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GLOSSARY OF TERMS  
   
Basic earnings per share: earnings applicable to common stock for a period, divided by the average number of shares of common stock 
actually outstanding during that period.  
   
Bcf: one billion cubic feet, a volumetric measure of natural gas, roughly equal to 10 million therms.  
   
Btu: British thermal unit, a basic unit of thermal energy measurement. One Btu equals the energy required to raise one pound of water one 
degree Fahrenheit. One hundred thousand Btu’s equal one therm.  
   
Bypass: a direct connection to the interstate gas pipeline, which circumvents the pipes of the local distribution company; usually considered 
only by large industrial users.  
   
Core utility customers: residential, commercial and industrial firm service customers on the Company’s distribution system.  
   
Decoupling: a rate mechanism approved by the OPUC, which is designed to break the link between NW Natural’s earnings and the quantity of 
natural gas consumed by its customers. The design allows NW Natural to encourage customers to conserve energy while not adversely 
affecting its earnings due to losses in sales volumes.  
   
Degree-days: units of measure that reflect temperature-sensitive consumption of natural gas, calculated by subtracting the average of a day’s 
high and low temperature from 65 degrees Fahrenheit.  
   
Demand charge: a component in all core utility gas rates that covers the cost of securing pipeline capacity to meet peak demand, whether that 
full capacity is used or not.  
   
Design day: a design day is the maximum anticipated demand on the natural gas distribution system during a 24-hour period assuming weather 
at an average temperature of 12º F, the coldest day in the last 20 years in NW Natural’s service territory.  
   
Diluted earnings per share: earnings applicable to common stock for a period, divided by the average number of shares of stock that would 
be outstanding if all securities convertible into common stock were converted and all options to purchase common stock at prices lower than 
the average price for the period were exercised.  
   
Firm service: natural gas service offered to customers under contracts or rate schedules that provide for no service interruptions.  
   
General rate case: a periodic filing with state regulators to establish equitable rates and balance the interests of all classes of customers with 
those of the Company and its shareholders. NW Natural’s most recent general rate cases were concluded in Oregon in 2003 and Washington in 
2004.  
   
Interruptible service: service offered to customers (usually large commercial or industrial) under contracts or rate schedules that allow for 
interruptions during times of peak demand.  
   
Liquefied natural gas (LNG): the cryogenic liquid form of natural gas. At temperatures below minus 258 degrees Fahrenheit, natural gas can 
be stored in a liquid form, which is 600 times more dense than its gaseous form.  
   
Margin: in NW Natural’s case, the difference between gross sales revenue and the cost of gas included in the sale.  
   
Purchased Gas Adjustment (PGA): purchased gas adjustment, also know as the gas tracker, is a mechanism for adjusting rates due to 
changes in gas costs and recovering from customers deferred gas cost imbalances caused by fluctuating gas commodity costs.  
   
Return on equity (ROE): a measure of corporate profitability, calculated as net income divided by average common stock equity. Authorized 
ROE refers to the rate approved by a regulatory agency for company investments funded by common stock equity.  
   
Storage: a means of maintaining gas in reserve for future demand, either through injection into a storage field, or storing it in the form of 
liquefied natural gas, or by holding it within the pipeline (known as line packing).  
   
Therm: the basic unit of natural gas measurement, equal to 100,000 Btu’s. An average residential customer in NW Natural’s service area uses 
about 700 therms in an average-weather year.  
   
Transportation service: service provided to a customer that secures its own natural gas supply and pays only for use of the distribution system 
to transport it.  
   
Underground storage: storage of natural gas by injection into underground rock formations for withdrawal during the winter heating season, 
such as at NW Natural’s Mist storage field.  
   
Weather normalization: a rate mechanism that allows a utility to adjust customers’ bills during the winter heating season to reduce variations 
in margin recovery due to fluctuations from average temperatures.  
   
Winter heating season: generally considered to be the period from November through March.  
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NORTHWEST NATURAL GAS COMPANY  
PART I  

   
ITEM 1. BUSINESS  
   
General  
   

Northwest Natural Gas Company (NW Natural or the Company) was incorporated under the laws of Oregon in 1910. The Company 
and its predecessors have supplied gas service to the public since 1859. Since September 1997, it has been doing business as NW Natural.  
   
Business Segments  
   

Local Gas Distribution  
   

NW Natural is principally engaged in the distribution of natural gas in Oregon and southwest Washington. In this report this principal 
business segment is referred to as local gas distribution (LDC) or utility. Local gas distribution involves purchasing gas from producers, 
transporting the gas over interstate pipelines from the supply basins to the Company’s service territory, and reselling the gas to customers at 
rates and terms approved by the Public Utility Commission of Oregon (OPUC) or by the Washington Utilities and Transportation Commission 
(WUTC). Gas distribution also includes transporting gas owned by large customers from the interstate pipeline connection, or city gate, to the 
customers’ facilities for a fee, also approved by the OPUC or WUTC. Approximately 97 percent of the Company’s consolidated assets are 
related to the local gas distribution segment. The OPUC has allocated to NW Natural as its exclusive service area a major portion of western 
Oregon, including the Portland metropolitan area, most of the Willamette Valley and the coastal area from Astoria to Coos Bay. NW Natural 
also holds certificates from the WUTC granting it exclusive rights to serve portions of three southern Washington counties bordering the 
Columbia River. Gas service is provided in 120 cities and neighboring communities, in 15 Oregon counties, and in 14 cities and neighboring 
communities, in three Washington counties. The city of Portland is the principal retail and manufacturing center in the Columbia River Basin, 
and is a major port for trade with Asia.  
   

At year-end 2004, NW Natural had 537,152 residential customers, 58,548 commercial customers and 935 industrial customers. 
Approximately 90 percent of the Company’s customers are located in Oregon and 10 percent reside in Washington. Industries served include 
pulp, paper and other forest products; the manufacture of electronic, electrochemical and electrometallurgical products; the processing of farm 
and food products; the production of various mineral products; metal fabrication and casting; the production of machine tools, machinery and 
textiles; the manufacture of asphalt, concrete and rubber; printing and publishing; nurseries; government and educational institutions; and 
electric generation.  
   

Interstate Gas Storage  
   

The Interstate Gas Storage business segment is comprised of interstate storage services and third party optimization services. 
Approximately 2 percent of the Company’s consolidated assets are related to the Interstate Gas Storage business segment. For each of the years 
ended Dec. 31, 2004, 2003 and 2002, this business segment derived a majority of its revenues from fewer than five customers. The largest of 
these customers is served under a long-term contract.  
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Interstate Storage Services . NW Natural is engaged in providing natural gas storage and related transportation services to interstate 
customers using storage capacity that has been developed in advance of core utility customers’ (residential, commercial and industrial firm) 
requirements. These services began in 2001 when the Federal Energy Regulatory Commission (FERC) granted NW Natural a limited 
jurisdiction blanket certificate permitting it to provide firm and interruptible gas storage service and related transportation service to and from 
the Mist gas storage facility to customers in interstate commerce. The FERC limited jurisdiction certificate enables NW Natural to provide 
these services while retaining its exemption from full FERC jurisdiction under the Natural Gas Act pursuant to an order of the Federal Power 
Commission (now the FERC). Under agreements with the OPUC and WUTC, NW Natural shares with its core utility customers a portion of its 
net income before tax from interstate storage services.  
   

Third Party Optimization Services . NW Natural has a contract with an independent energy marketing company that optimizes the 
value of NW Natural’s assets by engaging in trading activities using temporarily unused portions of its upstream pipeline transportation 
capacity and gas storage capacity (optimization services).  
   

Core Utility Customer Sharing. In Oregon, NW Natural retains 80 percent of the pre-tax income from interstate storage services and 
optimization of storage and pipeline transportation capacity when the costs of such capacity have not been included in core utility rates, and 33 
percent of the pre-tax income from such optimization when the capacity costs have been included in core utility rates. The remaining 20 
percent and 67 percent, respectively, are credited to a deferred regulatory account for refund to NW Natural’s core utility customers. NW 
Natural has a similar sharing mechanism in Washington for revenue derived from interstate storage services and third party optimization 
services.  
   

Other  
   

NW Natural has non-regulated subsidiary investments in NNG Financial Corporation (Financial Corporation) and Northwest Energy 
Corporation (Northwest Energy) (see “Subsidiaries,” below), a Boeing 737-300 aircraft leased to Continental Airlines and miscellaneous other 
non-regulated activities. Less than 1 percent of the Company’s consolidated assets are related to activities in the Other business segment.  
   
Subsidiaries  
   

Financial Corporation  
   

The Company operated only one direct, active subsidiary during 2004, Financial Corporation. Financial Corporation, a wholly-
owned subsidiary of the Company incorporated in Oregon, holds financial investments including limited partnership interests in two wind 
power electric generation projects located in California and two low-income housing projects in Portland, Oregon. On Jan. 31, 2005, Financial 
Corporation sold its limited partnership interests in three solar electric generating plants located in California. Financial Corporation also has 
one active, wholly-owned subsidiary, KB Pipeline Company (KB Pipeline), which owns a 10 percent interest in an 18-mile interstate natural 
gas pipeline. KB Pipeline operated the pipeline until Dec. 1, 2004, when a third party gas distribution company assumed responsibilities as 
operator. KB Pipeline resigned as pipeline operator, in part, because of anticipated increased obligations resulting from FERC’s final 
regulations implementing Standards of Conduct for Transmission Providers (Standards of Conduct). Those regulations govern the relationship 
between interstate natural gas pipelines and their energy affiliates or marketing functions and impose  
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obligations previously not applicable to KB Pipeline with regard to separation of duties and related matters. FERC granted KB Pipeline an 
exemption from most of the requirements of the Standards of Conduct; however, the remainder of the regulations continue to be applicable to 
KB Pipeline as a co-owner of the pipeline.  
   

Northwest Energy Corporation  
   

A second direct, wholly-owned subsidiary of the Company, Northwest Energy, also an Oregon corporation, was formed in 2001 to 
serve as the holding company of NW Natural and Portland General Electric Company (PGE) if the proposed acquisition of PGE had been 
completed. The Company’s agreement to purchase PGE was terminated in 2002. Northwest Energy had no operations in 2004 or 2003.  
   
Gas Supply and Transportation  
   

General  
   

NW Natural meets the needs of its core utility customers through natural gas purchases from a variety of suppliers. NW Natural has a 
diverse portfolio of short-, medium- and long-term firm gas supply contracts that it supplements, during periods of peak demand, with gas from 
storage facilities either owned by or contractually committed to NW Natural.  
   

Gas Acquisition Strategy  
   

NW Natural’s goals in purchasing gas for its core utility market consist of:  
   

   
To achieve those goals, NW Natural employs a gas purchasing strategy based upon (i) diversity of supply, (ii) liquidity, (iii) price 

risk management, (iv) asset optimization and (v) regulatory alignment.  
   

Diversity of Supply . NW Natural’s supply and capacity plan is based on forecasted system requirements, and takes into account 
estimated load growth by type of customer, attrition, conservation, distribution system constraints, interstate pipeline capacity and contractual 
limitations, and the forecasted movement of customers between bundled sales and transportation-only service.  
   

There are three means by which NW Natural diversifies its gas supply acquisitions: (i) regional supply basin, (ii) contract types and 
(iii) contract duration.  
   

6  

  
•   Reliability —Ensuring a gas resource portfolio that is sufficient to satisfy core utility customer requirements under 

design-year weather conditions, as defined in the NW Natural Integrated Resource Plan (IRP) (see “Regulation and 
Rates—Integrated Resource Plan,”  below); 

  •   Lowest reasonable cost —Acquiring gas supplies at the lowest reasonable cost to customers; 

  
•   Price stability —Making use of physical assets (e.g. gas storage) and financial instruments (e.g. derivatives) to manage 

price variability; and 

  
•   Cost recovery —Managing gas purchase costs prudently to minimize the risk associated with the regulatory disallowance 

of recovery of gas acquisition costs. 
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The following table represents the actual and target sources of regional supply:  
   

   
NW Natural believes that gas supplies available from suppliers in the western United States and Canada are adequate to serve its core 

utility customers for the foreseeable future, and that its cost of gas generally will track market prices.  
   

NW Natural typically enters into gas purchase contracts for (i) year-round baseload, (ii) November–March (winter heating season) 
baseload, (iii) winter heating season contracts where NW Natural has the option to call on all, some or none of the supplies on a daily basis, and 
(iv) spot purchases, taking into account forecasted customer requirements, storage injections and withdrawals and seasonal weather 
fluctuations. Other less frequent types of contracts include April-October baseload contracts, April-October contracts where the supplier has the 
option to supply gas to NW Natural on a daily basis, and seasonal exchange purchase and sale contracts. NW Natural seeks to minimize 
amounts to be purchased on the spot market during the winter heating season to less than 10 percent. A variety of multi-year contract durations 
are used to avoid having to re-contract all supplies every year. NW Natural recently transitioned from a majority of long-term contracts to 
medium-term contracts, as the long-term contracts expired. See “Core Market Basic Supply,” below.  
   

Liquidity . NW Natural purchases its gas supplies at liquid trading points to facilitate competition and transparent pricing. These 
trading points include NOVA Inventory Transfer (NIT) in Alberta, Sumas and Station 2 in British Columbia, and receipt points in the Rocky 
Mountains.  
   

Price Risk Management. There are four general methods that NW Natural currently uses for managing gas commodity price risk: (i) 
negotiating fixed prices directly with gas suppliers, (ii) negotiating financial instruments that “swap” into a fixed price from a floating price 
contract, (iii) negotiating financial instruments that set a ceiling price on a floating price contract (e.g. call option) and (iv) buying gas and 
injecting it into storage. See “Cost of Gas,” below.  
   

Asset Optimization . NW Natural uses its gas supply flexibility to capture opportunities that emerge during the course of the year for 
gas purchases, sales, exchanges or other means to manage net gas costs. In particular, the Mist storage facility provides flexibility in this 
regard. In addition to NW Natural’s own activities to economically manage its gas supply costs, the Company contracts with an independent 
energy marketing company to more fully capture optimization opportunities.  
   

Regulatory Alignment . Mechanisms for gas cost recovery are designed to be fair and balanced for customers and shareholders. 
Because NW Natural does not earn a return on the gas commodity acquisition, risks associated with cost recovery are minimized through:  
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Regional Supply Basin   

Region  
   

2004 Actual 
 

   

2004-09 Target 
  

Alberta     26%    45 % 
British Columbia     46%    30 % 
U.S. Rockies     27%    25 % 
Mist gas field     1%    <1 % 
            

Total     100%        

  
•   the use of purchased gas cost adjustment mechanisms approved by regulatory authorities (see “Regulation and Rates—Rate 

Mechanisms,”  below); 
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Cost of Gas  

   
NW Natural’s cost of gas to supply its core utility market primarily consists of the purchase price paid to suppliers plus charges paid 

to pipelines to transport the gas to NW Natural’s distribution system. While the rates for pipeline transportation and storage services are subject 
to federal regulation, the purchase price of gas is not. Although pipeline rates have been relatively stable in recent years, natural gas commodity 
prices have increased dramatically due to growing demand for natural gas, especially for power generation, stagnant North American gas 
production, and surging alternate fuel prices. NW Natural is in a favorable position with respect to gas production because of the proximity of 
the Pacific Northwest to supply basins in western Canada and the Rocky Mountains, where some growth in gas production is expected to 
continue for the foreseeable future. Management believes growth in gas commodity supply into the North American market is needed to 
alleviate price pressures. NW Natural seeks to mitigate the effects of higher gas commodity prices and price volatility on core utility customers 
through the use of its underground storage facilities, by entering into gas commodity-based financial hedge contracts, and by crediting gas costs 
with margin revenues derived from off-system sales of commodity and released transportation capacity in periods when core utility customers 
do not fully utilize firm pipeline capacity and gas supplies.  
   

Managing the Cost of Gas  
   

NW Natural has an active natural gas commodity price hedge program that is intended to reduce commodity price risk. Under this 
program, the Company typically enters into commodity swap and call option agreements for the coming year and up to three years into the 
future, when natural gas prices may be lower. Gains (losses) from commodity hedges are treated for accounting and rate purposes as reductions 
(increases) to the cost of gas. The intended effect of this program is to lock in prices for between 85 percent and 95 percent of NW Natural’s 
gas supply portfolio for the following year, at prevailing market prices at the time the swap and call option agreements are entered into. Fixed 
prices have been secured for lesser amounts of gas purchases for the subsequent two years, which helps to stabilize costs and reduce variations 
in annual rate changes.  
   

Source of Supply—Design Day  
   

The effectiveness of NW Natural’s gas supply program is largely dependent on the sources from which the design day requirement is 
satisfied. A design day is the maximum anticipated demand on the natural gas distribution system during a 24-hour period assuming weather at 
an average temperature of 12º F, the coldest day in the last 20 years in NW Natural’s service territory. NW Natural assumes that all 
interruptible customers will be curtailed on the design day. NW Natural’s projected sources of delivery for design day firm utility customer 
sendout is 8.9 million therms. NW Natural is currently capable of meeting 63 percent of its firm customer design day requirements with storage 
and peaking capabilities. Optimal utilization of storage and peaking facilities on NW Natural’s design day reduces the dependency on firm 
transportation. On Jan. 5, 2004, NW Natural experienced a record firm customer sendout of 7.2 million therms, and a total sendout of 8.9 
million therms, on a day that was approximately 9º F warmer than the design day temperature. That January 2004 cold weather event  
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  •   aligning customer and shareholder interests through sharing in the structure of cost recovery and optimization mechanisms; and 
  •   openness in sharing information with the state regulatory commissions and key customer groups. 
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lasted about ten days, and the actual firm customer sendout each day provided data indicating that load forecasting models required very little 
re-calibration. Accordingly, NW Natural believes that its supplies would be sufficient to meet firm customer demand if the Company were to 
experience design day conditions.  
   

The following table reflects the sources of supply that are projected to be used to satisfy the design day sendout for the 2004-2005 
winter heating season:  
   

Projected Sources of Supply for Design Day Sendout  
   

   
NW Natural believes the combination of the natural gas supply it can purchase under contract, its peaking supplies and the capacity 

held under contract on the interstate pipelines will be sufficient to satisfy the needs of existing customers and allow for growth in future years.  
   

Core Utility Market Basic Supply  
   

NW Natural purchases gas for its core utility customers from a variety of suppliers located in the western United States and Canada. 
About 75 percent of its annual supply comes from Canada, with the balance coming primarily from the U.S. Rocky Mountain region. At Jan. 1, 
2005, NW Natural had 28 firm contracts with 14 suppliers with remaining terms ranging from three months to five years, which provide for a 
maximum of 3.1 million therms of firm gas per day during the peak winter heating season and 1.3 million therms per day during the remainder 
of the year. These contracts have a variety of pricing structures and purchase obligations. During 2004, NW Natural purchased 756 million 
therms of gas under the following contract durations:  
   

   
The Company regularly renews or replaces its expiring long-term and medium-term contracts with new agreements with a variety of 

existing and new suppliers. No single contract amounts to more than 200,000 therms per day or 10 percent of the Company’s average daily 
contract volumes. Firm year-round supply contracts have terms ranging from one to ten years. All of the contracts use price formulas tied to 
monthly index prices, primarily at the NIT trading point in Alberta. NW Natural hedges a majority of its contracts each year using financial 
instruments as part of its gas purchasing strategy (see “Managing the Cost of Gas,” above).  
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Sources of Supply  
     

Therms  
(in millions) 

     

Percent 
 

Firm contracts       3.25      37 
Off-system storage       1.06      12 
Mist underground storage       2.30      26 
Company-owned liquefied natural gas storage       1.80      20 
Recall agreements       0.45      5 
            

     Total       8.86      100 

Contract Duration  
   

Percent of Purchases 
 

Long-term (10 years or longer)     20 
Medium-term (1 to 10 years)     39 
Short-term (less than one year)     33 
Spot (up to 30 days)     8 
     

    Total     100 
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In addition to the year-round contracts, NW Natural continues to contract in advance for firm gas supplies to be delivered only during 
the winter heating season primarily under short-term contracts. During 2003 and 2004, new short-term purchase agreements were entered into 
with eight suppliers. These agreements have a variety of pricing structures and provide for a total of up to 1.8 million therms per day during the 
2004-2005 heating season. Two of these contracts, each providing up to 100,000 therms per day, also extend to the 2005-2006 heating season. 
NW Natural intends to enter into new purchase agreements in 2005 for equivalent volumes of gas with its existing or other similar suppliers as 
needed to replace short-term and one-year contracts that will expire during 2005.  
   

NW Natural also buys gas on the spot market as needed to meet demand. NW Natural has flexibility under the terms of some of its 
firm supply contracts enabling it to purchase spot gas in lieu of firm contract volumes, thereby allowing it to take advantage of favorable 
pricing on the spot market from time to time.  
   

NW Natural continues to purchase gas from a non-affiliated producer in the Mist gas field in Oregon. The production area is situated 
near NW Natural’s underground gas storage facility. The price for this gas is tied to NW Natural’s weighted average cost of gas. Current 
production is approximately 13,000 therms per day from about 18 wells, supplying less than 1 percent of NW Natural’s total annual purchase 
requirements. Production from these wells varies as existing wells are depleted and new wells are drilled.  
   

Core Utility Market Peaking Supply  
   

NW Natural supplements its firm gas supplies with gas from Company-owned or contracted off-system storage facilities in which gas 
is stored during periods of low demand for use during periods of peak demand. In addition to enabling NW Natural to meet its peak demand, 
these facilities make it possible to lower the annual average cost of gas by allowing NW Natural to minimize its pipeline transportation contract 
demand and to purchase gas for storage during the summer months when prices are generally at their lowest.  
   

NW Natural has contracts with Williams Gas Pipeline–West, also known as Northwest Pipeline, for firm gas storage services from an 
underground storage facility at Jackson Prairie near Centralia, Washington, and a liquefied natural gas (LNG) facility at Plymouth, 
Washington. Together, these facilities provide NW Natural with daily firm deliverability of about 1.1 million therms and total seasonal capacity 
of about 16 million therms. Separate contracts with Northwest Pipeline provide for the transportation of these storage supplies to NW Natural’s 
service territory. All of these contracts have reached the end of their primary terms but NW Natural has exercised its renewal rights that allow 
for annual extensions at its option.  
   

NW Natural owns and operates two LNG plants that liquefy gas during the summer months for storage until the peak winter heating 
season. These two plants provide a maximum combined daily deliverability of 1.8 million therms and a total seasonal capacity of 17 million 
therms.  
   

NW Natural also provides daily and seasonal peaking from its underground gas storage facility in the Mist gas field. This facility has 
a maximum daily deliverability of 3.9 million therms and a total seasonal working gas capacity of 12.9 Bcf. In September 2004, NW Natural 
completed and placed into service its South Mist Pipeline Extension (SMPE) project, which completed the transmission pipeline from its Mist 
gas storage field to growing portions of its distribution service area. Also in 2004, a total of 400,000 therms per day of Mist storage capacity 
that had been available for interstate storage  
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services was recalled and committed to use for core utility customers. This is the first instance of returning capacity that had been developed in 
advance of core utility customers needs for interstate storage services to core utility customers under the regulatory agreement with the OPUC. 
Under this agreement, storage capacity is recalled as needed and added to retail utility rate base at its original cost less accumulated 
depreciation. The core utility market now has 2.3 million therms per day of deliverability and 8.9 Bcf of working gas committed from the Mist 
storage facility.  
   

In December 2004, NW Natural completed its latest expansion of the Mist gas storage facility. This investment of approximately 
$9.9 million increased the facility’s incremental capacity and total daily delivery capacity by approximately 22 percent to a total of 3.9 million 
therms per day. A little over half of the expansion replaced the capacity recalled to the core market as described above, and the remainder is 
used to serve growth in the interstate storage services market. Ultimately, this expansion is also available to serve the needs of NW Natural’s 
core utility customers. The expansion increased working gas capacity at Mist to 12.9 Bcf, with 4.0 Bcf allocated to interstate storage services. 
As the needs of core utility customers grow, existing interstate gas storage capacity will be transferred for use by core utility customers and 
tracked into retail rates. Newly developed interstate gas storage capacity can then be developed at Mist to replace this recalled storage.  
   

NW Natural also has contracts with one electric generator and two industrial customers that together provide an additional 102,000 
therms per day of year-round upstream capacity, plus 450,000 therms per day of recallable capacity and supply. Two of these three contracts 
renew from year to year, while the third will expire in 2010.  
   

Transportation  
   

Dependence on a Single Pipeline. NW Natural is directly connected to a single interstate pipeline, Northwest Pipeline. Although the 
Company is dependent on a single pipeline, the pipeline is bi-directional as it transports gas into the Portland metropolitan market from two 
directions: (i) the north, which brings supplies from British Columbia and Alberta supply basins and (ii) the east, which brings supplies from 
Alberta and the Rocky Mountain supply basins. The Company is investigating options to further diversify its pipeline transportation paths. The 
need for pipeline transportation diversity has been underscored by recent Northwest Pipeline ruptures and the resulting federal order in 2003 
that requires Northwest Pipeline to replace its 26 inch mainline from the Canadian border to NW Natural’ s service territory by December 2006. 
   

Rates. Rates for pipeline transportation are established by FERC for service under long-term transportation agreements between NW 
Natural and the U.S. interstate pipelines, and by Canadian federal or provincial authorities for service under agreements with the Canadian 
pipelines over which NW Natural ships gas.  
   

Transportation Agreements . The largest of the transportation agreements with Northwest Pipeline extends through 2013 and 
provides for firm transportation capacity of up to 2.1 million therms per day. This agreement provides access to natural gas supplies in British 
Columbia and the U.S. Rocky Mountains.  
   

The Company’s second largest transportation agreement with Northwest Pipeline extends through 2011. It provides 1.0 million 
therms per day of firm transportation capacity from the point of interconnection of the Northwest Pipeline and Gas Transmission Northwest 
(GTN) systems in eastern Oregon to NW Natural’s service territory. GTN’s pipeline runs from the U.S./Canadian border through  
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northern Idaho, southeastern Washington and central Oregon to the California/Oregon border. NW Natural’s total capacity on GTN and two 
upstream pipelines in Canada (Alberta Natural Gas Company and NOVA Corporation of Alberta, which, with GTN, are all now units of 
TransCanada PipeLines Limited) matches this amount of Northwest Pipeline capacity northward into Alberta, Canada.  
   

NW Natural also has an agreement with Northwest Pipeline that extends through 2013 for 351,550 therms per day of firm 
transportation capacity. This agreement accesses gas supplies in the U.S. Rocky Mountain region.  
   

NW Natural also has four long-term pipeline transportation contracts with other interstate transporters. The contract with Duke 
Energy Gas Transmission (formerly Westcoast Energy, Inc.) (Duke Energy GT) extends through October 2014 and provides approximately 
600,000 therms per day of firm gas transportation from northern British Columbia to a connection with Northwest Pipeline at the U.S.-
Canadian border. The contract with Terasen Gas (formerly BC Gas) extends through October 2020 and provides approximately 470,000 therms 
per day of firm gas transportation from southeastern British Columbia to the same connection with Northwest Pipeline at the U.S.-Canadian 
border. NW Natural’s capacity with Terasen Gas is matched with companion contracts for pipeline capacity on systems of Alberta Natural Gas 
Company and NOVA Corporation of Alberta that connect to the gas fields of Alberta, Canada.  
   

Since Northwest Pipeline opened its system to the transportation of customer-owned gas in the late 1980s, many of NW Natural’s 
non-core customers (larger industrial interruptible customers with full or partial dual fuel capabilities) have switched from sales service to 
transportation service whereby they purchase gas directly from suppliers and ship the gas on NW Natural’s distribution system, and those of its 
upstream pipeline suppliers for a fee. The ability of industrial customers to switch between sales service and transportation service has made it 
possible for NW Natural to retain some of these customers. Periodic switching between sales and transportation service by these customers has 
had an adverse effect on NW Natural’s results of operations in certain years, and a positive effect in other years, as industrial customers have 
sought to find the most economical and reliable combination of gas supply and delivery services (see “Competition and Marketing,” below). In 
2003 and 2004, NW Natural redesigned its industrial rates in Oregon and Washington, and as a result it expects less switching from higher-
margin to lower-margin service contracts than it has experienced in the past.  
   
Regulation and Rates  
   

NW Natural is subject to regulation with respect to, among other matters, rates, systems of accounts and issuance of securities by the 
OPUC and the WUTC. In 2004, 93 percent of NW Natural’s utility gas deliveries and 92 percent of its utility operating revenues were derived 
from Oregon customers and the balance from Washington customers.  
   

NW Natural is exempt from the provisions of the Natural Gas Act (Hinshaw exemption) by order of FERC, except with respect to the 
terms and conditions associated with its interstate gas storage and related transportation services (see “Interstate Gas Storage,” above).  
   

General Rate Cases  
   

NW Natural’s most recent general rate increase in Oregon, which was effective Sept. 1, 2003, authorized rates designed to produce a 
return on shareholders’ equity (ROE) of 10.2 percent. The OPUC approved a revenue increase of $13.9 million per year, of which $6.2 million 
went into effect on Sept. 1, 2003, and $2.7 million went into effect on a deferred basis on Nov. 12, 2003 as the first  
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11.7 miles of the Company’s southern portion of SMPE went into service. The remaining $3.8 million for the southern portion of the SMPE 
went into effect on Oct. 1, 2004, upon the completion and placement into service of the last segment of the SMPE project. Recovery for the 
Company’s Coos County distribution system project of $1.2 million went into effect on Nov. 1, 2004, on a deferred basis. While not included 
in the rate case result, an additional annual rate recovery of $7.5 million associated with the northern portion of the SMPE project became 
effective October 1, 2004.  
   

In November 2003, NW Natural filed a general rate case in Washington that proposed a revenue increase of $7.9 million per year 
from Washington operations through rate increases averaging 15 percent. In June 2004, the WUTC approved a settlement agreement entered 
into by the parties to NW Natural’s Washington general rate case, which became effective on July 1, 2004, authorizing a revenue increase of 
$3.5 million per year, or 6.5 percent. In addition, the settlement authorized NW Natural to include the SMPE cost of service in rates, subject to 
audit, concurrent with the annual Washington Purchased Gas Adjustment (PGA) filing, which became effective on Nov. 1, 2004. See “Rate 
Mechanisms,” below and Part II, Item 7., “Results of Operations—Regulatory Matters—General Rate Cases.”  
   

In January 2005, the Company filed a rate case with the FERC proposing an update of maximum rates for the Company’s interstate 
storage services operation and new service offerings. The requested rate increase is designed to reflect costs related to the further development 
of the Mist gas storage facilities and costs associated with the SMPE project. This filing was made to satisfy FERC’s requirement that there be 
a cost and revenue review in three years following its original storage service rate authorization.  
   

Rate Mechanisms  
   

Weather normalization . In November 2003, NW Natural implemented a weather normalization mechanism in Oregon that is 
designed to stabilize margins from weather-sensitive residential and commercial customers by adjusting current billings based on temperature 
variances from average weather. The weather normalization mechanism approved by the OPUC is applied to NW Natural’s Oregon residential 
and commercial customers’ bills between Nov. 15 and May 15 of each heating season. The mechanism adjusts the margin component of 
customers’ rates to reflect “normal” weather using the 25-year average temperature for each day of the billing period. The mechanism is 
intended to stabilize the recovery of fixed costs and to reduce fluctuations in customers’ bills due to colder- or warmer-than-average weather. In 
October 2004, the mechanism was modified to limit the upward or downward adjustments to individual bills to certain specified ranges, with 
any excess amounts being deferred.  
   

Purchased Gas Adjustment. In Oregon, NW Natural has a PGA tariff under which net income derived from Oregon operations may 
be affected within defined limits by changes in purchased gas costs. The PGA tariff provides for periodic revisions in rates resulting from 
changes in the Company’s cost of purchased gas. Costs included in the PGA adjustments are based on NW Natural’s projected gas 
requirements and negotiated gas prices for the upcoming gas supply contract year. Under its Washington PGA, NW Natural is permitted to 
track 100 percent of increases and decreases in gas commodity costs, with the result that net income is not directly affected by changes in 
commodity costs. In both Oregon and Washington, the PGA mechanism permits NW Natural to recover 100 percent of FERC-approved 
pipeline transportation costs. During the fourth quarter of 2004, the staff of the OPUC initiated a review of gas purchasing strategies for all 
three local gas distribution companies serving Oregon. The schedule, scope and potential findings, including whether the review will lead to 
formal proceedings before the OPUC, remain uncertain.  
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The Oregon PGA tariff provides that 67 percent of any difference between actual purchased gas costs and estimated purchased gas 
costs incorporated into rates will be deferred for amortization in subsequent periods. If actual gas commodity costs exceed those incorporated 
in rates, NW Natural subsequently will adjust its rates upward to recover 67 percent of the deficiency from core utility customers. Similarly, if 
actual gas commodity costs are lower than those reflected in rates, rates will be adjusted downward to distribute to core utility customers 67 
percent of such gas commodity cost savings.  
   

The OPUC has a formalized process that tests for excessive earnings in connection with gas utilities’ annual filings under their PGA 
mechanisms. The OPUC has confirmed NW Natural’s ability to pass through 100 percent of its prudently incurred gas costs into rates. Under 
this requirement, NW Natural is authorized to retain all of its earnings up to a threshold level equal to its authorized ROE plus 300 basis points. 
One-third of any earnings above that level will be refunded to customers. The excess earnings threshold is subject to adjustment up or down 
each year depending on movements in interest rates.  
   

Conservation Tariff . Effective Oct. 1, 2002, the OPUC authorized NW Natural to implement a “conservation tariff,” which is a 
mechanism designed to recover lost margin due to changes in residential and commercial customers’ consumption patterns. The tariff is a 
partial decoupling mechanism that is intended to break the link between the Company’s earnings and the quantity of energy consumed by its 
customers, so the Company does not have an incentive to discourage customers’ conservation efforts.  
   

The conservation tariff contains two components. The first, a “price elasticity” factor, adjusts for increases or decreases in 
consumption attributable to annual changes in commodity costs or periodic changes in the Company’s general rates. The second is a 
conservation adjustment calculated on a monthly basis to account for deviations between actual and expected volumes. Additional revenues or 
credits to customers produced by the conservation adjustment are booked to a deferral account that is reconciled as part of the Company’s 
annual PGA. Baseline consumption is based on customer consumption patterns as determined in the Oregon general rate case, adjusted for 
consumption resulting from new customers. The partial decoupling mechanism will expire at the end of September 2005 unless the OPUC 
approves an extension based on the results of an independent study to measure the mechanism’s effectiveness. Work on the independent study, 
which involves interested parties, is in process and is expected to be completed by the end of March 2005. The study is expected to provide the 
basis for the Company’s filing to renew the tariff.  
   

As part of the proceeding approving the conservation tariff, NW Natural agreed to adopt certain service quality measures that 
establish the Company’s performance goal for minimizing complaints by customers where the Company is determined to be at fault. If NW 
Natural exceeds the prescribed level of at-fault complaints, it will be subject to penalties. Since inception, NW Natural has not incurred any 
penalties under these service quality measures.  
   

Pipeline Integrity Cost Recovery . In July 2004, the OPUC approved NW Natural’s applications relating to the accounting treatment 
and full recovery for the cost of the pipeline integrity management program (IMP) as mandated by the Pipeline Safety Improvement Act of 
2002 (Pipeline Safety Act) and related rules adopted by the U.S. Department of Transportation’s (DOT) Office of Pipeline Safety (see Part II, 
Item 7., “Financial Condition—Cash Flows—Investing Activities”). Under the applications as approved, NW Natural classifies its IMP costs as 
either capital expenditures or regulatory assets, accumulates the costs over each 12-month period ending June 30, and recovers the costs, 
subject to  
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audit, through rate changes effective on October 1 of each year commencing Oct. 1, 2004. The accounting and rate treatment for these costs 
extends through Sept. 30, 2008, and may be reviewed for potential extension after that date.  
   

Combined Heat and Power (Gas Fired Distributed Generation) Tariff . On Dec. 21, 2004, the OPUC approved the Company’s 
request for a special tariff discount for new Combined Heat and Power (CHP) projects. The tariff provides a discount to CHP projects that use 
firm service. The modest discount, combined with other incentives, is expected to improve the prospects for the construction of new CHP 
projects in the Company’s service territory.  
   

Open Pathway Tariff . The open pathway tariff, approved by the WUTC and the OPUC during the fourth quarter of 2004, requires 
developers to provide the Company with a trench for installation of mains and services in new developments. If a trench is not provided, the 
tariff requires the developer to pay trenching costs. In the past, provision of a trench or reimbursement was not required. Implementation of the 
tariff began in early 2005.  
   

Integrated Resource Plan  
   

The OPUC and WUTC have implemented integrated resource planning processes under which utilities develop plans defining 
alternative growth scenarios and resource acquisition strategies. NW Natural submitted a draft of its fifth IRP in Oregon and Washington in 
October 2004. The Company expects to submit its IRP in final form during the first quarter of 2005, with acknowledgment in Oregon and 
acceptance in Washington expected during the second and third quarters of 2005, respectively. Elements of the plan include an evaluation of 
supply and demand resources; the consideration of uncertainties in the planning process and the need for flexibility to respond to changes; a 
primary goal of “least cost” service; and consistency with state energy policy. Although the OPUC’s order acknowledging an earlier IRP 
indicated the order did not constitute ratemaking approval of any specific resource acquisition or expenditure, the OPUC did indicate that it 
would give considerable weight in prudency reviews to utility actions that are consistent with acknowledged plans. Elements of NW Natural’s 
draft IRP demonstrate that the continued development of the Mist underground gas storage facility is the least-cost option for serving customer 
growth (see “Additions to Infrastructure,” below).  
   
Additions to Infrastructure  
   

NW Natural expects a high level of capital expenditures for additions to infrastructure over the next five years, reflecting projected 
customer growth, system replacement, improvement and reinforcement projects and the development of additional gas storage facilities. NW 
Natural’s utility construction expenditures are estimated to total between $500 million and $600 million over the five-year period 2005 through 
2009, including an estimated $110 million in 2005.  
   

NW Natural continues to be one of the fastest growing gas utilities in the nation (see “Competition and Marketing,” below). In 2004, 
NW Natural grew its customer base by more than 3 percent for the 18 th year in a row, and in 2005 it expects to continue that trend with 
projected capital expenditures of $28 million for the addition of new customers.  
   

NW Natural expects to have significant capital requirements during the next five years for system replacement, improvement and 
reinforcement projects. These include requirements pursuant to new federal legislation as well as expenditures under NW Natural’s ongoing 
pipeline safety program (see “Pipeline Safety,” below).  
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The extension of the pipeline from NW Natural’s Mist gas storage field, designed to move more gas into growing portions of its 
service area (see “Gas Supply—Core Utility Market Peaking Supply,” above), has an estimated total cost of $110 million. The project was 
completed in late September 2004; however, NW Natural continues to negotiate with some landowners regarding valuation of easements and 
rights-of-way obtained pursuant to condemnation proceedings during the course of construction. In some cases, compensation will be 
determined in individual court proceedings that have been scheduled through June 2005. The Company is unable to determine the likelihood of 
unfavorable outcomes of these matters, but believes that the aggregate amount of compensation ultimately paid will not materially affect the 
Company’s financial condition, results of operations or cash flows.  
   
Pipeline Safety  
   

The Pipeline Safety Act requires operators of gas transmission pipelines to identify lines located in High Consequence Areas (HCAs) 
and develop IMPs to periodically inspect the integrity of the pipelines and make repairs or replacements as necessary to ensure the ongoing 
safety of the pipelines. The legislation requires NW Natural to complete inspection of 50 percent of the highest risk pipelines located in its 
HCAs within the first five years, and the remaining covered pipelines within 10 years of the date of enactment. The Pipeline Safety Act also 
requires re-inspections of the covered pipelines every seven years from the date of the previous inspection for the life of the pipelines. In 
December 2003, the U.S. Department of Transportation issued a final rule that specifies the detailed requirements for transmission IMPs as 
mandated by the Pipeline Safety Act. See Part II., Item 7., “Financial Condition–Cash Flows–Investing Activities.” In 2004, NW Natural met 
the first major milestones required by the Pipeline Safety Act and IMP rules by commencing pipeline integrity assessments and meeting the 
following additional requirements before the required deadlines:  
   

   
Effective Jan. 12, 2005, NW Natural assumed responsibilities as operator of the pipeline that transports gas to Coos County, Oregon. 

The requirements of the Pipeline Safety Act will also apply to NW Natural as operator of that pipeline.  
   

NW Natural entered into a stipulation with the OPUC in 2001 for an enhanced pipeline safety program that includes an accelerated 
bare steel replacement program and a geo-hazard safety program. The bare steel replacement program accelerates the replacement of NW 
Natural’s bare steel piping over 20 years instead of 40 years. The geo-hazard safety program includes the identification, assessment and 
remediation of risks to piping infrastructure created by landslides, washouts, earthquakes or similar occurrences. The stipulation allowed NW 
Natural to receive deferred accounting rate treatment commencing Oct. 1, 2002, for costs associated with the bare steel replacement program 
exceeding $3 million per year and the actual costs associated with the geo-hazard safety program, expected to be approximately $1.5 million 
annually.  
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  •   determined the HCAs along the Company’s transmission pipeline system; 
  •   performed a risk analysis on the pipelines within the HCAs; 
  •   wrote a Baseline Assessment Plan to evaluate the condition of covered pipelines; and 
  •   completed a written IMP. 
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Competition and Marketing  
   

Competition with Other Energy Products  
   

NW Natural has no direct competition in its service area from other natural gas distributors. For residential customers’ heating needs, 
however, NW Natural competes with electricity, fuel oil, propane and, to a lesser extent, wood. It also competes with electricity and fuel oil for 
commercial applications. In the industrial market, NW Natural competes with all forms of energy, including gas-to-gas competition from third-
party sellers of natural gas. Competition among these forms of energy is based on price, reliability, efficiency and performance.  
   

The competitive price advantage of natural gas over electricity declined in 2004 due to higher natural gas commodity prices and 
relatively stable electricity prices in both the residential and commercial markets. The current price advantage varies due to differences in retail 
electric rates between investor-owned utilities, where NW Natural has maintained a moderate price advantage, and the public utilities, where 
NW Natural’s price advantage, if any, is marginal. In 2004, although electricity prices continued to become more competitive primarily due to 
improving end use technology, natural gas retained its relative price advantage compared to electricity provided by the investor-owned utilities 
that serve approximately 75 percent of the homes in NW Natural’s Oregon service area. NW Natural expects to maintain a price advantage 
compared to electricity provided by the investor-owned electric utilities in its service territory, in part because a growing portion of the 
electricity sold by these utilities is generated from natural gas. Although the price advantage for natural gas compared to oil continued to be 
favorable in 2004, there were fewer residential conversions from heating oil to natural gas during 2004 due to volatile gas prices, weak 
economic conditions and a decline in the remaining inventory of potential oil conversion opportunities.  
   

Residential and Commercial Markets  
   

The relatively low market saturation of natural gas in residential single-family and attached dwellings in NW Natural’s service 
territory, estimated at approximately 50 percent, together with the price advantage of natural gas compared with electricity in some areas and 
its operating convenience over fuel oil, provides the potential for continuing growth in the residential and commercial conversion markets. In 
2004, 17,725 net residential customers (after subtracting disconnected or terminated services) were added, including 5,224 units of existing 
residential housing that were converted from oil, electric or propane appliances to natural gas. The net total of all new customers added in 2004 
was 18,485. This constituted a growth rate of 3.2 percent, which is about twice the national average for local gas distribution companies as 
reported by the American Gas Association.  
   

Due to weather that was about 3 percent warmer in 2004 than in 2003 and 8 percent warmer than average, and a decrease in weather-
sensitive customer consumption due to commodity price-related rate increases and continuing conservation efforts, natural gas sales volumes to 
residential and commercial customers in 2004 were about 1 percent lower than in 2003.  
   

Industrial Markets  
   

As a result of the deregulation and restructuring of the energy markets during the past decade, the natural gas industry, including 
producers, interstate pipelines and local gas distribution companies, has undergone many changes. Traditionally, local gas distribution 
companies sold a “bundled” product that included both the natural gas commodity and delivery to the meter. However, beginning in the late  
   

17  



Table of Contents  

1980s, large industrial customers sought to achieve savings by procuring their own supplies of natural gas from producers and contracting with 
pipelines and local gas distribution companies for transportation to their facilities. These changes were intended to promote competition where 
it is economically beneficial to consumers.  
   

Competition to serve the industrial and large commercial market in the Pacific Northwest has been relatively steady since the early 
1990s in terms of numbers and types of competitors. Competitors consist of gas marketers, oil/propane sellers and electric utilities. Wood-
based fuels continue to lose market share in these markets primarily due to environmental concerns and restrictions.  
   

The OPUC and WUTC have approved transportation tariffs under which NW Natural may contract with customers to deliver 
customer-owned gas. Transportation tariffs available to industrial customers are priced at the Company’s cost of providing transportation 
service. Generally, the Company is unaffected financially if industrial customers transport customer-owned gas rather than purchasing gas from 
NW Natural, as long as they remain on a tariff or contract with the same quality of service. However, industrial customers may select between 
firm and interruptible service, among other different levels or qualities of service, and these choices can positively or negatively affect margin 
revenue from such customers. The relative level and volatility of prices in the natural gas commodity markets, the availability of interstate 
pipeline capacity to ship customer-owned gas and the cost structure embedded in NW Natural’s industrial rates are among the primary factors 
that have caused some industrial customers to alternate between sales and transportation service or between higher and lower qualities of 
service. NW Natural re-designed its industrial rates in Oregon and Washington as part of its general rate cases in 2003 and 2004, respectively, 
in order to better reflect relative costs of service and to become more competitive in the industrial market. As a result, it expects less switching 
from higher-margin to lower-margin service contracts than it has experienced in the past.  
   

NW Natural’s industrial base, which includes customers in the high-tech, forest products and other industries that are sensitive to 
economic conditions, showed improvement in 2004. Sales service continued to be strong in 2004 compared to previous years largely because 
spot prices in the gas commodity market were higher than the weighted average cost of gas embedded in NW Natural’s sales rates for the year. 
The mix within the industrial market between firm and interruptible service was different in 2004, with deliveries under industrial firm service 
tariffs constituting 43 percent of total industrial deliveries in 2004, compared to 39 percent in 2003.  
   

NW Natural and certain of its largest industrial customers have entered into negotiated transportation service agreements. These 
agreements are designed to provide transportation rates that are competitive with the customer’s alternative capital and operating costs of 
installing direct connections to Northwest Pipeline’s interstate pipeline system, bypassing NW Natural’s gas distribution system. The 
agreements generally prohibit bypass during their terms. Due to the cost pressures that confront a number of NW Natural’s largest customers 
that compete in global markets, bypass continues to be a threat. Although NW Natural does not expect a significant number of its large 
customers to bypass its system in the foreseeable future, it may experience further deterioration of margin associated with customers’ transfers 
to contracts with pricing designed to be competitive with bypass.  
   

Off-System Gas Commodity Sales  
   

NW Natural is authorized by the OPUC to make off-system commodity sales when seasonal demand is low. This often allows NW 
Natural to compete effectively with independent gas marketers.  
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Sixty-seven percent of the margin revenues (gross revenues less the actual cost of gas) generated from these sales are refunded to Oregon’s 
core utility customers through cost of gas savings, with the remaining balance reflected in net income.  
   
Environmental Matters  
   

The Company’s properties and facilities are subject to federal, state and local laws and regulations related to environmental matters. 
These evolving laws and regulations may require expenditures over a long timeframe to control environmental effects. Estimates of liabilities 
for environmental response costs are difficult to determine with precision because of the various factors that can affect their ultimate level. 
These factors include, but are not limited to, the following:  
   

   
NW Natural owns or previously owned properties currently being investigated that may require environmental response, including a 

property in Multnomah County, Oregon that is the site of a former gas manufacturing plant that was closed in 1956 (the Gasco site), a property 
adjacent to the Gasco site that now is the location of a manufacturing plant owned by Siltronic Corporation, formerly Wacker Siltronic 
Corporation (the Wacker site), and an area adjacent to the Gasco site and the Wacker site along a segment of the Willamette River (the Portland 
Harbor) that has been listed by the U.S. Environmental Protection Agency as a Superfund site for which the Company has been identified as 
one of a number of potentially responsible parties. The Company does not expect that the ultimate resolution of these matters will have a 
material adverse effect on its financial condition, results of operations or cash flows. See Note 12 to the accompanying Consolidated Financial 
Statements for a further discussion of potential environmental responses and related costs.  
   
Employees  
   

At Dec. 31, 2004, NW Natural had 1,288 employees, of which 875 were members of the Office and Professional Employees 
International Union (OPEIU), Local No. 11, AFL-CIO.  
   

On March 12, 2004, NW Natural employees who are members of the OPEIU, Local No. 11, approved a new labor agreement (Joint 
Accord) covering wages, benefits and working conditions that will expire on May 31, 2009. Key elements of the agreement include:  
   

   
19  

  •   the complexity of the site; 
  •   changes in environmental laws and regulations at the federal, state and local levels; 
  •   the number of regulatory agencies or other parties involved; 
  •   new technology that renders previous technology obsolete or experience with existing technology that proves ineffective; 
  •   the ultimate selection of technology; 
  •   the level of remediation required; and 

  
•   variations between the estimated and actual period of time that must be dedicated to respond to an environmentally-

contaminated site. 

  •   a 3.5 percent wage increase in the first year and an average 3.0 percent wage increase per year for the remaining four years; 
  •   no layoff of any regular union employee who was employed before April 1, 2004; and 

  
•   effective Jan. 1, 2005, a contribution of 25 cents per compensable hour on behalf of each union employee to the Western States 

Office and Professional Employees Pension Fund, which contributions will increase 3 percent each year, up to 30 cents per 
compensable hour. 
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Available Information  
   

The Company files annual, quarterly and special reports and other information with the Securities and Exchange Commission (SEC). 
The Company makes available on its website ( http://www.nwnatural.com ), free of charge, its annual report on Form 10-K, quarterly reports 
on Form 10-Q, current reports on Form 8-K, and amendments to those reports, as well as proxy materials, filed or furnished pursuant to Section 
13(a) or 15(d) and Section 14 of the Securities Exchange Act of 1934, as soon as reasonably practicable after it electronically files such 
material with, or furnishes it to, the SEC.  
   

The Company has adopted a Code of Ethics for all employees and a Financial Code of Ethics that applies to senior financial 
employees, both of which are available on the Company’s website. The Company’s Corporate Governance Standards, Director Independence 
Standards, charters of each of the committees of the Board of Directors and additional information about NW Natural are also available on the 
website.  
   

Copies of these documents may be requested, at no cost, by writing or calling Shareholder Services, Northwest Natural Gas 
Company, One Pacific Square, 220 N.W. Second Avenue, Portland, Oregon 97209, telephone 503-226-4211.  
   
ITEM 2. PROPERTIES  
   

NW Natural’s natural gas distribution system consists of 12,925 miles of distribution and transmission mains. In addition, the 
distribution system includes service pipes, meters and regulators, and gas regulating and metering stations. The mains and feeder lines are 
located in municipal streets or alleys pursuant to valid franchise or occupation ordinances, in county roads or state highways pursuant to valid 
agreements or permits granted pursuant to statute, or on lands of others pursuant to valid easements obtained from the owners of such lands. 
NW Natural also holds all necessary permits for the crossing of the Willamette River and a number of smaller rivers by its mains.  
   

NW Natural owns service facilities in Portland, as well as various satellite service centers, garages, warehouses and other buildings 
necessary and useful in the conduct of its business. It leases office space in Portland for its corporate headquarters, which lease was renewed in 
2003. District offices are maintained on owned or leased premises at convenient points in the distribution system. NW Natural owns LNG 
facilities in Portland and near Newport, Oregon.  
   

NW Natural holds interests in 7,934 net acres of underground natural gas storage and 2,660 net acres of oil and gas leases in Oregon. 
NW Natural owns rights to depleted gas reservoirs near Mist, Oregon, that are continuing to be developed as underground gas storage facilities. 
It also holds an option to purchase future storage rights in certain other areas of the Mist gas field.  
   

In order to reduce risks associated with gas leakage in older parts of its system, NW Natural undertook an accelerated pipe 
replacement program in the 1980s under which it removed or replaced 100 percent of its cast iron mains by October 2000. In 2001, NW 
Natural initiated an accelerated pipe replacement program under which it will reduce the amount of bare steel mains in the system.  
   

NW Natural considers all of its properties currently used in its operations, both owned and leased, to be well maintained, in good 
operating condition, and, along with currently planned additions, adequate for its present and foreseeable future needs.  
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NW Natural’s Mortgage and Deed of Trust is a first mortgage lien on substantially all of the property constituting its utility plant.  
   
ITEM 3. LEGAL PROCEEDINGS  
   
Litigation  
   

On Oct. 16, 2003, Longview Fibre Company (Longview) filed suit in Federal Court ( Longview Fibre Company v. Enerfin Resources 
Northwest Limited Partnership and Northwest Natural Gas Company (US District Court - Oregon District)) seeking a declaratory judgment 
regarding the continuing existence of a certain oil and gas lease in the Mist gas field between Longview and Enerfin Resources Northwest 
Limited Partnership (Enerfin). NW Natural holds a gas storage lease from Longview (the Cascade Lease), which covers the same land as the 
Enerfin lease, and grants the right to produce native oil and gas. Enerfin originally filed crossclaims against NW Natural alleging that NW 
Natural wrongly interfered with Enerfin’s attempts to continue its oil and gas lease with Longview; however, Enerfin agreed to dismiss those 
claims in a previous settlement with NW Natural. In that settlement, NW Natural subleased portions of the Cascade Lease to Enerfin for the 
purpose of producing native gas. In September 2004, NW Natural and Enerfin filed claims and counterclaims against Longview, and Longview 
filed claims and counterclaims against NW Natural and Enerfin. The claims that Longview made against NW Natural involved allegations of 
unpaid royalties under the Cascade Lease.  
   

