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Natural Gas Pipeline Division - (79% of 1975 EB IT-Earnings B~for<d Interest & Taxes) 

The entire natural gas pipeline industry until recently has been suffering from a common 
problem: diminishing supplius of natural gas, the result of restriclive F.P.C p(-:ing practices 
which have discouraged the ~.earch for and development of new gas sources. Although the 
recent move of the F. P. C. toward higher prices at the wellhead will certainly stimulate in­
creased interest in exploring for natural gas, the possible refu1"ld liabiliW still serves to dis­
courage the commitment of new reserves to interstate markets. Until ueregulation legislation 
is proposed by President-elect Carter and enacted by Congress, the prospect of natural gas 
shortages may continue to plague thr industry. 

Florida Gas Transmi:;sion, incorporated in 1957, is a natural gas pipeline system which ex­
tends from the Rio Grande Valll'?Y of South Texas to a point 20 miles south of Miami, Florida 
traversing the States of Texas, Louisiana, Mississippi, Alabama and Florida. The pipeline 
provides the only natural gas service available in peninsular Florida and serves 33 gas distribu· 
tion systems and 40 industrial l:ustorners. Because of the mild winters and absence of hefty 
heating loads, the primary markets are commercial and industrial consumers. The largest 
customer group is twelve electric g~ne rating systems of whir.h Florida Power & Light and 
Florida Power Corp. are the biggest. Gas distribution utilities are the next largest followed 
by food processors, FLG's liquids extraction plant, pulp and paper plants, and citrus processors. 

At the end of 1975 Florida Gas Transmission had 1.34 trillion cubic feet of natural gas 
dedicated to its system undf!r long-term purchase contract, equal to a reserves/production ratio 
of 11 .2 years based on 1975 sales of t20 billion cubic feet. During 1975 only a sr •. all portion 
of the gas sold was replaced with new reserves and deliverability diminished, a trend expected 
to be reversed af~er 1976, :;ince new offshore production committed through its exploration 
effo;·ts will result in a high1u natura l gas delivery level. 

In 1975, 222 billion cubic feet of gas were delivered to Florida by the pipeline system, 
including 124 BCF under transportation C.'011tracts with Florida Power & Ugh t and Florida 
Power Corp., 72 BCF sold to distribution utilities for resale, and 26 BCF sold directly to in­
dustrial customers for their own use. (Twnnty-one BCF were also sold in Texas or Louisiana 
or used by the system.) Gas sales for industrial use are made on an interruptible basis and 
curtailments of these del iveries enables the pipel ine to meet peak firm requirements. 

Table 2 

NATURAL GAS SALES VOLUMES 

Trill ions of OTU % Chanll! 
1974 ill§. ~ ~ 197BE 1976 to 1978 

Olat rlbu llon System 23 ..,~ 

• .> 24 26 27 12.5% 
Pipeline Svst•rn 

For Resale 51 49 51 55 SB 13.7 

For UICI 54 26 11 9 6 (45.5) 

Tra111portet lon Oell11orios 124 124 124 124 124 
Company Use & Other 37 21 ~ _JJ. _JJ. ---

Total 2R8 243 21!l :123 225 2.7% 



Mo'it new supplies of pipeline gas will be produced from offshore acreage and as offshore 
production increasec;, higher gas deliveries appear likely in the late 1970's. The first major 
volumes from offshore began flowing in early 1976 fr0:-11 Grand Isle Block #76 in which 
Florida Gas Exploration has a small working interest. 

Until recently, Florida Gas Transmission had several overlapping rate cases pending before 
the Federal Power Commission; however, a settlement agreement with customers and the 
F.P.C. staff was reached in the summer of 1976 which will resolve all pending rate matters 
when finalized by the F. P. C. 

As a result of revenue increases, gas transmission earnings were up slightly in 1974 and 
again in 1975. A rate increase, effective April 15, 1976 included in the recent settlement 
was designed to provide a 13% return on equity and helped improve earnings in 1976 while 
in 1977 pipeline income will rise to reco rd levels helped by higher volumes. 

Gas Distribution Operations - (8% of 1975 EBIT) 

Systems which distribute natural gas at retail to residential, commercial and small indus· 
trial consumers are operated by FLG in Miami, Jacksonville, Orlando-Winter Park, St. Peters· 
burg, Daytona, Lakeland and several smaller communities. Together, ~hese systems purchase 
about one-third of the pipeline system's sales for resale. At year-end 1975, the distribution 
system was serving about 92,000 customers with natural gas while 9,000 potential customers 
located beyond the present limits of the distribution lines were served with bottled gas. A 
warm 1975 winter heating season produced a revenue increment insufficient to offset inflated 
operati11g costs and 1975 distribution earPings were down about 16%. The 1976 winter 
season was slightly colder than normal and this, coupled with a $2.6 million rate increase in 
°'ugust, 1976, should produce a sharp recovery (up 22°Ai) in earnings. For 1977, we anticipate 
another good earnings improvement (up 10%) under normal weather patterns owing to carry· 
over benefits of tile rate increases, cold weather to date, and somewhat higher volumes of gas. 

Oil & Gas Operations - (1% of 1975 EBIT) 

The direction of future corpornte develop111ent is best outlined by Florida Gal capital 
expenditures (see Table 4) that suggest management believes its 1nost promising future earn· 
ings prospects lie in oil and gas production. Net investment in this sector totaled apµroximately 
$40 million at the end of 1975, of which $29 million was invested in offshore and $11 million 
in onshore properties. Despite the success of the exploration programs to date, oil and gas 
operations continued to show a loss through 1975 because development of the fields has been 
r.low, and overhead and interest costs are expensed. However, the contributions to earnings 
are expected to develop rap!dly as more of the newly discovered fields come into production. 
Florida Gas Exploration, r. subsidiary of Florida Gas, is financed independent ly of Florida 
Gas Transmission, the plpeiine, and hence, all profits flow to the stockholders. Oi l and gas 
earnings before interest and income taxes should rise rapidly from $1.3 million in 1975 and 
an es timated $3.0 million in 1976 to a projected $5.0 million in 1977 and $8.0 million in 
1978. 
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In the onshore area, fou1r exploration programs are operated: one in New Orleans; onr 
in Jackson, Mississippi; one in Houston, Texas; and the newest in Midiand, Texas. Ourinc: 
1976, Florida Gas participated in 28 wildcat wells (12 successful) and 19 development v ells 
(12 completed as producers.) Efforts in Southern Louisiana have been very successful i· 

locating oil and gas reserves, and results have been exceptional in Mississippi, where f-LG has 
discovered several significant new gas fields. Production from onshore discoveries has been 
growing for the past two years and is now at a daily rate of about 400 barrels of oil and 12 
million cubic feet of gas. 

Table 3 

OI L AND GAS EXPLORATION AND DEVELOPMENT 

Estimate 
1974 1975 1976 1977 1978 

Daily Production P.:ae (Year·E.ndl 

Oil (barrels) 250 325 400 500 600 
Gas (Million of Cubic feet) 6.3 10.9 21.0 30.0 40.0 

Proved Reserves (all Onshore) 
Oil (000 barrels) 457 521 
Gas (Billions of Cubic feet) 20.8 20.7 

In the offshore area, Florida Gas has interests in fifteen prospects for which it paid 
$23.4 million. Seven of these leases located offshore Florida with a cost of $3.8 million 
were abandor,ed and put into the full cost accounting pool early in 1975. FLG has usually 
particiµ atec' in offshore lease activities in partnership with Shell Oil. Presently the most 
promi·;ing offshore exploration areas are: 

1) Grand Isle Bloc'<s 75 and 76, where F LG has a 12.5% working interest and a call on 
500Ai of all gas. Natural gas production began in April 1976 and is running about 
seven mi ll ion cubic feet per doy. 

2) Vermilion Block 22, in which Florida Gas has a 4.17% working interest and a one·sixth 
call on gas, is scheduled to begin production around mid-1977; and 

3) the Cognac Prospr.ct (which cost the Shell group $214 million) in which FLG has a 
4.17% working interest and a call on 25% of any gas found . 

Consideration was given to selling the Cognac Prospect because or thl? l::irge capital in­
vestment but it retained its interest and was rewarded when the promi~;ing scisrnic data was 
confirmed by the discovery or several feet of oil and gas bearing sands in the first four wells. 
Cognac is an exciting development based on Its prospects for major earnings contribution'> 
for F LG shareholders as well as being a potential long· range gas supply soum~. A drilling 
platform the height of the Empire State Building has been ordered for Cognac, one of the 
deepest water prospects in the Gulf of Mexico, and production should begin in 1979. Various 
estimates of probab le Cognac reserves indicate that Cognac is a significant oil and gas 
discovery. 



Land Development - (minus 2% of 1975 EBIT) 

· Florida Land Company, the company's land subsidiary, now has most of the 1974 and 
1975 problems behind. Demand for housing was weak due to overbu ilding, inflation, and 
high interest rates; however, a dramatic curtailment of building activity has reduced housing 
inventories and a positive recovery is underway. The land development properties of Florida 
Gas are well situated to participate in the longer term growth of Central Florida, especially 
the growth that may be derived from Walt Disney World's proposed new World Trade Exposi­
tion schedule for operation in 1980. The Exposition would increase Disney employees from 
13,000 to 29,000 by 1985 and support an increase in attendance from 12 million in 1975 to 
an estimated 22 million in 1980, 25 million in 1985, and 30 million by 1990. These land 
holdings are a valuable asset, but a sustained improvement in Florida's residential construction 
ir1dustry is necessary before an earnings contribution can be realized. Management considers 
the present near-term growth prospects insufficient to justify further major capital investments 
in land development and intends to gradually reduce its tota l $45 million investment in this 
area. The Company is unlikely to undertake any new development projects and may, in fact, 
use the cash flow generated by property sales as a source of funds for future oil and gas ex­
ploration activities. Sales of the various parcels are not likely to produce material losses. Tl ~ 
five major properties in which Florida land currently has interests are: 

Orangewood, a 4,500-acre development located between Orlando and Disney World where 
two major tourist attractions, Sea World and the Stars Hall of Fame, bought land a11d are 
developing their activities. Florida Land has completed development of its first commer· 
cial and residential section and further development will be undertaken when a stronger 
recovery in the land market becomes evident. 

Winter Springs, a 2,250-acre venture northeas t o f Winter Park has been developing and 
selling lot!i to builders for lour years. Half the project has been sold. 

Greenwood Lakes, is a 1,500-acre development north of Orlando. Further development 
has been deferred unLil a pickup in land operations begins. A new NCR plant has just 
started operations adjacent to Greenwood Lakes and will employ some 1,500 workers. 

Sugar Mill, is a new golf resort community !ocat~d near New Smyrna Beach. north of 
Cape Kennedy. Several lots adjoin ing n11 apr•.:alinn golf course hove been laid out, and 
consl ruclion is underway or completed on nearly fif ty townhouse vill as which have sold 
we ll. 

University Park, is a 450-acrc dcvelopm;·nt near Orlando across from Florie.la Technolo­
gical University wh ich comm~nccd opera, ions in 1970 and has grown remt1rkobly since. 
The property has been zoned µrimari ly fo1 'larden· type apnrtments and condominiums 
to be used by or rented to studonts nnrl facl.:lr;. The property is being held for future 
develorment al thOulJh one tract h<1s been solcl . 

Hydrocarbons - (12% o f 1975 EBIT) 

Floricla Hydrocarbon's naturnl gas liquicls cx t rnction plant ill Brooker, Florida processes 
the pipeline sy:acm's mainline gas stream, removes liquid llydrocnrl)Ons anci redelivers the gas 
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stream to the pipeline. The liquid hydrocarbons are then processed into propane, butane 
and natural gasol ine; a blending facil ity prnduces motor fuel. Wi"ch the connection to the 
pipeline system of new gas supplies from the Jay Fie ld in northwest Florida in 1972, the 
liquid hydrocarbons in the gas stream increased substantially, resulting in significantly greater 
liquids output. Following the start of our nations' energy crisis in late 1973, prices for ex­
tracted products rose sharply and operating earnings rose from less than $1.0 million in 1972 
to over $12.0 million in 1974. The Jay Field producers, however, started operating 'ield ex­
'traction facil ities in May, 1975, and the extraction of liquid hydrocarbons has since declined 
from a peak annual rate of 109 million gallons in 1974 to the present annual rate of about 
32 million gal lons. 

Production volumes may decline gradually in the future as new gas reserves attached to 
the pipel ine system are delivered in a dry form, the liquids already having been extracted by 
the vendor, and earnings may declin1 .Jrther from $2.0 million expectP.d in 1976 to $1.0 
million in 1977 and beyond. However, the energy shortage has boosted prices for extracted 
products and over the longer-term, earnings should remain positive. 

TransGulf Pipeline -(Potential new earnings source) 

The natural gas transmission system is operating at less than 80% of capacity and F LG 
has applied to the F.P.C. for approval to convert a substantial portion of the origi nal 24-inch 
pipeline to a petroleum products pipeline which would involve completing the remaining 
loops of the parallel interconnecting 30-inch pipeline thereby permitting full deliveries of 
natural gas into Florida to continue. The products portion of the l ine would extent.I approx­
imately 890 miles from near Baton Rouge, Louisiana, to Fort Lauderdale, Florida, and would 
transport gasoline, jet fuel, diesel oil, kerosene, light heating oil and other refined products 
wh ich presently enter Florida only by truck, rai lroad tank car, barge or tanker. TrnnsG ulf 
would have an Initial delivery capacity of approximately 200,000 barrels a day, about one· 
half of the current consumption or these products in the Florida market. The ini tial system 
is projected lo cost $135 million which includes $32 million to purchase the oxisting 24-inch 
pipeline system, and the balance for commercial tcrmirrnls at various locations in the stRte. 
Florida Gas Transmission will spend $20 mill ion to complete looping the 30·inch pipeline. 

Ir the F.P.C. approves TransGulf, operations could commence by 1979, at which Lime 
the Merage dnily delivery capacity of the natural ga5 pipeline system would bu reduced from 
7'15 million cubic feet to 625 million cubic feet. If it were assumed that the new products 
pipdine system would he financed with an initial 10% common equity cohtrihution from the 
parnPt company and that the return on that equity would be substantially highe( than the 
prcser ,1 1eturn on equity, the earnings contribu tion could be in the nrea of $0.50-0.75 per 
share. 

FINANCI AL 

Construction 

Capital expenditures totaled $19.1 million in 1975, were projected at $22 million for 1976, 
and for 1977 may be In the $40 million area. If F. P. C. npproval is received, construction of 



the TransGulf pipeline conversion project could ::ie accomplished mostly in 1978; capital 
spending for 1978 in Table 4 excludes any Tran~Gulf outlays. 

Financing 

Division 
Pipeline 
Distribution 
Land 
Oil & Gas 
Hydror orbons & Otl1er 

To1ol 

Table 4 

CAPITAL EXPENDITUl~ES 

(millions) 

1974 1975 

s 7 7 s 2.8 
4.1 3.6 

14.5 4.1 
22.S 18,5 

_0.3 _lh! 
$49.1 S19.1 

1976E 1977E 1978E 

~ 3.0 s 9.0 s 5.0 
4.0 5.5 6.0 
1.5 2.S 3.0 

13.0 22.0 30.0 
0.5 1 .0 _.Jl! 

$22.0 $40.0 $45.0 

Florida Gas ha~. a $10 million revolving credit agreement (most of which was taken down 
by the erid of 1976) and $30 million bank line; no major permanent financing was undertaken 
durin3 1976 except for a $30 million, !:ix and a half year term loan entered into in conjunc· 
tic-;1 with the revolving credit agreement. In 19T7, capi tal spending of $40 million will be 
funded by $12 mil lion of retained earnings, $31 mill ion from depreciation and deplet ion and 
$8 million of deferred income taxes m11king any permanent long-term financing unnecessary 
except special proje1;t type financing, i·f su itable. The 5%% debentures are not likely to be 
exercised (conversion price $23.41) until the common stock dividend reaches $1 .35 per share, 
a rate we foresee about mid-1979, the same year the debentures initially becomes callable. 
We do not see the need for equity financing over the next few years. 

Tahlu 5 

FINANCING AND CAPITALIZATION 

197·1 1!175 197GE 
Usus 

Cuolwl Sponct lnu $ 40. 1 $ I!), 1 $ 22.0 

Olvldonch 5.5 G.1 7.0 

Sinking Funds on<I Moturitv --1..Q:.? _ill IG.O 

Total Usos s 71.3 s 47.9 s 45.0 

Sourcos: 
lntnrnal: 

Dupruclntlon $ 16.6 s 20.7 $ 2H.O 
Du lorrod T II KOS 4 .!) !J.9 7.0 

Not lncomo li'.(i IG.2 10.0 

Miscollo11uum _ill.2) _JQ21 _!..!l,Q} 
lnturnnl Toto! $ 21.0 $ 45.9 $ 41.0 

Ellturnol : 
~ho rt -Turm Dol>l $ ~•.6 s w:11 $(26.0) 

Lono·Torm 00111 3~1.8 2.7 30.0 

Proforrod Stod 
Common Eqully - -- - --

Extorunl Totol s l\!l.4 $ 2.0 $ 4.0 

Totol Sourcm s 71.3 s 47.& $ 1\5,0 

Abntvlated D1l1nc1 Sl111t: 
Not Plont $391) 3 $375.4 SJG9.0 

Cllpltallz.atlon 
Shon-Turm Ohll91 1lons $ 313,4 s 35.7 s 10.0 

Lono·Turm Dohl 2().1.3 195.7 200.0 

Prolorrod S1ock ~.o 8.4 8.0 

Convonltilo Dol>o111t11'0\ 14.5 14.5 14.0 

Common Equi ty ..Jl~ 14!1.2 159.0 

Totnl $402.2 $3!)2.5 $39 1.0 

1977E 

$ 40.0 
7.0 

_ _!;i.0 
$ 70.0 

$ 31.0 
8.0 

Hl.O 

$ Sll.O 

$ 12.0 

s 12.0 
s 70.0 

$379.0 

$ 22.0 
177.0 

7.0 
14.0 

171.0 
$391.0 

1978E 

$ 45.0 
8.0 

~ 
$ 93.0 

$ 34.0 
9.0 

21.0 

$ 64.0 

$ ( 1.01 
30.0 

$ 29.0 
s 93.0 

$390.0 

$ 21.0 
167.0 

7.0 
14.0 

_JM& 
$393.0 
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Earnings-1975 

In 1975 Florida Gas earned $2.31 per share, fully diluted, down 8% from the $2.51 
earned in 1974. Natural gas transmission and distribution operations and the loss in real 
estate operations held about at 1974 levels while oil and gas exploration operations reversed 
from a loss to a modest profit. Although the combined earnings from these three divisions 
rose, FLG's consolidated 1975 results w.~re down as a result of the anticipated reduction in 
earnings from Hydrocarbons. The May 1975 start-up of the liquids extraction plant in the 
Jay Field grea t''{ reduced the product recovery by F LG 's plant, and hence, net income from 
the hydrocarbons subsidiary declined $0.46 per share during 1975. Also, a first quarter 
modification of an exploration program increased net earnings by $0.09 per share, while in 
the fourth quarter, F LG chose to write down its foreign oil and gas exploration operations 
which reduced earnings by $0.06 per share. 

Earnings - 1976 

Earnings for the first nine months of 1976 were $1.88 per share {fully diluted), 4% over 
the $1 .80 earned in the same 1975 period. 

Tablr 6 

QUARTERLY EAR '~INGS COMPARISON 

(Fulh Diluted) 

Quarter 1974 1975 1976 1977E 1978E ---
March $0.74 $0.83a $0.72 $0.80 $0.90 
June 0.67 0.64 0.54 0.60 0.65 
September 0.52 0.43 0.62c 0.65 0.70 
December 0.58 0.51 b 0.62E 0.70 0.80 

Year $2.51 $2.31 $2.50 $2.75 $3.05 

(ol Includes $0.08 non·rccurring Income I rom exploration program modilic:nion, 
(bl Includes $0.06 earnings reduction owing to write down of foreign oil end gos 

exploration Investments. 
(cl Includes $0,09 incomu from non-recurring proc. .. r..:or rodunds. 
E - Estlmotud, 

For the full year 1976 we expect gas transmission and distribution operations to contribute 
greater profits than in 1975, land operations 'to have bottomed and maybe even show a modest 
improvement while earnings from oil and gas exploration opera tions, reflecting in itial produ~­
tion from Grand Isle Block 76 and an increase in daily offshore production, should improve 
strongly. The earnings weakness at Florida Hydrocarbons continued througt1 the first five 
months of 1976 but, starting in June, production of liquids at the extraction plant was on n 
basis comparable with 1975; we expect earnings comparisons for the balance of the year were 
favorable. For the full year 1976, fully-dilurnd earnings near $2.50 per share are est imated, 
for Florida Gas. 



Table 7 

INCOME STATEMENT 
(Millions) 

1971 1972 1973 1974 1975 1976E 1977E 1978E 

Operating Income Before lnturest And Income Taxes 
Pipeline System $39.0 $33.5 $36.8 $37.0 $37.2 $39.0 $40.5 $41.0 

Distribution Systems 3.0 3.9 3.9 4.4 3.7 4.5 5.0 5.0 

Hydrocarbons Extraction Plant 0.4 3.8 12.4 5.8 2.0 1.0 1.0 

Oil and Gas Exploration (1.7) (0.8) (1.0) (0.5) 1.3 3.0 5.0 8.0 

Real Estate (0.1) 0.2 0.6 (1.4) (0.9) (0.5) 0.5 

Other - (2.3) 0.2 _J1Q1 (0.6) _JQ:ll (0.5) ~ (0.5) 

Total :S37 .9 $37.3 $43.1 $51.4 $47.0 $47.5 $51.0 $55.5 

Fixed Charges ;S16.7 $16.1 $17.0 $20.7 $18.1 $16.0 $15.5 $15.0 

$21.2 $21.2 $26.1 $30.7 $28.9 $31 .5 $35.5 $39.5 

Interest Capitalization and AFUDC 1.0 1.0 1.8 2.3 1.5 1.1 1.0 1.0 
..... 
0 

$22.2 $22.2 $27.9 $33.0 $30.4 $32.6 $36.5 $40.5 I 

48% Income Tax 10.7 10.7 13.4 15.8 14.6 15.7 17.6 19.5 

$11.5 $11.5 $14.5 $17.2 $15.8 $16.9 $18.9 $21.0 

Miscellaneous and Flow - hrough Items 0.1 1.2 1.3 OA 0.4 0.5 0.5 

New Income $11.6 $12.7 $15.8 $17.6 $16.2 $17.4 $19.4 $21 .5 

Preferred Dividends 0.6 0.6 0.6 0.6 0.5 0.5 0.5 0.4 

Earnings for Common $11.0 $12.1 $15.2 $17.1 $15.7 $16.9 ~S18.9 $21.1 

Shares Outstanding 6.25 6.33 6.33 6.33 6.34 6.37 6.37 6.37 

Earnings Per Share; Primary $1.76 $1.91 $2.40 $2.69 $2.47 $2.65 $2.97 $3.31 

Earnings Per Share; Fully Di luted $1.65 $1.80 $2.24 $2.51 $2.31 $2.49 $2.77 $3.08 

Dividends Per Share $0.60 $0.624 $0.65 $0.78 $0.875 $0.975 $1.075 $1 .175 

Payout Ratio 36% 35% 29% 31% 38% 40% 40% 40% 
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Earnings - 1977 and Beyond 

Less unfavorable quarterly earnings comparisons at Hydrocarbons coupled with higher 
volumes of natural gas transmitted and sold, increasing oil and gas production and higher 
prices, and a further recovery of land operations should produce earnings of at least $2.75 
per share fu lly-diluted in 1977. 

Over the longer term we expect earnings per share growth to continue at an annual rate 
of 10% or better assuming increasing profits from oi l and gas production, the gradual market­
ing of land holdings, and (starting in 1979) a profit contribution from Tn:insGulf Pipeline (if 
approved}. In 1980 initial production from the Cognac prospect could add significantly to 
earnings. By 1980, the mix of earnings before interest and taxes, assuming possible per share 
earnings that year of $4.00, could be 62% pipeline, 23% oil and gas, 9% products pipeline, 
8% distribution, and the remainder land and hydrocarbons. 

Dividends 

After the original pipeline system started in 1957, nearly ten years passed before cash 
flow was sufficient to pay the first common stock dividend in 1967. Because of the brief 
dividend record, there is no firm payout policy; however, management has increased the rate 
annually since dividends were instituted, a policy we believe wi ll continue. The dividend was 
increased to $1.00 per share effective with the June 15, 1976 payment. We estimate the 
dividend could reach $1.40 per share by mid-1980, a 35% payout of that year's possible earn­
ings assuming dividend increases of $0.10 per share each year. 

Table 8 

FI NANCIAL SUMMARY 

IM•:lionsl 

1971 1972 1973 1974 1975 1976E 1977E 
Oporating Data 

Revenues $109.2 $ 109.5 $~ 24.7 $135.5 $127.5 $ - $ -
EB IT 37.9 37.3 43.1 51.4 47.0 •17.5 51.0 
Fixed Chorges 15.7 15.l 15.2 18.4 16.6 '14.9 14.4 
Income Taxes 9.8 9.5 12.2 15.4 14.2 ·15.2 17.1 
Net lncomo 12.4 12.7 15.8 17.6 16.2 17.4 19.4 
Earnings for Common 11 .8 12.1 15.2 17.1 15.7 T6.9 18.9 

Capitalization 
D1~bt (Long & Short Torm) $219.4 $213.4 $217.0 $240.7 $221.3 $210.0 $199.0 
Preferred and Converts 25.3 24.7 2~. 1 23.5 22.9 22.0 21.0 
Common Equity 107.~ 116.5 125.9 138.0 148.2 --1§9.0 1T1 .0 

Totnl $352.6 $354.6 $367.0 $402.2 $392.4 $391.0 $391.0 

Ratios 
Opcrnting Mnrgin 34.7')(, 34.1% 34.6% 37.9% 36.9% 
Pretax Coverage 2.4X 2.5X 2.8X 2.BX 2.SX 2.9X 3.5X 
Effcc1lvc Tax Rutc 44. 1% 42.8% 43.6% 46.7% 46.7% 46.6'X. 46.8')(, 
Return on lnvestrnunt 8.0% 7.8% 8.4% 9.0% 8.4% 8.5% 8.7)(, 
Return on Avg. Equity 12.1'>! 10.8% 12.5')(, 13.6% 11 .0'K· 11.0% 11 .5% 
Common Equity Ratio 30.6% 32.9% 34.3% 34.3% 37.8% 40.1% 43.7 lb 

Per Shore Data 
EPS (Fully DilutocJ) $1.77 $1.80 $2.24 $2.51 $2.31 $2.50 $2.75 
OividoncJs $0.60 $0.624 $0.65 $0.73 $0.875 $0.9'/5 Sl.076 
Book Volue $16.85 $18.14 $19.89 $21.80 $23.40 $24.!:16 $26.84 
l\vorngc Shores (Mil.I 6.25 6.33 6.33 6.33 6.34 6.37 ,,,37 

Price Rongo 30-20 24-17 22- '11 16-7 16-9 
P/E Ronoo 17-11 X 13- 9X 10- 6X 6-3X 7-4X 
Average P/E 14.1X 11.3X 6.9X 4.5X 6.6X 
P/E Rcoltivc to S&P600 82% 66% 53% 49% 53% 



VALUATION 

Natural gas pipeline companies continue to sell at a price/earnings multiple discount from 
the market averages. Within the pipeline group, Florida Gas had generally sold at a slight dis­
count based on its P/E multiple and market-to-book ratio; howe:ver, the increaslng earnings con­
tribution from oil and gas operations should eventually boost the P/E to o premium within 
the group (natural gas producers typical ly sell at 11-12 times estimated 1977 EPS), while the 
market-to-book ratio should also improve as land sales recover. (Florida Gas has sold substan­
cially below book value to recent years, a discou11t which we attribute to investors' concerns 
that weak real estate markets may have required a write-off of a pcrtion of the high cost land 
investments, thereby reducing book value per share.) Based upon a P/E multiple valuation 
about equal to or only slightly greater than other gas pipelines, Florida Gas appears particularly 
attractive at current levels for a combination of increased earnings, a modest but gradual up­
grading of the P/E and solid dividend growth. 

Table 9 

FLORIDA GAS INSTITUTIONAL OWNERSH IP 

lnrtitutional Catogory 

Banks• 
Investment Companies ' 
Insurance Companies•• 

Total 

Number Holding 

9 
9 
5 

23 

Sourco: • Spoc1rum -June 30, 1976 

' ' A. M. Bost -1 976 Edition 

Sharos H11ld 

374,474 
516,000 
382,500 

1,272,974 

% of Outstanding Shares 

5.9% 
B.1% 
6.0% 

20.0% 

RR-77-8 - Research Department-

t§f.I 1 1011 
Florido Gos 

Ch11rt cuurhllV M ans f lultt Stock Chon !lor11lcu. 

Thn loregolno hns boon pruporod solely for ir1 formo1i110 purposus 1111d is not n solicl tot ion, or on offor, to buy or 1011 eny 
sucurity . It <.100:1 not purport to IJo o comploto duscription of tho 50cllri tios, morkou or do111J lopmonts rolorrod to in tho 
motoriol. All Ol<pruss ions of opinion nro subloct to chonoo without no tlco. Thu lnlormotion ls obtnlnod from 1ourco1 which 
wi considor roll111Jlo but we hovo not indcpond<lntly 11oriflod ~uch lnformotion and wo do not ouornntco that It is occurotu or 
comploto. Wo, or our olf icors ond directors, moy from tim11 to timn huvo o Iona or shor t posi tion in the sccuri1i01 muntlonod 
ond moy sell o r buy such sccurit ins. 



Company 
Outline 

PANHANDLE EASTC::RN PIPE LINE CO. (PEL) 

Price (NYSE) 

February 3, 1977: 
Range (1976-1977): 

47 
49-29 

Common Shares Outstanding : 
Market Value: 

% Owned by Institutions: 
31 Banks 
2L Investment Companies 
31 Insurance Companies 

Dividend 

Rate: $2.30 
Yield: 4.9% 

16.7 million 
$785 million 

18.7% 
9.2% 
3.3% 

E11 . 
EPS 

•••• '77 
rT.;;::;;-:ii:"i1,:;TITTmTi'1_rl1Mllm!!i:ll'.!!rii'ii1Tr.lltT~~;.;;-lr.l: '76 

DESCR IPTION 

... , ... ..... 
JO 

l 00 

Panhandle and its subsidiary, Trunklinu Gns, buy gas in 
the Gulf Coast, in tho Anadarko Basin, and in Rocky 
Moun1ain arr.as for resale in Michigan (36% or alt!s), 
lndlono (1 9%). Illinois ( 18%) and Ohio (17%). Energy 
production rolotod subsidinrios include: Anadarko Produc· 
tion- which produces oil ond gos from onshoro ond off· 
shoro sources; Pon Eosturn- which is ii drilling fund thot 
soils tho gos from 1 eserves formerly owned by the pipolinn; 
Y&O Cool- ncquirod mid-1976, wh ich mi nos underg101ind 
coal and sells it for uloctric uonorat ion; <1r1d Century Rufin· 
ing- on oil refinery and marketer in th u Grcllt Pl ;r im . 
Other operutions includn off shore drill ino. divldo11ds f1 om 
Natlonnl Distillers nnd Chumicul r.o. und sales of lic111ids 
cxtractod from 1111! !JllS s1rnom. 

M/01/J 1/GG 

EPS 

1978E: 
1977E: 
1976A: 

$7.25 
$6.40 
$5.58 

Rot urn on Average 1975 Equity : 
Book Value Per Share (9/30/76) : 

Number of Brokers Covering 
PE L (Nelson): 

CONCEPT 

P/E 

6.5X 
7.3X 

16.6% 
$34.02 

13 

As recently as a yeor ayo, investors believed natural gas 
~ipelines were a declining business. They were incorrect. 

Natural gas pipelines began to search for gas them· 
selves rn the lato 1960's whun their supplies dwindled os 
traditional producers searched for other energy sources 
whose unregulated prices offered greater profitnbility pros· 
pects. Tho shift to their own gas explorat ion and produc· 
tion is paying off much more handsomely than previously 
thought duo to o bettor than six·fold incroase in gas price~ 
since !hen and is giving the gas industry a significant now 
earnings dimension which should l11s1 lor years to como. 

Panhandle Eostorn, one of the first to identify this 
nuud for vert ical intugrntion, acquired intorosts in several 
of fshoro l11r1sos as early as 1970, which a1 o just coming In· 
111 pr oduction 11nd doveloµlng in10 o signl f icnnt now cam· 
ings source. Morcov1!r, earnings pr ospucls for PEL's lradi· 
tional pipolino oporotions have also improved duo to hlghor 
onticirotcd gos volumes transmitted through the Trunklino 
system. Overall, wo believe PEL can sustain EPS grow1h 
of 11% per annum into tho early 191.JO's. 

