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Foreword

by Malcolm Wicks MP, Minister for Energy and Chair of PILOT

answer is undoubtedly, yes.

It is now over a year since | took over the energy portfolio
and assumed the Chair of PILOT. During that time | have
seen at first hand a robust and vibrant oil and gas industry,
any notion of a “declining sector” was quickly dispelled,
as | witnessed myself when | first went offshore. At Offshore
Europe 2005 | announced the outcome of the 23rd Licensing
Round - the most successful in over 30 years, and a strong
vote of confidence in the UK continental shelf. This resulted
in 24 new companies entering the basin and | am in no
doubt that the measures introduced by PILOT played a large
part in ensuring its success. You will read later in this report
how our various initiatives accomplished this and continue
to produce results.

Working through the unique partnership of PILOT has
allowed us continually to develop a collaborative approach
that has undoubtedly helped the North Sea to be the
success story it is. Many tell me that they wished that
similar partnerships existed elsewhere in the world. At my
first PILOT meeting when | launched the Stewardship
initiative | realised the power of the forum whereby members
were able to unite behind a measure that was arguably
not a win-win for all parties, but one which was vital for
the greater good of the industry. Our challenge is to ensure
we all continue to make the most of this relationship to
maximise opportunities and production from the basin.

There is little doubt that the Chancellor’s recent decision
to increase the supplementary charge paid on producers’
profits was an unwelcome outcome for industry.
Government however has the responsibility for sound
management of the public finances and must therefore
strike the right balance between the demands of the oil
and gas producers and society as a whole.

In 1999, when the original Oil & Gas Industry Task Force set out
its ten-year vision, 2010 must have seemed a long way off.
However as we pass the halfway point now is a good time to
reflect on how we are doing. So are we making progress
towards the vision? | hope you will gauge from this report the

As is always the case, it is the people who are PILOT’s
biggest asset. | was particularly pleased to have been able
to recognise the enormous contribution made by Sir lan
Wood when he stepped down from PILOT earlier this year.
| am confident that under the guidance of the current co-
chairs of the Industry Leadership Team, Dave Blackwood
of BP and Tom Smith of Nessco Ltd, the passion and
commitment of this government/industry partnership to
drive progress for the greater good of the basin will continue.
The Government certainly appreciates the time afforded
by busy people to champion and help us drive the initiatives.

As we move forward, there are many key work streams
which are set to have a positive impact on the industry for
years to come. A renewed focus on exploration is set to
help us achieve maximum recovery of our reserves, remedies
to the skills shortage are on-going, and continued
improvement on our safety record will be key for PILOT
over the coming year.

PILOT has achieved much since its inception, and is on
course to continue to deliver. If we are to achieve our goal
of full recovery of our hydrocarbon reserves we must
maintain the momentum and continue to work together
for the greater good. In doing so | have no doubt we will
still have reason to toast success in this sector for many

years to come.



Fuelling Britain’s Oil and Gas Future

by Dave Blackwood, BP and Tom Smith, Nessco Ltd, co-chairs of the Industry Leadership Team

In the oil and gas industry, we never forget that our successful
hydrocarbon business isn't just another business - it is the
pre-condition for every other type of human activity. So we
take our responsibility to steward that resource for the
greater good of all very seriously.

Britain has benefited from a rich endowment of oil and
gas - and over £340 billion of private sector money that
has been necessary to extract it from one of the most
hostile regions in the world. From this endowment and
spend over the years, more than £212 billion tax revenues,
hundreds of thousands of jobs and contributions worth
many billions of pounds towards the balance of payments
have flowed.

Many people believe that the age of UK oil and gas is
coming to an end. This is not so! UK today is producing
more oil and gas than Kuwait, Nigeria, Venezuela or
Indonesia.

But that endowment cannot last for ever. North Sea oil
production peaked in 1999, followed by gas in 2000. The
easiest discoveries have been developed and, as they deplete,
we have to work harder and harder to replace them. As
this reality unfolds in all non-OPEC regions, our nation will
become increasingly dependent on distant overseas sources
of oil and gas.

