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10 CFR 50.75(e)(1)(iii)(B)

Serial: PE&RAS-05-079
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United States Nuclear Regulatory Commission
ATTENTION: Document Control Desk
Washington, DC 20555-0001

BRUNSWICK STEAM ELECTRIC PLANT, UNIT NOS. 1 AND 2
DOCKET NOS. 50-325 AND 50-324 / LICENSE NOS. DPR-71 AND DPR-62

SUBMITTAL OF 10-Q REPORT

Ladies and Gentlemen:

Carolina Power & Light Company, now doing business as Progress Energy Carolinas, Inc., submits the
enclosed quarterly 10-Q Report for Progress Energy, Inc. for the quarterly period ended June 30, 2005.

Submittal to the NRC of financial reports filed with the U.S. Securities and Exchange Commission is
required by the parent company guarantees used to provide financial assurance of decommissioning funds
for the Brunswick Steam Electric Plant, Unit Nos. 1 and 2, pursuant to 10 CFR 50.75(e)(1)(iii)(B). This
requirement was written into the parent company guarantees pursuant to the guidance in Appendix B-6.5
of Regulatory Guide 1.159.

This document contains no new regulatory commitment.

Please contact me at (919) 546-6901 if you need additional information concerning this report.

Sincerely,

Chris Burton

Manager - Performance
Evaluation & Regulatory Affairs
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without enclosure:
W. D. Travers, Regional Administrator — Region II
USNRC Resident Inspector — BSEP, Unit Nos. 1 and 2
B. L. Mozafari, NRR Project Manager — BSEP, Unit Nos. 1 and 2
M. A. Dusaniwskyj, USNRC NRR/DRIP/RPRP

J. A. Sanford - North Carolina Utilities Commission

G. Thigpen — North Carolina Utilities Commission

S. Watson — North Carolina Utilities Commission

B. Hall — North Carolina Department of Environmental and Natural Resources



- : UNITED STATES . I
SECURlTlES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

[X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACTOF 1934 -~ "~

For the quarterly period ended June 30, 2005 ConoT
OR BRI

[ ] TRANSITION REPORT PURSUANT TO SECTION13OR "
15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from ________ io‘ N
‘ “IR S Employer
Commission Exact name of registrants as specified in their charters stateof ... " . ]dentxﬁcatlon
File Number  incorporation, address of principal executive offices, and telephone number "’ Number
1-15929 Progress Energy, Inc. A 56-2155481

410 South Wilmington Street - . . . S e
Raleigh, North Carolina 27601-1748 - S
" Telephone: (919)546-6111 - - .. . o
State of Incorporation: North Carolina LI S
1-3382 _ . Carolina Power & Light Company ~ -~~~ ' " 56-0165465
d/b/a Progress Energy Carolinas, Inc. =~~~ "+ - S
410 South Wilmington Street
Raleigh, North Carolina 27601-1748 * - "'~
Telephone: (919) 546-6111
State of lncorporatlon,: North Carolina

: NONE
(Former name, former address and former fiscal year, if changed since last report) -

Indicate by check mark whether the registrants (1) have filed all reports required to be filed by Section 13 or 15(d)
of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the
registrants were required to file such reports), and (2) have been subject to such filing requirements for the past 90
days. Yes X No__

Indicate by check mark whether Progress Energy, Inc. (Progress Energy) is an accelerated ﬁler (as dcfmed in Rule
12b-2 of the Exchange Act). Yes X No__

Indicate by check mark whether Carolina Power & Light Company is an accelerated filer (as defined in Rule 12b-2
of the Exchange Act). Yes__ No X

PR AR
Indicate the number of shares outstanding of each of the issuers’ classes of common stock, as of the latest
practicable date. As of July 31, 2005, each registrant had the following shares of common stock outstanding:

Registrant Description Shares
Progress Energy “Common Stock (Without Par Value) 251,227,350
PEC Common Stock (Without Par Value) 159,608,055 (all of which

were held by Progress Energy, Inc.)

This combined Form 10-Q is filed separately by two registrants: Progress Energy and Carolina Power &
Light Company d/b/a Progress Energy Carolinas, Inc. (PEC). Information contained herein relating to
either individual registrant is filed by such registrant solely on its own behalf. Each registrant makes no
representation as to information relating exclusively to the other registrant.
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 GLOSSARY OF TERMS

!

The following abbreviations or acronyms used in the text of this combined Form 10-Q are defmed;below: ;

TERM

401(k)

AFUDC

the Agreement

ARO

Bef

Btu

CAIR

CAMR

CCo

CERCLA or Superfund

The City
Code
Colona ,
the Company
CP&L :
CR3
Cvo

.DOE

:DWM

ECRC

EITF

EMCs

EPA of 1992
-FASB

FDEP

FERC

FIN No. 45

FIN No. 46R

Florida Progress or FPC

FPSC

Fuels

GAAP

Global .
the holding company
IRS

Jackson

LIBOR

MACT

Medicare Act . ' :

MGP

MW

MWh

NCNG

NCUC

NEIL

Norfolk Southemn
NOx

. Competitive Commercial Operanons busmess segment '

- - Crystal River UnitNo.3 . T L
-, Contingent value obligation . . :

coerte ” ; I NLEE
"DEFINITION . ... . =~ = X 3 oL T T

Progress Energy 401(k) Savings and Stock Ownershxp Plan . e

Allowance for funds used during construction
Stipulation and Settlement Agreement related to retail rate matters
Asset retirement obligation . - :

Billion cubic feet -, - - g s e ' ,
British thermal unit o o o .
Clean Air Interstate Rule . . oy - e ¢
Clean Air Mercury Rule . - e

Comprehensive Environmental Rcsponse, Compensatlon and Ltabr]xty Act
of 1980, as amended s S e

The City of Winter Park, Flonda ‘ .
Internal Revenue Code

Colona Synfuel Limited Partnership, LLLP_
Progress Energy, Inc. and subsidiaries ,.; . ;.. .. . :
Carolina Power & Light Company d/b/a Progress Energy Carolmas, Inc

S E R e

s .?‘rn.‘ .J RS *..? !-.':

[ R S S

a » .o, ie e o
e att SRS LA T

United States Department of Energy . . e wr e bt

North Carolina Department of Envrronment and Natural Resources, Dmsxon
of Waste Management ‘ oo

Environmental CostRecovery Clause R T R VR
Emerging Issues Task Force = .~ ° y T P
Electric Membership Cooperatives - LT T
Energy Policy Actof 1992 = ..., «o. .5 .1 (igwur 7

Financial Accounting Standards Board o

Florida Department of Environment and Protectxon om0

st (3

- Federal Energy Regulatory Commission .

Financial Accounting Standards Board (FASB) Interpretanon No.45,. .. - . .

. “Guarantor’s Accounting and Disclosure Requirements for Guarantees,

Including Indirect Guarantees of Indebtedness of Others” e
FASB Interpretation No. 46R, “Consolidation of Variable Interest Entmes -
an Interpretation of ARB No, 51”7 . . ... :

e “|,;.|v. <

. Florida Progress Corporatron '

Florida Public Service Commission. . : , ra

Jr'v.’."\ff"rt LR

. Fuels business segment

Accounting Principles Generally Accepted in the Umted States of Amenca
U.S. Global LLC R , g . -
Progress Energy Corporate. .. =~ . .. .

Internal Revenue Service | ' T

/. Jackson Electric Membershlp Corporatlon

London Inter Bank Offering Rate -

-, - Maximum Achievable Control Technology -
-Medicare Prescription Drug, Improvement and Modemlzanon Act of 2003

Manufactured Gas Plant -

Megawatt = .. - e ey
Megawatt-hour .
North Carolina Natural Gas Corporatxon
North Carolina Utilities Commission
Nuclear Electric Insurance Limited
Norfolk Southern Railway Company
Nitrogen Oxide



. SFASNo. 133

SFAS No. 138 "

N N LR "J—'\
'SFAS No. 143

b el ot

'SFASNo.148 "~ P

Smokestacks Act . b
‘SO, N s
SRS

STB

the Trust

NOx SIP Call EPA rule which requires 22 states including North Carolina and South WEET
Carolina (but excluding Florida) to further reduce nitrogen oxide emissions. © -
NRC United States Nuclear Regulatory Commission ' .
Nuclear Waste Act Nuclear Waste Policy Actof 1982 - ; L o
NYMEX' o New York Mercantrle Exchange '~ T e e
o&M o Operatron and Mamtenanee Expense -7t et el e o
OPEB ‘ Postretirément behefits other than pensions " : "7 T b e
PEC Progress Energy Carolmas, Inc., formerly referred to as Carolina Power &
_ Light Company = ° :
PEC Electric "'PEC Electnc busmess segment made up. of the utrlrty operatrons and " ‘, '
‘ ' excludes’ operatrons of nonregulated subsrdranes " e
PEF * Progress Energy Flonda forrnerly referred to as Flonda Power Corporatron o “A
PESC Progress Energy Service Company '~ ” -
PFA . IRS Prefi lmg Agreement S o
PLR: " Private Leiter Ruling * " 1 Tttt i L
Progress Energy. ! Progress Enérgy,Inc. "' - Tt Toowtoniee ettt
Progress Fuels ) Progress Fuels Corporatron, formerly Electnc Fuels Corporatron e ' . ._" o !
Progress Rail ~. " Progress Rail Sérvices Corporatiori =i = =« " Srtrete AT
Progress Ventures Business unit of Progress Energy pnmanly made up of nonregulated energy :
o o ~ generation and marketmg actrvme_s as well as ‘gas; coal and synthetrc fuel '. s
cik e 3 ) .l'.“ ._ R "operanons ; BRI o J' 5 ) AN n'-, . ' o ‘:;:t.-" ’
"PRP L ' potentially responsrble party‘ as defined in CERCLA - v
PTC" * et '_"' Prdgress Telecommumcatrons Corporatlon e
PT LLc~ '. h”PrdgressTelecom, LLC " T A T
PUHCA el R pyblie Utrlrty Holdmg Company ‘Act of1935 as amended -
PVI e '," ) Progress Energy Ventures Ine (formerly referred to as CPL Energy N s
(R 3 .': e ‘ L. Venturcs, Iné) FIEAY \. An 44 - ‘,“:‘ [EIPPE FTYRRPN ] ' ot :'
Rail Servrces " Rail Servrces busmess Segment B e e e T e R
" RCA™ Fel "' Revolving credit agreement AR L et e T
ROE ) Remm on Equ‘ty [T A ) Torttai ;u.i - J H “.“3' .' ." . oLt ".
SCPSC l,, ' Public Service Comm:ssron of South Carolina ' "t =477~ RS et
"SEC' .. United States Secuntres and Exchangé COmmrssron £yl g Lo
' Section 29 S 'Sectron 29 of the Tniternal Révenue Service Code” "t T M i
"’ Service Company - “*Progréss Enefrgy Service Company, LLC"' e Lo e "
~'SFAS - , . Statemént of Finanicial Accountrng Staridards i """ R e
- SFASNo.5 ' 7 %" Statement’ of Fmancral Adcountrng Standards No 5, “Accountmg for SaEn e
‘." .-;.'. Loy L ‘ ..r sl ContmgenCle tabiles S N S Rt R PEL N SRR & ':’""'i'.\\"'
""SFASNo. 711" - ' Statement of Fmancral Accountmg Standards No. 71 “Aééountmg for the “ S
et T Effects of Ceftaiff Types of Regulatron" o LA *
' SFASNo.109 ' ¥’ - "' 'Statement of Fmadcra( Aecountmg Standards No! 109' “Aecoummg for 3"': .
Lo IncomeTaxes L e i e h e e
SFAS No. 123R * Statement of Fmancral AcéountmgStqndards No. 123R, “Act:ountmg for s
A Stock-Based Compensatlon”‘ e Hhn .

Statement of Fmancral Aceountrdg Standards No 133 “Accodntmg for
a Denvatrve and Hedgmg Actrvttre‘s” TR e SR
Statement of Fmancral‘AcCountmg Standards No. 138 “Accountmg for’ :
" Certain Derivative Instrumehts and Certain Hedgmg Actrvmes "'An K ,’ ] Sl
Amendment of FASB Statement No? 133" % ™. R L
. Statement of Financial Aceountmg Standards No. 143 “Accountmg for

‘.
D S

Asset RetrrementObhgatron R ¢ e f';
"Statement of Emancral Accountmg Standards No 148 “Accountmg‘ for - ',"'"""
'Stotk-Based Compensatron Transitron and Drsclosure An Amendment AR
* of FASB Statément No, 1237 "1« » 2t ot s ARSI L 0
* North Carolina Cléan Smokestaeks Act enacted m June 2002 Cewit <
“Sulfurdioxide ™ f ¢t B L Y ?‘x':’
SUategrc'Reso\xrce Soltitions Corp shebdann s Tew b D e R
Surface Transportatron Board* o L

FPC Capital I



SAFE HARBOR FOR FORWARD-LOOKING STATEMENTS -, .-,
This combined report contains forward lookmg statements wrthm the meamng “of the safe ‘harbor provisions of the
Private Securities Litigation Reform Act of 1995. The matters drscussed throughout thrs combined Form 10-Q that
are not historical facts arc forward- -looking and accordmgly, mvolve esttmates, projections, goals, forecasts,
assumptions, risks and uncertainties that could cause actual results or outcomes to differ materially from those
expressed in the forward-looking statements o

‘.v‘.--.- . x -

In addition, forward-looking _ statements are dtscussed m “Management s Drscussxon and Analysis of Fmancral
Condition and Results of Operatxons” mcludmg, but not limited to, statements under the sub-heading “Results of
Operations” about trends and uncertamtres, “Liquidity and Caprtal Resources about future lquIdlty requnrements
and “Other Matters" about the Company s synthetlc fuel facrlmes ;

tor

Any forward-looking statement is based on information current as of the date of thrs report and speaks only as of
the date on which such statement is made, and neither Progress Energy, Inc. (Progress Energy or the Company) nor
Progress Energy Carolmas Jnc.’ (PEC) undertakes ,any obligation to’ update any. forward‘lookmg statement or
statements to reflect events or circumstances after the date on whrch such statement 1s made. :

e

' i
Examples ‘of factors that vou should consrder wrth respect to any forward-lookmg statements midde throughout this
document include, biit ‘are’ it limited to, the followmg ‘the impact of flurd and complex government laws and
regulatrons, including those relating to the environment; deregulatlon or restructtlmng in the electric industry that
may result in increased competition and unrecovered (stranded) costs; 1 the uncertamty regarding the timing, creation
and structure of regional transmission orgammtrons weather copdltrons that dtrectly influence the dem,and for
electncrty, the Company s;timing of recovery. of the costs assocrated wrth the four hurricanes that 1mpacted our
service temtory in 2004 or the abrlrty to recover through the regulatory process “other future significant weather
events; recurring seasonal fluctuatiofis in demand for’ electncrty, ﬂucmatlops in the pnce of energy commodities and
purchased power; economic fluctuations and the correspondrng lxmpact on. the Company_and its_subsidiaries’
commercial and industrial customers; the ability of the ‘Company 3 subsrdtanes to pay upstream dxvrdends or
distributions to it; the impact on the facilities and the businesses of the C ompany from a terrorist attack; the inhérent
risks associated thh the operation of nuclear facilities, mcludmg envtronmental “health, regulatory and fmancral
risks; the ability to successfully access capxtal markets on favorable terms, the abrhty of the Company to mamtam its
current credit ratings and the tmpact on the Company s fmancra condmon an abtlrty to meet its cash and other
financial obligations in the event its credrt ratmgs are downgraded l)elow mvestment grade; the impact that i mcreases
in leverage may have on the Company, the 1mpact of denvattvc contracts used in the normal course of busmess by
the Company; mvestment performance of pcnsron and bene rt plans the Company s abrllty to control costs

. including pension arid benefit' expense, and achieve its cost management targets for.2007; the avarlablhty and use of
Internal Revenue Code Section 29 (Section 29) tax credits by synthetic fuel producers and the Company’s continued
ability to us¢ Sectlon 29 tax ‘credits related- to ‘its, coal-based solrd synthetrc fuel busmesses, “the 1mpact ‘to the
Company’s ﬁnancxal condition, and performanee in’ the event lt 1s determmed the Company is not entltled to
previously taken Sectron 29 tax credits; the' 1mpact ‘of the proposed accountmg pronouncement regardmg uncertain
tax posmonS' the rmpac' that future crude oil prices may, have on the. value of the Company s Section 29 tax credits;
the outcome .of .Progress Energy Florida’s (PEF) rate. proceedmg in, 2005 regardmg its futuré base ratés; the
Company’s ability to manage the risks mvolved with the operatton of 1ts ponregulated plants, including dependenee
on third parties ‘and’ related counter-party Tisks, ‘and a,lack of operatmg hxstory, the'Company’s ability to manage the
risks assocrated thh its_energy ;marketing operattonS' the outcome of any. ongomg or future lmgatxon .or_similar
disputes and the’ 1mpact of, .any such outcome or related settlements .and unanticipated changes in operatmg
expenses and capxtal expendrturcs Many of thcse nsks srmrlarly 1mpact the Company s subsrdranes Co

RN RO PR I
These and other nsk ‘factors are detatled from time to' tlme m the Company s and PEC’s filings " w1th the Umted
States Securme., and Exchange Commission (SEC). Many, but not all of the factors that may impact, actual results
are dxscussed m “the Rxsk Factors sectxons of Progréss Energy’ s and PEC’s annual reports on Form 10-K for the
year ended December 31, 2004, which were filed with th¢ SEC on March 16 2005. All such factors are difficult to .
predict, contain uncertainties that may materially affect a:‘tual results and may be beyond the control of Progress
Energy and PEC. New factors émerge from time to time, and it is not possible for management to predlct all such -
factors, nor can it assess the effect of each such factor on Progress Energy a'td PEC. - N N T
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PART I. FINANCIAL INFORMATION

R

Item 1. Financial Statements N
by
LT AN ot .
.." PROGRESS ENERGY INC. o
COVSOLIDATED INTERIM FINANCIAL STATEMENTS Wit
June 30, 2005 ' o
., - V. B o
UNAUDITED CONSOLIDATED STATEMENTS of INCOME Vo
T "t N Y
‘- Thrcc Months Ended + Six Months Ended-'.,
’ ) T T T T June30 T U = June30 -7 ”‘
(in millions except per share data) T © 2005 2004 2005 2004 ~°0
Operating revenues .
Utility $1,768 s$1,721 $3,551 $3,406
Diversified business 565 402 ;980 723 .
Total operating revenues 2,333 2,123 - 4,531 4,129 .
Operating expenses T
Utility -
Fuel used in electric gcncmnon 529 468 l 079 . .961
Purchased power 217 219 - 418 . 402
Operation and maintenance” =" *° - . - Tt 5437 vt 372 T 949 T 738"
Depreciation and amortization~ - . - - G 207 - 207 - - 415 - 409 -~
_ Taxes other than onincome 108 109 T ot22s , 214
Diversified business ) ' » i
Cost of sales o 539 388 934 699
Depreciation and amortization - 13 .42 ¢ “ 82 R x
Other L 31 31 - U 63 61
Total operating expenses 2,217 1,836 4,162 3,564 -
Operating income . 116 287 369 . 565 ... -
Other income (expense) ~ - ~. - - .- R s e PR -
Interest income R - - L e e IS T 8. - 6 -
Other, net . .. . v U | - - 21 - (25 -
Total other income (cxpcnsc) e e . 23 229 a9 .’
Interest charges . A , roe Tt v
Net interest charges 16877 T ST '334 0 318
Allowance for borrowed funds used during construction R ) N ) M o ‘@3
Total interest charges, net 164 155 327 ... 315
(Loss) income from continuing operations before Income tax and o e e
minority interest, T T N ¢ 1) 133, .. LT bz
Incometaxbenefit - .. . ) . el e . 22 12 T . ’
- . Vleaa vasee " oy ate ‘. ";
(Loss) income from continuing operations before minority interest 3) 145 .
Minority interest in subsidiaries’ loss, net of tax 9 1 ‘
Income from continuing opcrntions' ~-- e e e - 6 -146 -~ - f
Discontinued operations, net of tax: S omeswovome e mee -(7) s B o -
Net ﬂos§)' income v s (1) © 8 158 eigtt )
Average common shares outstanding 246 242 245 242 v
Basic earnings per common share : . P
Income from continuing operations s 0.02 $ 0.60 $ 045 'S 101
Discontinued operations, net of tax (0.03) 0.03 i (0.08) ' : 0.07"’
Net (loss) income $(0.01) $ 063 "' $ 037 ‘s 108
Diluted earnings per common share-- o e e sl e e e "‘"","’ : RO
Income from continuing operations - s e $ 002- - $ 060.~ .- -3 045/ .-- S lOl -
Discontinued operations, net of tax (0.03) 003 - b (0. 08)"" s 0,07 "
Net (loss) income . $(0.01) $ 0.63 S' 0.37 Dt S 108 i
Dividends declared per common share 30590 ' S 0.575 S 1. 180 o S l 150 5
i O : 2 RN
.'.‘ AT P LT e 1)

Sce Notes to Progress Energy, Inc. Consolidated Interim Financial Statements,

u ool b

- s




PROGRESS ENERGY, INC.
UNAUDITED CONSOLIDATFD BALANCF SHEFTS

See Notes to Progress Energy, Inc. Consolidated Interim Financial Statements

7 b

(in millions) . L. vor eweeny ci. o Junel0 December 31
ASSETS . ) ;o ! BN ETSEErIN 2005 2004
Utility Plaat ~ - T AN TSI S i) e (‘,:' ." " Ty
Utility plant in service ret N : 322.320 $22,103
Accumulated depreciation ot (9,341) : (8,783)
Utility plant in service, net 12,979 13,320
Held for future use TN - RN A R
Construction work in progress 1,001 799
Nuclear fuel, net of amortization ' Tt 230 ] 231
. Total utility plant, net .. Lt e e i e oo w 14,216 14,363
Current assets . —— LTl . e ———— - - - .o . L
Cash and cash equivalents , . 141 v 56
Short-term investments R 40 82 ‘
Receivables, net. - - - - - = N -— - . 995 N S )

" Inventory ‘ e . ') Boo-rbogos
Deferred fuel cost 231 w0229 L,
Deferred income taxes 100 S § I I
Assets of discontinued operations " eLT - cdee. 1§77 P
Prepayments and other current assets ' * Vi 235 174

“Total current assets 2,543 12948 7!

Deferred debits and other assets L
Regulatory assets n00t - T 0647
Nuclear decommissioning trust funds . 1,081 S04
Diversified business property, net ) ) 1917, , . on ..1,838,‘,,_4.1
Miscellaneous other property and mvcstmcnts O . _ 502 )
Goodwill - ~ o v “”""’.: A e & | R ""’"3719
Intangibles,net>.0 =~ T e emle T = el 321 :

Other assets and deferred debns - - e e e = - .-....346 R R
Total deferred debits and other assets 8,887 foe 87087
Total assets \ . $ 25,646 - $26, 019 "
CAPITALIZATION AND LIABILITIES” o T T T T T e e T R ", )

Common stockequity ™ -~ — """ 7~ T - - - U
Common stock without par value, 500 million shares au(honzcd e .

251 and 247 million shares issued and outstandmg, rcspccuvcly - R 5,540, s S 360
Uneamedrestnctedshares t i Ly T T S S-mR e (16) et (13)' e
Uncamed ESOP sharés e e merimb e e e e S g RS S S (63)- P . (76) -
Accumulated other comprehensive loss - - SO pgrmeemnd oy e e (113) it o < (164) o
Retained earnings .~ - e C 2327 - 2526 .

Total common stock equity - : 7,675 7,633 ol
Preferred stock of subsidiariés-not subject to mandatory redemption” "~ "7 T T 77 T T 93 Tt T 93

Minority interest L S R (AR | RN 13610~ 3

Long-term debt, affiliate - : v 270, o, :_- 270

Loiﬁlte'rlﬁdéb?,'ﬁt' LTI T e T e e © 90417 ) T 9251 i

Total capitalization 17,120 17,283
Current liabilities ~ -~ ~ -+ == cmimomr tme mmrs o ek mcio i ¢ mmcm e v e e J—
Current portion of leng-term debt 3 , 848 L34
Accounts payable -+ I e e R IR I R+ T SR - ~'630 - -
Interest accrued ik - ’ 2221, ., e ."',..‘,219,‘ e
Dividénds declared = -7 -7 0~ T R TIIe St e emmemm e e e v _":'M "'
Shon-tcrm obhgatlons . . 403 ” )

- Customer deposits . ,"’ ’ vy T 189 . 180
Liabilities of dxscommucd opcrauons B - e 152. v
Other current liabilities ™~ -=~ * < &7 rc T ettt Ao eestewesisimanesmnms e GGGt 703 oo

Total current liabilities . 3,050 3.062 :
Deferred credits and other liabilities . , DTN . L _—
Noncurrent income tax liabilities - §32 i , ;; 625
Accumulated deféfred mvcstmcnttaxcredn{s I ittt ¥ | Mkl | / e
Regulatory liabilities -2 (- = - - #T7ee oo pwin gee o A =) _-';:' et 2654 ool
Asset retirement obligations T \' B - o 1,229 ‘ 1.282 o
" Other liabilities and deferred credits S o e Sy 1,094 937
Total deferred credits and other liabilities 5,476 5.674
Commitments and contingencies (Note 14)
Total capitalization and liabilities $ 25,646 $26,019



PROGRESS ENERGY, INC.
UNAUDITED CONSOLIDATED STATEMENTS of CASH FLOWS

(in millions)
Six Months Ended June 30,

2005 -, ", 2004 ¢

Operating activities

Net income -8 9% - 8 2020
Adjustments to reconcile net income to net cash provided by operating activities:
Discontinued operations, net of taX C o - 19 L an
Ch'arg.cs for voluntary enhanced retirement proél_'am o . ’ 158 e
Depreciation and amonizatior'_l ' ' . o ’ . o ’ 556 ' 549‘
Deferred income taxes o ‘ ; . (132) (203)
Investment tax credit . , . . P R e .o (6) ' ). .
Tax levelization - L - Co oo : : . ... 63 ' 43
Deferred fuel cost . v - L 13
Other adjustments to net income 61 27
Cash prb\"idcd (used) by cha’hges in operating assets and liabilities: '. ‘
Receivables S ' t . ' 4 ' (60) (13s)
Chvemioy T ey T Q)
' '.‘Prepaym.ents and other ct;m':nt assets . ’ " . ,4 . (27) _ :(.18)"
B /'\t;countspayable-:_. e e " D . . ' o ) .’-."-*, % 7 "
Other current lizbilities- + » ~ 2, | -, - i . R (68) 230
" Regulatory assets and liabilities .-:¢, - o . - .. L cae T - 59 - . + 0,10
CCthef -l oot T T e e e T (&)} 4. 80
Net cash provided by operating activities 580 - %02
Investing activities ) ‘ ) o,
Gross utility property additions o T iy § J(s39) Sy
Diversified business property ad'ditim::;', A . . : ‘(IJQ)_‘ , 14 . (93)
Nuclear fuel additions o . . ' BN (1) . @n:
Proceeds from sales of subsidiaries and other inves‘ments, net of cash divested ot 436 94 -
Purchases of short-term investments S A e R (2,804) 0 et (651)
Proceeds from sales of short-term investments : . R : 2846 .. =i 853 .
Other : n 37
] Net cash used in investing activities ' . (299) (354
Financing activities . _ e e e e e s e, Coe
Issuance of commonstock . . . . S PERITID i ) 59
Issuance of long-term debt . . . B P pome 1792 aoaly,
Net (decrease) increase in short-term indebtedness (281) L0, 82400
Retirement of long-term debt (517) (865)
Dividends paid on common stock - o S ’ © o (289) C @)t
Other S P e e @2) ey
Net cash used in financing activities ) .. (166) ... (520)
Cash used by discontinued operations: v ) . . RIS
Operating activities (26) “)
Investing activities A A ) ¢ 8) ¢
Financing activities - -
Net increase in cash and cash equivalents - s ' oo “ 8§ e 16
Cash and cash eqﬁivalenls'at beginning of period - ) " 56 F 35"
Cash and cash equivalents at end of period , . . s 141 $ 51 ’
. Lo b d T R . A
See Notes to Progress Energy, Inc. Consolidated Interim Financial Statements., S o oty
- ;o / ! P
: 5 RIS K .
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PROGRESS ENERGY, INC. . SRRy
NOTES TO CONSOLIDATED INTERIM FlNANCIAL STATEMENTS ..

1. .- BASISOF PRESENTATION

" Afy - Basisof Presentation o

eew by ., AR w:‘.-.-. KRR 2 R

These financial statements have been prepared in accordance with accountmg pnncrples generally

-accepted in the United States of America (GAAP) for interim financial information and with the

-~ instructions to Form 10- -Q and Regulanon S-X. Accordingly, they do not include all of the mformatron

- and -footnotes . requxred by GAAP. for annual statements. Because the . accompanymg consohdated

_ interim financial statements do not include all of the information and footnotes reqmred by GAAP for

~ ‘annual statements, they should be read in conjunction with the audited financial statements for the

. period ended December 31, 2004, and notes thereto included in Progress Energy’s Form 10-K. for the

year ended December31 2004. ST

"+ In accordance wrth the provisions of . Accountmg Principles Board Oprmon (APB) No 28 “Intenm

Financial Reportmg, GAAP requires companies to apply a “levelized effective tax rate to-interim

penods that is consistent with the estimated annual effective tax rate. The intra-period tax allocatron,

+ which will have no‘impact on total year net income, maintains an effective tax rate consrstent with the

estimated annual effective tax rate. Income tax expense was increased by $60 million and $5'million

for the three months ended June 30, 2005 and 2004, respectively. Income tax expense’ was'incréased

by $63 million and $43 million for the six months ended June 30, 2005 and 2004, respectively: The

.. income tax. provisions for the Company differ from amounts computed by :applying-theFederal

’ statutory tax Tate to mcome before income taxes, pnmanly due to the recognrtron of synthetic fuel tax
credits. el AT T . T T L L AW AT e e T

FRRANR FTRR SRk H'

D i kil R R LRI SN S sl - l'.- e R Y -~-t - - -

PEC and PEF collect from customers certain excise taxes levied by the state or local govemment upon T
*. the customers. PEC and PEF account for excise taxes on a gross basis. For thé three months ended ~
.- June 30, 2005 and 2004, gross receipts tax, franchise taxes and other excise taxes of approxrmately
$58 million and $61 million, respectively, are included in utility revenues and taxes other than on -+
income in the Consolidated Statements of Income..For the six months-ended June 30, 2005 and 2004, '
. .excise taxes of approximately $114 million for both periods are included in utility revenues and taxes . ..
other than on 1ncome in the Consohdated Statements of Income. - AR I RN TR S N PRI
'I'he ;amounts: mcludcd in the consolrdated ntenm ﬂnancral statements are unaudrted but,-in the opmron i
-of. management, reflect all.normal. recurring adjustments .necessary to. farrly present the.Company’s .
- financial position and results of operations for the interim periods. Due to seasonal weather vanatrons’ !
and the timing of outages of electric generating units, especially nuclear-fueled units;-the results-of
.operations for interim periods are not necessanly indicative of amounts expected for the entire yearor -
futureperxods (o : Crne L R AR Lol

[ ! H

In prepanng ﬁnancxal statements that conform thh GAAP management must make estrmates and

assumptions that affect the reported amounts of assets and liabilities, disclosure of contingent assets

.- and liabilities at the date of the.financial statements and-amounts.of revenues and .expenses reflected -
* - during the reporting period. Actual results could differ from those estimates. Certam amounts for 2004

have been reclassified to conform to the 2005 presentatron L B e e et

e N T AR DN S T R LR
B.- Stock-Based Compensatron R S AT O R A ST

The Company measures compensatron expense for stock optrons as the drfference between the market
price of its common stock and the exercise price of the option at the grant date. The exerclse price at
which options are granted by the Company equals the market price at the grant date and aecordmgly,
no 'compensation expense has been.recognized.for.stock option.grants. For purposes of the pro forma ‘_.
. disclosures required by SFAS No. 148, “Accountmg for Stock-Based Compensation —~ Transition and
Disclosure — an Amendment of FASB ‘Staténient No.' 123” (SFAS No. 148), the estimated fair value of *
the Company’s stock options is amortized to expense over the options’ vesting period. The following

: "+ table illustrates the effect on net income and eamings per share if the fair value method had been

t. .. applied to all outstanding and unvested awards in each period: . -



e

(in millions except per share data) - Three Months Ended Six Months Erded

June 30 June 30-°
' : 2005 - - 2004 2005 2004
Net (loss) income, as reported : s $() S 154 $92 57262
Deduct: Total stock dption‘eXpense determinedunder =~ * * " ' 7 v
fair value method for all awards net of related tax o ,
effects ' A B SRR CRUIN SU 6
* Pro forma nét (loss) income ’ o $() S 151 ° $90 'S 256
Basic eamnings pershare . . ., . . s e : :
As reported . Sl e v+ . $(0.01) ..$0.63 $037 S1.08
Pro forma . oo cr . $(0.01) :-$0.62 : $0.36 $1.06
Fully diluted eamnings per share . .. N L . Co
As reported $(0.01) - $0.63 $0.37 $1.08
Pro forma $(0.01) " $0.62 $036 S1.05

-0

L ) L T T Y Y R B A T S Ve

The Company is p]annmg to begm cxpcnsmg stock optlons m the third quartcr of 2005 (See Note 2)

..... .
s .. f >y Lot

C.’ Consolrdanon of Vanable Interest Entmes “ N '-’)

g, M P R “"""r" Dot I TR V.S oy

- ' The Company rconsohdatcs all voting interest entities in whxch it owns a majonty voting interest and
: all variable: intereét- entitics ‘for which-it is the primary beneficiary in accordance with FASB

Interpretation’ No."46R; “Consolidation of Variable Interest Entities — An Interpretation of ARB No.
517 .(FIN No. 46R). The .Company isithe 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 (Code). As of June 30, 2005, the total assets of the two entities were $38
million, the majority -of which are co]lateral for the entities”, obligations: and- are- included in

. miscellancous other property and investments in the Consohdated Balance Sheets. L

- v 1 4 .- ' 'j ',,' L I Ty

. The Company has an mterest in a hmrted partnershrp that ;invests .in 17 low-income housmg

partnerships that quahfy for federal and state tax credits. The Company also has interests in.two power

. -plants resulting from long-term power purchase, contracts. The Company, has requested the necessary

. information to determine if the 17.partnerships and the two power plant.owners are .variable interest
. . entities or to identify the primary beneficiaries; all three entities declined to provide the Company with
.. .the necessary financial .information. Therefore, the Company has. applied the information scope

exception in FIN, No. 46R,. paragraph 4(g) to: the 17. partnerships and the:two power plants. The
Company believes that if it is determined to be the primary beneficiary of any. of these entities, the
effect of consolidating the entities would result in increases tq total assets,. long-term debt. and other
liabilities, but would have an insignificant or no xmpact on the Company s'common stock equity, net
eamingsorcashflows. .~ . .. . . ..., Cop : R A

The Company also has interests in several other variable interest entmes for which the Company 1s not

- the primary beneficiary. These arrangements include investments :in approximately 28 -limited

partnerships, limited liability corporations and venture capital funds and two building lcases: with
special-purpose entities. The aggregate maximum loss exposure at June 30, 2005, that the Company
could be required to record in its income statement as,a result of these arrangements. totals
approxrmately $38 million. The creditors of these variable interest entities do not have recourse to the
general -credit of the Company in excess of the aggregate maximum loss exposure Coe e

H B — . . . . PR
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IMPACTOFNEWACCOUNTING STANDARDS ,' . .

