
  
 

  
 

  

2Q04: no major surprises 
Oil Search's 2Q04 report was just below our production forecast,
but in line with our revenue forecast. This led to a minor (3%) profit 
upgrade in FY04. 

 
 
Key forecasts 

FY02A
 

FY03A
 

FY04F
 

FY05F
 

FY06F
 

EBITDA (A$m) 291.3 357.4 405.6 396.2 383.3 

Reported Net Profit (A$m) 87.2 131.3 146.4 135.5 121.6 

Adjusted Net Profit (A$m)* 102.5 137.2 172.1 161.2 147.7 

Normalised EPS (c)* 9.86 12.4 15.4 14.5 13.3 

Normalised EPS Growth (%) 94.1 26.1 24.2 -6.33 -8.36 

Dividend Per Share (c) 1.62 2.70 4.27 4.40 4.48 

Dividend Yield (%) 1.27 2.11 3.34 3.44 3.50 

Normalised PE (x) 13.0 10.3 8.29 8.85 9.65 

EV/EBITDA (x) 5.70 4.36 3.50 3.55 3.40 

Price/Net Oper. CF (x) 5.60 4.82 4.69 5.07 4.96 

ROIC (%) 9.80 11.0 17.5 15.0 13.1 

Source: Company data, ABN AMRO forecasts 

* Adjusted Net Profit - Post goodwill amort. & pre exceptional items. 
  Normalised EPS - Pre goodwill amort. & exceptional items. 

year to Dec, fully diluted

 
 
 
 
 
 
 
 
 
 
 
 

Main points arising from the report 

Oil Search reported record high 1H revenue despite no contribution from the gold  
assets sold at the end of 2003. Strong cash generation has left the company  
virtually net debt free for the first time since 1H98. The company remains on track  
to deliver a record 1H profit in our view. 1H04 oil production was 2% below our  
forecast, mainly owing to faster than expected natural decline from all three oil field  
groups. 1H04 sales revenue was right in line with our forecast, mainly owing to the  

average realised product price (US$33.2/boe) being 2% above our forecast. 

Changes to our forecasts 
We reduced our oil production forecast by 0.1mmbbl (1%) in FY04, in line with 1H04 
performance. We increased our sales revenue forecast by A$12m (3%) in FY04,  
mainly owing to the higher than expected realised product prices and lower than  

expected PNG government entitlement seen in the first half being projected into  
2H04. These changes increased our net profit forecast by A$4m (3%) in FY04. 

Valuation and target price 
The changes we made to our Oil Search financial model had almost no effect on our  
DCF valuation of the company's shares (A$1.73). The stock is trading at a  
substantial discount to our valuation, based on our long-term pricing assumptions  

(WTI oil price of US$24.5/bbl at A$1=US$0.67). The discount is the largest of any  
stock we cover in the sector. The changes we made to Oil Search's forecasts had no  
effect on our target price, which effectively excludes any value for PNG gas and gas  
liquids. The stock is trading at a substantial discount to its historical mean P/E and  
P/CF multiples based on our forecasts in FY05-06. 
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Price performance 
(1M) (3M) (12M)

Price (A$) 1.3 1.3 0.9

Absolute % 2.4 1.6 51.2

Rel market % 3.1 -0.9 32.3

Rel sector % -4.5 7.0 1.5

Source: ABN AMRO 
 

Price 

A$1.28 (K3.12) 
Target price 

A$1.40 (K3.41)  

Market capitalisation 

A$1.43b (US$1.03b) 

Avg (12mth) daily volume 

A$6.13m 
Reuters 

OSH.AX 
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Oil Search (OSH) Buy 
Important: The above 
recommendation has been made 
for shorter-term investors and may 
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structure is summarised on the last 
page of this report. PLEASE 
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2Q04: no major surprises 

Oil Search�s 2Q04 report was just below our production forecast, but in line 

with our revenue forecast. This led to a minor (3%) profit upgrade in FY04. 

Main points arising from the report (see Table 1) 

■ Oil Search reported record high 1H revenue despite no contribution from the gold 

assets sold at the end of 2003. Strong cash generation has left the company 

virtually net debt free for the first time since 1H98. The company remains on track 

to deliver a record 1H profit in our view. There was no new news on progressing 

to front end engineering and design (FEED) on the Highlands gas project. 

■ 1H04 oil production was 2% below our forecast, mainly owing to faster than 

expected natural decline from all three oil field groups. 

