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Financial Highlights

| a
| Increasc
Thousands of Dollars where applicable 1985 1984 | Decreasel
Electnc Sales — Megawatthours 32,320,508 31597401 2
Gas Sales — Kilotl.erms 2126674 | 2147315 ()
Total Operating Revenues $ 4,409,054 $ 4196124 | 5
Total Operating Expenses _samae | saswems | s
Esmings Availsble for Common Stock 'S 44550 S awss 13

Shares of Common Stock (Thousands! ‘r
Average 122,344 108913 l 12
Year-end B T 112563 | 17

Earnings per Average Share ot Common Stock $39 L $395

Dividends Paid per Share of Common Stock 28 $270 4
Common Stockholders — Year-end 272 | 2Mise ()

Coverage Ratios [ r

Fixed Charges 76 361
Fixed Charges and Preferred Dividends L - 276 |
| Retumn on Average Common Equity | 14.03% 1443%

Book Value | $28.04 $27.17 3
' Year-end Market Price | [N 26% 18
Gross Additions to Utility Plant |F‘ 1,220,089 $ 967365 26
Taotal Utility Plant at Onginal Cost $10,977,321 $ 9870429 1
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About the Cover:
Public Service Electric and Gas
Company jomns in celebrating
the Centenmial of the Statue of
Liberty in 1986

The Company 1s proud
provide the electricity o light
the torch that has been a beacon
of hope and a sign of welcome
tor millions of Amencans And
it 1s proud to have produced a
27 minute fiim honoring the
many immigrants who passed
through Ellis Island

Harold W Sonn, PSE&G
chairman of the board, serves
as chairman of the New Jersey
State Campaign for the Liberty
Centenmal, to raise funds for
the restoration of the Statue of
Liberty and Ellis Island



Today, the hinancial commumity tends
to perceive the utihity business as an in
creasingly uncertain investment. However
conditions ot the rest of the 1980s and
tor that inatter, of the 1990s and bevond
must not be viewed with trepidation-—1t a
company 1s active, tlexible and adaptive

Dunng the 1980s, PSE&C has con
centrated on completing the Hope Creck
Lencrating station, 1ts last major con
struction project in this century We wi

continue tocusing on Hope Creek until it

placed 1n service, which 1s cxpected t
fater thas vear

Once this major milestone 18 reached

PSE& G will be ready tor the tuture, and t!
holding company w t this need

CUT SCIVICC arca 1s reiatvelyv matur
with only modest growth projected. PSE&C,
like the utihity industry, 1s contronted wit!

tormidable, unregulated competition. For

cxampic changes in tederal regulation
able natural gas consumers, especia iy
USCTS, (O DUV the fucl pnvately an
their own arrangements tor pipeiinge d
"

Liverv. The business of a gas distnibution

utihity, such as PSE&C, 1s changing

Diversitication would pr e thi ‘
cCompany with t pportunity tor growt i
in carnings without increased rates tor |
electric and gas customers. We teel that t
holding company structure offers the best
way tor diversitication and provides a bas

tor Imsulating customers frrom resuits of
unregulated LISTRIOSSOS It W HOW 1S
greater trecdom tor innovation and mmitiat
Common stockholders would pat
ticipate in the benehits and the rnisks of the
Company s investment in non-regulate
businesses. The tormation of the holding

compansy lescribed in much greater deptt

N the Lompat Prox tatement, and |

Are encouraged to read it carctull



Assuming we gamer all the necessary
approvals, including the endorsement ot
our holders of Common Stock and $1.40
Dividend Preference Common Stock when
we meet in Apnl, the Company would
undergo restructunng in May.

While 1985 was a vear in which we
sharpened our focus on the future, it was
also a year in which we paid caretul atten-
tion to the present.

Earnings per share of Common Stock
were $2.96, compared with $3.95 in 1954
whicn (here were 13.4 million tewer shares.

In May, we raised the quarterly divi-
dend by three cents to 71 cents a share.

It marked the tenth consecutive year we
increased the dividend in line wath our
policy to raise it on a regular basis. The in
dicated annual rate 1s now §2 84 per share.

New Jersey continued to hold world-
wide appeal as a place to do business. Many
foreign firms have feund the state to be
an ideal home, and they now account for a
sizable portiou of its workforce. Developers
have excitedly pursued plans along the
Hudson River waterfront — New Jersey's
Gold Cosst—and in other key regions trom
the Meadow!lands to Burhngton County.

Milestones marked the year at both
our Salem and Hope Creck Generating
Stations. In December, Salem | broke the
nationa} record for annual electne genera
tion by anv type of unit— nuclear, coal, ml
or gas. Its 277 consecutive days of service
was a Company recor! salem 2 returned
to operation in May after a long outage
because of a problem with its generator, and
it performed well for the balance of 1985

By the end of the year, Hope Creek's
construction was virtually completed. The
plant began undergoing a series of tests
in anticipation of fuel loading in 19%6
Plans call for the unit to be placed in com

mercial operation sometime 1 the second
half of the vear

Hope Creck's cost has been increasing,
partly because of scheduling adiustments
and partly because of higher labor and other
construction charges. We are concentrating
on placing the plant in service as guickly as
possible, without sacnficing quality, for the
benefit of our customers and stockholders.
The cost of the plant 1s now expected to be
between $4.15 and $4.3 billion, which 1s
about $ 100 m:1lion 1 excess of the cost cap
cortained in the 1982 cost containment
agreement (or the plant. The hinal higure
will not be known until Hope Creek begins
operation, because of numerous clean-up
items and testing which must be completed.
Based ¢ n our present estimate, the cost
overruns wiil result in a reduction in cam-
ings pur shre of between 5 cents and
8 cenes in 1987 under the carnings penaity
in the cost containment agreement. The
reduction would he less in subsequent years

In Decembor, we petitioned the New
Jersey Board of Public Utihities (BPU tor
a $633.6 milhion, or 14.2%, increase in
annual revenues. Nearly 90% of the total s
in elec nic revenues, mostly attnbutable to
the completron of Hope Creek

The rate increase request also reflects
anticipated savings in the cost of fuel,
stemming from Hope Creek's operation. By
the tme we recerve a ruling on our apph
cation, our existing base rates will have
been in eftect tor over two-and-a-halt vears
We believe, theretore, that the amount of
increase i our petition is reasonable. We
anticivate a decision in September when
we expect Hope Creek in service.

With the completion of Hope Creek,
the Company will end a period of heavy
construction expenditures. We do not plan
any new large gencrating units for at least









MNolding company proposed

Management assessments launched

Cogeneration subsidiary begins activities

Investment subsidiary formed




The Financial Picture

Dcspne adverse pressures from vanous fronts
dunng the vear, the financial resalts in 1985 placed
the Company on firm ground. Throughout the
year, the Company sought to provide a sohd capital
structure and strong credit rating,

Earnings remain stable

Eamings available for Common Stock rose to $484.6
million in 1985, up from $429 8 mullion in 1984
Earnings per share of Common Stock were $396 in
1985, compared with $3.95 in 1984, when there were
134 milhion fewer average shares outstanding

The increase of 0.3% in eamings per share, or
12.7% in overall eamings, was attributable to the
base rate increase, effective March 23, 1984 higher
electne sales, and greater Allowance for Funds Used
Dunng Construction |AFDC). Operating expenses
rose at about the same rate as the previovs sear,
to $3.8 billion: trom $3.6 hillion, or 5.1%.

Reported carmings for the vear were reduced by
a wnite-off, after taxes, equal to 10 cents a share, of a
portion of replacement energy costs which stemmed
from outages at the Peach Bottom and Salem gen-
erating stations and for which recovery was disal-
lowed by the New Jersev Board of Public Utilities
(BPU. The results also include a write-off, equal to
about 3 cents a share, from losses associated with
the abandonment of three uramum supply agree-
ments, whick were no longer economical.

Total revenues increased 5.1%, to $4.4 billion
from $4 2 billion. Electnic revenues accounted for
68% of the total, nsing to $3.0 billion from $2.8
billion, or 6.3%. Gas revenues made up the other
32% of the total, nsing to $1.41 bilhon from $1.38
billion, or 2.1%.

The higher revenues were buoved in large
measure by an upswing in electric sales to the ex-
panding commercial sector and to service onented
and high-technology facilities. Overall electnc sales
rose 2.3% in 1985 over sales recorded a vear earlier.
Total gas sales, however, declined 1%, aui: outcome
of the switching from gas to oil by some customers
with dual-fuel capability and a slowdown i manu-
factunng activities.

According to the Company’s latest financial fore-

cast, electnic and gas sales will show modest gains
through 1987. The bnghtest spot will remain the
ccmmercial sector, as development unfolds in cer-
tain regions of the state, such as the Hudson River
waterfront and the Route | cormidor in Princeton.

For the 1985-87 penod, clectne sales were
torecast to increase 'n an average basis, 1.5%, while
gas sales were anticipated to grow, on average, 2 1%,
Thereatter, through the nirst decade of the 21st
century, growth is expected to remain modest
generally in the 1%-to-2% range-—for both electric
and gas sales

As a result of the higher revenues in 1985,
New Jersey gross receipts and franchise taxes rose to
$557 mullion trom $530 milhon, an increase of 5.2%

Dividend increased
The Board of Directors 1in May increased the quar
terly divadend on Common Stock to 71 cents per
share, up from 68 cents. It marked the 10th consee
utive vear the dividend has been raised. The annual
rate is now $2.84 per share, up from $272

The increase in the dividend, eftective wath
paymaents in June, 1985, was ir line with the Com-
pany's policy of rmsing dividends on a regular basis
and paving a dividend that 1s sustainable

Coenstruction costs rise

Construction expenditures, including AFDC, pay
ments tor nuclear tuel and advances to subsidianes,
increased to $1.22 bilbon in 1985 trom $964 mullion
in 1984,

Expenditures in 1986 are expected to drop to
$739 mullion, as the Company bnngs to an end a
penod of heavy construction spending,

In the five vears through 1990, total construc-
tion costs are estimated at $3.0 bithon, including
approximately $240 million of AFDC. Much of the
amount will be used to upgrade existing facilities.

Hope Creek has had a targeted cost of $3.795
bilhon stemming from a cost containment incen-
tive agreement approved in 1983 by the BPU. The
agreement had been reached in 1982 with the New
Jersey Departments of Energy and the Public Ad
vocate and also designated December, 1986 as the
target date tor Hope Creek's operation

There will be an carnings penaity if Hope
Creck 1s completed 1n excess of the cost cap. Under
the agreement, the Company's revenue reguirement
related to rate base, as determined by the BPU,
would be based on the exclusion from rate base of
20% ot costs incurred 1in excess of the cost cap. If the
overrun exceeds 10% of the cost cap, the approved
rate base would be based on the exclusion of 30%
of those expenditures in excess of the 10% overrun




The agreement also provides for the exclusion of
costs relating to certain extraordinary costs from
the penalty provision.

The Company's current estimate of the cost of
the plant 1s between $4.15 and $4.3 hillion. Based on
that estimate, the cost in excess of the cap could
result in a reduction of earmings in 1987 of between
5 cents and 8 cents per share of Common Stock
under a formula in the agreement. The reduction
would decline in subsequent years over the deprec-
able lite ot the plant.

It 1s difficult to predict the final cost of the
project as it nears completion because of numerous
pre-operational items and imprecision in the timme
of tests and power ascension programs which must
be adjusted 1o meet problems as they anse.

Costs at the completion of the project, after
fuel is loaded, wil) include the accrual of AFDC at
about $18 million per month and direct costs of
about $5 mullion per month, until the plant 1s de-
clared in commercial operatioa.

The Company's first prionty 1s to get the plant
completed and operating as quickly as possible
without sacrificing quality. Delays would turther
Increase Costs.

A goal of the Company has been to raise n-

ternally at least half of its total capital requirements.

That aim has been met generally in the 1980s.

Now that Hope Creeck will be coming on line
and construction costs will drop signifr “antly for
the remainder of the decade, the Comipany's goal 1s
to generate all funds internally. This will reduce
pressure on the ratio of camings to fixed charges
associated with debt and preferred stock financings,
and will limit the need to issuc additional shares of
Common Stock.