All parties to the Longview litigation entered into a Settlement Agreement, effective Jan. 11, 2005. As part of the settlement, 
Longview granted NW Natural an easement for use in producing oil and gas from the lands covered by the Cascade Lease. Other than 
payments made in respect of the easement, and royalty payments under the relevant leases and subleases, which were not material, no payments 
were made in connection with the Longview settlement. All claims were dismissed on Jan. 28, 2005 pursuant to the Settlement Agreement.  
   

On May 28, 2004, a lawsuit was filed against the Company (Kerry Law, Arnold Zuehlke and Kenneth Cooper, on behalf of 
themselves and all others similarly situated v. Northwest Natural Gas Company (U.S. Dist. Ct. D. Or., Case No. CV-04-728-AS)) by three 
individuals alleging violation of the Fair Labor Standards Act for failure to pay overtime. The suit was subsequently amended to include state 
wage and hour claims. The plaintiffs are or have been independent backhoe operators who performed services for the Company under contract. 
In the lawsuit, the plaintiffs claim that they, and others similarly situated, should have been considered “employees” of the Company instead of 
independent contractors. The plaintiffs seek overtime and interest in amounts to be determined, liquidated damages equal to the overtime 
award, civil penalties and attorneys fees and costs. The plaintiffs sought to certify this case as a collective action under the Fair Labor 
Standards Act; however, on Oct. 5, 2004, plaintiffs’ motion for collective action certification was denied. As a result of this ruling, the case is 
proceeding with the three current plaintiffs, and any others who wish to join must do so individually. Although no other claims have been filed 
in this lawsuit, plaintiffs’ counsel has indicated to the court their intention to file additional claims seeking employee benefits allegedly due to 
plaintiffs. In addition, the claims in the lawsuit described below may be consolidated with this lawsuit. The Company intends to vigorously 
contest the claims. There is insufficient information at this point in the litigation to reasonably estimate the amount of liability, if any, from this 
claim.  
   

On Feb. 18, 2005, a lawsuit was filed against the Company ( Kasey Cooper, Kevin Cooper, C.G. Nick Courtney, John V. Shooter, Ike 
Whittlesey and Roger Whittlesey v. Northwest Natural (U.S. Dist. Ct. D. Or., Case No. CV-05-241-KI)) by six additional individual 
independent backhoe operators  
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who have performed services for the Company under contract. Like the plaintiffs in the claim described above, these plaintiffs allege that they 
should have been considered “employees” of the Company. They seek overtime wages under the Fair Labor Standards Act and interest in 
amounts to be determined, liquidated damages equal to the overtime award, civil penalties and attorneys fees and costs. In addition, the 
plaintiffs allege that failure to classify them as employees constituted a breach of contract under certain of the Company’s employee benefit 
programs, agreements and plans, which conferred employment-related compensation, rights and benefits. They seek an unspecified amount of 
damages for the value of what they would have received under these programs, agreements and plans if they had been classified as employees. 
The Company intends to vigorously contest the claims. There is insufficient information at this point in the litigation to reasonably estimate the 
amount of liability, if any, from this claim.  
   

On Dec. 20, 2004, the Company was served with a third-party complaint by the Port of Portland (Port) in a Multnomah County 
Circuit Court case, Oregon Steel Mills, Inc. v. The Port of Portland . The Port alleges that in the 1940’s and 1950’s petroleum wastes generated 
by the Company’s predecessor, Portland Gas & Coke Company, and nine other third-party defendants were disposed of in a waste oil disposal 
facility operated by the United States or Shaver Transportation Company on property then owned by the Port and now owned by Oregon Steel 
Mills. The Port’s complaint seeks contribution for unspecified past remedial action costs incurred by the Port regarding the former waste oil 
disposal facility as well as a declaratory judgment allocating liability for future remedial action costs. NW Natural does not believe there are 
facts sufficient to constitute a claim against the Company.  
   

The Company is subject to other claims and litigation arising in the ordinary course of business. Although the final outcome of any of 
these legal proceedings cannot be predicted with certainty, the Company does not expect that the ultimate disposition of these matters will have 
a materially adverse effect on the Company’s financial condition, results of operations or cash flows.  
   
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS  
   

There were no matters submitted to a vote of security holders, through the solicitation of proxies or otherwise, during the fourth 
quarter of the year ended Dec. 31, 2004.  
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PART II  
   

   
(A) NW Natural’s common stock is listed and trades on the New York Stock Exchange under the symbol “NWN.”  

   
The quarterly high and low trades for NW Natural’s common stock during the past two years were as follows:  

   

   
The closing quotations for the common stock on Dec. 31, 2004 and 2003 were $33.74 and $30.75, respectively.  

   
(B)    As of Dec. 31, 2004, there were 9,359 holders of record of the Company’s common stock.  

   
(C)    NW Natural has paid quarterly dividends on its common stock in each year since the stock first was issued to the public in 

1951. Annual common dividend payments have increased each year since 1956. Dividends per share paid during the past two years were as 
follows:  
   

   
The amount and timing of dividends payable on the Company’s common stock are within the sole discretion of the Company’s Board 

of Directors. It is the intention of the Board of Directors to continue to pay cash dividends on the Company’s common stock on a quarterly 
basis. However, future dividends will be dependent upon NW Natural’s earnings, its financial condition and other factors.  
   

NW Natural’s Dividend Reinvestment and Stock Purchase Plan permits registered owners of common stock to reinvest all or a 
portion of their quarterly dividends in additional shares of common stock at the current market price. Shareholders also may invest cash on a 
monthly basis, up to $50,000 per calendar year, in additional shares at the current market price. During 2004, dividend reinvestments and 
optional cash investments under the Plan aggregated $4.8 million and resulted in the issuance of 157,124 shares of common stock. During the 
27 years the Plan has been available, the Company has issued and sold 4,651,436 shares of common stock which produced $102.9 million in 
additional capital.  
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ITEM 5. MARKET FOR THE REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER 
PURCHASES OF EQUITY SECURITIES 

     

2004  
     

2003  

Quarter Ended        High    Low          High    Low 
March 31     $ 33.00    $ 29.95      $ 28.47    $ 24.05 
June 30       31.65      27.46        28.88      24.77 
September 30       32.37      28.84        30.11      27.02 
December 31       34.13      30.77        31.30      28.51 

Payment Date  
   

2004  
     

2003  

February 15     $ 0.325      $ 0.315 
May 15       0.325        0.315 
August 15       0.325        0.315 
November 15       0.325        0.325 
          

Total per share     $ 1.300      $ 1.270 
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(D)    The following table provides information about purchases by the Company during the quarter ended Dec. 31, 2004 of equity 
securities that are registered by the Company pursuant to Section 12 of the Exchange Act:  
   

ISSUER PURCHASES OF EQUITY SECURITIES  
   

   
(1) During the three months ended Dec. 31, 2004 the Company accepted 6,355 shares of its common stock as payment for stock 

option exercises pursuant to the Company’s Restated Stock Option Plan.  
   

(2) On May 25, 2000, the Company announced a program to repurchase up to 2 million shares, or up to $35 million in value, of NW 
Natural’s common stock pursuant to a repurchase program that has been extended annually. The purchases are made in the open market or 
through privately negotiated transactions. Since the program’s inception, the Company has repurchased 355,400 shares of common stock at a 
total cost of $8.2 million. On April 22, 2004, NW Natural’s Board of Directors extended the program through May 31, 2005.  
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    (a)   (b)   (c)   (d) 

Period   

Total Number of 
 

Shares  
Purchased(1)   

Average  
Price Paid 

 
per Share   

Total Number of Shares  
Purchased as Part of Publicly 

 
Announced Plans or  

Programs (2)   

Maximum Dollar Value of  
Shares that May Yet Be  

Purchased Under the Plans or 
 

Programs (2) 
Balance 

forward              355,400   $ 26,800,000 
10/01/04-                      

10/31/04    -    -  -    -

11/01/04-                      

11/30/04    1,000   $ 33.29   -    -

12/01/04-                      

12/31/04    5,355   $ 33.80   -    -
              

Total    6,355   $ 33.72   355,400   $ 26,800,000 
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ITEM 6.            SELECTED FINANCIAL DATA  
   
The following table sets forth selected financial data concerning the Company’s operations and financial condition.  
   

   
Certain amounts from prior years have been reclassified to conform, for comparison purposes, with the current financial statement presentation. 
These reclassifications had no impact on prior year consolidated results of operations.  
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Thousands, except per share amounts and  
  ratio of earnings to fixed charges  

   

For the year ended Dec. 31,  
  

   2004    2003    2002     2001     2000   

Sales revenues:                                         

Residential     $ 381,526    $ 328,464    $ 354,735     $ 329,905     $ 280,642   
Commercial       199,725      176,385      201,475       190,236       159,660   
Industrial - firm       44,625      33,578      42,965       49,662       37,378   
Industrial - interruptible       55,380      23,661      15,937       34,283       23,483   
Unbilled revenues       3,849      14,474      (12,702 )     13,774       12,661   

               

Total gas sales revenues       685,105      576,562      602,410       617,860       513,824   
Transportation       12,655      17,962      26,020       20,637       21,491   
Other       3,185      7,460      4,018       (2,325 )     (3,976 ) 

               

Total gross utility operating revenues       700,945      601,984      632,448       636,172       531,339   
Cost of gas sold       399,176      323,128      353,034       364,699       273,978   
               

Net utility operating revenues       301,769      278,856      279,414       271,473       257,361   
Net non-utility operating revenues       6,591      9,210      8,130       4,538       589   

               

Net operating revenues     $ 308,360    $ 288,066    $ 287,544     $ 276,011     $ 257,950   
               

Net income     $ 50,572    $ 45,983    $ 43,792     $ 50,187     $ 50,224   
Redeemable preferred and preference stock dividend 

requirements       -     294      2,280       2,401       2,456   
               

Earnings applicable to common stock     $ 50,572    $ 45,689    $ 41,512     $ 47,786     $ 47,768   
               

Average common shares outstanding:                                         

Basic       27,016      25,741      25,431       25,159       25,183   
Diluted       27,283      26,061      25,814       25,612       25,638   

Earnings per share of common stock:                                         

Basic     $ 1.87    $ 1.77    $ 1.63     $ 1.90     $ 1.90   
Diluted     $ 1.86    $ 1.76    $ 1.62     $ 1.88     $ 1.88   

Dividends per share of common stock     $ 1.30    $ 1.27    $ 1.26     $ 1.245     $ 1.24   
               

Total assets - at end of period     $ 1,732,195    $ 1,585,379    $ 1,467,277     $ 1,550,653     $ 1,385,414   
               

Redeemable preferred stock     $ -   $ -   $ 8,250     $ 9,000     $ 9,750   
Redeemable preference stock     $ -   $ -   $ -    $ 25,000     $ 25,000   

Long-term debt     $ 484,027    $ 500,319    $ 445,945     $ 378,377     $ 400,790   

Ratio of earnings to fixed charges       3.02      2.84      2.85       3.14       3.14   
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SELECTED FINANCIAL DATA (continued)  
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Thousands, except customer, degree day, usage and gas cost  
per therm data   2004     2003   2002     2001   2000 
Capitalization - at end of period                                    

Common stock equity    $ 568,517     $ 506,316   $ 482,392     $ 468,161   $ 452,309 
Redeemable preference stock      -      -    -      25,000     25,000 
Redeemable preferred stock      -      -    8,250       9,000     9,750 
Long-term debt      484,027       500,319     445,945       378,377     400,790 

            

Total capitalization    $ 1,052,544     $ 1,006,635   $ 936,587     $ 880,538   $ 887,849 
            

Gas sales and transportation deliveries (therms):                                    

Residential      356,199       343,534     357,091       350,065     356,375 
Commercial      226,490       226,257     240,155       242,293     250,380 
Industrial - firm      63,149       55,314     63,215       79,778     76,559 
Industrial - interruptible      104,278       47,994     26,241       63,597     56,632 
Unbilled therms      (7,764 )     12,099     (6,617 )     1,771     8,691 

            

Total gas sales      742,352       685,198     680,085       737,504     748,637 
Transportation      389,514       414,554     445,999       385,783     431,136 

            

Total volumes delivered      1,131,866       1,099,752     1,126,084       1,123,287     1,179,773 
            

Customers (average for period):                                    

Residential      525,976       510,336     492,871       474,373     456,449 
Commercial      57,973       56,504     55,416       54,628     53,617 
Industrial - firm      629       362     350       377     375 
Industrial - interruptible      178       98     74       141     118 
Transportation      106       179     190       111     125 

            

Total customers      584,862       567,479     548,901       529,630     510,684 
            

Customer statistics:                                    

Heat requirements                                    

Actual degree days      3,853       3,952     4,232       4,325     4,416 
25-year average degree days      4,202       4,236     4,255       4,265     4,273 

Average annual use per customer in therms:                                    

Residential      677       673     725       738     781 
Commercial      3,907       4,004     4,334       4,435     4,670 

Gas purchased cost per therm - net (cents)      56.60       46.99     51.07       47.19     37.68 
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The following is management’s assessment of Northwest Natural Gas Company’s financial condition including the 

principal factors that affect results of operations. The discussion refers to the consolidated activities of the Company for the three years ended 
Dec. 31, 2004. Unless otherwise indicated, references in this discussion to “Notes” are to the notes to the consolidated financial statements in 
this report.  
   

The consolidated financial statements include the regulated parent company, Northwest Natural Gas Company (NW 
Natural), and its non-regulated wholly-owned subsidiaries:  
   

and its wholly-owned subsidiaries  

and its wholly-owned subsidiary  
   

Together these businesses are referred to herein as the “Company.” In this report, the term “utility” is used to describe the 
Company’s regulated gas distribution business and the term “non-utility” is used to describe its interstate gas storage business and other non-
regulated activities (see Note 2).  
   

In addition to presenting results of operations and earnings amounts in total, certain measures are expressed in cents per 
share. These amounts reflect factors that directly impact earnings. The Company believes this per share information is useful because it enables 
readers to better understand the impact of these factors on earnings. All references in this report to earnings per share are on the basis of diluted 
shares (see Note 1).  
   
Executive Summary  
   

The Company’s strategy in 2004 was to strengthen its financial position and remain focused on profitably growing its 
regulated gas distribution business and interstate gas storage business.  
   
Highlights of 2004 include:  
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTS OF 
OPERATIONS 

  •   NNG Financial Corporation (Financial Corporation), 

  •   Northwest Energy Corporation (Northwest Energy), 

  •   overall earnings growth of 11 percent over 2003 despite weather conditions that were 3 percent warmer; 
  •   the addition of 18,485 customers, for a growth rate in excess of 3 percent for the 18 th consecutive year; 

  
•   the issuance of $40 million in common stock through a public offering to help fund major construction projects and maintain a 

balanced capital structure; 
  •   the upgrade of the Company’s long-term debt rating to A+ by the Standard & Poor’s Rating Services; 

  
•   the completion ahead of schedule of the Company’s largest construction project to date, the 61-mile South Mist Pipeline 

Extension (SMPE), which received timely regulatory approval for recovering its costs through customer rates in both Oregon 
and Washington; 

  •   regulatory approval to track future pipeline integrity management costs into rates in Oregon; 
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Issues, Challenges and Performance Measures  

   
There are a number of factors that affect the Company’s operations and financial performance. The most significant issues 

and challenges the Company expects to face in 2005 include high gas commodity prices, unpredictable weather conditions, the impact of 
regulatory actions or policy changes, managing gas supplies and storage capacity, maintaining a competitive advantage over alternate fuels, 
managing environmental risks and exposures, an uncertain economic recovery and higher interest rates. For a detailed listing of other risks 
facing the Company, see “Forward-Looking Statements” and “Quantitative and Qualitative Disclosures About Market Risk,” below.  
   

In order to deal with these and other issues affecting the business, the Company’s strategic plan includes strategies for:  
   

   
In addition to return on equity (ROE) and common equity ratio as key indicators of the Company’s operating performance 

and financial condition, other key performance measures the Company uses in monitoring progress against its goals are utility earnings per 
share, customer satisfaction ratings, new customer additions, operations and maintenance expense per customer, construction cost per meter 
installed, and non-revenue producing capital expenditures per customer.  
   
Earnings and Dividends  
   

Earnings applicable to common stock were $50.6 million, or $1.86 a diluted share, for the year ended Dec. 31, 2004, 
compared to $45.7 million, or $1.76 a share, and $41.5 million, or $1.62 a share, for the years ended Dec. 31, 2003 and 2002, respectively. 
Returns on average common equity for these three years were 9.4 percent, 9.3 percent and 8.7 percent, respectively. Primary factors affecting 
earnings, and the resulting positive (negative) impact include:  
   

2004 compared to 2003:  
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  •   a new 5-year labor agreement, also known as the Joint Accord; 
  •   the settlement and early implementation of the Washington general rate case; 

  
•   expansion of the Company’s gas distribution system into Coos County, Oregon, an area targeted for natural gas service for over 

three decades; and 

  
•   the development of additional gas storage capacity at Mist for interstate storage services, replacing capacity that had been 

recalled to meet core utility customer requirements. 

  •   improving NW Natural’s ability to add customers both profitably and at a rapid pace; 
  •   maintaining NW Natural’s reputation for exemplary service; 
  •   reducing business risk; 
  •   managing all costs, including capital expenditures; 
  •   setting high performance standards for all employees; and 

  
•   judiciously growing beyond the Company’s local distribution business where such growth would complement core 

assets and competencies. 

  
•   increased the contribution to net operating revenues (margin) from residential and commercial customers primarily resulting from 

the Oregon and Washington general rate increases, including rate increases for the SMPE investment and a full year effect of the 
weather normalization mechanism – $26 million; 
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2003 compared to 2002:  

   

   
Dividends paid on common stock were $1.30 a share in 2004, compared to $1.27 a share in 2003 and $1.26 a share in 

2002. The 2004 increase in dividends paid marks the 49 th consecutive year of dividend increases.  
   
Application of Critical Accounting Policies and Estimates  
   

In preparing the Company’s financial statements using generally accepted accounting principles in the United States of 
America (GAAP), management exercises judgment in the selection and application of accounting principles, including making estimates and 
assumptions that affect reported amounts of assets, liabilities, revenues, expenses and related disclosures in the financial  
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•   increased margin contribution from industrial customers resulting from rate redesigns in the 2003 Oregon general rate case and a 

recovering economy – $4.8 million; 

  
•   decreased margin from other utility operating revenues due to changes in and amortizations under the Company’s regulatory 

deferral mechanisms – ($7.8 million); 
  •   increased franchise tax expense due to higher gross revenues – ($2.2 million); 

  
•   increased payroll and related payroll tax, pension and health care costs primarily due to wage and salary increases and certain 

benefit cost increases – ($4.6 million); 

  
•   internal development costs and external audit fees relating to the implementation of Section 404 of the Sarbanes-Oxley Act of 2002, 

including compliance documentation and testing requirements – ($1.5 million); 
  •   increases in depreciation and property taxes due to added utility plant – ($3.8 million); 
  •   decreased margin from interstate gas storage services due to less volatility in natural gas price differentials – ($2.6 million); 

  
•   reduced income before tax from non-utility subsidiary investments, including a $0.5 million charge for an impending sale of solar 

electric generating investments – ($0.3 million); and 
  •   increased income taxes – ($3.2 million). 

  
•   earnings for 2002 were reduced by special charges totaling $13.9 million before tax, or $8.4 million after tax, representing the 

Company’s transaction costs incurred in its effort to acquire Portland General Electric Company (PGE) from its parent, Enron; 
  •   increased margin contribution from residential and commercial customers primarily resulting from rate increases – $9.9 million; 
  •   increased gains in market value of equity-based life insurance investments – $2.0 million; 

  
•   reductions in interest charges on deferred regulatory account balances resulting from lower balances due to a $30 million customer 

refund in 2002 from accumulated gas cost savings – $1.4 million; 
  •   increased income before tax from the interstate gas storage segment – $1.1 million; 
  •   increased payroll and related payroll tax, pension, health care and other benefit costs – ($8.1 million); 
  •   increases in other operations and maintenance costs – ($2.4 million); 
  •   decreased margin contribution from industrial customers due to weak economic conditions – ($3.0 million); 
  •   increases in depreciation expense and property taxes relating to added utility plant – ($3.1 million); 
  •   increases in other employee benefit costs – ($0.8 million); and 
  •   reduced income before tax from non-utility subsidiary investments – ($0.5 million). 
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statements. Management considers its critical accounting policies to be those which are most important to the representation of the Company’s 
financial condition and results of operations and which require management’s most difficult and subjective or complex judgments, including 
accounting estimates that could result in materially different amounts if the Company reported under different conditions or using different 
assumptions.  
   

The Company’s most critical estimates or judgments involve regulatory cost recovery, unbilled revenues, derivative 
instruments, pension assumptions, income taxes and environmental contingencies. Management has discussed the estimates and judgments 
used in the application of critical accounting policies with the Audit Committee of the Board. The Company’s critical accounting policies and 
estimates are described below.  
   

Within the context of the Company’s critical accounting policies and estimates, management is not currently aware of any 
reasonably likely events or circumstances that would result in materially different amounts being reported.  
   

Regulatory Accounting  
   

NW Natural is regulated by the Public Utility Commission of Oregon (OPUC) and the Washington Utilities and 
Transportation Commission (WUTC), which establish the Company’s utility rates and rules governing utility services provided to customers, 
and to a certain extent set forth the accounting treatment for certain regulatory transactions. In general, NW Natural uses the same accounting 
principles as other non-regulated companies reporting under GAAP. However, certain accounting principles, primarily Statement of Financial 
Accounting Standards (SFAS) No. 71, “Accounting for the Effects of Certain Types of Regulation,” require different accounting treatment for 
regulated companies to show the effects of regulation. For example, NW Natural accounts for the cost of gas using a deferral and cost recovery 
mechanism called the Purchased Gas Adjustment (PGA), which is submitted for approval annually to the OPUC and WUTC (see “Results of 
Operations— Regulatory Matters—Rate Mechanisms,” below). There are other expenses or revenues that the OPUC or WUTC may require the 
Company to defer for recovery or refund in future periods. SFAS No. 71 requires the Company to account for these types of deferred expenses 
(or deferred revenues) as regulatory assets (or regulatory liabilities) on the balance sheet. When NW Natural is allowed to recover these 
expenses from or refund them to customers, it recognizes the expense or revenue on the income statement at the same time it realizes the 
adjustment to amounts included in utility rates and charged to customers.  
   

The conditions a company must satisfy to adopt the accounting policies and practices of SFAS No. 71 applicable to 
regulated companies include:  
   

   
NW Natural continues to apply SFAS No. 71 in accounting for its regulated utility operations. Future regulatory changes or 

changes in the competitive environment could result in the Company discontinuing the application of SFAS No. 71 for some or all of its 
regulated business. This would require the write-off of those regulatory assets and liabilities that would no longer be probable of recovery from 
or refund to customers. Based on current regulatory and competitive conditions, NW Natural believes that it is reasonable to expect continued 
application of SFAS No. 71 for its regulated activities, and that all of its regulatory assets and liabilities at Dec. 31, 2004 and 2003 are 
recoverable or refundable through future customer rates.  
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  •   an independent regulator sets rates; 
  •   the regulator sets the rates to cover specific costs of delivering service; and 
  •   the service territory lacks competitive pressures to reduce rates below the rates set by the regulator. 
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Revenue Recognition  
   

Utility revenues, derived primarily from the sale and transportation of natural gas, are recognized when the gas is delivered 
to and received by the customer. Revenues are accrued for gas delivered to customers but not yet billed based on estimates of gas deliveries 
from the last meter reading date to month end (unbilled revenues). Unbilled revenues are primarily based on the Company’s percentage 
estimate of its unbilled gas each month, which is dependent upon a number of factors that require management’s judgment. These factors 
include total gas receipts and deliveries, customer meter reading dates, customer usage patterns and weather. Unbilled revenue estimates are 
reversed the following month when actual billings occur. Estimated unbilled revenues at Dec. 31, 2004 and 2003 were $64.4 million and $59.1 
million, respectively. The increase in unbilled revenues at year-end 2004 was primarily due to higher gas prices included in customer rates, 
partially offset by lower unbilled volumes reflecting warmer weather and decreases in customer usage due to higher prices. If the estimated 
percentage of unbilled gas at Dec. 31, 2004 were adjusted up (or down) by 1 percent, then the Company’s unbilled revenues, net operating 
revenues and net income would have increased (or decreased) by an estimated $1.0 million, $0.5 million and $0.3 million, respectively.  
   

In November 2003, NW Natural implemented a weather normalization mechanism in Oregon that helps stabilize net 
operating revenues by adjusting current customer billings based on temperature variances from average weather (see “Results of Operations—
Regulatory Matters—Rate Mechanisms,” below). Weather normalization is also included in unbilled revenues at the end of each accounting 
period using management’s judgments as discussed above.  
   

Non-utility revenues, derived primarily from interstate storage services, are recognized upon delivery of the service to 
customers. Revenues from optimization of excess storage and transportation capacity are recognized over the life of the contract for guaranteed 
amounts under the contract, or are recognized as they are earned for amounts above the guaranteed value based on estimates provided by the 
independent energy marketing company.  
   

Accounting for Derivative Instruments and Hedging Activities  
   

In providing gas distribution services, NW Natural enters into forward contracts to buy and sell natural gas. These contracts 
qualify as normal purchases and normal sales under SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities,” because 
they provide for a purchase or sale, and subsequent delivery, of natural gas in quantities that are probable of delivery over a reasonable period 
of time in the normal course of business (see Note 1, “Derivatives Policy”). Accordingly, these contracts are accounted for at the time of 
settlement and are not reflected on the Company’s balance sheet or income statement prior to settlement.  
   

The Company has an established Derivatives Policy that sets forth the guidelines for using selected financial derivative 
products to support prudent risk management strategies within designated parameters (see Note 1). The policy specifically prohibits the use of 
derivatives for trading or speculative purposes. Hedging activities consist of natural gas commodity price and foreign currency exchange rate 
hedges which are accounted for as cash flow hedges. These contracts that qualify as derivative instruments are recorded on the balance sheet at 
fair value. Generally, most of these contracts are subject to regulatory deferral mechanisms, and as such any change in the fair value of these 
contracts is recorded as regulatory assets or regulatory liabilities pursuant to SFAS No. 71 (see Note 1, “Derivatives Policy”). The Company’s 
estimate of fair value is determined from period to period based on prices available from external sources and internal modeling based on index 
prices that are subject to market volatility. For estimated fair values at Dec. 31, 2004 and 2003, see Note 11.  
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The following table summarizes the realized gains and losses from commodity price and currency hedge transactions in the 
years ended Dec. 31, 2004, 2003 and 2002:  
   

   
Realized gains (losses) from commodity price and foreign currency hedge contracts are recorded as reductions (increases) 

to the cost of gas and are included in the calculation of annual PGA rate changes. Unrealized gains and losses resulting from mark-to-market 
valuations are not recognized in current income or other comprehensive income, but are recorded as regulatory liabilities or regulatory assets, 
which are offset by a corresponding balance in non-trading derivative assets or liabilities (see Note 11).  
   

Accounting for Pensions  
   

The Company has two qualified, non-contributory defined benefit pension plans covering all regular employees with more 
than one year of service. These plans are funded through a trust dedicated to providing retiree pension benefits. The Company also has several 
non-qualified supplemental pension plans for eligible executive officers and certain key employees. These non-qualified plans are unfunded.  
   

Net periodic pension cost (NPPC) and accumulated benefit obligations (ABO) are determined in accordance with SFAS 
No. 87, “Employers’ Accounting for Pensions,” using a number of key assumptions including the discount rate, the rate of compensation 
increases, retirement ages, mortality rates and the expected long-term return on plan assets (see “Financial Condition—Pension Cost (Income) 
and Funding Status,” below, and Note 7). These key assumptions have a significant impact on the amounts reported. NPPC consists of service 
costs, interest costs, the amortization of actuarial gains and losses, expected returns on plan assets and, in part, on a market-related valuation of 
assets. The market-related valuation reflects differences between expected returns and actual investment returns, which are recognized over a 
three-year period from the year in which they occur, thereby reducing year-to-year NPPC volatility.  
   

A number of factors are considered in developing pension assumptions, including an evaluation of relevant discount rates, 
expected long-term returns on plan assets, plan asset allocations, expected changes in wages and retirement benefits, analyses of current market 
conditions and input from actuaries and other consultants. For the Dec. 31, 2004 measurement date, the Company:  
   

   
The change in discount rate was the primary factor contributing to the increase in the plans’ ABO from $205 million at 

Dec. 31, 2003 to $223 million at Dec. 31, 2004.  
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(Thousands)  
   

2004  
   

2003  
   

2002  

Gains (losses) on commodity price swap contracts     $ 44,888    $ 29,660    $ (73,922) 
Gains (losses) on commodity price option contracts       (2,464)      2,723      (1,601) 
           

  Subtotal       42,424      32,383      (75,523) 
Gains (losses) on swaps related to interstate gas storage       (186)      -     -
Gains on foreign currency contracts       219      4,129      521 
           

  Total gains (losses)     $ 42,457    $ 36,512    $ (75,002) 
           

  •   decreased the discount rate assumption from 6.25 percent to 6.00 percent; 
  •   maintained the rate of compensation increase in a range of 4.00-5.00 percent; and 
  •   maintained the expected long-term return on plan assets at 8.25 percent. 
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The Company believes its pension assumptions to be appropriate based on plan design and an assessment of market 
conditions. However, the following reflects the sensitivity of NPPC and ABO to changes in certain actuarial assumptions:  
   

   
The impact of a change in NPPC on operating results would be less than the amounts shown above because about 60 

percent of NPPC is charged to operations and maintenance expense. The remaining 40 percent is capitalized as construction overhead and 
included in utility plant, which is amortized to expense over the useful life of the asset placed into service.  
   

Accounting for Income Taxes  
   

Income taxes are accounted for in accordance with SFAS No. 109, “Accounting for Income Taxes,” by recognizing 
deferred income taxes for all temporary differences between the book and tax basis of assets and liabilities at current income tax rates.  
   

SFAS No. 109 also requires the recognition of additional deferred income tax assets and liabilities for temporary 
differences where regulators flow-through deferred income tax benefits or expenses in the ratemaking process of the regulated utility 
(regulatory tax assets and liabilities). This is consistent with ratemaking policies of the OPUC and WUTC. Regulatory tax assets and liabilities 
are recorded to the extent the Company believes they will be recoverable from or refunded to customers in future rates. At Dec. 31, 2004 and 
2003, the Company had regulatory assets representing differences between book and tax basis related to pre-1981 property of $64.7 million and 
$63.4 million, respectively, and has recorded an offsetting deferred tax liability for the same amounts (see Note 1). NW Natural believes that it 
is reasonable to expect recovery of these regulatory assets through future customer rates. However, future regulatory changes could require the 
write-off of all or a portion of these regulatory assets should they no longer be probable of recovery in future rates.  
   

Contingencies  
   

Loss contingencies are recorded as liabilities when it is probable that a liability has been incurred and the amount of the 
loss is reasonably estimable in accordance with SFAS No. 5, “Accounting for Contingencies.” Estimating probable losses requires an analysis 
of uncertainties that often depend upon judgments about potential actions by third parties. In the normal course of business, accruals are 
recorded for loss contingencies based on an analysis of potential results, developed in consultation with outside counsel when appropriate, 
including allowances for uncollectible accounts, environmental claims and property damage and personal injury claims. Where information is 
sufficient to estimate only a range of probable liability, and no point within the range is more likely than any other, the Company recognizes an 
accrued liability at the lower end of the range. It is possible, however, that future results of operations could be materially affected by changes 
in assumptions or estimates regarding these contingencies. With respect to environmental claims and related litigation costs, receivables are 
recorded for anticipated recoveries under insurance contracts based on amounts the Company estimates are probable of recovery. If these 
amounts are not recovered from insurance, the Company believes that recovery is probable from future utility rates based on current approval 
by the OPUC to defer these costs as a regulatory asset. See Note 12.  
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(Thousands)  
   

Change in  
Assumption 

 
    

Impact on  
2004 NPPC 

 
   

Impact on ABO 
at Dec. 31, 2004 

Discount rate     (0.25 %)   $ 608    $ 5,255 
Expected long-term return on plan assets     (0.25 %)   $ 403      N/A 
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Results of Operations  
   

Regulatory Matters  
   

NW Natural provides gas utility service in Oregon and Washington, with Oregon representing over 90 percent of its 
revenues. Future earnings and cash flows from utility operations will be determined largely by the pace of continued growth in the residential 
and commercial markets and by NW Natural’s ability to remain price competitive in the large industrial market, to control expenses, and to 
obtain reasonable and timely regulatory ratemaking treatment for its operating and maintenance costs and investments made in utility plant.  
   

General Rate Cases  
   

NW Natural’s most recent general rate increase in Oregon, which was effective Sept. 1, 2003, authorized rates designed to 
produce a return on shareholders’ equity (ROE) of 10.2 percent. The OPUC approved a revenue increase of $13.9 million per year, of which 
$6.2 million went into effect on Sept. 1, 2003, and $2.7 million went into effect on a deferred basis on Nov. 12, 2003 as the first 11.7 miles of 
the Company’s southern portion of SMPE went into service. The remaining $3.8 million for the southern portion of the SMPE went into effect 
on Oct. 1, 2004, upon the completion and placement into service of the last segment of the SMPE project. Recovery for the Company’s Coos 
County distribution system project of $1.2 million went into effect on Nov. 1, 2004, on a deferred basis. While not included in the rate case 
result, an additional annual rate recovery of $7.5 million associated with the northern portion of SMPE became effective Oct. 1, 2004.  
   

In November 2003, NW Natural filed a general rate case in Washington that proposed a revenue increase of $7.9 million 
per year from Washington operations through rate increases averaging 15 percent. In June 2004, the WUTC approved a settlement agreement 
entered into by the parties to NW Natural’s Washington general rate case, which became effective on July 1, 2004, authorizing a revenue 
increase of $3.5 million per year, or 6.5 percent. In addition, the settlement authorized NW Natural to include the SMPE cost of service of 
approximately $0.7 million per year in rates, subject to audit, concurrent with the annual Washington PGA filing which became effective on 
Nov. 1, 2004. See “Rate Mechanisms,” below.  
   

Notwithstanding authorized revenue levels approved by the OPUC or the WUTC, actual revenues are dependent on 
weather, economic conditions, customer growth, competition and other factors affecting gas usage in NW Natural’s service area.  
   

In January 2005, the Company filed a rate case with the Federal Energy Regulatory Commission (FERC) proposing an 
update of maximum rates for the Company’s interstate storage services operation and new service offerings. The requested new rates are 
designed to reflect the costs related to the further development of the Mist gas storage facilities and costs associated with the SMPE project. 
This filing was made to satisfy FERC’s requirement that there be a cost and revenue review in three years following its original storage service 
rate authorization.  
   

Rate Mechanisms  
   

Weather normalization . In November 2003, NW Natural implemented a weather normalization mechanism in Oregon that 
helps stabilize net operating revenues, or margin, by adjusting current customer billings based on temperature variances from average weather. 
The weather normalization mechanism approved by the OPUC is applied to Oregon residential and commercial  
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customers’ bills between Nov. 15 and May 15 of each heating season. The mechanism adjusts the margin component of customers’ rates to 
reflect “normal” weather using the 25-year average temperature for each day of the billing period. The mechanism is intended to stabilize fixed 
costs and to reduce fluctuations in customers’ bills due to colder- or warmer-than-average weather. In October 2004, the mechanism was 
modified to limit the upward or downward adjustments to individual bills to certain specified ranges, with any excess amounts being deferred 
(see “Residential and Commercial Sales,” below).  
   

Purchased Gas Adjustment . Rate changes are applied each year under the PGA mechanisms in NW Natural’s tariffs in 
Oregon and Washington to reflect changes in the costs of natural gas commodity purchased under contracts with gas producers (see 
“Comparison of Gas Operations—Cost of Gas Sold,” below), the application of temporary rate adjustments to amortize balances in regulatory 
asset or liability accounts and the removal of temporary rate adjustments effective the previous year. Pursuant to the PGA tariffs, in September 
2004, the OPUC approved rate increases effective Oct. 1, 2004 averaging 20.1 percent for Oregon residential sales customers, and in October 
2004, the WUTC approved rate increases effective Nov. 1, 2004 averaging 19.5 percent for Washington residential sales customers. These rate 
increases include deferred revenue from the costs related to the SMPE project, which was completed and placed into service on Sept. 22, 2004. 
The Oregon increase of 20.1 percent consisted of recovery of gas costs (13.9 percent), temporary rate adjustments (2.5 percent, including 
deferrals for SMPE) and the recovery of SMPE costs of service (3.7 percent). The Washington increase of 19.5 percent consisted of the 
recovery of gas costs (12.0 percent), temporary rate adjustments (6.3 percent), and the recovery of SMPE costs (1.2 percent). The inclusion of 
SMPE costs in Oregon and Washington rates resulted in additional revenue increases totaling $14.7 million per year. During the fourth quarter 
of 2004, the staff of the OPUC initiated a review of gas purchasing strategies for all three local gas distribution companies serving Oregon. The 
schedule, scope and potential findings, including the matter of whether the review will lead to formal proceedings before the OPUC, remain 
uncertain.  
   

In 2003, the OPUC approved a PGA rate increase averaging 3.5 percent for Oregon sales customers and the WUTC 
approved a PGA rate increase averaging 16.8 percent for Washington sales customers, both effective on Oct. 1, 2003. In 2002, the OPUC 
approved PGA rate decreases averaging 14 percent for Oregon sales customers and the WUTC approved PGA rate decreases averaging 25 
percent for Washington sales customers, both effective on Oct. 1, 2002.  
   

The OPUC has formalized a process that tests for excessive earnings in connection with gas utilities’ annual filings under 
their PGA mechanisms. The OPUC has confirmed NW Natural’s ability to pass through 100 percent of its prudently incurred gas costs into 
rates. Under this requirement, NW Natural is authorized to retain all of its earnings up to a threshold level equal to its authorized ROE plus 300 
basis points. One-third of any earnings above that level will be refunded to customers. The excess earnings threshold is subject to adjustment 
up or down each year depending on movements in interest rates. No amounts were identified in this process for refund to customers with 
respect to 2003 or 2002 earnings results. NW Natural does not expect that amounts will be identified for refund with respect to its earnings in 
2004, which will be reviewed by the OPUC in the second quarter of 2005.  
   

Conservation Tariff . Effective Oct. 1, 2002, the OPUC authorized NW Natural to implement a “conservation tariff,” a 
mechanism designed to recover lost margin due to changes in residential and commercial customers’ consumption patterns. The tariff is a 
partial decoupling mechanism that breaks the link between the Company’s earnings and the quantity of energy consumed by its customers, so 
the Company does not have an incentive to discourage customers’ conservation efforts.  
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The conservation tariff includes two components. The first, a price elasticity factor, adjusts for increases or decreases in 
consumption attributable to annual changes in commodity costs or periodic changes in the Company’s general rates. The second is a 
conservation adjustment calculated on a monthly basis to account for deviations between actual and expected volumes. Additional revenues or 
credits to customers produced by the conservation adjustment are booked to a deferral account that is reconciled as part of the Company’s 
annual PGA. Baseline consumption is based on customer consumption patterns as determined in the 2003 Oregon general rate case, adjusted 
for consumption resulting from new customers. The partial decoupling mechanism will expire at the end of September 2005 unless the OPUC 
approves an extension based on the results of an independent study to measure the mechanism’s effectiveness. Work on the independent 
review, which involves interested parties, is in process and is expected to be completed by the end of March 2005. The study is expected to 
provide the basis for the Company’s filing to renew the tariff.  
   

Pipeline Integrity Cost Recovery . In July 2004, the OPUC approved applications by NW Natural relating to the 
accounting treatment and full recovery for the Company’s cost of its pipeline integrity management program (IMP) as mandated by the 
Pipeline Safety Improvement Act of 2002 (Pipeline Safety Act) and related rules adopted by the U.S. Department of Transportation’s Office of 
Pipeline Safety (see “Financial Condition—Cash Flows—Investing Activities,” below). Under the applications as approved, NW Natural 
classifies its IMP costs as either capital expenditures or regulatory assets, accumulates the costs over each 12-month period ending June 30, and 
recovers the costs, subject to audit, through rate changes effective on October 1 of each year commencing Oct. 1, 2004. The approved 
accounting and rate treatment for these costs extends through Sept. 30, 2008, and may be reviewed for potential extension after that date. NW 
Natural will begin including IMP costs in rates in 2005.  
   

Open Pathway Tariff . The open pathway tariff, approved by the OPUC on Dec. 7, 2004, requires developers to provide 
the Company with a trench for installation of mains and services in new developments. If a trench is not provided, the tariff requires the 
developer to pay NW Natural’s costs of trenching. In the past, provision of a trench or reimbursement was not required. Implementation of the 
tariff began in early 2005.  
   

OPUC Investigation  
   

In August 2004, the OPUC approved a stipulation among NW Natural, the OPUC staff and two parties in the 2003 Oregon 
general rate case, providing for the settlement of issues raised in an investigation initiated by the OPUC in 2003. These issues relate to 
transactions or interests in certain properties involving NW Natural in the vicinity of its headquarters building in downtown Portland, and the 
use of some of these properties for employee parking. The primary effect of the stipulation was to reverse cost recovery as of Sept. 1, 2003, for 
certain properties that should not have been included in rate base in the 2003 Oregon general rate case, and for certain employee parking costs. 
Pursuant to the stipulation, NW Natural commenced paying refunds in the amount of $1.3 million to Oregon customers on Oct. 1, 2004, in 
connection with the annual Oregon PGA filing effective on that date. Approximately $0.3 million of that amount was charged to a reserve in 
2003 and the first quarter of 2004; approximately $0.9 million was recognized as a reduction in other revenues in the second quarter of 2004; 
and the balance of $0.1 million was recognized as a reduction in other revenues in the third quarter of 2004. Effective Oct. 1, 2004, Oregon 
revenues were reduced by about $0.3 million per year to eliminate these costs from future rates. NW Natural agreed in the stipulation to 
undergo an audit in 2005 funded by the Company, which is expected to focus on ratemaking issues relating to the inclusion  
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of assets in rate base and NW Natural’s transactions with any affiliated interests. The OPUC staff informed the Company that the required audit 
will be performed during the third quarter of 2005.  
   
Comparison of Gas Distribution Operations  
   

The following table summarizes the composition of gas utility volumes and revenues for the three years ended Dec. 31:  
   

   
NW Natural continued to grow its customer base, with a net increase of 18,485 customers during 2004. The growth rate for 

both 2004 and 2003 was 3.2 percent, compared to 3.5 percent in 2002. In the three years ended Dec. 31, 2004, more than 55,000 customers 
were added to the system, representing an average annual growth rate of 3.4 percent.  
   

Residential and Commercial Sales  
   

The following table summarizes the utility volumes and utility operating revenues in the residential and commercial 
markets. The primary factors that impact the results of operations in these markets are seasonal weather patterns, competitive factors in the 
energy industry and economic conditions in the Company’s service areas.  
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(Thousands, except customers and degree days)  
   

2004  
   

2003  
   

2002  

Utility volumes - therms:                                   

Residential and commercial sales       574,925   51%      581,890   53%      590,629   52% 
Industrial sales and transportation       556,941   49%      517,862   47%      535,455   48% 
                 

Total utility volumes sold and delivered       1,131,866   100%      1,099,752   100%      1,126,084   100% 
                 

Utility operating revenues - dollars:                                   

Residential and commercial sales     $ 585,100   83%    $ 519,323   86%    $ 543,508   86% 
Industrial sales and transportation       112,660   16%      75,201   13%      84,922   13% 
Other revenues       3,185   1%      7,460   1%      4,018   1% 
                 

Total utility operating revenues     $ 700,945   100%    $ 601,984   100%    $ 632,448   100% 
                             

Cost of gas sold       399,176          323,128          353,034     

                       

Utility net operating revenues (margin)     $ 301,769        $ 278,856        $ 279,414     

                       

Total number of customers (end of year)       596,635          578,150          560,067     

Actual degree days       3,853          3,952          4,232     

Percent colder (warmer) than normal       (8%)          (7%)          (1%)     

    (25-year average degree days is used as normal)                                   

(Thousands, except customer data)    2004    2003    2002 

Utility volumes - therms:                 

Residential sales     356,199    343,534    357,091 
Commercial sales     226,490    226,257    240,155 
Change in unbilled sales     (7,764)    12,099    (6,617) 
           

Total weather-sensitive utility volumes     574,925    581,890    590,629 
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2004 compared to 2003:  

   

   
2003 compared to 2002:  

   

   
Typically, 80 percent or more of annual utility operating revenues are derived from gas sales to weather-sensitive 

residential and commercial customers. Although variations in temperatures between periods will affect volumes of gas sold to these customers, 
the effect on margin and net income was significantly reduced with the implementation of the weather normalization mechanism in Oregon 
beginning in November 2003 (see “Regulatory Matters—Rate Mechanisms,” above). This mechanism applies to meter readings of 
participating Oregon customers taken between Nov. 15 and May 15. Approximately 10 percent of NW Natural’s residential and commercial 
customers are in Washington, where the mechanism is not in effect, and about 8 percent of the eligible Oregon customers elected not to be 
covered by the mechanism, so the mechanism does not fully insulate the Company from utility earnings volatility due to weather. The 
mechanism contributed a net $9.0 million of margin, equivalent to 20 cents a share of earnings, in the twelve month period ended Dec. 31, 
2004, making up a significant portion of the margin that otherwise would have been lost from warmer-than-average weather. In 2003, the 
mechanism contributed $1.9 million of margin, equivalent to 5 cents a share of earnings, in the two-months after becoming effective in 
November 2003.  
   

Total utility operating revenues include accruals for gas delivered but not yet billed to customers (unbilled revenues) based 
on estimates of gas deliveries from that month’s meter reading dates to month end. Amounts reported as unbilled revenues reflect the increase 
or decrease in the balance of accrued unbilled revenues compared to the prior year-end. Weather conditions, rate changes and customer billing 
dates affect the balance of accrued unbilled revenue at the end of each month. At Dec. 31, 2004, accrued unbilled revenue was $64.4 million, 
compared to $59.1 million at Dec. 31, 2003.  
   

38  

(Thousands, except customer data)    2004    2003    2002 

Utility operating revenues - dollars:                       

Residential sales     $ 381,526    $ 328,464    $ 354,735 
Commercial sales       199,725      176,385      201,475 
Change in unbilled sales       3,849      14,474      (12,702) 
           

Total weather-sensitive utility revenues     $ 585,100    $ 519,323    $ 543,508 
           

Total number of residential and commercial customers (end of year)       595,700      577,396      559,489 

  
•   volumes sold were 1 percent lower, reflecting the effect of 3 percent warmer weather that was partially offset by the impact of 3 

percent customer growth; and 

  
•   operating revenues were 13 percent higher, primarily due to higher rates effective Oct. 1, 2003 and Oct. 1, 2004 (see “Regulatory 

Matters—Rate Mechanisms,”  above). 

  
•   volumes sold were 1 percent lower, reflecting the effects of 7 percent warmer weather that was partially offset by the impact of 3 

percent customer growth and the price elasticity effect of lower rates effective Oct. 1, 2002; and 

  
•   operating revenues were 4 percent lower in 2003 than in 2002. Excluding the impact of gas cost refunds totaling $30.4 million 

during 2002, revenues were $54.6 million, or 10 percent, lower in 2003 than in 2002, primarily due to lower rates effective Oct. 1, 
2002. 
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Industrial Sales and Transportation  
   

The following table summarizes the delivered volumes and utility operating revenues in the industrial and electric 
generation markets:  
   

   
Total volumes delivered to industrial and electric generation customers were 39 million therms, or 7 percent, higher in 

2004 than in 2003, and utility operating revenues were up $37 million, or 50 percent. The higher volumes and revenues partially reflect an 
improving economy, but results primarily reflect a continued shift from transportation to sales volumes and the reclassification of a relatively 
large number of commercial customers to the industrial customer category over the past 24 months resulting from rate design changes in 
Oregon. Over the past two years, the number of industrial customers increased 30 percent from 2002 to 2003, and 24 percent from 2003 to 
2004. Industrial rates in Oregon were redesigned as part of the general rate case in 2003, transferring $4.8 million of annual revenue 
requirement from industrial rates to residential and commercial rates in order to better reflect relative costs of service and to improve the 
competitiveness of the Company’s rates in the industrial market.  
   

Total volumes delivered to industrial and electric generation customers were 18 million therms, or 3 percent, lower in 2003 
than in 2002, and utility operating revenues were down $10 million, or 11 percent. Results from the industrial market in 2003 reflect weaker 
economic conditions during the year, and most of the incremental revenue decline was due to a shift from higher margin firm schedules to 
lower margin interruptible schedules and industrial rate decreases effective in September 2003.  
   

The decline in volumes and operating revenues from the electric generation market primarily reflect the winding down of a 
temporary market that emerged in response to the 2001-2002 energy crisis. The volumes and operating revenues in 2002 were related to two 
customers served under contracts that went into effect in the second half of 2001 and expired at the end of the second quarter of 2002. Most of 
the revenues from these contracts were derived from fixed charges. A third electric generation customer used 3.0 million therms in 2002 under 
a contract with low volumetric charges.  
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(Thousands, except customers)    2004    2003    2002 

Utility volumes - therms:                       

Industrial firm sales       63,149      55,314      63,215 
Industrial interruptible sales       104,278      46,327      22,841 
Electric generation sales and transportation       -     1,667      3,400 
Transportation       389,514      414,554      445,999 
           

Total utility volumes       556,941      517,862      535,455 
           

Utility operating revenues - dollars:                       

Industrial firm sales     $ 44,625    $ 33,578    $ 42,965 
Industrial interruptible sales       55,380      23,655      11,346 
Electric generation sales and transportation       -     6      4,591 
Transportation       12,655      17,962      26,020 
           

Total utility revenues     $ 112,660    $ 75,201    $ 84,922 
           

Total number of industrial sales and transportation customers (end of year)       935      754      578 
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Other Revenues  
   

Other revenues include miscellaneous fee income as well as revenue adjustments reflecting deferrals to, or amortizations 
from, regulatory asset or liability accounts other than deferrals relating to gas costs (see Note 1). Other revenues increased net operating 
revenues by $3.2 million in 2004, compared to $7.5 million in 2003 and $4.0 million in 2002. The following table summarizes other revenues 
by primary category for the three years ended Dec. 31, 2004, 2003 and 2002:  
   

   
Other revenues in 2004 were $4.3 million lower than in 2003 primarily due to the change in decoupling deferrals under the 

decoupling mechanism (down $2.8 million) (see “Regulatory Matters—Rate Mechanisms,” above), the amortization of decoupling deferrals 
from prior periods (up $2.2 million) and an increase in other miscellaneous amortizations (up $1.6 million), partially offset by higher interstate 
storage credits from revenue sharing from the Company’s interstate gas storage services (up $2.3 million).  
   

Other revenues in 2003 included positive contributions due to the change in decoupling deferrals (up $1.7 million), the 
amortization of income shared with customers from interstate gas storage services (up $1.8 million), and customer late payment and collection 
fees and miscellaneous revenues, partially offset by amortizations from regulatory accounts covering conservation programs and Year 2000 
technology costs.  
   

Cost of Gas Sold  
   

Natural gas commodity prices have fluctuated significantly in recent years. The effects of higher gas commodity prices and 
price volatility on core utility customers are mitigated through the use of underground storage facilities, gas commodity-price financial hedge 
contracts, and short-term  
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(Thousands)    2004    2003    2002 
Revenue adjustments:                       

  Current deferrals:                       

Decoupling     $ 681    $ 3,466    $ 1,720 
SMPE       1,475      643      -
OPUC investigation       (690)      -     -
Coos Bay       244      -     -
Other       35      82      -

  Current amortizations:                       

Interstate gas storage credits       5,324      3,057      1,212 
Decoupling       (2,952)      (783)      -
SMPE       (601)      -     -
Conservation programs       (2,835)      (2,408)      (2,074) 
Year 2000 technology costs       (1,293)      (949)      (1,539) 
Other       298      558      -

           

  Net revenue adjustments       (314)      3,666      (681) 
           

Miscellaneous revenues:                       

  Customer fees       3,245      3,327      3,115 
  Other       254      467      1,584 
           

  Total miscellaneous revenues       3,499      3,794      4,699 
           

  Total other revenues     $ 3,185    $ 7,460    $ 4,018 
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sales of gas commodity and transportation capacity to on-system or off-system customers in periods when core utility customers do not require 
the full firm pipeline capacity and gas supplies.  
   

The Company regularly renews or replaces its expiring long-term and medium-term contracts with new agreements with a 
variety of existing and new suppliers. No single contract amounts to more than 200,000 therms per day or 10 percent of the Company’s average 
daily contract volumes. Firm year-round supply contracts have terms ranging from one to ten years. All of the contracts use price formulas tied 
to monthly index prices, primarily at the NOVA Inventory Transfer trading point in Alberta. NW Natural hedges a majority of its contracts 
each year using financial instruments as part of its gas purchase strategy.  
   