-

FASB: 'EXPOSURE DRAFT 'ON. Accoqzvmvc; FOR UNCER'TAIN TAX Posmozvs AN

. INTERPRETA TION OF SFAS NO. 109, "ACCOUNTING FOR INCOME TAXES "’

On July 14 2005 the Fmancral Accountmg Standards Board (FASB) rssued an exposure draft of a
proposed interpretation of SFAS No. 109, “Accounting for Income Taxes” (SFAS No..109), that
would address the accounting for uncertain tax positions. The proposed interpretation would require
that uncertain tax benefits be probable of being sustained in order to record such benefits in the

10



consolidated financial statements. The Company currently accounts for uncertain tax benefits in

. accordance with SFAS No. 5, “Aceountmg for Contingencies” (SFAS No. 5). Under SFAS No. 5,

~contingent losses are recorded when it is probable that the tax position will not be sustained and the
amount of the disallowance can be reasonably estimated. The exposure draft has a 60-day public

" -~ comment period ending September 12, 2005. As currently drafted, the proposed interpretation would
- apply to all uncertain tax posmons and be effectxve for the Company on December 3l 2005 L

As dxscussed in Note 14, the lntemal Revenue Servxce (IRS) field audrtors have recommended that the
. Section 29 tax credits generated by the Company’s Earthco facilities, totaling $1.1 billion through June
.- 30, 2005, be disallowed. ‘The Company - dxsagrces with the field audit team’s findings and has
requested that the National .Office of.the IRS review this issue. The Company has not yet determined

~ how the proposed interpretation would impact its various income tax positions, including the status of -
-.*ithe ‘Earthco tax credits. :Depending on the provisions of the FASB’s final interpretation and the
" Company’s facts and circumstances that exist at the date of implementation, including the Company's

e

N

e OBLIGAI'IONS"‘ !

.h

.
*f

assessment of the probability of sustaining any currently recorded and future tax benefits, the proposed
mterpretauon could have a material adverse rmpact on the Company s ﬁnancxal posmon and results of
operatxons e ‘;v:, R o B
SFAS NO 1 23 (RE V]SED 2004) “SHARE-BASED P4 YMENT K (SFAS NO 123R)

. eee c:'I';‘,' ."\_". s - Ve ' PR
In December 2004 the FASB 1ssued SFAS No. 123R, whrch revises SFAS No 123 “Accountmg for
- Stock-Based Compensation,” and supersedes -Accounting ‘Principles Board (APB) Opmron No. 25,
“Accountmg for Stock Issued to Employees.” The key requrrement of SFAS No.'123R is that the cost
of share-based awards to employees will be. measured based on an award’s fair value at the grant date,
with such cost to be amortizéd over the appropriate service period. Previously; entities"could ¢€lect to

* continue accounting for such awards at their grant date intrinsic valu¢ urider APB Opinion No.:25, and
-+ thie Company made that election. The intrinsic value method resulted in thé’ Company recording no

0

'compensatron expense for stock optlons granted to employ ees (See Note lB) N SR I A I

DA . e T R I TR
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As written, SFAS No lZaR had an ongmal effective date of July 1, 2005 for the Company Ini: ‘April
" 2005, the SEC delayed ‘the cffectivé date'for public companies, which resulted in a réquired cffective
* date of January 1, 2006 for the Company The SEC delayed the effective date due to concerns that
-* impleimentation in mid-year-could make comphancc more difficult and make comparisons ‘of quarterly
‘rcports ‘miore “difficult. The- Company is planning to 1mplemcnt SFAS No.123R“during the third
“’quarter “of 2005, effective as of July 1; 2003 ‘The Company will 1mplement the ‘standard using the
‘ required modified prospective ’method. Under’ that method,the Company ‘will record -compénsation

* expense under SFAS ‘No.7123R for all awards -it-grants after the effective date,‘and it“will record

compensation expense (as prevnous awards ‘continue to vest) for the unvested pomon ‘of préviously
- granted awards’that remain outstandmg at the effective date. In 2004, the Company madeé the decision
to cease ~granting stock’ options -and’ replaecd that compensation with “alternative forms of

' compensation. Therefore the amount of stock optlon ¢xpense expected to be recorded in 2005 is
" below - the - amount” that would ‘Have’ been irecoided if the ‘stack - option program 'had continued.
Assuming a July, 1 2005 effective date, the Company expects to record approxunately $3 mllhon of
pre—tax expense for stock optxons 1n 2005 o

e »! N . e . i !.'l" l' AT . |1 2 ~.'| Lo et

FASB INTERPRETAT;]ON ,NO 47 "%CCOUNTING FOR CONDITIONAL ASSET RETIREMENT

L A S SR N ) & Do i RESERII LN

On March 30, 2005, the FASB 1ssued lnterpretauon No 47, “Accountmg for Condmonal Asset
: Retirement" Obligations,”" an- interpretation of ‘SFAS No. 143, *“Accounting’ for Assét Retirement
Obligations” (SFAS No:. 143). The interpretation” ¢larifies that 2 legal obhgatxon to perform an’ asset
retirement activity that is conditional on a future_event is within the scope of SFAS No. 143,
Accordingly, an entlty is required to recognizc a liability for the fair value ‘of an asset ‘rétirement
obhganon that is condmonal on a future event if the lxablhty s fair.value can be reasonably estimated.
The: mterpretatron also provndes additiorial gundancc for evaluatmg whether sufficient information is
available to make a'reasonablé estimate of ‘the'fair value. The interprétation ‘is effective for the

. Company no later than December 31, 2005. The.Company has not yet determmed the xmpact of the
: mterpretatron on.rts ﬁnancxal posmon results’ of operatrons orhquxdrty‘ ot

? w NN RN ] u_", 3
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DIVESTITURES

Progress Rail Divestiture

, . B
On March 24, 2005, the Company completed the sale of Progress Rail to One Equity Partners LLC, a
private equity firm unit of J.P. Morgan Chase & Co. Gross cash proceeds from the sale arc estimated
.to be approximately $430 million, consisting of $405 million base proceeds plus an estrmated workmg
capital adjustment. Proceeds from the sale were used to reduce debt. - ! -
Based on the cstrmated gross proceeds assocxated wrth the sale of 5430 mllhon the Company recorded
an estimated after-tax loss on disposal of $19 million during the six months ended June 30, 2005. The
Company anticipates adjustments to the loss on the divestiture during the third quarter of 2005 related
to employee benefit settlements and the finalization of the working capital adjustment and other
operatmg estimates.

The accompanymg consohdated mtenm ﬁnanclal statements have been restated for all periods
presented to reflect the operations of Progress Rail as discontinued operations. Interest expense has
been allocated to discontinued operations based on the net assets of Progress Rail, assuming a uniform
debt-to-equity ratio across the Company's operations. Interest expense allocated for the three months
_ended June 30, 2004 was $4 million. Interest expense allocated for the six months ended June 30,2005
and 2004 was S4 million and $8.millicn, respectively. The Company ceased recording depreciation
upon classification of the assets as discontinued operations in February 2005. After-tax depreciation
* cxpense recerded by Progress Rail during the three menths ended June 30, 2004 was $3 million. After-
tax depreciation expense during the six months ended June 30, 2005 and 2004 was $3 million and $5
million, respectively. Results of discontinued operations were as follows: .

Three Months Ended. . . Six Months Ended

June 30 June 30
(in millions) 2005 2004 .- ..+ 2005 -2004
Revenues S —- 8285 $ 358 -$ 524
Earnings before iricome taxes . -* - ‘ S 1814 -$-8°- 8§ 27
Income tax expense "+ ' - 0 T R R - 11
Net earnings from discontinued operations S e F 7 v 5 - 16
" Estimated loss on disposal of discontinued operations,” *+ *~ -+’ ' oo
* including income tax benefitof S0'and*$14 forthe = "' T T T it e
"+ thrée and six months ended June 30, 2005, respectively” " (7) ' =t (g) " v -
" (Loss) eamings from discontinued operations ) S 7 $(19y° " $ 16

e 1 P e b ‘. .
In connection with the sale, Progress Fuels and Progress Energy ' provided “guarantees and
indemnifications of certain legal, tax and enyironmental matters to One Equity Partners, LLC: See
discussion of the Company’s guarantees. at Note 14B. The ultxmatc resolunon of these matters could
. result in adjustments to the loss on sale in future penods o
The major balance sheet classes mcludcd in ass-=ts and llabnhtxes of dxscontmued operauons in the
Consolidated Balance Sheet as of December 31, 2004 are as follows:

(in millions) . - .- . . i Do T e
Accounts receivable Lo, . . $ 172
Inventory - SRR : S s 177
Other current assets . : . . S P
Total property, plant andequrpment net . couo 174 0 el L
Total other assets L N D39 0o L
Assets of discontinued operations 3 577
Accounts payable $ 113
Accrued expenses 39
Liabilities of discontinued operations $ 152

12



‘ In February 2004, the Company sold the majonty of the assets of Raxlcar Ltd a subsrdrary of Progress
Rail, to The Andersons, Inc. for proceeds of approxrmately $82 mllllon

NCNG Dwesttture; e . '
j‘?"""/,whrl S e (. e st ahes tv,,',‘r\'.'..‘ ,Jru,-‘;

> In.October-2002, the Company announced. the Board of Drrectors’lapproval to sell:North .Carolina

*.¢ Natural Gas Corporation (NCNG) and the Company’s equity investment in Eastern North Carolina

-VJ.

fﬂ

1

Natural Gas Company to Piedmont Natural Gas Company, Inc. ‘On September 30, 2003, the Company
completed the sale. -During the three months ended June 30, 2004, the Company recorded an
7additional gam after taxes of approxrmately $1 million related to deferred taxes on the loss from the
NCNGsa]e : .A.‘ PRt LR PR .ll?..»x:r'- L N S S L
o Feal N S "".'v:"", BUNTEE IR S YR B s f._
MDMSJM' T TR BT L
. . {, e K4 L Y]
As dxscussed in Note 5, PEF sold certam electnc dlstnbutton assets to the Crty of Wmter Park Flonda
.'on June 1 2005 vl

- Ca s LU B g L . R .
4 Lo F IR 4 S AT B S L O O 1L e
b : - . Lo MRS . N [
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N ACQUISITIONS L Y N PR I T P 5 I A ;'. SN
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o ’ PE S M ‘,‘ o -'..) 'A ,4“ Sl ’»:'!" . 5 .- ‘ll'. ‘r'~4.
In May 2005, Wmchester -Production Company, Ltd;;"an mdxreetly wholly owned subsrdrary of
. Progress Fuels’ Corporauon acquired an interest-in approximately 11 natural gas producing wells and

"; ., -proven reserves’ of approximately.25 billion cubic-feet: equrvalent from a privately-owned .company

headquartered'm Texas. In addition to the natural gas reserves, the transaction also included'a 50%
-interest in the gas gathering systems related to these resetves. The itotal ‘cash-purchase. price for the
transacuon was S46 mtllton i S T I BT B DT I BT LR I
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,._——PEFRCWI Rate Matiers e Sl L e Ln it

B N P S ot
On July 14 2005 the Flonda Public Servrce Commxssron (FPSC) 1ssued an order authonzmg PEF to
recover, $232 million, including interest, of .the costs it incurred and prevrously deferred related to
'PEF’s restoration of power to customiérs associatéd ‘with the four Jifricanes in 2004 “The ruling will
- allow PEF to include a charge of approximately $3.27 on the average,resrdentlal monthly customer bill
begmmng August 1, 2005. The ruling by the FPSC approved the majonty of the Company s request
‘with two, exceptrons the reclassification of $8 mtlhor from’ operanon and mamtenance expense
2 (0&M).to utility plant and reclassification of $17 mlllron as, normal O&M expense As a’result of

i these - adjustments, ‘approximately $17.-million- -was charged ‘o O&M expense in- June'2005

. b ;.-1, B L)

representmg the retail portlon of these ad_|ustments - . oo U
ARSI IR S P
" The amauint meludcd in the-original petmon requéstmg recovery of $252 mllhon in November 2004
“was dn estimate, as actual tofal costs were not known at that time: The ,Company currently estimates
* that it has incurred an additional $18 million Tn c6sts in €xcess of the amount requéested in the petition.
'The difference between the actual costs and the amount requested will be trued-up in September 2005,
sub_]eet"to FPSC approval and the 1mpact wrll’be mcluded in- customer bills - begmnmg January 1,
- 2006. C . ROt SR ': PR 'l~:4"._ 1. ,-:-" RTINS '.)"'_' K
On June l 2005 Flonda Govemor Jeb Bush srgned mto law a bxll that would allow utnlmes to petmon
_the FPSC to use securitized bonds to recover storm related costs. PEF . inténds to ask the FPSC for
approval .to issue securitized- debt.’ This .arrangement would benefit the -Company by sproviding
- immediate cash recovery. of the hurricane costs and would benefit the customer.by providing a longer
--recovery period, which would reduce the price impact'on monthly bl“S Assummg FPSC approval,
. PEF expects the process to take six toninemonths. .- -° - oo oL e
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On June 1, 2005, the City of Winter Park, Florida (the City) acquired PEF’s electric distribution
system that serves the City for approximately $42 million. PEF transferred the distribution system to
the City on June 1, 2005 and recognized a pre-tax gain of approximately $25 million  on the
transaction, which is included in other, net on the Consolidated Statements of Income. This amount is
subject to adjustment pending accumulation of the final capital expenditures incurred since arbitration.
The Company also reécorded a regulatory liability of $8 million for stranded cost revenues which will
be amortized to revenues over the next six years in accordance with the provisions of* the transfer
agreement with the Clty o : : A L S RS

On April 29, 2005 PEF submttted minimum filing requirements, based on a 2006 prOJected test year,
to initiate a base rate proceeding regarding its future base rates. In its filing, PEF has requested a $206
million annual increase in base rates effective January 1, 2006. PEF’s request for an increase in base
rates reflects an increase in operational costs with (i) the addition of Hines 2 generation facility into
base rates rather than the Fuel Clause as was permitted underthe terms of existing Stipulation and
Settlement Agreement (the Agrcement), (ii) completion of the Hines 3 generation facility, (iii) the
need, in light of recent history, to replenish PEF’s depleted storm reserve on a going-forward basis by
adjusting the annual accrual, (iv) the expected infrastructure investment necessary to meet high
customer expectations, coupled with the demands placed on PEF’s system due to strong customer
growth, (v) significant'additional costs including increased deprecxauon and fossil dlsmantlement
expenses and (vi) general lnﬂauonary pressures o A .
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: Hearings on the base rate proceeding are scheduled for September 7 through September l6 2005, and

*- . a final decision is' expected by the ‘end-of 2005. Although the Company cannot predict the outcome of

* this matter, an adverse outcome could negauvely impact the Company s and PEF’s fi nancxal condition
-and resultsofoperatrons' A T NNTLT B e

A R .\' ' at Co
The FPSC requires that PEF perform a deprecrauon study no !ess than every four years. PEF filed a
depreciation study with the FPSC on.April 29, 2005, as part of the Company’s base rate filing; which
will increase depreciation expense by’ $14 million beginning in 2006 if approved by the:FPSC. The
Company cannot predict the outcome or impact of this matter. PEF reduced its ‘estimated removal costs
to take into account the estimates used in the depreciation study. This resulted in a downward revision
in the PEF estimated removal costs, a component of regulatory lrabrhtres, and equal mcrease in

.

accumulated depreciation of approximately $401 million. - . “+,; < "%

The FPSC requires that PEF update its cost estimate for fossil'plant dismantlement every four years.
PEF filed an updated fossil dismantlement study with the FPSC on April 29, 2005, as part of the

- Company’s base rate filing. The new study. calls. for. an increase in the:annual accrual of S$10 million

beginning in 2006. PEF’s retail reserve for fossil plant dismantlement was approximately $133 million
at June 30, 2005. Retail accruals on PEF’s reserves for fossil plant dismantlement were previously
suspended through December 2005 under the terms of PEF’s existing Agreement The Company
cannot predict the outcome or rmpact of this matter.
- A ' :

The FPSC requires that PEF update its cost estimate for nuclear decommrssronmg evcry five years
PEF filed a new site-specific estimate of decommissioning costs for the. Crystal River Nuclear, Plant
Unit No. 3 (CR3) with the FPSC on April 29, 2005 as part of the Company’s base rate filing: PEF’s
estimate is based on prompt decommissioning. The estimate, in 2005 dollars, is $614 million and is
subject to change based on a variety of factors including, but not limited to, cost escalation, changes in
technology applicable to nuclear decommissioning and. changes in federal, state or local regulations.
The cost estimate excludes the portion attributable to other co-owners of CR3. The NRC operating
license held by PEF for CR3 currently exptres in December 2016. An application to extend this license
20 years is expected to be submitted in the first quarter of 2009. As part. of this new estimate and
assumed license extension, ‘PEF reduced its ARO liability by approxrmately '$88 million. ‘Retail
accruals on PEF’s reserves for nuclear decommissioning were: previously suspended. through
December 2005 under the terms of the Agreement and the new study supports ‘a contrnuatronfof that
suspension. The Company cannot predict the outcome or impact of this matter. .- ,

14



. PEC Retail Rate Matters .

a— [N ..

t_On Apnl 27, 2005, . PEC’ ﬁled for an increas¢ in the fuel rate’ charged to its South Carolina retail
..customers with the Public Service Commission of South Carolina . (SCPSC). PEC.requested the
-+.;.increase for underrecovered fuel costs for the previous 15.months and:to meet future expected fuel

. costs. . On June 23, 2005, the SCPSC .approved a settlement agreement filed jointly by PEC and all

-

f:

other parties to the proceeding: The settlement agreement levelizes the collection of underrecovered
fuel costs over a three-year period ending June 30, 2008, and allows PEC to charge -and recover
carrying costs on the monthly unpald balance, beginning July 1, 2006, at.an interest rate of 6%

-~compounded annually. An annual increase of $55 million, or 12 percent, in PEC's rates'was effective

July 1, 2005. : A S Ve, . RS Y S T K

A [ RPN . A TN o0 el
On June 3, 2005, PEC filed for an increase.in the fuel rate charged to its,North Carolina :retail
customers with the North Carolina Utilities Commission (NCUC). PEC asked the NCUC to approve a
$276 million, or 11 percent, increase in rates. PEC requested the increase for underrecovered fuel costs

- for the previous 12 months and to meet future expected fuel costs. If approved the increase would take

effectOctoberl 2005, R O N VAR L I B L S ?'. DR

“]A H le! TTE T 'lx.'i/.

- On- July 25, 2005 PEC the NCUC . Public Staff and the, Carolina Industnal Group for Farr Utthty

Rates jointly filed a proposed settlement agreement with the NCUC to resolve i Jissues concerning PEC's
2005 North Carolina fuel adjustment proceeding. Other intervening parties to the fuel proceeding

.- - have not agreed to the proposed settlement. The settlement proposes that PEC collect all of its fuiel cost
.. undercollections that.occurred during the-test ;year ended .March. 31,-2005 -over: alone-year ‘period

. beginning October 1,2005. Under the proposed settlement} PEC agreed to_reduce its proposed billing

_ increment desrgned to collect future fuel costs in order to address customer. concerns ‘regarding the

Y
PRI

BN

.'magmtude of the proposed increase. In recogmtron of the likely undercollection that will result during
“the year.ending September 30,.2006, PEC: would be allowed to ‘calculate and collect interest at 6% on

the difference between its collection factor in the original request to the: NCUC and the factor included
in the proposed settlement agreement until such amounts have been collected. Hearings on this matter
arescheduled for August 2005 with an order.due in September 2005. If approved, the increase would
take effect October.1, 2005. The Company cannot predict the outcome of this matter. .
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A reconcrlxatxon of the wexghted—average number of common sharés outstandmg for basrc and drlutrve

carnings per share purposes is as follows:! ;- " w4t L aowe . - L O (1 ST ¢
P SRR B POT A S AT P S S T BT A RN A :_...,» -
deite e L syt om0 2 M o Three Months Ended . SxxMonthsEnded
(in millions) ) S rip-June 30 Ly .l': ... June30..
R 2005 . 2004 2005 — 2004
) Wexghted-averagecommonshares basrc R i.1246,. Cow242 0 2245, .0 1 242
- 1Restricted stock awards " Y IR PN TR B P !
. Wenghted-average shares fullyd:luttve v 24F oo <243 <246 - . . 243
PRy T e T el ek e e e e T
. 2B Comprehenswelncome T T N, , Lo I T S T
,,':. S ST - L TSt PSS S ThreeMonthsEnded o
:’ : 3 4;;' l' .""l ;..' l"u': .' ,'\"',; o ‘~"~ :" ;':’ '7‘.‘":5".‘ . . wliay ) .'” JunC30 ’ ""; .; .'; B
(mmxlhons) ; j,’_ﬂ.,.' c o e e L 02005 12004 Y
:. «Net (loss) income oo, oy 0 s b e et o8, (158 154 i
. Other comprehensive income (loss) Cenant et t.-I R B AT SN S
Reclassification adjustments included in netincome: s v i v weesy Lint o L el L aut
_. Change in cash flow hedges (net of tax expense of RN UL B PR
'$2 and $3, respectively) | , ‘ '," L3y 4
Changes in net unrealized gains on cash flow hedges Co :
(net of tax expense of $26 and $0, respectively) 44 2
Foreign currency translation adjustment and other 1 (1)
Other comprehensive income $ 46 S S
Comprehensive income $§ 45 S 159

~e
(]
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Six Months Ended

. . June 30 ... '
(in millions) ' : - - 2005 2004
Net income - e . - s 92 S262 @ ¢
Other comprehensive incomé (loss): - e S
‘Réclassification adjustments included in net income: : '
Change in cash flow hedges (net of tax expense of - oo RS
$3 and $5, respectively) - - : IR SR R
Foreign currency translation adjustments mcluded in ‘ EEL
discontinued operatxons : s (6) -
Minimum pension liability adjustment included in Co
discontinued operations (net of tax expense of $1) - SRS | -
Changes in net unrealized gains (losses) on cash flow hedges
(net of tax expense (benefit) of $31 and (88), respectively) -~ 50 (15) -
Foreign currency translation adjustment and other = - : 1
Other comprehensive income (loss) ' ' ) $ 51 '$ (6)
Comprehensive income - $143 5256
C. Common Stock ' "

Wl o

At December 31 20M ;he Company had approxlmately 63’ mxlhon shares of common stock

.n ol

o _ authonzed by ihe Board of’ D,xrectors, that remamed unissued and resérved. In 2002, the Board of

" Direcfors authorized meetmg the’ rcquxrements of the Progress Energy 401(k) Savings and Stock
Owncrshxp Plan and the Investor Plus Stock Parchase Plan with original issue shares. For the three
and six months_ended June 30, 2005, the Company issued approximately 2.6 million shares and 3.9
" millior shares, respecnvely, under these plans for net proceeds of approxxmately Slll mxlhon and
$169 million, respectively.

" DEBT AND, CREDIT FACILITIES AND FTNANCING A‘(j'nvmss

Changes to the Company’s debt and’ credlt facnlmcs since December 31, 2004 dxscussed in Note 13 of
the Company’s 2004 Annual Report on Form iO-K are described below. -

In January 2005; the Company used prodedds’ fibri the issuaticé of commetcial paper to pay off $260
million of revolving credit agreement (RCA) loans, which included $90 million at PEC and $170
mxllxon at PEF,

st W ate L s NI T e

" On January 31, 2005, Progress Energy, Inc"c'ntered into a new $600 million RCA, which was to
* expire on December 30, 2005. This faexhty Was ddded 16 provide additional liquidity; to the extent
necessary, during 2005 due in pait to the'unéertamty of the timing of storm restoration’ cost recovery
from the hurricanes in Florida dunng 2004. On February 4, 2005, S300 million was drawn under the
new facility to reduce commercxal paper andi)ay "off the remaining amount of loans outstandmg under
other RCA " facilities, which consisted of $160, millibn at Progress Energy and $55 million at PEF. As
discussed below, the maximum size of this RCA was reduced to $300 mnlhon on March 22, 2005 and
subsequently terminated on May 16, 2005.

On March 22, 2005, PEC issued $300 million of First Mortgage Bonds, 5.15% Series due 2015, and
$200 million of First Mortgage Bonds, 5.70% Series due 2035. The net proceeds from the sale of the
bonds were used to pay at maturity $300 million of PEC’s 7.50% Seniot Notes‘on’ April 1,2005 and
reduce the outstanding balance of PEC’S commercial paper. Pursuant to the terms of the Progress
Energy $600 million RCA, commitnients were reduced to $300 'million; elTective March'Z‘Z; 2005_.

In' March 2005, Progress Energy, Inc.’s $1.1" billion fivé:year credlt faclhty was amended to increase
the maximum total debt to' total ‘capital ratio from 65% to 68% dué o' the’ potennal nnpacts of a
proposed interpretation of SFAS No. 109 regarding accounting rules for uncertain tax positions (See
Note 2).
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On March 28, 2005,1PEF entered into a new $450 million ﬂve-year RCA with a syndication of
financial institutions. The IRCA will be used to provide llqutdrty support for PEF’s issuances of
commercial paper and other short-term obligations. The RCA will exprre on March 28, 2010. The new
$450 ‘million RCA“replaced PEF’s $200 million three-year RCA and $200 million,364-day RCA,

which were each terminated effective March 28, 2005. Fees and interest rates under thc $450 million
RCA arcto be detcrmmed based upon the credit rating of PEF’s long-term unsecured senior non-credit
enhanced debt, currently rated as A3 by Moody’s Investor Servnces (Moody’ s).and BBB by Standard
and Poor’s (S&P). The RCA includes a defined maximum total debt to capital ratio of 65%..The RCA
also _contains ‘various cross-default and 'other .acceleration -provisions, including - a, cross-default
provision for defaults of indebtedness in excess of $35 million. The RCA does not include a material
adverse change reprcsentauon for borrowmgs or a financial covenant for interest coverage, whrch had
been prov1snons in the termmated agreements AR . ,,_‘:, :

T, et

e e - .«

On March 28, 2005, PEC entered mto a new $450 mrlhon ﬁve-year RCA wrth a syndlcatron of
financial mstltutrons ‘The RCA will be used 1o provxde ltqundtty support- for. PEC s issuances of
commercial paper“and other short-term obligations. The RCA ‘will expire on. TJune' 28, 2010. The new
$450 million RCA replaced PEC’s $285 million three-year RCA and $165 mrlhon 364- -day RCA,
which were each terminated effective March 28,-2005. Fees and interest rates under the $450 million
RCA are to be determined based upon the credit rating of PEC’s long-term unsecured senior non-
credit enhanced debt, currently rated as Baal by Moody’s and BBB by S&P. The RCA includes a

N deﬂned maxtmum total debt to capttal ratlo of 65% Thc RCA also contams vanous cross-default and

L

- $300 mxlllon of its $600 million RCA

: Mortgage Bonds Debt Secuntles and Preferred Stock R IEE TN SR

o .whlch had been a provxsron in the termmated agreements ey

. s

..Mortgage Bonds Semor Notes Debt Secunues and Preferred Stock

-.;;',BENEFITPLANS N .,.,,J,-» T {, ,n',ﬁ-.;{

H ‘of $35 milliori. The RCA does'not include a matenal adverse change representatron for borrowmgs

a2
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In May 2005 Progress ‘Energy, Inc uscd proceeds from the 1ssua‘nce of commercxal papcr to pay off

ol N e s

e -¢‘~;1‘:-:. 'l“'l‘ ‘r

On May 16, 2005, PEF issued $300 million of Flrst,Mortgage Bonds, 4 50% Senes due 2010. ,The net .

proceeds from the sale of the bonds were used to-réduce the outstandmg balance of commerclal paper.

'_.";Pursuant to the, temts of the Progress Energy $600 mrlhon RCA commrtments Were completely
* ‘reduced and the RCA was termmated effectrve May 16 2005

<4"l

..... - i ltlx L4 ’)' \' i g ‘ 1\!

On July 1 2005 PEF pard at matunty $45 mllllon-of xts 6 72% Medlum-Term Notes Senes B with
‘,short~term debt proceeds. « ..o i sl 17 350 _,..;_,,',r._,.,‘_,,l

s TN ) E -f« FETRERS

BT X

On July 28, 2005, PEC filed a shelf registration statement with the SEC to provide' ari additional $1.0
billion of capacity -in addmon to the $400 million, remammg on PEC’s current shelf registration
statement, The shelf . regtstrauon statement .wrll allow PEC to, issue vanous securities, mcludmg First
Ty e J‘,'"'f-: .'.".-':
EERU IS R aTANES SE ety lt‘ll‘c"—-,y‘~,~|‘--r Pt i

On .luly 28 :20'05' PEF ﬁled a shelf f registration statcment with the SEC to provrde an addmonal $1.0
.- billion of capacity,in addmon o the $450, mrlhon remammg on PEF s current shelf regrstratxon

statement ;The shelf regrstratlon statement wrll allow PEF, to 1ssue various secuntres including First
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_.The Company : and some of its subsndtanes have a ,noncontnbutory defmcd beneﬁt retirement (pensron)
plan for substanually all, full-tlme employees .The Company also has supplementary defmed benefit
‘pension -plans that provrde beneﬁts to htgher-level employees In addition to pension beneﬁts the
Company and some of its subsidiaries provxde contributory other postretirement benefits (OPEB),
., including certain health care and life insurance benefits, for retired employees who meet specified
criteria. The components of the net penodxc bereﬁt cost for the three and six months ended June 30

fl R N P
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Other Postretirement

Three Months Ended June 30 Pension Benefits Benefits
(in millions) 2005 2004 2005 2004-*°
Service cost | N $ 15 § 13 $ 3 S 4"
Interest cost 29 28 . .. 8 g,
Expected return on plan assets &) (37) ' (N -
Amortization of actuarial loss 6 5 : 1 ‘ L
Other amortization, net 1 - - 1
Net periodic cost $. 148 9 S 11 S 13
Additional cost / (benefit) recognmon () «) @ 1 : 1
Net periodic cost recognized - $ 10 $ 5 8§ 12 % 14

' . Other Postret_irement
Six Months Ended June 30 ~ ° e ' Pension Benefits ' ' Benefits
(in millions) 2005 . 2004 2005 2004
Service cost | ) o $. 30 s 27...%8, .6 § 8
Interest cost - - 57 55 .. .. 16 .17 -
Expected return on plan assets : (73) (75) . G .. @
Amortization of actuarial loss 12 11 2 2
Other amortizaticn,net -~ .. - .. 1 - - - -1 1
Net periodiccost  * - SRR $ 2758 18 -8 22 S 26

- Additional cost / (benefit) recognition (a) () (8 - 1 T

Net periodic cost recognized ' $ 19 S 10 S 23 S 27
(a) Relates to the acquisition of FPC. See Note 17B of Progress Energy’s Form 10- K for year ended

December 31, 2004, .
In addition, in the second quarter of 2005 the Company recorded costs for special termination benefits
related to its voluntary enhanced retirement program (see Note 10) of approximately $122 million for
pension benefits and $19 million for other postretirement benefits. These charges resulted in a $37
million decrease in prepaid pensxon assets, which is included in other assets and deferred debits; and a
$104 million increase in pension and OPEB liabilitics, WI'IICI] are included-in other IlablIltlea and
deferrcd credits on the Consohdated Balance Sheets.

RIS:( MANAGEMENT ACTIVITIES AND D RIVATIVE TRANSACTIONS P

Progress Energy and its subsndlanes are exposed to various nsks related to changes in market
conditions. The Company has a risk management committee that includes senior executives from
various business groups. The risk managemen: committee is responsible for administering risk
management policies and monitoring compliance with those policies ty all subsidiaries. Under its risk
policy, the Company may use a variety of instruments, including swaps, options and forward contracts,
to manage exposure to fluctuations in commodity prices and interest rates. Such instruments contain
credit risk if the counterparty fails to perform under the contract. The Company minimizes such risk by
performing credit reviews using, among othct things, publicly available credit ratings of such
counterparties. Potential nonperformance by cotnterparties is not expected to have a material effect on
the consolidated financial position or consolidated results of operations of the Company. See Note 18
to the Company’s Annual Report on Form 10 K for the year ended December 31, 2004.

A Commodnty Denvatlves

General
Most of the Company’s commodity contracts are not derivatives pursuant to SFAS No. 133,

“Accounting for Derivative and Hedging Activities” (SFAS No. 133) or qualify as normal purchases
or sales pursuant to SFAS No. 133. Thercfore, such contracts are not recorded at fair value.
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In 2003, PEC recorded a $38 million pre-tax (523 million after-tax) fair value loss transition
adjustment pursuant to ithe _provisions of DIG;Issue C20, “Scope Exceptions: Interpretation of the
Meaning of Not Clearly and Closely Related in ‘Paragraph 10(b) regardmg Contracts with a Price
Adjustment Feature.” The related hablhty is bemg amortized to eamnings over the term of the related
contract (See Note 12). "As of June 30, 2005 and December 31, 2004, the remammg hablllty was $23
mrlhon and $26 million, respectwely :

¢, Wby o,
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Denvatwe products pnmanly electrlclty and natural gas contracts, may be entered into from time to

- time for economic hedgmg 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. The Company manages open
posxtlohs thh strict policies that limit its.exposure to market risk and require daily .reporting to
management of potential financial exposures. The Company recorded pre-tax losses of less than S1

. .:million and $2 mllhon ‘on such contracts, for -the ‘three months ended June 30,2005 and 2004,

’
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L,
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respectively. The' Company recorded a $2 mllllon pre-tax gain and a $14 million pre-tax ‘loss on such
contracts for the six months ended June 30, 2005 and 2004, respectively. The Company did not have
material outstandmg positions in such contracts as of June 30, 2005 and December 31, 2004, other
than those receiving regulatory accountmg treatment, as discussed below.:+"+ . v L T

f _'f_.l'_l B s ISRRIETA L

- PEF has derivative instruments related to its exposure to price ﬂuctuatxons on fuel oil purchases. These
-instruments receive regulatory accountmg treatment. Unrealized gains and losses are.recorded in

“regulatory liabilities and regulatory assets, respectively. As of June 30,:2005; the fair values of these
instruments were a $60 million short-term derivative assct posmon included in other current assets and
a $22 million long-term derivative assét-position-included in other assets and deferred debits. As of
December 31, 2004, the fair values of these instruments were a$2 mxlhon long-term derivative asset
position included in other assets and deferred debits'and a’'$5 million short-term denvatrve lxabxhty
posmon included in other current liabilities. A

] eyt N . . B » - i Y
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Cash ﬁowHedges cent .,mi S e
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Progress Energy’s nonregu]ated subsxdnanes desxgnate a portion of commodity denvauve mstruments
as,cash flow hedges under. SFAS. No. 133..The obJectwe for holdmg these.instruments is:to hedge
exposure to market risk associated with ﬂuctuatrons in ,the_ price.of natur_al ga‘s_for,the, Company’s
forecasted purchases and sales. Realized gains and losses are recorded net in operating revenues or
- operating expenses, as .appropriate.: The ;ineffective portion of commodity cash:flow hedges for the

three and six months’ endmg June 30, 2005 and 2004, was not matenal to the Company’s results of

t,
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Thc faxr values of commodrty cash ﬂow hedges as of June 30 2005 and December 31 2004 were as

fO"OWS" Crt e D A P L S R AL S B YT KLATET IR e ., well e
ce v e ',,,'- L Y 2PN R S R I Ces gy 2ee - ‘,:.:t' el e et e N
g c(m millions) .- i Lt - June 30y o ..December31,'.-;- N T
T eyt e e e, e 2o 2008 0 L 0 Lo 200 2004 . R RS
-+ Fair value of assets ¢ ; -~z -« ', 28,96 e v 8 = e
. :Fair value of liabilities ™ .~ *- e~ 0. 3" o (24) o i o {18) s U e
! Fairvalue,meto:d . "o von et L § J20hennin g en oo 0§ (18).  ivdne e
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The followmg table presents selected information related to the Company s commodity cash flow
hedgesasofJune30 2005: T R .
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Accumulated Other Portion Expected to

: Comprehensive be Reclassified to
(term in years/ Maximum  Income/(Loss), net of . Eamings during the
millions of dollars) - Term® tax * Next 12 Months®
Commodity cash
flow hedges 10 $ 44 ‘S (9) -

Hedges in fair value liability posmons have a‘maximum term of less than two years and hedges in
fair value asset positions have a maximum term of 10 years. ' - -

Due to the volatility of the commodities markets, the value in accumulated other comprehensive
income/(loss) (OCI) is subject to change prior to its reclassification into earnings.

e

B. Interest Rate Derivatives — Fair Value or Cash Flow Hedges
The Company uses cash flow hedging strategies to reduce exposure to changes in cash flow due to
fluctuating interest rates. The Company uses fair value hedging strategies to reduce exposure to
changes in fair value due to interest rate changes. The notional amounts of interest rate derivatives are
not exchanged and do not represent exposure to credit loss. In the cvent of default by the counterparty,
the risk i in these transactions is the cost of replacing the agreements at current market rates.