Capital structure shows balance

The principal financial objective of the Company
continues to be a conservative capital structure that
reflects the increased nsk in the utibity business.
Maintaining this posture will enable the Company
to protect its migh credit rating and take advantage
of financial flexibility.

The Company hopes to achieve interest cov-
erages, before taxes, of at least 4 times, Another
objective 1s to continue reducing its long-term debt
ratio, which dropped from 45.8% at the end of
1984 to 42.4% in 1985,

11 1985, the Company purchased on the open

market and cancelled a total of more than $70
million of high coupon debt to help reduce interest
costs. Additional retirements of high cost debt and
preferred stock are anticipated in 1986 through
open-market purchases and early redemptions.

Dunng the vear, PSE&C ventured for the first
time into the European debt market to take advan
tage of lower interest rates. On December 10, the
Companv negotiated the sale of $75 nullion of 9%%,
10-year First and Retunding Mortgage Bonds, which
were sold m Europe. Entry into the Eurobond market
will save the Company an estimated $1.5 muthion
n mterest costs over the hite of the bonds, when
compared with the domestic market

In July, the Company issued $125 mullion
principal amount of 30-vear First and Refunding
Mortgage Bonds. Interest will be 999% in each of the
tirst three vears, and then the rate will be reset or
the bonds will be redeemed at par

The Company raised $177 8 million through
the public offening of 7 milhion shares of Common
Stock 1n January. Dunng the year, 1t raised $165.3
milhion from the sale of 5.9 million shares of Com-
mon Stock through s Dividend Reinvestment and
Stock Purchase Plan and emplovee benefits plans

The Company also generated $159.9 millon
by selling 6.2 million shares of Common Stock 10 a
nghts otfering. More than 88% of the shares were
purchased through subscripuion. Holders of Com-
mon Stock were issued rights to subscribe to one new
share tor every 20 shares they owned as of October
16. The subscnpuon prnice was $25.75, and the offer
ended on November 6

Proceeds from the sale of the stock and bonds
were used pnncipally to pay short-term debt incurred
as a result of the Company's construction program

Changes affect reinvested dividends
Major modifications of the Dividend Reinvestment
and Stock Purchase Plan became ette tive with the
start of 1986. About 92,000 or one-third of the Com-
pany's stockholders participated 1n the plan in 1985
First, taxes on dividends reinvested in qualified
utility reinvestment plans can no longer be deterred.
Congress did not extend the deferment granted
through 1985 by the Economic Recovery Tax Act.
The change should be considered 1n tax planning tor
the year. The Company urges cach parmicipant to
consult the Internal Revenue Service or a pnivate
advisor to determine individual tax consequences.



Second, the Company has eliminated the 5%
discount on shares purchased with reinvested divi-
dends. The change, made only atter considerable
deliberation because of the discount's populanty, 1s
in line with steps taken by other utilities. Since the
Company's construction program i1s winding down,
the need for new equity capital has diiminished.

The Company 1s continning the plan, however,

so that stockhelders can conveniently purchase
shares without paving brokerage commissions. The
Company 1s a'so now accepting Common Stock
centificates, held by stockholdérs, for deposit and
safekeeping in their reinvestment accrunts; future
dividends on those shares will be reinvested under
the plan.

Rate increase is requested

The Company filed a petition in December with the
Roard of Public Utilities (BPU! for an increase of
$6335 ‘nillion, or 14.2%, 1n annual revenues The
request includes an increase of $569.2 million, or
18.8%, in electric rates, and $64 4 million, or 45%,
N gas rates.

The filing 1s sizable because it asks that 100%
of allowable costs 23sociated with the construction
of the Hope Creek Generating Station be included
in the rate base.

The Company believes that the amount of the
filing attributable to Hope Creek will not be un-
reasonably burdensome on customers because im-
mediate benehits are denved from the savings in the
cost of fuel once the unit begins operation. Nuclear
fuel 1s less expensive than tossil fuels, such as o1l
and the petition reflects those savings.

The filing was timed so that a decision by the
BPU would coincide with the start of Hope Creek’s
commercial operation. Generally, the BPU takes
about nine months to decide a rate case.

About $81 mullion of the requested amount
would be used to pay additional New fersey gross
receipts and franchise taxes.

Adjustment clauses are revised
Gas customers’ bills were reduced, starting in
October, after the BPU approved a $35 milhon

decrease under the raw matenals adjustment clause.

The Company had onginally sought a $16 milhion
reduction, but entered into an agreement with the
BPU staff and the New Jersey Public Advocate for a
larger decrease as the cost of natural gas continued
to dechine.
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The reduction 1s based on estimated decreases
in the projected cost of gas, increased purchases ot
lower-priced gas on the spot market, anticipated
refunds from pipeline supphiers, and general changes
n a business that 1s becoming increasingly deregu-
lated. These conditions have meant good news for
customers, esp-cially homeowners, whose bills are
now about 4% less - han they were in late 1982

Llectnc custe mers hilis rose $137 4 million on
an annual vasts, commencing e July, under a
revision of the levelized energy adjustment clause
approved by the BPU It was the first increase in
more than three vears. As of the end of 1985, the
underrecovered electrc energy costs under the
clause were $283 milhion.

When it approved the 1985 change in the
energy adiustmens clause, the BPU deferred — until
the Company's next apphication for a revision -
consideratt n of $70 muliion of replacement energy
costs associated with certam outages at the Salem
Generating Station. The outages invelve failures of
the clectric generators at Salem 1 and 2. One of the
outages 1s now the basis of pending lawsuits against
Westungh-use Electne Corporation, the supphier of
the station’s turbine-generators.

In addition, tne BPU disallowed $19.6 mullion
in replacement costs related to certain outages at
Peach Bottom and $2.9 mulben at Salem, These dis-
allowances reduced net income, after taxes, by $12.2
million; the subsequent etfect on carmings of the
wnite-ott was 10 cents per share of Common Stock.
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3 cents after taxes. The Company 1s seeking regula-
tory approval to recover these losses in its current
base rate case.

Future regulatory action mav require a change
in the ievel of annual amortization, or could require
the immediate wnte-off of any remaining unamor-
tized balance existing at that ime. Any amount not
recovered, in the opinion of management, would not
have a matenal effect on the Company's position or
resulits of operations.

At vear's end, there were reports that the
United States may consider imposing mmport quotas
or. uran_um, which could lead to higher pnces in
the future.

The Company continued, however, to focus on
COSt-saving measures. An INCENtIve price provision
in a new uranium ennchment service contract will
lower enrichment costs by an estimated $50 nmillion
through 1990. The amount is on top of an estimated
$65 million savings stemming from consohdation of
a number of previous agreements under the confract,
which the Company signed last year with the US
Department of Encrgy. In September, a federal judge
in a case to which the Company was not a party
ruled that these new contract forms of DOE for the
enrichment of uranium are null and voud. The par-
ties involved in those proceedings have appealed,
and the Company has joined a group of other utih-
ties in seeking to have the decision overtumed.

By the end of 1985, the Company had paid the
Federal government $79.7 mullion in fees to fund the
eventual transportation and permanent disposal ot
spent nuclear fuel. The fees were paid in accordance
with the Nuclear Waste Policy Act of 1982, which
requires utilities to fund the program at a rate of
one mill per kilowatthour of nuclear energy pro-
duced. The cost to the Company 1s for its share of
energy produced by the Salem and Peach Bottom
generating stations.

Purchased power yields savings

During 1985, 30% of the Company's energy output
came from the purchase of relatively low-cost power
from neighboning electric utilities, mostly through
the Pennsylvania-New Jersev-Marvland PIM! Inter-
connection and the Allegheny Power System. The
purchased energy was generated pnmanly by coal
and thus replaced more costly oil- and gas-‘ueled
generation.

Salem 1 highlights nuclear generation

With Salem Generating Station's Unit 1 leading the
pation 1n electnc generation, the Company's nuclear
performance showed significant improvement in
1985 The results manitested the Company's basic
goals of maintaining satety, demonstrating reliabiliey
and upgrading the cconomic comperitiveness of
nuclear energy

Nuclear generation came from four operating
units. the ownership of which the Companpy shares.
Two units are at the Salem station, which the
Company operates, and two are at the Peach Bottom
statior in Pennsylvania which Philadeiphia Electra
Curapany operates. PSE&C bas a 42.589% interast in
Calem, and a 42.49% mterest in Peach Bottom. Its
share of tota! output was 8 352 592 megawatthours
1 e1l had been used to generate this electncity, there
woald have boeep an additional cost o customers of
about 8360 malhon.

Durning one period of the year, Salem 1 was on
line for 277 consecutive days, breaking its previously
longest run of 88 davs and establishing 2 new mark
for all PSE&C generating units, regardless of foel.

On December 16, Salem 1 became the record
holder for a year's gross electne power produced in
the United States when 1t reached 8969 747 mega-
watthours. The 1179 megawatt unit won the distine
tion by surpassing a record held by a 1300-megawatt,
coal-fired plant. Mountaineer Umit | in West
Virgimia. By vear's end Salem | had produced
9,379,960 megawatthours.

The new record for power produced by any type
of generating station-nuclear, coal, ol or natural
gas—came three davs after Salem 1 had established
a new record for generation by a nuclear umt In
reaching 8,892,300 megawatthours, it bested a record
set by Peach Bottom 2 in 1979

Salem 2 was returmed to service in Apnl after
its failed generator was replaced with one that had
been purchased tor Hope Creek Generating Station's
Unit 2, the construction ot which had been can
celled in 1951

Peach Bottom 2 was returned to service in July
after refucling and correction of generic piping prob-
lems. Peach Bottom 3, the other unit au the station,
operated well before it was removed from service in
July for refueling and piping work. It was scheduled
to return in the first quarter of 1984
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Nuclea operationsare improved
Hope Creek approaches completion

Nuclear training accredited




Distribution systems are impiroved

. \

Suppliies are stable

Gas Operations
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Daily capacity increases
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interstate pipeiine transportaton. As a result, there
may ¢ /entually be substantial changes in the

way natural gas 1s marketed, which would lead to
mcreased competition.

The Company introduced, in August, a new
rate that it will charge tor the transportation of gas
which large volume customers purchase directh
from third parties. A number o customers have
made such purchases, arranged for interstate pipe-
lires to transport the gas to PSE&G, and used the
Company's transportation service to deliver the gas
to their facilities. These direct purchases may result
in substantial savings to the customers, largely
through the partial avoidance of gross receipts and
franchise taxes which represent neariy 14% of the
cost of regular gas service.

EDC's levels remain high

Energy Development Corporation (EDC), the
Company's exploration and production subsidiary,
supplied 8% of the total gas purchased by the
Company in 1985. Durnng the previous year, EDC
accounted for 6% of the Company's supplics.

Revenues from the sale of natural gas and oil
were $94.3 million, up 19.6% trom the 1984 hgure.
Net income fell 8.1% to $9.5 million, due to 1n-
creased amortization charges.

In 1985, EDC dnlled 45 wells, 13% less than
last year. Twenty-eight were onshore and 17 were
offshore. At vear's end, 13 were still being drilled.

Onshore operations took place in the Gulf
Coast regions of Texas, Louisiana, Mississippi,
Alabama and Flonda. Fourteen wells were success-
ful, and 14 were abandoned. Offshore activities in-
cluded exploratory drilling on 14 lease blocks and
development drilling to delineate pnor discoveries.
Six wells were successtul, and 11 were not.

About 48% of EDC's 1985 gas sales was deliv-
ered through Gasdel Pipeline System Incorporated,
an EDC subsidiary.

Distribution expands
The Company continued in 1985 to install new gas
mains and services at record levels. Nearly 300 miles
of mains and nearly 275 miles of services were
placed throughout the Company's service termtory.
In addition, some 30,000 new gas meters were in-
stalled, the most since the 1950s.

A major project involved the relocation of
18,000 feet of mamns and 500 services as part of a
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sewer construction project in Camden. The Company
negotiated an agreement with the Camden County
Municipal Utihities Authonty to be rexmbursed a
total of $1.12 million, essentially the overall cost of
the Company's work.

Training upgraded

The Company announced that all employees in-
volved in gas apphance service will undergo specially
developed, hands-on traming to prepare them tor
work on advanced gas-hired ¢quipment that 1s now
on the market. The program was launched after a
pilot study completed in May showed a considerable
improvement in service capability among emplovees.

