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ESG: What are we waiting for? (Sector 
valuation and earnings for the period to 23 
October) 
■ We believe that ESG�s pilot programmes in Narrabri are approaching a 

critical period of development, particularly as the facility issues (problems 
with the pumps) have likely been resolved.  

■ If we assume that the company delivers its 2P reserves upgrade (net 845PJ 
to ESG at the 2P level), the stock is trading at $0.83/GJ based on its closing 
price on 23 October. We consider AOE (at $1.27/GJ) to be a reasonable 
benchmark for the top end of the peer group given its scale and level of 
production. 

■ We would expect ESG to trade at a discount to AOE, but suggest that a 35% 
discount between the two stocks is too high. We believe it would be more 
reasonable for ESG to trade around the A$1.10/GJ benchmark on 2P 
reserves alone, which would underpin a share price of around $1.20/share. 

■ We remain positive on the outlook for ESG and look for the stock to be 
driven by initial gas flow-rates, reserve delineation around the end of the 
year and progress on the commercialisation of the company�s MoUs, 
allowing the company to move towards a production phase in the medium 
term.  

■ WTI crude generally moved through an upward trend during the review 
period driven by a weak USD and greater than expected fall in inventory 
stockpiles. WTI crude ended the week up 1.9% at US$80.05/b. The TAPIS 
crude oil price (which lags the WTI benchmark) ended the week also up 
1.9% (to US$84.68/b) and still retains its premium to WTI. 

■ Refining margins remain at very low levels, with lower product prices 
temporarily creating �negative margins� when using TAPIS crude to calculate 
crack spreads. Current margins are at the lowest we have seen this year. 
We maintain our view that the refining business will be difficult in 2009, 
particularly on low demand and increasing capacity in the region. 

 Summary 
Figure 1: NPAT versus oil price 
 WPL
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ESG: What are we waiting for? 
We believe that ESG�s pilot programmes in Narrabri are approaching a critical period of 
development, particularly as the facility issues (problems with the pumps) have likely been 
resolved. ESG has started up the �shield wells� within the Bibblewindi Pilot, which are 
expected to speed up the de-watering process. 

We would note that any developments with multiple lateral wells would be generating a 
�quasi� shield well effect in any regard�so the market�s technology issue with shield wells 
we believe is somewhat overdone. 

The company is still looking to deliver a 2P reserves target upgrade of 1300PJ (gross) by 
the end of the year. Although we believe there is some risk to the timing given the 
uncertainty around the performance of the pilots, we expect that any delay will be a 
function of the de-watering process rather than a lack of gas availability.  

We do not see the 2P volumes as being the primary driver for ESG performance given the 
differing reserve certification requirements in NSW when compared to Queensland. In 
NSW, producers must have MoUs to underpin 2P reserves booking. However, in 
Queensland the potential of the Gladstone projects allows companies to book 2P reserves 
without specific MoUs to underpin them. As such, we expect ESG�s reserves to be market 
constrained. 

On a reserves value basis, we suggest the market has partly priced in a reserve upgrade 
for ESG.  

If we assume that the company delivers its 2P reserves upgrade (net 845PJ to ESG at the 
2P level), the stock is trading at $0.83/GJ based on its closing price on 23 October. This 
compares to the peer group range of $0.36/PJ (MEL) to $1.89/GJ (MPO). We consider 
AOE (at $1.27/GJ) to be a reasonable benchmark for the top end of the peer group given 
its scale and level of production.  

We would expect ESG to trade at a discount to AOE, but suggest that a 35% discount 
between the two stocks is too high. We believe it would be more reasonable for ESG to 
trade around the A$1.10/GJ benchmark on 2P reserves alone, which would underpin a 
share price of around $1.20/share. 