) IR ‘l\'

v, e,
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© The falr valucs of interest-rate hedgcs as of June 30, 2005 and December 31, 2004 were as fol]ows

R I PR

" LR TR e June 30, * December 31,
(in millions) oo e 2005 - 2004
Interest rate cash flow hedges $ 3 S
Interest rate fair value hedges - $ 2 'S '3
Cash Flow Hedges

Gains and losses from cash flow hedges are recorded in OCI and dmounts reclassified to’eamings are
included in net interest charges as the hedged transactions occur.” Amounts in OCI related to
terminated hedges are reclassified to eamings as the interest expense is rccorded. The' ineffective
portion of interest rate cash flow hedges for the three and six months ending June 30 2005 and 2004,
was not material to the Company’s results of operations.

The' following table presents selected information related to the Company’s mtcrest rate cash flow

hedges included in OCI as of June 30, 2005‘ g SR
Accumulated Other Portion Expected to
Comprehensive be Reclassified to
(term in years/ Maximum  Income/(Loss), net of Earnings during the
mnllxons ofdollars) ° Term < otax® Next 12 Months®"

Interest rate cash Less than - C
flow hedges one - S (17 $3)

@ Includes amounts related to terminated hedges.
® Actual amounts that will be reclassificd to earnings may vary from the expected amounts presented
above as a result of changes i in interest rates

As of June 30, 2005 and Déceiber 31, 2004, the: Company had $300 million notional and $331
million notional, respectively, of interest rate cash flow hedges.
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. Fair Value Hedges . S : ,,f _

For interest rate fair value hedgcs, the change in the t‘alr value of, the hedgmg derivative is recorded in
net interest charges and is offset by the change, in the fair value of the hedged item. As of June 30,
2005 and December 31, 2004 thc Company had $lSO million .notronal of .1nterest Tate fair value
hedges

SEVERANCECOSTS e e
_.On February 28, 2005, as part of a prevxously announced cost management mmattve the Company
approved a workforce restructuring .which is expected to be completed in September 2005 and result in

.-.a reduction of approximately 450 positions. The cost. management initiative is designed to permanently
: rreduce by $75 million to $100 million the projected growth in the Company’s annual O&M expenses

-+, by the end of 2007. In addition to the workforce restructuring, the cost management initiative included

-a voluntary enhanced retirement program.,In connection.with this initiative, the. Company incurred
approxtmately $176 million of pre-tax charges for severance and postretlrement benefits during the six

- months ended June 30, 2005, as described below. ; ST P P I S RY
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The Company recorded SBl,mxlhon of severance expense during the, ﬁrst quarter of 2005 for the
..workforce restructuring and xmplementanon of .an automated meter reading initiative-at. PEF The

. workforce restructuring expense was computed based on the approximate: number of, posmons to be

Y

[

. eliminated. ; During the second quarter of.2005, 1,447. cmployees eligible for participation in the
.. voluntary enhanced retirement program elected to participate,.Consequently, jin the second quarter of
12005, the Company ' decreased its estimated severance costs by $13 million due to the 1mpact of the

employees electing participation’ in the "voluntary . enhaficed ” retirérient “program. - The™ severance

expenses are primarily mcluded in O&M expense on the Consolldated Statements of Income

. g g

The accrued severance expense wrll be pard over trme The actmty in the severance lxabxlxty is as
follows: - - B

(in mllllons)
..Balance as of January 1, 2005
Severance costs accrued

' . . .
. B . Vo
AR R IS B L A A

VI et P G T SRR / Php e b IR TR A S A

Payments.»‘ R D P D
Balance asol‘June30 2005 R T

.- The Company recorded a $141 mxllton charge in the second.quarter of 2005 related, to pastretlrement

L Abeneﬁts ‘that will be paxd over time to eligible. employees who elected to participate in the voluntary
" ... enhanced retirement program (see Note 8). In ‘addition, the Company recorded a $l7 mtllron charge

. FINANCIAL INFORMATION BY BUSINESS SEGMENT., .- . ., = =" " i

for early retirement incentives to be pald over,time {0 certain employees. ™
SRR 0 & SN
The cost management mmatxve charges are subject to revxsxon in future .quarters based on completion
of the workforce restructuring and the potentlal additional impacts that the- early retirements and
outplacements may havé ori the Company’s postrétirérient plans. Such revisions may be srgmf’ cant
and may adversely impact the Company’s results of operations in future periods. In addition, the
Company expects to incur certain mcremental costs for rccrurtmg and staff augmentatlon actwmes that
cannot be'quantified at this time. ¥

e I

The Company’s reportable scgments include: Progress’ Energy Carolinas El'ectric":(PE‘('f”Electric),

.., Progress Enpergy, Florida -(PEF), Competmve Commercial Operations (CCO) Fuels and Synthetlc

Fuels. TR

KRU IR R B P

PEC Electric and PEF are primarily engaged in the generation, transmission, distribution and sale of
electric energy in portions of (i) North Carolina and South Carolina and (ii) Florida, respectively.
These electric operations are subject to the rules and regulations of the FERC, the NCUC, the SCPSC,
the FPSC and the United States Nuclear Regulatory Commission (NRC). These electric operations
also distribute and sell electricity to other utilities, primarily on the east coast of the United States.



bEbi.

Fuels is engaged in natural gas production in Texas and Louisiana, coal mining, coal terminal services
and fuel transportation and delivery in Kentucky, West Virginia and Virginia.

CCO is primarily engaged in nonregulated electric generation operations and marketing activities in
Georgia, North Carolina and Florida. : .
R
Synthetic Fuel operations include the production and sale of coal-based solid synthetic fuel (as defined
under the Internal Revenue Code) and the operation of synthetic fuel facilities for outside parties in
West Virginia, Virginia and Kentucky. See Note 14 for more information.

In addition to these reportable operating segments, the Company has Corporate and other activities
that include holding company and service company operations as well as other nonregulated business
arcas. These nonregulated business areas include telecommunications and energy service operations
and other nonregulated subsidiaries that do not separately meet the disclosure requirements of SFAS
No. 131, “Disclosures about Segments of an Enterprise and Related Information.” The profit or loss of
the identified segments plus the loss of Corporate and Other represents the Company’s total income
from continuing operations.

Prior to 2005, Rail Services was reported as a separate segment. In connection with the divestiture of
Progress Rail (see Note 3), the operations of Rail Services were reclassified to discontinued operations
in the first quarter of 2005 and therefore are not included in the results from continuing operations
during the periods reported. In addition, Synthetic Fuel activities were reported in the Fuels segment
prior to- 2005 and now are considered a separate reportable segment. These reportable segment
changes reflect the current reporting’ structure. For comparanve purposes, the pnor year results have
been restated to conform to the current presentation. - -

Revenues
’ I . " Income °
- Postretirement from
and Severance  Continuing

(in millions) Unaffiliated Intersegment Total Charges Operations Assets
FOR THE THREE : : N R - :
MONTHS ENDED
JUNE 30,2005 . . )
PEC Electric .S 860 S $ 860 .. $ 416 $ 68 . § 10,830
PEF 908 - 908 93 0 .. 17492
Fuels 178 . 335 ... 513 S 12 oo 813
CCo 158 - 158 1 3) 1,755
Synthetic Fuels 213 - 213 - .23 . 290
Corporate and Other 16 . 126 142 y 1 (o9 17,456
Eliminations. - (461) (461) C . - (13,240)
Consolidated totals $ 2,333 S - $ 2333 °° $ 145 S 6 'S 25,646
FOR THE THREE
MONTHS ENDED
JUNE 30, 2004
PEC Electric $ 861 s - $ 861 s 5 s 97. -
PEF 860 - - 860 C - 84
Fuels 146 273 419 - 17, . .
cco 72 - 2 - 5
Synthetic Fuels ) 161 2. 163 - ©o'36
Corporate and Other 23 104 127 .y 93y !
Eliminations - - (379) (379 - - S -

Consolidated totals : $ 2,123 S - $ 2,123 c - $ -5 1 .8-1460

22



.- - - . .Revenues. - - U -

- b te \ .
RE N T " C R WL Sy
Postreurcment Income from
- "and Severancc + "Continuing *

(in millions) UnafTiliated Intersegment Total .- ... Charges: : ’Operations Assets
"FORTHESIX Con ' L : .

CoMONTHSENDED . . i guore e s v e e
JUNE302005 : ‘ ' .o

6 . 4 i3 ATy

.PECElectric -~ ST $T1798T sl 8 1795 860 T ST 184 ¢+ § 10,830
PEF " A TLI86 - = - 1,756 S 107 §3 7 - 1142
Fuels ., -, voo314., . 642 ,,5-,,-,.956. Cow 6. ... .23 813
cco Lm0 - a2 , 2 ) 1,755
Synthetic Fuels ] S e 41 ' - 2 0 29
Corporate and Other . 330" - 227700 7 260 1 " (162) . Y 17,456
Eliminations 2 L - ~_(869) .. . .- (869) - - {13,240)

Consolidatedtotals - - 8§ 4531.- -~ -8 -, -8 4531, - 8§ -176 . .S« 111 . 'S 25,646

L - - . IR

FORTHES[X
MONTHS ENDED
JUNE 30, 2004 :
. PEC Electric A - 8$.1,762 & 81~ 0 S 1762... . 8 -
. PEF . T ",-14,644 IR T T SO 1,644 . SRR B
Fuels - L 252 . 539 TR ) A
cco _l 108 T f - 7105 N o .
VIS SymhctiéFuéls R T 7. TR LT 3 IRMCRRRMES: £ ¥ 2SR IR RS ) N ‘A.! H
*  Corporateand Other =~ ©.t= 2400 0 201 - 17 LUt 24 i wvaennSt i(197) i n
- _Eliminations S Sy o =i (TA6) as e < i(TAB) Ve epn e vy e e i
Consolidated totals .S 4,129 . 8§ .- ... 54129 .. ..8 . 6. .§ 245
R R cee S

OTHER INCOME AND OTHER EXPENSE

4 4 =
.-

[ 54

—

w

Lo

Other income and cxpensc mcludes mterest income ‘and other mcome and cxpcnse xtems as discussed
below. The components-of other, net as shown on the accompanymg Consolidated Statcments of
Income are as follows: -~ - - .

. ; N R -',..»“,., L. .7 ."'-- S . -

- [ Se - - . e S . commee Tl aed . -
d . ‘ . . .

: Three Months Ended Stx Momhs Ended
. o ~~ June30 "' Jine 30
i . 4+_(in millions) . L. C e *2005 - 2004 T T 2005 ¢ 52004
o Other income i e LA ’ .
" Nonregulited energy and delivery services mcome T 's 11 8T8
"'-' DIG Issué C20 Amortization (seec Note 9 A AL

s17, s 12
30 4

SIS RS

', . Investment gains - _ : '%'s RN i3 e e g
‘Income from équity investments - i ¢ Tt 300 BT ~ -
Gann on sale ofdxstnbunon assets (see Notc 5)" M - R 25" DTt -

[ 8]

, AFUDchuxty oot - i R N L 9,". . a
" Other L T e memmem TRt 8 - ' 8 . 14
Total other income S 49 S 21 $-70 - S 138

Other expense ) i ’ .
Nonregulated energy and delivery scrvxccs cxpcnscs .8 5 %8

Donauons ’ . -
Investment losses ' -
Contingent value obligations unreahzed loss

" Loss from equity investments

. S .10 .8 9
R | U [

th

- B T

4
Write-off of non-trade receivables = .7 .. - : DT
FERCaudltscttlemcm [ A R A T A -
0

)
VR REN RV

L}

w

Other , ‘ ,
Total other expense . ST $ 3

W
L)
-
—
H

$§ 24 .. 8 49 S

Othermet . .. T s19 . s@ s 2 .s@5
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Nonregulated energy and delivery services include power protection services and mass-market
programs (surge protection, appliance services and area light sales) and delivery, transmission and
substation work for other utilities.

FERC audit seitlement includes amounts approved by the FERC on May 25, 2005, to settle the FERC
Staff's Audit of PEC's and PEF's compliance with the FERC's Standards of Conduct and Code of
Conduct. In the settlement, PEC and PEF agreed to make certain operational and organizational
changes and to provide their retail and wholesale customers a one-time credit of approximately $7
million which was recorded as other expense in the second quarter of 2005. PEC recorded $4 million
of the settlement and PEF recorded the remaining $3 million.

ENVIRONMENTAL MATTERS

The Company is subject to federal, state and local regulations addressing hazardous and solid waste

management, air and water quality and other environmental matters. See Note 22 of the Company’s

2004 Annual Report on Form 10-K for a more detailed, historical discussion of these federal, state,
and local regulations.

HAZARDOUS AND SOLID WASTE MANACEMENT

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 retroactive joint and several liabilities. Some states, including North Carolina and
South Carolina and Florida, have similar types of legrslatxon The Company and its subsidiaries are
periodically notified by regulators, including the EPA and various state agencies, of their involvement
or potential involvement in sites that may require investigation and/or remediation. There are presently
several sites with respect to which the Company has been notified by the EPA, the State of North
Carolina or the State of Florida of its potential liability, as déscribed below in greater detail. The
Company also is currently in the process of assessing potential costs and exposures at other sites. For
all sites, as the assessments are developed and analyzed, the Company will accrue costs for the sites to
the extent the costs are probable and can be reasonably estimated. A discussion of sites by legal entity

. follows.

Various orgamc materials associated wrth the production of manufactured gas generally referred to as
coal tar, are regulated under federal and state laws. PEC and PEF are each potentially responsible
parties (PRPs) at several manufactured gas plant (MGP) sites. .

The Company has filed claims with its general liability insurance carriers to recover costs arising from
actual or potential environmental liabilitics. Almost all claims have been settled and a few are still
pending. While the Company cannot predict the outcome of these matters, the outcome is not expected
to have a material effect on the consolidated financial position or results of operations.

PEC

There are nine former MGP sites and a number of other sites assocrated with PEC that have required
or are anticipated to require investigation and/or remediation.

During the fourth quarter of 2004, the EPA advised PEC that it had been identified as a PRP at the
Ward Transformer site located in Raleigh, -North Carolina. The EPA offered PEC and a number of
other PRPs the opportunity to negotiate cleanup of the site and reimbursement of less: than $2 million
to the EPA for EPA’s past expenditures in addressing conditions at the site. PEC and other PRP’s are
in discussions with the EPA to reach an agreement. However, as an agreement among PRPs.has not
yet been reached, it is not possible at this time to reasonably estimate the total amount.of PEC’s

.obligation for remediation of the Ward Transformer site. If an agreement cannot be reached, the EPA

could issue a unilateral order requmng eleanup of the. site. The Company cannot predlct the outcome
of this matter. ‘ : ‘ e
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Lk As of June 30 2005 and December 31, 2004 PEC ’s accruals for, probable and esttmable costs related
..to various environmental. sxtes which are Jincluded in other lxabllmes and deferred credits and are

cxpected to be paid out over one to five years, were: S ST TR g
Y (in'millions) Toooecaren, s S el e et sa 2June 30,2008 0 December31 2004
Insurancefund I b e F R SR LR A
- Transferred from North Carolina Natural Gas . coe M N oow.
.+ Corporation attime of sale  ©* .t Tyl gein o0 L writ D
D "-’Totalaccrual forenvironmental sites ep tAbarlot o b 6 L et 18 9
H . I O . . R N P AT R B ]

""The msurance fund ‘in the table above ‘was established when PEC recexved msurance proceeds to
_address costs assocrated with environmental liabilities related to its’ mvolvement with some sxtes Al
= ellgtble‘ expenses related to these sites are charged against a specxﬁc fund contamtng these proceeds.
Lo For the three and six months ended June 30, 2005 PEC made no addmonal accruals, réceived no
' * 'insurance " proceeds ‘and’ spent approxxmately Sl mtllxon and $3 mtllxon, respectxvely, related to
‘environmental remedranon

: » o ‘ . . L S T [T T
PR P oLt R A4 RER LS SEANRAASEY I A B A 1

This accrual has been recorded on an undtscounted basis. PEC measures/xts hablltty for these sites
“based on available ev1dence mcludmg its expenence in 1nvesttgatmg and remedlatmg envuonmentally
_ 1mpa1red sites. The process often involves assessmg and developmg cost-shanng arrangements with
N ‘other PRPs. PEC will hecrue costs for the sxtes to the extent 1ts ltab}ltty is probable and the costs can
be reasonably esnmated BecauSe the extent of envxronmental lmpact allocatxdn among PRPs for all
sxtes, remedtatton altematlves (w}nch could 1nvolve exther mrmmal or sxgmf' cant efforts), and
concurrence of the regulatory authormes have not yet reached thé stage where a reasonable estxmate of
the remedxatxon costs can “be’ made, PEC cannot deterrmne the total costs that may bé' mcurred in
connectxon with the remedlatxon of all sxtes at thxs time. It is antncxpated that sufﬁcxent mformatton will
" become avaxlable for several snes dunng 2005 to allow a reasonable_ estrmate_ of PEC’s obhgatxon for
those sntes tobe made. ’ ‘ e o e e - U S
...... : (e nDoALere Tt R L TR :
" “On March 30 2005, the North Carolma D1v1sron of Water Quahty renewed a PEC penmt ‘for the
“*continued" usc’of coal combustxon products generated at'any of the Company’s ¢oal-fired plants located
‘in the state. The Company has revxewed the permit condmons, which could sxgmﬁcantly restrxct the
lreuse of coal ash and result m hxgher ash management costs ,and plans to ad_;udlcate the perrmt-
condmons The Company cannot predxct the outcome of this matter. L .

RO L AR P3RS S PR n:’.'t i -5 ..‘

.

B L Vege

PEF P Y T CAUE TS UEUA T SL S T Ul SRR

' As of June 30 2005 and December 31 2004 PEF s accruals for probable and cstxmable costs re]atcd
. t° vanous envxronmental sxtes whrch are mcluded m other habxhttes and deferred crcdxts and are
expected to be pald out over one to ﬁftcen years, were tela oo

p . TN e . L e .
BN} T O S LA VAU R F NS BRI £ 1 oy ! P RS S T |

. (inmillions) - : . S et e ~ - -June 30,2005 - December 31, 2004
. Remediation of dxstnbutton and substanon s 0 - 822 : S 27
ot stransformers oL e oy et e ' s ::-.-f}.'r.v' e Ll I U I
MGP and other sites R N TR v O IR ¢ . B S 18
Total accrual for environmental sites . $ 40 . ’ -$ 45

M . '-'. P . ., .- ] X !
TR N ! 4 b o ‘e P . :

PEF -has.received approval from- the FPSC.for. reeovery of ‘costs. assocxated with the remediation of
i-:i!. distribution-and substation transformers through the Environmental Cost Recovery Clause (ECRC).
«» :Under agreementsiwith  the Florida Department of Environmental Protection (FDEP), ‘PEF. is in the
1.0 process’iof iexamining - distribution.-transformer 'sites and .substation 'sites .for potential -equipment

. *“integrity issues.that could result in. the. need .for!mineral oil impacted soil .remediation. PEF has
#4:~reviewed 'a  number 'of distribution transformer sites: and- all .substation sites..PEF expects to have
=r.. rcompleted -its ‘review.of distribution transformer sites {by. the:end of 2007.'Should further.sites be

identified, PEF believes that any estimated costs would also be recovered through the ECRC. For the

“three and six months ended June 30, 2005, PEF made no additional accruals and spent approximately
.$3 million and $5 million, respectively, related to the remediation of transformers. PEF has recorded a
-regulatory asset for the probable recovery of these costs through the ECRC.
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The amounts for MGP and other sites, in the table above, relate to two former MGP sites and other
sites associated with PEF that have required or are anticipated to requirc investigation'and/or
remediation. In 2004, PEF received approximately $12 million in insurance claim settlement prcceeds
and recorded a related accrual for associated environmental expenses, as these insurance proceeds are
restricted for use in addressing costs associated with environmental liabilities. For the three'and six
months ernded June 30, 2005, PEF made no additional accruals or matenal expcndltures and received
no insurance proceeds. : ‘ .
‘These accruals have been recorded on an undiscounted basis. PEF measures its liability for these sites
based on available evidence: including its experience in investigating and remediating environmentally
impaired sites. This process often includes assessing and developing cost-sharing arrangements with
other PRPs. 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 advanced to the stage where a reasonable estimate of the
remediation costs can be made, at this time.PEF is unable to provide an estimate of its obligation to
remediate these sites beyond what is currently accrued. As more activity occurs at these sites, PEF will
assess the need to adjust the accruals. It is anticipated that sufficient information will become available
in 2005 to make a reasonable estimate of PEF’s obhgatlon for one of the MGP sites.

[l '
In Flerida, a nsk-based corrective action (RBCA known as Global RBCA) rule was developed by the
FDEP and adopted at the February 2, 2005, Environmental Review Commission hearing. Risk-based
corrective action - generally. means: that the corrective action prescribed for contaminated. sites can
correlate to the level of human health risk imposed by the contamination at the property. The Global
RBCA rule expands the use of the risk-based corrective action to all contaminated sites in the state that
are not curréntly in one of the state’s waste cleanup programs and has the potential for making future
.cleanups in Florida more costly to complete. The effective date of the Global RBCA rule was Apnl 17,
2005. The Company is in the proce..s of assessmg the impact of this rule “

o

Florida Progress Comoratxon . i ' S <o
In 2001, FPC established an accrual to address indemnities and retained an environmental liability
associated with the sale of its Inland Marine Transportation business. In 2003, the accrual was reduced
to $4 million based on a change in estimate. As of June 30, 2005 and December 31, 2004, the
remaining accrual balance was approximately S3 million.. Expenditures related to this lability were not
material to the Company’s financial condition for the three and six months ended June 30, 2005. FPC
measures its llabnhty for these cxposures bascd cn estxmablc and probable rcmedlanon scenarios. '
Certain hlstoncal sites are bemg addressed voluntanly by FPC An 1mmatenal accrual has been
established to address investigation expenses related to these sites. At this time, the Company cannot
determine the total costs that may be incurred in connection with these sites. :

- Progress Rail ’
On March 24, 2005, the Company closed on'the sale of its Progress Rail subsidiary. In connection
with the sale, the Company incurred ‘indemnity obligations related to certain pre-closing liabilities,
including certain environmental matters (see dxscusmon under Guarantees in Note 14B)
AIRQUALITY oo - R T
The Company is subject to various current and proposed federal, state, and local* environmental
compliance laws and regulations, which may result in increased planned cagital .expenditures and
operating and maintenance costs. Significant updates to these laws and regulations and related impacts
to the Company since December 31, 2004, are discussed below. Additionally, Congress is considering
legislation that would require reductions in air emissions of NOx, SO,, carbon dioxide and mercury.
Some of these proposals establish nationwide caps and emission rates over an extended period of time.
This national multi-pollutant approach to air pollution control could involve significant capital costs
that could be material to the Company’s consolidated financial position or results of operations.
Control equipment that will be installed on North Carolina fossil generating facilities as part of the
North Carolina Clean Smokestacks Act (Smokestacks Act), enacted in 2002 and discussed below, may
address some of the issues outlined above. However, the Company cannot predict the outcome of the
matter.
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..:The EPA is conductmg an enforcement initiative rclated toa number of* coal fired utility power plants
. in-an effort to determine. whether changes at‘those facilitics:were *subject to New Source Review
. (NSR) requirements or New ‘Source Performance Standards under the Clean Air Act. The Company
1z * was asked to provide information to the EPA as part of this initiative and cooperated in supplying the
.1 requested information:- The EPA initiated civil enforcement actions-against other unaffiliated utilities
as part of this initiative. Some of these actions resulted in settlement . agreements : calling for
expenditures by these unaffiliated utilities in excess of $1.0 billion. These settlement agreements have
genemlly called for expenditures to be made over extended time periods, and some of the companies

-« may seek recovery of the related cost through rate adjustments or srmllar mechanisms, - > . -l

N P Y S 30 SR PRI P R S : DA S I g
Total caprtal expendrtures to meet the requirements of the final rule under Section 110 of the Clean Air
: Act (NOx SIP Call) in North-and.South Carolina .could reach approximately $370 million. This
n ,amount also includes the cost to,install NOx controls under North Carolina’s and ‘South Carolina’s
. .~ programs to comply with the federal 8-hour ozone standard. However, further technical analysis and
© rulemaking may result in requirements for additional controls at some units. To date, the Company has
spent approximately: $324 million, related to -these projected, amounts. ‘Increased operation and
maintenance costs relating to the NOx SIP Call are not expected-to be material to the Company’s
- results of operations. Further controls are anticipated as electricity demand increases. Parties unrelated
. to the Company have undertaken efforts to have Georgia excluded from the rule and its requircments.
-Georgia has not yet submitted a state implementation plan to comply with the Section.110 NOx SIP
.Call. The Company cannot’ predxct the outcome of .thismatter :for. the umpac* to:its. nonregulated

operatrons in Georgxa DI e it sy e porr i wes et o 2kt s

¥ 5oL . B R TRICE NP R RN AR SIIEPTER AR oIS AT D I BN N .
" The Company prOJeCtS that 1ts capxtal costs to meet emission targets for NOx and SO; from coal-fired
. .power plants under the Smokestacks Act, will total approximately. $895 million by the end of 2013.
PEC has expended approximately $190 million of these capital costs through :June 30, 2005. The
Smokestacks Act requires PEC to amortize 70% of the original cost estimate of $813 million, during a
five-year rate freeze period. PEC recognized amortization of $27 million and $54 million; respectively,
. for the three and six months ended June 30, 2005, and has recognized $302 million ‘in cumulative
.- -amortization through June 30, 2005. The remaining amortization requirement will be recorded over the
..future period ending December 31, 2007. The law permits PEC the flexibility to vary the amortization
»  schedule for recording the compliance costs from zero up to $174 million of amortization expense per
year. The NCUG will hold a hearing prior to December 31, 2007, to determine cost recovery amounts
-t for 2008 .and future periods. O&M expense will significantly increase due to.the additional materials,
‘personnel -and general maintenance associated ‘with:the equipment. O&M expensss are recoverable
through base rates, rather than as part.of this program. The Company cannot predxct the future
| regulatory 1nterpretatton 1mplementatron or. xmpact of this law. sivy ol ;

. e Mo N UASLS Ye as T “« 3 PRESCS

On March 10, 2005, the EPA xssued the fmal Cléan Air Interstate rRule (CAIR) rThe EPA's rule
requires 28 states, including North Carolina, South Carolina, Georgxa and Florida, and the District of
. Columbia to reduce NOx ‘and SO, emissions in order to attain state NOx and SO, emissions levels.
Installation of additional air quality controls is likely to be needed to meet the CAIR requirements. The
: o ,Company is in the process of determining compliance plans and the cost to'comply with the rule. The
-+~ air quality controls already installed for.compliance with the NOx SIP Call and currently planned by
the Company to comply with the Smokestacks: Act will reduce the costs required to meet the CAIR
requirements for the Company’s North Carolina units. The Company -preliminarily estimates
compliance costs for PEF .could be approximately $1.0 billion over the next ten years. PEF has joined
a coalition of Florida utilities that has filed a challenge to CAIR as it applies to Florida. A-petition for
: *. reconsideration and stay and a petition for judicial review of CAIR were filed on July 11, 2005:. The

L Company cannot pred:ct the outcome of this matter..'s; «i~zzv .5 ¢ o EX AN TR
PN Fe e e S EOSN I ’:. '___‘-‘( o , 2y B l [ . St s 3
Coore e e P ey Y s e e e, L
E R S LAV N C S S 8 RTINS PULE 1T L S ORTL VL L AT S B SR STTRN
EA A R T S BT R R N AL SO S SRS AR ST D RS LU RIS ot §
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On March 15, 2005, the EPA finalized two separate but related rules: the Clean Air Mercury Rule
(CAMR) that sets emissions limits to be met in two phases and encourages a cap and trade approach to
achieving those caps, and a de-listing rule that eliminated any requirement to pursue a maximum
achievable control technology (MACT) approach for limiting mercury emissions from coal-fired
power plants. NOx and SO, controls also are effective in reducing mercury emissions. However,
according to the EPA the sccond 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 Company is in the process of determining compliance plans and the cost to comply with
the CAMR. Installation of additional-air quality controls is likely to be needed to meet the CAMR’s
requirements. The de-listing rule has been challenged by a number of parties; the resolution of the
challenges could impact the Company’s final compliance plans and costs. - .

On Junc 24, 2005, the Court of Appeals for the District of Columbia Circuit rendered a decision in a
suit regarding EPA’s NSR rules. As part of the decision; the court struck down a provision excluding
pollution control projects from NSR requirements. As a result of this decision, additional regulatory
review of the Company’s pollution control equipment proposals will be required addmg time and cost
to the overall project.

In conjunction with the proposed mercury rule, the EPA proposed a MACT standard to regulate nickel
emissions from residual oil-fired units. The EPA withdrew the proposed nickel rule in March 2005.
On May 6, 2005, PEF filed a-petitidén'with the FPSC through the ECRC program for recovery of costs
associated with the development and implementation of an integrated strategy to comply with the
CAIR and CAMR. PEF is developing an integrated compliance strategy for the CAIR and CAMR
rules because NOx and SO, controls also are effective in reducing mercury emissions. PEF estimates
the program costs for 2005 to be ‘approximately S2 million for preliminary engineering activities and
strategy development work necessary to determine the Company’s integrated compliance strategy.
PEF projects approximately $62 million in program costs for 2006. These costs may increase or
decrease depending upon the results of the engineering and strategy development work. Among other
things; subsequent rule interpretations, equipment availability, or the unexpected acceleration of the
initial NOx or other compliance dates could require acceleration of some projects and therefore result
in additional costs in 2005 and 2006. PEF expects to incur significant additional capital and O&M
costs to achieve compliance with the CAIR and CAMR through 2015 and beyond. The tlmmg and
extent of the costs for future prolects will depend upon the fi nal complxance strateg,y S
In March 2004 -the North Carolma Attomcy General f' Ied a petition wuh the EPA under Secuon 126
of the Clean Air Act, asking the federal government to force coal-fired power plants in 13 other states,
including South Carolina, to reduce their NOx and SO2 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 August 1, 2005, the EPA issued a proposed
* response denying the petition. The EPA's-rationale for denial is that compliance with CAIR will
reduce the emissions from surrounding: states sufficiently to address North Carolina's concemns. The
- EPA will hold a 60-day public:comment period from the: date that the proposal is published in the
" Federal Register and must take! final acnon by March 15, 2006 Thc Company cannot predlct the
outcome ofthls matter. - o -t F o hgn i .o
' LR e e L S e wn o O

Ina declsnon issued July 15, 2005 the U:S. Court of Appeals «for the District of Columbia Circuit
denied petitions for review filed by several states, cities and organizations seeking-the regulation by
the EPA of carbon dioxide emissions under the Clean Air Act. The court in a 2-1 decision, held that
the' EPA Administrator properly exercised his discretion in denying the request for regulation.
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As a result of the oper:mon of certain control equipment needed to address- the air- quality issues
outlined above, new wastewater streams'may be generated at the affected facilities. Integration of
these new wastewater streams into- the -eXisting wastewater treatment processes ‘may - result in
permitting, construction and treatment-requirements imposed on' PEC and’ PEI‘ in the immediate and
cxtended future. - Y T Nt .

. e L . ! [ Y L TS IR
Based on new cost information and changes to the estimated time frame’of -expenditures since
December 31, 2004, the Company has revised the estimated amounts and time period for expenditures
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. . to.meet Section 316(b) requirements of the Clean Water Act. The Company currently estimates that
..from 2005 through 2010 the range of expenditures will be approximately $80 million to $110 million.
. .xThe range includes $15 mrlhon to $25 million at PEC and $65 mrlhon to $85 million at PEF.

0 RY -~ PRI P | Jlat e Yt
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..The Kyoto ,Protocol was adopted in 1997 by the Umted Natrons to address-global- chmate change by
reducmg emissions of carbon dioxide 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

has stated it favors voluntary programs. A number of carbon dioxide emissions control proposals have
been advanced in Congress.-Reductions in carbon dioxide emissions to_the levels specified by the

' -Kyoto ‘Protocol and some legislative proposals could be materially adverse to the Company’s

... consolidated ,financial position or results. of operationsif associated .costs of control or limitation
. ¢ cannot . be  recovered from. customers. ,The ,Company . favors the..voluntary program - approach

..v.recommended by the . Bush administration . and . continually. evaluates. options " for. the. reduction,

<.
pE
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-~y -avoidance and sequestration, of greenhouse gases. However, the Company cannot predict the outcome

- of this matter.’ : L . SR TP F P ST N
Progress Energy has announced its_plan to issue a report on the Company’s activities associated with
icurrent and future .environmental - requirements.: The: report’ will :include. a -discussion -of the
environmental requirements that the Company currently faces and expects to face in the future with

ey respect to its air emissions. The report is expected to be.issued by March 31,2006. 0 . 1t g2
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Contmgencres and 51gnrﬁcant changes to the commitments discussed in Note 23 of the Company’s
Y .2004 Annual Report on Form lO-Karedesenbed below.; veurure s ol Vi ey oz,
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1. AS art of Progress Ener Y's ordinary ‘course of. busmess it enters into.various lon and- short term
p er [ ary . g

1/, contracts.for fuel requirements.at its generatmg plants. Through June:30, 2005, contracts procured
i~ through PEC have increased the. Company's .aggregate purchase obligations for fuel and purchased

.

power by approxrmately $709 million as compared to the amount stated in the Company’s Form 10-K
for the year ended December 31, 2004. The increase primarily covers the period ranging from 2005
<+ through 2009. A majority of the contracts related to the increase in purchase_obligations for fuel and

purchased power are for future coal purchases pnmanly with fixed prices. .. i/ sl
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v As a part of normal - busmess, Progrcss Energy .and certain’ 'wholly-owned subsidiaries enter into

5 {1 various agreements providing future financia! or performance assurances to third parties,  which are
. routside the, scope ' of FASB; Interpretation No.;.45,: YGuarantor’s .Accounting and Disclosure

.

&

LS
PRB

2 .Requirements for Guarantees, Including Indirect, Guarantees, of Indebtedness of Others™ (FIN No. 45).
-Such agreements include guarantees, standby letters of credit and surety bonds. As of June 30,2005,
the  Company does "not_ believe ‘conditions are "likely for significant performance under these
guarantees. To the extent liabilities are incurredas a:result of the activities covered by the.guarantees,
.-such llabrlmes are 1ncluded in the accompanymg Consolidated Balance Sheets.: : TR SR I
S, gt b s e Doah e T gnt wt e Lne s s e et Lo T
-As of June.30,2005, the Compan) has issved guarantees and indemnifications of certain legal, tax and
* environmental matters to third parties in connection with sales of businesses and for timely payment of,
. .!obligations in support of its non-wholly owned synthetic fuel operations. Related 'to 'the .sales of
. ; businesses, ‘the notice period extends until 2012 for the majority of matters provided for in the
. ..-indemnification- provisions. Fer. matters. for. which the: Company has received timely notice, the
. i Company’s -indemnity obligations {may. extend beyond. the. notice penod Certain environmental
: -indemnifications rclated to the sale.of :synthetic_fuel .operations ‘have 'no limitations -as to time or
:maximum potennal Jfuture . payments. . Other. guarantees.and .indemnifications  have: an estimated
. maximum exposure of approximately $152 million. As of June 30, 2005, the Company has recorded
liabilities related to guarantees and indemnifications to third-parties of $27 million. Management does
:~: not believe conditions are likely for srgnrﬁcant performance under these agreements in excess of the
-1 -recorded liabilities. . oiic ori vewluLant i e e ey L 0 s 0
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C. Insurance

PEC and PEF are members of Nuclear Electric Insurance Limited (NEIL), which provides primary and
excess insurance coverage against property damage to members’ nuclear generating facilities. Under
the primary program, cach company is insured for $500 million at each of its respective nuclear piants,
In addition to primary coverage, NEIL also provides decontamination, premature decomm1ssronmg
and excess property insurance with limits of $1.75 billion on cach plant.