■ 1H04 oil sales volume was 2% below our forecast, broadly in line with production. 

Oil sales ended the half under-lifted by about 0.59mmbbl. We expect the under-

lifted position to be neutralised in 2H04. 

■ 1H04 sales revenue was right in line with our forecast, mainly owing to the 

average realised product price (US$33.2/boe) being 2% above our forecast. 

■ Net debt at the end of 1H04 was US$16m below our forecast, at least partly owing 

to our overestimated capex forecast. 

■ 2H04 planned exploration drilling is as expected, with the Kapul well (PNG, OSH 

70%, A$0.37 per share potential) being the highlight. The two-well Nabrajah 

(Yemen, OSH 25%) appraisal program is under way and could confirm reserves in 

the range 20-40mmbbl, which we would value at about A$0.02-0.04 per share for 

Oil Search. 

Table 1 : Oil Search 1H04 production, sales and revenue 

 Actual ABN AMRO forecast Variance 

 Prod Sales Rev Prod Sales Rev Prod Sales Rev

  (US$m) (US$m)

Oil (mmbbl) 5.1 4.3 5.2 4.4 -2% -2%

Condensate (mmbbl) 0.1 0.1 0.1 0.1 3% 3%

Sales gas (bcf) 2.8 2.8 2.7 2.7 1% 1%

Total (mmboe) 5.6 4.9 162 5.6 4.9 161 -2% -1% 0%

Exploration  29 30 -5%

Development  13 19 -30%

Total capex  42 49 -15%

Net debt*  1 17 -96%

* Excludes cash in JV accounts 
Source: Oil Search, ABN AMRO forecasts 

Changes to our forecasts (see Table 2) 

■ We reduced our oil production forecast by 0.1mmbbl (1%) in FY04, in line with 

1H04 performance. 

■ We increased our sales revenue forecast by A$12m (3%) in FY04, mainly owing to 

the higher than expected realised product prices and lower than expected PNG 

government entitlement seen in the first half being projected into 2H04. 

■ These changes increased our net profit forecast by A$4m (3%) in FY04. 
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■ Oil Search did not mention its earlier FY04 production targets of 10.5mmbbl for oil 

and more than 11mmboe for oil and gas in this report. Our oil production forecast 

is now 0.25mmbbl (2%) below target. 

Table 2 : Oil Search production and financial forecasts 

Year to December FY02A FY03A FY04F FY05F FY06F

WTI Oil Price (US$/bbl) 26.10 31.03 36.25 30.00 27.00

Exchange Rate (A$1:US$) 0.544 0.652 0.702 0.681 0.670

Revised forecast 

   Oil (mmbbl) 7.6 9.4 10.2 11.3 12.2

   Condensate (mmbbl) 0.1 0.1 0.1 0.1 0.1

   Gas (bcf) 4.2 5.3 5.5 5.4 5.4

Total (mmboe) 8.4 10.4 11.3 12.3 13.2

Sales revenue (A$m) 348 515 511 500 502

EBIT (A$m) 187 259 318 296 268

Normalised NPAT (A$m) 102 137 172 161 148

Net op cash flow (A$m) 237 293 304 281 287

Previous forecast 

   Oil (mmbbl) 10.3 11.3 12.2

   Condensate (mmbbl) 0.1 0.1 0.1

   Gas (bcf) 5.4 5.4 5.4

Total (mmboe) 11.4 12.3 13.3

Sales revenue (A$m) 499 500 502

EBIT (A$m) 308 296 268

Normalised NPAT (A$m) 168 161 148

Net op cash flow (A$m) 304 282 288

Change 

   Oil (mmbbl) -1% 0% 0%

   Condensate (mmbbl) 2% 0% 0%

   Gas (bcf) 1% 0% 0%

Total (mmboe) -1% 0% 0%

Sales revenue (A$m) 3% 0% 0%

EBIT (A$m) 3% 0% 0%

Normalised NPAT (A$m) 3% 0% 0%

Net op cash flow (A$m) 0% 0% 0%

Source: Oil Search, ABN AMRO forecasts 

Valuation and target price (see Table 3) 

The changes we made to our Oil Search financial model had almost no effect on our 

DCF valuation of the company�s shares (A$1.73). The stock is trading at a substantial 

discount to our valuation, based on our long-term pricing assumptions (WTI oil price 

of US$24.5/bbl at A$1=US$0.67). The discount is the largest of any stock we cover 

in the sector. 

