| Rederal Reserve Bank of Dallas

AA

oW o
%%
A a0 TAYS
%

¥

4

’ied&ml Funds-

l.. xﬂrket Comes of Age in the Eleventh District

- U IL: Characteristics of the Market

}G‘llf Coast-

Boom iy Offshore Drilling Keeps Rig Builders Busy
EADril 1972

I
|

This publication was digitized and made available by the Federal Reserve Bank of Dallas' Historical Library (FedHistory@dal.frb.org)




Federal Funds-

A Market Comes of Age
In the Eleventh District

—

PART 11. CHARACTERISTICS OF THE MARKET

lTl};:kFe‘{ieral funds market—the
ok et in balances of member
= S at Federal Reserve banks—
Elevixliandec{ rapidly in the
= recn h Federal Reserve District
3 dsel;lt Years. Sales of these
i ty Commercial banks in the
of 196?3 tripled between the end
i and the end of 1970.
e flses by banks in the District
A han doupeq.
this se:; ePorted last month in Part I,
T partpansmn reflects, at least
Ny, a substantial change in the
icipa t'r and types of banks par-
anks “11:!3 n the market. Large
ut smsaﬁubdonnnate the market,
inroads, 1. anks have made major
taineg i.:h arge banks have main-
€I preeminence in the
ly by increasing their
gi gaéﬁs_of Federal funds
eir outstandin
g::Eilz?SeS‘tWOfold. Growth in ¢
- ;}Izﬂt}llon by smaller banks, on
om ther' and, has resulted mainly
anks i, lncrea_s;ng number of such
I-‘edera]l flf beginning to trade in
Y Signi ﬁndS, rather than from
; Hicant increase in the aver-
ar volume of transactions
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age
of respondant banks, by deposlt size)

by small banks already in the
market.

The pattern of this growth in
trading was influenced, of course,
by variations in overall credit
conditions and differences in the
availability of funds at banks of
various sizes. But it was also
affected by-and, in turn, had an
effect upon—differences in the
portfolio management policies and
characteristics of Federal funds
transactions at various sizes and
types of banks. These matters are
explored in the current article.

Another article examines the
impact of the explosive growth of
the Federal funds market on the
soundness of banks in the Eleventh
District and on the servicing of
local credit needs. That article will
appear next month as Part ITI.

The market itself

The Federal funds market, like all
markets, has characteristics that
distinguish it from others. Na—'
tionally, for example, transactions
tend to be very short term. Trans-
actions are sometimes for two days
or more and, although such situa-

FEDERAL FUNDS TRANSACTIONS, SEPTEMBER 1971

Bank deposit size
(Million_dollars)

Jl\ll $500 s:uo st-zﬂ It-:;:
Item b:rflss m%rre 5439 $99 $50
Pu
ri';?:]as of Federal funds
\N’Cl--t:lag;c.I LR e e ot 83% 100% 80% 85% 7{9}%‘
OIAG T O e e B e e 2 0 5
Sa| TR e 15 0 15 13 21
=S of Fede
Oy ral funds
I 87 100 9 9 81
0 B 4 0 5 0 4
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tions are extremely rare, occasion-
ally for a week or more. Ordinarily,
however, trading is for the one-day
(overnight) use of funds.

And while maturities are usually
very short, the amounts traded are
fairly large. The standard trading
unit is $1 million. Funds may be
traded in smaller amounts, how-
ever, particularly during times of
tight credit conditions, when large
banks are typically pressed for
funds and more willing to accept
smaller trades. Also, with the
growth in correspondent relation-
ships between banks, smaller
trades are becoming more frequent
as banks try to accommodate their
smaller correspondents. Transac-
tions as small as $50,000 are no
longer as infrequent as they were,
and some are even made in units of
$10,000.

Transactions are carried out
several ways. Most are unsecured,
being direct transactions between
banks. Collateral is sometimes
required, however, especially of
smaller banks and banks that want
to exceed previously agreed limits
on borrowing. Also, some transac-
tions include a repurchase agree-
ment. Under such an agreement,



RATE ON AUTOMATIC DAILY COMMITMENTS
TO FEDERAL FUNDS TRANSACTIONS, SEPTEMBER 1971

Eleventh Federal Reserve District

(Percentage of respondent banks, by deposit size)

Bank deposit size
(Million dollars)

All $500 $100 $50 Less

slze or to to than

Item banks more $499 $99 $50
Prevailing rate . ... .. 57% 0 43% 56% 68%

Average daily rate. .. 27 80 36 20 23

Negotiated rate .. ... 16 20 21 24 9

one party sells a security but is
obligated to buy it back later at a
specified price, usually the s_elling
price plus interest. In both in-
stances—when the security is sold
and when it is bought back—the
transaction is paid in Federal
funds.

