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Introduction

This article examines the financial mechanics that shape the M&A
climate for offshore drillers. In the first part of this article, the financial
structures comprising the landscape are described across two
substantially different economic climates i Spring 2008 and Spring
2009. The second part of this article considers the impact of the
financial turmoil on the M&A climate and offers leading practice guidance
for M&A activities.

A Look Back at the Contract Drilling Industry Landscape
During Spring 2008

Twelve months ago, the perceptions of executives within the Drilling
Industry was quite positive. Everyone recognized that commodity (oil
and gas) prices would continue to be in strong demand as a result of the
continuing economic expansion. This global economic expansion was
especially fueled by infrastructure growth/demand in developing
countries including India and China. Figure 1 outlines the high level
economic causal relationships between market forces and the outlook
for M&A activity for Offshore Drillers. Within this diagram, each arrow
represents a proportional relationship between the two connected
business variables (represented by the circles). For example, as
Economic Expansion increases, Demand for Commaodities also
increases.
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As depicted in the somewhat simplified diagram, Demand for
Commodities triggers Drilling Activity which drives Demand for Offshore
Drilling Rigs and services. In addition to driving Day Rates, this demand
forms the baseline Perception of Future/ Forecasted Day Rates. This
perception of forecasted day rates, along with a solid understanding of
Historical Track Record for Day Rates forms the basis of the M&A
Outlook for Offshore Drillers.
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In the Spring of 2008, commodity prices had been gaining strength for
several months/years and drilling activity was robust. As a result of
these and several other economic conditions, day rates were expected
to rise (or remain flat at a minimum), depending on specific offshore
markets. In fact, the industry on the whole was poised to accommodate
additional drilling assets as new orders were being placed for a variety of
offshore assets including jack-ups, drillships, etc. Until the
Spring/Summer of 2008, the most significant constraint on growth of the
Offshore Drilling industry was not GDP growth, or credit, or other
fundamentals. Instead, the limiter to growth was the availability of
shipyards and Engineering & Construction (E&C) capacity in terms of
increasing the aggregate offshore rig fleet size. Rig construction backlog
was strong.

As a result of the construction backlog, potential asset valuations
swelled quickly. In many cases, asset prices were often 1.5x the implied
cost to build, and multiples for deepwater assets were even higher. In
an environment of well-heeled balance sheets and high asset valuations,
M&A activity for offshore contract drillers was scant and primarily limited
to individual assets (single rig) or small groups of assets, as opposed to
full scale company acquisitions.

A Look at What'’'s Happened Since

Subsequent to oil prices peaking in July 2008 (high $140s/bbl), the world

economy demonstrated overt signs of failure. However, trouble was

brewing long before oil peaked last Summer. Since late 2007, the

capital markets showed significant signs of stress. In the second half of

2008, both the debt and equity markets degraded severely, restricting
businessesd abilities to raise externe

Signs of Stress: Discount Rate Spread
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The freezing of the capital markets had an obvious and painfully familiar
effect on the world economy. As a result of the credit crisis, the
downturn in the global economy signaled significantly reduced forecasts
for energy demand and prices. As illustrated in Figure 3, Total World Oil
Consumption has moderated, partially as a result of long-term demand
destruction for oil.
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This well accepted trend is acutely reflected by the graph of oil prices in
Figure 4. Since November 2008, OPEC announced production cuts of
4.2 million bbl/day and has implemented 80% of these as of March 2009.
Recent strength in oil prices has been attributed to these cuts as well as
stabilized demand.
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As the world economy headed into a tailspin, the collapse of the financial
markets exerted a double whammy on forecasted drilling activity. Figure
5 (an expanded version of the graphic from Figure 1) demonstrates the
effects of the credit crisis on drilling activity by examining the causal
linkage between commaodity prices and drilling activity.

