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Certain companies may have one or more classes of common stock differ­
ing in their claims on income and as to voting power . One class of stock may h'tve 
no voting privilege but be entitled to a prior claim on dividends while another may 
have voting power but a junior cl:aim on dividends. The use of various classes of 
L·ornrrion ~ .... ck is generally adopted when it is desired to concentrate the voting 
cc. ntrol of the company in a single group. 

Occasionally, a common stock has preemptive rights. A preemptive right 
f'.1titles a shareholder to maintain his proportional owner ship interest in the com ­
pany by giving him the first opportunity to purchase 1 on a pro-rata basis 1 a:iy new 
common stock or convertible securities being sold to the public . 

Preferred Stock 

Prefer red stock is a hybrid type of security, combining certain features 
of both debt and common stock. Like debt holders, holders of preferred stock do 
not participate in the residu a l earnings of the issuer and their r ate of return is 
limited to the specified dividend of the preferred stock. Unlike interest payments 
on debt issues, however, preferred dividends can be omitted without resulting in 
the insolvency of the company. When p:referrecl dividends are omitted, h o lders of 
prefer red . shares a re usually entitled to elect a certain number of directors; other­
wise, preferred shareholders do not participate in th e management of th e issuing 
company. Most preferred dividends are cunmlative and if they arc omiltc<l, all 
arrearages niust be m ade up befor e common dividend s can be r esumed . P .refcrrccl 
dividends arc a contractu ral obligation, and are senior in right o( payment t 1 com ­
mon dividends. 

Preferred s tock, like common stock, h as no specified matul"ity . Howcv~ r, 

preferred slack i s rarely viewed a s a perm anent means of fin ancing a nd prov1s10ns 
are usually mac.le for an issue's o rderly retirem ent vi a a sinking or pur ch ase fund. 
A preferred stock sinking fund operates in the same manner as a bond sinking fw1d. 
A pu1·chase fund requires the issuer to exvend a c e r tain sum ~a ch y ea r to acquire 
and reli.rc the outstanding shares , Lui: this requirement is usually l imited by 
restricting Lhc price whic h c a n be p aid for the shares to p a r value. If the market 
pric e is above par, no purchases will be made for the purchase fm1d, 

Practically all preferred s tocks h ave call provisions s im ilar to tho s e of 
corporate bonds. Certa in preferred stocks a re convertible into the cornmon 
shares uf the is s uer. O t.hcr preferred stock issues a r e p.'.l r t i cipating a nd sh a r e 
in the residual e~rning s of the issue r according to certain fo nnulae , usually 
Lasccl o n common divid ends. 

Difference s Dc tv .. •cen a Public a nd a P eivate S ccuri l ies Iss ues 

A securities i ssu e whic h has been reg iste r ed with the SccuriLics and 
Exchange Commission and so lcl in a n uncl e rwl"it:tcn offe ring by a s ynclicale o f 
inves tment b a nking firm s i s t•efc rr ed to as i'l. public issue. Such iss ues, whether 
listed on a m a jor stock cxchan b c o r tr aded bcLwcen clcal ct·s , a t'c free ly tr arrn-
ferable between h olders and consequently offer a n i11vestor a high c!cgrce of 
liquidity . 
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A s e~urities issue which has been sold directly by an issuer to an il)stitu­
tional investor (such as an ins\lrance company) without ... egistration with the 
Securities and Exchange Commission is referred to a s a private issue. Because 
they are not registered, private is sues are not freely transferable and their mar ­
ketability is consequently very limited . To compensate an investor for this lack 
of liquidity, private debt issues usually carry higher interest coupons and more 
restrictive covenants than similar public debt issues . Similarly, p1•ivate equity 
issues generally cannot be sold at as advantageous prices as public .equity issues. 



INVESTMENTS 

_!.,ong Term Governmf'nt Securities 

The direct obligations of the U . S. government and its agencies, together 
with securities bearing the full faith and credit guarantee of th~ government, 
constitute the highest quality deb t securities in the U. S. Although certain of such 
securities, principally Treasury bills, are is S\..ted for very short maturities, a 
substantial amount is is.sued for maturities ranging from three to thirly years . 
Short term government securities are considered in the following section on 
Money Market Instruments. 

The principal long term direct obligations of the U. S. government are 
Treasury notes and bonds which are usually is sued for maturities of up to ten 
and thirty years, rc.:.pectively. Such bonds and notes are sold periodically 
directly by the Treasury and a substantial amount is outstanding at all times; 
secondary market trading is very active. 

Along "vi.th the direct obligations of the Treasury, the government also 
raises funds through its age..1cies which issue both short and long term securities 
either guaranteed by the government directly or backed by the agencies, which 
are themselves instrumentalities of the government. M any government agencies 
issue such securities, but principal among these are the Federal Home Loan 
Banlcs, the Federa1• National Mortgage Association, the Federal Land Bank and 
the Ban'< for C:oor.eratives . Issues of these borrowers are generally sold through 
public: offering:..: •..mderwritten by banks and investment firms . 

Through Acts of Congress, the government has also authorized certain 
q\·.asi-governnrnnt enlities to issue securities bearing its full faith and credit 
g·,iarantee including the E>..-port Import Bank of the U. S. and .Private Export 
Funding Corporation. Congress has al so authorii.cd the application of its guar­
ar:tPe to securities of private corporate issucL·s for specific purposes, including 
bonds issued to finance the construction of U. S . flag ships undet· the provision~ 
of Title XI of the Maritime Act. Such bonds have recently begun to be i ssued in 
significanl amounts and are generally refer red to as Title XI bonds. 
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INVESTMENTS 

Money Market Instruments 

Money market instruments are short-term, high grade debt instruml.nts 
t.J;iat carry a minimum amount of ·risk and which can J:eadily be turnec into cash 
without material loss. Because of their relatively short maturity, generally no 
more than twelve to twenty - four months, money market instruments have a readily 
stable market value at all times. The principal types of money market securities 
are Treasury bills, notes and bonds, securities guaranteed by the government or 
issued by its agencies, municipal securities, bank certific ates of deposit, bankers 
acceptances and corporate commercial paper. These securities are frequently 
purchased by investors seeking a temporary investment for surplus cash· resources. 

Treasury Securities 

The Treasury securities which are most often referred to as money market 
ins trwnents are T rcasury bills and Ti·easury notes and bonds maturing within two 
years. Treasury bills, is sued at auction e.:i.ch week and maturing in periods from 
three months to one year, are the backbone of the money m a rket. Because of the 
l arge volume of Treasury bills outstanding a nd their continual is~;u~nce, a short 
term investor can normally find an issue wi th a m a turity on oe close to the date 
when his surplus funds will be required for their intended purpose . 

Treasury bills are issued in be a rer form '1.nd on a discount ba sis. The 
holder receives the full face va lue of the secudty at m a turity in lieu of interim 
interest payments. 

Treasury notes and bonds are government s e cuirities whi.ch have original 
maturities of over one year. Both arc issu e d in b ea re1· form and interes t i s pay­
abl e upon presenta tion o f a coupon . Treas ury notes by l aw m ay not h a ve a m a turity 
in excess of t e n yea rs while Tt·easury bonds g ener ally matur e in m o re than ten 
yeal's . As cithet· Treasury bonds or not l'! s move into the undct· two - y ea r m o ne y 
market rnaturity r an ge, th ey become a ttraclive investm en ts for inves to1·s who wi s h 
to· invest 1~ r longer m a turities tha n offered by Treas ury bill s . 

Other Govcrn:nent Sccudtic ~ 

A large numbe r of g'Jvernmenl ag encie s al r, o iss ue s ecuritie s which a t· c 
either guar nnteed dire ctly by the go vernment or fully backed by the agencie s them­
selves which arc cons erva ti vely run entities c harter ed by Cong ress and sup e rvised 
and/or owned by the:: government. Among uuc h i ss ue r s a re th e Fed e ral N atio na l 
Mortga ge As soci a tio n, th e Federa l Home Loan Banks , th e F ed e r a l L a nd Danks , 
the Governm e nt Nntional Mo rtgage Associa tion, the F ed e r a l lnte rm cd ia t c Cr edit 
Ba nks and the Banks for Coo pe ratives . Securities o f the s e issu e r s a r c oold o n 
both a coupon and a discount b a sis a ncl (o r va riou s maturities from thr ee m o nths 
to twenty y ear s . Mos t issue s ar c relatively s hort-term, howe ve r, oncl fall e ithe r 
directly into the money m :arke t ot· a r e dr a ·.•m in as their m a turily da te approach es . 
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The attraction of these securities to money market inv'estors is that their yields 
are somewhat higher than those of Treasury s ecuritie<J in light of the fact that 
they are indirP.ct rather than direct obligation·; of the government. 

Municipal Securities 

Municipal securities possess two characteristics that are important pre­
requisites for a money ma1·ket instrumen.l: a large outstanding supply of obliga ­
tions of various types and maturities and an active secondary market . . The prin­
cipal types of municipal securities traded in the money ma .. :k~t are short term 
notes and long term bonds, drawn into the money market as their maturity 
a.pproaches . Municipal securities are attractive to investors because of their 
tax- exempt yields. 

Certificates of Deposit 

A Certificate of Deposit is a negotiable instrument representing an interest 
bearing time deposit in a commercial bank. Certificates of deposit (CD's) began 
to be issued by commercial b anks in 1961 and are ideal instniments for the invest­
m ent of short term i.clle cash because a purchaser (lender) can negotiate with the 
bank seller (borrower) to t a ilor a CD to h is exact maturily needs. Moreover, 
there is a very substantial amow1t of CD's outstanding and the secondary ma r ket 
is extremely active: if unforeseen ci r cunrntances arise an investor can sell his 
CD' s in the m arketplace. The interest rate on CD's is higher than that for eilher 
Treasury or agency securities of the same maturity . 

Ba1~ . .<cr' s Acceptances 

A banker's acceptance i s c 'rcat cd when a comme r c ia l bank " accepts" 
(endorses} a draft drawn o n it fat· the account of one o f ils customers for paymcnl 
on a specified future dale . Time d r afls arc u sually associated wilh the payment 
for goods shipped in international trade. Dy accepting a Umc dra(t, a bank s ub­
stitutes its c rcdil for that of its customer and a n ::lccep ted draft th:.l s becomes 
si.milar to a security of the bank ils clf. Because of the ve ry s hort maturity o f 
most banker's acceptances , usually no t more than ninety days , they arc readily 
sold in the money m<lrkd. 

Commercia l Papc1~ 

Commc1·cia l Paper is an un secu r ed promisso ry note o f relatively s h ot·t 
maturity issued by a w e ll known co rpor ~l lion with good c r edit ratings to finance 
sho rt term borrowing n eeds . Commercial Pape r, becauSl! o ( Securities and 
Exchange Commission requirements, may not be issued for maturities longer 
tha n 270 days . All commerdal paper is s o ld in bearer form a t a discount wilh 
r ates .running s li gh tly higheL· th an '1'rc"sury bills . Bccau s•:: o f their. s h o rt n1aturity 
and high liqniciity, commercial paper iD on ideal money rn :ukct i nstrument. 





INVESTMENT COUNSEL ASSOCIATION OF AMERICA 

STANDARDS OF MEASUREMENT AND USE FOR INYESTI-fENT PERFORMANCE DATA 

INTRODUCTION 

In recent years, the measuremer1t of investment performance has become a 

topic of widespread interest. The techniques employed and the uses of the 

results have been varied and remai n in a considerable state of change. Con­

sequently, it is often impossible to gain persp~ctive through comparisons of 

different investment r ecords measured with different calculation methods . 

The principal probl~m is that there are no minimum, uniform standards for 

measurement and use guiding all organizations providing investment manage­

ment services. 

This report will formulate standards to provide the Investment Couns el 

Association of America membership with some g~idelincs and background infor­

mation for c:ompiling and using portfolio performance data. 111e pro~ lcms 

associated with measuring investment resul t s are complex and make it ex­

tremely difficult to arrive at a satisfactory and s till s imple solution t o 

them. The central problem is that rarely, if ever, do two distinct port-

folios have identical characteristics and investment objectives . ere fore , 

an attempt to compare the succes s of different investment programs so lely on 

the basis of quant i tative, statist i cal results without r egard to the quali­

tative, individual, subjective ci rcums tan ccs must have limi 'ted val ue . How­

ever, despite the imperfect charact er of purely nume ri cal measurements , the 

Investment Counse l Association of America docs en dors e certain standards of 

measurement and use. The recommendation s arc not intended to deal '"'ith 



every facet of performance measurement . Some areas are intentionally treated 

in a gener·al way in order to provide scope for adapting the subject to vary­

ing circumstances and also because being too specific on some subjects would 

result in having to establish more "rules" to deal with exceptions than seems 

practical. Therefore, this report is confined primarily to recommendations 

of minimum standards on how to calculate performance data and how best to use 

this information. Moreover, while performance measurement of specific port­

folios for manager or client use has unquestioned individual value, this re­

port is written with the objective of facilitating performance coD"llarisons 

between portfolios and the recoTTlJllendations are stated accordingly. 

No firnt is required to adopt these recomme_ndations unless it wishes to 

make the statement regarding the presentation of investment performance fig­

ures that: "All Representations are in Accordance with Standards Approved 

by the Investment Counsel Association of America." 

There are many purposes served through comparisons of different portfolio 

performance records. Perhaps the purpose which is the most controversial is 

the presentation of a performance record in an effort to demonstrate to pro­

spective clients the abilities of an investment manager. It is very difficult 

to construct a sample of data which is an accurate picture or is representa­

tive of a manap,er's work . The difficulties of data construction and interpre­

tation exist whether the data sample is one account, ten accounts, or all of a 

manager's accounts, either of a certain c lass (hy nccount type, size, perfor­

mance rank, etc . ) or in total . A major goal of the recommendations in this 

report is to provide a systematic approach to this problem. The solution, and 

the concept of this report, is that the following recommendations arc not 
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isolated from each other but stand together as flexible parts of a 

unified filtering process. In most instances, the recommendations 

act as guides and ~re not narrowly restrictive. They encompass many 

filtering alternatives and the only general restrictions are dis­

closure and willingness to substantiate representations if requested. 

Performance figures might be selected for presentation including 

(1) total portfolios of (2) all (3) corporate pension funds (4) 

man~ged continuously (5) during a five-year period and (6) with 

assets at the end of the period in excess of $1 million. The rates 

of return would be (a) calculated and displayed ..1 long the lines of 

t he techniqu~s described in this repor t, (b) captioned and/or foot­

no l ed to di~close that they include accounts filtered or selected 

with the si x above criteria and (c) substantiated, upon request, as 

being representative , for exanrole, if a median statistic, one account 

or ten accotmts were used to represent all accounts. Within these 

same conditions, one account with a very favorable rate of return 

could be held out as an example of a finn's work so long as (a) the 

return calculations arc appropriate , (b) it is disclosed that the 

account was se 1 ected nnd hns one of the best rates of return of all 

accounts managed and (c) it is substantiated that it is only repre ­

sentative of itself and no other account managed by the firm. 
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RECOMMENDATIONS: 

I Standar ds of Measurement 

1 . Total Return: Investment results should be computed on a 
total return basis. 

2. Rates of Return: Investment results shoulo be computed as 
"time weighted" rates of return for use in making compari ­
sons with market indices and results of ot her oortfolios. 

I 

3. Total Portfo l io and Various Portfolio Segments: Invest­
ment resul , should be computed on the total portfolio 
an·d, where useful to demon strate the ingredients of the 
tota l results or specific areas of inves tine , on the port­
folio ' s various segments. 

4. Definitions within Portfolio Segments: Investment results 
for portfolio segments should be based on corr~arable 
characteristics such as types, murkctnbility and size of 
holdings . 

S. Tota l Time Period Shown: Investment results quoted to 
third parties should include at least five years' experi­
ence where ~ossiblc , 

6. Time Intervals UseJ: Investmenc results should indicate 
the total rate of return on an annual bnsis and on a com­
pound annual basis fo r multiple time periods, 

7. Variabi 1 i ty of Hctum: Inves tment results should be char­
ncteri zed not only by the m.1gni tude attained but also by 
the degree of var iabi lity experienced in reach i ng the r e­
turn. 

II Standards of Use 

1. ~lanagemcnt l'Hscretion: Investment re sults should be us c:d 
to re flect the manager' s performance only if he operated 
with effective discretion. 

2. Number cf Results Shown: Investment results should be 
shown for all portfolios within the designated category . 
Adequate disclos ure sho uld be made regnrdinR the descrip­
tion of th e s amp le shown . If requested , substantiation 
shou ld be provided of representations made . 
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3. Tax-Exem~t Portfolios: Because of ~he differences in im­
pact on investment results of various tax brackets, some 
common base should be used when comparing rates of return. 
Tax-exempt portfol ios automatically solv~ this problem and 
.a r e preferred for use. 

4. Similarity of Investment Objectives: Comparisons of in­
vestment results should be made only for portfolios with 
similar object ives . 

s. Siz.e : Comparisons of investment results should be made 
only for portfolios within reasonable categories of size. 

6. Relevance to Third Parties: The selection of investment 
results shown should relate in some logical way to the 
circumst.nnces of those receiving the information . 

7. Comparative Fonnat: Investment results should be shown 
in a way to facilitate comparisons. 

8 . Distribution of Information: The distribution of invest­
ment results is regulated\Jnder the Investment Advisers 
Act of 1940 and care should be taken to comply with these 
regu l ations . 
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DISCUSSION 

I Standards of Measurement 

Total Return 

The investment results of a portfolio ~hould be measured in terms of all 

the results produced. This includes the income generated as well as capital 

gains and losses both realized and unrealized , These nre the three ingredi­

ents of performance and, even though a portfolio might not be managed on a 

"total return" concept, the only proper approach is to measure al l of the 

portfolio ' s output. There is a considerable body of disa~reement on this, 

particularly regarding the accounting for unrealized capital gains. We re ­

commend that investment results be measured on an accrual accounting basis 

from period to period and not on a cash accounting basis that mi~ht require 

that · the capital gains be realized or ~ncome (e.g., bond interest income 

paid out semi -annually) be received before being credited to portfolio per­

formance. An acceptable procedure to account fo r income accruals is to 

estimate income hy using the indicated annual rate of income at the begin­

ning of the period. In ench quarterly performance computation, thi s amount 

would he dividend hy four. 

