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Executive summary

FirstEnergy is one of the largest electric utility holding companies in the country, |ts
distribution uiilities deliver electricity to approximately é million custorners in Ohio, West
Virginia, Maryland, Pennsylvania, New Jersey, and a very small area of New York.
FirstEnergy owns both merchant power plants, which sell their output into regionai
wholesale elecfricity markets, and regulated power plants, which recover their
operating costs directly from electricity customers. FirstEnergy’s regulated power plants
are all owned by its West Virginia subsidiary Monongahelo Power.

The company's strategy has involved heavy reliance on coal generation. FirstEnergy
increased its exposure to coal in 2011 with ifs merger with Allegheny Energy, o company
78% dependent on coal. With an aging coal fleet, low naiural gos prices driving down
power prices, weak electric demand growth, and increasing penetration of energy
efficiency and renewable energy, this has not been a winning strategy. FirsiEnergy's
merchant power plants, which depend on being able to sell their cutput for more than
their cost of operation, have been hit particularly hard. Indeed, a leading utility analyst
has recently esfimated that FistEnergy Solutions, one of FirstEnergy’s merchant
generation companies, is worth less than $0.

FirstEnergy's financial condition has deteriorated since it merged with Allegheny, and its
key financial metrics are on o downward trojectory. Over the post three years, it has
experienced declining revenues, declining net income, declining stock price, declining
dividends, and rising debt. It has retired 4,769 MW of merchant coal plants and has
booked impairments fofaling $1.1 billion against the value of its coal plants from 2011 to
2013. To shore up its balance sheet, FirstEnergy has relied heavily on “one-time
rescurces,” including proceeds from asset soles and short-term borrowings. FirstEnergy’s
poor financial performance stems from the underlying condition that the company's
business - the sate of electricity - is performing poory and nol generating sufficient
revenue to cover expenses.
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FirstEnergy is burdened by heavy reliance on an underperforming merchant coal fleet
in o weak competitive market and a reguloted coal plant porifolio that is profifable but
unable fo cany legacy debt and likely additionat environmental retrofit costs.

FirstEnergy's aggressive political and regulatory strategy is one way in which the
company has sought o compensate for its declining financial performance, often at
the expense of ratepayers and taxpayers, For example, in 2013, FirstEnergy successfully
transferred the Harrison coal plant from a merchant subsidiary to a regulated subsidiary,
ensuring that West Virginia electricity customers will pay for the plant's costs for the
remainder of ifs usefui life. In Ohio, FirstEnergy has been exposed for driving up prices for
renewable energy credits charged to Chio customers and for falling to bid energy
efficiency resources info the regionat capacity markel, a move which cost consumers
several hundred million dollars.

“FirstEnergy’s

agaressive poiifical
pending request to the Public Utilities Commission of Ohia and regulaiory

asking ratepayers to subsidize the confinued operation of - strategy Is one way In
its W. H. Sammis coal plant, its Davis-Besse nucleor plant,  which the company
and ils share of the OVEC. coal plants, FirsiEnergy is has sovght to

FirstEnergy's latest proposed regulatory ballout is its

requesting that ils Ohio distribution ufilities be allowed fo s::‘um:::':;:;a"
enter into a fifteen-year contract to purchase the output petformance, often
of these planis at a price that significantly exceeds at the expense of
wholesale electricity market prices, Ohio electrcity l'ﬂfepd‘fels and
taxpayers.”

customers will pay for the difference.

This move is simply the latest in a long series of moves fo ensure the continued
subsidization of FirsiEnergy's coal fleet. Yet, despite its political and reguiatory sirategy,
pursued at the expense of ratepayers and ioxpayers, FirstEnergy hos not succeeded in
improving its core financial metrics or bringing rising debt levels under control. We do
not anticipate any significant shori-term or medium-term improvement in FirstEnergy's

financial condition.



Saction 1. Background

FirstEnergy (FE), headguartered
in Akron, Ohio, is one of the
nation's largest investor-owned
ufilities. FirstEnergy's distribufion
uvtilities serve 6 million customers,
and FirstEnergy's retail energy
supplier {FirstEnergy Solutions)
serves 2.6 million customers.!
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The company formed in 1997 through the merger of Ohio Edison and Centerior Energy

{0 combination of Toledo Edison and Cleveland Electric liuminating Company). It then

merged with GPU Inc. in 2001, expanding ifs operations further into Pennsylvania, New

Defimtiens

1 FirstEnergy,
2014)

Jersey, and a tiny service tenitory in New York, FE's
merger with Allegheny Energy in 2011 added holdings
in West Virginia. Maryland, Pennsylvanic and Virginia.
Teday FE owns several regulated distribution ufilities:
Ohio Edison {OH), The Cleveland Electic fluminating
Company {OH}, Toledo Edison {OH), Metropolitan
Edison (PA}, Penelec [FA/NY}, Penn Power (PA), West
Penn Power {PA}, Potomac Edison (WV/MD). and
Jersey Central Power & Light (NJ). FE's unregulated
(merchont) generation companies are FirstEnergy
Solutions (FES) and Allegheny Energy Supply (AES).
FE's major transmission subsidiaries are American
Transmission Systems Inc. {ATSI) and Trans-Allegheny
Inferstate Co. (TrAlL}. FirstEnergy’s fone verdically

2013 Annual Report, p. 7 (March 2014) and FirstEnergy, 2Q 2014 Eamings Call Transcript, (August 5,

4



ATTACHMENT EWH-1

integrated utility, which owns generation, transmission and distribution systems, is West
Virginia-regulated Monongahsia Power {Mon Power),

FirstEnergy has two different ownership categories of electric generation assels:
“regulated” plants, whose expenses are recovered from rates charged fo electric utility
customers and approved by state public service commissions; and *unregulated” or
“competfitive” plants, also known as merchant plants, that sell electricity directly into
the wholesale efectricity market and have no guarantee of recovering their costs
through power sales. Only the plants owned by Mon Power are regulated.

Figure 1: FirstEnergy's corporaie structure?

Summary Organizational Structure

B FRuives
PE Temtepnmianion
B £ Oeovmtion
“Entity has aubsidanes that ste ast shown
? A more detailed diagram can be found here:
hiin: psC.sigle wy. i cket/ViewDocument.cim?CaseAcliviiyiD=2966028 No

{ivoe=%27WebDocke{%27
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The FirstEnergy-Allegheny merger

FirsiEnergy’s merger with Allegheny in 2011 was a major milestone in the development
of the company, increasing ifs number of distribution customers by more than a third?
and increasing its asset value by more than 30%. The merger of FirsiEnergy with o
company dependent on merchant coal (where electricily is sold competitively on the
open market) signcied a strategic direction that continues o have major repercussions
for the company's financial situation.

By merging with Allegheny. FE acquired regulated operations in West Virginia, regulcied
distribution operations in Pennsylvania and Maryland, and an unhreguloted generation
company, Allegheny Energy Supply. which owned a generation fieet comprised of 78%
coal fired plants# Allegheny also owned transmission, including the Trans-Allegheny
interstate Line Company and the Pofomac-Appalachian Transmission Highiine {a joint
venture with AEP that wos ulfimately never constructed).

FirstEnergy CECQ Anthony Alexander arficulated his broad vision of the merger in his
"Message to Shareholders” at the end of 2010:

The merger more than doubles our highly efficient, superctitical coal capacity,
impraoves the overall environmental performance of our entire fleet and
increases the generation output we have available to sell at market based
prices by amosi 40 percent s
FE toid regulaiors, investors and consumers that the Allegheny acquisition would resull in
significant synergies, half of which were expected fo come from the unregulaled
generation segment, These synergies were to result from economies in fuel purchasing,
fuel blending. operations and maintenance, and improved monagement of the
Allegheny generation unifs to reduce their outage rates and improve their capacity
factors. (The “capacity factor” reflects the fraction of time that a plant is running at full
capacity: it compares the plant's actual generation during a year with the generation
that the plant would producs if it operated at 100 percent power for ol hours of the

3 FirstEnergy, 2010 Form 10K, February 16, 2011, p. 50

4 Allegheny Energy, 2010 Form 10K, Febmary 23,2011, p. 12
5 FirsiEnergy, 2070 Annua! Raporl Message o Sharsholdars
itk fiwww.sni. 259 P D=4F1
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year). FirsiEnergy cimed to achieve top decile performance {in the fop tenth of all
plants) for capacity factors for thelr merchant supercritical unitst by 2014

Additionally, FirstEnergy expected synergies from integrating the FirstEnergy and
Allegheny informalion technology systems, replacing contract workers with fewer FE
staff.8

Financial metrics

Table 1 shows irends in some of FE's key financial metrics. The compahy posted
revenues of $14.9 billion in 2013. The company reported a total asset base of $50.4
bilion and posted capital expenditure (CAPEX) spending of $2.3 billion in 2013.

Table 1. Key financial metrics {$ in millions - except per share amounds)?

2012 2011

Totat revenues $14,917 $15273 $16,105 $13,306

Dividends per share $1.:65 $220 $2.20 §220
Total Assets $50,424  $50.494  $47,410  $35,611
Total Equtty $12/695 $131093 $13200  $8.952

Long-term debt and other long-term obligations  $15,831  $15,179 ' $15,716  $12,579

Shott-tarm borrowings and long-lerm debt
payable in cuvent year $4,819  $398 $1621  $2.186

Capital expenditures $2,300 | $3289 $2,493  $1,800

¢ Supercritical units operate st higher pressure and ere more efficient than suberitical units.