The total cost of gas sold was $399.2 million in 2004, an increase of $76.1 million or 24 percent compared to 2003 and, 
2003 was $29.9 million or 8 percent lower than 2002. The cost per therm of gas sold was 14 percent higher in 2004 than in 2003 and 9 percent 
lower in 2003 than in 2002. The cost per therm of gas sold includes current gas purchases, gas drawn from storage inventory, gains or losses 
from commodity hedges, margin from off-system gas sales, demand cost balancing adjustments (demand equalization), regulatory deferrals and 
company use. Results for 2002 included an adjustment that reduced cost of gas by $29.5 million, a result of a refund to customers. Excluding 
this adjustment, cost per therm of gas sold was 16 percent lower in 2003 than in 2002, reflecting decreases in gas commodity prices effective in 
late 2002.  
   

Results for 2002 also included adjustments reducing cost of gas relating to amounts of deferred expenses for the recovery 
of pipeline demand charges under the PGA mechanism. These adjustments contributed 7 cents a share to earnings in 2002, of which 6 cents a 
share applied to periods prior to 2002. The rate methodology represented in the adjustments continues to be applied in the Company’s 
accounting for pipeline demand charges.  
   

NW Natural’s recorded amount of unaccounted-for gas was 0.51 percent of gas sendout in 2004, compared to 0.55 percent 
in 2003 and 0.75 percent in 2002. Unaccounted-for gas is the difference between the amount of gas the Company receives from all sources, 
including pipeline deliveries and withdrawals from storage, and the amount of gas it delivers to customers or other delivery points. 
Unaccounted-for gas may be caused in part by physical gas leakage, but it also may be due to cumulative inaccuracies in gas metering, 
estimates of unbilled gas or other causes. A normal amount of unaccounted-for gas is considered to be 0.50 percent of total gas sendout during 
a period, but the amounts may vary within a range around this estimate. During 2004, the lower estimated amount of unaccounted-for gas had 
the effect of increasing cost of gas and decreasing margin by $0.4 million as compared to 2003. During 2003, the lower estimated amount of 
unaccounted-for gas had the effect of reducing cost of gas and increasing margin by $1.2 million as compared to 2002. The estimated 
percentages of unaccounted-for gas in 2004 and 2003 were lower than 2002, partially due to improvements in gas measurement and estimating. 
   

NW Natural uses a natural gas commodity-price hedge program under the terms of its Derivatives Policy to help manage 
its variable price gas commodity contracts (see “Application of Critical Accounting Policies and Estimates—Accounting for Derivative 
Instruments and Hedging Activities,” above). NW Natural recorded net hedging gains of $42.4 million from this program during 2004, 
compared to net hedging gains of $32.4 million in 2003 and net hedging losses of $75.5 million in 2002. Hedging gains and losses relating to 
gas commodity purchases are included in cost of gas and factored into NW Natural’s annual PGA rate changes, and therefore have no material 
impact on net income.  
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Under NW Natural’s PGA tariff in Oregon, net income is affected within defined limits by changes in purchased gas costs. 
NW Natural is allowed to collect an amount for purchased gas costs based on estimates that are included in current utility rates. If the actual 
purchased gas costs are higher than the amounts included in rates, NW Natural is not allowed to charge its customers currently for those higher 
gas costs but is allowed to defer the costs and collect them in the future. Similarly, when the actual purchased gas costs are lower than the 
amount included in rates, the savings are not immediately passed on to customers but are deferred and refunded in future periods. NW Natural 
absorbs 33 percent of the higher cost of gas sold, or retains 33 percent of the lower cost, in either case as compared to the projected costs built 
into rates. The remaining 67 percent of the higher or lower gas costs is recorded as deferred regulatory assets or liabilities for recovery from or 
refund to customers in future rates. In 2004 and 2003, NW Natural’s gas costs were slightly lower than the gas costs embedded in rates, with 
the effect that NW Natural’s share of the lower costs increased margin by $0.6 million and $0.3 million, equivalent to 1 cent a share and less 
than 1 cent a share of earnings, respectively. In 2002, NW Natural’s gas costs were much lower than the projected costs built into rates and the 
Company’s share of the savings realized from gas purchases contributed $10.8 million of margin, equivalent to 26 cents a share of earnings.  
   

NW Natural uses gas supplies and transportation capacity that are not required for core utility residential, commercial and 
industrial firm customers to make off-system sales. Under the PGA tariff in Oregon, NW Natural retains 33 percent of the margins realized 
from its off-system gas sales and records the remaining 67 percent as a deferred regulatory asset or liability for recovery from or refund to 
customers in future rates. NW Natural’s share of margin from off-system gas sales in 2004 resulted in a loss of $0.3 million, equivalent to less 
than 1 cent a share. NW Natural’s share of margin from off-system gas sales in 2003 was $4.9 million, equivalent to 11 cents a share of 
earnings. Results for 2003 reflected a higher volume of off-system gas sales because of warmer weather in the first quarter and higher gas 
prices. NW Natural was able to use gas supplies that were available under contract for the winter season, but not required for delivery to core 
utility market customers, to make these off-system sales. NW Natural’s purchase price for this gas had been fixed through commodity swap 
and call option contracts entered into earlier at levels substantially below the market prices in 2003. NW Natural’s share of margin from off-
system sales in 2002 was $0.9 million or 2 cents a share.  
   

Business Segments Other than Local Gas Distribution  
   

Interstate Gas Storage  
   

NW Natural earned net income from its non-utility interstate gas storage business segment in 2004, after regulatory sharing 
and income taxes, of $2.9 million or 11 cents a share, compared to $4.3 million or 17 cents a share in 2003 and $3.6 million or 14 cents a share 
in 2002 (see Note 2). Earnings from this business segment were lower in 2004 primarily due to a lower contribution from a contract with an 
independent energy marketing company that optimizes the value of NW Natural’s assets by engaging in trading activities using temporarily 
unused portions of its upstream pipeline transportation capacity and gas storage capacity. The lower contribution was primarily due to a change 
in market conditions in which gas price differentials were less volatile in 2004 compared to 2003.  
   

In Oregon, NW Natural retains 80 percent of the pre-tax income from interstate storage services and optimization of 
storage and pipeline transportation capacity when the costs of such capacity have not been included in core utility rates, and 33 percent of the 
pre-tax income from such optimization when the capacity costs have been included in core utility rates. The remaining 20 percent  
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and 67 percent, respectively, are credited to a deferred regulatory account for distribution to NW Natural’s core utility customers. NW Natural 
has a similar sharing mechanism in Washington for revenue derived from third party optimization services.  
   

Subsidiaries  
   

Financial Corporation  
   

Financial Corporation’s operating results in 2004 were net income of $0.2 million, compared to $0.7 million in 2003 and 
$1.2 million in 2002. The decrease in net income in 2004 compared to 2003 was primarily due to a $0.5 million write-down of its limited 
partnership interests in three solar electric generation projects. The write-down related to an agreement to sell these projects on Jan. 31, 2005. 
The decrease in net income in 2003 compared to 2002 was due to lower income from investments in limited partnerships in wind and solar 
electric generation projects in California.  
   

The Company’s investment in Financial Corporation was $5.7 million at Dec. 31, 2004, compared to $5.5 million at Dec. 
31, 2003.  
   

Northwest Energy  
   

Northwest Energy was formed in 2001 to serve as the holding company for NW Natural and PGE if the acquisition of PGE 
had been completed. Northwest Energy recorded nominal expenses for corporate development activities in 2004. Upon the termination of the 
proposed acquisition effort in 2002, Northwest Energy recorded a loss totaling $8.4 million (after tax) for the transaction costs incurred in 
connection with this effort. These charges were equivalent to 33 cents a share. Northwest Energy was inactive during both 2004 and 2003.  
   

Operating Expenses  
   

Operations and Maintenance  
   

Operations and maintenance expenses increased $5.7 million, or 6 percent, in 2004 compared to 2003, and increased $11.3 
million, or 13 percent, in 2003 compared to 2002. The following summarizes the major factors that contributed to changes in operations and 
maintenance expense:  
   

2004 compared to 2003  
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•   payroll and payroll-related expenses, including pension and health care costs, increased by $3.5 million due to salary and wage 

increases averaging 3 to 4 percent; and a change in the pension discount rate assumption and rising health care premiums (see 
Note 7); 

  •   expenses for compliance activities relating to the Sarbanes-Oxley Act of 2002 increased by $1.5 million; 
  •   uncollectible accounts expense increased by $1.3 million due to increases in gross revenues stemming from higher rates; 
  •   gas technology research costs increased by $0.3 million; 
  •   workers compensation expense decreased by $0.4 million; and 
  •   energy efficiency rebate costs decreased by $0.8 million. 
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2003 compared to 2002  
   

   
Most of the cost increases NW Natural experienced in 2004 and 2003 were included in the rate increases approved in the 

Company’s general rate cases in Oregon and Washington (see “Regulatory Matters—General Rate Cases,” above).  
   

Taxes Other Than Income Taxes  
   

Taxes other than income taxes, which are principally comprised of property, franchise and payroll taxes, increased $3.7 
million, or 11 percent, in 2004 compared to 2003, and increased $1.0 million, or 3 percent, in 2003 compared to 2002. The following table 
summarizes the changes in taxes other than income taxes:  
   

   
The increase in franchise taxes in 2004 is primarily related to the increase in total utility operating revenues resulting from 

higher gas rates (see “Comparison of Gas Distribution Operations,” above); the increase in payroll taxes is primarily related to the increase in 
payroll expense (see “Operations and Maintenance,” above); and the increase in property taxes is primarily related to increased utility plant in 
service (see Note 9).  
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•   payroll and payroll-related expenses including pension and health care costs, increased by $8.9 million due to salary, wage and 

bonus increases, increased vacation accruals and increased pension costs due to a change in the pension discount rate assumption 
and pension fund losses in 2001 and 2002 (see Note 7); 

  •   business risk insurance and workers compensation insurance premiums increased by $1.2 million; 
  •   professional service fees and contract labor increased by $1.2 million; 
  •   workers compensation claims expense increased by $0.5 million primarily due to a single claim incurred in 2003; 
  •   other operating costs increased $0.4 million; and 

  
•   uncollectible accounts expense decreased by $0.9 million due to improvements in collection rates and lower net write-offs of 

accounts receivable. 

     

Increase (Decrease)  
  

(Thousands)        2004             2003       

Franchise taxes     $ 2,215     $ (92 ) 
Payroll taxes       1,078       232   
Property taxes       732       930   
Other taxes       (342 )     (21 ) 
       

Total increase     $ 3,683     $ 1,049   
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Depreciation and Amortization  
   

The following table summarizes the increases in total plant and property and total depreciation and amortization for the 
three years ended Dec. 31, 2004:  
   

   
The Company’s total depreciation and amortization expense increased by $3.1 million, or 6 percent, in 2004 and by $2.2 

million, or 4 percent, in 2003. The increased expense for both years is primarily due to additional investments in utility property that were 
made to meet continuing customer growth, including the Company’s investment in the SMPE that was put into service in November 2003 and 
September 2004 (see “Financial Condition—Cash Flows—Investing Activities,” below).  
   

Other Income (Expense)  
   

Other income (expense) improved by $0.7 million in 2004. The increase was primarily due to reductions in interest charges 
on deferred regulatory account balances ($1.1 million) reflecting lower net credit balances outstanding in these accounts. This increase was 
partially offset by a decrease in gains from Company-owned life insurance ($0.6 million) due to decreases in the market value of equity-based 
life insurance investments.  
   

Other income (expense) improved by $17.0 million in 2003, primarily due to the $13.9 million pre-tax charge in 2002 for 
costs incurred in the effort to acquire PGE. Excluding this charge, other income (expense) increased by $3.1 million in 2003. The increase was 
primarily due to reductions in interest charges on deferred regulatory account balances ($1.4 million) reflecting lower net credit balances 
outstanding in these accounts, and an increase in gains from Company-owned life insurance ($2.0 million) due to increases in the market value 
of equity-based life insurance investments, partially offset by a decrease in earnings from equity investments ($0.5 million) due to lower 
income from partnership investments held by Financial Corporation.  
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(Thousands)    2004    2003    2002 
Plant and property:                       

  Utility plant:                       

Depreciable     $ 1,771,890    $ 1,595,759    $ 1,498,903 
Non-depreciable, including construction work in progress       23,082      61,830      41,062 

           
       1,794,972      1,657,589      1,539,965 
           

  Non-utility property:                       

Depreciable       29,628      22,353      20,832 
Non-depreciable, including construction work in progress       4,335      1,042      -

           
       33,963      23,395      20,832 
           

  Total plant and property     $ 1,828,935    $ 1,680,984    $ 1,560,797 
           

  Depreciation and amortization:                       

Utility plant     $ 56,899    $ 53,798    $ 51,693 
Non-utility property       472      451      397 

           

  Total depreciation and amortization expense     $ 57,371    $ 54,249    $ 52,090 
           

  Weighted average depreciation rate - utility       3.4%      3.5%      3.5% 
  Weighted average depreciation rate - non-utility       2.3%      2.3%      1.9% 
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Interest Charges – Net of Amounts Capitalized  
   

Interest charges-net of amounts capitalized in 2004 was $0.7 million, or 2 percent, higher than in 2003. The increase in 
2004 was primarily due to higher balances of debt outstanding during the period. The increase was partially offset by lower average interest 
rates and higher amounts of Allowance for Funds Used During Construction (AFUDC) due to higher average balances of construction work in 
progress (CWIP). AFUDC represents the cost of funds used for CWIP (see Note 1). In 2004, AFUDC reduced interest expense by $1.0 million 
compared to reductions of $0.9 million in 2003 and $0.6 million in 2002. The average interest rate component of AFUDC, comprised of short-
term and long-term borrowing rates, as appropriate, was 3.0 percent in 2004, 2.3 percent in 2003 and 2.8 percent in 2002.  
   

Interest charges-net of amounts capitalized in 2003 was $1.0 million, or 3 percent, higher than in 2002, also due to higher 
balances of debt outstanding and to the inclusion of dividends paid in the second half of 2003 totaling $0.2 million on the Company’s 
redeemable preferred stock, due to their classification as interest expense upon the adoption of SFAS No. 150, “Accounting for Certain 
Financial Instruments with Characteristics of both Liabilities and Equity.”  
   

Income Taxes  
   

The effective corporate income tax rates were 34.4 percent, 33.7 percent and 34.9 percent for the years ended Dec. 31, 
2004, 2003 and 2002, respectively. The higher rate in 2004 reflects the effect of decreased tax benefits from a non-taxable gain on Company- 
and trust-owned life insurance ($0.6 million), decreased tax benefits attributed to tax adjustments recorded in the prior year ($0.3 million), 
decreased tax benefits resulting from a taxable gain on the surrender of certain Company-owned life insurance ($0.1 million) and the expiration 
of a federal low-income housing tax credit ($0.1 million), partially offset by the effect of increased tax benefits from an adjustment of the 
Company’s deferred income tax balances ($0.5 million). Excluding the impact of these tax benefits taken into account during 2004, the 
effective tax rate for 2004 would have been 35.0 percent. The lower tax rate for 2003 reflects increased tax benefits from a non-taxable gain on 
Company- and trust-owned life insurance. Excluding these benefits, the effective tax rate for 2003 would have been 35.0 percent. The tax rate 
for 2002 includes the effect of the tax benefits from the $13.9 million charge for PGE transaction costs. Excluding this charge, the effective tax 
rate for 2002 would have been 35.6 percent.  
   

Redeemable Preferred and Preference Stock Dividend Requirements  
   

Redeemable preferred and preference stock dividend requirements decreased $0.3 million in 2004 compared to 2003 due to 
the redemption in November 2003 of all outstanding shares of the Company’s $7.125 Series of Redeemable Preferred Stock with an aggregate 
stated value of $7.5 million at the applicable early redemption price of 102.375 percent. No shares of redeemable preferred or preference stock 
were outstanding at any time during 2004.  
   

Redeemable preferred and preference stock dividend requirements decreased $2.0 million in 2003 compared to 2002 due to 
the redemption in December 2002 of all of the outstanding shares ($25 million aggregate stated value) of the Company’s $6.95 Series of 
Redeemable Preference Stock pursuant to the mandatory redemption provisions applicable to that Series.  
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Capital Structure  

   
The Company’s goal is to maintain a target capital structure comprised of 45 to 50 percent common stock equity and 50 to 

55 percent long-term and short-term debt. When additional capital is required, debt or equity securities are issued depending upon both the 
target capital structure and market conditions. These sources also are used to meet long-term debt redemption requirements and short-term 
commercial paper maturities (see “Liquidity and Capital Resources,” below, and Notes 3 and 5). The Company’s consolidated capital structure 
at Dec. 31 was as follows:  
   

   
Achieving the target capital structure and maintaining sufficient liquidity are necessary to maintain attractive credit ratings 

and have access to capital markets at reasonable costs.  
   

Liquidity and Capital Resources  
   

At Dec. 31, 2004, the Company had $5.2 million in cash and cash equivalents compared to $4.7 million at Dec. 31, 2003. 
Short-term liquidity is provided by cash from operations and from the sale of commercial paper notes, which are supported by committed bank 
lines of credit. The Company has available through Sept. 30, 2005 committed lines of credit totaling $150 million with four commercial banks 
(see “Lines of Credit,” below, and Note 6). Short-term debt balances typically are reduced toward the end of the winter heating season as a 
significant amount of the Company’s current assets, including accounts receivable and natural gas inventories, are converted into cash.  
   

Capital expenditures primarily relate to utility construction resulting from customer growth and system improvements (see 
“Cash Flows—Investing Activities,” below). Certain contractual commitments under capital leases, operating leases and gas supply purchase 
and other contracts require an adequate source of funding. These capital and contractual expenditures are financed through cash from 
operations and from the issuance of short-term debt, which is periodically refinanced through the sale of long-term debt or equity securities.  
   

To provide long-term financing, in February 2004 the Company filed a universal shelf registration with the Securities and 
Exchange Commission (SEC) providing for the issuance and sale of up to $200 million of securities, which may consist of secured debt (First 
Mortgage Bonds), unsecured debt, preferred stock or common stock. Concurrent with this shelf filing, the Company deregistered the $60 
million of Medium-Term Notes (MTNs) remaining on its previous shelf registration. The $200 million universal shelf registration statement 
became effective in February 2004. In April 2004, the Company issued $40 million of common stock under the shelf registration, leaving $160 
million available for the issuance of debt or equity securities (see “Financing Activities,” below).  
   

Neither NW Natural’s Mortgage and Deed of Trust nor the indentures under which other long-term debt is issued contain 
credit rating triggers or stock price provisions that require the acceleration of debt repayment. Also, there are no rating triggers or stock price 
provisions contained in  
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Financial Condition 

Year ended December 31,    2004      2003     
Common stock equity     48.7%      46.4% 
Long-term debt     41.3%      45.8% 
Short-term debt, including current maturities of long-term debt     10.0%      7.8% 
          

Total     100.0%      100.0% 
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contracts or other agreements with third parties, except for agreements with certain counter-parties under NW Natural’s Derivatives Policy 
which require the affected party to provide substitute collateral such as cash, guaranty or letter of credit if credit ratings are lowered to non-
investment grade, or in some cases if the mark-to-market value exceeds a certain threshold.  
   

Based on the availability of short-term credit facilities and the ability to issue long-term debt and equity securities, the 
Company believes it has sufficient liquidity to satisfy its anticipated cash requirements, including the contractual obligations and investing and 
financing activities discussed below.  
   

Dividend Policy  
   

NW Natural has paid quarterly dividends on its common stock in each year since the stock first was issued to the public in 
1951. Annual common dividend payments have increased each year since 1956. The amount and timing of dividends payable on the 
Company’s common stock are within the sole discretion of the Company’s Board of Directors. It is the intention of the Board of Directors to 
continue to pay cash dividends on the Company’s common stock on a quarterly basis. However, future dividends will be dependent upon NW 
Natural’s earnings, its financial condition and other factors.  
   

Off-Balance Sheet Arrangements  
   

The Company has no material off-balance sheet financing arrangements.  
   

Contractual Obligations  
   

The following table shows the Company’s contractual obligations by maturity and type of obligation. NW Natural also has 
obligations with respect to its pension and post-retirement medical benefit plans (see Note 7).  
   

   

   
Other purchase commitments primarily consist of remaining balances under existing purchase orders and remaining 

payments due to a general contractor for the construction of the remaining portion of the SMPE project. These and other contractual obligations 
are financed through cash from operations and from the issuance of short-term debt, which is periodically refinanced through the sale of long-
term debt or equity securities.  
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(Thousands)    

Payments Due in Years Ending Dec. 31,  
          

Contractual Obligations    2005    2006    2007    2008    2009    Thereafter    Total 
Commercial paper     $ 102,500    $ -   $ -   $ -   $ -   $ -   $ 102,500 
Long-term debt       15,000      8,000      29,500      5,000      -     441,527      499,027 
Interest on long-term debt       33,213      32,561      31,085      30,268      30,052      373,744      530,923 
Capital leases       230      189      97      29      -     -     545 
Operating leases       4,491      4,136      3,967      3,836      3,834      38,908      59,172 
Gas purchase contracts (1)       277,371      184,572      167,093      150,898      62,155      112,684      954,773 
Gas pipeline commitments       62,988      57,800      58,981      57,234      50,702      271,796      559,501 
Other purchase commitments       12,162      147      -     -     -     -     12,309 
                       

Total     $ 507,955    $ 287,405    $ 290,723    $ 247,265    $ 146,743    $ 1,238,659    $ 2,718,750 
                       

(1) All gas purchase contracts use price formulas tied to monthly index prices. Commitment amounts are based on index prices at Dec. 31, 
2004. 
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Holders of certain long-term debt have put options that, if exercised, would accelerate the maturities by $10 million in 2005 
and by $20 million in each of 2007, 2008 and 2009. The interest coupon rate on the long-term debt issues with put options range between 6.52 
percent and 7.05 percent.  
   

On March 12, 2004, NW Natural employees who are members of the OPEIU, Local No. 11, approved a new labor 
agreement (Joint Accord) covering wages, benefits and working conditions that will expire on May 31, 2009. In accordance with the terms of 
the Joint Accord, beginning Jan. 1, 2005, the Company will commence making contributions to a multi-employer trust that will provide 
additional retirement benefits to its bargaining unit employees.  
   

Commercial Paper  
   

The Company’s primary source of short-term funds is from the sale of commercial paper notes payable. In addition to 
issuing commercial paper to meet seasonal working capital requirements, including the financing of gas purchases and accounts receivable, 
short-term debt is also used temporarily to fund capital requirements. Commercial paper is periodically refinanced through the sale of long-
term debt or equity securities. NW Natural’s outstanding commercial paper, which is sold under an agency agreement with a commercial bank, 
is supported by committed bank lines of credit (see “Lines of Credit,” below). NW Natural had $102.5 million in commercial paper notes 
outstanding at Dec. 31, 2004, compared to $85.2 million outstanding at Dec. 31, 2003.  
   

Lines of Credit  
   

Effective Oct. 1, 2004, NW Natural entered into lines of credit with Bank of America, N.A., JP Morgan Chase Bank, U.S. 
Bank National Association, and Wells Fargo Bank, totaling $150 million in aggregate. Half of the credit facility with each bank, or $75 million, 
is committed and available through Sept. 30, 2005, and the other $75 million is committed and available through Sept. 30, 2007. Bank of 
America, N.A., JP Morgan Chase Bank, and U.S. Bank National Association have each committed $20 million for each of their 2005 and 2007 
lines of credit, and Wells Fargo Bank has committed $15 million for each of its 2005 and 2007 lines of credit.  
   

Under the terms of these lines of credit, NW Natural pays commitment fees but is not required to maintain compensating 
bank balances. The interest rates on any outstanding borrowings under these lines of credit are based on current market rates. There were no 
outstanding balances on these lines of credit at Dec. 31, 2004 or 2003.  
   

NW Natural’s lines of credit require that credit ratings be maintained in effect at all times and that notice be given of any 
change in its senior unsecured debt ratings. A change in NW Natural’s credit rating is not an event of default, nor is the maintenance of a 
specific minimum level of credit rating a condition to drawing upon the lines of credit. However, interest rates on any loans outstanding under 
NW Natural’s bank lines are tied to credit ratings, which would increase or decrease the cost of debt outstanding under these lines of credit, if 
any, when ratings are changed.  
   

The lines of credit require the Company to maintain an indebtedness to total capitalization ratio of 65 percent or less and to 
maintain a consolidated net worth at least equal to 80 percent of its net worth at Sept. 30, 2004, plus 50 percent of the Company’s net income 
for each subsequent fiscal quarter. NW Natural was in compliance with the covenants as of Dec. 31, 2004, with an indebtedness to total 
capitalization ratio of 52 percent and a net worth of $568.5 million compared to a required $452.1 million. The Company was also in 
compliance with these covenants under  
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previous line of credit agreements in effect as of Dec. 31, 2003. Failure to comply with either of these covenants would entitle the banks to 
terminate their lending commitments and to accelerate the maturity of all amounts outstanding.  
   
Credit Ratings  
   

The table below summarizes NW Natural’s credit ratings from three rating agencies, Standard and Poor’s Rating Services 
(S&P), Moody’s Investor Service (Moody’s) and Fitch Ratings (Fitch).  
   

   
In December 2004, NW Natural’s corporate credit rating was upgraded by S&P to “A+” from “A”, which also assigned 

NW Natural a business profile score of “1” on a scale of “1” to “10”, where “1” is the strongest score. Each of the rating agencies has assigned 
NW Natural an investment grade rating. These credit ratings and business profile scores are dependent upon a number of factors, both 
qualitative and quantitative, and are subject to change at any time. The disclosure of these credit ratings is not a recommendation to buy, sell or 
hold the Company’s securities. Each rating should be evaluated independently of any other rating.  
   

Optional Redemptions of Long-Term Debt and Redeemable Preferred Stock  
   

In 2003, the Company exercised early redemption provisions applicable to certain of its long-term debt, including all $4 
million of the 7.50% Series B MTNs due 2023, all $11 million of the 7.52% Series B MTNs due 2023, and all $20 million of the 7.25% Series 
B MTNs due 2023. These MTNs were redeemed in the third quarter of 2003 at 103.75 percent, 103.76 percent and 103.65 percent of their 
respective principal amounts. In the fourth quarter of 2003, the Company also exercised early redemption provisions applicable to all of the 
remaining shares of its $7.125 Series of Redeemable Preferred Stock with an aggregate stated value of $7.5 million, at a redemption price 
equivalent to 102.375 percent. The Company redeemed the MTNs and the preferred stock with available cash or with the proceeds from sales 
of commercial paper, and re-financed this long-term debt and preferred stock through the sale of new long-term debt in the fourth quarter of 
2003. Early redemption premiums are recognized as unamortized costs on debt redemptions pursuant to SFAS No. 71 and are amortized to 
expense over the life of the new debt.  
   

Cash Flows  
   

Operating Activities  
   

Year-over-year changes in the Company’s operating cash flows are primarily affected by net income and non-cash 
adjustments to net income. In 2004, net income and non-cash adjustments to net income increased by $18 million, but the cash flow increase 
was offset by increases in working capital requirements within the utility segment resulting from warmer weather, higher prices of natural gas, 
and the timing of customer collections, payments for natural gas purchases and deferred gas cost  
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Rating Agency        S&P            Moody’s            Fitch     

Commercial Paper (short-term debt)     A-1    P-1    F1 
Senior Secured (long-term debt)     A+    A2    A 
Senior Unsecured (long-term debt)     A    A3    A- 
Ratings Outlook     Stable    Stable    Stable 
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recoveries. In 2003, net income and non-cash adjustments to net income decreased by $18 million primarily due to a $13.9 million non-cash 
write-down of PGE acquisition costs.  
   

The following table summarizes cash provided by operating activities for the years ended Dec. 31, 2004, 2003 and 2002:  
   

   
The overall change in cash flow from operations was negligible in 2004 compared to 2003, but decreased by $16 million in 

2003 compared to 2002. The significant factors contributing to the cash flow changes between years are as follows:  
   

2004 compared to 2003  
   

   
2003 compared to 2002  
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Thousands (year ended December 31)    2004    2003    2002 
Net income     $ 50,572    $ 45,983    $ 43,792 
Non-cash adjustments to net income       69,216      55,835      76,303 
Changes in operating assets and liabilities (working capital sources)       (12,049)      6,375      4,228 
           

Cash provided by operating activities     $ 107,739    $ 108,193    $ 124,323 
           

  •   an increase in net income added $4.6 million to cash flow; 

  
•   an increase in deferred tax expense added $23.0 million to cash flow, reflecting higher tax benefits from accelerated bonus 

depreciation on large capital additions that were placed into service in 2004; 

  
•   an increase in inventories reduced cash flow by $22.8 million, primarily reflecting higher volumes and higher unit prices on gas 

inventories in storage facilities (see “Results of Operations—Comparison of Gas Operations,”  above); 

  
•   an increase in regulatory receivables for deferred gas costs reduced cash flow by $10.2, reflecting different patterns of activity 

between the two years with respect to purchased gas cost savings and off-system gas sales under NW Natural’s PGA tariff (see 
“Results of Operations—Comparison of Gas Operations—Cost of Gas Sold,”  above); 

  
•   an increase in accounts receivable also reduced cash flows by $8.1 million, reflecting the impact of higher rates compared to the 

prior year (see “Results of Operations—Regulatory Matters,”  above); 

  
•   cash contributions to the Company’s non-bargaining unit defined benefit pension plan lowered cash flows by $8.3 million, 

compared to no contributions in 2003 or 2002 (see “Pension Cost (Income) and Funding Status,”  below); 

  
•   a smaller increase in accrued unbilled revenue added $9.7 million to cash flow, reflecting higher gas prices, partially offset by 

lower unbilled volumes because of warmer weather and decreases in customer usage because of higher prices; 

  
•   an increase in other long term liabilities added $8.2 million to cash flow, reflecting an increase in accruals for environmental and 

other claims, as well as increases in accruals for unfunded liabilities for pension and post-retirement benefits; 
  •   an increase in income taxes receivable reduced cash flow by $7.3 million; and 
  •   a decrease in prepayments and other current assets increased cash flow by $3.5 million. 

  •   an increase in net income added $2.2 million to cash flow; 

  
•   a non-cash adjustment to net income in 2002 for the loss recorded for PGE costs resulted in a net decrease in 2003 of $13.9 

million; 
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The Company has lease and purchase commitments relating to its operating activities that are financed with cash flows 

from operations (see “Liquidity and Capital Resources,” above, and Note 12).  
   

The Job Creation and Worker Assistance Act of 2002 (the Assistance Act) combined with the Jobs and Growth Tax Relief 
Reconciliation Act of 2003 (the Reconciliation Act), allowed for an additional first-year tax depreciation deduction on the adjusted basis of 
“qualified property.” The Assistance Act provided for an additional depreciation deduction equal to 30 percent of an asset’s adjusted basis. The 
Reconciliation Act increased this first-year additional depreciation deduction to 50 percent of an asset’s adjusted basis. The additional first-year 
depreciation deduction is an acceleration of depreciation deductions that otherwise would have been taken in the later years of an asset’s 
recovery period. The accelerated depreciation provisions provided by both the Assistance Act and the Reconciliation Act expired at Dec. 31, 
2004. The Company realized enhanced cash flow from reduced income taxes totaling an estimated $55 million during the effective period, 
based on plant investments made between Sept. 11, 2001 and Dec. 31, 2004.  
   

Investing Activities  
   

Cash requirements for investing activities in 2004 totaled $136 million, up from $128 million in the same period of 2003. 
Cash requirements for the acquisition and construction of utility plant totaled $141 million, up from $125 million in 2003. The increase in cash 
requirements for utility construction in 2004 was primarily the result of higher capital expenditures relating to NW Natural’s SMPE project to 
extend the pipeline from its Mist gas storage field to serve growing portions of its service area ($22 million). The SMPE was completed and 
placed into service in September 2004. The total cost of the project was approximately $110 million, which includes amounts reflected in 
investing activities over the past few years. The cost of service associated with the SMPE project, net of deferred tax benefits, was included in 
customer rates starting in the fourth quarter of 2004.  
   

Cash requirements for investing activities in 2003 totaled $128 million, up from $85 million in 2002. Cash requirements 
for the acquisition and construction of utility plant totaled $125 million, up from $80 million in 2002. The increase in cash requirements for 
utility construction in 2003 was primarily the result of higher capital expenditures relating to the SMPE project ($27 million), higher system 
improvements and support ($12 million) and other special projects to serve new customer load or new service areas ($9 million).  
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•   a significant increase in accrued unbilled revenue reduced cash flow by $28.7 million, reflecting a combination of higher gas 

prices and colder weather in December 2003 compared to December 2002; 

  
•   a significant increase in accounts receivable reduced cash flow by $22.9 million, primarily reflecting the higher gas prices and the 

timing of customer account collections; 

  
•   a decrease in deferred gas costs payable reduced cash flow by $5.6 million, largely due to a significant refund to customers in 

2002 of accumulated gas cost savings; 

  
•   a decrease in accrued interest and taxes payable added $16.4 million to cash flow, primarily reflecting higher tax benefits from 

accelerated bonus depreciation; 

  
•   a decrease in inventories of gas, materials and supplies added $15.9 million to cash flow, primarily due to lower volumes of 

natural gas in storage, partially offset by higher gas commodity prices; 
  •   a decrease in prepaid income taxes added $9.5 million to cash flow; and 
  •   an increase in accounts payable added $7.9 million to cash flow. 
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Investments in the Company’s pipeline integrity management program (IMP) were $1.6 million in 2004, compared to $0.9 
million in 2003. IMP costs are estimated at approximately $50 million to $100 million over a ten-year period (see discussion below). IMP costs 
are classified as either capital expenditures or regulatory assets. The costs are accumulated over each 12-month period ending June 30, and the 
costs, subject to audit, are recovered through rate changes effective on Oct. 1 of each year commencing Oct. 1, 2004. The approved accounting 
and rate treatment for these costs extends through Sept. 30, 2008, and it may be reviewed for potential extension after that date.  
   

Investments in non-utility property totaled $10.6 million in 2004, compared to $2.6 million in 2003. The higher 
investments in 2004 compared to 2003 were primarily for certain improvements to the Company’s gas pipeline system that were related to 
interstate gas storage services.  
   

In December 2004, the Company received proceeds from the surrender of certain life insurance policies and proceeds from 
the settlement of life insurance benefits totaling $17.6 million.  
   

During the five-year period 2005 through 2009, utility construction expenditures are estimated at between $500 million and 
$600 million. The level of capital expenditures over the next five years reflects projected high customer growth and system improvement 
projects resulting in part from requirements under the Pipeline Safety Improvement Act of 2002 (Pipeline Safety Act) (see below). A majority 
of the required funds is expected to be internally generated over the five-year period; the remainder will be funded through a combination of 
long-term debt and equity securities with short-term debt providing liquidity and bridge financing.  
   

NW Natural’s utility and non-utility capital expenditures in 2005 are estimated to total $110 million, including $28 million 
for customer growth, $21 million for system improvement and support, $15 million for equipment, facilities and information technology, $10 
million for IMP costs, $6 million for the SMPE and related gas storage projects, $9 million for utility and non-utility storage and $21 million 
for construction overhead.  
   

In December 2003, the U.S. Department of Transportation’s Office of Pipeline Safety issued a rule that specifies the 
detailed requirements for transmission pipeline IMPs as mandated by the Pipeline Safety Act. The Pipeline Safety Act requires operators of gas 
transmission pipelines to identify lines located in High Consequence Areas (HCAs) and to develop IMPs to periodically inspect the integrity of 
the pipelines and make repairs or replacements as necessary to ensure the ongoing integrity of the pipelines. The legislation requires NW 
Natural to inspect the 50 percent highest risk pipelines located in its HCAs within the first five years, and to inspect the remaining covered 
pipelines within 10 years of the date of the enactment. The Pipeline Safety Act also requires re-inspections of the covered pipelines every seven 
years from the date of the previous inspection for the life of the pipelines.  
   

Financing Activities  
   

Cash provided by financing activities in 2004 totaled $29 million, compared to $17 million in 2003. Factors contributing to 
the $12 million increase were the net proceeds ($38.5 million) from a common stock offering in April 2004 (see below), combined with last 
year’s redemption of the $7.125 Series of Preferred Stock ($8.4 million), offset by last year’s increase in long-term debt balances ($35.0 
million).  
   

Cash provided by financing activities in 2003 totaled $17 million, compared to cash used in financing activities in 2002 of 
$43 million. Factors contributing to the $60 million difference  
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were an increase in short-term debt in 2003 ($15.4 million) compared to a decrease in 2002 ($38.5 million) and the redemption of the $6.95 
Series of Preference Stock in 2002 ($25 million), partially offset by a higher amount used for the retirement of long-term debt ($55 million in 
2003 compared to $40.5 million in 2002) and the redemption, including the annual sinking fund, of the $7.125 Series of Preferred Stock in 
2003 ($8.4 million).  
   

NW Natural sold $90 million of its secured Medium-Term Notes, Series B (MTNs) in each of 2003 and 2002 and used the 
proceeds to redeem long-term debt ($55 million in 2003 and $40.5 million in 2002), to provide cash for investments in utility plant and to 
reduce short-term borrowings.  
   

In April 2004, the Company issued and sold 1,290,000 shares of its common stock in an underwritten public offering, and 
used the net proceeds of $38.5 million from the offering to reduce short-term indebtedness by about $29 million and to fund, in part, NW 
Natural’s utility construction program. The offering of common stock was made pursuant to NW Natural’s universal shelf registration 
statement providing for the registration of $200 million of securities, which became effective in February 2004. After the common stock 
offering, approximately $160 million remains available under the shelf registration statement for the Company to issue additional securities, 
which may include First Mortgage Bonds and unsecured debt.  
   

In 2000, NW Natural commenced a program to repurchase up to 2 million shares, or up to $35 million in value, of its 
common stock through a repurchase program that has been extended through May 2005. The purchases are made in the open market or through 
privately negotiated transactions. No shares were repurchased in 2003 or in 2004. Since the program’s inception the Company has repurchased 
355,400 shares of common stock at a total cost of $8.2 million.  
   

Pension Cost (Income) and Funding Status  
   

Net periodic pension cost (NPPC) is determined in accordance with SFAS No. 87, “Employers’ Accounting for 
Pensions” (see “Application of Critical Accounting Policies—Accounting for Pensions,” above). The annual pension cost or income is 
allocated between operations and maintenance expense and construction overhead.  
   

NPPC for the Company’s two qualified defined benefit plans totaled $6.6 million in 2004, an increase of $0.4 million over 
NPPC for these plans of $6.2 million in 2003. The increased NPPC was primarily due to the use of a lower discount rate (6.25 percent in 2004 
compared to 6.75 percent in 2003) which had the effect of increasing the two plans’ accumulated benefit obligations.  
   

During 2004, the Company contributed $5.3 million to its Retirement Plan for Non-Bargaining Unit Employees (NBU 
Plan) for plan year 2004, of which $1.0 million represented the minimum required funding. The Company was not required to make any 
contribution to its Retirement Plan for Bargaining Unit Employees (BU Plan) for that year. The Company’s funding policy is to contribute at 
least the minimum amount required by the Employee Retirement Income Security Act of 1974, as amended. For accounting expense 
recognition, the Company uses an asset valuation (market-related valuation) method that spreads variances between expected returns and actual 
investment returns over a three-year period, but for funding purposes the Company spreads these differences over a five-year period. In 2004, 
the Company made additional tax-deductible contributions to improve the funded status of its qualified pension plans. In 2005, no contributions 
are required to be made to fund either the NBU Plan or the BU Plan, and the Company does not anticipate making any additional voluntary 
contributions for the 2004 plan year.  
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The fair market value of the two plans’ assets increased to $186.8 million at Dec. 31, 2004, up from $168.3 million at Dec. 
31, 2003. The increase included $22.5 million in investment gains and employer contributions of $8.3 million, which were offset in part by 
$11.2 million in withdrawals to pay benefits and $1.1 million in eligible expenses of the two plans. The present value of benefit obligations 
under the two plans increased from an estimated $192 million to $209 million during 2004, however, so the two plans remained under-funded 
in aggregate by about $22 million at Dec. 31, 2004.  
   

NPPC for the NBU Plan and the BU Plan was $6.2 million in 2003, compared to net periodic pension income of $0.1 
million in 2002. The increased NPPC in 2003 was largely due to investment losses in 2002, which are recognized over a three-year period, and 
to the use of a lower discount rate (6.75 percent in 2003 compared to 7.25 percent in 2002) which increased the plans’ accumulated benefit 
obligations. During 2004, the Company made a cash contribution of $2.9 million to the NBU Plan for the 2003 plan year, of which $1.9 million 
represented the minimum required funding. No contributions were required to be made to either the NBU Plan or the BU Plan for the 2002 plan 
year.  
   

At Dec. 31, 2003, the fair market value of the assets of the NBU Plan and the BU Plan totaled $168.3 million, up from 
$143.2 million at Dec. 31, 2002. The increased market value included $36 million in investment gains, which was partially offset by $10 
million in withdrawals to pay benefits and $0.9 million in eligible expenses of the plans. At Dec. 31, 2003, the present value of benefit 
obligations under the two plans totaled $192 million and thus were under-funded in aggregate by about $24 million.  
   

Despite the increase in NPPC and the current under-funded status of the NBU Plan, NW Natural believes it will be able to 
maintain well-funded qualified pension plans. NW Natural does not expect its current or future cash contribution requirements to the two plans 
to have a material adverse effect on its liquidity or financial condition (see Note 7).  
   

Ratios of Earnings to Fixed Charges  
   

For the years ended Dec. 31, 2004, 2003 and 2002, the Company’s ratios of earnings to fixed charges, computed using the 
Securities and Exchange Commission method, were 3.02, 2.84 and 2.85, respectively. For this purpose, earnings consist of net income before 
taxes plus fixed charges, and fixed charges consist of interest on all indebtedness, the amortization of debt expense and discount or premium 
and the estimated interest portion of rentals charged to income.  
   
Contingent Liabilities  
   

Environmental Matters  
   

The Company is subject to federal, state and local laws and regulations related to environmental matters. These evolving 
laws and regulations may require expenditures over a long timeframe to control environmental impacts. The Company believes that appropriate 
investigation or remediation is being undertaken at all the relevant sites. Based on existing knowledge, the Company does not expect that the 
ultimate resolution of these matters will have a material adverse effect on its financial condition, results of operations or cash flows. (See Note 
12).  
   

In May 2003, the OPUC approved NW Natural’s request for deferral of environmental costs associated with specific sites. 
The authorization, which has been extended through April 2005, allows NW Natural to defer and seek recovery of unreimbursed environmental 
costs in a future general  
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rate case. NW Natural has filed a request with the OPUC to extend this authority through January 2006. On a cumulative basis through Dec. 
31, 2004, the Company paid out a total of $3.3 million relating to the sites since the effective date of the deferral authorization. (See Note 12).  
   

NW Natural will first seek to recover the costs of investigation and remediation for which it may be responsible with 
respect to environmental matters, if any, from insurance. If these costs are not recovered from insurance, then NW Natural will seek recovery 
through future rates subject to approval by the OPUC. At Dec. 31, 2004, NW Natural had an $8.5 million receivable representing an estimate 
of the environmental costs it expects to incur and recover from insurance. (See Note 12).  
   

   
The Company is exposed to various forms of market risk including commodity supply risk, weather risk, and interest rate 

risk. The following describes the Company’s exposure to these risks.  
   

Commodity Supply Risk  
   

NW Natural enters into short-term, medium-term and long-term natural gas supply contracts, along with associated short-, 
medium- and long-term transportation capacity contracts. Historically, NW Natural has taken physical delivery of at least the minimum 
quantities specified in its natural gas supply contracts. These contracts are primarily index-based and subject to annual re-pricing, a process that 
is intended to reflect anticipated market price trends during the next year. NW Natural’s PGA mechanism in Oregon and Washington provides 
for the recovery from customers of actual commodity costs, except that, for Oregon customers, NW Natural absorbs 33 percent of the higher 
cost of gas sold, or retains 33 percent of the lower cost, in either case as compared to the annual PGA price built into customer rates.  
   

To the degree that market risks exist due to potential adverse changes in commodity prices, foreign exchange rates or 
counterparty credit quality in relation to these financial and physical contracts, the Company considers the risks to be:  
   

Commodity Price Risk  
   

The prices of natural gas commodity are subject to fluctuations due to unpredictable factors including weather, pipeline 
transportation congestion and other factors that affect short-term supply and demand. Commodity-price swap and call option contracts 
(financial hedge contracts) are used to convert certain natural gas supply contracts from floating prices to fixed prices. These financial hedge 
contracts are included in the Company’s annual PGA filing, subject to a prudency review. At Dec. 31, 2004 and 2003, notional amounts under 
these commodity swap and call option contracts totaled $413.0 million and $304.1 million, respectively. At Dec. 31, 2004, five of these 
financial hedge contracts extended beyond Dec. 31, 2005. If all of the commodity-price swap and call option contracts had been settled on Dec. 
31, 2004, a regulatory gain of $10.5 million would have been realized (see Note 11).  
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Foreign Currency Risk  
   

The costs of natural gas commodity and certain pipeline services purchased from Canadian suppliers are subject to changes 
in the value of the Canadian currency in relation to the U.S. currency. Foreign currency forward contracts are used to hedge against fluctuations 
in exchange rates with respect to the purchases of natural gas from Canadian suppliers. At Dec. 31, 2004 and 2003, notional amounts under 
foreign currency forward contracts totaled $14.5 million and $6.4 million, respectively. As of Dec. 31, 2004, no foreign currency forward 
contracts extended beyond Dec. 31, 2005. If all of the foreign currency forward contracts had been settled on Dec. 31, 2004, a gain of $0.4 
million would have been realized (see Note 11).  
   

Counterparty Credit Risk  
   

Certain suppliers that sell gas to NW Natural have either relatively low credit ratings or are not rated by major credit rating 
agencies. To manage this supply risk, the Company purchases gas from a number of different suppliers, with no single supplier accounting for 
more than 20 percent of the Company’s total purchases for a given monthly period. The Company also evaluates suppliers’ creditworthiness 
and maintains the ability to require additional financial assurances, including deposits, letters of credit, or surety bonds in case a supplier 
defaults. In the event of a supplier’s failure to deliver contracted volumes of gas, the regulated utility would need to replace those volumes at 
prevailing market prices, which may be higher or lower than the original transaction prices. These costs would be subject to the PGA sharing 
mechanism discussed above. Since most of the Company’s commodity supply contracts are priced at the monthly market index price, and the 
Company has significant storage flexibility, it is unlikely that a supplier default would have a materially adverse impact on the Company’s 
financial condition.  
   

With respect to the financial counterparties the Company uses for entering into commodity price hedge contracts, NW 
Natural’s Derivatives Policy requires each counterparty to be at least two rating grades above non-investment grade. Because counterparty 
ratings are subject to change at any time, the Company could have contracts outstanding with counterparties whose ratings are non-investment 
grade. NW Natural’s counterparty credit exposure as of Dec. 31, 2004 was as follows:  
   

   
Due to the volatility of natural gas commodity prices, the market value and credit exposure of certain derivative contracts 

could exceed the Company’s credit limits established in its Derivatives Policy. If such credit limits were exceeded, the Company would have 
the ability to require collateral from the counterparty and would not enter into any further contracts with that counterparty until it was within 
the limits. If a counterparty failed to perform under its contract, NW Natural could sustain a loss which would be included in the annual PGA 
adjustment, subject to a regulatory prudency review. Under certain circumstances, a counterparty default could result in a material loss. 
However, based on the Company’s current regulatory mechanism, the absence of any significant position with a single counterparty and the 
strength of the counterparties’ current credit ratings, any such loss is not expected to have a material impact on the Company’s financial 
condition.  
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(Thousands)   Credit Exposure 
Investment grade counterparties    $ 15,957 
Non-investment grade counterparties      -
    

Total    $ 15,957 
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Weather Risk  
   

The Company is exposed to weather risk primarily from its regulated utility business. A large portion of the Company’s net 
operating revenues (margin) is volume driven, and current rates are based on an assumption of normal weather. In 2003, the OPUC approved a 
weather normalization mechanism for residential and commercial customers. This mechanism affects customer bills between Nov. 15 through 
May 15 of each winter heating season, increasing or decreasing the margin component of customers’ rates to reflect “normal” weather using the 
25-year average temperature for each day of the billing period. The mechanism is intended to stabilize the recovery of the utility’s fixed costs 
and reduce fluctuations in customers’ bills due to colder or warmer than average weather. Customers in Oregon are allowed to opt out of the 
weather normalization mechanism. As of Dec. 31, 2004, about 8 percent of the Company’s Oregon customers had opted out. In addition to the 
Oregon customers opting out, the Company’s Washington customers are not covered by weather normalization. The combination of Oregon 
and Washington customers not covered by weather normalization mechanism is less than 20 percent of all residential and commercial 
customers.  
   

Interest Rate Risk  
   

The Company is exposed to interest-rate risk associated with new debt financing needed to fund capital requirements, 
including future contractual obligations and maturities of long-term and short-term debt. Interest rate risk is managed through the issuance of 
fixed-rate debt with varying maturities and, if permitted, the reduction of debt through optional redemption when interest rates are favorable. At 
Dec. 31, 2004 and 2003, the Company had no variable-rate long-term debt and no derivative financial instruments to hedge interest rates. 
Holders of certain long-term debt have put options that, if exercised, would accelerate maturities by $10 million in 2005 and by $20 million in 
each of 2007, 2008 and 2009.  
   
Forward-Looking Statements  
   

This report and other presentations made by the Company from time to time may contain forward-looking statements 
within the meaning of Section 21E of the Securities Exchange Act of 1934, as amended. Forward-looking statements include statements 
concerning plans, objectives, goals, strategies, future events or performance, and other statements that are other than statements of historical 
facts. The Company’s expectations, beliefs and projections are expressed in good faith and are believed to have a reasonable basis. However, 
each such forward-looking statement involves uncertainties and is qualified in its entirety by reference to the following important factors, 
among others, that could cause the actual results of the Company to differ materially from those projected in such forward-looking statements: 
(i) prevailing state and federal governmental policies and regulatory actions, including those of the OPUC, the WUTC, the FERC and the U.S. 
Department of Transportation’s Office of Pipeline Safety, with respect to allowed rates of return, industry and rate structure, purchased gas cost 
and investment recovery, acquisitions and dispositions of assets and facilities, operation and construction of plant facilities, the maintenance of 
pipeline integrity, present or prospective wholesale and retail competition, changes in tax laws and policies and changes in and compliance with 
environmental and safety laws, regulations and policies; (ii) weather conditions and other natural phenomena; (iii) unanticipated population 
growth or decline, and changes in market demand caused by changes in demographic or customer consumption patterns; (iv) competition for 
retail and wholesale customers; (v) market conditions and pricing of natural gas relative to other energy sources; (vi) risks relating to the 
creditworthiness of customers, suppliers and financial counter parties; (vii) risks relating to dependence on a single pipeline transportation 
provider for natural gas supply; (viii) risks resulting from uninsured  
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damage to Company property, intentional or otherwise; (ix) unanticipated changes that may affect the Company’s liquidity or access to capital 
markets; (x) the Company’s ability to maintain effective internal controls over financial reporting in compliance with Section 404 of the 
Sarbanes-Oxley Act of 2002; (xi) unanticipated changes in interest or foreign currency exchange rates or in rates of inflation; (xii) economic 
factors that could cause a severe downturn in certain key industries, thus affecting demand for natural gas; (xiii) unanticipated changes in 
operating expenses and capital expenditures; (xiv) unanticipated changes in future liabilities relating to employee benefit plans; (xv) capital 
market conditions, including their effect on pension costs; (xvi) competition for new energy development opportunities; (xvii) potential 
inability to obtain permits, rights of way, easements, leases or other interests or other necessary authority to construct pipelines, develop 
storage or complete other system expansions; and (xviii) legal and administrative proceedings and settlements. All subsequent forward-looking 
statements, whether written or oral and whether made by or on behalf of the Company, also are expressly qualified by these cautionary 
statements.  
   

Any forward-looking statement speaks only as of the date on which such statement is made, and the Company undertakes 
no obligation to update any forward-looking statement to reflect events or circumstances after the date on which such statement is made or to 
reflect the occurrence of unanticipated events. New factors emerge from time to time and it is not possible for the Company to predict all such 
factors, nor can it assess the impact of each such factor or the extent to which any factor, or combination of factors, may cause results to differ 
materially from those contained in any forward-looking statement.  
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ITEM 8.  FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA  
   

Table of Contents  
   

   
Supplemental Schedules Omitted  

   
All other schedules are omitted because of the absence of the conditions under which they are required or because the required 
information is included elsewhere in the financial statements.  
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANC IAL REPORTING  
   

Management of the Company is responsible for establishing and maintaining adequate internal control over financial reporting as 
defined in Rules 13a-15(f) and 15d-15(f) under the Securities Exchange Act of 1934. The Company’s internal control over financial reporting 
is designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for 
external purposes in accordance with generally accepted accounting principles in the United States of America (GAAP). The Company’s 
internal control over financial reporting includes those policies and procedures that:  
   

(i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions involving 
the assets of the Company;  

   
(ii) provide reasonable assurance that transactions are recorded as necessary to permit the preparation of financial 

statements in accordance with GAAP, and that receipts and expenditures of the Company are being made only in accordance with 
authorizations of management and the Board of Directors of the Company; and  

   
(iii) provide reasonable assurance regarding prevention or timely detection of the unauthorized acquisition, use or 

disposition of the Company’s assets that could have a material effect on the financial statements.  
   