Figure 2: CSG reserves comparison 

  
Share 
price 

EV 2P (PJ) 3P (PJ) Target 2P 
Reserves

EV/2P 
Reserves

EV/3P 
Reserves

EV/Target 
Reserves 

AOE AOE $4.36 3,048 2,405 5,082 - $1.27 $0.60 n/a 
Eastern Star Gas ESG $0.91 697 391 1,273 845 $1.78 $0.55 $0.83 
Molopo MPO $1.42 167 88 367 207 $1.89 $0.45 $0.81 
Metgasco MEL $0.60 95 264 1,419 660 $0.36 $0.07 $0.14 
Bow Energy BOW $1.41 274 55 668 435 $4.99 $0.41 $0.63 
Icon Energy ICN $0.49 200 - - 170 n/a n/a $1.17 
Queensland Gas QGC $5.75 4,841 2,163 5,683 7,000 $2.24 $0.85 $0.69 
Sunshine Gas SHG $3.49 1,001 469 1,097 1,500 $2.13 $0.91 $0.67 
Pure Energy PES $8.25 1,011 522 2,510 1,750 $1.94 $0.40 $0.58 
Source: Company data, Credit Suisse estimates 

While the company�s 2P reserves are constrained by the market, we think the potential 
upside in ESG lies in its ability to deliver a strong 3P number which will be a truer 
reflection of the gas potential.  

We also look for a progression on the company�s existing MoUs for gas supply and note 
that the current agreements with Babcock and Brown and MacGen are non-binding. We 
believe substantive progress on converting either Understanding to a Gas Sales 
Agreement would further underpin a re-rating on the stock as it will move the stock from 
exploration phase to production phase.  



 27 October 2009 

The Good Oil 3 

We remain positive on the outlook for ESG and look for the stock to be driven by initial gas 
flow-rates, reserve delineation around the end of the year and progress on the 
commercialisation of the company�s MoUs, allowing the company to move towards a 
production phase in the medium term. 

Oil price movements for week ending 23 October 
WTI crude generally moved through an upward trend during the review period driven by a 
weak USD and greater than expected fall in inventory stockpiles. WTI crude ended the 
week up 1.9% at US$80.05/b. The TAPIS crude oil price (which lags the WTI benchmark) 
ended the week also up 1.9% (to US$84.68/b) and still retains its premium to WTI. 

The TAPIS-WTI differential YTD average of US$3.43/b represents a 4% premium to WTI, 
which is very beneficial for AWE and OSH, which offer a highly leveraged exposure to 
TAPIS crude. 

Figure 3: Movements in oil prices 
US$/b 

 Figure 4: WTI oil price versus forward curve versus Credit 
Suisse estimates 
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The forward curve 
The forward curve remains in contango and the longer-term contracts are still trading at a 
significant premium to the current spot price. The curve has increased over the week, up 
2.5% on average across the length of the curve. 

Figure 5: Movement in forward oil curve  
WTI US$/b 

 Figure 6: Period of forward curve contango (2009 data) 
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Oil is still trading at more than $15/b above the Credit Suisse 2H09 commodity forecast. 
While we are not precluding the need for further upward price forecast revisions, on 
balance we see the possibility of some market correction in the back half of the year.  

Figure 7: Forward oil curve 
WTI US$/b 
Week ending 23/10/09 Jul-09 Aug-09 Sep-09 Oct-09 Nov-09 Dec-09 Jan-10 Feb-10 Mar-10 Apr-09 May-10 Jun-10
 64.23 71.06 69.38 76.51 80.28 80.50 81.19 81.87 82.43 82.91 83.36 83.79
% weekly change      -0.4% 2.2% 1.9% 2.1% 2.3% 2.4% 2.5% 2.5% 2.6%
Source: www.nymex.com (per cent change calculated for the seven business days ended 23 October, 2009) 

The June 2017 contract price settled at US$97.25/b on 23 October and is trading some 
21% above the WTI spot price of US$80.05/b. 

Figure 8: Forward oil curve 
WTI US$/b 
 1Q 2Q 3Q 4Q FY Credit Suisse 

Forecast 
Forward Curve 

Premium 
2009 43.18* 59.69* 68.14* 80.39 62.85 57.71 8.9% 
2010 81.83 83.35 84.39 85.34 83.73 60.00 39.5% 
2011 86.05 86.53 86.97 87.41 86.74 70.00 23.9% 
2012 87.81 88.14 88.47 88.81 88.31 70.00 26.2% 
2013 89.17 89.53 89.89 90.27 89.72 70.00 28.2% 
Source: Company data, Credit Suisse estimates - * Actual quarterly WTI average prices 

TAPIS crude 
The TAPIS-WTI differential has remained at a steady premium throughout the majority of 
the year. We believe that TAPIS will remain at a premium over WTI in the longer-term with 
demand growth likely to manifest in the light, sweet crude product. The October average 
MTD premium has remained robust as it has throughout the year, averaging at US$2.84/b.  

