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At Progress Energy, we have one of the most powerful tools

in the industry: the power of intelligent, innovative thinking.
And we are focusing this powerful tool on our two regulated
electric utilities, Progress Energy Carolinas and Progress
Energy Florida. Our more than 10,000 employees are devel-

oping the best solutions for the energy challenges of today

——omemey— and tomorrow. We are implementing a

ALTERNATIVE ENERGY
STATE-OF-THE-ART PLANTS
A I

AR Rt

Balanced Solution for meeting our

growing area’s energy needs, combin-
ing energy efficiency, alternative energy and state-of-the-art
power generation. And we are working in partnership with
our communities, building public and regulatory support. In
short, we are developing a bright future for our company,
customers and shareholders. And we're succeeding because

every one of us is looking at power in a new light.
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Our company produced strong results for customers and shareholders
in 2007, and is adapting well to an industry landscape being shaped
by climate change concerns and the growing demand for electricity.
Focused on our two electric utilities, Progress Energy has a balanced
strategy for long-term success. I'm optimistic about securing our energy
future, in part because we're “looking at power in a new light.”

I am pleased to report thacin 2007 we increased subsidharies, compleung the vansigon hack w our

N

our dividend tor the 20th year in a row while  core business
dehivering exccllent sorvice w our AT milhon cus- Sustainmg this suaege

tomers. We also once agam met our corg ongemsg

carmmgs-per-share trgee and furdhar soengihoncd

our balance sheet and aradie quabiny, In lawe

we announced e sale of the Tast ot our non-unihy



and new environmaental and encrgy regulations.
People continue moving o the stawes where
we provide reiail clectric service Florida. North
Carolinag and South Carobina are all among the
nation’s top 10 in population growth, according w
the U.S. Census Burcau. Our company’'s responsi-
hility, as well as our business opportunity, s to be
ready with the right mix of clean, rchiable and cost-

etfective resources.
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government leaders and others w develop consensus-
based public policies to address this viwal issue.
The new encrgy realitics also include rising
costs, emerging technologies and a groundswell
of support for greater energy efficiency and
alternative energy sources. Although challenges
certainly remain, the prospects tor building new
statc-of-the-art nuclear power plants are the best

In many years.

our industry. The single biggest issue is how best
to meet the challenge ol global climate change and
population growth while ensuring reliable, aflord-
able power for the future. This year, Progress Energy
will issue an updated version of our 2006 report on

climate change. We are working collaboratively with

lehaghecome inr'rrsacinghlr dificuleroaddnew
coal-fired generation without being able to capture
and store the carbon emissions, and the nation
must avoid over-reliance on natural gas as a [uel
source hecause of its volatile price and uncertain
supply. So, experts and policy-makers from a broad

spectrum of interests now recognize that expanded

'ata has been restated for discor

e 134 7or T of ong




use of nuclear energy 1s an cssential part of geting

serious about addressing climate change.

SECURIMG THE FUTHRE Th adape o todav’s

much-praised SolarWise for Schools™ program. We
also completed a new gas-tired unit at our Hines

Energy Complex in Polk County, Fla.

changing energy landscape, Progress Energy is
implementing a balanced three-part strategy of
ageressive energy clficiency, innovative alterna-
tive energy and state-of-the-art power plants. This
annual report describes just a lew cxamples ol how
we're moving forward on these three fronts.

Progress Encrgy Carolinas in 2007 doubled its
energy-efticiency goal and announced an array of
new efficiency initiatives, including a partnership
to promote the use of compact [luorescent lights
{CFLs). We solicited proposals for renewable energy
projects and actively worked alongside diverse
groups in the passage of new cnergy legislation in
North Carolina and South Carolina. The North
Carolina law cstablished the first renewable energy
standard in the Southeast.

Alsoin 2007, we announced a now nacural gas-
tired unit in Richmond County, N.C., and in early
2008 filed a Jederal Hcense application for a powen-
tial new nuclear plant in Wake County, N.C. This
keeps our option open on dis project, but ivis not
ver 2 decision o build a2 new nuclear planu

Meanwhile, Progress Energy Flenda expanded
1S aggressive cihicioncy program. signed contracts

for more renewable energy proteces and launched a

In 2008 we plan to submit a federal license
application and seck state approval for a potential
new nuclear plant in Levy County, Fla. Given the
growth in Florida, this nuclear project will likely be
on a faster track than the one in North Carolina.

THE PEQPLE. My goal is to bring out the best in
the people who work here so together we can bring
out the best in Progress Energy. You will meet a few
of our many talented employees in this report. More
than 10,000 others have their own stories to tell.

I'm proud of this company’s legacy of saftety,
integrity and service. We are building on that record
while being innovative in meeting the new energy
realities of 2008 and beyond. Qur employees are
savvy about the changes in our indusuy and arce
deeply committed to our service mission. They
leel the responsibility of having millions of people
depend on us every hour of every day.

The way our people strive o produce operational
excellence day after day and superior financial resulis
vear alter year inspires me. Together, we're creating
a great place w work for all kinds of people willing
1o perform o high standards - a place where we
treat evervone with dignity, respece and Jairness,

and engage everyone in securing a strong futare.



Before ending this letter, T want to say a word
about Bob McGehee, our chairman and CEO who
dicd suddenly last Ocuober, just months belore

rie

retiring, Bob was a kind, gracious man, insight-
ful about this husiness and about life. He was
an important mentor w me. As always, he had
planned well and had this company ready for a

smooth leadership wransidon.
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tackling the hard issues such as climate change.

[ am privileged o be in this position, sur-
rounded by a capable, forward-looking tcam, at this
point in the history of our company and industry
I am energized by what we can accomplish for our
company, for the communities we serve and for all

who rely on us.

. . , id /.
Now, more than tive months later, 1 think Bob é{/l&f/}/‘f“?"/‘“\ [‘& J;LA%\J\
. v
5 T T S | P L FPRVIN “EETR PE BIPIETY |
WO TRT PO O W U vwWwoTO (ANA Ry A Vi) e aneis ¥

Progress Encrgy’s positive momentum: the addi-
tional steps we're taking to prepare for the future

and the responsible leadership we're showing in

Bo

b McGéhee

humble, he possessed

1nVestors, Customers

William . Johnson
Chairman, President and Chief Executive Officer

March 2008

Energy at

ts best through his personal examg

s and steady hand, Bob

With a clear strategic foct

i\/ICGéPJlC{?:?

Progress Energy through a period of tremen

compary

dous Lkange in the indi

itself. Under his leadership, the company successfully divested noncore

subsidiaries to focus on our two

industry-recognized excellence. He also guid

egulated utilities, brinéing both to

ed the development of a long-tern

a level of

meital responsibility and customer copmit

strategic plan to maintain our track record of operational excellence, environ-

nent. His legacy of excellerce will

continue as a vital part of Progress Energy's future.
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A CHANGING ENERGY LANDSCAPE. Clean, reliable, affordable power
is our fundamental commitment. Today we face new energy realities, including

rising energy prices and environmental concerns. But at Progress Energy, we

continue 1o excel at our fundamental commit- EMEREY EFFICIENCY

ALTERMATIVE ENERGY

ment — and our innovative Balanced SolUtion  S7ATE oF THE-ART PLANTS

R

strategy is the reason.

o

ifeet our innovative ‘spokes-
bull,” Save The Waltls guy. He's
onn TV the radic. even the Web,
helping cusiomers make sman
energy.cheices

ahotdnew rote-forenergy efficiency=—onetha
environment and our husiness. In the past, energy efficiency and financial
success were often seen as incompatible for an electric utility. But through
thoughtful, consensus-based sirategies, we're making energy efficiency an
important and viable component of today's energy solutions. In Florida, we
continued working with the governor and other key leaders to further some
of the country's most advanced thinking in energy efficiency, introducing 39
new programs in 2007. In North Carolina, we are aggressively expanding
our portfolio of energy-efficiency programs. Our goal is to double the 1,000
megawatts currently being saved, an amount equivalent to the capacity of
more than six combustion-turhine power plants.

PARTNERING WITH CUSTOMERS. Today's customers are increasingly
concerned about their energy spending and eager for actionable information
and resources. In 2007, we launched a dynamic communications platform,
Save The Watts)" which has engaged and motivated thousands of customers.
This program uses a variety of media, including television, print and the Web,
to raise customer awareness of energy-saving options and resources. This
collaborative refationship with customers is a critical component of opera-
tional excellence in today’s landscape. And it's the foundation upon which we

build constructive regulatory and public policy so we can continue excelling

at the fundamentals far into the future.

We're looking at the latest
advances, including smart ther-
mostats, to help our customers
make better energy choices

Throughout our serice areas,
we've been partnering with The
Home Depot to raise awareness
of new energy-saving cptions and
offer CFLs at reduced prices

CusSicImers
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DEVELOPING VIABLE ALTERNATIVES. The second component of our

Balanced Solution strategy is increased support for alternative energy. By

waorking collaboratively with all stakeholders,

EMERGY EFFICIENCY

from scientists to entrepreneurs, we are devel-

oping exciting and feasible alternative energy

options — options that make sense for the environment and our bottom line.

PURSUING NEW TECHNOLOGIES, NEW OPTIONS. Progress Energy

In Z0C7. Progress Energy was
namsd 1o the Dow Jones
Sustaimabtity Index for the third
straight year.

is committed to increasing the proportion of renewables in our generation
portfolio to help offset the need for new power plants, reduce greenhouse
gas emissions and further the development of reliable and affordable
alternative energy options for the future. In 2007, we issued a request for
proposals, seeking viable, cost-effective renewable energy projects. Some
of the options we're considering include solar photovoltaic, hydrogen, hydro-
power, geothermal, landfill methane gas and biomass such as poultry or hog
waste. In the Carolinas, we are buying up to 1 million megawatt hours of
renewable energy from various sources — equivalent to the annual needs
of about 70,000 households. In Florida, we have invested in several new
options, including three promising biomass projects from which we expect to
buy 267 megawatts of electricity over 20 years.

WORKING WITH QUR CUSTOMERS. Many of today’s customers want
tangible ways to support environmentally friendly solutions. In Florida, we
recently added an incentive for solar water heating to our popular EnergyWise™
program. Customers can save up to 85 percent on their water heating costs
while reducing electrical demand and eliminating more than 25,000 pounds of
carbon dioxide emissions over 20 years. Renewable energy sources such as
this are a critical part of how we're meeting the new expectations of today’s

customers and securing a stronger energy future for us all

Progress Energy is taking our
alternative energy message 10
the streets with hybrid bucket
trucks and other fusl-efficient
low-emissions vehicles

We're supporting tomorrow's
energy leaders today with energy
educations grants and our new
SolarWise for Schools program
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A RELIABLE COMBINATION. Every part of our Balanced Solution

must work together. For our company to con- ENERGY EFFICIENCY

ALTERMATIVE ENMERGY

tinue delivering clean, reliable, affordable

STAYZ-OF-TF

power, we must combine energy efficiency 2
and alternative energy with proven sources of large-scale power genera-
tion that are safe, cost-efficient and environmentally responsible.

UPGRADING EXISTING PLANTS. We have a long history of opera-

AT

Wsa'rs using the latest rechncl-
ogy 1o improve both the way we
generate power and the way we
ransmii it

tional excellence, and we continue to invest in our plants to maintain that
record and at the same time address growing environmental concerns
and volatility in fuel pricing and availability. We have installed “scrubber”
technology on four coal-fired units, reducing emissions and making them
among the cleanest in the country. And we are applying lessons learned
from the highly successful Brunswick Nuclear Plant uprate, the first in the
country to achieve 120 percent of its original rated capacity, to bring similar
improvements in efficiency across our generation fleet.
STATE-OF-THE-ART NUCLEAR GENERATION. Today we face several
new energy realities: growing population and energy demand, the need to
reduce greenhouse gas emissions and address global climate change, and
concerns over dependence on fossil fuel At Progress Energy, we believe
strongly that new nuclear is a good option for addressing these issues.
We have chosen two sites {Levy County, Fla., and the Harris Plant in North
Carolina) as our preferred locations if the decision to build new nuclear plants
is made. And we are working closely with our communities as we refine our
future plans. Having completed our strategy of divesting noncore assets, we
are confident that if we do move forward, we will have the focus and the
resources 10 hring these large and complex projects to a safe, timely and

well-managed conclusion.

State-ci-the-art investments are
helping us reduce emissions and
increase efficiency throughout
our fleet of power plants

Advanced technoiogy requires
skilled workers. Cur Power
Careers Program prepares work-
ers for the chalienges ahead

ng

izkehoiders i
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G TOGETHER FOR A

At Progress Energy, we are more than 10,000 people with
one mission: to deliver the most responsible, affordable and
innovative solutions for today's changing energy landscape.
Together we have streamlined and centered our business so
each of us can concentrate on what we know and do best:
the regulated electric utility business. We are reaching out
across the company and throughout our communities, build-
ing collaborative solutions to the benefit of all stakeholders.
And every day, in everything we do, we are looking at power
in a new light — seeking out the smartest, most innovative
ways to continue our track record of operational excellence
in the face of today’s changing energy needs. The result is
increasing value for our shareholders, better service for our
customers and communities — and a strong, sustainable

future for all of us.
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STATEMERNRTS

The matters discussed throughout this Annual Report
that are not historical facts are forward looking and,
accordingly, involve estimates, projections, goals,
forecasts, assumptions, risks and uncertainties that could
cause actual results or outcomes to differ materially from
those expressed in the forward-locking statements. Any
forward-looking statementis based on information current
as of the date of this report and speaks only as of the date
on which such statement is made, and we undertake no
obligation to update any forward-looking statement or
statements to reflect events or circumstances after the
date on which such statementis made.

fluctuations in the price of energy commodities and
purchased power and our ability to recover such costs
through the regulatory process; our ability to control costs,
including operations and maintenance {0&M) and large
construction projects, the ability of cur subsidiaries to
pay upstream dividends or distributions to the Parent, the
ability to successfully access capital markets on favorable
terms, the impact thatincreases in leverage may have on
us; our ability to maintain our current credit ratings and
the impact on our financial condition and ability to meet
our cash and other financial obligations in the event our
credit ratings are downgraded, our ability to fully utilize

In addition, examples of forward-looking statements
discussed in this Annual Reportinclude, but are notlimited
to, “Management's Discussion and Analysis of Financial
Condition and Results of Operations” including, but not
limited to, statements under the following headings:
a} “Strategy” about our future strategy and goals;
b) “Results of Operations” about trends and uncertainties;
¢) “Liquidity and Capital Resources” about operating cash
flows, estimated capital requirements through the year
2010 and future financing plans; and d} "Other Matters”
about our synthetic fuels tax credits, the effects of new
environmental regulations, nuclear decommissioning
costs and changes in the regulatory environment

Examples of factors that you should consider with respect
to any forward-looking statements made throughout this
document include, but are not limited to, the following:
the impact of fluid and complex laws and regulations,
including those relating to the environment and the
Energy Policy Act of 2005 {(EPACT); the anticipated future
need for additional baseload generation and associated
transmission facilities in our regulated service territories
and the accompanying regulatory and financial risks;
the financial resources and capital needed to comply
with environmental laws and renewable energy portfolio
standards and our ability to recover related eligible costs
under cost-recovery clauses or base rates, our ability to
meet current and future renewable energy requirements;
the inherentrisks associated with the aperation of nuclear
facilities, including environmental, health, regulatory and
financial risks; the impacton our facilities and businesses
from a terrorist attack, weather and drought conditions
thatdirectlyinfluence the production, delivery and demand
for electricity, recurring seasonal fluctuations in demand
for electricity, the ability to recoverin a timely manner, if at
all, costs associated with future significant weather events
through the regulatory process, ecenomic fluctuations and
the corresponding impact on our customers, including
downturns in the housing and consumer credit markets,

tax credits generated from the previous proguction and
sale of qualifying synthetic fuels under Internal Revenue
Code Section 29/45K {Section 29/45K); the investment
performance of our nuclear decommissioning trust funds
and assets of pension and benefit plans; the outcome of
any ongoing or future litigation or similar disputes and the
impact of any such outcome or related setttfements; and
unanticipated changes in operating expenses and capital
expenditures. Many of these risks similarly impact our
nonreporting subsidiaries

These and other risk factors are detailed from time to
time in our filings with the United States Securities and
Exchange Commission (SEC). All such factors are difficult
to predict, contain uncertainties that may matenally
affect actual results and may be beyond our control. New
factors emerge from time to time, and itis not possible for
managementto predict all such factors, nor canit assess
the effect of each such factor on Progress Energy.
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The following Management's Discussion and Analysis of
Financial Condition and Results of Operations (MD&A!
contains forward-looking statements that involve
estimates, projections, goals, forecasts, assumptions,
risks and uncertainties that could cause actual results
or outcomes to differ materiaily from those expressed
in the forward-looking statements. Please review "Safe
Harbor for Forward-Looking Statements” for a discussion
of the factors that may impact any such forward-looking
staterments made herein As used in this report, Progress
Energy, which includes Progress Energy, Inc. holding
company (the Parent} and its regulated and nonregulated

» maintaining constructive regulatory relations; and
» achieving our financial objectives year after year

The Utilities operate in the southeastern United States,
one of the fastest-growing regions of the country, and
had a netincrease of approximately 51,000 customers
over the past year Despite our anticipated customer
growth, the Utlities are subject to economic fluctuations
and the corresponding impact on our customers,
including downturns in the housing and consumer
credit markets. Under normal weather conditions, we
anticipate approximately 1.5 percent to 2.0 percent

subsidiaries on a consolidated basis, 1s atimes referred
to as “we,” "us” or "our " Additionally, we may collectively
refer to our electric utility subsidiaries, Progress Energy
Carolinas and Progress Energy Florida, as the "Unhities.”
MD&A should be read in conjunction with the Progress
Energy Consolidated Financial Statements.

INTRODUCTION

Our reportable business segments and their primary
operations include

* Progress Energy Carolinas (PEC) - primarily engaged
in the generation, transmission, distribution and sale
of electricity in portions of North Carolina and South
Caroling; and

» Progress Energy Florida (PEF) — primarily engaged in
the generation, transmission, distribution and sale of
electricity in portions of Florida.

The "Corporate and Other” segment primarily includes
the operations of the Parent, Progress Energy Service
Company, LLC (PESC) and other miscellaneous nonregulated
businesses that do not separately meet the quantitative
requirements as a separate business segment.

Strateqy

We are an integrated energy company primarily focused
on the end-use electricity markets. Over the last several
years we have reduced our business risk by exiting the
majority of our nonregulated businesses Qur two electric
utilities operate in regulated retall utility markets in the
southeastern United States and have access to robust
wholesale markets in the eastern United States, which
we believe positions us well for long-term growth We are
focused on the following key priorities
» consistently excelling in the daily fundamentals of our
utitity business, including safely and reliably generating
and delivering power to our customers,

= successfully implementing our balanced solution to
responsibly address demand growth and climate change,

annual retail kilowatt-hour {(kwWh) sales growth at PEC
and approximately 2.0 percentto 2 5 percentannual retail
kWh sales growth at PEF in 2008. The Utilities seek a
mix of 80 percent retail and 20 percent wholesale. The
Utilities are focused on maintaining their regulated
wholesale husiness through targeted contract renewals
and origination opportunities.

We are implementing a comprehensive plan to meet the
anticipated demand in the Utilities’ service territories by
focusing on energy efficiency, alternative energy and
state-of-the-art power generation. First, we are enhancing
our demand-side management {DSM), energy-efficiency
and energy conservation programs. Recent legislation
in North Carolina and Florida provides recovery for
eligible costs of these programs. Second, we are
pursuing renewable and alternative energy to increase
the proportion of renewable and alternative energy
sources in our generation portfolio. Recent legislation
in North Carolina established a minimum renewable
energy portfolio standard beginning in 2012. Executive
orders issued by the governor of Florida address the
reduction of greenhouse gas emissions and may lead
to renewable energy standards in Florida. The Utilities
have requested proposals for alternative energy sources,
and options being considered include conversion of
waste (such as wood, scrap tires and landfill gas) to
energy, biomass as well as investments in solar and fuel
cell programs. Third, we are evaluating new generation
and fleet upgrades as we estmate that we will require
new haseload generation faciities at both PEC and PEF
toward the end of the next decade. We are evaluating
the best available options for new generation, including
advanced design nuclear technology, gas-fired combined
cycle and combustion turbines, and modernization of
existing coal plants 1o use clean coal technology. The
considerations that will factor into this decision include,
but are not imited to, construction costs, fuel diversity,
transmission and site availability, environmental impact,
the rate impact to customers and our ability to obtain
cost-effective financing
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On February 19, 2008, PEC filed its combined license {COL)
application with the Nuclear Regulatory Commission
[NRC) for two additional reactors at the Shearon Harris
Nuclear Plant {Harris). We anticipate filing a COL
application in 2008 to potentiglly construct new nuclear
plants in Florida. Filing of & COL is not a commitment to
build a nuclear plant but is a necessary step to keep
open the option of building a ptantor plants If we decide
to pursue nuclear expansion, favorable changes in the
regulatory and construction processes have evolved in
recent years, including standardized design, detailed
design before construction, COL to build and operate,

in all jurisdictions. PEF also received Federal Energy
Regulatory Commission (FERC) approval of its revised
Open Access Transmission Tariff (OATT), including a
settlement agreementwith major transmission customers
In addition to Florida energy legislation enacted in 2006
that included cost-recovery mechanisms supportive of
nuclear expansion, North Carolina and South Carglina
both enacted energy legislation in 2007. North Carolina’s
comprehensive energy bill included provisions for
expanding the traditional fuel clause, renewable energy
portfolio standards, recovery of qualified DSM and energy-
efficiency programs and cost recovery during haseload

streamlined regulatory approval process, annual
prudence reviews and cost-recovery mechanisms for
pre-construction and financing costs. State requlatory
processes are specific to each jurisdiction Also, nuclear
generation has recently gained greater public support as
a reliable energy source that does not emit greenhouse
gases. See "Other Matters — Nuclear Matters” for
additional information

We are subject to significant air quality requlations passed
in 2005 by the United States Environmental Protection
Agency (EPA) that affect our fossil fuel-fired generating
facilities, the Clean Air Interstate Rule [CAIR), the Clean
Air Visibility Rule {CAVR) and mercury regulation (see
“{ther Matters — Environmental Matters” for discussion
regarding Clean Air Mercury Rule [CAMRI}. Additionally, at
PEC's coal-fired facilities in North Carolina, we are subject
to the North Carolina Clean Smokestacks Act enacted
in 2002 (Clean Smokestacks Act). Including estimated
costs for CAIR, CAVR, mercury regulation and the Clean
Smokestacks Act, we currently estimate that total future
capital expenditures for the Utilities to comply with current
environmental laws and regulations addressing air and
water guality, which are eligible for regulatory recovery
through either base rates or pass-through clauses, could
be in excess of §700 million at PEC and $1.9 billion at PEF
through 2018, which corresponds to the latest emission
reduction deadline. In addition, growing state, federal
and international attention to global climate change may
result in the regulation of carbon dioxide (CO;} and other
greenhouse gases. Reductions in CO, emissions to the
levels specified by some proposals could be materially
adverse to our financial position or results of operations
if associated costs of control or limitation cannot be
recovered fromratepayers. The costimpact of legislation
or regulation to address glohal chimate change would
depend on the specific legislation or regulation enacted
and cannot be determined at this tme

The Utilities successiully resolved key state requlatory
issues in 2007, including retail fuel recovery filings

generation construction. Key elements of South Caroinas
energy law included expansion of the annual fuel clause
and recovery mechanisms and streamlined regulatory
processes supportive of nuclear expansion. As part of
the Clean Smokestacks Act, PEC operated under a base
rate freeze in North Carolina through 2007. Subsequent
to 2007, PEC’s current North Carolina base rates are
continuing subject to traditional cost-based rate
regulation. As a result of its 2005 base rate proceeding,
PEF's base rate settlement extends through 2009. See
“Other Matters — Regulatory Environment” and Note 7
for further information.

We have several key financial objectives, the first
of which is to achieve sustainable earnings growth.
in addition, we seek to continue our track record of
dividend growth, as we have increased our dividend for
20 consecutive years, and 32 of the last 33 years. We plan
to continue our efforts to enhance balance sheet strength
and flexibility so that we are positioned to accommodate
the significant future growth expected at the Utilities. As
of the end of 2007, our debt to total capitalization ratio
was 53.3 percent. Qur targeted debt to total capitalization
ratio is 55 percent.

Our ability to meet these financial objectives is largely
dependenton the earnings and cash flows of the Utilities
The Utilities” earnings and operating cash flows are
heavily influenced by weather, the economy, demand
for electricity related to customer growth, actions of
regulatory agencies, cost controls, and the timing of
recovery of fuel costs and storm damage. The Utilities
contributed $813 million of our segment profit and
generated substantially all of gur consoclidated cash flow
from operations in 2007 Partially offsetting the Utilities’
segment profit contribution were losses of $120 million
recorded at Corporate and Other, primarily related to
interest expense on holding company debt

While the Utilities expectretail sales growthin the future,
they are facing, and expect to continue to face, rising
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costs. The Utilities remain committed to minimizing the
expected growth in operation and maintenance (0&M)
expenses by effectively managing costs. The Utilities
are allowed to recover prudently incurred fuel costs
through the fuel portion of our rates, which are adjusted
annually in each state. We are focused on mitigating the
impact of rising fuel prices as the under-recovery of fuel
costs impacts our cash flows, interest and leverage, and
rising fuel costs and higher rates also impact customer
satisfaction Our efforts to mitigate these high fuel costs
include our diverse generation mix, staggered fuel
contracts and hedging, and supplier and transportation

and to focus on the core operations of the Utilities, the
majority of our nonregulated business operations have
been divesied or are in the process of being divested
These operations have heen classified as discontinued
operations in the accompanying financial statements.
Consequently, the composition of other continuing
segments has been impacted hy these divestitures

In this sgction, earnings and the factors affecting earnings
are discuqsed The discussion begins with a summarized

......... tndinoeninae anhinh o $r\“n\nlnr*|

diversity.

We expect total capital expenditures {including
expenditures for environmental compliance) for 2008, 2009
and 2010 to be approximately $2.8 billion, $2.9 billion and
$2.8 billion, respectively. Subject to regulatory approval,
applicable capital investments to support load growth
and comply with environmental regulations increase the
Utilities” “rate base” or investment in utility plant, upeon
which additional return can be realized, and create the
basis for long-term earnings growth in the Utilities.

We expectto fund our business plans and new generation
through operating cash flows and a combination of long-
term debt, preferred stock and common equity, all of
which are dependent on our ability to successfully access
capital markets. We may also pursue joint ventures or
similar arrangements with third parties in order to share
some of the financing and operational risks associated
with new baseload generation

Our synthetic fuels operations have historically provided
significant net earnings driven by the Section 29/45K
tax credit program, which expired at the end of 2007 In
accordance with our decision to permanently cease
production of synthetic fuels, we abandoned our majority-
owned facilities in the fourth quarter of 2007 The operations
of our synthetic fuels businesses were reclassified to
discontinued operations in 2007 However, the associated
cash flow benefits from synthetic fuels are expected to
come in the future when deferred Section 29/45K tax credits
generated through December 31, 2007, but not yet utilized,
are ultimately utitized AtDecember 31,2007, the amount of
these deferred tax credits carried forward was $83€ mitlion.
See "Other Matters — Synthetic Fuels Tax Credits” helow
and Note 22D for additional information on our synthetic
fuels tax credits and other matters

As discussed more fully in Note 3 and "Results of
Operations — Discontinued Operations,” in accordance
with our business strategy to reduce our business risk

TJVETVTCTY \J‘l‘UUI UUII\)UlldSL\l\J DUIIIHIHQ LAARIAVE Ny
by a more detailed discussion and analysis by business
segment

Gverview

FOR 2007 AS COMPARED T0 2006 AND 2006 AS COMPARED
70 2005

Fortheyear ended December 31,2007, our netincome was
$504 million or $1.97 per share compared to $571 million or
$2.28 per share for the same period in 2006. For the year
ended December 31, 2007, our income from continuing
operations was $693 million compared to $551 million for
the same period in 2006. The increase in income from
continuing operations as compared to prior year was due
primarily to:

 lower Clean Smokestacks Act amortization expense at

PEC;

* lower interest expense at the Parent due to reducing
debtin late 2006,

» the costincurred to redeem debt at the Parentin 2006,

» favorable weather at PEC,

* lower allocations of corporate overhead to continuing
operations as a result of the 2006 divestitures;

= unrealized losses recorded on contingent value
obligations (CVOs) during 2006,

» favorable allowance forfundsused during construction
[AFUDC) equity at the Utilities,

e favorable growth and usage at the Utilities, and

» higher wholesale sales at PEF

Partially offsetting these items were

= higher 0&M expenses at the Utilities primarily due
to higher outage and maintenance costs and higher
employee benefits,

< additional depreciation expense associated with
PEC's accelerated cost-recovery program for nuclear
generation assets {See Note 7B),
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» higher interest expense at PEF,

» the impact of the 2006 gain on sale of Level 3
Communications, Inc. {Level 3) stock acquired as partof
the divestiture of Progress Telecom, LLC (PT LLC}; and

 higher other operating expenses due to disallowed
fuel costs at PEF

Forthe year ended December 31, 2006, our netincome was
$571 million or $2.28 per share compared to $637 million or
$2.82 per share for the same period in 2005. For the year
ended December 31, 2006, our income from continuing

On February 28, 2005, we approved a workforce
restructuring thatresulted in a reduction of approximately
450 pesitions. In addition to the workforce restructuring,
the cost-management initiative included a voluntary
enhanced retirement program. In connection with this
initiative, we incurred approximately 3164 million of pre-
tax charges for severance and postretirement benefits
during the year ended December 31, 2005, of which
$5 million has been reclassified to discontinued
operations. We did notincur similar charges during 2007
or.2008..The.severance and postretirament charges are

operations was $55T million compared to $523 miifion Tor

the same period in 2005. The increase in income from

continuing operations as compared to prior year was due

primarily to:

e prior year postretirement and severance expenses
related to the 2005 cost-management initiative,

* increased retail growth and usage at the Utilities;

e the gain on sale of Level 3stock acquired as partof the
divestiture of PT LLC, and

e the prior year write-off of unrecoverable storm costs
at PEF

Partially offsetting these items were:

e unfavorable weather at the Utilittes;

* the costincurred to redeem debt at the Parent;
o unrealized losses recorded on CV0s;

* increased nuclear cutage expenses at PEC, and

= the prior year gain on the sale of PEFs utility
distribution assets serving the City of Winter Park, Fla.
{Winter Park).

Our segments contributed the following profit or loss from
continuing gperations:

fin miflions: 2007 Change 2006 Change 2005

PEC 5498 Sar SA54 $(36) 3490
PEF 315 (1 32 68 258
Total segment profit 813 k4] 780 32 748
Corporate and Other (120} 109 {229 {4) {225}
Total income from
continuing operations 693 142 551 28 523
Discontinued operatans,
net of tax (188) {209) 0 {152) 173

Cumulative effect of
change in accounting
principle, net of tax - - ~ {1} i

Netincome S504 s SHT Si126) S897

primarily included in 0&M expense on the Consolidated
Statements of Income and will be paid over time

Progress Energy Carclinas

PEC contributed segment profits of $498 million,
$454 million and $490 million in 2007, 2006 and 2005,
respectively. The increase in profits for 2007 as compared
to 2006 is primarily due to lower Clean Smokestacks
Act amortization, the favorable impact of weather and
favorable retail customer growth and usage, partially
offset by higher 0&M expenses related to plant outage
and maintenance costs and employee benefit costs
and additional depreciation expense associated with
PEC’s accelerated cost-recovery program for nuclear
generating assets.