This is why maximising the recovery of the UK's remaining
oil and gas reserves is so vital to the continued energy
security and prosperity of this country.

Million boepd

We estimate that the UK continental shelf could still offer
up a further 16 - 27 billion barrels of oil and gas. However,
the industry’s future in the UK could take one of two
possible directions: one of insufficient investment and rapid
decline; or one of sufficient investment and arrested decline.
Industry and government, through PILOT, are progressing
a number of self-help initiatives directed at reducing cost,
eliminating waste and maximising the effectiveness of our
resources to bring about the better future — one which
could still see this industry meeting half the country’s oil
and gas needs in 2020, if the fiscal and regulatory
environment is right.

A Tale of Two Possible Futures
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There is still much to be done and it is as important as ever
that all stakeholders continue to work together to find new
and innovative ways which will enable us to recover all the
remaining reserves and bring added prosperity to all.




Progress Towards the PILOT Vision

UKCS safety perfromance
PILOT vision - to ensure the UK is the safest oil and gas region in the
world by 2010

“In 1999, when the original Oil & Gas

Industry Task Force set out its ten-year
N Overel Workowida LT vision, 2010 must have seemed a long way
off. However as we pass the halfway point
now is a good time to reflect on how we
are doing. So are we making progress
towards the vision? | hope you will gauge
from this report the answer is
undoubtedly, yes.”
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A “Step Change” in Industry Approach to Safety

Increased engagement and ownership to achieve world class performance

A new strategic approach to the UK oil and gas industry’s
““Step Change in Safety”” programme was adopted in 2005.
Improved recognition of hazards and reduction of risk,
increased personal ownership and responsibility for safety,
and a continued focus on asset integrity were identified as
the three critical areas that needed to be addressed if the
industry is to achieve its vision to make the UK the safest
oil and gas region in the world by 2010.

The Step Change Leadership Team, representing a unique
partnership of operators, contractors, trade associations,
unions and the Health & Safety Executive (HSE), also agreed
to engage more robustly with industry at all levels to realign
and strengthen individual involvement, commitment and
leadership.

A new strategy for safety

In 2010, the UK is the safest
place to work in the worldwide
Oil and Gas Industry

Recognise Personal Asset
Hazards and Ownership Integrity
Reduce Risk for Safety

Making safety
Identifying, personal by Maintaining
understanding and demonstrating hardware to be
dealing with commitment and safe, reliable and
hazards competence efficient
throughout the

organisation

Ownership and Involvement at all Levels

Leadership « Communication « Cooperation

Each member of the Step Change Leadership Team has
taken on a new responsibility to develop regular contact
with two or more key industry companies, to share
information about safety and the Step Change strategic
approach, as well as to solicit their involvement and support.

Engagement between the Step Change team and industry
has been further strengthened by building relationships
with ““Liaisons™, senior managers who have a strong
influence over the safety culture within their companies.
Robust links with the workforce have also been developed
through joint meetings involving offshore installation
managers, workforce safety representatives and advisers.

The Personal Responsibility for
Safety Toolkit has won industry-
wide endorsement

A key building block in the strategy to encourage every
person working in the industry to take ownership for safety
was launched in May 2005. The Personal Responsibility
for Safety Toolkit sets out the nine elements involved in
taking personal responsibility for safety and identifies the
best practices that support and sustain safe behaviours,
such as risk awareness, communication and personal
leadership.

Work has also progressed on asset integrity. A
workgroup, led by the UKOOA, has developed key
performance indicators with the HSE and established
mechanisms to facilitate the wider sharing of best practice.

