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. EXECUTIVE SUMMARY

A Description of the Transaction

This report describes an agreement to restructure the contractual rights and obligations
of Tampa Electric Company and one of its coal suppliers, Peabody Coalsales, Inc.
Under the terms of ihe agreement, Tampa Electric will buy out of the current long-term
Contract which expires in 2004 for a lump sum payment of $25.5 million to be made by
December 30,1584. This buy-out enables Tampa Electric’'s Customers to benefit from

Tampe Electric's increased participation in today's favorabie coal market.

The restruciuring will result in anticipated nominal value fuel savings to Tampa Electric
Customers of 288 0 million over the remaining ten years of the contract. To assure
adequate suppliss of coai and to assure that Tamp Electric's Customers will benefit
from significant “locked-in" up front savings from this transaction, Tampa Electric and
Peabody Coalsales, Inc. have entered into wonew<ontracts. The price of this coal is
competitive with the price of comparabie Cuality coal in today’s market and the contracts

contain favorable escalation rates to sustain a competitive price in future years

The anticinated savings from the Peabody buy-out is approximately $44 million net of
buy-out costs and carmying costs. Naving a nefpresent-value of $29 million Actual
Savings are dependent upon the cost of coal in alternative supply markets in the future

However, the fuel savings associated with the new contract coal in the first five years

alone exceeds the buy-out cost




8. Background

Tampa Electric Company and Peabody Coalsales, Inc. initially entered into a twenty
year coal supply contract in 1983. This contract provided for the sale and purchase of
at least 600,000 tons of "standard sulfur” coal through the year 2004. This coal supply

has been, and was expected to be, a principal source of fuel for Tampa Electric's Big
Bend Station units 1 - 3

Peabody's Martwick mine was the original contractual source, but in 1988 Peabody
shifted the source of coal to other approved sources. Most recently, Arclar Company’s

Big Ridge mine and Costain's Wheatcroft mine have supplied the coal.

The pricing agreed to under the original contract was developed during a period of
significant and sustained upward pressure on coal prices. The original price was
competitive with long-term commitments of the early 1980's, however, the price has
diverged from the actual price of coal in the market (Exhibit 1). In fact, today's
conditions present lower cost coal options in both the spot market and by way of mid-
term and long-term contracts. Through the buy-out of the Peabody contract, Tampa

Electric can provide immediate fuel cost savings to its Customers

As part of the buy-out agreement, Tampa Electric negotiated two rizplacemant coal
contracts with Peabody Coalsales, Inc. Together, thase contracts provide a very
significant reduction in the price of coal from Peabody. These contracts guarantee fuel
savings in excess of the buy-out cost in the first five years and provide sufficient fuel

sources for Tampa Electric's Customers




While Tampa Electric had actively managed the Peabody contract to reduce the price of
coal, the buy-out actually resulted from concems with Peabody's long-term ability to
meet the quality and tonnage requirements. Tampa Electric requested specific and
reasonable assurances from Peabody by August 6, 1994 to demonstrate that they could
perform as agreed in the Contract. When the assurance was not received, Tampa
Electric considered Peabody’s lack of response to be a repudiation of the contract.
Tampa Electric accepted the repudiation and cancelled the contract, stopping all
deliveries and seeking alternative sources of coal. Peabody disagreed with Tampa

Electric's position and took legal action to block the cancellation

This resulted in several legal claims and filings the result of which was to send the
dispute to arbitration. Peabody and Tampa Electric then began a lengthy negotiation
effort which resulted in the buy-out and settiement agreement benefitting Tampa

Electric's Customers.
C. Terms of the Buy-Out and New Contracts

Under the terms of the buy-out agreement between Tampa Electric and Peabody, the
parties agree to reduce the total tons originally scheduled in 1994 and cease deélivery
under the bought-out contract for 1995 and beyond. The agreement resolves treatment
of missed shipments and withheld paymants by Peabody and Tampa Electric,

roe, ectively. The parties will also release each other from all claims pending in the
lawsuit and arbitration. In return for Peabody's agreement to cancel the contract,