Most transactions are carried
out through correspondents—an
arrangement that allows trades to
be settled simply by debiting or
crediting correspondent balances.
Some transactions, however, are
carried out through banks that are
not correspondents, and some are
conducted through brokers. These
may be handled through the debit-
ing or crediting of balances directly
at Federal Reserve banks.

Trading in the District

To isolate characteristics of Fed-
eral funds trading in the Eleventh
Federal Reserve District, more
than 100 banks active in the mar-
ket in the five-state area were
surveyed in late 1971. Their re-
sponses indicate that trading in the
District is much the same as trad-
ing in the nation.

Maturity—More than 80 percent
of the banks reported that most of
their Federal funds purchases and
sales have an original maturity of
one day. That was the case with all
six of the District’s very largest
banks-those with deposits of $500
million or more. As the average size
of the bank declined, however,
more frequent reference was made
to longer-term transactions. More
than 20 percent of the banks with
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deposits less than $50 million said
most of their purchases are for
more than two days, and 15 percent
said their sales are generally for
longer periods. The most fre-
quently mentioned maturity at
these banks was three to five days.

A significant number of banks
also pointed out that they have an
automatic daily commitment to
either buy or sell Federal funds and
that these transactions are “rolled
over” daily. Most banks with these
commitments automatically accept
the interest rate prevailing at the
time of each daily transaction.
This procedure is most common
among small banks. Larger banks
tend more to use the average rate
prevailing during the day, and
some in all sizes of banks negotiate
the rate daily, even under auto-
matic commitments.

Collateral-Roughly 95 percent
of the banks conduct most of their
Federal funds transactions (both
purchases and sales) without re-
quiring collateral. This is the
practice of all the very largest
banks. Among smaller banks, some
rely more on secured transactions,
which take the form of both se-
cured direct trades and repurchase
agreements. In almost all cases, the
collateral is some kind of U.S.
Government security, usually
Treasury bills,

Types of agents—Most banks in
the District buy Federal funds
from correspondent banks in the
region. And except for one of the
very largest banks (one that ob-
tains substantial amounts through

brokers) and a few small banks,
this is true regardless of the deposit
size of the purchasing bank.
Although responses were not a3
uniform, this was also found to be

the general case with Federal funds I

sales. Almost all the largest banks
sell most of their Federal funds
primarily through brokers, with the
rest going to correspondent banks:
Some of the smaller banks also
reported sales to brokers, as well 85
to noncorrespondent banks. Most
of their sales, however, are to cor-
respondents. None of the banks
reported dealings to any extent
with other financial institutions.

Method of transfer—As might b
expected—considering the impor-
tance of correspondent relation-
ships in the sale and purchase of
Federal funds-most transactions
are carried out through the debit-
ing or crediting of accounts at
correspondent banks. More than
70 percent of the banks reported
that they handle purchases this
way, although many small to
medium-size banks reported that
they settle such purchases directly
through their balances at the
Federal Reserve Bank.

The settlement of sales directly
at the Federal Reserve Bank is
much more common than the set”
tlement of purchases, particularly
among larger banks. All but one ©
the banks with deposits of $500
million or more complete their
Federal funds sales this way—pl'ob'
ably because most of their sales
are to brokers rather than to cor-
respondent banks. A large numb€*



COLLATERAL ON FEDERAL FUNDS TRANSACTIONS, SEPTEMBER 1971

Eleventh Federal Reserve District

P
( ercentage of respondent banks, by deposit size)
e —

Bank deposit size
(Million dollars)

All $500 $100 $50 Less
I 2z i 3139 s‘gs ‘25“’6‘
— tem banks more $
Purchases of Federal funds
Nsecured .............. 94% 100% 94%  95%  93%
Secured by:
Government securities. . . 5 0 6 5 S
Other ... .............. 1 0 0 0 2
Sales of Federal funds
nsecured .............. 95 100 94 88 98
Secured by:
Government securities. . . 5 0 6 12 2
Otherain s S e 0 0 0 0 0