Rntcs of Return 

Rntes of r eturn arc of twci general types: dollar wci i~htecl (or internal) 

and time weighted . 111e dollar weighted rate of return has speci fic value in 

mensuT.inr, a given portfolio's result s and thi s is the most appropriate fi gurr. 

for comp:n-ison with actunria 1 assump t ions for corporate pens ion fun ds . llow­

ever, when comparinR investment resu l ts hetwccn portfolios , the differences 
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in site and timing of cash flows can create considerable distortions. It 

can he argued that a dollar weighted rate of return is appropriate for use 

when measuring only the common stock portior of a portfolio because the 

investment manager has control over the timing and amounts of .cash flows 

into and out of equJ.ties ·within the portfolio. However, whereas this is 

true to some extent,' these judgments are often influenced by cash flows 

into nn'd out of the total portfolio. We have concluded that the time 

weighted rate of return is appropriate for use in making comparisons be-

tween total portfolios as well a~ various segments of portfolios ~nd, 

also, with market indices which are by default time weighted because there 

are no cash flows. 

It is difficult for many organizations t o provide an exact time weigh t- · 

crl r ate of return measurement because of the necessity to revalue the entire 

portfolio whenever significant cash contributions or distrihutions are made . 

111ereforc, we believe that an approximate time weighted rate of return is 

satisfactory in most cases and recomme nd the fol lowing principles be 0b-

served: 

1. The portfolio be valued at leas t quarterly. 

2. A formula shou l<l be used to minimize the impnct of cash 
flows on nerformance results within a measurement period. 
One such formula is: 

R s v2 - v1 - c + 1 

y\ + l/2C 
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Where vl = heginning market value = Sl, 000,000. 
v2 = ending market value = $1,200,000 . 

(including r einvested income) 
c = net cash flow = $ 100,000. 

(from any source including reinvested in-
come) 

.I = tota l measurement = $ 10,000. 
period income 

R = rate of re turn 

R = $1,200,000. - Sl,OOO,OOO, Sl00, 000 . + Sl0,000. 
$1, 000,000 . + l/2(SlOO,OOO.) 

R = $ 110 , 000 . = 10. S\ 
$1,nso,000. 

TI1 e formula states that the total rate of r eturn for the 
time neriod is e~ual to what was earned i n both price 
change and income (the numerator) as a percentage of ~he 
capital at work ( the denominator) . Tic amount earn ed is 
the difference be tween the begi nning and the ending mar­
ket values, adjusted for the net of all capital addi tions 
and withdrawal s becaus e they arc not pnrt of the r eturn , 
and adjusted again for income because it is part of the 
total return. . The ca pi ta 1 at work i s the beginning mar­
ket value p lus onc-hnlf of the net of al l capital addi­
tions and withdrawals. 1he one-half is used hecnuse no 
effort i s being made to identify the dates of cash f lows. 
They a:-e heing netted together <md th e assumpt i on is 
being m~ de that they al l took place at the mid-point of 
the ti me period, So , rather than saying the entire cash 
flow wa~ at work for half the t ime , the formula says one­
half th •; cash flow was at work the entire time . hnen the 
contribJtion C is very lar~e r·elativc to the bc~inning 
market value vl (e . g. , over 10~ ) i t may he necessar y to 
modify the use of the ahovc fo r mula or value the port ­
folio :is of the rlate of the cash flow to remove possible 
distortions hy elimina t i ng any sub-period conta ining an 
overly ~arge cash flow . 

3. A linked frdex shou lJ he used in kccpinr. a record of this 
pcrformnnce data over time and nrovidcs :i means of de­
vel opi ng an1ual f igures from sepnrate quarter l y ca lcul n­
tions , Such an index woul<l he as fol lows: 

Ocginning Value 
Period 1 
Period 2 
Peri od 3 
Per iod •t 

Over all Re turn +9, ·1 ".; 

'o Change 

+S.O 
-3.6 
+ 1. 8 
+6 , 2 

lndcx 

100.0 
105 . 0 
101. 2 
! 03. . 0 
109.4 
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Total Portfolio and Various Portfolio Segments 

lhe most appropri~te comparison between portfolios is to show the re­

sul t s of the total portfolio investments . An extra dimension is given when 

the total portfolio returns are supplementeu by percentage figures showing 

the proportions held in various portfolio segments . It is often useful to 

demonstrate bond management or stock management using the bond and stock 

segments of a total portfolio balanced between bonds and stocks. 111ere­

fore, it is also recommended that segn::!nts o f different portfolios be used 

for comparisons t o measure selection and a l so the impacts of timing 0f. 

shifts between portfolio segments. lhe procedure desc1ibed above for cal­

culating rates of return on total portfolios is the same used for portfolio 

segme~1ts such as coll'l'l\on stocks . When computing the perf9rmance of an 

equ~ties only segment, however, it i s necessary to compute the net cash 

flow as equal to the difference between the t otal of al 1 ·common stock pur­

chases and the total of all common stock sales during the per;od . 

Definitions with in Portfolio Segments 

When comparing segments of portfolios such as the common stock segment 

of one portfol io with t he common stock segment of another portfol io, it is 

import ant that the segments have comparab le r.haracteristics. · I t would not, 

for example , be appropriate to compare the common stock portfolio of a cor­

porate pension fund which was 25\ i nves ted in the comp~ny ' s own s tock with 

the common stock portfolio of another pension fund which had no such dis tor­

tion. Mannge:-s inherit portfolios from <t varie ty of sources which might 

hold concentra t ions in poorly marketable securities which would tnke time t o 
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work out of successfully . The manager should not be charged with the dis­

tortions produced, good or bad, during a prolonged period of liquidation . 

TI\ere are also differen~~s :q treatment of types of holdings . In the case 

of conyertible securiti~ some treat them as part of the portfolio ' s bond 

hol dings, sorne ~ -~dt tr. ~ ... as 1common stocks and some divide them between 

those convertib l e issues selling nea~ their base investment value as a 

stra ight bond and those convertible issues selling more on a common stock 

equivalent basis . finally, it is not appropriate to compare results for 

diversified and undi versified portfolios. For example , ''bond performance" 

should not be compared on the basis of one portfolio which has 30\ invest ­

ed in bonds including a dive 1~ified l i st of issues and another portfolio 

which might be of equal total dollar size but have a much smaller percent­

age of the total portfolio devoted to bonds and , perhaps , use only one or 

two issues. 

Total Time Pe .. j od Shown 

The five-ycnr time period for investment results is designed to be 

long en ugh to cover most business and market cycles. The minimum object­

ive should be a length of time encompas sinR at leas t one market cycle con­

taining :rising market and dee .• ining market periods in order to permit an 

assessment ot investment performance during both types of markets. uepcnd­

ing on the timing .;f market cycles and the fa ct that th ey do not usually 

open and close in conson ;~ce with the calenoar, there will incvitnbly be 

occasions when a total tim~ p~riod of less than five years will be more ap­

propriate. 
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Ti me Intervals Used 

Wi t h in the total time period shown, the time interval recommended is 

one year with some indicati cn of results for mul t iple time periods on a 

compound annual basis. An example of this type of presentation is illus-

trated below: 

AnntJ~i Rates of Return 

1969 1970 1971 1972 1973 

Compound Annual Rates of Return 
2 years 3 years 4 years S years 
1 72-'73 '71-' 73 1 70-~·73 '69 - 1 73 

Fund 1 -S.2 8.3 12.8 19 . 0 -15 . 5 0 . 3 4.3 5.3 3 . 1 
(A~l figures are hypothetical) 

Variability of Return 

It is not sufficient to know th at a certain magnitude of return was 

attained. It is also valuable to know the degree of variability experienced 

in reaching the return. An appropriate wny to express this variabi lity is 

through the use of some stntistical measure of dispersion of the sub - period 

rates of return around their average rate of r e turn. Tilc standard deviation 

is recommended as a mc~.ns of qunntifyin r. di spe r sion . It is a widely used 

measure and , :ilthough there arc a number o f other techniques to measure dis-

persion, it i s appropriate as n r.iinimum s upp l emen t t o rn tc of return figures . 

The standard deviation indic ntcs the l imits within whi ch the sub-period 

Tt!turns vary in producing an averngc rctuni for a totn l time pe r i od. In 

normal distributions of a serie~ of returns, plus or minus one stnn<lllr<l 

deviation from the average would cncompnss approximately 68\ of the r eturn s . 

Plu:s or rninus two standard deviations from ,· . averap,e wou ld encompass 9S\ 

nnd plus or minus three standard dcvintions would encompass 99\ . The task, 

then, is to calculate one stnnd:ird deviation as t he basic rJni t. 
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It is . suggested that the s ub-period returns be quarterly figures. lne 

standayd deviation of the quarterly rates is found hy: 

( 1) ootaining the arithmetic average 
(2) calculating the deviations of eacn rate from the average 
(3) squaring ·~ach individual deviation 
(4) taking the average of these squares 
(S) extracting the square root of this average 

Since these calculations produce the standard deviation of the quarterly 

rates, it is necessary to make a conversion so the standa rd deviation can be 

used as a suppl ement to rate of return figures expressed as compound annual 

rates . 11lis is accomplished by multiplying the standard deviation of the 

quarte r ly rates by 2, the square r oot of the numbe r of quarters in one year. 

NOTE: Sec c. lculations ot end of r eport. 

II St andards of Use 

Management Discretion 

A primary purpose for generating performance fir,urcs is to provide a 

quantitative basis for evnluating the job done by t ho portfolio mru1ager . 

Jt i s only fair , then, for the results to refl ect trul y the manager's pe r-

formnnce without an undue ovr.rlay imposed by others. lni s overlay may take 

the form of policy constraints (e.g., a current income requirement , cci linJ:S 

on pcrcent,ge to be invested in common stocks , 'restr ictions as to the types 

of socuritie5 to bo purchnsed, etc.) or approvnl mechanisms involving rcjec-

tion of proposed investments. lnc invc:stmcnt results should r eflect the 

portfolio m;innger'~ J.::c i si011 process. r\lthouP.h we recognize thnt the cf-

fcctive discretion of n portfolio manager might not be within the l ega l 



d:fini tion 'of "discretionary," we believe a: portfo'lio should be pres tuned to 

be discretionary if the portfolio manager can arrange purc.hases and sales 

of securities of his selection (within reasonable limits) and vary the port-

folio mix between stocks, bonds, or ca.sh equ).valents without undue restric-

tions on his o~n best professional judgment. 

, 
Number of Results Shown 

Selection criteria for a statistical s ample of any size must be accu-

rately disclosed to identify what the sample includes . The criteria migh t 

be complex (e.g., conunon stocks only of accounts which are fully discretion-

ary, tax-exempt, managed by a firm's New York office for five years , etc .) 

or simple (e.g., "our best account" or "our three larges t accolmts " ) but 

they must be disclosed. Whatever the basis for selection of investment 

results to be shown, all accounts described b; the selection criteria must 

be included. Although the quantity of accounts shown can be controlled by 

the specifics of categorization filters , the account sample nrust b ~ com-

plete as described. 

A broad sample is desirable because the record of one portfo 1 io or 

several portfolios is not s tatis tically significant a s the r ecord of a 

portfolio manager or an entire Erm of portfolio managers managing many 

portfolios . One account cannot be presumed to be representative of an 

individual's or firm's work unless the individual or firm so states and 

is prepared to substantiate. Therefore, it would not usunlly be appro-

priatf' to compare two firms of portfoli o manap,crs by comparing one account 



-14-

of one firm with one account of ' another finn . This is true for any trre of 

portfolio, including mutual funds or any other commingled funds. The use of 

one accotmt may be appropriate in representing itself when it is desirable 

to show the results of specific types of investing such as with a high risk 

mutual ftmd, a mutual fund of international securities or a mutual fu·1d 

~hose policy it is to keep pace with general market averages. Furthe >ri, 

a single portfolio,· pension ftmd, mutual fund or otherwise, should not be 

used by any firm as representative of another firm unless that firm has so 

stated and substantiated . It is not one firm's realm to present another 

firm's record. A firm's responsibility is to represent itself and not 

others. 

Jn presenting investment performance result s , it is appropriate to use 

summary s t atistica l techniques such as averages, medians, etc. , as long as 

they arc representative of a hroad sample of similar portfo l ios . Stntisti­

ca 1 and graphic represcnta tions should be sped fically footnoted to dis­

close what they represent and a firm using them shou ld be prepared to suh ­

stantiate the representations by standing ready to describe the details of 

the undcrlyinr, calculations. This substantLition shoul d at n minirmJm con ­

tain the data presented in the at tache d ... ·orksheets. 

Tax- ExenTt Portfolios 

The purpose of showing investment results of existing clients t o thircl 

parties is to provide an illustration of what has hcen nchieved under v1ry­

ing conditions . Due to differences in impact on investment resu lts of 

variou!' tax hrnckets , it i!'. difficult to compare the results of different 

t3xnhle portfolios. In order to demonstrate the investment process , the 



common base of tax-exempt portfolios can be used -with both tax-exempt and 

taxable thi r d parties. 

Similarity of Investment Objectives 

No two portfolios are exactly the same. !nevi tably, the1~e is some 

variation between different portfolios and their objP.ctives. However, ccm­

parisons of investment r esults should be made only for portfolios with 

genera lly similar objectives and involving acceptance of the total return 

approach. 

Size 

Size is an importan t consideration and effort should be made to compare 

portfo l ios on l y within reasonable categories of size. It is inappropriate 

to compare the investment results of very small portfolios with very l a rge 

portfolios due to the great differences in operational flexibility. 11le use 

of a size threshold is suggested such as including only portfolios over $ 1 

mil lion. 

Relev•mce to 11lird 'Parties 

TI1e selection of investment results to be sho~n shou l d have some rela­

tionship to the circum'stances of those receiving the information. For ex­

ample, it . is logical to show inves tment results which include a number of 

employee benefit funds in response to an inquiry from an employe e benefit 

fund. 

Mutual fund perfonnnnce data are often used because they are a "pub 1 ic 

record." We conclude that thi s general use relates more to the integrity 

of an audited public statement rather than to the relevance of this record 
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and recoll'l1!lend that specifically selected investme;1t results be used which 

have as cl~se as possible a relationship to the third party viewing them. 

Comparative Format 

There are three general comparisons which might be drawn by those re-

ceiving a statement of investment res·ults and the statement format should 

facilita t e such c:omparisons . 

1. The investor should be interested in the absolute level 
of accomplishment compar ed to his O\m goals . Thi$ does 
not speak to the reaiism of these goals whether they be 
achieving an actuarial assumption or some other pre-
s tated quantitative objective. He wants to assess the 
accomplishment re lative to his own special standard. 

2. 'lhe inves tor should be interested in the relative level 
of accomp lishrnent within varioU:S ma·rket environments . 

3. The investor should be interested in the relative l evel 
of accomp lishment co111pared to some genernl representa­
tion of how others fared during the same time. 

The first comparisori uses the invest or ' s own calculations and standards . 

The second compari son requires some representation of the market en-

vironment. TI1e widely used market averaees involve a variety of calcula-

tion methods so that the re!IUlts vary depencllng on market circumstances. 

This means a given index is not necessarily consistent in its reflection of 

the environment. The most ~ppropriatc nnswc1· (although not entirely sntis-

factory) ls to review records of several market indices on a total r eturn 

basl5 and 3Ssess the flow of experience over a sufficient peTiod of time. 

The third comparison requires th e selection of r epresentative universes 

of other ra::maged money. This type of infonnation has not been avnilable for 



many years but there are available universes of pension funds, mutual funds, 

bank co~mingled funds, insur ance company separate accounts, etc. The in-

tegrity of the information has been high to date and provides a valuable 

means of comparison. 

Oistribution of InfoI'llllation 

Care should be t aken that any informatio~ provided thiTd parties re-

garding portfolio investment results is in compliance with the Investment 

Advisers Act of 1940 and other guideposts, statutes, rules and court cases. 

In certain states, for example, any registered investment adviser must file 

new hu :ness materials. The judicial definitions of so-called federal 

"anti- f raud rules• are continually expjnding to include prospect and client 

communications . 

Outlined helow arc guidelines of what is deemed permissible and not 

permissible within the context of this. report in distributing portfolio in -

vestment results. 

Pennissible: 

Investment performance data may general ly be shown which arc: 

1. clca~ disc l osures of a l l relevant facts, 

2. accurate , 

3. for objectively justifiable time pcrio<l5, and 

4 . for genera l ly recogni z.cd categori cs within port folios 
(e.g., total portfolio, total bonds, total common 
stocks) and for overall categories of po rt fo lios (e·A·, 
large pension funds, all tax-exempt institutional ac­
counts). 
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Not Permissible: 

~nvestment performance data may ~be shown which are: 

1. unclear, untrue or o~herwise false or misleading and/or, 

2. in the case of advertisements as defined tmder the In­
vestment Advisers Act of 1940, in violation of the rules 
relating to advert isements. 

In the Investment Advisers Act of 1940, a specific guideline is found 

in Rule 206(4)-1. This nale concerns "advertisements" by investment ad-

visers and, in relation to the subject matter of this report, the most im-

portant provisions of the rule dofine the conditions under which distribu-

tion of an "advertisement" may constitute fraud or deception. For these 

purposes, "advertisement" is defined broad ly as any written communicntion 

. sent to more than one persor (The term ''person" is defined to include any 

orgnnized group or persons, so that, for example, a corporate pension fund 

would be one person, even th<.•ugh it may have four people on its finan ce 

Committee.) or any other notice or announcement in any publication or on 

radio or television which offers any investment advisory service with re-

gard to securities. 

One ·noteworthy example of circumstnnccs under which an "advertisement" 

may n~t be distributed involves uny situation where reference is made to 

past specific recommendntions of the investmen t adviser which were or would 

hnve been profitnble to anyone, unless the advertisement sets out or offers 

to furnbh a list of Rll recommcnd11tions mndc by the inves tment ndvlser for 

the immediately precedinr, period of not le.ss than one ycn r -- a li :a which 

must contain specified, detailed informntion . The list must also contnin 



language in large type stating "Ii SHOULD NOT BE ASSUMED THAT RECOMMENDATIONS 

MADE IN THE FUTIJRE WILL BE PROFI:rABLE o'R WILL EQUAL nm PERFORMANCE OF THE 

SECURITIES ON THIS LIST." 

Calculation Worksheet 

The attached calculation worksheet utili zes quarterly rates of return 

derived from the formula described on Pages 7 and 8. The quarterly rates 

are used· to develop: 

1. Annual Rates - calculated by linking the quarterly rates 
geometrically through multiplication (not the same as the 
arithmetic average). 

2. Compound Annual Rates - cal culated by linking the annual 
rates for the specified time period and, then, reference 
to compound interest tab les. 

~. Standard Deviation of the Five-Y ear Quarterly Ra tes - cal ­
cul aced as indicated (also refer to Page 11 cf report) . 

