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Abstract

Substantial elements of innovation have been observable during recent years in rig supply, in
particular regarding contracts and organisation. This trend has been driven by the fact that
rising costs over many years have put profitability under pressure. On the basis of theory and
available empirical insights, the paper outlines the conditions where specific organisational
and contractual solutions are best suited. Optimum rig procurement will depend in part on
whether the oil companies have time-critical drilling targets, the ability and willingness of the
parties to bear risk and the purchaser’s competence and capacity to manage and follow up
procurement.
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1. Introduction

Despite high oil prices, oil companies struggle to develop new projects. This is due to rising
costs, chief of which are drilling costs. The paper analyses new approaches by oil companies
to curb drilling costs. In an effort to reduce rig rates, the oil companies are investigating
whether new ways of organising the relationship between themselves and the rig contractors —
including changes to risk-sharing and ownership — can increase the supply of units at
acceptable cost. The scarcity of rigs, combined with a considerable lengthening in contract
durations, has led to a number of interesting examples of innovation in contractual and
organisational patterns for drilling. These include new types of incentives in drilling contracts,
small oil companies joining forces to establish a rig consortium, and vertical integration

where oil companies own rigs.

Examples and cases presented in the paper are taken from the Norwegian Continental Shelf
(NCS). Since all petroleum provinces have experienced rising rig rates, since major players in
both among oil companies, rig companies and oil services are present on the NCS, and since
the contracts for rig hire mostly follow an international standard, the findings in the paper are

likely to have global relevance.

A distinction can be made between fixed and mobile drilling units. This paper addresses
mobile units or rigs. Licences have normally always owned the drilling units permanently
installed on platforms. Crews are hired from drilling contractors, and maintenance is usually
also contracted out. The mobile rigs operating on the NCS have been owned by a rig

contractor and chartered in to conduct drilling operations.?

The paper builds on general economic incentive and contract theory, and on more specific
research in the drilling field, such as Corts (2000) and Osmundsen et al (2006, 2008). See the
list of references. In addition, | have had a series of meetings and conversations with
specialists closely involved with decisions related to rig procurement, including technical and
organisational conditions, legal aspects and taxation. | have also had access to rig contracts
used on the NCS.

2 Such units can be divided into two main categories — jack-ups standing on the seabed and semi-submersible
floaters. Drill ships also exist, but only one of these is found on the NCS.



It should be noted that the subject is complex, with no clear and simple answers to the issues
involved. A multitude of different company and contractual structures exist for rigs,
production ships and so forth worldwide, depending on tax regime, ownership systems in
licences, market conditions and so forth. Theoretically, players often weigh up different
considerations when choosing contractual and organisational solutions. Empirically,
successful companies applying different solutions can be found side by side in a sector. And a
correspondingly wide array of approaches to rig procurement exists internationally. A number
of interesting general insights of a conditional nature can nevertheless be found. On the basis
of theory and available empirical considerations, something can be said about the conditions

where specific organisational and contractual solutions are best suited.

2. New type of rig contractor

The NCS has been developed by big oil companies, and contractual templates are tailored
accordingly. New companies have other requirements, including for risk-sharing. In drilling,
the oil companies bear the main oil-price, foreign-exchange and production risk. The issue of
contracts where the contractor bears a larger share of the risk is making itself felt in Norway
through the establishment of new and often smaller oil companies. These lack the same ability
to carry financial risk as existing companies on the NCS, and depend on sharing risk with

their contractors. In exchange, the latter get to share in the upside of the projects.

Aker Exploration company was created to aim at the need for greater contractual diversity. It
offered rigs for exploration drilling on the NCS. In exchange for bearing the whole drilling
cost, Aker Exploration obtained a share of the oil or gas field in the event of a discovery.®
This represents vertical integration — an enterprise which is both an oil company and a
provider of rig services — and is an interesting innovation on the NCS. In addition to securing
sorely needed rigs tailored for Norwegian requirements, it represents a contractual novelty
which reduces cost and risk for the oil company. This should be particularly suited for new

players on the NCS.