Egggnk's with deposits less than
i million also settle their sales
the Federal Reserve Bank. The
Plevalence of transfers of balances
Correspondent banks increases,
C?WeVer, as the size of banks de-
'Nes. Again, this is probably
r:CaUSe of the importance of cor-
.-5Pondent hanking relationships
€ sales by smaller banks.
ialllOv:ati{.m—The market is essen-
fllnciv regional. Most of the F@deral
o 18 Dur_chased in the District
oflﬁllnate in the District, and most
e funds sold in the District
ain there, Roughly a fourth of
ch gﬁnks indicated that most of
o ederal funds they purchase
Ichll'uatte 1n the city where they are
alj]tet!. and well over half the
£ S Indicated that the funds
€Y purchase originate elsewhere

in the District. Purchases in New
York City and other markets out-
side the District are most common
among the very largest banks,
although some of the small and
medium-size banks also obtain
funds outside the District.

Sales of Federal funds to other
banks in the District are slightly
less common than purchases, but
other banks in the District still
provide the main outlet for banks
selling Federal funds in the area.
The largest banks, however, be-
cause of their greater dealings with
brokers, sell nearly all their Federal
funds outside the District. Two of
the largest banks, in fact, indicated
that most of their funds go to New
York City.

But among smaller banks dealing
generally with their correspon-

I¥pe OF AGENT FOR FEDERAL FUNDS TRANSACTIONS, SEPTEMBER 1971

lay
eth Fedoral Reserve District

(PBrc
Mnondunt banks, by deposit size)

“'-.______‘_‘_-_-__

Bank deposit size
(Million dollars)

All $500 $100 $50 Less
size or to to than
Item banks more £499 $99 $50

Purchases of Federal funds from:

orrespondent banks . .......... 97%  83%  100% 97%  100%
F:OncorreS}m;\ndent ban s e 2 0 0 3 0
ederal funds brokers........... 1 17 0 0 0
Sales of Federal funds to:

Correspondent banks ........... 92 17 87 96 100
Foncorrespondent banks R 3 0 9 4 0
5 83 4 0 0

~"°deral funds brokers...........
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dents, most of the sales end up
within the District. Of banks in
the very smallest deposit size cat-
egory, 30 percent reported that
most of their sales are in the city
where they are located and almost
60 percent reported that they sell
their funds elsewhere in the Dis-
trict.

Alternatives to selling

The buying and selling of Federal
funds is important in the manage-
ment of bank portfolios—partic-
ularly at larger banks. Banks have
several alternatives to the place-
ment of excess funds in the Federal
funds market, however, as well as
alternatives to the Federal funds
market as a source of funds. Part
of the study of the market in the
Eleventh District was designed to



METHOD OF TRANSFER IN FEDERAL FUNDS TRANSACTIONS, SEPTEMBER 1971

Eleventh Federal Reserve District

(Percentage of respondent banks, by deposit size)

Bank deposit size
(Million dollars)

s?i]e $5°oo s:oo $50 Less
Item banks morre $4%9 Sth lggl?
Purctl'lases of Federal funds through:
Balances at correspondent banks . . .. 72% 83% 599 9 9
Balances at Federal Reserve Bank . .. 28 ¢ 17 p 41 * 246/0 ?g &
Saées of Federal funds through:
alances at correspondent banks . ... 66 17
Balances at Federal Reserve Bank . .. 34 83 gg i? 9?
LOCATION OF FEDERAL FUNDS TRANSACTIONS, SEPTEMBER 1971
Eleventh Federal Reserve District
(Percentage of respondent banks, by deposit size)
Bank deposit size
(Million dollars)
:ITa 5.3?0 s:uo $50 Less
Item banks more 3439 5139 lgﬁaél
Pulrchasas of Federal funds
n same city as respondent bank. .. .. 25% 0 9 9 9
Elsewhere in Eleventh District. ... ... 55 0 60 ?3/0 g?) e 219 i
1N e Y O e 6 20 11 7 0
Elsewhere outside Eleventh District. . . 14 20 15 20 10
Salles of Federal funds
n same city as respondent bank. . ... 24 0
Elsewhere in Eleventh District.. .. ... 48 0 ;g ﬁg gg
IniNeWRY orkiCity o e 8 40 16 10 0
Elsewhere outside Eleventh District. .. 20 60 35 16 11

rank alternatives to Federal funds
purchases and sales and to deter-
mine why banks borrow Federal
funds.

Banks were asked to pick the
three most important alternative
sources and uses of funds available
to them, as well as the three rea-
sons they considered most impor-
tant for entering the market. They
were to assign three points to the
most important alternative or rea-
son, two points to the next most
important, and one point to the
third most important.

