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BRITISH PETROLEUM (BP) 

Dividend EPS (Dec.) 

Rate: $0.34 1978E: $2.90 
Yield: 2.5% 1977E: $1.60 

1076: $0.79 

386 million Return on Average 1976 Equity: 
$5,400 million Book Value Per Share (12/31/76): 

P/E 

4.8X 
8.8X 

17.7X 

5.6% 
$14.45 

British Petroleum has entered a period of sharply r ising crude oil production in the 
North Sea and Alaska, a most successful tran:;ition from former dependence on the Middle 
East. As a result, earn ings per share should move up to $1.50-1.75 in 1977 and about 
$3.00 in 1978- 1979 from $0.79 last year. Dividends are presently regulated by the govern· 
ment, limiting increases to a maximum of 10% annually. These controls might be relaxed 
in the future, and U.S. shareholders of BP could also receive a refund for the 35% 
British advance corporation tax on dividends if a preliminary intergov11rnmental treaty is 
ratified. Thus, the effective dividend to U.S. owners may increase by about 50% although 
it is more difficult to say whether in 1977. 

The British Government owns 48% of BP directly and anolher 20% indirectly through 
the Bank of England. Dospih.' concentration of government ownership, BP has historlcally 
opera ted as an independent commercial enterprise. The government is currently consider· 
ing the sale of nbou t 66 million shares of BP to reduce ownership by 17 µerccntage points 
to a still controll ing 51 %. However, Burmah Oil, whic.h was forced to sell BP shares at a 
much lower price to the Bank of Engli:lnd in 1975, has instituted legal proceedings which 
may delay the contemplated sale. In addition, tt~e government could be h:-1ving second 
thoughts because of its own clearly improving finances. With rising North f>ea production, 
impact of oi l on the U.K. trade account should be moderately favorable by 1979-1980 
compared with a deficit of $7 billion last year. 

On balilncc, BP common stock looks attractive. At tho curren t price, purchase of BP 
provides about 1 bnrrel of U.S. and North Sea crude oil per $1.00 of market value. 
The prospoctivo 1978 earninys level should support a higher price within the next twolve 
months. However, near- term perfo rmance could be less favorublc if the secondary offer· 
Ing mntcrializcs. 

Cotlv rloh t © Whitu, Wold & Co. lncorpor r.tod, 1977. 
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NORTH SEA 01 L DEVELOPMENT 

BP began to produce from the North Sea in late 1975, and it should rai!"':- output over a 
period extending at least into the early 1980s. During this intr;·" al, BP should consistently 
rank as the largest producer of North Sea oil. Several field~ ~w~ involved. 

Forties 

Among the major North Sea fields, Forties contains an estimated 1.8 billion barrels of 
recoverable oil, some 96% of which is under BP acreage. Grc.ss production is currently about 
375,000 barrels a day, and a rate of 500,000 barrels a day should be reached by the end of 
this year. Output should be sustainable at 500,000 barrels a day until about 1982, followed 
by a possible 10% annual decline. 

Quarterly production ar.d sales statistics for Forties crude are shown below, including 
estimates for 1977 and 1978. Sales generally lag production by 30 days. 

FORTIES FIELD STATISTICS 

(Thousand Barrels Daily) 

Estimated 
1976 1977 1978 

Production 
10 78 360 500 
20 132 410 500 
30 182 '160 500 
40 307 490 500 

Year l75 430 500 . .... , 
~ 

10 G5 356 500 
20 115 400 500 
30 165 '150 500 
40 255 490 500 

Ycnr 150 425 500 

Brouuht onshore, Forties oil currently has a value of $14.20 a barrel, up f rorn about 
$12.90 n barrel last year, this advance reflecting the higher end or the 5- 10% OPEC price in· 
crease on January I. The pipeline tariff is roughly S0.15, leaving $14.05 ot the wellhead. 
The government assesses a 12 Y1% royalty on the wellhead price, ilbout $1.75 a barrel at the 
moment but lower in 1976 due to temporary credits. Individual wells produce as much as 
20,000 bmrels a day, and we estimate that 1977 lif ting costs will be a relotively low $0.50 
a harrcl. Depreciation of the production investment at Forties is approximately $0.85 a barrel. 

Income is subject to a 45% Petroleum Revenue Tox IPRT) which in turn is deductible 
h,! forc the 52% Corporation Tax. For PAT purposes, a major portion of depreciation can be 
"uplifted" by 75% to a resultiny figure at Forties of approxinmtely $1.25 a barrel. The ef­
fcctiv1: row or PnT is also recl11ccct by exemption of about 75 mi llion barrels over a ten year 
period. Moreover, PRT cannot he appl ied to reduce pretnx rnturn on investment below 30%. 
This provision will tend to stabili ze profitability nfter production begins to decline. Interest 
cannot ho subtrocted before nsscsrnrnnt of PAT. 
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Unit earnings estimates for Forties in 1976 and 1977 are shown below. BP also makes a 
modest profit on the pipeline itself. Cash flow this year should be as high as $9.50 a barrel 
due to accelerated deductions for U.K. tax purposes. Forecasting future years is more com· 
plicated because world oil prices will probably continue to rise. For this reason, we believe 
that pretax profitability will tend to increase over time even if taxation becomes more onerous. 

1976 1977 
Fin•nci•I PRT Fin•nciel PRT 
Reporti!!SI Purposes Reporting Purposes 
____ - - - - - - - ($ par Barrel)- - - - - - - - - - - -

Per Barrel 
Landed Price $12.90 $12.90 $14.20 $14.20 

Pipeline TerHf 0.20 0.20 0.15 0.15 

Wellhead Prke $12.70 $12.70 $14.05 $14.05 

Royolty 1.15 1.15 1.74 1.74 

Lifting Costs 0.80 0.80 0.50 0.50 

Dcpreciotion 0 .85 1.25 0,85 1.25 

PAT Allowenco 0.60 0.25 

Income for PAT $ 8.90 $10.31 

PAT (45%) 4.00 4.00 4.64 

lnterost ___!.:§_Q __.Q2Q 

Pretax lncomf s 4.40 s 5.82 

Corporation Tox (52%) 2.29 ~ 
Net Income $ 2.11 $ 2.79 

Total 
Solos (mil. bhl.l 54 155 

BP's 96% Shato 51 149 

Net Income (mil.I $107 $416 

Eornlnys Pt<r Shnro $0.28 $1.08 

Other North Sea Properties 

British Petroleum holds interests in several other North Sea discoveries, as follows. 

United Kingdom 

Field Interest 

Nin ion 15% 

Magnus 100 

Andrew 45 

Norw•v 

Fit Id Interest 

7/12 5711>% 

Of these four finds, Ninian is the most extensively delineated, and production is scheduled 
to begin in 1978. Recoverable reserves are estimated at 1, 100 million barrels, and peak pro· 
duc:tion should reach 375,000-380,000 barrels a day by 1981 before commencing an approxi­
m:>te 15% ann11al decline. Budgeted Ninian developmen l costs are 1,425 million pounds sterling, 
or $2,450 mill on at the present exchange rate of $1. 72. On this basis, amortization of invest· 
ment will be about $1.75 a barrel, excluding the pipeline. Lifting costs are likely to be about 



$0. 75 a barrel once full potential is reached. Assuming the present North Sea oil landed price 
of $14.00-14.25 a barrel, unit profitability in early years should be in a $2.50-2.60 range, 
somewhat below Forties due to the more sizable investment. When full flow is reached in 
1981, Ninian should make an annual profit contribution to BP of about $0.10-0.15 a share 
at current prices. 

Magnus is the most northerly North Sea discovery. Although areal extent is large, develop­
ment plans are complicated by faulting and by water depth of over 600 feet. In addition, the 
north-south length of the produr.tive area itself poses logistical problems. DP is currently 
drilling the seventh well at Magnus, and a decision whether to proceed should be possible 
following completion of this test. If development is opted, BP will probably consider install-
ing production platforms despite the water depth. At one time, Magnus was felt to hold about 
800 million barrels, a figure which would justify a major outlay. The company has recently 
announced plans to spend $2.6 billion on U.K. exploration and development over the next five 
years. Although details have not been disclosed, we believe the major portion of this budget 
is for Magnus. 

The Norwegian discovery on Quadrant 7, Block 12 is on a farm in from Continental Oil 
under which BP ~arned a 70% interest subject to a 12Y2 percentage point government option. 
BP completed this find last September at a location which had been drilled unsuccessfully to 
a shallower depth in 1968. The September 1976 well tested 7, 100 barrels a day of crude oil 
and 4.2 million cubic feet a day of natural gas from a Jurassic sandstone below 10,900 feet. 
These flows suggest a sizable reservoir. A delineation well will be drilled shortly. 

BP's North Sea production and earnings prospects over several years are estimated below. 
We have separated individual properties into the two categories of probable and speculative. 
Present North Sea margins are assumed, almost certainly a conservative influence. On estimated 
1980 production, for example, a price of $1.00 per barrel higher would add $0.15 a share to 
earningc;, Participalion of 51% by the British government will not affect profitability, only 
flexibility in selling the crude. 

Annual Production 
Probablo 
Fort ies 
rllninn 

Subtotol 

! :peculatlvo 
l\ndrcw 
Maonus 
July 12 

Subtntnl 

Total 

Not Income 
Fort ies ($2.81 /bbl,) 
Nlnlun ($2,55/bbl,) 
Othors ($2,50 /bbl,) 

Total 

Por Cornmr,11 Sham 

1977 1978 1979 1980 1981 1982 
=::-_ - - - ::-:::= _ - - ·- - (Millions) _-:::-:::; - - - - =-=-- ---..:-=:: 

149 

149 

--
---
149 

$416 

--
$416 

$1.08 

175 
7 

182 

--
--

182 

$492 
18 
--

$510 

$1.32 

175 
13 

188 

----
188 

$492 
33 
--

$525 

$1.36 

175 175 160 
17 21 18 -

192 196 178 

3 5 7 
25 50 10 
- 16 ~ -

-2.1!.. 70 102 

220 266 280 

$492 $492 $450 
43 64 46 
70 175 265 

$605 $721 $751 

$1.57 $1.87 $1.95 
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Fifth Round Licenses 

British Petroleum was the largest participant in the fifth round of offshore licenses 
awarded by the U.K. government on February 9. Of 46 blocks licensed, BP received 49% 
interests in 11 and 25% in 2. The British National Oil Company (BNOC) holds a 5i% share 
of all the new licenses and will pay a commensurate portion of expenses. Five of the new 
BP tracts are in the vicinity of discoveries east of the Shetland Islands, and the others are in 
new prospective areas. Considerable difference of opinion exists on the potential of the fifth 
round. Clearly, the largest U.K. prospects have already been licensed and tested. In fact, 
much of the acreage in the recent awards includes earlier relinquishments. Even so, explora­
tion possibilities remain. 

BP is also seeking to acquire interests in the Bruce and Crawford fields from the Hamilton 
Ground and in the Buchan field from the Trcmsworld Group. These properties appear to be 
relatively small by North Sea standards and would have only modest potential for a company 
the size of British Petroleum. 

SOHIO AND OTHER U.S. INTERESTS 

In 1969, British Petroleum merged most of its U.S. interests into Standard Oil of Ohio 
in exchange for Sohio common stock, ultimately a contro ll ing interest. By caking this step, 
BP has been able to fac il itate financing of Alaskan North Slope oil development through access 
to U.S. capital markets. Total Sohio-BP outlays for North Slope development and transporta· 
tion are currently estimated at about $7.5 billion, of which BP's direct share is some $1.5 billion, 
mostly financed by pipeline debt which has already been arranged. 

Prospects for Standard Oil of Ohio were covered at length in a Basic Report which we 
issued on March 4, 1977. Our main assumptions involving Alaskan oil are as follows. 

1 Gtos~ production will begin at 600,000 barrels a day in July and reach 1,200,000 
barrels a day by December. 

2. Pruduction will increase to 1,500,000 barrels a day in 1980. 

3. Sohio-BP will have 53-54% of the oil. 

4. During early years, at./1ut or.e-third of the Sohio-BP oil wil l be sold on the West 
Coast and the balance aL k1nger haul destinations. 

5. The wellhead price of North Slope oil will in itially be $5.75-7.50, equivalent to im­
ported crude less transportc..tion and treated as imported crude for entitlements 
purposes. 

6. The Trans Alaska Pipeline wi ll be allowed a 6-7% return on Interstate Commerce Com­
mission valuation including capitalized interest in the rate base but flowi ng through tax 
benefits from accelerated depreciation and investment credit. 

7. The state of Alaska will raise the severance tax to about 12% from 8%, and the income 
tax to 9% from a presently effective 5% or less, but earlier "excess profit" tax proposals 
will be deferred indefinitely. 



8. Prudhoe Bay natural gas production will not begin until 1982. 

If these general expectations are borne out, Sohio net income should rise several fold 
over the ne'1't year and move moderately further upward between 1978 and 1981. In this 
assessment, we have allowed for world crude oil prices to rise 10-15% by 1980, probably a 
low assumption. Our present Sohio net income estimate along with BP's equity are shown 
below. 

Actual 
1976 1977 1978 1979 1980 1981 
---------- - - -- (Millions)---- - - -------

Alaskan Production 60 410 410 625 625 
Trans Alaska Pipeline 5 135 135 16!i 165 
Other Operations 101 105 100 120 120 135 
Investment Tax Credit 36 75 200 75 25 50 

Net Income 137 245 845 740 935 975 
BP's Sohio Stock Ownership 26% 34% 52% 52% 54% 54% 
BP's Equity in Sohio Net Income 36 83 439 385 505 527 
Per BP Share so.on $0.22 $1.14 $1.00 $1.31 $1.37 

In addition to its equity in 8ohio, BP will also obtain earnings from 15.8% ownership of 
the Trans Alaska Pipeline (TAF'S) and a 75% net profits interest in gross Sohio- BP Prudhoe Bay 
production above 686,000 barrel~ a day. BP's annual profits from TAPS should be $65-70 
million, or $0. 15-0.20 a share, asst.:ming a 6-7% return and flow throu~Jh of tax benefits from 
the investment credit and accelerated depreciation as currently prescrib1:?d by the Interstate 
Commerce Commission. In add ition, BP will book an investment tax credit of about $120 
million ($0.30 a share), probably spread over a period of two or three years due to the 50% 
of tax liability limitMion. 

British Petroleum also llas a royalty interest in Prudhoe Bay production. If total Prudhoe 
Bay production reaches 1,500,000 barrels a day in 1980, as appears likely, Sohio's share would 
be an estimated 1303,000 BO. The BP royalty interest is equal to 75% of net income from 
gross production between 686,000 BO and 1,200,000 BO. Such net income on production of 
117,000 BO (803,000 BO minus 686,000 BO) would be an estimated $90-125 million in 1980, 
the higher end of the range if all t he oil can be sold on the West Coast. BP's 75% share then 
is $70-90 million, or about $0.20 a share. 

INTEGRATED EASTERN HEMISPHERE OPERATIONS 

Historically a large merchant producer of crude oil in the Persian Gulf and Africa, British 
Petroleum has evolved like other international oil companies into primarily a marketer of 
OPEC oi l. This business has been, and may for some time be, one of chronically narrow 
margins. The following analysis estimates 1976 profitability by major sources. 

Upstream - Iran, Kuwait, Nigeria and Abu Dhabi 

Iran 

British Petroleum obtnins roughly half of its crude oil supply from Iran through a 40% 
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interest in the Consortium. Although the precise number has not been disclosed, w~ believe 
that BP purchased about 1, 700,000 barrels a day in I ran last year. Offtake by Consortium 
members is geared to provide a discount from world crude prices of about $0.22 a barrel. 
On this basis, BP would have received Iranian crude in 1976 for a profit of $135-140 million 
or $0.35 a shar'?. 

Kuwait 

Under the 1975 takeover agreement with the government, retroactive to March 5, BP is 
entitled to lift 450,000 barrels a day of Kuwait crude throunh March 31, 1980 and 400,000 
barrels a day for a five-year period thereafter. This crude is available at a discount of $0.15 
a barrel with 60 days of credit. The annual discount is equivalent to $25 million, or $0.06 
per BP share. 

Nigeria 

BP's equity interest in Nigerian production during 1976 was roughly 275,000 barrels a 
day. In addition, the government sells about 150,000 barrels a day to BP at t 11e buy-back 
price, i.c, usually on a nonprofit basis. Nigeria's buy-back price averaged abrJut $13.00 a 
barrel last year, or $1.49 a barrel above the Arabian Light marker crude. Tne tax-paid cost 
of equi ty crude in 1976 was an estimated $12.60 a barrr:, or $2.75 of ro' dlty, $0.75 of oper­
ating costs, and $9.10 of income taxes. On this basis, BP would have ne· ted about $40 
million, or $0.10 a share, in Nigeria last year. 

Abu Dhabi 

BP has equity interests of 15% in Abu Dhabi Marine Areas and 10% in Abu Dhabi Petro· 
leum, equivalent to production in 1976 of about 165,000 barrels a day. An additional 
120 000- 125,000 barrels a day is obtained on a buy-back basis. We estimated that an equity , 
profit of approximately $0.35 a barrel is still available in Abu Dhabi, indicating that BP made 
about $20 million, or $0.05 a share there last year. 

Derivation of Estimated 1976 Downstream Results 

The table 011 the following page summarize~ estimates of profitability from principal 
strnarns of crude oil as discussed earlier, assumed chemical earnings including dividends from 
Erdolchemie and other European affiliates which lag operating results by one year and were 
therefore modest in 1976, equity in Sohio and BP Canada, and financial income. It should 
br. no tP. cJ that 1976 profits also benefited from a U.K. tax credit of $ 121 million for 
advance corporat ion tax that had previously been written off. An undisclosed portion of 
the c.Jntribution f ram other financial income reflected favorable translations into sterling of 
net current assets in other countries. 



Estimated 1976 Net Income 
$Millions Per Share ---Production 

OPEC Area 
Iran $135 $0.30 
Kuwait 25 0.06 
Nigeria 40 0.10 
Abu Dhabi 20 0.05 

Subtotal $220 $0.57 

North See 
Crude Oil $105 $0.28 
:~dtural Gas 10 0.02 

Subtotal $115 $0.30 
Chemicals 65 $0.17 
Equity in Sohio 34 $0.09 
BP Canada 21 $0.05 
Interest Income 50 $0.13 
Othor Finar.cial Income 45 $0.12 

Non-Operating Expenses 
Interest Expense (ex Forties) $(110) $(0.28) 
Exploration Expenses (50) (0.13) 
Corporate Overhead (60) (0.16) 

ACT Previously Written Off 121 0.31 
Total $451 $1.17 

Leu Not Income 309 0.79 
Indicated Downstream Loss $(142) $(0.38) 

Despite efforts to reduce surplus capacity, BP's tanker operations apparently remain in 
the red, al though to a lesser ex tent than in 1975. Two years ago, the company accelerated 
the retirement of 20 older vessels havi ng a total capacity of one million tons, and last year, 
five tankers aggregati ng 700,000 tons were sold for $60 million to a joint venture with the 
Iranian government. These steps, along with gradually declining long· term charter commit· 
ments, should serve to eliminate the tanker deficit over the next several years, but a suddenly 
favorable comparison is unlikely. 

About 70% of BP's product sales are in Europe, and close to half in the U.K., West Germany, 
and France ak>ne. Marketing operations in the U.K. were moderately profitable during the first 
half of 1976, but after mid-year, pound sterling product price increases were not commensurate 
with rising doilar crude oil costs, due to both market factors and deteriorating exchange rates. 
Several govemmen t authorized price increases, most recently on December 20, 1976, have 
not stuck. In West Germany, pricing has been extremely competitive, and losses are believed 
to be the larg1?st of any single country. France was probably closer to break even, partly becouse 
price competition has been minimal below government imposed ceilings. Deutsche BP lost $106 mil· 
lion and 70% C1wned Societe Francaise des Petroles BP $24 million ($17 million after minority) In 
1975, and defidts of these subsidiaries were comparable in 1976. However, some further deterioration 
occurred in other continental European ma rkets. 
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Since January 1, British Petroleum has been at a c.ost disadvantage under the OPEC two­
tier crude oil price structure. A full 90% of BP's crude oil supply comes from Iran and others 
which have raised prices 10%, compared with about 65% for the industry as a whole. Product 
price flexibility is limited in Europe by surplus refining capacity approaching 30%. In addition, 
France has thus far imposed a 5% ceiling on product price increases. Although OPEC crude 
pricing may be rationalized by July 1, we expect BP's downstream margins to remain under 
pressure during 1977. On the other hand, North Sea oil profits are benefiting from a 10% 
price increase, as noted earlie1. 

EARNINGS AND DIV IDENDS 

Our five-year profit forecast in shown below. We have allowed for the OPEC price level 
to be 10-15% higher in 1980-1981 than now, probably a conservative assumption. 

Estimated Earni1!9s Per Share 
1976 1977 1978 1979 1980 1981 

OPEC Area $0.57 $0.55 $0.50 $0.50 $0.50 $0.50 
North Sea 0.30 1.10 1.35 1.40 1.60 1.90 
Unitod States 0,09 0.20 1.40 1.25 1.60 1.65 
Canada 0.06 0,06 0.05 0.10 0.10 0.10 
Eastern Hemisphere Downstream (0.38) (0.40) (0.40) (0.35) (0.25) (0.15) 
Other, Net 0.16 0.10 

TC>tal $0.79 $1.60 $2.90 $2.90 $3.55 $4.00 

The handling of Eastern Hemisphere downstream results is somewhat arbitrary. In the 
actual event, experience is likely to be more volatile. It is also possible that capacity surpluses 
can bu largely eliminated by 1981, allowing some profitability. Presently, however, the burden 
of proof is on "transferring profits downstream." 

Dividend payments by U.K. corporations are regulated by the government, recently Lo a 
maximum 10% annual increase. In addition, BP shareholders in the United States receive no 
tax c.redit for the 35% advance corporation tax (ACT) on dividends as do their r.ounterparts 
in Britain. U.S. stockholders of BP were paid $0.34 a share in 1976, equivalent to $0.52 
before noncreditable ACT. 

If dividend increases remain limited to 10% annually, we believe BP will pay the full 
amount allowed. Or, if controls are relaxed, BP could pay as much as $0. 75 a share by 1978 
(bHfore 35% ACT), or about 40% of oarnings excluding equity in Sohio. Under a December 31 , 
1fJ75 preliminary tax trea ty between Great Britain and the United States, U.S. shareholders 
of U.K. corporations would receive a ref'Ulld for ACT. This treaty requires ratification by 
legislative bodies in both countries. Such approval would raise the effective dividend received 
by U.S. taxpaying shareholders by 54%. 

FINANCES 

Capital expenditures were $1,660 million in 1976, and outlays this year could drop 
slightly to about $ 1,500 mil lion reflecting approaching completion of both Forties field develop· 



ment and the Trans Alaska Pipeline. BP plans to spend $4,600 million in the United Kingdom 
during 1977-1981, including $2,600 million for further North Sea development. Consequently, 
we believe that total spending will average $1,750 million annually for several years after 
1977. In addition, BP's share of Sohio's spending could be on the order of $400 million a year. 

With cash flow likely to rise sharply over the next several years, BP should be able to 
readi!y finance this prospective level of spending from internal sources, as indicated below. 
High deferred income taxes result from favorable capital recovery provisions of the U.K. Petro­
leum Revenue Tax. 

Actual Estimated 
1976 1977 1978 1979 1980 

--------- ($ Millior.s)----------

Capital Expenditures 1,660 1,500 1,600 1,700 

Net Income • 275 535 735 990 
Dividends from Sohio 14 25 85 125 
BP Dividend ~ (144) (170) (200) 
Retained Earnings 158 416 650 915 
Depreciation 4:;2 550 650 725 
Deferred Income Taxes 375 1,000 500 300 

Cash Flow 985 1,966 1,800 1,940 

(Deficiency) Surplus (675) 466 200 240 

•Excluding ostlmotod equity in Sohlo os follows: 1976, ~ 14 million; 1977, $8•J mllllon; 1978, $440mllllon; 
1979, $385million; 1980, $505mllllon. 