TFicstEnergy, Q7 2071 Eamings Call Transcript, May 4, 2011. (FE 1Q-11 Earnings)

® Specifically, FirstEnergy argued that they would be able 1o set up a centralized maintsnance faciity and service
their generation facilities with their own people, rather than with contractors. Synergies in integrating IT platforms
would also lead to the slimination of contraciors (FE Q1-11 Eamings)

¥ Data for this chart is compiled from FirsiEnergy, 2010 Form 10K, February 18, 2011 { FE 2010 Form 10K);
FirstEnergy, 2071 Form 10K, February 28, 2012 ( FE 2011 Farm 10K); FirslEnergy, 2072 Form 10K, February 25,
2013 (FE 2012 Form 10K); FirstEnergy, 2013 Form 10K, February 27, 2014 (FE 2013 Form 10K).
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Table 2 shows FE's 2013 financial metrics in comparison to other investor-owned utilities
of similar asset size, and Table 3 shows ifs credit ratings comparead to the same
companies. Inrecent years the compeny has experienced some slippage among its
peers. Company finances were siressed by the recession, but as the nation has
experienced a modest economic recovety, FE has still struggled to improve revenues,
credit rafings, and the quadlity of ils assets, and 1o rebalance its deb! load. Recently the
company reduced its dividend projections going forward, a step that will reduce
anticipaled cosh flow pressures,

Table 2. Selected financial metrics compared fo other compaonies of similar asset size
($ In millions - except per share amounts)

American
FirstEnergy  Eigclric o, P o rEta | Edisan
IFE} Powier Doavinion PRL DUKE liyternational's
(AER)!"
Total revenues : $14,917 $15,357 $13,120 $11,860 ' $24,598 $12,581
Dwidends per
share $1.65 $195 $2.25 $1.47 $3.08 $136
Total Assets $50,424 $56,414 $50,096 $46,259 $114,779 $46,646
Total Equity $12,685 $18,086 $11.642 $12,466 $41,330 $0,938
Long-term debt & i
other long-term | !
obligations'® | $15,831 $17,231 $19,330 « $20,592 $38,152 $10,028
Short-term
borrowings & long-
term debt payable
ncurrent year $4.819 $2.441 $3446 $1.016  $2,043 $810
0 FE 2013 Form 10K

"' American Eloctric Power, 2013 Form 10K, Februaty 25, 2034

2 Dominlon, 2013 Form 10K, February 28, 2014

3 PPL Corp.. 2013 Form 10K, February 24, 2014

" Duke Energy, 2013 Form 10K, Fabruary 28, 2014

' Edison Internationat, 2013 Form 10K, February 25, 2014

's The presentation of "long-term debt and other lang-tarm obligations” varied batwean the different utility Form 10Ks
For example, FirstEnergy’s long-term debt includes capital lease ahligations, unamortized debt premiums, and
unamortized falr value adjustments (FE 2013 Form 10K ai p. 173). In some cases thesa categones had to be added
into the leng-term debt reporied by ofher utllities for comparison,

8
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Table 3. FirstEnergy's credit ratings compared to other utilities of similor asset size

American
LT ang-te I 2ras ectnG . . . e disan
i‘r‘ﬂ’;ﬁ"r;;:‘;:—'s“”‘ ::F'ES:I‘.F?“LF‘EF EeCtC | pominion’® PP DUKE: e
(AER)'"
S&P BBB- BBB A- BBE BBB+ BBB+
Mondy's Baa3 Baa1 Baa2 Baa3 A3 A3
| Fitch BB+ BBB ' BBB+ BBB BBB+ A-

Source: SNL Finonciol

Generalion porfiolio

FE owns approximately 17,848 MW of generation. including long-term power contracts
(down from 22,810 MW at the time of the FirstEnergy/Allegheny merger in 2011}.23 This
portfolio cumently includes 58% coal: 23% nuclear; 8% hydroelectric; 9% oil and gas; and
3% wind and solar power purchase agreements.

Table 4: FE Coat and non-coal generation capacily: Merged capuacily versus current

Generation Status 2011 Merged Capacity™ ‘]'3__';11”1‘:[’"
Coal 14,866 65% 10,301 58%
Non-Coat 7.944 35% 7547 42%
Tatal 22,810 100% - 17,848 100%

The following tables show the regulated and merchant coat assets owned by
FirstEnergy and Allegheny at the time of the 2011 merger, and the current stafus of
those assels.

17 FE 2013 Form 10K

18 American Electric Fower, 2013 Form 10K, February 26, 2014
% Dominion, 2013 Form 10K, February 28, 2014

2 PPL Comr., 2013 Form 10K, February 24, 2014

21 Duke Energy, 2013 Form 10K, February 28, 2014

 Edison Intemetional, 2013 Form 10K, February 25, 2014

B FE 2013 Form 10K, p.2

M EE, 2011 Form 10K, p. 41

2 FirstEnergy, 2014, 1Q Factbook, {May 2014), Slide 1@
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Table 5: Coal-fired generation owned by Allegheny Energy at time of merger

Type of

MW Yeregulated % merchant Clrrenl Status

Plant

Harrison 1983 20.5% 79.5% Supercritical  entirely regulated
Hatfield's Fery 1710 - 100% Supercritical  refired

Pleasants 1300 7.7% 92.3% Supercritical  entirely merchant
Fort Martin 1107 100% - Supercritical  no change
Armstrong as56 - 100% Subcritical retired '
Albnght 292 100% - Subcrtical  retired

Mitchell 288 - 100% Subcritical - retired

Willow island 243 100% - Subcertical retired

Rivesville 126 100% - Subceritical - retired

R Paul Smith 116 - 100% Subentical retired

OVEC 78 14% 86% Subcritical | no change

Table &: Coal-fired generation {all merchont) owned by FirstEnergy at time of merger
Type of Rlant | cyrrent status

W.H.Sammis 2220 Supercriical change "

Bruce Mansfield 2490 Supercriical change
Subcritical 396 MW scheduled o refire April 15, 2015, the rest

Eastiake 1233 retired

Ashtabula 244 Subcritical  pyp o015

Bay Shore g3t Suberiical o1 136 MW retired
Lakeshore 245 Subcitical  oopeqiied to retire Apri15, 2015
R.E. Burger g4  Subritical retired

OVEC 110 Suberitical 4, ponce

*RMR means “reliobiiity must run,” showing that the plant is required 1o be avallable to the grid unil this
date

Al the fime of the merger, FirstEnergy's total generating capacity consisted of 54% coal-
fired generation, which increosed to 65% with the merger.2

Almost all of the subcritical fless efficient) units have been retired, consistent with
broader national frends in coal-fired eleciricity generafion. But FE's supercriticad units
have also not performed well financially; as a result, one plant {(Hatfield's Ferry} has
been retired, another [Harrison) has been fransferred to a regulated environment, and
a third {Sammis) is the subject of o proposed regulatory bailout in Ohio {described in

% FE, 2010 Form 10K, p. 40
10
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Section 3.D below]. Since the merger, the company has reported 4,769MW?2 in
retirements of merchant coal plants, in addition to transferting 1,576 MW of the Harrison
plant from the merchant segment to reguiated Mon Power. Today, FE's merchant
generation fleet is aboul the some size as it was before the merger with Allegheny.

FE disposed of the majority of the merchont generaling assets that it acquired from
Allegheny, including the Hatfield's Fery and Mitchell coal units (retired In 2013), the
Armstrong and J. Paul Smith coal units {refired in 2012). the Hamison codl plant (shifted
to reguioted ownership in 2013} and several hydro units (sold in 2014),

FrstEnergy's cument portfolio includes 3,780 MW of regulated generation.? FE's
regulated generation is more than 85% coal, pius a small amount of pumped storage
hydro and 31 MW of hydropower under long-term contract 2 By contrast, FirstEnergy's
merchant generation is made up of only 50% coal, reflecting the unprofitability of
merchant coai.

The following table shows an estimate of FirstEnergy's owned generation {not including
energy purchased through long-term contfracts).

Table 7: Coal

Actual Geperat

osure by actuol aeneration (in millions of MWh)
en (Millians of MWW 2011

2012

Coal 75.1 68.9 70.4
Non Coal 245 275 367
Total '99.6 96.4 107.1
% Coal 75% 71% 6%

Cod! remains the dominant fuel burned by FirsiEnergy, at 6%, In fact, coal's share of
generation is significantly higher than its share of capocity, at 58%.

27 FE, 2014 1Q) Fact Book, Sfide 85

25 FE 2013 Form 10K, p. 2

29 WV Public Service Commission, Dissenting Opinion of Commissioner Ryan Paimer, Case No. 12-1571-E-PC,
Oclober 7, 2013

2> The generation figures are derived from SNL database, FirstEnergy Corporation/Corporate Profile/Plant Portfolio
Summary/Plant Operations, 2011, 2012, 2013. Note that this dats is missing about 500MW of peak natural gas
plants, which run at low capacity factors and hence conltribute iittle to the energy total.
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Section 2: FirstEnergy's deteriorating financial condition

FirstEnergy's financial condition has deteriorated since it merged with Allegheny, and its
key financial metrics are on a downwaord trajectory. Declining stock prices, declining
revenues, declining net income, rising debt levels, reduced dividends and an
overreliance on stop-gap, short-term financial measures all flow from the undetlying
condiifion that the company’s business - the sale of electricity ~is performing poorly. At
the core of this weakness is the inabllity of FE's leadership 1o consistently bring recurring
revenues into alignment with recurring expenses. While the industry as a whole is
challenged by low power, naturdl gas prices, and the transition away from coal fired
generation. most large investor owned ufilities are navigating these challenges. In
November 2013, Moody's placed 167 utilities in the US on a review for a positive
upgrade, citing a favorable view of the industry as a whole, and foliowed recently with
letter upgrades for most of the larger investor owned utilities. However, Moody's did not
include FirstEnergy in ifs fist of ulilities eligible for upgrade. Despite Standard and Poor's
industry-wide upgrade for the utility sector from BBB 1o 8BB+¥, FE remains one of six
companies with a BBB- or below rafing.3?

A. Declining stock price
When FE closed its merger with Allegheny Energy during the week of February 23, 2011,
the closing stock price for the week was $38.42 per share®, down from FE's pack price
of $47.46 per share in December 2009. The stock peaked ogain in July 2012 of $50.77
per share, and currently is in the low $30.00's* per share-- in excess of a 30% drop from
he peck.

FE's stock decline, particularly since July 2012, takes place against a backdrop of
modest economic growth and rising slock values. The Dow Jones industrial Averoge

M Edison Electric instiute, Credi Ratings EE! Q2 2014 Finanicial Updale, (no date), p.1. {EEI CR Q2 2014)

% Edison Electric Institute, Credit Ratings EEI Q2 2014 - Backup Data
{hnp:h’www.eei.org!msoumesandmediaﬂnduslrydalaanalysisﬂnduslryﬂnandalanalysis!ﬂlrlyFinanclalUpdateWageﬂd
efault.aspx)

® Closing price on February 186, 2011

¥ FirstEnergy closed at $33.49 on 10/3/2014

12
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increased by 33% between July 2012 and July 2014. The SNL Energy Index during the
same period increased by 35%.3 Performance of power generation sfocks in the first
quarter of 2014 rose appreciably, Despite this, FE remained among the worst performers
in the class. While industry leaders' stock performance increased from 25% to 0%, FE
stock rose by 5.28%.3¢

Changes in FirstEnergy stock price compared to SNL Energy
Index and Dow Jones Industrial Average

Soa53888 3
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B. Declining revenues

FE has seen total annuol revenues drop from $16.1 billion in 2011 1o $14.9 bilion in 2013.
FE's 2011 to 2012 decline followed broad industry losses related to lowet demand and
low power prices. During 2013, FE's revenues declined slightly, while the industry

3 Over a five year pericd FE stock price has declined by 13.7% while the Dow Jones Industrial Average and SNL
Energy Index have increased by 99.7% and 88.03% respectively.
3 Amy Poszywzk, Merchants headline power stock ouiperformance in H1 *14, SNL Financial, February 16, 2014,
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average rose by 3.8%.% FE's flal revenues are attibuted by the company to
unanticipated negative regulatory rulings and customer shopping.® Improvement in
FE's revenue position would be contingent on favorable regulatory rulings® and rising
natural gas prices.