NOTE : The calculations described are basic to the production of investment 

performance figures. Of course, in large vo luJ™! applications, appropriate-

l y progrummcd computers perform these tasks and the calculation worksheet 

is wrnecess ary . 

Sample Report Format 

The attached sample report forma t embodies th e re comme ndations conta ined 

in this r eport. It is nn example of how t he rccommend"tions can be used. 

There are a variety of al t ern at ives and di s play methods which invol vc the use 

of the return figures or graphic r cproscnt ations of the rates of return. Thi s 

exnmp lc provides a basic stnndard fo r pre sentnticm or is appropri ate substnn-

tintion of :statistical or graphic representation s . The two pages arc companion 

pieces nnd the recommendation s on Pages 4- 5 of tl1is r eport shou ld be used ns a 

checklist for completeness. 



Quarterly 
Periods 

l. 
2. 
3. 
4 . 

5. 
6. 
7. 
8. 

9. 
to . 
11 . 
12 . 

13. 
14. 
15. 
16. 

17 . 
10. 
19 . 
20 . 

To t al 

Averagl! 

Quarterly 
Rates 

- 3.3 
14.0 

2 . 2 
1.5 

- 2. 5 
2 . 3 

- 0.4 
4.5 

- 2.1 

-18.0 
14. 6 
9. a 

8.4 
- l. 5 

0.9 
~.2 

e.•1 
I~ • 6 
S. G 
6 . 6 

60.2 

3. 0 

Annual 
.tndti?x 
100. 0 

96. 7 
110.2 
112.7 
114.4 

lOO . O 
9·1. 5 
95 . 3 
94.9 
99 . l 

100.0 
97.9 
00.3 
92.0 

lOJ.. 0 

100. 0 
108 . 4 
106.8 
107. 7 
117.6 

100 . 0 
100. ,, 

113 · '' 
119 . 7 
127 . 6 

\ 

CALCULATION WORKSHEET •1' ,, 

FUND l 

Annual 
Rates 

14.4 

- 0.9 

l.O 

17 . 6 

27 . 6 

' 

Compound Oeviation*" 
Annual Rates from Average 

6.3 
ll.O 
o.a 

11.4 (5 years) 1.5 

s.s 
5.3 
3.4 

10.7 (4 years) l. 5 

5.l 
21.0 
11.6 

14.9 (3 ·years) 6.8 

s · '' 4.5 
2.1 

22.5 ( 2 years ) 6.2 

5 . 4 
l. 6 
2. 6 

27.6 ( 1 year) 3.6 

Standard Deviat i on 
( Conve r sion fa c tor to a nnualize ) 

5 Year Var iabi lity 

1':::11ua res , squar e r .>:> t !.: and 1.:o:npound ra~c::; •• r e r c .1c!i ..!.. :1 a v.:i ild.!:.:c i r. stJ nda rd sra tis ti c .:i ! t ables 
M::::1u.Jri:'li; deviario:"ls ;n;;i!:es them .. ,11 po::;i~ i vt! so n inu:: :;i; ns c3n be i 1:!nm•t!d 

Deviations 
Squar .... J 

. 39. 69 
121.00 

0 . 64 
2.25 

30.25 
28.09 
11.56 
2.25 

26.01 
44.l.OO 
134.56 
46.24 

29.16 
20.25 
4.41 

38 . 44 

29.16 
2 . 56 
6.76 

12.90 

1,027.18 

SL 36 

7.2 
x 2 
14. ll 



SAMPLE .REPORT FORMAT 
(Hypothetical Figures Used Below) 

COMPARATIVE PERFORMANCE 
(All figures are total r.eturn including price change plus income) 

Annual Rates of Return 

1969 1970 1971 1972 1973 

Compound Annual Rates of Return 
2 · years 3 years 4 yea.rs 5 years 
172- 1 73 111-•73 ' 10-r13 '69-'73 

ABC INVESTMENT COUNSEL, INC. 
Equity Performance of Selected Tax-Exempt Portfolios 

rund l 
Fund 2 
rund 3 
rund I~ 

Fund 5 

Fund 6 
Fund 7 
FUnd B 
1\lnd 9 
f\J nd 10 

- 7.6 7.2 12.4 14.2 
- 5.2 2.8 12.4 22.2 

l. 2 - l. 5 19.0 25.6 
3.5 2 . 6 13.9 1.9 . 5 
2.0 2 . 6 15.0 22.6 

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

- 6.8 4.6 8.2 7.1 4.8 
-11.0 3.3 4.1 3 . 7 2.2 
-10 . 0' . 6.7 6.6 5.1 4.5 
-14.4 2.4 0.1 3.6 4. 6 
-17.4 2 . 1 8.6 5.0 3.0 

• - - ETC. - - - - - - - - -- - - - - - - - -

5 Year 
Variability 

8.5 
7.9 
9.4 
8.1 
B.8 

- - - - - - - -

Fund 11 
Fund 12 
Fund 13 
Fund 14 
I\m<l 15 

_____ - - - - - - - - - - - - - ETC. - - - - - - - - - - - - - - - - - - - - - - - - - - - -

i::5u.!. ~l Market Avera~es 
Do\.I Jones -ll. 8 9.3 
s f. ? SOG - a. s 3.9 

lfotua l fUnd Averages* 
Gro\.lth Funds -15. 6 - 16. 0 

*Lipper Analyti cal Services 

9. 9 18.5 -13.3 
111. 3 19.0 -111. 9 0.7 

19.8 a.s -27.8 -11. 5 

11 . 1 

5.0 

- 2.1 

5.4 
4.7 

- 5.8 

l. 7 
2.0 

- 7.8 

8.6 
7.5 

15 .2 



rund l 
fund 2 
rund 3 
fund ~ 
Fund 5 

fund 6 
Fund 7 
rund 8 
rund 9 
fund 10 

Fund 11 
fund 12 
fund 13 
funri lt1 
fund 15 

.Kf.Y TO EQUITY PERfORHANCE* 

TYPE 

Corporate Pension fund 
Corporate Profit Sharing Fund 
College Endowment 
Charitable foundation 
Religious Institution 

SIZE 
12/31/73 

$10 . S million 
$ 6 . 8 million 
$12. 6 million 
$18; 4 million 
$ 5. 4 million 

- - - - - - - - CTC. - - - - - - - - - - - -

- - - - - - - - - - - ETC. - - - - - - - - - - - -

~Dir.cre tionary Hanagemen~ 





Selection .of Discretionary Fund Manaj!ers 

Studies: We have found no single investment manager or inve:;trnent 
method with exceptional performance in all market environment:;. 

It is, therefore, necessary to set forth the philo sop hy of the invest­
ment organizations, their approaches to the investment of discretionary iunds 
and the resources they bring to bear on this part of their bllsiness. 

The first priority should be to identify those charac teristics felt to be 
most important to the fund. The mo re information one has about managers, 
the better the chances are of selecting a manager that has the: characteristics 
the fund feels arc important. 

Th e fo l low in g it e :-n s a r c i m po r ta n t a r ca s o [ i 11 q u i r y b y th c [ u 11 cl i 11 cl i s -
cussions with prospective inv es tment manage r s . 

Organi7.ation: An under.standing of the business ba:;e of the org;\11i7.a­
tion and its parent (if any), its current statu s anct any confl ict3 wilh the parent':; 
busines s , and th e nature of ownership and capital g iv e <:t11 indi cation of whether 
the investment management o r gan i.:t.ation is li l~e l y to remain s lruct1.11·ccl as it 
presently is or whether chang e is likely. The important poi11t~ to r e view witl1 
the manager may be the importance of the inv e!.tm e nt enti ty's prof i.t:.; to ~I.~ 
whol e , the nature of its client base, ho w potent i .1.l co nfli c t s of inb! r e:-; t within 
the manat·ement organization a.re resolved, and what m o tivation Co r the staff 
the form of ownership may provide. 

S taff: Staff m1.1st be sufficient to support th e inv.:stmcnt philo :;op hy, 
system, re searc h capab il itic s and assets undcl' n1 a nagn ment. In conjunction 

.with biographies, intc::-view s may provid e th e ba:; i:; to asses s the cx pc l'i cncc , 
maturity and capability of key staff member s and portfoli o rnanagcr.s, make 
certain the fund wou ld r ece ive the levd of attention it clcscrvcs , and dcle l'lni.nc 
whe thc r the inve s tm c nt phi lo so 1) hy i s a.ccc;ptcd th i-oughout th c oTg:t n i ;r. a tio n. 

J\ sscls Unclc1· l\1.111agvml'nt: The 1· e lativc c111ph.ts1 s h 011 Llic lyp\! s of 
account s under rnanagenicnt a t o ne point in time. Jt m;i.~, be: im po 1·L:int to know 
whether t hi s r e fl ects l:he organi:t.:i tion':.; d ir ectio n for tht.! (L1Lure. The fund 
should compare the mix of stock , bond a nd c ~ish reserve.: as s ets to the philos ­
ophy, consider the number o f stock and bond account s , nncl fi11d oul how the s e' 
may differ f.ro m the past. 

Phi losophl1 The fu nd tnu !'t di :>CC' l'n th e it1Vl' stn1L' 11l OJ'!.!i1 n iz.1tion's cc ntl'i1l 
philosophy ancJ method o f implerncntation to d etermi n e \vhc thc1· :-;uch o r ga ni zat io n 
su its the fund requirements, espec ia ll y wilh re spec t to as s cl mix, fl exib ility in 



the use of cash reserves, and diversification of securities and issues with in 
a portfolio. The fund must be certain that there is sufficient staff and a 
defined system in order to implement the philosophy. The fund should also 
know whether the philosophy is new or relatively Long-standing and how it 
may be affected by extreme market conditions. 

System: For a fund to be able to havP confidence in a manager, th~ 
system must be understandable . It must f;c the manager's organization, 
philosophy and personnel. From biographies or interviews the fund should 
disc e.rn whether key people a re per forming the mo st important functions in the 
system. Along with an· under s ta nding of how the system functions should come 
a sense of how ideas are generated, the main sources of input ' ancl the impor­
tance of the individual portfolio manager to the p rocess . The account toad per 
manag e r should also be considered at this point. 

Research: This .fur.ction may not be equally impol't.:int for .:di i nvc~tment 
philo sophies and systems , but its importanc e and depth s hould be u·1dcrs tood. 

Fees: These are very o ften ncgotiabl and rt ex ibl c ; so the fund shou ld 
inquir e specifica lly as to fees in re lation to the s i ze of the fund and spc:dal 
service s requir e d. 

Pc rfor m::rn ce : Pedo11nance reflcct:s th e r esu lts of Lii e past and is n u t 
a pt·cdiction for the future. The performanc e of mo st inves lm c:nt org;.rni ,·. tions 
i s dependent in great measure o n general mar.l<: ct condi tion.:; a nd nH1 :> t hl• v icwc<l 
in relation to market condi t io n s during the spec ifi c time p e riod covered . lt 
is importa nt to understand the r eason for th e organi;r,t:ttion' s pcrfornianct.: re s ult s 
in th c r a s t ( s ta ff, p h ii o so p h y, s t y I c , i s s u e s c l c c ti on o t' in du s t r y w c i ~~ ht i n i; s , 
amon g others) . 

Type s of Money Mana.gc n1cnt O qpnizalions -

Banks 
ln s u rane e Co rnpanics 
hvcstm c"!nt Management Fi l'l'l l S 

lnt c ma l S taff 

The great bulk o( moni es nrc s till manage d by b.:i. n ks . A rn.1jo r pl)!'ti o n 
o f tlli :i money i s mann ged in individua l accoun l s , a nd the tn.;<L lmcnt o( tho s «' 
furrl s is vcqr rn1.1 c h like that provided l:y indepe ndent i nv.es ln1 c n ~ n1 ~11 1:i. gr· t"l'llt 
co .npanics. The bunks h:i.v c also •!Slabli s hcd poo led inv cs lmcnt tru sts for fumb . 
Thcs~ a.re v e hicles that serve a v.ll'idy of purposes . For s rnall funch; Llicr 
provide a way of gett in g inten s ive ma.nagl:!mc nt in <l 'Nil}' ~hat i s not pr:t~tic:al if 
they w e r e to be ind ividually h.'.l.ndl cd . For la r ge r iun<ls tlwy o ffe r :1 way n f 
providin g spec i<tliz ccl inves tm e nt opportuniti es , e ither in ri sk y ::;ccurit i r.5 o r 
in specialized holdin gs s u c h as s ho t· t - tc nn inve s tments whe r e it is de s irable 
to get a tiprcad of holdings r a lhcr tha n concentrating in a l imited n urnl.H!t' o f issues . 
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Over the yea rs , banks have cmpha s ized their fiduciary responsibility 
for the monies under their supervision, and that has be en a majo r selling 
p.oint with them . 

• 
Insurance companies have become increasingly competitive in recent 

1ears in offering inve stment services . The great bulk of the monies which 
they handle for such funds are held in their general accounts. These arc port­
folios largely invested in bonds and mortgages h11t which also include stocks, 
real estate and various miscellaneous invcstm c:: nts . These are ma::;s ivc poo l s 
of capital, and the insu·rance companies are able to offer guarantees with res­
pect to contracts the~· offe• based on their general accounts. Some of those 
contracts involve one-shot guarantees on a lump- s um d eposit made at a s pecific 
time, and others provide a guarantee over some period of years. 

In addition, insura nce co mpani es offer a broad r ange of scpa!·atc account 
investments which a re very similar to the pooled trust ve hi cles offered by banks. 
They include ·equity investment, sepa rate accounts, bond investment, short­
term investment accounts and , in the case of a few companies , real es tate 
accounts. 

The third major category of organi za tions offc ri11g services to funds 
arc investment ,-:1anage rncnt firms. These in c lud e inclependi.;nt o nes and those 
that arc nffil iatccl with brokerage house::; or other fi na ncial in stitl1lion s . Thest! 
organizations typically offer serv ices in the form of managing a11 individ11:il 
account and tying the inv estment management of those fllnd s to the particular 
nee d s and circumstances of their fund c li rnts . Some of thcsl.! org.:tni ?.a tions 
arc spec iali sts focusing on pa rti cu lar type:.; of securities . 

Finally, there arc some funds , gcn1~ rally the va ry largest o nes , who 
use internal sta ff for management of thdr .1 Sscls. Thal is a pos s ibility that i ~ 
worth consideration if you a r c co11fid i:::nt that "OU ca n hi r\! a nd re tain con1pctcnl 

. profe ss ionals who will be able to work with t;1c tru s t ees of Lhc fund in csL.:lblish.ng 
policies and procedur es that will me e t their particular needs . 

Conc lu s io n: It is c l ea r that lh c r e i !:i a VL! ry broad menu to c hoose frqni 
in the invcstrncnt adv isory fie ld . 1\ :systematic proc cd u t· c for cons iclci-ing 
lhe variol1s cha r actcri sL ics o f the different o rgan izat ions in li ght of your par ­
ticular f1111d

1

s requirement s , can substantially incrcn ~(! the like lihood tha t you 
arc going lo be able to satisfy your lon& -tc rm inve stm e nt n eeds. 
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EXHIBIT 3 
BASIC SERIES 

INVESTMENT TOTAL ANNUAL RETURNS 
1926 -1976 

Geometric Arithmetic Standard 

Mean Mean Deviation 

9.2% 11.6% 22.4% 

4.1% 4 .2% 5.6% 

3.4% 3.5% 5.8% 

2.4% 2 .4% 2.1% 

2.3% 2.4% 4.8% 
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EXHIBIT 31 

COMMON STOCKS 
Simulated Total Return Distributions 

For the Period 1977- 2000 
TOTAL Geometric Average Annual Rates 
RETURNSr--~~-~--~--,-~--~~~r-~--..-----. 

50% 50.6% 

40% 
-----95 lh PERCENTILE 

30% 

20% MEA~N:--~t----------~2os% 
13.0% ...... 11.8% \ 10% • • 12.5% 

5.1 % 0%1--~--~~~-=---....-::~===========-~:__J 
-10% -7.3% \ 

5 lh PERCENTILE 
r •QOI 

-t:_ IO --22.7% 

-30% 

-40%""-~-'--------~.__ __ __._ __ ~_._ ____ ....._ __ __, 
1977 1980 1985 1990 1995 2000 

YEARS 
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EXHIBIT 33 

LONG TERM CORPORATE BONDS 
Simulated Total Return Distributions 

For the Period 1977 -2000 
TOTAL Geometric Average Annual Rates 

RETURNSr-------r-----r------..--------r-----r------,-------~ 

20°/o 

I 5°/o -

I 0°/o 

5°/o 

------ 95 th PERCENTILE 
A 

17.1% 

--------a~ -----· 9.8% -
_.6::,:.:.5~olc~o _M_E_A_N.....;.....__:=:--eer------ve 7.6 % 

6.2%....... 5.5% 

0%~-----..... --!J~~---------------------------~ 
_ 5 O/o _ -3.7°/o 

-10%'-----'----'------J-------L------'-------~------' 
1977 1980 1985 1990 1995 2000 

YEARS 

---.~-· 
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EXHIBIT 35 

INFLATION 

TOTAL 

Simulated Rate Distributions 
For the Period 1977-2000 

Geometric Average Annua I Rates 
RETURNS.----r---r----.~-~---,--~-.-----. 

20°/o 

15°/o -

I 0°/o 

5°/o 

/

951h PERCENTILE 

12.5% 

9.5%~----~o•------e 8.8% 
4.2% MEAN"- ..... 5.4% 3.7%•••. • 

l ---:-a:11===---:~-===-============~2~.6~%~ 0°/o t-
"5th PERCENTILE 

-2.3% 
-5°/o 

-I 0°/o __ __,___~ _ ___. __ ___.._ __ __,_ __ _,_ __ _, 
1977 1980 1985 1990 1995 2000 

YEARS 
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EXHIBIT 37 

COMMON STOCKS, INFLATION ADJUSTED 
Simuloted Total Return Distributions 

For the Period 1977-2000 
TOTAL Geometric Average Annual Rates 

RETURNS.------.-~-..-------.-----~-----~~~~--

50% 

40% 

30% 

20% 
MEAN 16.1% 

I 0% 9.3% "'-. _ 1 ..... s_ o1c_o _ _ __;\_~------4!1 - 1rv--- 0 0 6 .8% 

0%t----------~==~========~1A%1 I -1 .4% 

-1 0% 

-20% ;l-11.9 % 

- 30% - 25.5% 

\5th PERCENTILE 

-40%---~~·--''-----'------1---l..---1----J 
1977 1980 1985 1990 1995 2000 

YEARS 
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Energy 
Stocks 
April 13, 1977 

Energy stocks have been buffetted recently by uncertainties about the 
forthcoming April 20 address to Congress by President Carter. At the risk of 
oversimplifying a complex matter, we foresee the following profit implications. 
Because of efforts to hold down gasoline and fuel oil consumption, refining 
profitability may not reach a level which would have materialized ex conserva­
tion, and even modest industry expansion could lead to a currently unanticipated 
surplus by the end of the decade. Coal profits, although under considerable 
pressure this year due to abnormal labor disruptions, should benefit significantly 
beginning in 1978 from Administration efforts to shift electric power plant boiler 
fuel to coal from oil and gas. Finally, profit margins on U.S. crude oil and 
natural gas production should rise further as a result of Administration efforts 
over time to close the gap between U.S. and world prices. 

