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Material Catalysts Approach: 
FLNG Adds Upside Potential 
 

Investment thesis:   We believe that 2H10 is loaded 
with material catalysts that will drive relative out 
performance similar to 2H09.  The lack of a final deal 
(condensate and LNG) has weighed on the stock YTD 
and we believe execution of various potential deals for 
IOC will drive material convergence on our $120 target 
price.  While challenging to predict exact timing, we 
believe there is a high probability for catalysts in 3Q10 
and most of the idiosyncratic catalysts we outline by 
2010 YE.  We reiterate our Overweight. 

What's new: timing and FLNG.  We believe material 
and positive catalysts will begin in 3Q10 and it is time to 
position in front of these catalysts.  In addition, we are 
adding a Floating Liquefied Natural Gas (“FLNG”) 
partnership worth an additional $10-31 per share to our 
list of 2010 catalysts.  While IOC began discussing this 
option earlier in 2010, Petromin announced last week 
that it entered into a partnership with a group including 
Daewoo, to explore FLNG. While FLNG is still in early 
stages of acceptance, we believe it is an economic 
solution and could add additional value to our NAV.  
FLNG also is a lower risk potential as other third parties 
assume 100% of the vessel construction costs and 
financing risks. 

What’s next: here come the catalysts. 2H10 catalyst 
include (in order of materiality): (1) upstream sell-down 
(8-24% of Antelope field); (2) FID and finalized 
condensate agreement with partner, Mitsui (with 
potential options for additional facilities), (3) FLNG 
partnership, (4) resource uplift in connection with 2010 
drilling (Antelope 2 sidetrack and Antelope 3); and (5) 
delineation of several new prospects to explore once 
fully financed, post-sell down.  Today, we added the 
signing of an FLNG partnership to the list of catalysts 
that we expect in 2010.  Predicting exact times 
associated with these catalysts is challenging yet we 
expect some of these events to occur in this quarter 
(3Q10) and most by year-end. 

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. 
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InterOil Corp. (IOC, $53.67, 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 Partnership 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  
$45 

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 2010 to develop LNG 
facility and monetize its natural gas and 
associated liquids. 
• Trading at over a 55% discount to 
NAV (NAV omits any value for oil 
resource or FLNG monetization and 
limited value for 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  
• Antelope-2 side track.  Mid/Late 
August 2010. 
• Antelope-3 results expected in 4Q 
2010. 
• LNG Partnership/upstream sell 
down expected in 2H10 (fully fund 
development and future exploration). 

• FLNG partnership, potentially 
2H10.  

• FID of condensate facility with 
partner, Mitsui.  2H10  

• Resource Upside.  As drill 
additional Antelope wells we expect 
de-risking more resource, providing 
material upside to current 9.2Tcfe of 
resource. 

• Identification of new exploration 
prospects.  2H10 

 

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 JVs.  IOC is 
unlikely to be able to finance 
LNG/condensate development and its 
continued exploration program w/o 
partners. 
• PNG risks.  100% of IOC’s 
operating assets are located in PNG. 
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Investment Case 
Summary Investment Conclusions.   We believe that 2H10 
is loaded with material catalysts that will drive relative out 
performance similar to 2H09.  The lack of a final deal 
(condensate and LNG) has weighed on the stock YTD and we 
believe execution of various potential deals for IOC will drive 
material convergence on our $120 target price.  While 
challenging to predict exact timing, we believe there is a high 
probability for catalysts in 3Q10 and most of the idiosyncratic 
catalysts we outline by 2010 YE.   

FLNG Potential.  An FLNG option is in addition to a two train 
planned on-shore facility and we believe with IOC will have 
sufficient resource to support both.  We believe 11tcf of gas is 
sufficient to support two 4MTPA LNG trains and a 1.7-3.0 
MTPA FLNG vessel.  We expect to IOC to report close to 11tcf 
of gas in its 12/31/10 resource estimate (vs. 8.2tcf of gas as of 
12/31/09) with upside to 8.2tcfe also based upon 3-5 years of 
exploration before first gas is delivered to an LNG facility.    
FLNG offers lower risk as a third party will likely assume 
construction, delivery, and financing risks.  We believe 
shipyards are incented to drive FLNG to improve yard 
utilization and capture market share of an emerging industry 
and, thus, will finance construction.  FLEX LNG’s (not covered) 
agreement with Samsung is the template for this structure and 
a potential partner to IOC where Samsung delivers and 
finances FLNG construction (ex-hull costs) and FLEX LNG 
operates.  We believe the consortium that signed with Petromin 
last week has a similar structure.  FLNG applied technology is 
new, yet much like FPSO applications in the mid-1970s, we 
believe it is a viable and economic solution and will see 
commercial application and material growth over the next 
decade.  IOC could be on the leading edge of FLNG application 
in accelerating monetization and in addition to its planned 
on-shore facility. 