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, 
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes 
in conditions, or that the degree of compliance with the policies or procedures may deteriorate.  
   

Management assessed the effectiveness of the Company’s internal control over financial reporting as of Dec. 31, 2004. In making 
this assessment, management used the framework set forth by the Committee of Sponsoring Organizations of the Treadway Commission 
(COSO) in Internal Control-Integrated Framework .  
   

Based on our assessment and those criteria, management has concluded that the Company maintained effective internal control over 
financial reporting as of Dec. 31, 2004.  
   

Management’s assessment of the effectiveness of the Company’s internal control over financial reporting as of Dec. 31, 2004 has 
been audited by PricewaterhouseCoopers LLP, an independent registered public accounting firm, as stated in their report which appears herein. 
   
   
/s/ Mark S. Dodson  
Mark S. Dodson  
President and Chief Executive Officer  
   
/s/ David H. Anderson  
David H. Anderson  
Senior Vice President and Chief Financial Officer  
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM  
   
To the Board of Directors and Shareholders of  
Northwest Natural Gas Company:  
   
We have completed an integrated audit of Northwest Natural Gas Company’s 2004 consolidated financial statements and of its internal control 
over financial reporting as of December 31, 2004 and audits of its 2003 and 2002 consolidated financial statements in accordance with the 
standards of the Public Company Accounting Oversight Board (United States). Our opinions, based on our audits, are presented below.  
   
Consolidated financial statements and financial statement schedule  
   
In our opinion, the consolidated financial statements listed in the accompanying table of contents present fairly, in all material respects, the 
financial position of Northwest Natural Gas Company and its subsidiaries (the “Company”) at December 31, 2004 and 2003, and the results of 
their operations and their cash flows for each of the three years in the period ended December 31, 2004 in conformity with accounting 
principles generally accepted in the United States of America. In addition, in our opinion, the financial statement schedule listed in the 
accompanying table of contents presents fairly, in all material respects, the information set forth therein when read in conjunction with the 
related consolidated financial statements. These financial statements and financial statement schedule are the responsibility of the Company’s 
management. Our responsibility is to express an opinion on these financial statements and financial statement schedule based on our audits. We 
conducted our audits of these statements in accordance with the standards of the Public Company Accounting Oversight Board (United States). 
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of 
material misstatement. An audit of financial statements includes examining, on a test basis, evidence supporting the amounts and disclosures in 
the financial statements, assessing the accounting principles used and significant estimates made by management, and evaluating the overall 
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.  
   
Internal control over financial reporting  
   
Also, in our opinion, management’s assessment, included in Management’s Report on Internal Control Over Financial Reporting appearing 
under Item 8, that the Company maintained effective internal control over financial reporting as of December 31, 2004 based on criteria 
established in Internal Control – Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission 
(COSO), is fairly stated, in all material respects, based on those criteria. Furthermore, in our opinion, the Company maintained, in all material 
respects, effective internal control over financial reporting as of December 31, 2004, based on criteria established in Internal Control – 
Integrated Framework issued by the COSO. The Company’s management is responsible for maintaining effective internal control over 
financial reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express 
opinions on management’s assessment and on the effectiveness of the Company’s internal control over financial reporting based on our audit. 
We conducted our audit of internal control over financial reporting in accordance with the standards of the Public Company Accounting 
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether 
effective internal control over financial reporting was maintained in all material respects. An audit of internal control over financial reporting 
includes obtaining an understanding of internal control  
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over financial reporting, evaluating management’s assessment, testing and evaluating the design and operating effectiveness of internal control, 
and performing such other procedures as we consider necessary in the circumstances. We believe that our audit provides a reasonable basis for 
our opinions.  
   
A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of 
financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting 
principles. A company’s internal control over financial reporting includes those policies and procedures that (i) pertain to the maintenance of 
records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide 
reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with generally 
accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance with authorizations of 
management and the Board of Directors of the Company; and (iii) provide reasonable assurance regarding prevention or timely detection of 
unauthorized acquisition, use, or disposition of the Company’s assets that could have a material effect on the financial statements.  
   
Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any 
evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or 
that the degree of compliance with the policies or procedures may deteriorate.  
   
PricewaterhouseCoopers LLP  
Portland, Oregon  
March 1, 2005  
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Thousands, except per share amounts (year ended December 31)    2004    2003    2002 
Operating revenues:                       

Gross operating revenues     $ 707,604    $ 611,256    $ 641,376 
Cost of sales       399,244      323,190      353,832 

           

Net operating revenues       308,360      288,066      287,544 
           

Operating expenses:                       

Operations and maintenance       102,155      96,420      85,120 
Taxes other than income taxes       38,808      35,125      34,076 
Depreciation and amortization       57,371      54,249      52,090 

           

Total operating expenses       198,334      185,794      171,286 
           

Income from operations       110,026      102,272      116,258 

Other income (expense)       2,828      2,150      (14,890) 
Interest charges - net of amounts capitalized       35,751      35,099      34,132 
           

Income before income taxes       77,103      69,323      67,236 
Income tax expense       26,531      23,340      23,444 
           

Net income       50,572      45,983      43,792 
Redeemable preferred and preference stock dividend requirements       -     294      2,280 

           

Earnings applicable to common stock     $ 50,572    $ 45,689    $ 41,512 
           

Average common shares outstanding:                       

Basic       27,016      25,741      25,431 
Diluted       27,283      26,061      25,814 

Earnings per share of common stock:                       

Basic     $ 1.87    $ 1.77    $ 1.63 
Diluted     $ 1.86    $ 1.76    $ 1.62 
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Thousands (December 31)    2004    2003 

Assets:                

Plant and property:                

Utility plant     $ 1,794,972    $ 1,657,589 
Less accumulated depreciation       505,286      471,716 

        

Utility plant - net       1,289,686      1,185,873 
        

Non-utility property       33,963      23,395 
Less accumulated depreciation and amortization       5,244      4,855 

        

Non-utility property - net       28,719      18,540 
        

Total plant and property       1,318,405      1,204,413 
        

Other investments       60,618      73,845 
        

Current assets:                

Cash and cash equivalents       5,248      4,706 
Accounts receivable, less allowance for uncollectible  

accounts of $2,434 in 2004 and $1,763 in 2003       60,675      48,499 
Accrued unbilled revenue       64,401      59,109 
Inventories of gas, materials and supplies       66,477      50,859 
Income tax receivable       15,970      8,986 
Prepayments and other current assets       24,346      23,675 

        

Total current assets       237,117      195,834 
        

Regulatory assets:                

Income tax asset       64,734      63,449 
Deferred gas costs receivable       9,551      -
Unamortized costs on debt redemptions       7,332      7,803 
Other       3,321      6,020 

        

Total regulatory assets       84,938      77,272 
        

Other assets:                

Fair value of non-trading derivatives       16,399      23,885 
Other       14,718      10,130 

        

Total other assets       31,117      34,015 
        

Total assets     $ 1,732,195    $ 1,585,379 
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Thousands (December 31)    2004    2003 

Capitalization and liabilities:                

Capitalization                

Common stock     $ 87,231    $ 82,137 
Premium on common stock       300,034      255,871 
Earnings invested in the business       183,932      170,053 
Unearned stock compensation       (862)      (729) 
Accumulated other comprehensive income (loss)       (1,818)      (1,016) 

        

Total common stock equity       568,517      506,316 
Long-term debt       484,027      500,319 

        

Total capitalization       1,052,544      1,006,635 
        

Current liabilities:                

Notes payable       102,500      85,200 
Accounts payable       102,478      86,029 
Long-term debt due within one year       15,000      -
Taxes accrued       10,242      8,605 
Interest accrued       2,897      2,998 
Other current and accrued liabilities       34,168      31,589 

        

Total current liabilities       267,285      214,421 
        

Regulatory liabilities:                

Accrued asset removal costs       153,258      135,638 
Customer advances       1,529      1,564 
Deferred gas costs payable       -     5,627 
Unrealized gain on non-trading derivatives       10,912      23,885 

        

Total regulatory liabilities       165,699      166,714 
        

Other liabilities:                

Deferred income taxes       210,715      171,797 
Deferred investment tax credits       6,025      6,945 
Fair value of non-trading derivatives       5,487      -
Other       24,440      18,867 

        

Total other liabilities       246,667      197,609 
        

Commitments and contingencies (see Note 12)       -     -
        

Total capitalization and liabilities     $ 1,732,195    $ 1,585,379 
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY AND  

COMPREHENSIVE INCOME  
   

Thousands  
  

Common 
 

Stock  
and  

Premium 
  

Earnings  
Invested in  

the Business 
 

  

Unearned  
Stock  

Compensation 
 

  

Accumulated  
Other  

Comprehensive 
 

Income (Loss) 
  

Total  
Shareholders’

 
Equity  

  

Comprehensive  
Income  

Balance at Dec. 31, 2001    $ 320,586   $ 147,950   $ (372)   $ (375)   $ 467,789       

Net Income      -    43,792     -    -    43,792   $ 43,792 
Minimum pension liability 

adjustment - net of tax      -    -    -    (2,936)     (2,936)     (2,936) 
Change in unrealized loss 

from price risk 
management activities - 
net of tax      -    -    -    227     227     227 

Purchases of restricted stock      -    -    (891)     -    (891)       

Restricted stock amortizations      -    -    552     -    552       

Cash dividends paid:      -    -    -    -    -      

Redeemable preferred 
and  

preference stock      -    (2,579)     -    -    (2,579)       

Common stock      -    (32,024)     -    -    (32,024)       

Issuance of common stock      6,533     -    -    -    6,533       

Conversion of debentures      1,932     -    -    -    1,932       

Common stock expense      -    (3)     -    -    (3)       

              

Balance at Dec. 31, 2002      329,051     157,136     (711)     (3,084)     482,392   $ 41,083 
                                  

Net Income      -    45,983     -    -    45,983   $ 45,983 
Minimum pension liability 

adjustment - net of tax      -    -    -    2,068     2,068     2,068 
Purchases of restricted stock      -    -    (328)     -    (328)       

Restricted stock amortizations      -    -    310     -    310       

Cash dividends paid:                                      

Redeemable preferred 
stock      -    (392)     -    -    (392)       

Common stock      -    (32,655)     -    -    (32,655)       

Tax benefits from employee 
stock option plan      401     -    -    -    401       

Issuance of common stock      7,930     -    -    -    7,930       

Conversion of debentures      626     -    -    -    626       

Common stock expense      -    (19)     -    -    (19)       

              

Balance at Dec. 31, 2003      338,008     170,053     (729)     (1,016)     506,316   $ 48,051 
                                  

Net Income      -    50,572     -    -    50,572   $ 50,572 
Minimum pension liability 

adjustment - net of tax      -    -    -    (802)     (802)     (802) 
Purchases of restricted stock      (55)     (51)     (431)           (537)       

Restricted stock amortizations      -    -    298     -    298       

Cash dividends paid:                                      

Common stock      -    (35,105)     -    -    (35,105)       

Tax benefits from employee 
stock option plan      872     -    -    -    872       

Issuance of common stock      47,148     -    -    -    47,148       

Conversion of debentures      1,292     -    -    -    1,292       

Common stock expense      -    (1,537)     -    -    (1,537)       

              

Balance at Dec. 31, 2004    $ 387,265   $ 183,932   $ (862)   $ (1,818)   $ 568,517   $ 49,770 
              



   
------------------------------------  

See Notes to Consolidated Financial Statements.  
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Thousands (year ended December 31)    2004    2003    2002 
Operating activities:                       

Net income     $ 50,572    $ 45,983    $ 43,792 
Adjustments to reconcile net income to cash provided by operations:                       

Depreciation and amortization       57,371      54,249      52,090 
Loss for PGE acquisition costs       -     -     13,873 
Minimum pension liability adjustment       (802)      2,068      (2,936) 
Deferred income taxes and investment tax credits       36,713      13,712      10,944 
Undistributed earnings from equity investments       (181)      (474)      (988) 
Allowance for funds used during construction       (1,690)      (1,734)      (550) 
Deferred gas costs - net       (15,178)      (5,008)      546 
Contribution to Company-sponsored pension plan       (8,261)      -     -
Other       1,244      (6,978)      3,324 
Changes in operating assets and liabilities:                       

Accounts receivable - net of allowance for uncollectible accounts       (12,176)      (4,027)      18,886 
Accrued unbilled revenue       (5,292)      (15,040)      13,680 
Inventories of gas, materials and supplies       (15,618)      7,171      (8,693) 
Income tax receivable       (6,984)      266      (9,252) 
Prepayments and other current assets       7,457      3,989      (307) 
Accounts payable       16,449      11,593      3,738 
Accrued interest and taxes       1,536      879      (15,473) 
Other current and accrued liabilities       2,579      1,544      1,649 

           
Cash provided by operating activities       107,739      108,193      124,323 

           
Investing activities:                       

Acquisition and construction of utility plant assets       (141,485)      (124,660)      (79,530) 
Investment in non-utility property       (10,568)      (2,563)      (2,629) 
PGE acquisition costs       -     -     (4,316) 
Proceeds from (investment in) life insurance - net       17,575      (1,387)      (496) 
Other investments       (1,291)      560      2,348 

           
Cash used in investing activities       (135,769)      (128,050)      (84,623) 

           
Financing activities:                       

Common stock issued       48,153      8,349      6,872 
Restricted stock purchased       (537)      (328)      (891) 
Restricted stock amortization       298      310      552 
Redeemable preferred and preference stock retired       -     (8,428)      (25,750) 
Long-term debt issued       -     90,000      90,000 
Long-term debt retired       -     (55,000)      (40,500) 
Change in short-term debt       17,300      15,398      (38,489) 
Cash dividend payments:                       

Redeemable preferred and preference stock       -     (392)      (2,579) 
Common stock       (35,105)      (32,655)      (32,024) 

Common stock expense       (1,537)      (19)      (3) 

           
Cash provided by (used in) financing activities       28,572      17,235      (42,812) 

           
Increase (decrease) in cash and cash equivalents       542      (2,622)      (3,112) 
Cash and cash equivalents - beginning of year       4,706      7,328      10,440 

           
Cash and cash equivalents - end of year     $ 5,248    $ 4,706    $ 7,328 

           
Supplemental disclosure of cash flow information:                       

Cash paid during the period for:                       
Interest and preferred dividends     $ 36,061    $ 35,210    $ 34,640 
Income taxes     $ 2,500    $ 13,940    $ 33,474 

Supplemental disclosure of non-cash financing activities:                       
Conversion to common stock:                       

7  1 / 4 % Series of Convertible Debentures     $ 1,292    $ 626    $ 1,932 
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Thousands, except share amounts (December 31)    2004         2003      

Common stock equity:                          

Common stock - par value $3  1 / 6 per share, authorized 60,000,000 shares: outstanding - 
2004, 27,546,720 shares; 2003,    25,938,002 shares     

$ 87,231 
        

$ 82,137 
     

Premium on common stock       300,034           255,871      

Earnings invested in the business       183,932           170,053      

Unearned compensation       (862)           (729)      

Accumulated other comprehensive income (loss)       (1,818)           (1,016)      

                  

Total common stock equity       568,517    54%      506,316    50% 
Long-term debt:                          

Medium-Term Notes                          

First Mortgage Bonds:                          

6.340% Series B due 2005       5,000           5,000      

6.380% Series B due 2005       5,000           5,000      

6.450% Series B due 2005       5,000           5,000      

6.050% Series B due 2006       8,000           8,000      

6.310% Series B due 2007       20,000           20,000      

6.800% Series B due 2007       9,500           9,500      

6.500% Series B due 2008       5,000           5,000      

4.110% Series B due 2010       10,000           10,000      

7.450% Series B due 2010       25,000           25,000      

6.665% Series B due 2011       10,000           10,000      

7.130% Series B due 2012       40,000           40,000      

8.260% Series B due 2014       10,000           10,000      

7.000% Series B due 2017       40,000           40,000      

6.600% Series B due 2018       22,000           22,000      

8.310% Series B due 2019       10,000           10,000      

7.630% Series B due 2019       20,000           20,000      

9.050% Series A due 2021       10,000           10,000      

5.620% Series B due 2023       40,000           40,000      

7.720% Series B due 2025       20,000           20,000      

6.520% Series B due 2025       10,000           10,000      

7.050% Series B due 2026       20,000           20,000      

7.000% Series B due 2027       20,000           20,000      

6.650% Series B due 2027       20,000           20,000      

6.650% Series B due 2028       10,000           10,000      

7.740% Series B due 2030       20,000           20,000      

7.850% Series B due 2030       10,000           10,000      

5.820% Series B due 2032       30,000           30,000      

5.660% Series B due 2033       40,000           40,000      

Convertible Debentures                          

7  1 / 4 % Series due 2012       4,527           5,819      

                  
       499,027           500,319      

Less long-term debt due within one year       15,000           -     

                  

Total long-term debt       484,027    46%      500,319    50% 
              

  Total capitalization     $ 1,052,544    100%    $ 1,006,635    100% 
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NORTHWEST NATURAL GAS COMPANY  
   

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS  
   
1.            SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:  
   
Organization and Principles of Consolidation  
   

The consolidated financial statements include the accounts of the regulated parent company, Northwest Natural Gas Company (NW 
Natural), and its non-regulated wholly-owned subsidiaries:  

   

   
Together these businesses are referred to herein as the “Company.” In this report, the term “utility” is used to describe the regulated 
gas distribution business of the Company and the term “non-utility” is used to describe the interstate gas storage business and other 
non-regulated activities (see Note 2). Intercompany accounts and transactions have been eliminated.  

   
Investments in corporate joint ventures and partnerships in which the Company’s ownership interest is 50 percent or less and over 
which the Company does not exercise control are accounted for by the equity method or the cost method (see Note 9).  

   
Certain amounts from prior years have been reclassified to conform, for comparison purposes, with the current financial statement 
presentation. These reclassifications had no impact on prior year consolidated results of operations.  

   
Use of Estimates  
   

The preparation of financial statements in conformity with generally accepted accounting principles in the United States of America 
requires management to make estimates and assumptions that affect reported amounts in the consolidated financial statements and 
accompanying notes. Actual amounts could differ from those estimates, and changes would be reported in future periods. 
Management believes that the estimates and assumptions used are reasonable.  

   
Industry Regulation  
   

The Company’s principal business is the distribution of natural gas, which is regulated by the Public Utility Commission of Oregon 
(OPUC) and the Washington Utilities and Transportation Commission (WUTC). Accounting records and practices conform to the 
requirements and uniform system of accounts prescribed by these regulatory authorities in accordance with Statement of Financial 
Accounting Standards (SFAS) No. 71, “Accounting for the Effects of Certain Types of Regulation.” NW Natural’s utility business 
segment is authorized by the OPUC and the WUTC to earn a reasonable return on invested capital.  

   
In applying SFAS No. 71, NW Natural capitalizes certain costs and revenues as regulatory assets and liabilities pursuant to orders of 
the OPUC or WUTC in general rate or expense deferral proceedings, to provide for recovery of revenues or expenses from, or 
refunds to,  
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  •   NNG Financial Corporation (Financial Corporation), and its wholly-owned subsidiaries 
  •   Northwest Energy Corporation (Northwest Energy), and its wholly-owned subsidiary 
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utility customers in future periods, including a return or a carrying charge. At Dec. 31, 2004 and 2003, the amounts deferred as 
regulatory assets and liabilities were net liabilities of $80.8 million and $89.4 million, respectively. The net amounts recognized at 
Dec. 31, 2004 and 2003 include $153.2 million and $135.6 million, respectively, of accumulated removal costs, which have been 
included in regulatory liabilities, in accordance with SFAS No. 143, “Accounting for Asset Removal Obligations.” See “New 
Accounting Standards–Adopted Standards,” below.  

   
NW Natural believes that continued application of SFAS No. 71 for its regulated activities is appropriate and consistent with the 
current regulatory environment, and that all of its regulated assets and liabilities at Dec. 31, 2004 and 2003 are recoverable or 
refundable through future utility rates. NW Natural also believes that it will continue to be able to earn a reasonable rate of return or a 
carrying charge on its regulated assets, net of regulatory liabilities. If NW Natural should determine that all or a portion of these 
regulatory assets or liabilities no longer meet the criteria for continued application of SFAS No. 71, then it would be required to write 
off the net unrecoverable balances against earnings.  

   
New Accounting Standards  
   

Adopted Standards  
   

Asset Retirement Obligations. Effective Jan. 1, 2003, the Company adopted SFAS No. 143, “Accounting for Asset Retirement 
Obligations.” SFAS No. 143 requires the recognition of an Asset Retirement Obligation (ARO) for legal obligations associated with 
the retirement of tangible long-lived assets, including the recording of fair value of the liability, if reasonably estimable, for an ARO 
in the period in which it is incurred. The ARO liability is recorded and the cost is capitalized as part of the carrying amount of the 
related long-lived asset. Over time, the liability is accreted to its present value each period and the capitalized cost is depreciated over 
the useful life of the related asset. The Company did not have any material legal obligations associated with the retirement of its 
tangible long-lived assets, except for certain assets with indefinite system lives for which the Company cannot estimate the ARO 
because the settlement date is indeterminable. The Company’s adoption of SFAS No. 143 resulted in a balance sheet reclassification 
of asset removal cost obligations from accumulated depreciation and amortization to regulatory liabilities. The adoption of SFAS No. 
143 and the reclassification of asset removal cost obligations had no material impact on the Company’s financial condition, results of 
operations or cash flows (see “Plant and Property,” below, for a discussion of the Company’s policy on asset removal costs).  

   
Financial Instruments with Equity and Debt Characteristics. Effective July 1, 2003, the Company adopted SFAS No. 150, 
“Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equity.” SFAS No. 150 establishes 
standards for how an issuer classifies and measures in its financial statements certain financial instruments with characteristics of 
both liabilities and equity. SFAS No. 150 requires an issuer to classify a financial instrument as a liability if that financial instrument 
embodies an obligation of the issuer. The adoption of SFAS No. 150 resulted in the Company’s reclassifying dividends of $0.2 
million after July 1, 2003 on its redeemable preferred stock as interest expense. The Company redeemed its remaining shares of 
preferred stock outstanding during the fourth quarter of 2003. The adoption of SFAS No. 150 did not have a material impact on the 
Company’s financial condition, results of operations or cash flows.  
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Variable Interest Entities. In December 2003, the Financial Accounting Standards Board (FASB) revised FASB Interpretation No. 
(FIN) 46, “Consolidation of Variable Interest Entities” (FIN 46R), to clarify the application of Accounting Research Bulletin No. 51, 
“Consolidated Financial Statements.” FIN 46R provides additional guidance for the identification and consolidation of variable 
interest entities (VIEs), and for financial reporting by enterprises involved with VIEs. The Company adopted the original provisions 
of FIN 46 during 2003, and adopted the additional guidance of FIN 46R in 2004. The Company has certain equity investments that 
are variable interests and some of these entities are potentially VIEs. However, because the Company is not the primary beneficiary, 
it is not required to consolidate the VIEs. The Company’s variable interests primarily consist of limited liability interests with 
investments in alternative energy projects, low income housing and other real estate. These investments were entered into between 
the years 1988 and 2000 and have been accounted for under the equity method or cost method. The Company’s maximum exposure 
to loss for these investments is $6.2 million at December 31, 2004, an amount that represents the Company’s current investment 
balance minus its minimum net realizable value. The Company’s investment risk is thus limited because all such investments are 
non-recourse to the Company. The adoption of FIN 46R had no material impact on the Company’s financial condition, results of 
operations or cash flows.  

   
Medicare Prescription Drug, Improvement and Modernization Act. In May 2004, the FASB issued Staff Position (FSP) No. FAS 
106-2, “Accounting and Disclosure Requirements Related to the Medicare Prescription Drug, Improvement and Modernization Act 
of 2003,” (the Act). FSP No. FAS 106-2 provides specific guidance on accounting for the effects of the Act for employers that 
sponsor postretirement health care plans that provide prescription drug benefits. FSP No. FAS 106-2 also requires certain disclosures 
regarding the effects of a federal subsidy provided by the Act.  

   
Effective July 1, 2004, the Company adopted FSP No. 106-2 with no material impact on the Company’s cash flows, accumulated 
postretirement benefit obligations or net periodic postretirement benefit costs. Based on current guidance and existing plan design, 
the Company, with input from its actuary, determined that the prescription drug benefit provided by the Company’s postretirement 
benefit plan did not qualify it for a federal subsidy. While the Company provides certain prescription drug benefits to retirees, it was 
determined that the Company’s contributions would be less than 40 percent of the plan’s expected claims cost, and therefore is not 
eligible for the subsidy in 2006, the first year the subsidy is available. The Company will continue to reevaluate its plan contributions 
and claims experience to determine whether the plan qualifies for the federal subsidy in future years.  

   
Other Than Temporary Impairments. In March 2004, the Emerging Issues Task Force (EITF) ratified EITF No. 03-1, “The 
Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments” (EITF No. 03-1). EITF No. 03-1 
provides guidance for evaluating whether an investment is impaired, whether the impairment is other than temporary, and the 
measurement of such impairment. The guidance also includes accounting considerations subsequent to the recognition of an other-
than-temporary impairment and requires certain disclosures in annual financial statements about unrealized losses that have not been 
recognized as other-than-temporary impairments. The adoption of EITF 03-1, which was effective for reporting periods beginning 
after June 15, 2004, had no material impact on the Company’s financial condition, results of operations or cash flows.  
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Income Taxes. In December 2004, the FASB issued staff position (FSP) FSP SFAS No. 109-1, to provide guidance on the 
application of SFAS No. 109, “Accounting for Income Taxes,” to the provisions within the American Jobs Creation Act of 2004 (the 
Jobs Act) that provides a tax deduction on qualified production activities. The Jobs Act became effective on Oct. 23, 2004 and 
provides for a tax deduction of up to nine percent (when fully phased-in) of the lesser of (a) “qualified production activities income,” 
as defined in the Jobs Act, or (b) taxable income (after the deduction for the utilization of any net operating loss carryforwards). The 
Company has determined that application of the provisions within the Jobs Act will not have a material impact on the Company’s 
financial condition, results of operations or cash flows.  

   
Recent Accounting Pronouncements  

   
Inventory Costs. In November 2004, the FASB issued SFAS No. 151, “Inventory Costs, an amendment of ARB No. 43, Chapter 4.” 
SFAS No. 151 amends the guidance on inventory pricing to require that abnormal amounts of idle facility expense, freight, handling 
costs and wasted material be charged to current period expense rather than capitalized as inventory costs. SFAS No. 151 also requires 
that allocation of fixed production overheads to the costs of conversion be based on the normal capacity of the production facilities. 
SFAS No. 151 is effective for inventory costs incurred during fiscal years beginning after June 15, 2005. The Company is evaluating 
the impact this new standard may have on its financial statements, but it is expected that its implementation will not have a material 
impact upon the Company’s financial condition, results of operations or cash flows.  

   
Share Based Payments. In December 2004, the FASB issued SFAS No. 123 (revised 2004), “Share Based Payment” (SFAS No. 
123R), that requires companies to expense the fair value of employee stock options and similar awards. Under SFAS No. 123R, share 
based payment awards will be measured at fair value on the date of grant based on the estimated number of awards expected to vest. 
The estimated fair value will be recognized as compensation expense over the period an employee is required to provide service in 
exchange for the award, usually referred to as the vesting period. The expense would be adjusted for actual forfeitures that occur 
before vesting, but would not be adjusted for awards that expire or terminate after vesting. The Company is evaluating different 
option-pricing models to determine the most appropriate measure of fair value for its share based payment awards under the new 
standard. Disclosures of estimated fair value and compensation expense using the Black-Scholes option pricing model, and its 
corresponding impact on the financial statements, is provided in Note 4. The Company also is evaluating the effect of the adoption 
and implementation of SFAS No. 123R, which is not expected to have a material impact on the Company’s financial condition, 
results of operations or cash flows. SFAS No. 123R is effective for interim or annual reporting periods beginning after June 15, 2005. 
The Company expects to adopt the provisions of SFAS No. 123R in the first quarter of 2005.  

   
Non-monetary Transactions. Also in December 2004, the FASB issued SFAS No. 153, “Exchanges of Nonmonetary Assets, an 
amendment of Accounting Principles Board (APB) Opinion No. 29, Accounting for Nonmonetary Transactions.” SFAS No. 153 
redefines the types of nonmonetary exchanges that require fair value measurement. SFAS No. 153 is effective for nonmonetary 
transactions entered into on or after July 1, 2005. The Company is evaluating the impact of this statement, but adoption of this new 
accounting standard in 2005 is not expected to have a material impact on the Company’s financial condition, results of operations or 
cash flows.  
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Plant and Property  
   

Plant and property is stated at cost, including labor, materials and overhead (see Note 9). The cost of utility plant and interstate 
storage includes an allowance for funds used during construction in construction overhead to represent the net cost of borrowed funds 
used for construction purposes (see “Allowance for Funds Used During Construction,” below).  

   
NW Natural’s provision for depreciation of utility property is computed under the straight-line, age-life method in accordance with 
independent engineering studies and as approved by regulatory authorities. The weighted average depreciation rate was 
approximately 3.4 percent for the year ended Dec. 31, 2004 and 3.5 percent for each of the years 2003 and 2002. The depreciation 
rate reflects the approximate economic life of the utility property.  

   
Effective Jan. 1, 2003, the Company adopted SFAS No. 143, “Accounting for Asset Retirement Obligations.” Among other things, 
SFAS No. 143 requires that future asset retirement costs (removal costs) that meet the requirements of SFAS No. 71, as amended and 
supplemented, be classified as a regulatory liability. In accordance with long-standing industry practice, the Company accrues for 
future removal costs on many long-lived assets through a charge to depreciation expense allowed in rates. Prior to the adoption of 
SFAS No. 143, the resulting regulatory liabilities were recognized as accruals to accumulated depreciation. At the time when 
removal costs were incurred, accumulated depreciation was charged with the costs of removal and the book cost of the asset being 
retired. At Dec. 31, 2004 and 2003, the Company recognized accrued asset removal costs of $153.2 million and $135.6 million, 
respectively, through depreciation expense from accumulated depreciation and amortization. The Company’s estimate of 
accumulated removal costs was based on rates using its most recent depreciation study. The Company will continue to accrue future 
asset removal costs through depreciation expense, with a corresponding credit to regulatory liabilities – accrued asset removal costs. 
When the Company retires depreciable utility plant and equipment, it charges the associated original costs to accumulated 
depreciation and amortization, and any related removal costs incurred are charged to regulatory liabilities – accrued asset removal 
costs. No gain or loss is recognized upon normal retirement. In the rate setting process, the accrued asset removal costs are treated as 
a reduction to the net rate base.  

Allowance for Funds Used During Construction  
   

Certain additions to utility plant include an allowance for funds used during construction (AFUDC). AFUDC represents the cost of 
funds borrowed during construction and is calculated using actual commercial paper interest rates. If commercial paper borrowings 
are less than the total costs of construction work in progress, then a composite rate of interest on all debt, shown as a reduction to 
interest charges, and a return on equity funds, shown as other income, is used to compute AFUDC. While cash is not realized 
currently from AFUDC, it is realized in future years through increased revenues from rate recovery resulting from higher rate base 
and higher depreciation expense. NW Natural’s composite AFUDC rates were 3.0 percent in 2004, 4.5 percent in 2003 and 2.8 
percent in 2002.  

   
Cash and Cash Equivalents  
   

For purposes of reporting cash flows, cash and cash equivalents include cash on hand and highly liquid temporary investments with 
original maturity dates of three months or less.  
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Revenue Recognition  
   

Utility revenues, derived primarily from the sale and transportation of natural gas, are recognized when the gas is delivered to and 
received by the customer. Revenues include accruals for gas delivered but not yet billed to customers based on estimates of gas 
deliveries from meter reading dates to month end (unbilled revenues). Unbilled revenues are dependent upon a number of factors that 
require management judgment, including total gas receipts and deliveries, customer use and weather. Unbilled revenues are reversed 
the following month when actual billings occur. The Company’s accrued unbilled revenues at Dec. 31, 2004 and 2003 were $64.4 
million and $59.1 million, respectively.  

   
Non-utility revenues, derived primarily from gas storage services, are recognized upon delivery of the service to customers. 
Revenues from optimization of excess storage and transportation capacity are recognized over the life of the contract for guaranteed 
amounts under the contract, or are recognized as they are earned for amounts above the guaranteed value based on estimates provided 
by the independent energy marketing company (see Note 2).  

   
Accounts Receivable and Allowance for Uncollectible Accounts  
   

Accounts receivable consist primarily of amounts due to NW Natural for gas sales and transportation services to residential, 
commercial and industrial customers, plus amounts due for interstate gas storage services and other miscellaneous receivables. With 
respect to these trade receivables, the Company establishes an allowance for uncollectible accounts (allowance) based on the aging of 
receivables, its collection experience of past due accounts on payment plans, and historical trends of write-offs as a percent of 
revenues. With respect to large individual customer receivables, a specific allowance is established and added to the general 
allowance when amounts are identified as unlikely to be recovered. Inactive accounts are written-off against the allowance after 120 
days past due or when deemed to be uncollectible. Differences between the Company’s estimated allowance and actual write-offs 
will occur based on changes in general economic conditions, customer credit issues and the level of natural gas prices, but these 
differences are not currently expected to have a material impact on the Company’s financial condition or results of operation.  

   
Inventories  
   

Inventories, consisting primarily of natural gas in storage, are stated at the moving average cost. Regulatory treatment of gas 
inventories provides full recovery in rates for the value of gas inventory at the moving average cost. All other inventories are stated at 
the lower of average cost or net realizable value.  

   
Derivatives Policy  
   

NW Natural’s Derivatives Policy sets forth the guidelines for using selected financial derivative products to support prudent risk 
management strategies within designated parameters. The Derivatives Policy allows for the use of derivatives to manage natural gas 
commodity prices related to natural gas purchases, foreign currency prices related to gas purchase commitments from Canada, oil or 
propane commodity prices related to gas sales and transportation services under rate schedules pegged to other commodities, and 
interest rates related to long-term debt maturing in less than five years or expected to be issued in future periods. NW Natural’s 
objective for using derivatives is to decrease the volatility of earnings and cash flows associated with changes in commodity prices, 
foreign currency prices and interest rates. The use of  
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derivatives is permitted only after the commodity price, exchange rate, and interest rate exposures have been identified, are 
determined to exceed acceptable tolerance levels and are considered to be unavoidable because they are necessary to support normal 
business activities (see Note 11). The Derivatives Policy is intended to prevent speculative risk. NW Natural does not enter into 
derivative instruments for trading purposes and believes that any increase in market risk created by holding derivatives should be 
offset by the exposures they modify.  

   
In accounting for derivative activities, the Company applies SFAS No. 133, “Accounting for Derivative Instruments and Hedging 
Activities,” as amended by SFAS No. 138, “Accounting for Certain Derivative Instruments and Certain Hedging Activities,” and 
SFAS No. 149, “Amendment of Statement 133 on Derivative Instruments and Hedging Activities,” (collectively referred to as SFAS 
No. 133). SFAS No. 133 requires that the Company recognize derivatives as either assets or liabilities on the balance sheet and 
measure those instruments at fair value. SFAS No. 133 also requires that changes in the fair value of a derivative be recognized 
currently in earnings unless specific hedge accounting criteria are met. SFAS No. 133 provides an exception for contracts intended 
for normal purchase and normal sale, other than a financial instrument or derivative instrument for which physical delivery is 
probable. Many of the Company’s gas supply and transportation contracts are derivative instruments as defined under SFAS No. 133, 
but qualify for the normal purchase and normal sale exception.  

   
NW Natural designates its derivatives as fair value or cash flow hedges based upon the criteria established by SFAS No. 133. For fair 
value hedges, the gain or loss is recognized in earnings in the period of change. For cash flow hedges, the effective portion of the 
gain or loss is initially reported in accumulated other comprehensive income (OCI), unless the derivative is subject to deferral under 
NW Natural’s regulated tariffs with the OPUC or the WUTC. The ineffective portion of the gain or loss in a cash flow hedge is 
recognized in current earnings, but only to the extent that the amount is not covered under NW Natural’s regulatory deferral 
mechanisms. Effectiveness is measured by comparing changes in cash flows of the hedged item to gains or losses on derivative 
instruments.  

   
NW Natural’s primary hedging activities, consisting of natural gas commodity price and foreign currency exchange rate hedges, are 
principally accounted for as cash flow hedges under SFAS No. 133 and are subject to regulatory deferral under SFAS No. 71. 
Unrealized gains and losses from mark-to-market valuations of these contracts are not recognized in current income but are reported 
as derivative assets or liabilities and offset by a corresponding deferred account balance included under “regulatory liabilities” or 
“regulatory assets.” Due to their regulatory deferral treatment, effective portions of changes in the fair value of these derivatives are 
not recorded in OCI but are recognized as a regulatory asset or liability.  

   
Income Taxes  
   

The Company accounts for income taxes in accordance with SFAS No. 109, “Accounting for Income Taxes.” Under SFAS No. 109, 
the Company recognizes deferred income taxes for all temporary differences between the financial statement and tax basis of assets 
and liabilities at current income tax rates. Deferred tax liabilities and assets reflect the expected future tax consequences, based on 
enacted tax law, of temporary differences between the tax basis of assets and liabilities and their financial reporting amounts (see 
Note 8).  

   
SFAS No. 109 also requires recognition of the additional deferred income tax assets and liabilities for temporary differences where 
regulators prohibit deferred income tax treatment for  
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ratemaking purposes. Consistent with rate and accounting orders of regulatory authorities, deferred income taxes are not currently 
collected for those temporary income tax differences where the prescribed regulatory accounting methods do not provide for current 
recovery in rates. NW Natural has recorded a regulatory tax asset for amounts pending recovery from customers in future rates, 
equivalent to $64.7 million and $63.4 million at Dec. 31, 2004 and 2003, respectively. These amounts are primarily based on 
differences between the book and tax bases of net utility plant in service.  

   
Investment tax credits on utility plant additions and leveraged leases, which reduce income taxes payable, are deferred for financial 
statement purposes and are amortized over the life of the related plant or lease. Investment and energy tax credits generated by non-
regulated subsidiaries are amortized over a period of one to five years.  

   
Other Income (Expense)  
   

Other income (expense) consists of interest income, gain on sale of assets, investment income of Financial Corporation, the costs 
incurred in connection with the Company’s effort to acquire Portland General Electric Company (PGE) from Enron Corp. and other 
miscellaneous income from merchandise sales, rents, leases and other items.  

   
Earnings Per Share  
   

Basic earnings per share are computed based on the weighted average number of common shares outstanding each year. Diluted 
earnings per share reflect the potential effects of the conversion of convertible debentures and the exercise of stock options. Diluted 
earnings per share are calculated as follows:  

   

   
For the years ended Dec. 31, 2004, 2003 and 2002, 201,800 shares, 77,500 shares and 84,000 shares, respectively, representing the 
number of stock options the exercise prices for which were greater than the average market prices for the Company’s common stock 
for such years, were excluded from the calculation of diluted earnings per share because the effect was antidilutive.  
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Thousands, except per share amounts    2004    2003    2002 

Net income     $ 50,572    $ 45,983    $ 43,792 
Redeemable preferred and preference stock dividend requirements       -     294      2,280 

           

Earnings applicable to common stock - basic       50,572      45,689      41,512 
Debenture interest less taxes       200      257      285 

           

Earnings applicable to common stock - diluted     $ 50,772    $ 45,946    $ 41,797 
           

Average common shares outstanding - basic       27,016      25,741      25,431 
Stock options       40      28      59 
Convertible debentures       227      292      324 

           

Average common shares outstanding - diluted       27,283      26,061      25,814 
           

Earnings per share of common stock - basic     $ 1.87    $ 1.77    $ 1.63 
           

Earnings per share of common stock - diluted     $ 1.86    $ 1.76    $ 1.62 
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Stock-Based Compensation  
   

The Company applies APB Opinion No. 25, “Accounting for Stock Issued to Employees,” to account for its stock-based 
compensation plans. Accordingly, the Company does not recognize compensation expense for the fair value of its stock option 
grants. Instead, the Company has elected to continue using the intrinsic value method of accounting for stock options rather than 
adopting the fair value method of accounting. However, the Company does recognize compensation expense for the fair value of 
stock awards granted under its Long-Term Incentive Plan and the Non-Employee Directors Stock Compensation Plan in the period 
when the shares are earned (see “New Accounting Standards—Recent Accounting Pronouncements—Share Based Payments,” 
above, and Note 4).  

   
2.         CONSOLIDATED SUBSIDIARY OPERATIONS AND SEGMENT INFORMATION:  
   

At Dec. 31, 2004, the Company had two direct, wholly-owned subsidiaries, Financial Corporation and Northwest Energy. Northwest 
Energy was formed in 2001 to serve as the holding company for NW Natural and PGE if the acquisition of PGE had been completed. 
Since the acquisition of PGE was terminated, Northwest Energy has remained a non-active subsidiary of the Company.  

   
The Company’s core business segment, Local Gas Distribution (LDC), involves the distribution and sale of natural gas. The Local 
Gas Distribution segment is also referred to as the “utility”. Another segment, Interstate Gas Storage, represents natural gas storage 
services provided to interstate customers, including asset optimization services under a contract with an independent energy 
marketing company. The remaining business segment, Other, primarily consists of non-regulated investments in alternative energy 
projects in California (see “Financial Corporation,” below), a Boeing 737-300 aircraft leased to Continental Airlines, low-income 
housing in Portland, Oregon and Northwest Energy’s limited activities (see Note 9).  

   
Interstate Gas Storage  
   

Interstate gas storage services are provided to off-system interstate customers using Company-owned storage capacity that has been 
developed in advance of core utility customers’ (residential, commercial and industrial firm) requirements. NW Natural retains 80 
percent of the income before tax from gas storage services and credits the remaining 20 percent to a deferred regulatory account for 
sharing with its core utility customers. For each of the years ended Dec. 31, 2004, 2003 and 2002, this business segment derived a 
majority of its revenues from fewer than five customers. The largest of these customers is served under a long-term contract.  

   
Results for the interstate gas storage segment also include revenues, net of amounts shared with core utility customers, from a 
contract with an independent energy marketing company that optimizes the use of NW Natural’s assets by engaging in trading 
activities using temporarily unused portions of its upstream pipeline transportation capacity and gas storage capacity. In Oregon, NW 
Natural retains 80 percent of the pre-tax income from the optimization of storage and pipeline transportation capacity when the costs 
of such capacity have not been included in core utility rates, and 33 percent of the pre-tax income from such capacity when the costs 
have been included in core utility rates. The remaining 20 percent and 67 percent, respectively, are credited to a deferred regulatory 
account for distribution to NW Natural’s core utility customers. NW Natural has a similar sharing mechanism in Washington for 
revenue derived from interstate storage services and third party optimization services.  
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Financial Corporation  
   

Financial Corporation has several financial investments, including investments as a limited partner in solar electric generating 
systems, windpower electric generating projects and low-income housing projects. Financial Corporation’s total assets were $7.6 
million and $8.0 million at Dec. 31, 2004 and 2003, respectively.  

   
On Jan. 31, 2005 Financial Corporation sold its limited partnership interests in three solar electric generating systems for 
approximately $3 million, which resulted in a $0.5 million write-down of these systems in the fourth quarter of 2004. These systems 
are located in the Mojave Desert in California. NW Natural invested in the projects between 1986 and 1988. Financial Corporation’s 
ownership interests ranged from 4.0 percent to 5.3 percent.  

   
Segment Information Summary  
   

The following table presents summary financial information about the reportable segments for 2004, 2003 and 2002. Inter-segment 
transactions are insignificant.  
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Thousands    Utility    

Interstate  
Gas Storage    Other    Total 

2004                              

Net operating revenues     $ 301,769    $ 6,423    $ 168    $ 308,360 
Depreciation and amortization       56,899      472      -     57,371 
Other operating expenses       140,089      652      222      140,963 
Income (loss) from operations       104,781      5,299      (54)      110,026 
Income from financial investments       2,855      -     181      3,036 
Net income       47,090      2,880      602      50,572 
Total assets at Dec. 31, 2004       1,688,688      28,361      15,146      1,732,195 

2003                              

Net operating revenues     $ 278,856    $ 9,036    $ 174    $ 288,066 
Depreciation and amortization       53,798      451      -     54,249 
Other operating expenses       130,619      804      122      131,545 
Income from operations       94,439      7,781      52      102,272 
Income from financial investments       3,406      -     474      3,880
Net income       40,913      4,312      758      45,983 
Total assets at Dec. 31, 2003       1,551,817      19,036      14,526      1,585,379 

2002                              

Net operating revenues     $ 279,414    $ 7,944    $ 186    $ 287,544 
Depreciation and amortization       51,693      396      1      52,090 
Other operating expenses       118,156      962      78      119,196 
Income from operations       109,565      6,586      107      116,258 
Income from financial investments       1,390      -     988      2,378 
Loss provision for PGE transaction costs       -     -     (8,414)      (8,414) 
Net income (loss)       47,280      3,646      (7,134)      43,792 
Total assets at Dec. 31, 2002       1,432,777      16,403      18,097      1,467,277 
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3.         CAPITAL STOCK:  
   
Common Stock  
   

At Dec. 31, 2004, NW Natural had reserved 106,699 shares of common stock for issuance under the Employee Stock Purchase Plan, 
288,155 shares for future conversions of its 7  1 / 4 % Convertible Debentures, 232,827 shares under its Dividend Reinvestment and 
Stock Purchase Plan, 1,659,470 shares under its Restated Stock Option Plan (see Note 4), and 3,000,000 shares under the 
Shareholder Rights Plan.  

   
In April 2004, the Company issued and sold 1,290,000 shares of its common stock in an underwritten public offering and used the 
net proceeds of $38.5 million from the offering primarily to reduce short-term indebtedness and to fund, in part, NW Natural’s utility 
construction program.  

   
Redeemable Preferred Stock  
   

On Nov. 14, 2003, NW Natural redeemed all of the remaining shares of its $7.125 Series of Redeemable Preferred Stock with an 
aggregate stated value of $7.5 million, at a redemption price equivalent to 102.375 percent with proceeds from sales of commercial 
paper. The Company re-financed the commercial paper with the sale of new long-term debt in the fourth quarter of 2003. The early 
redemption premium was recognized as an unamortized cost pursuant to SFAS No. 71 and is being amortized to expense over the life 
of the new debt.  

   
Redeemable Preference Stock  
   

On Dec. 31, 2002, NW Natural redeemed all 250,000 shares of its $6.95 Series of Redeemable Preference Stock with proceeds from 
the sale of commercial paper.  

   
Stock Repurchase Program  
   

NW Natural’s Board of Directors approved a stock repurchase program in 2000 to purchase up to 2 million shares, or up to $35 
million in value, of NW Natural’s common stock in the open market or through privately negotiated transactions. The repurchase 
program has been extended through May 2005. No shares were repurchased in 2003 or 2004. Since the program’s inception, the 
Company has repurchased 355,400 shares of common stock at a total cost of $8.2 million.  

   
Restated Stock Option Plan  
   

In May 2002, the shareholders approved an amendment to the Restated Stock Option Plan that increased the total number of shares 
authorized for option grants from 1,200,000 to 2,400,000 shares. At Dec. 31, 2004, options on 1,228,000 shares were available for 
grant and options on 431,470 shares were outstanding.  
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The following table shows the changes in the number of shares of NW Natural’s capital stock and the premium on common stock for 
the years 2004, 2003 and 2002:  

   

   
4.         STOCK-BASED COMPENSATION:  
   

NW Natural has the following stock-based compensation plans: the Long-Term Incentive Plan (LTIP); the Restated Stock Option 
Plan (Restated SOP); the Employee Stock Purchase Plan (ESPP); and the Non-Employee Directors Stock Compensation Plan 
(NEDSCP). These plans are designed to promote stock ownership in NW Natural by employees and officers and, in the case of the 
NEDSCP, by non-employee directors.  

   
Long-Term Incentive Plan . The LTIP is intended to provide a flexible, competitive compensation program for eligible officers. An 
aggregate of 500,000 shares of common stock was authorized for grants under the LTIP as stock bonus, restricted stock or 
performance-based stock awards. Shares awarded under the LTIP are purchased on the open market.  

   
At year-end 2004, a total of 436,000 shares of common stock were available for award under the LTIP, assuming that current 
performance based grants are awarded at the target level. The LTIP stock awards are compensatory awards for which compensation 
expense is recognized based on the market value of performance shares earned, or a pro rata amortization over the vesting period for 
the restricted stock awards.  
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  -------------------Shares--------------------   Premium on 
 

common  
stock  

(thousands)   

Common  
stock   

Redeemable 
 

preference  
stock   

Redeemable 
 

preferred  
stock   

Balance, Dec. 31, 2001    25,228,074   250,000   90,000   $ 240,697 
Sales to employees    42,862   -  -    748 
Sales to stockholders    157,288   -  -    3,854 
Exercise of stock options - net    61,020   -  -    1,105 
Conversion of convertible debentures to  
common    97,069   -  -    1,624 
Sinking fund purchases    -  -  (7,500)     -
Redemption    -  (250,000)   -    -

          

Balance, Dec. 31, 2002    25,586,313   -  82,500     248,028 
Sales to employees    14,175   -  -    425 
Sales to stockholders    178,714   -  -    4,347 
Exercise of stock options - net    127,357   -  -    2,545 
Conversion of convertible debentures to common    31,443   -  -    526 
Sinking fund purchases    -  -  (7,500)     -
Early redemption    -  -  (75,000)     -

          

Balance, Dec. 31, 2003    25,938,002   -  -    255,871 
Sales to public    1,290,000   -  -    35,905 
Sales to employees    27,541   -  -    605 
Sales to stockholders    157,124   -  -    4,323 
Exercise of stock options - net    73,649   -  -    2,285 
Conversion of convertible debentures to common    64,904   -  -    1,086 
Repurchase    (4,500)   -  -    (41) 

          

Balance, Dec. 31, 2004    27,546,720   -  -  $ 300,034 
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Performance-based Stock Awards. Since the Plan’s inception in 2001, through December 31, 2004, five performance-based 
stock awards have been granted, one based on a two-year performance period (2001-02) and four based on three-year performance 
periods (2001-03, 2002-04, 2003-05 and 2004-06). At Dec. 31, 2004, all performance-based stock awards other than those covering 
the 2003-05 and 2004-06 periods had lapsed because the performance-based measures were not achieved. If the performance-based 
measures are achieved, participants will also receive dividend equivalent cash payments equal to the number of shares of common 
stock received on the award payout multiplied by the aggregate cash dividends paid per share by the Company during the 
performance period.  

   
At Dec. 31, 2004, the aggregate number of performance-based shares awarded and outstanding at the minimum, threshold, target and 
maximum levels were as follows:  

   

   
For the 2003-05 performance period, a series of performance targets were established based on the Company’s average annual return 
on equity (ROE) for the performance period corresponding to award opportunities ranging from 0 percent to 200 percent of the target 
awards. No awards are payable unless the threshold annual average ROE level, tied to the Company’s authorized ROE, is achieved 
during the award period. The maximum awards are payable only upon the achievement of an average annual ROE 200 basis points 
above the Company’s authorized ROE. For the 2004-06 performance period, awards will be based on total shareholder return relative 
to a peer group of gas distribution companies over the three-year performance period and performance milestones relative to the 
Company’s core and non-core strategies.  

   
Restricted Stock Awards. Restricted stock awards also have been granted under the LTIP. A restricted stock award 

consisting of 4,500 shares granted in 2001 lapsed in 2004, and a restricted stock award was granted in 2004 consisting of 5,000 
shares that is scheduled to vest ratably over five years beginning in 2005.  

   
Restated Stock Option Plan . The Restated SOP authorizes an aggregate of 2,400,000 shares of common stock for issuance as 
incentive or non-statutory stock options. These options may be granted only to officers and key employees designated by a 
committee of NW Natural’s Board of Directors. All options are granted at an option price not less than the market value at the date of 
grant and may be exercised for a period not exceeding 10 years from the date of grant. Option holders may exchange shares they 
have owned for at least six months, at the current market price, to purchase shares at the option price. Since inception in 1985, 
options on 1,303,721 shares of common stock have been granted at prices ranging from $11.75 to $32.02 per share, and options on 
131,721 shares have expired.  

