO continues its
study of statewide central dispatch for Ohio’s regulated
electric utilities focusing on the long-term effects of
central dispatch and methods for implementation

Regulatory authorities in other |urisdictions have
increasingly undertaken proceedings to determine
whether recovery in rates of part of the cost of completed
construction projects should be disallowed or deterred
Some have wisallowed significant portions of costs based
on audits which alleged imprudent management. Some
have disallowed or deferred costs on the basis that new
capacity was not needed (excess capacity) Some have
deferrad costs, in part, so as to mitigate the size of rate
increases by ordering "phase-in" plans. In other cases,
these actions are cnly proposed and have not been
ordered




On April 30, 1985, the PUCO issued an order starting an
investigation to determine whether any Perry 1 costs are
excessive due to imprudent management. The OCC has
intervened in: this proceeding. The PUCO has hired the
consulting firms of Touche Ross & Co. and the Nielson-
Wurster Group to help in its investigation, which is
expected to be completed in mid-1986

As with other nuclear units started 10 to 15 years ago,
Perry 1 has undergone major design changes and retro-
fits necessary to satisfy constantly changing NRC require-
ments. This has taken place over a period in which
substantial inflation of construction and financing costs
also occurred. We believe that expenditures for Perry 1
have been prudent in the light of these circumstances.

The Pennsylvania Public Utility Commission (PaPUC) has
ordered that a consultant, Canatom, be retained to
investigate for the PaPUC whether any costs of Beaver
Valley 2 were imprudently incurred. Beaver Valley 2 is
among the highest cost nuclear units in terms of cost per
kilowatt due, in part, to its extended construction period
We believe the delays in the completion of Beaver Valley
2 from its original schedule were prudently incurred in
order to meet the changing generation requirements of
the CAPCO companies or were of a nature that were
beyond our control, including changing NRC require-
ments. Any PaPUC order will not directly apply to us
However, it is possible that the PUCO also will investigate

the prudency of the costs of Beaver Valley 2 (and Perry 2,

if completed) incurred by us.

The PUCQ has not indicated whether it will make any
determination from its Perry 1 investigation in a generic
hearing or whether it will make its determination in a
future rate case in which Perry 1 costs are being consid-
ered. Similarly, we cannot predict when the PUCO might
make any determination with respect to Beaver Valley 2
The earliest rate case when the issues of disallowance or
deferral of recovery of our investments in each unit mignt
be considered is in the first rate case filed after each unit
is In service. We also cannot now predict what regulatory
action, if any, the PUCO might take with respect to our
investment in Perry 1 or Beaver Valley 2

In accordance with current generally accepted account-
ing principles, a disallowar.ce of property costs from rate
base may not, in itself, require an immediate charge to
income. Rather, such an event would be reported as a

decrease in income over the lite of the property. However,

the Financial Accounting Standards Board (FASB) cur-
rently is considering changes, which are proposed to be
retroactive in nature, in SFAS 71 The changes relate to
accounting for the valuation of plant abandonment costs,
disallowances and gradual allowances (phase-in) of new
plant construction costs and operating costs by regu-
lators. We do not know what changes, it any, will be
made in SFAS 71. However, certain changes might re-
quire us to record a loss with respect to terminated
projects we are currently amortizing, uniess there is a

change in the current PUCO rate treatment of such costs
(see Note E)

The changes might require immediate recognition of dis-
allowance of costs, if any, of Perry 1 or Beaver Valley 2
which may be determined by the PUCO to be imprudently
incurred. Also, a reduction might be required in reported
income in the future should the PUCO adopt phase-in
plans for Perry 1 or Beaver Valley 2 which do not meet
specific cost recovery criteria (see Note N).

In summary, the likelihood of a significantly adverse event
or regulatory action occurring in any of the above risk
areas described in connection with our construction pro-
gram varies. So does the potential severity of any adverse
impact. Any such event or regulatory action could have a
material adverse effect on our financial position or resuits
of operations.