RR-77- 51 

. ·rr -
- - 4 

,;i) 
- 3 % . -- :.'I \\ 

.tr 3 y. . ,._ .. ·'1·" 3 -I -. . I -.. -•711 ,. '1 I 

C"hort courtesy of Sccurlthn Rcsoorch Compony. 
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Tho lorogolno hos l"H>"' • proparod sofoly for lnformotivo purposos ond is not o solicltotion, or on offnr. to buy or soil ony security. 
It does not purport to be o comploto dosc rlptlon of tho sir.:urltlos, rnorkoti or dovolopmonts rolorrnd to In the motoriol. All 
oxproulons of opinion arc subject to chonoo without notlcu. Tho lnlormotlon Is obtolnod lrom sourcos which wo consider 
rolloblo but wo hovo not indopondontly vurified such inrormotlon und wo do not guoroncoo thol It Is occurato or completo. Wo, or 
our oflicors ond directors, moy from time to tlmu hovo o long or shor1 posit ion in tho sccuritios muntionod ond moy sell or buy 
such socurltlos. 
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CONTINENTAL OIL COMPANY (CLL) 

Prlco (NYSE) Dividend EPS (Doc.) P/E 

Current: 37 Rate: $1.20 1977E: $5.00 7.4X 
Range (1976): 41-33 Yield: 1% 1976E: $4.60 8.0X 

1975: $3.25 11.4X 

Average Shares Outstanding: 106,910,000 Return on Average 1975 Equity: 16.4% 
Market Value $3,955 Million Book Value Per Share (9/30/76): $24.02 

1. We have recently visited Continental Oil. The company has an excellent position 
in coal, one that other firms are trying to emulate, and favorable North Sea oil 
prospects. Coal margins are currently under pressure due to excess mining capac­
ity and ample inventories. Immediate investment appeal may also be limited by 
the probabi lity that horizontal divestiture, or dividing companies like Continental 
into basic energy sectors like oil or coal, will be debated in the 95th Congress. 
Divestiture is a rather drastic, unlikely step, in our opinion, and one that would 
not reduce the investment value of Continenta l. The company's earnings per share 
have im:reased in each of the past five years, jumping about 40% in 1976. We an· 
ticipate further significant improvement. Longer term prospects are enhanced by 
meaningful contributions from North Sea oil to begin in 1978. Consequently, 
despite near term uncertainty in coa l, we recommend that present holdings be 
m·Jira ~ained and further stock be accumulated on possible weakness. 

2. 1 r1~ c;omilany's U.S. crude oil production will average about 170,000 barrels a d::iy 
in 19it>, oown 4% from 178,000 barrels a day in 1975. Lower tier is about 63% 
of tota l, upper tier 28%, and stripper 9%. The average wellhead price for the year 
should be about $7.65 a barre l and about $8.35 in 1977, compared with $7.~6 a 
barrel in t975. A further production decline of 8,000 barrels a day, or 4-5%, is 
likely next year, but price improvement should more than offset this negative influ­
ence. 

3. Cortinental's U.S. natural gas production has risen this year, and a further increase 
is likely in 1977. The indicated velum~ trend in daily MCF is: 1975, 860,000; 
1976, 900,000; 1977, 925,000-930,000; 1978, 950,000. Recent improvement pri­
marily reflects a 95,000 MCF a day benefit from liquidation of the Delhi Taylor 
production payment. New production from the West Cameron area in the Gulf of 
Mexico should contribute about 25,000 MCF daily next year and 65,000 MCF 

Copyright © White , Weld & Co. Incorporated, 1976. 

L/01/21/51 



OUARTERL Y EARNINGS PER SHARE 

1975 1976 
10 20 30 40 Year 10 20 30 40(e) Year(e) 1977(e) 

Petroleum Exploration & Production 
United States $0.45 $0.30* $0.37 $0.40 $1 .52 $0.41 $0.41 $0.38 $0.40 $1.60 $2.05 
International (0.03) (0.10) (0.07) (0.14) (0.34) 0.05 0.00 0.01 0.10 0.16 0.20 
Hudson's Bay Oil and Gas 0.09 0.09 0.09 0.08 0.35 0.1 1 0.08 0.08 0.08 0.35 0.40 

Subtotal $0.51 $0.29 $0.39 $0.34 $1.53 $0.57 $0.49 $0.47 $0.58 $2. 11 $2.65 

Petroleum Refining, Market ing and Transportation 
United States $(0.0ol $0.08 $0.11 $(0.04) $0.09 $0.01 $0.07 $0.07 $0.05 $0.20 $0.20 
International 0.14 0.11 0.03 (0.16) 0.12 0.15 0.03 0.11 •• • 0.05 0.34 0.30 

Subtotal $0.08 $0.19 $0.14 $(0.20) $0.21 $0.16 $0.10 $0.18 $0.10 $0.54 $0.50 

Worldwide Petroleum $0.59 $0.48 $0.53 $0.14 $1.74 $0.73 $0.59 $0.65 $0.68 $2.65 $3.15 I 
I\) 

Coal I 
Operating $0.23 $0.25 $0.16 $0.47 $1.11 $0.39 $0.40 $0.28 $0.30 $1.37 $1'.45 
Capital Gai11s 0.12 0. 17 0.29 0.20 0.20 0.10 

Subtotal $0.23 $0.37 $0.16 $0.64 $1.40 $0.59 $0.40 $0.28 $0.30 $1.57 $1 .55 

Chemicals $0.11 $0.07 $0.08 $0.05. * $0.31 $0.12 $0.16 $0.15 $0.2(' $0.63 $0.75 

Minerals (0.02) (0.03) (0.03) (0.04) (0.12) (0.03) (0.03) (0.03) (0.05) (0.14) (0.15) 

Foreign Exchange (0.10) 0.03 0.23 0.06 0.22 0.17 0.02 0.02 0.02 0.23 

Other Corporate 10.01) (0.06) (0.16) (0.07) (0.30) (0. 18) (0.06) (0.06) (0.10) (0.40) (0.25) 
Earnings Per Share $0.80 $0.87 $0.81 $0.77 $3.25 $1.40 $1.08 $'1.00 $1.05 $4.54 $5.05 

• Alter $(0.15) for settlement o f Olin litigation. 
• • After $(0.05) writ.Jeff. 

•• • includes $0.06 from soles of pe troleum coke that nm11icd to earlier quortors. 
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daily in 1978. The company has reserves on High Island Block 110 offshore Texas 
which could add 45,000 MCR daily in 1978-79 and a recent 33.3°/o interest discovery 
on Mustang Island Block A-85. We believe that the company's gas production will 
at least hold even for several years beyond 1978. 

Continental's average wellhead price (thousand cubic feet) should average 
45-4U in 1976 and 60d in 1977, up from 34d last year. Approximately 45% of 
deliveries are intrastate, 30-35% interstate pre-1973, and the balance of the newer 
$0.93 and $1.43 vintages. Jn these assumptions, domestic natural gas revenues should 
average about $155 million in 1976 and $205 million in 1977, up from $107 million 
last year. After royalties and income taxes, the 1977 benefit to earnings should be 
about $20 million or $0.18-0.19 a share. 

4. The company's Libyan crude oil production should average about 230,000 barrels 
a day in 1976, up from 165,000 barrels a day in 1975. Profitability has improved 
since midyear in a buoyant crude market, and we estimate that 1976 net income from 
Libya will reach $30 million or $0.28 per Continental share. Output from Dubai is 
also up and should average 95,000 barrels a day for the year compared with 77,000 
barrels a day in 1975. The Dubai operation is contributing $0.1 0-0.15 a share 
annually, and we expect this level to continue. 

5. Continen tal has interests in four commercial North Sea oil discoveries. Production 
will begin in 1977 and rise significantly over the following eight years, as shown below. 

1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 

ESTIMATED CONTINENTAL NORTH SEA PRODUCTION 
(Barrels per Day) 

Thistle Dublin 

1,000 
3,000 5,000 
5,000 10,000 
5,000 15,000 
5,000 15,000 
4,000 15,000 
4,000 14,000 
4,000 13,000 
4,000 12,000 

Statfjord 

15,000 
39,000 
39,000 
39,000 
78,000 

117,000 
117,000 

Murchison 

15,000 
35,000 
35,000 
35,000 
33,000 
31,000 

Total 

1,000 
8,000 

30,000 
74,000 
94,000 
93,000 

131,000 
167,000 
164,000 

We believe that world crude oil prices will be rising over the nex~ decade, and 
profitability of North Sea production will accordingly move up from the present 
range of $2.25- 2. 75 a barrel. In estimating f utu r~ Continental North Sea earnings, 
we are assuming a $3.00 a barrel profit level , prob.::biy conservative considering North 
Sea producers will net about 30% of future OPEC price Increases. Considering the 
prospect for rising world crude prices, a $3.00 unit profit could hold up even If tho 
United Kingdom or Norway later raises taxes again. Using the $3.00 figure, Conti· 
nental's North Sea earnings per share should reach $0. 75 in 1980 and $1. 70 in 1984. 



1976 
10 
20 
30 

6. Consistent with a general industry pattern, Continental has experienced some recoVfiry 
in U.S. refining and marketing profits in the first half of 1976, reflecting both recov­
ery of earlier costs and better refinery uti lization. Unl ike most others, it has also 
registered modest downstream improvement in the Eastern Hemisphere, mainly due to 
a swing from red to black in Italy and better results in Sweden. Profits per barrel of 
oil refined are shown below. Continental's tanker oJ)'Jrations remain about on a break­
even basis, as they were in 1975. The Humber (U.;... .) refinE:ry which has a 3CY'..-b 
gasoline yield and important petroleum coke output, accounts for Continental's 
re latively high overseas margin. 

DOWNSTREAM COMPARISONS 

(Millions) 

United States Ovorseas 
Net Income Ba nls Refined Per Barrel Net Income Barrois Refined Per Barrel 

$ (5.7) 28.2 $(0.20) $13.8 10.4 $1.33 
8.0 28.B 0.28 11.7 14.6 0.80 

11 . 1 30.5 0.36 3.5 13.0 0.27 
9 Mos. $ 13.4 87.5 $0.15 $29.0 ~8.0 $0.76 

1976 
10 s 1.1 30.5 $0.04 $15.2 9.3 $1.63 
20 7.3 30.9 0.24 3.6 9.7 0.37 
30 7.9 32.5 0.24 11.4. 10.6 1.08 
9 Mos. $ 16.3 93.9 $0. 17 $30.2 :.!9.6 $1.02 

"lncludos obout $7 million 11ppfi"nhlu to prior periods. 

7. Coal earnings per share are likely to increase 10- 15% this year to $1.55-1 .60 from 
$1.40 in 1975. Liquidatior of the Consol production loan added an estimated $0.40 
a share, but this benefit ha·; been pilrtially offset by a decline of $0.10 a share in 
property sales and margin •>ressure resulting from ample inventories in the hands of 
electric utilities. Producti\ ity in deep mines continues to average 10 tons per man 
day. Ow1rterly profit spreads (e .:luding capital gains) have been as follows. 

COA L Ml\ROIN COMPAll lSONS 
IMllllonsl 

Not 11 com• Por Ton Profit ----
1975 
10 s 21.2 12. 1 $1.02 
20 ?:i.5 12.0 2.02 
30 ll 5 11.0 1.tiO 
40 47.6 13.6 3.63 

Yoar $112.0 40.2 s:.:.20 

1976 
10 s 39.9 13.7 $2.01 
20 41.1 12.0 3.10 
30 20.0 10.0 2.74 
40 ~ !.3..:.9 -1&~ 

Yo111 $ 145.0 50.5 $2.00 

1077E $150.0 52.0 $3.00 
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Bolstered by an estimated increase of 7-S°lci in utility markets, U.S. coal con­
sumption should rise 4-5% in 1976. However, earlier excessive inventory accumula­
tions have not been worked off, and supply of high sulphur coal excePds demand. 
We presently estimate that U.S. coal consumption will rise 3-5% in 1977, reflecting 
higher kilowatt hour sales, further shifts to coal as boiler fuel, and benefits to steel 
demand from higher economic activity. This forecast allows for a 3-4 week United 
Mine Workers strike upon expiration of the current three-year contract next December, 
assuming that utilities will stock up further in anticipation of this shutdown. Although 
Continental sells all of its coal under long-term contracts, cost passthroughs are more 
easily facilitated when supply is tight. We believe there is a better-than-even chance of 
of a sel lers' market by the fall of 1977 and are therefore assuming full year margin im­
provement to about $3.00 a ton after taxes. Without a strike, Continental shou ld 
mine about 55 million tons next year. A 3-4 week strike would reduce this potentia l 
to 52 million tons. 

Continental plans to raise mining capacity to 91 miliion tons by 1985, of which 
steam coal would be 78 million tons versus 49 million currently and metallurgical 
13 million (versus 6 million) . We consider this objective realistic in view of hoth econ­
omic and political incentives which favor coal for boiler fuel over residua l oil. I"' Jlitical 
incentives must include the matter of high sulphur content, and we understand the 
Carter Administration will address this problem early. Assuming modest margin im­
provement from both a generally escalating price structure and rollovers of presently 
low priced contracts, Continental's coal earnings should rise at about a 10% annual 
rate over the nex'c fivP. years. 

8. Chemical profi '> have risen significantly this year. reflecting better polyvinyl chloride 
volume and prices, and improved realizations on vinyl chloride monomer exports. We 
presently look for about a 100/ci chemical profit increase in 1977. 

9. The corporate account, which can fluc;tuate widely from year to year, shou ld aggre­
gate a loss of about $20 million this year comparable with a deficit of $8 million in 
1975. Negative items in this composite are: 1) net interest expense, which should 
approximate $35 million this year, and 2) corporate administrative expense, about 
$50 million i11 1976. Offsets are the investment tax credit, estimated at about $25 
million this year compared with $18 million in 1975, and equity in earnings of affll. 
iates in a 19"76 range of $10- 15 million. Foreign exchange results are al so included, 
a pv;itive $21 million in the first nine months. 

10. Capital expenditur es should total about $730 million in 1976, up on a comparable 
basis from $703 million in 1975. The $703 million 1975 figure excludes $98 million 
for the purchase of Sulpetro of Canada Ltd. Outlays In 1976 were partially financed 
by sales in May of $200 million of 8 7/8% 25-year debentures .:ind 4,500,000 shares 
or common stock ~proceeds $149 million). 



Spending of $975 million is budget~d for 1977. Although this level will prob­
ably exceed funds provided internally (see bt:!ow), further uutside financing is un­
likely in 1977 due to ample cash ho1 .-: ·::s, currently about $950 million. This strong 
financial position also allows flexibilit\· ~i' raising the $0.30 a share quarterly divi­
dend in 1977. 

1975 1976E 1977E 
- - - - $ Millions - - - -

Total Capital Outlays 801 730 975 

Retained Earnings 217 350 395 

Non·Cash Charges 394 370 425 

Funds Provided by Oporations 611 720 82C 

Deficiency 190 10 155 

11. Continental has recently made management ct anges in connection with earlier 
political contributions. Although disruptive, tl'lese moves do not undarmine future 
growth prospects, in our opinion. 

RR-76-184 -Research Department-

Tho foreoolno hos L>oon nru1Mrod sololy for informut ivo nursJosos nnd is not n solicltotlon, or on offer, to buy or sull any 
security. It doos not Jlurport to be a complotu description ol tho socurlties, morkou or lluvolopmcnts roforrud to In tho 
matorlol . All oxpruulons of opinion ore subject to cholliJO without notice. The informat ion h obtained from sources which 
we conslc.Jar reliable but wo hove not independently vorifiod such information ond wo do not ouorontoo thot it is occuroto or 
comploto. Wo, or our off icers and di rectors, moy from tlmo to time hove a long or short position in tho socurit ios montionod 
and moy se ll or buy such socuritlus. 
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SOUTHLAND ROYALTY COMPANY (SRO) 

Price (NYSE) Dividend EPS 

Current : 40 Rate: $0.68 1977E: $2.85 

Range (1976-1977): 43-20 Yield: 1.7% 1976E: $2.25 

1975: $1.76 

Average Shares Outstanding: 12 million Return on Average 1975 Equity: 

Market Value: $480 million Book V<1lue Per Share (9/30/76): 

OPIN ION 

P/E 

14.0X 
17.8X 
22.7X 

35% 
$6.85 

Southland Royalty is a U.S. petroleum exploration-production company and, we 
believe, an attractive long-term investment. However, the stock has moved up sharply 
in recent weeks along wi th most of the producing company group, and it may now be 
selling about in the middle of a probable 1977 range, assuming a 12-18 PIE ratio. 

Over the next three years, Southland should xperience crude oil and natural gas 
price increases of 10- 15% annually. Moreover, it is one among few companies which can 
raise natural gas production through development drilling rather than requiring successful 
exploration. The company attained this preferable position through the February 1976 
purchase of Aztec Oil & Gas, a firm holding 850 billion cubic foet of gas reserves in t he 
San Juan Basin of New Mexico, or 30 years of production at the current rate. Through a 
combination of increasing prices and rising natural gas production, Southlcmd's earnings 
per share should reach $4.25-4.50 by 1979, rough ly double the 1976 level. 

We believe the recent FPC decision to price new intras tate gas at $1.42 per thousand 
cubic feet plus $0.01 quarterly escalation wi ll ul timately prevail in court, although the 
process may be lengthy. Of further signi ficance, the energy program of President-elect 
Carter wi ll probably include a proposal to remove price c: .. .introls from futu re new produc­
tion either indefinitely or fo r a period of five years. In this event, prices would probably 
move to parity with imported oil, or to $2.25-2.50 per thousand cubic feet. The impor­
tance of this repricing to producers bears fur ther emphasis. Last July, the FPC raised t he 
new gas price 175% from the previous level of $0.52. Decontrol would add an additional 
65%. From another perspective, a new well depicting one bill ion cubic feet of reserves 
would previously have generated revenues o f $520,000 (excluding escalation). Under the 
FPC decision, this figure would rise to $1,420,000, and decontrol would result in 
$2,350,000. Exploration efforts obviously promise far greater rewards. 

Copyrlgh1 © Whl10, Wold & Co. l nco1,1oro1ort, 1977. 
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In our opinion, the stock market is already recognizing a portion of the higher value of 
natural gas reserves. Southland Royalty, for example, roughly doubled in 1976, and it is 
now sel li ng to about 3U per MCF of natural gas and equivalent reserves in the ground. 
However, producing companies with active exploration efforts, particularly ones like Southland 
with long life reserves, should continue to be above·average investment vehicles over e 12-
month or longer period. 

BACKGROUND 

Southland Royalty is a U.S. petroleum exploration and production company. Histo rica lly, 
income was obtained primarily from royalty interests in the Waddell Ranch of West Texas, 
but operations have been transformed by two major events in the past 18 months. On July 14, 
1975, the company regained full mineral interests in Waddell Ranch, those having been 
leased to Gulf Oil for the previous fifty years. In early 1976, Southland acquired Aztec Oi l 
& Gas for a cash payment of about $180 million. Revenues and prod~· ... tion rose dramatically 
after each of these additions, as shown below. 

Revenues (Thous.I 
Oil 

% over Previous 
Natural Gas 

% over Previous 

Daily Production 
Oi l (Bbls .I 

% ovur Previous 
Natural Gns (MMF) 

% over Previous 

1975 
20 

$9,448 

$1,988 

12,400 

55 

40 

$12,787 

35% 

s 9,084 

357% 

24,000 
93% 

115 

109% 

1976 
20 

$16,985 

33% 

$14,811 

63% 

25,900 
8% 

184 

60% 

The addition o f Waddell Ranch natural gas was particularly significant because previously 
Southland had been receiving only 4<i per MCF on casing·hcad gas and $200 per well on gas 
wel l gas. 

Southland's estimated reserves were last reported as of Januarv 1, 1975. Tllese figures 
plus estimates available more recently for Aztec properties aro shown in the table on the 
following page. 
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Southland ex Waddell Ranch 
Waddoll Ronch 
Aztec Oil & Gas 

Totul (Yoar's Life) 
Convorslon of Oil to Gas at BTU 

Equivalent of 6 MCF (Per Barrel) 
Total Gas Equivalent 

Current Market Value 
Long·Term Debt 

Totol 
Value per MCF (217' (1) 

- 3-

<:Jude Oil 
(mil. bbl.I 

42 
70 

..JJ! 
122 (13) 

Natural Gns 
(bil. CF) -

154 
192 
928 

1,274 119) 

732 
2,006 (1) 

-- mlllions-­
$480 

168 
$648 121 

32rJ 

This calcu lation indicates that Southland is currently selling at the equivalent of natural 
gas in the ground at 32<1 per MCF. This valuation appears reasonable in relation to the company's 
present average selling price for natural gas o f $1 .00, with prospects for rapid increases over the 
next several years. 

PRICING OUTLOOK 

Like other domestic producers, Southland is receiving significant benefits from risin~ 
crude oil and natural gas prices. Quarterly price and vo lume trends during 1975 and 1976 
were as follows. 

Crud11 Oil N3turn l Gos 
Avorngo Total 

Thousand Revenues Avor&go Thousand Rovonues Nature I Ro1111nuot 
Barrel• lnSOOO 011 Prlco MCF In $000 Gos Price in $000 

1975 IOOOl 10001 

10 1,107 $ 8,991 $8.13 4,61 2 s 1,93fl $0.42 $ 10,929 
20 1, 132 9,448 8.36 5,042 1,908 0.39 11,436 
30 1,889 13,407 7.10 0,482 9,666 1.14 23.073 
4 0 2,205 12,787 2:.!1Q 10,G16 9,004 ....Q:!lQ. 21,071 

Vonr 6,333 $44,633 $7.05 20,751 $22,G76 $0.79 $67,309 

1976 
10 2,237 $15,792 $7,00 16,691 $14,760 S0.04 $30,542 
20 2,358 16,985 7.20 16,700 14,8 11 0.88 J 1, 796 
30 2,360 10,'/98 7.12 16,731 15,290 CJ.9 1 32,008 
4 0 I E11.) 2,350 11.155 . 7.30 .!Q, 790 16.739 ....Q&Q ..11~ 

Vunr (Eat.I 9,305 $66,730 e1.n 60,000 $61,590 SO.OJ $120,320 

1977 (Est.) 0, 126 $70,720 S7.75 73,000 $83,950 $ 1.1 5 $154,670 

Southland's crude oi l mix is about '10% lower tier and 30% upper tier including a modest 
amount of stripper. As evident above, tho average crude price fr?ll in the second half o f 1975 
when working interests at Wodciell Ranch werr. included for the first time. On the other 
hand, the purchase of Aztec Oil & Gas in oarly 1976 raised the percentage o f upper tier crudo. 
Prices should bene fi t in 1977 from now i:rudc out of the South Pumpkin Creek and Teton 
areas of Wyoming, and later in the year from the rising Fcdcrnl Energy Atlministrntion 
schedule. 



Southland's annual natural gas production is presently divided about as follows: 

San Juan Basin 
Waddell Ranch 
Other 

Billion Cubic Feet 

28 
17 
25 

69 

Southern Union Company is the principal gas buyer in the San Juan Basin. About 55% 
of Southland's production moves to interstate markets, with the balance remaining within 
New Mexico. The interstate price, which is established by the Federal Power Commission, 
currently averages 37rJ. per thousand cubic feet including liquids value (29.5e per million BTU). 
San Juan gas has an unusually high BTU content. The price for intrastate gas rose to $1.30 
per MCF from $0.85 as of July 27, 1976, and an additional penny on January 1, 1977. 
There wi II be a further escalation to $1.41 per thousand cubic feet on April 1, 1977. 

