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UNITED STATES OF AMERICA

BEFORE THE

FEDERAL ENERGY REGULATORY COMMISSION

Transcontinental Gas Pipe Line Corporation

    Docket No. RP06-___
PREPARED DIRECT TESTIMONY

OF 

L. PAUL REYNOLDS
Q.
Please state your name, occupation, and business address.

A.
My name is L. Paul Reynolds.  I am a Director of Corporate Accounting for The Williams Companies, Inc. (“Williams”).  My business address is One Williams Center, Tulsa, Oklahoma 74172.

Q.
Please summarize your educational and business background.

A.
I received a Bachelor of Science degree in Education from the University of Central Oklahoma in 1978.  I also received a Masters of Education from the same university in 1980.  Both degrees had a Business emphasis and I accumulated 33 credit hours of Accounting.  I began working for Williams Gas Pipelines Central, Inc. (“Central”) in 1980 as a Budget Analyst.  I was promoted to Budgets and Planning Supervisor in 1984 and Budgets and Forecasts Manager in 1988.   From 1995 to 2000, I was Controller for Central and was responsible for the complete array of financial services for that business.  In 2000, I began working for Williams as Director of Payroll.  In 2002, I was named Director/Operations Leader of Enterprise Financial Services.  In this position, I was responsible for shared service accounting processes, including accounts payable, property accounting, payroll, cash application and customer service, and I directed efforts to implement best practice processes in each functional area.  I assumed my present position as Director of Corporate Accounting in 2005, where my responsibilities have included oversight of the parent company accounting records and issues, relationship management of the Williams accounting processes outsourced to IBM, oversight of Williams-wide transactional accounting processes and rate case preparation activities.
Q.       Have you previously submitted testimony in proceedings before the Commission?

A.        Yes.  I submitted testimony on corporate service and management costs, including overheads, in Northwest Pipeline Corporation’s general rate proceeding in Docket No. RP06-416.

Q.
What is the purpose of your direct testimony in this proceeding?

A.
I will present information about corporate service and management costs, including overheads, totaling $85,957,378 charged to Transco during the base period (June 2005 through May 2006) by its parent company, Williams. I also will explain certain test period adjustments to these costs. These adjustments are shown in Statement H-1 of Transco’s filing, which is described and sponsored by Transco’s witness Charlotte Hutson.
Q.
How has the Williams corporate structure changed in recent years?

A.
As this decade began, Williams was a much larger corporation than it is today.  Total employees numbered approximately 25,000 and Williams was involved in a number of different businesses, including significant operations in telecommunications, energy marketing and trading, refined products pipelines, convenience stores and travel centers, oil refineries, gathering and processing, and owning and operating five major natural gas pipelines.  A number of different processes and financial systems were being used and supported by the different business units.  Williams determined that, by eliminating the duplication of similar support services that were provided through different systems or processes and also adopting the use of common processes reflecting best practices, Williams would likely be able to produce greater efficiencies and help contain costs within each of the business units by consolidating such support services as part of centrally managed services to be provided at the corporate level.

Q.
What were some of the support functions that began to be managed centrally by Williams at the corporate level, rather than at the business units?

A.
Information technology, including infrastructure support and applications maintenance; human resources, including payroll, relocation services and employee records; risk management; finance and accounting, including general and property accounting, accounts payable, federal, state and ad valorem taxes and treasury services; corporate communications; and facilities support and administration. 

Q.
Were there any events that caused other changes to be made in the Williams corporate structure?

A.
Yes.  The first significant change Williams made was in March 2001, when it elected to spin off its telecommunications business.  The next was in 2002 when, in partial reaction to the Enron bankruptcy and the California energy crisis, new financial liquidity requirements were imposed on Williams by banks and credit counterparties.  As a result, in order to meet debt obligations and ongoing cash requirements, Williams sold a number of its assets.  Some of these asset sales included: Kern River Gas Transmission Company, Texas Gas Transmission Corporation, Central, Williams Pipe Line, MidAmerica Pipeline, two major refineries located in Alaska and Tennessee, two ethanol plants, travel centers and a significant number of gathering assets located in Canada.