Tho combination cif growinu riroc.Juction income and 
expanding pipollno oornings suggests that PEL could com· 
mand a P/E ratro ii bit closer to nalural gos producers. 
Cu11 cn1ly, pipelines os a group 0111 selling at 7.7 times 
es11mn10<1 1077 EPS ond yielding 4.0%, whllo gos pro· 
cluccr muhrplus rnnoo from 9 to 12 timos 1977 cs1ima10s. 
PF.L ~houltl continue us ono of the principal hancficiarlos 
ol 111vus1ors' rncrunsing r<rCO!Jnlti-•• 11 o f chunging pipeline 
f1m clnm1!nt;1ls. Wu conlinuo to llH:omrnand purchase. 

POSITIVES 

I. Na11ual nos tlolivurios by lhc pipeline system will risu in 
l!J77 alwr duclining 111 r!nch ym11 since 1972. 

11 , 1 runklino hos 1;on11ecwd now Gu lf of Moxlco pr odlH:· 
llM and rts volumes will rise sharply in 1977. 

h. P1111hnndlu volume:. will dr op only slightly <hm 10 nuw 
dulivtuic~ from Tr1111klin1:, 1110~ 1 of 11~ oa:. ~upply now 
comos 110111 <111!<15 wi1h 1rct1v1: in 11,1)1a1t: 111a1 k111~ . 



c. Stingray's location positions the pipeline systems to 
contract for new Gulf reserves as developed. 

d. Delivery curtailments in 1977 should be down by 
20% for Trunkline. 

e. Higher volumes mean earnings growth wlll be less 
dependent upon rate increases. 

2. Earnings from energy production materializing rapidly. 
a. Purchase of Y&O Coal Co. in August 1976 adds 

steam coal as an earnings base and gives PEL coal 
expertise for the future. 

b, Pan Eastern's gas search program has been extended 
through 1986. Pan Eastern uses the procer.ds from 
the sale of old gas at the prevailing F .P.C. national 
rate to develop additional gas reserves. Since cus­
tomers provide the funds, the new gas wil l be sold 
at discount price~. 

c. Anadarko Production has a long history of produc· 
tlon in the Hugoton and Anadarko Basins, traditional 
gas supply area of the Panhandle system. Anadarko 
is also PE L's entr•1 into the exciting offshore areas. 

d. Anadarko's offs!1ore leases include 86,388 acres off. 
shore Louisiana; 72,577 acres offshore Texas; and 
22,772 acres in the Baltimore Canyon offshore 
Atlantic. 

e. Platforms have been installed on four LouisiCJna 
blocks and three Texas blocks, two of which are 
producing, one will start flowing by mid-1977 and 
four others by 1978. 

3. Other Panhandle ventures provide diversified opportun· 
ities for earnings expansion. 
a. PEL owns 3 fl00,000 shares of National Distillers & 

Chemicals, a $74 million investment carried on tho 
books at 011ly $7 mllllon. 

b. PEL is a partner in 11 proposed LNG project that 
would import An nvor:igo of 420 million cubic feet 
dolly from Aluoria using live LNG t1111kers. 

c. Archon, which in Docombcr 1976 nnnouncod pious to 
acquire Dixily11 Corp., an offshore conlrnct drillor, now 
owns a two-thirds lntorost in two sorni·submor.•;iblo rlas. 

4. Flnancino needs oru modest. 
u. Cnpitol outlays of approximatoly $200 million arc 

cxpoctod for 1977 and o slightly higher $220 million 
in 1078 (versus $200-245 million in 1974-76). 

b. lntcrnolly gcmornted funds .irn rising from an ovorogo 
$1 46 million per yoar for 1974- 1976 to a projocwd 
$185 million avorooo per voor for 1977-1978. 

c. Tho ucquisttion of Y&O Coal in Augu~t 1976 for 
stock rn1scd tho equity ratio from 36% to 40%, ob· 
vialing any fut uro ncocJ to sull now common equity 
to tho pulJlic. OthOI acquisitions for stock (such us 
D1xily11) will sorvo to boos t tho equity ratio further . 

6. Earnings urowth should bonofit motor iolly from highur 
gos volu1r11is corriud by Trunklino and tho rising produc­
tion Income lrorn Anodorko's offshoro acroagc. 

RS- 77- U 

6. Payout ratio was 45% for the period 1971-76. 
a. The present $2.30 dividend is only 36% of 1977 estimate. 
b. We believe the greater risks of oil and gas explorntion 

may mandate a payout lower than 45% but probably 
not below 40% of earnings. Maintenance of 40% 
payout could produce 10-12% dividend growth. 

7. In an economy that is likely to be energy-short well in· 
to the future, we believe those companies producing 
energy wi II tend to increase their relative P/F: ratio while 
the heavy energy-consuming indtJstries should experience 
a further decline in their P/E 's relative to 1he milrket.. 

CONCERNS 
1. There has been some concern as to thf! soundness of 

certain diversification efforts. While each could be 
questioned as an isolated move, together they provide 
exposure to the development of new energy resources. 
a. PEL acquired Y&O Coal despite reserves nearly all 

being high sulfur steam coal offering little prospect 
for growth and weak spot markets. Furthermore, 
coal gasification feasibility still appears years away. 

b. Tho Dixilyn acquisition ls being achieved while off. 
shore drilling companies are running into excess ca­
pacity. reducing rig rates and shrinking profits. 

2. Tho stock price is about 65% above its 1 '.)76-1977 low 
and some arc questioning the degree of remaining up· 
side potential. However, in view of the still modest 
6.5 multiplH on estimated 1978 EPS, the current yield of 
4.9%, and favorable EPS nnd dividend prospects, we be· 
liovc PEL will continue to outperform the market. 

Earnln!JS per Sharu by Division 

1075 107GE 1977E 1978E 

Plpullno 
--p;;jij1ondl o $0.71 $0,90 S0.90 $1.40 

Trunkllnu 1.78 2.1 G 2.30 2.00 
Stinurny 0.41 0.20 0.20 0 .20 -- --

Tot11I $2 .00 $3.25 $3.40 $3.00 

Enorgy Production 
Anmlurko $0.02 $0.05(K) $1.'16 $1.05 
1'1111 Eu~ llH n 0.36 0.-.>0 O.!iO 0.00 
Y&O Cool 0 .10 0.26 0 .30 
P11n W1is1t11 n 0.04 0 .05 0 .05 0 .05 
Cu11turv 11ullninu 0.19 - (K) 0.16 0. 16 

Tot1tl $1.2t $1 oO $2.40 $3.05 

Othut Sourcus 
AiCiiiiil ro.13 $0.15 SO.OS $0.10 

Notionot Dls t lllu1~ 0.25 0 .25 0.25 0.25 
Nat ionnl I lull um 0 .09 0 . 10 0 .10 0 .05 
Othur (M1Scull11111Jousl 0.25 0.25 (1.20 0 .20 --

Tomi $0.72 $0.7fi $0.60 $0.60 

Enrnutl Pur Shnru $4 .83 $5.58 $6.110 $7 .26 

E • Estlmo111d I 1070 division rosults oiu 1JS111 11.11ud, total EPS octuol), 
x - 1070 wrltoolls Incl, $0.20 In Century; $0.27 In An11dorko. 

A . Hugtir Orynnt, 3rd 
(212) 285-2896 

Thu fu111uol1111 htn hmm p1u1111rud wluly for 111fon11u11v11 11ur11mut und h 11111 ,, ~ulic:11111 ion , ur 1111 olfur, 10 huv or so ll nnv 5ucurilv. II cJous 
1101 11urrin11 10 luJ n co111ploto tfO~Cl'li.ltlon of 1110 ~ucurlilos, morkou or du11Ulup111onu rutcrrod 10 111 th11 rnutcrwl. All 11~n11•ss io11~ uf nplnlon 
ruu '.uhjuct to chnnuu w11huut 11011cu Thu lnlorrnu11011 11 ohtnlnucl from sou1ccs wtllch w u consl cJ ur rolllllllo 1.J111 wn 1111v1t 110 1 111t11ip111 1t1on1lv 
vurl l111d n1i;h 111fu1111011u11 1111d 1111U do not ounrnntuu tlH1t 11 i~ 11cc11r.it11 or cnm1llutu. Wu, or u111 oflicurs nnrl 1!111•r.1ors, IN IV from llllll! to 
turn: h11vu II lono or ~hurt 11os1 11on In tho sucudtoos mu1111onucJ 1111\l 111ov soll ur buy ~uch socu111lus. 
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Non- ferrous 
outlook Copper i ndustry trouble; strike too 

Coal strikes hurt--trouble maldng in 
Washington--aluminum 1st quarter low-­
but l11ng run better--molybdenum strong 

Nickel, zinc, copper weak--cornpany briefs 

28 February, 19 77 
George H . Cleaver 
(212) 285 - 20 12 

If there is a long U.S. copper st .:.·ike earnings in 1977 of the copper companies 
will be less than shown here. Some will be less affected since not all labor 
agreements end June 30. Chance of a strike is good. 

If coal strikes and slow downs are severe this year , companies with coal 
properties may have lower earnings than shown here. 

Trouble from Washington 

A courts 1 decision that Atla ntic Richfield could take over Anaconda, though the 
FTC opposed it, 1nay have wider significance. It may open the way for other 
large companies to acquire U.S. inetal s con1panies. On the other hand, some 
of these metals c01npani es are in coal , oil, gas or uranium. Noises in Wash­
i np:ton suggest the government i s considering prevention of ho1·izontal integration 
o.C companies in the ene r gy indust des . This would ~nhibit exploration for and 
d .\l'elopment of e n e rgy resources . Washington might even decide to dis ­
int~g1'C\.tP those no\.v integrated. This could hit Amax--pa rtly via St. Oil of 
Ca lifo rnia 1 s some 20%, but A1nax al s o is in coal, oil and gas. St. Joe Minerals 
i s in coal, oil and gas. Utah International i s in coal, oil and gas, and it has an 
11independent" ui·anium ccmpany. It i s possible the Utah (General Electric) 
patte 1·n might satisfy Washington' s need to make things difficult for the economy-­
require sepa r ate a nd otttside boa 1·(ls fo 1· ea ch energy industry ope ration. 

Freeport Mine rals i s in oil and gas and is get ting into u r a nium. Newmont is in 
oil and gas a nd indil-ectly coal, and now will be more dil'cctl y in coal. 

Wa s hington I think will hold h ea rings on these 1natters i n April or May. I guess 
all the anti-growtht a nti-business t:ypes will be the re . More r casonabl J people 
tend to b e d i scouraged by s uch things and are dis - inc line d f:o testify. 111 addition 
i t is a l ways assumed they a r c biascd --rarely is it realized how impor ~ant a r e the 
ideological biases of the pro - gove rnme nt int:ervcntioni s t s . Dis - integ r a tion would 
no t: necessa rily !' educe total n1arkc t value. Jn fact, two separat e co1npanics 
might h e worth more t han on e . 

1977 a poor year 

Heavy ovc1· - Rupply in most metal indn st l'i es, ll\1t a l so much g 1· cater costs 
associatc!d with p ollution abakmcnt; will meun a poor yl!a r fn r inany of these! 

W/0 11'/ l !l 

Thu h111:qn 11111 h;s~ li1•1•11"' ''l~ll1~l 1nh1lv tnr 111t111111, 11v11 111111 w15,,,. .1110 1•, 110 1 ,1"1lr<.l1<1111 111 , 01 o111 11 ffe r, tu l111y or ~111 1 Jnv MJCLH1t y . 11 (lo r.-1 
11111 p111p11fl lo ho .1 lo111plHI• ' ( l1'\111111i u •I u l ll 1L' w< 1,111111>, 111,11 I ct ~ w d c\ll'lllp111tm h 1t1lt•111'll lu 111tlte 111,1lu11,11 /\II u•µ11M 1011s o t o n1n1n11 

,111 • ~11h1u1 I IO 1 ll 1111k' w 1tl lt1ll1 11u 111 ' " ·r 111• 111"11111, 111 1111 1~ 11h11111 l1•I 1111111 \o h 11 l e \ wh 11 ,ll w " 1 lll\ 1do:1 11•l1.1lllt' IHil w1• h.1v.- 1101 111d1•111 :11d1•111tv 

Vl'll l U•1I ' ll\1 1 111 10111~1111.lll <1111.I Wt• tl11 11111 1111111 .1111t•1• 111<11 11 I~ .111 111 1111• Of Ull lll)lt•t1• W1•, t )I Cl\11 ullrtt·r ~ , 111d d111!Ltll1;, lllt lY 11 0 111 11111\J IO 

1111111 ho1v1111 ln111.1 Ill sllo 11 pos •llflfl 111 th11 :.u~111ll11Vi 1 11111 1 1 •1111111.l .111\J 111,1y bl' ll nr lJu y s1 11 Ii ·• 11. 1111l1l'S. 
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companies. Extremely high wages in i'ecent years will make strikes and slow­
downs more pract7 ,; i;:i.l, and termination of labor agreements this year will most 
likely lead to widesp'.·ead strikes. Aluminum will do well; over-supply is 
disappearing, and mulybdenum markets are strong and will probably strengthen 
further. Lead prices have spurted owing to heavy Russian demand evidently 
following plant break downs, and a long strike of an Asarco-smelter in Missouri 
Leaa r.iight ease l;:.t:.u. Zinc and nickel are quite weak, and copper is not quite 
a disaster; it is for some companies. 

Aluminum looks good 

I felt two ALUMINUM price increases would occur in 1977--one would be the 
elimination of price discounts and the other would be a regular price increase. 
Most prevalent has been the view there would be two of the latte r. That is 
possible but even without it, with a shipment rise to about 13. 6 bi llion pounds, 
the companies will do much better in 1977-- and 1978 will be better still --the 
latter is the year for fancy earnings in aluminum. The notion there would be 
regular price increases early in 1977 was slapped by David Reynold's r emark 
that RLM would have a smal.l i ncrease after setting new wage agreements. This 
means probably in mid - yea r. .i.t is still possible the co m panies would do it twi ce 
in 1977 though. U. S , shipments in 1976 were about 12. ~ billion pot:'1ds and that 
is far ahead of 1975 1 s some 9. 9 billion, but well un :ler 1973 and 1974 1 s two year 
ave rage of about 14. 3 billion. That though included some 2. 6 billion from the 
now denuded U. S. stockpile. 

The most recent set of aluminum and a luminum !HOduct p d ee increases went 
throu gh 011ly partly and certainly th e prima1·y produce rs backed in buye r s at less 
than full list on many products. The weakest as usual have been soft aluminum 
extrusions used widely in the building industry but elsewhc r e too. Wfre and 
cable products have als o been soft and prices may be even lower than those of a 
y ea r ago. The slowness in the building industries and in utilities is largely 
responsibl e. The probable pi ck-up in r es idential construction will h e lp a luminum 
in 1977. 

The companies cxpe<.:t 1977 s hipments of a bout 14 billion pound s . 

Firs t quarte r low earnings 

Fourth qua rt e r 1976 shipments w e 1·e low a ncl the early pa rt of t:h e fir s t quarter o f 
1977 altio looks low. Some of the aluminum companies will have a bad (i r st 
quarte r. The second and r est of 1977, shipm ents and pl'ices will probably be 
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very good. New orders du.ring the first six weeks were high; they averaged 14. 6 
billion pounds annual ratP.. Product prices arc firming and flat rolled products 
are getting tight. Power caused output cuts will probably further price firming. 
About a third of U.S. primary aluminum capacity is in the North-west. About 
10-12% of that capacity is now down owing to power problems. It will likely 
remain down all yea.r --and a little more may be added. Alternative power 
sources look less good now than a month ago. 

A peculiar accident has cut out some capacity at Alcoa's Indiana smelter. 
Evidently frozen and wet coal was put into boilers- -the boiler tube.s then sprang 
leaks; I don't know how long production will be down. Natural gas based plants 
of Alcoa and Reynolds ren1ain closed- -only intrastate gas could be found £o1: 
these and the power costs per pound of aluminum would be about 20~ -- so I think 
they will remain closed. Kaiser's eight lines at Louisiana (the ninth is 
being opened) get gas I thi nk at 64¢ per MCF and that probably means a powe r 
cost of about 6 -7 ¢ a pound of aluminum- -and that is not bad. 

You ought to own s01ne aluminums. 

Nothing but trouble for copper 

Coppe r wire bar prices charged by U.S. m erchants we1·e f ¢ abov e the producers ' 
68. 6¢ a pound February 24. London spot was about 65 . 8¢ and three months 66. 8¢. 
As we get closer to the U.S. copper strike July l fut·ther small increases are 
li.k::-ly and the y could lead the U.S. producer price to 70¢ and possi bly even higher. 
Some U.S. mines will continue to los e mone y at: 70 f.. If there i s no strike, a l1 
copper prices will probably fall considerably this summer. Wodd excess copper 
invento des are about equal to one year's U.S. copper mine output, about 1. 4 
million tons. The re is a notion a round that much of that copp er in inve ntory is 
of sud poor quality it can' t be u sed. Well, that is a lot of b . s. Much of it 
can't be us ed to m a k e wire, but it is plenty good for other us es and it can be 
swapp1!d to non-wire n1akers for l ~ off, or some such. T h ere is ovet· capacity 
in the world coppet· industry and the highe r cost mines may have to clos e . Some 
alread v ha vc. 

ZINC pl"i('es were fold ed back 3 ¢ a pound to 3 7 ~l a few months ago . When they 
were raisl·d in August it seemed a hope l ess move. Nicke l is soft while l ead is 
better and m olybdenum is much better. 

Company briefs 

ALCAN' s (ou1·th was better than I expected and in pa .·t r cfl cdt:d th e g r eat price. 
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improvement especially out of N . America. But it has become more obvious 
that the Quebec political victors are against the free sector and want to expand 
the coercive sector. Will Alcan try to get protection via increased investments 
in Quebec? Its plants badly need rehabilitation. 

Directly or indirectly the Quebec government (or Canadian government) might 
get a measure of control. Put people on the board, and or get "workers" on the 
board? It could thus 11force 11 Alcan1 s development and expansion in Quebec, even 
if other places are better. Re1nember Texasgulf--3Go/o owned by a Canadian 
government agency. Why did Texasgulf back away from the Peabody Coal deal? 
Need it put more of its development into Canada? What would prevent a law 
requiring 11public11 representation on boards' of larger companies? 

ALCOA' s fourth quarter diluted was 89¢ before adding 20¢ per share from FASB 
#8, well off from the third. Shipments fell to 396, 000 from 441, 000. Will clos e 
another line at Vancouver. The industry in the N. W. will be 11% closed. If 
steel has rea lly developed a steel can top Alcoa will feel it most; some 20% of 
its metal goes into can tops most of it on steel cans . 

AMAX' s strong position in molybdenum i s paying off. If no strike this July, 
Amax' s moly sales will be about equal to t:hose of 1976 when 12 million pounds were 
sold from inve ntory. Production will be up in 1977. Its other goody is coal which 
will provide increased income in future year s . In 1976 coal earnings A/T were 
down perhaps $2 million from 1975 1 s $40 million, though sales were up 3 or 4 
million tons. It i s having some trouble getting sales contracts for the additional 
coal it can produce . I don't think it hau been able to get some expiring contracts 
renewed either. A 4% tax rate help ed much i n 1976. That rate will rise to 15-
20% in 1977. 

ASARCO' s best is the 49% owned M. I. M . in Australia. For various reasons much 
o f its other stuff i s of doubtful value . In a good economi c y ea r it will do very well 
tl ough. It ha s probably been increasing its custom sme lting income . Lead price 
inc 1 eases will help it and others. 

COPPER RANGE - Louisiana L a nd seems prepa red to buy CPX for S;So million. 

CYPRUS MINES' hopes hang on the 50, 000 ton 13agda<l copper expa ns i on. The 
copper price it needs (or that is probably 85¢ . Getting cash from Pe ru' s govern-



ment. Anvil is coming back into full production. It is a good l ead- zinc m ine. 
Marcona 1s problems are being reduced, but not eliminated. 

ENGLEHARD MINERALS did 90¢ in the fourth, about as expected. Philipp Bros. 
division in 1976 did s lightly less than in 1975 , but the other two divi sions we re at 
a record. .c<.ep lact!ment cost accounting would hurt ENG less than other companies . 

FREEPORT MINERALS made 4 1 ¢ in tlrn fourth. It lost 8¢ PS on its copper 
property. Snlphur earnings were low and will probably r emain l ow as the 
fertilizer indust ry lags . Gas and oil financing costs will hurt earnings. Its by­
pri:.>ducts u!·anium pre.auction may produce 50-70¢ PS by 1979- 80 assuming the 
plant will work. 

GENERAL CABLE ne•.:ds improvement in building and. utilit y activity. A rHversi­
ficati on move by getting 93% of Sprague E lectri c £o1· $ 19. 50 per share - - about 
$63. 5 million-- seems wise . For th f'! first nine months Sp r ague made about 41¢ 
per GK share, about hall: as much as GK made. Sprague 1 8 integrated circuit 
::.ubsidiary, 1'ifostek, seems r ather juir:y. 

INSPIRATION CONSOLIDATED COPPER will be helped by the January copper 
price rise. But i t needs tr"re. 

!NCO made 82¢ in the fou rth. With a ballooning of nickel saks ancl sorne good 
earnings from other things one would have expected a bett(;;r qua l'ter. Nickel 
prices remain weak. It is starting up I ndonesian nickel- .. whe.re can it sell the 
m etal? It a lready has a heavy inventory. Indonesian costs I think will be high. 

L<AISER would have shown $4. 76 PS for 1976 except for $2. 62 of write-downs . 
nut 7 5~~ was from FASf. #8. Befot·e write- clown it made $1. 52 in the fou rth 
quarter. There were S·:>me i nventory profits . T h e fir s t quarter wi ll be l ow. But 
the long run fundame ntals for a luminums are ve ry go0d. 

l<ENNECOTT appea1·s to be seJi.ing Peabody Coal to a Newmont group for a 
present value of some $925 million, abont $27 per l<N share. That wi ll give it 
considera ble cash . Will it pass out sumc of it? I expect the FTC to acce pt. the 
proposal. KN ia too cheap to sell in part: becau~e its replacemen t value is a l least 
twi ce its share value. It lo s t 15 ¢ PS in th t' foutth. 

NEWM0t;'1 MINING was hit in the fourth by Lowe r U. S . and foreign copper priceR. 
Rut: it s dividend i s not in dan~ c r. It will evid ently get 35% of Pea.body Coal. 
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It paid high for that! It will probably sell to Utah Power, from Peabody, one 
of the major losers. Peabody may be a cash drain for Newmont. Are long 
~erm buy1.:.!"S of coal in the drivers' seat? They are being offered much coal by 
1nany miners. Made 35¢ PS in the fourth, partly with portfolio sales . 

PHELPS DODGE' s fourth was a bust. From copper mining and manufacturing it 
made only about 15~ PS. From aluminum it got 11¢ and 22¢ from ITC; wrote 
down 41¢ PS. Though PD is better off than other U.S. coppe rs, the industry 
situation is just too bad. Though it may get 60¢ PS from aluminum, I doubt 
it will ge·t any dividend E> thi s year. Conalco has some h eavy capital expenditures 
ahead. 

REVERE COPPER moved from about $11 to $21 as Martin Marietta and National 
Steel appeared interested i n acquiring part or all of the company. The improving 
aluminum situation will help Revere but its brass mill operations will likriy remain 
a drag. It hopes to get over $80 million from OPI C for its clo r..:1 Jamai can 
operations. 

REYNOLDS METALS' made 94¢ PS in the fourth a nd sold 293, 000 tons a luminum 
down !3% from the 3 rd and 9% fr om the 2nd. Though price s are fi1·ming, the first 
will be low la rgely owing to weather problems; but a ls o a la r ge FASB 118 loss. 
RLM' s Canadian smelter and 40% owned hydro power plants a re in Quebec--
that is not good, but it would be Btupid fot• Quc:·bec to antagoni i'.e industry anymore 
than it has. · 

ST. JOE MINERALS made 87¢ in th e fourth; thi s was helped by a large amount. 
from subsidiaries . Earnings from zinc, iron o re and coal wer e rather low. 
Lead has been good and prices a re high. Earnings fo r th~ first will be well 
under th e 75¢ of 19 76 1 s first. 

TEXASGULF rnacic but 35~~ i n tl~e fourth quartc 1'. Low priceR a nd volume for 
its pt·odu cts suggest: little improvement. Irnproving l ead pri ces will h e lp a little . 
With 30% ownership by the Canadian gove rnment~ I wonder how mu ch f1 .. ~cdorn 
management has to put inv cstme ni·s outside Ca na cl a? Who ki ltcd T <!X~ R gu l(' :1 

p a rticipation in the Newmont Peabody Coal dea l '? 

RW -77 - 60 



Industry 
Outline 

Coal Indus Lry 
Presentation b[ William N. Walling 3/10/77 

Recoml'lendation: .a.ccumulate r:oa l Stocks Between Now and Mid-Year 

I. Industry Fur.damental s 

I fh11 

/\. Ste,1rn ..:oal (80\ of i11dustry volume) 
l.. Demand 

a. fo r electric utili tit.!s (70\ of industry volume ) 
(1) demand for e l ectricity 

(a) dema nd hJ:.. ld storico l ly doubled CVl't·y 10 years (about 7. 2'~ 
per .:innum growth) with 11ains of 2- '.3\ in "bad years" 

(b) 197 4-75 hiutus in dcm.1nd growth reflected the deep r ecess ion, 
steep prlcc Jncrcasc~. and cJnscrvat1on 

(c) 197Ci kilowatt-hour producU o•, gain was 6 . 511. but demand was 
up about 101' i n the Oclr! ,l.!r 1976-february 1977 p c Liod 

(d) e x pec.: l onq term kl lowatt-hour growth of at least si per 
a nnum i11 fut111·e (other e!; Limales arc rnor c optimisti.-:--6t) 

(.l) clcm.lnd for steam coal b\• e lccr.ric ulilJtlc!> 
(a) c-oaJ qaininq tro.JrkcL sh.11,., with inc r11asc in demand for steam 

coal in l 97C. of 'J.ll 'f. , .11xJul 50'1. grcdtcr than inc rease in 
electr i city ~Sd<JC 

(h) expect lony-lcrrn r.1LHJ of :; t p.:im co.J I dvrn<1nd/ch•ctric iry 
us.Jgc of about L. '' l q Iv I nlJ O'.lveroqe .annual growth o( over 
Ci'f. (or ~ c.eam coJ J 1lcm.1nd 

(c ) FPC forcc;:i s t S<'C!l !JO-.. i11c r c-,1:JC' ln ntoclm co.1 1 use by 1985 
(ti) l ead Lime:: of 5-11 YC•lt!l Ill lht• \;UOUtrUCtlOn Ol qCncraLlng 

c ..ipacity qivcn unu:J11,1I vl ~.1bility tn future dcm.:ind forccu Gt 
b. I m l mlu:; Lr ial rn.1rketu ( I O'o of imh1:111 y vt>lllllll') 

(1) l!em.:ind c hnrnc t er ! Ht1 c:1 -- l11hcrcnl l y f)llitc \;yc l ic-;11 r eflcct inq 
c hunqcn i 11 I nd11 11 l r i ,, I pnxluc LI 0 11 

( .' ) m.irkct s l1.irc 1re11r\:i -- J·'PC p o lki cti co ll for :iltilt f1·om n.1t11r.1! 
•1.1 s to c:ou I 

(Jl o ull r)Qk -- "><)HJC l ,,.._ pr 1 , 1111111io .1vt•ri1<J" •Jt·owt h over next 5 yc.ir:;, 
<fJVf'n tho poL1J11l'.i.1l f.11 :u ~n<· r-yr· l1 c.dil" 

c . ov,• 1,11 I dcm.rnd - :;t{«1m co.ii : .h•mld qrt>w .iboul u\\ 1w 1 .i11nu111 ove r ncxl 
llCVl'I .i J yc.:i rn 

2 . f' 1'1xhwt !vo cap.1c i Ly -- 1·xpuc lcd tra <JI uw .ir o11Jo11t 'J·~ p<' I 11111111 111 bclwccll now 
.1111 1 I fllll) 

I. l· rl con -- L'XPPt '\ ,.cl t u lmp1 ovc• 111 l 'J77 (•·"· " :.1'11:; .il 11()1 111'11 <ii i;count tu 

oi l), if 1111L 111 l •J7U .1.. well 
11. Mel.ii l11rq \;' 11 l co.1 I ( .1()1. ,,1 I 111h11.r 1 ·1 v,, 111rn1 l 

I. ll1•111, 111d 
.i. u:icd .i1r.1u:H cxc l11s iv1..• l y t o r ;I••, J p1ud11r t l•111 
I), "l<fll•Cl .! 1/ 4'11 annu.:iJ Jl'Owt h •or !J I t•;•I tl1 •rn. 111ll 111 11.: • . ,w.·1 1wxl r, y,•,11 :, 

v!l l I /2\ h 1 !llor I c: 1.1l1• 
c: . l ook I UI 11 l u wdo w11 I 11 <oVC I Hl'll l do •rn.111.1 IJl"O WI h I r rn11 '•'- , hilt r I r: I 1111 l°l'ol l 

l ncon1n • md pnpu I.• t i 011 q 1 owl h ~1 lm11 Id p1 ov ht .. ·.~0111 111111'11 f orwu uJ 111omc11 l 11111 -
1•cu11ornh: dPVt•lol~nenl in 111'l'L' 1•ni11111 ( , .. , 11h<i11ld prov hit' . ir1 du<IJ 1 lon.1 I 
lllt' Ft' Rl fl llt l O 01'11\illld 

ti. t•XpC'Cl tlVt•r11l l p1i 1 ol!ll!Um •)rowth tJ I •I • •lt ll 1111/ llt'XI 11 y c .11 •1 

11111 h11 l'q1111111 1111 .. , ,,.,.,, 11111p.111 ·d ""li·lv '"' 11dur111.111vP 1 H11p11~11~ .111t1'"11u1" ""'"11.1111111. 111 "" 11111·1 , 111 ll11y w ""'1 ,111v 
~.1•11111ty It d 1M •, 111i1 p111po rt tu Iii · .1 • •1111pll'1" ti• 11111 11111 1 1JI !111· ""' 11111 11", 111o11 l1•t" .i1 !11•1·1•11111111 1• 111·. wl1·111•d 11 1 111 1111 • 
"'" '"""'· /\II 1' •111•"·"11111'• 11 1 lljllflll lll .111• 'tt il>11 ·1 1 111111.illlfl' w11l111111 II"'' I 11 11 11d1ir11i.111<111I'·111111011 ii fl\111 1 'olll ll 1 l". wli 11 Ii 
WH 11 1 11 ~1t l1 1 1 IPl1.rl•IP 1111 1 \\\! h ,1v1• 11111 111d1•111•11tl1•11tl y v1•11l11·d '.t 11 l111H •11111o1 l11111 1111 1 w•· d1 11111t q11o11.11111·1 · 111.11 11 1• .• 111111.111 • 1i1 
• ll lllplHlt• Wu, 111 "'" 11lf111•1 '..111dd111•11111'1, lll.IY t11J1111111 1•• tu 111111•1!11 · 1 l•·lli1•11 111111p11'o1l 11111111 1l11 •'.1'1111i1 11•.,111t•111i.1111·d 
ofll<I 11 ~1 \ 'ot•ll 111 l111y '1111 II •,\•t.1111 111", 



- 2-

2. Productive capacity of high-grade met coal -- expect per annum growth to 
apprnach 4\ through 1976-1980 (though much faster in 1977-1978) but, with 
older mines being increasingly depleted, growth will slow after 1980 and 
shortages should appear 

3. Prices -- expected to show s ig nificant improvement in 1978 for first time since 
1974 

II. Investment Considerations 
A. Important Ev~nts in 1977 

1. Announcement of Carter energy program -- April 20 , 1977 
a. do not expect a complete presentation (may be less dramatic than ~ome 

expect), but rather a gradual unfolding of the policy o ver time 
b. it is doubtful that coal stocks will react sharply t o the speech in the 

absence of major propos als, but some buying could occur if investors perceive 
a real (and realistic) energy policy taking s hape 

2 . United Mine Workers election -- mid-June 1977 
a. expect hard-fought election and 1-2 weeks of production should be lost to 

wildcat st:.rikcs (sporadic strikes have already occurred) 
b. investor interest in coal stocks s hould pick up after conclusion of election 

dis ruptions, especially as 1970 general economic outlook , which we expect 
to be favorable, becomes c l earer 

3 . UMW contract expiration -- December 6 , 1977 
a. e xpect strike resultin9 in 2- 5 weeks of l os t production 
b. str ike s hould be fully untic ipatcd and i s not like ly to have a significant 

negative impact 011 coal equity prlces from c urre nt levels 

13. Val ua tion 

c . reduced s upply s hould improve price e nvironment in 1978 and set the stage 
i:or an e ve n better mJrkc t pc r fomnnce for coal stocks 