Petromin is exploring the FLNG option.  Petromin, PNG’s 
national oil, gas and mineral company, announced on July 13th 
2010 that it entered into a co-operative development 
agreement (“CDA”) with two international partners to 
investigate the prospects of introducing LNG Floating 
Production Storage and Offloading technology to PNG.  The 
partners are DSME E&R, a subsidiary of Daewoo Shipbuilding 
and Marine Engineering of South Korea, and Hoegh LNG of 
Norway.  The CDA provided for a tripartite partnership among 
these companies to carry out a joint study to determine the 
technical and economic viability of developing the gas reserves 
of Papua New Guinea using LNG FPSO technology for any 
gas owners in the Gulf of Papua, “including the ELK/Antelope 
LNG project.”  HLNG and DSME have over several years 

developed LNG FPSO technology.  The vessel and the 
processing systems will be constructed at the DSME shipyard 
in South Korea; first cargo is anticipated for mid to late 2014 if a 
final investment decision is made by December 31 this year.  
We believe this could be a similar time-line if FLEX LNG was 
chosen as an FLNG partner.   The processing facility, which 
would be capable of producing up to 3MTons of LNG annually, 
will be located in the Gulf of Papua in the Gulf Province.  
 
FLNG is consistent with recent IOC disclosures.  IOC’s 
annual shareholder presentation in June references a potential 
FLNG (3mtpa) monetization with first gas in 2013/2014 (page 
34).  The FLNG option first appeared in a Pacific LNG April 21, 
2010 presentation (slide 15).  Discussion of FLNG appeared 
publically in January soon after Henry Aldorf joined the Pacific 
LNG team.  IOC’s exploration of an FLNG option is consistent 
with other operators in PNG where Talisman is studying the 
option and Rift (acquired by Talisman) had signed a heads of 
agreement for FLNG with FLEX LNG. 
 
What is FLNG.  FLNG is offshore LNG producing vessel that 
represents the integration of three different industries, offshore 
LNG, LNG shipbuilding, and oil FPSO production.   There are 
no FLNG vessels in operation today; however, Shell is 
currently developing a vessel and several other shipbuilders 
have entered consortium to develop this emerging industry.  
Petromin’s Consortium, Shell (Prelude FLNG) and FLEX LNG 
are three parties closest to FID on FLNG and a myriad of other 
companies have expressed interest.  Shell is currently in FEED 
for Prelude with an FID decision expected in 2011 with 2015 
delivery.  FLEX and the Petromin consortiums could be on a 
faster track (2014 delivery) if they sign agreement with 
upstream operator and gas offtaker.    We see parallels to 
FPSO production for oil where the first FPSO was pioneered by 
Shell in 1976 (Castellion field in Spain) and today over 90 
FPSOs are in operation around the world with capacity up to 
250kbpd each.  Planned FLNG capacity sizes range 1.7MTPA 
to 5.0MTPA depending upon the design.  The FPSO is moored 
offshore and connected to onshore production and, depending 
upon designed buffer storage, is offloaded every 5-10 days into 
an LNG tanker and delivered to end-markets.  FLNG is most 
suitable for regions with fewer typhoons and hurricanes with 
calm seas yet can be constructed with disconnect mooring and 
riser options to be moved, if warranted.   

Why FLNG makes sense for IOC and PNG.  In our view, 
FLNG is very good fit for IOC and PNG for five reasons: (1) 
better economics as FLNG is likely less expensive on a per ton 



 

 
 4 

 
 

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

July 23, 2010 
InterOil Corporation 

of capacity basis (~$600-800 per TPA capacity vs. 
~$1,000-2,000 per tpa capacity for land-based LNG); (2) 
limited capital required as shipyards positioning for future 
growth and providing the capital where both IOC and Petromin 
have limited capital; (3) earlier cash flows by 1-2 years vs. first 
land based LNG train (2014 vs. 2015); (4) IOC has sufficient 
gas resource in Antelope with upside closer to 11Tcf of gas by 
year-end and almost 4MM acres that’s prospective; and (5) risk 
takers (independents) are more likely to be early adopters of 
new technology.  Additionally, FLNG objections are often cited 
at the state level as the state is focused on the positive 
economic impact from a land based LNG construction versus 
FLNG that is built in another domicile.  In PNG, the state is 
exploring a FLNG as an additional option and with XOM’s 
facility under construction and IOC’s planned facility providing 
a positive domestic impact, we do not expect PNG objection.  
Both land-based LNG projects would be the largest 
infrastructure projects in the history of PNG.  

