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amount of future coal generation to continue to become more uncertain. In 

addition, weather and economic conditions will continue to impact future coal 

3 burn require me nts . 
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Pricina Risk and Strateuv 

Competing for energy market share with other utilities and power marketers 

requires competitive energy pricing. Because more than 50 percent of the cost 
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for coal-fired generation is fuel, competitively priced coal supplies should be 

maintained. 

The objective is to have a portfolio of long-term contracts and spot coal supplies 

that provide pricing at or below market at any given point in time. 

Where negotiations allow, mechanisms to achieve this objective include: 

Due to the size of our system, the volume of purchases made at a particular time 

can impact the market. Ranking bid proposals in order of least cost and 

cumulative volume produces a price curve similar to the following: 

Fuel Price Curve 

YMMBtu 

Tons 
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Diversitv of SUPPIV Risk and Stratear 

There is a risk in relying on one or two large producers from a single region to 

meet supply needs. Also, having the ability to burn coal from various regions will 

decrease the availability risk associated with lack of supply in a particular region. 

Diversifying will also keep the competition strong among the suppliers. 

Close involvement with plant personnel will be required to actively pursue 

alternate sources, including testing and plant modifications if required. 

Reliabilitv Risk and Strategy 

When a supply and demand imbalance occurs in the coal industry, reliability of 

supply poses a risk. Securing business with producers that have performed well 

during times of unreliable supply can mitigate that risk. Also, in addition to an 

economic evaluation, technical and financial evaluations of suppliers are now a 

required part of the coal procurement process. 

9 



I 

2 

1 

4 

5 

h 

7 

8 

0 

10 

1 1  

12 

13 

14 

1s 

16 

17 

18 

I9 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

Docket No. 100001-El 
Risk Management Plan for Fuel Procurement 
Exhibit HRB-4, Page 12 of 102 

Environmental Risk and Strateuy 

When procuring coal for a term greater than 12 months, a major risk factor is the 

potential impact from future changes in environmental laws and regulations that 

may render the burning of coal as non-economic to our system. 

10 
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Stratecric Plan 
As mentioned above, when procuring coal for Gulf, the Crist and Smith plants will 

be grouped together because of their common supply source and transportation 

mode. Diversity of supply and flexibility will be important aspects of their fuel 

supply strategy. 

On the other hand, Scholz can burn similar quality coals, but its transportation 

mode differs because it is rail served. The co-owned plants, Daniel and Scherer, 

will be treated individually. 

m- In 2011, Crist will be served by Marquette Barge Company. Crist burns 

between 1.5 and 2.5 million tons of coal a year and must comply with a state 

SO2 emission limit of 2.1 Ibs S02/MMBTU. For the past several years, Crist has 

burned low sulfur Illinois Basin coal from the Galatia mine. Crist can also burn 

Colombian import coals, as well as coals from Colorado, Utah and the Central 

Appalachian regions. Crist is considered an intermediate coal plant with a 

projected capacity factor of greater than 60 percent. 

- Smith - In 201 1, Smith will also be served by Marquette Barge Company. It 

burns between 500,000 and 1 million tons of coal a year and must comply with 

the state SO2 emission limit of 2.1 Ibs S02/MMBTU. Smith can burn a variety of 

11 
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I Tactical Plan 

2 

3 Crist and Smith 

4 

s 
The chart below shows a breakdown of the current Crist and Smith suppliers and 

volume commitments, including options, through 201 6. 
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Gulf Power Company - Crist & Smith 
Fuel Program Status - Supplier Breakdown 
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The strategy for the intermediate plants is to have a certain percentage of firm 
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In recent years, Crist and Smith have undertaken a plan to blend Illinois Basin 

coal with Colombian coal in order to take advantage of an increased Btu content 

and decreased sulfur content of a blended coal. This practice of blending Illinois 

Basin coal with Colombian coal is scheduled to continue through mid-201 1. 

However, beginning in 201 1, this plan will change to an Illinois Basin - Central 

Appalachian coal blend or an Illinois Basin - Colorado/Utah coal blend as the 

lnterocean contract is due to expire on May 31, 201 1. 