1. Pricc/ca1nln9s mu ltiple 
a. a P/E o r 8 .0 (based on 1977 p r ojections) [or the 8 coal a nd coal- or.tented 

stock:; we follow ve r s us 'J . I for St. I' 500 implies the ups ide - down situa tion 
o f the ma rket a wa r dinq hi qhcr mu I t: iples l o 1 sm1cs whic h wi 11 be fighting 
higher f ue l prices than to t.hose Jikl!ly to be ne fit from highe r fuel prices 

b . expect coJ1 s lock mult1pl ct: LO improve .:in•l aliqn wi th the ye nc r a l market 
multiple over lime 

2 . Yie ld 
<l . nvcraq c yichl of 3. 5~ fm cor.11 n t oc:kn is l o we r t.h.rn tho 4. 0'1. return fo r 

l hc S&P 500 bu l r epreuen Ls .i p.:iyou t o f 0 11 l y about 25'1. of P.lrnings versus 
ii 41' pnyouL for the SLP 500 

b. 11 s ca s h fl ows s hould cx<:1H•d i;:.1pit.tl nl!eci :1 , u i rJnlfl cnnt d ivldon:J i c t·e.1s c s 
,1 r c like ly o ve r tho nexl t e w yc•.il'!I 

l. M11rkut pcrformn nco outlook 
ra. 1.:xpcct 111111ti.1l EPS gro wth c f 10-l!i '!. o ve r 11c•x 1· 1-·I ycnr::i -- combined wi th .in 

lmpro vcmc nt i n P/E multjpl<'H r c l11t ivc Lu t lie m.1rkct (adw111cc to market 
rnul t:l plc would be 111\ ) n11d" l . !i'i 1 i.:urrc11L ylc lcl -- l o •iiVl• t1 LOlll l r e tu rn 
in lhe .1ren of 20\ pe r Y•·111 

I>. 1:0:1 J u t ocks s hou Id outpc rt 11r111 t Ii·~ ovcr11 I l 111,H kut nvcraqcs vvc r t lw 1wx t 
f pw yc11rr; 

I I t. Compnny Hcconuncn<la t I 011:1 
/\. M<'t.1llurqi cil l Co<1l h ;:;ucs - a pl.1y •·. ," 11"covcry 111 tlw ntccl Indust ry 

I. Plt:taton - 'JO\ o f carn i n<J:J d11 rlved ft om me t con t 
2 . t;n otcrn Ga n i. Fuel - 5 0'1. n 11,1 1111 1111H <h ·rivctl 11·om 1n1•t ';o.d 
) , Wos tmor clnnd Coal - r e l.:i tivP ly :nn.ill 1.·.1p 11 .11 i::.011 0 11 m11kcs L:PS onrt stock mnrc 

volatile : v.11: 1: lmlk o f et1r11i 11•J!l com1• !rom m<"l 1·c:1o1 I 
LI . f.Lct1111 Coal l :JHUC!l - lwncflcj,1ricu t n~n c-li.1ll•JI'!• ln uv1•t.d I f11c'I ml:< and .iv.i i l.1h1I1 ty , 

1.' l ocllic lty gruwt.h, .u1d Cc1 rtcr c1wrqy JHO<Jr.101 
I. Fa l con f>c11boa 1u - rencw11l:1 o f L'nnt r .1c 111 nv1•r t llc• 111•xt J yeur!l cou ld rcou lt \11 

.i doubling o f prt ceu Cor ll u low-!arlphut co11I whi II' Lh1• posse:iaion of 250 rni 1 li on 
ton:1 o f ligniL!' tlt)posits Jm[Jt(W1•'1 t Ii• · n11 1 t111ik lil'y1111d 11>110 1 11n11-u11io11 , !.11rl.1c.:1• 
pr04lucor 

2 . North /\mr11; l c11 11 Conl - .:i :i .1 11ro1hwe r ot 11"l.1tiv .. ty ldqh :11Jlph1•r 1•0,11 (a llC" I•" iVI') 

wllh lo 1111c:r-t()rtn (IC>t l'nt i .11 rl1id 1n d r1vn Jnp1wnt 11L <"llll l !JO!!I fl c:11t ion in the m1d­
l 'Jll0 1n , tho ri 1,;h l'ricc/u.t111inw 1 11111lt lp l1 1 11.r llC' .1pf""" "l ,, 11111c Ll o 11 o t i l u v1•ry 
:nnu ll flo11l .ind po:1: dl l111 t .1k1 •n•1 .. 1 ("1n 11111 t·--,altl11111qh we• k11nw <lf' 110 nf' c urrl'lllly 
bcinq d I ncu n:111cl ) 
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c. Coal- Oriented Issues 

continental Oil (CLL) 

1. Occidental Petroleum (r.oa l will account for soi of earnings) -
leveraged company wi th high grade coal deposits and increasing 
production of North Sea oil: shipped 18 million tons in 1976 

2. Continental Oil (coal accounts for 40% of earnings) - second largest 
coal producer in U.S. (50 million ton~: 87\ steam, lJ\ met) with oil 
and gas production in uptrend (growing North Sea operations ~n important 
factor) 

J . rJ\PCO (coal accounts for 40\ of earnings) - 16 consecutive year; of EPS 
growth at average 20\ rate a nd superior coal operncion (non- union and 
productivity triple that of coal industry) are reflected in premium 
multiple r elative to other coal stocks , produced 3.8 million tons in 
1976 - e xpect 9 . 0 million tons 1980 

Price EPS P/E Indicated 
3/..10/..77 1976 1977E 1977 Div. Yi e ld 

JJ 3/4 $4. 38 $4.75 7.lX $1.20 3.6\ 
Eastern Gas & Fuel (EFU) 25 7/8 3.01 .... 10 B.3 .BO 3 . 1 
Falcon Seaboard (FSD) JB 3/4 
MAPCO I nc . (MDI\) 42 5/B 
North American Coal (NC) 53 3/4 
Occidental Petroleum (OXY) 25 7/B 
Pittston Co . (PCO) 33 7/B 
Westmoreland Coal (WMOR 50 1/4 

SRL-77- 18 

4. 16 4.50 
3.00 3. 70 
4. 37 4. 50 
2.26 3.25 
3.92 3.75 
7.07 5 . 00 

B.6 1.00 
11. 5 1.10 
11.9 .90 

B.O 1.00 
9.0 1.25 

10.l 1. 70 

Paul J. Resnik 
Sales/Resea rch Liaison 

2.6 
2.6 
1. 7 
3.9 
3 . 7 
3 .4 
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Progress 
Report 

December 10, 1976 

HALLIBURTON COMPANY (HAL) 

Price INVSEI 

Current: 65 3/4 
Range ( 1976): 70-44 

Average Shares Outstanding: 
Market Value: 

Dividend 

Rate : SO.Bo• 
Yield: 1.2% 

58,572,361 
$3,763 Million 

•Includes tho spociol dividend of S0.24 declared 11 /18/76. 

SUMMARY & CONCLUSION 

EPS I Dec.I 

1977E: $5.85 
1976E: $5.20 
1975E: $3.84 

Return on Average 1975 Equity: 
Book Value Per Share (9/30/76): 

P/E 

11.2X 
12.6X 
17.1X 

22.8% 
S22.31 

Halliburton's outlook over the next several years is for earnings growth in a range of 
12-15%, with 1977 earnings gains estima'ted to be at the lower end of this range due to the 
long-anticipated slowdown of marine construction activities. However, new orders for off­
shore development, either second round North Sea fields or new discoveries offshore the 
U.S., are a lil-.ely prospect in 1977-78, and should limit investor concern about the cur­
rent slowdown. Additionally, Halliburton Oilfield Services is expected to have superior 
performance, due to strong drilling, especially for gas in the U.S. and development work 
in the North Sea and Middle East. 

Halliburton stock is selling at the low end of its multiple range for the past five 
years and thus should not be adversely affected by the slower earnings growth in prospect 
for 1977. (EPS have expanded at a 37.3% rate over the post five years. We expect a 
12.5% rise in 1977). Earnings gains in future years should again move up; the company's 
financial position is greatly strengthened; and rapid dividend increases are likely. We re­
gard the issue as one which will outperform the market over the next several years. 

THIRD QUARTER RESULTS 

Halliburton's third quarter results of $1.56 versus $1.17-a 33% ga in- were ahead of 
our estimate ($1.35) and were the result of a su rge of margins in the company's Oilfield 
Service and Engineering and Construction groups. 

1. Oilfield Service revenues increased 26% to $275 million; operating income jumped 
38% as margins went from 23% to 25%. Management indicated that these margin 
gains resul ted from continuing efficiency increases, better trained crews and 

Copyrlot11 © Whl111, Wold & Co . lncorporotod, 1976. 
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continued high opera"lng rates. Revenues also benefited from market share gains. 
Halliburton believes it is capacity short, therefore, despite its market share gains, it 
ma•; ~i.111 be losing some business to competitors-a potential area for continued 
irn, uvement. 

2. Engineering and Constniction margins increased to 9.5% versus 7.1% in the year ago 
period, which accounted for the 34% gain in operating income despite a $10 million 
decline in revenues Ito $934 million). This decline was primarily the result of the 
fa le of Ebasco Servio::es early in the quarter. We estimate Ebasco had revenues of 
about $45 million in last year's third period. Thus, net Ebasco, E&C Group revenues 
increased moderatelv. A strong platform outfitting business in the North Sea was a major 
component to strong Marine Construction operating income and margins. 

3. Specialty Products showed a good improvement, reflecting strong rail car component 
business (which sho1.1ld continue next vear). Highlands Insurance's (not consolidated) 
net income increased reflectiilg better investment income despite continued under­
writing losses. All in all, it was a strong quarter, reflecting Hallibruton's excellent 
position in the U.S. oi lfield service sector, and continued good results in marine 
construction. 

FOURTH QUARTER OUTLOOK 

We are 11rojecting fourth quarter earn ings for Halliburton of $1 .35 (a range of $1.30 to 
$1.40) - an increc.r.e of 31 % over last year's fourth quarter. We expect revenues to increase 
by about 3% to $1.1 billion. Thus, for the ym1r we have raised our estimate by $0.35 to 
$5.20 (in a range of $5.15-·5.25). During the rourth quarter, Oilfield Services should con­
tinue the strong trends of 1:he yenr with revenue!> increasing by 21% to $295 million and 
margins remaining strong a't 24.5%. Engineeri11g and Construction revenues should encounter 
their usual seasonal decline to about $750 mi llion-·primarily industrial construction activities 
in tho USA, but also Northern Hemisphere nnrine construction. On the other hand. work on 
the High Island pipeline project in the Gulf or Mexico by the BAR - 347 should extend Into 
December. boosting marine revenuus. Margin:; should remain stron£1; we ore estimating mar· 
gins of 8. 7% for E&C in the quarter. 

1977 PROSPECTS 

In 1977 we estimate Hnlliburton will oarn about $5.85 (in o very broad range of 
$5.50- 6.15), nn increase of 12.5% versus 1976: revenues arc uxpcctcd to post u 7.5% 
nuin to rou!Jhly $5 billion. The outlook is for strong drilling activity in the lJ.S., buncriting 
Hallib11rton's oilfield service group, a rcsponso to increasinu oil prices, and higher interstate 
gas prices. We expect Oilricld Service revenu1~s to increase substantially. Marine Construction 
revenues, on the other hAnd, despite high lovols of activity in the Gulf of Mexico a11d the 
Middle East, may be fl at ti) down, reflecting a decline in North Sea and South East Asia 
activity. Wo have taken a conservative tack on estimating Engineering and Construction re­
sults in 1977, despite continued revenue incrnases from engineering, power plant construction, 
and industrial constniction. 



R•v•:tuas 
Oilfield Sorvio,. 

Engineering/Construction 

Specialty Services 

TOTAL 

Oporotlno Income 

Oiifieid Sorvicos 

EnglnEering/Constr1oc1lon 
Spocfalty Services 

TOTAL 

Operating Morglns 

Ol lfiold Services 

Englneorlng/Construction 

Specfaltv Services 

ln1ennt E•pens.o 

Interest Income 

01her Inc. IE•p.I !Not) 

Income Boforo Taxos & Equitv 

Ito ms 

Margin 

Provision For Toxos 

Tn• Raw 

Inc. Beloro E11ultv Items 

Minority ln1erust 

Net Income- Highlands Ins. 

Othor ComP<1nlus 
Amortiiot lon ol Goodwill 

Net Income 

EPS 

2ndQtr. 3rd Otr. 

HALLIBURTON COMPANY 
CONSOLIDATED FINANCIAL STATEMENTS-DIVISIONAL 

(S in Thousands) 

Yeor 
4thQtr. !ill 2nd Olt. ~· 

Est. 1977 Estimate Ranges 

~ 

% Change 
on Mod. 

1.!Z.!!:!? 

$188,500 s 207,000 s 218,600 s 244,000 s 864,942 s 237,600 s 256,100 
878,100 
30,200 

$1,164.276 

s 276.500 s 295.000 $1,064,200 $1,320,000 $1,320,000 $1,320,000 24.0% 
691,000 838,000 943,500 780,000 3,254,742 928,400 933,600 750,000 3,450,100 3,500.000 3,500,000 3,000,000 0.2 

21.600 ~ ~ 22.000 89,918 __ 26,300 ~o 2a.ooo 100,100 122.000 _ 122,000 125,ooo .!1:£_ 
$901,159 $1,069,439 $1 ,183.936 Sl ,046,068 54.209,602 $1,192,797 $1.234.950 $1,071,000 $4,663,02:1 $5,014.000 $5,014,000 $5,345,000 7.5 

$ 40,650 
32,650 

--1,!§Q 
s 76,041 

21.5% 
ol.7 

t:!.7 

$ 14.1961 
2,083 

742 

s 74,6 ,oJ 
8.3 

34,685 
4G.5% 

39.985 

s 44,500 s 50,200 s 56,800 ! i 192.189 s 56.900 s 61,200 $ 69.200 s 72.280 s 259.580 $ 317,000 s 323,400 s :131,300 24.6 
62,600 66,610 54,800 216,719 62,100 68,600 89,000 65,250 274,950 245,000 274.951'1 300,100 0 
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OILFIELD SERVICES AND PRODUCTS 

This group's revenues should increase substantially (by about 24%). The current 
high level of drilling activity in the U.S. is expected to extend into 1977 (after a normal sea· 
sonal decline in the winter months, February through April). The significance of enlarged 
natural gas development programs to Halliburton is that greater stimulation sales result from 
gas completions. Stimulation, l:I good profit business, could accelerate revenues by more than 
just the additional number of wells drilled. Howaver, as Halliburton Services belie1Jes it is still 
restrained b\' capacity limitations from achieving its normal market share, 1977 growth could 
be limited b11 the rate of capacity additions. The company has budgeted more than half of 
its 1977 capital expenditure commitments for the oilfield services and products group, i.e., 
about $140 11illion, a significantly larger percentage than in the past five years. The variance 
in our operating earnings estimate indicatec; a range of increase from 22% to 25%. We are 
tentative about margins for several reasons: 1. Margins are at an historical peak from which 
further gains are less likely. While activity may show a strong increase, the rate of gain may 
not be as ste:ep as in recent years. ?.. Equipment operating rates have been unusually high. 
Some older r~quipment may be due for replacement and personnel have been working at above 
sustainable h~vels. On the other hand, the experience gained over the past several years has 
resulted in efficiency increases as workers went down the learning curves, and the company's 
equip1nent has been more optimally located to service customers. Over the longer tr.rm we 
expect HAL's oilfield service group to record above average results as the positive trends for 
higher natural gas prices continue to accrue to the company's benefit . If massive hydraulic 
fractu rinp is developed to the point where the technique is more broadly utilized to release 
gas from ight reservoirs, (more a question of fluids and propping agents used in specific res­
ervoirs th<:111 '1AL's pumping technology) revenues could expand dramatically. 

IMCO '~. drilling mud sa les, which have been soft in 1976, a resull of softer drilling activ­
ity and a shift of drilling to simpler wells, should improve in 1977 due to increased drilling 
of difficult, deep wells and the general uptrend in U.S. dri ll ing. Otis' sales continue on a par 
with the grnup as a whole. 

ENGINEERING & CONSTRUCTION 

Forec1•:lts of Halliburton's Engineering & Construction actlvi ties are, by the nature of the 
business, notma!ly subject to grcwtcr error, both in revenues and margins. 1977 is no exception, 
and due to 'the decline of µipeline work in the North Sea- the area of greatest expansion over 
the past fiVE! years- even rnore difficult to call. 1977 could be o year when tota l revenues 
grow modestly, margins decline somewhat from recent peaks as operating rates of marine 
equipment decline (especi<1 lly in the North Sea), nnd l1cnr.c opcrati11~1 income moy range be· 
tvvecn modestly down (our conservatism- management expects flat resu lts) to moderately up· 
wards. Much may depend upon broad 011d /Jutter marine projecu: taken on a short term basis, 
capital spending on industrial plants in the U.S., ancJ enlargement of engineorlnu work. Back­
logs continue at high leve ls (primarily power plants and inclustri::i l projec ts) and tornled $7.2 
billion as of September 1976. 

Nevertheless, 1977 could be a period of improvi119 marine IJHcklous- perccived us well 
as signed. J~s the first round North Sea cleve loprncnt projects is brought 10 completion, the 
oil i11dustry s cash fl ow will imr>rovc as production comes on streum. Whihi wl! would expect 
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that second round development will have a more leisurely pace, the volume could be substan­
tial as there could be more medium sized fields, each needing production systems and, at least, 
gathering pipelines. Thus, as volume of work completed declines, the offs~t, at least in regard 
to investor expectations would be new orders for future work. 

An example is the award of the Statfyjord 8 platform engineering and management pro­
ject to HAL's Brown and Root group, a member of a consortium that includes Norwegian 
firms. Similarly, B&R is a member of another Norwegian consortium bidding on the Statfjord 
oil pipeline project. Other recent contracts to Brown & Root have included a several hundred 
million dollar gas processing plant in Canada and the construction portion of a contract for a 
$4-500 million petrochemical complex for Exxon in Baytown, Texas. Discovery of commer­
cial hydrocarbon reserves offshore the U.S. East Coast (exploratory drilling should start in 
early 1977) or the Gulf of Alaska could initiate another major marine development phase. 

SPECIAL TY PRODUCTS 

This small, but profitable group, sells spinoffs of Halliburton's oilfield products to gen­
eral industry. In addition, its manufacturing faci lities have been used to augment Halliburton's 
Oilfield Group's plants when their capacity was strained. In 1977, we expect another fine 
year, particularly in rail car construction, helped by government guarantees. 

FINANCES-DIVIDEND POLICY 

Halliburton's financial structure has been improving substantially. Funds generated by 
operations in 1976 will exceed uses by about $130 million compared to a negative figure of 
$8 million in 1975. This figure's increase will amount to over $190 million in 1977. Long 
term debt of $315 mil lion, was 18% of total capitalization (as of 9/30/76) as compared to 
21% at the end of 1975. Cash und equivalents stood at $440 million on 9/30/76 versus 
$195 million on 12/31/75. 

The 1977 capital budget commitment recently announced was ror $262 million (when the 
1976 budget was first announced it was for $250 million but grew to $317 million as the 
year progressed). Thus, judging from prior events the 1977 budget commitments should ex­
pand as well. 

We expect capital spending in 1°77 to total about $335 versus $350 million in 1976 and 
$336 mill ion in 1975. More than halt r 191 l expenditures will be used for the expansion of 
11alliburton's Oilfield Service capabilities; other major projects include modification of Brown 
and Root marine cons truction barges and a new lau11ch barge for platform installation. On 
November 18, 1976, the company announced a special dividend or $0.24-making the total 
dividend payment for the year $0.80. Given the company's strong cash flow and financial 
position, we would expect the regular dividend rate to be raised to at least $0.80 for 1977, 
(a payout ratio or only 14- 17%) and perhaps even higher to $1.00. thus 1977 total payment 
ought to exceed total dividend payments in 1976. In our 1977 source and application of 
funds analysis we have assumed a dividend rate of $0.80. 



HALLIBURTON COMPANY 

SOURCES & APPLICATIONS OF FUNDS 

($ in Thousands) 

1975 1976 1977E 

Operating Sources (Uses) 
Net Income $222,513 $304,665 $336,000 
D, D&A 116,437 167,000 175,000 
Book Value of Equip. Retired 6,308 9,000 10,000 
Deferred Taxes & Other 50,369 50.000 55,000 

Sources - Subtotal $395,627 $539,000 $576,000 

Capital Expenditures $(335,568) $(350,000) $(335,000) 
Other (Net) (838) 
Dividends (25,460) (46,880) {47.000) 
Investment & Advances to 

Rela ted Companies & Other (41,288) {13,000) 
Uses - Subtotal $(403, 154) $(410,000) ${382.000) 

llJot Op1!ratin9 Sources (Uses) s (7,b27) $129,000 $194,000 

llJon-Oporoting Sources (Usos) 
:>tock I ssued - Net $ 28,385 $ 170 
New Lo119 Term Debt 150,785 5,000 
l ess Repoymcnt:; (33,0111) (4,700) 15,000) 
Goodwill & Net Property of 

Subsidiary Sold 53,752 
l\Jot 1115,329 54,222 (5,000) 
Wo1 k in!J Capital Increase $ 137.802 $183,222 $189,000 
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INSTITUTIONAL HOLDINGS 

Halliburton's stock is broadly held by insti,tutions. On september 30, 1976, investment 
company's and bank trust departments held about 30.S°t6 of Halliburton's stock ( 18.1 mil­
lion shares). With institutions more yield conscious, and given HAL's relatively low current 
yield, this could be a problem. On tile other hand, Halliburton's strong cash flow, increasing 
capability for dividend increases and above average expected growth rate should coalesce for 
a better than average stock performance. 
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-Research Department·-

Tl' o foregoing hos boon prepared sololy lor informative purposes ond is not o solicitat ion, or 0 1• o fler, to buy or soll ony 
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co•nploto. Wo, or our officers ond d lroctors, moy from time to time hnve o lono or short posltir,n in tho securities montlonud 
1111d may sell or buy such securit los. 



HALLIBURTON COMPANY 

CAPITALIZATION (9130/76) STOCK OWNERSHIP 

Amount Percent Amount Percent 
(000,000) (000) 

Long Term Debt $ 314.9 18.0% Management 460 0.8% 
Deferred Taxes 131.3 7.5 Institutions 18,054 30.8 
Common Equity 1 ,306.9 75.5 Other 40,058 68.4 

Total Capital $1.753.1 100.0% 58,572 100.0% 

FINANCIAL SUMMARY 

Fiscal Vear 1971 1972 1973 1974 1975 1976E 1977E 

Operating Data (000,000) 
Revcnues $1 ,299.4 $1 .422.3 $2,131.0 $3,098.4 $4,209.6 $4,663.0 $5,014.0 
Depreciation 41.8 51.0 65.4 86.6 116.4 170.0 160.0 
Pretax Income 97.6 114.6 152.5 271.8 405.9 540.0 611.1 
Taxes 41.7 48.6 62.0 120.2 181.3 242.6 278.0 
Net Income 55.9 66.0 90.4 146.2 222.5 304.1 342.6 

Operating Rot11lS I 
Pretax Margin 7.5% 8.1% 6.9% 8.8% 9.6% 11.6% 12.2% CX> 
Tax Rate 42.7% 42.4% 42.4% 1\4.2% 44.9% 44.9% 45.5% I 
Net Mar~in 4.3% 4.8% 4.2% 4.7% ~ .3% 6.5% 6.7% 
Equi~y Turnowr 3.6X 3.4X 4.2X 3.8X 4.3X 3.8X 3.3X 
Recnivablo~ISa !e; 13.8% 16.7% 16.9% 15.4% 14.5% 
Return on Average Equity 15.4% 15.9% 17.8% 18.1% 22.8% 24.7% 22.4% 

Per Share Oo!o 
EPS $1.08 $1.26 $1.68 $2.54 $3.84 $5.20 $5.85 
1Ji11idend~ 0.35 0.35 0.375 0.40 0.44 0.80· 0.80 
Price Range 26-15 47-22 65-41 64-34 63-38 70-44 
PIE Range 24-14 38-18 39-25 26-14 16-10 13-8 
AVllrage PIE: 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Shares Ou:r.tg. IOOO's Avg.) 51,963 52,791 53,817 57,606 57.879 58,58'3 58.650 

Bolonco Sheet Dote 
Working Cap!tal 143.3 187.0 226.7 336.1 473.9 660.0 
Cui rent Ratio 1.7X 1.8X 1.7X 1.8X 1.8X 1.9X 
Long Term Debt 99.0 203.:t 113.6 201.2 318.2 312.0 307.0 
Cornman Equity 389.9 438.1 749.7 876.1 1,103.3 1.363.5 1,652.0 
Total Capltoli7.ation 489.0 641.3 863.3 1,563.8 2,092.1 2,500.0 

•tncludcs ~poc:lal dividend of $0.24 per shore. 
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ANA LYST NOTES February 3, 1977 
John H. Hayward, Jr. 

BAKER INTERNATl1)NAL 
HIGHLIGHTS OF MEETINGS WIT i MANAGEMENT 

Baker C: Jrporation - Januar f 17, 1977 
Reed Tool Co. - Januar' 14, 1977 

POLITICAL ENVIRONMENT OF OIL INDUSTR Y -
E. H. Clark Jr. 

OPEC- ·still foresee 25% crude price increase between 
12/76 and 12/78. Clark sees North/South Conference as 
being more important than Mid-East Peace as there is con· 
earn over loans to less developed countries (to pay for oi l). 
Oil discovery rate falling in some OPEC states-the more 
finite the total reserves the higher the price-this might 
lead to rationing in the lare 70's due to lack of ability of 
some OPEC countries to ubsorb capital. 

Foreign Explorat ion & Production-exploration dri ll· 
ing in international waters expected to remain in doldrums 
in 1977. Risk is takeover after many years of negative 
cash flow during exploration and development. Risk is too 
great for private oil companies-but development of exist· 
ing fields is healthy and international workover market is 
beginning to show it's head. E&P spending outlook flat in 
Foreign markets by privatl' companies. 

U.S. Outlook-fee l Carter is O.K. on Natural Gas-
but see no deregu lation during his first term (N.B.- this 
was before tho current gas shortage). Problem is to change 
attitude of American per.1ple- cun't be done just by leader's 
exhortations. Also foresee relief on old/new oil problem. 
U.S. oil company cash flows in best shape for a long time­
conclusion of North Slope and North Sea cash drain. Soo 
U.S. E&P up 20%+ in 1977-Noxt 5 years in 15-25% cor· 
ridor (8% inflation assumption - so this is 7-17% real growth). 

Old oil price and entitlements hurt remedia l work in 
U.S.-14% growth expected in 1977 versus 20% for total 
E&P. With incentives for remedial work as they are, some 
find it better to leave oil in ground and import foreign 
crude. A backlog rhough for the futurn. 

BAKER INTERNATIONAL­
CORPORATE DEVELOPMENTS 

Baker Oil Tools Group (Clark) - prior Lo marketing 
restructure in 1976, rroduct line had grown too broad for 
one man to soil all products effectively. In fac t, product 
grouping had already taken µlace on a dcfucto basis. Found 
that sales organizations could be split up without great 
ovurhond penaltY ns margi11s ot Sales Units with $600.000 
to $2 million in volume abou t same. Reorganization r o· 
duccd customer con fusion and focus attention on unit 
which could now be held more acc<1trnt<1bh. Benefits-

LllJ./22 

after reorganization sales of Bakerline primary cementing 
tools about tripled in 1976. Baker Packers have lost mar· 
ket share to Otis over past 7-8 years as Otis expanded in· 
to Baker's market, but Baker has taken market share from 
Otis' traditional area-downhole flow control and safetY 
equipment, in same time frame. 

Drilling Services Group (Joseph Sheldon)-mud sales 
should increase at a good rate in 1977-but inability to 
pass on cost increases due to lower prices of independents 
(U.S .. U.K., and Norwegian) will keep profit gain well be· 
low corporate average. Don't see price pressure off until 
late 1977. Barite (the weighting agent in mud) re~erves 
are much more satisfactory at Milchen (Baker) now than 
wi1en purchased in 1971. Have as good sales/reserve ratio 
as any in industry-but Dresser's Macrobar still by far the 
largest total reserves. New high quality reserves help in 
blending. Smaller mud companies get bentonite and barite 
from the majors (Macrobar, Baroid [National Lead I, Mil· 
chen, and IMCO !Halliburton!). 

Exploration Logging (Mud Logging)-revenue growth 
rate much faster than wirnlino logging-but total m11rkot 
only a very small fraction of total wireline revenues. 

Rood Tool (Clark - 1/16/77)- (Sidnoy A. Shuman-
1 /14/77)·- Reod - thc great clisilppointment of 1976. Mar· 
kct share loss duo to less hnrd rock and deep drilling 
(Heed's strong suit). Quality control was poor in 1975 and 
early 1976 us old Recd managemen t pushed all the bits it 
could out the door. BKO management rapidly worked to 
eliminate this problem soon after the acquisition-and in· 
stitutod double quality control checks. Hurt Reed's image 
short·term- management docs not believe it will hurt on a 
long·term IHsis . 

Clark looks to good 1!)77- deepur drilling- a less than 
normill seasonal decline in activi ty- a trend hack to nn:mium 
bits. Clark feels problems at ReccJ- manufacturin9, quality, 
cost 011d inventory control- ilre 011 their way to being 
soll Jd by new people at Reud. All this has alrcildy helped 
Heed's mnroins In BKO's f•rst fiscal quartur. G1owth in 
lorn 1970's could he llrnlwd l>y U.S. rig avallability. 

Mnnngomont clo11s not fea t ove1 caµnci ty- rcal five year 
growth of 5% should fully ut ilize capacity (oven now So · 
curity [Orcssor] plant by 1979.) (IPrescn1 corwcity wor Ill· 
wide of 11omi11al b11 procl11ctio11 - Hl - 125.000 units, SI 1-
100,000 units, Rcod- 70,000, Sccurtty - 50,000 (plus 30,000 



for new Louisiana plant in 1978). Marketing opportunities 
exist for Reed in geographical expansion-HT only one 
with 100% worldwide coverage. Reed still has its prob· 
lems-but big ones behind it-earnings should improve dra· 
matically in 1977-to much bener than company did in 
1975. 

Tool Joint capacity increased by 3o+%-Backlogs 
16-18 months (about 30-35% of this may be hedge order­
ing). Does not fear Smith Tool entry into business. 

Mining Clark-(Warren Kane)-Warren Kane, formerly 
President of Fluor Utah, but was on the Board of Baker 
since 1971 , joined the company to head its Mining group 
in late 1976. His goal is to come up with a plan of attack 
for this area whic.h offers good long-term potentials. 

1976 was not a good year. Revenues were down 9%. 
Operatinfl income down 24%. 1977 look for good revenue 
increase despite poor outlook for copper, iron ore and de· 
lays in coal development. Gain from instrumentation sales, 
better use of present facilities, more sampling of coal (as a 
basis for payment). and improved inventory control of 
Reed's mining bits. 

Future concentra·.ion will be on coal-which is des· 
tined to be the big swing fuel as the energy problem hits 
in the 1980's. 

RW-77-34 

CORPORATE STRATEGIES-Clark 

Longer range anticipation of markets has been of 
key value to Baker (as opposed to companies who only 
have proprietary skills or technologies). Management's 
early warning systems enable them to respond quickly to 
problems and avoid gening too deep into a hole-especially 
important in acquisitions, ior example: BKO wa~ instit~tinp 
major changes at Reed within several months of its acquisi· 
ti on. 

BKO's current net margins and policy of 50% debt 
to equity ratio will finance a 22-24% growth rate. Future, 
as the past, will be a blend of acquisitions and developmei 
ments of existing lines of business-Most acquisitions in 
current lines of business-but mining will be a stepout. 