Computation of the results
shows banks consider the purchas®
of short-term securities far and
away the most important alterna-
tive to the sale of Federal funds.
Most banks would have put these
funds into Treasury bills, although
a large number of banks indicated
that they also consider short-term
commercial paper an important
option.

A distant second alternative, i
the view of most banks, is the mak-
ing of business loans (other than
through the purchase of commer-
cial paper). All sizes of banks
consider this an option to some
extent, although banks in the $1_00
million to $499 million deposit si%®
mentioned it most often as a poss”
bility.

There are also indications that
banks would have made more of
other types of loans had they not
put their funds into the Federal
funds market. Loans to other
banks (other than as Federal
funds) and loans to consumers
were mentioned, particularly by
smaller banks. A few even listed
real estate loans, although this
type of loan is apparently too long
term to represent a real option for
most banks.

Some banks would have also
repaid borrowings had they not
been lending in the Federal funds
market. This response was espe-
cially prevalent among the Jargest
banks. The most frequently men-
tioned borrowings they would hav®



epaid were Federal funds, Euro-
Ollars, and even loans from the
edera] Reserve Bank.

Alternatives to buying

Banks consider borrowing from the
i nfidera] Reserve Bank their most
: Portant alternative to the pur-
: ase of Federal funds. This re-
s{’zgnSe was fairly uniform for all
SDIES of banks, although it was
SmaﬁWhat less common among the
o lest ban_ks-whlch would be
Sistent with the apparent reluc-
ance. of small banks to borrow at
€ discount window.
Sideﬂken as a whole, banks con-
X Ori-the sale of assets (mostly
X term securities, such as
9 1f‘sury bills) almost as impor-
It an alternative to Federal
11ds purchases as borrowing from
. nf IIi‘ederal Reserve Bank. And
aller banks seem to consider the
S f?_Of assets more important as an
Fl‘n 10n than do larger banks.
factong the very smallest banks, in
o, sale of assets is considered the
Important alternative.
Iso considered an important
ncll‘natlve to purchases of Federal
oms are othe; forms of borrowing
agai Commercial bar_:ks. Here
o tan}’l hOWeve;, the importance
) tan(t:‘ ed to this option varies sub-
Nox lally with the size of bank..
o € of the very largest banks in-
ated that other borrowing from
50111]1- 818 an important alternative
amocﬁ‘ of funds for them. But
DOsi;;lg' banks of the smallest de-
bant 12€, borrowing from other
Port 18 considered almost as im-
ki ant an option as the sale of
quid aggetg,
any banks, especially in the
iifeger depos'it sizes, reported that
l'lots; Would Issue CD’s if they did
M {alse funds in the Federal funds
e et. The very largest banks, in
.~ consider CD’s their most
hlrﬁ;’;‘tant alternative source of

alte

I

u? few banks also mentioned the
ar;’(douar and commercial paper
ets. But, again, most of these
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MAJOR ALTERNATIVES TO SELLING FEDERAL FUNDS, SEPTEMBER 1971
Eleventh Federal Reserve District

(Percentage of total points given each response, by respondent bank deposit size)

Bank deposit size
(Milllon_dollars)

All $500 $100 $50 Less
size or to to than
Alternative banks more $499 $99 50
Purchases of short-term securities... 57%  58% 50% 56%  59%
Loans to businesses ............... 14 17 24 15 11
Loans to commercial banks (other
than Federal funds)'.............. 0 0 11 13 10
Loans to consumers ............... 8 0 8 4 11
Mortgage loans ................... 2 0 1 2 3
Repayment of borrowings ........... 3 25 3 4 0
Other s S e i Sy Db TS Wi 5 0 3 6 6

1. Including loan participations

MAJOR ALTERNATIVES TO BUYING FEDERAL FUNDS, SEPTEMBER 1971

Eleventh Federal Reserve District
(Percentage of total points given each response, by respondent bank deposit size)

Bank deposit size
(Million_ dollars)

All $500 $100 $50 Less
size or to to than
Alternative banks more $489 $99 $50
Borrowing from Federal Reserve Bank... 30% 33% 39% 33% 23%
Sale of securitiesorloans............. 27 12 26 27 31
Borrowing from banks (other
than Federal funds)................ 21 0 9 18 30
EETO MY (o] D o e S e e oy b s 17 39 23 17 12
Borrowing in the Eurodollar market. . . .. 1 9 1 0 0
Borrowing in the commercial paper
market (through affiliates,
subsidiaries, etc.) ................. ) 6 3 0 0
()13 -] i as e T O . T e 3 0 0 4 4
1. Less than one-half of 1 percent