These prospects, which should be at least partially clarified in the Apri l 20 
energy message, argue for investments in companies which ( 1) already have rela· 
tively large reserves of crude oil, natural gas. and coal; (2) have their production 
in energy consuming countries; and (3) have more upstream earnings than down· 
stream. Moreover, upstream (production) earnings imnrovement is likely to con· 
tinue over a period of several years. in part ironically because of price controls 
and other political constraints which thus far have held earnings of oil and gas 
producers to artificially low levels. We believe the direction of tho Administra­
tion's program has been sufficiently outlined to give us confidence that the earn· 
ings of many companies will be enhanced. Consequently, we believe a number of 
energy stocks should be purchased in advance of the energy message when the 
outlook will become clearer. 

Our feelings on the various classifications of energy stocks aro as follows. 

L/01/08/21/22/31/151 /615 

ENERGY GROUP 

A. HAGER BRYANT 3rd (212) 285-2696 
RICHARD L. DAVISSON, JR. (617) 482-7767 
PHILIP L. DODGE (2121 286-2043 
JOHN H. HAYWARD, JR. (212) 286-2032 
JOHN L. KALMBACH (212) 286-2065 
WILLIAM N. WALLING, JR. (212) 286-2438 

1. Domestic oils should be chosen from those which have relatively large 
reserves and above average outlooks for non-OPEC production. 

2. International oils should be avoided, except where income is critical, 
because of historically high relative PIE ratios and margin pressures over· 
seas. 

~. Natural gas pipelines remain attractive for a possible combination of 
earnings, dividend, and P/E increases. 

4. Service companias are available at multiples lower than those generally 
prevailing in recent years, and we believe that earnings growth in serv· 
ices related to drilling, both onshore and offshore, will be particularly 
strong over the next several years. 

5. Coal demand should be stimulated by Carter Administration energy 
programs, and we ·favor broad representation in this group despite 
temporary prnssures on earnings. We anticipate significant earnings 
recovery beginning in 1978 and higher multiples on current profits as 
the long-term demand outlook becomes better definE)d. 

6, Exploration-production firms have sold off from early 1977 highs and 
now appear to be in a more attractive buying range. 



Pmt 5 Yr. Growth 5 Yr. Avg. 
1977 Tot81 Bel• Earns. Equity ' Price Pric. · Malitat Par Par Plow- E•nl!!I! P1r Sh11nt P/E Multi;';; lndlca1ild 

Company FY 4/7177 R1np Velu1 &h .. Sh.,. Beck 1976 1978 1977E ~ 1976 1 E bw. Yid. 
- $-. -

$ $ Mii. - %- -%- - %- - $- - $- - $ - % x- - x- T % 
Oil & GAS DOMESTIC (Dad• ) 
~hland Oil ( 9) 33 ':rl· 32 846 17.0 27.9 14.9 3.85 4.40 4.75 8 7.5 6.9 1.90 5.8 OPT 
Atlantic Richfield 54 58· 50 5,606 16.2 11.1 7.6 3 .08 5.04 5.26 4 10.7 10.3 1.60 3.0 OPT 
Cities Service Co. 61 62· 57 1.659 14.6 4.6 4.B 5.12 7.98 8.75 10 7.6 7.0 3.00 4.9 

Continental Oil 35 38· 34 3,745 20.0 16.3 9.4 3 .25 4.38 4.75 8 8.0 7.4 1.20 3.4 OPT 
Getty Oil 186 212-181 3,820 20.1 21.4 9 .0 13.71 13.81 17.00 23 13.5 10.9 2.80 1.5 

Marathon Oll 52 59. 52 1,064 23.2 B.6 8.1 4.28 6.52 7.00 7 B.O 7.4 2.20 4.2 

Occldental Petroleum 26 28-.23 1.465 16.1 ·1.6 19.2 2.20 2.27 3 .25 43 11 .5 8.0 1.00 3.8 OPT 
Phllllps Petroleum 56 66- 55 4.281 17.0 23.3 7.9 4.50 5.39 6 .85 27 10.4 8 .2 2.00 3.6 OPT 
Shell Oil 72 80- 68 5,088 17.8 22.7 9.0 7 .59 10.11 11.50 14 7.1 6.3 3 .20 4.4 
Standard ":iii lndlena 53 60· 50 7,779 20.2 18.7 9 .2 5.36 6.09 7 .16 17 B.7 7.4 2.60 4.9 OPT 

Standard Oil Ohio 83 86- 74 2.454 10.9 13.9 3.8 3.42 3.55 5.50 55 23.4 15.1 1.36 1.6 

Sun 45 49. 40 1,973 16.9 12.4 14.4 3.63 b.:?f:! 6.40 9 7.7 7 .0 2.00 4.4 OPT 
Union Oil of Cellfornle fJ 59. 54 2.002 17.1 16.4 9.8 5.67 6.55 7 .50 15 8.4 7 .3 2.10 3.B OPT 

Oil & GAS INTERNATIONAL (Dodgo) 
British Petroleum 14 16· 13 5,405 29.2 4.6 8 .2 0.75 0 .79 1.60 103 17 .7 8 .8 0.33 2.4 
Exxon Corp. 51 55· 50 22.831 22.1 13.6 9.3 5.60 6.90 6.40 8 8 .6 8.0 3.00 5.9 OPT 
Gulf Oil Corp. 28 31· 28 5.456 23.0 6.3 7 .9 3.60 4.19 4.50 7 6.7 6.2 1.80 6.4 OPT 
Mobil 66 71 · 62 6 ,993 22.2 10.B 8.4 7 .95 9.08 10.00 10 7 .3 6.6 3.80 5.8 OPT 

Royal Dutch Potroloum 55 56· 51 7 .37 1 22.0 17.4 9.8 8.79 10.90 10.00 .a 5.0 5.5 3.58 6.5 
Standard Oil Calllornlo 40 44. 38 6,794 32.0 11 .2 8.0 4.55 5.18 5.75 11 7.7 7.0 2.20 5.5 OPT 
Texaco 27 3). 26 7 .329 30.9 0.3 7 .9 3.06 3.20 3.75 17 8.4 7.2 2.00 7.4 OPT 

GAS PIPELINES (Oryant) 
El Paso Co. 15 17· 14 584 0.3 4.5 6.3 1.96 1.74 1.75 1 8.6 8.6 1.10 7.3 OPT 
Florida Gos 23 24- 20 146 3.0 7 .1 8.6 2.31 2.50 2 .75 5 9 .2 8.4 1.20 6.2 

Northorn Naturnl Ges 46 4a- 44 1,014 15.9 22.3 8.3 5 .80 6.40 6.75 7 7 .2 6.B 2.08 4.6 

Panhandle Eastern Plpollne 42 49. 42 609 7.5 9 .0 7.3 4.83 5.70 6.40 15 7.4 6.6 2.3:l 5.5 
Southern Notun1l 53 59· 51 533 14.1 14.1 2.0 6.82 7.38 7.50 2 7.2 7.1 1.86 3.5 

Taxes Eastern Corp, 41 42· 38 997 10.5 10.2 8.7 4.06 4.55 5.00 14 9.0 8 .2 1.85 4.5 

To><os Gos Transmission 43 49. 42 :.I} 1 3.1 9.5 8.9 4.43 q,65 6.50 14 7.0 6 .6 2.00 4.7 

Tronsco Cos. 18 20· 17 405 8.4 2.5 5.5 2.01 2.35 2.65 16 7.'l 7.1 1.00 5.6 
Unltod Enerov Rosourcos 27 31· 26 302 NA NA 12.9 3.48 4.58 5.10 11 5.9 5.3 1.72 6.4 

Oil SERVICE & EQUIPMENT (Haywerd) 
Baker lnternatlonol ( 9) 46 48· 43 643 20.9 32.7 16.7 3.43 3.52 4.25 2 1 13.1 10.8 0 .46 1.0 
Chlcoao Brldoo 50 62· 46 488 11 .9 23.6 12.8 4.20 5.73 6.76 1 0.7 0.7 2 .00 4.0 
Drosser I ndustrlllS (10) 40 43. 37 1,573 G.6 22.6 14.5 1.77 4.19 4.70 12 9.5 8.5 0.80 2.0 OP'f 
Fluor Corp. (10) 34 38. 33 520 14.7 24.0 10.0 2.85 3.88 4.26 10 8.0 8.0 1.00 2.f) OPT 
Fostor Wheeler 24 24· 20 194 13.1 17.5 9.5 3.57 4.75 6 .00 6 5. 1 4.0 0 .76 3.1 

Hulllburton Co. 66 65· 55 3,280 28.6 33.8 15.6 3.84 5.22 5.85 12 10.7 9.6 1.24 2.2 OPT 
Huohm Toot Co. 37 43. 34 376 NA NA 14.5 3.41 2.90 ~ fl() 21 12.4 10.3 0.50 1.4 OPT 

e e e 
• • • • • • • • • 



McDermott 54 54. 43 847 91 .8 80.9 16.1 9 .76 9 .00 ·26 
Ocean Drllllng 30 ~ 23 339 36.0 32$ 14.6 3.24 3.40' 2.60 · ·26 
Oceaneering International (10) 7 12· 6 43 66.3 96.8 34.8 1.35 0.65' 0.80 23 
Offshore Logistics ( 6) 14 18· 8 28 36.7 37.2 16.4 1.73 2.91 2.70 ·19 

Sante Fe lntemetlonal 47 53· 21 467 13.1 26.6 12.0 3.01 4.64 6.00 10 OPT 

Schlumberger 60 00- 47 5.266 19.8 33.1 16.3 2.61 3.41 6.00 17 17.6 15.0 0 .80 1.3 OPT 
Sedco ( 6) 36 36- 22 346 26.9 29.1 16.9 3.69 4.34 5.00 16 8 .1 9.4 0.30 0 .9 

COAL (W1H1ng) 
Continental 011 35 38· 34 3,745 20.0 16.3 9.4 3.25 4.38 4.75' 8 8.0 7.4 1.20 3.4 OPT 
Eastern Ges & Fuel 27 28· 16 603 17 .6 24.8 13.8 2.73 3.01 3 .65 3 9.0 8.7 0.80 3.0 OPT 
Falcon Seaboard 43 41· 14 159 9.2 NA 37.3 3.60 4.16 4.75 8 10.3 9.6 00 2.3 
Mopco Inc. •c;. ... ~ 45. 33 834 24.~ 39.9 19.6 2.64 3,00 3.70 23 15.0 12.2 1 10 2.4 

Nor1h American Coal 52 52· 33 87 33.7 32.3 8.9 4.71 4.37 4.60 3 11.9 11.6 0 .90 1.7 
Occidental Petroleum 26 28· 23 1.465 16.1 ·1.6 19.2 2.20 227 3.26 43 11.5 8.0 1.00 3.8 OPT 
Pittston Co. 34 47. 30 1,316 24.0 41.6 23.8 5.36 3.92 5 .00 -4 8.7 9.1 1.26 3.7 OPT 
Wostmorelond Coal 50 66· 39 344 22.3 43.0 21.9 8.82 7.07 7.00 ·29 7.1 10.0 1.70 3.4 

DIVERSIFIED ENERGY (Kalmb1eh) 
Cooper Industries 43 43. 23 482 10.0 17.1 13.2 2.80 3,66 4.25 16 11 .7 13.2 1.08 2.5 
Houston Natural Gas ( 7) 31 37· 24 1.033 28.5 36.4 17 .5 2.00 2.74 3.15 24 11 .3 9 .1 0.70 2.3 
Pennzoil 31 35· 10 1,016 -2.8 7.1 11 .9 2.96 3.70 4.50 22 8.4 6.9 1.40 4.6 OPT 
Tenneco, Inc. 32 37. 26 2,726 11 .6 14.7 9 .4 3.63 - - RESTRICTED - - 1.88 6.9 OPT 

EXPLORATION & PRODU CTION 
(D1vlsson) 
Apache Corp. 18 22· 10 83 6.7 11.6 11.0 1.73 2.33 2.00 -40 7 .7 9 .0 0.50 2.8 
C. & K. Petroleum 34 32. 9 75 25.0 34.0 NA 1.53 1.26 1.85 :cl 27.0 17 .0 0.20 0.6 
Husky Oil 24 23· 16 234 20.9 42.2 13.4 3.29 2.71 4.00 21 8.9 6.0 0.80 3 .3 
Mountain Fuel Supply 40 46· 31 239 12.8 13.2 5.8 2.74 3.77 4.75 n 10.6 8.7 2.00 5.0 

N11tomos 37 43. 22 246 139.1 238.5 15.6 2.65 8.45 9.00 12 4.4 3.9 1.40 3.8 
Rslnbow Resources ( 7) 23 19· 6 51 NA 60.0 NA 0.42 0.67 1.00 49 34.3 230 0.0 0.0 

(Dodge) 
Amorlcen Quasar 22 27· 8 98 60.0 NA NA 0.60 0.40 1.00 15() 5i.;.o 22.0 0.0 0.0 

Louisiana Land 27 31 - 22 1,004 21.1 10.6 16.0 2.42 2.67 3.10 16 10.1 92 1.20 4.9 OPT 
Mose Petroloum 34 38· 19 437 ·10. i 9.3 23.7 1.25 1.92 2.25 17 17.7 13.1 0.10 0.3 OPT 
Sobina 25 00· 35 154 39.6 33.5 16.3 1.77 2.08 2.50 20 12.0 10. 1 0.50 2.0 

Southland Royalty 40 47. 20 475 30.3 32.8 14.4 1.76 2.28 2.75 20 17.5 14.5 0.68 1.7 

(l<llmb1ch) 
Boice Petroleum 24 29· 14 180 21.5 9 .9 14.8 2.83 4.15 0.00 50 5.8 4.0 1.00 4.2 

Helmerich & P11yno ( 0) 34 34 . ~ 196 3.0 26.0 13.0 2.37 2.60 3.10 19 13.1 11 .0 0 .28 0.0 

Houston Oll & Mlnorol 110 61- 11 659 68.3 NA 43.7 1.00 1.95 4.00 105 20.5 10.0 0 .80 2.0 OPT 
Noble Afflllatos 25 30. 12 99 NA NA NA 2.06 2.38 2.80 18 10.5 8 .9 0 .27 1.1 
Pennzoil Offshore 13 17· 11 492 NA NA NA 1.01 0.77 1.70 121 16.7 7 .6 0 .0 0 .0 

Southorn Union Production ~ .15. 23 213 NA NA NA 2.56 3.02 4.00 33 12.9 9 .7 0 .40 1.0 

Toxos 011 & Gin 26 ro. 13 520 65.B 36.3 20.2 2.05 2.46 3.00 22 10.0 8 .7 0 .20 0.8 
Tom Brown ( 3) 30 36· 17 138 20.0 36.6 32.4 1.50 1.JO 2.00 47 18.9 12.9 0 .0 0 .0 
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APRIL 20, 1977 

WILL THERE BE AN ENERGY POLICY AT LAST? 

President Carter will address Congress on April 20, an eagerly awaited message on the 
state of U.S. energy. Uncertainties concerning the direction of Carter Administration en· 
ugy goals have had a disruptive effect on common stock prices over the past several weeks. 
Although we believe that Administration programs will be generally favorable for energy 
investors, the whole cloth of Carter policy is unlikely to emerge as early as April 20. And, 
Congressiomil consideration of Administration proposals will inevitably be a lengthy proc· 
ess despite some restructuring. In this setting, important questions will not be resolved as 
soon as investors would prefer. 

April 20 is a difficult deadline for presentation of a comprehensive package due to 
the sheer complexity of energy matterc;. The Administration would apparently also pre· 
fer to establish the proposed Department of Energy before addressing all particulars. 
This organizational step is desirable to delineate lines of authority and, from a more prac­
tical standpoint, to provide officials for extensive Congressional hearings. At the same 
time, President Carter will probably speak with considerable substance on April 20, partly 
because expectations are high and partly because political ly unpopular moves are more 
tolerable early in the four year term. 

The Administration has avowedly abandoned the earlier goal of U.S. energy self· 
sufficiency (Project Independence), reflecting less policy than reality. Nevertheless, the 
objective will be to narrow the present gap between national supply and demand. Prob· 
able Administration proposals can usefully be divided into three categories: ( 1) those that 
will reduce demand; (2) those that will shift demand from one fuel to another; and 
(3) those that will increase supply. Even in these general terms, a significant change in 
emphasis is evident. In recent years, Congressional actions, either consciously or inad· 
vertently, have resulted in constraints on supply, for example, elimination of percentage 
depletion on petroleum in March 1975, extension of price controls on crude oil ;n De· 
cember 1975, and majority opposition (in the House of Representatives) to removal of 
price ceilings on new natural gas in February 1976. 

Proposals to Reduce Demand 

These proposals will focus on transportation and space heating, energy markets in 
which other fuels cannot be readily substituted for oil and natura l yas. T:1e major target 
will be gasoline, a product which alone accounts for about 20% of total U.S. energy con-

Corivrlghl © Whho, Wold & Co. l ncorporntud, 1977. 
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sumption. Under consideration and a probability is a combination Federal sales tax/credit 
on automobiles graduated in proportion to gasoline consumption related to mileage standards 
that are already legislated by the 1975 Energy Policy and Conservation Act. The President 
may also recommend a rising Federal excise tax on gasoline above the current 4ci a gallon fig­
ure either initially, or later if taxes/credits related to mileage standards prove inadequate. 
The message will probably contain proposals to grant tax credits, loan guarantees, or low 
interest rate loans for money spent on insulation of buildings. The Administration may also 
address the complex question of electric utility rate structures which now apply lower unit 
rates for greater use. Finally, and perhaps least likely, the Administration could favor manda­
tory limits on industrial consumption of oil and gas. For instance, airlines might be con­
strained to a base period fuel use level. 

