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Preface

In this globalized world, the markets and industries are getting increasingly
interdependent. Therefore, especially the old, traditional, and heavy industries
are facing challenges to innovate and redefine themselves. In most industries, the
utmost focus is to ensure a healthy cash flow; i.e. to make money. And, arguably,
for businesses to make money, they have to ensure that the premises hereof are
beneficial. Although, how is this possible in the old, traditional, and heavy
industries that find innovation so complicated?

The answer may lie in the contract.

In industries such as the maritime industry, the lifespan is long-term, the
machines are complicated and expensive, and it is crucial to avoid berth days, as
the shipowner would then lose precious income. Therefore, arguably, the
shipowner may benefit from a partnership with a supplier, as the supplier may be
able to share information about its products with the shipowner, so that the
parties can in combination find the ultimate products for the ships at the best
possible price. On the other hand, the shipowner will be able to provide the
supplier with continuous orders and a clear overview of when the products will
be needed which means that the supplier will be able to plan ahead.

In this way, the asymmetrical information between the parties would decrease
and innovative products are likely to occur. But how will the parties achieve this
partnership and start to rely on one another?

Arguably, the reliance can be achieved through trust.

Trust can be defined in multiple ways, but - in general - it covers the concept of
relying on the truthfulness or the accuracy of a statement. Although, how do
business parties gain trust in an environment based on economic reliance, where
- from a game theoretical perspective - the partnership will always be based on
betrayal?

In this context, the answer may be a relational contract between the parties.



This means that the intersection between economics and law may be able to
illustrate the optimized partnership between the parties in the maritime industry.
Although, this intersection has not yet been exploited much in academia. The
inspiration comes from other industries, such as the pharmaceutical industry and
the construction industry, where the relational aspect of the partnership has
resulted in renewed innovation and increasing income. Consequently, it is
relevant to look into the concept of relational contracting in the maritime
industry, as it is likely that it will be as successful as it has been in other, yet
similar, industries.

This is the contribution that this dissertation will provide during the next eight

chapters.
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Abstract

Innovation and optimization are essential elements for organizations worldwide,
as these will ensure the survival ahead for the organizations. The competition in
the markets are different from that 10 years ago, and will probably have changed
again 10 years from now, because of the technological development. This means
that - to a greater extent - it is important to be first mover in the attempt to create
new and improved products. Additionally, it is important to optimize the
organization’s processes by focusing on its primary business purpose and
outsource those elements which are not value creating. In the organization’s
striving toward optimized products and processes, strategic alliances are getting
increasingly important between industries and between various global
organizations.

The maritime industry is an old and proud industry with multiple actors in the
market which is why it may easily be characterized as massive and complex. This
old and conservative industry is distinctive because of its lack of innovation and
technological development compared to other industries. Currently, the primary
interaction between the shipowner and the supplier is through ordinary purchase
and sales of products, although, this dissertation will attempt to alter this by
suggesting a long-term collaboration between the parties and, thereby, create a
foundation for innovation and optimization.

Therefore, the dissertation analyzes relational contracting, including partnering,
as an alternative to the parties. This contract form ought to create more
innovation and mutual optimization for the parties. Hence, this thesis analyzes
relational contracting in order to define how to shape the optimal contract for a
successful collaboration.

By creating a collaboration, it is possible for the parties - together - to create the
products needed. Thus, the dissertation attempts to alter the current, classical

purchase and sales situation into a collaboration where the shipowner and the



supplier enter into dialogue about the products, the development and the product
performance. A collaboration is not achieved from day-to-day, but may be reached
through introductory dialogues and the contract itself. The primary purpose of
the contract is, however, to create the incitement for both the shipowner and the
supplier, which will make them choose to collaborate, as they will be legally
bound by it. The incitement structure does not only ensure the legally binding
collaboration, but is also a tool for the parties to gain a mutual trust in one
another. Some of these incitements, which are included in the contract, are -
among others - the shared risk; openness about the finances concerning the
products, which the parties are collaborating on, in order to ensure that no party
feels neglected; as well as a mutual purpose and goal for the collaboration.

In the attempt to establish a long-term collaboration between the parties, this
dissertation is divided into four parts. The purpose of the four parts is to clearly
illustrate how relational contracting can create value and optimize the situation -
both for the shipowner and the supplier. It is demonstrated through a
characterization of the maritime industry in an attempt to define the market and,
thereby, which rules are applicable to the shipowner and the supplier. This is
essential in order to understand how the collaboration between the shipowner
and the supplier ought to appear to meet the industry specific elements.
Moreover, this thesis will conduct a transaction cost analysis in order to eliminate
management as a party which currently functions as third party in the classical
purchase and sales situation between the shipowner and the supplier. Hereafter,
the dissertation will analyze the concept of relational contracting by defining
what it entails and the advantages hereof, including the possibility of creating a
successful collaboration.

Additionally, the dissertation convers partnering contracts as a type of relational
contracting in terms of how a relational contract may be outlined between the

shipowner and the supplier and how the incitement structure should be



conducted. Afterwards, the dissertation will illustrate how a relational contact is
a possibility from a game theoretical point of view. In the end, the dissertation will
discuss relational contracts in order to conclude on the purpose of the
dissertation. Through the above, the dissertation concludes that relational
contracting could benefit and contribute to a stronger collaboration - and,
thereby, create innovation between the parties. Thus, this dissertation
contributes to research and address the goals of the purpose statement where the
focal point was to create value between the parties in the maritime sector. The
conclusion is supported by both economic theories, including transaction cost
theory and game theory, and from a legal perspective, where the importance of
the contract formulation between the parties has been stressed.

Consequently, based on this dissertation, the future for the maritime industry

must without a doubt be relational contracting for the parties.



Abstract in Danish/Resumé pa dansk

Innovation og optimering er essentielle elementer for alle virksomheder verden
over, da disse skal sikre virksomhedens overlevelse fremadrettet.
Konkurrencesituationen er i dag anderledes end for 10 ar siden og vil formentlig
ogsa vere anderledes om 10 ar, grundet den teknologiske udvikling, hvorfor det
i hgjere grad geelder om at veere first mover i forsgget pa at skabe nye og bedre
produkter. Dog geelder det ligeledes ogsa om at optimere virksomhedens
processer ved at fokusere pa virksomhedens egentlig forretningsformal og
derved outsource de ikke veerdiskabende elementer. I virksomhedernes straeben
efter at optimere produkter og processer er strategiske alliancer ved at finde stort
indpas inden for forskellige industrier mellem forskellige globale virksomheder.

Den maritime industri er en gammel og stolt industri med mange aktgrer pa
markedet, hvorfor at den kan karakteriseres som massiv og kompleks. Denne
gamle og konservative industri beerer prag af manglende innovation og manglede
teknologisk udvikling, som ellers er set i andre industrier. P4 nuveerende
tidspunkt sker skibsejeren og leverandgrens primere interaktion gennem
almindelige k@b og salg af produkter, hvorfor at athandlingen forsgger at aandre
pa dette, ved at etablere et leengerevarende samarbejde mellem partnerne - og
derigennem skabe grobund for innovation og optimering.

Afhandlingen analyserer derfor relationelle kontrakter, herunder partnering, som
et alternativ til partnerne. Denne kontraktform skal forsgge at skabe mere
innovation og fzellesoptimering for partnerne. Afhandlingen analyserer
relationelle kontrakter, for at konstatere hvorledes sadan en kontrakt skal
udformes, saledes at der kan etableres et succesfuldt samarbejde.

Ved at skabe et samarbejde er det muligt for parterne sammen at skabe de
produkter, som de har behov for. Derfor forsgger athandlingen at sendre pa den
nuvarende klassiske kgb-og-salg situation, til et samarbejde hvor skibsejeren og

leverandgren gar i dialog omkring produkterne, udviklingen og product



performance. Et samarbejde opstar ikke fra dag-til-dag, hvorfor at dette skal til
dels opbygges via indledende dialoger, samt selve kontrakten. Kontraktens
primeere malsaetning er at skabe incitamenter for bade skibsejeren og
leverandgren, sdledes at begge velger at samarbejde, i og med at de er juridisk
bundet af den. Incitaments strukturen i kontrakten er ikke blot den juridiske
binding, men ogsa et made at skabe falles tillid til hinanden. Nogle af disse
incitamenter, der skal indgad i kontrakten, er blandt andet delt risiko; abenhed
omKkring regnskaber i forhold til de produkter, der samarbejdes om, sdledes at
ingen af parterne vil fgle sig snydt; samt en faelles malsaetning for samarbejdet.

I forsgget pa at etablere et leengerevarende samarbejde mellem parterne, da er
afhandlingen delt op i fire forskellige dele. Formalet med disse fire dele er at
tydeligggre hvorledes relationelle kontrakter kan skabe veerdi og optimere
situationen for skibsejeren og leverandgren. Dette er gjort ved at fremstille
hvorledes den maritime branche ser ud, i et forsgg pa at definere hvilket marked
og hvilke regler, som skibsejeren og leverandgren er underlagt. Dette er
vaesentligt for at forsta hvorledes et samarbejde mellem skibsejeren og
leverandgren skal se ud i forhold til branche specifikke elementer. Derudover vil
afhandlingen foretage en transaktionsomkostningsanalyse til at eliminere
management parten, der pa nuvaerende tidspunkt forekommer som tredjepart i
den klassiske kgb-og-salg situation mellem skibsejeren og leverandgren. Herefter
vil afhandlingen behandle relationelle kontrakter, ved at definere hvad dette
indebaerer, samt hvilke fordele, der forekommer herved, blandt andet muligheden
for at skabe et succesfuldt samarbejde.

Desuden behandles partnering kontrakter, som en form for relationel kontrakt i
forhold til hvordan en relationel kontrakt skal udformes i henhold til skibsejeren
og leverandgren, og hvorledes deres incitamentsstruktur bgr udformes.

Afhandlingen vil dernaest belyse hvorledes en relationel kontrakt er en mulighed

10



set ud fra et spilteoretisk synspunkt. Slutteligt vil afhandlingen runde af med en
diskussion af relationelle kontrakter, samt konkludere pa afthandlingens formal.
Gennem ovenstdende dele konkluderer afhandlingen, at relationelle kontrakter
vil kunne bidrage til et steerkere samarbejde, og dermed innovation, mellem
partnerne. Dermed bidrager denne afhandling til forskningen og besvarer
derigennem ogsa formalet. Konklusionen er sdledes understgttet af bade
gkonomiske teorier sdsom transaktionsomkostningsanalyse og spilteori, men
ogsa fra etjuridisk perspektiv, hvor vigtigheden af kontraktudformningen mellem
partnerne understreges.

Fremtiden for den maritime industri ma derfor - baseret pa denne afthandling -

unaegtelig veere relationelle kontrakter mellem de to partnere impliceret.
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List of Abbreviations

BIMCO:
Dwt:
GHG:

GT:
IMCO:
IMO:

ILO:

LNG:
MARPOL:

MLC:
OBC:
OBHRM:

OECD:
OPRC:

PSD:
Ro-ro:
SAJ:
SOLAS:
STCW:

UN:
UNCLOS:
WTO:

The Baltic And International Maritime Council
Deadweight tonnage

Green House Gas

Gross Tonnage

Inter-Governmental Maritime Consultative Organization
International Maritime Organization

International Labour Organization

Liquified Natural Gas

The International Convention for the Prevention of
Pollution From Ships

Maritime Labour Convention

Outcome based contracting

Organizational = behavior and human resource
management

Organisation for Economic Co-operation and Development
The International Convention on O0il Pollution
Preparedness, Response and Co-operation

Parcel size distribution

Roll on, roll off

Shipbuilders’ Association of Japan

The International Convention for the Safety of Life at Sea
The International Convention on Standards of Training,
Certification and Watchkeeping

United Nations

The United Nations Convention on the Law of the Sea

World Trade Organization
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Glossary

Ballast: Sea water pumped into carefully located ballast tanks, or cargo spaces,
when the ship is not carrying cargo, to lower the ship in the water so that the

propeller is sufficiently submerged to perform efficiently.

Berths: Designated area of quayside where a ship comes alongside to load og

discharge cargo.
Bulk carrier: Single-deck ship which carries dry cargoes such as ore, coal, sugar
or cereal. Smaller vessels may have their own cranes, whilst larger ones rely on

shore based equipment.

Coffin ships: Term used regarding sunken ships. Which sank ,and took the crew

to the bottom of the oceans, due to overload or bad construction.
Charterer: Person or company who hires a ship from a shipowner for a period of
time (time charter) or who reserves the entire cargo space for a single voyage

(voyage charter).

Dry bulk: A commodity of a raw material, which is shipped in large unpacked

parcels, such as coal, iron and grain.
Exogenous: Having and external cause or origin.

Flying their flag: Which flag a ship is sailing under, meaning the flag state i.e.
nationality of the ship.

13



Freight rate: Amount of money paid to a shipowner or shipping line for the

carriage of each unit of cargo between named ports.

GNT: Gross Net Tonnage.

Gross Ton: Internal measurements of the ship’s open spaces. Now calculated

from a formula set out in the IMO Tonnage Convention.

Her: Ships are usually always female, thus a common reference to ships.

Laying the keel: The formal recognition of the start of a ship’s construction.

LNG: Reference to tankers, that are specially build, to carry Liquefied Natural Gas.

Merchant ships: Is a ship that transport cargo or carries passengers for hire. This

in contrast to pleasure craft, which are used for personal recreation.

Newbuildcon: Contract template set out by BIMCO regarding newbuilding of

ships.

One-off transaction: Is used as an expression for the sale and purchase of a

product.

Overhaul: Expression used for repair.

PPC2000: The Association of Consultant Architects’ Standard Form of Contract

for Project Partnering.
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Promissory Estoppel: Legal principle, that is enforceable by law. When a
promisor has made a promise to a promise who then relies on that promise to his

later disadvantage.

Ports: A place where loading and unloading of ships and boats are done. Not

necessarily equivalent to a harbour.

Retrofitting: Refers to the addition of new technology or features to older

systems.

Scrubbers: A system (e.g. gas scrubbers or air scrubbers) of a diverse group of
air pollution control devices, which can be used to remove some particulates

and/or gases from industrial exhaust streams.

Tramp shipping: A boat or a ship that does not have a fixed schedule or published
ports of call. Tramp ships trade on the spot market with no fixed schedule or

itinerary.
Tonnage: A nonlinear measure of ship’s overall internal volume. Measurements

of a ship’s volume. Now calculated from a formula set out in the IMO Tonnage

Convention.
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‘Whoever commands the sea, commands the trade; whosoever commands the
trade of the world commands the riches of the world, and consequently the world
itself.’

- Sir Walter Raleigh, early 17th Century!

1 Knight Sir Walter Raleigh, British writer and poet. (c. 1552 or 1554 - October 29th, 1618) Judicious and Select Essays and
Observations by the Renowned and Learned Knight, Upon the First Invention of Shipping, H. Moseley, 1650. See also
Stopford, M. (2009). Maritime economics. Routledge, p. 655.
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Part I summary
Part 1 is divided into three chapters which will set the scene of the dissertation.

First, chapter 1 will be an introduction to the maritime industry, the case, the
specific research question, and the delimitation of the dissertation. Also, chapter
1 will discuss the used methodology both from an economical and a legal
perspective. Afterwards, chapter 2 will be defining the maritime industry and
maritime contracts by looking into market characteristics as an introduction to
how the industry works. Finally, chapter 3 contains a transaction cost analysis
which will discuss the parties of the case from a transactional cost perspective.
This will be done in order to optimize the parties’ situation by eliminating the
redundant party to create a stronger foundation for the relational contract

between the remaining parties.
Overall, these chapters will create the broad foundation for our understanding for

the maritime industry, as it is important to understand the industry in order to be

able to comprehend the industry and the case in-depth.
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Chapter 1: Introduction and Methodology

1. Introduction

Today, the maritime sector handles more than 80 percent of the global industry
trade? and is therefore a very important sector in our globalized world. In
connection with Denmark, the national merchant fleet comprises 666 vessels,3
and the vessels account for 15.2 million Gross Tonnage (GT) and 71.4 million GT
including both Danish-owned vessels and those chartered or registered under
foreign flags.* As a result, this makes Denmark the fifth largest shipping> nation
in the world® with 10 percent of the world trade being transported by the Danish

shipping companies.”

2According to the International Maritime Organization (IMO), the maritime time industry handles more than 80 percent
of the global trade. Last visited January 12th 2019. http://www.imo.org/en/About/Pages/Default.aspx

Although more than 90 percent of global freight is transported by sea, Eddings, G, Chamberlain, A. & Warder, R. (2017).
The shipping law review (4t ed). Law Business Research, p. vii.

3 As of November 2016 according to ‘Danish Shipping Statistics November 2016’, Table 2.1., published by the Danish
Shipowners’ Association. See also Eddings, G, Chamberlain, A. & Warder, R. (2017). The shipping law review (4t ed). Law
Business Research, p. 157.

4 Flag states will be further discussed in chapter 2, section 4.

5 Phrases as ‘Maritime’ and ‘Shipping’ can be used interchangeably, though shipping is the more common phrase to use,
this can also refer to as ‘sending goods over seas’ - thus this dissertation will use the phrase ‘shipping,” as an overall
definition equally with the phrase ‘maritime’ and not as in freight of commodity.

source; https://dictionary.cambridge.org/dictionary/english/shipping Last visited January 30th 2019.

6 ‘Danish Shipping Statistics November 2016’, published by the Danish Shipowners Association, further information
www.Shipowners.dk; Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4t ed). Law Business
Research, p. 157.

7 In 2015 the earnings for the shipping industry reached approx. 205 billion DKK and the Danish shipping companies
employ approx. 23,000 of the roughly 100,000 employed in the Danish maritime cluster; Report made by The Economic
Council of the Labour Movement prepared for the Danish Maritime Authority, www.dma.dk; Eddings, G, Chamberlain, A.
& Warder, R. (2017). The shipping law review (4t ed). Law Business Research, p. 157.
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The maritime sector deals with many and diverse problems in its operations and
any imperfections or cost inefficiencies have significant implications on global
trade.8

The shipping industry is very cost-intensive and currently not very lucrative due
to a tight market where ships are expensive, which obviously tie up a lot of
capital. Ships are a huge asset for shipowners and are often highly leveraged.?
Tankers and container ships can cost up to 150 million USD each, which is
approximately the same as a jumbo jet.1® However, with a cost of 225 million
USD11 per ship, the most expensive hereof is the LNG2 tankers.13 Consequently,
capital allocated for ship purchases can account for up to 80 percent of the total
costs of running a bulk shipping company with a fleet of modern ships.1# It is
therefore important that shipowners are cost-efficient in order to have a
profitable business and market.1>

Shipbuilding is a heavy engineering business dealing with large and
sophisticated products which are mainly built in facilities located in
industrialized markets of Japan, Europe, South Korea, and China. This production
requires substantial capital investments and a high level of expertise both
technically and managerially in order to design and produce a merchant ship.16
Although the maritime industry is cost-intensive, additionally, it is an immensely
and complex industry, with countless market operators - all with different parts
to play in the market and all operating within the different markets. Figure 1.1.

below illustrates a simplified supply-chainl” within the industry, in order to

8 Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4t ed). Law Business Research, p. vii-viii.

9 Stopford, M. (2009). Maritime economics. Routledge. p. 269.

10 Ibid.

11 These numbers are 2009 level.

12 Liquefied Natural Gas

13 Transportation of liquefied gas. Stopford, M. (2009). Maritime economics. Routledge, p. 269.

14 Jbid.

15 Jbid.

16 Jbid., p. 613.

17 This is the authors attempt to define the “entire” shipping industry within one single model. Although this model frames
the industry, it is worth noting that this is a very simplified version, why it cannot be classified as complete, therefore just
a guideline.
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present an overview of the complexity of the industry - and, thus, to give a

broader understanding of the industry.

Figure 1.1 - Maritime market overview
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18 This model is created from information gathered upon the markets, players and legal and economic framework e.g. set
out by Stopford in his book Maritime Economics and based upon several discussions and inputs made by the maritime
industry at closed meetings and BlueINNOship seminars.
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The purpose of the figure is to illustrate the complexity of the industry and thus
explain why the dissertation will have to introduce terms and concepts that may
at first appear less related to relational contracting, but - in a maritime context -
it is necessary in order to discuss relational contracting between the shipowner
and the supplier.

While being a complex market, with many market players, the maritime business
is an old and conservative industry which has led to a lack of innovation and
development,1? as seen in other industries (e.g. the IT business or the aircraft
industry).2% Due to the economic pressure, many of the businesses are trying to
redefine their role in the industry.2! Some of the shipowners are restructuring
their business model which has led to new products, more technology, and fewer
crew members on the ships22 - while suppliers are competing to keep their market
shares.

The aim for the future ship is to be fully technology-based and, thereby, sailed

autonomously - thereby no ship crew at all.23 Although stretching far out in the

19 Makkonen, T., & Repka, S. (2016) "The innovation inducement impact of environmental regulations on maritime
transport: a literature review."” International Journal of Innovation and Sustainable Development, 10.1: P. 70-72. See also
Andersen, |. A. B, McAloone, T. C., & Garcia i Mateu, A. (2013). Industry specific PSS: A study of opportunities and barriers
for maritime suppliers. In DS 75-4: Proceedings of the 19th International Conference on Engineering Design (ICED13),
Design for Harmonies, Vol. 4: Product, Service and Systems Design, Seoul, Korea, 19-22.08. 2013.

20 Smith, D. (2013). “Power-by-the-hour: The role of technology in reshaping business strategy at Rolls-Royce.” Technology
Analysis & Strategic Management, 25(8): 987-1007. Rolls Royce has within the last half-century, revolutionized the air craft
industry, with their Power-by-the-Hour®.

21 Some of the parties within the supply-chain set out in figure 1.1, needs to redefine their roles in order to become more
competitive and for some of them, to keep being in business.

22This is a way of optimizing, cost cutting and in order for the organizations to optimize the structure and business, some
functions may be outsourced to contractors. Komianos, A. (2018). “The Autonomous Shipping Era. Operational, Regulatory,
and Quality Challenges.” TransNav: International Journal on Marine Navigation and Safety of Sea Transportation, 12(2):
335-348.

23 This is the future of the shipping world and several companies in the industry are developing these improvements. The
first "crew-less” ship is about to be do its first test runs. If this succeeds, then the suppliers of the components will have to
follow the development, in order to stay in business and aiming at keeping or improving market shares. But it is worth
mentioning that this thought is still far out in the future. For more information regarding unmanned ships see also;
Komianos, A. (2018). “The Autonomous Shipping Era. Operational, Regulatory, and Quality Challenges.” TransNav:
International Journal on Marine Navigation and Safety of Sea Transportation, 12(2): 335-348. and
https://worldmaritimenews.com/archives/247204/interview-unmanned-ships-are-we-there-yet/ Last visited January
2nd 2019. See also the strategic alliance between Samsung Heavy Industries and Amazons AWS. AWS will be the cloud
service provider, in regards to the development of autonomous shipping platforms. Source; Press Release from Amazon,
“Samsung Heavy Industries Selects AWS as its preferred Cloud Provider”, August 8th 2018. Also Denmark’s maritime
cluster is called Blue Denmark. The development in digitalization, automation and autonomous technologies is a high
priority within Blue Denmark, while this can have great impact on Blue Denmark’s competitiveness and their global
organization of shipping. Therefore the Danish government - based on recommendations from Blue Denmark, has
acknowledged that Blue Denmark needs to be leading in this area. That implies that the framework s in place, without any
technical or legislatives barriers. Original Language; Danish; Source; Sgfartsstyrelsen, rapport, december 2017 - Analyse
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future, this development should, from the perspective of the shipowners, create
better and more cost-efficient ships and businesses in the future, as the number
of employees can be decreased while making product improvements.24 From the
perspective of suppliers, there will be more competition and they therefore need
to be one step ahead in order to be a part of the development by rethinking their
products and how they can be optimized, or how to create new and more efficient
products with increased durability and compliance with the actual needs of the
customers.2> Hence, as in any other industries, it is important to adapt to the
market in which one operates, meaning that the parties of the maritime industry
need to rethink their positions and the possibility of optimization. As an example,
it is essential that the shipowners are cost-efficient, for instance, in relation to
the on-going service and maintenance of the ships, which are provided by the
market suppliers.

Based on the above, the importance of economic efficiency and innovation has
been stressed, thus the maritime business needs to be economically efficient in
order to create or maintain market shares. However, in contemporary society,
this economic efficiency has turned out to require collaboration between the
parties.26 Through collaboration, the parties will arguably be able to sub-

optimize and will therefore gain equal competitive advantages within the

af reguleringsmaessige barrier for anvendelse af autonome skibe - afsluttende rapport. Udarbejdet af Rambgll og Core
Advokatfirma p. 1

https://www.dma.dk/Presse/temaer/DetBlaaDanmark/Sider/default.aspx - Last visited January 2nd 2019.

24 Sgfartsstyrelsen, rapport, december 2017 - Analyse af reguleringsmaessige barrier for anvendelse af autonome skibe -
afsluttende rapport. Udarbejdet af Rambgll og Core Advokatfirma, p. 1-2. Link to final report;
https://www.soefartsstyrelsen.dk/Documents/Publikationer/Analyse%Z20af%20reguleringsm%C3%A6ssige%20barrie
rer%?20for%20anvendelse%20af%20autonome%20skibe%20Dec2017.pdf. Last visited January 2nd 2019. Authors
translation.

25 This is basically what Rolls-Royce has succeeded with by their Power-by-the-Hour. Smith, D. (2013). “Power-by-the-
hour: The role of technology in reshaping business strategy at Rolls-Royce.” Technology Analysis & Strategic Management,
25(8): 987-1007 and Baines, T. & Lightfoot, H. (2014). ‘Servitization in the Aircraft Industry: Understanding Advanced
Services and the Implications of Their Delivery’ in Servitization in Industry edited by Lay, G. Springer International
Publishing, p. 45.

26 Bustinza, O., Bigdeli, A., Baines, T., & Elliot, C. (2015). “Servitization and Competitive Advantage: The Importance of
Organizational Structure and Value Chain Position”. Research-Technology Management, 58(5): 53-60. According to
Bustinza et al, in the manufacturing industry, there is a connection between service revenues and profit margins and that
thisis lead from collaborative elements. For companies to develop their businesses, the companies must address a number
of issues, including organizational structure and position on the value chain. By collaboration and innovation, there is a
possible competitive advantage.
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market. Although collaboration appears to be the optimal solution to decreasing
market efficiency, it is important that parties both receive equal gain and have
mutual trust, as they may otherwise choose not to share vital information in the
pursuit of becoming successful.2” Hence, it is important that collaborations do
not provide one party with a substantial advantage or valuable/hurtful
knowledge about the other party that can be used against it.28 Consequently, to
deal with this potential issue/dispute, the parties need a contract in order to
ensure a trustful relation.

Maritime contracts, i.e. a contract between a shipowner and a supplier, refer to
contracts directly relating to vessels. They are distinct from general contracts, as
they comprise an agreement regarding operation, navigation, maintenance,
repairing, and/or provisioning of a vessel.2?

Currently, the market is defined by one-off transactions3? which means that
shipowners buy a product from a supplier, install it in the ship, and then merely
keep doing business as usual. The supplier, on the other hand, would like to
change this one-off business structure, by selling a product with a service
agreement, which is also known as servitization, and thereby achieve new

business bonds.31

2. Servitization
The concept of servitization is the suppliers “new” proposal to the shipowner, as

a way to gain new business. The supplier is expanding its product portfolio by
adding services to the products. The aim of this is to become more competitive

and gain new market shares, by offering a complete product package. The concept

27 Bagley, C.E., & Tvarno, C. D. (2014). "Pharmaceutical public-private partnerships: Moving from the bench to the bedside."
Harvard Business Law Review, 4(2): 373-401, p. 383-85.

28 Jpid.

29 Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4th ed). Law Business Research, p. 169.

30 The dissertation uses one-off transactions as a term for a classic purchase-sales situation between the shipowner and
the supplier.

31 This dissertation is a part of Blue INNOship project# 15 regarding servitization, therefore the dissertation will clarify the
concept hereof. Participants in this project is Danish Maritime and Copenhagen Business School.
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of selling a product with a service agreement is no news to the manufacturing
industry, i.e. the aircraft industry and pharmaceutical industry, although, this is
not a common concept within the maritime industry. This “new” solution called
servitization has become the new “it” word within the maritime industry,
however, a clarification of what servitization entails and how this is relevant for
the industry is required.

The dissertation will briefly discuss servitization as a way of defining the proposal
from the supplier, although, this dissertation will only use the main elements from
servitization and incorporate these in connection with relational contracting. The
reason is that the dissertation wants to introduce an alternative contract model
which suggests a long-term collaborative element - as a contrast to servitization
which suggests a fixed product-service system rather than a customized

collaboration.

2.1 Servitization - the new “buzzword”
There are several different opinions regarding the exact definition of

servitization which makes it difficult to define precisely. Nevertheless, according
to the findings of Tim Baines,32 Howard Lightfoot,33 Ornella Benedettini3#4 and

John Kay3> (hereinafter, referred to as, “Baines et al.”), servitization is:

“The innovation of an organizations capabilities and processes to shift from
selling products to selling integrated products and services that deliver value in
use. There are a diverse range of servitization examples in the literature. These
tend to emphasize the potential to maintain revenue streams and improve

profitability.”36

32 Professor at Aston University, is the leading international authority on servitzation and advanced services.

33 Dr. Howard Lightfoot is a British Professor at the Cranfield University. He is a prominent figure within Servitization.
Manager of Operations Excellence Institute at Cranfield University, Department of Manufacturing.

34 Academic visitor at University of Cambridge and University Lecturer at Politecnico de bari.

35 Researcher at Cranfield University.

36Baines, Tim S., et al. (2009). "The servitization of manufacturing: A review of literature and reflection on future
challenges." Journal of manufacturing technology management 20.5, p. 547.
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This is a very broad definition, which may easily be simplified. Therefore, in
order to comprise it, the dissertation will use the following definition of

servitization:

“The delivery of a service component as an added value, when providing

products.”37

This definition is considered to be more precise, but still contains the

relevant aspects of the dissertation.

From the supplier’s perspective, providing a product with an added value, e.g. a
service, is a step further than the classic manufacturing business, and a step
towards being increasingly a service provider. Back in the days, the supply
service chain was comparatively black and white; suppliers would make the
products, while service companies would be handling maintenance - which is
not the case anymore. Today, boundaries are blurred as trailblazing
manufacturers embark on a transformation - and that is what is known as

servitization.38

Tim Baines and Howard Lightfoot (hereinafter, referred to as, “Baines and

Lightfoot”) states the following:

“In recent years, more and more manufacturers are competing through a
portfolio of integrated products and services. This is a conscious and explicit
strateqy for manufacturers, with the provision of product-centric services
providing a main differentiating factor in the marketplace. And it is this which

has become known as the servitization of manufacturing.”3°

37 Ibid.

38 [bid.

39 Baines, T. S., and H. Lightfoot. (2013). Made to Serve: How Manufacturers Can Compete through Servitization and
Product Service Systems. John Wiley & Sons, p. 3-5.
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This is in reference to the movement mentioned above, where the suppliers are
taking a step towards being a service provider rather than a classic
manufacturer. This is - as Baines and Lightfoot states - a strategy for the
suppliers, as a way of becoming more competitive and gaining more market
shares by extending their product portfolio. In connection with this case, it is
regarded highly relevant. They also points out that servitization has been primed,
due to the fact that academics have been encouraging suppliers to focus on the
customer extreme of the supply chain for over two decades.*? Transforming from
the classic manufacturing business to delivering a product-centered service is
not a small shift, by means of transforming the entire organizational operation,

thus, this may cause some companies to be slow on the uptake.#1

[t is no news that all suppliers offer services along with their products yet some
of them use services as the basis of their competitive strategy.42 Servitization has
become the innovative driving force for capabilities and processes of an
organisation. The aspiration is to create mutual value through a shift from selling

a product to selling a product-service system.4344

When discussing a product-service system or selling a product with a service
agreement, there are different “levels” of services, which means that it ranges
from simple to advanced and it depends on the level hereof. The advanced
services are considered special in connection with servitization.*> They provide

the customer with the capabilities which arise from the use of the products of the

40 Jbid., See also Baines, Tim S., et al. (2009). "The servitization of manufacturing: A review of literature and reflection on
future challenges." Journal of manufacturing technology management 20.5, p. 547-549.

41 ]bid,, See also Bustinza, O., Bigdeli, A., Baines, T., & Elliot, C. (2015). “Servitization and Competitive Advantage: The
Importance of Organizational Structure and Value Chain Position”. Research-Technology Management, 58(5): 53-60.

42 Lee, S, Yoo, S, & Kim, D. (2016) "When Is Servitization a Profitable Competitive Strategy?" International Journal of
Production Economics 173: 43-53.

43Baines, T. & Lightfoot, H. (2014). ‘Servitization in the Aircraft Industry: Understanding Advanced Services and the
Implications of Their Delivery’ in Servitization in Industry edited by Lay, G. Springer International Publishing, p. 45.

44 Product-Service-System is an actual concept, whereas selling a product with a service agreement is the same idea, though
not considered a concept.

45 Baines, T. S., and H. Lightfoot. (2013). Made to Serve: How Manufacturers Can Compete through Servitization and
Product Service Systems. John Wiley & Sons, p. 5.
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supplier, and demand that the supplier extends itself significantly beyond design

and production based competences.4®

The fact is that, in many cases, it is the supplier who is moving into the territory
of activities which was previously carried out by the customers (e.g. shipowners)
themselves, and is therefore delivering capabilities that are a major component
of the primary business processes of the customer.*’ For instance, when a
supplier is engaged in selling a product with a service agreement to a shipowner,
this service is the way in which a supplier enters a territory which formerly
belonged to the shipowner who carried out the service in question. Furthermore,
advanced services are commonly combined with additional features. Contract
life-cycles tend to be long-term (common practice is 5-15 years),*® where the
supplier takes the responsibility and risks for ensuring that the capability
performs as expected, and revenue payments are often coupled to usage.*® These
features are so prominent that advanced services are frequently referred to in
these terms. Performance contracting, availability contracts, and risk and
revenue sharing contracts are all terms that are commonly used to describe

advanced services.

2.2 The success of the supplier - servitization in the aircraft industry

In order to succeed with the delivery of advanced services, a supplier is likely to
need some new and alternative organizational principles, structures, and

processes,®® which differ from those associated with traditional product

46 Baines, T. & Lightfoot, H. (2014). ‘Servitization in the Aircraft Industry: Understanding Advanced Services and the
Implications of Their Delivery’ in Servitization in Industry edited by Lay, G. Springer International Publishing, p. 45.

47 Ibid.,, See also Chase, R., & Garvin, D. (1989). The service factory. Harvard Business Review, 67(4): 61-69.

48 Baines, T. & Lightfoot, H. (2014). ‘Servitization in the Aircraft Industry: Understanding Advanced Services and the
Implications of Their Delivery’ in Servitization in Industry edited by Lay, G. Springer International Publishing, p. 46.

49 Ibid.,

50 Oliva, R. and Kallenberg, R. (2003). “Managing the transition from products to services.” Int. J. Service Industry Mgmnt,
14(2): 160-172.
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manufacture.®! Richard B. Chase (hereinafter, referred to as, “Chase”)>? and
David A. Garvin (hereinafter, referred to as, “Garvin”)>3 have suggested for some
time that there is a subtle mix of organizational structures that are appropriate
to a servitized supplier.>* These are distinct and different from those associated
with either a more traditional product manufacturer, or a pure service provider
- although, the actual challenge for the suppliers are not yet widely appreciated.
As previously mentioned, servitization is not a common concept in the maritime
industry, but it has become best-practice within the aircraft industry, which
means that the aircraft industry offers an excellent opportunity to gain an insight
into the implications of servitization for a supplier.>> Components and products
for ships are usually classified as advanced, although, it depends on the specific
component. Therefore, the long-term collaboration between the shipowner and
the supplier - which will be discussed in this dissertation - is based upon a
complex process regarding advanced products and services. This element will be

considered in connection with the relational contracting situation.

Many cases of servitization occur in the aircraft industry, which can also be
categorized as one of the advanced industries such as the maritime. It seems
inevitable not to compare it to the aircraft industry, and thus, in the upcoming
parts of the dissertation, elements from this will be applied in discussion of the

relational collaboration between the shipowner and the supplier.

Servitization in the aircraft industry caught on in the late 1990’s with the engine

manufacturer Rolls-Royce which structured a “TotalCare” package for its

51 For instance, it might be insufficient to simply attempt to replicate the lean principles of Toyota.

52 Professor Emeritus of Operations Management Marshall School of Business, University of Southern California.
Specialized in service operations management.

53Former Professor of Business Administration at Harvard Business School.

54 For further information see Chase, R., & Garvin, D. (1989). “The service factory”. Harvard Business Review, 67(4): 61-69.
55 Baines, T. & Lightfoot, H. (2014). ‘Servitization in the Aircraft Industry: Understanding Advanced Services and the
Implications of Their Delivery’ in Servitization in Industry edited by Lay, G. Springer International Publishing, p. 46.
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customer, American Airlines.>¢ Here, the customer simply paid for hours flown
by the engine. This type of contract was initially risky and potentially loss-
making. However, over time, three fundamental elements were introduced to
mitigate the associated risks in delivering this servitized business model. These
are: the development of Engine Health Management (EHM) systems and data
analysis software; the establishment of a joint venture between Maintenance
Overhaul and Repair facilities at the operational hubs of the customer (in Texas,

Singapore, Hong Kong); and the operations control center in Derby, England.>”

These technologies and facilities have been major facilitators of the effective and
efficient delivery of the service offering. Today, Rolls-Royce makes over 50

percent of its revenues from advanced and intermediate services.>8

2.3 From servitization to relational contracting
As stated above, the maritime industry is a complex and costly industry and the

suppliers are trying to change the game of the market, although, the suppliers
need to comply with the market and create new product ideas - like Rolls-Royce
did in the 1990’s. The suppliers are proposing servitization to the shipowners, as
the new thing - meaning that the maritime industry has reached a level of
possible outsourcing situations. Servitization is an approach for the suppliers to
move into the territory of activities carried out by the shipowners, thus
servitization is characterised as similar to outsourcing.

However, other industries e.g. the pharmaceutical industry and construction

industry have - due to their development - moved even further and past the

56 Smith, D. (2013). “Power-by-the-hour: The role of technology in reshaping business strategy at Rolls-Royce.” Technology
Analysis & Strategic Management, 25(8): 987-1007. Bustinza, O., Bigdelj, A., Baines, T., & Elliot, C. (2015). “Servitization and
Competitive Advantage: The Importance of Organizational Structure and Value Chain Position”. Research-Technology
Management, 58(5): 53-60.

57 Baines, T. & Lightfoot, H. (2014). ‘Servitization in the Aircraft Industry: Understanding Advanced Services and the
Implications of Their Delivery’ in Servitization in Industry edited by Lay, G. Springer International Publishing, p. 46.

58 Jbid.
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outsourcing element to strategic alliances i.e. relational contracting. Therefore,
the dissertation will discuss relational contracting and how other industries
have used these, in order to clarify how moving even further to relational
contracting could be beneficial to the maritime industry.

Therefore dissertation will be based on a collaboration of customized services
and products, rather than a fixed product with a service agreement. The
collaboration element of the dissertation, will be set out on a long term. This long-
term relational aspect, is the key element to the discussion in the dissertation,
thus a long-term collaboration may be beneficial for both the shipowner and the

supplier.

One of the main difficulties in this situation is the fact that shipowners are mainly
experts on shipping (i.e. not the ship itself) and seek to minimize the costs while
at the same time strive to find quick solutions that meet the statutory
requirements. Nevertheless, shipowners are not necessarily experts on the long-
term cost-effective maintenance of the ship. Within a newbuilding situation or if
they are retrofitting, the shipowners have imperfect knowledge>® and their
decisions are based on limited information. Hence, the shipowners may prefer
short-term and cheap solutions due to imperfect knowledge. In contrast, the
market suppliers are experts on long-term cost-effective maintenance of ships.
However, the short-term and cheap solutions are rarely the most cost-effective
in the long run which creates an imperfect market with unexploited potential,
where relational contracts may be the solution.

Therefore, as an alternative to servitization, the dissertation will analyze

relational contracting between the shipowner and supplier. By using relational

59 Green transition with respect to shipping is not just about new ships. The global fleet is historically high, and when itis
also relatively young, it is especially necessary for retrofitting existing ships. Retrofitting installation of equipment,
components, systems and subsystems on board existing ships. When talking about retrofitting today, it's largely about to
make climate and environmentally friendly updates of ships, not least because of new requirements and regulations.

37



contracts as an alternative to servitization there is a possibility for joint

optimization through the collaboration element, beneficial for both parties.

3. Purpose statement

The purpose of the dissertation is to analyze how relational contracts can
optimize the situation for the shipowner and the supplier in regards to the

current market situation and lack of innovation in the maritime industry.

Despite the generally fast-growing technology developments, the increasing
amount of regulations and the increasing competition, the maritime industry
lacks innovation. Accordingly, the industry has a huge potential for more efficient
business strategies. This dissertation will analyze relational contracting as a
possible business strategy, in order to optimize the situation between the

shipowner and the supplier.

The aim of using relational contracting is to create value by creating a
collaboration between the parties and thereby develop improved and more
innovative products. In this regard, the dissertation will analyze a part of the
contractual aspects relevant to relational contracts. Hence, the dissertation will
discuss relational contracting in general and analyse specific parts of relational

contracts in specific and in relation to the shipping industry.

Furthermore, the purpose of the dissertation is to analyze how relational
contracts might create value for the parties and how the collaboration between
the parties should be established in order to create a contractual relationship

between the parties that will increase the competitive advantages of parties.
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4. Case study and the contract parties

In order to conduct an analysis in order to answer the research question, the
dissertation will be based upon a case. Figure 1.1 illustrates the supply chain
within the maritime industry, and the case is therefore set out from this supply
chain. Although, the dissertation has simplified it in order to make a complex
situation less complicated. Figure 1.2 below illustrates the updated and
simplified supply chain which the dissertation will use as a case study. In
practice, there would be far more parties involved in a supply chain relating to a
market as the maritime industry,®® which is why this case study mirrors a

simplification of the supply chain.

Figure 1.2 - Case overview
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60 As illustrated in figure 1.1.
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4.1 The parties involved
Even though the illustration above outlines the scenario, the maritime industry is

an enormous and complex industry.®! As a consequence, it is relevant to further
investigate the parties involved in order to provide a precise definition hereof.
According to Martin Stopford®? (hereinafter, referred to as, “Stopford”), the
maritime market has over time developed into three separate - yet closely related
- segments:

- Bulk shipping

- Specialized shipping

- Liner shipping.

Although they are part of the same industry, each of the three carry out different
tasks and have distinct characters. Figure 1.3 summarizes how the world trade is

divided into these three streams.3

61 Figure 1.1 is illustrating the industry, though due to several markets, the different market players can have different
purposes i.e. a shipowner is not just a shipowner, but can be several things, therefore a definition of the parties is a
necessity.

62 Martin Stopford. British Economist, graduate of Oxford University and has a PhD in International Economics from
London University. Director of Business Development at British Shipholders; Global Shipping Economist with Chase
Manhattan Bank; Chief Executive of Lloyds Maritime Information; non-executive President of Clarkson Research Limited
CRSL and Director of MarEcon Ltd. Dr Stopford is too a visiting Professor at Cass Business School in London, Dalian
Maritime University in China and Newcastle University. He has an honorary Doctorate from Solent University and has
received a lifetime achievement award at the 2010 Lloyds List Global Shipping Awards. In 2013 he was appointed Shipping
Personality of the Year at the Sea trade Global Awards Dinner in London and in 2015 was awarded the Onassis Prize for
Shipping.

63 Stopford, M. (2009). Maritime economics. Routledge, p. 61.
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Figure 1.3 - The three segments of the maritime industry
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Source: the author’s creation®*

64 Although based upon Stopford, M. (2009). Maritime economics. Routledge, p. 62. In regards to the supply structure, the
primary fleet is owned by the primary service operators shown in the shippers own fleet row. Additionally capacity is hired
from independent shipowners who buy ships to charter out. The arrows in the market row are pointing both ways, because
shippers may charter their ships out as well as they may charter ships from other owners as well. Therefore the shipowner
and the shipper may both own a fleet, although the difference lies within their business, as the shipowners primary
business may be to charter their ships out, whereas the shipper also performs transportation.
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As the figure illustrates, the maritime market is divided into bulk parcels,
specialized parcels, and general cargo parcels (depending on the PSDé> function
for the commodity, as well as the service requirements of each cargo parcel). Iron
ore, coal, and grain (which are characterized as large homogeneous parcels) are
usually carried by the bulk shipping industry; the smaller parcels of general cargo
are carried by the liner shipping industry; and the specialized cargoes, which are
shipped in larger volumes, are transported by the specialized shipping industry.6®
The three cargo streams create a demand for bulk transport, specialized
transport, and liner transport.6” An important remark on the organization of the
supply of ships, which can be seen in the lower part of the figure, is that there are
drawn a major distinction between the fleets of ships owned by companies
shipping their own cargo,®® in their own ships, and the ships owned by
independent shipowners,®® chartered to the cargo owners.”® The charter
markets, which is the place where rates for transport is being negotiated, lie
between the companies’ own fleet and the chartering fleet.”? According to
Stopford, this structure is remarkably flexible, which he exemplifies by an oil
company which might decide to buy its own fleet of tankers to cover half of its
needs in terms of transportation of oil. Chartering tankers from shipowners
would cover the other half.72

The illustration in figure 1.3 provides an indication of the shipping market and
how the market is divided. One part that is not stressed in the figure, though, is

the different players within the market. Figure 1.3 revolves around the transport

65 Parcel size distribution. Commonly used to explain the complex mix of cargoes. The PSD function describes the range of
parcel sizes in which that commodity is transported. Stopford, M. (2009). Maritime economics. Routledge, p. 58-59.