Service to Customers

In 1985, the Company demonstrated repeatediy its
deep concern tor the New Jersevans it serves, as
the number of customers reached 2 mitlion for the
first time

Employees meet the test

Electnic service to more than 239 000 PSE&G cus-
tomers was interrupted by Humcane Glona dunng
1ts rampage through the state on September 27,
Crews worked around the clock and restored all
power within 48 hours.

The Company then responded to appeals for
assistance by dispatching 68 crews to areas of Long
Island, Connecticut and Massachusetts to help
utihties there restore service to their customers.

On Labor Day, clectnic and gas crews cooperat:
ed with firehighters batthing a blaze that destroved
40 acres in the heart of Passaic’s industnial section
One volunteer, Willlam Koenemund, who worked in
the Company's clectne transmission and distnibu-
tion headqguarters 1n Secaucus, died of a heart attack
while ighting the fire as a member of the Secaucus
Fire Department. Later, the Company oftered bill-
payving assistance to customers who were left home-
less and yobless by the blaze

In mid-October, exght gas distribution crews
and 20 scrvice personnel answered an appeal from
the Brooklyn Union Gas Company. Water from a
broken main had entered the gas distnbution system,
causing widespread outages over a 100-block arca
and torcing Brooklvn Union to seek restoration
assistance from other utilities.

Quality and efficiency emphasized

The Company maintained its aggressive approach |









in mnstituting programs and projects to improve the
quality and efficiency of service to all customers.
The hallmark of the effort remained its “Challenge of
Canng” program that was begun in 1983 to emphasize
to employees the importance of good customer re-
lations. And PSE&G continued to stay tuned to the
thoughts and ideas of customers by supporting for a
third vear, three consumer advisory panels.

In 1985, the Company started sending bills in
Braille to blind customers. It made arrangements
with a number of additional financial institvtions to
accept bill pavments from customers. And 1t ex-
pedited receipt of payments through the mail by
adding bar-coding to repiy envelopes.

The Company’s ongoing effort to assist low-
income customers took a creative turn when the
Company purchased discounted natural gas from
Citizens knergy Corporation (CEC), a Boston-based
energy cooperative Licaded by Joseph P. Kennedy IL
CEC'’s profits were then donated to the Salvation
Army, which administers Project Volunteer For
Energy, the Company's matching fund program to
help qualified needy farmlies pay their utility bills.

Intense collection activities dunng the year
resulted in a sharp reduction in late and unpaid
bills. The net write-off of uncollectible accounts in
1985 was $27.6 million, down 31% from the 1984
amount of $40.2 million.

The Company expanded its efforts to prevent
energy theft by increasing its investigative staft
throughout its service terntory. In 1985, 4,204 cases
were completed, producing billings of $2.1 milhion,
compared with 3,793 cases completed in 1984,
yielding billings of $1.5 milhon.

During 1985, marketing activities concentrated
on sales involving minimal capital investment by
the Company and emphasized the benefits of electnc
and gas to meet energy needs. Overall, the efforts
will mean $42 million in additional revenues annu-
aily for the Company.

An aggressive advertising campaign encouraged
homeowners to switch from oil to natural gas for
heating purposes. There were 12,306 residential
conversions reported during the year, compared with
11,160 in 1984, Residential gas heating installations
in new homes totaled 17,238, compared with 12,190
in the previous year. In addition, 2,154 industnial and
commercial customers changed to gas.

In April, the Company received a marketing
achievement award from the Amenican Gas Associ-

ation for its oil-to-gas conversion campaign. The
Company was honored for its direct selling, adver-
tising, and personnel traming acuvities and for its
cooperation with plumbing and heating contractors.

Electric heating was promoted, in large measure
tor new construction. Heat pumps were installed
m 2884 new dwellings Electric heating installed in
mndustrial and commercial buildings resulted in
additional loads of 70,236 kilowarts, compared wich
52427 kilowatts in 1984

Sales of efficient hugh-pressure sodium and
other vapor lights sct a new 2ll-time record, as a
result of the Company's dusk-to-dawn lighting pro
motional activities. There were 10,937 units reported
sold, compared with 7 373.1n 1934

Conservation remains sirong

New Jersev's residents continued to exhibit their
-nthusiasm for conservation as a means of saving
energy and money.

“Seal-Up and Save” served again as the central
them~ as the Company camed its message to cus-
tomers in a vanety of ways, For example, some 10,000
low-income electnc and gas customers attended
special workshops at 80 locations. The workshops
were held in cooperation with local community
acdion agencies to outline the benehits of conserva-
tion and demonstrate energy-saving measures such
as home weathenzation.

Under the low-income program, 9,500 weather-
ization kits were distnbuted, while the homes of
17 000 customers were weatherized free In addition,
$250,000 was given—tor the third consecutive year—
to community action agencies for low-income con-
servation efforts.

Home energy audits increased to 39850 in 1985
from 27,250 in 1984, while commercial energy audits
totaled 1,300, compared with 100 a year earher

The Company's energy conservation center in
Newark handled more than 180,000 telephone
inquiries and 380,000 letters as interest in the sub-
ject boomed. During a stretch in August, the center
recerved about 1,100 customer calls daily concerning
the Company's offer of free home energy surveys.

‘Conservation on Wheels,” the Company’s
mobile energy van, visited vanous locations dunng
th= year, ranging from shopping centers to large
companies that gave their employees the time to
tour the vehicle. The van attracted 62,000 visitors
in 1985, traveling some 6,000 miles



New activities in 1985 enabled customers
having difticulty paving their %ills ard customers
chigible tor lifehine credits to take advantage of con-
servation nstallavions, valued at up to $200, in their
homes. About 4,500 have participated.

The Company also offered for the first time, 1n
1985, §15 discounts on clock thermostats, and by
years end 78100 costomers had regquested coupons.
The discount program compiemented the Company s
continwrg offer of rebates on the purchase ot high
efficiency heat pumps and air conditioners. More
than 26,000 rebates totahing $2.9 milhon were made
to customers in 1985

In addition to its own conservation programs
the Companv budgeted $140,000 to help underwnte
a state-sponsored, cost-beneht study of conservation
efforts, and supported, through a $360 000 grant,
the newly established New Jersey Energy Conserva-
tion Laboratory at Princeton University.

The quality of the Company's conservation
activities and efforts was widely recognized in 1985
Both the United States and New Jersey Departments
of Energy honored PSE&G with awards tor energy
conservation innovation. On the local level the
Union County Urban League cited the Company for
its low-income conservation programs.

On the Cutting Edge

ln 1985, PSE&G engaged in a number of activities
to keep pace with rapidly developing and chang-
mg technologies that will very likely figure 1n the
Company's future responsibilities as one of the
nation's largest electric and gas utihities

Non-utility generation planned

Dunng the vear, the Company signed four agree-
ments to purchase electricnty from non-utility
generation developers. The contracts will bnng to
109 6 megawatts the Company's total supply of non-
utility generation. The new projects are:

« The Essex County resource recovery facility,
locared adjacent to the Essex Generating Station in
Newark. It will have a maximum production capacity
of 79 megawatts and be fueled by mumcipal sohid
waste. The Company expects to begin receiving
elecuricity in 1988

» The Dundee Dam hvdroelectric project, on the
Passasc River in Clifton. It will produce 2.1 mega-
watts, with the first delivery of energy to the Com
pany set for 1986,

* The Great Falls hydroelectne project, on the
Passaic River in Paterson. It wall produce 11 megawatts
and has a startup schedule planned for late 1986,

* A turbo-expander power generating svstem,
located at a gas metenng and regulating station in
Hamulton Township. The installation, set for op-
eration i 1986, will produce 29 megawatts by har-
nessing the encrgy that results trom a process to
reduce the pressure of pipeline natural gas to the
desired pressure of the gas for utihty distnbution.

On June 18, the Company began receiving
power gencrated by a 2 6-megawatt methane gas
recovery project at Kinsley's Landtill in Depttord.
The landhll gas, composed pnmanly of methane and
carbon dioxide, 1s produced by the decomposition of
solid waste. The recovered gas tuels tour diesel
engines from which the electricity 1s obtained

By the vear 2000, the Company anticipates that
about 500 megawatts of non-utility generation wall
be installed throughout its service terntory. This
will help offset the need to build a new generating
un:t by then.

Coal-based generation is studied

The Company continued its investigation of new and
developing coal-based generation technologes for
possible use m its electne power system bevond the
year 2000. Studies indicate that coal gasihcation and
fludized-bed combustion technologies, currently
being developed for large-scale electnic power produc-
tion, can offer PSE&G future encrgy alternatives

Fossil units to be upgraded
Extending the hife of tossil-fired gencrating units 1s
the subject of an ongoing study that was given in-
creased attention by the Company in 1985. Plans are
in the making to maintain the reliability of the tossil
steam units in the Company's system and to extend
their operating hife.
The life extension program is essential since
no new generating capacity s planned for the
halance of the century. The program will involve the |
development of turbine/gencrator ultrasonic inspec-
tion and analysis technigues to help determine |
the remaining operating hife expectations of costly
components 1n a genciating unit

Work begins at Merrill Creek

Construction of the Mernll Creek Reservoir was
started in September after the acquisition of a
number of permits. When completed, the reservor
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corporate or administrative otfice expansions n
excess of 100,000 square feet. Dunng the year, the
state experienced an overall job gain of 4%, placing
it above the national average.

The development boom continued in certain
highly attractive areas, such as the Hudson River
waterfront, the Meadowlands, the Pnnceton-Route |
corndor and the Burlington Courty region.

A clear illustration of the intense development
under way n the state is m builder projections tor
an 18-mile stretch along the Hudson: 24 milhion
square feet of office space, 28,000 residential umits,
1.5 miilion square feet of retail space, 2,500 hotel
rooms and 10 marinas—all resulting 1n as many as
80,000 new jobs.

The trend to rejuvenate the state's inner cities
was unabated in 1985 as a number of companies
took advantage of PSE&G’s innovative area devel-
opment electnc rate. Companies which move
into or expand in 10 communities are chigible for a
discounted rate. The communities are: Newark,
Jersey City, Paterson, Elizabeth, Camden, Trenton,
East Orange, Hoboken, Union City, and Plainficld

The area development rate augments the
state’s enterprise zone program, which permits
municipalities to offer tax incentives, grants and
low-income business loans to retain or attract com-
panies. in 1585, the prograns's first full vear, five
zones—Newark, Camden, Trenton, Plainfield and

Bridgeton—attracted $125 million in pnivate invest-

ments and the creation of 8,300 permanent jobs. By
year's end, five more had been designated. Jersey
City, Kearny, Elizabeth, Orange and a joint zonc of
Vineland and Millville.

To assist developers 1n finding business
locations. the Company and the state produced a
“New Jersey Map” The map delineates economic
development factors such as major railway lings,
highways and exchanges, and other important sitc
location teatures.

Community service continues

A proud tradition of commumity involvement by
the Company and its emplovees was continued in
1985. Representatives of the Company participated
in a wide range of civic and cultural activities.
Through an internal program, all emplovees were
encouraged to serve as volunteers in organizations
in their home communities and in the mumcipali-
ties in which they work.