The agreement with Southern Union is subject to further annual price redeterminations 
un Apri l 1, 1978 and April 1, 1979. On those dates, intrastate prices wi ll be calculated as an 
average of the highest in the San Juan Basin and the res t of New Mexico, with a 50% weight· 
ing for the San Juan Basin in 1978 and 25% in 1979. If new natural gas is decontrolled by 
then, we believe that interstate buying competition will raise the intrastate price to $2.50 
per thousand cubic feet. 

About 70% of Waodell Ranch production goes to Houston Natural Gas under a contract 
terminating in 1996 at a pr;t:e of $2.40 a thousand cubic feet ($2.00 per million BTU), esca· 
lating 2%i on July 1 and 2%ri every six months thereafter. The balance has recently been 
sold under an old contract to El Paso Natural Gas at $0.81 ($0.68 per million BTU). If a 
December 1976 court decision prevails, Southland will henrcforth deliver this gas to an in­
trastate buyer at the $2.40 price. 

PRODUCTION TREND 

Natural Gas 

Southland has recen tly completed a 17 well ( 15 net) development drilling program in 
the Mesa Verde formation of the San Juan Basin. These new wells will add about 4.2 billion 
culJ ic feet to annual production beginning this month. Thi r teen of them wi ll receive the 
1975- 1976 vintage new gas price of about $1.70-1.75 per thousand cubic feet ($1.44 per 
million BTU). Annual revenues will benefit by about $6.5 million. 

San Juan Basin reserves are equal to 30 years of production Ht the current rate, and 
further in fill drill ing is feasible for some time in the future. Southland plans a 50 well pro· 
grom in 1977 with annual production expected to benefit by about 10 billion cubic feet. 
The estimated cos t of this program is $10 million, or $200,000 per well. Present intentions 
nre to maintain drilling activity at this level in 1978 and 1979. On this basis, Southland's 
San Juan Basin production should rise approximately as shown on the following page. We 
have arbitrarily assumed lower productivity from infi ll wells in later years. 
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Estim@ted Billion Cubic Feet 
1976 1977 1978 1979 1980 

Existing Wells 25" 26 24 22 20 
Infill Wells 4 14 22 28 

Total 25 30 38 44 48 

• Aztec purchased in February. 

Southland has interests in two offshore natural gas discoveries-Vermilion 22 (6~%) and 
East Cameron 231 ( 10%)-where production is scheduled to begin by mid-1977. Combined 
annual output net to Southland should be on the order of 4 billion cubic feet, or 10 million 
cubic feet a day. Minor resc:•1as will also be devel8ped later on South Marsh Island 249-250, 
obtained in the Aztec purchase. Onshore, Southland is developing a 50% interest 1975 dis­
covery called Bayou Boullion in St. Martin Parish, Louisiana which should add annual pro­
duction of about 2 billion cubic feet. 

Oi l development is presently limited mainly to the Powder River Basin of Wyoming 
where a new discovery was made in the Heldt Draw field during 1975. Several wells are pro­
ducing from the Shannon sand ,.f the South Pumpkin Creek area at a rate net to Southland 
approaching 1,000 barrels a day, am. Jelineation dri!Hng is continuing to the southeast at 
three locations. Last year, Southland made a similar discovery nearby ca lled Teton, and a 
confirmation well called Streeter was recently completed at a rate of 390 barrels a day. At 
least two other development wells will be drilled. 

EXPLORATION 

Southland has about 2,500,000 net acres of undeveloped properties. Approximately 
$12 million was spent on exploration last year, and a budget of $17 million has been autho­
rized for 1977. In addition, the company plans to acquire Westhoma Properties as of 
Apri l 1, 1977 for $4 % million. Involved in thi!l transaction are about 90,000 acres in the 
Oklahoma Panhandle which arc prospective for natural gas in the Morrow sand. 

Exploration efforts are focused onshore east of the Rocky Mountains in all major basins. 
Spending is anticipated to rise in line with available cash flow. 



OUTLOOK 

Southland should benefit over the next several years from rising natural gas production, 
and higher natural gas c.r.d crude oil prices. As estimated below, revenues and profits are 
likely to continue a strong upward trend. The company follows the "successful efforts" 
practice of accounting under which dry holes are charged against current income. Offshore 
teases are capitalized until evaluation is completed. The company currently carries about 
$7% million in the capil~alized category. 

1977-1979 OUTLOOK 
(millions) 

Est imated 
1975 1976 1977 1978 1979 

Production 
Crude Oil (mil. bbl.) 6.3 9.3 9.1 8.9 8.7 
Natural Gas (bil. CF) 28.8 66.0 73.0 81.0 90.0 

Average Price 
Crude Oil (bbl.) $7.05 $7.17 $7.75 $8.50 $9.35 
Natural Gas (MCF) 0.79 0.93 1.15 1.35 1.50 

Revenues 
Cruoe Oil $44 $67 s 71 $ 76 $ 81 
Natural Gas 23 61 84 109 135 
Other 1 1 1 1 

Totr:I Revenues $68 t:129 $156 C5186 $217 

Production Expensl!s $ 6 $15 $17 $ 19 $ 21 
Exploration Expenses 10 12 17 21 25 
General and Administrntion 4 6 7 7 8 
Opcrotinu Taxes 9 11 13 16 
Abandonments 1 3 3 4 5 
Depreciation, Depletion 6 19 21 23 26 
Interest Expense 1 15 17 19 21 

Total Expenses $29 $79 $93 $106 $122 

F.arnings Pretax $39 $50 $63 $80 $95 
Income Tax 18 23 29 37 44 

Net Income $2 1 $27 $311 $/i3 $51 

Earnings Per Share $1.76 $2.25 $2.85 $3.60 $4.30 
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In conjunctii.>n with the Aztec Oil & Gas purchase, Southland arranged a $200 million 
loan through Morgan Guaranty Trust. The loan was to be repaid in 24 quarterly installments 
beginning March 31, 1977, but arrangements are currently being made to refinance the 
origina~ borrowing. Under the modified proposal, annual debt service would be cut about 
50% to $15 million. 

Total drilling is budgeted at $35-40 million in 1977, including $17 million estimated to 
be charg.ed against current income. Property acquisitions might amount to an additional 
$15-20 million. Actual and estimated cash flow figures for 1975-1977 are furnished below. 

Net Income 
Dividends 
Retained Earnings 
Non·Cash Charges 

Funds Provided by Operations 
Expenditures• 
Debt Service 

Total Requirer 1lents 

Deficiency 

Estimated 
1975 1976 1977 -=--=--($Millions)--=-=-

$20.8 $27 .0 $34.0 
5.7 7.0 8.0 -- ---

$15.1 $20.0 $26.0 
11.4 24.0 26.0 -- ---

$26.5 $44.0 $52.0 
$38.2 $45.0 $55.0 

5.7 

$43.9 

(17.4) 

18.0 

$63.0 

(19.0) 

15.0 

$70.0 

(18.0) 

•Excluding obout $180 million for purchase of Aztec. 

Southland appears to need additional funds in 1977, probably in the form of bank loans 
at the outset. Arrangements with prospective natural gas buyers are still possible, despite the 
price penalty th.:it must be incurred on interest-free loans from pipelines under FPC Opinion 
770-A. There i!: also some flexibi lity in the budget if funds prove ditticult to obtain. 

RR-77-10 - Research Department-

Thu forooolno hos been preporud so lely for lnformotivo purposes ond Is nol o sollcitot lon, or on offer, 10 buy or sell uny ~ocurity. 
It does not purport to bo o comp lete description of tho securities, morkels or dovufopmonts roforrod to in tho mnturlol. All 
expressions of opinion 010 subjec t to chon(JO without notice. The information is obteinod from sources which we consider 
reliable but IM! have not independen tly verified such Information ond ~do not guurontoo thot It is occuroto or cornplctu. Wu, or 
our officers ond directors. moy lrom timo to limo hovo u long or short position In 1ho sncurltlos mentioned end may suit or buy 
such securi ties. 



OPERATING SUMMARY 

($Millions) 

1971 1972 1973 1974 1975 1976E 
Operating Data 

Revenu1?s $17.9 $17.9 $22.5 $37.8 $68.3 $128.0 
Depreciation 3.5 3.3 3.2 3.3 6.4 19.0 
Pretax Income 7.2 6.4 9.6 21.1 38.7 50.0 
Income Taxes 2.1 1.7 2.6 6.6 17.9 23.0 
Net lnc1>me 5.1 4.6 7.0 14.4 20.8 27.0 

Operating l'i atios 
Pretax Margin 40% 36% 43% 56% 57% 39% 
Tax Rat.e 29 27 27 31 46 46 
Net Margin 28 26 31 38 30 :!1 
Equity Turnover 0.5X 0.5X 0.5X 0 .7X 1.0X 1.5X 
Return on Equity 14% 12% 18% 29% 35% :J6% 

Per Share l)ata 
Earnings Per Share $0.44 $0.40 $0.60 $1.22 $1 .76 $2.25 
Dividends 0.30 0.30 0.30 0.37 0.48 0.132 
Price Range 12-9 16-9 23-11 25-13 31-20 43-:20 
Book Value $3.09 $3.20 $3.53 $4.43 $5.61 $7.:25 
PIE Range 27-20 39-22 36-18 20-1 1 18-11 19· 9 
Averag1! P/E 23.5 25.5 28.0 15.5 14.5 14.0 
P/E Relative to S&P500 137% 148% 215% 174% 137% 139% 
Shares Outstanding (mil.) 11.8 11.8 11.8 11.8 11.8 12'.0 

BALANCE SHEET SUMMARY 

($Millions) 

12/31/71 12/31/75 9/30/76 
Current ltorns 

Assets: 
Cash and Equivalent $ 9.1 $ 1.4 
Receivables 1.8 14.9 

Total Current Assets $10.9 $16.3 $25.3 

Liabilities: 
Short·Torm Debt $ - $ 3.1 
Other Current Liabilities 1.9 15.7 

Total Current liabilities $ 1.9 $18.8 $45.1 
Current Ratio 5.7-1 (neg.) (neg.) 

Net Assets 
Net Working Capital s 9.9 $ {2.5) $(19.8) 
Net Plant 25.7 81.2 278.2 
Investments 2:1_ 2.0 1.6 

Total $38.0 $80.7 $260.0 

Capitali zation 
Long-Torm Debt $ - $ 7.2 $168.4 
Deferred Taxes 1.7 7.0 9.4 
Stockholders Equity 36.3 66.5 82.2 

Total Cnpitalization $38.0 $80.7 $260.0 

Long·Torm Debt % Capital 0% 9% 65% 
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MESA PETROLEUM CO. (MSA) 

Price (NYSE) Dividend EPS (IJec,) P/E 

Current: 37 Rate: $0.10 1977E: $2.35 15.7X 
Range (1976-1977): 38-25 Yield: 0.3% 1976E: $1.75 21.1X 

1975: $1.25 29.6X 

Average Shares Outstanding: 13 million Return on Average 1975 Equity: 8.2% 
Market Value: $480 million Book Value Por Share (9/30/76): $22.54 

U01/21/5 1 

OPINION 

Mesa obtains about 62% of total revenues from natural gas production, and it 
has an above-average gas reserve life of 19 years. With prospective deliveries from 
several Gulf of Mexico tracts, natural gas output should rise some 35-40% by 1980. 
Most of the new gas will sell for $1.44 plus escalation per thousand cubic feet, 
helping future annual gas revenues by more than $50 million, compared with total 
company gross income of about $95 million in 1976. Mesa also has 25% of a 
significant oil discovery in the Moray Firth off the coast of Scotland. Production 
there should begin by 19130, but an estimate of size would be premature. 

Earnings per share should rise to $3.75-4.00 a share in 1979 and a good bit 
higher in the early 1980s as the Moray Firth contributes. Nevertheless, the stock 
has moved up sharply from the 1976 low of 25, and less conservative full cost 
accounting may limit further multiple expansion. Accordingly, we advocate a 
twelve month or longer investment strategy, believing the stock to be midway in a 
probable 1977 trading range. 

PRODUCTION AND PRICES 

Mesa experienced strong growth in oil and gas revenues during the past three 
years, primarily because of prico increases but partly due to Increasing oil produc­
tion. On most recently available reserve data as of July 1, 1975, gas production 
had a 19·ye9r life and liquids 11 years, both above. industry averages. 

Copyrloh1 ©Whlto, Wold & Co. lncorporntod, 1977. 



Estimated 
1973 1974 1975 1976 19n 

Average Daily Production 
Natural Gas (MMCF) 271 261 253 270 290 
Gas Liquids (bbls.) 3,688 3,450 3,670 4,320 4,300 
Crude Oil (bbls.) 4,197 5,71(1 6,523 6,800 8,000 

Average Price 
Natural Gas (MCF) 2311 2711 3U 6211 8011 
Gas Liquids (bbl.) $ 3.50 $ 7.18 $ 4 .53 $ 5.70 $ 6.50 
Crude Oil 3.77 7.92 9.86 10.05 10.50 

Revenues (000) 
Natural Gas $22,873 $25,564 $33,956 $61,000 $85,000 
Gas Liquids 4,705 9,048 6,056 8,975 10,000 
Crude Oil 5,776 16,515 23,414 24,950 30,700 

Natural gas production last year benefited primarily from completion of a 17-well infill 
drilling program in the San Juan Basin. Further increases in 1977 are coming mainly from 
the Gulf of Mexico and Canada. In the Gulf, deliveries from 52% owned East Cameron 322/323 
began in mid-1976 at a net rate of 5 million cubic feet a day. Later this year, initial gas pro­
duction is scheduled from 43.3% owned Vermilion 228 at about 15 million net cubic feet a 
day and from Eugene Island 333/312 at 6-7 mill ion net feet a day. Fai rly modest new p'roduc­
tion is also commencing at the Myette Point field in St. Mary's Parish, Louisiana. Output from 
the Hugoton field, which accounts for close to half of total company gas outriut, is expected e 
to decline again in 1977 as a further adjustment to earlier over-production. 

Natural gas prices during 1977 will benefit from ( 1) May 1, 1976 renegotiation with 
Kansas Power and Light for Hugoton gas under which the average price went to 53( from 25(, 
(2) FPC Order770-A, which added about 10<i to the company's average price as of July 27, 
1976, (3) an increase in Alberta to $1 .23 on January from an average of about $0.85 in 1976 
(Alberta does not vintage gas), and (4) new Gulf of Mexico gas at $1.44 with $0.01 quarterly I 
escalations. (We have assumed $ 1.44 even in cases where Mesa applied for higher optional 
pricing.) The weighted average price for the full year should move up to about 80( per thou-
sand cubic feet from approximately 60( in 1976. 

Oil production benefited moderately last year from initial output on East Cameron 322/323, 
and Vermilion 228 and Eugene Island 333/312 should together contribute about 1,500 bam:ls 
a day by this coming summer. Natural gas liquids output will probably remain even in 1977, 
after having risen last year following completion of new facilities at Garrington in Alberta. 

OFFSHORE TEXAS 

Mesa has interests ranging from 5% to 50% In 29 Federal tracts offshore Texas on which 
9 platforms are installed or planned. Productio11 of natural gas is scheduled to begin in early 
1978 following completion of the High Island Offshore pipeline system. At ·the outset, de­
liveries will be from 18.4-20% owned High Island 330/349, 25% owned High Island 339/340, 
and 15% owned High Island 474/489. We expect that combined production net to Mesa from 
these three fields will be 55-60 million cubic feet a day, contributing annual revenues of at 
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least $30 million. A platform on 5.7% owned High Island 563 collapsed late last year, and 
development will be delayed. At least three other tracts-High Island 279 ( 15%), 313 (30. 7%), 
and 492 (10%)-appear commercial, and will probably be developed. Assuming satisfactory 
experience on these additional properties, Mesa's net production offshore Texas could reach 
75-100 million cubic feet a day by 1979 or 1980. 

MORAY FIRTH 

In September 1976, Mesa announced an oil discovery on Block 11/30 in the Moray 
Firth area of the North Sea. A successful confirmation was completed 2-1/4 miles southwest 
in Decemf)er. Both wells tested slightly over 6,000 barrels a day of 37° API gravity crude. 
The wells are about 15 miles from shore in water of 135-150 feet, fortuitous cost circum­
stances comnared with many less accessible North Sea fields. A third well is under way 
1-1/4 miles northeast of the discovery. Mesa has a 25% interest in Block 11/30 along with 
l<err-McGee (25%), Hunt Oil (15%), P&O Petroleum (15%), Cresslenn Chelsea (15%), and 
Exploration Holding (5%). 

On the basis of results to date, commercial reserves appear to be present on 11/30. Two 
w~lls 2-1/4 miles apart suggest an areal extent of at least 1,500 acres. The discovery had 300 
feet of 0il pay and the confirmation 140 feet. Assuming an average section of 220 feet, re­
serves in place might typically be 500 million barrels on 1,500 acres. Premising further a 30% 
recovery factor, racoverable reserves proven thus far would be roughly 150 million barrels. A 
successful well to the north might raise this possibility by 75% to 260 million barrels. Further 
delineation could enlarge this figure, perhaps substantially. Each 100 million barrels of reserves 
would probably support a daily production rate of 30,000 barrels, or 11 million barrels annually. 

Considering the handy locations, costs should be relatively low. Total development outlays 
might be no more than $300 million, including $40-50 million for pipeline and onshore fa. 
cilities, and $50-60 million for two steel platforms. Some of the platform slots would prob· 
ably be used for repressuiing because the reservoir has a low gas- low oil ratio. Profitability 
should be in the upper bracket of typical North Sea experience, perhaps $3.00 a barrel on a 
current landed price of about $13.50. If develoµment proceeds, production is likely by 1979 
or 1980. On assumptions d iscussed above, Mesa should earn $0.60-0.65 a share for each 100 
million barrels of recoverable reserves. Ultimate size will depend of course on further delinea­
tion, In part moving across a fault to the southeast. 

EXPLORATION 

Mesa spent $60 million on drilling last yea r, and a similar outlay is anticipated in 1977. 
About 40% of this budget is earmarked for exploration. Activity is currently focusing in three 
areas, but also includes a number of other locations. 

1. Gulf of Mexico. Drilling continues offshore Louisi<lna on several tracts where platforms 
are planned, including South Marsh Island 146 (16% owned), Eugene Island 327 (11.5%), 
and South Pass 78 (25%) . In addition, Mesa recently paid $15 million for 5n~ interests 
in East Cameron 336, Vermilion 25 and 310, Eugene Island 310, and West Delta 34. 
This transaction also included 10% interests in East Cameron 263 and High Island 492 
(discussed P.arlier) . Both of these blocks have productive wells. 



2. Texas State Offshore. In October 1976, Mesa purchased 18 tracts encompassing 
22,000 acres ir : Texas state waters for $9,370,000. About 8,000 acres are near the 
large Shipwreck natural gas field, currently under development by Houston Oil & 
Mineral. Mesa plans to drill this prospect in the immediate future. 

3. West Texas. Mesa is farming in on acreage which has relatively low risk and thus far 
successful gas prospects. · 

R'.:VENUE AND EARNINGS PROSPECTS 

Mesa should continue to experience good growth over the next three years, as estimated 
below. Beyond 1979, Moray Firth production should make a sizable contribution, but a 
precise forecast wou Id be premature. 

Estimated 
1975 1976 1977 1978 1979 
---------- -------(Millions)-----------------

Revenues 
Natural Gas $ 34 $ 61 $ 85 $115 $145 
Gas Liquids 6 9 10 11 12 
Crude Oil 23 25 31 36 38 
Other 1 1 1 1 1 

Total $ 64 $ 96 $127 $162 $196 

Cost and Expenses 
Operating $ 8 $ 11 $ 14 $ 18 $ 22 
Gen. & Admln. 6 7 8 9 10 
Operating Tnxes 1 2 3 3 4 
Oepro. & Amort. 16 24 32 40 48 
lntcrnst 4 3 6 7 9 --

Total Costs $ 35 $ 47 $ 62 $ 77 $ 93 

Pretnx Enrnlngs $ 28 $ 49 $ 65 $ 85 $103 

Income Tax (Tax Rate) 9 (33%) 21 (42%) 29 (45%) 38 (46%) 46 (46%) 

Not Income $ 19 $ 28 $ 36 $ 47 $ 57 

Preferred Dividend 3 5 5 l' 6 

Available for Common $ 16 $ 23 $ 31 $ 42 $ 52 

Earnings Per Share $1.25 $1.78 $2.38 $3.23 $4.00 

We have assumed the following: 

1. Production increases in 1977 of 7% for naturc1I gas and 18% for oil; in 1978 of 14% 
for gas, 6% for oil; and 1979 of 9% for gas and zero for oil. 

2. Average prices for gas of $0.80 per MCF in 1977, $0.95 in 1978, and $1.10 in 1979; 
for oil $10.50 a barrel in 1977, $11.50 in 1978, and $12.50 in 1979. 
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3. An $8 million annual increase in depreciation and amortization upon inclusion of 
additional offshore tracts in the depletable property base. In addition to using full 
cost accounting, Mesa follows the rather liberal practice of excluding urit:'.valuated 
offshore leases from unit·of·prcduction write-offs. However, proba::n:.:. n serves on 
these leases are also excluded, at. least partly mitigating the favorable profit impact. 
About $205 million of properties were in the unevaluated category at the end of 
1975. 

4. Interest expense will probably begin to rise this year due to the lesser appeal of interest­
free loans from natural gas pipelines under FPC Order 770-A. 

5. With all percentage depletion eliminated as of July 1, 1976, the tax accrual rate should 
rise to about 45% in the future. 

FINANCING 

Actual 1974-1975 and estimated 1976-1977 cash flow items are shown below. 

Estimated 
1974 1975 1976 1977 
-------($in Millions)--------

Funds Provided by Operations 
Retained Earnings 24 15 22 30 
Depreciation and Amortization 13 17 24 32 
Deferred Taxes 9 21 29 

Subtotal 37 41 67 91 

Funds Expended 
Capital Outlays 119 101 145 110 

Deficiency 82 60 78 19 

Principal outside financing has been in the form of non·interest bearing notes from pipe· 
lines (Mich Wisc, Tenneco, and Transco) to be repaid out of future natural gas production. 
These obligations presently total ?.bout$ ' .o million. In addition, Mesa raised $71 million 
from the sale of convertible preferred stc~k in 1975. 

As part of Order 770·A dealing with post-1972 interstate natural gas prices, the FPC 
required that prices be reduced from the new national rates to reflect the economic benefit 
from interest-free advances after November 5, 1976 if the advance is included in the pipeline 
rate base. As normal loans appear to involve a lower carrying ch&rge than the stipulatc.d price 
concession (about $0.80 per MCF), Mesa henceforth may accept such advances only if they 
are not given rate base treatment by the pipeline. As a consequence, the company will prob· 
ably use some conventional borrowings in 1977. The indicated capital deficiency is consider­
ab ly less than in the past th ree years. 

About $32 million of the $145 million outlay in 1976 was for purchase of 495,717 
shares (7.4% of the outstanding stock) of Genera l American Oil, a medium sized domestic oi l 



and gas production company. Mesa may ultimately try to acquire General American, but no 
immediate effort is likely. If General American is acquired by another firm, the price would 
probably be higher than the $64 a share paid by Mesa. 