C. Net Income declines
FE has experienced an overall decline in net income from 2011 to 2013 from $8£9 1o
$392 million.« From 2012 o 2013, FE's net income declined by 50% — from $771 milion to
$392 milion. The erosion of this key financial metric raises concern, particularly in light of
2013 performance, Yet, during 2013, the net income of the industry as a whole rose by
41.1%. 4

FirstEnergy: Total, Merchant and Regulated Net Income
2011 - thru 2Q2014

1000 ($ in mi"ions’

800
600

2011 212 2013 First half 2014

& Totat Net Income ® Merchant Net Income Regulated Net Income
42

97 Edison Eleckic Institute, 2013 Financial Review, p.&
ito fivwww.eel orafros: B edin Sinvgataana
R i 0 inR

3 £E 2013 Form 10K, p.62
3 Ses. Moody's Investor Sarvice, FAQ. FirstEnergy Corp's Frospects for Remaining Investment Grads, May 5, 2014,
p. 14

“ FE 2013 Form 10K, p. 58.

1 Edison Electric Institute, 2013 Financia! Review, p. 11

 Note that “merchant netincome” and “regulated net income” do not sum io “tolal netincome” because there are
other business segments, including transmission.

14
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FE's overall decline in netincome is driven by weak performance in the company’s
competitive, merchant fleel, which posted a loss in 2013 and is poised to lose money
again in 2014. Although the merchant segment posted a positive net income in 2011,
the gain was due in large measure to the sale of FirstEnergy's partial interest in ifs Signal
Peak mine:

Net income increased by $166 million in 2011 compared to 2010. The increase in
net income was primarily due to a $569 million gain ($358 net of taxes) on the
partial sale of FEV's interest in Signal Peak in 20714

FE posted $377 milion in net income for its compefitive {[merchant fleet) segment in
2011.41f the gain from the sale of FE's parfial interest in the mine sale i deducied from
the net income of the company's merchant fleet, the competfitive segment would
have posted o gain of only $19 miilion for the yeor.

D. Rising debt levels
Since the merger with Allegheny, FE's overall debt levels have increased. These debt
levels are relatively high. The increases in both shorl and long-term debt have occunied
even as FE has shed over 4,000 MW of merchant coal generaiion,

FE: Total, Long-Term and Short-Term Debt, 2011-2013
($ in billions)

$20
$15
810

$5 |

$0 i
Thru 2Q 2014

®Total LT and ST Debt @long Term Debt = Short Term Debt

# FE 2011 Form 10K, p. 161
* FE 2013 Form 10K, p. 55
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FE has doubled ils short-term debt exposure from 2011 to 201 3.5 The company's long-
term debt increased from $15.7 billion in 2011 to $18.4 bitlion through the first six monihs
of 2014,

The high levels of debt and its internal composifion {short and long-term), along with the
compuany’s outlook, have led Moody's, Citi and UBS to cite the company's debt levels
as a red flag.

FirstEnergy has also been shifling debt from ifs subsidiaries fo the parent and among its
various subsidiaries. A major port of FirstEnergy's 2013 financial plan involved reducing
debt at its competitive operations, FirstEnergy Solufions and Allegheny Energy Supply.
This plan included the transfer of 1,576 MW of the Harrison power plant from Allegheny
Energy Supply to regulated Mon Power at an inflated price. This tronsaction involved o
transfer of $1.1 billion in cash from Mon Power to Allegheny Energy Supply. The nel
result for FirstEnergy, the parent company, was an increase in long-term liakilities to
finance the transfer of the plant.+ Despite the reduction in debt at FirsiEnergy’s
competitive operations in 2013, many analysts still find the parent company's debt fo
be cause for concern, because it is unsecured against assets.

E. Lost value from impairmenls

The existing coal-fired power plant fleet in the United States is experiencing a significant
erosion of value, atfributoble to age, evolving environmental regulations and jow
natural gas prices. Warnings about the impending capital expenditure risks associated
with retrofits to the remaining, aging coal fleet were sounded by many financiai
analysts,7 baginning in 2009-2010.

4 FE 2013 Form 10K, p. 80; FE 2011 Form 10K, p. 147

8 FE 2013 Form 10k, p. 10 identifies a $527 equity infusion fram FE to Mon Power as part of the funding of the
transfer. The remainder of the transaction was funded by notes issued by Mon Power (FE 2013 Form 10K, p. 53).
Mon Powar's notes were issued under the new reguiated status of the plant.

47 See H. Wynne et al.,, “Bernstein Commodities & Power. No Light for Dark Spreads: How the Ruinoys Economics of
Coal-Flred Power Plentz Affect the Markets for Coal and Ges,” Bernslein Research, 18 February 2011: M. Celebi, F.
Graves, G. Bathla, and L, Brerinan,

““pPotential Coal Plant Retirements Under Emerging Environmental Requlations,” The Brattio Group, 8 December
2010, avallable at:
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At the same time as natural gas prices collopsed in 2009 and the permanence of iower
power prices began to shape investment behavior, the country faced o recession,
driving down the demand for electricity. Plans 1o refrofit the aging coal fleet were put
on hold and more coal plant retirements were announced. During this period and
continuing fo the present, many merchont coal plant owners suffered significant
financial setbacks: lower power prices, depressed valuafions and distressed asset sales,

No major new coal-fired generotion projecis have been planned in the US affer 20134
One hundred eighty-three proposed new coal plants have been canceiled in the US,#
and refirements have been announced or iaken place for another more than 150
plants 5

fitch estimates that FES's coal portfolio declined in value by 62.8% from 2008 to 2013.5

[a. cumentsiuploadiibroy 20899.0df. N. Meliquist et al., “Natural Gas and Renewables.
A Secure Low Carbon Future Energy Plan for the United States.” Deutsche Bank Chmata Change Advisors,
November 2010, avaliable at: htlp., .d X NatyralGasAndRenswabies pdf. H. Wynne, F.
D. Broquin, and S. Singh, "U.S. Utiliies Coal-Fired Generation Is Squeezed in the Vice of EPA Repulation: Who Wine
and Who Loses?,” Bemnstein Research, Ociobar 201 0, available at;
hito. = Aeoalohgown pads/hamstein-report. pdf; H, Wynne, F. D. Broguin, and S, Singh, "Black Days
Ahead for Coal: EPA Air Emissions Regulation & the Outfook for Coal fired Generation,” Sernsfain Research, 22
September 2010; M.J. Bradley et al., “Ensuring A Clean, Modern Electric Generation Fleet while Maintaining Elecine
Reliability,” M.... Bradfey
“1& Associates, August 2010, aveilable at:
tlo. /iwmmw.mjbradiey oonddommwnNMJBAandAmlysisGmupReliabilityRepoMmMN D.pdf; J. Fahey, "Why Smal!
Coal-Fired Plants are Going Away,” Forbes, 19 July 2010, avallable at:
hitn:/fwww forbes comiforbes/20 1087 1Y outh 2aMa-Coal-energy-eiecticity-cleanng-air timt H. Wynne, F. D.
Broquin, and S. Singh, *U.S. Utilites: A Visit o Washington Finds Utility Lobbyists & Environmentelists Agreeing on
the Grim Outlook for Coal,” Bamsfein Research, 9 March 201 0; 8. M. Kaplan, *Displacing Coal with Generaticn from
Existing Natural Gas-Fised Power Plants,” Congressiona! Reseerch Sarvice, 19 January 2010, available at:
hitp:/fassets.opencrs comimis/R4102 20119.0dl. Ses also: North Amencan Eleciric Refiability Corporation,
2010 Special Reliability Scenaric Assessment Resource Adequacy and tmpact of Potential U.S. Environmeantal
Regulations,” NERC, October 2010, available at: hiw:, VEPA i al.pdf, Bank of America
and Mexrill Lynch, "Power and Gas Leaders Confersnce,” New York, 28 September 2010; ICF international, "Clean
Air Regulations: Impacts of EPA Proposed Rules,” 16 Septamber 2010.
“® Edison Eleclric Institute, 2073 Financial Review, p. 49

MWMMMEQMM@E@MMM_%!
Review 2013.pdf (EEI Rey

0 Sierra Club, Proposed Coal Plant Tracker, no date. thp:Ilcontent.sierranlub.orglcoalfenvironmentallaudplam-trad(er
= Sierra Club press release, Coal on the Decline — 150 Coal Plants Set for Retirement, Oclober B, 2043,
htip:licontent sigrraciub.org/press-releases/201 31 G/coal-decline-1 50-coal-plants-get-retirement

# Filch Ratings, The Erosion in Power Plant Valuations, September 25, 2013.
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FEdisclosed coal  yapje 8: Coal related impairments 2011-2013
related value

Amount
(5 mmilligns)

Impairment Disciosure Year

losses in its portfoio Transter of Harrison to Mon Power 2013 $322
even prior to the Refirement of Hatfield's Ferry/Mitchell 2013 $473
) Retirement of 3 WV coal plants 2011 $ 87

merger with Retirement of 6 coal plants 2011 $243
Total $1125

Allegheny.

In 2010, FE took a $375 miilion impairments? to refire or restrict operations at five coal
plants. {An impairmeni refers to a write off in the value of an asset in order to bring the
value of ihe asset on the company's books in line with the assets estimated fair mcirket
value). The company took an additional $1.1 billion in four separate coal related
impairment disclosures, covering a dozen plants, from 2011 through 2013.

What was extraordinary about FE's strategic direclion was the fact thet it bought
Allegheny, o company with a significant portfolio of merchant coal plants, in 2011,
(Seventy percent of Allegheny's coal capacity was merchant, and only 30% was
reguloled).s® At the time, FE characterized greater exposure fo the competitive market
as a benefit of the merger. Bul in fact, FE boughi a fleet of planfs with declining
valuations. poor revenue producing capabilities and o weak regulatory outlook.

FE's management recognized the challenge early and began to divest lself of the
older Allegheny cool fieet and its own legacy coal plants.