Proposals to Shift Demands 

The message will almost certainly contain measures to shift electric utility boiler fuel to 
coal from oil and gas. Coal currently provides energy for roughly 45% of electric power out­
put, and oil and gas each slightly over 15%. Although coal is about 50% less expensive than 
oil and 20% cheaper than natural gas, utilities have not moved rapidly to convert existing 
facilities, partly due to conflicts with existing air quality standards. The Federal Energy Ad· 
ministration has issued construction orders requiring the use of coal at 142 power units entail · 
ing future annual consumpt ion of 221 million tons. However, most or all of these new sites 
would have used coal anyway. 

We believe the Administration will adopt an approach si milar to legislation (S977 Coal 
Utilization Act of 1977) introduced by Senator Henry Jackson of Washington, which would 
require new power plants and other major installations to burn coal or another fu el rather 
than oil or natural gas. Under 5977, conversions from natural gas at existing facilities would 
be mandatory by January 1979 and from oil by January 1990. Moreover, to expedite con­
versions, President Carter is likely to propose a stiff tax on the use of natural gas, and maybe 
oil, in power plant and other industrial markets. To expedite this objective, additional in­
vestment tax credits may be introduced for both plant conversion and installation of stack 
gas scrubbers. However, we doubt that modification of current air quality standards will be 
requested, thus perpetuating thP. root dilemma of excessive sulphur content in most ava ilable 
coals. 

Proposals to Increase Supply 

The Administration is considering higher prices for domestic crude oil and natural gas. 
It has already recommended cont inuatior, of the 10% annual rate of increase in the crude oil 
price composite, as legislated in August 1976. In addition, President CartJr will probably 
propose higher prices for natural gas from new discoveries in the April 20 mossage and higher 
prir.es for crude oil from new discoveries either on April 20 or later. We expect that prices 
for these new categories of production will eventually I:: related to landed values of imported 
fuels. Rather than unbuttoned decontrol, how aver, increases to parity with world levels may 
be recommended over two or three years, partly to attract broader Congressional support. 
Nonetheless, initial figu res shou ld be significantly above presently authorized levels for new 
production of $1.45 il thousand cubic feet for gas and $11.00 a barrel on average for oil. 
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To qualify, output would reportedly have to be from geologically separate finds rather 
than infill wells in existing reservoirs . 

Regar<ling coal supply, the Administratiol' has previously indicated support for the 
Surface Mining & Reclamation Act (HR 2, S7), and this proposed legislation, which would 
impede strip minin9, will probably pass the current session of Congress. Even so, present 
surplus coal mining capacity is on the order of 100 million tons annually, and the obvious 
problem to be addressed first is demand not supply. 

We doubt that the President on April 20 will advocate rapid dtv:lopment of nuclear 
p1Jwer because of inhibitions expressed in the past concerning safety. However, Congress 
will apparently consider several aspects of nuclear development including standardization of 
reactors and disposal of waste. 

After April 20, the Administration can be expected to present basic energy proposals 
in greater detail , and new aspects of recommended energy policy may be added to the orig· 
inal message. All, sooner o- later, must undergo Congressional scrutiny. Options for ad· 
ministrative energy action have become limited in recent years, as Congress has increasingly 
required advice and consent. Despite recent changes, Congress is not particularly well or· 
ganized for expeditious review of energy proposals. The new Senate Energy Committee 
under Senator Jackson may move more rapidly than was possible under the past rather 
fragmented committee structure. On the surface, the House should also be more imn:iedi· 
ately responsive throv;h an Ad Hoc Committee established by Speaker O'Neill specifically 
to hear Administrn1ion energy proposals. However, our present understanding is that each 
existing committee will later hold hearing5 on specific aspects of the proposed program, 
e.g., Ways & Means on tax matters. Allowing for recesses, legislation this year may largely 
be limited to bills related to strip mining, outer continental shelf procedures, and others 
that are already in process. 

In summary, we would emphasize the llJ llowing points: 

1. The April 20 message may not be completely comprehensive because of time 
limitations. 

2. It will stress conservation of oil and natu ral gas, substitution of coal for oil and 
gas, and highur prices for oil and gas. 

3. Further Administration proposals are I ikcly over tho balance of the year. 

4. Congress will move slowly, but a program will cvolvu. 

5. Therefore (points 3 and II), politicul uncertainties will continue nftor April 20. 

Despite the negative elemen t or uncertainty, we believe that energy investors will benefit 
from Carter Administration policy as it maierializes. More selec tively, however. profit pros· 
pt.>e ts appear far better for energy extractors than for refiners and marketers. particularly if 
conscrvution efforts prove more effec tive than those in tho post. The case appears stronger 



than ever for companies which have relatively large reserves of crude o il, natu ral gas, and 
coal in the United States and other non-OPEC areas. Our cu rrent recommendations are 
British Petroleum (BP-14), Continental Oil (C LL-35), Getty Oi l (GET-183), Marathon Oil 
(MR0-53), Occidental Petroleum (OXY-26), Phillips Petroleum (P-55), Standard Oil of Indiana 
(SN-52), and Sohio (SOH-80). We also recommend purchase of several companies which are 
primari ly engaged in U.S. oil and gas explorat ion including American Quasar (AOAS-23), 
Helmerich-Payne (HP-32), Mesa Petroleum (MSA-31), Noble Affiliates (NOBL-25), Southern 
Union Production (SUPC-38), Southland Royalty (SR0-39), and Texas Oil Gas (TX0-27). 

RR- 77-58 -Research Department-
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OUARTERL y REVI EW OF OIL MARr- .;rs 
DEMAND, SUPPLY, A.ND PRICE::; 

This statistical report is part of a continuing quarterly review of oil demand, supply, 
and price trends. r'revious information was published in 1976 on July 22, September 2, 
and November 30. 

TABLE 1, Oi l CONSUMPTION 

World oil consumption (ex Russia, China, and Eastern Europe) rose 5.2% last year, 
including an unusually sizable 6.5% in the United States, and 4.5% overseas. U.S. demand 
was particularly strong in the fourth qua rter when chill temperatures stimulated use of 
heating oil. Inadequate reporting of heavy fuel imports in early 1976 has required some 
quarterly est imating, and appropriate revisions will be made as actual figures become 
available. Overseas, slack economic ar. tivity in the United Kingdom was responsible for 
an 11% decl ine in heavy fuel oil consumption and a 2% drop overall. In Italy, high gov­
ernment taxes on gasoline appear to have dampened demand as the year progressed, re· 
sui ting in a slip of 4% from 1975. France and West Germany were strong across the 
product spectrum, both up 8% in total. Japan was tempered to 3% improvement by 
sluggish use uf heavy fuel oi I. Assuming a further expansion in economic activity, we 
current ly estimate that 1977 consumption in the U.S. wi ll rise 4- 5% and overseas 3-5%, 
or some 4% overall. The U.S. is up about 10% so far duo to frigid weather. Carter 
Administration conservation efforts, as yet undefined, are mlikely to have a meaningful 
impact until future years. 

Ccmvrlqht © Whltu. Woll.I & Cu. lncorooroted, 1977. 
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United Kingdom 

Motor Gasoline 
Olstlllotes 

Heavy Fuol Oil 
All Products 

France 

Motor Gusolino 
Olstlllotos 

Hoovy Fuel Oil 
All Products 

lt•lv 
Motor Gosollno 
Olulllotes 

Heavy Fuol Oil 
All Products 

West Germany 

Motor Gnsollno 
Distlllntos 

Honvv Fuul Oil 
All Products 

1974 
10 

382 339 
453 518 
677 710 

2,007 1,979 

20 

384 

410 
512 

1,685 

355 322 379 
795 887 692 
661 665 508 

2,309 2,294 2,019 

242 
416 
738 

1,896 

436 
1, 126 

460 
2,654 

229 261 
493 312 
845 €08 

1,836 1,6 11 

428 
1,194 

396 
2,429 

497 
1,080 

386 
2,404 

Europe - Four·CountrvSubtot I 
Motor Gn1oll110 1,416 

Dllt llloto1 2,790 
Honvv Fuul 011 2,526 

All Products 8,766 

1,318 
3,092 

2,616 
8,538 

1,521 
2,494 
2,014 
7,719 

1975 
JQ 

398 
310 
379 

1,466 

419 
509 
371 

1,720 

289 
355 
544 

1,603 

483 
1,158 

365 
2,461 

1,689 
2,332 
1,659 
7,250 

373 
607 
694 

1,865 

Table 1 

OIL CONSUMPTION 

(C'OO Barrels Daily) 

Year 

374 
436 
550 

1,747 

1Q 

354 

549 
618 

1,920 

2Q 

401 
401 
436 

1,655 

364 371 345 403 
937 757 1,125 591 
655 551 691 574 

2 . . 12 2.111 2,640 2,041 

257 
500 
'/85 

1,961 

493 
1,112 

484 

2,!i68 

1,487 

3,056 
2,618 
8,875 

259 242 248 
419 562 297 
723 760 594 

1,799 2,024 1,576 

475 
1,133 

408 
2,466 

1,479 
2,730 

2,182 

8,115 

435 
1,315 

436 
2,614 

1,376 
3,551 

2.605 
0, 198 

508 
1,077 

396 
2.476 

1,569 
2,366 
2,000 
7,748 

1976 lncreese/(Oecraasel 1975-1976 
4Q You 10 20 3Q 40 Year 

413 394 390 4% 
307 498 435 6 
376 530 492 (13} 

1.491 1,807 1,717 (3) 

443 

527 
513 

372 390 7% 

1,956 

284 

361 
634 

1,702 

509 
1,249 

439 
2,722 

1,649 
2,444 
1,962 
7.871 

919 791 27 
700 617 4 

2,477 2,279 15 

226 
482 
754 

1,863 

505 
1,223 

504 
2,735 

1,497 
3, 122 
2,488 

B,882 

250 6% 
440 14 
726 (10) 

1.flJO 2 

495 
1,222 

443 
2,666 

1,525 
2.888 
2,278 
8,492 

2% 
10 
10 

8 

4% 
15 
(4) 

8 

4 % 

(2) 

(16) 
(2) 

6% 
(16) 

13 

1 

(5)% 
(5) 

12) 

121 

2% 
0 
3 
3 

2% 
(5) 

(11 

0 

4% 
( 1) 

( 1) 

2 

6% 
4 

38 
14 

6% 
(2) 

(11) 

(3) 

2% 
(2) 

7 
3 

(21% (12)% 
2 (4) 

17 (4) 

6 (5) 

5% 

8 
20 
11 

4 % 
(j 

19 

9 

3% 
11 

4 

1% 
2 

( 1l 
0 

4% 
0 

(11) 

(2) 

5% 
4 

12 

8 

(4)% 

5 
0 
2 

4% 

8 

9 
8 

391, 
5 
4 

5 

I 
tV 
I 
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Table 1 (Continued) 
{~ 
~ 

OIL CONSUMPTION ~ (000 Barrels Daily) 

1974 1976 1976 lncrase/(Dee1•1•l 1975-1976 
10 20 30 4Q Veer 10 20 3Q 4Q Veer 10 20 :n 4Q Year 

Jllpen 

Motor Gasoline 454 461 469 487 521 485 491 507 499 547 512 7% 8% 3'16 5% 6% 

Distillates 981 1,331 807 703 1,109 962 1,279 865 754 1,242 1,032 4 7 7 12 7 

Heavy i'uel Oil 2,194 2,119 1,803 2,054 2,033 1,997 2,132 1,823 2,012 2,116 2.009 1 (2) 4 1 
All Products 5,141 5,271 4,456 4,636 5,133 4,872 5.445 4.648 4,701 5.410 5,000 3 4 5 3 

Free World Foreign 

Motor Gasoline 4,158 4,073 4 ,413 4,562 4,426 4,no 4,264 4,589 4,"/35 4,585 4,549 5% 4% 4% 4% 4% I 
Distillates 6,912 7,719 6,488 6,073 7,659 6,991 8,530 6,494 6,:195 8,080 7,396 11 0 5 6 6 

w 
I 

Heavy Fuel Oil 7,814 8,000 6,749 6,646 7,769 7,318 8,000 6,897 7.125 8,095 7,553 0 2 7 4 3 

All Products 27,745 28,179 25,940 23,672 28,640 27,080 29,616 26,692 24,974 29,700E 28,300E 5 3 6 4 5 

United St•tes 

Motor Gasoline 6,585 6,251 6,927 6,974 6,698 6,711 6,617 7,209 7,224 7,013 7,002 6% 4% 4% 5% 4% 

Oistillat1t5 2,942 3,891 2,705 2,259 3,189 3,013 3,919 2,656 2,501 3,923 3,276 (21 11 23 9 

Heavy Fuel Oil 2,638 2,936 2,161 2,244 2.455 2,449 3,150R 2,370R 2,338 3,039 2,775 7 10 4 24 13 

All Products 16,862 17,371 15,803 15,978 16,902 16,515 18,625R 16,680R 16,119tl 18,700 17,581 7 6 3 11 1 

FrwWorld 

Motor Gasoline 10,743 10,324 11,340 11,536 11, 124 11,081 10,881 11 ,798 11,!159 11,598 11 ,551 5% 4% 4% 4% 4% 

Oistill1tes 9.854 11,610 9,193 8,332 10,848 10,004 12,449 9,150 8,(196 12,003 10,672 7 0 7 11 7 

Heevy Fuel Oii 10,452 10,936 8,910 8,890 10,224 9,769 11,150R 9,267R 9,463 11,134 10,328 2 4 6 9 6 
All Products 44,607 45,550 41 ,743 39,650 45,542 43,595 47,792 42,923 41,472 48,400E 45,881E 5 3 5 6E SE 

R • Aevited 
E • E1tlmeted 

__________________ _. ................................. _ 
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-r ABLE 2, OPEC PRODUCTION 

OPEC production rose 12% in 1976, ballooning toward the end of the year because of 
pre-January 1 price increase demand. The OPEC surplus capacity, much ogled in the past as 
a portent of lower crude oil prices, was down to only 4,000,000 million barrels a day ( 100,.(,) 
in December 1976, of which some 60% was in Saudi Arabia alone. OPEC Persian Gulf pro­
duction rose to a record level of 21,226,000 barrels a day last year as Ah:ican and other 
OPEC members were increasingly faced with capacity limitations. In 1977, m estimate that 
OPEC production wi ll average 31,500,000 barrels a day, up 3%, although the first quarter 
will probably be under 30,000,000 barrels a day as earlier accumulated inventories are drawn 
down (note January numbers). We look for OPEC prices to average about 7 1/2% ($0.90 a 
barrel) higher for the year. 

Table 2 

OPEC PRODUCTION 

(000 Sorrels Ooilyl 
Dae. Jan. 

1972 1973 1974 ~ 197 1976 1977 

S.udl Ar bin 6,015 7,600 8.479 7,077 8,581.. 9,188 8.283 
5,015 5,860 6,021 5,350 5,883 6,630 5,059 

Iraq 1,455 1,966 1,871 2,248 2,184 3,000 NA 

Kuw1lt 3,287 3,022 2.647 2,054 2,150 3,333 NA 

United Ar1b Emirates 1,208 1,523 1,679 1,695 1,942 2,009 1.937 
011ar ~ _EQ ~ ~ -1.!!.? 500 455 

Sub1ot1I Penl1n Gulf 17,462 20,541 21, 116 18,863 21,226 24,660 NA 

Nigeria 1,817 2,055 2,264 1,787 2,068 2,200 2,150 

Llbyl 2,215 2,185 1,521 1,610 1,914 2,050 2 ,022 
Algeria 1,064 1,090 1,021 946 1,0!iO 1,100 1,100 
Gabon _11§ __J_§l ___!fil) ~ _lli) -ill --llQ. 

Subtot1I Africa 5,222 5,481 4,976 4,442 5,262 5,575 5,492 

Venezuela 3,220 3,366 2,976 2,346 2,294 2,388 2,360 
l'ldonula 1,060 1,339 1,392 1,313 1,504 1,683 1,628 
Eculdor __]!! 218 165 ~ 186 _E 217 

To11I 27.043 30,945 30,616 27, 122 30,462 34,413 NA 

NA-Not 1v1llnble. 
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TABLE 3, U.S. CRUDE OIL PRICES 

The average wellhead price of U.S. crude oil rose to about $8.15 a barrel last year from 
$7.67 a barrel in 1975. We forecast ap;:>roximately $8.85 a barrel this year, up $0. 70 or 9%. 
Our estimate excludes North Slope oil which will be treated separately under government price 
contro ls. We have assumed that the portion of lower tier crude to total production will de­
cline about 1 1 /2 percentage points per quarter, consistent with recent trends, and that the 
present Federal Energy Administration freeze on upper and lower tier prices will be lifted by 
mid-year. 

Table 3 

U.S. CRUDE OIL PRICES 

($ Per Barrell 

Composition Weighted Avorage Price 
Ye11r·to· Year 

lower Tier Upper Tier Stripper Amount Increase ---
'1975 

1st Quarter 60% 28% 12% S7.55 $0.69 

2nd Quarter 62 25 13 7.52 0.69 
3rd Quarter 63 23 14 7.74 1.00 
4th Quarter 63 23 M 7.85 0.84 -

Yea r 62% 25% 13% ~i7.67 S0.80 

'1976 
1st Quarter 56% 30% 14% S8.10 S0.55 
2ncl Quarter 57 29 14 7.91 0.39 
3rd Quarter 55 31 14 8.15 0.41 
4th Quar ter E 52 35 13 8.47 0.62 

Year E 55% 31% 14% $8.15 $0.48 

1977 
1st Quarter E 51% 36% 13% $8.60 $0.50 
2nd Quarter E 49 38 13 8.68 0.77 
3rd Quarter E 48 39 13 8.90 0.75 
4th Quarter E 46 41 13 9. 18 0.63 

Year E 48% 39% 13% $8.84 S0.69 

E Estimated 
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TABLE 4, U.S. NATURAL GAS PRICES 

The average wellhead price of U.S. natura l gas rose to an estimated 58d per thousand 
cubic feet last year from 441/ in 1975. Second half 1976 figures may understate actual 
realizations because some companies have not made figures available to reflect benefits of 
Federal Power Commission Order 770-A. The average domestic gas price should rise to 
70-75</. per MCF this year due mainly to a full year impact of 770-A and the effect of higher 
priced emergency sales on both interstate and intrastate prices. If price controls are removed 
on new gas, the ·figure would probably be higher. 

