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TRANSCONTINENTAL GAS PIPE LINE CORPORATION


Notes to the Financial Statements


1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Corporate structure and control Transcontinental Gas Pipe Line Corporation (Transco) is a wholly-owned subsidiary of Williams Gas Pipeline Company, LLC (WGP). WGP is a wholly-owned subsidiary of The Williams Companies, Inc. (Williams).

In this report, Transco is at times referred to in the first person as “we” “us” or “our.”

Nature of operations We are an interstate natural gas transmission company that owns a natural gas pipeline system extending from Texas, Louisiana, Mississippi and the Gulf of Mexico through the states of Alabama, Georgia, South Carolina, North Carolina, Virginia, Maryland, Pennsylvania and New Jersey to the New York City metropolitan area. The system serves customers in Texas and the eleven southeast and Atlantic seaboard states mentioned above, including major metropolitan areas in Georgia, North Carolina, New York, New Jersey and Pennsylvania. We also hold a minority interest in an intrastate natural gas pipeline in North Carolina.

Regulatory accounting We are regulated by the Federal Energy Regulatory Commission (FERC). Statement of Financial Accounting Standards (SFAS) No. 71, “Accounting for the Effects of Certain Types of Regulation,” provides that rate-regulated public utilities account for and report regulatory assets and liabilities consistent with the economic effect of the way in which regulators establish rates if the rates established are designed to recover the costs of providing the regulated service and if the competitive environment makes it probable that such rates can be charged and collected. Accounting for businesses that are regulated and apply the provisions of SFAS No. 71 can differ from the accounting requirements for non-regulated businesses. Transactions that are recorded differently as a result of regulatory accounting requirements include the capitalization of an equity return component on regulated capital projects, capitalization of other project costs, retirements of general plant assets, employee related benefits, environmental costs, negative salvage, asset retirement obligations, and other costs and taxes included in, or expected to be included in, future rates. As a rate-regulated entity, our management has determined that it is appropriate to apply the accounting prescribed by SFAS No. 71 and, accordingly, the accompanying financial statements include the effects of the types of transactions described above that result from regulatory accounting requirements.

Basis of presentation  The accompanying financial statements were prepared on a historical basis as required by the FERC in accordance with its uniform system of accounts and published accounting releases, which do not necessarily conform with U.S. generally accepted accounting principles.  Accordingly, certain FERC accounting and disclosure requirements differ from accounting principles generally accepted in the United States.  The primary difference relates to purchase price allocations related to the acquisition of Transco by Williams in 1995.  This acquisition was accounted for using the purchase method of accounting, and an allocation of the purchase price was assigned to our assets and liabilities based on their estimated fair values.  The purchase price allocation to us primarily consisted of a $1.5 billion allocation to property, plant and equipment and adjustments to deferred taxes based upon the book basis of the net assets recorded as a result of the acquisition.  However, our purchase price allocation assigned to property, plant and equipment and the related adjustments to deferred taxes and amortization are not reflected in the FERC financial statements included herein.

As a participant in Williams’ cash management program, we have advances to and from Williams. These advances are represented by demand notes. We currently expect to receive payment of these advances within the next twelve months and have recorded such advances as current in the accompanying Balance Sheet. Effective September 2003, the interest rate on intercompany demand notes is based upon the weighted average cost of Williams’ debt outstanding at the end of each quarter. Previously, the interest rate on intercompany demand notes was based on the London Interbank Offered Rate (LIBOR) plus an applicable margin. Prior to April 29, 2004, the advances were made to and from our parent company, WGP.

Through an agency agreement, Williams Power Company (WPC), an affiliate of ours, manages all jurisdictional merchant gas sales for us, receives all margins associated with such business and, as our agent, assumes all market and credit risk associated with our jurisdictional merchant gas sales. Consequently, our merchant gas sales have no impact on our operating income or results of operations.

Our Board of Directors declared cash dividends on common stock in the amount of $125 million for both 2005 and 2004.

Use of estimates The preparation of financial statements in conformity with the FERC regulatory basis of accounting requires management to make estimates and assumptions that affect the amounts reported in the financial statements and accompanying notes. Actual results could differ from those estimates. Estimates and assumptions which, in the opinion of management, are significant to the underlying amounts included in the financial statements and for which it would be reasonably possible that future events or information could change those estimates include: 1) revenues subject to refund; 2) litigation-related contingencies; 3) environmental remediation obligations; 4) impairment assessments of long-lived assets; 5) deferred and other income taxes; 6) depreciation; 7) pensions and other post-employment benefits; and 8) asset retirement obligations.

Revenue recognition Revenues for sales of products are recognized in the period of delivery and revenues from the transportation and storage of gas are recognized in the period the service is provided based on contractual terms and the related volumes. As a result of the ratemaking process, certain revenues collected by us may be subject to possible refunds upon final orders in pending rate proceedings with the FERC. We record estimates of rate refund liabilities considering our and other third party regulatory proceedings, advice of counsel and estimated total exposure, as discounted and risk weighted, as well as collection and other risks.

Contingent liabilities We record liabilities for estimated loss contingencies when we assess that a loss is probable and the amount of the loss can be reasonably estimated. Revisions to contingent liabilities are reflected in income in the period in which new or different facts or information become known or circumstances change that affect the previous assumptions with respect to the likelihood or amount of loss. Liabilities for contingent losses are based upon our assumptions and estimates, and advice of legal counsel or other third parties regarding the probable outcomes of the matter. As new developments occur or more information becomes available, our assumptions and estimates of these liabilities may change. Changes in our assumptions and estimates or outcomes different from our current assumptions and estimates could materially affect future results of operations for any particular quarterly or annual period.

Environmental Matters We are subject to federal, state, and local environmental laws and regulations. Environmental expenditures are expensed or capitalized depending on their economic benefit and potential for rate recovery. We believe that any expenditures required to meet applicable environmental laws and regulations are prudently incurred in the ordinary course of business and that substantially all of such expenditures would be permitted to be recovered through rates. We believe that compliance with applicable environmental requirements is not likely to have a material effect upon our financial position or results of operations.

Property, plant and equipment Property, plant and equipment is recorded at cost. The carrying values of these assets are also based on estimates, assumptions and judgments relative to capitalized costs, useful lives and salvage values. These estimates, assumptions and judgments reflect FERC regulations, as well as historical experience and expectations regarding future industry conditions and operations. Gains or losses from the ordinary sale or retirement of property, plant and equipment are credited or charged to accumulated depreciation; certain other gains or losses are recorded in operating income.

We provide for depreciation using the straight-line method at FERC prescribed rates, including negative salvage for offshore transmission facilities. Depreciation of general plant is provided on a group basis at straight-line rates. Depreciation rates used for major regulated gas plant facilities at December 31, 2005 and 2004 as follows:

	Category of Property
	
	
	Depreciation Rates
	

	
	
	
	

	Gathering facilities
	
	     0%-3.80%
	

	Storage facilities
	
	           2.50%
	

	Onshore transmission facilities
	
	           2.35%
	

	Offshore transmission facilities
	
	0.85%-1.50%
	


In March 2005, the Financial Accounting Standards Board (FASB) issued FASB Interpretation (FIN) No. 47, “Accounting for Conditional Asset Retirement Obligations — an interpretation of FASB Statement No. 143.” The Interpretation clarifies that the term “conditional asset retirement” as used in SFAS No. 143, “Accounting for Asset Retirement Obligations,” refers to a legal obligation to perform an asset retirement activity in which the timing and/or method of settlement are conditional on a future event that may or may not be within the control of the entity. The Interpretation also clarifies when an entity would have sufficient information to reasonably estimate the fair value of an asset retirement obligation.

We adopted the Interpretation on December 31, 2005. In accordance with the Interpretation, we estimated future retirement obligations for certain assets previously considered to have an indeterminate life. As a result, we recorded an increase in Asset Retirement Obligations of $8.8 million and an increase in Net Utility Plant of $1.4 million. We also recorded a $7.4 million regulatory asset in Other Regulatory Assets for retirement costs expected to be recovered through rates. Had we implemented the Interpretation at the beginning of 2004, the financial statement impact at December 31, 2004 would not have been substantially different than the impact at December 31, 2005.

We adopted SFAS No. 143 on January 1, 2003. We previously determined that asset retirement obligations exist for our offshore transmission platforms. In 2004, the remaining life of one of our storage facilities became determinable, and we were able to estimate the asset retirement obligation. Therefore, we recorded an asset retirement obligation in 2004 in the amount of $5.6 million associated with the storage facility. In 2005 we revised our estimate for offshore transmission platforms based on a change in the estimated settlement date and a change in the estimated costs of retirements, resulting in a $23.7 million increase in Asset Retirement Obligations and Net Utility Plant.

During 2005 and 2004, our overall asset retirement obligation changed as follows (in thousands):

	 
	
2005
	
	
2004


	
	
	
	

	Beginning balance
	$ 17,888
	
	$ 11,578

	Accretion

	     1,258
	
	        703

	New obligation
	     2,969
	
	     5,607

	Changes in estimates of existing obligations
	   23,662
	
	            -

	Property dispositions
	      (979)
	
	            -

	Adoption of FIN 47
	     8,798
	
	            -

	Ending balance
	$ 53,596
	
	$ 17,888


The accrued obligations relate to underground storage caverns, offshore platforms, pipelines, and gas transmission facilities. At the end of the useful life of each respective asset, we are legally obligated to plug storage caverns and remove any related surface equipment, to dismantle offshore platforms, to cap certain gathering pipelines at the wellhead connection and remove any related surface equipment, and to remove certain components of gas transmission facilities from the ground.

Included in our depreciation rates is a negative salvage component that we currently collect in rates.

The adoption of SFAS No. 143 and FIN 47 did not have a material impact to our operating income or net income.

Impairment of long-lived assets and investments We evaluate the long-lived assets of identifiable business activities for impairment when events or changes in circumstances indicate, in our management’s judgment, that the carrying value of such assets may not be recoverable. When an indicator of impairment has occurred, we compare our management’s estimate of undiscounted future cash flows attributable to the assets to the carrying value of the assets to determine whether an impairment has occurred. We apply a probability-weighted approach to consider the likelihood of different cash flow assumptions and possible outcomes including selling in the near term or holding for the remaining estimated useful life. If an impairment of the carrying value has occurred, we determine the amount of the impairment recognized in the financial statements by estimating the fair value of the assets and recording a loss for the amount that the carrying value exceeds the estimated fair value.

