





















































Summary of Operations

The following summary of operations for Northwest Energy
Company and subsidiaries (the ‘“Company’’) summarizes the
consolidated statements of income of the Company for the
four years ended December 31, 1978, and the eleven months
ended December 31, 1974. Such periods constitute the entire
time the Company has been in operation.

Although the accompanying summary is not reported upon
herein by independent public accountants, it was prepared by

the Company from consolidated statements of income (all

of which were audited) included in this report or in reports
previously published. In the opinion of the Company, all
adjustments, which include only normal recurring adjustments,
have been made to summarize fairly the results of operations
for the periods presented.

Reference is made to the accompanying notes and to the
Notes to Consolidated Financial Statements included
elsewhere herein, both of which should be read in conjunction
with this summary.

Eleven Months

Year Ended December 31, Ended Dec. 31,

1978 1977 1976 1975 1974
—— Dollars in Thousands, Except Per Share Amounts})

Operating Revenues $819,982 $773,131 $625,982 $482,581 $275,479
Operating Expenses 761,031 711,124 567,933 430,781 242,405
Income Taxes 16,026 19,443 17,452 15,293 7,427
777,057 730,567 585,385 446,074 249,832
42,925 42,564 40,597 36,507 25,647
Other Income, Net 3,105 2,233 3,185 3,456 2,888
46,030 44797 43,782 39,963 28,535
interest Charges 22,642 21,366 20,955 17,461 14,156
Income Before Extraordinary ltems 23,388 23,431 22,827 22,502 14,379

Extraordinary Items, less applicable income taxes 15,427 — — — —
Net Income $ 38,815 $ 23,431 $ 22,827 $ 22,502 $ 14,379

Per Share of Common Stock:
Income before extraordinary items
Extraordinary items

$ 544 $ 547 $ 533 $ 641 $ 4.12
3.58 — — — —

Net income

$ 902 $ 547 $ 533 $ 641 $ 412

Weighted Average Number of
Common Shares Outstanding, in thousands

4,302 4,286 4,286 3,510 3,491

Dividends Declared Per Share of Common Stock

$ 23 $ 215 $ 200 $ 180 $ .80

(a) Reference is made to Note 2 of Notes to Consolidated
Financial Statements, appearing elsewhere herein, for a dis-
cussion of the settlement agreements and related payments
made by Northwest Pipeline Corporation (“‘Pipeline”’) to
certain special overriding royalty interest holders, subject to
a determination as to the jurisdiction of the Federal Energy
Regulatory Commission (‘‘FERC"”’) over such payments. In
addition, Note 2 discusses the general rate increase placed into
effect by Pipeline on October 1, 1978.

(b) The extraordinary items for the year ended December
31, 1978 were comprised of the following items (see Note 5 of
Notes to Consolidated Financial Statements):

(Thousands
. L . . . of Dollars)
Gain on liquidation of Apco Oil Corporation,
net of income tax effect of $8.1 million $18,626
Loss on forced abandonment of Ecuadorian gas
exploration and development project, net of
income tax benefits of $3 million (3,199)
$15,427

(c) A subsidiary of Northwest Energy Company (‘‘Energy’’)
is the operating partner in the Alaskan Northwest Natural Gas
Transportation Company partnership (the ‘“‘Partnership”’),
which was formed to design, construct and operate the Alas-
kan portion of a natural gas pipeline to transport natural gas
from Prudhoe Bay, Alaska to the lower 48 states. The Partner-
ship includes subsidiaries of five other U.S. natural gas trans-
mission companies. Energy’s investment in the Partnership
was approximately $27.9 million at December 31, 1978. Energy
has recognized its pro rata share of the Partnership’s allow-
ance for equity funds capitalized during engineering, design
and preliminary construction, computed at a rate of 15%.
(See Note 3 of Notes to Consolidated Financial Statements.)
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coast’’), resulting from additional supplies becoming available
at that time to Westcoast under long-term gas purchase
contracts with Pan-Alberta Gas Ltd., plus the cumulative effect
of securing additional domestic gas purchase contracts and
the continuing development of Pipeline’s gas leaseholds in the
San Juan Basin. These factors, combined with increased
storage gas availability from the expanded Clay Basin and
Jackson Prairie underground storage facilities, have permitted
Pipeline to satisfy all firm sales contracts to its customers since
November 1977.

The gas sales volume decrease between 1978 and 1977 was
principally caused by continuing decreases in the industrial
customer base of Pipeline’s customers, which formerly
balanced their more temperature-sensitive residential and
commercial loads. The decrease in industrial customers
was due to (i) customer reaction to the high Canadian gas costs;
(ii) the overabundance of fuel oil refined from Alaskan crude oil
on the West Coast, which has been dumped at prices below
the equivalent price for gas because no other competitive
market for such fuel oil presently exists; and (iii) governmental
policies discouraging use of natural gas and encouraging the
use of alternate fuels. While Pipeline’s customers have im-
plemented a program designed to increase residential con-
sumption to alleviate the loss of industrial users, this also
adds to the seasonality of Pipeline’s business. The seasonal
nature of Pipeline’s earnings will be accentuated also by a
recent FERC policy requiring Pipeline to change its rate
structure to one which allows recovery of fixed costs as gas
volumes are delivered, rather than normalized over the
entire year. (See Note 16 of Notes to Consolidated Financial
Statements).

Operating Expenses

Gas Purchases and Gas Royalties

The total of gas purchases and gas royalties of Pipeline
accounted for more than 87% of consolidated operating
expenses in 1976, 1977 and 1978. The total increase in gas
purchase and gas royalty costs over each prior year ($132.3
million increase in 1977 and $35.4 million increase in 1978)
accounted for over 90% and 70%, respectively, of the $143.2

million and $49.9 million increase in consolidated opérating
expenses between those same years, as detailed in the
price/volume comparisons below:

1977 and 1976 1978and 1977
Amount Percent Amount Percent

—  (Dollars in Thousands)———

Increase (Decrease) Between

Average purchase price
per MCF

Approximate related
dollar amount

Gas purchase volumes,
in MMCF 9,147 2%

Approximate related
doliar amount

Gas purchases

23.06¢ 17%  19.55¢ 12%

$ 97,068 $ 53,397

(31,863) (8)%

$ 12,215 $ (50,765)
$109,283 22% $ 2,632 —%

Gas royalties $ 23,029 356% $ 32,769 111%

Consolidated operating

expenses $143,191 25% $ 49,907 7%

The increase in average purchase price per MCF between
the periods compared is principally the result of the Canadian
gas purchase price increases referred to under “Oper-
ating Revenues”. In addition to the major Canadian gas
price increases, escalations in domestic gas purchase
costs, especially in 1977, resulted from gas price increases
under nationwide rates granted by FERC to gas producers.

The decrease in gas purchase volumes in 1978 compared to
1977 is primarily due to reduced gas sales volumes, also
discussed under ‘“Operating Revenues”.