66 [bid., p. 61.

67 This is illustrated in the transport row. This is in reference to what kind of transport each is conducting.

68 [llustrated in the shippers own fleet row.

69 [llustrated in the shipowners fleet row.

70 Jbid.

71 Nllustrated in the market row, where the markets are divided into Bulk Charter, Specialized Charter and Line Charter.
Ibid.

72 Ibid., p. 63.
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and demands of which, and does not involve all the other markets and players
which arise from of the primary market of shipping.”3

As a result, a broad definition of the parties leaves the dissertation with an
obstacle, as this actually calls for a clear and precise characterization of the parties

- especially the shipowner, the supplier, and the management.

4.1.1 The shipowner
In the maritime industry, the terms “shipowner” and “shipping company” are

used vividly. Therefore, a precise definition of which is highly relevant to identify.
A shipowner can be defined in multiple ways which may depend on the kind of
industry in which it is operating.”4

However, first of all, a shipowner can be defined as an individual who owns a
controlling interest in one or more ships.”> According to Stopford, the ships are
usually registered as one-ship companies, where the owner has the controlling
interest. Within this industry, there is a distinction between the different
ownership perspectives. The research of the dissertation within relational and
long-term contracting might not be relevant for all the players in the maritime
industry. Thus, in order to narrow down and specify the term shipowner, it is
relevant to dig deeper into the world of the maritime players to clarify who could
benefit from these contract types. Long-term contracting might be difficult or not
particularly relevant for the parties, who are/engaged in:

- asset players

- short contracting, e.g. tramp,”® dry bulk, or tankers

73 Examples could be, for instance, the shipbuilding or the scrapping industry which - due to diversified markets and
players - make it difficult to distinguish between the specific parties, as they have different roles, yet, also similarities in
the terms used to describe the different parties. As an example, plenty of terms concerning the parties involved are used
interchangeably.

74 This is in reference to which market/industry the shipowner is operating e.g. whether it is a specialized or bulk market,
or whether the party is involved in shipping or not, if the shipowner is involved in tramp shipping, asset players, dry bulk
etc.

75 Stopford, M. (2009). Maritime economics. Routledge, p. 63.

76 A boat or ship engaged in the tramp trade is one which does not have a fixed schedule or published ports of call. As opposed
to freight liners, tramp ships trade on the spot market with no fixed schedule or itinerary/ports-of-call(s). Chartering is done
chiefly on London, New York, Singapore shipbroking exchanges. The Baltic Exchange serves as a type of stock market index
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- and/or ships operated with third party ship management.””

On the other hand, there are some players where long-term contracting can be of

great benefit. These are:

owners with long owner perspective

specialized vessel segment

owners with long-term contracts (+5 years)

and/or vessels in fixed trades, e.g. container, ferries, LNG etc.”8

The definition of a shipowner is (simplified) a party who is the beneficial owner
of a ship with a long owner perspective and is operating with a technical
management and commercial management. Accordingly, this will be the
definition that the dissertation will use, and this is illustrated in figure 1.4 which

concerns the dissertation’s view upon the shipowner.

for the trade. The tramp ship is a contract carrier. Unlike a liner, often called a common carrier, which has a fixed schedule
and a published tariff, the ideal tramp can carry anything to anywhere, and

are influenced by supply and demand.[3] To generate business, a contract to lease the vessel known as a charter party is
drawn up between the ship owner and the charterer. There are three types of charters, voyage, time and demise. Stopford, M.
(2009). Maritime economics. Routledge, p. 23-35.

77 It might not be interesting for those players as their business model, is different. Asset players are buying ships as cheap
as possible and sell them at a higher price. They are not interested in investing more money in the ship, than the selling
price. Short contracting is more of a chartering situation, whereas the business are not interested in performing
maintenance on a ship, which they have on a short term lease. Ships whom are operated by third parties, is a chartering
situation, where it depends on the charter contract between the shipowner and the charter party in regards to whom has
the responsibility for performing maintenance. However, they are not interested in adding more money to the ship, as it
does not create further value for them. See also Stopford, M. (2009). Maritime economics. Routledge, pp. 275-276;176; 185-
88; 590-94.

78 Contrary to the other parties, these parties are in for the long run, meaning that is value creating for them to invest in
the ship, as the ship is an investment for them. Therefore a joint collaboration with the supplier, is a possibility, thus, the
shipowner can benefit from this.
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Figure 1.4 - The shipowner’s portfolio

Technical
Management

Commercial
Management

Source: the author’s creation

The definition of a shipowner can be very broad, and even though the dissertation
has specified a definition to owning a ship, the need for further clarification still
remains.

Being the beneficial owner of a ship can mean plenty of things, due to the diversity
of the maritime market. Although, when being a shipowner, the operational
market is not given by that single term. On a worldwide basis, in 2007, there were
approximately 74,398 maritime vessels.” This commercial fleet can be divided
into different ship types which all separates into different markets. According to
Stopford, the industry is divided into three groups - illustrated by figure 1.5 -
which are further divided into four different sectors, and finally are divided into

19 different ship types based upon the physical design of the hull.8°

79 Stopford, M. (2009). Maritime economics. Routledge, p. 69, based upon The Clarkson Register July 2007, CRSL, London.
Which also indicates that this number is just a guideline, due to the 12th year gap.
80 Stopford, M. (2009). Maritime economics. Routledge, 2013, p. 569.

45



Figure 1.5 - The allocation of ship types

Source: Stopford®!

Figure 1.5 illustrates the allocation of ships and the different types of ships a
shipowner can be the beneficial owner of. Thus, a shipowner will in the
dissertation be defined as a party which is the beneficial owner of a commercial

ship.

81 Stopford, M. (2009). Maritime economics. Routledge, p. 569.
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4.1.2 The management
The management party can both be in-house or an external party which may be

separated from the shipowner. According to Stopford, the management can be
defined as a: “Day-to-Day Management of the ships which is carried out by another
company established for this purpose. Usually these companies are located in a
convenient shipping centre e.g. London or Hong Kong."#?

As a consequence of Stopford’s definition, this dissertation defines the
management company as an independent party, whose main function is to

conduct day-to-day management to the shipowners.

4.1.3 The supplier
The dissertation will use the term “supplier” as an expression of a manufacturing

party. More specifically, a manufacturer of components to ships, for example
engines, scrubbers, or oil pumps. The dissertation will not narrow it down to a
specific component, as it is deemed irrelevant. The solution to the problem
handled in this dissertation does not rely on the product itself, but, rather, on an

overall function within the market.

With the parties well defined, the case - which is illustrated in figure 1.2 - can be
specified further.

In this dissertation, the current market is defined by one-off transactions and a
desire for economic efficiency. Each of the three parties play their part in the
purchasing situation. The supplier is the selling part; the shipowner is the buying
part; and the management is the intermediary part. In other industries, which use
one-off transactions, the classic scenario contains two parties, although in the

maritime market, the management takes part as a third party and can be an

82 Stopford, M. (2009). Maritime economics. Routledge, p. 674. (authors emphasis)
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enormous market player, since it usually represents the buyer. Accordingly, often
when the shipowner needs a product, it will hire a management which will engage
in the purchase on behalf of the shipowner. The management receives a product
specification and a price range, and then buys a product. In the buying process,
the shipowner and the supplier do not interact at any point, which is quite unusual
in a classic purchasing situation.83 The dissertation is centered around the current
situation where the parties are performing one-off transactions. However, the aim
of the dissertation is to clarify a redefinition of this situation by moving from one-
off transactions to a relational contract based on long-term collaboration between
the two parties i.e. shipowner and supplier. The purpose of doing so is rooted in
the hypothesis stating that both the parties and the market will increase value,

and promote further innovation.

With the definition of the case in place, the methodology of the research will be

set out.

5. Methodology

To approach the relational contracts, the dissertation will identify which legal
methodology that will be applicable, and - most importantly - how this research

will build upon it.

5.1 Philosophy of law
Several legal schools or philosophies of law has defined legal research since the

middle-aged, starting with the natural law theory.84 This theory considers law to

83 This is merely based on how a traditional set up would be like e.g. a car dealer wants to order ten new Ford cars, then
he contacts the retailer directly and not hires an intermediary part, to fix the purchase for him.

84 The history of the law of nature stretches back at least 2,000 years. See Hervey, T., et al. (2011). Research methodologies
in EU and international law. Bloomsbury Publishing, p. 35.

48



draw its authority from certain immutable principles that are inherent in nature
and/or reason - whether or not by virtue of God.85 Legal positivism replaced the
natural law when the rule of law and deviation of powers was introduced after
the French revolution.8¢ Natural law and legal positivism are counterparts in
regards to answering the question of what is the law? In answering hereto, the
natural law emphasizes an evaluation of the content of the legal rule before it is
considered binding and valid.

Legal positivism, on the other hand, is based on the actual existing legal order in
a particular geographical area, at a certain time and in the legal rules that are
enacted and enforced by the authorities. Natural law is concerned with how law
should be,%” however, legal positivism is concerned with how the law is, and not
how it should be. Hence, legal positivism is a legal theory, which separates law
and morality.88 Legal positivism strives for confident (positive) knowledge
(truth). This knowledge is created from positivism either in the form of abstract
calculations in regards to size or numbers or empirical surveys of facts.8990 Legal
positivism sees the law as an observable phenomenon of legislation, custom,
adjudication by Courts and other legal institutions.?? Legal positivism is,
therefore, suited to research questions concerning the description and

explanation of law as it is.?2

85 Hervey, T., etal. (2011). Research methodologies in EU and international law. Bloomsbury Publishing, p. 35.

86 Tvarng, C. D. & Nielsen, R. (2017). Retskilder og retsteorier. Djgf/Jurist-og @konomforbundet, p. 311.

87 Tvarng, C. D. & Nielsen, R. (2017). Retskilder og retsteorier. Djgf/Jurist-og @konomforbundet, p. 299.

88 Based upon a legal positivistic view , the law does not dependent on morality in order to be valid, whether the law or a
legal rule contravenes ones morality, ethics or religion, the law is binding and must be obliged. Tvarng, C. D. & Nielsen, R.
(2017). Retskilder og retsteorier. Djgf/Jurist-og @konomforbundet, p. 333 and see also Schaumburg-Miiller, S., and Evald,
]. (2004). Retsfilosofi, retsvidenskab & retskildelaere. Djgf /Jurist-og @konomforbundet.

89 The positivistic theory is founded by David Hume, whom was a Scottish philosopher. Tvarng, C. D. & Nielsen, R. (2017).
Retskilder og retsteorier. Djgf/Jurist-og @konomforbundet, p. 333.

90 The importance of this is to find out what the truth is - not relate to whether it is bad or good. The search of the truth is
either through the logic truth or the empirical recognition. Schaumburg-Miiller, S., and Evald, ]J. (2004). Retsfilosofi,
retsvidenskab & retskildelzere. Djgf/Jurist-og @konomforbundet.

91 Hervey, T., etal. (2011). Research methodologies in EU and international law. Bloomsbury Publishing, p. 38.

92 This does also include analysis of complex legal texts to determining their meaning. Hervey, T., et al. (2011). Research
methodologies in EU and international law. Bloomsbury Publishing, p. 38.
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Additionally, multiple philosophies of law have derived from these two founding
philosophies of law - either reacting against them or using them as a
springboard.?3 One of these philosophies of law is Scandinavian legal realism,
which is closely tied to legal positivism. Likewise, Scandinavian legal realism

should be perceived as a response to natural law.%4

The philosophy of law applied in this dissertation is legal positivism. This
dissertation concerns national, EU and international law - thereby not dealing
exclusively with Scandinavian law. Legal positivism has been the prevailing legal
theory in Europe since the 18t century.?> Thus, the approach adopted here is
that law is something which has been validly made and articulated by a

recognized law-making body/bodies.

A prominent figure in modern legal positivism is Hans Kelsen®® (hereinafter,
referred to as, “Kelsen”).?” In 1934, he developed the Pure Theory of Law which
since then has been both the object of admiration and torment.?® The Pure
Theory of Law extricates legal science from any moral or political ideology, and
from sociology.”® According to Kelsen, legal science is a specific dogmatic
theory.100 He perceived legal norms as being part of a greater hierarchy of norms.
Consequently, in order to determine the validity of a legal norm, it is necessary

to trace the norm through higher legal norms back to the basic norm,191 which

93 Ibid., p. 42

94 Today, it is the philosophy of law that prevails in Denmark. Although the Scandinavian legal realism prevail in Denmark,
this is not the philosophy used in this dissertation due to, the international perspective of the dissertation. If the
dissertation where to only discuss Danish law, the Scandinavian legal realism would be the chosen philosophy in that case.
95See Nielsen, R. & Neergaard, U. (2010). EU ret (6t ed.). Thomson Reuters Professional A/S, p. 81.

96 Austrian lawyer, legal philosopher and political philosopher. Author of the Pure theory of law (Orig. Reine Rechtslehre).
97 The positivistic theory is founded by David Hume, whom was a Scottish philosopher. Tvarng, C. D. & Nielsen, R. (2017).
Retskilder og retsteorier. Djgf/Jurist-og @konomforbundet, p. 336-40.

98 See the introduction by Paulsen in Kelsen, p. xvii, where the criticism put forward by mainly American and English legal
philosophies to the Pure Theory is quoted. The criticism called the Pure Theory “barren”, “utterly sterile” and amounting
to an “exercise in logic and not in life”.

99 Kelsen, H., Paulson, B. and Paulson, S. (1992). Introduction to the problems of legal theory. Clarendon Press, pp. 35-36.
100 Jpid.

101 Original language; Grundnorm.
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was the first constitution of a nation state and the will of its framers as expressed
in the constitution.192 As distinct from natural law, Kelsen did not justify the
validity of law as being based on certain immutable principles that are inherent
in nature and/or reason- whether or not by virtue of a deity. He explained that
the validity of law is derived from a hierarchy of norms ending at the basic norm
tied to a nation state. Therefore, according to him, a legal norm is valid if it has

been created in accordance with the procedures laid down in higher norms.103

According to Kelsen, a state is a coercive order which is identical with a legal
system.104 He perceived public international law as being based on the generally
accepted principle of pacta sunt servanda between states.1%5 In his view, public
international law and the laws of states are unified system of norms.106

Consequently, Kelsen had a monistic approach to public international law.107

Originally, legal positivism linked law to a nation state as explained above in
connection with Kelsen’s approach to law. This approach is understandable
when considering the time when this legal theory was conceived, where neither
the EU nor the globalization of law had the same impact as it has today. Today, it
is to a considerable extent accepted that public international law and EU law have
to function without direct support from a state.1%8 Consequently, law should be

understood as a phenomenon that functions beyond states.10?

Therefore, the sources of law identified and applied in the dissertation are those

that are validly made and articulated by a recognized law-making body/bodies

102 Jpid., pp. 57-58.

103 Jpid., p. 64.

104 Jpid., p. 99.

105 [pid., p. 107.

106 Jpid., pp. 111-112.

107 Jpid., pp. 113-122.

108 Tvarng, C. D. & Nielsen, R. (2017). Retskilder og retsteorier. Djgf/Jurist-og @konomforbundet, p. 467-69.
109 [bid., p. 470
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whether it is national, or internationally, which once again highlights that law is
seen as a phenomenon that functions beyond states. In this dissertation, it is
considered that both international law, EU law, and national laws form part of an
overarching, interlinked, and interactive system of laws that cannot be treated

as distinct fields of law independent from each other.110

6. Method

The philosophy of law has been outlined above through which valid law is
identified. This section will describe the legal dogmatic method applied in this

dissertation.

The legal dogmatic (doctrinal) method will be applied in this dissertation, where
relevant sources of law will be applied and analyzed. In order to determine the
contractual relations between the shipowner and the supplier, it is necessary to
make a legal dogmatic analysis of the contractual regulations applicable to this

subject.

The legal dogmatic method is used to systematize, describe, and analyze the
applicable law from an interpretation of the sources of law11! and identifies the
sources of law according to the chosen philosophy of law, thereby balancing them
against each other in accordance with the doctrine of the sources of law, and
interpretations of them.112

By being critical of the current law, the method is used to solve the specific legal
issues posed in the dissertation. When applying the applicable rules, it is

attempted to clarify what the law is, how it should be defined and interpreted in

110 Tvarng, C. D. & Nielsen, R. (2017). Retskilder og retsteorier. Djgf/Jurist-og @konomforbundet, p. 471. Here they argue
that EU law can be defined as "One Big system” where EU law, the European part of public international law and EU
Member State’s national systems are in some sense sub-systems of one single European legal system.

111 Jpid.

112 Nielsen, R. & Neergaard, U. (2010). EU ret (6t ed.). Thomson Reuters Professional A/S, p. 77.
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the relevant question. This is done to clarify how relational contracting can
create value for the shipowner and the supplier. The legal dogmatic method is
closely tied to legal positivism as the dogmatic method is concerned with the

description of law as adopted by a recognized law-making body/bodies.

The legal positivism looks at what law is and thus recognizes the written sources

- namely the law.

This dissertation is therefore based on the contract, as this is the most important
element in order to answer the research question. In Europe the principle of
autonomy in contracts is a fundamental legal foundation, which is why it will be
an underlying fundamental principle. In addition, the thesis will be based on the
PPC2000 contract and BIMCO contracts, which, according to the Common Law
standard, is a legally recognized contract, which is why this view is valid from a

legal positional argument.

In order to analyze the contract between the shipowner and the supplier, not only
will the contract be essential, but also the maritime legislation set out by the
International Maritime Organization, will be applied in order to clarify how the

contract should be set out.

7. Overview of maritime law subjects
Maritime law has been variously described and defined in ways that reflect

subjective perception, as well as semantics. One view is that "maritime law
provides the legal framework for maritime transport”. Another is that maritime

law comprises a “body of legal rules and concepts concerning the business of
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carrying goods and passengers by water”.113 Both are narrow in scope, although,
the first is more general and could be interpreted as embracing maritime
matters which extend beyond the purely private domain of maritime business
and commerce into areas of public concern.114

Those who subscribe to these characterizations would distinguish maritime law
from another body of law, namely, the law of the sea. They would identify this as
a branch of public international law dealing with the oceans and its multifarious
uses and resources in terms of broad fundamental principles.11> Others would
submit to the distinction as artificial and deviant, and in support of their
proposition would also point to the etymological root of the word "maritime”
which derived from Latin means “of pertaining to the sea”.11¢ In this broad sense,
the term maritime law comprises "the entire body of laws, rules, legal concepts
and processes that relate to the use of marine resources, ocean commerce, and
navigation.”117

In contrast, the term “shipping law” is used to describe the law relating to ships
and shipping. [t is mostly used interchangeably with the term “maritime law” and
encompasses all aspects of ships, shipping, and maritime transportation. It is
both private and regulatory in scope and includes commercial maritime law,

maritime safety, pollution prevention, labour law, as well as admiralty law!18 in

113 Schoenbaum, T.]. and Yiannopolous, A.N. (1984) Admirality and Maritime Law, Cases and Materials, Contemporary legal
education series. Michie Co., p. 1., Mukherjee, P.K. (2005). “An introduction to maritime law”. World Maritime University,
Malmé Sweden, p. 1.

114 Jpid.

115 Jpid.

116 Schoenbaum, T. J. (1994) Admiralty and maritime law, (2nd ed., Vol. 1.) West publishing Co., at p. 1.

117 [bid, at p. 2 Schoenbaum, T. ]. (1994) Admiralty and maritime law, (2nd ed., Vol. 1.) West publishing Co. p. 1.

118 The expression “admiralty law,” used in many countries with Anglo Saxon legal traditions, adds to the terminology
debate. ‘Admiralty law’ refers to the body of law which include procedural rules, as developed by the English Courts of
Admiralty in their exercise of jurisdiction over matters pertaining to the sea. This jurisdiction was distinctively different
from that of the common law courts. Thus, admiralty law originally encompassed those subject matters over which the
admiralty courts possessed inherent jurisdiction inspired through a process of evolution. Subsequently, these subject
matters which had a maritime character were codified and enumerated by statute. Originally, in the English language, the
word “admiralty” has its roots from the office of the Lord Admiral, even though its original meaning is derived from Arabic.
See also Supra, footnote 2 at p. 1 and in particular, footnotes 1 and 2 on that page (Guide-lines for Maritime Legislation,
Third edition, (guidelines Vol. 1); United nations Publication, Economic and Social Commission for Asia and the Pacific
(ESCAP), Bangkok, Thailand, (ST/ESCAP/1076), p.1; Schoenbaum, T. J. and Yiannopolous, A.N. (1984) Admirality and
Maritime Law, Cases and Materials, Contemporary legal education series. Michie Co., p. 1.
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common law jurisdictions. However, it does not extend to public international
law relating to “wet” matters - e.g. those involving ships at sea - which is
distinguished from “dry” matters also involving ships, but pertaining only to
commercial aspects that are essentially land-based issues.

While maritime law consists of two broad elements which has been divided into
two neat compartments, to label them “public” and “private” is rather an
oversimplification.11® The maritime industry is involved in many matters of
general law and non-maritime legal transactions which are not part of the lex
maritima.120 It is well-acknowledged that many aspects of commercial maritime
law are in fact derived from the lex mercatoria.1?! The bifurcation may attribute

to perceptions that are politically tinged.

As Edgar Gold'22 (hereinafter, referred to as, “Gold”) states:
“(...) the new law of the sea has in the past decade addressed itself to almost all
areas of the ocean use except the one that since before the dawn of history, has
been preeminent - the use of the ocean as a means to transport people and their
goods from place to place on this planet, so much more of which is water than
land. Marine transport has been discussed in an almost abstract manner, as if it
did not really fit or belong within the public domain but needed to be confined
to the more “private” region of international commerce, which was considered

to be outside the scope of the law of the sea.”?3

119 Jpid.

120 Schoenbaum, T. ]. and Yiannopolous, A.N. (1984) Admirality and Maritime Law, Cases and Materials, Contemporary legal
education series. Michie Co., p. 1. See also Gilmore, G. & Black, C. (1975). The Law of Admirality (2 ed.), Foundation Press,
p-1. See also Mukherjee, P. K. (2012). "Maritime law and admiralty jurisdiction: Historical evolution and emerging trends."
The Admiral VI. Ghana Shippers’ Council. 42: 1-36, p. 2.

121 See Tetley, W. (1985). Maritime liens and Claims, (1st ed.). London Business Law Communications Ltd., p. 1.

122 Australian-Canadian Professor and lawyer. One of the leading experts in maritime law and a member of both the Order
of Canada and Order of Australia.

123 Mukherjee, P. K. (2012). "Maritime law and admiralty jurisdiction: Historical evolution and emerging trends." The
Admiral VI. Ghana Shippers’ Council. 42: 1-36, p. 2. See also Tetley, W. (1985). Maritime liens and Claims, (1st ed.). London
Business Law Communications Ltd., p. 1.)
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In contrast, Frederic Rockwell Sanborn!24 (hereinafter, referred to as, “Sanborn”)

presents his opinion by saying:

“The words ‘maritime law’, as commonly used today, denote that part of the
whole law which deals chiefly with the legal relations arising from the sue of
ships. But in the earlier period, of which this work treats, the law maritime had
a considerably wider scope. It dealt not merely with the modern Admiralty law,
but also with the primitive ancestors of some branches of our modern
commercial law, dealt, too, with the germs of that public law which we today

style international law."125

Undoubtedly, there are numerous subject matters that fall within the scope of
maritime law, although not all of which are compatible with the categorization of
“public” or “private”.126

Against the foregoing backdrop, an overview of specific subjects of maritime law
is presented here. Maritime law subject matters encompass regulatory and
private law aspects, as well as the hybrid areas of maritime law. It will be
observed that the non-private law subject matters, inevitably, flow from
corresponding framework provisions in the United Nations Convention on the
Law of the Sea, 1982 (UNCLOS III), which is largely considered to be a
codification of the customary international law of the sea, and, therefore, this is
often referred to as the constitution of the oceans.12?

Ships are usually acquired either through purchase or lease - better known as
demise or bareboat charter. Indeed, lease is a term used more in the context of

ship financing. Ships can be built based on an order by a prospective owner, or

124 American lawyer and expert within International Law and a former member of the Supreme Restitution Court of Berlin
after World War II. Obtained a law degree from Columbia University and received a doctorate from Oxford University.

125 Sanborn, F.R. (1989) “Origins of the early English Maritime and Commercial law”. Professional Books Ltd., Milton Park,
Abingdon, Oxon, Reprint, p. xvi,; Cited in: Mukherjee, P.K. (2005). “An introduction to maritime law”. World Maritime
University, Malmé Sweden, p. 3.

126 Mukherjee, P.K. (2005). “An introduction to maritime law”. World Maritime University, Malmé Sweden, p. 3.

127 Jpid.,, p. 9.
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they can be built and sold completely new by a shipbuilder or a buyer (i.e. a
shipowner) respectively. All of these means of ship acquisition are carried out
under highly specialized and complex contractual agreements which fall
squarely within the domain of private maritime law.128

Almost inevitably, the contracts involved are of standard form suitably modified
to the needs of the parties involved.12° Consequently, there is almost always a
financing aspect to ship acquisition and the financing agreements involve not
only specialized lenders, but also specialized contracts. In contemporary terms,
a rather uncommon way through which a ship can be acquired is as a prize. In
times of war, this takes place when a ship of an opponent is captured and a court
invested with prize jurisdiction conducts condemnation proceedings, which is
followed by the possibility of the claimant acquiring title to the captured
vessel.130 After a ship is acquired by one of the procedures, it needs to be
registered if it is a registrable vessel.131

Whether it is open, closed, or partially open/closed, the nature of a ship registry
is a matter of national maritime policy. In line with UNCLOS, there must be a
genuine link between the ship and its flag state as will be discussed later on. The
absence of any definitive judicial pronouncement on what exactly is meant by a
genuine link has left flag states free to interpret the term according to their

individual national interests and aspirations.132

128 Jpid.

129 A ship can also be acquired through a judicial sale following an arrest of the ship.

130 Mukherjee, P.K. (2005). “An introduction to maritime law”. World Maritime University, Malmo Sweden, p. 10.

131 National maritime legislation may provide that vessels below a specified size threshold are not registrable because they
are not sea-going; or registration may be optional, or there may be a licensing regime. Ships under construction a usually
not registrable because they are not ships by statutory definition. D Mukherjee, P.K. (2005). “An introduction to maritime
law”. World Maritime University, Malmé Sweden, p. 10.

132 Mukherjee, P.K. (2005). “An introduction to maritime law”. World Maritime University, Malmo Sweden, p. 10.
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8. Law and Economics
The dissertation will include economic theory as a supplement to the legal

analyses and as an explanation to the relational contract clauses. Below, the
different economic perspectives used in the dissertation will be presented.

Law and economics is a method dedicated to appraising rather than finding the
law.133 Law and economics is a pure economic discipline, although one could
easily be confused by the thought of it being an interdisciplinary research field.134
However, law and economics should be understood as an economic research field,
that seeks to explain the law as it exists, or as it ought to be,13> by reference to
economic analysis.13¢ The Law and economics approach had its starting point in

the US, in particular the law school at the University of Chicago.13”

“”

or the Rational study of the law the black-letter man may be the man of the present, but
the man of the future is the man of statistics and the master of economics.”

-Oliver Wendell Holmes!38 (hereinafter, referred to as, “Holmes”)

Therefore the dissertation is conducting an economic analysis to support the legal
analysis as a result to optimize the contract between the shipowner and the

supplier.

133 Hervey, T, etal. (2011). Research methodologies in EU and international law. Bloomsbury Publishing, p. 83.

134 See also Tvarng, C. D. & Nielsen, R. (2017). Retskilder og retsteorier. Djgf/Jurist-og @konomforbundet, p. 431.

135 In regards to analysis on de lege de ferenda, then often law and economics is used as a foundation or explanation to how
and why the law ought to be changed.

136 Hervey, T, etal. (2011). Research methodologies in EU and international law. Bloomsbury Publishing, p. 84.

137 According to Tvarng and Nielsen, Law and economics had a breaking point with Ronald Coase in his, The problem of
the social Cost from 1960. Law and economics also has the last 30 years become more common in Europe and Scandinavia.
The Law and economic movements is considered younger than other approaches i.e. Marxism, which also looked at the
law in terms of economic processes. Although Marxists see law as a means of oppression through the creation and
continuation of markets, and the maintenance of formal equality as a means of hiding substantive in equality. Hervey, T.,
etal. (2011). Research methodologies in EU and international law. Bloomsbury Publishing, p. 84. See also Tvarng, Christina
D. and Ruth Nielsen. Retskilder og retsteorier. Djgf /Jurist-og @konomforbundet, 2017, p. 430-31.

138 American Legal Scholar, Professor of Law at Harvard Law School and Associate Justice of the Supreme Court of the
United States. The Path of the law, Harvard Law review, 1897, p. 469. See also Tvarng, C. D. & Nielsen, R. (2017). Retskilder
og retsteorier. Djgf /Jurist-og @konomforbundet, p. 429.
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According to Thomas Miscelil39 (hereinafter, referred to as, “Misceli”);

“The economic approach to law assumes that rational individuals view legal sanctions
(monetary damages, prison) as implicit prices for certain kinds of behavior, and that these

prices can be set to guide these behaviors in a socially desirable direction.”140

By this he is referring to Holmes famous example of the bad man;

“If you want to know what the law is and nothing else, you must look at it as a bad man,
who cares only for the material consequences which such knowledge enables him to

predict”#1

According to Misceli the bad manl42 have much in common with the rational
decision maker of economic theory.l43 In regards to economic theory, the
assumptions is that everybody is amoral, therefore the economic model of law
does not focus on the bad man. Although many people might comply with the law
out of a sense of authority, thus are not directly affected by the legal rules.
However, in order to examine the incentives effects of law, meaning the effect on
behavior, then it is necessary to look further into the binding constraints.144

As a supplement to the legal dogmatic method, which seeks to derive what the

law is, the purpose of the law and economic method is to identify the effects of

the law through the use of economic theory and analysis. In this case, the law and

economic method will be used to analyze the relational contract between the

shipowner and the supplier, the effects hereof and how to optimize the situation

between them.

139 An American economist and Professor of Economics at University of Connecticut.

140 Miceli, T.]. (2017). The economic approach to law. Stanford University Press, p. 1.

141 Holmes, 0. W. (1997) "The Path of the Law." Harvard Law Review, 110(5): 991-1009., p. 459.

142 [t is worth noting that this term does not imply a bad man in a bad sense e.g. law breaker rather a rational calculator
who seeks to stretch it limits and will break it without compunction if the perceived gain exceeds the cost. Therefore the
bad man has a strong interest in knowing what the law is and the consequences of not complying with the law are. Miceli,
T.]. (2017). The economic approach to law. Stanford University Press, p. 1-2.

143 Miceli, T.]. (2017). The economic approach to law. Stanford University Press, p. 2.

144 Micelj, T.]. (2017). The economic approach to law. Stanford University Press, p. 2.
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8.1 The economic method
The economic analysis has its roots in the deductive method. This entails

reaching a reasoning or an inference from something generally accepted and
apply it to the particular situation - or something universally true applied to the
individual. The deductive method draw new conclusions from fundamental
assumptions or from what is considered eternal truths as established by other
methods.1#> It involves the process of reasoning from certain presumably true
laws or principles, to the analysis of facts.146

Classical economic theory is built on Adam Smith’s (hereinafter, referred to as,
“Smith”) article “The Wealth of Nations.”147 Smith’s article postulates self-
interest as the principal motivation of economic activity and demonstrates how
a free market place enhances economic exchange among self-interested

traders.148

145 The deductive method has four characteristic steps: (1) Selecting the problem. (2) The formulation of assumptions on
the basis of which the problem is to be explored. (3) The formulation of hypothesis through the process of logical
reasoning whereby inferences are drawn. (4)Verifying the hypothesis.

146 Subsequently, the inferences verified against observed facts are drawn. Bacon described deduction as a 'descending
process’, in which a general principle is succeeded by its consequences. Mill characterized it as a priori method while others
called it abstract and analytical. Theories can be developed on the basis of empirical, social, or ontological criteria.
Empirical criteria can be static or dynamic, inductive or deductive, and it can focus on the nature of, for example, empirical
evidence. However, the common element in all of these criteria is that the resulting theories have to be confronted with
empirical evidence. The economic method differs from the legal method, and it is based upon the law and economic
perspective, the economic method can be a positive supplement in order to outline de lege de ferenda and clarify the effects
of de lege lata. However, social criteria may reflect the interests of the groups or scientists to which they are affiliated (e.g.
current or traditional theories, or social or moral norms). The common denominator is that the scientific theories have
social aspects and that they play a role in the choice and development of a scientific theory. Finally, ontological criteria are
the third class of criteria for the choice and development of scientific theories. They involve fundamental notions about
human nature which empirically cannot be directly tested. Examples are concepts regarding the cognitive capacities of
decisions-makers, the driving force behind behavior (idealistic vs. opportunistic), social causation (individual vs.
environment), and social patterns (individualistic vs. collectivistic). The common element among the three conceptions is
the perception of the way the world serve as criteria for the choice and development of theory.146 See also Knudsen, C.
(2014). Erhvervsgkonomi: Virksomheden i organisatorisk, gkonomisk og strategisk belysning. Samfundslitteratur.,
Hendrikse, G. (2003). Economics and management of organizations: co-ordination, motivation and strategy. McGraw-Hill, p.
18.

147 This article is from 1776 and Smith was the most important representative of the eighteenth-century Scottish
enlightenment. The Wealth of Nations is a classic of Western economic theory. Smith, Adam. "The Wealth of Nations
[1776]." (1937).

148Smith, Adam. "The Wealth of Nations [1776]." (1937), see also Tvarng, C. D. & Nielsen, R. (2017). Retskilder og retsteorier.
Djgf/]Jurist-og @konomforbundet, p. 432-33.
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Neoclassical theory is built upon the classical economic theory, although it is a
further development hereof. The neoclassical theory is the standard theory
within economics, and defines the company as a production function. Within the
neoclassical theory the company is seen as a complete rational individual with

the aim of maximize the utility.14°

The main assumptions in the neoclassical theory is that the agents are rational
and have complete information, resources are limited and the needs of the agents

are limitless.150

The law and economic analysis will have its starting point within the neoclassical
field, however, the analysis will move towards the field of behavioral economics
- a further development of the neoclassical theory. The neoclassical theory is
assuming that the market is perfect and the parties within the market act
rational, whereas the behavioral theory is assuming that the parties are
imperfect due to bounded rationality. Therefore, in order to clarify how the
relational contract can optimize the situation between the shipowner and the
supplier, itis relevant to use behavioral economics. This will be discussed further

in chapter 3.

The neoclassical theory and behavioral theory is used to create a framework for
the economic analysis’ and the dissertation will be using two different economic
theories in order to answer the objectives of the dissertation.’>1 These two

theories are; Transaction cost theory and Game theory.

149 Knudsen, C. (2014). Erhvervsgkonomi: Virksomheden i organisatorisk, pkonomisk og strategisk belysning.
Samfundslitteratur, p. 407 and see also Tvarng, C. D. & Nielsen, R. (2017). Retskilder og retsteorier. Djgf/Jurist-og
@konomforbundet p. 433.

150 Jbid.

151 Which were set out in section 3. Purpose statement.
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8.1.1 Transaction cost theory
Within the current one-off situation - as mentioned in the introduction - the

management displays opportunistic behavior and will buy the product that the
shipowner requested (product and price), even if the supplier presents a better
and more expensive product with a service agreement, the management may
lack the incentives to choose this product, as it is not the specific production
which was requested initially. The single goal for the management is to get the
correct product at the right price. However, one obstacle is the fact that the
management and the supplier do not negotiate in the buying situation which may
lead to an insufficient deal for the shipowner without being aware. This may not
necessarily be due to a potential lack of interest, but may come down to its
knowledge regarding the product. If the parties were to negotiate the deal, they
would be more likely to get a more efficient contract where risks would be
divided between them. The theory is used to analyse the current one-off
transaction situation between the shipowner, the supplier, and the management
(i.e. the supply chain illustrated in figure 1.2) and the relational contract situation
between the shipowner and the supplier. The analysis of the two situations is
used to identify the transaction costs that occur and the purpose of the
management - and eventually eliminate the management party as a part of the
relational contracting situation - which will arguably optimize the situation

between the shipowner and the supplier.

8.1.2 Game theory
The dissertation applies game theory in connection with relational contracting

between the shipowner and the supplier. The analysis is used to clarify from an
economic perspective whether relational contracting is a solution.
The dissertation uses the “classical” prisoner’s dilemma, to analyse the relational

contracting situation by defining the different strategies and the payoffs in the
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different strategies. The game is used to discuss which strategies the shipowner
and the supplier will choose and thereby their payoffs. Further the dissertation
discusses repeated games and modified prisoners dilemma, thus, to clarify the
strategies in these games and the different payoffs and to see whether a change
occur, due to the change in the games. All three game situations - the classical
prisoners dilemma, repeated games and the modified prisoners dilemma - is used
to test the hypothesis of whether a relational contracting between the shipowner
and the supplier can optimize the situation for the parties from an economic

perspective.

9. Delimitation
The maritime industry is a global and massive industry. Therefore, there are

plenty of factors that have an impact on the market and the market players i.e. as
illustrated in figure 1.1. However this dissertation will solely focus on the
shipowner, the management and the supplier. All other parties in the market
might be mentioned in order to explain the market, but will not be analyzed
further.

The dissertation will briefly discuss the maritime markets, however the
dissertation will be based upon a newbuilding situation, therefore the

dissertation will not take the other markets into account.

This dissertation will solely focus on relational contracting between the
shipowner and the supplier, thus the parties’ choices of law and arbitration will
not be taken into consideration.

It is not the aim of the dissertation to present a complete contractual analysis.

Hence, the dissertation discuss partnering contracting in general and discuss
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some of the specific content a relational contract between the shipowner and the
supplier should entail to ensure a competitive advantage in the shipping sector.

The dissertation will not discuss Competition law consequences of a relational
contract, as it is assumed that the contract will not be a violation of the
competition law in either the US or the EU. However, a violation could occur if

the parties are delimiting the market through a strategic alliance.

The dissertation is limited to a legal and economic analysis of the contractual
collaboration between the parties. Hence, the dissertation will not consider nor
discuss any technical specifications in regards to products etc.

The dissertation is based on the principle of autonomy in contracts. However, the
dissertation will discuss the IMO and the conventions which the IMO has set out.
This is done in order to give an broad overview of the maritime industry and
which legislation the parties should be aware of in a partnership. Therefore, the
maritime legislation will be used explanatory, but the dissertation will not
conduct further analysis or apply maritime law. Although the dissertation
discuss IMO guidelines, the dissertation will not include the guidelines regarding
safety and other of the IMO conventions in the analysis.

Lastly while the dissertation will apply the BIMCO Newbuildcon contract as
inspiration, the dissertation will not apply any other of BIMCO’s contract

templates.
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10. Structure
The dissertation will be divided into four parts:

Chapter 3: Transaction costs in a relational

Chapter 1: Introduction and Methodology Chapter 2: Maritime market and legislation TR TG

Chapter 6: A legal analysis of the contract
clauses between the shipowner and the
supplier

Chapter 5: Partnering - a relational contracting

Chapter 4: Relational Contracting situation

Chapter 7: Relational contracting from a game theoretical perspective

Chapter 8: Discussion on relational contracting Chapter 9: Conclusion

PartI - Introduction and Methodology

The first part it divided into three chapters; Chapter 1: Introduction and
Methodology; Chapter 2: Legal framework and Chapter 3: Transaction cost in a
relational contracting perspective.

The first chapter sets out the scope of the dissertation by introducing the case
and the research question. The delimitation of the subject is defined followed by
a further elaboration on the used methodology. The second chapter defines the
legal framework and thereby the contractual framework by looking further into
the maritime background and, thus, maritime contracts and the third chapter

conducts a transaction cost analysis on the current situation between the



shipowner, the supplier and the management. This is compared to an analysis on

the relational contracting situation in order to eliminate the management party.

PartII - Relational contracts

The second part is be divided into three chapters; Chapter 4: Relational
contracting, chapter 5: Partnering - a relational contract and chapter 6: A legal
analysis of relational contracting, which takes a deeper look on relational
contracting.

Chapter four addresses relational contracting in general, as a way to define the
concept. The fifth chapter addresses partnering agreements and relational
contracting by defining the theory of which and applying this to the case of the
dissertation. The sixth chapter conducts a legal analysis where the dissertation
applies the findings of the previous chapters. The aim of this chapter is to address
a partnering agreement between shipowner and supplier, where the dissertation
is concerned with specific contract clauses between the parties, and based on this

conduct an analysis.

Part III - Relational contracting from a law and economic perspective

This part consists of one chapter; Chapter 7: Relational contracting from a game
theoretical perspective. This chapter addresses relational contracting between
the shipowner and the supplier from an economic perspective. The analysis
hereof, is to clarify whether relational contracting is a realistic solution for the
parties and how the partnering contract should be formed based on the law and

economic perspective.
Part IV - Discussion and Conclusion

The fourth and final part consists of two chapters; Chapter 8: Discussion and

chapter 9: Conclusion. This final part summarizes the project and, in the end,
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recommendations are outlined in order to answer the purposes of the
dissertation as to how relational contracts can optimize and create value for
shipowners and suppliers. Furthermore, this part provides reflections upon the

case and the management party in order to redefine their market position.
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Chapter 2: Maritime market and legislation

1. Introduction
In this chapter, the focus will be on the maritime law which surrounds the

maritime industry. Approximately 30 countries!52 have a significant merchant
shipbuilding industry and this is a long-cycle business. Ships take several years
to deliver; once ships are built, they remain in service for 25-30 years. Since ships
trickle in and out of the merchant fleet at only a few percent a year, the pace of
change in shipbuilding demand is slow. Trends develop over decades rather than
years, and in order to comprehend them, a step back is necessary in order to get
a clearer view.1>3 Therefore, the industry is known to be relatively easy to enter
and leave in terms of market boundaries, but it is difficult to navigate in.154 This
may be a consequence of the fact that geographical territory does not prevail in
this industry and, thus, makes the national legislation inapplicable. Rather, the
shipowners can register their ships at any flag state and will only have to adhere
to the legislation and conventions which have been ratified in the given state. A
substantive part of maritime law has been made uniform in international
treaties. However, not every state act as a party to all conventions and the
existing conventions do not always cover all questions regarding a specific

subject. In those cases, conflict of law rules is necessary to decide which national

152 Top three in 2017 was, China, South Korea and Japan. This is based on completion in gross tonnage.

153 Jin, Di. (1993). "Supply and demand of new oil tankers." Maritime Policy and Management 20.3: 215-227. See also
Stopford, M. (2009). Maritime economics. Routledge.

154 Even though the market is easy to enter, it requires a great amount of capital - all depending on what business, one
wants to perform.
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law applies. These conflicts of law rules can either be found in a treaty or - in

most cases - in national law.

Therefore, this chapter will provide an overview of the classical characteristics of
the maritime industry in terms of the long production time, the expensive aspect
of financing a ship, market development, lifespan of the goods, and, consequently,
the lack of innovation. This will be followed by an analysis of the International
Maritime Organization (hereinafter referred to as “IM0”) and its conventions, as
well as how the conventions influence the industry. In this connection, it will be
discussed whether the IMO and its conventions are strong enough in an industry
where the conventions are not binding, but are optional,’>> and where the
shipowners themselves can choose a flag state depending on which legislation
they would want to adhere to. Consequently, the parties’ individual choice of flag
state influences the maritime contracts in-between. However, the IMO and the
NGO'’s are attempting through their conventions to influence the environmental
focus of the shipowners. Most of the IMO’s current conventions involve the green
development within the industry which is - without a doubt - the future of the

shipping industry.

Hence, the complexity and the different aspects of the maritime industry result in
the need for this overview and thereby understand the aspects that - potentially
- influence the relational contract . Therefore, this chapter will end with a
discussion on how the economists perceive the IMO and its conventions influence

on the maritime economy.

155 Meaning that this depends on which conventions a country in question has ratified.
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2. Market characteristics of the maritime industry
Approximately 3,000 ports serve deep-sea trade and cargo carried by the

maritime industry consisting of millions of separate consignments of different
sizes and physical characteristics. When attempting to provide an efficient
transport service between ports for a wide range of cargo parcels,15¢ it calls for a
complex logistics operation which the shipping industry has developed to
handle. Given the complexity of the cargo flows to be transported, this difficult

task is tightly controlled by market forces.157

The maritime industry is not similar to any other industry, both in terms of the
purpose of the industry, but also because of the market characteristics, namely
the expensive products that are very slow in production and the lack of
boundaries in the market.158 This makes supply and demand very dependent on
the market’s lifecycle and tendencies within both economics and legislation.15°

Both characteristics will be described below.

2.1 The financing and production of goods
The ships are very expensive and some GNT ships may cost over 300 million USD

each with an economic lifespan of 20+ years.1%0 This makes earnings highly
volatile and, as a result, the investment process in shipping both risky and

complex.161 The shipbuilding process is long and complex, where the expected

156 See also figure 1.3 for an overview of the different cargo parcels.

157ESCA. (March 2015). The Tramp Shipping Market an update of a report prepared for the European Community
Shipowners’ Association (ECSA), by Clarkson Research Services Limited (CRSL), p. 4. See also Panayides, P. M., and
Wiedmer, R. (2011). "Strategic alliances in container liner shipping." Research in Transportation Economics, 32.1: 25-38.
158 Arguably, the aircraft industry might be the closest comparison to the maritime industry, due to their similar
geographical factors, although the aircraft industry is a highly technological industry that - might not be - as complex and
they operate within different markets - both cargo and civil aviation.

159 For further information see Stopford, M. (2009). Maritime economics. Routledge, chapter 1 and 2.

160 Some shipowners buy a new ship and replace this ship after 10-15 years, by selling it on the second-hand market.
Stopford, M. (2009). "Maritime Economics”, 3rd edition, p. 207.