In the educational arena, about 140,000 teach
ers and students attended workshops and programs
and received vanous energy reference matenals

Varous Company programs, including those
conducted by Commumity Aftairs and Speakoers
Burcau represcntatives, reached searly 322 000 per
sons. The Second Sun, the energy intormation center
at the Salem and Hope Creek Generating Stations
underwent renavation and attracted 18400 visitors
About 2,300 persons toured the Company s other
gencrating stations.,

Employee orientation improved
More than 13,000 persons worked for the Company
in 1985, and their dedication remained the backbone
of dependable and rehable service to customers

In 1985, a two-day onentation program for new
employees was introduced to help set a positive
motivating tone as they begin thewr carcers The
program focused on performance expectations, job
standards, safety considerations, and relanonships
with supervisors and colleagues

Changes in organization
Frank P, Libnizzi regired as Vice Presudem
Production on March 2, 19585 after more than 38
years of service

The Board of Dhrectors elected Corbin A
McNeill, Jr. as Vice President - Naclear and redesig
nated Richard A Uderits, tormerly Vice Presidem
Nuclear, as Vice-President -Production. hoth
effecuve March I8, 1985

Wilhiam E Scote, Setuor Execative Viee Pres:
dent, revired on Mav 1, 1955, after 13 years of service

Upon the retirement of Robert | Selbach as
Vice President — Transmission and Distnbution,
after more than 38 vears of service, the Board ot
Directors redesignated Rudolph 1D Stys as Viee
Mesident— T ransmission and Destrbution, eftes
tive June 1, 1985

On june 29 1985 Robert M. Crockett retired
as Vice Pressdent- -Fuel Supply after more than
37 vears of service. The Board of IDirectors clected
Robert F. Steinke, Vice President—Fuel Supply
eftective June 29, 1985

lames B Kandel, Ir, a Seruor vice Presudent ot
the Company since July 1, 1974 died suddenly on
june 15, 19%5 The Board of Directors and the
management of the Company deeply regret the loss
of this distmguished and able executive othcer

e
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The management of Public Service Electne and Gas Company is
responsible tor the preparation, integrty and objectivity of thic
financial statements of the Company. The financial statements
are prepared in accordance with generally accepted accounting
principles apphed on a consistent basis and reflect estimates
Based upon the judgement of management where appropriate.
Management behieves that the financial statements present faurly
and consistently the Company's financial position and results

of operations. Information in other parts of this Annual Repornt is
consistent with these financial statements

| trols to provide reasonable assurance that assets are sateguarded
| and that transactions are exccuted in accordance with man

| agement’s authonzation and recorded properlsy. The system is

[ designed to permont preparation of financial statements in sccond
i ance with generally accepted accounting principles. The concep.
| of reasonable assurance recogmizes that the costs of a system

| of internal controls should not exceed the related benefits

L Management belicves the effectiveness o this svstem s

| enhanced by a progran. of continuous and sclective tramning of

|

~ Financial Statement Responsibility

l

The Company mamtams a system of internal accounting con-

emplovees, In addition. management has communicated to all
employees ws Pelicies on Business Conduct, Company Assets and
Internal Control
The Internal Auditing Depantment of the Company conducts
audhts and apprasals of accounting and other operations and
cvaluates the ettectivencess of cost and other controls
The hirm of Deloitte Huskins & Sells, independent certihed
pubhic accountants, s engaged to examne the Company’s hnan
cral statements and issue an opimon thereon. Thewr exanunation
s comducted in accordance with generally accepted auditing
standar ¢ and inclades a review of intemal accounting controls _‘
and tests of transactions |
The Board of Directors carnies out its responsibility of finan |
cial overview throagh the Audit Commuttee, currently consisting |
ot stx directors who are aot emplovees of the Company The
Audit Commuttee meets peniodically with management as well as
with representatives of the mternal auditors and the independent
certified public accountants The Commuttee reviews the work
of cach to ensure that thew respective responsibilities are being
carmed out, and discusses related masters. Both audit grovps have
full amd Bee access o the Audit Commuttee




Statements of Income

ds o t 1985
Operating Revenues
Electric $3,000 564
Laas 1,408 490
Total Operating Revenues 4,409 054
Operating Expenses
Uperation
I r Blect { Cra i ! 985,966
Las chas Matcenals ) K24 64K
Ottt 546,267
| ANCL Z?I,ﬂ"
ey ition andd An 222,963
Amortization of Mro 55,263
laxe
Fed X 266 379
N ross R 557,270
o 51075
otal Operatung Ex 31,781,268
Operating Income 627,786
Other Income
Allowang ’ 127,397
kg . 9627
Mis i 587
Fotal Other | 137,611
Income Before Interest Charges 765,197
interest Charges notc »
g-Ten t 276,227
Short-Term | 5,788
) 7,278
Total inter Cha 789,293
W ani } (68 44K
Net Iy rc har 220,805
Net Income 544,552
1) jends on Cumula
$1.40 Drwidend Preter 60,002
Earnings Ava/lable for Common Stock S 4K4,550

Shares of Common Stock Ouistanding
Fndd o

ik )’

131,698,517
122,344,270

Eanings per Average Share of Common Stock

$3.9¢

Dividends Paid per Share of Common Stock

$2.81




Balance Sheets

Assets

Tho ¢ 1
i isands |

Utility Plant — Onoina «1

Electnic Plamt

1985

$ 5268113
1,290,330
264,106
120,888

6,943,437
2,502,594

4,440 843
3,997,772
36,112

8,474,727

Other Property and Investments

STMCNLS 1 Adva

13672
250,598

264,270

Current Assels

13,667
24,716
30 466

156,518
210416
224,069
75,551
21,572

986,975

Deferred Debits

215,232
174,076
48,823
31,623
3 862

264,039

23,426
761,081

(3. 4]

118 )

$10,487,053




Capitalization and Liaocilities

S 2508 945
557

26,185
1,232 849

1.768.536
554,994
65,000
5,164 641
58,31y

T.611,508

72,750
57 895
107,000
287,290
545 802
96,791
25139
84,065
87 669
0,662

1,435,063

579,541

90,4585
69,105
18,725
13,106
121,458
7,9
(27,1100
547,169
20,212

1,440 482

S$10,487,053




Statements of Changes in Financial Position

1985
Funds Provided
Net Income $ 544552 y 4 $ 3%

Depreciat ind Amortization 329,938 : 462K
Recovery (Deferral! ot Electnc Encrg s | ' 43422 33

Depreciation i A tizat 7193 3
roperty Losses ({10,772) i
Deterred Electnic Energ Ga (19,7200 i N4
Other 4,544 3
stment Tax Cr 5 t 131,358
Funds ' ( tr \ (195,845) ~
Eaimines of Suhs (9,627) O
Other (9,042

K71.656

y

199,118

499,905 34 e

548 }
699,571

$1,571,227

Funds Applied
\ ddie . : $1,024,244
106,805

6,172 ¥

Reductior g 202 855 : 50X
Reduct i v — 72,750

(37,108)
37,108
17,835

1,730 661

Changes in Working Capitai —
t-Toer t (47 811)
(90,437
66,555
(52,137)
28 067 1214 4
135,726) X
(27,945) NK
(159,434) ‘ 3

$1,571,227




Statements of Retained Earnings

1 1985
Balance Januvary 1 $1,098.219 S } S SxN
Add Nct Income 544,552 ’
Tota 1,642,771
Deduct
Cash D
Preferred Scock, at o red rates 58,121
$1 40 Dividend Preference Commen Stoc) 1,881
‘ Comn Mix 346,803
Fotal Cash Dividends 406 805
'\.:',.: tOCK ¢t < SS ,,ll’
Total Deductions 409922
Balance December 31 $1,232 849
‘_-;

Independent Accountants Opinion

Deloitte
Haskins Sells

To the Stockholders and Board of Darector
Public Service Electric and Gas Compan
'AI

fate

posit

3

DLt kot ddld



Statements of Capital Stock

1985

Norpari'.ipating Cumulative Preferred Stock
With Mard2 ory R npt
SN

5 J $ 22750
35,000

72,750

N
s

k with M wory Redempt S 65,000

$ 55499

N

oW o mC W O WC o = w =

e I

Dividend Preference Common Stock and Common Stock

T $2,508,945

Notes

1585
& ' 17,500




First and Refunding
Mortgage Bonds

50,000
ol 000
60,000
50,000

50,000
40.000
40,000
60,000

60,000
75,000
75,000
75,000

98,000
69,300
80,000

125,000

90,000

9,730
CURLL
60,000

125,000
59,900
100,000
100,000
119,750
87,500
100,000
43,300

958 500
100,000
125,000
75,000
7463
7338

14,300
42,620

2,990
23,500
64,000

150,000
156,000
130,400

4,600

S3.01K,391

3,237 448

55,250

3,182,198

”\

(17,55

$3,164 641
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Notes to Financial Statements

1. Federal income Taxes

A reconcrhation of reported Net Income with pretax income ar Laxa come which w ‘ reate the rrent tax lia 'y
4 ! 3 ’ 1 ¥ 1 1 . 3 'y "t " v . ]
of Federal income tax expense with the amount comy < ;
multipiving pre<tax imcome by the statutory Federal mcome tax | taxa " 1 the o estimated

15 as ilows

rate of 46

1985
$544.553

75214

o i iy 57,549 : ' .
Pl N . 133816
PCrating 266,379 i
1 t 4118 : 2 Investments in and Advances to Subsidiaries
270,497

815,050

.27
$805.423 §

$370,495

1985

AXCS af t provid T out 13 - $ 66104
167 348

233482
17,118

(90,089 $250 598
} ; (18,083)
ther 9927
(65,168
(34830
(99 998)

$270,497 s

$ B $

$ 20,648 : .
{10,772}
72,108
(19,720)

(5,765) ' i ok LN " . ¢l NG b -
2891
I
(1,429)
36,901

$ 57,549 : ' 3. Compensating Balances

PUIDOSE At [ e r 3 ~
ncome tax rer

ha not been provide i

ited deterred me tax it ti
WOUIAd W approx it SolX)n
ontir r FOLE i

fitterent r



4. Deferred items

Abandonment of Atlantic Project

In December 1978, the Company cancelled the Atlantic nuclear
plant project. The BPU authonzed the Company to recover a
portion of the costs of the project over a penod of 20 vears com-
mencing in Apnl 1980 Such costs are being recovered at the rare
of $15.1 million annually, less related taxes of $6.3 million. No
return 1s being eamed on the unrecovered balance.

Abandonment of Mope Creek Unit No. 2

In December 1981, the Company abandoned the construction of
Hope Creek Nuclear Generating Station Unit No. 2. In March
1982, the BPU authonzed the transfer of $112 milhion of Hope
Crecx 2 costs to Hope Creek | and the recovery of all after-tax
abandonment costs for Hope Creek 2 from customers through the
electne levelized energy adiustment clause. The recovery is over
15 years on an accelerated method and commenced i June 1982
Duning 1986, the amount to be recovered 1s estimated to be
$27.9 million, less related taxes of $11.4 million. No retum 1s
being earned on the unrecovered balance.

Abandonment of LNG Project

In December 1984, the Company abandoned its investment in
certain faciiities for the storage of hiquetied natural gas of its
wholly-owned subsidianes, Energy Terminal Services Corporation
(ETSC! and Energy Pipeline Corporation (EPCL. As a result of this
abandonment and prior to regulatory approval, the Company's
investment of approximately $69.3 million, less tax savings of
$27.9 million or the net amount of $41.4 million, was deferred and
is being amortized over a seven-vear penod commencing in 1984
at a rate which will reduce net income by approximately

$6 million per year during that penod.

Abandonments of Uranium Projects

In September 1985, the Company terminated a 1976 uranium
supply agreement with Sequovyah Fuels Corporation (Sequoyah),
a subsidiary of Kerr McGee Corporation. Under the agreement,
as amended, Sequoyah was to have provided up to 4.2 million
pounds of uranium and the Company had advanced $27 4 million
as of September 30, 1985 to finance the related mining facilities
which had not been recovered through the purchase of uranium
The project had been in a stand-by status since 1980 because of
the availability of uranium on the open market at prices which
were substantially less than those applicable under the contract
Thus price disparity is expected to continue for the foreseeable
future.

In December 1985, Philadelphia Electric Company terminated
its Lee Mine uramum supply project, in which the Company had
participated as a co-owner of Peach Bottom Generating Station
In addition, the Company terminated the Homestake Mining
Company contract, dated February 25, 1976, for the exploration
and development of uranium. The total loss of these projects when
combined with the Sequoyah loss amounts to $37.1 million

As a result of the abandonments and prior to regulatory ap-
proval, the Company's net unrecovered advances of $21.7 million,
after related tax savings, were deferred and are being amortized
over a seven-year penod commencing in 19585 This amortization
will result 1n a charge against net income of approximately $3 1

million per year. The reduction in earnings per share for the vear
1985 is 3¢.

