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Overview
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.

Method
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). 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 that are used 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.

Results
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
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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. 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.

References

Corts, K, 2000, “Turnkey Contracts as a Response to Incentive Problems: Evidence from the Offshore Drilling Industry”,
working paper, Harvard University.

Corts, K'S, and Singh, J (2004), “The Effect of Repeated Interaction on Contract Choice: Evidence from Offshore Drilling”,
Journal of Law, Economics, and Organization 20 (1), 2004, 230-260.

Hart, O (1995), Firms, Contract, and Financial Structure, University Press.
Hillier, B, 1997, The Economics of Asymmetric Information, Macmillan Press Ltd, London.
Milgrom, P and Roberts, J (1992), Economics, Organization, and Management, Prentice Hall, Englewood Cliffs, NJ.

Moomjian, C A (1999), “Contractual insurance and risk allocation in the offshore drilling industry”, Drilling Contractor,
January/February, 19-21.

Osmundsen, P (2013), “Choice of Development Concept — Platform or Subsea Solution? Implications for the Recovery
Factor”, Oil & Gas Facilities (SPE), October, 64-70.

Osmundsen, P (2010), “Chasing Reserves — Incentives and Ownership”, in Bjgrndal E, Bjgrndal, M, Pardalos, P M, and
Rénnqvist, M, eds (2010), Energy, Natural Resource and Environmental Economics, Springer-Verlag Berlin Heidelberg,
ISSN 1867-8998; ISBN 978-3-642-12066-4, 19-39.

Osmundsen, P, Sgrenes, T and Toft, A (2008), “Drilling Contracts and Incentives”, Energy Policy 36, 8, 3138-3144.

Osmundsen, P, Sgrenes, T and Toft, A (2010), “Offshore Oil Service Contracts - New Incentive Schemes to Promote Drilling
Efficiency”, Journal of Petroleum Science and Engineering 72, 220-228.

Osmundsen, P, Roll, K and Tveterds, R (2010), “Exploration Drilling Productivity at the Norwegian Shelf”, Journal of
Petroleum Science and Engineering, 73, 122-128.

Osmundsen, P, Roll, K H and Tveteras, R (2012), “Drilling speed - the relevance of experience”, Energy Economics 34, 786-
794.

Rig Commission (2012), @kt bore- og brgnnaktivitet pa norsk sokkel, report from an expert commission appointed by the
Ministry of Petroleum and Energy, 19 December 2011. Published Thursday 16 August 2012:
http://www.regjeringen.no/upload/OED/pdf%20filer/bore_og_br_aktivitet_riggutvalget 2012.pdf.

Improved Recovery Commission (2010), @kt utvinning pa norsk Kontinentalsokkel, report from an expert commission
appointed by the Ministry of Petroleum and Energy, published 22 September 2010, chaired by Knut Am:
http://www.regjeringen.no/nb/dep/oed/dok/rapporter/2010/Okt-utvinning-pa-norsk-kontinentalsokkel.html?id=615841.



http://www.regjeringen.no/upload/OED/pdf%20filer/bore_og_br_aktivitet_riggutvalget_2012.pdf
http://www.regjeringen.no/nb/dep/oed/dok/rapporter/2010/Okt-utvinning-pa-norsk-kontinentalsokkel.html?id=615841