The retirement of ithe plants and revaluation of existing ossets were designed to create
a more efficient generation porifalio. Bul after the short-term negaotive impact on the
company's balance sheet from the impaiments, the sirategic benefits to FE from the
merger have not materialized. Actual performance shows a confinued heavy refiance
on an underperforming merchant coal fleet in a weak competitive market, and a
regulated coal plant portfolio that is profitablte but unable to carry legacy debdt.

S2FE 2010 10k at pp.254-55
& Allegheny Energy 2010 Form 10K, p. 13
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F. Declining dividends

The cumulative impacts of FE's weak financial position have caused a change in
corporate behavior. in January 2014, the board of FE announced o 35% reduction inits
dividend payment. According to the Edison Eectric Institute, FE's dividend reductionis
a relatively rare event in the indusiry. From 2010 through 2013 only one company,
Exelon, reduced its dividend.>

G. Relying on “one-fime resources” o mask imbalance in
revenues and expenses

1. Background: One-time resources

The typical Uity sustains its business through internally generaled cash flows from
electricily sales. When a welk-managed company is presented with an opportunity to
selt an asset, it will use the funds to reduce debi or invest in additional revenue-
producing activity. Companies can prudently use “one-time resources,” such as shor-
term borowing or skipping payments for debt service or retirerment payments, to
provide balance sheet refief in a given year. Short-term borrowing can also be
deployed in a similar fashion to retum o company 1o financial solvency. All of these
financial tools can be abused, however, if they are caried forward year over yedr at
extraordinary levels,

Since 2011, FE has relied upon a series of one-time resources each year to provide cash
infusions to correct the apparent struciural imbatance in the company’s recurring
revenues and recurring expenses. The practice of using lorge one-fime resources in
multiple years, along with 1he size of hese resources, strongly suggests that FE's business
modei s financiaily unsustainable. The company's recent decision to reduce the stock
dividend (See Seciion F| in order fo relieve pressure on cash flow is evidence of
undetlying financial deterioration.

The company's forward-looking financiat plans through 2016 show pemsistent high levels
of shor-term borrowing, an indication that it will continue to rely upon one —time

 Edison Electric institute, Dividends: Q4 2013 Financial Update
ﬂup_!.umr 391-0 gresourcesandmedia/industivdatagns kX
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resources fo sustain its operations. The company’s underlying business - ihe sale of
electricity-is not generafing sufficient revenue to cover expenses.

2. How huas FE used cne-lime resources?

FirstEnergy used one-time resources on at least five separate occasions since 2011.
The resources total approximately $5.8 billion from asset sales, reduced payments
and short-term borrowing. These financial management actions allow the company
to declare positive net income in each year and to provide competitive dividend
payments to investors. In the aggregale, these non—ecuring resources exceed the
amount of the company's dividend payments for the iast three and a half years
(See Table 10). FE hos effectively borrowed from ifs future to pay annual dividends fo
shareholders,

Table 9: FE One Time Resources 2011-2013 (S in billions

One Time Resource ( 212 2013

Sale of Signal Peak Mine and 3 natural gas plants 084

Reduce cash for debt retirement 112

Short term cash borrowings | 2.0 14
Total 084 3.2 14

3. 2011 one-lime resources

In 2011, FirstEnergy recorded cash proceeds from asset sales of $840 million. These
asset sales include the sale of a one-third interest in the Signal Peak coal mine in
Montana, the sole of the near-complete Fremont natural gos plant, and the sale of
its Richiand and Siryker natural gas peaking plants.

In 2011 FE made dividend payments to shoreholders of $881 million. The combined
impact of FE's various gains on asset sales was sufficient 1o cover almost all of EE's
entire dividend payment for the yeor.
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4. 2012 and 2013 one-time resources

In 2012 ard 2013 FE took advantage of two short-term rescurces — o reductionin
debt redemptions and an increase in short-term borrowing - to address imbalances
in underlying revenues and expenses.

Reduced Contribuiion for Debt Retirements

Although FirstEnergy's aggregate short and long-term debt burdens have been
increasing, the company regularly refires, reduces or refinanc es some of its debt. In
the three years from 2011-2013, FE spent $6.4 billion™ to redeem or reduce its debt
lcad, an average onnual debt reduction payment of $2.1 billion over the thiee year
period. FE paid $240 mitlion In debt redemptions in 2012, and $3 6 billion in 2013,
Debt maturation dates may cause annual fluctuations for any company as a malter
of prudent debt praclices. A company faced with the deb! burden as large as that
of FE, however, needs a reguiar, robust debt retirement strategy. Debt refinancings
and shifling debt from subsidiaries fo the parent corporation are not dekt reduction.

2012 ond 2013 shorl-term borrowing

Short-term debt, generally defined as debt that is repaid within one year, is fypically
used to manage immediate cash needs of the business {emergency, accounts
receivable, working capital), FE has shorf-term borrowing capacity of $6.0 billion
under various credit agreements, which the company has now extended through
2018. In 2012. the first full year afier the merger, FE borrowed $2 billion on g "short-
term basis,” and If borowed an additional $1.4 billion on a short-term basis in 2013.56

FE's shorl-term borrowing is twice the level of the company’s decounts receivable G
the end of 2013. In other words, the company did not generate sufficient cash from
operations to pay off its shor-term debt in 2013. Analysts ot Citi bank project thof FE
will have “short-term” borrowing balances of $4.8 billion caried through 2016.57 UBS

S5 FE 2013 Form 10K, p. 123

56 According to FirstEnergy, Forn 10 Q — Second Quarter of 2044, August 5, 2014 {FE 20-14 Form 100} FE has
reduced Iis shor-term borrowing by $1 1 billion. Its long-term indebtedness has increased by $2.6 bilion during the
same period. See discussion of Long and short-term debt sbove.

37 Cili, FirstEnargy Corporate; FE, Lefl in the Cold during Polar Vortex, Reacting fo Situstion, Lowering Guidance and
Reassessing Options, May 6, 2014.P. 2
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has also noted relative o its shorl-term borrowing levels, business profie and
corporate size, FE has significant exposure to increasing interest rates due to these
short-term borrowing practices, s

In 2012 and 2013, FE paid $920 million in dividend, an increase over the 2011 levels.
In each of those years, the balonce sheet relief derived from pushing off debt
redemption payments and cash from short-term borrowing individually and
collectively exceeded the size of the dividend paymenis.

5. 2014 one-time resources

In the first half of 2014, FE sold off seven merchant hydropower plonts. The sale
closed for $394 million. This is greater than the $302 million paid in dividend
payments for the first half of the year.«0

Table 10: 2011-2013 one-time resources and dividend payments
Over Use of one-time resources masks financial imbalance {8 In billions)

Revenue 16.1 15.3 14.9 15.4
Expenses 144 131 13.3 13.6
Operating income 1.7 2.2 1.6 1.8
Net income 09 08 04 0.7
One time resources (OTR}) 0.8 : 3.2 1.4 1.8
Net income w/o OTR o3 N a0 &y
Annual dividend payment 0.9 0.9 0.9 0.9

Conclusion: Financlal condition

For the past three years FE's underlying recuning revenues have been insufficient to
cover its recurring expenses. Without the use of one-time resources the company would
have had either to reduce dividends or find other avenues to pay shareholders.s' These

% UBS Investmeni Research, US Elestric Utiliies & IPPs: In search of parend feverage, June 16, 2014, p. 4.

5 FE 2Q-14 Form 10Q, p. 64.

% FE 2Q-14 Form 100, p. 4.

&t This analysis did not include the amount of benefil achieved on the corporate balance shests when the company
skips pension contributions, in the last seven years it has skipped annual peyments in three cases. FE's average
annual payment for the four contributions was $443 miiion. If smoothed out aver the saven years the average
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stopgap measures have not been camied out in fandem with a longer term turnaround
strategy that would bring recuning revenues in line with recuring expenses. FE is
expected to cary substantial short and long-term borowing balances forward in each
of the next three years {if not longer}.

Section 3: As FirstEnergy has struggled financially, it has resorted to
political, reguiatory and financiai schemes fo shore up its balance
sheet

FE's significant financial losses from coalfired generation, documented in the previous
section, are likely to continue, yet FE remains committed to a porifolio that is highly
dependent on coal. To achieve a turnaround in the face of a market that is hostile fo
codl, FE has furned to the politicol reatm, using corporate leadership and lobbying,
regulatory gimmicks and loopholes in federal prograrms to try to prop up the company*s
sagging market performance. So far the strategy has not improved share value. And, as
a corporate citizen, FE has taken positions with regard 1o renewable energy and energy
efficiency that run counter both to sound public policy and the practice of lerger, more
profitable companies. First Energy CEQ Anthony Alexander laid out his views of the
future of the industry and the role of government in an April 2014 speech before the LS.,
Chamber of Commerce, 4 stating: “the elechic utility industry continues to experience
weak demand for electricity and soft market prices for power." charging that
government interference in the market is “stifling the growth and use of electicity.”

Mr. Alexander summarized his view of current frends in utility and reguictory finance: “In
the electricity utility industry, energy efficiency, renewable power, distributed

payment would be less then $250 million annually. These intermiftent payments are (ikely to be higher than if

payments were made on an annual basis. The praclice of skipping whole years does provide a shori-term cash flow

benefit in those years where no payments are made_ Large, infermitient payments are likely to be more expensive

end disruptive to the company over time. FE skipped its 2013 pension payment (FE 2013 Form 10K, p. 107) and no

payment is scheduled for 2014 {FE-2014 1Q Facibook, p. 153),
_r olH COTE .

%2 Fyll speech is available at hilps: comicg
Chamber-Speoch.him!

23



ATTACHMENT EWH-1

generation, micro grids, roof-top solar and demand reduction are examples of what
'sounds good’ — and while they may aff play some role in meeting the energy needs of
customers, they are not substitutes for what has worked o sustain a refiable, affordable
and environmentally responsible electric system.”

He went on to fault policies designed 1o curb energy use for undermining investments
made in cool and nuclear generation, saying such policies were really part of a “war
on coal™: a social agenda with perilous implications for the econhomy. He went on to
laud the growth in natural gas reserves but indicated that natural gos capacily folled
during the recent polar vortex.

His overall conciusion was o call for diversification and an elimination of undue
restrictions on the market. In practice, though, FE's political strategy is to promote
government subsidization of s obsolete coatfired generation, while opposing
dlternatives and exploiting competitive morkets to its own financial benefit. FE
generates 66% of its elecfricity from coal power plants. This is not diversification. In fact,
FirstEnergy has chosen to sell electtic generation assefs that would have helped them
diversify their fleet: o natural gas plant in Ohio and hydroelectric plants in PA, WV, and
VA.

