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InterOil Corporation  
Mischaracterization of the 
Investment Debate: Stock 
Set to Outperform in April 
 

Investment conclusion: The primary investment 
debate concerning IOC is whether they will be able to 
execute their upstream sell-down and enter into an 
LNG and condensate agreement on attractive terms.  
We believe that the relative attractiveness of IOC’s 
assets will attract partners at attractive prices and that 
these partnerships will transform the company and 
unlock its asset value.  Negative media claims, as 
highlighted on Friday, mischaracterize the investment 
debate, in our view.  As per previous negative claims 
(inability to discover hydrocarbons in PNG or sufficient 
resource to support LNG trains), we believe these recent 
negative claims will be disproven. 

What's new: Late last week, a confluence of negative 
reports triggered a 12% sell-off in IOC’s shares into the 
March quarter-end, a more vulnerable period for funds.  
These reports written by entities with a disclosed short 
interest focus on a plaintiff’s 2009 legal filings (not new) 
involving the CEO and cite statements made in a late 
2009 bankruptcy filing (not new).  We believe these 
claims were taken out of context and do not represent a 
material risk to IOC or change our views on the stock.  
The irony is that last week other news flow, with two 
major LNG deals being completed in Australia, was 
actually supportive of IOC.  We continue to expect either 
a condensate or LNG deal in April/May: either event 
would challenge the position of “doubters.” 

What’s really new: Australasian LNG environment 
remains supportive.  Recent transactions provide 
positive momentum on both Asian interest and pricing, 
with Shell/PetroChina acquiring the remaining shares of 
Arrow Energy for $0.87/mcf and CNOOC agreeing to 
purchase 3.6 mmtpa for 20 years for approximately 
10.75/mcf to $21.75/mcf, depending on crude prices.  
We view Australian CBM precedent transactions as 
close to a 60% discount to IOC’s offering due to higher 
LNG costs, a higher tax regime and no liquids content. 

Morgan Stanley does and seeks to do business with 
companies covered in Morgan Stanley Research. As 
a result, investors should be aware that the firm may 
have a conflict of interest that could affect the 
objectivity of Morgan Stanley Research. Investors 
should consider Morgan Stanley Research as only a 
single factor in making their investment decision. 
For analyst certification and other important 
disclosures, refer to the Disclosure Section, 
located at the end of this report. 

 
Morgan Stanley & Co. Incorporated Evan Calio 

Evan.Calio@morganstanley.com 
+1 212 761 6472 

Ryan Todd 
Ryan.Todd@morganstanley.com 
+1 (1)212 761 3023 

Ben Hur 
Ben.Hur@morganstanley.com 
+1 212 761 7827 

 

M O R G A N  S T A N L E Y  R E S E A R C H  
N O R T H  A M E R I C A  

Stock Rating 
Overweight 

Industry View 
Attractive Key Ratios and Statistics 
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Price target $120.00
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InterOil Corp. (IOC, $62.01, Overweight, Price Target $120) 
Risk-Reward View: Strong Positive Risk/Reward Skew 

WARNINGDONOTEDIT_RRS4RL~IOC.N~ 
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Price Target $120 Derived from our base case. 

Bull Case  
$165 

Assumes $85 oil 
price (perpetuity) 

Exploration Upside; Oil discovered in 2010  
Oil discovered in and high-end of resource estimate achieved, 
194MMbbls of recoverable oil (gross); $3.6 billion sale price of IOC’s 
interest (includes value for oil), 90% risk factor on upstream, 15% NAV 
discount; $6 per share for exploration. 

Base Case  
$120 

Assumes $85 oil 
price (perpetuity) 

Joint Venture Partnerships is Signed 
Assumes a $2.35 billion sale price of IOC’s interest.  Assumes mid-point 
of GLJ resource range.  Upstream gas risked at 85% and condensate at 
90%; shares targeted to trade at an additional 15% discount to risked 
NAV. 

Bear Case  
$60 

Assumes $75 oil 
price 

No LNG JV Signed, Resource Estimate Lower 
Assumes no LNG development JV, a $75 oil price and low end of GLJ 
resource estimate; a condensate stripping facility is built ($8.50 per 
share), IOC exploration resource and stranded gas is valued at $46/sh 
and refinery $6/sh. 
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Source:  Morgan Stanley Research 
The probability we assign to a successful LNG project in our base case is only illustrative.  It does not forecast a precise 
series of events and does not account for all possible outcomes but instead illustrates our sense of the relative plausibility of 
the outcome, based on current industry dynamics. 

Why Overweight? 
• Strong value proposition as market 
overlooks and discounts resource and 
potential monetization. 
• We expect IOC to enter a partnership in 
next 4 months to develop LNG facility/ 
monetize its natural gas and associated 
liquids. 
• Trading at over a 60% discount to NAV 
(NAV omits any value for oil resource or 
exploration acreage). 
• Largest exploration land position in PNG 
with over a decade of drilling experience.  
• Niche refining exposure levered to 
substantial economic growth forecasted in 
PNG. 

 
Potential Catalysts/Key Value Drivers  
• Liquid stripping commercialization 
agreement (~$450m credit facility) probable 
during early 2Q10. 
• Antelope-2 horizontal drilling. Late April 
2010. 
• Antelope-3 results expected in 3Q 
2010. 
• LNG Partnership/upstream sell down 
expected in 1H10 (fully fund development 
and future exploration). 

• Additional Exploration as we believe 
IOC will likely test another structure within its 
exploration portfolio by year-end. New drilling 
rig enables faster monetization of 
exploration. 

