
                                                     
 
 

 

 
 

May 13, 2010 

InterOil Corporation  
1Q10 Uneventful; Henry Tax 
Increases PNG LNG Appeal 
 

InterOil reported 1Q10 EPS of ($0.07), lower than our 
estimate of $0.08, primarily driven by lower refining 
earnings.  We believe that IOC’s value will be driven by 
the development of its 9.1Tcfe of resource rather than 
quarterly results.  Progress on the upstream sell-down 
and advances with existing partner, Mitsui, remain the 
key drivers.  Until a development partnership is formed, 
we believe the focus will remain on IOC’s cash position, 
which remained flat vs. 4Q09 at $75.8MM ($41.2 
unrestricted). To this point, the company reiterated that it 
does not expect to issue equity in the foreseeable future.  

Operations. Key takeaways were as follows: 1) IOC has 
cased and cemented Antelope-2 through the build to 90 
degrees. Horizontal drilling and testing to be completed 
within 2-3 weeks, with intermediate updates likely from 
DSTs at periodic intervals.  2) Completed shooting 
100km of 2-D seismic over the Elk/Antelope structure, 
with early indications of an increase in reefal capacity at 
Antelope, as well as 3 potential additional reef 
indications near the Antelope structure.  3) Two further 
well-sites have been built (Antelope-3/4) between 
Antelope-1 and 2, but locations could change based on 
recent seismic. We see material upside to current 
resource estimate as additional drilling de-risks the 
structure throughout the year.  4) The bid upstream/LNG 
bid process is progressing, with a successful sale 
expected in 2010.  5) The 2nd rig will arrive in the field in 
4Q, consistent with expected timing on further financing. 

Henry Tax. As markets remain concerned regarding the 
number of hopeful LNG projects, we believe last week’s 
proposed Henry Tax in Australia widens the economic 
gap between IOC’s LNG project and hopeful Australian 
projects – a view echoed by Henry Aldorf on the call we 
hosted on May 11th. . We expect a 20% reduction in 
CSG to LNG project returns, and have included an 
excerpt from MS Australian analyst, Stuart Baker, 
regarding the potential impact of the Henry Tax. 
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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 

Reuters: IOC.N  Bloomberg: IOC US 
Integrated Oil / United States of America 

Price target $120.00
Shr price, close (May 13, 2010) $60.98
Mkt cap, curr (mm) $2,673
52-Week Range $84.05-24.37
 
Fiscal Year ending 12/09 12/10e 12/11e 12/12e

ModelWare EPS ($) 0.15 0.19 0.19 0.40
Prior ModelWare EPS ($) - - - -
P/E 506.0 314.1 314.0 151.9
Consensus EPS ($)§ 0.60 0.63 0.54 2.04
Div yld (%) 0.0 0.0 0.0 0.0
Unless otherwise noted, all metrics are based on Morgan Stanley ModelWare 
framework (please see explanation later in this note). 
§ = Consensus data is provided by FactSet Estimates. 
e = Morgan Stanley Research estimates 

 
Quarterly ModelWare EPS 

   2010e 2010e 2011e 2011e
Quarter 2009 Prior Current Prior Current

Q1 0.07 - 0.08 - -
Q2 0.24 - 0.12 - -
Q3 (0.60) - 0.02 - -
Q4 0.45 - (0.02) - -
e = Morgan Stanley Research estimates 
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 Changes to the Australian fiscal regime (Reprint from Stuart Baker)
For a full discussion of the Henry Tax, please see Stuart 
Baker’s report, “Forget Henry, Markets Will Drive LNG 
Developments”, dated May 4, 2010. 

Key Points. 

Australia’s tax system is under review (the “Henry Review”)
 
A centerpiece of this review is the likely adoption of a 
profits-based resource rent tax to be applied at the 40% rate to
all extractive industries including  oil and gas. 
 
This does not represent a dramatic change for the majority of 
the oil and gas operations, compared to the mining sector in 
general. 
 
A profits based tax regime is already in place for offshore oil 
and gas projects, including the existing offshore oil fields and 
future LNG projects namely Pluto, Gorgon, Wheatstone and 
others that have been proposed. 
 
However, onshore production will be subject to the new 
regime and potentially will increase the overall tax burden for 
onshore fields including the proposed suite of CSG-LNG 
projects, depending upon individual project profitability. 
 