Potential Valuation Impact.  While there are no details at this 
stage, we have analyzed the general FLNG structures and 
costs (capex, opex, boil-offs, and return requirements) from 
FLEX LNG and other industry sources.  If we assuming $85 oil 
and 14% slope pricing on gas, we see ~$20 per share of 
incremental value on a 1.7TPA train and ~$31 on a 3MTPA 
FLNG vessel.   Exhibits 1 and 2 show the potential ranges of 
value.  The NPV is dependant on the off-take agreement (how 
linked to oil) and how the economics are shared among the 
upstream and FLNG operators.  On the FLNG charges, we 
assume a $2.50 per mcfe (in addition to $3.25 FLNG cost) toll 
to the FLNG operator yet it could be structured as shared 
upstream economics.  On the off-take, it is interesting to note 
that both potential shipyard partners are Korean companies 
and KoGAS, the Korean natural gas company, is the largest 
LNG import company in the world who just last week agreed to 
acquire 5% of CVX’s Wheatstone facility and take 4.9Mtpa of 
gas from that project.  We believe there are nationalistic 
considerations to retaining a leading edge in the FLNG market.

 

Exhibit 1 
Floating LNG Model Base Case Output 
Year 2012 2013 2014 2015 2016 2033

Floating LNG Segment 2016-33 NPV Time Space

Sale price gas (mcfe) 11.31 11.31 11.31 11.31
Annual gas production (MTPA) 0 1.70 1.70 1.70 1.70
Gas production (daily)(bcf/d) 0.23 0.23 0.23 0.23
Days 365.00 365.00 365.00 365.00
Gas per annum (bcfe) 82.79 82.79 82.79 82.79
Total revenue ($MM) 935.94 935.94 935.94 935.94
Floating LNG tolling cost  ($/mmbtu) 0 3.25 3.25 3.25 3.25
Operator charge ($/mcf) 0.5 2.50 2.50 2.50 2.50
Transportation cost ($mm) 19.38 19.38 19.38 19.38

Upstream Expenses 476.04 476.04 476.04 476.04
Lifting & Operating Expense ($mm) 0.7 57.95 57.95 57.95 57.95
Total cost & expenses ($mm) 553.38 553.38 553.38 553.38
Margin per (mcfe) 4.62 4.62 4.62 4.62
Net EBITDA 382.57 382.57 382.57 382.57
After tax 30% 267.80 267.80 267.80 267.80
% Interest 58%
Additional costs (Capex for undersea pipelines) ($mm) 150 -75 -75 155.32 155.32 155.32 155.32

-61.983471 -56.34861 106.086724 96.4424764 87.6749786 17.3460271
Transportation Assumptions NPV ($MM) $875.16

Day rate ($mm) 0.038 Per share $20
Days 365
Sailing days 18
Cargo (m tons) 0.06
Total gas (MTPA) 1.70
Cargos 28
Total days 510
Total cost ($mm) 19.38  

Source: Company data, Morgan Stanley Research 
Exhibit 2 
 
Potential Floating LNG incremental value upside 

Crude oil price $/bbl $75 $75 $85 $85
Annual gas production (MTPA) 1.7 3.0 1.7 3.0
FLNG total cost ($/mcfe) 5.75 6.50 5.75 6.50
NPV per share $10 $13 $20 $31

Bear Case Base Case

 
Source: Company data, Morgan Stanley Research 
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Catalyst Rich 2H2010.   2H10 catalysts include (in order of 
materiality): (1) upstream sell-down (8-24% of Antelope field); 
(2) FID and finalized condensate agreement with partner, 
Mitsui (with potential options for additional facilities); (3) FLNG 
partnership; (4) resource uplift in connection with 2010 drilling 
(Antelope 2 sidetrack and Antelope 3); and (5) delineation of 
several new prospects to explore once fully financed, post-sell 
down.  Today, we added the signing of an FLNG partnership to 
the list of catalysts that we expect in 2010.  Predicting exact 
times associated with these catalysts is challenging yet we 
expect some of these events to occur in this quarter (3Q10) 
and most by year-end.  We believe the lack of a final deal 
(condensate and LNG) has weighed on IOC’s stock YTD 
and we believe execution of various potential deals for 
IOC will drive material convergence on our $120 target 
price. 