Davis-Besse Nuclear Power Station Outage

Davis-Besse, which is operated by Toledo Edison and
owned jointly with us, was shut down June 9, 1985 due to
the failure of the plant's main and auxiliary feedwater sup-
ply system. There were no injuries or radiation leaks and
the shutdown resulted in negligible damage. Toledo Edi-
son must receive NRC approval prior to resuming oper-
ations

Both the NRC and Toledo Edison undertook extensive
investigations to determine the causes of the June 9
event and corrective actions to be taken The NRC issued
a report on the June 9 event with the major conclusion
being that the underlying cause of the event was Toledo
Edison's inattention to detail in the maintenance of plant
equipment. The significance of the event from a safety
standpoint was that muitiple equipment failures involving
back-up safety equipment occurred The NRC staff has
proposed a fine to emphasize the seriousness with which
the NRC views the occurrence of the violations and to
ensure that Toledo Edison maintains an effective an
aggressive management system to prevent such
violations

Tolego Edison submitted an extensive report ‘o the NRC
stating the results of its investigation and describing cor-
rective action that has been and is being taken to correct
the problerns identified by the NRC. The report stated that
an electrically powered, larger feedwater pump will be
installed to provide an additional source of coolirJ water
Additional capital improvements are to be comp.eted to
improve Toledc Edison’s training and maintenance pro-
grams Also, a new organizational structure with up to 240
additional employees will be instailed with more emphasis
on training, maintenance and planning activities

On February 6. 1986, an official of the NRC stated that
the earliest the plant will be approved for restart is late
April 1986. However, it is possible that the plant may be
out of service longer

A A N T T



Guarantees




Nuclear Unit
{ Liabint




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (contnues

operating expenses and the post-in-service financing cost
would not be permitted. In such an event, our results of
operations would be adversely impacted from the time
Perry 1 goes in service until rates become effective which
reflect the inclusion of Perry 1 in rate base and cost of
service. We cannot predict either the outcome of the
FASB's review or future actions of the PUCO

NOTE O — PENSION AND POSTRETIREMENT
HEALTH AND LIFE INSURANCE BENEFITS

We pay the full cost of a pension plan for our employees
Under the plan, an employee who has worked at the
Company at least 5, 10 or 20 years (depending on the
person's age when leaving the Company) can begin
receiving a pension benefit at or after age 55 The
amount of the person’'s benefit depends on length of serv-
ice and earnings. The benefit is reduced by a portion of
social security benefits The benefit of an employee who
retires after age 65 is determined as if the individual were
age 65, except in the case of a retired employee who has
beer: rehired. If the person retires before age 62, and in
certain cases befcre age 65, the employee's benefit is
reduced. The plan also pays benefits when an employee
aies or is disabled

takes into account estimated increases in employees’
future earnings in an effort to levelize the funding of pen-
sion benefits over their working lives. The liability of the
plan as of January 1, 1985 determined under this method
was slightly more than the value of the assets in the plan
on that date

SFAS 36 requires us to disclose accumulated pension
plan liability without consideration of future increases in
employees’ earnings as though the plan were terminated
at the dates shown in the table below. Therefore, the dis-
Closures below, required by SFAS 36, compare liability of
the plan determined on one basis with assets accumu-
lated on a different basis. We and our pension consul-
tants believe that SFAS 36 disclosures are very
misleading because they understate the amount which
the entry age normal method tells us should be in the
fund now to provide pension benefits as they become
payable under a plan intended to continue indefinitely.
We are making the following disclosures only because we
are required to do so

Al January 1
Towsiond

(Millions of Dollars)

Actuanal present value of accumulated
plan benefits under SFAS 36
Vested $172 $167

We annually deposit money into the plan to fund the cost Nonvested 16 _16
of benefits arising from employee service and earnings in Total — $188 $183
the current year We also deposit money to fund each Value of assets held in the plan $350 $296

= —

year a portion of the cost of future benefits arising from
past service and earnings because of amendments to the
plan. In 1985, our total payment to the fund was
$17,400,000 We deposited $15,300,000 in 1984 and
1983. Of these amounts, we recorded on the income
statement $10,196,000 in 1985, $9,570,000 in 1984 and
$10,211,000 in 1983 The remainder was recorded on the
balance sheet, mostly as construction costs

The amount we deposited into the pension plan is deter-
mined by a method known as the entry age normal meth-
od. It is used vy many private pension plans. This method