Beneficial Impact to IOC. We believe these higher, proposed 
taxes will widen the economic advantage for IOC’s project in 
PNG where there is a 30% flat tax.  We estimate that the 
new Australian tax would imply a 20% reduction in 
returns for these potential on-shore projects: all projects 
that were already at the high end on the cost curve.  We 
believe this tax uncertainty will drive increased interest in 
IOC’s LNG project in PNG at the critical time when IOC is 
gathering bids. 

 
Changes to Australia Fiscal Terms 

The taxation system is being examined as part of Australia’s 
“Henry Review”.  One of the proposals is to reform the existing 
system of secondary taxes, which are currently levied on 
production of minerals and petroleum. 

The core recommendations of the Henry review should come 
as no surprise. Key aspects of the review were released in 
January 2010, with more detail on Sunday May 2. At this time, 

the broad structure of the tax is defined, but details and 
transitional arrangements are yet to be determined.   

The broad structure is to replace (in time) the various system 
of state-based production /revenue based royalties, with a tax 
based on economic profit, a so-called  “Resource Super Tax 
Profit” (RSPT).  The naming derives from the concept that 
secondary taxes are only paid once a normal economic profit 
has been earnt on the capital invested.   The headline 
elements are: 

- a 40% RSPT rate, applying to economic profit 
- reduction in the corporate tax rate from 30% to 25% 
-  deductibility of exploration costs 
- transferability of project losses to other projects 
- starting value for the capital base for existing projects, equal 
to accounting book value. This recovered against project 
revenues via an accelerated depreciation mechanism, which 
allow for deduction of 36% in year 1, 24% in year 2, 15% in 
years 3 & 4 and 10%  in year 5. 

A period of consultation with the industry lies ahead, so there 
is likely to be  intense lobbying from the industry. The 
approximate timeline is as follows: 

 *   May – June: preliminary consultation with industry 

*  July 2010:  Exclusive consultation and issues paper 

*  Late 2010:  final design 

*  mid 2011:  draft legislation 

*  late 2011:  legislation introduced to Parliament 

* July 1 , 2012:  commencement of RSPT 

Since details of the Henry review have been released, 
Australian mining and oil stocks have generally been sold off. 
For mining stocks, this is understandable because the current 
secondary tax system is favorable, relative to that already in 
place for petroleum.  Mining companies typically pay a 
revenue royalty, in the order of 10% but this varies from state 
to state.   
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How does this impact on the Australian energy sector? 

A couple of key points 

First, oil and gas fields located offshore Australia are already 
governed by a resource rent tax fiscal regime (RRT) 
administered by the Federal Government. The RRT regime is 
similar to, but not identical to the RSPT as proposed.  (See 
exhibit 5 for differences).  Under the Henry review, companies 
with assets governed by RRT will have “opt-in” arrangements, 
in other words, they will be able to make a once off (and 
presumably irrevocable) decision to effect which regime they 
wish to be taxed under & such an election would presumably 
be to pick the lower overall tax regime. Ergo, petroleum 
companies with RRT assets would be liable for future taxes 
which are no higher than the status quo. 

Second, onshore oil and gas fields are currently subject 
to state-based revenue royalties and clearly these will be 
subject to the RSPT.   Currently the bulk of such production 
is from the coal seam gas fields in Qld, the Cooper Basin in SA 
and onshore Perth Basin in WA.  Its possible that these fields 
would pay more than under the current arrangements, but this 
is by no means clear cut.  The onshore Cooper Basin is past 
its profit peak, and existing CSG production into domestic 
markets clearly uneconomic (as distinct from accounting 
profitable).  

The Current Regime 
Main features of the existing secondary tax regime are as 
follows: 

• Onshore Production: a royalty is levied on the 
wellhead value of production.  The rate varies from 
state to state and ranges from 10% to 15%.  
Deductions are allowed: specifically costs incurred to 
create a saleable product eg. gas processing, and oil 
lifting costs.  The royalty is considered a cost so is 
tax deductable for corporate tax. 

• For offshore production: For federal waters, a 
Petroleum Resource Rent Tax (PRRT) operates.  
PRRT is effectively a profit-based tax, that it is not 
triggered until project exploration and capital costs 
are recovered, with an uplift factor.  The uplift factors 
are: 

o Long bond rate plus 15% for exploration 
expenditure 

o Long bond plus 5% for development 
expenditure. 