   
Employee Stock Purchase Plan. The ESPP allows employees to purchase common stock at 85 percent of the closing price on the 
trading day immediately preceding the subscription date, which is set annually. Each eligible employee may purchase up to $24,000 
worth of stock through payroll deductions over a six- to 12-month period.  
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Year  
Awarded  

   

Performance 
Period  

   

No. of Performance Shares Awarded  

      

Minimum 
 

   

Threshold 
   

Target 
 

   

Maximum 
 

2003     2003-05    -   7,000    28,000    56,000 
2004     2004-06    -   7,750    31,000    62,000 
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In accordance with APB Opinion No. 25, no compensation expense was recognized for options granted under the Restated SOP or 
shares issued under the ESPP during 2004 or earlier years (see Note 1, “New Accounting Standards-Recent Accounting 
Pronouncements”). If compensation expense for awards under these two plans had been determined based on fair value at the grant 
dates using the method prescribed by SFAS No. 123, “Accounting for Stock-Based Compensation,” net income and earnings per 
share would have been reduced to the pro forma amounts shown below:  

   

   
The fair value of each stock option is estimated on the grant date (there were no stock option grants in 2003) using the Black-Scholes 
option pricing model with the following weighted average assumptions:  
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Thousands, except per share amounts    2004    2003    2002 
Net income as reported     $ 50,572    $ 45,983    $ 43,792 

Pro forma stock-based compensation expense determined under the fair value based method - net of 
tax       (423)      (279)      (478) 

           

Pro forma net income       50,149      45,704      43,314 
Redeemable preferred and preference stock       -     (294)      (2,280) 

           

Pro forma earnings applicable to common stock - basic       50,149      45,410      41,034 
 Debenture interest less taxes       200      257      285 

           

Pro forma earnings applicable to common stock - diluted     $ 50,349    $ 45,667    $ 41,319 
           

Basic earnings per share                       

As reported     $ 1.87    $ 1.77    $ 1.63 
Pro forma     $ 1.86    $ 1.76    $ 1.61 

Diluted earnings per share                       

As reported     $ 1.86    $ 1.76    $ 1.62 
Pro forma     $ 1.85    $ 1.75    $ 1.60 

     2004    2002 
Expected life in years       7.0      7.0 
Risk-free interest rate       3.6%      3.6% 
Expected volatility       25.2%      29.1% 
Dividend yield       4.1%      4.8% 
Present value of options granted     $ 24.55    $ 20.49 
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Information regarding the Restated SOP’s activity is summarized as follows:  
   

   
The weighted average remaining life of outstanding stock options at December 31, 2004 was 7.3 years.  

   
The characteristics of exercisable stock options at Dec. 31, 2004 were as follows:  

   

   
Non-Employee Directors Stock Compensation Plan. In February 2004, the NEDSCP was amended to permit non-employee 
directors to receive stock awards either in cash or in Company stock. As a result of modifications to the directors’ compensation 
arrangements, the NEDSCP was further amended in September 2004 to eliminate any further awards, either in cash or stock, on and 
after Jan. 1, 2005.  

   
Prior to the latter amendment to the NEDSCP, if non-employee directors elected to receive their awards in stock, approximately 
$100,000 worth of the Company’s common stock was awarded upon joining the Board. These stock awards were subject to vesting 
and to restrictions on sale and transferability. The shares vested in monthly installments over the five calendar years following the 
award. On January 1 of each year following the initial award, non-employee directors who elected to receive their awards in 
Company stock were awarded an additional $20,000 worth of restricted Company stock, which vested in monthly installments in the 
fifth year following the award (after the previous award has fully vested). The Company  
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           -------------Price per Share------------- 

     

Option 
Shares     Range    

Weighted-
Average 
Exercise 

Price 
Balance outstanding, Dec. 31, 2001     387,091     $ 20.25 - 27.875    $ 22.79 
Granted     163,750       26.07 - 27.850      26.35 
Exercised     (68,827 )     20.25 - 27.875      21.74 
Expired     (18,200 )     20.25 - 27.875      25.43 
Balance outstanding, Dec. 31, 2002     463,814       20.25 - 27.875      24.10 
Exercised     (140,470 )     20.25 - 27.875      21.14 
Expired     (1,300 )     20.25      20.25 
Balance outstanding, Dec. 31, 2003     322,044       20.25 - 27.875      25.35 
Granted     202,800       31.34 - 32.020      31.40 
Exercised     (92,074 )     20.25 - 27.875      24.39 
Expired     (1,300 )     26.30 - 31.340      30.18 
Balance outstanding, Dec. 31, 2004     431,470     $ 20.25 - 32.020    $ 28.38 

Shares available for grant                      

Dec. 31, 2002     1,428,200                

Shares available for grant                      

Dec. 31, 2003     1,429,500                

Shares available for grant                      

Dec. 31, 2004     1,228,000                

Range of  
Exercise Prices     

Exercisable 
Stock Options    

Weighted-
Average 

Exercise Price 
$20.25 - $27.875     185,120    $ 25.56 
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holds the certificates for the restricted shares until the non-employee director ceases to be a director. Participants receive all 
dividends and have full voting rights on both vested and unvested shares. All awards vest immediately upon a change in control of 
the Company. Any unvested shares are considered to be unearned compensation, and thus are forfeited if the recipient ceases to be a 
director. The shares were purchased in the open market by the Company at the time of the award.  

   
The following table presents the changes in unearned stock compensation for the years 2004 and 2003, which are reported as a 
reduction to total common equity in the consolidated balance sheets:  

   

   
Under a separate plan, prior to Jan. 1, 2005, non-employee directors could elect to invest their cash fees and retainers for board 
service in shares of the Company’s common stock. Under a new deferral plan effective Jan. 1, 2005, such fees and retainers will be 
deferred to a cash account. Cash account balances may be transferred to and invested in a Company stock account, at the election of 
the director, up to four times per year.  

   
5.         LONG-TERM DEBT:  
   

The issuance of first mortgage debt, including secured medium-term notes, under the Mortgage and Deed of Trust (Mortgage), is 
limited by property additions, adjusted net earnings and other provisions of the Mortgage. The Mortgage constitutes a first mortgage 
lien on substantially all of NW Natural’s utility property.  

   
The 7  1 / 4 % Series of Convertible Debentures may be converted at any time into 50  1 / 4 shares of common stock for each $1,000 
face value ($19.90 per share).  

   
The maturities on the long-term debt outstanding, for each of the 12-month periods through Dec. 31, 2009 amount to: $15 million in 
2005; $8 million in 2006; $29.5 million in 2007, $5 million in 2008; and none in 2009. Holders of certain long-term debt have put 
options that, if exercised, would accelerate the maturities by $10 million in 2005 and $20 million in each of 2007, 2008 and 2009.  

   
6.         NOTES PAYABLE AND LINES OF CREDIT:  
   

The Company’s primary source of short-term funds is commercial paper notes payable. NW Natural issues commercial paper under 
agency agreements with a commercial bank and such commercial paper is supported by its committed bank lines of credit (see 
below). At. Dec. 31, 2004 and 2003, the amounts and average interest rates of commercial paper debt outstanding were $102.5 
million and 2.3 percent and $85.2 million and 1.1 percent, respectively.  
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Thousands    2004    2003 
Unearned stock compensation:                

Balance at beginning of year     $ 729    $ 711 
Purchases of restricted stock       431      328 
Restricted stock amortizations       (298)      (310) 

        

Balance at end of year     $ 862    $ 729 
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NW Natural has lines of credit with four commercial banks totaling $150 million. Half of the credit facility with each bank, totaling 
$75 million, is committed and available through Sept. 30, 2005, and the other $75 million is committed and available through Sept. 
30, 2007. Three of these commercial banks have each committed $20 million for each of their 2005 and 2007 lines of credit and the 
fourth commercial bank has committed $15 million for each of its 2005 and 2007 lines of credit.  

   
NW Natural’s lines of credit require that credit ratings be maintained in effect at all times and that notice be given of any change in 
its senior unsecured debt ratings. A change in NW Natural’s credit rating is not an event of default, nor is the maintenance of a 
specific minimum level of credit rating a condition to drawing upon the lines of credit. However, interest rates on any loans 
outstanding under NW Natural’s bank lines are tied to credit ratings, which would increase or decrease the cost of bank debt, if any, 
when ratings are changed.  

   
The lines of credit require the Company to maintain an indebtedness to total capitalization ratio of 65 percent or less and to maintain 
a consolidated net worth at least equal to 80 percent of its net worth at Sept. 30, 2004, plus 50 percent of the Company’s net income 
for each subsequent fiscal quarter. Failure to comply with either of these covenants would entitle the banks to terminate their lending 
commitments and to accelerate the maturity of all amounts outstanding. The Company was in compliance with both of these 
covenants at Dec. 31, 2004, and with the equivalent covenants in the prior year’s lines of credit at Dec. 31, 2003.  

   
7.         PENSION AND OTHER POSTRETIREMENT BENEFITS:  
   

NW Natural maintains two qualified non-contributory defined benefit pension plans covering all regular employees with more than 
one year of service, several non-qualified supplemental pension plans for eligible executive officers and certain key employees and 
other postretirement benefit plans for its employees. Only the two qualified defined benefit pension plans have plan assets which are 
held in a qualified trust to fund retirement benefits.  
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The following table provides a reconciliation of the changes in benefit obligations and fair value of assets, as applicable, for the 
pension plans and other postretirement benefit plans over the three-year period ended Dec. 31, 2004, and a statement of the funded 
status and amounts recognized in the consolidated balance sheets, using measurement dates of Dec. 31, 2004, 2003 and 2002:  

   

   
The Company’s qualified defined benefit pension plans had an accumulated benefit obligation in excess of plan assets at Dec. 31, 
2004. The plans’ aggregate accumulated benefit obligation was $209 million, $192 million and $172 million at Dec. 31, 2004, 2003 
and 2002, respectively, and the fair value of plan assets was $186.8 million, $168.3 million and $143.2 million, respectively. The fair 
value of plan assets increased from Dec. 31, 2003 to Dec. 31, 2004 due to $22.5 million in investment gains and employer 
contributions of $8.3 million, partially offset by $11.2 million in withdrawals to pay benefits and $1.1 million to pay eligible 
expenses of the plans. The combination of investment returns and cash contributions is expected to provide  
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     Post-Retirement Benefits 

     

Pension Benefits  
   

Other Postretirement Benefits  

Thousands  
   

2004  
   

2003  
   

2002  
   

2004  
   

2003  
   

2002  

Change in benefit obligation:                                            

Benefit obligation at Jan. 1     $ 205,352    $ 185,124    $ 166,751    $ 23,379    $ 18,457    $ 16,987 
Service cost       5,428      4,748      4,637      457      456      395 
Interest cost       12,690      12,402      11,807      1,232      1,336      1,174 
Special termination benefits       237      -     -     -     -     -
Expected benefits paid       (10,682)      (10,363)      (9,453)      (1,040)      (1,027)      (979) 
Plan amendments       -     -     -     -     (111)      (300) 
Net actuarial (gain) loss       9,923      13,441      11,382      (1,299)      4,268      1,180 

                  

Benefit obligation at Dec. 31       222,948      205,352      185,124      22,729      23,379      18,457 
                  

Change in plan assets:                                            

Fair value of plan assets at Jan. 1       168,324      143,164      168,964      -     -     -
Actual return on plan assets       19,835      34,520      (17,082)      -     -     -
Employer contributions       9,310      1,003      735      1,040      1,027      979 
Benefits paid       (10,682)      (10,363)      (9,453)      (1,040)      (1,027)      (979) 

                  

Fair value of plan assets at Dec. 31       186,787      168,324      143,164      -     -     -
                  

Funded status:                                            

Funded status at Dec. 31       (36,162)      (37,028)      (41,960)      (22,729)      (23,379)      (18,457) 
Unrecognized transition obligation       -     -     -     3,292      3,703      4,226 
Unrecognized prior service cost       5,146      6,240      7,371      -     -     -
Unrecognized net actuarial loss       33,897      32,156      42,060      6,717      8,304      4,437 

                  

Net amount recognized     $ 2,881    $ 1,368    $ 7,471    $ (12,720)    $ (11,372)    $ (9,794) 
                  

Amounts recognized in the consolidated balance sheets at  
Dec. 31:                                            

Prepaid benefit cost     $ 12,745    $ 11,113    $ 17,339    $ -   $ -   $ -
Accrued benefit liability       (12,919)      (11,319)      (18,741)      (12,720)      (11,372)      (9,794) 
Intangible asset       -     -     4,438      -     -     -
Other comprehensive loss       3,055      1,574      4,435      -     -     -

                  

Net amount recognized     $ 2,881    $ 1,368    $ 7,471    $ (12,720)    $ (11,372)    $ (9,794) 
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sufficient funds to cover all benefit obligations of the plans. The Company is not required to make a cash contribution to either of its 
qualified pension plans for the 2005 plan year.  

   
The Company’s investment policy and performance objectives for the qualified pension plan assets (plan assets) held in the 
Retirement Trust Fund was approved by the retirement committee which is composed of management employees. The policy sets 
forth the guidelines and objectives governing the investment of plan assets. Plan assets are invested for total return with appropriate 
consideration for liquidity and portfolio risk. All investments are expected to satisfy the requirements of the rule of prudent 
investments as set forth under the Employee Retirement Income Security Act of 1974 (ERISA). The approved asset classes are cash 
and short-term investments, fixed income, common stock and convertible securities, absolute and real return strategies, real estate 
and investments in securities of NW Natural, and may be invested in separately managed accounts or in commingled or mutual 
funds. Re-balancing will take place at least annually, or when significant cash flows occur, in order to maintain the allocation of 
assets within the stated target allocation ranges. The Retirement Trust Fund is not currently invested in any NW Natural securities.  

   
The Company’s pension plan asset allocation at Dec. 31, 2004 and 2003, and the target allocation and expected long-term rate of 
return by asset category for 2005 are as follows:  

   

   
The Company’s non-qualified supplemental pension plans’ accumulated benefit obligations were $13.6 million, $13.0 million and 
$12.8 million at Dec. 31, 2004, 2003 and 2002, respectively. Although the plans are unfunded plans with no plan assets due to their 
nature as non-qualified plans, the Company indirectly funds its obligations with trust-owned life insurance.  

   
The Company’s plans for providing postretirement benefits other than pensions also are unfunded plans. The aggregate benefit 
obligation for those plans was $22.7 million, $23.4 million and $18.5 million at Dec. 31, 2004, 2003 and 2002, respectively.  
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Percent of Plan  
Assets  

Dec. 31,     

Target  
Allocation    

Expected  
Long-term 

Rate of  
Return 

Asset Category     2004    2003    2005    2005 
US Large Cap Equity     36.3%    40.2%    35%    9.00% 
US Small/Mid Cap Equity     9.2%    7.3%      8%    9.50% 
Non-US Equity     19.2%    16.0%    15%    9.00% 
Fixed Income     19.8%    24.8%    25%    5.75% 
Real Estate     3.6%    3.9%      4%    8.00% 
Absolute Return     7.3%    7.8%      8%    9.00% 
Real Return     4.6%    -     5%    8.25% 

Weighted Average                    8.25% 
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The following tables provide the components of net periodic benefit cost for the qualified and non-qualified pension and other 
postretirement benefit plans for the years ended Dec. 31, 2004, 2003 and 2002, and the assumptions used in measuring these costs 
and benefit obligations:  

   

   
The assumed annual increase in trend rates used in measuring postretirement benefits as of Dec. 31, 2004 were 10 percent for 
medical and 13 percent for prescription drugs. Medical costs were assumed to decrease gradually each year to a rate of 4.5 percent 
for 2012, while prescription drug costs were assumed to decrease gradually each year to a rate of 4.5 percent for 2013.  

   
Assumed health care cost trend rates have a significant effect on the amounts reported for the health care plans. A one percentage 
point change in assumed health care cost trend rates would have the following effects:  
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Pension Benefits  
  

Other Postretirement Benefits  

Thousands  
  

2004  
  

2003  
  

2002  
  

  2004    
  

  2003    
  

  2002    

Service cost    $ 5,428   $ 4,748   $ 4,637   $ 457   $ 456   $ 395 
Interest cost      12,689     12,402     11,807     1,232     1,336     1,174 
Expected return on plan assets      (13,284)     (12,232)     (16,335)     -    -    -
Amortization of transition 

obligation      -    -    351     411     411     436 
Amortization of prior service cost      1,094     1,132     1,204     -    -    6 
Recognized actuarial (gain) loss      1,631     1,058     (216)     288     401     147 

              

Net periodic cost    $ 7,558   $ 7,108   $ 1,448   $ 2,388   $ 2,604   $ 2,158 
              

Assumptions:                                      

Discount rate for net periodic 
benefit cost (NPBC)      6.25%     6.75%     7.25%     6.25%     6.75%     7.25% 

Rate of increase in compensation 
for NPBC      

4.00-
5.00%     

4.25-
5.00%     

4.25-
5.00%     n/a     n/a     n/a 

Expected long-term rate of return 
for NPBC      8.25%     8.00%     9.00%     n/a     n/a     n/a 

Discount rate for determination of 
funded status      6.00%     6.25%     6.75%     6.00%     6.25%     6.75% 

Rate of increase in compensation 
for funded status      

4.00-
5.00%     

4.00-
5.00%     

4.25-
5.00%     n/a     n/a     n/a 

Expected long-term rate of return 
for funded status      8.25%     8.25%     8.00%     n/a     n/a     n/a 

Thousands    

1%  
Increase    

1%  
Decrease   

Effect on the total service and interest cost components of net periodic postretirement health care benefit 
cost     $ 48    $ (47 ) 

Effect on the health care cost component of the accumulated postretirement benefit obligation     $ 901    $ (815 ) 
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The following table provides information regarding employer contributions and benefit payments for the two qualified pension plans, 
the non-qualified pension plans and the other postretirement benefit plans for the years ended Dec. 31, 2004 and 2003, and estimated 
future payments:  

   

   
NW Natural’s Retirement K Savings Plan (RKSP) is a qualified defined contribution plan under Internal Revenue Code Section 401
(k). NW Natural also has non-qualified deferred compensation plans for eligible officers and senior managers. These plans are 
designed to enhance the retirement program of employees and to assist them in strengthening their financial security by providing an 
incentive to save and invest regularly. NW Natural’s matching contributions to these plans totaled $1.7 million in 2004, $1.6 million 
in 2003 and $1.4 million in 2002. Effective Jan. 1, 2002, the RKSP was amended to establish an Employee Stock Ownership Plan 
(ESOP) within the RKSP by converting the existing RKSP Company Stock Fund into an ESOP.  

   
Effective Jan. 1, 2005, the Company will make a contribution of 25 cents per compensable hour on behalf of each union employee to 
the Western States Office and Professional Employees Pension Fund, which contributions will increase 3 percent each year, up to 30 
cents per compensable hour.  
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Thousands  

Employer Contributions by Plan Year  
  

  
Pension Benefits 

 
  

  
Other Benefits 

 

                2003   $     3,922   $     1,027 
                2004     6,390     1,040 
                2005 (estimated)     1,620     1,452 
Benefit Payments  

            

                2002   $     9,453   $        979 
                2003     10,363     1,027 
                2004     10,682     1,040 
Estimated Future Payments  

            

                2005   $   12,404   $     1,452 
                2006     12,817     1,561 
                2007     13,106     1,641 
                2008     13,892     1,738 
                2009     14,325     1,794 
                2010-2014     82,578     9,667 
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8.         INCOME TAXES:  
   

A reconciliation between income taxes calculated at the statutory federal tax rate and the tax provision reflected in the financial 
statements is as follows:  

   

   
The provision for income taxes consists of the following:  
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Thousands    2004    2003    2002 

Computed income taxes based on statutory federal income  
tax rate of 35%     $ 26,986    $ 24,263    $ 23,533 

Increase (reduction) in taxes resulting from:                       

Difference between book and tax depreciation       222      222      222 
Current state income tax, net of federal tax benefit       2,554      2,310      2,299 
Federal income tax credits       (210)      (357)      (362) 
Amortization of investment tax credits       (920)      (879)      (858) 
Gains on Company and trust-owned life insurance       (955)      (1,192)      (487) 
Removal costs       (813)      (925)      (573) 
Reversal of amounts provided in prior years       (392)      (226)      (240) 
Other - net       59      124      (90) 

           

Total provision for income taxes     $ 26,531    $ 23,340    $ 23,444 
           

Total income taxes paid     $ 2,500    $ 13,940    $ 33,474 

Thousands, except percentages    2004    2003    2002 

Income taxes currently payable (receivable):                       

Federal     $ (9,607)    $ 10,011    $ 9,377 
State       (1,111)      1,175      1,239 

           

Total       (10,718)      11,186      10,616 
           

Deferred taxes - net:                       

Federal       33,602      10,747      11,476 
State       4,567      2,286      2,210 

           

Total       38,169      13,033      13,686 
           

Investment and energy tax credits restored:                       

From utility operations       (800)      (801)      (800) 
From subsidiary operations       (120)      (78)      (58) 

           

Total       (920)      (879)      (858) 
           

Total provision for income taxes     $ 26,531    $ 23,340    $ 23,444 
           

Percentage of pretax income       34.4%      33.7%      34.9% 
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Deferred tax assets and liabilities are comprised of the following:  
   

   
The amount of income taxes paid in 2004 and 2003 decreased significantly as compared to the total provision for income taxes, 
primarily due to the effects of accelerated depreciation provisions provided by the Job Creation and Worker Assistance Act of 2002 
(the Assistance Act) and the Jobs and Growth Tax Relief Reconciliation Act of 2003 (the Reconciliation Act). The Assistance Act 
provided for an additional depreciation deduction equal to 30 percent of an asset’s adjusted basis. The Reconciliation Act increased 
this first-year additional depreciation deduction to 50 percent of an asset’s adjusted basis. The additional first-year depreciation 
deduction is an acceleration of depreciation deductions that otherwise would have been taken in the later years of an asset’s recovery 
period. The accelerated depreciation provisions provided by both the Assistance Act and the Reconciliation Act expired at Dec. 31, 
2004. The Company realized enhanced cash flow from reduced income taxes totaling an estimated $55 million during the effective 
period, based on plant investments made between Sept. 11, 2001 and Dec. 31, 2004.  

   
For the year ended Dec. 31, 2004, the Company had an estimated federal net operating loss (NOL) of $15.4 million and an Oregon 
NOL of $18.6 million, primarily due to the effects of accelerated tax depreciation provided by the Assistance Act and the 
Reconciliation Act. The federal NOL will be carried back to 2002 for a refund of taxes paid in prior years, and the Oregon NOL will 
be used to reduce future Oregon taxable income. The Oregon NOL will expire in 2019.  

   
At Dec. 31, 2004 the Company had $1.6 million of alternative minimum tax credit carryforwards to offset regular federal income tax 
payable in future years. In addition, the Company had certain tax credits of approximately $0.7 million which are available to reduce 
certain federal and state income tax liabilities through 2011. The Company anticipates that it will be able to utilize all loss and credit 
carryforwards in future years.  
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Thousands    2004    2003 
Deferred tax liabilities:                

Plant and property     $ 146,657    $ 113,781 
Regulatory income tax assets       64,734      63,449 
Regulatory liabilities       5,730      -
Other deferred liabilities       5,534      6,109 

        

Total       222,655      183,339 
        

Deferred tax assets:                

Regulatory assets       -     970 
Minimum pension liability       1,068      557 
Other deferred assets       7,330      10,015 
Alternative minimum tax credit carryforward       1,631      -
Loss and credit carryforwards       1,911      -

        

Total       11,940      11,542 
        

Net accumulated deferred income tax liability     $ 210,715    $ 171,797 
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9.         PROPERTY AND INVESTMENTS:  
   

The following table sets forth the major classifications of NW Natural’s utility plant and accumulated depreciation at Dec. 31:  
   

   
Accumulated depreciation does not include $153.3 million and $135.6 million at Dec. 31, 2004 and 2003, respectively, which 
represent accrued asset removal costs and are reflected on the balance sheets as a regulatory liability (see Note 1).  

   
The following table summarizes the Company’s investments in non-utility plant at Dec. 31:  
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2004  
    

2003  
  

Thousands, except percentages   Amount   

Weighted  
Average  

Depreciation 
 

Rate     Amount   

Weighted  
Average  

Depreciation 
 

Rate   

Transmission and distribution    $ 1,509,475   3.2 %   $ 1,347,402   3.3 % 
Utility storage      109,613   2.6 %     107,547   2.7 % 
General      91,229   3.4 %     84,381   6.0 % 
Intangible and other      61,573   8.5 %     56,429   5.1 % 
                  

Utility plant in service      1,771,890   3.4 %     1,595,759   3.5 % 
Gas stored long-term      13,434           12,778       

Held for future use      1,833           1,226       

Construction work in progress      7,815           47,826       

                  

Total utility plant      1,794,972           1,657,589       

Accumulated depreciation      (658,544)           (607,354)       

Regulatory liability - accrued asset removal costs     153,258           135,638       

                  

Utility plant-net    $ 1,289,686         $ 1,185,873       

                  

     

2004  
    

2003  
  

Thousands, except percentages    Amount    

Weighted  
Average  

Depreciation 
 

Rate     Amount    

Weighted  
Average  

Depreciation 
 

Rate   

Non-utility storage     $ 24,900          $ 18,507        

Dock, land, oil station and other       4,728            3,846        

                     

Non-utility plant in service       29,628    2.3 %     22,353    2.3 % 
Construction work in progress       4,335            1,042        

                     

Total non-utility plant       33,963            23,395        

Less accumulated depreciation       5,244            4,855        

                     

Non-utility plant - net     $ 28,719          $ 18,540        
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The following table summarizes the Company’s other long-term investments, including financial investments in life insurance 
policies accounted for at fair value based on cash surrender values, equity investments in certain partnerships and joint ventures 
accounted for under the equity or cost methods, and a leveraged lease investment in an aircraft, at Dec. 31:  

   

   
In 1987, the Company invested in a Boeing 737-300 aircraft, which is leased to Continental Airlines for 20 years under a leveraged 
lease agreement.  

   
A Financial Corporation subsidiary, KB Pipeline Company (KB Pipeline), owns a 10 percent interest in an 18-mile interstate natural 
gas pipeline. KB Pipeline operated the pipeline for twelve years until Dec. 1, 2004, when a third party gas distribution company 
became the operator. KB Pipeline resigned as pipeline operator due, in part, to increased obligations resulting from final Federal 
Energy Regulatory Commission regulations implementing Standards of Conduct for Transmission Providers. Those regulations 
govern the relationship between interstate natural gas pipelines and their energy affiliates or marketing functions and impose 
obligations previously inapplicable to KB Pipeline with regard to separation of duties and related matters. FERC granted KB Pipeline 
an exemption from most of the requirements of the Standards of Conduct; however, the remainder of the regulations continue to be 
applicable to KB Pipeline as a co-owner of the pipeline.  

   
At Dec. 31, 2004, Financial Corporation held ownership interests ranging from 4.0 to 5.3 percent in three solar electric generation 
plants located near Barstow, California. Power generated by these plants is sold to Southern California Edison Company under long-
term contracts. Financial Corporation also has ownership interests ranging from 25 to 41 percent in wind power electric generation 
projects located near Livermore and Palm Springs, California. The wind-generated power is sold to Pacific Gas and Electric 
Company and Southern California Edison Company under long-term contracts. Financial Corporation sold its interests in the solar 
electric generation plants on Jan. 31, 2005 (see Note 2).  

   
FASB Interpretation No. 46, “Consolidation of Variable Interest Entities,” provides guidance for determining whether consolidation 
is required for entities over which control is achieved through means other than voting rights, know as “variable interest entities.” 
The Company does not have any significant interests in variable interest entities for which it is a primary beneficiary.  
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(Thousands)      2004      2003 

Life insurance       $ 45,011      $ 59,710 
Aircraft leveraged lease         6,621        6,438 
Real estate partnership         1,500        1,500 
Note receivable         1,240        -
Gas pipeline and other         3,263        2,880 
Electric generation         2,983        3,317 
            

Total other investments       $ 60,618      $ 73,845 
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10.       FAIR VALUE OF FINANCIAL INSTRUMENTS:  
   

The estimated fair value of NW Natural’s financial instruments has been determined using available market information and 
appropriate valuation methodologies. The following are financial instruments whose carrying values are sensitive to market 
conditions:  

   

   
Fair value of the long-term debt was estimated using market prices on the valuation date for debt with similar credit ratings, 
maturities, interest rates and other terms.  

   
11.       USE OF FINANCIAL DERIVATIVES:  
   

NW Natural enters into short-term, medium-term and long-term natural gas purchase contracts with suppliers, including contracts 
tied to market-based index prices, and thus is exposed to changes in commodity prices. Natural gas prices are subject to fluctuations 
due to unpredictable factors including weather, inventory levels, pipeline transportation availability, and the economy, each of which 
affects short-term supply and demand. As part of its overall strategy to maintain an acceptable level of exposure to gas price 
fluctuations, NW Natural uses a targeted mix of fixed-rate and cap-protected derivative instruments to hedge the exposure under 
floating price gas supply contracts. Swap contracts are used to convert certain long-term gas purchase contracts from floating prices 
to fixed prices. Call option contracts are used to limit the maximum adverse impact from floating price contracts while retaining the 
potential favorable impact from declining gas prices. The prices embedded in these commodity hedge contracts are incorporated in 
annual rate changes under the PGA rate mechanisms, thereby limiting customers’ exposure to frequent changes in purchased gas 
costs. The estimated fair value of gains and losses from commodity hedge contracts are recorded as a derivative asset or liability, and 
are offset by a corresponding amount recorded to a deferred regulatory asset or liability account for the effective portion of each 
hedge contract. The actual gains and losses realized at settlement of the hedge contracts are used to offset the actual gas purchase cost 
from NW Natural’s physical supply contracts.  

   
Certain natural gas purchases from Canadian suppliers are invoiced in Canadian dollars, including both commodity and demand 
charges, thereby exposing NW Natural to adverse changes in foreign currency rates. Foreign currency forward contracts are used to 
minimize the impact of fluctuations in currency rates. Foreign currency contracts for commodity costs are purchased on a month-to-
month basis because the Canadian cost is priced at the average noonday exchange rate for each month. Foreign currency contracts for 
demand costs have terms ranging up to 24 months. The gains and losses on the shorter-term currency contracts for commodity costs 
are recognized immediately in cost of gas. The gains and losses on the longer-term currency contracts for demand charges are subject 
to a regulatory deferral tariff and, as such, are recorded as a derivative asset or liability which is offset by recording a corresponding 
amount to a deferred asset or liability account.  

   
NW Natural did not use any derivative instruments to hedge oil or propane prices or interest rates during 2004, 2003 or 2002.  
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Dec. 31, 2004  
   

Dec. 31, 2003  

(Thousands)    

Carrying 
 

Amount    
Estimated 
Fair Value    

Carrying 
 

Amount    
Estimated 
Fair Value 

Long-term debt including amount due within one year     $ 499,027    $ 567,926    $ 500,319    $ 562,688 
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At Dec. 31, 2004, NW Natural had the following derivatives outstanding: a series of 24 fixed-price natural gas commodity price 
financial swap contracts; four fixed-price natural gas financial call option contracts; and 62 foreign currency forward purchase 
contracts. All of these contracts were designated as cash flow hedges covering exposures to commodity purchase and sale contracts. 
Unrealized gains and losses from mark-to-market valuations of these contracts are not recognized in current income but are reported 
as derivative assets or liabilities and offset by a corresponding deferred account balance under regulatory liabilities or regulatory 
assets because regulatory mechanisms include the realized gains or losses at settlement in utility gas costs subject to regulatory 
deferral treatment. NW Natural also had outstanding at Dec. 31, 2004 two natural gas physical supply contracts with embedded 
options which did not qualify as a normal purchase or normal sale. The physical supply contracts were entered into using excess gas 
storage and pipeline transportation capacity under the Company’s optimization program. The estimated fair values (unrealized gains 
and losses) and the notional amounts of derivative instruments outstanding were as follows:  

   

   
In 2004 and 2003, NW Natural realized net gains of $42.4 million and $32.4 million, respectively, from the settlement of natural gas 
commodity swap and call option contracts, which were recorded as decreases to the cost of gas, compared to net losses of $75.5 
million during 2002, which were recorded as increases to the cost of gas. The currency exchange rate in all foreign currency forward 
purchase contracts is included in NW Natural’s cost of gas at settlement; therefore, no gain or loss was recorded from the settlement 
of those contracts. Any change in value of cash flow hedge contracts that is not included in regulatory recovery is included in OCI.  

   
The fair value of derivative instruments at Dec. 31, 2004 and 2003 (see table above) was determined using estimated or quoted 
market prices for the periods covered by the contracts. Market prices for the natural gas commodity-price swap and call option 
contracts were obtained from external sources. NW Natural reviews these third-party valuations for reasonableness using fair value 
calculations for other contracts with similar terms and conditions. The market prices for the foreign currency forward contracts were 
based on currency exchange rates quoted by The Bank of Canada.  

   
As of Dec. 31, 2004, five of the natural gas commodity price swap contracts extended beyond Dec. 31, 2005, and two extended 
beyond Oct. 31, 2006. None of the natural gas commodity call option contracts extends beyond March 31, 2005.  
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Dec. 31, 2004  
  

Dec. 31, 2003  

(Thousands)  
  

Fair Value 
Gain (Loss) 

 
  

Notional 
Amount 

  

Fair Value 
Gain (Loss) 

 
  

Notional 
Amount 

Fixed-price natural gas financial swap contracts    $ 11,983   $ 375,975   $ 23,285   $ 284,317 
Fixed-price natural gas financial call option contracts      (2,195)     28,357     366     19,761 
Natural gas physical supply contracts with embedded options      24     4,250     -    -
Fixed-price natural gas financial swap contracts - gas storage      658     4,406     -    -
Foreign currency forward purchase contracts      442     14,460     234     6,417 
          

Total    $ 10,912   $ 427,448   $ 23,885   $ 310,495 
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12.       COMMITMENTS AND CONTINGENCIES:  
   

Lease Commitments  
   

The Company leases land, buildings and equipment under agreements that expire in various years through 2018. Rental expense 
under operating leases was $4.5 million, $4.9 million and $4.8 million for the years ended Dec. 31, 2004, 2003 and 2002, 
respectively. The table below reflects the future minimum lease payments due under non-cancelable leases at Dec. 31, 2004. Such 
payments total $60.8 million for operating leases. The net present value of payments on capital leases less imputed interest was $0.5 
million. These commitments principally relate to the lease of the Company’s office headquarters, underground gas storage facilities, 
vehicles and computer equipment.  

   

   
Pipeline Capacity Purchase and Release Commitments  

   
NW Natural has signed agreements providing for the reservation of firm pipeline capacity under which it must make fixed monthly 
payments for contracted capacity. The pricing component of the monthly payment is established, subject to change, by U.S. or 
Canadian regulatory bodies. In addition, NW Natural has entered into long-term sale agreements to release firm pipeline capacity. 
The aggregate amounts of these agreements were as follows at Dec. 31, 2004:  

   

   
NW Natural’s total payments of fixed charges under capacity purchase agreements in 2004, 2003 and 2002 were $89.3 million, $86.7 
million and $86.2 million, respectively. Included in the amounts for 2004, 2003 and 2002 were reductions for capacity release sales 
of $3.7 million, $3.7 million and $4.2 million, respectively. In addition, per-unit charges are required to be paid based on the actual 
quantities shipped under the agreements. In certain take-or-pay purchase commitments, annual deficiencies may be offset by 
prepayments subject to recovery over a longer term if future purchases exceed the minimum annual requirements.  
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Millions    2005    2006    2007    2008    2009    

Later 
 

years 

Operating leases     $ 4.5    $ 4.2    $ 4.1    $ 4.0    $ 3.9    $ 39.6 
Capital leases       0.2      0.2      0.1      -     -     -
                    

Minimum lease payments     $ 4.7    $ 4.4    $ 4.2    $ 4.0    $ 3.9    $ 39.6 
                    

Thousands    

Pipeline  
Capacity  
Purchase  

Agreements    

Pipeline  
Capacity  
Release  

Agreements 

2005     $ 66,703    $ 3,715 
2006       61,514      3,715 
2007       62,696      3,715 
2008       60,949      3,715 
2009       54,417      3,715 
2010 through 2024       274,891      3,095 
        

Total       581,170      21,670 
Less: Amount representing interest       113,024      2,369 

        

Total at present value     $ 468,146    $ 19,301 
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Environmental Matters  
   

NW Natural owns or previously owned properties currently being investigated that may require environmental response. NW Natural 
has accrued all material loss contingencies relating to environmental matters that it believes to be probable of assertion and 
reasonably estimable. The Company continues to study the extent of its environmental liabilities, but due to the preliminary nature of 
the environmental investigations being conducted, the range of loss contingencies beyond the amounts currently accrued, and the 
probabilities thereof, cannot be reasonably estimated.  

   
Gasco site . NW Natural owns property in Multnomah County, Oregon that is the site of a former gas manufacturing plant that was 
closed in 1956 (the Gasco site). The Gasco site has been under investigation by NW Natural for environmental contamination under 
the Oregon Department of Environmental Quality’s (ODEQ) Voluntary Clean-Up Program. In June 2003, the Company filed a 
Feasibility Scoping Plan and an Ecological and Human Health Risk Assessment with the ODEQ, which outlined a range of remedial 
alternatives for the most contaminated portion of the Gasco site. NW Natural continues to work with the ODEQ to determine the 
appropriate remedial action from among the alternatives. Based upon the proposed actions in the draft plan, the Company estimates 
its range of remaining liability, including the cost of investigation, from among feasible alternatives, at between $1.3 million and $7 
million.  

   
Wacker site . NW Natural previously owned property adjacent to the Gasco site that now is the location of a manufacturing plant 
owned by Siltronic Corporation, formerly Wacker Siltronic Corporation (the Wacker site). In 2000, the ODEQ issued an order 
requiring Wacker and NW Natural to determine the nature and extent of releases of hazardous substances to Willamette River 
sediments from the Wacker site. In 2004, consultant studies indicated that some benzene is present in the soil at the Wacker site. The 
ODEQ requested that NW Natural conduct further tests of groundwater and indoor air quality. The work plan for the implementation 
of the benzene indoor air-sampling program was approved by the ODEQ in November 2004. NW Natural recorded expenses in 2004 
totaling $0.1 million for its estimated costs of investigation and initial remediation at the Wacker site.  

   
Portland Harbor . In 1998, the ODEQ and the U.S. Environmental Protection Agency (EPA) completed a study of sediments in a 
5.5-mile segment of the Willamette River (the Portland Harbor) that includes the area adjacent to the Gasco site and the Wacker site. 
In 2000, the EPA listed the Portland Harbor as a Superfund site and notified the Company that it is a potentially responsible party. 
Subsequently, the EPA approved the Programmatic Work Plan, Field Sampling Plan and Quality Assurance Project Plan for the 
Portland Harbor Remedial Investigation/Feasibility Study. NW Natural’s share of the estimated budget to complete the first phase of 
the work is $1.0 million, which is expected to be completed in 2007. The EPA has indicated that further study in a second phase will 
be required; however, the scope of the work to be completed in a second phase has yet to be determined.  

   
In April 2004 the Company entered into an Administrative Order on Consent (AOC) providing for early action removal of a body of 
tar in the river sediments adjacent to the Gasco site. In July 2004, the EPA approved an initial work plan for the early action removal. 
The Company continues to negotiate with the EPA regarding the method and timing of the removal of the  
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body of tar. The Company currently estimates the removal cost to be in the range of $3.0 million to $5.0 million. In addition, the 
Company has agreed with the ODEQ to do additional work, if necessary, on the Gasco site in conjunction with the EPA early action 
remediation work.  

   
During 2004, NW Natural accrued additional loss contingencies totaling $4.3 million for the above-described study work and the 
revised estimate of tar body remediation costs. NW Natural’s liability is based on its best estimate of probable costs, and if a specific 
amount is no more or less likely than another amount in the range of probable liability, then the Company recognizes its liability at 
the lower end of the range of probable liability. Currently available information is insufficient to determine either the total amount of 
liability, or the higher end of a range for NW Natural’s estimated share of potential future remediation related to the Portland Harbor 
site. The Company expects to receive additional information when the Remedial Investigation/Feasibility Study report is completed. 
A preliminary report is expected to be available during 2005.  

   
Portland Gas site . The City of Portland notified NW Natural that it was planning a sewer improvement project that would include 
excavation within the former site of a gas manufacturing plant (the Portland Gas site) that was owned and operated by a predecessor 
of the Company between 1860 and 1913. The preliminary assessment of this site performed by a consultant for the EPA in 1987 
indicated that it could be assumed that by-product tars may have been disposed of on site. The report concluded, however, that it is 
likely that waste residues from the plant, if present on the site, were covered by deep fill during construction of the nearby seawall 
bordering the Willamette River and probably have stabilized due to physical and chemical processes. Neither the City of Portland nor 
the ODEQ has notified NW Natural whether a further investigation or potential remediation might be required on the site in 
connection with the sewer project, which has commenced. Available information is insufficient to determine either the total amount 
of NW Natural’s liability or a probable range, if any, of potential liability.  

   
Oregon Steel Mills site . On Dec. 20, 2004, the Company was served with a third-party complaint by the Port of Portland (Port) in a 
Multnomah County Circuit Court case, Oregon Steel Mills, Inc. v. The Port of Portland . The Port alleges that in the 1940’s and 
1950’s petroleum wastes generated by the Company’s predecessor, Portland Gas & Coke Company, and nine other third-party 
defendants were disposed of in a waste oil disposal facility operated by the United States or Shaver Transportation Company on 
property then owned by the Port and now owned by Oregon Steel Mills. The Port’s complaint seeks contribution for unspecified past 
remedial action costs incurred by the Port regarding the former waste oil disposal facility as well as a declaratory judgment allocating 
liability for future remedial action costs. NW Natural does not believe there are facts sufficient to constitute a claim against the 
Company.  

   
Corps of Engineers Notice of Noncompliance . On July 2, 2004, the U.S. Army Corps of Engineers (Corps) issued to the Company 
a Notice of Noncompliance (Notice) for discharges of drilling mud into three streams during drilling operations on the Company’s 
South Mist Pipeline Extension (SMPE) project. The Corps’ Notice claimed that the discharges violated the scope of work in permits 
for the drilling. The Company cooperated with the Corps in its investigation and worked closely with the Corps and other state and 
federal agencies to minimize impacts from the unintended discharges. The final disposition of this matter resulted in the payment of a 
nominal fine.  
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Regulatory and Insurance Recovery for Environmental Matters . In May 2003, the OPUC approved NW Natural’s request for 
deferral of environmental costs associated with specific sites, including the Gasco, Wacker, Portland Harbor and Portland Gas sites. 
The authorization, which has been extended through April 2005, allows NW Natural to defer and seek recovery of unreimbursed 
environmental costs in a future general rate case. On a cumulative basis through Dec. 31, 2004, the Company paid out a total of $3.3 
million relating to the named sites since the effective date of the deferral authorization. NW Natural will first seek to recover the 
costs of investigation and remediation for which it may be responsible with respect to the Gasco, Wacker, Portland Harbor and 
Portland Gas sites, if any, from insurance. If these costs are not recovered from insurance, then NW Natural will seek OPUC 
approval to recover them through future rates. At Dec. 31, 2004, NW Natural had a receivable of $8.5 million representing an 
estimate of the environmental costs it expects to recover from insurance, consisting of $2.8 million for costs relating to the Gasco 
site, $5.5 million for costs relating to the Portland Harbor site and $0.2 million relating to the Oregon Steel Mills site.  

   
On Jan. 27, 2005, NW Natural filed a request with the OPUC for authorization to defer costs associated with the Oregon Steel Mills 
site and to extend the deferral authority for the other named environmental sites through Jan. 26, 2006.  

   
The following table summarizes the insurance receivables and the accrued liabilities relating to environmental matters at Dec. 31, 
2004 and 2003.  

   

   
Legal Proceedings  

   
Litigation  

   
On October 16, 2003, Longview Fibre Company (Longview) filed suit in Federal Court ( Longview Fibre Company v. Enerfin 
Resources Northwest Limited Partnership and Northwest Natural Gas Company (US District Court - Oregon District)) seeking a 
declaratory judgment regarding the continuing existence of a certain oil and gas lease in the Mist gas field between Longview and 
Enerfin Resources Northwest Limited Partnership (Enerfin). NW Natural holds a gas storage lease from Longview (the Cascade 
Lease), which covers the same land as the Enerfin lease, and which grants the right to produce native oil and gas. Enerfin originally 
filed crossclaims against NW Natural alleging that NW Natural wrongly interfered with Enerfin’s attempts to continue its oil and gas 
lease with Longview; however, Enerfin agreed to dismiss those claims in a previous settlement with NW Natural. In that settlement, 
NW Natural subleased portions of the Cascade Lease to Enerfin for the purpose of producing native gas. In September 2004, NW 
Natural and Enerfin filed claims and counterclaims against Longview, and Longview filed claims and counterclaims against NW 
Natural and Enerfin. The claims that Longview made against NW Natural involved allegations of unpaid royalties under the Cascade 
Lease.  
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Insurance Receivable  
   

Accrued Liability  

(Millions)    12/31/04    12/31/03    12/31/04    12/31/03 
Gasco site     $ 2.8    $ 2.5    $ 1.3    $ 1.5 
Wacker site       -     -     0.1      -
Portland Harbor site       5.5      1.2      3.4      0.6 
Portland Gas site       -     -     -     -
Oregon Steel Mills site       0.2      -     0.2      -
              

Total     $     8.5    $     3.7    $     5.0    $     2.1 
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All parties to the Longview litigation entered into a Settlement Agreement, effective Jan. 11, 2005. As part of the settlement, 
Longview granted NW Natural an easement for use in producing oil and gas from the lands covered by the Cascade Lease. Other 
than payments made in respect of the easement, and royalty payments under the relevant leases and subleases, which were not 
material, no payments were made in connection with the Longview settlement. All claims were dismissed on Jan. 28, 2005 pursuant 
to the Settlement Agreement.  

   
On May 28, 2004, a lawsuit was filed against the Company (Kerry Law, Arnold Zuehlke and Kenneth Cooper, on behalf of 
themselves and all others similarly situated v. Northwest Natural Gas Company (U.S. Dist. Ct. D. Or., Case No. CV-04-728-AS)) by 
three individuals alleging violation of the Fair Labor Standards Act for failure to pay overtime. The suit was subsequently amended 
to include state wage and hour claims. The plaintiffs are or have been independent backhoe operators who performed services for the 
Company under contract. In the lawsuit, the plaintiffs claim that they, and others similarly situated, should have been considered 
“employees” of the Company instead of independent contractors. The plaintiffs seek overtime and interest in amounts to be 
determined, liquidated damages equal to the overtime award, civil penalties and attorneys fees and costs. The plaintiffs sought to 
certify this case as a collective action under the Fair Labor Standards Act; however, on Oct. 5, 2004, plaintiffs’ motion for collective 
action certification was denied. As a result of this ruling, the case is proceeding with the three current plaintiffs, and any others who 
wish to join must do so individually. Although no other claims have been filed in this lawsuit, plaintiffs’ counsel has indicated to the 
court their intention to file additional claims seeking employee benefits allegedly due to plaintiffs. In addition, the claims in the 
lawsuit described below may be consolidated with this lawsuit. The Company intends to vigorously contest the claims. There is 
insufficient information at this point in the litigation to reasonably estimate the amount of liability, if any, from this claim.  

   
On Feb. 18, 2005, a lawsuit was filed against the Company ( Kasey Cooper, Kevin Cooper, C.G. Nick Courtney, John V. Shooter, Ike 
Whittlesey and Roger Whittlesey v. Northwest Natural (U.S. Dist. Ct. D. Or., Case No. CV-05-241-KI)) by six additional individual 
independent backhoe operators who have performed services for the Company under contract. Like the plaintiffs in the claim 
described above, these plaintiffs allege that they should have been considered “employees” of the Company. They seek overtime 
wages under the Fair Labor Standards Act and interest in amounts to be determined, liquidated damages equal to the overtime award, 
civil penalties and attorneys fees and costs. In addition, the plaintiffs allege that failure to classify them as employees constituted a 
breach of contract under certain of the Company’s employee benefit programs, agreements and plans, which conferred employment-
related compensation, rights and benefits. They seek an unspecified amount of damages for the value of what they would have 
received under these programs, agreements and plans if they had been classified as employees. The Company intends to vigorously 
contest the claims. There is insufficient information at this point in the litigation to reasonably estimate the amount of liability, if any, 
from this claim.  

   
On Dec. 20, 2004, the Company was served with a third-party complaint by the Port of Portland (Port) in a Multnomah County 
Circuit Court case, Oregon Steel Mills, Inc. v. The Port of Portland . The Port alleges that in the 1940’s and 1950’s petroleum wastes 
generated by the Company’s predecessor, Portland Gas & Coke Company, and nine other third-party defendants were disposed of in 
a waste oil disposal facility operated by the United States or Shaver Transportation Company on property then owned by the Port and 
now owned by Oregon Steel  
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Mills. The Port’s complaint seeks contribution for unspecified past remedial action costs incurred by the Port regarding the former 
waste oil disposal facility as well as a declaratory judgment allocating liability for future remedial action costs. NW Natural does not 
believe there are facts sufficient to constitute a claim against the Company.  

   
In connection with the construction of the SMPE, NW Natural continues to negotiate with some land owners regarding valuation of 
easements and rights-of-way obtained pursuant to condemnation proceedings. In some cases, compensation will be determined in 
individual court proceedings that have been scheduled through June 2005. The Company is unable to determine the likelihood of 
unfavorable outcomes of these matters, but believes that the aggregate amount of compensation ultimately paid will not be material 
to the Company’s financial condition, results of operations or cash flows.  

   
The Company is subject to other claims and litigation arising in the ordinary course of business. Although the final outcome of any of 
these legal proceedings cannot be predicted with certainty, the Company does not expect that the ultimate disposition of these matters 
will have a materially adverse effect on the Company’s financial condition, results of operations or cash flows.  

   
102  



Table of Contents  

NORTHWEST NATURAL GAS COMPANY  
QUARTERLY FINANCIAL INFORMATION (UNAUDITED)  
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Dollars    

Quarter ended  
       

(Thousands, except per share amounts)  
   

March 31 
 

   

June 30  
    

Sept. 30 
 

    

Dec. 31  
   

Total  
  

2004                                         

Operating revenues     $ 254,450    $ 109,659     $ 81,441     $ 262,054    $ 707,604   
Net operating revenues       112,034      52,629       39,483       104,214      308,360   
Net income (loss)       32,612      (716 )     (8,285 )     26,961      50,572   
Basic earnings (loss) per share       1.26      (0.03 )     (0.30 )     0.98      1.87 * 
Diluted earnings (loss) per share       1.24      (0.03 )     (0.30 )     0.97      1.86 * 

2003                                         

Operating revenues     $ 206,539    $ 117,489     $ 69,481     $ 217,747    $ 611,256   
Net operating revenues       98,588      58,549       39,465       91,464      288,066   
Net income (loss)       26,404      4,462       (6,546 )     21,663      45,983   
Basic earnings (loss) per share       1.03      0.17       (0.25 )     0.84      1.77 * 
Diluted earnings (loss) per share       1.01      0.17       (0.25 )     0.83      1.76 * 

* Quarterly earnings (loss) per share are based upon the average number of common shares outstanding during each quarter. Because the 
average number of shares outstanding has changed in each quarter shown, the sum of quarterly earnings (loss) per share may not equal 
earnings per share for the year. Variations in earnings between quarterly periods are due primarily to the seasonal nature of the 
Company’s business. 



Table of Contents  

NORTHWEST NATURAL GAS COMPANY  
SCHEDULE II – VALUATION AND QUALIFYING ACCOUNTS AND RESERVES  
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COLUMN A   COLUMN B   COLUMN C   COLUMN D   COLUMN E 

    Balance at  
beginning  

of  
period  

  

Additions  
  

Deductions  
  Balance  

at end  
of  

period  
      

Charged to  
costs  

and expenses  
  

Charged to 
other  

accounts  
  

Net  
write-offs  

  

Thousands (year ended December 31)                                

2004                                

Reserves deducted in balance  
sheet from assets to which they 

apply:                                

  Allowance for uncollectible 
accounts    $ 1,763   $ 3,312   $ 0   $ 2,641   $ 2,434 

2003                                

Reserves deducted in balance  
sheet from assets to which they 

apply:                                

Allowance for uncollectible 
accounts    $ 1,815   $ 1,990   $ 0   $ 2,042   $ 1,763 

2002                                

Reserves deducted in balance  
sheet from assets to which they 

apply:                                

Allowance for uncollectible 
accounts    $ 1,962   $ 2,876   $ 0   $ 3,023   $ 1,815 
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None.  

   

   
(a) Evaluation of Disclosure Controls and Procedures  
   
As of Dec. 31, 2004, the principal executive officer and principal financial officer of the Company have evaluated the effectiveness of the 
design and operation of the Company’s disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) of the Securities 
Exchange Act of 1934, as amended (Exchange Act)). Based upon that evaluation, the principal executive officer and principal financial officer 
of the Company have concluded that such disclosure controls and procedures are effective in timely alerting them to any material information 
relating to the Company and its consolidated subsidiaries required to be included in the Company’s reports filed with or furnished to the 
Securities and Exchange Commission under the Exchange Act.  
   
(b) Changes in Internal Control Over Financial Reporting  
   
During 2004, the Company conducted an extensive effort to analyze and assess the effectiveness of its internal controls over financial 
reporting. The assessments were made by management under the supervision of the Company’s chief financial officer. During the course of its 
assessments, the Company identified areas of internal control that warranted improvement. As a result, the Company made the significant 
changes in its internal control over financial reporting during the fourth quarter, as summarized below.  
   
The Company implemented a software system to manage the accounting for its fixed assets. The system interfaces with the Company’s general 
ledger, customer information system, payroll and construction work management system and is used to calculate depreciation expense and 
allowance for funds used during construction (AFUDC) for the financial statements. The fixed asset system implementation improved internal 
controls by providing:  
   

   
The Company also implemented changes in internal controls over financial reporting in the area of gas supply. These changes consisted 
primarily of:  
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL 
DISCLOSURE 

ITEM 9A. CONTROLS AND PROCEDURES 

  •   subsidiary records by work order or activity for both utility and non-utility plant; 
  •   documentation of the application of construction overhead to plant accounts; 
  •   elimination of manual calculations and recording of depreciation and AFUDC; and 

  
•   a roll-forward of the deferred tax balances associated with the book-tax basis differences for utility, non-utility and interstate 

storage property as of Dec. 31, 2003. 