MAJOR REASONS FOR BORROWING FEDERAL FUNDS, SEPTEMBER 1971

Eleventh Federal Reserve District

(Percentage of total points given each response, by respondent bank deposit size)

Bank deposit size
(Million dollars)

All $500 $100 $50 Less
size or to to than
Reason banks more $499 $99 $50

Short-run reserve needs ........... ... 55% 43% 49% 54% 60%
Long-run reserve needs .........,.... 17 11 14 10 18
Loans/toibusinesses ... ... ..., s, 11 11 15 12 10
Loansito consumers o .. 5 0 2 5 7
Realestate loans .................... 1 0 1 0 1
Purchases of short-term securities. . . . .. 7 8 9 2
Accommodation of correspondent banks . 6 29 9 9 0
OB e et e e o () 0 1 0 2

1. Less than one-half of 1 percent

were the very largest banks. No
bank with deposits less than $100
million indicated it considers these
markets as alternative sources of
funds.

If they cannot raise the funds
they need in the Federal funds
market, then, larger banks are
most apt to turn first to the issu-
ance of CD’s and second to
borrowing at the discount window.
Smaller banks, on the other hand,
are more inclined to rely on the
sale of securities or borrowing
from other banks. This difference is
indicative of the newer liability
management approach to liquidity
needs being used more and more at
larger banks, compared with the
more traditional asset manage-
ment approach still predominating
at smaller banks.

Reasons for borrowing

Banks responded overwhelmingly
that they borrow in the Federal
funds market mainly to meet
short-term reserve needs. And
while this was the major response
from all sizes of banks, the impor-

tance of this reason increased
somewhat as the size of banks de-
clined. A sizable number of banks
also indicated that they use the
Federal funds market to meet re-
serve needs extending beyond the
two-week reserve settlement pe-
riod. Again, this is slightly more
important for smaller banks.

A significant number of banks
use Federal funds to make loans.
Business loans were most fre-
quently mentioned, but consumer
loans were also cited, particularly
by smaller banks. Very few banks
indicated that they consider Fed-
eral funds important in making
real estate loans.

A few banks use Federal funds
to purchase short-term securities,
such as Treasury bills and com-
mercial paper. A fairly sizable pro-
portion of the very largest banks
indicated that they purchase con-
siderable volumes of Federal funds
to accommodate their smaller cor-
respondent banks. In fact, next to
borrowing to meet reserve needs,
this is the most important reason
for their purchasing Federal funds.

In effect, these larger accommodat-
ing banks are “making a market”
in Federal funds for their smaller
correspondents.

Summing up

Most Federal funds trading at
banks in the District is on a short-
term, unsecured basis with corre-
spondent banks in the region.
Most purchases are to meet reservé
needs, although a significant num-
ber of banks indicated they use
these funds to make various types
of loans. Large banks also buy an
appreciable amount in the Federal
funds market to accommodate
smaller correspondents that have
funds they want to sell. !
If they could not obtain funds 1*
the market, large banks would rely
mainly on the issuance of CD’s
and smaller banks would depend
mainly on the sale of securities.
Under such circumstances, all size®
of banks would also rely fairly
heavily on borrowing from the
Federal Reserve Bank. Alterna-
tively, if they were unable or un-
willing to place excess funds in the
market, most banks would use the
funds to buy short-term securities”
although, again, a substantial num® !
ber of banks said that in such a
situation they would make loans:
The recent rapid growth in the
Federal funds market is indicative
of changes in banker attitudes an
practices regarding Federal funds
trading. Next month, Part III will
explore the implications of these
changes for the soundness of pank-
ing and the servicing of local cred!
needs in the Eleventh District.

|

—Joseph E. Burns !