Operating and capital costs within a certain year are 
deductable.  Exploration costs in RRT licenses can 
be offset against RRT liabilities, so the regime 
rewards re-investment back into exploration. 

The PRRT rate is 40% and is applied to cash 
receipts after recovery of all opex and capital. The 
PRRT is deductable for corporate tax purposes. 

Exhibit 1 
RSPT and PRRT Comparison 
Resource Super Profits Tax Petroleum Resources Rent Tax 
Most CAPEX written off over time 

• Accelerated depreciation regime 
outlined where capital base 
depreciated over 5 years 

CAPEX is immediately expensed 

Transferable expenditure 
• Qualifying expenditure incurred 

within a year can be transferred from 
the loss making project to other 
profitable projects within the entity or 
company 

Limited transferability of exp. expend.

Refundability of unutilised expenditure 
• Losses would be refunded when a 

project is closed 

No refundability of unutilised expend. 

One allowance (uplift) rate for all CAPEX 
• Unitlised allowance uplifted at the 

long bond rate. 

Eight uplift rates for CAPEX 
 

Source: Australian Government, Morgan Stanley Research 

 

In our view, PRRT is more economically efficient than the 
various revenue royalties for onshore production because it is 
a genuine tax on profits, where-as revenue royalties apply 
irrespective of a particular project’s actual profitability. Loss 
making projects still incur a revenue  royalty. 

The importance of a profits based tax will become more 
obvious in the future, as most of the mega-developments 
offshore are LNG and LNG project returns typically are in the 
teens.  Given that PRRT practically does not kick in until 
development costs have been recovered, plus c. 10%, then in 
reality a mid-teen IRR LNG project may pay minimal RRT, and 
what tax there is would be back-ended unlike revenue 
royalties which apply from day 1. 

However, before any sweeping changes to the status quo, 
other anomalies must be sorted out.  For example, North West 
Shelf production comes under a different and unique regime: 
the “Excise Regime”.  Excise taxes are applied to oil and 
condensate production at a rate of 30% of revenue,  while 
revenue royalties of 12.5% and 10% respectively are applied 
to LNG and domestic gas 
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In eastern Australia, the fiscal regime for taxing coal-seam 
production currently is to apply a revenue royalty at the 
well-head.  For domestic gas production, the price and volume 
and hence royalty is transparent. 

However, this is no longer the case for CSG to LNG where 
theoretically the taxing point should be ex-plant.  We are 
aware that producers are negotiating a regime that would 
apply a revenue royalty ex-field based on a transfer price, but 
there is no clarity at this time on its precise form.   

A key uncertainty of the proposed RSPT is the ‘taxing point” 
and whether or not it includes “downstream” processing.  For 
LNG projects, inclusion of liquefaction opex and capex into 
the tax equation should be beneficial, as returns across 
processing are likely to be lower than for the upstream field. 

We summarize in Exhibit 6 the various Australian tax regimes. 

Exhibit 6 
Australia’s Oil and Gas Taxes 

Region 
Secondary tax 

system Rate-% Notes 
Onshore-SA  Revenue 10 to wellhead revenue,

net of costs 
Onshore-WA Revenue 10-12.5 to wellhead revenue, 

net of costs 
Onshore-Qld  Revenue 10 to wellhead revenue,

net of costs 
Offshore-Federal (%) profit-based 

-PRRT 
40 After opex, capex & 

exploration 
Offshore-North west Shelf Production 

based- excise 
up to 30% on oil & condensate, 

1st 30 mbbls free 
Source: Morgan Stanley Research 

 

Practical Impacts 
Should a profits based PRRT be universally applied, then the 
impact on specific entities would be variable as a function of 
existing locations and tax arrangements.  We provide in 
exhibit 7 an overview of those companies most exposed to 
changes in the regime and outline in exhibit 8 of the effective 
tax rates of companies under coverage. Significantly, the 
effective total tax take for local oil & gas companies is in 
45-50% range. 

Exhibit 7 
Companies Exposed to Tax Changes 
Companies not 
affected 

Those with overseas assets, or with assets in 
Australia that are already subject RRT. 