Both Crist and Smith's portfolio currently includes coals from other supply regions 

such as the Central Appalachian region and the Western bituminous regions of 

Colorado and Utah. These coals are being delivered by rail to the Alabama State 

Docks (ASD) in Mobile, Alabama. 

In 2009, the ASD upgraded the rail unloading facility at the Bulk Terminal to allow 

for an increase in volume of rail coal at this facility. Shipments can also be 

delivered to various ports along the Mississippi River and transloaded into barges 

for ultimate delivery to Crist and Smith. 

Crist and Smith have an uncommitted need of approximately 815,000 tons in 

2011. The plan is to issue a spot coal solicitation in the fourth quarter of 2010 to 

fulfill a portion or, depending on pricing, all of this uncommitted need. Beginning 

in 2012, Crist and Smith have a combined uncommitted need of approximately 

1.7 million tons. This uncommitted need increases to approximately 4.0 million 

tons for years 2013 through 2016. The plan will be to issue a long-term 

solicitation in the second quarter of 2011 to fulfill percentages of firm 

commitments that conform to Gulf's long-term procurement strategy through 

2016 
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As mentioned above, Illinois Basin and Central Appalachian coals must be 

blended on a 5050 basis before delivery to Crist and Smith. This is currently 

accomplished by railing both coals to the ASD, blending them for transloading 

into barges. This blending process could be performed at other off-site locations 

as economics permit. 

Western bituminous coals can either be railed direct to ASD and transloaded into 

barges or railed to the Mississippi River and transloaded into barges for ultimate 

delivery to Crist and Smith. Currently, no transportation infrastructure 

improvements will be necessary for the movement of these coals to Gulf's plants. 

At this time, it is unknown whether the plant will need some time to acquire 

additional equipment for burning large volumes of the Illinois Basin coals. 

Scholz 

The chart below shows a breakdown of the current Scholz suppliers and volume 

commitment, including options, through 2016. 
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Gulf Power Company - Scholz 
Fuel Program Status - Supplier Breakdown 
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As mentioned previously, Scholz is served by the CSX Railroad. Scholz's burn is 

projected to be 48,000 tons in 201 1.  These short-term requirements at Scholz 

will be satisfied with existing coal inventory on the ground at the plant.= 
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ki based on limited-term, firm commitments andfor spot purchases depending on 

12 burn projections. Contract commitment terms will be two years or less. If 

1 3  commitments are made for more than 50 percent of projected burn requirements, 

14 the contract will match the maximum annual tonnage purchased to the plant burn 

I S  requirements. 
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The chart below shows a breakdown of the current Daniel suppliers and volume 

commitments, including options, through 201 6.  
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Gulf Power Company - Daniel 
Fuel Program Status - Supplier Breakdown 
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In 2011 (year one), Daniel is 100 percent committed based on current burn 

projections, 40 percent committed in year two and has no committed coal in 

years three and four. A long-term solicitation will be issued in 201 1 for up to a 

four-year term (2012 to 2015) covering the requisite committed percentages for 

those years. These contracts will be negotiated using the strategies mentioned 
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For 201 1 and forward, the tactical plan consists of continuing to diversify Daniel’s 

coal supply into two or three regions with one supplier having no more than 30 

percent of the plant’s commitment. Daniel’s portfolio has diversified its coal 

supply by taking coal from Colorado, import and PRB regions. For 2011, Daniel 

has committed to approximately two-thirds Colorado coal and one-third PRB 
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for shipment to the plant by the CN and interchange with the MSE. Daniel can 

also receive Central Appalachian coal via the CSXT and interchange with the 

MSE. Another potential source of Central Appalachian coal is via the NS railroad 

through an interchange agreement with the CN railroad. Currently, Daniel 

receives Colorado, PRB, and import coal. 

UP Agreement UP-52624 with UPICNIMSE provides for rail transportation of 

Colorado coal to Daniel through Dec. 31,201 1. The agreement has an annual 

minimum volume requirement of 1 million tons and a maximum of 2.2 million tons 

of coal that can be shipped. 