The increases in gas royalty expense are primarily a resulit of
settlements at increased rates for certain special overriding
royalties (see Note 2 of Notes to Consolidated Financial
Statements) and the increased sales prices granted by FERC
for domestic production, as mentioned above. In addition,
Pipeline’s production increased 675 MMCF, or approxi-
mately 2%, in 1978 over 1977.

Operation and Maintenance

Operation and maintenance expenses increased approximate-
ly $7 million, or 16%, in 1977 over 19786, largely as a result
of operational expenses of the new Clay Basin underground
storage project, increased payroll and other employee-related
expenses.

Northwest Pipeline Reserve Life Index at Januarv 1. 1979

17.7 Years,
Northwest Pipeline
Reserve Index

9 Years, Approximate
National Average for
Gas Transmission Companies

Years |@ |4

|8 [12 |18 [20
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Operation and maintenance expenses increased
approximately $11.9 million, or 23%, in 1978 over 1977,
due most significantly to the following items: (1) an increase
in payroll, employee expenses and benefit costs, amounting
to approximately $3 million, or 14%, resulting from an increase
in the number of employees, pius general salary and benefit
improvements; (2) an increase of approximately $2.3 million,
or 69%, in contractors’ services from the extensive use of
outside firms for maintenance work; and (3) an increase of
almost $2.2 million, or 45%, in operation expenses of the
expanded Clay Basin underground storage project due to
an increase in Pipeline’s percentage level of participation
in the usage of the facility.

The increases discussed above reflect, in part, the significant
impact of inflation.

Depreciation, Depletion and Amortization

This item increased $1.7 million, or 8%, in 1977 over 1976 and
$2.7 million, or 12%, in 1978 over 1977, due principally to an
increase in depreciable plant.

Taxes, Other Than Income Taxes

Taxes, other than income taxes, increased approximately $2.1
million, or 33%, in 1977 over 1976, primarily due to higher
property and gas production taxes. Washington state property
taxes increased due to the construction of a new LNG storage
plant, plus an increase in the tax levy from additional bond
issues passed by certain counties. Production taxes increased
due to anincrease in the gas production tax rate in New Mexico,
effective September 1, 1976, and due to increased sales prices
under nationwide rates granted by FERC to gas producers.

Income Taxes

Income taxes increased almost $2 million, or 11%, in 1977 over
1976 and decreased $3.4 million, or 18%, in 1978 compared to
1977, correlating generally with the change in taxable income
between those periods. investment tax credit recognized cur-
rently increased $.7 million, or 29%, in 1977 over 1976 and $2.1
million, or 70%, in 1978 over 1977, primarily due to the recogni-
tion of qualified progress expenditures on the construction of

the second phase of the LNG storage plant, expenditures
relating to the Clay Basin underground storage project, and
an increase in overall construction activity.

Other Income, Net

Pro Rata Share of Alaskan Northwest’s

Allowance for Equity Funds Capitalized

Commencing in 1978, the Company is recognizing its pro rata
share of allowance for equity funds capitalized during engi-
neering, design and preliminary construction from a newly
formed partnership, Alaskan Northwest Natural Gas Trans-
portation Company, established to design, construct and
operate the Alaskan portion of the Alaska Highway Pipeline
Project (see Notes 1 and 3 of Notes to Consolidated Financial
Statements).

Equity in Earnings of

Phillips Pacific Chemical Company, net of income taxes
Pipeline’s equity in earnings of Phillips Pacific Chemical Com-
pany (‘‘Phillips Pacific’’), net of income taxes, decreased $1.6
million, or 69%, in 1977 from 1976 and $.4 million, or 63%, in
1978 from 1977, due principally to a decrease in average sales
prices and production levels, and an increase in production
costs, particularly natural gas.

The decrease in sales prices resulted from overexpansion of
domestic supply sources and increasing competition from
foreign imports. Major factors contributing to a reduction In
production levels to about 87% of capacity in both 1977 and
1978 were mechanical problems at the plant in both 1977 and
1978, drought conditions in Phillips Pacific’s marketing area
in 1977 and one of Phillips Pacific’s largest customers being
unable to accept normal deliveries during several months in
1978 because of operating problems in its ammonia conversion
facilities.

Dividend Requirements on Preferred

Stock Issues of Northwest Pipeline Corporation

Since the $2.50 series cumulative preferred stock of Pipe-
line was issued in mid-January 1976, dividends on such stock
were approximately $1.9 million in 1976 and increased $.1
million for the full year of 1977.

Distribution of Consolidated Revenue Pnll E Ainn Evi A t
1978

1977

1976

1975

1974 (11 mos.)

Dollars in Millions |0 | 164

|328 |492

Net Income, Before Extraordinary Items
Other Expenses, Net

Depreciation, Depletion and Amortization
Operation and Maintenance Expenses
Gas Purchases and Royalties

30

686 | 820



In June 1978, Pipeline issued 1,400,000 shares of $2.36
series cumulative preferred stock which increased preferred
dividends by approximately $1.9 million in 1978.

Interest Income and Other
Interest income increased approximately $1.1 million during
1977 compared with 1976, primarily as a result of accrued
interest on certain unrecovered special overriding royalty costs.
Partially offsetting the increase in interest income was arever-
salin 1977 of a gain recorded as other income in 1976, result-
ing from the settlement of a claim on the sale of a fixed asset.
Interest income increased approximately $.6 million during
1978 compared with 1977, primarily due to accrued interest
on the unrecovered special overriding royalties, mentioned
above, plus accrued interest on unrecovered gas purchase
costs, all slightly offset by a reduction in interest income
from temporary cash investments.

Interest Charges

Gross interest charges increased approximately $1.5 million in
1977 over 1976. The credit from allowance for borrowed
funds used during construction increased by $1.1 million,
resulting principally from costs applicable to the Alaska High-
way Pipeline Project, which had the effect of reducing the
increase in interest charges by a corresponding amount. The
increase in gross interest charges was primarily due to the is-
suance of $50 million of sinking fund debentures by Pipeline
in mid-1976. Additional interest was also accrued in the first
half of 1977 applicable to the special overriding royalty
payments discussed above. Increased interest expense was
partially offset by retirement of long-term debt, principally

to satisfy Pipeline’s sinking fund requirements, installment
payments on Energy’s secured bank loan and payment of a
rate refund to customers in March 1977.

Grossinterest chargesincreased $2.9 million, or 13%, in 1978
over 1977. The credit from allowance for borrowed funds
used during construction increased $1.6 million to more
than double the 1977 amount, due to increased construction
activity, the use of borrowed funds as opposed to equity funds,
plus an increase from 8.8% to 12.8% in the overall formula
rate. This credit had the effect of reducing the increase in
interest charges by a corresponding amount. Gross interest ex-
pense increased primarily due to the issuance of $70 million of

additional sinking fund debentures by Pipeline in June 1978. In
addition, in 1978 higher interest charges were due to in-
creased borrowings on the Company’s lines-of-credit, slightly
offset by decreased interest charges arising from principal
payments on Pipeline’s mortgage bonds and sinking fund
debentures, plus repayment of Energy’s bank loan from
proceeds of the liquidation of Apco Oil Corporation, referred to
in Note 5 of Notes to Consolidated Financial Statements.

