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Contracting/commencial strategy
for the 21st century

Asa Whyvear veteran of the offshore and constrocon industries, Tread
with interest the recent article by KoE. Arnold (Beyond the Horzon, May
A

| detect a cvcle in the manner the cantracting players are develop-
ing their strategies, and a feeling of déja v prévaile,

Druring the early 1980 most clients in the UK North Sea carmied out
developments by way of a management contract (on a reimbursable/plus
fras basis), engineering contmacts (usually leton the same basis) with a
sefies of fahrication contracts for modules, jackets, helidecks, pipelines,
nstallztion, and teans (predomimnantly let on a lump-sum basiz) with cer-
tification, hook:up and accommodation contracts (let nainky on a relnr
hursable basis).

Prurmg the late "80s and the "90s, major contractors pursued & stirat
ey of vertical integration, purchasing {abricalion vards, specialist
enpineering firms, and major suppliers, orging links with installers
and pipetay companies.

Simultaneously they promoted @ “one 2top” shop approach to better
coordinate and integrate problems and trensfer project risk to one
Testin contracior.

Clients bought into this, and consequently, small players disap-
pearedd or were swallowed wp.

Mow the tide has turned, Major contractors are selling off or closing
vards and subletting more complex elements of the desiga. This trend
15 partiadly driven by project location, the local content requirement in
all tenders, and improvement of standards in emerging nations.

White the everall mumiber of projects dimimshes, those that remain
are much larger and often include complex technical, logistical, and
political challenges. A= a result, mereased contractor risk s spread
over asmaller number.of larger projects

To address this imbalance, alliances and partnering were tested
with limited success. Purely incentivized contracts worked reasonably.
The major problerm was that, unlike other industries, there is aoe real
financial inducement to the contractor beyond the construction and
commssioning phase; thus opex suffers for lower capex.

Currently, major construction companics refuse (o bid lump sum
EPC/EPIC work.

This stance 1& driven by a number of factors, such as:

* Largercontracts with more sk

* Problematic reographic and political iocations

® Tighter insurance market (CAR/BAR/PD

« Greater transfer of risk to the contractor

s Longer design life requirements

* Functional specifications

Contractors now Offer o carry aut engincerng and management o
procutement and constructzon (EPCn) conlracts ¢onlracts ena réim-
bursable hasis, How they can convince clients thal they can manage
these risks efficienty when they were prévioushv unable to manage
them for themselves remains a mystery, Clients"only olher choioe is to
directly hire contract perscnnel.

Appearently, contractars filed to realize that clients would require

similar obligations/liabilitics under EPCm contracts as they did for
EPCs and EPICs.

If the contract is 1o be reimbursable; no opportunity exists for con-
tractors 1o include contingencies for such risks as reworks, warranty,
insurance deductibles, and so on, The margines on a ggnificantdy reduced
tarnover fail to encourage such fdsk taking.

Many court cases have heen reported in which the management
comiracior has fared badly With a reimbursable contract, contractors
remnain polentially lable, and such liability is not restricted to that of a
bodyv-zhop contractor.

Surprisingly, clients now approach contractors to ascertain sugres
lions on the type of contract to let.

This opens up a set of comman, but divergent problems including,

# Risk control

s Price control (cost —client capex/opex and centractor turnover/

profit

= Availability of construction and operation contractors

o Ability o carry out diffioult to insure worle (UK scaffolding compa-

nies finding it difffculty te obtain employers lizbility coverage),

Can hoth partics mutualty satisfy their requirements? T believe 2
comiractual and commercizily viable accommodation can be reached

With & contract let on costplustarget basis (farget bid by the con-
tractor - if the developer is able to prepare a budget for sanction, the
contractor can calculate target cost) such cost is controlled by com-
monality of interest. To minimize the budget, the “cost plus” strategy
1neEt cascade as far as possible down the chain to avold incurrence of
fisk-related contingencies st multple levels with multple mark-ups. A
client’s budget will still contain the usual contingencies for the overall
project (the contracter remaining incentivized by an allocation system
of costs against relevant targets in target-based contracts),

To manage risk in large and complex projects and minimise the cost
of zuch control requires innovative ideas,

Traditionally, risks were covered by insurance policies or devalved
ta variouz centractors (hopefully still solvent and {ﬂdsting andor
tngured possibly 20R30 years tater when claims arpsé). Many such poli-
civs duplicated coverage or left certain risks uncovered,

Sertous consileration mu2t now be given lo project hife ingurance.

Oiperators/develapers have large international portiolios in some of
which they may only be minar joint veature partners. Most have suffi-
cient business in construction and operation insurance W0 generate mar-
ket interest in mutual agreement of a suitable schieme. Alternatively,
consideraton could be given to managed mutials or captives.

As Fen Arnold stated in hiz article, T trust these comments will
result in a disfogue leading 1o 8 workable and mutueally avceptable
solution o contracting in e affshore industey in the 215t century,
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