BNSF Agreement BNSF-12523 with BNSF/CN/MSE provides for rail 

transportation of PRB coal to Daniel through Dec. 31,201 1. The agreement has 

an annual minimum volume requirement of 1 million tons and a maximum of t .3 
million tons of coal that can be shipped. 

CNfMSE Tariff Agreement CN-682227AB provides for rail transportation of 

import coal from the Alabama State Docks facility to Daniel. The tariff rate 

expires Dec. 31, 2010. The tariff has no minimum volume requirements. 
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Coal Transportation Procurement Strateql! 

A transportation strategy must address reliability, competitive prices, flexibility in 

volume commitments, and the ability to adjust coal movements to changing coal 

supply sources. The following information will address the risks associated with 

each of these areas and identifies strategies to mitigate them. 

RISKS AND RISK MITIGATION STRATEGIES 

Reliabilitv Risk and Strateay 

Reliable delivery of coal ensures that fuel will be available to generate electricity. 

Term agreements will be negotiated and signed with the transportation carriers 

that ensure the barge and rail companies will have available infrastructure and 

resources in place to transport the required coal supply. The terms of the 

transportation agreements will coincide with the terms of single source coal 

supply agreements as closely as possible. 

Communication between Gulf's coal operating personnel, each plant, Southern 

Company Generation Fuel Services, and the various carriers is vital in 

27 
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maintaining reliable and efficient operations. Effective and timely communication 

of transportation plans, orders, problems, and maintenance is critical. 

Pricina Risk and Strateqy 

Competition is created with diversity of coal supply sources and alternative 

transportation modes at each of the plants. Competition is achieved by 

periodically bidding transportation alternatives and educating carriers on the 

effects of marginal dispatch changes on unit load requirements. 

Volume Risk and Strafecry 

The uncertainty in the amount of coal generation and transportation that will be 

needed in the future is still one of the most critical risks that must be addressed 

in developing a strategy for long-term transportation procurement. Weather, 

natural gas pricing, and economic growth will continue to impact future coal burn 

requirements, as will the addition of gas-fired capacity to the Southern Company 

system. Over the past two years, the coal industry has become more susceptible 

to the influences of the global commodities market. Given the global market 

dynamics that occurred during this time frame, the coal market has reacted by 

becoming more volatile from both a pricing and volume availability standpoint. 

This has, in turn, impacted the dynamics between natural gas and coal, leading 

to increased uncertainty in coal burn. 

28 
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SUDD~V Riskand Strateay 

It is desirable to have multiple transpottation modes and caniers in case there is 

a rail and/or barge accident that might disrupt the supply chain. Diversity of 

transportation modes and carriers is also vital because the location of coal supply 

sources changes as environmental laws and regulations evolve and as coal is 

depleted in established regions. 

It is vital to the success of a coal and transpottation program to ensure 

infrastructure is in place to move the coal from changing locations as this occurs. 
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This may include enhancements to existing facilities or the development of new 

facilities. 

The Alabama State Docks' McDuffie Coal Terminal has the capacity to receive 

approximately 16 million tons of import coal per year. In addition, the Alabama 

State Docks recently completed the Bulk Unloader Railcar Project at the 

Alabama State Docks' Bulk Materials Handling Plant (Bulk Plant). Upgrade of 

railcar handling facilities provides the Bulk Plant with the ability to receive an 

additional 3 million tons of coal per year by rail. 

Tactical Plan 

Plants Crist and Smith 

UP Agreement UP-53281 provides for rail transportation of Colorado coal to the 

Cora Dock terminal on the Mississippi River through Dec. 31, 2010. There are no 

annual minimum or maximum volume requirements in this agreement. 

UP Agreement UP-53285 with Utah Railway/UP/CN provides for rail 

transportation of Utah coal from the Wild Cat loadout to the Alabama State Docks 

through Dec. 31, 2010. There is no annual minimum volume requirement in the 

agreement; however, the agreement includes a maximum of 600,000 tons of coal 

that can be shipped. 