Tampa Electric will pay $25.5 million by December 30, 1994
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In addition, Tampa Electric and Peabody have entersd into new contracts &t prices
competitive with today's coal market and containing favorable sscalation ralas o assure
competitive pricing in future years. These contracts provide delivery of coal from
additional qualified sources assuring Tampa Electric that Peabody cain mes! its
obligations. The first new contract provides 250,000 tons of cca! per year from 1995
through 2004. The second new contract. provides 500,000 tong of coal per ysai from

1995 through 1998 and then provides 375,000 tons per year in 1555

D. Proposed Regulatory Treatment Of The Agraement

Tampa Electric has entered into this agreement with Psabody in order (o reducs fusi
costs to its Customers. The savings Customers will realize {ar cuiweigh the cost df the
buy-out agreement. Tampa Eleciric therefore will request Commissicmauthority (0
recover its $25.5 million payment plus carrying casts through the Fueland Purchased
Power Cost Recovery Clause over the next tan years. Ths ten year buy-out cost
recovery period is consistent with the remaining term of ths cancelisd contract and

results in greater up front fuel cost savings than 2 shonsr recovery paiicdd wouid allow.

The specific steps necessary to accomplish ihis are .
1) Tampa Electric will petiticn the Commission 10 issu6 an ordsr in January
1995 approving its requested regulatory rgatment.
2) Tampa Electric fuel costs are reduced immediately with the repiacement
of the original Peabody contract coal with iower priced contracts.
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3) Beginning in January 1995, the $25.5 million buy-out cost will begin to

accrue interest at the embedded cost of capital cost rate.

4) In April 1985, coincident with the Summer 1995 fuel adjustment pericd,
Tainpa Electric will begin recovery of the buy-out cost plus carrying charge
through the Fuel and Purchased Power Cost Recovery Clause.

5) The buy-out cost plus carrying costs for January through March 1995 will
be straight-line amortized over the remaining term of the cancelled
contract iife, 117 months from April 1995 through December 2004. Ths
carrying cost rate used in the amortization would change only if ths
Commission issues an order which revises Tampa Electric's approved

capitai structure ratios, the cost rates or both.

E. Conclusion

The Peabody buy-out transaction reduces Tampa Electric’'s cost of fuel. As a result of
the efforts of Tampa Zlectric, this buy-out, coupled with other recent actions, will

significantly reduce the Customer’s fuel rates for the next decade

The genesis of the buy-out transaction was Tampa Electric’s original concern that its
Customers may not be protected from interruptions in Peabody's supply of accaptable
quality coal. Thisconcern presented the opportunity for Tampa Electric and Psatzody (o
replace the existing contract with two new, lower priced, different source contracts.
These changes provide the assurance of delivery and reduction of fuel costs that both

Tampa Electric and its Customers desire




Under Tampa Electric's proposal, substantial savings begin immediately and continue
throughouttie remaining term of the cancelled coniract. Tampa Electric urges the
Commission to continueto encowurages aggressive administration of fuel contracts and
creative efforts to) restructure fuel amntracts which result in lower fuel prices for Florida
consumers. The apomval of Tampa Eleciric’'s proposal will provide an appropriate
incentive towird this goal. Bacause the buy-out of the contract will achieve long-term
fuel cost savings and bacause them sthodoiogy proposed for reimbursement of the cost
of the buy-out is fair and equitable, Tampa Elsctric requesis favorable consideration by

the Comenission.
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Il. BACKGROUND OF THE PEABODY CONTRACT

On July 8, 1983, Tampa Electric and Peabody entered into a twenty year contract for
the purchase and sale of standard sulfur west Kentucky No. 9 seam coal from
Peabody's Martwick mine. That contract was known as the Martwick Coal Supply

Agreement. It provided for Tampa Electric to take annual tonnages within the following

ranges:

C LY Mini - Max I
1983 - 1984 600,000 - 1,000,000
1985 - 2004 750,000 - 1,000,000

The Martwick Agreement and its subsequent amendments were replaced in 1989 by a
modified Coal Supply Agreement. The Coal Supply Agreement (CSA) also called for the
purchase of standard sulfur west Kentucky No. 9 seam coal through 2004. However, the

sources for that coal were expanded to include the following mines:

Source Mine Name
Peabody Development Company Martwick
MAPCO Coal Inc. Dotiki
Pyro Mining ("Costain") Wheatcroft and/or William
Station

The CSA stipulated that additional sources could be added with prior written approval
from Tampa Electric Company. Coal from Island Creek Coal Company's Hamilton mine
was added as a qualified source in 1989. Peabody chose to provide coal to Tampa

Electric from the Costain and Island Creek sources during the next several years of the

8




Agreement. In 1993, coal from the Arclar Company's Big Ridge mine was added as a

qualified source replacing the coal shipped from the Hamilton mine.

The annual tonnage Tampa Electric would be required to take under the CSA was fixed
at 700,000 tons per year from 1989 through 1991, and 750,000 tons per year from 1992
through 2004. Based upon these tonnages, the CSA would be a principal source of

standard sulfur coal for Tampa Electric Company's Big Bend Units 1-3 through 2004.

Throughout 1994, Tampa Electric became increasingly insecure about Peabody's ability
to reliably ship the coal tonnages called for in the CSA. Tampa Electric's insecurity
arose from a number of separate, but related, events including (a) the closure of the
wash plant at Peabody's Martwick mine, a historical source of supply under the contract
(without the wash plant, the coal mined at the Martwick mine cannot meet this Contract's
quality requirements), (b) Peabody's advice to Tampa Electric that the wash plant was
closed permanently, (c) interruptions in deliveries from Peabody's primary supplier of
coal for Tampa Electric, Costain Coal Company, and (d) Peabody's advice to Tampa
Electric that if Costain was unable to deliver coal to Peabody, Peabody would be unable
to replace the Costain coal with coal from any other source that would maet the

contractual quality requirements

Therefore, on July 8, 1994 Tampa Electric sent Peabody a letter advising Peabody that

Tampa Electric was insecure about Peabody's ability to parform its long-term obligations

under the Contract. The letter requested adequate assurances that Peabody would be

able to perform its obligations. A response was requested by August 6, 1994. Peabody
9
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did not respond to the request in any manner. Under the terms of the CSA, Tampa

Electric considered this to be a repudiation of the Contract. Therefore on August 11,
1994, thirty-four days after the request, Tampa Electric wrote Peabody claiming to

accept their repudiation of the CSA and cancelled the Contract.

Peabody viewed the cancellation as a breach of the Contract and sought to arbitrate the
matters in dispute. On August 12, 1994 Peabody sent a letter invoking the dispute
resolution provisions of the Contract and demanded the dispute go to arbitration.
Peabody sought and obtained a temporary restraining order from a state circuit court in
St. Louis, Missouri. The order mandated that Tampa Electric continue performance of
the Contract pending arbitration. Tampa Electric removed the action to the United
States District Court for the Eastem District of Missouri. Tampa Electric sought to have
the restraining order dissolved. The District Court denied this motion and set a hearing

date for a preliminary injunction to require continued performance.

The District Court ruled on August 25, 1994, vacating the restraining order, denying the
preliminary injunction, and ordering the parties to arbitrate the disputes. Peabody
appealed to the United States Court of Appeals for the Eighth Circuit, and requested an
injunction during the pendency of the appeal process. The Court ruled and reversed the
District Court's denial of Peabody's motion for an order requiring Tampa Electric to
begin receiving coal from Peabody. Tampa Electric petitioned for Rehearing and
Rehearing En Banc before the United States Court of Appeals for the Eighth Circuit

To date the Court has not ruled on this request
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During October 1994, the parties each selected their respeclive arbitrators pnd

nagatiations bsgan on the procedure to select a neutral arbitrator. Settiement

discussions were also initiated at this time
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. TERMS OF THE BUY-QUT AGREEMENT

After substantial negotiations, the parties ultimatsly agreed on the terms set forth in the

Settlement And Mutuai Release ("Agreement”) The Amcan i 3 the sxi

Peabody contract as of Decsmber 30, 1984. The Agreement also achieves the

termination of all of the parties present disputes, the dismissal of all litigation and
arbitration proceedings, and the full and compieie releass of the pariies from all claims

previously asserted.