1975 
1st Quarter 
2nd Quarter 
3rd Quarter 
4th Quancr 

Year 

1976 
1st Quarter 
2nd Quarter 
3rd Quarter 
4th Quoncr 

Year 

E • Estimated 

Table 4 

U.S. NATURAL GAS PRICES 

(Cents Per MCF) 

Price at Year·to·Year Increase 
W11llhcad Cents Per MCF Percent 

38d 13d 52% 
41 13 46 
45 12 36 

16 44 
44e 14( 46% 

54e me 42% 
56 15 37 
59 14 21 
63 E 11 21 
58e E 14e 32% 
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TABLE 5, SELECTED U.S. OI L PRODUCT PR ICES 

Using normally meaningful Oil & Gas Journal spot quotations, average U.S. gasoline 
prices rose about 100/ti last year, distillates also 100,{,, and heavy fuel oil 3%. Platt's Oilgram, 
which compiles monthly figures on gasoline prices, showed a 9% year-to-year increase at the 
dealer tilnk wagon level, reflective of oil company experience, and a 4% gain at service sta­
tions. Dealers tolerated about a 1d a gallon decline in margins during 1976. Confirming these 
comparisons one major company had a 9% (3.2ci a gallon) year-to-year increase in gasoline and 
an 11% (3.1ii a gallon) increase in distillates. Further price improvement toward the upper 
end of a 5-100,{, range appears likely in 1977. The fuel oils are thus far benefitting from 
heavy usage brought about by cold weather. And, gasoline has recently shown contra-seasonal 
improvement, a quirk in price controls which focuses higher prices in periods immediate follow­
ing crude oi l price increases. 

Table 5 

SELECTED U.S. 01 L. PRODUCT PRICES 

(Cents Per Gallon) 

Oil & Gas Journal 
Average N.Y. Harbor Platt's Oilgram 

Mid·Continent Spot Barge (0.3"/o t Rc9ular Gasoline 
Regular Heavy Dealer Tank Station 
Gasoline Distillate Fuel Oil Wagon Price ---

1975 
1st Qu;irtt!r 29.9rl. 26.3i 31.4!/ 32.3i 54.oc 
2nd Quarter 30.4 25.G 30.7 :l4.4 5~ .G 

3rd Quarter 35.3 26.7 30.G 38.0 59.G 
4th Quarter 35.4 29.8 30.9 38.4 59.6 

Year 32.7rt 27. l i 30.9ct 35.8ct 57.2rl. 

1976 
1st Quarter 34.9rl. 30.0ct 32.0rl. 37.U 58.0rl. 
2ntl Ouortor 35.1 28.9 30.G 37.8 58.3 
3rd Quarter 37.5 29.6 31.3 40.5 G0.5 
4lh Quarter 37.0 31.0 32.7 40.5 G0.8 

Yoar 36. l rl. 29.9ct 31.U 39.0rl. 59.4rl. 

% 1975-1976 lncr. 
1st Ouilrtor 17% 14% 2'" 11> 15% 7'>6 
211<1 OuartN 15 13 0 10 5 
3rd Oudr tcr 6 11 2 7 2 
4th Ou.ir tcr 5 4 6 5 2 

Ye.i r lo% 10% - 3% 9% - 4% 

1977 
noccn t 37.0ti 33.U~ 38.3rl. 40.41i 60.U 

% 1976-1977 Iner. 
riucont vs. 1st Otr. ()% 1 I 'X. 20% !)'){, !jl)(, 
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TABLE 6, ESTIMATEO U.S. REFINING MARGINS 

Domestic refining margins improved by an estimated pretax $0.60-0.65 a barrel last year, 
a development which was dramatically apparent in the profitability of many domestic oil com· 
panies. However, year-to-year improvement diminished toward the end of 1976. Our price 
column reflects weekly mid-continent figures published by the Oil & Gas Journal, these being 
weighted to reflect seasonal chan~1es in refinery yields. Average crude oil costs are compiled 
by the Federal Energy Administration and bear the burden of a considerable time lag. This 
year is starting out with a normal 1976 indicated margin. Domestic refinery utilization at 
around 90% is high enough to support generally favorable cost recovery experience. We doubt 
nevertheless that margins wi ll improve significantly in 1977 as they did last year. 

Table 6 

ESTIMATED U.S. REF INING MARGINS 

(S Per Barrell 

Weighted Averagu 
Mid·Continent Crude Indicated 

Prices Costs Margin ---
1975 

1st Ouarter $ 11 .83 s 9.83 $2.00 
2nd Quarter 11.90 9.98 1.92 
3rd <luarter 13.29 10.72 2.57 
4th Ouarter 13.64 10.96 2.68 

Y1?a1 $12.67 $ 10.38 $2.29 

1976 
1st Oua1 ter S13.50 $10.58 $2.92 

2nd Ouartcr 13.50 10.68 2.82 
3rd Ctuarter 14.22 10.94 3.28 
4th Quarter 14.20 11.SOE 2.70E 

Y(•ar $13.85 $ 10.931: $2.92E 

I ncr./( Or? er .I 
1975-1976 

1st Quarter s 1.67 s 0.75 $0.92 
2nd Cluar tor 1.60 0.70 0 .90 
31d Oua1 tcr O.!:>J 0.22 0.7 1 
4th Ou<11 tN 0.56 0.54E 0.02E 

YcM s 1. 18 S 0.55E SO.G3E 

1977 
ncr.cnt $14.69 S11.75E $2.9·1 E 

lncr./( Decr. ) 
1976- 1977 

Recen t v ... 1st Otr. s 1.19 $ 1.17 so.0;1 E 

E E~1 1111J 1 cct 
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TABLE 7, ROTTERDAM CARGO QUOTATl.JNS 

Prices in the volati le Rotterdam cargo market, often a harbinger of international oil com­
pany price experience, rose 7-15% in 19 76, but individual products exhibited contrasting trends. 
Gasoline, a buoyant item in early 1976, turned weak, and heavy fuel oil recovered sharply but 
has leveled. These adjustments at least temporarily mitigate the yield imbalance problem 
faced by European refiners during 1975 and much of last year. Previously, refiners could not 
supply an adequate amount of gasoline without making too much fuel oil. Demand trends 
for gasoline and heavy fue l oil are now more closely in tandem Major company European 
realizations followed slightly different patterns. One firm expedenced a 2% year-to-year in­
crease in gasoline and 6% in gasoil, a decrease of 2% in heavy fuel oi l, and a 2% increase over­
all. However, heavy fuel was up 15% in the fourth quarter and yasoline only 4%. In view of 
surplus refinery capacity approaching 30% in Europe and 25% in Japan, we believe it will be 
difficult for the industry to maintain refinery margins du mg 1977 in face of an assumed 
7 1/2% OPEC crude price increase. 

Table 7 

ROTTERDAM CARGO QUOTATIONS 

($Per Metric Ton) 

Higher Sulphur 
Resular Gasoline Ga soil Fuel Oil 

1975 
1st Quarter $1 10 $ 84 $70 

2nd Quarter 124 96 65 
3rd Quarter 120 108 57 
4th Quarter 125 110 55 

Year $120 $100 $62 

1976 
1st Quartor $132 $104 $66 
2nd Quarter 142 106 65 
3rd Quarter 141 108 67 
4th Quarter 137 110 74 

Year $138 $107 $68 

I ncr./I Deer.) 
1975- 1976 

1st Quarter 20% 23% (6)% 

2nd Quarter 14 10 0 
3rd Quartl!r 18 0 18 

11th Quarwr 10 0 35 
Year 15% 7% 10% 

1977 
Recent $131 $121 $78 

Iner./( Doer. ) 
1976-1977 

Recent vs. 1st Otr. ( 1)% 16% 18')(, 
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TABLE 8, LANDED PRICES OF CRUDE OIL IMPORTS IN SELECTED COUNTRIES 

Landed prices of imported crude oil are estimated to have risen 5% in Europe and 7% in 
japar. during 1976. The European 5% increase was gre<.ter than the 2% previously mentioned 
improvement in realizations of one representative firm, and overseas margin pressure was 
evident in international oil company results last year. At that, the landed crude oil price in· 
creases were partly tempered by a decline in ocean freight costs, as illustrated by Table 8. 

Table 8 

LANDED PRICES Of CRUDE OIL 
IMPORTS IN SELECTED COUNTRIES 

($ Per Barr~!) 

Western Europe 
Frence Italy U.K. W. Germany Avtr!I! ~ 

1975 $12.42 $11.90 $11 .73 $12.42 $12. 12 $1 1.86 

1976 
1st Quarter $12.92 $11.38 $12.68 $13.41 $12.60 $ 12.67 
2nd Quarter 12.85 12.47 12.19 13.14 12.66 12.62 
3rd Quarh .. r 12.73 12.65E 12.66 13.37 12.85 12.69 
4th Quarter 12.90E 12.BOE 12.65E 13.60E 12.96E 12.75E 

Year $12.85 $12.35 $12.55E $13.35E $12.75E $12.70E 

1975-1976 
Increase 3% 4% 7% 7% 5% 7% 

E " Estimated 



White,Weld &.Co. 
Incorporated 

TABLE 9, AVERAGE FREIGHT RATE ASSESSMENTS 

n,c:~.e ~·1gures reflect average transportation costs, rather than the far more volati le and 
currently lower spot market. Averages have declined rather consistently since late 1975. The 
1975-1976 decline of 7-8 percentage points is equivalent to about $0.15 a barrel between the 
PP.rsian Gulf and Northwest Europe. We expect average tanker rates to slip somewhat further 
in the present environment of chronic surplus. 

Table 9 

AVERAGE FREIGHT RATE AS':ESSMENTS 

(% of Worldscale) 

Persian Gulf -Wost 
Large 1 Large 2 Large 3 

(45,000-79,900 dwt) (80,000-159,900 dwt) (160,000 dwt+I 

1975 
1st Quarter 81 62 SF 
2nd Quar ter 82 63 01 
3rd Quarter 85 63 58 

4th Quarter 85 62 58 
Year 84 63 57 

1976 
1st Quarter 78 58 52 
2nd Quarter 76 58 51 

3rd Quarter 78 57 50 

4th Quarter 76 55 48 

'.'ear 77 57 50 

1977 
Recen t 75 54 47 

RR-77-32 - Research Department-

Tho lorcgoing hns been prepared solely fo r inlorn101lvu purposes and is nol a solicitation , or on ottur, ro huv or sull 11nv 
socuritv. It dous not purport to Uo o complutu description ol the socurl tlcs, rnorkou or do110lopmor1ts rolorrod 10 io tho 
motorial, All expressions o l opinion 010 subject to chonoo withou t n? tlco. Thu lnforrno1ion Is obtolnud from sources which 
w0 cons ider rclloblu bu t ~ hovu not lndutl\lndont lv vcrlllud such informat ion ond wu do not guorontoo thot It is occurow or 
complete. Wo, or our officurs onu direc tors, mnv lrorn time to timu hove o long or •hort nos11 ion in tho socuritlus men tioned 
1111d rtkl V suit or huv ~uch sccurltius. 
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Natural Gas Delivery Curtailments 
Which Industrie& May Suifer? 

Now that virtually all gas storage facilities are depleted, natural gas 
deliveries to homes, small co1nmercial establi shments and industries for 
plant p rotection only are being maintai ned bf curtailing deliveries to large 
commercial customers (s't1ch as schoolb) .. md industrial u sers. 

The nations' entire economy will suffer from the curt ailed deliveries but 
certain i ndustries using large volumes of gas will suffer from reduc ed production 
more than others. The American Gas Association tabulates sales by its member 
companies to stand a rd i nd J stry classifications . We have summarized this data 
in the fo llowing tabl e so investors can better pinpoint possible areas of weakness 
in their portfol ic0s. 
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The Fe 1eral Power Commission has presc ribed the following priority-of­
service categories for use by pipeline companies duril1g periods of curtailed 
deliveries . 

Priority i) Residential. small commercial (less than 50 MCF on a peak day). 

ii) Large commercial requirements (50 MCF or more on a peak day) , 
firm industrial requirements for plant protection, feedstock and 
process needs, an~ pipeline customer storage injection require­
ments. 

iii) All indus t rial requirements not s p ecifi ed in (ii), (iv), (v) , (vi), 
(vii), (viii) , or (ix). 

iv) Firm industria l requirem e nt s for boiler fuel use a t l ess than 3 , 000 
MCF pe r day, but mo r e than 1, 500 MCF per day, wh e re alternate 
fue l capabilities ca n m eet such t·equirements . 

v) F irm industrial requireme nts for large volume (3, 000 MCF or 
mo re pe r day) boiler fue l u se whe r e alternate fuel capabilities can 
meet such r equirements. 

vi) Inte rruptible r equirements of more tha n 300 MCF per da y , but le ss 
than 1, 500 MCF p er day, where alte rnate fuel capabilities can m eet 
such r equirements. 

vii) lnt:e nuptible r equi remc nts o f inte rmcdia t e volume s (from l, 500 
MCF pe r day thrnugh 3 , 000 MCF p e r day), where alterna t e fu e l 
capabilities ca n m eet such requireme nts . 

viii) Jntc l'l'uptible t·equirements of more than 3 , 000 MCF p e r day, but 
l ess than lO, 000 MCF pe r day, wh e re a l tc1·n~lc fue l capabiliti es 
ca n meet s uch requirements . 

ltW-77- 33 

i x) lnle rruptible requir ements o f more than 10 , 000 MCF p e r clay, whc r P. 
a lternate fuel capabil iti es can m eet s u ch r equire m e nts. 
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STANDA RD OIL OF OHIO (SOH) 

Price (NYSE) 

Current: 83 
Range ( 1976· 1977): 85·61 

Average Shares Outstanding: 
Market Value: 

')PIN ION 

Dlvidond 

Rate: $1.36 
Yield: 1.6% 

38.5 million 
$3,196 million 

EPS IDecembod 

1977E: $5.70 
1976: $3.55 
1975: $3.42 

P/E 

14.6X 
23.4X 
24.JX 

Return on Average 1976 Equity: 9.1% 
Book Valuo Per Share ( 12/31 /76): $37. 76 

If Alaskan North Slope oil production from Prudhoe Bay proceeds on schedule, 
Standard Oil of Ohio will undergo a metamorphosis in 1977, becoming the second largest 
U.S. crude oil producer, almost from scratch. As a result, earnings per share should rise 
rapidly over the next several years to an estimated$14.50-15.00 in 1978 and$16.00-17.00 
in 1981, from $3.55 in 1976, the best rate of growth that we antic ipate for any major 
oi l company. Although Alaskan tax policy remains aggressive, the profit margin on Prud· 
hoc Bay oil production should hold over time in a $1.75·2.50 a barrel range. or even im· 
prove somewhat with rising world crude prices and better logistics. In this respect, the 
situation may be analogous to the North Sea where the size of the pie has increased faster 
than governmental slices. With initial Prudhoc Bay production imminent after much un· 
certainty, we now recommend purchase of Sohio, a change from earlier caution reflecting 
concern over future state ta.<ation. 

PRUDHOc BAY PRODUCTION 

Production of crude oil from the Prudhoe Bay field should begin th is summer. Natural 
gas deliveries will be delayed for several years pending complex transportation routing de· 
clsions and actual construction of the pipeline. Prior to production, gas will be reinjected 
to maintain pressure. 

Completion Of The Trans Alaskan Pipeline 

The f rans Alaska Pipeline System (TAPS) is virtually complete. Of the original five 
contractors, two (Associated-Green and Alaska International Construction) have been re­
tained to work primari ly on restoration and rehabilitation of land adjoining TAPS. About 
160 miles of tho 800 mile line remain to be hydrostatlcally tested, mostly in the northern 

Copyrluht ~ Whl111, Wold & Co. lnco•norutud, 1977. 
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portion. This procedure involves filling a section of the line with watar at 125% of maximum 
operating pressure (or 750 p.p.s.i. if greater) for a period of 24 hours. In addition, about 45 
miles in the middle part of the line must be insulated, and 36 of an originally questionable 
3,955 pipeline welds still may need repair. All of these mop-up tasks can be completed by 
spring. The U.S. Interior Department must then rule whether the pipeline complies with 
specifications. In this regard, it has commissioned Lester Witte Co., a Chicago accounting 
firm, to review previous audits for the purpose of determining if a radiographic film exists 
for each weld. Approval of startup must also be granted by the state of Alaska, which will 
concern itself with both safety and tariff. 

Assuming that these steps occur in orderly sequence, which we consider probable, oil 
production into the pipeline will begin during July at a rate of 600,000 barrels a day. When 
full, the line will contain some 10 million barrels of crude oil, and initial shipments from the 
southern terminus of the system at Valdez will begin about Labor Day or later in September. 
With the addi tion of th ree pump stations to the original five, pipeline throughput will be 
raised to 1,200,000 barrels a day by the end of 1977. 

TAPS consists of undivided interests held by Sohio at 33.34%, British Petroleum 15.84%, 
Atlantic Richfield 21%, Exxon 20%, Mobil 5%, Union Oil and Phillips Petroleum each 1.66%, 
and Amerada Hess 1.5%. Under the TAPS agreement, any participant may propose raising 
design capacity of the line to 2,000,000 uarrels a day from 1,200,000 barrels a day currently. 
Any intermediate volume would require an amendment to the TAPS agreement. Sohio be­
lieves that the main Prudhoe Bay reservoir can sustain production of 1,500,000 million bar­
rels a day for 6·8 years before declining. Accordingly, we believe an intermediate level will 
be optC?d, but timing is uncertain, part ly due to limited U.S. flag tanker capacity to transport 
Alaskan oil be~1ond West Coast destinations. Oi l has also been tested from the deeper Lis­
burne zone on lhe eastern side of Prudhoe Bay and both upper and lower Cretaceous zones 
on the western side. Development of these prospects could later support expansion of the 
line to 2,000,000 barrels a day. 

North Slope Oil Volume 

Although a uniti z:illon agreement still h:is not been reached, Sohio believes it will have 
53-54% of the oil from the main Prudhoe Bay Pool. Its estimated share of natural gas re· 
serves is a lesser 2G%. Sohio will be enti tled to all of 53·54% of main reservoi r Prudhoe Bay 
production up to a gross rate of 686,000 oarrels a day. Above this level it hos 25% of the 
increment. the other 76% accruing to British Petroleum. Accordingly, Sohio's shoro nt various 
levels of output would be as follows. 
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600,000 Barrels a Day 

Sohio's Share = 321,000 BO ( 117 million barrels annually) 

1,200,000 Barrels a Day 

Sohio's Share = 642,000 BO (234 million barrels annually) 

1,500,000 Barrels a Day 

Sohio's Share = 686,000 BO 

+ 25% of 117,000 BO = 29,000 BO 
715,000 BO (261 million barrels annually) 

MARKETING OF PRUDHOE BAY OIL 

Exports of Prudhoe Bay oil are prohibited by the Trans Alaska Pipeline Authorization 
Act. With this cons~rciint, marketing the oil presents major logistical problems, particularly 
for Sohio which hc.s no West Coast refineries. If imports were displaced, the West Coast 
could absorb up to 1,200,000+ barrels a day of North Slope oil. However, Prudhoe Bay oil 
has qua lity characteristics of 26 ° API gravity and 1.2% sulphur which are not suitable for 
refining in many West Coast plants. 