  
•   organizational changes to more clearly define and separate front-, mid- and back-office responsibilities for the gas purchasing 

functions; 

  
•   creation of a Gas Supply Strategy and Risk Management Policies Committee to provide oversight of the Company’s gas supply 

area; 

  
•   development of a physical gas commodity transactions policy, including authorization limits, which supplements the 

Company’s existing derivatives policy; and 
  •   development of front-, mid- and back-office procedures. 
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These changes were designed to ensure adequate separation of duties within the gas supply function.  
   
Other than as described above, there has been no change in the Company’s internal control over financial reporting that occurred during the 
Company’s most recent fiscal quarter that has materially affected, or is reasonably likely to materially affect, the Company’s internal control 
over financial reporting.  
   
The statements contained in Exhibit 31.1 and Exhibit 31.2 should be considered in light of, and read together with, the information set forth in 
this Item 9A.  
   

   
The Company filed a Form 8-K dated Feb. 11, 2005 reporting (i) the waiver of forfeiture provisions of the Non-Employee Directors Stock 
Compensation Plan relating to Company stock held in the account of Melody C. Teppola, a director of the Company who died on Dec. 6, 2004; 
(ii) an increase in director fees, including cash retainer and meeting fees; (iii) annual executive incentive compensation structure; and (iv) 
executive long-term incentive plan compensation structure.  
   
On Feb. 23, 2005, the Organization and Executive Compensation Committee of the Board of Directors determined compensation for executive 
officers for 2005, including targets under the Executive Annual Incentive Plan and awards under the Long-Term Incentive Plan. On Feb. 24, 
2005, the Board of Directors approved compensation for the chief executive officer, including his annual incentive award for 2004, salary for 
2005, the target under the Executive Annual Incentive Plan and an award under the Long-Term Incentive Plan. For a summary of the 
compensation for the Company’s named executive officers, see Exhibit 10z (2) to this Form 10-K.  
   
On Feb. 25, 2005, the Company announced that the Board of Directors elected Kenneth Thrasher to the Board. Since 2002, Mr. Thrasher has 
served as Chairman and Chief Executive Officer of Compli Corporation, a software solution provider for management of compliance in 
employment practices and corporate governance. Prior to joining Compli, Mr. Thrasher served 19 years in executive positions with Fred 
Meyer, Inc., including serving as President and Chief Executive Officer from 1999 to 2001 and as Executive Vice President and Chief 
Administrative Officer from 1997 to 1999. Mr. Thrasher serves on the board of directors of Friends of the Children, the Oregon Mentoring 
Initiative, the Portland Art Museum, the Leaders Roundtable and the Oregon Coast Aquarium. In 2001, he was appointed by the Oregon 
Governor as Chairperson of the Quality Education Commission, a position he continues to hold. He is also a co-chair of Portland State 
University’s capital endowment campaign. Mr. Thrasher earned a Bachelor of Science degree in Business Administration from Oregon State 
University.  
   
Also on Feb. 25, 2005, the Company announced that the Board of Directors selected Richard L. Woolworth, retired Chairman and Chief 
Executive Officer of the Regence Group, to serve as Chairman of the Board, effective March 1, 2005, replacing Richard G. Reiten who had 
served as Chairman of the Board since 2000. Mr. Reiten will continue to serve as a member of the Board.  
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PART III  
   

   
Information concerning the Company’s Board of Directors, its Committees and the Audit Committee financial expert contained in 

the Company’s definitive Proxy Statement for the May 26, 2005 Annual Meeting of Shareholders is hereby incorporated by reference.  
   

   
Each executive officer serves successive annual terms; present terms end May 26, 2005. There are no family relationships among the 

Company’s executive officers.  
   

The Company has adopted a Code of Ethics for all employees and a Financial Code of Ethics that applies to senior financial 
employees, both of which are available on the Company’s website at www.nwnatural.com.  
   

   
The information concerning “Executive Compensation” contained in the Company’s definitive Proxy Statement for the May 26, 

2005 Annual Meeting of Shareholders is hereby incorporated by reference. Information related to Executive Officers as of Dec. 31, 2004 is 
reflected in Part III, Item 10, above.  
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ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT 

Name  
   

Age at  
Dec. 31, 2004 

   

Positions held during last five years  

Mark S. Dodson  

   

59 

   

President and Chief Executive Officer (2003-    ); President, Chief Operating Officer and 
General Counsel (2001-02); Senior Vice President, Public Affairs and General Counsel 
(1998-01).  

Michael S. McCoy  
   

61 
   

Executive Vice President, Customer and Utility Operations (2000-     ); Senior Vice 
President, Customer and Utility Operations (1999-00).  

David H. Anderson  

   

43 

   

Senior Vice President and Chief Financial Officer (2004-    ); Chief Financial Officer, 
TXU Gas Company (2004); Senior Vice President, Principal Accounting Officer and 
Controller (2003-2004); Vice President of Investor Relations and Shareholder 
Services, TXU Corp. (1997-2003).  

Gregg S. Kantor  
   

47 
   

Senior Vice President, Public and Regulatory Affairs (2003-    ); Vice President, Public 
Affairs and Communications (1998-02).  

Beth A. Ugoretz  
   

49 
   

Senior Vice President and General Counsel (2003-2005); Executive Vice President, 
Kindercare Learning Centers, Inc. (1997-00).  

Lea Anne Doolittle  
   

49 
   

Vice President, Human Resources (2000-    ); Director of Compensation (1993-2000), 
PacifiCorp.  

Stephen P. Feltz     49    Treasurer and Controller (1999-    ).  

C. J. Rue     59    Secretary (1982-    ); Assistant Treasurer (1987-    ).  

Richelle T. Luther     36    Assistant Secretary (2002-    ); Associate, Stoel Rives, LLP (1997-02).  

ITEM 11. EXECUTIVE COMPENSATION 
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The following table sets forth information regarding compensation plans under which equity securities of the Company are 

authorized for issuance as of Dec. 31, 2004 (see Note 4 to the Consolidated Financial Statements):  
   

   
The information captioned “Beneficial Ownership of Common Stock by Directors and Executive Officers” contained in the 

Company’s definitive Proxy Statement for the May 26, 2005 Annual Meeting of Shareholders is incorporated herein by reference.  

1             Shares issued pursuant to the LTIP do not include an exercise price, but are payable by the Company when the award criteria are satisfied. If the maximum awards were paid 
pursuant to the performance-based awards outstanding at Dec. 31, 2004, the number of shares shown in column (a) would increase by 59,000 shares and the number of shares shown in 
column (c) would decrease by 59,000 shares.  
2             At the participant’s election, deferred amounts may be credited to either a “cash account” or a Company “stock account.” If deferred amounts are credited to stock accounts, such 
accounts are credited with a number of shares based on the purchase price of the Common Stock on the next purchase date under the Company’s Dividend Reinvestment and Stock Purchase 
Plan, and such accounts are credited with additional shares based on the deemed reinvestment of dividends. At the election of the participant, deferred balances in the stock accounts are 
payable after termination of Board service or employment in a lump sum, in installments over a period not to exceed 10 years in the case of the DDCP, or 15 years in the case of the EDCP, 
or in a combination of lump sum and installments. The Company has contributed Common Stock to the trustee of the Umbrella Trust such that the Umbrella Trust holds the number of shares 
of Common Stock equal to the number of shares credited to all participants’ stock accounts. Effective Jan. 1, 2005, the EDCP and DDCP were replaced by the Deferred Compensation Plan 
for Directors and Executives.  
3             The material features of this plan are more particularly described in Note 4 to the Consolidated Financial Statements included in this report.  
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ITEM 12.        SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT 

    (a)   (b)   (c) 

Plan Category  
  

Number of securities 
 

to be issued upon  
exercise of  

outstanding options, 
warrants and rights  

  

Weighted-average  
exercise price of  

outstanding options, 
 

warrants and rights 
  

Number of securities  
remaining available for 

 
future issuance under  
equity compensation  

plans (excluding  
securities reflected in  

column (a))  

Equity compensation plans  
approved by security holders:                

Long-Term Incentive Plan                

(LTIP) (Target Award) 1    64,000     N/A   436,000 

Restated Stock Option Plan    431,470   $ 28.38   1,659,470 

Employee Stock Purchase Plan    32,006   $ 26.90   75,505 

Equity compensation plans not  
approved by security holders:                

Executive Deferred Compensation  
Plan (EDCP) 2    8,893     N/A   N/A 

Directors Deferred Compensation  
Plan (DDCP) 2    88,121     N/A   N/A 

Non-Employee Directors Stock  
Compensation Plan 3    N/A     N/A   N/A 

            

Total    624,490         2,170,975 
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The information captioned “Certain Relationships and Related Transactions” in the Company’s definitive Proxy Statement for the 

May 26, 2005 Annual Meeting of Shareholders is hereby incorporated by reference.  
   

   
The information captioned “Selection of Registered Independent Public Accounting Firm” in the Company’s definitive Proxy 

Statement for the May 26, 2005 Annual Meeting of Shareholders is hereby incorporated by reference.  
   
   

PART IV  
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ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS 

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES 

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES 

  (a) The following documents are filed as part of this report: 

  1. A list of all Financial Statements and Supplemental Schedules is incorporated by reference to Item 8. 

  2. List of Exhibits filed: 

       Reference is made to the Exhibit Index commencing on page 111. 
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SIGNATURES  
   

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly caused this report 
to be signed on its behalf by the undersigned, thereunto duly authorized.  
   

   
Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons on 

behalf of the registrant and in the capacities and on the date indicated.  
   

    NORTHWEST NATURAL GAS COMPANY  

Date: March 1, 2005  
  

By:  
  

  /s/ Mark S. Dodson  

  

      

Mark S. Dodson, President  
and Chief Executive Officer  

SIGNATURE    TITLE    DATE 
  /s/ Mark S. Dodson  

   Principal Executive Officer and Director     March 1, 2005 
Mark S. Dodson, President and Chief Executive Officer            

  /s/ David H. Anderson  
   Principal Financial Officer     March 1, 2005 

David H. Anderson  
Senior Vice President and Chief Financial Officer            

  /s/ Stephen P. Feltz  
   Principal Accounting Officer     March 1, 2005 

Stephen P. Feltz  
Treasurer and Controller                

  /s/ Timothy P. Boyle  
   Director    )      

Timothy P. Boyle         )      
         )      

  /s/ Martha L. Byorum  
   Director    )      

Martha L. Byorum         )      
         )      

  /s/ John D. Carter  
   Director    )      

John D. Carter         )      
         )      

  /s/ C. Scott Gibson  
   Director    )      

C. Scott Gibson         )      
         )      

  /s/ Tod R. Hamachek  
   Director    )      

Tod R. Hamachek         )      
         )      

  /s/ Randall C. Papé  
   Director    )    March 1, 2005 

Randall C. Papé         )      
         )      

  /s/ Richard G. Reiten  
   Director    )      

Richard G. Reiten         )      
         )      
   

   Director    )      

Kenneth Thrasher         )      
         )      

  /s/ Russell F. Tromley  
   Director    )      

Russell F. Tromley         )      
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         )      

  /s/ Richard L. Woolworth  
   Director    )      

Richard L. Woolworth                
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EXHIBIT INDEX  
To  

Annual Report on Form 10-K  
For Fiscal Year Ended  

Dec. 31, 2004  
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Exhibit Number 
 

  

Document  

* 3a. 

  

Restated Articles of Incorporation, as filed and effective June 24, 1988 and amended December 
8, 1992, December 1, 1993 and May 27, 1994 (incorporated herein by reference to Exhibit 3a. to 
Form 10-K for 1994, File No. 0-994). 

*3b. 
  

Bylaws as amended July 22, 2004 (incorporated herein by reference to Exhibit 3 to Form 10-Q 
for quarter ended June 30, 2004, File No. 1-15973). 

*4a. 

  

Copy of Mortgage and Deed of Trust, dated as of July 1, 1946, to Bankers Trust and R. G. Page 
(to whom Stanley Burg is now successor), Trustees (incorporated herein by reference to Exhibit 
7(j) in File No. 2-6494); and copies of Supplemental Indentures Nos. 1 through 14 to the 
Mortgage and Deed of Trust, dated respectively, as of June 1, 1949, March 1, 1954, April 1, 
1956, February 1, 1959, July 1, 1961, January 1, 1964, March 1, 1966, December 1, 1969, April 
1, 1971, January 1, 1975, December 1, 1975, July 1, 1981, June 1, 1985 and November 1, 1985 
(incorporated herein by reference to Exhibit 4(d) in File No. 33-1929); Supplemental Indenture 
No. 15 to the Mortgage and Deed of Trust, dated as of July 1, 1986 (filed as Exhibit 4(c) in File 
No. 33-24168); Supplemental Indentures Nos. 16, 17 and 18 to the Mortgage and Deed of Trust, 
dated, respectively, as of November 1, 1988, October 1, 1989 and July 1, 1990 (incorporated 
herein by reference to Exhibit 4(c) in File No. 33-40482); Supplemental Indenture No. 19 to the 
Mortgage and Deed of Trust, dated as of June 1, 1991 (incorporated herein by reference to 
Exhibit 4(c) in File No. 33-64014); and Supplemental Indenture No. 20 to the Mortgage and 
Deed of Trust, dated as of June 1, 1993 (incorporated herein by reference to Exhibit 4(c) in File 
No. 33-53795). 

*4d. 

  

Copy of Indenture, dated as of June 1, 1991, between the Company and Bankers Trust Company, 
Trustee, relating to the Company’s Unsecured Medium-Term Notes (incorporated herein by 
reference to Exhibit 4(e) in File No. 33-64014). 

*4e. 

  

Officers’ Certificate dated June 12, 1991 creating Series A of the Company’s Unsecured 
Medium-Term Notes (incorporated herein by reference to Exhibit 4e. to Form 10-K for 1993, 
File No. 0-994). 

*4f. 

  

Officers’ Certificate dated June 18, 1993 creating Series B of the Company’s Unsecured 
Medium-Term Notes (incorporated herein by reference to Exhibit 4f. to Form 10-K for 1993, 
File No. 0-994). 

*4f.(1) 

  

Officers’ Certificate dated January 17, 2003 relating to Series B of the Company’s Unsecured 
Medium-Term Notes and supplementing the Officers’ Certificate dated June 18, 1993 
(incorporated herein by reference to Exhibit 4f.(1) to Form 10-K for 2002, File No. 0-994). 



Table of Contents  

   
112  

*4g. 

  

Rights Agreement, dated as of February 27, 1996, between the Company and Boatmen’s Trust 
Company (American Stock Transfer & Trust Company, successor), which includes as Exhibit A thereto 
the form of a Right Certificate and as Exhibit B thereto the Summary of Rights to Purchase Common 
Shares (incorporated herein by reference to Exhibit 1 to Form 8-A, dated February 27, 1996, File No. 0-
994). 

*4h. 

  

Amendment No. 1, dated October 5, 2001, to Rights Agreement, dated February 27, 1996, between the 
Company and Boatmen’s Trust Company (American Stock Transfer & Trust Company, successor) 
(incorporated herein by reference to Exhibit 4 to Form 10-Q for quarter ended September 30, 2001, File 
No. 0-994). 

*4i. 

  

Form of Credit Agreement between Northwest Natural Gas Company and each of J.P. Morgan Chase 
Bank, U.S. Bank National Association, Bank of America N.A. and Wells Fargo Bank, dated as of 
October 1, 2004, including Form of Note (incorporated herein by reference to Exhibit 10.1 to Form 8-K 
dated October 7, 2004, File No. 1-15973). 

*4j. 

  

Distribution Agreement, dated September 28, 2004, among the Company, Merrill Lynch, Pierce Fenner 
& Smith Incorporated, UBS Securities LLC, J.P. Morgan Securities Inc. and Piper Jaffray & Co. 
(incorporated herein by reference to Exhibit 1.1 to Form 8-K dated October 4, 2004, File No. 1-15973). 

*4k. 
  

Form of Secured Medium-Term Notes, Series B (incorporated herein by reference to Exhibit 4.1 to 
Form 8-K dated October 4, 2004, File No. 1-15973). 

*4l. 
  

Form of Unsecured Medium-Term Notes, Series B (incorporated herein by reference to Exhibit 4.2 to 
Form 8-K dated October 4, 2004, File No. 1-15973). 

*10j. 
  

Transportation Agreement, dated June 29, 1990, between the Company and Northwest Pipeline 
Corporation (incorporated herein by reference to Exhibit 10j. to Form 10-K for 1993, File No. 0-994). 

*10j.(1) 

  

Replacement Firm Transportation Agreement, dated July 31, 1991, between the Company and 
Northwest Pipeline Corporation (incorporated herein by reference to Exhibit 10j.(2) to Form 10-K for 
1992, File No. 0-994). 

*10j.(2) 

  

Firm Transportation Service Agreement, dated November 10, 1993, between the Company and Pacific 
Gas Transmission Company (incorporated herein by reference to Exhibit 10j.(2) to Form 10-K for 1993, 
File No. 0-994). 

*10j.(3) 
  

Service Agreement, dated June 17, 1993, between Northwest Pipeline Corporation and the Company 
(incorporated herein by reference to Exhibit 10j.(3) to Form 10-K for 1994, File No. 0-994). 

*10j.(5) 

  

Firm Transportation Service Agreement, dated June 22, 1994, between Pacific Gas Transmission 
Company and the Company (incorporated herein by reference to Exhibit 10j.(5) to Form 10-K for 1995, 
File No. 0-994). 

*10j.(6) 

  

Firm Service Agreement between the Company and Westcoast Energy Inc., dated as of April 1, 2003 
(incorporated herein by reference to Exhibit 10 to Form 10-Q for quarter ended March 31, 2003, File 
No. 0-994). 
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11   Statement re computation of per share earnings. 

12   Statement re computation of ratios of earnings to fixed charges. 

23   Consent of PricewaterhouseCoopers LLP. 

31.1 
  

Certification of Principal Executive Officer Pursuant to Rule 13a-14(a)/15-d-14(a), Section 302 of the 
Sarbanes-Oxley Act of 2002. 

31.2 
  

Certification of Principal Financial Officer Pursuant to Rule 13a-14(a)/15-d-14(a), Section 302 of the 
Sarbanes-Oxley Act of 2002. 

32.1 
  

Certification of Principal Executive Officer and Principal Financial Officer Pursuant to Section 906 of 
the Sarbanes-Oxley Act of 2002. 

Executive Compensation Plans and Arrangements: 

*10b. 
  

Executive Supplemental Retirement Income Plan (2004 Restatement) (incorporated herein by reference 
to Exhibit 10.2 to Form 8-K dated September 28, 2004, File No. 1-15973). 

*10b.(1) 
  

Supplemental Executive Retirement Plan, effective September 1, 2004 (incorporated herein by 
reference to Exhibit 10.1 to Form 8-K dated December 20, 2004, File No. 1-15973). 

10b.(2)   Northwest Natural Gas Company Supplemental Trust, effective January 1, 2005. 

10b.(3) 

  

Northwest Natural Gas Company Umbrella Trust for Directors, effective January 1, 1991, Restated as 
of December 1, 2001; Amendment No. 1 to Umbrella Trust for Directors, effective February 27, 2003; 
and Amendment No. 2 to Umbrella Trust for Directors, effective February 24, 2005. 

10b.(4) 

  

Northwest Natural Gas Company Umbrella Trust for Executives, effective January 1, 1988, Restated as 
of January 1, 2001; Amendment No. 1 to Umbrella Trust for Executives, effective February 27, 2003; 
and Amendment No. 2 to Umbrella Trust for Executives, effective February 24, 2005. 

*10 c. 
  

Restated Stock Option Plan, as amended effective May 23, 2002 (incorporated herein by reference to 
Exhibit 10(a) to Form 10-Q for quarter ended September 30, 2002, File No. 0-994). 

*10e. 
  

Executive Deferred Compensation Plan, effective as of January 1, 1987, Restated as of January 1, 2003 
(incorporated herein by reference to Exhibit 10 e. to Form 10-K for 2002, File No. 0-994). 

*10f. 
  

Directors Deferred Compensation Plan, effective June 1, 1981, restated as of February 26, 2004 
(incorporated herein by reference to Exhibit 10f. to Form 10-K for 2003, File No. 0-994). 

*10f.(1) 
  

Deferred Compensation Plan for Directors and Executives effective January 1, 2005 (incorporated 
herein by reference to Exhibit 10.1 to Form 8-K dated November 17, 2004, File No. 1-15973). 

*10g. 
  

Form of Indemnity Agreement as entered into between the Company and each director and executive 
officer (incorporated herein by reference to Exhibit 10g. to Form 10-K for 1988, File No. 0-994). 
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*10i. 
  

Non-Employee Directors Stock Compensation Plan, as amended effective January 1, 2005 (incorporated 
herein by reference to Exhibit 10.1 to Form 8-K dated September 28, 2004, File No. 1-15973). 

10i-1 
  

Summary of waiver of forfeiture provisions of Non-Employee Directors Stock Compensation Plan for a 
deceased director. 

*10k. 
  

Executive Annual Incentive Plan, effective January 1, 2003 (incorporated herein by reference to Exhibit 
10 k. to Form 10-K for 2002, File No. 0-994) 

*10n. 
  

Summary of Compensation Arrangements for Chairman of the Board, March 1, 2003 – February 28, 
2005 (incorporated herein by reference to Exhibit 10n.-3 to Form 10-K for 2002, File No. 0-994). 

*10o. 

  

Form of amended and restated executive change in control severance agreement as entered into between 
the Company and each executive officer (incorporated herein by reference to Exhibit 10(a) to Form 10-Q 
for the quarter ended June 30, 2001, File No. 0-994). 

*10o.(1) 

  

Form of change in control letter agreement as entered into between the Company and each executive 
officer (incorporated herein by reference to Exhibit 10(a) to Form 10-Q for the quarter ended September 
30, 2001, File No. 0-994). 

*10p. 

  

Employment Agreement dated July 2, 1997, between the Company and an executive officer 
(incorporated herein by reference to Exhibit 10(a) for Form 10-Q for the quarter ended September 30, 
1997, File No. 0-994). 

*10p.-1 

  

Amendment dated December 18, 1997 to employment agreement dated July 2, 1997, between the 
Company and an executive officer (incorporated herein by reference to Exhibit 10p.-1 to Form 10-K for 
1997, File No. 0-994). 

*10p.-2 

  

Amendment dated September 24, 1998 to employment agreement dated July 2, 1997, as previously 
amended, between the Company and an executive officer (incorporated herein by reference to Exhibit 10
(g) to Form 10-Q for the quarter ended September 30, 1998, File No. 0-994). 

*10p.-3 
  

Employment Agreement dated December 20, 2002, between the Company and an executive officer 
(incorporated herein by reference to Exhibit 10p.-3 to Form 10-K for 2002, File No. 0-994). 

*10r. 

  

Employment agreement dated May 11, 1999, between the Company and an executive officer 
(incorporated herein by reference to Exhibit 10 to Form 10-Q for the quarter ended June 30, 1999, File 
No. 0-994). 

*10v. 

  

Northwest Natural Gas Company Long-Term Incentive Plan, as amended and restated effective July 26, 
2001 (incorporated herein by reference to Exhibit 10(c) to Form 10-Q for the quarter ended June 30, 
2001, File No. 0-994). 

*10x. 

  

Form of Restricted Stock Bonus Agreement as entered into between the Company and certain executive 
officers (incorporated herein by reference to Exhibit 10.3 to Form 8-K dated September 28, 2004, File 
No. 1-15973). 
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The Company agrees to furnish the Commission, upon request, a copy of certain instruments defining rights of holders of long-term 
debt of the Company or its consolidated subsidiaries which authorize securities thereunder in amounts which do not exceed 10% of 
the total assets of the Company.  

   

   

*10y.(1) 

  

Retirement Agreement and Mutual Release of All Claims dated June 25, 2004 entered into between a 
former executive officer and the Company (incorporated herein by reference to Exhibit 10 to Form 10-
Q for the quarter ended June 30, 2004, File No. 1-15973). 

*10y.(2) 

  

Amendment to Retirement Agreement and Mutual Release of All Claims between a former executive 
officer and the Company dated October 19, 2004 (incorporated herein by reference to Exhibit 10 to 
Form 10-Q for the quarter ended September 30, 2004, File No. 1-15973). 

*10z.(1) 
  

Summary of non-employee director compensation, effective Jan. 1, 2005 (incorporated herein by 
reference to Exhibit 10.1 to Form 8-K dated Feb. 11, 2005, File No. 1-15973). 

10z.(2)   Summary of 2005 compensation for named executive officers. 

*Incorporated herein by reference as indicated  
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NORTHWEST NATURAL GAS COMPANY  
   

SUPPLEMENTAL TRUST  
   

(a) This Agreement made this first day of January 2005, by and between Northwest Natural Gas Company (the “Company”) and 
Wachovia Bank, National Association (the “Trustee”);  
   

(b) WHEREAS, the Company has adopted the nonqualified deferred compensation plans listed in Appendix A (the “Plans”).  
   

(c) WHEREAS, the Company has incurred or expects to incur liability under the terms of such Plans with respect to the individuals 
participating in such Plans;  
   

(d) WHEREAS, the Company wishes to establish a trust (the “Trust”) and to contribute to the Trust assets that shall be held therein, 
subject to the claims of the Company’s creditors in the event of the Company’s Insolvency, as herein defined, until paid to Plan participants 
and their beneficiaries in such manner and at such times as specified in the Plans.  
   

(e) WHEREAS, it is the intention of the parties that this Trust shall constitute an unfunded arrangement and shall not affect the status of 
the Plans as unfunded plans maintained for the purpose of providing deferred compensation for a select group of management or highly 
compensated employees for purposes of Title I of the Employee Retirement Income Security Act of 1974;  
   

(f) WHEREAS, it is the intention of the Company to make contributions to the Trust to provide itself with a source of funds to assist it in 
the meeting of its liabilities under the Plans;  
   
NOW, THEREFORE, the parties do hereby establish the Trust and agree that the Trust shall be comprised, held and disposed of as follows:  
   
Section 1. Establishment of Trust  
   

(a) The Company hereby deposits with the Trustee in trust shares of Northwest Natural Gas Company common stock, which shall 
become the principal of the Trust to be held, administered and disposed of by the Trustee as provided in this Trust Agreement.  
   

(b) The Trust hereby established shall be irrevocable.  
   

(c) The Trust is intended to be a grantor trust, of which the Company is the grantor, within the meaning of subpart E, part I, subchapter J, 
chapter 1, subtitle A of the Internal Revenue Code of 1986, as amended, and shall be construed accordingly.  



(d) The principal of the Trust, and any earnings thereon shall be held separate and apart from other funds of the Company and shall be 
used exclusively for the uses and purposes of Plan participants and general creditors as herein set forth. Plan participants and their beneficiaries 
shall have no preferred claim on, or any beneficial ownership interest in, any assets of the Trust. Any rights created under the Plans and this 
Trust document shall be mere unsecured contractual rights of Plan participants and their beneficiaries against the Company. Any assets held by 
the Trust will be subject to the claims of the Company’s general creditors under federal and state law in the event of Insolvency, as defined in 
Section 3(a) herein.  
   

(e) The Company, in its sole discretion, may at any time, or from time to time, make additional deposits of cash or other property in trust 
with the Trustee to augment the principal to be held, administered and disposed of by the Trustee as provided in this Trust Agreement. Neither 
the Trustee nor any Plan participant or beneficiary shall have any right to compel such additional deposits.  
   
Section 2. Payments to Plan Participants and Their Beneficiaries.  
   

(a) With respect to any benefit payments due to participants and beneficiaries under the Plans, the Company may make such payments 
and the Trustee shall, upon request of the Company either before or within 30 days after the payment date and upon receipt of evidence of such 
payments satisfactory to the Trustee, reimburse the Company from the Trust for such payments. Upon the direction of the Company, the 
Trustee shall pay benefits owed under a Plan. All such payments shall come from the applicable Subtrust (as defined in Section 5(a) hereof). If 
the principal of a Subtrust, and any earnings thereon, are not sufficient to make payments of benefits in accordance with the terms of the Plans, 
the Company shall make the balance of each such payment as it falls due. The Trustee shall notify the Company where principal and earnings 
are not sufficient. When the Company makes payments to participants and beneficiaries, the Company shall make any required income tax 
withholding and reporting, and shall pay amounts withheld to taxing authorities.  
   

(b) Prior to a Change in Control (as defined in Section 13(d) hereof), the entitlement of a Plan participant or his or her beneficiaries to 
benefits under the Plans shall be determined by the Company or such party as it shall designate under the Plans, and any claim for such benefits 
shall be considered and reviewed under the procedures set out in the Plans.  
   

(c) Upon a Change in Control, the Company shall deliver to the Trustee a schedule (the “Payment Schedule”) that indicates the amounts 
payable in respect of each Plan participant (and his or her beneficiaries), that provides a formula or other instructions acceptable to the Trustee 
for determining the amounts so payable, the form in which such amount is to be paid (as provided for or available under the Plans), and the 
time of commencement for payment of such amounts. After the Change in Control, the Trustee shall make payments upon application by the 
Plan participants and their beneficiaries from the applicable Subtrust in accordance with such Payment Schedule. The Trustee shall make 
provision for the reporting and withholding of any federal, state or local taxes that may be required to be withheld with respect to the payment 
of benefits pursuant to the terms of the Plans and shall pay amounts withheld to the appropriate taxing authorities or determine that such 
amounts have been reported, withheld and paid by the  
   

2  



Company. After the occurrence of a Change in Control, a participant or beneficiary may apply for payment of a Plan benefit by the Company 
under the procedures for benefit claims provided in the Plan or may apply for payment by the Trustee in accordance with the Payment 
Schedule.  
   
Section 3. Trustee Responsibility Regarding Payments to Trust Beneficiary when Company Is Insolvent.  
   

(a) The Trustee shall cease payment of benefits to Plan participants and their beneficiaries if the Company is Insolvent. The Company 
shall be considered “Insolvent” for purposes of this Trust Agreement if:  
   

(1) the Company is unable to pay its debts as they become due, or  
   

(2) the Company is subject to a pending proceeding as a debtor under the United States Bankruptcy Code.  
   

(b) At all times during the continuance of this Trust, as provided in Section 1(d) hereof, the principal and income of the Trust shall be 
subject to claims of general creditors of the Company under federal and state law as set forth below.  
   

(1) The Board of Directors and the Chief Executive Officer of the Company shall have the duty to inform the Trustee in writing of 
the Company’s Insolvency. If a person claiming to be a creditor of the Company alleges in writing to the Trustee that the Company has 
become Insolvent, the Trustee shall determine whether the Company is Insolvent and, pending such determination, the Trustee shall 
discontinue payment of benefits to Plan participants or their beneficiaries.  

   
(2) Unless the Trustee has actual knowledge of the Company’s Insolvency, or has received notice from the Company or a person 

claiming to be a creditor alleging that the Company is Insolvent, the Trustee shall have no duty to inquire whether the Company is 
Insolvent. The Trustee may in all events rely on such evidence concerning the Company’s solvency as may be furnished to the Trustee 
and that provides the Trustee with a reasonable basis for making a determination concerning the Company’s solvency.  

   
(3) If at any time the Trustee has determined that the Company is Insolvent, the Trustee shall discontinue payments to Plan 

participants or their beneficiaries and shall hold the assets of the Trust for the benefit of the Company’s general creditors. Nothing in this 
Trust Agreement shall in any way diminish any rights of Plan participants or their beneficiaries to pursue their rights as general creditors 
of the Company with respect to benefits due under the Plans or otherwise.  

   
(4) The Trustee shall resume the payment of benefits to Plan participants or their beneficiaries in accordance with Section 2 of the 

Trust Agreement only after the Trustee has determined that the Company is not Insolvent (or is no longer Insolvent).  
   

(c) Provided that there are sufficient assets, if the Trustee discontinues the payment of benefits from the Trust pursuant to Section 3(b) 
hereof and subsequently resumes such payments,  
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the first payment following such discontinuance shall include the aggregate amount of all payments due to Plan participants or their 
beneficiaries under the terms of the Plans for the period of such discontinuance, less the aggregate amount of any payments made to Plan 
participants or their beneficiaries by the Company in lieu of the payments provided for hereunder during any such period of discontinuance.  
   
Section 4. Payments to Company.  
   

(a) Except as provided in Sections 2(a), 3, and 4(b) hereof, after the Trust has become irrevocable, the Company shall have no right or 
power to direct the Trustee to return to the Company or to divert to others any of the Trust assets before all benefits have been paid to Plan 
participants and their beneficiaries pursuant to the terms of the Plans and all fees and expenses of this Trust have been paid.  
   

(b) In the event any Subtrust holds Excess Assets, the Company may direct the Trustee to return part or all of the Excess Assets to the 
Company. “Excess Assets” are assets of the Subtrust exceeding 125 percent of the present value of all the benefits owed to participants and 
beneficiaries under the Plan funded through that Subtrust. For purposes of this 4(b), the present value of benefits owed to participants and 
beneficiaries under a Plan with individual accounts shall be the total value of those accounts. The present value of benefits owed to participants 
and beneficiaries under a Plan without individual accounts shall be calculated on the basis of assumptions with respect to interest, mortality, 
and other factors selected by the actuarial firm engaged by the Company from time to time to provide valuations of the Plan for financial 
reporting purposes. After a Change in Control, the assumptions shall continue to be selected by the actuarial firm engaged at the time of such 
Change in Control, even though the Company engages a different actuarial firm for subsequent work.  
   
Section 5. Investment Authority.  
   

(a) Contributions to the Trust shall be designated by the Company to one of the Subtrusts described in (1), (2), and (3) below. A 
“Subtrust” shall be accounted for as a separate portion of the Trust assets, and shall include earnings thereon. Assets of different Subtrusts may 
be commingled for investment as long as the value held for each Subtrust is accounted for. Assets generally may not be transferred among 
Subtrusts, except as follows. Assets in a Subtrust for benefits described in (3) shall be transferred to a Subtrust for benefits described in (2) to 
correspond to transfers by participants between investment alternatives under the Plans upon direction from the Company prior to a Change in 
Control or by action of the Trustee without direction after a Change in Control. The Subtrusts are established to fund:  
   

(1) Benefits owed under Plans that are do not have individual accounts.  
   

(2) Benefits payable in Company common stock under Plans that have individual accounts.  
   

(3) Benefits not described in (2) that are owed under Plans that have individual accounts.  
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Upon a Change in Control, a new separate Subtrust for each category of benefit described in (1), (2), and (3) shall be established for 
participants who are not covered by the Plans at the time of the Change in Control and their beneficiaries. The new Subtrust shall hold only 
contributions designated to it by the Company or transferred from a parallel new Subtrust under this Section 5(a), and earnings thereon.  
   

(b) Prior to a Change in Control, the Company shall have the right, subject to this Section 5(b), to direct the Trustee with respect to 
investments.  
   

(1) The Company may at any time direct the Trustee to segregate all or a portion of any Subtrust in a separate investment account or 
accounts and may appoint one or more investment managers and/or an investment committee established by the Company to direct the 
investment and reinvestment of each such investment account or accounts. In such event, the Company shall notify the Trustee of the 
appointment of each such investment manager and/or investment committee. No such investment manager shall be related, directly or 
indirectly, to the Company, but members of the investment committee may be employees of the Company.  

   
(2) Thereafter (until a Change in Control), the Trustee shall make every sale or investment with respect to such investment account 

as directed in writing by the investment manager or investment committee. It shall be the duty of the Trustee to act strictly in accordance 
with each direction. The Trustee shall be under no duty to question any such direction of the investment manager or investment 
committee, to review any securities or other property held in such investment account or accounts acquired by it pursuant to such 
directions or to make any recommendations to the investment managers or investment committee with respect to such securities or other 
property.  

   
(3) Notwithstanding the foregoing, the Trustee, without obtaining prior approval or direction from an investment manager or 

investment committee, shall invest cash balances held by it from time to time in short term cash equivalents including, but not limited to, 
through the medium of any short term common, collective or commingled trust fund established and maintained by the Trustee subject to 
the instrument establishing such trust fund, U.S. Treasury Bills, commercial paper (including such forms of commercial paper as may be 
available through the Trustee’s Trust Department), certificates of deposit (including certificates issued by the Trustee in its separate 
corporate capacity), and similar type securities, with a maturity not to exceed one year; and, furthermore, sell such short term investments 
as may be necessary to carry out the instructions of an investment manager or investment committee regarding more permanent type 
investments and directed distributions.  

   
(4) The Trustee shall neither be liable nor responsible for any loss resulting to the Trust assets by reason of any sale or purchase of 

an investment directed by an investment manager or investment committee nor by reason of the failure to take any action with respect to 
any investment which was acquired pursuant to any such direction in the absence of further directions of such investment manager or 
investment committee.  
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(c) Following a Change in Control, the Trustee shall have the sole and absolute discretion in the management of the Trust assets. In 
investing the Trust assets, the Trustee shall consider:  
   

(1) the needs of the Plans;  
   

(2) the need for matching of the Trust assets with the liabilities of the Plans; and  
   

(3) the duty of the Trustee to act solely in the best interests of the participants and their beneficiaries.  
   

(d) The Trustee shall have the right, in its sole discretion, to delegate its investment responsibility to an investment manager who may be 
an affiliate of the Trustee. In the event the Trustee shall exercise this right, the Trustee shall remain, at all times responsible for the acts of an 
investment manager. The Trustee shall have the right to purchase an insurance policy or an annuity to fund the benefits of the Plans.  
   

(e) The Company shall have the right at any time, and from time to time in its sole discretion, to substitute assets (other than securities 
issued by the Trustee or the Company) of equal fair market value for any asset held by the Trust. This right is exercisable by the Company in a 
nonfiduciary capacity without the approval or consent of any person in a fiduciary capacity; provided, however, that, following a Change in 
Control, no such substitution shall be permitted unless the Trustee determines that the fair market values of the substituted assets are equal.  
   
Section 6. Disposition of Income.  
   

During the term of the Trust, all income received by the Trust, net of expenses and taxes, shall be accumulated and reinvested.  
   
Section 7. Accounting by Trustee.  
   

The Trustee shall keep accurate and detailed records of all investments, receipts, disbursements, and all other transactions required to be 
made, including such specific records as shall be agreed upon in writing between the Company and the Trustee. Within 45 days following the 
close of each calendar year and within 45 days after the removal or resignation of the Trustee, the Trustee shall deliver to the Company a 
written account of its administration of the Trust during such year or during the period from the close of the last preceding year to the date of 
such removal or resignation, setting forth all investments, receipts, disbursements and other transactions effected by it, including a description 
of all securities and investments purchased and sold with the cost or net proceeds of such purchases or sales (accrued interest paid or receivable 
being shown separately), and showing all cash, securities and other property held in the Trust at the end of such year or as of the date of such 
removal or resignation, as the case may be.  
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Section 8. Responsibility of Trustee.  
   

(a) The Trustee shall act with the care, skill, prudence and diligence under the circumstances then prevailing that a prudent person acting 
in like capacity and familiar with such matters would use in the conduct of an enterprise of a like character and with like aims, provided, 
however, that the Trustee shall incur no liability to any person for any action taken pursuant to a direction, request or approval given by the 
Company which is contemplated by, and in conformity with, the terms of the Plans or this Trust and is given in writing by the Company. In the 
event of a dispute between the Company and a party, the Trustee may apply to a court of competent jurisdiction to resolve the dispute .  
   

(b) If the Trustee undertakes or defends any litigation arising in connection with this Trust or to protect a participant’s or beneficiary’s 
rights under the Plans, the Company agrees to indemnify the Trustee against the Trustee’s costs, reasonable expenses and liabilities (including, 
without limitation, attorneys’ fees and expenses) relating thereto and to be primarily liable for such payments. If the Company does not pay 
such costs, expenses and liabilities in a reasonably timely manner, the Trustee may obtain payment from the Trust.  
   

(c) Prior to a Change in Control, the Trustee may consult with legal counsel (who may also be counsel for the Company generally) with 
respect to any of its duties or obligations hereunder. Following a Change in Control, the Trustee shall select independent legal counsel and may 
consult with counsel or other persons with respect to its duties and with respect to the rights of participants or their beneficiaries under the 
Plans.  
   

(d) The Trustee may hire agents, accountants, actuaries, investment advisors, financial consultants or other professionals to assist it in 
performing any of its duties or obligations hereunder and may rely on any determinations made by such agents and information provided to it 
by the Company.  
   

(e) The Trustee shall have, without exclusion, all powers conferred on the Trustee by applicable law, unless expressly provided otherwise 
herein, provided, however, that if an insurance policy is held as an asset of the Trust, the Trustee shall have no power prior to a Change in 
Control to name a beneficiary of the policy other than the Trust, to assign the policy (as distinct from conversion of the policy to a different 
form) other than to a successor Trustee, or to loan to any person the proceeds of any borrowing against such policy.  
   

(f) Notwithstanding any powers granted to the Trustee pursuant to this Trust Agreement or to applicable law, the Trustee shall not have 
any power that could give this Trust the objective of carrying on a business and dividing the gains therefrom, within the meaning of section 
301.7701-2 of the Procedure and Administrative Regulations promulgated pursuant to the Internal Revenue Code.  
   
Section 9. Compensation and Expenses of Trustee.  
   

The Trustee shall be reimbursed for all expenses and shall be paid a reasonable fee fixed by it from time to time. No increase in the fee 
shall be effective before 90 days after the Trustee  
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gives notice to the Company of the increase. The Company shall pay the Trustee’s fees and expenses. If not so paid, the Trustee shall take 
payment of the fees and expenses from the Trust assets, which shall be charged to the Subtrusts in proportion to the assets held in each. The 
Company shall reimburse the Trust for any fees and expenses paid out of it.  
   
Section 10. Resignation and Removal of Trustee.  
   

(a) Prior to a Change in Control, the Trustee may resign at any time by written notice to the Company, which shall be effective 60 days 
after receipt of such notice unless the Company and the Trustee agree otherwise. After a Change in Control, the Trustee may resign only after 
the appointment of a successor Trustee.  
   

(b) The Trustee may be removed by the Company on 60 days notice or upon shorter notice accepted by the Trustee prior to a Change in 
Control. After a Change in Control, the Trustee may only be removed by the Company with written consent from the number of participants 
described in Section 12(a)(1).  
   

(c) If the Trustee seeks to resign or is removed after a Change in Control, a successor Trustee that qualifies under Section 11(a) shall be 
selected by one of the following:  
   

(1) The Trustee;  
   

(2) The Company, if written consent for the removal was given by the number of participants described in Section 12(a)(1); or  
   

(3) Upon Trustee application, by a court of competent jurisdiction.  
   

(d) Upon resignation or removal of the Trustee and appointment of a successor Trustee, all assets shall subsequently be transferred to the 
successor Trustee. The transfer shall be completed within 60 days after receipt of notice of resignation, removal or transfer, unless the 
Company extends the time limit.  
   

(e) If the Trustee resigns or is removed before any Change in Control, the Company shall appoint a successor in accordance with Section 
11 hereof, by the effective date of resignation or removal. If no such appointment has been made, the Trustee may apply to a court of 
competent jurisdiction for appointment of a successor or for instructions. All expenses of the Trustee in connection with the proceeding shall be 
allowed as administrative expenses of the Trust.  
   
Section 11. Appointment of Successor.  
   

(a) Any third party, such as a bank trust department or other party that may be granted corporate trustee powers under state law and that 
has total assets in excess of $50 million, may be appointed as a successor to replace the Trustee upon resignation or removal. The appointment 
shall be effective when accepted in writing by the new Trustee, who shall have all of the rights and powers of the former Trustee, including 
ownership rights in the Trust assets. The former Trustee shall execute any instrument necessary or reasonably requested by the Company or the 
successor Trustee to evidence the transfer.  
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(b) The successor trustee need not examine the records and acts of any prior Trustee and may retain or dispose of existing Trust assets, 
subject to Sections 7 and 8 hereof. The successor Trustee shall not be responsible for and the Company shall indemnify and defend the 
successor Trustee from any claim or liability resulting from any action or inaction of any prior Trustee or from any other past event, or any 
condition existing at the time it becomes successor Trustee.  
   
Section 12. Amendment or Termination.  
   

(a) This Trust Agreement may be amended by a written instrument executed by the Trustee and the Company in accordance with any of 
the following:  
   

(1) A written consent to the amendment is given by participants who constitute a majority in number of all the participants in the 
Plans and who are owed at least two-thirds of the present value of the accrued benefits under the Plans.  

   
(2) The amendment will not have a material adverse effect on the rights of any participant in the Plans.  

   
(3) The amendment is necessary to comply with any law, regulation, or other legal requirement.  

   
Notwithstanding the foregoing, no such amendment shall conflict with the terms of the Plans or shall make the Trust revocable after it has 
become irrevocable in accordance with Section 1(b) hereof.  
   

(b) The Trust shall not terminate until the date on which Plan participants and their beneficiaries are no longer entitled to benefits 
pursuant to the terms of the Plans. Upon termination of the Trust, any assets remaining in the Trust shall be returned to the Company after all 
fees and expenses of the Trust have been paid.  
   

(c) Upon written approval of all participants and beneficiaries entitled to payment of benefits owed from a Subtrust, the Company may 
terminate that Subtrust prior to the time all benefits owed from the Subtrust have been paid and the assets of that Subtrust shall be returned to 
the Company.  
   
Section 13. Miscellaneous.  
   

(a) Any provision of this Trust Agreement prohibited by law shall be ineffective to the extent of any such prohibition, without 
invalidating the remaining provisions hereof.  
   

(b) Benefits payable to Plan participants and their beneficiaries under this Trust Agreement may not be anticipated, assigned (either at law 
or in equity), alienated, pledged, encumbered or subjected to attachment, garnishment, levy, execution or other legal or equitable process.  
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(c) This Trust Agreement shall be governed by and construed in accordance with the laws of Oregon.  
   

(d) For purposes of this Trust, Change in Control shall mean the occurrence of any of the following events:  
   

(1) The approval by the shareholders of the Company of:  
   

(A) any consolidation, merger or plan of share exchange involving the Company (a “Merger”) as a result of which the holders 
of outstanding securities of the Company ordinarily having the right to vote for the election of directors (“Voting Securities”) 
immediately prior to the Merger do not continue to hold at least 50% of the combined voting power of the outstanding Voting 
Securities of the surviving corporation or a parent corporation of the surviving corporation immediately after the Merger, 
disregarding any Voting Securities issued to or retained by such holders in respect of securities of any other party to the Merger;  

   
(B) any sale, lease, exchange or other transfer (in one transaction or a series of related transactions) of all, or substantially all, 

the assets of the Company; or  
   

(C) the adoption of any plan or proposal for the liquidation or dissolution of the Company;  
   

(2) At any time during a period of two consecutive years, individuals who at the beginning of such period constituted the Board 
(“Incumbent Directors”) shall cease for any reason to constitute at least a majority thereof; provided, however, that the term “Incumbent 
Director” shall also include each new director elected during such two-year period whose nomination or election was approved by two-
thirds of the Incumbent Directors then in office; or  

   
(3) Any Person (as hereinafter defined) shall, as a result of a tender or exchange offer, open market purchases or privately 

negotiated purchases from anyone other than the Company, have become the beneficial owner (within the meaning of Rule 13d-3 under 
the Securities Exchange Act of 1934 (the “Exchange Act”)), directly or indirectly, of Voting Securities representing 20 percent or more of 
the combined voting power of the then outstanding Voting Securities. “Person” shall mean and include any individual, corporation, 
partnership, group, association or other “person,” as such term is used in Section 14(d) of the Exchange Act, other than the Company or 
any employee benefit plan(s) sponsored by the Company.  
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Section 14. Effective Date.  
   

The effective date of this Trust Agreement shall be January 1, 2005.  
   

   
APPENDIX A  

   
List of Plans covered by Northwest Natural Gas Company Supplemental Trust as of January 1, 2005:  

   

NORTHWEST NATURAL GAS COMPANY   WACHOVIA BANK, NATIONAL ASSOCIATION 

By: 
  

/s/ Mark S. Dodson  
  

By: 
  

/s/ John N. Smith III  

Its:   President and Chief Executive Officer   Its:   Senior Vice President 

Date Signed: February 24, 2005    Date Signed: March 1, 2005  

Northwest Natural Gas Company Deferred Compensation Plan for Directors and Executives  
   

Northwest Natural Gas Company Supplemental Executive Retirement Plan  
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NORTHWEST NATURAL GAS COMPANY  

   
UMBRELLA TRUST ™ FOR DIRECTORS  

   
EFFECTIVE JANUARY 1, 1991  

   
RESTATED AS OF DECEMBER 1, 2001  

   

   
The Company has adopted the following plans (the “Plans”) for the benefit of directors of the Company and its affiliates:  

   

NORTHWEST NATURAL GAS COMPANY       

One Pacific Square       

220 N.W. 2nd       

Portland, Oregon 97209     Company 

WACHOVIA BANK, N.A.       

301 North Main Street       

Winston-Salem, North Carolina 27150-3099     Trustee 

Northwest Natural Gas Directors Deferred Compensation Plan (“DDCP”)  
Bylaws Article III, Section 5 on Directors Retirement Benefits (“Retirement Bylaw”)  

   
The Plans are administered by an administrative committee (the “Committee”) appointed by the Company. If the Plans are administered by 
more than one (1) Committee at any time, references in this Trust Agreement to the Committee which relate to a particular Plan shall refer to 
the Committee which administers that Plan, and, if the reference does not relate to a particular Plan, shall refer to all of such Committees. The 
purpose of this trust is to give Plan participants greater security by placing assets in trust for use only to pay benefits or, if the Company 
becomes insolvent, to pay creditors. The trust is intended to be a grantor trust, the income of which is taxable to the Company. No contribution 
to or income of the trust is to be taxable to Plan participants until benefits are distributed to them.  
   

The Company and the original trustee of this trust established this trust effective as of January 1, 1991 pursuant to a Trust Agreement 
dated as of that date. The Company and the Trustee hereby restate this trust effective as of December 1, 2001 on the following terms:  
   

ARTICLE I  
   

Effective Date; Duration  
   

1.01 Effective Date .  
   

This trust shall be effective January 1, 1991. The trust year shall coincide with the Company’s fiscal year, which is the calendar year.  
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1.02 Duration .  
   

1.02-1 This trust shall continue in effect until all the assets of the trust fund are exhausted through distribution of benefits to 
participants, payment to general creditors in the event of insolvency, payment of fees and expenses of the Trustee, and return of 
remaining funding of a Subtrust pursuant to 1.02-2.  

   
1.02-2 Except as provided in 1.03, the trust shall be irrevocable with respect to amounts contributed to it for a Plan until all benefit 

rights covered by the Subtrust for that Plan are satisfied. The Trustee shall then return to the Company any assets remaining in the 
Subtrust for that Plan.  

   
1.02-3 If the existence of this trust is held to be ERISA Funding or Tax Funding by a federal court and appeals from that holding are 

no longer timely or have been exhausted, this trust shall terminate. The Board of Directors of the Company (the “Board”) may also 
terminate this trust if it determines, based on an opinion of legal counsel which is satisfactory to the Trustee, that either (i) judicial 
authority or the opinion of the U.S. Department of Labor, Treasury Department or Internal Revenue Service (as expressed in proposed or 
final regulations, advisory opinions or rulings, or similar administrative announcements) creates a significant risk that the trust will be 
held to be ERISA Funding or Tax Funding, or (ii) ERISA or the Internal Revenue Code (the “Code”) requires the trust to be amended in a 
way that creates a significant risk that the trust will be held to be ERISA Funding or Tax Funding, and failure to so amend the trust could 
subject the Company to material penalties. Upon such determination, the assets of each Subtrust remaining after payment of the Trustee’s 
fees and expenses shall be distributed as follows:  

   
(a) Such assets shall be transferred to a new trust established by the Company which is not deemed to be ERISA Funding or 

Tax Funding, but which is similar in all other respects to this trust, if the Company determines that it is possible to establish such a 
trust.  

   
(b) If the Company determines that it is not possible to establish the trust in (a) above, then the assets shall be distributed to 

the Company if the Written Consent of Participants, as defined in 1.02-6, is obtained for such distribution.  
   

(c) If the Company determines that it is not possible to establish the trust in (a) above and the Written Consent of Participants 
is not obtained to distribute the assets to the Company, then the assets shall be allocated in proportion to the accrued and vested 
benefits of the participants and distributed to them in lump sums. Any assets remaining shall be distributed to the Company.  

   
(d) Notwithstanding the foregoing, the Trustee shall distribute funds to a participant to the extent that a federal court has held 

that the interest of the participant in this trust is includible for federal income tax purposes in the gross income of the participant 
prior to actual payment of Plan benefits to the participant and appeals from that holding are no longer timely or have been 
exhausted. This provision shall also apply to any beneficiary of a participant.  
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1.02-4 This trust is “ERISA Funding” if it prevents any of the Plans from meeting the “unfunded” criterion of the exceptions to 
various requirements of Title I of the Employee Retirement Income Security Act of 1974 (“ERISA”) for plans that are unfunded and 
maintained primarily for the purpose of providing deferred compensation for a select group of management or highly compensated 
employees.  

   
1.02-5 This trust is “Tax Funding” if it causes the interest of a participant in this trust to be includible for federal income tax 

purposes in the gross income of the participant prior to actual payment of Plan benefits to the participant.  
   

1.02-6 “Written Consent of Participants” means, for the purposes of this trust, consent in writing by participants who (i) are a 
majority in number and (ii) have at least sixty-six and two-thirds percent (66-2/3%) in value of the accrued benefits of all participants in 
the Plans which are subject to this trust on the date of such consent.  