Gulf Coast-

Boom in Offshore Drilling
Keeps Rig Builders Busy

———

Texas ang Louisiana shipyards

Esll}ldl_ng offshore drilling rigs are
) l?"}'lllg-a boom in activity. Orders
Inidn?_w rigs bega-n pouring in about
man'dg'?l, breaking a Iull in de-
S that had caused the number
Iigs under construction in these
suo States to drop from ten in the
beﬁmer of 1969 (half the number
in thg built worldwide) to only two
1 9728 Summer qf 1970. By early
Sl Some 52 rigs were under con-
fUction throughout the world. Of
€se, 32 were in the United
ates-21 in Texas and Louisiana
alone,
eghese rig:s are all mobile units
ol 1gned primarily for use in ex-
Oﬁ"atory drilling. The first offshore
Clls Wwere drilled from fixed plat-
for bS built on location and used
l'nentOth exploration and develop-
o -hAdvances in rig _des!gn, how-
act’ ave made mobility itself a
she, Or In offshore operations. By
rtem'ng the time taken up be-
ar:;n sites and making remote
S E}:accesmble for drilling, mobile
offg oi:e encouraged the spread of
Worlq. exploration around the
iblle?ew jackup and semisubmers-
. Tigs and even drilling ships
en ti?- I;OVY replaced fixed Rla_tforms
Pix €ly In exploratory drilling.
€d platforms are still used in
€lopment work, but several

Wells are uguall rodu
ced from the
e platform, 4

Source of the slump

fg:rau the advantages mobile rigs

builq they take a year or more to

inve tal'ld represent an enormous

ible Stment, A new semisubmers-

jackCOSts up to $25 million, a

shi UD $15 million, and a drilling
1P $20 million,
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"Siness Review / April 1972

Once in service, a rig is good
for many years. But because of the
initial high investment and subse-
quent high fixed cost, it must be
used almost constantly to be profit-
able. As a result, drilling contrac-
tors-the owners and operators of
rigs—-must keep a cautious eye not
only on prospects for leasing their
equipment but also on changes in
construction and financing costs.

All these factors conspired to
dampen demand for new rigs in
1970. Construction costs were
rising. Interest rates were high and
credit conditions tight. And a
change in federal tax law increased
the industry’s tax burden. Also,
after the oil slick in the Santa
Barbara Channel, new pollution
controls curtailed some drilling and
added to the uncertainty of pros-
pects for lease sales of offshore
mineral rights.

Orders for new rigs fell. Where
20 mobile rigs were under con-
struction around the world at mid-
1969-half of them in Texas and
Louisiana—only 12 were being built
a year later. And of these, only two
were being built in Texas and
Louisiana.

But the drop in construction
then added to the boom now. With
credit easier, offshore lease sales
more certain, and exploration up
sharply overseas, construction .
yards are being called on to furnish
whole fleets of new rigs to catch up
with the growing world need for
offshore exploration. Even with
recent court tie-ups of drilling off
Louisiana that have caused some
companies to postpone equipmgn_t
orders, yards in Texas and Louisi-
ana have enough backorders to
keep the boom going throughout
the next year. And with the rising

need for oil, orders are apt to keep
coming in,

Demand for drilling

Projections show the world con-
suming as much oil in the next two
decades as it has produced to date.
And discoveries of huge offshore
fields in recent years lead experts
to believe there are greater poten-
tials for major discoveries offshore
than onshore.

In the short run, however, two
factors account for the sudden
worldwide boom in offshore drilling
that has developed in spite of the
tremendous reserves already being
produced inexpensively in North
Africa and the Middle East. One is
a demand for sources of oil outside
the often troublesome Mediter-
ranean area. The other is improve-
ments in rigs that extend the range
of offshore exploration.

Recent interruptions of produc-
tion in the Mediterranean area
have sparked the interest of inter-
national oil companies in the de-
velopment of other fields. And with
their success in the discovery of
new offshore fields and the develop-
ment of better offshore drilling
equipment, they have turned in-
creasingly to offshore exploration.

Also, many of the major con-
suming countries, concerned about
the increasing volume of their oil
imports and the rising world prices
of oil, are encouraging exploration
in their own countries or off their
coasts in hopes of meeting at least
part of their needs from domestic
sources. Like the oil companies,
these countries want to stave off
the possibilities of another costly
disruption of energy supplies that
could come with a flare-up in the
Middle East.



Altogether, the continental
shelves make up an area almost a
third as large as all the continents
themselves, and they include at
least a third of the geological for-
mations believed to contain oil.

Although it usually costs more
to drill offshore than onshore,
intensive onshore exploration of
the most promising geological
structures leaves many offshore
structures with greater potential
for large discoveries. Furthermore,
oil has sometimes been found ofi-
shore in areas that exploration
onshore had previously shown to
be unproductive.