Present refining capacity for West Coast states included in Petroleum Administration 
Di~trict V is listed by the American Petroleum Institute at 2, 702,000 barrels per day, and 
utilization has recently been about 2,265,000 BO, of which roughly 1, 100,000 BO is pro· 
duced in the United States and the balance imported. A breakdown of crude by principal 
sources is shown in the table below, along with our projection of supply-demand balance 
through 1980. We have assumed that refinery input will grow 4% annually after 1976. 

WEST COAST SUPP LY· DEMAND 
(Thousand Barrels Dai ly) 

Estimated 
1975 1976 1977 1978 1979 1980 

Refinery Input 1,974 2,080 2, 165 2.250 2,340 2.435 

U.S. Crude Oil 1.085 1,065 1,095 1, 130 1, 165 1,205 
California 885 885 ~ 35 9P.5 1,035 1,085 
Southern Alaska 191 170 150 135 120 110 
Other 9 10 10 10 10 10 

Imported Crude Oil 852 980 885 480 435 400 
Indonesia 295 365 375 375 375 375 
Saudi Arabia 96 175 195 40 30 25 
Iran 106 100 55 0 0 0 
Canada 164 90 60 '10 20 0 
U.A.E . 50 85 75 0 0 0 
Other 141 165 125 25 0 0 

Other 37 35 35 35 35 35 

Balance for North Slopo 0 0 150 605 705 795 

E1tlm11ted North Slope Availability 0 0 150 1,200 1,200 1,500 

North Slopo Oil Surplus to West Co11st 0 0 0 595 495 705 



Sohio will be unable to sell all, or even a mAjor portion, of its Prudhoe Bay oil on the 
West Coast during 1978. Assuming gross o.utput of 1,200,000 barrels a day, the company 
will be marketing ahout 642,000 BD, as calculated earlier. Atlantic Richfield has West Coast 
refinery capability for its 200A> offtake of 240,000 EO, Exxon for 75,000 - 100,000 BO, and 
others for their combined 75,000 BO share. Accordingly, if the West Coast can absorb 
600,000 - 700,000 BD in total, Sohio would be constrained to about 200,000 - 300,000 BD 
in District V, with the balance to move elsewhere. There are severnl possibil ities. 

( 1) Through the Panama Canal to the Gulf Coast. Here, the limitation is U.S. flag tank­
er capacity, an irony considering the world tanker glut. The Merchant Marine Act 
of 1920 requires the use of U.S. flag vessels for shipments between domestic ports. 
By mid-1978, Sohio will h:jve 1,896,000 deadweight tons of U.S. flag tankers avail­
able, unless further arrangements can be made. About 650,000 dwt of this fleet 
would be required to move 300,000 eo to the West Coast, leaving 1,250,000 dwt 
for the Panama Canal run. Such capacity could accommodate about 200,000 BD 
on this longer route. Sohio would be left to dispose of an additional 140,000 -
145,000 barrels a day. 

(2) West Coast · Midcontinent Pipeline System. Sohio has been working since May 
1975 on a proposal to transport North Slope oi l from Long Beach, California to 
Midland, Texas. Under this plan an El Paso Company natural gas line from Jal, 
New Mexico to the California border and a Pacific Lighting gas line from the Cali ­
fornia border to a point 80 miles east of Long ~each would both be reversed and 
converted to oil. "Abandonment" of the El Paso portion has not yet been approved 
by the Federa l Power Commission. However, the principal obstacle is opposition by 
the California Air Re~ources Board on the basis of impact on air quality. This mat­
tP.r is complex and may take some time to resolve. In addition, environmental im· 
pact statements are bei11;J completed by the U.S. Department of Interior and the 
state of California, and these must withstand possible court challenges. The Long 
Beach · Midland line could commence opera tions at 350,000 barrels a day 12 - 14 
months after approval and could be expanded to 500,000 barrels a day 5 months 
later. 1 t the ref ore seems unlikely that this system will be avni !able in 1978 or that 
it can be counted on at all to move North Slope oi l du ~ing early years of product ion. 

(3) Exchange Alaskan Oil with Japan. This al ternative is presently precluded by the 
Trans Alaska Pipeline Authorization Act. However, Presidential recommendation 
and Congressional approval could change this situation. Such oction may be po· 
litically preferable to surplus Alaskan producing c.apacity. 

PROFITABILITY OF ALASKAN OPERATIONS 

Sohio's Alaskan production should average about 320,000 barrels a day during the final 
S.6 months of 1977, total ing about 55 million barrels. Because of volumo required to fill the 
pipeline, however, actual sales Me li kely to be a lesser 35 million barrels. Sales will he recorded 
when tho oil is loaded on t(Jnkl.!rs at Vald1n. In 1978, we expect Sohio to produce ond sell 
approximate ly 640,000 barrels a day, or 235 million barrels. liming o f pipeline expansion to 
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some higher level is conjectural at this stage, but we will assume that volume reaches 1,ED0,000 
barrels a day in 1980 or 1981, with Sohio's share 715,000 barrels a day or 260 million barrels. 

Landed Price 

The Energy Policy and Conservation Act of December 1975 provides that the President 
will set the price of North Slope oil by April 15, 1977 subject to Congressional review, the 
only proviso being that it not exceed the price of any other significant classification of U.S. 
crude. With stripper crude currently selling at about $14.00 a barrel, the EPCA requirement 
will not be a constraining factor. Rather, Prudhoe Bay crude will probably be sold on the 
West Coast at parity with imported oil of similar quality, if it is treated similarly for entitle· 
ment purposes. We believe this figure will be about $12. 75 a barrel. In view of Saudi Arabian 
influence over the world price structure, we expect the North Slope landed price to rise in the 
future at a rate which would at least offset cost inflation. This conjecture could of course be 
altered by Federally administered pricing. 

Ocean Freight 

rransportation of North Slope oi l from Valdez in southern Alaska t > the West Coast will 
cost $0.65·0.85 a barre l, depending on tanker size and precise destinati0.1. For oi l that moves 
through the Panama Canal to the Gulf Coast, ocean freight will be ? ' 1 estimated $2.50 a bMrel. 

TAPS Tariff 

Sohio's 33.34% share of the cost of the Trans Al;,_ ,,ka Pipeline is about $3, 100 million 
including $500 million of capitalized interest. The tariff will be based on net income at rough· 
ly 6· 7% of investment plus actual costs. We have assumed 6% in 1978· 1979 and 7% in 1980· 
1981 . The Interstate Commercf' Commission, which will have jurisdiction over the tariff, re· 
quires that tax benefits from accelerated depreciation and investment tax credits be flowed 
through. TAPS will generate an investment tax credit of approximately $260 million for 
Sohlo ( 10% of $2,600 million). For tariff purposes, Sohio will be allowed to spread this bene­
fit over five years. We assume that TAPS will be expanded to 1,500,000-1 ,600,000 BO by 
1981 at an additional cost to Sohio of about $270 million assuming that it maintains a 33.34% 
interest. lntere:>t costs arc estimated at 10% of debt, and depreci?tion is over 30 years. For 
tax purposes, however, (.lccelerated depreciation under sum of digits retires 6Yi% in the first 
year and 5::Y.% in the third. Ad va."rem taxt:s arc 2% of pipeline value. Sohio's share of the 
throughput for rnriff purposes is 67.8% (32.2% accountab le to British Petroleum) of the 53· 
54% Sohio·BP portion of total. 



CALCULATION OF SOHIO'S TAPS TARIFF 
($ Millions) 

Net Income at 5·6% 
Federal Taxes 
State Taxes 
Interest 
Depreciation 
Amortization of Capitalized Interest 
Ad Valorem Taxes 
Operating Costs 
Unadjusted Revenues 

Less 
Tax Benefit of Accelerated 
Depreciation 
l.T.C. 

Revenue for Tariff Purposes 

Gross Throughput 
Sohio'~ Share for Tariff Purposes 
Annual 
Tariff Per Barral 

Trans Alaska Pipeline Liability Fund 

A . •e of 5c a barrel is collected at Valdez. 

Depreciation of Production Investment 

1978-1979 1980-1981 
180 210 
l 6ti 194 
36 42 

260 285 
75 83 
25 2·1 

52 57 
25 30 

819 928 

(49) (471 
(52) (521 
718 829 

1,200,000 BO 1,500,000 BO 
435,000 BO 545,000 BD 

169 million 199 million 
$4.62 S4.17 

Investment in production facilities is estimated at $1,780 million. Sohio·BP crude 
reserves &rn approximately 4,925 mi ll ion barrels. On a unit of production basis, depreciation 
would be $0.36 a barrel. Amortization of capitalized interest should be about $0.10 a 
barrel. 

Lifting Costs 

Present es timates Hre that lifting costs will be $0.30 a barrel. 

Interest Expense 

Borrowinqs related to production facilities entail annual Interest expense of about $75 
mi llion. Unit cost would be S0.30·0.35 in 1978. We assume that much of this debt wi ll be 
retired by 1981 , and interest expense will drop then to abou $0.10 a barrel. 

Alaskun Levies 

The state of Alaska collects a 12v,;{ royalt 1 on tho wellhead, a severance tax after royal· 
ty that Is curren tly proposed to rise to 12.25% frc.i n / .77% on per well output of 10,000 BO 
typical of Prudhoe crude, and a proposed 9.36% v&lue tax. The Alaskan legislature is cu .. rent· 
ly considering a severance tax increose as fol lows. 
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Per Well Outeut (BO) Present Tax Proposed Tax 
O· 100 5% 0% 

101 · 300 5 4 
301-1,000 6 6 

1,001-1,600 8 9 
1,501 ·3,600 8 11 
3,501 and above 8 14 

Weight average on 
10,000 BO Well 7.77% 12.25% 

The proposed value (franchise) tax would replace a state income tax nominally for the 
same amount but subject to reduction for out of state expenses. We assume that both mea· 
su res will nass. The controversial "excess value" tax, tablad last year, is not before the cur­
rent session. 

Estimated Alaskan Unit Production Profits 

The profit forecasts are derived from majc•r assumptions discussed above. Estimates are 
in two categories, one for oi l sold on the West Coast and the other for oil mc1ved through the 
Panama Canal. Unless exchanges with Japan are allowed, we expect that l)bo11t one-third of 
the oil will move to the West Coast, and the balance through the Panama Canal. We have as­
sumed lnnclcd prices of $12.75 a barrel in 1978 and 1979, and $14.50 in 198(J and 1981 , both 
figu res pos5ibly conserva tive. 

Gulf Coast via 
Wost Coast Pnnama C11•1al 

- ---------- - Per Barrel -------------

197M·79 19BO·B1 1078·79 1980·81 

Lilndecl Price 12.75 14.50 12.75 14.50 
Ocoan F1cioh1 0.75 0.90 2.50 3.00 
Pipeline TJrilf 4.52 4. 17 4.52 4. 17 
Valdol Fee 0.05 0.05 0.05 0.05 
Wollhoacl Pricu 7.43 0.38 5.60 7.28 
Royally 0.93 1. 17 0 .71 0.9 1 
Suvorancu Tax 0.80 1.01 0 .61 0.78 
Li h i110 CO)IS 0.30 0.40 0.30 0.40 
Duproc:•ol ion 0.36 0 .3(i 0.30 0.36 
Amortization of Cap1tali1ocJ lntorost 0 . 10 0 .10 0 .10 0. 10 
Pro·lntcros t and Tux 4.94 6 .34 3 .60 4.73 
lntorost 0.32 0. 10 0.32 0. 10 
Pro I.i x 4 .62 G.24 3.28 4.63 
Sw1 0 lnromo T<ix 0 .43 0 .58 0 .31 0 43 
Fu te1,1l l 11comu Tux 2.01 2.72 1.113 .02 
NM I 11comu 2. 18 2.0'1 1.54 2.18 



PROSPECTS FOR NON-ALASKAN OPERATIONS 

A profile of Sohio's present peitroleum, chemical, and coal operations is shown below. 

DIVISIONAL EARNINGS 
($ in Thousands) 

1975 

Petroleum 84.2 
U.S. 62.1 
Foreign 22.1 

Chemicals & Plastics 54.2 
Coal 52.1 
Royalties 21.0 
Other (2.7) 
Unallocated Corporate (2.0) 

Total Operating Profit 206.8 
Net Interest Expense 19.8 
Income Tax 60.4 
Net lnr.cme 126.6 

U.S. Petroleum (60% of 1976 Total!-

1976 

155.6 
142.3 

13.3 
46.9 
32.4 

1.9 
(1.0) 

0.2 
235.4 
42.5 
56.0 

136.9 

1977E 

175.0 
160.3 
15.0 
50.0 
35.0 
20.0 

5.0 

285.0 

Petroleum profits recovered sharply in 1976 and should rise moderately further this year. 
In 1975, domestic refining and mark•e ting was essentially on a break-even La~;is, with produc· 
tion providing virtually all of the $6:~ million in operating profits (including a $6 million cap­
ital gain). Although production profits were up slightly last year as a result of higher crude 
oil and natural gas prices, refining-marketing accounted for virtually all of the $80 million in· 
crease in U.S. petroleum operating profits. Product sales rose to 404,000 barrels a day from 
351,000 barrels a day, and crude runs to refineries t o 405,000 BO from 364,000 BO. Refinery 
utilization was 94% versus 84%. Opuating incom~ also benefited last year by $6 million from 
lower inventories on a LIFO accounting basis. 

We anticipate that <';Jerating profits in this segment will improve $15-20 million in 1977 
despite the absence of the $6 million inventory gain. Although relatively small in aggregate, 11atural 
gas operating results should rise by$5-·10 million this year as a result of 5-6 million CFO new pro­
duction from the Madden field in Wyoming and higher average prices. Increasing prices could 
also contribute about $5 million from modest company crude oil output. Refining-marketing 
profitability could, as always, swing eiver a wide possible range. H11wever, currnnt conditions 
are unusually stable, reflecting above average refinery utilization East of the Rockies. We con· 
sequently look for moderate downstrnam improvement this year. Volume should be up about 
5% cind margins at least as good as 1976. 

Foreign Petroleum (5%) 

The oncrating profit o f $13.3 million 111 1976 consists ulmost entirely of taxes paid to 
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the Iranian government. Contribution of Iranian oil to net income was less than $1 million. 
We expect no particular change. 

Chemicals and Plastics (20%) 

This segment is a composite of anhydrous ammonia and mixed fertilizer, acrylonltrile 
and related catalysts, and fabricated plastics. Fertilizer contri buted operating profits of rough­
ly $35 million in 1975 and $20 million in 1976; chemicals, $17 million in 1975 and $27 mil­
lion in 1976. Fertilizer was hurt last year by lower ammonia pric~s. Acrylo operations bene­
fitted in 1976 from plant utilization of 90% compared with 7'Z% in the previous yea r. Al­
though prices have recovered recently, ferti lizer cperations arr. hampered by inabi lity to get 
adequate natural gas as raw material for ammonia, and we look fo1 1977 profits to be about 
the same as last year. Chemical volumes should continue to improve, and earnings are likely 
to be up 10-15%. 

Coal ('14%) 

Sohio's coal operations suffered in 1976 from lower prices. Operating profits and margins 
over the past several years are shown below (figures in thousands). 

1971 1972 1973 1974 1975 1976 

Operating Income $12,722 $11 ,577 $12,373 $31,546 $52.083 $32,363 
Tanna!)(? 10.483 11 ,236 11,461 9,450 9,200 9,100 
Operating Income Par Ton $1.21 $1.03 $1 .08 $3.33 $5.66 $3.56 

Coal margins have been hurt partly by sales since late 1975 from a new :,urface mine in 
Indiana. Long·term contractual terms for this output had been arranged before the post-1973 
surge in coal prices, and unit profitability, while not disclosed, is understood to be lower than 
present norms. Moreover, the 1975· I 976 comparison was adversely affected by a sharp de­
cline in the pricl! of high volatile metallurgical coal which is expo11ed to Japan from a mine 
in Virginia. The company's total coal production could rise to 12 million tons this year, in· 
eluding 3 million tons from the Indiana mine t>nd initial shipments from a new underground 
facility in ll linoin which is scheduled to reach capacity of 4.5 million tons in 1981 . However, 
we believe that actual 1977 producti\m will be a lesser 10.5 million tons due to probabi lities 
of labor disruptions during the United Mine Workers election in June and a strike following termi· 
nation of the present three year UMW r.ontract in December. Considering these particularly 
unsettled labor conditions, we expect that 1977 coal operating profits will come out at the 
lower end of a possible $35·45 million range. Results in 1978 should improve significantly. 

Royalties (1%) 

Roya lty income is primarily on a paid up basis for licensing of the company's patented 
acryloni trlle process. In recent years, licensing fees have swung sharply from a high of $41 
million in 1974 to a low c1f $2 million last ye11r. First quarter 1977 results have already bene· 
fitted from a single payment license of $7 million, and full year income could be in a wide 
spread of $15-30 million. We are assuming $20 million in 1977. Earlier hopes for large scole 
usage of acrylonitrile based resins in the plastic soft drink container market have not materialized. 
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Other 

This category was helped last year by improvement in 49%-owned affiliate Hospitality 
Motor Inns. A more meaningful gain in the ''Other" segment should occur this year from 
sales of uranium concentrate out of a 50% interest mill near Albuquerque, New Mexico. 
Sohio's share of concentrate output should be 500,000-700,000 pounds in 1977. 

FIVE YEAR EARNINGS OUTLOOK 

The following projections summarize profit prospects by major areas of activity, as each 
was discussed earlier. As indicated, earnings per share should jump to a $13.00- ' 7.00 a share 
range during 1978-1981, compared with the recent $3.50 a share general level. During 1977 
we assume that Sohio will sell 35 million barrels of Alaskan crude. However, the pipeline will 
make a very modest contribution until throughput reaches 1,200,000 barrels a day towards 
year end. Early in Alaskan production, net profits will benefit from substantial investment 
tax credits which could not be used previously due to the 500/o of tax liability limitation. For 
this reason, actual i.t.~.s could vary from estimates. However, crude oil transportation costs 
are also likely to be the highest during this initial phase, as an offsetting factor. The myriad 
marketing possibilities for North Slope crude complicate the task of profit forecasting. For 
working purposes, we have assumed that one-third of Sohio's crude will find a home on the 
West Coast and the balance will move through the Panama Canal, clearly somewhat arbitrary. 
If exchanges with Japan are permitted and/or the West Coast/Midcontinent pipeline material­
izes, unit profitability would improve. In this respect, our estimates are probably con::arvative. 
On the other hand, we have not allowed for harsh1:, Alaskan tax legislation beyond what is 
already being considered by the state legislature. And, our price assumptions will need periodic 
review. Thus, present estimates may require changes in either direction as time goes on. Com­
mon shares increase because of British Petroleum's growing interest in Sohio as Prudhoe Bay 
production rises. 