 
Where We Could Be Wrong 
• Exploration failure.  IOC is proving its 
resource base and any exploration failure will 
likely delay development and impact price. 
• Failure to enter LNG JV.  IOC is unlikely 
to be able to finance LNG development and 
its continued exploration program w/o 
partners. 
• PNG risks.  100% of IOC’s operating 
assets are located in PNG. 
• Failure to enter JV (LNG or liquid 
stripping) before potential 2H10 liquidity 
shortage forces additional capital raise.  
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No Change to Our Investment Case: Sorting Through the Noise 
The Real Investment Debate.  Most stocks have key 
investment debates and identifying them is the 
cornerstone of Morgan Stanley’s research product.  We 
believe the primary investment debate concerning IOC is 
whether they will be able to execute their upstream 
sell-down and enter into an LNG and condensate 
agreement on attractive terms.  We believe, as 
dramatic as Friday’s sell-off was, that the primary driver 
relates to a collateral issue to the key investment debate 
and does not affect our views.  We expect IOC’s stock to 
remain in $62-72 trading range until either deal is 
executed.  We also expect the condensate deal will 
occur first, and it will drive the stock into a new trading 
range ($72-85) and execution of an LNG deal will move 
the stock over $100, the level depending on the deal 
terms.  Those levels are based upon our calculation of 
the NPV impact.  If no deals are completed in 2010, IOC 
will trade lower, yet asset value should provide support 
at a much higher than prior floors (i.e. distressed gas 
sale comps).  Based on the relative attractiveness and 
economics of the IOC’s assets, we believe they will 
attract LNG/condensate partners at attractive prices and 
these partnerships will transform the company and 
unlock material value.  See InterOil: Pullback 
Represents Buying Opportunity Supported by Gas and 
Condensate Value (February 2, 2010).  Recent 
transactions in Australia, highlighted below, support our 
views. 

What Happened Late Last Week?   Negative claims 
regarding IOC’s management, resources and valuation 
(addressed below) began Wednesday evening with two stories 
circulating similar negative claims.  These general claims have 
been made before over the past year and we believe they 
remain incorrect.  On Thursday, after these stories, IOC was up 
in down energy tape (unclear why).  On Friday, IOC gapped 
lower, trading on high volume (8.4MM shares) on the back of a 
negative claim made by the Fraud Discovery Institute and 
iBusiness Reporting.  Both the Fraud Discovery Institute and 
iBusiness Reporting are entities affiliated with Barry Minkow, a 
convicted felon for securities law violations who publicly states 
it holds short positions of stocks it is “investigating” (it is 
“investigating” IOC).   

Legal Claims.  The legal claims relate to two actions: (1) 
claims made by Plaintiff in a legal filing in 2008 in litigation 
between Phil Mulacek, Chairman and CEO of IOC, and early 
stage investors in certain refining equipment of predecessors 
to IOC (Peters vs. Mulacek) over ownership interests in IOC 

stock, and (2) a Bankruptcy court ruling and selected 
findings/statements (In re Nikiski Partners).   We believe that 
both cases pose immaterial risks to IOC and reporting of 
selected facts in Plaintiff’s filings and statements from 
Bankruptcy action can be misleading.  IOC has likely reached a 
similar conclusion, as it has not reserved any contingent 
liabilities.   The civil lawsuit, which is primarily a suit against Phil 
Mulacek over ownership interest in IOC, is filed as Todd Peters, 
et. Al. v. Phil Mulacek et. Al., and is pending in the 284th District 
Court of Montgomery County, Texas.   Mr. Mulacek and his 
controlled entities, Petroleum Independent & Exploration 
Corporation and P.I.E. Group, LLC, are the primary 
defendants; however, IOC is also included as a defendant.  
The plaintiffs are composed of a group of the original investors 
in InterOil’s predecessor Nikiski Partners, which was formed to 
purchase Chevron’s Alaskan refinery, which was later 
transported to Papa New Guinea.  As part of the early activities, 
the plaintiffs argue that Mr. Mulacek inflated the price of a 
purchased catalytic converter from $250K to $15m to transfer 
additional shares in the company to a company controlled by 
Mr. Mulacek’s family.  Damages sought in the case vary 
depending on IOC’s share price; however, in the most recent 
AIF, the company states that actual damages could exceed 
$125MM.  Plaintiffs also seek unspecified punitive damages, 
attorneys’ fees, expenses and court costs. The case is set for 
trial in October 2010. 

Legal Actions and Statements are Not New News.   The 
litigation is not “new,” has been under way for a number of 
years and has been disclosed in each IOC’s last 3 annual 
information forms (2007, 2008 and 2009).  The act of 
highlighting the plaintiff’s claims (from a July 2008 court filing) 
and selected judicial statements in various transcripts (from a 
December 2009 hearing), in a sensationalistic and one-sided 
manner, was “new.”  

