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Exploration and Production ____________________________________________  
 
Downgrading IOC to MP3: Story Moves to Tough Execution Phase; Shares 
Near Highs 
 

♦ When we initiated coverage of InterOil five years ago with a Strong Buy, our bullishness 
was based upon the exceptional long-term resource potential of this unique company. 
Since then, InterOil transformed into a profitable refiner and made a massive natural gas 
discovery, and we believe its potential remains solid. That said, we must also acknowledge 
that investors should ready themselves for a "long, hard slog" as InterOil transitions from a 
pure exploration story into more of a commercialization/execution story. On this basis, and 
in view of the stock’s YTD tripling – finishing last week less than 10% below its all-time high 
– we are downgrading InterOil from Strong Buy to Market Perform. 

♦ There is no single fundamental catalyst that prompted this rating change but, rather, our 
growing recognition over the past few months that many InterOil investors are overly 
focused on near-term catalysts without fully recognizing the long-term challenges inherent 
in monetizing the gas that InterOil has discovered. Upstream project development in a 
frontier area like PNG can be an arduous undertaking, with uncertain outcomes and 
timelines that are much more likely than not to be pushed out as work lasts longer than 
expected. None of this is unique to InterOil, of course, but the company's small size, 
concentrated geographic footprint, and limited financial resources (especially against the 
backdrop of its lofty ambitions) elevate the risk profile of its execution relative to larger 
players in a highly competitive global LNG industry.  

♦ For example, it became clear this month that there is opposition within PNG's cabinet to 
InterOil's proposed LNG project – definitely not a crisis in and of itself, but an example of 
political risk InterOil must contend with. Since there is limited visibility on when the project 
agreement will be approved, this could delay the signing of LNG partnerships/monetization 
deals – hence increasing financial risk. Ultimately, we believe the project will be approved, 
but the projected timeline to first LNG production extends at least five years out – to 2014-
2015 – with delays that have been virtually endemic in similar large-scale LNG projects. 
Even the proposed liquids-stripping plant is likely to take at least two years to develop. 

♦ InterOil has recorded substantial achievements in the past two years, including (1) positive 
earnings in four of the past five quarters; (2) a major gas and condensate discovery 
confirmed by two third-party reserve engineering firms; and (3) shedding the bulk of the 
debt from its balance sheet. As InterOil moves into its next growth phase, balancing 
exploration with commercialization efforts, there will undoubtedly be more milestones to 
come. In particular, a commercial oil leg – if and when confirmed – could lead to 
meaningful upstream earnings in the relatively near term. That said, the pending execution 
risks, combined with the hefty recent gains in the stock – within striking distance of our 
updated NAV estimate, detailed on page 2 – lead to our Market Perform rating. 

Non-GAAP  Q1 Q2 Q3 Q4 Full GAAP EPS Revenues 
EPS  Mar Jun Sep Dec Year Full Year (mil.) 

2008A $(0.08) $0.14 $0.20 $(0.96) $(0.63) $(0.32) $920 
Old2009E 0.07A 0.21A 0.06 0.02 0.35 0.38 581 

New2009E 0.07A 0.21A 0.06 0.02 0.35 0.38 581 
Old2010E 0.03 0.10 0.11 0.06 0.30 0.30 784 

New2010E 0.03 0.10 0.11 0.06 0.30 0.30 784 
 

Rows may not add due to rounding and changes in share count. Non-GAAP EPS excludes unrealized hedging 
losses, property impairments, and other extraordinary items.  NAV/Share represents our risked NAV estimate.  