BALANCE SHEET SUMMARY 

(Millions) 

12131n1 121J1n5 9/Jons 

Current Items 
Assets: 

Cash & Equivalent $ 4 $ 10 
Receivables 7 15 
Inventories 13 11 --

Total Current Assets $24 $ 36 $39 

Liabilities: 
Short-Term Debt $ 3 $ 6 
Other Current Liabilities 15 27 

Total Current Liabilit ies $18 $ 33 $35 

Current Ratio 1.3X 1.1X 1.1X 

Net Assets 
Net Working ~apital $ 6 s 3 $ 4 
Net Plant 70 455 483 
Investments 2 3 4 
Other Assets-Net 9 3 3 

Total $87 $464 $494 

Capitalization 
Long-Term Debt $34 $145 $149 
Deferred Items 3 43 27 
Reserves 25 
Stockholders' Equity 50 276 293 

Total $87 $464 $494 

LT Debt% of Capital 39% 31% 30% 

RR-77-14 - Research Department-

Tho forooolno hos boon proporod solely for inlormoti110 purposes nnd Is not n sollcl1otlon, or an ollor, to buy or sell ony security. 
1 t doet not purport to bo o complete description of tho socurlt los, morl<ots or do11olopmonu rolorrod to In tho motoriol. All 
expressions of opinion oro subject to chonoc without not ice. The inlormotlon Is obtolnod from sources which wo consider 
rollablo but wo h1t110 not indopondontly verified such Information ond wu do not uuurantoo thot it Is accurate or complete. Wo, or 
our officers and directors, may from time to timo hove o long or short position in tho socuritlCj mentioned and moy sell or buy 
such wcurltlos. 
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STANDARD OIL OF INDIANA (SN) 

Price (NYSEI Dividend EPS (December) P/E 

Current : 55 Rate: $2.60 1977E: S7.15 7.7X 
Range (1976-77) : 60-41 Yield: 4.7% 1976: $6.09 9.0X 

1975: $5.36 10.3X 

Average Shares Outstanding: 147 million Return on Average 1976 Equity : 15.4% 
Market Value : $8,085 million Book Value Per Share ( 12/31 /76): $41.91 

OPINION 

We believe that Standard Oil of Indiana has above average appe 1 in a generally attrac­
tive domestic oil group. 

1. Through unusually active onshore exploration and development, the company 
should be able to at least maintain U.S. production (about two-thirds of earnings) 
over the nex t several years, compared with a generally declining ihdust ry trend. 

2. As a result , annua l production revenues will benefit fully from future U.S. c1 ude 
oil and natu ral gas price increases, a probable cont ribution of some $300 million 
ex cost increasu, or about $0.95 a share af tcr taxes. 

3. Rising production in Egypt, Iran , and the North Sea (overseas production about 
13% of earnings) should add rrofits o f $1 .00 a • 1iare by 1980. 

4. Expansion of chemical operations (8% of 1976 earnings) has boen strategically exe· 
cu ted, and this segment should earn about $1 .00 a share by 1980 under normal 
economic conditions, compared with $0.51 a share in 1976. 

5. In an equally important but less tangible vr.in, Standard Oi l of Ind iana is extremely 
we ll managed, as attested to hy ;ivrrnnc annual earnings per share growth of 13% 
over the past ten yea rs. 

6. We estimate that earnings per share wi ll rise to about $9.60 by 1980, or 12% annu­
ally, and dividend increases should at least match this pace, considering that the 
noyout is current ly at the lower end of the 35-45% stated policy. 

7. We believe the price-earnings ratio will be in a probable future 7- 11 range. 

Considering these positive aspects, purchase of Standard Oil of Indiana should pro· 
vide an annual lnvcstmur t return o f 15-20% over the nex t several years. 

Co11vr1uht I!) Whlto, Wulrl P. Co . l11001nur.itucl , Hl77. 

11/0112 1/G l 
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1976 EARNINGS 

Earnings per share of $6.09 in 1976 were about 2Yi times the $2.41 level of 1971 but 
under the record $6.55 set in 1974. Quarterly 1975-1976 comparisons by major lines of 
business are tabulated below ( EPS in $). 

Petroleum 
U.S. Canada Overseas Chemlcals Other Net Income ---

1975 
10 $0.83 $0.07 $0.16 $.(0.09) $0.00 $0.97 
20 0.99 0.08 0.37 0.18 (0.01) 1.61 
30 1.06 0.16 0.29 0.06 0.00 1.57 
40 0.85 0.18 0.13 0.11 (0.06) 1.21 

Year $3.73 $0.49 $0.95 $ 0.26 $(0.07) $5.~6 

1976 
10 $1.21 $0.14 $0.33 $0.15 $(0.38) $1.45 
20 1.20 0.21 0.13 0.27 (0.05) 1.76 
30 1.38 0.14 0.16 0.09 (0.04) 1.73 
40 0.98 0.07 0.14 0.00 (0.04) 1.15 

Year $4.77 $0.56 $0.76 $0.51 $(0.51) $6.09 

% of Total 
1975 69% 9% 18% 5% (1%) 100% 

1976 78 9 13 8 (8) 100 

The company benefitted particularly in 1976 from ( 1) an increase in the average U.S. 
natural gas wellhead price to 65i per MCF from 48i per MCF, (2) higher U.S. refined prod· 
uct prices, particularly in the summer, and (3) a sharp increase in chemical volumes. Over· 
seas petroleum earnings per share declined to $0.76 from $0.95. The comparison was actu· 
ally more negative than reported because the first quarter of 1976 included a reversal of un· 
necessary expenses for fourth quarter drilling in Egypt. 

Results were hurt last year by a $0.39 a share first quarter nonrecurring expense for 
estimated costs of termination of a copper project in Zaire. In addition, revisions of North 
American oil and gas reserve estimates required a charge of $0. 18 a share in the fourth 
quarter, of which $0.11 was additional amortization and $0.07 was a writedown in value. 
The fourth quarter was also penalized by a number of negative uperating factors. U.S. down· 
stream results suffered from a buildup in inventories in anticbation of the OPEC price in· 
crease and a $30 million jump in the quarterly rate of entit1·1ments purchases. Chemical 
margins narrowed because demand was ins11Hicient to maintain cost pass-throuyhs, and results 
were also hurt by startup costs of four new plants. Foreign currency translations penalized 
the fourth quarter 1976 earnings per share comparison by $0.12 and the full year by $0.20. 
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NORTH AMERICAN PRODUCTION 

Standard of Indiana's U.S. production record over the past five years is shown below. 
On the basis of exploration and development discussed below, we believe the company can 
hold U.S. crude oil and natural gas output essentially even through 1980. 

1972 1973 1974 1975 1976 1977E 
Crude Oil 
Thousand Barrels Daily 420 459 471 459 449 445 
Million Barrels Annually 154 167 172 168 164 162 
Average Price Per Barrel $3.46 $4.12 $7.04 $7.95 $8.23 $8.75 

Natural Gas 
Million Feet Daily 3,118 3,124 2,893 2,631 2,556 2,600 
Billion Feet Annually 1, 141 1, 140 1,056 960 935 949 
Average Price Per Thousand Feet 

. 
20d 24e 3se 48d 65d 0oe 

•I ncludes Canndo whlcl1 accounts for about 10% of total North American natural gas sales. 

U.S. Crude Oil 

About 60% of the company's U.S. crude oil production is from the state of Texas where 
many reservoirs respond effectively to waterflooding and other forms of secondary recovery. 
Over 400 waterflood projects are operated with combined output of some 200,000 barrels a 
day, or roughly double the level of ten years ago. Mainly as a result of incremental output 
from waterflooding, Standard of Indiana has a ratio of 45% upper tier crude oil, unusually 
high for a major company. However, crude oil from stripper wells (ten barrels a day or less) 
not sul.iject to price controls is only 2% of total, reflecting earlier sales of then uneconomic 
properties. Except for 1974 when $578 million was spent on lease acquisitions, the company 
has not part icipated as heavily as most in Federal offshore lease sales. 

Instead, efforts have been pcirticularly aggressive onshore. Total undeveloped U.S. land 
holdings arc about 25 million net acres, c:ompared with 12.6 million net acres at the end of 
1970. Oil exploration has been most surcessful at Pineview and Ryckman Creek in the Thrust 
Belt of Utah- Wyoming, the Silurian Reef trend of northern Michigan, South Marsh Island 
Block 128 oHshore Louisiana, and deeper in the established Abo Reef trend of West Texas. 
In addition, some 16,000 barrels a day of crude output were added in south central Wyoming 
through the December 1975 purchase of Pasco, Inc. for a $135 million production payment plus 
$89 mill ion in cash. The production loan is paid down out of 85% of production and should be 
retired by the early 1980s. 

U.S. Natural Gas 

After declining about 18% since 1973. the company's domestic natural gas production 
should commence a gradual recovery this year ref lccting development in several areas including 
Wamsutter and Moxa Arch in Wyoming, the Ozona·Sonora area of southwest Texas, and Wallen· 
berg in eastern Colorado. The Wyoming program includes up to 89 wells being drilled by 
Cities Service in return for a call on most of the ga5. Production offshore Texas, where interests 
arc hold in 11 plutrorms. will begin in 1978 following completion of the High Island Offshore 



pipeline system. Deliveries net to Standard of Indiana should exceed 100 mil lion cubic feet 
c.. day by 1979 or 1980, and oil production of 8,000-10,000 barrels a day will begin following 
completion of a pipeline. 

Drilling will continue to be particularly active this year on 3,690,000 acres in Wyoming 
and Utah under a land grant option from Union Pacific Railroad which expires on November 1. 
Ryckman Creek, where Standard of Indiana has a 37%% interest, had a 120 foot oil column and 
and a 300 foot gas cap in the discovery well. It is being developed at several locations, and 
several exploration wells are planned or under way in this attractive area. 

Rising Prices 

Like other oil companies, Standard Oil of Indiana is benefitting significantly from rising 
U.S. crude oil and natural qas prices. The con1pany's average domestic crude realization should 
rise about $0.50 a barrel in 1977 and close to ~1.00 a barrel in each of several following 
years. Using $1.00 as a yardstick, annual revenues would rise by about $160 million after 
royalties. Additional severance taxes would he ar.out $10 million, and annual production costs 
might rise by $40 million ($0.25 a barrel). After income tax, net profit would benefit by 
$57 million, or $0.40 a share. The company also sells about 30 million barrels of natural gas 
liquids annually in the United States. Under present Federal Energy Administration controls, 
significant near-term price improvement is unlikely. 

Somewhat more than 40% of the company's natural gas 1976 sales are to uncontrolled 
intrastate markets, a sharp increase over 1975, as shown by the following statistics. 

-----------Million Feet a Day------ - ------
1971 1972 1973 1974 1971,j 1976E 

Intrastate 1,040 1, 145 1,272 1,045 869 1,100 

Interstate 
Onshore 1,633 1,565 1,387 1,376 1,309 1,060 
Offshore 377 444 432 443 423 400 

Total 3,058 3, 154 3,091 2,864 2,601 2,560 

About 400 million feet a clay, or 15% of • . tal gas production, is in the post-1972 vin­
tage category which benefits from price Increases to $0.93-1.42 plus escalation pri<;e increases 
under FPC Order 770-A. Reflecting both 770-A and the higher proporLion of Ul1L;)rttrolled 
intrastate sales, the company's average U.S. natural gas price rose to 65i per MCF in 1976 
from 48i a year earlier, and a further 15-20e improvement is likely in 1977. On this basis, 
revenues will benefit by $140- 190 million, and net income should rise by $55-75 million, 
or $0.35-0.50 a share. With prospects for a price of at least $1.44 per MCF on all new gas 
and considerably higher if the Carter Administration implements decontrol, we believe 
Standard of Indiana's U.S. natural gas revenues and profits will rise a similar rate for several 
years in the future. 
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Reserves 

Standard of Indiana has recently reduced North American µetro leum reserve estimates. 
This revision resulted in a charge against fo urth quarter 1976 earnings of $0.18 a share. U.S. 
changes are shown below. 

ESTIMATED U.S. RESERVES (12/31ns1 

Revisions 
Original SEC Guidelines .Q!h!!. Revised 

Liquids (mil. obi.I 2,242 32 11 2,199 
% Decrease 1.4% 0.5% 1.9% 

Natural Gas (bll. CF) 10,680 429 692 9,559 
% Decrease 4.0% 6.4% 10.4% 

Although reserve revisions are a frequent occurrence, the 1976 study was a particu larly 
intensive one because of new SEC reporting requirements. Natural gas reserves were particu· 
larly affected by unexpected ly rapid pressure declines at the Old Ocean and Gomez fie lds in 
Texas, and Blanco Mesa Verde in New Mexico. U.S. reserve lives are about 10 yE!ars for natural 
gas and 11 for oil, comparable to the industry as a whole. 

Canada 

About 10% of total net income is obtained from oi l and gas output in Canada. Net pro­
duction has fall en since 1973, partly reflecting higher provincial royalties. However, profits 
have rough ly tripled during that period as a result of higher prices. We estimate that the com­
pany's Canadian earnings per share will rise $0.05-0.10 annually over the next se\/eral years as 
prices move up further. 

OVERSEAS PRODUCTION 

Standard Oil of Indiana re-entered oversnas oil operations in 1958 in what since has come 
lo be considered as a watershed joint venture with the Iranian g'Jvernment. Thi~; departure 
from the venerab le concession system was fol lowed by a similar agreement with Egypt in the 
Gulf of Suez. Exploration under both ventures hos yielded significnnt reserves and rising pro­
duction. Statistics on overseas oi l production are shown below, including estimates for the 
next s':!veral years. 

NET OVERSEAS LIQUIDS OUTPUT 

(000 Barrois o Doy) 

Estlm111d 
1973 1974 ~ 1976 1977 1979 

Tnnidod 49 71 109 95 100 100 
Iron 64 56 88 100 130 160 
Euvnt 50 42 67 80 105 150 
Argentina 54 55 49 45 45 45 
Vunozuolo 34 29 28 
United KinocJom 5 15 
Othor 7 6 8 3 _ 2 ~ 

To tu I 258 269 349 323 387 490 

Nutu: Vonowolo wos notionalizod on December 31, 1975. Growth in "other" primnrily 
rnflucu Norwov. Egypt lnciudus cost recovery harrols. 

1981 

55 
155 
115 
40 

15 
50 

430 
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Trinidad 

Production from three fields has reached an aggregate level of about 100,000 barrels a 
day. Samaan, the largest of the three, has API gravity of 36.8 degrees. Reservoirs character­
istically have rather rapid declines from peak flows. With fu11her development, however, 
production should hold at the present rate for three more years, following which considerable 
slippage is likely unless there are further discoveries. In 1976, producing operations in Trinidr.d 
involved a royalty of $2.18 a barrel, producing costs of an estimated $2.00, and income taxe:. 
of an estimated $7 .62, or a total tax paid cost of $11.80 a barrel. Allowing for an average 
export price of $12.60 last year, the company made $0.80 a barrel last year on production · n 
Trinidad, equal to net income of $30 million, or $0.20 a share. Wr~ t!xpect this contributio · 
to be essentially maintained through 1979 although the governr.'ler.t n,:~ht tighten fiscal terms 
to something more in line with OPEC. 

Iran 

The company's Iranian production should rise to about 160,000 barrels a day from 
100,000 BO over the next three years as the two newer fields- Ardeshir and Fereidoon-develop 
to peak flow rates. However, Iranian fiscal terms are harsh, limiting profitability to $0.20-0.25 
a barrel. On this basis, earnings per share from Iran would move up to only $0.08 a share in 
1979 from $0.05 in 1976. 

Egypt 

Operations in Egypt are under a production sharing agreement with the government whereby 
the company receives up to 20% of the oil for recovery of costs and an additional 17% of the 
remaining 80% a1; profits. The 17% share will drop to 15% in 1978. As indicated below, 
equity production should more than double in the next three years, benefiting from water· 
flooding of the Morgan and July fields and further development of Ramadan. Two dis­
coveries made during 1976 should add to this potential. A profile of these properties is shown 
below. 

Estimated Production (BO) 
API Sulphur - - - -Gross-- - - Indiana's Eqult'.f'. Shure 

Fi old Gravity Content 1976 1979 1976 1979 

Mornan 31° 1.7% 100,000 1 G0,000 14,000 19,000 
July 32 1. 1 50,00(1 80,000 1,000 10,000 
Ramadan 31\ 1.1 85,000 250,000 12,000 30,000 
Block 382 31\ 1. 1 120,000 14,000 
Block 300 26 2.8 20,000 2,000 

Total 235,000 630,000 33,000 75,000 

Assuming an average wellhead price of $11.25 a barrel, the company's revenues on equity 
production in Hl76 were $135 millinn (33,000 BOX 365 days X $ 11.25 a barrel). Hypothe· 
sizing costs above and beyond cost recovery at $50-75 million, net earnings would have been 
$60-85 million, or $0.40-0.55 a share. At a probable prir. ·~ in the vicinity of $13.00 a barrel 
by 1979, revenues from equity production would be about $355 million, or $2.65 a share. 
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However, we believe that continuing costs above cost recovery or har:.~<>r terms will reduce 
this contribution to $1.00-1.50. 

Argentina 

Argentine production ranges between 45,000 and 50,000 barre ls a day under a long-term 
contract with the government. This agreement appear to allow a unit profit of about $ 1.00 
a barrel (basic fee plus adjustments), equivalent to 1 i ~ -:ome of $ 17 million ($0.12 a share). 

North Sea 

Stan::lard of I ndial".3 has relatively small inter.1sts in North Sea ci l reserves compared with 
most major oil companies. Production from the M 1ntrose field (30.77% owned) began during 
1976, with peak output estimated to reach 50,000 Larrels a day, or about 15,000 BO net to 
the company. Two di~coveries, Hutton and Northwest Hutton, have been made in th ·. "golden" 
quadrant 211 area east of the Shetland Islands, but they as yet remain uncommercial in size. 
On the Norwegian side, initial production is anticipated from the 7.2% interest Tor unit this 
year, and Tor should reach a gross rate of 75,000 BO (5,000 BO net to Indiana) in 1978. 
Delineation of th~ nearby Valhall field (28 1/3% owned) is continuing, and gross potential 
appears to be 100,000-150,000 BO. The company has a tiny 1.04% interest in the giJnt 
Stratfjord field, which should contribute net production of about 3,000 BO in 1979 and 
8,0C0-9,000 BO by the mid·1980s 

DOWNSTREAM 

United States 

The company has operable U.S. refinery capacity of 1, 150,000 barrels a day including 
large plants at Whiting, Indiana (360,000 BO) ;ind Texas City, Texas (333,000 BO) . Utiliza· 
tion is uvcr 90% and should remain so in the near futuro because no grass roots expansion is 
contemplated. With annual U.S. oi l product sales of about 17 billion gallons, Standard of 
Indiana has material price leverage. Each 1!i a gallon price change over the course of a year 
is equivalen t to net income of abou t $90 million, or $0.60 a share. Industry operatinu rates 
should remain at about 90% over at least the next three years, reflecting only moderate capa· 
city additions, nnd gasoline price c;trudurr.s should accordingly allow generally consistent cost 
pass-through or even some margin improvement. In this regard, the Federal Energy- Adminis· 
tration en ti t lements program has had the inadvertent effect of encouraging crudP. oil rather 
than refined product imports, tempering downward price pressures which often resul t from 
excess refining capacity. Domestic c.Jownstrr.nrn profits improved in 1976, probably represent· 
ing some 10% of company total. 

Overseas 

Principal overseas refineries arc located at Milforll H ;'l'. Cll, Wales (102,000 BO) and Cremona, 
Italy (80,000 BD). As elsewhere in Europe, these plants have operated at uneconomical rates 
over the pnst three years because of depressed demand, but the impact on overall results llas 
been modest. 



CHEMICALS 

Standard of Indiana is one of several major oil companies which has placed considerable 
emphasis on er <1mical expansion over the past few years. Revenue and profit trends are shown 
below. 

1973 1974 1975 1976E 
Revimues (millions) 

Fibers and films S197 $272 S293 $375 
Industrial 68 130 195 270 
Fertilizers 89 133 187 175 
Synthoti~ fabrics 153 165 166 185 
Polymers 96 143 110 150 
Petroleum additives 35 65 78 100 
Fabricated plastic products 71 101 75 80 
Other 62 80 86 101 

Total $771 $1,089 Sl,190 $1,436 

Net Income s 48 $ 95 $ 37 $ 74 
% of Total Net Income 9% 10% 5% 8% 

Average Net Investment $506 $584 $776 $1,000 

lleturn on Avernge Net Investment 9.5% 16.3% 4.8% 7.4% 

Results have been highly sensitive to broad trends in business activity and also to mini· 
cycles within the economic expansion of the last year and a half. Quarterly profits moved in 
a volatile pattern during 1975 and 1976. The second quarter is seasonally higher because of 
r~~ti lizer. 

1975 
1976 

10 20 30 40 
--- - -- -- - millions -- - -- - -·- - -

$(13) 

22 
$27 

39 
$ 9 

13 

$ 16 

0 

About one-fourth of Standard of Indiana's chemical revenues come from the salr. of puri· 
fi i:rl tcrephthalic ncid (PTA), and, to a lesser extent, dimethyl terephthalatc (OMT), both raw 
materials in the production of polyester films and fibers. The company has con1.:entrated on 
PT.A. because it has a 12- 15% cost advantage over DMT. Second in importa1-ce as a category 
is the manufacture of eth lyene, styrene, and other basic "industrial" chemicals. Fertilizers 
have diminished in significance as a result of price weakness since mid- 1975. Roughly one-sixth 
of total chemical revenues are from overseas. 

Five chemical plants were completed in 1976, and eight more arc scheduled between now 
anu the end of 1979. Among the largest to be completed over the next three years are a second 
billion pound per year olefins (ethylene, etc.) facility al Chocolate Bayou, Texas in 1977 and 
a billion pound per year PTA unit at Char leston, South Caro lina. Chemical results should benefit 
during 1977 from full year oµerations of a 200 million pound per year high density polyethy­
lene plant ill Chocolate Bayou, a 500 million pound per year po lypropylene facility at Geel, 
Bclnium, all of which hod a negat ive i111pact in 1976 due to start-up costs. Current year revenue 
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contributions from these three new expansions (and two smaller ones) should total $250- 300 
million at present price levels, and additional profits should be in the range of $15-20 million. 
And, ongoing chamical operations should add $5-10 million, or a total increase in net income 
of $20-30 m:Hicn ($0.15-0.20 a share) from chemicals in 1977. Facilities starting up during 
the next three yl:!alrs should add about $500 million in annual revenues, or equivalent cost 
reductions, at cummt price levels. Assuming a 6% after-tax margin, the profit increment would 
be $30 million by 1980. Allowing for moderate further growth from existing chemical activ­
ities, we e5timate that total chemical profits will rise to abfll't $150 million ($ 1.02 a share) 
by 1980 from $74 million ($0.51) last year. 

1977-1980 EARNINGS PROSPECTS 

Our profit expectations th1 ,jugh 1980 by major line of business are as follows: 

Estimated 
1976 1977 1978 1979 1980 
- ~ - - - - - - - - - -($ millions)- - - - - - - - ·- - -

Petroleum 
U.S. 700 760 840 920 980 
Canada 82 92 100 110 120 
Ovem1as 111 120 145 170 195 --

Total 893 972 1,085 1,200 1,29S 
Chemicals 74 100 115 130 150 
Other ___Qi!_ (20) __@_ (30) ~l 

Net Income 893 t,052 1.175 1,300 1,415 
Ec1rnings Per Sr.arc $6.09 $7.15 $8.00 $8.85 $9.60 

As dif.cussed earlier, earnings per share should benefit particularly over the next several 
years from rising crude oil anr; natural gas prices in North America, moderate improvement 
in U.S. refining margins, new crude production in Egypt, and chemical expansion. In addi­
tion, current year results will be helped by absence of the $0.39 a share 1976 writeoff in 
Zaire. During an economic downturn in any individual year, chemical resu lts would slip, 
thereby affecting the reasonably even progression developed above. Moreover, we have not 
attemµted the precarious effJrt of estimating annual swings in foreign currency translations. 

FINANCES 

Capital expenditures rou~1hly doubled between 1972 and 1974, and outlays have remained 
in the $1 y, billion area duri ng each of the past three years. 