161 "The Tramp Shipping Market an update of a report prepared for the European Community Shipowners’ Association
(ECSA)”, by Clarkson Research Services Limited (CRSL), March 2015, p. 4.
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time of delivery may vary from 1-4 years from the order of the ship and until the

ship is actually delivered (depending on the ship).162

Consequently, one of the primary functions of the shipowner is to manage this
investment process.163 The trade growth of the industry is influenced by the
global business cycle and is very volatile and unpredictable. Keeping an adequate
supply of ships at all times is essential for the free flow of world trade and one of
the principal roles of the maritime industry is to invest in anticipation of future

growth,164

Therefore, as the maritime industry is limited due to the slow production time,
there is slow development possibilities, as it is difficult to anticipate the future;
e.g. both in terms of legislation and industry tendencies. As a result, the maritime

industry is not known for its innovation possibilities.

2.2 Supply and demand
The commercial structure is very fluid, which thus allows free entry and exit of

companies. As an example, in February 2015, the deep-sea merchant fleet -
which includes bulk, specialized, and liner - was owned by 14,122 companies.165
When entering the market, bulk shipping has relatively few entry barriers. New
investors require equity though commercial shipping banks will provide loans to

acceptable credits against a first mortgage in the ship. Private equity has also

162 Stopford, M. (2009). "Maritime Economics”, 3rd edition, p.157. The 4 year gap depends on the ship type but also the
size of the orderbook held by the shipbuilders. With such a long product delivery it is very important that the shipbuilder
and the shipowner have leveraged their expectations upon the contract signing, since conditions may have changed over
the time of the building of the ship.

163 "The Tramp Shipping Market an update of a report prepared for the European Community Shipowners’ Association
(ECSA)”, by Clarkson Research Services Limited (CRSL), March 2015, p. 4.

164 Jpid.

165 "The Tramp Shipping Market an update of a report prepared for the European Community Shipowners’ Association
(ECSA)”, by Clarkson Research Services Limited (CRSL), March 2015, p. 6. Approximately 48 of these companies owned
more than 100 ships with a combined of 26 percent of the total fleet in terms of GT. On average, a shipowner company
was accountable for 4 ships. See also figure 1.5 for an overview of the allocation of ship types.
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invested heavily in recent years along with export credit agencies and a growing
number of Asian banks.16¢ There is a comprehensive network of support services
to which new investors can subcontract most business functions. Ship
management companies manage the ships for a fee; chartering brokers arrange
employment, collecting the revenues and dealing with claims; sale and purchase
brokers buy and sell ships; maritime lawyers and accountants undertake legal
and administrative functions; classification societies; and technical consultants
provide technical support. These services make it easy for new investors to enter

segments of the bulk shipping markets during profitable periods.167

Also, information systems in the bulk shipping business are very open, giving
operators, buyers and sellers of ships, and charterers a timely flow of commercial
data. The ship broking business and information publishers publish information
about revenues and asset prices daily and widely circulated in the industry to
both shipowners and charterers. Online digital systems track the positions of the
ships. As a result, these information services ensure a high degree of
transparency. In addition, the costs of operating different types of ships are well
known which makes it easy for potential investors to estimate prevailing profit

levels.168

Therefore, it is relatively easy to enter and leave the shipping industry in terms
of boundaries and transparency, but competitors may be restricted due to the
slow production time and development of the products. These market
characteristics are essential in regards to a relational contract between the

shipowner and the supplier.

166 [bid., p. 7.

167”]bid., p. 7. E.g. Two of the largest tanker companies operating today, were established in 1997. See also figure 1.1. for
an overview of the maritime industry.

168 "The Tramp Shipping Market an update of a report prepared for the European Community Shipowners’ Association
(ECSA)”, by Clarkson Research Services Limited (CRSL), March 2015, p. 7.
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As the slow pace in the development of products can be addressed and optimized
between the parties - by collaborating. Arguably, the slow pace in production is

more challenging to address.

2.3 How regulations affect maritime economics
The legislative area regarding the maritime industry is complex, due to different

jurisdictions - which will be discussed below.

According to Stopford, most shipowners find it, that regulation often conflicts
with the efforts to earn a reasonable return on their investment.16® When Samuel
Plimsoll (hereinafter, referred to as, “Plimsoll”)170 first started his campaign
against the infamous ‘coffin ships’17! in the 1870s,172 British shipowners argued
that the imposition of load lines would put them at an unfair competitive
advantage.173

In the 1930s, Ernest Fayle (hereinafter, referred to as, “Fayle”)174 observed that:

“In their efforts to raise both the standard of safety and the standard of working
conditions afloat, the Board of Trade frequently found themselves, during the
last quarter of the nineteenth century, at loggerheads with the shipowners.
They were accused of cramping the development of the industry by laying down
hard-and-fast rules which in effect punished the whole of the industry for the

sins of a small minority, and hampering British shipping in international

169 Stopford, M. (2009). Maritime economics. Routledge, p. 654.

170 British politician and social reformer, especially known for the Plimsoll line. Merchant ships have a marking on their
hulls also known as the Plimsoll line/mark. This line indicates the limit until which a ship can be loaded with enough cargo.
Every type of ships have a different level of floating, therefore the Plimsoll line on the vessels varies from one another.
Postel, S. (1994) "Carrying capacity: Earth’s bottom line." Challenge 37.2: 4-12, p. 11. See also figure 1.5 for an overview of
the different ship types.

171 [n the nineteenth century, the maritime industry were not as regulated as today, thereby very few rules - especially in
regards to safety and construction on merchant ships. As a consequence ships were sent to sea badly built, overloaded and
ill found, which often resulted in these “coffin” sank and took their unfortunate crew to the bottom of the oceans of the
world. Gold, Edgar. Maritime transport: the evolution of international marine policy and shipping law. DC Heath & Co,
1981, p. 119. See also Stopford, M. (2009). Maritime economics. Routledge, p. 675.

172 The "Plimsoll Act” became a law in 1876 and the Board of Trade was established, as the responsible government
department, responsible for the performing controls with the ships and make sure that the shipowners would comply with
safety standards. Stopford, M. (2009). Maritime economics. Routledge, p. 676.

173 Ibid., p. 654.

174 Charles Ernest Fayle (born in 1881). British author of several books on Maritime trade and history.
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competition, by imposing restrictions from which foreign ships were free, even

in British ports.”17>

The same - sometimes legitimate - resistance to regulation is found in most
industries, but - due to the choices of flag statesl’¢ - the oceans provide the
shipping industry with an unsurpassed opportunity to bypass the clutches of
regulators and gain an economic advantage.l’”” The goal of the maritime
regulators is to create minimum standards, thus ensure that shipping companies
operate within the same standards of safety and environmental responsibility
which apply on land.178 As a result, in the last half a century, the regulatory regime
has played a significant part in the economics of the shipping market. However, it
would be wrong to think that the regulatory process is only concerned with
pursuing criminals. As a few of the regulations are made in response to particular
incidents, the purpose of these measurements are precautions e.g. “Coffin

ships”.179

Over the last century, the shipping industry and the maritime states have
gradually evolved a regulatory system, also known as IMO- which will be
discussed below - which covers all aspects of the shipping business: ship design;
maintenance standards; crewing costs; employment conditions; operating
systems; company overheads; taxation; oil pollution liability; environmental
emissions; and cartels. However, the emphasis changes and, during the last

decade, the environment, emissions by ships, ballast water, and ship recycling

175 Fayle, C. (2010). A short history of the world's shipping industry (Economic history). Routledge, p. 285. See also Stopford,
M. (2009). Maritime economics. Routledge.

176 This will be further discussed in section 4. The choice of flag state - the ultimate decision.

177 bid.

178 This will be further discussed in section 3. International Maritime Law.

179 Beside Coffin ships, which were the starting point, Stopford also refers to the Titanic, the Torrey Canyon, the Herald of
Free Enterprise, the Exxon Valdez, the Erica and the Prestige, which all provoked a public outcry which all led to new
regulations. The common element here was that all could agree, based on the previous events, that common rulings in
regards to safety at sea was important. These are also mentioned in section 3.1.1 The four pillars of International Maritime
Law, where the examples are Ro-Ro ferries. For further information see Stopford, M. (2009). Maritime economics.
Routledge, p. 656.
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have all received more attention than before. All of this has economic
consequences and, according to Stopford, knowledge of maritime regulation is an

essential part of the toolkit of maritime economists.180

The maritime regulations are a complex “system” and there is a great deal of
compliance in regards to a ship which needs to transport goods from one point
to another, thus the regulation affects the economic decisions in the market.181
Especially the choice of flag state influences the economics of the shipowner.
Thus, the various forms of registration options, can be beneficial to the
shipowner, since these can have an impact on the taxation, crewing, construction
of the ship and company law, in which the shipowner needs to comply with.182
Therefore, in order to use relational contracting as a solution to optimize the
situation for the shipowner and the supplier, it is highly relevant to be aware of
the maritime regulations.

The examination of the IMO is highly relevant in order to understand how the

maritime legislative area is put together.

3. The International Maritime Organization (IMO)

For centuries, the necessity for international co-operation in the shipping
industry has been recognized because of the improved safety at sea, and the
maritime traditions. This necessity has been manifested by ships taken in
capture in foreign ports because of bad weather.183 [n 1889, an international

Maritime Conference in Washington D.C., the United States,184 discussed a

180 Stopford, M. (2009). Maritime economics. Routledge, p. 655-56.

181 Jpid., p. 666.

182 Jpid., 671. Flag states will be discussed in section 4. The choice of flag state - the ultimate decision and the registration
possibilities will be mentioned briefly, although will not be further discussed.

183 El Ashmawy, M. (2012). "The maritime industry and the human element phenomenon." Proc. The 13th Annual General
Assembly of the IAMU, p. 282-83. This could be because of bad seafaring or poor management on shore.

184 Protocols of the Proceedings of the International Maritime Conference, Washington DC, 16. October-31 December 1889.
(Government Printing Office Washington DC 1890) Vol. 2, p. 984 ff. The objectives of the conference were to “revise and
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proposal to set up a permanent international body to cater for the needs of
shipping. This followed the establishment of other maritime organizations, but
the establishment of the shipping body was discarded, as the shipping industry
feared any attempts to control its activities.18> Despite the recognition of the need
for co-operation with international regulations at sea (which were approved by
all shipping nations), it was not until World War II, that a maritime cooperation
were adopted.186 Again, several countries proposed to establish a permanent
international co-operation to promote maritime safety more effectively,8”
however, it was not until the establishment of the United Nations (hereinafter,

referred to as, “UN”) that these hopes were realized.188

Figure 2.1 - Legal overview
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amend the rules, regulations and practice concerning vessels at sea and navigation generally; to adopt a uniform system of
marine signals, especially with reference to signaling in fog; to compare and discuss the various systems employed for the
saving of life and property from shipwreck; to devise methods of reporting, marking, and removing dangerous wrecks and
obstructions to navigation, and to establish uniform means of conveying to mariners warnings of storms and other
information.”

185 Rothwell, D., et al. (2015) The Oxford handbook of the law of the sea. Oxford Handbooks in Law, p. 417.

186 Jbid., During World War II a United Maritime Authority were established by the allied powers to consider and advise
on shipping matters. This authority went through various institutional mutations until the convening of the United Nations
Maritime Conference, where a permanent establishment on international maritime matters were taken.

187 This is in reference to the “Coffin ships” and previous casualties.

188 pid. 418.
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The UN was established in 1945 and, during this decade, a number of
international organizations were formed.18° In February 1948, the Geneva
conference opened and less than a month after, on March 6th, the Convention
formally established the Inter-Governmental Maritime Consultative
Organization (IMCO). In 1982, it changed its name to the International Maritime
Organization (IM0),190 where the main focus was to regulate the international

maritime relations.191

The IMO consists of 174 member states192 and three associate members.193 In
addition, there are 65 intergovernmental organizations with observer status -
the European Commission being one of them - and 77 international non-
governmental organizations with consultative status.1°4 The Convention on the
IMO entered into force in March 19581%> and the new organization met the

following year for the first time.196

189 The International Civil Aviation Organization (ICAO) was founded in 1944, the Food and Agriculture Organization (FAO)
was created in 1945, the United Nations Educational, Scientific and Cultural Organization (UNESCO) in 1945 and the World
Health Organization (WHO) in 1947. All were members of the United Nations system. Source:
http://www.imo.org/en/About/Conventions/ListOfConventions/Pages/Convention-on-the-International-Maritime-
Organization.aspx. Last visited January 14th 2019. See also Rothwell, D., et al. (2015) The Oxford handbook of the law of the
sea. Oxford Handbooks in Law, p. 417.

190]pid., see also
http://www.imo.org/en/About/Conventions/ListOfConventions/Pages/Convention-on-the-International-Maritime-
Organization.aspx; Last visited January 17th 2019.

191 Jpid. See also Karim, M. S. (2016). “Prevention of Pollution of the Marine Environment from Vessels.” Springer
International Publishing , p. 21. IMO consist of six main bodies concerned with the implementation of conventions. The
Assembly and the Council are the main organs, and the Committees involved are the following:191 the Maritime Safety
Committee; the Marine Environment Protection Committee; the Legal Committee; the Facilitation Committee. Developments
in the shipping industry and other related industries are discussed by the member states in these bodies, and if there is a
need for a new convention, or amendment to existing conventions, this can be raised in any of them. Initially, IMO consisted
of four organs: the Assembly, Council, Maritime Safety Committee and Secretariat. The other committees have gradually
emerged to deal with growing issues and complexities’ surrounding international shipping.

192 2018 level. See appendix V for the full list of members.

193 The Faroe Islands; Hong Kong, China; and Macao, China.

194 The EU is not a full member, since the IMO’s founding Convention only allows for the membership of states. For further
information see European Parliament Briefing, from February 2016 ‘The IMO - for “safe, secure and efficient shipping on
clean oceans.”

http://www.europarl.europa.eu/RegData/etudes/BRIE/2016 /577964 /EPRS_BRI1%282016%29577964_EN.pdf

Last visited January 17th 2019.

195 The Convention was adopted the 6th of March 1948 and entered into force March 17th 1958. The Convention has had
several amendments; amended September 15t 1964 and in force June 6th 1967; September 28t 1965, in force November
3rd 2968; October 17th 1974, in force April 1st 1978; November 14th 1975, in force May 22nd 1982; November 17th 1977, in
force November 10th 1984; November 15th 1979, in force November 10th 1984; November 7th 1991, in force December 7th
2008 and November 4th 1993, in force November 7th 2002. During the amendments in 1975, the name changed to IMO.
196 Rothwell, D., et al. (2015) The Oxford handbook of the law of the sea. Oxford Handbooks in Law, p. 417-18.
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The purposes of the IMO (besides the legal matters related to thisl?7), as
summarized by Article 1(a) of the Convention on the International Maritime

Organization, are:

“(...)to provide machinery for cooperation among Governments in the field of
governmental regulation and practices relating to technical matters of all kinds
affecting shipping engaged in international trade; to encourage and facilitate
the general adoption of the highest practicable standards in matters
concerning maritime safety, efficiency of navigation and prevention and control

of marine pollution from ships.”198

The key aspect to observe is that the mission of the IMO is global in scope, thereby
considering the global nature of maritime trade. Another important output of the
IMO is the various international conventions which has to be negotiated,
adopted, and ratified by the member states.1°® Moreover, the IMO has also
supplemented and elaborated on some of the conventions, and has thus adopted

a number of ‘codes’ which typically deal with a specific technical area.200

Therefore, irrespective of flag, - nationality of the ship - the IMO regulations

apply to all ships.291 These common rules ensure a high level of health, safety and

197 See the Convention on the International Maritime Organization.

198 In 1948 marine pollution was not among IMO’s concerns, why the original article 1, never stated that the purpose of
IMO included marine pollution, why the article was amended in 1977.

199 In the IMO, member states negotiate and implement international rules in order to improve safety and protect
environment at sea, and facilitate maritime transportation. The IMO is not limited to this, as it also handles regulations in
connection to liability, compensation, and insurance duties as a consequence of pollution damage caused by oil spillages,
removal of wrecks, and other areas.

200 Rothwell, D., et al. (2015) The Oxford handbook of the law of the sea. Oxford Handbooks in Law, p. 419. For further
information see also the Danish Maritime Authority
http://www.dma.dk/Vaekst/IMO/InternationaleKonventioner/Sider/default.aspx. Last visited January 18th 2019.

201 The territorial aspect is therefore regulated by the IMO and according to UNCLOS Article 2 and 3, “..have added sea
areas up to 12 nautical miles from coastal base lines, called territorial waters, into the sovereignty of coastal states. It also
stipulates that ships in territorial waters of a coastal state are also subject to its laws. Sea areas outside the territorial waters
are international waters... Articles 17, 18 and 19 of UNCLOS limit this sovereignty in territorial waters of a coastal state and
provide that ships of all states enjoy the right of innocent passage through this strip of coastal waters, and define the meaning
of innocent passage i.e. these ships should not prejudice peace, good order or security of the coastal state during this passage,
regardless of flag of the ship and nationality of her crew.” Another thing is that UNCLOS makes it optional on coastal states,

78



social conditions for seafarers, and it is a guarantee for shipping companies to

have a broad playing field to maintain competition all over the world. 202

By the time the IMO came into existence in 1958, several important international
conventions had already been developed, including the International Convention
for the Safety of Life at Sea of 1948 (SOLAS)- which is one of the four pillars
discussed below - the International Convention for the Prevention of Pollution of
the Sea by Oil of 1954, as well as treaties dealing with load lines and the
prevention of collisions at sea. The IMO was given the responsibility for ensuring
that the majority of these conventions were kept up-to-date. Also, it was given
the task of developing new conventions if necessary. The creation of the IMO
coincided with a period of tremendous change in the shipping world and the IMO
was thus busy from the start, as it had to both develop new conventions and
ensure that the existing instruments kept pace with changes in the shipping
technology. It is now responsible for more than 50 international conventions
and agreements, and has adopted numerous protocols and amendments.203 Of

these, Denmark has ratified 49 of the IMO conventions and denounced two.204

3.1 The IMO conventions - the four pillars of International Maritime
Law
UNCLOS is - as mentioned previously - often referred to as the constitution of the

oceans. Therefore, UNCLOS forms the legal umbrella which overarches the work

of all the UN organs dealing with sea related matters.2%> Since the IMO is an

to exercise their criminal jurisdiction within their territorial waters. Bansal, A. K. (2006). "THE FOUR PILLARS OF
INTERNATIONAL MARITIME LAW AND BILLS OF LADING." Journal of the Indian Law Institute 48(4): 527-539, p. 527.
202For further information see the Danish Maritime Authority https://www.dma.dk/Vaekst/IMO/Sider/default.aspx. Last
visited January 18th 2019. See also Karim, M. S. (2016). “Prevention of Pollution of the Marine Environment from Vessels.”
Springer International Publishing, p. 19-20.

203 Rothwell, D., etal. (2015) The Oxford handbook of the law of the sea. Oxford Handbooks in Law, p. 418. For a full overview
of the Conventions
see;http://www.imo.org/en/About/Conventions/StatusOfConventions/Documents/List%200f%20the%20Conventions
%20and%20their%20amendments.pdf Last visited January 18th 2019.

204 See appendix VI for the full list of conventions which Denmark has ratified.

205 Mukherjee, P.K. (2005). “An introduction to maritime law”. World Maritime University, Malmé Sweden, p. 9.
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organization set out by the UN, its conventions does not have direct effect on each
member state, as each member state will have to ratify each convention
individually.2%¢ Of the IMO’s conventions, the four pillars of International
Maritime Law are the foundation of the conventions which the ratified member

states have to adhere to.

The majority of conventions adopted under the auspices of the IMO or for which
the organization is otherwise responsible fall into three main categories. The first
group is concerned with maritime safety; the second with the prevention of
marine pollution; and the third with liability and compensation - especially in
relation to damage caused by pollution.207 Outside these major groupings, there
are a number of other conventions dealing with facilitation, tonnage
measurement, unlawful acts against shipping and salvage, etc.208

However, looking further into the legislative area of International Maritime Law,
the four pillars of maritime law occur, thus a clarification hereof is relevant.
Maritime law is commonly known to be built upon four pillars, which is

illustrated in figure 2.2 below.

206 Jpid. Under the terms of the 1969 Convention Relating to Intervention on the High Seas, contracting states are
empowered to act against ships of other countries which have been involved in an accident or have been damaged on the
high seas if there is a legitimate risk of oil pollution occurring.

The way in which these powers may be used are very carefully defined and, in most conventions, the flag state is primarily
responsible for enforcing conventions as far as its own ships and personnel are concerned. The IMO itself has no powers
to enforce the conventions.

However, the IMO has been given the authority to vet the training, the examination, and the certification procedures of
contracting parties to the International Convention on Standards of Training, Certification and Watch keeping for
Seafarers (STCW) of 1978. Governments have to provide the relevant information to the Maritime Safety Committee of
the IMO which will judge whether or not the member state in question meets the requirements of the convention. See
also Mukherjee, P. K. (2012). "Maritime law and admiralty jurisdiction: Historical evolution and emerging trends." The
Admiral VI. Ghana Shippers’ Council. 42: 1-36, p. 9-11.

207 http://www.imo.org/en/About/Conventions/Pages/Home.aspx. Last visited January 20th 2019. See also Mihneva-
Natova, Anna. "the relationship between United Nations convention on the law of the sea and the IMO conventions.” The
United Nations And The Nippon Foundation Of Japan Fellow (2005), p. 10-11.

208 Jbid.
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Figure 2.2 - The four pillars of Maritime Law
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Since 2006 - where the journey of last pillar (MLC) began - these four

conventions are considered the pillars of IM0.209

The SOLAS Convention constitutes the first pillar, while under it, ships flagged
by signatory-states comply the minimum safety standards concerning
construction, equipment and operation of ships referring to subjects such as
subdivision and stability, machinery and electrical installations, fire
protection, life-saving appliances etc. Regulations provide for surveys of
various ship types and are issuing the documents certifying that the ships

meet the required conditions and the obligations to carry adequate

209 Mukherjee, P. K. (2012). "Maritime law and admiralty jurisdiction: Historical evolution and emerging trends." The
Admiral VI. Ghana Shippers’ Council. 42: 1-36, p. 12-14. See also Lillie, N. (2008) ‘“The ILO maritime labour convention, 2006:
A new paradigm for global labour rights implementation.” In Cross border social dialogue and agreements: An emerging
global industrial relations framework? edited by K. Papadakis. International Labour Office, p. 191-92.
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equipment. The Convention has been amended several times, most
extensively by protocols of 1978 and 1988. Although due to the development
in technology and recent major shipping causalities,210 there has been more

frequent amendments.211

The STCW Convention is the second pillar and the main purpose is to promote
safety of life and property at sea and the protection of the marine environment
by establishing in common agreement, international standards of training,
certification and watchkeeping for seafarers i.e. setting the standards for

masters, officers and watch personnel, on seagoing merchant ships.212

The MARPOL Convention is the third pillar and the main international
convention covering prevention of pollution of the marine environment by
ships from operational or accidental causes. The Convention includes
regulations aimed at preventing and minimizing pollution from ships. It
covers not only accidental and operational pollution but also pollution by
chemicals, goods in packaged form, sewage, garbage and air pollution.
MARPOL also includes regulations relating to the inspection of foreign ships

voluntarily in port to ensure that they comply with antipollution rules and

210 Among these casualties; Herald of Free Enterprise (1987), Estonia (1994), MV Joola (2002) and MS al-Salam Boccaccio
98 (2006) - all roll-on, roll-off (ro-ro) ferries. The previous “Coffin ships” has been the starting point, set out by Plimsoll.
Mihneva-Natova, Anna. "the relationship between United Nations convention on the law of the sea and the IMO
conventions." The United Nations And The Nippon Foundation Of Japan Fellow (2005), p. 11. See also Mukherjee, P.K.
(2005). “An introduction to maritime law”. World Maritime University, Malmo Sweden, p. 13.

211International Convention for the Safety of Life at Sea (SOLAS), 1974, Adopted November 15t 1974 and entered into force
May 25th 1980. See also Mihneva-Natova, Anna. "the relationship between United Nations convention on the law of the sea
and the IMO conventions." The United Nations And The Nippon Foundation Of Japan Fellow (2005), p. 11. See also
http://www.imo.org/en/About/conventions/listofconventions/pages/international-convention-for-the-safety-of-life-
at-sea-(solas),-1974.aspx. Last visited January 21st2019.

212 International Convention on Standards of Training, Certification and Watchkeeping for Seafarers, 1978. Adopted July
7th 1978 and entered into force on April 28th 1984. For further information see
http://www.imo.org/en/OurWork/HumanElement/TrainingCertification/Pages/STCW-Convention.aspx. Last visited
January 21st 2019. See also Mukherjee, P. K. (2012). "Maritime law and admiralty jurisdiction: Historical evolution and
emerging trends." The Admiral VI. Ghana Shippers’ Council. 42: 1-36, p. 11.
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standards and prevent the ships from sailing if these requirements are not

met.213

The MLC Convention is the fourth pillar, which focus on the basic rights of the
seafarers. MLC is a collaboration between the IMO and the International
Labour Organization (hereinafter, referred to as, “ILO”), whereas the three
previous pillars are set out by the IMO. The MLC is a conglomerate of key
principles within past Maritime Labor Conventions and more than 68 existing
ILOS’s. The key focus within the MLC is primarily seafarers themselves. The
key focus, includes issues relating to socio-economic, employment conditions,
minimum working ages, anti-discrimination, medical, equal rights and
general concerns of all seafarers on board domestic and international

vessels.214

Therefore, the purpose of the four pillars is to create minimum standards
regarding the ships, pollution and the handling hereof on a global basis. These

four conventions are applicable to all ships navigating on high seas.21>

213 International Convention for the Prevention of Pollution from Ships (MARPOL). Adopted in 1973 (Convention), 1978
(1978 Protocol), 1997 (Protocol - Annex VI; Entry into force: October 2nd 1983 (Annexes [ and II). The Protocol from 1997,
entered into force May 19t 2005.

For further information see also http://www.imo.org/en/about/conventions/listofconventions/pages/international-
convention-for-the-prevention-of-pollution-from-ships-(marpol).aspx. Last visited January 21st 2019. See also Mihneva-
Natova, Anna. "the relationship between United Nations convention on the law of the sea and the IMO conventions.” The
United Nations And The Nippon Foundation Of Japan Fellow (2005), p. 16. See also Mukherjee, P. K. (2012). "Maritime law
and admiralty jurisdiction: Historical evolution and emerging trends.” The Admiral VI. Ghana Shippers’ Council. 42: 1-36, p.
19-21.

214 For further information see
https://www.ilo.org/wcmsp5/groups/public/---ed_norm/---normes/documents/questionnaire/wcms_556070.pdf.
Last visited January 21st 2019. See also Mukherjee, P.K. (2005). “An introduction to maritime law”. World Maritime
University, Malmé Sweden, p. 23.

215 Even though these four pillars is commonly known, some might disagree. According to A.K. Bansal the four pillars are;
the sovereignty of nations; freedom of the high seas; freedom of contract and that a ship has a legal personality of her own in
addition to being property of the owner. Bansal refers to these principles as upheld in various articles of UNCLOS. However,
if UNCLOS is to be characterised as the legal umbrella i.e. the Constitution of Maritime Law, arguably these four principles
are basic rights within Maritime Law. However, according to Tvarng and Nielsen, the sovereignty of nations and
contractual freedom are basic principles within the European realistic legal positivism, therefore these are basic principles
which takes effect either way. For further information see Bansal, A. K. (2006). "THE FOUR PILLARS OF INTERNATIONAL
MARITIME LAW AND BILLS OF LADING." Journal of the Indian Law Institute 48(4): 527-539, p. 527-532 and Tvarng, C. D.
& Nielsen, R. (2017). Retskilder og retsteorier. Djgf/]Jurist-og @konomforbundet, p. 480-89.
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4. The choice of flag state - the ultimate decision
One of the main areas in which the maritime industry differs from any other

industries is the fact that this is about business transacted on navigable waters,
meaning the geographical aspect of the business. Thus, the ships are operating
in international waters and are sailing in and out of different jurisdictions,
which makes it necessary to have aligned legislation on a worldwide basis.
Therefore, one of the main difficulties in the maritime industry, is the different
jurisdictions.

UNCLOS has outlined the areas of jurisdiction - the geographical division.
According to article 2 and 3 of UNCLOS, a sovereignty of a coastal state extends,
beyond its land territory and internal waters. Thus, have the rights to sea areas
up to 12 nautical miles?1¢ from coastal baseline, called territorial sea.217 Ships

within the territorial waters of a coastal state are also subject to its laws.218 Sea

216 In regards to the definition of the territory at sea and the coastal states right to exercise their criminal jurisdiction.
Under article 33 of UNCLOS, a coastal state has limited rights in sea areas up to 24 miles from coastal base lines - the
contiguous zone. Within this zone a coastal state has the right to exercise controls necessary to prevent infringement of
its customs, fiscal, immigration or sanitary laws and regulations within its territory or territorial sea; Punish infringement
of the above laws and regulations committed within its territory or territorial sea. The contiguous zone may not extend
beyond the 24 nautical miles from the baselines of the coastal state. Article 57 and other provisions in part V of UNCLOS,
coastal states has exclusive rights to riches of the seas up to 200 miles from coastal base lines, which include riches of the
seabed. This is also known as the exclusive economic zone. Yet sea areas outside the 12 miles limit of territorial waters are
international waters for most purposes. For further information see

The Convention: http://www.un.org/Depts/los/convention_agreements/texts/unclos/unclos_e.pdf. Last visited January
21st20109.

217 Jbid. UNCLOS Article 2 and 3. UNCLOS article 3 to 16 is in regards to the limits of the territorial sea.

218 The enforcement of the IMO conventions depends on the governments of the member states. Contracting governments
enforce the provisions of the IMO conventions as far as their own ships are concerned while also setting penalties for
infringements where applicable.

Furthermore, the member states may have certain limited powers in respect of the ships of other governments. In some
conventions, certificates are required to be carried on board ships to show that they have been inspected and have met
the required standards. These certificates are normally accepted as proof by authorities from other states that the vessel
concerned has reached the required standard but, in some cases, further action can be taken.

For example, the 1974 SOLAS Convention states that "the officer carrying out the control shall take such steps as will
ensure that the ship shall not sail until it can proceed to sea without danger to the passengers or the crew.” This can be
done if "there are clear grounds for believing that the condition of the ship and its equipment does not correspond
substantially with the particulars of that certificate." An inspection of this nature takes place within the jurisdiction of the
port state. For further information see Mihneva-Natova, Anna. "the relationship between United Nations convention on
the law of the sea and the IMO conventions.” The United Nations And The Nippon Foundation Of Japan Fellow (2005), p.
11 and Rothwell, D., et al. (2015) The Oxford handbook of the law of the sea. Oxford Handbooks in Law, chapter 13 and 14.
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areas outside the territorial waters are international waters.219 Articles 17, 18
and 19 of the convention limit this sovereignty in territorial waters of a coastal
state and provide that ships of all states enjoy the right of innocent passage,
through this strip of coastal waters. Innocent passage means that a ship should
exhibit peace, good order, or security, regardless of both the flag of the ship
and the nationality of her crew.220 According to UNCLOS it is optional for a
coastal state, to exercise their criminal jurisdiction within their territorial
waters.221

The flag of the ship is another area of jurisdiction. Flag state jurisdiction
provides one of the principle ways of maintaining legal order over activities at
sea, although its significance has lessened as a consequence of extensions in
coastal state jurisdictions over ocean space.?22 According to article 90 of
UNCLOS any state may grant a ship the right to sail under its flag, therefore
when a shipowner registers a new ship, the choice of flag state is optional.223
The flag state enjoys the primary legislative and enforcement jurisdiction over
its ships on the high seas, although there are some limitations e.g. there has to

be a “genuine link”224 between the ship and the state.225 However, since it is

219 Bansal, A. K. (2006). "THE FOUR PILLARS OF INTERNATIONAL MARITIME LAW AND BILLS OF LADING." Journal of the
Indian Law Institute 48(4): 527-539, p. 527.

220 UNCLOS Article 17, 18 and 19. For further information see

The Convention: http://www.un.org/Depts/los/convention_agreements/texts/unclos/unclos_e.pdf. Last visited January
21st2019

221 Jpid. This depends on whether a crime has been committed within their territorial waters, disturbs the peace and good
order of the coastal state or its territorial sea. There has been previous cases of coastal states exercising their criminal
rights e.g. A seafarer on a ship, once threw a fishing line over side - in his spare time on the ship - from the stern rail of his
foreign flagship. The ship was anchored, waiting to enter US harbor. But to fish in US waters requires a license. So, the US
coast guard promptly boarded the ship and arrested not only the seaman because he was fishing contrary to US law, but
also the master because he personified the ship that contravened US law. Another example where a 2nd officer of a foreign
flag vessel got down from his ship onto the quay, just after she berthed in Kuwait, to read the ship’s draft. He was shot dead
by the policeman on duty, because the ship had not yet been cleared by immigration. The policeman claimed it a right to
shoot any foreigner dead who stepped on Kuwaiti soil without permission. Bansal, A. K. (2006). "THE FOUR PILLARS OF
INTERNATIONAL MARITIME LAW AND BILLS OF LADING." Journal of the Indian Law Institute 48(4): 527-539, p. 528.

222 Rothwell, D., et al. (2015) The Oxford handbook of the law of the sea. Oxford Handbooks in Law, p. 304.

223 Jpid.

224 Jpid., p. 306-07. This genuine link emerged as a means of tackling the use of “flags of convenience”. Article 49 of the
Treaty on the Functioning of the European Union, which allows nationals from one Member State to pursue economic
activities in other Member States. This has extended the right to register ships in other Member States.

225 Jpid., UNCLOS art. 94-111 has set out some minimum standards which the flag states need to comply with.
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the flag state that can define the nature of this link, in practice, it can register
any ship it chooses.226

A general concern in regards to the choice of flag state, is the flag states ability
and willingness to exercise effective control over ships flying their flag.227 This
concern has resulted in attempts to secure better flag state compliance with
their responsibilities, as well as provoking the development of alternative
models of control e.g. port state control.228

As discussed above, the IMO has set out guidelines, meaning that only when
the countries have ratified and implemented the given convention, it becomes
applicable law, as - otherwise - the IMO has no legal effect. However, for the
shipowner to choose its jurisdiction, there can be put quite some thoughts into
this decision, as it may be beneficial to the shipowner if the ship is registered
in one state rather than another. There are three types of registry: National
registers, International registers and Open registers (also flags of convenience).
Not all flag states offer all three types of registry and the type of registry
defines - in a broad sense - how and what the shipowners needs to comply
with in current the flag state.22? Thus, the type of registry is in connection to
the choice of flag state.

For the shipowner to choose a flag state, Stopford has highlighted four

principal consequences of choosing to register a ship:

226 Stopford, M. (2009). Maritime economics. Routledge, p. 664.

227 According to article 92 of UNCLOS, when an offence occurs in international waters, the responsibility for imposing a
penalty rests with the flag state. However, should an offence occur within the jurisdiction of another state, that state can
either cause proceedings to be taken in accordance with its own law or give details of the offence to the flag state so that
the latter can take appropriate action.

228 Jpid., p. 304-5. These factors is necessary in order to pull towards more sophisticated models of regulation.

229 National registers; International registers and Open registers. The national register treat the shipowner in the same way
as other businesses registered in the country. The international register were set up by some national flag administrations
to offer their national shipowners an alternative to registering under open registries. They treat the shipowners almost
like the open register, generally charging a fixed tax on the tonnage of the ship rather than taxing corporate profits.
Examples; Singapore; Hong Kong, Marshall Islands and the Isle of Man are some of the biggest states, that provides the
register. Open registers (flags of convenience) offer shipowners a commercial alternative to registering under their
national flag, and they charge a fee for this service. The terms and conditions depend on the policy of the country
concerned. I 2005 there were 12 open registries. Panama, Malta, Liberia, Bahamas and Cyprus where the largest ones.
Stopford, M. (2009). Maritime economics. Routledge, p. 669.
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1. Tax, company law and financial law
A shipowner that registers a ship in a particular state, is subject to the
commercial laws of the given state. This is relevant in regards to the
shipowner’s liabilities to pay tax and may impose regulations in such areas as
the shipowner’s organization, auditing of accounts, employment of staff and

limitation of liability. This affect the economics of the shipowner’s business.230

2. Compliance with maritime safety conventions
The ship is subject to any safety regulations the state has laid down for the
construction and operations of ships. Registration under a flag state, that have
ratified and rigidly enforces SOLAS Convention means complying with these
standards. Contrary, for a ship that is registered at a flag state, that has not
ratified SOLAS, or does not mean to enforce it, allows shipowners to set their
own standards on equipment and maintenance. However, these are still

subject to port state regulation.231

3. Crewing and terms of employment
The shipowner is subject to flag state regulations concerning the selection of
the crew, the terms of employment and working conditions. For example,

some flag states insist on employment of nationals.232

4. Naval protection and political acceptability
Another reason for choosing a flag state is to benefit from the protection and
acceptability of the flag state. Even though this might not seem important

today, during war times, this could be relevant.233

230 Jpid., p. 666-67. The flag state issue has become crucial for maritime economics because it provides shipowners with a
way of reducing costs.

231 Jpid.

232 Jpid.

233 ]bid., During the war between Iran and Iraq in 1980s, some shipowner changed to US flag to gain protection of US naval
forces in the Gulf.
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Based on the four principles, the shipowner can benefit greatly from choosing
one flag state rather than another.

As mentioned previously, DenmarKk is the fifth largest234 shipping nation in the
world, although when examining the largest flag states, Denmark is no way
near the largest. Panama is and has been the largest flag state for years.235

It is remarkable that one of the largest shipping nations in the world, is not a
large flag state, although, arguably, this could be explained by the chartering of
ships and the choices of flag states.236

When examining the largest flag states and the IMO conventions, which they
have ratified, then some of them has ratified less conventions than
Denmark.237

Therefore, as an example, it could potentially be more beneficial for a
shipowner to register a ship - provided that there is a genuine link - in
Panama?38 instead of Denmark. Arguably, the reason is that Panama may have
ratified other/less IMO conventions which means that it may be less expensive
to port there, as well as the shipowner may have to adhere to less strict
legislation.23° Hence, the level of compliance in regards to the ship would not

be as high in Panama as it would be in Denmark, which could be very favorable

234 “Danish Shipping Statistics November 2016°, published by the Danish Shipowners Association, further information
www.Shipowners.dk; Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4t ed). Law Business
Research, p. 157.

235 According to Lloyds list, in 2018 Panama was the largest flag state and has been for some years. The numbers are based
upon gross tonnage registered. Thus Denmark is one of the largest shipping nations worldwide, Denmark, Great Britain
and United States are no way near the 10 largest flags states. Top ten flag states: 1. Panama; 2. Marshall Islands; 3. Liberian;
4. Hong Kong; 5. Singapore; 6. Malta; 7. Bahamas; 8. China; 9. Greece and 10. Japan. Source;
https://lloydslist maritimeintelligence.informa.com/LL1125024 /Top-10-flag-states-2018. Last visited January 22nd
2019.

236 As mentioned in chapter 1, Danish shipping companies is accountable for 15.2 M GT regarding Danish owned vessels
and 71.4 M GT including foreign flag chartered ships. Also it could be more lucrative to register a ship elsewhere but in
Denmark. For further information see Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4t ed).
Law Business Research, p. 157 and https://lloydslist. maritimeintelligence.informa.com/LL1125024/Top-10-flag-states-
2018. Last visited January 22nd 2019._It could also be explained by the types of registry.

237 See appendix VII of overview of the largest flag states and the IMO conventions which they have ratified.

238 Jpid., According to Lloyd’s List, in 2018 Panama was the largest flag state.

239 See appendix VII for overview of the conventions which Panama has ratified. Panama has ratified 32 IMO conventions
and Denmark has ratified 49.
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for the shipowner. Conversely, there could potentially be upsides by
registering your ship under the Danish flag. The Danish Maritime Authority
has tried to eliminate certain special rules, to make it easier for the shipowners
to be flying the Danish flag.240

However, as research shows that the top team flag states do not completely
correspond to the size of the maritime industry in the given member state.241
This means that a member state like Panama may gain economically within the
shipping industry if it does not ratify the strict legislation and conventions

from the IMQ.242

The choice of flag state can be a cost saving decision and less strict legislation
to comply with for the shipowner. In regards to a relational contract between
the shipowner and the supplier, the shipowner’s choice of flag state is not
entirely unrelated. Based on the four principles set out by Stopford, a choice of
flag state has an impact on the business of the shipowner. Especially whether
the chosen flag state, may or may not have ratified SOLAS, as this influences
the minimum standards of the construction and maintenance of the ship. In
regards to a relational contract between the shipowner and the supplier, it is
relevant to know the flag states legislation in which the relational contract

needs to comply with.243

The dissertation argues that a relational contract between a shipowner and a

supplier is likely to result in a more value creating industry - and thereby a

240 This is done, in order to provide the shipowners with more lucrative conditions than before. For further information
see: https://www.dma.dk/SynRegistrering/Flagskifte/Sider/default.aspx. Last visited January 20t 2019.

241 See Appendix VII overview over the largest flag states and see Stopford, M. (2009). Maritime economics. Routledge, p.
670.

242 |pid., p. 671. Although this might be to stretching it a bit, but it is connected to the economic role of open registry and
compliance.

243 Meaning that if the chosen flag state has ratified SOLAS or any other relevant conventions regarding construction of the
ship, the suppliers product portfolio needs to comply with these rules.
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more innovative. Depending on the parties preferences, it is a possibility that
the choice of flag state becomes less important as the relation contract to a

higher extend will set the standard instead of the flag state.

5. Go Green - an environmental necessity
Global warming is a key subject of discussion in today’s world, due to changes

in the environment. In the contemporary maritime world, the subject of
marine pollution is also of key importance.

Currently, there is a whole body of law on the subject of ship-source marine
pollution governed largely by international conventions e.g. MARPOL.244

The international law framework for the regime of vessel source pollution is
contained in Article 211 of UNCLOS. The essence is that the article requires
flag states to adopt laws for the prevention, reduction and control of marine
pollution applicable to their ships, and the laws must be consistent with
generally accepted international rules and standards established through the

IMO or general diplomatic conference.245

244 The Oil Pollution Act 1990 of the United States is a domestic statutory regime of liability and compensation which has
international implications. Canada has a statutory compensation fund known as the Ship-Source Oil Pollution Fund
(SSOPF) which supplements the international compensation regime. There is also the common law regime of civil liability
for pollution damage based on strict liability jurisprudence and the tort laws of negligence and public and private nuisance.
See also D Mukherjee, P.K. (2005). “An introduction to maritime law”. World Maritime University, Malmé Sweden, p. 19, for
further elaboration.

245 All the international instruments on marine pollution, except the London Convention of 1972 are IMO Conventions.
Another area of public international law is the Intervention Convention of 1969 and Protocol of 1973. It allows a coastal
state to intervene on the high seas in cases of imminent pollution threat to its coast or coastal interest. The International
Convention on Prevention of Pollution from Ships from 1973 and the Protocol of 1978 (MARPOL 73/78) is the regulatory
convention dealing with ship-generated pollution caused by operational discharges. The measures prescribed are
preventive in character. There are six annexes that address six distinct kinds of pollutants, namely, oil, noxious liquid
substances, packed harmful substances, sewage, garbage, and air pollution. The first two annexes are compulsory while
the others are optional. All except Annexes IV and VI are in force. The Oil Pollution Preparedness, Response and Co-
operation Convention from 1990 (OPRC) is also a regulatory convention; it has both a preventive as well as remedial
element. The regulation of dumping of wastes at sea is governed by the London Convention of 1972 which has been revised
by the Protocol of 1996. International Convention Relating to Intervention on the High Seas in Cases of Oil Pollution
Causalities, 1969 and Protocol Relating to Intervention on the High Seas in Cases of Pollution by Substances other than oil,
1973. Mukherjee, P.K. (2005). “An introduction to maritime law”. World Maritime University, Malmé Sweden, p. 20, for
further elaboration.
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Sewerage and other garbage have - for centuries - been thrown into the seas
from coastal habitations and ships. The increase in world shipping over the
last half a century has also resulted in an increase in waste.24¢ Thus, pollutants
from ships e.g. sewerage, garbage and oil tank washings have intensified. The
growth in the human population has too resulted in more human waste from
coastal habitations. These factors have an impact on earth’s environment and
ecology.

For example, merchant ships are carrying approximately 10 billion tons of salt
water from one environment to another - thousands of miles apart - each
year.247 Merchant ships transport live microorganisms with it, which pass
through the water pipes of the ships. Hence, when pumped out, live
mechanisms are injected into a different environment apart from its natural
habitat.248 This can cause great harm to local fisheries and the local
environment and ecology.24? Thus, it has become essential to regulate -
among others - the quantities of salt-water ballast across oceans.250
According to article 92 of UNCLOS, all ships on the high sea, are subject to the
jurisdiction of the flag state. So, control (e.g. ballast water) and enforcement
of MARPOL - to reduce pollution of the high seas2>! - rely on the flag states.
However, flag states and especially flags of convenience states, does not
necessarily have the infrastructure nor will enforce the regulations upon their

vessels.252

246 Bansal, A. K. (2006). "THE FOUR PILLARS OF INTERNATIONAL MARITIME LAW AND BILLS OF LADING." Journal of the
Indian Law Institute 48(4): 527-539, p. 529.

247 Jpid.

248 Hughes, K. A., and Thompson, A. (2004). "Distribution of sewage pollution around a maritime Antarctic research station
indicated by faecal coliforms, Clostridium perfringens and faecal sterol markers." Environmental Pollution, 127.3: 317.