Q.
What then occurred with the corporate support services?

A.
Williams downsized the corporate services functions in order to reduce Williams’ overheads and more closely align its costs to the new overall size of the Williams corporation.  After all of these changes, including asset sales, the total number of Williams employees was reduced to fewer than 4,000 by year-end 2004. 

Q.
What other changes did Williams make to manage its corporate costs?

A.
Williams decided to outsource components of the information technology, finance and accounting and human resource functions to IBM.  Additional information about this outsourcing is provided by Transco witness Paul Nelson.  Although the IBM service costs charged to Williams and its subsidiaries are included in the total corporate service costs of $85,957,378 cited earlier in my testimony, Mr. Nelson will provide support for the ongoing IBM service cost component in his testimony.   
Q.
In addition to the efficiencies that Williams sought to achieve in undertaking this downsizing and outsourcing of corporate services, are there other ways that these changes have affected Transco’s share of Williams’ corporate overhead costs?

A.
Yes.  The reduction in the number of business units or subsidiaries within Williams has also had the effect of increasing Transco’s proportionate share of Williams’ overall business and, accordingly, its share of allocated corporate overheads.  


Q.
What methodology does Williams use to charge costs to its subsidiary business units?

A.
Williams’ support services are directly charged to the business units that directly benefit from the services provided.  This often occurs through direct assignment of all costs associated with corporate personnel who are designated to serve the needs of a specific business unit.  It also occurs through the use of specific assignments having a relationship with the delivery of services, like some human resource services costs that are allocated on employee headcount.  For residual overhead costs that are not readily assignable to a specific business unit, Williams follows the “Modified Massachusetts” formula to charge costs to Transco and the rest of its subsidiaries. The Modified Massachusetts formula is a Commission–accepted method for allocating corporate overhead costs to subsidiaries based on direct labor, gross plant and net revenues. 
Q.
Have you reviewed the various Williams functions and costs Williams is directly charging to Transco and other subsidiaries?

A.
Yes.  Specific examples of Williams’ direct charges to subsidiaries include: (1) all costs of Williams corporate employees who are wholly dedicated to individual subsidiaries, such as on-site legal, information technology and human resources support; (2) certain IBM-outsourced activities based on each subsidiary’s direct units of consumption; (3) direct use of any corporate aircraft, and (4) corporate employees who directly charge their labor to various business units based on the time spent in providing service to those respective units.

Q.
What are examples of corporate overhead costs that are allocated by Williams to its subsidiaries using specific allocation factors?

A.
Some specific allocations are based on headcount, such as Williams’ compensation benefits departments.  Another example is Williams’ records storage services, which are billed directly to subsidiaries based on boxes stored on behalf of a specific business unit.

Q.
What is Transco’s percentage of the allocation of the residual, indirect corporate overhead costs under the Modified Massachusetts formula? 
A.
During the base period, Transco’s share of the residual, indirect corporate overhead costs was, on average, 33.8 percent.

Q.
Have you examined the costs that Williams billed to Transco during the base period to determine whether any of the costs incurred during that period represent one-time or non-recurring events?

A.
Yes.  I found that certain shareholder litigation costs and expenses associated with litigation under the Employee Retirement Income Security Act of 1974 are non-recurring.  These costs totaled $24,685,109 in the base period, of which Transco’s allocated portion was $8,452,027.


In addition, costs associated with a December 2005 water main break in Tulsa that affected the Williams corporate headquarters building, net of insurance reimbursements, are not recurring.  In the base period, Transco’s allocated share of these costs was $1,867,024.  

Because these litigation and disaster recovery costs are non-recurring, Transco has excluded its allocated share of such amounts from its proposed cost of service.  These adjustments, as well as all other adjustments discussed in my testimony, are reflected in the schedules sponsored by Transco witness Ms. Charlotte Hutson.