Under both methods of determining the plan's liability, the
one whi..) we use and the SFAS 36 method. we esti-
mated tr = the earnings of the plan would average about
6'%2% per year over the life of the plan

In addition to providing pension benefits, we provide cer-
tain health care and life insurance benefits for substan-
tially all employees when they retire with pension benefits.
The cost of retiree health care and life insurance benefits
Is recognized as expense as premiums are paid. Those
costs totaled $894,000 in 1985 and $823.000 in 1984

NOTE P — QUARTERLY RESULTS OF OPERATIONS (UNAUDITED)
The following is a tabulation of the unaudited quarterly results of operations for the two years ended December 31, 1985.

Quarners Ended

March 31 June 30 Sept 30 Dec. 31
{Thousands of dollars. except per share amounts)
1984
Total operating revenues $298.597 $298,009 $333,183 $285 563
Net operating income $ 67.710 $ 60,244 $ 81,814 $ 52,343
Net income $ 72878 $ 65344 $ 87,637 $ 65772
Eamings available for common stock $ 61,978 $ 54,396 $ 76,762 $ 55143
Average common shares 65,693 66,709 67,722 71,919
Earnings per common share $ 94 $ 82 § 113 $ 77
1985
Total operating revenues $316,357 $299.472 $341.588 $296,572
Net operating income $ 67,068 $ 54,304 $ 80,014 § 57.763
Net income $ 78.580 $ 71972 $ 90,555 $ 69,596
Earnings available for common stock $ 68,165 $ 61,550 $ 80.580 $ 58941
Average common shares 74576 75,747 76,876 77,969

Earnings per common share $ 9 $ 81 $ 105 $ 76
36
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STATEMENT OF INCOME FROM CONTINUING
OPERATIONS ADJUSTED FOR CHANGING PRICES FOR
THE YEAR ENDED DECEMBER 31, 1985 wnsuareq

The Cleveland Electric lluminating Company and Subsidiaries

Revenue

Operation expense

Maintenance expense

Depreciation and amortization
Taxes other than Federal income tax

Federal income tax

Nonoperating income

Conventional Current Cost
Historicai Average 1985
Cost Dollars

(Thousands of Dollars)

Interest expense

Net income - continuing operations

Increase in specific prices of property and plant (b)

Adjustment to net recoverable cost

Increase in general prices

Increase in general prices in excess of increase in specific prices after

adjustment to net recoverable cost
Gain from decline in purchasing power of net amounts owed

Net price level adjustment

$1.253,990 $1,253.990
566,100 566,100
96,448 96,448
96,995 235,255
133,348 133,348
101,950 101,950
(206.671) (206.667)
155,117 155,117
943 287 1,081,551
$ 310,703 $ 172,439(a)
§ 80754
135,871
(243,322)
(26,697)
103,122
$ 76425

(a) Including the adjustment to ret recoverable cost net income for 1985 would have been $308,310,000 in current cost dollars
(b) At December 31, 1985, the cu rent cost of property, plant and equipment net of accumulated depreciation was $6 817,114,000 while original (net

recoverable) cost was $4 738 906 000

Supplementary Information Concerning the Effects of Inflation

As required by the Financial Accounting Standards
Board, we have preparea information on the effects of
inflaticn on operations. The methods used to compute this
data are experimental and subject to change by the
Board. These data do not reflect the “current value” of our
assets. They do not measure all the effects of inflation on
our operations or predict our future cash requirements
The effects described herein are not recognized for
income tax or ratemaking purposes.

General

Current cost data reflects the cost of current replacement
of existing assets. The current cost of assets was esti-
mated by applying the Handy-Whitman Index of Public
Utility Construction Costs to the original cost of structures
and equipment. Original cost of land was trended using
the Consumer Price Index for All Urban Consumers. Cer-
tain othe property was trended to current cost using
other industry indices

Revenues and Expenses

Revenues and expenses (except for depreciation) were
assumed to accumulate evenly throughout the year No
adjustments were made to the figures reported in the pri-

mary financial statements. No adjustments were made to
Federal income tax expense.