Extraordinary Iltems

Reference is made to Note 5 of Notes to Consolidated Financial
Statements for a discussion of the gain on the liquidation of
Apco Oil Corporation and the provision for aloss on the forced
abandonment of an Ecuadorian gas exploration and develop-
ment project, both recognized in 1978 as extraordinary items.

Common Stock Prices and Dividends

Northwest Energy Company’s common stock is traded on the
New York and Pacific Stock Exchanges. The table below shows
the quarterly high and low composite sales prices for such
common stock, for the years 1977 and 1978, as reported by
The Wall Street Journal, and the dividends declared on such
stock for each quarter listed:

Dividends per Share of Common Stock
1978
1977
1976
1975

1874 (2 quarters)

Dollars 10 | -50

Dividends
Declared
High Low Per Share
Quarter of 1977
First 38 32% 50¢
Second 42 32'% 55
Third 437 37% 55
Fourth 39% 34 55
Quarter of 1978
First 38 33% 55
Second 35% 33 60
Third 35% 31 60
Fourth 34 25% 60
| 1:00 11.50 12.00 | 250
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Consolidated Balance Sheet

December 31,

1978

1977

{Thousands of Dollars)

Assets
Property, Plant and Equipment, at cost $702,732 $623,192
Less—Accumulated depreciation, depletion and amortization 265,266 240,627
437,466 382,565
Construction work in progress 36,035 14,632
473,501 397,197
Investments:
Alaskan Northwest Natural Gas Transportation Company (Note 3) 27,867 —
Apco Oil Corporation (Note 5) —_ 41,012
Phillips Pacific Chemical Company (Note 4) 8,433 8,447
Other 2,113 6,353
38,413 55,812
Current Assets:
Cash 9,420 8,579
Accounts receivable 116,191 89,788
Gas stored underground (at average cost) 45,759 28,592
Materials and supplies (at average cost) 10,407 10,848
Costs recoverable through rate adjustments (Note 2) 27,369 28,524
Prepayments and other 3,992 3,965
213,138 170,296
Deferred Charges:
Alaska Highway Pipeline Project (Note 3) —_ 18,340
Other 7,211 7,130
7,211 25,470
$732,263 $648,775
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December 31,

1978

1977

Liabilities and Stockholders’ Equity
Capitalization:
Common stockholders’ equity—

Common stock, par value $1 per share,
authorized 10,000,000 shares; outstanding 4,304,026 shares

{Thousands of Dollars)

and 4,285,768 shares, respectively (Note 6) $ 4,304 $ 4,286
Additional paid-in capital 104,150 103,550
Retained earnings (Note 7) 82,294 55,177

190,748 163,013
Preferred stock, issuable in series, par value $1 per share,
authorized 1,000,000 shares; none outstanding — —
Preferred stock issues of Northwest Pipeline Corporation,
subject to periodic redemption 55,000 20,000
Long-term debt, less current maturities (Note 7) 261,619 224,760
507,367 407,773
Current Liabilities:
Current maturities of long-term debt (Note 7) 17,970 23,853
Notes payable to banks (Note 8) 9,000 56,500
Accounts payable 88,230 80,927
Accrued taxes 36,442 20,208
Accrued interest 3,984 4,166
Other 15,265 9,938
170,891 195,592
Accumulated Deferred Income Taxes (Note 9) 54,005 45,410
Commitments and Contingent Liabilities (Notes 2, 3, 4 and 13)
$732,263 $648,775

The accompanying notes to consolidated financial statements are an integral part of this consolidated balance sheet.
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Consolidated Statement of Income

Year Ended December 31,

1978

1977

(Dollars in Thousands,
Except Per Share Amounts)

Operating Revenues (Notes 2 and 10) $819,982 $773,131
Operating Expenses:
Gas purchases 602,498 599,866
Gas royalties 62,275 29,506
Operation and maintenance 62,868 50,929
Depreciation, depletion and amortization 24,745 22,071
Taxes, other than income taxes 8,645 8,752
Income taxes (Note 9) 16,026 19,443
777,057 730,567
42,925 42,564
Other (Income) and Income Deductions:
Interest charges 25,528 22,671
Less—Allowance for borrowed funds used during construction (2,886) (1,305)
22,642 21,366
Pro rata share of Alaskan Northwest’s allowance for equity funds
capitalized during engineering, design and preliminary 4
construction (Note 3) (3,144) —
Equity in earnings of Phillips Pacific Chemical Company,
net of income taxes (Note 4) (261) (704)
Dividend requirements on preferred stock issues of Northwest
Pipeline Corporation 3,927 2,000
Interest income and other (3,627) (2,999)
Allowance for equity funds used during construction — (530)
19,537 19,133
Income Before Extraordinary Items 23,388 23,431
Extraordinary tems, less applicable income taxes
of $5.1 million (Note 5) 15,427 —
Net Income $ 38,815 $ 23,431
Per Share of Common Stock:
Income before extraordinary items $ 544 $ 5.47
Extraordinary items (Note 5) 3.58 —
Net Income $ 9.02 $ 547
Weighted Average Number of Common Shares Outstanding,
in thousands 4,302 4,286
Dividends Declared Per Share of Common Stock $ 235 $ 215

The accompanying notes to consolidated financial statements are an integral part of this consolidated statement.
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Consolidated Statement of Changesin Financial Position

Year Ended December 31, 1978 1977

(Thousands of Dollars)

Source of Funds:

Operations—
Income before extraordinary items $ 23,388 $ 23,431
Nonfund income items:
Depreciation, depletion and amortization 24,745 22,071
Deferred income taxes—noncurrent (Note 9) 11,295 8,215
Pro rata share of Alaskan Northwest’s allowance for equity funds
capitalized during engineering, design and preliminary construction (Note 3) (3,144) —
Equity in earnings of Phillips Pacific Chemical Company (Note 4) (261) (704)
Other 4,153 2,088
Total funds from operations 60,176 56,101
Extraordinary items (Note 5)—
Gain on liquidation of Apco Oil Corporation, net of income taxes 18,626 —
Loss on forced abandonment of Ecuadorian gas exploration and
development project, net of income tax benefits (3,199) —
Deferred income tax benefits (2,735) —_
Other sources—
Recovery of investment in Apco Oil Corporation (Note 5) 40,810 —_
Preferred stock issue of Northwest Pipeline Corporation 35,000 —_
Dividends received from Phillips Pacific Chemical Company (Note 4) 294 980
Common stock issued 630 —
Long-term borrowings 69,823 —
Other 5,038 —
Decrease in working capital — 62,047
Total source of funds $224,463 $119,128

