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1. Corporate Structure and Control

Pine Needle LNG Company, LLC (“Pine Needle”) is a limited liability company formed on August 8, 1995, under the North Carolina Limited Liability Company Act, for the purpose of constructing and operating a liquefied natural gas (“LNG”) storage facility (“Facility”) approximately one mile from Transcontinental Gas Pipe Line Corporation’s (“Transco”) main line in Guilford County, North Carolina. Pine Needle is owned by five companies, collectively referred to as “members” (see table below):

	Piedmont Interstate Pipeline Company (“PIPC”)
	40%

	TransCarolina LNG Company (“TransCarolina”)
	          35%

	PSNC Blue Ridge Corporation (“PSNC”)
	17%

	Hess Pine Needle Company (“Hess”)
	5%

	Municipal Gas Authority of Georgia (“MGAG”)
	3%


On May 17, 2004, Hess LNG Company changed its name to Hess Pine Needle Company.

MGAG does not participate in cash distributions of amounts collected in revenues for income taxes nor is MGAG’s members’ equity account credited for any amounts collected in revenues related to income taxes.

Pine Needle is managed by a committee consisting of representatives from each of its members. Pine Needle has no employees.

The Articles of Organization for Pine Needle provide that the latest date on which Pine Needle is to be dissolved is December 31, 2035. However, the members intend to make a filing with the North Carolina Secretary of State prior to such date to extend the term of Pine Needle.

2. Summary of Significant Accounting Policies

Nature of Operations

The Facility serves customers in North Carolina, Georgia, and Alabama, with a capacity to liquefy 20 million cubic feet of gas per day (MMcf/d), vaporize 400 MMcf/d, and provide 4 billion cubic feet (Bcf) of gas storage.

Basis of Presentation

The accompanying financial statements were prepared on a historical basis as required by the Federal Energy Regulatory Commission (FERC) in accordance with its uniform system of accounts and published accounting releases, which do not necessarily conform with accounting principles generally accepted within the United States.

Pine Needle is regulated by the FERC. Pine Needle’s rates are designed using the straight fixed-variable (“SFV”) method of rate design. Under the SFV method of rate design, all fixed costs, including return on equity and income taxes, are included in a demand charge to customers. Pine Needle is subject to accounting standards provided in Statement of Financial Accounting Standards Board (“SFAS”) No. 71, Accounting for the Effects of Certain Types of Regulation. SFAS No. 71 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 reasonable to assume 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 nonregulated 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, and other costs and taxes included in, or expected to be included in, future rates. As a rate-regulated entity, Pine Needle’s 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.

Pine Needle Operating Company (“PNOC”), a wholly owned subsidiary of Transco, operates the Facility and provides various services for Pine Needle under the terms of a Construction, Operation, and Maintenance (“COM”) agreement between Pine Needle and PNOC.  PNOC is reimbursed by Pine Needle for costs and expenses incurred to operate the Facility and render such services.  The Facility was placed into service on May 1, 1999.

Property, Plant and Equipment

Property, plant, and equipment is recorded at cost. The FERC-approved utility plant depreciation rate is 2.5% per year. Depreciation of general plant is provided on a group basis at straight-line rates.  Gains or losses from the ordinary sale or retirement of property, plant, and equipment are credited or charged to accumulated depreciation; other gains or losses are recorded in net income.

Accounting for Income Taxes

As a North Carolina limited liability company (“LLC”), Pine Needle is not a taxable entity for income tax purposes. However, amounts equivalent to current and deferred income tax expense based on corporate tax rates are presented in the accompanying income statements since income taxes are a cost component for Pine Needle’s currently effective rates.