Compared with traditional rig contractors, however, this model makes bigger demands on the
ability to bear risk and breadth of expertise — which must also embrace energy markets and

reservoir conditions. The challenge is to avoid the problem of adverse selection, or a position

¥ Stavanger Aftenblad, 12 April 2006.



where oil companies exploit their better reservoir knowledge (asymmetric information) to
offer co-ownership only for the least attractive acreage and to tackle the other blocks on their
own account. However, adverse selection is a general problem for companies seeking to farm
into oil fields. Another problem involves overcoming challenges related to a second-hand
market for licences on the NCS which at times can be illiquid. The big companies on the NCS
have traditionally demonstrated little interest in farming out of licences. On the basis of
ambitious production and reserve goals, they have often been keener to swap licence holdings
than to sell them. Exchanging rig capacity for a licence interest could therefore prove a
demanding issue, since Aker’s business model here depends on convincing all participants in
the relevant licences. This normally involves time- and resource-intensive negotiations. With
good help from a tight rig market, however, the company has succeeded in securing deals.
Aker Exploration entered, for example, into an agreement on taking over 30 per cent of ENI’s
sole holding in production licence (PL) 259 in exchange for providing the Aker Barents rig.
Aker Exploration also acquired ENI’s 55 per cent interest in PL 256. * Aker Exploration
merged in 2009 with Det Norske to become Det Norske Oljeselskap.’

Linking licence transactions with rig provision would represent a socio-economic benefit if it
increased the liquidity of the licence market. Generally speaking, this liquidity appears to
have increased on the NCS, and Aker Exploration’s timing was good. One challenge would
have been that liquidity varies over time, which was perhaps one reason for the merger. The
combination of rig and own licence interests seems more flexible, since the need to swap rig

provision with licence interests has declined. It also opens to some extent for licence swaps.

Swapping licence interests for drilling capacity represents a further development of “farm
in/farm out” arrangements. Such arrangements could be prompted by a lack of rig capacity or
budgetary constraints on exploration funding at the oil company doing the farm-out. This
operation is particularly relevant for new entrants on the NCS which have not built up their
own production. Farm in/farm out deals have previously been agreed between the oil
companies. Aker Exploration and Aker Drilling are examples of a combined solution for rig
contractor and oil company using shared equity interests to implement such arrangements.
Certain other rig contractors internationally also offer solutions of this kind. These require the

* http://www.dn.no/energi/article1204240.ece
® http://e24.no/makro-og-politikk/det-norske-og-aker-exploration-fusjonerer/3232536
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contractor to expand its expertise base beyond rig operation, and to acquire knowledge of

reservoirs in order to deal with the new risks and opportunities it faces.

A relevant question is whether the examples of vertical integration, where an oil company
secures a rig or a contractor seeks licence interests, is driven primarily by short-term
economic conditions or whether they represent a sustainable and fundamental business
strategy. The current shortage of rigs is driving special solutions. In addition, very high rates
make rig ownership tempting for oil companies as a supplementary business activity.
However, it remains to be seen whether these types of strategies survive an economic
downturn with a buyer’s market for rig services. Oil companies presumably do not normally
own rigs for a reason. Several hazards exist. Risk is high, since it cannot normally be spread
to the same extent achieved by big international oil companies through part-ownership of
many different licences. Small oil companies lose flexibility by owning rig capacity, and it is
very uncertain whether they have the financial muscle to retain such ownership over time.
However, risk exposure will be affected by the contracts employed, and new solutions are
also conceivable here. If rig slots can be sold in many fields with different geological
structures, technical portfolio diversification will be achieved. The precondition then is that
the activity can achieve a certain scale and spread. Another common objection to oil
companies owning rigs is that this does not form part of their strategic core (focusing strategy)
— one cannot be good at everything. Over time, moreover, an oil company’s own rig fleet
would not normally match its licence portfolio, and it could quickly end up in the position of
providing a rig as a contractor to customers it competes with as an oil company. An
international player will face geographical mismatches, and moving rigs is expensive. An olil
company will also normally have varying demand for rigs. The big international players do
not normally want to sit with continuous rig exposure through ownership when their drilling
requirements vary sharply both over time and in geographical spread. Overall, therefore,
many considerations argue for outsourcing here. The exception could be conditions where a

long-term drilling requirement with a specific type of rig is seen.