Use of Funds:

Additions to property, plant and equipment $105,083 $ 75,979
Investment in Alaskan Northwest, excluding
allowance for equity funds capitalized (Note 3) 6,383 8,920
Reduction in long-term debt 32,989 23,820
Cash dividends on common stock 10,114 8,214
Other 2,351 1,195
Increase in working capital 67,543 —_
Total use of funds $224,463 $119,128
Changes in Components of Working Capital:
Cash and temporary cash investments $ 841 $ (43,644)
Accounts receivable 26,403 15,5654
Gas stored underground 17,167 17,508
Costs recoverabie (payable) through rate adjustments (1,155) 20,331
Current maturities of long-term debt 5,883 (472)
Notes payable to banks 47,500 (56,500)
Accounts payable (7,303) (28,427)
Accrued taxes (16,234) (4,817)
Rate refund due customers, including interest —_ 15,935
Other (5,559) 2,485
Total increase (decrease) in working capital $ 67,543 ' $(62,047)

The accompanying notes to consolidated financial statements are an integral part of this consolidated statement.
iy

()
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Consolidated Statement of Capitalization

Year Ended December 31, 1978

1977

(Dollars in Thousands,
Except Per Share Amounts)

Common Stockholders’ Equity:

Common stock, par value $1 per share, authorized 10,000,000 shares;
outstanding 4,304,026 shares and 4,285,768 shares, respectively

{Note 6)—

Balance at beginning of period $ 4,286 $ 4,286
Par value of 18,258 shares issued in 1978 18 —

Balance at end of period 4,304 4,286

Additional paid-in capital—

Balance at beginning of period 103,550 103,550
Proceeds, in excess of par value, from common stock issued 612 —
Issuance costs of common stock (12) —

Balance at end of period 104,150 103,550

Retained earnings (Note 7)—

Balance at beginning of period 55,177 40,960
Net income for period 38,815 23,431
Cash dividends on common stock (10,114) (9,214)
Issuance costs on preferred stock issue of

Northwest Pipeline Corporation (1,584) —

Balance at end of period 82,294 55,177

Total common stockholders’ equity 190,748 163,013
Preferred Stock of Northwest Energy Company:
Issuable in series, par value $1 per share,
authorized 1,000,000 shares; none outstanding — —_
Preferred Stock Issues of Northwest Pipeline Corporation:
Issuable in series, par value $1 per share, authorized 10,000,000 shares;

outstanding 800,000 shares, cumulative $2.50 series and 1,400,000

shares, cumulative $2.36 series, both subject to periodic

redemption—

Balance at beginning of period 20,000 20,000*
Par value of shares issued 1,400 —
Mandatory redemption price in excess of par value 33,600 —_

Balance at end of period 55,000 20,000

Long-Term Debt, less current maturities of $17,970,000 and $23,853,000,
respectively (Note 7):
Northwest Energy Company—
Secured bank loan —_ 15,000
Northwest Pipeline Corporation—
First Mortgage Pipe Line Bonds, 4.675%-6% series, due 1980-1986 36,566 44,456
Sinking Fund Debentures, 5%%-10%% series, due 1981-1998 224,255 162,888
Other subsidiary companies, due through 1983 798 2,416
Total long-term debt 261,619 224,760
Total capitalization $507,367 $407,773

*Par value, $800,000; mandatory redemption price in excess of par value, $19,200,000.
The accompanying notes to consolidated financial statements are an integral part of this consolidated statement.
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NotestoConsolidated Financial Statements

(1) Summary of Accounting Policies

Consolidation

The consolidated financial statements include the accounts of
Northwest Energy Company (‘‘Energy’’} and all significant
wholly owned subsidiaries (the ““Company”’). All significant in-
tercompany transactions have been eliminated. Northwest
Pipeline Corporation (*‘Pipeline”), the principal subsidiary of
Energy, is an interstate natural gas transmission company
which owns and operates a pipeline system for the transmis-
sion and sale of natural gas in the northwestern United States.
Pipeline’s assets approximated 90% of consolidated assets at
December 31, 1978, and 95% at December 31, 1977. Pipeline’s
operations accounted for more than 91% and 98% of con-
solidated operating revenues and income before extraordinary
items for the years ended December 31, 1978 and 1977,
respectively.

Alaskan Northwest Natural Gas Transportation Company
(the “‘Partnership’’) was formed to design, construct and oper-
ate a natural gas pipeline and related facilities to transport
Alaskan natural gas to the lower 48 states. Energy’s investment
in the Partnership is held through a subsidiary, Northwest Alas-
kan Pipeline Company (‘‘Northwest Alaskan”). Such invest-
ment is accounted for at cost plus Northwest Alaskan’s pro
rata share of allowance for equity funds capitalized during
‘engineering, design and preliminary construction from the
Partnership. The investment is carried at an amount which is
the same as Northwest Alaskan’s equity in the Partnership’s
underlying net assets, except for a reserve recognized by
Northwest Alaskan to reduce the effective allowance for
equity funds capitalized during engineering, design and pre-
liminary construction to a rate of 15%. (See Note 3.)

Pipeline’s investment in Phillips Pacific Chemical Com-
pany (“Phillips Pacific’’), a manufacturer of chemical fertilizers,
is accounted for at Pipeline’s cost plus its equity in Phillips
Pacific's undistributed earnings. Such investment amount is
the same as Pipeline’s equity in Phillips Pacific’s underlying
net assets.

Property, Plant and Equipment
Property, plant and equipment, consisting principally of gas
transmission and production plant, is recorded at cost which,
for properties of Pipeline, represents original cost.
Expenditures which materially increase values or capacities
or extend useful lives of property, plant or equipment are capi-
talized. Routine maintenance, repairs and renewal costs are
charged to income as incurred. Gains or losses from the ordi-
nary sale or retirement of property, plant and equipment are
charged or credited to accumulated depreciation, depletion
and amortization.

Allowance for Borrowed and

Equity Funds Used During Construction

Allowance for funds used during construction (‘‘AFUDC"’) for
Pipeline, included in other income, represents the estimated
cost of borrowed and equity funds applicable to utility plant in

process of construction. Recognition is made of thisitemas a
cost of utility plant since it constitutes an actual cost of con-
struction and, under established regulatory practices, Pipe-
line is permitted to recover and earn a return on such costs.
The composite rate used by Pipeline to capitalize the cost of
funds related to construction was 8.8% for 1977 and 12.8%
for 1978. Effective January 1, 1977, the Federal Energy Regu-
latory Commission (‘‘FERC’’) prescribed a formula to be used
in computing separate aliowances for borrowed and equity
funds used during construction. In 1978, average short-term
debt exceeded average construction work in progress which,
pursuant to FERC rules, required Pipeline to use its effective
interest rate on short-term borrowings in computing the allow-
ance for borrowed funds used during construction. Such
short-term interest rate, in 1978, included the cost related

to compensating balance arrangements.