The decrease in profits for 2006 as compared to 2005 is
primarily due to the unfavorable impact of weather, higher
0&M expense related to nuclear outages, the impact
of suspending the allocation of the Parent’s income tax
benefit not related to acquisition interest expense and
2006 capital project write-offs See Corporate and Other
below for additional information on the change in the tax
benefit allocation in 2006. These were partially offset by
postretirement and severance expenses incurred in 2005
and favorable retail customer growth and usage

The revenue tables below present the total amount
and percentage change of revenues excluding fuel.
Revenues excluding fuel is defined as total electric
revenues less fuel revenues. We consider revenues
excluding fuel a useful measure to evaluate PEC’s electric
operations because fuel revenues primarily represent
the recovery of fuel and a portion of purchased power
expenses through cost-recovery clauses and, therefore,
do not have a material impact on earnings. We have
included the analysis below as a complement to the
financial information we provide in accordance with
accounting principles generally accepted in the United
States of America (GAAP}. However, revenues excluding
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fuel are not defined under GAAP and the presentation
may nothe comparable to other companies’ presentation
or more useful than the GAAP information provided
elsewhere in this report

PEC’s electric revenues and the percentage change by
year and by customer class were as follows:

i lfions!

by an approximate increase in the average number of
customers of 28,000 as of December 31, 2007, compared
to December 31, 2006

Industrial electric energy sales decreased in 2007
compared to 2006 primarily due to continued reduction
in textile manufacturing in the Carolinas as a result of
global competition and domestic consolidation aswelias
a downturn in the lumber and building materials segment
as a result of declines in residential construction. The
increase inindustrial revenues for 2007 compared to 2006
is due to anincrease in fuel revenues as a result of higher

Customer Class 2007 % Change 2006 % Change 2005
Ragidential 31613 103581462 2881427
Commercial 1,107 103 1,004 6.8 940
Industrial 716 07 711 39 634
Governmental a8 17 91 46 87
Total retal
revenues 3534 81 3268 43 3133
Wholesale 754 47 120 51 758
Unbiled - - {n - 4
Miscellaneous 96 (2.0 98 43 94
Total electric
revenues 4384 73 408 24 3990
Less: Fuelrevenues  {1,524) - {1,314) - (1,186)
Revenues
excluding fuel  $2,860 32 821N (12} s2804

PEC’s electric energy sales and the percentage change
by year and by customer class were as follows:

fin thousands of MW

Customer Class 2007 % Change 2006 % Change 2005
Residential 17,200 58 16,259 {24} 16,664
Commercial 14,032 50 13,358 03 13313
Industrial 1,50 (40) 12393 {25y 1276
Governmental 1,438 13 1419 06 1410
Total retail
energy sales 451 26 43429 15 44103
Wholesale 15,309 50 14584 89 15673
Unbilted (55) - {130 - {235
Total MWh sales 59,825 34 57876 128} 59541

PEC’s revenues, excluding fuel revenues of $1.524 Gillion
and $1 314 billion for 2007 and 2006, respectively,increased
$89 million The increase in revenues was due primarily
to the $57 million favorable impact of weather and a
$22 millicn favorable impact of retail customer growth
and usage. Weather had a favorable impact as cocling
degree days were 20 percent higher than 2006 Cooling
degree days were 16 percent higher than normal The
favorable retail customer growth and usage was driven

energy cOSts and the recovery of prior year fuel costs.

PEC's revenues, excluding fuel revenues of
$1.314 billion and $1.186 billion for 2006 and 2005,
respectively, decreased $33 million. The decrease in
revenueswas due primarily to the $67 million unfavorable
impact of weather partially offset by a $24 million
favorable impact of retail customer growth and usage.
Weather had an unfavorable impact as cooling degree
dayswere 9 percent below 2005 and heating degree days
were 12 percent below 2005. The increase in retail
customer growth and usage was driven by an approximate
increase in the average number of customers of 29,000
as of December 31, 2006, compared to December 31,
2005. Although the change in wholesale revenue less fuel
did nothave a materialimpact on the change inrevenues,
wholesale electric energy sales were down 6.9 percent
primarily due to lower excess generation sales in 2006
compared to 2005, partially offset by an increase in
contracted wholesale capacity. The decrease in excess
generation sales in 2006 compared to 2005 is due to
favorable market conditions during 2005 that resulted in
strong sales to the mid-Atlantic United States

Industrial electric energy sales decreased in 2006
compared to 2005 primarily due to continued reductionin
textile manufacturingin the Carolinas as a result of global
competition and domestic consolidation. The increase in
industrial revenues for 2006 compared to 2005 is due to
anincrease In fuel revenues as a result of higher energy
costs and the recovery of prior year fuel costs.

Fuel and purchased power costs represent the costs of
generation, which include fuel purchases for generation,
as well as energy purchased in the market to meet
customer load Fuel and & portion of purchased power
expenses are recovered primartly through cost-recovery
clauses, and, as such, changes in these expenses do
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not have a material impact on earnings. The difference
between fuel and purchased power costs incurred and
associated fuel revenues that are subject to recovery
is deferred for future collection from or refund to
customers.

Fueland purchased power expenseswere $1.683 billion for
2007, which represents a $176 million increase compared
to 2006. Fuel used in electric generation increased
$208 million to $1.381 billion compared to 2006. This
increase s primarily due to a $156 million increase in fuel
used in generation and a $54 million increase in deferred

0&M expenses were $330 million for 2006, which
represents an $11 million decrease compared to 2005
This decrease is driven primarily by the 855 million impact
of postretirement and severance expenses incurred in
2005 related to the cost-management initiative partially
offset by 830 million of higher 2006 ocutage expenses at
nuclear plants and capital project write-offs of $16 million
in 2006

Depreciation and amortization expense was $519 million
for 2007, which represents. a $52 million decrease

fuel expense. Fuel used in generationincreased primarily
due to a change in generation mix as the percentage of
generation supplied by natural gasincreasedinresponse
to plant outages and higher system requirements driven
by favorable weather. Deferred fuel expense increased
primarily due to the collection of fuel costs from customers
that had been previously under-recovered. Purchased
power expenses decreased $32 million to $302 million
compared to prior year. The decrease in purchased
power is due to lower cogeneration as a result of contract
changes with one of PEC's co-generators.

Fuel and purchased power expenses were $1.507 billion
for 2006, which represents a $117 million increase
compared to 2005. Fuel used in electric generation
increased $137 miltion to $1.173 billion compared to 2005
Thisincreaseis due to a $141 million increase in deferred
fuel expense partially offset by a $5 million decrease in
fuel used in generation. Deferred fuel expense increased
primarily due to the collection of fuel costs from customers
that had been previously under-recovered. Fuel used in
generation decreased primarily due to lower system
requirements. Purchased power expenses decreased
$20 mitlion to $334 miltion compared to prior year The
decreaseinpurchased power is due primarily to a change
in volume as a result of lower system requirements.

O&M expenses were $1.024 billion for 2007, which
represents a $94 million increase compared to 2006.
This increase is driven primarily by the 843 million higher
plant outage and maintenance costs {partially due to
three nuclear outages in the current year compared to
only two in the prior year) and $29 million due to higher
employee benefit costs. The higher employee benefit
costs are primarily due to current year changes in
equity compensation plans and higher relative employee
incentive goal achievement in 2007 compared to 2006 We
do not expect the increase related to changes in equity
compensation plans to continue in 2008

compared to 2006 This decrease is primarily attributable
to a $106 million decrease in the Clean Smokestacks Act
amortization, partially offset by $37 million additional
depreciation associated with the accelerated cost-
recovery program for nuclear generating assets
(See Note 7B), $11 miflion charge to reduce PEC’s
GridSouth Transco, LLC (GridSouth) regional transmission
organization (RTO) development costs {See Note 7D)
and the $7 million impact of depreciable asset base
increases We recorded $34 million of Clean Smokestacks
Act amortization during 2007 compared to $140 million in
2006 (See Note 7B}. We recorded $37 million of additional
depreciation associated with the accelerated cost-
recovery program for nuclear generating assets during
2007 compared to none in 2006.

Depreciation and amortization expense was $571 miflion
for 2006, which represents a $10 million increase
compared to 2005. This increase is primarily attributable
to the $12 million impact of depreciable asset base
increases and $3 million of deferred environmental cost
amortization partially offset by a $7 million decrease in
the Clean Smokestacks Act amortization. We recorded
$140 million of Clean Smokestacks Act amortization
during 2006 compared to $147 million in 2005

Taxes other than on income were $192 million, $191 million
and $178 million for 2007, 2006 and 2005, respectively.
The $13 million increase in 2006 compared to 2005 is
primarily due to a $7 million increase in property taxes
and a $6 million increase in gross receipts taxes related
to higher revenue. Gross receipts taxes are collected
from customers and recorded as revenues and then
remitted to the apphicable taxing authority. Therefore,
these taxes have no material impact on earnings
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Other operating expenses consisted of gains of $2 million
and $10 million in 2007 and 2005, respectively, primarily
due to land sales. There were no gains from land sales
in 2006.

Total other income (expense)was $37 million of income for
2007, which represents a $13 million decrease compared
to 2006. This decrease is primarily due to the 2006
reclassification of $16 million of indemnification liability

Income tax expense was $295 million, $265 million and
$239 million in 2007, 2006 and 2005, respectively. The
830 milliontncome tax expense increase in 2007 compared
to 2006 is primarily due to the impact of higher pre-tax
income The $26 million income tax expense increase in
2006 compared to 2005 is primarily due to the allocation
of $23 million of the Parent’s tax benefit not related to
acquisition interest expense in 2005 that was suspended
in 2006. See Corporate and Other below for additional

information on the change in the tax benefit allocation
in-2005.

expenses incurred n 2005 for estimated capital costs
associated with the Clean Smokestacks Act expected to
be incurred in excess of the maximum billable costs to
the joint owner. This expense was reclassified to Clean
Smokestacks Act amortization and had ng impact on 2006
earnings {See Note 21B). This decrease is partially offset
by $6 million favorable AFUDC equity related to costs
associated with certain farge construction projects.

Total other income {expense} was $50 million of income for
2006, which represents a $57 million increase compared
to 2005. This increase is primarily due to the $32 million
impact of reclassifying $16 million of indemnification
liability expenses incurred in 2005 for estimated capita!
costs associated with the Clean Smokestacks Act
expected to be incurred in excess of the maximum billable
costs to the joint owner. This expense was reclassified to
Clean Smokestacks Actamortization and had noimpacton
2006 earnings (See Note 21B). Interestincome increased
$17 million for 2006 compared to 2005 primarily due to
investment interest and interest on under-recovered fuel
costs. In addition, the change in other income {expense)
inchudes a $4 million favorable impact related to recording
an audit settiement with the FERC in 2005.

Total interest charges, net were $210 million for 2007,
which represents a 85 million decrease compared to 2006.
This decrease is primarily due to the $5 million impact
of a decrease in average long-term debt and 3 million
favorable AFUDC debt related to costs associated with
certain large construction projects, partially offset by
$2 million higher interest related to higher variable rates
on pollution control abligations

Total interest charges, net were $215 million for 2006,
which represents 2 $23 million increase compared to 2005
This increase is primarily due to the $20 million impact of
a netincrease in average long-term debt

Progress Energy Florida

PEF contributed segment profits of $315 million,
$326 million and $258 milhion in 2007, 2006 and 2005,
respectively. The decrease in profits for 2007 as compared
to 2006 is primarily due to higher 0&M expenses related to
plant outage and maintenance costs and employee benefit
costs, higher interest expense, higher other aperating
expenses and higher depreciation and amortization
expense excluding recoverable storm amortization, partially
offset by favorable AFUDC and higher wholesale sales.

The increase in profits for 2006 as compared to 2005 1s
primarily due totheimpactofpostretirementand severance
costs incurred in 2005, favorable retail customer growth
and usage, anincrease in rental and other miscellaneous
service revenues and the impact of the 2005 write-off of
unrecoverable storm costs. These were partially offset by
the 2005 gain on the sale of the utility distribution assets
serving Winter Park, the unfavorable impact of weather on
revenues and the impact of suspending the allocation of
the Parent’s tax benefit not related to acquisition interest
expense. See Corporate and Other below for additional
information on the change in the tax benefit allocation
in 2006.

The revenue tables below present the total amount and
percentage change of revenues excluding fuel and other
pass-through revenues. Revenues excluding fuel and
other pass-through revenues is defined as total electric
revenues less fuel and other pass-through revenues We
consider revenues excluding fuel and other pass-through
revenues a useful measure to evaluate PEF's electric
operations because fuel and other pass-through revenues
primarily represent the recovery of fuel, purchased power
and other pass-through expenses through cost-recovery
clauses and, therefore, do not have a material impact
on earnings. We have included the analysis below as a
complement to the financial information we provide in
accordance with GAAP However, revenues excluding fuel
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and other pass-through revenues are nat defined under
GAAP, and the presentation may notbe comparable to other
companies’ presentation or more useful than the GAAP
information provided elsewhere in this report

PEF's efectric revenues and the percentage change by
year and by customer class were as follows

revenues, favorable retail customer growth and usage
and other miscellaneous service revenues. Wholesale
revenues increased $29 million pnimanly due to the
$21 million impact of increased capacity under contract
with a major customer. The favorable retail customer
growth and usage impact of $7 million was driven by
an approximate average netincrease in the number of
customers of 23,000 as of December 31, 2007, compared
to December 31, 2006, partially offset by lower average
usage per customer. Other miscellaneous service
revenues increased primarily due to increased electric
property rental revenues of $6 million

fin mflions!
Customer Class 2007 % Change 2006 % Change 2005
Residential $2.363 01 $27361 180 82,001
Commercial 1,153 01 1,152 215 948
Industrial 318 (8.1} 346 N8 284
Governmental 304 10 301 244 242
Revenue sharing
refund - - 1 - (1
Total retail
revenues 4138 {06} 4,161 198 3474
Wholesale 434 3.1 319 {73) 344
Unbilled 4 - (5} - (6}
Miscellaneous 173 55 164 147 143
Total electric
revenyes 4749 24 4,639 173 3955
Less: Fuel and
other pass-
through
revenues {3,109} - (3038) - (2385)
Revenues
excluding
fuel and other
pass-through
revenues $1,640 24 $1607 20 81570

PEF’s electric energy sales and the percentage change by
year and by customer class were as follows

fin thousandds of MWh)

Customer Class 2007 % Change 2006 % Change 2005
Residential 19812 {05 20,021 06 19894
Commercial 12,183 17 1195 03 11,945
Industrial 3820 {82) 4,160 05 4140
Governmental 3367 28 3,276 24 3198
Total retail
energy sales 39,282 04 38432 07 38177
Wholesale 5930 308 4533 {170} 5454
Unbilled 88 - {234 - {205)
Total MWh sales 45308 36 43731 {16} 44436

PEF's revenues, excluding fuel and other pass-through
revenues of $3 109 hillion and $3.038 billien for 2007 and
2006, respectively, increased $39 million. The increase
in revenues is primarily due to increased wholesale

Industrial electric energy revenues and sales decreased
in 2007 compared to 2006 primarily due to a change in the
terms of an agreement with a major customer

PEF's revenues, excluding fuel and other pass-through
revenues of $3.038 billion and $2.385 billion for 2006 and
2005, respectively, increased $31 million. The increase in
revenues is due to a favorable retail customer growth and
usage impact of $25 million and a $21 million increase in
rental and other miscellaneous service revenues partally
offset by a $13 million unfavorable impact of weather. The
favorable retail customer growth and usage was driven
by an approximate increase in the average number of
customers of 35,000 as of December 31,2006, compared to
December 31,2005. The weather impactis primarily due to
a 16 percent decrease in heating degree days compared
to 2005.

EXPEMSES
Fuel znd Purchasad Power

Fuel and purchased power costs represent the costs of
generation, which include fuel purchased for generation,
as well as energy and capacity purchased in the market
to meet customer load. Fuel, purchased power and
capacity expenses are recovered primarily through
cost-recovery clauses, and, as such, changes in these
expenses do not have a material impact on earnings.
The difference hetween fuel and purchased power costs
incurred and associated fuel revenues that are subjectto
recovery is deferred for future collection from or refund
to customers.

Fuel and purchased power expenses were $2 646 billion in
2007, which represents a $45 million increase compared
to 2006. Purchased power expense increased $116 million
to $882 million compared to 2006 Thisincrease is primarily
due to a $123 million increase in current year purchased
power costs partially offset by a 36 millian decrease in
the recovery of deferred capacity costs. The increased
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currentyear purchased power costs are a result of higher
interchange purchases of $87 million and higher capacity
costs of $43 miilion primarily due to new contracts Fuel
used in electric generation decreased $71 million to
$1764 billion due to a $323 million decrease in deferred
fuel expense partially offset by a $252 million increase in
current year fuel costs due primarily to an increase in oil
and natural gas prices. Deferred fuel expenses were higher
in 2006 primarily due to the collection of fuel costs from
customers that had been previously under-recovered

Fuel and purchased power expenses were $2.601 billion in

write-off of unrecoverable storm restoration costs (See
Nate 7C), a $9 million decrease in nuclear outage costs
and the $6 million impact related to the 2005 write-off
of GridFlorida RTO startup costs that were previously
recovered in revenues

Depreciation and amortization expense was $366 million
for 2007, which represents a decrease of $38 miilion
compared to 2006, primarily due to $47 million lower
amortization of storm restoration costs and $5 million
lower software and franchise amortization, partially offset

2006, which represents a $584 milionincrease compared
to 2005. Fuel used in electric generation increased
$512 million due to a $552 million increase in deferred fuel
expense resulting from an increase in the fuel recovery
rates on January 1, 2008, as a result of fuel costs from
customers that had been previously under-recovered.
This was partially offset by a $41 million decrease in
current year fuel costs due primanly to lower system
requirements. Purchased power expense increased
$72 million primarily due to a $48 million increase in
currentyear purchased power costs resulting from higher
market prices and a $23 million increase in the recovery
of deferred capacity costs.

Operation and Maintenance

0&M expenses were $834 million in 2007, which represents
a $150 million increase compared to 2006. The increase
is primarily due to $46 million related to an increase in
storm damage reserves from the one-year extension
of the storm surcharge, which began August 2007 {See
Note 7C) and $40 million related to higher environmental
cost recovery (ECRC) and energy conservation cost
recovery (ECCR) costs. Additionally, the increase is due to
$27 million higher plant outage and maintenance costs
and $12 million higher employee benefitcosts The higher
employee benefit costs are primarily due to currentyear
changesin equity compensation plans and higher relative
employeeincentive goal achievementin 2007 compared to
2006 We do notexpect the increase related to changesin
equity compensation plans to continue in 2008. The ECRC,
ECCR and storm damage reserve expenses arerecovered
through cost-recovery clauses and, therefore, have no
material impact on earnings

0&M expenses were $684 million in 2006, which represents
2 $168 million decrease compared to 2005 The decrease
is primarily due to a $102 millien impact of postretirement
and severance costs in 2005, $24 millicn of tower ECRC
expenses due to a decrease in emission allowances
and lower recovery rates, $17 million related to the 2005

by the $13 million impact primarily related to depreciable
asset base increases and a 37 million write-off of
leasehold improvements, primarily related to vacated
office space. Storm restoration costs, which were fully
amortized in 2007, were recovered through the storm
recovery surcharge and, therefore, have no material
impact on earnings {See Note 7C).

Depreciation and amortization expense was $404 million
for 2006, which represents an increase of $70 million
compared to 2005, primarily due to a $72 million increase
in the amortization of storm restoration costs and a
$48 million increase in utility plant depreciation partially
offset by a $51 million decrease in expenses related to
cost of removal primarily due to rate changes resulting
from the 2005 depreciation study effective January 1, 2006
{See Note 5D). As noted above, storm restoration cost
amortization has no material impact on earnings.

Taxss therthanon ingome

Taxes other than onincome were $309 million for 2007 and
2008, and $279 million for 2005. The $30 million increase
in 2006 compared to 2005 is primarily due to $18 million
of higher gross receipts taxes and $14 million of higher
franchise taxes, related to an increase in revenues,
partially offset by lower payroll taxes. Gross receipts
and franchise taxes are collected from customers and
recorded as revenues and then remitted to the applicable
taxing authority. Therefore, these taxes have no material
impact on earnings

Other operating expenses were $8 milhon m 2007
compared to a gain of $2 million in 2006. The $10 million
difference is primarily due to the 12 million impact of 8
Florida Public Service Commission (FPSC) order requiring
PEF to refund disallowed fuel costs to its ratepayers (See
Note 7C)
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Other operating expenseswere a gain of $2 million in 2006
compared to a gain of $26 million in 2005 The decreasein
the gain for 2006 compared to 2005 is primarily due to the
$24 million gain on the sale of the utility distribution assets
serving Winter Park recorded in 2005 (See Note 7C).

Total other income was $48 million for 2007, which
represents a $20 million increase caompared to 2006. This
increase is primarily due to $24 million favorable AFUDC
equity related to costs associated with large construction
projects,partially offsethy$5million lowerinterestincome

$3 million favorable impact related to the closure of
certain federsl tax vears and positions. AFUDC equity 1s
excluded from the calculation of income tax expense The
§72 million income tax expense increase in 2006 compared
to 2005 is primarily due to changes in pre-tax income. In
addition, 2005 income tax expense included the allocation
of $13 million of the Parent’s tax benefit not related to
acquisiton interest expense thatwas suspended in 2006,
See Corporate and Other below for additional information
on the change in the tax benefit allocation in 2006.

Corporate and Uther

on unrecovered storm restoration costs. We expect
AFUDC equity to continue to increase in 2008, primarily
due to increased spending on environmental initiatives
and other large construction projects. See "Future
Liquidity and Capital Resources — Capital Expenditures.”

Total ather income was $28 million for 2006, which
represents a $20 million increase compared to 2005.
This increase is primarily due to $8 million of increased
investment interest income and $6 million of interest on
unrecovered storm restoration costs.

Total Intarest Gharges, Net

Total interest charges, netwere $173 million in 2007, which
represents an increase of $23 million compared to 2008
The increase in interest charges is primarily due to the
$10 million impact of an increase in average long-term
debt, the $7 million impact of interest on over-recovered
fuel costs, 36 million increase in interest on income
tax related items and $2 million increase related to the
disallowed fuel costs (See Note 7C). These increases are
partially offset by $7 million favorable AFUDC debtrelated
to costs associated with large construction projects.

Total interest charges, net were $150 million in 2006,
which represents an increase of $24 million compared to
2005. The increase in interest charges is primarily due to
the $20 million impact of 8 netincrease in average long-
term debt

Income tax expense was $144 million, $193 million and
$121 million in 2007, 2006 and 2005, respectively. The
$49 million income tax expense decrease in 2007
compared to 2006 is primarily due to the 823 million impact
of lower pre-tax income compared to the prior year, the
$14 million impact of tax adjustments and the $9 million
impact of favorable AFUDC equity discussed above The
tax adjustments are primarily related to the §11 million
impact of changes in income tax estimates and the

The Corparate and Other segment primarily includes the
operations of the Parent, PESC and other miscellaneous
nonregulated businesses that do not separately meet
the quantitative disclasure requirements as a separate
business segment. Corporate and Other expense is
summarized below:

{in milhons) 2007  Change 2006 Change 2005
Other interest expense $(205) 354 §(259) $(2) $(257)
Contingentvalue
abligations {2) 23 (25 {31) B
Tax reallocation - - - 38 {38)
Other income tax
benefit 105 (14) 118 19 100
Other expense {18} B (64 (28)  (36)
Corporate and Other
after-tax expense  §120) $109  §(229) $(4) $(225)

Other interest expense, which includes elimination entries,
decreased $54 million for 2007 compared to 2006 primarily
due to the $86 million impact of the $1.7 billion reduction
in debt at the Parent during 2008, partially offset by
a $45 million decrease in the interest allocated to
discontinued operations. The decrease ininterest expense
allocated to discontinued operations resulted from the
allocations of interest expense in 2006 for operations
that were sold in 2006. Interest expense allocated to
discontinued operations was $13 million and $58 million
for 2007 and 2006, respectively.

Other interest expense, which includes elimination
entrigs, increased $2 million for 2006 compared to 2005
primarily due to a $19 million decrease in the interest
allocated to discontinued operations and a decrease
in the elimination of intercompany interest expense
due to lower intercompany debt balances partially
offset by lower interest expense due to lower debt at
the Parent The decrease in interest expense allocated
to discontinued operations resulted from the full year
allocetions of interest expense in 2005 compared to partial
year aliocations of interestin 2006 for operationsthatwere
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sold in 2006 Interest expense allocated to discontnued
operations was $58 million and $77 million for 2006 and
2005, respectively.

Progress Energy issued 98 6 million CVOs in connection
with the acquisition of Florida Progress Corporation
{Florida Progress)in 2000 Each CVO represents the right
of the holder to receive contingent payments based on the
performance of four synthetic fuels facilities purchased
by subsidiaries of Florida Progress in October 1999 The
payments are based on the net after-tax cash flows the
facilities generate. At December 31, 2007, 2006 and 2005,

result of the divestitures completed during 2006. These
decreases are partially offset by the $17 million pre-
tax gain, nei of minority interest, on the sale of Level 3
stock subsequentto the sale of PT LLC in 2006 (See Note
3E} and the $14 million increase in interest income on
temporary investments due to proceeds from the sale
of nonregulated businesses. The $28 million increase
in other expense from 2005 to 2006 was primarily due
to the $59 million pre-tax loss on redemptions of debt
at the Parent partially offset by the 8§17 million pre-tax
gain, net of minority interest, on the sale of Level 3 stock
subsequent to the sale of PT LLC. In addition, other

the CVOs had a fair value of approximately 34 million,
$32 million and $7 million, respectively. Progress Energy
recorded unrealized losses of $2 million and $25 million
for 2007 and 2006, respectively, and unrealized gains of
$6 million for 2005, to record the changes in fair value of
the CVOs, which had average unit prices of $0 35, $0.33 and
$0.07 at December 31, 2007, 2006 and 2005, respectively

For the years ended December 31,2007 and 2006, income
tax expense was notincreased by the allocation of the
Parent’s income tax benefits not related to acquisition
interest expense to profitable subsidiaries. Due to the
repeal of the Public Utility Holding Company Act of 1935,
as amended {PUHCA 1935}, beginning in 2006 we no
longer allocate the Parentincome tax benefits not related
to acquisition interest expense to profitable subsidiaries.
Since 2002, Parent income tax benefits not related to
acquisition interest expense were allocated to profitable
subsidiaries, in accordance with a PUHCA 1935 order. For
the year ended December 31, 2005, income tax expense
was increased by $38 million due to the allocation of the
Parent’s income tax benefit.

Other income tax benefit decreased for 2007 compared
to 2006 primarily due to decreased pre-tax expense atthe
Parent primarily as a result of the loss on early retirement
of debt in 2006, partially offset by the $14 million impact
related to the closure of certain federal tax years and
positions {See Note 14}, the $18 million impact of taxes
on interest allocated to discontinued operations and the
$5 million impact related to the deduction for domestic
production activities Other income tax benefitincreased
for 2006 compared to 2005 primarily due to increased pre-
tax expense at the Parent and the §8 million impact of
taxes on interest allocated to discontinued operations

For 2007, other expense was $18 million compared to
$64 million in 2006 The 846 million decrease is primarily
due to the $59 million pre-tax loss on redemptions of debt
at the Parentin 2006 (See Note 12} and the $30 million
decrease in the allocation of corporate overhead as &

expense changed due to a $14million increase i interest
income on temporary investments due to proceeds from
the sale of DeSoto County Generating Co., LLC (DeSoto),
Rowan County Power, LLG (Rowan) and our natural gas
drilling and production business (Gas)

Discontinued Operations

Over the last several years we have reduced our
business risk by exiting the majority of our nonregulated
businesses to focus on the core operations of the
Utlities. We divested, or announced divestitures, of
multiple nonregulated businesses during 2007 and 2006
Consequently, the composition of other continuing
segments has been impacted by these divestitures.

On March 8, 2007, our subsidiary Progress Ventures,
Inc. (PV1), entered into a series of transactions to sell
or assign substantiaily all of its Competitive Commercial
Operations {CCO) physical and commercial assets
and liabilities. Assets divested include approximately
1,900 MW of gas-fired generation assets in Georgia. The
sale of the generation assets closed on June 11, 2007,
for a net sales price of $615 million. We recorded an
estimated loss of $226 million in December 2006. Based
on the terms of the final agreement and post-closing
adjustments, during the year ended December 31, 2007,
we reversed $18 million after-tax of the impairment
recorded in 2006 {See Note 3A)

Additionally, on June 1, 2007, PVI closed the transaction
involving the assignmentof a contract portfolic consisting
of full-reguirements contracts with 16 Georgia electric
membership cooperatives formerly serviced by CCO (the
Georgia Contracts), forward gas and power contracts,
gas transportation, structured power and other contracts
to a third party This represents substantally all of our
nonrequiated energy marketing andtrading operations. As
a resultofthe assignments, PVi made a net cash payment
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of 8347 million, which represents the net cost to assign
the Georgia Contracts and other relsted contracts Inthe
vear ended December 31, 2007, we recorded a charge
associated with the costs to exit the Georgia Contracts,
and other related contracts, of $348 million after-tax. We
used the net proceeds from these transactions for general
COrporate purposes.

CCO's operations generated net losses from discontinued
operations of $283 million, $57 million and $54 million in 2007,
2006 and 2005, respectively. Netlosses from discontinued
operations in 2007 primarily represent the $349 million after-

$67 million during the vear ended December 31, 2006.
DeSoto and Rowan operations generated combined net
earnings from discontinued operations of §10 million and
$3 million for the years ended December 31, 2006 and
2005, respectively

On December 24, 2007, we signed an agreement to sell
coal terminals and docks in West Virginia and Kentucky
{Terminals) for $71 million in gross cash proceeds.
Terminals.was previously reported as a component of

tax charge associated with exit costs, partially offset by
unrealized mark-to-market gains related to dedesignated
natural gas hedges. These hedges were dedesignated
because management determined that it was no longer
probable that the forecasted transactions underlying
certain derivative contracts covering approximately
85 billion cubic feet of natural gas would be fulfilled.
Therefore, cash flow hedge accounting was discontinued

The increase in loss for 2006 compared to 2005 is primarily
due to the $64 million pre-tax impairment loss (842 million
after-tax} on goodwill recognized inthe first quarter of 2006
{See Note 8} and an increase in realized mark-to-market
losses on gas hedges due to gas price volatility. This was
partially offset by a higher gross margin related to serving
the fixed price full requirements contracts that began in
April 2005 and serving anincreased load on a pre-existing
contractin Georgia, and $66 million pre-tax of unrealized
mark-to-market gains related to the dedesignated natural
gas hedges.

e e . e
40 - Belpio and Bowan Generation Faoilities

On May 2, 2008, cur board of directors approved a plan
to divest of two subsidiaries of PVI, DeSoto and Rowan.
DeSoto owned a 320 MW duai-fuel combustion turbine
glectric generation facility in DeSoto County, Fla,, and
Rowan owned a 925 MW dual-fuel combined cycle
and combustion turbine electric generation facility in
Rowan County, N.C. On May 8, 2006, we entered into
definitive agreements to sell DeSoto and Rowan, including
certain existing power supply contracts, to Southern
Power Company, a subsidiary of Southern Company, for
a gross purchase price of approximately $80 million and
$325 million, respectively. We used the proceeds frem the
sales to reduce debt and for other corporate purposes
{See Note 3D)

The sale of DeSoto closed in the second gquarter of 2006
and the sale of Rowan closed during the third quarter
of 2006 Based on the gross proceeds associated with
the sales, we recorded an after-tax loss on disposal of

our former Coal and Synthetic Fuels operating segment.
The terminals have a total annual capacity in excess
of 40 million tons for transloading, blending and storing
coal and other commodities Proceeds from the sale are
expected to be used for general corporate purposes
{See Note 3B)

Historically,we have had substantialoperations associated
with the production of coal-based solid synthetic fuels as
defined under Section 29 of the Internal Revenue Code.
The production and sale of these products qualified for
federal income tax credits under Section 29/45K so long as
certain requirements were satisfied (See "Other Matters
— Synthetic Fuels Tax Credits”). On September 14, 2007,
we idied production of synthetic fuels at our majority-
owned fuels facilities due to the high level of ol prices.
On October 12,2007, based upon the continued high level
of oil prices, unfavorable oil price projections through
the end of 2007 and the expiration of the synthetic fuels
tax credit program at the end of 2007, we permanently
ceased production of synthetic fuels at our majority-
owned facilities. As a result of the expiration of the
tax credit program, all of our synthetic fuels businesses
were “abandoned” and all operations ceased as of
December 31, 2007. In accordance with the provisions
of Statement of Financial Accounting Standards {SFAS)
No. 144, “"Accounting for impairment or Disposal of Long-
Lived Assets,” a long-lived asset is abandoned when
it ceases to be used. All periods have been restated to
reflect the abandoned operations of our synthetic fuels
businesses as discontinued operations

Terminals and synthetic fuels businesses generated net
earnings from discontinued operations of 383 million
and $198 million for the years ended December 31, 2007
and 2005, respectively Net losses fram discontinued
operations for Terminals and synthetic fuels businesses
were $37 million for the year ended December 31, 2006

The change in net loss from discontinued operations of
837 million for the year ended December 31, 2006, 1 net
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earnings from discontinued operations of $83 million for
the year ended December 31, 2007, is primarily due to
increased tax credits generated due to higher production
of coal-based sohd synthetic fuels, unrealized mark-
to-market gain on derivative contracts in 2007 and the
impairment of synthetic fuels assets recorded in 2006.
These favorable items are partally offset by an increase
in the tax creditreserve due to the increase in production
and the change in the relative oil prices, which indicated
a higher estimated phase-out of tax credits, and lower
margins due to the increase in coal-based solid synthetic
fuels production.

on the date of the sale. Our net proceeds from the sale
of $70 million, after consideration of mincrity interest,
were used to reduce debt. Prior to the sale, we had a
51 percent interest in PT LLC {See Note 3E). See Note
20 for a discussion of the subsequent sale of the Level 3
stock in 2006

Based on the net proceeds associated with the sale and
after consideration of minority interest, we recorded
an after-tax gain on disposal of $28 million during the
year ended December 31, 2006. Net (loss) earnings
from discontinued operations for PT LLC were a loss of

The change in net earnings from discontinued operations
of $198 million for the year ended December 31, 2005, to
netloss from discontinued operations of $37 million for the
year ended December 31, 2006, is primarily due to fower
synthetic fuels production as a result of high oil prices,
which increased the potential phase-out of tax credits
and the impairment of synthetic fuels assets recorded
in 2006.