Earnings- Management would not quarrel with a 
$4.25 EPS estimate for 1977. Management suggested that 
quarterly progression could be ;is follows: 

FY Ended 9/30 1976 1977E % Change 

1st Quarter $0.85 $0.~0A 5.9% 
2nd Quarter 0.85 1.05 23.6 
3rd Quarter 0.87 1.10 26.4 
4th Quarter 0.95 1.20 26.3 

Year $3.52 $4.25 20.7% 

-Research Department-

Thu loreuol110 hill buun p1opu111cl sololy for lnformrmvo purposos 1111d ·~ 1101 11 sollcltotion, 01 011 0 1101, to buy or sull 011y sucur11y . It noos 
not 11urport to bo o complu tu doscrtptlon of tho soc1.rltios, morkou or dovolopmonts 1ofurrud tn in thn mo1oriol. All oxp111ssions of opinion 
11ro 'ub1oct to chunoo without nuticu. Thu informntio11 Is ol>tolnod from sourcos which wo cons11Ju1 rofloblo but wu tuivo not lndopundu111ly 
vcrlfitul such lnforn101ion und wu do not uu11ron1ou that it is nccurntu ur cnmploto. Wu, or our oflicors anti d11oc101s, 11u1v t1u111 11111u 1n 

tlrnu hnvu n lonu or short porn ion In tho socudt1cs rnont lonud and moy sull ur buy such sccurit ius. 
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HALLIBURTON COMPANY (HAL) 

Price 
2/7/77: 58 5/8 
1976-77 Range: 69-48 

Dividend 
Rate: 
Yield: 

$0.80 
1. 4% 

1976 FOURTH QUARTER AND ANNuAL RESULTS 

EPS 
1977E: 
t976A: 

$5. 85 
$5.22 

P/E 
10.2x 
11. 5x 

Halliburton reported earnihgs for it's fourth quarter of $1. 37 per share -
a gain of 33% the prior year period and in line with our estimate of $1. 35 per 
share. R e venues increased 22% t o $ 1, 275 million. Earnings for the year 
were $5 . 22 p er share versus $3. 84 - a gain o f 36% on a revenue increase of 
15. 6% to $4 . 86 billion, despite an increase in HA L's tax rate to 45. 4 % from 
44. 7% (ITC added about $0 . 30 per s hare to earnings ver s us $0 . 23 in 1975 ). 

DIVISIONAL ANALYSIS 

Oi lfie ld Servic e r e venues inc r e ased ab out in line with expec cations (18% in 
the quarte t· to $2 89 million a nd 22. 3% fo r the year to $1, 058 million - see 
Table 1 ). However, while fourth qnarter ope rating ma r g ins were expected 
to d ecline fr om the third quarter (a no rmal scasPnnl variation exce pt in 1975 ) 
the dr op to 22. 3% (ver s u s 23. 3% i n 1975 a nd l 976' s third qn;u-ter mar gin s of 

25. 1%) came as somewhat of a surprise . 

Ma nagement indica.tc s that some of this rl ecl ine was clue to year e nd adjust­
mcntH, including e xtra compensation to U.S. Nationa l s employed abl'oad lo 

make 11p for inc reased U. S . taxes due to the Tax He fo rm /\ct o f 1976. tr owcvu r, 
this may not explain the ontirc de c line . T he c ompany Atatos that it ha s n ot. c x­
pe ricn cccl pt•ic e or o pc t· ating rate softness, :rnd is c urrently working up 
detailed a n a lysis o f th e: Oilfie ld Se rvi ces ciua rtct'. Onu fa cto r that could have 
affected 1·hu q11a 1·1·c r i s a dcdinc in rupo rtc cl U.S. well completions 1' l11ativc 
to a year a go (;\b out 10-12% clown) p oss ibly rdl ccli ng th\.· s oftnl:Ss in thu ri g 
l:Ou nt in t he late winter a nd sprtng of 1976 . U.S. well completion s fo r 197 6 as 
a. whole at·c 0.xpectcd to be up 5 - 6°/,. ·:..; t : us t h l! 14% gain reported through the 
fintt nine months (g ivcn the cu1 rent l'ig counl and othc t· indicato r s we wo11lcl 
cxpc:1c l 1977 10 be a banne r year) . O n the othc1· hand, s in ce r evenue i tc111s WC! l' e 

o n targe t:, som e in the c ompany suggest t hat the fourt:h quarter s h ould no l be 
con st t·uc d to indicat. . .! a downwar<l tr e nd in margi11H, bu t r athe r HAL 1~ot c.:n ug lll' 
hy Rome rnah!rial coAt inc reases it clid n o t p:urn on. 'J'hc fir s t quartet· m.1q4ins 
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TABLE 1 - 2.-

HALLIBURTON COMPANY 

CONSOLIDATED FINANCIAL STATEMENTS -DIVISIONAL RESULTS 
($ [n Thousands) 

"lo Change 

of 12/10 /76 WW Est. Actual 1977 Estlma.te Ranges on Med. 

1976 J976 1976 1976 Low ~ Htgh 1976-1977 

4th Otr. ~ 4th gtr . _'f!!!. 

REVENUES 
Oilfield Se r vices $2.95 , 000 $1 , 064,2.00 $2.88,800 $1,058,000 $1 , 320 , 000 $1. 320,000 $1, 320, 000 2.4. 00/o 

Engineering/Construction 750, 000 3,490,000 960,900 3, 701,000 3,500,000 3,500,000 3,90t.,OOO 0.2. 

Specialty Services 2.6,000 ~~ 2.5, 100 107,800 _122,000 12.2., 000 12.5,000 1.2.. 2. 

TOTAL $1, 071 , 000 $4, 663, 02.3 $1 ,?74, 800 $4,866, 2.94 $5, 014,000 $5,014,000 $5,345,000 7. 50/o 

OPERATING INCOME 
Oilfield Services $ 72.,2.80 $ l59,580 $ 64 ,300 $ 251 , 600 $ 317,000 $ 323, 400 $ 331, 300 2.4. 6% 

Engineering I Con11Lructlon 65,2.50 274, 950 60, 700 278,400 2.45, 000 274,950 300 , 100 0 

Specialty Services 4, 300 171 900 31000 16,600 __ 2.u, ~"..Q 2.0, 2.00 2.0,600 .!1.:..!L 
TOTAL $ 141 , 830 $ 552, 393 $ 136,ooo $ 546,600 $ 58Z, _oo $ 618,5SO $ 652 ,ooo 12. 0 

OPERATlNG MARGINS 
Oilfield Services 24. 5% 24. 3% 22. 3% 2.3. 8% 24. 0% 24. 5% 24. 5% 

Engineering I Construction 8. 7 7.9 7. 1 7. 5 7.0 7.8 7.7 

Specially Services 16. 5 16. 5 lZ.O 15.4 16.5 16. s 16. 5 

lnler1J11t Expense $(7,400) $(2.9, 464) 

} } 
$(29, 000) $(29, 000) $(2.9, 000) 

lnlerest Income 5,000 16, 050 $1,874 $8,598 2.0, 000 2.0, 000 2.0 ,000 

Other Inc. (Exp. ) (Net! 500 1, 079 1,500 1, 500 I, 500 

Income Defore Ta:<es P. 
Equity llcm11 $139, 930 $540,058 $137, 874 $538, ll02. $574, 700 $611,050 $64·1, 500 13. I 

Maq~ln I 3. 0% 11. 6% 10. 8% 11.1 % 11. s•;. 12. 2.% 12..1% 

Provlftion For Tnxe e $ 62 , %9 $2.42. , 579 $ 64. 7'15 $2.44 , 405 $261 , 490 $2.78,030 $293 , 2.50 14 . 6 

T;ix R.itc 45. 0% 44 . ')% 47. 0% 45. 4"/o 45. 5 ~• 45. 5% 45. 50/o 

Inc. Ocfure l'.:qulty lleme 76, 960 2.97 ,478 73, 079 2?3, 597 31 3, 2. 10 333, 02.0 ,: 1.z50 12.. 0 

Minority lntcrcsl $ (550) $ (3, OJ <J) 

\ $6, 725 \ 
$ (3, 000) $(3, 000) $ (3, 00 ) ) 

Net Income -llil(hlanda Ins. 2, 000 8,410 $11,883 9 , 500 9, 500 9 , 50 I 

Othe r Compnnlea 6011 ) , 03\ J , 500 3, 500 3, SOL 

Amortization of Goodwill (111) (I, 2. 1 ';l (·140) (•1·10) (•140 ) 

Net lncumu $77,889 $30'1, &C.5 $7?. 804 $305,480 $32.Z, 771 ~342, 580 i360, 810 12.4 

EPS $1. 35 $5.20 $1. 37 $5. 2.2. $5 . 51 is.85 $&. 16 12.. 5 
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will be telling, e s pecially since it's Gilfield Services that are e xpected to 
perform we ll ov-er the next year or so while marine construction is in the 
doldrums. 

HALLIBURTON OILFIELD SERVICE MARGINS 

1975 1976 
1st Quarter 21. 5% 23. 9% 
2nd Quarter 21. 5 23.9 
3rd Quarter 23.0 25 . l 
4th Quartet· 23. 3 22.3 
Year 22. 2% 23. 8% 

En15ineering ancl Constructit1n r evenues were about $200 milli on higher 
than our estimate , but the variance was mainly low margin indus trial const­
ruction items (i.e. custome r supplied material). Marine construc tion 
r e ve nues in the fourth quarter were about $65 million higher l han last year's 
fou rth quar te r - after being ab out flat fo r the nine months (up '1 % for the year 
ar; a whole to about $990 m illion), a result of the Hig h Island proje c t in the 
Gulf of Mexico, and continued good work le ve ls in the North Sea. Operating 
incomP. l'cs ults we r e about as expecred - th oug h marg ins we r e below our 
estimates due to la r ge amounts of c ustome r s upplied items and a low engine e r­
ing contenl i:1 indns t rial construct ion r e ve nues . 

fu?ec ia l ty P roduc t .: rna r gins d own b elow e a die r qua r te r s in the yea r -
operat ing in come r tln a bout $1. 3 million behind our e stimate fo r quarter. 
Hig hla nd s in s uran ce pr ofit for the qua r te r $4. 4 ·nil l ion, br ought yearly r es ults 
t o $ 10, 7 inillion (up 149% fr om 1975). Fou r th quarter res ults were almost 
d oub le next best pri o r quarter. 

1977 OUTLOOI< AND STOC J< EVALUATION 

We have not c hanged our est imate of $5. 85 (in a range of $5 . 50-$6. 1 5 ) for 
th l! c urre nt ye ar . T hough we will b e watc hin g fir st quarter Oilfie ld Se rvi ce 
maq .. ~in s c los ely . Wu C: >:pc c t that given the cu rre nt U.S . cJrillir1 g act ivit y and 
new F . P. C. gas pri cl~S (no t t o mention the p o ss ibili ty of decontro l ), r eve nu ... s 
i n th is a rea ii h oul d h e Htrong. 

T he stoc k nl 58 5/8 i !1 se lling :ll I 0. Ox ou 1· r'ncdian estimate , ,)1• a 6 . 4 
pre mium to Lh c S& P 500 nrnlt iplu s . Nol a L1r gc p r emium for a company with 
a fav o r a bl e l ong lcrm outl ook. On th1! othe r hancl , with rn o r c ins t i tutional inv­
cs trm:nLs being ma t.l e on an intlcx1.; d b a s is, a nti wi th llA L compri i; in~ (as of 
9/30/7 6 ) 0. 88% of in s titutio na l h<•ldi no<; (Spc1: lrum Danks & lnvc::;lmc nl com­
p a nies ) vcrsui; 0. 1.,(,% of the S & P .1 1lO , i n s ~ ituli onal buying could be l imited. In 
:l ti rnr; o f flu x r ega rd ing it' s r ..: a r term 1,; ;11·ning H out l ook (!' he m a rine constTuc ti o n 
quc ::; t io 11 - b <is i La ll ~1 ) - \V ... <l l\! <m l y 1ha1t ra l on th1: slac k fo r the 11l:.Lr tcrn1 . 

l(W 77 - 15 



John H. Hayward, Jr. 
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Ocean Drllllng g. E>eploratlon 
(OD ECO) (Dec) 

SEDCO (June) 
Western Corr.oany of 

North Amedca (Dec) 

Industry 
Survey 

February 14, 1977 

OFFSHORE DRILLING INDUSTRY 

Prlce 1976-77 I:. lS 
l /10/77 Range .!.212. 1976 in.!.~ 1978E 

26 3/4 bid 35-23 $ 3. 24 $ z. 35 2 $ 2. !>,• $4. 00 
34 7 /8 36-Zl. 3.69 4. 34 S.00 5.40 

18 18-12 2. 72 1 Z.46 2.80 '1 '.5 

P/E 
1977 Div. Y~ 

10. Sx$0.20 o. 8% 
6.9x 0. 30 0.9 

6.4x 0,40 2.2 

We believe that significant opportunity for capital appreciation exists in the 
offshore drilling industry. Specifically, we believe the common stocks of ODECO 
(26 3 /4 bid), SEDCO (34 7 /8) and (whP re appropriate) The Western Company of 
North America (18) are attractive. 

We believe that the large over capacity problem that has hurt margins and 
earnings is on it's way to being worked off. We believe the period of g1 . ':\test 
over capacity will occur in the present quarter (new rig additions are minimal 
afte r April), that with the broad ening of the offshore drilling market (see below) 
spot day rates may have already reached their nadir and are rebounding. Conseq­
uently, ope1·ating rates should improve as the current year progresses. The refore, 
m a r gins , earnings and stock prices may move to anticipate this. By 1979 (if 
not 1978), 1101·ma l operating rates (93%) are a possibility and hence, better day rates 
should return to the indust · y. The stocks of the offshore drilling companies have 
been battered over the past several years, and are selling at depressed levels 
both on a n absolute basis (roughly 500/o below their highs), and also relative to 
ea rnings, cash flow and book value . 

Thus, i t is timely i:O invest in offshore drilling contractors. The group is 
still out of fa nhi .:m, but the o utlook is improving. In addition, ODECO's oil and 
gas production and Western 's stimulation services will be additional plusses to 
those companies. 

1 Opera ting Earnings - exclude ca rnings of $1. 9 3 per share from sale of two 
off s hore drilling rigs . 

2 1;-ully diluted earnings from operations - excludes ga ins totaling $1. 05 per 
s ha r e from sale of 50% o f company's lnterest in diving subsidiaty and gain 
from excoRs of in su rance proceeds over book value of drilling rig lost in 1975. 

M/01/22/61 
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BACKGROUND 

For the past several years, the offshore drilling industry has been in a 
period of cyclical decline. 1) Oil industry exploratory cash flows were 
strained by large capi'.al investments in several projects of major propor­
tions and yielded no current retu1~n (i.e. the development of the North 
Slope and the initial phase of oeVF.:lopment in the North Sea.) As these 
projects come on stream, available cash flows should expand. 2) Political 
uncertainties in many countries and changes in U.S. tax laws increased the 
risk of exploration in many parts of the world. 3) The deferral of U.S. 
frontier Offshore Conttnenb.1 Shelf lease sales and perhaps just as importantly, 
the discovery of only a few oil and gas formations of sufficient size to att r act 
broad scale industry e>epioration activity. All these factors lowered the 
demand growth for mobile offshore drilling rigs. 

While we estimate that Exploration and Production budgets worldwide have 
grown at a 26% rate between 1974 and 1977, most of these new funds have gone 
towards development, particularly the U.S. onshore, or been consumed by 
inflation. Between January 1975 and January 1977, active "competitive 11 off­
shore rigs increased at only a 19% rate (revenues grew somewhat faster due 
to the use of more expensive rigs and inflation) while "competitive 11 rigs 
available increased at a 29% rate , consequently, the fleet operating rate declined 
and was accompanied by an inevitable decline in rig day rates. 

It i.s fair to saV' that the current problem of the Offshore Drilling Industry 
is not lack of demand (growth), but rather result of over capacity brought about 
by over buildin g. Some would place the blame on new foreign entrants, many 
of whom had certain tax advantages. On the other hand, one could argue that 
the extraordinary returns available and the high operating rates would have 
attracted many new entrants even without tax breaks. 

It should be noted that most of the established contractors stopped ordering 
rigs in early 1974 - unless a firm multi - year contract was in hand though others 
did not do so. Rig ordet· r ates in r ecent years w e re as follows: 

1973 
58 

1974 
11 2 

1975 
24 

1976 
-r 

1976 saw only 6 new orde rs placed (four by national oil companies - U . S. S. R., 
Braztl, Abu Dhabi a nd U. I<., a nd two jackupa ordered by Rowan). If rig orders 
since late 1974 h ad not: been made, the industry would be in eqllilibrium. However, 
at pres e n t , t here are 6 5 units idle (no c ontract) out of a total of 43 5 (85% operating 
rate) and 56 units idle out of 316 so called "cornpetitlve" rigs (an 82% operating 
ra.ta). 1'hoso "compoli.tive" rigs exclude tenders, rigs tied to one country (i , e. 
U.S. S. R. , China, Pemex, etc ... ) and rigs designed for a specific area (i.e . 
Lake Maracaibo, Lake Erle, and the Louisiana Submersibles}. It is in the total 
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competitive rigs that most of the new additions are being made, in Char t A we 
have graphed the total competitive rigs, rig additions, rigs operating and operating 
rates. Cha::ts B, C, and D depict the supply /demand balan.ce and ope r ating rates 
of jackup rigs, semi -submersible rigs, and dr.ill ships and deepwater drill barges 
respectively. 
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The effect of this over supply has now been felt. Contractors with idle rigs 
lowered prices to improve their competitive position - day rates plummeted. 
For example, a $30 million semi-submersible getting $40, 000 per day in 
1974 (about a third more than historical industry norm), mi: .. ~ht currently lease 
for between $20-25, 000 per day. 

The decline in rate was compounded by the thinness of the market - especially 
in mid 1976. As many of the oil company's already had the rigs under contract 
to drill thi.er programmed wells, the few new projects drew a host of compet­
ition. This situation is improving, as long term rig contracts entered into 
in 1974 and 1975 expire - the oil company is free to choose from many contractors. 
Thus, while the re a.re more rigs idle than a year ago when ten rigs may have 
been bidding t:: ree contracts, today the re may be 30 rigs bidding for 20 or 
25 projects . T he contractor knowing there are more jobs available may not 
b e '30 despe rate to cut price. 

INDUSTRY OUTLOOI< 

Pred i cting dernand for drilling ri gs is a chancey art. The problem comes 
down to how one takes into account; political changes , incentives and govern­
m e nt tax p olicies , ac reage offe rings , concess ion e xpiration dates , availability 
o( cash fo1· e xploration. 

Pet·haps for s hort te rm projections, intuitive r eactions a1·e best. When all 
arc sayin g t:he1·e "isn't r;oin - t o be ove r supply " su r e enough there are too 
m a ny rigs . When gl oom and d oom pre va ils - the market may turn up. However, 
we belie ve the bottom i s at hand, the nurnbe r of act:i ve offshore d dlling rigs 
will continue to inc reas e based on t-r e nds of the recent past. The Gulf o( 
Me xic o s h oulrl continue st t· ong, a nd g radual improvement will occur in overseas 
and U.S. fronti e r a r e as . T he rnte of this impr oveme nt will depend on several 
factors including : 1) Cifth round lic e n s in r. in the Nor th Sea, 2) res olutlon of 
U. 1<. participa tion on present li ce nses (whi r· h could acco le rat~ e"ploration work 
for the sdecti c1 of the portion o f past lice\1t; ·~ t· racts t o be r e turned to the 
gove rnment in 1978), 3) U.S. OCS nctivity (no w lease Ha les , successful explor ­
a ti on in ft·ont ie r area s , a nd th e rate of is s ua u cc of drilling permits in new areas). 

T h e c nn-unt q uar ter a ppea t· s to be the one with the g reatest oversupply. After 
thi a q uarte t·, new Clo ut addi t:ion l';I flatten out clt·a rnatically. A continued increase 
in opera t-ing d gs, will inc r ease indust ry opi; rating rates. T hus, we believe we 
h ave Hee n the l ow in "spot" day rates. T h ough c ontractors who a re a till opor ­
ntin~ und l! r "old " Long t' c nn ....:ontL"ac l s may sec their r a t:os d ec line but for the 
ind11t1tr y i-lH a whole, one will see a n impr ovcrnc nt. 
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COMPANY COMMENTS 

Ocean Drilling & Explo:ration Company, is the largest drilling contractor 
in terms of numbe r of rigs (40), and has significant oil and gas interests. 
Oil and gas revenues in 1976 were $42 million (22 % of th1;: total), but are 
expected to climb to the $11)0 million area in 1978 - excluding ODECO's 7% 
interest in the Ninian Field in the North Sea (which could add about $80 million 
to the total by 1980). 

Earnings from Operations declined in 1976, despite a good improvement in 
oil and gas resul ts, due to a sharp decline in the company's rig operating rab;: 
(from 98. 5% in 1975 to about 85. 1% in 1976) . The compa1:~y had SE1ven l ong term 
r i g contracts expire all at .mce (July 1976). In the mark1;:t envir onment it wat3 
difficult to ptlt all these rigs back to work on a timely basis. However, today 
OD ECO has work contracts on all but three of it's rigs ai1d has mobilized 
several rigE1 into markets where the market outlook is better . We believe the 
worst may be behind, and given ODECO's good reputation in the oil industry, 
are looking for an improviug s it.uation from he re. 

While ea.rnings could have been held to bette t· le vels b y cutting back explor ­
ation e fforts. in 1976 a time of poor drilling earnings , ODECO continued i t's 
aggressive c?xploration policy. Explora tion cosl:s in c rea se d from $14. 5 million 
in 1975 to about $16 millior. in 1976 (The company conservatively expenses all 
unsuccessful wells) . As management believes it must develop opportuni ties in 
which to invnst the large cash fl ows expected from o il and gas operation in t:he 
late l 970'a- a:nd early 1980's, we would expect OD ECO to continue to maintain 
it's explor,\l:lon effort: at a high level. 

Earningn in 197 6 were h oosted by about $ l. 05 per s ha r e due to the excess 
of t11aurance proceeds over !:he bo ok value of a drilling rig l os t in 1975 and t he 
sale of 50% of ODECO's int e re st in i t'c diving sub s iclia l' Y'. Looking a head , we 
project earnings in 1977 will be $2. 50 per share Cully diluted (a 6% convertible 
Preferred was issued in 1976 ) in a range of $2. 00- 3. 00. The broad r ange ls 
necGssary due to uncertain':i es to the timing - and rate of the expected drilling 
turnaround. Earnings in 1 ~178 at·c tentative ly es timated at $4. 00 per s hare in 
a broader range of $3. 00-5. 00. 
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FINANCIAL SUMMARY 
OCEAN DRILLING & EXPLORATION COMPANY 

Operating DATA (Dec) 
Revenues 
Pre - Tax Net 
Net Income 
EPS 

Balance Sheet Data 
Working Capital 
Current Ratio 
Long Term Debt 
Common Equity 

($000's) 
!.97 6 1975 197 4 

$ 212, 800 
NA 

41 ,000
1 

$ 3. 401 

9/30/76 
$ 47, 671 

1. 6x 
178, 778 
275,920 

$201,690 
50,318 
36,663 

$ 3. 24 

$ (1101,) 
. 9"x 

193, :.. 68 
204,408 

$1 . .H,615 
39,663 
27,866 

$ 2. 46 

$ 23, 627 
1. 3x 

199,952 
170,036 

1973 

$ 90,837 
22., 391 
18, 762 

$ 1. 66 

$ 28, 175 
1. 7x 

71, 080 
145,764 

Includes $14, 291, 000 gain from excess qf insurance proceeds over book value of 
drilling rig lost in 1975 and sale of 42 . 5% of ownership (50% of ODECO's share) 
in diving suhaidiary;without these items EPS would have been about $Z. 35. 

1972 

$ 71,1"" 1. 

l6,7J7 
15, 03q 

$ 1. 31 

$ 18,008 
1. 4x 

51 , 295 
129,295 

SEDCO, the third largest offshore drilling contractor (25 rigs) has done an 
admirable job in keeping it's string of rising earnings untarnished in this 
difficult time for the drilling industry. Earnings over the past 5 years (through 
6/76) have grown at a 33% rate. The pattern has been: 

Year Ended 
June 30 

1972 
1973 
1974 
1975 
1976 
1977 E 
1978E 

EPS 
$1. 39 

1. 75 
2.36 
3.69 
4 . 43 
5.00+ 

% Change from 
prior year 

15. 8% 
25 . 9 
34.9 
56.4 
20. 1 
12.9 

5. 40 ($4. 50-6. 00) 8 . 0 (.10% to 20%) 

S EDCO' s success can be attr ibuted to several factors: l) A strong marketing 
effort emphasizing the largest oil companies as ,~ustomers. 2) Building new 
rigs under multi-year term contracts, not on speculation. Adding to earnings 
in 1978, SEDCO has two semi - submersibles coming into it' s fleet in the first 
half o( calendar 1977 (one has no contract but SEDCO is a 50% ,,artner with 
Hoyal Dutch Shell). Also, two dynamically positionud drill s hips and a aemi­
submersi.ble service vessel are to be added to the fleet in late 1977. 3) It's 
land pipeline constr.uction company turned in a strong performance in fiscal 
1976 (22% of SEO' s pretax: income ln 1976, or $13. 2 million v s. the $3 . 0 million 
rE:ported in fiscal 1975) . 1.977 should be a continuation of this trend - but 1978 
pipeline results will b~ dependent upon landing new contracts in the Persian 
Gulf area. (principal!~ Iran) - hence, the posai"~ilil:y of a c1light decline in 
earn ings for nex:t year. 4) Foreign onshore drilling addE1d to the drilling 
group's earnings cons i ste11cy . 

...................................................... 



-7-

SEDCO's strong marketing effort has been aided by the fact it did not. ·1ave 
more than a few rigs available at any one time. But considering that it's day 
rates tend to be at some premium to the going market, and it's operating rates 
are in excess of the industry average, we regard the record as outstanding. 

Look:.ng to .,.ard the long term future - SEDCO has several partnerships in 
which it is d~ e: C'ping the technology for floating production systems, and deep 
sea min:llg ··.ale the commercial viability of either is not yet known, we 
admire S.~ 1 C':- adventuresome prospects for developing long term new 
business c 1 portu 1ities . 

FINANCIAL SUMMARY 
SEDC01 INC. 

($0u0'"} 

1973 1972 

Operating DATA (June) 
Revenues $3:17,437 $ 229, 875 $169,715 $ 125, 4'70 $127,407 
Pre-Tax 
Net Income 
EPS 

Balance Sheet 
Worl:ing Capital 
Current Ratio 
Long Te rm Debt 
Common Equity 

$ 

$ 

!)8, 947 
·~4. 347 

4.34 

38, 170 
1. 4x 

210,346 
25 1, 383 

43,256 
37, 591:1 

$ 3.69 $ 

$ 25, 396 $ 
l. 3x 

157,190 
208,661 

29,463 18, 847 14, 714 
23,964 17, 347 13, 231 

2.36 $ 1. 75 $ 1. 39 

33,318 . $ 13, 4 LO $ 7, 921 
1. .., '( 1. 4x l. 3x 

148, 32.; 134, 605 90,086 
171,629 148,447 100, 573 

The Western Company of North America is one of the ne\\ler entrants into 
the offshore d l'illing industqr (1971), expanding from it's base of oil well stim­
ulation and cemenf:hg services in the southwestern U.S. No\~· about: the 12th 
largest company in the business (8 rigs), i t ' s overly rapid expansion a lmost 
put the compa:ny irJ a financial sque·~ze in 1975 when it sold two rigs to 
generate cash. Today, it's debt lo::i.d (long bnm debt and present value financing 
of leases) is still high; as of 9/30/i'6 it stood at about 73% of total capitalization . 
We estimate interest and lease cov.~rage to have been 1. 7 times in 1976. 

New management, installed lu st year, has recognized the danger of the 
balance sheet in our opinion. T heir strategy has been to insure adc;1quate 
coverage of drilling rig debt ser,iice by keeping it' s rigs working - even if 
this meant aggresAive pricing. Thia has resulted in a 23% decline i n drilling 
operating profit in 1976 versus 197 5 d espite the delivery of two new rigs, and 
a full year's operation of two other rigs. In essence , the company has kept 
it's fleet working and intact awaiting better times, In late 1977 Wee1tern, with 
it's 50% partne t Exxon, took delivery of the Alaskan Star - ·a new $50+ million 
semi -submen1ib1~. Western financed it's $26 million position e ntire ly by 
debt (7 ye at·s @ pt ime plus 2%). Over the initial 6 year contract period with 
Exxon (which management indicates has broad esca.llation clauses), Western's 
cash flow will pay down 90% of its debt p l us interest expenses. In 1977, we cal-
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culate the Alaskan Star could add about $1. 5 million to earnings. We expect 
Western's drilling groups to report operating income levels about equal with 
1976 results of $9. 2 million (1976 1s first quarter results were quite strong). 
The earnings gains will come from the company's petrolet1m services group . 

Western's Petroleum Services Group (stimulation and cementing) is the 
fourth largest competitor in this sector of the oilfield services indu stry. 
Halliburton, Dowell, and Hughes - BJ are the others. We expect this area to 
prosper as oil and gas is devel oped in more difficult reservoir conditions. 
Growth over the 1972-76 period has been impressive (revenues and operating 
income at a 32 % con1pound rate). The company has expanded it's geographical 
areas of operation, and eroded the market position of some of it's competitors 
(Dowell and BJ). With impr oved gas pr.ices and a high incentive price for oil, 
we look for operations to grow at a 14-15% rate over the next 5 years - excluding 
ge~graphical expansion. WSN's growth in 1977 should be about 14- 17"/o. 

We l ook upon Western Com:;>any of North America to be a risk situation 
due to it's high balance sheet leverage . However, its strong position in one 
of the more attractive oilfield service marY:ets {stimulation services) and its · 
apparent defusing of the risk inherent in it's too rapid offshore drilling expansion, 
awaiting better times, makes the stock attractive , in our opinion, at 6. 4 time s 
estimated earnings. 

FINANCIAL SUMMARY 
THE WESTERN COMPANY OF NORTH AMERICA 

($000 1s) 

1976 l 97 r 1974 1973 1972 

Operating DATA (Dec} 
Revenues 

1 
$132,774 $ 99,646 $ 61,753 $ 40,439 $ 31, 772 

Pre-Tax N'it 12,028 15,151 5, 167 3, 589 2, 683 
Net Incomo 10,086 11, 186 2 , 961 2, 372 1, 744 
EPS l $ 2.46 $ 2.75 $ '.>. 71 $ 0 . 58 $ 0.48 
EPS (as r eported) 2.46 4.70 0. 71 0.58 0.48 

Balance Sheet DAT A 9/30/76 
Working Capital 

, 
16,950 $ 15, 900 $ 8, 184 $ 4, 195 $ 3, 929 ... 

Cur r ent Rati o 1. Bx 1. 7x 1. 7x 1. 5x l.7x 
L ong Term Debt & P resent 

Value of Leases 144,570 111' 002 68.413 34, 751 11, 609 
Common Equity 44,600 38, 197 19,765 16,663 13, 801 

Operating Earnings - exclude gains from sa le of Oifshore Riga in 1975 

nn-77-29 Research Department 

Tl1is ropurt hos boon prepared by tho Research Doportmont of Whitu, Wold & Co. lncornorotcd. Tho au thor o f this rnport is 011 
imrncdloto ro lotlvo o f o mornbor of the Board of Directors of ODECO and hos hnd for sovurot yoms on investment po~ition in shnros o f 
tho r 1111pnny's Common Stock. lnformution received by tho director ls conlidontlnl nnC: wttl not bO cornmunfcatod to Whlto. Wold & Co. 
lncorporolod, its ooonts or clients. 

Tl10 forlt()Ol110 hns boon prop.Hod solely for lntormot lvo purpasos nnd ts not n solicltntlon. or nn of for, to buy or se ll ony Sl!Cur ity. It docs 
not purpart to bo o complete description of the securit ies, rnnrkots or dovolopmont: roforrod 10 in tho motorinl. All 0>1prossions o l 
opinion oro subjoct to clmnlJO without notice. The lnformntlon ls obtained from sourcos wh•ch we consider roliablo but WI! huvo not 
lndopondontly vorlfted such lnformotion and wo do not guor11nt0<1 thot It ls accurnto or cornpl1110. Wo, or our officurs nnd dirnctors, rrnry 
from tlmo 10 tlmo have n lu110 or short position in rho socuritios rnontionod and rnay soil o r buy such socurltlcs. 



Economic 
Comment 

A. Gary Shilling Dec embe r 13, 1976 

THE BUSINESS OUTLOOK * 

Are Supercycles and Hyperinflation Dead or Al ive? 

Summary and Conclusion 

Most forecasters continue to view the current U.S . business 
recovery as not onl y typical of those in the postwar per iod , 
but also as t he prelude to a renewed supercycle with hyper­
inflation . The recovery to date , however , has been a nything 
but normal because it has been dominated a nd , in our view , 
will continue to be domi nated by two quite different forces : 
first , the unwinding of inflati on and other imbalances built 
up in the 1965-1975 decade , a nd second, by the reaction of 
conservatism and retrenchment to the turmoJl and trauma of 
that period and the resulting distrust of the pQlitical 
process in general. 

'l'hesc factors sugges t that despite the election of Jimmy 
Carter a nd the continuation of a n ovcrwhel minyly Democratic 
Congress , no massive economic stimulus is likely in coming 
years , ana Federal governme nt expenditures will continue to 
grow more slowly than t he e conomy . Consumer nnd business 
spending growth is also likely to be restrained i n the 
r~maindcr of the 1970 ' s as a reflection of con tinuing 
caution . The foreign area of the U.S. economy is also 
likely to expand only moderately in the years u.head 
because a similar attitude of retrenchment is be ing fe lt 
in major countries abroad , and because the rapid postwar 
rebuilding and catching up in Europe a nd Japan has been 
essentially completed . Furthermore , the use of import 

* 

Sp./51l/!>1' G!J 

We apologize for the length of this raper , but many clients 
ha ve requested a rather complete rundown on our bus iness 
outlook , a nd the reasons why we continue to expect mor e 
s t abl e growt h a nd l ess inflation than most forecas ters. 
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quotas and other barriers to free trade by industrialized 
countries are likely to continue for some time as they attempt 
to unload their unemployment problems on others by increasing 
their exports and reducing their imports -- much to the detri­
ment of everyone's economic performance. 