Q. Are there any transition-related costs that Transco experienced in the base period that relate to ongoing activities that will continue to benefit Transco?

A. Yes.  Williams incurred costs in the base period to transition outsourced processes and activities into the IBM organization.  The total costs Williams incurred during the base period were $6,955,550, of which Transco was allocated $2,528,150.  Williams expects to incur another $2,828,335 of additional outsourcing transition costs during the test period, of which Transco’s allocated share is $959,382.  As these costs are unique to the start-up of the outsourcing arrangement, yet provide value to Transco and its customers over the long-term, Transco is seeking recovery of its allocated share of base period and projected test period costs over a three-year amortization period, or $1,162,510 annually. 

As an additional part of its efforts to create efficiencies, Williams implemented a common financial system for the benefit of all subsidiaries during 2004 and 2005.  Most costs of the implementation were capitalized and Transco is seeking recovery of its portion as such.  However, certain other costs related to the implementation were expensed under accounting rules (American Institute of Certified Public Accountants Statement of Position 98-1).  These costs include (among others) business process re-engineering, training, data conversion and ongoing support activities.  In aggregate, these costs totaled $2,918,325 during the base period, of which Transco was allocated $998,260.  Williams projects that it will incur another $3,150,000 for process modification, training and other related efforts for the common financial system during the test period, of which Transco’s allocated share is $1,077,508.  Transco is also seeking recovery of its allocated share of these base period and projected test period costs over a three-year amortization period, or $691,923 annually.

Q.
Have you examined the costs that Williams billed to Transco during the base period to determine whether there are any new events or trends that may need to be annualized to properly reflect the costs that Transco will be incurring in the future?

A.
Yes.  Accounting and program changes that affect costs associated with Williams’ stock options and deferred stock incentive pay programs became effective during the base period.  The estimated impact has been calculated and annualized to reflect representative, ongoing costs to Transco.  

With the implementation of Statement of Financial Accounting Standards No. 123, Share-Based Payments (SFAS 123R), the accounting for stock options now fairly reflects the cost to Williams associated with this component of employee compensation.  Pursuant to this new requirement, Williams and Transco recorded these costs beginning in January 2006.  Consequently, the costs associated with the stock options are only reflected in the last five months of the base period.  Additionally, Williams changed its stock compensation plan beginning with the spring 2006 annual awards to effectively reduce the number of stock options granted to management employees, while increasing the number of deferred stock awards to management employees.  As a consequence of (1) the base period including only a partial year of stock option expense, and (2) the impact of the program changes, test period adjustments to reflect a representative, ongoing cost of Transco’s portion of both the deferred stock expense and stock options expense for Williams corporate employees have been included in determining Transco’s cost of service.  These adjustments are based on the estimated annual cost of the spring 2006 awards determined using SFAS 123R accounting rules, with Transco’s portion calculated using the base period actual Modified Massachusetts allocation percentage.  
The annual cost of the stock options expense is projected to be $10,407,732, of which Transco’s allocation is estimated at $3,517,449.  The actual, base period stock options expense (only five months, as previously described) was $5,972,441, of which Transco’s calculated portion was $2,018,476, also using the actual, base period Modified Massachusetts allocation percentage.  The difference between the allocated amounts, $1,498,973, is included as a test period adjustment for stock options expense.  
The annual cost of the deferred stock awards is projected to be $10,641,245 of which Transco’s allocation is estimated to be $3,596,368.  The actual base period deferred stock expense was $6,709,697 of which Transco’s calculated portion is $2,267,643.  The difference of $1,328,725 between the allocated amounts is included as a test period adjustment for deferred stock expense.  
Q.
Are you aware of other events related to Williams’ overheads or service costs that will occur during the test period and which will have reasonably known and measurable effects that should be reflected as adjustments to Transco’s base period cost of service?