The agreement requires Tarnga Electric to pay Peabody $25 8 million to buy out 8
existing contract. In return, the Agreement establishes the total quantity of coal to be
delivered in 1994 and the fixed price. Additionally, coa! will be delivered in 1995 to
make-up for some of the coal not accepied during 1954. The Agreement also reguires
the execution of two iong-term contracis. These contracts “lock-in" fuel savings during
the first five years which exceed the $25.5 million buy-cut cost. Both repiacemenit
contracts are at prices which are competitive with prices for similar coal in today's
market and both contracts contain favorable escilation terms. These terms will serve to

sustain a competitive price throughout the contract term




V. LONG-TERM FINANCING FOR THE BUY-OUT

Consistent with other long=tenm. investments_Tamos Elaciric is ranouesting that the
company be allowed to earn a fair return on the unamortized balance of the Peabody
coai contract huy-cut over ine ten year recovery period. Tampa Electric requesis ihai
the rate usec| for the amoriization be a blended before tax cost of capitalusing the
Commission approved embedded capital ratios from its last rate case, Dockst No.
920324-El. In prior long-term buy-out cost recoveries of other Florida ulilities, the
Commission has allowed this type of recovery rate. Specifically, Tampa Electnic
proposes the use of cost iates from the current embedded cost of debt and preferred
stock (per October 1994 Surveillance Report) and the cuirent approved equity rats of
11.35% as illustrated in Exhibit 2. This approach yieids a lowerri ate for recovery than
current financial markst conditions might dictate and than the approved cnst of capital
from Tampa Electric’s last 7aie case, since the debt rate has decreased due to

refinancings and the equity cost has been lowered to 11.35%. Tampa Electnc requesis

that the resultir-3-o-47ai cost of capital (adjusted for taxes) of 13.47% remain in effect

until the Commission issues another order revising the ratios and/or the cost rates. At

such time, the amortization schedule will be adjusted to reflect the new cos! rates
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V. PROPOSED REGULATORY TREATMENT OF BUY-OUT AGREEMENT

Tampa Electric proposes that the amortized costs associated with the Peabody
Coalsales contract buy-out be recovered through the Commission's Fuel and Purchased
Power Cost Recovery Clause mechanism. Recovery would be in a manner similar to
the Pyramid Mining contract buy-out approved by the Commission in Order No.18670 of
Docket No. 880001-El issued January 8, 1988. Tampa Electric's agreement to buy out
the existing Peabody contract provides an immediate fuel cost reduction for Tampa
Electric's Customers. This benefit wi!l continue throughout the remaining ten year

period of the cancelled contract. Exhibit 3 computes the projected annual net reduction

in fuel costs for 1994 through 2004.

Since the cancelled contract has been replaced with two contracts at significantly lower
coal prices, fuel savings in excess of buy-out cost are guaranteed. Fuel cost savings
begin immediately with the reduced take for 1994 from the cancelled contract. The
projécted nominal savings in fuel cost total $88.0 million, which has a net present value
of nearly $62.0 million, more than twice the buy-out cost. The two new replacement
coal contracts guarantee cumulative net present value fuel savings in the first five years

of $34.5 million, which by itself, is greater than the $25.5 million cost of the buy-out

Tampa Electric proposes that the $25.5 million dollar buy-out cost be amortized over the
remaining years of the contract. The buy-out would be straight-line amortized over the
period from April 1995 through December 2004. Recovery of the amortized buy-out

cost, plus carrying costs, would be an additional cost in the Fuel and Purchased Power
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Cost Recovery Clause beginning with the summer 1995 fuel adjustment period. The
total annual cost recovery is summarized below :

Year Annual Cost Recovery

—($000)

1995 (9 months) 4,591
1996 5,802
1997 5,438
1998 5,073
1999 4,709
2000 4,345
2001 3,980
2002 3,616
2003 3,251
2004