For assets identified to be disposed of in the future and considered held for sale in accordance with SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets,” we compare the carrying value to the estimated fair value less the cost to sell to determine if recognition of an impairment is required. Until the assets are disposed of, the estimated fair value, which includes estimated cash flows from operations until the assumed date of sale, is recalculated when related events or circumstances change.

We evaluate our investments for impairment when events or changes in circumstances indicate, in our management’s judgment, that the carrying value of such investments may have experienced an other-than-temporary decline in value. When evidence of loss in value has occurred, we compare our estimate of fair value of the investment to the carrying value of the investment to determine whether an impairment has occurred. If the estimated fair value is less than the carrying value and we consider the decline in value to be other than temporary, the excess of the carrying value over the fair value is recognized in the financial statements as an impairment.

Judgments and assumptions are inherent in our management’s estimate of undiscounted future cash flows used to determine recoverability of an asset and the estimate of an asset’s fair value used to calculate the amount of impairment to recognize. The use of alternate judgments and/or assumptions could result in the recognition of different levels of impairment charges in the financial statements.

Accounting for repair and maintenance costs We account for repair and maintenance costs under the guidance of FERC regulations. The FERC identifies installation, construction and replacement costs that are to be capitalized. All other costs are expensed as incurred.

Allowance for funds used during construction Allowance for funds used during construction (AFUDC) represents the estimated cost of borrowed and equity funds applicable to utility plant in process of construction and are included as a cost of property, plant and equipment because it constitutes an actual cost of construction under established regulatory practices. The FERC has prescribed a formula to be used in computing separate allowances for borrowed and equity AFUDC. The allowance for borrowed funds used during construction was $2.8 million and $2.2 million for 2005 and 2004, respectively. The allowance for equity funds was $6.5 million and $6.1 million for 2005 and 2004, respectively.

Accounting for income taxes Williams and its wholly-owned subsidiaries, which includes us, file a consolidated federal income tax return. It is Williams’ policy to charge or credit us with an amount equivalent to our federal income tax expense or benefit computed as if we had filed a separate return.

We use the liability method of accounting for income taxes which requires, among other things, provisions for all temporary differences between the financial basis and the tax basis in our assets and liabilities and adjustments to the existing deferred tax balances for changes in tax rates.

Accounts receivable and allowance for doubtful receivables Accounts receivable are stated at the historical carrying amount net of reserves or write-offs. Due to our customer base, we have not historically experienced recurring credit losses in connection with our receivables. Receivables determined to be uncollectible are reserved or written off in the period of determination. At December 31, 2005 and 2004, we had recorded reserves of $0.5 million and $0.1 million, respectively, for uncollectible accounts.

Advances to affiliates As a participant in Williams’ cash management program, we make advances to and receive advances from Williams. The advances are represented by demand notes. Advances are stated at the historical carrying amounts. Interest income is recognized when chargeable and collectibility is reasonably assured. The interest rate on intercompany demand notes is based upon the weighted average cost of Williams’ debt outstanding at the end of each quarter. Prior to April 29, 2004, the advances were made to and from our parent company, WGP.

Gas imbalances In the course of providing transportation services to customers, we may receive different quantities of gas from shippers than the quantities delivered on behalf of those shippers. Additionally, we transport gas on various pipeline systems which may deliver different quantities of gas on behalf of us than the quantities of gas received from us. These transactions result in gas transportation and exchange imbalance receivables and payables which are recovered or repaid in cash or through the receipt or delivery of gas in the future and are recorded in the accompanying Balance Sheet. Settlement of imbalances requires agreement between the pipelines and shippers as to allocations of volumes to specific transportation contracts and timing of delivery of gas based on operational conditions. Our tariff includes a method whereby most transportation imbalances generated after August 1, 1991 are settled on a monthly basis. Each month a portion of the imbalances are not identified to specific parties and remain unsettled. These are generally identified to specific parties and settled in subsequent periods. We believe that amounts that remain unidentified to specific parties and unsettled at year end are valid balances that will be settled with no material adverse effect upon our financial position, results of operations or cash flows. Imbalances predating August 1, 1991 are being recovered or repaid in cash or through the receipt or delivery of gas upon agreement of the parties as to the allocation of the gas volumes, and as permitted by pipeline operating conditions. These imbalances have been classified as miscellaneous current and accrued assets and miscellaneous current and accrued liabilities at December 31, 2005 and 2004. We utilize the average cost method of accounting for gas imbalances.

Deferred Cash Out Most transportation imbalances generated after August 1, 1991 are settled in cash on a monthly basis (cash out). We are required by our tariff to refund revenues received from the cash out of transportation imbalances in excess of costs incurred during the annual August through July reporting period. Revenues received in excess of costs incurred are deferred until refunded in accordance with the requirement.

Gas inventory We utilize the last-in, first-out (LIFO) method of accounting for inventory gas in storage. The excess of current cost over the LIFO value on the Balance Sheet dated December 31, 2005 is approximately $56.4 million. The basis for determining current cost is the December 2005 monthly average gas price delivered to pipelines in Texas and Louisiana. We utilize the average cost method of accounting for gas available for customer nomination.

Reserve for Inventory Obsolescence We perform an annual review of Materials and Supplies inventories, including an analysis of parts that may no longer be useful due to planned replacements of compressor engines and other components on our system. Based on this assessment, we record a reserve for the value of the inventory which can no longer be used for maintenance and repairs on our pipeline. Such reserves were $0.7 million and $0.1 million at December 31, 2005 and 2004, respectively.

Cash flows from operating activities and cash equivalents We use the indirect method to report cash flows from operating activities, which requires adjustments to net income to reconcile to net cash flows provided by operating activities. We include short-term, highly-liquid investments that have a maturity of three months or less as cash equivalents.

Comprehensive income Through a wholly-owned subsidiary, we hold a 35% interest in Pine Needle LNG Company, LLC (Pine Needle).  In 1998, Pine Needle executed an interest rate swap agreement with a bank, which swapped floating rate debt into fixed rate debt. This interest rate swap qualifies as a cash flow hedge transaction under the accounting and reporting standards established by SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities” and amended by SFAS No. 138, “Accounting for Certain Derivative Instruments and Certain Hedging Activities.” Our equity interest in the changes in fair value of Pine Needle’s hedge is recognized in accumulated other comprehensive income (loss), net of tax.

Employee stock-based awards Employee stock-based awards are accounted for under Accounting Principles Board (APB) Opinion No. 25, “Accounting for Stock Issued to Employees” and related interpretations. Williams’ fixed-plan common stock options generally do not result in compensation expense because the exercise price of the stock options equals the market price of the underlying stock on the date of grant. The Williams’ plans are described more fully in Note 5. The following table illustrates the effect on our net income if we had applied the fair value recognition provisions of SFAS No. 123, “Accounting for Stock-Based Compensation,” (SFAS123). Beginning January 1, 2006, we will adopt revised SFAS No. 123, Share-Based Payment” (SFAS 123(R)). See further discussion in the “Recent Accounting Standards” section within this note.

	
	
	2005
	
	2004

	
	
	(Thousand of Dollars)

	
	
	
	
	 (Restated)

	Net income, as reported and restated
	
	
$206,526
	
	
$212,816

	Add (Deduct):
	
	
	
	

	Stock based employee compensation expense included
	
	
	
	

	   in the Statement of Income, net of related tax effects
	
	
897
	
	
409

	Total stock based employee compensation expense 
	
	
	
	

	  determined under fair value based method for all
	
	
	
	

	  awards, net of related tax effects 
	
	       (2,029)
	
	       (3,319)

	
	
	
	
	

	Pro forma net income, as reported and restated
	
	
$205,394
	
	
$209,906

	
	
	
	
	


Pro forma amounts for 2005 include compensation expense from awards made in 2002 through 2005. The incremental expense associated with a stock option exchange program (See Note 5) is negligible for the 2005 pro forma expenses. Pro forma amounts for 2004 include compensation expense from awards made in 2001 through 2004. Also included in 2004 pro forma expense is $0.7 million of incremental expense associated with the stock option exchange program. 

Since compensation expense from stock options is recognized over the future years’ vesting period for pro forma disclosure purposes and additional awards are generally made each year, pro forma amounts may not be representative of future years’ amounts.

Recent accounting standards In December 2004, the FASB issued SFAS No. 123(R). The Statement requires that compensation costs for all share-based awards, including grants of employee stock options, to employees be recognized in the Statement of Income based on their fair values. Pro forma disclosure is no longer an alternative. The Statement, as issued by the FASB, was to be effective as of the beginning of the first interim or annual reporting period that begins after June 15, 2005. However, in April 2005, the Securities and Exchange Commission (SEC) adopted a new rule that delayed the effective date for SFAS No. 123(R) to the beginning of the next fiscal year that begins after June 15, 2005. We intend to adopt the revised Statement as of January 1, 2006.

The Statement allows either a modified prospective application or a modified retrospective application for adoption. We will use a modified prospective application for adoption and will apply the Statement to new awards and to awards modified, repurchased, or cancelled after January 1, 2006. Also, for unvested stock awards outstanding as of January 1, 2006, compensation costs for the portion of these awards for which the requisite service has not been rendered will be recognized as the requisite service is rendered after January 1, 2006. Compensation costs for these awards will be based on fair value at the original grant date as estimated for the pro forma disclosures under SFAS No. 123, “Accounting for Stock-Based Compensation,” as amended by SFAS No. 148, “Accounting for Stock-Based Compensation – Transition and Disclosure – an amendment of SFAS No. 123.” Additionally, a modified retrospective application requires restating periods prior to January 1, 2006 on a basis consistent with the pro forma disclosures required by SFAS No. 123, as amended by SFAS No. 148. Since we will use a modified prospective application, we will not restate prior periods.

We currently account for share-based awards to employees by applying the intrinsic value method in accordance with APB No. 25, “Accounting for Stock Issued to Employees,” and, as such, generally recognizes no compensation cost for employee stock options. We currently recognize compensation cost for deferred share awards. Adoption of the Statement’s fair value method will impact our results of operations. At January 1, 2006, we have approximately $5.3 million of compensation cost from outstanding unvested stock awards to be recognized as the requisite service is rendered, primarily in 2006 or 2007. Stock-based awards will be granted during 2006. Our compensation cost as reported in pro forma disclosures required by SFAS No. 123, as amended by SFAS No. 148, may not be representative of compensation cost to be incurred in 2006 and beyond as the number and types of awards may differ and estimates of fair value may differ due to changes in the market price of Williams’ common stock and to changing capital market and employee exercise behavior assumptions.