Between now and the end of the decade, the U.S. economy should 
be growing moderately but above trend, which implies gradual 
increases in the employment of men and machines. Continued 
caution throughout the nation should prevent speculative, 
unsustainable spending patterns and the resulting recession 
for a number of years . With the economy expected to stay 
below full utilization of resources in the foreseeable future, 
inflation rates are likely to decline to a norm of 2% to 3% . 
The failure of many basic industrial price increases to stick 
in recent months indicates that now, as in the past, infla­
tionary momentum cannot sustain itself in conditions of 
economic slack. 

With moderate s pending growth, the current surplus of funds 
in the economy cth a whole should continue. This, plus lower 
inflation rates implies still lower long-term interest rates, 
and our earlier, eventual target of 6% or less for quality 
bond yields still s eems valid. 

This s eemingly rosy forecas t is not without its caveats. First , 
contrary to our assump~ion, Wa shinqton may attemot to r aoidlv 
r educe une mployment t hrough massive economic stimulus. Ex-
cess demand, renewed inflation, a nd another r ound of economic 
controls could well resul t late in the decade , but couJd be 
anticipated much earlier in pr ice and wage actions and in 
security markets . 

Second , a worldwide fi na ncial cd.f ~s c0uld stem Erom t he huge 
balance of trade deficits of th1 · underdeve l oped countries . 
These nations require a constant . n fusion of new money from 
international lending agencies , and also from t he world ' s 
major commercia l banks . Anythi ng , such as a lar qe i ncrease 
i n OPEC oil prices , that caused a numher of them to default on 
international debt repayments could rapidly spread financ ial 
difficul ties a ll over the globe . 

'l'hi s forecast of stable , s us Lainab l e economic growth i n nn 
atmosphere that is r elat ive ly free of inflation is not 
accepted by many, but it is this disbe lief a nd caution 
which should preven t a nv near- term deterioration into 
exuberant economic speculation and the resulting problems 
o f serious inflat ion and recession. We bel ieve that hyper­
i nfla tion a nd s upercycles are dead for a numbe r of years, but 
only because mos t people see them as very much alive . 



In assessing the economy in 1977 and beyond, it is probabl y useful 
to ask, "where are we in the business cycle," or perhaps more 
properly , "what kind of cycle are we in?" Most forecasters view 
the business recovery, now l~ years old, as a typical postwar 
E!Xpansion. Furthermore, they see this recovery as only one more 
step on a never- ending treadmill to disaster. Starting in the 
mi d 1960's, they note, each recession has been more severe than 
its predecessor, and each recovery has started with a higher 
rate of inflation. Following this train of thought to its 
logical - - or perhaps illogical -- c~ .clusion, the economic 
machi ne will suffer more and more volatile oscillations until 
ultimately it is shaken to pieces by these supercycles and 
hyperinflation . 

This sort of outlook is to be expEcted inasmuch as most forecasts 
of the future really boil dow·1 to projections of the recent past. 
Most of the times thi s appro ·.tch works -- tomorrow usually is like 
today onl y hopefully a bit ~etter . There are, however, times 
when the economy is crossing a watershed, and then this approach 
simply doesn't work. Now, in our opinion, is one o f those times . 

The Recovery - Dominating Factors 

Thls does not suggest that we see the last ten years as irrelevant 
to our forecast, but rather that we do not see the future as a 
straight- line projection of the past decade. Instead, we think 
that two factors , very much relating to the 1965-1 975 period, 
have been dominating the recovery to date , making it anything 
but a typical postwar affair , and are l i kely tu cont i nue to 
dominate for the rest of the decade. 

First, is t he unwinding of inflation and other in~alances deve loped 
during the 196 5- 1975 era . The momentum of infl ation was initially 
built by the excess demand created by Vietnam spend ing and Grea t 
Society programs in the la t e J.960 ' s. This momentum got another 
kick in 1971-1972 from the monetary and fiscal s timulating e fforts 
that accompanied Nixon' s bid for ree l ec tion. '!'he res ul tinry ] ong ­
term pattern of accelerating inflation had , by 1973, created the 
impression among businessmen that sho rtages a nd inflation were 
here to stay. These impressions became convictions with the ojl 
embargo which came o n the very eve or the 197 3- 1975 recess.ion. 
Even further inflationary forces were unleashed whe n economic 
controls were r.ompletely removed in 1974 -- dud n~r t:hc reccsn.ion 
itself. 

With this pattern of e ver increasinq inflationary momentum , it is 
s mall wonder that t he worst recession since the 19JO ' s di d not 
wipE- o ut inflation, and as a r esult, t hat reci:.>vory started with 
inflation ra t es f~r from the low leve l s that would ref l ect the 
unemployme nt and s l ack industrial capacity condit ions th.:it: 
prevailed at the end of the business correction . 
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The second factor that has influenced the recovery so far, and is like 
ly to continue to do so, is the reaction of the conservatism and retrench­
ment to the turmoil of the last ten years that is now seen through­
out the nation. This, of course, is a logical response to the 
unpopularity of the Vietnam War, the campus unrest, the race 
riots, disappointments with the Great Society prGqrams, a nd 
distrust of politicians at 211 levels . People now ~eem to 
feel that political leaders can 't run much of anythin<;:i , whether 
it is foreign policy after Vietnam, the economy after the last 
two r ecessions and near runaway inflation, or even the political 
process after Watergate . Furthermore , the time distance that 
has now been put between us and t he depression, as well as the 
recent inflationary surges, have reversed people's priorities, 
and the majority now put inflation ahead of unemployment as 
t heir number- one concern. 

This last decade , then, was a very disru~tive, exper i mental , 
and ul tima t e l y disappointing one -- one that genera tions of yet 
unborn candidates for PhD' s in economic his tory will probably 
be culling over long after we are all dead and gone . The idea 
that we are now reacting to it no t only makes good sense but 
also fits in beautifully with t he 50-year Kondratieff Wave , 
named after an otherwise Ol)sc ure Russ i an economist who , in the 
1920 ' s , fjrst studied these f if ty- year cycles in industr i al 
countries. As a result of his studies , Kondraticff correctly 
predicted difficult tjmcs for the capital countries in the 
19 30 ' s , buL he made a strategic blunder for a Russiun by 
sug(_Jes ting th rt t t he ca pi tul i s t countries would survi vc . 'I'hc 
Soviet government ' s reaction was predictable . Kondratjeff 
spent the r es t o f hi !:! curccr in Sibcr i:1, ancl his exper ience 
docs serve a s .::i conslilnt object l esson with regarJ to mak inq 
forecasts t hn t nrc unpopuli:ir with the powers that be . 

'l'hc exact rationale for a fifty-yeu.r cycle is not nt all c lo.::ir , 
.::ma on0 should be cnutious .Jbout suqgcst i n(J tlrnt: we a ] J s ho uld 
be rc L irc~ by 1982 -- the cguivalcnt nf 1929. Parall els n r c, 
however I i nt riguinq . Fifty years riqo the Lra uma of thr. ri1·;,L 
World tv.ir, 1-11r. worlr1wi.de commodity booin t· h;1t· foll n wPd , nnd th<' 
severe i nvc nlory correct j o n in J9 20- J9 21 , wcr' fol 1 ow0~ by n 
decilcle of rrt renc l\mc nt· in Lhe 1920 ' s . Similar circumstancr!-.i 
s urrounded Lhe Civil War , the natjon ' s g r eatest trauma , fifty 
years before World Wnr I , nn~ the War of 101 2 fifty years pre­
ceding the Civil War. 

Even Watergate had lts par.i l. l0 J s in Lhc 1t'cr1pot: Dome scandul of 
t h e !larding 7\dministrution , and t ile scunclnJ.s of President Gr.Jnt ' s 
time . The swine fLt made an Cl ppcarancc fifty years aqo , alt houqh 
t his m.:iy be push i nq l he unulogy too far . 'l'he bes L xp.l<ln .-1 Li on we 
cun fi nd for th e fifty-year nature o f t he cyc l e , j s t:hnt: inn 
hulf century , everyone who indelibly remembered Lhc Just one , i s 
dead or r~tired so everyone is convi nced :i.t cftn ' t h.:tppe n a9ai n. 
Given tr ~ relative constnncy of humtin nature , ttds mean s t hc:it 
people ' s alli l udcs Clre t he n set up for a rerun. 



It Ain't Typical 

In any event , the dominance of these two factors -- the unwinding 
of inflation and other excesses developed during the 1965-1975 
decade, plus the reaction of retrenchment to that period -­
explains why the ongoing business recovery has been anything 
but typical of the postwar experience . Inflation rates, rates 
of wage increase, loan de~and , and interest rates are all below 
the levels reached at the trough of the recession - - anything 
but normal recovery behavior. Cautious attitudes explain why 
corporate bond issues remain heavy this late in the recovery as 
businessmen continue to rebuild liquidity, and to try to get 
away from their friendly bankers who weren't so friendly i n 
1973-1974 . 

The atmosphere of retrenchment also helps explain why pla1.: 
and e quipment spending has undershot businessmen's planned 
levels for six consecutive quarters. In a typical recovery, 
they spend more, not less than they planned . These cautious 
a ttitudes, as well as the inventory excesses of the early 1970's 
explain why inventory liquidation lasted through a full year of 
recovery , much l onger than normal, and why i nventory rebuilding 
s ince then h as been e xtremely moderate. 

Political Evicence of Unwinding and Reaction 

The legacy of t he last decade -- the unwinding and r eaction to 
it -- can be seen at work in a number oi areas . In the political 
arena , a shif t to the right first became visible in the summer of 
1975. Then, despite a 9.2% unemployment rate recorde d at the 
time, the President vetoed two obvious pump-priming bills -- a 
job-crea t i ng bill and a housing bill -- and both vetoes we r e 
sustained by Congress . This was, and still r emains, e xtraor dinary. 
Whe n we first sugges ted in late 1973 that unemployment rates 
might top oi , we were t o ld " t here is no way the C)overnment can 
possibly stand for it , there would be riots in the stree t s ." 

Further vetoes of spendin g bills, even in an e l ection year 
e nvironment , also suggests that t he long , liberal swi ng startinq 
in 1933 has ended. The same is true of t he r ecent s urprisingly 
conservative actions of many Congressmen, Senators a nd Governors 
who we re elected in 1974 as flaming libe ral s in reaction to 
Njxon and Watergate . 

Despite t his evi<lence of a political shift to the r~ght , many 
now fea r that the e lec tion of ,Timmy Cnrtcr a11J the continuatior. 
of an ove rwhelmingly Democratic Conqress will touch off another 
round of mass ive economic stimulu~ from Washington, parti cularly 
in light of the current economic puuse . We do not feel, however , 
thnt Carter is a burning New Deal liberal with ~ globa l i f not 
cosmic economic strateg~, but rather see him as a pragmatic 
businessman wi thout a ny overriding economic phi losophy, as 
indicated by t he flexibility of his economjc policy posi tions 
since last spring. 
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In the presidential primarie~ , a rather conservative economic 
policy, plus an anti-Washington image, a llowed Carter to knock 
off the New Deal Senators and other assorted liberals. With 
the nomination acceptance speech, however, he shifted to the 
left and assumed the role of a traditional Democrat, obviously 
an attempt to win the liberal wing of the party , and avoid 
the McGovern mistake of winning the nomination but not t he party's 
backing. In the summer, he shif ted back to the right when the 
polls s howed that three-fourths of the voters conside red themselves 
moderates or conservatives. At that time, Carter was emphasizing 
unemployment and inflation as coequal problems . Late in the 
campaign, tha-e'Conomic pause afforded him an op9o~ tunity to 
advocate an economic policy tha t differed f r ont President Ford's 
and that , plus an opportunity to appeal t o low-income, tradition­
ally Democratic voters were probably responsible for his emphasis 
on unemployment and s l ow economic growth . 

Since the e lection, Cai ter' s econo~ic policy appears to have 
again shifted back to the right with h.i.s s uggestion that i t 
might be four years before unemp l oyment drop s be l ow 6% --· 
hardly i n line with t he very liberal Humphrey- Hawkin s bill 
targets. 

It i s t rue that Carter owes political debts to the big city 
mayors , the blacks , and the labor unions, but he wil l probably want 
to be President of all t he people and win the backing of 
the 49.5 % of the vote rs who preferred somebody else on election 
day . It i s also true that if , contrary to our view , the economy 
goes nowhere between now a nd e arly ne xt year , a t ax cut o~ other 
form of economic stimulus wi ll probably be proposed and whi sked 
through Congr ess . 'l'hi3 , howe ver , would a l so probably be true 
under Ford or anyone else in the White House , including Goldwater. 
On balance , though , we e xpect no massive stimulating programs to 
be proposed by the Administration , but r a ther t hat Carter , with a 
businessman ' s backg r o und , wil l react to economic e vents as t hey 
unfold . 

Congr ess may also prove to be s urprising l y s tabl e and mode r ate 
in its actions . Despite the pl edges of cooperation with the 
Administration, there is cons ide rable skepticism of Carter on 
Capito l Hil l, and any radica l proposals for s ubstantial economic 
policy changes miqht l e::id t u considerable confrontation . Further­
more, Congr ess is likely to be c areful of what bills it s9nds to 
the ne w President fo r siqna tur c . Under Presiden1· Ford, t he 
DemocLati c majorities in Congr ess knew they coul~ send anythin g 
to t he White House knowing that dear old Jer ry would veto i t , 
but now Carter mi gl1 t j ust sign some of t hose bil ls , muc h to the 
e mbarra s s men t o f everyone , includinq their Con0ress iona l sponsors . 
Fur t hermore , Congress has shown more indepe nde nce i.n the last 
several year s tha n since the New Deal began four decades ago. 



The new budget- making process which not only gives Congres s 
overall responsibility for federa l government spending and re­
ceipts, but also pretty well locks in the budget for a full 
fiscal year ahead , is a prime example of this . 

The Federal Reserve, the third element in the Washington economics 
triangle, s hould also continue to be an instrument for holding 
down economic stimulus , now that Chairman Burns has decided to 
stay at least until his current term expires in early 1978. 
Despite some signs of willingness to cooperate with Carter and 
Congress , and hence preserve the independence of the Fed, 
Burns ' overriding concern still appears to be control of 
inflation . 

Overall, then, we feel that Federa l economic stimulus will con­
tinue to be moderate and Federal spending will continue to grow 
more slowly than the total economy . State and local spending 
which has also been underperformin9 the economy lately -- for 
lhe f irst time in decades -- is also likely to continue this 
sl• Mer rate of growth as a result of voters' contint~ing rejec­
t ~on of t he vast majority of bond issues and the lack of any 
big spending needs such as were required when the postwar 
babies flooded the education syst~m . 

Consumers and Businessmen - Continuing Caution 

With government spending at all levels expected to grow more 
slowly than the economy , the private sector must, of course, 
grow more rapidly than overall activity, but this does not 
impl y runaway activity by consumers and businessmen . Quite the 
contrary, consumers will probably continue to remain cautious 
and only slowly reduce their saving rates as they build confidence 
a nd liquidity. Businessmen will p~obably con tinue to improve their 
balance sheets a nd liquidity as memories of the burning they took 
in the recession continue to dominate their thinking . Inventory­
sales ratios in real terms are still about 10% higher tl1an in 
t he mid 19GO ' s , and are likely to work lower as businessmen 
increase inventories more slowl y than sal es . Plant a nd equip-
ment spending will probably conti nue to grow f aster than the 
economy , but not at runaway rates as a result of excess 
capacity, and t he desire to improve liquidity and balance sheets . 

Foreign Problems 

A final component in the economy , the foreign sector , is not a bi~ 
one for the u. s ., b·Jt is important to tile thinking of all of us , par ­
ticularly because o~ some rather significant problems abroad . Over a 
year ago, we argued that the period of much more rapid growth 
outside the U.S. was over, a nd that t he l ack of strnng upward 
momentum implies periodic recessions in Europe and Japan , as 
wel l as in t he U. S. in the years ahead. llowever , the current 
slowdown abroad , after only several quarters of economic 
recovery from the first major wor ldwide recession since the 
1930 ' s, is not exactly what we had in mind by "periodic 
recessions ". 



Economic revival in Europe, Japan and Canada started late last 
fall as a result of the spreading influence of the U.S. recovery, 
and an ending of inventory liquidation throughout the world and 
the resulting growth of real incomes and consumer spending. This 
spring, however, recovery gave way to much slower growth as a 
result of deceleration of the U.S. expansion, but also because 
of a number of coinciding factors abroad which acted principally 
to reduce growth and real incomes and, hence, consumption. 

Governments in Europe and Japan, with their strong pro full­
employment policies, have reacted strongly to the ~~ne~ed 
economic weakness and rising unemployment rates. Fearing both 
already large budget deficits and the future inf lation that may 
result from continued rapid monetary growth, their main emphasis 
has been on increasing exports and reducing imports in order to 
spur domestic economic activity. 

Unfortunately, this foreign trade game is one that everyone 
can't win. Although quotas and other non-tariff barriers to 
t r ade are b e ing used in place of tariff walls, current actions 
today do resemble the trade wars of t he 1930 ' s . It is interest­
ing to note that those tariff walls were e rected by people who 
we now regard at best as too stupid to realize that t heir actions 
were detrimental to trade overall and to e conomic growth t o 
each individual country , a nd at wors t as absolutely evil. However , 
huma n nature does not change rapid l y , and we now see peopl e react­
ing to similar circumstances in simi l ar ways. 

Exampl es of t hese barriers are rampant - - quotas have been put on 
everything from steel to turkey wings and l egs . The European 
Common Market ' s zeal to restra in i mpor ts from Japan is particularly 
conspicuous. Eve n i n the United States , hardly a week goes by that 
some i ndustry does no t ask for quotas or other measures to ge t re­
lief f r om i mport pressures , or request the Treasury to commence an 
anti-dumping i nvestiga t ion. 

These actions , sad but true , are to be expected in times of domestic 
unempl oyment i n the world ' s ma jor industrialized countries , and , 
unfortunate ly, are part of the general retreat from i nternational ­
i sm that has resulted mainly f rom rising domestic economic problems 
jn the past ten years. Currency value dec lines in Mexico , ~ustralia , 
New Zealand and Canada t hat look suspiciously like competitive 
devaluntions are symptomatic of the s ame disease . Politicians 
are , after all, elected by their own constituen ts, not by inter­
national referendum , so when troubles develop at home internation­
al ism goes by the boaros . 

Tr.ue , economic recovery abroad is expected to resume as a result 
of improving U. S . demand , and rising real incomes a nd improving 
cons umer spending s hould follow from receding i nflation rates 
throughout t he world . Nevertheless, no r unaway expansion abroad 
is expected , and unemployment rates should remain high e nough to 
continue the current aggressiveness in ~reign trade i n the 
foreseeable future . 



The overall effects on the U.S. of foreign trade battles and 
lower growth in other major countries should continue to be 
small because of limited American exposure to foreign trade. 
U.S. imports or exports, as a percentage of GNP are about 8%, 
while in Europe the number runs to 50% and higher. Furthermore, 
the U.S., like other lands, is prog~essively moving toward 
isolationism, and cutting herself off from foreign exposure -­
consider, in the contest of internationalism, the nationwide 
zeal to be independent of foreign energy supplies! Like in 
the 1920's, the last comparable period in ~ Kondratieff Wave 
sense to what we may be going through, the U.S. may well enjoy 
a period of stable and substantial growth, while the rest of 
the world is experiencing severe problems. Let's hope that 
any parallel stops there and doesn't extend to the militarism 
of tPe 1930's which eventually resulted from unemployment and 
economic unrest in a number of countries. 

Floating exchunge rates provide another buffer to foreign ex­
posure . Despite universal declines in inflation rates, price 
i ncreases are likely to remain smal ler in the U. S . than in 
most other countries , as has historically been the case in 
periods of peace . The reason, in our view, is that the U.S. 
has the l east corronitment to maintain full employment . There 
is, af ter all , a trade-off between full employment a nd inflation-­
the fulle r the employment , the higher the inflation rate . 
Some f e ar that highe r inflation rates abroad will spread to 
the U. S. domestic economy , but f loating e xcha nge rates are 
likely to offse t these inflation diffe rentials among countries , 
as we have seen so well il lustrated by the U.K. and the va lue 
of s t e rling in the past year . 

nn improving value of the dollar is also like ly Lv l imit for ­
e i gn borrowing in t he U . S . despite the fact t ha t interest 
rates will probably continue to be lower he~e t han abroad . 
l\ s recently seen with t he collapse of tlie Canadian dollar , 
l oans in U. S . dollars t hat appear to be l ess expe ns ive tha n 
in the borrower' s own currency can prove to be a nything but 
cheap when that currency declines significantly . Furthermore , 
nervousness about for eign l oans by U. S . l e nders , as we ll as 
slowe r. economic gr owth abroad than many earlie r believed , are 
likely to limit borrowinq in the U. S . by foreigners. 

Key l"ore ct:tst Elcmcn ts -- Modcra te Growth 

In a ny e vent , the prospec t s for mocteratc growth nbrond i n the 
longer run as we ll as in t he near fulurc , coupled with moderat~ 
domestic expansion i n the govcrnmcnL a nd private sectors i n the 
yeurs a head s uggests thnt t he U.S . economy is not like l y to 
expa nd at runaway rates . We expec t 5% growth ! n real GNP i n 
19 77 and i n t he r est of the years of t he decade. This is nbove 
the tre nd or s upply-side c_irowth of 3 1/2% to '1 i per year , so 
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unemployment rates should gr adually decline and industrial 
utilization rates should gradually increase, but emphasis is 
on the word "gradually . " Thi s is, after all , a moderate rate 
of recovery and expansion considering the depth o f t he recession 
the economy has just endured. The r e ason , of course , is caution 
and moderation ir. all areas of the economy. 

But, Sustainable Growth 

This e xpansion , however , will probably be more sustainable 
than most. We are not suggesting that recessions have gone 
out of style . Far from it -- an0 ther one i s lurking out ther e 
somewhere in the underbrush, but is like ly to be postponed 
longer than normal be~ause of the treme ndous caution tha t we 
expect t o conti nue to domina t e spet.d ing decis ions . 

Co ntra1y t o the fears of those who s e:e t he cur rent pause 
deterior ating in to r~newed r ecession, history s hows us t ha t 
economic expansions e nd wi t h a b ang , n~t with a whimper--
not bec ause peopl e simply stop spendins , but beca use spending 
gets unsustainably s trong . Peop l e get so fa r from the l ast 
r ecession that t hey f orget about it c..nd embark on an inventory 
building surge , a plant a nd equipment spending boom, or a 
consumer goods spending spree . This unsustaina ble spending 
t hen coll apses i nto re ce~sion when ei ther peopl e r un o ut of 
dough or the Feder a l Reserve steps in to ca l l t he par ty to a 
ha l t . Considering t he severity of the past recession and the 
con ti nu i ng c aution tha t r esulted f rom it and from t he turmoil 
of the last te n years , more time than norma l wi l l probably 
pass before people agilin embark on speculative forms of behavior. 
We may very wel l ha ve an expansion that will las t not t he more 
normal t h ree yc~rs , but maybe five -- someth ing like t he e xtended 
growth phase of the e arly 1960 ' s duri nq which people were alao 
cautious for an cx Lc ndcd period . 

No Ea r ly nctl1rn to f'u1 1 Employment , a nd Implications fo r Tn flu t:ion 

Another conseqnence of our Eorec;15t is Lll'1 fu lJ c mp 1 oymen of 
men and muchines i!::i unlik ly before th,.. eilr ly l 9!HJ ' s , qiven t he 
1nodest rates of economic cxpnnsion we cxpoct t0 continue and the 
considerable i'l.moun Ls of excess resources t:ha L ,, re Cl' rrcn tl y 
a vai lablc in the economy . 'rhis leadn to a very jmvort.:tnt forc­
cnst -- lower rutcs of inflation . 

Hi s tory s hows vcr1 c l cu.rly that c·vPn t lto uqh the 1110111trntum of 
inflaU on cn n ou t.live thC\ excess d t)rnand t:h.it crc.•tP<l iL, jt 
cannot conLinuc lo feed on itself indefinilc?ly jn (1n atmo­
sph~r~ of consid •r.ib l e C'Conomi c s l .:lck . ll.:tLhcr , Llw momentum 
sooner or later fades and inflation work::; down Lo t: IH~ s t: n 1ctun1 
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or basic level which we believe to be 2% or 3%. This range could 
well be reached by lat~ next year, and is likely to remain the 
inflation norm until excess demand appears again tlnd generates 
renewed price and wage pressures. 

These rates of inflation may sound ridiculously low, but they 
are actually extremely high by historical standards. If we 
strip Vietnam and its aftermath, as well as Korea, out of the 
postwar period , inflation rates during the remaining peacetime 
years averaged 1% as measured by consumer prices , and 1/2% on 
the Wholesale Price Index. 2% or 3%, then, is two or three times 
the rates of those earlier postwar years and should account, in 
our view, ior any structural changes since then, such as pollu­
t ion and energy costs whose i~flationary effects have not yet 
ful ly worked their way t hrough the system. 

Inflationary Momentum - Evidence of Unwinding at Last 

Up until recently , the historical precedent for unwinding infla­
tionary momentum was the sole basis of our forecast . Now, how­
ever , we have concrete evidence that the normal historical pattern 
is again being repeated. To see this it is necessary to go back 
to last spring a nd examine t he s ituation then facin g th e s t eel , 
aluminum, paper , a nd othe r basic industries . At that point these 
producers saw that their customers -- the users of steel , aluminum, 
e tc . -- wcrn completing their inventory liquidation , so orders fo r 
these basic conunod ities were pickinq up. 

Furthe.·morc, those producers of basic manufactured qoods, as 
a l most everyone else , t hough t that we were in a typic'11 postwar 
expansion and consequently expected an a lmost immediate surge in 
plant and equipme nt spend ing. They olso t hought t hat i nflation 
rates would p ick up i n their normal rostwar cyclical pattern, 
<Ind furLhcnnore , th.:it ;.upcrcycles and hyperinflation were 
very much uJive, so sooner or later , t he ec..:onomy would a9ain 
be hil by shor tages a nd hedge buying . Many of these 
busjncssm0n '1 l so be l ieved t hat Jimmy Carter wouJcl be 
elected rreside nL, and ft ired the rcimposibon of price 
cont rols as h e had hinl:cd. 'I'hc reaction to all t hr;.c foctors 
was , of course , a rash of an nounced price increases in steel , 
n 1 uminum , cherni c;i l ; , paper , ccmcn t . c tc . 

'!'hr s t:ecl ind us t i·y went one s t:ep fu r thcr, w.-1 rn .i nq cus Lom0rs to 
buy a head because steel shortaqes would be upon t hem by the 
end of th.is year. Steel-using customcn; were furLhc 1· c ncour­
'1<Jl'C1 to hedge steel pu1c:has0s by a sedcs of ,11rnounc0d pi-icP 
inc1 e .iscs whic h were to take r>f[cct not immN li.uLc Jy but rilways 
t wo or t hree months down the road . 
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This series of price increases in basic industries , and t he 
inflationary hedge-buying atmosphere that many thought it 
would create, fel l flat on its face about midyear, and provided 
the first concrete evidence that inflationary momentum could 
not survive in conditi ons of business slack . Users of these 
basic commodities had ueen so badly burned by excess inventory 
holdings during the recession that t hey were unwilling to build 
stocks excess i vely , despite their fears of accelerating prices. 
On the other side of the coin, exce ss capacity was so rampant 
that suppliers were will i ng to make under- the- counter deals , 
agree to discounts from listed prices, and also t o cheat on 
announced price incre ases . The res ults , of co·.irse, were the 
rescinding of price increases and the development o i price dis­
counts in s teel, a luminum, copper, zinc, cement, paper, plastics , 
chemica ls , etc . 

Additiona l unwinding o f inflati onary momentum is like l y . Pur­
chas ing agents who six months ago were accepti ng price i ncreases 
as a way of l ife , now ha ve th~ t aste of b l ood -- they are looki ng 
f or d iscounts and a r e unwilling t o accept price incr eases . 
Furthermore , t hese attitudes a r e unlikely to c hange any t i me 
soon , since given our fo r ecast of modest economic growth i n 
the quarter s and years ahead , i t is unl i kely that fears of 
s hortages and i n f l ationary hedge buying wi l l be r ekindled . 
I n particula r , t he newly announced price i nc r eases i n aluminum 
and stee l are being discounted and are unl i kely t o have signif­
icant i mpact on transaction pri ce s . 

Fai l ure of Price I ncreases - Some Ironic Profi t s I mplications 

Interestingly , the failure of basic industry price i nc reases to 
stick i s probably i n the long run in the hest i nterest of those very 
i ndustries . Had they b een s uccess f ul in t hei r price increase 
at t empts, then inflationary momentum would have , for the first 
time ever , s hown signs of self-perpetuating a urinu conditions 
of siguificant economic slack . 'I'he res ul t could wel l have been 
economy-wide hedge b uying , s hortages , an inventory bubble, and 
ultimate l y a very severe recession, Jetrimental to everyone , 
especially these bas ic industrial mater i al producers . 

1rhei t. ~ nabil ity Lo raise prices in the face of economic s lack , 
howe ve r , suggests that business caution and competitive forces 
are very much at work a nd l ~kely to prolong a steady e conomic 
expilnsion. Historically , t his has been the idea l time for these 
industries, as demonstrated by the lon<J , stable expansion i1. the 
earl y 1960's . In these circumst~nccs , volume expansion spreaJs 
overhead costs over more and more uni Ls of output. The resulting 
abov~-trcnd productivity growth ncls Lo o ffset the great majori ty 
of labor co::;t i ncrcascs and rcsul t:s in on l y modes1: c;rowth in unj t 
costs . 
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Consequently , annual price increases in these industries of even 
3% or 4% in 19 77 and beyond are likely to result in substantial, 
prolonged profit-margin improvement of the sort not seen since 
the early 1960's. This, plus the expansion in sales to which 
higher profit margins are applied should push earnings in basic 
industries up by 10% to 20% annually in coming years , and the 
same mechanism should move economy-wide prof its up by 10% to 15% 
per year in 1977 and beyond. 

Surplus , Not Shortage of Funds 

Just as our forecast calls fo r no early return to shortages of 
goods, it also foresees no revival of shortages of f unds in the 
economy . Both s hortage s in t he early 1970 ' s , in our view, were 
products o f the worldwide boom which, if history is any guide, 
will net be repeat ed for fi fty years · -- except during any future 
wars. I ns tead , we expect t ha t t he ove rall s urplus of f unds which 
has been around s ince earl y 1975 will continue i n the ba lance n f 
the decade . 

The Federal Government , for examp l e , shou l d see s t eadi l y declining 
defici t s , assuming no substantial tax cu t s . Governmen t spend i ng , 
as noted , is expected to conti nue to grow more slowly t han t he 
economy, but Federal receipts, dependent as they are on persona l 
and corporate profit tax collections , s hould grow about i n step 
with the economy. The resulting dec l i nes i n the defi cit will , of 
course , reduce the Treasury demand for funds i n an absolute sense . 
Corporations , since early last year , have been essenti ally in 
financial balance as their spending on i nven tories and plan t and 
equipment has about matched the ir r etained earnings and depreciation , 
ev~n after correcting for inventory profits a nd under-depreciation. 
This situation is expected to con tinue as rapid profits growth 
and growi ng depreciation allowances should continue to about m~tch 
t he modest growth we foresee in inventories and stronge r but 
contained advance in plant and equipment expenditures . 

I ndividual saving is like ly to continue to gr ow i n dollar terms . 
The expe cted steady growth i n i ncomes s hould more t han offset the 
modest dec line in saving rates that is expected as confidence and 
liquidity are rebuilt . Putting all these e l emen ts together , and 
despite our extremely strong housing forecast , whi ch suggests a 
doublinq or more i n housing starts -between now and 1980 , the 
domestic economy overall s hould conti nue to have an ample supply 
of fund s . One interesting indicator of t h is surplus curren tly 
is t he di f ficulty that life insurance companies are now e xperiencing 
i r i nvesting t heir funds without fur t her reducing t he quality of 
private pl acemen ts the y will accept . Some are seriously considering 
reentering t he residenti~l market for t he first time i n many years , 
a move that could quickly reduce mortagc rntc s . 
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Interest Rates - Down Further 

The lower inflation rates we expect as a norm in coming years, 
coupled with a continuing surplus of funds obviously 
suggests anything but rising interest rates. We continue 
to believe that with inflation rates of 3% or less, quality 
bond yields, now about 8%, will work down to 6% or less -­
not immediately but in the two or three years it takes 
investors to become completely accustomed to a new infla-
tion rate and hence to fully adjust the inflationary premium 
they demand on long-term bond yields. 