Depreciation

A restated depreciation reserve was used to compute the
current cost estimate of property and plant net of depreci-
ation. The reserve was obtained by applying current
depreciation rates by account to restated property and
plant figures by vintage year. The depreciation provision
was obtained by applying current depreciation rates to
the average of beginning and end-of-year restated depre-
ciable property

Materials and Supplies

Balance sheet items such as fuel in stock, materials and
supplies were treated as cash type items. Fuel inventory
is subject to rap:d turnover. As such, the original cost of
this item fairly represents its current cest

Adjustment tu Net Recoverable Cost

Under Ohio law, we can recover only what we paid for
plant and equipment, so the values of these items under
the current cost method were adjusted to reflect the
original cost amount




FIVE-YEAR COMPARISON OF SELECTED
SUPPLEMENTARY FINANCIAL DATA ADJUSTED
FOR EFFECTS OF CHANGING PRICES

Revenue

Net Income — Continuing Operations

Income (Loss) per Common Share

Net Assets at Year End

Cash Divid

ends Declared per Common Share
| el )

3 3

Market Pric

e per Common Share at Year

Increase in General Prices in Excess of Increase in
Specific Prices After Adjustment to Net Recoverable Cost

Gain from Decline in Purchasing Power of Net Amounts Owed

W




BOARD OF DIRECTORS

Leigh Carter

Vice Chairman of the Board and Operating Officer of The
BFGoodrich Company, a producer of rubber, tires, chemicals
and plastics. Also Chairman of Tremco, Inc., manutacturer of
specialty chemical products and a wholly-owned subsidiary of
The BFGoodrich Company

Robert M. Ginn

Chairman and Chief Executive Officer of the Company

Roy H. Holdt

Chairman of White Consolidated Industries, Inc., manufacturer
of products for the home, principally major appliances, and
machinery and equipment for industry

Richard A. Miller

President of the Com~any

Sister Mary Marthe Reinhard, SND

President of Notre Dame College of Ohio

Karl H. Rudoliph

Chairman of the Executive Committee of the Board and retired
Chairman and Chief Executive Officer of the Company

Craig R. Smith

Former Chairman of Bendix Autormation of Bendix Corporation,
a wholly-owned subsidiary of Allied Corporation. Bendix
Automation is a producer of machines and accessories for the
metalworking industry

Charles E. Spahr

Director of several companies and retired Chairman and Chiet

Executive Officer of The Standard Oil Company (Ohio),
manufacturer of petroleum products, chemicals, plastics and
metals and supplier of coal

Herbert E. Strawbridge

Chairman of the Finance Committee and retired Chairman
and Chief Executive Officer of The Higbee Company, a
department store

Allan J. Tomlinson, Jr.

Former Chairman, President and Chief Executive Officer of
SDS Biotech Corporation, a developer of new technologies
and products in the field of biotechnology

Richard B. Tullis

Chairman Emeritus of Harns Corporation, manufacturer of
communication and information processing equipment
Harold L. Williams

Executive Vice President of the Company

William J. Wilhams

Director and President of the Northeast Ohio region of
Huntington National Bank and director and Executive Vice
President of Huntington Bancshares Incorporated

Ralph M. Besse

Chairman Emeritus of the Board of Directers
Elmer L. Lindseth

Chairman Emeritus of the Board of Directors

PRINCIPAL OFFICERS AND EXECUTIVES

Robert M. Ginn Chairman

Richard A. Mitler President

Harold L. Williams Executive Vice President

Murray R. Edelman Vice Presigent - Nuclear

Robert J. Farling Vice President- Administrative Services
John W. Fenker Vice President - Power Supply

Frank A. Kender Vice President -Marketing

Edgar H. Maugans Vice President- Finance

John J. Misic Vice President - Distribution & Services
Alan D. Wright Vice President - Public Affairs & Legal
Alvin Kaplan Vice President-Nuclear Operations Division

Alexander J. Kennedy Division Manager- Steam
Power Division

Victor F. Greenslade General Counsel & Director of
Governmental Affairs

Charles C. Chopp Controller
Andrew R. Felmer Treasurer
E. Lyle Pepin Secretary

With deep regret, we mark the passing of Newton D Flack
Division Manager - Steam Power Division, who died in August
1985 He will be remembered for his contributions to the
Company and for his professional achievements. His leader-
ship will be missed
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