Certain of our stock awards currently result in compensation cost under APB No. 25 and related guidance. These stock awards are subject to vesting provisions and our policy is to adjust compensation cost for forfeitures when they occur. Upon the January 1, 2006, adoption of SFAS No. 123(R), we will adjust net income through a cumulative effect of a change in accounting principle for previously recognized compensation cost, net of income taxes, related to the estimated number of these outstanding stock awards that are expected to be forfeited. The adjustment will not be material.

We currently present pro forma disclosure of net income as if compensation costs from all stock awards were recognized based on the fair value recognition provisions of SFAS No. 123. The Statement requires use of valuation techniques, including option pricing models, to estimate the fair value of employee stock awards. For pro forma disclosures, we currently use a Black-Scholes option pricing model in estimating the fair value of employee stock options and we intend to continue using a Black-Scholes pricing model when we adopt SFAS No. 123(R).

In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections — a replacement of APB Opinion No. 20 and FASB Statement No. 3,” which is effective prospectively for reporting a change in accounting principle for fiscal years beginning after December 15, 2005. The Statement changes the reporting of a change in accounting principle to require retrospective application to prior periods unless explicit transition provisions provide otherwise. The Statement is effective for any existing accounting pronouncements, including those in the transition phase when it becomes effective. We will apply SFAS No. 154 as required.

FERC Accounting Guidance On June 30, 2005, the FERC issued an order, “Accounting for Pipeline Assessment Cost,” to be applied prospectively effective January 1, 2006. The order requires companies to expense certain pipeline integrity-related assessment costs that we have historically capitalized. In September 2005, the FERC denied the Interstate Natural Gas Association of America’s (INGAA) filing for rehearing of this order, and INGAA has filed a petition for review of the orders with the United States Court of Appeal for the District of Columbia Circuit (D.C. Circuit Court). We anticipate expensing approximately $20 million to $25 million in 2006 that previously would have been capitalized prior to the order becoming effective.

2. RESTATEMENT

On February 28, 2006, we concluded that our financial statements for the year ending December 31, 2004 should be restated to correct an error related to the methodology used to calculate the average cost of our natural gas inventory. We believe the impact of the adjustment is not material to the previously issued financial statements. However, the cumulative adjustment required to correct the error was significant to the Statement of Income for 2005.

We revised the weighted average and LIFO cost of our natural gas inventories and valuation of gas imbalances, which corrections thereby affected amounts of previously reported fuel gains, storage losses, and deferred cash out gains and losses. The restatement for these items resulted in an increase in Operation Expenses of $6.3 million in 2004 and a decrease in January 1, 2004 Retained Earnings of $15.8 million.

Certain other adjustments were identified in 2005 related to prior periods including a write-off of regulatory assets, an adjustment to lease expense, and a correction of depreciation and amortization expense. None of these items were individually significant but they have been reflected in the proper periods in conjunction with the restatement. The impact of these adjustments was an increase in Other Deductions of $2.6 million, an increase in Operation Expenses of $0.6 million, a decrease in Depreciation Expense of $0.3 million and an increase in 2004 beginning Retained Earnings of $0.6 million.

Adjustments for the related income tax effects were also recorded in the respective periods.

The natural gas inventory adjustment resulted in changes to the December 31, 2004 balance sheet as follows: an increase in System Balancing Gas of $2.1 million, a decrease in Miscellaneous Deferred Debits of $29.9 million, an increase in Fuel Stock of $0.4 million, an increase in Other Regulatory Assets of $5.5 million, an increase in Other Deferred Credits of $6.1 million, an increase in Current and Accrued Liabilities of $3.8 million, a decrease in Taxes Accrued of $12.0 million and a decrease in Retained Earnings of $19.8 million as of December 31, 2004.

The Consolidated Balance Sheet as of December 31, 2004 also includes certain reclassifications to conform to the 2005 presentation associated with regulatory assets and liabilities, asset retirement obligations under SFAS No. 143, employee benefits accrual, other receivables, deferred taxes and environmental remediation liabilities. The reclassifications resulted in a decrease in Current and Accrued Assets of $2.3 million, a decrease in Deferred Debits of $4.7 million, an increase in Other Property and Investments of $2.3 million and a decrease in Other Deferred Credits of $4.7 million.

The following schedules reconcile the amounts as originally reported in our Balance Sheet as of December 31, 2004 and our Statement of Income, Statement of Accumulated Comprehensive Income and Hedging Activities, Statement of Retained Earnings and Statement of Cash Flows for the year ended December 31, 2004.  These schedules are condensed for balances not impacted by the restatement.

	                                                                             CONDENSED BALANCE SHEET

	
	
	                               As of December 31, 2004

	
	
	 (As Reported)
	
	Adjustments
	
	(As Restated)

	UTILITY PLANT
	
	
	
	
	
	

	Utility Plant
	$
	   6,549,809,752
	$
	                     -
	$
	   6,549,809,752

	Construction Work in Progress
	
	        85,470,184
	
	         321,538
	
	        85,791,722

	   TOTAL Utility Plant
	
	   6,635,279,936
	
	         321,538
	
	   6,635,601,474

	(Less) Accum. Provision for Depr. Amort. Depl.
	
	   3,533,169,933
	
	     (1,139,000)
	
	   3,532,030,933

	Net Utility Plant
	
	   3,102,110,003
	
	      1,460,538
	
	   3,103,570,541

	
	
	
	
	
	
	

	Gas Stored-Base Gas
	
	        64,149,414
	
	                    -
	
	       64,149,414

	
	
	
	
	
	
	

	System Balancing Gas
	
	        15,239,711
	
	      2,050,974
	
	       17,290,685

	
	
	
	
	
	
	

	OTHER PROPERTY AND INVESTMENTS
	
	
	
	
	
	       

	Investments in Subsidiary Companies
	
	        48,266,099
	
	                    -
	
	       48,266,099

	Other Investments
	
	                        -
	
	      2,313,485
	
	         2,313,485

	Total Other Property and Investments
	
	        48,266,099 
	
	      2,313,485
	
	       50,579,584

	
	
	
	
	
	
	

	CURRENT AND ACCRUED ASSETS
	
	
	
	
	
	

	Notes Receivable
	
	         2,872,738
	
	     (2,313,485)    
	
	            559,253

	Fuel Stock
	
	         7,365,778
	
	         442,000
	
	         7,807,778

	Miscellaneous Current and Accrued Assets
	
	         5,809,521
	
	             2,000
	
	         5,811,521

	Other 
	
	     438,560,847
	
	                    -
	
	     438,560,847

	   Total Current and Accrued Assets
	
	     454,608,884
	
	    (1,869,485)
	
	     452,739,399

	
	
	
	
	
	
	

	DEFERRED DEBITS
	
	
	
	
	
	

	Other Regulatory Assets
	
	     150,320,402
	
	     (2,375,766)
	
	    147,944,636

	Miscellaneous Deferred Debits
	
	     115,245,373
	
	   (29,857,000)
	
	      85,388,373

	Other 
	
	       90,428,368
	
	                    -
	
	      90,428,368

	   Total Deferred Debits
	
	     355,994,143
	
	   (32,232,766)
	
	    323,761,377

	   TOTAL Assets and Other Debits
	$
	  4,040,368,254
	$
	   (28,277,254)
	$
	 4,012,091,000

	
	
	
	
	
	
	

	
	
	                             As of December 31, 2004

	
	
	(As Reported)
	
	   Adjustments
	
	(As Restated)

	PROPRIETARY CAPITAL
	
	
	
	
	
	

	Retained Earnings
	$
	  1,535,432,695
	$
	   (20,940,868)
	$
	1,514,491,827

	Other 
	
	     321,436,244
	
	                     -
	
	   321,436,244

	   TOTAL  Proprietary Capital
	
	  1,856,868,939
	
	   (20,940,868)
	
	1,835,928,071

	
	
	
	
	
	
	

	LONG TERM DEBT
	
	     999,866,741
	
	                     -
	
	    999,866,741

	
	
	
	
	
	
	

	OTHER NONCURRENT LIABILITIES
	
	       26,808,298
	
	                     -
	
	     26,808,298

	
	
	
	
	
	
	

	CURRENT AND ACCRUED LIABIITIES
	
	
	
	
	
	

	Taxes Accrued 
	
	       61,858,772
	
	   (12,739,000)
	
	     49,119,772

	Miscellaneous Current and Accrued Liabilities
	
	       58,856,401
	
	      3,802,000
	
	     62,658,401

	Other 
	
	     336,647,508
	 
	                    -
	
	   336,647,508

	   TOTAL  Current and Accrued Liabilities 
	
	     457,362,681
	
	     (8,937,000)
	
	   448,425,681

	
	
	
	
	
	
	

	DEFERRED CREDITS
	
	
	
	
	
	

	Other Deferred Credits
	
	       81,359,022
	
	      2,326,614
	
	     83,685,636

	Other Regulatory Liabilities
	
	         9,482,011
	
	        (726,000)
	
	        8,756,011

	Other
	
	     608,620,562
	
	                    -
	
	    608.620,562

	   TOTAL Deferred Credits
	
	     699,461,595
	
	      1,600,614
	
	    701,062,209

	   TOTAL Liabilities and Other Credits
	$
	  4,040,368,254
	$
	   (28,277,254) 
	$
	 4,012,091,000

	
	
	
	
	
	
	


	                                                                                        CONDENSED  STATEMENT OF INCOME

	
	

	
	                           Year Ended December 31, 2004

	
	    (As Reported)
	
	   Adjustments
	
	  (As Restated)

	
	
	
	
	
	

	UTILITY OPERATING INCOME
	
	
	
	
	

	Gas Operating Revenues 
	$ 1,318,894,115
	
	 $                 -
	
	$ 1,318,894,115

	Operating Expenses
	
	
	
	
	

	      Operation Expenses 
	    689,380,327
	
	      6,931,076
	
	      696,311,403

	      Depreciation Expense
	    158,000,013
	
	       (140,000)
	
	      157,860,013

	      Depreciation Expense for Asset Retirement Costs 
	           179,534
	
	       (179,234)
	
	                    300

	      Income Taxes - Federal 
	      60,891,934
	
	    (2,174,000)
	
	        58,717,934

	      Income Taxes - Other 
	      12,182,512
	
	       (401,000)
	