GAS OPERATIONS

On October 2, 2006, we sold Gas to EXCO Resources,
Inc. for approximately $1.1 billion in net proceeds.
Gas included Winchester Production Company, Ltd.
{Winchester Production}, Westchester Gas Company,
Texas Gas Gathering and Talco Midstream Assets Ltd,;
allwere subsidiaries of Progress Fuels. Proceeds from the
sale have been used primarily to reduce holding company
debt and for other corporate purposes {See Note 3C)

Based on the net proceeds associated with the sale, we
recorded an after-tax net gain on disposal of $300 million
during the year ended December 31, 2006. We recorded
an after-tax loss of $2 million during the year ended
December 31, 2007, primarily related to working capital
adjustments.

Gas operations generated net earnings from discontinued
operations of $4 million, $82 million and $48 million
for the years ended December 31, 2007, 2006 and
2005, respectively. The increase in net earnings from
discontinued operations during 2006 is primarily due to
increased production, higher market prices and mark-to-
market gains on gas hedges

On March 20, 2006, we completed the sale of PT LLC to
Level 3 We received gross proceeds comprised of cash
of $69 million and approximately 20 million shares of
Level 3 common stock valued at an estimated $66 million

$2 million and earnings of $& million for the years ended
December 31, 2006 and 2005, respectively.
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On March 1, 2006, we sold Progress Fuels’ 65 percent
interest in Dixie Fuels Limited {Dixie Fuels) to Kirby
Corporation for $16 million in cash. Dixie Fuels operates
a fleet of four ocean-going dry-bulk barge and tughoat
units Dixie Fuels primarily transports coal fromthe lower
Mississippt River to Progress Energy's Crystal River
Facility. We recorded an after-tax gain of $2 million on
the sale of Dixie Fuels during the year ended December 31,
2006. During the year ended December 31, 2007, we
recorded an additional gain of $2 million primarily related
to the expiration of indemnifications (See Note 3F).

Net earnings from discontinued operations for Dixie
Fuels and other fuels business were $7 million and
$5 million for the years ended December 31, 2006 and
2005, respectively

e

COAL MINING BUSINESSES

T

Progress Fuels owned five subsidiaries engaged in the
coal mining business. These businesses were previously
included in our former Coal and Synthetic Fuels business
segment On May 1, 2006, we sold certain net assets of
three of our coal mining businesses to Alpha Natural
Resources, LLC for gross proceeds of $23 miflion plus a
84 million working capital adjustment. As a result, during
the year ended December 31, 2006, we recorded an
estimated after-tax loss of $10 million for the sale of these
assets {See Note 3G)

On December 24, 2007, we signed an agreement to sell
the remaining net assets of the coal mining business for
gross cash proceeds of $23 million. These assets include
Powell Mountain Coal Co and Dulcimer Land Co., which
consist of about 30,000 acres in Lee County, Va,, and
Harlan County, Ky. The property contains an estimated
40 million tons of high quality coal reserves
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Net losses from discontinued operations for the coal
mining business were 811 million, $4 million and $11 million
for the years ended December 31, 2007, 2006 and 2005,
respectively.

On March 24, 2005, we completed the sale of Progress
Rail Services Corporation {Progress Rail) to One Equity
Partners LLC, a private equity firm unit of J.P. Morgan
Chase & Co. Cash proceeds from the sale were
approximately $429 million, consisting of $405 million base

p:-cnrmrio p!US a3 \,"JOF!’EF‘.Q CE';,‘!*E! ar!;ncfmanf' ﬂurmg the

ratemaking processes often provide flexibility in the
manner and timing of the depreciation of property, nuclear
decommissioning costs and amortization of the regulatory
assets. See Note 7 for additional information related to the
impact of utility requlation on our operations

Asset impairments

As discussed in Note 9, we evaluate the carrying value
of long-lived assets and intangible assets with definite
lives for impairment whenever impairment indicators

exist. Examples of these indicators include current period
losses-gomhined with a history oflgsses,.a.projection.of

years ended December 31, 2006 and 2005, we recorded
an estimated after-tax loss for the sale of these assets of
$6 million and $25 million, respectively. Proceeds from the
sale were used to reduce debt {See Note 3H)

Net earnings from discontinued operations for Progress Rail
were $5 million for the year ended December 31, 2005.

APPLICATION OF CRITICAL ACCOUNTING
POLICIES AND ESTIMATES

We prepared our Consoclidated Financial Statements in
accordance with GAAP. In doing so, we made certain
estimates that were critical in nature to the results of
operations. The following discusses those significant
estimates that may have a material impact on our
financial results and are subject to the greatest amount
of subjectivity. We have discussed the development
and selection of these critical accounting policies with
the Audit and Corporate Performance Committee {Audit
Committee) of our board of directors.

Utility Regulation

As discussed in Note 7, our regulated utilities segments
are subject to regulation that sets the prices (rates) we
are permitted to charge customers based on the costs
that requlatory agencies determine we are permitted to
recover At times, regulators permit the future recovery
through rates of costs that would be currently charged
to expense by a nonregulated company. This ratemaking
process results in deferral of expense recognition and
the recording of regulatory assets based on anticipated
future cashinflows. As a result of the differentratemaking
processes in each state in which we operate, a significant
amount of regulatory assets has been recorded. We
continually review these assets to assess their ultimate
recoverability within the approved requlatory guidelines
Impairment risk associated with these assets relates to
potentially adverse legislative, judicial orregulatory actions
in the future Additionally, the state requlatory agencies’

continuing losses, a significant decrease in the market
price of a long-lived asset group, or the likelihood that an
asset group will be disposed of significantly prior to the
end of its useful life. if an impairment indicator exists, the
asset group held and used is tested for recoverability by
comparing the carrying value to the sum of undiscounted
expected future cash flows directly sttributable to the
assetgroup lfthe assetgroup is notrecoverable through
undiscounted cash flows or if the asset group 15 to be
disposed of, an impairment loss is recognized for the
difference between the carrying value and the fair value
of the asset group. Performing an impairment test on
long-lived assets involves management's judgment in
areas such as identifying circumstances indicating an
impairment may exist, identifying and grouping affected
assets at the appropriate level, and developing the
undiscounted cash flows associated with the asset
group. Estimates of future cash flows contemplate factors
such as expected use of the assets, future production
and sales levels, and expected fluctuations of prices of
commodities sold and consumed. Therefore, estimates
of future cash flows are, by nature, highly uncertain and
may vary significantly from actual results.

The carrying value of our total utiity plant, net is
$16.612 billion at December 31, 2007 The carrying value
of our total diversified business property, netis $6 million
at December 31, 2007. In addition, we have certain
diversified business property with a carrying value of
£38 million at December 31, 2007, included in net assets
to be divested {See Note 31} Dur exposure to potential
impairment losses for utility plant, netis mitigated by the
fact that our regulated ratemaking process generally
allows for recovery of our investment in utility plant plus
an allowed return on the investment, as long as the costs
are prudently incurred.

Under the full-cost method of accounting for oil and gas
properties, total capitslized costs are limited to a ceiling
based on the presentvalue of discounted {at 10%) future
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netrevenues using current prices, plus the lower of cost
or fair market value of unproved properties. The ceiling
testtakes into consideration the prices of qualifying cash
flow hedges as of the balance sheet date If the ceiling
{discounted revenues) does not exceed total capitalized
costs, we are required to write-down capitalized costs
to the ceiling. We performed this ceiling test calculation
every quarter prior to the sale of the Gas Operations
{See Note 3C). No write-downs were required in 2006
or 2005.

See discussion of synthetic fuels asset impairments in

s
o

Our former Coal and Synthetic Fuels segment was
previously involved in the production and sale of coal-
hased solid synthetic fuels as defined under the Internal
Revenue Code (See Note 3B} The production and sale
of the synthetic fuels from these facilities qualified for
tax credits under Section 29/45K if certain requirements
were satisfied, including a requirement that the synthetic
fuels differ significantly in chemical composition from
the coal used to produce such synthetic fuels and that

the synthetic fuels were produced from a facility placed
in-servise-hefore |HI\II 1,.1998..For.2005.and prinr Vears,

"Uther Matters — Synthetic Fuels Tax Credits™ and in
Notes 8 and 9.

Goodwill

As discussed in Note 8, we account for goodwill in
accordance with SFAS No. 142, "Goodwill and Other
Intangible Assets” {SFAS No. 142), which requires that
goodwill be tested for impairment at least annually and
more frequently when indicators of impairment exist.
For our utility segments, the goodwill impairment tests
are performed at the utility operating segment level. We
performed the annual goodwill impairment test for hoth
the PEC and PEF segments in the second quarters of
2007 and 2006, each of which indicated no impairment.
If the fair values for the utility segments were fower by
10 percent, there still would be no impact on the reported
value of their goodwill.

The carrying amounts of goodwill at December 31, 2007
and 2006, for reportable segments PEC and PEF, were
$1.922 hillion and $1.733 billion, respectively. The amounts
assigned to PEC and PEF are recorded in our Corporate
and Other business segment.

We calculated the fair value of our segments and
reporting units by considering various factors, including
valuation studies based primarily on a discounted cash
flow methodology and published industry valuations
and market data as supporting information. These
calculations are dependent on subjective factors such
as management's estimate of future cash flows and
the selection of appropriate discount and growth rates
These underlying assumptions and estimates are made
as of a point in time, subsequent changes, particularly
changes in management's estimate of future cash flows
and the discount rates, growth rates or the tming of
market equilibrium, could result in & future impairment
charge to goodwill

the amount of Section 29 credits that we were allowed
to generate in any calendar year was himited by the
amount of our regular federal income tax liability. Section
29 tax credit amounts allowed but not utilized through
December 31, 2005, are carried forward indefinitely
as deferred alternative minimum tax credits on the
Consolidated Balance Sheets. For 2006 and 2007, in
accordance with federal legislation, the Section 29 tax
credits have been redesignated as a Section 45K general
business credit, which removes the regular federal
income tax liability limit on synthetic fuels production and
subjects the credits to a 20-year carry forward period.
This provision allowed us to produce synthetic fuels ata
higher level than we have historically produced, had we
chosen to do so. The synthetic fuels tax credit program
expired at the end of 2007.

In addition, Section 29/45K provided that if the average
wellhead price per barrel for unregulated domestic crude
oil for the year {the Annual Average Price} exceeded a
certain threshold value (the Threshold Price}, the amount
of tax credits was reduced for thatyear. Also, if the Annual
Average Price increased high enough (the Phase-out
Price), the Section 29/45K tax credits were eliminated for
that year. The Threshold Price and the Phase-out Price
were adjusted annually for inflation. We estimate thatthe
2007 Annua! Average Price will resuit in an approximate
70 percent phase-out of the synthetic fuels tax credits
related to synthetic fuels production in 2007 This estimate
is derived from our estimates of the 2007 Threshold Price
and Phase-out Price of $57 per barrel and §71 per barrel,
respectively, based on an estimated inflation adjustment
for 2007. For 2007 synthetic fuels production, the 2007
Annual Average Price is not known until after the end of
the year We recorded the 2007 tax credits based on our
estimates of what we believe the Annual Average Price
will he for 2007 Any portion of the tax credits that were
phased out based on the projected 2007 Annual Average
Price exceeding the Threshold Price was notrecorded



Case Neo. 2011-124
Staff-DR-01-008 ii attachment
(Progress Energy)

Page36 of 140

MANAGEMENT S DISCUSSION AND ANALYSIS

See further discussion in "Other Matters — Synthetic
Fuels Tax Credits.”

£5)

nsion Dosis

o

<

As discussed in Note 16A, we maintain gqualified
noncontributory defined benefit retirement {pension)
plans. Our reported costs are dependent on numerous
factors resulting from actual plan experience and
assumptions of future experience. For example, such
costs areimpacted by employee demographics, changes
made to plan provisions, actual plan asset returns and

I} dra sl 41 I o
key-gttoariotassumptions-sueh-as-expected-long-term

Angther factor affecting our pension costs, and sensitivity
of the costs to plan asset performance, is the method
selected to determine the market-related value of assets,
i.e., the assetvalue to which the 9.0% expected long-
term rate of return is applied. SFAS No 87 specifies that
entities may use either fair value or an averaging method
thatrecognizes changes infair value over a period notto
exceed five years, with the method selected applied on a
consistent basis from year to year. We have historically
used g five-year averaging method When we acguired
Florida Progress in 2000, we retained the Florida Progress
historical use of fair value to determine market-related

rates of return on plan assets and discount rates used in
determining benefit obligations and annual costs.

Due o an increase in the market interest rates for
high-guality (AAA/AA) debt securities, which are used
as the benchmark for setting the discount rate used to
presentvalue future benefit payments, we increased the
discount rate to approximately 6 20% at December 31,
2007, from approximately 5.95% at December 31, 2006,
which will decrease the 2008 benefit costs recognized,
all other factors remaining constant. Our discount rates
are selected based on a plan-by-plan study, which
matches our projected benefit payments to a high-quality
corporate yield curve. Plan assets performed well in 2007,
with returns of approximately 13%. That positive asset
performance will result in decreased pension ¢osts in
2008, all other factors remaining constant. in addition,
contributions to pension plan assets in 2007 and 2008 will
resultin decreased pension costs in 2008 due toincreased
asset returns, all other factors remaining constant.
Evaluations of the effects of these and other factors on
our 2008 pension costs have not been completed, but
we estimate that the total cost recognized for pensions
in 2008 witl be $10 million to $20 million, compared with
£31 million recognized in 2007.

We have pension plan assets with a fair value of
approximately $2.0 billion at December 31, 2007. Our
expected rate of return on pension plan assets is 9.0%
We review this rate on a regular basis. Under SFAS
No. 87, "Employer's Accounting for Pensions” {SFAS
No. 87}, the expected rate of return used in pension cost
recognition is a long-term rate of return; therefare, we
do not adjust that rate of return frequently. In 2005, we
elected to lower our expected rate of return from 9.25%
to 8.0%. The 9.0% rate of return represents the fower
end of our future expected return range given our asset
allocation policy A 025% change in the expected rate of
return for 2007 would have changed 2007 pension costs
by approximately $4 million

value for Horida Progress pension assets. Changesinplan
asset performance are reflected in pension costs sooner
under the fair value method than the five-year averaging
method, and, therefore, pension costs tend to be more
volatile using the fair value method. Approximately
50 percent of our pension plan assets are subjectto each
of the two methods

LIQUIDITY AND CAPITAL RESQURCES
Overview

Progress Energy, Inc.is a holding company and, as such,
has no revenue-generating operations of its own. Cur
primary cash needs at the Parent level are our common
stock dividend and interest and principal payments on
our $2.6 billion of senior unsecured debt. Gur ability to
meet these needs is dependent on the earnings and
cash flows of the Utilities, and the ability of the Utilities
to pay dividends or repay funds to us. As discussed under
“Future Liquidity and Capital Resources” below, synthetic
fuels tax credits provide an additional source of liguidity
as those credits are realized. Our other significant cash
requirements arise primarily from the capital-intensive
nature of the Utihties’ operations, including expenditures
for environmental comphiance. We rely upon our
operating cash flow, primarily generated by the Utilities,
commercial paper and bank facilities, and our abhility to
access the long-term debt and equity capital markets for
sources of liquidity

The majority of our operating costs are related to
the Utilities. Most of these costs are recovered from
ratepavyers in accordance with various rate plans. We
are allowed to recover certain fuel, purchased power
and other costs incurred by PEC and PEF through
their respective recovery clauses. The types of costs
recavered through clauses vary byjurisdiction Fuel price
volatifity can lead to over- or under-recovery of fuel costs,
as changes in fuel prices are not immediately reflected
in fuel surcharges due to regulatory ag in setting the
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surcharges As a result, fuel price volaulity can be both
a source of and a use of liquidity rescurces. depending
on what phase of the cycle of price volatility we are
experiencing. Changesin the Utihites fuel and purchased
power costs may affect the timing of cash flows, but not
materially affectnetincome

Effective February 8, 2006, the Energy Policy Act of 2005
{EPACT) provisions enacted the Public Utility Holding
Company Act of 2005 (PUHCA 2005). Prograss Energy
is a registered public utility holding company subject
to regulation by the FERC under PUHCA 2005, including

2006 and 2005, was $1.252 billion, $2.001 hillion, and
$1467 billion, respectively

GCash from operating activiues for 2007 decreased
when compared with 2006 The §749 million decrease in
operating cash flow was primarily due to 3472 miflion in
income taximpacts, largely driven by income tax payments
related to the sale of Gas, the $347 million payment made
10 exitthe Georgia contracts {See Note 3A); a $279 million
decrease in the recovery of fuel costs, and $65 million in
premiums paid for derivative contracts in our synthetic
fuels businesses. These impacts were partially offsethy a

provisions relating to the issuance and sale of securities
and the establishment of intercompany extensions of
credit {utlity and nonutility money pools) PEC and PEF
participate in the utility money pool, which allows the two
utilities to lend to and borrow from each other. A nonutility
money pool allows our nonregulated operations to lend to
and borrow from each other. The Parent can lend money
to the utility and nonutility money pools but cannot borrow
funds. Pursuantto PUHCA 2005, utitity holding companies
are allowed to continue to engage in financings authorized
by the SEC, provided the authorization orders have been
filed with the FERC and the holding company continues to
comply with such orders, terms and conditions. We have
filed all such SEC orders with the FERC; therefore, we are
permitted to continue all such financing transactions.

Cash from operations, asset sales, short-term and long-
term debt and limited ongoing equity sales from our
Investor Plus Stock Purchase Plan and employee benefit
and stock option plans are expected to fund capital
expenditures and common stock dividends for 2008 For
the fiscal year 2008, we expect to realize an aggregate
amount of approximately $100 million from the sale of
stock through these plans

We believe our internal and external liquidity resources
will be sufficient to fund our current business plans Risk
factors associated with creditfacilities and creditratings
are discussed below

Cash from operations is the primary source used to meet
operating requirements and capital expenditures. The
Utilities produced substantially ali of our consolidated
cash from operations for the years ended December 31,
2007, 2006 and 2005. Net cash provided by operating
activitigs for the three years ended December 31, 2007,

$157 million decrease in inventory purchases in 2007,
primarily related to coal purchases at the Utilities;
$106 mitlion of working capital changes related to the
divestiture of CCQ, and 847 million in net refunds of cash
coliateral previously paid to counterparties on derivative
contracts in the current year compared to $47 miltion in
net cash payments in the prior year at PEF. The decrease
in recovery of fuel costsis due to a $335 million decrease
at PEF driven by the 2006 recovery of previously under-
recovered fuel costs, partially offset by a $56 million
increase in the recovery at PEC driven by the 2007
recovery of previously under-recovered fuel costs

Cash from operating activities for 2006 increased when
compared with 2005. The $534 million increase in operating
cash flow was primarily due to a $713 million increase in
the recovery of fuel costs at the Utilities, a $248 million
increase from the change in accounts receivable,
approximately $103 million of proceeds received from the
restructuring of a long-term coal supply contract at our
discontinued terminals operations, and $72 million related
to recovery of storm restoration costs at PEF These
impacts were partially offset by $141 million related to a
wholesale customer prepayment in 2005 at PEC, as
discussed below, a $108 million decrease from the change
in accounts payable and a $96 million net increase in tax
payments in 2006 compared to 2005 The increase in
recovery of fuel costs was largely driven by the recovery
of previously under-recovered 2005 fuel costs. The
$248 million change in accounts receivable included
$147 million at PEC, principally driven by the timing of
wholesale sales, and $47 million at PEF, primarily related
to timing of receipts The $108 million decrease from the
change in accounts payable was primarily related to our
discontinued and abandoned operations {See Note 3).

In November 2005, PEC entered into a contract with the
Public Works Commission of the City of Fayetteville, North
Carolina (PWC}, inwhich the PWC prepaid 8141 million in
exchange for future capacity and energy power sales.
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The prepayment covered approximately two years of
electricity service and included a prepayment discount
of approximately 316 million

In 2007 and 2006, the Utlities filed requests with their
respective State commissions seeking rate increases for
fuel costrecovery, including amounts for previous under-
recoveries. in 2005, PEF received approval from the FPSC
authorizing PEF to recover $245 million over a two-year
period, including interest, of the costs it incurred and
previously deferred related to PEF's restoration of power
to customers associated with the four hurricanes in 2004,

activities decreased by $89 million in 2006 when compared
with 2005. The decrease in 2006 was primarily due to a
3319 mithon increase in net proceeds from available-
for-sale securities and other investments, a $12 million
decrease in nuclear fuel additions, and a $17 million
decrease in other investing activities, largely offset by
a $333 million increase in capital expenditures for utility
property. At PEC, the increase in utility property was
primarily due to environmental compliance and mobile
meter reading project expenditures. At PEF, the increase
in utility property was primarily due to repowering the
Bartow Plant to more efficient natural gas-burning

See "Future Liquidity and Capital Resources” and Note 7C
for additional information

Net cash {used) provided by investing activities for the
three years ended December 31, 2007, 2006 and 2005,
was $(1.457) billion, $127 million and ${1.144) billion,
respectively.

Property additions at the Utilities, including nuclear fuel,
were $2.199 billion and $1.546 billion in 2007 and 2006,
respectively, or approximately 100 percent of consolidated
capital expenditures for continuing operations in both 2007
and 2006. Capital expenditures at the Utlities are primarily
for capacity expansion and normal construction activity
and ongoing capital expenditures related to environmental
compliance programs

Excluding proceeds from sales of discontinued operations
and other assets, net of cash divested of $675 million in 2007
and $1.657 billion in 2006, cash used in investing activities
increasedby $602 million. The increase in 2007 was primarily
due to a $539 million increase in gross property additions
at the Utilities, primarily at PEF, and a $114 million increase
in nuclear fue! additions, partially offset by a decrease
in property additions at our diversified businesses, most
of which have been discontinued or abandoned. At PEC,
utility property additions primarily related to an increase in
spending for compliance with the Clean Smokestacks Act
At PEF, the increase in utility property additions is primarily
due to environmental compliance projects, repowering
the Bartow Plant to more efficient natural gas-burning
technology, which will not be completed until 2009, and
nuclear and transmission projects, partially offset by lower
spending on energy system distribution projects and atthe
Hines Unit 4 facility

Excluding proceeds from sales of discontinued aperations
and other assets, net of cash divested of §1 857 billion
in 2006 and $475 million in 2005, cash used in investing

technology, which willnotbe completed untif 2009; various
distribution, transmission and steam production projects;
and higher spending at the Hines Unit 4 facility, partially
offset by lower spending at the Hines Unit 3 facility.
The increase in utility property additions was partially
offset by an $84 million decrease related to diversified
businesses, which have primarily been discontinued
or abandoned. Available-for-sale securities and other
investments include marketable debt and equity securities
and investments held in nuclear decommissioning and
benefit investment trusts.

During 2007, proceeds from sales of discontinued
operations and other assets, netof cash divested, primarily
included approximately $615 million from the sale of PVI’s
CCO generation assets (See Note 3A), working capital
adjustments for Gas, and the sale of poles at Progress
Telecommunications Corporation.

During 2006, proceeds from sales of discontinued
operations and other assets, net of cash divested,
primarily included approximately $1.1 billion from the sale
of Gas {See Note 3C), $405 million from the sale of DeSoto
and Rowan ({See Note 3D}, approximately $70 million from
the sale of PT LLC {See Note 3E), approximately $27 million
from the sale of certain net assets of the coal mining
business {See Note 3G), and approximately $16 million
from the sale of Dixie Fuels {See Note 3F)

During 2005, proceeds from sales of discontinued
operations and other assets, netof cash divested, primarily
included $405 million in proceeds from the sale of Progress
Rail in March 2005 (See Note 3H) and $42 million in
proceeds from the sale of Winter Park distribution assets
in June 2005 {See Notes 3K and 7C)
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Net cash provided {used} by financing activities for the
tree years ended December 31, 2007, 2006 and 2005, was
$195 million, ${2 468} billion and $227 million, respectively
See Note 12 for details of debt and credit facilities

The increase in net cash provided by financing
activities for 2007 compared to 2006 primarily related to
the issuance of $750 million in long-term debt at PEF and
the $1 7 billion reduction in holding company debtin 2006,
as discussed helow.

e On December 10,2007, Progress Capital Holdings, Inc.,
one of our wholly owned subsidiaries, paid at maturity
335 million of its 6.75% Medium-Term Notes with
available cash on hand

* On December 13, 2007, PEF filed a shelf registration
statement with the SEC, which became effective with
the SEC on January 8, 2008. The registration statement
will allow PEF to issue up to 84 billion in first mortgage
bonds, debt securities and preferred stock in addition
to $250 million of previously registered but unsold
securities.

For 2008, proceeds from sales of discontinued operations
and other assets, net of cash divested, were used to
reduce holding company debt by 81 7 bilhon. The increase
in cash used in financing activities for 2006 compared to
2005 was primarily related to the retirement of long-term
debt in 2006, s discussed below, and a decrease in the
proceeds from issuances of long-term debt.

e On July 2, 2007, PEF paid at maturity $85 million of its
6.81% Medium-Term Notes with available cash en
hand and commercial paper borrowings.

* On August 15, 2007, due to extreme volatility in the
commercial paper market, Progress Energy borrowed
3400 million under its $1.13 billion revolving credit
agreement (RCA) to repay outstanding commercial
paper. On October 17, 2007, Progress Energy used
$200 million of commercial paper proceeds to repay
a portion of the amount borrowed under the RCA. On
December 17, 2007, Progress Energy used $200 million
of available cash on hand to repay the remaining
amount borrowed under the RCA.

¢ On August 15, 2007, due to extreme volatility in the
commercial paper market, PEC borrowed $300 miflion
under its $450 million RCA and paid at maturity
3200 million of its 6.80% First Mortgage Bonds. On
September 17, 2007, PEC used $150 million of available
cash on hand to repay a portion of the amountborrowed
under the RCA. On October 17, 2007, PEC repaid the
remaining $150 mitlion of its RCA loan using available
cash on hand

¢ On September 18, 2007, PEF issued $500 million of
First Mortgage Bonds, 6.35% Series due 2037 and
$250 million of First Mortgage Bonds, 5 80% Series due
2017. The proceeds were used to repay PEF's utility
money poot borrowings and the remainder was placed
in temporary investments for general corporate use
as needed

o _ : -
+-Progress—Energy-issued-approximately-34-million

shares of common stock resulting in approximately
$151 million in proceeds from its Investor Plus Stock
Purchase Plan and its stock option plan. Included in
these amounts were approximately 1.0 million shares
for proceeds of approximately $46 million to meet the
requirement of the Investor Plus Stock Purchase Plan.
For 2007, the dividends paid on common stock were
approximately $627 million.

2865

e On January 13, 2006, Progress Energy issued
$300 million of 5.625% Senior Notes due 2016 and
$100 million of Series A Floating Rate Senior Notes
due 2010. These senior notes are unsecured. The net
proceeds from the sale of these senior notes and a
combination of available cash and commercial paper
proceeds were usedtoretire the 3800 million aggregate
principal amount of our 6.75% Senior Notes on
March 1, 2006, effectively terminating our $800 million
364-day credit agreement as discussed below.

» On March 31, 2006, Progress Energy, as a well-known
seasoned issuer, filed a shelf registration statement
with the SEC, which became effective upon filing with
the SEC. Progress Energy’s board of directors has
authorized the issuance and sale by the Parent of up
to $1.679 billion aggregate principal amount of various
securities (See "Credit Facilities and Registration
Statements”)

= On May 3, 2006, Progress Energy restructured its
existing $1.13 billion five-year RCA with a syndication
of financial institutions. The new RCA is scheduled
to expire on May 3, 2011, and replaced an existing
$1.13 billion five-year facility, which was terminated
effective May 3, 2006 {See "Credit Facilities and
Registration Statements”

* On May 3, 2006, PEC's five-year 3450 million RCA
was amended to take advantage of favorable market
conditions and reduce the pricing associated with
the facility {See "Credit Facilities and Registration
Statements”}
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On May 3, 2008, PEF's five-year $450 million RCA was
amended to take advantage of favorable market
conditions and reduce the pricing associated with
the facility (See “Credit Facilities and Registration
Statements”)

On July 3, 2006, PEF paid at maturity $45 milfion of its
6.77% Medium-Term Notes, Series B with available
cash on hand.

On November 1, 2006, Progress Capital Holdings, inc,
one of our wholly owned subsidiaries, paid at maturity
$60 million of its 7 17% Medium-Term Notes with

= On January 31, 2005, Progress Energy entered into

a new 3600 million RCA, which was subsequently
terminated on May 16, 2005 In March 2005, Progress
Energy’s $1.1 billion five-year credit facility was
amended to increase the maximum total debt to total
capital ratio from 65 percent to 68 percent In addition
to the ongoing RCAs, Progress Energy entered into a
new $800 million 364-day creditagreementon November
21, 2005, which was restricted for the retirement of
$800 million of 6.75% Senior Notes due March 1, 2006.

©

avaitabtecashromhand:

On November 27, 2006, Progress Energy redeemed
the entire outstanding $350 million principal amount
of its 68.05% Senior Notes due April 15, 2007, and the
entire outstanding $400 million principal amount of its
585% Senior Notes due October 30, 2008, at a make-
whole redemption price. The 6.05% Senior Notes were
acquired at 100.274 percent of par, or approximately
$351 million, plus accrued interest, and the 5.85%
Senior Notes were acquired at 101.610 percent of par,
or approximately $406 million, plus accrued interest.
The redemptions were funded with available cash on
hand and no additional debtwas incurred in connection
with the redemptions. See Note 20 for a discussion of
losses on debt redemptions.

On December 6, 2006, Progress Energy repurchased,
pursuant to a tender offer, $550 million, or 44.0 percent,
of the outstanding aggregate principal amount
of its 7.10% Senior Notes due March 1, 2011, at
108.361 percent of par, or $596 million, plus accrued
interest. The redemption was funded with available
cash on hand, and no additional debt was incurred in
connection with the redemptions. See Note 20 for a
discussion of losses on debt redemptions

Progress Energy issued approximately 4.2 million
shares of common stock resulting in approximately
$185 million in proceeds from its Investor Plus Stock
Purchase Plan andits employee benefitand stock option
plans. Included in these amounts were approximately
1.6 miilion shares for proceeds of approximately
$70 million to meet the requirements of the Progress
Energy 401{k} Savings & Stock Ownership Plan (401(k})
and the Investor Plus Stock Purchase Plan. For 2006, the
dividends paid on common stock were approximately
$607 million

Grrivtarcir-2006-the 8800 mithor-of-6- 5% Senter-Netes
was retired, thus effectively terminating the 364-day
credit agreement.

PEC issued $300 million of First Mortgage Bonds,
5.15% Series due 2015; $200 million of First Mortgage
Bonds, 5.70% Series due 2035; and $400 million of
First Mortgage Bonds, 5.25% Series due 2015. PEC
paid at maturity $300 million in 7.50% Senior Notes.
PEC also entered into a new 3450 million five-year
RCA with a syndication of financial institutions, which
is scheduled to expire on June 28, 2010, and filed a
shelf registration statement with the SEC to provide
$1.0 billion of capacity, which was declared effective on
December 23, 2005. The shelf registration allows PEC
to issue various securities, including First Mortgage
Bonds, Senior Notes, Debt Securities and Preferred
Stock.