Future regulatory action with respect to the abandonments of
the LNG and Uranium Projects may require a change in the level
of annual amortization, or could require the immediate wnte-off
of any remaming unamortized balance existing at that time
Any amount not recovered, in the opimion of management, would
not have a matenal eftect on the financial position or results
of operations of the Company. The recovery of the losses and any
return on the unamortized balances will be determined in the
current rate proceeding

Underrecovered Electric Energy and Gas Fuel Costs—net
Recovenes of electric energy and gas fuel costs are determuned

by the BPU. At December 31, 1985, underrecovenes under the
clectnic Levehzed Energy Adjustment Clause (LEAC) were $283.3
miliion, while overrecovenes under the gas Raw Materials Ad-
justment Clause (RMAC! amounted to $19 2 million. Earnings

are not directly affected by increases or decreases in the costs of
fuel or interchanged power, because such costs are adjusted
monthly to match amounts recovered through revenues. However,
the camrying of underrecovered fuel costs ultimately increases
hinancing costs

Electric

On July 11, 1985, the BPU authonzed an increase in the LEAC of
$137 4 mallion on an annual basis commencing luly 11, 1985,
deterred consideration until the next LEAC proceeding of $700
million of replacement energy costs related to the Salem generator
tailures referred to below, and disallowed the recovery of $22.5
million of replacement energy costs which had been contested in
the most recent proceeding, This LEAC rate 1s presently scheduled
to be in eff=ct for an 18-month penod. The $22.5 million dis-
allowance reduced 1985 net income by $12.2 million, net of tax,
or approximately 108 per share of Common Stock.

A major reason for the large underrecovenes durning the pre
ceding LEAC peniod was extended outages at the Salem Generat
g Stanion, Units | and 2 and Peach Bottom Generating Station,
Umits 2 and 3 in which the Company shares ownership. These
outages nclude an outage resulting trom reactor tnp breaker
tatlures and tailurc of the electric generators at Salem, and outages
as a result of mrergranular stress corrosien pipe cracking (a gen-
enc problem with bailing water reactors! at Peach Bottom
Cras
On September 26, 1985, the BPU approved a Supulation that had
been entered inta by the Company, BPU Staft, and Public Advo
cate of New Jersey which will reduce revenues under the RMAC
by $35 milhion for the penod October 1985 through September
1986, including a one-time credit to customers’ bills reflecting an
$11.3 mallion reduction i gas costs which was implemented in
October 1985 The reduction is based on estimated decreases in
the projected cost of gas, increased purchases of lower cost gas on
the spot market, the return of an overrecovery amd associated
interest related to the RMAC penod that ended September 30,
1984, and anticipated refunds from pipeline supphers

Unamortized Debt Expense

These costs, associated with the issuance or reacquisition of
debt, are deferred and amortized over the lives of the related
1ssue. Amounts shown in the balance sheets consist pnincipally
of costs associated with the Company's tender offer for its 12%
Series E Mortgage Bonds which mature in October 2004, The
Company expects to amortize $1.1 milhion of these costs in 1986



5. Bank Loans and Commercial Paper

7. Commitments and Continge~t Liabilities

Bank loans represent the Company's unsecured promissory notes
issued under credit arrangements with vanous banks and have a
term of eleven months or less.

Commercial paper represents the Company's unsecured
bearer promissory notes sold to dealers at a discount with a rerm
of nine months or less. Certamn information regarding short-term
debt follows:

(Thousands of Dollars 1954 1983

Balance at end of vear SINS N SIA80u
Maximum amount outstanding ar
any month end
Avcrage daily vutstanding
Weighted average annual interest !
rate i SN | v A%
Weighted average mterest rate for |
commercial paper outstanding ! !
at vearend K 26%

$161 %K)
§ T

S185000
§ 55300

|
'S L

6. Pension Plan

Information on accumulated plan benefits and net assets of the
Company's pension plan are as follows:

Thousands of Dollars_ December 31 s

!

; Actuanal present valuc of accumulated
| plan benchits

| Vested

L Nonvested

|

75,322
$565 808

-

Assumed ratc of retum ! K5%
Miarket value of Plan Net Assets | Sed7 087 50w

Pension costs for the past three vears were charged as follows

r

Thousands of Dollars 1985 1984 1983
Operating Expenses 852,155 $55 294

$56.360)
Uttlity Plant | 14743 13,296 12108
Total Pension Costs  $66898

SEX ) ! $68.159
emm———p e
In December 1985 the Financial Accounting Standards Board
1ssued Statement No. 87 —Employers’ Accounting for Pensions
which requires tuture changes for the accounting and reporting ot
pension costs. The Statement requires a standardized method for
measunng pension cost, expanded disclosure of the components
of pension plans in the Notes to Financial Statements, and re
cording of a hability on the balance sheet when the accumulated
pension benefit obligation exceeds the fair market value of the
pension plan assets. The provisions of Statement No. 87 are cffec
tive for calendar year 1987 financial statements, except that the
liability recognition provisions, if any, are not effective until 1989
As shown above, the fair market value oi the plan assets ex
ceeded the accumulated pension benefits as of December 31, 1955

Construction and Fuel Supplies
The Company has substantial commitments as part of its con-
struction program. Construction expenditures ot $3.0 bilhon, in
cluding about $240 millon of AFDC, are expected to be incurred
dunng the vears 1986 through 1990 In addition, the Company
has commitments to obtain sutficient sources ot tuel for electne
generation and adequate gas supphes

The principal prosect in the Company's current construction
program is the Hope Creck Generating Station [Hope Creek ),
which consists ot a 1,067 megawatt nuclear unmit owned 95'% by
the Company and scheduled tor operation i 1986 As of Decem
ber 31, 1985, physical construction was essentially complete. The
overall start-up, testing and tumover of plant systems was about
93% complete at that date. As of December 31, 1985, the Com:
pany had expended approximately $3.7 billion including §726
million of AFDC, with respect to its share of Hope Creek

On November 25, 1985, the Company announced that fuel
loading at Hope Creek had been delayed until some time in the
first quarter of 1986. Earlier estimates had called for fuel to be
loaded around the beginning of 19¥5 Commercial operation s stll
scheduled for the second half of 1986, As a result of the revised
schedule, the estimated overall cost for Hope Creek 1s presently
expected to be between $4.15 bilhon and $4 3 bilhion. This exceeds
the cost cap referred 1o below. The actual cost will depend, in
large part, on the date of commercial operation, which is difficult
to predict as the project nears completion because of numerous
pre-operational items and imprecision as to the timing of the tost
ing and power ascension programs which must be adjusted to
meet problems as thev may anse. Costs at the end of the project,
once tuel is loaded and construction 1s complete, wall involve the
accrual of AFDC of approximately $18 mullion per month, plus
direct costs of approximately $5 million per month, antil the unit
15 placed in commercial operation, Project delays will only serve
to further increase costs. Theretore, the Company s first pnonty 1s
to get the plant completed and operating as quickly as possible
without sacrificing quahity. Fuel loading and operation require a
license from the Nuclear Regulatory Commission INRC! which
has been applied for Issuance of a license 1s within the sole
discretion of the NRC

Hope Creek construction costs are subject to a Cost Con
tainment Incentive Agreement approved by the BPU in luly 1983
The Agreement, which the Company entered into in 1982 with
the New Jersey Department of Energy and the New Jersey De
partment of Public Advocate, established a target cost of approx
imatelv $3.8 billion and a target in-service date of December 1986
There is an carmings penalty f Hope Creek 1s completed in excess
of the cost cap. Under the agreement, the Company's revenue
requirement related to rate base would be based on the exclusion
of 2% of costs incurred in excess of $38 hilhon. If the overrun
exceeds 10% of the cost cap, the approved revenue requirement
related to rate base would be based on the exclusion of 30% ot
expenditures in excess of the 10% overrun. The current estimate
could result in a reduction of carmings in 1987 of between approx
imately 5¢ and #¢ per share of Common Stock under the formula
provided in the Cost Containment Agreement. The reduction
would decline i subsequent years over the depreciable hie of the
plant, On December 13, 1985, the Company petitioned the BPU for




an increase 1n its rates, The rate proceeding will examine the
prudence and cost of Hope Creek and whether a phase-in of rates
should be required so as to spread anv authonzed increase over a
number of vears. The Company cannot predict the outcome

Deferred Items
As shown in the Balance Sheets, the major components of Deterred
Items are Property Losses assoctated with plant abandonments
The accounting standards relating specifically to regulated
enterpnses are promulgated by Financial Accounting Standards
Board [FASB] Statement No. 71 (SFAS 711 The FASB has issued an
exposure draft which would amend SFAS 71 tor three types of
events that occur in the electne utihty industry, phascan plans,
abandonments, and disallowances of costs of newly completed
plants. The amendments, it adopted, would become eftective tor
the Company’s 1987 calendar year with retroactive apphication for
PROT transactions
The proposed amendments 1t adopted in their present torm
could require the Company to
o reduce the carrying amount of abandonment losses to the
present value of probable future revenues associated with
¢ach project, and
o reduce the canving amount of Hope Creck by the present
value of the future eamings penalty related to the Cost
Containment Agreement with the BPU
Any reduction in carrving amounts of these assets could re
sult in a corresponding decrease in retained earnings. Subscquent
years' results of operation could increase as the discounted
amounts are retumed to net income,
See Note 4 for additional information on the plant abandon
ments and other items.

Nuclear Insurance Coverages
The Company's insurance coverages for its nuclear operations are
as tollows:

Maximum
Retrompective

~
! Milliens of Dodlars
Maximum Asscsument for
l Type and Source of Coverage — L _Coverage ‘L“,’l‘_"’i.“_“_'["
: Public Liabaisty f
| Amencan Nuclear Insurers § a0 $Naone
Federal Government (A ... ______&S5B
__§ 6 ___§ &5
| Property [Damage
| Nuclesr Mutual Limited D $ 3 $ 29
‘ Nucicar Hectnc Insurance Limated (1Y I | =3
Amencan Nuclear Insurers 85 None
| Tl
| - sLit | _§ A
| Replacement Power ‘
| Nuclear Electric Insurance Limited (1) L8 Aom | _S 1

A. Retrospective premium program under the Pnce- Anderson hatility provisions of
the Atomic Enetgy Act of 1954, as amended Subrect to retrospective asscssment
with respect to foss from an incident at any licensed nuclear reactor in the United
States

& Maximum assessment would be $170 mulhion in the event of mare than voe
mcudent in any vear

©. Linmt of labiliey under the Atonic Energy Act of 1953 as amended, for cach
nuclear incident

8 Mutual insurance compames of which the Company s a member Subuct to
FRLIDSPCCHIVE Jsacysmicnt with respect to loss At 4y nudicar BEERETAINgG statum
covered by such insurance

& Maximum weekly indemmniry for 52 weeks which commences after the Hirst 26
weeks of an outage Also provides $1 5 million weekly for an additional 52 weeks

The Atomic Energy Act provisions i Notes (AL R and (O above expire o Auge. 4
11987 unaess extended by Congress In Diecember 1983 the Nuclear Regulatory
Commssion (NRC! submitted 3 roport o Congress with respect to the continuation
at the Price Anderson provisions which recommends that the $650 mallion hine on
Iability be climimnated and that the present Liamits on retrospective assessments
against owners of nuclear units be replaced by an anmual limat of oo more thas $10
mallson per vear for cach heensed nuclear wactor Other proposals woukd rvtam &
lnmit on Babaly, but increase such it snbstantially The Company cannet prodct
whether the Prce Anderson provisiens will be extended or what provesions will be
enacted it it &5 exteraded I 1984, iy 2 case to which the Company was tot a party
the United States Supreme Court held that the Atomie Enemgy Act, the Price
Anderson limmtation of hality provisions thercunder and the cxtensive regilation
of nuchear satery by the NRC do not proempt caims under State law for personal
property, or punitive damages related o radiation hazards

Environmental Controls

The Comprehensive Environmental Response, Compensation and
Liability Act of 1980 and certain sinmlar State statutes authonze
vanous governmental authont.es o seck coun orders compel

ling responsible parties to take clean-up action at disposal sites
determined to present an immunent and substantial danger to the
public and to the environment because of an actual or threatened
release of hazardous substances. Because of the nature of the
Company's business, vanous by-products and substances are pro-
duced or handled which are classified as hazardous under these
laws. The Company generally provides for the disposal of such
substances through licensed individual contractors but these
statutory provisions generally impose potential joint and several
responsthility on the generators of the wastes for clean-up costs
The Company has been notified with respect to a number of such
sites, and the clean-up ot hazardous wastes Is receiving increas-
ing attention trom the governmental agencies mvolved This
trend is expected to continee. The Company cannot estimate the
costs which may result from these matters but such costs could
be substantial.