1972 1973 1974 1975 1976 1977E 
- - -----------($mill ions)- - - - - ---- - -- - -

Not Income $372 $511 $958 $789 $893 $1,052 
Dividends 167 100 234 294 337 382 

Retained Earnings $205 $331 $724 $495 $556 $ 670 
Non-Cash Cha rges 422 462 580 695 725 800 
Funds Provided From Oporotions $627 $793 $1 ,304 $1, 190 $1,281 $1,470 
Capital Exponclituros 749 901 1,5 11 1,525 1,340 1,700 
(Deficiency) (11 2) (100) (207) (335) ( 59) (230) 
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The deficiency has been financed primarily by long-term debt under a financial strategy 
that has held the debt ratio to less than 25%. The common d ividend was recently raised to a 
quarterly rate of $0.65 from $0.575. Stated policy is to pay out 35-45% of earnings, sug­
gesting that the dividend could be increased again during the next twelve months and further 
in the years ahead. 

R R-77 ·24 
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FINANCIAL SUMMARY 

($millions) 

1971 1972 1973 1974 1975 1976 

Operating Data 

Revenues $4,965 $5.477 $6,468 $10,156 $11 ,147 $12,672 

Depreciation, etc. 344 384 448 562 610 640E 

Pretax Income 448 496 781 1,694 1,966 2,243E 

Income Taxes 107 124 270 736 1, 179 __!d50E 

Net lncorr:.i $ 341 $ 372 $ 511 $ 958 $ 787 $ 893 

Operating Ratios 
Pretax Margin 9.0% 9.1% 12.1% 16.7% 17.6% 17.7% 

Tax Rat'? 23.9 25.0 34.6 43.4 60.0 60.2 

Net Margin 6.9 6.8 7.9 9.4 7.1 7.0 

Equity Turnover 1.4X l.5X 1.6X 2.2X 2.1X 2.2X 

Return on Equity 9.9% 10.1% 12.9% 20.7% 14.7% 15.4% 

Per Share Data 
Earnings Per Share $2.41 $2.59 $3.54 $6.55 $5.36 $6.09 

Dividends 1.15 1.20 1.29 1.65 2.00 2.30 

Price Range 35-26 44-31 52-38 55-35 53-36 60-41 

Book Value $25.70 $27.20 $29.54 $34.78 $3B.12 $41.91 

P/E Range 14-1 1 17-11 14-10 8-6 10-7 10-7 

Average P/E 12.5 14.0 12.0 6.5 8.5 8.5 

P/E Relative to S&P 500 73% 81% 92% 73% 80% 85% 

Shares Outstanding 138 140 140 147 147 147 

BALANCE SHEET SUMMAR¥ 

($millions) 
Percent Chango 

1971 1975 9/30/76 1970 to Latest 

Current Items 
Assets : 

Cash and Equivalents $ 288 $ 772 $ 819 184% 

Receivables 712 1,506 

Inventories 466 923 

Tctal Current Assets $1,466 $3,201 $3,616 147% 

Liabilities: 
Short·Tcrm Debt $ 49 $ 112 

Other Current Liabilities 719 --- 2.057 ---
Totnl Current Liabi lities $768 $2, 169 $2,475 222% 

Current Rotio 1.9X 1.5X 1.6X 

Not Assets 
Net Work ing Capitol $ 698 $1,032 $1,141 63% 

Not Plont 3,964 6,4 13 6,808 71 

Investments 211 240 317 50 

Total $4,873 $7,685 $8,266 70% 

Capitalization 
Lonu·Term Debt $1,027 $1 ,709 $1,741 70% 

Dcfllrrnd Items 281 391 458 63% 

Minority Interests 15 

Stockholders' Equity 3,550 5,585 6,067 71% 

Total Capitalization $4 ,873 $7,685 $8,266 70% 

Long·Term Debt % Capital 21 % 22% 21% 



White,Weld &Co. 
l.N:crponr.ed 

Thoma C. Pryor Herold W. J1n1w1y 
Ex11cuti1111 Vic11 President (212) 285-2666 D irector of ln1111stment Policy (212) 285·2060 

Jerome P. Kenney Rlchud A. Kimball 
Director of Research (2121 285-2020 Dfrector of Marko ting (2 121 285·2374 

Frink J. Ritger A. G1ry Shilling 
S11nior Vice President (2121 285·2120 Chief Economist (212) 285·267CJ 

Biiie l nm.tstrl• 
Georoe H. Clea\•er •••. • •• 
Frederic S. Coffman, Jr. • • . 
Betty M. Fegan •••• • •••. 
F. Rober t Mayforth . . .•.• 
William N. Walling, Jr .•••.• 

Consumer Product& & Services 
William R. Giii, Jr • •• : •••• 
John A. Jensen, Jr. • ••• • • 
Brenda Leo Landry . • .••• 
Miiton Schleckman •••••• 
Daniel E. Somers •.••.. • . 

Energy 
A. Hager Bryant, 3rd .. •.. 
Phil ip L. Dodge . •.•• ••• 
John H. Hayward, Jr. • .. , • 
John L. Kalmbach ••••• •• 
Richard L. Devluon, Jr ..•.. 

Fln1ncl1l Services 

Metals & Mining •••••..... •• •• , .••. .• , • . ••... 
Forest Products, Paper . . • . • • • . • • • • • . • • • • • • • . . •• 
Pollution, Publishing, Capitol Goods .•.• . ....••.•...• 
Chemicals, Environmental Controls .•.•••••.•••••.••• 
Coal . .. . ..•• • . •.•••.•.••••••.•..••...•• . 

Retail T rade ••...••.••.••••••..•••.•••.•... 
Consumer Products, Household Products •. . .. • . ••.•. .•. 
Photography, Cosmo tics, Household Products • . • . • . • , • • · •• 
Consumer Electronics, Air Conditioning, Appliances .••...•. 
Beverages, Fost Food, Lodging . • .. •.... ..•.• • . ... .. 

Gas Pipelines and Distribution ......•..•.•..•..... 
Oil, Gos .•••.••••.•• .•••• ••.••••• •..••..•. 
Oil Servicu & Related . • . . • • • • . . • . . . • . . . • . . • . . •• 
Natural Gas, Resources, Diversified •.. .••. •••.•. . .. . . 
Oil Consul tant ....•.....•...•. .••• ...•....•. 

(2121 285-2012 
(212) 285-2748 
(212) 285·:!054 
(302) 656-7741 
(212) 285·2438 

(212) 285·2070 
(212) 285-2074 
(212) 285-2080 
(212) 285·2024 
(212) 285-2076 

(212) 285-2696 
(212) 285-2043 
(212) 285·2032 
(212) 285·2065 
16171 482-7767 

A. James Donohue • . • . . . . Banks, S&L's, RE IT's, Mortgaoc Insurers, Misc. Roel Estate ...• (212) 285·2010 
Gerald E. Lewinsohn • . • . . • Insurance •.... . . ...•. .• . . .•....•.••....•.. (2 12) 285·2000 

Health C.re 
Mlchool M. Horshborgor .•. . 
L. John Wilkerson .•.••.• 

Mlrket An1ly1l1 
H. Carroll Mockln ••. . ... 
Petor J, Conelo •.. • . ••. . 
John A. Mendolson . . . . . . 

T1chnolo11Y 
Sto\/Or L . Babcock, Jr ...•.. 
Jomes C. Blair . .....•• . 
Crolo W. Fenning ....... . 
Anthony G. Longhem •.•• . 
Jeck K. Smith ••.•.••.. 

Utilltl•• 
Marjorie M. Jonos .... .. . 
Edword A. Poscotollo .... . 

Support S.rvlcH 
Cmilv K. Boldt .••.•••.• 
Jeanne M. Gallagher .••. .. 
Robert Margolis •• , . • . . , 
Ellen L. Miiier .•.•. . .•• 
Mory M. Rlcnor . . . . . . . . . 
Ann T . Stott •.. • .... 

Drugs . ..•. ••.. .. .. ..•.. ...............•• 1212) 285·2698 
Hospital Products ..... . . •. .. .. . .....•..•....• (212) 285·2696 

Computer Support- Porformonce Monitor ..• . .......... (2 12) 2tl6·2056 
Computor Support-Performoncu Monitor ..• • . ......... (2121 286·2266 
Technical Analyst ••• .. • •.•.. .• . •••. • •. , ..• ... (2 12) 285-3763 

Special Situations •..............• . ... ... ..... 1212) 285·2026 
Computers, Office Equlpmont ••. .• .....•..••.•...• 1212) 285·2045 
Electrical Equipment ••...•••.•........••.....• (2 12) 286·2030 
lnsti-urnentotlon, Semiconductors •...•.••••...•...• . (2121 285·2047 
Computers • • . •.•..... . •.. . ..... • ..•.•..•. • 1302) 656·7741 

Electric, Telephone 
Electric, Telephone 

(212) 285·2040 
(212) 285·2066 

Research Assistan t . .•..•.••.•..•••••..•....... 13021 656-7741 
Editor •. ...••.. ..• ... ........•........ ... 1212) 285·2075 
A rt Director .. . , . , , •. , , , • , .. • , , ....•.... , .. (2 12) 285·23 19 
Llbrorlen . . . . . . • . • • . . . . . • . ...•......... , . (212) 285·2085 
Assiuant to Director of Roseorch ...... ............. 12121 285·2020 
Institutional Morkotino ••....•..•..•.•....••.... 1212) 285 ·2064 

ONE LIBERTY Pl A?.A , NEW YORK, N. Y. 10006 

DOMESTIC DALLJl,S MINNEAPOLIS PROVI DENCE TYSONS CAN, VA GENEVA 
ATLANTA DENVER NEW CANAAN , CT ST. LOU IS WASH INGTON, DC HONG KONG 
BOSTON HARTFORD NEW HAVEN SAN FRANCISCO WI LMINGTON LONDON 
CENTURY CITY HOUSTON NEW YORK SEATTLE MONTREAL 
CHICAGO KANSAS CIT Y OMAHA TULSA INTERNATIONAL PARIS 
CLAYTON, MO LOS ANGELES PHILADELPHIA TROY, Ml CARACAS ZURICH 



Phi lip L. Dodge 
(212) 285-2043 

Summary 
Report 

February 28, 1977 

CITIES SERVICE COMPANY {CS) 

Price (NYSE) Dividend EPS (December) 

Current: 59 Rate: $3.00 1977E: $8.75 
Range (1976-1977) : 61-39 Yield: 5.1% 1976: $7.98 

1975: $5.12 

Average Shares Outstanding: 27.3 million Return on Average Equity : 

Market Value: $1,61 1 million Book Value Per Share (12/31/76) : 

SUMMARY 

P/E 

6.7X 
7.4X 

11.5X 

12.7% 
$65.63 

Cities Service should experience m0rlerate profit improvement over the next several 
years as a resu lt of rising U.S. natural gas ai:d crude oil prices, and a possible turnaround 
in chemical-metal operations at Copperhill, Tennessee. The company would also benefit 
differentially if government price contro ls wr re removed from all natural gas liquids, 
although timing of such a step is unclear. On the other hand, Cities is among the .najority 
of U.S. crude oil producers facing a decline in production, and efforts to reverse this trend 
thus far appear futile. While the entire domestic oil group continues to appear attractive, 
we prefer companies with visible sources of rising energy production. 

PRODUCTION OUTLOOK 

Bot n crude oi l and natura l gas production declined 4- 5% in 1976, but natural gas 
liquids output stabilized at 90,000 barrels a day, reflec ting expansion of the Odessa {Texas) 
and Paddle River (Alberta) plants, a new faci lity in Campbell County, Wyoming, and deeper 
cuts at st veral other facili ties. Crude production will probably drop a further 5% in 1977, 
natural gas is likely to fa ll by a lesser 1-2%, and NG L should again remain about even. 
The natural gas decli ne is being tempered by broad efforts in older domestic onshore basins 
and by new offshore Louisiana production. 

Most important exploration success has been experienced during recent years on 
Federal tracts in the Gulf of Mexico. Cities' daily production from the Gulf currently 
averages about 23,000 barrels of oi l {about 22% of U.S. tota l) and 300 mi ll ion cubic feet 
of gas (30%). Since November 1971, the company has spent over $225 mi ll ion on Gulf 
lease bonuses, and it subsequent ly has established commercial reserves on 25-30 tracts, 
only 2 of which {East Cameron 33 and South Marsh Island 261) are already producing. 
Offshore Texas production has been delayed by earlier Federal Power Commission trans-

C()fly11ght © Whlto, Wold & Co. lncorporntcd, 1977. 
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portation deliberations, but the High Island Offshcve f:ipeline system is now under construc­
tion. Assuming completion of HIOS early next year, Cities' offshore Texas gas prnduction 
should make a significant contribution in 1978. Initia l connections will be to Blocks 110-111 
(20% owned), A 322-323 (19%), and A 520 (25%). The A 327-332 field (10% owned) wm 
be tied in shortly thereafter. All in all, the Gulf of Mexico should add net new gas produc· 
tion of 150-200 million cubic feet a day by 1979, more than offsetting decreases in old~r 
fields. The increase in total gas production will probably be on the order of 3-5% in both 
1978 and 1979. Gulf of Mexico natural gas reservoirs are typically meager in associated liquids, 
and additional NG L output may be no more than 3,000-4,000 barrels a day. Nevertheless, 
these and other expansions should be adequate to offset other declines, and aggregate companv 
natural gas liq1.~ids output should hold about even over the next few years. Barring some un­
predictable and perh;aps unlikely significant discovery, the downward trend in crude oil output 
will continue. 

Cities' natural gas production probably contribuh•s 25% of total p1·ofits, and the company 
has unusually high leverage on rising natural gas prices. s:pc Order 770-/\, which raised post· 
1972 gas prices substantia lly, initially adds about $13 million to company net income on an 
annual basis. Partly because of 770-A, Cities' average wellhead gas price rose to 43e per 
thousand cubic feet in 1976 from 33ci in the previous year. A comparable increase appears 
likely in 1977, or the equivalent of about $35 mill ion in pretax earnings ($0.!0 a share net 
after taxes). By 1980, when new Federal offshore tracts are in production, the company's 
average price shou ld reach 8Qi per MCF, or higher if new gas is decontrolled. 

Cities' U.S. crude oil price averaged $7.55 a barrel in 1976. About 61% of production 
is lower tier (industry norm 52%), 25% upper tier (35%), and 14% stripper (13%1. Although 
domestic crude oil prices are technically frozen by the Federal Energy Administration, stripper 
crude postings, which are not regulated, rose at the first of the year along with OPEC increases, 
and higher priced upper tier is also rising as a percent of total. Moreover, monthly allowable 
increases in both upper tier and lower tier prices will probably resume by the middle of 1977. 
On this basis, Cities should rea lize an average U.S. crude oi l price of about $8.25 a barrel this 
year, up $0.70 from 1976. Allowing for a 5% drop in volume, domestic crude oil production 
revenues after royalties should rise to about $303 million from $290 million, and earnings per 
share by $0.20 after severance taxes, moderate cost increases and income taxes. This favorable 
comparison should be typical of general experience in each of the next several years. 

Overseas exploration efforts have met with only modest success over the years, current ly 
involving production in Argentina, Indonesia, and Sh11 rjah, but on the whole unprofitable be­
cause of exploration costs. First half 1976 resu lts were penalized by write·downs of $12 mil ­
lion ($0.45 a share) in Indonesia and Peru. 

In Canada, Cities Service is making a substantial investment to develop synthetic oil pro­
duction in the Athabasca tar sands. Cities' 22% share of tho Syncrude project is presentl y 
estimated at $475 million, of which the Alberta government is loaning $100 million. Alberto 
has tho option of converting this loan into n 5% equity in terest. Moreover, Alberta Energy 
Company may purchase a 20% interest in the entire Syncru<.lc project. Depending on whether 
and when these options are exercised, Cities' intrrest could decline to 12.6- 13.6%. 
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Construction is essentially on schedule, and synthetic crude oil extraction and processing 
is likely to begin in 1978. Initial design capacity of the plant is 109,000 bc:rrels a day, and 
Cities' 22% share of daily output is expected to average 5,000 barrels in 1978, 16,000 in 1979, 
and 24,000 barrels in 1980. With debottlenecking, capacity can later be raised about 15-20% 
at a relatively nominal expense. Operating costs are estimated at $10.25 a barrel in constant 
dollars over the 25-year estimated life of the project, but the figure will probably be higher 
in early years of below-design utilization. Syncrude will not be subject to Canadian price con­
trols, and it would currently fetch about $12.00-13.00 a barrel at the plant. Barring an un­
likely reversal in trend, oil prices should move up 5- 10% annually over the next several years. 
On this basis, Syncrude would realize close to $15.00-16.00 a barrel in 1980, a figure which 
should be moderately profitable. The Province of Alberta is to receive 50% of profits, this 
amount deductible for Federal Canadian tax purposes. Assuming a 1980 price of $16.00 and 
costs of $11.00, Cities would net about $1.25 a barrel or $11 mill ion net ($0.40 a share). 
Better results are contingent on higher prices and scaling up to greater output, both certainly 
future possibilities. 

NATURAL GAS TRf,NSMISSION 

Cities operates a primarily interstate transmission system in the central U.S. This activity 
accounts for about 20% of company profits. Although volume has declined over the past 
several years due to supply limitations, the spread between price and cost has risen to about 
30i per thousand cubic feet from 1 O<i, and profits have improved sharply. Results last year 
benefited particularly from rate case adjustments. With regulatory limits now being approached, 
earnings are likeiy to increase by a lesser 5-10% in 1977, again reflecting a wider spread. This 
rate of growth is also a realistic expecta tion over the next several years. 

METALLURGICAL CHEMICAL AND COPPER 

Copperhill 

Cities continues to lose money on su lf ide ore prot:essing operations at Copperhill, Tennessee, 
although we estimate that the pretax deficit was reduced last year to about $10- t 5 million from 
approximately $25-30 million in 1975. Principal products are copper, iron oxide pellets, 
sulfu ric acid, and zinc concentrate. Copperhi ll was expanded in 1973 and has been plagued 
with problems since. Major modifications were required in four iron roasters which heat iron 
concentrate to remove sulphur dioxide, and this segment is now function ing satisfactorily. 
However, difficulties continue in the critical iron pelletizing system, and production has been 
running below levels that could readi ly be supplied to Republic Steel and other available 
markets. Results were also hurt in 1976 by reduced demand for sulphuric acid related to 
ferti lizer industry over-supply of phosphates. Cities was able to temper the impact of this 
downturn by closing sulphuric acid faci li ties at Atlanta, thereby maintaining better utili zation 
at Copperhill. Expectations are that the Copperhill deficit can be reduced or eliminated in 
1977. 
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Arizona Copper 

Cities operates a copper mine with design capacity of 125 million pounds annually at 
Pinto Valley near M:ami, Arizona. Pinto Valley produced about 120 million pounds in 1976, 
and an additiona! 30 million was obtained from processing at Copperhill (and additional small 
quantities elsewhere). Revenues from copper last year were about $100 million at an average 
price of 68e a pound, and profits were probably on the order of $8-10 million, or $0.30-0.40 
a share. Contingent on demand from Inspiration Copper, which operntes nearby smelting 
facilities, Pinto Valley output may rise 10 million pounds this year. Prices are not likely to 
improve significantly in the near term, despite some recent strengthening. Each 1e change on 
an annual basis equals about 3e a share in Cities' earnings. 

EARNINGS 

Cities registered outstanding profit improvement last year to $7 .98 a share, up 56% from 
$5.12 in 1975. Each quarter showed a strong gain. 

1975 
1976 
% Increase 

10. 

$1.00 
1.82 

82% 

20. 

$0.90 
1.89 
110% 

30. 

$1.49 
2.09 

40% 

40. 

$1.73 
2.18 

26% 

Year 

$5.12 
7.98 

56% 

Earnings in 1976 were tavorably influenced by several factors. On a pretax basis, higher 
U.S. natural gas prices added about $1.25 a share and higher U.S. crude prices about $0.65 a 
share. Natural gas transmission earnings rose .. Y about $10 million, or $0.35 a share. Utiliza· 
tion of the 275,000 barrel a day Lake Charles (Louisiana) refinery rose to 95% from 93% in 
1975, and, more importantly, product prices were strong, allowing considerable cost recovery 
under Federal Energy Administration price controls. Pretax petrochemical profits increased 

-by an estimated $10-15 million, or roughly $0.40-0.50 a share, benefiting from expanded 
low-density polyethylene facilitie~ at Lake Charles. Copper sales jumped more than 50% as a 
result of new output at Pinto Valley. The year-to-year comparison also was helped by a $7 
million decline in exploration and lease amortization expc:11ses, evl:l11 though first half 1976 
results included writedowns in Indonesia and Peru totaling $12 million ($0.44 a share). 

We estimate that 1977 earnings per share will rise to an $8.50-9.00 range. Anticipated 
improvement will particularly reflect a full year c.'f higher natural gas price under Federal 
Power Commission Order 770- A. Overall, Cities' average natural gas price should move up 
about 1 O<l per thousand cubic feet th is year, adding $0. 70 a share to net income before cost 
increases. If producing costs are 10% higher this yt?ar, probably morn th-:; , an adequate 
allowance, the additional profits would be about $0.40 a share after taxes. As noted earlier, 
Cities also has considerable leverage on U.S. crude oil prices, and a probable increase of 
approximately $0.70 a barrel this year shoul'i more than offset the negative impact of lower 
production and cost inflation. Gains in other segments are likely to be more moderate this 
year than last, although most should be up. Downstream operations should continue to bene· 
fit from a firm price structure, with gasoline recently showinCl contraseasonal improvement, 
although a recent strike at Lake Charles clouds the first quarter outlook. Further corrective 
eHorts at Copperhill could eliminate deficits of rerent years, adding about $0.25 to earnings 
per share. On the negative side, international results may be depressed again by higher ex· 
ploration costs or further writedowns of unsuccessful efforts. 
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Profits beyond 1977 are somewhat uncertain pending clarification of national energy 
policy. If price co:itrols are removed from new natural gas and natural gas liquids, five-year 
growth could be in the upper end of a 5-1 0% ann•Jal range. About 80% of Cities' NG L is 
subject to price controls. On the other hand, a restrictive approach would probably hold 
average yearly improvement to a more moderate 5-7%. Cities is not among companies that 
have more assured prospects from development of major new sources of crude oil or natural 
gas, and it has no coal. Only in the long term could tar sands make a significant contribution 
to total profits. Year-to-year variations in earnings may be considerable i:iS a result of fluctua­
tions in copper prices or the impact of general industrial activity on Copperhill . 

FINANCES 

Capital outlays rose to $525 million last year from $439 million in 1975, and $575 mil· 
lion is budgeted hr 1977. These increases primarily reflect large capital requirements of the 
Athabasca tar sand 1. The company raised $150 million through sale of 9 3/4% twenty-five 
year debentures in October 1975. Recent year cash flow-expenditure relationships are shown 
below. 

($ in Millions) 

1974 1975 1976 1977E 

Net Income 204 138 217 240 
Dividends 61 65 71 82 

Retained Earnings 143 73 146 158 
Noncash ~harges 239 269 310E 350 

Funds Provided Internally 382 342 456E 508 
Capital Expenditures 447 439 525 575 
(Deficiency) (65) (97) (69) (67) 

Cities maintains over $200 million in cash holdings, and the indicated current year deficit 
could be met from working capital. The quarterly dividend was recently raised to $0.75 a 
share, the second increase in six months. At about 35% of estimated 1977 earnings, the pay· 
out is comfortably low and could be raised again before the year is over. The stock currently 
yields 5 , % on the $3.00 dividend. 

RR-77-33 - Research Department-

Thtt foregoing hos boun provnrud solely for lnforrnatlva 1>•rrpo101 and Is not u sollcltotlon, or on offur. 10 lJuy or sull uny 
l(!curity . It doos not purport to bo o compl~to d11lcrlptlon of tho socuri tios, markou or tlovolof)mo111t ru fn11r•d to Ir• thu 
metorlol. All opreulons ol oprnlon are 'ubfoct to chengo without not lco. Tho Information I• ohrni.,u<I fr om source< w hich 
'Ml consld1!t rollable but wo hovo not lndeponclentlv 11orlf lo<l 1ut h Information ond wn 110 no t g1101nn1ou tllOt 11 '' 11cc111 111• nr 
comploto. Wo, or our offlcors 01111 dlrocton, m.w from tlmo to time h11110 o lonu or short position in th11 su c:urltlus 111l'1111 u11111I 

ll<ld may sell Ot tiuv rnch tocurlt ius. 