Rating Change __________________________
  Old: Strong Buy 1 New: Market Perform 3
 
Current and Target Price __________________
Current Price(9/18/2009) $41.69
Target Price: NM
52-Week Range $41.90 - $8.90
Suitability High Risk
 
Market Data ____________________________
Shares Out. (mil.) 46.0
Market Cap. (mil.) $1,918
Avg. Daily Vol. (10 day) 839,200
Dividend/Yield $0.00/0.0%
BVPS (06/09) $9.89
LT Debt (mil.)/% Cap. $61/13%
NAV/Share $48.58
 
Earnings & Valuation Metrics ______________

 2008A 2009E 2010E

P/E Ratios (Non-GAAP) 
 NM NM NM
 
EBITDA (mil.) 
Old $(9) $55 $63
New $(9) $55 $63

Cash Flow/Share 
Old $(0.20) $1.30 $0.87
New $(0.20) $1.30 $0.87
 
Company Description _________________________
InterOil Corp. (www.interoil.com) is an oil and gas 
company with operations in Papua New Guinea (PNG). 
InterOil is building a fully integrated energy business 
with four distinct components: upstream, refining, 
liquefied natural gas (LNG), and downstream. The 
company operates PNG's only commercial refinery and 
owns a network of retail and wholesale distribution 
outlets while pursuing an exploration program. 
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NAV Analysis 

As InterOil moves into the execution/exploitation phase in its upstream segment, we are updating our NAV methodology in order to 
provide a clearer picture of the company’s de facto “proved” resource base – realizing, of course, that SEC-defined proved reserve 
bookings will only be brought about following the creation of a formal development plan (i.e., the final investment decision for the 
proposed LNG facility). As such, we are now only taking into account the “low end” (P90 or 90% engineered probability of being 
recovered) of the estimated resource range calculated by GLJ Petroleum Consultants as of year-end 2008, which comes out to 2.32 
Tcf of recoverable gas and 36.7 MMBbls of recoverable condensate. We would underscore that this move in no way reflects 
uncertainty regarding the third-party resource assessment, but rather, we are choosing to place the company on a similar playing 
field as other E&P companies we cover. The updated NAV for InterOil is more directly comparable with the “proved NAV” that we 
calculate for other E&P companies. 

So how does this differ from our prior NAV calculation? We have historically added a risked amount of recoverable gas and 
condensate onto the “low end” resource figure within our NAV estimate. Specifically, we incorporated the difference between the 
“low end” and “best guess” cases provided in the third-party resource estimate – 1.11 Tcf of recoverable gas and 22.6 MMBbls of 
recoverable condensate – and then risked this amount by 50%. As we stated above, we are no longer incorporating this added 
resource value into our NAV calculation, although we are fully aware of the upside potential (discussed in greater detail below).  

All-in, this change to our methodology brings our NAV calculation to $48.58 per share, a reduction of $8.09 per share (shown in the 
tables below). We continue to use a discounted cash flow approach for the refinery and downstream assets, which comes out to a 
value of ~$16 per share. With regard to its resource potential (which we calculate at over $32 per share), our updated NAV 
calculation takes into account the following assumptions:  

o 2.32 Tcf of recoverable gas and 36.7 MMBbls of recoverable condensate (the “low end” of the estimated resource range) 

o $1.00/Mcf reserve valuation for gas and $10.00/Bbl reserve valuation for condensate 

o 56% working interest attributable to InterOil (which assumes full participation from Petromin but doesn’t take into account 
last week’s announced transaction, which upon closing would increase IOC’s interest to roughly 57%)  

Old NAV       New NAV 

572
174

1,868
123

2,737
48
84

NAV of Common, $MM 2,605
NAV/Share $56.67

FD Shares Outstanding, MM 46.0

Source: Company reports, RJ est.

InterOil Corp.

based on 2008 reserve report, partially risked and valued at

Downstream DCF
Resource Potential (Risked)
Working Capital
Net Worth of Assets

Risked Net Asset Value
($ millions)

Midstream DCF

$1.00/Mcf and $10.00/Bbl; cash flow discounted at 10%

"best guess" net resource potential of 1.9 Tcf and 33 MMBbls

Assumptions: RJ's latest long-term oil and gas price forecasts;

Less: Long-Term Debt
Less: Other Liabilities

           

572
174

1,496
123

2,365
48
84

NAV of Common, $MM 2,233
NAV/Share $48.58

FD Shares Outstanding, MM 46.0

Source: Company reports, RJ est.

