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Valuation Model

Assumptions: Required Rate of Return

Risk-Free Rate (90 day T-bill) 4.50%

Beta 1.60    K=Rf+Beta(Market Risk Premium)

Historic Risk Premium 6.60%

Recent Price $20.89              K= 15.06%

Recent P/E Ratio 28

Estimated 2004 P/E (FY) 25

Estimated 2004 EPS (FY) $1.39

Dividend Growth Rate 0.00%

=Undervalued

Dividend Growth Model

Year Div N PV Factor PV Dividends

2002 0.00 0.90137 0.88122 0.00

2003 0.00 1.90137 0.76588 0.00

2004 0.00 2.90137 0.66563 0.00

Total: 0.00

P/E Sensitivity 2004

Est. EPS P/E Price PV factor PV Price PV Dividend Total:

$1.39 20 $27.86 0.66563 $18.55 $0.00 $18.55

$1.39 21 $29.26 0.66563 $19.47 $0.00 $19.47

$1.39 22 $30.65 0.66563 $20.40 $0.00 $20.40

$1.39 23 $32.04 0.66563 $21.33 $0.00 $21.33

$1.39 24 $33.44 0.66563 $22.26 $0.00 $22.26

$1.39 25 $34.83 0.66563 $23.18 $0.00 $23.18

$1.39 26 $36.22 0.66563 $24.11 $0.00 $24.11

$1.39 27 $37.62 0.66563 $25.04 $0.00 $25.04

$1.39 28 $39.01 0.66563 $25.97 $0.00 $25.97

$1.39 29 $40.40 0.66563 $26.89 $0.00 $26.89

$1.39 30 $41.80 0.66563 $27.82 $0.00 $27.82

$1.39 31 $43.19 0.66563 $28.75 $0.00 $28.75

Earnings Sensitivity 2004

EPS Range P/E Price PV factor PV Price PV Dividend Total:

$1.19 25 $29.83 0.66563 $19.86 $0.00 $19.86

$1.23 25 $30.83 0.66563 $20.52 $0.00 $20.52

$1.27 25 $31.83 0.66563 $21.19 $0.00 $21.19

$1.31 25 $32.83 0.66563 $21.85 $0.00 $21.85

$1.35 25 $33.83 0.66563 $22.52 $0.00 $22.52

$1.39 25 $34.83 0.66563 $23.18 $0.00 $23.18

$1.43 25 $35.83 0.66563 $23.85 $0.00 $23.85

$1.47 25 $36.83 0.66563 $24.51 $0.00 $24.51

$1.51 25 $37.83 0.66563 $25.18 $0.00 $25.18

$1.55 25 $38.83 0.66563 $25.85 $0.00 $25.85

$1.59 25 $39.83 0.66563 $26.51 $0.00 $26.51

$1.63 25 $40.83 0.66563 $27.18 $0.00 $27.18

Price Earnings Model

Earnings 21 23 25 27 29

2002 $0.99 20.72 22.69 24.66 26.64 28.61

2003 $0.88 18.49 20.25 22.01 23.77 25.53

2004 $1.39 19.47 21.33 23.18 25.04 26.89


Rowan Companies
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Original Purchase Rational
Rowan Companies, Inc. was purchased on May 30, 2000 at the recommendation of Ryan Perish.  The EIF took a 1,000-share position in the stock based on the following considerations:
· Positive outlook for the energy sector

· Rowan’s management team

· Sound financial position

EIF Analysts Ani Balabanyan, John Herring, and Adam Greenway have reiterated these points.  In November of 2001, David Burtzlaff noted concerns of earnings reductions and dead assets.

Portfolio Considerations
Rowan Companies, Inc. is classified as a capital appreciation stock.  Our target for capital appreciation is 75%; currently we are 189 basis points above our target.  Rowan is in the Basic Energy sector.  The S&P weights the Energy sector at 6.75%.  The EIF has set the spring target for Energy at 9.0%, currently we are 85 basis points below are target.  Additional energy stocks currently in the portfolio include Exxon Mobil (XOM) and Kinder Morgan (KMP).  

The current portfolio holdings, date acquired, shares purchased, purchase price, gain (or loss), and portfolio and sector weights is shown below.

Table 1: Basic Energy Sector Holdings
	Ticker
	Date
Acquired
	Purchase
Price
	Recent
Price
	Gain/Loss
	Class %
	Equity %

	XOM
	07/01

02/02
	$42.90

$39.08
	$42.58
	(1%)

9%
	32.1%
	2.64%

	KMP
	03/98
	$17.62
	$34.46
	96%
	39.3%
	3.23%

	RDC
	06/00
	$30.00
	$25.11
	(17%)
	28.6%
	2.35%


Source: EIF

Industry Profile
Basic Energy

Crude oil prices are continuing to rise due to decreasing supply and increased demand.  First of all crude oil imports are down considerably this year compared to last year.  As the gasoline season begins imports are declining due to delays in exports from Venezuela and OPEC’s decision back in January to cut quotas by 1.5 million barrels per day.  Because of the 40-45 day lag for oil to be shipped from the Persian Gulf to the United States OPEC’s decision began to affect imports in mid-February and have since put pressure on crude oil prices.

The following chart shows the breakdown of U.S. oil imports.