FINANCIAL SUMMARY 

(Miiiions) 

1972 1973 1974 1975 1976 

Operating Data 
Revenues $1,870 $2,066 $2,847 $3,238 $4,006 
Depreciation, etc. 115 114 128 130 148 
Pretax Income 122 193 298 245 394 
Income Taxes 22 55 89 99 170 
Net Income 99 136 204 138 217 

Operating Ratios 
Pretax Margin 6.5% 9.3% 10.5% 7.6% 9.8% 
Tax Rate 18.0 28.5 29.9 40.4 43.1 
Net Margin 5.3 6.6 7.2 4.3 5.4 
Equity Turnover 1.3X 1.4X 1.8X 2.0X 2.3X 
Return on Equity 7.1% 9.2% 12.7% 8.6% 12.7% 

Per Share Data 
Earnings Per Share $ 3.73 $ 5.06 $ 7.58 $ 5.12 $ 7.98 
Dividends 2.14 2.14 2.27 2.40 2.60 
Price Range 47.34 5940 61 ·33 51 ·36 60-39 
PIE Range 13· 9 12· 8 8· 4 10· 7 7- 5 
Average PIE 11.0 10.0 6.0 8.5 6.0 
PIE Relative to S&P 500 64% 77% 67% 80% 59% 
Shares Outstanding 26.6 ~!5 8 26.9 26.9 27.2 
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BALANCE SHEET SUMMARY 

($ in Millions) 

% Change 
1971 1975 9/30/76 1971 to Latest 

Current Items 
Assets: 

Cash and Equivalents $ 98 $ 217 $ 262 167% 
Receivables 260 408 397 52 
Other 226 366 437 93 

Total Current Assets $ 584 $ 991 $ 1,096 88% 

Liabilities: 
Short-Term Debt $ 102 $ 56 $ 61 (40%) 
Other 237 462 507 114 

Total Current Liabilities $ 339 $ 618 $ 568 68% 

Current Ratio 1.7X 1.9X 1.9X 

Net Assets 
Net Working Capital s 245 $ 473 $ 528 116% 
Net Plant 1,642 2,087 2,210 35 
Investments 87 140 93 7 
Other Assets - Net 86 16 69 (20) 

Total $2,060 $2,716 $2,900 4 1% 

Capitalization 
Long-Term Debt $ 664 $ 768 $ 833 48% 
Deforrcd Items 55 309 307 458 
Minority Interests 7 7 8 14 
Stockholders' Equity 1,434 1,632 1,752 22 

Total Capitalization $2,060 $2,716 $2,900 4 1% 

l ong Term Debt% Capital 27% 28% 29% 
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Summary 
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TEXAS 01 L AND GAS (TXO) 

Price (NYSE) 

Current: 27 
1976-77 Range: 33· 13 

Shares Outstanding: 
Market Value: 

SUMMARY & CONCLUSION 

Dividend 

Rate: S0.20 
Yield: 0.7% 

19,593,861 
$529 Million 

EPS (AuguS1) 

1977E: $2.90·3. 10 
1976: $2.46 
1975: $2.05 

P/E 

9.0X 
11.0X 
13.2X 

Return on Avg. 1976 Equity: 23.9% 
Book Value Per Share ( 11 /30n6): $12.06 

Texas Oi l and Gas has compiled one of the outstanding records of earnings growth 
and stabi lity in recent U.S. history. Over the past 19 years. net income has grown un­
interruptedly at a ra te of 37% per year and at a rate of 40% over the past five years. Cur­
rent and expected future price trends for natural gas point to continued strong future 
growth for TXO and we believe it is one of the more att ractive equities for long term 
participation in tile domestic oil and gas industry. 

Many investors have viewed TXO as a quasi-public. utility, gas gathering company. 
In 011r opinion, the company is more accurately a highly integrated natural gas producer 
with a strong ga~ explorat ion and development bias. Upwards of 65% of capital outlays 
hdve been devoted to explorntion and development and acreage acquisitions in recent 
years. The company does not break out the earnings contribution from its oil and gas 
production, preferring to regard these activities as part of an integrated whole with its 
gas gathering and gas liquid extraction opera tions. Nevertheless, we estimate that the 
$71.1 million in revenues genera ted by oil and gas production in FY 1976 produced 40% 
or more o f TXO's earnings before interest and taxes (EBIT) and 50% or more of its cash 
flow. Further, 62.4% of TXO's nnt investment in long term asse ts is represented by oil 
and gas properties. We fully expec t the re lative importance of oil nnd gas production to 
increase in the future as the company deve lops more of its substantia l Inventory of 3.5 
million unproven net ncrcs. Most of this inventory Is trend acreage in proximity to estab· 
lished production. Drilling loca tiCtns arc chosen to maximize near term return on invest­
ment thus, wi lcl·catting is pretty much avoided. Instead TXO participates in a large num­
ber of relatively low reserve potential/low risk wells (394 in 1976) and realizes a high sue· 
cess ratio (60% to 7CfYn in recent years). TXO's concentration on development and field 
ex tension drilling virtuully precludes major discoveries but has resulted in solid reserve 
add itions on an overa ll l>nsis. 

Cc>1>yrloh1 <S) Wh11 11 , w o1t1 & Cn. lncornnr 1to•:I. 1077. 

H/01/21/ 5 1 
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TXO continues to build its gas gathering and processing facilities at a strong pace so that 
this important part of operations is positioned for good future growth as well. In addition to 
expanding several of its existing 31 gathering systems, where possible, TX'J continues to fol­
low its long standing tactic of building gathering systems in gas prospective areas where there 
are good prospects for considerable exploration and development activity. This approach to 
the gathering business dovetails with TXO's drilling activities since much of its undeveloped 
acreage is adjacent to its gathering systems in Texas and Oklahoma. 

It shuuld also be noted that, although nearly all of TXO's current gathering and produc­
tion revenues come from sales in the Texas and Oklahoma intrastate markets, the company is 
positioned to enter the interstate gas market in a major way should de-regulation of new gas or 
court confirmation of the $1.44 interstate price for new gas take place. TXO holds significant, 
largely unexplored leases in Southern Wyoming, K.ansas, Southeast New Mexico, Colorado and 
Arkansas, areas which lack large intrastate markets. In addition, TXO purchased a small inter· 
state gathering system in Wyoming last year. Thus, the creation of viable interstate prices for 
new gas will probably lead to major investments by TXO in these markets. 

Texas Oil and Gas, with a lorge base of reserves and production, a major acreage inven­
tory, considerable financial strength and an outstanding record of growth is a low risk vcl cle 
for participation in the domestic oil and gas industry. Selling at about 10X estimated EP' i 
for the year ending August 31, 1977, TXO has Hl.6 mill ion shares outstanding w: ,, 1 u market 
value of $529 million. TXO common shares 
appear to be one of the best values among 
publicly owned independent oil and gas 
equitie~ and are suitable for all types of 
investors. 

VALUATI ON/MARKET DATA 

Bank Holdings (Spoctrurn) 9/30/76: 22 13. 7% 

Mutual Funt.ls (Spectrum) 9/30/76: 15 8.0 

l nsurnnco Companies 12/ 31/75: JO 4.0 

Total lnstitutio11al: 2b.7% 

1976 Avcrnga Dnily Tradin!) Volunv, : 25,700 shares 

As indicated by the six year history of 
TXO's average P/E a11d P/E relative presented 
in the Financial ~ummory, TXO has been 
priced over a wide multiple range in recent 
years. TXO commJnded a PIE as high as 
40X to 60X during r1uch of 1971, 1972 and 
1973, even though rcJ,J t.:' ted earnings were 
untaxed in those years. Since 1973, as a re· 
sul t of tho nationwide nntural gas shortage, 
P/E's for all companies associated with tho 
transportation and distribution of gas have 
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come down sharply until recently. TXO's market fortunes were further impacted by the se­
vere financial and supply problems of Coastal States Gas, another large gas gathering company, 
even though rxo has consistently maintained a strong financial and supply position. Thus, 
TX O's P/E has been as low as 6X earnings in each of the past three years. TXO has never con­
tracted to deliver gas in amounts in excP.ss of the quantities it has dedicated to it. In fact, TXO 
employs dedicatior contracts i.e., its suppliers dedicate gas to TXO for the life of the field and its 
buyers buy reserves in place, what ever they may prove to be, as opposed to a specified quantity. 

In our opinion the past offers little aid in formulating a prorqr current and future P/E 
for TXO, however, the following factors should be key determinants of where TXO will sell: 

1. Earnings growth-TXO's past record has been outstanding. For 1977, we are project-
ing an earnings gain of 22%. Beyond 1977, given TXO's strong gas supply position and 
excellent exploration potential, we envision EPS growth of 15% or more in fiscal 1978-79. 

2. The whole economic and po litica l climate surrounding natural gas has improved dra­
matically over the past two yean> and gas de-control would considerably further en­
hance the group's investor image. Hence, the oil and gas group may wel l be gaining 
a higher relative multiple. 

3. Witl· in the domestic independent oil and gas group .. TXO is one of the few equiti~s 
that t ffers both investment grade quality and good marketability. 

4. The low dividend payout provid1~s no yeild support. 

The above factors suggest to us that, in the present yield conscious investment environ­
ment, a P/E at a 100'1> to 20% discount to TXO's expected growth rate may well be appro­
priate, or 12 to 14X earnings. Stocks seldom trade in such a narrow range for very long so 
that a spread of 1 OX to 16X may prove to be TXO's typical trading range over the next eigh­
teen months, assuming no significant change in overall market multiples. If the above sug· 
gested range proves to be reasonably accurate, TXO offers considerable appreciation potential 
since it would sel l in the range of 29 to 50 based on our 1977 estimate. In any case, TXO 
docs seem to offer investors an attractive risk/reward ratio and it is for this reason that we 
favor it for participation in the domestic ii and gas industry. 

DISCUSSION OF OPERATIONS 

Through 26 wholly owned and 5 partly owned systems, TXO gathers large amounts of 
natural gas for distribution via intrastate pipeline systems or directly to industrial users in Texas 
and Oklahoma. These 31 systems have an aggrega te maximum daily capacity of 1.37 billion 
Cl '>ic feet net to the company's interest. A second, important part of operations is company 
owned hydrocarbon production and gas liquids production. Company µreduction in FY 1976 
averaged about 139,000 mcf/d of gas, 3,270 b/d of oil and condensate plus 11,553 b/d of 
gas liquids. The gathering system had ·13 years of reserves at 1976 de livery rates and about 
19% of these reserves are company owned. 

Although not significant from an narnings standpoint, the wholly owned FWA Drilling 
Company is an important adjunct to TXO's operations. FWA provides onshore contract drill­
ing services in Texas and Oklahoma. Most of FWA's revenues are generated outside of TXO, 
however, with 25 drillinn rins, FWA 1rovides TXO with strong protection against possible fu· 
turn rig shortages. 



-4-

GAS GATHERING AND PROCESSING 

Gas gathering is a businesf of collecting gas from a number of individual wells, often 
owned by a number of differPnt producers, in a localized producing area. Thus, a sizeable 
block of gas production/resPrves is rr."lde available for marketing to buyers of large quantities 
of gas - usually a gas pipeline company or other large user. Gas gathering is a vital function 
in the process of getting the gas production of individual wells to the ultimate consumer of 
gas. Traditionally, large buyers of gas have been unwilling to go to the expense of hooking 
up relatively small reserves of gas. Similarly, individual producers usually prefer to avoid the 
cost of installing gathering lines to connect their wells to a transmission system. As a middle­
man, the gas gatherer makes the investment necessary to assemble a large block of gas from a 
number of wells for sale to large buyers through the construction of a gas gathering system. 
Natural gas often contains condensate and other gas liquids such as butane, ethane, and pro­
pane. These liquids have economic value and can be stripped from the gas stream by process­
ing plants so that gas liquids production is an important corollary aspect of the gas gathering 
business. 

TXO is one of the largest intrastate gas gatherers in the U.S. and it processes its systems' 
gas through-put for liquids. Hence gas liquids production is a meaningful source of revenues. 
TXO owns all or part of 30 intrastate systems located primarily in Texas and Oklahoma with 
the Texas systems providing most of TXO's gas gathering/processing revenues. In addition, 
TXO acquired a small interstate system in Southern Wyoming last year. 

A six year summary of gathering resu lts is presented on the following table. 

1976 1975 1974 19R 1972 1971 
Revenues from Gas 
Gathcrin!1/Proccssin!J (000) $298,611 $197,984 $1W,597 $ 62,740 $ 43,948 $ 29,007 
Cost of Purchased Gas (000) 224,134 133,515 92,:>72 42,442 2!),444 18,053 
Gross Profit (000) 74,477 64.469 37,025 20,298 14,504 10,954 

Volume Delivered (met 000) 210,055 217,688 203,204 17G,252 146,032 107,430 
% Comp;iny Owned 16.3 12.0 13.7 15.4 12.2 14.4 

Dedicated Reserves (mmcf) 2,722.0 2,70G.9 2,687 .0 2,504.3 2,221.8 1,844.2 
% Company Ownt?d 18.9 19.0 20.0 18.8 16.9 14.2 
System Reserve Life (years) 13.0 12.4 13.2 14.3 15.2 , 7.2 

Although recent volume/reserve trends reflect the growing national shorta~1e of natural 
gas, TXO's reserve position remains strong and is one of ·the best in the nation among major 
interstate or intrastate gas systems (nationally, the reserve Ii fe index is under 10 years of sup­
ply). Importantly, TXO's gross profit or gross gathering differential has improved both stead· 
ily and rapidly over the past four years, increasing from $14.5 million to $74.fi million si nce 
1972. 



White,Weld &Co. 
lncorporated 

Volume growth has slowed over the past two years reflecting the recession of 1974-1975, 
mild weather patterns in Texas and Oklahoma, a shift by some industrial users from gas to fuel 
oil and coal and conservation efforts by users in the face of rapidly escalating gas prices in 
TXO's marketing are2s. Continued economic recovery and the severe cold weather thus far in 
fiscal 1977 is resulting in a resumption of volume growth this year and we suspect that deliv­
eries will increase by 100'6 to 15%, partially as a result of new contracts signed in fiscal 1976. 
Gas liquids output should increase also, reflecting the increased processing capacity on-stream 
this month at Woodward, Oklahoma and increased gas deliveries. The gross gathering spread 
will be up again in 1977 and we look for another strong earnings gain from gas gathering this 
year. 

Longer term and weather patterns aside, we expect at least moderate growth in demand 
for TXO's gas and gas liquids reflecting continued economic growth and population influx in 
Texas and Oklahoma. New intrastate markets in certain southern and southwestern gas pro­
ducing states where TXO does not presently operate may become attractive as increasing ex­
ploration activity proves up new gas reserves. Decontrol of new gas prices nationally would 
probably lead to significant expansion by TXO in the interstate gas gathering market. To that 
end, TXO's 1976 purchase of a small profitable Wyoming gathering system will give it expe­
rience in deal ing with the regulatory climate of the interstate market. Interestingly, the pros­
pect of a $1.44+ price per mcf for new interstate gas has touched off a rather feverish level 
of gas exploration in the Rocky Mountain Region and S.E. New Mexico, even though this price 
level has beel! subjected to legal challenge. Hence, TXO appears to have ample room for sub­
stantial growth in the gas gathering field. Our worst case assumption, based on TXO confining 
its gathering activities to its present markets, envisions volume growth of 5% to 10% per year 
with earnings increasing at a rate of 7% to 13% per year. It is worth no ting that TXO's pres­
ent max imum daily gathering capacity of 1,366,000 mcf/d is well above 1976 average through· 
put of 573,92C mcf /d 3nd the recent estimated peak of 825,000 mcf/d indicating that the sys· 
terns have substantial Lnused capacity. Gas gathering is a capital intensive, largely fixed cost 
business and expected increases in exploration activities in areas adjacent to TXO's gathering 
systems along with its strong reserve position should lead to higher utiliza tion and positive op· 
erating leverage for TX ') 's existing investment in gathering and processing facilities. 

Beyond the next two l'o three years, however, there must be some concern over TXO's 
ability to show good volume growth. It remains to be seen whether or not increased explo· 
ration by TXO and others will produce new reserves sufficient to allow volume growth for an 
extended period. However, for the intermediate term, In view of TXO's strong reserve po:iition, 
given the demand corditions, deliveries can expand. 

PRODUCTION AND EXPLORATION 

TXO holds substnntial producing and undeveloped oil and gas leases in the major pro· 
ducing areas of Texas and the Mid·Continent region. In addition, significant acreage is under 
lease in S.E. New Mt..!xico, Colorado and Southern Wyoming. A five year summary of operating 
results and acreage l1oldings is presented on the fo llowing page. 



1976 1975 1974 1973 1972 
Oil and Gas Revenues (UOO) $71.150 $36,282 $24,041 $15,252 $11,858 
Volumes Produced Annually: 

Natural gas (mmcf) 50,875 40.454 44 ,733 45,985 41, 165 
Oil & Condensate (BBLS 000) 1,193.5 938.6 932.7 1,027.2 853.5 

Proved Reserves: 
Natural Gas (BCF) · 199.1 721.3 708.2 697.2 731.6 
Oil & Condensate (BBLS 000) · 9.564 8,945 8,716 8,240 12,279 

Reserve Li fe 
Natural Gas 15.7 17.8 15.8 15.2 17.8 
Oil & Condensate 8.0 9.5 9.2 8.5 14.4 

Undeveloped Acrl!age (000) 3,529 2,925 2,639 1.535 613 

• 1975 data includes proved und1?veloped reservcs, 1972· 1975 data do not include proved 11ndc11Cloprd reservcs. 

It should be noted that the above reserve and production data is for those amounts owned 
by the company except for gas liquids a fraction of which is attributable to company owned 
leases. Similarl y, the revenue figures include the amount generated by oil, condensate and gas 
production only. Revenue from gas liquids are included in gathering revenues. 

Two significant factors emerge from the above data. TXO's production and reserve trends 
have been superior to that of the domestic industry where declin ing production and reserves 
have been the rule. Secondly, TXO has built its undeveloped acreage inventory from a modest 
level in 1972 t'l 3.5 million acres, one of the lnrger positions among domestic independent oil 
and gas producers. In addition, although its reserve life indices are down, TXO still enjoys a 
good reserve position in natural gas, the most important source of production revenues and 
earnings for TXO. Average real izations for company owned gas product ion came to $1.1 1 in 
1976 up from 61<t' the year before. Simi larly, average. prices for crude production were $11.08 
per barrel vs. $9.54, indicating a high proportion of upper tier and stripper production in the 
mix. 

Earlier we mentioned TXO's bia::i toward exploration and development based on recent 
capital spending trends and book investment. Thus, of total capital spP.nding in fiscal 1975 
and 1976 of $11 1.5 mi11'0n and $ 106.3 million, respectively, $70.6 million and $81.4 million 
was spent on oil and gas for the two years. In 1977, the company expec ts to apportion abou t 
2/3 of its anticipated $150 million capital bud~e t to oil ;.md gas. 

Some comments on TXO's approach to explnrn tion arr. appropria te here: 

1. Drilling prospects are heavily natural gas oriented. 

2. Most o r the exploration activity is in areas near TXO's gathering systems. 

3. For the most part, the company dri lls low ri sk/low potential wells. 
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4. Consistent with the above, the company has avoided true wild-cat drilling which sharp­
ly reduces the odds of a major discovery. 

5. The company participates in a large number of wells each year (394 gross wells and 
231 net wells in 1976) and enjoys a high success ratio due to the semi-proven natu re 
of the prospects drilled. Since 1971, the company's success ratio has ranged between 
62% and BD°Ai. 

6. Finding costs are relatively high at around 64C/mcf recently. 

The company's approach has resulted in annual net reserve additions over the past few 
years and this is likely to continue. Further, TXO's drilli ng has been heavily concentrated in 
areas with access to well developed, high priced intrastate markets. As a result TXO's sub­
stantial 2, 120,000 acres of undeveloped leases in Colorado, Wyoming, Kansas, Oklahoma, Ar· 
kansas and New Mexico are largely unexplored and may hold great future potential We feel 
that sufficiently high prices for interstate gas (the current $1.44 interstate price may be enough) 
may lead to much enlarged activity on this part of TXO's acreage. Indeed, TXO recently 
formed a joint drilling agreement with a ur1it of Northern Natural Gas covering about 190,000 
acres of TXO 's leases in Kansas and another joint-venture with Columbia Gas for a 5 to 1 O 
well program in New Mexico. Recognizing that predicting future exploration resul ts for any 
company is problematical, TXO appears well positioned for good fu~ure exploration results. 

Finally, production is clearly an important source of earnings for TXO and, although it 
does not report the earnings contribution from its production, wr ree l it necessary to m<1ke 
an independent estimate of its contribution. First let us present what is known and our other 
operative assumptions as they relate to fiscal 1976 rnc;ults and e>-. pected 1977 results. 

1. We know production volumes for oil, condensate and gas production and revenues for 
oil, gas and condensate. 

2. We know average oi I and gas prices ror 1976 as well . 

3. Management has forecast a gas volume increase of at leas t 1 (JOA, in 1977. 

4. We know that total 1976 DD&A amounted to $30.6 fTi l.l ion and that dcµlction alone 
came to $17. 7 million. 

5. A 40%-50% pre·tax profit margin is ofte n attained by pure oil and gas producers. 

6. By deducting revenues from oil and gas obtained horn the volume urid price figures 
given, we can derive revenues from condensate and drilling arrangements from com· 
pany owned leases. 

The above factors rorm the basis for the estimates presenwd on tlw rol lowino page. 



Revenues: (000,000) 
Gas (1976. 50.9 BCF @$1.11/MCF; 1977, 57.9 BCF @$1.35) 

Oil ( 1976, 863,229 BBLS@ Sl 1.08; 1977, 800,000 BBLS@ Sl 1. 75) 
Condensate (1976, 330,553 BBLS@S10.50E; 1977, 350,000 BBLS @$11.20) 
Other 

Depletion. Depreciation, etc. 
Operating Expenses 

Earnings Before Interest & Taxes (EBIT) 
Oil & Gas% of Total EBIT 
Oil & Gas% of Total Cash Flow Before Interest & Taxes 

1976 
S56.5 

9.6 
3.5 
1.5 

--=rf.1 
20.0 
14.0 

$37.1 
43.8% 

50.3% 

1977 
S78.2 

9.4 
3.9 
2.0 

93:5" 
28.0 
16.0 

$48.5 

45.8% 
52.6% 

The above indicated cash flow and EBIT estimates are imprecise and should be viewed 
as a rough approximation o! the real situation. Nevertheless, it seems clear that TXO's pro· 
duction is an important source of earnings and cash flow. 

CONTRACT DRILLING 

The wholly owned FWA Drill ing owns and operates 25 shallow and medium depth drill­
ing rigs. FWA is used captively to a co'1siderable ex tent but genemted $19 million of revenues 
in 1976 and produceLI 3% to 5% of earnings in recent years. FWA may prove invaluable to 
TX O's exploration and development proqr am over the next few years. Signs of a widely a11 · 
ticipated future rig shortage are already appearing in some areas and TXO could use FWA 
100% if need be (the previous peJk :.Jse of FWA by TXO was 38% in FY 1975). Furthermore 
the ri!J availability represented by FWA may create a number of attractive .arm-out oppor· 
tunities to TXO. 

RECENT OPERATING TRENDS AND OUTLOOK 

Fiscal 1976 was another in a long string of strong earnings years. ReflP.cting rapidly 
rising energy prices .md strong growth in company owned produc tion, total revenue advanced 
55% to $389.3 million. Strong profit margin cxpJnsion in oi l and g ,s production allowed 
pretax comings to incrensc about 47% and, after accruing federal iricome taxes at a 32.3% 
rate versus 17.3% in 1975, net income and EPS were each up approximately 20%. 

