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The Potomac Edison Company
Notes to Accompany the
Derivation of the Flotation Cost Adjustment to the Cost of Common Equity

(1) Company-provided.

(2) Column 2 - Column 3.

(3) Column 2 - the sum of columns 4 and 5.

(4) Column 1 * Column 2.

(5) Column 1 * Column 6.

(6) Column 1 * (the sum of columns 4 and 5).

(7) (Column 7 — Column 8) divided by Column 7.

(8) Using the average growth rate from Schedule DWD-3.

(9) Adjustment for flotation costs based on adjusting the average DCF constant growth
cost rate in accordance with the following:

« - D0+059)
P(1-F)

where g is the growth factor and F is the percentage of flotation costs.

(10) Flotation cost adjustment of 0.12% equals the difference between the flotation
adjusted average DCF cost rate of 8.78% and the unadjusted average DCF cost rate
of 8.78% of the Utility Proxy Group.

Source of Information:

Company provided information
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l. INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Joseph Dipre and my business address is 76 South Main Street, Akron, Ohio
44308.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

| am employed by FirstEnergy Service Company. My title is Senior Advisor, Strategy -
Long Term Planning & Forecasting.

WHAT ARE YOUR CURRENT RESPONSIBILITIES?

| am responsible for supporting finance-related activities, including budgeting, forecasting,
and financial planning. My responsibilities primarily focus on the regulated companies
owned by FirstEnergy Corp. (“FirstEnergy”) and its subsidiaries, including The Potomac
Edison Company (“PE” or “Company”).

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND  AND
PROFESSIONAL EXPERIENCE.

| am a graduate of Defiance College with undergraduate degrees in Business/Accounting
and Mathematics. | earned my Certified Public Accountant (“CPA”) status from the State
of Ohio in February 1994. | began my professional career at Ducato and Kline, CPA,
performing in various accounting-rel ated roles between 1986 and 1989. My utility industry
career began with Centerior Energy Corporation (a predecessor to FirstEnergy) in 1989 as
a Tax Analyst in the Tax Department. 1n 2004, | moved over to FirstEnergy’s Strategic
Planning Department as a Financial Analyst and served in a similar role in the Business

Planning Department. | was promoted to Senior Financial Analyst, Staff Business Analyst,
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and Consultant over time. In 2005, | was promoted as Manager of Financial Studies and
Capital Planning. In 2007, | was assigned to the Business Development Department as
Manager of Business Development and Performance Management and in 2009 was
promoted as Senior Business Development Advisor. | maintained the Senior Advisor title
when | moved to the Treasury Department in 2011 and to my current department, Strategy
- Long Term Planning & Forecasting, in 2015.
HAVE YOU TESTIFIED IN RATE PROCEEDINGS BEFORE REGULATORY
COMMISSIONS?
Yes. | have provided direct testimony in the 2016 base rate case proceedings with the
Pennsylvania Public Utility Commission on behalf of Metropolitan Edison Company,
Pennsylvania Electric Company, Pennsylvania Power Company, and West Penn Power
Company. | aso provided direct testimony in the 2016 base rate case proceeding with the
New Jersey Board of Public Utilities on behalf of Jersey Central Power & Light Company.
PLEASE DESCRIBE THE PURPOSE OF YOUR TESTIMONY. .
My testimony describes and supports the Company’s capital structure, embedded cost of
long-term debt, and overall weighted average cost of capital.
HAVE YOU PREPARED OR HAD PREPARED UNDER YOUR SUPERVISION
EXHIBITSTO ACCOMPANY YOUR TESTIMONY?
Yes. | am sponsoring the following exhibits for the Company, which will be discussed
further in this testimony:

Exhibit JD-1: Capital Structure

Exhibit JD-2: Embedded Cost of Long-Term Debt
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Exhibit JD-3: Overall Weighted Average Cost of Capital
Each of these exhibits was prepared by me or under my supervision.

1. CAPITAL STRUCTURE

WHAT CAPITAL STRUCTURE RATIOS ARE THE COMPANY PROPOSING TO BE
UTILIZED FOR PURPOSES OF DETERMINING THE COMPANY'S OVERALL
WEIGHTED AVERAGE COST OF CAPITAL?

The Company is proposing to utilize its actual capital structure. Asindicated in Exhibit
JD-1, PE s actual capital structure at March 31, 2018 has capital structure ratios of 52.81%
for common equity and 47.19% for long-term debt. Since the test year in this case is a
twelve-month period ending June 30, 2018, the Company will file an update with the actual
capital structure as of June 30, 2018, prior to the hearing date. The Company expects that
the capital structure at June 30, 2018, will be near the same ratios.

DOESTHE COMPANY HAVE ANY PREFERRED STOCK OR SHORT-TERM DEBT?
No. The Company does not have any preferred stock or short-term debt as of March 31,
2018, and the Company expects the same was true at June 30, 2018.

WHY ISTHE COMPANY’S PROPOSED CAPITAL STRUCTURE APPROPRIATE?
The 52.81% equity ratio supports PE’ s goals of maintaining solid investment-grade ratings
and having access to capital on reasonable terms. In addition, the Company’s capital
structure is consistent with capital structures accepted by the Commission in other rate

proceedings.
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WHAT EMBEDDED COST OF LONG-TERM DEBT ISTHE COMPANY PROPOSING
TO BE UTILIZED FOR PURPOSES OF DETERMINING THE COMPANY’S
OVERALL WEIGHTED AVERAGE COST OF CAPITAL?