249 Endresen, @. et al. (2004) "Challenges in global ballast water management." Marine pollution bulletin 48.7-8: 615.

250 Rothwell, D., et al. (2015) The Oxford handbook of the law of the sea. Oxford Handbooks in Law, p. 531-32.

251 Meaning international seas outside the territorial sea.

252 Jpid., p. 304-5.
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In the attempt to deal with this problem, several branch specific
organizations253 joined a collaboration, that issued basic guidelines
concerning the use of oily water separators. These guidelines emphasized the
vital importance of strict adherence to IMO requirements. The joint
organization are committed to a zero-tolerance to any non-compliance with
MARPOL and encourage that no one should take part in illegal conduct.2>*

Furthermore, severe legal consequences have been outlined - both for the
company and the seafarers - of even minor violations of environmental rules.
Ship operators have the responsibility to be compliant within their
companies. Even a minor violation of MARPOL will be detected by the

authorities and are fined for misconduct.255

The problems relating to pollution of the seas are on-going as evidenced by
frequent disasters of large proportions, and the law appears to be constantly
developing to cope with the consequences hereof. Due to the continuing
development within the legislative area, the parties (i.e. the shipowner and
supplier) are forced to be one step ahead of the legislation and needs to take
precautions in regards to complying with future environmental legislation
when doing business. As mentioned previously, ships can take up to four years
to build. Therefore - as an example - if the legislation changes within the
construction period and the shipowner has not taken the necessary
precautions, possibly at the delivery of the product, the given product might

not comply with the current legislation.

253 BIMCO, Intercargo, International Chamber of Shipping, International Shipping Federation, Intertanko and Oil
Companies International Marine Forum. They have also made several proposals to IMO regarding amendments of
Protocols. For further information see proposals and guidelines http://www.ics-shipping.org/submissions/imo. Last

visited January 23rd 2019.

254 Bansal, A. K. (2006). "THE FOUR PILLARS OF INTERNATIONAL MARITIME LAW AND BILLS OF LADING." Journal of the

Indian Law Institute 48(4): 527-539, p. 529.

255 Jbid., These fines are in the large scale area and can be millions of dollars. These can be imposed on both the seafarer
and the company. Furthermore, they can also be liable to criminal prosecution and imprisonment for any deliberate

violation of MARPOL or falsification of records.
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The IMO has over the last few years been keener on adopting a more
environmentally friendly legislation and, thus, the green wave has become the
new black. This is highly relevant in regards to the shipowner and supplier
that global warming is a hot potato, as in the future, the world will only be
stricter in terms of pollution, and therefore, it makes sense for the parties to
be foresighted and take the necessary measurements.

Furthermore, the shipping industry is accountable for approximately 2.5
percent of Global Greenhouse Gas (GHG) emissions,?5¢ which is why IMO has
improved their focus on environmental strategies,?57 hence, the shipowner
needs to constantly be aware of their compliance and somehow try to take

further measurements towards complying with future legislation.258

The dissertation is aiming at optimizing the situation for both the shipowner
and the supplier. Thus, the environmental compliance and the problem of the
parties within this, is necessary to address. This environmental approach will
be used as a key output to the optimization of the situation between the

parties.

6. Maritime contracts
This chapter has discussed the maritime industry and the legal aspects that

influence the market. However, this dissertation is analyzing relational
contracting between the shipowner and the supplier, thus a clarification of

maritime contracts is in order.

256 According to the OECD
http://oecdobserver.org/news/fullstory.php/aid/6014/Climate_change:_Is_shipping_finally_on_board_html. Last visited
January 24t 2019.

257 See also Mukherjee, P. K. (2012). "Maritime law and admiralty jurisdiction: Historical evolution and emerging trends."
The Admiral VI. Ghana Shippers’ Council. 42: 1-36, p. 19-21, see also Rothwell, D., et al. (2015) The Oxford handbook of the
law of the sea. Oxford Handbooks in Law, p. 531-35.

258 This was also discussed in section 6. Go green - an environmental necessity. Here it was also discussed how progressive
IMO and NGO'’s are towards the environmental legislation. Which means they push for more strictrules and for the member
states to comply with the law.

93



In order to address the situation, there are some basic industry characteristics
that need to be outlined in connection with maritime contracting in order to be

able to understand the specific case analyzed in the dissertation.

A maritime contract is defined as:

“(...) a contract directly relating to the navigation, business, or commerce of the high
seas or other navigable waters and falling within the jurisdiction of the admiralty

court.”z59

In other words, the maritime contracts involve a product or a service, which has
to be handled or is in regards to business on navigable waters between a
shipowner and supplier.

However, according to Steven F. Friedell (hereinafter, referred to as,

“Friedell”):260

“A contract is not considered maritime merely because the services to be performed under
the contract have reference to a ship or its business, or because the ship is the object of
such services or that it has reference to navigable waters. In order to be considered
maritime, there must be a direct and substantial link between the contract and the
operation of the ship, its navigation, or its management afloat, considering the needs of
the shipping industry, for the very basis of the constitutional grant of admiralty

jurisdiction was to ensure a national uniformity of approach to world shipping. 261

259 “Maritime contract.” Merriam-Webster.com. 2019,
https://www.merriam-webster.com/dictionary/contract#legalDictionary. Last visited January 23rd 2019.
260 Professor of Law at Rutgers University (Camden) with expertise within Maritime Law.

261Friedell, S. F. (1999). Benedict on Admiralty on Jurisdiction (7th rev. ed.). LexisNexis. See also Force, R. (2004).
Admiralty and maritime law. Federal Judicial Center, p. 9-10.
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Friedell argues that there is a distinct line between when a contract can be
characterized as maritime. However, according to Robert Force (hereinafter,

referred to as, “Force”):262

“However, some contract cases have formulated jurisdictional distinctions that defy logic.
Consider the following contracts that have been held to lie within admiralty

jurisdiction.”?63

Then Force refers to Grant Gilmore2¢* and Charles Black?¢> (hereinafter, referred

to as, “Gilmore & Black”):

“Suits on contracts for the carriage of goods and passengers; for the chartering of ships
(charter parties); for repairs, suppliers, etc., furnished to vessels, and for services such as
towage, pilotage, wharfage; for the services of seaman and officers; for recovery of

indemnity or premiums on marine insurance policies."266

Furthermore, Force states that:
“(...)it appears that contracts that obligate a person to provide services directly to a vessel

may be maritime contracts.”?67

Based on the statements from above, there are a difference of opinion, regarding
when is it a maritime contract or not. Although, Force states that as long as the
contract is in regards to a vessel, then it can be characterized as a maritime
contract. Therefore, maritime contracts refer to a contract relating to a vessel and

is distinct from general contracts. It is an agreement pertaining to the operation,

262 Lawyer and Niels F. Johnson Chair of Maritime Law, Director Emeritus, Maritime Law Center. Specialized in Admiralty
Law.

263 See also Force, R. (2004). Admiralty and maritime law. Federal Judicial Center, p. 9.

264 Professor of Law at Yale Law School. Was a scholar of Commercial Law.

265 Professor of Law at Yale Law School. Was a scholar of Constitutional Law.

266 Gilmore, G. & Black, C. (1975). The Law of Admirality (2rd ed.), Foundation Press, p. 22. See also See also Force, R. (2004).
Admiralty and maritime law. Federal Judicial Center, p. 10.

267 See also Force, R. (2004). Admiralty and maritime law. Federal Judicial Center, p. 10.
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navigation, maintenance, and repair or provisioning of a vessel. An action on

maritime contract falls within the ambit of the admiralty jurisdiction.268

The point of discussion in this dissertation is relational contracting between the
shipowner and the supplier. The aim of this contract form - which will be further
discussed - is to create a collaboration between the shipowner and the supplier
in regards to current and new products. Therefore, the dissertation argues, that
there is a substantial link between the relational contract and the vessel - thus,
the relational contract can be characterized as a maritime contract.

Due to the size and complexity of the maritime market, a variety of contracts can
be found and each with a different purpose. Figure 1.1 illustrated an overview of
the maritime industry and the different markets that exists. Therefore, in order
to discuss relational contracting between the shipowner and the supplier, an

examination of the market, in which they are operating is relevant.

7. The four market places within maritime law
As previously stated, the shipbuilding industry is a construction heavy business

and therefore the volatility of the industry states itself. The market mechanism
uses the volatility to balance supply and demand for ships whilst at the same time
drawing in new low-cost shipbuilders and driving out high-cost capacity.26? This

mechanism is basically unstable2’0 which is reinforced by two other

268 Jbid. The admiralty court can make a legal interpretation of the maritime contract when the language is ambiguous.
However, under federal maritime law, a court may not look beyond the written language of the document to determine
the intent of the parties - unless the disputed contract provision is ambiguous. In reviewing maritime contracts to see if
their written language is ambiguous, the court interprets their meaning with respect to their normal and everyday
meaning. In the absence of any evidence or argument from the parties as to how to resolve the ambiguity, the court
adheres to the principle that an ambiguous provision in a maritime contract is to be constructed against the drafter.

269 Stopford, M. (2009). Maritime economics. Routledge, p. 629.

270 Ibid., This can be illustrated as follows: If the merchant fleet is 1,000 million dwt and sea trade grows by 5%, an extra
50 million dwt of ships are needed. If, in addition, 20 million dwt of ships are scrapped, the total shipbuilding demand is
70 million dwt. But if the sea trade does not grow, no extra ships are needed and shipbuilding demand falls to 20 million
dwt. So a 5% change in trade produces a 70% change in shipbuilding demand.
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characteristics of the shipbuilding market. New ships are not delivered until
several years later upon ordering,2’! and as a result, investors are not able to
know whether the ships will be needed or not, which leads to the market
sentiment often taking over in the absence of credible forecasts.2’2 Consequently,
the ordering of ships primarily peaks at the top of the market’s lifecycle, and by
the time of the delivery of ships, the demand is already decreasing, but arguably,
the flood of new ships increases the surplus, which extends the downturn. This
process is reinforced by the inflexibility of modern shipyard capacity. Since the
ability of shipyards to adjust the outputis considered difficult, they subsequently
often drop the prices to encourage speculative 'counter-cyclical’ orders leading

to liquid investors often taking advantage of the bargains.273

The sea transport service is divided into the following four market places:
L. The freight market trades in sea transport
Il.  The sale and purchase market trades second-hand ships
Ill.  The newbuilding market trades new ships

IV.  The demolition market deals in ships for scrapping?’#

The four market places operate individually and have specific market
parameters that influence the market. Despite being in separate market
structures, the four markets influence one another.27> In order to conduct the
research, it is fundamental to identify in which market the shipowner and
supplier are operating and if or how the other markets will influence the current

market. As this dissertation covers the possibility of creating a relational contact

271 Jpid,, p. 157. This was also mentioned in Section 2.1 The financing and production, where it was stated that it takes
approximately 1-4 years from the order of a ship to delivery.

272 Jpid., p. 629.

273 Ibid.

274 Stopford, M. (2009). Maritime Economics. Routledge, p. 177. See also figure 1.1 for a maritime market overview.

275 Jbid.
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between two parties, both option I (the freight market trade) and option IV
(demolition) can be discarded.27¢ In terms of option II (sales and purchase of
second-hand ships), this market mainly deals with the sales and purchases of
ships, and not on spare parts or individual parts. A further definition states that
the biggest difference between the two markets is that the sales and purchasing
market only deals with existing ships, whereas the newbuilding market only
deals non-existing ships.2’7 Hence, in the situation where a shipowner may wish
to purchase only an engine, it does not make sense to purchase an entire ship
second-hand, and therefore, this dissertation will focus on option III (the

newbuilding market) solely.

In contrast to these four markets, Stopford suggests - from an economic point of
view - that the market players operate within only two different ship industries,
namely shipbuilding and shipbreakers.2’8 However, it can also be argued that the
maritime industry is operating with three different industries with the last
industry being second-hand ships. Arguably, the shipbuilding industry supplies
new ships, shipbreakers?7? are the last-resort buyers of old ships, which cannot
be operated profitably in the shipping market.280 The shipbreaking industry is
typically located at the other end of the world - geographically - which is mainly
in low-cost countries - particularly the Indian subcontinent - and is one of the
most labor-intensive industries. For example, in some countries, the scrapping
takes place on the beach with labor equipped with only the most primitive of

hand tools and cutting equipment.281 Lastly, the second-hand ships industry is

276 This is done, since the demolition market considers scrapping or recycling of ships and the freight market considers
transport of goods.

277 Ibid., p. 207.

278 Ipid., p. 648.

279 Also known as recycling or demolition.

280 This second-hand market is, arguably, a diverse market. A ship has a lifespan of 25-30 years. Some shipowners order
new ships, operate them for approx. 10-15 years and then they replace them with new ones and sell the old ones second-
hand. Stopford, M. (2009). Maritime economics. Routledge, p. 207.

281 Jpid., p. 614.
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merely trading used ships, which still can be operated profitably in the shipping

market.282

The market characteristics of the newbuilding market will be described below.

7.1 The newbuilding market
Although the shipbuilding market is closely related to the sale and purchase

market, it is characterized quite differently. This leads to several complications:

First, the specification of the ship must be determined. Whenever possible,
shipyards will press the buyer to choose a standard design of a yard.
Consequently, it accelerates the negotiation process, reduces the pressure on
design, and estimates resources.283 Additionally, it is generally cheaper to build
something alternative to a bespoken design. Brand new designs are therefore
tricky as the costs have to be estimated early in the negotiation process which
involves a significant risk.284 Shipowners (i.e. buyers) can make modifications to
the yard design though the shipowner will generally be subject to an extra
charge.?85 For the same reason, shipyards prefer series orders.

Second, the contractual process for such a major undertaking is more complex.
Hence, to construct a contract which encompasses all aspects of an undertaking
in a size like this, i.e. for the contract to comprehend, not only the liabilities
regarding the ship and the construction hereof, but also to grasp all the
components, performance, resources and special requirements, it is quite a

complicated contractual situation, due to the majority of the task.286

282 Jpid.

283 Jpid.

284 Jpid.

285 As stated the shipyards often try to sell a standard design to the shipowners and if the shipowners want to make changes
to the standard design, this will be at an extra cost.

286 Stopford, M. (2009). Maritime economics. Routledge, p. 207.
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Third, the ship will not be available for the following 2-3 years (depending on the
ship) from the contract date by which time conditions may have changed - which
also were discussed previously in regards to the compliance in regards to the
legislation - which emphasizes that expectations are important.287 Hence, due to
the prolonged delivery on a ship, plenty of things can change within the
construction period. As mentioned earlier, shipowners often purchase ships at

the top of the cycle, meaning in the market’s upswings.288

Thus, by the time of the delivery, the shipowner might not need the ship, due to
a decrease in the freight demand or another significant market implicatory, e.g.

the legislation.

7.1.1 Shipowners and shipyards in the newbuilding market
The shipowner who enters the newbuilding market may have several different

motives. For example, the shipowner may need a vessel of a certain size and
specification, and cannot find a suitable ship on the second-hand market. This
often happens when market conditions are firm and the supply of quality ships
is restricted, which can lead to second-hand prices being even higher than new
prices - it is worth noting that buying a second-hand ship, the shipowner can
basically operate it tomorrow, since the ship is already built, whereas purchasing
anew ship, requires construction time up to several years. Another possibility is

that the ships are needed for an industrial project.28°

The negotiation of newbuilding is complex. Often, shipowners appoint a broker,

e.g. management, to handle the newbuilding, but may also deal directly with a

287 [bid.
288 Jpid.
289 Stopford, M. (2009). Maritime economics. Routledge, p. 207.

100



shipyard if they have an existing relationship which would exclude some time-
consuming expert resources. According to Stopford, the shipowner may
approach the shipbuilding market from several different directions depending
on their circumstances and the state of the market. One common procedure is to
invite offers from a selection of yards.2°°

However, the documentation of the offer is often very extensive, setting out a
precise specification for the ship. Once the offers have been received, the most
competitive offers i.e. yards, are selected. Hereafter a final selection is made
following a detailed discussion of the design, specification, and terms.2°1 This
process may take from six to 12 months.

In a sellers’ market, however, the procedure - collection offers - may not be
possible. Shipowners compete viciously for the few available berths, and thus
shipyards are able to set their own terms and conditions. Often, shipyards take
advantage of a firm market in order to insist upon the sale of a standard design.292
During the process i.e. of finding the suitable offer and design of the ship, the
chosen shipyard and shipowner need to clarify the contractual paperwork. The
contract negotiation can be divided into four areas in which negotiations focus
upon: price, specification of the vessel, terms and conditions of the contract, and
newbuilding finance offered by the shipyard.?°3 The maritime market is highly
influenced by the global economy, which is why there are differences between a
weak and a strong market. In a weak market, shipowners will seek to extract
maximum benefits from their negotiation position in each area. Conversely, in a
strong market, shipbuilders will negotiate for the maximum price possible on a
standard vessel - with favorable stage payments - which will be discussed

below.2%4

290 Jbid,, p. 208.
291 [bid,
292 [bid,
293 [bid,
294 [bid,
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The shipbuilding market is highly competitive. Thus, as mentioned previously,
the shipowners compete fiercely for the berths. Therefore, the price at which a
ship is sold depends on the trade-off between the demand for new ships and the
availability of supply of new building berths for that particular ship type. If there
are more potential orders than berths, the price rises until some investors drop
out, and if there are more berths than orders, prices fall until new buyers are

tempted into the market.295

As stated above, the financing of a ship is a tricky part, due to the amount of
capital needed and, thus, the banks play an important part in the financing and
the financial construction hereof. Due to distinctive characteristics, the financing
of the shipping industry varies from other asset-based industries, e.g. real estate
and aircraft. According to Stopford, the bankers are keener on predictable
earnings, clear corporate structures, high levels of disclosure, and well-defined
ownership. Conversely, the investors look for consistent growth and high yields.
However, the problem is that not many shipowner companies are fulfilling these
criteria. As the ships are internationally mobile and there is a free choice of legal
jurisdiction i.e. choice of flag state, by the shipowners, the companies are able to
adopt a less formal corporate structure than other industries employing such
large amounts of capital. In addition, revenue flows and asset value are highly

volatile.296

295 Jpid.,, p. 630.
296 Ipid,, p. 269.
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7.1.2 Newbuilding contracts
The relational contract between the shipowner and the supplier, concerns

products for the vessel, thus, arguably, can be classified as shipbuilding i.e.
newbuilding. Shipbuilding is a complex and vast construction project, therefore
most of the content of a shipbuilding contract is directed towards the regulation
of the construction, where each party assumes long-term obligations to the
other and bears significant commercial risks.297

Shipbuilding contracts are generally considered as sale of goods contracts
regulated by the Sale of Goods Act (SGA).298

However, the SGA only applies to the extent that parties have not departed from
its provisions in their contract. Given the detailed nature of most shipbuilding
contracts, the SGA will most often not be applied.2°?

In the maritime industry there are a number of standard shipbuilding contracts.
There are many NGO’s and private Associations worldwide, which has fashioned
their own templates. The most widely used remains the Shipbuilders’
Association of Japan Form (hereinafter, referred to as, “SAJ”), which is not only
used in Japan, but also throughout Asia, including Korea and China. It is
frequently adapted, and the versions used by Chinese shipyards are developing a
particular character. Amended SAJs are still used by Chinese shipyards despite
the publication of the Chinese Maritime Arbitration Commission Form in

2011.300

The SA] form was drafted by an influential trade association for shipbuilders, so

it is hardly surprising that it is thought to favor the shipyard in this unlamented

297 Curtis, S. (2014) The law of shipbuilding contracts. Informa Law from Routledge, p. 1. According to Curtis, however, up
until the millennium, shipbuilding contracts could quite safely be regarded as contracts for the sale of goods. Thus,
according to Diplock ] in McDougall v. Aeromarine of Emsworth Ltd.“... it seems well settled by authority that, althougha
shipbuilding contract is, in form, a contract for the construction of the vessel, it is in law a contract for the sale of
goods...”

298 Consolidated Act. No. 140 of 17 February 2014.

299 Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4t ed). Law Business Research p. 159.

300 Jpid., p. 48.
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form. Many of the amendments that are most frequently seen are made by buyers
to redress this perceived imbalance.3°1 However, the SA] form is not common use

in Denmark.302

The Baltic and International Maritime Council (hereinafter, referred to as,
“BIMCO0”)303 have - like SA] - produced its own form of shipbuilding contract
called the Newbuildcon.3%4 The Newbuildcon was seeking to address the
perceived imbalances in SAJ.395 The BIMCO is a shipping industry trade
association with many shipowner members. It is therefore perhaps unsurprising
that the Newbuildcon is a much more buyer-friendly contract. Although it is a
more modern contract, the Newbuildcon does not seem to have caught on and it

is not often encountered in practice.306

However, within Danish law, shipbuilding contracts are subject to the general
principle of contractual freedom.3%? Consequently, parties to a shipbuilding
contract will have considerable latitude to enter into a contract on individually
negotiated terms. Often, this will be based on a standard form of a shipbuilding
contract such as BIMCO’s Newbuildcon or alternatively the parties’ own

templates.308

Although the principle of contractual freedom will be applied in the dissertation,

the Newbuildcon will be used to analyze relational contracting. The content of

301 Jpid.

302 Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4th ed). Law Business Research, p. 159.

303 BIMCO is the largest international shipping association representing shipowners globally. BIMCO has developed over
300 contracts and clauses, which covers the full lifecycle of ship related operation and activities. For the full list of contracts
and clauses see https://www.bimco.org/contracts-and-clauses/bimco-contracts. Last visited January 25t 2019.

304 BIMCO published the Newbuildcon in 2007. Curtis, S. (2014) The law of shipbuilding contracts. Informa Law from
Routledge, p. 159.

305 Jpid.

306 Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4th ed). Law Business Research, p. 48. For
high-value and complex projects in the off-shore industry, such as for FPSOs and FSOs, Engineering, Procurement and
Construction306 contract forms are increasingly seen - often but not invariably with the shipyard acting as the EPC
contractor. These types of contracts originate from the engineering industry rather than shipbuilding and differ in a
number of respects from the mainstream shipbuilding contract forms.

307 Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4th ed). Law Business Research, p. 48.

308 Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4t ed). Law Business Research p. 159.
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the Newbuildcon combined to the PPC2000 contract - which will be discussed
later, - will be used for inspiration to define the relational contract between the
shipowner and the supplier. Therefore, these contracts are used, as point of
discussions, in order to secure that the relational contract, entails the necessary

elements set out from Newbuildcon.

7.1.3 Newbuilding prices

Even though a shipbuilding agreement is very similar to contracts for sale of
existing or second-hand ships, another factor is the predominant contracting
term; the price.3%° In a newbuilding scenario, the price is arguably the most
important step. As mentioned above, ships are contracted for a fixed price
payable in stages, which spreads the payment for the construction of the vessel.
The aim of a shipbuilder is to be paid while the ship is being build - therefore the
shipbuilder does need working capital and these stage payments are usually as

shown in table 2.3.

309 Stopford, M. (2009). Maritime economics. Routledge, p. 209.
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Table 2.3 - Stage payments

Typical pattern of shipyard stage payments

Stage in production Payment due
Signing of contract 10 percent

Steel cutting 22.5 percent
Keel laying 22.5 percent
Launching 22.5 percent
Delivery 22.5 percent

Source; M. Stopford310

According to Stopford price is the most important factor. Usually ships are
contracted for a fixed price dispersed in a series of ‘stage payments’ for the
construction of the vessel. Therefore, it is very important for the shipyard that
the payments are transferred according to plan, to ensure capital during the
construction period of the vessel. As mentioned previously, the financing of a
ship is a great deal of money which is why the shipyard needs ongoing liquidity
to upheld the building of the ship and to lower the risk of potential lack of

payment.311

The payment pattern varies enormously according to the market, even though
the current tendency will seldom be divided into more than five or six
payments.312 In a seller’s market, a shipyard may demand 50 percent on a
contract signing, whilst low interest rates and a weak market results e.g. in
contracts with 10 percent payable at contract for laying keel and launch, thus the

remaining 70 percent for delivery.313

310 Jpid., p. 208.

311 Jpid.

312 Jpid.

313 See table 2.3-Stage payments.
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Even though the price is considered the most important, so is the specification of
the vessel. In a buying process, it is relevant to outline the exact components and
design in order to set the price of the subject because if the parties have not
specified it properly, then there might be modifications to the design, which may

add to the cost.314

8. Concluding remarks
In this chapter, the focus was on the market and maritime law and how it

surrounds the maritime industry. This overview was important and necessary,
as the maritime industry is very significant in production pace, expensive
financing, and complex conventions and laws to navigate in. In order to create a
common set of rules at sea, the IMO was created as part of the UN in 1958. The
original purpose was to ensure safety at sea, but the conventions also came to
influence the environmental aspect of the maritime industry.

At sea, the shipowners are not limited to a national territory, but can choose any
flag state for their ships. Although there are both pros and cons to every choice,
it means that the shipowners are free to choose a nationality (or flag) which has
ratified less of IMO'’s strict conventions and laws for their ship. Currently, this
means that the flag states of the ships determine much of the collaborations,
instead of e.g. considerations for the environment.

Hence, this chapter suggests that a relational contract between a supplier and a
shipowner may result in innovation in more than one aspect. In connection with
this chapter, the hypothesis is that a strong collaboration between a supplier and
a shipowner may influence the choice of flag state or the compliance hereof,

which then may become more aware of the environmental consequences of the

314 Stopford, M. (2009). Maritime economics. Routledge, p. 208-9.
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decision and, thereby, choose a more environmentally conscious flag state or at
least become more environmentally friendly.

This will be followed by an analysis of the IMO and its conventions, as well as how
the conventions influence the industry. In this connection, it will be discussed
whether the IMO and its conventions are strong enough in an industry where the
conventions are not binding, but are optional, and where the shipowners
themselves can choose a flag state depending on which legislation they would
want to adhere to. Consequently, the parties’ individual choice of flag state
influences the maritime contracts in-between. However, the IMO and the NGO'’s
are attempting through their conventions to influence the environmental focus of
the shipowners. Most of the IMO’s current conventions involve the green
development within the industry which is - without a doubt - the future of the

shipping industry.
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Chapter 3: Transaction costs in a relational contracting

perspective

1. Introduction
The previous chapters have focused on the methodology and the maritime

industry. Also, the parties within the market. The case of this dissertation - as
illustrated in figure 1.2 - has its starting point in the current market situation,
where there are three parties i.e. the shipowner, the supplier and the
management. Chapter 2 discussed the market and players, from where the
management plays an important role in regards to the shipowner especially

within the newbuilding of a ship.31>

In order to establish a relational contract between the shipowner and the
supplier, the current three-party situation needs to be addressed from a
transaction cost perspective. In this chapter, the management will be introduced
as a party within the contract, where the management’s potential role within the
relational contract will be discussed.31¢ To obtain a broader understanding of
relational contracting - from an economic perspective, a further definition of all

three of the parties will be addressed.

315 Stopford, M. (2009). Maritime economics. Routledge, p. 208.

316 The point of this chapter is to clarify the transaction costs within the current one-off transaction and compare these to
the relational contracting situation, in order to eliminate the management party from the situation. Therefore the
transactions cost theory will be applied to highlight these costs, thus to optimize the situation between the shipowner and
the supplier. Hence, the analysis of this chapter will solely focus on the transactions between the parties and use the
transaction cost theory as a tool to define these costs.
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Figure 3.1 - The relational triangle

Source: the author’s creation

The figure above illustrates the relationship inter partes. The dissertation will
refer to this figure as the “relational triangle”. The purpose of the relational
triangle is to illustrate the relationship between the parties in order to define the
different constellations and interactions. Within the triangle, three different

relations occur:

e The shipowner and the supplier
e The shipowner and the management

e The supplier and the management

Each of the relations are affected by several economic factors which impact each
relation independently. Hence, an analysis of the economic factors will create an
understanding in terms of which factors need to - or can - be altered in order to

optimize the situation for the parties.

As mentioned in chapter one, some of the industry’s issues occur because of the

information asymmetry among the parties, but factors such as the parties’
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behavior towards one another will also affect the collaboration and thereby
influence the possibility of engaging in a successful relational contract.317 When
two parties consider relational contracting, the parties must acknowledge each
other and gain joint utility in order to achieve the optimal contract; and thereby

a successful long-term collaboration. This will be further discussed below.

It will become evident that the management as a party is introduced by the
shipowner with the sole purpose of purchasing a required product at a lowest
possible price in order to keep the costs down.

This dissertation analyzes relational contracting as a more optimal solution for
the shipowner and the supplier - rather than the current one-off transaction
which includes the management as a third party - this chapter will address
different theoretical aspects, including a discussion of how behavioral economics
(as a development of neoclassical theory)318 may influence the creation of a more

efficient contract from an economical point of view.

Hence, through the use of behavioral economics and transaction cost theory,
neoclassical theory will be the basis for the discussion of the possibility to
identify an improved way for the parties to engage in a relational contract
situation by defining and optimizing the transaction costs. The chapter will
present the transaction costs both for the current situation, which includes the
management, and the relational contract situation which should illustrate the

economical incitement for illuminating the management as a third party.

317 This was mentioned in Chapter 1, section 1. Introduction.
318 Knudsen, C. (1997). @konomisk metodologi. Bd. 2: Virksomhedsteori og industrigkonomi (2nd ed.).
Jurist- og @konomforbundets Forlag, p. 284-86.
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2. The economic foundation for understanding transaction

costs
This section will outline the economic framework of the case, thus illustrate how

to approach relational contracting from an economic perspective. This
dissertation proposes to apply relational contracting instead of the current on-
off transactions, thus it is relevant to investigate whether this type of contracting

is more efficient for the parties i.e. the shipowner and the supplier.

In order to understand the different underlying relations, the dissertation will
conduct a broad study of several economic theoretical phases in order to define
the economic framework in which the parties are operating and thereby clarify
what influences them. The dissertation will begin by reviewing the theory of

behavioral economics and, thus, set the boundaries for the dissertation.

2.1 Behavioral Economics

Due to the focus of this dissertation, an economic foundation is important to
prepare in order to define the most efficient type of contract within the shipping
industry. To this end, the neoclassical theory is used as the basis for the

discussion of the possibility of creating a greater contractual value.

The neoclassical theory is a major factor in areas such as microeconomics and
economic theory in general, since both are essentially based on the assumption
of complete rational parties in economic transactions.31? This also means that
neoclassical theorists assume that all organizations are stable structures, that
does not change over time and that all parties are ensuring full disclosure of

knowledge, i.e. asymmetric information does not exist.320 The essential feature

319 [bid., p. 54-55.
320 [bid.
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of neoclassical theory is the profit maximization hypothesis321 which is also one
of the main assumptions in microeconomics. Christian Knudsen (hereinafter,
referred to as, “Knudsen”)322describes the structure of the neoclassical theory as
a situation which limits centered heuristics that defines so many external
constraints on a decision-maker that eventually only one option is left; the so-
called 'single-exit'.323 The neoclassical thinking can be considered single-minded
and looking unabashedly economic efficiency by assuming that all parties in a
given market are complete rational collaborating to create the most
economically efficient outcome. As a consequence, behavioral theory emerged
with the criticism of the neoclassical profit maximization hypothesis, the
assumption that the company's behavior does not change over time, as well as
challenge the scenario of a perfect market, which makes it more applicable to the

market.324

The reasoning behind this criticism can be explained by an idea that a question
of doubt can be viewed from different angles. It can be illustrated through an
object (e.g. a company, a legal dispute, a public offer) which is placed in a square
transparent box. Here the object can be considered from several different
aspects, e.g. the neoclassical angle from one side and the behavioral angle from
the other side.32> Arguably, the more additional angles from where an object is

analyzed, the more knowledge is gained around the object in question.

321 Jpid. See also Sornn-Friese, H. (2007) Hvad er en virksomhed?: Erhvervsgkonomisk teori og analyse. Samfundslitteratur,
p- 39.

322 Ph.D., Dr.merc and Professor at Department of Marketing Management at CBS (Afsaetningsgkonomi).

323 Knudsen, C. (1997). @konomisk metodologi. Bd. 2: Virksomhedsteori og industrigkonomi (2nd ed.). Jurist- og
@konomforbundets Forlag, p. 51.

324 Jbid., p. 284-88.

325 Jbid,,
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The dissertation will - later on - discuss relational contracting between the
shipowner and the supplier. Thus, clarify the incentives for both of the parties
and from a joint perspective, and thereby define the contractual framework, in
order to establish a successful collaboration.326 Therefore this chapter is the
starting point, to create an interaction between the law perspective and the
economic perspective. Hence, relational contracting is viewed from two
perspectives. Similarly, the interaction between law and economics can be
explained: There are two different subject areas, where problems can be
visualized from two different angles, and by combining these, a more
comprehensive explanation of the problem is created. Neoclassical theory and
behavioral theory are, as a rule, opposite in their respective perceptions of
human rationality. Neoclassical theory assumes unlimited rationality, whereas
behavioral theory assumes a restriction on the parties’ rationality.327 Therefore,
these two theories form the part of the basis for the economic analysis. These will
be the basis of the more central risk-based discussion which will contribute to
the definition of risk tolerance that the parties hold in the shipowner versus the

supplier contractual relationship. Which will be discussed in chapter 6.

Therefore, the following analysis will be based on behavioral theory which
includes a theory of limited rationality, in order to adjust the preliminary result

into what may appear to be a more authentic, industry-relevant result.

326 Relational contracting will be discussed in chapter 4; 5 and 6. Whereas the discussion on the incentives between the
shipowner and the supplier will be discussed in chapter 6.
327 Knudsen, C. (1997). @konomisk metodologi. Bd. 2: Virksomhedsteori og industrigkonomi (2nd ed.). Jurist- og
@konomforbundets Forlag, p. 54-56 and p. 284-86. See also Tvarng, C. D. & Nielsen, R. (2017). Retskilder og retsteorier.
Djgf/Jurist-og @konomforbundet, p. 432-435 and Hendrikse, G. (2003). Economics and management of organizations: co-
ordination, motivation and strategy. McGraw-Hill, p. 18-19.

114



According to George Hendrikse (hereinafter, referred to as, “Hendrikse”)328

behavioral economics can be based on the following stereotypes of behavior:

1. Self-interested behavior — people who care about their own interest and
are honest and reliable. They keep their promises and do not
misrepresent information in order to gain something and stick to the
rules.329

2. Opportunistic behavior - people who strive for their own self-interest
without guile. All means are advanced in order to gain benefits, like
lying, stealing and treason, but also more subtle forms of dishonesty are
considered, like telling only a part of the truth or presenting an over-
optimistic view of a new product.33°

3. Idealistic behavior — People behaving according to this assumption
strive for the common interest and take decisions in the interest of the

whole organization.331

These three stereotypes, are defining different kinds of behavior and the level of
tolerance, meaning that these three types are covering a broad range of self-
centered behavior. In regards to the shipowner and the supplier, then they need
to be placed within one of these stereotypes. Both the supplier and the shipowner
are not displaying idealistic behavior, since they are in a competitive situation,
both of them, they are not putting the common interest first hand. Though, both
the shipowner and the supplier are between self-interested and opportunistic
behavior, though both of them are concerned by their image and therefore needs

to be reliable, however they are both self-optimizing. Therefore, it is more likely

328 Professor of the Economics of Organisations at Rotterdam School of Management.

329 Hendrikse, G. (2003). Economics and management of organizations: co-ordination, motivation and strateqy. McGraw-
Hill, p. 21.

330 Jpid.

331 Jpid.
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that they can be categorized more as opportunistic individuals, though this will

be discussed further below.

Within behavioral economics, it is important to define the party’s behavior, but
also to define their level of rationality. As mentioned above, the neoclassical
theory is based upon parties with complete rationality, whereas the behavioral
assumes a change in the parties rationality.332 Therefore, the behavioral

approach towards rationality needs to be clarified.

According to Hendrikse behavioral economics can be based on different

approaches to rationality:

1. Complete rationality; This is the rationality principle of the
neoclassical theory. This is in regards to when the cognitive
capacities of the decision maker are sufficient in terms of being able
to grasp the problem and being able to make a rational decision,
based on all the relevant factors. 333

2. Limited rationality334; when the cognitive capacities of the decision-
maker are insufficient when trying to grasp the whole complexity of
a problem. It is not possible to take all relevant factors of a problem
into account when a decision has to be made, because behavior is
“intendedly rational, but only boundedly so,”335 or when perhaps
efforts are made to take the best decision it is actually too costly to
do so. Limited time and means often prevent all the relevant

information from being extracted from the data.33¢

332 Knudsen, C. (1997). @konomisk metodologi. Bd. 2: Virksomhedsteori og industrigkonomi (2nd ed.). Jurist- og
@konomforbundets Forlag, p. 130-32. Authors translation. Original Language; Danish.

333 Hendrikse, G. (2003). Economics and management of organizations: co-ordination, motivation and strateqy. McGraw-
Hill, p. 19-20. See also Simon, Herbert A. Administrative behavior. Simon and Schuster, 2013, p. 87-89.

334 Also known as ‘hounded rationality’.

335 Simon, H. A. (2013). Administrative behavior. Simon and Schuster, p. 88.

336 Hendrikse, G. (2003). Economics and management of organizations: co-ordination, motivation and strateqy. McGraw-
Hill, p. 19.
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Limited rationality does not necessarily mean that people behave inconsistently.
The way in which behavior is “intendedly rational, but only boundedly so” is
interpreted so that behavior is consistent within the limitations of the decision-

making.337

The purpose of the use of behavioral economics is to explore the parties’
incentives and define the importance hereof. The study of behavioral economics
is basically how market decisions are made and the mechanisms that drive the
choices.338 The dissertation will discuss how this is applicable in regards to
relational contracting. Thus, the dissertation addresses three parties which all

have a significant role in the market and within the decision-making process.

3. The parties and their market role in a behavioral
perspective

As illustrated in the relational triangle, each party has an inter pates relation
relevant in the decision-making. Based upon the assumptions that the parties are
limited rational and showing opportunistic behavior, the dissertation will define

the behavior of the parties.

The definitions below will be set out from the current one-off transaction
perspective, hence this current situation before engaging in relational
contracting. At this point, the reason for defining the behavior of the parties is to

understand how each of them operates in order to understand how to change

337 [bid. See also Simon, H. A. (2013). Administrative behavior. Simon and Schuster, p. 88.
338 Knudsen, C. (1997). @konomisk metodologi. Bd. 2: Virksomhedsteori og industrigkonomi (2nd ed.). Jurist- og
@konomforbundets Forlag, p. 25-27 and 284-185. Authors translation. Original Language; Danish.
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their behavior, e.g. by using incentives, which will be further discussed in chapter

6, from the supplier and the shipowners perspective.33?

3.1 The supplier

The supplier is an individual manufacturer within the market, who makes
decisions from a business perspective. The supplier can be characterized as self-
interested and does not have the incentive to think of the greater good or the
other parties, which means that the supplier’s interest lies solely within its own
organization and the success of the company’s performance. However, arguably,
the supplier must be showing more of an opportunistic behavior, since the
decision-making is purely based on the business’ perspective in the given
engagements. So, the supplier can, arguably, be found in the middle of self-
interested and opportunistic behavior. Although, the supplier is self-optimizing ,
therefore they must be categorized as opportunistic. In a sales situation, the
supplier is limited rational based on the fact that it may not ensure full disclosure
of information with the shipowner, as both parties may have an interest in

withholding information that could be relevant for the other party.

3.2 The management
As the supplier’s behavior is seen from a business perspective, it is also relevant

to illustrate the management’s behavior from a business perspective. Like the
supplier, the management is focused on its business and its strategy, since the
management also has an aim to optimize their own business. Although, the

management’s primary function is to perform a service which is based upon the

339 The parties incentives is discussed in chapter 6, though the discussion is just in regards to the shipowner and the
supplier, therefore the managements incentives is not discussed.
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explicit and implicit requirements of the shipowner. Hence, the management is
the intermediary party between the supplier and the shipowner, which creates an
incentive for the management to perform at its best towards the shipowner.

In a purchasing situation, the management is hired by the shipowner which
creates loyalty between the two parties and not necessarily between the
management and the supplier. Thus, even though the management could lean
towards self-interested behavior, the management can be characterized as a party
with an opportunistic behavior due to its strategy. When the shipowner hires the
management to purchase a given commodity, the management will buy the
specific product as requested at the given price range based on the specifications
provided to them. However, if the management was leaning towards self-
interested behavior, arguably, it could present the shipowner with better
alternatives to the requested commodity - at a higher price.

Therefore, the management is considered to perform a more opportunistic
behavior, than self-interested, since the management does what they are paid to
do and nothing else. This means that the management focuses on performing the
requested service from its clients (e.g. the shipowners) sufficiently, despite the
fact that it may possess more information than the shipowners and vice versa.340
Arguably, this illustrates that the management is limited rational. However, the
management will never be able to obtain complete information, due to the

information asymmetry - as previously mentioned - in the industry.

3.3 The shipowner
Similarly, to the management, the shipowner is also managing a business which

is why it is considered to lean towards opportunistic behavior too.

340 The meaning of this, is that the shipowner hires the management to purchase a requested item, although the shipowner
might withheld information, as they might not inform the management of the actual needs, since they just orders the
product, in which they think they need. On the other side, the Management does not create a dialogue with the shipowner
in regards to the different product possibilities presented from the suppliers.
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The shipowner’s primary business model is to own and manage ships which
means that the shipowner’s main interest in a purchasing situation is to get the
best possible deal. As this dissertation perceives shipowners as owners of highly
leveraged assets (which means that they are under financial pressure),34! this
may result in a market situation where the shipowners are mainly interested in
the lowest possible price. Arguably, these products are not necessarily the most
optimal long-term products, which means that shipowners may not have utilized
all their opportunities.342 Thus, based on the above, shipowners are opportunistic,
due to their focus on maintaining their own business and earnings in the market.
Additionally, since the maritime market is not characterized as a perfect market,
shipowners also suffer from the information asymmetry. This also means that all
three parties are limited rational, due to the fact that each of the parties have
information that none other possesses which they are not willing to share.

To summarize, the three parties’ situation have been defined from a behavioral
perspective where the focus is to clarify and understand a given behavior. Thus,
the dissertation’s objective is to clarify how and if it is possible to optimize the
contract between the supplier and the shipowner by entering into a relational
contract. The use of behavioral economics is used to analyze the parties’ situation
and expected behavior in such a relational contract. However, the benefits of such
a transition to a relational contract also entail a focus on the transaction cost of
contracts. Therefore, in the following section, the dissertation will apply the

transaction cost theory.

341 This was set out in chapter 1, section 4.1.1 The shipowner, were the definition of the shipowner was set out.

342 This is in reference, to the case set out in chapter 1, where the shipowner is interested in the cheapest and best product.
The cheapest and best product, might not always be the best product on a long-term basis, whereas other more expensive
products, might have a longer lifespan and/or better performance, all depending on the product and the shipowners needs.
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4. Transaction cost theory
Transaction cost theory stipulates that the transaction costs associated with the

market343 creates organizational innovation - e.g. the formation of companies -
in order to minimize transactions costs.3** In simple words, transaction cost
theory challenges or demonstrates the implications of the assumption of zero
transaction, as with zero transaction costs, parties will without a cost bargain to

an efficient result.345

The transaction cost theory origins to seminal contributions in law, economics
and organizations made in the 1930’s.346 Even though it was largely ignored in
micro-economic theory, John R. Commons (hereinafter, referred to as,
“Commons”)347 quickly perceived the need to move beyond simple market
exchange (e.g., exchanging nuts for berries on the edge of the forest or buying a
can of soda at a vending machine) to include transactions for which the
continuity of an exchange relationship was important.348 Commons furthermore
described the fundamental problem of economic organization as follows: “the
ultimate unit of activity (...) must contain in itself the three principles of conflict,

mutuality, and order. This “unit” is a transaction.”34°

343 This dissertation is dealing with transactions between the shipowner, the supplier and the management, in regards to
purchasing a new product in a newbuilding situation.

344 Williamson, Oliver E. (1989) "Transaction cost economics." In The Handbook of industrial organization Volume I, Edited
by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V., p. 137.

345 Coase, R. (1992). “The Institutional Structure of Production”. American Economic Review, 82(4): 713-719,p. 717

346 Williamson, Oliver E. (1989) "Transaction cost economics." In The Handbook of industrial organization Volume I, Edited
by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V., p. 137.

347 American economist at the University of Wisconsin-Madison.

348 Williamson, O. E. and Tadelis, S. (2013) “Transaction cost economics” in The Handbook of Organizational Economics
edited by Roberts Gibbons and John Roberts. Princeton University Press, p. 160.

349 Commons, . R. (1932) "The problem of correlating law economics and ethics." Wis. L. Rev. 8: 3-26, p. 4.
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Initially, Commons and Ronald Coase (hereinafter, referred to as, “Coase”)3>0
made the leading contributions, whereas Karl Llewellyn (hereinafter, referred to
as, “Llewellyn”)3>1 added key insights and Chester I. Barnard (hereinafter,
referred to as, “Barnard”)3>2 presented an organization theory perspective.3>3
Commons advocated that the transaction was and should be the main focus of
analysis. 3¢ Hereon, a contractual point of view was adopted and the importance
of crafting institutions, which serve to harmonize the trade between parties with
otherwise oppositional interests, now became the main focus. Llewellyn argued
that the study of the contract should focus on the purposes to be served rather
than the legal rules, whereas Barnard urged that the powers and limits of the
internal organization should be taken more self-consciously to the front of the
analysis.3>> Although Commons and Coase made the leading contributions,
economists originally ascribe the theory of transaction cost to Coase.3%¢
Afterwards, Oliver Williamson (hereinafter referred to as, “Williamson”)357
further developed the theory of transaction costs and, therefore, the analysis unit

in transaction cost theory is the transaction itself.

350 Ronald Harry Coase, British Economist and Professor at University of Chicago Law School. Nobel Laureate in
Economics. It was in his 1937 article named The Nature of the Firm - where he introduced the transactions cost theory.
351 Prominent American jurisprudential scholar associated with the school of legal realism. Llewellyn added the key
insights in his Llewellyn, K. N. (1931). “What price contract? An essay in perspective.” Yale Law Journal, 40: 704-751, article.
352 American business executive and author. He most famous article is the Barnard, C. (1938) “The functions of the
executive” 15t printing (1962). Cambridge: Harvard University Press, which is where he added his key insights.

