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Q.
Please state your name and business address.

A.
My name is Donna M. Davis.  My business address is P.O. Box 1551, Raleigh, North Carolina  27602.

Q.
By whom are you employed and in what capacity?

A.
I am employed by Progress Fuels Corporation (PFC) in the capacity of Controller, Coal Accounting and Regulatory Services.

Q.
What are the duties and responsibilities of your position with PFC?

A.
As Controller of Coal Accounting and Regulatory Services, my duties include responsibility for the books and records of PFC’s “regulated” business, i.e., the procurement and delivery of coal to the Crystal River plant site of Progress Energy Florida (Progress Energy or the Company) to supply the requirements of its four coal-fired generating units located at the site.  This responsibility includes managing the accounting functions related to the costs of waterborne coal transportation services provided to Progress Energy and the Commission’s market proxy pricing mechanism for these services, which I participated in developing for presentation to the Commission in 1993.  My duties also include supervising the preparation of the Commission’s monthly Form 423-2 regarding coal purchases and transportation for Progress Energy.

Q.
What is the purpose of your testimony?

A.
The purpose of my testimony is to address the issue raised by Staff and deferred by the Commission at the November 2003 fuel hearing regarding whether additional adjustments are required by the Commission’s 1993 order approving the Company’s market proxy pricing mechanism to remove upriver mine-to-terminal transportation costs from FOB Barge coal purchases charge to Progress Energy by PFC in 2002.

Q.
Have you prepared an exhibit to your testimony?

A.
Yes, I have prepared and attached to my prepared testimony Exhibit No. ___ (DMD-1), which is a table showing a breakdown of total upriver waterborne coal purchases between FOB Barge and FOB Mine purchases from 1992 through 2002.

Q.
How were the costs of upriver mine-to-terminal transportation dealt with in the market price proxy for PFC’s waterborne transportation costs approved by the Commission in 1993?

A.
The market proxy approved by the Commission in 1993 was based on PFC’s actual waterborne transportation costs for upriver coal purchases in 1992.  PFC purchased 1,698,183 tons of coal that year for waterborne delivery to FPC, of which 471,920 tons, or 27.8 percent, were purchased on an FOB Barge basis.  For these purchases, and for FOB Barge purchases in general, the upriver mine-to-terminal, or short-haul, transportation costs are included as a part of the commodity cost of coal when purchases by PFC at the river terminal, rather than being incurred by PFC as a separate transportation cost.  For this reason, these 1992 short-haul costs were not included in the market proxy’s base year, meaning that PFC’s waterborne transportation costs of $23.00 per ton for 1992 included only 72.2 percent of the short-haul costs associated with its total waterborne tonnage.  If the initial market proxy had been adjusted to include all short-haul costs, the price for 1993 would have risen to about $24.30 per ton, and this higher amount would then have been escalated each year through 2003.  Had the initial market proxy price been calculated in this manner, it would have been necessary for PFC to remove the upriver short-haul costs from all FOB Barge purchases in subsequent years in order to ensure that customers did not pay for these costs twice.


However, this was not the case -- the initial market proxy price was based on PFC’s actual, unadjusted 1992 waterborne transportation costs.  Since these costs included only 78.2 percent of its total short-haul costs, with the remaining 27.8 percent of these costs included in the commodity price of FOB Barge coal purchases, PFC has attempted to maintain approximately the same ratio for coal charged to Progress Energy at an FOB Barge price since the market proxy began in 1993.  

Q.
Is it feasible for PFC to procure and schedule its actual FOB Barge purchases in a manner that maintains this 1992 ratio?

A.
No, it is not feasible, nor would it be desirable, to control actual FOB Barge purchases in such a precise manner, particularly on a consistent year-in, year-out basis.  A substantial portion of PFC’s FOB Barge coal is procured through spot purchases.  The precise quantity of spot purchases is dictated by factors such as the amount of coal secured by contract purchases and the flexibility to adjust these amounts provided by the contract terms, variations in the requirements of the Crystal River coal units due to changes in system requirements, system generation mix, unplanned outages, etc., and the availability and price of spot coal.  Because of these variables, expected annual quantities of spot purchases can vary significantly from year to year, and variations from expected quantities for any given year frequently occur during the year.  As a result, it would be unrealistic to expect that spot purchases, most of which are purchased FOB Barge, could be scheduled with this level of precision, nor would it be cost-effective to limit favorably priced spot purchases that might exceed this level.