D. Other Commitments

As discussed in Note 23B of the Progress Energy annual report on Form 10-K for the year ended
December 31, 2004, the Company has certain future commitments related to four synthetic fuel
facilities purchased that provide for contingent payments.(royalties). The Company has exercised its
right in the related agreements to escrow those payments if certain conditions in the agreements were
met. The Company previously accrued and retained 2004 and 2003 royalty payments of approximately
$41 million and $49 million, respectively. In May 2005, these funds were placed into escrow upon
cstabhshment of the ncccssary €SCrow accounts. :

Cn May 15, 2005, the ongmal owners of the Earthce synthem fuel facilities filed suit in Ncw York
. state court alleging breach of contract- against the Progress Fuels Corporation subsidiaries that
purchased the Earthco facilities (Progress Fuels subsidiaries). The plaintiffs also named Progress
Energy, Inc. as a defendant. The plaintiffs’ complaint is that periodic payments otherwise due to them
under the sales arrangem.ent with the Progress Fuels subsidiaries are, contrary to the sales agreement,
being escrowed pending the outcome of the ongoing IRS audit of the Earthco facilities. The Progress
Fuels subsidiaries believe that the parties’ agreements allow for the payments to be escrowed in such
cvent and also allow for the use of such escrowed amounts to satisfy any potential disallowance of tax
credits that arises out of such an event. Currently, the escrowed amount in question is $87 million,
which reflects periodic payments that would have been paid to the plaintiffs beginning April 30, 2003
through July 31, 2005. This amount will increase as future periodic payments are made to the escrow
which would otherwise have been payable to the plaintiffs. The Company and the Progress Fuels
subsidiaries intend to vigorously defend their actions, but cannot predict the outcome of this matter.

E. Other Contingencies

1. Pursuant to the Nuclear Waste Policy. Act of 1982, the predecessors to PEF and PEC entered into
contracts with the U.S. Department of Energy (DOE) under which the DOE agreed to begin taking
spent nuclear fuel (SNF) by no later than January 31, 1998. All 51m11arly sntuated utilities were
required to sign the same standard contract: .o

- The DOE failed to begin taking spcnt nuclear fuel by January 31, 1998. In January 2004, PEC and
PEF filed a complaint in the United States Court of Federal Claims against the DOE, claiming that the
DOE breached the Standard Contract for Disposal of Spent Nuclear Fuel by failing to accept SNF
from various Progress Energy facilities on or before January 31, 1998. Damages due to the DOE’s
breach will be significant, but have yet to be determined. Approximately 60 cases involving the
Govemment’s actions in connection with SNF are currently pending in the Court of Federal Claims.

The DOE and the PEC/PEF parties have agrecd to a stay of the lawsuxt including dxscovery The
parties agreed to, and the trial court entered, a stay of proceedings, in order to allow for. possible
cfficiencies due to the resolution of legal and factual issues in previously filed cases.in which similar
claims are being pursucd by other plaintiffs. These issues may include, among others, so-called “rate
issues,” or the minimum mandatory schedule for the acceptance of SNF and high level waste (HLW)
by which the Government was contractually obligated to accept contract holders’ SNF and/or HLW,
and issues regarding recovery of damages under a partial breach of contract theory that will be alleged
to occur in the future. These issues have been or are expected to be presented in the trials or appeals
that are currently scheduled to occur during 2005. Resoluticn cf these. issues in.other cases could
facilitate agreements by the parties in the PEC/PEF lawsuit, or at a minimum, inform the Court of
decisions reached by other courts if they remain cortested and require resolution in this case. In July
2005, the parties joinily requestcd a‘centinuance of the stay through December 15, 2005, which the
trial court granted. . o
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‘On February 27, 2004, PEC requested to have its license. for. the Independent Spent Fuel Storage
Installation at the Robmson Plant extended by 20 years, ‘with an exemption request for an additional
20-year extension. Its current license is due to explre in August QOOG On March 30 2005 the NRC
e 1ssued the 40-year license renewa] R SO SR YIS T TN
e e ',"?"'.”;’)'.'-‘."-14.! st A TR Rk PYTT ‘,:‘,'.'.,"" R N :
. thh certain modifications and addmonal approval by the NRC including the installation of‘ onsite dry
- storage facilities .at-Robinson -and -Brunswick,- PEC’s .spent nuclear fuel -storage facilities. will be
-sufficient to provide storage space for spent fuel generated on PEC’s system through the exprrauon of
- the operating licenses for all of PEC’s nuclear generating units.
P R BT S IR &
With certain modifications and additional approval by the NRC, including the installation of onsite dry
a.; -storage facilities at-PEF’s nuclear unit, Crystal-River Unit'No. 3.(CR3), PEF’s spent nuclear fuel
- storage facilities will be sufficient to provide storage space for spent fuel generated on PEF’s system
through the exptratxon ofthe operating hcense for CR3.. B T A Y
. R L Y P S O (R -“:“r,,."nu.w- T S S ST L
In July 2002 Congress passed an override resolutlon to Nevada’s veto of the DOE’s proposal to locate
_:»+a permanent underground nuclear waste storage facility at Yucca Mountain, Nevada. In January 2003,
. the State of Nevada, Clark County, Nevada, and the City.of Las Vegas petitioned the U.S. Court of
;Appeals for the ‘District of Columbia Circuit for review -of .the Congressional override resolution.
++>These same parties also challenged the/EPA’s radiation ‘standards-for Yucca-Mountain. On July 9,
u-.- 2004, the Court :rejected the:challenge to .the :constitutionality of the.resolution.approving ‘Yucca
: -~Mountain, but ruled that the EPA was wrong to set.a:10,000-year compliance period in the radiation
..».protection standard. The EPA is currently reworking the'standard but:has not stated when the work
* will be complete. The DOE originally planned to submit a license.application to the NRC.to construct
+ .+ the Yucca Mountain facility by the end of 2004. However, in November-2004, the DOE announced it
4~ *would-not submit !the -license -application’ until :mid-2005.:0r later.:-Also- in- November 2004,
-.:; :Congressional negotiators approved $577 million for fiscal year 2005 for the Yucca Mountain project,
« +_approximately $300 million less than requested by the DOE but approximately the same as approved
-;2in 2004. The DOE has acknowledged that a working repository will not be operational until sometime
.- after 2010, but the DOE has not identificd a new target date. The Company cannot predict the outcome
ofthlsmatter',r TR AR TR N SO L A N £ | R T AT o R T TN O
PTG S PO R ST I SO S RN WA (G2 SR YOU MOV B B N IR LR B SN L O
2. In 2001, PEC entered into a contract to purchase coal from Dynegy Marketmg and Trade (DMT).
Afier DMT experienced ‘financial difficulties, including credit ratings :downgrades by- certain credit
reporting agencies, PEC requested credit enhancements "in ‘accordance with the terms of the coal
purchase agreement in July 2002. When DMT did not offer, credit enhancements, as rcqurred by a
o provrston in the contract PEC termmated the- contmct inJaly 2002.« 0 o 0 e b0 g
'.‘; e i L‘ NN 'a’ . "" \: 'l): ey "\"""(;""v S ;“""';;"‘ "’:.r,';‘ J"\‘}
PEC initiated a lawsuxt seekmg a declaratory Judgment “that sthe .termination was ‘lawful. DMT
© counterclaimed, stating the.termination was a breach of contract and an unfair.and deceptive trade
1. . practice. :On:March ‘23, 2004,* the. United : States: District: Court for the Eastern District of North
¢ Carolina ruled that PEC was liable for'breach of contract, but ruled against DMT on its unfair and
’ deceptive' trade practicesiclaim. On' April -6, 2004, the Court entered a judgment against PEC in the
~.amount of approxlmately -$10 million. The Court did not rule on DMT’s request under the contract for
' pending legal costs. " i, ni-e w7 canmanant A ogroen moeqr e cneiet e d T ey
RN USSRty '!--;-:'-..-'..-" B L A T A LD S Lt SRR S T P PR 2
" On May 4, 2004, PEC authonzed its outsrde counsel to file a notrce of appeal of the April 6, 2004
Judgment -and 'on May 7, 2004, the notice of appeal was filed with the United States Court of Appeals
: 'L for, the Fourth Circuit. On June 8, 2004,' DMT filed-a motion to dismiss PEC’s appeal on the ground
it that it was untimely.:On July 20, 2005, the: appellate court denied DMT’s motion to dismiss and ruled
:2+41. that 'the time. for PEC to appeal had not yet exprred The appe]late court remanded the case to the trial
i courtfo. furtherprocecdmgs Ik LR R R T IR L
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,In the first quarter-of 2004, PEC’ rccorded a liability.for'the Judgment of approximately S$10 million
-and'a regulatory asset for the probable: recovery through 1ts fuel adjustment clause The Company
IR cannotpredxcttheoutcomeofthrsmatterJ A T Ly G i e '
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e 3‘ On .February ©1,i2002;: PEC: ﬁled ac complamtt with .the Surfacc:Transportatron Board (STB)
“ tchallenging the rates charged by:Norfolk .Southern . Railway .Company (Norfolk Southern) for coal
- . ' transportation to certain generating plants In a decision served in December, 2003, the STB found that
- the challenged rates exceeded maximum reasonable rate;levels and prescribed lower rates. In a
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subsequent decision on reconsideration the STB concluded that the rates had not been shown to be
unreasonable, following which PEC requested the STB to consider requiring that the rates be phased
in over a period of time. During the course of the complaint process, PEC accrued a liability of $42
million. The liability was comprised of $23 million of reparations remitted to PEC by Norfolk
Southern that were subject to refund and an additional $19 million, of which $17 million was recorded
as deferred fuel cost on the Consolidated Balance Sheet. This matter has now been settled by mutual
agreement, and the STB has issued an order dismissing the case. As a result of the settlement; PEC
reversed the previously recorded deferred fuel cost and settled the remaining obligations for the
approximate amount previously accrued. The settlement had an immaterial impact on the Company’s
results of operations.

4. The Company, through its subsidiaries, is a majority owner in five entitics and a minority owner in
one entity that owns facilities that produce coal-based solid synthetic fuel as defined under the Internal
Revenue Code (Code). The production and sale of the synthetic fuel from these facilities qualify for
tax credits under Section 29 if certain requirements are satisfied, including a requirement that the
synthetic fuel differs significantly in chemical composition from the coal used to produce such
synthetic fuel and that the fuel was produced from a facility that was placed in service before July 1,
1998. The amount of Section 29 tax credits that the Company is allowed to claim in any calendar year
is limited by the amount of the Company’s regular federal income tax liability. Synthetic fuel tax
credit amounts allowed but not utilized- are carried forward indefinitely as deferred altemnative
minimum tax credits. All entities have received PLRs from the IRS with respect to their synthetic fuel
operations. Howecver, these PLRs do not address the placed-in-service date determination. The PLRs
do not limit'the preduction ort which ynthetic fuel credits may be claimed. Total Section 29 credits
generated to date (including those generated by FPC prior to its acquisition by the Company) are
approximately $1.6'billion, of which $719 million have been used to offset regular federal income tax
liability and $839 million are being carried forward as deferred alternative minimum tax credits. Also,
$27 million has not been recognized-due to the decrease in tax liability resulting from expenses
incurred for the 2004 hurricane damage and loss on sale of Progress Rail. The current Section 29 tax
credit program expires at the end of 2007. - Sy - a '
2 S I . . . . N

The sale of Progress Rail in 2005 (sec Note 3) rcsultcd ina capltal loss for tax purposes. Capital losses
that are not offset with capital gains generated in 2005 will be carried back to reduce the regular
federal income tax: liability in 2004. The estimated impact of the sale resulted in approximately $17
million in tax credits no'longer being realized and reflected as a deferred tax asset.

‘ . . .. ‘ .. .,

IRS PROCEEDINGS

In September 2002, all of Progress Energy’s majonty-owned synthetic fuel entities were accepted into

“the IRS’s Pre-Filing Agreement (PFA) program in licu of the ordinary IRS audit process. The PFA
program allows taxpayers to voluntarily accelerate the IRS exam process in order to seek resolution of
specific issues.

In February 2004, subsidiaries of the Company finalized execution of the Colona Closing Agreement
with the IRS conceming their Colona- synthetic fuel facilities. The Colona Closing Agreement
provided that the Colona facilities were placed in service before July 1, 1998, which is one of the
qualification requirements for tax credits under Section 29. The Colona Closing Agreement further
provides that the fucl produced by the Colona facilities in 2001 is a “qualified fuel” for purposes of the
Section 29 tax credits. This action conc]uded the PFA prog,ram w1th respect to Colona.
g

In July 2004, Progress Encrgy was notified that the IRS field auditors anticipated takmg an adversc
position regarding the placed-in-service date of the Company’s four Earthco synthétic fuel facilities.
Due to the IRS auditors’ position, the IRS decided to exercise its right to withdraw from the PFA
program with Progress Energy. With the IRS’s withdrawal from the PFA program, the review of
Progress Energy’s Earthco facilities is back on the normal procedural audit path of the Company’s tax
returns.

On October 29, 2004, Progress Energy received the IRS field auditors’ preliminary report concluding
that the Earthco facilities had not been placed in service before July 1, 1998, and that the tax credits
generated by those facilities should be disallowed. The Company disagrees with the field audit team’s
factual findings and belicves that the Earthco facilities were placed in service before July 1, 1998. The
Company also believes that the report applies an inappropriate legal standard conceming what
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i . constitutes “placed in service.” The Company intends to contest the field auditors’ findings and their
proposed disallowance of the tax credits.- , .. .. TR S I
‘_,v i vt \,,‘ B T ¢ IUN B PR
o Because of the dlsagreement between the Company :and. the ;ﬁeld audntors as to the proper legal
by standard to apply, the Company believes that it is.appropriate_ and helpful to have this issue reviewed
by the Nauonal Office of the IRS, just as the National Office revrewed the dissues mvolvmg chemical
..+ change. Therefore, | the Company is askmg the National Ofﬁce to review the issue and clarify the legal
- standard . and has jinitiated this_process, wrth the ‘National Ofﬁce The Company believes that the
appeals process, including proceedmgs before the Natlonal Ofﬁce could take up,fo two .years to
complete; however, it cannot control the actual timing of resolution and cannot prcdlct the outcome of
this matter. .
'5... Through June 30, .2005, ,the Company, on a consohdated basrs, has used or carned forward
"\, approximately $1.1 billion of tax: credits generated by ,Earthco facxhtxes If these credits were
5 disallowed, -the ,Company’s one-time exposure for cash. tax payments would be $300 million
- (excluding - mterest), and eammgs and equity would be reduced -by. approxtmately $1:1. billion,
..excluding -interest. These amounts have not been reduced for.the use.of any,escrowed amounts to
‘satisfy.a potential dxsallowance of these tax credits (see Note 14D) Progress Energy’s amended $1.13
‘billion credit facility includes a covenant that limits the maximum debt-to-total capital ratio to 68%.
. This ratio includes other forms of indebtedness such as guarantees issued by PGN, letters of credit and
.. -capital leases. As of June 30, 2005, the Company’s debt-to-total capital ratio was 59.1% based on the
;-credit agreement definition .for this'ratio. The impact on this ratio of reversing approximately S1.1
bxlhon of tax credits and paying $300 million for taxes, would be.an increase pf the - ratio to 63.2%.
AR Lot o R 0 e b nann Qeradt s mtu!u) et nun
The Company believes that it js complymg with all the necessary requirements to, be .allowed such
“ credrts under Section 29,,and, although it.cannot provide. certainty, it believes that_‘rt will prevail in
.-these matters. The Company has no current plans to alter-its,synthetic fuel production schedule for
K --2005 or future years as,a result of the IRS field auditors’ report. However, should the Company fail to
+ prevail in these matters, there could be material habrhty for previously used or carried forward Section
29 tax credits, with a material adverse 1mpact on earnings and cash flows. . .., . ..
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-As dxscussed in Note 8F of the Progress 'Energy annual report on. Form 10K for. the .year ended

\ e D_ecember 31, 2004, the Company implemented, ckanges .in its_capitalization pohcxes for its Energy

:Delivery business units, in-PEC;and PEF. effective, January 1,.2005...As-a.result of the changes in

" -accounting estimates for the outage and emergency work and indirect costs, a lesser proportion of

PEC’s and PEF’s costs will be capitalized on a prospective basis. The Company has.requested a

. .method change from the IRS. If the IRS does not grant the Company’s request, the Company cannot

.., ipredict.how the IRS would suggest that the method change be applied: However, the application-of the

«, method change to past periods could .be reflected.in-a cumulative .adjustment to taxable'income in
2005, which hLely would have a material rmpact on income from synthenc fuel tax. credrts RS
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On July 14 2005 the :Financial Accountmg Standards Board (FASB) rssued an exposure draft of a
3,‘;: vproposed :interpretation of .SFAS No. ;109 “Accountmg for. Income ;Taxes”. (SFAS No..109), that

;. would address the.accounting foriuncertain tax positions. The proposed interpretation would require
-that uncertain- tax, benefits be probable of being sustained in order to;record_such benefits,in the
( ;consolldated financial . statements.-- The . Company ) currently. accounts ; for uncertain .tax . benefits in
+. raccordance with SFAS No.'5, “Accountmg for Contingencies”™ (SFAS No. 5). . Under SFAS No. 5,
-~ -contingent losses are, recorded ;when it is:probable that:the tax position will not be sustained and the
4+, amount -of, the .disallowance can be reasonably estimated. ‘The exposure draft has a;60-day public
. 1..comment period ending September_12, 2005, As currently drafied, the proposed. mterpretatxon would

., ;applytoall uncertam tax positions and be effective for the Company on December 31,2005.
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As discussed above, the IRS field auditors have recommended that the Section 29 tax credits generated
by the Company’s Earthco facilities, totaling S1.1 billion through June 30, 2005, be disallowed. The
Company has not yet determined how the proposed interpretation would impact its various income tax
positions, including the status of the Earthco tax credits. Depending on.the provisions of the FASB’s
final interpretation and ‘the - Company’s facts and circumstances that exist at the'-date of
- implementation, including the Company’s assessment of the probability of sustaining any currently
recorded and future tax benefits, the proposed interpretation could have a matenal adverse impact on
the Company’s financial position and results of operations.

PERMANENT SUBCOMMITTEE

In October 2003, the United States Senate Permanent Subcommittee on Investigations began a general
investigation concerning synthetic fuel tax credits claimed under Section 29. The investigation is
examining the utilization of the credits, the nature of the technologies and fuels created, the use of the
synthetic fuel and other aspects of Section 29 and is not specific to the Company’s synthetic fuel
operations. Progress Energy provided information in connection with this mvestrgatron The Company
cannot predict the outcome of this matter.

IMPACT OF CRUDE OIL PRICES

- Although the Intemal Revenue.Code Szction 29 tax credit program is expected to continue through
2007, recent unprecedented increases in the price of oil could limit the amount of those credits or
climinate them cntirely for ore or more of the years following 2004, This possibility is due to a
provision of Section 29 that provides that if the average wellhead price per barrel for unregulated
domestic crude oil for the year (the: Annual Average Price) exceeds a certain threshold price (the
Threshold Price), the'amount of Section 29 tax credits are reduced for that year. Also, if the Annual
Average Price increases high enough (the Phase Out Price), the Section 29 tax credits are eliminated
for that year. For 2004, the Threshold Price was $51.35 per barrel and the Phase Out Price was $64.47
per barrel. The Threshold Price and the Phase Out Price are adjusted annually for inflation.

If the Annual Average Price falls between the Threshold Price and the Phase Out Price for a year, the
amount by which Section 29 tax credits are reduced will depend on where the Average Annual Price
falls in that continuum. For example, for 2004, if the Annual Average Price had been $57.91 per
barrel, there would have been a 50% rcductlon in the amount of Section 29 tax credxts for that ycar.
The Secretary of the Treasury calculates the Annual Average Price based on the Domestre Crudc 0il
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 its calculations three
months after the year in question ends. Thus, the Annual Average Price for calendar year 2004 was
published on April 6, 2005, and the Annual Average Price for 2004 did not reach the Threshold Price
for 2004. Consequently, the amount of the Company’s 2004 Section 29 tax credits was not adversely
affected by oil prices.

The Company estimates that the 2005 Threshold Price will be approximately $52 per barrel and the
Phase Out price will be approximately S65 per barrel, based on an estimated 2005 inflation
adjustment. The monthly Domestic Crude Oil First Purchases price published by the EIA has recently
averaged S5 to S6 lower than the corresponding monthly New York Mercantile Exchange NYMEX)
settlement price for light sweet crude oil. Through July 31, 2005, the average NYMEX contract
settlement price for light sweet crude oil was $51.90 per barrel and the average futures price for the
remainder of 2005 was $61.86 per barrel. The Company estimates that NYMEX scttlement price
would have to average approximately $69 per barrel for the remainder of 2005 for the Threshold Price
to be reached.

The Company estimates that the 2006 Threshold Price will be approximately $52 per barrel and the
Phase Out price will be approximately $S66 per barrel, based on estimated inflation adjustments for
2005 and 2006. The monthly Domestic Crude Oil First Purchases price published by the EIA has
recently averaged $5 to $6 lower than the corresponding monthly NYMEX settlement price for light
sweet crude oil. As of July 31, 2005, the average NYMEX futures price for light sweet crude oil for
calendar year 2006 was $63.17 per barrel. Based upon the estimated 2006 Threshold Price and Phase
Out prices, if oil prices for 2006 remained at the July 31, 2005 average futures price level of $63.17
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per barrel for the entire year in 2006, the Company currently estimates that the Section 29 tax credit
amount for 2006 would be reduced by approxrmately 35%to 40% Pes o
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- The Company cannot predlct wrth any cenamty the Annual Average “Price- for 2005 or beyond.

*+'Therefore, it cannot predict whether the price of oil will have a.material effect on its synthetic fuel

.business after 2004.- However, -if during 2005 .through 2007, oil prices remain at-historically high
levels or increase, the Company’s synthetic fuel business may be adversely affected for those years,
and, depending -on the magnitude of such increases in_oil prices, the adverse affect for those years
could be material and could have an impact on the Company’s synthetic fuel results of operations and
' production plans.
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7 In response to the hrstoncally high oil pnces to date in 2005 lhe Company adJusted 1ts planned

production schedule for its synthetic fuel plants by shifting some of its.production planned for April
and May 2005 to the second half-of 2005. If oil prices rise and stay at levels high enough to cause a

- phase out of tax credits, the Company may reduce planned production or suspend productlon at some

or all of its syntheuc fuel facilities. L - .. -l a4 e

SALEOFPARTNERSHIP!NTEREST ¥ O s

In June 2004 the Company, through its subsrdrary Progress Fuels, sold in two transaetrons a combmed
49.8% partnership interest in Colona Synfuel Limited Partnership, LLLP, one of its synthetic fuel
- facilities. Substantially all proceeds from the sales will be'received over time, which is typical of such
sales in the industry.Gain from the sales will be recogmzcd on a cost recovery. basis as the facrhty
produces and sells synthetic fuel and when there is-persuasive evidence thatithe salés proceeds have

-

."become fixed or determinable and collectability is reasonably assured.'Based on projected production .

and tax credit levels, the Company anticipates receiving total gross proceeds of -'approximat'ely $22
million in 2005, .approximately $32 million.in 2006, approximately .$34 million "in :2007 'and
approximately $10 million through the second quarter of 2008. Gain recognition is dependent on the

" . synthetic fuel=produ¢tion‘qualifying for Section 29 tax.credits and the value of such tax .credits as
" discussed above. Until the gain recognmon criteria arc miet, gains from Selling inferests in Colona will

--be deferred. It is possrble that gains will be deferred in the first, second and/or third quarters of each

. year .until there is pershasive evidence that noitax:credit phase out will occur for the applicable

- "calendar year. This could result in shifting earnings from earlier quarters to later quarters in a calendar

‘year. In'the event that the synthetic fuel tax credits from the Colona facility are reduced, including an
.-increase-in the price of oil that could limit or eliminate synthetic:fuel tax.crédits; the amount of
proceeds realized from the sale could be significantly rmpacted ‘As of June 30, 2005, a pre-tax gainon -
monetization of $6 million has been deferred. .:Assuming oil prices stay at current levels, the Company
antlclpates that thxs gam wrll be recogmzed later thrs year.. : i 1o . iy
; 'Y s _ . ) Tl e B ...,. _'3 et . . , PPN
5.The Company and 1ts subsidiaries are mvolved in.various lmgauon matters in the ordinary course of
"business, some of which involve substantial amounts."Where appropriate, ‘accruals and’disclosures
have been made in accordance with SFAS No 5,“Accounting for Contingencies,”.to provxde for such’
matters. In the opinion of management, the final disposition of pending litigation would not have a
matenal adverse effect on the Company s consolidated results of operatlons or ﬁnancral posmon
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CAROLINA POWER & LIGHT COMPANY

d/b/a PROGRESS ENERGY CAROLINAS, INC.
CONSOLIDATED INTERIM FINANCIAL STATEMENTS

June 30, 2005
UNAUDITED CONSOLIDATED STATEMENTS of INCOME
Three Months Ended Six Months Ended
June 30 June 30

(in millions) 2005 2004 2005 2004

Operating revenues
Electric S 860 S 861 $ 1,795 $ 1,762
Diversified business 1 1 1 1
Total operating revenues 861 862 1,796 1,763

Operating expenses
Fuel used in electric generation 216 193 464 417
Purchased power 73 80 140 142
Operation and maintenance 260 226 484 435
Depreciation and amortization 130 127 259 254
Taxes other than on income: 42 45 88 88
Total operating expenscs 721 671 1,435 1,336
Operating income 140 191 361 427

- Other income (expense) .
Interest income 1 1 3 2
Other, net °) 4 )] ®)
Total other (expense) income (0)] 2 6)
Interest charges

Interest charges 50 47 102 96
Allowance for borrowed funds used during construction ) - 3 n
* Total interest charges, net’ 48 -47 99 - 95
Income before income tax 91 149 264 326
Income tax expense 24 53 81 115
Net income 3 67 S 9% $ 183 s 21
Preferred stock dividend requirement - - ’ 1 1
Earnings for common stock $ 67 $ 96 $ 182 S 210

See Notes to Consolidated Interim Financial Statements.

36



CAROLINA POWER & LIGHT COMPANY
d/b/a PROGRESS ENERGY CAROLINAS, INC.

UNAUDITED CONSOLIDATED BALANCE SHEETS - . .
(in millions) ' "June30 - December 31
ASSETS R R G e i 2008 2004
Utility plant LR I T

Utility plant in service ., S 13,738 ' $.13,521
Accumulated depreciation (5,940) " (5,806)

Utility plant in service, net 7,798 7,715
Held for future use - : 5
Construction work in progress , L 440 379
Nuclear fuel, net of amortization - - - < - 163 - - LW ei 186

Total utility plant, net 8,406 £t -~ 8,285

Current assets . n
Cash and cash equxvalcnls . 14 . 18
Short-term investments o y s 18 O 82
Receivables, net ¢ ) ©-"397 1 . 397

* Receivables from affiliated compamcs et A 12 -~ oy 20
Inventory . 399 - €t T390

- Deferred fuelcost "' . P ! 138 . i .7 140
Prepayments and other current assets . : 107 135

Total current assets 1,085 1,182

Deferred debits and other assets ’ :

- Regulatory assets: " * 496 . i 7473
,Nuclear decommissioning trust funds 608 i, ieu e e L, 581

- -Miscellaneous other property and mvcslments .- T et e e e Ce-212 e eeer Zmemee 158
Other assets and deferred debits T vy T ] N B Y A R A AR [ ']

. Total deferred debits and other assets A - 1,473 - tin IF . 1,320

= Total assets - e e Sttt 1 1.5 L Sttt © S - 10,787

CAPITALIZATION AND LIABILITIES

Common stock equity G
."Common stock without par value, authonzed 200 million shares, ' ‘ o ’ i 4

- ~ 160 million shares issued and outstanding - ISR - - $ 1991 e e e
Uneamed ESOP common stock (63) . ¥ v
Accumulated other comprehensive foss” . - o - ") B
Retained eamings il IR 1,240

Total common stock equity - - : - 3,057
Preferred stock - not subject to mandatory redemption, L . .. .59, Wi

-- Long-term debt, net - - - - - - e - - c-- 3,263 - - - -

Total capitalization 6,379 .

Current liabilities-.: : ' T e e ot
 Current portion of long-term debt . e ., 300
“Accountspayable. . iDL L o lisio L. o il e e .- L202 ol I To0 T ass
Payables to affiliated corhpanies ' o 67 IEGSEPRNERNS 1

*Notes payable to afﬁhated compamcs PR Y ST RN NR N e § L
-Short-term obligations — +"" . deo Zh o She lolotellilelol e e S ¥ e N R ] |
Customer deposits * L TR - 48 7 B S L

"* Other current liabilities™ "~ ST T T e s mm s n e mm e, AR ) D <

Total current liabilities 797 - 1,275

Deferred credits and other liabilities ) A . -
Noncurrent income tax liabilities ~~ 77 e ¥ LA AR -]
Accumulated deferred investment tax credits 2137 140
Regulatory liabilities 1,147 1,052
Asset retirement obligations 950 924
Other liabilities and deferred credits 561 524

Total deferred credits and other liabilities 3,788 3,631

Commitments and contingencies (INote 12)

Total capitalization and liabilities S 10,964 $ 10,787

See Notes to Consolidated Interim Financial Statements,
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CAROLINA POWER & LIGHT COMPANY
d/b/a PROGRESS ENERGY CAROLINAS, INC.
UNAUDITED CONSOLIDATED STATEMENTS of CASH FLOWS

(in millions)

Six Months Ended June 30, 2005 "1, 2004
Operating activities
Net income $ 183 $ 211
Adjustments to reconcile net income to net cash provided by operating activities:
Charges for voluntary cnhanced retirement program 42 -
Depreciation and amortization 301 297
Deferred income taxes ' 7 4
Investment tax credit 3) 4)
Deferred iuel credit (36) (13)
Other adjustments to net income 11 12
Cash provided (used) by changes in operating assets and liabilities:
Receivables ) 3 -
Receivables from affiliated companies 8 16
Inventory (46) 26
Prepayments and other current assets " (17 7
Accounts payable ' 3 7
Payables to affiliated companies ' (16) 59
Other current liabilities 27 61
Other (6) 47
Net cash provided by operating activitics 455 612
Investing activities .
Gross property additions (303) (243)
Nuclear fuel additions , (33) CY)
Net contributions to nuclear decommissioning trust .. (18), (18)
Purchases of short-term investments (1,136) A (651)
Proceeds from sales of short-term investments 1,200 853
Other investing activities ’ 6) 4
Net cash used in investing activities 296) ... . (102)
Financing activities ot
Issuance of long-term debt, net . 495 -
Net (decrease) increase in short-term obligations (79) 64
Net change in intercompany notes :+ (49). 1
Retirement of long-term debt (300) (339)
Dividends paid to parent (229) (228)
Dividends paid on preferred stock © (1) (D
Net cash used in financing activities (163) (503)
Net (decrease) increasc in cash and cash equivalents “) : 7
Cash and cash equivalents at beginning of period 18 12
Cash and cash equivalents at end of period S 14 519

See Notes to Consolidated Interim Financial Statements.
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CAROLINA POWER & LIGHT COMPANY o
d/b/a PROGRESS ENERGY CAROLINAS, INC. . ‘
NOTES TO CONSOLIDATED INTERIM FINANCIAL STATEMENTS

Lo 'BASISOFPRESENTATION ' e

A. Basis of Presentation
i : . ! . b ety e
Thesc ﬁnanc1a1 statements have been prepared in accordance W1th accountmg pnncrples generally
accepted in the United States of America (GAAP) for interim financial information and with the
instructions to Form 10-Q and Regulation S-X. Accordingly, they do not include all of the information
and footnotes required by GAAP for annual statements. Because the accompanying consolidated
interim financial statements do not include all of the information and footnotes required by GAAP for
annual statements, they should be read in conjunction with the audited financial statements _for the
period ended December 31, 2004 and notes thereto mcluded in, Progress Energy Carolmas Inc s
" (PEC) Form 10-K fortheyearendedDecember3l 2004. .. o

et .
[

]n accordance thh the provxsxons of Accountmg Pnncnples Board Opmnon (APB) No 28 “]ntenm
_Financial Reportmg, GAAP requires companies to apply a levelized effectxve tax rate to mtenm
. periods that is consistent with the estimated annual effective tax rate. The mtra-penod tax allocatxon
~ which will have no impact on total year net income, maintains an effective’ tax rate consnstent w:t'h the
estimated annual effective tax rate. Income tax expense was increased by $3 mtlhon for the three and
. Six months ended June 30, 2005.

|.4 2

PEC collects from customers certain excxse taxes levred by the stite’ of' local govemment upon the .-

. _customer, PEC accounts for excise taxes on a gross basis. For the three months ended Jun¢'30,2005 "
and 2004, gross receipts tax and other excise taxes of approximately 520 mtllton and '$23 mlllton
respectlvely, are included in electric revenue and taxes other than on mcome on ‘the’ Consohdated

' Statements of Income. For the six months ended June 30, 2005 and 2004, gross receipts tax and other *
N exetse taxes ‘of approxlmately $41 million and $45 million, respectwely, are mcluded m electrrc
. Tevenue and taxes other than i income on the Consolidated Statements of Incomie. ~ "t eI e

i - ,"‘:,.f'-ﬁ o
Lo

[
A

K The amounts ‘included in the consolldated mtenm i nancnal statements are unaudtted but in the opmlon
. of management, reflect all normal recurring adjustments necessary to fairly present PEC’s financial -« .
position and results of operations for the’ interim periods. Due to seasonal weather variations'and the -1
~ timing of outages of electric generating units, especially nuclear-fueled units, the results of operations -’
- for interim' periods are not necessanly indicative of amounts.expected for the- enttrc year or future’
” penods (R ‘ P RS R I
‘C\' :“.~._ ,-f‘..»'\ i
‘ In preparing ‘financial statements that conform with GAAP management must make- estlmates and -
. assumptions that affect the reported amounts of assets and liabilities, disclosure of contmgent assets
and liabilities at the date of the financial statements and amounts of revenues and expenses reflected
during the reporting period. Actual results could differ from those estimates. Certatn amounts for 2004

have beenreclassxﬁed to conformi to the 2005 presentatton T T e T

e e e ° - R L e e ey e e s T D T T T T T R I T

B. Stock-Based Compensation P ,‘ JE S L P
o PEC measures compensatlon expense “for stock opttons as the drfference between the market pnce of
Progress Energy’s common stock and the exercise price of the option at the grant . date. The exercise
price at ' which options are granted by Progress Energy equals the market price at the grant date, and
accordmgly, no compensation expense has been recognized for stock option grants. For purposes of
" the pro forma disclosures requu'ed by SFAS No. 148, “Accounting for Stock-Based Compensation —
. Transition and Disclosure — an Amendment of FASB Statement ‘No. 123” (SFAS No. 148), the
' estimated fair value of PEC’s stock optlons is amortized to expense over the options’ wvesting period.
" The followmg table illustrates the effect on net income and earnings per share if the farr value method
had been applied to all outstanding and unvested awards in each period:
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Three Months Ended Six Months Ended

June 30 June 30 .
(inmillions) = .. 2005 2004 2005 2004
Net Income, as reported, .. ., . - $ 67 S 9 S 183 S 21
Deduct: Total stock option expense determined under fair I
value method for all:awards; net of related tax effects 1 2 2 4

Pro forma net income- ~** ~° - . S 66 $ 94 [3 l8l $ 207

PEC is planning to begin expensing stock optxons m thc third quarter of 2005 (Sce Note 2).

C. Consolidation of Variable Interest Entityes

" PEC consolidates all voting interest entitics in which it owns a‘majority voting interest and all variable
interest entities for which it is the primary beneficiary in accordance with FASB Interpretation No.
46R, “Consolidation of Variable Interest Entities — An Interpretation of ARB No. 51" (FIN No. 46R).
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 (Code). As
of June 30, 2005, the total assets of the two cntities were $38 million, the majority of which are
collateral for the entitics’ obhgatxons and are included in miscellaneous other property and investments
in the Consohdnted Baxlance Sheets »
L PUMSRNC AV B PR S L e, .