Figure 1: U.S. Oil Imports
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	48% of U.S. Oil Imports come from the Western Hemisphere

· 19% from S. America
· 15% from Mexico
· 14% from Canada

30% of U.S. Oil Imports come from the Persian Gulf region

· 18% from Saudi Arabia
· 9% from Iraq
· 3% from Kuwait


Source: Energy Situation Analysis Report

[image: image23.emf]Pro Forma Income Statement

1998 1999 2000 2001 2002E 2003E 2004E

% Change % Change % Change % Change % Change % Change

Revenues:

Drilling services $431,664 -39.6% $260,939 60.6% $418,948 16.1% $486,291 15.0% 559,235 10.0% 615,158 20.0% 738,190

Manufacturing sales and services 158,913 -39.9% 95,545 8.3% 103,465 -1.3% 102,150 3.0% 105,215 4.5% 109,949 5.0% 115,447

Aviation services 115,773 -10.1% 104,078 18.7% 123,546 15.4% 142,623 15.0% 164,016 15.0% 188,619 15.0% 216,912

Total $706,350 -34.8% $460,562 40.3% $645,959 13.2% $731,064 13.3% $828,466 10.3% $913,726 17.2% $1,070,548

Costs and expenses:

Drilling services 218,372 -2.3% 213,356 20.3% 256,615 18.2% 303,420 18.0% 358,036 17.0% 418,902 16.0% 485,926

Manufacturing sales and services 134,535 -34.3% 88,430 0.0% 88,463 0.3% 88,691 0.2% 88,868 0.2% 89,046 0.1% 89,135

Aviation services 98,037 -4.3% 93,806 13.4% 106,374 11.1% 118,153 12.0% 132,331 15.0% 152,181 15.0% 175,008

Depreciation and amortization 49,703 10.1% 54,699 7.6% 58,865 16.4% 68,499 15.0% 78,774 15.0% 90,590 15.0% 104,178

Gerneral and administrative 18,366 0.2% 18,399 30.8% 24,072 14.9% 27,670 2.0% 28,223 2.0% 28,788 2.0% 29,364

Total 519,013 -9.7% 468,690 14.0% 534,389 13.5% 606,433 13.2% 686,233 13.6% 779,507 13.4% 883,611

Income (loss) from operations $187,337 ($8,128) $111,570 $124,631 $142,233 $134,220 $186,937

Other income (expense):

Interest expense (17,500)     -30.0% (22,755)     12.7% (25,652)     -5.5% (24,240)     3.5% (25,088)     2.5% (25,716)     3.0% (26,487)       

Less interest capitalized 16,264 -30.9% 11,238 20.2% 13,510 -17.3% 11,170 10.0% 12,287      8.0% 13,270      7.0% 14,199        

Interest income 7,205 -36.4% 4,583 138.9% 10,948 -23.4% 8,382 15.0% 9,639        2.0% 9,832        4.0% 10,225        

Other - net 395 33.2% 526 -7.4% 487 -45.8% 264 10.0% 290           20.0% 348           15.0% 401             

Other income (expense) - net 6,364        -200.7% (6,408)       -89.0% (707)          -725.7% (4,424)       -35.1% (2,872)       -21.1% (2,265)       -26.6% (1,662)         

Income (loss) before income taxes $193,701 -107.5% ($14,536) 862.7% $110,863 8.4% $120,207 15.9% $139,361 -5.3% $131,954 40.4% $185,275

Provision (credit) for income taxes 69,241      -107.0% (4,870)       934.7% 40,650 6.3% 43,209 6.0% 45,802      4.0% 47,634      6.0% 50,492        

Net income (loss) $124,460 -107.8% ($9,666) 826.4% $70,213 9.7% $76,998 21.5% $93,560 -9.9% $84,321 59.8% $134,783

Weighted average number shares - diluted 87,289 -7.7% 80,550 14.7% 92,386 1.6% 93,900 1.0% 94,839      1% 95,787      1% 96,745        

Earnings per share

Diluted $1.43 108.4% ($0.12) 716.7% $0.74 8.1% $0.80 23.3% $0.99 10.8% $0.88 58.3% $1.39

December 31,

The United States is the largest single market for Iraqi oil.  Recently Iraq has reduced exports in response to the U.S./U.K.’s effort to end Iraq’s practice of adding a surcharge on top of the sales price for its oil.  This is one of Iraq’s many attempts to circumvent UN sanctions.  The country is also suspected of secretly piping oil to Syria.

Venezuela, OPEC’s only member located in the Western Hemisphere, has ranked consistently in the last several years as one of the four top sources of U.S. oil imports.  The labor disputes, that have reduced Venezuelan oil output since January, have begun to be remedied.  

Demand for petroleum is also increasing, as I stated earlier we are entering the “gas season” when overall consumption typically rises.  The demand for jet fuel has come close to the prior year levels, and it has been recovering to standard levels since the September 11th terrorists’ attacks.

A section off Canada’s main natural gas pipeline exploded in a remote section of the Province of Manitoba on April 14, 2002.  This disruption has been overcome with increased volumes in subsequent days.  Prices for natural gas are at monthly averages and are rising with the return of seasonal temperatures.  The rising crude oil prices are also increasing demand for natural gas.  Inventory levels are still higher than they were last year so prices to consumers should stay the same in the near term.
Offshore Drilling Companies

Within the industry groups in the Basic Energy sector, the Offshore Drilling Companies are considered as having a low level of investment attractiveness.
  Earnings for the Offshore Drilling Companies industry group have been negative for the past three years and are expected to trail the rate of growth anticipated for the broad market in 2002.  

Oil and gas companies cannot exist without finding new supply.  When the need for these commodities increases the revenues for companies like Rowan will increase as well.  This is a highly cyclical industry.
Company Profile
Rowan was organized in 1947 as a Delaware corporation and a successor to a contract drilling business conducted since 1923 under the name Rowan Drilling Company, Inc.