353 Williamson, Oliver E. (1989) "Transaction cost economics." In The Handbook of industrial organization Volume I, Edited
by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V.p. 137.p. 136. See also Barnard, C. (1938) “The
functions of the executive” 15t printing (1962). Cambridge: Harvard University Press.

Llewellyn, K. N. (1931). “What price contract? An essay in perspective.” Yale Law Journal, 40: 704-751.

354 Commons, J. R. (1932) "The problem of correlating law economics and ethics." Wis. L. Rev. 8: 3-26: p. 4-8.

355 Williamson, Oliver E. (1989) "Transaction cost economics." In The Handbook of industrial organization Volume I, Edited
by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V.p. 137.p. 137.

356 This was in regards to his Coase, Ronald H. "The nature of the firm." economica 4.16 (1937): 386-405.

357 American Economist, Professor at the University of California, Berkeley. Nobel Laureate in Economics.
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4.1 Ex ante and ex post transactions
A transaction is defined as a transition between two distinct technological

activities which can be divided into ex ante and ex post transaction costs.358 Ex
ante is the transaction costs that are attributed to the pre-contractual conclusion,
e.g. costs which are related to the negotiation process and eventually lending to
the stipulation of the contract. As a contrast, ex post transaction costs are
attributable to the post-contractual conclusion, e.g. cost related to the re-

negotiation and enforcement of the contract.3>?

Based on the classical transaction cost theories, several economists treat
behavioral assumptions as insignificant.360 This reflects a widely held opinion
that the realism of the assumptions is unimportant and that the usefulness of a
theory activates its consequences.3¢! Frank H. Knight (hereinafter, referred to as,
“Knight”)362 insisted that the study of economic organization needed to be
informed by an appreciation for “human nature as we know it”,363 with a special

reference to the condition of “moral hazard” 364

Initially - set out by Coase - the starting point of the theory was that the parties
operated in a neoclassical perspective with complete information and rationality.
However, Williamson argued that:

“(...)contracting man is distinguished from the orthodox conception of maximizing

man in two respects. The first of these is the condition of bounded rationality.

358 Williamson, O. E. (1988). "Corporate finance and corporate governance.” The journal of finance 43.3: 567-591, p. 572.
359 Jbid.

360 Williamson, Oliver E. (1989) "Transaction cost economics." In The Handbook of industrial organization Volume I, Edited
by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V., p. 138.

361 Friedman, Milton, and MARILYN FRIEDMAN. (1953) “Essays in positive economics.” University of Chicago press, p. 14.
See also Williamson, Oliver E. (1989) "Transaction cost economics.” In The Handbook of industrial organization Volume I,
Edited by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V., p. 138.

362 American economist at University of Chicago. Became one of the founders of the Chicago school.

363 Knight, F. H. (2006). Risk, uncertainty and Profit (1921). Dover Publications Inc, p. 270. Williamson, Oliver E. (1989)
"Transaction cost economics.”" In The Handbook of industrial organization Volume I, Edited by R. Schamlensee and R.D.
Willig ©Elsevier Science Publishers B.V., p. 138.

364 Jpid., p. 260.
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Second, contracting man is giving to self-interest seeking of a deeper and more

troublesome kind than his economic man predecessor.”365

Williamson uses the term self-interest - which was outlined in section 2.1.
Behavioral economics - Williamson stresses that the term self-interest is variously
described as opportunism, moral hazard and agency.3%® Williamson mentions in
the same context that it is notable that “(...)Niccolo Machiavelli’s efforts to deal

with ‘men as they are”¢” makes prominent provision for opportunism.”368

Therefore, arguably, the dissertation interprets Williamson’ self-interest term as
leaning more toward opportunistic behavior, rather than the definition of self-
interest behavior, as set out in section 2.1. Even though the importance of
behavioral theory is questioned by some economists (e.g. Coase), the dissertation
will take the behavioral assumptions into consideration, as introduced by
Williamson. In this context, Williamson introduced the two basic assumptions in
which his interpretation of transaction cost theory is based upon.3%® The two

assumptions are as follows:370

1. Man is limited rational (bounded rationality)

2. Man is opportunistic.

These assumptions are fundamental to understand costs incurred in relational

contracts such as partnering contracts — which will be further discussed in

365 Williamson, Oliver E. (1989) "Transaction cost economics." In The Handbook of industrial organization Volume I, Edited
by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V., p. 138.

366 Jpid., p. 139.

367 Machiavelli, N. (1952). The Prince; Introduction by Christian Gauss. New American Library, p. 14. Williamson, Oliver E.
(1989) "Transaction cost economics." In The Handbook of industrial organization Volume I, Edited by R. Schamlensee and
R.D. Willig ©Elsevier Science Publishers B.V., p. 139.

368 Jpid., p. 139.

369 Jbid.

370 Williamson, O. E. (1988). "Corporate finance and corporate governance." The journal of finance 43.3: 567-591, p. 569.
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chapter 5. According to Williamson, bounded rationality and opportunism serve
both to refocus the attention and to contribute to the distinction between

achievable and not achievable modes of contracting.371

In regards to the achievable set, Williamson argue that both impossibly complex
and hopelessly naive modes of contracting are excluded. Thus, Williamson

argues that:

“Incomplete contracting assumes that agents have limited capacity to engage in
comprehensive ex ante contracting (with or without private information), as
bounded rationality precludes this. All contracts within the feasible set are
incomplete. Accordingly, the ex post side of a contract takes on special economic
importance such as facilitating gap-filling, dispute settlement, adaptation, and the
like thus become part of a problem of economic organization. Whereas such
institutions play a central role in the transaction cost economics scheme of things,
they are ignored by the fiction of comprehensive ex ante contracting.3’2 Conversely,
contract as a promise, is to assume that economic agents will reliably fulfill their
promises. However, such stewardship behavior will not be obtained if the agents’
opportunistic ex ante efforts to screen economic agents in terms of reliability and
ex post safeguards to deter opportunism take on different economic significance as
soon as the hazards of opportunism are granted. Institutional practices that were
previously regarded as problematic are thus often seen to perform valued

economizing purposes when transaction cost features are measured.”373

371 Williamson, Oliver E. (1989) "Transaction cost economics.” In The Handbook of industrial organization Volume I, Edited
by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V., p. 139.

372 Jbid, p. 139-40. Williamson too argues in a footnote of his, “..that impossibly complex contracting processes cannot be
saved by invoking economic natural selection arguments. Natural selection applies only to the set of viable practices and
cannot be used to extend the domain. Alchain’s (1950, p. 218) claim that ‘the economist, using the present analytical tools
developed in the analysis of the firm under certainty, can predict the more adoptable or viable types of economic
interrelationships that will be induced by environmental change even if individuals themselves are unable to ascertain them’...
This is not, however, to say that natural selection plays no role in. the study of contract. To the contrary, transaction cost
economics maintains that those forms of organization that serve to economize on bounded rationality and safeguard
transactions against the hazards of opportunism will be favored and will tend to displace inferior modes in these respects. But
transactions cost economics insistently deals only with feasible modes. Within this subset it focuses analytic attention on those
properties of organizations that have economizing and safeguarding features.”

373 Ibid.
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According to Williamson, alternative contract theories with different behavioral
assumptions also support definitions of the feasible set, opposing theories of
contract can, in principle, be evaluated by establishing which of the implied

feasible sets is borne out in the data.

As mentioned previously in this chapter, both the management, the supplier, and
the shipowner are assumed to be limited rational and opportunistic. The analysis
will be divided in an ex ante and ex post part. As Williamson states, alternative
economic theories may provide a different outcome, though the dissertation will

use the above assumptions towards the parties involved.

Transaction cost economics adopts a contractual approach to the study of
economic organization.3’4 According to Williamson, transaction cost economic
stands out in seven different parts:

1. Transactions cost economic is more microanalytic
More self-conscious about its behavioral assumptions
Introduces and develops the economic importance of asset specificity

Relies more on comparative institutional analysis

Lo N

Regards the business firm as a governance structure rather than a
production function

6. Places greater weight on the ex post institutions of contract, with special
emphasis on private ordering (as compared with court ordering)

7. Works out of combined law, economics and organization perspective.37°

374 Ibid,, p. 136.
375 Ibid,
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The seven elements above are the “essence” of the transaction cost theory. To

explain this “view” in a broader context, Williamson explains that:

“Adopting Commons proposal, that transactions are the basis of the analysis and, thus, the
focus should be on the continuous economic efforts within the organization, e.g. when a
transaction occurs or when a good or a service is transferred. This can be illustrated
through a well-working machine. When the machine works impeccable, these transactions
occur smoothly. In mechanical systems, one looks for frictions; do the gears mesh, are the
parts lubricated, is there needless slippage or other loss of energy? To continue this
illustration, the economic counterpart of friction is transaction costs; for that subset of
transactions where it is important to elicit cooperation,3’¢ will the parties operate
harmoniously, or are there frequent misunderstandings and conflicts which may lead to
delay, breakdowns, and other malfunctions? A transaction cost analysis entails an
examination of the comparative costs of planning, adapting, and monitoring the task

completion under alternative governance structures.”77

4.2 The transaction cost analysis
Contracting is in itself associated with costs. The contract may bind the parties to

conditions which, as a result of changed circumstances, are not necessarily
favorable for both parties. If contracts have a short duration, conditions and
clauses must be renegotiated and may cause the parties to perform costly actions

which the parties would have attempted to avoid in the first place.

376 Williamson refers to his note saying; ‘The genius of neoclassical economics is that there are large numbers of transactions
where conscious cooperation between traders is not necessary. The invisible hand works well if each party can go its own way
— the buyer can secure product easily from alternative sources; the supplier can redeploy his assets without loss of productive
value - with little cost to the other. Transaction cost economics is concerned with the frictions that obtain when bilateral
dependency intrudes. This is not a trivial class of activity.” Williamson, Oliver E. (1989) "Transaction cost economics." In The
Handbook of industrial organization Volume I, Edited by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V.,
p. 142.

377 Ibid.
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A major difference between traditional, economic theory and recent business
theory is the existence of transaction costs for coordination in the market. The
market and the company are seen as two alternative options for coordination. As
Williamson points out, a transactions cost analysis entails an analysis of the
planning process, the adapting process, and the monitoring process.378 In other
words - and corresponding to the concept of ex ante and ex post - Williamson

advocates that a transaction cost analysis can be categorized in three groups:379

1. Contact Costs
2. Contract Costs
3. Control Costs

The cost categories above represent the three phases of a contractual conclusion.
First, the contact costs are defined as the costs that exist when attempting to find
a suitable contract counterparty (pre contracting). Second, the contract costs are
considered to be the costs associated with the actual contract (contracting).
Lastly, the control costs are characterized as the costs incurred in maintaining the

contract (post contracting).380

378 Williamson, Oliver E. (1975). "Markets and hierarchies." New York, Free Press, p. 24-26.

379 Williamson, O. E. (2008). "Outsourcing: Transaction cost economics and supply chain management.” Journal of supply
chain management 44.2: 5-16.

380 Jbid., See also Williamson, Oliver E. (1989) "Transaction cost economics." In The Handbook of industrial organization
Volume I, Edited by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V., p. 139-42 and Knudsen, C. (1997).
Pkonomisk metodologi. Bd. 2: Virksomhedsteori og industrigkonomi (2nd ed.). Jurist- og @konomforbundets Forlag, p. 25-
27. Authors translation. Original Language; Danish.
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Williamson operates with three principal dimensions to determine the
transaction costs. These principal dimensions are:

1. Frequency

2. Uncertainty

3. Asset specificity38!

Williamson states that all three factors are important. However, many of the
refutable implications of transaction cost economics are critically in relation to
asset specificity.382

According to Williamson, asset specificity covers the amount of transaction
supported by assets. An asset is transaction specific, as the given asset cannot be
used by another party or for other purposes without a significant reduction in
value. This difference in the value is described as the eligible quasi-interest
rate.383 If the assets are distinctive to the parties, it can lead to high risk of
opportunistic behavior, contractual rigidity, reduced incentives to invest in the

asset and high costs associated with legal security.

If the value of the asset produced by a supplier depends on the transaction being
successful, there is a risk of a hold-up problem.384 The supplier may choose to
terminate the contract or deliver a defect product if it is not guaranteed a larger
output based on the amount of risk. In an effort to reduce these transaction costs,
the company will strive to integrate highly specific assets. Transactions supported
by durable transaction-specific assets are also subject to so-called "lock-in" effects

which through vertical integration over time will lead to unified regulation.385

381 Williamson, Oliver E. (1989) "Transaction cost economics." In The Handbook of industrial organization Volume I, Edited
by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V., p. 142. See also Williamson, O. E. (2008). "Outsourcing:
Transaction cost economics and supply chain management." Journal of supply chain management 44.2: 5-16, p. 8.

382 Jpid.

383 Knudsen, C. (1997). @konomisk metodologi. Bd. 2: Virksomhedsteori og industrigkonomi (2nd ed.). Jurist- og
@konomforbundets Forlag, p. 214-17. Authors translation. Original Language; Danish.

384 pid.

385 Jpid.
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According to Williamson, transactions are in general also characterized by
uncertainty, which is a more complex dimension. Uncertainty is related to any
decision-making process, which is a question of whether it is possible to predict
any contingencies that may occur during a given transaction. The element of time
is an important factor in terms of uncertainty, as the longer it takes to complete a
transaction, the greater risk of something unpredictable happening. In this
connection, Williamson distinguishes between uncertainty and behavioral
uncertainty.386

Limited rationality and uncertainty depend on each other. Williamson believes
that uncertainty is also related to opportunism, and it is this kind of uncertainty

that Williamson calls behavioral uncertainty (but denotes it as strategic).387

If a high degree of uncertainty - or many alternatives - exist in the market, the
limited rationality of man will make the necessarily detailed planning more
complex and hence costlier.388 If it is not possible to execute the full content of the
transaction ex ante, there is a high risk of opportunistic behavior. If transactions
rarely occur, there will be no need for a formal structure of the transaction. The
higher frequency of transactions, the more it can be justified that it is sought to
save transaction costs by investing in the formal structure of the transaction, as

well as a control system or the like.38?

Variations in the three relevant dimensions are important to consider, in terms of
whether it would be advantageously to be organized through the market,
internally in the company, or in a combination hereof. The parties i.e. the

shipowner and the supplier are therefore responsible for saving transaction costs

386 Williamson, O. E. (2008). "Outsourcing: Transaction cost economics and supply chain management." Journal of supply
chain management 44.2: 5-16, p. 8-9.

387 Jbid.

388 Williamson, Oliver E. (1989) "Transaction cost economics." In The Handbook of industrial organization Volume I, Edited
by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V., p. 139-42.

389 Jpid.
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between technologically distinct functions in order to economize the
communication and the decision-making process, as well as to monitor the

costs.390

However, - as mentioned previously - the dissertation has three different parties
which each have an inter partes relation and therefore, arguably, in the current
on-off transaction, the dissertation is dealing with three different transactions ex
ante and one transaction ex post. Although, if the supplier and the shipowner
applied a relational contract, instead of three ex ante and one ex post transactions,
the supplier and the shipowner would be the only inter partes relation and,
therefore, only have one ex ante transaction and one ex post transaction. Hence,
in the following, the dissertation will discuss the transaction costs in connection
to both situations in order to analyze each situation’s efficiency and clarify

whether relational contracting is possibly an optimized contract.

5. Transaction costs in the relations
The relational triangle, as illustrated by figure 3.1, outlines the relationship

between the parties. Even though the relations are primarily an illustration of
the ex-ante relations, ex post relations also exist between the parties. The
dissertation is working with several “levels”, which is relevant in regards to the
transaction cost theory. Although there are different levels, it is also important
to distinguish the two situations apart, see figure 3.2. For comparison, this
analysis has its starting point from the one-off transaction situation which is laid
out as the current situation, where the management act as the middleman
between the supplier and the shipowner which may hinder a relationship

between the shipowner and the supplier.

390 Ibid., p. 142-44.
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As a contrast to the on-off transactions where all agreements are short-term, the
relational contracting situation is set as the end goal, as it will arguably
contribute to a stronger long-term relationship between the supplier and the
shipowner, in which the parties will be more willing to share their information

for mutual gain.

In other words, this analysis will start out by analyzing the current transactions
and compare these to the relational contracting situation. By doing so, the
dissertation will discuss the theories and move from one scenario to another by
comparing the situations. The aim of this is to clarify which of the scenarios will
be the best possible solution in order for the parties to optimize the contracts in-

between, from a transaction cost perspective.

Figure 3.2 -The two transaction situations

Situation 1 - Situation 2 -

One-off transaction Relational Contracting
e Shipowner e Shipowner
e Supplier e Supplier

e Management

Source: the author’s creation

This situation is affected by one-off transactions, with all three parties involved

and this situation is divided into two “levels”. For clarity, the “levels” as set out

in the relational triangle, are structured as followed in figure 3.3:
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Figure 3.3 - One-off transaction

One-off
transaction

1 )
Ex ante Ex post

A A A A

Supplier vs. Shipowner vs. Supplier vs. Shipowner vs.
Shipowner Management Management Supplier

Source; Authors Creation

Conversely, the second situation is illustrated with “levels” and is structured as

followed in figure 3.4:
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Figure 3.4 - Relational contracting transaction

Relational
Contracting

Ex ante Ex post
Shipowner Shipowner
vs. Supplier vs. Supplier

Source; the author’s creation

As the dissertation has established the quantity of relations in the two situations,
the foundation of the analysis, seem to be in place, hence the dissertation will take

a closer look upon the relations and the transactions cost involved.

5.1 The first situation
As stated previously in section 4.2, the transaction cost analysis entails an analysis

of the three elements (contact costs, contract costs, and control costs) and,
consequently, the situation between the parties will be analyzed. The case has its
starting point from where the shipowner wants to purchase a commodity for one
of its ships. This situation is labeled situation one and is illustrated in figure 3.3.
The shipowner appoints the management that will be managing the dealing by
finding the given commodity with the right supplier, based on the requirements

from the shipowner.
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The structure of this analysis will be step-by-step, based on the order of the
purchasing situation. Thus, the analysis is divided into ex ante and ex post costs.
The ex-ante costs are the transaction costs attributable to the pre-contractual
conclusion, which includes both negotiation and compliance. Hence, the ex-ante
costs are what Williamson would define as contact costs and contract costs
respectively. The ex post transaction costs are attributable to post-contractual
conclusion such as renegotiation, cost of contract enforcement, and costs

associated with setup and operation, and are hence equivalent to control costs.

5.1.1 Ex ante cost

5.1.1.1 The shipowner vs. the management

In the given situation where the shipowner needs to buy a specified commodity,
the shipowner contacts the management party and hires it to find the commodity
at a given price. Based on Coase and Williamsons perspective, it is important to
categorize the costs in terms of whether it is contact costs, contract costs, or
control costs, thus to clarify how the transaction costs are divided. Furthermore,
it is important to classify the specific transaction, based on the uncertainty,
frequency and asset specificity.

When the shipowner initiates the contact with the management, the process is
categorized as a part of the Contact activity. Within this process, both parties
spend time on communicating and the sharing of information regarding the cost
of finding the commodity at the right price, quality, and durability. The figure 3.5
illustrates the purchasing process and the steps that each of the parties take in

order to finalize the purchase.
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e Internal dialogue to
cover a demand

¢ Specify the product and
price

eFinancing

eDialogue with
management

e Legal council

eLabor

eTime frame

¢ Contract signing

Figure 3.5 -Transaction cost overview

Management

eDialogue with
shipowner

e Legal council

e Informational cost of
finding price, Quality,
durability etc.

eDialogue with supplier

e Purchasing

eDialogue with
management

e Legal council

e Information collection
regarding the product

eLabor

*Service/maintenance
provisions

ewarranties/guaranties
eFinancing
eTime frame

¢ Contract signing
e Production cost

. J . J . J

Source: the author’s creation

Before discussing the transaction costs tangled in the given transaction, this
dissertation will take a further look upon the product which is being transacted.
As the example set out above, the shipowner is considering buying an engine.
Hence, the question is how to classify a specific commodity.

As set out in section 4.2, an asset is transaction specific if it cannot be used
alternatively without significant reduction in its value.3°1 A ship engine is a very
costly and complex product where the primary aim is to create a propulsion
system, by using a mechanical power delivered through the engine to the
propeller shaft, in order to move tons of weight.392 The ship engine is a part of a
mechanical system, meaning that it plays an important part of the propulsion

system, where other components393 have their main functions too.3°4 Therefore,

391 Williamson, Oliver E. (1989) "Transaction cost economics." In The Handbook of industrial organization Volume I, Edited
by R. Schamlensee and R.D. Willig ©Elsevier Science Publishers B.V., p. 139-42.

392 Carlton, J. (2012). Marine propellers and propulsion. Butterworth-Heinemann, p. 25-27.

393 E.g. the propeller or oil pump.

394 It is worth mentioning that there are several types of ship engines (e.g. Steam engines/turbines, diesel
engines/turbines, gas turbines, electric etc. other propulsion types; Screw, Paddle wheel, Pump-jet, Sail, Caterpillar etc.)
and that it depends on the ship and the technology which is used. This dissertation will not distinguish in the engines used
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based on the fact that an engine gets installed in the ship and becomes a part of a
complex system, it is possible to qualify it as being a highly specified asset which

complicates the transaction further.

Another side of the transaction is that this is alow frequency transaction, but with
higher risk involved due to a hold-up problem. This is important factors in the
purchasing process, which complicates it. Conversely, if the shipowner were to
buy a low specific asset i.e. interior for the ships, the shipowners would have
lower risks and the specifications for the management party would not be as
complex.

The clarification of the commodity will be used in the context of the illustration
setoutin figure 3.5. According to the purchasing process, there are several “steps”
affiliated with costs, which the parties are inflicted by. From a shipowner’s
perspective, it is involved in many transaction costs, and thus it can be assumed
that a need for internal dialogue arises as to what the product needs are, what
price they are willing to pay, but also in terms of quality, durability, and the

financing of the products.

As an example, it may be important for the shipowner whether it is an engine
provided for a new ship or whether it is a new engine for an already existing ship.
Ifit is an engine for an already existing ship, the shipowner will also have to think
about the lifespan of the ship and whether the investment can be paid. In addition,
it is important that the product meets the legal requirements. As already
mentioned in Chapter 1, a ship can have a lifespan of approximately 20+ years39>

and - as it is a vast and expensive investment - the ship must be in line with the

as examples and therefore the dissertation will use the expression engine as one common term. See also Carlton, ]. (2012).
Marine propellers and propulsion. Butterworth-Heinemann, chapter 2 and 3.

395 Stopford, M. (2009). "Maritime Economics”, 3rd edition, Routledge p. 207.
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legislation in the long run.3%¢ This is primarily environmental law (e.g. MARPOL),
which is the biggest factor when the environment has reached the top of the
agenda.37 Having said that, it is not possible to look ahead in time, but it may be
worth paying more for a product now, which is even more environmentally
friendly than what the law prescribes.

As soon as the shipowner has completed its product needs - and thus has specified
the product - the shipowner will contact the management party which will be
responsible for the purchase of this product. As the ship owner hires the
management to carry out this task, large amounts of resources will be used to
outsource this purchase, as the shipowner's actual needs must be clear to the
management. As the shipowner outsources this task, a cooperation agreement
between the shipowner and the management is required, as the management
conducts a service on the shipowner’s behalf. However, this additional party is
also a significant factor, as it is time and resource demanding to outsource the ex-
ante transactions. It also affects the transaction in the sense that the more
instances a purchase is going through, the more expensive it becomes, since
everyone in the value chain will want to have their share of the cake to still have

their eligibility.

As mentioned in section 8.2398 in connection with the new building of a ship, it can
easily take six months to a year for the entire process of choosing a supplier,
create the exact specification, formulate the legal terms, and the design of the ship.
Although, in this case, it might be more comprehensive, hence this might be a
specification for a new ship, but in this case it could easily be a specification for a

new propulsion system.39?

396 This was discussed in chapter 2.

397 This was discussed in chapter 2, section 6. Go green - an environmental necessity.

398 Chapter 2, section 8.2. The newbuilding market.

399 For further information see Stopford, M. (2009). "Maritime Economics”, 3rd edition, Routledge, p. 207-210. See also
Chapter 2, section 8.

138



On the management’s side, it is important that it can provide the required service
and that the task is clearly defined. The management only has the authority to
conduct what has already been agreed with the shipowner, which is in the
specification, and the management does not have the authority to go beyond it.
Therefore, the management will use many resources to be in dialogue with the

shipowner in order to be able to meet its needs as best as possible.

5.1.1.2 The supplier vs. the management
In terms of the relationship between the supplier and the management, this

section still covers the contact costs and the initiated contract phase. Thus, after
the shipowner has outsourced the task to the management and the task is clearly
defined, the management has the task of finding this product, which means that it
uses resources to search the market for the right product at the right price,
quality, and durability. Once the management has narrowed the market to
potential suppliers, the dialogue with the relevant supplier will be initiated for

this specific product in order to make purchases on behalf of the shipowner.

In the dialogue with the supplier, the management is based on the specification
list that the shipowner has already prepared, which results in the management
not having the power or the ability to trade with the supplier. In this case, the
supplier is interested in determining exactly which product the management
needs; when it should be provided; and at what price. As the management has
limited powers, the supplier is also limited in the purchasing situation, even
though the supplier wants to sell a product, because of the lack of actual

negotiation situation due to the management’s lack of authority.
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From a transaction cost perspective, it may seem inefficient to involve a third
party in a purchase process like this, though it may be possible that the shipowner
thinks that the task is outsourced to a party with more expertise than the
shipowner himself. Though, it would be interesting that the management should
enter into a dialogue with the supplier to get the correct product, however, it is
the shipowner who is going to operate the product, so it would seem more

obvious that the dialogue had been between the shipowner and the supplier.

5.1.1.3 The supplier vs. the shipowner
As the management has found the right supplier for delivery of the desired

product, the last part of the contract phase can be initiated. In this situation, it is
elementary that the shipowner and the supplier make the deal by getting the
contractual formalities in place in relation to the purchase. The primary time issue
in this phase is the actual contract conclusion and the negotiation thereof. The
management has done the preliminary work, which means that most of the
important factors should be in place - meaning that the management has found
the right product at a given price, and thereby, it is possibly not the big deal to
negotiate. Next, it should be mentioned that there is probably a standard contract
that will be the starting point. However, both parties spend time on the actual
negotiation of the contract and have prepared the most important details in
relation to delivery, warranty, financing thereof, such as how many installments
should the payment be divided in, as well as to clarify the installation of the

product and the contractual liability in case of disputes or product defects.

All in all, the above must be in place before the contract can be signed. When the

contract has been signed, there will be no additional costs ex ante, according to
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the theory, and thus, the contact and the contract phase are over. Afterwards, the

requirements will be to control the contract performance ex post.

5.1.2 Ex post cost

5.1.2.1 The shipowner vs. the supplier

After the signing of the contract, both parties will primarily spend time on
compliance with the contract. For the shipowner, this means that it spends time
making sure that the agreed installments are being paid one time, make follow-
ups on whether the supplier delivers on time, and quality checks the product to
ensure that the supplier complies with its part of the agreement. From the
supplier’s perspective, they spend time and labor on producing the commodity.
Thus, the supplier’s tasks ex post is to make sure that it gets the payments, tests
the product, and - in the end - deliver and install the final product. These
transaction costs are of more positive nature, as it is important that both parties
fulfill their part of the contract. If the shipowner does not pay the rates on time,
the supplier will potentially stop the production, as it may cause liquidity
problems with the supplier, but it may also weaken the incentive structure if the

supplier is worried about not getting the payment.400

5.2 The second situation
The second situation differs from the first situation, since this is based on a

relational contracting situation between shipowner and supplier. In this situation,
the management is not included in the value chain. The second situation, like the
first one, is based on the fact that the shipowner needs to buy a certain new engine

for the ship by the supplier. Corresponding with the first situation, the analysis is

400 This was discussed in chapter 2, section 8. For further information se Stopford, M. (2009). "Maritime Economics”, 3rd
edition, Routledge, p. 207-209.
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divided into contact and contract costs which are designated ex ante, and control
costs, which are designated ex post. The “levels” of this situation is illustrated in
figure 3.4.

Figure 3.6 illustrates the purchasing process and the factors that apply to this.

Figure 3.6 - Transaction cost in relational contract transaction

eInternal dialogue to cover a eDialogue with shipowner
demand eLegal council
*Specify the product and price eInformation collection
eFinancing regarding the product
eDialogue with supplier elLabor
eLegal council eService/maintenance
elabor provisions
eTime frame ewarranties/guaranties
eNegotiating terms of the *Financing
contract eTime frame
eContract signing eContract signing
eCooperation/knowledge eProduction cost
sharing eNegotiating terms of the
contract
eCooperation/knowledge
sharing

. _/ . _/

Source: the author’s creation

5.2.1 Ex ante cost

5.2.1.1 The shipowner vs. the supplier
In this situation, the parties have a relationship and, as a result, the game has

changed. In the first situation, the shipowner would draw up a specification list
for management, which would find the product in question. In this new situation,
the shipowner will still develop a form of specification list, as the shipowner still
needs a clear idea of what it is looking for. Afterwards, the shipowner will contact

its supplier and present the requirements for the product needed. This initiates
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the dialogue with the supplier who will ideally become a sparring partner on the
product. The supplier will be the expert in the field and is likely to be in a position
where it can probably present a better, but more expensive, product for the
shipowner - e.g. a product that is equipped with censors, which means that it is
possible to track its performance or when it needs to be repaired. The difference
from the first situation to this new is huge, as the supplier and the shipowner take

on new roles.

The supplier has the opportunity to engage in a real dialogue with the shipowner,
and will thereby be trying to meet the supplier’s needs as best as possible, as the
parties will share the information between them. Based on the theory of
transaction costs, the parties are limited rational as well as opportunistically
imposed. Because the parties have entered into a relational contract, it should
rationalize and be opportunistic, as the parties commit more to the sharing of
information, to cooperate, and move towards joint utility. From the point of view,
it will be a win-win situation for both parties, as they are allowed to do what they
are best at and create a collaboration and mutual gain with each other. Arguably,
in theory, the relational contract is an optimized situation for the supplier and the

shipowner.

The transaction costs that occur ex ante are the dialogue between the partners,
and - despite the fact that management does not occur here - a large amount of
transaction costs will still be associated with this dialogue and cooperation
between the parties. However, it can be argued that the parties are likely to be
more positive towards one another, as the they mutually gain from the
relationship and collaborate, and thus will be willing to continue the game. In
addition, as the shipowner still has to finance the product, both parties must have

negotiated the contract in place, and thereby define all the legal aspects thereof.
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Additionally, this occurs in a relational context, therefore it is apparent, that the
supplier, in addition to providing a product, also will be responsible for the
maintenance hereof, meaning that the shipowner does not have to educate its
employees in the maintenance of the product. Once the contract has been
negotiated and all formalities are in place, the parties can sign the contract, and
no additional costs will be incurred as both the contact and contract processes are

over.

5.2.2 Ex post cost

5.2.2.1 The shipowner vs. the supplier
The ex post costs are very similar to the first situation because of the similarities

of the processes following the signing of the contract, and, therefore, both parties
will primarily spend time on compliance with the contract, as described
previously. The main difference between the two situations is the parties’
collaboration. This is an important factor, as the parties are cooperating towards
creating the preferred commodity. Hence, due to the relational contracting, both
parties are sharing knowledge, they trust one another, and thus have a shared

incentive to create a successful cooperation.

Both situations have been clarified and the various transaction costs in both
situations and in respect of all “levels” have been analyzed. The interesting thing
is how the difference lies and what situation is the advantage for the shipowner
and the supplier. The first situation consists of a dialogue process that is three-
point, whereas the other situation is only two-way. If the management had been
part of the second situation, it would not have had the eligibility. By switching to
the two-way dialogue, the parties go from having a one-way communication
process to transition to a collaborative process where the output is the product.

By getting the shipowner and the supplier to communicate and collaborate, they
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will optimize the product together and they will both take responsibility for the
task. By involving the management, as the shipowner does in the first situation,
the shipowner disclaims any responsibility and miss out on the opportunity to
gain better products. The interesting thing about the shipowner and the supplier
collaborating on the product means that both parties do what they do best, which

-inthe long term - is likely to create more innovation, e.g. within the product area.

6. Concluding remarks
The two situations - the one-off transaction situation and the relational situation

- have been discussed and the various transaction costs in both situations and all
“levels” have been analyzed. The noteworthy take from the analysis, is the
difference between the situations and which situation is more advantageous for
the shipowner and the supplier. The current situation - one-off transaction - is
influenced by a dialogue process that is three-point, whereas the other situation
- relational contracting - is only two-way. By eliminating the management party
in the second situation, both the shipowner and the supplier are forced to engage
in a two-way dialogue, with the possibility of creating a collaborative process
where the output is the product. Thereby the shipowner and the supplier can
optimize the product together and both take responsibility for the task. However,
the transition from the one-off transaction to the relational situation leads to
other transaction cost, although these are considered more positive, as they are
used to gain more value for both the shipowner and the supplier. By continuing
the current threefold situation, the shipowner disclaims any responsibility, as the
purchasing element or the task is outsourced to the management. The threefold
situation consists of unnecessary transaction costs, as this is a more convenient
situation for the shipowner, however it is not the optimal situation, as they can
gain more and better value by collaborating with the supplier. Therefore, the

interesting thing about the shipowner and the supplier collaborating on the
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product means that both parties do what they do best, which the dissertation
argues -in the long-term - is likely to create more innovation, e.g. within the

product area.

Future cooperation should therefore encourage both parties to cooperate, as this
creates a more efficient situation for the parties. Although, the management will,
as mentioned above, be redundant in this scenario and therefore needs to find
another way of doing business, as it only acts as intermediaries. Therefore, this
dissertation purposes to eliminate the management party from the case - as
illustrated in figure 1.2. - since this will create a better situation for the shipowner

and the supplier and thus creates the opportunity for collaboration.
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Part II - Relational contracting

Part | - Introduction and Methodology

Chapter 3: Transaction costs in a relational

Chapter 1: Introduction and Methodology Chapter 2: Maritime market and legislation . N
contracting perspective

Chapter 6: A legal analysis of the contract
clauses between the shipowner and the
supplier

Chapter 5: Partnering - a relational contracting
solution

v

Part Ill - Relational contracting from a Law and Economic perspective ‘

Chapter 4: Relational Contracting

Chapter 7: Relational contracting from a game theoretical perspective

v

‘ Part IV- Discussion and Conclusion

Chapter 8: Discussion on relational contracting Chapter 9: Conclusion

Part Il summary

Part Il is divided into three chapters; Chapter 4: Relational contracting; Chapter

5: Partnering - a relational contract; and Chapter 6: A legal analysis of relational

contracting. The focus of this part is to define and discuss relational contracting

and define how to apply this to the shipowner and the supplier. Chapter 4 discuss

relational contracting in order to clarify what the concept hereof. Chapter 5

discuss partnering contracts, as a relational contract, in order to define how this

contract is set out; the purpose hereof; and lastly how this is applicable to the

parties.
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The last chapter - chapter 6 - discuss relational contracting in regards to the
shipowner and the supplier. The purpose of this chapter is to incorporate the
findings of chapter 4 and chapter 5 in a discussion of how relational contracting
is applicable to the shipowner and the supplier and to clarify what key elements
this contract should focus on, in order to create a successful collaboration

between the shipowner and the supplier.

Therefore the aim of this part is to address a relational contract between
shipowner and supplier and to focus on specific contract clauses, to establish

what key elements these clauses should address.
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Chapter 4: Relational Contracting

1. Introduction
The previous chapter has set the framework by examining the maritime law and

the overall market, which the law influences as illustrated in figure 1.1.401
Chapter 3 eliminated the management party from the case, thus the dissertation
has outlined the case and the parties i.e. the shipowner and the supplier and the
industry in which the shipowner and supplier are operating.#02

In order to conduct the analysis as set out in the purpose statement, the
dissertation will examine the aspects of relational contracting in order to define
the concept and how to approach it from the shipowner’s and the supplier’s

perspective.

401 The overall figure 1.1. in chapter 1.
402 See figure 1.2 and section 4. In chapter 1.
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Figure 4.1 - Case overview revised

Source: the author’s creation

The figure 4.1 illustrates the revised case, which has been modified with the
elimination of the management in chapter 3. As mentioned previously, the case
is set out from figure 1.1., although the supply chain has been modified slightly.
Both the shipyard and the management*3 have been removed as relevant
parties, in order to focus on the contract point between the shipowner and the
supplier. Thus, the dissertation takes a necessary step towards a parameter,
which hopefully ends in a solution, in order to create a more efficient situation
for the shipowner and supplier, contrary to their current situation. Therefore,
this chapter will solely focus on an overall perspective of relational contracting
between with the shipowner and the supplier. This chapter will highlight some
of the benefits in relational contracting and is supposed to set the scene for

chapter 5 which will be focusing on partnering.

This model is the substance of this dissertation and it illustrates the aim of this

chapter which is to look further at the relationship between the shipowner and

403 Which is a part of the overall supply chain, set out in figure 1.1.
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supplier in order to study the possibilities of a long-term collaboration. Before
applying partnering onto the case, this chapter will define what relational
contracting is and how it can be applicable to the situation in focus. The
dissertation will start out by looking further into relational contracting and how

this can affect the parties in this case.

1.1 An introduction to relational contracting
Relational contracting theory is based upon the relationship of trust between the

parties in the contract.#%4 Originally relational contracting theory was developed
in the United States by the two legal scholars lan Macneil (hereinafter, referred
to as, “Macneil”)*0> and Stewart Macaulay (hereinafter, referred to as,
“Macaulay”).406

Contracting is a common phrase, thus commonly used on an everyday basis.
Siegwart Lindenberg#%? and Henk De Vos*%8 (hereinafter, referred to as,

“Lindenberg and De Vos”) wrote in 1985:

“Only twenty years ago the word ‘contract’ was confined to the ‘contract curve’ in the

Edgeworth-Bowley box;#° now it has become a household word in the discipline.”410

404 Levin, ]. (2003). "Relational incentive contracts.” American Economic Review, 93.3: 835-857, p. 835-36.

405 Professor lan Roderick Macneil, a Scottish American legal scholar, born in New York, 1929. Educated from University
of Vermont , majoring Sociology and Bachelor of Laws (LL.B.) from Harvard Law School.

406 Professor of Law Emeritus at the University of Wisconsin-Madison. Leading expert of the law-in-action approach to
contracts. Macneil, I. R. (1985). “Relational Contract: What We Do and Do Not Know.” Wisconsin Law Review, 4: 483-526
p. 483.

407 German Professor of Cognitive Sociology at the University of Groningen in the Netherlands.

408 Researcher at University of Groningen at the Department of Sociology.

409 Named after Francis Ysidro Edgeworth, is in economics a way of representing various distributions of resource.
Edgeworth made his presentation in his book Mathematical Psychics: An essay on the Application of Mathematics to the
Moral Science in 1881. Pareto transformed Edgeworths two-axis depiction into a diagram in his book of 1906; Manual of
Political Economy. Source; Why was it called and Edgeworth-Bowley box? A Possible Explanation, Weatherby, J. (1976).
“WHY WAS IT CALLED AN EDGEWORTH-BOWLEY BOX? A POSSIBLE EXPLANATION.” Economic Inquiry, 14(2): 294-296.
410 Cheung, S. N. S. (1983). “The Contractual Nature of the Firm.” Journal of Law and Economics, 26: 1-21, p. 20. See also
Lindenberg, S. and De Vos, H. (1985). "The Limits of Solidarity: Relational Contracting in Perspective and Some Critism of
Traditional Sociology” Zeitschrift fiir de gesamte Staatswissenschaft (2gS) 14: 558-569. Journal of Institutional and
Theoretical Economics, p. 559.
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Almost everything revolves around a contracting point, even though a contract
has many facets i.e. employment, purchase or a promise.#11 Especially a promise

is interesting, which makes it the starting point, as Macneil states:

“The doctrine of promissory estoppel, has been the focus of some of the most important

and interesting debates in contract law in the 20% century. 12

MacNeil continues:

“The original objective of promissory estoppel was to provide a substitute for
consideration in certain cases involving promises that were not bargained for. Defining
this as the doctrine’s “objective,” of course, does not mean that judges and scholars
consciously designed it to fill a perceived gap in the case law. Instead, the doctrine evolved
through the common law process as a device that helped avoid results which were
perceived to be unjust in particular kinds of cases. These cases mostly involved gratuitous,
noncommercial promises: charitable subscriptions, gift promises between relatives, and

marriage settlement.”#13

Promissory estoppel, as a legal principle, is one of the foundation points in
contract theory, even though this relates to “classical” contract theory. Macneil
distinguishes the difference between classical law,*1* neoclassical law,415 and

relational contracting law. Thus, this raises the question, what relational

411 Jpid.

412 Beale, H.G, Bishop, W.D. & Furmston, M.P. (1995). Contract, Cases and Materials, (3¢ Ed.), Butterworths, p. 697.

413 Jbid.

414 According to Macneil classical contract law refers (in American terms) to that developed in the 19th century and brought
to its pinnacle by Samuel Williston in The Law of Contracts (1920) and in the Restatement of Contracts (1932). Macneil, I. R.
(1978). “Contracts: Adjustment of Long-term Economic Relations under Classical, Neoclassical and Relational Contract
Law.” Northwestern University Law Review, 72(6): 855.

415 According to Macneil Neoclassical contract law refers to a body of contract law founded on that system in overall structure
but considerably modified in some, although by no means at all, of its detail. The latter is epitomized by the U.C.C. Art. 2, and
Restatement (Second) of Contracts a Presentation, 60 Va. L. Rev. 589 (1974), where, however, both classical and neoclassical
contract law are denominated ‘traditional contract law.” Macneil, I. R. (1978). “Contracts: Adjustment of Long-term
Economic Relations under Classical, Neoclassical and Relational Contract Law.” Northwestern University Law Review, 72(6):
855.
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contracting is and how this differs from the classical and neoclassical contract

law.416

1.1.1 Macneil’s classification of contracts
Macneil uses the three dimensions as a system of classification, which is

illustrated in figure 4.2, whereas he defines the classic contract law as the
contracting law set out from the 19t century. Furthermore, Macneil defines
neoclassical contract law as depending upon the trilateral governance, in which
third party assistance is used for resolving disputes or evaluating performance.
In Macneil’s analysis, which is leading to his classification system, his main focus
is the exchange. Macneil analysed the nature of discrete exchange within classic

contract law and stated:

“A truly*!” discrete exchange transaction would be entirely separate not only from all
other present relations but from all past and future relations as well. In short, it would
occur, if at all, only between total strangers, brought together by chance (not by any
common social structure, since that link constitutes at least the rudiments of a relation

outside the transaction).”*18

Macneil stresses that for a truly discrete exchange to occur, the parties would
have to be completely sure of never having seen or done anything with one
another. However, if this scenario does not occur, Macneil points out that a social

structure may arise. Furthermore, Macneil states:

416 According to Macneil the difference in the values of neoclassical and relational contract lies in the baseline approach to
obligation. Neoclassical contract emphasizes the autonomy of individuals from each other, and the limited liability that that
autonomy necessitates. Relational contract, on contrast, emphasizes the interdependence of individuals in social and
economic relationships. Because its paradigmatic unit of inquiry is the extensive relation rather than the discrete
transaction, relational contract focuses on the necessity and desirability of trust, mutual responsibility, and connection
among people. Not all of these bonds should be legally enforceable, but beginning analysis by recognizing them is likely to
produce a broader set of legal obligations. Beale, H.G, Bishop, W.D. & Furmston, M.P. (1995). Contract, Cases and Materials,
(3rd Ed.), Butterworths, p. 699.

417 Emphasis added thus to quote correctly.

418 Macneil, I. R. (1978). “Contracts: Adjustment of Long-term Economic Relations under Classical, Neoclassical and
Relational Contract Law.” Northwestern University Law Review, 72(6): 855.
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“That discrete exchange can never be the only economic function essential to production,
distribution, and final consumption of goods and services should also go without saying.
But it must be said because the so-called science of neoclassical economics*® presumes a
model treating discrete exchange as the sole economic function essential to production,

distribution, and final consumption.”#20

Here, Macneil states that there must be a relational impact on exchanges. Based
on this quote and the previous quote regarding discrete exchanges, he argues
that - for a social structure not to arise - the discrete exchange must happen
quickly, as he otherwise postulates that there might develop some kind of a
relation impacting on the transaction so as to deprive it of discreteness.#1

From this point, it is clear that Macneil argues that within a transaction there
might be a kind of social impact, unless a truly discrete transaction is a
possibility.+22

The hypothesis that a social structure occur even on a discrete exchange423
(unless it all happens quickly and the parties never see each other again) is
relevant in connection with the case, as the shipowner and the supplier could not
in any possible manor be partaking in a truly discrete exchange, as set out by

Macneil. Based on his hypothesis, a social structure must occur between the

419 Macneil point out that ‘in the neoclassical model of capital and labor, the goods and services are not, of course, omitted.
But they a simply inputs and/or outputs on the X and Y axes of a mathematical concept centered on discrete exchange.
Moreover, they themselves normally are ultimately reduced entirely to exchange, i.e. their exchange value.” For further
elaboration see Macneil, I. R. (1985). “Relational Contract: What We Do and Do Not Know.” Wisconsin Law Review, 4: 483-
526, p. 486.

420 Jpid., p. 485-86.

421 Macneil, I. R. (1978). “Contracts: Adjustment of Long-term Economic Relations under Classical, Neoclassical and
Relational Contract Law.” Northwestern University Law Review, 72(6): 856.

422 Macneil stresses that it is important view exchange broadly. He states that ‘we are so brainwashed as to be almost unable
to conceive of exchange except in terms of markets and discrete transactions. But exchange is not the product simply of social
relations so organized. Rather exchange is the inevitable product of specialization of labor, however that specialization of
labor may occur.’ For further elaboration see Macneil, I. R. (1985). “Relational Contract: What We Do and Do Not Know.”
Wisconsin Law Review, 4: 483-526, p. 485.