PEC ha8' an ‘iriterest m a limiitéd pannerslnp that invests in 17 low-income housmg partnerships that
quahfy for- fédcraf and stafé tax-tredits. PEC also has interests in two powér plants resulting from
long-térm powcr purcha§c tontratts. PEC has requested the necessary information to determine if the
17 partnership's and the two power plant owners are variable interest entities or to identify the primary
" beneficiaries; all thre¢ entities déclined to provide PEC with ‘the neccessary financial information.
Therefore, PEC has applied the information scope exception in FIN No. 46R, paragraph 4(g) to the 17
partnerships and the two power plants. PEC believes that if it is determined to be'the primary
beneficiary of any 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 eamings or cash flows.

PEC also has interests in several other variable"interest entities for which PEC is not the primary
beneficiary. These arrangements include investments in approximately 22 limited partnerships, limited
liability corporatxons and venture capital funds ard two building leases with special-purpose entities.
The aggregate maximum loss exposure at June‘30, 2005, that PEC could be required to record in its
income statement as a result of these arrangements totals approximately $24 million. The creditors of
these variable interest cntities do not havc recourse to the general credlt of PEC in excess of the
aggregate maximum loss exposure.

NEW ACCOUNTING STANDARDS

' STATEMENT OF FINANCIAL ACCOUNTING STANDARDS NO 123 (RE VISED 2004), "SHARE—
* BASED PAYMENT" (SFAS NO. 123R)

In December 2004, the Financial Accounting Standards Board (FASB) 1ssued SFAS No. 123R, which
revises SFAS No. 123, “Accounting for Stock-Based Compensanon and supcrsedes Accountmg
Pnncxplcs Board (APB) Opmlon No.' 25, “Accounting for Stock lssued 0 Emp}oyees ” The key
requirement of SFAS No. 123R is’ that the cost of share-based awards to employces w1ll be. measured
based on an award’s fair value at the grant date, with such cost to be amochd over the appropnatc
scrvice period. Previously, entities could clect to continue accounting for spch awards af their grant
date intrinsic value under APB Oplmon No. 25, and PEC made th'zt ‘election,; Thc mtrmsxc value
method resulted in PEC rccordmg no compensatlon cxpense for stock opnons granted fo employees
(Sce Note 1B).
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As written, SFAS No. 123R had an ongmal effectrvc date of July 1,2005 for PEC." In April 2005, the
_SEC delayed the effective: date for public conipanies, which ) resulted in a required effective date of
Hanuary 1, 2006 for PEC: “The SEC delayed the effective date due to concerns_that implementation in
mid-year could make compliance more difficult and make comparisons of quarterly reports more
difficult. PEC is planning to implement SFAS No. 123R during the third quarter of 2005, effective as
of July 1, 2005. PEC'will implement the standard using the required modified prospective method.

Under t'hat‘m'ethod, PEC will record compensation expense under SFAS No. 123R for all awards it
grants after the effective date, and it will record compensation expense. (as previous awards continue to
vest) for the unvested .portion of previously granted awards that remain outstanding at the effective
date. In 2004, Progress Energy made the decision to cease granting stock options and replaced that
compensation with alternative forms of compensation. Therefore, the amount of stock option expense
expected to be recorded in 2005 is below the amount that would have been recorded if the stock option

... program had continued. Assuming a July 1, 2005 effective date,-PEC expects to record approxrmately
. $1 million of pre-tax expense for stock options in 2005. : jT I LR

l. N 'Zl')

FASB INTERPRETATION NO 47 - “ACCOUNTING FOR CONDITIONAL ASSET RETIREMENT

'OBLIGATION i s st o o

l) L TR ‘ .»o'« ot el .. : .t .. P R LI )
- f,

On March 30 2005 the FASB 1ssued lnterpretatron No 47 “Accountmg for Condxtronal Asset
Retirement Obltgatrons an mterpretatron of SFAS No.: l43 “Accountmg for Asset Retrrement
Obhgattons The mterpretatron clarifies that a legal ‘obligation to perform an asset retrrement actlvrty

; that is conditional on a future event is within the scope.of SEAS No. 143, Accordmgly, an cntity is
: required to recogmze a liability for the fair value of an asset’ retlrement obhgatlon that is condmonal

..~ on a.future event if the- lrabthty s_fair: value can be: reasonably estrmated The mterpretatron also

... of operatrons orquurdlty Ve e T

.:-v-t'REGULATO‘RYMATTERS ',", ' -

'provrdes additional gurdance for. cvaluatmg whether sufﬁcrent mformatmn is available, to make a
. .reasonable estimate of the fair value. The mterpretatron is effectlve for PEC o later, than December

31, 2005. PEC has not yet, determmed the 1mpact of the mterpretatron on 1ts ﬁnancral posmon, results

PR

.l o gz . '_i' .

: On Apnl 27 2005 PEC ﬁled for an increase in the fuel rate charged to rts South Carolma retail

~; - customers with the. Public Service Commission of South Carolina. (SCPSC). PEC requested the

-. dncrease . for. underrecovered fuel costs for the prevrous 15 months and to meet future expected fuel

,,costs .On June 23, 2005, the SCPSC, approved a settlement agreement ﬁled Jomtly by PEC and all

© »On June’ 3 2005 PEC frled for an increase in the t'uel ‘rate charged to its North Carolma retail
{ “customers with the North Carolina Utilities Commission (NCUC). PEC asked the NCUC to approve a

other. parttes to the proceedlng ‘The scttlement agreement levelrzes the collectlon of underrecovercd

; fuel costs over'a three-year penod endmg June 30, 2008, and allows PEC to;charge and recover
. ,carrying costs on the monthly..unpaid balance begmnmg ,July 1, 2006, at an mterest rate of 6%
. compounded annuaily.: An annual increase of SSS mxlhon, or 12 percent in PEC‘s rates was et‘fectrve

Julyl 2005

et :j‘l"- R R “ LR A A

$276 million, or 11 percent, increase in rates. PEC requested the increase - for underrecovered fuel costs
for the prevrous 12 months and to meet future expected fuel costs

: 'On Jul’y 25 2005 PEC the NCUC Publrc Staff and the Carollna Industnal Group for 'Farr Utlhty
Rates jointly ﬁled a proposed settlement agreement wrth the NCUC to resolve issues ‘concerning PEC's
o 2005 North Carolma fuel adjustment proceeding. Other rntervemng parties to the fuel proceedmg have

A"'not agreed 10 ‘the proposed settlement. The settlement proposes that PEC collect all of i lts fuel cost

t"“undercollec‘trons that occurred durmg the test ‘yéar ended March 31, 2005 ‘over'a’ one-year penod
‘ "'begmnmg October 1, 2005 Under the proposed settlement PEC agreed to reduce its proposed brllmg
y -'fmcrement desrgned 10 collect future fuel costs in order 10 address customcr concerns regardmg the
o magmtude ‘of the pro‘posed incéréase; In récognition of the lrkely tindercollection that will result during

the year ending September 30, 2006, PEC would be allowed to calculate and collect interest at 6% on
the difference between its collection factor in the original request to the NCUC and the factor included
in the proposed settlement agreement until such amounts have been collected. Hearings on this matter
are scheduled for August 2005 with an order due in September 2005. If approved, the increase would
take effect October 1, 2005. PEC cannot predict the outcome of this matter.
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COMPREHENSIVE INCOME

Three Months Ended
(in millions) June 30 -
' 2005 2004 .
Net income : $ 67 3 96 ‘ o
Other comprehensive income:
Changes in net unrealized gains on cash flow hedges
(net of tax expense of S2) - 3
Other 1 (1)
Other comprehensive income $ 1 S 2
Comprehensive income S 68 S 98
Six Months Ended
(in millions) June 30
2005 2004
Net income $ 183 $ 211
Other comprehensive income:
Changes in net unrealized gains on cash flow hedges
(net of tax expense of $1 and $2, respectively) 2 3
Other 1 -
Other comprekensive income $ 3 $ 3
Comprehensive incomne $ 186 $ 214

DEBT AND CREDIT FACILITIES AND FINANCING ACTIVITIES

Changes to PEC’s debt and credit facilities since December 31, 2004, discussed in Note 9 of PEC’s
2004 Annual Report on Form 10-K, are described below.

In January 2005, PEC used proceeds from the issuance of commercial paper to pay off $90 million of
revolving credit agrccmcnt (RCA) loans. :

On March 22, 2005, PEC issued $300 million of Fxrst Mortgage Bonds, 5.15% Series duc 2015 and
$200 million of First Mortgage Bonds, 5.70% Series due 2035. The net proceeds from the sale of the
bonds were used to pay at maturity $300 million of PEC’s 7.50% Senior Notes on Apnl 1, 2005 and
reduce the outstanding balance of commercial pzper.

On March 28, 2005, PEC entered into a new $450 million five-yecar RCA with a syndication of
financial institutions. The RCA will be used to provide liquidity support for PEC’s issuances of

commercial paper and other short-term obligations. The RCA will expire on June 28, 2010. The new
$450 million RCA replaced PEC’s $285 million three-year RCA and S165 million 364-day RCA,

. which were each terminated effective March 28, 2005. Fees and interest rates under the $450 million

RCA are to be determined based upon the credit rating of PEC’s long-term unsecured senior non-
credit enhanced debt, currently rated as Baal by Moody’s and BBB by S&P. The RCA includes a
defined maximum total debt to capital ratio of 65%. The RCA also contains various cross-default and
other acceleration provisions, including a cross-default provision for defaults of indebtedness in excess
of $35 million. The RCA does not include a material adverse change representatlon for borrowmgs
which had been a provision in the terminated agreements. :

On July 28, 2005, PEC filed a shelf registration statement with the SEC to provide an additional $1.0
billion of capacity in addition to the $400 million remaining on PEC’s current shelf registration
statement. The shelf registration statement will allow PEC to issue various securities, including First
Mortgage Bonds, Senior Notes, Debt Securities and Preferred Stock.
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BENEFIT PLANS

il AL, pebiie ’

. PEC has a noncontributory deﬁned beneﬁt retirement (pensron) plan for substantially all full-time
employees. PEC also has supplementary defined benefit pension plans that provide benefits to higher-

- level employees. In addition to, pension benefits, PEC provides contributory other postretirement
benefits (OPEB), including certain health care and life insurance benefits, for retired employees who
meet specified criteria. The components of the net periodic benefit cost for the three and six months
ended June 30 are: : -

o . . -

o o =" . Other Postretirement .°

© Three Months EndedJune 30 7, 77w PensionBenefits . Benefits -~
*(nmillions) T UTTIi, T 2008 © . - 2004 " 2005 2004
~ Service cost o TTTITTUOS T 7178 6 8 208 27
" Interestcost IR A < I A R S B
' ‘;Expectedretum onplan assets .. (16 an . a . @M.
- Amortization,net . . .. 2 - - 1.
Net periodic cost S $ 6 S 2 $ 58 . .6
e N R TR LI DR TR N
-y L e '.-1'2‘._ PR ¥ SO 13 f’,‘
: : T S L PR T OtherPostrenrement
- er MonthsEndedJune 30 B PeﬂSlOﬂBeﬂeﬁtS e Beneﬂts g
(in millions) IR I - .. .2008 ...2004 '} Y€ 2005 72004
Servicecost -t TsC "13_~-~s_~; 12408 ':,"3‘-,5:'- T4
Interest cost o 27 .. ;26 .. 8. .. 8
Expected return on plan assets = (31) t(34) s '(2)' B )
1 Amortization,net. | - -, - 4 . .y 1 2 .
. Netpenodrccost o e .-S.,e. 13 .8 5 .. 8, ,10 S .. it

L -':ln addition, in the second quarter of 2005 PEC recorded special termination beneﬁts related to the
voluntary enhanced retirement program (see Note 8) of approximately $21 million for pensron benefits
and S8 million for other postretirement benefits. These charges resulted in a $29 million increase in

! pension.and OPEB. liabilities; which ‘are. included -in ‘other liabilities and deferred :credits- on the

4. Consolidated Balance Sheets Beord o apliom e T L e nae ~=.'"3" RO D

. . B v e . . . . B
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RISK MANAGEMENT ACTlV]TIES AND DERIVATIVE TRANSACTIONS I N

- ~PEC is exposed to various nsks related to changes in market condmons PEC s parent Progress
.» -Energy, has a‘risk management.committee that .includes .senior executives from various business
.. «groups. The risk' management ‘committee .is' responsible for administering risk management policies
. “and momtonng comipliance with those-policies by all subsidiaries. Under its risk management policy,
. . PEC’mayiuse a variety of instruments, mcludmg swaps, options and forward ‘contracts, to manage
.. » exposure to fluctuations in commodity prices and interest rates.-Such instruments contain credit risk if
.~ the counterparty fails to perform under the contract. PEC minimizes such risk by performing credit

" - reviews using, among other things, pubhcly available credit ratings of such counterparties. Potential
- ~>nonperformance by. counterparties :is ‘not” expected to ‘have a material -effect-on the :consolidated
, « financial position or consolidated results of operatrons 'of' PEC SeeNote 13 to PEC’s Annual Report

onFormlO-KfortheyearendedDecember3l 2004 R T IRV
:?'A.w RN 'Commodrty Denvatxves rn Ty :'..- ETRRETIN R IO S T
oo 2.0 T P A B B T T LA PR o PR T I
B L 4General B T I PR TR B R L R S .
‘ [ S T DR ST LA S IR PR M S AT al

" Most of PEC’s commodity contracts are not denvattves pursuant to SFAS No. 133 “Accountmg for
' Derivative and Hedging Activities” (SFAS No. 133) or qualify as normal purchases or sales pursuant
" to SFAS No 133 Therefore, such contracts are not recorded at faxr value v
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In 2003, PEC rccorded a $38 million pre-tax ($23 million after-tax) fair value loss transition
adjustment pursuant to the provisions of DIG Issue C20, “Scope Exceptions: Interpretation of the
Mecaning of Not Clearly and Closely Related in Paragraph 10(b) regarding Contracts with a Price
Adjustment Feature.” The related liability is being amortized to eamings over the term of the.related
contract (See Note 10). As of June 30, 2005 and December 31, 2004, the remaining liability ‘was $23
million and $26 million, respectively.

Economic Derivatives

Derivative products, primarily electricity and natural gas 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. PEC manages open positions
with strict policies that limit its exposure to market risk and require daily reporting to management of
potential financial exposures. Gains and losses from such contracts were not material to results of
operations during the three and six months ending June 30, 2005 and 2004, and PEC did not have
material outstanding positions in such contracts at June 30, 2005 anc December 31, 2004.

B. Interest Rate Derivatives ~ Fair Value or Cash Flow Hedges

PEC uses cash flow hedging strategies. to reduce exposure to changes in cash flow due to fluctuating
interest rates.-PEC uscs fair value hedging strategies to reduce exposure to changes in fair value due to
interest rate changes. The notional amounts of interest rate derivatives are not exchanged and do not
represent exposure to credit loss. In the event cf default by the counterparty, the risk in these
transactions is the cost of replacing the agreements at current market rates.

Cash Flow Hedges

Gains and losses from cash flow hedges are recorded in accumulated other comprehensive income
(OCI) and amounts reclassified to camings are included in net interest charges as the hedged
transactions occur. Amounts in OCI related to terminated hedges are reclassificd to earnings as the
interest expense is recorded. The ineffective portion of interest rate cash flow hedges for the three and
six months ending June 30, 2005 and 2004, was not material to PEC’s results of operations. As of June
30, 2005, PEC had S5 million of after-tax deferred losses in OCI related to terminated hedges, of
which an immaterial amount is expected to be reclassified to earnings within the next 12 months.
During the first quarter of 2005, PEC terminated all of its cash flow hedges which-were open at
December 31, 2004, and had no open interest ratc cash flow hedges as of June 30, 2005. As of
December 31, 2004, PEC had $131 million notional of open interest rate cash flow hedges.

Fair Value Hedges
As of June 30, 2005 and December 31, 2004, PEC had no open interest rate fair value hedges.
SEVERANCE COSTS

On February 28, 2005, as part of a previously announced cost management initiative, Progress Energy
approved a workforce restructuring which is expected to be completed in September 2005. In addition
to the workforce restructuring, the cost management initiative included a voluntary enhanced
retirement program. In connection with this initiative, PEC incurred approximately $60 million of pre-
tax charges for severance and postretirement benefits during the six months ended June 30, 2005, as
described below.

PEC recorded $14 million of severance expense during the first quarter of 2005 for the workforce
restructuring. The workforce restructuring expense was computed based on the approximate number of
positions to be ecliminated. This amount included approximately $4 million of severance costs
allocated from Progress Energy Service Company (PESC). During the second quarter of 2005, 553
PEC employees eligible for participation in the voluntary enhanced retirement program eclected to
participate. Consequently, in the second quarter of 2005, PEC decreased its estimated severance costs
by $7 million due to the impact of the employees electing participation in the voluntary enhanced
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retirement program. This amount included approximately $2 million of decreased severance costs
. -allocated from PESC. -The severance expenses ‘are pnmanly ‘included in-.O&M expense. on the

nConsohdated Statements of Income PR L Reagan -
N 3
The accrued severance expense will be paid over ttme ‘The acthty in the severance ltabthty is as
-follows: = . L . , R TN B R Y U Y B P
. : o N ! P R P O oo
{in millions) - ne S . P . .
Balance as ofJanuaryl 2005 S o2eyentf e d
‘Severance costs accrued o " o 10- - ’
'Adjustments - - T T L LY N S A O U ) ol
Payments RS . oL - Coat
Balance as ofJune30 2005 .'L A R T $ .7 v Gl
i . nI gt " R ETERN ' A !

PEC recorded a 529 mrllton charge in the second quarter of 2005 related to postrettrement beneﬁts that

- will be patd over time to eligible.employees who ‘elected to pamctpate in the voluntary enhanced
- retirement 'program (sec. Note' 6). PEC -also recorded a’ $13 /million charge for carly retirement
-~ incentives which will be paid over time to certain employees. In addition, PEC recorded approximately

h SIO mtlllon of postrettrement beneﬁts and early retirement incentives alIocated from PESC.
Co- T P T S IS v

The cost management initiative charges are subject to revision in future quarters based on completlon

of the workforce restructuring and. the potential’ additional: 1mpacts that the’ ear]y:rettretrents and

: outplacements may-have on the postretxrement plans; iSuch!revisions' may be’ significantrand may

+ + " adversely impact PEC’s results of operations in: future penods In* addition, 'PEC:expects.to incur

- =" certain incremental costs for recrumng andstaff augmentation activities that cannot- be’quantified at
Jul. 7 thistime” 7 R I B S O IR AR AR S AR PRI

9  EINANCIALINFORMATION BY BUSINESS SEGMENT FEORRERE TN

1.~ PEC’s operanons consist Aprrmanly of the PEC Electric segment Avhich is‘engaged in the generatton,
'transmtssron, distribution and sale of electric energy primarily in portions’ of North Carolma and South
> Carolina.. These ‘electric operattons are subject to the rules and regulations of the FERC, the NCUC,
"i" 7"the SCPSC and the NRC: PEC Electric’ also dtstnbutes and sells electnoxty to ‘other utlhttcs, primarily

1 *’on the cast coast of the United States. "5+ - (i T Lo care

,':” s A P I B S --r.-.t":'."r'-. t.“ PERAEAINE SV R "i 've'-‘i-.t.'
The Other segment, the operations of which are pnmanly in the eastern United States, is made up of
other nonregulated business areas that do not separately meet the disclosure requirements of SFAS No.
-131, “Disclosures about Segments of an ‘Enterprise ‘and Related Informatton “and consohdatton

s,

- ‘entities andehmmatxons I B e I A T L A T I
R P I S e teie G d ey o B et
. The financial mformatton for PEC segments for the three months ended June 30 2005 and 2004, is as
follows. T . S et »ond
- (mmtlhons) St T ece -...2005.| U ead e, . oo 2200400 - e
PEC -~ PEC
Electric Other Total Electric . Other .  Total -
Total revenues -$ 860 $1 S 861 - -5.81- S 1 S 862
. Postretirement and ., ., P e e s SLL LY e e T )
) severancecharges 20 e 46 T L PR IV P SRR PTN-
Segmentprof t (loss) ‘68 n 67 97 (1) . 96
r: ';',.'j aveeg. |, SUNKE ERNSUES (I ER I TUNTIPY o PR DU SYDRIL IR L O a-..ﬁ P A LI PR
T A L R L L A T A AU PP VO L SRUNS TR 0T M A LT
s :t}""l ! ?' [ (L PRI TR AL i Citie P T P LR ‘:. " 2y
R A L L L RTINS IV K E T S SIS L AL S BV RIS
Sl L e L Ty LT e (' r.nt,\.'-‘t_"“iv.".a‘ NI HEPRAY B TR U N L oo sty
L T T U A | B T B B N Y T N T T ST T I AT
R TS SN LRLRF N { SR L) L/ s e .v'; B I B T N TR
T R T T A S BT HIAOS, 1. B N AU AR N S O TR St U U YO
R S FURIINTAL I £ RIS TP IUUR R 1 PR P P LA P I B B S PR S S B P
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11,

The financial information for PEC segments for the six months ended June 30, 2005 and 2004 is as
follows:

(in millions) 2005 2004
. PEC PEC e
- Electric Other Total Electric Other Total
Total revenues $ 1,795 S 1 S1,79 $1,762 S 1 $1,763
Postretirement and .
severance charges 60 - 60 .5 - 5
Segment profit (loss) 184 ) 182 213 3) 210

OTHER INCOME AND OTHER EXPENSE

Other income and expense includes interest income and other income and expense items as discussed
below.. The components of other, net as shown on the accompanying Consolidated Statements of
Income for the three and six months ended June 30, 2005 and 2004, are as follows:

Three Months Ended Six Months Ended
) June 30 June 30
(in millions) 2005 2004 2005 2004
Other income
Nonregulated energy and delivery services income s 7 $ 3 s$9 S 5
DIG Issue C20 Amortization (See ‘\Iote 7) 2 2 3 4
- AFUDC cqulty | 1 2 2
Other - 2 6 5 5
Total other income : S 12 S 12 $ 19 $ 16
QOther expense
Nonregulated energy and dehvery services expenses $ 2 S 2 S 4 S 4
Donations . 2 1 5 5
Write-off of non-trade receivables - - - 7
FERC Audit Settlement 4 - 4 -
Other 6 5 7 8
Total other expense : S 14 $ 8 $ 20 $ 24
Other, net S(2) $ 4 $ () $ (8

Nonregulated energy and delivery services include power protection services and mass market
programs such as surge protection, appliance services and arca light sales, and delivery, transmission
and substation work for other utilities.

FERC audit settlement includes amounts approved by the FERC on May 25, 2005, to settle the FERC
Staff's Audit of PEC's compliance with the FERC's Standards of Conduct and Code of Conduct. In the
scttlement, PEC agreed to make certain operational and organizational changes and to provide its retail
and wholesale customers a one-time credit of approximately $4 million which was rccordcd as other
expense in the second quarter of 2005.

ENVIRONMENTAL MATTERS

PEC is subject to federal, state and local regulations addressing hazardous and solid waste
management, air and water quality and other environmental matters. Sce Note 17 of PEC’s 2004
Annual Report on Form 10-K for a more detailed, historical discussion of these federal, state, and local
regulations.

HAZARDOUS AND SOLID WASTE A/ﬁNAGEMENT

The provisions of the’ Comprehensxve Envxronmental Responsc, Compcnsauon and’ anblllty Act of
1980, as amended (CERCLA), authorize the EPA to require the cleanup of hazardous waste sites. This
statute imposes retroactive joint and several liabilitics. Some states, including North Carolina and
South Carolina, have similar typcs of legislation. PEC is periodically notified by regulators including
the EPA and various state agencies, of their involvement or potential involvement in sites that may
require investigation and/or remediation. There are presently several sites with respect to which PEC
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has been notified by the EPA and the’State of North Carolina of its potential liability, as described
-below in greater detail. PEC is also currently in the process of assessing potential costs and exposures
at other sites. For all sites, as assessments are developed and analyzed PEC wrll accrue costs for the
sites to the extent the costs aré probable and can be reasonably estnmated S

Various organic matenals assocrated with the productlon of manufactured gas, generally referred to as
coal tar, are regulated under federal and state laws. The principal regulatory agency that is responsible
for a specific former manufactured gas plant (MGP) site depends largely upon the state in which the
site is located. There are several MGP sites to which PEC has some connection: In this regard, PEC
and other potentially responsible parties (PRPs) are participating in, investigating and, if necessary,
remediating former-MGP sites with several regulatory agencies, including, but not limited to, the U.S.
. Environmental Protection Agency (EPA) and the North Carolina Department of Envnronment and

Natural Resources Drvrsron of Waste Management (DWM) S R '

PEC ﬁled claxms wrth its general lxabnhty insurance carriers to recover costs ansmg from actual or
'5" . potential environmental liabilities. All ‘clainis have been settled other .than with insolvent ‘carriers.

.These settlements have not had a material effect on the’ consohdated fmancral posmon or results of

operanons = e e R S e D -

There are nine former MGP sites and a number of other sites assocxated thh PEC that have reqmred
or are antlcrpated to requxre mvestrgatlon and/or remediation. - - - — s

,‘lv; |f\'

Dunng the fourth quarter of 2004 the EPA advrsed PEC that it had ‘been 1dentlfxed as a PRP at the
Ward Transformer site located in Raleigh, North Carolina. The EPA offered PEC .and a number of
_ other PRPs the opportunity to negotiate cleanup of the site and reimbursement of less than $2 million
 to the EPA for EPA’s past expenditures in addressing_ conditions at the site, PEC-and other PRP’s are
in discussions with the EPA to reach an agreement. However, as an agreement among PRPs has not
yet been reached, it is not possible at this'time to reasonably estimate the total amount-of PEC’s
: obhgatlon for remediation of the Ward Transformer site. If in agréement cannot be" reached, the EPA
could issue a unilateral order requiring cleanup of. the site. PEC cannot predrct the outcome of this
matter. . . . .
S As of June 30 2005 and December 31 2004 PEC s accruals for probable and estnmable costs related
o " to’various environmental .sites, which’ dre-included in other liabilitiés and deferred credxts and are

I

¢ expectedto be paid out overone to five years were: _... et e
) “(inmillions) o el Lkt Tyl v June30 2005 . 'December31 2004"
# oo Insurancgfund’ o LA L o te i UG gL i e S 7
Transferred from North Carolina Natural Gas ~~ = =« @ 0 = i7 fow’ e ey
Corporation at time of sale ™ 2 2
"1 Total accrual for envrronmental sites ™ T AT ST ‘$ '6 T Cro ! "'S 9 ’5‘: '

St .r-' e TP PP I e W7 —,,,h(.‘ r:'f i,

" The msurance fund m the table above was estabhshed when PEC recerved msurance proceeds to
eligible expenses ‘related to these are charged against a spectﬁc fund contammg ‘these proceeds For the
three and six months ended June 30, 2005, PEC made no additional accruals, recexved no .insurance

.. proceeds, and spent approxxmately $1 mrlhon and 53 mrlhon respcctxvely, related to environmental

. remedxatron

et \',i‘«;"".a:f-: a1 o e ST,y "'-l\-."'- M ."I'f‘!~ Le, T
e

Thrs accrual has been rccorded on’ an und:scounted basns PEC measures 1ts lrabrhty for these sites
based on available evrdence mcludmg its expenence in mvestlgatmg and remedlatlng envrronmentally
1mpa1red sites. ‘The process often involves assessmg and developmg cost-sharmg arrangements with

~ other PRPs. PEC will accrué costs for the sites to the extent its liability is probable and the costs can
be reasonably estimated. Because the extent 6f environmental 1mpact allocation among PRPs for all
srtes, remedratlon altematrves (which could mvolve either mmrmal or significant efforts), and
concurrence of the regulatory authontres have not yet reached the stage, vvhere a reasonable estimate of
the remedratron costs can’ be made, PEC cannot determme the ‘total costs that may be mcurred in
connectron w1th the’ remedratron of all srtes at thrs tune ]t is antlcrpated that sufﬁcrcnt mformatron will
become avaxlable for several srtes durmg 2005 to allow a reasonable estrmate of PEC’s oblrgatron for
those srtes to be made " . . -

. . - . \'.—‘ .. . . - -
P D 4 A A BT . LI Lt . -
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On March 30, 2005, the North Carolina Division of Water Quality renewed a PEC permit-for the
continued use of coal combustion products generated at any of the Company’s coal-fired plants-located
in the state. The Company has reviewed the permit conditions, which could significantly restrict the
reuse of coal -ash and result in higher ash management costs and plans to adjudicate thb' penmt
conditions. The Company cannot predict the outcome of this matter.

AIR QUALITY

PEC is subject to various current and proposed federal, state, and local environmental compliance laws
and regulations, which may result in increased planned capital expenditures and operating and
maintenance costs. Significant updates to these laws and regulations and related impacts to PEC since
December 31, 2004, arc discussed below. Additionally, Congress is considering legislation that would
require reductions in air emissions of NOx, SO,, carbon dioxide and mercury. Some of these proposals
establish nationwide caps and emission rates over an extended period of time. This national multi-
pollutant approach to air pollution control could involve significant capital costs that could be material
to PEC’s consolidated financial position or results of operations. Control equipment that will be
installed on North Carolina fossil generating facilitics as part of the North Carolina Clean Smokestacks
Act (Smokestacks Act), enacted in 2002 and discussed below, may address some of the issues outlined
above. However, PEC cannot predict thc outcome of the matter.

The EPA is conducting an enforcement initiative related to a number of coal-fired utility power plants
in an effort to determinc whether changes at those facilities were subject to New Source Review
(NSR) requirements or New Sourcc Performance Standards under the Clean Air Act. The Company
was asked to provide information to the EPA as part of this initiative and cooperated in supplying the
requested information. The EPA initiated civil enforcement actions against other unaffiliated utilities
as part of this initiative. Some of these actions resulted in settlement agreements calling for
expenditures by these unaffiliated utilities in excess of $1.0 billion. These settlement agreements have
generally called for expenditures to be made over extended time periods, and some of the companies
may seck recovery of the related cost through rate adjustments or similar mechanisms.

Total capital expenditures to meet the requirements of the final rule under Section 110 of the Clean Air
Act (NOx SIP Call) in North Carolina and South Carolina could reach approximately $370 million.
This amount also includes the cost to install NOx controls under North Carolina’s ‘and South
Carolina’s programs to comply with the federal 8-hour ozone standard. However, further technical
analysis and rulemaking may result in requirements for additional controls at some units. PEC has
spent approximately $324 million to date related to these projected amounts. Increased operaiion and
maintenance costs relating to the NOx SIP Call arc not expected to be material to PEC’s results of
operations. Further controls arc anticipated as elcctricity demand increases.

PEC projects that its capital costs to meet emission targets for NOx and SO, from coal-fired power
plants under the Smokestacks Act, will total approximately $895 million by the end of 2013. PEC has
expended approximately S190 million of these capital costs through June 30, 2005. The Smokestacks
‘Act requires PEC to amortize 70% of the original cost estimate of $813 million, during a five-year rate
freeze period. PEC recognized amortization of $27 million and $54 million, respectively, for the three
and six months ended June 30, 2005, and has recognized $302 million in cumulative amortization
through June 30, 2005. The remaining amortization requirement will be recorded over the future
period ending December 31, 2007. The law permits PEC the flexibility to vary the amortization
schedule for recording the compliance costs from zero up to $174 million of amortization expense per
year. The NCUC will hold a hearing prior to December 31, 2007, to determine cost recovery amounts
for 2008 and future periods. O&M expense will increase due to the additional materials, personnel and
general maintenance associated with the equipment. O&M expenses are recoverable through base
rates, rather than as part of this program. FEC cannot predict -the future regulatory interpretation,
implementation or impact of this law.
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.On March 10, 2005, the EPA issued the final Clean Air Interstate Rule (CAIR). The EPA’s rule
.~requires 28 states, mcludmg North Carolina;and South. Carolma and the, District of Columbia to
.-reduce NOx and SO2 emissions in order to attam state NOx and SOZ emissions levels Installatron of
i-1ns;@dditional air quality controls is likely to, bé nceded to meet the CAIR requrrements PEC is.in the
_process of determining comphancc plans and the cost to comply wrth the rule. The air quahty controls
already installed for compliance with the NOXx SIP Call and eurrently planned by PEC to comply with
the Smokestacks Act will reduce the costs requxred to meet the CAIR requirements for PEC‘s North
Carolma units. . - . . : .
NSV
On March 15 2005 the EPA ﬁnahzed two separate but related rules the Clean Atr Mercury Rule
(CAMR) that sets emissions limits to be met in two phases and encourages a cap and trade approach to
.achieving those caps, and a. de-hstmg rule, that ‘eliminated any requirement to pursue a maximum
. achievable control technology:(MACT) approach for lrmrtmg ,mercury .emissions from coal fired
- power plants. NOx and SO -controls .also are effective in reducing mercury emissions. However,
. » according to,the EPA the second phase cap reflects a level of mercury, emissions reductrop that
. exceeds the, level that would ‘be achieved solely as a co—beneﬁt of controllmg NOx and SO, under
CAIR. PEC is in the process of determining compllance plans and the cost to comply with the CAMR.
Installation of additional air ,quality controls is likely to be needed to meet the CAMR s requirements.
The de-listing rule has been challenged by a number of parties; the resolutron of the challenges could
.. impact PEC’s final compliance plans and costs. . .. - I . .

b “ti. ST e e aT gL O e £ 5 et
o On June 24, 2005, the Court of Appeals for the sttnct of Columbxa ercurt rendered :a decision in a
.y suit regarding EPA’s NSR rules. As part of the decision, the court str_uck down a p_royxsron .e_xcludmg
pollutron control projects from NSR requirements. +As a result of this decision, additional regulatory
: review of the Company s pollution control equrpment proposals wxll be requrred addmg time and cost
:to the overall prOJect S UL Mes L el -_-i:. IR ATy A SN TRFR SRR MY
Wi Lo b "",‘1 . : Pl )'.‘_»-'1' st Luora )
Jn conjunctron thh the proposed mercury | rule the EPA proposed a MACl‘ standard to regulate nickel
emissions from residual oil-fired units,, The EPA withdrew the proposed mckel rule in March 2005.

- In March 2004 the North Carolma Attomey General ﬁled a petmon wnh the EPA under Sectlon 126
+. 1; of the Clean Air Act, asking the federal government to force coal-fired power plants in. 13,other states,
,4, . including South Carolina, to .reduce their NOx and SO;.emissions. The state of North Carolina
i, contends these out-of-state emissions interfere with North Carolina’s abrlrty to_meet national air
qualrty standards for,ozone and particulate matter.,On August, 1,,2005, the.EPA 1ssued .a proposed
s cTesponse denymg ‘the petition., The ;EPA's rationale for.denial is that complxancc with CAIR will
. : reduce the emissions from surroundmg states sufficiently to address North Carolina’s concerns. The
.. EPA-will hold a 60-day public comment period .from.the date that the proposal is publrshed in the
-+ Federal Register and must take final action by March 15, 2006. PEC cannot predrct the outcome of this
PR L L O T T L A S8 S TR HL I I SRR AR "..j; TP B ;‘~ -,r_ e
w :'. \,"l' ,’ .' N PR \.' -..l. . { l ! ‘ , e fl"l ," "\'u l A,. v ‘~‘. IRT]
In a; decrslon issued July 15 2005 the U S. Court of .Appeals for the Drstnct of Columbla Clrcutt
.denied petitions for review filed by several states, cities and organizations seeking the regulation by
.-the EPA of carbon dioxide emissions under the Clean Air Act. The court in a 2-1 decision, held that
" the EPA Administrator properly exercised his discretion in denying the request for regulatron

AT TN TR S LI I A DU SR F e L e el Tl
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LiAs a, result of - the -operation of .certain control equxpment needed to-address the air. _quality issues

.outlmed above; new,-wastewater .streams  may, be; geperated, at the affected facilities. Integration of

|these new.:wastewater streams -into .the existing.:wastewater. treatment -processes .may - result in

« permitting, :construction and treatment requirements imposed on PEC in the immediate and extended

future. RN IR A R S

- Based on new cost information and changes to the estimated time frame of expenditures since
- .December 31, 2004, PEC has revised the estimated amounts and time period for expenditures to meet
_Section 316(b) requirements of the Clean Water Act. PEC currently estimates that from 2005 through
* 2010 the range of expenditures will be approximately $15 million to $25 million.
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OTHER ENVIRONMENTAL MATTERS

The Kyoto Protocol was adopted in 1997 by the United Nations to address global climate change by
reducing emissions of carbon dioxide 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
has stated it favors.voluntary programs. A number of carbon dioxide emissions control proposals have
been advanced in Congress. Reductions in carbon dioxide emissions to the levels specified by the
Kyoto Protocol.and some legislative proposals could be materially adverse to PEC’s consolidated
financial position or results of operations if associated costs.of control or limitation cannot be
recovered from customers. PEC favors the voluntary program approach recommended by the Bush
administration and continually evaluates options for the reduction, avoidance and sequestration of
greenhouse gases. However, PEC cannot predict the outcome of this matter.

