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IN RE: PETITION FOR DETERMINATION OF NEED
BY PROGRESS ENERGY FLORIDA

FPSC DOCKET NO.

DIRECT TESTIMONY OF CHARLES G. BEURIS

L. INTRODUCTION AND QUALIFICATIONS
Please state your name, your employer, and business address.
My name is Charles G. Beuris and I am employed by Progress Energy Service

Company. My business address is 410 S. Wilmington Street, Raleigh, North

Carolina. 27601.

What is your position with Progress Energy?

I hold the position of Director of Financial Operations for Progress Energy.

Would you please briefly outline your qualifications and professional
experience?

I came to Progress Energy as Director — Financial Operations in November 2000
immediately following the acquisition of Florida Progress. I report directly to the
Treasurer and am responsible for all capital raising activities for Progress Energy
and its subsidiaries. My responsibilities include short-term and long-term

financing, bank credit facilities and cash management.
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Prior to joining Progress Energy, I was employed by Florida Progress for
17 years. My experience with Florida Progress included various financial
positions in accounting, budgeting, treasury, and investor relations.

I have a bachelor’s degree from the University of Florida and a master’s
degree in business administration from the Florida Institute of Technology. I
have the following professional certifications: Certified Public Accountant,

Chartered Financial Analyst and Certified Cash Manager.

II. PURPOSE OF TESTIMONY

What is the purpose of your testimony?

The purpose of my testimony is to discuss the credit analysis performed by
nationally recognized rating agencies related to long-term purchased power
agreements (PPAs) and their impact on our financial policy. Their treatment of
these contracts affects financial ratios, in particular leverage ratios, used to
determine a company’s credit rating. As Director of Financial Operations, it is
my responsibility to maintain Progress Energy Florida’s capital structure in a
manner which supports our target credit rating, therefore I must take into
consideration the adjustments a rating agency may make when developing its

financial ratios to assess its credit rating.

TREATMENT OF PPAs IN RATING AGENCY CREDIT ANALYSES
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How many rating agencies perform credit analysis on Progress Energy
Florida (PEF or the Company)?
We currently engage three rating agencies, Standard & Poor’s Rating Service,

Moody’s Investor Service, and Fitch Ratings who provide credit ratings for PEF.

How do these rating agencies treat long-term purchased power agreements
when evaluating a company’s credit profile?

While each one’s specific method may vary, they all base their analysis on the
premise that long-term fixed payments associated with these contracts are
essentially debt-like in nature, much like a long-term lease on property, plant, and

equipment. Excerpts from the three rating agencies follow:

MOODY’S
“Moody’s will continue to view these off-balance sheet obligations as debt — in
particular those purchased power obligations that are above market.”

Credit Implications of Power Supply Risk, Moody’s Special Comment, June 2000.

STANDARD & POOR’S

Standard and Poor’s Ratings Services views electric utility purchased-power
agreements (PPA) as debt-like in nature, and has historically capitalized these
obligations on a sliding scale known as a “risk-spectrum”.

Standard & Poor’s Research: “Buy versus Build”: Debt Aspects of Purchased-

Power Agreements. May 8, 2003.
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FITCH

For purchased power agreements, operating leases, tolling arrangement, and
synthetic leases, Fitch policy varies from GAAP accounting rules in order to
capture operating leverage.

Fitch presentation to Progress Energy, October 2003.

What is the impact on a company’s credit profile when rating agencies treat
long-term purchased power contracts as debt-like?
The main effect is that a company is considered to have more leverage than if you

calculated its leverage ratio based only on the debt recorded on its balance sheet.

Does PEF have long-term purchased power contracts?
Yes, PEF has a substantial amount of purchase power commitments relative to its
total generation mix. As of December 31, 2003, PEF had 474 MWs of purchased

power with other utilities and 833 MWs with certain cogenerators (QFs).

Does each of the rating agencies make the same adjustment to PEF’s
financial ratios for long-term purchased power supply contracts?

No. In addition to each rating agency’s having its own general methodology, each
agency also has its own view of the impact these long-term PPAs have given the

nature of the contracts and the recoverability of these payments through tariffs.

What adjustments do the rating agencies make when evaluating PEF’s credit

profile?
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It does not appear that Moody’s makes an adjustment to PEF’s credit ratios due
primarily to the recovery of payments associated with these contracts through
approved regulatory pass-through clauses. While Moody’s certainly recognizes
the significance of these contracts, particularly the high-priced QF contracts, they
also take into account the high degree of certainty surrounding the recovery of
these costs through pass-through clauses, such as those in Florida.