InterOil Corp.

based on 2008 reserve report, valued at $1.00/Mcf and

Downstream DCF
Resource Potential
Working Capital
Net Worth of Assets

Net Asset Value
($ millions)

Midstream DCF

$10.00/Bbl; cash flow discounted at 10%

"low case" net resource potential of 1.3 Tcf and 20 MMBbls

Assumptions: RJ's latest long-term oil and gas price forecasts;

Less: Long-Term Debt
Less: Other Liabilities

 

 

It is important to underscore that our newly updated NAV calculation – which, again, is designed to be as comparable as possible to 
a proved NAV for more traditional E&P companies – leaves out a significant amount of “option value” upside that could be realized 
in the future. Let us recap what our NAV estimate includes, and more importantly, what it does not include. 

Following InterOil’s first-ever independent reserve report in March, we have been using the year-end 2008 data to calculate 
resource value. Specifically, we now use the “low end” of the resource range for gas and condensate at Elk/Antelope, unrisked. As 
before, we use a discounted cash flow approach for the refinery and downstream assets. Our NAV does not include any of the 
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following: (1) the “high end” (or even the midpoint) of the year-end 2008 resource range; (2) presumed increase in the resource 
estimates subsequent to year-end 2008, notably given the record flow rate from the Antelope-1 well, some of which is likely to be 
reflected in year-end 2009 resource estimates, due to be released next spring; (3) credit for the potential oil leg; (4) credit for the 
asset value premium InterOil may receive as part of its monetization deal(s) with strategic LNG partners; or (5) credit for resource 
potential at prospects other than Elk/Antelope. 

 

 
InterOil Corp.
QUARTERLY INCOME AND CASH FLOW (MILLIONS)

Earnings & Cash Flow 2004 A 2005 A 2006 A 2007 A 2008 A Q1 A Q2 A Q3 E Q4 E 2009 E Q1 E Q2 E Q3 E Q4 E 2010 E

Midstream Revenue $26.3 $356.3 $315.2 $233.9 $358.9 $82.5 $62.3 $45.8 $49.8 $240.3 $50.3 $74.3 $65.8 $81.7 $272.0
Downstream Revenue 62.4 124.9 195.9 391.7 556.7 78.4 85.3 82.6 91.1 337.3 98.0 136.3 123.0 151.9 509.2
Investment Income and Other 0.6 2.4 7.0 4.8 4.1 0.8 0.9 0.8 0.8 3.2 0.8 0.8 0.8 0.8 3.0
Total Operating Revenues $89.3 $483.5 $518.1 $630.4 $919.7 $161.7 $148.5 $129.1 $141.6 $580.9 $149.0 $211.3 $189.5 $234.3 $784.2

Midstream Cost of Goods Sold $30.5 $356.4 $316.0 $204.8 $351.7 $62.8 $48.6 $29.7 $35.6 $176.6 $33.8 $54.9 $45.8 $63.8 $198.3
Downstream Cost of Goods Sold $47.2 $110.9 $183.5 $368.8 $536.9 $73.6 $77.5 $76.1 $84.4 $311.5 $91.0 $129.1 $115.5 $144.2 $479.7
Gross Income 11.5 16.3 18.6 56.8 31.1 25.3 22.5 23.3 21.7 92.8 24.3 27.4 28.2 26.4 106.3
Depr., Depl., & Amortization 0.0 11.0 12.4 13.0 14.1 3.4 3.8 3.7 3.7 14.6 3.7 3.8 3.8 3.8 15.0
Selling, G & A Expenses 13.7 14.7 20.7 39.3 42.8 8.4 10.1 10.5 10.8 39.7 11.0 11.3 11.5 11.8 45.5
Exploration 38.5 11.0 6.2 13.3 1.0 0.2 0.0 1.0 1.0 2.2 2.0 2.0 2.0 2.0 8.0

Operating Income (40.6) (20.4) (20.7) (8.8) (26.8) 13.3 8.6 8.2 6.2 36.3 7.5 10.4 11.0 8.9 37.7