FirstEnergy's political strategy ~ calling for continued reliance on coakfired and nuclear
power generation and opposition to competing sources of power —[s based on a
mischaracterization of the fundamental challenge facing the ufifity industry. America’s
electricity system -- its power plonts, grid and companies-- are in a period of change
due to the age of the power fleet. Seventy-three percent of ihe coal fleet, for example
is over 30 years old.® The nuclear fleet in the United Siates is on average 33 vears old.#4

The markets in the United States are in a transifion and have rejected the idea that a
whole new fleet of coal plants should be built to address the problem of the age of the
nation's electricity fleet, as 183 new coal plant proposals have been rejected due to
financial, envirenmental and popular opposition. The existing fleet of coal plans is also

o/ 3 'detail.
& Enargy lnfonnaucn Admumsuatlon FrequemlyAsked Queslions, Nevember 7, 2013.

hitp:Mewww sia govitoclsiagsieg.cimTid=228
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nof producing the revenue needed as an incentive to large scale retrofits or new
construction of coal plants,

The United States electricity system raquires new investment. This investrnent Is faking
place ageinst a backdrop of scientific, technological, financial, economic and political
change. What worked in the paost is not likely to work in the future.

A chorus of CEQ's from other major utilifies have cited the need for utilities fo move
forward with creating new models for their operations - incorporating demand
response, energy efficiency, renewable energy, and "distributed” generation as key
parts of their businesses.

For example, the CEQs of American Eleciric Power (AEP), Edison Internalional, and
Southemn Cclifornia Edison ol fold a panel at the Wall Street Journal's April 2014
ECO:nomics conference that they see the advent of “distributed solar” - where
customers generale electricity with solar panels on their homes—as an opportunity for
their companies to evolve and offer new services.

NRG announced in August 20145 that they are reorganizing their business model in
recognition of fundamenial changes in the industry, and in October NRG purchased
Canadian rooftop solar company Pure Energies. James Rogers, former CEO of Duke
Energy Predicted in 2013 that the future for electricity markets would see o fundamental
disconnect between GDP growth and electricity growth.sé

Instead, FE's policy and practice is designed fo retain a relative monopely for coal fired
generaiion.#’ This is shown through: 1) the use of government regulation to fransfer of
the Harrison power plant to West Virginia's regulated system: 2) FE's proposed ratepayer
bailout for the Sammis, Davis-Besse and OVEC units In Ohio; 3) FE's misuse of Ohio’s
renewable energy market; 4) FE's opposition to government policies that support

85 Amy Poszywak, UPDATE: NRG lays out sirategy to create valus from powsr indushy evolution, SNL Finanoial,
August 7, 2014

5 Abby Grusn, Duke’s Rogers cails for uttity regulatory, business model rethink', SNL Financial, January 30, 2013
#? While there hes been much discussion and support from the eoal industry for an all of the above, diverse use of
fuel sources for the nation's arid in many parts of the eountry diversification would actually reduce the use of coal,
FirstEnergy and the mid-Atlantic and Midwest region Is a case in point,

25



ATTACHRMENT EWH-1

energy efficiency in Ohlo and ofher states; 5) FisiEnergy's cppasition 1o the
participation of energy efficiency and demand response resources in PJM's capacity
market: and é) FE's reliance on federal subsidies to profit from ils investment in the
Signal Peak mine. FirstEnergy's underlying goals are fo boost the financial performance
of ifs struggling merchant subsidiary, FirstEnergy Solutions, while also enhancing its
strategy of pursuing regulated growth.

This overall sirategy has nof succeeded. Mr. Alexander told the Wall Sreet Journal in
July 2014 that this has been a “{ost decade."s

A. Harrison plant fransfer

In October 2013, FirstEnergy received approval from the West Virginia Public Service
Commission fo complete the sale of 1,576 MW of the Harrison power plant from
deregulated Allegheny Energy Supply to regulated Mon Power. The Public Service
Comgmission approved the fansfer al a price $257 million higher than the historic book
volue of the plant &

The Hamison plant selis its output info the energy and capacity markels operated by the
regional electricity grid operator, PJM Interconnection LLC. The fransaction had been
presented to the West Virginia Public Service Commission as a benefit to the West
Virginia coal industry and os a way to reduce Mon Power's exposure to the vokatifity of
PJM energy and capacity market purchases. in reality, the transaction locks Mon Power
customers into owning far more energy than they need” and exposes them fo the risk
that the cost of owning and operating the Harrison power piant will not be covered by
the sailes of this excess electricily info PJM. FE's own numbers showed that the Harrison
plant would lose ratepayers money, relative to market purchases, through 2029.7

 Rebecta Smith, Efectric utiities get no Jolt from gadgets, improving economy, Wall Street Joumnal, July 28, 2014.
# FE had originally requesied a $589 miliion mark-up in the value of Harrisen, based on the "market value® of the
plant, as caiculeted in an appraisal commissianed by FE. This mark-up was reduced to $257 million in a setlement.
7 Assuming the Company's ioad forecast is correct, Mon Power customers will have excass energy trough 2026,

In 2013, Mon Power's existing power plants genarated 11,344 GWh. Mon Power forecasted an energy demand of
18,679 GWh in 2026, Hence, with the asset transfer, Mon Power customers will have excess energy well beyond
2026.

™ Public Service Commission of Waest Virginia, Supplemental Teslimeny of Catherine Kunkel on behalf of the West
Virginfa Citizen Action Group, Case Na. 12-1571-£-PC, September 10, 20123
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With the approval of the West Virginia Public Service Commission, FirstEnergy was able
to transfer the Harison plant from ihe fisky merchant environment to the protected
regulatory environment, where Wv ratepayers will pay for the ownership and operation
of the plant over the remainder of its useful Iife. In cddition, FE was able to increase the
value of the plant by $257 million: West Virginia ratepayers will also pay for this added
cost, plus a rate of return.

Despite Anthony Alexander's stalements favoring the free market and opposing
government infervention, the Hanisan plant transfer shows the company's willingness to
seek out and use government regulatory processes to create o guaranieed revenue
stream for a financlally struggling coal plant.

B. Proposed ballout of Sammis, Davis-Besse and OVEC plants

FE is now seeking o very similar ratepayer
bailout in Ohic to protect its Sammis, Davis-
Besse and OVEC plants.

In its Ohio rate case, FEis seeking approval fora
power purchase agreement, under which its
Ohio distribution utilities will purchase the output
of the Sammis coal plant {2,200 MW), Davis-
Besse nuclear plant (08 MW), and FES's share
of the OVEC coal plants {53 MW) at a set price.
if approved. this would shift the risk of operating

LU

these merchant plants onte Ohio ratepayers, Fitst Enerpy’s Sammis plont

who would be forced to pay for the cost of the plants, regardiess of whether it would
be less expensive to purchase from the wholesale market. FE estimates thal the
proposal would cost the average residential customer an additional $42 in its first year.72
In total, FE estimates that the plants would cost Ohio ratepayers $404 million [nef
present value) from 2016-2018.73 This rate increase represents about 5% of the Ohio

2 FE Q2 2014 Earnings call, August 5, 2014,

2 Public Utities Commission of Dhio, Direct Testimony of Jay A. Rubsro on behalf of Ohio Edison Company, The
Clavetand Elactric lluminating Company, and The Toledo Edison Company, Aftachiment JAR-1, Case No. 14-1297-
EL-SSC, August 4, 2014.
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subsidiaries' projected operating revenues from 2016-201874 FE estimates that the
plants will not start producing a net benefit to ratepayers until 202275 By our ahclysis,
the plants won't produce a positive benefit 1o ratepayers for even longer and will cost
ratepayers significantly more.

The following graph shows the estimated price that the Sammis coal plant would

receive under the proposed power purchase agreement, compared to the estimated
price that the plant would otherwise recelve from selling its output into the PJM energy
and capacity markets, as it does currently. Ohio ratepayers will pay for the difference.

Cost of Sammis PPA versus Warket Revenues
(2016-2021)
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™ Public Uthities Gommission of Ohio, Application of Ohio Ed ison Company, The Cleveland Elactric Hluminating
Company and The Teledo Edison Company for Authority lo Provide for a Standard Service Offer Pursuant te R.C.
4828.143 in the Ferm of an Electric Security Plan: Attachiment 6, Case No. 14-1297-EL-S80, August 4, 2014,

™% Public Utilitres Commission of Ohfo, Direct Testimony of Jay A. Ruberto on behaif of Oha Edison Company, The
Cleveland Eleciric fthuminating Company, and The Tolsdo Edison Company, Aftachment JAR-1, Case No. 14-1297-
EL-SS0, August 4, 2014.
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FE argues that its plan will protect ratepayers
from the volatility of morket prices because
ratepayers will be locked into a stable [and
high) contract for power from the plants. This
is the same argument that FE made in 2013
before the WV Public Service Commission in

support of the fransfer of the Harrison power

plant of aninfiated price fo Mon Power. and hofe in the Davis-Besse reactor head, 2007
the same argument it made to justify

additional rate charges for its Ohio nuciear plants,

This is also not the first time that FE has appealed 1o Chio stafe officials for a bailout. In
1997. when Ohio deregulated slectricity, FE succeeded in convincing the legisiature to
add surcharges to the bills of customers in its former service tenitory o pay for the costs
of its nucieor plants, This "fransition charge" cost ralepayers $6.9 billion, and blunted the
recluction in bills that should have occurred when competitors entered the market.
According fo the Ohio Consumers Counsel, the state’s ratepayer advocate, 1.9 million
consumers paid these surchorges.?s

C. Misuse of Chio's renewable energy market

Under Ohlo’s renewable energy standord, FE's distribution uffities are required to source
a certain percentage of their eleciricity from renewabie energy sources.

A financial audit of FE's renewable energy procurement program in 2012 found thord
FE's distibufion companies had purchased renewable energy credits from FirstEnergy
Solutions at prices that, at times, exceeded renewable energy credit prices anywhere
else in the country.”” These prices were passed through to customers,

® John Funk, FirsfEnergy proposes new rate Plan ta have consumers guarantee seles for fwo Ohio power plants,
Cleveland Plain Dealer, August 4, 2014.

http /e claveland. comibusinessindex,ssfi201 4108/ firstenergy_proposes now rate.him!

I Exeler Associates, Management/Parformance Auvdit of the Alternetive Enargy Resource Rider of the FirstEnsrgy
Ohio utility companias for October 2009 through December 31, 2011, Case No. 11-5201 -EL-RDR,

(http/idis.puc state.oh.us/TIFToPDYATOM001A12H 1586421 5C68703.pdf)
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The Fublic Utiiities Commission of Ohio ulfimately fined FE $43.4 million for this insicer
dealing and required the company to credit this money back to ratepayers. The PUCO
staled thotl FE's purchase price had been based on negotiations, not a competitive
bid, and there was ho evidence to support the price.” FE appealed this order o the
Chio Supreme Court. This case has not yet been decided.

