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generated c.US$160mn cash in 3Q08. The significant increase in the cash
balance is due to the strong realized prices and lower than expected capex
(US$300mn capex for 2008 per management’s new guidance vs the . Stock Data
projected US$400mn in our valuation). We do not anticipate a material impact Price 155.00p
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government of Turkmenistan recently introduced a new Petroleum Law. The
potential impact of the law for Dragon is a modest increase in the corporate
tax rate from the current 20% to 25%. The company is currently assessing
the impact of the law on operations and taxation, but if this increase in the tax 5
rate is approved, our NAV would decrease by c.30p/sh to 417p/sh (6% 4
impact). 3]
Attractive valuation 21
Dragon currently trades at a ¢.65% discount to our 445p/sh NAV versus the peer 1'
average discount of 55%. The stock also (1) screens cheaply on a P/E and 2005 2006 2007 2008

EV/EBITDA basis, trading in a P/E range of 3.5x to 2.4x 2008E to 2013E and an - Dragon — FTSE ALL-SHARE INDEX

EV/EBITDA range of 1.2x to 0.2x 2008E to 2010E; and (2) is highly cash flow
generative with FCF yield of 12% to 33% 2008E to 2013E. The valuation remains
attractive under lower long-term oil price and higher discount rate assumptions
(see Table 1 on page 3). We reiterate our Buy recommendation, with Dragon
offering strong production growth potential, additional upside from gas
monetisation, steady newsflow and attractive valuation. BUY
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Positive update, but potentially
higher tax

Dragon Oil this morning provided an update on its Turkmen operations.
The keys takeaways from the management statement are:

®  Production volumes in line. Dragon’s average gross volume for
3Q08 was 42.3kb/d (+25% YoY%). With two more wells (LAM 22/130
and LAM A/131) due to be completed in November 2008, the
company is on track to achieve its target of: (1) drilling eight
development wells in 2008 and (2) achieving 25% YoY production
growth in 2008 (c.40kb/d+ average 2008 production).

= Another milestone in the gas monetisation achieved. Dragon has
awarded US$37m 15 month contract for the expansion of the Central
Processing Facility (CPF), which will double the facility’s processing
capacity to 100kb/d of liquid and 220mmcf/d of gas. The NPF
expansion removes the oil production bottlenecks and is another
major step towards gas monetisation.

= The period-end net cash position at US$820m. The company
generated ¢.US$160m cash in Q308. Significant increase in the cash
balance is due to the strong realised prices, increased production
and lower capex. With the period-end cash position of US$820m and
FCF yield of 12% to 33% 2008E to 2013E, Dragon is well placed to
finance an aggressive forward capex programme and potential
acquisitions outside Turkmenistan.

Lower than planned (infrastructure) capex (US$300m total capex for
2008 as per management’s new guidance vs. projected US$400m in
our valuation) is mainly due to administration delays and is not
expected to have a material impact on our near term production
forecasts. Further, we do not anticipate a significant impact of lower
capex on our NAV as lower capex tend to be offset by a lower cost oil
recovery base.

=  Potential negative 30p/sh NAV impact of a new Petroleum Law.
The government of Turkmenistan recently introduced a new
Petroleum Law. The potential impact of the law for Dragon is a
modest increase in the corporate tax rate from the current 20% to
25%. The company is currently assessing the impact of the law on
operations and taxation, but were this increase in the tax rate be
approved, our NAV would decrease by ¢.30p/sh to 417p/sh (6%
impact).

Exceptionally attractive valuation

Dragon currently trades at a ¢.65% discount to our NAV estimate versus the peer
average discount of 55%. The stock also screens cheaply on a multiple basis,
trading on in a P/E range of 3.5x to 2.4x 2008E to 2013E and an EV/EBITDA
range of 1.2x to 0.2x 2008E to 2010E;.

Our base-case 450p/sh NAV is set at a long-term US$90 Brent reference price
and 14% cash flow discount rate. We outline the potential impact of changes in
the oil price and discount rate below. The valuation remains attractive under lower
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long term oil price and higher discount rate assumptions.

Table 1: Sensitivity analysis of Dragon's NAV to the oil price and the discount rate

12.0% 13.0% 14.0% 15.0% 16.0% 17.0% 18.0% 19.0%

$50/bl 302.3 286.5 272.5 260.0 248.8 238.8 229.7 2215
$60/bl 351.0 330.6 3124 296.3 281.9 269.0 2574 246.9
$70/bl 405.0 379.4 356.8 336.7 318.8 302.7 288.3 275.4
$80/bl 458.9 428.3 401.2 377.1 355.7 336.5 319.3 303.8
$90/bl 512.9 4772 445.6 4175 3925 370.2 350.2 3322
$100/bl 566.9 526.0 490.0 457.9 429.4 404.0 381.1 360.6
$110/bl 620.8 574.9 534.3 498.3 466.3 437.7 412.1 389.0
$120/bl 674.8 623.8 578.7 538.8 503.2 4714 443.0 4175

Source: Merrill Lynch estimates

Investment thesis

Dragon Oil

Our key investment themes are (1) strong production growth potential, (2)
additional upside from gas monetisation, (3) compelling M&A candidate, and (4)
attractive absolute and relative valuation. BUY

Price objective basis & risk

Dragon Oil (DRAGF)

Our 450p/sh Dragon Oil Price Objective is set at around our Net Asset Value
(NAV). Key assumptions in the construction of our NAV are (1) long term oil price
of US$90/bl (real), (2) Iranian Light-Brent differential of US$4/bl, (3) US$/GBP of
1.80, (4) forecast portion of production volumes exported to Iran (80%), (5)
production phasing (c100kb/d peak in 2017E), and (5) a 14% discount rate.