Total Interest Expense 4.9 15.2 20.3 22.7 24.0 4.6 3.6 4.5 4.5 17.3 5.0 5.0 5.0 5.0 20.0
Foreign Exchange and Other 3.6 24.0 2.7 (3.9) (39.0) 5.1 (6.0) 0.0 0.0 (0.9) 0.0 0.0 0.0 0.0 0.0
Income Tax Expense 2.5 2.8 2.3 1.2 0.1 0.9 1.6 0.9 0.9 4.2 1.0 1.0 1.0 1.1 4.0
Non-Controlling Interest (0.0) (0.4) (0.3) (0.0) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Reported Net Income (51.6) (62.1) (45.8) (28.9) (11.8) 2.6 9.4 2.8 0.8 15.7 1.6 4.4 4.9 2.8 13.7
Adjustments for Nonrecurring Items 0.0 0.0 1.9 (4.1) (11.5) 0.0 (1.1) 0.0 0.0 (1.1) 0.0 0.0 0.0 0.0 0.0
Adjusted Net Income ($51.6) ($62.1) ($43.9) ($33.0) ($23.3) $2.6 $8.4 $2.8 $0.8 $14.6 $1.6 $4.4 $4.9 $2.8 $13.7

Reported Fully Diluted EPS ($2.03) ($2.15) ($1.55) ($0.96) ($0.32) $0.07 $0.24 $0.06 $0.02 $0.38 $0.03 $0.10 $0.11 $0.06 $0.30
Adjusted Fully Diluted EPS ($2.03) ($2.15) ($1.48) ($1.10) ($0.63) $0.07 $0.21 $0.06 $0.02 $0.35 $0.03 $0.10 $0.11 $0.06 $0.30
Primary Shares Outstanding, Mil. 25.4 28.8 29.6 30.0 33.6 35.8 38.2 41.8 41.8 39.4 41.8 41.8 41.8 41.8 41.8
Fully Diluted Shares Outstanding, Mil. 25.4 28.8 29.6 30.0 36.7 36.0 38.9 46.0 46.0 41.7 46.0 46.0 46.0 46.0 46.0

Cash Flow 2004 A 2005 A 2006 A 2007 A 2008 A Q1 A Q2 A Q3 E Q4 E 2009 E Q1 E Q2 E Q3 E Q4 E 2010 E
Net Income ($51.6) ($62.1) ($45.8) ($28.9) ($11.8) $2.6 $9.4 $2.8 $0.8 $15.7 $1.6 $4.4 $4.9 $2.8 $13.7
Depl., Depr. & Amort. 0.0 11.0 12.4 13.0 14.1 3.4 3.8 3.7 3.7 14.6 3.7 3.8 3.8 3.8 15.0
Deferred Income Tax 0.0 0.0 1.3 (1.6) (0.2) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other Non-Cash & Adjustments 43.2 33.4 9.5 22.5 (9.4) 17.2 1.7 2.6 2.7 24.2 2.8 2.8 2.9 2.9 11.4
Operating Cash Flow ($8.4) ($17.6) ($22.3) $5.0 ($7.2) $23.2 $14.9 $9.1 $7.2 $54.4 $8.1 $11.0 $11.6 $9.5 $40.1
Fully Diluted Cash Flow/Share ($0.33) ($0.61) ($0.75) $0.17 ($0.20) $0.64 $0.38 $0.20 $0.16 $1.30 $0.18 $0.24 $0.25 $0.21 $0.87
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Important Investor Disclosures 
Strong Buy (SB1)  Expected to appreciate and produce a total return of at least 15% and outperform the S&P 500 over the next six months. For 
higher yielding and more conservative equities, such as REITs and certain MLPs, a total return of at least 15% is expected to be realized over 
the next 12 months. 

Outperform (MO2)  Expected to appreciate and outperform the S&P 500 over the next 12 months. For higher yielding and more conservative 
equities, such as REITs and certain MLPs, an Outperform rating is used for securities where we are comfortable with the relative safety of the 
dividend and expect a total return modestly exceeding the dividend yield over the next 12 months. 

Market Perform (MP3)  Expected to perform generally in line with the S&P 500 over the next 12 months and is potentially a source of funds for 
more highly rated securities. 

Underperform (MU4)  Expected to underperform the S&P 500 or its sector over the next six to 12 months and should be sold. 