The changes we made to Oil Search�s forecasts had no effect on our target price 

(A$1.40). Our target effectively excludes any value for PNG gas and gas liquids. The 

stock is trading at a substantial discount to its historical mean P/E and P/CF multiples 

based on our forecasts in FY05-06, but in line with its historical mean P/DCF 

valuation multiple. 
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Table 3 : Oil Search DCF net asset valuation, sensitivities and target price 

OSH (WACC 10.5%) (A$m) (A$ps)

Kutubu/SE Mananda 685 0.62

Gobe/SE Gobe/Saunders 166 0.15

Moran Area 569 0.51

Hides Gas to Electricity 38 0.03

PNG Gas/Liquids Projects 363 0.33

Total Operations 1,822 1.64

Net Debt 0 0.00

Other & Investments -183 -0.16

Exploration (Risk-Adjusted) 288 0.26

TOTAL NET ASSET VALUE 1,927 1.73

Fully Diluted Shares (m) 1,114

WTI Oil Price Sensitivity 

US$26/bbl (A$:US$0.73) 1.63

US$24/bbl (A$:US$0.73) 1.52

US$22/bbl (A$:US$0.73) 1.42

Discount Rate Sensitivity 

8% 2.16

10% 1.80

12% 1.55

Target price Weight

Historical mean P/NAV 0.74x 33% 1.29

Historical mean 18-month forward P/E 10.9x, P/CF 5.4x 67% 1.43

Composite 1.40

Source: ABN AMRO estimates 

 
Chart 1 : Oil Search net cash flows, before financing 
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Chart 2 : Oil Search production 
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Valuation and risks 

Our valuation is based on discounted cash flows modelled field-by-field (or adjacent 

field groups) in Australian dollars over the life of the company�s 2P reserves. We also 

model resources awaiting commercialisation that we consider to be economically 

viable using our long-term pricing assumptions. Our valuation also includes a 

component for undiscovered exploration potential (risk-adjusted). 

Our target price for Oil Search is based on a composite of historical mean: 

■ 18-month forward P/E and P/CF multiples (67%); and 

■ P/DCF valuation multiples (33%). 

The method we use to calculate target prices in the oil and gas sector generates what 

are more correctly termed �fair-trading� prices. In other words, the share price that is 

at parity with how the stock has traded in the past against a number of forward-

looking valuation measures. For a full explanation of our methodology and 

recommendation structure, see our report Realigning recommendations (26 May 

2003). 

The main risks to our target price include unexpected changes in oil prices and 

A$/US$ exchange rates, as well as production levels over FY05-06. The timing of 

Moran oil production ramp-up and the timing of first oil production at Saunders and 

SE Mananda are of particular importance. Our valuation and target price will also be 

highly sensitive to the level of future exploration and appraisal drilling success, as 

well as the extent that PNG gas can be commercialised within the foreseeable future. 

New international financial reporting standards are likely to have a material effect on 

the balance sheet and profits of Australian oil and gas companies from 2005. This 

could, among other things, involve substantial changes to the carrying value and the 

level of expenses and amortisation of exploration, evaluation, development and 

producing assets. We consider there is a moderate risk that Oil Search�s accounts will 

be subject to major changes arising from the new standards. In any case, there 

would be no impact on operating cash flows and DCF valuations. 
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OIL SEARCH: KEY FINANCIAL DATA 