Even if Meritorious, Limited Impact to IOC.  The civil case is 
primarily against Phil Mulacek who, directly and indirectly, 
owns more than 5MM shares of IOC.  The value of these 
shares, even off Friday’s lows is likely sufficient to cover any 
liability.  As the Bankruptcy Court Judge rightly noted in his 
opinion (In re Nikiski Partners, Case No 09-39332-H1-11, 
December 30, 2009, page 36): “the lawsuit, reviewing the 
totality of the evidence, would more likely result in a change in 
the percentage of ownership InterOil rather than somebody 
seizing assets of InterOil.”  In addition, similar to settlement of 
another case (Martin case), the Judge noted, “InterOil was left 
unaffected under the evidence that I have before me.”   Further, 
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the $1.2Bn headline damages in the alleged “massive lawsuit” 
are an exaggerated outcome against Mr. Mulacek.  The very 
plaintiffs in the Peters case in the Bankruptcy case imply that 
settlement discussions for derivative claims were “substantially 
below $100MM dollars.”   Ironically, in the bankruptcy case, the 
roles are reversed and the Plaintiffs in the civil state action 
(Peters) was alleging that Nikiski should not be allowed to file 
bankruptcy and the claims were unlikely to have a material 
impact on IOC.   The Peters case is proceeding in district court 
in Texas and tracking a November 2010 trial, not May 2010 as 
alleged.   We expect a multi-party litigation in a small district 
court with a long history to extend any final ruling (post all 
appeals) to beyond both execution of LNG and condensate 
partnership.  

Negative Bankruptcy Headlines Exaggerated.  Both 
mention of “bankruptcy filing” and “bad faith” finding against the 
CEO create concern.  Yet, in our view, the bankruptcy filing by 
Nikiski, as reflected by the record, was a tactical move to settle 
the case.  The “bad faith” finding is legal nomenclature that 
Minkow highlights that has a controversial lay definition.  The 
Court is clear in its findings that it simply does not believe the 
bankruptcy court is the proper jurisdiction for the claims and no 
penal sections being applied (Rule 11 sanctions).  As the Court 
stated: “I want to make it clear from my findings today that 
we’re not to come back on a Rule 11 motion.  Because I don’t 
think, we had the kind of hidden subterfuge that would justify 
those kinds of sanctions and that it was a reasonable extension 
of existing law for the Debtors to attempt to do it.  It just didn’t 
work.” 

Context matters.   Plaintiffs in the state action have already 
been paid over 50x their original investment.  For the $2MM 
original investment in 1994, Nikiski Partners, were paid $1MM 
in cash and were awarded 1.5MM shares of InterOil, worth 
over $68MM at current prices and have the right to an 
additional 1.1MM of IOC currently held by Nikiski, likely to be 
released after the OPIC loan is paid in full.  Further, the Nikiski 
investment was originally in the refinery, a smaller portion of 
IOC’s ultimate value. 

Why the big stock move? The legal matters are complex, 
covering several court cases and several hundreds of pages of 
pleadings, and take time to digest, outside the scope of a 
trading day.   We also believe the occurrence near the quarter’s 
end in a choppy tape, exacerbated the stock volatility and 
effect as funds are concerned about quarter-end performance 
metrics.  The retail-owned characteristic of an early stage stock 
may have exacerbated the move.  This volatility can be 
damaging to potential investors as a reason not to invest.  
InterOil has not commented on the unusual market activity. 

Other Negative Claims.  Several other negative claims have 
been made and we continue to believe they are not material:  

(1) No Reserves.  IOC has audited contingent resource 
estimate from GLJ resources.  GLJ audits many Canadian 
companies, such as Suncor.  GLJ’s gross resource estimate is 
estimated on a Low (90% probability), Best (50% probability), 
and High (10% probability) scenario.  As of 12/31/09, GLJ’s 
High case was was1.8MMBOEs (P90), Best case was 
1.5MMBOEs (P50) and Low case was 1.15MMBOEs (P10).  
We see reasonably tight dispersion among the High and Low 
cases as reflecting high confidence in the resource.  These 
estimates also appear consistent with the high net pay and 
porosity of the Antelope wells.  As is common for stranded gas 
resources, no reserves are booked under SEC definition until 
final investment decision (FID) is made on an LNG facility or 
condensate stripping facility.  When IOC reaches FID on the 
condensate stripping facility, the liquids can be booked as 
reserves and when IOC reached FID on an LNG facility, the 
gas reserves can be booked.  We see the possibility of some 
reserve bookings in 2010 as one or both LNG/condensate 
partnerships are signed and with a potential FID on the 
condensate by 2010 year-end. 

(2) Highly Valued without Production. The company has no 
production, limited cash flows, and $2.7Bn market 
capitalization.  On earnings, cash flow or book value basis, the 
company appears expensive.  Yet, we believe, as is common 
with many resource companies, an NPV valuation method is 
appropriate and supports our $120 target price.  Our target 
price is a 20% discount to the NPV, in addition to a 10-15% 
risking of the asset.  NAVs and NPVs are very common metrics 
for valuing E&Ps and many resource companies have 
valuations in excess of $2Bn and zero cash flow (OGX 
Petroleo, Cobalt Energy, Ivenhoe Mines, Extract Resources, 
and MMXResource).  

(3) Attacks are Left to Credibility.  Media attacked have 
focused on management credibility (Friday’s highlights of 
lawsuits included).  We focus on what management has 
accomplished: (1) purchased, refurbished, and re-located a 
refinery to PNG that it operates profitably today, (2) discovered 
9.2Tcfe of resource in a remote jungle region in PNG with 
record flowing wells (700mmcf/d) and a remaining 3.9MM acre 
to explore.  We believe entering the first of two partnerships will 
also materially enhance management’s credibility.  We also 
see the addition of Herny Aldorf as a material credibility 
enhancement.  Henry has developed an LNG facility (EGLNG) 
and examined IOC’s asset from a Major’s perspective.  
Following Antelope 1&2, after following IOC for years, he saw a 
tremendous opportunity and value and decided joined the LNG 
project. 
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Environment Remains Strong for LNG Deals 
Recent Asian/Australina gas deals provide supportive 
momentum.  In recent weeks, continued transactional activity 
in the region has supported our belief in both Asia’s demand for 
LNG and the value of Australia/PNG regional gas.  Most 
recently witnessed the Shell/PetroChina acquisition of the 
remainder of Arrow Energy’s Queensland CSG assets and the 
CNOOC Gas Sales Agreement (GSA) to purchase gas from 
BG’s Queensland CSG project along with additional assets. 
We believe that signs of continued interest, as well as 
supportive pricing, bode well for the potential for IOC to sign a 
deal in the coming months. 