8. Other Long-Term Obligations

The amount of other long-term oblhigations consists of the
!n”uwlng

1 housands of Dudlars 1985 1984
| R st Al o | SN - = L o A MR ...
Nuclear Fuel Dispemal Cost Liabiiny s | § 6ln
Obligatvons under Capital Leases LR IR 61 1B

[

| Torai $56.387 | sinw

w_—

Nuclear Fuel Disposal Cost Liability

In conformity with the Nuclear Waste Pohicy Act of 1982 (the
Act), the Company entered into contracts with the Department
of Energy (DOE) on June 13, 1983 tor the disposal of spent nuclear
fuel trom the Salem and Hope Creek nuclear generating stations
Similarly, Philadelphia Electric Company contracted with the
DOE 1n connection with the Peach Bottom naclear generating
station. Under these contracts, DOE will take title to the spent
tuel at the site, then provade for its transport and permanent
disposal. Of the three options permitted by the Act, the Company
selected the option of a lune 1985 lumpsum payment ta DOE 1n
accordance with the Act with respect to nuclear tuel disposal cost
charges

for 1985 and prior penods, aggregating $11.6 mithon, were re
versed i contormity with the pavment



Lease Commitments

Eftective December 1984, the Companv changed 1ts method of
accounting for leases that meet the cntena for capitahization in
accordance with Statement of Financial Accounting Standards
No. 71, "Accounting for the Effects of Certain Types of Regulation”
and FERC accounting requirements. The Balance Sheets and
Statements of Changes m Financial Position for peniods prior to
December 1984 have been restated to reflect the retrnactive
capitalization of leases. Accordingly, the Balance Sheets include
assets and related obligations applicable to capital leases. Since
the total amortization of the leased assets and interest on the
lease obligations equals the net minimum iease payments in-
cluded in rent expense for capital leases, retroactive adoption had
no effect on prior vears' Statements of income or Statements of
Retamned Eamings.

Capital leases relate primarily to the Company's corporate
headquarters and computer equipment. Certain of the leases con
tain renewal and purchase options and also contan escalation
clauses.

Utility plant includes the following amounts for capital
leases at December 31

r r

[Thousands of Deiears! ! 1985 1ong

—_—

Common Plant | Se5872 | $715m

Less Accumulated Amortization { 459 ’_ 7653

Net As nder Capital Le. { L8N
sscts under C cases & $al

Future minimum lease payments for noncancelable capital
and operating leases at December 31, 1985 are

Capstal Operanng
Thousands of Dellars ! Leases Leases
LIS . TS

1986 $ 167 | 8 269
|9%7 i 14 99x 1 926
1988 13863 1829
1989 13114 1,744
1990 13110 1 691
Later Years 116 744 3441
Mimimuin jease pavments wrare | $133L
Less Amount representing estimated executorny ‘

costs, together with any prot:: thereon

included in mamimum lease pavenents 191 264
Net minimum lease payments 197612
Less Amount representing interest o i I !M\l )
Present vajug of net mummum lease payments (A $ 60982

A Reflected in the balance sheet i Other Long Term Obligations of $58.337 (00
and in Long Term Debe and Other Obligations due within one vear of $2 645000

respectively
The tollowing schedule shows the composition of rent ex
pense included in Operating Expenses

[Thousands of Dollars| AN S
Forthe YeankndedDec 31. | 1988 | 1984 L.
Interest on Obligations under | ; |

Capital Leases $734 | §$ 7541 § 7o

| |
Amartization of Utility Plant i !
; . i ) 943 )
under Capital Leases — L e | 982 | 2096
Net muinunum lease pavinents |
relating to Capital Leases ! 10,792 10475 9 100
Other Lease payments | 1585 | 16514 | 1999

Total Rent flﬁllﬂ: 7 w [ $26989 | Hs).fc‘w'

9. Supplementary Information Concerning
the Effects of Changing Prices (Unaudited)

The Company's financial statements are prepared in accordance
with generally accepted accounting principles and are stated on
the basis of hustoncal costs, namely. the prices that were in effect
when the underlving transactions occurred. The following sup-
plementary tinancial information, prepared in accordance with
Financial Accounting Standards Board Statement No. 33 [SFAS 33!
as amended by SFAS 82, is an estimate of the effects on the Com-
pany of changes i specific prices (Current Cost) and General
Inflation

The Company advises readers of the imprecise nature of this
data and of the subjective judgments required in the restatement
of selected historical costs to amounts admsted for Current Cost
and General Inflation. This duta should not be used o make
adistments to the Company s primary financial statements and
the related earmings per average share of Common Stock other
than those adustments shown in the following supplementary
tinancial data

Current Cost data purports to show the estimated cost of
currently replacing existing Utility Plant and was generally mea-
sured by applying the Handy-Whitman Index of Public Utility
Construction Costs to the histoncal costs of Utihty Plant

General Inflation amounts wore determined by adiusting
histonical costs of certam items into dollars of the same general
purchasing power by using the Consumer Price Index for All
Urban Consumers [CP1-U

Depreciation and Amontization expense, Amortization of
Nuclear Fuel included in Electne Fuel, Interchanged Power and
Gas!, and Amortization of Capital Leases included i rental
expense in Other Operation and Maintenance! were adiusted for
Current Cost using the rates and methods for computing book
depreciation and amortization apphied to the appropriate inflation
adiusted Uuility Plant balances In accordance with SFAS 33
INCOME tax expense was not adsted

SFAS 33 requires the disclosure of the adjustment needed to
reflect Net Utility Plant at its Net Recoverable Cost if that cost
differs from the inflavion adjusted amounts. Also required under
Current Cost 1s the disclosure of the merease in Current Cost of
Net Utihity Plant held durning the vear and the related effect of
general inflation. The amounts shown in the following table 1l
fustrate that dunng 1985 the increase in general inflation was less
than the increase in the Current Cost of Net Unlity Plant after
adistment to Net Recoverable Cost. The Adjustment of Net
Utihty Plant to Net Recoverable Cost 1s an adjustment of Utility
Plant to Histonical Cost in average 1985 dollars. Histoncal Cost 1s
the amount permitted to be recovered under the rate regulatory
process for utilities in New Jersey

During inflationary peneds. holders of monetary assets, such
as cash and receivables, suffer losses of general purchasing pov
while 1ssuers of monetary habilities expenence gains. in 1985 the
Company’s monetary habihties, pnmanly long term debt, exceeded
its monetary assets resulting in a gain. Since this gain is primanly
attrihutable to long term debt which has been used to finance
Utility Plant, 1t 1s added to the Amount by which the increase in
general imtlation was lower than the increase in Current Cost of
Net Utihity Plant after adiustment to Net Recoverable Cost in the
tollowing table




Suppiementary Financial Data Adjusted for the Ef‘ects of Changing Prices
for the Year Ended December 31, 1985 (Unaudited)

Histoncal Cost Curnent Cost
Condensed from the Average
Millions of Dollars Financial Statements 1985 Daollars
B st M » J L :
Operating enues $4 4 §4 MW
~ Operating Expenses
Electnic Fuel, Interchanged Power and Gas 1,790) | 785
Other Operation and Maintenance 893 894
Depreciation and Amortization of Utithity Plant 223 563
Taxes K75 75
Total Operating Expenses 3,781 $117
Operating Income 628 192
Other (including Interest Expenses 83 83
Income from Continuing Operations «xciuding Adiustmoent of
Net Utility Plant to Net Recoverable Cost $ 545 S XW
Increase in Current Cost of Net Utthty Plant held dunng the vear (A S 1w
Adiustment of Net Utihity Plant to Net Recoverable Cost 191
Effect of the increase in General Inflation 157
Amount by which increase in general intlation was lower than increase in
Current Cost of Net Uunility Plant atter adiustment to Net Recoverable Cost 33
Gain from decline in purchasing power of Net Monctary Liabilities 152

Net $ I8S

A At [ ecember 3 IRsS t} rrent Cost of Net Uity Plant was $ . w i histones vers sl W $a4T

Supplementary Five-Year Comparison of Selected Financial Data Adjusted for Effects of Changing Prices (Unaudited)

Millions of Dollars where apphicable. All adjusted figur n averag RS dollars

For the Years Ended December 3 1985 1984 19K3 |98 19K1

Operating Revenues
Histoncal $4,409 $4, 1 9¢ $3963 Si874 $3472
Adiusted for General Inflatior $4,409 $3 3¢ $427 $4.314 $4.1
income (Loss! from Continuing Operations (excluding Adjustment ot
Net Utility Plant to Net Recoverable Cost
Histoncal $ 545 S 490 $ 190 § 343 $ 264
Admsted tor Current Cost s 209 § | $ 4 $ : f (16
Income (Loss] from Continuing Operations per Average Commaon Share
excluding Adiustment of Net Unlity Plant to Net Recoverable Cost) (A
Historical S 319 $ 395 3 40 S 324 § 263
Adiusted for Current | v{ , '.22 5 5 S ! Y ) % |

Amount by whi V’ Hncreast Il Xe'Tie ral intlat n wa { (e ver

o

than incredse 1n Current Cost of et tilitv Plant atter admust merit

to Net Recoverable Cost s 13 § § 107 § (219

Gain from decline in purchasing power of B M tary Liabilitre $ 152 § 14 s ! $ 19 § 268
Net Assets at Yearend (B

Histoncal $4,324 $3 68 $1 135 SR S 833

Adiusted for Current Cost $4,251 £3.764 §3.543 $139 $3243
Cash Dividends Declared per Commaon Share

Histoncal $ 281 $ 270 $ 262 $ 153 $ 244

Adiusted for General Inflatior $ 281 § 280 § 283 $ 28 § 289
Market Price per Common Share at Yearend

Historncal $31.63 $267 $22.75 $2325 Six00

Admsted for General Intlation (€ $31.63 $27 7K §24 5 § 245 (W $20 95
Consumer Price Index 1967 - [0

Average 32221, 3 1.1 JOR 4 2891 1724

Year-end ’271 ) 115 U3 2 g IR S

& Equals Commen Equity and Preferred Stock with €. Yea (985 Dollars B Estimat




Prices have been increasing over the last five vears. The
average CPL-U increased from 2724 in 198] to 322.2 in 1985, an
average annual increase of 4.3%. The increase from 1983 to 1984
was 4.3% and from 1984 to 1985 was 36%, an indication that
the rate of inflation 1s continuing at a slower pace.

Revenues for the five-year penod increased from $3472
hon i 1981 to $4.409 billion 1in 1985, an average annual increase

- of 6.2%. Restated in average 1985 dollars, revenues for the same

period would hav: increased from $4.106 billion to $4.409 billion,

an average annual increase of only 1 8%,

Cash dividends declared per common share increased from
$2.44 m 198] to $281 in 1985 or an average annual increase of
3.6%. However, such dividends would have decreased at an aver-
age annual rate of 0.7% or from $2.89 in 198] to $§281 in 1985
when restated in average 1985 dollars.