Fitch does not make an adjustment for contracts with “Qualifying
Facilities” (QF) due to the regulatory status of these contracts and the
recoverability through pass-through recovery clauses. For other purchase power
contracts, Fitch will evaluate these individually and make a determination on how
much debt should be imputed.

S&P’s approach has recently been modified. (See Exhibit ___ CGB-1,
“Buy versus Build”: Debt Aspects of Purchased-Power Agreements. May 8,
2003). S&P takes the net present value of future capacity payments and discounts
those payments using a 10% discount rate. That amount is then multiplied by a
risk factor, the result of which is the amount of imputed debt. For PEF, S&P uses

a risk factor of 30%.

What is the basis for S&P’s risk factor adjustment?

As stated in their article “Buy versus Build,” the overriding factor influencing the
risk factor is the likelihood of payment by the buyer. It notes that the probability
of non-delivery by independent generators is quite low, thus the probability of a

buyer having to pay for purchased power is quite high. Given the high likelihood
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of payment by the buyer, these long-term fixed obligations are assigned a higher
risk factor for purposes of imputing debt.

S&P’s generic guideline for utilities with PPAs having terms over
three years is to use a 50% risk factor. S&P further states that:
“This risk factor assumes adequate regulatory treatment, including recognition of
the PPA in tariffs; otherwise a higher risk factor could be adopted to indicate
greater risk of recovery.”
How much debt does S&P impute when assessing the impact of PPAs on
PEF’s credit ratios?
As of December 31, 2003, the present value (using a 10% discount rate) of PEF’s
future capacity payments for its QF and utility PPAs was approximately $2.4
billion. S&P then computes the amount of imputed debt by applying a 30% risk

factor for PEF, which results in approximately $730 million of imputed debt.

Why does S&P use a 30% risk factor for PEF instead of its generic 50% risk
factor for utilities with PPA terms over three years?
S&P uses a risk factor of 30% for PEF instead of 50% primarily due to the

favorable regulatory recovery mechanism which exists to recover these costs.

What is the impact of S&P’s approach on PEF’s capital structure when
imputing debt associated with long-term PPAs?

PEF’s leverage ratio before making any adjustments for off-balance sheet
obligations was 51.5% as of December 31, 2003. After adjusting for purchase

power commitments, the leverage ratio increases to 58.3%.
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How does S&P’s treatment of these contracts affect your financial policy?
Our financial policy must take S&P’s adjustments into consideration if we are to
achieve our target debt rating for PEF. This means that when developing target
capital structure ratios, we must consider the impact of off-balance sheet items, in
particular long-term power supply agreements due to their materiality and the
impact it has on PEF’s leverage.

S&P clearly adjusts PEF’s credit ratios and Progress Energy’s
consolidated credit ratios, since PEF is a wholly-owned subsidiary of Florida
Progress, which is wholly-owned by Progress Energy. If we were to ignore long-
term purchase power contracts, as well as other off-balance sheet obligations, we
would be setting target leverage ratios which would be inconsistent with S&P’s

view of our leverage.

How should your financial policy affect the evaluation of long-term PPAs?
We manage Progress Energy’s and PEF’s capital structure to achieve a certain
long-term credit rating. The amounts of leverage associated with a particular
credit rating and how it is calculated are established by the rating agencies, and I
must recognize their methodology if we are to achieve our goals.

In particular, for PEF, long-term PPAs are material off-balance sheet
obligations and have a significant impact on our leverage ratios. Under S&P’s
methodology, every additional PPA would increase the amount of imputed debt
and, all else being equal, require additional equity to offset the effect of the

incremental imputed debt.
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Can you generally address the appropriateness of the specific adjustments
described in the RFP?
Yes. Since long-term PPAs can have the same effect as issuing debt and equity to
build a power plant, analyzing the all-in costs of a PPA should include the full
impact on the capital structure of PEF.

Therefore, including an adjustment to costs for the additional equity that
would be required to ensure we meet our target capital structure is appropriate in
the evaluation of the proposals in the RFP analysis. The adjustment PEF has made

is consistent with S&P’s methodology for imputing debt associated with PPAs.

You have stated that two rating agencies, Moody’s and Fitch, do not make
adjustments, and only S&P makes an adjustment. Why do you follow S&P
and not Moody’s or Fitch?