Revenue Recognition

Pine Needle recognizes revenues for its monthly demand charges, excess vaporization charges, interruptible LNG delivery service, and related trade receivable in the period service is provided based upon contractual terms and rates approved by the FERC. Pine Needle is subject to FERC regulations and, accordingly, certain revenues collected may be subject to possible refunds upon final orders in pending cases. Pine Needle records rate refund liabilities considering Pine Needle 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. There are no pending cases or associated rate refund liabilities at December 31, 2005 and 2004. On August 1, 2002, Pine Needle filed with the FERC in Docket No. RP02-407-000 a general rate case pursuant to Section 4 of the Natural Gas Act (“NGA”). On January 30, 2003, the presiding Administrative Law Judge certified to the FERC an uncontested settlement of the rate case, and on March 14, 2003, the settlement was approved by the FERC. The settlement settles Pine Needle’s cost of service until the earlier of (i) the effectiveness of Pine Needle’s next Section 4 general rate filing or (ii) the effective date of a change to Pine Needle’s rates directed by a FERC order pursuant to NGA Section 5. Pursuant to the settlement, Pine Needle has agreed to file a general rate case no later than May 1, 2006, three years from the effective date of the settlement cost of service.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires management to make estimates and assumptions that affect the amounts reported in the financial statements and accompanying notes. On an ongoing basis, Pine Needle evaluates its estimates, including those related to revenues subject to refund, bad debts, materials and supplies obsolescence, property, plant, and equipment, and other long-lived assets, income taxes, and contingent liabilities. Pine Needle bases its estimates on historical experience and on various other assumptions that are believed to be reasonable under the circumstances, the results of which form the basis for making judgments about the carrying values of assets and liabilities that are not readily apparent from other sources. Actual results could differ from such estimates.

Statement of Cash Flows

Pine Needle uses 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. Pine Needle includes short-term, highly liquid investments that have a maturity of three months or less as cash equivalents.  Pine Needle made $3.0 million and $3.2 million of interest payments in 2005 and 2004, respectively.
Special Deposits

Pine Needle’s special deposits include three restricted cash accounts which are required by the March 1998 long-term debt agreement. The accounts are for debt service, insurance proceeds, and collateral. The long-term debt agreement requires that all payments received from customers be deposited into the collateral account. Pine Needle must send a request to the trustee in order to withdraw money from the collateral account. Pine Needle is required to keep cash equal to six months of interest costs on deposit in the debt service account. The long-term debt agreement also requires the insurance company to deposit in the insurance proceeds account any amounts paid on Pine Needle insurance claims.

Derivative Instruments and Hedging Activities

Pine Needle accounts for derivative instruments and hedging activities under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities.  The standard requires that all derivative financial instruments be recorded on the balance sheet at fair value. Changes in fair value derivatives will be recorded each period in earnings if the derivative does not qualify as a hedge. If a derivative qualifies as a hedge, changes in the fair value of the derivative will either be recognized in earnings along with the change in fair value of the hedged asset, liability, or firm commitment also recognized in earnings or recognized in other comprehensive income. The ineffective portion of a derivative’s change in fair value will be recognized immediately in earnings.

The only derivative instrument that Pine Needle has entered into is an interest-rate swap agreement to modify the interest characteristics of its long-term debt. This agreement is designated for the principal balance and term of Pine Needle’s debt obligation. This agreement involves the exchange of amounts based on a fixed interest rate for amounts based on variable interest rates without an exchange of the notional amount upon which the payments are based. The difference to be paid or received is accrued and recognized as an adjustment of interest accrued. Any gains and losses from terminations of interest-rate swap agreements would be deferred and amortized as an adjustment of interest expense on the outstanding debt over the remaining original term of the terminated swap agreement. In the event the designated debt is extinguished, gains and losses from terminations of interest-rate swap agreements would be recognized into income (loss). 

Recent Accounting Standards

In March 2005, the FASB issued Interpretation (FIN) 47, “Accounting for Conditional Asset Retirement Obligations-an interpretation of FASB Statement No. 143.” The Interpretation clarifies the term conditional asset retirement obligation, 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.  This Interpretation also clarifies when an entity would have sufficient information to reasonably estimate the fair value of an asset retirement obligation.  The effective date of this Interpretation is no later than the end of the fiscal year ending after December 15, 2005.  We have assessed the impact of this Interpretation on our financial statements and believe the effect is not material.

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’ financial statements, except for explicit transition provisions provided for in any existing accounting  pronouncements, including those in the transition phase when SFAS No. 154 becomes effective.