	        11,781,512

	      Other 
	    112,692,477
	
	                    -
	
	      112,692,477

	            TOTAL Utility Operating Expenses
	 1,033,326,797
	
	      4,036,842
	
	   1,037,363,639

	            Net Utility Operating Income 
	    285,567,318
	
	    (4,036,842)
	
	      281,530,476

	OTHER INCOME AND DEDUCTION
	
	
	
	
	

	            TOTAL Other Income 
	      25,842,757
	
	                   -
	
	        25,842,757

	 Other Income Deductions 
	
	
	
	
	

	      Other Deductions
	                      1
	
	      2,634,000
	
	          2,634,001

	      Other
	             40,250
	
	                   -
	
	               40,250

	            TOTAL Other Income Deductions
	             40,251
	
	      2,634,000
	
	          2,674,251

	Taxes Applicable to Other Income and Deductions
	
	
	
	
	

	       Income Taxes - Federal
	        6,389,724 
	
	       (922,000)
	
	          5,467,724

	       (Less) Other
	             23,484
	
	                   -
	
	               23,484

	             TOTAL Taxes on Other Income and Deductions
	        6,366,240
	
	       (922,000)
	
	          5,444,240

	
	
	
	
	
	

	Net Other Income and Deductions 
	      19,436,266
	
	    (1,712,000) 
	

	        17,724,266

	Net Interest Charges
	      86,439,218
	
	                   -
	
	        86,439,218

	Income Before Extraordinary Items 
	    218,564,366
	
	    (5,748,842)
	
	      212,815,524

	Net Income 
	$  218,564,366
	
	$  (5,748,842)
	
	$    212,815,524

	
	
	
	
	
	


	                   STATEMENT OF ACCUMULATED COMPREHENSIVE INCOME AND HEDGING ACTIVITIES

	

	
	
	                       Year Ended December 31, 2004

	
	
	     (As Reported)
	
	   Adjustments
	
	  (As Restated)

	
	
	
	
	
	
	

	Net Income
	$
	     218,564,366     
	$
	     (5,748,842)
	$
	    212,815,524

	
	
	
	
	
	
	

	Equity Interest In Unrealized Gain/ (Loss) on  
	
	
	
	
	
	

	       Interest Rate Hedge, Net of Tax 
	
	           223,228
	
	                    -
	
	           223,228

	
	
	
	
	
	
	

	Total Comprehensive Income
	$
	    218,787,594
	$
	     (5,748,842)
	$
	    213,038,752

	
	
	
	
	
	
	


	                                                                                STATEMENT OF RETAINED EARNINGS

	
	

	
	                          Year Ended December 31, 2004

	
	   (As Reported)
	
	   Adjustments
	
	   (As Restated)

	
	
	
	
	
	

	UNAPPROPRIATED RETAINED EARNINGS
	
	
	
	
	

	Balance - Beginning of Period
	$ 1,468,417,876
	
	$  (15,192,026)
	
	$ 1,453,225,850

	Balance Transferred from Income 
	      213,488,731
	
	      (5,748,842)
	
	      207,739,889

	TOTAL Dividends Declared - Common Stock 
	      125,000,000
	
	                      -
	
	      125,000,000

	Transfer from Unappropriated Undistributed
	          5,075,635
	
	                      -
	
	         5,075,635

	Balance - End of Year
	   1,561,982,242
	
	    (20,940,868)
	
	  1,541,041,374

	TOTAL Retained Earnings
	   1,561,982,242
	
	    (20,940,868)
	
	  1,541,041,374

	UNAPPROPRIATED UNDISTRIBUTED SUBSIDIARY 

  EARNINGS
	
	
	
	
	

	Balance - Beginning of Year
	        21,473,912
	
	                     -
	
	       21,473,912

	Equity in Earnings for Year
	          5,075,635
	
	                     -
	
	         5,075,635

	Balance - End of Year
	$      26,549,547
	
	$                   -
	
	$     26,549,547

	
	
	
	
	
	


                                                         CONDENSED STATEMENT OF  CASH FLOWS

	
	Year Ended December 31, 2004

	
	(As Reported)
	
	Adjustment
	
	(As Restated)

	
	
	
	
	
	

	Net Cash Flow from Operating Activities:
	
	
	
	
	

	
Net Income
	$
218,564,366
	
	
$
(5,748,842)
	
	$
212,815,524

	
Depreciation and Depletion
	
161,479,240
	
	
(140,000)
	
	
161,339,240

	
Net (Increase) Decrease in Inventory
	
10,176,748
	
	
2,315,000
	
	
12,491,748

	
Net Increase (Decrease) in Payables and Accrued Expenses
	
(23,565,325)
	
	
(3,497,000)
	
	
(27,062,325)

	
Net (Increase) Decrease in Other Regulatory Assets
	
1,602,551
	
	 
7,410,768
	
	
9,013,319

	
Net Increase (Decrease) in Other Regulatory Liabilities
	
(2,469,990)
	
	
(726,000)
	
	
(3,195,990)

	
Other Net Cash Flow from Operating Activities
	
50,146,002
	
	
-
	
	
50,146,002

	
Net Increase (Decrease) in Miscellaneous 
	
	
	
	
	

	

Current and Accrued Assets
	
16,946,905
	
	
(6,000)
	
	
16,940,905

	
Net (Increase) Decrease in Miscellaneous Deferred Debits
	
(48,159,296)
	
	
(3,502,000)
	
	
(51,661,296)

	
Net Increase (Decrease) in Miscellaneous 
	
	
	
	
	

	

Current and Accrued Liabilities
	
4,434,279
	
	
4,014,000
	
	
8,448,279

	
Net Increase (Decrease) in Other Deferred Credits
	
47,596,491
	
	
201,614
	
	
47,798,105

	
Other 
	
4,603,886
	
	
(2)
	
	
4,603,884

	
Net Cash Provided by Operating Activities
	
441,355,857
	
	
321,538
	
	
441,677,395

	


	

	
	
	
	

	Cash Flow from Investment Activities:
	
	
	
	
	

	
Gross Additions to Utility Plant 
	
(156,202,572)
	
	
(321,537)
	
	
(156,524,109)

	
(Less) Allowance for Funds Used During Construction
	
(6,091,236)
	
	
-
	
	
(6,091,236)

	
	
	
	
	
	

	
Cash Outflows for Plant
	
(150,111,336)
	
	
(321,537)
	
	
(150,432,873)

	
Other Net Cash Flow from Investment Activities
	
(241,575,597)
	
	
(1)
	
	
(241,575,598)

	
Net Cash Used in Investing Activities
	
(391,686,933)
	
	
(321,538)
	
	
(392,008,471)

	
	
	
	
	
	

	Cash Flows from Financing Activities:
	
	
	
	
	

	
Net Cash Used in Financing Activities
	
(50,356,147)
	

	
-
	
	
(50,356,147)

	
Net Decrease in Cash and Cash Equivalents
	
(687,223)
	
	
-
	
	
(687,223)

	
Cash and Cash Equivalents at Beginning of Period
	
908,468
	
	
-
	
	
908,468

	
	
	
	
	
	

	
Cash and Cash Equivalents at End of Period
	$         221,245
	
	$                    -
	

	$         221,245


3. CONTINGENT LIABILITIES AND COMMITMENTS
Rate and Regulatory Matters
General rate case (Docket No. RP01-245) On March 1, 2001, we submitted to the FERC a general rate filing principally designed to recover costs associated with an increase in rate base resulting from additional plant, an increase in rate of return and related taxes, and an increase in operation and maintenance expenses.

In July 2002, the FERC approved a Stipulation and Agreement (Settlement) which resolved all cost of service, throughput and throughput mix issues in this rate case proceeding with the exception of one cost of service issue related to the valuation of certain right-of-way access for the installation of a fiber optic system by a then Transco affiliate, the resolution of which is to be applied prospectively. 

On December 3, 2002, an Administrative Law Judge (ALJ) issued his initial decision on the issues not resolved by the Settlement. In the initial decision, the ALJ determined, among other things, that (1) our existing treatment of the arrangement with our former affiliate relating to right of way is just and reasonable, (2) our proposal to roll-in the costs of the Cherokee, Pocono and SunBelt projects is unjust and unreasonable, and (3) our recovery of the costs of the Mobile Bay expansion project on a rolled-in basis is unjust and unreasonable. As to the Mobile Bay issue, the ALJ determined that we had the burden of establishing that roll-in of that project is just and reasonable, but did not address the issue of any potential refunds. Our current rates are based on the roll-in of the Mobile Bay expansion project.

On March 26, 2004, the FERC issued an order that affirmed, in part, and reversed, in part, the ALJ’s initial decision on the issues not resolved by the Settlement. On the issues discussed above, the FERC affirmed the ALJ’s determination that our existing treatment of the arrangement with our former affiliate relating to right of way is just and reasonable and our proposal to roll-in the costs of the Cherokee, Pocono and SunBelt projects is unjust and unreasonable, but reversed the ALJ’s rejection of our proposal to recover the costs of the Mobile Bay expansion project on a rolled-in basis and found that we had shown that our proposed rolled-in rates are just and reasonable. The FERC also affirmed the ALJ’s determination that we must separate our Emergency Eminence Withdrawal service from our Rate Schedule FT service and offer the Emergency Eminence Withdrawal service under a separate rate schedule, thereby permitting shippers to decide whether to take that service. Currently, the cost of the Emergency Eminence Withdrawal service is included as part of our Rate Schedule FT service for those shippers that can access the Eminence Storage Field. Under the FERC’s decision, we would be at risk for those costs to the extent that shippers did not elect to subscribe to all of the separately offered service. On April 26, 2004, several parties, including Transco, filed requests for rehearing of the FERC’s March 26, 2004 order.

On August 5, 2005, the FERC issued an order addressing the requests for rehearing of the March 26, 2004 order. The FERC generally denied rehearing of the March 26, 2004 order, but granted rehearing on a limited number of issues. On the issues described above, the FERC affirmed its determination that we must separate our Emergency Eminence Withdrawal service from our Rate Schedule FT service, but granted rehearing to require that each Rate Schedule FT shipper that currently has access to the Emergency Eminence Withdrawal service must subscribe to its proportionate share of the unbundled Emergency Eminence Withdrawal service until its Rate Schedule FT contract terminates. The FERC also affirmed its determinations that our existing treatment of the arrangement with our former affiliate relating to right of way is just and reasonable, our proposal to roll-in the costs of the Cherokee, Pocono and SunBelt projects is unjust and unreasonable, and our proposal to recover the costs of the Mobile Bay expansion project on a rolled-in basis is just and reasonable. The August 5, 2005 order did grant rehearing on certain of the cost allocation, rate design and tariff issues, finding, among other things, that we must adopt a “paper” pooling method for our Rate Zone 4, and that we must allocate storage costs to incremental transportation services and to the transportation component of our bundled storage services and include additional storage services in the allocation of storage costs to our transportation services. Pursuant to the Settlement, the changes to our existing practices required by or affirmed in the August 5, 2005 order would be implemented on a prospective basis. On September 6, 2005, several parties, including Transco, filed requests for rehearing of the FERC’s August 5, 2005 order. In addition, the FERC’s orders have been appealed to the United State Court of Appeals for the District of Columbia Circuit (D.C. Circuit Court).