Shell/PetroChina – Arrow Energy Acquisition. On March 21, 
Shell announced that the Board of Directors of Arrow Energy 
had unanimously supported the acquisition of the remainder of 
Arrow Energy’s shares by a JV composed of Shell and 
PetroChina. Previously, in June 2008, Shell had acquired an 
initial 30% stake in Arrow Energy’s upstream permits to jointly 
develop its Queensland Coal Seam Gas (CSG) acreage.  
Shell and PetroChina have agreed to pay A$4.70/share for 
Arrow Energy’s remaining shares, or A$3.5 Bn (US$3.2 Bn). 
Shell and PetroChina will also acquire Arrow’s stake in 4 power 
stations, while Arrow’s international portfolio will be demerged 
into a separate entity, Dart Energy, in which Shell/PetroChina 
will have no interest.  

In Arrow Energy’s most recent reserves report from January 
2010, Arrow’s CSG acreage accounted for net 2P reserves of 
3,690 bcf (excluding Shell’s prior interest), and net 3P reserves 
of 5,781 bcf.  Based on the listed 2P reserves, the assumed 
price was A$0.95/mcf, or US$0.87/mcf.  

IOC’s Assets Worth a Premium to Australian CBM Assets.  
We believe that IOC’s asset sell-down should be valued at 
close to a 60% premium to an Australian CMB transaction due 
to: (1) a better tax jurisdiction in PNG, (2) higher liquids content 
in the resource and (3) better LNG economics.  The effective 
tax rate advantage in PNG is 16% (Australian CBM 
approached 46% vs. 30% in PNG).  The liquid content is worth 
3-4% based on IOC’s 10% liquid content off a 14% slope-gas 

pricing assumption.  The facility cost advantage is close to 33% 
based on a $3.50 per mcfe advantage on a $10.50 per mcfe 
assumed gas sale price.  Compounding that converts to a 
$0.87 per mcfe comparable transaction purchase price on 
CMB to $1.39 for IOC’s resource (USD).  We assume $1.34 in 
our NAV calculation. 

CNOOC-BG Gas Sales Agreement. On March 24, BG 
announced that it had signed the largest LNG contract between 
Australia and China, with CNOOC agreeing to purchase 3.6 
mmtpa of LNG for 20 years, with a value ranging from $40 Bn 
to $80 Bn, depending on the price of crude oil. The gas will be 
supplied from BG’s Queensland CSG to LNG project. As part of 
the deal, CNOOC will also acquire a 10% interest in the first 
LNG train as well as a 5% interest in some Queensland gas 
fields valued at $270 million. Despite the ongoing concern 
regarding oil-linkage in LNG contracts going forward, this deal 
in another reminder that for now, pricing remains supportive. 
While the equity LNG interest and uncertainties in the contract 
terms make it difficult to determine the exact pricing assumed 
under the gas sales contract, the quoted values would imply an 
LNG sales price of between $10.87/mcf and $21.75/mcf, 
depending on the price of oil. 
 

Morgan Stanley is currently acting as financial advisor to 
PetroChina International Investment Company Limited 
("PetroChina"), a wholly owned subsidiary of PetroChina 
Company Limited, with respect to its announced joint bid with 
Royal Dutch Shell PLC to acquire Arrow Energy Limited 
("Arrow Energy"). 

The transaction is subject to shareholders and regulatory 
approvals and to other customary closing conditions. 

PetroChina has agreed to pay fees to Morgan Stanley for its 
financial advice, including transaction fees that are subject to 
the consummation of the proposed transaction. 

Please refer to the notes at the end of the report. 
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Exhibit 1 
Recent LNG transactions in the Australasia region 
Announced Total transaction 2P Reserve Basis
Date Buyers Sellers Target Value ($mm) $/Mcfe / Contigent (P50) Comments

21-Mar-10 Shell / 
PetroChina

Arrow Energy Shell/PetroChina acquired remaining 
shares in Arrow Energy, specifically 
Arrow's Queensland CSG assets to 
supply Gladstone LNG project

3,200 $0.87 3,690 Remaining 70% stake following 
Shell's initiial acquisition in June 
2008 (see below)

30-Oct-08 Nippon Oil 
Corporation

AGL Energy Ltd Nippon Oil acquired AGL Energy's 
Papua New Guiena Assets for US$ 
800MM pursuant to its exercise of 
pre-emptive rights.

800 $2.16 371 Conventional Gas play, Wet gas 
with high liquid content 24%, 
logistically favorable and 
experienced partners, financed and 
further along in project

28-Oct-08 BG Group plc Queensland Gas 
Company Ltd.

BG acquires Queensland Gas 
[Australia] in a US $3 BN cash 
transaction

3,046 $1.28 2,371 

8-Sep-08 Conoco Phillips Origin Energy Ltd ConocoPhillips acquires 50% stake 
in Origin Energy's Australia CBM-to-
LNG joint venture for US$5.9 BN 
plus contingent payments of US$2 
BN

5,852 $2.46 2,376 

2-Jun-08 Shell Arrow Shell acquires 30% interest from 
Arrow to jointly develop Australian 
Intl CSG projects.