In Figure 5, the Credit Crisis is represented by the red objects on the left

side of the diagram. The first punch of the credit crisis double fisted

whammy arrested GDP growth across the globe, destroying demand for

crude oil, gas, and finished grade products, as economies began to

substantially contract. Notice how these two variables have an inverse

or opposite relationshi pthddagrang.eApi ct ed
the Credit Crisis raged on/increased, Economic Expansion

halted/decreased. As the Economic Expansion deteriorated, Demand of
Commodities also eroded which in turn, negatively impacted Commodity

Prices. As Commodity Prices (specifically oil & gas prices) retreated,

there was a corresponding decline in the Value of Reserves for E&P

companies. And since reserves are the primary valuation index for E&P
companies, a decrease in the Value of Reserves can have a significant
impactonan E&Pcompany 6s Credit Rating. As t
an E&P company comes under pressure, the Ability to Fund

Growth/Activity is negatively impacted which in turn, constrains E&P

Spending on drilling programs.

The second punch of the credit crisis comes as the direct impact on the
availability of credit in traditional capital markets. As the Credit Crisis

intensifies or continues, E&P company¢
is substantially curtailed for those companies seeking capital to fund new
programs . (As with the Afirst puncho var

denoted with a red A0O0 since the vari e
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Impact of Events on M&A Outlook

The M&A outlook for drillers is substantially different today compared to
a year ago. In 2008, drillers cherry-picked the market looking for
strategic asset additions in an environment where prime assets carried a
premium. In addition, relatively very few company acquisitions were in
serious play.

Today, in the wake of the financial crisis, the M&A outlook is on the
opposite end of the mood spectrum. As stacking infiltrates many classes
of rigs (perhaps most prevalent with shallow-water assets), the cherry-
picking days are over. The game has turned into a survival struggle
whereby health and viability are measured in terms of cash on hand.
Those companies with cash, decent balance sheets, and access to
credit are well-positioned to acquire less financially-stable competitors.

M&A Outlook
for Offshore
Drillers



ME&Awill play an important role in growth

NOCs’ role may increase

NOCs’ behaviors may become erratic

Shipyard constraints will moderate
Rig counts will increase
Overall, day rates and utilization will

Moresigned deals will fail
Continued struggle over asset prices
Target management more reluctant
Distressed M&A targets

Increased deal structure complexity
Labor markets will ease
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weaken

Industry

Trends

M&A Trends in the Marketplace

Need to better articulate M&A rationales
Lesstime to realize synergies
M&A . Pressure to decrease deal team sizes
Trends *  Changing M&A objectivesin long term
Increased accounting complexity (SFAS 141R)

.

Capital
Market
Freeze

Increased
Deal
Pressure &
Complexity

Lending requirements will remain high
Equity valuations will remain low
Economic ME&A will focus more on the middle market
Downturn = Dealflow will increase (a buyers” market)
=  Moretime to conduct deals
Cashrich to target the cash poor

In this new environment, there is increased deal pressure and
complexity as drillers covetous of acquisitions must now articulate
stronger M&A rationales than ever before. Figure 6 outlines a
comprehensive framework illustrating the consequences of general M&A
trends in the marketplace (including new accounting rules as spelled out
in SFAS 141R for reporting business combinations), observed industry
trends, and the impact of the economic environment and corresponding
capital market freeze.

M&A Practices for Offshore Contract Drillers

A study was recently concluded by Hitachi Consulting that looked at
M&A practices among offshore contract drillers. For this study, there
were two areas of focus with respect to M&A business practices. The
first area involved practices associated with the M&A decision process,
while the second area reviewed resident skills and capabilities within
companies to perform M&A activities.

M&A DECSION PROCESS

Table 1 presents the observations as well as leading practices and
associated benefits for Offshore Contract Drillers with respect to M&A
decision making. In general, the M&A decision-making process for



Generally Observed Practices

Amongst Offshore Contract
Drillers

M&A process is informal lacking
definition

Decisions are made very quickly

One person is principally
responsible for M&A evaluation

M&A focal point (separate from
decision maker) coordinates
due diligence and conducts
preliminary and final valuation

High familiarity with target
assets; valuation models are
kept on file and revisited
occasionally

Acquisitionrationale intended to
increase economies of scale:
additional reasons include:

» Accesstokey assets

» Increase geographic footprint or
access new markets

» Diversify, add products or services

offshore drillers can be described as rather informal. Most M&A activity
is executed by a relatively small group of executives and the work is
opportunistic in nature and mostly focused on specific rig assets as
opposed to corporate entities (companies tend to look at acquiring
individual assets rather than whole companies). In the high price

envi

ronment of

M&A Decision Process Practices

Leading M&A Practices

2008,

ofhihe WwWasnes®rt ai

Benefits of Leading M&A
Practices

> Standardize M&A process with Standardized process improves
models, templates, reports, consistencyand increases
plans, etc. knowledge sharing