The industry continues to measure its safety performance
against data held by the HSE and an annual worldwide
benchmarking study conducted by the International
Association of Oil and Gas Producers (OGP). While the UK
industry has made significant progress over the years to
improve safety, it is only part way through its journey to
achieve the Step Change vision of world class safety
performance by 2010. Analysis of the latest figures from
OGP and HSE indicate a slight decline in performance
compared with 2004. Developing meaningful information
from the data is a key part of the 2006 Step Change agenda
so that best practices can be shared to enhance safety
throughout the industry and the vision can be realised.



Maximising Reserves Recovery

The UKCS has produced around 35 billion barrels of oil and
gas to date, and has the potential to extract up to a further
27 billion barrels. Not all of these remaining reserves
currently have plans for their recovery and indeed many
are still in the *“yet to find™ category.

UKCS - Projected Reserves / Resources
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Realising the goal of full economic recovery of our indigenous
reserves will become increasingly challenging within the
mounting global competition for investment funds. This is
set to happen at a time of increasing operating costs within
the UKCS, largely to maintain asset integrity of the ever-
aging infrastructure. The task will require highly innovative
solutions.

The 2004 PILOT Brownfields study identified as much as 5
billion barrels of incremental production could be realised
from existing assets by increased efficiency and near field
development. This is certainly a prize worth running for
and was one of the drivers which led to the introduction
last year of the Stewardship initiative as an output of the
Brownfields study. Other projects which emerged from the
same study and were developed during 2005 are Through
Tubing Drilling, the Well Share Initiative and
Decommissioning.

Stewardship

While still in its infancy, Stewardship has already been
successful in raising awareness of the benefits of critically
analysing the potential of each individual producing asset.
There is clear evidence from within the basin that some
assets can perform substantially better by the application
of innovative technology and increased investment.

Staff from the DTI are currently using the Stewardship
process to engage with a number of operators on the

efficiency of their assets and while it is too soon to quantify
the outcome, conversations to date have certainly revealed
a number of cases where there is potential to make some
improvement.

As the North Sea passes peak production and we start to
become a net importer of hydrocarbon it becomes
increasingly important from a security of energy supply
context that we identify and recover all our remaining
reserves. Oil and gas will continue to play a key part of the
UK’s energy mix for the foreseeable future and in the current
oil price environment, assuming the UK investment climate
is globally competitive, there is a real opportunity to make
the goal of maximising economic recovery a reality.

Through Tubing Drilling

Technology will undoubtedly play an important part in
unlocking some of those reserves and Through Tubing
Drilling (TTD) was highlighted in the Brownfields study to
be a potential game changing innovation, allowing new
wells to be drilled via existing production tubing. As the
basin matures and the probability of finding large new
reserves decline, attention will have to be focused on the
more modest accumulations, some of which are currently
considered uneconomic to develop by conventional means.
Through Tubing Drilling offers the possibility of targeting
new reserves at a fraction of the cost of traditional drilling
methods.

A group has now been established to bring forward a
concerted industry campaign to raise awareness of TTD
and its potential benefits for the North Sea.

Well Share Initiative

The Well Share Initiative was developed to help stimulate
further exploration for new oil and gas fields. It recognised
that more and more small operators and explorers were
being encouraged into the UK continental shelf, each with
individual well programmes, but not necessarily enough in
their programme to attract a drilling rig contract. If these
fractional well programmes could be brought together into
a continuous drilling programme, it would place the
participants in a better position to attract a rig and provide
the rig owner with a single contract, hopefully at competitive
rates. The scheme has successfully attracted the interest
of a number of companies, boosted by the momentum
provided by PILOT’s early support. It now moves into the
next phase which involves the setting up of commercial
agreements between companies and the tendering for rig
and well services, at which point PILOT has stepped aside
to allow the initiative to develop on a wholly industry-led
basis.



Maximising Reserves Recovery (continued)

Decommissioning

The Pilot Decommissioning initiative has made good progress
since the joint government industry steering group first
met in July 2005 to coordinate existing work and to
understand the potential impact of decommissioning liability
on UKCS reserves recovery.