Additional Note: Petromin signed an agreement with 
Mitsui on July 2nd.  Petromin signed an MOU on July 2, 2010 
in Port Moresby with Mitsui & Co Ltd, Japan’s major trading 
company, to undertake feasibility studies designed to identify 
and establish new PNG businesses based on the country’s gas 
resources.  Petromin Managing Director and CEO, Joshua 
Kalinoe and Mr Shintaro Ambe, Managing Officer of Mitsui’s 
Infrastructure Projects Business Unit said in a joint statement 
that Petromin and Mitsui want to see downstream businesses 
established which will create long term employment 
opportunities for Papua New Guineans.  We believe this 
further supports IOC’s partnership with Mitsui whose 
actions appear to imply a much broader intent than simply 
a 10% return on a single condensate striping facility. 
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Exhibit 3 
NAV model output 
Year 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2039(1)

Commodity Price Assumption
Liquids

WTI ($/bbl) 85.00         85.00             85.00         85.00         85.00         85.00         85.00         85.00         85.00         85.00         85.00         85.00         
Brent ($bbl) 85.00         85.00             85.00         85.00         85.00         85.00         85.00         85.00         85.00         85.00         85.00         85.00         
JCC ($/bbl) 80.75         80.75             80.75         80.75         80.75         80.75         80.75         80.75         80.75         80.75         80.75         80.75         
Differential ($/bbl) 3.40           3.40               3.40           3.40           3.40           3.40           3.40           3.40           3.40           3.40           3.40           3.40           
Condensate Realization ($/bbl) 88.40         88.40             88.40         88.40         88.40         88.40         88.40         88.40         88.40         88.40         88.40         88.40         

Natural Gas
Natural Gas Realization ("S curve")($/mcfe) 11.31         11.31             11.31         11.31         11.31         11.31         11.31         11.31         11.31         11.31         11.31         11.31         
Natural Gas Realization ("S curve")($/bbl) 67.83         67.83             67.83         67.83         67.83         67.83         67.83         67.83         67.83         67.83         67.83         67.83         
Discount to crude (%) 20.20% 20.20% 20.20% 20.20% 20.20% 20.20% 20.20% 20.20% 20.20% 20.20% 20.20% 20.20%

Antelope/Elk NGLs DCF
Total Condensate Recoverable (MM/bbls) 156.50                             
Liquids Flowing per MMcfd (bbls per MM) 19.13                               
Total Capex ($MM)

Drilling capex (90.00)
Facility capex (95.00)

Production/Day (mbpd) 9.00 -             -                 -             9.00           9.00           9.00           9.00           9.00           9.00           9.00           9.00           9.00           
Production/Year (MMbbls) -             -                 -             3.29           3.29           3.29           3.29           3.29           3.29           3.29           3.29           3.29           
Cumultive Production -             -                 -             3.29           6.57           9.86           13.14         16.43         19.71         23.00         26.28         91.98         
Production/Year Recoverable (MMbbls) -             -                 -             3.29           3.29           3.29           3.29           3.29           3.29           3.29           3.29           3.29           

Revenues ($MM) -             -                 -             290.39       290.39       290.39       290.39       290.39       290.39       290.39       290.39       290.39       
Royalty($MM) 2.00% -             -                 -             (5.81)          (5.81)          (5.81)          (5.81)          (5.81)          (5.81)          (5.81)          (5.81)          (5.81)          
Operating Costs (LOE)($MM) $5.00 -             -                 -             (16.43)        (16.43)        (16.43)        (16.43)        (16.43)        (16.43)        (16.43)        (16.43)        (16.43)        
G&A ($MM)(allocation) $0.00 -             -                 -             -             -             -             -             -             -             -             -             -             

EBIT -             -                 -             268.16       268.16       268.16       268.16       268.16       268.16       268.16       268.16       268.16       
Total Equity Capex ($MM) (20.00)        (67.50)            (67.50)        -             (10.00)        -             -             (10.00)        -             -             (10.00)        -             

Facility Capex ($MM) -             (47.50)            (47.50)        -             -             -             -             -             -             -             -             -             
Drilling Capex ($MM) (20.00)        (20.00)            (20.00)        -             (10.00)        -             -             (10.00)        -             -             (10.00)        -             