3. New contracts

Rig contractors and oil service companies must be urged to formulate contracts suitable for
new small players on the NCS. These would need to involve a different sharing of risk

compared with current contracts. The latter are influenced by the fact that players on the NCS
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have been large international companies, with a substantial ability to bear risk and a high level
of expertise in the management of drilling operations. Things are different for a number of
new entrants on the NCS. They will want to shift more risk to their contractors, and depend
much more on purchasing external expertise. To meet this demand, contractors must extend
their expertise base and develop suitable systems for risk management. However, risk
exposure must be carefully reconciled at all times with the contractors’ ability to bear risk.
Research from the Gulf of Mexico shows that turnkey contracts are primarily used for
exploration wells drilled from jack-ups in shallow water, and that the companies using such
contracts are small players with limited experience and financial strength (Corts, 2000).
Exploration wells in the North Sea for some of the new companies on the NCS should fit that
description. Well intervention is another possible example. However, establishing such
contracts requires drilling contractors willing to bear the increased risk and to expand their
scope of activity and range of services. That seems to be case for only a limited number of
existing contractors. A clear distinction exists, for example, between drilling contractors and

oil service companies, and none appear particularly willing to bear reservoir and oil price risk.

Intermediate solutions are possible — not a single turnkey contractor for drilling, but at least
fewer suppliers because more drilling services are delivered by the same oil service firm. That
simplifies procurement and management processes for the oil company. It also permits wider
use of incentive agreements because a contractor delivering more services gains better control
of the drilling process. The collaboration between Pertra and Halliburton indicates that new
procurement models of this type could boost value added. A trend towards coordinated
deliveries should also be interesting for international oil companies, since the benefits — more
coordination and reduced transaction costs — seem comparable with the coordination on the
contractor side seen in development projects with the introduction of engineering,
procurement, construction and installation (EPCI) contracts. However, the advantages of
greater coordination by contractors must be weighed against the drawbacks of reduced
competition — in practice, few companies can offer such a broad range of services — and less

specialisation.

Cost increases in the oil industry are a significant problem. Decentralised contract structures
in this area can mean sub-optimisation. While very strong incentives (competitive rates) can
be optimum at project level, they can drive up offshore costs as a whole. Thus, seen from the
perspective of government the welfare effects of new contract forms have to be weighed up,

with the possible efficiency benefits of stronger incentives balanced against a rise in costs.



While big oil companies will internalise much of the cost growth at the overall continental-
shelf level, and thereby have virtually the same interests as the government, those with a small
portfolio on the NCS will by and large give emphasis to incentive considerations. The
supplementary incentives in oil service contracts are reportedly profitable for the individual
licence. When evaluating profitability at the continental-shelf level, however, possible
contagious effects in the form of increased rates in competing licences must be taken into
account. But the supplementary incentives represent such small amounts that they are not a
significant problem. Moreover, innovative thinking should be welcomed in a contract area

which has been very conservative.

4. New oil companies — rig consortium

New companies on the NCS are particularly affected by the rig shortage. It may be more
difficult for them to gain access to rigs, since the rig contractors primarily want to deal with
big customers who place large, long-term charters. This can create problems for newcomers in
fulfilling government-imposed drilling commitments specified in work programmes. On top

of that, of course, come the expectations and demands of impatient shareholders.

Seven small companies have joined forces to charter a rig through a consortium led by DPT
(now AGR). These players are largely located on the same site, the Veritas building in
Stavanger. That has permitted the creation of a joint safety centre for drilling operations,
which is operated on a “shift” system by the company using the rig at any given time. In other
words, the benefits of scale and shared location accrue here to the operator. The new players
have otherwise gone further than the big companies in outsourcing rig management. Another
player in the rig consortium field is Rig Management Norway. As | understand it, feedback on

these consortia has been good.

Small oil companies want to share risk differently with their contractors and to use other
contract formats — with the contractor bearing a number of consequential costs in the event of
downtime, for example, or sharing the production and oil price risk. An obstacle here is that
contractors normally lack the ability or willingness to accept this type of risk. Their defence is
that the new companies are not prepared to pay for all the responsibility they want to transfer.
Cases exist from the UK where this type of risk transfer to the contractors led to renegotiation

of the contract — the contractor was unable to bear the risk. Similar experiences have been



made in development projects on the NCS. The lesson is that incorporating more risk than the
contractor can bear would not be appropriate. With some exceptions, contractors basically do
not want contracts linked to production volumes or sales, since they are not willing to accept

reservoir or price risk. On smaller fields, however, it could be the case that contractors are

better suited to bearing this type of risk than newly established oil companies.