Assuming a normal yield curve with short-term rates below bond 
yields, money market rates in this scenario would not be ex­
pected to move up appreciably from current levels in the years 
ahead. Furthermore, the bank prime rate will probably decline 
appreciably. The spread between the bank prime rate and 
commercial paper and other competiting interest rates has 
been held unusually wide as banks rebuild their capital and 
cover cur~ent and expected losses on real es tate, fore J gn, and 
other troubled loans. After loan-loss reserves a r e ful l y taken 
care of, however, banks could well shrink this spread be .ween 
interest costs and charges without any appreciable effec·: on 
the bottom line, and probably will want to do so in - - ~~r to 
retain t heir best business clients. Some such ar_ommodation 
seems ne cessary if the prime r a te system is t~ survive. In 
the past year, s ome banks have been makin g loans at below 
prime with no compensating balances in order to accommodate 
their bus ine ss cus tomers, a practi ce which could endanger 
the e ntire prime rate system if it continues indefi nitely . 

Two Caveats 

This rather r osy fo r ecast is, like any, not without its caveats , 
a nd two should be mentioned . First , contrary to our assump­
t ions, rapid mone t ary and f i scal expansion could become t he 
rule in Washing ton as t he new Administration and Congress 
att empt to reduce un~111plu_i'ment rapidly. Such actions would 
probably not result in significantly greater economic growt h 
until 1978 , a na would not be like l y to push the economy back 
to f ull employme1.t and perhaps into excess demand until 1 979 
at the earlies t. Under normal circumstances, the resultir1g 
new ~ound of inflation a nd t he controls which woul d undoubtedly 
resul t ~Juld not be expected until late in the decade . This 
time , however , with t he surg ing inflation and controls of the 
early 1970' s still fresh in peopl e ' s minds , any expected 
rerun of tl1ese p r oblems could be anticipated much earlier 
by a ttempt~ to raise prices and wages , as perhaps has been 
the case with some recently announced price increases. Further ­
more , securi ties markets could react negativel y soon after it 
became apparent that mass i'le government stimul ating e fforts 
were underway. 
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The more dangerous risk comes from abroad, not so much from 
the trade battles now being carried on by developed coun­
tries but by the underdeveloped countries which continue 
to expe_ience huge trade deficits as they import more than 
they export . Consequently, a continuing infusion of new 
money from international lenders such as the Worl d Bank as 
well as from the world's commercial banks, largely through 
the Euromarket, :ls necessary just to keep those countries 
financially alivE~. In some ways the situation is worse 
than the REIT loans in this country. There are many question­
abl e real estate loans outstanding in the ·t S., but at least 
no new ones are being created . In the underdeveloped countries, 
much good money :Ls perhaps being thrown after bad . 

Furthermore, the solution to these trade imbalances is not in 
sight . While it is true that the underdeveloped countries 
collectively have smal l er deficits this year than the horren­
dous l evels of 1975 , the stronger demand for their goods by 
developed countries that resulted from the first burst of 
worldwide economic recovery is unlikely to be repeated. 
Furthermore , in the longer run, the prices of the raw 
materi~Ls that these poorer nations export are declining 
in rela~ion to the manufactured goods they import as the 
world's ~a1 ufactured goods contain more and more technology 
and less and less raw materials . 

The dire conditions now faced by these countries have histori­
cally often been solved by cartel formation. Thls time, how­
ever , there are no "Big Daddies" -- such as the British or 
Dutch with t he ir vast colonial empires in earlier times --
who would set up the cartels, police them, and bank - roll 
t he members while supplies were being cut back and prices of 
raw materials pushed up . Only in the case of oil has a 
recent raw materials c arte l worked, and only there because 
the Saudi's serve as"Big Daddy ". Other recent cartel attempts 
in bauxite, copper, etc., have failea miserably. 

The financia l condition of underdeveloped countries ha s 
certainly not improved demons trably recent ly. A year or more 
ago whett we and others first ca:l.led attention to this problem, 
it was ~ointed out that nobody had l ent very much to the 
Bangladeshes of the world, but rather to safe , stable , high­
growth countries such as Brazil , South Korea, and especial ly 
Mexico. Now, even t hese countries are exper i e ncing difficulties. 

A critical t est fo r the underdeveloped countries may come from 
the widely e xpected i ncrease in OPEC oi l prices in the near 
future . A large price hike woul d grea tly i ncrease t he balance ­
of- trade deficits of underdeveloped coun tr les <rnd could c ause 
a wave of volun ta r y defaults on in ternationa l debt repayment s 
as they saw no w~y of ever worki ng their way out of their 
fina ncial ho l es . Al ternatively , their creditors could reach 
the same conclusion an~ cut off further advances , thereby 
leavi ng no a lternative but default . s uch a wave of fi nancial 
fa ilures coul d rapidly and severely l.mpact the F.ur omnrkel , and 
create a worldwide financial crisis. 
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The Saudi~s, the leaders of OPEC, are obviously aware of this, 
and have a great deal of money tied up not only in the Euromarket 
but throughout the world, which they obviously would not like to 
see in jeopardy. This, plus their concern about the economic 
health of the developed countries and fears that a huge oil price 
increase may not stick in conditions of oil surplus and slack 
demand may temper their wil .'.ingness to go along with a huge oil 
price increase. 

Of course, the underdeveloped countries would not be impacted by 
a huge oil price increase if OPEC simultaneously announced a pro­
gram to recycle the funds back to these emerging lands. This, 
however, would not solve their basic f i nancing problems . 
Furthermore, other creditors might curta i l f urthe r loans, reason ing 
that since the Arabs were providing essential oil to these countries, 
they would get first crack at any fore ign de bt r e payments. Anothe r 
alternative would be lower cos t oil f or un der deve l oped countri e s, 
whi ch h as been sugge s ted many times since the o il emba r go of 1973-­
particularly by t he unde rde ve loped countrie s the msel ves . OPEC has 
consiste ntly r ejec t ed t his proposal a nd we '·hi nk for good reason . 
A boatload of cheap oil could be headed for I ndia , for examp l e , but 
ships capta ins someti mes get t heir orders mixed up at sea , a nd , who 
knows, it mi ght end up i n New York ha rbor . 

Our Forecast - Very Much Doubted , Therefore Li ke ly 

The atypica l nature of the curren t expansion is clear e nough, but 
has onl y recen tly bee n perceived by many . As late as last sprinq , 
most forecasters a nd a number of businessme n s aw nothi ng unusual 
about t he recovery , and t he l a t ter were gearing up to deal with 
a c a pltal spending boom , acce l erating infl ation , inventory hedge 
buying , credit s hortages , etc . Perh2ps the recent economic pause 
was caused , at least i n part , by the realiza t i on t hat this s trategy 
was n 1 t working. l\s in 1962 , t he current rause may serve as the 
t r a nsition between those earlier , unrealistic expectations a nd 
ac tions , a nd the much more sustain..iblc stable bus iness 0xpC1 11 sion 
i n an atmosphere relative l y free of i nf l iltion that we ~1resce 
for t he bal a nce of t he decade . 

Eve n now, however , our forecast is no t .:icc~ptcd by many , a nd , 
ironical l y , its s uccess depends on that <lisbelief con ti nuinq . 
It is , after a ll , t h is heal t hy skepti cism a n<l the resultinq caution 
t hroughout t he eco nomy whic h postpones those spec ul ative imba l ances 
wh ich ultimate lv call a ha l t t o the expansion -- imbalances which 
are seen firs t i n securitie s markets , a nd then i n t he economy 
itself . We believe t hat s upercycles and hyperinflation are 
dead for a number of years t o come , bu t only because most people 
see the m as very much alive . 

F.C- 76-4 
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Economic 
Comment 

January 31 , 1977 

ECOi~OMIC FORECASTS 

This month we a.·e presenting two sets of economic forecasts; one excluding 
the Carter Administ rat10n's fiscal stimulus proposals, and another which includes 
it. The effect of the proqram is to raise economic growth this year from about 
4 1 /2°/ci to 5 1 / 2°/ci. This is a maximum expecta tion and, given the probable delays 
in implementing the provram, in reality growth would fall somewhere in between 
the two forecasts. We do not be lieve the proposed increase in the investment tax 
credit will affE!Ct capital spending this year, but the issuance of $ 11.4 bi ll ion in tax 
rebates in the second quarter and a $4.0 bi ll ion permanent tax reduction starting 
in the third quarter would resu lt in a sizab le increase in personal consumpt ion in 
the year's second hair. We are CJssuming that a total $9 billion increase in federal 
s11ending on job·crca tion projec ts will be implemen ted, but this aspect o f the pro· 
gram is the most controversial and the nne most likely to be changed by the Con· 
!~ ress, therefore we have delayed its 1mplernen1ati on by three months to the fourth 
quar ter of this year. 

Although the package of fiscul s!imu lurlts has a demons trable effect on eco· 
nornic activity in general, it does IHJI in our view 11ort1!nd any acceleration in in· 
llathrnary prr.ssurcs. The reason is tll<11 any stcp ·t1p in commodity prices resulting 
from faster ou tput growth wou ld bl~ ullse l lly faster productivity growth stemming 
from volurne c;.p;msion and the spre;11fin(J n l ovcrlwacl cos ts. This would also re· 
suit in a sizable uain in corpor;ite prol1 ts which on an ..tf tr.r· tax b;isis we expec t to 
rise abou t 17% this y1!:ir versus on ly a 13 1/2% fJain without the! fisr.nl program. 
In 1978, the i11crcas1:d production .t11cl n111ployrncn t 11!•,1d t ino from rile spending 
of tilx reba tes wo1ild bt · ~a 1:co111JJ111c !1111w th lu11lu:1 ;ind 11!:.1dt in ;ibout .i 15% 
nain in after tax p1oli1 s. 

Tiie rirsl CjlhlFt t!I '1977 t.!Sti111.it1:s 11 • ll l'l ' t !JUI d'i'1l! :i:a111 11\l o f tlw df1:1:l !> to cli.J l l! 

of tlw l!Xtrcmu winll!r we.i tllcr. 

EC 77 1 
f\. Ci. rr y Shilli1111 

' I I 
1 

• I '' 4 I I I. I ~ •• I ! I 1 I I 11 " \; I I I ' 11 t I 
111 1 1 H,lr·lflldltl1ll un i H d11 d 'l•l,fl 1111 +' 11 1 ,, I H 111 , .. , , . ) 1 Ill .. .. '' 111d d 1lt' h11' 

l tllf ,, •h i '' ''" I • ltf1 1 I !I,.> I 1l t I ' "•"I H. • l •• 111 
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GNP Data 
Consumpt ion Spending 

Durables 
Nondurables 
Services 

~?la nt and Equipment 
Housing 
Inventory Change 
Net Exports 
1= r.deral Government 
~ita te and Local Governmcn1 

GNP (Current Dollars) 
GNP ( 1972 Dollars) 

Price Indices (1967 " 100) (Year A11aragel 
GNP Dellator 
Consumer Pr ice Index 
l'llhoh!sJle Price Index 

Cor1>0rate Profits 
Pretax Opera ting Profill 
c;;ip11ol Consumption Ad jus1mcnt 
lnvcn1or1 Valuation Ad1ustrnl!n t 
•· 0 1al Pre1ax Pro li ts 
J\ltl!r Tax Profits 

Oth1u Sta11n1cs 
lluusonQ Starts 
l11dus1roal Produc11011 

lJnnrnploymcn t n;ue 
f1•tler.1I Gnvcrnmen1 Ocl1c11 (CJlt•ndor Year) 

11,.,,1 l1NI' 

ln111•f11! H1 us 
l nc h1~ 1r111I l'rutlu1.11on 
l\lto•r r .... l'r of 11 ~ 

I lo•,11 l)1~1>0~11hli• 1111 ornc 
Ct111\\111w1 PnLC' f11dt*"' 

P111dut11v11v 

A--u 

4 .7 4 .7 
12 .0 12 0 
7.5 7 ., 
0 G 1:16 
3.7 3 7 

3.2 J .1 

n S11mulu\ 

1976 
Actual 

1,Q78.6 
156.3 
440.3 
482.0 
160.0 
67.8 
14.8 
6 .9 

133.4 
232.3 

1,692.4 
1,266.0 

133.8 
170.6 
182.7 

119.0 
15.5 
14.6 

149. 1 
84 4 

l .!i7 
129.8 

7 7 
- 58.3 

(Biiiions of Current Dollars) 

1977 
A B 

1,178.6 
172.1 
476.9 
529.6 
176.2 
87.6 
14.8 
4 .9 

143.3 
247.3 

1,852.1 
1,320.1 

140.3 
178.7 
192 .3 

137.5 
17.8 
12.8 

168 0 
95.9 

2.0 
137.9 

7 .5 
·5!>.0 

1,199.2 
178.5 
486.4 
534.4 
175.7 
87.6 
15.0 

4 .9 
144.7 
248.4 

1,875.5 
1,336.6 

140.3 
178.7 
192.3 

142.1 
17.8 
12.8 

172.7 
98.7 

2.0 
138.G 

G.3 
-b3.0 

1978 
A B 

1,270.1 
188.0 
506.2 
575.9 
194.5 
102.0 
21 .2 

6 .9 
150.5 
263.9 

2,008.1 
1,382.9 

145.2 
184.8 
198.4 

156.2 
19 8 
7.8 

183.7 
105 G 

222 
148 .1 

7.5 
-45.0 

1,329.1 
205.2 
529.8 
594.1 
193.7 
102.0 

24.3 
4 .5 

154.3 
267.6 

2,075.3 
1,429.1 

145.2 
184.8 
198.4 

170.0 
19.8 
7.8 

197.5 
113.8 

2.22 
149.!J 

6.:1 
-!.12 .0 

Ouortorly Dntn (Annualized Rates of Change) 

'977 

1976 
Act1.111I 

10.8% 
18.7 
7.6 

11 .5 
8 .8 

32.4 

7.2 
8.3 

11.6 
6.2 

5.1 
5.0 
4.5 

29.8 

30.1 
29 2 

34.2 
10.2 

Percent Ctlance 
1977 

A B 

9 .3% 
to.1 
8.3 
3.9 

10.1 
29 .2 

7.4 
6 .5 
9 .4 
4 .4 

4.9 
4 .7 
5.3 

15.6 

12 I 
13.J 

27 4 
62 

:1.2% 
14.2 
10.5 
10.9 
9 .8 

29.2 

8 .5 
6 .9 

10.8 
5.7 

4 .9 
4.7 
5.3 

19.4 

15.8 
16.9 

27.4 
6.B 

1978 

1978 
A B 

7.8% 
9.2 
6 .1 
8.7 

10.4 
16.4 

5.0 
6.7 
8.4 
4.7 

3.5 
3.4 
3.2 

13.6 

9 .3 
10 1 

11.0 
7.4 

10.8% 
15.0 
8.9 

11 .2 
10.2 
16.4 

6.6 
7.7 

10.7 
6.9 

3.5 
3.4 
3.2 

19.6 

14.4 
15.3 

11.0 
7.9 

II II I ~~~~~~~~,,,--- -~,-,-, ~~--~-,-V-

A 0 

&.:1 7.3 
14 .0 14 .0 
B.3 0.2 

13.U IU.& 
4 7 20.!J 
4 1 4 I 
4 9 4 !l 

A B 
4.6 10.3 

lfi .O lG.O 
7 2 9 .6 
tl .3 20.4 
:1.G 4 fl 
:I II J.U 
4 u ., " 

I 

4 .G 10 .2 
17 0 18 .0 
7 .1 !J.B 
B.4 22.3 
4.9 6.2 
3.!i 3.5 
4.5 4 5 

A u 

4.7 6.3 
19.0 23.0 
7.3 7.1 
7 1 111 
6.0 4.9 
3.4 J.'1 
3 0 Ju 

A - a All A---a 

ri.o 5.3 
20.!J 23.5 

7 4 G.4 
11 4 12 1 

:I 7 3.7 
3 :1 3.3 
4 0 4 0 

4.7 4.!J 
22.0 24 .5 
13 5.u 

13.U 13.G 
3 .G 3.8 
3.3 3.3 
4.3 4.3 

A CiAl~Y SHILLING 

5. 1 !J.O 
23.3 2G.O 

7.7 5.9 
13.6 13.8 
3.4 3.7 
3.0 3.0 
4 0 4.0 



Economic 
Comment 

Octline of Taped Discussion of Economic Outlook 
by A. Gary Shilling 3/4/77 

I. Basic forecast unchanged - recovery, like recession, not typical 
1\. cautious reaction to excesses of last decade continues to dominate 
a. Further unwinding of inflation (to 3\ annua l rate) still expected 
c. Moderate (5&,\) rea l GNP growth over next several years 
o. Economic -;lac:k not eliminated before 1990, even with Carter stimulus and above-trend 

(3-4\) GNP gro~th over this perioe 

II. Componnnts of Inflation - Near term outlook 
A. Compensation (wnges & fringes) increases declined from 9i in 1st Qtr '76 to 7\ in 4th 

Qtr (& v s 151. ··ates 2 yrs ago) 
l. Reflects high unemployment and unwindi.1g of inflationary expectations 
2 . F.xpcct further decline to Gi, i rate of increase by yearend ' 78 

B. Productivity (output/man hour) - offset to higher compensation 
I. Improving al 5'!. annual rate (vs 2 'J\ trendlinc) so far in recovery 
2 . Should cont inuc to show strong (4 i, ~.) gains through end of decade because of continuing 

a . !: l..tck 
b. volume gains (spreading o( overhead) 
c . c autioJs ncss towards addi ng to overhead 

C. /\ IV II .ibovc seen d!; guts of inflation 
I. 6i,-7 •t risc1; in compen!lation 
2 . 4i, ~. produc tivl Ly gains 
3. tl.:!L!J t o 2· 2'J ~ d ses in unit l abor costs ; t his is your Gtructural inflation and ~ 

t o profi • :: 
I}. /\ J 'J t ri s 1 i 11 pri ccs moi·c than o ffneLn higher uniL lubor cost s a nd expands margins 

() . Mllt1Jrlcd prJ c 1~:; (commodities ) 
l. lloa rcllnq inve 11t.,1 dc11 anrl 3hortagei; scut them~ pd cc:• up drllmlltically in early '70' s 
:'. 1:xcc:1a c; . p<1c i t y 1both he r o a nrl a broa1l) .md 10 119 mcmoriea of I nst i nventory bubble 

1; l10 11ltl 1 rr•v1•11t r e pet ition 

J. J.ook f o r r<~c·l' 11t •I'!- .:i nnual r ate o f inc r c,1:11· lo continue 
1. /\ nm1m i 1111 10 ''· i 1wrP.:ise j n cne r 9y cost s 

E. Fom t 
l. W1 •.1thc r key 1.wtot· - h<•R rcuucci.l '77 c r op cxpccL<IL i o nn 
:' . Hut to r b.1d wt• ,1lher , !;urplu::;C!\ would httV <" piled up (<'!H'· wlt 11lt , •:orn, ornng cs) 

I , t.n11k f o H. .11111u.11 i l\C r C•l!.iC i II ' 7 7 
.i •• 1:1:: 1 m~·:: 'lOt i nc:rc.:i!:c in l"loricl.1 fru it :1 .. md v1•11••L.ihl.::; in I st Qtr 
Ii . no .1cl j11 .. tnH•11t for c.11 iforniil drouqhL 

F . !i1•1 v In· 
I . /\ t 1·011 .. 111n1• r t , •vc l - I 1tJ :> other i11l lilttona1 y 11v 1vl' ~i 

·' · :ilow1•r t o 1111wi11d, hu t c:o11Li11ui1111 t o do uo 1 1 0111 c:urn:111 '.> 1tlLc 
c;. J\1j'1tt••j.J Lc h l l,!• r .-J£!'.!_l 

I . I 'i -II~ I n I : ; t 1,) t 1 ' ·1 I 
., 
I. 
·I. 

•,i,.,. L1 1nd Qn · 
11,·1. i 11 .'ml h;Jl t 
l't hy y 1 .. 11"1~nd • ·m 

1 11. F 111.111c: l. 1 I M, 11 kt•t :1 

tl/ t1f1 

/\. <'1111 tl1111t• LU 111•1 !l llll• l ll !o oJ! tu111l!i 1h11111q1J t'IHI Pf d o•r-. 1.lo • bill lor 2 nd (\t r ' 77 (LllX J'.'!biltCH 
} · I I f 1 f' .) 

I\ . I"• l p 1 .1l 1pc11d l 11q :h111 ti.Ill - II 11 t:O ll t illUl!!I - wi.ll ll'l hH"I' cll'fidt 

11 11' to11 ·qo11u1 lw. t111 ·11 p11•p.i11•d .. uldy 1111 1ril111111.it1v1· p111po~1 ''., .i11d 1:. 111>1 , , •,11 lt C' 1to1111 H1, or .m o tfr.1. 10 lu iy 0 1 '.l.' 11 o111y 
'.('<.1t11t y It d111 •, 1111 1 p11rprJ1I Ill lw .J LOl llPI Ult! clC~if.11 pt 1tU 1 Of lh1: ~l'l,lllllit ",, 111.idt• t ~ 0 1 dPvclopmen15 rofr. ri<:d tu 111 1110 
111.111·11.11 /\11 t'> Ill• '"" 1111'. 111 o p11 11n11 '" " '>ll blt'CI tCJ t ildlHJ•! wttllClU I l)O IH 1:. 111 .. 1111 0 1111,111011 IS o l>ta1ned from ${)\tfC('':. w h w h 
w1• \(lll '. 111 .. , r1 •I 11 11" l111 t \VI' lt.1v1· 1111 1 111t lc •1H·1H lrn11ly Vl'• ilwd ~11t h 111fo rn>,11 1011.111d we (!O no1 9uman tue tha t tt 1s .1rc111 .1tl' 0 1 
• 111111 t1·1i- \\'1· • c •" 1 1ill11 "' " i111d 1h11•1 1111 ". 111.1y 11 11111 111111· to 11111u li.1vu .t to11q 1)1 c;hor l pos1 t1 o n 111 1hc securitt l'S m cntmni!cl 

1111 1 1 11, , .,,,, , ,, , .111 11 '.l'l tlfllll ''• 



c. Asswning present stimulus pkg is it, not first in series 
o. Concerns over next f ew months 

1. Weather a nd possible infla tionary impact 
2. Rebates - how fi nanced 
3. 1976 tax clean-up -no effect on financial markets 
4. Ped Policy - will Fed again nullify rebates as in 1975? (~ot likely) 

E. If inflation drops to 3\ and surplus of fu nds endures, 1nter~st rates should fall 
1. 6\ on quality long term bonds eventually (vs 8.25\ today) 
2. Lower short term rates as well (at minimum, no big increases) 

IV. Cautiln the key - long memories of both inflation and recession 
A. I.ack of general acceptance of our forecast is ref lective of this caution 
B. ~yrations of sentiment over last 2 years - self-correcting micro-cycles (instan t.aneous 

reaction to developments) 
c . Severe winter likely to reinforce caution; this lingering deflationary impact s'..:>uld 

more than offset the initial infl ationary effects 
l. Businessmen in no rush to replenish Xmas -depleted inventories 
2. Conswners ' high fuel bills 

v. Carter Administration 
A. Policy cvolvfog - not j ust another free- spending Democratic Administration 

1. Carter' s background a s small businessman a ~actor 
2. Focus shifting from unemployme nt to inflatio n 

B. Appointees mostly professional managerial types 
1 . Emphasis on efficiency in delivery of government services 
2. High degree of awareness of limitations of what government can do (contrast JFK •s 

academics ) 
C. Newcomers distrus ted by both Captol llill and bureaucrac y 
D. Independence of Congress not likely to diminish 

l. St1mu lus package may be aug.mcntctl 
2. Pil:1:.,qe <-clayed by multiplicity of committee hearing~ 
3 . Con4res:;ionnl budget process should keep s timulus witl.in rcdsonable limits 

i:: . ''d'llinis t r .•tion st ill committed to balance ' 8 1 budget 
F . New aw.:irer11..'::JS that public r ea cts to st imulativ!! actions; ma\ in fac t nul lify them 
G. Stimulus p.'.lckage m.1y qct us to full employment by 1980 (vs ' b 1 or ' 82 without it) 

1. Rebatea like ly to be spent tJrucluillly , not all in 2nd Qtr 
2 . /\ddit i o n<1J output rcdur.cs inCJationary pressure by spr caclimi overhead 
J . Doub t iL wlJJ refuel juflationary cxp1'c lations 

VJ. Other concern - fi nancial stability of l esf1cr developed countri eo 
l\. Massive Lr.:iclc dcfici ls problem r cma ins 
a. Commer cilll banka ' bunlen bcinq ,;hi (L1•cl LO o ther instit • L.icms 
c . Our forecast <'.s:mmc:J thi~ p r oblem 110 1 .1111J1<\vated s ufficiently t o :.;park financial p.tnic 

VI I. M.t sce ll ancm1:; poi nt!; from 11111.:!•l ion:~ .111d answers 
A. carter ' :; c nc r<JY pr0<1ram 1 - focu:; more on s upply; little can b· done politically 01 

effcc:t iv<'ly o n con:;erv<1t 10 11 point; co.II r;houlu benefit 
II . No ui<J c.:ipital :ip l'.'ndinq boom i n o ffin•1 for :;cveral years (:iimilar to recovery of 1960 ' :;) ; 

!iUCh :;!'e nding cont i nuc: s t o f .ii l nhorl. o l su rve ys ; c urre nt l!Xpcnd iturcs focused on 
rn1xler11iz11tlon , l.nlY>ur sLivimr, .:ind po ll ution control 

C. Hmn,1ln bu l J h1h 0 11 laous in<I wiLh 1.!Xpi::c.: l ,1r 1cm:1 of 3 . 5 mil I io n u11iLr. il rmual rate by c 11d of 
dec<1fle; oq11iv,1 Je11L clnll <11·:1 hi :;to1i c;;,1 tl y : .p1~11t o n uur1bl c contcntu of hou::;e r; 

Wi 11 i.un F. Ooyd 
Sa le:1/ ll<!!ll'ol rc.:h Liil i :;on 

sru.-n-1 s 



Below are our updated economic figures which show single estimates for 1977 and 1978 rather than case A and 8. 

GNP Data 
Consumption Spending 

Durables 
Nondurables 
Services 

Plant and Equipment 
Housing 
Inventory Change 
Net Exports 
Federal Gowrnmcnt 
!ltate and Local Government 

GNP (Current Dollorsl 
GNP ( 1972 Dollars) 

Price Indices (1967 = 100) (Year Average) 

GNP Deflater 
Consumer Price Index 
Wholesale Price lndox 

Corporate Profits 
Pre1ax Or>0ra11ng Profits 
Capital Consumption Acf1ustmcnt 
l n11Cn1 01 y Valuation Adjustment 
To t:tl P1ctax Profits 
After Tax Profits 

Othe1 Statistics 
Housing Starts 
Industrial Produc1ion 

Unllmployrncnt Rate 
Fcdorol Gowrnmcnt Defici t ICalondur Year) 

Real GNP 3.4 

ltt \l\J lllOllCS 9 .0 

lndurnwt P1o<Jucl ron 4.0 

Ahor -Tax Proftt s 4.4 

Real Disposable Income 2.7 

Consumer Pnco Index 7.6 

Product1vrty 1,8 

RW- 77- 72 

U.S. ECONOMIC FORECAST 

(Billions of Current Dollars) 

1976 1977 1978 
Actual 

1,079.7 1,193.7 1,301.8 
156.5 171.4 183.9 
440.4 482.3 519.5 

482.8 539.9 595.6 
160.0 176.0 195.1 

67.7 82.0 95.0 
11.9 14.5 22.5 

6.4 4.5 4.5 

133.4 144.3 151.7 

232 .. 2 249.8 274.3 
1,691.4 1,864.5 2,044.4 

1,264.6 1,323.4 1,397.4 

133.8 140.9 146.3 

170.5 179.9 186.3 
183.0 191.8 197.7 

118.6 141.8 167.6 

15.5 17.8 20.8 
14.6 10.7 6.0 

148.7 170.3 194.4 
84.2 97.3 112.0 

1.56 1.80 2.20 
129.8 1Ja.4 149.5 

7.7 7.2 6.6 
-58.7 - 65.0 -55.0 

Quarterly Data (Annualized R11tes of Change) 

1977 
II Ill IV 

7.0 7.4 5.8 
14.0 19.0 15.0 
14.2 8.'1 7.6 
2'1.5 17. I 19.2 

20.2 0.9 J.'1 

5.3 4.3 3.4 
5.4 4.6 4.5 

Percent Chang! 
1976 1977 

Actual 

10.9% 10.6% 
1a.a 9.5 
7.7 9.5 

11.7 11.8 

a.a 10.0 
32.2 21 .1 

7.2 a.2 
a.3 7.6 

11.5 10.2 
6.1 4.7 

5.1 5.3 
5.7 5.5 
4.6 4.8 

29.5 19.5 

29.8 14.5 
29.0 15.5 

33.3 l ) 4 

10.2 6.6 

1978 
II Ill 

5.2 5.2 4.3 
1a.o 22.0 24.0 
7. 1 8.2 6.6 
a.9 13.6 165 

3.5 3.7 3.8 
J.6 3.1 3 .. ·" 
J.1 4.1 4.'1 

A. Gary Shilling 

1978 

9.0% 
7.J 
7.7 

10.3 
10.9 
1:).9 

5.1 
9.8 
9.6 
5.6 

3.8 
3.6 
3.1 

18.2 

14 .1 
15.1 

22.2 
8.0 

IV 

5.6 
26.0 

7.9 
1aA 
2.3 
J.1 
'1 .0 



A. Gary Shi ll ing 

Economic 
Comment 

March 10, 1977 

ECONOMIC FORECASTS 

Below are our updated economic figures which show single estimates for 1977 and 1978 rather than case A and B. 

GNP Data 
Consumption Spending 

Ourablus 
NondurDbles 
Services 

Plant ond Equipment 
Housing 
I n\/Ontorv Clmnuo 
Net EKports 
Federal Gowrnmcnt 
State und Locnl Government 

GNP (Current Dolhwl 
GNP ( 1972 Dollars) 

Price lndlcos (1967 • 100) (Vear Avorago) 
GNP Dullotor 
Consumer P11cc lndCK 
Wholcsolo Prt<.o I nclox 

Coq,ornltl Pro fits 
PrutO)( 0 1)Urolino Profits 
Copltul Comumption Adjus1m11t1l 
lnwntorv Volu1111on /\djus1rnon1 
Totnl Protll)( Profiu 
Al tor Tax Profits 

Othur Stntbtics 
Ho us1no SMru 
lnduSlllJI P1otl11c11u11 

Unurnplovmon1 n,111• 
I 11cfurnl Go" r11m11n1 O..t1c11 IC.11t•111lur Yrwr) 

U.S. ECONOMIC FORECAST 

(Bill ions of Current Dollars) 

1076 1977 1978 
Actual 

1,079.7 1,193.7 1,301.8 
156.5 171.4 183.9 
440.4 482.3 519.5 
482.8 539.9 595.G 
160.0 176.0 195.1 
67.7 82.0 95.0 
11 .9 14.5 22.5 
6.4 4.5 4.5 

133.4 144.3 151.7 
232.2 249.B 274.3 

1,691.4 1.864.5 2,044.4 
1,264.6 1,323.'1 1,397.4 

133.8 140.9 146.3 
170.5 179.!) 183.3 
183.0 191 .8 197.7 

I 18.G 141 .8 167.G 
15.5 17.ll 20.B 
14.6 10 .7 G.O 

148.7 170.3 1!)4.4 
84.2 97 .3 112.0 

1.56 1.00 2.20 
129.0 13U.4 149.5 

7.7 7.2 0.6 
-58.7 - G!i .O - &5.0 

Qua rterly Doto (Annu11lizocl Rotos of Change) 

1977 
II 11 1 IV 

nt•.il ( ,NP J.4 7.0 7.4 5.B !> 2 
lnv..•1'1 Ufll1 ~ !).0 14.0 10.0 l !.i .O IU 0 
lntllllllllll rroducllun 4.0 14.2 0 .'1 7 .Ci 7. 1 

/\f1t•1 -l 11~ Pru itt \ 4.4 :14.!> 17. I 19.? 11.!l 
nuol Dlsnos11lllo lnr.111110 7, / 20.2 0 .9 3.<1 3.5 
Consumur Pr1 r~1 1ml<' )( 7.G 5.3 4.3 3.4 JG 
rrod11t1i1111v 1.ll 5.4 4.6 4.5 J. 1 

[C-77-3 

·--; ., f 1 t 1•/!Jfl/ fi'• 

Percent Chon!!! 
1976 1977 1976 

Act ual 

10.9% 10.6% 9.0% 
18.8 9.5 7.3 

7.7 9.5 7.7 
11.7 11.8 10.3 
a.a 10.0 t0.9 

32.2 21.1 15.9 

7.2 8.2 5 .1 
8.3 7.6 9.8 

11.5 10.2 9.6 
6.1 4.7 5 .6 

5.1 5.3 3.8 
5.7 5.5 3.6 
4.6 4.0 3 .1 

29.5 19.5 18.2 

29.0 14.5 14. 1 
29.0 15.5 15. 1 

33.3 15.4 22.2 
10.2 6.6 8.0 

1978 
II 111 IV 

5.2 4.J 5.6 
22.0 24.0 26.0 

8.2 G.6 7 .!) 
l '.l.6 IG.5 18.4 
3.7 3.8 2.3 
3.1 3.5 3.1 
4. 1 4.4 4.0 

I Ill' fu11i110111n ,, II h ·ou flll!P ir111 I ~tllt• ly f(ll infm111111111u IHllPUSt!S 1111111 ~ IH•I II ,0111 '' •llllJ ll, l) I 1111 ulfH1, 10 huy Ill 5011 uny sccur11v. It 
cl• ~· \ 11111 11ui 1101 t lu I~· u t0111pl" 1u 1Jo~c11p 1 1n11 of th ll s11c.111111c1~. 111111 kuu 111 dc11ulopn11m11 11•lu111:d tu 111 tho 111n1 mal. l\ll oxpross1om 
1>11u11w1 .1111 ·.1111wr 1 111 1,li,111111' w1thCl<ll 11u11cc" Thu 111 furm111uin 1\ ubtu111~1J fru111 ~rn 111·1•1 wluch wu co1H1llor ro lio lJlo bu 1 W11 hnvii 1101 
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W/ li ll 

Jeanne M. Gallagher 

1975 
INDICES (1967: 100) Doc. 

Consumer Price Index 166.3 
Wholesale Price Index 178.7 
Dow Jones Snot' 296.33 
Journal ol Comme1ce Spot Index • • 165.0 
Dow Jones Future; 287.88 
Dept. of Lnllor 22 Commodities 190.8 
Thi! Economist Commodity lndt!X 1 212.4 

1 (Doller Bnsed) 
'Based on ovorogu prices prevailing in 1924-26. 