Oil and Gas Exploration and Development Costs

Full-cost accounting is followed for exploration costs incurred
by Energy’s oil and gas exploration subsidiary. Under such
method, all costs pertaining to exploration and development,
including the costs of unsuccessful drilling, are capitalized in an
amount not in excess of the net realizable value of related re-
serves discovered. Costs related to successful drilling efforts of
Pipeline are capitalized, whereas costs of unsuccessful drilling
are charged currently to income.

Depreciation, Depletion and Amortization

Depreciation for Pipeline is provided by the straight-line meth-
od for all classes of property, plant and equipment, except
producing gas properties. The composite annual depreciation
rate for the periods presented was 4.08%.

Depreciation, depletion and amortization of oil and gas
properties is determined by the unit-of-production method,
based upon equivalent barrels of proved reserves. Unde-
veloped leasehold costs representing approximately $9 million
and $5.5 million at December 31, 1978 and 1977, respectively,
are not amortized. However, beginning in 1979, rules adopted
by the Securities and Exchange Commission (‘‘SEC”’) will
require amortization of such costs.

Coal leases and mine development costs are amortized or
depleted using the unit-of-production method, based upon
total estimated tons of proved recoverable coal reserves. Coal
mining equipment is depreciated on a straight-line basis over
useful lives of from 3 to 20 years.

Federal Income Taxes

Deferred income taxes are provided on substantially all tax
timing differences. The tax benefit of the investment tax
credit is recognized currently for financial reporting purposes.
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(2) Rate Matters

1978 General Rate Increase

Pursuant to a general rate filing, on October 1, 1978 Pipeline
was authorized to place increased rates into effect, subject
to refund, which are estimated to increase annual revenues by
approximately $28.7 million. Pipeline filed a proposed stipu-
lation and agreement with FERC in February 1979, which
provided for settlement at filed rates. The proposed settle-
ment agreement provides that refunds will be required based
upon any excess of actual total sales volumes during the
twelve months ending September 30, 1979 over estimated
annual sales volumes specified in the agreement. The actual
sales volumes experienced for the three months ended
December 31, 1978 exceeded the sales volumes estimated for
that period as a component part of the estimated annual sales
volumes. Because of the seasonality of gas sales volumes,
Pipeline is unable to project whether a refund will ultimately
be required and, accordingly, no reserve relative to this issue
has been reflected in the accompanying consolidated financial
statements. At such time as Pipeline can reasonably project
estimated sales volumes through September 30, 1979, a
reserve for refund, if necessary, will be established. An ac-
curate projection of sales volumes through September 30,
1979 is dependent principally upon weather conditions and
industrial load requirements, and, accordingly, is not subject
to reasonable determination at December 31, 1978. In addi-
tion, the proposed settiement agreement provides that Pipeline
will make refunds to the extent it pays less than the amount
allowed in the settlement rates for its costs associated with the
Clay Basin storage project due to the level of participation of El
Paso Natural Gas Company (*‘EPNG’’)in such project. Pipeline
has reserved sufficient amounts to cover estimated refunds
required pursuant to participation by EPNG.

Special Overriding Royalties

Approximately 75% of Pipeline’s San Juan Basin natural gas
leasehold production is obtained under leases which in-
clude special overriding royalty provisions with escalation
formulas which generaliy require a price redetermination
every five years. Pursuant to previously negotiated settlement
agreements approved by FERGC, such special overriding
royalty payments are included in Pipeline’s gas sales rates.
The settlement agreements are specifically subject to a
determination of FERC jurisdiction over such payments. Lit-
igation regarding the issue of jurisdiction is presently pending
in the courts and before FERC. At this time, it is impossible
to determine the results of such litigation, but if it is ultimately
determined that FERC has jurisdiction, refunds may be
required from the royalty owners. In the event refunds are re-
quired, the royalty owners would be required to repay Pipe-
line for the difference between the reduced royalty rates

and the previously approved royalty rates. Pipeline would
then be obligated torefund to its customers amounts applicable
to Pipeline’'s production from wells drilled prior to 1973, but
might be permitted, subject to FERC approval, to retain
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the payments applicable to Pipeline’s production from wells
drilled thereatfter since Pipeline has priced such production
at the applicable nationwide rate in lieu of actual cost of
service for rate purposes.

The settlements in 1977 resulted in payment of amounts
previously deferred. FERC authorized recovery of such costs
incurred prior to October 1, 1977 over a two-year period.
The net unrecovered special overriding royalties was $15.3
million and $30.5 million at December 31, 1978 and 1977,
respectively.

Other
Pipeline’s FERC gas tariff includes a purchased gas adjustment
clause which provides for semiannual rate adjustments to per-
mit the tracking of changes in gas purchase costs, except that
specific FERC authorization is required for increases in the cost
of Canadian gas purchases. Such semiannual rate adjust-
ments may be made effective each April 1 and October 1 to
reflect changes in purchased gas costs during the previous six-
month periods ended December 31 and June 30, respectively.
In addition to recovery of domestic gas purchase price in-
creases, FERC will consider exceptions to such filing intervals,
permitting Pipeline to file for and commence recovery of
significant Canadian gas purchase price increases on the
dates such increases become effective for Pipeline. The
recovery of all Canadian gas price increases to date has been
approved by FERC.

“Costs recoverable through rate adjustments’, for which
Pipeline is permitted to recover allowed carrying costs,
consisted of:

December 31, 1978 1977
(Thousands of Dollars)

Unrecovered special overriding
royalties, net

Unrecovered (excess recovery of) gas
purchase costs 10,698 (1,925)

Other rate-related items 1,365 (88)
$27,369 $28,524

$15,306 $30,537

(3) Investment in Alaskan Northwest

Natural Gas Transportation Company

Northwest Alaskan is the operating partner in the Alaskan
Northwest Natural Gas Transportation Company partnership
(the “‘Partnership”), which includes subsidiaries of five other
U.S. natural gas transmission companies. The Partnership
was formed to design, construct and operate the Alaskan
portion of a natural gas pipeline to transport natural gas from
Prudhoe Bay, Alaska to the lower 48 states, an under-

taking known as the Alaska Highway Pipeline Project (the
“Project’’). Certain Canadian companies are to transport the
natural gas across Canada for delivery at two locations

on the U.S.-Canadian border, from which points the gas will
be transported to midwestern and western U.S. markets. It is
contemplated that a new pipeline will be constructed to
transport the Alaskan gas from the Canadian border to the
midwestern United States (the ‘““Northern Border segment’’).



A portion of the Alaskan gas is intended to be transported
west from the Canadian border to California and other western
states through the expansion of existing pipeline facilities.