Reclassifications

Certain reclassifications have been made in the 2004 Statement of Cash Flows to conform to the 2005 presentation.
3. Contingent Liabilities and Commitments

Limitation of Members’ Liability to Third Parties

Pursuant to the operating agreement of Pine Needle, no member or representative shall be held liable for the debts, obligations, or liabilities of Pine Needle by reason of being a member or representative or both and does not become so liable by participating, in whatever capacity, in the management or control of the business of Pine Needle.

4. Members’ Equity

Members’ share in net income or loss is based on their respective ownership percentages. In accordance with the operating agreement, amounts collected through rates associated with recovery of income taxes are only allocated to members who are subject to federal and state income tax. Additional capital contributions can only be requested through a majority vote of the ownership percentages of the members. 

Pine Needle made cash distributions equal to $8.0 million and $9.3 million during 2005 and 2004, respectively, to its members of which $3.0 million and $3.6 million during 2005 and 2004, respectively, represents the associated income tax liability payable by the members.  Pine Needle also made return of equities equal to $1.0 million to its members in 2005.
In February 2006, Pine Needle made cash distributions equal to $2.2 million to its members of which $0.8 million represents the associated income tax liability payable to members.

5. Long-Term Debt

Long-Term Debt

On March 17, 1998, Pine Needle entered into a financing agreement that was used to fund construction of the Facility. This financing converted to long-term financing in accordance with the original financing terms after the Facility was placed into service and after certain other requirements were satisfied in February 2000. Pine Needle borrowed $53.5 million under this financing agreement. The interest rate changes periodically and is based on either the Eurodollar rate or prime as defined in the credit agreement plus 0.40%. Quarterly principal payments commenced on March 31, 2003, with the final principal payment due on December 31, 2013. The annual sinking fund requirements are $4.3 million in 2006, and $4.8 million in 2007, 2008, 2009 and 2010. Debt issue costs are being amortized ratably over the life of the debt, with the amortization decreasing as the outstanding debt balance decreases. The lender has a deed of trust in all real property, plus a security interest in all Pine Needle bank accounts. The members of Pine Needle have pledged their membership interest in Pine Needle as a guarantee. Pine Needle has pledged to the lender all its rights in long-term contracts to buy natural gas.

At December 31, 2005 and 2004, Pine Needle had $41.7 million and $46.0 million, respectively, of long-term debt outstanding for which the fair market values approximate the carrying values at the respective dates. The carrying amount of long-term debt is a reasonable estimate of fair value as the interest rate is a variable rate.

Interest Rate Swap

In 1998, Pine Needle executed an interest rate swap agreement with a bank to reduce the impact of potential interest rate increases on floating rate debt. The interest rate swap had a notional amount of $53.5 million and swapped the floating rate on the long-term debt into a 6.58% fixed-rate debt. At December 31, 2005 and 2004, the outstanding amount was $41.7 million and $46.0 million, respectively. The interest rate swap is settled quarterly. The swap agreement terminates on December 31, 2013, which is also the date of the last principal payment on the long-term debt. The interest rate swap is accounted for as a cash flow hedge whereby the fair value of the interest rate swap is reflected in the accompanying balance sheet with the offset recorded as accumulated other comprehensive income (loss). The fair value of the interest rate swap was $(1.9 million) and $(3.9 million) at December 31, 2005 and 2004, respectively. The 2005 valuation change reflected in other comprehensive income was $1.2 million, net of tax of $0.8 million.  The 2004 valuation change reflected in other comprehensive income was $0.8 million, net of tax of $0.5 million. Fair value is determined by discounting estimated future cash flows using forward interest rates derived from the year-end yield curve. Fair value was calculated by the financial institution that is the counterparty to the swap.

The net amount of settlements on the interest rate swap included in interest expense was $1.2 million and $2.2 million for 2005 and 2004, respectively.

6. Related-Party Transactions

Affiliates

Under the COM agreement, PNOC was responsible for overseeing the construction of the Facility and is responsible for the operation and maintenance of the Facility and providing other required services, including but not limited to accounting, rates, treasury, and customer services.