Total Debt Financed Capex ($MM) -             (285.00)          -             -             -             -             -             -             -             -             -             -             
EBIT less capex ($MM) (20.00)        (67.50)            (67.50)        268.16       258.16       268.16       268.16       258.16       268.16       268.16       (26.84)        268.16       
Interest ($MM) -             (6.41)              (12.83)        (12.83)        (12.83)        (12.83)        (12.83)        (12.83)        (12.83)        (12.83)        -             -             
NOLs (at YE) (20.00)        (87.50)            (155.00)      -             -             -             -             -             -             -             (26.84)        -             

Taxable post NOLs (20.00)        (87.50)            (155.00)      113.16       258.16       268.16       268.16       258.16       268.16       268.16       (26.84)        268.16       
Taxes ($MM) 30.00% -             -                 -             (33.95)        (77.45)        (80.45)        (80.45)        (77.45)        (80.45)        (80.45)        -             (80.45)        
Total Free Cash Flow $MM) (20.00)        (73.91)            (80.33)        221.39       167.89       174.89       174.89       167.89       174.89       174.89       (26.84)        187.71       

IOC FCF ($MM) 58.56% (11.71)        (43.28)            (47.04)        129.65       98.32         102.42       102.42       98.32         102.42       102.42       (15.72)        109.93       
IOC FCF (post sell-down)($MM) 34.56% (6.91)          (25.54)            (27.76)        76.51         58.02         60.44         60.44         58.02         60.44         60.44         (9.28)          64.88         

Debt Balance (beginning period)($MM) -             -                 (285.00)      (285.00)      (285.00)      (285.00)      (285.00)      (285.00)      (285.00)      (285.00)      (285.00)      -             
Debt paydown ($MM) -             -                 -             -             -             -             -             -             -             -             285.00       -             
Debt Balance (ending period)($MM) -             (285.00)          (285.00)      (285.00)      (285.00)      (285.00)      (285.00)      (285.00)      (285.00)      (285.00)      -             -             

NPV-10 Total ($MM) $1,077.51
NPV IOC (pre-selldown)($MM) $477.00
NPV IOC (post-selldown)($MM) $281.51
Total Shares Outstanding (MM) 43.77
NPV/share (pre-selldown)($ per shares) $10.90
NPV/share (post-selldown)($ per shares) $6.43  

Source: Company data, Morgan Stanley Research 
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Exhibit 4 
NAV model output 
Year 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2039(1)

Antelope/Elk Natural Gas DCF 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2039(1)

Total Gas Recoverable (Bcf) 8,180.00                          
Gas Pocessed/Day (MMcf/d) 1070.00 -             -                 -             -             -             1,070.00    1,070.00    1,070.00    1,070.00    1,070.00    1,070.00    1,070.00    
Gas Processed/ Year (Bcf) -             -                 -             -             -             390.55       390.55       390.55       390.55       390.55       390.55       390.55       
Cumultive Production (Bcf) -             -                 -             -             -             390.55       781.10       1,171.65    1,562.20    1,952.75    2,343.30    8,180.00    
Production/Year Recoverable (Bfc) -             -                 -             -             -             390.55       390.55       390.55       390.55       390.55       390.55       -             
Revenues ($MM) -             -                 -             -             -             4,415.17    4,415.17    4,415.17    4,415.17    4,415.17    4,415.17    -             
Total Capex ($MM) (270.00) (30.00)        -                 (70.00)        (70.00)        (70.00)        -             -             -             -             -             -             -             

LNG Facility Capex ($MM)(covered in LNG Portion) -             -                 -             -             -             -             -             -             -             -             -             -             
Drilling Capex ($MM) (30.00)        -                 (70.00)        (70.00)        (70.00)        -             -             -             -             -             -             -             

Royalty ($MM) 2.00% -             -                 -             -             -             (88.30)        (88.30)        (88.30)        (88.30)        (88.30)        (88.30)        -             
LNG tarriff ($MM) $2.65 -             -                 -             -             -             (1,034.96)   (1,034.96)   (1,034.96)   (1,034.96)   (1,034.96)   (1,034.96)   -             
Operating Costs (LOE)($MM) $0.35 -             -                 -             -             -             (136.69)      (136.69)      (136.69)      (136.69)      (136.69)      (136.69)      -             
G&A ($MM)(allocation) $0.00 -             -                 -             -             -             -             -             -             -             -             -             -             
EBIT ($MM) (30.00)        -                 (70.00)        (70.00)        (70.00)        3,155.21    3,155.21    3,155.21    3,155.21    3,155.21    3,155.21    -             
Taxes ($MM) 30.00% -             -                 -             -             -             (946.56)      (946.56)      (946.56)      (946.56)      (946.56)      (946.56)      -             
Total Free Cash Flow ($MM) (30.00)        -                 (70.00)        (70.00)        (70.00)        2,208.65    2,208.65    2,208.65    2,208.65    2,208.65    2,208.65    -             