Asindicated in Exhibit JD-2, the Company’ s embedded long-term debt cost rate is 4.335%.
HOW DID YOU DETERMINE THE EMBEDDED LONG-TERM DEBT COST RATE?
The determination of a utility’s embedded long-term debt cost rate is essentially an
arithmetic exercise due to the fact that the utility has contracted for the use of the capital in
guestion for a defined period of time at a specified cost rate. The calculations, which take
into account debt issuance and reacquisition expenses, are provided in Exhibit JD-2.
PLEASE DESCRIBE WHAT IS SHOWN ON EXHIBIT JD-2.

Exhibit JD-2 itemizes each series of debt, the date of issuance, maturity, origina amount
issued and amount outstanding as of March 31, 2018. The Premium/Discount and Issuance
Expenses column represents legal, underwriting and other miscellaneous costs associated
with each issuance. The principal amount issued, adjusted for any premium or discount,
less any issuance expenses equals the Net Proceeds. The effective rate is calculated by
taking the Net Proceeds at the time of issuance and calculating the Internal Rate of Return
based on the interest rate and the years to maturity. After the effective rate is calculated
for each individua series, the rates are multiplied by each respective net amount
outstanding to determine the annual net cost. Next, the unamortized balance and annual
cost of debt reacquisition costsisincluded. Finally, the embedded cost rate is determined

by dividing the total annual net cost by the total net amount outstanding.
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WHAT OVERALL WEIGHTED AVERAGE COST OF CAPITAL ISTHE COMPANY
PROPOSING TO BE UTILIZED?

As indicated in Exhibit JD-3, the Company is proposing to utilize an Overall Weighted
Cost of Capital of 7.75%.

HOW DID YOU CALCULATE THE OVERALL WEIGHTED COST OF CAPITAL?
As set forth in Exhibit JD-3, | quantified, and then combined, the Company’s weighted
average cost of long-term debt and common equity by multiplying the actual March 31,
2018 capitalization ratios presented in Exhibit JD-1 by: (1) the embedded cost of long-term
debt developed on Exhibit JD-2 of 4.335%; and (2) the Company’s requested return on
common equity of 10.80%. The proposed cost of equity is supported by Company witness
D’ Ascendis.

DO YOU HAVE ANY OTHER COMMENTS WITH REGARD TO YOUR
TESTIMONY ?

Yes. | believethat it isvital that the Company maintains access to the capital markets on
reasonableterms. Setting arate of return which isbased on acapital structure that warrants
solid investment grade ratings is necessary because it allows the Company to access the
capital markets on favorable terms, to maintain its financia integrity and financial
flexibility, and fund investments in its distribution system that are necessary for safe,
proper and adequate service. Customers, in turn, benefit from the Company incurring
lower debt costs as aresult.

.  CONCLUSION

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY AT THISTIME?
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The Potomac Edison Company
Capital Structure

Exhibit JD-1

Actual at March 31, 2018
Actual
March 31, 2018
Type of Capital Amount (8) Ratios
Long-term Debt $ 500,000,000
Unamortized Net Discount -
Unamortized Debt Issuance Expense (3,178,825)
Unamortized Debt Reacquisition Costs (221,058)
Total Long-term Debt $ 496,600,117 47.19%
Common Equity $ 555,721,656 52.81%
Total $ 1,052,321,773 100.00%




The Potomac Edison Company
Embedded Cost of Long-term Debt

Actual at March 31, 2018

Type of Issue

First Mortgage Bonds

Total First Mortgage Bonds

Coupon
Rate
(a)
4.440%
4.470%
3.890%

Unamortized Debt Reacquisition Costs

Total Long-term Debt Balance

Type of Issue

First Mortgage Bonds

Total First Mortgage Bonds

Coupon
Rate

4.440%
4.470%
3.890%

Date
Issued

(b)

11/25/2014 11/15/2044 $

8/17/2015

10/17/2016 10/15/2046 $

Date
Issued

Exhibit JD-2

11/25/2014 11/15/2044 §

8/17/2015

10/17/2016 10/15/2046 §$

Unamortized Unamortized Effective Annual
Maturity Principal (Premium)/ Debt Issuance  Net Amount Cost Net
Date Amount Issued Discount Expense Outstanding Rate Cost
(¢ (d) (® (g ©) (1) (h)
200,000,000 $ - $ 1,121,407 $ 198,878,593 4.478% $ 8,906,512
8/15/2045 $ 145,000,000 $ - $ 996,843 $ 144,003,157 4.516% $ 6,503,279
155,000,000 $ - $ 1,060,575 $ 153,939,425 3.931% $ 6,051,341
$ 500,000,000 $ - $ 3,178,825 $ 496,821,175 $ 21,461,132
$ (221,058) $ 64,962
$ 500,000,000 $ - $ 3,178,825 $ 496,600,117 4.335% $ 21,526,094
Original Net Effective
Maturity Principal (Premium)/ Debt Issuance Net Proceeds Amount Cost
Date Amount Issued Discount Expense to Company  Per Unit Rate
200,000,000 $ - $ 1,261,677 $ 198,738,323 §$ 99.37 4.478%
8/15/2045 $ 145,000,000 $ - $ 1,091,999 $ 143,908,001 $ 99.25 4.516%
155,000,000 $ - $ 1,113,718 $ 153,886,282 §$ 99.28 3.931%
$ 500,000,000 $ - $ 3,467,394 $ 496,532,606




The Potomac Edison Company
Weighted Average Cost of Capital

Actual at March 31, 2018
Actual
March 31, 2018 Cost Weighted
Type of Capital Amount ($) Ratios Rate Cost
Long-term Debt $ 500,000,000
Unamortized Net Discount -
Unamortized Debt Issuance Expense (3,178,825)
Unamortized Debt Reacquisition Costs (221,058)
Total Long-term Debt $§ 496,600,117 47.19% 4.335% 2.05%
Common Equity $§ 555,721,656 52.81% 10.80% 5.70%
Total $ 1,052,321,773 100.00% 7.75%

Exhibit JD-3