Given the swings in the quantities of FOB Barge purchases caused by these conditions, PFC has not attempted to achieve a 28 percent ratio for these purchases each and every year, particularly since annual variations are often offsetting, or self-correcting, from year to year.  Instead, PFC keeps track of the cumulative level of FOB Barge purchases and makes adjustments to remove the short-haul component from the price of these purchases if the level becomes appreciably higher than the 28 percent ratio.

Q.
What result has PFC achieved from this practice for adjusting FOB Barge purchases since the inception of the market proxy in 1993?

A.
My Exhibit No. ___ (DMD-1) shows the annual and cumulative quantities of coal purchases charged to Progress Energy on an FOB Barge basis from 1993 through 2002, the year to which the issue raised by Staff applies.  To be clear, these quantities do not include FOB Barge purchases which have been adjusted to remove short-haul costs from the purchase price, since the prices charged to Progress Energy for these adjusted purchases were effectively FOB Mine prices.  


Over the ten-year period from 1993 through 2002, waterborne coal purchases charged to Progress Energy and its customers on an FOB Barge basis have averaged 24.5 percent, or 3.3 percentage points less than the level of FOB Barge purchases reflected in the market proxy.  This difference represents approximately $2.4 million in additional costs that Progress Energy and its customers would have paid to PFC if FOB Barge purchases through 2002 had been adjusted more precisely to the market proxy ratio of 27.8 percent.  Overall, the exhibit demonstrates that PFC has, in fact, maintained the approximate ratio of FOB Barge purchases that existed in the market proxy’s base year, and that any imprecision in the method employed by PFC for that purpose has been to the benefit of Progress Energy and ultimately its customers.

Q.
Staff contends that PFC’s waterborne coal purchases for 2002 included FOB Barge synfuel purchases from Massey Coal Company that should have been adjusted to remove short-haul transportation costs.  How do you reconcile this with your explanation of PFC’s adjustment practice for FOB Barge purchases?

A.
As I understand it from the position of Staff stated on page 7 of the Commission’s order from the November 2003 hearing (Order No. PSC-03-1461-FOF-EI), the problem concerns PFC’s coal purchases under a “must take” contract with Massey Coal Company that were converted to synfuel and then delivered to Crystal River.  Normally, PFC purchases Massey coal at the mine and has it trucked to an upriver terminal for waterborne delivery to Crystal River.  In that case, the short-haul trucking costs are absorbed by PFC since these costs are covered by the market proxy.  However, over a period from 2001 to 2003, PFC had the opportunity to sell coal purchased from Massey for conversion to synfuel at several facilities located near the terminal and then re-purchase the converted coal at $2.00 per ton less than the price paid to Massey, at which time the coal continued on the waterborne transportation route for delivery to Crystal River.  



Although the converted coal was re-purchased by PFC on an FOB Barge basis, with its previously incurred short-haul costs added to the commodity price, PFC established an accounting practice to ensure that the short-haul costs associated with the Massey-to-synfuel re-purchase would be treated no different than in a normal Massey purchase.  In preparing the paperwork to account for these purchases, PFC’s buyers add the short-haul costs to the discounted re-purchase price so that the total price of the purchase can be properly recorded on PFC’s books when the paperwork is forwarded to the Accounting Department.  After the purchase transaction has been recorded, the accounting personnel assign the short-haul costs to PFC’s unregulated business and the discounted commodity costs are then booked to its regulated business for billing to Progress Energy.  In this way, the difference between a normal FOB Mine Massey purchase and the sale and FOB Barge re-purchase would be transparent to Progress Energy’s customers, except for the $2.00 per ton discount.   However,  the  problem

underlying the issue raised by Staff occurred when an error was made in preparing the paperwork for the Massey purchases in question.

Q.
What was the nature of this paperwork error?

A.
In preparing the accounting paperwork for a particular Massey purchase that began in May 2002, an error was made by omitting the related short-haul costs from the FOB Barge purchase price that was not discovered until December 2002.  During this period, the erroneous commodity-only price was processed by accounting personnel in accordance with the practice described above.  As a result, the short-haul costs were removed from the purchase price recorded on PFC’s regulated books for billing to Progress Energy, even though no short-haul costs had been included in the FOB Barge price in the first place.  The erroneous purchase price for these transactions was also reported on the Company’s Form 423s for the months of May through December, 2002.