Offshore drilling may even be
less expensive in some areas, such
as remote places where the geo-
logical structure seems promising
but onshore exploration can be
undertaken only at great financial
risk. The large fields found recently
in Alaska provide a case in point.
Some companies spent vast sums
of money exploring the oil-rich
North Slope only to find that oil
produced onshore could not be
brought to market. Oil produced
offshore can almost always be
taken out by tanker.,

Offshore operations already
make up a large part of the world’s
oil production, and with the in-
crease in offshore exploration, they
will make up a far larger part in the
years ahead. About 18 percent of
world production—7 million barrels
a day—comes from offshore wells.
And it is generally believed that by
the end of the decade, wells in the
ocean floors will provide a good
third of the world’s total output.
That will call for enormous growth
in offshore exploration.

Several important fields have
been developed since the early
beginnings of serious efforts in off-
shore production soon after World
War II. Large fields were first dis-
covered off the coast of Texas and
Louisiana and later off the Califor-
nia coast. Development of these
fields has since brought offshore
production to account for 16 per-
cent of all U.S. oil production. Off-
shore crude, in fact, has accounted
for half the total growth in U.S.
crude production over the past
eight years.

0Oil fields have also been dis-
covered in the Mediterranean, off
Africa, and in Indonesian and

Southeast Asian waters. The most
publicized recent discoveries, how-
ever, have been in the North Sea.
These new fields off Europe are
important not only for their size
but also, like those off the United
States, for their location in polit-
ically stable areas and proximity t0
major markets. While fields in the
North Sea will not make Europe
self-sufficient in oil, they could p10-
vide enough petroleum to take caré
of much of the future growth in
European demand and will cer-
tainly improve the bargaining
position of Europeans in negoti-
ating oil import prices.

The richness of new offshore
discoveries continues to provid:e
the lure to sustain exploration-1n
spite of the costs and risks. And
prospects for profit, combined wit
the mounting concern over the
rapidly increasing world need for
oil, are bound to keep offshore
efforts up for many years to come:

Advances in rigs

The search for oil and developm?nt
of commercial fields take more 118%
and newer ones—all to the benefit
of construction yards. Part of the
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Drilling Ship

These units are the easiest rigs
to move. Sometimes converted
freighters, they can carry more
equipment than other types of
mobile rigs—an advantage in re-
mote areas where self-sufficiency
is a consideration, A series of
anchors and stabilizing propellers
along the lower edge of the hull
hold the ship in position for
drilling.
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Ising demand for offshore rigs re-
£ E to the need for equipment
5 can be worked under extremes
Weather conditions and at ever
8teater ocean depths.
e Togress in the development of
o :_IES has already extended ex-
S : 101 over areas never before
> usly considered, even though
ialf Wwere _bel:eved to be poten-
evélr rich in oil and gas. Although
G Opmenp drilling and commer-
o Sl?l‘}?ductmn are still not feasible
o nC depths, exploratory drilling
o oW be d_one beyond a conti-
al shelf, in ocean depths up to
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®Misubmersible Rig

dgllﬂ ;lg 15 the most stable floating
Orizog 1I;Jmt. Its legs and large
elp n a.l Pontoons are flooded to
itg p Stabilize the rig and position
Whi eatforrp out of reach of waves,
ig i a Series of anchors holds the
Signposﬂ;mn. In some advanced
Side Ofsatlpropellers on the under-
Count 1e pontoons also help
= €ract ocean movements.
facilig T;ES are self-propelled to
Newe: € movement between sites.
i itlamlsubmersibles can drill
Watey rd depths of 30,000 feet in
more than 1,000 feet deep.
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1,500 feet. And there is a general
belief that technological break-
throughs—even in the windswept
North Sea—will eventually bring
deepwater capacities for commer-
cial production up to a par with
those for exploration.

High costs still confine deep-
water drilling to areas that seem
promising for the discovery of large
fields. But technological changes
that reduced deepwater drilling
costs would make the search for
small fields less costly and less
risky, stimulating still more off-
shore drilling—and still more
demand for rigs.

Competitive factors

The outlook for rig producers in
Texas and Louisiana depends,
however, not only on continued
growth in offshore drilling but also
on their continued competitiveness.
Roughly two-thirds of the world’s
offshore rigs are built in the United
States, and most of these are built
in these two southwestern states.
But rigs are also built in Canada,
Spain, Germany, the Netherlands,
Japan, and Singapore. And al-
though companies that solicit
construction bids in other coun-
tries report that U.S. yards are
thoroughly competitive with those
in other countries, international
competition could be severe-as it
has been in the past.

Several factors influence compe-
tition between U.S. and foreign
yards. Cost, of course, is a primary
consideration. The recent devalua-
tion of the dollar and the contin-
ued cost inflation abroad are
helping U.S. yards develop new
business. Also, the Export-Import
Bank has undertaken to help fi-
nance some rigs built for use
overseas, further bolstering the
competitiveness of U.S. yards. And
although rigs do not qualify for the
subsidies granted to transport
vessels, the Maritime Commission
is beginning to help with the
financing of U.S. rigs.