A.
Yes.  In addition to the items previously noted, Williams anticipates adjustments to its corporate employees’ base salaries and wages prior to the end of the test period.  Base salary and wage adjustments are contemplated annually by Williams for all its business units and corporate functions.  Williams currently projects an average increase of 4.9% in salaries and wages for Williams’ corporate employees, effective in early 2007, prior to the end of the test period. Consequently, an adjustment for Transco’s portion of that projected increase was calculated by annualizing the actual May 2006 corporate salaries and wages assigned to Transco and multiplying the product by 4.9%.  The resulting test period adjustment is an $806,721 increase. 
Also, Williams’ annual property insurance premiums increased effective May 1, 2006 to $509,253 from the base period amount of $313,656.  Transco’s allocated portion of this increase is $66,293.  This test period adjustment has been combined with Transco’s allocated amount for the base period, resulting in a total of $172,600 for Transco’s share of Williams’ property insurance premiums.  

Q.
In your review of the base period charges to Transco by Williams, did you find any recurring corporate charges that you determined Transco should not include in its cost of service for rate making purposes?

A.
Yes.  Transco has eliminated costs allocated by Williams related to unused office space held by Williams in its Tulsa headquarters facility where such unused space had been used to support Williams’ activities for which Transco would not normally receive an allocated cost.  I identified $1,662,130 of such costs that had been charged to Transco during the base period.   Likewise, Transco has not included any identified costs that were allocated by Williams for Williams’ legal or administrative efforts in managing continuing affairs of former Williams subsidiaries not associated with Transco.  These identified and allocated costs totaled $1,137,332 in the base period, of which Transco’s share was $391,663.  Finally, Transco has eliminated costs associated with Williams’ Terrapin Hill lodge facility located in northeast Oklahoma.  This facility is maintained by Williams primarily for business-related activities, but is also used by Williams’ employees for personal use.  During the base period, a significant amount of usage was personal, rather than business.  Consequently, Transco’s entire allocation of $44,044 has been eliminated.  

Q.
What other adjustments have been made to Williams’ cost assignments to Transco?
A.
Williams leases three aircraft, which it maintains at a Williams-owned facility in Tulsa.  Williams maintains a flight log, which specifies the business purpose of each flight.  During the base period, flight costs were generally charged directly to the entity requesting the flight based on an established rate per flight hour and a flight reservation fee.  All other Williams aircraft costs, including the annual lease costs, were allocated via the Modified Massachusetts formula.  
A review was conducted of the flight logs for the base period to confirm that the business purpose of a flight was the actual basis for cost assignment.  Based on this review, an adjustment was calculated to reflect the direct assignment of flight costs to particular business entities in those instances where the actual cost assignment was not correlated to the business purpose.  Additionally, an adjustment was made to directly assign the annual lease cost of the aircraft ($3,725,940) based on the per flight hour costs that were directly assigned during the base period, including the adjustment for business purpose correlation previously mentioned.  The net result of these adjustments, which are intended to maximize direct assignment of costs where possible, is a test period reduction in Transco’s overall share of assigned aircraft costs of $511,116.  



Williams has also recorded items related to prior periods that reduced its franchise tax expense during the base period.  The total prior period amounts were a credit of $1,698,356, bringing the base period amount on the books for franchise tax expense to a credit balance of $1,238,345, of which Transco was allocated a credit amount of $419,710 based on the Modified Massachusetts formula.  After the elimination of the prior period credit, the resulting annual franchise tax expense is $460,011, which reflects Williams’ annual recurring cost.  Transco’s allocated portion of these costs is $155,910.  Therefore, the proposed adjustment relating to franchise tax expenses reflects a net increase in expenses of $575,620.

Q.
Please summarize the impact of the test period adjustments to Transco’s corporate overhead costs that you have proposed in your testimony.

A.
The net effect of all the test period adjustments I am proposing regarding Transco’s corporate overhead expenses is a $10,323,641 decrease in Williams’ costs assigned to Transco during the base period.  This amount is reflected as adjustment #14 in Statement H-1, Part 15.
Q.  
Does this conclude your direct testimony?

A.
Yes.