 
Income statement 

A$m  FY02A FY03A FY04F FY05F FY06F

Revenue 429.9 537.6 536.3 533.0 527.3

Cost of Sales 0.00 0.00 0.00 0.00 0.00

Operating Costs -138.6 -180.3 -130.7 -136.8 -144.0

EBITDA 291.3 357.4 405.6 396.2 383.3

DD&A (Ex GW) -104.5 -98.6 -87.6 -100.5 -115.2

EBITA 186.8 258.8 317.9 295.7 268.1

Goodwill Amort (Pre-EBIT) 0.00 0.00 0.00 0.00 0.00

EBIT 186.8 258.8 317.9 295.7 268.1

Net Interest -7.15 -12.4 -7.30 -4.82 -1.64

Associates (Pre-Tax) 0.00 0.00 0.00 0.00 0.00

Other Pre-Tax Items -22.7 -10.6 -36.6 -36.7 -37.3

Reported PTP 157.0 235.9 274.0 254.2 229.1

Taxation -69.8 -104.6 -127.6 -118.7 -107.6

Minority Interests 0.00 0.00 0.00 0.00 0.00

Exceptionals (Post-Tax) -15.3 -5.93 -25.6 -25.7 -26.1

Other Post-Tax Items 0.00 0.00 0.00 0.00 0.00

Reported Net Profit 87.2 131.3 146.4 135.5 121.6

Exceptionals (Total) -15.3 -5.93 -25.6 -25.7 -26.1

Adjusted Net Profit 102.5 137.2 172.1 161.2 147.7

Source: Company data, ABN AMRO forecasts year to Dec

 
Balance sheet 

A$m  FY02A FY03A FY04F FY05F FY06F

Cash and Liq Assets (1) 109.4 138.1 247.0 194.7 243.1

Other Current Assets 190.4 145.5 240.0 234.6 231.8

Tangible Fixed Assets 998.0 772.1 846.4 883.2 839.5

Intang Assets (Incl GW) 0.00 0.00 0.00 0.00 0.00

Oth Non-Curr Assets 856.0 778.4 897.2 929.7 996.3

Total Assets 2153.8 1834.2 2230.6 2242.2 2310.7

Short Term Debt (2) 82.0 43.1 59.9 58.8 59.7

Trade & Oth Current Liab 71.5 92.6 107.3 94.8 96.7

Long Term Debt (3) 263.4 226.1 179.6 117.6 59.7

Oth Non-Current Liab 321.0 333.4 496.1 519.8 549.3

Total Liabilities 738.0 695.2 843.0 791.0 765.4

Total Equity (Incl Min) 1415.8 1139.0 1387.6 1451.1 1545.3

Total Liab & Sh Equity 2153.8 1834.2 2230.6 2242.2 2310.7

Net Debt (2+3-1) 236.0 131.0 -7.45 -18.2 -123.7

Source: Company data, ABN AMRO forecasts year ended Dec

 
Cash flow statement 

A$m  FY02A FY03A FY04F FY05F FY06F

EBITDA 291.3 357.4 405.6 396.2 383.3

Change in Working Capital -98.5 58.1 -81.1 -6.95 4.47

Net Interest (Pd) / Rec -15.9 -17.2 -12.8 -9.69 -5.18

Taxes Paid -39.5 -56.5 -127.2 -120.6 -105.8

Other Oper Cash Items 100.0 -48.6 119.5 22.2 10.4

Cash Flow from Ops (1) 237.3 293.1 304.0 281.2 287.2

Capex (2) -130.0 -80.7 -75.2 -152.2 -58.4

Disposals/(Acquisitions) 32.0 -53.6 34.2 2.94 0.00

Other Investing Cash Flow -53.1 -59.9 -85.5 -73.4 -74.6

Cash Flow from Invest (3) -151.2 -194.2 -126.4 -222.7 -133.0

Incr / (Decr) in Equity 0.00 -29.0 0.00 0.00 0.00

Incr / (Decr) in Debt -42.5 12.1 -57.0 -58.7 -59.7

Ordinary Dividend Paid -5.50 -18.0 -31.7 -47.6 -49.0

Preferred Dividends (4) 0.00 0.00 0.00 0.00 0.00

Other Financing Cash Flow 0.00 0.00 0.00 0.00 0.00

Cash Flow from Fin (5) -48.0 -34.8 -88.7 -106.3 -108.7

Forex & Disc Ops (6) -8.31 -35.3 20.0 -4.45 2.91

Inc/(Decr) Cash (1+3+5+6) 29.8 28.7 108.8 -52.3 48.4

Equity FCF (1+2+4) 107.2 212.5 228.8 128.9 228.9

Source: Company data, ABN AMRO forecasts. Lines in bold can be derived from the immediately preceding lines year to Dec
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OIL SEARCH: PERFORMANCE AND VALUATION 

 
Standard ratios Oil Search  Santos  Woodside Petroleum 

Performance FY02A FY03A FY04F FY05F FY06F FY04F FY05F FY06F FY04F FY05F FY06F

Sales Growth (%) 69.5 26.1 -0.06 -1.05 -1.22 -9.59 28.1 12.1 0.51 -4.06 18.9

EBITDA Growth (%) 69.7 22.7 13.5 -2.31 -3.26 -12.3 44.7 14.0 23.1 -9.56 28.5

EBIT Growth (%) 109.0 38.5 22.9 -6.99 -9.34 -19.7 73.0 16.8 30.3 -12.2 18.6

Normalised EPS Growth (%) 94.1 26.1 24.2 -6.33 -8.36 -16.8 66.4 18.3 35.6 -14.5 16.2