D. Political opposition to energy efficiency

FE's corporate policy includes opposition {o investments in energy efficiency. FE sees
energy efficiency as direct competition to its core business of sefling electricity. Asa
result, FirsiEnergy hos vigorously opposed energy efficiency in West Virginia, where it
successfully argued before the WV Public Service Commission thad it should be required
to achieve an energy efficiency target of 0,5% of sales in 5 years, one of the weakest
energy efficiency targets in the nation.” In Pennsylvania, F& subsidiary West Penn
Power was recently fined $1.3 million for iis failure to meet its staivtorily mandaied
energy efficiency target for 2011.5

In Ohio, FE was the key player in o
successful legislative campaign in 2014 to
roll back & 2008 law that established
basic standards for the use of energy
efficiency and renewabie energy by
Ohio’s utilities.

The Ohio energy efficiency standards
were considered to be fairly strong and comparable to those in many other siates. The
renewable standards were not as aggressive as those of many other stafes 81

8 Public: Unitities Cornmission of Ohio, Opinion ang Order, Case No_ 11-5201-EL-RDR, August 7, 2013
hitp Jidis. puc,state. oh usfTiFToPDEATO01001A13H07B411 40F 98308 poif)
West Vieginia Public Service Commission, Case No, 11-0452-E-B-T

% Waqas Azeem, Pa. PUC penalizes West Penn for nof achioving energy savings reduction fargets, SNL Financial,
August 21, 2014

8 in 2011, 19 stafes achieved anergy efficiency savings of 0,7% of sales or greater - the target that Ohip set for that
year, (American Council for an Enargy Efficient Economy, The 2013 Stale Energy Efficiency Scorecard, November
2013). Also, 26 stales have renewable portfolio standards that are more aggressive than Ohio’s.
(hup:lhmw.ncsl.orglmseardﬂenergy!renewable-portfodio-standards.aspx}
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FE lagged behind other Ohio ufilities in the early implemenfation of the 2008 law. The
State's other twe major investor-owned utiities, AEP and Duke, met their energy
efficiency benchmorks handily in 2009, the first year of the program, but FE did not. By
2010 and 2011, FE had met the benchmarks.2 The company also dragged its feet on
purchasing or constructing renewable energy facilities, so tha it ended up having to
fulfilt the requirement by purchasing renewable eneargy credits,

Rather than deciding to comply with the energy efficiency and renewable portfolic
standards of the law, FE decided to try to repeal them:, By late 2012, FE had begun a
push to stop the law in its tracks, freezing the energy efficiency and renewable energy
standards portions of the low at 2012 levels 83 FE's position was supported by the Chio
Chamber of Commerce and several large companies. including Timken and Alcoaq,
who objected to provisions that large eleciric users had to aither implement g certain
amount of electric efficiency or pay a surcharge. FE's proposal was opposed by the
Ohio Manufacturers Association, severgl lorge companies including Honda and
Anheuser-Busch, alternative energy suppliers, environmental organizations, and others.
The state's other major investor-owned ulilities, AEP and Duke, offered suppori for FE's
position as long as they did not lose the invesiments they had made sc far in energy
efficiency. Indeed, both AEP and Duke have now said that they wiil continue their
current energy efficiency and renewable energy plans, even offer the possage of 38
310.

FE did not succeed in getting the “permanent freeze” measure passed of the end of
the 2012-2013 legisiative session. Part of their failure was due to fiming - some members
of the legisiature, the press, and parties interested in the bill protested that the lame
duck session did not allow for adequate public hearings or debate. It also become
clear that Ohio Govemnor John Kasich would not endorse a complete freeze of the
standards,

£ Max Neubauer, Ben Foster, R. Neal Eliiott, David White, and Ricic iHornby, Olio's Energy Efficlency Resource
Standard: impects on ihe Ohio Wholesalg Electricity Markst and Bernefils to the State, Amerigan Gouncil for an
Energy Efﬁclency Emnomv April 2013. mammmmmmmm

ACE E;

8 Dan Gearino Ufmly seaks to cap energy-efﬁefencymle The Cofurmnbus anatch November 2, 2012
hitp:liwww. dispa stories/business/2012111/27/utilitv-sesks 1
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FE and its allies regrouped for the next legisiative session in 2014. They infroduced a
somewhat modified version which, rother than permanently freezing the standards
outright, provided for a two-year freeze at 2014 levels. A study committee would be
created that would report back af the end of 2014 about whether the freeze should be

continued.

The FE bill, SB 310, was holly debated during legislative hearings, and virtually every
Ohio hewspaper editorialized against it, citing o potential loss of jobs from investment in
renewables In the state and the loss of savings from energy efficiency. Nonetheless, the
bill passed first the Senate, and then the House in May, and the gavemnor signed the bill
into low on June 13, 2014. Below is o comparison of the provisions of the 2008 law with
the changes that were made in 2014:

34 http/fwww legislature.state.oh, us/bills.cfm2iD=130_SB_310
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each ton of codl sold under ifs lease agreement. The vaiue of exported coal is
exempted from this collection.?® FE/Signal Peak appears 1o have sold upwards of 17
million fons of codl since 2009 on the export market, During this period Arch and
Peabody were estimating net incomne of $26 per ton s Using this figure, FE/Sighal Peok
has made $55 million from not paying royalties. ' Put another way, the U.S. taxpayer
has lost this revenue.

FirstEnergy has benefited from a dysfunctional federal codl lease program that
effectively gives away federal coal below fair market value. It levercged this
Undervaluation 1o significan! benefit in its sale to Gunvor, These profits were then used
to offset deep structural losses from FE's merchant fleet on the company's balance
sheet, underwiile economic development in other countries and boost the bottom line
of an inlernational banking syndicate. In short, FE's Signal Peak venture represents o
government giveaway that enhanced the value of the company oh ¢ non-core
project.

The federal coal lease program is designed to support coal fired generation in the
United States. The decision to give away the coal for below fair market value was
designed to expand the number of plants buming coal in the United Staies. In this
instance there is significant mission drift. Some may see this as a creative and prudent
use of comporate assets, others may see this as an abuse of the taxpayer, What this
$600+ million and rising giveaway of U.S. assefs could not be described as, however, is g
"war on cool.”

 Senator Ron Wyden, Senalors Wyden and Murkowski Sek Answers on Coal Royalty Payments, January 4, 2013,
See also: Patrick Rucker, Asfa coal export boom brings no bonus for LS. iaxpayers, and U.S. coal exporis trade
raises alarms for Western States, Thornson Reuters, December 4, 2012 and December 20, 2012, respactively.

9 The net income represents the income 1o the-coa! company for its foreign sale minus cost of production in the
United States and transporiation,

180 47 miliion tons at $26 per ton gives a net income of $442 million. At the 12.6% royalty rate, FE would have paid
$55 million on this coal had it been sold domestically.
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Section 4: Forward-looking sirategy does not work

Historically, FE's strategy has emphasized deregulation, focusing on profifing from
merchant generation and from expanding its retail sales in states with retall choice. FE
is abandoning this strategy to focus on opportunities for growing profits in its regulated
business, This means aggressively pursuing rate increases, seeking bailouts of its
merchant power plants from ratepayers, and pursuing policies thod stifle competitors to
coal. While this forward-looking strategy is clearly negative for the company's
customers. We also do not think it will be successiut at solving FE's financial problems.
In the previous section, we described some specific examples of the impact of FE's
strategy on ratepayers and 1axpayers. In this section, we put those examples in the
larger context of FE's change from a merchant-criented strategy to aregulcted
strategy, and argue that this change in strategic direction is unlikely fo lead to g
significant recovery for the company in the shorl 1o medium ferm.

A. Historic dependence on coal generation has been poor strategy

FE's strategic emphasis on merchant coal generation is shown by its 2011 merger with
Allsgheny Energy.

Almost 80% of Allegheny Energy's capacily was coal at the time of the merger, FE's
2011 10-k described the company’s business model as “market-focused" 0! and FE CEQ
Anthony Alexander fold investors that “our competitive business, our diverse generaiing
fleet and she scale of our Utility operations, will help us become one of the best-
positioned companies for growth in this industry "0z

Many of the other mergers and acquisitions occurring from 2010-2013'93 placed
increased rellance on regulated generation. FirstEnergy's emphesis on the supposedly
positive aspect of greater exposure o the merchant market seems anomalous and out
of step with the rest of the electric utility industry.

9 £E 2611 Form 10K, p. 52

02 FE Q1 2019 sarnings calf iranscript, May 4, 2011,

"3 See the thematic treatment of Credit Ratings and regulatory asset divestiture and transfers in the 2010, 2011,
2012 and 2013 discussions of Credit Retings in EEF's Financial Reviews.
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FE bought a major coal-dependent utiity, Allegheny Energy, at exactly the time when
the market for merchant cool generation was going downhill. FirstEnergy's merchant
generation segment has performed poory over the past three years.

At the fime of the merger, FE orticulated a goal of improving the performance of its
supercritical coal fleet, placing the fleet in the top decile of capacity performance in
the nation. (Capacity factors measure the percentage of fime that o facility is
generating electriclty}. However, according to the most recent data, the company is
not on track o meet its goal of fop decile performance by 2014, In 2013, two units from
FE’s supercritical fleet {one from Bruce Mansfield and one from Forf Martin) made the
top decile, but the remaining ten units from the five supercrifical plants did not achieve
this performance goal.'04

Several key finoncial metrics - revenues, net income, and debt - all point to the weak
performance of FE's merchant fleet. The merchant fleet posted a 2013 loss ond is
poised to lose money ogain in 2014. The regulated sector produced 182% of net
income in 2013. A recent analysis from UBS Investment Research estimates that
FirsiEnergy Solutions, one of FirstEnergy’s merchont companies, has negative value, due
to its high levels of debt and poor financial performance. FE's merchant pkints have
struggled to sell their power competitively in the curent environment of low wholesale
power prices. Capacity markets, which pay power piants for having their capacity
available to meet peck demand, provide an additional source of revenue for
merchant power plants. The copocily market is administered by regional electric grid
manager PM Interconnection with the stated goat of ensuring that there is sufficient
generatfion capacity available to ensure reliable operation of the grid, Capacity
market payments have been insufficient 1o make FE's merchant fleet financially
viable. PJM's capacity prices have already been set through the 201772018 delivery
year. Prices in FE's northern Ohic zone will spike 1o $357/MW-day in 2015/16 [o record
high prica), providing o one-time boost in revenue to some of FE's generation in that

104 SNL Detabase, Custom Peer Analysis/Capacity Faclors by Supercritical Plants/Sourced July 3, 2014
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region. In ils second quarter 2014 eomings call, FE's CEO confimed that capacity
prices through 2017/18 are “still not where they need to be 105165

Mr. Alexander stated further that
the company’s largest merchant
coal plant, the 2.4 GW Bruce
Mansfield plant, did not clear
the 2017/2018 capacily auction
and only partially cleared the
2016/17 auction. This means
that the plant will not receive
any revenues from the capacity
market in 2017/18. As a result,
FirstEnergy is delaying capital
expenditures at the plant.1?