IOC FCF ($MM) 58.56% (17.57)        -                 (40.99)        (40.99)        (40.99)        1,293.40    1,293.40    1,293.40    1,293.40    1,293.40    1,293.40    -             
IOC FCF (post sell-down)($MM) 34.56% (10.37)        -                 (24.19)        (24.19)        (24.19)        763.33       763.33       763.33       763.33       763.33       763.33       -             

NPV-10 Total ($MM) $11,675.66
NPV IOC (pre-selldown)($MM) $5,199.80
NPV IOC (post-selldown)($MM) $3,068.76
Total Shares Outstanding (MM) 43.77
NPV/share (pre-selldown)($ per shares) $118.79
NPV/share (post-selldown)($ per shares) $70.11

LNG Facility DCF
Amount of Gas Pocessed/Day (MMcf/d) -             -                 -             -             -             909.50       909.50       909.50       909.50       909.50       909.50       909.50       
Amount of Gas Pocessed/Year (Bcf) -             -                 -             -             -             331.97       331.97       331.97       331.97       331.97       331.97       -             
Price per Mcfe $2.65 $2.65 $2.65 $2.65 $2.65 $2.65 $2.65 $2.65 $2.65 $2.65 $2.65 $2.65

Revenues ($MM) -             -                 -             -             -             879.71       879.71       879.71       879.71       879.71       879.71       -             
Operating Costs ($MM) 0.20 -             -                 -             -             -             (66.39)        (66.39)        (66.39)        (66.39)        (66.39)        (66.39)        -             
EBIT ($MM) -             -                 -             -             -             813.32       813.32       813.32       813.32       813.32       813.32       -             
Total Capex (equity financed)($MM) -             (375.00)          (562.50)      (562.50)      (375.00)      -             (1.00)          (1.00)          (1.00)          (1.00)          (1.00)          -             

Facility Capex Total ($MM) (7500.00) -             (1500.00) (2250.00) (2250.00) (1500.00) -             -             -             -             -             -             -             
Facility Capex (Equity financed)($MM) (1875.00) -             (375.00)          (562.50)      (562.50)      (375.00)      -             -             -             -             -             -             -             
Facility Capex (Debt financed)($MM) (5625.00) (1,125.00)       (1,687.50)   (1,687.50)   (1,125.00)   
Facility Maintance Capex ($MM) 1.00 -             -                 -             -             -             -             (1.00)          (1.00)          (1.00)          (1.00)          (1.00)          -             

EBIT less Capex ($MM) -             (375.00)          (562.50)      (562.50)      (375.00)      813.32       812.32       812.32       812.32       812.32       812.32       -             
Interest ($MM) (25.31)            (88.59)        (164.53)      (227.81)      (246.80)      (234.14)      (221.48)      (208.83)      (196.17)      (183.52)      -             
Taxes ($MM) 30.00% -             -                 -             -             -             (169.96)      (173.45)      (177.25)      (181.05)      (184.84)      (188.64)      -             

Tax Shield Remaining 200.00 -             -                 -             -             -             30.04         -             -             -             -             -             -             
Taxes Payable -                 -             -             -             -             (204.10)      (221.48)      (208.83)      (196.17)      (183.52)      -             

Debt Paydown -                 -             -             -             (281.25)      (281.25)      (281.25)      (281.25)      (281.25)      (281.25)      -             
Free Cash Flow ($MM) -             (400.31)          (651.09)      (727.03)      (602.81)      285.27       92.83         88.10         113.41       138.73       164.04       -             

IOC FCF ($MM) 69.17% -             (276.88)          (450.33)      (502.85)      (416.94)      197.31       64.21         60.94         78.44         95.95         113.46       -             
IOC FCF (post sell-down)($MM) 11.17% -             (44.69)            (72.69)        (81.17)        (67.30)        31.85         10.36         9.84           12.66         15.49         18.31         -             