'$43,688
Tampa Electric only proposes to recover from its retail customers that portion of the
above amounts properly attributable to retail sales. This would be accomplished by
allocating the buy-out amortization and carrying cost for each fuel adjustment period
according to the energy sales associated with that fuel period for all retail customers
paying system average fuel and all wholesale customers paying an average fuel rate. It
1s Tampa Electric's intention to petition FERC to recover the allocated wholesale buy-

out and carrying cost in the fuel adjustment clause

So that Tampa Electric can obtain assurance for its financial statements as to recovery
of the $25.5 million, plus carrying costs, the corapany is petitioning the Commission for

an order approving this methodology in January 1995.
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VI. BENEFITS TO BE ACHIEVED BY THE PROPOSED REGUILATORY TREATMENT

As previously described, the effects of the buy-out agreement wili have a significantly
favorable impact on the rates charged to Tampa Electric Customers becauss coai wii
be purchased at lower cost for the remaining term of the cancellsd contrall. The
expenditure of $25.5 million dollars now to buy-cut the axisting Peabody conlratuyieiis
a fuel savings of $88.0 million dollars over the next ten years with a net present value of
$62.0 million. The fuel savings begin immediately with the cancellation of the existing
Peabody contract and the lower priced replacement contracts beginning January 1,
1995.

This fuel savings will first be reflected in the fuel adjustment clause factor for the Aprii -
September 1995 cost recovery period. The lower than criginally projected fue! costs for
December 1994 through March 1995 will show up in the summer fual paricd thiough tl
true-up provision. Additionally, the projected.fuel coet for April 1655 thvGugh Septeniber

1985 will refiect the reduction in the cost of coal
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TAMPA ELECTRIC COMPANY
EXHIBIT NO. }

TAMEA ELECTRIC COMPANY

MARKET PRICE HISTORY




TAMPA ELECTRIC COMPANY / PEABODY DEVELOPMENT COMPANY
COAL SUPPLY AGREEMENT
CURRENT SELLING PRICE vs MARKET PRICE

CURRENT m
SELLING PRICE MARKET
PRICE CHANGE PRICE DIFFERENTIAL
$/TON S/TON $/TON $/TON
$31.350 - $21.760 $9.590
$31.720 $0.370 $21.760 €9.960
$32.046 $0.326 $21.760 $i0.286
$31.947 ($07099) $21.760 $10.187
$32.452 $0.505 $21.710 $10.742
$32.668 $0.216 $21.710 $10.958
$32.857 $0.189 $21.710 $11.147
$33.017 $0.160 $21.710 $11.307
$33.649 $0.632 $21.450 $12.199
$33.741 $0.082 $21.450 $12.291
$33.651 ($0.090) $21.450 $12.201
$33.873 $0.222 $21.450 $12423
$33.969 $0. 196 $21.170 $12.799
$34.051 $0.082 $21.170 $12.881
$34.214 $0.163 $21.170 $13.044
$34.502 $0.288 $21.170 $13.332
$34.719 $0.217 $21.000 $13.719
$34812 $0.093 $21.000 $13812
$35.073 $0.261 $21.000 $14.073
$35.114 $0.041 $21.000 $14.114
$35.204 $0.090 $21.000 $14.204
$35.329 $0.125 $21.000 $14.329
$35.541 $0.212 $21.000 $14 541
$35.719 $0.178 $:21.000 $14.719

TAMPA ELECTRIC /| PEABODY DEVELOFPNENT CSA

Selling Price vi. Market price

--]r—

=
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o Market Price

|
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—a— Peabody Selling Price

(1) Source: Energy Informaion Adminstration




TAMPA ELECTRIC COMPANY
EXHIBIT NO. 2

TAMPA ELECTRIC COMPANY

COST OF CAPITAL COMPUTATION




TAMPA ELECTRIC COMPANY

EXHIBIT NO 2
TAMPA ELECTRIC COMPANY
PEABODY COAL CONTRACT BUIY-OUT
COST OF CAPITAL
Amount Ratio Cosi Wisighted After-lax Pre-tax
($000) Rate Cost Cost Cost
(L) (2) ; (3)

Preferred Stock 45,329 324% 8.45% 0.21% 02i% 0.34%
Long-Term Debt 556,320 39.77T% 8.53% 2.80% 1.60% 2 60%
Common Equity 797 331 56.99% 11.35% 6.47% 68.47% 10 53%
Total Cost Of Capita $1.368 o680 100.00% 9.28% B.28% 13.47%

(1) Amounts are per Tampa Electric’s Last Rate Proceeding Docket No. 820324-E| for December 31, 1952.