We adjust for PPAs primarily for two reasons. First, it is recognized by all three
rating agencies that long-term fixed payments are debt-like in nature and should
be treated as debt. While each agency differs in how they adjust for these types of
fixed payments, they all start from the same basic premise that the PPAs are debt-
like in nature. Second, the capital markets generally price debt securities based
on the lowest rating when there is a difference among rating agencies on the
rating assigned. Therefore, in order to achieve the benefits of PEF’s long-term
target debt rating of single A, the lowest rating must be single A. This market
convention forces us to recognize S&P’s methodology as it pertains to the

treatment of long-term PPAs.
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Does this conclude your direct testimony?

Yes.
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“Buy versus Build”: Debt Aspects of Purchased-Power Agreements. May 8, 2003, S& P
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"Buy Versus Build": Debt Aspects of Purchased-Power Agreements

Publication date: 08-May-2003 ) )

Cradit Analyst: Jeffray Wolinsky, CFA, New York {1) 212-438-2117; Dimitri Nikas, New York {1} 212-438-7807,
TRGI ANBIYSE anthony Flintoff, London (44) 20-7826-3874; Laure Conheady, Melbourna (61} 3-8631.2038

Standard & Poor's Ratings Services views slectic ulilty purchased-power agreements {PPA) as debt-like
in nature, and has historically capitalized these obligations on a sliding scale known as a “risk spectrum.”
Standard & Poor's applies a 0% to 100% "risk facior” o the net prasent value (NP of the PPA capacity

paymenis, and designates this amount as the debt equivalent.

While determination of the appropriate risk factor takes several variables into congideration, intluding the
sconomics of the power and regulatory treatment, the overwhelming factor in selecting = risk factor has
beerns a distinction in the likelihood of payynant by the buyer. Specifically, Standard & Poor’s has divided the
PRA universe into bwo broad calegories: take-or-pay contracts {TOP; hell or high water) and iake-and-pay
contracts {TAP; performance based). To date, TAP contracts have been reated far more leniantly (e.g.. &
lower risk factor is applied) than TOP contracis since fallure of the seller to deliver energy, or parform,
resulls in an sttendant reduction in payment by the buyer. Thus, TAP coniracts were deemed substantially
tess debt-like. In fact, the risk factor used for many TAP obligations has been as low as 5% or 10% as
opposed o TOPs, which have been typically st least 50%.

Standard & Poor's originally published its purchased-power criteria in 19890, and updated it in 1883, Over
the past decade, the industry underwent significant changes related to deregulation and acguired a history
with regard to the performance and reliability of third-parly generators. In general, independent generation
has performed well; the likelihood of nondelivery—and thus release from the payment obligation--is low. As
a resuyll, Standard & Poor's believes that the distinction between TOPs and TAPs is minimal, the result
being that the risk factor for TAPs will become more stringent. This article reiterates Standard & Poor's
views on purchased power as a fixed obligation, how to quantify this rigsk, and the credit ramifications of
purchasing power in light of updated observations.

# Why Capitalize PPAs?
Standard & Poor's evaluates the benefits and risks of purchased power by adiusting a purchasing
utility's reported financial statements to allow for more meaningful comparisons with utiities that build
genaration. Uilities that build typically firance construcion with & mix of debt and eqguily. A utility that
tenses a power pland has entered into a debt transaction for that facllly, a cepital lsase appears on the
utiiity's balance shee! as debt, A PPA is a similar fixed commitment. When a utility enters into a long-
term PPA with a fixed-cost component, it takes on financiad risk. Furthermore, utilities are typically not
financially compensated for the risks they assumes in purchasing power, as purchased power Is usually
recovered dollar-for-dollar as an opsrating expense,

As slectricity deregulation has progressed i soms countries, states, and regions, the line has blurred
between fraditional utiliies, verlically integrated utilities, and merchant energy companies, all of which
are in the generation husiness. A commaon contract that has emerged is the tolling agreement, which
gives an ensrgy merchant company the right o purchase power from a specific power plant, (see
YEvpluating Debt Aspects of Power Tolling Agreemenis,” published Aug. 26, 2002). The energy
rnerchant, or Woller, is typically responsible for procuring and delivering gas to the plant when it wants
the plant to generate power. The power plant operator must maintain plant avaltability and produce
electricity at a confractual heat rate. Thus, tolling condracts exhibit characteristics of both PPAs and
leases. However, tollers are typically unregulated entities competing In a competitive marketplace.
Standard & Poor's has determined that & 70% risk factor should be applied 1o the NPV of the fixed
tolting payments, reflecting s assessment of the risks bome by the ioller, which are:

» Fixed payments that cover debt financing of power plant {iypically highly leveraged at about
T0%3,

» Comrmodity price of inputs,

» Energy sales {price and volume}, and

= Counterparty risk.