Debt Balance (beginning period)($MM) -             (1,125.00)       (2,812.50)   (4,500.00)   (5,625.00)   (5,625.00)   (5,343.75)   (5,062.50)   (4,781.25)   (4,500.00)   (4,218.75)   -             
Debt paydown ($MM) -             -                 -             -             -             281.25       281.25       281.25       281.25       281.25       281.25       -             
Debt Balance (ending period)($MM) -             (1,125.00)       (2,812.50)   (4,500.00)   (5,625.00)   (5,343.75)   (5,062.50)   (4,781.25)   (4,500.00)   (4,218.75)   (3,937.50)   -             

Unlevered Return
EBIT ($MM) -             -                 -             -             -             813.32       813.32       813.32       813.32       813.32       813.32       -             
Total Capex -             (1,500.00)       (2,250.00)   (2,250.00)   (1,500.00)   -             -             -             -             -             -             -             
Interest -             -                 -             -             -             -             -             -             -             -             -             -             
Taxes -             -                 -             -             -             -             (244.00)      (244.00)      (244.00)      (244.00)      (244.00)      -             
Unlevered FCF -             (1,500.00)       (2,250.00)   (2,250.00)   (1,500.00)   813.32       569.32       569.32       569.32       569.32       569.32       -             

NPV-10 Total ($MM) ($402.25)
NPV IOC (pre-selldown)($MM) ($438.90)
NPV IOC (post-selldown)($MM) ($70.85)
Total Shares Outstanding (MM) 43.77
NPV/share (pre-selldown)($ per shares) ($10.03)
NPV/share (post-selldown)($ per shares) ($1.62)
Unlevered Returns from LNG Facility (%) 4.41%
Levered Returns from LNG Facility (%) 7.58%

 
Source: Company data, Morgan Stanley Research 
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Exhibit 5 
NAV model output 
Refining & Marketing 2010 2011 2012 2013 2014 2015

Crude Capacity (kbpd) 36500 36500 36500 36500 36500 36500
Throughput (kbpd) 22454 23999 27375 29200 31025 32850
Utilization 62% 66% 75% 80% 85% 90%
Singapore Crack 4.27 4.48 4.99 5.44 5.44 5.44
Gross Margin 6.36 6.24 5.49 5.98 5.98 5.98
Production Cost ($/bbl) 3.17           2.83               2.60           2.40           2.40           2.40           
Gross Margin Capture Rate 149% 140% 110% 110% 110% 110%
EBITDA ($mm) 40.79         44.69             44.65         53.52         57.12         60.89         

EBITDA Multiple 4.00 5.00 6.00
NAV Valuation $MM (Based on 2010E Multiple) 179 223 321
$ Price Per Share 4.08 5.10 7.34  

Source: Company data, Morgan Stanley Research 
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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* (07/22/2010)

Evan Calio 
Chevron Corporation (CVX.N) O (07/14/2009) $73.44
ConocoPhillips (COP.N) E (07/14/2009) $53.27
Exxon Mobil Corporation (XOM.N) E (07/14/2009) $59.38
Hess Corporation (HES.N) E (07/01/2010) $52.2
InterOil Corporation (IOC.N) O (09/18/2009) $53.67
Marathon Oil Corporation (MRO.N) U (07/14/2009) $32.7
Murphy Oil Corporation (MUR.N) E (07/14/2009) $51.82
Occidental Petroleum (OXY.N) O (01/28/2010) $82.12

Stock Ratings are subject to change. Please see latest research for each company. 
* Historical prices are not split adjusted. 
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	Investment Case
	 