Gathering facilities spin-down order (Docket Nos. CP96-206-000 and CP96-207-000) In 1996, we filed an application with the FERC for an order authorizing the abandonment of certain facilities located onshore and offshore in Texas, Louisiana and Mississippi by conveyance to an affiliate, Williams Gas Processing — Gulf Coast Company (Gas Processing). The net book value of these facilities at December 31, 2005, was approximately $41 million. Concurrently, Gas Processing filed a petition for declaratory order requesting a determination that its gathering services and rates be exempt from FERC regulation under the Natural Gas Act of 1938 (NGA). The FERC issued an order dismissing our application and Gas Processing’s petition for declaratory order and in 2001, the FERC issued an order that denied our request for rehearing. Certain parties, including Transco, filed in the D.C. Circuit Court petitions for review of the FERC’s orders and in June 2003, those petitions were denied. Several parties petitioned the United States Supreme Court for review of the D.C. Circuit Court’s opinion, and on January 12, 2004, the Court denied those petitions.

While the proceedings related to the 1996 application were pending, we filed with the FERC the applications described below seeking authorization to abandon portions of the facilities included in the 1996 application.

North Padre Island/Central Texas Systems Spin-down Proceeding (Docket Nos. CP01-32 and CP01-34) In 2000, we filed an application with the FERC seeking authorization to abandon certain of our offshore Texas facilities by conveyance to Gas Processing. Gas Processing filed a contemporaneous request that the FERC declare that the facilities sought to be abandoned would be considered nonjurisdictional gathering facilities upon transfer to Gas Processing. The FERC approved the abandonment and the non-jurisdictional treatment of all of these facilities. Effective December 2001, we transferred to Gas Processing the North Padre Island facilities through a non-cash dividend of $0.9 million, which represents the net book value of the facilities as of that date. Parties filed petitions for review of the FERC’s orders with the D.C. Circuit Court which were consolidated with the appeals of the FERC’s orders in CP96-206 and CP96-207, discussed above, and which were denied by the D.C. Circuit Court in its opinion issued in June, 2003. In 2001, Shell Offshore, Inc. filed a complaint at the FERC against Gas Processing, Williams Field Services Company (WFS) and us alleging concerted actions by these affiliates frustrated the FERC’s regulation of us. The alleged actions are related to offers of gathering service by WFS and its subsidiaries with respect to the North Padre Island facilities. In 2002, the FERC issued an order reasserting jurisdiction over that portion of the North Padre Island facilities previously transferred to WFS. The FERC also determined a gathering rate for service on these facilities, which is to be collected by us. Transco, Gas Processing and WFS each sought rehearing of the FERC’s order, and in May 2003, the FERC denied those requests for rehearing. Transco, Gas Processing and WFS filed petitions for review of the FERC’s orders with the D.C. Circuit Court and on July 13, 2004, the court granted the petitions, vacating the FERC’s orders and remanding the case to the FERC for further proceedings not inconsistent with the court’s opinion. On February 15, 2005, the FERC issued an order in response to the D.C. Circuit Court remand. In that order, the FERC determined that, based on the record and the court’s decision, there is not a sufficient basis to reassert NGA jurisdiction or to assert Outer Continental Shelf Lands Act jurisdiction over the gathering rates and service on the North Padre Island facilities. Accordingly, the FERC reversed its initial decision, dismissed the complaint filed by Shell, and directed us to remove the North Padre Island gathering rate and rate schedule from our tariff. On March 7, 2005, Shell filed a request for rehearing of the FERC’s February 15, 2005 order. On September 15, 2005, the FERC issued an order denying Shell’s request for rehearing and terminated this Docket No. RP02-99 proceeding, but concurrently with that order instituted a notice of inquiry in Docket No. PL05-10-000 to evaluate possible changes to its test for reassertion of NGA jurisdiction over gathering facilities. If the FERC adopts a different test, the FERC stated that its action in denying Shell’s request for rehearing is without prejudice to Shell’s ability to present evidence that would satisfy that new test. On October 17, 2005, Shell filed a request for rehearing of the FERC’s September 15, 2005 order.

With regard to the approval of the spin-down of the Central Texas facilities, a Transco customer filed a complaint with the FERC in Docket No. RP02-309 seeking the revocation of the FERC’s spin-down approval. In September 2002, the FERC issued an order requiring that, upon transfer of the Central Texas facilities, we acquire capacity on the transferred facilities and provide service to the existing customer under the original terms and conditions of service. Our request for rehearing was denied in May 2003. In that order, the FERC also required that we notify the FERC of Transco’s plans with regard to the transfer of the Central Texas facilities to Gas Processing. We replied that due to the numerous outstanding issues affecting the transfer of those facilities, we could not at that time predict the timing for the implementation of the transfer of the Central Texas facilities. Transco and the customer each also filed a request for rehearing of the FERC’s May 2003 order. On May 6, 2004, the FERC issued an order on rehearing effectively granting the customer’s request for rehearing. On June 7, 2004, we filed a request for rehearing of the May 6, 2004 order, which the FERC denied on July 6, 2004. On July 14, 2004, we filed a petition for review of the FERC’s orders with the D.C. Circuit Court. After we filed our initial brief, the FERC filed a motion for a voluntary remand of the record to permit the FERC to further consider the issues raised and to hold the proceedings in abeyance pending issuance of FERC orders on the matter. On February 11, 2005, the D.C. Circuit Court granted FERC’s motion and remanded the record of this proceeding to the FERC. On June 16, 2005, the FERC issued an order on remand, which, among other things, modifies the remedy adopted in its earlier orders to require Transco to reimburse the customer for any additional costs that it incurs following the transfer of the facilities and seeks to provide further support for its rulings in this proceeding. On July 18, 2005, we filed a request for rehearing of the June 16, 2005 order, which the FERC denied on February 21, 2006. While we have not yet transferred any of the facilities authorized for spin down to our affiliate, we continue to evaluate the option of doing so. At December 31, 2005, the net book value of these facilities was $20 million.

North High Island/West Cameron Systems and Central Louisiana System Spin-down Proceedings (Docket Nos. CP01-103 and CP01-104, and CP01-368 and CP01-369) In 2001 the FERC issued orders authorizing us to spin down only a portion of these systems to Gas Processing. All legal challenges of these FERC orders have been exhausted and while we have not yet transferred any of the facilities authorized for spin down to our affiliate, we continue to evaluate the option of doing so. On May 6, 2004, the FERC issued an order relating to the Central Louisiana system spin-down proceeding in which the FERC required Transco and Gas Processing to show cause, due to developments in another proceeding, why certain of the Central Louisiana facilities previously found to be gathering should not be classified as jurisdictional transmission facilities. We filed our response to the show cause order on July 6, 2004, arguing that the FERC should not alter its conclusion that the facilities serve a gathering function. On April 19, 2005, the FERC issued an order reversing its earlier finding and found that the facilities in question are jurisdictional transmission facilities. Transco and Gas Processing filed a request for rehearing of the FERC’s April 19, 2005 order, and on June 28, 2005, the FERC denied that request. On August 26, 2005, Transco and Gas Processing filed a joint petition for review of the FERC’s orders with the D.C. Circuit Court.

The net book value, at the application dates in 2001, of the North High Island/West Cameron and Central Louisiana facilities included in these two applications was approximately $27 million. 

South Texas Pipeline Facilities Abandonment Proceeding In May 2003, the FERC denied our request to abandon the South Texas pipeline facilities by sale to a third party. On June 25, 2003, Transco and the third party purchaser announced that they had agreed to terminate the purchase and sale agreement for the facilities. On July 6, 2004, we executed another agreement to sell the South Texas pipeline facilities to a third party, but on March 24, 2005, the FERC denied our application for authorization to effectuate the sale. The net book value of the South Texas pipeline facilities as of December 31, 2005 was approximately $14 million.

1999 Fuel Tracker (Docket No. TM99-6-29) On March 1, 1999, we made our annual filing pursuant to our FERC Gas Tariff to recalculate the fuel retention percentages applicable to our transportation and storage rate schedules, to be effective April 1, 1999. Included in the filing were two adjustments that increased the estimated gas required for operations in prior periods by approximately 8 billion cubic feet. Certain parties objected to the inclusion of those adjustments and the FERC accepted the filing to be effective April 1, 1999, subject to refund and to further FERC action. In subsequent orders, the FERC initially disallowed most of the adjustments, but later reconsidered that decision and allowed us to make the adjustments, with the requirement that we collect the adjustments over a seven-year period. Although several of our customers filed for rehearing of the FERC’s decision to allow us to recover the adjustments, the FERC denied the request for rehearing, and an appeal of the FERC’s decision was filed but later dismissed. In the second quarter of 2001, we recorded a $15 million reduction in the cost of natural gas transportation and reduced the related interest expense by $3 million to reflect the regulatory approval to recover the cost of gas required for operations in prior periods.