Analysts at UBS are now saying
thet the retirement of Mansfield Bruce Monsfieks Planf
is a “ready possibility in the

medium ferm,"1c8

Additiondlly, the financial perfermance of FE's merchant fleet may be challenged by
coal prices, which are expected to rise over the nex! several years. The coal mining
industry in the U 5. Is experiencing an unprecedented level of poor financial
performance, including 26 bankrupicies of mostly small coal producers in 2012-2013.10
The industry must find o way 1o raise prices in order to prosper in the long-term.

% FirstEnargy, Q2 2074 Earnings Cafl Transcript, August 5, 2014

10¢ Several racent changes (in cluding PJM's proposed modification fo its capacity market to introdiice a new capacity
product, and a recent US Court of Appeals ruling vacating FERC Order 745 that may impact ihe participation of
demand response in capacity markets) are expacted to raise capacity market prices. (See: UBS Investment
Research, US Efectric Ulllities & IPPs: PJM'e Potentiel Tripie Whammy Up/ift, September 16, 2014). Itis nol ciear
how much ihese changes will impact FE, or how FE would make use of any addifional revenue if it materiglizes.

W FirstEnergy, Q2 2014 Earnings Calf Transcript, August 5, 2014

105 UBS Investment Research, FirstEnergy Corp.: Where's the value in power? August 6, 2014

™ Darren Epps, Bankruptcies confinua fo rock coal companies in '13, but hope for e survivors, SNL Financial,
December 5, 2013
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FirstEnergy's merchant subsidiary is not expected to recover financially in the near
future. In the short and medium term, even as FE disposes of its merchant coal fleet, the
fleet will continue to underperform and perhaps lose money. Energy margins in the
merchant sector are expectied to remain fight 1o

FE's continued choice of coal as a fuel source, particulary for a utifity in mid-Atlantic
and Midwest markets, is increasingly risky in this new era characterized by low power
prices, o glut of natural gas, rising importance of renewable energy and popular
opposition to coal. Low natural gas prices are keeping a lid on short-ferm coal prices.
The incursion of natural gas, renewablas ond energy efficiency as new, permanent
investments in the nation's electricity gric points 1o a broader, more diversified
generation mix for the region.

Although Individual companies in the utility inclustry are moving toward greater
diversification, particulary away from coal, FE's overall sirategy has produced the
following operational dynamics: 1) FE's coalfired capacity is at about the saome level as
before the merger: 2 FE's aclual generation from coal is about 66%; and 3) desprie
significant levels of refirements the company has not managed to reduce its debt load.
It remains fo be seen how a company that continues 1o rely on coal for two-thirds of its
generation, wilh limited debt options can continue.

B. FirstEnergy is reversing its strategy of aggressively expanding retail

sales

FE's strategy of aggressively expanding its retail sales has olso not worked out as well as
the company had hoped. In Ohio, o deregulated state, electricity cusiomers can
choose thelr electicily supplier. FE's meschant generating company, FirstEnergy
Solutions (FES}, aggressively moved to capture more of this market. In 2010, FE grew

1 FE's projections for natural gas prices through 2015 suggest very fittle change. Capacity pricing is expected to rise
and then drop again. Overall expenses for tha competitive fosel fleat are expeciad to stey the same. See: 1G
2(r4Fact Book, Slide 154-155.
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FES's base by a factor of three, tripling it from 0.5 million customers in 2009 to 1.5
million. As of 2013, FES had 2.7 million customers.t12

In order to retain and expand its customer base, FES offered rotes that were very close
to (and, in some cases, possibly below) wholesale market prices,'3 FES's business
model was built on aggressively expanding its customer base by underssliing the
competition,

This furned out to be a problem for FE during the 2014 “polar vortex,” Several polar
vortex events in January and February 2014, characterized by extrerne cold weather,
resulted in very high power demand in the PJM territory. Natural gas deliverability
consiraints and unexpected outages of some large generators drove power prices in
PJM to record highs. However, FE was not able fo take advantage of this potential
revenue windfall to support ifs merchant generating companies. Instead, os FE reported
inits @1 2014 ecrmnings call, “we had several nuclear and fossil outages and derales
[reductions in available capacity ot a generating unit] that occurred during the mosgt
voldtile pricing perfods. [Tihese outages, given the high prices for energy during thase
periods, had a significant impact on our results, " Because of its own outages, FES had
to become a net buyer from the market in order to supply its customers® demand ot
peak times when market prices were highest,

As part of a “far more conservative approach in competitive markefs,” FE has outlined
three strategies for mitigoting this problem in the future: 1) increasing its retail sales price
to betler price risk; 2] increasing its hedging for the retail load: and 3} purchasing
additlenal outage insurance. s

In its second guarter 2014 eamings call, FE announced a change in courss, reversing its
sirategy of aggressively expanding ils retail customer base. The compethy noted it had
shed 100,000 retoll customers in the first half of 2014, teducing its customer base from 2.7

™ FirstEnergy, Q4 2010 Eamings Calf Transcript, Febrnsary 18, 2011

M2 FE 2013 Annual Repott

113 Matt Brakey, No Solutions: Four problems FirstEnergy Solufions could not answer, Crain's Cleveland Business,
Seplembar 18, 2014

™M FE QF 2014 Earnings Call Transcript, May 6, 2014

Y18 FE Q7 2014 Eamings Call Transoript, May 6, 2014
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tillion 1o 2.6 miliion.!'¢ FE recently announced that it is pulling out of the retall business in
lilinois, where it currently hos more than 220,000 residential customers, 117

Afler FE's second quarier 2014 eamings call, analysts ai UBS noted that, “[plulling out of
retdil is a big deat for credibility of business model" and that “[t]he decision to scale
back from retail marks a key furning point for the company:, having relied upon this
strategy as a core element 1o maintain pricing through the last four-year downturn.”

While these actions reduce the downside risk of FirstEnergy's retail strategy, they ako
reduce Its upside potentiol. According to UBS Investment Research, "le]ssentially the
move to de-risk the business will result in higher costs and lower earnings in the future,”118

C. FirsiEnergy has recently announced a shifi to focusing on
regulated growih

As aresult of the pocr performance of its competitive generation strafegies, FirstEnergy
has recently changed course. At the time of the merger, FE had said, * fwle do not
need to grow our business by expanding our rate base."1? Today, the focus of the
business is exactly on securing as much revenue as it can under g regulated system. 2t
Specifically, FE is planning major invesiments in its fransmission system and more
frequent rale coses. FE succeeded in 2013 in shifting 1576 MW of the Hamison power
plant from merchant subsidiary Allegheny Energy Supply to reguiated Mon Power.
FirstEnergy expects jo achieve at least 80% of its earnings from the regulated business
going forward.'? This is consistent with recent performonce [85% of earnings came frem
the regulated business in 2013).'2

V18 FE Q1 2014 Earnings Call Transcript, May 8, 2014

17 Steve Daniels, FirstEnargy Sofutions ruts cord in Minols, Crein's Chicago Business, August 18, 2014

118 UBS Investment Research, FirslEnergy Corp.: Competitive Dis-synergies, July 31, 2014

" Full quote: “We do not need 1o grow our business by expanding our refe base, Instead, we are focused on growth
through efficiencies, cost controls and making the most of ihe assels we already have. We will upgrade our facilities
to meet increased demand and lo reduce the costs and risk in our business, and we will invest in efficiency and
productivity Improvements to make our assels more competitive.* (FE Q1 2011 earnings call, May 4, 2011)

20 £F Q4 13 Earnings call, February 25, 2014

21 thid

22 FE Q4 2013 Fact Book, Fabruary 2014
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Hanison Coal Plant transfer

in October 2013, FE received approval
from the West Virginia Public Service
Commiission to sell 1.576 MW of the
Harrison power plant from
deregulated Allegheny Energy
Supply te reguioted Mon Power,
thus completing o key aspect of
FE's new reguloted strategy.

In FE's third quarter 2013 eamings
call, shortly crfter the transaction

closed, CEO Anthony Alexander
exploined that one of the key drivers of the
hransaction was the need fo put the Harrison plant in a regulated environment, in which
West Virginia ratepayers will be responsible for its costs for the next 25+ years. He stated:

[Olur competitive operations have been challenged not by operctional
performance, but by capacily and energy markets that do nof suppor
investment in, or in some Instances, the operation of generating units.
While we can debate for reasons this is occuning, the fact is, power prices
have been weck for the last couple of guarters and we may be facing
confinued soft power prices for of least the next several years. As o resulf,
we began to reposition our competitive business in 2012 ond now through
a series of even more aggressive actions have better positioned 1his
business for the tuture,

For example, we hove reduced the size and mix of the fieet by closing
and selling competitive unifs. Last month, we closed the Hatfield and
Mitchell Power plonis ond we expect o complete the sale of certain
hydro assets later this year. In addition, we completed the Hamison and
Pleasants transfer this quarter. 2

'Z Part of the Harrison fransaction also involved the sale of a small fraction (100 MW) of the Pleasanis powsr plant
from Mon Power to Allegheny Energy Supply. (FE Third Quarter 2013 Eamings Coll Transcript, November 5, 2013).
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Transmission

FE owns the largest ransmission system H
within PJM.'2 FE announced in its
fourth quarter 2013 eamings call that it
is planning to invest $4.2 biliion in this
fransmission system from 2014-2017.
This would roughly double the value of
its existing fransmission assets; as of the
end of 2013, net tfransmission plant in
service was $4.1 bilfion.!? This
investment will mainly be in the
northern Ohio zone, where FE earns q

Federal Energy Regulatory FE pewer lires, by Associated Press
Comivission [FERC}-approved 12.38% refurn on equity on its transmission investments, 124
The company is targeting annual trarsmission eamings growth of 20%+ per year,1Z

it is worth nuting that FE has the highest return on equity for transmission investments of
any peer utility in PJM {o holdover from when FirsiEnergy’s fransmission system used to
be part of a different Midwest regional energy merket, MISO), ond is therefore ot risk
that FERC may lower this return on equity.1.120

Rafe cgses

Ancther piece of FE's regulated strategy is fo file more frequent rate cases.'® FE
currenfly hos rate cases pending in West Virginia, New Jersey, Pennsylvania, and Ohio.
The Ohio rate case is described in more detail in the next section. The following table
summarizes the rates cases filed in West Virginia, New Jersey, ond Pennsylvania:

124 |pid,

125 |bigh,

126 |kid,

127 | big).

