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*prices as of 27 November 2007

uae | oil and gas

Short-Term Rec.: Reduce
Long-Term  Rec.: Sell

Current Price*: AED 1.97
LT Fair Value  : AED 1.46

• The continuing delay in the company's key Iranian gas deal has meant that Dana Gas reported 3Q2007
results significantly below our expectations. Revenues (net of royalties) came in at AED138 million, flat
Q-o-Q, and were driven solely by the company's Centurion business. While SG&A expenses were lower
than expected, interest expenses rose 42% Q-o-Q to AED27 million and resulted in net profit of AED22
million for the quarter, down 24.1% Q-o-Q.

• Given that 3Q2007 results are below our expectations and that the Iranian gas deal has not yet
materialized, our estimates for the full year are now too high. Also, we had previously expected that Dana
Gas would make an acquisition in Pakistan as part of the Pakistan government's privatization plan,
however, this deal now looks highly unlikely to occur, after the government put the privatization process
on hold in the wake of political unrest.  

• While we still expect the Iranian gas deal to materialize, given the significant capital outlay already
committed by both parties, we now anticipate the start of this contract at the beginning of 2008.
Therefore, taking into account the impact of removing both the Iranian gas deal for 2007 and the Pakistan
transaction throughout the whole projection period, we downgrade our revenue forecasts by 67% and
53% for 2007 and 2008, while top line estimates fall by around 53% thereafter. Meanwhile, our estimates
for net income decline by 70% and 43% for 2007 and 2008, and then by around 45% for subsequent years.

• Meanwhile, Dana Gas has issued a USD1 billion Sukuk to help to finance the company's future
projects/acquisitions. The convertible bond matures in 2012 and has a fixed coupon payment of 7.5%.
With the strike price to be set nine months after the issuance date, we believe the terms of this bond to
be particularly favourable to bond holders, and with the greater likelihood of bond holders converting to
equity, could be materially dilutive to existing shareholders.

• In light of our forecast downgrades, we also revisit our DCF analysis. Our new long term fair value
estimate falls to AED1.46, down 18.9% from the previous LTFV of AED1.80. Since our LTFV is 26% lower
than the current share price of AED1.97, we reduce our LT recommendation to Sell from Neutral. However,
in the short term we are mindful of the positive sentiment that would follow from the announcement of
the long awaited Iranian gas deal and our ST rating therefore moves to Reduce from Neutral.

Abid Riaz
+971 4 363 4005
ariaz@efg-hermes.com

Mohammad Madani
+971 4 363 4003
mmadani@efg-hermes.com
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i. review of financials

a. 3q2007 results - below expectations
Dana Gas reported 3Q2007 results significantly below our expectations. This was mainly due to the fact that
the company's cornerstone Iranian gas deal has failed to materialize this year, while we had forecast it to
contribute to earnings in 2H2007. Revenues (net of royalties) came in at AED138 million, were flat Q-o-Q, and
reflected the sole contribution from Dana Gas' Centurion business and, more specifically, its Egyptian operations.
The gross margin came in at 93% for the quarter and 89% for 9M2007 vs. our expectation of 60% for FY2007. 

Meanwhile, SG&A expenses came in at AED19 million for 3Q2007 (down 34.5% Q-o-Q), which led to SG&A
expenses for 9M2007 of AED60 million. Interest costs rose 42% Q-o-Q to AED27 million, and meant that net
profit for the quarter came in at AED22 million, a decline of 24.1% Q-o-Q.

Table 1.1: Summary of 3Q2007 Results

Source: Dana Gas Financials, EFG-Hermes estimates

other news and developments

New USD1 billion Sukuk
Dana Gas issued a USD1 billion Sukuk on 31 October to help the company finance future projects and/or
acquisitions. The convertible bond matures in 2012 and has a fixed coupon payment of 7.5%. This issue
follows on from the company's failed attempt to raise money through the debt markets earlier in the year. 

Political Instability in Kurdistan
In 1H2007, Dana Gas signed a strategic alliance with the Kurdistan Regional Government of Iraq. Under the
terms of the strategic alliance, Dana Gas was appointed, on a service contract basis, to develop, process, and
transport natural gas from the Khor Mor Gas field and to provide natural gas supplies to fuel domestic electric
power generation plants currently under construction near Erbil and Suleymaniya. More recently, Dana Gas
has opened its new Suleymaniya office in the Kurdistan region of Iraq. The Khor Mor project is now 60%
complete with production scheduled for early 2008. 