   
1.03 Revocability .  

   
1.03-1 This trust shall become irrevocable upon the issuance by the Internal Revenue Service of a private letter ruling establishing 

that its existence and ownership of assets do not cause the benefit rights of participants under the Plans to be taxable currently. If such a 
ruling is denied or if the Internal Revenue Service declines to issue such a ruling, the Company may revoke the trust and take possession 
of all assets held by the Trustee for the trust.  

   
1.03-2 Notwithstanding the provisions of 1.03-1, if any of the events described in 2.01-4 has occurred, the Company may declare 

the trust to be irrevocable.  
   

1.04 Change in Control .  
   

1.04-1 On a Change in Control described in 1.04-2, the trust assets shall be held for participants who had benefit rights under the 
Plans before the Change in Control occurred. If the Company makes contributions for benefits owed to new participants under a Plan 
following a Change in Control, such contributions and any insurance contracts or other assets purchased with them shall be held in a new 
Subtrust separate from the existing Subtrust for previous participants. The existing Subtrust shall cover all the benefits provided by the 
Plan for a previous participant, including benefits accrued after the Change in Control.  

   
1.04-2 A “Change in Control” means the occurrence of any of the following events:  

   
(a) The approval by the shareholders of the Company of a Corporate Transaction;  

   
(b) At any time during a period of two consecutive years, individuals who at the beginning of such period constituted the 

board of directors of the Company (“Incumbent Directors”) shall cease for any reason to constitute at least a majority thereof; 
provided, however, that the term “Incumbent Director” shall also include each new director elected during such two-year period 
whose nomination or election was approved by two-thirds of the Incumbent Directors then in office; or  

   
3  



(c) Any person (as such term is used in Section 14(d) of the Securities Exchange Act of 1934 (the “Act”), other than the 
Company or any employee benefit plan sponsored by the Company) shall, as a result of a tender or exchange offer, open market 
purchases or privately negotiated purchases from anyone other than the Company, have become the beneficial owner (within the 
meaning of Rule 13d-3 under the Act), directly or indirectly, of securities of the Company ordinarily having the right to vote for the 
election of directors (“Voting Securities”) representing twenty percent (20%) or more of the combined voting power of the then 
outstanding Voting Securities.  

   
1.04-3 “Corporate Transaction” means any of the following:  

   
(a) any consolidation, merger or plan of share exchange involving the Company (a “Merger”) in which the Company is not the 

continuing or surviving corporation or pursuant to which shares of Common Stock would be converted into cash, securities or other 
property, other than a Merger involving shares of Common Stock in which the holders of shares of Common Stock immediately 
prior to the Merger have the same proportionate ownership of common stock of the surviving corporation immediately after the 
Merger;  

   
(b) any sale, lease, exchange or other transfer (in one transaction or a series of related transactions) of all, or substantially all, 

the assets of the Company; or  
   

(c) the adoption of any plan or proposal for the liquidation or dissolution of the Company.  
   

ARTICLE II  
   

Trust Fund  
   

2.01 Contributions .  
   

2.01-1 The Company shall contribute to the trust such amounts as the Committee shall reasonably decide are necessary to provide 
for all benefits payable under the Plans in cash (“Cash Benefits”), including amounts to purchase the insurance contracts and to pay 
premiums and loan interest payments, all as described in 2.02-1. The time of payment of such contributions shall be decided by the 
Committee, except as provided in 2.01-3.  

   
2.01-2 If a participant in the DDCP elects under the DDCP to defer shares of common stock of the Company (“Common Stock”) 

awarded to the participant under the Company’s Non-Employee Directors Stock Compensation Plan (the “NEDSCP”), promptly after the 
deferral election becomes irrevocable the Administrator of the NEDSCP shall cause the Common Stock subject to such irrevocable 
deferral to be transferred to the Trustee as a contribution to this trust. The Common Stock so contributed shall nevertheless remain subject 
to forfeiture under the terms of the NEDSCP prior to vesting under the NEDSCP. If a participant in the DDCP elects under the DDCP to 
defer Fees (as defined in the DDCP) into the participant’s Stock Account (as defined in the DDCP), the amount of such Fees deferred to 
the participant’s Stock Account shall be contributed by the Company to the trust at the time that Fees are paid to other directors who do 
not elect to defer the payment of such Fees. As soon as practicable after January 1, 1998, the Company shall contribute to the trust a 
number of shares of Common Stock  

   
4  



equal to the number of shares of Common Stock credited to the Retirement Benefit Accounts (as defined in the DDCP) of all Directors 
under the DDCP.  

   
2.01-3 The Company shall, upon the occurrence of any of the events described in 2.01-4 (“Triggering Event”) and annually 

thereafter if the Triggering Event results in a Change in Control, contribute to the trust the sum of the following:  
   

(a) The present value of the remaining premiums and the interest on any policy loan on insurance contracts held in the trust.  
   

(b) The amount by which the present value of all Cash Benefits payable under the Plans exceeds the value of all trust assets 
other than those required under 2.02-2 or 2.02-3 to be invested in Common Stock or Acquiror Stock. Each participant’s Cash 
Benefit for purposes of calculating present value shall be the highest Cash Benefit the participant would have under the Plan within 
the twenty-four (24) months following the Triggering Event, assuming that no changes are made in the participant’s level of income 
or deferral, that service on the Board continues for twenty-four (24) months at the same rate of compensation, and that the 
participant receives any benefit enhancement provided by the Plans upon a Change in Control. The insurance contracts shall be 
valued at cash surrender value, and other assets of the trust shall be valued at their fair market value.  

   
(c) A reasonable estimate provided by the Trustee of its fees due over the remaining duration of the trust.  

   
Any contribution to the trust under 2.01-3 due to a Triggering Event shall be returned to the Company one (1) year after delivery of 

such contribution to the Trustee unless a Change in Control shall have occurred during such one (1) year period, if the Company requests 
such return within forty-five (45) days after such one (1) year period. If no such request is made within the forty-five (45) day period, 
then, subject to 2.03-1, the contribution shall become a permanent part of the trust fund. The one (1) year period shall start over again in 
the event of and upon the date of any subsequent Potential Change in Control. A “Potential Change in Control” shall include the events 
described in 2.01-4(a) or (b).  

   
2.01-4 The events referred to in 2.01-3 shall include the following:  

   
(a) The Company becomes aware that preliminary or definitive copies of a proxy statement and information statement or other 

information have been filed with the Securities and Exchange Commission pursuant to Rule 14a-6, Rule 14c-5, or Rule 14f-1 under 
the Act relating to a Potential Change in Control of the Company.  

   
(b) The delivery to the Company pursuant to Rule 14d-3 under the Act of a Tender Offer Statement relating to Voting 

Securities of the Company.  
   

(c) The termination of any of the Plans by the Company or any amendment to any of the Plans which would reduce the 
accrued benefits currently provided for under any of such Plans.  
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(d) Failure by the Company to contribute, within sixty (60) days of receipt of a written notice from the Trustee, the full 
amount of any insufficiency in trust assets that is required to pay any benefit that is payable upon a direction from the Committee 
pursuant to 3.02-2.  

   
2.01-5 The calculations required under 2.01-3 shall be based on the actuarial assumptions set forth in the attached Exhibit A, which, 

prior to a Change in Control, may be revised by the Committee from time to time. For purposes of 2.01-3(a), the discount rate shall be the 
same as the rate applied to determine the present value of all Cash Benefits payable under the Plans.  

   
2.01-6 The Trustee shall accept the contributions made by the Company and shall hold them as a trust fund for the payment of 

benefits under the Plans. The Trustee shall not be responsible for determining the required amount of contributions or for collecting any 
contribution not voluntarily paid. Contributions may be in cash or in kind.  

   
2.02 Investments .  

   
2.02-1 Except as provided in 2.02-2 or 2.02-3, the trust fund may be invested in insurance contracts (“Contracts”). Such Contracts 

may be purchased by the Company and transferred to the Trustee as in-kind contributions or may be purchased by the Trustee with the 
proceeds of cash contributions. The purchase and holding of such Contracts shall be an investment directed by the Company, pursuant to 
2.02-5. The Company’s contributions to the trust shall include sufficient cash to make projected premium payments on such Contracts 
and payments of any interest due on loans secured by the cash value of such Contracts. The Trustee shall have the power to exercise all 
rights, privileges, options and elections granted by or permitted under any Contract or under the rules of the insurance company 
(“Insurer”). Prior to the occurrence of any of the events referred to in 2.01-4, the exercise by the Trustee of any incidents of ownership 
under any Contract shall be subject to the direction of the Committee.  

   
Notwithstanding anything contained herein to the contrary, neither the Company nor the Trustee shall be liable for the refusal of 

any Insurer to issue or change any Contract or Contracts or to take any other action requested by the Trustee; nor for the form, 
genuineness, validity, sufficiency or effect of any Contract or Contracts held in the trust; nor for the act of any person or persons that may 
render any such Contract or Contracts null and void; nor for failure of any Insurer to pay the proceeds of any such Contract or Contracts 
as and when the same shall become due and payable; nor for any delay in payment resulting from any provision contained in any such 
Contract or Contracts; nor for the fact that for any reason whatsoever (other than its own negligence or willful misconduct) any Contract 
or Contracts shall lapse or otherwise become uncollectible.  

   
2.02-2 To the extent that contributions of Common Stock are made to this trust under 2.01-2, the trust fund shall continue to be 

invested in such shares of Common Stock. Any cash contributions made to this trust under 2.01-2 shall be invested by the Trustee in 
Common Stock by purchasing Common Stock under the Company’s Dividend Reinvestment and Stock Purchase Plan (the “DRSPP”) on 
the next Investment Date (as defined in the DRSPP). All dividends received on Common Stock held in the trust under this 2.02-2 shall be 
reinvested in  
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Common Stock pursuant to the DRSPP. The purchase and holding of Common Stock under this 2.02-2 shall be an investment directed by 
the Company, pursuant to 2.02-5.  

   
2.02-3 Notwithstanding 2.02-2, following a Corporate Transaction, the trust fund shall no longer be invested in Common Stock. 

Except as provided below, if Common Stock is converted or exchanged in the Corporate Transaction in whole or in part for common 
stock of the acquiring company (“Acquiror Stock”), then (a) the trust fund shall continue to be invested in such shares of Acquiror Stock, 
(b) any cash contributions thereafter made to this trust under 2.01-2 shall be invested by the Trustee in Acquiror Stock by purchasing 
Acquiror Stock in the public market as soon as practicable, with related brokerage commissions paid by the Company, and (c) the 
purchase and holding of Acquiror Stock under this 2.02-3 shall be an investment directed by the Company, pursuant to 2.02-5. If a 
participant elects pursuant to Paragraph 3(g)(iv) of the DDCP to transfer the amount credited in the participant’s Stock Account and 
Retirement Benefit Account to the participant’s Cash Account, then the Trustee shall sell the number of shares of Acquiror Stock equal to 
the number of shares then credited to the participant’s Stock Account and Retirement Benefit Account, in the public market as soon as 
practicable following the effectiveness of such election, with related brokerage commissions paid by the Company.  

   
2.02-4 If the Trustee is required to invest cash contributions by purchasing Acquiror Stock in the public market or is required to sell 

Acquiror Stock in the public market, the following provisions shall apply:  
   

(a) Purchases and sales of Acquiror Stock shall be made on the date on which the Trustee receives from the Company in good 
order all information and documentation necessary to accurately effect such purchases and sales (or, in the case of purchases, the 
subsequent date on which the Trustee has received a wire transfer of the funds necessary to make such purchases). Purchases and 
sales of Acquiror Stock shall be made on the open market on such day unless the following applies:  

   
(i) The Trustee is unable to determine the number of shares required to be purchased or sold on such day; or  

   
(ii) If the Trustee is unable to purchase or sell the total number of shares required to be purchased or sold on such day 

as a result of market conditions; or  
   

(iii) If the Trustee is prohibited by the Securities and Exchange Commission, the New York Stock Exchange, or any 
other regulatory body from purchasing or selling any or all of the shares required to be purchased or sold on such day.  

   
(b) In the event of the occurrence of the circumstances described in (i), (ii) or (iii) above, the Trustee shall purchase or sell 

such shares as soon as possible thereafter and shall determine the price of such purchases or sales to be the average purchase or sale 
price of all such shares purchased or sold. The Trustee may follow written directions from the Company to deviate from the above 
purchase procedures.  

   
7  



2.02-5 Except as otherwise required by 2.02-2 or 2.02-3, the Trustee shall invest the trust fund in accordance with written directions 
by the Committee. The Trustee shall act only as an administrative agent in carrying out the directed investment transactions and shall not 
be responsible for the investment decision. If a directed transaction violates the duty to diversify, to maintain liquidity or to meet any 
other investment standard under this trust or applicable law, the entire responsibility shall rest upon the Company. The Trustee shall be 
fully protected in acting upon or complying with any investment objectives, guidelines, restrictions or directions provided in accordance 
with this paragraph.  

   
2.02-6 If the Trustee does not receive instructions from the Committee for the investment of part or all of the trust fund, the Trustee 

shall invest it in securities or other property in accordance with applicable law. Permissible investments shall include, but not be limited 
to, the following:  

   
(a) Preferred or common stocks, notes, debentures, bonds or other securities.  

   
(b) Mutual funds, money market funds, commercial paper, savings and loan accounts, certificates of deposit and savings 

accounts, including deposits bearing a reasonable rate of interest in the savings department of the Trustee.  
   

(c) Real estate or mortgages.  
   

2.02-7 The Company shall be responsible for filing appropriate registration forms and all other reports required under Federal or 
state securities laws with respect to the ownership by this trust of Common Stock, including, without limitation, any reports required 
under Section 13 or 16 of the Act, and shall immediately notify the Trustee in writing of any requirement to stop purchases of Common 
Stock pending the filing of any report. The Company shall be responsible for the registration of any Plan interests required under Federal 
or state securities laws.  

   
2.03 Recapture of Excess Assets .  

   
2.03-1 In the event any Subtrust shall hold Excess Assets, the Committee, at its option, may direct the Trustee to return part or all of 

such Excess Assets to the Company.  
   

2.03-2 “Excess Assets” are (a) assets of any Subtrust (other than those required under 2.02-2 or 2.02-3 to be invested in Common 
Stock or Acquiror Stock) exceeding one hundred twenty-five percent (125%) of the present value of the Cash Benefits due participants in 
such Subtrust, (b) shares of Common Stock required by 2.02-2 to be held in any Subtrust in excess of the number of shares of Common 
Stock then credited to the Stock Accounts and Retirement Benefit Accounts of all participants under the DDCP, and (c) shares of 
Acquiror Stock required by 2.02-3 to be held in any Subtrust in excess of the number of shares of Acquiror Stock then credited to the 
Stock Accounts and Retirement Benefit Accounts of all participants under the DDCP.  

   
2.03-3 The calculation required by 2.03-2 shall be based on the terms of the Plans and the actuarial assumptions set forth in Exhibit 

A. Before a Change in Control, the  
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calculations shall be made by an actuary selected by the Company. After a Change in Control, the calculations shall be made by an 
actuary selected by the Trustee, provided the Committee may select the actuary with the Written Consent of Participants.  

   
2.04 Subtrusts .  

   
2.04-1 The Trustee shall establish a Subtrust for each Plan to which it shall credit contributions for that Plan. The account shall 

reflect an undivided interest in assets of the trust fund and shall not require any segregation of particular assets, except that an insurance 
contract covering benefits of a particular Plan shall be held in the Subtrust for that Plan and Common Stock or Acquiror Stock covering 
benefits of a particular Plan shall be held in the Subtrust for that Plan.  

   
2.04-2 The Trustee shall allocate investment earnings and losses of the trust fund among the Subtrusts in proportion to their 

balances, except that changes in the value of an insurance contract shall be allocated to the Subtrust for which it is held and changes in the 
value of, and dividends paid on, Common Stock or Acquiror Stock shall be allocated to the Subtrust for which it is held. Payments to 
general creditors during Insolvency Administration under 5.02 shall be charged against the Subtrusts in proportion to their balances, 
except that the payment of benefits to a Plan participant as a general creditor shall be charged against the Subtrust for that Plan.  

   
2.05 Substitution of Other Property .  

   
2.05-1 The Company shall have the power to reacquire part or all of the trust fund (other than fund assets required under 2.02-2 or 

2.02-3 to be invested in Common Stock or Acquiror Stock) at any time, by substituting for it other property of equivalent value. Such 
power is exercisable in a nonfiduciary capacity.  

   
2.05-2 The value of any insurance contracts reacquired under 2.05-1 shall be the present value of future projected cash flow of 

benefits payable under the Contract. The projection shall include death benefits based on reasonable mortality assumptions. The value of 
all other assets in the trust fund shall be at their fair market value. Values shall be determined by the Trustee.  

   
2.06 Administrative Powers of Trustee .  

   
2.06-1 Subject in all respects to applicable provisions of this Trust Agreement and the Plans, the Trustee shall have the rights, 

powers and privileges of an absolute owner when dealing with property of the trust, including (without limiting the generality of the 
foregoing) the powers listed below:  

   
(a) To sell, convey, transfer, exchange, partition, lease, and otherwise dispose of any of the assets of the trust at any time held 

by the Trustee under this Trust Agreement;  
   

(b) To exercise any option, conversion privilege or subscription right given the Trustee as the owner of any security held in 
the trust; to vote any corporate stock,  
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including Common Stock or Acquiror Stock, either in person or by proxy, with or without power of substitution; to consent to or 
oppose any reorganization, consolidation, merger, readjustment of financial structure, sale, lease or other disposition of the assets of 
any corporation or other organization, the securities of which may be an asset of the trust; and to take any action in connection 
therewith and receive and retain any securities resulting therefrom;  

   
(c) To deposit any security with any protective or reorganization committee, and to delegate to such committee such power 

and authority with respect thereto as the Trustee may deem proper, and to agree to pay out of the trust such portion of the expenses 
and compensation of such committee as the Trustee, in its discretion, shall deem appropriate;  

   
(d) To cause any property of the trust to be issued, held or registered in the name of the Trustee as trustee, or in the name of 

one (1) or more of its nominees, or one (1) or more nominees of any system for the central handling of securities, or in such form 
that title will pass by delivery, provided that the records of the Trustee shall in all events indicate the true ownership of such 
property;  

   
(e) To renew or extend the time of payment of any obligation due or to become due;  

   
(f) To commence or defend lawsuits or legal or administrative proceedings; to compromise, arbitrate or settle claims, debts or 

damages in favor of or against the trust; to deliver or accept, in either total or partial satisfaction of any indebtedness or other 
obligation, any property; to continue to hold for such period of time as the Trustee may deem appropriate any property so received; 
and to pay all costs and reasonable attorneys’ fees in connection therewith out of the assets of the trust;  

   
(g) To grant options to purchase or to acquire options to purchase any real property;  

   
(h) To foreclose any obligation by judicial proceeding or otherwise;  

   
(i) To manage any real property in the trust in the same manner as if the Trustee were the absolute owner thereof, including 

the power to lease the same for such term or terms within or beyond the existence of the trust and upon such conditions, including 
(but not by way of limitation) agreements for the purchase or disposal of buildings thereon and options to the tenant to renew such 
lease from time to time, or to purchase such property, as the Trustee may deem proper;  

   
(j) To borrow money from any person in such amounts, upon such terms and for such purposes as the Trustee, in its 

discretion, may deem appropriate; and in connection therewith, to execute promissory notes, mortgages or other obligations and to 
pledge or mortgage any trust assets as security; and to lend money on a secured or unsecured basis to any person other than a party 
in interest;  

   
(k) To appoint one (1) or more persons or entities as ancillary trustee or sub-trustee for the purpose of investing in and holding 

title to real or personal property  
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or any interest therein located outside the State of North Carolina; provided that any such ancillary trustee or sub-trustee shall act 
with such power, authority, discretion, duties, and functions of the Trustee as shall be specified in the instrument establishing such 
ancillary or sub-trust, including (without limitation) the power to receive, hold and manage property, real or personal, or undivided 
interests therein; and the Trustee may pay the reasonable expenses and compensation of such ancillary trustees or sub-trustees out 
of the trust;  

   
(l) To deposit any securities held in the trust with a securities depository;  

   
(m) To hold such part of the assets of the trust uninvested for such limited periods of time as may be necessary for purposes of 

orderly account administration or pending required directions, without liability for payment of interest;  
   

(n) To determine how all receipts and disbursements shall be credited, charged or apportioned as between income and 
principal, and the decision of the Trustee shall be final and not subject to question by any participant or beneficiary of the trust; and  

   
(o) Generally to do all acts, whether or not expressly authorized, which the Trustee may deem necessary or desirable for the 

orderly administration or protection of the trust fund.  
   

2.06-2 The Trustee may engage one (1) or more independent attorneys, accountants, actuaries, appraisers or other experts (the 
“Experts”) for any purpose, including the determination of Excess Assets. The determination of the Experts shall be final and binding on 
the Company, the Trustee, and all of the participants unless within thirty (30) days after receiving a determination deemed by any 
participant to be adverse, any participant initiates suit in a court of competent jurisdiction seeking appropriate relief. The Trustee shall 
have no duty to oversee or independently evaluate the determination of the Experts. The Trustee shall be authorized to pay the fees and 
expenses of any Experts out of the assets of the trust fund.  

   
2.06-3 The Company shall from time to time pay taxes (references in this Trust Agreement to the payment of taxes shall include 

interest and applicable penalties) of any and all kinds whatsoever which at any time are lawfully levied or assessed upon or become 
payable in respect of the trust fund, the income or any property forming a part thereof, or any security transaction pertaining thereto. To 
the extent that any taxes levied or assessed upon the trust fund are not paid by the Company or contested by the Company pursuant to the 
last sentence of this paragraph, the Trustee shall pay such taxes out of the trust fund, and the Company shall upon demand by the Trustee 
deposit into the trust fund an amount equal to the amount paid from the trust fund to satisfy such tax liability. If requested by the 
Company, the Trustee shall, at the Company’s expense, contest the validity of such taxes in any manner deemed appropriate by the 
Company or its counsel, but only if it has received an indemnity bond or other security satisfactory to it to pay any expenses of such 
contest. Alternatively, the Company may itself contest the validity of any such taxes, but any such contest shall not affect the Company’s 
obligation to reimburse the trust fund for taxes paid from the trust fund.  
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2.06-4 In the event a participant’s beneficiary designation results in a participant or the participant’s spouse being deemed to have 
made a “generation-skipping transfer” as defined in Section 2611 of the Code, then to the extent that the participant or participant’s 
“executor,” as said term is defined in the Code (or the spouse of the participant or said spouse’s statutory executor in the case of a 
generation-skipping transfer deemed to have been made by a participant’s spouse), have not previously used the total generation-skipping 
transfer exemption that is available under Section 2631 of the Code to such transferor, such unused exemption shall be allocated in the 
manner prescribed by Section 2632 of the Code, except that (a) any generation-skipping transfer resulting from said beneficiary 
designation shall be excluded from the allocation; and (b) the method of allocation under Section 2632 shall be reversed so that such 
unused portion of said transferor’s exemption shall be applied first to trusts or trust equivalents of which transferor is the deemed 
transferor and from which taxable distributions occur and, second, to direct skips occurring at said transferor’s death. Any portion of said 
transferor’s total generation-skipping transfer exemption not used pursuant to the provisions of the previous sentence shall be allocated to 
the transfer resulting from the beneficiary designation that gives rise to the generation-skipping transfer hereunder.  

   
Notwithstanding any provisions in the Plans or this Trust Agreement to the contrary, the Company and the Trustee may withhold 

any benefits payable to a beneficiary as a result of the death of the participant or any other beneficiary until such time as (a) the Company 
or Trustee is able to determine whether a generation-skipping transfer tax, as defined in Chapter 13 of the Code, or any substitute 
provision therefor, is payable by the Company or Trustee; and (b) the Company or Trustee has determined the amount of generation-
skipping transfer tax that is due, including interest thereon. If any such tax is payable, the Company or Trustee shall reduce the benefits 
otherwise payable hereunder to such beneficiary by the amount necessary to provide said beneficiary with a benefit equal to the amounts 
that would have been payable if the original benefits had been calculated on the basis of a present value at the time of the generation 
skipping transfer equal to the then present value of the originally contemplated benefit less an amount equal to the generation-skipping 
transfer tax and any interest thereon that is payable as a result of the death in question. The Company or Trustee may also withhold from 
distribution by further reduction of the then net present value of benefits calculated in accordance with the terms of the previous sentence 
such amounts as the Company or Trustee feels are reasonably necessary to pay additional generation-skipping transfer tax and interest 
thereon from amounts initially calculated to be due. Any amounts so withheld shall be payable as soon as there is a final determination of 
the applicable generation-skipping tax and interest thereon. No interest shall be payable by the Company or Trustee to any beneficiary for 
the period of time that is required from the date of death to the time when the aforementioned generation-skipping transfer tax 
determinations are made and the amount of benefits payable to a beneficiary can be fully determined.  

   
ARTICLE III  

   
Administration  

   
3.01 Committee .  

   
3.01-1 The Committee is the plan administrator for the Plans and has general responsibility to interpret the Plans and determine the 

rights of participants and beneficiaries.  
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3.01-2 The Trustee shall be given the names and specimen signatures of the Chairman, Secretary and members of the Committee. 
The Trustee shall accept and rely upon the names and signatures until notified of change. Instructions to the Trustee shall be signed for 
the Committee by the Chairman or such other person as the Committee may designate.  

   
3.02 Payment of Benefits .  

   
3.02-1 The Trustee shall pay benefits to participants and beneficiaries on behalf of the Company in satisfaction of its obligations 

under the Plans. Benefit payments from a Subtrust shall be made in full until the assets of the Subtrust are exhausted. Payments due on 
the date the Subtrust is exhausted shall be covered pro rata. The Company’s obligation shall not be limited to the trust fund and a 
participant shall have a claim against the Company for any payment not made by the Trustee.  

   
3.02-2 The Trustee shall make payments in accordance with the written direction from the Committee. The Trustee shall make any 

required income tax withholding and shall pay amounts withheld to taxing authorities on the Company’s behalf or determine that such 
amounts have been paid by the Company.  

   
3.02-3 A participant’s entitlement to benefits under the Plans shall be determined by the Committee. Any claim for such benefits 

shall be considered and reviewed under the claims procedures set out in the Plans.  
   

3.02-4 The Trustee shall use the assets of the trust or any Subtrust to make benefit payments or other payments in the following 
order of priority:  

   
(a) Common Stock shall be used to pay any benefits required under the Plans to be paid in Common Stock and Acquiror Stock 

shall be use to pay any benefits required under the Plans to be paid in Acquiror Stock;  
   

(b) All assets of the trust or Subtrust other than Contracts with Insurers, in such order as the Committee may request;  
   

(c) Cash contributions from the Company; and the Company hereby agrees to make cash contributions to the trust to enable 
the Trustee to make all benefit payments and other payments when due, unless the Company makes such payments directly, 
whenever the Trustee advises the Company that the assets of the trust or Subtrust, other than Contracts with Insurers, are 
insufficient to make such payments; and  

   
(d) Contracts with Insurers held in the trust or Subtrust; and in using any such Contracts, the Trustee shall first borrow the 

cash surrender value of each such Contract, proceeding in order of Contracts from the Contracts which have been in force for the 
longest times (and in alphabetical order based on the last name of the insured for Contracts placed in force on the same date) to the 
Contracts which have most recently been placed in force; and thereafter the Trustee shall surrender Contracts in the same order of 
priority as set forth above.  
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Notwithstanding the foregoing, the Trustee may use the assets of the trust or any Subtrust in any other order of priority directed by 
the Committee with the Written Consent of Participants affected thereby.  

   
3.03 Records .  

   
The Trustee shall keep complete records on the trust fund open to inspection by the Company and the Committee at all reasonable 

times. In addition to accountings required below, the Trustee shall furnish to the Company and Committee any information requested 
about the trust fund.  

   
3.04 Accountings .  

   
3.04-1 The Trustee shall furnish the Committee with a complete statement of accounts annually within sixty (60) days after the end 

of the trust year showing assets and liabilities and income and expense for the year of each Subtrust. The form and content of the account 
shall be sufficient for the Company to include in computing its taxable income and credits the income, deductions and credits against tax 
that are attributable to the trust fund.  

   
3.04-2 The Committee may object to an accounting within sixty (60) days after it is furnished and require that it be settled by audit 

by a qualified, independent certified public accountant. The auditor shall be chosen by the Trustee from a list of at least five (5) such 
accountants furnished by the Committee at the time the audit is requested. Either the Committee or the Trustee may require that the 
account be settled by a court of competent jurisdiction, in lieu of or in conjunction with the audit. All expenses of any audit or court 
proceedings, including reasonable attorneys’ fees, shall be allowed as administrative expenses of the trust.  

   
3.04-3 If the Committee does not object to an accounting within the time provided, the account shall be settled for the period 

covered by it.  
   

3.04-4 When an account is settled, it shall be final and binding on all parties, including all participants and persons claiming through 
them.  

   
3.05 Expenses and Fees .  

   
3.05-1 The Trustee shall be reimbursed for all expenses and shall be paid a reasonable fee fixed by it from time to time. No increase 

in the fee shall be effective before sixty (60) days after the Trustee gives notice to the Company of the increase. The Trustee shall notify 
the Committee periodically of expenses and fees.  

   
3.05-2 The Company shall pay administrative fees or expenses. If not so paid, the fees and expenses shall be paid from the trust 

fund. The Company shall reimburse the trust fund for any fees and expenses paid out of it.  
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ARTICLE IV  
   

Liability  
   

4.01 Indemnity .  
   

The Company shall indemnify and defend the Trustee from any claim, loss, liability or expense arising from any action or inaction 
in administration of this trust based on direction or information from the Committee, absent willful misconduct or bad faith.  

   
4.02 Bonding .  

   
The Trustee need not give any bond or other security for performance of its duties under this trust.  

   
ARTICLE V  

   
Insolvency  

   
5.01 Determination of Insolvency .  

   
5.01-1 The Company is “Insolvent” for purposes of this trust if:  

   
(a) The Company is unable to pay its debts as they come due; or  

   
(b) The Company is the subject of a pending proceeding as a debtor under the Bankruptcy Code.  

   
5.01-2 The Chief Executive Officer and the Board of Directors of the Company shall promptly give notice to the Trustee upon 

becoming Insolvent. If the Trustee receives such notice or receives from any other person claiming to be a creditor of the Company a 
written allegation that the Company is Insolvent, the Trustee shall independently determine whether such insolvency exists. The expenses 
of such determination shall be allowed as administrative expenses of the trust.  

   
5.01-3 The Trustee shall continue making payments from the trust fund to participants under the Plans while it is determining the 

existence of insolvency. Such payments shall cease and the Trustee shall commence “Insolvency Administration” under 5.02 upon the 
earlier of:  

   
(a) A determination by the Trustee that the Company is Insolvent; or  

   
(b) Thirty (30) days after the notice or allegation of insolvency is received under 5.01-2, unless the Trustee has determined 

that the Company is not Insolvent since receipt of such notice or allegation.  
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5.01-4 The Trustee shall have no obligation to investigate the financial condition of the Company prior to receiving a notice or 
allegation of insolvency under 5.01-2.  

   
5.02 Insolvency Administration .  

   
5.02-1 During Insolvency Administration, the Trustee shall hold the trust fund for the benefit of the general creditors of the 

Company and make payments only in accordance with 5.02-2. The Trustee shall continue the investment of the trust fund in accordance 
with 2.02.  

   
5.02-2 The Trustee shall make payments out of the trust fund in one (1) or more of the following ways:  

   
(a) To general creditors in accordance with instructions from a court, or a person appointed by a court, having jurisdiction 

over the Company’s condition of insolvency;  
   

(b) To Plan participants and beneficiaries in accordance with such instructions; or  
   

(c) In payment of its own fees or expenses.  
   

5.02-3 The Trustee shall be a secured creditor with a priority claim to the trust fund with respect to its own fees and expenses.  
   

5.03 Termination of Insolvency Administration .  
   

5.03-1 Insolvency Administration shall terminate when the Trustee determines that the Company:  
   

(a) Is not Insolvent, in response to a notice or allegation of insolvency under 5.01-2; or  
   

(b) Has ceased to be Insolvent.  
   

5.03-2 Upon termination of Insolvency Administration under 5.03-1, the trust fund shall continue to be held for the benefit of the 
participants in the Plans. Benefit payments due during the period of Insolvency Administration shall be made as soon as practicable, 
together with interest from the due dates at the following rates:  

   
(a) For the DDCP, the rate credited on the participant’s account under the DDCP.  

   
(b) For the Retirement Bylaw, a rate equal to the interest rate fixed by the Pension Benefit Guaranty Corporation for valuing 

immediate annuities in the preceding month for terminated single employer plans.  
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5.04 Creditors’  Claims During Solvency .  
   

5.04-1 During periods of Solvency, the Trustee shall hold the trust fund exclusively to pay benefits and fees and expenses until all 
have been paid. Creditors of the Company shall not be paid during Solvency from the trust fund, which may not be seized by or subjected 
to the claims of such creditors in any way.  

   
5.04-2 A period of “Solvency” is any period not covered by 5.02.  

   
ARTICLE VI  

   
Successor Trustees  

   
6.01 Resignation and Removal .  

   
6.01-1 The Trustee may resign at any time by notice to the Committee, which shall be effective in sixty (60) days unless the 

Committee and the Trustee agree otherwise.  
   

6.01-2 The Trustee may be removed by the Committee on sixty (60) days’ notice or shorter notice accepted by the Trustee.  
   

6.01-3 When resignation or removal is effective, the Trustee shall begin transfer of assets to the successor Trustee immediately. The 
transfer shall be completed within sixty (60) days, unless the Committee extends the time limit.  

   
6.01-4 If the Trustee resigns or is removed, the Committee shall appoint a successor by the effective date of resignation or removal 

under 6.01-1 or 6.01-2. If no such appointment has been made, the Trustee may apply to a court of competent jurisdiction for 
appointment of a successor or for instructions. All expenses of the Trustee in connection with the proceeding shall be allowed as 
administrative expenses of the trust.  

   
6.02 Appointment of Successor .  

   
6.02-1 The Committee may appoint any bank or trust company that has total assets in excess of $5 million as a successor to replace 

the Trustee upon resignation or removal. The appointment shall be effective when accepted in writing by the new Trustee, who shall have 
all of the rights and powers of the former Trustee including ownership rights in the trust assets. The former Trustee shall execute any 
instrument necessary or reasonably requested by the Committee or the successor Trustee to evidence the transfer.  

   
6.02-2 The successor Trustee need not examine the records and acts of any prior Trustee and may retain or dispose of existing trust 

assets, subject to Article II. The successor Trustee shall not be responsible for and the Company shall indemnify and defend the successor 
Trustee from any claim or liability because of any action or inaction of any prior Trustee or any other past event, any existing condition or 
any existing assets.  
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6.03 Accountings; Continuit y.  
   

6.03-1 A Trustee who resigns or is removed shall submit a final accounting to the Committee as soon as practicable. The accounting 
shall be received and settled as provided in 3.04 for regular accountings.  

   
6.03-2 No resignation or removal of the Trustee or change in identity of the Trustee for any reason shall cause a termination of the 

Plans or this trust.  
   

ARTICLE VII  
   

General Provisions  
   

7.01 Interests Not Assignable .  
   

7.01-1 The interest of a participant in the trust fund may not be assigned, seized by legal process, transferred or subjected to the 
claims of the participant’s creditors in any way.  

   
7.01-2 The Company may not create a security interest in the trust fund in favor of any of its creditors. The Trustee shall not make 

payments from the trust fund of any amounts to creditors of the Company who are not Plan participants, except as provided in 5.02.  
   

7.01-3 The participants shall have no interest in the assets of the trust fund beyond the right to receive payment of Plan benefits and 
reimbursement of expenses from such assets subject to the instructions for Insolvency Administration referred to in 5.02-2. During 
Insolvency Administration the participants’ rights to trust assets shall not be superior to those of any other general creditor of the 
Company.  

   
7.02 Amendment .  

   
The Company and the Trustee may amend this trust at any time by a written instrument executed by both parties and with the 

Written Consent of Participants. Notwithstanding the foregoing, any amendment may be made by written agreement of the Company and 
the Trustee without the Written Consent of Participants if such amendment will not have a material adverse effect on the rights of any 
Participant hereunder or is necessary to comply with any laws, regulations or other legal requirements.  

   
7.03 Applicable Law .  

   
This trust shall be construed according to the laws of Oregon except as preempted by federal law.  

   
7.04 Agreement Binding on All Parties .  

   
This agreement shall be binding upon the heirs, personal representatives, successors and assigns of any and all present and future 

parties. The term successors as used herein in respect of the Company shall include any corporate or other business entity which shall,  
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whether by merger, consolidation, purchase or otherwise, acquire all or substantially all of the business and assets of the Company, and 
successors of any such corporation or other business entity.  

   
7.05 Notices and Directions .  

   
Any notice or direction under this trust shall be in writing and shall be effective when actually delivered or, if mailed, when 

deposited postpaid as first-class mail. Mail to a party shall be directed to the address stated in this trust or to such other address as either 
party may specify by notice to the other party. Notices to the Committee shall be sent to the address of the Company.  

   
7.06 No Implied Dutie s.  

   
The duties of the Trustee shall be those stated in this Trust, and no other duties shall be implied.  
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Company:        NORTHWEST NATURAL GAS COMPANY 

            By:   /s/ R. G. Reiten  
            Its:   Chairman and CEO  
            Executed: December 21, 2001  

Trustee:        WACHOVIA BANK, N.A. 

            By:   /s/ Beverley H. Wood  
            Its:   Senior Vice President  
            Executed: December 26, 2001  



   
EXHIBIT A  

   
Assumptions and Methodology for  

   
Calculation Required Under 2.01-3 and 2.03  

   

   

1. The liability will be calculated using two (2) different assumptions as to when the director terminates service on the Board and receives a 
change of control benefit: 

   
  a) As of the date of the Triggering Event. 

   
  b) Twenty-four (24) months after the date of the Triggering Event assuming future compensation continues at current levels. 

The benefit liability will be the greater of the liabilities calculated in accordance with a) and b) above.  
   

   
2. Calculations will be based upon the most valuable optional form of payment available to the participant. 

   

3. The benefit liability is equal to the present value of benefits discounted to the trigger date at the immediate annuity interest rate for 
termination of single employer plans established by the Pension Benefit Guaranty Corporation (PBGC) for calculations made on the date 
of the Triggering Event. 

   

4. No mortality is assumed prior to the commencement of benefits. Future mortality is assumed to occur in accordance with the 1983 Group 
Annuity Table Male rates after the commencement of benefits. 

   
5. Where left undefined by 1. through 4. above, calculations will be performed in accordance with generally accepted actuarial principles. 

   

6. For the purposes of projecting deferral account balances, the interest crediting rate on all DDCP Cash Accounts is assumed to remain at 
the last such PBGC established rate prior to the date of the Triggering Event. 



   
NORTHWEST NATURAL GAS COMPANY  
UMBRELLA TRUST ™ FOR DIRECTORS  

AMENDMENT NO. 1  
   

This Amendment No. 1 to the Northwest Natural Gas Company Umbrella Trust ™ for Directors, effective January 1, 1991 and restated as 
of December 1, 2001 (the “Trust”), is effective as of February 27, 2003 and has been executed as of this 27th day of February, 2003.  
   

The Trust is hereby amended as follows:  
   

FIRST: Section 1.02-1 is amended to read as follows:  
   

1.02-1 This trust shall continue in effect until all the assets of the trust fund are exhausted through distribution of benefits to 
participants, reimbursement of benefits paid by the Company pursuant to Section 3.02-5, payment to general creditors in the event of 
insolvency, payment of fees and expenses of the Trustee, and return of remaining funding of a Subtrust pursuant to 1.02-2.  

   
SECOND: Section 3.02-1 is amended to read as follows:  

   
3.02-1 Except as provided in 3.02-5, the Trustee shall pay benefits to participants and beneficiaries on behalf of the Company in 

satisfaction of its obligations under the Plans. Benefit payments from a Subtrust shall be made in full until the assets of the Subtrust are 
exhausted. Payments due on the date the Subtrust is exhausted shall be covered pro rata. The Company’s obligation shall not be limited to 
the trust fund and a participant shall have a claim against the Company for any payment not made by the Trustee.  

   
THIRD: Section 3.02-5 is added to read as follows:  

   
3.02-5 With respect to any benefit payments due to participants and beneficiaries under the Plans, the Committee may direct by 

notice in advance to the Trustee that the Company shall make such payments and that the Trustee shall, upon receipt of evidence of such 
payments satisfactory to the Trustee, reimburse the Company for such payments from the applicable Subtrust. In such cases, the 
Company shall make any required income tax withholding and reporting, and shall pay amounts withheld to taxing authorities.  

   
THIRD: Except as provided herein, all other Trust provisions shall remain in full force and effect.  

   
IN WITNESS WHEREOF, the parties have caused this Amendment No. 1 to be executed as of the date first written above.  

   

   

NORTHWEST NATURAL GAS COMPANY  

By:   /s/ Mark S. Dodson  
    President and CEO  

WACHOVIA BANK, N.A.  

By:   /s/ Beverley H. Wood  
    Senior Vice President  



NORTHWEST NATURAL GAS COMPANY  
UMBRELLA TRUST ™ FOR DIRECTORS  

AMENDMENT NO. 2  
   

This Amendment No. 2 to the Northwest Natural Gas Company Umbrella Trust ™ for Directors, effective January 1, 1991 and restated as 
of December 1, 2001 (the “Trust”), is effective as of February 24, 2005 and has been executed as of this 24 th day of February, 2005.  
   

The Trust is hereby amended as follows:  
   

FIRST: Section 2.01-1 is amended to read as follows:  
   

2.01-1 The Company shall contribute to the trust such amounts as the Committee shall reasonably decide are necessary to provide 
for all benefits payable under the Plans in cash (“Cash Benefits”). The time of payment of such contributions shall be decided by the 
Committee, except as provided in 2.01-3.  
   

SECOND: The first paragraph of Section 2.02-1 is amended to read as follows:  
   

2.02-1 Except as provided in 2.02-2 or 2.02-3, the trust fund may be invested in insurance contracts (“Contracts”). Such Contracts 
may be purchased by the Company and transferred to the Trustee as in-kind contributions or may be purchased by the Trustee with the 
proceeds of cash contributions. The purchase and holding of such Contracts shall be an investment directed by the Company, pursuant to 2.02-
5. The Trustee shall have the power to exercise all rights, privileges, options and elections granted by or permitted under any Contract or under 
the rules of the insurance company (“Insurer”). Prior to the occurrence of any of the events referred to in 2.01-4, the exercise by the Trustee of 
any incidents of ownership under any Contract shall be subject to the direction of the Committee.  
   

THIRD: Paragraph 3 of Exhibit A is amended to read as follows:  
   

3. The benefit liability is equal to the present value of benefits discounted to the trigger date at the Applicable Interest Rate 
determined under Code Sec. 417(e)(3) and the regulations thereunder. The Applicable Interest Rate shall be determined on each December 31 
and shall apply to all calculations in the next calendar year.  
   

FOURTH: Paragraph 4 of Exhibit A is amended to read as follows:  
   

4. No mortality is assumed prior to the commencement of benefits. Future mortality is assumed to occur in accordance with the 
mortality table used for purposes of Code Sec. 417(e)(3), as set forth in Rev. Rul. 2001-62 (2001-2 C.B. 632) and subsequent rulings.  
   

FIFTH: Paragraph 6 of Exhibit A is amended to read as follows:  
   

6. For the purposes of projecting deferral account balances, the interest crediting rate on all DDCP Cash Accounts is assumed to 
remain at the Applicable Interest Rate determined under 3. above.  



SIXTH: Except as provided herein, all other Trust provisions shall remain in full force and effect.  
   

IN WITNESS WHEREOF, the parties have caused this Amendment No. 2 to be executed as of the date first written above.  
   

Exhibit 10b.(4) 
   

NORTHWEST NATURAL GAS COMPANY  
   

UMBRELLA TRUST ™ FOR EXECUTIVES  
   

Effective January 1, 1988  
   

Restated as of January 1, 2001  
   

   

   

NORTHWEST NATURAL GAS COMPANY  

By: 
  

/s/ Mark S. Dodson  

    President and CEO 

WACHOVIA BANK, N.A.  

By: 
  

/s/ Beverley H. Wood  

    Senior Vice President 

NORTHWEST NATURAL GAS COMPANY       

One Pacific Square       

220 N.W. 2nd       

Portland, Oregon 97209     Company 

WACHOVIA BANK, N.A.       

301 North Main Street       

Winston-Salem, North Carolina 27150-3099     Trustee 
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NORTHWEST NATURAL GAS COMPANY  

   
UMBRELLA TRUST ™ FOR EXECUTIVES  

   
Effective January 1, 1988  

   
Restated as of January 1, 2001  

   

   

   
The Company has adopted the following plans (the “Plans”) for the benefit of eligible executive employees of the Company and its 

affiliates:  
   

Northwest Natural Gas Executive Deferred Compensation Plan (“EDCP”)  
   

Northwest Natural Gas Executive Supplemental Retirement Income Plan (“ESRIP”)  
   
The Plans are administered by an administrative committee (the “Committee”) appointed by the Company. If the Plans are administered by 
more than one Committee at any time, references in this Trust Agreement to the Committee which relate to a particular Plan shall refer to the 
Committee which administers that Plan, and, if the reference does not relate to a particular Plan, shall refer to all of such Committees. The 
purpose of this trust is to give Plan participants greater security by placing assets in trust for use only to pay benefits or, if the Company 
becomes insolvent, to pay creditors. The trust is intended to be a grantor trust, the income of which is taxable to the Company. No contribution 
to or income of the trust is to be taxable to Plan participants until benefits are distributed to them.  
   

The Company and the original trustee of this trust established this trust effective as of January 1, 1988 pursuant to a Trust Agreement 
dated as of that date. The Company and the Trustee hereby restate this trust effective as of January 1, 2001 on the following terms:  
   

ARTICLE I  
   

Effective Date; Duration  
   

1.01 Effective Date  
   

NORTHWEST NATURAL GAS COMPANY      

One Pacific Square      

220 N.W. 2nd      

Portland, Oregon 97209    Company 

WACHOVIA BANK, N.A.      

301 North Main Street      

Winston-Salem, North Carolina 27150-3099    Trustee 

This trust shall be effective January 1, 1988. The trust year shall coincide with the Company’s fiscal year, which is the calendar 
year.  
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1.02 Duratio n  
   

1.02-1 This trust shall continue in effect until all the assets of the trust fund are exhausted through distribution of benefits to 
participants, payment to general creditors in the event of insolvency, payment of fees and expenses of the Trustee, and return of 
remaining funding of a Subtrust pursuant to 1.02-2.  

   
1.02-2 Except as provided in 1.03, the trust shall be irrevocable with respect to amounts contributed to it for a Plan until all benefit 

rights covered by the Subtrust for that Plan are satisfied. The Trustee shall then return to the Company any assets remaining in the 
Subtrust for that Plan.  

   
1.02-3 If the existence of this trust is held to be ERISA Funding or Tax Funding by a federal court and appeals from that holding are 

no longer timely or have been exhausted, this trust shall terminate. The Board of Directors of the Company (the “Board”) may also 
terminate this trust if it determines, based on an opinion of legal counsel which is satisfactory to the Trustee, that either (i) judicial 
authority or the opinion of the U.S. Department of Labor, Treasury Department or Internal Revenue Service (as expressed in proposed or 
final regulations, advisory opinions or rulings, or similar administrative announcements) creates a significant risk that the trust will be 
held to be ERISA Funding or Tax Funding, or (ii) ERISA or the Internal Revenue Code (the “Code”) requires the trust to be amended in a 
way that creates a significant risk that the trust will be held to be ERISA Funding or Tax Funding, and failure to so amend the trust could 
subject the Company to material penalties. Upon such determination, the assets of each Subtrust remaining after payment of the Trustee’s 
fees and expenses shall be distributed as follows:  

   
(a) Such assets shall be transferred to a new trust established by the Company which is not deemed to be ERISA Funding or 

Tax Funding, but which is similar in all other respects to this trust, if the Company determines that it is possible to establish such a 
trust.  

   
(b) If the Company determines that it is not possible to establish the trust in (a) above, then the assets shall be distributed to 

the Company if the Written Consent of Participants, as defined in 1.02-6, is obtained for such distribution.  
   

(c) If the Company determines that it is not possible to establish the trust in (a) above and the Written Consent of Participants 
is not obtained to distribute the assets to the Company, then the assets shall be allocated in proportion to the accrued and vested 
benefits of the participants and distributed to them in lump sums. Any assets remaining shall be distributed to the Company.  

   
(d) Notwithstanding the foregoing, the Trustee shall distribute funds to a participant to the extent that a federal court has held 

that the interest of the participant in this trust is includible for federal income tax purposes in the gross income of the participant 
prior to actual payment of Plan benefits to the participant and appeals from that holding are no longer timely or have been 
exhausted. This provision shall also apply to any beneficiary of a participant.  
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1.02-4 This trust is “ERISA Funding” if it prevents any of the Plans from meeting the “unfunded” criterion of the exceptions to 
various requirements of Title I of the Employee Retirement Income Security Act of 1974 (“ERISA”) for plans that are unfunded and 
maintained primarily for the purpose of providing deferred compensation for a select group of management or highly compensated 
employees.  

   
1.02-5 This trust is “Tax Funding” if it causes the interest of a participant in this trust to be includible for federal income tax 

purposes in the gross income of the participant prior to actual payment of Plan benefits to the participant.  
   

1.02-6 “Written Consent of Participants” means, for the purposes of this trust, consent in writing by participants who (i) are a 
majority in number and (ii) have at least sixty-six and two-thirds percent (66-2/3%) in value of the accrued benefits of all participants in 
the Plans which are subject to this trust on the date of such consent.  

   
1.03 Revocability  

   
1.03-1 This trust shall become irrevocable upon the issuance by the Internal Revenue Service of a private letter ruling establishing 

that its existence and ownership of assets do not cause the benefit rights of participants under the Plans to be taxable currently. If such a 
ruling is denied or if the Internal Revenue Service declines to issue such a ruling, the Company may revoke the trust and take possession 
of all assets held by the Trustee for the trust.  

   
1.03-2 Notwithstanding the provisions of 1.03-1, if any of the events described in 2.01-4 has occurred, the Company may declare 

the trust to be irrevocable.  
   

1.04 Change in Control  
   

1.04-1 On a Change in Control described in 1.04-2, the trust assets shall be held for participants who had benefit rights under the 
Plans before the Change in Control occurred. If the Company makes contributions for benefits owed to new participants under a Plan 
following a Change in Control, such contributions and any insurance contracts or other assets purchased with them shall be held in a new 
Subtrust separate from the existing Subtrust for previous participants. The existing Subtrust shall cover all the benefits provided by the 
Plan for a previous participant, including benefits accrued after the Change in Control.  

   
1.04-2 A “Change in Control” means the occurrence of any of the following events:  

   
(a) The approval by the shareholders of the Company of a Corporate Transaction;  

   
(b) At any time during a period of two consecutive years, individuals who at the beginning of such period constituted the 

board of directors of the Company (“Incumbent Directors”) shall cease for any reason to constitute at least a majority thereof; 
provided, however, that the term “Incumbent Director” shall also include each new director elected during such two-year period 
whose nomination or election was approved by two-thirds of the Incumbent Directors then in office; or  
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(c) Any person (as such term is used in Section 14(d) of the Securities Exchange Act of 1934 (the “Act”), other than the 
Company or any employee benefit plan sponsored by the Company) shall, as a result of a tender or exchange offer, open market 
purchases or privately negotiated purchases from anyone other than the Company, have become the beneficial owner (within the 
meaning of Rule 13d-3 under the Act), directly or indirectly, of securities of the Company ordinarily having the right to vote for the 
election of directors (“Voting Securities”) representing twenty percent (20%) or more of the combined voting power of the then 
outstanding Voting Securities.  

   
1.04-3 “Corporate Transaction” means any of the following:  

   
(a) any consolidation, merger or plan of share exchange involving the Company (a “Merger”) in which the Company is not the 

continuing or surviving corporation or pursuant to which shares of Common Stock would be converted into cash, securities or other 
property, other than a Merger involving shares of Common Stock in which the holders of shares of Common Stock immediately 
prior to the Merger have the same proportionate ownership of common stock of the surviving corporation immediately after the 
Merger;  

   
(b) any sale, lease, exchange or other transfer (in one transaction or a series of related transactions) of all, or substantially all, 

the assets of the Company; or  
   

(c) the adoption of any plan or proposal for the liquidation or dissolution of the Company.  
   

ARTICLE II  
   

Trust Fund  
   

2.01 Contributions  
   

2.01-1 The Company shall contribute to the trust such amounts as the Committee shall reasonably decide are necessary to provide 
for all benefits payable under the Plans in cash (“Cash Benefits”), including amounts to purchase the insurance contracts and to pay 
premiums and loan interest payments, all as described in 2.02-1. The time of payment of such contributions shall be decided by the 
Committee, except as provided in 2.01-3.  

   
2.01-2 If, pursuant to an election by a participant in the EDCP, shares of common stock of the Company (“Common Stock”) 

awarded to the participant under the Company’s Long Term Incentive Plan are deferred under the EDCP into the participant’s Stock 
Account (as defined in the EDCP), the Company shall cause the Common Stock subject to such deferral to be transferred to the Trustee 
as a contribution to this trust. If, pursuant to an election by a participant in the EDCP, Cash Compensation, Cash LTIP Compensation or 
Matching Contributions (all as defined in the EDCP) are deferred under the EDCP into the participant’s Stock Account (as defined in the 
EDCP), the amount of such Cash Compensation, Cash LTIP Compensation and/or Matching Contributions deferred to the participant’s 
Stock Account shall be contributed by the Company to the trust as soon as practicable after the time that such amount is credited under 
the EDCP to the participant’s Stock Account.  
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2.01-3 The Company shall, upon the occurrence of any of the events described in 2.01-4 (“Triggering Event”) and annually 
thereafter if the Triggering Event results in a Change in Control, contribute to the trust the sum of the following:  

   
(a) The present value of the remaining premiums and the interest on any policy loan on insurance contracts held in the trust.  