PEF issued $300 million in Mortgage Bonds, 4.50%
Series due 2010 and $450 million in Series A Floating
Rate Senior Notes due 2008. PEF paid at maturity
$45 million in 6.72% Medium-Term Notes, Series B.
PEF also entered into a new $450 million five-year RCA
with a syndication of financial institutions, which is
scheduled to expire on March 28, 2010, and filed a
shelf registration statement with the SEC to provide
$10 billion of capacity, which was declared effective
on December 23, 2005. The shelfregistration allows PEF
to issue various securities, including First Mortgage
Bonds, Debt Securities and Preferred Stock

Progress Energy issued approximately 4.8 million
shares of our common stock for approximately
$208 miltion in net proceeds from its Investor Plus Stock
Purchase Plan and its employee benefitand stock option
plans Included in these amounts were approximately
4 6 million shares for proceeds of approximately
$199 mutlion to meetthe requirements of the £01{k) and
the Investor Plus Stock Purchase Plan For 2005, the
dividends paid on common stock were approximately
3582 million
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Please review “Safe Harbor for Forward-Logking
Statements” for a discussion of the factors that may impact
any such forward-looking statements made herein.

The Utilities produced substantially all of our consolidated
cash from operations for the years ended December 31,
2007, 2006 and 2005. We anticipate that the Utilities will
continue to produce substantially all of the consolidated
cash flows from operations over the next several years.
Our synthetic fuels businesses, whose operations have

| 1 afr o g finaend norat
been-reclassihed-to-diseantinved—operations,~have

Progress Energy has approximately $9.7 billion in
outstanding debt Only 3860 million of cur debtis insured
These bonds are obligations of the Utilities and are traded
in the tax-exempt auction rate securities market Ambac
Assurance Corporation insures approximately $620 million
of the honds and XL Capital Assurance, Inc insures the
remaining $240 mitlion. To date, auctions for the Utilities’
bonds have seen anincrease inthe interestrates that are
periodically resetat each auction Since the downgrade of
XL Capital Assurance, Inc. on February 7, 2008, by Moody's
Investors Service, Inc. (Moody’s), we have seen additional
market volatility and an increase in the reset interest

historically produced significant earnings from the
generation of tax credits {See "0Other Matters — Synthetic
Fuels Tax Credits”). These tax credits have yet to be
realized in cash due to the difference in timing of when
tax credits are recognized for financial reporting purposes
and realized for tax purposes. As of December 31,2007, we
have carried forward $830 million of deferred tax credits
Realization of these tax credits is dependent upon our
future taxable income, which is expected to be generated
primarily by the Utilities.

With the exception of the anticipated proceeds in
2008 from the sale of our coal mining and terminals
operations {See Notes 3B and 3G), the absence of cash
flow resulting from divested businesses is not expected
to impactour future liquidity or capital resources as these
businesses in the aggregate have been largely cash flow
neutral over the last several years.

Cash from operations plus availability under our credit
facilities and shelf registration statements is expected to
be sufficient to meet our requirements in the near term.
To the extent necessary, we may also use limited ongoing
equity sales from our Investor Plus Stock Purchase Plan
and employee benefitand stock option plans to meet our
liquidity requirements.

We issue commercial paper to meet short-term liquidity
needs. In the latter half of 2007, the short-term credit
markets tightened, resulting in higher interestrate spreads
and shorter durations. Currently, the markethasimproved,
however, there has been volatility on commercial paper
spreads, as the supply of short-term commercial paper
has increased following recent actions by the Federal
Open Market Committee If liguidity conditions deteriorate
and negatively impact the commercial paper market, we
will need to evaluate other, potentially more expensive,
options for meeting our short-term liquidity needs, which
may include borrowing from our RCAs, issuing short-term
floating rate notes, and/or 1ssuing long-term debt

rates for a portion of our tax-exempt bonds I additicnal
downgrades by Moody's or Standard & Poor's Rating
Services {S&P} occur, we could see additional volatility
in this market and the potential for higher rate resets. We
will continue to monitor this market and evaluate options
to mitigate our exposure to future volatility

Over the long term, meeting the anticipated load
growth at the Utilittes will require a balanced approach,
including energy conservation and efficiency programs,
development and deployment of new energy technologies,
and new generation, transmission and distribution
facilities, potentially including new baseload generation
facilities in both Florida and the Carolinas toward the end
of the nextdecade. This approach will require the Utilities
to make significant capital investments. See “Introduction
— Strategy” for additional information. These anticipated
capital investments are expected to be funded through
a combination of cash from operations and issuance
of long-term debt, preferred stock and common equity,
which are dependent on our ability to successfully access
capital markets. We may pursue joint ventures or similar
arrangements with third parties in order to share some of
the financing and operational risks associated with new
baseload generation

The amount and timing of future sales of securities will
depend on market conditions, operating cash flow, asset
sales and our specific needs. We may from time to time
sell securities heyond the amount immediately needed
to meet capital requirements in order to allow for the
early redemption of long-term debt, the redemption of
preferred stock, the reduction of short-term debt or for
other corporate purposes

At December 31, 2007, the current portion of our long-term
debt was $877 million, which we expect o fund with a
combination of cash from operations, proceeds from sales
of assets, commercial paper borrowings and long-term
debt See Note 3 for additional information on asset sales
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Regulatory matters, as discussed in "Other Matters
~ Regulatory Environment” and Note 7, and filings for
recovery of environmental costs, as discussed in Note
21 and in "Other Matters — Environmental Matters,”
may impact ocur future liquidity and financing activities,
The impacts of these matters, including the timing of
recoveries from ratepayers, can be both a source of and
a use of future liquidity resources.

b

recovery of its Clean Smokestacks Act compliance costs
in excess of the original esumated costs of $813 million
Additionally, the NCUC ordered that no portion of Clean
Smokestacks Act compliance costs directly assigned,
allocated or otherwise attributable to another jurisdiction
shall be recovered from PEC’s retail North Caralina
customers, even if recovery of these costs is disallowed
or denied, in whole or in part, in another jurisdiction. We
cannot predict the outcome of PEC’s recavery of eligible
compliance costs exceeding the original estimated
gcompliance costs.

PEC’s base rates are subject to the reguiatory jurisdiction
of the North Carolina Utilities Commission (NCUC) and the
South Carolina Public Service Commission {SCPSC). As
further discussed in Note 21B, the Clean Smokestacks
Act was enacted in 2002. The Clean Smokestacks Act
froze North Carolina electric utility base rates for a five-
year period, which ended December 31, 2007, unless
there were extraordinary events beyond the control of
the utilities or unless the utilities persistently earned
a return substantially in excess of the rate of return
gstablished and found reasonable by the NCUC in the
respective utility's last general rate case. There were
no adjustments to PEC's hase rates during the five-year
period ended December 31, 2007. Subsequent to 2007,
PEC’s current North Carolina base rates are continuing
subject to traditional cost-based rate regulation.

On March 23, 2007, PEC filed a petition with the NCUC
requesting that it be allowed to amortize the remaining
30 percent (or $244 million) of the original estimated
compliance costs for the Clean Smokestacks Act
during 2008 and 2009, with discretion to amortize up to
$174 million in either year. Additionally, among other
things, PEC requested that the NCUC allow PEC to include
initsrate base those eligible compliance costs exceeding
the original estimated compliance costs and that PEC
be allowed to accrue AFUDC on all eligible compliance
costs in excess of the eriginal estimated compliance
costs. PEC also requested that any prudency review of
PEC's environmental compliance costs be deferred until
PEC’s next ratemaking proceeding in which PEC seeks
to adjustits hase rates. On October 22, 2007, PEC filed
with the NCUC a settlement agreement with the NCUC
Public Staff, the Carofina Utility Customers Associations
{CUCA) and the Carolina Industrial Group for Fair Utility
Rates i (CIGFUR) supporung PEC's proposal The NCUC
held a hearing on this matter on October 30, 2007. On
December 20, 2007, the NCUC approved the settiement
agreementon a provisional basis, with the NCUC indicating
thatitintended to initiste 3 review in 2009 to consider &ll
reasonable alternatives and proposals related to PEC's

Tl EFayratign s
Lont Heooyery

On May 2, 2007, PEC filed with the SCPSC for anincrease
in the fuel rate charged to its South Carolina ratepayers.
On June 27, 2007, the SCPSC approved a settlement
agreement filed jointly by PEC and all other parties to
the proceedings. The settiement agreement resolved all
issues and provided for a$12 millionincrease in fuel rates.
Effective July 1,2007, residential electric bills increased by
$1.83 per 1,000 kWh, or 1.9 percent, for fuel costrecovery.
At December 31,2007, PEC’s South Carclina deferred fuel
balance was $21 million.

On June 8, 2007, PEC filed with the NCUC for an increase
in the fuel rate charged to its North Carolina ratepayers.
PEC asked the NCUC to approve a $48 million increase in
fuel rates. On September 25, 2007, the NCUC approved
PEC’s petition. The increase took effect October 1,
2007, and increased residential electric bills by $1.30 per
1,000 kWh, or 1.3 percent, for fuel cost recovery. This
was the second increase associated with a three-year
settlement approved by the NCUC in 2006. The settlement
provided for an increase of $177 million effective
October 1, 2006; $48 million effective October 1, 2007,
as discussed above; and an additional increase of
approximately $30 million in October 2008 On November 21,
2006, CUCA filed an appeal with the North Carolina Tenth
District Court of Appeals of the NCUC's order approving
the settlement on the grounds that the NCUC did not
have the statutory authority to establish fuel rates for
more than one year. On October 24, 2007, CUCA filed a
rmotion to withdraw their appeal. On November 7, 2007,
the North Carofina Tenth District Court of Appeals granted
CUCA's motion. At December 31, 2007, PEC's North
Carolina deferred fuel balance was $241 mitlion, of which
8114 million 1s expected to be collected after 2008 and has
been classified as a long-term regulatory asset

As discussed further in "Other Matters — Regulatory
Environment,” South Caroling gnd North Carolina state
energy legislation that became law in 2007 may impact
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our liquidity over the long term Among other provisions,
these state energy laws provide mechanisms for recovery
of certain baseload generation construction costs and
expand annual fuel clause mechanisms so that additional
costs may be recovered annually.

Comprehensive energy legislation enacted in 2007 in
North Carolina expanded the coststhat may berecovered
annually under the fuel clause, including costs of reagents
used in emissions control technologies {commodities
such as ammonia and limestone), the avoided costs
associated with renewable energy purchases and

As a result of a base rate proceeding in 2005, PEF is party
t0 a base rate settlement agreement that was effective
with the first billing cycle of January 2006 and will remain
in effect through the last billing cycle of December 2009,
with PEF having sole option to extend the agreement
through the tast billing cycle of June 2010 The settlement
agreement also provides for revenue sharing between
PEF and its ratepayers beginning in 2006 whereby PEF
will refund two-thirds of retail base revenues between

a specified threshold and specified cap, which will be
adjustﬂd nﬂﬂnlﬂll\’l' and. 100 percent of revenyss.ahove

certain components of purchased power not previously
recoverable through the fuel clause. Energy legislation
enacted in 2007 in South Carclina expanded the annual
fuel clause mechanism to include recovery of the costs
of reagents used in the operation of emissions control
technologies. We anticipate PEC's reagent and purchased
power ¢costs eligible for jurisdictional recovery under the
North Carolina and South Carolina energy laws will total
approximately $50 million in 2008.

The North Carolina law mandates minimum Renewable
Energy and Energy Efficiency Portfolio Standards (REPS)
beginning in 2012. Utilities are allowed to recover the
premium to be paid to comply with the requirements
above the cost they would have otherwise incurred to
meet consumer demand. The annual amount that can
be recovered through the REPS clause is capped and
once g utility has expended monies equal to the cap,
the utility is deemed to have met its obligation under the
REPS, regardiess of the actual renewables generated or
purchased. The recovery cap requirement begins in 2008
and, as a result, PEC will begin deferring certain costs
associated with renewable energy purchases in 2008.
These costs are expected to be immaterial in 2008

in addition, the North Carolina law also allows PEC to
recover the costs of new DSM and energy-efficiency
programs through an annual DSM clause. OSM programs
include any program or initiative that shifts the timing
of electricity use from peak to nonpeak periods. PEC
has begun implementing a series of DSM and energy-
efficiency programs and for the year ended December 31,
2007, deferred $2 million of implementation and program
costs for future recovery

See "Other Matters ~ Requlatory Environment” for
additional information about state and federal legislation

the specified cap. PEF's retail base revenues did not
exceed the specified 2007 or 2006 threshalds, and thus no
revenues were subjectto revenue sharing. The settlement
agreement provides for PEF to continue to recover
certain costs through clauses, such as the recovery of
post-9/11 security costs through the capacity clause
and the carrying costs of coal inventory in transit and
coal procurement costs through the fuel clause If PEF's
regulatory return on equity (ROE) falls below 10 percent,
and for certain other events, PEF is authorized to petition
the FPSC for a base rate increase.

On October 23, 2007, the FPSC approved a stipulation and
settlement agreement that settled all issues related to
recovery of the revenue requirements of Hines UnitZ and
Hines Unit 4 and provided that PEF shall 1) increase its
base rates for the revenue requirements of Hines Unit 2
and Hines Unit 4 and 2) simplify the implementation of the
base rate increase of $89 million by making it effective
with the first billing cycle in January 2008. The revenue
requirements of Hines Unit 2 were previously being
recovered through the fuel clause

FPSC seeking approval of a cost adjustment tc reflect a
projected over-callection of fuel costs in 2007, declining
projected fuel costs for 2008, and other recovery clause
factors PEF asked the FPSC to approve a $163 million,
or 4 53 percent, decrease in rates effective January 1,
2008. This cost adjustment would decrease residential
bills by $500 for the first 1,000 kWh. As discussed above,
residential baseratesincreased effective January 1, 2008,
by $2 73 for the first 1,000 kWh. After considering the net
effect of the baserate increase and the proposed fuel cost
adjustment, 2008 residential bills would decrease by & net
amount of $2 27 for the first 1,000 kWh The FPSC approved
the cost-recovery rates for 2008 in an order dated January &,
2008. At December 31, 2007, PEF was over-recovered in
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fuel and capacity costs by $140 millicn, over-recovered
in conservation costs by $14 million, over-recovered in
environmental compliance by $5 million and had accrued
disallowed fuel costs of $14 million as discussed below

On August 10, 2006, Florida's Office of Public Counsel
{OPC) filed a petition with the FPSC asking that the FPSC
require PEF to refund to ratepayers $143 million, plus
interest, of alleged excessive pastfuel recovery charges
and sulfur dioxide {S0,) allowance costs associated with
PEF's purported failure to utilize the most economical
sources of coal at Crystal River Unit 4 and Crystal River

filing included estimated project costs of approximately
$382 million. On February 2, 2007, intervenors filed a
motion to abate the cost-recovery portion of PEF's
request. On February 9, 2007, PEF requested that the
FPSC deny the intervenors' motion as legally deficient
and without merit. On March 27, 2007, the FPSC denied
the motion to abate and directed the staff of the FPSC to
conduct a hearing on the matter to determine whether the
revenue requirements of the uprate should be recovered
through the fuel recovery clause. On May 4, 2007, PEF filed
amended testimony clarifying the scope of the project.
The FPSC held a hearing on this matter on August 7 and

Unit 5 {CR4 and CR5) during the period 1996 to 2005 The
0PC subsequently revised its claim to $135 million, plus
interest. On July 31, 2007, the FPSC heard this matter. On
October 10, 2007, the FPSCissued its order rejecting most
of the OPC's contentions. However, the 4-1 majority found
that PEF had not been prudent in purchasing a portion
of its coal requirements during the period from 2003 to
2005. Accordingly, the FPSC ordered PEF to refund its
ratepayers approximately $14 million, inclusive of interest,
over a 12-month period beginning January 1, 2008. On
October 25,2007, the OPCrequested the FPSC to reconsider
its October 10,2007 order asserting thatthe FPSC erred in
not ordering a larger refund. PEFfiled its opposition to the
0PC's requeston November 1,2007. On February 12, 2008,
the FPSC denied the OPC's request for reconsideration.
PEF is also evaluating its options, including an appeal to
the Florida Supreme Court of the FPSC’s October 10, 2007
order. We cannot predict the outcome of this matter The
FPSC also ordered PEF to address whether itwas prudent
in its 2006 and 2007 coal purchases for CR4 and CR5. On
October 4, 2007, PEF filed a motion to establish g separate
docket onthe prudence of its coal purchases for CR4 and
CR5 for the years 2006 and 2007. On October 17, 2007,
the FPSC granted that motion. The OPC filed testimony
in suppaort of its position to require PEF to refund at least
$14 million for alleged excessive fuel recovery charges for
2006 coal purchases. PEF believes its coal procurement
practices were prudent We cannot predict the outcome
of this matter

On September 22, 2006, PEF filed a petition with the FPSC
for Determination of Need to uprate Crystal River Unit No.
3 Nuclear Plant {CR3), bid rule exemption and recovery
of the revenue requirements of the uprate through PEFs
fuel recovery clause. To the extent the expenditres are
prudently incurred, PEF's investment in the CR3 uprate is
eligible for recovery through base rates PEF's petition
would allow for more prompt recovery. On February 8,
2007, the FPSC issued an order approving PEFs request
for a need determination to uprate through a multi-stage
uprate to be completed by 2012 PEF's need determination

8, 2007 The staff of the FPSC recommended that PEF be
allowed torecover prudent and reasonable costs of Phase
1, instrumentation modifications for improved accuracy,
estimated at §6 million through the fuel clause. The staff of
the FPSC recommended that the costs of all other phases,
estimated at $376 million, be considered in a base rate
proceeding. On October 19, 2007, PEF filed a notice of
withdrawal of its cost-recovery petition with the FPSC.
On November 21, 2007, PEF filed a petition with the FPSC
seeking cost recovery under Flonda's comprehensive
energy bill enacted in 2006, and the FPSC's new nuclear
cost-recovery rule. On February 13, 2008, PEF filed a
notice of withdrawal of its cost-recovery petition with the
FPSC. PEF will proceed with costrecovery under Florida’s
comprehensive energy bill and the FPSC's nuclear cost-
recovery rule based on the regulatory precedence
established by a FPSC order to an unaffiliated Florida
utility for a nuclear uprate project. We cannot predict the
outcome of this matter.

PEF has received approval from the FPSC for recovery
of costs associated with the remediation of distribution
and substation transformers through the ECRC, which
were estimated to be $31 million at December 31, 2007
Additionally, on November 6, 2006, the FPSC approved
PEF's petition for its integrated strategy to address
compliance with CAIR, CAMR and CAVR through the
ECRC {see "Other Matters ~ Environmental Matters” for
discussion regarding CAMR). The FPSC aiso approved
cost recovery of prudently incurred costs necessary to
achieve this strategy, which are currently estimated to
be $1.3 billion to $2 3 billion

On August 29, 2006, the FPSC approved a settiement
agreement related to PEF's storm cost-recovery docket
that allowed PEF to extend its then-currenttwo-year storm
surcharge. The requested 12-month extension, which
began in August 2007, will replenish the existing storm
reserve by an estimated §$126 million In the event future
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storms deplete the reserve, PEF would be able to petition
the FPSC for implementation of an interim surcharge of
atleast 80 percent and up to 100 percent of the claimed
deficiency of its stormreserve. Intervenors agreed notto
oppose the interim recovery of 80 percent of the future
claimed deficiency butreserved the right to challenge the
interim surcharge recovery of the remaining 20 percent.
The FPSC has the right to review PEF's storm costs
for prudence

Fhre-FPSE appluved Aew-riHes-eR-Febr HaFy 13 2007,

resultfrom these executive orders. Qur balanced solution,
as described in "Increasing Energy Demand,” includes
greaterinvestment in energy efficiency, renewable energy
and state-of-the-art generation and demonstrates our
commitment to environmental responsibility. in addition,
the Florida Energy Commission, which was established
hy the Legislature in 2006, published its energy policy
and climate change recommendations on December 31,
2007. The report includes proposed legislative language
thatwould implement energy-efficiency and conservation
programs, participation in the multi-state Climate Registry,
and emissions reduction targets that are similar to those

that allow PEF to recaver prudently incurred siting,
preconstruction costs and AFUDC on an annual basis
through the capacity cost-recovery clause. The nuclear
cost-recovery rule also has a provision to recover costs
shoutd the projectbe ahandoned once the utility receives a
final order granting a Determination of Need. These casts
include any unrecovered construction work in progress
at the time of abandonment and any other prudent and
reasonable exit costs. Such amounts will not be included
in PEF's rate base when the plantis placed in commercial
operation. In addition, the rule requires the FPSC to
conduct an annual prudence review of the reasonableness
and prudence of all such costs, including construction
costs, and such determination shall not be subject to
tater review except upon a finding of fraud, intentional
misrepresentation or the intentional withholding of key
information by the utility.

==========

Additionally, on Juiy 13,2007, the governor of Florida issued
executive orders to address reduction of greenhouse
gas emissions. The FPSC has held meetings regarding
the renewable portfolio standard but no actions have
been taken or rules issued. The Energy and Climate
Action Team appointed by the governor submitted
its initial recommendations for implementation of the
governor's executive orders on November 1, 2007 The
recommendations encourage the development and
implementation of energy-efficiency and conservation
measures, implementation of a climate registry, and
consideration of a cap-and-trade approach to reducing
the state’s greenhouse gas emissions. Additional
development and discussion of the recommendations will
occur through a stakeholder process in 2008 The Florida
Department of Environmental Protection held its first
rulemaking workshop on the greenhouse gas emissions
cap on August 22, 2007, and a second warkshop on
December b, 2007. We anticipate drafts of the rule will be
issued m 2008 We cannot currently predict the costs of
complying with the laws and regulationsthat may ultimately

contained in the governor’'s executive orders. We cannot
currently predictthe tmpacts to our liquidity of complying
with these executive orders and the Florida Energy
Commission’s recommendations.

EPACT, among other provisions, gave the FERC
accountability for system reliability and the authority to
impose civil penatties. On June 18,2007, compliance with
83 FERC-approved reliability standards became mandatory
for all registered users, owners and operators of the bulk
power system, including PEC and PEF. On December 20, 2007,
the FERC approved three additional planning and operating
reliability standards. Additionally, on January 17, 2008,
the FERC approved eight mandatory critical infrastructure
protection reliability standards to protect the bulk
power system against potential disruptions from cyber
security breaches

Based on FERC's directive to revise 56 of the adopted
standards, we expect standards to migrate to more
definitive and enforceable requirements over time. We
are committed to meeting those standards. The financial
impact of mandatory compliance cannot currently be
determined. Failure to comply with the reliability standards
could result in the imposition of fines and civil penalties.
If we are unable to meet the reliability standards for the
bulk power system in the future, it could have a material
adverse effect on our cash flows

i )

Total cash from operations and proceeds from long-
term debt issuances provided the funding for our capital
expenditures, including environmental compliance and
other utility property additions, nuclear fuel expenditures
and non-utility property additions during 2007

As shown in the table below, we expect the majority of
our capital expenditures to be incurred at our requlated
operations. We expect to fund our capital requirements
primarily through a combination of internally generated
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funds, long-term debt, preferred stock and/or common
gquity In addition, we have $2.030 billion in credit facilities
that support the issuance of commercial paper Access
to the commercial paper market provides additional
liguidity to help meet working capital reguirements.
We anticipate our regulated capital expenditures will
increase in 2008 and 2008, primarily due to increased
spending on environmental initiatives and current growth
and maintenance projects. AFUDC - borrowed funds
represents the debt costs of capital funds necessary to
finance the construction of new regulated plant assets.

All projected capital and investment expenditures are
subject ta periodic review and revision and may vary
significantly depending on a8 number of factors including,
but not limited to, industry restructuring, regulatory
canstraints, market valatility and economic trends

The following table summarizes our RCAs and available
capacity at December 31, 2007

iin millions) Total Qutstanding Reservedi@ Available
Progress Energy, Inc
Al 2 b
ctial Forecasted Five-year lexpiring K311} 1,130 s )
fin millions! 2607 008 2009 2010 PEC
Regulated capital expenditures ~ S1878  §2420 52080 S1670 Fwe-year {expiring /28/10) 450 - - 450
Nuclear fuel expenditures 228 %0 MW 20 PEF y
felear P Five-year (expiring 328/10) 450 - - 450
AFUDC — borrowed funds {16) (40) {50) (40) T
. ) Total credit facilites 52,030 & $220 81,810
Other capital expenditures 10 X G L 18} To the extent amounts are reserved for commercial paper or letters of credit
Total before potental outstanding, they are not available for additionat borrowings At Becember 31,
nuclear construction 2,086 2,660 2,340 1,920 2007, Progress Energy, inc had a total amount of $19 million of letters of credit
Potential nuclear construction'a! 94 160 520 85 tssued, which were supported by the RCA
Total S2190 S2870  S2860  S2TA0 All of the revolving credit facilities supporting the

il Expendilures for potential nuclear construction are net of AFUDC ~ horrowed
funds and include land, development, licensing, equipment and associated
transmission Forecasted patential nuclear construction expenditures are
dependent upon, and may vary significantly based upon, the decision to
build; final contract negotiations; timing and escalation of project costs;
and the percentages, if any, of joint ownership. These expenditures, which
are primarily at PEF, are subject 1o cost-recovery provisions in the Utilities’
respective jurisdictions {see discussion under "Other Matters — Nuclear™)

Regulated capital expenditures for 2008, 2009 and 2010
in the table above include approximately $730 million,
$350 million and $130 million, respectively, for environmental
compliance capital expenditures. Forecasted
environmental compliance capital expenditures for
2008, 2009 and 2010 include $180 million, $70 million
and $80 million, respectively, at PEC and $550 million,
$280 million and $50 million, respectively, at PEF We
currently estimate that total future capital expenditures
for the Utilities to comply with current environmental
laws and regulations addressing air and water quality,
which are eligible for regulatory recovery through either
base rates or cost-recovery clauses, could be in excess
of $700 million at PEC and in excess of $1.9 billion at PEF
through 2018, which is the latest compliance target date
for current air and water quality regulations. See “Other
Matters — Environmental Matters” for further discussion of
cur environmental compliance costs and refated recovery
of costs.

credit were arranged through a syndication of financial
institutions. There are no bilateral contracts associated
with these facilities. See Note 12 for additional discussion
of our credit facilities.

The RCAs provide liguidity support for issuances of
commercial paper and other short-term obligations. We
expectto continue to use commercial paper issuances as
a source of liquidity as long as we maintain our current
short-term ratings. Fees and interestrates under Progress
Energy’s RCA are based upon the creditrating of Progress
Energy’s long-term unsecured senior noncredit-enhanced
debt, currently rated as Baa2 by Moaody’s and BBB by
S&P. Fees and interest rates under PEC’s RCA are based
upon the credit rating of PEC's long-term unsecured
senior noncredit-enhanced debt, currently rated as A3
by Moody's and BBB by S&P. Fees and interest rates
under PEF's RCA are based upon the credit rating of PEF's
fong-term unsecured seniar noncredit-enhanced debt,
currently rated as A3 by Moody's and BBB by S&P

All of the credit facilities include a defined maximum total
debt-to-total capital ratio {leverage}. We are currently in
comphance with these covenants and were in compliance
with these covenants at December 31, 2007. See Note
12 for a discussion of the credit facilities’ financial
covenants At December 31, 2007, the calculated ratios,
pursuantto the terms of the agreements, are as disclosed
in Note 12
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Progress Energy, as a well-known seasconed issuer, has on
file with the SEC a shelfregistration statementunderwhich
Progress Energy may issue an indeterminate number
or amount of various securities, including Senior Debt
Securities, Junior Subordinated Debentures, Common
Stock, Preferred Stock, Stock Purchase Centracts,
Stock Purchase Units, and Trust Preferred Securities
and Guarantees. The board of directors has authorized
the issuance and sale of up to $1.0 billion aggregate
principal amount of various securities off the new shelf
registration statement, in addition to $679 million of
various.securities, which were not soid from our prior

The major creditrating agencies have currently rated cur
securities as follows:

shelf registration statement Accordingly, atDecember 31,
2007, Progress Energy has the authority to issue and sell
up to $1.679 billion aggregate principal amount of various
securities.

PEC has on file with the SEC a shelf registration statement
under which it canissue up to $1.0 billion of various long-
term debt securities and preferred stock.

PEF has on file with the SEC a shelf registration statement
under which it can issue up to $4.250 billion of various
long-term debt securities and preferred stock.

Both PEC and PEF can issue First Mortgage Bonds
under their respective First Mortgage Bond indentures.
At December 31, 2007, PEC and PEF could issue up to
$3.657 biltion and $2.408 billion, respectively, based on
property additions and $1.827 billion and $175 million,
respectively, based upon retirements of previously issued
first mortgage bands.

CAPITALIZATHIN RATIOR

The following table shows our total debt to total
capitalization ratios at December 31:

2007 2006
Common stock equity 45.7% 47 2%
Preferred stock and minority interest 1.0% 06%
Total debt 53.3% 52.2%

Meodys  Standard Fitch
Investors Service & Poor's Ratings
Progress Energy, Inc.
Outlook Stable Stable Stable
Carporate creditrating n/a BBB+ BBB
Senior unsecured debt Baa? BBB BBB
Commercial paper p-2 A-2 -2
| g A%
Outlook Stable Stable Stable
Corporate credit rating A3 EBB+ A-
Commercial paper P-2 A2 F-1
Senior secured debt A2 A- A+
Senior unsecured debt A3 BBB A
Subordinate debt Baal nfa n/a
Preferred stock Baa2 BBB- A-
PEF
Outook Stable Stable Stable
Carporate creditrating A3 BBB+ A-
Commercial paper pP-2 A2 F-1
Senior secured debt A2 A- A+
Senior unsecured debt A3 BBB A
Preferred stock Baa? BB8- A-
FPC Capital |
Quarterly Income Preferred
Securitiesfa! Baa? BBB- /a
Progress Gapital Holdings, Inc.
Senior unsecured debth) Baal BBB- wa

'}a) Guaranteed hy Progress Energy, Inc and Florida Progress
bl Guaranteed fy Florida Progress

These ratings refiect the current views of these rating
agencies, and no assurances can be given that these
ratings will continue for any given period of ime However,
we moanitor our financial condition as well as market
conditions that could ultimately affect our creditratings.

On September 6, 2007, S&P upgraded the first mortgage
bonds of both PEC and PEF to A- from BBB+ as a result
of a methodology change for collateral coverage
requirements. Because both PEC and PEF had asset to
potential secured debt ratios of less than 15, they were
assigned arecovery rating of 1, which qualified for a one-
natch increase gver their corporate credit ratings
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On July 13, 2007, Fitch Ratings upgraded the long-term
ratings of both PEC and PEF to A- from BBB+ and revised
therr rating outlooks to stable from positive. Fitch Ratings
cited cash flow coverage and leverage creditratios more
consistentwith the A rating category atthe Utilities, sound
utility operations and operations in historically favorable
regulatory environments as the primary facters for the
upgrades. Fitch Ratings also noted lowered group linkage
risks for PEC and PEF resulting from improved business
risk at the Parent due to the sale or wind-down of non-
atility operations and reduced debt

$300 million of guarantees of certain payments of two
wholly owned indirect subsidiaries issued by the Parent
{See Note 23). We do not believe conditions are likely
for significant performance under the guarantees of
performance issued by or on behalf of affiliates.

At December 31, 2007, we have issued guarantees and
indemnifications of certain asset performance, legal,
tax and environmental matters to third parties, including
indemnifications made in connection with sales of
businesses, and for timely payment of obligations in
support of our nonwholly owned synthetic fuels

OnJune 15, 2007, Moody’s upgraded the corporate credit
rating for PEC to A3 from Baal and revised its outlook
to stable from positive. Moody's cited strong cash flow
coverage measures and financial metrics, operations
in constructive regulatory environments with growing
service territories and lower debtand businessrisk at the
Parent as the primary factors in the upgrade.

On March 15, 2007, S&P upgraded corporate credit
ratings to BBB+ from BBB at Progress Energy, Inc., PEC
and PEF and revised each company’s outlook to stable
from positive. S&P cited the significant reduction in our
holding company debt and the moderation of business
risk achieved by our renewed focus on our regulated
utilities as the primary factors in the upgrade

OFF-BALANCE SHEET ARRANGEMENTS AND
CONTRACTUAL OBLIGATIONS

Our off-balance sheet arrangements and contractual
obligations are described below.