Given the lack of details that Dana Gas has provided regarding this agreement - i.e. what potential production
levels will be, and therefore subsequent revenue and profit expectations, we have chosen not to include this
project in our forecasts at this stage. Moreover, with the recent political instability in the Kurdistan region of
Iraq, we believe that there is a risk of possible delays to the project. Therefore, we have chosen to wait until
we have more visibility, before including the potential upside from this agreement in our estimates for next
year and beyond. 
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ii. changes to forecasts

Given that these third quarter results are significantly below our expectations and that the Iranian gas deal
has not yet materialized, our estimates for full year 2007 are now too high. While we still believe the Iranian
deal will happen (given the capital already committed by both parties), and now anticipate the start of this
contract at the beginning of 2008, we need to revisit our forecast assumptions to reflect the negative impact
from this delay on our earnings estimates this year.

Moreover, we take this opportunity to look at our forecast assumptions beyond 2007. We had previously
expected that Dana Gas would acquire Pakistan's Sui Southern Gas Company Limited as part of Pakistan
government's privatization plan. However, this deal now looks highly unlikely to happen after the Pakistan
government decided to put on hold its privatization process at least until the new government takes over.
These combined changes will have a material impact to our forecasts for 2007 and beyond as follows:    

revenue
Our previous revenue forecasts were based on the Iranian contract coming on stream in 2H2007 and
contributing AED960 million to total revenues for FY2007. However, due to the on-going delay in the
contract, we now reduce our forecasts significantly for 2007. We also now assume that Dana Gas will not
purchase Pakistan's Sui Gas company, and therefore reduce our top line forecasts by 67.4% in 2007 and by
52.6% in 2008 to reflect both these changes. Beyond this, our revenue forecasts decline by around 53% per
annum across our forecast horizon, as shown in Figure 2.1. 

Figure 2.1: Changes in Revenue Forecasts

Source: EFG-Hermes estimates

operating costs
We go on to reduce our forecasts for Dana Gas' operating costs accordingly. Our previous estimates included
costs associated with the Pakistani acquisition. However, as we now exclude this from our numbers, we
reduce our operating costs for 2007 by 80% and our subsequent forecasts by 61% per annum. 

This reduction in our operating costs results in an increase in our gross profit margin estimates, increasing
them from 60% to 88% in 2007 (reflecting Centurion operations only) and from just under 31% to just under
44% thereafter.    
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Figure 2.2: Changes in Total Operating Cost Forecasts

Source: EFG-Hermes estimates

The combined effect of these changes to our top line forecasts and cost assumptions means that our
estimates for EBITDA fall by 56.4% in 2007 and by just over 26% in 2008 and beyond. However, our EBITDA
margin increases from our old estimate of 54% to 72% in 2007 and from just under 23% to 37% thereafter.  

Figure 2.3: Changes to EBITDA Forecasts

Source: EFG-Hermes estimates

net income
Furthermore, we make downward adjustments to our depreciation and amortization expenses going forward,
again a reflection of the fact that we have now excluded the Pakistani Sui Gas company from our estimates. 

Meanwhile, our forecasts for interest expenses increase to reflect the coupon payments due from the
company's recent Sukuk issue. The combined effect of all these changes is that our net income forecasts fall
by 69.7% and 42.8% in 2007 and 2008, and decrease further than 45% thereafter, as in Figure 2.4.   
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Figure 2.4: Changes in Net Income Forecasts

Source: EFG-Hermes estimates

Our new net income forecasts and EPS estimates show declines against our previous estimates across our
forecast horizon, as in Table 2.5. It is worth noting that the significant increase to earnings from 2007 to 2008
(of 224%) for our new earnings estimates is a reflection of our assumption that the Iranian gas deal starts to
contribute from the beginning of 2008. 

Table 2.5: Changes in Earnings Forecasts 

Source: EFG-Hermes estimates

changes to debt and equity

Issuance of Convertible Sukuk - Potential Negative Impact on Existing Shareholders
Dana Gas has issued a USD1 billion Sukuk to help the company finance future projects and/or acquisitions.
The convertible bond matures in 2012 and has a fixed coupon payment of 7.5%. The strike price, to which
an exchange premium of 10% will apply, will be set nine months after the issuance date (4 October 2007).

The convertible Sukuk can potentially have a negative impact on the value accruing to the company's current
shareholders. The Sukuk holders have the option of converting the Sukuk into equity in the future (starting
nine months after issuance), or can continue to receive coupon payments until maturity in 2012. This option
to convert will potentially have material dilutive effects on existing shareholders. 

The extent of the dilution on existing shareholders will depend on two factors; i) the strike price of the Sukuk,
which will determine how many shares the sukuk will be converted into and ii) the percentage of the Sukuk
holders that will chose to exercise their option to convert. 