One implication of the lack of ability and willingness to bear risk in the contractor chain is
that not all oil companies are suited for pursuing major field developments. In a number of
cases, it would be preferable to sell interests to companies with sufficient ability to execute
the project. Developments on the NCS often demand a lot from the operator’s organisation in
the form of expertise and capacity. A number of jobs in such areas as project follow-up are
not appropriate for outsourcing. They form part of the strategic core in the oil companies.
Furthermore, such projects make big demands on the capital adequacy and liquidity of the
licensees — cost overruns and delays can be difficult to cope with for new players. However, it
is probably only a matter of time before a market for bearing risk develops in the contractor

sector in order to meet this new demand.

5. New rig types

Statoil has moved from a position where it stopped the chartering process for rigs in 2008 to a
more active procurement approach which includes the design of new rig categories and
assessing rig ownership. An enquiry for chartering a rig had been issued by StatoilHydro in
the summer of 2008, covering both semi-submersibles and jack-ups and starting in 2012.° The
company requested updated bids from contractors and secured a reduction in the rates offered.
It nevertheless decided to terminate the process because the rates were considered to be too
high.

In collaboration with international contractors, Statoil has developed completely new rig
concepts for use in improved recovery and on new fields.” In May 2011, it awarded a contract
to Songa Offshore for two new Category D units to be used on the NCS. A total of four such
rigs have been ordered by the company from Songa. The goal is that the new type will do the

work 20 per cent more efficiently than conventional rigs. Challenges have arisen in relation to

® http://www.statoil.com/no/NewsAndMedia/News/2008/Pages/22DecRig.aspx
7 http://www.statoil.com/no/TechnologyInnovation/TechnologyManagement/Pages/Statoils%20riggstrategi.aspx
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Songa’s capital adequacy, and problems with yards and delays have been reported.®
Norwegian business daily Dagens Neringsliv reported on 26 November 2013 (pp 6 and 7)
that “Statoil is the biggest contributor to what is intended to be the final rescue of financially
distressed Songa Offshore”. Statoil, creditors and owners are helping to save the company
from liquidation. According to the paper, Statoil’s contribution takes the form of raising rates
for the four rigs by USD 300 million in all. USD 100 million will be repaid if it exercises all
eight options for lengthening the four rigs.

Statoil entered in April 2012 into a contract with Aker Solutions for a new Category B rig
concept. This unit is designed to conduct various types of well interventions with wirelining
and coiled tubing, and for through tubing rotary drilling (TTRD) of sidetracks. Aker
Solution’s share price reacted negatively to the signing, since income was fixed while costs
were uncertain. The parties agreed in June 2013 to cancel the charter for the new rig
category.® As I understand it, disagreement had arisen over sharing the cost of maturing the

new concept. Each of the parties was to cover its own expenses.

6. Conclusion

Substantial elements of innovation have been observable during recent years in rig supply and
organisation on the NCS. This trend has been driven partly by the fact that rising costs over
many years have put profitability under pressure, and partly by the entry of new oil companies
on the NCS with different needs from the large established players.

Innovation has occurred along several dimensions. One is technical innovation, with the
development of new and more specialised rig types. The idea is that units should be more
cost-effective and productive when they are purpose-designed for more specialist tasks. New
rig categories have encountered short-term resistance from contractors, but will probably play
a key role in a future Norwegian rig market. It will be easier to establish specialised rigs when
the market is less tight. Much innovation has also occurred with contracts and organisation.

Examples include changes to risk-sharing in contracts and vertical integration.

8 http://www.dn.no/energi/article2670029.ece
® http://www.statoil.com/no/NewsAndMedia/News/2013/Pages/24Jun_CatB.aspx
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Some of these changes might be determined to a certain extent by economic conditions. One
example could be oil companies owning rigs. Other innovations will represent lasting
adjustments to collaborative relations between oil companies and contractors. New oil
companies are less keen than the established players to build up large internal staffs to
supervise drilling operations. This will mean a trend towards contractors taking on more
functions than has been usual on the NCS. A greater use of turnkey contracts and integration
of services can be seen. That makes big demands on the breadth of contractor knowledge, and
calls for greater willingness and ability to bear risk. This is likely to create a number of

challenges in a transitional phase.
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