413 $1.74 237 

29-May-08 Petronas Santos Petronas acquires 40% interest in 
Queensland Australia Gladstone 
LNG Project from Santos for 
US$2BN

2,008 $3.73 538 

31-Jan-08 Tokyo Gas Co 
Ltd.         Kansai 
Electric Power 
Co.

Woodside 
Petroleum Ltd.

10% of its interest in Pluto LNG 
project [South Pacific-Australia]

159 $0.42 374 Selldown of Upstream Assets for 
Buyer incentive upstream 
economics

28-Jan-08 Talisman 
Energy 
Incorporated

CNOOC Ltd 100% of CNOOC Wiriagar Overseas 
Ltd., which holds a 3.06% interest in 
Tangguh LNG Project [SE Asia-
Indonesia]

213 $0.38 560 Legal Settlement 

Mean Price Per Mcfe $1.63 

Coal Seam Gas Deal with dry gas, 
in a capital intensive, logistically 
challenging and unconventional play

 
Source: Company data, Morgan Stanley Research 

 



 

 
 7 

 
 

M O R G A N  S T A N L E Y  R E S E A R C H  

March 29, 2010 
InterOil Corporation 

Exhibit 1 
InterOil Income Statement (2006-2011E) 

Income Statement (Clean $MM) 2006 2007 2008 2009E 2010E 2011E
Segment Earnings
E&P (9.70) (19.16) 2.15 (39.53) (15.63) (15.63)

Refining (23.95) (8.81) 4.72 41.81 25.80 25.69
Liquefaction (0.69) (5.80) (7.91) (8.39) (7.95) (8.10)
Total Midstream (24.65) (14.62) (3.20) 33.42 17.85 17.60

Downstream 2.99 4.71 (1.21) 8.52 1.19 1.74

Corporate and adjustments (14.45) 0.16 (9.55) 3.68 5.05 4.75
Specials and non continuing business 0.00 0.00 0.00 0.00 0.00 0.00
Clean Post Tax Net Income (45.80) (28.91) (11.80) 6.08 8.46 8.46
Net income to shareholders (45.80) (28.91) (11.80) 6.08 8.46 8.46

Shares (m) 29.60 30.00 36.70 40.07 43.58 43.58
Reported EPS (1.55) (0.96) (0.32) 0.15 0.19 0.19
Clean EPS (1.55) (0.96) (0.32) 0.15 0.19 0.19
Sales and operating revenues 511.09 625.53 915.58 688.48 1,054.25 1,377.73
Interest 3.22 2.18 0.93 0.35 21.84 21.93
Other 3.75 2.67 3.22 4.23 4.58 4.62
Revenue 518.06 630.37 919.73 693.06 1,080.67 1,404.27

Cost of sales and operating expenses 499.49 573.61 888.62 601.98 962.03 1,284.62
Administrative and general expenses 26.52 38.53 42.75 43.73 68.67 69.31
Derivative losses/(gains) 0.00 7.27 (24.04) (1.01) 0.00 0.00
Exploration costs, excluding exploration impairment 6.18 13.31 1.00 0.21 0.08 0.08
Exploration impairment 1.65 1.24 0.11 0.00 0.00 0.00
Interest Expense 20.34 22.75 23.97 11.16 26.39 26.39
Depreciation and amortization 12.35 13.02 14.14 14.32 14.35 14.40
Gain on LNG shareholder agreement 0.00 (6.55) 0.00 0.00 0.00 0.00
Gain on sale of oil and gas properties 0.00 0.00 (11.24) (7.36) 0.00 0.00
Loss on extinguishment of IPI liability 0.00 0.00 0.00 31.71 0.00 0.00
Foreign exchange (gain)/loss (4.74) (5.08) (3.88) 3.31 0.00 0.00
Accretion expense 0.00 0.00 0.00 0.00 0.00 0.00
Total cost and Expense 561.78 658.10 931.44 698.04 1,071.52 1,394.81

Profit before Income Tax (43.72) (27.73) (11.71) (4.99) 9.15 9.47
Income taxes (recoveries)
Current and future (2.34) (1.21) (0.08) 11.08 (0.68) (1.00)
Tax Rate 5.4% 4.4% 0.7% -222.2% -7.4% -10.5%

Income/(loss) before non controlling interest (46.06) (28.94) (11.80) 6.09 8.47 8.47

Non-controlling interest 0.26 0.02 (0.00) (0.01) (0.01) (0.00)

Net earnings (45.80) (28.91) (11.80) 6.08 8.46 8.46
Other comprehensive income
Cumulative foreign currency translation adjustment 0.00 0.00 0.00 0.00 0.00 0.00
Hedge of net investment, net of tax 0.00 0.00 0.00 0.00 0.00 0.00
Derivatives designated as cash flow hedges, net of tax 0.00 0.00 0.00 0.00 0.00 0.00
Comprehensive income (45.80) (28.91) (11.80) 6.08 8.46 8.46

Special items 0.00 0.00 0.00 0.00 0.00 0.00
Net earning Reported (45.80) (28.91) (11.80) 6.08 8.46 8.46

Basic EPS (1.55) (0.96) (0.35) 0.15 0.19 0.19
Diluted EPS - Recurring (1.55) (0.96) (0.32) 0.15 0.19 0.19
Diluted EPS (1.55) (0.96) (0.32) 0.15 0.19 0.19  

Source: Company data, Morgan Stanley Research estimates 
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Exhibit 2 
InterOil Statement of Cash Flows (2006-2011E) 