 

Out of approximately 743 rated stocks in the Raymond James coverage universe, 46% have Strong Buy or Outperform ratings (Buy), 45% are 
rated Market Perform (Hold) and 9% are rated Underperform (Sell).  Within those rating categories, 26% of the Strong Buy- or Outperform 
(Buy) rated companies either currently are or have been Raymond James Investment Banking clients within the past three years; 14% of the 
Market Perform (Hold) rated companies are or have been clients and 9% of the Underperform (Sell) rated companies are or have been clients. 

Suitability ratings are not assigned to stocks rated Underperform (Sell).  Projected 12-month price targets are assigned only to stocks rated 
Strong Buy or Outperform. 

 

Suitability Categories (SR) 
Total Return (TR)  Lower risk equities possessing dividend yields above that of the S&P 500 and greater stability of principal. 

Growth (G)  Low to average risk equities with sound financials, more consistent earnings growth, possibly a small dividend, and the potential 
for long-term price appreciation. 

Aggressive Growth (AG) Medium or higher risk equities of companies in fast growing and competitive industries, with less predictable earnings 
and acceptable, but possibly more leveraged balance sheets. 

High Risk (HR)  Companies with less predictable earnings (or losses), rapidly changing market dynamics, financial and competitive issues, 
higher price volatility (beta), and risk of principal. 

Venture Risk (VR)  Companies with a short or unprofitable operating history, limited or less predictable revenues, very high risk associated 
with success, and a substantial risk of principal. 

 
Analyst Holdings and Compensation: Equity analysts and their staffs at Raymond James are compensated based on a salary and bonus 
system. Several factors enter into the bonus determination including quality and performance of research product, the analyst's success 
in rating stocks versus an industry index, and support effectiveness to trading and the retail and institutional sales forces. Other factors 
may include but are not limited to: overall ratings from internal (other than investment banking) or external parties and the general 
productivity and revenue generated in covered stocks.  

Registration of Non-U.S. Analysts:  Unless otherwise noted, the analysts listed on the front of this report who are not employees of 
Raymond James & Associates, Inc. are not registered/qualified as research analysts under FINRA rules, may not be associated persons of 
Raymond James & Associates, Inc., and may not be subject to NASD Rule 2711 and NYSE Rule 472 restrictions on communications with 
covered companies, public companies, and trading securities held by a research analyst account. 

 

Raymond James Relationships: RJA expects to receive or intends to seek compensation for investment banking services from the subject 
companies in the next three months. 

 

Target Prices: The information below indicates our target price and rating changes for IOC stock over the past three years. 
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Price Rating Change Target Price Change
Coverage Suspended Target Price and Rating Change Split Adjustment
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InterOil Corp. (IOC) 3 yr. Stock PerformanceInterOil Corp. (IOC) 3 yr. Stock Performance

Date: 09/17/09

MO2 $30.00
MO2 $45.00 SB1 $45.00

SB1 $65.00
SB1 $45.00 SB1 $54.00

Analyst Recommendations & 12 Month Price Objective
SB1:   Strong Buy           NA:   Not Applicable
MO2:   Outperform           NM:   Not Meaningful
MP3:   Market Perform       UR:   Under Review
MU4:   Underperform         
NR :   Not Rated            
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6/12/09 36.35 54.00 1 
10/13/08 11.05 45.00 1 

8/15/07 37.20 65.00 1 
7/2/07 18.94 45.00 1 

12/29/06 30.16 45.00 2 
9/19/06 16.12 30.00 2  

 

General Risk Factors: Following are some general risk factors that pertain to the projected 12-month target prices included on our research 
for stocks rated Strong Buy or Outperform:  (1) Industry fundamentals with respect to customer demand or product / service pricing could 
change and adversely impact expected revenues and earnings; (2) Issues relating to major competitors or market shares or new product 
expectations could change investor attitudes toward the sector or this stock; (3) Unforeseen developments with respect to the management, 
financial condition or accounting policies or practices could alter the prospective valuation; or (4) External factors that affect the U.S. 
economy, interest rates, the U.S. dollar or major segments of the economy could alter investor confidence and investment prospects. 
International investments involve additional risks such as currency fluctuations, differing financial accounting standards, and possible political 
and economic instability. 