423 According to Macneil discrete exchange will always be a comparatively rare phenomenon because it performs only the
transfer of control function and is only minimally related to physical production of goods and services. Her argues that the
closest relation to the latter is in the transport of goods or services from one place to another. For further elaboration see
Macneil, I. R. (1985). “Relational Contract: What We Do and Do Not Know.” Wisconsin Law Review, 4: 483-526, p. 488.
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shipowner and the supplier, even in their one-off transactions. Thus, arguably,
the shipowner and supplier are already partaking in a relational context,
although not necessarily a grand version, but in accordance with Macneil’s
theory, something must have transpired and this needs to be broadened and
transformed in to a relational contract.424

For Macneil, in order for a social impact to be able to occur on such a short notice
is, arguably, the only possibility is to create a new way of thinking about
contracts. Lindenberg and De Vos are critical towards the sociological approach
towards contracts, thus - in their view - there might be pitfalls*2> in terms of
traditional sociology. Consequently, they stated that:

“Macneil’s quest for a new legal framework in which the guiding norms are oriented

towards contracts as relations rather than as spot exchanges.” 26

Macneil began examining the relational situation instead of spot exchange,
whereas economists mainly focused on the exchange. According to Lindenberg
and De Vos, the strong emphasis on the exchange aspects of the contract and
economics could be seen in the works of leading academics within sociology,
economy, and public choice analysts.#27 This revival naturally led to the focus on
the powerful combination of exchange with a promise in the contract.428

Lindenberg and De Vos argued that those academics who mainly draw their

inspiration from sociology emphasize conditions of exchange such as norms,

424 Macneil argues that types of behavior differ when conditions of exchange are relational rather than discrete. E.g.
relational contract emphasized behavioral norms that commit to preserving a relationship, Furthermore MacNeil
suggests that in a situation where there is a strong commitment, it is possible to adjust enhance the level of cooperation
needed to maintain a long-term relationship. McLaughlin, ], McLaughlin, J., & Elaydi, R. (2014). "Ian Macneil and
relational contract theory: evidence of impact." Journal of Management History, 20.1: 44-61, p. 51.

425 Lindenberg, S. and De Vos, H. (1985). "The Limits of Solidarity: Relational Contracting in Perspective and Some Critism
of Traditional Sociology” Zeitschrift fiir de gesamte Staatswissenschaft (ZgS) 14: 558-569. Journal of Institutional and
Theoretical Economics, p. 559. Lindenberg and De Vos lists some examples of scholars, who have worked in this direction.
One of the most prominent of these pitfalls is the systematic lack of attention to limits of solidarity and the concomitant
exaggeration of the powers of socialization and internalized norms and values.

426 Jbid.,, p. 558. Lindenberg and De Vos based their analysis upon Macneil’s articles from 1978 and 1983, where Macneil
presented and reworked the prominent arguments of his more detailed publications on the subject.

427 Jpid., p. 559. Lindenberg et al., mentions sociologists e.g. Homans (1958); Coleman (1975); transaction costs and
property rights economists e.g. Coase (1960); Alchian and Demsetz (1973); Williamson (1975); North (1981); and public
choice analysts e.g. Buchanan and Tullock (1962).

428 Jpid.
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status, role etc., which may be why they debated that Emile Durkheim’s
(hereinafter, referred to as, “Durkheim”)#2° view on contract may summarize the

biggest concern in relation to a contract that is focused on exchange:

“(...) a contract is not sufficient unto itself, but is possible only thanks to a regulation of
the contract which is originally social... moreover, exchange as we have seen, is not all
there is to a contract. There is also the proper harmony of functions occurring. They are
not only in contact for the short time during which things pass from one hand to another;
but more extensive relations necessarily result from them, in the course of which it is

important that their solidarity be not troubled.™3°

Durkheim stresses that a contract is more than an exchange, namely the
relational aspects. He promised that exchange would be studied in the context of
relational aspects. However, Lindenberg and De Vos argued that this study did
not occur, thus relational aspects and exchange became each the subject matter
of a different discipline.#31

Different scholars possess different perceptions of the relational context in an
exchange and in connection to the contract. Although, it remains that Macneil
believed that it was time for a new legal framework to be developed, where
contracts were to be seen as relations instead of analogues of spot exchange.432
Macneil emphasised that the future framework would be a “relational” contract
law, as opposed to the “classical” contract law of the late 19t century. As

mentioned, this classical contract law is oriented towards discrete transactions

429David Emile Durkheim was a French sociologist, Professor at Sorbonne University. He established sociology as an
academic discipline and together with W.E.B. Du Bois, Karl Marxand Maw Weber, they were the architects of modern social
science.

430 Durkheim, E. (1933). The Division of Labor in Society. The free press of Glencoe, pp.215, 2017. See also Lindenberg, S.
and De Vos, H. (1985). "The Limits of Solidarity: Relational Contracting in Perspective and Some Critism of Traditional
Sociology” Zeitschrift fiir de gesamte Staatswissenschaft (ZgS) 14: 558-569. Journal of Institutional and Theoretical
Economics, p. 559.

431 Lindenberg, S. and De Vos, H. (1985). "The Limits of Solidarity: Relational Contracting in Perspective and Some Critism
of Traditional Sociology” Zeitschrift fiir de gesamte Staatswissenschaft (ZgS) 14: 558-569. Journal of Institutional and
Theoretical Economics, p. 559.

432 Jpid., p. 560.
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and thus generates norms that put a premium on a predictable future, no matter
what happens to disrupt performance. In terms of neoclassical contract law, it
attempts to accommodate relational aspects, but it remains committed to the
basic norms of classical contract law and, therefore, remains a poor promise,
according to Lindenberg and De Vos.433

According to Macaulay, the problem arises from confusing of what would be
recognized as a more classical model of a contract system with an empirical
picture of the relationship between law and the contract process. Here, Macaulay
states that a rough sketch of the classical model of the contract process in
Western capitalist societies would stress its formal and normative aspects.
Formally, it assumes that the rules of contract law will be invoked by the parties
and applied by courts; normatively, it holds that they ought to be.¥34 Macaulay
further defines the classical model which starts with the assumption that
entrepreneurs need to plan and deal with risk. The entrepreneurs do so by
carefully drafting contracts, which they understand and agree upon. This is done,
in order to fill any gaps in the language - in the contract - by applying norms
reflecting the customs of the commercial community and, importantly, offers
remedies that either induce performance or compensate for non-
performance.435

The studies, as a whole, show that the empirical picture of the contract process
in capitalist societies differ clearly from the classical model. Planning for the risk
of non-performance often is done too carefully, and disputes are seldom resolved
by litigation or even by applying the norms of contract law outside of litigation.*36
The classical model of the contract process may be fit for one-off transactions,

such as financing or real estate, but the reality of the modern business,

433 Jbid.
434 Beale, H.G, Bishop, W.D. & Furmston, M.P. (1995). Contract, Cases and Materials, (3¢ Ed.), Butterworths, p. 678.
435]bid.
436 Jbid.
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particularly manufacturing, generally involves long-term continuing

relationships.437

1.1.2 The classical model
David Trubek (hereinafter, referred to as, “Trubek”)438 has argued that economic

actors will employ the litigation process to settle disputes only to the extent that
(1) the present value of continuing relationships is low, and (2) the anticipated
return from the litigation process is relatively high. The classical model of the
contract process, thus, operates only in a special and limited case where these
conditions are met. Max Weber’s (hereinafter, referred to as, “Weber”)43?
theories about the role of contract law in the development of capitalism rest on
amodel of economic relations, in which the typical dispute occurs between firms
operating in what would be called a perfectly competitive market. In such
conditions, continuing relations have no economic value, and no actor has
economic power over another.#40 According to Macaulay, this raises an
interesting question, which barely have been mentioned by authors conducting
research within this field: what functions might a classical picture of the contract
process serve if it is not an adequate description of what happens. If one shows
that business people in all societies compromise differences rather than invoke
contract norms to seek victories, rely on a network of contracts, and seek to avoid
being dependent on other firms, one must still explain the existence of a widely
held, often implicit, picture of the contract process that varies so markedly from

reality. A major conclusion to be drawn from these studies is that we should give

437]bid.

438 Professor of Law and Dean of International Studies Emeritus at the University of Wisconsin-Madison.

439 German sociologist, philosopher, lawyer and political economist.

440 Beale, H.G, Bishop, W.D. & Furmston, M.P. (1995). Contract, Cases and Materials, (3¢ Ed.), Butterworths, p. 678.
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further thought to the functions of the classical model. All that can be done here
is to offer a very sketchy explanation.#41

The most obvious explanation, according to Macaulay, for the persistence of the
classical model, would be that scholars and reformers are unaware that the
contract process described in the law books seldom affects behavior directly. Yet,
for many, it is an unwillingness to listen rather than unfamiliarity. Some actively
resist considering the implications of empirical findings, dismissing them
grandly as mere counting. Ignorance can be a partial explanation.#42 On the other
hand, an alternative explanation for the persistence of the classical model of the
contract process may be that it is partially accurate. The classical picture may be
just an overgeneralization from a biased sample.#43

This dissertation seeks to avoid the classical contract model, since the aim is to
create arelational contract between the shipowner and supplier and the classical

contract model, according to Macaulay, rarely have an effect on the behavior.

1.1.3 The interpretation of the contractual relation
According to Macneil: “We must know who “we” are before we can talk about what

“we” do and do not know about anything, including relational contracting.”#4*
Hence, by establishing who “we” are (in order to define a relational contract), the
first and most important aspect is to define the parties. As Macaulay states, there
can be many “we” and every one of them can be accurate, but it all comes down
to the specific situation, since the situation is not static.44> After establishing the
current “we”, which the dissertation focuses on, i.e. the shipowner and the
supplier, then comes the explanation of what is meant by “know”. Macneil

stresses that knowledge is a variable thing, meaning that knowledge is a

441 Jpid.

442 [pid., p. 679.

443 Jbid.

444 Macneil, I. R. (1985). “Relational Contract: What We Do and Do Not Know.” Wisconsin Law Review, 4: 483-526, p. 483.
445 Jbid.
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mechanism that keeps on progressing. As an example, once, people thought that
the world was flat#46 until science proved it otherwise.#4” Thus, as knowledge
evolves, so does the understanding of certain things and new philosophies and
viewpoints occur, and - thereby - a new knowledge has occurred.

However, one thing is to define knowledge, another thing is to clarify the “levels”
of knowledge that each of the parties possess. Macneil is referring to the
information asymmetry and how the information flow is defined in regards to
the level of information.#48 In the given situation, this also means to define what
is mutual information and how can the parties be sure that this level of shared
information is correct. All of this comes down to the interpretation of the giving
situation which means thatitis based on the interpretation and, by all means, the
result is relying on the interpreter itself. When discussing the interpretation, it
relies on what kind of “meaning” the interpreter awards it.

In terms of the case, the question is what knowledge does the shipowner and the
supplier possess, e.g. do they have equal information about one another and
about the contractual relation. Due to information asymmetry in the maritime
industry, there is no such thing as complete information, even though it is
possible to decrease the level of asymmetric information by collaboration.
Therefore, the shipowner and the supplier does not possess equal information.
Although, it requires that the shipowner and the supplier will share knowledge.
When examining relational contracting, the importance of the analysis is the

relational contract dimensions which are divided into three:44°

446 Arguably, some people still believe this is true, though they won’t be considered.

447 As Macneil states that “hard” knowledge existed in the form of either physical experiments or pragmatic uses of
knowledge. He adds, that since new knowledge often destroys old, this statement proves nothing about a net gain of loss
from this new knowledge. He believed that an immensely amount of knowledge regarding relational contracts, have been
lost, due to our enhanced understanding of utilitarian principles gained over the last centuries. Macneil, 1. R. (1985).
“Relational Contract: What We Do and Do Not Know.” Wisconsin Law Review, 4: 483-526, p. 484.

448 [pid., p. 485.

449 Jpid., p. 484.
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Figure 4.2 - The three dimensions

The everyday working | The positive law of the | The legal scholarship

relations and transactions | sovereign relating to that | relating to that behavior
or contract behavior behavior

Source: MacNeil450

In connection with the case, the three dimensions will need to be considered
when discussing the relational contract between the shipowner and the supplier.
In order to “know” the contractual behavior, which is the first of the three
dimensions, it is crucial to acknowledge that the physical production of goods
and services is not carried out through a discrete exchange. Rather, the
production of goods and services is done by one or several people who utilize
their hands, minds, tools, and/or materials, and often by doing the same patterns
continuously - which will be involving or relying upon some kind of relational

exchange.#>1

However, all relations are connected with and belong to a broader social context,
where successful relations must be harmonized. It is possible to draw axes
through many facets of contractual relations which indicates the likely features of
such facets in relations that fall at different points along the spectrum.4>2 Macneil
postulates a number of “norms” which are to be seen in a more positive way.

These nine norms are common contract norms, which apply to all contracts:4>3

450 Jbid.

451 Jpid., p. 490.

452 Jbid.

453 Macneil, I. R. (1982). "The new social contract: An inquiry into modern contractual relations.", p. 40. See also
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(i)  roleintegrity;

(ii) reciprocity (or 'mutuality’);

(iii) implementation of planning;

(iv) effectuation of consent;

(v) flexibility;

(vi) contractual solidarity;

(vii) the 'linking norms' (restitution, reliance and expectation interests);
(viii) the power norm (creation and restraint of power);

(ix) harmonization with the social matrix.

By "norms in a positivist sense", Macneil states that they are norms-in-fact, thatis
to say that they are observable in operation, to distinguish them from norms in
the sense of normative as opposed to positive economics.#5* The extent to which
a particular exchange relation is in harmony with the norms is likely to influence
the success of the relation in terms of its longevity (where appropriate) and the
ability for the parties to gain the full range of benefits that the exchange can
potentially offer. The extent to which the actual doctrinal law harmonizes with
these norms can arguably determine the usefulness of legal tools and

interventions in exchange relations, but it is a complicated question.455

These norms, are an expression of behavior, thus these behavioral norms can be
used for a better understanding and gives a context for discussing relational
contracts.#5¢ Thus the norms, should be used to understand the behavior of the
parties i.e. the shipowner and the supplier in order to form a relational contract.

Therefore this is the essential framework for relational contracting, which is

Macneil, I. R. (1983). "Values in contract: internal and external.” Nw. UL Rev, 78 and McLaughlin, ]., McLaughlin, |, &
Elaydi, R. (2014). "lan Macneil and relational contract theory: evidence of impact." Journal of Management History, 20.1:
44-61, p. 52.

454 Jbid., p. 41.

455 Jbid., p. 42.

456 McLaughlin, ]., McLaughlin, J., & Elaydi, R. (2014). "lan Macneil and relational contract theory: evidence of impact.”
Journal of Management History, 20.1: 44-61, p. 53.
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important to understand in order to design a relational contract between the
shipowner and the supplier. Relational contracting focus on trust, mutual
responsibility and connection among people.#57 In order to construct a relational
contract it is important to understand the focus hereof and to use the norms in a
positive sense other than the classical contractual sense, whereas the norms are
used in a more negative sense, as punishment for not complying with the

contract.*>8 This is the basic foundation of using relational contracting.*>?

2.”Contracting” as a buzzword
The previous section has discussed relational contracting and, among other

things, the origin hereof. According to MacNeil, it is important to analyze the
transaction, thus this is the main focus. Lindenberg and De Vos stated in 1985
that: “(...Jcontracting has become a household word”460 but, since then, contract
has become some kind of a buzzword. In this connection, chapter 2 discussed
maritime contracting and chapter 1 introduced figure 1.1 which illustrates some
of the many contractual relations that occur in the maritime industry.4¢1 Even
though contracts are everywhere, they still come in many forms. Especially, the
contract purpose is relevant which is why it is necessary to clarify where some of
the contract theories belong and to see whether they are applicable in the

relational contract between the shipowner and the supplier. Some of the contract

457 Beale, H.G, Bishop, W.D. & Furmston, M.P. (1995). Contract, Cases and Materials, (3¢ Ed.), Butterworths, p. 699.

458 Tvarng, C. D,, Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vzardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber. Authors translation - original Language; Danish. P.72

459 Beale, H.G, Bishop, W.D. & Furmston, M.P. (1995). Contract, Cases and Materials, (3¢ Ed.), Butterworths, p. 699.

460 Cheung, S. N. S. (1983). “The Contractual Nature of the Firm.” Journal of Law and Economics, 26: 1-21, p. 20. See also
Lindenberg, S. and De Vos, H. (1985). "The Limits of Solidarity: Relational Contracting in Perspective and Some Critism of
Traditional Sociology” Zeitschrift fiir de gesamte Staatswissenschaft (ZgS) 14: 558-569. Journal of Institutional and
Theoretical Economics., p. 559. This was also mentioned in section 1.1 An introduction to Relational contracting.

461 Figure 1.1. uses freight contracts, maintenance supply, loans as examples of contracts. However, there are a variety of
other contracts which might or does occur. Such as chartering contracts, newbuilding contracts, sale and purchase
contracts, insurance etc.
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forms, which will be discussed, is leaning towards partnering which thus makes
them relevant to observe.462

Thus, when studying contracting, several definitions occur due to several
opinions. Some academics write about performance-based contracting, others
focus on outcome-based contracting, and a third part writes about relational
contracting. Although the difference between these is hard to find, some argue
that they are in fact pretty much the same.#63

However, the common thing about these contract forms, is that they all have the
transaction in focus. Therefore the dissertation will discuss some of these
contract forms, as an illustration to the purpose of partnering agreements which

will be discussed in the next chapter.

2.1 Outcome-based contracts
Outcome-based contracts (hereinafter, referred to as, “OBC”) have gained

increasing attention over the recent years, both in academia and in practice.464
Current literature has progressed the discussion of value, from value-in-
exchange towards value-in-use.*®5 Thus, the essence of the OBC’s is the buying
of relevant business outcomes rather than resources required to their provision
e.g. spare parts or repair actions.#¢¢ OBC’s are mainly used to create a possibility
to align the interests of the customer (e.g. the shipowner and the supplier), and

contrary compensate the supplier based on the same outcome that the

462 Section 7. Maritime contracts and 8.2.3 Newbuilding contracts in chapter 2, discussed maritime contracts in general
and some specific contract templates which are relevant for the dissertation.

463 Martin, L. L. (2005). "Performance-based contracting for human services: Does it work?" Administration in Social
Work, 29.1: 63-77.

464 Kim, S., Cohen, M. A. & Netessine, S. (2007). "Performance contracting in after-sales service supply chains.” Management
Science 53(12): 1843-1858; Cited in Bohm, E., Backhaus, C., Eggert, A, Cummins, T., Barton, T., Berger-Walliser, G., &
Haapio, H. (2016). “Understanding outcome-based contracts: Benefits and risks from the buyers’ and sellers’ perspective”.
Journal of Strategic Contracting and Negotiation, 2(1-2): 128-149, p. 129.

465 Ng, I. CL., & Nudurupati, S. S. (2010). "Outcome-based service contracts in the defence industry-mitigating the
challenges." Journal of Service Management, 21.5: 656-674, p. 657. According to Ng. el al,, value is now described as that
which is evaluated by the customer, rather than the currency for the transfer of ownership of a particular good. See also
Porter M., (1990). The Competitive Advantage of Nations. Free Press, p. 162.

466 |pid. See also Bohm, E. Backhaus, C., Eggert, A.,, Cummins, T., Barton, T., Berger-Walliser, G., & Haapio, H. (2016).
“Understanding outcome-based contracts: Benefits and risks from the buyers’ and sellers’ perspective”. Journal of Strategic
Contracting and Negotiation, 2(1-2): 128-149, p. 129.
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shipowner cares about (i.e. products utilization), and therefore the supplier is

encouraged to create better products and increase the product performance.46?

According to Irene Ng,#%8 David Xin Ding#6® and Nick Yip*7? (hereinafter, referred
to as, “Ng et al.”), the literature involves several themes which contribute to the

significant concepts of a business model. These themes are:

1. Value drivers - these are defined as value-creating activities or transformations

that generate revenue for the firm.4’1

2. The performance of a company, through the change in such value drivers, is an

essential element in a business model. 472

3. The formation of successful partnership is a feature of new business models.*’3

According to Benoit Demil474 and Xavier Lecocq?*’> (hereinafter, referred to as,
“Demil and Lecocq”), the firm’s value chain of activities should include the
fostering of partnerships as part of the construction of a business model.

Evidently, business models exhibit a need to be value-driven, partnership-

467 bid.

468 Professor of Marketing and Service Systems at University of Warwick, UK.

469 Assistant professor in the Information and Logistics Technology Department at the University of Houston.

470 Lecturer in Marketing at the Norwich Business School, University of East Anglia, UK.

471 Ng, I. CL, David Xin Ding, and Nick Yip. (2013). "Outcome-based contracts as new business model: The role of
partnership and value-driven relational assets.” Industrial Marketing Management, 42.5: 730-743, p. 730. These value
drivers are seen as key elements for businesses and new business models are often a result of a change in regards to the
value drivers.

472 Wirtz, B. W, Schilke, 0., & Ullrich, S. (2010) "Strategic development of business models: implications of the Web 2.0 for
creating value on the internet." Long range planning 43.2-3: 272-290., p. 280. Cited in Ibid. The performance of business
models is defined as something which requires a joined-up, systems-focused and holistic understanding across the
company’s current resources and capabilities, in order to retain or achieve a competitive advantage in the industry in
which it operates as environmental conditions change.

473 Johnson, M.W,, Christensen, C.M., & Kagermann, H. (2008). “Reinventing your business model. “ Harvard Business
Review, 86(12): 50-59. Cited in Ibid. A successful partnership is grounded in strategy literature where the ability to
construct a strong partnership is recognized as a core competency.

474 Professor of Strategic Management and Organizational Theories at the Institut d’Administration des Entreprises, the
management department of the University of Lille.

475 Professor of Strategic Management and Entrepreneurship at University of Lille.
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focused, and with focus on the value-creating system that exceed traditional
boundaries.*76

Additionally, it is important to understand the difference between
interorganizational and intraorganizational activities, which add to the system
where profits are derived from its performance. Despite of the above, Ng et al,,
argue that: “...there are three major gaps in business model literature.” Ng et al.,
has listed them as follows:

“First, new business models emerge across different industries in different ways and there
may be greater heterogeneity in both their theoretical conceptualization and their
empirical and practice characterization. This is evidenced by the number and the
inconsistency of “Key concepts” that seem to emerge from the literature, as well as by the
different definitions of a business model ranging from “an underlying core logic™#77 to

”n

“system manifested in components.

“Second, it is also important not only to understand the key concepts, but also to
appreciate how these concepts - such as value drivers, partnerships, customer-centricity
- relate to one another both theoretically and empirically, and how they manifest

themselves in practice for different types of business models.”

“Finally, since business models investigations require a holistic approach, there should be
a concerted attempt to bring together existent approaches of the various disciplines of
marketing, strategy, operations, and OBHRM#78 in a trans-disciplinary manner and into
an empirical context, to understand the characterization of new business models - in order

to both critique and draw insights into the intra-disciplinary assumptions.”7?

476 Demil, B., and Lecocq, X. (2010) "Business model evolution: in search of dynamic consistency." Long range planning
43.2-3: 227-246. See also Zott, C., & Amit, R. (2010). "Business model design: an activity system perspective.” Long range
planning 43.2-3: 216-226 and Ng, L. CL, David Xin Ding, and Nick Yip. (2013). "Outcome-based contracts as new business
model: The role of partnership and value-driven relational assets." Industrial Marketing Management, 42.5: 730-743, p.
730.

477 Shafer, S. M., Smith, H. J., & Linder J. C. (2005). "The power of business models." Business horizons 48.3: 199-207, p. 205.
478 Organizational behavior and human resource management.

479 [bid. See also Tikkanen, H., etal. (2005). "Managerial cognition, action and the business model of the firm." Management
decision 43.6: 789-809, p. 792.
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Ng et al., argues that - in order to understand business models - it is important
to acknowledge that a sole focus on the key concepts, are not always explanatory.
Contrary, it is important to comprehend and understand the entire business
model and what factors that are relevant within this. Ng et al., argues that in
order to approach a current or new business model, it is essential to understand
the importance of value-drivers, partnerships, strategies, OBHRM etc. Companies
who use OBC’s have changed their focus from the classical sale and purchase
situation to a customized business situation. Since, OBC’s are focused on the
customer and the customers value of the product. Especially the value is a key
element, as it now describes value as that which is evaluated by the customer,
rather than the currency for the transfer of ownership of a particular good.480
OBC’s are a form of relational contract, as the focus has become on the
transaction and the value hereof.

OBC’s have - as mentioned previously - become more common in todays
businesses. However, OBC’s is not a new concept, but these OBCs have a longer
history in certain markets such as airlines (e.g. Rolls Royce), defense, logistics, as
well as health care and public services. However, recently, a wide range of
suppliers in diverse industries experiment with this business model.481 This
trend is due to several drivers, such as the ongoing service transition of goods-
based manufacturing companies,*82 the growing demands of customer firms

which increasingly pressure their suppliers to show them value for money,*83

480 Ng, I. CL., & Nudurupati, S. S. (2010). "Outcome-based service contracts in the defence industry-mitigating the
challenges." Journal of Service Management, 21.5: 656-674., p. 657.

481 Ng, I. CL, David Xin Ding, and Nick Yip. (2013). "Outcome-based contracts as new business model: The role of
partnership and value-driven relational assets." Industrial Marketing Management, 42.5: 730-743, p. 732. See also Bohm,
E., Backhaus, C, Eggert, A., Cummins, T., Barton, T., Berger-Walliser, G., & Haapio, H. (2016). “Understanding outcome-
based contracts: Benefits and risks from the buyers’ and sellers’ perspective”. Journal of Strategic Contracting and
Negotiation, 2(1-2): 128-149, p. 129.

482 Ostrom, A. L., et al. (2010). "Moving forward and making a difference: research priorities for the science of service."
Journal of service research, 13.1: 4-36; Cited in Ibid.

483 Terho, H,, et al. (2012). "It's almost like taking the sales out of selling’—towards a conceptualization of value-based
selling in business markets." Industrial Marketing Management 41.1: 174-185; Cited in Ibid.
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and the ever-increasing global competition which forces supplier firms to find
innovative ways of differentiating their market offer.484

OBC'’s is highly relevant in regards to the supplier as this is a potential business
model in which they could consider using. The focus of the OBC is the transaction,
hence the value of the customer. Many business is reviewing their business
models in order to gain new market shares and gain competitive advantages, by

differentiate their products.48>

2.1.1 Equipment-based services
According to Ng et al, equipment-based services have traditionally been

contracted on the basis of revenue-generating activities, materials, and on time
required to maintain, repair, or overhaul equipment such as engines and
elevators.486 According to Ng. et al., this often results in provider opportunism,
since the very activities which disrupt the customer’s use of the equipment are
those that generate revenue for the firm and, thus, the firm has less incentive to
ensure the long term care of the customer’s equipment.487

Rolls Royce’s “Power-by-the-hour®”, which is an outcome-based contract, is not
paid based on the service activities such as material and repairs, but is based on
the outcome of such activities in continual use situations, i.e. the number of hours

of engine use in the air. This is analogous to the well-known story in marketing

484 Ulaga, W, & Eggert, A. (2006). "Value-based differentiation in business relationships: Gaining and sustaining key
supplier status." Journal of marketing 70.1: 119-136; Cited in Ibid. See also Porter M., (1990). The Competitive Advantage
of Nations. Free Press, p. 162.

485 Porter M., (1990). The Competitive Advantage of Nations. Free Press, p. 162.

486 Ng, Irene CL, David Xin Ding, and Nick Yip. "Outcome-based contracts as new business model: The role of partnership
and value-driven relational assets."” Industrial Marketing Management 42.5 (2013):, p. 731.

487 [pid.
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of being paid for holes-in-walls,*88 rather than for the maintenance, repair, and
upkeep of the drill.48°

This new business model is challenging, due to continual use of equipment sits
within the customer’s space and requires the customer’s resources to achieve
their own goals. From the delivery standpoint, OBC is unlike traditional service
contracts where there is a progressive process.#?0 In OBC, there is usually no
sequential “value chain” and, thus, effective use of equipment is a consequence
of collaborative processes and practices with the customer in a value-creating
system where the sole purpose is to achieve positive outcomes. To achieve the
performance of an “outcome” is therefore dependent on the nexus of logistics,
relationships, operations and management within the system and how they come
together effectively in such a way that the engines continue to generate power
and the planes continue to fly. Such a system requires a complete rethink of the
firm’s business model and its capability, in particular its ability to cooperate
mutually with the customer. Ng et al. argue that such a business model capability
would require all stakeholders to invest in relational assets that are both value-
driven and partnership-focused.4°1

In this case with the shipowner and the supplier, this is highly relevant. Based on
the above, there are different takes on how to optimize a maintenance situation,
although the key ingredient is the relational factor. For the shipowner and the
supplier to actually engage in a relational context, they both need to rethink their
business strategy and need to understand that this is an actual cooperation,
where both parties need to collaborate evenly in order to make it work.

Therefore, besides having to rethink the business model, the supplier needs to

488 Professor Theodore Levitt has stated that people do not want to buy a quarter-inch drill. They want a quarter-inch
hole. Levitt, T. (1960). Marketing myopia. Harvard Business Review, 45-56.

489 Ibid., Cited in Ng, I. CL, David Xin Ding, and Nick Yip. (2013). "Outcome-based contracts as new business model: The
role of partnership and value-driven relational assets." Industrial Marketing Management, 42.5: 730-743., p. 731.

490 Call comes in, processes triggered, equipment repaired, activities invoices.

491 Ng, I. CL, David Xin Ding, and Nick Yip. (2013). "Outcome-based contracts as new business model: The role of
partnership and value-driven relational assets." Industrial Marketing Management, 42.5: 730-743, p. 731.
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ensure that it is able to perform this kind of service, as otherwise, this
partnership will be a dead-end solution which will collapse within a short
amount of time, due to the lack of performance from the supplier. On the other
hand, the shipowner needs to be prepared for a partnership of this calibre, and
have the right incentives to create and maintain the agreement in the

partnership.492

2.1.2 Performance as a relational asset
According to the study by Ng et al., OBC performance depends on the relational

assets of behavioural and information alignment, rather than on
material /equipment process alignment (i.e. the joint supply chain). This suggests
that OBC - as a business model - has to completely adjust how the supply chain
regarding equipment performance should be designed and configured for
consistent use outcomes, since the system of material and equipment use
interacts with other value drivers and is no longer linear, but holistic.4°3 Another
result from the study revealed that the alignments are driven by partnership
inputs of opposite competencies and correspondence of expectations, and the
relationships are further facilitated by the control and empowerment of
individuals. This means that the complicated value-creating system in OBC
includes several management interactions in order to achieve contract
performance, hence it is a challenge to understand where the management

begins and where the operations end.#%4

492 Jpid.

493 Jbid.

494 Ibid. These cross-function interactions suggest that more research is needed on how firms could be better organized to
achieve the outcomes with their customers in this new business model, but also to consider how disciplinary knowledge
can stay relevant when the boundaries between them collapse.
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In management studies, the research appears to have grown independently with
little cross-disciplinary understanding.*°> However, despite different views,
most researchers seem to agree that business models include concepts that
relate to: firm’s value offering; economic model; customer interface and
relationships; partner network and roles; internal infrastructure/connected
activities; and target markets.*9¢

Within Ng et al.’s study,*°” common themes have risen from its substantial body
of research. Scott Shafer,498 H. Jeff Smith,*°° and Jane C. Linder>%° (hereinafter,
referred to as, “Shafer et al.”) and Alexander Osterwalder>%! and Yves Pigneur>92
(hereinafter, referred to as, “Osterwalder & Pigneur”) suggest that business

models consist of four primary components:503

495 [pid. p. 732.

496 Morris, M., Schindehutte, M. & Allen, J. (2005). "The entrepreneur's business model: toward a unified perspective.”
Journal of business research, 58.6: 726-735, p. 792;

497 Ng, I. CL, David Xin Ding, and Nick Yip. (2013). "Outcome-based contracts as new business model: The role of
partnership and value-driven relational assets." Industrial Marketing Management, 42.5: 730-743., p. 732.

498 Professor of Management at Wake Forest University.

499 Late Professor at the Department of Information Systems at Miami University.

500 Professor at Accenture Institute for Strategic Change.

501 Swiss business theorist and author.

502 Professor of Management Information systems at University of Lausanne.

503 Shafer, S. M., Smith, H. J., & Linder J. C. (2005). "The power of business models." Business horizons 48.3: 199-207., p.
202 Osterwalder, A., & Pigneur, Y. (2010). Business model generation: A handbook for visionaries, game changers, and
challengers. Hoboken, NJ: John Wiley & Sons., p. 232. Cited in Ng, I. CL, David Xin Ding, and Nick Yip. (2013). "Outcome-
based contracts as new business model: The role of partnership and value-driven relational assets." Industrial Marketing
Management, 42.5: 730-743, p. 732.
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Figure 4.3 - Four elements of a business model

Strategic choice in
terms of the
market to serve

The value
proposition

The
commodofication
Value creation of the value

created (value
capture)

Source: the author’s creation

These four components which is illustrated in figure 4.3. is relevant for
companies, as they illustrate the essential elements of a business model.

OBC’s are a value creating business solution, which is much a like servitization or
partnering. The elementary point is the value creating part, in which one
company can provide another company with an added value, by understanding
the buyer of the product. In the end, the company who comprehends to sell value
to their customers, are those who gain an competitive advantage. Therefore
OBC’s have further establish the value creating point, which the shipowner and

the supplier needs to address in order create a successful partnership.
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3. Concluding remarks
The purpose of this dissertation is to optimize the contracting in the maritime

industry in order to increase the value creation. It has been suggested that this
could be achieved through relational contracting between the supplier and the
shipowner.

Thus, this chapter introduced relational contracting as a concept and illustrated
through Macneil that such a contract as a discrete exchange transaction, where no
relations are established between the parties, does not exist in practice.
Therefore, it can be argued that there may not be much difference between a

classical contract and a relational contract.

The biggest challenge in terms of achieving a successful relational contract is to
convince the parties to disclose all knowledge and information. This dissertation
has previously mentioned the information asymmetry of the maritime industry
and the question is, thus, whether it would be possible to decrease the asymmetry
in order to achieve full information between the parties. If both the parties agree
upon full disclosure of knowledge and information, it is - in theory - possible to
eliminate the information asymmetry, but it requires trust between the parties.
However, given that the parties achieve this, it will arguably influence the parties’

performance as well, as performance will come to function as a relational asset.

Furthermore, this chapter addressed OBC'’s as an alternative relational contract.
OBC'’s are - as relational contracting - focused on the transaction. OBC’s are an
alternative business model, which main focus is on the value creating aspect. It is
important to understand the value creating element in order to become more
competitive.

In order for the shipowner and the supplier to create a collaboration between

them, they need to be aware of how to create value for one another. On another
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note it is important for both the shipowner and the supplier to consider the four
factors in figure 4.3, in order to better understand their business, when creating
the relational contract between them. The chain of values, which has been
discussed in this chapter, should - for the shipowner and the supplier - be seen in

conjunction with the discussions in chapter 5 and 6.
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Chapter 5: Partnering - a relational contracting solution

1. Introduction
The previous chapter focused on relational contracting, whereas this chapter

solely will focus on partnering as a form of relational contracting. Therefore, it is
essential to focus on what partnering is, how it works, and how it can be a solution
for the shipowner and the supplier, as an approach to optimize their business and
become more innovative. Thus, interfirm strategic alliances like partnering
appear to have become more important as a part of (international) business.>%4
However, the question is which motives will lead firms to collaborate in their
effort to become more innovative. This will be discussed further in order to
establish the incentives that lead the parties to cooperate and the outcome hereof.
John Hagedoorn (hereinafter, referred to as, “Hagedoorn”)>%> has made some
observations regarding this and states: “When going beyond theoretical
statements and case studies, attention is paid to both sectoral differences in the
motivation for partnerships, as well as to contrast in interorganizational features of
technology cooperation.”% Therefore, the hypothesis is that when engaging in

partnering contracts, the parties change from being parties to become partners

504 To name a few in relevance to Denmark. Danske Bank announced their engagement in a strategic alliance with Tryg;
Maersk Line; and Alibaba and has collaborated with the creation an online booking system called Gangweibao. For further
information see also; in reference to Danske Bank and Tryg, Press Release from Danske Bank November 12th 2018,
https://danskebank.com/da/news-og-insights/nyhedsarkiv/press-releases/2018/pm12112018. Last visited January
29th 2019. . and in reference to Maersk Line and Alibaba, https://www.reuters.com/article /us-alibaba-maersk/maersk-
alibaba-team-up-to-offer-online-booking-of-ship-places-idUSKBN1400S7. Last visited January 16th 2019. Also see
chapter 4 for outcome based contracting.

505 Professor of Strategic Management at the faculty of Economics and Business Administration of Maastricht University.
506 Hagedoorn, J. (1993). "Understanding the rationale of strategic technology partnering: Interorganizational modes of
cooperation and sectoral differences." Strategic management journal 14(5): 371-385, p. 371.
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through the formation of a collaborative team which has common goals and
objectives either through a binding>%7 partnering contract or through a non-
binding contract.508

There may be several reasons as to why parties engage in partnering. Joseph L.
Badaracco, Jr. (hereinafter, referred to as, “Badaracco”)s%? describes four
customary reasons for why parties choose to engage in a partnership with

competitors:

1. Reduce competition in order to raise profits or to serve other purposes.

2. Risk sharing, as some projects are too large or too exposed for a single firm to
handle.

3. Bundle complementary resources. E.g. If one company can invent products, but
not sell them, contrary another can sell, but not invent, thus they may form a
joint enterprise.

4. Overcome market barriers by collaboration.>10

Kathryn Rudie Harrigan (hereinafter, referred to as, “Harrigan”),>11 has tried to
make a more complete list - in addition to Badaracco - of the value-drivers for
companies to enter into a partnering agreement. Harrigan has categorized the

list in the following sections;>12

- Internal
- Competitive

- Strategic

507 Partnering contracts are considered binding in the UK and Denmark.

508 Partnering contracts are not binding in the US, however, they are characterized as Letter of Intent. Tvarng, C. D. (2015).
"To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts in the US, British and
Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314 p. 289.

509 Professor of Business ethics at Harvard Business School.

510 Badaracco, J. (1991). The knowledge link: How firms compete through strategic alliances. Harvard Business School
Press, p. 7-8.

511 Professor of Business Leadership at Columbia University Graduate School of Business.

512 Harrigan, K. (1986). Managing for joint venture success. Lexington, mass, p. 16.
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Within these sections Harrigan has listed several factors that are important for
the company. Some of these factors are divided into the three sections, which is

illustrated in table 5.1. However, this will be discussed further below.

Additionally, the selling and purchasing processes in the maritime industry (and
other industries that e.g. produce vehicle components) has developed to be an
industry where the requested components are acquired directly from a supplier.
This was already noticed in the beginning of the 1980’s where Donald Peterson,
President of Ford, stated:

“l think world trade in built-up vehicles will be largely replaced by trade in vehicle

components (...) The distinction between imports and domestics could very well become

meaningless.”>13

Therefore, in this chapter, the focus will be on partnering as a concept; both in
terms of what partnering is and how it works in practice. The chapter will also
analyze how value creation is defined and how it is created between parties, as
value may be another influential factor to motivate the parties. Also, the chapter
will illustrate how other industries (the pharmaceutical industry and the
construction industry) engage in partnering, as well as what the risks of
partnering are. When all these aspects of partnering have been discussed, the
remaining chapter will discuss how partnering ought to influence the maritime

industry.

513 Donald Peterson, President of Ford quoted In the International Herald Tribune, September 19, 1981. Cited in Reuer, J.
(2009). Strategic Alliances: Theory and Evidence (Oxford Management Readers). Oxford University Press p. 28.
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2. Rationales for collaboration

In addressing the conditions necessary for entering into a collaborative
relationship, it is necessary for the dissertation to illustrate the viewpoint of any
one party and examine the contribution it makes to a given party’s strategy. It is
critical to keep the strategy of one party in mind. How central is the particular
business domain of a joint collaboration for the party. What possible opportunity
losses must the party estimate with, as a consequence of joint collaboration, such
as limitations on future strategic flexibility and alternative use of management’s
capacity - these losses are to be compared to the benefits of the collaboration.
Further examination of the overall benefit/cost balance of collaborative
relationships will be examined further below. For the moment, the benefits will

primarily be discussed, i.e. the reasons for forming joint collaboration.>14

As states previously, Harrigan has set out three overall sections as a grouping of
value-drivers and specified these sections by adding specific objects, as a

clarification of the value-drivers for the parties. These are illustrated in table 5.1.

s14]bid, p. 26.
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Table 5.1 - Motivational factors for partnerships

-Output sharing (brands,
distribution channels etc.

-Intelligence (information

industries; Adjust current
industries)

-“First-mover” advantages

Internal Competitive Strategic
-Cost and risk sharing -Industry influence (reduce | -Form and explore synergies
Finance supplement competition; develop new -Transfer of technology (or

other skills)
- Diversification (e.g. new

markets, products or skills)

and technologies) -Reaction to industry limits

-Innovative managerial and globalization
practices -Creation of effective
-Retain entrepreneurial competitors

employees

Source: Harrigan51®

These factors are value-drivers for the companies to enter into a joint

collaboration.

According to Jeffrey ]. Reuer (hereinafter, referred to as, “Reuer”)516 joint

collaborations, licensing, joint ventures and other

agreements can achieve several overlapping objectives.

a) risk reduction
b) economies of scale and/or rationalization
c) technology exchanges

d) co-opting or blocking competition

types of collaborative

e) overcoming government-mandated trade or investment barriers,

515 Harrigan, K. (1986). Managing for joint venture success. Lexington, mass, p. 16. Harrigan has made a further detailed

list, however table 5.1 should in overall cover them all.

Professor Harrigan'’s outline is a great tool in order to define each party’s motives which is essential in order to structure
the partnering agreements. The explanations from the leading academics above provide a useful framework in order to
understand the partnering agreements from a theoretical perspective, although the CEO’s, CFO’s and other corporate
development staff may have a less academic approach and a more practical understanding of the partnering agreements
516Guggenheim Endowed Chair and Professor of Strategy and Entrepreneurship at the University of Colorado.
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f) facilitating initial international expansion of inexperienced firms, and
g) vertical quasi-integration advantages of linking the complementary contributions

of the partners in a “value chain.”17

Reuer has listed these seven objectives, which, arguably, can be classified under
Harrigan'’s three sections; are aligned with Harrigan’s objectives in table 5.1; and
there are certain similarities with the four elements set out by Badaracco. Thus,

there are certain alignments in theories of the objectives set out by academics.

Reuer argues, in a broad sense, that when examining the benefits of joint
collaboration, the value creating point are typically through either a vertical or
horizontal agreement.>18 Furthermore Reuer states, when studying a vertical
agreement - value-addition - within a joint collaboration, it is convenient to use
the value chain approach®!? suggested by Michael E. Porter>20 (hereinafter,

referred to as, “Porter”).

Porter states that:

“A firm may possess two types of competitive advantage: low relative cost or
differentiation - its ability to perform the activities in its value chain either at lower cost
or in a unique way relative to its competitors.(...) Competitive advantage is a function of
either providing comparable buyer value to competitors but performing activities
efficiently (low cost), or of performing activities at comparable cost but in unique ways
that create greater buyer value than competitors and, hence, command a premium price

(differentiation).”51

517 Reuer, ]. (2009). Strategic Alliances: Theory and Evidence (Oxford Management Readers). Oxford University Press, p.
26.

518 Jpid.

519 Porter, M. E. (1986). "Changing patterns of international competition." California management review 28.2: p. 13-14.
520Professor in Management and Economy at the Department of Strategy and Competitiveness at Harvard Business
School.

521/pid.
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In regards to Porters value chain approach - value creation - Reuer states:

“The combined efforts of all partners must add up to a value chain which can produce a
more competitive end result. It is important that the parties have complementary
strengths which cover all relevant knowhow dimensions needed, and that the strategies
of the parties are compatible and not in conflict. Instead of the partners making
complementary contributions, an alternative model of cooperation is one in which the

partners provide similar inputs to the venture.”>??

Reuer’s foundations for the latter can be limited to excess capacity, to achieve a
reduction in risk through joint efforts and cost savings. Both models exist in
international cooperative ventures, but their relative incidence and stability are

not definitely known.>23

Both Porter and Reuer are emphasizing the importance of the value chain and
how it is important that both parties within a joint collaboration add to the value
chain. However, all companies have different value-drivers i.e. motivational
factors. An important and difficult task in regards to partnering agreements is to
identify and understand each party’s motive.524 In order to create a relational
contract between the shipowner and the supplier, the parties’ value-drivers are
essential and needs to be defined. Thus, based on Badaracco, Harrigan and
Reuer’s rationales for joint collaboration, the shipowner and the suppliers
possible rationale for joint collaboration, lies within the possibility of an
optimization of the value chain, risk reduction and the benefits of a competitive
advantage. The specific value-drivers of the shipowner and the supplier will be

discussed further below.

522 Reuer, ]. (2009). Strategic Alliances: Theory and Evidence (Oxford Management Readers). Oxford University Press, p.
26.

523 Jbid.

524 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P,, Ehrlich, T. H. (2016). Corporate Partnering —
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-8.
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3. The theory of partnering

The globalization has changed the way in which companies, in all kinds of
branches and industries, are seeking to maximize their profit and reduce their
costs. Arguably, the companies’ main focus used to be how to minimize the
variable costs, but now there has been a change in their way of thinking of costs.
The way of consolidating is no longer the essential aspect and the companies are
not obliged to deliver the entire value chain themselves. Instead, outsourcing and
strategic alliances are the keyword to the global economy, where both options
have been keys to success in terms of creating a bigger growth and increase the
profit.525

Businesses have used partnering agreements since the early 1980s and, due to
the biotechnology companies, the visibility and number of these agreements has
increased over the years. As an example, biotech companies began using
partnering agreements to help finance the enormously expensive clinical
development of human therapeutic products.>26 Ever since, other industries have
embraced this structure. The increasing global competition and the accelerating
pace of technological innovation are key factors behind this proliferation and the
commercialization of the internet, which has substantially increased the
agitation.>2” Nevertheless, according to Thomas F. Villeneuve,528 Robert V.
Gunderson, Jr.;>2° Colin D. Chapman;>39 David P. Sharrow;531 and Timothy H.