> Involve business unit heads from Focuses attention on due
due diligence to valuation, diligence process and lowers
holding accountable for potential for errors; facilitates
assumptions made post-acquisition integration

» Operating performance . .
»  Integration costs and timing Fosters objectivity and removes

> Separate M&A team from bias
decision makers Allows more in-depth due

> Ideally, decisions take as long diligence and facilitates internal
as necessary [EMIENS

> Conduct post-mortem evaluation Measures business uni’F and
with respect to accountability deal team performance;
il [EssEns [Eammad) facmtates continuous

improvement

> Acquisitionrationale considers ) ) )
general growth criteria including Potentialfor increasing
caenEs & seel and shareholdervalue and provides
product/service diversity tactics to achieve strategic focus
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As depicted in the middle column of this table, leading M&A decision
making practices favor a more formalized and standardized approach
that is more collaborative in nature offering the benefits outlined in the
right most column of the table.

SKILLS & CAPABILITIES

Table 2 presents the observations, leading practices, and associated
benefits associated with M&A skills and capabilities. In general, drilling
companies retain the required skills to conduct due diligence and
decision-making M&A activities among a small, concentrated number of
executives within the company. Also, in light of the rather informal
nature of the decision process, drillers do not typically use outside
professionals to augment or accelerate internal capabilities (except for
arranging/obtaining deal financing). However, companies are beginning
to consider expanding the use of outside professionals since executive
and staff resources have been trimmed in the wake of the recent
financial crisis.

nl



Generally Observed Practices

Amongst Offshore Contract
Drillers

Rarely dedicated staff (team
members also have day jobs);
generally one FTE spread
across various executives

C-level executives have deep
experience on M&A deals

Operational involvement occurs,
but Operations not generally
accountable in the process

Active use of outside
professionals for arranging and
obtaining financing

Occasional use of outside
professionals to shore up

capabilities with respect to:
» Strategy formulation
# Due diligence
#  Modeling and valuations
»  International expertise
» Post-mergerintegration {project
management )

M&A Skills & Capabilities Practices

Leading M&A Practices

Build dedicated, focused M&A
team; size team based on slow
periods

Inject mix of experienced senior
staff and junior staff

Encourage active, rotational
input from business units

Leverage business unit
resources or external advisors
during brisk periods (or to add
non-core competencies)

Benefits of Leading M&A

Practices

Promotes deal team stability
and builds internal core
competency

Generates ownership,
responsibility, and stewardship

Permits best mix of M&A and
business unit skills for deal
execution; collaboration
increases knowledge and forms
cornerstone for accountability

Helps ensure adequate staff to
proficiently execute deals;
identifies times when outside
assistance should be sought
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About Hitachi Consulting Corporation

As Hitachi, Ltd.'s (NYSE: HIT) global consulting company, with operations in the
United States, Europe and Asia, Hitachi Consulting is a recognized leader in
delivering proven business and IT strategies and solutions to Global 2000
companies across many industries. With a balanced view of strategy, people,
process and technology, we work with companies to understand their unique
business needs, and to develop and implement practical business strategies and
technology solutions. From business strategy development through application
deployment, our consultants are committed to helping clients quickly realize
measurable business value and achieve sustainable ROI.

Hitachi Consulting's client base includes 25 percent of the Global 100 as well as
many leading mid-market companies. We offer a client-focused, collaborative
approach and transfer knowledge throughout each engagement.

For more information, call 1.877.664.0010 or visit
www. hitachiconsulting.com.

About Hitachi

Hitachi, Ltd., (NYSE: HIT / TSE: 6501), headquartered in Tokyo, Japan, is a
leading global electronics company with approximately 390,000 employees
worldwide. Fiscal 2007 (ended March 31, 2008) consolidated revenues totaled
11,226 billion yen ($112.2 billion). The company offers a wide range of systems,
products and services in market sectors including information systems,
electronic devices, power and industrial systems, consumer products, materials,
logistics and financial services. For more information on Hitachi, please visit the
company's website at http://www.hitachi.com.
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