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Nexus Energy (NXS)

Longtom ramps up, Crux deal taking time

NXS is in the doldrums, and a deal on Longtom or
Crux is needed to demonstrate the value of the stock.
We believe such a deal is forthcoming and that it will
spark a re-rating but the timing is probably months
away rather than weeks. We retain a $0.52 valuation,
and we take a look at the fallback option of FLNG at
Crux, which has a very similar value. A Spec Buy
requiring a little bit of patience.

Interim EBITDA of $4m from Longtom

NXS has reported its first earnings from Longtom, which started in late
October 2009. The contribution was modest, as expected due to low summer
demand but production will ramp up in 2010. The headline NPAT of $21m
was entirely due to large tax credits for PRRT and income tax.

NXS remains undervalued with an unchanged TP of $0.52

We have made some changes to our asset valuation of NXS, but the net
effect is a steady DCF of $0.52. The Longtom DCF has increased from $0.35
to $0.42/share while Crux has decreased from $0.34 to $0.30/share. Net debt
is $12m higher at $238m or -$0.25/share. The NXS share price is drifting
lower due to lack of news on the Crux project, no sell-down of equity in
Longtom and no CEOQ in place since December 2009. We understand that
there is progress on all fronts, but the company cannot and should not
announce anything prematurely. We maintain a positive view on the stock
but have changed our recommendation from Buy to Spec Buy to reflect the
fact that a well executed asset transaction is needed to get performance.

Earnings Forecast
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NXS’ interim is a start

Summer gas demand
is seasonally low, and
gas sales averaged
30TJ/day. The
contracted annual
average gas volume
is 68TJ/day so the
winter period will be
much higher

Interim result was unrepresentative

NXS has reported an interim NPAT of $21m but this is unrepresentative as it is
entirely due to tax credits of $38m. The Longtom gas project which started in
late October generated EBITDA of $3.7m. Summer gas demand is seasonally low,
and gas sales averaged 30TJ/day. The contracted annual average gas volume is
68TJ/day so the winter period will be much higher than the period just reported.
The operating result was largely as expected, although opex ($1.74/GJ) and
amortisation charges ($2.23/GJ) were higher than we had in our model. Some of
this will be related to the start-up of the field. Our ongoing opex is about $1.44/GJ
which is largely represented by the tolling fee NXS pays to STO to use the
Patricia-Baleen gas plant. For DD&A we use $1.60/GJ which reflects total capex
of $480m/300PJ, even though the contracted amount is for 350PJ.

At the bottom ling, tax credits, a reversal of restoration provisions and some one-
off costs relating to employee redundancies led to a headline “profit”. Adjusting
for these items we derive a loss of $18.2m for the period.

Figure 1 - NXS interim result

NXS Interim 2010 $m Comment

Gas sales (PJ) 2.1 30TJ/day + 25,400bbl of condensate

Sales Rewvenue 9.3 Represents a gas price of $4.48/GJ (before toll)
Opex 5.6 Includes start-up costs of about $2m in our view
EBITDA 3.7 Cash margin of $1.77/GJ and will improve

DD&A -4.6 A big amortisation charge of $2.23/GJ

Exploration -0.3

EBIT -1.3

Corporate costs -10.5 Includes significant redundancy costs

Net interest -16.2 Includes project loan & unsecured notes
Restoration provision reversal 10.9 Longtom restoration can be done for $35m

Pre-tax profit -17.1

Tax credits 38.3 We understand $33m is PRRT and $5m income tax
NPAT 21.2

Adjusted NPAT -18.2 Adjusted for tax credits, restoration & one-off costs

SOURCE: COMPANY AND SOUTHERN CROSS EQUITIES ESTIMATES

The balance sheet has $45m of cash and long term borrowings of $283m (net
debt/equity of 43%). The debt is represented by a $160m project facility on
Longtom, and $123m debt component of the unsecured notes which are due in
January 2013.

Considering that NXS spent $76m of capex in the half year to bring Longtom into
production, and much lower expenditures in the current period, we expect
operating cash flow to build up cash on the balance sheet. This could be further
boosted by an equity sell-down at Longtom and/or Crux, potentially by a
significant amount.
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NXS is undervalued on several scores

Base valuation remains $0.52/share

We have revised our valuation for NXS as follows:

The Longtom DCF has been rolled forward to 30 June 2010, which eliminates
the capex and lower cash flow in the start-up year of this 10-15 year project.
This has increased the DCF from $344m to $404m and equals $0.42/share
($0.37 for the gas and $0.05 for the liquids).

We have also revised the Longtom model to reflect the fact that NXS is
quoting sales revenues based on gas prices before the toll paid to STO, and
we have increased operating costs to account for the tolling fee, and some
additional cost. However, the net effect is still positive for the Longtom DCF.

The Crux project’s DCF has also been rolled forward but has decreased in DCF
value from $327m to $288m or $0.30/share. This is because we have delayed
start-up of a liquids stripping project from the December half year 2013 until
the June half year 2014.

Liquids stripping remains our base case assumption, with NXS selling a 40%
equity stake for $140m. This represents a low A$5/bbl using a reserve of
70mmbbl. Our previous valuation was $150m as we assumed 75mmbbl could
be extracted, but due to the 6-month delay and the fact that the ownership
transfers to Shell on 1 January 2021, there is less time to get the barrels out
of the ground.

The net debt part of the valuation has increased from $226m to $238m as of
31 December 2009, decreasing the valuation by $0.01 to -$0.25/share.

Figure 2 - NXS valuation

DCF DCF
Gas Reserves/Resources Bcf net Mboe $m /share
Longtom (100%) 350 350 62.5 354 $0.37
Crux Gas (0%) 2,000 0 0.0 0 $0.00
Echuca Sh (100%) 900 900 150.0 0 $0.00
Total PJ 3,250 1,250 2125 354 $0.37
Liquids Reserves/Resources Mb net
Longtom (100%) 5.0 5.0 5.0 50 $0.05
Crux (assumed 45%) 70.4 317 31.7 288 $0.30
Echuca Sh (100%) 50.0 50.0 50.0 0 $0.00
Liquids Reserves Mboe 1254 86.7 86.7 338 $0.35
Exploration (No value recognised) 0 $0.00
60% of franking credits (no value recognised) 0 $0.00
Assumed payable for 40% Crux @ $5/bbl 140 $0.15
Cash (Net debt) -115 -$0.12
Unsecured notes -123 -$0.13
DCF of Corporate Costs $15m pa -99 -$0.10
Total @ 10% discount rate Longtom / 12.5% Crux 495 $0.52

SOURCE: COMPANY AND SOUTHERN CROSS EQUITIES ESTIMATES
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Crux liquids stripping looks like the preferred option

Our NXS base case valuation assumes that the company can sell 40% for $140m
and retain 45% equity. The table below shows how different equity sell-downs
would impact the company, with the amount of cash received, the net remaining
capex exposure for NXS and how much the retained equity is worth per share. On
our project analysis, the Crux liquids have an NPV of A$9.10/bbl but to get a
buyer into the project, NXS will need to sell equity at a discounted value which we
have set at A$5/bbl.
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