Progress Energy has announced its plan to issue a report on the Company’s activities associated with
current and future environmental requirements. The report will include a discussion of the
environmental requirements that PEC currently faces and expects to face in the future with respect to
its air emissions. The report is expected to be issued by March 31, 2006.

COMMITMENTS AND CONTINGENCIES

Contingencies and significant changes to the commitments discussed in Note 18 of PEC’s 2004
Annual chon on Form 10- K are descnbcd below. '

A. Purchase Obhgatlons

As part of PEC's ordinary course of business, it enters into various long and short term contracts for
fuel requirements at its.generating plants. Through June 30, 2005, these contracts have increased the
Company's aggregate purchase obligations for fuel and purchased power by approximately $709
million as compared to the amount stated in the Company’s Form 10-K. for the year ended December
31, 2004. The increase primarily covers the period ranging from 2005 through 2009. A majority of the
contracts related to the increase in purchase obhgatlons for fuel and purchascd power are for future
coal purchases pnmanly with fixed prices.

'

B. Guarantees -

As.a part of normal business, PEC enters into various agreements providing future financial or

. performance assurances to third parties, which are outside the scope of Financial Accounting

Standards Board .(FASB) Interpretation No. 45, “Guarantor’s Accounting- and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others” (FIN No. 45).
Such agreements include guarantecs, standby letters of credit and surety bonds.i As of June 30, 2005,
PEC does not believe conditions are likely for significant performance under these guarantees. To the
cxtent liabilities are incurred as a result of the activities covered by the guarantees, such liabilities are
included in the accompanying Consolidated Balance Sheets. As of June 30, 2005, PEC had no
guarantees issued on behalf of unconsolidated subsidiaries or other third partics.

.
'

C. Insurance

PEC is a member of Nuclear Electric Insurance Limited (NEIL), which' provides primary and excess
insurance coverage against property damage to members’ nuclear generating facilities. Under the
primary program, PEC is insured for $500 million at each of its nuclear plants. In addition to primary
coverage, NEIL also provides decontamination, premature decommxssxomng and excess property
insurance with limits of $1.75 billion on each plant.

D. Other Contingencies
1. Pursuant to the Nuclear Waste Policy Act of 1982, the predecessors to PEC entered into contracts
with the U.S. Department of Energy (DOE) under which the DOE agreed to begin taking spent nuclear

fuel (SNF) by no later than January 31, 1998. All similarly situated utilities were required to sign the
same standard contract. . .
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DOE failed to begin taking spent nuclear fuel by January 31, '1998. In January 2004, PEC filed a

complaint in the United States Court of Federal Claims against the DOE, claiming that the DOE

.sbreached the Standard Contract for Disposal: ‘of Spent Nuclear. ;Fuel by failing to accept SNF from

. various PEC facilities on”or before January 31, 1998.- Damages due to the :DOE’s breach will be

srgmﬁcant but have yet-to be determined. Approximately 60:cases” involving the Government’s
: actrons in connectxon with spent nuclear fuel are currently pendmg in the Court of Federal Claxms

'
LN

The DOE and the PEC partres have- agreed to a stay of the lawsult mc]udmg dxscovcry The partres
agreed to, and the trial court entered, a stay of proceedings, in order to allow for possible efficiencies
due to the resolution of legal and factual issues in previously filed cases in which similar.claims are
being pursued by other plaintiffs. These issues may include, among others, so-called “rate issues,” or
“the minimum mandatory schedule for the acceptance of SNF and high level waste (HLW) by which
the Government was contractually obligated to accept contract holders’ SNF and/or HLW, and issues

+ . iregarding recovery of damages under a partial breach of contract theory that will be alleged to occur in
" the future. These 'issues:have been or are expected to be presented in the trials or appeals that are
currently scheduled to occur during 2005. Resolution of these issues in. other cases.could facilitate
agreements by the parties in the PEC lawsuit; or at a minimum, inform the Court of decisions reached

by other courts if they remain contested and require resolution in this case. In July 2005, the parties

‘ Jomtly requested a contmuance of the stay through December 15, 2005, whrch the tnal court granted

On February 27, 2004 'PEC requested to have 1ts hcense for the Independent Spent Fuel Storage

. Installation at the Robinson Plant extended by 20. years with an exemption request for an additional
+ 20-year extension. Its current license is due to exptre in August 2006 On March 30, 2005, the NRC

“issued the 40-year license renewal. . . . 4 ctaamge't ndueet -

With certain modifications and additional approval by the NRC; including the installation of onsite dry
<. storage facilities at Robinson and Brunswick,- PEC’s spent nuclear fuel storage.facilities. will be
- .sufficient to provide storage space for spent fuel generated on PEC's system through the exprratron of
-. - ithe operating hcenses for all of PEC’s nuclear generatmg umts SO SR ¥ I R LS
'i:'.f"“ ! "" . l el ! "'l'.- '!:.' . -i i‘."""' ";""'.!'.'i b#' ’ ’l

In July 2002, Congress passed an override resolutlon to Nevada s veto of the DOE’s proposal to locate

a permanent underground nuclear waste storage facility at Yucca Mountain, Nevada. In January 2003,

the State of Nevada, Clark County, Nevada, and the City of Las Vegas petitioned the U.S. Court of

Appeals for the District of Columbia Circuit for review of the Congressional override resolution.

These same parties also challenged the EPA’s radiation standards for Yucca Mountain. On July 9,
3 .:2004,'the Court rejected the challenge.to the constitutionality .of. the “resolution approving “Yucca

-+ “Mountain, but niled that the EPA was wrong to set a 10,000-year compliance period in the radiation
... protection standard:.The EPA is currently reworking the standard but has not stated when the work
¢ will.be complete. The DOE originally planned to submit a dicense application to the NRC to construct
“+. . the"Yucca Mountain facility by the end of 2004. However, in November 2004, the DOE announced it

« - ;would..not. submit - the.. license - application suntil / mid-2005 - or ‘later.- Also .in° November 2004,
- Congressional negotiators approved $577 million for:fiscal year 2005 for the Yucca Mountain project,

« . ‘approximately $300 million less than requested by the DOE but approximately the same as approved
in 2004. The DOE has acknowledged that a working repository will not be operational until sometime
after 2010, but the DOE has not identified a new target date. PEC cannot predrct the outcome of this

matter. . 0 .

-x...2. In.2001, PEC entered into a contract to purchase coal from Dynegy Marketing and Trade (DMT).
‘After DMT experienced financial difficulties, inc]uding'credit ratings downgrades by ‘certain ‘credit
»w:reporting agencies, PEC requested’ credit enhancements ‘in’ accordance with the terms of the coal
e .purchase agreement in July 2002. When DMT:did:not offer credit enhancements as requrred by a
provision in the contract, PEC terminated the contract in July2002. <« "+ iy St .

PEC initiated a lawsuit seeking a declaratory judgment that the :termination was lawful: DMT

counterclaimed, stating the termination was a breach of contract and an unfair and deceptive trade

;. practice. 'On ‘March '23,.2004, the United - States . District -Court for the .Eastern District ‘'of North

: .Carolina ruled that PEC. was liable’ for breach of contract,’ but ruled against’DMT-on its unfair and

.1 deceptive trade practices claim. On April ‘6,-2004, the Court entered a judgment against PEC in the

amount of approximately $10 million. The Court did not rule on DMT’s request under the contract for
pending legal costs.

[
Wt
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On May 4, 2004, PEC authorized its outside counsel to file a notice of appeal of the April 6, 2004
judgment, and on May 7, 2004, the notice of appeal was filed with the United States Court of Appeals
for the Fourth Circuit. On June 8, 2004, DMT filed a motion to dismiss PEC’s appeal on the ground
that it was untimely.'On July 20, 2005, the appellate court denied DMT’s motion to dismiss and ruled
that the time for PEC to appeal had not yet expired. The appellate court remanded the case to the txial
court for further procccdmgs L

PEC recorded a liability for the judgment of approximately S10 million and a regulatory asset for the
probable recovery through its fuel adjustment clause in the first quarter of 2004. PEC cannot predict
the outcome of this matter.

3. On February 1, 2002, PEC filed a complaint with the Surface Transportation Board (STB)
challenging the rates charged by Norfolk Southern Railway Company (Norfolk Southern) for coal
transportation to certain generating plants. In a decision served in December, 2003, the STB found that
the challenged rates excecded maximum reasonable rate levels and prescribed lower rates. In a
subsequent decision on reconsideration the STB concluded that the rates had not been shown to be
unreasonable, following which PEC requested the STB to consider requiring that the rates be phased
in over a period of time. During the course of the complaint process, PEC accrued a liability of $42
million. The liability was comprised of $23 million of reparations remitted to PEC by Norfolk
Southern that were subject to refund and an additional S19 million, of which $17 million was recorded
as deferred fuel cost on the Consolidated Balance Sheet. This matter has now been settled by mutual
agreement, and the STB has issued an order dismissing the case. As a result of the settlement, PEC
reversed the previously recorded deferred fuel cost and settled the remaining obligations for the
approximate amount previously accrued. The settlement had an immaterial impact on PEC’s results of
operations.

4. PEC is involved in various litigation matters in the ordinary course of business, some of which
involve substantial amounts. Where appropriate, accruals and disclosures have been made in
accordance with SFAS No. 5, “Accounting for Contingencies,” to provide for such matters. In the
opinion of management, the final disposition of pending litigation would not have a material adverse
effect on PEC’s consolidated results of operations or financial position.
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Item 2. . Management’s Discussion and Analysis of Financial Condition and Results of Operations .

o """ vroa ':.' RSY TR AR .
The followmg Management s Dlscussron and Analysxs contains forward looking statements that mvolve
estimates, projections, goals, forecasts, assumptions, risks and uncertainties, that could cause actual results or
outcomes to differ materially from those expressed in the forward lookmg 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 and the Risk Factors sections of Progress Energy s and Progress
Energy Carolina’s (PEC) annual report on Form 10-K for the year ended December 31,2004.-, © .. .

- o

Amounts reported in the interim Corisolidated Statements ‘of Income are not necessarlly mdlcattve of amounts N
expected for the respective annual or future penods due to the effects of seasonal temperature variations on
energy consumptron and the txmmg of mamtenance on electnc generatmg umts among other factors ‘

I

This drscussron should be read in con_lunctron w1th the accompanymg ﬁnanclal statements found elsewhere in

this report and in con_]unctlon with the 2004 Form lO-K " S R TR LI
RESULTSOFOPERATIONS Lo

. ’ - C . - 4‘ , v, .t T :: - K i .

The Company s reportablc busmess segments and thexr pnmary operatrons mclude R A

v K i ol [ETIS A S T sy A E' N !":'"'}')E: ,0

. Progress Energy Carohnas Electnc (PEC Electnc) pnmanly engaged inithe’ generatlon transmxssron
distribution and sale of electricity in portlons of North Carohna ard South Carolina;-+ ™, e

®  Progress Energy Florida (PEF) — primarily engaged in the generatxon transmxssron drstnbunon 4nd Sale of
electricity in portions of Florida; Jonkanenen

® Competitive Commercial Operations (CCO) - engaged in nonregulated electnc generatron operatxons and
marketmg actxvmes pnmanly in Georgla North Carolma and Flonda e -

. 1Fuels = pnmanly engaged in natural gas productxon in Texas and Loutsrana ‘coal rmmng; ,eoal termmal
-services and fuel transportation and delivery in Kentucky, ‘West Virginia and Virginia; and ;. .~ .. ., |

e Synthetic Fuels — engaged in the productron and sale of coal-based solid synthetic fuels and the operatron :
of synthetic fuel facilities for outside partles in Kentucky West Vrrgrma and Vlrgtma

The Corporate and Other category mcludes other busmesses engaged in other nonregulated busmess areas,
including telecommunications, primarily in'the eastern United States, energy services operations and holdmg 4
company results, which do not meet the requirements for separate segment reporting disclosure.

Prior to 2005, Rail Services was reported as a separate segment. In connectron ‘with the divestiture of Progress
Rail (see Note 3 of the Progress Energy Consolidated Interim Financial Statements), the operations of Rail
Services were reclassified to discontinued operations in the first quarter of 2005 and therefore are no longer a.
reportable segment. In addition, synthetic fuel activities were reported in the Fuels segment prior to 2005 and ~
now are considered a separate reportable segment. These reportable segment changes reflect the current
reporting structure. For comparatlve purposes, the prior. year results have been restated to conform to the
current presentatlon o . - .
In this section, eamings and the factors affecting earnings for the three and six months ended June 30, 2005 as
compared to the same periods in 2004 are discussed. The discussion begins with a summarized overview of the
Company’s consolidated eamings, which is followed by a more detailed discussion and analysis by business
segment.

OVERVIE\V
For the quarter ended June 30 2005 Progress Energy s net loss was $l mllhon, or S(O Ol) per share compared
to net income of $154 million, or $0.63 per share, for the same penod in 2004 The decrease in net income as_
compared to prior year was due primarily to: . . " : ey
o -~ Postretirement and severance charges recorded throughout the Company related to the cost
 management initiative. col S Tl

! Unfavorable weather at both utilities.

Unfavorable retail usage in Florida.

The write-off of unrecoverable storm costs in Florida.

The change in accounting estimates for certain Energy Delivery capital costs.
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o Decreased nonregulated generation camings.

s Decreased synthetic fuel ecamings.

¢ The impact of tax levelization. ’
Partially offsetting these items were:

e Utility customer growth in the Carolinas and Florida.
Favorable wholesale sales in both the Carolinas and Florida.
Gain recorded on the sale of distribution system in Florida,
Reduced losses recorded on contingent value obligations.

For the six months ended June 30, 2005, Progress Encrgy’s net income was $92 million, or $0.37 per share,
compared to $262 million, or $1.08 per share for the same period in 2004. The decrease in net income as
compared to prior year was duc primarily to:
e Postretirement and severance charges recorded throughout the Company related to the cost
management initiative,
Unfavorable weather at both utilities.
Unfavorable retail usage in Florida.
The write-off of unrecoverable storm costs in Florida.
The change in accounting estimates for certain Energy Delivery capital cests.
e Decreased nonregulated generation camings.
e Decreased synthetic fuel camings.
e The impact of tax levelization.
Partially offsetting these items were:
e  Utility customer growth in the Carolinas and Florida.
Favorable wholesale sales in both the Carolinas and Florida.
Gain recorded on the sale of distribution assets in Florida.
Reduced losses recorded on contingent value obligations.

Basic earnings per share decreased in 2005 due in part to the factors outlined above. Dilution related to the
issuances of an aggregate of approximately 4 million and 1 million shares of common stock under the
Company’s Investor Plus Stock Purchase Plan and employce benefit programs for the year to date in 2005 and
the year ended December 31, 2004, respectively, also reduced basic camings per share by $0.01 and $0.02 for
the three and six months ended June 30, 2005, respectively.

The Company’s segments contributed the following profits or losses for the three and six months ended June
30, 2005 and 2004: : .

(in millions) Three Months Ended June 30, Six Months Ended June 30,
Business Segment 2005 2004 2005 2004
PEC Electric . S 68 $ 97 $ 184 $ 213
PEF 10 84 53 133
Fuels 12 17 23 27
CcCo 3) 5 ) 3)
Synthetic Fuel 23 36 22 72

Total Segment Profit 110 239 273 442
Comorate & Other (109) (93) (162) (197)
Income from continuing operations 6 146 111 245
Discontinucd operations, net of tax (7) 8 (19) 17

Net income S (D 154 s 92 S 262

COST MANAGEMENT INITIATIVE

On February 28, 2005, as part of a previously announced cost management initiative, the Company. approved a
workforce restructuring which is expected to be completed in September 2005 and result in a reduction of

approximately 450 positions. The cost management initiative is designed to permanently reduce by 375 million

to $100 million the projected growth in the Company*s annual operation and maintenance (O&M) expenses by
the end of 2007. In addition to the workforce restructuring, the cost management initiative included a voluntary
enhanced retirement program. In connection with this initiative, the Company incurred approximately $176
million of pre-tax charges for severance and postretirement benefits during the six months ended June 30, 2005,
as described below.
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The Company recorded $31 million of severance expense during the first quarter of 2005 for the workforce
restructuring and implementation of an automated meter reading initiative at PEF. The workforce restructuring
expense was computed based on the approximate number of positions .tosbe elrmmated During the second
quarter of 2005, 1,447 employecs ehgtble for participation in the voluntary enhanced retirement program
elected to participate. Consequently, in the second quarter.of 2005, the Company decreased its esttmated
severance costs by $13 million due to the’ 1mpact of the employees electmg partxcnpatron in the voluntary
enhanced retirement program. The scverance expenses are pnmanly mcluded in O&M expense -on the

Consolidated Statements of Income and will be paid over ttme .

A

The Company recorded a $141 million charge in the second quarter of 2005 related to postrettrement beneﬁts '

that will be paid over time to eligible employees who elected to partlcrpate in the voluntary enhanced retrrement '

program. See Note 8 to the Progress Energy’ Consolidated Interim Fmancral Statements for’ addmonal
In addition, the Company recorded a Sl7 mtlhon charge for early

information on postretirement benefits.
retirement incentives to be paid over timie to certain employees

e

The cost management 1n1t1attve charges are subject to revision in future- quarters based on completlon of the
workforce restructuring and the potential additional 1mpacts that the early retirements and outplacements may
have on the Company’s postrettrement plans. Such revisions may be significant and may adversely impact the
Company’s results of operations in future periods. In “addition, -the Company expects to-incur certain .
mcremental costs for recruiting and staff augmentatlon actrvmes that cannot be quantrﬁed at this time. i
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PEC Electric contributed segment profits of $68 million and $97 million for, the three:months cnded June 30,

2005 and 2004, respectively. Results for 2005 were unfavorably impacted by higher O&M costs pnmanly due
to postretirement and severance costs associated with the cost management initiative and unfavorable weather.
These unfavorable items were partrally offset by favorable customer growth and usage and increased wholesale

revenues.
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PEC Electric contnbuted segment prot‘ its of 5184 mllhon and $213 mllhon for.
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the six . months ended June 3

0

A

2005 and 2004, respectrvely Results for 2005 were unfavorably impacted. by higher O&M costs primarily due y
to postretirement and .severance, costs assocrated with the cost management initiative and the-change in.
accounting estimates for certain Energy Dehvery caprtal costs and unfavorable weather., These, unfavorable
items were partxally offset by favorable customer growth and usage and mcreased wholesale revenues.
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Three months ended June 30, 2005 compared to the three months ended June 30I 2(504 e e :' ;, § ,t

Revenues . .. -,'"--;z' b e

L

PEC Electnc s revenues for the .th.ree months ended June 30 2005 and 2004 and the percentage change by .

customer class are as follows:

-I:,,
t

‘

(1
.

(in millions of §) ° . Three Months Ended June 30,
Customer Class . 2005 . Change . -%Change . 2004. . . . . ..
Residential Lo ---82712 .....8 (12) - -(42) 4»—5-284 . . '
Commercial | ... " . -.... ... 214 . l , 0S5 213 L
Industrial ' 164 R 1.9 161 ,
Governmental .8 0 MR 53y .19
Total retail revenues ~'668 (9)1, __’ '. (1.3) -« 677 -
Wholesale 154 - 15 . 108 139
Unbilled as - @) s s e .24
Miscellaneous - - 23 - 20 02795 o 21 .
Total electric revenues* -$ 860 :-S (1), ;. (01) (S 861 -
Less: o sy v e, B0 B0 sl e e S
Pass-through fuel revenues .. (238) .. .. .(16) . aios (7 2) !2222
Revenues excluding fuel . 8§ 622 . $(l7) . NeX)) S 639 -

»»»»»
Y
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PEC Electric’s energy sales for the three months ended June 30, 2005 and 2004, and the amount and percentage
change by customer class are as follows:

(in millions of kWh) . Three Months Ended June 30,

Customer Class. .- 2005 Change % Change 2004
Residential C 3,285 (240) (6.8) 3,525
Commercial o 3,087 (85) 2.7) 3,172
Industrial . 3,230 (50) (1.5) 3,280
Governmental ' 314 (23) (6.8) 337
Total retail energy sales 9,916 (398) (3.9) 10,314
Wholesale 3,341 227 7.3 3,114
Unbilled 235 (169) - 404
Total kWh sales 13,492 (340) (2.5) 13,832

PEC Electric’s revenues, excluding recoverable fuel revenues of $238 million and $222 million for the three
months ended June 30, 2005 and 2004, respectively, decreased $17 million. The decrease in revenues is
attributable primarily to unfavorable weather offsect partially by favorable retail growth and usage and increased
wholesale revenues. The impact of weather is $28 million unfavorable with cooling degree days 36% below
prior year. Favorable growth and usage of $6 million was driven by an increase in the number of customers as
of June 30, 2005 compared to Junc 30, 2004 of 28,000. The increase in wholesale revenues less fuel of S3
million was driven primarily by the impact of increased capacity under contract.

Expenses

Fuel and Purchased Power

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 purchased power expenses are
recovered primarily through cost recovery clauses, and as such changes in these expenses do not have a
material impact on camnings. 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.

Fuel and purchased power expenses were $289 million for the threc months ended June 30, 2005, which
represents a $16 million increase compared to the same period in the prior year, Fuel used in electric generation

increased $23 million to $216 million compared to the prior year. This increase is due to an increase in fuel
used in generation of $17 million due primarily to higher fuel costs which are being driven primarily by rising
coal, oil and natural gas prices. In addition, deferred fuel expense increased $6 million due to the write-off of
$5 million in deferred fuel costs as a result of the South Carolina annual fuel hearing. Purchased power expernisé
decreased S7 million to $73 million compared to the prior year. Prior year purchased power costs were higher
due to plant outages during periods of favorable weather during the second quarter of 2004.

Operations and Maintenance (O&M)

O&M expenses were $260 million for the three months ended June 30, 2005, which represents a $34 million ~

increase compared to the same period in 2004. Postretirement and severance expenses related to the cost
management initiative increased O&M expenses by $46 million during 2005. This is an increase of $41 million
compared to the same period in 2004 as prior year expenses include $5 million related to a scparate initiative. In

addition, O&M expenses increased $6 million related to the change in accounting estimates for certain Energy

Delivery capital costs. Sce discussion of change in Energy Delivery capitalization practice in Note 8F of the
Progress Energy annual report on Form 10-K for the year ended December 31, 2004. These unfavorable items
were partially offset by decreased plant outage costs of $12 million compared to the same period of 2004,
which included a nuclear plant outage.
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Depreciation and Amortization . I . T ) s

Sty e A S [ K
Depreciation and amortization expe'rise was $130 million for the thre¢ months ended June 30, 2005, which
represents a $3 million increase compared to the same period in 2004. The increase is attributable to-higher NC
Clean Air amortization of $12 million and higher depreciation for assets placed in service of $1 million. These
increases were partially offset by a reduction in depreciation expense of $10 million related to the depreciation
studies filed in 2004. Depreciation rates are the same for 2005 and 2004; however the 2004 year to date -’
retroactive adjustment for the new rates adopted related to the expanded hves of the nuclear units was made in *

November 2004. oo ——t
',:'... 2 v rt .‘ . .
Other inconie, net Lo S y

Other income, net has decreased $4 million for the three months ending June’ 30 2005 as compared to the same :
period.in the prior year: Thxs ﬂuctuatlon Js:due primarily to the FERC Code .of Conduct audit settlement. .
reached in 2005 that requxred $4 million to be refunded to customers (see drscussron in Note 12 to the Progress )

Energy | Consohdated Inteanmancnal Statements) e R S TR T
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Income tax ex ense . .. R . B TR P _” B PV
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GAAP requtres compames to apply a levelized effectlve tax rate to, mtenm penods that 1s consxstent wrth the:;,,;
estimated annual effective tax rate. Income tax expénse was increased by $3 million for the ‘three months ended -
June 30, 2005, in order to maintain an effective tax rate consistent with the estimated annual rate. Fluctuations, -
in estimated annual earnings and the timing of various permanent and temporary deductions can also cause
swings in the effective tax rate for interim periods. Therefore, this ad_]ustment will vary ¢ each. quarter, but wrll",
have no effect on net income for the year. The remaining fluctuation in mcome tax expense is attnbutable to
reduced earnings compared to pnor year. , .- .
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PEC Electnc s. revenues for the srx months ended June 30 2005 and 2004 and the percentage change by B

customerclassareas follows T R T 0 i v
i . oo, Lo - ‘e wil e g .o .
(mmllhonsot'S) W e StxMonthsEndedJuneBO, . , .‘.5”"“,,: T,
Customer Class ) 2005 Change %Change 2004 L e et e
Residential =~ . . 8 646 S (9 (l 4) S 655 L ,' ! }“ o
Commerctal T e 428 '8l 19 T4 T ’ someen
Industrial ° A & R TR "'1;6 s 308"“'. R R
Governmental » ‘3:38‘ . AN .r‘:"‘u.t ). ’38” P T I e L .
Total retail revenues 1,425 4 0.3 1,421 o Coo o
Wholesale 328 33 112 295 W Cor C
Unbilled - - e @) () - 1. oo e :
Miscellancous: t. - 4. 2o i - 45 -, RS 45,. R U T Y T S TP ST
Total electric revenues ;... ., .+$ 1795 .-~$ 33 a0 :19 S 12762 R B
Less: + ... - " . B o S S S PSR TR
Pass- through fuel revenues (509) - (49) (10 7) 54602 T T
Revenues excluding fuel S 1,286 S (16) .. (1.2)' S 1,302 PSPPI
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PEC Electric’s energy sales for the six months ended June 30, 2005 and 2004, and the amount and pcrcentage
change by customer class are as follows:

(in millions of kWh) Six Months Ended June 30,
Customer Class . 2005 Change % Change 2004
Residential 7,957 (309) 3.7 8,266
Commercial 6,167 (63) (1.0) 6,230
Industrial 6,161 (112) (1.8) 6,273
Governmental 642 (40) (5.9 682
Total retail energy sales 20,927 (529) 2.4) 21,451
Wholesale 7,278 374 54 6,904
Unbilled 67) (87) - 20
Total kWh sales 28,138 (237) (0.8) 28,375

PEC Electric’s revenues, excluding recoverable fuel revenues of $509 million and $460 million for the six
months ended June 30, 2005 and 2004, respectively, decreased $16 million. The decrease in revenues is

attributable primarily to unfavorable weather offset partially by favorable retail growth and usage and increased -

wholesale revenues. The impact of weather is S47 million unfavorable with cooling degree days 37% below

prior year. Favorable growth and usage of $26 million was driven by an increase in the number of customers as

of Junc 30, 2005 compared to June 30, 2004 of 28,000. The increase in wholesale revenues less fuel of S5
million was driven primarily by the impact of increased capacity under contract.

Expenses

Fuel and Purchased Power

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 purchased power expenses are

recovered primarily through cost recovery clauses, and, as such changes in these expenses do not have a
material impact on eamnings. 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.

Fuel and purchased power expenses were $604 million for the six months ended June- 30, 2005, which

represents @ $45 million increase compared to same period in the prior year. Fuel used in electric: generation -

increased $47 million to S464 million compared to June 30, 2004. This increase is due to an increase in fuel

used in generation of $70 million due primarily to higher coal, oil and natural gas costs. The increase in fuel .

used in generation was offset by a reduction in deferred fuel expense of $24 million as a result of the under-
recovery of current period fuel costs offset partially by the write-off of $5 million in deferred fuel costs as a
result of the South Carolina annual fuel hearing. Purchased power cxpense decreased $2 million to S140
million compared to prior year.

Operations and Maintenance (O&M)

O&M expenses were $484 million for the six months ended Junc 30, 2005, which represents a $49 million
increase compared to the same period in 2004. Postretirement and severance expenses related to the cost
management initiative increased O&M expenses by S60 million during 2005. This is an increase of $55 million
compared to the same period in 2004 as prior year expenses included S5 million related to a separate initiative.
In addition, O&M expenses increased $12 million related to the change in accounting estimates for certain
Energy Delivery capital costs. Sce discussion of change in Energy Delivery capitalization practice in Note 8F
of the Progress Energy annual report on Form 10-K for the year ended December 31, 2004. These unfavorable
items were partially offset by decreased plant outage costs of S8 million compared to 2004, which included an
additional planned nuclear plant outage. In addition, results for 2004 included $6 million of costs associated
with an ice storm that hit the Carolinas service territory in the first quarter of 2004,
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Depreciation and amortization expense was $259 million for the six months ‘ended June’ 30, 2005, .which
represents a 85 million increase compared to the same period in 2004, Fhe inérease is attributable to higher NC
Clean Air amortization of $23 million and higher depreciation for assets placed in services of $3 million.-These
increases were partially offset by a reduction in depreciation expense of $21 mtlhon related to the deprecranon
studies filed in 2004. Depreciation rates are the same for 2005 . and 2004;" however, the 2004 ycar to date ™
retroactive adjustment for the new rates adopted related to the expanded ltves of the nuclear units was made m
November 2004. . s
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Other income, net has increased $8 million for the six months ending June 30, 2005 as compared to the same,,
period in the prior year. This i increase xs due pnmanly toa wnte-off of §7 mtlhon “of non-trade recervables in .
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GAAP requtres companies to apply a levelized effecttve tax. rate to, mtenm penods that is consnstent wnth the
estimated annual effective tax rate. Income tax expense was increased by $3 million for the six months ended .
June 30, 2005, in order to maintain an effective tax rate consistent with the estimated annual rate. Fluctuations , ;
in estimated annual earnings and the timing of various permanent and temporary deductions can also cause
swings in the effective tax rate for interim penods Therefore, this adjustment will vary each quarter, , but wnll
have no effect on net income for the year. The remaining ﬂuctuatron in 1ncome tax expense is attnbutable ;
primarily to reduced earnings compared to priorycar. T e e e AT I
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PEF contnbuted segment proﬁts of $10 mrlhon and 584 million for the three months ended June 30 2005 and-.
2004, respectively. The decrease in profits for the three months ended June 30, 2005 when compared to 2004 is -
primarily due to higher O&M expenses (as a result of postretlrement and.severance costs,"the. write-off of .,
unrecovered storm costs and the change in accountmg esttmates for certain Energy Delivery capital costs), the -
1mpaet of . milder weather and lower;average retail usage per customer, partxally offset by hlgher wholesale :.: ,
sales, favorable provrston for rate refund, favorable retzul customer growth and the gain' on the sale of the -
Wmter Park drstnbutxon system »'.\,j R .
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PEF contnbuted segmcnt proﬁts of 553 mllhon and $133 mrllron for the six months ended June 30 2005 and.. .
2004, respectively. The decrease in proﬁts for the six months ended June 30, 2005 when compared to 2004 is. -
primarily due to higher O&M expenses (as a result of postretirement and severance costs, the write-off of .
unrecovered storm costs and the change in accounting estimates for certain Energy Delivery capital costs), .
lower average usage per retail customer and the impact of milder weather partially offset by higher wholesale
sales; favorable provision for rate refund, favorable retail. customer growth and the gain on the sale of the.
WmterPark dtstnbu'xon system.. .. oo, owl oot Nl . .
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(in millions of S) Three Months Ended June 30,

Customer Class 2005 Change % Change 2004
Residential $ 431 S 9 2.1 S 422
Commercial 227 13 6.1 214 N
Industrial 7 . 5 7.6 66 .
Govemnmental . 57 5 ;9.6 52
Retail revenue sharing : 2 5 - 3)
Total retail revenues .788 37 4.9 751
Wholesale 68 15 28.3 53
Unbilled 18 (6) - 24
Miscellaneous 34 2 6.3 32
Total electric revenues $ 908 S 48 5.6 ' S 860
Less: '
Pass-through revenues (527) (49) (10.3) 478
Revenues excluding pass-
through revenues S 381 $ () (0.3) $ 382

PEF’s electric energy sales for the three months ended June 30, 2005 and 2004, and the amount and percentage
change by customer class are as follows: ’ .

(in millions of kWh) Three Months Ended June 30,
Customer Class -+ 2005 Change % Change 2004
Residential . . 4,341 (164) 3.6) 4,505
Commercial 2,888 - - (53) (1.8) . 2,941
Industrial 1,040 (1) (1.0) 1,051
Governmental 762 11 1.5 751
Total retail energy sales 9,031 217) 2.3) 9,248
Wholesale 1,318 225 20.6 1,093
Unbilled 428 (362) - 790
Total kWh sales 10,777 (354) (3.2) 11,131

PEF’s revenues, excluding recoverable fuel and other pass-through revenues of $527 million and $478 million
for the three months ended June 30, 2005 and 2004, respectively, decreased S1 million. The decrease in
revenues is due to unfavorable average usage per retail customer of $13 million and the impact of milder
weather of $5 million with heating degree days and cooling degree days 43% and 7% below prior year,

respectively. These decreases were partially offset by favorable provision for rate refund of S5 million (dueto .

lower, base revenues as discussed above and a higher revenue sharing threshold in 2005), favorable retail
customer growth of $6 million and favorable wholesale revenues of $4 million. Wholesale revenue favorability
is attributable primarily to new contracts entered into subsequent to June 2004.

Expenses
Fuel and Purchased Power

Fuel and purchased power costs represent the costs of generation, which include fuel purchases for generation,
as well as cnergy purchased in the market to meet customer load. Fuel and purchased power 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 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.

Fuel and purchased power expenses were $457 million for the three months ended June 30, 2005, which
represents a $42 million increase compared to prior year. This increase is due to increases in fuel used in
clectric generation and purchased power expenses of $37 million and $5 million, respectively. Increased fuel
costs in the current year account for S12 million of the increase in fuel used in clectric generation. The
remaining increase was due to an increase in deferred fuel expense as recovery of fuel expenses in the current
year was greater than in the prior year. In December 2004, the FPSC approved PEF’s request for a cost
recovery adjustment in its annual filing due to the rising cost of fuel. Fuel recovery rates increased effective
January 1, 2005. The increase in purchased power expense was primarily due to higher prices of purchases in
the current year as a result of increased fuel costs.
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Operations and Maintenance (O&M) - - ST :.TJZ,."_",'.' o o
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O&M expenses were $288 million for the three ‘months ended June 30, 2005, which represents an’ increase of
$136 million, when compared to the $152 million incurred during the three. months ended June 30, 2004,
Postretirement and severance expense related to the cost management initiative increased O&M costs by $93-
million during 2005. In addition, PEF wrote-off $17 million of unrecoverablé storm costs associatéd with the *
2004 hurricanes (see Note 5 to the Progress Energy Consolidated Interim Financial Statements). O&M expense "
also increased $9 million related to the change in accountmg estimates for certain Energy Delivery capital
costs. See discussion of change in Energy ‘Delivery capitalization practice in Note 8F of the Progress Energy
annual report on Form 10-K for the year ended December 31, 2004. The remammg increase in O&M expense is,
attributable to higher environmental cost recovery expenses (primarily emission allowances) of $6 million and a
$3 million bad debt reserve recorded during the- perxod The environmental cost recovery expenses are pass-
through expenses and have no impact on eammgs C rrl R e e e

Other income, net e s © A o

Other income, net has increased $24 million for the three months ended June 30, 2005 as compared to the prior .
year. This increase was due pnmanly to the pre-tax gain recognized on the sale of the Winter Park drstnbutron .
system of $25 million (sce Note 5 to the Progress Energy Consolidated Interim Financial Statements). In
addition, the equity component of the allowance for'funds used during construction increased $3 ‘million as'a™’
result of the Hines Unit 3 & Unit 4 construction projects. These favorable items ‘were offset partially by, the o
FERC Code of Conduct audit settlement that required $3 million to be e refunded to customers (see discussion i m
Note 12 to the Progress Energy Consohdated Intenm Financial Statements). «::t TR IR O A
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Interest charges, net S ) ' .:_'._-_..._..-:"-":._‘--_._..-._ —_— .