Oil Search No impact as all assets are in PNG 
Karoon No impact as licenses in Australia are already 

subject to PRRT 
NZOG New Zealand based 
ROC Bulk of assets overseas (China) and Australian 

assets (Cliff Head and BMG) already subject to 
RRT regime. 

AWE NZ assets, and Australian assets already 
subject to PRRT. 

Companies with 
minimal risk 

 

Woodside NWS regime could change and impose tax on 
LNG, offset by a more favorable regime on 
liquids vs excise. Oil fields, Pluto and Browse 
already subject to PRRT 

Companies with 
significant risk 

Namely those with predominantly onshore 
production in South Australia and Queensland

Santos Cooper Basin and Queensland CSG 
Beach Cooper Basin 
Origin Energy Cooper Basin and Queensland CSG 
Source:  Morgan Stanley Research 
 

 

Exhibit 8 
Effective Tax Rates of Companies Under Coverage* 
 2002 2003 2004 2005 2006 2007 2008 2009 Ave
Woodside (%) 51 52 49 47 43 48 53 41 48
Santos (%) 46 42 45 43 38 42 54 47 45
AWE (%)      48 58 53
Oil Search (%) 47 47 46 54 52 59 54 54 52
Beach (%) 42 44 41 44 34 71 66 87 54
NZOG (%)      41 49 45
Source:  Morgan Stanley Research*excludes ROC due to impact of losses over the period.  
The effective rate is corporate and secondary tax as a proportion of pre-tax income. Pre-tax 
income has been adjusted from reported figure to back out above-the-line royalties 
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Indicative LNG Project 

We provide below an analysis of the potential impact of the 
RSPT on an indicative 1 train CSG to LNG project.  In this 
indicative analysis, we have not differentiated between the 
various CSG developers.  Broadly, we believe they all face 
similar capital and cost structures.  For the project we make 
the following assumptions (prior to adopting the RSPT): 
 

• 1 x 4 mtpa LNG train, 2 x LNG storage tanks, 425km 
42 inch trunk-line, jetty and load out facilities, 
compressor stations (up to 140), water treatment 
facilities and other utilities.  All-up capex of A$9.2b 

• Saleable output 3.8 MTPA assumed  
• First gas in mid 2014, ramping up to full production in 

2017 
• LNG pricing indexed to JCC oil price at ~80% parity 

including discount resulting from the low calorific 
value of coal seam gas and discount specific to the 
contract. 

• Total gas requirements of 7600PJs for 1 train 
development., including fuel and flare, over an 
assumed project life of 30 years 

• Long term oil price assumption of US$105/bbl and 
exchange rate of US$/A$0.98 

• Royalties paid at 7% of gas well head value (net back 
assumed at A$5.5/GJ) 

• Tax rate of 30% 
• Funding 40% equity and 60% debt. 
• Post tax WACC of 10.7% 

 

These assumptions remain consistent with the RSPT case 
with the exception of the following: 

• Corporate tax rate falls from 30% to 28% 

• Royalty regime replaced with a 40% RSPT, with 
royalty payments commencing in 2016. 

• Initial RSPT capital base includes capex and 
exploration spending to 2013 before first project 
revenue in 2014.  Capex incurred between now and 
2013 uplifted at long bond rate of 6%. 

• RSPT capital base depreciated over the first 5 years 
of the project according to the following proportions:  
36% Y1, 24% Y2, 15% Y3, 15% Y4, 10% Y5. 

• Unutilised losses carried forward at the long bond 
rate of 6%. 

We provide in exhibit 10 an outline of a RSPT cashflows 
associated with the project. 

What’s the outcome? 

Under the incumbent regime, we model post tax IRR’s for 
the project at ~14%.  These fall to ~11% under the RSPT 
regime.  This suggests a c.20% decline in returns over 
the life of the project.  We outline in exhibit 9 the cumulative 
cashflows for the project and note that under the RSPT, 
government take (primary and secondary) as a percentage of 
project revenue increases from 24 to 40% on our modeling. 