' Another consideration is the rig
itself. Yards in this country have
dep‘ended on their expertise in the
d_emgn and construction of offshore
rigs to offset differences in costs
he;‘e and abroad. But many of the
skills and facilities needed to build
an offshore rig are the same as
those needed to build ships. And
advances in shipbuilding abroad
have made the advantages of
expertise hard for Americans to
maintain.

: Delivery is another considera-
tion, however, and U.S. yards have
a geneyally favorable reputation
regarding their ability to meet
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Jackup Rig

Long legs, stilts sunk up to 50
feet into the ocean floor, give this
rig a firm footing for drilling
operations. But they also limit use
of the rig to ocean depths up to 300
feet and make it hard to move to
new drilling sites. The platform
can be raised and lowered along
the legs to an efficient drilling
position at a safe height above the
waves.




Offshore Operations Around the World
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schedules, especially when com-
pared with the performance of
some of their major overseas com-
petitors for work on rigs to be
used in the North Sea. Much of the
backlog in rig orders results from
demand for exploration in this
field. Scheduling of deliveries
becomes highly important in the
selection of a yard.

Location of the yard can also be
important. Because of the time and
cost required to tow a rig across the
ocean, there is an advantage to its
being built close to where it will be
used. Other factors, such as cost
and the delivery schedule, can be
overriding considerations, however,
especially in the construction of
new mobile rigs. Many semisub-
mersibles being built on the Gulf
Coast of Texas are destined for
foreign use even though they may
have to be towed as far as the
North Sea. Japanese vards, which
might otherwise be highly compet-
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itive with yards on the Gulf Coast,
are simply too far away to partic-
ipate in construction of rigs for the
North Sea.

As matters of cost, location, and
delivery schedules mean many rigs
will continue to be built abroad,
some U.S. yards have arranged to
participate in foreign construction,
particularly in the Far East. Be-
cause of their location, Gulf Coast
yards are at a disadvantage in com-
petition in that area.

Under these arrangements, rig
technology is rapidly transferred
to other countries. A rig may be
designed in the United States, for
example, and key construction and
planning personnel be assigned to
a foreign yard to facilitate con-
struction there, Similarly, drilling
contractors that design many of
their own rigs and seek construc-
tion bids worldwide may help a
yard overseas overcome its tech-
nical and management problems.

But if construction costs at US
and foreign yards are close, rigs
built in the United States may
actually be cheaper, because the
contractor does not have to stan®
the cost of sending personnel ove*”
seas. Also, because most of the
equipment used on rigs is manu-
factured in the United States—
much of it in the Eleventh Dis-
trict—installation of the equipme”
in this country saves the expensé
of shipping it to yards overseas:

Prospects for the District

The net result is a fairly bright
outlook for rig-building yards 11
Texas and Louisiana, in spite 0!
competitive pressure from foreig?
yards. There has been some con-
cern that the offshore drilling
industry may be overbuilding. i
Orders already placed will expal
the world rig fleet by 45 percent )
over the next few years. But orde’
have continued to come in to Gul
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an‘“ft yards during the tie-up of
. Uing off Louisiana, and resump-
tion of lease sales there will doubt-
lessly lead to additional orders.
ome rigs planned for construc-
.1n other countries but not yet
Started may be canceled, especially
0se due originally to have been
built in countries where costs have
€en rising rapidly. Cancellation
of these rigs would slow expansion
of the fleet,
Iso, much of the existing fleet

Was built in the 1950’s. With the
Mormous strides made in offshore
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technology since then and explora-
tion being undertaken increasingly
in deeper water, these rigs will
soon be overage and due for
replacement.

All told, elements making up the
foreseeable future of rig con-
struction point to a continuation
of the boom for several years—
perhaps long enough for t_he courts
to resolve environmental issues.
And with this last barrier to large-
scale offshore operations removed,
demand for rigs would almost cer-
tainly turn upward.

Again, the extent to which Texas
and Louisiana yards participate in
meeting this future demand will
depend largely on their competi-
tiveness. T'o meet the current
boom, however, these yards have
already undertaken substantial
expansion of their facilities and
work forces, providing themselves
with a broader base not only for
participation in the current boom
but also for holding their lead in
meeting future demand for rigs.

—Stephen L. Gardner
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