Actual 
1976 1977 1978 1970 1980 1981 

- - - - - - - - - - - - S Millions - - - - - - - - - - - -

Operating Profit 

Alaskan Oil 1r5 950 950 1,370 1,370 
TAPS ~c 640 640 730 730 
Other Petroleum 156 l fO 175 190 175 180 
Chomica ls & Plastics 47 EO 55 55 60 65 
C jlJI 32 35 45 50 55 60 
Royalties 2 20 15 15 15 15 
Miscellaneous (2) 5 5 5 5 5 

Total 235 485 1,885 1,905 2,410 2,425 
Interest 42 150 415 400 385 370 
Prctnx 193 33!i 1,470 1,505 2,025 2,055 
Alnskan Tax 1l1 140 145 190 195 
Federal Tax 92 150 640 650 880 890 
Investment Ti!X Credit ~) _!!?) (200) _( 751 (2f:i) ~ 
Net lnc:ornc 137 211!; 890 785 98(J 1,020 

Average Shares 38.5 43.C oO.O 60.0 61.0 61.0 
Earnings Per Share $3.55 $5.70 $14.BO $ 13.05 S!§:Q.~ $16.75 
Aln~kan Oil 1.35 6.80 6.80 10.30 10.30 
TAPS 0.10 3.00 3.00 3.45 3.45 
Other Operations 2.60 2.50 1.65 2.00 1.90 2.20 
l.T.C. 0.95 1.75 3.35 1.25 0.40 0.80 

er 
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ThP. table on this page of the March 4 Standard Oil of Ohio report 

contained an inadvertent over-estimate of Trans Alaska Pipeline profits. 

Please substitute this corrected version. 

Philip L. Dodge 
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Other 

This category was helped last year by improvement in 49%-owned affiliate Hospitality 
Motor Inns. A more meaningful gain in the "Other" segment should occur this year from 
sales of uranium concentrate out of a 50% interest mill near Albuquerque, New Mexico. 
Sohio's share of concentrate output should be 500,000-700,000 pounds in 1977. 

FIVE YEAR EARNINClS OUTLOOK 

The following projections summarize profit prospects by major areas of activity, as each 
was discussed earlier. As indicated, earnings per share should jump to a $13.00-17.00 a share 
range during 1978-1981, compared with the recent $3.50 a share gene ral level. During 1977 
we assume that Sohio will sell 35 million barrels of Alaskan crude. However, the pipeline will 
make a very modest contribution until throughput reaches 1,200,000 barrels a day towards 
year end. Early in Alaskan production, net profits will benefit from substantial investment 
tax credits which could not be used previously due to the 500,{, of tax liability limitation. For 
this reason, actua l i. t.c.s could vary from estimates. However, crude oil transportation costs 
are also likely to be the highest during this initial phase, as an offsetting factor. The myriad 
marketing possibilities for North Slope crude complicate the task of profit forecas ting. For 
working purposes, we have assumed that one-third of Sohio's crude will fin d a home on the 
West Coast and the balance will move through the Panama Caral, clearly somewhat arbitrary. 
If exchanges with Japan are permitted and/or the West Coast/Midcontinent pipeline material­
izes, unit profi tabi lity would improve. In this respect, our estimates are probably conservative. 
On the other hand, we have not allowed for harsher Alaskan tax legislation beyond what is 
already being considered by the state legislature. And, our price assumptions will need perioaic 
review. Thus, present estimates may require changes in either direction as time goes on. Com· 
man shares increase because of Bri tish Petroleum's growing interest in Sohio as Prudhoe Bay 
production rises. 

Actual 
1976 1977 1978 1979 1980 1981 

- - - - - - - - - - - - $Millions - - - - - - - - - - - --

Oporatlng Profit 

Alaskt111 Oil 165 050 950 1.370 1,370 
TAPS 50 540 540 G30 630 
Otliur Putrolcurn 156 160 175 100 175 180 
C emica ls & Plastics 47 GO 55 55 60 65 
Coal 32 35 45 50 55 GO 
noyaltios 2 20 15 15 15 15 
M sccllonoous (2) 5 5 5 6 5 

Tolill 235 485 1.705 1,805 2,310 2,325 
111 crest 42 160 4 16 400 385 370 
Prr tax 193 3~5 1,370 1,405 1,92'l 1,955 
AIJskan T:ix 15 130 130 180 185 
Fodcrnl Tox gi 150 GOS 610 840 850 
Investment Tax Credit ~) (75) (200) __Q§.1 ~ (50) 
Not lncomo 137 245 B45 740 930 970 

Av iruon Sharos 38.5 43.0 GO.O 60.0 61.0 6 1.0 
Eo1nlnos Per Shure $3.55 $.J.7 0 $14 . 10 $ 12.35 $ 16.25 $ 15.05 
/\lt skon Ol l 1.36 0.80 G.80 10.30 10.:io 
TA"S 0. 10 2.30 2.30 2.G5 2.(i5 
Othor Oporntions 2.GO 2.50 1.65 2.00 1.90 2.20 
1.T C. 0.95 1.75 3.35 1.25 0.40 0.80 
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Sohio's Alaskan oil profits will be extremely sensitive to the Prudhoe Bay vvellhead price. 
Every $1.00 a barrel change is equivalent to earnings per share of $1.35 when gross production 
from Prudhoe Bay is 1,200,000 barrels a day and $1.55 at 1,500,000 barrels a day. In our 
estimates, we have assumed that two-thirds of Sohio''i Alaskan oil would move through the 
Panama Canal at <'1 additional cost of $1. 75 a barrel. Placing this crude on the West ;oast 
or completing the Long Beach-Midland pipeline would alone add about $1 .15 a barrel to the 
average wellhead price. Moreover, the West Coast landed price may rise more rapidly than vve 
have anticipated. Saudi Ambia is currently taking a moderate approach on crude oil prices in 
expectation of a quid pro quo from the United States regarding Middle East policy. If the U.S. 
does not respond, the Saudis are likely to raise prices at a more rapid rate. 

FUTURE A' .AS:.::AN TAX POL1CY 

State taxation of Prudhoe Bay oil is a major political issue in Alaska and will probably 
rem"in so. Alaskan officials are concerned with both financing higher levels of public: spending, 
and, perhaps more important, establishng a fund with proceeds of North Slope oil to be avaii­
able after the oil is depleted. Tax proposals submitted to the 1976 session of the Alaskan Legis­
lature would have reduced unit profitability by about 35%. With the intervention of Governor 
Hammond, t. .ese measures were tabled and a committee was appointed to considP.r the tax situa­
tion greater length. As Chairman of the committee, Senator Croft has introduced proposals in 
the 1977 session of the legislature to raise the seve· dnce tax effective July 1, 1977 ~ind modify 
the state income tax to elimirrnte out of state deductions effective January 1, 1978. The state 
Internal Revenue Commissioner Sterling Gallagher has also recently completed a major rnx 
study. His recommendations are similar. The state would assess a higher severance tax with safe· 
guards as to minimum levels. And, 1he 9.36% state levy on taxable income would be madP. inviolate. 

More difficul t to ussess is the pcrsistency of pressure for higher state taxes in the future. 
Past relationship between governmental jurisdictions and oil operations ar~ replete with in­
stances of govQrnmcnts taking higher profit shares, particularly the case since oil prices have 
risen so sharply in recent years. As presently constituted, th'. Alaskan legislature is controlled 
by Democrats. but power in the Sena te is held by a coalitiun of Republicans and conservative 
Democrats. As lonn as this alignment prevails, unduly harsh tax measures seem unlikely. If 
oil prices continue to rise, higher taxable income from Prudlloc Buy will present nn appea ling 
target from which to extract greater state revenues. This risk should be recognized but is per· 
haps not intolerable. The si tuation may bo similar to the North Sea, where governments havu 
taken incronslng percentages, but unit profits on oil have novertheloss risen. In the unlikely 
ovent that oil prkvs wore to fall, Alas ka would almost surely act to stabilize per barrel income. 

ALASKAN NATURAL GAS 

Prudhoc Bay natural gas reserves include an estimatod 16.9 tri llion cubic feet in the gas 
cap and 8.5 trillion cubic feet in so lution with crude oil. Sohio's slwrc is estinuHcd to be ir lo 
from the gos cap or 2.6 trillion cubic lcet and roughly 53% rrorn 1he oil rim or 4.5 tri llion 
cubic feet for o tornl or 7.0 trillion cubic fee t, less abou t 0.4 tri ll ion cubic feet to the interest 
of British Potrolourn. On this basis, Sohio's intorest would b 1) 6.6 trilllo11 cubic feet, or 26% 
or the total. Production will be subject to ;i 12WXi royalty ancl n 4% sevornnc<! tux for the state. 
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Plans to produce Prudhoe Bay gas have encountered monumental regulatory delays. Under 
the Alaska Gas Transportation Act of 1976, the Federal Power Commission must recommend a 
route for Alaskan gas transportation by May 1, 1977. President Carter will have until September 
1, 1977 to make a decision, theo subject to Congressional review. On February 1, Administrative 
Law Judge Litt of the Federal Power Commission recommended selection of the Arctic Gas Proj­
ect ove- El Paso Alaska and Alcan Pipel ine-Northwest Pipeline. Under this alternative, Arctic gas 
would ! o vie the Mackenzie Delta to both the Great Lakes area (70% of volume) and the West 
Coast (. ~mb). Deliveries are projected at 2% billion cubic feet a day in the fifth year. Construc­
tion tirr e would be three years following approval. 

Even with the Litt recommendation, the issue is far from resolved. Both El Paso and Alcan 
will receive further consideration. If a Canadian route is opted by U.S. officials, extensive Cana· 
dian legal and regulatory proceedings will follow. In addition, the state of Alaska strongly favors 
the El Paso proposal which would carry gas through Alaska for liquefication at Gravina Point on 
the southern coast, and it may exert considerable :nfluence over the ultimate decision. The state 
is currently raising the possibility t hat oil recovery will be diminished unless substantial quantities 
of natural gas are reinjected over a long period of time. 

Considering this complex setting, it is impossible to predict when Prudhoe Bay natural gas 
production wi ll begin. For purposes of general assessment, however, Sohio would itself produce 
about 575 mi llion cubic feet a day if gross output react.es 2% billion feet daily. Assuming a 
we llhead price of $1.00 per thousand cubic feet and a unit profit of $0.35, annual earnings per A 
shcJre would be $1.20. WJ 

FINANCES 

Sohio's capital out lays have risen substantially in the past several years in conjunction with 
Alaskan oi l development. 

1973 1974 1975 1976 1977E 

- - - - ·- - - - - - - $Millions - - - - - - - - - - -

Aloska 
Production 61 134 411 1\31 430 
Pipeline 22 367 1,067 1,052 440 

Totol Aloska 83 501 1,478 1,583 870 
Other 110 Hl9 163 115 95 

Total 193 700 1,641 1,698 965 
Internally Gcncrntccl Funds 119 172 193 200 450 
Lono-Tcrrn Dobt 9 391 l, 144 1,631 600 
Common Stock 5 2 141 2 2 
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About $430 million remains to be spent . r :udhoe Bay development and $440 million 
on TAPS. The company has recently announced a $250 million debenture offering which will 
cover about half of the remaining Prudhoe Bay requirem~nt, and drawdowns under exi~ •. ng ar­
rangements should cover the balance of TAPS financing. The company will spend about $265 
million on U.S. flag tankers in 1977. This outlay is reimbursable once charter and lease arrange· 
ments are made and is therefore excluded from capital expe11ditures in the table on the preceding 
page. 

Sohio is constrained by covenants of existing agreements to a debt limit of $5 billion in 
connection with Alaskan oil development About $3,241 million of this authorized indebted· 
ness had been incurred through December 31, 1976. Actual borrowings should apnroach ~4.5 
billion other than construction of the Long Beach-Midland pipeline system which is in ques­
tion, and in any event would not begin until cash flow is available from Prudhoe Bay oil. 

Sohio's capital structure has been transformed over the past several years to a debt ratio 
that currently approaches 75%. By 1978, when Alaskan oil begins to flow in significant quan· 
tities, cash flow will be available to both reduce debt, support sizable new investments, and 
raise dividends. Our 1977-1981 cash flow projections are as follows. 

Estimated 
1977 1978 1979 1980 1981 
- - - - - - - - - - - - $Millions- - - - - - - - - - - - -

Net Income 245 895 790 985 1,035 
Depreciation 225 300 325 360 400 
Deferred Taxes 55 60 65 70 75 

Total 525 1,255 1, 190 1,415 1,510 
Uebt Moturi ties 18 33 188 120 319 
Dividend> at Curront Rate 55 85 fl5 85 85 

Totol 73 118 273 205 404 
Avoilablc for Investment 

and Dividend Increases 452 1, 137 017 1,295 1, 106 

Our rorecast of r'ebt ratios is presented in the rollowing table. For working purposes, we 
have assumed that ti'>~ con man dividend will be increa~ed about $0.75 a share annually to ap· 
proximately $5.00 a share in 1980 or a 30% payout at that time. We have not allowed for 
possible borrowings in connection with the proposed Long Be:ich·Midland pipeline. 



Yea rend 
Estimated 

1976 1977 1978 1979 1980 1981 
- - - - - - - - - - - - $ Millions - - - - - - - - - - - -

Amounts 

Long-Term Debt 3,627 4,210 4,250 4,050 3,930 3,630 
Shareholder Equity 1,549 1,705 2,425 2,995 3,715 4,440 

Total 5,176 5,915 6,675 7,045 7,645 8,070 

Percents 

Long-Term Debt 10% 71% 64% 57% 51% 45% 
Shareholder Equity 30 29 36 43 49 55 

Total 100% 100% 100% 100% 100% 100% 

Return on Average Equity 9% 15% 43% 29% 29% 25% 

BRITISH PETROLEUM OWNERSHIP AND LONGER TERM CONSIDERATIONS 

Br itish Petroleum presently owns 10 million of Sohio's 39 million shares. When Prudhoe 
Bay is producing 1,282,000 barrels a day or more, BP's interest will increase to about 33 mil­
liol" of 61 million shares, or 54% of total. Majority owner:--hip will be held by BP as early as 
1978. 

In our opinion, BP control of Sohio will be analogous to Royal 11utch/Shell group major­
ity ownership of Shell Oil. As in the case of Shell, Sohio will probably be run as an auto­
nomous U.S. member of a larger international group. Rising cash flow from Alaskan oil will 
most likely be redeployed into development of other domestic energy resources. Sohio will 
probably become active in future U.S. offshore lease sa les. In addition, coal expansion could 
be accelerated, compared to recent years whe11 capital constraints have limited spending to 
$20-40 million annually. Sohio has also been act ive in shale oi l over the years, and this long 
term energy source cou ld receive a further influx of funds. 

Eight years ago, BP mPrged its U.S. properties with Sohio to facilitate financing of 
North Slope development, perhaps little realizing at the time what a formidable task this 
would be. Basically the same strategy should apply in the future. BP will want to continue 
expanding in the United States, and Sohio should benefit commensurately as this objective 
is pursued. 

RR- 77- 42 - Research Department-
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FINANCIAL SUMMARY 

1971 1972 1973 1974 1975 1976 
Operatin11 Data (Mil.) 

Revenues $1,338 $1,395 $1,5'16 $2,220 $2,621 $2,927 
Depreciation 73 71 67 68 82 82 
Pre·Tax Income 65 82 108 186 187 193 
Taxes 6 222 34 60 60 66 
Net Income 59 60 74 126 127 137 

O~rati n11 Ratio (%) 

Pre-tax Margin 4.9% 5.93<. 7.1% 8.4% 7.4% 6.6% 
Tax Rate 9.2 26.8 31.5 32.3 32.1 29.0 
Net Margin 4.4 4.3 4.9 5.7 5.0 4.7 
Equity Turnover 1.3X 1.3X 1.4X l.9X 2.0X 2.0X 
Return on Avg. Equity 5.7% 5.7% 6.7% 10.6% 10.1% 9.1% 

Pet Share Data 

Earnings Per Share $1.61 $1.63 $2.20 $3.44 $3.42 $ 3.56 
Dividends 1.36 1.36 1.36 1.36 1.36 1.36 
Price Range 46·35 49.30 86-42 86-38 85·45 81-61 
Book Value $28.63 $29.37 $30.84 $33.99 $35.55 $37.76 
P/E Range 29-22 30-18 43·21 26·1' 25·13 23·17 
Average P/E 25 24 32 18 19 20 
P/ E Relative to S&P 500 146% 140% 246% 202% 181% 200% 
Avg. Shares Outstanding 36.5 36.6 36.7 36.6 37.1 38.5 

BALANCE SHEET SUMMARY 

December 31 - ($ Millions) 
1970 1974 1976 1976 

Current I toms 

Assets 
Cash & Equlval.•nts $ 60 $ 118 $ 84 $ 165 
Receivables 246 327 338 437 
Inventories 100 197 234 239 

Total Curnmt ~sseu s 506 s 642 s 656 s 841 
Liabilities 

Short·Torrn Debt $ 8 $ 15 s 84 s 21 
Other Current Llabi litlos _.!Q! ~ 366 ~ 

Total Curre11t Llabllltles $ 2 16 $ 341 $ 450 s 540 
Current Ratio 2.3X 1.0X 1.6X 1.6X 

Net AsMu 

Not Working Capital s 290 $ 301 $ 206 $ 401 
Net Plant 1,093 1,747 3,281 4,869 
lnvcstmonu 84 53 53 62 
Othur Assets- Not _M_ _ll!Q_ _fil ___ill_ 

Total Net Assou. $1,531 $2,281 $3,737 $5,695 

C1plt11i11tlon 

Lono·Term Debt $ 600 $ 805 $1,949 $3,627 
Deferred Items, etc. 13 232 327 508 
Proforred Stock 16 12 12 11 
Common Equity 1,002 ..!.illi. 1.440 1,640 

Total Copl ta ll11tlon $1,531 $2,281 $3,737 $5,696 
LT Debt ;u % of Capltalizatlon 33% 36% 52% 64% 



Chart courtesy o f Securltlo1 Rosunrc h Company. 