Guarantees

As a part of normal business, we enter into various
agreements providing future financial or performance
assurances to third parties that are outside the scope
of FASB Interpretation No. 45, “Guarantor’'s Accounting
and Disclosure Requirements for Guarantees, Including
Indirect Guarantees of Indebtedness of Others.” These
agreements are entered into primarily to support or
enhance the creditworthiness otherwise attributed to
Progress Energy or our subsidiaries on a stand-alone
basis, thereby facilitating the extension of sufficient credit
to accomplish the subsidiaries” intended commercial
purposes. Our guarantees include standby letters of
credit, surety bonds, performance ebligations for trading
operstions and guarantees of certain subsidiary credit
ohligations. At December 31, 2007, we have issued
5481 million of guarantees for future financial or
performance assurance. Included in this amount is

operations as discussed in Note 22C.

Market Risk and Derivatives

Under our risk management policy, we may use a
variety of instruments, including swaps, options and
forward contracts, to manage exposure to fluctuations
in commodity prices and interest rates. See Note 17 and
“Quantitative and Qualitative Disclosures About Market
Risk” for a discussion of market risk and derivatives.

Contractual Obligations

We are party to numerous contracts and arrangements
obligating us to make cash payments in future years.
These contracts include financial arrangements such
as debt agreements and leases, as well as contracts
for the purchase of goods and services. Amounts in the
following table are estimated based upon contractual
terms, and actual amounts will likely differ from amounts
presented below. Further disclosure regarding our
contractual obligations is included in the respective
notes to the Consolidated Financial Statements. We
take into consideration the future commitments when
assessing our liguidity and future financing needs. The
following table reflects Progress Energy’s contractual
cash obligations and other commercial commitments at
December 31, 2007, in the respective periods in which
they are due.
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fin miflions) Total Less than 1year 1-3years 3-5years More than Syears
Long-term debtia! {See Note 12} 33568 877 S S$1,950 85,035
Interest payments on long-term debtb: 5,865 558 1003 816 4488
Capital lease obligations {Sea Note 228} 657 28 57 83 509
Operating leases (See Note 228} 740 67 88 59 554
Fuel and purchased power!t! (See Note 22A) 17644 2473 3778 2,534 8,859
Other purchase obligationsi®! {See Note 22A) 1.228 209 34 Ky} 64
Minimum pension funding requirements'e! 193 3 105 54 -
Uncertain tax positions!” {See Note 14) - - - - -~
Other commitments'g! 133 13 27 7 66

Total T28 $4853 6,166 $5538 S20575

’f"’ Our maturing debt otiligations are generally expected to be repaid with asset seles and cash from operations or refinanced with new debtissuances in the capital markets

12 Interest payments onlong-term debt are based on the interest rate effective at December 31, 2007

\C! Fuel and purchased power commitments represent the majority of cur remaining future commitments after debt obligations Essentially all of our fuel and purchased power costs
. are recovered through pass-through clauses in accordance with North Carolina, South Caroling and Florida regulations and therefore do not require separate liquidity support

1} We have additional contractual ohligations associated with our discontnued CCO operations, which are not reflected in this table These obligations include other purchase

ohligations of 83 million each for 2008 and 2009

5’37‘ Projected pension funding status is based on current actuarial estimates and is subject to future revision
' Uncertain tax positions of S83 miltion are not reflected in this table as we cannot predict when open income tax years will be closed with completed examinations We are not
aware of any tax positions forwhichitis reasonably possible that the total amounts of unrecognized tax benefits will significantly increase or decrease during the 12-month period

. ending December 31, 2008

{8t 1n 2008, PEC must begin transitioning North Carolina jurisdictional amounts currently retained internally tolts external decommissioning funds The transition of $131 million must
be complete by December 31, 2017, and atleast 10 percent must be transitioned each year

OTHER MATTERS
Synthetic Fuels Tax Credits

Historically, we have had substantial operations
associated with the production of coal-based solid
synthetic fuels as defined under Section 29 of the Code
{Section 29). The production and sale of these products
qualified for federal income tax credits so long as certain
requirements were satisfied, including a requirement
that the synthetic fuels differ significantly in chemical
composition from the coal used to produce such synthetic
fuels and that the fuel was produced from a facility that
was placed in service before July 1, 1998. Qualifying
synthetic fuels facilities entitled their owners to federal
income tax credits based on the barrel of oil equivalent of
the synthetic fuels produced and sold by these plants. The
tax credits associated with synthetic fuels in a particular
yearwere phased outif annual average marketprices for
crude oil exceeded certain prices. Synthetic fuels were
generally not economical to produce and sell absent the
credits The synthetic fuels tax credit program expired at
the end of 2007

Legislation enacted in 2005 redesignated the Section 29
tax credit as a general business credit under Section
45K of the Code [Section 45K} effective January 1, 2006
The previous amount of Section 29 tax credits that we
were allowed to claim in any calendar year through

December 31, 2005, was limited by the amount of our
regular federal income tax liability Section 29 tax credit
amounts allowed but not utilized are carried forward
indefinitely as deferred alternative minimum tax credits.
The redesignation of Section 29 tax credits as a Section
45K general business creditremoves the regular federal
income tax liability limit on synthetic fuels production and
subjects the credits to a 20-year carry forward period.
This provision allowed us to produce more synthetic
fuels thanwe have historically produced, should we have
chosen to do so

Total Section 29/45K credits generated through
December 31, 2007 {including those generated by Florida
Progress prior to our acquisition), were approximately
$2.028 billion, of which $1.054 hillion has been used to
offset regular federal income tax liability, $830 mitfion
is being carried forward as deferred tax credits and
$144 million has been reserved due to the estimated phase-
out of tax credits due to high ol prices, as described below

Section 29 provided that if the Annual Average Price
exceeded the Threshold Price, the amount of Section
29/45K tax credits was reduced for that year Also, if the
Annual Average Price exceeded the Phase-out Price,
the Section 29/45K tax credits were eliminated for that
year The Threshold Price and the Phase-out Price were
adjusted annually for inflation



Case No. 2011-124
Staft-DR-01-008 ii attachment
(Progress Energy)

Page30 of 140

MANAGEMENT S DISCUSSICN AND ANALYSIS

If the Annual Average Price fell between the Threshold
Price and the Phase-out Price for a year, the amount by
which Section 29/45K tax credits were reduced depended
onwhere the Annual Average Price fell in that continuum
The Department of the Treasury calculates the Annual
Average Price based on the Domestic Crude Oil First
Purchases Prices published by the Energy Information
Agency (EIA). Because the EIA publishes its information
on a three-month lag, the secretary of the Treasury
finalizes the calculations three months after the year
in question ends. Thus, the Annual Average Price for
calendaryear 2006 was published an April 4, 2007, Based

be reduced by approximately 70 percent. Therefore, we
reserved 70 percent or approximately 8144 million of the
$205 million of tax credits generated during 2007. The
final calculations of any reductions in the value of the tax
credits will not be determined until April 2008 when final
2007 oil prices are published

In January 2007, we entered into derivative contracts
to hedge economically a portion of our 2007 synthetic
fuels cash flow exposure to the risk of rising oil prices
over an average annual oil price range of 863 to $77 per
barrel on a NYMEX basis. The notional quantity of these

on the Annual Average Price for calendar year 2006 of
$59.68, our synthetic fuels tax credits generated during
2006 were reduced by 33 percent, or approximately
$35 million. The Annual Average Price for calendar year
2007 is expected to be published in early April 2008.

On September 14, 2007, we idled production of synthetic
fuels at our majority-owned synthetic fuels facilities.
As discussed below, the decision to idle production
was based on the high level of oil prices, and the
resumption of synthetic fuels production was dependent
upon a number of factors, including a reduction in oil
prices. On October 12, 2007, based upon the continued
high level of oil prices, unfavorable oil price projections
through the end of 2007, and the expiration of the
synthetic fuels tax credit program at the end of 2007, we
permanently ceased production of synthetic fuels at our
majority-owned facilities. The operation of synthetic fuels
facilities on behalf of third parties continued through late
2007. Because we have abandoned our majority-owned
facilities and our other synthetic fuels operations ceased
in late December 2007, we reclassified the operations of
our synthetic fuels businesses as discontinued operations
in the fourth quarter of 2007

We estimate that the 2007 Threshold Price will be
approximately $57 per barrel and the Phase-out Price will
be approximately §71 per barrel, based on an estimated
inflation adjustment for 2007 The monthly Domestic Crude
Ol First Purchases Price published by the EIAhas recently
averaged approximately $5lower than the corresponding
daily New York Mercantile Exchange (NYMEX) prompt
month settlement price for light sweet crude oil. Through
December 31, 2007, the average NYMEX settlement price
for light sweet crude oil was $72.35 per barrel. Based
upon the estimated 2007 Threshold Price and Phase-
out Price and assuming that the §5 average differential
between the Domestic Crude Oil First Purchases Price
published by the EIA and the NYMEX settlement price
continued through December 31, 2007, we estimate
that the synthetic fuels tax credit amount for 2007 will

oil price hedge instruments was 25 million barrels and
provided protection for the equivalent of approximately
8 million tons of 2007 synthetic fuels production and was
marked-to-market with changes in fair value recorded
through earnings. The derivative contracts ended
on December 31, 2007, and were settled for cash on
January 8, 2008, with no material impacton 2008 earnings
Approximately 34 percent of the notional quantity of
these contracts was entered into by Ceredo Synfuel LLC
{Ceredo). As discussed below in "Sales of Partnership
Interests” and in Notes 1C and 3J, we disposed of our
100 percent ownership interestin Ceredo in March 2007.
During the year ended December 31, 2007, we recorded
netpre-tax gains of $168 million related to these contracts,
including $57 million attributable to Ceredo, of which
$42 million was attributed to minority interest for the portion
of the gain subsequent to disposal. See Note 17A and
“Quantitative and Qualitative Disclosures About Market
Risk” and for a discussion of market risk and derivatives

We monitor our long-lived assets for impairment as
warranted. With the idling of our synthetic fuels facilities
during the second quarter of 2006 due to the high level
of oil prices, we performed an impairment evaluation of
our synthetic fuels and other related operating long-lived
assets. The impairment test considered numerous factors,
including, among other things, continued high oil prices and
the then-current "idle” state of our synthetic fuels facilities
Based on the results of the impairment test, we recorded
pre-tax impairment charges of 831 million (855 million after-
tax] during the quarter ended June 30, 2006 iSee Notes 8
and 9) These charges represent the entirety of the asset
carrying value of our synthetic fuels intangible assets and
manufacturing facilites, as well as a portion of the asset
carrying value associated with the river terminals st which
the synthetic fuels manufactunng facilities are located. As
discussedin Note 3B, these chargeshave beenreclassified
to discantinued aperations, net of tax on the Consolidated
Statements of Income.
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In March 2007, we disposed of, through our subsidiary
Progress Fuels, our 100 percent ownership interest in
Ceredo, a subsidiary that produces and sells qualifying
coal-based solid synthetic fuels, to a third-party buyer
In addition, we entered into an agreement to operate
the Ceredo facility on behalf of the buyer At closing, we
received cash proceeds of $10 million and a nonrecourse
note receivable of $54 million. Payments on the note
are due as we produce and sell qualifying coal-based
solid synthetic fuels an behalf of the buyer During 2007,

recognized on a cost-recovery basis Gainrecegnitionis
dependent on the synthetic fuels production qualifying
for Section 28/45K tax credits and the value of such tax
credits, as discussed above Untl the gain recognition
criteria are met, gains from selling interests in Colona
were deferred Due to the impact on production from the
2007 idling of the synthetic fuels facilities as discussed
above and pursuantto the terms of the sales agreements,
in January 2008, the purchasers abandoned their
interests in Colona. We recognized a $4 million gain
and $30 million gain on these transactions in the years
ended December 31, 2006 and 2005, respectively, which

we produced 27 nitliortonshraccordance withrthe
terms of the agreement, we received payments on the
note related to 2007 production of $49 million in 2007 and
$5 million subsequent to year-end. The total amount of
proceeds is subject to adjustment once the final value
of the 2007 Section 29/45K credits is known. Pursuant to
the terms of the disposal agreement, the buyer had the
right to unwind the transaction if an Internal Revenue
Service {IRS) reconfirmation private letter ruling was
not received by November 9, 2007, or if certain adverse
changes in tax law, as defined in the agreement, occurred
before November 19, 2007. The IRS reconfirmation private
letter ruling was received on October 29, 2007, and
no adverse change in tax law occurred prior to
November 19, 2007. As of December 31, 2007, due to
indemnification provisions, we recorded losses on
disposal of $3 million based on the estimated value of the
2007 Section 29/45K tax credits. The operations of Ceredo
have been reclassified to discontinued operations, net of
tax on the Consolidated Statements of Income Subsequent
to the disposal, we remained the primary beneficiary of
Ceredoandcontinuedto consolidate Ceredo inaccordance
with FASB Interpretation No. 46R, “Consolidation of
Variable Interest Entities — an Interpretation of ARB No. 517
{FIN 46R), but we have recorded a 100 percent minority
interest. Consequently, subsequent to the disposal there
was no net earnings impact from Ceredo’s operations. In
connection with the disposal, Progress Fuels and Progress
Energy provided guarantees and mdemnifications for
certainlegal and tax matters to the buyer, which increases
the loss on disposal or reduces any potential deferred
gain The ultimate resolution of these matters could result
in adjustments to the loss on disposal in future periods
{See Note 3J and Note 22€)

In June 2004, through our subsidiary Progress Fuels,
we sold in two transactions a combined 49.8 percent
partnership interestin Colona Synfuel Limited Partnership,
LLLP {Colonal, one of our synthetic fuels faciites The
transactions were structured such that proceeds from
the sales would be received over time, which was typical
of such sales in the industry. Gains from the sales are

have been reclassified to discentinued operations,
net of tax on the Consolidated Statements of Income
{See Note 3L} In 2007, due to the increase in the price of
oil that limits synthetic fuels tax credits, we did notrecord
any additional gain.

See Note 22D for additional discussion related to our
synthetic fuels operations

Regulatory Environment

The Utilities’ operations in North Carolina, South Carolina
and Florida are regulated by the NCUC, SCPSC and
the FPSC, respectively. The Utilities are also subject
to regulation by the FERC, the Nuclear Regulatory
Commission {NRC) and other federal and state agencies
common to the utility business. As a result of regulation,
many of the fundamental business decisions, as well
as the rate of return the Utilities are permitted to earn,
are subject to the approval of one or more of these
governmental agencies

To our knowledge, there is currently no enacted or
proposed legistation in North Carolina, South Carofina
or Florida that would give retail ratepayers the right to
choose their electricity provider or otherwise restructure
or deregulate the electric industry. We cannot anticipate
when, or if, any of these states will move to increase retail
competition in the electric industry

The retail rate matters affected by state regulatory
authorities are discussed in detail in Notes 7B and 7C.
This discussion identifies specific retail rate matters, the
status of the issues and the associated effects on our
consolidated financial statements.

On December 19, 2007, the president signed into law
the federal Energy Independence and Security Act of
2007. The legislation strengthened Corporate Average
Fuel Economy standards for automotive manufacturers’
fleets of passenger cars and highttrucks and significantly
increased the amount of ethanol required to be used as a
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gasoline additive. The legisiation also provided incentives
for the development of plug-in hybrid etectric vehicles and
created new energy-efficiency standards in commercial,
residential and governmental use. In addition, the
legistation authorized increased funding for research
into the use of carbon capture and storage technology,
and directs states to consider "smart grid” improvements
to transmission infrastructure Thelaw did not contain any
provisions for a federal Renewable Portfolio Standard

During 2007, the North Carolina legislature passed
comprehensive energy legislation, which became law

operating contrals, direct load control and interruptible
load. PEC has begun implementing a series of DSM and
energy-efficiency programs and deferred $2 million of
implementation and program costs for future recovery for
the year ended December 31, 2007

The law also expands the definition of the traditional
fuel clause so that additional costs may be recovered
annually. These additional costs include costs of reagents
{commodities such as ammonia and limestone used in
emissions control technologies), the avoided costs
associated with renewable energy purchases and

on August 20, 2007. The iaw mandates minimum REPS
for the use of energy from specified renewable energy
resources or implementation of energy-efficiency
measures by the state’s electric utilites beginning
with a 3 percent requirement in 2012 and increasing to
12.5percentin 2021 for regulated public utilities, including
PEC. The premium to be paid by electric utilities to comply
with the requirements, above the cost they would have
otherwise incurred to meet consumer demand, is to be
recovered through an annual clause. The annual amount
that can be recovered through the REPS clauseis capped
and once a utility has expended monies equal to the cap,
the utility is deemed to have met its obligations under the
REPS, regardless of the actual renewables generated or
purchased. The law grants the NCUC authority to modify
or alter the REPS requirements if the NCUC determines
it is in the public interest to do so. The recovery cap
requirement begins in 2008 and, as a result, PEC will
begin deferring certain costs associated with renewable
energy purchases in 2008. These costs are expected to
be immaterial in 2008.

The law alfows the utility to meet a portion of the REPS
with energy reductions achieved through energy-
efficiency programs. Energy-efficiency programs include
any program or activity implemented after January 1, 2007,
thatresults inless energy being used to perform the same
function Through the year 2020, a utility can use energy-
efficiency programs to satisfy up to 25 percent of their
REPS; beginning in 2021, these programs may constitute
up to 40 percent of the requirements

The law affows the utility to recover the costs of new DSM
and energy-efficiency programs through an annual DSM
clause The law allows the utility to capitalize those costs
thatare intended to produce future benefits and authorizes
the NCUC to approve other forms of financial incentives to
the utility for DSM and energy-efficiency programs. DSM
programs include any program or initigtive that shifts the
timing of electricity use from peak to nonpeak periods
and includes foad management, electricity system and

certain components of purchased power not previously
recoverable through the fuel clause (see additional
discussion below). The North Carolina law also authorizes
the NCUC to allow annual prudence reviews of the
construction costs of a baseload generating plant if
reguested by the public utility that is constructing the plant
and removes the requirement that a public utility prove
financial distress before itmay include construction work
in progress in rate base and adjust rates, accordingly, in
a general rate case while a baseload generating plantis
under construction

On Qctober 26, 2007, the NCUC issued its proposed
rules for implementation of the law. PEC expects final
rules to be issued by the end of the first quarter of 2008.
Until the rulemaking process is completed, we cannot
predict the costs of complying with the law. PEC would
be able to annually recover its reasonable prudent
compliance costs.

During 2007, the South Carolina legislature ratified new
energy legislation, which became law on May 3, 2007.
Key elements of the law include expansion of the annual
fuel clause mechanism to include recovery of the costs
of reagents used in the operation of PEC’s emissions
control technologies {see additional discussion below)
The law also includes provisions to provide hase rate
cost recovery for upfront development costs associated
with nuclear baseload generation and construction costs
associated with nuclear or coal baseload generation
without a base rate proceeding and the ability to recover
financing costs for new nuclear haseload generation
through annual clauses

On November 30, 2007, PEC filed a petition with the SCPSC
seeking auvthorization to create a deferred accountfor DSM
and energy-efficiency program expenses pending the filing
of application requesting a DSM and energy-efficiency
program expense clause to recover such program costs
On December 12, 2007, the SCPSC granted PEC's petition
As a result, through December 31, 2007, PEC deferred an
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immaterial amount of implementation and program costs
for future recovery in the South Carclina jurisdiction

On July 13,2007, the governor of Florida issued executive
orders to addressreduction of greenhouse gas emissions
The executive orders call for the first southeastern
state cap-and-trade program and include adoption of
a maximum allowable emissions level of greenhouse
gases for Florida utilities. The standard will require, at
a minimum, the following three reduction milestones: by
2017, emissions not greater than Year 2000 utility sector
emissions; by 2025, emissions not greater than Year 1990

We cannot currently predict the costs of complying
with the faws and regulations that may ultimately result
from these executive orders and the Florida Energy
Commission’s recommendations. Qur balanced solution,
as described in "Increasing Energy Demand,” includes
greater investment in energy efficiency, renewable
energy and state-of-the-art generation and demonstrates
our commitment to environmental responsibility

On April 10, 2007, the FPSC adopted a rule that specifies
what storm costs will be recoverable and whether such
recoverable costs would be offset against a utlity’s storm

utility sector emissions; and by 2050, emissions not greater
than 20 percent of Year 1990 utility sector emissions

Amang other things, the executive orders also requested
that the FPSC initiate a rulemaking by September 1, 2007,
that would (1) require Florida utilities to produce atleast
20 percent of their electricity from renewable sources;
{2} reduce the cost of connecting solar and other
renewable energy technologies to Florida’s power grid by
adopting uniform statewide interconnection standards for
all utilities; and (3} autharize a uniform, statewide method
to enable residential and commercial customers, who
generate electricity from on-site renewable technologies
of upto 1 MW in capacity, to offset their consumption over
a hilling period by allowing their electric meters to turn
hackward when they generate electricity {net metering)
The FPSC has held meetings regarding the renewable
portfolio standard butno actions have been taken or rules
issued. The Energy and Climate Action Team appointed
by the governor submitted its initial recommendations
for implementation of the governor's executive orders
on November 1, 2007. The recommendations encourage
the development and implementation of energy-
efficiency and conservation measures, implementation
of a climate registry and consideration of a cap-and-
trade appraach to reducing the state’s greenhouse gas
emissions. Additional development and discussion of
the recommendations will accur through a stakeholder
process in2008. The Florida Department of Environmental
Protection held its first rulemaking workshop on the
greenhouse gas emissions cap on August 22, 2007, and
a second workshop on December 5, 2007 We anticipate
drafts of the rule will be issued in 2008. In addition, the
Florida Energy Commission, which was established by
the Legislature in 2006, published its energy policy and
climate change recommendations on December 31, 2007
The report includes proposed legislative language that
would implement energy-efficiency and conservation
programs, participation in the multi-state Climate
Registry and emissions reduction targets that are similar
1o those contained in the gavernor's executive orders.

reserve fund or recoverable through its base rates PEF
does not believe that compliance with this rule will
materially increase its costs.

EPACT, among other provisions, gave the FERC
accountability for system reliability and the authority
to impose civil penalties. EPACT provides procedures
and rules for the establishment of an electric reliability
organization {ERO) that will propose and enforce
mandatory reliability standards. On July 20, 2006, the
FERC certified the North American Electric Reliability
Corporation (NERC) as the ERO. Included in this
certification was a provision for the ERQ to delegate
authority for the purpose of proposing and enforcing
reliability standards in particular regions of the country
by entering into delegation agreements with regional
entities. The SERC Reliability Corporation (SERC) and the
Florida Reliability Coordinating Council {FRCC) are the
regional entities for PEC and PEF, respectively.

As discussed in “Future Liquidity and Capital Resources
- Other Regulatory Matters,” during 2007 and 2008,
the FERC approved a significant number of reliability
standards developed by the NERC and set aside other
standards pending further development. Compliance
with FERC-approved reliability standards is mandatory
for all registered users, owners and operators of the bulk
power system, including PEC and PEF Prior to the FERC
action, electric utility industry compliance with the NERC
standards had been voluntary

Based on FERC's directive to revise 56 of the adopted
standards, we expect standards to migrate to more
definitive and enforceable requirements gver time. We
are committed to meeting those standards. The financial
impact of mandatory compliance cannot currently
be determined. Failure to comply with the reliabibity
standards could result in the imposition of fines and
civil penafties. If we are unable to meet the reliability
standards for the bulk power system in the future, it could
have a material adverse effecton our financial condition,
results of operations and cash flows
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Prior to the effective date of mandatory compliance
with the reliability standards, PEC self-reported
two noncompliances and PEF self-reported three
noncomphiances. Entities responsible for enforcement of
mandatary reliability standards have proposed that entities
that self-reported noncompliance prior to the effective
date and pursue aggressive mitigation plans will not be
assessadfines. Subsequentto the effective date, PEC self-
reported three noncompliances with voluntary standards
and PEF self-reported one noncompliance with voluntary
standards and one noncompliance with a mandatory
standard. PEC and PEF have submitted mitigation plans

In the coming vears, we will continue to invest in
existing plants and consider plans for building new
generating plants. Due to the anticipated growth in our
service territories, we estimate that we will require new
generation facilities in both Florida and the Carolinas
toward the end of the nextdecade, and we are evaluating
the best available options for this generation, including
advanced design nuclear and gas technologies At this
time, no definitive decisions have beenmade to construct
new nuclear plants. While we pursue expansion of
energy-efficiency and conservation programs, PEC has
announced a two-year moratorium on constructing new

to address the self-reported noncempliance. The costs of
executing the mitigation plans are not expected to have a
significant effect on our results of operations or hiquidity

Legal

We are subjectto federal, state and local legistation and
courtorders. These matters are discussed in detail in Note
22D. This discussion identifies specific 1ssues, the status
of the issues, accruals associated with issue resolutions
and our associated exposures.

Increasing Energy Demand

Meeting the anticipated growth within the Utilities’
service territories will require a balanced approach.
The three main elements of this balanced solution
are: (1} expanding our energy-efficiency programs;
{2) investing in the development of alternative energy
resources for the future; and (3) operating state-of-
the-art plants that produce energy cleanly and
efficiently by modernizing existing plants and pursuing
options for building new plants and associated
transmission facilities.

We are actively pursuing expansion of our energy-
efficiency and conservation programs as energy efficiency
is one of the most effective ways to reduce energy €osts,
offset the need for new power plants and protect the
environment. Our energy-efficiency program provides
simple, low-costways for residential customers to reduce
energy use, promotes home energy checks, provides
tools and programs for large and small businesses to
minimize their energy use and provides an interactive
internet Web site with online calculators, programs and
efficiency tips

We are actively engaged in a variety of alternative energy
projects, including sofar, hydrogen, biomass and landfil-
gas technologies. We are evaluating the feasibility of
producing electricity from hog waste and other plant or
animal sources

coal-fired plants and that if PEC goes ahead with a new
nuclear plant, the new plant would not be online until at
least 2018 {see "Nuclear” below).

As authorized under EPACT, on October 4, 2007, the
United States Department of Energy {DOE} published final
regulations for the disbursement of up to $13 billion in loan
guarantees for clean-energy projects using innovative
technologies. The guarantees, which will cover up to
100 percent of the amount of any loan for no more than
80 percent of the project cost, are expected to spur
development of nuclear, clean-coal and ethanol projects.
Congress has approved $4 billion in loan guarantees, with
the DOE seeking an additional $9 billion in loan guarantees
in its fiscal 2008 budget request. Initial applications for
loan guarantees were for non-nuclear projects but it is
expected that approval of additional funding could result
in guarantees being available for nuclear generation
projects. We cannot predict the outcome of this matter.

EAH

i
2

Nuclear generating units are requlated by the NRC. In
the event of noncompliance, the NRC has the authority to
impose fines, setlicense conditions, shut down a nuctear
unit or take some combination of these actions, depending
upon its assessment of the severity of the situation, until
compliance is achieved.

On November 14, 2006, PEC filed an application with
the NRC for a 20-year extension of the Harris operating
license. The license renewal application for Harris
is currently under review by the NRC with a decision
expected in 2008

Our nuclear units are periodically removed from service
to accommodate normal refueling and maintenance
outages, repairs and certain other modifications {See
Notes 5 and 220)
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We previously announced that we are pursuing
development of COL applications to potentially construct
new nuclear plants in North Carolina and Horida Filing
of a COLis not a commitment to build a nuclear plant but
is a necessary step to keep open the option of building
a plant or plants. The NRC estimates that it wiil take
approximately three to four years to review and process
the COL applications

On January 23, 2006, we announced tnat PEC selected
a site at Harris to evaluate for possible future nuclear
expansion. We have selected the Westinghouse Electric

per kWh for nuclear facilities for the first eight years of
operation The creditis limited to the first 6,000 MW of
new nuclear generation in the United States and has an
annual cap of $125 million per 1,000 MW of national MW
capacity limitation allocsted to the unit. In April 2006,
the IRS provided interim guidance that the 6,000 MW of
production tax credits generally will be allocated to new
nuclear facilities that file license applications with the
NRC by December 31, 2008, had poured safety-related
concrete prior to January 1, 2014, and were placed in
service before January 1, 2021. There is no guarantee
that the interim guidance will be incorporated into the

AP1000 reactor design as the technology upon which
to base PEC’s application submission. On February 19,
2008, PEC filed its COL application with the NRC for two
additional reactors at Harris. If we receive approval
from the NRC and applicable state agencies, and if the
decisions to build are made, the new plant would not
be online until at least 2018 (See "Increasing Energy
Demand” above)

On December 12, 2006, we announced that PEF selected
a site in Levy County, Fla., to evaluate for possible future
nuclear expansion. We have selected the Westinghouse
Electric AP1000 reactor design as the technology upon
which to base PEF’s application submission. PEF expects
to file the application for the COL in 2008. If we receive
approval from the NRC and applicable state agencies,
and if the decision to build is made, safety-related
construction activities could beginas early as 2012, and a
new piantcould be online in 2016 (See “Increasing Energy
Demand” abave). in 2007, PEF completed the purchase of
approximately 5,000 acres for the Levy County site and
associated transmission needs. PEF anticipates filing a
Determination of Need petition with the FPSC in 2008.

In 2007, both the Levy County Planning Commission
and the Board of Commissioners voted unanimously in
favor of PEF's requests to change the comprehensive
land use plan. The Florida Department of Community
Affairs {FDCA) reviewed the proposed changes to the
comprehensive land use plan and in their report, the
FDCA expressed concerns related to the intensity of use
and environmental swtability for some of the proposed
amendments impacting PEF's proposed Levy County
nuclear site. We anticipate that the Levy County Planning
Commission will resolve the FDCA's concerns without
impact to the potential project schedule We cannot
predict the outcome of this matier

A new nuclear plant may be elgible for the federal
production tax credits and risk wnsurance provided by
EPACT EPACT provides an snnual tax creditof 1 8 cents

final regulations governing the allocation of production
tax credits. Multiple utilities have announced plans to
pursuie new nuciear plants. There is no quarantee that
any nuclear plant we construct wauld qualify for these
or other incentives. We cannot predict the outcome of
this matter.

In accordance with provisions of Florida’s comprehensive
energy bill enacted in 2006, the FPSC ordered new rulesin
December 2006 that would allow investor-owned utilities
such as PEF to request recovery of certain planning and
construction costs of a nuclear power plant prior to
commercial operation. The FPSC issued a final rule on
February 13, 2007, under which utilities will be allowed to
recover prudently incurred siting, preconstruction costs
and AFUDC on an annual basis through the capacity cost-
recovery clause. The nuclear cost-recovery rule also
has a provision to recover ¢osts should the project be
abandoned once the utility receives a final order granting
a Determination of Need. These costs include any
unrecovered construction work in progress atthe time of
abandonment and any other prudent and reasonable exit
costs Such amounts will notbe included in a utility's rate
base when the plantis placed in commercial operation
In addition, the rule will require the FPSC to conduct
an annual prudence review of the reasonableness
and prudence of all such costs, including construction
costs, and such determination shall not be subject to
fater review except upon a finding of fraud, intentional
misrepresentation or the intentional withholding of key
information by the utility. Also, on February 1, 2007, the
FPSC amended its power plant bid rutes to, among other
things, exempt nuclear power plants from existing bid
regquirements

In 2007, the South Carolina legisiature ratified new
energy legislation, which includes provisions for cost-
recovery mechanisms associated with nuclear baseload
generation The North Carclina legisiature ratified new
energy legislation, which authorizes the NCUC to allow
annual prudence reviews of baseload generating plant
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construction costs and removes the requirement that
a public utility prove financial distress before it may
include construction work in progress in rate base and
adjust rates, accordingly, in a general rate case while
a haselcad generating plant is under construction {See
“Other Matters — Regulatory Environment”)

= : il BE g,
CAVITGRImENiZl Vigier

ve)

We are subject to regulation by various federal, state and
local authorities in the areas of air quality, water quality,
control of toxic substances and hazardous and sold

We accrue costs to the extent our liability is probable and
the costs can be reasonably estimated in accordance
with GAAP. Because the extent of environmental
impact, allocation among PRPs for all sites, remediation
alternatives {which could involve either minimal or
significant efforts), and concurrence of the regulatory
authorities have not yet reached the stage where a
reasonable estimate of the remediation costs can be
made, we cannot determine the total costs that may be
incurred in connection with the remediation of all sites
atthis time. It is probable that current estimates could
change and additional losses, which could be material,

Wastes;andotherenvironmentatnmratters-We betievethat
we are in substantial compliance with those environmental
regulations currently applicable to our business and
operations and believe we have all necessary permits
to conduct such operations. Environmental laws and
regulations frequently change and the ultimate costs of
compliance cannot be precisely estimated.