Work groups have been set up to examine a range of issues,
including the mechanisms, costs and risks associated with
decommissioning liabilities under existing legislation.
Current legislation prescribes that all asset owners, including
former owners, are liable to meet the decommission costs
of field installations and infrastructure. Furthermore, each
group of partners must be sufficiently financially robust to
bear the decommissioning costs; otherwise financial
guarantees may be required. Industry is concerned that
the present statutory regime is hindering asset trading and,
consequently, production from the UK continental shelf.
Two studies have been commissioned to determine the
optimum balance between the cost burden of financial
guarantees and the risk of default on payment.

o Improving the Business

Environment

An important aspect of PILOT’s work has been to improve
the way we do business in the UK. In six years of ground-
breaking collaborative work, PILOT has secured improved
terms of trade in the supply chain, opened up free access
to geological and geophysical data, assured timely access
to oil and gas transportation infrastructure on fair terms,
introduced new license terms, eradicated fallow acreage
and moved fallow discoveries into development.

These initiatives are entirely voluntary and have been put
in place to help those who are ready to invest to get on
with the job. The effort has paid off. There are now more
than 120 companies active in the UK sector of the North
Sea, almost double the number in 1990.

The group is also looking at fiscal policy because certain
forms of guarantee, e.g. trust funds, would not work
efficiently under the current arrangements.

Work is now also well in hand on the development of a
new standard security agreement which will take the form
of a single simplified agreement to be used when trading
oil and gas fields.

A further study has been commissioned to examine the
wide difference in decommissioning cost estimates. This
work will allow guidelines for estimating decommissioning
costs to be completed.

Other tasks include the publication of revised Department
of Trade and Industry (DTIl) Guidance Notes, which cover
methods for seeking approval for derogation.




Improving the Business Environment...

Strengthening the Oil and Gas Supply Chain

The Supply Chain Code of Practice was relaunched at the
beginning of 2006 to encourage purchasers and suppliers
to work together to develop and maintain an effective
supply chain, responsive to the oil and gas industry’s evolving
requirements.

This latest version of the code is a set of best practice
guidelines, which, when adopted and implemented by
individual companies operating on the UK continental shelf,
aim to drive an improvement in behaviours across the
industry during commercial negotiations.

It builds on the success of the first supply chain code of
practice which was adopted in the North Sea in 2002 and
encourages more widespread participation in FPAL, the
industry’s key tool for sourcing and selecting suppliers, as
well as promoting 30-day payment terms and improving
opportunities for business planning.

Overall, the code’s approach to streamlining commercial
processes helps individual companies to improve
performance, eliminate unnecessary costs, add value and
boost competitiveness, as well as strengthening the North
Sea’s position as a centre of excellence in the wider global
market place.

Specialist Input

PILOT’s Progressing Partnership Workgroup, which developed
the original code in 2002, was last year superseded by the
Supply Chain Steering Group. Support is provided by the
UK Supply Chain Management Network, represented by
the purchasing teams of companies from across industry
and from which specialists were recruited to draft the
principles of the new code.

The Code

The Code tackles behaviour at three key stages in the
commercial process, under the headlines of Plan,
Contract and Perform and Pay.

m Plan

This section of the code aims to help companies plan
ahead more effectively. Its cornerstone is the industry’s
annual PILOT Share Fair where key oil and gas players
share their future activity plans for North Sea projects
with SMEs, offering up access to countless new business
opportunities. The 2005 event, held in Aberdeen, was
a huge success. Seventeen major companies presented
their forward plans, involving 150 personnel from
presenting and supporting organisations and 414
delegates.

m Contract

Here, the code assists major purchasers by providing
centralised pre-qualification data and standard processes
for tendering and negotiation. This includes the Model
ITT (Invitation to Tender) Templates, the first of which
was officially launched for the mobile drilling rigs sector
in January 2006.