122 JBS Invesiment Research, FirstEnergy Corp.: Compelitive Dis-synergies, July 31, 2014

129 Transmission retums on equity are generally only revised if challenged by a comgplaint 2t FERC. Such complaints
are relatively rare but have been increasing (Glen Boshart, Moody’s: FERC stil! will support new transmission, but
perhaps with fower ROES, SNL Financial, May 20, 201 3}

130 |hig,

45



ATTACHMENT EWH-1

Table11: Summary of rate cozes filed in Pen

Uity | State  Requested Requested  Requested | Date Case numbear
| Falp rale retlrn.an cass

increase increase eguity filed
3y

(million ) %)

Metropolitan PA | 151.8 11.50% 10.90% 8/4/14  R-2014-2428745
Edison :

Penelec PA 1198 8 60% 10.90% 8/4114  R-2014-2428743
Penn Power  PA 28.5 8.70% 10.90% 8/4114  R-2014-2428744
West Penn PA 1156 8 40% 10 90% 8/4f14  R-2014-2428742
Power

Jersey NJ 1.0 1.90% 8.66% 2122113 ER-12111052
Central Power

& Light i

Mon Power& WV 1516 14 68% 1% 4/30/14  14-0702-E-42T
Potomac

Edison

The average refurn on equity awarded in uiility rate coses nationally in 2013 was 10%132,
suggesting thot FE is unfikely to recalize the refurrs on equity requested in the cbove
cases. FE's New Jersey rate case appears especially ambitious, as the Staff of the New
Jersey Board of Public Utilities is recommending o $207.4 milllion rate decrease.'®

FE has no plans to file o rate case In Maryland, where ifs subsidiary enjoys the second-
highest return on equity of any of its ten distribution ufilities. 13+

1 Katerina Dimitratos, FirsiEnergy companies request elactric rete increases in Penngylvania, SNL RRA Regulatory
Focus, August 7, 2014; SNL Finencial, Rale Case Profile D-ER-12111042, no dale; WV Public Sarvice Commission,
Direcl Testimony of Kevin G. Wise on behelf of Morongahela Power Company and the Polomuc Edison Cempany,
Casa No. 14-0702-E-+42T, June 6, 2014, WV Pubiic Service Commisslon, Amendmen to the general base rale case
filing of Monongahela Power Company and the Potomac Edison Company, June 13, 2014,

'3 Edison Eleciric Institute, Rate Case Summary Q1 2014, no date.

133 SNL Financial, Rate Casa Profife D-ER-12111052, no date

13 FE 4Q 2013 Fact book, February 2014,
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Propesed Ohio merchant plant bailout

In its Ohio rate case, FirstEnergy is seeking approval for a power purchase agreement,
under which its Ohio distribution Ltilifies will purchase the output of the Sammis coal
plant {2,200 MW}, Davis-Besse nucleor plant (908 MW), and FES’s share of the OVEC
coal plants {53 MW) at a set price. As with the Harrison dedi, this proposal would shift
the risk of operating these merchant plants onte Ohio rofepayers. who will pay for the
plants’ costs regardiess of whether morket purchases would be o less expensive
alternative, In testimony to the Public Utilities Commission of Ohio, FE candidly explaing
the poor financial performance of the plants and the need for a ratepayer ballout:

The economic viability of the Plants is in doubt Market-based revenues for
energy and capacily have been at
historic lows and are Insufficient 1o
permit FES fo continue operating the Plants and to make the necessary
investments, Near-term forecasts for energy and capacity prices are
unfavorable. While Company witness [Judah}] Rose ferecasts that market prices
for energy ond capaclty will increase over time, the Planis may not survive to see
these better days....

Davis-Besse Muclear Power Plord Oak Morbor, OH

{The future of the Planis is in doubt. The Plants are not receiving sufficient
revenues to cover the Plants' costs, both from an energy and capacity
standpcint. In light of the historically low level of revenues for the {ast several
yecrs, FES may not be financially able to bear the shori-term losses cssociated
with the Pianis, 138
While FE's new reguiated strategy will undoubtedly produce more revenues than ifs
merchanti strategy, we do not belleve that this strategy will be able to fumn the
company cround in the near future, a concern which has also been voiced by some

financiol analysfs.!3 FE, at the enterprise level ond as the parent company must

135 Puplic Utiities Commission of Ohio, Direct Tostimeny of Donald Mow on befisif of Dive Edison Compeny, The
Cleveland Electric Muminating Company end The Tolada Edison Company, August 4, 2014. pp. 23,

13 “The cornerstone of management's new strategy discussed earlier this year is pursuing mere regular rate cases
across all of its varlous jurisdictions, While its pending case in New Jersey should have clarity shortly after the 20)
call, we look for management to file several new cases in the near-term to 're-baseline’ samings/rate schedules fo put
Itself in & position to fean on its utilities to drive rate base growth. Previously we had expected 3 series of rate cases
in Pennsylvania =mid-2014 as FE saeks o capitallze on spending opportunities In his jurisdiction but thus far the
regulatory calendar has been quiet in the state. For reference, FE has not increasad raies at either West Penn Power
or Pann Power (last Increases came in 1964 and 1988, respectively, before FE owned the entities), A focus will be on
the afacation of casts across its utility portfolio as we worry the companies have historically over-eamed, hence the
prior hesitancy to file for rate relief, and also given its historical imited reinvestmeant Mearwhile, management's
cautious tone towards any meaningful disinbution growth prior to 2016 despite the cases reinforces our concems
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manage extraordinary levels of short and long-term debt, It will be difficulf to extract
cash from regulated operations fo pay down this debt.

Additionally, while there hos been significant capital expenditure in the reguiated
business recenily, capital expenditures for regulcied generation are likely 1o decline
after the company finishes refrofitting power plants for the federal Mercury and Air
Toxics {(MATS) rule. This will reduce the potential for growth available in the regulated
segment,

Finally, rising interest rates will put pressure on the reguicted operations, as there will be
regulatory lag in recovering increased interest rafes from ratepayers.

Section 5: Conclusion

FE’s financial performance has deteriorated over the past several years. Revenues and
stock price are down, and dividends were recently reduced. This occured as net
margins in 2013 for the industry as a whole rose by 41.1% and the stock morket and
energy indexes rose as well.

The company’s historic reliance on merchant generation, parficulorly merchant coal
generation, has nol been successful. The merchant generation segment has been the
maijor driver of the company's poor financial performance.

The company has now reversed course and embraced government regulotion as
strategy to preserve its business. The company has pursued a political strotegy that colls
for government and ratepayer subsidy of coal and nuciear generation, while opposing
policies to support competing sources of generation, including energy efficiency ond
demand response. This strafegy is shown through:

over its latest rate strategy” (UBS Invesiment Research, FirstEnergy Corp.: Competiiive Dis-synergias, July 31,
2014}
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insider dealing on renewable energy credits in Ohio. The Public Uflitles Commission
of Ohio fined FE's Ohic distibution utilities $43.4 million in 2013 for buying renewable
energy credits af infloted prices from FirstEnergy Solutions at ratepayer expense,
Refusal to bid energy efficiency into capgcify market in Ohio. FE's fallure to bid
energy efficiency into the regional capacity market drove up the price of capacity
in FE's northern Ohio zone, benefitting FE's power plants but costing ratepayers in
northern Ohio approximately six hundred million dollars.

Passage of Ohjo legisiation freezing energy efficiency and renewabie energy
standards, FEwas the leader in the fight to pass Senate Bill 310 in 2014, which froze
Chio's energy efficiency and renewable energy standards for the next two years.
Transfer of Harrison plant at on inflated price, In 2013, FE fransferred the Hamison
coal piant from Allegheny Energy Supply to Mon Power. By fransfering the plant
from a merchant to a regulated subsidiary, FE ensured thal West Virginia ratepayers
would pay an inflated price for the future costs of the plant. FE's own numbers
indicate that the deai will lose ratepayers money at least through 2029,

Reliance on federal coal subsidies at Signal Peak, FE has taken dadvantage of the
subsidized cost of leasing federally owned coal in the Powder River Basin 1o turin a
profit on its investment in the Signal Peck mine.

Opposition to energy efficiency in Ohic, Pennsylvania, and West Virginia. FE hos
aggressively opposed energy efficiency, and in some cases failed to meet
mandatory statutory benchmarks for efficiency, in these three siates.

Proposed bailout of coal and nuclear plants in Ohilo. FE is seeking o ratepayer
bailout for its Sammis, Davis-Besse, and OVEC plants; under the proposal, FE
customers will pay a fixed amount to cover the cost of running the plants, no matter
what their electricity is actually worlh on the market. FE's own numbers estimate
that this proposal will cost ratepayers over $400 miilion in the first three years.
Proposed rafe Increases. As part of a more aggressive regulatory strategy, FE is
currently seeking rate increases totaling nearly $600 million in Pennsylvania, West
virginia, and New Jersey.

in short, FirsiEnergy's regulatory and political strategies are cimed to squeeze as much

profit as possible out of the regulated subsidiories, while using the regulated subsidicries

49



ATTACHMENT EWH-1

and other taxpayer subsidies 1o prop up s falled merchant generation business. Buf
despite the above initiafives, FE's financial situation has not turned around, and the
compahy is siill burdenied by excessively high levels of debf. FE's reliance on subsidies
and bgailouts — while costly to ralepayers - will not solve the underlying downward slide
of the company’s financial performance.
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Imporiant Information

This report is for information and educational purposes only, It is infended solely as a
discussion piece focused on the topic of IS the energy sector, with respect to invesiment,
policy and regulatory frends and the risks of stranded assets. Under ne circumstance is it
to be considered as a financial promofion. It 5 not an offer to sell or a solicitation to buy
any investment refered to in this document: nor is it an offer 1o provide any form of
investrment service.

This report is not meant as a general guide to investing, or as a source of any specific
investment recommendation. While the information contained in this report is from
sources believed reficble, we do not represent that it s accurate or complete and it
should not be relied upon a5 such. Unless attributed io others, any opinions expressed are
our current opinions only.

Certain information presented may have been provided by third parties. The Institute for
Energy Economics and Finoncial Analysis believes thot such third-porty information is
reliable, but does nof guarantee its accuracy, timeliness or completeness; and it is subject
to change without notice. If there are considered to be material errors, please advise the
authors and a revised version can be published.
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