Figure 9: TAPIS versus WTI 
US$/b 
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The forward curve is trading 
at an 8.9% premium to 
Credit Suisse�s FY09F 
assumptions 

We still expect TAPIS to 
trade at a premium in the 
longer-term 
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Figure 10: Spot crude � monthly average/daily data (US$/b) 
Period ending 23/10/09 Dec-08 Jan-09 Feb-09 Mar-09 Apr-09 May-09 Jun-09 Jul-09 Aug-09 Sep-09 Oct-09
WTI (US$/b) 40.65 41.63 39.07 47.98 49.92 59.22 69.62 64.23 71.06 69.38 74.97
TAPIS (US$/b) 42.49 44.87 48.29 50.11 52.46 59.71 71.34 69.01 77.05 71.02 77.81
Premium (%) 4.5% 7.8% 23.6% 4.4% 5.1% 0.8% 2.5% 7.4% 8.4% 2.4% 3.8%
Premium (US$/b) 1.85 3.24 9.22 2.13 2.54 0.49 1.72 4.77 5.99 1.64 2.84

Source: IRESS data. *Average spot crude oil price � MTD 

Market news 
Crude prices finished up this week, although softening in the second half of the week 
largely because of the slight strengthening in the USD. Nonetheless, overall oil price 
movements have been driven by a generally weaker USD, as well as bullish inventory 
data showing larger than expected declines this week. Despite this data, we caution that 
production and oil inventory levels are still above the five-year averages. In the near term, 
we still expect crude prices to remain driven by the movements in the USD and the 
general economic outlook despite the still weak fundamentals in the physical market. 

Selected headlines for the week: 

■ OPEC says it may raise oil output at December meeting  

OPEC may decide to increase production at its meeting in December, the group�s 
Secretary-General Abdalla El-Badri said. An increase will depend on whether prices 
remain at $75 to $80/b with stockpiles returning to the five-year average and floating 
inventories disappearing, El-Badri said today in London. OPEC will meet Dec. 22 in 
Luanda, Angola, to review its production quota system. 

Bloomberg, 22 October 

■ Oil surges to one-year high on lower dollar, U.S. fuel supplies   

Crude oil surged above $81/b in New York to a one-year high as the dollar dropped 
and a U.S. Energy Department report showed a greater-than-forecast decline in 
supplies of gasoline. Gasoline stockpiles fell 2.21Mb, more than twice the median of 
analyst forecasts, in the week ended Oct. 16, according to the report. 

Bloomberg, 21 October 

■ Nigeria�s oil rebels order �indefinite cease fire�  

The armed group that led attacks on Nigerian oil production for more than three years 
said it started an �indefinite cease fire� and talks to end the conflict. The cease fire, 
which went into effect at midnight this morning, followed an Oct. 19 meeting between 
President Umaru Yar�Adua and Henry Okah, leader of MEND. Nigeria is considering 
giving communities in the delta region 10% stakes in energy projects in an attempt to 
appease rebels pressing for more local control of oil wealth, Petroleum Minister 
Rilwanu Lukman said last week. 

Bloomberg, 25 October 

Refining margins 
Refining margins remain at very low levels, with lower product prices temporarily creating 
�negative margins� when using TAPIS crude to calculate crack spreads. At the end of the 
week (ending 23-Oct) margins remained very low at the US$1/b level. The October 
average to date for our estimate of the SRM is a loss of US$0.31/b and although negative 
margins are obviously unsustainable we still expect margins to remain lower throughout 
the month. Current margins are at the lowest we have seen this year. We maintain our 
view that the refining business will be difficult in 2009, particularly on low demand and 
increasing capacity in the region.  