Model ITTs provide a standard layout for suppliers to
follow when structuring their response to buyers’
request for services or equipment. The major benefits
for those who follow the framework include reduced
cost and time saved by eliminating duplicated
information. The Model ITTs are available through
FPAL's website at: www.fpal.co.uk

m Perform & Pay

This section encourages companies to provide feedback
on a supplier’s or buyer’s performance, using FPAL as
the intermediary. Participants in the code also undertake
to make best efforts to guarantee payment for products
and services within 30 days.



Improving the Business Environment...

The Commercial Code
of Practice

Improving the Business Environment...

The Code of Practice on Access to
Upstream Oil & Gas Infrastructure

The Commercial Code of Practice (CCoP) was introduced
in 2002 to establish an agreed framework for co-investors
in North Sea assets to minimise the costs and time involved
in negotiations and promote positive commercial behaviour.

Today, over 95% of licensed companies in the UK have
agreed to abide by the Code’s terms. Annual surveys on
the transactions undertaken are carried out to identify the
issues associated with successful and streamlined deals,
and examples of best practice are shared. Licensees have
nominated contacts in their company to act as CCoP
"champions"; networking/awareness events take place in
London and Aberdeen; and a small Government/industry
workgroup has been formed to look at ways to improve
awareness of the Code and compliance with its terms.

The Code of Practice on Access to Upstream Oil & Gas
Infrastructure (ICoP) was relaunched in August 2004. The
code recognises the overarching principles of the Commercial
Code of Practice and extends them to issues relating
specifically to infrastructure. Over 50 companies have signed
up to ICoP (including all the infrastructure owners) which
is designed to improve shared access to pipeline systems
and encourage investment both in fields already in
production and in new peripheral developments.

Information on infrastructure availability, service levels and
specifications, which may have been difficult to find in the
past, is now freely available through a centralised website
(www.ukdeal.co.uk) for all pipeline systems offering third
party access. The terms and conditions of deals concluded
under the Code are also published to aid transparency in
negotiations.

The Code also includes a provision for the Secretary of
State to be automatically invited to step into negotiations
if agreement between parties is not reached in a timely
manner. Implementation of the Code is currently being
reviewed and a report on its current usage will be submitted
to PILOT in June 2006.

Improving the Business Environment...

Workforce Capacity and Capability

In 2005, the Workforce Capacity and Capability Group
replaced the Industry Leadership Team’s Skills Group,
reflecting the industry’s continued determination to develop
a workforce with the necessary skills and attributes to with
the necessary skills and attributes to sustain future activity.

The renewed approach is being led by a Steering Group
from the Industry Leadership Team, supported by a work
group of senior operations, technical and human resource
managers from operating companies, major contractors,
and businesses involved in well services, drilling and subsea
activities.

2005 saw the successful work of previous years continuing
with a further 100 new technicians recruited into the
Upstream Technician Training Scheme, and the “Graduate
Attraction” touring exhibition completing its final round
of universities in June to promote careers in the industry.

These activities were augmented by a concerted effort to
gather information from the industry to provide insight on
employment trends and age profiles. In October 2005, the

Industry Leadership Team commissioned OPITO, the sector’s
skills training organisation, to investigate the industry’s
current shortages or “pinch points™, their potential impacts
and possible solutions.

Information gathered from over 200 companies, as well as
from the major trade associations, confirmed shortages
across all sectors. However, a particular need for technicians
was highlighted while contractors also signalled a
requirement for riggers and scaffolders. The drilling sector
identified a workforce deficiency in floormen, with the
subsea sector reporting a lack of subsea engineers.

Seven priority actions for 2006 were agreed to alleviate the
most pressing issues. These include an online skills screening
tool (www.oilandgas4u.com) launched in June 2006, which
allows job seekers to match their skills and experience
against available jobs, new training programmes for riggers
and scaffolders, training standards for “green hands” - or
those fresh to the drilling rig floor, and a Skilled Entry
Technician Programme to attract and recruit skilled workers
from other industries.