Cash Flow Statement $MM 2006 2007 2008 2009E 2010E 2011E
Operating activities
Net income (45.80) (28.91) (11.80) 6.08 8.46 8.46
Adjustments for non-cash and non-operating transactions

Non-controlling interest (0.26) (0.02) 0.00 0.01 0.01 0.00
Depreciation and amortization 12.35 13.02 14.14 14.32 14.35 14.40
Future income tax asset 1.33 (1.60) (0.20) (13.84) 0.00 0.00
Fair value adjustment on IPL PNG Ltd. Acquisition 0.00 (0.37) 0.00 0.00 0.00 0.00
(Gain) / Loss on sale of plant and equipment 0.26 0.27 (0.02) 0.00 0.00 0.00
Gain on sale of exploration assets 0.00 0.00 (11.24) (7.36) 0.00 0.00
Amortization of discount on debentures liability 0.03 0.00 1.92 1.21 0.00 0.00
Amortization of deferred financing costs 0.22 0.42 0.26 0.22 0.00 0.00
Gain on unsettled hedge contracts (0.07) (0.05) 0.85 (0.85) 0.00 0.00
Timing difference between derivatives recognised and settle (1.22) 3.77 (17.03) 15.07 0.00 0.00
Stock compensation expense 1.98 6.06 5.74 8.29 0.00 0.00
Inventory revaluation 0.00 0.00 8.38 0.14 0.00 0.00
Non-cash interest on secured loan facility 2.93 6.14 2.19 0.00 0.00 0.00
Non-cash interest settlement on preference shares 0.00 0.00 0.37 0.00 0.00 0.00
Non-cash interest settlement on debentures 0.00 0.00 2.62 2.35 0.00 0.00
Oil and gas properties expensed 7.82 14.55 1.10 0.21 0.00 0.00
Loss/(gain) on proportionate consolidation of LNG project 1.85 (4.18) (0.81) 32.43 0.00 0.00
Unrealized foreign exchange gain (4.74) (5.08) (3.73) (0.57) 0.00 0.00
Other 0.76 0.57 0.00 0.00 0.00 0.00
Preference share transaction costs 0.00 0.39 0.00 0.00 0.00 0.00

Change in operating working capital
Decrease/(increase) in trade receivables (6.66) 6.66 18.68 (9.52) 10.66 (24.96)
(Decrease)/increase in unrealised hedge gains 0.00 0.00 0.90 (0.90) 0.00 0.00
Decrease/(increase) in other assets and prepaid expenses 0.00 (2.70) 0.59 (2.95) 5.67 (0.40)
(Increase)/decrease in inventories 2.64 (6.03) (3.19) 12.23 6.96 (31.20)
Increase/(decrease) in accounts payable, accrued liabilities 28.77 (34.53) 5.85 (12.07) 102.03 49.77

Cash flow - operating activities 2.19 (31.62) 15.59 44.50 148.13 16.09

Investing activities
Expenditure on oil and gas properties (49.66) (69.09) (63.89) (91.79) 0.00 0.00
Proceeds from IPI cash calls 0.00 21.78 18.32 15.41 0.00 0.00
Expenditure on plant and equipment (13.59) (7.29) (5.17) (11.78) 0.00 0.00
Proceeds received on sale of assets 3.77 0.07 0.31 0.00 0.00 0.00
Proceeds received on sale of exploration assets 0.00 0.00 6.50 0.00 0.00 0.00
Acquisition of subsidiary (25.82) (3.33) 0.00 0.00 0.00 0.00
(Increase)/decrease in restricted cash held as security on borr (15.86) 10.13 (3.90) (3.02) 0.00 0.00
(Decrease)/increase in accounts payable and accrued liabilitie 2.41 6.35 0.44 5.62 0.00 0.00
Other 0.00 7.00 0.00 0.00 0.00 0.00
Allocation of oil and gas properties expenditure applied agains 1.67 0.00 0.00 0.00 0.00 0.00
Cash flow - investing activities (97.07) (34.37) (47.39) (85.57) 0.00 0.00

Financing activities
Proceed /Repayments of secured loan (4.50) (4.50) (9.00) (9.00) 0.00 0.00
Borrowings / Repayments of bridging facility, net of transaction 103.84 (0.10) (70.00) 0.00 0.00 0.00
Proceeds from PNG LNG cash call 0.00 9.45 9.45 0.00 0.00 0.00
Repayment of deferred financing fees 0.00 (0.36) 0.00 0.00 0.00 0.00
Proceeds from Clarion Finanz for Elk option agreement 0.00 5.92 5.50 3.58 0.00 0.00
Proceeds from Petromin for Elk participation agreement 0.00 0.00 4.00 6.44 0.00 0.00
(Repayments of)/proceeds from working capital facility (33.85) 29.63 2.29 (44.17) 0.00 0.00
Proceeds from issue of common shares/conversion of debt, n 1.47 23.82 (0.10) 81.70 0.00 0.00
Proceeds from issue of debentures, net of transaction costs 0.00 0.00 94.78 0.00 0.00 0.00
Proceeds from preference shares, net of transaction costs 0.00 14.25 0.00 0.00 0.00 0.00
Other 0.00 0.00 0.00 0.00 0.00 0.00
Proceeds from conversion of warrants 0.00 0.07 0.00 0.00 0.00 0.00
Cash flow - financing activities 66.96 78.17 36.91 38.55 0.00 0.00

Foreign exchange gain/(loss) / Adjustment for restatement (0.00) 0.00 0.00 0.00 0.00 0.00