We continue to set our European E&P Price Objectives around NAV as we
believe (1) this is the only valuation framework, which accurately captures the
underlying cashflow and earnings generating ability of the underlying asset bases
over time, and (2) that, as such, the shares should trade at a premium or discount
to this metric depending upon such factors as management quality/delivery track
record, the strength of the macro environment, near/medium-term newsflow
potential, prevailing levels of M&A activity in the sector, the likelihood of
management delivering value accretive asset deals which this framework
specifically precludes, and political risk issues.

Risks to the attainment of our Price Objective are Brent and Iranian Light oil price,
Turkmen gas price, currency (particularly US$/GBP), Turkmen political/fiscal risk,
unexpected reservoir issues, unexpected development kit procurement-induced
timing delays and a period of sustained exploration/appraisal disappointment.

Analyst Certification

I, Taleh Musayev, hereby certify that the views expressed in this research report
accurately reflect my personal views about the subject securities and issuers. |
also certify that no part of my compensation was, is, or will be, directly or
indirectly, related to the specific recommendations or view expressed in this
research report.
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Important Disclosures

DRAGF Price Chart
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B:Buy, N:Neutral, S: Sell, U:Undemperform, PO : Price objective, NA : No longer valid
Prior to May 31, 2008, the investment opinion system included Buy, Neutral and Sell. As of May 31, 2008, the investment opinion system includes Buy, Neutral and Underperform. Dark Grey shading indicates that a security is restricted with the
opinion suspended. Light grey shading indicates that a security is under review with the opinion withdrawn. The current investment opinion key is contained at the end of the report. Chart is current as of September 30, 2008 or such later date as
indicated.

Investment Rating Distribution: Energy Group (as of 01 Oct 2008)

Coverage Universe Count Percent Inv. Banking Relationships* Count Percent
Buy 170 63.43% Buy 57 37.25%
Neutral 50 18.66% Neutral 12 30.00%
Sell 48 17.91% Sell 9 22.50%
Investment Rating Distribution: Global Group (as of 01 Oct 2008)

Coverage Universe Count Percent Inv. Banking Relationships* Count Percent
Buy 1647 45.31% Buy 429 28.83%
Neutral 858 23.60% Neutral 240 31.41%
Sell 1130 31.09% Sell 227 22.02%

* Companies in respect of which MLPF&S or an affiliate has received compensation for investment banking services within the past 12 months. For purposes of this distribution, a stock
rated Underperform is included as a Sell.

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating. VOLATILITY RISK
RATINGS, indicators of potential price fluctuation, are: A - Low, B - Medium and C - High. INVESTMENT RATINGS reflect the analyst’s assessment of a
stock’s: (i) absolute total return potential and (ii) attractiveness for investment relative to other stocks within its Coverage Cluster (defined below). There
are three investment ratings: 1 - Buy stocks are expected to have a total return of at least 10% and are the most attractive stocks in the coverage cluster;
2 - Neutral stocks are expected to remain flat or increase in value and are less attractive than Buy rated stocks and 3 - Underperform stocks are the least
attractive stocks in a coverage cluster. Analysts assign investment ratings considering, among other things, the 0-12 month total return expectation for a
stock and the firm’s guidelines for ratings dispersions (shown in the table below). The current price objective for a stock should be referenced to better
understand the total return expectation at any given time. The price objective reflects the analyst’s view of the potential price appreciation (depreciation).

Investment rating Total return expectation (within 12-month period of date of initial rating)  Ratings dispersion guidelines for coverage cluster*
Buy > 10% < 70%
Neutral 2> 0% < 30%
Underperform N/A > 20%

* Ratings dispersions may vary from time to time where Merrill Lynch Research believes it better reflects the investment prospects of stocks in a Coverage Cluster.

INCOME RATINGS, indicators of potential cash dividends, are: 7 - same/higher (dividend considered to be secure), 8 - same/lower (dividend not considered
to be secure) and 9 - pays no cash dividend. Coverage Cluster is comprised of stocks covered by a single analyst or two or more analysts sharing a common
industry, sector, region or other classification(s). A stock’s coverage cluster is included in the most recent Merrill Lynch Comment referencing the stock.

MLPF&S or one of its affiliates acts as a market maker for the securities recommended in the report: Dragon.

In the US, retail sales and/or distribution of this report may be made only in states where these securities are exempt from registration or have been qualified for
sale: Dragon.

MLPF&S or an affiliate expects to receive or intends to seek compensation for investment banking services from this company within the next three months:
Dragon.