Oil price still trends 
upwards, but we do not 
think this is well supported 
by the physical market 

While refiner margins can 
be volatile � we are 
currently seeing a sustained
period of very low margins  
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Figure 11: Petroleum product refiner margins � monthly average/daily data 
US$/bbl 
 Nov-08 Dec-08 Jan-09 Feb-09 Mar-09 Apr-09 May-09 Jun-09 Jul-09 Aug-09 Sept-09 Oct-09
97 Gasoline RM -0.80 3.20 13.71 15.51 8.14 11.91 14.56 11.24 7.07 8.98 6.53 1.23
95 Gasoline RM -4.76 -1.66 7.47 9.96 4.34 8.04 8.31 5.60 4.02 5.27 4.70 -1.20
Jet fuel RM 21.86 16.35 14.88 4.68 3.04 6.58 4.10 5.01 3.29 1.72 3.48 1.14
Diesel RM 16.29 16.31 14.15 2.13 2.85 6.63 5.04 5.93 3.09 3.06 4.65 1.29
Fuel Oil RM -14.78 -10.40 -12.21 -14.63 -14.56 -13.73 -13.55 -14.57 -9.29 -11.26 -8.49 -15.50
Credit Suisse SRM 5.15 6.35 10.54 6.80 3.51 7.20 6.81 5.64 3.58 4.06 4.33 -0.31

Source: Bloomberg data, Credit Suisse estimates 

Refining market news 
■ US refiners export diesel to Europe despite glut  

U.S. refiners are shipping a steady stream of diesel cargoes to Europe as they try to 
eke out profits amid a worldwide supply glut. U.S. refiners are hoping that Europe, 
which is a net importer of diesel, can absorb some of the U.S. excess refinery 
production. But the shipments are occurring against a backdrop of massive global 
stockpiles of middle distillate products like diesel, gasoil and jet fuel. About 70 to 80Mb 
of middle distillates were being held in floating tanker storage globally in early October. 
European refiners have reduced refinery output more sharply, so U.S. refiners are 
filling the gap by shipping excess diesel supplies to Europe. 

Downstreamtoday, 23 October 

■ As refiners cut runs, crude prices top year-ago levels  

Crude oil prices now top year-ago levels. But the sharp reversal isn't based on a 
recovery in oil demand. Instead, U.S. refiners are slashing operations in an attempt to 
bring down inventories, something that continued anaemic demand hasn't been able 
to do. In the week ended Oct. 9, U.S. crude oil input to refineries dropped by 500kbpd, 
or 3.5%, to 14.1Mbpd. That's a six-month low and 1Mbpd below the mid-July rate for 
the year.  

Downstreamtoday, 16 October 

■ China okays 40% increase in refining capacity 

China has approved a plan to expand its refining capacity to 110Mbpd by 2015, about 
40% more than the current level, foreign media cited an unnamed source as saying. If 
so, China's oil products supply by 2015 can be ensured, given an annual demand 
growth of 5-6%.  

Downstreamtoday, 22 October 

Figure 12: Credit Suisse Singapore refiner margins 
US$/b 1Q 2Q 3Q 4Q FY 23-Oct 
2003 4.5 2.4 3.9 4.9 3.9  
2004 6.4 6.4 4.4 5.5 5.7  
2005 3.2 6.6 7.6 4.7 5.5  
2006 2.0 10.4 5.0 4.4 5.4  
2007 5.7 8.4 4.5 4.0 5.6  
2008 6.9 10.9 5.7 6.6 7.5  
2009 6.8 6.5 4.0 -0.3 0.4 

Source: Bloomberg data, Credit Suisse estimates. *QTD 
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Figure 13: Sector compco 
  Rtg Stock 

price 
Market 

cap 
EV Net

DER 
Price 

Perf. YTD
Price 

Perf. WTD
PER 
08E 

CFR 
08E 

EV/ 
EBITDA 

EV/ 
BOE 

2P 
Reserves

Reserve
life 

    A$ A$mn A$mn        (Mboe) (yrs) 

Woodside  WPL N $51.80 36,486 39,302 75% 41.1% -1.7% 29.9x 15.5x 13.7x $23.08 1703 21.2 
Santos STO N $15.55 12,830 12,741 nm 13.3% -0.4% 50.4x 15.7x 11.7x $12.58 1013 19.3 