30 
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UP Agreement UP-53286 with UPKN provides for rail transportation of Colorado 

and Utah coal to the Alabama State Docks through Dec. 31,201 1. The 

agreement has an annual minimum volume requirement of 1 million tons and a 

maximum of 1.8 million tons of coal that can be shipped in 2010. In 201 1, the 

annual minimum volume requirement is 400,000 tons and the maximum volume 

is 1.2 million tons of coal that can be shipped. Per the agreement, tons that are 

shipped pursuant to UP-53285 shall count toward the minimum volume 

requirement in UP-53286 during the year in which they are shipped. 

13 
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16 

Gulf has entered into a contract to purchase Central Appalachian coal from 

Patriot Coal Sales beginning Jan.1, 201 1. The coal will be transported by rail to 

the Alabama State Docks and transloaded to barges for shipment to Crist. 
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Gulf has entered into a contract to purchase Illinois Basin coal from Foresight 

Coal Sales beginning Jan.1, 201 1. The coal will be transported by rail to the 

Alabama State Docks and transloaded to barges for shipment to Crist. 

31 
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Marquette agreement (SC09005-T) provides primary barge transportation of coal 

from the Alabama State Docks to Crist and Smith. Marquette agreement 

(SC09006-T) and Heartland Barge Management agreement (SC09004-T) 

provide a supply of barges to move coal to Crist and Smith. These agreements 

expire Dec. 31, 2014. 

The Crounse agreement (GU10002-6) provides barge transportation of Central 

Appalachian and Illinois Basin coals from river terminals located on the Kanawha 

and Ohio rivers to the Mobile, Ala area and to Plant Crist. This agreement 

expires Dec. 31, 2010. 

Plant Scholz 

Scholz has an agreement with the CSXT Railroad (CSXT-C-83791) that expires 

Dec. 31,201 1. 

32 
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Plant Daniel 

UP Agreement UP-52624 ith UP/CN/MSE provide for rail anspoi .tion c 

Colorado coal to Daniel through Dec. 31, 201 1. The agreement has an annual 

minimum volume requirement of 1 million tons and a maximum of 2.2 million tons 

of coal that can be shipped. 

BNSF Agreement BNSF-12523 with BNSF/CN/MSE provides for rail 

transportation of PRB coal to Daniel through Dec. 31, 201 1. The agreement has 

an annual minimum volume requirement of 1 million tons and a maximum of 1.3 

million tons of coal that can be shipped. 

CN/MSE Tariff Agreement CN-665098AB provides for rail transportation of 

import coal from the Alabama State Docks facility to Daniel. The tariff rate 

expires Dec. 31, 2010. 
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year. The following chart shows the total projected gas burn for 2010 through 

201 3 in MMBTU that these purchases will support: 

PROJECTED NATURAL GAS BURN A (MMBTU) E c/ 
I I I I I 

35 



CONFIDENTIAL 

Docket No. 100001-El 
Risk Management Plan for Fuel Procurement 
Exhibit HRB-4, Page 38 of 102 

I Procurement Strateuy 

2 Gulf’s strategy for gas procurement is to purchase the commodity using long 
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and long-term contracts have a term of 1 year or longer. All natural gas, 

regardless of whether it is bought under long-term contracts or spot-market 

contracts, is purchased at market based prices. While fuel purchased at market 

over long periods is a low cost option for customers, it does expose the 

customers to short-term price volatility. Since these price fluctuations can be 

severe, Gulf Power, at the direction of the Florida Public Service Commission, 

will attempt to protect its customers against short-term price volatility by utilizing 

hedging tools. It is understood that the cost of hedging will sometimes lead to 

fuel costs that are higher than market prices but that this is a reasonable trade-off 

for reducing the customers’ exposure to fuel cost increases that would result if 

fuel prices actually settle at higher prices than when the hedges were placed. 
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The following graph of actual natural gas prices is an indication of price volatility 

in the gas commodity market: 

Historical Natural Gas Prices - NYMEX 
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12 percent of Gulf Power’s projected annual gas burn for the current year, in 