[image: image24.emf]Common Size Income Statement

1998 1999 2000 2001 2002E 2003E 2004E

Revenues:

Drilling services 61.1% 56.7% 64.9% 66.5% 67.5% 67.3% 69.0%

Manufacturing sales and services 22.5% 20.7% 16.0% 14.0% 12.7% 12.0% 10.8%

Aviation services 16.4% 22.6% 19.1% 19.5% 19.8% 20.6% 20.3%

Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

Costs and expenses:

Drilling services 30.9% 46.3% 39.7% 41.5% 43.2% 45.8% 45.4%

Manufacturing sales and services 19.0% 19.2% 13.7% 12.1% 10.7% 9.7% 8.3%

Aviation services 13.9% 20.4% 16.5% 16.2% 16.0% 16.7% 16.3%

Depreciation and amortization 7.0% 11.9% 9.1% 9.4% 9.5% 9.9% 9.7%

Gerneral and administrative 2.6% 4.0% 3.7% 3.8% 3.4% 3.2% 2.7%

Total 73.5% 101.8% 82.7% 83.0% 82.8% 85.3% 82.5%

Income (loss) from operations 26.5% -1.8% 17.3% 17.0% 17.2% 14.7% 17.5%

Other income (expense):

Interest expense -2.5% -4.9% -4.0% -3.3% -3.0% -2.8% -2.5%

Less interest capitalized 2.3% 2.4% 2.1% 1.5% 1.5% 1.5% 1.3%

Interest income 1.0% 1.0% 1.7% 1.1% 1.2% 1.1% 1.0%

Other - net 0.1% 0.1% 0.1% 0.0% 0.0% 0.0% 0.0%

Other income (expense) - net 0.9% -1.4% -0.1% -0.6% -0.3% -0.2% -0.2%

Income (loss) before income taxes 27.4% -3.2% 17.2% 16.4% 16.8% 14.4% 17.3%

Provision (credit) for income taxes 9.8% -1.1% 6.3% 5.9% 5.5% 5.2% 4.7%

Net income (loss) 17.6% -2.1% 10.9% 10.5% 11.3% 9.2% 12.6%

December 31,

Rowan Companies, Inc. is based in Houston, Texas.  The company is a provider of international and domestic contract drilling and aviation services.  Rowan has a fleet of 22 self-elevating mobile offshore drilling platforms (jack-up rigs), one mobile offshore floating platform (semi-submersible rig) and 14 land drilling rigs.  Drilling operations are conducted primarily in the Gulf of Mexico, the North Sea, offshore Eastern Canada, and in Texas and Louisiana.  Rowan is the parent company to two wholly owned subsidiaries Era Aviation, Inc. and LeTourneau Inc.
  

The following figure gives a brief definition of each of the company’s core assets.

Figure 2: Core Assets
[image: image6.emf]  Jack - up rigs   Usually triangular,  3 legs support the structure, with  a drillin g package on top.  It is  basically the body of a ship.  It  floats to location and the legs  “jacked” up until they touch the  floor of the ocean.  These are used  to drill exploratory wells in  relatively shallow water.  Semi - submersible rig   This is  more like  a ship, it is built on top  of a barge with 6 - 8 cylindrical  legs, with small flat boats at the  base to aid in the movement of the  rig.  Anchors are used to help  stabilize this structure.  These rigs  are used in deeper water to drill  exploratory wells.  Land drilling rig   The  land  based oil rigs that Rowan  operates are located in  Texas , Oklahoma,  Louisiana  and  Alaska .          


Source: Company 10K and Various websites
,
,

As of March 28, 2002 Rowan’s drilling fleet included the following:
· 16 cantilever jack-up rigs, featuring 3 harsh environment “Gorilla class” rigs and 3 enhanced “Super Gorilla class” rigs.

· Gorilla Class – Gorillas II, III and IV, are heavier-duty class of jack-up rig, intended to drill up to 30,000 feet in water depths of up to 328 feet in winds up to 100mph and seas up to 90ft.  
· Super Gorilla Class – Gorillas V, VI, and VII can operate year round in 400ft water south of the 61st parallel in the North Sea, within the worst-case combination of 100-year storm criteria for waves, wave periods, winds and currents.

· 7 conventional jack-up rigs including 5 rigs with skid base capability

· 1 semi-submersible rig

· Semi-submersible Rig – utilized principally for offshore exploratory drilling from a floating position and is capable of drilling to a depth of 25,000 ft in water depths of 1,200 ft.
· 17 deep-well land rigs

Two businesses that play an important role in the companies operations are shown in the figure below.
Figures 3a and 3b: Other Businesses

	Era Aviation, Inc. 
 [image: image7.jpg]



Rowan Companies purchased Era Aviation, Inc. in 1967.  
	Era Aviation is the world's oldest, continuously operating helicopter company, and one of the largest civil aviation operators - with operations in Anchorage, Alaska, Reno, Nevada, Lake Charles, Louisiana, and the Gulf Coast.  The company services three types of Businesses, Oil & Gas in the Gulf of Mexico, 
 tourism in Alaska & Nevada, and firefighting throughout the United States.  


	LeTourneau Inc.


Rowan Companies purchased LeTourneau in 1994 for $52 million.
	LeRourneau provides a broad family of drilling products for the oil and gas industry, and specialty steels, including fabricated and machined steel structures for all industries.  Currently, more than 35% of all self-elevating jack-up rigs bear the LeTourneau name. Complete rig design and component manufacturing are performed in Longview, Texas. Rig construction is performed by in Vicksburg, Mississippi.


Leadership
C. Robert Palmer has been the CEO of Rowan for the past 30 years.  He is extremely dynamic, and absolutely an old school “oil tycoon.”  Strong leadership is one of the original purchase rationales behind our original investment decision.  I agree that these industry veterans have a keen understanding of the industry.  Employees are very loyal to the company and the management team is well respected.