Increase in cash and cash equivalents (27.92) 12.18 5.11 (2.52) 148.13 16.09
Beginning cash 59.60 31.68 43.86 48.97 46.45 194.58
Ending cash 31.68 43.86 48.97 46.45 194.58 210.67  

Source: Company data, Morgan Stanley Research estimates 
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Exhibit 3 
InterOil Balance Sheet (2006-2011E) 

Balance Sheet Statement $MM 2006 2007 2008 2009E 2010E 2011E
Assets
 Current Assets
   Cash and Cash equivalents 31.68 43.86 48.97 46.45 194.58 210.67
   Cash restricted 29.30 22.00 25.99 22.70 22.70 22.70
   Trade / other receivables 67.54 63.15 42.89 61.19 50.54 75.49
   Commodity derivative contracts 1.76 0.00 31.34 0.00 0.00 0.00
   Other assets 2.95 0.15 0.17 0.64 0.64 0.64
   Inventories 67.59 82.59 83.04 70.13 63.17 94.37
   Prepaid Expenses 0.88 5.10 4.49 6.96 1.29 1.69
Total Current Assets 201.71 216.85 236.88 208.07 332.92 405.56
 Non-current
    Cash restricted 3.22 0.38 0.29 6.61 6.61 6.61
    Deferred financing cost 1.72 0.00 0.00 0.00 0.00 0.00
    Goodwill 0.00 0.00 0.00 6.63 6.63 6.63
    PP&E, Net 242.64 232.85 223.59 221.05 206.70 192.30
   Oil and gas properties 54.52 84.87 128.01 172.48 172.48 172.48
   Other assets 0.00 0.00 0.00 0.00 0.00 0.00
    Future income tax benefit 1.42 2.87 3.07 16.91 16.91 16.91
Total  Assets 505.24 537.82 591.84 631.75 742.25 800.49

Liabilities
 Current liabilities
   Accounts payable and accrued liabilities 76.10 60.43 78.15 59.37 161.40 211.17
   Commodity derivative contracts 0.00 1.96 0.00 0.00 0.00 0.00
   Working capital facility 36.87 66.50 68.79 24.63 24.63 24.63
   Deferred hedge gain 0.00 0.00 0.00 0.00 0.00 0.00
   Current portion of secured loan 13.50 136.78 9.00 9.00 9.00 9.00
   Current portion of indirect participation interest 0.73 1.08 0.54 0.54 0.54 0.54
   Other 6.55 0.00 0.00 0.00 0.00 0.00
Total Current Liabilities 133.75 266.75 156.48 93.54 195.57 245.34

   Accrued financing costs 1.09 0.00 0.00 0.00 0.00 0.00
   Secured loan 184.17 61.14 52.37 43.59 43.59 43.59
   8% subordinated debenture liability 0.00 0.00 65.04 0.00 0.00 0.00
   Preference share liability 0.00 7.80 0.00 0.00 0.00 0.00
   Deferred gain on contributions to LNG project 0.00 9.10 17.50 13.08 13.08 13.08
   Indirect participation interest 96.86 96.09 72.48 38.72 38.72 38.72
   Indirect participation interest - PNGDV 1.19 0.84 0.84 0.84 0.84 0.84
   Other 0.00 0.00 0.00 0.00 0.00 0.00
   Total Long Term Liabilities 283.31 174.97 208.22 96.23 96.23 96.23

Non controlling interest 5.76 0.00 0.01 0.01 0.02 0.03

Stockholders' Equity
 Share capital 233.89 259.32 373.90 613.36 613.36 613.36
 Preference shares 0.00 6.84 0.00 0.00 0.00 0.00
 8% subordinated debentures 0.00 0.00 10.84 0.00 0.00 0.00
 Contributed surplus 4.38 10.34 15.62 21.30 21.30 21.30
 Warrants 2.14 2.12 2.12 0.00 0.00 0.00
 Accumulated Other Comprehensive Income 1.49 6.03 27.70 8.15 8.15 8.15
 Conversion options 20.00 19.84 17.14 13.27 13.27 13.27
 Accumulated deficit (179.48) (208.39) (220.19) (214.10) (205.64) (197.18)
Total Shareholder Equity 82.42 96.10 227.13 441.98 450.44 458.90
Total liabilities and Stockholders' Equity 505.24 537.82 591.84 631.75 742.25 800.49  

Source: Company data, Morgan Stanley Research estimates 
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Morgan Stanley ModelWare is a proprietary analytic framework that helps clients 
uncover value, adjusting for distortions and ambiguities created by local accounting 
regulations. For example, ModelWare EPS adjusts for one-time events, capitalizes operating 
leases (where their use is significant), and converts inventory from LIFO costing to a FIFO 
basis. ModelWare also emphasizes the separation of operating performance of a company 
from its financing for a more complete view of how a company generates earnings. 
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Industry Coverage:Integrated Oil 

Company (Ticker) Rating (as of)Price* (03/26/2010)

Evan Calio 
Chevron Corporation (CVX.N) O (07/14/2009) $74.43
ConocoPhillips (COP.N) E (07/14/2009) $51.02
Exxon Mobil Corporation (XOM.N) E (07/14/2009) $66.54
Hess Corporation (HES.N) O (11/20/2009) $59.67
InterOil Corporation (IOC.N) O (09/18/2009) $62.01
Marathon Oil Corporation (MRO.N) U (07/14/2009) $30.84
Murphy Oil Corporation (MUR.N) E (07/14/2009) $53.43
Occidental Petroleum (OXY.N) O (01/28/2010) $81.73