Pine Needle and PNOC presently have no employees. However, Transco bills PNOC for labor and related costs, employee expenses, and various other charges Transco incurs on behalf of PNOC. Transco also charges PNOC a general overhead charge for miscellaneous administrative services. PNOC, in turn, is reimbursed by Pine Needle for all such costs.

Operation and maintenance and administrative and general costs incurred on behalf of Pine Needle by Transco were approximately $1.1 million and $1.2 million in 2005 and 2004, respectively.

Customers

Pine Needle presently has five customers, two of which are affiliates of members (Piedmont Natural Gas and Public Service of North Carolina) and one of which is a member (MGAG). Included in Pine Needle’s revenues for 2005 and 2004 are amounts applicable to gas storage service provided to affiliates of $18.8 million and $18.4 million, respectively.  The rates charged to provide storage services to affiliates are the same as those that are charged to nonaffiliated customers.

7. Financial Instruments and Market and Credit Risk

The Facility presently serves five customers located in North Carolina, Georgia, and Alabama. The two largest customers subscribe to 89% of the Facility’s capacity. At December 31, 2005 and 2004, Pine Needle had trade receivables of $1.7 million for both 2005 and 2004. Pine Needle’s credit risk exposure in the event of nonperformance by the other parties is limited to the face value of the receivables. No collateral is required on these receivables. Pine Needle has not experienced any significant credit losses in connection with its trade receivables.

Pine Needle is solely dependent on Transco to deliver gas to Pine Needle to be stored and to accept Pine Needle’s gas withdrawals on behalf of Pine Needle’s customers.

At December 31, 2005 and 2004, the carrying value approximates the fair value for Pine Needle’s financial instruments, including cash, accounts receivable, long-term debt, and derivative instruments.

8. Lease Obligations

In 1998, Pine Needle entered into lease agreements to lease a major portion of the land on which the Facility is located. These lease agreements shall continue and extend for 99 years and expire in 2096 unless terminated at an earlier date pursuant to the terms of the lease agreements.

The future minimum lease payments under Pine Needle’s various operating leases are as follows (in thousands):

	2006
	
$
155

	2007
	155

	2008
	155

	2009
	155

	2010
	155

	Thereafter
	2,481

	Total net minimum obligations
	
$
3,256


Pine Needle’s rent expense was $155,069 for both 2005 and 2004.

9. Income Taxes

Following is a summary of the provision for income taxes for 2005 and 2004

	Federal:
	
	
	

	   Current
	$
1,895,000
	
	$
1,867,000

	   Deferred
	
1,013,000
	
	
1,071,000

	
	
2,908,000
	
	
2,938,000

	State and municipal:
	
	
	

	   Current
	
400,000
	
	
400,000

	   Deferred
	
214,000
	
	
229,000

	
	
614,000
	
	
629,000

	
	
	
	

	Provision for income taxes
	$
3,522,000
	
	$
3,567,000

	
	
	
	


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

	
	2005
	
	2004

	Taxes computed by applying the
	
	
	

	   federal statutory rate
	$
3,262,000
	
	$
3,248,000

	State and municipal income taxes
	
406,000
	
	
415,000

	Other, net
	      (146,000)
	
	
(96,000)

	Provision for income taxes
	$
3,522,000
	
	$
3,567,000

	
	
	
	


Significant components of deferred income tax assets and liabilities as of December 31, 2005 and 2004 are as follows.

	Deferred tax liabilities
	
	
	

	Property, plant and equipment 
	$
14,220,964
	
	$
13,018,193

	Regulatory asset – AFUDC equity
	
165,929
	
	
227,607

	Regulatory asset – Trackers
	
148,087
	
	
18,080

	Total deferred tax liabilities
	$
14,534,980
	
	$
13,263,880

	
	
	
	


	Deferred tax assets
	
	
	

	Derivatives
	$
772,233
	
	$
1,577,221

	Deferred state income taxes -
	
	
	

	   noncurrent liabilities
	
750,483
	
	
660,395

	Total deferred tax assets
	
1,522,716
	
	
2,237,616

	
	
	
	

	Net deferred tax liabilities
	$
13,012,264
	
	$
11,026,264
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