The provisions of the Comprehensive Environmental
Response, Compensation and Liability Act of 1980, as
amended {CERCLA), authorize the EPA to require the
cleanup of hazardous waste sites. This statute imposes
refroactive joint and several liabilities. Some states,
including North Carolina, South Carolina and Florida,
have similar types of statutes. We are periodically
notified by regulators, including the EPA and various state
agencies, of our involvement or potential involvement in
sites that may require investigation and/or remediation.
There are presently several sites with respect to which
we have been notified of our potential liability by the
EPA, the state of North Carolina, the state of Florida or
potentially responsible parties (PRP) groups. Varigus
organic materials associated with the production of
manufactured gas, generally referred to as coal tar,
are regulated under federal and state laws. PEC and
PEF are each PRPs at several manufactured gas plant
{MGP) sites. We are also currently in the process of
assessing potential costs and exposures at other sites
These costs are eligible for reguiatory recovery through
either base rates ar cost-recovery clauses (See Notes
7 and 21). Both PEC and PEF evaluate potential claims
against other PRPs and insurance carriers and plan to
submit claims for cost recovery where appropriate. The
outcome of these potential claims cannot be predicted.
No material claims are currently pending. Hazardous and
solid waste management matters are discussed in detail
in Note 21A

may be incurred in the future.

We are, or may ultimately be, subject to various current
and proposed federal, state and local environmental
compliance laws and regulations, which would likely result
in increased capital expenditures and 0&M expenses.
Additionally, Congress is considering legisiation that
would require additional reductions in air emissions of
nitrogen oxides (NOx), SO,, CO, and mercury. Some of
these proposals establish nationwide caps and emission
rates over an extended period of time. This national
muitipoliutant approach to air pollution control could
involve significant capital costs that could be material
to our financial position or results of operations. Controf
equipment thatwill be installed pursuantto the provisions
of the Clean Smokestacks Act, CAIR, CAVR and mercury
requlation, which are discussed below, may address
some of the issues outlined above. CAVR requires the
installation of best available retrofit technology (BART)
on certain units. However, the outcome of these matters
cannot be predicted.

The following table contains information about our
current estimates of capital expenditures to comply with
environmental laws and regulations described below.
These costs are eligible for regulatory recovery through
gither base rates or cost-recovery clauses. The outcome
of future petitions for recovery cannot be predicted.
PEC has completed installation of controls to meet the
NOx SIP Call Rule under Section 110 of the Clean Air
Act {(NOx SIP Call} requirements. The NOx SIP Call is
not applicable to Horida. Expenditures for the NOx SIP
Call include the cost to install NOx controls under North
Carolina’s and South Carolina’s programs to comply with
the federal eight-hour ozone standard. The air quality
controlsinstalled to comply with the NOx SIP Caltand Clean
Smokestacks Act will resultin a reduction of the costs to
meet the CAIR requirements for our North Carclina units
at PEC Our estimates of capital expenditures to comply
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Air and Water Quality Estimated Required
Environmental Expenditures in millions/

Estimated Timetable

Cumulative Spent

Total [sumared Expenditures through December 31, 2007

Clean Smokestacks Act 2002-2012 51,100 - 1,400 S92
CAIR/CAVRImercury regulation 20052018 1,500 - 2,600 333
Total air quality 2,600 - 4.000 1,225
Clean Water Act Section 316(b} 8! - -
Total air and water guality $2,600 - 4,000 $1,225

&} Compliance plans to meetthe requirements of a revised or new implementing rule under Section 316(b) of the Clean Water Act will be determined upon

finalization of the rule See discussion under “"Water Quality "

wittrenvironmentat-taws-and-regutations-are-subjectto
periodic review and revision and may vary significantly.
The timing and extent of the costs for future projects will
depend upon final compliance strategies

To date, under the first phase of Clean Smokestacks
Act emission reductions, all environmental compliance
projects at our Asheville Plant and several projects at our
Roxhoro Planthave been placed in service The remaining
projects at our two largest plants, Roxboro and Mayo, are
under construction and are expected to be completed in
2008 and 2009, respectively. The remaining projects to
comply with the second phase of emission reductions,
which are smaller in scope, have not yet begun. These
estimates are currently under review and are conceptual
in nature and subject to change.

To date, expenditures at PEF for CAIR/CAVR/mercury
reguiation primarily relate to environmental compliance
projects under construction at CR5 and CR4, which
are expected to be placed in service in 2009 and 2010,
respectively. See discussion of projects for Crystal
River Units No. 1 and No. 2 to meet CAVR beyond-BART
requirements below

The EPA is conducting an enforcement initiative related
to a number of coal-fired utihty power plants in an effort
to determine whether changes at those facilities were
subject to New Source Review {NSR} requirements or
New Source Performance Standards under the Clean Air
Act. We were asked to provide information to the EPA
as part of this initiative and cooperated in supplying the
requested information. The EPA has undertaken civil
enforcement actions against unaffiliated utilities as
part of this initiative. Some of these actions resulted in
settlement agreements requiring expenditures by these
unaffiliated utilities, several of which were in excess of
$1 0 billion These settlement agreements have generally
called for expenditures to be made over extended time
pericds, and some of the companies may seek recovery

nf.h 1
oh-the-relsted-costs-through-rate-adiustments-or-similar

mechanisms. On April 2, 2007, the U.S. Supreme Court
issued a ruling on an appeal of a decision of the U.S. Court
of Appeals for the Fourth Circuit, in a case involving an
unaffiliated utility. The Fourth Circuitheld that NSR applies
to projects that resultin an increase in maximum hourly
emissions. The U.S. Supreme Court rejected the lower
caurt decision and held that the EPA is not required to
adopt the maximum hourly emissions test but may use
an actual annual emissions test to determine whether
NSR applies.

On March 17,2006, the U.S. Court of Appeals for the District
of Columbia Circuit {D.C. Court of Appeals) set aside the
EPA's 2003 NSR equipment replacement rule. The rule
would have provided a more uniform definition of routine
equipment replacement, which is excluded from NSR
applicability. The D.C. Court of Appeals denied a request
by the EPA for a re-hearing regarding this matter on
June 30, 2006. On November 27, 2006, the EPA filed a
petition for a writ of certiorari requesting that the U.S.
Supreme Court review the decision of the D.C. Court of
Appeals. On April 30, 2007, the U.S. Supreme Courtdenied
the EPA's petition. In a previous case decided inlate 2005,
the D C Court of Appeals had also set aside a provision
in the NSR rule that had exempted the installation of
pollution contro! projects from review. These projects are
now subject to NSR requirements, adding time and cost
to the installation process.

In June 2002, the Clean Smokestacks Act was enacted
in North Caroling requiring the state’s electric utilities to
reduce the emissions of NOx and SO; from their North
Carolina coal-fired power plants in phases by 2013 PEC
currently has approximately 5000 MW of coal-fired
generation capacity in North Carclinathatis affected by the
Clean Smokestacks Act inMarch 2007, PEC filed its annual
estimate with the NCUC of the total capital expenditures
t0 meet emission targats under the Clean Smaokestacks
Act by the end of 2013, which were approximately
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$1.1 billion to $1.4 billion at the time of the fiing. The
increase in estimated total capital expenditures from the
original 2002 estimate of 8813 million is primarily due to
the higher cost and revised quantities of construction
materials, such as concrete and steel, refinement of
cost and scope estimates for the current projects,
and increases in the estimated inflation factor applied
to future project costs. We are continuing to evaluate
various design, technology and new generation options
that could further change expenditures required by the
Clean Smokestacks Act. 0&M expenses will significantly
increaseduetothe costofreagents, additional personnel

reduce NOx and SO, emissions in order to reduce levels of
fine particulate matter and impacts to visibility The CAIR
sets emission limits t¢ be metin two phiases beginning
in 2009 and 2015, respectively, for NOx and beginning in
2010 and 2015, respectively, for SO, States were reguired
to adoptrules implementing the CAIR The EPA approved
the North Carofina CAIR on October 5, 2007, the South
Carolina CAIR on October 9, 2007, and the Florida CAIR
on October 12, 2007

PEF has joined a coalition of Florida utilities that has
filed a challenge to the CAIR as it applies to Florida.

and general maintenance associated with the equipment.
Recent legislation in North Carolina and South Carolina
expanded the traditional fuel clause toinclude the annual
recovery of reagents and certain other costs, all other
0&M expenses are currently recoverable through base
rates. On March 23, 2007, PEC filed a petition with the
NCUC regarding future recovery of costs to comply with
the Clean Smokestacks Act, and on Gctober 22,2007, PEC
filed with the NCUC a settlement agreement with the NCUC
Public Staff, CUCA and CIGFUR supporting PEC’s proposal.
The NCUC held a hearing on this matter on October 30,
2007. On December 20, 2007, the NCUC approved the
settlement agreement on a provisional hasis. See further
discussion about the Clean Smokestacks Actin Note 7B.
We cannot predict the outcome of this matter

Two of PEC's largest coal-fired generating units {the
Roxboro No. 4 and Mayo Units) impacted by the Clean
Smokestacks Act are jointly owned. In 2005, PEC entered
into an agreement with the joint owner to limit their
aggregate costs associated with capital expenditures to
comply with the Clean Smokestacks Act and recagnized
a liability related to this indemnification (See Note 21B).

Pursuantto the Clean Smokestacks Act, PEC entered inta
an agreement with the state of North Carclina to transfer
to the state certain NOx and SO, emissions allowances
that result from compliance with the collective NOx and
S0, emissions limitations set in the Clean Smokestacks
Act The Clean Smokestacks Act also required the state
to undertake a study of mercury and €0, emissions in
North Carolina. The future regulatory interpretation,
implementation or impact of the Clean Smokestacks Act
cannot be predicted

On March 10, 2005, the EPA issued the final CAIR. The
EPA’s rule requires the District of Columbia and 28 states,
including North Carolina, South Carolina and Florids, to

A petition for reconsideration and stay and a petition for
judicial review of the CAIR were filed on July 11, 2005
0n October 27, 2005, the D.C. Court of Appeals issued an
order granting the motion for stay of the proceedings. On
December 2, 2005, the EPA announced a reconsideration
of four aspects of the CAIR, including its applicability to
Florida. On March 16, 2006, the EPA denied all pending
reconsiderations, allowing the challenge to proceed.
While we consider it unlikely that this challenge would
gliminate the comptliance requirements of the CAIR, it
could potentially reduce or delay our costs to comply
with the CAIR Oral argument has been set by the B.C
Court of Appeals for March 25, 2008. GOn June 28, 2006, the
Florida Environmental Regulation Commission adopted
the Florida CAIR, which is very similar to the EPA's model
rule. An unaffiliated utility challenged the state-adopted
rule. On November 7, 2007, the Florida District Court of
Appeals ruled against the challenge and in favor of the
Florida Department of Envircnmental Protection. The
outcome of these matters cannot be predicted

On March 15, 2005, the EPA finalized two separate but
related rules: the CAMR that sets mercury emissions
fimits to be met in two phases beginning in 2010 and
2018, respectvely, and encourages a cap-and-irade
approach to achieving those caps, and a delisting rule
that eliminated any requirement to pursue a maximum
achievable control technology approach for limiting
mercury emissions from coal-fired power plants.
NOx and SO, contrals also are effective in reducing
mercury emissions However, according to the EPA, the
second phase cap reflects a level of mercury emissions
reduction that exceeds the level that would be achieved
solely as a co-benefit of controlling NOx and SO; under
CAIR. The delisting rule was challenged by a number
of parties Sixteen states subsequently petitioned for a
review of the EPA’s determination confirming the delisting
On February 8, 2008, the D.C Court of Appeals decided
in favor of the petitioners and vacated the delisting
determination and the CAMR The exact impacts of
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this decision are uncertain untif the court’s mandate is
issued. The three states in which the Utilities operate
have adopted mercury regulfations implementing CAMR
and submitted their state implementation rules to the EPA
ltis uncertain how the vacation of the federal CAMR will
affect the state rules

On June 15, 2005, the EPA issued the final CAVR. The EPAS
rule requires states to identify facilities, including power
plants, built between August 1962 and August 1977 with
the potential to produce emissions that affectvisibility in
156 specially protected areas, including national parks

NOx reguirements in 2009, PEF anticipates purchasing a
higher level of annual and seasonal allowances in that
year The costs of these allowances would depend on
marketprices atthe time these allowances are purchased
PEF expects to recover the costs of these allowances
through its ECRC

On October 14, 2005, the FPSC approved PEF's petition for
the recovery of costs associated with the development
and implementation of an integrated strategy to comply
with the CAIR, CAMR and CAVR through the ECRC (see
discussion above regarding CAMR). On March 31, 2006,

and wilderness areas. To help restore visibility in those
areas, states must require the identified facilities to
install BART to contro! their emissions. The reductions
associated with BART begin in 2013. CAVR included the
EPA's determination that compliance with the NOx and SO;
requirements of CAIR may be used by states as a BART
substitute. Plans for compliance with CAIR and mercury
regulation may fulfill BART obligations, butthe states could
require the installation of additional air quality controls if
they do not achieve reasonable progress in improving
visibility. On December 4, 2007, the Florida Department
of Environmental Protection finalized a Regional Haze
implementation rule that requires sources significantly
impacting visibility in Class | areas to install additional
controls by December 31, 2017. PEC’s BART-eligible
units are Asheville Units No. 1 and No. 2, Roxboro Units
No. 1, No. 2 and No. 3, and Sutton Unit No. 3. PEF's
BART-eligible units are Anclote Units No. 1 and No. 2,
Bartow Unit No. 3 and Crystal River Units No. 1 and No.
2 The outcome of this matter cannot be predicted. On
December 12, 2006, the D.C. Court of Appeals decided in
favor of the EPA in a case brought by the National Parks
Conservation Association that alleges the EPA acted
impraperly by substituting the requirements of CAIR for
BART for NOx and SO, from electric generating units in
areas covered by CAIR.

PEC and PEF are each developing anintegrated compliance
strategy to meet all the requirements of the CAIR, CAVR
and mercury requlation. We are evaluating various design,
technology and new generation options that could change
PEC’s and PEF's costs to meet the requirements of CAIR,
CAVR and mercury regulation

The integrated compliance strategy PEF anticipates
implementing should provide most, but not all, of the NOx
reductions required by CAIR. Therefore, PEF anticipates
utilizing the cap-and-trade feature of CAIR by purchasing
annual and seasonal NOx allowances. Becsuse the
emission controls cannotbeinstalled intime to meet CAIR's

PEF filed a series of compliance alternatives with the
FPSC to meet these federal environmental rules. At the
time, PEF's recommended proposed compliance plan
included approximately $740 million of estimated capital
costs expected to be spent through 2016, to plan, design,
build and install pollution control equipment at our Anclote
and Crystal River plants. On November 6, 2006, the FPSC
approved PEF's petition for its integrated strategy to
address compliance with CAIR, CAMR and CAVR. They
also approved cost recovery of prudently incurred costs
necessary to achieve this strategy. On June 1, 2007, PEF
filed a supplemental petition for approval of its campliance
plan and associated contracts and recovery of costs for air
poliution control projects, which included approximately
$1.0 billion to $2.3 billion of estimated capital costs for
the range of alternative plans. The estimated capital
cost for the recommended plan, which was $1.26 billion
in the June 1, 2007 filing, represents the low end of the
range in the table of estimated required environmental
expenditures shown above. The difference in costs
between the recommended plan and the high end of the
range represents the additional costs thatmay be incurred
if pollution controls are required on Crystal River Units
No. 1 and No. 2 in order to comply with the requirements
of CAVR beyond BART, should reasonable progress in
improving visibility not be achieved, as discussed above.
The increase from the estimates filed in March 2006 is
primarily due to the higher cost of labor and construction
materials, such as concrete and steel, and refinement
of cost and scope estimates for the current projects.
These costs will continue to change depending upon
the results of the engineering and strategy development
work and/or increases in the underlying material, tabor
and equipment costs. Subsequent rule interpretations,
equipment availability, or the unexpected acceleration
of the iniial NOx or other compliance dates, among other
things, could require acceleration of same projects. The
outcome of this matter cannot be predicted
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In March 2004, the North Carclina attorney general filed &
petition with the EPA, under Section 126 of the Clean Air
Act, asking the federal government to force coal-fired
power plants in 13 other states, including South Carolina,
toreduce their NOx and S0, emissions. The state of North
Carolina contends these out-of-state emissions interfere
with North Carolina’s ability to meet national air quality
standards for ozone and particulate matter. On March 16,
2006, the EPA issued a final response denying the petition

expected over the next several years as current federal
requirements are implemented, additional nonattainment
areas may be designated in PEC's and PEF's service
territories The final rule is expected in March 2008 The
outcome of this matter cannot be predicted

i General

As a result of the operation of certain control equipment
needed to address the air quality issues outlined above,
new wastewater streams may be generated at the

T'HB EPA'b ldLiUHd;b‘ fUl db‘ll;d; ;o that buu:y“allbc wrth
CAIR will reduce the emissions from surrounding states
sufficiently to address North Carolina’s concerns. On
June 26, 2006, the North Carolina attorney general filed a
petition in the D.C. Court of Appeals seeking a review of
the agency’s final action on the petition. The outcome of
this matter cannot be predicted.

Mational Ambient Alr Quality Standards

On December 21, 2005, the EPA announced proposed
changes to the National Ambient Air (uality Standards
{NAAQS) for particulate matter. The EPA proposed to
lower the 24-hour standard for particulate matter less than
2.5 microns in diameter {PM 2.5) from 65 micrograms per
cubic meter to 35 micrograms per cubic meter. In addition,
the EPA proposed to establish a new Z4-hour standard of
70 micrograms per cubic meter for particulate matter that
is between 2.5 and 10 microns in diameter (PM 2.5-10)
The EPA also proposed to eliminate the current standards
for particulate matter less than 10 microns in diameter
{PM 10). On September 20, 2006, the £EPA announced that
itis finalizing the PM 2.5 NAAQS as proposed. In addition,
the EPA decided not to establish a PM 2.5-10 NAAGS,
and it is eliminating the annual PM 10 NAAQS, but the
EPA is retaining the 24-hour PM 10 NAAQS. These
changes are not expected to result in designation of any
additional nonattainment areas in PEC's or PEF’s service
territories. On December 18, 2006, environmental groups
and 13 states filed a joint petition with the D.C. Court of
Appeals arguing thatthe EPA's new particulate matter rule
does not adequately restrict levels of particulate matter
The outcome of this matter cannot be predicted.

On June 20, 2007, the EPA announced proposed changes
to the NAAQS for ground-level ozone The EPA proposed
to lower the 8-hour primary standard from 0.08 parts per
million to a range of 0 070 to 0075 parts per million. The
two alternatives propesed for the secondary standard are
to either establish a new cumulative, seasonal standard
or setthe secondary standard as identical to the proposed
primary standard. Depending an air quality improvements

affected facilities. Integration of these new wastewater
streams into the existing wastewater treatment processes
may result in permitting, construction and treatment
requirements imposed on the Utilities in the immediate
and extended future

2 Section 316(b} of the Clean Water Act

Section 316(b} of the Clean Water Act {Section 316(b}}
requires cooling water intake structures to reflect the best
technology available for minimizing adverse environmental
impacts. The EPA promulgated a rule implementing
Section 316(b) in respect to existing power plants in
July 2004. The July 2004 rule required assessment of the
baseline environmental effect of withdrawal of cooling
water and development of technologies and measures for
reducing environmental effects by certain percentages.
Additionally, the rule authorized establishment of
alternative performance standards where the site-specific
costs of achieving the otherwise applicable standards
would have been substantially greater than either the
benefits achieved or the costs considered by the EPA
during the rulemaking.

Subsequentto promulgation of the rule, a number of states,
environmental groups and others soughtjudicial review of
the rule On January 25,2007, the U S. Court of Appeals for
the Second Circuitissued an gpinion and order remanding
many provisions of the rule to the EPA On July 9, 2007,
the EPA suspended the rule pending further rulemaking,
with the exception of the requirement that permitting
authorities establish best available technology controls
for minimizing adverse envirgnmental impact at existing
cooling water intake structures on a case-by-case, best
professional judgment basis. On November 2, 2007, the
Utlity Water Act Group and several unaffiliated utilities
filed petitions for writ of certiorari to the U.S. Supreme
Court. On December 3, 2007, 13 states filed an amicus
brief in support of the Utility Water Act Group's petition
As a result of these recent developments, our plans and
associated estimated costs to comply with Section 316(b}
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will need to be reassessed and determined in accordance
with any revised or new implementing rule once it is
established hy the EPA Custs of compliance with & new
implementing rule are expected to be higher, and could
be significantly higher, than estimated costs under the
July 2004 rule Qur mestrecent cost estimates to comply
with the July 2004 implementing rule were $60 million to
%30 milhon, including $5 mithon to $10 mithon at PEC and
8§55 million to $80 milhon at PEF The outcome of this matter
cannot be predicted

9. North Carolina Groundwater Standard

issued a corporate respaonsibility summary report, which
discusses our actions, and in 2006, we issued our reportto
shareholders for an assessment of global climate change
and air quality risks and actions While we participate
in the development of a national climate change policy
framework, we will continue to actively engage others in
our region to develop consensus-hased solutions, as we
did with the Clean Smokestacks Act

In a decision issued July 15, 2005, the D C Courtof Appeals
denied petitions for review filed by several states, cities
and organizations seeking the requlation by the EPA 0f CG,

In 2006, the North Carolina Environmental Management
Commission granted approval for North Carolina Division
of Water Quality (NCDWQ) staff to publish a notice in the
North Carolina Register and schedule public hearings
regarding the NCDWQ's recommendation fo revise
the state's groundwater quality standard for arsenic to
0.00002 milligrams/liter from 0.05 milligrams/liter To date,
no further action has been taken by the NCDWAQ staff on
this matter.

etk P it
BiONAT LIRS

The Kyoto Protocol was adopted in 1997 by the United
Nations to address global climate change by reducing
emissions of CO, and other greenhouse gases. The
treaty went into effect on February 16, 2005. The United
States has not adopted the Kyoto Protocol, and the
Bush administration favors voluntary programs. There
are proposals and ongoing studies at the state and
federal levels, including the state of Florida, to address
global climate change that would regulate C0, and
other greenhouse gases. See further discussion of the
executive orders issued by the governor of Florida to
address reduction of greenhouse gas emissions under
“Other Matters — Regulatory Environment.”

Reductions in CO; emissions to the levels specified by
the Kyoto Protocol and some additional proposals could
be materially adverse to our financial position or results
of operations if associated costs of control or limitation
cannot be recovered fromratepayers The costimpactof
fegislation or requiation to address global climate change
would depend on the specific legistation or regulation
enacted and cannot be determined at this time. We
have articulated principles that we believe should be
incorporated into any global climate change policy While
the outcome of this matter cannot be predicted, we are
taking action on this importantssue as discussed under
“Other Matters — Increasing Energy Demand " In 2007, we

emissions from new automobiles under the Clean Air Act,
holding that the EPA administrator properly exercised his
discretion in denying the request for regulation. The U.S.
Supreme Court agreed to hear the case and on April 2,
2007, itruled thatthe EPA has the authority under the Clean
Air Act to regulate CO, emissions from new automobiles.
The impact of this decision cannot be predicted.

New Accounting Standards

See Note 2 for a discussion of the impact of new
accounting standards.
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We are exposed to various risks related to changes in
market conditions. Market risk represents the potential
loss arising from adverse changes in market rates and
prices. We have a risk management committee that
includes senior executives from various business groups
The risk management committee i1s responsible for
administering risk management policies and monitoring
compliance with those policies by all subsidianies. Under
our risk policy, we may use a variety of instruments,

The notional amounts of interest rate derivatives are not
exchanged and do notrepresent exposure to creditfoss.
In the event of default by a counterparty, the risk in the
transaction is the cost of replacing the agreements at
currentmarketrates We enter into interestrate derivative
agreements only with banks with credit ratings of single
A or better

We use a number of models and methods to determine
interest rate risk exposure and fair value of derivative
positions. For reporting purposes, fair values and
exposures of derivative positions are determined at the

including swaps, options and forward contracts, to
manage exposure to fluctuations in commadity prices
and interest rates. Such instruments contain credit risk
to the extent that the counterparty fails to perform under
the contract We mitigate such risk by performing credit
reviews using, among other things, publicly available
credit ratings of such counterparties (See Note 17).

The following disclosures about market risk contain
forward-looking statements that involve estimates,
projections, goals, forecasts, assumptions, risks
and uncertainties that could cause actual results or
putcomes to differ materially from those expressed in
the forward-looking statements. Please review "Safe
Harbor for Forward-Looking Statements” for a discussion
of the factors that may impact any such forward-looking
statements made herein.

Certain market risks are inherent in our financial instruments,
which arise from transactions entered into in the normal
course of business. Our primary exposures are changes
in interest rates with respect to our long-term debt and
commercial paper, flugtuations in the return on marketable
securities with respectto our nuclear decommissioning trust
funds, changes in the market value of CV0s and changes
in energy-related commodity prices.

These financial instruments are held for purposes
nther than trading. The risks discussed befow do not
include the price risks associated with nonfinancial
instrument transactions and positions associated with
our operations, such as purchase and sales commitments
and inventary

Interast Hate Ri

K

(2]

From time to time, we use interest rate derivative
instruments to adjust the mix between fixed and floating
rate debt in our debt portfolio, to mitigate our exposure
to interest rate fluctuations associated with certain debt
instruments and to hedge interest rates with regard to
future fixed-rate debtissuances

end of the reporting period using the Bloomberg Financial
Markets system.

in accordance with SFAS No. 133, "Accounting for
Derivatives and Hedging Activities” {SFAS No. 133), interest
rate derivatives that qualify as hedges are separated into
one of two categories: cash flow hedges or fair value
hedges. Cashflow hedges are used to reduce exposure to
changes in cash flow due to fluctuating interest rates. Fair
value hedges are used to reduce exposure to changes in
fair value due to interest rate changes.

The following tables provide information at December 31,
2007 and 2006, about our interest rate risk-sensitive
instruments The tables present principal cash flows and
weighted-average interest rates by expected maturity
dates for the fixed and variable rate long-term debt and
Florida Progress-obligated mandatorily redeemable
securities of trust. The tables also include estimates
of the fair value of our interest rate risk-sensitive
instruments based on quoted market prices for these or
similar issues. For interest rate swaps and interest rate
forward contracts, the tables present notional amounts
and weighted-average interest rates by contractual
maturity dates for 2008 to 2012 and thereafter and the
related fair value Notional amounts are used to calculate
the contractual cash flows t¢ he exchanged under the
interest rate swaps and the settlement amounts under
the interestrate forward contracts See Note 17 for more
information on interest rate derivatives

During 2007, PEF had entered into a combined $225 mullion
notional of forward starting swaps to mitigate exposure to
interest rate risk in anticipation of future debtissuances,
which were terminated on September 13, 2007, in
conjunction with PEF's issuance of $500 million of First
Mortgage Bonds, 6 35% Series due 2037 and §250 million
of First Mortgage Bonds, 580% Series due 2017

On July 30, 2007, PEC entered into a $50 million notional
forward starting swap and on October 24, 2007, PEC
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Fair Value
idafizrs i rthons) December 31,
December 31, 2007 2008 2609 2010 2 2012 Thereafter Total 2007
Fixed-rate long-term debt S427 S400 306 $1,000 3950 $4,865 $7.948 $8,192
Bverage interest rate 667% 595% 453% 6.96% 667% 6.03% 6.20%
Variable-rate long-term debt 3450 - S160 - - S861 St41 $1.411
Average interest rate 5.27% - 569% - - 8.85% 4.80%
Debt to affiliated trustla! - - - - - S3W $309 $294
Interest rate - - - - - 198% 110%
Interest rate derivatives
Interest rate forward contractsi®) S200 - - - - - $200 $12)
Average pay rate 5.81% - - - - - 5481%
Average receive rate te) ~ - - - - le}

(al £p( Capital 1~ Quarterly Income Preferred Securities

(b 5100 mitlion is for anticipated 10-year debt issue hedge maturing on April 1, 2013, and requires mandatory cash settlementon April 1, 2008 The remaining
$100 million is for anticipated 30-yaar debtissue hedge maturing on April 1, 2038, and requires mandatory cash settiement on April 1, 2003
{e] Rate is 3-month London Inter Bank Offering Rate {LIBOR}, which was 4 70% at December 31, 2007

Fair Value
{dollars in millions) December 31,
December 31, 2006 2007 2008 2009 2010 2011 Thereafter Total 2006
Fixed-rate long-term debt 8324 $427 $400 8306 $1,000 35,085 $71,522 $7,820
Average interest rate 6.79% 667% 595% 453% 6.96% 6.13% 6 23%
Vanable-rate long-term debt - $450 - $100 - 5861 S1.411 $1.41
Average interestrate - 577% - 582% - 362% 147%
Debt to affiliated trusti@! - - - - - $309 $308 $312
Interest rate - - - - - 7.10% 7110%
Interest rate derivatives
Pay vanablefreceive fixed - - - - ${50} - S{50) Sty
Average pay rate - - - - ibi - b
Average receive rate - - - - 465% - 465%
Interest rate forward contracts'®! $100 - - - - - S100 Si2)
Average pay rate 561% - - - - - 561%
Average receive rate ihl - - - - - i

ta) FPC Capital § - Quarterly Income Preferred Securities
bl Rate is 3-month LIBOR, which was & 36% at Gecember 31, 2006
S pnticipated 10-year debtissue hedges matured on Octo

entered into $100 million notional of forward starting
swaps to mitigate exposure to interest rate risk in
anticipation of future debt issuances. On September 25,
2007, PEC amended its 10-year forward starting swap in
order to move the maturity date from October 1, 2017, to
April 1, 2018

On January 8, 2008, PEF entered into a combined
5200 million notional of forward starting swaps to

wer 1, 2017, and required mandatory cash settfement on October 1, 2007

mitigate exposure to interest rate risk in anticipation of
future debtissuances

On November 7, 2006, Progress Energy commenced a
tender offer for up to $550 million aggregate principal
amountofits 2011 and 2012 senior notes Subsequently, we
executed a total notional amount of $550 mithion of reverse
treasury locks to reduce exposure to changes in cash
flow due to fluctuating interest rates, which were then
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MARKET RISK DISCLOSURES
terminated on December 1, 2006. On December 5, 2006,

Progress Energy repurchased, pursuant to the tender
offer, 8550 million, or 44.0 percent, of the outstanding
aggregate principal amount of its 7.10% Sentor Notes due
March 1, 2011, at 108 361 percent of par, or $596 million,
plus accrued interest

3

#iSK

i

4]
(3]
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Marketabis

The Utilities maintain trust funds, pursuant to NRC
requirements, to fund certain costs of decommissioning
their nuclear plants. These funds are primarily invested

We are exposed to the effects of market fluctuations
m the price of natural gas, cosl, fuel oil, electricity and
other energy-related products marketed and purchased
as a resuit of our ownership of energy-related assets.
Our exposure to these fluctuations i1s significantly limited
by the cost-based regulation of the Utilities Each state
commission allows electric utilities to recover certain of
these costs through various cost-recovery clauses to the
extent the respective commission determines that such
costs are prudent. Therefore, while there may be a delay

i-stocksbonds—and-cashequivatents—whtch-are
exposed to price fluctuations in equity markets and to
changes in interest rates. At December 31, 2007 and
2008, the fair value of these funds was $1.384 billion and
$1.287 billion, respectively, including $804 miltion and
$735 million, respectively, for PEC and $580 million and
$552 million, respectively, for PEF We actively monitor
our portfolio by benchmarking the performance of our
investments against certain indices and by maintaining,
and periadically reviewing, target allocation percentages
for various asset classes. The accounting for nuclear
decommissioning recognizes that the Utilities” regulated
electric rates provide for recovery of these costs net
of any trust fund earnings, and, therefore, fluctuations
in trust fund marketable security returns do not affect
earnings. See Note 13 for further information on the trust
fund securities

Contingent Yalue CObligations Market
Value Risk

In connection with the acquisition of Horida Progress,
the Parentissued 98 .6 million CVQs. Each CVO represents
the right of the holder to receive contingent payments
based onthe performance of four synthetic fuels facilities
purchased by subsidiaries of Florida Progress in October
1999. The payments are based on the net after-tax cash
flows the facilities generate The CV0s are derivatives and
are recorded at fair vaelue Unrealized gains and losses
from changes in fair value are recognized in earnings
We perform sensitivity analyses to estimate our exposure
to the market risk of the CV0Os. The sensitivity analysis
performed on the CVOs uses quoted prices obtained
from brokers or quote services to measure the potental
lass in earnings from a hypothetical 10 percent adverse
change in market prices over the next 12 months. At
December 31, 2007 and 2006, the CVO liability included in
other Hiabilities and deferred credits on our Consolidated
Balance Sheets was 334 million and 332 million,
respectively. A hypothetical 10 percent decrease in
the December 31, 2007, market price would result in a
£3 million decrease in the fair value of the CV0s

mrthe-tming-betweerwhemthese-costsareincurred-and
when these costs are recovered from the ratepayers,
changes from year to year have ne material impact on
operating results. In addition, most of our long-term power
sales contracts shift substantally all fuel price risk to the
purchaser We also have oil price risk exposure related to
synthetic fuels tax credits as discussed in MD&A - “Other
Matters — Synthetic Fuels Tax Credits "

Most of our physical commodity contracts are not
derivatives pursuant to SFAS No. 133 or qualify as normal
purchases or sales pursuant to SFAS No. 133. Therefore,
such contracts are notrecorded at fair value.