Feb. 

167.1 
179.4 
313.50 
174.5 
306.85 
195.9 
220.3 

Commodity 
Price 
Monitor 
March 23, 1977 

PER IOD ENDING 
1976 

March Juno Sept. Dec. 

167.5 170.1 172.fi 174.3 
179.8 183.1 184 .7 187.1 
306.64 368.34 340.91 369.70 
176.2 190.1 175.5 172.9 
299.54 354 25 342 .86 366.71 
197.1 210.9 199 .8 201.9 
223 .5 263.1 251.1 284.2 

• '1947-49 oose, 

1977 
Jan. Feb. 

175 .3 177.1 
188.0 190.0 
393.12 416.84 
177.3 177.2 
385.36 405.42 
211.6 212.5 
296.4 321.6 

Though Spring is here, the eff~cts of earlier cold weather linger on in the form of 
higher prices for consumer and wholesale i tems. The WPI gained 0.9% in February ( 10.8% 
annualized) with farm product prices jumping 2.2% and industrial goods up 0.6%. The 
CPI rose at a 24% annua! "ate, and food prices contributed to most of this gain as well. 
Since we real ly can blame a lot of this on the weather, the Administration feels confident 
that this is not the beginning of a trend but will inevitably pass. Whatever the cause, the 
effec t on the consumer doll;ir is the same. Most of t he other indexes were also higher in 
February, with the largest percentage gain in The Economist indicator. 

ENERGY 

Not surprisingly, oil prices continued to edge upward though Rotterdam heavy fuel 
dropped 3i to more normal levels after registering a big gain the prior month. Coal and 
gas prices were unchanged. During the early weeks of March, however, the upper end of 
both the high ar.d low quality stenm spot price range reached $21 per ton (a parity we 
don't expect to hold for long). The 17% decline in coal prolu.Jction during the first nine 
we13ks of 1977 combined with .~ trong weather·induced demand is pulling coal prices out of 
the ir one yP.ar slump. 

GRAINS AND FOOD 

Though February average prices were higher, many spot prices began to decline lutcr 
in t ho month. Most gn.1ins were down a few cents. The Carter Administration faces a 
tough challenge in trying to resolve the problems of U.S. wheat producers. Countries 
liko Argentina, which is tryin~J to regain its status as a major wheat producer, are undercut· 
tin!J U.S. nrices in the world 111arl<ot. The Administration has discussed with Canada the 
po!;sibility of selling floor prices for U.S. and Canadian wheat. However, wit h stocks at il 
five year high prices ara l ikely Lo remain depressed despite cutbacks in plantings and switch· 
ino to more 1 1 ofitablc soybeans. 
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February was a good month for meat eaters. With transportation routes open again after 
the thaw, more beef and pork are coming to market. Estimates are that hog slaughterings 
will be 15-20% higher through June. Some herd liquidation is also fattening beef supplies 
now, at the expense of lower prices late r. Large supplies pushed egg prices down 19i per 
dozen. 

METALS 

The conti1"Ji11g gains in soybeans, coffee and cocoa appear to be fueling speculative fever 
in other commodities, even where fundamentals may not justify the gains. The higher prices 
go, the more speculators buy and few, at least yet, seem wi lli ng to back off. Copper, for 
example, is in ample supply and, though there has been some strike-anticipated stockpiling, 
it would take a very long strike this summer to make a dent in inventories. If there were no 
strike or even one lasting a month, the price would very likely collapse. 

Gold and silver prices are moving into higher ground as concern over inflation deepens. 
President Carter has said he wants a moratorium on sa les of silver from the U.S. stockpile. 

OTHER 

Cotton prices were a little stronger last month on increased purchases from the Far East 
and nervousness over the dry growing areas in the West. Cotton growers in the Delta may 
also be contemplating a switch to soybeans. Nylon and polyester yarn prices, though unchanged 
in February, were raised early in March. These new prices, needed to cover basic production 
costs, say the manufacturers, are abou t the same as they wer . a year ago. Drought, power 
shortages and optimisn1 over housing starts helped boost lumber and plywood last month. 

CPM-77-03 - Research Department-

11 11• fcu ,.111111111 1101) lJ1•1•r1 11111p,111~I \1\lt Iv lor 111l 1111 11,11ivu 11111p11\1"1 ,1111 1 ,. 11111 ,, • 11 1111111o 1 111 " "' • ' "I 1 1 1 II 1111 • • " 11 H ol ., .. , 

UUl p1up1H t 1h l14,i\IOttlJ)ll'll'""'• "lltHHt u f lf H• • 4•t \ H1 1 11°.,trlilf ~ tll ',tJ' d1 ·vt•lt1111nt t •1 lt 1fli'-f tfllfl 11 1 " '· ''' ' 11 J\llt ,,,. • I •1p11h+ It 

'"" •.uhwc 1 lot h111Htt· wt thuut n o t1tu. J hu 101' Hthdl 1t111 ·~ ohl ;l lfH\t h nn1 \t11ut • ''• \'-''" h \ \I' ~ ,.i, 1 11 l1 1!il1 fJ•'I \'.•'I •·• 1Tt1t 1 11•i1• ntly 

"'1rd1uU )tH h 11 1ftu111iJ luu1 und wu tJn f1U1 u1mfJu tt11, Ut,tl 11 "· ,111 111111•' tl1 1 111Hpl1~t' •,\'11 • , l • ll tt , 1 uul ! 1h 1 1,' 11 ', •1 1 1 "' 

l imo lt11v•1 ,1 1111111 "' ',11111l110)1!1()11 on '"" '.•'( llllt 11 ... llll•llt 11111•llt , 11111 lll1IV " ' '" ''' IJllV " ' I 111 1 



Energy 
Fuel Oil (9allon N. V. Harbor, 0.3%1 
Gasoline, U.S. Regular (gallon ex taxi 
Ro11ercfam 3.0% Heavy Fuel (yallonl 
Arobion Li9ht Crudo (b.irrol) 

U.S. Naturnl Gas IMCF) 
- Weighted Av9. Total 
- ln1crsto1e Rcgvlornd 

Post 1974 
Pro Jan. 1973 

Co11l-Mc1ullurgicol ( 1onl 
- Lono·tcrm Contrac t 
- High Quality Spot 
- Low Quality Spot 

- Steam ltonl 
- l. onu·tcrm Contrncl 
- I 1!9h Quality Sµo l 

·- L ow Quol 11 y S1lot 

U1.1.11um U308 (puumll 

Grams 011111 O.ls 

1\1 fall a P1•llu I ~ (1011 I 
Oarfuy (busl 1•1) 

Coconu t r .. 1 (pound) 
Com ( llushcll 
Com 011 (pound) 

CottomUt•rl Mt!nl ltnnl 
Cu1111mut11t 011 (pounff) 

F lour (cwt) 
Oats (hu$hOtl 

n1c11 lcwtl 

llyu (lu\1111 1) 

Snvhonn Munl lion) 
Suy hoan Oaf (pou111U 

Sovbonm (boshull 
Wl t11.11 !lull 1l111l flJ11 Sli1J ll 

Food 
u .. uf lpounll) 
IJ1ual11" 1110 1111111 

ll'lthll (1101111111 

Cr11,on (1 10111111 l\ctrnl 
Cofl1 •1• 1110111111 0111111111111 

r11•r· 1du11•nl 

111 ~" (1. w1I 
1 '111~ IMllu\ 11101111111 

!i11•1•1\ 11 "'ti 
'i111111 t · ''"' ll.1w 111111111.fl 
'\1111 11 I ,1 1• ll1•l 11 11•d (111>1111111 

s 0.31 
0.47 
0.21 

11.51 

0.36 

0.52 

49.00 
51.00 
35.00 

25.00 
15.00 
13.00 

21.00 · 

s 92.00 
3 .115 
0. 1G 
2.56 
0.29 

1311.00 
0.23 
ll.60 
1.u1 

2 1.00 

2.80 
121.00 

0. 1G 
'1 .ilG 
3.25 

$ 0.73 
0.1'15 
1 00 
O. Ill 
0 !>21 

0 73 
llG bO 

0 r.1 
M·l 11 

u 1r. 
0 .'1 
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Feb. 

$ 0.32 
0.46 
0.24 

11.51 

0 .110 

0.52 
0.235 

49.00 
51.00 
35.00 

25.00 
15.00 
13.00 

32.50' 

$ 98.00 
3 .35 
O.IG 
2.711 
0 .7'/ 

11 B.OO 
0.27 

10. 10 
1 GB 

21.00 

2.95 
l:J 1.50 

0. 1 / 
11.71 
3.!15 

s 0.5ll 
0.'11 
0 .8!.J 
0.711 
1 10 

0 {)() 
II I lit1 

II GI 
3 7 :JO 

0 l !J 
Cl .' I 

Mar. 

s 0.32 
0.45 
0.24 

11.51 

0.40 

0.52 
0.235 

19.00 
51.00 
35.00 

25.00 
15.00 
13.00 

32.so· 

$100 00 
3.35 
0 .17 
2.68 
0 .24 

120.00 
0.26 
9 .10 
I.GO 

21.00 

2.rn; 
126.00 

0. 16 
11.58 
3.3:J 

$ 0.50 
0.114 
0.!10 
0.70 
1.17 

O.Gl 
llG. 10 

O Gli 
J I ~10 
0 l(i 
0 :11 

PER IOD ENDING 
1976 
June 

$ 0.30 
0.48 
0.23 

11.51 

0.44 

0.52 
0 .235 

118.00 
51.00 
35.00 

25.00 
16.00 
15.00 

110.00 

S 86.00 
3.75 
0.20 
2.87 
0.24 

175.00 
0.23 
9.00 
2.02 

21.00 

3.35 
1!10.!'iO 

0.10 
0 .!.17 
3.J8 

$ O.Gl 
0 110 
1.01 
1.00 
1.50 

063 
11!1 25 

0 .76 
JO 2!'i 
01~ 

0 2 1 

s 0.32 
0.49 
0.25 

11.51 

NA 

1.42 
0.295 

48.00 
51.00 
35.00 

25.00 
16.00 
15.00 

40.110 

$ 105.00 
3.50 
0.23 
2.59 
0.27 

107.00 
0.23 
7.20 
1.6 3 

21.00 

2.75 
102.00 

0 .2 1 
G. 12 
2.611 

$ 0 .54 
0.311 
0 .93 
1.37 
1 52 

0 .73 
:111 80 

0 !>G 
.IG 10 
t) IU 
0 II 

I Jo\I l'llL''' /Ill 'l' lllllllhllt\ 11<' I ,1,ll 111111•• 111 11 :'llln111 Iii" l,1\1 of ly ol !111• f l 1111 ICI fir 111'1 l lh, 

111 ·•·It "'" I • , •11tl1t 1t•· tl 1t• 1f 1111t ~ llw "'"'•' ' 1111 u1'"'''11 1• W ' u, f , , d.1v 

Dec. 

s 0.34 
0.48 
0.27 

11.51 

NA 

1.43 
0.296 

49.00 
51.00 
36.00 

26.00 
16.00 
15.00 

41.00 

$100.00 
3.40 
0.20 
2.51 
0 .26 

188.00 
0 .23 
6 .85 
1.68 

21.00 

:.76 
203.00 

0 .20 
6.911 
2.70 

$ O.Gl 
0.3G 
0.90 
1.54 
2.7ll 

0 77 
:l"l. J!j 

0.'> l 
:'!O t.ill 

0 I 1 
u lfi 

N I· '\1111 v1 11 1••1 1 0111 ~d liv I .11.C. I 01l1v1 l l•1111 u~ 11 0 11 uµ1 cso11 tu11vu buc11uso ol 1t•1111 l 1t)C 11l1111 0 11 0 1 c u11 uo t llultl 1111c111 . 
S11,. 111 l.1~ 1 i;oli111ir1 rnd11 ·111 u~ d11 c~ 111111 ol c lt, 1111 ~· l rn111Pr<IVl{!llt 111 n11th. 

1977 
Jan. 

$ 0.37 
0.48 
0.30 

12.09 

NA 

1.44 
0 .295 

49.00 
51.00 
36.00 

26.00 
18.00 
15.00 

111 .00 

$100.00 
3.25 
0 .26 
2.59 
0.32 

189.00 
0 .24 
7.05 
1.85 

21 .00 

2.95 
209.50 

0.22 
7.08 
2.70 

S O.GO 
0 .39 
0 .90 
1.92 
2.25 

0.87 
110.50 

0 55 
IU 011 

0. 11 
() 1/ 

Fob. 

s 0.38+ 
0.50+ 
0.27-

12.09 

NA 

1.44 
0.295 

119.00 
51.00 
36.00 

26.00 
18.00 
15.00 

41 .35• 

s 97.00-
3 .05-
0.291 
2.55-
0.3 1-

183.00-
0 .211 
7.00~ 

1.84-
21.ClO 

2.90-
218.00~ 

0,23~ 

7.4Ut 
2.6G-

$ 0.56-
0.42• 
0.90 
2.101 
2.85 t 

O.GB-
311.110-

0.4G-
3\i 60-

0 11 
O, I/ 



M!ltals 
Aluminum Ingot (pound) 
Copper (pound) - N. Y. Merchant 
Copper (pound) - LME 
Copper (pound) - U.S. Producer 
Lead (pound) 
Molybdenu m (pound) 

Nickol (poundl - N.Y. Merchant 
Nickel (pouncl) - U.S. Producer 
Pig Iron hon) 
Steel lcwt) 

Bors 
Sht'CtS 
Pio to 
Scrap (ton) 

Zinc (pound) - U.S. Procluccr 
Zinc (pound) - European ProtJuccr 
Zinc (p?Uncl) - LME 

Precious Motels 
Gold (London - Troy ounce) 
Silver (U.S. Eciuiv. - Troy ouncol 

Chomlcnls 
Acetone (tonk I 
l\cryllc (poundl 
l\tcohol, Ethyl luo1ton1 
r.mmonlo I 1011) 

Bcnr uno lgi!llunl 

Caustic Sorlll ltwtl 
Chlorinu (c wt) 
Ethylcnu ln Olrnd) 
Mo1honol (noondl 
POlyothylcno (ilOlHltl) 

Polyuyr uno (f'IOlllld) 
P()ly111nyl Chlnrlt:Jir (Pounrll 
SocL1 /\sh (c\"ltl 
Sulfuric l\C1d ftoc1I 

F•l1t1cs and F1bo11 
Du 1la11 (ynrdl 
Cuuun (poondl 
Nylon (i10011d) <O 1)011 1111 Ynr n 
Polylluor lnounttl 

Srorilo 
- 150 ()(1111ur rcoc.Jor Yorn 

To~ ll•rvd 160 Oo111u1 Yn111 lll'(Onblol 
Wool <noondl 

Othor Commod111111 
r CH lillllln 

l\11 twu10U\ 1\111111011111 lrnnl 
i'h l)\JlhOrlC l\~ rd ( l1l11 f 10111 
Po tn\h M1111u1u lunlc 1011) 

llrw\ (pov11tll 
I u111l~ 1 11.:111 (M. htJ. fl I 

N11w.p1 1n 1 ltnrd 
l'opur (1•wt I 
Pry w c>01 ' I. sr1. le .I 
n uhhur 1110011111 
Tnlluw l1100 11lll 

1975 
o;c:-

s 0.41 
0.57 
0.53 
0.63 
0.19 
2.62 

2.20 
2.20 

180.00 

10.75 
11 .55· 
12.98• 
64.33 

0.39 
0.36 
0.32 

$140.25 
4 . l d 

s 0.15 
o.55 " 
0.93 · 

172.50' 
o .eo · 

12.00 · 
a.so· 
0 .12· 
0.05 
0.30' 

0.27 
0 .23' 
4.20 

47.?J ' 

$ 0 .17 
0 .57 
1.45 

(} !J!.i 
0.87 
1. 1 l> 
1.00 

$100.00 
J .50 
o.au· 
on1 

1'10 00 

300 .00 
30.J!J 

13G 111.i 
0 33 
0.11• 
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PERIOD ENDING 
,_,, _______ 1976 

Feb. Mar. J une 

s 0.41 
0 .61 
0.58 
0.63 
0.19 
2.62 

2.09 
2.20 

180.00 

10 .75 
11.55· 
12 .98" 
70.90 

0 .37 
0 .36 
0 .31 

$132.30 
4 .16 

s 0 .15 
0 .55' 
1.15 

165.00 
0 .80 

12.00· 
6.88' 
0. 12· 
0 .06 
0 30 · 

0 .29 
0 .73 
4 .05 

47.2:1' 

$ 0.10 
0 .59 
1.46 

0 .55 
0 .87 
1.05 
I 7U 

$ 1'.0 00 
3.60 
O.GU ' 

U JG 
156 00 

JC0.00 
J I •10 

14 J.\;i() 

o.:n 
" 10 

s 0.41 
0.65 
0 .62 
0.66 
0 21 
2.62 

2.09 
2.20 

180.00 

10.75 
11 ,55· 
12.98• 
86.70 

0 .37 
0.36 
0 .34 

$129.60 
4.11 

s 0. 15 
0 .55' 
1. 15 

172.50' 
0.80 

12.00· 
6.88 ' 
0. 12· 
0.05 
0.3 1. 

0.29 
0 • .!4 

4.20' 
47.23 ' 

s 0.10 
0.&4 
I 4 1.i 

O.!i!J 
0.80 
0 'l5 
1 73 

S 140 00 ' 
JW 
o uu • 
0 Jtj 

144 uo 

JGO 00 
J l IH) 

M!, Gt.. 
0 38 
0 u:. 

s 0 .44 
0.75 
0.74 
0.71 
0.23 
2.90 

2.13• 
2.20 

178.00 

11 .50 
12.45" 
12.85 
84.70 

0.37 
0.36 
0.35 

S l 23.00 
4.83 

s 0.15 
0.55 ' 
1 15 

172.50" 
o.ss· 

12.00· 
G.813' 
0 .12· 
0.05 
0.3 1' 

O. ;.i!) 
0.24 
4 .20· 

47 23 ' 

$ 0. 1 I 
0 11'.J 
1 45 

O.!i!i 
OGO 
uuo 
1 llJ 

S l !>CJ 00 
J !JU 
ti Gii' 

0 IU 
I II IK) 

JGO O() 

) 1 ·111 
14 J ., ... 

0 11 :1 
0 I ':> 

s 0.48 
0.63 
0.63 
0.75 
0 .25 
3.20 

2 .17' 
2 .20 

180.00 

11 ,50· 
12.45 
111 .10 
70.23 

0 .40 
0 .36 
0.31 

S l16.00 
4 ,39 

s 0. 15 
0.57 
1.15 

172.50 ' 
0.65 

12.00· 
6.ao· 
0. 12 · 
0.05' 
0.32• 

O.:.>G 
0.20· 
4.20 ' 

47 23 ' 

s 0 17 
0.71 
I JU 

0 ':>5 
0.50 
0 70 
1.0!.i 

s1;.• .• oo 
3 .!1ll 
O.Gfl' 

0 :I J 

1111 00 

3flll I)() 

.l l ·10 
ll1U (t I 

11 111 

0 lli 

Sn11rco: JmmMl of C1.1n111 11•tr1'. IV.1/1 Stn•.it Jomn.1f, v111100 1 111011111 , lOIHt:l'> 

Dec. 

s 0.48 
0.64 
0.61 
0.66 
0.26 
3.20 

2.11• 
1.41 

180.00 

12.25 
13.2!.> 
14.10 
69.04 

0.37 
0.36 
0.30 

$134 .75 
4.37 

s 0.1 5 
0.57 
1.15 

172.50' 
0 .83 

12.00· 
G.eu· 
o.n· 
0 .05 
0 .32' 

O.:.>O 
O.?C' 
4.20 ' 

47.23 

s (\ l'l 
0 JO 
1.25 

0 .55 
050 
0. 1!.i 
l.00 

$130.00 
3.50 
O.GU ' 

043 
18H.OO 

.mo oo 
3 1110 

, ,._, ~J 

0'10 
0 .1 J 

1977 

s 0.48 
0.66 
0.64 
0 .67 
0.28 
3.45 

2.11· 
2.41 

180.00 

12.25 
13.25 
14 .10 
73.00 

0.37 
0.36 
0.:?2 

$132.30 
4.45 

S U.15 
0.57 
1.15 

172.50' 
0.83 

12.00· 
a.au· 
0. 12· 
0 .05 
0 .32' 

0 .20 
0 .20 · 
4,20' 

4'/ ,?3" 

$ 0 18 
0 .71 
1.110 

OaO 
050 
0.75 
1.90 

S l30 00 
3 !:>() 

o.au · 
0 '14 

1BH.oU 

3GOOO 
J I 40 

I I J ti() 

U'10 
0. 1 ll 

s 0 .48 
0.70+ 
0.66+ 
0.69~ 

0.29+ 
3.45 

2.11· 
2.41 

180.00 

12.25 
13.25 
14 .10 
73.46+ 

0.37 
0.36 
0.33~ 

S142.75• 
4 .731 

s 0.15 
0 .57 
1.1 !.i 

112.bO· 
o.a;; 

12.00· 
6.08 ' 
0.12· 
0.05 
0.32 ' 

0.20 
0 .2G . 
4.W' 

11 ?.n · 

$ 0. 10 
0 .741 
1 40 

OGO 
0.50 
0 .7!i 
1.00 

S l4000• 
J, '.0 
oou· 
(14·1 

I !)U • .J() I 

360.00 
3 111 0 

184 r.o r 
0., 11 
0 I ll 
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WHAT IS THE QUESTION? 

Today, in discussing companies I fo llow. I often think of Gertrude Stein's alleged 
response to What is the answer? namely, What is che question? This is especially true 
regarding commercial banks where many questioners seem to convey a vague sense of un· 
easiness which almost by definition precludes a positive response. By any measure, the 
economies and canks of the world have emerged from a period of unprecedented strains 
and numerous surprises. Although serious concerns abound, much improvement has 
occurred in the past two years. Some of the current skepticism ic; undoubtedly justified 
given the recent shocks, but we suspect that sorTe of the new-found skeptics are the same 
extreme optimists of yesterday who, once again, may be over reacting. 

We have come n long way from the early 1970's when banks were described as money 
making machines, loan loss reserves were considered as unnecessary and loan loss provisions 
almost irrelevant. We also suspect th<1t some bankers go t carried away with their rave no 
11u tices (and high P/ E's) and overestimated their own positive ach ievements while under· 
estimating tho boost they got from favorable economic developments !low inflation, a 
gradually rising prime rate and increasing bnlnnce sheet leverage). 

Copyright ({) Whltr , W6lc.l & Co. lr11;0 111o ratoc.J, 1077. 
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We remain positive on the prospects of most of the groups we follow as indicated on our 
recommended list on page 4. Our approach to the four financial groups we follow is summar­
ized below: 

BANKS 1. Cycle in Upswing-We still want to have a full weighting in this group as the 
earnings cycle turns upward and progress continues on problems from the 
1973-1975 recession. 

a. Loan volume rebounding see page 11 . 

b. Spr'lads-Should continue to be under pressure but price discipline should 
be reinforced by capital considerations. Se1tere rate cutting is likely to be 
avoided. 

c. Problem loans-Continued economic progress should result in lower loan loss 
provisions and a declining drag on 1977 and 197(' earnings. The biggest prob· 
!em area, real estate, is expected to improve (see page 14). 

2. Overseas worries-especially the LDC's-We believe banks are in the third year 
of a six year problem. Some prcgress has occurred, but new problems are likely 
to arise in 1977 . IMF help likely in 1977. Don't expect huge losses from this 
area, but concern with this issue affects P/ E multiples. Predictable catastrophes 
seldom happen. Wu don't look for one here. 

3. Interest on Consumer Demand Deposits-Tile if. when, and how of this issue 
are still unsettled, although it has an aura of inevitability. Although a possible 
near-term negative when implemented, most likely it would negatively impact 
certain bank earnings by only 5- 10%. Longer term, it could be a positive . .. 
it series to improve pricing. 

4. Stock Prices-Discount ing all the worries. Earnings are likely to show a good 
improvement in 1977 (major bonks up 15%-t·). Stocks are technically attract ive 
according to John Mendelson. Downside risk is probably limited to du ll near· 
term performance. 

S&L's Continued strong near-term fundamenrnls point to earnings increases of 30%+ in 
1977 and a good gain is likely in 1978. A significt1nt move towards a meaningful 
dividend is under way. This should auract new slrnreholders and reduce stock vola· 
tility . The issue or speculativo buying of homes in Californin is n cloud. Believe 
this is limited. (See page 8). 

REIT's Slow portfolio improvement (see µage 14) should le(td to dividend increases in 1977. 
Selected REIT's offer 9- 10% yield and 30-50% appn~c iation prospects over the next 
two years. Certain other REIT's offer lower current yields cmd more upside over 
this period. 

PMl's Still like MGIC and AMIC. Fundamentals remain strong. A play on strong single 
family market, mortgage availobi lity and recovery of real osrn to markets. Risk is 
that high inflation produces a wc:ok mortgngo market. 
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STOCK PERFORMANCE SINCE LAST SURVEY ... FIRST QUARTER OF 1977 

The 43 companies we follow in the Monthly Research Review declined less than the 
averages in the first quarter . .. they showed a 7.6% decline versus an 8.4% decline fo r the 
S&P 500 and an 8.5% decline tor the DJIA. 

Banks-The 22 banks stocks generally moved in line with the market declining 8.1 % in 
the quarter. Interestingly New York City bank stocks, helped by some high yields, did better 
than banks outside New York. Worst performers were Bank America (-17.8%), Wachovia 
(-16.7%), Citicorp (-14.1%), First Chicago (-13.7%) and First International (-13.5%). Best 
performers were Wells Fargo (-0.5%), NCNB Corp. (-2.1%), Chase Manhattan (-2.4%), Republic 
of Texas (-2.6%) and Manufacturers Hanover (-3.2%). 

S&L's-The best performing group was the five S& L's which were up 1.3% in the quarter. 
Helped by a meaningful yield, United Financial appreciated 7 .3% and Gibraltar was up 6.1 %. 
A significant dividend trend got started in the first quarter as First Charter declared a cash 
dividend producing a 4% yield on the then price. Although First Charter was off 2.9% in the 
first quarter it had been off 16.9% at the end of February before the dividend was declared 
and appreciated 16.8% during the month of March. 

REIT's-Helped by high yields, our eleven REIT's perfo·med wei: in the first quarter .. . 
off only 3.7%, which was nearly offset by dividend income. The best performer was 
RAMPAC (+13.3%) and the worst performer MONY Mort:iage (-9.8%) . 

PM l's, Miscellaneous- These five companies \, c:re the worst performers ... off 19.8% in 
the qua rter fo llowing big gains in the second ~.d l f of 1976. This was due to a lack of mL'an· 
ingful yields together with revived inflationJry concerns, which have an adverse impact on 
PMI companies-MGIC (-30.0%), AMIC (-25.2%) and United Guaranty (-18.3%). Rouse is nn 
interesting sleeper, with an adjusted book value of over $11 a share. 

SELECTED LIST 

Our recommended list remains pretty much the same. We have added an RE IT, MassMutual 
Mortgage, on a price basis and NCNB as a recovery candidate in the regional bank arer 
Wells Fargo is restricted because it is in registration. 



Table 1 

RECOMMENDED STOCK LIST 

EPS Current 

S& L'S 
Recent Price 1975 1976 1977 E Yield 

First Charter $16 $1.70 $2.42 $3.10 3.6% 
Gihralter Financial 11 1.18 1.95 2.70 3.6 
Great Western Flnanr.ial 23 1.53 3.30 4.35 2.2 
Imperial Corp. 17 2.06 2.08 3.60 1.4 
United Financial 13 1.40 2.30 3.20 3.1 

PM l's 
AMIC $14 $1 .07 $2.50 $3.10 0.4% 
MGIC 15 0.10 1.15 1.80 1.3 

REIT's 
Conn. General-May $18 $1 .40 $1.25 $1 .60 9.0%" 
Equitable-Oct. 24 1.85 2.07 2.40 9.4 . 
Lomas & Nettleton-June 15 1.16 0.90 1.40 5.4 • 
MassMutual-Oct. 15 1.17 1.09 1.30 8.8 • 
Northwestern Mutual - May 13 0.79 0.90 1.30 7.8 . 
PNB Realty- Sept. 8 0.30 0.46 0.75 4.8 

Regional Bank~ 

NCNB Sl 1 $1.10 $1.20 $1.40 4.8% 
Sea first 34 3.61 4.05 4.50 3.8 
Wachovia 21 1.96 2.00 2.10 3.1 

Monoy Conte1 Banks 
Ban kAmcrir.11 $25 $2.19 $~.40 $2.75 3.2% 
Citicorp 20 2.73 3.08 3.50 3.8 
Manufllcturors Honovor 38 4. 69 4.82 5.30 5.1 

• Bued on Inst 11uorturly d l11idend times four , Actuol ylolrl h likely 10 bo slgnlflconllv hlQhor as Mrninus mcrun,o. 
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MACRO VI EW-SAVINGS INFLOWS A T THRIFTS, CONTINUED STRENGTH (Table 2) 

Propelled by consumer caution and relatively low interest rates, thrift institutions con­
tinued to show strong savings inflows in January and February of 1977. Preliminary indica­
tions for March suggest another strong month. Although new dollar inflows in January and 
Fehruary were down 8% from a year ago at S& L 's and 23% at the mutual savings banks, 
dollar inflows were still at relatively high lev~ls. In fact, January 1977 inflows at S&L's were 
the second highest vo lume on record. 

1976 Wrap-Up 

Total savings inflows in the S&L's were up 17.7% in 1976 and amounted to $49.7 billion 
($34.4 billion before credited interest). We had been expec ting a strong year in 1976 but 
results were about 12% ahead of our estimates at the beginning of the year dur. chiefly to 
lower than expected interest rates. 

1977 and 1978 

In 1977, we an ticipate a lower rate of savings increase than in 1976 ... a 15.2% increase 
in savings versus the 17.7% increase in 1976. For 1978, we are tentatively projecting a more 
moderate rnte of inc1 ease of 12.7%. Interestingly, if our expectations prove correct, the 
dollar savings increases in 1977 and 1978 should match the all Lime record set in 1976. 
Furthermore, given the likelihood of swudy loan repayments during this period, total funds 
available for mortyuyc lending should remain at high level!i. Hence, su ff icient mortgage funds 
arc likely to be avai lable lo sustain the rcnl cstn~e recovery begun in 1975 and likely to con­
tinue through 1978. Uncle• lying our positive projections is a 5-6% in flntion assumption 
which we feel should not cause long· term interest rates to increase significantly though short 
rates shoultl rise somewhat as the ecor1omy regains momentum. 