As for the strike price, which is due to be set in nine months after the issuance date of October 4, we have
undertaken an analysis to explore various scenarios and have assumed different strike prices - ranging from
50% upside to 62% downside to the current share price. As is illustrated in Table 2.6, the lower the strike
price, the more shares that will need to be issued, resulting in greater dilution to existing shareholders. In this
case, equity holders would suffer from a double negative effect; i) the impact of a lower share price and ii)
greater dilution. However, if the strike price were to be above our estimated long-term fair value, then we
believe the transaction would be accretive for existing shareholders.

dana gas
27 November 2007

5
kindly refer to the 
important disclosures and
disclaimers on back page

company note

(%�� ������) ��:� ������) +1;��&�
�	
��8��

���� ���0 ���, ���� ���� ������-����

��-����

�

�-���

�0�+

���+

�*�+

���+

�+

�������	 ����� ����� ����� ����� ����� �����

(%����)�
���8� .���0 �.��� �*0�, ��0�� ����0 0.��0

(%���$8�����2��;������8�%%����� �-��� �-��� �-��� �-��� �-��� �-���

(%��
�����&������';��� ����� ���,� ����0 ����0 ����, ���.,

3��:);����
�' .���+ ����+ ���0+ ,��+ ,��+ ��0+

��:���)�
���8� ,*�0 .���� .���� .�0�� .���* .����

��:��$8�����2��;������8�� �-��� �-��� �-��� �-��� �-��� �-���

��:�
�����&������';��� ����� ����� ����, ����� ����� �����

3��:);����
�' ��,��+ ��.��+ ����+ ���+ ���+ ���+



dana gas
27 November 2007

6
kindly refer to the 
important disclosures and
disclaimers on back page

Typically, bond holders would only benefit if the underlying share price increases above that of the strike
price. However, in this case, given that the strike price has not yet been set, and is due to be set at just a 10%
premium to the current share nine months after the Sukuk offering, bondholders will never be hugely out of
the money if the price falls. Thus, there is a greater likelihood of bondholders converting to equity. We have
therefore assumed that 100% of the Sukuk holders will convert to equity at maturity at the end of 2012. 

Table 2.6: Various Scenarios for Conversion of Sukuk

Source: EFG-Hermes estimates

This Sukuk issue will also impact the company's capital structure going - which will go from 100% equity in
2006 to an expected debt to equity ratio of 1:3 over 2008-2010.  

Table 2.7: Movements in Debt and Equity and Interest Cover 

Source: EFG-Hermes estimates 

changes to balance sheet
In light of our new assumptions, we have also revisited our balance sheet forecasts. Indeed, the exclusion of
the Pakistani Sui Gas company from our numbers, combined with the Sukuk issue, have led to changes in our
balance sheet estimates, as in Figures 2.8.

Figures 2.8: Balance Sheet Forecasts - Old vs New

A. Old Balance Sheet Forecasts                                     B. New Balance Sheet Forecasts

Source: EFG-Hermes estimates 
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iii. valuation

In light of all of these changes to our forecasts, we revisit our DCF analysis. As a result of downgrades to our
earnings estimates, our new fair value estimate of AED1.46 per share is 18.9% lower than our previous
estimate of AED1.80 per share. 

We have also made an adjustment to our WACC calculations for Dana Gas. Our WACC rises to 9.4% from
our previous assumption of 9.0%. Although we assume a lower risk free rate of 4.2% (10 year US Treasury
bond rate) vs. 4.8% previously and apply a lower discount factor on our free cash flows for 2007 and beyond,
to reflect the fact that there is only one month left in the year, we increase our risk premium from 5.0% to
5.8% to reflect greater risk attached to our forecasts, given delays to Dana's key Iranian contract which makes
up a significant share of our estimates going forward. 

We continue to assume that Dana Gas' future capital expenditure is equal to 0.6x depreciation, which is in
line with other gas/energy companies across the region.

Table 3.1: Old Discounted Cash Flow

Source: EFG-Hermes estimates

Table 3.2: New Discounted Cash Flow

Source: EFG-Hermes estimates
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Table 3.3: Sensitivity Analysis 

Source: EFG-Hermes estimates

Our DCF valuation of AED1.46 implies the following multiples; a 2008e P/E ratio of 28.5x, a PBV ratio of 1.2x
and an EV/EBITDA ratio of 11.8x, which are still not cheap, particularly given the lack of visibility regarding
delivery of the Iranian gas, and therefore uncertainty over our future forecasts.  

recommendation
Having revisited our forecasts and our DCF assumptions, our new estimated Fair Value of AED1.46 per share
is 26% lower than the current share price of AED1.97. Therefore, we reduce our LT recommendation to Sell
from Neutral. Furthermore, the shares have had a good run over the last few months (up 20.1% since October
1), with no justification for this performance in our minds. However, in the short term we can foresee positive
sentiment from the announcement of the long awaited Iranian gas deal, and therefore, our ST
recommendation moves to Reduce from Neutral.
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Source: Dana Gas, EFG-Hermes estimates
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