Stock Ratings are subject to change. Please see latest research for each company. 
* Historical prices are not split adjusted. 
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	 No Change to Our Investment Case: Sorting Through the Noise  
	The Real Investment Debate.  Most stocks have key investment debates and identifying them is the cornerstone of Morgan Stanley’s research product.  We believe the primary investment debate concerning IOC is whether they will be able to execute their upstream sell-down and enter into an LNG and condensate agreement on attractive terms.  We believe, as dramatic as Friday’s sell-off was, that the primary driver relates to a collateral issue to the key investment debate and does not affect our views.  We expect IOC’s stock to remain in $62-72 trading range until either deal is executed.  We also expect the condensate deal will occur first, and it will drive the stock into a new trading range ($72-85) and execution of an LNG deal will move the stock over $100, the level depending on the deal terms.  Those levels are based upon our calculation of the NPV impact.  If no deals are completed in 2010, IOC will trade lower, yet asset value should provide support at a much higher than prior floors (i.e. distressed gas sale comps).  Based on the relative attractiveness and economics of the IOC’s assets, we believe they will attract LNG/condensate partners at attractive prices and these partnerships will transform the company and unlock material value.  See InterOil: Pullback Represents Buying Opportunity Supported by Gas and Condensate Value (February 2, 2010).  Recent transactions in Australia, highlighted below, support our views.
	Other Negative Claims.  Several other negative claims have been made and we continue to believe they are not material: 
	(1) No Reserves.  IOC has audited contingent resource estimate from GLJ resources.  GLJ audits many Canadian companies, such as Suncor.  GLJ’s gross resource estimate is estimated on a Low (90% probability), Best (50% probability), and High (10% probability) scenario.  As of 12/31/09, GLJ’s High case was was1.8MMBOEs (P90), Best case was 1.5MMBOEs (P50) and Low case was 1.15MMBOEs (P10).  We see reasonably tight dispersion among the High and Low cases as reflecting high confidence in the resource.  These estimates also appear consistent with the high net pay and porosity of the Antelope wells.  As is common for stranded gas resources, no reserves are booked under SEC definition until final investment decision (FID) is made on an LNG facility or condensate stripping facility.  When IOC reaches FID on the condensate stripping facility, the liquids can be booked as reserves and when IOC reached FID on an LNG facility, the gas reserves can be booked.  We see the possibility of some reserve bookings in 2010 as one or both LNG/condensate partnerships are signed and with a potential FID on the condensate by 2010 year-end.
	(2) Highly Valued without Production. The company has no production, limited cash flows, and $2.7Bn market capitalization.  On earnings, cash flow or book value basis, the company appears expensive.  Yet, we believe, as is common with many resource companies, an NPV valuation method is appropriate and supports our $120 target price.  Our target price is a 20% discount to the NPV, in addition to a 10-15% risking of the asset.  NAVs and NPVs are very common metrics for valuing E&Ps and many resource companies have valuations in excess of $2Bn and zero cash flow (OGX Petroleo, Cobalt Energy, Ivenhoe Mines, Extract Resources, and MMXResource). 
	(3) Attacks are Left to Credibility.  Media attacked have focused on management credibility (Friday’s highlights of lawsuits included).  We focus on what management has accomplished: (1) purchased, refurbished, and re-located a refinery to PNG that it operates profitably today, (2) discovered 9.2Tcfe of resource in a remote jungle region in PNG with record flowing wells (700mmcf/d) and a remaining 3.9MM acre to explore.  We believe entering the first of two partnerships will also materially enhance management’s credibility.  We also see the addition of Herny Aldorf as a material credibility enhancement.  Henry has developed an LNG facility (EGLNG) and examined IOC’s asset from a Major’s perspective.  Following Antelope 1&2, after following IOC for years, he saw a tremendous opportunity and value and decided joined the LNG project.

	 
	Environment Remains Strong for LNG Deals
	 
	Recent Asian/Australina gas deals provide supportive momentum.  In recent weeks, continued transactional activity in the region has supported our belief in both Asia’s demand for LNG and the value of Australia/PNG regional gas.  Most recently witnessed the Shell/PetroChina acquisition of the remainder of Arrow Energy’s Queensland CSG assets and the CNOOC Gas Sales Agreement (GSA) to purchase gas from BG’s Queensland CSG project along with additional assets. We believe that signs of continued interest, as well as supportive pricing, bode well for the potential for IOC to sign a deal in the coming months.
	Shell/PetroChina – Arrow Energy Acquisition. On March 21, Shell announced that the Board of Directors of Arrow Energy had unanimously supported the acquisition of the remainder of Arrow Energy’s shares by a JV composed of Shell and PetroChina. Previously, in June 2008, Shell had acquired an initial 30% stake in Arrow Energy’s upstream permits to jointly develop its Queensland Coal Seam Gas (CSG) acreage. 
	CNOOC-BG Gas Sales Agreement. On March 24, BG announced that it had signed the largest LNG contract between Australia and China, with CNOOC agreeing to purchase 3.6 mmtpa of LNG for 20 years, with a value ranging from $40 Bn to $80 Bn, depending on the price of crude oil. The gas will be supplied from BG’s Queensland CSG to LNG project. As part of the deal, CNOOC will also acquire a 10% interest in the first LNG train as well as a 5% interest in some Queensland gas fields valued at $270 million. Despite the ongoing concern regarding oil-linkage in LNG contracts going forward, this deal in another reminder that for now, pricing remains supportive. While the equity LNG interest and uncertainties in the contract terms make it difficult to determine the exact pricing assumed under the gas sales contract, the quoted values would imply an LNG sales price of between $10.87/mcf and $21.75/mcf, depending on the price of oil.