The estimated capital costs, based upon the originally
planned in-service date in early 1983, were approximately $10
billion. Of this amount, the Alaskan portion was estimated to
cost $4 billion. Due to delays in Congressional enactment of
energy policy legislation, which, among other things, fixed the
pricing policy for Alaskan gas, and also due to delays in the
receipt of other governmental decisions, the capital costs of the
Project are expected to increase substantially, but definitive
cost estimates have not been developed. The Partnership
currently estimates that gas deliveries from the Project could
commence in 1984, unless there are further delays in the
receipt of necessary governmental and regulatory approvals.

Neither Energy nor the Partnership has made commitments
on the timing or amount of funds to be invested in the Alaskan
portion of the Project. However, management currently ex-
pects that the financial commitment of Energy will be between
$150 million and $200 million, and will consist primarily of
equity investments in the Partnership.

Summary financial information of the Partnership as of
December 31, 1978, follows:

(Thousands

of Dollars)

Natural gas transmission plant under construction $102,334
Working capital 3,448
Partners’ equity $105,782

Natural gas transmission plant under construction, shown
above, consists primarily of costs associated with research,
design and engineering and filings with regulatory authorities,
and AFUDC.

Expenditures incurred on the Project by the Company prior
to December 31, 1977 were originally reflected as deferred
charges on the accompanying consolidated balance sheet.
After formation of the Partnership, on January 31, 1978, the
deferred charges accumulated through that date were con-
tributed to the Partnership, through Northwest Alaskan.
Energy’s investment in the Partnership was approximately
$27.9 million as of December 31, 1978. This is represented by
$17.9 million of expenditures incurred in connection with FERC
application and engineering studies for the Project prior to
formation of the Partnership as of January 31, 1978, $5.7
million in capital contributions to the Partnership for further
engineering work in 1978, $3.1 million in equity funds capi-
talized since formation of the Partnership and $1.2 million in
AFUDC capitalized prior thereto. The equity funds capital-
ized, as recognized by Northwest Alaskan, have been based
on a rate of 15% since formation of the Partnership. From
the formation of the Partnership through December 31, 1978,
Pipeline provided services to the Partnership and has been
reimbursed at its cost, which aggregated approximately $2
million. It is anticipated that Energy’s investment in the Part-
nership will increase in 1979 by approximately $12 million, of

which approximately $7 million is for capital expenditures
and approximately $5 million is equity funds capitalized.

The Project was approved by Congress in 1977 pursuant to
the Alaskan Natural Gas Transportation Act of 1976, and legis-
lation authorizing the Canadian portion has been enacted
in Canada. It has been stipulated that the Project will be open
to ownership participation by all persons, without discrimina-
tion, except producers of Alaskan natural gas. The President’s
1977 decision and report to Congress selecting the Project
contemplated that there would be no Federal guarantees
of debt for the Project, and that consumers would not be
required to bear any portion of the risks prior to completion and
commissioning of the line. However, the Partnership con-
siders a prerequisite for private financing of the Project to be
that the State of Alaska provide financial support through
preferred equity investment and issuance of tax-exempt bonds,
the proceeds of which would be loaned to the Project.

FERC has adopted an ‘“‘incentive rate of return on equity
investment’” (“IROR’’) concept as a condition to the issuance of
certificates of public convenience and necessity for the Alaskan
portion and the Northern Border segment of the Project. This
concept, which will apply separately to the Alaskan portion and
the Northern Border segment is designed to provide an incen-
tive for minimizing construction costs by establishing variable
rates of return on equity, which rates would decrease if con-
struction cost overruns occur. Adjustments for inflation and for
additional construction costs for changes in Project design due
to factors uncontrollable by the sponsors, as well as the ap-
plicable rates of return on equity under the order, will be
promulgated by FERC in the future.

Development of a financing plan is dependent upon improve-
ment in the regulatory environment, including FERC’s setting
of arange for rate of return. FERC has requested the Partner-
ship to submit a financing plan before it sets such a range.

Efforts in 1979 will focus on the financing plan, resolution of
IROR issues, preparatory work for submitting the application
for certification as previously discussed and other regulatory
matters. A filing of definitive cost estimates based on prelimi-
nary design is scheduled for mid-1979; this estimate will be
used as a basis (with adjustments for scope changes and
inflation) for establishing a rate of return within the range
ultimately set by FERC.

In February 1979, FERC issued a proposed rulemaking and
statement of policy which proposes that the producers be
responsible for constructing and operating a gas conditioning
plant at Prudhoe Bay. However, ultimate responsibility has not
been established.

Northwest Alaskan has submitted filings to FERC for ap-
proval of advance delivery of Canadian gas, to be made
possible by early construction of portions of the facilities in
the lower 48 states. The extent of the Company’s financial
participation in the early construction of these portions is
presently estimated to be approximately $200 million.

Although delays have been encountered and cost estimates
are expected to increase, management of Energy, on balance,
is encouraged by what has been achieved to date and continues
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in its belief that the Project is viable. The ultimate success of
the Project is dependent upon final governmental and regula-
tory authorizations, satisfactory gas purchase, sale and
transportation contracts, adequate financing, and successful
completion of construction.

(4) Investment in Phillips Pacific Chemical Company

Phillips Pacific owns a chemical fertilizer manufacturing plantin
the state of Washington. Pipeline owns 49% of the common
stock of Phillips Pacific, and the remaining 51% interest is
owned by Phillips Petroleum Company, operator of the plant.

The Company received approximately $.3 million and $1
million in cash dividends from Phillips Pacificin 1978 and 1977,
respectively. For the periods presented, the Company has
provided Federal income taxes on its equity in earnings of
Phillips Pacific at the statutory rate, recognizing dividend-
received deductions, or an effective rate of 7.2%.

Sales of natural gas by Pipeline to Phillips Pacific reflected in
the consolidated financial statements for 1978 and 1977 were
approximately $9.6 million and $8.7 million, respectively.

In 1975, Phillips Pacific was named with several other
codefendants in several class action suits alleging combination
and conspiracy to restrain trade and monopolize the sale of
commercial fertilizer in the northwest region of the United
States. Treble damages are being sought in these class action
suits, which are still pending. Management of Phillips Pacific
believes the claims appear to be without merit. Therefore, based
on the assessment of Phillips Pacific’s management, the Com-
pany’s management believes that the claims should not have a
significant effect on these consolidated financial statements.

(5) Extraofdinary Items
The extraordinary items for the year ended December 31, 1978
were comprised of the following items:

(Thousands
. of Dollars)

Gain on liquidation of Apco Oil Corporation, net of
income tax effect of $8.1 million

Loss on forced abandonment of Ecuadorian gas ex-
ploration and development project, net of income
tax benefits of $3 million

$18,626

(3,199)
$15,427

Apco Oil Corporation Liquidation
In 1975, Energy acquired 1,501,305 shares, or approximately
48% of the outstanding common stock of Apco Oil Corpora-
tion (**Apco”’), an integrated oil company, pursuant to a cash
tender offer. Energy’s equity interest was subsequently re-
duced to approximately 35.3% as a result of issuance of
additional Apco common stock in exchange for Apco’s con-
vertible debt securities.