13 order to protect against short-term price swings and to provide some level of 

14 price certainty. This - percent hedge range allows Gulf Power to provide 

15 

16 

Gulf Power will continue to purchase gas, both under long-term and spot 

contracts at market based prices. However, pursuant to Commission order, Gulf 

Power will financially hedge gas prices for some portion, generally between 

a degree of price certainty and protection against short-term price swings while 

still allowing the customers to participate in markets where natural gas prices are 



CONFIDENTIAL 

Docket No. 100001-El 
Risk Management Plan for Fuel Procurement 
Exhibit HRB-4. Page 40 of 102 

i 

2 

3 

low. Gulf Power will secure natural gas hedges over a time period not to exceed 

P B 
months, per the following schedule: 

/---- 

Note: The annual hedge percentage is based on the budgeted annual gas burn 4 
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Although SCS will target the levels shown in the table above, if extreme market 

conditions exist, SCS may accelerate or decelerate the plan accordingly. Gulf's 

hedging targets are expressed on an annual basis due to the potential for large 

variances in month to month gas consumption. The monthly variance in gas 

burn is due to Gulf's ownership of only one firm gas fired generating unit that is 

dispatched on an economic basis with the other generating units in the Southern 

electric system and the impact of unit outages on Gulf's total gas burn. 
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19 technical and fundamental analysis to determine appropriate times to hedge. 
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However, the objective is not to speculate on market price or attempt to outguess 

or “beat the market”. Gulf will utilize fixed priced swaps as its primary financial 

gas price hedging instrument but may also utilize options to a lesser degree 

when appropriate. 

While the hedging program will protect the customer from short-term price 

spikes, hedges can also lead to higher costs when natural gas prices fall 

subsequent to entering hedges. Gulf Power will limit the amount of fixed-price 

hedges to a maximum of 100 percent of the projected fuel burn for the upcoming 

year. In addition, Gulf Power will limit option priced hedges to percent of its 

projected burn. Finally, in order to protect its customers from market exposure in 

subsequent years, Gulf Power will take forward hedge positions for up to 

months into the future. 

System Hedges 

Because Gulf Power is a part of the Southern Electric System (SES), it indirectly 

participates in gas hedging for fuel price indexed power related transactions done 

on behalf of the SES. These hedges are referred to as “system hedges.” In 

these instances, Southern Company Services utilizes financial hedging 

instruments to mitigate fuel price risk related to individual power transactions. 

Gulf is allocated its portion of these gas hedges when they occur based on its 

peak period load ratio. All system hedges are matched to individual power 

transactions and are considered separate from Gulf‘s directed hedging program 

for gas burn at generating units where it directly purchases natural gas supply. 
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.? 11. Puroose 
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18 111. Business Objectives 

I Y 

20 defined in ,\ppendix A. 

21 

'nie \pixoved Business Objectives for the trading activities performed on the Trading Moors arc 

22 111. Business Strategies 
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25 

'Ihe business objectires are achieved by entering into transactions involving the approved 

commodities shown in Appendix B. 
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\‘aiious conmct types or tkancial instsuinents will be uscd to achieve the Approwd Business 

(.)hjcctivcs. The .\pprwed Risk Management Instnimcnts arc listed in ;\pprndix C. 

IV. Authorizations 

Appcndis D contains rhc individuals, boards, and cornnittees authorized to cam- out vat-ious 

activ-itics: reviews, and approvals. 
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following is a s u m m : t n  of the respm~sibilities of  thc different functions: 

Oti+iation and Structuring. 'l'lre function:: of ori@rlation and structuring i11cluclc the 
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11. Market Risk Measurement and Valuation 

IX. Market Risk Limits 

I ;.upowre 1 k n i t s  I he maxiniiim exposure limits arc shown in Appendix 1 I 

the maximum exposure knit for  each business objective 

sliould not excced the limits specified in .ippendix 11. 
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I 

2 % )tification Ccriairi notificatior~s to man;tgcn~ent are required as defined 

in ,\ppeii‘dix <;. 

4 

5 

6 

I 

8 .\ppcndis G. 