MLPF&S or one of its affiliates is willing to sell to, or buy from, clients the common equity of the company on a principal basis: Dragon.

The analyst(s) responsible for covering the securities in this report receive compensation based upon, among other factors, the overall profitability of Merrill
Lynch, including profits derived from investment banking revenues.
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Other Important Disclosures

UK readers: MLPF&S or an affiliate is a liquidity provider for the securities discussed in this report.
The company is a corporate broking client of Merrill Lynch International in the United Kingdom: Dragon.

Information relating to Non-U.S. affiliates of Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S):

MLPF&S distributes research reports of the following non-US affiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets
(France) SAS; Merrill Lynch (Frankfurt): Merrill Lynch International Bank Ltd, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) Ltd;
Merrill Lynch (Milan): Merrill Lynch International Bank Limited; MLPF&S (UK): Merrill Lynch, Pierce, Fenner & Smith Limited; Merrill Lynch (Australia): Merrill Lynch
Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch (Singapore): Merrill Lynch (Singapore) Pte Ltd; Merrill
Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de Bolsa; Merrill Lynch (Argentina): Merrill Lynch
Argentina SA; Merrill Lynch (Japan): Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): Merrill Lynch International Incorporated (Seoul Branch); Merrill
Lynch (Taiwan): Merrill Lynch Securities (Taiwan) Ltd.; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; PT Merrill Lynch (Indonesia): PT Merrill Lynch
Indonesia; Merrill Lynch (KL) Sdn. Bhd.: Merrill Lynch (Malaysia); Merrill Lynch (Israel): Merrill Lynch Israel Limited; Merrill Lynch (Russia): Merrill Lynch CIS Limited,
Moscow; Merrill Lynch (Turkey): Merrill Lynch Yatirim Bankasi A.S.; Merrill Lynch (Dubai): Merrill Lynch International Bank Ltd, Dubai Branch; MLPF&S (Ziirich rep.
office): MLPF&S Incorporated Ziirich representative office.

This research report has been prepared and issued by MLPF&S and/or one or more of its non-U.S. affiliates. MLPF&S is the distributor of this research report in
the U.S. and accepts full responsibility for research reports of its non-U.S. affiliates distributed in the U.S. Any U.S. person receiving this research report and wishing
to effect any transaction in any security discussed in the report should do so through MLPF&S and not such foreign affiliates.

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer
under the Securities and Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC; is
issued and distributed in Taiwan by Merrill Lynch Securities (Taiwan) Ltd.; is issued and distributed in Malaysia by Merrill Lynch (KL) Sdn. Bhd., a licensed
investment adviser regulated by the Malaysian Securities Commission; is issued and distributed in India by DSP Merrill Lynch Limited; and is issued and distributed
in Singapore by Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd (Company Registration No.'s F 06872E and
198602883D respectively). Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd. are regulated by the Monetary Authority
of Singapore. Merrill Lynch Equities (Australia) Limited, (ABN 65 006 276 795), AFS License 235132, provides this report in Australia. No approval is required for
publication or distribution of this report in Brazil.

Merrill Lynch (Frankfurt) distributes this report in Germany. Merrill Lynch (Frankfurt) is regulated by BaFin.

Copyright, User Agreement and other general information related to this report:

Copyright 2008 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. This research report is prepared for the use of Merrill Lynch clients and
may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of Merrill Lynch. Merrill Lynch
research reports are distributed simultaneously to internal and client websites eligible to receive such research prior to any public dissemination by Merrill Lynch of
the research report or information or opinion contained therein. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report
constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including
any investment recommendations, estimates or price targets) prior to Merrill Lynch's public disclosure of such information. The information herein (other than
disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its accuracy. Merrill Lynch makes no
representations or warranties whatsoever as to the data and information provided in any third party referenced website and shall have no liability or responsibility
arising out of or in connection with any such referenced website.

This research report provides general information only. Neither the information nor any opinion expressed constitutes an offer or an invitation to make an offer,
to buy or sell any securities or other investment or any options, futures or derivatives related to such securities or investments. It is not intended to provide personal
investment advice and it does not take into account the specific investment objectives, financial situation and the particular needs of any specific person who may
receive this report. Investors should seek financial advice regarding the appropriateness of investing in any securities, other investment or investment strategies
discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investors should note that income
from such securities or other investments, if any, may fluctuate and that price or value of such securities and investments may rise or fall. Accordingly, investors may
receive back less than originally invested. Past performance is not necessarily a guide to future performance. Any information relating to the tax status of financial
instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax advice. Investors are urged to seek tax advice based on
their particular circumstances from an independent tax professional.

Foreign currency rates of exchange may adversely affect the value, price or income of any security or related investment mentioned in this report. In addition,
investors in securities such as ADRs, whose values are influenced by the currency of the underlying security, effectively assume currency risk.

Officers of MLPF&S or one or more of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related
investments.

Merrill Lynch Research policies relating to conflicts of interest are described at http://iwww.ml.com/media/43347.pdf.

Fundamental equity reports are produced on a regular basis as necessary to keep the investment recommendation current.
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