We perform sensitivity analyses to estimate our exposure
to the marketrisk of our derivative commodity instruments
that are not eligible for recovery from ratepayers.
The following discussion addresses the stand-alone
commedity risk created by these derivative commodity
instruments, without regard to the offsetting effect of
the underlying exposure these instruments are intended
to hedge. The sensitivity analysis performed on these
derivative commaodity instruments uses quoted prices
obtained from brokers to measure the potential loss
in earnings from a hypothetical 10 percent adverse
change in market prices over the next 12 months. At
December 31, 2007, the only derivative commadity
instruments not eligible for recovery from ratepayers
related to derivative contracts entered into on January 8,
2607, 1o hedge economically a portien of our 2007 synthetic
fuels cash flow exposure to the risk of rising ol prices as
discussed below. These contracts ended on December 31,
2007, and were settled for cash on January 8, 2008, with no
material impact to 2008 earnings At December 31, 2006,
derivative commodity instruments not eligible for recovery
fromratepayers were ncluded in discontinued operations
as discussed below

See Note 17 for additional information with regard
to our commodity contracts and use of derivative
fingncial instruments
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As discussed in Note 3A, our subsidiary, PV, entered into
a series of transactions to sell or assign substantially all
of its CCO physical and commercial assets and liabilities
On June 1, 2007, PVI closed the transaction involving
the assignment of a contract portfolio consisting of the
Georgia Contracts, forward gas and power contracts,
gas transportation, structured power and other contracts
to a third party. This represented substanually alt of our
nonregulated energy marketing and trading operations.
The sale of the generation assets closed on June 11, 2007.

fuels operations ceased as of December 31, 2047,
gains and losses on these contracts were included in
discontinued operations, net of tax on the Consolidated
Statement of income in 2007. During the year ended
December 31, 2007, we recorded net pre-tax gains of
$168 million related to these contracts Of this amount,
857 miflion was attributable to Ceredo of which 842 million
was attributed to minority interest for the portion of the
gain subsequent to the disposal of Ceredo

At December 31, 2006, derivative assets of 3107 million
and derivative habilities of $31 million were included

Adoiaonaty, wesoid GasorOctober 22606 tSeeote 36+
At December 31, 2007, with the exception of the oil price
hedge instruments discussed below, our discontinued
operations did nothave outstanding positions in derivative
instruments. For the year ended December 31, 2007,
$88 million of after-tax gains from derivative instruments
related to our nonregulated energy marketing and trading
operations were included in discontinued operations on
the Consolidated Statements of Income

On January 8, 2007, we entered into derivative contracts
to hedge economically a portion of our 2007 synthetic
fuels cash flow exposure to the risk of rising oil prices
over an average annual oil price range of $63 to $77 per
barrel on a3 New York Mercantile Exchange (NYMEX)
basis. The notional quantity of these oil price hedge
instruments was 25 million barrels and provided protection
for the equivalent of approximately 8 million tons of 2007
synthetic fuels production. The cost of the hedges was
approximately $65 million. The contracts were marked-
to-market with changes in fair value recorded through
garnings. These contracts ended on December 31,
2007, and were settled for cash on January 8, 2008, with
no material impact to 2008 earnings. Approximately
34 percent of the notional quantity of these contracts
was entered into by Ceredo. As discussed in Note 3J,
we disposed of our 100 percent ownership interest in
Ceredo on March 30,2007 Progress Energyis the primary
beneficiary of, and continues to consolidate Ceredo
in accordance with FIN 46R, but we have recorded a
100 percent minority interest. Consequently, subsequentto
the disposal there is no net earnings impact for the portion
of the contracts entered into by Ceredo AtDecember 31,
2007, the fair value of all of these contracts was recorded
as a $234 million short-term derivative asset position,
including $79 milkion at Ceredo. The fair value of
these contracts was included in receivables, net on
the Consolidated Balance Sheet (See Note BA).
As discussed in Note 3B, on Uctober 12, 2007, we
permanently ceased production of synthetic fuels at our
majority-owned facilities. Because we have abandoned
our majority-owned facilities and our other synthetic

in assets to be divested and liahilities to be divested,
respectively, on the Consolidated Balance Sheet. Due to
the divestitures discussed above, management determined
that it was no longer probable that the forecasted
transactions underlying certain derivative contracts
would be fulfilled and cash flow hedge accounting for
the contracts was discontinued beginning in the second
quarter of 2006 for Gas and in the fourth quarter of 2006
for CCO. Our discontinued operations did not have
material outstanding positions in commodity cash flow
hedges at December 31, 2006. For the years ended
December 31, 2006 and 2005, excluding amounts
reclassified to earnings due to discontinuance of the
related cash flow hedges, net gains and losses from
derivative instruments related to Gas and CCO on a
consolidated basis were not material and are included
in discontinued operations, net of tax on the Consolidated
Statements of Income. For the year ended December 31,
2006, discontinued operations, netoftax includes $74 million
in after-tax deferred income, which was reclassified to
earnings due to discontinuance of the related cash flow
hedges. For the year ended December 31, 2005, there were
no reclassifications to earnings due to discontinuance of
the related cash flow hedges



MARKET RISK DISCLOSURES

Case No. 2011-124
Staff-DR-01-008 ii attachment
(Progress Energy)

Page66 of 140

Derivative products, primarily natural gas and oil
contracts, may be entered into from time to time for
economic hedging purposes. While management believes
the economic hedges mitigate exposures to fluctuations in
commodity prices, these instruments are not designated
as hedges for accounting purposes and are monitored
consistent with trading positions. We manage open
positions with strict policies that limit our exposure to
market risk and require daily reporting to management
of potential financial exposures.

and other current assets, a $90 million long-term
derivative asset position included in derivative assets,
and a $15 million short-term derivative liability position
included in other current habilities on the Consolidated
Balance Sheet At December 31, 2006, the fair value of
such instruments was recorded as a $2 million long-term
derivative asset position included in derivative assets, an
$87 million short-term derivative liability position included
in other current liabilities, and a $36 million long-term
derivative liability position included in other liabilities and
deferred credits on the Consclidated Balance Sheet

The Utilites have derivative instruments related to their
exposure to price fluctuations on fuel oil and natural
gas purchases. These instruments receive regulatory
accounting treatment Unrealized gains and losses are
recorded in regulatory lighilities and regulatory assets on
the Balance Sheets, respectively, until the contracts are
settled {See Note 7A). Once settled, any realized gains or
losses are passed through the fuel clause During the year
ended December 31, 2007, PEC recorded a net realized
loss of $9 million. PEC’s net realized gains and losses
were not material during the years ended December 31,
2006 and 2005. During the years ended December 31,
2007, 2006 and 2005, PEF recorded a net realized loss of
$46 million, a net realized gain of $39 million and a net
realized gain of $70 million, respectively

Excluding amounts receiving regulatory accounting
treatment and amounts related to our discontinued
operations discussed above, gains and losses from
contracts entered into for economic hedging purposes
were not material to our results of operations during the
years ended December 31, 2007, 2006 and 2005. Excluding
derivative assets and derivative liabilities to be divested
discussed above, we did not have material outstanding
positions in such contracts at December 31, 2007 and
2006, other than those receiving regulatory accounting
treatment at PEC and PEF, as discussed below

At December 31, 2007, the fair value of PEC's commodity
derivative instruments wasrecorded as a $19 million fong-
term derivative asset position included in other assets
and deferred debits and a $3 mithion short-term derivative
liability position included in other current liabiliies on
the Consolidated Balance Sheet At December 31, 2006,
PEC did not have material outstanding positions in
such contracts

At December 31, 2007, the fair value of PEF's commodity
derivative instrumentswas recorded as a $60 million short-
term derivative asset position included in prepayments

e

CASHFLOW HEDGES

i,

Qur subsidiaries designate a portion of commaodity
derivative instruments as cash flow hedges under SFAS
No. 133. The objective for holding these instruments
is to hedge exposure to market risk associated with
fluctuations in the price of power for our forecasted sales.
Realized gains and losses are recorded net in operating
revenues. At December 31, 2007 and 2006, we did not
have material cutstanding positions in such contracts
The ineffective portion of commodity cash flow hedges
was not material to our results of operations for 2007,
2006 and 2005.

At December 31, 2007 and 2006, the amount recorded in
our accumulated other comprehensive income related to
commodity cash flow hedges was not material
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MANAGEMENT'S REFORT OM INTERMAL CONTROL OVER FIN

It is the responsibility of Progress Energy’s management to establish and mamntain adeguate internai control over
financial reporting, as such term is defined in Rules 13a-15(f} and 15d-15{f! of the Securities txchange Act of 1934,
as amended. Progress Energy’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with accounting principles generally accepted in the United States of America. internal
control over financial reporting includes policies and procedures that {1} pertain to the maintenance of records that,
in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of Progress Energy,
{2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with accounting principles generally accepted in the United States of America; (3) provide
reasonable assurance that receipts and expenditures of Progress Energy are being made only in accordance with

authorizations of management and direCtors of PTOGress EMeryy; amd {4 provide Teasonabte-assurance-regarding
prevention or timely detection of unauthorized acquisition, use or dispasition of Progress Energy’s assets that could
have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

Managementassessed the effectiveness of Progress Energy’s internal control over financial reporting at December 31,
2007. Management based this assessment on criteria for effective internal control over financial reporting described
in “Internal Control — Integrated Framework” issued by the Committee of Sponsoring Organizations of the Treadway
Commission. Management's assessment included an evaluation of the design of Progress Energy’s internal control
over financial reporting and testing of the operational effectiveness of its internal control over financial reporting.
Management reviewed the results of its assessment with the Audit Committee of the board of directors.

Based on our assessment, management determined that, at December 31, 2007, Progress Energy maintained effective
internal control over financial reporting

Deloitte & Touche LLP, anindependent registered public accounting firm, has audited the internal control over financial
reporting of Progress Energy as of December 31, 2007, as stated in their report

[l &

William D Johnson \J
Chairman, President and Chief Executive Officer

e st ool S

Peter M. Scott i
Executive Vice President and Chief Financial Officer

: ;/ZL/‘./L. gvgl/\

February 28, 2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Sharehoiders of Progress Energy, Inc.

We have audited the internal control over financial reporting of Progress Energy, Inc., (the Company} as of December 31,
2007, based on the criteria established in Internal Control — Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission The Company’s managementis responsible for maintaining effective internal
control over financial reporting and for its assessment of the effectiveness of internal control over financial reporting,
included in the accompanying Management’s Report on Internal Control Over Financial Reporting. Our responsibility is
to express an opinion on the Company’s internal controi over financial reporting based on our audit

We conducted our auditin accordance with the standards of the Public Company Accounting Oversight Board (United
States).-Those standards.require that we plan and perform.the audit to obtain reasonable assurance about whether

effective internal contro! over financial reporting was maintained in all material respects. Qur audit included obtaining
anunderstanding of internal control over financial reporting, assessing the risk that a material weakness exists, testing
and evaluating the design and operating effectiveness of internal control based on the assessed risk, and performing
such other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.

A company's internal contral over financial reporting is a process designed by, or under the supervision of, the
company's principal executive and principal financial officers, or persons performing similar functions, and effected by
the company’s board of directors, management, and other personnel to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over financial reporting includes those policies
and procedures that{1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect
the transactions and dispositions of the assets of the company; (2} provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting
principles, and that receipts and expenditures of the company are being made only in accordance with authorizations
of management and directors of the company; and (3) provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the company’s assets that could have a material effect on
the financial statements

Because of the inherent limitations of internal control aver financial reporting, including the possibility of collusion
or improper management override of controls, material misstatements due to error or fraud may not be prevented or
detected on a timely basis Also, projections of any evaluation of the effectiveness of the internal control cver financial
reporting to future periods are subject to the risk that the controls may become inadequate hecause of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

fn our opinion, the Company maintained, in all material respects, effective internal control over financial reporting
at December 31, 2007, based on the criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated financial statements as of and for the year ended December 31, 2007, of the Company and
our report dated February 28, 2008, expressed an unqualified opinion on those consolidated financial statements and
included an explanatory paragraph concerning the adoption of new accounting principles in 2007 and 2006.

Deloe?Zs + Joreeho. L. P

Raleigh, North Carolina
February 28, 2008
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We have audited the accompanying consaclidated balance sheets of Progress Energy, Inc, and its subsidiaries {the
Company) at December 31, 2007 and 2006, and the related consolidated statements of income, comprehensive income,
changes in common stock equity, and cash flows for each of the three years in the period ended December 31, 2007
These financial statements are the responsibility of the Company's management. Our responsibility is to express an
opinion on the financial statements based on our audits

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board {United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit includes examining, on a test hasis, evidence

supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of
the Company at December 31, 2007 and 2006, and the results of their operations and their cash flows for each of the
three years in the period ended December 31, 2007, in conformity with accounting principles generally accepted in the
United States of America.

As discussed in Note 14 and Note 16 to the consolidated financial statements, on January 1, 2007, the Company
adopted Financial Accounting Standards Board Interpretation No. 48 and on December 31, 2006, the Company adopted
Statement of Financial Accounting Standards No. 158.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board {United
States), the Company’s internal control over financial reporting at December 31, 2007, based on the criteria established
in Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission, and our report dated February 28, 2008, expressed an ungualified opinion on the Company's internal
control over financial reporting.

Delotlts + Joreehe Lo P

Raleigh, North Carolina
February 28, 2008
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Years ended December 31 2007 2008 2005
Operating revenues $9,163 38,724 $7.948
Operating expenses
Fuel used in electric generation 3145 3008 2,359
Purchased power 1,184 1,100 1,048
Operation and maintenance 1,842 1.593 1770
Depreciation and amortization 965 1,oM 926
Taxes other than on income 561 500 480
Other 38 35 {3}
Total operating expeises 7567 F331 £:560
Operating income 1546 1,487 1,388
Other income (expense)
Interestincome 34 58 13
Other, net 44 {16} {1
Total ether income 78 43 12
Interest charges
Netinterest charges 605 831 583
Allowance for borrowed funds used during construction (1 (7} (13}
Total interest charges, net 588 624 575
Income from continuing operations before income tax and minority interest 1,038 906 825
Income tax expense 334 339 298
Income from continuing operations before minority interest 702 567 521
Minority interest in subsidiaries’ income, netof tax {9) (16} (4)
Income from continuing operations 693 551 523
Discontinued operations, net of tax {189} it} 73
Cumulative effect of change in accounting principle, net of tax - - 1
Netincome 5504 S51 3697
Average commen shares outstanding - hasic 256 250 247
Basic eamings per common share
Income from continuing operations S §2.20 S212
Discontinued operations, net of tax (0.74) 008 070
Netincome $1.97 $2.28 S282
Diluted earnings per common share
Income from continuing operations S2.70 $220 S2.12
Discontinued operations, net of tax {8.74) 008 070
Netincome S1.96 8228 §52.82
Dividends declared per common share 245 S243 8238

See Notes to Consolidated Financial Statements.
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CONSOLIDATED BALANC]

fin miflions)

December 31 2007 2006
ASSETS
Utility plant
Utility plantin service 325,327 $23,743
Accumulated depreciation {10,895} {10,084)

Utifity plantin service, net 14,432 13,679
Held for future use 31 10
Construction work in progress 1,765 1,289
Nuclear fuel, net of amortization n 267

Total utility plant, net 16,606 15,245

Current assets
Cash and cash equivalents 255 265
Short-term investmens 1 F
Receivables, net 1137 930
Inventory 994 9%
Deferred fuel cost 154 1%
Deferred income taxes 271 142
Assets to be divested 52 966
Prepayments and other current assets 155 108
Total current assets 2,115 3614
Deferred debits and other assets
Regulatory assets 931 1,231
Nuclear decommissioning trust funds 1,384 1,287
Miscellaneous other property and investments 448 485
Goodwill 3655 3655
Derivative assets 109 2
Other assets and deferred debits 3an 208
Total deferred debits and other assets 6906 6,848
Total assets $26,286 825,707
CAPITALIZATION AND LIABILITIES
Commen stock equity
Common stock without par value, 500 million shares authorized,

260 million and 256 million shares issued and outstanding, respectively $6,028 S5791
Unearned ESOP shares {2 million shares) (37) (50}
Accumulated other comprehensive loss (34) {49)
Retained earnings 2,465 2,594

Total common stock equity 8422 8,286

Preferred stock of subsidiaries — not subject to mandatory redemption 3 B
Minority interest 8 10
Long-term debt, affiliate an m
Long-term debt, net 8,466 8,564
Total capitalization 17.33% 17,224
Current liabilities
Current portion of long-term debt 877 324
Short-term debt 201 -
Accounts payable 89 2
Interest accrued 173 i
Dividends declared 160 1%
Customer deposits Pz 227
Regulatory liabiliies 173 76
Liabifities to be divested 8 248
Income taxes accrued 8 284
Other current liabilites 604 622
Total current liabilities 3248 2820
Deferred credits and other liabilities
Noncurrentincome tax liabilites 361 312
Accumulated deferred investment tax cradits 138 151
Regulatory liabilives 253 2,543
Assetretirement obligations 1378 1,304
Accrued pension and other benefits 763 957
Capital lease obligations 239 it
Other liabilites and deferred credits 283 326
Total deferved credits and other liabilities 5702 5663
Commitments and contingencies {(Notes 21 and 22)
Total capitalization apd habilities $26.266 25,707

See Netes o Consolidsied Fnancisl Siatemernts
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DFCASH FLOWS
i mudlions!
Years ended December 31 2697 2006 2005
Operating activities
Metincome 04 S&71 697
Adjustments to reconcile net income to net cash provided by operating activities
Impairment of assets - 174 -
Charges for voluntary enhanced retirement program - - 158
Depreciation and amortization 1,626 1,190 1,216
Deferred income taxes and investment tax credits, net 177 (251} (340)
Deferred fuel cost {credit) 117 396 {317)
felerred.ncome {128) {69} -
Other adjustiments to netincome 124 88 135
Cash {used) provided by changes in operating assets and liabilities
Receivables (193) 78 {170)
Inventory {11} (168) {163)
Prepayments and other current assets 23 (92) {13}
Incote taxes, net (275) 197 10
Accounts payable {34) 16 124
Other current liabilities 150 {30) 85
Other assets and deferred debits {221) {60} {78)
Other liabifites and deferred credits 7] {39) 51
Net cash provided by operating activities 1,252 2,001 1467
Investing activities
Gross property additions {1,973) {1,572} {1,313}
Nuclear fuel additions {228} {114) {126)
Proceeds from sales of discontinued operations and other assets, net of cash divested 675 1,657 475
Purchases of available-for-sale securites and other investments {1,413) {2,452) {3,985)
Proceeds from sales of available-for-sale securites and other investments 1452 2,631 3845
Other investing activities 30 (23) {40)
Net cash {used) provided by investing activities {1,457} 127 {1,144}
Financing activities
issuance of common stock 151 185 208
Dividends paid on comimon stock 627) {607) (582}
Proceeds from issuance of short-term debt with original maturities greater than 90 days 176 -~ -
Netincrease (decrease) in short-term debt 25 {175} {509)
Proceeds from issuance of long-term debt, net 139 397 1,642
Retirement of long-term debt (324} (2,200) {564)
Other financing activities 55 {68) 32
Net cash provided {used) by financing activities 195 {2,468) 227
Net {decrease) increase in cash and cash equivalents (10} (340} 550
Cash and cash equivalents at beginning of year 265 605 55
Cash and cash equivalents at end of year 8255 S765 605
Supplemental disclosures
Cash paid during the year
Interest {net of amount capitalized) S585 SB98 3645
Income taxes (net of refunds) 176 311 168
Significant noncash ransactions
Capitallease obligation incurred 182 54 -
Note receivable for disposal of ownership interestin Ceredo 48 - -
Noncash property additions accrued for as of December 31 323 31 116

See Netes ta Consolidsied Financial Sigiements.
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CONSOLIDATED STATEMENTS OF CHANGES IN COMMON STOCK EQUITY

Unearned Unearned  Accumulated Other

Common Stock Qutstanding Restricted ESOP Comprehensive Retained Total Cominon
iin miffions) Shares Amount Shares Shares {Loss) Income Earnings  Stock Equity
Balance, December 31, 2004 247 S5,360 $(13) $(76) S{164) $2,526 57,633
Metincome - - - - 697 697
Other comprehensive income - - - 60 - 50
Comprehensive income 757
Issuance of shares 5 199 - - - - 195
Presentation reclassification —

SFAS No 123B adoption {13} 13 - - - -
Stock options exercised 8 - - - - 8
Purchase of restricted stock {8) - - - - {8}
Allocation of ESOP shares 12 - 13 - - 75
Stock-based compensation expense 13 - - - - 13
Dividends {$2.38 per share) - - - -~ {589) {589)
Balance, December 31, 2005 252 5571 - {63) {104} 2634 8,038
Netincome - - - - 571 51
Other comprehensive loss - - - (18} - {18)
Comprehensive income 553
Adjustment to initially apply

SFAS No. 158, net of tax - - - 73 - 13
Issuance of shares 4 70 - - - - 70
Stock options exercised 115 - - - - 115
Purchase of restricted stock {8) - - - - (8}
Allocation of ESOP shares 13 - 13 - - 26
Stock-based compensation expense K4 - - - - 30
Dividends {$2.43 per share) - -~ ~ - 811) {811)
Balance, December 31, 2006 256 5,791 - {50} {49) 2,594 8,286
Netincome - - - - 504 504
Other comprehensive income - - - 15 - 15
Comprehenstve income 519
Adjnsiment to initially apply FASB

Interpretation No. 48 - - - - (2 2

Issuance of shares [ 46 - - - - 46
Stock options exercised 105 - - - - 105
Allocation of ESOP shares 15 - 13 - - 28
Stock-based compensation expense 7 - - - - n
Dividends (52.45 per share) - - - - {631} {631)
Balance, December 31, 2607 260 36,028 S~ $37) 3(34) 32,465 $8,422
COMNSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
fin millions}
Years ended December 31 2007 2006 2005
Net income 504 SHT1 3697
Other comprehensive income (loss)

Reclassification adjustments included in net income

Change in cash flow hedges (net of tax {expense) benefit of $I3), 28 and 8(26), respectively) 4 {46} 15
Fareign currency translation adjustments included in discontinued operations - - {6)
Minimum pension hability adjustment included in discontinued operations {net of tax expense of St} - - 1
Change in unrecognized items for pension and other postretirement benefits (net of tax expense of $1} 2 - -

Netunrealized {losses) gains on cash How hedges (net of tax benefit {expense} of S8, 816 and S{26}, respectively) {13} {23} 37

Metunrecognized items on pension and other postretirement benefits (net of tax expense of S16} 2 - -

Minimum pension liability adjustment inet of tax {expense} benefit of {30} and S22, respectively) - a8 (19

Uther inet of tax benefit {(expense) of 83, S and (1}, respectively) {1} 3 1

Other comprehensive income (loss) 15 {18} 60
Comprehensive income $519 K3 S§i57

See Noies to Consolidated Financial Statements
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STATEMENTS

In this report, Progress Energy {which includes
Progress Energy, Inc. holding company [the Parent]
and its regulated and nonregulated subsidiaries on
a consolidated basis) is at times referred to as “we,”
“us” or "our.” Additionally, we may collectively refer
to our electric utility subsidiaries, Progress Energy
Carolinas (PEC) and Progress Energy Florida (PEF), as
the "Utilities ”

1. ORGANIZATION AND SUMMARY OF
SIGNIFICANT ACCOUNTING POLICIES

inceme or loss attributed to these interests are included
in minority interest in both the Consclidated Balance
Sheets andin the Consolidated Statements of Income. The
results of operations for minority interest are reported on
a netof tax basis if the underlying subsidiary is structured
as a taxable entity.

Unconsolidated investments in companies over which
we do not have control, but have the ability to exercise
influence over gperating and financial policies {generally
20 percent to 50 percent ownership}, are accounted
for under the equity method of accounting. These

A, Grganization

The Parent is a holding company headquartered in
Raleigh, N.C. As such, we are subject to regulation by
the Federal Energy Regulatory Commission (FERC) under
the regulatory provisions of the Public Utility Holding
Company Act of 2005 (PUHCA 2005).

Our reportable segments are PEC and PEF, both of which
are primarily engaged in the generation, transmission,
distribution and sale of electricity. The Corporate and
Other segment primarily includes amounts applicable
to the activities of the Parent and Progress Energy
Service Company, LLC {PESC) and other miscellaneous
nonregulated businesses that do not separately meet
the quantitative disclosure requirements as a separate
business segment

PEC and PEF are regulated public utilities primarily
engaged in the generation, transmission, distribution
and sale of electricity. PEC is subject to the regulatory
provisions of the North Carolina Utilities Commission
{NCUC), Public Service Commission of South Carolina
{SCPSC), the United States Nuclear Regulatory
Commission (NRC) and the FERC. PEF is subject to
the regulatory provisions of the Florida Public Service
Commission (FPSC), the NRC and the FERC

See Note 19 for further information about our segments,

B. Basis ¢f Fressniation

These financial statements have been prepared in
accordance with accounting principles generally
accepted in the United States of America {GAAP} and
include the activities of the Parent and our majority-
owned and controlled subsidiaries. The Utilities are
subsidiaries of Progress Energy, and as such their
financial condition and results of operations and cash
flows are also consclidated, along with our nonregulated
suhsidiaries, in our consolidated financial statements
Noncontrolling interests in subsidiaries along with the

investments are primarily in fimited liability corporations
and limited liability partnerships, and the earnings from
these investments are recorded on a pre-tax basis (See
Note 20). Other investments are stated principally at cost.
These equity and cost method investments are included
in miscellaneous other property and investments in the
Consolidated Balance Sheets. See Note 13 for more
information about our investments.

Significant intercompany halances and transactions
have been eliminated in consolidation except as permitted
by Statement of Financial Accounting Standards (SFAS)
No. 71, "Accounting for the Effects of Certain Types of
Regulation” {SFAS No. 71}, which provides that profits
on intercompany sales to reguiated affiliates are not
eliminated if the sales price is reasonable and the future
recovery of the sales price through the ratemaking
process is probable.

These combined notes accompany and form an integral
part of our consolidated financial statements.

Certain amounts for 2006 and 2005 have been reclassified
to conform to the 2007 presentation. In addition, our 2007
presentation of operating, investing and financing cash
flows combines the respective cash flows from our
continuing and discontinued operations as permitted
under SFAS No. 95, “Statement of Cash Flows.” Previously,
we had provided separate disclosure of cash flows from
continuing operations and discontinued operations.
These changes in cash flow presentations had no impact
on total cash and cash equivalents, net change in cash
and cash equivalents, or results of operations.

L. Conselidation of Variable Interest Entities

We consolidate all vating interest entities in which we
own & majonty voting interest and all variable interest
entities for which we are the primary beneficiary in
accordance with Financial Accounting Standards Board
{[FASB) Interpretation No. 46R, “Consolidation of Variable
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Interest Entities — An Interpretation of ARB No. ©1”
(FIN 46R}

In addition to the variable interests listed below for PEC
and PEF, we have interests through other subsidiaries in
several variable interest entities for which we are not
the primary beneficiary. These arrangements include
investments in five himited liability partnerships and
limited liability corporations. At December 31, 2007, the
aggregate additional maximum loss exposure that we
could he required to record in our income statement as
aresult of these arrangements was $6 million, which

power plantis approximately 847 megawatts (MW). PEC
has requested the necessary information to determine if
the power plant owner is a variable interest entity or to
identify the primary beneficiary. The entity declined to
provide us with the necessary financial information and
PEC has applied the information scope exception in FIN
46R, paragraph 4{g), to the power plant. PEC believes
thatifitis determined to be the primary beneficiary of the
entity, the effect of consolidating the entity would result
in increases to total assets, long-term debt and other
liabilities, butwould have aninsignificant or no impact on
PEC's common stock equity, net earnings or cash flows

represents our net remaining investment in the entities
The creditors of these variable interest entities do not
have recourse to our general credit in excess of the
aggregate maximum loss exposure.

PEC is the primary beneficiary of, and consolidates, two
limited partnerships that qualify for federal affordable
housing and historic tax credits under Section 42 of the
Internal Revenue Code {the Code) At December 31, 2007,
the total assets of the two entities were $37 million, the
majority of which are collateral for the entities’ obligations
and are included in miscellaneous other property and
investments in the Consolidated Balance Sheets

PEC has an interest in and consolidates a limited
partnership that invests in 17 low-income housing
partnerships that quabfy for federal and state tax
credits. PEC has requested the necessary information
to determine if the 17 partnerships are variable interest
entities or to identify the primary beneficiaries; all
entities from which the necessary financial information
was requested declined to provide the information to
PEC and, accordingly, PEC has applied the information
scope exception in FIN 46R, paragraph 4{g), to the
17 partnerships. PEC believes that if itis determined to
be the primary beneficiary of these entities, the effect
of consolidating the entities would result in increases
to total assets, long-term debt and other liabilities, but
would have an insignificant or no impact on PEC’s common
stock equity, net earnings or cash flows.

PEC also has an interest in one power plant resuiting
from long-term power purchase contracts. Qur only
significant exposure to variability from these contracts
results from fluctustions in the market price of fuel used
by the entity's plants to produce the power purchased by
PEC We are able to recover these fuel costs under PEC's
fuel clause Total purchases fromthis counterparty were

39 million, $45 million and 344 million in 2007, 2006 and
2005, respectively. The generation capacity of the entity’s

However, because PEC has not received any financial
information from the counterparty, the impact cannot be
determined at this time.

PEC also has interests in several other variable interest
entities for which PEC is not the primary beneficiary.
These arrangements include investments in 21 limited
liability partnerships, limited hability corporations and
venture capital funds and two building leases with
special-purpose entities. At December 31, 2007, the
aggregate maximum loss exposure that PEC could be
required to record on its income statement as a result
of these arrangements totals $19 million, which primarily
represents its net remaining investment in these entities.
The creditors of these variable interest entities do not
have recourse to the general credit of PEC in excess of
the aggregate maximum losS exposure.

PEF has interests in four variable interest entities
for which PEF is not the primary beneficiary. These
arrangements include investments in one venture capital
fund, one limited liahility corporation, one building lease
with a special-purpose entity and one operating lease
with a special-purpose entity. At December 31, 2007, the
aggregate maximum loss exposure that PEF could be
required to record in its income statement as a result
of these arrangements was $56 million The majority of
this exposure is related to a prepayment clause in the
building lease and is not considered equity at risk The
creditors of these variable interest entities do not have
recourse to the general credit of PEF in excess of the
aggregate maximum l0ss exposure

ignificant Accounting Policies

In preparing consolidated financial statements that
conform to GAAP, management must make estimates
and assumptions that affect the reported amounts of
assets and liabilities, disclosure of contingent assets



Case No. 2011-124
Staff-DR-01-008 ii attachment
(Progress Energy)

Page76 of 140

and liahilities at the date of the consolidated financial
statements, and amounts of revenues and expenses
reflected during the reporting period. Actual results could
differ from those estimates

We recognize revenue when itis realized or realizable and
garnedwhen all of the following criteria are met persuasive
evidence of an arrangement exists, delivery has occurred
or services have heen rendered; our price to the buyer
is fixed or determinable; and collectability is reasonably

“Accounting for Stock-Based Compensation” {SFAS
No. 123), as amended by SFAS No. 148, "Accounting
for Stock-Based Compensation ~ Transition and
Disclosure.” Effective July 1, 2005, we adopted the
fair value recognition provisions of SFAS No. 123R,
“Share-Based Payment” (SFAS No. 123R), for stock-
based compensation utilizing the modified prospective
transition method (See Note 10B)

Our subsidiaries provide and receive services, at cost, to

sssuret-Wererognize-slectricutifity revenuesasservice
is rendered to customers. Operating revenues include
unbilled electric utility revenues earned when service has
been delivered butnot billed by the end of the accounting
period, and diversified business revenues, which are
generally recognized at the time products are shipped
or as services are rendered. Customer prepayments are
recorded as deferred revenue and recognized asrevenues
as the services are provided.