During the fi n t quarter of the current fiscal year carn:ngs nccclcra ted largely because of 
very strong gains ir production profits. First qunrtcr results arc summarized on the following 
PO!JC. 

e 
• 
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SUMMARY FOR THE QUARTER ENDED NOV. 30 

1976 1975 % Chan~ 

Revenues (000): 
Gas gathering $103,640 $55,834 +85.6% 
Oil 8i gas 23,079 13,090 +76.3 
Dri lling 5,832 4,690 +24.3 

Total $132,733 $73,782 +79.9 
E:,penses 

Costs of Gas 83,727 39,039 + 114.5 
Other expenses 27,878 21.012 + 32.7 
Total Costs 111 ,604 60,051 ... 85.8 
Income Before F. 1. Taxes 21, 128 13,731 + 53.8 

Federal Income Taxes (rate) 7,246 (34.3%) 3,059 (22.3%) +136.9% 
Net Income $13,882 $10,672 + 30.1 
EPS $0.71 $0.54 ·t 31.4 

The first quarter results did demonstrate the temporizing effects on TXO 's gathering 
business of the amr. .~ supply situation in its markets. While gathering revenues increased by 
nearly $48 million or 86%, cost of gas rose by a faster rate of 115% or about $45 million. 
As '3 result, although deliveries were up 29.9% from the depressed year ago level, the gross 
gatl.ering differential increased a more modest, but still heal thy, 18.5%. After the dramatic 
increase in TXO's gross gathering different ial (GGD) in recent year!>, which reflected gas 
shortage and rapidly rising well head prices; a slowdown in growth is to be expected. High 
prices for gas led to increased drilling and reserves available to the Texas and Oklahoma in tra· 
state markets eliminating for the time being the "sellers market" of 1973 to 1 S75. While na-
tional decontrol of new gas prices may well create a new "sellers market" f . .AO, iri the ab-
sence of decontrol TXO's gathering business figures to grow more in line with volume growth 
than it has in recent yea rs. Tradi tionally, the gas uathering business has been a fixed spread 
(or differential), rate of return type of busin~ss. The charac ter of the business is reflected in 
TXO's gathering contracts which, with some variation, allow the company to recover the cost 
of gas and other costs plus enough additional revenues to , ·ovidc it with a return on invest· 
ment. Indeed, 33% of 1£76 deliveries were made under strc .. 'lht "cost of service" contrac ts 
permitting TXO a rate of return on investment of not less than 8%. New rl!serves dedicated 
to TXO from wells contiguous to its gathering system are. for the most part, not obligated to 
existing pu rchasers so that TXO was able to substantially improve its GGD and rate of return 
on new contrac ts during the recent periN' of rapidly rising gas prices. Most like ly, TXO was 
oble to upgrade some older contracts in return fo r additional supplies as well. 

The foregoing discussion of uathering trends notwithstanding, TXO shou lcJ be able to 
maintain a respec table rate of growth in its gathering business in the future. Population and 
industrial growth in Texas and Oklahoma should be well above average leading to cont inued 
growth in demand for natural gas in TXO 's markets. TXO has the reserve position to sa tisfy 
increased demand and considernhle unused capaci ty to leverage its volume growth. 



-10-

OPERATING FORECAST 
(000) 

Revenues 1976A 19nE 

Gathering $298,611 $433,600 
Oil & Gas 71 ,150 93,000 
Drilling 18,757 22,500 
M is.:ellaneous 781 800 

Total $389,300 $549,900 

Expenses 
Cost of Gas 224, 134 354, 120 
Operating & General 28, 125 37,970 
Operating Taxes 7,647 12,000 
Depreciation, Depletion, etc. 28,857 40,000 
Drilling 15,818 20,500 
Interest Charges (net) 13,510 14,500 
Earnir:lls Before Taxes 71,208 91,310 
Ft:Jcral Income Taxes 23.000 31,960 
Net Income 48,208 59,350 
EPS $2.46 +3.03 

FI NANACIAL AND ACCOUNTING 

At November 30, 1976, TXO's capitalization was: 

CAPITALI ZATION : NOVE~BER 30, 1976 
(OOO) 

Long Term Debt 
Deferred Credi ts 
Common Equity 

Total 

$201 ,901.6 
33,437.0 

236,357.9 
$471,696.5 

42.8% 
7. 1% 

50.1% 
100.0% 

% Change 

+45.2% 
+30.7 

+20.0 

+4 1.3% 

+57.9% 

+35.0 
+60.1 
+38.6 
+29.6 
+ ·1.3 --
+28.2 
+39.0 
+23.1 
+23.2 

Given the character of TXO's business, the company is strongly capital ized. The first 
quarter annualized return on capital was 11.8% and a healthy 23.5% on equity. Further, 
interest charge coverage came to a sol id 6.2X on a pretax basis · worthy of the company's 
"A/A+" rated debt. Though capital spending in fisca l 1977 is ta rgeted to rise sharply to 
$150 million from $106 million last year, net internal cash generation should be in the range 
of $125·$130 million including deferred taxes, or some 32% grea ter than last year. Never· 
theless, bank loans under the company's long term line of credit were up to $64 million 
recently. Hence, and partia lly oecause of relatively attractive long term interest rates, TXO 
recen tly sold $75 million BY.% First Mortgage Bonds. Capital ra tios will remain strong, how· 
ever, since re tained earnings will come to about $53 millio .. this year and we exp ·i;t TXO to 
apply a significant portion of the proc~eds from the bond offering to retirem1mt of bank 
borrowings. 

• 
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Longer term, whether or not capital ratios will strengthen further will be determined by 
management's perception of the attractive invesf:ment opportunities available to TXO, and the 
strong desire to m~intain an "A" rating on the company's deot. More to the point, we strong· 
ly suspect that firmly established high interstate prices for natural gas would lead to an accel­
eration of capital investment by TXO with some attendant increase in financial leverage. 

The principa l accounting methods employed by TXO include: 

1. "Full Cost" method for oil and gas propertie:i. 

2. Straight-line depreciation. 

3. Interest is capitalized for all major investments and improvements. 

4. Flow through of the investrr.:mt tax credit. 

5. Deferred Taxes are charged to earnings to reflect the difference in taxes paid between 
tax and book accounting. 

FINANCIAL SUMMARY 

1977E 1976 1975 1974 1973 1972 1971 - -O;lerating Data (000) 
Revenues $549.900 $389,300 $250,514 $167, 104 $88.731 $65,717 $43,869 
Pre·Tax Earnings 91,310 71,208 48.512 25,881 I f6,501 12,520 8,945 
Income Taxes 31,960 23,000 8,400 
Not Income 59,350 48,208 40, l 12 25,881 16,!:iO 1 12,520 8,945 

Operating Ratios 
Pre-Tax Margins 16.6% 18.3% 19.4% 15.5% 18.6% 19.1% 20.4% 
Tax Ratr. 35.0 32.3 17.3 
Net Margins 10.8 12.4 16.0 15.5 18.6 19.1 20.4 
Return on Equity 23.6 23.9 25.2 20.5 15.7 14.9 14.8 

Per Share Data 
EPS $3.03 $2.46 $2.05 $1 .32 $0.84 $0.65 $0.51 
Dividends 0.20 0.20 0.0125 0.0125 0.0125 0.0125 0.0125 
Shares Outstd. (000) 19,600 19,601 19,599 19,593 19,601 19.137 17,617 

Price Range 28· 13 22-12 21 · 8 39·14 39·24 2&14 
P/E Range 11 · 5 11 · 6 16· 6 46-17 60·37 51 ·27 
P/E Relative 0.84 0.80 1.21 1.65 2.82 2.28 

RR- 77-40 - Research Department-

The fornoolno hos buun pr11parud sololv for lnformo1lvu purposes Md Is no• o sollcltotion, or on offer, to l>uy or sell ony 
socurfry. It doos not purport to bo o complo111 doscrlption of .11.i socurltlos, morkcits or dovclo11munts rcforrod to in tho 
motorinl. All oxµrosslons of opinion oro subject to change without noticu. Tho lnformnllon is outnincd lrorn sources which 
\'141 consldor rollolllo but ~ have no1 lndopondontlv verlliod soch lnlormotlon ontl wo do nol guoron100 thot It is occurn10 or 
complotu. Wo, or our officers ond di rectors. mnv from 1lm11 to time hovo n long or short position In 1ho wcurlt lcs montlonocl 
ond mnv sell or buy such socurit ins . 
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GULF OIL (GO) 

Dividend EPS (0.cember) 

Rate: $1.80 197'7E: $4.50 

Yield: 6.3% 1976: $4.19 
1975: $3.60 

$5,530 million Return on Average 1976 Equity: 
195 million Book Value Per Share (12/ 31 /76): 

P/E 

6.3X 
6.BX 
7.9X 

12.2% 
$35.64 

We have been generally avoiding international oil stocks for new 11wP:;i.ment, and would 
continue to. Relative multiples have moved up about 30 percentage points over the past 2~ 
years to levels wh ich are historically above average, and overseas operations appear to face 
chronic margin pressure. In our opinion, Gulf will moderately underperform the market over 
the next year and is attractive only for its generous and well-covered yield. We expect the 
dividend to be rnised modestly in 1977. 

Fl RST QUART ER 

Gulf Oi l expects to report lower first quarter earnings per share. We are currently esti· 
mating $0.80 versus $1 .02 a year ago. However, we r.ontinue to look for an increase to $4.50 
for the full year. By line of business, we believe the comparisons wi ll be roughly as follows: 

First OuartM YHr 
Iner./ Iner./ 

Earnings Per Shira 1976 1977E (Deer.) 1976 1977E lo.er.I 
Unlt9d Sutes 

Petroleum $ 0.57 $0.40 $(0.171 $1 .88 $ 2.25 $0.37 
Chemicals 0 .14 0.08 (0.00) 0.48 0.60 0 .02 
Nucleor (0.Ql) (0.01 ) (0.051 (0.05) 
Mlnorals (0.01 ) (0.01) - (0.051 (0.03) 0.02 

Subtotal $0.00 so.46 $(0.23) $2.26 $ 2.67 $0.41 

CDn9d1 
Potrolaum $0.17 $0.15 ~0.02) $0.52 $0.60 $0.08 
Chemicals O.Ql 0.01 0 .04 0 .05 O.Ql 
Mlnor.-ils - 0.02 0.02 0.02 O.Q7 0 .05 

SulJtotol $0.18 SciTe $0.00 $0.68 $0.12 $0.14 

01111,... .. 
Petroleum $0.06 $0.12 $0.00 $ 1.11 $0.87 $(0.24) 
Chemicals 0.09 0.05 (0.04) 0.24 0 .25 0.01 
Nucloor (0.01) (0.01) 
Othor - - 0.01 - (0.01) 

Subtotal $ 0.16 $oT7 $0.02 ST.36 IT.fl $10.24) 
Total $1.02 $0.81 $(0.2!1 $ 4 .19 $4 .60 $0.31 

Copvrloht © Whlt11, Wold & Co. tncorporotod, 1977 . 
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U.S. petroleum (45% of 1976 profits) has been hurt in the first quarter by narrow-:?r 
refining and marketing margins. This negative comparison has been aggravated by an a1 ti· 
ficial element of product price controls. Under Federal Energy Administration ru les, cost 
changes cannot initially be reflected in price adjustments until the month following incur­
rence. In early 1976, the $2.00 a barrel crude oil import duty had been removed, anc 
profits were temporarily inflated for as much as a month until appropriate price alterations 
(or reductions in banked costs) were necessary. This year, however, the cost of imported 
oil has been rising sharply because (1) quantities are higher, (2) spot prices were already 
moving up toward the end of 1976, and (3) OPEC increased official prices 5-10% on January 
1, 1977. Gulf imported about 36 million barrels of crude during the first quarter of this 
year, up 8 million barrels from 28 million barrels in the same period of 1976, and Import 
costs probably rose $145 million on a year-to-year basis, or $0.35 a share after income tax 
offset. Although product prices rose, full cost recovery has not yet been possible. 

Domestic refining profitability has also been impaired by product market shifts during 
th~ recent frigid winter which re1uired maximizing fuel oil yields. In the "distillate mode", 
refineries manufacture a combination of products having a lower aggregate value, and this 
seasonal dip was magnified by the greater need for heating fuels last winter. In January­
February, Gulf's U.S. distillate sale rose 5% compared with a 2% increase in total product 
volume. 

On the production side, domestic petroleum trends have been bcner thus far in 1977. 
The company's U.S. crude oil price averaged about $7.90 a barrel in the first quarter, up 
from $7.08 a barrel a year ago. This comparison was helped considerably by a decline in 
lower-price "old" oil to 67% from 75% offtotal crude output. Oil production itself dropped 
to about 330,000 BO fro:n 337,000 BO, but revenues rose by an indicated $18 million, or 
about $0.05 a share after taxes. 

Lowor-Tio1 
Uppc:r-T1ur 

Total 

Estimated First Ounrter 
U.S. Crudo Production 
1976 1977 

(borrols daily) 

2G3,000 
8'1,000 

337,000 

221,000 
109,000° 

330,000 

'lnclutku 2G,OOO bllrrob n d ay o l 11rlppar crudil. 

Gulf's U.S. natural gas production during the first quarter of this year averaged an osti· 
mated 1,750 million cubic feet a dny, equal to las t year. The avera!Jl wellhead price was 
roughly 52C. up rrom 39C. On this basis. domestic natural gas revenues rose by about $19 
million, or $0.06 a share allowing for the tax offset. About 15% of tho company's natural 
gas sales ore covered by Federal Power Commission Order 770-A, suggesting on qnnual rove· 
nue benefit of about $40 million. Thus for, Gulr hos roso rvod rOU!Jhly half or ti is amount, 
pending the outcome or court proceedings. Although production commences f rt·m four new 
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Gulf of ~1exico natural gas fie lds during 1977, much of the additional volume, ultimately 240 
million cubic feet a day, is contractually committed to Texas Eastern Transmission at a fixed 
price of 21C per MCF, or a marginally profitable level. (Even so, Gulf's 1977 U.S. wellhe13d 
pri;e of natural gas should average about 55C, up from 45C.) 

The first quarter U.S. petroleum comparison will be helped moderately by absence of a 
Ma rch 1976 $11 million ($0.06 a share) after tax expense for the Rio Blanco oil shale project. 

In overseas petroleum ( 26% of 1976 earnings;, Gulf has been particularly squeezed by 
the January 1, 1977 OPEC price increase. All of the company's OPEC crude stream comes 
from countries which have rai">ed prices approximately 10%. About two-thirds of total OPEC 
crude is from ten percenters. Purcha~es, including modest equity liftings by Gulf from OPEC 
countries, total about 1, 100,000 barri~ls a day, of which about 400,000 barrels a day moved 
to the U.S. On this basis, the overse:1s cost increase during the first quarter would be about 
$75 million (90 days X 700,000 barrels a day X $1.19 a barrel). The company's European 
oil product realizaticns averaged about $17.00 a barrel in the first quarter of 1977, up $0. 77 
from $16.23 a barrel in the fourth quarter of 1976. If European experience was representative, 
overseas operations absorbed about $25 million ($0.13 a share) of unrecovered crude oi l cost 
increases during t ho first quarter. Nevertheless, the first quarter overseas comparison should 
be modestl y favorable, µart ly because early 1976 was so weak. 

Chemical operations ( 18% of 1976 earnings) have been hurt by volume declines of 1 G-
15% from lcvL 1s of a year ago. In addition, start up costs at the new Cedar Bayou, Texas 
olefins plant hove hud a negutive influence. 

FULL YEAR 

Despite tl1e lower first quarter, we continue to estimate th1.1t Gu lf will earn about $4.50 
a share in 1977, up from $4.19 last year. U.S. natural gas production should rise 7- 8% and 
overage prices by 20-25%. Domestic crude oi l prices arc li kely to be up about 10%, and vol· 
umc down only modestly. Refining-marketing margins in the United States may show signlf­
icnnt recovery as early as tho second quarter. U.S. petroleum product supply is snug in a 
bockuround of risi ng dem... I. and refinery utili lation cast of the Rocky Mountains is stretched 
ot tho sonms. On the whoh wo expect Gulf's U.S. petroleum operations to show year-to-year 
improvement during thP tint nine months or 1977. Our cu rent year U.S. petroleum estimate 
nllows ro,. exploration oxpensos to l"lso $30 million. 

The slip In chemical volumes also appears to be tompornry, particularly in the Uni ted 
States where economic expimsion should continuo at least Into next yf'ar. Luter in 1977, 
Gulf should benefit from urcatcr use of new olefins facil ities at Codar Bayou, Texas. This 
plant hns unnuol capacity for 1,200 million pounds of ethylene and 800 million pounds of 
polypropy'cnc and other olcfins. However, full year U.S. chemical comparisons will be hurt 
by tho nhscncc of u $40 rnillion ($0.2 1 a share) investment tax credit recorded in 1976. Tht: 
chemical seumont should account for tha totnl cstirnatecl decline in i.t.c. to about $50 million 
from $92 million in 1976. 
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Although overseas operations have become less important in recent years, Gulf may con­
tinue to experience margins pressure over the balance of 1977, and we presently expect a 
negative twelve month comparison. Quarterly variations from this pattern are of course pas· 
sible. For example, if a further OPEC price increase is anticipJ ted on January 1, 1978, the 
final months of 1977 may again benefit from abnormally high volumes. Overseas exploration 
expenses are estimated to rise by about $40 million in 1977. 

Gulf has an excellent position in uranium. However, production from the Mt. Taylor 
(New Mexico) mine, which has estimated reserves of more than 100 million pounds, is not 
li kely to begin until 1981. Minerals operations as a whole are not likely to have a major 
impact Cln 1976-1977 comparisons. 

CAPITAL EXPENDITURES 

Budgeted 1977 outlays in relation to actual 1976 spending are shown below: 

1976 1977E 
($Millions) 

Exploration and Development 744 1,000 
Refining, Marketing, Transporation 306 250 
Chemicals 150 240 
Minerals 70 100 
Other 92 110 

Total Capital Expenditures 1,362 1,700 
Exploration Charged Agninst Income 364 450 

Total Outlnys 1,726 2, 150 

Rewined cash flow should approximate $1,400 million in 1977, indicating a $300 million 
drawdown in cash holdings during the year. This reduction should be entirely tolerable. Gulf 
held cash and marketable securities totaling $1,989 million ($10.20 a share) at the end of 1976, 
compared with current liabi lities of $1,562 million. We also expect an incrnase in the quarterly 
dividend to $0.47~ or $0.50 a share from the current $0.45 during 1977. 

RR-77- 59 - Research Department -
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II \.looj 1101 µurµorl lo lAI n .umplolo 1Jlncrl111lon of 1h11 1ocurlllot, rnorkuts or du11oloprneno ru lurrod IU In tho mnlorlal . All 
u~ 1 110,,1on• of Otll11 lo11 011 1u1JJcct 10 chunua vwilhoul no1lco. Tho lnlorrno1lon 11 ol.11o lnutl lrorn 1-0urcu1 which we consldilr 
rnllol)l11 hut Wll h11v11 no1 l1Hlup..nllo11lfv ..... , 111011 su~h l11lorm8tlo11 011d W\l dO 1101uvarorrrnu1ho1 l1 h oceuro1u or cornplo1e. We, or 
our otrlcr 1 oml dlrllCton. rnny fr om 1lrn11 10 1lmll hovu o lono or 1ho11 POllllon In tho socurhlos 1Mnt lonod ond may soll or buy 
•uch k'Curlllul. 



A. Hager Bryant, 3rd 
(2 12) 285-2696 

Progress 
Report 

December 15, 1976 

UNITED ENERGY RESOURCES (UER) 

Price (tJYSEI 

Current: 25 1/4 
Range (1976) : 25-14 

Shares Outstanding: 
Market Value: 

' Pro·lormD for Cotton Merger 

SUMMARY 

Dividend 

Rate: $1.32 
Yield: 5.2% 

11 .5 million ' 
$286 million 

EPS (Dec.)• 

1977E: $5.10 
1976E : $4.70 
1975A: S3.48 

Return on June 1976 Equity: 
Book Value Per Share 6/30/76: 

P/E 

5.0X 
5.4X 

United Eneryy Resources, foimerly United Gas Pipe Line, has just acqui; ed Cotton 
Petroleum through the issuance of 0.75 shares of United for each sharer< Cotton, an ac­
quisition value of $36.6 million. The earnings, sharf!~, ROE and bo<'' vcJlue above ref lect 
the pro-forma results. Cotton, which will now operate as a sub!':...i1ary of United Energy, 
is engaged in oil and gas exploraLion, development and product ion. In addition, it operates 
or owns interest in 600 oil and gas wells, owns intr.rest in 62,000 net undeveloped acres 
and also organizes and manages oil and gas dri lling programs. Another subsidiary, United 
Gas Pipe Line, is an intersta te transmi:;sion system which owns 100% of United Texas 
Transmission, an intrastate pipeline in southE'ast Texas, and a 500Ai interest in Sea Robin 
Pipeline, an offshore pipeline system in the Gulf of Mexico. 

Unilcd 's pipeline opera tions are projected to have a large positive cash flow over the 
next few years that would tend to reduce its leverage significant ly, barring acquisitions. 
The acquisition of Cotton, however, will bring to United a full exploration c:t;i ff and oppor­
tunities to better utilize the cash flow. Cotton, in turn, wil l benefit from its af filiation 
with United by gaining access to a solid f .. lure cast- flow at a time when tax law changes 
are reducing the appeal of drilling programs, formerly Cotton's primary rnurce of funds. 
On a pro·forma basis 8% of earnings wil l come from Cotton's operations in 1976. Tl 'c; 

portion should increase to 10% ir. 1977 and grow further in the years beyor d. 

Currently, natural gas tran~mission companies arc selling at 8.5 times earnings and 
yielding about 5. 1%. United, at only $.0 times 1977 estimated earn ings, is selling on a 
5.2% yield basis, but on a dividend thilt represents a payout of only 29% versus an average 
pipeline industry rayout ratio of 41%. Tho uncertainties associated with pending litigation 
resulting from gas delivery curwi lmcnts 'Jeginning several years ago onc.J the interstate 

Co11vrioht () Wh111., Wuld & Co. lnc01port11u<1, 1070. 
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pipeline systems' low inventory of gas reserves are largely responsible for UER 's low P/E. We 
believe UER , at 5.0 times our 1977 estimate, is adequately discounting the legal contingencies 
and the low reserves/production ratio and consider it attractive for investors seeking reasonable 
yip' 'l:l.2%) together with the possibility of above average dividend increases as more suitable 
payout ratios are achieved and modest earnings growth materializes. 

THE COMPANY 

United Gas Pipe Line (50% of pro-forma e3rnings), which was spun off t.o Pennzoil share­
holders in 1974, is an interstate pipeline that transports gas gathered in the Texas and Louisiana 
Gulf Coast areas for resale to distributors in the Gulf South, to other 1)ipelines or direct to 
users. In 1975, United sold 872 Billion Cubic Feet of gas and transported 51 BCF for others. 
Of these gas sales, 5.,i1 BCF (62%) were to other pipelines, 192 BCF (22%) were to distribution 
systems for resale to the public and the balance were direct sales to industry for use. United 
Gas Pipe Line purchases its entire gas supply from independent producers. Reserves dedicated 
to the system at the beginning 0 1: 1976 amounted to 4.3 Trillion Cubic Feet which represented 
a reserve life index of only 4.9 yaars. United Gas Pipe Line is attempting to rebuild the 
reserves and appears to have three major prospects for near-term success. First, advance pay­
ments have been made to producers in return for th~ righ t to purchase their gas production; 
second, as part of the divestiture agreement from Pennzoil, United has the right to purchase 
most new ga, developed by Pennzoil and/or its affiliates; and, third, United has a 20% interest 
in the HI OS line which, IJ\lhen complrted in late 1977, will provide access to gas being developed 
in offshore Texas Meas. United is also exploring possibilities of purchasing Alaskan Gas or im­
porting LNG for use in the system in the 1980's. Earnings improvement over the near-term, 
however, will be limited to those produced by the company's ability to obtain rate increases 
from the F .P.C. to maintain earnings on level or declining sa les volumes and the abi lity to 
maintain direr• sales volumes. A $21 million rate increase became effective October 9, 1976. 