Improving the Business Environment...

Licensing

The UKCS is now mature and it is vital that an appropriate
licensing system is in place to take account of this. As new
players and increased investment become ever more
important, it is essential the regime is fit for purpose and
aligned to the maxim of “room for all, need for all”.

One of the recent refinements to the system has been the
Fallow initiative which was launched in 2002 as a deliverable
of PILOT’s Progressing Partnership Workgroup (PPWG).
This initiative aims to stimulate activity by placing acreage
which has been inactive for some time into the hands of
those who are willing to use it. The initiative has actively
prompted a number of new discoveries from
previously inactive blocks being progressed. Already 13
discoveries from previously fallow acreage have progressed
and have had development plans approved by the DTI. It
is estimated these are likely to have reserves of between
200 and 250 million barrels.

Fifty previously fallow blocks were on offer in last year’s
23rd Licensing Round, and 80 have been announced in
the 24th, proof that the initiative is working.

For the first time since PILOT’s inception, the whole of the
North Sea was opened up for oil and gas exploration with
a record-breaking 1,329 blocks on offer in the 23rd Round.

This, in turn, led to a record number of 152 production
licences being offered to 99 companies — 24 of whom were
new entrants to the basin.

Central to the success of the Round were the innovative
“Promote” and “Frontier” licences, which were offered
alongside the traditional licence.

The Frontier licence recognises the particular challenges
that face the industry in the seas west of the Shetland
Islands and gives incentive to find oil and gas in new areas.

Frontier licences are 10% of the cost of a traditional licence
for the first two years, and offer a larger amount of acreage
on which to explore. The licensee can then relinquish three
quarters of the acreage after the initial two-year period to
then focus on the area which shows the best potential.

Promote licences are designed specifically for the new,
smaller players entering the basin. Promote allows the
opportunity to assess acreage for an initial two year period,
again at 10% of the cost of a traditional licence. Following
the initial term, a commitment to drill at least one well or
alternative significant activity in the following two years
must be submitted to DTI in order to retain the acreage.

Evolving the licensing system has been instrumental in
attracting new investment into the basin. However

improved access to geotechnical data is also playing a role.
The establishment of the National Hydrocarbons Data
Archive and the DEAL data registry allows new players to
view data at a low cost, therefore helping them to make
informed decisions on investing in the basin.

These measures have come about due to the close
collaboration between Government and Industry through
PILOT and are proof of the commitment to working together
to ensure a healthy future for the UKCS.

UK Norway
Co-operation

2005 was a landmark year for UK Norway co-operation.
After considerable negotiations, full agreement was reached
between the two countries with the signing of the
framework treaty which will provide a mechanism to
facilitate the flow of hydrocarbons over the median line.

Work also started on the Langeled pipeline, with the
southern leg due to be completed by the end of summer
2006. This will provide the capacity to meet up to 16
percent of UK peak winter gas demand in time for next
winter and in doing so will significantly strengthen our
future security of gas supply.

There was also good progress in relation to trans-boundary
oil and gas projects with several more being approved - in
particular the Statfjord late-life field development which
will bring volumes of rich gas into the St Fergus gas terminal
in the north-east of Scotland and onwards to the
petrochemical industry.

Looking forward there are at least another three fields
which could be developed under the current model of co-
operation and which have the potential to bring yet more
gas into the UK over the next two to three years.

New Opportunities Subsea

The UK oil and gas industry is acknowledged as an
international centre of excellence in offshore engineering
and the undisputed global leader in sub sea technology.
It has a fast growing export trade in oilfield goods and
services which in Scotland alone was valued at over £3.5
billion in 2005, accounting for 20% of Scotland’s total
exports. The figures, published by the Scottish Council for
Development and Industry, represent a big increase for
exports over the last five years and confirm that PILOT’s
visionary target to increase the value of oil and gas exports
by 50 percent between 2000 and 2005 has been more
than amply fulfilled.
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