Ehrlich,>32(hereinafter, referred to as, "Villeneuve et al.,”) no one can dispute that

525 Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber, p. 68 - Original Language; Danish - Authors Translation.

526 Ibid,, p. 68-69.

527 Jbid.

528 American lawyer and leading practitioner in corporate partnering and strategic alliances.

529 American lawyer and leading expert within in emerging growth companies and venture capital.

530 American lawyer and - among others - specialized in corporate partnering and strategic alliances.

531 American lawyer and - among others - specialized in corporate partnering and strategic alliances.

532 American lawyer and - among others - specialized in corporate structuring’s and business strategies relating to
strategic alliances.
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partnering agreements has become a main feature of both domestic and
international business landscapes.>33 Thus, this is highly relevant for the
shipowner and the supplier, in order to maximize their business and become a
part of the technological innovation and take advantage hereof.>34

The essential approach towards a partnering agreement is to build a customized
agreement in order to meet the parties’ special needs, strategies, objectives, and
circumstances.>3> Thus, partnering agreements are varied and thereby, arguably,
difficult to define in theory, although in a practical matter, these agreements are
easier to spot. Partnering agreements fall in the large grey area between
traditional contractual agreements and corporate acquisitions.>3¢ This broad
scope is believed to lend flexibility to the partnering vehicle that, according to
Villeneuve et al., ensures its immediate usefulness and long-term viability.>3”
Partnering should be seen as an organized way of improving the communications
on specific projects and is especially used within the construction business.
According to William Ronco®38 and Jean Ronco>3? (hereinafter, referred to as,
“Ronco and Ronco”), if designed and implemented correctly, the presumption is
that partnering can improve project communications, profitability, and the
quality, while at the same time reduce costs, conflicts, and exposure to

litigation.>40

533 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-1. (PartI)

534This is in reference to section 2: rationales for collaboration, where the benefits of joint collaboration was highlighted.
Furthermore chapter 2 discussed the maritime industry and its structure and this should be in mind, for the shipowner
and supplier to seek a competitive advantage.

535 [bid. This is also in reference to the discussion on relational contracting and outcome based contracting in chapter 2.
This will also be further discussed below.

536 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-2. See also discussion
on relational contracting in chapter 2. See Reuer, J. (2009). Strategic Alliances: Theory and Evidence (Oxford Management
Readers). Oxford University Press, p. 23 and Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vakst Og Vardiskabelse via
Nye Former for Innovationssamarbejder Og Partnerskaber, p. 72-73.

537 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-2.

538 Director at the Science and Technology Leadership Institute at Cambridge Healthtech Institute, former Professor at
Northeastern University and international expert on partnering.

539 Co-Director of the Center for Business Partnering at GATHERING PACE,INC. She has an Ed.M. from Harvard University.
540 Ronco, W. C. & Ronco, J. S. (1996). Partnering manual for Design and Construction. McGraw-Hill., p. 1. See also Tvarng,
C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder Og
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Partnering can be characterized as a company strategy, but also a form of an
agreement which is used as a tool for implementing a strategic alliance.>*!
Companies that want to create a strategic alliance can either use the traditional
way of contracting, where both parties seek to increase their own benefit and
profit, or they can make use of a partnering contract, in which both parties’
interests will jointly be optimized, where the parties negotiate their way into the
best possible contract.5*2 Both parties are trying to optimize the common
goal /purpose with their contract and therefore not just their own benefits. This
dissertation defines partnering contracts as a relevant alternative to relational
contracts, when creating a strategic alliance or any other long-term relationship
with a certain degree of frequency and specificity.>43

According to a study made by the three professor(teer)s; Christina D. Tvarng,>44
Grith @lykke>*> and Kim @stergaard,>*¢ (hereinafter, referred to as,” Tvarng et

al.,”) companies who require to engage in a strategic alliance have two options:

- traditional contracting

- partnering agreement

As mentioned previously, for the company i.e. the shipowner and the supplier, to
choose the traditional contracting, this means that each party seeks to self-
optimize, whereas a partnering agreement focus on joint optimization and

therefore, together, the parties choose the ideal contract agreement.547

Partnerskaber, p. 69, where they state that the construction industry has proven to be less risky and reduce the costs of the
projects. Original Language; Danish - Authors Translation.

541 Tvarng, C. D., Grith, S. . & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber, p. 68 - Original Language; Danish - Authors Translation.

542 Tvarng, C. D., Grith, S. . & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber, Original language; Danish - Authors translation.

543 Tvarng, C. D. (2013). “Partnering Contracts; A Solution to the Nash Equilibrium?” In a Contract Law and Game Theory
Perspective." Behavioral Analysis Applied to Economics and to Law. Conference paper., 1-13, p. 1.

544 Professor and Deputy Director of CBS Law.

545 Professor at CBS Law and Director at Kammeradvokaten.

546 Professor (MSO) at CBS Law.

547 Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber, p. 68 - Original Language; Danish - Authors translation. See also chapter 7 for further elaboration on
the economic perspective of the allocation of utilities and profit between the shipowner and supplier. See also discussion
on relational contracting in chapter 4.
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Thus, according to this study, the parties - i.e. the supplier and shipowner - have
to choose between these two options. Even though, partnering is the main focus
of the discussion, strategic alliances will to be discussed, as partnering and
strategic alliances are two sides of the same coin, i.e. relational contracting.
Therefore, the dissertation will use both under the same definition; partnering,
as a reason for the shipowner and the supplier to engage in a Partnering
agreement.548

However, before engaging further in to the world of partnering, the dissertation
needs to stress that it will only be concerned with private contracts due to the
principle of autonomy, as mentioned in chapter 1. The classic contract law
perspective is based on a self-interest approach concerning commercial
contracts. This perspective encourages a minimum of judicial intervention on the
contract relationship and the contract itself supported by a maximum of legal

certainty of the enforcement of the contract terms.>4?

3.1 Why partnering is a necessity
To many, the need for - and benefits of - partnering are obvious, although others

may wonder, after so many years of getting along without it, how come
partnering is becoming a necessity now. According to Ronco and Ronco,
partnering is necessary, as it addresses a number of serious, complex problems
that in recent years have become more pressing.55% These problems are listed
below, as set out by Ronco and Ronco. These problems are based on the
construction industry and, thus, these will be mentioned and compared to the

shipowner and the supplier, which will also be discussed further in chapter 6.

548 See also discussion of relational contracting in chapter 4 and outcome based contracting and purpose statement in
chapter 1.

549 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p.
289.

550 Ronco, W. C. & Ronco, |. S. (1996). Partnering manual for Design and Construction. McGraw-Hill, p. 1.
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Table 5.2 - Partnering in the construction industry

Litigation As in many businesses, costly litigation plagues many design

and construction projects. Partnering can provide the
structure, the skills, and a forum to resolve conflicts easily,
before they get serious enough to become lawsuits.55! For
the shipowner and the supplier, this can be highly relevant
as disputes regarding ships can be very costly. For instance,
if the ship is not operational and under maintenance, it is
very expensive, because it costs huge amounts of money if a
ship is on the berth on a daily basis.>52 Therefore, by using
partnering agreements, the shipowner and the supplier can

avoid litigation costs.>3

Project costs Ineffective project communications directly impact project
costs and the profitability of the firms working on the
project. Few architecture firms make a profit on the
construction phases of a project, usually because of
ineffective communications. Engineering and construction
firms, subcontractors, and the client also frequently lose
money because of ineffective project communications which
result in rework, mistakes, low quality, and lack of
coordination. Partnering provides tools to improve the

communication aspects of a job and reduce the resulting

551 Ibid, p.9 See also Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vakst Og Vaerdiskabelse via Nye Former for
Innovationssamarbejder Og Partnerskaber, p. 71.

552 Stopford, M. (2013). Maritime economics. (3rd ed.) Routledge, p. 232. Figure 6.4 illustrates maintenance cost.

553 In the shipping industry arbitration is the preferred choice to settle disputes between parties. In regards to the shipping
industry, the details or the disputes are largely confidential, why this is often under the rules of the London Maritime
Arbitrators Association. For further information see Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law
review (4th ed). Law Business Research., Chapter 7, Simon Blows and Vanessa Tattersall, p. 64. In Denmark we have the
Danish Institute of Arbitration, which the parties also can choose. In maritime disputes, it is very common with ad hoc
Arbitration. Arbitrations proceedings are governed by the Arbitration Act (AA) which is based on the 1985 UNCITRAL
Model Law. Eddings, G., Chamberlain, A. & Warder, R. (2017). The shipping law review (4t ed). Law Business Research,
p.146.
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costs.>>  Even though this is in connection to the
construction industry, this too applies to the shipowner and
the supplier. In a construction situation, there are, several
parties involved,55°> whereas the simplified situation in the
maritime industry, only involves two parties.>>® Even
though, partnering can also help the shipowner and the
supplier to create an efficient and effective communication.
By having an effective communication between the two
parties, this can improve the collaboration between them
and eliminate hour consumption on miscommunication and

defaults, and thereby decrease the project costs.557

Fragmentation of | The design and construction industry have traditionally
the design and | beenrigidly divided into different trades and professions. In
construction recentyears, these divisions have become even stronger and
industry more finely delineated, as some forms find economic
rewards in specialization. New technologies have further
fueled this trend.>>8 Dividing tasks into small pieces results
in some efficiency, but can also put the pieces against each
other. The design and construction industry have worked
much more on dividing itself, rather than consolidating its
fragmented pieces. Every project faces problems, where the
solutions could best come from concerted, coordinated
efforts of the divided trades and professions. Partnering can
provide a forum for that coordination which brings the

different players together to address project-wide

554 Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber, p. 71.

555 E.g. an architect, a designer, an entrepreneur, a buyer(the one who initiated the project) etc.

556 This is meant as the supplier and the shipowner as the two main parties, however there are several other people
involved, although they are either representing the shipowner or the supplier. Ronco, W. C. & Ronco, J. S. (1996).
Partnering manual for Design and Construction. McGraw-Hill., p. 10-11

557 It is also relevant in regards to the asymmetric information discussed in chapter 2 and chapter 3.

558 Ronco, W. C. & Ronco, J. S. (1996). Partnering manual for Design and Construction. McGraw-Hill. , p. 10-11.
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problems.>>® By using partnering to create a forum to
address project problems, it is highly relevant for the
shipowner and the supplier. The aim of creating a
partnering agreement between these two are to form a
collaboration between the shipowner and supplier, where
they in collaboration can share knowledge and needs, thus

collaborate on creating more innovative products.

Complex, changing

client organizations

In their efforts to reduce costs and improve productivity,
many client organizations are undergoing far-reaching
cutbacks and changes. These changes, particularly in large
companies and government agencies, make up for a
problematic client in design and construction.>¢® People and
responsibilities change, continuity breaks, momentum
stops, etc.. Partnering does not eliminate client change, but
it does help the project team manage the clients’
involvement by creating procedures, policies, and practices
that can lower the impact.5¢! This is not a branch specific
problem, but this occurs in all industries, and therefore it is
relevant to consider using partnering to help the shipowner
and supplier to create a better involvement for them both by
implementing procedures, policies, and practices. The focus
here is to create a forum for both parties, where
representatives from both the supplier and shipowners can
collaborate by using the same procedures and act upon the
same goals. Representatives from both sites are ranging
from several levels, meaning that on the shipowner’s side,
there might be placed representatives from the upper

management level, whereas on the supplier’s side, the

59 [bid,
560 [bid,, p. 11.
561 [bid.
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representatives might be from the lower-to-mid
management levels, i.e. engineers (both construction and

technical), designers, etc.

Design, As clients become more productive, design, construction,
construction, and real estate organizations must keep up if not stay ahead.
engineering, and | This is a challenge for firms and organizations that
real estate | historically have lagged in using effective cost management
organizations face | and productivity tools.>¢2 Partnering provides participating
new challenges companies with in-depth exposure to new management
ideas and methods. Partnering can also bring to light
internal issues in participating companies and, thereby,
provide some insight into key internal issues to address.563
The shipowner and the supplier are too facing new
challenges which is why the purpose of a partnering
agreement could be a tool for both to acknowledge internal
issues and in collaboration face these new challenges by

revising their business.

Source: authors creation

3.2 Partnering and strategy
Arguably, -and as previously mentioned - partnering and strategy are two sides

of the same coin, because strategy is an essential element when discussing
partnering, as the forming of strategies occur when the parties strive to gain new

knowledge, access new markets, and share skills.>64

562 Jbid.

563 Jbid.

564 See Harrigan and Reuer. Harrigan, K. (1986). Managing for joint venture success. Lexington, mass, p. 16: Reuer, .
(2009). Strategic Alliances: Theory and Evidence (Oxford Management Readers). Oxford University Press, p. 26. The
objectives set out by Harrigan and Reuer is also discussed in section 2 of this chapter.
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In connection with the optimizing of the value chain, as described above,
partnering has likewise been used to strengthen the relationship between the
buyer and the supplier, without making an actual vertical integration.>65
Therefore, partnering could potentially strengthen the relationship between the
shipowner and the supplier. In situations like these, partnering has shown to be
a cheaper and less risky solution than other strategic choices, such as joint
ventures and outsourcing. This version of partnering has been imprinted by a
series of independent companies which have cooperated throughout the entire

value chain of goods and services.>6¢

According to Tvarng et al, partnering agreements are built upon the
assumptions that companies need to take new initiatives in order to create value,
if the companies want to survive in the global economy. 567 This may be too
simplistic and not as relevant in practice, but these presumptions are formed by
the fact that the global economy is characterized by volatility and an aggressive
competitive situation which is evident in the pharmaceutical industry and has
been strengthened by the innovation pit, as mentioned previously.>68

In the global industry, a strategic parameter is a sign that the companies rarely
stand alone, when it comes to creating value.>%? It is a principle that, within these
changes in the company, the value creation lies. Instead of each company
recreating their value, it is the companies that created the value together through

collaboration, and this creates new forms of collaboration and new ways for

565 Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber. Authors translation - original Language; Danish. P. 69.

566 [bid.

567 [bid. According to Tvarng et al., then some foreign authors think that there might be a 'revolution’ ahead. They refer to
Rackham; Friedsman and Ruff, Getting Partnering Right - how market leaders are creating long-term competitive
advantage, McGraw-Hill, 1996. See also Scheuing, (1995) The Power of strategic Partnering, Productivity Press, Portland
Oregon.

568 Tvarng, C. D., Grith, S. . & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber. Authors translation - original Language; Danish. P. 69. Like the pharmaceutical industry, the maritime
industry is also characterized by being a market with great volatility.

569 Scheuing, E. (1994). The power of strategic partnering. Productivity Press, p. 11.
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them to engage in agreements and event in the early years of a company’s
existence.>70

This is highly relevant both for the supplier and the shipowner. At the current
stage of the market, where the supplier and the shipowner are operating in, the
market or different actors within the market are trying to redefine the market by
jointly optimizing. This is not a new or revolutionary way of thinking; it is just a
way of looking at other industries and find inspiration herein. Hence, the
maritime industry is being redefined by the huge development that the business
it currently undergoing due to their newfound technological impact by engaging
in a partnering agreement, this dissertation argues that a collaboration between

the shipowner and the supplier would create a joint value.

According to Tvarng et al., some of the most important parameters within a
partnering agreement is:
1. Need of the parties
Values
Opinions
Intentions
Economic conditions (open books policy)
Technical skills

Problem solving approach

©® N & oA DN

Matching expectations regarding the collaboration>’

Tvarng et al., argues that the above 8 parameters are relevant to address in the

negotiation of a partnering contract.

570 Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber. Authors translation - original Language; Danish. P. 69.
571 Ibid, p. 74.
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When looking internationally, the new types of work collaborations in the UK,
the US, and in Denmark all contains partnering. Partnering as a collaboration
form has created great value, for the companies involved, e.g. due to larger
productivity, enhanced quality, decreased costs, more competitiveness,
enhanced innovation, dynamic, and synergies.>’2 According to Neil Rackham,>73
Lawrence Friedman574 and Richard Ruff57> (hereinafter, referred to as, “Rackham

et al.,”) based on these results, partnering agreements is here to stay.>7¢

The shipowner and the supplier both seek to optimize their businesses and
create value, and they both seek new ways to create new value. So based on what
has been mentioned above, a partnering agreement could potentially benefit
both the supplier and the shipowner. Although partnering has been slightly
compared to strategic alliances, it has not quite been defined yet and, thus, the

dissertation will take a further look at it later on.

3.3 Partnering in a practical matter
In a typical partnering agreement, the parties’ (in this case, the shipowner and

the supplier) rights and obligations are not primarily fulfilled upon the “closing”
of a transaction or the simple delivery of a product.577 Instead, the substance of
the agreement remains to be completed, and often defined, over time.

Performance over time alone is an insufficient tool to define a partnering

572 Scheuing, E. (1994). The power of strategic partnering. Productivity Press, p. 24; Tvarng, C. D., Grith, S. @. & @stergaard,
K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder Og Partnerskaber. Authors translation -
original Language; Danish, p. 70.

573 British author, consultant and academic.

574 Law Professor at Stanford Law School.

575 American author.

576 Rackham, N., Friedman, L., & Ruff, R. (1996). Getting partnering right: How market leaders are creating long-term
competitive advantage. McGraw-Hill,, chapter 1 - The partnering revolution.

577 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-2.
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agreement. A distribution agreement or a requirements contract, for example, is
also completed over time, but is not by itself a partnering agreement.578

A partnering agreement also consists of at least two traditional contractual or
transactional elements that are somehow interdependent. For example, it may
include license agreements, R&D agreements, manufacturing agreements,
distribution agreements, co-branding and other promotional agreements, and
equity or debt investment agreements. Therefore, what is known as a partnering
agreement is disposed to analysis by breaking the agreement into its components
and applying traditional analytical approaches to each.57°

A partnering agreement is a system and an ongoing interdependent relationship,
and it should be considered in this context — whether one’s goal is to construct
an alliance or simply understand its operation.>8? This is highly relevant in
connection with the shipowner and the supplier. When looking at the parties
together and separately, the aim is to construct at new ‘contract form’ between
the shipowner and the supplier which both parties will benefit from. The
situation is - as stated - that the shipowner lacks the understanding of the
product and the supplier holds a great deal of knowledge regarding the specific
product, and their mutual aim is to be highly competitive. Hence, both the
shipowner and the supplier are within the same supply chain and therefore their
partnering agreement will be an ongoing interdependent relationship, although
the question is whether their incentives are to structure an alliance or just to
understand the operation.

A distinctive feature in connection to partnering is the fact that it is a
fundamentally different form of collaboration between parties, whereas plenty
of the traditional concepts do not apply such as supplier, customer, buyer, or

seller. These perceptions lose their importance when applying partnering, as the

578 Ibid.

579 Ibid.

580 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-3.
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focus changes to be on perceptions of a common goal, optimization, trust, and
mutual respect.>8! In the relationship between the shipowner and the supplier,
due to their positioning in the supply chain>82 and their business strategies, the
optimal solution for these parties would be to structure an actual alliance,
although it can also create some risks for both parties to understand each other’s
operation, due to the level of data and business knowhow. This risk will be
treated further on in this dissertation,>83 but, for now, the aim will be on the
creation of an actual alliance between the shipowner and the supplier.

The art of structuring successful partnering agreements requires two intimately
related tasks: crafting the components comprising the agreement and designing
the system that defines the interrelationship among these components.>84
According to Villeneuve et al., some researchers might claim that a partnering
agreement also must be strategic in nature. As Villeneuve et al. states, it is often
true that many alliances are in fact tactical: “(...) In fact, tactical alliances are
becoming more and more common. Moreover, determination of whether the
agreement is strategic is subjective and may change over time.”>85

Alliances take many forms. They range from brief and informal links to
agreements so complex that it is difficult to distinguish, whether the
organizations involved are actually separate. In essence, however, alliances are
organization agreements and operating policies, where separate organizations
and share administrative authority form social links, and accept joint ownership,

and where freer, more open-ended contractual agreements replace highly

581 Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber. Authors translation - original Language; Danish. p. 70.

582 See figure 1.1.

583 See chapter 6, where the risk between the shipowner and the supplier will be discussed.

584 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-3.

585 Jbid.
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specific arm’s length contracts.>8¢ Thus, strategic alliances in connection with

partnering will be discussed further in this chapter.

3.4 Partnering in other industries
When observing different industries, it has become apparent that technology-

based companies have been very proactive in forming partnering agreements
and alliances.587 These agreements typically involve a substantial contribution of
some combination of products, technology/intellectual property/services
and/or research and development by at least one party, and where the other
party provides a form of investment>88 and/or services.>8° Usually, the services
also involve the allocation of manufacturing and/or distribution rights to
technology and products arising from the agreement. These are applicable
according to the case presented, where the shipowner and supplier is considered
to establish a collaboration in regards to new products, therefore the shipowner
and the supplier needs to clarify how the arrangement between them, in order
to clarify which services are included and the payments in regards to the
collaboration. The partnering agreement in this context is the alignment of the
shipowner which “provides” the funding for the supplier, but in a different

content.

586 Jbid., and Badaracco, ]. (1991). The knowledge link: How firms compete through strategic alliances. Harvard Business
School Press, p. 4.

587 See also the strategic alliance between Samsung Heavy Industries and Amazons AWS. AWS will be the cloud service
provider, in regards to the development of autonomous shipping platforms. Source; Press Release from Amazon,
“Samsung Heavy Industries Selects AWS as its preferred Cloud Provider”, August 8th 2018.

588 Equity, debt or R&D funding.

589 It is typically the large party that is the money provider and the smaller party who delivers the actual services/products
according to Villeneuve, T. F.,, Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering
- Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-4.
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Table 5.3 - Partnering agreements in different industries.

scheduled follow-up workshops
over the course of the project.
According to Ronco and Ronco,
these follow-up workshops often
work with a facilitator to improve
the quality and productivity of
their  discussions. At these
preconstruction workshops, the
participants write, agree in, and
plan to  implement three
documents:

e (oals statement — a description
of the expectations for the
project.

e (Communications procedures - a
detailed specification of how,
when and what people will
communicate with one another

on the project.

Partnering in the construction | Partnering in the
industry pharmaceutical industry
Purpose The construction business often | The pharmaceutical industry
uses partnering on specific | uses partnering agreements to
projects in order to create an | create innovation and
actual cooperation between the | exploration of R&D possibilities,
parties involved and thereby |thus create new and better
define a common goal which the | products/drugs to the
parties collaborate to achieve.>% consumers. 591
Ways to | Key project team members | The pharmaceutical industry
achieve convene for a preconstruction | worksin a different way than the
success workshop and for regularly | construction industry. In the

pharmaceutical industries,
examples of how the partnering
structure is used for the large
industrial company to fund the
research and development of a
new product or product line of a
smaller technology company
exist. In exchange for the funding
and various milestone, license
fees and/or royalty payments
one partner obtains marketing
rights to these products in a
specified territory. The other
party usually obtains marketing
rights (exclusive or non-
exclusive) outside the territory.
Therefore it is typically a R&D
alliance, that occur.5%3

590 According to several authors, construction projects in general are invariably temporary and expensive. During a
traditional construction project, the parties often have different and even opposing objectives.590 In traditional contracts,
collaboration takes place in the normal course of business, and without specific measures or incentives. In contrast
hereto, partnering agreements are, where the partnering agreements: “(...)specifically aim to foster and reward
collaborative behaviors and actions by members of a project team.”

591 Tvarng, C. D,, Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vzardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber. Authors translation - original Language; Danish. p. 95. See also Villeneuve, T. F., Gunderson Jr.,R. V.,
Chapman, C. D., Sharrow, D. P, Ehrlich, T. H. (2016). Corporate Partnering - Structuring & Negotiating Domestic &
International Strategic Alliances, (5th ed.) Wolters Kluwer., P. 33-23.

93Roijakkers, Nadine, and John Hagedoorn. (2006) "Inter-firm R&D partnering in pharmaceutical biotechnology since
1975: Trends, patterns, and networks." Research policy 35.3: 431-33. See also Tvarng, C. D., Grith, S. @. & @stergaard, K.
(2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder Og Partnerskaber. Authors translation -
original Language; Danish. p. 70.
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e Conflict resolution process - an
anticipation that people
assigned to the project will
differ and maps out steps to
help them resolve their
conflicts to mutual
satisfaction.>92
Potential According to Ronco et al,, itisone | An R&D alliance in the
risks thing to actually put thoughts in | pharmaceutical industry is
writing and another thing is the | based on huge amounts of
execution of the idea. Many | capital, therefore companies
partnering programs stop at the | within the pharmaceutical
conclusion of the partnering |industry is using huge amounts
documents and procedures. In | of capital in investing in new
order to improve the impact and | R&D.>%¢ In the pharmaceutical
effectiveness of partnering, it is | industry there is in general a
important to go beyond these | challenge in regards to
initial steps to include two | manufacturing, which might be
additional tasks: communications | due to an increase in costs for
skills  training and  direct | research, development, decrease
involvement with the |in production and/or depleted
infrastructure of communications | pipelines.>®? A combination of
on the job site. Construction | expirations of patents, lack of
projects are usually huge and very | approvals of products are all
expensive projects, where | risks which the pharmaceutical
communications are a Kkey |industry faces. However, in
factor.5%¢ To improve the projects | regards to and R&D alliance
effectiveness, it is very useful for | between two firms, the risks
partnering to strengthen the |involved there is the potential of
infrastructure of project | not developing a product, lack of
communications.>% drug approval in the case of a
developed product or merely the
investment in the developing
company does not match the
earnings for the licensee.
Difference | Professor Tvarng has discussed |In regards to the difference
between partnering agreements within the | between the pharmaceutical
DK, the | construction industry in the US, |industry and the construction

592 Ronco, W. C. & Ronco, J. S. (1996). Partnering manual for Design and Construction. McGraw-Hill, p. 7.

594 Ronco, W. C. & Ronco, J. S. (1996). Partnering manual for Design and Construction. McGraw-Hill, p. 8.

595 Ronco, W. C. & Ronco, J. S. (1996). Partnering manual for Design and Construction. McGraw-Hill, p. 8.

5% Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 33-23.

597 Tvarng, C. D, Grith, S. @. & @stergaard, K. (2013). Vaekst Og Veerdiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber. Authors translation - original Language; Danish. p. 264.
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UK,
the US

and

Great Britain, and in Denmark.
Although, one formality, which

industry, then this is aligned in
towards the contract as stated by

needs to be stressed according to | Tvarng: In US partnering
the article, is that in the US, as a | agreements are not legally
contrast to the UKand in Denmark, | binding, as a partnering

partnering agreements are not
legally binding, as a partnering
agreement is perceived to be
merely a letter of intent.>%8
However, according to Dyer and

agreement is perceived to be
merely a letter of intent.t0 [n
regards to the pharmaceutical
industry, the there is a difference
in the drugs approvals between

Doyle, this view might be | the countries.
emerging.>%?

Source: The author’s creation.

As stated in table 5.3, examples of how the partnering structure - in the
pharmaceutical industry - is used for the large industrial company to fund the
research and development of a new product or product line of a smaller
technology company exist. In exchange for the funding and various milestone,
license fees and/or royalty payments one partner obtains marketing rights to
these products in a specified territory. The other party usually obtains marketing
rights (exclusive or non-exclusive) outside the territory.

Even though this is an example of how the pharmaceutical industry is using
partnering agreement, since the industry revolves around developing new
products, this form of collaboration is a bit different from the maritime industry,
due to a different product development and industry specifications.®%! In the
partnering agreement between the shipowner and the supplier, they also need

to clarify the marketing rights, even though the shipowner’s primary business is

598 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries.” Journal of Strategic Contracting and Negotiation, 1.4: 288-314., p.
289.

599 Dyer, S. and Doyle, E. (2010). “A working model for collaborative partnering.” IPI, White Paper: 1, Tvarng, C. D. (2015).
"To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts in the US, British and
Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314., p. 289.

600 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries.” Journal of Strategic Contracting and Negotiation, 1.4: 288-314., p.
289.

601 This is specially in reference to how the pharmaceutical industry is revolving around research and product
development. Whereas the maritime industry is also regarding product development, however, the product of both
industries a far from the same. The pharmaceutical products are way more complicated and needs more research.
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the ship, which is why they would not engage in the sale and purchase market for
supplies. In the pharmaceutical industry, there are some examples of the smaller
party obtaining the manufacturing rights, whereas this right usually accrues the
larger partner, although, it is provided that the smaller party can fulfill these
needs for the larger party.®%2 In connection to the shipowner and the supplier, it
is difficult to label one of the parties as a small party and the other as a large party
and vice versa. Albeit, the partnering agreement between the shipowner and the
supplier would be constructed with the supplier as the manufacturer and
thereby entail the rights hereto. Of course, the supplier should be able to
comprehend the tasks and therefore be able to fulfill the manufacturing needs of
the shipowner, but if the supplier was not able to live up to the task before hand,
it would not necessarily be with a partnering agreement; which makes this a

given factor.

Most partnering deals are purely contractual relationships. Occasionally, it may
be advantageous to create a separate entity joint venture instead.®%3 Business
partnerships are - by nature - collaborative relationships. Sometimes, the
relationships are between a company and a customer or supplier. Other times,
the relationship links two competitors or potential competitors. However, one
might wonder, why engage in a such a collaboration. The simplest way to put it
is that companies will collaborate when partnering agreements ought to address
its requirements than go-it-alone strategies, traditional transactions, or

acquisitions.®%* George J. Stigler (hereinafter, referred to as, “Stigler”)6%5 called

602 In these examples, the larger partner typically has a back-up license and technology escrow, then if the smaller party
can fulfill its obligations, then the larger party can produce it themselves Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C.
D., Sharrow, D. P, Ehrlich, T. H. (2016). Corporate Partnering - Structuring & Negotiating Domestic & International Strategic
Alliances, (5t ed.) Wolters Kluwer., P. 1-4. (Part I).

603 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-6.

604 [pid., See also discussion in section 2 rationales for collaboration.

605The late Professor in Economics at University of Chicago and Nobel Laureate.
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the collaborative relationship between two firms merely “an incomplete form of
merger”.606

As stated previously, there is a fine line between a collaboration and a joint
venture and years of studies have shown that there is a great difference between
how parties collaborate and the form of the agreement is formed. Arguably,
Stigler’s view upon the subject is not entirely wrong, but is lacking a bit of variety.
From both the supplier and the shipowner’s perspective, a partnering agreement
should accelerate an incentive for collaboration and a joint optimization not
stress and actual merger. Neither parties are interested in giving up their actual
business, and for the shipowner, it is a matter of convenience to engage in this
relationship, as it is not directly linked to their actual business, but is a tool of
optimizing the main business area. Partnering is a method to enter into an
agreement. By using partnering in the contract process, the parties involved are
able to maximize their efficiency by aiming at a common goal.®%” Which is the

common purpose for the shipowner and the supplier.

Although, when applying this to the maritime industry, it might be worth
mentioning that communication is merely as essential a factor as in the
construction business, however, it is dealing with a different product, where
communication should be used to enhance the product performance and product
needs, which will be of huge relevance not only for the supplier, but also for the
shipowner. Nevertheless, based on this, the dissertation needs to take a further
look at the parties’ practical perception of partnering agreements and the

practical view of creating incentives.

606 Stigler, G. (1955). “Mergers and Preventive Antitrust Policy.” University of Pennsylvania Law Review, 104(2): 176-184.
p-176.

607 Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber, p. 74.
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Based upon the academics’ ‘list’ — which was set outin table 5.1. - of ways to have
a positive impact upon the parties’ incentives, from the practical point of view,
there are different ways to interpret it. For one party to be motivated to engage
in a partnering agreement, it needs to be recognized that this is a business and,
therefore, the motive needs to be reflected in a business context. Thus, by looking
at funding, this can be hard to negotiate, but needs to be reflected in the
company’s revenues (e.g. R&D contract funding), as the business in the process
is important in connection to the accounting or tax purposes.

Also, risk sharing is a common motivation, especially in industries where the high
costs of product development and testing are matched by the likelihood of failure
of any particular product, such as the pharmaceutical industry. Often, - as stated
previously - the one party shares the cost of its product development with the
larger company, and the larger company avoids the costs and technology risks
associated with the establishing of an independent research effort. According to
Villeneuve et al, in the application software/hardware or application
software/operating system platform transactions, the platform company
subsidizes parts of the application software company’s development risks, while
the application software company helps ensure the marketability of the platform,
by providing applications that run on the platform; the platform company may

receive the right to bundle the software with its platform.

In a partnering situation between the shipowner and supplier, risk is an essential
factor. The collaboration between the parties, which this dissertation is
attempting to realize, risk needs to be considered. Even though the construction
industry is using partnering on specific projects, as has been illustrated through
this chapter, this differs quite a bit from the maritime industry. A construction
project is merely the construction process of a given building, whereas the

shipowner and supplier is merely intending to construct a specific component
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with a long-term service upon the product. Therefore, the construction industry
is the leading industry in terms of collaborative successful projects which makes

it highly relevant to study before applying partnering to the maritime industry.

4.Value creation in the partnering agreement
Value creation has been discussed previously in this chapter and the value-chain

was an important factor in the discussion on OBC’s.?%8 Depending on the party,
the “value” can change, meaning that at an individual stakeholder or customer
level, as value means different things to different people and at different times it
can be valued differently. Michael Treacy®?® and Fred Wiersema®10 (hereinafter,
referred to as, “Treacy and Wiersema”)®1! propose that ‘value’ is built from a
mixture of different components including: price, time, premium service and
quality, and perceive ‘value’ as being the combination of the costs customers pay
and the benefits they receive.®12 This applies to both the products sold and
services offered.

According to Mark Darby (hereinafter, referred to as, “Darby”), 613 when looking
at product costs, it includes: “price and less than perfect reliability including the
whole life cost of ownership. Service costs include mistakes, delays and
inconvenience because customers are said to pay with both their time and
money.” 614

When defining the benefits, Darby argues that value comes out of the features and
needs that are fulfilled by the product and from the kinds of service benefits

provided, and these are only seen as benefits if they ‘substantially exceed

608 See chapter 4, for discussion on OBC's.

609 American author and expert within corporate strategy and business transformation.

610 Dutch author and researcher at Penn State University.

611 Treacy, M. & Wiersema, F. (1996), The discipline of market leaders. Harper Collins. See also Darby, M. (2006). Alliance
Brand: Fulfilling the Promise of Partnering. John Wiley & Sons, p. 3.

612 Darby, M. (2006). Alliance Brand: Fulfilling the Promise of Partnering. John Wiley & Sons, p. 3. This is also Porters take
on the subjects see Porter, M. E. (1986). "Changing patterns of international competition." California management review
28.2:p. 13-14.

613 British author and specialist in alliance services.

614 Darby, M. (2006). Alliance Brand: Fulfilling the Promise of Partnering. John Wiley & Sons p. 4.
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competitors offerings.6’5’ Hence, according to Darby, the term value can simply be
outlined as ‘the overall price paid or investment made for the benefits gained in

return’,616

4.1 Shared expertise
Partnering agreements can provide instant access to established, efficient, and

effective distribution channels, and approachable customer bases.

When granting access to regulatory expertise, smaller companies may be able to
benefit from the special regulatory expertise of a larger corporate partner.
Access to manufacturing capacity and Second-Source measures- Setting up
manufacturing operations can be extremely expensive, so partnering with an
existing manufacturing company, can be a simple solution.®17 Furthermore, the
customers in some industries may sometimes insist that alternative sources of
products should be available.

In regards to market shares, in many cases - especially in the attempt of gaining
new market share in a global economy - sheer size can offer a competitive
advantage. A large organization can address the needs of a large number of
customers and can take advantage of economies of scale to reduce costs.
Partnering can be an effective way to pool resources to achieve critical mass.618
Therefore in regards to the shipowner and the supplier, this is highly relevant,
although the shipowner and the supplier are not within a vertical integration,
therefore the collaboration between them is not a matter of the shipowner
gaining access to the supplier manufacturing capacities, however it is a matter of
sharing expertise in order to create new and better products. For the shipowner

and the supplier to create a collaboration, where knowledge sharing is a key

615 Ibid.
616 [bid.
617 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -

Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-4.
518 1bid.
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element and the need of the shipowner is in focus, then both parties can gain
value by sharing their expertise and develop products based on the new

knowledge.

4.2 Competitive advantages
Competitive advantages have been a very influential economic theory ever

developed providing the intellectual foundation for the free trade philosophy
which has dominated political thinking over the last half century through the
World Trade Organization (hereinafter, referred to as, “WTQ”).61°

Within the last fifty years, the world trade has grown rapidly. Throughout this
period of free trade improved transport and communications, it has encouraged
growth by allowing global sourcing and marketing of products. The new
technology too has improved the services that support trade. Legally secure
documentation, especially in such areas establishing the ownership of goods,
cheap direct-dialed phone calls, improved international banking, and more
recently e-commerce have made global trading easier, especially for smaller
companies.®20 When providing all these new services, industries can migrate to
the remote corners of the globe, where low costs reside and many more towns
and cities in these areas are continuously being drawn into the global trading
system. Today, exploiting differences in labor costs between regions drives trade
in manufactures, even though it does not entirely rely on inter-country
differences. Stopford argues that Porter’s model of world trade attributes,
comparative advantage is not only in terms of local resources such as cheap
labor, but also to expertise.®2! Porter argues that clusters of companies which
specialize in a particular item develop a ‘comparative advantage’ in that specific

product. With the right communications and transport, these clusters can exploit

619 Stopford, M. (2013). Maritime economics. (3vd ed.). Routledge, p. 398.
620 Jpid.
621 Jpid.
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their advantage globally, leading to a broader trade matrix and improved global
efficiency and trade growth even if wage cost differences are eliminated.®22 This
is a dynamic process. Once a particular company, country, or cluster has become
an established product area, it is difficult for others to build up sufficient volume
of sales to enter the market.

Today, technical advance is continuous. The manufacture of complex products
such as cruise ships and aircraft are all examples where one country has
developed a competitive advantage based on technical innovation and is
protected by barriers such as the high cost of entry. In the case of particular
inventions, the manufacturing rights may even be covered by a patent.623
According to Stopford, a variant on this is driven not by production technology,
but by product differentiation in the market. Cars can be used as an example

hereof.

In these cases, the cause of trade is differences in tastes between countries. For instance,
the manufacturer of motor vehicles face economies of scale, so low-volume production is
expensive. So, if the majority of Americans prefer large vehicles, while most Europeans
prefer smaller cars, then the minority in Europe who wish to purchase a larger car can
actual benefit from importing American cars and vice versa, especially if transport costs
are low. This has had a tremendous impact on trade. In most countries, consumers can
choose between cars from twenty or thirty different brands, each sold at a highly

competitive price.%?#

Stopford’s example of cars is an elementary example; however it is the perfect
illustration of product differentiation. In regards to the case of the dissertation,
product differentiation is the key element, thus this is the competitiveness of the

supplier. In general, a competitive advantage is gained, according to Porter by

622 Porter M., (1990). The Competitive Advantage of Nations. Free Press, p. 162.
623 Stopford, M. (2013). Maritime economics. (3rd ed.). Routledge, p. 399.
624 pid.
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either having low relative cost or differentiation.®?> The differentiation is the
interesting aspect as this a way of becoming a more competitive. In regards to
the case of the dissertation, product differentiation is a key element for the
supplier, in order to be competitive and maintain current or gain new market
shares. By entering into at partnering agreement between the shipowner and the
supplier, both parties can collaborate on the products, which could provide the
shipowner with new and cheaper products, but also products with better
performance, which could influence the shipowners competitive situation, due
to a decrease in costs and better performance of the ship. On the suppliers side,
they can gain new markets shares and better products by collaborating with the
shipowner. For the parties to share knowledge and improve the suppliers

products, gives both parties a competitive advantage, by optimizing the products.

5. Structuring the Partnering Agreement

“One of the big reasons partnerships go sour is that they are structured incorrectly.”626

Different factors are explanatory due to failed partnering agreements. Principal
among them are poor choice of partners, poorly articulated objectives,
unrealistic expectations, and changes in a partner’s objectives or risk profile or
in the environment in which the agreement is designed to operate.®2?

According to Harrigan:

“If the reasons for forming cooperative strategies are poorly conceived, if partners are not
selected carefully, if firms have overestimated their partners’ strengths, or if the

agreements and systems used to control the venture are inadequate, such that each owner

625 porter M., (1990). The Competitive Advantage of Nations. Free Press, p. 162.

626 Rice, Valerie. (1991). "Why teaming up is so hard to do." Electronic Business 8: 30-34, p. 32 (Emphasis added)
527 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-17.
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believes the others are shortchanging it, firms may often be worse off than they were
before... Some firms found that when resources and capabilities were commingled, the
weaker partner often benefitted the most. If joint ventures were horizontal, strong firms
found that they had more to lose than to gain by cooperating, especially if the knowledge
comprising their technological core was highly appropriable. If linkages were forged with
specific Suppliers or distribution channels, firms often increased (rather than decreased)
their exposure to shortfalls and bottlenecks because doing so meant alienating vertically
related outsiders that might have served as safety nets when shortages (or surpluses)

occurred.”628

Some of the very valid points to keep in mind when engaging in a partnering
agreement are the lessons taught by past failures. Moreover, what is even more
important are the elements of the agreement that will enhance the probability of
the agreement’s success by focusing upon the ordinary, but important, day-to-
day details. A partnering agreement must be structured to accommodate the
organic or dynamic aspects of a relationship that will evolve over time. The
agreement itself cannot possibly anticipate every fortuity or eventuality. This is
not its purpose. However, it should provide mechanisms that can adapt and
respond to a wide range of events. It should serve as a roadmap that the parties
can look to for direction, but it cannot possibly provide direction at each and

every step.62°

Accordingly, the challenge of negotiating partnering deals is to create a structure
where the differing objectives and concerns of the two partners are compatible
and can sustain a long-term relationship. The aim of the agreement is not to get

the best deal on paper, but instead to promote compatibility and mutual

628 Harrigan, K. (1986). Managing for joint venture success. Lexington, mass, p. 26.
629 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-17. (Part I).
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incentives that will result in a good working relationship which will be mutually

profitable.630

One of the most important factors in developing a successful partnership is the
creation in both companies of multi-level participation and enthusiasm for the
agreement. This requires development of positive personal relationships
between people in each company in R&D, in sales and marketing, and at senior
executive levels. Many partnering agreements have failed due to certain people
in either one or both companies unsatisfactory with their role in the partnership

or the direction of it.631

5.1 Common understanding
When negotiating a partnering agreement, it is crucial that the parties involved

have a mutual understanding and common goals. Due to the complexity of these
agreements, miscalculations can be difficult to detect at the outset, but could
potentially have devastating future effects. Therefore, it is crucial that each party
and the advisors fully understand its and the other party’s general business
philosophies, objectives, and strategies, as well as the different structures for the
partnering deal which will either facilitate or hinder achievements of each
parties goals.®32 For the shipowner and the supplier, this will be of huge
importance in order to negotiate the right deal. Even though, in rare events
where both parties understand each other’s preferences and strategies, it is often
difficult to strike a balanced deal that is consistent with both parties’ strategies.
A lack of clarity on either side about the other party’s motivations can make

negotiations extremely difficult. Unfortunately, because of fear of giving away a

630 Jpid., p. 18.

631 Jpid.

632 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-19.
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strategic or tactical advantage, many companies are likely to “hide the ball” when
negotiating corporate partner deals.®33 Therefore, flexibility is a key element to
consider.

On another note, a successful collaboration includes a clear definition of the deal
of the scope. By having a clear definition of the agreement and if the rights and
obligations of the parties are well defined up-front, and equally well understood,
the chances that the parties will have a major misunderstanding will be reduced.
Itis not necessary, possible, or desirable to cover every conceivable circumstance

contractually.634

5.2 Joint Incentives
If a partnering agreement is to succeed, the contract must be structured to

provide both parties with incentives to perform throughout the terms of the
agreement. Regardless of the content of the legal contract, the agreement will
only be successful as long as both parties remain comparatively satisfied.
Obviously, the best method is to make sure each party is motivated to perform.3>
Incentives, such as milestone payments, is effective motivators. However, the
most effective approach is to structure the parties’ obligations so that they are
consistent with their basic business strategies and philosophies. Another way to
design incentives, is to provide penalties by the lack of performance, e.g.
minimum payments and loss of rights or exclusivity.3¢ Another motivational
factor in a partnering agreement is the shared risk. As an example hereof, if the
projectis a risky undertaking and if the project goal is important enough for both

parties and each party commits all of its efforts in that field to the project, each

633 Jbid.

634 [bid.

835 Ibid. See also Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for
Innovationssamarbejder Og Partnerskaber, p. 75-75. Original Language; Danish - Authors Translation.

836 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-19. The parties also
should try avoiding incentives not to perform; non-competition clauses are examples of this approach.
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will be motivated to make the project work. If the parties retain other options for

addressing that field, the motivation will not be as strong.637

5.3 Planning - with a touch of flexibility
Thorough preparation increases the odds for a successful alliance. Planning

should involve both partners and should consider day-to-day operations, as well
as strategic issues. Planning not only allows for a smooth start-up, prevents
misunderstandings, conflicts, and cultural problems which are not obvious from
the negotiation of the agreement. However, planning should not be viewed as
leading to a fixed result; circumstances can or will change and plans will need to
be reconsidered regularly.®38 This is essential for the two parties: the shipowner
and the supplier. These two parties will engage in a common purpose, where they
would need to collaborate with each other on a regular basis. Nevertheless, this
might seem as much more work, but - in fact - this will be a huge advantage to
both parties, since they will be more willing to actually collaborate and the
incentives to develop new products will be there.