EBITDA Margin (%) 71.5 69.5 78.9 77.9 76.3 65.7 74.2 75.5 66.2 62.4 67.4

EBIT Margin (%) 45.8 50.3 61.9 58.2 53.4 30.1 40.7 42.4 54.9 50.2 50.1

Net Profit Margin (%) 21.4 25.5 28.5 26.6 24.2 14.6 22.2 23.9 54.3 31.4 30.7

Return on Avg Assets (%) 4.76 7.02 7.46 6.21 5.39 4.05 7.40 8.68 21.2 10.4 10.9

Return on Avg Equity (%) 7.25 10.3 11.6 9.55 8.11 6.22 12.5 14.3 38.9 18.2 19.3

ROIC (%) 9.80 11.0 17.5 15.0 13.1 7.16 10.9 12.6 23.4 17.2 15.6

ROIC - WACC (%) -0.71 0.46 7.01 4.49 2.58 -1.30 2.47 4.10 15.1 8.85 7.31

 year to Dec year to Dec year to Dec

Valuation 

EV/Sales (x) 4.08 3.03 2.76 2.77 2.59 4.28 3.28 2.70 6.05 6.78 5.82

EV/EBITDA (x) 5.70 4.36 3.50 3.55 3.40 6.51 4.42 3.58 9.14 10.9 8.63

EV/EBITDA @ Tgt Price (x) 6.16 4.73 3.83 3.89 3.75 6.37 4.32 3.49 9.45 11.2 8.90

EV/EBIT (x) 8.89 6.01 4.46 4.76 4.86 14.2 8.06 6.37 11.0 13.5 11.6

EV/Invested Capital (x) 1.01 1.23 1.03 0.98 0.92 1.28 1.24 1.20 3.08 2.54 2.32

Price/Book Value (x) 1.05 1.25 1.03 0.98 0.92 1.41 1.33 1.26 3.57 3.28 2.98

Normalised PE (x) 13.0 10.3 8.29 8.85 9.65 17.0 10.2 8.63 16.1 18.8 16.2

Norm PE @Tgt Price (x) 14.2 11.3 9.06 9.67 10.6 16.5 9.90 8.37 16.7 19.5 16.8

Dividend Yield (%) 1.27 2.11 3.34 3.44 3.50 4.04 4.72 6.06 2.78 2.90 3.47

Dividend Franking (%) 0.00 0.00 0.00 0.00 0.00 100.0 100.0 100.0 100.0 100.0 100.0

 year to Dec year to Dec year to Dec

Per share data FY02A FY03A FY04F FY05F FY06F Solvency FY02A FY03A FY04F FY05F FY06F

Tot Adj Dil Sh, Ave (m) 1038.9 1103.4 1113.8 1113.8 1113.8 Net Debt to Equity (%) 16.7 11.5 -0.54 -1.25 -8.00

Reported EPS (c) 8.39 11.9 13.1 12.2 10.9 Net Debt to Tot Ass (%) 11.0 7.14 -0.33 -0.81 -5.35

Normalised EPS (c) 9.86 12.4 15.4 14.5 13.3 Net Debt to EBITDA (%) 81.0 36.7 -1.84 -4.59 -32.3

Dividend Per Share (c) 1.62 2.70 4.27 4.40 4.48 Current Ratio (x) 1.95 2.09 2.91 2.79 3.04

Equity FCF Per Share (c) 10.3 19.3 20.5 11.6 20.5 Operating CF Int Cov (x) 18.4 21.3 34.7 42.5 76.9

Book Value Per Sh (c) 122.0 102.3 124.6 130.3 138.7 Dividend Cover (x) 5.94 4.56 3.61 3.29 2.96

 year to Dec  year to Dec

Source: Company data, ABN AMRO forecasts 
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TOWNSVILLE (07) 4771 4577 ADELAIDE (08) 8464 5000 
UNDERWOOD (07) 3841 4011 PERTH (08) 9261 0888 
SYDNEY (02) 8259 6400 BUNBURY (08) 9791 9188 
ARMIDALE (02) 6772 1288 DARWIN (08) 8981 9555 
BALLINA (02) 6686 4144 HOBART (03) 6236 9000 
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