   
(b) The amount by which the present value of all Cash Benefits payable under the Plans exceeds the value of all trust assets 

other than those required under 2.02-2 or 2.02-3 to be invested in Common Stock or Acquiror Stock. Each participant’s Cash 
Benefit for purposes of calculating present value shall be the highest Cash Benefit the participant would have under the Plan within 
the 24 months following the Triggering Event, assuming that no changes are made in the participant’s level of income or deferral, 
that employment continues for 24 months at the same rate of compensation, and that the participant receives any benefit 
enhancement provided by the Plans upon a Change in Control. The insurance contracts shall be valued at cash surrender value, and 
other assets of the trust shall be valued at their fair market value.  

   
(c) A reasonable estimate provided by the Trustee of its fees due over the remaining duration of the trust.  

   
Any contribution to the trust under 2.01-3 due to a Triggering Event shall be returned to the Company one year after delivery of 

such contribution to the Trustee unless a Change in Control shall have occurred during such one-year period, if the Company requests 
such return within forty-five days after such one-year period. If no such request is made within the forty-five day period, then, subject to 
2.03-1, the contribution shall become a permanent part of the trust fund. The one-year period shall start over again in the event of and 
upon the date of any subsequent Potential Change in Control. A “Potential Change in Control” shall include the events described in 2.01-
4(a) or (b).  

   
2.01-4 The events referred to in 2.01-3 shall include the following:  

   
(a) The Company becomes aware that preliminary or definitive copies of a proxy statement and information statement or other 

information have been filed with the Securities and Exchange Commission pursuant to Rule 14a-6, Rule 14c-5, or Rule 14f-1 under 
the Act relating to a Potential Change in Control of the Company.  

   
(b) The delivery to the Company pursuant to Rule 14d-3 under the Act of a Tender Offer Statement relating to Voting 

Securities of the Company.  
   

(c) The termination of any of the Plans by the Company or any amendment to any of the Plans which would reduce the 
accrued benefits currently provided for under any of such Plans.  

   
(d) Failure by the Company to contribute, within 60 days of receipt of a written notice from the Trustee, the full amount of 

any insufficiency in trust assets that is required to pay any benefit that is payable upon a direction from the Committee pursuant to 
3.02-2.  
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2.01-5 The calculations required under 2.01-3 shall be based on the actuarial assumptions set forth in the attached Exhibit A, which, 
prior to a Change in Control, may be revised by the Committee from time to time. For purposes of 2.01-3(a), the discount rate shall be the 
same as the rate applied to determine the present value of all Cash Benefits payable under the Plans.  

   
2.01-6 The Trustee shall accept the contributions made by the Company and shall hold them as a trust fund for the payment of 

benefits under the Plans. The Trustee shall not be responsible for determining the required amount of contributions or for collecting any 
contribution not voluntarily paid. Contributions may be in cash or in kind.  

   
2.02 Investments  

   
2.02-1 Except as provided in 2.02-2 or 2.02-3, the trust fund may be invested in insurance contracts (“Contracts”). Such Contracts 

may be purchased by the Company and transferred to the Trustee as in-kind contributions or may be purchased by the Trustee with the 
proceeds of cash contributions. The purchase and holding of such Contracts shall be an investment directed by the Company, pursuant to 
2.02-5. The Company’s contributions to the trust shall include sufficient cash to make projected premium payments on such Contracts 
and payments of any interest due on loans secured by the cash value of such Contracts. The Trustee shall have the power to exercise all 
rights, privileges, options and elections granted by or permitted under any Contract or under the rules of the insurance company 
(“Insurer”). Prior to the occurrence of any of the events referred to in 2.01-4, the exercise by the Trustee of any incidents of ownership 
under any Contract shall be subject to the direction of the Committee.  

   
Notwithstanding anything contained herein to the contrary, neither the Company nor the Trustee shall be liable for the refusal of 

any Insurer to issue or change any Contract or Contracts or to take any other action requested by the Trustee; nor for the form, 
genuineness, validity, sufficiency or effect of any Contract or Contracts held in the trust; nor for the act of any person or persons that may 
render any such Contract or Contracts null and void; nor for failure of any Insurer to pay the proceeds of any such Contract or Contracts 
as and when the same shall become due and payable; nor for any delay in payment resulting from any provision contained in any such 
Contract or Contracts; nor for the fact that for any reason whatsoever (other than its own negligence or willful misconduct) any Contract 
or Contracts shall lapse or otherwise become uncollectible.  

   
2.02-2 To the extent that contributions of Common Stock are made to this trust under 2.01-2, the trust fund shall continue to be 

invested in such shares of Common Stock. Any cash contributions made to this trust under 2.01-2 shall be invested by the Trustee in 
Common Stock by purchasing Common Stock in the public market as soon as practicable, with related brokerage commissions paid by 
the Company . All dividends received on Common Stock held in the trust under this 2.02-2 shall be reinvested in Common Stock 
pursuant to the Company’s Dividend Reinvestment and Stock Purchase Plan. The purchase and holding of Common Stock under this 
2.02-2 shall be an investment directed by the Company, pursuant to 2.02-5.  

   
6  



2.02-3 Notwithstanding 2.02-2, following a Corporate Transaction, the trust fund shall no longer be invested in Common Stock. 
Except as provided below, if Common Stock is converted or exchanged in the Corporate Transaction in whole or in part for common 
stock of the acquiring company (“Acquiror Stock”), then (a) the trust fund shall continue to be invested in such shares of Acquiror Stock, 
(b) any cash contributions thereafter made to this trust under 2.01-2 shall be invested by the Trustee in Acquiror Stock by purchasing 
Acquiror Stock in the public market as soon as practicable, with related brokerage commissions paid by the Company, and (c) the 
purchase and holding of Acquiror Stock under this 2.02-3 shall be an investment directed by the Company, pursuant to 2.02-5. If a 
participant elects pursuant to Section 4.5(d) of the EDCP to transfer the amount credited in the participant’s Stock Account to the 
participant’s Cash Account, then the Trustee shall sell the number of shares of Acquiror Stock equal to the number of shares then credited 
to the participant’s Stock Account, in the public market as soon as practicable following the effectiveness of such election, with related 
brokerage commissions paid by the Company.  

   
2.02-4 If the Trustee is required to invest cash contributions by purchasing Common Stock or Acquiror Stock in the public market 

or is required to sell Acquiror Stock in the public market, the following provisions shall apply:  
   

(a) Purchases and sales of Common Stock shall be made on the date on which the Trustee receives from the Company in good 
order all information and documentation necessary to accurately effect such purchases and sales (or, in the case of purchases, the 
subsequent date on which the Trustee has received a wire transfer of the funds necessary to make such purchases). Purchases and 
sales of Common Stock or Acquiror Stock shall be made on the open market on such day unless the following applies:  

   
(i) The Trustee is unable to determine the number of shares required to be purchased or sold on such day; or  

   
(ii) If the Trustee is unable to purchase or sell the total number of shares required to be purchased or sold on such day 

as a result of market conditions; or  
   

(iii) If the Trustee is prohibited by the Securities and Exchange Commission, the New York Stock Exchange, or any 
other regulatory body from purchasing or selling any or all of the shares required to be purchased or sold on such day.  

   
(b) In the event of the occurrence of the circumstances described in (i), (ii) or (iii) above, the Trustee shall purchase or sell 

such shares as soon as possible thereafter and shall determine the price of such purchases or sales to be the average purchase or sale 
price of all such shares purchased or sold. The Trustee may follow written directions from the Company to deviate from the above 
purchase procedures.  

   
2.02-5 Except as otherwise required by 2.02-2 or 2.02-3, the Trustee shall invest the trust fund in accordance with written directions 

by the Committee. The Trustee shall act only as an administrative agent in carrying out the directed investment transactions and shall not 
be responsible for the investment decision. If a directed transaction violates the duty to  
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diversify, to maintain liquidity or to meet any other investment standard under this trust or applicable law, the entire responsibility shall 
rest upon the Company. The Trustee shall be fully protected in acting upon or complying with any investment objectives, guidelines, 
restrictions or directions provided in accordance with this paragraph.  

   
2.02-6 If the Trustee does not receive instructions from the Committee for the investment of part or all of the trust fund, the Trustee 

shall invest it in securities or other property in accordance with applicable law. Permissible investments shall include, but not be limited 
to, the following:  

   
(a) Preferred or common stocks, notes, debentures, bonds or other securities.  

   
(b) Mutual funds, money market funds, commercial paper, savings and loan accounts, certificates of deposit and savings 

accounts, including deposits bearing a reasonable rate of interest in the savings department of the Trustee.  
   

(c) Real estate or mortgages.  
   

2.02-7 The Company shall be responsible for filing appropriate registration forms and all other reports required under Federal or 
state securities laws with respect to the ownership by this trust of Common Stock, including, without limitation, any reports required 
under Section 13 or 16 of the Act, and shall immediately notify the Trustee in writing of any requirement to stop purchases of Common 
Stock pending the filing of any report. The Company shall be responsible for the registration of any Plan interests required under Federal 
or state securities laws.  

   
2.03 Recapture of Excess Assets  

   
2.03-1 In the event any Subtrust shall hold Excess Assets, the Committee, at its option, may direct the Trustee to return part or all of 

such Excess Assets to the Company.  
   

2.03-2 “Excess Assets” are (a) assets of any Subtrust (other than those required under 2.02-2 or 2.02-3 to be invested in Common 
Stock or Acquiror Stock) exceeding one hundred twenty-five percent (125%) of the present value of the Cash Benefits due participants in 
such Subtrust, (b) shares of Common Stock required by 2.02-2 to be held in any Subtrust in excess of the number of shares of Common 
Stock then credited to the Stock Accounts of all participants under the EDCP, and (c) shares of Acquiror Stock required by 2.02-3 to be 
held in any Subtrust in excess of the number of shares of Acquiror Stock then credited to the Stock Accounts of all participants under the 
EDCP.  

   
2.03-3 The calculation required by 2.03-2 shall be based on the terms of the Plans and the actuarial assumptions set forth in Exhibit 

A. Before a Change in Control, the calculations shall be made by an actuary selected by the Company. After a Change in Control, the 
calculations shall be made by an actuary selected by the Trustee, provided the Committee may select the actuary with the Written 
Consent of Participants.  
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2.04 Subtrusts  
   

2.04-1 The Trustee shall establish a Subtrust for each Plan to which it shall credit contributions for that Plan. The account shall 
reflect an undivided interest in assets of the trust fund and shall not require any segregation of particular assets, except that an insurance 
contract covering benefits of a particular Plan shall be held in the Subtrust for that Plan and Common Stock or Acquiror Stock covering 
benefits of a particular Plan shall be held in the Subtrust for that Plan.  

   
2.04-2 The Trustee shall allocate investment earnings and losses of the trust fund among the Subtrusts in proportion to their 

balances, except that changes in the value of an insurance contract shall be allocated to the Subtrust for which it is held and changes in the 
value of, and dividends paid on, Common Stock or Acquiror Stock shall be allocated to the Subtrust for which it is held. Payments to 
general creditors during Insolvency Administration under 5.02 shall be charged against the Subtrusts in proportion to their balances, 
except that the payment of benefits to a Plan participant as a general creditor shall be charged against the Subtrust for that Plan.  

   
2.05 Substitution of Other Property  

   
2.05-1 The Company shall have the power to reacquire part or all of the trust fund (other than fund assets required under 2.02-2 or 

2.02-3 to be invested in Common Stock or Acquiror Stock) at any time, by substituting for it other property of equivalent value. Such 
power is exercisable in a nonfiduciary capacity.  

   
2.05-2 The value of any insurance contracts reacquired under 2.05-1 shall be the present value of future projected cash flow of 

benefits payable under the Contract. The projection shall include death benefits based on reasonable mortality assumptions. The value of 
all other assets in the trust fund shall be at their fair market value. Values shall be determined by the Trustee.  

   
2.06 Administrative Powers of Trustee  

   
2.06-1 Subject in all respects to applicable provisions of this Trust Agreement and the Plans, the Trustee shall have the rights, 

powers and privileges of an absolute owner when dealing with property of the trust, including (without limiting the generality of the 
foregoing) the powers listed below:  

   
(a) To sell, convey, transfer, exchange, partition, lease, and otherwise dispose of any of the assets of the trust at any time held 

by the Trustee under this Trust Agreement;  
   

(b) To exercise any option, conversion privilege or subscription right given the Trustee as the owner of any security held in 
the trust; to vote any corporate stock, including Common Stock or Acquiror Stock, either in person or by proxy, with or without 
power of substitution; to consent to or oppose any reorganization, consolidation, merger, readjustment of financial structure, sale, 
lease or other disposition of the assets of any corporation or other  
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organization, the securities of which may be an asset of the trust; and to take any action in connection therewith and receive and 
retain any securities resulting therefrom;  

   
(c) To deposit any security with any protective or reorganization committee, and to delegate to such committee such power 

and authority with respect thereto as the Trustee may deem proper, and to agree to pay out of the trust such portion of the expenses 
and compensation of such committee as the Trustee, in its discretion, shall deem appropriate;  

   
(d) To cause any property of the trust to be issued, held or registered in the name of the Trustee as trustee, or in the name of 

one or more of its nominees, or one or more nominees of any system for the central handling of securities, or in such form that title 
will pass by delivery, provided that the records of the Trustee shall in all events indicate the true ownership of such property;  

   
(e) To renew or extend the time of payment of any obligation due or to become due;  

   
(f) To commence or defend lawsuits or legal or administrative proceedings; to compromise, arbitrate or settle claims, debts or 

damages in favor of or against the trust; to deliver or accept, in either total or partial satisfaction of any indebtedness or other 
obligation, any property; to continue to hold for such period of time as the Trustee may deem appropriate any property so received; 
and to pay all costs and reasonable attorneys’ fees in connection therewith out of the assets of the trust;  

   
(g) To grant options to purchase or to acquire options to purchase any real property;  

   
(h) To foreclose any obligation by judicial proceeding or otherwise;  

   
(i) To manage any real property in the trust in the same manner as if the Trustee were the absolute owner thereof, including 

the power to lease the same for such term or terms within or beyond the existence of the trust and upon such conditions, including 
(but not by way of limitation) agreements for the purchase or disposal of buildings thereon and options to the tenant to renew such 
lease from time to time, or to purchase such property, as the Trustee may deem proper;  

   
(j) To borrow money from any person in such amounts, upon such terms and for such purposes as the Trustee, in its 

discretion, may deem appropriate; and in connection therewith, to execute promissory notes, mortgages or other obligations and to 
pledge or mortgage any trust assets as security; and to lend money on a secured or unsecured basis to any person other than a party 
in interest;  

   
(k) To appoint one or more persons or entities as ancillary trustee or sub-trustee for the purpose of investing in and holding 

title to real or personal property or any interest therein located outside the State of North Carolina; provided that any such ancillary 
trustee or sub-trustee shall act with such power, authority, discretion, duties, and functions of the Trustee as shall be specified in the 
instrument establishing such ancillary or sub-trust, including  

   
10  



(without limitation) the power to receive, hold and manage property, real or personal, or undivided interests therein; and the Trustee 
may pay the reasonable expenses and compensation of such ancillary trustees or sub-trustees out of the trust;  

   
(l) To deposit any securities held in the trust with a securities depository;  

   
(m) To hold such part of the assets of the trust uninvested for such limited periods of time as may be necessary for purposes of 

orderly account administration or pending required directions, without liability for payment of interest;  
   

(n) To determine how all receipts and disbursements shall be credited, charged or apportioned as between income and 
principal, and the decision of the Trustee shall be final and not subject to question by any participant or beneficiary of the trust; and  

   
(o) Generally to do all acts, whether or not expressly authorized, which the Trustee may deem necessary or desirable for the 

orderly administration or protection of the trust fund.  
   

2.06-2 The Trustee may engage one or more independent attorneys, accountants, actuaries, appraisers or other experts (the 
“Experts”) for any purpose, including the determination of Excess Assets. The determination of the Experts shall be final and binding on 
the Company, the Trustee, and all of the participants unless within 30 days after receiving a determination deemed by any participant to 
be adverse, any participant initiates suit in a court of competent jurisdiction seeking appropriate relief. The Trustee shall have no duty to 
oversee or independently evaluate the determination of the Experts. The Trustee shall be authorized to pay the fees and expenses of any 
Experts out of the assets of the trust fund.  

   
2.06-3 The Company shall from time to time pay taxes (references in this Trust Agreement to the payment of taxes shall include 

interest and applicable penalties) of any and all kinds whatsoever which at any time are lawfully levied or assessed upon or become 
payable in respect of the trust fund, the income or any property forming a part thereof, or any security transaction pertaining thereto. To 
the extent that any taxes levied or assessed upon the trust fund are not paid by the Company or contested by the Company pursuant to the 
last sentence of this paragraph, the Trustee shall pay such taxes out of the trust fund, and the Company shall upon demand by the Trustee 
deposit into the trust fund an amount equal to the amount paid from the trust fund to satisfy such tax liability. If requested by the 
Company, the Trustee shall, at the Company’s expense, contest the validity of such taxes in any manner deemed appropriate by the 
Company or its counsel, but only if it has received an indemnity bond or other security satisfactory to it to pay any expenses of such 
contest. Alternatively, the Company may itself contest the validity of any such taxes, but any such contest shall not affect the Company’s 
obligation to reimburse the trust fund for taxes paid from the trust fund.  

   
2.06-4 In the event a participant’s beneficiary designation results in a participant or the participant’s spouse being deemed to have 

made a “generation-skipping transfer” as defined in Section 2611 of the Code, then to the extent that the participant or  
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participant’s “executor,” as said term is defined in the Code (or the spouse of the participant or said spouse’s statutory executor in the 
case of a generation-skipping transfer deemed to have been made by a participant’s spouse), have not previously used the total 
generation-skipping transfer exemption that is available under Section 2631 of the Code to such transferor, such unused exemption shall 
be allocated in the manner prescribed by Section 2632 of the Code, except that (a) any generation-skipping transfer resulting from said 
beneficiary designation shall be excluded from the allocation; and (b) the method of allocation under Section 2632 shall be reversed so 
that such unused portion of said transferor’s exemption shall be applied first to trusts or trust equivalents of which transferor is the 
deemed transferor and from which taxable distributions occur and, second, to direct skips occurring at said transferor’s death. Any 
portion of said transferor’s total generation-skipping transfer exemption not used pursuant to the provisions of the previous sentence shall 
be allocated to the transfer resulting from the beneficiary designation that gives rise to the generation-skipping transfer hereunder.  

   
Notwithstanding any provisions in the Plans or this Trust Agreement to the contrary, the Company and the Trustee may withhold 

any benefits payable to a beneficiary as a result of the death of the participant or any other beneficiary until such time as (a) the Company 
or Trustee is able to determine whether a generation-skipping transfer tax, as defined in Chapter 13 of the Code, or any substitute 
provision therefor, is payable by the Company or Trustee; and (b) the Company or Trustee has determined the amount of generation-
skipping transfer tax that is due, including interest thereon. If any such tax is payable, the Company or Trustee shall reduce the benefits 
otherwise payable hereunder to such beneficiary by the amount necessary to provide said beneficiary with a benefit equal to the amounts 
that would have been payable if the original benefits had been calculated on the basis of a present value at the time of the generation-
skipping transfer equal to the then present value of the originally contemplated benefit less an amount equal to the generation-skipping 
transfer tax and any interest thereon that is payable as a result of the death in question. The Company or Trustee may also withhold from 
distribution by further reduction of the then net present value of benefits calculated in accordance with the terms of the previous sentence 
such amounts as the Company or Trustee feels are reasonably necessary to pay additional generation-skipping transfer tax and interest 
thereon from amounts initially calculated to be due. Any amounts so withheld shall be payable as soon as there is a final determination of 
the applicable generation-skipping tax and interest thereon. No interest shall be payable by the Company or Trustee to any beneficiary for 
the period of time that is required from the date of death to the time when the aforementioned generation-skipping transfer tax 
determinations are made and the amount of benefits payable to a beneficiary can be fully determined.  

   
ARTICLE III  

   
Administration  

   
3.01 Committee  

   
3.01-1 The Committee is the plan administrator for the Plans and has general responsibility to interpret the Plans and determine the 

rights of participants and beneficiaries.  
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3.01-2 The Trustee shall be given the names and specimen signatures of the Chairman, Secretary and members of the Committee. 
The Trustee shall accept and rely upon the names and signatures until notified of change. Instructions to the Trustee shall be signed for 
the Committee by the Chairman or such other person as the Committee may designate.  

   
3.02 Payment of Benefits  

   
3.02-1 The Trustee shall pay benefits to participants and beneficiaries on behalf of the Company in satisfaction of its obligations 

under the Plans. Benefit payments from a Subtrust shall be made in full until the assets of the Subtrust are exhausted. Payments due on 
the date the Subtrust is exhausted shall be covered pro rata. The Company’s obligation shall not be limited to the trust fund and a 
participant shall have a claim against the Company for any payment not made by the Trustee.  

   
3.02-2 The Trustee shall make payments in accordance with written direction from the Committee. The Trustee shall make any 

required income tax withholding and shall pay amounts withheld to taxing authorities on the Company’s behalf or determine that such 
amounts have been paid by the Company.  

   
3.02-3 A participant’s entitlement to benefits under the Plans shall be determined by the Committee. Any claim for such benefits 

shall be considered and reviewed under the claims procedures set out in the Plans.  
   

3.02-4 The Trustee shall use the assets of the trust or any Subtrust to make benefit payments or other payments in the following 
order of priority:  

   
(a) Common Stock shall be used to pay any benefits required under the Plans to be paid in Common Stock and Acquiror Stock 

shall be use to pay any benefits required under the Plans to be paid in Acquiror Stock;  
   

(b) All assets of the trust or Subtrust other than Contracts with Insurers, in such order as the Committee may request;  
   

(c) Cash contributions from the Company; and the Company hereby agrees to make cash contributions to the trust to enable 
the Trustee to make all benefit payments and other payments when due, unless the Company makes such payments directly, 
whenever the Trustee advises the Company that the assets of the trust or Subtrust, other than Contracts with Insurers, are 
insufficient to make such payments; and  

   
(d) Contracts with Insurers held in the trust or Subtrust; and in using any such Contracts, the Trustee shall first borrow the 

cash surrender value of each such Contract, proceeding in order of Contracts from the Contracts which have been in force for the 
longest times (and in alphabetical order based on the last name of the insured for Contracts placed in force on the same date) to the 
Contracts which have most recently been placed in force; and thereafter the Trustee shall surrender Contracts in the same order of 
priority as set forth above.  
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Notwithstanding the foregoing, the Trustee may use the assets of the trust or any Subtrust in any other order of priority directed by 
the Committee with the Written Consent of Participants affected thereby.  

   
3.03 Records  

   
The Trustee shall keep complete records on the trust fund open to inspection by the Company and the Committee at all reasonable 

times. In addition to accountings required below, the Trustee shall furnish to the Company and Committee any information requested 
about the trust fund.  

   
3.04 Accountings  

   
3.04-1 The Trustee shall furnish the Committee with a complete statement of accounts annually within 60 days after the end of the 

trust year showing assets and liabilities and income and expense for the year of each Subtrust. The form and content of the account shall 
be sufficient for the Company to include in computing its taxable income and credits the income, deductions and credits against tax that 
are attributable to the trust fund.  

   
3.04-2 The Committee may object to an accounting within 60 days after it is furnished and require that it be settled by audit by a 

qualified, independent certified public accountant. The auditor shall be chosen by the Trustee from a list of at least five such accountants 
furnished by the Committee at the time the audit is requested. Either the Committee or the Trustee may require that the account be settled 
by a court of competent jurisdiction, in lieu of or in conjunction with the audit. All expenses of any audit or court proceedings, including 
reasonable attorneys’ fees, shall be allowed as administrative expenses of the trust.  

   
3.04-3 If the Committee does not object to an accounting within the time provided, the account shall be settled for the period 

covered by it.  
   

3.04-4 When an account is settled, it shall be final and binding on all parties, including all participants and persons claiming through 
them.  

   
3.05 Expenses and Fees  

   
3.05-1 The Trustee shall be reimbursed for all expenses and shall be paid a reasonable fee fixed by it from time to time. No increase 

in the fee shall be effective before 60 days after the Trustee gives notice to the Company of the increase. The Trustee shall notify the 
Committee periodically of expenses and fees.  

   
3.05-2 The Company shall pay administrative fees or expenses. If not so paid, the fees and expenses shall be paid from the trust 

fund. The Company shall reimburse the trust fund for any fees and expenses paid out of it.  
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ARTICLE IV  

   
Liability  

   
4.01 Indemnity  

   
The Company shall indemnify and defend the Trustee from any claim, loss, liability or expense arising from any action or inaction 

in administration of this trust based on direction or information from the Committee, absent willful misconduct or bad faith.  
   

4.02 Bonding  
   

The Trustee need not give any bond or other security for performance of its duties under this trust.  
   

ARTICLE V  
   

Insolvency  
   

5.01 Determination of Insolvency  
   

5.01-1 The Company is “Insolvent” for purposes of this trust if:  
   

(a) The Company is unable to pay its debts as they come due; or  
   

(b) The Company is the subject of a pending proceeding as a debtor under the Bankruptcy Code.  
   

5.01-2 The Chief Executive Officer and the Board of Directors of the Company shall promptly give notice to the Trustee upon 
becoming Insolvent. If the Trustee receives such notice or receives from any other person claiming to be a creditor of the Company a 
written allegation that the Company is Insolvent, the Trustee shall independently determine whether such insolvency exists. The expenses 
of such determination shall be allowed as administrative expenses of the trust.  

   
5.01-3 The Trustee shall continue making payments from the trust fund to participants under the Plans while it is determining the 

existence of insolvency. Such payments shall cease and the Trustee shall commence “Insolvency Administration” under 5.02 upon the 
earlier of:  

   
(a) A determination by the Trustee that the Company is Insolvent; or  

   
(b) 30 days after the notice or allegation of insolvency is received under 5.01-2, unless the Trustee has determined that the 

Company is not Insolvent since receipt of such notice or allegation.  
   

15  



5.01-4 The Trustee shall have no obligation to investigate the financial condition of the Company prior to receiving a notice or 
allegation of insolvency under 5.01-2.  

   
5.02 Insolvency Administration  

   
5.02-1 During Insolvency Administration, the Trustee shall hold the trust fund for the benefit of the general creditors of the 

Company and make payments only in accordance with 5.02-2. The Trustee shall continue the investment of the trust fund in accordance 
with 2.02.  

   
5.02-2 The Trustee shall make payments out of the trust fund in one or more of the following ways:  

   
(a) To general creditors in accordance with instructions from a court, or a person appointed by a court, having jurisdiction 

over the Company’s condition of insolvency;  
   

(b) To Plan participants and beneficiaries in accordance with such instructions; or  
   

(c) In payment of its own fees or expenses.  
   

5.02-3 The Trustee shall be a secured creditor with a priority claim to the trust fund with respect to its own fees and expenses.  
   

5.03 Termination of Insolvency Administration  
   

5.03-1 Insolvency Administration shall terminate when the Trustee determines that the Company:  
   

(a) Is not Insolvent, in response to a notice or allegation of insolvency under 5.01-2; or  
   

(b) Has ceased to be Insolvent.  
   

5.03-2 Upon termination of Insolvency Administration under 5.03-1, the trust fund shall continue to be held for the benefit of the 
participants in the Plans. Benefit payments due during the period of Insolvency Administration shall be made as soon as practicable, 
together with interest from the due dates at the following rates:  

   
(a) For the EDCP, the rate credited on the participant’s account under the EDCP.  

   
(b) For the ESRIP, a rate equal to the interest rate fixed by the Pension Benefit Guaranty Corporation for valuing immediate 

annuities in the preceding month for terminated single employer plans.  
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5.04 Creditors’  Claims During Solvency  
   

5.04-1 During periods of Solvency, the Trustee shall hold the trust fund exclusively to pay benefits and fees and expenses until all 
have been paid. Creditors of the Company shall not be paid during Solvency from the trust fund, which may not be seized by or subjected 
to the claims of such creditors in any way.  

   
5.04-2 A period of “Solvency” is any period not covered by 5.02.  

   
ARTICLE VI  

   
Successor Trustees  

   
6.01 Resignation and Removal  

   
6.01-1 The Trustee may resign at any time by notice to the Committee, which shall be effective in 60 days unless the Committee 

and the Trustee agree otherwise.  
   

6.01-2 The Trustee may be removed by the Committee on 60 days’ notice or shorter notice accepted by the Trustee.  
   

6.01-3 When resignation or removal is effective, the Trustee shall begin transfer of assets to the successor Trustee immediately. The 
transfer shall be completed within 60 days, unless the Committee extends the time limit.  

   
6.01-4 If the Trustee resigns or is removed, the Committee shall appoint a successor by the effective date of resignation or removal 

under 6.01-1 or 6.01-2. If no such appointment has been made, the Trustee may apply to a court of competent jurisdiction for 
appointment of a successor or for instructions. All expenses of the Trustee in connection with the proceeding shall be allowed as 
administrative expenses of the trust.  

   
6.02 Appointment of Successor  

   
6.02-1 The Committee may appoint any bank or trust company that has total assets in excess of $5 million as a successor to replace 

the Trustee upon resignation or removal. The appointment shall be effective when accepted in writing by the new Trustee, who shall have 
all of the rights and powers of the former Trustee including ownership rights in the trust assets. The former Trustee shall execute any 
instrument necessary or reasonably requested by the Committee or the successor Trustee to evidence the transfer.  

   
6.02-2 The successor Trustee need not examine the records and acts of any prior Trustee and may retain or dispose of existing trust 

assets, subject to Article II. The successor Trustee shall not be responsible for and the Company shall indemnify and defend the successor 
Trustee from any claim or liability because of any action or inaction of any prior Trustee or any other past event, any existing condition or 
any existing assets.  
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6.03 Accountings; Continuity  
   

6.03-1 A Trustee who resigns or is removed shall submit a final accounting to the Committee as soon as practicable. The accounting 
shall be received and settled as provided in 3.04 for regular accountings.  

   
6.03-2 No resignation or removal of the Trustee or change in identity of the Trustee for any reason shall cause a termination of the 

Plans or this trust.  
   

ARTICLE VII  
   

General Provisions  
   

7.01 Interests Not Assignable  
   

7.01-1 The interest of a participant in the trust fund may not be assigned, seized by legal process, transferred or subjected to the 
claims of the participant’s creditors in any way.  

   
7.01-2 The Company may not create a security interest in the trust fund in favor of any of its creditors. The Trustee shall not make 

payments from the trust fund of any amounts to creditors of the Company who are not Plan participants, except as provided in 5.02.  
   

7.01-3 The participants shall have no interest in the assets of the trust fund beyond the right to receive payment of Plan benefits and 
reimbursement of expenses from such assets subject to the instructions for Insolvency Administration referred to in 5.02-2. During 
Insolvency Administration the participants’ rights to trust assets shall not be superior to those of any other general creditor of the 
Company.  

   
7.02 Amendment  

   
The Company and the Trustee may amend this trust at any time by a written instrument executed by both parties and with the 

Written Consent of Participants. Notwithstanding the foregoing, any amendment may be made by written agreement of the Company and 
the Trustee without the Written Consent of Participants if such amendment will not have a material adverse effect on the rights of any 
Participant hereunder or is necessary to comply with any laws, regulations or other legal requirements.  

   
7.03 Applicable Law  

   
This trust shall be construed according to the laws of Oregon except as preempted by federal law.  

   
7.04 Agreement Binding on All Parties  

   
This agreement shall be binding upon the heirs, personal representatives, successors and assigns of any and all present and future 

parties. The term successors as used herein in respect of the Company shall include any corporate or other business entity which shall,  
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whether by merger, consolidation, purchase or otherwise, acquire all or substantially all of the business and assets of the Company, and 
successors of any such corporation or other business entity.  

   
7.05 Notices and Directions  

   
Any notice or direction under this trust shall be in writing and shall be effective when actually delivered or, if mailed, when 

deposited postpaid as first-class mail. Mail to a party shall be directed to the address stated in this trust or to such other address as either 
party may specify by notice to the other party. Notices to the Committee shall be sent to the address of the Company.  

   
7.06 No Implied Duties  

   
The duties of the Trustee shall be those stated in this Trust, and no other duties shall be implied.  
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Company:        NORTHWEST NATURAL GAS COMPANY  

            By:   /s/ Richard G. Reiten  
            Its:   Chairman and C.E.O.  
            Executed:     September 21, 2001  

Trustee:        WACHOVIA BANK, N.A.  

            By:   /s/ Joe O. Long  
            Its:   Senior Vice President/Group Executive  
            Executed:     September 26, 2001  



   
EXHIBIT A  

   
Assumptions and Methodology for  

   
Calculation Required Under 2.01-3 and 2.03  

   

   

1. The liability will be calculated using two (2) different assumptions as to when the employee terminates employment and receives a 
change of control benefit: 

   
  a) As of the date of the Triggering Event. 

   
  b) Twenty-four (24) months after the date of the Triggering Event assuming future compensation continues at current levels. 

   
  The benefit liability will be the greater of the liabilities calculated in accordance with a) and b) above. 

   
2. Calculations will be based upon the most valuable optional form of payment available to the participant. 

   

3. The benefit liability is equal to the present value of benefits discounted to the trigger date at the immediate annuity interest rate for 
termination of single employer plans established by the Pension Benefit Guaranty Corporation (PBGC) for calculations made on the date 
of the Triggering Event. 

   

4. No mortality is assumed prior to the commencement of benefits. Future mortality is assumed to occur in accordance with the 1983 Group 
Annuity Table Male rates after the commencement of benefits. 

   
5. Where left undefined by 1. through 4. above, calculations will be performed in accordance with generally accepted actuarial principles. 

   

6. For the purposes of projecting deferral account balances, the interest crediting rate on all EDCP Cash Accounts is assumed to remain at 
the last such PBGC established rate prior to the date of the Triggering Event. 



   
NORTHWEST NATURAL GAS COMPANY  
UMBRELLA TRUST ™ FOR EXECUTIVES  

AMENDMENT NO. 1  
   

This Amendment No. 1 to the Northwest Natural Gas Company Umbrella Trust ™ for Executives, effective January 1, 1988 and restated 
as of January 1, 2001 (the “Trust”), is effective as of February 27, 2003 and has been executed as of this 27th day of February, 2003.  
   

The Trust is hereby amended as follows:  
   

FIRST: Section 1.02-1 is amended to read as follows:  
   

1.02-1 This trust shall continue in effect until all the assets of the trust fund are exhausted through distribution of benefits to 
participants, reimbursement of benefits paid by the Company pursuant to Section 3.02-5, payment to general creditors in the event of 
insolvency, payment of fees and expenses of the Trustee, and return of remaining funding of a Subtrust pursuant to 1.02-2.  

   
SECOND: Section 3.02-1 is amended to read as follows:  

   
3.02-1 Except as provided in 3.02-5, the Trustee shall pay benefits to participants and beneficiaries on behalf of the Company in 

satisfaction of its obligations under the Plans. Benefit payments from a Subtrust shall be made in full until the assets of the Subtrust are 
exhausted. Payments due on the date the Subtrust is exhausted shall be covered pro rata. The Company’s obligation shall not be limited to 
the trust fund and a participant shall have a claim against the Company for any payment not made by the Trustee.  

   
THIRD: Section 3.02-5 is added to read as follows:  

   
3.02-5 With respect to any benefit payments due to participants and beneficiaries under the Plans, the Committee may direct by 

notice in advance to the Trustee that the Company shall make such payments and that the Trustee shall, upon receipt of evidence of such 
payments satisfactory to the Trustee, reimburse the Company for such payments from the applicable Subtrust. In such cases, the 
Company shall make any required income tax withholding and reporting, and shall pay amounts withheld to taxing authorities.  

   
THIRD: Except as provided herein, all other Trust provisions shall remain in full force and effect.  

   
IN WITNESS WHEREOF, the parties have caused this Amendment No. 1 to be executed as of the date first written above.  

   

   

NORTHWEST NATURAL GAS COMPANY  

By:   /s/ Mark S. Dodson  
    President and CEO  

WACHOVIA BANK, N.A.  

By:   /s/ Beverley H. Wood  
    Senior Vice President  



NORTHWEST NATURAL GAS COMPANY  
UMBRELLA TRUST ™ FOR EXECUTIVES  

AMENDMENT NO. 2  
   

This Amendment No. 2 to the Northwest Natural Gas Company Umbrella Trust ™ for Executives, effective January 1, 1988 and restated 
as of January 1, 2001 (the “Trust”), is effective as of February 24, 2005 and has been executed as of this 24 th day of February, 2005.  
   

The Trust is hereby amended as follows:  
   

FIRST: Section 2.01-1 is amended to read as follows:  
   

2.01-1 The Company shall contribute to the trust such amounts as the Committee shall reasonably decide are necessary to provide 
for all benefits payable under the Plans in cash (“Cash Benefits”). The time of payment of such contributions shall be decided by the 
Committee, except as provided in 2.01-3.  
   

SECOND: The first paragraph of Section 2.02-1 is amended to read as follows:  
   

2.02-1 Except as provided in 2.02-2 or 2.02-3, the trust fund may be invested in insurance contracts (“Contracts”). Such Contracts 
may be purchased by the Company and transferred to the Trustee as in-kind contributions or may be purchased by the Trustee with the 
proceeds of cash contributions. The purchase and holding of such Contracts shall be an investment directed by the Company, pursuant to 2.02-
5. The Trustee shall have the power to exercise all rights, privileges, options and elections granted by or permitted under any Contract or under 
the rules of the insurance company (“Insurer”). Prior to the occurrence of any of the events referred to in 2.01-4, the exercise by the Trustee of 
any incidents of ownership under any Contract shall be subject to the direction of the Committee.  
   

THIRD: Paragraph 3 of Exhibit A is amended to read as follows:  
   

3. The benefit liability is equal to the present value of benefits discounted to the trigger date at the Applicable Interest Rate 
determined under Code Sec. 417(e)(3) and the regulations thereunder. The Applicable Interest Rate shall be determined on each December 31 
and shall apply to all calculations in the next calendar year.  
   

FOURTH: Paragraph 4 of Exhibit A is amended to read as follows:  
   

4. No mortality is assumed prior to the commencement of benefits. Future mortality is assumed to occur in accordance with the 
mortality table used for purposes of Code Sec. 417(e)(3), as set forth in Rev. Rul. 2001-62 (2001-2 C.B. 632) and subsequent rulings.  
   

FIFTH: Paragraph 6 of Exhibit A is amended to read as follows:  
   

6. For the purposes of projecting deferral account balances, the interest crediting rate on all EDCP Cash Accounts is assumed to 
remain at the Applicable Interest Rate determined under 3. above.  



SIXTH: Except as provided herein, all other Trust provisions shall remain in full force and effect.  
   

IN WITNESS WHEREOF, the parties have caused this Amendment No. 2 to be executed as of the date first written above.  
   

Exhibit 10i-1 
   

NORTHWEST NATURAL GAS COMPANY  

By: 
  

/s/ Mark S. Dodson  

    President and CEO 

WACHOVIA BANK, N.A.  

By: 
  

/s/ Beverley H. Wood  

    Senior Vice President 

NORTHWEST NATURAL GAS COMPANY  
   
Waiver of Forfeiture Provisions of Non-Employee Directors Stock Compensation Plan for Deceased Director  
   
On December 16, 2004, the Board of Directors waived forfeiture provisions of the Company’s Non-Employee Directors Stock Compensation 
Plan (“NEDSCP”) with respect to approximately 2,808 unvested shares of Company stock held in the account of Melody C. Teppola, a director 
of the Company who died on December 6, 2004.  

Exhibit 10z(2) 
   

NORTHWEST NATURAL GAS COMPANY  
SUMMARY OF EXECUTIVE COMPENSATION  

NAMED EXECUTIVE OFFICERS  
   

Notes:  

   

2005 

               

Incentive Target  
     

Participant  
   

Title  
   

Annual Salary* 

 
   

Target  
Award % 

 
    

Target Award 
 
$  

   

Long Term  
Incentive  

Performance 
 

Share Grant 

 

Mark S. Dodson     President & Chief Executive Officer    $ 500,000    50 %   $ 250,000    10,000 
David H. Anderson  1     Senior Vice President & Chief Financial Officer    $ 265,000    40 %   $ 106,000    5,000 
Michael S. McCoy  

   

Executive Vice President, Customer & Utility 
Operations    $ 260,000    40 %   $ 104,000    5,000 

Beth A. Ugoretz 2     Senior Vice President & General Counsel      NA    NA       NA    NA 
Gregg S. Kantor     Senior Vice President Public & Regulatory Affairs    $ 170,000    35 %   $ 59,500    3,000 
Lea Anne Doolittle     Vice President Human Resources    $ 168,000    30 %   $ 50,400    2,000 
David A. Weber 3  

   

Director Information Services and Chief Information 
Officer    $ 186,000    25 %   $ 46,500    2,000 

* Salaries effective March 1, 2005 

   
2004 CEO Annual Incentive  
   

1 D. H. Anderson became CFO on Sept. 30, 2004. He was granted 5,000 restricted shares which vest 20% per year over 5 years 
commencing on Oct. 1, 2005. He received a $40,000 hire-on bonus in January 2005. 

2 Resigned Jan. 3, 2005. 
3 Not an officer. Maximum incentive is 200% of Target. 

Mr. Dodson received an annual incentive award of $260,000 for performance in 2004.  
   
Annual Executive Incentive Compensation  
   

Incentive compensation for executives for 2005 will be determined according to the terms of the Executive Annual Incentive Plan, 
effective Jan. 1, 2003, as previously filed as an exhibit to the Company’s 2002 Form 10-K. The Company’s Executive Annual Incentive Plan is 
intended to advance the interests of the Company and  



its shareholders by means of an incentive cash bonus program, which will motivate key executives to achieve previously established annual 
performance goals. The payment of awards under this Plan is contingent upon meeting predetermined individual and Company performance 
goals. At the beginning of each year, weighted performance goals are established. At year-end, performance is measured against these goals. 
The results are considered by the Committee in determining the amounts to be awarded, if any.  
   

The amounts of the awards are based on a formula, which reflects an allocation between Company and individual performance criteria. 
The allocation depends upon each executive’s ability to influence corporate performance. Depending upon position, performance and the other 
factors considered by the Committee, an executive can earn from 25% to 50% of base salary if the prescribed Company and individual 
performance goals are met, or up to 37.5% to 75% of base salary if these goals are exceeded.  
   

Individual performance is measured considering (1) achievement of individual performance goals (50-60%), (2) achievement of budget 
goals (15-25%), (3) values and behaviors ratings by peers (12.5%) and (4) achievement of development goals as determined by the Chief 
Executive Officer (12.5%).  
   

Company performance goals established for 2005 focused on strengthening the Company’s financial position and increasing shareholder 
value. These goals included the achievement of: (1) net income in an amount which the Committee determined would demonstrate above 
average performance; and (2) several operating goals related to customer satisfaction improvement, market share, profitability, capital cost 
management and productivity in serving customers. In combination, these goals measure the Company’s performance in terms of its overall 
profitability, customer satisfaction, market share, the reduction of costs and the achievement of greater efficiency. In determining the awards, 
the Committee accords 50% of the weight to net income and 50% to the combined group of operating goals. The payment of any award for 
2005 is conditioned upon the Company’s 2005 net income exceeding a percentage of the target designated in advance by the Committee and 
being sufficient to cover the payment of all dividends.  
   
Long-Term Incentive Plan Compensation  
   

Long-term incentive compensation for certain executives for 2005 will be determined according to the terms of the Long-Term Incentive 
Plan, effective July 26, 2001, as previously filed as an exhibit to the Company’s Form 10-Q for the quarter ended June 30, 2001.  
   

The Long-Term Incentive Plan authorizes the Committee to grant annual awards payable in Company stock, based on the Company’s 
financial performance over three-year performance cycles. If the performance-based measures are achieved, participants will also receive 
dividend equivalent cash payments equal to the number of shares of common stock received on the award payout multiplied by the aggregate 
cash dividends paid per share by the Company during the performance period. Awards granted by the Committee in 2003 were based on a 
three-year performance cycle covering the period 2003-2005. The performance measure used to determine incentive awards for this cycles is 
the Company’s average return on equity during the period covered by the award in relation to pre-established targeted objectives.  



In 2004 and 2005, awards granted by the Committee included a Company performance measure based on total shareholder return relative 
to a peer group, with a minimum return of 6% per year for a cycle (75%) and performance milestones relative to the Company’s core and non-
core strategic plans (25%). At the end of the cycle, the Committee will determine the Company’s ability to achieve the established criteria and 
assign a factor to each component ranging between 0% and 200%. As a general guideline, if the Company achieves the targets as stated, the 
component factor would be 100%.  

EXHIBIT 11 
   

NORTHWEST NATURAL GAS COMPANY  
Statement Re: Computation of Per Share Earnings  

(Thousands, except per share amounts)  
(Unaudited)  

   

   
For the years ended Dec. 31, 2004, 2003 and 2002, 201,800 shares, 77,500 shares and 84,000 shares, respectively, representing the number of 
stock options the exercise prices for which were greater than the average market prices for such years, were excluded from the calculation of 
diluted earnings per share because the effect was antidilutive.  

EXHIBIT 12 
   

     

12 Months Ended December 31,  

     

2004  
   

2003  
   

2002  

Net income     $ 50,572    $ 45,983    $ 43,792 
Redeemable preferred and preference stock dividend requirements       —        294      2,280 

           

Earnings applicable to common stock – basic       50,572      45,689      41,512 
Debenture interest less taxes       200      257      285 

           

Earnings applicable to common stock – diluted     $ 50,772    $ 45,946    $ 41,797 
           

Average common shares outstanding – basic       27,016      25,741      25,431 
Stock options       40      28      59 
Convertible debentures       227      292      324 

           

Average common shares outstanding – diluted       27,283      26,061      25,814 
           

Earnings per share of common stock - basic     $ 1.87    $ 1.77    $ 1.63 
           

Earnings per share of common stock – diluted     $ 1.86    $ 1.76    $ 1.62 
           

NORTHWEST NATURAL GAS COMPANY  
Computation of Ratio of Earnings to Fixed Charges  

January 1, 2000 - December 31, 2004  
(Thousands, except ratio of earnings to fixed charges)  

(Unaudited)  
   

EXHIBIT 23 
   

     

Year ended December 31,  

     

2004  
   

2003  
   

2002  
   

2001  
   

2000  

Fixed Charges, as Defined:                                     

Interest on Long-Term Debt     $ 33,776    $ 33,258    $ 32,264    $ 30,224    $ 29,987 
Other Interest       2,184      2,048      1,620      3,772      3,628 
Amortization of Debt Discount and Expense       773      696      799      768      735 
Interest Portion of Rentals       1,489      1,622      1,578      1,572      1,628 

                 

Total Fixed Charges, as defined     $ 38,222    $ 37,624    $ 36,261    $ 36,336    $ 35,978 
                 

Earnings, as Defined:                                     

Net Income     $ 50,572    $ 45,983    $ 43,792    $ 50,187    $ 50,224 
Taxes on Income       26,531      23,340      23,444      27,553      26,829 
Fixed Charges, as above       38,222      37,624      36,261      36,336      35,978 

                 

Total Earnings, as defined     $ 115,325    $ 106,947    $ 103,497    $ 114,076    $ 113,031 
                 

Ratio of Earnings to Fixed Charges       3.02      2.84      2.85      3.14      3.14 
                 



Consent of Independent Accountants  
   
We hereby consent to the incorporation by reference in the Registration Statements on Form S-8 (Nos. 33-63017, 333-46430, 333-55002, 333-
70218, 333-100885 and 333-120955, and Post-Effective Amendment No. 1 to Registration Statement No. 2-76276) and in the Registration 
Statements on Form S-3 (Nos. 33-53795 and 333-112604, and Post-Effective Amendment No. 1 to Registration Statement Nos. 33-1304, 33-
20384, and 333-68184) of Northwest Natural Gas Company of our report dated February 28, 2005 relating to the consolidated financial 
statements, financial statement schedule, management’s assessment of the effectiveness of internal control over financial reporting and the 
effectiveness of internal control over financial reporting, which appears in this Form 10-K.  
   

EXHIBIT 31.1 
   

/s/ PricewaterhouseCoopers LLP  

Portland, Oregon  
March 1, 2005  

CERTIFICATION  
   
I, Mark S. Dodson, certify that:  
   

   
  1. I have reviewed this annual report on Form 10-K of Northwest Natural Gas Company; 

   

  
2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact 

necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with 
respect to the period covered by this report; 

   

  
3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all 

material respects the financial condition, results of operations and cash flows of the company as of, and for, the periods presented in 
this report; 

   

  
4. The company’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures 

(as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange 
Act Rules 13a-15(f) and 15d-15(f)) for the company and have: 

   

  
a. Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under 

our supervision, to ensure that material information relating to the company, including its consolidated subsidiaries, is made 
known to us by others within those entities, particularly during the period in which this report is being prepared; 

   

  
b. Designed such internal control over financial reporting, or caused such internal control over financial reporting to be 

designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the 
preparation of financial statements for external purposes in accordance with generally accepted accounting principles; 

   

  
c. Evaluated the effectiveness of the company’s disclosure controls and procedures and presented in this report our conclusions 

about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on 
such evaluation; and 

   

  
d. Disclosed in this report any change in the company’s internal control over financial reporting that occurred during the 

company’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially 
affected, or is reasonably likely to materially affect, the company’s internal control over financial reporting; and 

   

  
5. The company’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over 

financial reporting, to the company’s auditors and the audit committee of the company’s board of directors (or persons performing 
the equivalent functions): 

   

  
a. All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting 

which are reasonably likely to adversely affect the company’s ability to record, process, summarize and report financial 
information; and 

   
Date: March 1, 2005  
   

EXHIBIT 31.2 
   

  
b. Any fraud, whether or not material, that involves management or other employees who have a significant role in the 

registrant’s internal control over financial reporting. 

/s/ Mark S. Dodson  

Mark S. Dodson  
President and Chief Executive Officer  

CERTIFICATION  
   
I, David H. Anderson, certify that:  
   

   
  1. I have reviewed this annual report on Form 10-K of Northwest Natural Gas Company; 

   

  
2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact 

necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with 
respect to the period covered by this report; 

  
3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all 



   

material respects the financial condition, results of operations and cash flows of the company as of, and for, the periods presented in 
this report; 

   

  
4. The company’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures 

(as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange 
Act Rules 13a-15(f) and 15d-15(f)) for the company and have: 

   

  
a. Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under 

our supervision, to ensure that material information relating to the company, including its consolidated subsidiaries, is made 
known to us by others within those entities, particularly during the period in which this report is being prepared; 

   

  
b. Designed such internal control over financial reporting, or caused such internal control over financial reporting to be 

designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the 
preparation of financial statements for external purposes in accordance with generally accepted accounting principles; 

   

  
c. Evaluated the effectiveness of the company’s disclosure controls and procedures and presented in this report our conclusions 

about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on 
such evaluation; and 

   

  
d. Disclosed in this report any change in the company’s internal control over financial reporting that occurred during the 

company’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially 
affected, or is reasonably likely to materially affect, the company’s internal control over financial reporting; and 

   

  
5. The company’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over 

financial reporting, to the company’s auditors and the audit committee of the company’s board of directors (or persons performing 
the equivalent functions): 

   

  
a. All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting 

which are reasonably likely to adversely affect the company’s ability to record, process, summarize and report financial 
information; and 

   
Date: March 1, 2005  
   

EXHIBIT 32.1 
   

  
b. Any fraud, whether or not material, that involves management or other employees who have a significant role in the 

registrant’s internal control over financial reporting. 

/s/ David H. Anderson  

David H. Anderson  
Senior Vice President and Chief Financial Officer  

NORTHWEST NATURAL GAS COMPANY  
Certificate Pursuant to Section 906  
of Sarbanes – Oxley Act of 2002  

   
Each of the undersigned, MARK S. DODSON, the President and Chief Executive Officer, and DAVID H. ANDERSON, the Senior Vice 

President, and Chief Financial Officer, of NORTHWEST NATURAL GAS COMPANY (the Company), DOES HEREBY CERTIFY that:  
   

   

1. The Company’s Annual Report on Form 10-K for the year ended December 31, 2004 (the Report) fully complies with the requirements 
of section 13(a) of the Securities Exchange Act of 1934, as amended; and 

   
IN WITNESS WHEREOF, each of the undersigned has caused this instrument to be executed this 1 st day of March 2005.  

   

A signed original of this written statement required by Section 906 has been provided to Northwest Natural Gas Company and will be retained 
by Northwest Natural Gas Company and furnished to the Securities and Exchange Commission or its staff upon request.  
 

End of Filing  

  

© 2005 | EDGAR Online, Inc.  

2. Information contained in the Report fairly presents, in all material respects, the financial condition and results of operation of the 
Company. 

/s/ Mark S. Dodson  

President and  
Chief Executive Officer  

/s/ David H. Anderson  

Senior Vice President  
and Chief Financial Officer  
   