(2) Cost Rates per Tampa Elaclric's October 14194 Surveillance Repor.

(3) Pre-tax Cost Caicuiated for Equity Componeris by Using {1 - Tax Rate of 38.575%)




TAMPA ELECTRIC COMPANY
EXHIBIT NO. 3

TAMPA ELECTRIC COMPANY

NET REDUCTION IN FUEL COSTS COMPUTATION




EXHIBIT NO 3

TAMPA ELECTRIC COMPANY

PEABODY COAL CONTRACT BUY-OUT
NET REDUCTION TO FUEL COSTS COMPUTATION
1984 THROUGH 2004

Une No
1964 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

1 Origpwd Pamboddy Coal Cosl $34.470,600 $32674408 $33,054.73) $34084.375 $34.241,491 $I5200735 3363677 ST 416601 $38530008 $30605272 540888 130

2  Replacement Cosi Cost 32,057,616 25,532.925 26013512 26582032 26744044 27308147 27873388 20494751 28792307 2043593 30004479

3. Al Fusl Sevings $1,612.991 $7.141.573 $7641222 38001440 ST 457447 $7870588 $8453400 S8921850 $5746783 $10250333 $10.791 852
(Une 1 -Une 2)

4  Cumamwe Fusl Sevings 1,612,991 6,754,564 16305765 24477228 N GT46TS 30845263 48208672 S7220522 6696735 77226648 688018300

S.  Amortization Of Buy Out 0 2,028,308 2704 488 2,704,408 2,704 488 2,704 488 2,704 488 2.704 488 2,704 488 2.704 488 2.704 508

[} Cavytg Cont @ 13.47% 0 2562588 3,007 887 273,427 2,368,974 2,004 518 1,640,058 1,275.600 911,148 540 A20 182,23

7 Total Cost Of Buy Out $0 $4,500.954 $5802375 35437915 $507M 662 $4700000 $4344548 $3980081 $IHIS5EN $3251178  S2886 740
(Une S * Line 6)

288 XSS SESESESSESENSE STESECSSESEESR EEEESESESES FEXETESSESY FESECSESETES CESEITSSAEE SESETSSESEE SEssTeSLSNR EEESReRERS

8 Net Fusi Ssvings 1,612,991 2550610 1,638,847 2,643,528 2,423 985 3,161 585 4,108 863 4 941 758 6,131,182 7.008 155 7804812
(Lne3-Line 7)

8. Cumusiw Net Ssvings 1,612,891 4163610 8,002,458 6645984 11000080 14231554 18340417 23282176 20413338 a1 463 B80S

10  Promant Vahue @ 6.28% 1,746 548 2,550,819 1,008,233 2,254,683 1,900,348 2,290,016 2,760,454 3,088 t41 3513.218 3 708 6688 3,863 3%

11. Curutsive Present Vehs 1,748 548 4,297,165 5,965,308 8,250,001 10,1504630 12450355 15219808 18205604 21.798167 2550763 2WIN AN

Notss : 1) Fusl cost eavings bagin in 1904 with the reduction in the lnnnags dutvered from the original Peabody contract amount
2) Total BTUs bumed are equal for the base ceme and the repiacernant fusl case
3) Tota) pourds of SO2 are squul for the bese case end the repiscement fusi case
4) 1005 net pressrd vahum ot 8.28% efter-tax cost rate

S) Carrytng Chagem Accne From Jausaawy 1, 1995 To Aprll 1, 1995
Thase chargas ere addded (o the batwrwe thet is amortized over the term April 1895 through December 2004