Oil Search OSH N $6.11 7,898 7,142 nm 31.4% -9.5% 62.0x 19.5x 19.3x 
$106.7

6 67 7.7 
AWE* AWE N $2.79 1,438 1,082 nm 8.6% -0.4% 17.2x 6.4x 5.4x $15.69 69 7.1 
TAP Oil TAP U $1.08 167 113 nm 40.5% -6.1% 41.5x 4.3x 4.6x $19.55 6 7.5 
AED Oil* AED O $0.63 102 128 nm -38.7% -6.7% -8.5x 2.7x 64.4x $3.32 39 28.0 
NZ Oil & Gas** NZO N $1.39 523 406 nm 35.4% -0.7% 30.3x -26.7x 8.4x $23.12 13.4 12.2 
               

Molopo MPO O $1.42 265 156 nm 66.5% 11.4% -39.0x -73.5x -19.6x $5.24 30 n.a 
Arrow Energy AOE O $4.36 3,171 3,070 nm 62.7% -1.4% 63.2x 73.0x 31.1x $11.20 274 114.2 

Easternstar Gas ESG O $0.91 748 689 nm 57.4% -2.7% -135.9x
-

214.2x -108.3x $18.96 36 n.a 
               

Caltex CTX N $10.87 2,957 3,789 19% 51.2% -5.4% 8.4x 4.7x 5.0x    

*AWE, AED, MPO, AOE data are for the 2009�10 period � all company data reflects the current forecast 
year. Prices at 23 October. Source: Company data, Credit Suisse estimates, **First NZ Capital. O = 
OUTPERFROM, N = NEUTRAL, U = UNDERPERFORM 

Figure 14: Oil price scenarios 
in A$mn, unless otherwise stated 
 Credit Suisse assumptions Spot Forward curve 
  NPAT 

08A 
NPAT 

09F 
NPAT 

10F 
NPAT 

11F
Valn NPAT 

09F
NPAT 

10F
NPAT 

11F
Valn NPAT 

09F 
NPAT 

10F
NPAT 

11F
Valn

WPL 1,832 1197 1177 2358 47.80 1635 1414 2202 44.80 1381 1439 2498 55.25
STO 534 218 381 497 12.98 290 430 468 12.34 243 484 557 15.48
OSH 282 115 180 187 5.64 156 189 170 5.35 125 201 197 6.70
AWE 264 84 102 99 2.76 94 95 84 2.67 96 111 108 2.95
    Target Price TP @ Spot  TP @ FC
WPL    $58.00 $45.00  $58.00
STO    $17.75 $17.00  $17.75
OSH    $7.60 $7.00  $7.60
AWE    $2.95 $2.85  $2.95

Source: Credit Suisse estimates 



 27 October 2009 

The Good Oil 8 

Figure 15: Sector performance 
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*AED, AOE and MPO excluded due to the range of its relative performance since listing 
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Companies Mentioned  (Price as of 26 Oct 09) 
AED Oil (AED.AX, A$.62, OUTPERFORM [V], TP A$1.55) 
Arrow Energy (AOE.AX, A$4.27, OUTPERFORM [V], TP A$5.50) 
Australian Worldwide Exploration (AWE.AX, A$2.77, NEUTRAL [V], TP A$2.95) 
Bow Energy Ltd (BOW.AX, A$1.37) 
Caltex Australia (CTX.AX, A$10.72, NEUTRAL [V], TP A$12.70) 
Eastern Star Gas (ESG.AX, A$.90, OUTPERFORM [V], TP A$1.25) 
Icon Energy Ltd (ICN.AX, A$0.48) 
Karoon Gas (KAR.AX, A$7.43, UNDERPERFORM [V], TP A$8.15) 
Metgasco Limited (MEL.AX, A$.60) 
Molopo Australia (MPO.AX, A$1.46, OUTPERFORM [V], TP A$1.60) 
New Zealand Oil & Gas Ltd (NZO.NZ, NZ$1.72) 
Oil Search (OSH.AX, A$6.10, NEUTRAL, TP A$7.60) 
Santos (STO.AX, A$15.44, NEUTRAL [V], TP A$17.75) 
Tap Oil (TAP.AX, A$1.06, UNDERPERFORM [V], TP A$1.00) 
Woodside Petroleum (WPL.AX, A$50.85, NEUTRAL [V], TP A$58.00) 
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