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Leaders and Laggards in 2007
Summary and Recommendation
After delivering a median total return, debt-adjusted, of about 12% in 2007, oil and gas
income stocks at a median McDep Ratio less than 0.9 appear priced to deliver similar or
better returns in 2008. Leading gainers Mesa Royalty Trust (MTR) and buyrecommended Canadian Oil Sands Trust (COSWF) at 69% and 55%, respectively,
boost the average above the median. Both leaders had among the lowest McDep Ratios a
year ago. While buy-recommendations Hugoton Royalty Trust (HGT) and Penn West
Energy Trust (PWE) scored negative returns of -7% and -4% in 2007, we think both
have the energy resources to deliver better future results. A median five-year return of
33% a year for peer stocks illustrates the potential, but does not assure it (see table Rank
by 2007 Debt-Adjusted Return).
HGT and PWE Post Mortem
Are last year’s disappointments next year’s opportunity? It might help in answering that
question if we knew why HGT and PWE were disappointing in total return. We can
point to HGT’s full concentration on natural gas which is lagging oil in commodity price.
Yet 2007 star, MTR, is also fully concentrated on natural gas. HGT has about a third of
production in the Rocky Mountains where transportation limitations contributed to weak
commodity price in the summer and fall. Winter demand has changed that picture and
new pipeline capacity is nearing completion. In any event we are not aware of any
development that would cause us to change materially our estimate of Net Present Value
(NPV). We’ll be patient as we await a positive surprise for HGT in 2008.
The obvious disappointment in PWE was the double whammy on taxes in Canada.
Hopes for a reversal of the new tax on trusts were dashed early in 2007. Later, Alberta
raised tax rates on oil and gas. The worsening fiscal climate disproportionately lowered
the investment appeal of PWE’s growth projects in enhanced recovery of light oil and
new production of heavy oil. Management ratified the changed outlook as it embarked
on a new strategy to be a consolidator of conventional oil and gas at a time of fiscal
uncertainty. We’ll be patient on PWE also as we see a low McDep Ratio on scaled back
NPV.
COSWF faced some of the same tax negatives as PWE. Indeed debt-adjusted total return
at 55% in 2007 was down from 74% a year for the past five years. Nonetheless total
return continued at a high level for a unique concentration on a low-cost long-life asset
with protection until 2015 against oil tax rate increases.
Kurt H. Wulff, CFA

Please see disclosures on the final page.

Oil and Gas Income Stocks
A Weekly Analysis
December 28, 2007

Please see disclosures on the final page.

Page 2

Oil and Gas Income Stocks
A Weekly Analysis
December 28, 2007

Please see disclosures on the final page.

Page 3

Oil and Gas Income Stocks

Page 4

A Weekly Analysis
December 28, 2007

Disclaimer: This analysis was prepared by Kurt Wulff doing business as McDep Associates. The firm
used sources and data believed to be reliable, but makes no representation as to their accuracy or
completeness. This analysis is intended for informational purposes and is not a solicitation to buy or sell a
security. Past performance is no guarantee of future results.
McDep does no investment banking business. McDep is not paid by covered companies including revenue
from advertising, trading, consulting, subscriptions or research service. McDep shall not own more than
1% of outstanding stock in a covered company. No one at McDep is on the Board of Directors at a covered
company nor is anyone at a covered company on the Board of Directors of McDep.
McDep or its employees may take positions in stocks the firm covers for research purposes. No trades in
a subject stock shall be made within a week before or after a change in recommendation.
Certification: I, Kurt H. Wulff, certify that the views expressed in this research analysis accurately reflect
my personal views about the subject securities and issuers. No part of my compensation was, is, or will be
directly or indirectly related to the specific recommendations or views contained in this research analysis.
Research Methodology/Ratings Description: McDep Associates is an independent research originator
focused on oil and gas stocks exclusively. The firm applies the thirty years of experience of its analyst to
estimate a present value of the oil and gas resources and other businesses of covered companies. That
value is compared with a company’s stock market capitalization and debt. Stocks with low market cap and
debt relative to present value tend to outperform stocks with high market cap and debt relative to present
value. Buy recommendations are expected to deliver a total return better than 7% per year above inflation.
Hold recommendations assume the attributes of the underlying business are reflected in the current price of
the stock. Sell recommendations are expected to deliver a total return less than inflation.
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