& Determining the Risk Factor for PPAs

W

Alternatively, most entities entering into long-term PPAs, as an alternative to bullding and owning powe?
plants, continue to be regulated utilities. Observations over time indicate the bigh ikalihood of
petformance on TAP commitments and, thus, the high fikelihood that utiiities must make fixed
payments. However, Standard & Poor's believas that vertically integrated, regulated utilites are
afforded greater protection in the recovery of PPAS, compared with the recovery of fixed tolling charges
by merchan! generators. There are two reasons for this. First, tarifis are typicaily set by regulators to
recover costs. Second, most vertically integrated utiiiies continue to have captive customers and an
obligation to serve. Al & minimum, purchased power, similar o capital costs and fuel costs, s ncluded
iny fariffs a5 a cost of service.

A5 a genenc guideline for gtilities with PPAs included as an operating expense in base tariffs, Standard
& Poor's helieves that 8 50% risk faclor is appropeiaie for long-term commitments (e.g. tenors groater
than three years). This risk factor assurmes adequate regulatory freatment, including recognition of the
PRA N tariffs; atherwiss a higher risk Tactor could be adopted to Indicate greater risk of FECOVaTy.
Standard & Poors will apply @ 50% risk factor o the capacity component of bath TAP and TOP PPas.
Whore the capacity component is not broken out separately, we will asswme that 509 of the paymant is
the capacity payment. Furthermore, Standerd & Poos's will take courterparty fisk into account when
considaring the risk factor, I 2 utility selies on any individust seller for a matorial portion of is SNETTY
needs, the nisk of nondelivery will be assessed. To the extent that energy is not deliverad, the utility wil
be exposed to replacing this power, potentially at market rates that colid be higher than condracted
rates and potentially not recovaratde in tariffs,

Standard & Poor's continues to view the recovery of purchased-power costs via a fue ~adjustment
clause. as opposed {0 base tariffs, as a materal risk mitigant. A monthly or quarierly adjustment
mechanism would ensure doligr-for-dollar recovery of fixed payments without having o receive
approval from regulators for changes in fuel costs. This is superior to base tadf reatment, whars
variations in volume sales could resull It under-recovery if demand is sluggish or contracting, For
utiitties In supportive ragulaiony jurisdictions with a precedent for timely and full cost recovery of fuel and
purchrased-power costs, a risk factor of as fow as 30% could be used. I cedain cases, Standard &
Foor's may consider & lower risk factor of 10% to 20% for disiribution utiiities where recovery of certain
costs, including stranded assets, has been legislated. Qualifying facilities that are blessed by
overarching federal legisiation may also fall into this category. This situation would be more typical of a
utitity that is transitioning from a vertically integrated to a disaggregated distribution company, Sl 1t is
unlikely that no portion of & PPA would be capitalized {zern risk factor) under any ciroumstances.

The previous scenarfos address how purchased power Is guantified for a vertically integrated utility with
2 bundled tarifl. However, as the industry transitions o disaggregation and deregulation, vanous Fiwhiricd
models have smerged. For example, a utility can have a deregulaled merchant energy subsidiany,
which buys power and off-sells i to the regudated utility. The utility in turn passes this power through 1o
customers via a fuel-adiustment mechanism. For the merchant entity, a 70% risk factor would likedy be
appiied to such a TAP or tolling scheme. 8ut for the utility, 8 30% risk factor would be used, What would
be the appropriate treatment hare? n pary, the decision would be driven by the ratings methodology for
the family of companies. Slarfing from a consolidated perspective, Standard & Foor's would use a 30%
risk factor o caloulate one debt egquivalent on the consdlidated balance shest given that for the
consolidated entity the risk of resovery would ultimately be through the utility’s tarift. Howaver, if the
merchant energy company were desmed nonsore and its rating wes more a reflection of iis stand-alore
wreditworthiness, Standard & Poor's would impute a debt equivatert using a 70% risk factor to its
balance sheet, as well as a 30% risk-adjusted debl equivalent to the utility. Indeed, this is how the
purchases would be reflected for both campanies if there were no ownership relationship, This exampls
is perhaps overly simplistic because there will be many variations on this theme. However, Standard &
Poor's will apply this fogic as a starting point, and modify the analysis cage-hy-cass, commensurate
with the risk to the various participanis.