The Board of Directors of Apco, after considering the pos-
sible liquidating value of Apco’s principal assets, compared
with continuing operations, determined liquidation to bein the
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best interests of Apco’s stockholders. Accordingly, a special
meeting of the stockholders of Apco was held on October 27,
1977, and a plan of liquidation for Apco was adopted.
Substantially all assets of Apco were liquidated in 1978.
Energy received liquidating dividends from Apco in 1978 of
approximately $67.6 million, or approximately $26.7 million in
excess of its investment in Apco. After provision for income
taxes of approximately $8.1 million, an extraordinary gain of
$18.6 million was recognized and is reflected in the accom-
panying consolidated financial statements. A liquidating
trust has been established for the remaining assets and
liabilities of Apco from which Energy expects to receive some
additional distributions as obligations of the trust are satisfied.

Ecuador Project

In April 1975, the Company entered into an agreement with
the Ecuadorian government for the exploration and develop-
ment of gas reserves off the coast of Ecuador. In connec-
tion with this agreement, the Company was obligated to make
minimum, qualified expenditures of $8 million, subject to ex-
change variations, during a five-year exploration period
ending in 1980, or forfeit a $1.6 million performance guarantee
established through a bank. In 1978, the government of
Ecuador rejected the only currently economically feasible plan
for ultimate utilization of any gas to be produced, thereby
effecting the forced abandonment of this project. Total ac-
cumulated costs as of December 31, 1978 amounted to
approximately $6.2 million, including the performance guaran-
tee, which net of income tax benefits of $3 million resulted in
an extraordinary loss of $3.2 million.

(6) Common Stock

Effective as of February 1, 1974, EPNG transferred to Pipe-
line certain assets required to be divested under a Federal
court divestiture decree. In connection with the divesti-
ture, participation certificates were issued under a voting trust
established to insulate Pipeline from any ownership or control
by EPNG and, subsequently, The El Paso Company (“El
Paso’’), the new parent company of EPNG. On February 28,
1975, pursuant to a corporate restructuring, the outstanding
common stock of Pipeline was changed share for share

into common stock of Energy, and Pipeline became a wholly
owned subsidiary of Energy.

The Voting Trustee was required to close the transfer books
on February 7, 1979 and to permit no further transfers of owner-
ship of participation certificates. However, participation
certificate holders who are not stockholders of El Paso were
permitted through February 28, 1979 to exchange their partici-
pation certificates for an equivalent number of shares of
Energy common stock.

Under the terms of the divestiture decree, the shares
of Energy common stock remaining in the Voting Trust on
February 28, 1979 are required to be sold by the Voting Trus-
tee. Of such shares, 500,000 are to be sold in an under-
written public offering. The remaining shares are to be sold
by the Voting Trustee to Energy’s Bonus Employee Stock
Ownership Plan (the “ESOP’’) pursuant to a contract with Citi-



»ank, N.A_, as trustee for the ESOP. The net proceeds of the
sales will be distributed to the participation certificate holders
and the participation certificates will then be deemed can-
celled and void.

(7) Long-Term Debt
Under the terms of Pipeline’s indentures for its Sinking Fund
Debentures, restrictions exist which substantially preclude the
issuance of additional mortgage bonds. The indentures for
both the First Mortgage Pipe Line Bonds and the Sinking
Fund Debentures contain provisions for the acceleration of
sinking fund payments under certain conditions related to
potential future exhaustion of Pipeline’s available gas supply.

Under the terms of the Company’s mortgage indentures and
secured notes, substantially all property, plant and equip-
ment, major gas purchase and sales contracts and certain gas
exchange and operating agreements are pledged as col-
jateral.

At December 31, 1978, approximately $10.3 million
of consolidated retained earnings was restricted under
Pipeline’s debt indentures as to payment of cash dividends
on its common stock.

Sinking fund requirements and other maturities of long-term
debt for each of the five years subsequent to December 31,
1978, are as follows:

Year Ending December 31, Thousands of Dollars

1979 $17,970
1980 16,382
1981 19,003
1982 23,427
1983 27,718

(8) Line-of-Credit Arrangements

Through a number of banks, Pipeline and Energy have unse-
cured line-of-credit arrangements which aggregated $160
million at December 31, 1978 and $85 million at December 31,
1977, against which $9 million and $56.5 million were drawn at
December 31, 1978 and 1977, respectively. Such lines-of-
credit contain compensating balance arrangements under
which the banks agree to provide credit as indicated above,
and Pipeline or Energy agrees to maintain average annual bank
balances equal to 10% of credit availability plus 10% of out-
standing loan balances. No legal restrictions exist prohibiting
the withdrawal of funds used to meet these requirements.
Under such arrangements, the maximum aggregate short-term
borrowings outstanding at any month-end during 1978 and
1977 were $114 million and $56.5 million, respectively. The
average daily short-term borrowings were approximately $34.1
million and $7.4 million during 1978 and 1977, respectively.
The average annual compensating balance required, based on
credit availability and borrowings outstanding at December 31,
1978, was approximately $16.9 million.

Interest on amounts borrowed pursuant to these arrange-
ments is at the banks’ prime rates in effect during the time the
loans are outstanding. At December 31, 1978, the prime rate
for all such banks was 11.75%. The weighted average interest
rates during 1978 and 1977 were 8.42% and 7.8%, respectively,
based on interest charges incurred and loans outstanding
during the periods.

(9) Income Taxes
The provision for income taxes reflected in the consolidated
statement of income consists of the following components:

Year Ended December 31, 1978 1977

(Thousands of Dollars)

Included in Operating Expenses:
Currently payable—

Federal $ 9,289 $ 5,590
State 746 680
Subtotal 10,035 6,270
Deferred Federal and state—
Current (184) 6,969
Noncurrent 11,295 9,215
Subtotal 11,111 16,184
Investment tax credit
recognized currently (5,120) (3,011)
Total included in
operating expenses 16,026 19,443
Included in Other Income and
(Income Deductions):
Provision for taxes on equity in
earnings of Phillips Pacific—
Currently payable 21 71
Deferred (1) (16)

Provision for income taxes $16,046 $19,498

Included in Extraordinary ltems:

Provision for taxes on gain
from liquidation of Apco Qil
Corporation—

Currently payable:

Federal $ 9334 $ —
State 228 —
Subtotal 9,562 —
Deferred Federal and state (1,439) —
Subtotal 8,123 —
Tax benefit from

write-off of Ecuador project—

Deferred Federal and state (3,002) —
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Deferred tax expense results from timing differences in the
recognition of revenues and expenses for tax and financial
reporting purposes. The sources of these differences and the
tax effect of each are as follows:

Year Ended December 31, 1978 1977

(Thousands of Dollars)

Current:

Unrecovered (excess recovery of) gas
purchase costs, deferred in the
financial statements and deducted
currently for tax reporting purposes

Unrecovered special overriding royalty
payments, deferred in the financial
statements and deducted currently
for tax reporting purposes

Gas sales rate adjustments, recognized
currently in the financial statements
and deferred for tax reporting
purposes until collected 170

Gas sales rate adjustments, recognized
currently for tax reporting purposes
and reserved for in the financial
statements

Noncurrent:

Liberalized tax depreciation in excess

of straight-line depreciation

Intangible drilling and development
costs, capitalized in the financial
statements and deducted currently
for tax reporting purposes

Distributive share of tax loss of the
Alaskan Northwest partnership,
capitalized in the financial statements
and deducted currently for tax
reporting purposes

Allowance for borrowed funds used
during construction, recognized
currently in the financial
statements and deferred for tax
reporting purposes 1,385 626

Other 476 1,678
11,111 16,184

$ 6,635 $(4,899)

(6,382)

14,658

(1,539)

(607) (1,251)

4,226 3,639

4,075 3,272

1,133 —

Phillips Pacific:
Equity in earnings, recognized
currently in the financial
statements and deferred for tax
reporting purposes 20 55

Dividends received, recognized
currently for tax reporting purposes
and recognized previously in the
financial statements 21) (71)

o) (16)
$11,110 $16,168
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The total provision for income taxes shown above is less than
the amount which would be computed by applying the statutory
Federal income tax rate to income before income taxes, ex-
traordinary items and preferred stock dividend requirements
of Pipeline. The table below summarizes the major reasons
for such difference:

Year Ended December 31, 1978 1977

(Thousands of Dollars) '

Tax expense computed
at statutory rate

Increase (decrease) in tax provision
resulting from:

Investment tax credit
recognized currently

Allowance for equity funds
capitalized during engineering,
design and preliminary
construction on the Alaska
Highway Pipeline Project, which
does not constitute taxable
income

Amortization of tax timing
differences for which deferred
taxes were not previously
provided 905 363

Other 956 581
$16,046 $19,498

$20,814 $21,565

(5,120) (3,011)

(1,509) —

Provision for income taxes

On October 1, 1978, Pipeline placed gas sales rates into
effect that reflect the amortization of previously accumulated
tax timing differences for which deferred income taxes have
not been provided. These timing differences are being amor-
tized at arate based on the remaining depreciable lives of the
related assets, representing approximately 13.5 years.

(10) Gas Sales

During the periods presented, more than 10% of the Company’s
consolidated operating revenues was generated from sales to
each of the following customers:

Year Ended December 31, 1978 1977

(Thousands of Dollars)

Sales of natural gas to:

Northwest Natural Gas Company $170,690 $158,643

Washington Natural Gas Company 139,672 128,976
Cascade Natural Gas Corporation 87,261 92,193
Colorado Interstate Gas Company 85,814 80,039
Other operating revenues 336,545 313,280

Consolidated operating

revenues $819,982 $773,131




(11) Executive Incentive Plan
The Company’s Executive Incentive Plan provides for four
biennial awards, startingin 1974, of up to 150,000 performance
share units to certain of the Company’s executives and key
employees. The plan entitles recipients to earn over a four-year
period from each award date, common stock of Energy or
cash, or a combination thereof, based on the Company’s
cumulative earnings performance during each such period.
Awards earned will be paid at the end of each four-year period.
The first awards were paid in February 1978, resulting in the
issuance of 18,258 additional shares of common stock of
Energy and cash payments approximating $.4 million. Under
the plan, at December 31, 1978 and 1977, there were 44,825
and 49,680 units outstanding, respectively.

Accrued compensation expenses related to the plan were
approximately $.1 million and $.7 million for 1978 and 1977,
respectively.

(12) Employee Benefit Plans

The Company’s Restated Employees Retirement Income
Pian covers employees who have completed one year

of service with the Company. The plan provides retirement
benefits, at no cost to the employee, on the basis of length of
service and rate of compensation. The plan provides for

full vesting after ten years of service or attainment of age 55.
Costs accrued for 1978 and 1977 were approximately $2.3
million and $2.1 million, respectively. Such accrued costs are
being funded currently. At December 31, 1977 (the most recent
actuarial determination date), the actuarially computed

value of vested benefits exceeded the assets of the plan by
approximately $.4 million. Unfunded prior service costs

at that date of $11.6 million are being funded over a 20-year
period ending December 31, 1993.

The Company adopted, as of January 1, 1978, an unfunded
supplemental retirement plan for certain key executives. Partic-
ipation in this plan is determined by the Board of Directors.
Participants are eligible to receive a monthly benefit, upon
retirement or disability, based on earnings and considering the
number of years of industry or related service as determined by
the Board of Directors. Benefits payable under the plan are
reduced by payments received under the Company’s Retire-
ment Income Plan or similar plans of previous employers. Costs
accrued for 1978 were approximately $.4 million.

Under the Company’s Restated Employees Savings Plan,
eligible employees may contribute from 2% to 8% of their
base compensation (depending upon their length of service)
and the Company contributes an equal amount. Vesting of
the Company’s contribution is at the rate of 20% per year
after entry into the plan. Contributions by the Company
under the plan for both 1978 and 1977 were approximately
$.7 million.

The Company adopted an Employee Stock Ownership Plan
as allowed under the Tax Reduction Act of 1975. Under
such plan, the Company annually claims an additional 1%
investment tax credit and contributes such amount to a
stock trust account for the benefit of its employees.

(13) Commitments

The total consolidated capital expenditures of the Company for
1979 are budgeted to be approximately $147 million, including
$7 million representing Northwest Alaskan’s share of the
Partnership’s 1979 budgeted capital expenditures.

(14) Leases

The Company does not conduct any significant operations
with leased facilities. The Company’s leasing arrangements,
exclusive of mineral leases, include primarily premise and
equipment leases that are classified as operating leases, with
present terms extending seven years or less. FERC per-
mits recovery, through Pipeline’s current gas sales rates, of
the rental payments made under its lease arrangements.

If leases entered into by the Company which qualify as capital
leases were required to be capitalized, the effect on assets,
liabilities and expenses for the periods presented would
not be significant.

(15) Related Party Transactions

Gulf Interstate Company (“Gulf’), through a subsidiary,
rendered engineering services relating to Pipeline and the
Partnership amounting to approximately $.8 million and $.5
million during 1978 and 1977, respectively. Gulf owns ap-
proximately 3.2% of the outstanding common shares of
Energy and its chief executive officer was a director of Energy
until November 7, 1978.

During the periods presented, the Company has entered
into various transactions with certain other related parties, the
amounts of which were not significant. The Company believes
that the terms of all related party transactions were as favor-
able as could have been obtained from unrelated parties.

43