The intrastate system, United Texas Transmission (32% of pro-form a earnings) , gathers 
and rese lls gas wholly within Texas. In 1975, 251 BCf of gas was sold and 79 BCF was 
transported for others. Of 1975 gas sales, 113 BCF was to Houston Lighting & Power for 
electric generation and 73 BCF was to Entex for resa le to high priority gas consumers; the 
remaining 26% was sold to industrial customers in the Gulf Coast for their own use. United 
Texas sales volumes have continued to rise (since intrastat1 gas supplies are in surp lus) and the 
system's reserves/production ratio is abou t 10.4 years based on 197~ year-end reserves of 2.6 
TCF. Earninr.s of the intrastate system have improved over the past two years as a result of 
upgrading direct !>ales conlracts from fixed price to price plus cost o f gns; however, since almost 
all contracts have now been renegotiated, earnings may fl<1tten out beyond 1976 unless addi­
tional sa les or transportation contracts can be negotiated. 

Offshore Pipelines: ( 11 % of pro-forma earnings) S1~a Robin, which is 50% owned wilh 
Southern Natural Gas, operates an interstate pipeline system in the Gulf of Mexico offshon: 
Louisiana. s~a Robin has a capaci ty or 1.2 BCF per day and, in the first half of 1976, operated 
at 792 Million Cubic Feet per day (66% of c:ipad ty). Seu Robin provided 16% of United's 
In terstate system supply in 1975. ~ea Robin, in conjunction with the HIOS and UTOS systems 
to be completed late in 1977, will 9111t .ht! 111tersu>i1• system access to those several leases on 
which United has made advance payments ancJ LO Lhose "•lorks beinq developed by Pennzoi l 
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and its affiliates. Sea Robin earnings will hold about level but earnings from HIOS and UTOS 
will boost offshore pipeline EPS in 1976 ($3 million tax credit) and in 1977 ($6 million tax 
credit) . 

Cotton Petroleum: (7% of pro-forma earnings) is engaged in oil and gas exploration, de­
velopment and production and is also in the business of organ izing and managing oil and gas 
drilling programs. Most recently, oil and gas sales contributed 83% of revenues while manage· 
ment fees, service charges and other income sources provided the bulance. Daily average pro­
duction rates for the first half of 1976 were 1,464 barrels of oil and 15. 7 MMCF of gas, the 
prices for which were $10.56 per barrel and $0.86 per MCF, respectively, at mid-year. At 
August 1, 197b, oil and condensate reserves amounted to 3.34 million barrels of oi l and con­
densate and 56.1 BCF of gas. At a valuation of $3.50 per barrel and $0.50 per MCF, these 
reserves equal about $40 million. Cotton's earnings have improved recently owing primarily 
to increased oi l and gas production (and somewhat to higher prices) deriving from growing 
success of the exploration activities related to its drilling programs. Cotton's revenues and in­
come for the past five years are summarized below. 

COTTON PETROLEUM 

OPERATING RESULTS 

6 Months 
1971 1972 1973 1974 1975 1976 

Averilge Dai ly Productio n: 
Crudo Oil & Condcnsiltc (Bbls.) 380 785 825 1,010 1,349 1,464 
Natural Gas (Mils. Cubic Feet) 3.2 8.7 11 . l 12.9 15.0 15.7 

Revonues (M il.) 
Oil & Gas Sales $0.62 $1 .48 $2.50 $4 .61 $7 .15 $4.43 
Other 0.41 0.44 0 .62 1.18 1.75 0.93 

Total $1.03 Sl .92 $:3 .12 $5.79 $8 .90 $5.36 

Income from continulnn operations 
l.Jelorc cxtrnordinury items (mil.) $0.11 $0.35 $0.73 $1.58 $2.77 $1.75 

EARNINGS 

Following is a summary of the earnings of each division as derived from the Cotton/ United 
merger prospec tus fo r the 12 month results through September 30, 1976 together with our 
es timates of 1976 and 1977 earnings. 

COMBINED PRO·FORMA EARNINGS RESULTS 

United Go~ Pipeline 
United Tcxns Trnnsmis$10ll 
Offsho1c P111olinc Systems 
Couon Pu11 oleum 

Totnl 

12 Months Soptumbor 30, 1976 
Earns. 

Net Income (mil.) Per Shoro 

$26.64 $2.32 
16.80 1.'16 
5.66 0 .49 
3.71 0.32 

$52.81 $4 .59 

Estlmatod 
Earns. Per Share 

1976 1977 

$2.35 $2.35 
1.45 1.50 
0 .50 0.75 
0.40 0.50 

$4 .70 $5. 10 



FINANCES 

Capital spending by the United system will probably amount to $40 million in 1976 com­
pared with internal generation of $82 mi ll ion consisting of $40 million from retained earnings, 
$35 million of depreciation and $7 mill ion of deferred taxes. Rather than reduce leverage, 
United wi ll now have a staff of highly competent geologists and exploration experts to profitably 
invest the cash flow in the exploration for new oil and gas reserves and thus help diversify 
UER's operations. 

CAPITALIZATION 6/30/76 

Pro forma for Merger 

Amount (Mil.) Ratio 

DIVIDENLS 

Short-Term Obligation 
Long·Tr~rm Debt 
PreferrEd Stock 
Common Equity 

Total 

$ 12.4 
199.4 
None 
242.1 

S453.9 

2.7% 
43.9 

53.3 

100.0% 

After being spun-off from Pennzoil in March 1974, United paid its initial dividenrl ~f 
$0.15 on July 1, 1974, an annual rate of $0.60. The payment was boosted 20% to $0.72 on 
July 1, 1975 and 83% to $1.32 on April 1, 1976. The present rate represents a payout of 
29% of current EPS of $4.59 per share; the average pipeline industry payout is 41%. We see 
no reason why UER should not, eventually, payout abou t the same percent<tge of earnings as 
other gas pipelines with their own production and look for another dividend increase in 1977. 

LITIGATION 

United is a defendent in several lawsuits alleging damages resulting rrom forced curtailments 
of natural gas deliveries and alleged violations of antitrust laws. Unitcd's counsel believes that 
applicable judicial decisions, F .P.C. orders, tariffs and contracts, and industry p;act ices should 
furnish adequate iefenses to the cla ims for damages. However, the ultimate ou tcome cannot 
be determined and investors in UER should be coun izan t of the uncnrtaintics created by the 
lawsuits which, together, n ~uest damages aggregat ing $1.15 billion. 

RR- 76- 181 - Ar.search Department-
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TEXAS GAS T RANSM ISSION ('TXG) 

Dividend EPS (Oec.) 

Rate: $2.00 1977E: $6.50 
Yield: 4.3% 1976E: $6.65 

1975: $4.39 

10.3 Million Return on Avg. 1976 Equity: 
$484 Million Book Value Per Share (9/30/76): 

P/E 

7.2X 
8.3X 

14.2% 
$37.34 

Based on a recent review of the company's operations with management, 
we are raising our earnings estimates for Texas Ga:; from $5.45 to $5.65 for 
1976 and from $5.70 to $6.50 for 1977. The principal areas of change are in 
the gas pipeline division (to reflect the tax credit and allowance for funds related 
to HIOS) and the trucking division (to rnflect the acquisition of All-American 
Transport on October 1, 1976). 

Natural gas pipelines in general are curren ~ ly se ll ing about 7.5 times esti­
mated 1977 earnings; however, natural go~ proaucers sell at higher P/E's than the 
general market while major trucking companies ore priced at 8-9 times current 
EPS with higher earnings expected in 1977. On "he basis of the trucking (TXG 
is now one of the ten largest truckers in the U.S.) and pipeline operations, to­
gether about 54% of earnings, TXG appears approJ.,ria'lely priced. There are no 
valid market comparisons for TXG 's inland wcJterways division. However, in 
comparison with gas producers, TXG appea rs slightly behind the market. Accord­
ingly, we rate TXG a strong hold in growth oriented accounts and suitable for 
purchase by investors seeking some yield and good di•1 idend growth. 

Copyright © Whho, Wald & Co. tncorpor11tod, 1977. 
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NATURAL GAS TRANSMISSION (41% of 1976 earnings) 

TXG sold or transported 672 billion cubic feet of gas in 1975, down 15.7% from peak 
deliveries in 1972. For 1976, the available gas supply is projected at 624 BCF of which 6% 
will be system produced gas, 35% purch...i$ed fro~ onshore fields, 35% from offshore pro­
ducers and the remaining 24% from other pipelines. For 1977, the addition of new gas sup· 
plien from several offshore blocks should help offset delivery curtailments from onshore 
sources and from other pipelines resulting in level volumes for the first time since 1972. 
Volumes are projected to hold at 1976 levels or slightly above through the remainder of the 
1970's, especial ly after the HIOS line connects additional offshore Texas production in late 
1977 or early 1978. 

An F.P.C. rate increase collected since April 1, 1976 has been settled wi'ch a 13% return 
on a $174 million equity base which equates to $22. 7 million earnings or $2.20 per share. 
Additional earnings in the pipeline division will be generated by the 10% investment tax 
credit on TXG's $70 million share of the $353 million High Island Offshore System (HIOS) 
scheduled fo r completion by early 1978 and by the allowance for funds used during the con· 
struction of HIOS; together these two items are expected to add close to $0.20 per share to 
earn ings in 1976, $0.85 in 1977 and $0.10 in 1978. HIOS will be accounted for on an equity 
basis. 

OIL & GAS EXPLORATION AND PRODUCTION (22% of 1976 earnings) 

At the end of 1975, Texas Gas Exploration's reserves amounted to 280 BCF of gas and 
9.7 million barrels of condensate and crude oil; assigning a conservative valuation to these re· 
serves of $0.35 per MCF and $3.00 per barrel , the asset value equates to ab<>ut $ i 2 1->:!r 
share. In 1975, Exploration sold 36.7 BCF of gas (mostly old gas), 1.1 million barrels of oil 
and 175 million gallons of liquids (at F.E.A. controlled prices). Commencement of del iveries 
of gas from Ship Shoal Blocks 247 and 271 in the second quarter 1976, from Vermilion 
Block 256 in the third quarter 1976 and from Eugene Island Block 292 sometime around 
mid· 1977 should boost gas production to over 40 BCF in 1976, bl.tween 45-50 BCF in 1977, 
nnd over 55 BCF by 1978. Oil production should be a!JOllt level in 1976, but the addition 
of Eugene Island Block 292's oi l output of 1,000 BPD in November, 1976 will hike 1977 
oil production by over 25%. The higher productic n of oi l and gas coupled with higher gas 
prices of $ 1.44 per MCF authorized by F.P.C. OrJer 770- A should help boost earnings 
sigrti ficantly. 

INLAND WATERWAYS (24% of 1976 oarninus) 

Coal remains tho major commodity carried by the barging operation followed by grains 
downriver and liquids upriver. Earnings in the first half 1976 bencfitted from the absence 
of flooding condirlons although second half earnings wero depressed owing t1) shallow water 
levels and narrow channels (tl rnsu lt of dry weather in the upper midwcst) which reduced the 
si?.e o f the tows. For 1977, barging earnings could be up modestly given a return to normal 
river conditions ulthough Jeffboat, the shipbui lding affiliate, may show some 'NE!i. mess as 
le:>S of its output will be sold to other barge operations. 
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TRUCKING (12°Ai of 1976 earnings) 

The addition of All-American T;-ansport on October 1, 1976 makes Texas Gas one of the 
ten largest trucking concerns in the U.S. The AAT acquisition will be treated as a pooling 
of interest and its contribution to earnings should amount to about $0.40 per share. The 
acquisition is antidilutive in that net income for the first nine months of 1976 equated to 
$4. 77 for each of the 650,000 TXG shares issued versus $3.88 for TXG for the same period. 

Terminal Transport earnings are sharply ahead of last year because of the recovering 
economy and new management techniques established earlier this year. Further improvement 
is foreseen in 1977 assuming an up economy. Commercial Carriers is also up sharply in line 
with the stronger auto output versus last year; however, in view of the recent slowing of the 
growth in auto sales, we are expecting only level earnings through 1977. 

CAPITAL SPENDING 

Outlined below are capital outlays by division through 1976 together with our estimated 
spending for 1977 and 1978: 

CAPITAL SPENDING 
(Millions) 

1974 1975 1976E 1977E 1978E 

Pipeline $21.1 $19.9 $14 $ 15 $ 15 
Waterways 21.7 17.9 32 35 30 
Trucking 15.2 3.1 10 12 10 
Expl. & Prod. 23.6 22.7 35 45 50 

Total $81.6 $63.5 $91 $107 $105 

The HIOS line will be built and financed as an independent pipeline and •1erefore docs 
not appear in the capital expenditures forecast. The barging operation's terminal for coal 
to be rece1v1.Jd from Burlingt1Jn Northern starting in 1979 will cost about $26 million and is 
spread $7 million in 1976, ?bout $10 million in 1977 and the rest in 1978. 

FINANCING 

Texas Gus accomplished the following financings in 1976: 

a. $28.fi million private placement loan agreement with insurance companies to finan~e 

advance payments. 

b. $37.8 million U.S. Gov't Guaranteed Ship Financing Bonds to finance barges and 
towboats. 

c. $60.0 million Debentures for the acquisition of additional gas supplies and repayment 
of ~1horMerm obligations. 



For 1977 we project retained earnings at $35 million, depreciation at $63 million and 
deferred taxes of $25 million for total internal generation of $123 million excluding cash on 
hand from the 1976 financings. The $107 million capital outlavs plus $25 million sinking 
fund and debt maturity needs will about match the internal funds. No major external finan· 
cing is anticipated other than another ship financing issue of about $40 million to further re­
duce short-term borrowings. 

EARNINGS 

CAPITALIZATION 
!9/3on6l 

Sho:-t Term Obligations 
Long Term Debt 
Preferred Stock 
Common Equity* 

Total 

Amount (mil.) 

$ 26.7 
323.7 

10.5 
342.2 

$703.1 

• Includes $2.7 million Convenible Preference Stock 

% 

3.8% 
46.0 

1.5 
48.7 

100.0% 

Outlined in the following table is our forecast of TXG earnings by division. For 1977 
the two main sources of the estimated $0.85 EPS increase are in the gas pipeline area 
($0.46 per share) and oil and gas production ($0.45 per share). The gas pipeline <?arnings in· 
crease is based on the investment tax credit and AFUDC associated with HIOS and are not 
true earnings entitled to a full P/E multiple valuation. For 1978, only a modest 3% earnings 
improvement is forecast since the disappearance of a portion of the HIOS items will offset 
gains in oil & gas production and waterways. Over the long ?r term, pipeline earnings growth 
will be modest, trucking earnings about in line with the ccoPomy, waterways should grow 
faster than the economy owing the incremental growth of coal hauling and the appeal of 
this inexpensive shipping mode, and oil & gas production growth should continue well above 
average as long as the energy shortages persist. 
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QUARTERLY EARNINGS PER SHARE BY DIVISION 

Gas Oil Trucking Division 
Pipe· & Water· Comm'I Terminal Total 
line! Gas ways Carrien Tninse. AAT Come!!nr 

1974 
10 $ .51 $ .39 $ .20 $ .03 $ .05 $1.18 
20 .47 .39 .39 .03 .10 1.3 
30 .44 .34 .21 (.01) .99 
40 .62 (.06) a .32 .02 .93 
Yr. $2.05 $1.03 $1.13 $ .08 $ .16 $4.45 

1975 
10 $ .63 $ .21 $ .31 $ (.03) $(.03) $1.09 
20 .33 .25 .34 .01 .01 .94 
'.?Q .32 .30 .31 (.02) .01 .93 
40 .73 .35 .32 .08 1.48 
Yr. $2.02 $1.06 $1.28 $ .03 $4.39 

1975c 

10 $ .75 $ .27 $ .38 $ .03 $ .02 $ .08 $1.53 
20 .56 .26 .48 .06 .05 .09 1.50 
30 .18b .32 .26 .14 .90 
40 E .85 .40 .25 .07 .05 .10 1.72 
Yr. $2.34 $1.25 $1.37 $ .16 $ .12 s .41 $5.65 

1977E 
10 $ .80 $ .40 $ .35 $ .05 $ .05 $ .10 $1.75 
20 .65 .40 .40 .05 .05 .10 1.65 
30 .45 .45 .25 .05 .10 1.30 
40 .90 .45 .25 .05 .05 .10 1.80 
Yr. $2.80 $1.70 $1.25 $ .15 $ .20 $ .40 $6.50 

1978E 
10 $ .85 $ .45 $ .40 $ .05 $ .05 $ .10 $1.90 
20 .65 .45 .40 .05 .05 .10 1.70 
30 .35 .50 .30 .05 .10 1.30 
40 .80 .50 .30 .05 .05 . 10 1.80 
Yr. $2.65 $1.90 $1.40 $ .15 $ .20 $ .40 $6.70 

0 tncludos ($0.421 non·rocurring ycar..-nd adjustment. 
brncludos ($0.16) non·recurring roser\IO sot up for pos.slblc coal go1ilication plant write-off. 
ceased on 10.3 mill ion shares outstanding throughout the year. 



DIVIDENDS 

During the five years 1971 to 1975 the payout ratio averaged 43% and tl'e dividend was 
ra i~ed annually effective with the June 15th payment. The present $2.00 rate represents a 
payout of only 35% of our estimated 1976 earnings and 31% of our 1977 estimate. We 
bel ieve the payout ratio may trand back toward 40% gradually and that an increase to 
$2.20-2.36 effective in June, 1977 is possible. 

VALUAT'ON 

Assig 1ing a P/E multip le to Texas Gas is difficult because there are few comparable 
b.jrging co npanies; however, we have outlined possible multiple values in the fol lowing 
formula: 

TEXAS GAS VALUATION 

Division Est. 1977 EPS P/E Value Worth 

Pipel ine $2.80 x 6.5 $18.20 
Oil & Gas 1.70 x 11.0 18.70 
Waterways 1.25 x 8.0 10.00 
Trucking 0.75 x 7.0 5.25 

Total $6.50 x 8.0 = $52.15 

Despite the recent move in the price of TXG we feel the company remains a hold at 
current level!; for growth oriented investors and is su itable for purchase if some yield and 
good dividend growth is desired. 

TEXAS GAS INSTITUTIONAL OWNERSHIP 

Category Number Shares Held % Outst. Shares 

Banks· 21 1,035,647 10. 1% 
Investment Cos. · 16 817,200 7.9% 
Insurance Cos. • • 33 482,260 4.9% 

Tot.ii 70 2,335, 107 22.7% 

Sourco: ' Spec11um 
• • A.tll . Beu 

RR-77-9 - Research Department-

Tho fn1ugo 1110 hns l>ocn prupnrnd sohily for inforn1at1vu 'lurposus oncJ ls not o sol ic1to1ion, or 1111 o flor, to buy or soil any 
securi ty. It docs nut purport to l:l\. .1 comptoto doscrlµt iun o r tho sccurlt los, rn .. rkots o r dovolopmont1 roforrcd to in tho 
moturtol . All uxpronlons of 011inion oro sub1oct to chongo without notice. Tho informot ion Is obtolnod from aoorcos which 
vw consider rotioblo but \NII 11111111 no t lndcpcndon tly 11cr1flcd such information nnd wo do not guorontoo thot it Is occurotc or 
complclC. Wo, or our officers ond directors, mt1y fr om tirnu to tin•o hnvu 11 lonu or short posit ion in the securit ies mentioned 
nncf moy se ll or b11y 1uch 111cur1 110•. 
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Rate: $1 00 

Yield: 4.9% 

6.37 Mi llion 
$130 Million 

EPS" (Dec.I 

1977E: $2.75 
1976E: $2.60 

1975: $2.31 

Return on Avg. 1975 Equity: 

Book Valuf! Per Share (9/30/76): 

P/E 

7.4X 

8.2X 

11.1% 

$24.40 

Florida Gas is gradually changing from a pure natur ... 1 gas pipeline and distribution 
company into an oil and gas producer with land operations and, possibly, a petroleum 
products pipeline. The success of an early diversi fication move into land development was 
hampered by the collapse of the Florida land market, although the market value of the 
properties still exceeds their cost; the Florida real estate market is finally beginning to re­
cover, and proceeds from land sales can be used to develop future oi l and gas production 
prospects. The cornpany's oil and gas exploration program has been uncommonly success· 
fu l in its early phases both o ·rshore and onshore and production is just becoming a major 
earnings factor. Earnings d~clined 15% from the first quarter 1975 to the first quarter 
1976 as a resu lt of lower volumes of wet gas passing through the hydrocarbon extraction 
plant and a foreign exploration write·off. This contrnction is now fully re flected in re· 
suits ond per-share tarnings growth has resumed. Furthermore, the dividend is likely to be 
raised (probably 1 oo·, to a $1.10 rate), ef fcctive with the June, 1977 payment. 

At current prices, t- LG is yielding 4.9% and sell ing at 7.4 tr mes 1977 estimated EPS 
based on a market price of only 84% of book value. Other gas pi~elinc companies typ· 
ically offer similar yields and sell about the same multiple but are priced at 25- 30% over 
book value. Despite the recent strength of F LG and the rest of the natural gas pipelines 
we believe Floridri Gas is an attractive purchase for growth oriented investors for the 
f ollowlng reasons: 

a) the company's base is a solid natural gas pipolino whose volume dulivories wi ll be 
turning up agoin starting in 1977; 

Cofl'(rlght © Wt1l10, Wultl & Co. lncorPomllltl, 1977 . 

M/01/ :Jl /IJ 1 



b) a recovering real estate market for Florida land holdings should allay fears of possible 
writedowns and help boost t he market-to-book ratio closer to indust ry norms; 

c) continued success in the oil and gas exploration and production area could gradually 
move the P/E valuation toward the multiples generally accorded oil and gas producers; 

d) a major oil or gas discovery cou ld be more significant to FLG than to most other 
pipelines owing to the leverage of a small number of shares; 

e) longer term earnings growth should average at least 10% annually; and 

f) consistent annual dividend increases are expected in line with or faster than earnings 
growth. 

THE COMPANY 

Florida Gas' principal earnings source is Florida Gas Transmission. a nntural gas pipeline 
stretching from the Rio Grande Valley of South Texas to Mi::imi, Florida. A lso, retai l natural 
gas distribution systems are operated in Miami, Jacks1.mville, Orlando-Winter Park, St. Peters­
burg and Daytona. 

Diversification activities are concentrated in three principal areas; extraction of I iquid 
hydrocarbons from the pipeline stream; land development in Centra l Florida; and oi l and gas 
exploration, development, and production. An additional proposal calls for conversion of a 
portion of the existing gas transmission line into a petroleum products pipeline. Outlined in 
Table 1 is a breakdown of 1975 divisional results. 

Tablo 1 

DIVISIONAL BREAKDOWNS 

Earninas Beforo Interest & Taxes 
1975 1975 

Revenues Margins Total % of Total 1976E 1977E 
(mil.) lm1TJ TniTIT TmITT 

Pipeline $101.5 36.7% $37.2 79% $39.0 $40.5 

Distribut ion 27 4 13.6 3.7 8 4.5 5.0 
Hyctrocar hons 13.8 42.5 5.8 12 2.0 1.0 

Land 0.9 N.M. (0.91 (2) (0.5) 

Oi l & Gas 4.7 28.5 1.3 3 3.0 5.0 

Other (20.8) . N.M. ~ _JQ2l (0.5) 

To Ht I $127.5 36.9% $47.0 100% S47.5 $51.0 

•i ncludes int11 rcomp1111y eliminotlons 

N.M. - Not met111l11glul 