Adjusting Financial Ratios

Standard & Foor's beging by taking the NPV of the annual capacity payments over the jife of the
contract. The rationals for not capitalizing the energy component, even though it is also a
nondiscrationary fixed payment, is to equate the comparison between ulilities that buy versus build--ie.
Stendard & Poor's does not capitalize utility fus! contracts. in cases where the capacity and ensrgy
components of the fixed payment are not specified, haif of the fixed payment is used as g proxy for the
capacity payment. The discount rate is 10%. To determine the debt equivaient, the NPV is multiptied by
the risk factor. The resulting amount is added to 2 wiility’s reported debt to calcuiate adjusted dabt.
Shmitarly, Slandard & Poor's imputes an associaled interest expense equivatent of 10%—10% of the
debd equivalent & added to reported nterest expanse to oetoulate adiusied lerest coverage mtios.



ey rafios affected include delt as o percentage of iotal capital, funds from operations [FFO) Lo debl,
predax interast coverage, and FFO interest coverage. Cleatly, the higher the risk factor, the greater the
effect on adjusted fnancial ratios. When snalyzing forecasts, the NPV of the PPA will typlcally decrease
a5 the maturity of the contract approaches.

£ Utility Company Example
To illustrate some of the financial adjustments, consider the simple example of ABC Utllity Co. buying
power from XYZ Independent Power Co. Under the terms of the contradd, annusl payments made by
ABC Utility start at 380 million in 2003 and rise 5% per yvear through the contract's expiration in 2023
The NPV of thess ohligations over the iife of the contract discounted 3t 10% is $1.08 billion. In ABC's
case, Stardard & Poor's chose g 30% risk factor, which when rauliiplied by the obligation results in
£327 million. Table 1 Hustrates the adjusiment to ABU's capital structure, where the 5327 million debt
equivalent is added as debt, causing ABC's total delt to capitalization fo rse to 58% from 54% (11 plus
48} Table 2 shows that ABC's pretex Inlerest coverage was 2.6x, without adjusting for of-balance-
sheet ohligations. To adiust for the XYZ capadty paymonts, the 5327 million debt adjustment is
multiplied by a 10% interest rale to arive at about §33 million. When this amount is added o both the
numerator and the denominator, adjusted pretax interest coverage falls to 2.3x,

Table 1 ABC Wity Co. Adjustment to Capitd Structure

Crriginal capital structure § Adjusted capital structurs

] s % Ha
{aebyt 1400 i 1,400 48
Adbushrent o deb e « 1
Frely sk Faiit 8 7
Casrurrion sguily 1 40 e 34
Total capitatization 2000 104G 1

Tatde 2 ABL Utility Co. Adjustment o Protax intevest Coverage

Criginal protax Intprest coverage (x) | Adjusted pretax interest coverage ()
et drosme 120
Incorre laxes &5 300 (A0 3%
Infgrest pxpense M5 195 =2 Bx (11533} = 23
Protax avitald eisind

£ Credit Implications
The credit implications of the updated crileria are that Standard & Poor's now believes that historical
risk factors applied o TAP condracts with favorable recovery mechardsms are insufficient to caplure the
financial risk of these fixed obligations. Indeed, in many cases where 5% and 10% risk factors were
applied, the change in adjusted financial ratios {from unadiusted! was negligible and had no effect on
ratings. Standard & Poor's views the high probability of energy delivery and attendant payment warrants
recognition of a higher debt equivalent when capitalizing PPAs. Standard & Poor's will attermpt to
identify utilities that are more vuinerabde fo modifications in purchased-power adjustments. Utilities can
offsel these financial adiustments by recognizing purchased power as a debt equivalent, and
incorporating more commaon equity in thelr capital struchures, However, Standard & Poor's is aware that
utilities have been reluctant to take this action because many reguiators will not recognize the necessity
for, and suthorize a return on, this additional wedge of common equity. Alternatively, regulators could
authorize higher returns on existing common equity or provide an incentive return mechanism for
economic purchases. Notwithstanding unsupportive reguiators, the burden witl still fail on glilities o
offset the financial risk assoclated with purchases by either qualilative or quanititative means.
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