The FERC then issued orders in which it addressed our proposed method for recovering the permitted adjustments. The FERC determined that rather than collecting the revenue (including interest) represented by the adjustments, we should collect only the actual volumes comprising the adjustments. In the third quarter of 2002, as a result of the FERC’s determination, we recorded $3 million of interest expense that had been previously reduced in the second quarter of 2001. Certain customers filed requests for rehearing of the FERC’s decision, the FERC denied those requests and several parties filed a joint petition for review in the D.C. Circuit Court of the FERC’s order. In accordance with the FERC’s order, on January 21, 2004 we distributed refunds and assessed surcharges to our customers for the period April 1, 1999 through March 31, 2003. On March 10, 2004, we assessed further surcharges to our customers covering the period April 1, 2003 through January 31, 2004. We implemented the revised fuel retention factors resulting from application of the FERC’s order on a prospective basis beginning February 1, 2004. Following the filing of the petitioners’ initial brief in their appeal of the FERC’s orders, the FERC filed a motion with the D.C. Circuit Court requesting that the court remand the record of the proceeding to the FERC to permit the FERC to further consider the issues raised by the petitioners and to hold the appeal in abeyance pending issuance of any further FERC order on this matter. On November 29, 2004, the D.C. Circuit Court issued an order granting the FERC’s motion. Pursuant to a settlement agreement between Transco and petitioners, on April 5, 2005, the petitioners filed a motion with the FERC stating that they had determined that they no longer wished to contest the FERC’s orders that were under review in the appeal, and requested that the FERC issue an order terminating the remand proceeding. On June 1, 2005, the FERC issued an order terminating the remand proceeding which became final on July 1, 2005. On July 6, 2005, the petitioners filed a motion with the D.C. Circuit Court to dismiss their appeal with prejudice. On August 8, 2005, the D.C. Circuit Court granted the petitioners’ motion to dismiss their petition for review of the FERC’s orders. Consequently, we reversed in the third quarter a related liability which resulted in an increase to pre-tax income of approximately $14.2 million, of which $5.2 million arose as a result of fuel volumes recovered in 2005. We will continue to recognize monthly reductions to operating expenses through March 2006 resulting from additional recoveries relating to the 1999 Fuel Tracker.

FERC enforcement matter By order dated March 17, 2003, the FERC approved a settlement between the FERC staff and Williams, WPC and us which resolved certain FERC staff’s allegations. As part of the settlement, WPC agreed, subject to certain exceptions, that it will not enter into new transportation agreements that would increase the transportation capacity it holds on certain affiliated interstate gas pipeline, including Transco. We also agreed to pay a civil penalty in five equal installments, of which two $4 million installments will be paid in 2006 and 2007.

Legal Proceedings. 

Royalty claims and litigation In connection with our renegotiations with producers to resolve take-or-pay and other contract claims and to amend gas purchase contracts, we entered into certain settlements which may require that we indemnify producers for claims for additional royalties resulting from such settlements. Through our agent WPC, we continue to purchase gas under contracts which extend, in some cases, through the life of the associated gas reserves. Certain of these contracts contain royalty indemnification provisions, which have no carrying value. We have been made aware of demands on producers for additional royalties and such producers may receive other demands which could result in claims against us pursuant to royalty indemnification provisions. Indemnification for royalties will depend on, among other things, the specific lease provisions between the producer and the lessor and the terms of the agreement between the producer and us. Consequently, the potential maximum future payments under such indemnification provisions cannot be determined.

As a result of these settlements, we have been sued by certain producers seeking indemnification. We are currently a defendant in one such lawsuit. The producer claims damages, including interest calculated through December 31, 2005 of approximately $11 million. The Louisiana Court of Appeals affirmed a lower court’s judgment in our favor, and the producer is now seeking to have the case reviewed by the Louisiana Supreme Court.  See Note 10.

In 1998, the United States Department of Justice (DOJ) informed Williams that Jack Grynberg, an individual, had filed claims in the United States District Court for the District of Colorado under the False Claims Act against Williams and certain of its wholly-owned subsidiaries including us. Mr. Grynberg has also filed claims against approximately 300 other energy companies and alleges that the defendants violated the False Claims Act in connection with the measurement, royalty valuation and purchase of hydrocarbons. The relief sought is an unspecified amount of royalties allegedly not paid to the federal government, treble damages, a civil penalty, attorneys’ fees, and costs. In April 1999, the DOJ declined to intervene in any of the Grynberg qui tam cases, including the action filed against the Williams entities in the United States District Court for the District of Colorado. In October 1999, the Panel on Multi-District Litigation transferred all of the Grynberg qui tam cases, including those filed against Williams, to the United States District Court for the District of Wyoming for pre-trial purposes. In October 2002, the court granted a motion to dismiss Grynberg’s royalty valuation claims. Grynberg’s measurement claims remain pending against Williams, including us, and the other defendants, although the defendants have filed a number of motions to dismiss these claims on jurisdictional grounds. Oral argument on these motions occurred on March 17 and 18, 2005. In May 2005, the court-appointed special master entered a report which recommended that many of the cases be dismissed, including the case pending against certain of the Williams defendants, including Transco. The District Court is in the process of considering whether to affirm or reject the special master’s recommendations and heard oral arguments on December 9, 2005.

Hurricanes lawsuits We were named as a defendant in two class action petitions for damages filed in the United States District Court for the Eastern District of Louisiana in September and October 2005 arising from hurricanes that struck Louisiana in 2005. The class plaintiffs, purporting to represent all persons, businesses and entities in the State of Louisiana who have suffered damage as a result of the winds and storm surge from the hurricanes, allege that the operating activities of the two sub-classes of defendants, which all oil and gas pipelines that dredged pipeline canals or installed pipelines in the marshes of south Louisiana (including us) and all oil and gas exploration and production companies which drilled for oil and gas or dredged canals in the marshes of south Louisiana, have altered marshland ecology and caused marshland destruction which otherwise would have averted all or almost all of the destruction and loss of life caused by the hurricanes. Plaintiffs request that the court allow the lawsuits to proceed as class actions and seek legal and equitable relief in an unspecified amount. We are presently reviewing the petitions in preparation for filing responsive pleadings in these cases.

Environmental Matters
We are subject to extensive federal, state and local environmental laws and regulations which affect our operations related to the construction and operation of pipeline facilities. Appropriate governmental authorities enforce these laws and regulations with a variety of civil and criminal enforcement measures, including monetary penalties, assessment and remediation requirements and injunctions as to future compliance. Our use and disposal of hazardous materials are subject to the requirements of the federal Toxic Substances Control Act (TSCA), the federal Resource Conservation and Recovery Act (RCRA) and comparable state statutes. The Comprehensive Environmental Response, Compensation and Liability Act (CERCLA), also known as “Superfund,” imposes liability, without regard to fault or the legality of the original act, for release of a “hazardous substance” into the environment. Because these laws and regulations change from time to time, practices that have been acceptable to the industry and to the regulators have to be changed and assessment and monitoring have to be undertaken to determine whether those practices have damaged the environment and whether remediation is required. Since 1989, we have had studies underway to test some of our facilities for the presence of toxic and hazardous substances to determine to what extent, if any, remediation may be necessary. We have responded to data requests from the U.S. Environmental Protection Agency (EPA) and state agencies regarding such potential contamination of certain of our sites. On the basis of the findings to date, we estimate that over the next three years environmental assessment and remediation costs under TSCA, RCRA, CERCLA and comparable state statutes will total approximately $14 million to $16 million, measured on an undiscounted basis. This estimate depends upon a number of assumptions concerning the scope of remediation that will be required at certain locations and the cost of the remedial measures. We are conducting environmental assessments and implementing a variety of remedial measures that may result in increases or decreases in the total estimated costs. At December 31, 2005, we had a balance of approximately $14 million for these estimated costs recorded in miscellaneous current and accrued liabilities ($4.6 million) and other deferred credits ($9.5 million) in the accompanying Balance Sheet.

We consider prudently incurred environmental assessment and remediation costs and costs associated with compliance with environmental standards to be recoverable through rates. To date, we have been permitted recovery of environmental costs, and it is our intent to continue seeking recovery of such costs, through future rate filings. Therefore, these estimated costs of environmental assessment and remediation have also been recorded as other regulatory assets in the accompanying Balance Sheet.

We have used lubricating oils containing polychlorinated biphenyls (PCBs) and, although the use of such oils was discontinued in the 1970s, we have discovered residual PCB contamination in equipment and soils at certain gas compressor station sites. We have worked closely with the EPA and state regulatory authorities regarding PCB issues, and we have a program to assess and remediate such conditions where they exist. In addition, we commenced negotiations with certain environmental authorities and other programs concerning investigative and remedial actions relative to potential mercury contamination at certain gas metering sites. All such costs are included in the $14 million to $16 million range discussed above.

We have been identified as a potentially responsible party (PRP) at various Superfund and state waste disposal sites. Based on present volumetric estimates and other factors, our estimated aggregate exposure for remediation of these sites is less than $500,000. The estimated remediation costs for all of these sites have been included in the environmental reserve discussed above. Liability under CERCLA (and applicable state law) can be joint and several with other PRPs. Although volumetric allocation is a factor in assessing liability, it is not necessarily determinative; thus, the ultimate liability could be substantially greater than the amounts described above.

We are also subject to the federal Clean Air Act and to the federal Clean Air Act Amendments of 1990 (1990 Amendments), which added significantly to the existing requirements established by the federal Clean Air Act. The 1990 Amendments required that the EPA issue new regulations, mainly related to stationary sources, air toxics, ozone non-attainment areas and acid rain. During the last few years we have been installing new emission control devices required for new or modified facilities in areas designated as non-attainment by EPA. We operate some of our facilities in areas of the country currently designated as non-attainment with the one-hour ozone standard. In April 2004, EPA designated eight-hour ozone non-attainment areas. We also operate facilities in areas of the country now designated as non-attainment with the eight-hour ozone standard. Pursuant to non-attainment area requirements of the 1990 Amendments, and proposed EPA rules designed to mitigate the migration of ground-level ozone (NOx) in 22 eastern states, we are planning installation of air pollution controls on existing sources at certain facilities in order to reduce NOx emissions. We anticipate that additional facilities may be subject to increased controls within five years. For many of these facilities, we are developing more cost effective and innovative compressor engine control designs. Due to the developing nature of federal and state emission regulations, it is not possible to precisely determine the ultimate emission control costs. In March 2004 and June 2004, the EPA promulgated additional regulations regarding hazardous air pollutants; these regulations may impose controls in addition to the controls described above. The emission control additions required to comply with current federal Clean Air Act requirements, the 1990 Amendments, the hazardous air pollutant regulations, and the individual state implementation plans for NOx reductions are estimated to include costs in the range of $40 million to $45 million subsequent to 2005. EPA’s recent designation of new non-attainment areas will result in new federal and state regulatory action that may impact our operations. As a result, the cost of additions to property, plant and equipment is expected to increase. We are unable at this time to estimate with any certainty the cost of additions that may be required to meet new regulations, although it is believed that some of those costs are included in the ranges discussed above. Management considers costs associated with compliance with the environmental laws and regulations described above to be prudent costs incurred in the ordinary course of business and, therefore, recoverable through our rates.