Total interest charges, net increased $4; mtllton to S32 million for the three months ended June 30, 2005 ‘as”
compared to $28 million for the three months ended June 30, 2004 This i mcrease is due pnmanly 10 addmonal- ‘-
commercial paper and internal money pool borrowmgs related to urirecovered storm costs. -t
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GAAP requtres compames to apply a levelized effectlve tax rate fo intérim penods that is consnstent w1th the *
estrmated annual effective tax rate; ‘Incdme tax’ expense was  increased by 38 mrlhon for the three rionths ended -
Juné 30,2005, in order to maintain‘an effective t tax rate consistent with' the ‘estimated annual'rate. Fluctuations ~
in estxmated annual- eammgs and the trmmg of various permanent -and ‘temporary deductrons can ‘also’ cause'j -
swings in the ¢ffective'tax rate for mtenm penods ‘Therefore; ‘this adJustment will vary ‘eath quarter ‘but will -~
have no effect on net income for the year.” The remammg fluctuation in income tax expense is attributable to” **

reduced earnings compared to prior period.

Six months ended June 30, 2005 as compared to six months ended June 30, 2004 wor L e
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(in millions of S) Six Months Ended June 30,
Customer Class 2005 Change % Change 2004
Residential $ 861 s 37 4.5 S 824
Commercial : 428 33 84 395
Industrial . 134 6 4.7 128
Governmental 110 . 11 1.1 99
Retail revenue sharing - 7 - (0]
Total retail revenues 1,533 94 6.5 1,439
Wholesale 142 22 18.3 120
Unbilled 13 5) - 18
Miscellancous 68 1 1.5 67
Total clectric revenues $ 1,756 S 112 6.8 $1,644
Less:
Pass-through revenues (1,028) (103) (11.1) (925)
Revenues excluding pass- :
through revenues $ 728 $ 9 1.3 S 719

PEF’s clectric energy sales for the six months ended June 30, 2005 and 2004, and the amount and percentage
change by customer class are as follows:

(in millions of kWh) ’ Six Months Ended June 30,
Customer Class - 2005 Change % Change 2004
Residential . + 8,688 . (109) (1.2) 8,797
Commercial . 5459 . - . 28 0.5 5,431
Industrial 1,981 (93) (4.5) 2,074
Govemmental 1,471 48 34 1,423
Total retail cnergy sales 17,599 (126) 0.7) 17,725
Wholesale 2,655 240 9.9 2,415
Unbilled 325 (330) - 655
Total kWh sales 20,579 (216) (1.0) 20,795

PEF’s revenues, excluding recoverable fuel and other pass-through revenues of $1.028 billion and $925 million
for the six months ended June 30, 2005 and 2004, respectively, increased $9 million. The increase in revenues
is due to favorable retail customer growth, increased wholesale revenues and the favorable provision for rate
refund of $12 million, $11 million and $7 million, respectively. Wholesale revenue improvement is attributable
primarily to new contracts entered into subsequent to May 2004. These increases were partially offset by lower
average usage per retail customer of S12 million and the impact of milder weather in the current year of $7
million with heating degree days 18% below the prior year. In addition, weaker industrial sales reduced
revenues $2 million. '

Expenses '
Fuel and Purchased Power

Fuel and purchased power costs represent the costs of generation, which include fucl purchases for generation,
as well as energy purchased in the market to meet customer load. Fuel and purchased power expenses are
recovered primarily through cost recovery clauses, and, as such changes in these expenses do not have a
material impact on eamnings. 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.

Fuel and purchased power ex'penses were S890 million for'tﬁ'e six months ended June 30, 2005, which
represents an $S85 million increase compared to prior year. This increase is due to increases in fuel used in
electric generation and purchased power expenses of $70 million and S15 million, respectively. Higher system

requirements and increased fuel costs in the current year account for $52 million of the increase in fuel used in -
clectric generation. The remaining increase was due to an increase in deferred fuel expense as recovery of fuel .

expenses in the current year was greater than in the prior year. In December 2004, the FPSC approved PEF’s

request for a cost recovery adjustment in its annual filing due to the rising cost of fucl. Fuel recovery rates

increased effective January 1, 2005. The increase in purchased power expense was primarily due to higher
prices of purchases in the current year as a result of increased fuel costs.
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Onerations and Maintenance (O&M)

O&M expenses were $477 million for the six months ended June 30 2005 whrch represents an increase of ..
$165 million, when compared fo the $312 million incurred during - ‘the six “months ended June 30,:2004. -
Postretirement and severance costs associated with the cost management inifiative incrcased O&M costs by
$107 million during 2005. In addition, PEF wrote-off $17 million of unrecoverable storm costs associated with
the 2004 hurricanes (see Note 5 to the Progress Energy Consolidated Interim Financial Statements). O&M !
expense also increased $17 million related to the change in accounting estimates for certain Energy Dehvery
capital costs. See discussion of change in Energy Delivery capitalization practice in Note 8F of the Progress
Energy ‘annual report on Form 10-K for the year ended December 31, 2004. O&M expense increased -$11 .
million due to higher environmental cost recovery expenses (primarily -emission  allowances).: -The ™
environmental cost recovery expenses are pass-through expense and have no impact on earnings. The :
remaining increase in O&M expense is attnbutable to an $8 mllhon workers compensatron beneﬁt adjustmcnt
recorded in 2005 as a result of an actuanal study o K

Other income,_net

Other i mcome ‘net has mcrcased $28 mrlhon for the six months ended June 30 2005 as compared to the pnor
year. This increase was due primarily to the pre-tax gain recognized on the sale of the Winter Park distribution
system of $25 million (see Note 5 to the Progress Energy Consolidated Interim Financial Statcments) In’,
addition, the equity component of the allowance for funds used during construction mcreas_ed $5 million asa,
result of the Hines Unit 3 & Unit 4 construction projects. “These favorable items were offset partially by the "
FERC Code of Conduct audit settlement that required $3 million to be refundéd to customers (see discussion i in-

Note 12 to the Progress Energy Consohdated lntenm Financial Statements) s ‘ o
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Interest charges, net
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Total interest charges, net increased $6 mrlhon to $64 million, for the six months ended June -30; 2005 as-
compared to $58 million for the six months ended June 30, 2004; This increaseis due primarily to additional ~
commerclal paper : and mtema] money pool borrowmgs related to, unrecovered storm costs
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lncome tax exnense
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GAAP requrres compames to apply a levehzed effecttve tax rate to mtenm penods that i 1s consrstent wrth the
estlmated annual effecttve tax rate. Income tax expense was mcreased by S8 million for the’ six months ended
June 30 2005, in order to mamtam an effectwe tax rate consrstent with the, esttmated annual fate. Fluctuatrons .
in estimatéd annual earnings and the timing of various permanent and’ temporary deductions can also cause’
swings in the effective tax rate for interim periods. Therefore, this adjustment will vary each quarter, but will'”
have no effect on net income for the year. The remammg ﬂuctuatron in income tax expense is attnbutable to .
reduced eammgs compared to pnor year T : : ’

DIVERSIFIED BUSINESSES . S TR e e

The Company s drversrﬁed busmesscs consrst of the Fuels segment the CCO segment and the Synthetrc Fuels
segment These busmesses are explamed in more detall below S o
'FUELS -V 5- 1 . * .'-" ‘ :— .' E-" - ..:.'-0~':- ! ”'q .jv.- '.A’.j/v .I..’ ." ‘e ; ': '.. ’ s - B ‘ '.l
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The Fuels segment operations include natural gas productron coal extraction and terminal operatrons The )
followmg summanzes Fuels segment proﬁts for the three and six months ended June 30 2005 and 2004 o

v e .

R I N S ‘1. : ThrceMonths EndedJune30 S|x MonthsEndedJune30 AR
(inmillions) « -~ - 7w e o0t e T 20080 T T 2004 - 2005 2004 i e
Gasproductron ST e g s G 12 e e § 24 e -85 T e
Coal fuel andotheroperatrons P L TP i ~'5 " C Ay e B2

SegmentProﬁts -t o RS 3 ¥ I $ 17 - - 8$23- . - $ 27
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Natural Gas Opecrations

Natural gas operations generated profits of S12 million for both of the three months ended June 30, 2005 and
2004, and $24 million and $25 million for the six months ended June 30, 2005 and 2004, respectively.' The
decrcase in gas eamings compared to prior year is attributable to reduced production as a result of thé 'sile of
gas assets in 2004 offset partially by higher natural gas prices. In addition, results for the six months ended June
30, 2005 were negatively impacted by a reduction in capitalized interest of $3 million pre-tax. In December
2004, the Company sold certain gas-producing properties and related assets owned by Winchester Production
Company, Ltd., a subsidiary of Progress Fuels (North Texas gas operations). The following summarizes the gas
production, revenues and gross margins for the three and six momhs ended June 30, 2005 and 2004 by
production facility:

Three Months Ended June 30,  “Six Months Ended June 30,

2005 2004 - 2005 2004
Production in Bef equivalent R
East Texas/LA gas opcrations 6.0 4.9 11.4 9.0
North Texas gas operations - 2.7 - 53
Total Production 6.0 7.6 11.4 14.3
Revenues in millions ‘
East Texas/LA gas operations ) $39 ) s $ 72 S 48
North Texas gds operations o - 13 - 27
Total Revenues v S 39 $ 40 $ 72 $75
Gross Margin
in millions of $ s$30 $33 $ 58 $ 60

As a % of revenues 77% 83% 81% 80%

Coal Fuel and Other Operations

Coal fuel and other operations earnings were essentially break even for the three months ended June 30, 2005
compared to segment profits of S5 million for the three months ended June 30, 2004.  The decrease in
eamings compared to the prior period is due to higher coal mining costs (due to rising prices of fuel and steel)

and reduced sales volumes due to the expiration of several contracts in the current year. In addition, results .

were unfavorably impacted by postretirement and severance costs of $4 million pre-tax recorded during 2005
related to the cost management initiative. :

Coal fuel and other operations generated segment losses of $1 million for the six months ended June 30, 2005
compared to segment profit of $2 million for the six months ended June 30, 2004. The decrease in earnings of
33 million is due primarily to higher coal mining costs of $11 million pre-tax (due to rising prices of fuel and

steel) , a workers compensation accrual adjustment booked during the first quarter of 2005 of $5 million pre-tax - -

and postretirement and severance costs of $6 million pre-tax‘as a part of the cost management initiative. This
unfavorability was partially offset by increased revenues as a result of higher coal prices.

The Company is exploring strategic alternatives regarding the Fuels' coal mining business, which could include
divesting these assets. As of June 30, 2005, the carrying value of long-lived assets of the coal mining business
was $69 million. The Company cannot currently predict the outcome of this matter.

COMPETITIVE COMMERCIAL OPERATIONS

CCO's operations generated segment losses of $3 million for the three months ended June 30, 2005 comparcd
to segment profit of S5 million in the pnor year. The decrease in earnings compared to prior year is due
primarily to a reduction in gross margin of $13 million pre-tax ($8 million after-tax) offsct partially by
favorable interest expense. Contract margins are unfavorable compared to prior year due to the expiration of
certain tolling agreements and lower at-market sales. This margin unfavorability was partially offset by
increased eamings from new full-requirements contracts and increased load on an existing contract. ~ In
addition, interest expense decreased $3 million pre-tax ($2 million after-tax) compared to the prior period due
to the termination of CCO’s Genco financing arrangement in December 2004.
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CCO’s operations generated segment losses of $9 million for the six months ended June 30, 2005 compared to
segment losses of $3 million in the prior period. The increase in losses compared to prior year is due primarily
to a reduction .in gross margin-of $15 million pre-tax (89, million after-tax) offset partially by, favorable
deprecratron and amortization expense and interest expense. Contract .margins are unfavorable compared to
prior year due to the expiration of certain tolling agrecements and lower at-marlfet sales. This unfavorability was
partially offset by.increased eammgs from new, full-requtrements contracts and mcreased load on an exrstmg
contract. In addition, .results in the current . year included ,$2 mrlhon pre-tax . ($l mrlhon -afterstax) -in ;
postretirement .and severance costs associated ; with the, cost management initiative. Deprecratron and .
amortization expenses decreased $4 million pre-tax (52 mrlhon after-tax) as a result of the expiration of certam ,
acquired contracts that were subject to amortization. Interest expense decreased $5 million pre-tax ($2 million"
after-tax) due to the termination of the Genco fi inancing arrangement in December 2004.

-.. Three'months ended June 30, ~ Six months ended June 30,

(nmillions) .~ 2005 - . 2004 2005 . 2004 = "
Total revenues - $18 - - § 72 ©$:222 ¢ ., 8105 oo
Grossmargin A i e ‘- . e 2 TR VR S PR B
Inmillionsof - .. _ .. $ 29 S 42 _ S B0 S 65 . i
Asa%ofrevenues . . =i . 18% - - 58%. .. - .23% . . 62% A R T
Segment losses $ (3) S 5 $ (9) (3)

Jdoo. ’.4.

The' Company has contracts for its planned production capacrty, which includes callable resources “from’ the ‘
cooperatives, of approximately 77% for 2005, -approximately 81% for 2006 and approxrmately 75% for2007.
The Company continues to seck opportunities to optimize its nonregulated generatron portfolio.™ ==~ 7oy

SYNTHETIC FUEL g - . : L i
1 : 3 Y oL
The synthetic fuel operations generated segment profits of $23 million and $36 million for the three'months
ended June 30, 2005 and 2004, and $22 million and $72 million for the six months-ended June 30, 2005 and : :
2004, respectively. The production and sale of coal-based solid synthetic fuel generate operating losses, but
qualify for tax credits under Section 29 of the Code, which typically more than offset the effect of such 1osses
See Note 14 to the Progress Energy Consohdated Intenm Financial Statements. " ... © = - - 0 e

G oo L N VR r*-w:":.... "'.) e
The operatrons resulted in the followmg for the three and six months ended June 30 2005 and 2004 s
. e T Ke NN . . LT PO R R AN RN ""'41‘.5".‘-»'
: S Three Months Ended June 30, er Months Ended June 30, 5. 0
~ (in millions) - C 2005 ; 2004 2005 2004
Tonssold ... ;. .., .~ .. v et 23 L e o 83 e s ST b
R LU U LS T RN EEN (R A L TR B N L MO ER) L
Operatmg losses, excludmgtaxcredlts T . $,,(39) . $ (35) - 1 () IEEEPRN S(77) FPETEE
Tax credits generated,net - ' . - ] 62 - - 99 C 0149, .
Segment proﬁ $ ?3 S 36 s 22 . 8 72 l

Synthetrc fuels cammgs for the three months ‘ended June’ 30 2005 as compared to the pnor penod were
negatively 1mpacted by lower sales and higher productlon costs. The decrease in sales is due prrmartly toan .
mtemal change in the quarterly productron schedule in 2005 compared to 2004 LT

Synthetrc fuels’ eammgs for the ‘six months ended June 30 2005 as compared o the prxor penod were

negatrvely 1mpacted by lower sales and the forfeiture of tax credtts as a result of the sale of Progress Rail. The .

decrease in sales year over year is primarily attributable to an internal change in the quarterly productron _ "
schedule in 2005, compared to- 2004 The sale of Progress Rail resulted i in a caprtal loss for tax purposes, .
therefore SI7 mi hon of prevrously recorded tax credxts were forferted durmg the current year. Sec Note 1410 o
the Progress Energy Consohdated Intenm Fmancral Statements for further drscussron v e c
In response to the hrstoncally hlgh orl pnces to date in 2005 the Company adJusted its planned productron .
schedule ‘for 1ts ‘synthétic ‘fuel plant by shrftmg some of its productton planned for Apnl and May 2005 to the -
second half. of 2005 If oil pqces risc and stay at levels high enough to.cause a phase out of tax credits, the ~
Company may reduce planned productron or suspend productlon at some or all of its synthetlc fuel facllmes )
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CORPORATE & OTHER

Corporate & Other consists of the operations of Progress Energy Holding Company (the holding company),
Progress Energy Secrvice Company and other consolidating and non-operating entities. Corporate & Other also
includes other nonregulated business areas including the telecommunications operations of Progress Telecom,
LLC. (PT LLC) and the opcrations of Stratcgic Resource Solutions (SRS). PT LLC operations provide
broadband capacity services, dark fiber and wireless services in Florida and the castern United States. SRS was
engaged in providing energy services to industrial, commercial and institutional customers to help manage
energy costs primarily in the southeastern United States. During 2004, SRS sold its subsidiary, Progress Energy
Solutions (PES). With the disposition of PES, the Company exited this business area.

Other nonregulated business arcas

Other nonregulated businesses contributed segment losses of $2 million for the three months ended June 30,
2005 compared to segment losses of $31 million for the three months ended June 30, 2004. This favorability is
due primarily to a reduction in losses at SRS. During the second quarter of 2004 SRS recorded the litigation
settlement reached with the San Francisco United School District related to civil procecedings. . In June 2004,
SRS reached a settlement with the District which settled all outstanding claims for approximately $43 million
pre-tax ($29 million after-tax).

Other nonregulated businesses contributed segment losses of $2 million for the six months ended June 30, 2005
compared to segment losses of $35 millios: for the six months ended June 30, 2004, This favorability is due
primarily to the reduction of losses at SRS as discussed above.

Corporate Services

Corporate Services (Corporate) includes the operations of the Holding Company, the Service Company and
consolidation entities, as summarized below:

Three Months Ended June 30, Six Months Ended June -

30,

Income (expense) in millions 2005 2004 2005 2004
Other interest expense : S (72) S (67) S (143) - $(140)
Contingent value obligations - ) - (13)
Tax levelization (49) ) (52) “43)
Tax reallocation ) ) (19) (18)
Other income taxes 32 28 62 59
Other ) 4) (8) (7)

Segment profit (loss) S (102) S (62) $ (160) $(162)

Other interest expense increased S5 million compared to $67 million for the three months ended June 30, 2004
and increased $3 million compared to $140 million for the six months ended June 30, 2004. Interest expense
increased during the current periods due to increased rates on commercial paper borrowings, interest rate swaps
and additional expenses incurred related to draw downs on revolving credit agreements.

Progress Energy issued 98.6 million contingent value obligations (CVOs) in connection with the 2000 FPC
acquisition. Each CVO represents the right to receive contingent payments based on the performance of four
synthetic fuel facilitics owned by Progress Energy. The payments, if any, are based on the net after-tax cash
flows the facilities generate. At June 30, 2005 and 2004, the CVOs had fair market values of approximately $13

million and $36 million, respectively. Progress Encrgy recorded unrealized losses of $0.5 million and $5.

million for the three months ended June 30, 2005 and 2004, respectively, to record the changes in fair value of
the CVOs, which had average unit prices of $0.14 and $0.36 at June 30, 2005 and 2004, respectively. Progress
Energy recorded an unrealized loss of $13 million for the six months ended June 30, 2004. The CVO values at
June 30, 2005 were unchanged from the December 31, 2004 values, thus requiring no recognition of unrealized
gain or loss for the six months ended June 30, 2005. :
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GAAP requires companies to apply a levelized effective tax rate to interim periods that is consistent with the
estimated annual effective tax rate..Income tax expense was increased by ,$49 million and $5 million for the
three months ended June 30, 2005 and 2004, and $52 million and $43 million for the six months ended June 30,
2005 and 2004, respectively, in order to maintain an effective tax rate consistent with the estimated annual rate.
The .tax-.crédits associated with the Company’s synthetic fuel- operations primarily .drive the required
levelization amount. Fluctuations in estimated annual eamings and tax credits can also cause large swings in the
effective tax rate for interim periods. Therefore ‘this adjustment will vary each quarter but will have no effect .
onnetmeomefortheyear A B Y IEUAE AN SL NN LS . S
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DlSCONTINUED OPERATIONS A R

On March 24, 2005, the Company completed the sale of Progress Rail to One Equity Partners LLC, a private .
equity : firm unit ‘of J.P. Morgan ‘Chase & Co. Gross cash proceeds from the sale are estimated to be
approximately .S430 million, consisting of.$405 million base proceeds plus an estimated working capital
adjustment. Proceeds from the sale were used to reduce debt. The accompanying consolidated interim financial . -
statements have been restated for all periods presented for the discontinued operations of Progress Rail. See
Notes 3 and 14B to the Progress Energy Consolidated Interim Financial Statements for addmonal drscussxon

Rail discontmued operations resulted in losses of §7 mllllOl’l for the three months ended June 30 2005
compared to profits of $7 million for the three months ended June, 2004. Eamings for 2005 include an
adjustment of $7 million to the estimated after-tax loss on the sale related to working capital adjustments and «
other revisions of operating estimates. Results for 2004 include three months of operations. Results for the three . .,
months ended June 30, 2005 do not include any income oriloss from operations asthe sale closed in the first. «,
quarter.- See discontinued eamings summary mcluded at Note 3 to the Progress Energy Consolidated Interim -
Financial Statements : S L . . e
Rail discontinued operations resulted in losses of $19 million for the six months ended June 30, 2005 compared . .i
to profits of $16 million for the six months ended June 30, 2004. Earnings for 2005 include an estimated after-
tax loss on the sale of $24 million. Results for 2004 included six months of eammgs activxty compared to only
threemonthsm2005 can LT e R ey Al v : ;
NCNG discontmued operations contnbuted S1. million of net income for the three and six months ended June .
30, 2004. The sale of NCNG to Piedmont Natural Gas Company closed in 2003; however, during the three and -
six months ended June 30, 2004, the Company recorded an additional gain of $1 ‘million after ‘tax related to
deferred taxes on the loss from the sale o TN , S

A . : T T R T
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Progress Energy isa registered holding .company and, as’ such, has no operations ‘of its own! ‘ The Company’s

primary cash needs-at the holding company level are ‘its common ‘stock dividend and interest expense and »

principal payments on its $4.3 billion of senior unsecured debt. The ability to meet these needs is dependent on

its access to the capital markets, the earnings and cash flows of its two electric utilities and nonregulated

subsidiaries, and the ablhty of those subsididties to pay dwxdends or repay funds to Progress Energy VLR
3ot " O NI A S AR T 1O Y NN .y T U : o :

Cash Flows from Oneranons maegd
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Net cash provided by opeiatmg activmes decreased $322 million foethe six months ended June 30 2005, when
compared to the correspondmg period in the prior year.The decrease in operatmg cash flow was due pnmanly
to a $313 million increase in workmg capital requirements. The ifcrease in working capital requirements was
primarily driven by $90 million in synthetic fuel royalty payments (sce Note' 14D), a $71 million difference in-
PEC’s coal 1nventory fluctuations, $73 :million due to timing' of tax payments at PEF, and a 832 rmlhon
reduction in tax liabilities related to the - loss on dlsposal of Rail/ See Note 3 to thc Progress Energy

Consolidated Intenm Fmancral Statements
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Investing Activitics

Net cash used in investing activities decreased by $55 million for the six months ended June 30, 2005, when
compared to the corresponding period in the prior year. The decrease is due primarily to S405 million -in
proceeds from the sale of Progress Rail in March 2005, compared to $94 million in proceeds from thé sale of
assets during the six months ended June 30, 2004. Sce Note 3 to the Progress Encrgy Consolidated Interim
Financial Statements. This was partially offset by $160 million of lower net proceeds from short-term
investmeats, $S86 million in additional capital expenditures for utility property and nuclear fuel additions, and
the purchase of natural gas assets for $46 million at Progress Fuels in May 2005. Sce Note 4 to the Progress
Energy Consolidated Interim Financial Statements.

Financing Activities

Net cash used in financing activities was $166 million for the six months ended June 30, 2005, compared to
$520 million for the six months ended Junc 30, 2004, or a net decrease of $354 million. The change in cash
used in financing activities was due primarily to the March 1, 2004 maturity of $500 million 6.55% senior
unsecured notes. These notes were paid with cash and commercial paper capacxty which was crcated from the
sale of assets during 2003.

In January 2005, the Company used proceeds from the issuance of commercial paper to pay off $260 million of -

revolving credit agreement (RCA) loans, which included $90 million at PEC and $170 million at PEF.

On January 31, 2005, Progress Energy, Inc. entered into a new $600 million RCA, which was to expire on
December 30, 2005. This facility was added to provide additional liquidity, to the extent necessary, during 2005
due in part to the uncertainty'of the timing of storm restoration cost recovery from the hurricanes in Florida

during 2004. On February 4, 2005, $3C0 million was drawn under the new facility to reduce commercial paper -

and pay off the remaining amount of loans outstanding under other RCA facilities, which consisted of $160
million at Progress Energy and $55 million at PEF. As discussed below, the maximum size of this RCA was
reduced to $300 million on March 22, 2005 and subsequently terminated on May 16, 2005.

On March 22, 2005, PEC issued $300 million of First Mortgage Bonds, 5.15% Series due 2015, and $200

million of First Mortgage Bonds, 5.70% Series due 2035. The net proceeds from the sale of the bonds were

used to pay at maturity $300 million of PEC’s 7.50% Senior Notes on April 1, 2005 and reduce the outstanding -

balance of PEC’s commercial paper. Pursuant to the terms of the Progress Energy $600 million RCA,
commitments were reduced to $300 million, effective March 22, 2005.

In March 2005, Progress Energy, Inc.’s $1.1 billion five-year credit facility was amended to increase the
maximum total debt to total capital ratio from 65% to 68% due to the potential impacts of a proposed
interpretation of SFAS No. 109 regarding accounting rules for uncertain tax positions (See Note 2).

On March 28, 2005, PEF entered into a new $450 million five-year RCA with a syndication of financial
institutions. The RCA will be used to provide liquidity support for PEF’s issuances of commercial paper and
other short-term obligations. The RCA will expire on March 28, 2010. The new $450 million-RCA replaced

PEF’s $200 million three-ycar RCA and $200 million 364-day RCA, which were cach terminated effective -

March 28, 2005. Fees and interest rates under the $450 million RCA are to be determined based upon the credit
rating of PEF’s long-term unsccured senior non-credit enhanced debt, currently rated as A3 by Moody’s
Investor Services (Moody’s) and BBB by Standard and Poor’s (S&P). The RCA includes’a defined maximum
total debt to capital ratio of 65%. The RCA also contains various cross-default and other acceleration
provisions, including a cross-default provision for defaults of indebtedness in excess of $35 million. The RCA
does not include a material adverse change representation for borrowings or a financial covenant for interest
coverage, which had been provisions in the terminated agreements.

On March 28, 2005, PEC cntered into a new S450 million five-year RCA with a syndication of financial
institutions. The RCA will be used to provide liquidity support for PEC’s issuances of commercial paper and
other short-term obligations. The RCA will expire on June 28, 2010. The new $450 million RCA replaced
PEC’s $285 million three-ycar RCA and S$165 million 364-day RCA, which were each terminated effective
March 28, 2005. Fees and interest rates under the $450 million RCA are to be determined based upca the credit
rating of PEC’s long-term unsecured senior non-credit enhanced debt, currently rated as Baal by Moody’s and
BBB by S&P. The RCA includes a defined maximum total debt to capital ratio of 65%. The RCA also contains
various cross-default and other acceleration provisions, including a cross-default provision for defaults of

68

i



“

indebtedness in excess of $35 million. The RCA does not include a material adverse change representation for
borrowmgs which had been a provnslon in the terminated agreements. o

aL . ..«.

In May 2005 Progress Energy,. lnc used proceeds from the xssuance of ' commercral paper to pay off. $300
million of its S600 mllltonRCA - - . e 4, e ': Sy R

On May ]6 2005 PEF Jssued $300 million. of First Mortgage Bonds 4 50% Senes due 2010 The net
proceeds from -the sale of the .bonds were used to reduce the. outstandmg balance of commercral Jpaper. .
Pursuant to the terms of the Progress Energy $600 million RCA commitments were completely reduced and..
theRCAwastermmated effecnveMaylG 2005 ( . .,,',g., .o T s N s Ty e

[

On July l 2005 PEF patd at matunty $45 mtlhon of its 6 12% Medlum-Term Notes Senes B thh short-term b
debt proceeds e s o

>

,t..t .

,,,,, ‘u

On July 28 2005 PEC ﬁled a shelf regtstratlon statement thh the SEC to provnde an addmonal $1 0 bllhon of .
capacity. in addition to the $400,million. remammg on PEC’s current shelf registration statement. The shelf. |
registration statement will allow PEC to issue various securities, mcludmg First Mortgage Bonds Senior Notes
Debt Secuntxes and Preferred Stock. S : N T A,'._A-t.‘ LV :i
On July 28 2005 PEF filed a shelf regxstratxon statement wrth the SEC to provrde an addxnonal Si. 0 bxllxon of
capacity in addition to the $450 million remammg on PEF’s_current shelf registration .statement. The shclf
registration ‘statement will -allow PEF to issue various securities, mcludmg First Mortgage Bonds, ‘Debt
SecuntxesandPreferredStock. N P O ACHNE PR THET 1Y S JPR T BRI TP NP A S SR S
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For the six months ended June 30,:2005 the Company issued approxxmately 4.0 million shares representmg
approximately $171 million in proceeds from its Investor Plus Stock Purchase:Plan and its employec benefit.
and stock option plans, net of purchases of restricted shares For the year 2003, the Company expects to reahze “

approximately $200 million aggregate amount from the sale of stock through these plans. ., 1 ooelne o
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Future Liquidity and Capital Resources e T .
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As of June. 30 2005 there were no matenal changes in the Company s “Capttal Expendltures . “Other Cash
Needs,” “‘Credit Facilities,” or “Credit Rating Matters” as compared to those discussed under in Item 7 of th_e

Form 10-K, other than *Environmental Matters” and as described below and under “Fmancmg Actlvmes el ;:'

: poet et e t

As of June 30 2005 the current portlon of long-tenn debt was $848 'r.mlholn which the Company expects to
fund :from -proceeds. from .the sale-of Progress Rail, issuances of new long-term debt, commerctal paper n
borrowmgs and/or 1ssuanceofnewequntysecunnes T S UL T O P S P SAFTSN S

-
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The amount and tlmmg of future sales of company securities will depend on market conditions, operatmg cash .
flow, :asset sales. and the specific needs of the Company The Company. may from time to time sell securities
beyond the amount needed to meet capital requirements in order to allow for the early redemption of long-term .
debt, the . redemption; of. preferred stock, the: reduction sof, short-term debt or for other general corporate
PUTPOSCS T AL N S T AU WIS L PH TN ST AL ‘.:.‘ B R Y . ;,:".‘
RS IR P, T PR o ,;,,.h‘\_'-':'..u l""r'b - N s
On Apnl 29 2005, PEF made _its initial filing .with-the FPSC seekmg annual base revenue mcrease of 5206 ,'
million. See Note 4, to the Progress.Energy. Consohdated Interim Financial ,Statements. Hearings for this.. ;
proceeding are expected to occur during the third quaner of 2005, A final ruhng from the FPSC is expected in .
December2005 with new rates in effect January 2006. e ey o Ll I RAPTItr
' N S T TS e, g :
On June 21 2005 the FPSC ruled that PEF-will:recover $232 million. of storm costs over a two-year penod
PEF’s initial petmon was for $252 million. The final order was received on July 14, 2005. : v
R A G AP IS TRV VPR S S A B e U { SV TR CA N RIS R (R
On June 1, 2005 Florida Govemor Jeb Bush signed into law. a blll that would allow utilities to petmon the
FPSC to use securitized bonds to recover storm related costs. PEF intends to ask the FPSC for approval to issue ., :
securitized debt. This arrangement would bensfit the Company by providing immediate cash recovery of the -
hurricane costs and would benefit_the customer by provrdmg a longer recovery period, which will reduce the ;.
price 1mpaet on.monthly bills. Assummg FPSC approval PEF expects the process to take six to nine months to
complete Ceo o DootES e T e e e e e L e, e o

B A T PR (L R S P S S TV S SO B Sl e . B . o



OFF-BALANCE SHEET ARRANGEMENTS AND CONTRACTUAL OBLIGATIONS

The Company’s off-balance sheet arrangements and contractual obligations are described below.
Guarantees

As a part of normal business, Progress Energy and certain wholly owned subsidiaries enter into various
agreements providing future financial or performance assurances to third parties that are outside the scope of
Financial Accounting Standards Board (FASB) Interpretation No. 45, “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others™ (FIN No. 45). These
agreements are cntered into primarily to support or enhance the creditworthiness otherwise attributed to
Progress Energy and subsidiaries on a stand-alone basis, thereby facilitating the extension of sufficient credit to
accomplish the subsidiaries’ intended commercial purposes. The Company’s guarantees include performance
obligations under power supply agreements, tolling agreements, transmission agreements, gas agreements, fuel
procurement agreements and trading operations. The Company’s guarantees also include standby letters of
credit, surety bonds and guarantees in support of nuclear decommissioning. As of June 30, 2005, the Company
had issued $1.3 billion of guarantees for future financial or performance assurance. The Company does not
believe conditions are likely for significant performance under the guarantees of performance issued by or on
behalf of affiliates.

The majority of contracts supported by the guarantees contain provisions that trigger guarantee obligations
based on downgrade events to below investment grade (below BBB- or Baa3), ratings triggers, monthly netting
of exposure and/or payments and offset provisions in the event of a default. As of June 30, 2005, no guarantee
obligations had been triggered. If the guarantee obligations were triggered, the maximum amount of liquidity
requirements to support ongoing operations within a 90-day period, associated with guarantees for the
Company’s nonregulated portfolio and power supply agreements was $437 million. The Company believes that
it would be able to meet this obligation with cash or letters of credit.

As of June 30, 2005, the Company has issued guarantees and indemnifications of certain legal, tax and
environmental matters to third parties in connection with sales of businesses and for timely payment of
obligations in support of its non-wholly owned synthetic fuel operations. Related to the sales of businesses, the
notice period extends until 2012 for the majority of matters provided for in the indemnification provistons. For
matters for which the Company has received timely notice, the Company’s indemnity obligations may extend
beyond the notice period. Certain environmental indemnifications related to the sale of synthetic fuel operations
have no limitations as to time or maximum potential future payments. Other guarantees and indemnifications
have an estimated maximum exposure of approximately $152 million. As of June 30, 2005, the Company has
recorded liabilitics related to guarantees and indemnifications to third-parties of $27 million. Management does
not believe conditions are likely for significant performance under these agreements in excess of the recorded
liabilities.

Market Risk and Derivatives

Under its risk management policy, the Company may use a variety of instruments, including swaps, options and
forward contracts, to manage exposure to fluctuations in commodity prices and interest rates. Sce Note 9 to the
Progress Encrgy Consolidated Interim Financial Statements and Item 3, “Quantitative and Qualitative
Disclosures about Market Risk,” for a discussion of market risk and derivatives. :

Contractual Obligations

As part of Progress Energy’s ordinary course of business, it enters into various long and short term contracts for

fuel requirements at its generating plants. Through June 30, 2005, contracts procured through PEC have .

increased the Company's aggregate. purchase obligations for fuel and purchased power by approximately S709
million as compared to the amount stated in the Company’s Form 10-K for the year ended December 31, 2004.