Market price per common share at vearend from 1981 1o
1985 had an average annual increase of 15.1% or trom $18.00 to
$31.63. Restated in yearend 1985 dollars the 1981 market price
would have been $2095, resulting in an average annual increase
of 10.8% from 19K] to 1985

Lack of adequate recognition of inflation 1 rate- making n
addition to delaved rate relief accelerates attnition, thereby con
tnbuting to poorer cash flow

10. sointty-owned Facitities

The Company has an ownership interest and 1s responsible for
providing 1ts share of the necessary financing for the following
wintlv-owned tacilities. All amounts reflect the Company's share

(Thousands of Dollars i
Plao | Ownership Interest |
Coal Generating '
Conemaugh 22.50%
Kevstone 22 R4%
Nuclear Generating ‘l
Peach Bottom , 42 49'%,
Salem ‘ 42.59%
Hope Creck 93.00%
Nuclear Support Facilities | Vanous
Pumped Storage Generating |
Yards Creck 50.00M%
Transmission Facilities Vanous
Mermll Creek Reservorr 16.19%
Linden Synthetic
Natural Gas 90 (1%

Amount of Utihity
Plant In Service

of each jomtly-owned project and the corresponding direct ex:
penses are included in the Statements of Income as an operating
e¥pense

Amount of Plant
Under Construction

— — —~ — — — —

| Accumulated Provision
for Depreciation

S | S -

$ 72297 $ 21231 |
67,127 | 0324 |
510134 | 155,780 |
779,678 178 8KY
: $3,703,036
59,945 1927 |
|
18676 $ 708 |
127,678 1497
7,321
66,515 48,320




L1 Financiat intormation by Business segments

1 housands of Dollars

For the Years Ended
December 31 1985 53 3 1985 w4 1985 LS 1983
Opcrating Revenues $3,000564 - - i $ 57 S1.408490 83 $1.3924 S 4409054 1 3 $396293
Depreciation and

Amaortization 167,959 IKN N4 55,004 8 | i S 222963 Lle
Opcrating Incomg

Betore Income Taxes TIR ST § 08 117,220 896,177
Gross Additions t

Utility Plant 1,116,040 79,458 A 104,049 N7 X NN 1,220 089 K" 93 RO
December 31
Net Unlity Plamt $7.671,465 5 S6 (MY ¥ S 803262 T i $ 8474727 57550289 SHNOLS I
Gas Exploratior

Subsudiary and LNG

Prosect (See Note 4 233,482 LA i 233,482 6 Wi 052
Uther Corporate Assets 1,307,784 ! i) & 471,060 $ X } - 1,778 844 N i X 47K

Total Asscts $8979 249 5 s } $1.507 804 54 S$1414 i $10.487 053 SV oHli6a0 SN L4

12,

Sclccted Quarterly Data (Unaudited)

t e intormaton shown below in t!

T

sands where a 1985 4 1985 A 1985 K4 1985 dan)

Upcrating Kevenus $1,280 889 $939.24 © 174 $1,057,757 S\ (x d S 131,204 © 50
Operating Incon 178,894 ' 136,692 ; 170,330 . 141 870 |
vet Income 151,517 ' 127,011 " 145618 120 406 il
Earnings Availa tor Common Stock $ 136503 1L.874 $112015 Si0ed $ 130621 ° $ 105411 & -

Earnings per Share of n Stock SLle s $9 J SiLo si 24 $.80 $74

117 889 121,038 x4 122,329 128,010 Iia
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Management'’s Discussion and Analysis
of Financial Condition and Results of Operations

The Company's financial condition and results of operations are
affected by numerous factors, including the timing and amount of
rate rehef, weather, the extent of sales growth, the levels of oper-
ating costs and carrving costs of both utiltty plant construction
and underrecovered electne energy costs.

On December 13, 1985, the Company hiled a petition with
the Board ot Public Utilities of the State ot New Jersey (BPU! for
higher rates which are designed to increase revenues by $633.6
million on an annual basis. The request is compnised of $569.2
million for electric service and $64 4 mullion tor gas service for an
overall rate increase of 14.2%. The requested increase in electne
rates is designed to reflect the full cost of Hope Creek in rates at
the time the umt is placed into commercial operation, vanous
general increases in other electnic costs and an anticipated $277
milhon decrease in the electne Levehized Energy Adiustment
Clause (LEAC] pnncipally as a result of Hope Creek generation.
The petition for an increase in rates 1s pnmanly attnbutable to the
tull inclusion in rate basc of the Company's share of Hope Creek

The Company's financial condition reflects the near com-
pletion of Hone Creek, a 1,067 megawatt nuclear unit owned 95%
by the Company. As of December 31, 1985, physical construction
was essentially complete. The overall start-up, testing and tumn
over of plant systems was about 93% complete. At that date, the
Company's share of expenditures was $3.70 billion—including
$726 mulhon of allowance for funds used duning construction
[AFDC!. Construction is proceeding on a schedule which would
permit nuclear fuel to be loaded in the first quarter of 1986 Fuel
load requires a license from the Nuclear Regulatory Commission
{NRC) which is solely within the control of the NRC

The costs of construction of Hope Creek are subject to a
cost containment agreement approved by the BPU n July 1953
This agreement provides for an carmings penalty for the Company
if its share of construction costs exceeds $38 hillion. The final
project cost will exceed the cost cap figure, and the Company's
current estimate of the cost of the plant is between $4.15 billion
and $4.3 billion. The current estimate could result m a reduction
of earmings in 1987 and future years of between approximately 5¢
and 8¢ per share of Common Stock under the tormula provided in
the Cost Containment Agreement. it is difficult to predict the
final cost of the project as it nears completion because of numer
ous pre-operational items and imprecision as to the timing of the
testing and power ascension programs which must be adjusted to
meet problems as they may anse. (See Note 7 of Notes to Financial
Statements.|

Certain problems expenienced by other utilities which are
constructing nuclear generating umits could have an indirect
effect on the Company's operations and financial condition, be
cause of common regulatory requirements, such as those of the
NRC, and because industry events in some cases may affect the
price of the Company's secunties i the capital markets, where
the Company must compete for investors’ tunds

In July 1985, the Company's Board of Directors approved
a dratt plan and agreement of merger to provide tor a corporate
restructuning of the Company s operations and authonzed the of
ficers to take the steps necessary to effectuate the plan. The neces
sary regulatory approval was obtained trom the BPU in January
1986. If stockholders approve the proposed restructuring, etfective

May |, 1986, the Company will become the subsidiary of a hold
ing company named Public Service Enterpnise Group Incorporated
The purpose of the restructurnng is to create a corporate structure
tor diversitication into non-utihity busimesses, and to enhance the
corporation’s overall iimancial strength. The electne and gas
business will continue as the pnncipal business of the new
corporate structure

Earnings and Dividends
Earmings per share of Common Stock were $3.96 tor 1985 an
ncrease of 1€ or 3% from 1984

The shight gain was pnmanly attnbutable to the $286 4
million annual base rate increase which went into etfect on
March 23, 19584 higher total kilowatthour sales explained below,
and greater AFDC due to the continuing construction of Hope
Creek. The increase was tempered by the effect of a greater
number of shares outstanding greater operating expenses (exclud-
ing fuel costs), pnncipally higher maintenance, labor costs, taxes
and depreciation. Earnings were also reduced approximately 7¢
per share due to the greater wnteoff of replacement energy costs
disallowed by the BPU in 1985 over 1984 and approximatelyv 3¢
per share due to the abandonments of uranium projects. See
Energy Costs below and Note 4 of Notes to Financial Statements |

Earmnings per share were $3.95 for 1984 an increase of 55¢ or
16% from 1983 Increased revenues reflecting the March 1954 rate
increase and greater sales explamned below, outpaced the nse i
operating costs. Earnings were also reduced due to the the wnite ot
of replacement energy costs disallowed by the RPU and the aban
donment of a hquetied natural gas project. See Energy Costs
below and Note 4 of Notes to Financial Statements

Common Stock dividends have increased for the last three
vears nsing to $281 in 1985 from $2.70 in 1984 and $2.62 in 1983
Such amounts resulted 1 pavout ratios of 71°%, 68% and 77%,
respectively. Total Common Stock dividend payments in 1985
mcreased 18% and 36% over 1984 and 1983, respectively, due to
the greater number of shares ourstanding as well as the higher
dividend rate

Reverues and Sales
Flectric
Revenues increased 6.5% in 1985 pnimanly due to the impact of
the March 1984 rate increasce and greater sales. In 1984 electn
revenues increased 9.6% due to hagher rates and improved sales
Electnc energy costs follow amounts recovered through revenues
as permitted by rate orders, and therefore have no effect on
camings

The components of the above changes are highlighted in the
table below

Indrease o Pleoroas

Mithons of Diesllars PS5 v 1954 URd ws [URE
Changes in base rates L I ! 10
Recovenes of € ey costs ] a5
Kilowastthour sales k] | a2

| Onher uperatig revenues | L) |
- 4 —c— |
$1n4 $246

1985 Electne kilowatthour sales increased 2.3% Residential
sales were relatively flat, improving shightly over last vear. Both
the Residential and Commercial sales categornies reflect the impact
of the overall conler, less humid summer weather expenenced



this year compared to [984. Temperature hunudity index hours
dropped 5.7% trom last year. Sales lost in the Commercial category
due to the cooler weather conditions were more than oftset by the
ongomg growth in this service onented category. The lackluster
performance of New fersey s manutactunng sector throughout
1985 depressed sales in the Industnal category. On August 15,
1985 records were set for a 60-minute net peak load of 7,721 mega
watts and the maximum day's output of 149 457 megawatthours.

1984 —Electnc kilowatthour sales increased 2 7% Kesidential
sales declined shghtly, primarily the result of the cooler weather
experienced dunng the summer of 1984 compared to 1983 while
the improved economy duning 1984 helped to increase sales i
both the Commercial and Industnal categones. Although the
overall summer weather was cooler when compared to 1983
on June 11, 1984 records were set tor a 60-minute net peak load
of 7,422 megawatts and the maximum davs output of 143 558
megawatthours. A monthly record output of 3452 mullion
megawatthours was attamed in August.
Cras
Revenues improved 2.1% in 1985 principally due to the impact of
the March 1984 rate iacrease. This increase was negatively i
pacted by the one-time refund to customers of $13 2 mulhon and a
reduction in the raw matenals adiustment charge, both ordered by
the BPU dunng the latter part of 1985, The shight deciine n 1984
gas revenues was mainly attnbutable to the one-time refund to
customers of $42.9 million ordered by the BPU dunng the last
quarter of 1984, which was partially offset by higher sales The
refunds mentioned above resulted mainly trom an ovenrecoven
of gas costs dunng the prior levelized period that was attributable
prnmanily to lower than anticipated prces for pipeline gas and
substantial purchases at lower prices on the spot market Gas fuel
costs follow amounts recovered through revenues, as permitted
by rate orders, and therefore have no effect on carmngs

The components of the above changes are highhighted 10 the
table below:

Increase or Decrease

Millons of Doilars

195 vs 19%d 1IRE vu TN
| Changes i base rates } $20 $26
! Recovencs of gas costs A T 53

Therm sales . n
(ther operating revenues | 3
=ty || Seeemenates ESRENINEEE

$19 S04

e

& Includes the effect of $13.2 million refund v customers o 1923 ard $409 oulbon
in Iy84

1985—Overall gas heatng sales remained relatvely flat
when compared 1o 1984, Heating degree days rose only 4% over
l1st vear. Since early 1955 switching of certan dual-fuel Commer
cial and Industrial customers from gas to lower priced ol has
depressed sales in these categories. Industrial sales have also been
affected by the ongoing slowdown in New Jersev's manufactuning
activity.

1984-—Cas therm sales increased by 4 5%, Therm sales
improved over last year in all major customer categories The
general improvement in the economy during the vear and the
colder weather early in 1984 favorably impacted all categones

Energy Costs

Electric energy costs and gas fuel costs are adjusted to march
amounts recovered through revenues and have no effect on eamn
ings. However, the carrving of underrecovered energy costs ulty
mately increases financing costs

a4

A record total of 33869 milhon megawatthours was gen
erated, purchased and interchanged, a 2% increase over 1984,
principally due to the growth of high technology and service
onented tacilities m our service area Higher generation. mamnly
duc to the performance of Salem «tation, which achieved a Umited
States record for power proxduced by anv type of generation
nuclear, coal, ol or gas—accountad for most of the increase

On July 11, 1985, the BPU determmed that approximately
$22 5 mithon of replacement energy costs should not be recovered
from customers. The $22.5 milhion 1s composed of $19.6 million
associusted with the Peach Bottom 2 prpe replacement outage and
$29 milhon associated with the Salem 2 water hammer outage
|See table below and Note 4 of Notes to Financial Statements!