Growth Strategy
To increase the company’s asset base through the construction of state-of-the-art, highly capable rigs in an effort to deliver superior value to customers.

Pipeline

2nd Quarter 2002
· Rowan currently owns 17 deep-well land rigs: One additional land rig is under construction and is expected to be delivered during the second quarter of 2002.

3rd Quarter 2003
· The Gorilla VIII (one of the world’s 21 harsh environment gorilla class jack-ups) is under construction in LeTourneau’s Yard in Vicksburg, Mississippi.  The rig is on schedule and on budget.

3rd Quarter 2003
· Rowan plans to purchase three Sikorsky S-92 Helicopters for its aviation division.

2004
· New Tarzan
 class, “Scooter Yeargain,” is designed to drill wells in the Gulf of Mexico at depths greater than 15,000 feet, in water less than 250 feet.  The capital investment is $85 million (approximately 1/3 of the cost to build a Gorilla).  

Recent Performance
Rowan has under performed its peer group since this summer, but it has recently begun to pull back to average performance.  The industry peer group shown in the chart below includes the following companies: Atwood Oceanics (ATW), Diamond Offshore Drilling (DO), ENSCO International Incorporated (ESV), Transocean Inc. (RIG).
The following figure shows the recent performance of Rowan Companies (RDC) compared to both an industry peer group and the S&P 500.

Figure 4: Recent Performance
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Source: Company Reports    

Recent News
March 14, 2002 - BP agreed to pay Rowan $175 million over the wrongful termination of the Amoco Contract for “Gorilla V” after a three-year lawsuit. Bob Palmer, Chairman and Chief Executive Officer, commented, "It's over! For Rowan, there is a sense of relief -- but little joy -- in this announcement, which represents over three years of wasted time, money and commercial opportunities for everyone involved. Except, of course, for the attorneys and camp followers."

January 31, 2002 - Rowan completed the purchase of certain assets of Oilfield-Electric-Marine, Inc. and Industrial Logic Systems, Inc., issuing from treasury 439,560 shares of Rowan common stock valued at approximately $8 million. Oilfield-Electric-Marine manufactures variable speed AC motors and variable frequency drive systems, DC motors and drive systems, and consoles for marine boats and lay barges, the oil and gas drilling industry, and the mining and dredging industries. Additionally, Oilfield-Electric-Marine manufactures medium voltage switchgear from 5KV through 38KV for the industrial and petrochemical markets. 

July 16, 2001 - Rowan’s Board of Directors approved the development, design and construction of a new class of jack-up rig, specifically targeted for deep drilling in water depths up to 250ft. on the outer continental shelf in the Gulf of Mexico.  In addition, Rowan committed to purchase three Sikorsky S-92 helicopters for the Gulf of Mexico deepwater drilling market, subject to obtaining long-term operating contracts. The S-92 design features a 19-passenger capacity and a range of 475 nautical miles. Rowan currently expects the helicopters to be delivered in the third quarter of 2003 at a total cost of approximately $50 million. 

January 2000- LeTourneau purchased The Ellis Williams Company, Inc. and EWCO, Inc. - doing business as Traitex Machine Co. - which collectively designed and manufactured mud pumps in a wide range of sizes for a variety of applications. The purchase price was approximately $10 million, with $7 million in cash and the balance in promissory notes due over a three-year period. The notes were repaid in full during 2001.

Competitive Analysis
Competition:  High

The contract drilling industry is highly competitive and involves many factors, including price, equipment capability, operating and safety performance and reputation.  Rowan is the seventh largest offshore drilling contractor in the world and the sixth largest jack-up rig operator.  Rowan has more than 20 offshore drilling competitors with an aggregate of more than 500 mobile rigs.  The company also faces tough competition onshore, there are approximately 20 domestic competitors for Rowan with more than 180 deep-well land rigs.   

Threat of New Entrants: Low

The capital-intensive nature of the drilling industry and the experience and equipment needs dissuades new entrants.  Rowan’s Gorilla series rig costs approximately $240 million to construct and its new Tarzan series is estimated to cost around $85 million.  .

Threat of Substitutes: Moderate

Scientists continue to search for alternative sources of energy.  Currently, demand remains strong for both oil and natural gas products.

Power of Buyers: High
Buys are subject to utilization and other factors affecting supply, competition for drilling contracts will continue to be intense for the foreseeable future.
  Most oil services companies offer competitive pricing and contracts based on demand, the terms of these contracts are similar in structure and competitively priced. 

Power of Suppliers: Low

Raw material providers have little power; Rowan is trying to vertically integrate the process in order to create efficiencies within the company.  It’s wholly owned subsidiary LeTourneau, is dedicated to providing equipment, spare parts and engineering support to the offshore drilling industry.

Critical Issues
Fuel Costs
Rowen’s business in the Gulf of Mexico is dependant on the supply and demand of oil and gas, but especially natural gas.
  Gas prices have been rising in the recent weeks, due to forecasts of above-normal temperatures in the U.S. and an explosion on the TransCanada Pipelines mainline in Canada.  The Gulf of Mexico has 30% of the gas reserves in the United States. 

Replacement Costs

Many of the rigs are coming to the end of their useful lives, 17 of the 22 current jack-up rigs will need to be replaced.

Potential Liabilities

Drilling operations onshore are subject to many hazards, including blowouts and well fires.  Offshore drilling operations are subject to marine hazards, such as vessel capsizing, collision, and grounding. Rowan’s liability insurance excludes liabilities for fines, penalties and punitive or exemplary damages.  