1

Frirs emeT MEEEoo
FEIEE 05T DEFERR

Ll it

V.

Fuel expense includes fuel costs or other recoveries
that are deferred through fuel clauses established by
the Utilities’ regulators. These clauses allow the Utilities
to recover fuel costs, fuel-related costs and portions of
purchased power costs through surcharges on customer
rates. These deferred fuel costs arerecognizedinrevenues
and fuel expenses as they are billable to customers.

repIcE TRYES
EALIRE TRARS

The Utilities collect from customers certain excise
taxes levied by the state or local government upon the
customers. The Utilities account for sales and use tax
on a net basis and gross receipts tax, franchise taxes
and other excise taxes on a gross basis The amount of
gross receipts tax, franchise taxes and other excise taxes
included in operating revenues and taxes other than on
income on the Consolidated Statements of income were
$299 million, $293 million and $258 million for the years
ended December 31, 2007, 2006 and 2005, respectively

Prior to July 2005, we accounted for stock-based
compensation under the recognition and measurement
provisions of Accounting Principles Board Opinion No
25, "Accounting for Stock lssued to Employees,” and
related interpretations in accounting for our stock-
hased compensation costs In addition, we followed the
disclosure requirements contained in SFAS No. 123,

ard-from-the-Baront-and-its-subsidiariesin-accordance
with PUHCA 2005 The costs of the services are billed on a
direct-charge basis, whengver possible, and on allocation
factors for general costs thatcannotbe directly attributed.
in the subsidiaries’ financial statements, billings from
affiliates are capitalized or expensed depending on the

nature of the services rendered.

Utility plant in service is stated at historical cost less
accumulated depreciation. We capitalize all construction-
related directlabor and materal costs of units of property
as well as indirect construction costs. Certain costs that
would otherwise not be capitalized under GAAP are
capitalized in accordance with regulatory treatment.
The cost of renewals and betterments is also capitalized.
Maintenance and repairs of property {including planned
major maintenance activities), and replacements and
renewals of items determined to be less than units of
property, are charged to maintenance expense asincurred,
with the exception of nuclear outages at PEF Pursuant to
a regulatory order, PEF accrues for nuclear outage costs
in advance of scheduled outages, which occur every two
years. The costof units of property replaced or retired, less
salvage, is charged to accumulated depreciation. Removal
or disposal costs that do not represent asset retirement
obligations (ARQ) under SFAS No. 143, “"Accounting for
Asset Retirement Obligations” {SFAS No. 143), are charged
to a requlatory hability.

Allowance for funds used during construction (AFUDC)
represents the estimated costs of capital funds necessary
to finance the construction of new regulated assets As
prescribed in the regulatory uniform system of accounts,
AFUBC is charged to the cost of the plant The equity funds
portion of AFUDC is credited to other income, and the
borrowed funds portion is credited to interest charges
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We account for AROs, which representlegal obligations
associated with the retirement of certain tangible long-
lived assets, in accordance with SFAS No. 143, The present
values of retirement costs for which we have a legal
obligation are recorded as liabilities with an egquivalent
amount added to the asset cost and depreciated over an
appropriate period The liability is then accreted over time
by applying an interest method of allocation to the liability
in addition, effective December 31, 2005, we also adopted
FASB Interpretation No. 47, “Accounting for Conditional

PEC’s current North Carolina base iates are continuing
subject to treditional cost-based rate regulation During
the rate freeze period, the legisiation provided for the
amortization and recovery of 70 percent of the original
estimated compliance costs for the Clean Smokestacks
Act while providing significant flexibility in the amount of
annual amortization recorded from none up to $174 million
peryear During 2007, the NCUC approved PEC's request to
amortize the remaining 30 percent of the ariginal estimated
compliance costs during 2008 and 2009, with discretion to
amortize up to $174 million in either year.

AsserRetirenant- Ohlrgations“tFN-4H,-whichctarifed
certain requirements of SFAS No. 143

The adoption of SFAS No. 143 and FIN 47 had no impact
on the income of the Utilities as the effects were offset
by the establishment of regulatory assets and regulatory
liahilities pursuant to SFAS No. 71 (See Note 7A) and in
accordance with orders issued by the NCUC, the SCPSC
and the FPSC

Substantially all depreciation of utility plant other than
nuclear fuel is computed on the straight-line method
based on the estimated remaining useful life of the
property, adjusted for estimated salvage (See Note
BA). Pursuant to their rate-setting authority, the NCUC,
SCPSC and FPSC can also grant approval to accelerate or
reduce depreciation and amortization of utility assets
{See Note 7).

Amortization of nuclear fuel costs is computed primarily
on the units-of-production method. In the Utlities” retail
jurisdictions, provisions for nuclear decommissioning
costs are approved by the NCUC, the SCPSC and the FPSC
and are based on site-specific estimates thatinclude the
costs for removal of all radioactive and other structures

t the site. In the wholesale jurisdictions, the provisions
for nuclear decommissioning costs are approved by
the FERC

The North Carolina Clean Smokestacks Act {Clean
Smokestacks Act} was enacted in 2002. The Clean
Smokestacks Act froze North Carolina electric utility base
rates for a five-year period, which ended in December
2007, unless there were extraordinary events beyond the
control of the utilities or unless the utilities persistently
earned a return substantially in excess of the rate of
return established and found reasonable by the NCUC
in the respective utility's last general rate case. There
were no adjustments to PEC's base rates during the five-
year period ended December 2007 Subsequent to 2007,

We consider cash and cash equivalents to include
unrestricted cash on hand, cash in banks and temporary
investments purchased with a maturity of three months
orless

INVENTORY

We accountfor inventory, including emission allowances,
using the average cost method. We value inventory of
the Utilities at historical cost consistent with ratemaking
treatment Materials and supplies are charged toinventory
when purchased and then expensed or capitalized to
plant, as appropriate, when installed. Materials reserves
are established for excess and obsolete inventory. We
value inventory of nonreguiated subsidiaries at the lower
of cost or market.

J
]

REGULATORY ASSEY

The Utilities’ operations are subjectto SFAS No. 71, which
allows a regulated company to record costs that have been
or are expected to be allowed in the ratemaking process in
a period different from the period in which the costs would
be charged to expense by a nonregulated enterprise.
Accordingly, the Utilities record assets and liabilities that
result from the requlated ratemaking process that would
not be recarded under GAAP tor nonregulated entities.
These regulatory assets and liahilities represent expenses
deferred for future recovery from customers or obligations
to be refunded to customers and are primarily classified in
the Consolidated Balance Sheets as regulatory assets and
regulatory liabilives (See Note 7Al The regulatory assets
and liahilities are amortized consistent with the treatment
of the related costin the ratemaking process

Goodwill is subject to at least an annual assessment
for impairment by applying a two-step, fair value-based
test This assessment could resultin periodic impairment
charges Intangible assets are amortized based on the
economic benefit of their respective lives
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STATEMEHNTS

Long-term debt premiums, discounts and issuance
expenses are amortized over the terms of the debt
issues. Any expenses or call premiums associated with
the reacquisition of debt obligations by the Utilities are
amortized over the applicable lives using the straight-
line method consistent with ratemaking treatment
{See Note 7A)

derivatives meet the SFAS No. 133 criteria for normal
purchases or normal sales and are designated as
such We generally designate derivative instruments as
normal purchases or normal sales whenever the SFAS
No. 133 criteriz are met If normal purchase or normal
sale criteria are not met, we will generally designate the
derivative instruments as cash flow or fair value hedges
itthe related SFAS No 133 hedge criteria are met Certain
econamic derivative instruments receive regulatory
accounting treatment, under which unrealized gains and
losses are recorded as reguiatory liabilities and assets,
respectively, until the contracts are settied See Note 17

Deferred income taxes have been provided for temporary
differences. These occur when there are differences
between the book and tax carrying amounts of assets
and liabilities. Investment tax credits related to regulated
operations have been deferred and are heing amortized
over the estimated service life of the related properties.
Credits for the production and sale of synthetic fuels are
deferred credits to the extent they cannot be or have not
been utilized in the annual consolidated federal income tax
returns, and are included in income tax expense (benefit)
ofdiscontinued operationsin the Consolidated Statements
of Income. We accrue for uncertain tax positions when it
is determined thatitis more likely than not that the benefit
will not be sustained on audit by the taxing authority,
including resolutions of any related appeals or litigation
processes, based solely on the technical merits of the
associated tax position. If the recognition threshold is
met, the tax benefitrecognized is measured at the largest
amount of the tax benefit that, in our judgment, is greater
than 50 percent likely to be realized. interest expense on
tax deficiencies and uncertain tax positions is included
in netinterest charges, and tax penalties are included in
ather, net on the Consolidated Statements of Income

We account for derivative instruments in accordance with
SFAS No. 133, "Accounting for Derivative Instruments and
Hedging Activities” (SFAS No. 133}, as amended by SFAS
No. 138, “Accounting for Certain Derivative Instruments
and Certain Hedging Activities — An Amendment of FASB
Staterment No. 133," and SFAS No. 143, "Amendment of
Statement 133 on Derivative Instruments and Hedging
Activities.” SFAS No. 133, as amended, establishes
accounting and reporting standards for derivative
instruments, including certain derivative instruments
embedded in other contracts, and for hedging activities.
SFAS No. 133 requires that an entity recognize all
derivatives as assets or habilities in the balance sheet
and measure those instruments at fair value, unless the

for additional information regarding nsk management
activities and derivative transactions

We accrue for loss contingencies in accordance with
SFAS No 5, “Accounting for Contingencies” (SFAS No. 5)
Under SFAS No 5, contingentlosses such as unfavorable
results of litigation are recorded when itis probable that
aloss has beenincurred and the amount of the loss can
be reasonably estimated. Unless otherwise required by
GAAP,we donotaccrue legal fees when a contingentloss
is initially recorded, but rather when the legal services
are actuaily provided.

As discussed in Note 21, we accrue environmental
remediation liabilities when the criteria for SFAS No. 5
have been met. Environmental expenditures that relate
to an existing condition caused by past operations and
that have no future economic benefits are expensed.
Accruals for estimated losses from environmental
remediation obligations generally are recognized no later
than completion of the remedial feasibility study. Such
accruals are adjusted as additional information develops
or circumstances change Certain environmental expenses
receive regulatory accounting treatment, under which the
expensesarerecorded asrequiatory assets Costs of future
expenditures for environmental remediation obligations
are not discounted to their present value Recoveries of
environmental remediation costs from other parties are
recognized when their receipt is deemed probable or on
actual receipt of recovery. Environmental expenditures
that have future economic benefits are capitalized in
accordance with our asset capitalization policy

As discussed in Note 9, we account for impairment of
long-lived assets in accardance with SFAS No. 144,
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“Accounting for the Impairment or Disposal of Long-Lived
Assets” {SFAS No. 144). We review the recoverability
of long-ltived tangible and intangible assets whenever
impairment indicators exist. Examples of these indicators
include current period losses, combined with @ history of
fosses or a projection of continuing losses, or a significant
decrease in the market price of a long-lived asset group.
If animpairmentindicator exists for assets to be held and
used, then the asset group is tested for recoverability by
comparing the carrying value to the sum of undiscounted
expected future cash flows directly attributable to the
assetgroup. If the asset group is notrecoverable through

and a fair value hierarchy that categorizes and prioritizes
the inputs that should be used to estimate fair value The
effective date of SFAS No. 157 for us is January 1, 2008
InFebruary 2008, the FASB issued FASB Staff Position (FSP)
No FAS 157-2, which for us delays the effective date of
SFAS No. 157 for all nonfinancial assets and nonfinancial
liabilities, except for those that are recognized or disclosed
at fair value in the financial statements on a recurring
basis {at least annually), until January 1, 2009. We will
implement SFAS No. 157 as of January 1, 2008, and will
utilize the deferral provision of FSP No. FAS 157-2 for all
nonfinancial assets and liabilities within its scope. We do

undiscounted cash flows or the asset group is to be
disposed of, then an impairment loss is recognized for
the difference between the carrying value and the fair
value of the asset group.

We review our investments to evaluate whether or not a
decline in fair value below the carrying value is an other-
than-temporary decline. We consider various factors,
such as the investee’s cash position, earnings and revenue
outlook, liquidity and management’s ability to raise
capital in determining whether the decline is other-than-
temporary. If we determine that an other-than-temporary
decline in value exists, the investments are written down
to fair value with a new cost basis established.

SUBSIDIARY STOCK TRANSACTIONS

Gains and losses realized as a result of common stock
sales by our subsidiaries are recorded in the Consolidated
Statements of Income, except for any transactions
that must be credited directly to equity in accordance
with the provisions of Staff Accounting Bulletin No 51,
“Accounting for Sales of Stock by a Subsidiary.”

2. NEW ACCOUNTING STANDARDS

FASB interpretation Mo. 48, "Accounting for
Uncertainty in income Taxes”

Refer to Note 14 for information regarding our first quarter
2007 implementation of FASB Interpretation No. 48,
"Accounting for Uncertainty in Income Taxes™ [FIN 48)

SFAS Ne. 157,

In September 2006, the FASB issued SFAS No 157, "Fair
Value Measurements” (SFAS No 157), which redefines fair
value as "the pricethatwould be receivedto sell an asset or
paid to transfer a liability in an orderly transaction between
market participants at the measurement date.” SFAS No
157 establishes a framework for measuring fair value

Fair Value Measurements”

notexpectthe adoption of SFAS No 157 to have a material
impact on our financial position or results of operations.

SFAS No. 159, "The Fair Value Option for
Financial Assets and Financial Liabilities —
Including an amendment of FASB Statement
No. 115"

In February 2007, the FASB issued SFAS No. 159, “The
Fair Value Option for Financial Assets and Financial
Liabilities — Including an amendment of FASB Statement
No. 115" (SFAS No. 159), which permits entities to choose
to measure many financial instruments and certain other
items at fair value that are not currently required to be
measured at fair value. The decision about whether to
elect the fair vafue option is applied on an instrument by
instrument basis, is irrevocable {unless a new election
date occurs) and is applied to the entire financial
instrument. SFAS No. 159 is effective for us on January 1,
2008. We do not expect the adoption of SFAS No. 159 to
have a material impacton our financial position or results
of operations.

FASE Staif Position FilM Mo, 38-1,
An Amendment of FIN 38, Offsetting of
Amounis Related to Certain Contracts

FASB Interpretation No. 39, “Offsetting of Amounts Related
to Certain Contracts” (FIN 39, specifies what conditions
must be met for an entity to have the rnight to offset
assets and liabilities in the balance sheet and clarifies
when it is appropriate to offset amounts recognized for
forward interest rate swap, currency swap option, and
ather conditional or exchange contracts. FIN 39 also
permits offsetting of fair value amounts recognized for
multiple contracts executed with the same counterparty
under a master netting arrangement. On Aprit 3G, 2007,
the FASB issued FASB Staff Positton FIN No 28-1, "An
Amendment of FIN 38, Offsetting of Amounts Related to
Certain Contracts” (FSP FIN 38-1}, which amends portions
of FIN 39 to make certain terms consistent with those
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used in SFAS No 133, FSP FIN 39-1 also amends FIN 39
to allow for the offsetting of fair vatue amounts for the
right to reclaim collateral assets or liabilities arising from
the same master netting arrangement as the derivative
instruments. We will implement the FSP as of January 1,
2008, as a refrospective change in accounting principle
for altfinancial statements presented We currently offset
fair value amounts recognized for derivative instruments
under master netting arrangements. As allowed under FSP
FIN 39-1, we will change our accounting policy effective
January 1, 2008, and discontinue the offset of fair value
amounts for such derivatives. We expect this change

amendment of ARB No. 517

In conjunction with the issuance of SFAS No. 141R,
in December 2007, the FASB issued SFAS No. 160,
“Noncontrolling Interests in Consolidated Financial
Statements, an amendmentof ARB No 51" {SFAS No 160)
whichintroduces significantchanges inthe accounting for
noncontrolling interestsin a partially owned consolidated
subsidiary. SFAS No. 160 also changes the accounting
for and reporting for the deconsolidation of a subsidiary.

in policy to result in increases to total derivative assets
and liabilities and accounts receivables and payables of
$64 million as of adoption on January 1, 2008, but will
have no impact on our results of operations or equity

SFAS No. 141R, "Business Combinations”

In December 2007, the FASB issued SFAS Statement
No. 141R, "Business Combinations” {SFAS No. 141R),
which introduces significant changes in the accounting
for business acquisitions. SFAS No. 141R considerably
broadens the definition of a3 “business” and a “business
combination,” which will result in an increased number
of transactions or other events that will qualify as
business combinations. This will affect us primarily in
our assessment of variable interest entities {"VIEs”}.
SFAS No. 141R amends FIN 46R to clanfy that the initial
consolidation of a business thatis a VIE is a business
combination in which the acquirer should recognize
and measure the fair value of the acquiree as a whole,
and the assets acquired and habilittes assumed at
their full fair values as of the date control is obtained,
regardless of the percentage ownership in the acquiree
or how the acquisition was achieved Other significant
changes include the expensing of all acquisition-
related transaction costs and most acquisition-related
restructuring costs, the fair value remeasurement of
certain earn-out arrangements and the discontinuance
of the expense at acquisition of acquired-in-process
research and development SFAS No 141R is effective
for us for business combinations for which the acquisition
date is on or after January 1, 2009. Earlier application
is prohibited. We do not expect the adoption of
SFAS No. 1418 to have a material impact on our financial
position or results of operations.

SEASNo-t60requiresthet-aroncontrotinginterestin-a
consolidated subsidiary be displayed in the consolidated
statement of financial position as a separate component
of equity rather than as a “mezzanine” item between
liabilities and equity. SFAS No. 160 also requires that
earnings attributed to the noncontrolling interests be
reported as part of consolidated earnings, and requires
disclosure of the attribution of consolidated earnings to
the controlling and noncontrolling interests on the face of
the consolidated income statement. SFAS No. 160 mustbe
adopted concurrently with the effective date of SFAS No.
1418, which for us is January 1, 2009. We do not expect
the adoption of SFAS No. 160 to have a material impacton
our financial position or results of operations.

3. DIVESTITURES
A. CCO - Georgia Operations

On March 9, 2007, our subsidiary, Progress Ventures,
fnc. (PV1), entered into a series of transactions to sell
or assign substantially all of its Competitive Commercial
Operations {CCO) physical and commercial assets
and liabilities. Assets divested include approximately
1,900 MW of gas-fired generation assets in Georgia.
The sale of the generation assets closed on June 11,
2007, for a net sales price of $615 million. We recorded
an estimated after-tax loss of $226 million in December
2006. Based on the terms of the final agreementand post-
closing adjustments, during the year ended December 31,
2007, we reversed $18 million after-tax of the impairment
recorded in 2006.

Addiionally, on June 1, 2007, PVI closed the transaction
involving the assignment of a contractportfolio consisting
of full-requirements contracts with 16 Georgia electric
membership cooperatives {the Georgia Contracts),
forward gas and power contracts, gas transportation,
structured power and other contracts to a third party
This represents substantially all of our nonregulated
energy marketing and trading operations. As a result
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of the assignments, PVl made a net cash payment of
£347 million, which represents the net cost to assign the
eorgia Contracts and other related contracts. in the
vear ended December 31, 2007, we recorded a charge
associated with the costs to exit the Georgia Contracts,
and other related contracts, of $348 million after-tax
{charge included in the net loss from discontinued
operations in the tahle below} We used the netproceeds
fram the divestiture of CCO and the Georgia Contracts for
general corporate purposes

The accompanying consolidated financial statements

The accompanying consolidated financial statements
have heen restated for all periods presented to reflect
the operations of Terminals as discontinued operations
Interest expense has been allocated to discontinued
operations based on their respective net assets,
assuming a uniform debt-to-equity ratic across our
operations. Pre-tax interest expense allocated for the
years ended December 31, 2007, 2006 and 2005 was
$1 million, 81 million and $3 million, respectively. We
ceased recording depreciation upon classification of
the assets as discontinued operations in November 2007
After-tax depreciation expense during each of the years

have beenrestated for all periods presented toreflect the
operations of CCQ as discontinued operations. Interest
expense has been allocated to discontinued operations
hased ontheir respective net assets, assuming a uniform
debt-to-equity ratio across our operations. Pre-tax interest
expense allocated for the years ended December 31, 2007,
2006 and 2005 was $11 million, $36 million and $39 million,
respectively. We ceased recording depreciation upon
classification of the assets as discontinued operations
in Decernber 2006. After-tax depreciation expense during
gach of the years ended December 31, 2006 and 2005 was
$14 million. Results of discontinued operations for CCO for
the years ended December 31 were as follows:

fin millions) 2007 2006 2005
Revenues S487 $754 8627
Loss before income taxes ${449) $(92) $(93})
Income tax benefit 166 35 39
Netloss from discontinued operations (283} (57) {54)
Gain {loss}on disposal of

discontinued operations,

including income tax benefit of

S7 and $123, respectively 18 {226) -
Loss from discontinued operations  ${265} §(283} S(54}

B. Terminals Operations and Svnthetic Fuels
Businesses

On December 24, 2007, we signed an agreement to sell
coal terminals and docks in West Virginia and Kentucky
{Terminals) for $71 million in gross cash proceeds.
Terminals was previously a component of our former Coal
and Synthetic Fuels segment The terminals have a total
annual capacity in excess of 40 million tons for transloading,
blending and storing coal and other commodities Proceeds
from the sale are expected to be used for general corporate
purposes We expect this transaction to close by the end
of the first quarter of 2008

ended December 31, 2007, 2006 and 2005 was $2 million,
$4 million and $7 million, respectively.

Historically, we have had substantial operations
associated with the production of coal-based solid
synthetic fuels (Synthetic Fuels) as defined under Section
29 of the Code The production and sale of these products
qualified for federal income tax credits so long as certain
reguirements were satisfied. Synthetic fuels are generally
not economical to produce and sell absent the credits.
On September 14, 2007, we idied production of synthetic
fuels at our majority-owned synthetic fuels facilities due
to the high level of ail prices. On October 12, 2007, based
upon the continued high level of oil prices, unfavorable
oil price projections through the end of 2007, and the
expiration of the synthetic fuels tax credit program at
the end of 2007, we permanently ceased production
of synthetic fuels at our majority-owned facilities. As
a resuit of the expiration of the tax credit program, all
of our synthetic fuels businesses were abandoned
and all operations ceased as of December 31, 2007.
in accordance with the provisions of SFAS No. 144, a
long-lived assetis abandoned whenitceases to be used.
The accompanying consolidated income statements have
been restated for all periods presented to reflect the
abandoned operations of our synthetic fuels businesses
as discontinued operations

Results of discontinued operations for the years ended
December 31 for Terminals and Synthetic Fuels were
as follows

in miffions! 2047 2006 2005
Revenues $1,126 S847 S1,220
Eamings tloss) before income taxes and

minority interest S2 8179y s{Tn
Income tax benefit including tax credits 64 135 336
Minority interest share of losses 17 7 kel

Net earnings tloss) from discontinued
operations $83  S{37)  Sisg
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On Qctober 2, 2066, we sold our natural gas drilling and
production business (Gas} fer approximately $1.1 billion
in net proceeds. Gas included Winchester Production
Company, Ltd. {Winchester Production), Westchester Gas
Company, Texas Gas Gathering and Talco Midstream Assets
Ltd.; all were subsidiaries of Progress Fuels. Proceeds
from the sale have been used primarily to reduce holding
company debt and for other corporate purposes.

Based on the net proceeds associated with the sale,

into definitive agreements to sell DeSoto and Rowan,
including certain existing power supply contracts, to
Southern Power Company, a subsidiary of Southern
Company, for gross purchase prices of approximately
$80 mitlion and §325 million, respectively We used the
proceeds from the sales to reduce debt and for other
corporate purposes

The sale of DeSoto closed in the second quarter of 2006
and the sale of Rowan closed during the third quarter
of 2006. Based on the gross proceeds associated with
the sales, we recorded an after-tax loss on disposal of

We recorded an after-tax etr-gaimn o dispusstof
$300 million during the year ended December 31, 2006
We recorded an after-tax loss of $2 millien during the year
ended December 31, 2007, primarily related to working
capital adjustments.

The accompanying consolidated financial statements
reflect the operations of Gas as discontinued operations.
Interest expense has been allocated to discontinued
pperations based on their respective net assets,
assuming a uniform debt-to-equity ratio across our
operations. Pre-tax interest expense allocated for each
of the years ended December 31, 2006, and 2005 was
$13 million. We ceased recording depreciation upon
classification of the assets as discontinued operations
in July 2006. After-tax depreciation expense during the
years ended December 31, 2006, and 2005 was §16 million
and $26 million, respectively. Results of discontinued
operations for Gas for the years ended December 31 were
as follows:

$67 million during the year ended December 31, 2006.

The accompanying consolidated financial statements
reflect the operations of DeSoto and Rowan as
discontinued operations. Interest expense has been
allocated to discontinued operations based on their
respective net assets, assuming a uniform debt-to-equity
ratio across our operations. Pre-tax interest expense
allocated for the years ended December 31, 2006, and
2005 was $6 million and $13 million, respectively. We
ceased recording depreciation upon classification of
the assets as discontinued operations in May 2006.
After-tax depreciation expense during the years
ended December 31, 2006, and 2005 was $3 million and
$8 million, respectively. Results of discontinued operations
for DeSoto and Rowan for the years ended December 31
were as follows:

{in millions) 2007 2008 2005
Revenues S- 8192 §159
Earnings before mcome taxes S $135 RYR
Income tax benefit {expense) 4 {63) {25)
Net earnings from discontinued operations ) 82 49
{Loss) gain on disposal of discontinued

operations, mcluding income tax benefit

{expense) of ST and S{188}, respectively {2) 300 -

tin miflions) 2006 2005
Revenues 564 67
Earnings betore income taxes $15 £
Income tax expense {5) {2}
Net earnings from discontinued operations 10 3
Loss on disposal of discontinued operations,

including income tax benehit of S37 {67) -
(Loss} earnings from discontinued operations 8(57) 3

Earnings from discontinued operations

m
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On May 2, 2006, our board of directors approved a plan
to divest of two subsidiaries of PVI, DeSoto County
Generating Co , LLC (DeSotojand Rowan County Power, LLC
{Rowan! DeSoto owned a 320 MW dual-fuel combustion
turbine electric generation facility in DeSoto County,
Fla., and Rowan owned a 925 MW dual-fuef combined
cycle and combustion turbine electric generation facility
in Rowan County, N.C. On May 8, 2006, we entered

E. Progress Telecom, LLC

On March 20, 2006, we completed the sale of Progress
Telecom, LLC {PT LLC) to Level 3 Communications, Inc.
{Level 3) We received gross proceeds comprised of cash
of $69 million and approximately 28 million shares of Level
3 common stock valued at an estimated $66 million on
the date of the sale Our net proceeds from the sale of
approximately $70 million, after consideration of minority
Interest, were used to reduce debt Prior to the sale, we
had a 51 percent interest in PT LLC. See Note 20 for 3
discussion of the subsequent sale of the Level 3 stock
in 2006.
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Based on the net proceeds associated with the sale and
after consideration of minonty interest, we recorded an
after-tax net gain on disposal of $28 million during the year
ended December 31, 2006

The accompanying consolidated financial statements
reflect the operations of PT LLC as discontinued
operations. Interest expense has been allocated to
discantinued operations based an their respective net
assets, assuming a uniform debt-to-equity ratio across
our operations. Pre-tax interest expense allocated was
$1 million for the year.ended December 31, 2005. We

The accompanying consolidated financial statements
reflect Dixie Fuels and the other fuels business as
discontinued operations. Interest expense has bean
allocated to discontinued operations based on their
respective net assets, assuming a uniform debt-to-
equity ratio across our operations. Pre-tax interest
expense allocated was §1 million for each of the
years ended December 31, 2006, and 2005. We ceased
recording depreciation upon classification of the assets
as discontinued operations. After-tax depreciation
gxpense during the years ended December 31, 2006,
and 2005 was $1 million and 32 million, respectively.

ceased recording depreciation upon classification of
the assets as discontinued operations in January 2006.
After-tax depreciation expense during the years ended
December 31,2008, and 2005 was $1 million and $8 million,
respectively. Results of discontinued operations for PT
LLC for the years ended December 31 were as follows:

fin millions) 2006 2005
Revenues $18 576
Earnings hefore income taxes and minority interest Si s
Income 1ax expense (4} (3)
Minarity interest share of earnings {5) 4)
Net {loss) earnings from discontinued operations 2) 4

Gain on disposal of discontinued operations, includ-
ing income tax expense of 88 and
minority interest of $35 28 -

Earmnings from discontinued operations $26 4

In connection with the sale, PEC and PEF provided
indemnification against costs associated with certain
asset performances to Level 3. See general discussion of
guarantees at Note 22C. The ultimate resolution of these
matters could result in adjustments to the gain on sale in
future periods.

F. Dixtie Fuels and Othe: ~uels Business

On March 1, 2006, we sold Progress Fuels’ 65 percent
interest in Dixie Fuels Limited (Dixie Fuels) to Kirby
Corporation for $16 million in cash. Dixie Fuels
operates a fleat of four ocean-going dry-bulk barge
and tugboat units Dixie Fuels primarily transports coal
from the lower Mississippi River to Progress Energy’s
Crystal River facility. We recorded an after-tax gain of
$2 million on the sale of Dixie Fuels during the year ended
December 31, 2006. During the year ended December 31,
2007, we recorded an additional gain of $2 miflion primarily
related to the expiration of indemnifications

Results of discontinued operations far Dixie Fuels
and other fuels businesses for the years ended
December 31 were as follows:

fin millions} 2007 2006 2005
Revenues S S20 32
Earnings before income taxes S St S8
Income tax expense - 4 3)
Net earnings from discontinued operations - 7 5

Gain on disposal of discontinued operations,
incliiding income tax expense of $1 and 81,
respectively 2 2 -

Farnings from discontinued operations R4 59 %

G. Coal Mining Businesses

Progress Fuels owned five subsidiaries engaged In the
coal mining business. These businesses were previously
included in our former Coal and Synthetic Fuels business
segment. On May 1, 2006, we sold certain net assets of
three of our coal mimng businesses to Alpha Natural
Resources, LLC for gross proceeds of $23 million plus a
$4 million working capital adjustment. As a result, during
the year ended December 31, 2006, we recorded an after-
tax loss of $10 million on the sale of these assets.

On Decemner 24, 2007, we signed an agreement to sell the
remaining net assets of the coal mining business for gross
cash proceeds of $23 million. These assets include Powell
Mountain Coal Co and Dulcimer Land Co., which consist of
about 30,000 acresin Lee County, Va and Harlan County, Ky
The property contains an estimated 40 mithion tons of high
quality coal reserves. We expect this transaction to close
by the end of the first quarter of 2008.

The accompanying consolidated financial statements
reflect the coal mining aperations as discontinued
pperations. Interest expense has been allocated to
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discontinued operations hased on the net assets of the
coal mines, assuming a uniform debt-to-equity ratio
across our operations Pre-taxinterestexpense allocated
for the years ended December 31, 2007, 2006 and 2005
was $1 million, $1 million and 83 million, respectively We
ceasedrecording depreciation expense upon classification
of the coal mining operations as discontinued operations
in November 2005 After-tax depreciation expense during
the year ended December 31,2005, was $10 million. Results
of discontinued operations for the coal mining businesses
for the years ended December 31 were as follows:

We ceased recording depreciation upon classification
of Progress Rail as discontinued operations in February
2005. After-tax depreciation expense during the year
ended December 31, 2005, was $3 million Results
of discontinued operations for Progress Rail for the years
ended December 31 were as follows:

fin miflions) 2007 2006 2005
Revenues 28 S84 S184
Loss hefore income taxes {17 Si11) S(16}
Income tax benefit 6 7 5
Net loss from discontinued operations {11} (4) (11}
L oss on disposal of discontinued operations,

including income tax benefit of $16 - {10) -
Loss from discontinued operations s{1) sS4 S

H. Progress Rail

On March 24, 2005, we completed the sale of Progress
Rail Services Corporation {Progress Rail) to One Equity
Partners LLC, a private equity firm unit o