	Summary Investment Conclusions.   We believe that 2H10 is loaded with material catalysts that will drive relative out performance similar to 2H09.  The lack of a final deal (condensate and LNG) has weighed on the stock YTD and we believe execution of various potential deals for IOC will drive material convergence on our $120 target price.  While challenging to predict exact timing, we believe there is a high probability for catalysts in 3Q10 and most of the idiosyncratic catalysts we outline by 2010 YE.  
	FLNG Potential.  An FLNG option is in addition to a two train planned on-shore facility and we believe with IOC will have sufficient resource to support both.  We believe 11tcf of gas is sufficient to support two 4MTPA LNG trains and a 1.7-3.0 MTPA FLNG vessel.  We expect to IOC to report close to 11tcf of gas in its 12/31/10 resource estimate (vs. 8.2tcf of gas as of 12/31/09) with upside to 8.2tcfe also based upon 3-5 years of exploration before first gas is delivered to an LNG facility.    FLNG offers lower risk as a third party will likely assume construction, delivery, and financing risks.  We believe shipyards are incented to drive FLNG to improve yard utilization and capture market share of an emerging industry and, thus, will finance construction.  FLEX LNG’s (not covered) agreement with Samsung is the template for this structure and a potential partner to IOC where Samsung delivers and finances FLNG construction (ex-hull costs) and FLEX LNG operates.  We believe the consortium that signed with Petromin last week has a similar structure.  FLNG applied technology is new, yet much like FPSO applications in the mid-1970s, we believe it is a viable and economic solution and will see commercial application and material growth over the next decade.  IOC could be on the leading edge of FLNG application in accelerating monetization and in addition to its planned on-shore facility.
	Petromin is exploring the FLNG option.  Petromin, PNG’s national oil, gas and mineral company, announced on July 13th 2010 that it entered into a co-operative development agreement (“CDA”) with two international partners to investigate the prospects of introducing LNG Floating Production Storage and Offloading technology to PNG.  The partners are DSME E&R, a subsidiary of Daewoo Shipbuilding and Marine Engineering of South Korea, and Hoegh LNG of Norway.  The CDA provided for a tripartite partnership among these companies to carry out a joint study to determine the technical and economic viability of developing the gas reserves of Papua New Guinea using LNG FPSO technology for any gas owners in the Gulf of Papua, “including the ELK/Antelope LNG project.”  HLNG and DSME have over several years developed LNG FPSO technology.  The vessel and the processing systems will be constructed at the DSME shipyard in South Korea; first cargo is anticipated for mid to late 2014 if a final investment decision is made by December 31 this year.  We believe this could be a similar time-line if FLEX LNG was chosen as an FLNG partner.   The processing facility, which would be capable of producing up to 3MTons of LNG annually, will be located in the Gulf of Papua in the Gulf Province. 
	FLNG is consistent with recent IOC disclosures.  IOC’s annual shareholder presentation in June references a potential FLNG (3mtpa) monetization with first gas in 2013/2014 (page 34).  The FLNG option first appeared in a Pacific LNG April 21, 2010 presentation (slide 15).  Discussion of FLNG appeared publically in January soon after Henry Aldorf joined the Pacific LNG team.  IOC’s exploration of an FLNG option is consistent with other operators in PNG where Talisman is studying the option and Rift (acquired by Talisman) had signed a heads of agreement for FLNG with FLEX LNG.
	Why FLNG makes sense for IOC and PNG.  In our view, FLNG is very good fit for IOC and PNG for five reasons: (1) better economics as FLNG is likely less expensive on a per ton of capacity basis (~$600-800 per TPA capacity vs. ~$1,000-2,000 per tpa capacity for land-based LNG); (2) limited capital required as shipyards positioning for future growth and providing the capital where both IOC and Petromin have limited capital; (3) earlier cash flows by 1-2 years vs. first land based LNG train (2014 vs. 2015); (4) IOC has sufficient gas resource in Antelope with upside closer to 11Tcf of gas by year-end and almost 4MM acres that’s prospective; and (5) risk takers (independents) are more likely to be early adopters of new technology.  Additionally, FLNG objections are often cited at the state level as the state is focused on the positive economic impact from a land based LNG construction versus FLNG that is built in another domicile.  In PNG, the state is exploring a FLNG as an additional option and with XOM’s facility under construction and IOC’s planned facility providing a positive domestic impact, we do not expect PNG objection.  Both land-based LNG projects would be the largest infrastructure projects in the history of PNG. 
	 Potential Valuation Impact.  While there are no details at this stage, we have analyzed the general FLNG structures and costs (capex, opex, boil-offs, and return requirements) from FLEX LNG and other industry sources.  If we assuming $85 oil and 14% slope pricing on gas, we see ~$20 per share of incremental value on a 1.7TPA train and ~$31 on a 3MTPA FLNG vessel.   Exhibits 1 and 2 show the potential ranges of value.  The NPV is dependant on the off-take agreement (how linked to oil) and how the economics are shared among the upstream and FLNG operators.  On the FLNG charges, we assume a $2.50 per mcfe (in addition to $3.25 FLNG cost) toll to the FLNG operator yet it could be structured as shared upstream economics.  On the off-take, it is interesting to note that both potential shipyard partners are Korean companies and KoGAS, the Korean natural gas company, is the largest LNG import company in the world who just last week agreed to acquire 5% of CVX’s Wheatstone facility and take 4.9Mtpa of gas from that project.  We believe there are nationalistic considerations to retaining a leading edge in the FLNG market. 