Government regulations

Rowan could become liable for damages resulting from pollution of offshore waters.  Generally, the company is indemnified under its drilling contracts for pollution, but no assurance can be given regarding the enforceability of such provisions
Analytical Conclusion
Rowan is a great company, I have enjoyed studying it but I am sorry to say, based on fundamentals it is overvalued in the market.  Oil prices have risen and the stock has gained 20% in the past week based on the news that natural gas prices were rising and that the company's Gulf of Mexico jack-up fleet is at 100% capacity.
  Rowan’s jack-up fleet is operating at 100% of capacity and its recent price is reflecting this optimism.  We should exit the stock while the future looks bright, because it won’t last long.  As I stated earlier the offshore drilling group is expected to under perform in the basic energy sector. 

Investment Recommendation
I recommend we sell all shares of Rowan Companies..

Pros to Recommendation
· Stock’s recent jump has caused a temporary imbalance in the price.  It is now overvalued in the market.  Oil has recently been on the minds of investors and anytime something is in favor it tends to get a premium in the market.  Rowan has this premium right now.

· Oil and drilling services are expected to under perform in the basic energy sector.  When investors remember this Rowan will fall back to its fair value of around $21.

· Highly competitive market.  Rowan is not the only player, it does not set prices and it must react to the market.

· If oil prices drop, so will Rowan (like a rock).
CONS to Recommendation
· Portfolio considerations, we are currently below our target for the energy sector.

· Superior rig fleet, Rowan is doing a lot of research and creating new offshore rigs.  The company may have some price potential, but these rigs have caused the company to take on a lot of debt, and the revenue from these investments will not be seen for a few years.

· Oil prices might continue to rise into the summer as we enter the “gasoline” season.  I argue that this is already priced in the stock and recent excitement about Hugo Chavez's return to the Venezuelan presidency and other recent events has pushed the stock beyond its fair value.
· Rowan’s aviation division has some room for growth, but I doubt it will be able to drive revenue.
Financial RATIO ANALYSIS
Because Rowan operates both on and offshore I chose two companies to use for my analysis.  The first company is Diamond Offshore (NYSE: DO) and the second is Patterson UTI-Energy, Inc. (NASDAQ: PTEN).
Previous analysts have compared Rowan to Global Marine.  In November 2001, Global Marine was acquired by Santa Fe International the combined company name is GlobalSantaFe.  GlobalSantaFe is too big and too global to properly compare with Rowan.  

The following table compares the peer group selected for this analysis.

Table 2: Selected Peer Group
	
	RDC
	DO
	PTEN

	Market Capitalization
	$2,323,644
	$4,079,463
	$2,497,612

	Jack-up rigs
	22
	14
	

	Semi-submersible
	1
	30
	

	Land drilling rigs
	14
	
	319

	Primary Business
	US/Canada
	US
	US/Canada


Source: Company 10Ks.
Table 3: Ratio Analysis

[image: image9.emf]Ratio Analysis

Diamond Patterson Industry

2000 2001 2001 2001 2001

Liquidity:

Current 4.63 2.51 4.26 2.23 2.19

Quick 1.85 1.18 4.00 1.90 2.00

Asset Utalization:

Receivables Turnover 4.18 6.08 5.10 9.10 6.50

Inventory Turnover 3.52 3.56 11.00 41.70 7.50

Total Asset Turnover 0.38 0.38 0.30 1.50 0.40

Debt Utilization:

LT Debt/Equity 0.35 0.40 0.50 0.00 0.49

Total Debt/ Total Assets 0.37 0.43 0.47 0.21

Profitability:

Operating Margin 17.2% 16.4% 25.4% 28.3% 22.8%

Net Profit Margin 10.9% 10.5% 19.2% 16.6% 15.0%

Return on Assets 4.2% 4.0% 4.8% 18.9% 4.9%

Return on Equity 6.7% 6.9% 9.0% 23.9% 8.6%

Du Pont Analysis:

Profit Margin 10.9% 10.5% 19.2% 16.6% 15.0%

Total Asset Turnover 0.38 0.38 0.30 1.50 0.40

Return on Assets 4.2% 4.0% 4.8% 18.9% 4.9%

Financial Leverage 1.59 1.75 1.89 1.27

Return on Equity 6.7% 6.9% 9.0% 23.9% 8.6%

Rowan


Source: Company 10K and Hoovers
Liquidity

Rowan has the ability to cover its short-term liabilities due to its cash balance.  Rowan has proven to be able to ride through industry downturns with its conservative cash reserves.  Its ratios fell in 2001 as expected, due to investments and market conditions, but I expect the company to return to higher ratios.  This is consistent with the offshore drilling industry.

Asset Utilization

The total asset turnover is similar to that of Diamond Offshore and the industry.  All three companies have large amounts of assets resulting in low turnover ratios.  As utilization improves (for Rowan it is currently 100%) these ratios will be slightly higher.

Debt Utilization

Rowan has low debt levels; Patterson has the same market capitalization, but no long-term debt.  Within an industry as volatile as Offshore Drilling Services, lower debt enables a Rowan to be more nimble.

Profitability

Rowan’s operating and net profit margins are below both competitors and the industry.  The high margins from drilling are offset by the lower margins from the aviation and manufacturing divisions.  ROA and ROE are just below industry average but well below Patterson.  

DuPont Analysis

Patterson has a higher ROE, but no long-term debt and the same market capitalization.  In other words, Rowan is riskier with lower return.  ROE is understandably below Diamond Offshore, because of the company’s higher debt levels, but its comparison to Patterson should cause concern.  

Pro Forma Assumptions
“We depreciate our rigs – every day – working or idle.  We view units of production depreciation as a gimmick to inflate earnings.  We have been unable to stop a rig from rusting – just because it is off contract!” –W.C. Provine, VP Investor Relations at the New Orleans Howard Weil Energy Conference.

The following figure shows Rowan Companies revenues and expenses for the 25 months ending February 2002.