CALIFORNIA S&L'S, STRONGER THAN THE REST OF THE U.S. (Tnble 3) 

Doth savings trends and mortgn{JC .1ctivity havr. Ileen stronger al the C:1liforn a S&L's 
tha11 in tl w 1 est o f the Uni tr.cf St ;1 t1?s. Sav i nus incre(1sed 19.8% in 1975 und 21 .2% in 1976. 
Nnt s<1vinus inflows in Janunry 1977 wun! 11p 18% frorn i i ycur ago wh ile loans closed were up 
75% ,1nd set 11 new hiHh for January. In rdminry :>i1v111gs wc?rc off 7% froni 11 year Dgo, while 
l0<1ns closocl were up 6 1 %. 

Strong Savings Inflows Fund Record Loan Volume 

Despi te the explosive mortgane volume in Colilornia in the r>nst two year s (loans closed 
i11c;rnas1~ tl 170% from 1974 to 1976), C\llifurnia S& L liquiclity rntios li.1vc! nctunlly improved 
cfurinti this pcr.ocl. In 1975 and 1976, the $28.B billion in loans clos11cl by California S&L'!l 
was f'XCcccfod by $29.5 bill1011 in savings inflows and mortgage repaymen ts (the two principol 
SUlll CCS Of lcnclahlC h11ld~). 
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Tablo 2 

SAV INGS FLOWS AT SS. L's ANO SAV INGS BAN KS 

(S in Millions) 

S&L Savin~ Inf low 
Rate of Aw rage 

Increase Rat" 
SavingS Flow Versus from Yr. End (90 day) 

Now Savings Af ter Interest Credited A Year (monthly Tre1sury 
Date ~ Mutuals S&L's Mutua l ~ ~ ~ 1nnuatized) Bi lls 

1969 S-1,001 $ -729 s 3,884 s 2,511 $ 6,395 6.67% 
1970 5,294 941 10,843 4,516 15,358 +179% + 8.0% 6.39 
1971 20.653 s,0,q3 27,332 9,648 36.980 +152 19.3 4.33 
1972 23,884 5.451 31,956 10 ,067 42,023 + 17 18.9 4.07 
1973 10.507 -442 19,943 4,815 24.75e - 38 9.9 7.03 
1974 4,668 -2.823 15,595 2,907 18,502 - 22 7.2 7.84 
1975 29,298 4,757 42,052 11,070 '>3.122 +170 17.8 5.80 
1976 34,375 5,265 49,7:!7 12,262 61,989 ~ 18 17.7 4.98 
1977E 33,000 5 ,500 50,000 13,000 63,000 + 1 15.2 5.80 
1978E 30,000 4,500 48,000 12,500 60,500 - 4 12.7 

1975 
Jnnu11ry s 3,094 s 250 $ 3,20 1 s 471 s 3,672 + 5 1% i 16.2% 6 .26% 
February 3,114 708 3,213 909 4,122 81 16.3 5.50 
Morch 3.690 1.02!3 G,331 2,052 8,383 56 32. 1 5.49 
April 2,673 395 2,787 626 3,413 j • 14.1 5.61 
Moy 3,G!)O 930 3,798 1,143 4 ,941 632 19.3 5.23 
Juno 3,08!) 746 ll,073 t ,871 7,936 132 30.8 5.34 
July 2,865 264 2,980 SOB 3,489 +· 15.1 6.13 
August 1,326 -2 1 1,436 197 1,633 I • /.3 6.44 
Se1rn1mbc 1 631 ·338 3,607 785 4,392 161 18.3 6.42 
October 2,086 131 2.208 348 2,556 417 I 1.2 5.96 
Nowrnbor 2,072 549 2,191 765 2,956 84 11.1 5.48 
Oowmbor 968 114 4,226 1,394 5.C'?O 28 21.4 5.44 

1976 
Jonunrv s 5,108 $ 8 10 S G,2•15 s 1,037 s 6,282 I 04% 122.13% 4.87% 
F•1hruorv 3,7 1!) 707 3,BliO 1, 1 ILJ 4.968 20 16.6 4.88 
Morch 3,687 064 6,903 2,029 8,932 !) 29.'/ 6.00 
l\t)ril 2,683 352 2.73 1 b86 3,3 17 - 2 11.8 4.06 
M11y 2,835 561 2 ,CJ'/7 l:l01 3,778 - 22 12.a 5.20 
Juno 1.353 (551 4,924 1,200 6,124 - 19 21.2 5.41 
Jiiiy 3.289 350 3,11t12 625 4,067 I 1 6 14.8 5.23 
August 1,967 11) 2.113 315 2,428 I 47 9.1 6.14 
So rwi m l.>O r 1,044 110 5,41iG 1.360 6,826 !12 23.5 5.08 
Octobur 3,224 575 3,3116 000 4,1 86 b3 14.6 4.93 
Nowmbcr 2,381 625 2,!:i:!O 775 3,205 1! 10.9 ·1.74 
Documl. r 2,285 350 0,1! '0 1,2!i0 7,900 ·Hi 20.5 4.30 

1977 
J on111J1V $ 4,044 $ 025 s l>. 1:.it s OGO 5,98 1 - Ii% j Hl.3% 11.50% 
Fcl>ruul'y 3 .173 600 3 .. 12!'1 U!iO 4, 170 - Iii 12.? 4.67 

' Ch.onuo honi u m11111~ tu a 11lm 
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Table 3 

CA LI FORNIA S&L's - SELECTED FLOWS OF FUNDS 

Sources Uses 
Net Savin!JS 

Inflow Net Saving; Net Loan Loans Closed Not Savings 
Net New (Aher Credited Loan Inflow & Loans ., tchases + PurchMes & & Hepayments 
Savings Interest) Repayment Repayments Closed (Sales) - Sales 7 .Net Loans Closed 

1968 $ (122) s 814 $2,395 $ 3,209 s: 3,914 $ 78 $ 3,992 0.80% 
1969 (1,395) (396) 2,308 1,912 3,845 89 3,934 0.49 
1970 115 150 2,244 2,394 3,517 196 3,713 0.64 
1971 3,776 5,014 3,678 8,692 6,576 757 7,333 1.19 
1972 4, 114 5,600 4,478 10,078 8,809 959 9,768 1.03 
1973 475 2,175 4,180 6,355 7,732 346 8,Q78 0 .79 
1974 (349) 1,523 3,762 5,285 6,413 (6) 6,407 0 .82 
1975 5,565 7.787 4,785 12,572 10,689 (5631 10,126 1.24 
1976 7,218 9 956 6,928 16,884 18,074 (1 ,731) 16,343 1.03 

1975 
Jonuory s 528 s 528 $ 251 $ 779 s 341 s (52) s 289 2.70% 
Fubruory 614 616 237 853 421 (36) 383 2.23 
Morch 783 1,283 336 1,619 564 17 601 2.69 
April 427 428 387 815 856 (59) 797 1.02 
Moy 847 849 427 1,276 1, 161 (651 1,086 1.18 
June 658 1,198 524 1,722 1,215 140) 1, 175 1.47 
July 507 508 463 971 994 (19) 975 1.00 
Auo:m 261 263 417 680 1,046 143) 1,003 0.68 
Scntcmbor 157 732 .. 39 1, 171 1,053 (571 996 1.18 
Oclo bcr 494 495 473 968 1, 118 148) 1,Q70 0 .90 
Novumbor 316 318 361 679 776 (541 722 0.94 
Docombor 1301 569 469 1,038 l, 136 1108) 1,028 1.01 

1976 
Jm111nrv $ 929 $ 931 $ 419 $1,350 $ 030 $ (961 $ 73'1 1.84% 
Fubruory 727 729 358 1,087 916 (69) 847 1.20 
Mor ch 725 1,354 534 1,888 1,:133 (261 1,307 1.44 
Apri l 414 41 5 551 966 1,5'/ 1 (291 1,542 0.63 
Moy 661 662 676 1,238 1,!i47 ( 1401 1.407 0.88 
Juno 344 1,009 721 1,730 1,984 (247) 1.737 1.00 
July 901 902 645 1,547 1,727 (11 51 1,612 0 .96 
August 528 530 649 1.179 1.632 (2201 1,404 0.84 
Sunlurnbur 446 1,144 605 1,749 1,564 1165) 1,399 1.25 
Oc1obu1 742 744 581 1,325 1,549 1213) 1,336 0 .09 
November 5 15 5 17 584 1,101 1,539 11671 1,372 0 .80 
Ollcumbor 285 1,018 704 1,722 1,081 1239) 1,642 1.05 

1977 
Jnnunrv $ 1,097 $1 ,101 $ 539 51,640 $ 1,466 Sl i84l $1,272 1.29% 
F~IJ1unrv 676 679 498 1,177 1,472 (281 ) 1, 191 0.99 
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Recent Trends Up 

Based on selective checks with major California S&L's, it appears savings inflows have 
accelerated in March after a slowdown in February. Furthermore, it appears that much of the 
inflow has been in stable savings certificates and has more than offset declining large denomi­
nation CD's, which hav" been allowed to run down. 

CALIFORNIA HOME SPECULATION 

An en1erging worry regarding S&L's concerns speculative elements in the California home 
market and t he fear that this has added fluff to home prices. Given the rapid escalation of 
home prices in certain California markets, it is fea r"d that some future price shake-out is like ly 
which could harm lenders. The recent issue of the Residential Research Report shows that 
home prices in Southern California increased on average 22% in 1976 ... on top of a 16% 
increase in 1975. Dr. Maurice Mann, head of the Federal Home Loan Bank in California, 
recently voiced concern about this problem. 

The Po!:itive Position : In Perspective, Speculation is Less of a Concern 

Those who discount the seriousness of this issue state that worrisome speculation is 
limited to two areas ... Orange County and San Francisco ... where it may account for 35% 
of the total purchases of single fam ily homes. More important, fundame1:tal factors such as 
1) a slump in construction in 1974-75 due to the recession, 2) general inflation, 3) a scarcity 
of available land due to local environmental restrictions and 4) additional buyers from Canada, 
Latin America and elsewhere overseas. ;an explain much of this price increase. r-urthermore, 
SBt L lr.nders have been making most1y 80% loan-to-va lue mortgages giving them a substantial 
cushion in the event of price declines. The assumption underlying this positive approach is 
that although some specualtion is present in the market, home values are not likely to decline 
sharply. Furthermore, it is emphasized that most speculation is occurring on completed single 
family home and income producing real estate ... not raw land .. . :ind hence, downside 
should t.lc limiter!, especially for lenders with a build in cushion. 

Bearish Argument 

This position assumes that renl estate markets are cyclical and, hence, excesses at some 
time are only a matter of course. Furthermore, it is geherally conceded that S& L's cannot 
absolu tely avoid lending to specu'ators. Speculntors are believed Lo represen t 50% or rnore of 
the buyers of ~;ingle family home ... in certain areas, nnd It is felt that many sp0cul<.1tive syndi· 
caws arc carrying homes on a negative cash flow basis. Hence, simply a slowing down of the 
rate of incrcasa on home prices coulcl flu sh these owners out. and produce a decline in home 
prices and loss1~s for some lenders. 

Conclusion 

We view this problem as potentially significant but believe Lile amount of speculation h<1s 
been exaggera ted by sorne, anrl that a worrisome decline in home prices is unlikely over the 
near-term. Continued publicity regarding speculative buying is likely to encourage incrnased 
diligcnco bv lenders. Many S& L rmmagernents formed their basic lOproach to lending in the 
troublccl California rea l estate market of the mid· 1960's. Furthermore, as long as mortgage 
money rem::i i n~; reasonably nvailablc, horne prices are not likely to show worri some declines. 
Thus, underlying our relatively positive out look is an ttssumption of moderate inflation and 
interest rates. 
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Table 4 

HOUSING STARTS, BU ILDING PERMITS A~!D COMPLETIONS (SA) 

(Millions of Units) 

l'rivate 
Housing % Chg. from Building % Chg. from Housing % Chg. from 

Year Starts Prior Month Permits Prior Month Completions Prior Month ---
1971 2.052 1.952 1.702 
1972 2.357 2.219 1.971 
1973 2.045 1.820 2.014 
H174 1. ~38 1.074 1.692 
1975 1.160 0.924 1.296 
1976 1.536 1.281 1.361 

1975 
January 1,005 + 6.9% 0.718 -17.4% 1.547 - 0.6% 
February 953 - 5.2 0.729 + 1.5 1.350 -12.7 
March 986 + 3.5 0.721 - 1.1 1.314 - 2.7 
April 982 - 0.4 0.843 +16.9 1.244 - 5.3 
May 1.085 +1 0.5 0.903 + 7. 1 1.269 + 2.0 
June 1.080 - 0.5 0.938 + 3.9 1.202 - 5.3 
July 1.207 +11.8 1.016 + 8.3 1.261 + 4.9 
August 1.264 + 5.1 0.998 - 1.8 1.267 + 0.5 
September 1.304 + 3.2 1.092 + 9.4 1.315 + 3.8 
October 1.431 + 9.7 1.1 11 + 1.7 1.115 -15.2 
November 1.381 - 3.5 1.127 + 1.4 1.386 +24.3 
December 1.283 - 7.1 1.091 - 3.2 1.329 - 4.1 

1976 
January 1.236 - 3.7% 1.147 + 5. 1% 1.213 - 8.7% 
February 1.547 +25.2 1.165 + 1.6 1.299 + 7.1 
March 1.417 - 8.4 1.188 + 2.0 1.399 + 7.7 
April 1.367 - 3.5 1.082 - 8.9 1.266 - 9.5 
May 1.422 + 4.0 1.158 + 7.0 1.360 + 7.4 
June 1.510 + 6.2 1.150 - 0.7 1.373 + 1.0 
July 1.382 - 8.5 1.215 + 5.7 1.307 - 4.8 
August 1.537 +l 1.2 1.296 + 6.7 1.401 + 7.2 
September 1.840 +19.7 1.504 +16.1 1.390 - 0.8 
October 1.813 - 1.5 1.492 - 0.8 1.317 - 5.3 
November 1.705 - 6.0 1.585 + 6.2 1.399 + 6.2 
December 1.889 +10.8 1.514 - 4.5 1.435 + 2.6 

1977 
January 1.386 - 26.6% 1.307 -13.7% 1.373 - 4.3% 
February I. 791 +29.2 1.514 +15.8 
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HOUSING STARTS, TEMPORARY IMPACT OF ADVERSE WEATHER (Table 4) 

In January, housing starts dropped sharply from December levels due to the extremely 
cold weather in the Northwest and Midwest which greatly affected housing activity in those 
areas. The rebound in February was quite pronounced and underscores the temporary r.ature 
of a weather induced slowdown. For the moment, we are sticking with our 1.9 million start 
estimate for the year although we note that many higher estimates have been cut back and the 
consensus view is probably in the 1.7-1.8 million area. Reduced start estimates have generally 
been due to the depressed levels in January and revived inflation fears which raise the pros­
pect of higher interest rates. 

Interestingly, total housing production in 1976 of 1.8 million un its (including mobile 
homes) is a level that, prior to the super-boom begun in 196R, was exceeded in only one year 
since World War II and this was in 1950 during the Korean War boom. 

Seasonally adjusted building permits continued to run significantly ahead of a year ago . .. 
up 14% in January and 30% in February, underscoring the temporary nature of the January 
set-ba·::k in sta rts. 

Finally, 1-4 family starts (chiefly single family) continue to account for a preponderance 
of total starts. In 1976, they were 81% of total sturts and for the first two months of 1977 
they were 80% and 84%, respectively. Strong single family activity reflec s the availabi lity of 
mortgage money at relatively atm.-tive rates and some pent up demand from the recent reces­
sion. Multifamily starts are expected to increase as 1977 progresses and as the economics of rert:Jls 
improves due to higher rents, lower mortgage rates and lower vacanciE':i. 

EXISTING HOME SALES, NEW RECORDS (Table 5) 

Sales of existing single family homes (seasonally adjusted) continued to show strength in 
tht} first two months of 1977, up 22% and 12% in January and February, respectively. Although 
running well ahead of last year's record pact . volume has declined substantially from the le:vels 
reached in the last four months of 1976. 

Annu1I 

1968 1,569 
1969 1,594 
1970 1,612 
1971 2,018 
1972 2,262 
1973 2,334 
1974 ?.,2'12 
1976 2,'162 
1976 3,002 

Tablo 5 

UNIT SALES VOLU~~E-EXISTING SINGLE FAMILY HOMES 

IOOOI 

% lncrea10 
1976 (SAi 1976 (SAi 1976/1975 1977 ISAI 

Jonuory 1,970 January 2,610 +32.5% J~nuory 3,190 
February 2, l!iO February 2,750 +27.9 Fubrunry J,080 
Merch 2,210 March 2,800 +26.7 
Ar111t 2,3:10 April 2,790 +10.7 
Muy 2,350 Mny 2,910 -+10.G 
Juno 2,410 Ju nu :?,990 -+24 .1 
July 2,360 July 2,900 -+23.4 
Au nu SI 2,4 !10 August 3,070 -+23.3 
Suptombor 2,65·0 Septumbor 3,330 .. 2&:1 

October 2,n;o Octobor 3,290 ·t !9.6 
No\/Umbor 2,830 Novombo1 3,220 +17.3 
Decomllor 2,!HO Occombor 3,560 121 ,0 

% lncre11se 
1977/1976 

Jonuory .. 22.2% 
1-obruory .. 12.0 
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Sales volume set an all-time record in 1976 of 3,002,000 units as is illustrated in Table 5. 
Volume was up an impressive 22% from the previous record year in 1975 due to a relatively 
attractive mortgage and econr mic situation. 

It is this high level of activity plus inflation in the price of homes (and hence mortgage 
amounts) together with a high level of single family construr.tion which has resulted in an 
attractive operating environment for S&L ~ and PMJ Companies. 

Nationwide, single family mortgage rates have declined noticeabl', from year-end levels 
due to strong savings flows. The nationwide effective mortgage rate (including fees) declined 
from 9.10% in December 1976 (the high month of the year) to 8.98% in Februar ;. We do 
not expect significant fu rther declines and, in fact, in areas of high mortgage activity such as 
California, we expect the next move in mortgage rates to be upwards. 

COMMERCIAL LOAN DEMAND . . . THE CYCLE !S ALIVE AND WELL (Table 6, 
::.;harts 1 and 2) 

Until quite recently, wherever one inquired one could hear about weak loan demand. 
Bankers in the midst of a prolonged dry spell constantly bemoaned the lack of commercial 
loan demand and implied it was likely to continue for some time. Also, corporate comptrollers. 
sitting on huge sums of cash, generally did not anticipate borrowing from banks in the fore· 
sceable f uturc. Furthermore, bank pricing in the United States seemed to preclude a meaning­
ful pick-up in loan demand. The slighl pick-up in C&I loan demand begun in the summer of 
1976 was discounted as artificial (prirl'Jrily bankers accr.ptanccs) or seasonal. 

Tnblo 6 

DOMESTIC LOANS A~ SELECTED COMMERCIAi.. PAPER OUTSTANDI NG 

(Sin Billlom - Not Seasonally Adjusir.d) 

C&I Lo11n1 
Lnr(Jt1 Bnnk' 

All Dunks Lorgu Cnmm111clol Onnk1 Largo NYC Dn11k1 Non Fl1111ncl11I & Non Finnnclul 
D•te Tolol Loons Tolnl LOllnt C&I Loans Total .. onn• C&l .. onm Commorclnl Paper Comrn11rcinl 1'01>01 ---

12/5173 St19S.O ~.21 1 .0 S l 10.0 SGS.O S:J l .O $ 8.11 s 1 Ill.•. 

3/27/74 $ 497.0 $27&.0 $ 11 6.0 SG5.0 $34,0 $ 0 .3 $ 125.J 
61261 /ti !i19.0 2 / '.l.O 121.0 11 .0 3G.O 10.0 I :J 1.0 
1012/7'1 530.0 :lOO.O 129.0 76.0 3!>.0 17.7 141.7 
111176 547.0 3030 132.0 76.0 41 ,() 12.7 1 •111 ,? 

3/26/75 S&78.0 $2116 0 $I 2fi.O sn.o S3!l.O $ 111.J $140.3 
712176 630.0 284.0 122.0 71.0 JU.O l VJ 134,() 
1011176 626.0 277.0 11!.l.O v!J .O 3G.O 12,7 13 1.2 
12/311/5 540.5 783.9 120.7 70.1 30 7 10. 1 1 :10.IJ 

3/31176 $530.9 S275.B $ 114.6 $70,'1 s:l6.o $ 11 .G $ 120.2 
6/30/7fi 543.7 278.7 11 2.8 00.U ::JJ.4 12.7 125.5 
9/'10/76 560.8 2/ 0.0 11 2.3 67. 1 32.9 12.fl 171\,3 
12/29/70 576.9 200.0 116.5 11 .0 JG, 1 12.:l 128.B 

1/26/77 $563.7 $204 1 $ 114.li $67 .3 $33. / $13.B $128,3 

2/2'J/77 GG0.7 205. 1 11&.3 GI .ii 33.ll 14 .9 130.2 

'J/23/77 67 1.0 2117.8 11 7 .2 OG.0 33.9 1!i,0 ' 1J:l.2 

•A• o f 'J/ 16/7 7 
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Seen from a different perspective, however, we feel that a sit/nificant, ho:,,vever gradual, 
pick-up in commercial and industrial loan demand began in the summer of 1.976 and is likely 
to continue to build momentum in 1977. Our conclusion is based on the folhwing 
assumptions. 

1. The severe 1973-1975 recession produced an environment beyond most business­
men's experience . . . nothing like this had been seen in 30 years. However, we 
feel the chief difference is in degree not in kind. 

a. It is normal that an unusually severe decline should produGe extraordinary 
business caution concerning inventory lwels and capital expenditures. 

b. Also, emphasis on increased corporate liquidity is understandable. 

c. In this context, the precise timing and rate of the pick-up in business loans is 
impossible to predict with any precision. There is nothing within the past 30 
years to relate to regarding fine tuning estimates of loan demand. 

d. However, given an economic recovery, it is only a matter of time before busi­
ness loans increase. The recovery was a year and a half old when business loans 
appeared to bottom out in September 1976. 

2. Loan activity is dynamic . . . not static. The cycle is aliv~ and well. 

a. Negative momentum b0ttomed out in spring of 1976 and turned positive in late 
summer of 1976 (see Chart 1 on page 13) 

b. Given a continued economic recovery, positive momentum is likely to nccelerate 
rather than diminish. 

c. People on the firing line often have the worst perspective ... and per::.p,cctive is 
every th :ri~ in a cyclical situation. 

(i) Bank lending officers and corporate comptrollers are not always the best 
·;nurces of meaningful insights. 

(ii) Th<' 1,11ild-up in loan demand is likely to feed on itself (positive mom1?ntum). 
Inventories and capital expenditures are ' irst increased by a few special busi-
11esses and/or businessmen (more aggressive or entrcpreneuriul). 

3. Evidence to date seems to support our thesis (sec Chart 11. 

a. Major bank business loans have clearly begun a meaningful upswing. 
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b. The delayed upswing of business loans at the New York City banks is under­
standable, although at least the decline has slowed and C&I loans less acceptances 
show a smoother progression (see Chart 2). 

(i) Domestic lending by NYC banks competes with the Eurodollar markets where 
lower borrowing rates have enabled U.S. corporations to borrow cheaper. 
Thus, to some degree, New York banks' overseas loan demand may have been 
strong at the expense of domestic loan demand. 

(ii) NYC banks compete to a greater degree with the bond and commercial paper 
markets. 

(a) Record 1976 bond market volume (both in the public and private markets) 
reflects both relatively attractive rates and a corporate need to refinance 
short-term debt with long-term debt. 

(bl Commercial paper, although competitive on a price basis, has probably 
drained off a limited amount of bank business. The paper market has 
also been relatively sluggish, reflecting business caution and bond refundings. 

4. What could go wrong with our positive scenario is a significant slowdown in the 
economic recovery or another recession which would obviate the need for additional 
borrowing. We do not presently feel these are likely prospects. 

SLOW PROGRESS ON REAL ESTATE PROBLEMS ..• A LESSON FOR BANKERS (Table 8) 

Recently, at the Annual Banking Symposium, Wt! were struck more by audience reac­
tion to a panel on real estate than by any particular comments made by the panelists. The 
gist of the panelists' remarks supported our feeling that a significant and broad-based real estate 
recovery was underway in the United States. Many I.Jank stock analysts we talked to after the 
session seemed somewhat surprised by this conclusion ... surprise that is understandable given 
the lack of apparent progress mncle by most banks with their real estate problems. In fact, 
although some banks hnve shown improvement recently, the general trend of real estate prob­
lems over the past two years has been upwards. All of this simply serves to underscore the 
persistent riature of problem real estate loans. Once a loan has gone on non-accrual, it 1s gener­
ally a sign that a traumatic event has taken place ... a bankruptcy or personal financial catas· 
tronhc ... which seriously disturbs the "value creatiog process" of real estate develoµment. 
Once this traumatic point has been rc<icflcd. there is se ldom a bounce back to health but more 
often than not, a painful and graciual change in ownership occurs, often through a ro .. ~c!osure 
proceeding. T11is legal transfer or ownership usually involves new management which is forced 
to pick up the pieces left by an en trepreneur. In the very specialized and highly leveraged area 
of real estate development, this is always tricky and generally time consuming. 

All of this is by way of introducing Tab le 8 (page 16) - which indicates the substan tial 
progress made by five major REIT's with their problems over tho pas1 2'1 months. We feel 
th is progress illustrates tlle type of progress tlwt to ,, lessor degree is (Jccurring in banks' real 
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Table 7 

CORPORATE CASH FLOW ITEMS 

($in Billions) 

Internal Funds 

Net 
Proti1 

s 25.8 
25.8 
29.6 
31.5 
Jci.7 

s 44.3 
47. 1 

44.9 
46.2 
43.8 

s 37.0 
44.3 
54.6 
67.1 
75.2 
65.3 

s 84.4 

95.9 
105.6 

Capital 

Cons. 
Allow. Total 

s 27.5 $ 53.3 
28.4 54.2 
29.3 58.9 
30.4 61 .9 
31.7 68.4 

s 33.7 s 78.0 
36.7 83.8 
40.4 85.3 
44.4 90.6 
49.4 93.2 

$ 55.l s 92.1 
60.6 104.9 
65.4 120.0 
68.1 135.2 
80.8 156.0 
96.6 161.9 

$ 107.9 $192.3 
119.5 215.4 
136.0 241.6 

$ 54.0 s 90.8 $144.B 

156.0 
l70.8 
176.0 

6 1.0 95.0 
72.1 98.7 
74. 1 101.9 

s 79.7 
82.7 
85.1 
90.2 

$ 104.2 
106.8 
108.a 
111 .6 

s 9 1.1 $ 114.6 
96. 1 117.G 
97.3 120 .8 
99.2 124.8 

$183.9 
189 .5 
194.0 
201.B 

$205.7 
213.7 
218.1 
224.0 

H Operating Requiremenu 

~~~~~~F~lx~e~d~l~nv~e~nt~o~ryL--~~~-
Dividend 

$12.9 
13.3 
14.4 
15.5 
11.3 

S19.1 
19.4 
20. l 
21.9 
22.6 

S22.9 
23.0 
24.6 
27.8 
30.8 
32.1 

$35.2 
40.0 
45.:.! 

S31.7 
31.9 
32.6 
32.2 

$33. 1 
34.4 
35.4 
37.7 

S38.4 
39.5 
40.6 
41.5 

1 nvestment Change Total 

s 47.7 
47.1 
51.2 
53.6 
59.7 

s 71.3 
81.'l 
82.1 
89.3 
9B.9 

$100.5 
104.1 
116.8 
136.0 
149.2 
147.1 

$160.0 
175.7 
193.7 

$148.0 
145.8 
146.1 
148,7 

$ 153.4 
157.D 
163,0 
166,0 

$16£1.5 
173.9 
177.5 
18Ul 

s 3.8 
2.2 
6.5 
6.0 
5.8 

s 9.5 
14.3 
10.1 
7.7 
9.4 

s 3.8 
6.4 
9.4 

17.9 
10.7 

- 14.6 

S14.8 
14.8 
21.2 

S-22.2 
-=io.o 
- 2.0 
- 4.3 

s 14.8 
IG.O 
15.1 
13.2 

s 12.0 
11\,0 

16.0 
17.0 

s 64.4 
62.6 
72.1 
75.1 
82.8 

s 99.9 
115.1 
11 2.3 
118.9 
130.9 

$127.2 
133.5 
150.8 
lb :,7 

190.7 
164.6 

$ 210.0 

230.5 
260. 1 

$ 157.5 
147.7 
171>. 7 
176.li 

$201 .3 
208.3 
2 13.5 
2 16.9 

S2Hl.8 
227 .4 
234. 1 
240.4 

(•) 

No10; Econo111lc s1t11 b 1ics frum Sorius A Economic Foroc1111. 

Basic Auumptlons 1975A 

- 1 .8~. 

1976P 

6.2~ 

5.8% 

1977E 1978E 

5.0% 5.0% 

5.7'.16 5.0"<. 

Internal Cash Flow 

Not 

Cash Sufficiency 
Flow Ratio 

S-11.1 

- 8.4 
-13.2 
-13.2 
-1 4.4 

S-21 .9 
-31 .3 
- 27.0 
-28.3 
-37.7 

S-35.1 
- 28.6 
-30.8 
-46 5 
- 34.7 

- 2.7 

S-17.7 
- 15.1 
-18.5 

S- 12.7 
I 8 .3 
- 5.9 

- 0.G 

S- 17.4 
- 18,8 
- 19.5 
- 15.1 

S- 14.1 

- 13.7 
- 16.0 
- IG.4 

82.7% 
86.6 
81 .6 
82.4 
82.6 

78.1 % 
72.8 
76.0 
76.2 
71 .2 

72.4% 
78.6 
79.6 
74 .4 
81.8 
98.4 

9 1.G'i/, 
93.4 
92.9 

91 .9% 
105.6 
96,7 
!)!) ,7 

91.4% 
9 1.0 
90.9 

03.0 

93.6'X1 
93.9 
93.2 
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estate portfolios. To a lesser degree, because banks probably have somewhat riskier loans 
than these insurance co mpany sponsored A EIT's and are probably less able to deal with the 
problems. Nonetheless, the type and degree 01 progress illustrated here is likely to be similar 
to that of the banks over the next two years. 

Table 8 

PROGRESS ON REAL ESTATE PROBLEMS OF FIVP REIT'S 

($In Million) 

Loans on Foreclosed Real Estate 

Qua rter!\ .. Non Accrual Non Earning Earning Total 

Fiscal 1975-76 
No. 2 s 97 s 27 s 7 $34 

No. 3 119 27 7 34 

No. 4 118 40 7 47 

Fiscal 1976-77 

No. 1 $104 s 49 $31 .:; 80 

No. 2 95 58 34 92 
No. 3 79 65 46 I 11 

No. 'I 72 67 47 114 

"Conn. Gonural, Equitable, MassMutual, MONY and Norlhwcs tcrn Mutual . 

•"Since th!! five trusts hove different fiscal years, 1hu qu-' rll:rs h;ivo lJccn orr:mgod as follow:.: 
No. 1 (qtrs. ending March, April, Moy), No. 2 (q1r1;. cndin!J Junn, July , l\u!Justl . 
No. J (qtrs. ondino ScpwmlJcr, Oc1c>hcr, Nu111:111h1:rl, anrf No, ii (q11s. 0111tln1J Ot•ro:mhcr, 
Jonunry, Ful.Jruarvl. 

Total Non 
Earning 
(Loans 
& RE) 

$124 
146 
158 

$153 

153 
144 
139 

Total Non 
Earning 
Loans & 

Foreclosed RE 

$131 
153 
165 

$184 
187 
190 

186 

The above table illustra tes how persisten t rea l estate prubl<.'ms become once they surface. 
Accepting the fac t that the statistics only show net rather than vross changes, we know from 
fo llowing the progress of individual properties that rile net changes genernl ly reflect gross 
changes. 

Overa ll problems (non-earning loans and foreclo!:etl real est<Jtc) rose during six of the P•'st 
seven quarters from 5131 mi ll ion to $190 million. Only a modest decline occurred in the la t~st 

quarter (from $ 190 million to S186 mi ll ion). However, the change in mix during th is period 
has been very positive. A significant IJrogression has occurred rrom "non-earning loan" to 
"foreclosed but non·errning real estate' ' to "forec:!oscrl v.1mi119 real esta1e". On foreclosure, 
tho lender obt<Jins legal ti tle to the property and can then begin makiny improvements with 
confidence. "Foreclosed earning real estate" means that aftr.r operating costs (bu t be:fore any 
interest expenses) the property is ei'lrning money. Once n propcny is ueneratin!) ;:in attractive 
return ( 10- 12% in most cases) it can usuall y be so ld or mortgaued to produr.e an opt imum 
lono·term return lo the owner. Basically, Table 8 under:lcores how long it rakes to gain ti t le 
and improvr. a property to Lhe point th11t it can be disposed of ;it ;:i "proli t'' (or at least a1 a 
mi ni mum loss). 