9 

Rcporang Irrespective o f  ntlicr provisions contained in this Rhll’, linlir 

over:igcs may occur. Each occiirrencc shall bc promptly 

reported b y  thc ~ t idd le  office to individtrals idcntificd in 

I O  

1 1  
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1s 
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XXILTerminology 

Definitions of terminology used in this 1tMI’ are contained in appendix 1, 
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APPENDIX A 

APPROVED BUSINESS OBJECTIVES 

4 ENERGY TRADING AND MARKETING 

5 I'lcct Oncratioii> and 'l'radiiig 

. .  . 
6 l'b ' 

1 

I: 

9 

IO 

18 

I 9 

20 

Soutlicm Powcr Comnanv l'radic. & . \ S S ~ T  Managcinciit 

' the primary objectives of the Soudiem Power Company Trading and Asset Management 

24 1 
2s 
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4 

LO 

I I 

12 Trading. 

13 

I 4  limisrion A1lowanc.c Manacrement Ikinction 

Secondary activities ct f  the natural gas fulfillrimit function are restricted i o  positions intended 

to hcdgc secondsty power posiuons, anti which have becn reqiiested by Iket Operations and 

15 

16 

17 

18 

I4 

20 

21 

22 

23 

24 

25 Seconclq activities of the emission allowance mnagemnenr function are restricted to 
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APPENDIX B 

APPROVED COMMODITIES 

1 

2 

1 

4 'l'hc approvcd criinnxiditics for this 12.211' are: 

F 
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APPENDIX C 

APPROVED INSTRUMENTS 
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APPENDIX D 

B AUTHORIZATIONS 

\ A I 
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APPENDIX D 

AUTHORIZATIONS (continued) 

Energy Marketing A B 
3 

4 

I h i ^ . _ .  1 ' 1  
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APPENDIX D 

AUTHORIZATIONS (continued) 

SCS Fuel Services 

I , 5 A 
I 
I I 
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Compoiicnr 

Value at Risk 

I’osition 

Daily Standard Deviation of Price 

Chnge 

Iiolding Period - Hu5iness Days 

Parametric VaR Methodology 

S1.mbol 

Val< 

PSN 

41’ 

I 11’ 

nts 

(:oinments 

Giwn in $/Agxecd Measurement Units 

‘I‘aken I%>m J’arameters Table Shown 

AelOW 

For Example: C1 = 1.65 for 95-% 

Confidence Inten,al 
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APPENDIX F 

STRESS TESTING METHODOLOGY 

I /  I he purposc o f  mess testing i s  to generate percentage price changes for the  forward curve 

that answer this question: 

I t  an cxtreme event occurs, what can we expect to happen to prices and the 

portfolio valuc'! 

The stress test i s  designed to capture the expected value of an extreme event as defined by 

an exti-emc value distribution. To differentiate. there is ii downward and an upward stress 

test. 

Specifically, the expected downward stress is calculated as 

and the expccted upward stress is calculated as 
+a, 

0 

where theta i\ the threshold that defines classification a h  an extrcme event. f tx) is an 

extreme value distribution fitted to a specitic contract, and x I$ a percentage price change. 

I 

2. 

3 
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APPENDIX G 

NOTIFICATION LEVELS 

d 
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APPENDIX G 

NOTIFICATION LEVELS 

A c 
I 
I 

Income 
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APPENDIX G 

NOTIFICATION LEVELS 

NOTE: Recipients of notification events will onh receive detailed infomation 

pertinent to their business needs, and an\; correspondence will be in compliance with 

the Separation Protocol. 
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APPENDIX H 

MARKET RISK LIMITS 

Net Open Position Limits 

NCYl'l i: ;\lthough the valuc-at-risk limit applies to positions marked t o  market ttirough 

i~icoine, Val< is calculated and monitored tor all positions, and there iirc notification 

requircinemts 2s cfefiiicd in Appendix G. 

If such open position limits arc exceeded, Risk Control will calculate and 

equitably allocate the resuonsibilities to brine the Dositions back into 

compliance. 
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APPENDIX J 

ACCOUNTING AND TAX 
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