When the error was discovered in December 2002, an adjustment was made in January 2003 on PFC’s regulated books which added back the mistakenly removed short-haul costs.  A similar adjustment was also submitted in January 2003 on Form 423-2c, the sheet in the 423 forms used to report adjustments to previously reported purchases.  

Q.
Can you provide a numeric illustration of the way this error affected the accounting practice you’ve described?

A.
Yes, although I will use hypothetical figures since the actual prices are confidential.  For purposes of this illustration, assume that the Massey FOB Mine price was $35.00 per ton, that the discounted synfuel price was $33.00 per ton, and that the short-haul costs was $6.00 per ton.  Using these figures, the paperwork sent to Accounting for the Massey-to-synfuel purchases should have added $6.00 to the synfuel price of $33.00, for a total FOB Barge price of $39.00.  Had this been done, Accounting would have recorded $39.00 as total price of the purchase, assigned the short-haul costs of $6.00 to PFC’s unregulated business, and charged $33.00 to its regulated business for billing to Progress Energy.  The $33.00 price also would have been reported on the Company’s Form 423s submitted to the Commission.


However, because of the error in omitting the short-haul costs from the total FOB Barge purchase price, $33.00 was sent to Accounting as the total purchase price.  Following the standard practice, Accounting assigned $6.00 to unregulated business, and charged $27.00 to regulated business for billing to Progress Energy, which was also reported on the Form 423s for Many through December, 2002.  When the error was discovered, an adjustment was booked to PFC’s regulated business that added back $6.00 to the purchase price for billing to Progress Energy.  This resulted in a total adjusted price of $33.00, the same price that would have been billed to the Company if the error had not occurred.  In addition, this $6.00 adjustment and $33.00 total price was submitted to the Commission in January 2003 on Form 423-2c.

Q.
How did Staff response to your January 2003 adjustment to the price of these Massey-to-synfuel purchases previously reported on the Form 423s?

A.
When this adjustment was reviewed by Staff, it understandably thought PFC was improperly charging Progress Energy for the short-haul costs associated with these Massey purchases, when in fact the adjustment only corrected the erroneous commodity costs previously reported for these purchases.  As a result, Staff disputed PFC’s contention that FOB Barge purchases charged to Progress Energy in 2002 had been adjusted to the 28 percent level reflected in the market proxy.

Q.
How did PFC and Progress Energy respond to the conclusions reached by Staff about these FOB Barge purchases?

A.
We responded by attempting to explain and document the somewhat complicated facts of the Massey-to-synfuel sale and re-purchase, and how these facts were further complicated by the reporting error that I described in my previous answer.  The documentation included the Massey contract and its FOB Mine price, the synfuel conversion contracts and their FOB Barge prices that were tied to the Massey price less a $2.00 discount, and the short-haul trucking invoices paid by PFC for transporting the Massey coal to the synfuel facilities on the river.  The documentation provided to Staff was followed by several phone conversations and face-to-face meetings to explain and discuss the documentation and respond to Staff questions.  



I was personally convinced that a careful explanation of the facts surrounding these transactions and the reporting error would readily resolve the misunderstanding.  To this day I remain at a loss as to why this did not prove to be the case.

Q.
Would you please recap the treatment of FOB Barge purchases charge to Progress Energy in 2002?


For 2002, PFC’s books show that 1,774,617 tons of coal were purchased upriver for waterborne delivery to Crystal River, of which 1,096,884 tons were purchased FOB Barge.  Of these actual FOB Barge purchases, 592,596 tons were adjusted to remove short-haul costs, leaving 504,288 tons billed to Progress Energy on an FOB Barge basis, or 28.4 percent of the total upriver coal purchases.  As noted earlier, including these tons, all FOB Barge purchases billed to Progress Energy from 1993 through 2002 represent 24.5 percent of total upriver purchases over the same period, compared to 27.8 percent reflected in the market proxy price.

Q.
Does this conclude your direct testimony?

A.
Yes, it does.

PAGE  
- 2 -