 

Specific Investment Risks Related to the Industry or Issuer 

Oil and Gas Price Volatility 
Profitability of companies producing crude oil and natural gas is directly affected by changes in oil and gas prices. These prices are influenced 
by a multitude of regional, national and global factors, many of which are outside the control of companies in the industry. Supply-related 
factors include industrywide levels of capital spending and production decisions by OPEC. Demand-related factors include macroeconomic 
conditions. 

 

Additional Risk and Disclosure information, as well as more information on the Raymond James rating system and suitability 
categories, is available at rjcapitalmarkets.com/SearchForDisclosures_main.asp. Copies of research or Raymond James’ summary 
policies relating to research analyst independence can be obtained by contacting any Raymond James & Associates or Raymond James 
Financial Services office (please see raymondjames.com for office locations) or by calling 727-567-1000, toll free 800-237-5643 or 
sending a written request to the Equity Research Library, Raymond James & Associates, Inc., Tower 3, 6th Floor, 880 Carillon Parkway, 
St. Petersburg, FL 33716. 

 

The views expressed in this report accurately reflect the personal views of the analyst(s) covering the subject securities. No 
part of said person's compensation was, is, or will be directly or indirectly related to the specific recommendations or views 
contained in this research report. In addition, said analyst has not received compensation from any subject company in the 
last 12 months. 

Investors should consider this report as only a single factor in making their investment decision. 

 

 

http://www.rjcapitalmarkets.com/SearchForDisclosures_main.asp
http://www.raymondjames.com/
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For clients in the United Kingdom: 

For clients of Raymond James & Associates (RJA) and Raymond James Financial International, Ltd. (RJFI): This report is for distribution 
only to persons who fall within Articles 19 or Article 49(2) of the Financial Services and Markets Act (Financial Promotion) Order 2000 as 
investment professionals and may not be distributed to, or relied upon, by any other person. 

For clients of Raymond James Investment Services, Ltd.: This report is intended only for clients in receipt of Raymond James Investment 
Services, Ltd.’s Terms of Business or others to whom it may be lawfully submitted. 

For purposes of the Financial Services Authority requirements, this research report is classified as objective with respect to conflict of 
interest management. RJA, Raymond James Financial International, Ltd., and Raymond James Investment Services, Ltd. are authorized 
and regulated in the U.K. by the Financial Services Authority. 

For institutional clients in the European Economic Area (EEA) outside of the United Kingdom:  

This document (and any attachments or exhibits hereto) is intended only for EEA institutional clients or others to whom it may lawfully be 
submitted. 

For Canadian clients:  

Review of Material Operations:  The Analyst and/or Associate is required to conduct due diligence on, and where deemed appropriate 
visit, the material operations of a subject company before initiating research coverage.  The scope of the review may vary depending on 
the complexity of the subject company’s business operations. 

This report is not prepared subject to Canadian disclosure requirements. 

Additional information is available on request. 

The information provided is as of the date above and subject to change, and should not be deemed a recommendation to buy or sell any 
security. Certain information has been obtained from third-party sources we consider reliable, but we do not guarantee that such 
information is accurate of complete. Persons within the Raymond James family of companies may have information that is not available 
to the contributors of the information contained in this publication. Raymond James, including affiliate and employees, may execute 
transactions in the securities listed in this publication that may not be consistent with the ratings appearing in this publication. 

 

Proprietary Rights Notice: By accepting a copy of this report, you acknowledge and agree as follows: 

This report is provided to clients of Raymond James & Associates, Inc. (RJA) only for your personal, noncommercial use. Except as 
expressly authorized by RJA, you may not copy, reproduce, transmit, sell, display, distribute, publish, broadcast, circulate, modify, 
disseminate or commercially exploit the information contained in this report, in printed, electronic or any other form, in any manner, 
without the prior express written consent of RJA. You also agree not to use the information provided in this report for any unlawful 
purpose. This is RJA client releasable research 

This report and its contents are the property of RJA and are protected by applicable copyright, trade secret or other intellectual property 
laws (of the United States and other countries). United States law, 17 U.S.C. Sec.501 et seq, provides for civil and criminal penalties for 
copyright infringement. 

 

 