Figure 5: Revenue vs. Expenses
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Source: Company Reports

Revenue: Drilling Services

As the chart on the previous page indicates, Rowan is a fixed cost, variable revenue business.  Rowan is most profitable when it can utilize all of its capacity. Rowan’s drilling operating profits are dependant on rig rates and activity in the Gulf of Mexico, the North Sea and offshore eastern Canada.  The level of offshore expenditures by energy companies and the availability of competitive equipment determine rates.

As of 2001, Rowan had excess capacity, I assumed that the company would be able to use some of this capacity in the future based on economic indicators.  In 2000, 60% of revenues came from drilling operations and it accounted for 91% of the company’s operating profit.  North Sea drilling activity has been increasing over the past year, and Rowan relocated the Gorilla VII in this area in January 2002 in anticipation of increased business there.

The following figure reports the 1999-2001 utilization rates for Rowan’s three main rigs: the jack-up rigs, deep-well land rigs, and the semi-submersible rig.

Figure 6: Utilization Rates
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Source: Company 10K
Current market expectations are that exploration activity and development activity will continue to improve moderately, particularly in the Gulf of Mexico. In the North Sea, Jack-up drilling activity is expected to moderately improve and fluctuating oil prices are expected.  In Eastern Canada, Rowan expects a demand for harsh environment equipment and is building the Gorilla VIII for that market.

Factors affecting drilling profit:

· Most influential: Oil and Natural Gas Prices
· Newly discovered oil and natural gas reserves
· Political and regulatory policies
· Seasonal weather patterns
· Contractual requirements under leases or concessions
· Effects of energy company consolidations
· Trends in finding and lifting costs
Revenue: Manufacturing Sales and Services

Rowan’s manufacturing division experienced a nominal 1% decline in revenues in 2001 compared to 2000.  Operating profit was much lower due to the construction and design of the Gorilla VII and VIII.  LaTourneau shipped fewer pumps to out side customers and sold fewer loaders and stackers than in 2000.  The external manufacturing backlog continues to be low.  Due to the emphasis on Rowan’s special projects, I increased revenue for this division only slightly.
The following table reports the 2000 and 2001 manufacturing sales of new loaders and stackers and pumps.

Figure 7: Manufacturing Sales
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Source: Company 10K.
Factors affecting manufacturing profit:

· Resources spent special projects for Rowan
· Outside sales
· World commodities prices for copper, iron ore, coal, gold and diamonds

Revenue: Aviation Operations

Aviation revenues improved by 15% in 2001 compared to 2000, expenses increased by 11%.  Revenue from flying for energy companies in the Gulf of Mexico increased by 47% in 2001, primarily due to a 30% rate increase, coupled with a strong offshore drilling market.  Forest fire control revenue was down 54%, but revenue from tourism increased 10%.  Management expects stable market conditions in Alaska and moderate improvement in the Gulf of Mexico.  This division seemed rather stable; I forecasted revenue growth at around 15% for the next three years.  I also accounted for the three new planes expected in the 3rd Quarter of 2003.

Factors affecting aviation profit:

· Oil and natural gas exploration and production in the Gulf of Mexico
· Seasonal weather conditions in Alaska

Expenses: Capital Expenditures

Capital expenditures encompass new assets or enhancements to existing assets as expenditures for routine maintenance and major repairs are charged to operations as incurred.  Capital expenditures in 2001 included $79million towards construction of Rowan Gorilla VIII and $75 million for the completion of the Rowan Gorilla VII.  Other capital expenditures included $69 million toward expansion and upgrade of the land drilling capabilities including the construction of three new land rigs.

Estimations for 2002 capital expenditures will be between $225 and $240 million, including $100-125 million for Gorilla VIII and “Scooter Yeargain.”  Rowan has financed the costs of the Gorillas through bank loans guaranteed by the U.S. Department of Transportation’s Maritime Administration under its Title XI Program.  Management states that the company would consider purchasing new aircraft or upgrade existing drilling equipment dependant on market conditions.  I estimated drilling expenses to be between 16-18% over the next three years, manufacturing and sales and services to remain flat, and aviation services to increase due to the purchase of new aircraft.[image: image13.png]



Depreciation

Rowan provides depreciation under the straight-line method from the date an asset is placed into service until it is sold or becomes fully depreciated.  Salvage value is typically 20%, the jack-rigs have a depreciable life of 15 years.  17 of the company’s jack-up rigs are over 20 years old.  This group is basically depreciated close to salvage value.  The total book value is $186 million or about $11 million each.

General and Administrative Expenses

Overall operating profit results over the past two years were partially offset by higher than expected general and administrative costs, due primarily to legal costs related to the lawsuit with British Petroleum with the Gorilla V.  Depreciation expenses and increased income tax provisions also lowered operating profit.

Rowan’s employee base has steadily been increasing; I continued this trend in my analysis.  Rowan had 5,085 employees at February 28, 2002 and 4,943, 4,917 and 4,741 employees at December 31, 2001, 2000 and 1999, respectively.
Additional Items: Insurance

The company believes that it is adequately insured for physical damage to its rigs, and for marine liabilities, worker’s compensation, marine time employees liability, automobile liability and for various other types of exposures customarily encountered in the Company’s operations.  The company expects to maintain it’s present level of coverage; I increased the expense to account for rate fluctuations.

Government Regulation

Rowan is subject to environmental protection and pollution control laws.  To date, the company has made significant modifications to its Gulf of Mexico rigs to reduce waste and rain water discharge and believes it can operate these rigs at “zero discharge” without material additional expenditures.  Further regulations may reasonably be anticipated.  The company reports to sate and federal agencies including the Environmental Protection Agency (EPA), the Texas Natural Resources Conservation Commission (TNRCC) and the Mississippi Department of Environmental Quality. 