The increase primarily covers the period ranging from 2005 through 2009. A majority of the contracts related to - .

the increase in purchase obligations for fuel and purchased power are for futurc cml purchases pnmanly with
fixed prices. : . o ,
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OTHER MATTERS e Wi

B

S}gntlretic Fuels Tax Credits - - - -

The Company has substantial operatrons assocrated with the productron of coal—based solid synthetic fuels. The
production and sale of these products ‘qualifies for federal income tax credits 5o long as certain requuements are -
satisfied. These operations are subject tonumerous risks. -+ c. . cr- oo e L s 0 T s F T
Although the Company beheves that it operates its synthetrc fuel facrlmes in compltance with appltcable legal
requirements for claiming the credits, its four Earthco facilities are under audit by the IRS. IRS field auditors -
have taken an adverse position with respect to the Company’s compliance with one of these legal requirements; .
and if the Company fails to prevail with respect to this position, it could incur significant liability and/or.lose
the ability to claim the benefit of tax credits carried forward or generated in the future. Similarly, in July 2005 .
the Financial . Accounting Standards :Board issued- proposed new accounting rules that would require .that
uncertain tax benefits (such as those:associated with the Earthco plants) be probable of being sustained in order ::
to be recorded on the finarnicial statements; if adopted as currently drafted, this provision could have an adverse. -
financial - -impact on the Company + See Note 2 to the Progress Energy Consohdated Interim Fmancral
Statements.. «. - . - L S R A LTS LR : ‘ - Y ;
o '
The Company’s ability to uttlrze tax credits is dependent on having sufficient tax liability. Any conditions that
reduce the Company’s tax liability,.such as weather,  could also diminish the Company’s ability to- utilize..;
credits, including those previously generated, and ithe .synthetic fuel.is generally not economical to producc .
absent the credits. Finally, the tax credits associated with synthette fuels may be phased out if. market prices for - .
crudeorlexceedcertampnces Coad ' T S UL TR IR B I N N ST
st Tt . Ry . |.‘:..:,~l g ’:,‘,.._V,,,( vt ,.| e et B e,
The Company’s synthetnc fuel operatrons and related risks are described in more detail m Note 14 to the
Progress Energy Consolidated Interim Financial Statements and -in-the Risk- Factors section of Progress .
Energy’s Annual Report on Form IO-K for the year ended December 31, 2004 whxch was ﬁled wrth the SEC
onMarch16 2005 LR .t coTEREDT Loyt e s s g
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On Apnl 29 2005, PEF submitted minimum f'tlmg requrrements based ona 2006 prOJCCth test year, to mmate
a base rate proceeding regarding its future base rates. In its filing, PEF has requested a $206 million annual -:
increase in base rates effective January 1, 2006. PEF’s request for an increase.in base rates reflects an increase , 4i
in operational costs with (i) the addition of Hines 2 generation facility into base rates rather ‘than the Fuel i
Clause as was permitted under the terms of existing Stipulation and Settlement Agreement (the Agreement), (it) >+
completion ‘of-the Hines .3 generation facility, (iii) the need, in light ‘of recent history, to replenish PEF’s:- -
depleted storm reserve on a going-forward basis by adjusting the annual accrual, (iv) the expected infrastructure: .
investment necessary to meet high customer expectations, coupled with the demands placed on PEF’s system
due to strong customer growth, (v) significant additional costs including -increased deprecratron and. fossil
drsmantlement expenses and (vr) general inflationary pressures. - RIS

.‘.',. 4 .:.,"'n;'n. "l‘ "‘ KRR ’ .-"«a-
Heanngs on the base rate proceedmg are scheduled from September 7 through September 16 2005 and a final
decision is expected by the end of 2005. Although the Company cannot predict the outcome of this matter, an .
adverse outcome could negattvely rmpact the Company s: and PEF’s ﬁnancral condmon and results of
operations. ' L -
PEF Storm Cost Filing . SRR
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On July: 14, 2005, the Florida Publtc Service Commission (FPSC)- rssued an order authonzmg PEF to recover
$232 million, including interest, of the costs it incurred and previously deferred related to PEF’s restoration of -
power: associated -with the -four -hurricanes ‘in :2004. The-ruling will allow PEF-to include a ch'argexof.é".
approximately $3.27 on the average residential monthly customer bill beginning August 1, 2005.- The ruling by, :
the FPSC :approved . the ‘majority of .the. Company’s Tequest with two.exceptions: the reclassification of S8 .
million from O&M to utility plant and reclassification of $17 million as normal O&M expense. As a result of., ..
these adjustments, approximately $17 mtlhon was charged to O&M expense in June 2005 representmg the
retarl pomon of these adjustments T A : . Sl r : '
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The amount included in the original petition requesting recovery of $252 million in November 2004:was an
estimate, as actual total costs were not known at that time. The Company currently estimates that it has
incurred an additional $18 million in costs over and above the amount requested in the petition. The difference
between the actual costs and the amount requested will be trued-up in September 2005, subject to FPSC
approval, and the impact will be included in customer bills beginning January 1, 2006.

On June 1, 2005, Florida Governor Jeb Bush signed into law a bill that would allow utilities to petition the
FPSC to use securitized bonds to recover storm related costs. PEF intends to ask the FPSC for approval to issue
securitized debt. This arrangement would benefit the Company by providing immediate cash recovery of the
hurricane costs and would benefit the customer by providing a longer recovery period, which will reduce the
price impact on monthly bills. Assuming FPSC approval, PEF expects the process to take six to nine months to
complete.

Energy Bill

On July 29, 2005, the U.S. Senate gave the final approval for comprehensive energy policy legislation. This
bill provides tax changes for the utility industry, incentives for emissions reductions, and federal insurance and
incentives to build new nuclear power plants. The U.S. House passed the measure on July 28, 2005, and
President Bush is expected to sign the legislation into law on or about August 8, 2005.

The bill contains key provisions affecting the clectric power industry, including provisions on nuclear security
and nuclear regulatory risk insurance, repeal of the Public Utility Holding Company Act (PUHCA), and
protection for native retail load customers of utilities that are not in regional transmission organizations. It gives
the Federal Energy Regulatory Commission (FERC) “backstop” transmission siting authority as well as
increased utility merger oversight. The bill also provides incentives and funding for clean coal technologies and
initiatives to voluntarily reduce greenhouse gases and redesignates the Section 29 tax credit as a general
business credit.

The Company is reviewing the new energy bill legislation and cannot currently predict what lmpact the
proposed law would have on its financial condition and results of operations.

Franchise Litigation

Two cities, Edgewood and Belleair, with a total of approximately 4,000 customers, have litigation pending

against PEF in two circuit courts in Florida. As discussed below, proceedings against PEF by a third city, the .

City of Winter Park, Florida, were concluded in the second quarter of 2005. As previously reported, the

lawsuits principally seek (1) a declaratory judgment that the cities have the right to purchase PEF’s electric

distribution system located within the municipal boundaries of the cities, (2) a declaratory judgment that the
value of the distribution system must be determined through arbitration, and (3) injunctive relief requiring PEF
to continue to collect from PEF’s customers, and remit to the cities, franchise fees during the pending litigation,

as long as PEF continues to occupy the cities’ rights-of-way to provide electric service, notwithstanding the - -

expiration of the franchise ordinances under which PEF had agreed to collect such fees. The circuit courts-in
those cases have entered orders requinng arbitration to establish the purchase price of PEF’s electric
distribution system within five citics. Two appellate courts have upheld those circuit court decisions and
authorized the cities to determine the value of PEF’s clectric distribution system within those cities, which
orders have been upheld by the appellate courts, »

Arbitration in the case by the City of Winter Park (the City) was completed in February 2003. That arbitration
panel issued an award in May 2003 sctting the value of PEF’s distribution system within the City (13,000
customers) at approximately $32 million, not including separation and reintegraticn and construction work in
progress, which could add several million dollars to the award. The panel also awarded PEF approximately $11

million in stranded costs, which, according to the award, decrease over time. In September 2003, Winter Park-

voters passed a referendum that would authorize the City to issue bonds of up to approximately $50 millior: to
acquire PEF’s electric distribution system. On April 26, 2004, the City Commission voted to proceed with the
acquisition. The City sought and received wholesale power supply bids and on June 24, 2004, executed a
wholesale power supply contract with PEF with a five-year term from the date service begins and a renewal

option. On May 12, 2004, the City solicited bids to operate and maintain the distribution systenr and awardeda - *

contract in January 2005. On February 10, 2005, PEF filed a petition with the Florida Public Service
Commission (FPSC) to relieve the Company of its statutory obligation to serve customers in Winter Park on
June 1, 2005, or at such time when the City is able to provide retail service. On April 19, 2005, the FPSC voted
to approve PEF’s petition. On June 1, 2005, the City acquired PEF’s electric distribution assets that serve the
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" case under which the City of Edgewood would signa 30-year ,franchtse agreement At this time, whether and

Clty for approximately $42 million. PEF transferred 'the drstnbutlon assets to the City on June 1, 2005 and
recognized a pre-tax gain of $25 million on the transactlon whrch is included in other, net on the Consolidated
Statements'of Income. This amount is subject to true-up pending accumulation of the final capxtal expenditures
since arbitration. PEF also recorded a regulatory liability of $8 million for stranded cost revenues which will be |
amortized to revenues over the next six years in accordance with the provxslons of the transfer agreement with
the Clty . , :

L a*u"' ..nl

[ { ’ ""zt*‘r - LT .
Arbltratlon wnth the 2, 500-customer Town of Bellearr (the Town) was completed in: June 2003 In September ;
2003, the arbitration panel.issued an award in that case setting the value of the electnc dlstnbutxon system | -
within the Town at approximately $6 million. The panel further requrred the Town to pay, to PEF.its requested L
$1 million in separation and reintegration costs and $2 mxllxon in stranded costs. The Town has not yet decided »
whether it will attempt to acquire the system; however, on January 18, 2005, it issued a request for proposals '
for wholesale power supply and to operate and maintain the distribution system. In March 2005, PEF submitted - .
a bid to supply wholesale power to the Town. The Town received several other proposals for wholesale power .
and distribution services. In February 2005, the Town Commission also voted to put the issue of whether to | -
acquire the distribution, system to_a,voter referendum. A referendum is scheduled to occur on November 8,
2005. At this time, whether and when there will be further proceedmgs regarding the Town of Bellearr cannot <
be determined. . . . ... . - B PR ‘

.t ":', ‘ N . M T R S
Arbrtratlon in the remammg crty s lmgatxon (the 1500-customer Clty of Edgewood) has not yet bee'n' ,}
scheduled. On February 17, 2005, the parties filed a _|omt motion to, stay the litigation for a, 90-day period .-
during -which the parties will discuss potential settlement. In, April, the Clty Councrl,,voted to Jproceed with .,
arbitration and on July 6, 2005, the circuit court referred the matter to ,arbltratron but drd ot set an arbltratxon o

i

date. The parties are engaged:in settlement dxscussrons and have rcac,hed a tentatlve agreement to resolve thef .
when there wrll be further proceedmgs regardmg the Crty of Edgewood cannot be determmed A

A fourth crty (the 7 000-customer Clty of Martland) is contemplatmg mumcrpahzatlon but has mdxcated xts
intent to enter into a new franchise agreement with PEF. Maitland’s franchise expires in,August 2005. At thrs g
time, whether and when there will be further proceedmgs regardmg the Clty of Mantland cannot be determined. . ...

Y,

As part of the above lmganon two appellate courts reached opposrte conclustons regardmg whether PEF must .

continue to collect from its customers and remit to the cities “franchise fees” under the expired franchise
ordinances. PEF, filed an appeal with the Florida Supreme Court. to resolve the conflict between the two ., -
appellate courts. On October 28,2004, the Court issued a decnsron holding that PEF must collect from its
customers and remit to the cities franchise fees during. the interim penod when the city exercises its purchase
option or executes a new franchise. The Court’s decision should not have a matenal impact on the Company
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The Company is subject to federal state and local regulatlons addressmg air and water quahty, hazardous and
solid waste management and other environmental matters; The ‘Companycurrently estimates total comphance
costs,: for PEC and PEF combined, related. to; environmental laws and regulations addressmg air and water, ..
quality, which will pnmanly be for caprtal expendltures, may.be in excess of $2.0 billion over ten years. These ..
environmental ;matters are discussed in detail ;in Note, 13. This discussion . identifies specrﬁc environmental
issues, the status of the issues, accruals associated with issue resolutions and the associated exposures to the
Company. The Company accrues costs to the extent they are probable and can be reasonably estimated. It is
reasonably possxble that additional losses, which could be material, may be mcurred in the future..
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The information required by.this item is incorporated herein by reference to the followrng portxons of Progress .
Energy’s Management’s Discussion and Analysis of Financial Condition and Results of Opcrations, insofar as .
they.relate to PEC RESULTS OF OPERATIONS LIQUIDITY. AND CAPITAL RESOURCES and OTHER
MATTERS.. T S R LT Ao A IVEDET T N S FYPRS) T . RN
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The results of operations for the PEC Electric segment. are ; 1dent1cal between PEC and Progress Energy The VS
results of operations:for PEC’snonutility subsidiaries for.the thrce and six months ended June 30, 2005 and
2004 are not material to PEC’s consolidated financial statements ST S SPR
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LIQUIDITY AND CAPITAL RESQURCES

AR RS
Cash provided by operating activities decreased S157 million for the six months ended June 30, 2005, when
compared to the corresponding period in the prior year. The decrease was caused primarily by a change ‘in
emission allowance inventory fluctuations of $46 million and a $102 million increase in working capital
requirements, primarily driven by a $71 million difference in coal inventory fluctuations.

Cash used in investing activities increased $S194 million for the six months ended June 30, 2005, when
compared to the corresponding period in the prior year primarily due to lower net proceeds from short-term
investments in 2005 compared to 2004.

OFF-BALANCE SHEET ARRANGEMENTS AND CONTRACTUAL OBLIGATIONS
PEC’s off-balance sheet arrangements and contractual obligations are described below.

Market Risk and Derivatives

Under its risk management policy, PEC 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 7 to PEC’s
Consolidated Interim Financial Statements and Item 3, “Quantitative and Qualitative Disclosures About Market
Risk,” for a discussion of market risk and derivatives. :

Contractual Obligations

As part of PEC's ordinary course of business, it enters into various long and short term contracts for fuel
requirements at its generating plants. Through June 30, 2005, these contracts have increased the Company's
aggregate purchase obligations for fuel and purchased power by approximately $709 million as compared to the
amount stated in the Company’s Form 10-K for the year ended December 31, 2004. The increase primarily
covers the period ranging from 2005 through 2009. A majority of the contracts related to the increase in
purchase obligations for fuel and purchased power are for future coal purchases primarily with fixed prices.
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Item 3. Quantitative and Qualitative Disclosures About Market Risk

Progress Energ), Inc.

Other than. descnbed below the various nsks that the Company is exposed to has not matenally changed since
December 31, 2004 . Co e .. RTINS : . .

‘. §. RTIIET . c :.., . ot e Tt e

Progress Energy and its subsxdlarres are exposed to various nsks related to changes in market condmons

Market risk represénts the potential loss arising from adverse changes in market rates and prices. The Company "
has a risk management committeethat ‘includes senior executives from:various business groups. The risk'

management committee is responsible for administering risk management policies and monitoring compliance -

with those policies by all subsidiaries. Under its risk policy, the Company may use a variety of instruments,

including swaps, options and forward contracts, to manage ‘exposure to fluctuations-in commodity prices and .:

interest rates. Such instruments contain credxt risk to the extent that the counterparty fails to perform under the

contract. The Company mitigates such risk by performmg credit reviews.using,. among other things, publicly .-

available credit ratings of such counterparties.

¢ Kl v '\

Certain market risks are inherent in the Company’s financial instruments, which arise from transactions entered,

into in the normal course of business. The Company’s primary exposures are changes in interest rates with
respect:to its long-term -debt-and commercial paper, fluctuations in-the return on marketable securities with

respect to -its nuclear decommissioning trust-funds, changes in the market value of CVOs, and changes in. .

energy related commodity prices. R L T I A R N Lt
Interest Rate Risk . _ T DAL ST AT

Thé Company's exposure to changes in interest rates from fixed rate and variable rate long-term debt at June 30,

2005 has changed from December 31, 2004. The total fixed rate long-term debt as of June 30,2005, was $9.35
billion,; with an average interest rate of 6.40% and fair market value of $10.16 billion. The total variable rate ..

long-term debt as.of June 30, 2005 was $0.86 billion, thh an average interest rate of 2.41% and fair market .

valueof$086btlhon T g womione e col e

In addmon to the Company S vanable rate long-term debt the Company typxcally has commercral paper and/or

loans outstanding under its RCA facilities, which are also exposed to floating interest rates. As of June 30,
2005, approximately 11.4% of consolidated debt, including interest rate swaps, was in floating rate mode
compared to 16.1% at the end of 2004.

From time to time, Progress Energy uses interest’ rate derivative mstruments to adjust the mix between fixed
and floating rate debt in its debt portfolio, to mitigate its exposure to interest rate fluctuations assocrated with
certain debt instruments, and to hedge mterest rates thh regard to future fi xed rate debt rssuanccs

The notional amounts of i mterest rate denvatrves are not exchanged and do not represent exposure to credrt loss.

In the event of default by a counterparty, the risk in the transaction is the cost of replacing the agreements at
current market rates. Progress Energy only enters into interest rate derivative agreements with banks with credit
ratings of smgle Aor better

The Company uses a number of models and methods to determme mterest rate nsk exposure and fair value of
derivative positions. For reporting purposes, fair values and exposures of derivative positions are determined as
of the end of the reporting period using the Bloomberg Financial Markets system.

In accordance with SFAS No. 133, interest rate derivatives that qualify as hedges are broken into one of two
categories, cash flow hedges or fair value hedges. Cash flow 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 summarize the terms, fair market values and exposures of the Company’s interes: rate

derivative instruments:

Cash Flow Hedges:

As of June 30, 2005, Progress Encrgy had $200 million of pay-fixed swaps to hedge cash flow for comn;crcial
paper interest and $100 million of pay-fixed forward starting swaps to hedge cash flow risk with regard to
future financing transactions. Under terms of these swap agreements, Progress Energy will pay a fixed rate and
receive a floating rate based on either 1-month or 3-month LIBOR, respectively.

Cash Flow Hedges (dollars in millions)

Notional Fair
Progress Energy, Inc. Amount Pay Receive®™ Value Exposure®
Risk hedged as of June 30, 2005:
Commercial Paper interest rate risk
through :
2005 S 200 3.07% 1-month LIBOR 3 ) B -
Anticipated 10-year debt issuc® S 100 4.87%  3-month LIBOR $ 4 S 2)
Total S 300 3.67%% ) S 3 3 (2)
Risk hedged as of December 31, 2004:
Commercial Paper interest risk from 2005
through 2008 S 200 3.07% 1-month LIBOR § - 3 -
Progress Energy Carolinas
Risk hedged as of June 30, 2005: None
Risk hedged as of December 31, 2004:
Anticipated 10-ycar debt issuc S 110 4.85% 3-monthLIBOR S (1) S @
Rail car lease payment S 21 5.17% 3-monthLIBOR § (1) $ -
Total $ 131 4.90%" $ (@ S @~

@) Weighted average interest rate.

® 1-month LIBOR rate was 3.34% as of June 30, 2005, and 2.40% as of December 31, 2004.
3-month LIBOR rate was 3.52% as of June 30, 2005, and 2.56% as of December 31, 2004.
© Exposure indicates change in value due to 25 basis point unfavorable shift in interest rates.
@ Anticipated 10-year debt issue hedges mature on March 1, 2016, and require mandatory cash settlement

on March 1, 2006.

Fair Value Hedges:

As of June 30, 2005, Progress Energy had $150 million of fixed rate debt swapped to floating rate debt. Under

terms of these swap agreements, Progress Energy will receive a fixed rate and pay a floating rate based on 3-

month LIBOR.
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Fair Value Hedges (dollars in millions) - - L : -, .
‘ Notional - ‘ o Fair

Progress Energy, Inc. ‘ . _Amount -Receive Pay™ Value  Exposure ©
Risk hedged as of June 30, 2005: Ll
5.85% Notes due 10/30/2008 gl S 100 410% 3-monthLIBOR § - S )
7.10% Notes' due 3/1/2011 Y -\ 4:65% 3-monthLIBOR 'S 2° .-'$ (1) -
Total o 8 150 4.28%% R Y R T V)
Risk hedged as of December 31, 2004: o L e
5.85% Notes due 10/30/2008 ~ =~ - ~*-~ *"§-100- - 4.10%- 3-monthLIBOR" § 1 - (1)
7.10% Notes due 3/1/2011 e S 50 465% .3-monthLIBOR § 2 S ()
Total . C L S 150 4.28% $ 3 $ (@

@ Werghted average interest rate. . ) s , e
® 3-month LIBOR rate was 3.52% as of June 30, 2005, and 2.56%as of December S1,2008.0
© Exposure indicates change in value due to 25 basis point unfavorable shift in interest rates. o

‘MarketabIeSecurltles PrlceRlsk ST T T

The Company’s exposure to retum on marketable securities for the nuc]ear decommxssnonmg trust funds has

not changed materially since December 31, 2004. LT e o

1 coat [T S

-CVOMarketValueRlsk B '_:" p ,f-j- o L o

The Company s exposure to market value nsk thh respect to the CVOs. has not changed matenally since -
December 31, 2004. : e ce Sl st i

"CommodltvPrlceRlsk | o L .:_i-". S

| T S '.’..7.".; . S et -l
The Company is exposed to the effects. of market fluctuations -in the pnce of narural gas coal fucl orl
electricity and other, energy-related products marketed and purchased as a result of its ownership of energy-
related ‘assets.” The Company’s “exposure ‘to these fluctuations is significantly limited -by the -cost-based -
regulation of PEC and PEF. Each state commission allows electric utilities to recover certain of these costs ,
through various cost recovery clauses to the extent the respective commission determmes that such costs are . -
prudent. Therefore, while there may be a delay 'in the timing between when these costs are mcurred and when
these costs are recovered from the ratepayers, changes from year to year have no material impact on operatmg
results. In addition, many 'of the Company’s long-term power ‘'sales contracts’ shift substantially all fuel |
responsrbxhty to the purchaser. The Company also has oil price risk exposure related to synfuel tax eredrts 'See
discussion in Note 14E to the Progress Energy Consohdated Interim Financial Statements. - -. - . -

Denvanve products, pnmanly electncnty and natural gas contracts may be entered mto from time to time for .
economic hedgmg purposes. While. management believes the economic hedges mitigate exposures to
flucruations in commodrty prices, these instruments are not designated as hedges for accounting purposes and -
are monitored consistent with trading positions.' The Company manages-open positions with strict policies that -
limit its exposure to market risk and require daily reporting to management of potential financial exposures.
The Company recorded pre-tax losses of less than $1 million and $2 million on such contracts for the three
months ended June 30, 2005 and 2004, respectively. The Company recorded a $2 million pre-tax gain and a
$14 million pre-tax loss on such contracts for the six months ended June 30, 2005 and 2004, respectively. The .
Company did not have material outstanding positions in such contracts as of June 30, 2005 and December 31,
2004, other than those rccelvmg regulatory accountmg treatment, as discussed below -

PEF- has derivative xnstruments related to its exposure to price ﬂuctuatxons on fuel oil purchases These
instruments receive regulatory accounting treatment. Unrealized gains and losses are recorded in regulatory -
liabilities and regulatory assets, respectively. As of June 30, 2005, the fair values of these instruments were a
$60 million short-term derivative asset position included in other current assets-and a $22 million long-term ' -
derivative asset position included in other assets and deferred debits. As of December 31, 2004, the fair values
of these instruments were a $2 million long-term derivative asset position included in other assets and deferred
debits and a $5 million short-term derivative liability position included in other current liabilities.
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The Company uses natural gas hedging instruments to manage a portion of the market risk associated with
fluctuations in the future purchase and sales prices of the Company’s natural gas. Progress Energy’s
nonregulated subsidiaries designate a portion of commodity derivative instruments as cash flow hedges under

SFAS No. 133. The fair values of commodity cash flow hedges as of June 30, 2005 and December 31, 2004

were as follows: ..

(in millions) June 30, December 31,

2005 2004
Fair value of asscts S 96 S -
Fair value of liabilities (24) (15)
Fair value, net $ 712 S(15)

The Company performs sensitivity analyses to estimate its exposure to the market risk of its commodity
positions. The Company’s exposure to commodity price risk has not changed materially since December 31,
2004. A hypothetical 10% increase or decrease in quoted market prices in the near term on the Company’s
derivative commodity instruments would not have had a material effect on the Company’s consolidated
financial position, results of operations or cash flows as of June 30, 2005.

Refer to Note 9 for additional information with regard to the Company’s commodity contracts and use of
derivative financial instruments.

Progress Energy Carolinas, Inc.

PEC has certain market risks inherent in its financial instruments, which arise from transactions entered into in
the normal course of business. PEC’s primary exposures are changes in interest rates with respect to long-term
debt and commercial paper, fluctuations in the retum on marketable securitics with respect to its nuclear
decommissioning trust funds, and changes in energy related commodity prices. PEC’s exposure to these risks
has not materially changed since December 31, 2004.

The information required by this item is incorporated herein by reference to the “Quantitative and Qualitative
Disclosures about Market Risk™ discussed above insofar as it relates to PEC.

Item 4: Controls and Procedures

Progress Energy, Inc.

Pursuant to Rule 13a-15(b) under the Securitics Exchange Act of 1934, Progress Energy carried out an
cvaluation, with the participation of its management, including Progress Energy's Chairman and Chief
Executive Officer and Chief Financial Officer, of the effectiveness of Progress Energy's disclosure controls and
procedures (as defined under Rule 13a-15(e) under the Securities Exchange Act of 1934) as of the end of the
period covered by this report. Based upon that evaluation, Progress Energy's Chief Executive Officer and Chief
Financial Officer concluded that its disclosure controls and procedures are effective to ensure that information
required to be disclosed by Progress Energy in the reports that it files or submits under the Exchange Act, is
recorded, processed, summarized and reported, within the time periods specified in the SEC's rules and forms,
and that such information is accumulated and communicated to Progress Energy’s management, including the
Chief Exccutive Officer and Chief Financial Officer, as appropriate, to allow timely decisions regarding
required disclosure.

On May 24, 2005, Progress Energy announced that Jeffrey M. Stone was appointed to the position of
Controller (Chief Accounting Officer) of the Company and its subsidiaries, Carolina Power & Light Company
d/b/a Progress Energy Carolinas, Inc. and Florida Progress Corporation, effective June 1, 2005. Mr. Stone will
also serve as Controller of Florida Power Corporation d/b/a Progress Energy Florida, Inc. and Progress Energy
Service Company, LLC. These positions were previously held by Robert H. Bazemore, Jr. since 2000. Mr.
Bazemore has been reassigned to the position of Vice President, Capital Planning and Control.

Other than the above-referenced item, there has been no change in Progress Energy’s internal control over

financial reporting during the quarter ended June 30, 2005, that has materially affected, or is reasonably likely
to materially affect, Progress Energy’s internal control over financial reporting.
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Progress Energy Carolinas, Inc.

Pursuant 'to the Securities Exchange-Act of 1934, PEC carried out an evalnation with the nartieipation of its
management, including PEC’s Chairman and Chief Executive Officer and Chief Financial Officer, of the

effectiveness of PEC’s dlselosure controls and procedures (as defined under.the Securities Exchange Act of

1934) as of the end of the perrod covered by this report. Based upon that evaluatlon PEC’s Chief Executive
Officer and Chief Financial Officer concluded that its disclosure controls and procedures are effective to ensure
that information required to be disclosed by PEC in the reports that it files or submits under the Exchange Act,
is recorded, processed, summarized and reported, within the time periods ‘specified in the SEC's rules and

forms, and that such information is accumulated and communicated to PEC’s management, including the Chief .

Executive Officer and Chlef Financial Off' cer, as approprlate to allow trmely decisions regarding requxrcd
disclosure. . T : . : Lo

On. May 24 2005 Progress Energy announced that Jeffrey M Stone was appomted to the posmon of
Controller (Chlef Accountmg Ofﬁcer) of the Company and its subsuhary, Carolma Power & Light Company
d/b/a Progress Energy Carohnas Inc. These positions were prevrously held by Robert H. Bazemore, Jr. since
2000. Mr. Bazemore has been reassigned to the posmon of Vice Presrdent Capltal Planning and Control for.
Progress Energy

Other than the above-referenced 1tem there has been no change in. PEC’s mternal control over fi nancxal
reporting during the quarter ended June 30, 2005, that has materially affected, .or is reasonably likely to
matenally affect, its internal control over ﬁnancxal reportmg S T
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PART II. OTHER INFORMATION

Item 1. Legal Proccedings

Legal aspects of certain matters are set forth in Part I, Item 1. For a discussion of certain other legal matters, see
Note 14 to the Progress Energy, Inc. Consolidated Interim Financial Statements and Note 12 to the PEC
Consolidated Interim Financial Statements.

In re Progress Energy, Inc. Securities Litigation, Master File No. 04-CV-636 (JES)

On February 3, 2004, Progress Energy, Inc. was served with a class action complaint alleging violations of
federal security laws in connection with the Company’s issuance of Contingent Value Obligations (CVOs). The
action was filed by Gerber Asset Management LLC in the United States District Court for the Southemn District
of New York and names Progress Energy, Inc.’s former Chairman William Cavanaugh IIT and Progress Energy,
Inc. as defendants. The Complaint alleges that Progress Energy failed to timely disclose the impact of the
Alternative Minimum Tax required under Sections 55-59 of the Internal Revenue Code (Code) on the value of
certain CVOs issued in connection with the Florida Progress Corporation merger. The suit secks unspecified
compensatory damages, as well as attomneys’ fees and litigation costs.

On March 31, 2004, a second class action complaint was filed by Stanley Fried, Raymond X. Talamantes and
Jacquelin Talamantes against William Cavanaugh I and Progress Energy, Inc. in the United States District
Court for the Southern District of New York alleging violations of federal securities laws arising out of the
Company’s issuance of CVOs ncarly identical to those alleged in the February 3, 2004, Gerber Asset
Management complaint. On April 29, 2004, the Honorable John E. Sprizzo ordered among other things that (1)
the two class action cases be consolidated, (2) Pcaké Capital Management LLC shall serve as the lead plaintiff
in the consolidated action, and (3) the lead plaintiff shall file a consolidated amended complaint on or before
June 15, 2004.

The lead plaintiff filed a consolidated amended complaint on June 15, 2004. In addition to the allegations
asserted in the Gerber Asset Management and Fried complaints, the consolidated amended complaint alleges
that the Company failed to disclosc that excess fuel credits could not be carried over from one tax year into later
years. On July 30, 2004, the Company filed a motion to dismiss the complaint; plaintiff submitted its opposition
brief on September 14, 2004. The Court heard oral argument on the Company’s motion to dismiss on
November 15, 2004. On May 24, 2005, the Court dismissecd the litigation with prejudice.

Item 2. Unregistered Sale of Equity Securities and Use of Proceeds

a. RESTRICTED STOCK AWARDS:

(a) Sccurities Delivered. On April 1, 2005, 72,600 restricted shares of the Company's Common Shares
were granted to certain key employees pursuant to the terms of the Company's 2002 Equity Incentive
Plan (Plan), which was approved by the Company's sharcholders on May 8, 2002. Section 9 of the
Plan provides for the granting of Restricted Stock by the Organization and Compensation Committee
of the Company’s Board of Directors, (the Committee) to key employees of the Company, including
its Affiliates or any successor, and to outside directors of the Company. The Common Shares
delivered pursuant to the Plan were acquired in market transactions directly for the accounts of the
recipients and do not represent newly issued shares of the Company.

(b) Underwriters and Other Purchasers. No undenwriters were used in connection with the delivery of
Common Shares described above. The Common Shares were delivered to certain key employees of the
Company. The Plan defines "key employce” as an officer or other employee of the Company who is
selected for participation in the Plan.

(c) Consideration. The Common Shares were delivered to provide an incentive to the employee recipients
to exert their utmost cfforts on the Company's behalf and thus enhance the Company's performance
while aligning the employee's interest with those of the Company's shareholders.

(d) Exemption from Registration Claimed. The Common Shares described in this Item were delivered on
the basis of an exemption from registration under Section 4(2) of the Securities Act of 1933. Receipt
of the Common Shares required no investment decision on the part of the recipients.
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c. ISSUER PURCHASES OF EQUITY SECURITIES FOR SECOND QUAR;TER OF 2005

R (3) ot (b)
Total Number of - Average '
Shares Price Paid -
(or Units) © . Per Share °

Perlod Purchased(l)(Z) (or Unit) -

. (c) U

" Total Numbér of - -
" Shares (or Units) ' '{
‘ Purchased as Partof ~

Publicly Announced
Plans or Programs(l)

% . Purchased Under the’

(i)
““Maximum Number (or
i Approximate Dollar
‘Value) 'of Shares (or Units)
I~ that May Yet Be

" Plans or Programs(1) * -

April 1- April 30 72600 . $42.53

‘N/A.

Ar . .

N/A

May 1- May 31’ “N/A CUNJAT

N/A -.“._.':.‘

N/A -

3 . e )

. TS BRI 1.
June 1 - June 30 N/A | . cN/A

N/A. .

N/A

IR v .

Total: : 72,'600" g $42.53

" RIA

L
g

NA

(1) As of June 30 2005 Progress Energy docs not have any pubhcly announced plans or programs to purchase shares of its

common stock.

[SIRVN

(2) 72,600 shares of our common stock | were purchased in open

-market ‘trapsacuons
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Item4. Submission of Matters to a Vote of Sccurity Holders

(a) The Annual Meeting of the Sharcholders of Progress Energy, Inc. was held on May 11, 2005.

(b) The meeting involved the election of three Class I directors to serve for three-year terms. Proxies. for the
meeting were solicited pursuant to Regulation 14, there was no solicitation in opposition to management’s
nominces as listed below, and all nominces were elected.

(c) The total votes for the election of directors were as follows:

Class I (Term Expiring in 2008) _Votes For Votes Withheld
William O. McCoy 205,913,326 4,398,058
John H. Mullin, I11 206,101,396 4,209,988
Carlos A. Saladrigas 206,112,664 4,198,720

The Board of Director proposal to ratify the selection of Deloitte & Touche LLP as the Company’s independent
registered public accounting firm was approved by the sharcholders.

The number of shares voted for the proposal was 205,625,939

The number of shares voted against the proposal was 2,651,127
The number of abstaining votes was 2,034,318

Carolina Power & Light Company, doing business as Progress Energy Carolinas, Inc,

(a) The Annual Mecting of the Sharcholders of Carolina Power & Light Company was held on May 11, 2005.

b The meeting involved the election of three Class 1 directors to serve for three-year terms. Proxies for the
meecting were solicited pursuant to Regulation 14, there was no solicitation in opposition to management’s
nominees as listed below, and all nominees were elected.

(c) The total votes for the election of directors were as follows:
Class I (Term Expiring in 2008)  Votes For Votes Withheld
William O. McCoy 160,129,938 4,171
John H. Mullin, 111 160,129,664 4,445
Carlos A. Saladrigas 160,129,764 4,345

The Board of Director proposal to ratify the selection of Deloitte & Touche LLP as the Company's independent
registered public accounting firm was approved by the sharcholders.

The number of shares voted for the proposal was 160,129,689

The number of shares voted against the proposal was 2,288
The number of abstaining votes was 2,132
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Item 6. Exhibits

(a) Exhibits - .

Exhibit

Number-. -

10

31(a)

CL31(0) -

32(a)

32(b)

.. et [N
béé’crigtion o
T . )
Amendment to Employment Agreement Between
Progress Energy Service Company, ‘LLC and
Peter M. Scott 111, dategl Apgust. 15, 2_005

Certifications pursuant to{.Seéno'n 302 of the
Sarbanes-Oxley Act of 2002 — Chamnan and
Chief Executive Officer :

«Certifications pursuant-to 'Section 302 of the. - -
Sarbanes-Oxley Act of 2002 = Executive Vice "

President and Chief Financial Officer

Certifications pursuant to Section 906 “of~the

Sarbanes-Oxley Act of 2002 — Chairman and
Chief Executive Officer

Y TR
: oo

Certifications pi._xr§i1ant to Sectio;l 906 8?’ th.e '
! " Sarbanes-Oxley - Act of 2002 — Executive:Vice .~ '

President and Chief Financial Officer

oo R . i B Tt SV

Progress :
Energx, Inc.

X

- - Progress Energy
. Carolinas, Inc.
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SIGNATURES

Pursuant to requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to
be signed on its behalf by the undersigned thercunto duly authorized.

PROGRESS ENERGY, INC.
CAROLINA POWER & LIGHT COMPANY
Date: August 5, 2005 {Registrants)

By: /s/ Geoffrey S. Chatas
Geoffrey S. Chatas
Exccutive Vice President and
Chief Financial Officer

By: /s/ Jeffrey M. Stone.
Jeffrey M. Stone
Controller and Chief Accounting Officer
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