Safety Matters
Pipeline Integrity Regulations We have developed an Integrity Management Plan that meets the United States Department of Transportation Pipeline and Hazardous Materials Safety Administration final rule pursuant to the requirements of the Pipeline Safety Improvement Act of 2002. In meeting the Integrity Regulations, we have identified the high consequence areas, including a baseline assessment and periodic reassessments to be completed within specified timeframes. Currently, we estimate that the cost to perform required assessments and remediation will be between $275 million and $325 million over the remaining assessment period of 2006 through 2012, a portion of which will be expensed beginning January 1, 2006 (see Note 1). Management considers the costs associated with compliance with the rule to be prudent costs incurred in the ordinary course of business and, therefore, recoverable through our rates.

Aging Pipeline Infrastructure While well maintained pipeline facilities can operate safely for decades, there are challenges associated with operating and maintaining aging pipeline infrastructure. Increased expenditures may be required to replace obsolete equipment and deteriorating pipeline infrastructure, such as pipeline coating and cathodic protection facilities

Summary
Litigation, arbitration, regulatory matters, environmental matters and safety matters are subject to inherent uncertainties. Were an unfavorable ruling to occur, there exists the possibility of a material adverse impact on the results of operations in the period in which the ruling occurs. Management, including internal counsel, currently believes that the ultimate resolution of the foregoing matters, taken as a whole and after consideration of amounts accrued, insurance coverage, recovery from customers or other indemnification arrangements, will not have a materially adverse effect upon our future financial position.

Other Commitments
Commitments for construction and gas purchases We have commitments for construction and acquisition of property, plant and equipment of approximately $126 million at December 31, 2005.We have commitments for gas purchases of approximately $271 million at December 31, 2005.

4. DEBT, FINANCING ARRANGEMENTS AND LEASES
Long-term debt At December 31, 2005 and 2004, long-term debt issues were outstanding as follows (in thousands):

	
	2005
	
	2004

	Debentures:
	
	
	

	
7.08% due 2026
	$7,500
	
	$7,500

	
7.25% due 2026
	200,000
	
	200,000

	

Total debentures
	207,500
	
	207,500

	Advances from associated companies

	6
	
	9

	Notes:
	
	
	

	
6-1/8% due 2005
	                -
	
	200,000

	
6-1/4% due 2008
	100,000
	
	100,000

	         Variable Rate due 2008
	75,000
	
	75,000

	
7% due 2011

	

300,000
	
	300,000

	
8.875% Note due 2012

	325,000
	
	325,000

	

Total notes
	800,000
	
	 1,000,000

	Total long-term debt issues
	1,007,506
	
	1,207,509

	
Less: Unamortized discount on long- term debt
	6,877
	
	7,651

	
Less: Current maturities
	-
	
	
199,991

	
	
	
	

	Total long-term debt, less current maturities

	$1,000,629
	
	$999,867


Aggregate minimum maturities (face value) applicable to long-term debt outstanding at December 31, 2005 are as follows (in thousands):


2008:

	6-1/4% Note
	
$
100,000


	Floating Rate Note

	
$
75,000


	
$
175,000


There are no maturities applicable to long-term debt outstanding for the years 2006, 2007, 2009 and 2010.

No property is pledged as collateral under any of our long-term debt issues.

During May 2005, we, together with Williams and Northwest Pipeline Corporation, an affiliate, amended and restated our $1.275 billion secured revolving credit facility (Credit Agreement), which is available for borrowings and letters of credit, resulting in certain changes, including the following:

•
added Williams Partners L.P. as a borrower for up to $75 million; 

•
provided Williams’ guarantee for the obligations of Williams Partners L.P. under this agreement;

•
released certain Williams’ midstream assets held as collateral and replaced them with our common stock; and

•
reduced commitment fees and margins. 

At December 31, 2005, letters of credit totaling $378 million, none of which are associated with us, have been issued and no revolving credit loans were outstanding. Transco and Northwest Pipeline each have access to $400 million under this facility to the extent not otherwise utilized by Williams. Interest is calculated based on a choice of two methods: a fluctuating rate equal to the facilitating bank’s base rate plus an applicable margin or a periodic fixed rate equal to LIBOR plus an applicable margin. We are required to pay a commitment fee (currently 0.325 % annually) based on the unused portion of the facility. The applicable margins and commitment fee are based on the relevant borrower’s senior unsecured long-term debt ratings.

On December 10, 2004, we issued $75 million of Floating Rate Senior Notes due 2008. Interest is payable on January 15, April 15, July 15, and October 15 of each year, beginning on April 15, 2005. The notes bear interest at the three-month LIBOR rate plus 1.28% and will mature on April 15, 2008. The interest rate as of December 31, 2005 was 5.88%. Interest on the notes is reset on each interest payment date. The notes are unsecured and unsubordinated indebtedness and rank equally with all of our other existing and future unsecured and unsubordinated indebtedness. The net proceeds from this offering were used to repay a portion of $200 million of our 6 1/8% Senior Notes that matured on January 15, 2005.

Restrictive covenants At December 31, 2005, none of our debt instruments restrict the amount of dividends distributable to WGP.

Lease obligations Prior to December 23, 1998, we had a 20-year lease agreement for our headquarters building (Williams Tower) which expired on March 29, 2004 (Williams Tower lease). On December 23, 1998, we assigned and transferred to Laughton, L.L.C. (Laughton), an affiliate, all our rights, title and interest in the Williams Tower lease and entered into an agreement to sublease the premises from Laughton through March 29, 2003 (Williams Tower sublease). During 2003, we entered into an agreement with Laughton to extend the Williams Tower sublease through March 29, 2004. All other terms of the Williams Tower lease were incorporated into the Williams Tower sublease, including sublease agreements between us and other parties that also expired on March 29, 2004.

On October 23, 2003, we entered into a new lease agreement for space in the Williams Tower. The lease term runs through March 31, 2014 with a one-time right to terminate on March 29, 2009. The future minimum lease payments under our various operating leases, including the Williams Tower lease are as follows (in thousands):

	
	Operating Leases

	
	Williams Tower
	
	Other Leases
	
	Total

	2006
	$ 4,329
	
	$2,239
	
	$  6,568

	2007
	   4,398
	
	     485
	
	    4,883

	2008
	   4,571
	
	     111
	
	    4,682

	2009
	   4,796
	
	     114
	
	    4,910

	2010
	   5,021
	
	     117
	
	    5,138

	Thereafter
	 16,956
	
	     499
	
	  17,455

	
Total net minimum obligations
	$40,071
	
	$3,565
	
	$43,636


Our lease expense was $14.1 million in 2005 and $12.7 million in 2004.

5. EMPLOYEE BENEFIT PLANS
Pension plans We participate in noncontributory defined benefit pension plans with Williams and its subsidiaries that provide pension benefits for our retired employees. Cash contributions related to our participation in the plans totaled $14.0 million in 2005 and $11.3 million in 2004.

At December 31, 2005 and 2004, we had recorded an additional minimum pension liability of $2.3 million and $1.6 million, respectively. As required by FERC accounting guidance, this balance was recorded as a regulatory asset instead of accumulated other comprehensive income.

Postretirement benefits other than pensions We participate in a plan with Williams and its subsidiaries that provides certain health care and life insurance benefits for our retired employees that were hired prior to January 1, 1996. The accounting for the plan anticipates future cost-sharing changes to the plan that are consistent with Williams’ expressed intent to increase the retiree contribution level, generally in line with health care cost increases. Cash contributions totaled $3.5 million in 2005 and $2.4 million in 2004. We recover the actuarially determined cost of postretirement benefits through rates that are set through periodic general rate filings. Any differences between the annual actuarially determined cost and amounts currently being recovered in rates are recorded as an adjustment to revenues and collected or refunded through future rate adjustments. 

Defined contribution plan Our employees participate in a Williams defined contribution plan. We recognized compensation expense of $4.8 million and $4.4 million in 2005 and 2004, respectively.

Employee stock-based awards On May 16, 2002, Williams stockholders approved The Williams Companies, Inc. 2002 Incentive Plan (the “Plan”). The Plan provides for common-stock-based awards to its employees and employees of its subsidiaries. Upon approval by the stockholders, all prior stock plans were terminated resulting in no further grants being made from those plans. However, options outstanding in those prior plans remain in those plans with their respective terms and provisions.

The Plan permits the granting of various types of awards including, but not limited to, stock options, restricted stock and deferred stock. Awards may be granted for no consideration other than prior and future services or based on certain financial performance targets being achieved. The purchase price per share for stock options may not be less than the market price of the underlying stock on the date of grant. Stock options generally become exercisable after three years from the date of grant and generally expire 10 years after grant.

On May 15, 2003, Williams’ shareholders approved a stock option exchange program. Under this program, eligible employees were given a one-time opportunity to exchange certain outstanding options for a proportionately lesser number of options at an exercise price to be determined at the grant date of the new options. Surrendered options were cancelled June 26, 2003 and replacement options were granted on December 29, 2003. We did not recognize any expense pursuant to the stock option exchange. However, for purposes of pro forma disclosures, we recognized additional expense related to these new options. The remaining pro forma expense on the cancelled options was amortized through 2004.