Exhibit 9 
Government Take (Primary and Secondary) as 
a %’age of Revenue 
  Existing RSPT 

Total Revenue A$m 151411 151411 
Total Capex* A$m 17741 17741 
Total Opex A$m 34028 34028 
Total Royalty A$m 4939 41337 
Total Corporate Tax A$m 30842 18594 

Royalty and Tax as %'age of Revenue  24 40 
Source: Company data, Morgan Stanley Research *includes ongoing capex 

 

However, we stress that there is still considerable uncertainty 
about the impact of this change, as detail on key elements is 
light.  These include: 

• Setting appropriate taxing points for the product, In 
this analysis we have assumed that the point is ex 
plant. 

• Apportioning of expenditures and what constitutes 
an acceptable deduction.  In our analysis we deduct 
liquefaction opex, other general opex including 
upstream desal costs as wells as insurance and 
marketing costs. 

• Applicable corporate tax rate.  We have assumed 
28%, which is 3% higher than that recommended by 
the Henry Tax Review.  We believe this is 
conservative and reflective of government 
comments on the issue. 
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Exhibit 10 
Resource Super Tax Cashflow Profile for an Indicative 1 Train CSG to LNG Project 
RRT Cashflows  2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030
RSPT earnings A$m  1053 1560 2366 2427 2490 2555 2621 2689 2758 2830 2903 2978 3054 3133 3214 3296 3381
accelerated depn rate %  36 24 15 15 10             
less allowable depreciation A$m  -3520 -2346 -1466 -1466 -978             
less add. capex and exploration   -1495 -558 -142 -145 -175 -179 -183 -188 -193 -197 -202 -207 -213 -218 -223 -229 -235
less unutilised losses carried forward    -587 -648 -354 -147 -59 0 0 0 0 0 0 0 0 0 0 0 0 
Net RSPT profit   -4548 -1992 404 669 1280 2376 2438 2501 2566 2632 2700 2770 2842 2915 2990 3067 3146
Taxable RSPT profit   0 0 404 669 1280 2376 2438 2501 2566 2632 2700 2770 2842 2915 2990 3067 3146
Tax at 40% A$m  0 0 161 268 512 950 975 1000 1026 1053 1080 1108 1137 1166 1196 1227 1258
Royalty under existing structure   48 68 100 103 105 108 111 113 116 119 122 125 128 131 135 138 142
Initial RSPT Capital Base  -9776                  
Carry forward losses  0 -4548 -1992 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
Undepreciated assets  -9776 -6257 -3911 -2444 -978 0 0 0 0 0 0 0 0 0 0 0 0 0 
RSPT Captial Base  -9776 -10805 -5903 -2444 -978 0 0 0 0 0 0 0 0 0 0 0 0 0 
Source: Australian Government, Morgan Stanley Research 
Exhibit 11 
Cashflow for Indicative 1 Train CSG to LNG Project Under Existing Royalty Regime 
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Cashflow for Indicative 1 Train CSG to LNG Project Under RSPT 
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Source: Morgan Stanley Research 
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InterOil Corp. (IOC, $61, Overweight, Price Target $120) 
Risk-Reward View: Strong Positive Risk/Reward Skew 

WARNINGDONOTEDIT_RRS4RL~IOC.N~ 
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Price Target (May-11) Historical Stock Performance Current Stock Price  
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. 

Bear to Bull 
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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 
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 horizontal drilling. Late April 
2010. 
• Antelope-3 results expected in 3Q 
2010. 
• LNG Partnership/upstream sell down 
expected in 2010 (fully fund development 
and future exploration). 

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

 
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) before 
potential 2H10 liquidity shortage forces 
additional capital raise. 
• Failure to reach FID on stripping facility 
forces the repayment of IOC’s share of capex 
incurred to Mitsui.  
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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* (05/13/2010)

Evan Calio 
Chevron Corporation (CVX.N) O (07/14/2009) $78.92
ConocoPhillips (COP.N) E (07/14/2009) $56.94
Exxon Mobil Corporation (XOM.N) E (07/14/2009) $64.74
Hess Corporation (HES.N) O (11/20/2009) $58
InterOil Corporation (IOC.N) O (09/18/2009) $60.98
Marathon Oil Corporation (MRO.N) U (07/14/2009) $31.68
Murphy Oil Corporation (MUR.N) E (07/14/2009) $57.44
Occidental Petroleum (OXY.N) O (01/28/2010) $83.42

Stock Ratings are subject to change. Please see latest research for each company. 
* Historical prices are not split adjusted. 
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