Goodwill

Goodwill is amortized on a straight-line basis, the company states that the new rules for goodwill will not materially impact the company’s financial position or results of operations.

Currency Risk

Rowan attempts to minimize currency risk by generally contracting for payment in U.S dollars.
Valuation Assumptions
Risk Free Rate – 4.5%

Historical Risk Premium – 6.6%

Beta
 – 1.60 (Hoover’s)

Recent Price – $20.89

Estimated 2004 Price/Earnings Ratio – 25 

Estimated 2004 EPS – $1.39

Dividend Growth Rate – NA
analysts’ Estimates
The following table reports the most recent analysts’ estimated for UPS.
Table 4: Analysts’ Estimates
[image: image14.emf]Earnings Estimates

2002 2003 2004

A.G. Edwards & Sons $0.00 $1.00

Bear Sterns & Co. Inc. $0.15 $0.60

Credit Suisse First Boston -$0.04 $1.00

Dresdner KW -$0.13 $1.55

Frost Securities, Inc. $0.82 $1.25

Hibernia Southcoast Capital -$0.08 $0.57

HowardHoward Weil, Labouisse -$0.05

Jefferies & Company, Inc. -$0.08 $0.82

Johnson Rice & Company $0.81 $0.92

Lehman Brothers Equity -$0.02 $1.02

Merrill Lynch -$0.33 $0.70

RBC Capital -$0.40 $0.62

Robert W. Baird & Co. -$0.16 $0.49

Sanders Morris Harris -$0.08 $1.29

Sanford Bernstein -$0.10 $0.80

Simons & Company -$0.29 $0.83

Smith, Moore & Co. $0.20

SunTrust Robinson Humphrey -$0.04 $0.90

UBS Warburg Equities $0.18 $0.75

Average $0.02 $0.89

EIF Analyst:

Ryan Perish $2.34

Ani Balabanyan $1.82

John Herring $2.14

Adam Greenway $2.45 $3.30

David Burtzlaff $0.25 $1.15

Wendy M. Jeffus $0.99 $0.88 $1.39


Source: Various Reports, FirstCall

Pro Forma & Common Size Income Statements


Valuation Model
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� from www.eia.doe.gov/emeu/security/esar/esar.html, Energy Situation Analysis Report & Summer 2002 Motor Gasoline Outlook Reports, both by the Energy Information Administration, US Department of Energy, April 18, 2002 and April 6, 2002 respectively;  additional natural gas information from tonto.eia.doe.gov/oog/info/ngw/ngupdate.asp, Natural Gas Weekly Update, American Gas Association, April 18, 2002.


� fwww.eia.doe.gov/emeu/security/esar/esar.html, Energy Situation Analysis Report, Energy Information Administration, US Department of Energy, April 18, 2002 


� Rowan Companies, Inc. Investment Review, Multex, April 13, 2002


� Company 10K (2001).


� www.offshore-technology.com/projects/tanzanite/tanzanite7.html 


�socony.pe.utexas.edu/~wedwards/Extend.htm&http://www.cleddau.com/semisubmersible.html


� www.unap.com.br/fotoy3.htm 


� Corporate headquarters are in Anchorage, Alaska; Gulf Coast office in Lake Charles, LA.


�The company services about 70% of all Gulf of Mexico deep-water locations. Source:  Howard Weil Energy Conference, New Orleans, W.C. Provine, April 9, 2002.


� from Howard Weil Energy Conference, C. Robert Palmer, CEO, April 9, 2002


� “tarzan” meaning well-built, agile and very strong


� “Rowan Gorilla V Contract Dispute Is Resolved,” company press release March 14, 2002. 


� from company 10-K March 28, 2002


� from Howard Weil Energy Conference, W. C. Provine, VP Investor Relations, April 9, 2002


� from “Rowan Gained 20% Last Week,” www.thestreet.com, April 19, 2002.


� Average Beta (1.37): Bloomberg (0.94); Quicken (1.62);  Marketguide (1.53);  Hoover’s (1.60);  Value Line (1.15)
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Sheet1

				Revenue Breakdown		2001		2000		1999

				Drilling		486.3		418.9		260.9

				Manufacturing		102.2		103.5		95.6

				Aviation		142.6		123.6		104.1

				Operating Profit (Loss)		2001		2000		1999

				Drilling		136.4		124.0		12.7

				Manufacturing		5.7		7.6		0.7

				Aviation		10.2		4.0		(3.1)
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Balance Sheet

		2001		2001		2001

		2000		2000		2000

		1999		1999		1999



Drilling

Manufacturing

Aviation

Operating Profit (Loss)

136.4

5.7

10.2
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Income Statement

						Utalization Rates		2001		2000		1999

						23 Jack-up rigs		79%		92%		68%

						1 Semi-submersiable rig		80%		94%		60%

						17 Deep-well land rigs		72%		47%		25%

						Manufacturing Sales		2001		2000

						New loaders and stackers		11		13

						Pumps		23		27

						Hours Per Plane		2001		2000		1999

						Twin-engine helecopters:

						Number		66		64		64

						Revenue hours		36,064		33,647		26,436

						Hours per plane		546.42		525.73		413.06

						Single-engine helicopters:

						Number		29		31		31

						Revenue hours		10,845		12,658		12,542

						Hours per plane		373.97		408.32		404.58

						Fixed-wing aircraft:

						Number		19		19		18

						Revenue hours		19,789		20,834		21,003

						Hours per plane		1041.53		1096.53		1166.83
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		Consolidated Balance Sheet		December 31,

				2001				2000

		ASSETS

		Current assets:

		Cash and cash equivalents		$236,989				$192,828

		Receivables - trade and other		120,199				154,541

		Inventories:

		Raw materials and supplies		121,609				103,352

		Work-in-progress		20,839				22,456

		Finished goods		741				3,084

		Prepaid Expenses		3,188				3,397

		Deferred tax assets - net		3,117				3,699

		Total current assets		$506,682				$483,357

		Property, plant and equipment - at cost:

		Drilling equipment		1,634,370				1,553,849

		Aircraft and related equipment		255,600				236,760

		Manufacturing plant and equipment		104,018				94,077

		Construction in progress		327,032				157,314

		Other property and equipment		140,706				121,997

		Total		2,461,726				2,163,997

		Less accumulated depreciation and amortization		1,042,883				981,217

		Property, plant and equipment - net		1,418,843				1,182,780

		Other assets and deferred charges		13,430				12,289

		Total		$1,938,955				$1,678,426

		LIABILITIES AND STOCKHOLDERS' EQUITY

		Current liabilities:

		Current materials and long-term debt		$42,458				$28,008

		Accounts payable - trade		28,903				24,769

		Other current liabilities		130,133				51,577

		Total current liabilities		$201,494				$104,354

		Long-term debt - less current maturities		438,484				372,212

		Other liabilities		62,938				57,713

		Deferred income taxes - net		127,952				91,390

		Stockholders' equity:

		Common stock		11,875				11,798

		Additional paid-in capital		638,303				626,309

		Retained earnings		494,756				417,758

		Cost of 1,435,300 and 150,000 treasury shares, respectively		(24,307)				(3,108)

		Accumulated other comprehensive income (loss)		(12,540)				-

		Total stockholders' equity		1,108,087				1,052,757

		Total		$1,938,955				$1,678,426





		

		Pro Forma Income Statement

				December 31,

				1999				2000				2001				2002E				2003E				2004E

						% Change				% Change				% Change				% Change				% Change

		Revenues:

		Drilling services		$260,939		60.6%		$418,948		16.1%		$486,291		15.0%		559,235		10.0%		615,158		5.0%		645,916

		Manufacturing sales and services		95,545		8.3%		103,465		-1.3%		102,150		3.0%		105,215		4.5%		109,949		5.0%		115,447

		Aviation services		104,078		18.7%		123,546		15.4%		142,623		15.0%		164,016		15.0%		188,619		15.0%		216,912

		Total		$460,562		40.3%		$645,959		13.2%		$731,064		13.3%		$828,466		10.3%		$913,726		7.1%		$978,274

		Costs and expenses:

		Drilling services		213,356		20.3%		256,615		18.2%		303,420		18.0%		358,036		17.0%		418,902		16.0%		485,926

		Manufacturing sales and services		88,430		0.0%		88,463		0.3%		88,691				88,691				88,691				88,691

		Aviation services		93,806		13.4%		106,374		11.1%		118,153				118,153				118,153				118,153

		Depreciation and amortization		54,699		7.6%		58,865		16.4%		68,499				68,499				68,499				68,499

		Gerneral and administrative		18,399		30.8%		24,072		14.9%		27,670				27,670				27,670				27,670

		Total		468,690		14.0%		534,389		13.5%		606,433

		Income (loss) from operations		($8,128)				$111,570				$124,631

		Other income (expense):

		Interest expense		(22,755)		12.7%		(25,652)		-5.5%		(24,240)

		Less interest capitalized		11,238		20.2%		13,510		-17.3%		11,170

		Interest income		4,583		138.9%		10,948		-23.4%		8,382

		Other - net		526		-7.4%		487		-45.8%		264

		Other income (expense) - net		(6,408)		-89.0%		(707)		-725.7%		(4,424)

		Income (loss) before income taxes		($14,536)		862.7%		$110,863		8.4%		$120,207

		Provision (credit) for income taxes		(4,870)		934.7%		40,650		6.3%		43,209

		Net income (loss)		($9,666)		826.4%		$70,213		9.7%		$76,998

		Net income (loss) per share of common stock:

		Basic		($0.12)		733.3%		$0.76		7.9%		$0.82

		Diluted		($0.12)		716.7%		$0.74		8.1%		$0.80





		

		Common Size Income Statement

				1999		2000		2001		2002E		2003E		2004E

		Revenues:

		Drilling services		56.7%		64.9%		66.5%

		Manufacturing sales and services		20.7%		16.0%		14.0%

		Aviation services		22.6%		19.1%		19.5%

		Total		100.0%		100.0%		100.0%

		Costs and expenses:

		Drilling services		46.3%		39.7%		41.5%

		Manufacturing sales and services		19.2%		13.7%		12.1%

		Aviation services		20.4%		16.5%		16.2%

		Depreciation and amortization		11.9%		9.1%		9.4%

		Gerneral and administrative		4.0%		3.7%		3.8%

		Total		101.8%		82.7%		83.0%

		Income (loss) from operations		-1.8%		17.3%		17.0%

		Other income (expense):

		Interest expense		-4.9%		-4.0%		-3.3%

		Less interest capitalized		2.4%		2.1%		1.5%

		Interest income		1.0%		1.7%		1.1%

		Other - net		0.1%		0.1%		0.0%

		Other income (expense) - net		-1.4%		-0.1%		-0.6%

		Income (loss) before income taxes		-3.2%		17.2%		16.4%

		Provision (credit) for income taxes		-1.1%		6.3%		5.9%

		Net income (loss)		-2.1%		10.9%		10.5%





		

		Beta ranges

				Bloomberg		0.94

				Quicken		1.62

				Marketguide		1.53

				Hoovers		1.60

				Value Line		1.15

				Average		1.37