The following summary provides information about our employees’ stock option activity related toWilliams common stock for 2005 and 2004 (options in thousands):

	
	2005
	
	2004

	
	Options
	
	Weighted

Average

Exercise

Price
	
	Options
	
	Weighted

Average

Exercise

Price

	Outstanding – beginning of year
	  3,412
	
	
$ 14.94
	
	   3,689
	
	
$ 14.17

	Granted 
	     447
	
	
19.29
	
	      541
	
	
9.93

	Exercised
	   (935)
	
	
9.02
	
	    (741)
	
	
5.07

	Forfeited/expired 
	     (65)
	
	
29.87
	
	    (160)
	
	
23.80

	Employee transfers, net
	     535
	
	
-
	
	       83
	
	
-

	Outstanding – end of year
	  3,394
	
	
$ 16.56
	
	  3,412
	
	
$ 14.94

	
	
	
	
	
	
	
	

	Exercisable at year end
	  2,515
	
	
$ 17.10
	
	  2,765
	
	
$ 16.04

	
	
	
	
	
	
	
	


The following summary provides information about Williams common stock options that are outstanding and exercisable by our employees at December 31, 2005 (options in thousands):

	
	
	Stock Options Outstanding
	
	Stock Options Exercisable

	
	
	
	
	
	
	Weighted
	
	
	
	

	
	
	
	
	Weighted
	
	Average
	
	
	
	Weighted

	
	
	
	
	Average
	
	Remaining
	
	
	
	Average

	
	
	
	
	Exercise
	
	Contractual
	
	
	
	Exercise

	Range of Exercise Prices
	
	Options
	
	Price
	
	Life (years)
	
	Options
	
	Price

	$   2.27 to $ 10.00
	
	
1,715
	
	$
7.24
	
	
6.2
	
	
1,316
	
	$
6.42

	$ 14.80 to $ 15.89
	
	
284
	
	$
15.66
	
	
2.9
	
	
284
	
	$
15.66

	$ 19.29 to $ 31.56
	
	
832

	
	$
21.78
	
	
6.1
	
	
352
	
	$
25.18

	$ 34.54 to $ 42.29
	
	
563
	
	$
37.74
	
	
2.2
	
	
563
	
	$
37.74

	Total
	
	
3,394
	
	$
16.56
	
	
5.2
	
	
2,515
	
	$
17.10

	
	
	
	
	
	
	
	
	
	
	


The estimated fair value at date of grant of options for Williams common stock granted in 2005 and 2004, using the Black-Scholes option pricing model, is as follows:

	
	2005 
	
	2004 
	

	Weighted-average grant date fair value of options for Williams common stock granted during the year

	$ 6.70
	
	$ 4.54
	

	Assumptions:

Dividend yield

	   1.6%
	
	   0.4%
	

	   Volatility
	 33.3%
	
	    50%
	

	Risk-free interest rate
	 4.05%
	
	   3.3%
	

	Expected life (years)
	   6.5
	
	   5.0
	


Pro forma net income, assuming we had applied the fair-value method of SFAS No. 123, “Accounting for Stock-Based Compensation” in measuring compensation cost beginning with 1997 employee stock-based awards, is disclosed under “Employee stock-based awards” in Note 1.

6. INCOME TAXES
Following is a summary of the provision for income taxes for 2005 and 2004 (in thousands):

	
	2005
	
	2004

	
	
	
	(Restated)

	Federal:
	
	
	

	   Current
	$
95,106
	
	$
64,186

	   Deferred
	
9,049
	
	
31,596

	
	
104,155
	
	
95,782

	State and municipal:
	
	
	

	   Current
	
14,174
	
	
11,781

	   Deferred
	
1,172
	
	
4,095

	
	
15,346
	
	
15,876

	
	
	
	

	Provision for income taxes
	$
119,501
	
	$
111,658


Following is a reconciliation of the provision for income taxes at the federal statutory rate to the provision for income taxes (in thousands):

	
	2005
	
	2004

	
	
	
	(Restated)

	
	
	

	 Taxes computed by applying the federal

 statutory rate 
	$
114,109
	
	$
113,566

	   State and municipal income taxes
	
10,230
	
	
10,319

	   Reverse accrual for income tax contingency 
	  
-

	
	
(10,714)
             

	   Excess deferred taxes

	
(3,350)
	
	
-

	   Other, net
	
(1,488)
	
	
(1,513)

	
	
	
	

	Provision for income taxes
	$
119,501
	
	$
111,658


We provide for income taxes using the assets and liability method as required by SFAS No. 109, “Accounting for Income Taxes.” During 2005, as a result of the reconciliation of our tax basis and book basis assets and liabilities, we recorded a $3.3 million tax benefit adjustment to reduce the overall deferred income tax liabilities on the Balance Sheet.

During 2004, we reversed $10.7 million of tax reserves that had been recorded in earlier years as a result of our assessment of remaining tax contingencies.

Significant components of deferred income tax assets and liabilities as of December 31, 2005 and 2004 are as follows (in thousands):

	
	2005
	
	2004

	
	
	
	(Restated)

	Deferred tax liabilities
	
	
	

	Property, plant and equipment
	$
573,792
	
	$
529,837

	Deferred charges
	
23,450
	
	
35,717

	Regulatory liabilities
	
44,573
	
	
-

	Other

	
-
	
	
10,408

	Total deferred tax liabilities
	
641,815
	
	
575,962

	
	
	
	

	Deferred tax assets
	
	
	

	Estimated rate refund liability
	
1,402
	
	
3,430

	Accrued payroll and benefits
	
27,476
	
	
8,493

	Deferred state income taxes
	
21,762
	
	
21,760

	Other accrued liabilities
	
25,721
	
	
8,650

	Investments
	
4,656
	
	
-

	Other

	
18,987
	
	
2,039

	Total deferred tax assets
	
100,004
	
	
44,372

	
	
	
	

	Net deferred tax liabilities
	$
541,811
	
	$
531,590


7. FINANCIAL INSTRUMENTS
Fair value of financial instruments The carrying amount and estimated fair values of our financial instruments as of December 31, 2005 and 2004 are as follows (in thousands):

	
	Carrying Amount
	
	Fair Value

	
	2005
	
	2004
	
	2005
	
	2004

	
	
	
	
	
	
	
	

	Financial assets:
	
	
	
	
	
	
	

	Cash and working funds
	$         362
	
	$        221
	
	$       362
	
	$         221

	Short-term financial assets
	    124,708
	
	   297,435
	
	  124,708
	
	    297,435

	    Long-term financial assets
	        2,741
	
	       2,314
	
	      2,741
	
	        2,314

	Financial liabilities:
	
	
	
	
	
	
	

	Long-term debt
	1,000,629
	
	1,199,858
	
	1,085,641
	
	 1,308,947

	
	
	
	
	
	
	
	


For cash and short-term financial assets (third-party notes receivable and advances to affiliates) that have variable interest rates, the carrying amount is a reasonable estimate of fair value due to the short maturity of those instruments. For long-term financial assets (long-term receivables), the carrying amount is a reasonable estimate of fair value because the interest rate is a variable rate.

The fair value of our publicly traded long-term debt is valued using indicative year-end traded bond market prices. Private debt is valued based on the prices of similar securities with similar terms and credit ratings. At both December 31, 2005 and 2004, approximately 93 percent of our long-term debt was publicly traded. We use the expertise of outside investment banking firms to assist with the estimate of the fair value of our long-term debt.

Credit and market risk As of December 31, 2005 and 2004, we had trade receivables (net of allowance) of $91 million and $93 million, respectively. Our credit risk exposure in the event of nonperformance by the other parties is limited to the face value of the receivables. We perform ongoing credit evaluations of our customer’s financial condition and require collateral from our customers, if necessary. We have not historically experienced significant credit losses in connection with our trade receivables.

As a participant in Williams’ cash management program, we make advances to and receive advances from Williams. Advances are stated at the historical carrying amounts. As of December 31, 2005 and 2004, we had advances to affiliates of $124 million and $297 million, respectively. Advances to affiliates are due on demand. Williams has indicated that it currently believes that it will continue to have the financial resources and liquidity to repay these advances. Prior to April 29, 2004, the advances were made to and from our parent company, WGP.

8. TRANSACTIONS WITH MAJOR CUSTOMERS AND AFFILIATES
Major Customers In 2005, operating revenues received from Public Service Enterprise Group, Piedmont Natural Gas Company, and Keyspan Corporation, our three major customers, were $112.2 million, $97.1 million, and $82.8 million respectively. In 2004, our three major customers were Piedmont Natural Gas Company, PSEG Energy Resources & Trade, LLC, and Philadelphia Gas Works, providing operating revenues of $168.3 million, $115.1 million, and $92.5 million, respectively.

Affiliates Included in our operating revenues for 2005 and 2004 are revenues received from affiliates of $87.1 million and $119.3 million, respectively. The rates charged to provide sales and services to affiliates are the same as those that are charged to similarly-situated nonaffiliated customers.

Through an agency agreement with us, WPC manages our jurisdictional merchant gas sales. For the years ended December 31, 2005 and 2004, included in our cost of sales is $5.5 million and $14.3 million, respectively, representing agency fees billed to us by WPC under the agency agreement.

Included in our Operation Expenses for 2005 and 2004 is purchased gas cost from affiliates, excluding the agency fees discussed above, of $75.7 million and $211.2 million, respectively. All gas purchases are made at market or contract prices.

We have long-term gas purchase contracts containing variable prices that are currently in the range of estimated market prices. Our estimated purchase commitments under such gas purchase contracts are not material to our total gas purchases. Furthermore, through the agency agreement with us, WPC has assumed management of our merchant sales service and, as our agent, is at risk for any above-spot-market gas costs that it may incur.

Williams has a policy of charging subsidiary companies for management services provided by the parent company and other affiliated companies. Included in our Operation Expenses for 2005 and 2004  were $50.6 million and $45.1 million, respectively, for such corporate expenses charged by Williams and other affiliated companies. Management considers the cost of these services to be reasonable.

Beginning in May 1995, WFS operated our production area facilities pursuant to the terms of an operating agreement. In response to FERC Order No. 2004, we terminated the operating agreement and effective June 1, 2004, we resumed operating these facilities. Included in our Operation Expenses and Maintenance Expenses for 2004 is $15.5 million charged by WFS to operate our gas gathering facilities.

Effective June 1, 2004 and pursuant to an operating agreement, we serve as contract operator on certain WFS facilities. We recorded reductions in operating expenses for services provided to WFS for $7.5 million and $3.8 million in 2005 and 2004 respectively, under terms of the operating agreement.

In April 2005, we sold our interest in certain gas pipeline and related facilities and equipment, located in the Ship Shoal Area, Offshore Louisiana, to Williams Mobile Bay Producer Services, L.L.C., an affiliated company, for $6.9 million. The sale of these assets was at book value, and resulted in no gain or loss.

9. STATEMENT OF CASH FLOW

	
	2005
	
	2004

	Account 131 Cash
	$ 361,752
	
	$ 221,245 

	Account 135 Working Funds
	               -
	
	            -

	Cash and cash equivalents at end of year
	$ 361,752
	
	$ 221,245


For the years ended December 31, 2005 and 2004, we paid $77,296,671 and $83,333,806, respectively, for interest (net of amount capitalized), $122,382,651 and $47,989,977, respectively, for income taxes.  We received $122,051 and $46,000 in income tax refunds in 2005 and 2004, respectively. 

10. SUBSEQUENT EVENT

On April 3, 2006, we learned that the Louisiana Supreme Court denied the producer's request on March 31, 2006 to have the royalty indemnification case reviewed by the Court (See Note 3 Contingent Liabilities and Commitments - Legal Proceedings - Royalty claims and litigation).  As a result, we expect to reverse a reserve of approximately $7 million in our first quarter 2006 financial statements. 