As a member of the Pennsyivania New Jersey-Maryland
Interconnection and as a panty to several agreements which pro
vide for the purchase of available power from neighboring utilities,
the Company s able to optimize its mix of internal and exrernal
sources using the lowest cost encrgy available at any given time

Total lectne energy costs increased % m 1985 after an
increase of fess than 19% in 1984, as desenbed below

Increase o Deiwase
1985 vs 198G 1984 vx 1901

| (Mitlaons of Didian
T ae e T L L

L hatige i pricos pakd for et supplios

and power purchases 10 $16

Kilowattbsonr output 3] L
Adastment of actual costs to match

rectvenies thomgeh revenags A 335 13
Replacement enery costs fhor which

L fEuovery was divallowed by the BR w1 ]

§ i S 4

e e e et e s ———

A Retlects over wnder’ ocovered energy costs, which i the voars )95 1988 and
T9A3 srooanged v $25 maliven, $ 798 mullon and $0098 milbon respectively, s

well as smartizaton of poor petiod unrecovered costs of $1 mallion i 9% and 811
milhon i 983

Gas costs increased loss than 1% in 1985 and were 4% lower
in 1984 Comtributing tactors are shown below

Incrcase or e resse

Millinns of Dadlass L9R5 ya (Vs 1984 ve (und
B s R B - - — s el b a-d i
Change 1o prices pand for & s sapphios 5 s47
Suscharge relat § w posrprosbuctisn
LS Gt o
Retutids trom pipeime suppliors i i1
Tharm sondisit k2 Ly
Adhastotent of sctual vosts to asatch
revonveries thronadh revenaes A H )
B stanretd-tar R ettt e o . - - NS ..
52 S5
e e et e e P . . e

& Ketiects over under secovered gas costs abiich o the vears 1985, 19848 gl 1953
amonaited to 800 mulhon .24 mal’ on amd $16 mithon, respectively . The wmier
recovery of §% mullwon o 1955 and $24 moliion e 1953 rothects gas Bl com refunds
0 customers of 811 mailve and $87 aullon, respestively

Liquidity and Capital Resources

The Company s higuidity is aftected principally by the construc
tion program. hinancing costs associated with underrecovered
electne energy costs and, to a lesser degree, by other capital re
quirements such as matunng debr, reacquisition of securities and
sinking fund requirements. The capital resources available o
meet these requirements are funds from intemal generavon and
external timancing Internally generated funds depend upon eco
nomic conditions and the adequacy of imely rate reliet as o
which no assurance can be given. Access to the longtenm and
short-term capital and credit markers 15 necessary for obtaming




funds externally. The Company expects to generate approximately
two-thirds of its capital requirements for 1986 trom operations.

Construction Program

The Company maintains a Continuous CoNSLICHION program,
which includes payments for nuclear tuel This program is penod-
ically revised as a result of changes in economic conditions, and
depends on the abhity of the Company to finance construction
costs and to obtain umely rate reliet. Changes in the Company's
plans and forecasts, price changes, cost escalation under construc-
tion contracts, and requirements of regulatory authonties may
also result in revisions of the construction program.

Construction expenditures of $1.2 billion in 1985 and $964
million in 1984 include AFDC of $196 milhon and $159 mulhon,
respectivelv. Construction expenditures are estimated at $3.0 bil-
lion tor the five vears ending 1 1990 and include AFDC of about
$240 milhon.

These estimates are based on certamn expected completion
dates and include antucipated escalation due to inflation of ap:
proximately 6% Therefore, construction delays or mordinate
wnflation !2vels could cause significant increases in these amounts
If Hope Creek begins commercial operation duning the second
half of 1986, the Company expects that, with adequate rate reliet
as to which no assurance can be given, 1t will be abie to generate
internally almost all of its construction expenditure requirements
for the next five vears.

Long-Term Financing

The Company raised more than $703 million through sales m
1985 of $125 million of First and Retunding Mortgage Bonds and
$503 million of Common Stock. and, on January 14, 1986 $75
million of First and Refunding Mortgage Bonds on the Furopean
market. As a result, the Company's interest and dividend re-
quirements have continued to increase

At December 31, 1985 book value per share amounted o
$28.04 compared to $27 17 at December 31, 1984, The market
value of common shares expressed as a percentage of book value
was | 128% and 98.5% at vearend 1985 and 1984, respectively,

In addition to penodic sinking fund redemptions and the
proposed redemption of $69 250 million of preierred stock, five
mortgage bond 1ssues aggregating $270 million will mature by the
end of 1990

Under the terms of the Company’s Mortgage and Restated
Certificate of Incorporation, at December 31, 1985 the Company
could issue an additional $2.115 billion principal amount of
Montgage Bonds at a rate of 10.625% or $2.147 billion of Preterred
Stock at a rate of 9.375%, Present plans for the womainder of 1986
call for the ssuance of debt and equity securities.

In February 1985, the Company renewed its Credit Agree-
ment with 12 domestic banks to May 1, 1986 tor the issuance ot
revolving loans up to an aggregate of $200 million to be outstand-
ing at any time. The agreement permits the Company to convert
the outstanding balance at the end of the period to three-year
term loans. Also, the Company has the night, with the consent of
the banks, to extend the agreement on a vear-to-vear basis

in addition to the domestic capital markets described above
the Company lists its Common Stock on the London Stock Ex
change, London, England and the $75 000,000 First and Refunding
Martgage Bonds have been listed on the Luxembourg Stock

Exchange

| Militons of Diollars

Short-Term Financing
For intenm hnancing the Company 1» authonaed by the BPU to
have up to a total of $300 milhon of short-term obligations out-
standing at any given tme. This availabilty of shortternm financ:
g provides the Company flexibility i the ssuance of longterm
secunties. The Company's average daily short-term debt dunng
1985 was $72 mullion —$17 mithion above last vears average
At year end the Company had $107 million of shorttcrm deb
outstanding, excluding 875 mulhon, which was reclassified as
Long-Term Debt

As mentioned above, the Company has a Credit Agreement
with a group of domestic banks for the 1ssuance of revolving
loans. The Company also has a 875 mithon revolving credit agree
ment with a group ot forcign banks, under which the Banks have
agreed to make revolving loans for one month, three months or
six months at a rate based upon the London Interbank Offered
Rate for deposits in United States Dollars. These agreements
provide the Company with an intermediate term sounce of funds

Cash Position
The Company's cash pos tion decreased $87 4 million since
vearend 1984, The com ponents of the decrease are

Increase o Decrease

Cash $ 9
| Working Funds ix
i Pollution Contesl Escrow Funds | v &
| Commiercial Paper "
| Commercial Paper - reclassiod 10 Long Term Debt o 30
| Tutal ' $int 4

Customer Accounts Receivable

At December 31, 1985, customer accounts recervable approxi:
mated $354 mithon jexcluding unbilled revenues of $210 muilhon!
as the Company is continuing to finance large recevables from
its customers. Net wnite-off of uncollectible accounts in 195 was
down 31% to approximately $28 million, a decrease of $13 milhon
from last vear Net wnte-off per $100 of revenues was down 32
cents to 64 cents compared to 1984, the result of improved col
lection procedures and continued improvement in the cconomy
The level of the Company's rates and a BPU reguirement pro
hibiting the termination of electnic and gas service during winter
maonths to hinancially needy customers also have an impact upon
the level of recewvables, uncollectible accounts and not wnite-oft

thercot

Ettects of Inflation
The effect of inflavion on the Company was severe dunng the
peniod 1979 through 1981 when the Average Consumer Price
Index (CPIU! reflected mcreases of over 10°%. Since 1981, the in
flation rate has moderated. The increases i the CPLU in 1982,
983 1984 and 1985 were 6 1%, 3 2%, 4 3% and 5.6'%, respectively
Even though the rate of imtlation has dropped below double digit
rates, the cost of capital has remamned relatively high during a
time when substaptral amounts must be rased i the capual
markets to INance constction

For additional information on the effects of changing prices
see Note 9 of Notes 1o Financial Statements
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Operating Statistics

housands of Dotlars where applica
Electric

Revenues trom Sales ot Electricity

Residential

Commercial

Industnal

Public Street Lighting

Total Revenues trom Sales to Cust
Interdepartmental

Total Revenues from Sales ot Electr
Orther Electnie Revenues

Total ( )perating Revenues

Salgs af Electngit megawattn
}\L"'.k:\. "l
ommercial

Industna
D

i sreet gnting
1 Otal Sales to Lustomers
1, . "
interdepartment
Total Sales ot E r {
. +1} | L | 5 b }
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Load Factor

pacity Factor

way

Heat Rat Btu ot tue!l per t Kwt!
.
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Net Peak Load megawarts
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$ %1891 %3 L
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Financial Statistics

Mhousands of irs where applica 1985 1984
Condensed Statements of Income Amount % Al
| Operatimg Revenues

Electng ‘ 3”.5“
s l'mp‘”
otal Operating Revenues 4,409,054 1

Operating Expenses

»
x
>

1

Fuel tor Electrnie Generation and Interchanged WT ! 965,966
Cas Purchased and Matenals tor Gas Produ 824,648
Other 546,267
Mamtenanc 291 4%
Deprecration and Amortization of t ant 222963
Amortization of Property SO 55,263

- 1;:“

R e 266,379
Jew fersey Gross Receipts Taxes 557,270
Other 51075

Tota perating Expenses !,7ll,1“
I3 11 | n

—
-

r
x

Electr 547,343 12
80,443 2 «
Total Operating Incon 62778 M ¥, 1 3K 4
wance for Funds Used Durnng struct ! ‘ 195 845 4 X |
oy : 10,214 N
(289,293) (6!
544,552 12

544,552 12 ¥
. ‘ " 60,002 1
g U Y : $ 484550 11 g

Average for Y 122,344 :
bar gs Dot rage sha t toCk S 1% 3y
- r Shar $ 281 S
wout Rat 1%
Rt Retur AvieTag ; 14.03%
Rat f Fart g Fi hars et oot 17
$10,977,321 3O 4
S 2,502,594 $
$10,487,053

Rotan : $ 2,945,723
g s 218,918

-$

_ Liededl 42 ~ ¥
oy X — 83 1

Prefterred Stock with Mandatory | ! Tty ‘s’m 1

et Tk srioontt Mikmdionry Miade 554,994 7 | 994

B el B mrre € st S0k 250 : 2508945 33 '
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S Cam 26,185
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Corporate Information

Annual Meeting

Please note that the Annual Meetung of Stockhoiders ot

the Company will be held m Newark Symphony Hall, 1020
Broad Street, Newark, N.J. Tuesday, April 15, 1986 at 2.00 pm
A summary of the meeting will be sent to all stockholders

of record at a later date.

Additional Reports Available — Form 10-K
Stockholders or other interested persons wishing to obtain

a copy of the Company's 1985 Annual Report to the
Secunties and Exchange Commission, filed on Form 10-K,
may obtain onc without charge by writing to the Manage:
Investor Rolations, Public Service Electric and Gas Company
P.O. Box 570, T6B, Newark, NJ 07101 The copy so provided
will be without exhibits. Exhibits may be purchased for a
specitied fee.

Financial and Statistical Review

A comprehensive statistical supplement to this report
contaiming financial and operating data tor the vears
1975-1985 will be available this Spring. If you wish to
receive a copy, please wnite to the Manager— Investor
Relations, Public Service Electric and Gas Company,
P.O. Box 570, TéB, Newark, NJ. 07101

Transfer Agents

All Stocks

Morgan Guaranty Trust Company of New York,
30 West Broadway, New York, NY. 10015

Stockholder Services,

Public Service Flectnic and Gas Company
80 Park Plaza, PO. Box 570

Newark, N.J. 07101

All Stocks,
First Fidelity Bank, N A, New Jersey
765 Broad Street, Newark, NJ 0710)

Morgan Guaranty Trust Company of New York,
30 West Broadway, New York, NY 10015

PSEA&G Territory

Newark —
"’/0
//
Trenton
/.

Stock Exchange Listings
Common and Preference:

New York Stock Exchange

Philadelphia Stock Exchange

London Stock Exchange i[Common only

Preferred:
New York Stock Exchange

Stock Symbol: PEG

The table below shows the quarterly dividends paid for the
penods indicated and the high and low Composite prices of
such stocks

Common Stock i el o
— . b B | 194
Dividend Tie* HRe*
Price

First Quarter 2711.25% 24'4-20'4
Second Quarter 2%27% | 23 2%

Third Quarter
__J;nunh Quarter

At Mntutiubui - ——t -

&8¢ Farst Quarter only 668 First Quaner only

$1.40 Dividend Preference Common Stock

Dividend 35¢ 35¢
Price ‘
First Quarter 13 -12 12 -11%
Second Quarter 14%-12% 1% 10%

' Third Quarter 15 <13 11 % 10%
| YowhQuener | 8010w | 18%i0%
Stockhoider Information — Toll Free

New Jersey residents (800) 2420813
Outside New Jersey (BOD! 526-8050

Security Analysts and Institutional Investors
Manager - Investor Relations (201] 430-6564

3264 | 25% 21N
IS | k-2
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