In the search for a successful partnership, there needs to be a form of effective
decision-making and dispute resolutions. It is usually advantageous to make
clear allocations of decision-making authorities for most aspects of an alliance.
Although, in an alliance, it is inevitable that there are some decisions which is set

out to be for a joint termination by the parties. In either case, disputes may arise

637 [bid. P. 1-20. In regards to the incentives, another factor is the investment of equity. Villeneuve states “An equity
investment by the larger partner in the smaller partner is often viewed by the smaller partner as a guarantee that the larger
partner will continue to work with it, if for no other reason than to maximize its investment. Unless the investment is very
large, this is generally not the case, especially since the day-to-day business matters are usually managed by a business group
that is completely separate from the investment group. Furthermore, a large equity investment may discourage competitors
of the larger partner from dealing with the smaller partner. Participation by a high-level executive company’s board of
directors is more likely to achieve (but still does not ensure) the desired result, whether or not an investment is made.

When settling the negotiation on a corporate agreement, this might result in a letter of intent, “memorandum of
understanding”, or “agreement in principle”. Contrary to what many businessmen believe, these documents can create
substantial legal obligations”.

638 Jbid.
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and, in the case of a joint decision, deadlocks are a possibility.63° Many other
cases have shown that an effective pre-litigation dispute resolution mechanism
can avoid unnecessary deadlocks and litigation that are begun in the heat of
anger is likely to forever destroy the mutual trust, which is necessary for an
ongoing relationship.640 Eventually all partnerships will come to an end and
termination provisions often have an effect on whether the deal will be viewed
negatively or positively. When looking at the supplier/shipowner relationship,
then that will terminate at one point, but the contract will define how and when.
All of this might depend upon the product and how the parties are negotiating
the contract. Especially the negotiations are important and, therefore, it is crucial
that the foundation of the relationship is not to be undermined by unnecessarily
contentious negotiations. The parties will have to work close together once the
negotiations are done and the contract in place, so this makes it essential that

they leave the negotiations as allied rather than adversaries.t41

6. The risks of partnering agreements
There are several risks involved in these types of agreements which are very

important to take into consideration. For example, for a small company, the
primary risk of entering into a partnering agreement is often referred to as the
loss of flexibility and future opportunities. Many of these companies intend to be
integrated companies with R&D, manufacturing, and distribution capabilities.
Although, if the scope of the agreement is too broad, or the terms to restrictive,
it may be difficult to realize this goal.®42 Accordingly, a small company will often

seek to retain as many rights as possible, e.g. rights to manufacturing of products

%39 Ibid.

640 Jpid. p. 21. According to the Villeneuve et al., this is not standard arbitration, since they consider litigation to be
standard arbitration. They are simply refereeing to the escalation through operational and management levels that are
forcing each party’s personnel to discuss the dispute with their counterparts and preclude litigation until a deadlock has
been reached at the highest management levels.

641]pid.

*2Ibid.
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and to develop and preserve possible future products. However, a related risk is
that the terms of the project can be intrusive and thereby put such constraints
on the smaller company’s options that the contract becomes, in effect, an
unintentional acquisition of the smaller company by the larger company.®43 This
can happen where licenses are broad and/or exclusive, or where restrictive
rights of first offer or first refusal on new product or new deals make it extremely
difficult for the smaller company to make deals with any third party and will

make purchases unattractive for the thirds parties.644

Contrary, the greatestrisk, for the larger companies, is the reliance on the smaller
company. This dependence can possibly cause the larger company to fail to
undertake its own efforts in areas that are critical to its future.®*> This risk is
particularly relevant to keep in mind, in the construction of a partnering
agreement between the shipowner and the supplier. However, within the
maritime industry, there are plenty of market players and due to the heavy
market,®4¢ the dissertation assumes that the shipowner and the supplier both a
large market player, thus neither of them would potentially find themselves in
an unintentional acquisition. However, both the shipowner and the supplier
should be aware of the risk of interdependence, since a collaboration between
them regarding the development of products and maintenance hereof, is a factor

they need to consider.

Partnering agreements is necessarily not the right solution for every company,
as they carry significant costs - opportunity costs in particular - and potentially
high levels of risk that are not always justified. The decision to embark upon a

partnering agreement should only be made after a careful assessment of the

643 Ibid, p. 12-13.

644 Jpid.

645 [bid. However, this does also apply to the small companies - especially in the manufacturing area.
646 See chapter 2, for more information on the maritime market.
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other parties’ strengths and weaknesses, the cost and benefits of the alternative
to the partnering engagement, and hereon, furthermore an assessment of the
strengths and weaknesses of the competitors, is also relevant.647

As stated by Harrigan:

“The costs of cooperating (...) can be sizable, requiring a multitude of resources to be
committed, including time, money, materials, personnel, and communications. There can
bare drawbacks (...) from opportunities forgone and partners will often be concerned over
their perceived loss of control over invested capital, technical resources, proprietary
information, and other advantages that might be disseminated to third parties.
Commitments to one set of partners may reduce a firm’s future opportunities to forge
alliances with other partners. Fears concerning a firm’s loss of strategic flexibility can

weigh most heavily of all.”648

Badaracco agrees with Harrigan’s perception on partnering agreements, and - in
this connection - he suggests a few conditions which need to be clarified before
engaging in a partnering agreement:%#° The considerations are defined in figure

5.4.

647 Ibid. p. 1-14.

648 Harrigan, K. (1986). Managing for joint venture success. Lexington, mass p. 25.

649 Badaracco, J. (1991). The knowledge link: How firms compete through strategic alliances. Harvard Business School Press,
pp- 131-45.
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Figure 5.4 - Necessary considerations before entering a partnering agreement

The managers The managers must
must consider a understand the risks alliances must be
wide range of of opportunism, structured and
possible alliances knowledge leaks, and dependence managed like
obsolscenes on alliances separate companies
The partners
must trust
each other

The managers must have
a clear, strategic

understanding og their The managers must

company's current change their core
capabilities and the operations and

future ones traditional
organizations so that
they will be open to
learn from alliances

Before
The managers must i
scrutinize the values, gaging

. i Alliances
commitment, and partnering must be led
capabilities of agreements ¢

. not just
prospective partners managed

Source: the author’s creation65°

Besides the conditions set out in figure 5.4., additionally timing is also a factor
that the shipowner and the supplier needs to consider in deciding whether to
pursue partnering opportunities. According to Villeneuve et al., companies which
pursue these agreements at an early stage can reduce the share of risk and could
potentially have more time to choose a partner and negotiate an alliance.
Contrary, companies that delay the search of an alliance could be exposed to
greater risks and financing pressures, although they might retain more of the
future benefits of the project, as they are able to present a potential partner with
a less risky deal and have more information about products and markets on

which to base the selection of an appropriate partner and alliance structure.651

650 Based on the considerations set out by Badaracco. Badaracco, ]. (1991). The knowledge link: How firms compete
through strategic alliances. Harvard Business School Press, pp. 131-45.

651 Villeneuve, T. F., Gunderson Jr,, R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-16. (Part I).
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The fact that a partnering agreement is not for every company, is an essential
factor, which the shipowner and the supplier needs to have in mind. However,

this will be discussed further in chapter 6.

6.1 Risk reduction
Partnering agreements can reduce another parties’ risk by:

I dividing the risk of the project between both parties

II creates a possibility for diversification in regards to the products.

Il possibility for quicker entry and payback

IV decrease in costs (meaning that the cost of the partnership is less than if the cost

of investment was undertaken by each firm alone).%?

In regards to risk reduction, for example a development of - for instance - a new
ship is a multimillion dollar undertaking.®>3 Such an undertaking as an LNG
tanker is a large undertaking.®>* In a partnering agreement the project spreads
the risk of failure - and the potential gains - over more than one party i.e. in this
case the shipowner and the supplier. This applies also to exploration consortia.
But there are other subtler considerations, which Reuer illustrates by the General

Motors (GM)-Toyota venture:

“To the extent that GM did not have to sink $2.5 billion into developing a new small car in
the United States, it could invest the capital over a range of larger models. Given the

public’s fluctuating taste for smaller versus larger automobiles - something which Detroit

852 Ibid. See also Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vakst Og Verdiskabelse via Nye Former for
Innovationssamarbejder Og Partnerskaber, p. 74. Original Language; Danish - Authors Translation.

653 Arguably it is a multibillion dollar undertaking if the investments in development is considered and not merely the
construction of a ship.

654 LNG tankers were mentioned in the introduction in chapter 1. They cost approx. 225 million USD. Stopford, M. (2009).

Maritime economics. Routledge, p. 269.
654 bid.
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has been largely unsuccessful in when attempting to predict during the past two business
cycles and oil shocks - a diversification of the product portfolio might insulate auto

producers from such variability in demand, at least up to a point.

Reuer’s example should be seen in connection to product differentiation.
Furthermore, a partnering agreement can lower the total investment cost of a
particular project, or the assets at risk, by combining expertise and slack facilities
in the parent firms - this is in reference to the decrease in costs”655

Another good example - set out by Reuer - is utility power pools that enable each
regional electric company to make a lower investment than it would have been
able to if operating alone. Finally, the experience of all the parties, i.e. their
mutual split of risk or abandonment of markets in favor of the joint collaboration,
make up for quicker entry with a better design and a quicker payback.®>¢ Quicker
entry and certification are seen as strong factors within the pharmaceutical-
industry licensing. The industry’s complaint is that due the time consuming
factors regarding certification, the monopoly advantage of a patent is battered
and therefore the time to recoup R&D costs is not enough.®>7 According to Reuer,
the risk-sharing function of coalitions could particularly be significant in
research-intensive industries e.g. computers, where each succeeding generation
of technology tends to cost much more to develop, while at the same time product

life cycles might shrink, leaving less time to repay the development costs.%58

655 Reuer, J. (2009). Strategic Alliances: Theory and Evidence (Oxford Management Readers). Oxford University Press, p. 27-
28.

8% Ibid.

657 Ibid., Clinical testing performed by a licensee often speeds up the certification process.

658 Ibid., Reuer argues This observation appears to be contradicted by Friedman, Berg, and Duncan (1979), who showed
a negative correlation between R&D intensity and the propensity to form joint ventures - as if to suggest that the more
valuable a firm'’s proprietary technology, the more likely it is to go-it-alone.

The apparent contradiction is possibly resolved when we consider that (1) Friedman, Berg, and Duncan’s data are now a
decade old, when the context for developing international strategies was markedly different and (2) industry-level
studies typically are difficult to translate to the firm level.
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A leader such as IBM may well be able to carry on by itself, while the followers
such as Siemens, Fujitsu, and Amdahl may have to form joint ventures to share
development costs and risks.

Reuer argues that another dimension of risk reduction occur, which has to do
with containing some of the political risk by collaborating with a local partner.
Such a partner may have sufficient political authority to prevent the partnering
of local government action or interference.6>?

Reuer’s take on risk reduction is a fundamental element, as this point out how
partnering agreements and collaborations in general, can be a tool to reduce the
risk within the various projects. Which is highly relevant in the larger investment

industries such as the maritime industry.

7. Concluding remarks
In this chapter, the purpose was to focus on partnering as a kind of relational

contracting. The argument is that when two parties perceive one another as
partners in a collaboration rather than competitors or simply a
supplier/shipowner relationship, they will begin to trust each other and thereby
gain a long-term relationship that will benefit both businesses and the products
in-between. In this way, the collaborative team will create common goals and
objectives either through binding contracts or non-binding contract and will,

arguably, create innovation as well.

The maritime industry could easily mirror itself in the pharmaceutical industry
or the construction industry, where partnering has been used for contracting in

the last decades. Besides the innovative and trusting collaboration, according to

659 [bid., p. 28-29, Reuer also argues that it may also be that the partnering has come about as a result of the host
government’s industrial policy. In such a case, added political-risk reduction can be achieved; the government endorses
the joint venture favoring joint ventures over fully-owned investments are by no means peculiar to less-developed
countries (LDCs). Japan has, in fact, been a role model for many developing nations.
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Ronco & Ronco, partnering may also be a great solution for the shipowner and the
supplier in terms of the shared expenses and the shared risks in terms of the
production of goods, as well as possibly being able to enter a market that would
not be accessible without the other party. Moreover, the maritime industry has,
arguably, changed during the years to become increasingly about purchasing
spare part products - this I meant in a retrofitting and cost efficient perspective -
rather than purchasing an entire new ship. Therefore, a strong collaboration
between a supplier and a shipowner will benefit both, as the parties will then be
likely to prefer to purchase/sell spare parts to this party rather than another
party. Hence, partnering is likely to create value, based on the illustrated
objectives, between the parties (besides the economical aspect) and, therefore,
as illustrated in this chapter, partnering as a concept of relational contract may

affect contracting in the maritime industry successfully in the future.
Therefore, based on this chapter, it has become evident that partnering may easily

be the best solution in connection with contracting between the supplier and the

shipowner in the future.

218



Chapter 6: A legal analysis of the contract clauses

between the shipowner and the supplier

1. Introduction
The previous chapters has discussed relational contracting and partnering, thus

clarified the relevance hereof in regard to the shipowner and the supplier from a
theoretical and practical perspective. In this connection, the maritime industry
was compared to the pharmaceutical industry and the construction industry,
where partnering agreements are well known, although, the formation and

execution of the agreements differ.660

As seen in the construction industry, partnering is merely used as a collaboration
tool on a given project, whereas the pharmaceutical industry and the maritime
industry’s®®1 way of applying partnering is much more aligned, besides the
difference in products - at least that is what the dissertation is proposing.
Therefore, this chapter will solely focus on the contractual aspect of the
partnering agreement between the shipowner and the supplier. Consequently,
this chapter will discuss how the partnering agreement should be outlined and
how the shipowner and the supplier’s approach towards this ought to be. Since a
partnering agreement consists of several clauses, many of these are standardized

clauses. Consequently, the dissertation will only discuss those few clauses that the

660 This is clarified in section 3.1 and 3.2 in chapter 5.
661 That is at least what this dissertation is proposing.
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dissertation finds relevant in this context. This chapter is based upon the
PPC2000 standard contract and BIMCO’s Newbuildcon - which was discussed in

chapter 2- as point of discussion.

This chapter will start out by discussing the process pre-entering the partnering
agreement followed by the post-entering of the partnering agreement between
the shipowner and the supplier, which will include a discussion of some of the

clauses.

2. Pre-engaging partnering agreement process
Before entering into a partnering agreement, the shipowner and the supplier are

a part of a pre-engaging process. The process before engaging in a partnering
agreement is not a walk in the park, and - consequently - the shipowner and the
supplier need to safeguard themselves. For the parties to move from “we are
considering a collaboration” to actual engage in one is a complex situation, and
thus the parties need to protect themselves and be aware of potential risks and
“dangers” in a collaboration. Hence, the parties need to find the right match, as
otherwise the risk of a partnering failure is too high, as mentioned in chapter
5.662 The case is based upon the assumption that the right match has been found
between the shipowner and the supplier which means that the dissertation will
look further into the next step in the process i.e. the pre-engaging process
between the parties. This process is based upon the practical view discussed in
chapter 5. Robert Cooter®®3 and Thomas Ulen®%* (hereinafter, referred to as,

“Cooter and Ulen”) discuss the risk of one of the parties defecting, which will be

662 As pointed out in section 5 - many partnerships fail due to lack of management.
663 Professor of Law at Berkeley Law School in the field of law and economics.
664 Professor at Illinois College of Law, specialized in law and economics. Holds a Swanlund Chair Emeritus.
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further discussed in chapter 7.66> The above procedure entails different legal
measurements which will protect the parties, in the case of one of the parties

defecting upon the other.

This pre-engagement procedure entails:
e Mutual Nondisclosure agreement (NDA)
e Nonconfidential Evaluation agreement (NEA)
e Evaluation/Beta test agreement66®
e Letter of intent

e Materials Transfer Agreement

These five documents are part of the engagement procedure, although the
“evaluation/beta test agreement” will not be applicable to the shipowner and the
supplier, since the beta test agreement is in connection to software i.e.
intellectual property.®®? Thus, in terms of the collaboration between the
shipowner and the supplier, software programs are not a part of the scope of the

dissertation.668

To create a viable partnering agreement before commencement of negotiation of
definitive agreements, much work is required,®®® even though relatively little

documentation is generated during this period. Nonetheless, those few pages i.e.

665 Cooter, R. B, & Ulen, T. (2014). Law and economics (6t ed., international ed.). Pearson Education Limited., p. 34-35.
Cooter and Ulen discuss defecting from a game theoretical perspective, which means that in the classical prisoners
dilemma, the theory states, that parties will act a certain way, as the risk of the other party defecting is too high.

666 Beta-Test Agreement Law and Legal Definition. In terms of Intellectual Property law, beta-test agreement is a software
license agreement between a software developer and a customer. The agreement allows the customer to use the software
program in a “live” environment before its release to the general public. However, this will not be relevant in regards to
the shipowner and the supplier.

667 This could potentially be relevant if the future product became more technological.

668Though it would be very interesting to conduct further research within this field, especially since the aim of this
dissertation is to improve innovation in the maritime industry, therefore these evaluation/Beta Test agreements could be
relevant in regards to implementation of software programs as operating systems in ships or in regards to technological
driven products e.g. monitoring systems to monitor performance such as the Rolls Royce . Power-by-the-hour.

669 This also refers to high ex ante costs, which will be discussed in chapter 3.
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letter of intent, NDA’s etc.%’0 which has to be created, serve as the critical
functions of protecting the confidential information of the shipowner and the
supplier which determine the basic structure and terms of the deal and setting
the tone for negotiation of the definitive documents.®’! Thus, in order for the
shipowner and the supplier to be able to establish a collaborative partnership, it
is essential to build up trust through legislative tools e.g. letter of intent, NDA’s
etc. It is far from all partnerships®72 that are completed, due to various factors
which is why it is important for the shipowner and the supplier to guard
themselves through contracts. As mentioned in the previous chapter, partnering
agreements are legally binding in the UK and in Denmark, although in the US, a
letter of intent will be enough. However, this dissertation will act as if a letter of
intent is not enough.%73 In order for the shipowner and the supplier to move
forward in the partnering process, both parties are safeguarded by the four
procedural documents.

Stopford discussed this situation in connection to the newbuilding of ships and,
arguably, this will be used in accordance with the shipowner and the supplier. In
terms of newbuilding, once the preliminary negotiations are complete, a letter of
intent is often drawn up as a basis for developing the details of the design and
the construction contract. This is mentioned above and this explains why the
shipowner and the supplier need to complete a letter of intent. At this stage, the
letter of intent is not legally binding in general, although, this can become a
delicate issue, especially if the shipbuilder is devoting significant resources to

working up a design to the shipowners specification. For example, the cost of

670 Based upon that the PPC2000 is approx. 60 pages long without appendices and the BIMCO’s NEWBUILDCON is approx.
50 pages without appendices, a letter of intent and NDA'’s is a part of the pre-process, therefore, arguably, it can be
numerated as a few pages.

671 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. II-1. (Part II)

672 Whether it is a joint venture, strategic alliance or merger, not all gets completed, due to various reasons, therefore it is
highly relevant to safeguard ones business in the process, so in the event of a failure, the business secrets of each party will
be safeguarded by contracts.

673 See also chapter 5, section 5 regarding structuring the partnering agreement.
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developing a detailed design for a ferry or a large containership can exceed $1

million USD.674

This dissertation has pointed out several times how time and money consuming

this industry is, but the processes that the maritime industry are used to are not

far from a partnering process. As pointed out previously in regard to

shipbuilding, shipowners often deal directly with the shipyard, if they have an

existing relationship. This avoids time-consuming expert resources to handle the

negotiation.67> This is a clear example of how the parties, i.e. shipowners, are

acting differently when there is a relational context between the parties. If the

shipowner in the current situation is willing to overlook the management and

deal directly with the shipyard, due to a relationship, then there is a huge

possibility for a successful relational collaboration between the shipowner and

the supplier; given that the parties are willing.67¢

Since the maritime industry is a very economic pressured industry, the parties
cannot afford to spend time and money unnecessarily. Chapter 2 stated thatin the
current maritime market, it takes approx. six months to a year to finalize the
design and specification process in the process of ordering a ship.6?7 This adds up
in connection with time-consuming elements and, even though the industry is
used to these processes, it has become evident that there could be a potential for
optimization. Chapter 4 discussed relational contracting and one of the main
elements towards relational contracting is for the parties to define the goal of the
contract, and thereby create a common goal. For the shipowner and the supplier,
they should be very confident what their common goal is and the incentives to

reach it. As relational contracting is a matter of building up trust between one

674 See also Stopford, M. (2013). Maritime economics. (3rd ed.). Routledge, p. 209.

675 For further information see chapter 2, section 8.2.1 Shipowner and Shipyards in the newbuilding market. See also
Stopford, M. (2013). Maritime economics. (3rd ed.). Routledge, p. 208.

676 As discussed in chapter 4, Macneil emphasises that a relational element between two parties can change a given
situation, and not just merely be a discrete exchange.

677 Ibid., p. 209.
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another, it is quite relevant for both of the parties to actually engage in the

contract.

Because the construction of a merchant ship can stretch over several years, the
process may not develop as expected, leading to design changes or disputes
between the shipowner and the builder. The shipbuilding contract must ensure
that each of these disputes can be dealt with in a fair and orderly way which does
not disrupt production or commercial relations. Inevitably, the contract is more
detailed than the brief containing a preamble and various articles, each of which
deals with a specific, well-established area, and provides a broad summary of the
issues dealt with, including procedures for resolving anticipated problems,
whilst minimizing expensive legal disputes.®’8 Stopford states how it works
within newbuilding of a ship. Due to the complexity hereof, only some of the
factors within the process are relevant and applicable towards the shipowner
and the supplier. However, Stopford defines a newbuilding situation where the
shipowner and the supplier are heading toward a partnership - this purpose is
the same, so is the concept hereof, although the partnering process differs
slightly from this, due to the collaborative factors. Therefore, the take, which is
relevant in connection with the newbuilding situation, is that the shipowner is
used to complex situations, hence, the dissertation proposes a change in the

situation by reversing the approach from the parties.

In order to complete a partnering contract, which is a complex situation, the
parties’ (i.e. the shipowner and the supplier) rights and obligations are not
primarily fulfilled upon the “closing” of a transaction or the mere delivery of a

product.®”? Instead, the substance of the agreement remains to be completed, and

678 Stopford, M. (2013). Maritime economics. (3vd ed.). Routledge, p. 209.
579 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-2.
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often defined, over time. Performance over time alone is an insufficient tool to
define a partnering agreement. A distribution agreement or a requirements
contract, for example, is also completed over time, butis not by itself a partnering
agreement.®80 This is an important element that the parties within a partnering
agreement need to understand. For the shipowner and the supplier to interact in
a partnering agreement, it is important for both of them to realize, that the
agreement are not fulfilled by the delivery of the product. A partnering
agreement between the shipowner and the supplier are not just a collaboration
on the production of one product, it is a collaboration in which both parties are
sharing knowledge, developing products and perform maintenance services on

the product or several products.81

3. The alliance agreements
Partnering can - as mentioned previously - also be characterized as a strategic

alliance®®? and, therefore, when addressing the alliance agreements, it is
important to stress that the parties need to be aware of which agreement they
engage in.

When discussing The Alliance Agreements, these various forms of agreements

are often components of partnering transactions: 683

680 As discussed in chapter 5.

681 See also Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vaerdiskabelse via Nye Former for
Innovationssamarbejder Og Partnerskaber, p. 74. Original Language; Danish - Authors Translation.

682 This was discussed in chapter 5.

683 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. I1I-1.
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Figure 6.1 - Alliance agreements

Supply/distribution Technology/product
agreements license agreements

Separate entity

joint ventures
agreements

Source: the author’s creation

In terms of the case in question, both the supply/distribution agreements and
research and development agreements might be relevant. Even though the
shipowner and the supplier are engaging in a different kind of strategic alliance,
a combination of the two agreements might be the best option. Arguably, the
technology/product license agreement could be relevant too, although, there
should be a clear definition between the shipowner and the supplier. This means
that both parties are well aware that the supplier is the manufacturing party and,
therefore, the shipowner will not be participating in the manufacturing product,

which means that the supplier has the product licenses.

The following will address some of the issues that typically arise in partnering
transactions. Obviously, the types of definitive agreements, which constitute a
partnering agreement, will vary depending on the deals structure and terms.

Generally, the partnering alliance will include a combination of two or more of
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the following: a product supply/distribution agreement, a license agreement, a
research and development agreement, a separate entity joint venture agreement,
and/or a debt or equity financing agreement. Supply, license, and research and
development portions may be covered by separate agreements or combined into
asingle document.®8* Hence, the partnering collaboration that this dissertation is
working towards creating between the shipowner and the supplier ought to
include a supply/distribution agreement and a research and development

agreement.585

4. Negotiating a partnering agreement
The previous chapters have highlighted the different factors which are defining

the controversy between the shipowner and the supplier. Although, this
information is important, the question is what and why this is applicable to the
parties involved and how this is to be applied to the subject.

For the shipowner and the supplier to engage in a partnering agreement, it is
necessary to address the highlighted factors involved in the process. When
looking at the partnering agreement, it involves looking into a situation between
two parties. The approach is, therefore, to look at the parties both together and
separately with the aim to construct a new “contract form”¢8¢ between the
shipowner and the supplier, which both parties will benefit from. Both the
shipowner and the supplier are within the same supply chain and hence their

partnering agreement will be an ongoing interdependent relationship.

684 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. I11-2.

685 The dissertation will not look further into these contracts, due to the scope of the dissertation, though this is interesting
for future research.

686 This new contract form, is set out from the PPC 2000 and BIMCO’s contracts, thus it is not a new contract by itself, but
it is a new contract form for the shipowner and the supplier.
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Although, the question is whether their incentives are to structure an alliance or
just to understand the operation, according to Villeneuve et al.687

When discussing the partnering agreement between the shipowner and the
supplier, a distinctive feature in connection to partnering is the fact that it is a
fundamentally different form of collaboration between companies, whereas
plenty of the traditional concepts do not apply such as supplier, customer, buyer,
or seller. These perceptions lose their importance when applying partnering,
whereas the focus changes to be on perceptions as common goals, optimization,
trust, and mutual respect.688

According to Villeneuve et al., for the parties to negotiate a successful partnering

agreement, the parties need to identify their opponent’s motivational factors.68°

4.1 The shipowner vs. the supplier
Many partnering agreements have a distribution/supply agreement as a

component, as mentioned previously. In other industries, such as the Tech
market, often, although not always, the smaller technology company supplies the
product. For the smaller company to be a supplier for the larger company, the
hopes are to use the large company’s distribution channel in order to create a
market for its own product.®®© When looking at the partnering agreement
between the shipowner and the supplier, then the aim for the supplier is to get a
collaboration where it has a frequent buyer, i.e. the shipowner, of its product.
Thereby, the supplier will also gain a collaboration with the shipowner which

provides the supplier with new knowledge regarding the shipowner’s

687 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-3. This is further
discussed in chapter 5.

688 Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Veerdiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber, Authors Translation - Original Lanuguage; Danish.

589 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-3.

690 Jpid., p. [11A-1.
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requirements and a chance to plan the specific production, which can create huge
savings compared to the supplier’s current stock capacity.

The main concept of a supply agreement applies to any transaction where supply
is constrained by production. This includes situations where commencing or
increasing production of a product requires significant lead time or capital
investment. On one hand, the seller (i.e. the supplier) needs comfort that it will
not be forced into a breach and more important that it will stand a chance to
regain its investment. On the other hand, the buyer (i.e. the shipowner) seeks
reasonable assurance that it will be able to obtain its requirements of the
applicable product one way or another.

In a supply agreement, the shipowner is committed to purchase its requirements
of products (and replacement products) from the supplier. Furthermore, it is also
required to provide both rolling, long-term, good-faith forecasts and short-term
forecasts. The short-term forecasts are subject to limits on changes in any
particular period, as well as a period-to-period variability.6°! The supplier, on the
other hand, has certain delivery and warranty obligations and the agreement
defines a product acceptance procedure. The agreement also allocates product
liability, risks and responsibility for regulatory compliance between the

parties.692

The term of the supply agreement runs for a fixed period from first commercial
sale of the first “product”, but will automatically continue thereafter, unless a
termination notice is given. Termination by the supplier requires a one-year
notice. If the shipowner wishes to terminate, its purchase obligation is scaled
down over a three-year period. The shipowner may also terminate the

agreement on a product-by-product basis if the shipowner can obtain a product

91 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 8-1.
692 Jpid.
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at a price substantially lower than the price provided by the supplier and it is not
willing to lower its price to reduce the price differential, or if the supplier
substantially fails to supply the shipowner’s forecast requirements for a
significant period.®?3 Basically, the aim of the partnering agreement between the

shipowner and the supplier is to spread learning and the technical knowledge.

When the shipowner and the supplier are participating in a partnering
agreement, their primary focus should be on common goals, optimization, trust,
and mutual respect.®?* Although, as illustrated in figure 5.4,695 both parties should
be aware of the risk in the agreement, which is grounded in a possibility of
opportunistic behavior between the parties or perhaps knowledge leaks. Hence,
in order to get a successful partnership, the contract need to incorporate the right

incentives, thus the parties will act accordingly.

5. Incentives
The basic factors of the partnering agreement are incentives, trust, and

information. Partnering is based on a two-party relationship which thus makes
it necessary to actually outline the motivational factors of the different parties.
This is also relevant in connection with the common goal of the relational
collaboration. By doing so, the factors that are important for the parties, will be
stressed and thereby outline which dynamics that can be changed in order to
make the theory apply to a contractual relationship.

The table 6.2 below illustrates the important factors that influence the shipowner

and the supplier:

693 Jpid., P. 8-1;8-2.

694 Tvarng, C. D., Grith, S. @. & @stergaard, K. (2013). Vaekst Og Veerdiskabelse via Nye Former for Innovationssamarbejder
Og Partnerskaber, p. 74-75. Original Language; Danish - Authors Translation. This was also discussed in chapter 5.

695 See chapter 5.
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Table 6.2 - The incentives of the parties

Shipowner Supplier

Risk Price

Price Time

Time Risk

Performance Innovation

Legislation Legislation
Information

Source: the author’s creation

5.1 Shipowner incentives and motivational factors
Based upon the situation set out from the industry, the shipowner lacks

understanding in terms of the product/components within the ship.6%¢ The
shipowner’s main business is the ship and the performance hereof. Therefore,
primitively speaking, the shipowner is a bit shortsighted and are lacking visions
which has a negative influence on the ability to optimize the organization, due to
the absence of creativity. Thus, the factors which the shipowner reacts to in a

positive way are:

The price

Since the shipowner is operating in a volatile market, the price is an essential
factor for the shipowner. Replacing or purchasing new components for an existing
ship is or can be a costly affair, which is why it is important to choose wisely, in
order to control the investment. As in any other organization, an investment
needs to be profitable, meaning that the shipowner needs to be aware of whether
its investment is going to provide a surplus or not and thereby be cost-effective.

The volatile market is highly influenced by shifting freight rates and oil prices,

696 This was stressed in chapter 1.
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since the investments can have a huge influence on the organization and, thus, the
shipowner needs to be careful.®®” Therefore, it is a given factor that the shipowner
reacts positively towards value-for-money, which makes the price element a

motivational factor to the shipowner.

The time
Time and price are linked to one another in terms of the value-for-money
perception. In this context, the “time” factor can be divided into two; the time of

delivery and lifespan of the product.

The first, time of delivery, is quite relevant for the shipowner, depending on
whether it is replacing a component within an existing ship or purchasing a
component within a newbuilding state. The time issue is a more crucial factor
within a replacing situation rather than a newbuilding situation, since the
shipowner and supplier are able to plan a head in a newbuilding situation,
whereas in a replacement situation, this can be quite costly if the ship is on the
berth - not operational - and waiting for the specific component. The second
element is the lifespan of the product, where it differs whether it is replacing i.e.
retrofitting or newbuilding. A ship usually has a lifespan of +20 years,®%8 thus if a
ship within its lifetime of 18 years needs replacing of a component, then the
shipowner needs to consider the investment carefully, as it does not necessarily
add up to purchase a component with e.g. a lifespan of +8 years, if the shipowner
has calculated a demolition for the ship within the next four years or sell it on

secondhand, if the component is not increasing the value of the ship.6®® On

697 The Tramp Shipping Market an update of a report prepared for the European Community Shipowners’ Association
(ECSA)”, by Clarkson Research Services Limited (CRSL), March 2015, p. 4. See also: As stressed in chapter 1 and 2, the
maritime market is a highly pressured market, with huge assets and a need for huge amounts of capital, therefore banks
are quite involved in the market as a majority of the parties within the market has great debts.

698 Stopford, M. (2009). "Maritime Economics”, 3rd edition, p. 207. This is also mentioned in chapter 2.

699 See figure 1.1. for a market overview.
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another note, it is worth mentioning that when the shipowner is purchasing a
component e.g. with a lifespan of +6 years, the shipowner needs to consider
whether there could be potential legislative future compliance needs which also

needs to be taken into consideration.”0

The performance

Performance is also indirectly linked to the value-for-money perception. Thus, this
parameter is highly relevant, since this refers to the functioning of the product.
The performance of a commodity can vary, depending on what and how it is
measured. As an example, the dissertations assumes that the shipowner is looking
to purchase a new engine for an existing ship.”01 Then, it is essential for the
shipowner to value the investment. The given engine needs to have a certain
performance, and here it may differ if it is an engine for a ferry or an LNG tanker,
since one of the ships may be more light-weighted, and therefore the
qualifications may not necessarily be the same. The heavier ship may require
more horsepower than the light-weighted ship. As a contrast, the LNG tanker may
have a more sophisticated operative system which may require that an engine
needs the right system set-up in order to be implemented in the operative system.
Performance is a broad aspect which can be measured in many ways, although,
the main element is the functioning of the product. This is crucial for the

shipowner.

700 This factor has been stressed in chapter 2. Arguably, this is a tricky factor, since this relies on forecasts and thereby
predictions, which may or may not be relevant. Though it is a relevant factor to consider.

701 In this example, it does not really matter whether it is an existing ship or whether it is a newbuild. It is all situation
based, though this example does not differ between the two situations.
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The legislation

The legislative area is an important factor for the shipowner to consider, even
though, this may not weigh as much as the other factors. It is important for the
shipowner to comply with current legislation e.g. SOLAS and UNCLOS, otherwise
sanctions may occur.’%2 Although, if the cheapest product is not complying with
the current legislation, the shipowner might consider purchasing that product
instead, if the savings in the investment is larger than the risk of being caught red
handed and fined for the lack of compliance. However, it is important for the

shipowner to purchase a product which is compliant with the current legislation.

The risk

The risk is a great motivational factor for the shipowner. When the shipowner
invest in a new product, it will arguably expect the risks in connection with the
productto be very low. Due to a volatile market, the shipowner can be very fragile,
meaning thatitis dealing with expensive assets and some shipowners are in great
debts which means that the shipowner is not interested in unnecessary risks. To

some extent it can be argued that the shipowner is risk averse.”03

5.2 Supplier incentives and motivational factors
The suppliers are working towards changing the market by gaining new market

shares by selling products with an added value. Based on the situation set out
from the industry, the suppliers are feeling left out, meaning that they are merely

manufacturers and deliver products, even though they believe that the shipowner

702 However, this depends of the flag of the ship. Further discussion on the legislative area is in chapter 2.

703 There are three different kinds of risks - risk neutral, risk averse and risk -loving. The risk aversion - a person who are
not keen on being exposed to risk and are willing to pay, to avoid it. Miceli, T. J. (2017). The economic approach to law.
Stanford University Press, p. 33. See also Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 441-
444,
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is making poor decisions and by entering into a dialogue with the shipowner, the
suppliers are able to provide better services and gain market shares. In other
words, the suppliers possess great expertise regarding the products, and they
want to deliver this expertise to the shipowner, in the sense of extended services.
Hence, a long-term business relation is the result hereof and this gives the
supplier a chance to deliver better products and create new business options to

the shipowner.

The price

The supplier is a manufacturer, thus their primary business. The supplier is
operating in a very competitive market and, therefore, they need to be
competitive on the price, as they will otherwise lose market shares. As mentioned
previously, the shipowner is economically fragile and, from a supplier
perspective, lacks knowledge regarding the products. Therefore, the suppliers
need to be on top of things and competitive in their pricing. Even though the
shipowner is motivated by the value-for-money perception, from the suppliers’
perspective, the shipowner might not be able to perceive a real judgment hereof.
The supplier’s business is surrounded by manufacturing of products and,
therefore, the price of the product, obviously, needs to be profitable and
competitive at the same time.”?* In order for the supplier to be competitive, it is
important for the supplier to be cost-effective, which involves a low level of
expenses by controlling their budget lines. Hence, the price is an important factor

for the supplier, since this concerns their main business.

704 See also Porters Value-chain approach in chapter 5, section 2. Rationales for Collaboration. Porter, M. E. (1986).
"Changing patterns of international competition.” California management review 28.2: p. 13-14.
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The time

From the supplier’s perspective, time is an essential factor, even though this factor
differs from the supplier’s perspective. First, the time frame refers to the time
spend on manufacturing of the product. The supplier is working within a large and
slow industry, meaning that process are generally time consuming. The time
spend on the manufacturing of a product can easily take several months to a year,
depending on the product.’%> Second, there is time until overhaul. The supplier
needs to be aware of the performance and the durability of their product, in order
to define the time frame between overhauls. By understanding the product and
conduct ongoing services, it will keep the product operational for longer and will
avoid the unnecessary inconveniences for its customer, i.e. the shipowner. Third,
it is the time of repair. This is an important factor for the supplier in order to
perform the best services for the shipowners.”06 All three time factors are
important for the supplier, and it all comes down to planning. For the supplier,
the time factor is a part of being customer friendly and optimize its internal

organization.

The risk

The risk is an essential factor for the supplier and around ninety-four percent of
manufacturers are currently listing competition and consolidation as a risk, and
some are turning to acquisitions to gain an advantage.’%” For the supplier, there
can be several risks associated with the manufacturing of products, e.g. time, cost

and quality, which makes no room for delays. If the supplier cannot deliver

705 Stopford, M. (2009). "Maritime Economics”, 3rd edition, p. 209.

706 This is highly relevant in regards to the shipowner. As stated in the discussion in chapter 5 section 3.1 Why partnering
is a necessity, it can be quite costly for the shipowner if the ship is at berth and not being operational, therefore if the
suppliers’ product is the reason for the lack of operationality, this can influence the relationship between the shipowner
and the supplier, in a negative way. See also Stopford, M. (2013). Maritime economics. (34 ed.) Routledge, p. 232. Figure
6.4 illustrates maintenance cost.

707 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-2.
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accordingly to its promises, even though it may be a consequence of a supply chain
stall, there is the potential risk of losing money in potential revenue and profit.
The supplier may have a third party vendor,’°8 which the supplier can be
accountable for, which means that there is a risk associated here and, therefore, a

thorough risk assessment of vendors are a necessity.”0°

Innovation/ New business

Innovation is a key element for the supplier, since this is in regard to product
developments. Itis important for the supplier to keep developing new and current
products which can lead to greater market shares and a greater competitiveness.
Innovation within manufacturing come in many forms, ranging from new
products to process improvements. Innovation can offer various advantages for
the supplier and this is often characterized as the key to become more competitive
and outperform competitors. From the supplier’s perspective, innovation within
the maritime industry can as an example lead to better awareness in terms of
customer demands, faster turnaround times, improved design and quality of the
products and streamline relationships with suppliers and customers. For the
supplier, the innovative parameter can be divided into four types; outsourcing,
manufacturing, management, and technology.”1° These four types is an expression
of fields within the suppliers organization, which can be altered to become more
innovative. First of all, outsourcing may refer to a change in raw materials or third
party vendors. Second, manufacturing refers to e.g. modifying the production of
products, whereas management may refer to a change in the manufacturing
process. Finally, technology refers e.g. to a change in the manufacturing process,

where new technological solutions are implemented or adapted. Especially the

708 In the maritime industry, the suppliers may have sold licensee rights to third party suppliers, which grants them
permission to manufacture the suppliers products. Here is a risk associated with the image of the supplier, which can be
caused by this third party vendor.

709 See the PPC2000 end Newbuildcon for how their regulations.

710 Authors emphasis.
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technology factor is interesting, as this is the obvious way of creating more

innovative products, but may also result in more innovative use of labor.

Information

Information is a key element for the supplier, since this provides it with the
opportunity to plan ahead and to keep improving its efforts and product through
the received information about the products’ performance, but also to understand
the customers i.e. the shipowners needs. The information factor can be divided
into two types: product knowledge and customer knowledge.”'l1 By receiving
knowledge in connection with the suppliers and/or customers, the supplier is
able to improve its efforts in terms of customer care, by improving services and
create more innovative products. With the lack of information, the supplier is not
in a position to improve its efforts or products and, therefore, information is a key
element toward creating innovation. In regards to product knowledge, this is
useful information for the supplier, so it can improve its products, gain knowledge

about the current products in terms of performance, overhaul etc.

Legislation

The legislative area is a highly important factor for the supplier, hence the flag
state of the ship, and IMO conventions in which it has ratified e.g. SOLAS. In the
legislative area, the supplier can divide this into to two factors: warranty liabilities
and legal compliance. In connection with the warranty liabilities, the supplier is
legally bounded by product guarantees, meaning that it is responsible for the
product for a consistent time period. This guarantee gives the supplier great
incentives to assure its product quality. On the second element, legal compliance,

the supplier needs to make sure that the products are compliant with current

711 Authors emphasis.
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legislation and upcoming legislation. If the products are not legally green-lighted,
then the products cannot be produced, as they are illegal. See chapter 2 for
discussion on flag states. It is essential for the supplier that the products are

compliant with the current legislation.

6. The construction of the partnering agreement
The section before has highlighted the incentives, which the shipowner and the

supplier respond to. Therefore, this section will define and discuss some of the
phrases which will be relevant in a partnering agreement between the shipowner
and the supplier. The discussion will be based upon some elements from the
PPC2000, the BIMCO Newbuildcon and the incentives set out above. The
incentives above will be used as the foundation to discuss the joint optimization

between the shipowner and the supplier.

6.1 Analysis of the content of the agreement
In the partnering agreement between the shipowner and the supplier, there are

a variety of parameters which are quite relevant for the parties. Some of the
parameters are even relevant in each aspect. The purpose of these parameters is
to create a contractual framework for the partnering agreement - meaning to
pin-point some parts which the partnering agreement should contain. Therefore,
the purpose of these different parameters is to create an incentive for the parties
to honor the agreement and establish a successful partnership. It is worth noting
that when “dividing” these clauses between the parties, the most rational way of
doing it is by placing the responsibility with the party who prevent/adjust to the
clauses easiest.

The figure 6.3 illustrates the relevant parameters in connection to the partnering

agreement between the shipowner and the supplier. As mentioned previously,
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the parameters listed below are not complete, meaning that a partnering
agreement has many more clauses, although these parameters are especially
relevant in connection with this case. The parameters are set out from the
PPC2000, BIMCO’s Newbuildcon, and the discussion on partnering agreement, as

set out in chapter 4.

Figure 6.3 - Relevant parameters in a relational contract between the parties

Appro.vg\ls gud Representatives Collaboration Responsibilities Prlcmg I Risks
certificate Services

eRegulatory *Who are they e Expertise *Guarantees e Stage payments e Clarification of
bodies eTasks e Cooperation e Liabilities or milestones the different
eServices risks involved

included

Source: the author’s creation

6.2 Authorizations and Certificate
For the shipowner and supplier to participate in a partnering agreement, both

parties need to fulfill the general requirements. As mentioned above, it is highly
relevant for both the shipowner and the supplier that they both comply with the
relevant legislation. Consequently, it is important that both the shipowner and
supplier perform in accordance with the contract and that both parties are
complying with the regulatory bodies such as the vessel's flag state,
classifications society, and any other relevant legislation which would be part of
the scope of the partnering agreement.”12 In order to arrange a successful
collaboration between the shipowner and the supplier, it is important that both

parties understand their obligations in order to comply with the regulatory

712 For further information regarding the importance of a Vessels Flag state and classification see chapter 2 section 4. The
choice of flag state - the ultimate decision.

240



bodies, and obtain and maintain the correct approvals and certificates related to
the collaboration. Both the PPC2000 and the Newbuildcon are using clauses, that
secure the right authorizations and certificates.”’3 Especially Newbuildcon
regulates also the necessary classifications, which is relevant for the shipowner
and the supplier.”1* The shipowner is also required to acquire and maintain
approvals or certificates related to the vessel and comply with any regulatory
body and the vessel’s flag state.”'> The supplier is responsible for the products

being compatible with the legislative area.’16

6.3 Representatives
The collaborative element is important within the partnering agreement and in

order to establish a collaboration, it is important that the shipowner and the
supplier each are establishing a team, - as used in the construction industry’17 -
whose primary task is to establish, develop, and implement their partnering
relationships.”’18 The importance of a partnering team, consisting of members
from each party, was stressed in chapter 5, where Badaracco stressed that a
partnership must be led and not just managed.’!° It is important for the
shipowner and the supplier that their partnering team consists of people in

different “levels” i.e. ranks720 and that the team members act according to their

713 See both the PPC2000 contract and Newbuildcon to see how their clauses has been set out.

714 See the Newbuildcon contract and chapter 2, for further information on the maritime legislation.

715 See also BIMCO’s Newbuildcon for their approach on the approval, classification and legislation.

716 Also the agreement should entail a testing of the products. See also BIMCO’S Newbuildcon for further information on
the testing of products.

717 Ronco, W. C. & Ronco, J. S. (1996). Partnering manual for Design and Construction. McGraw-Hill., p. 10-11. See also
chapter 5 for further information regarding the construction industry.

718 Both the PPC and the Newbuildcon is suggesting that a team is set out to secure the collaboration. See the PPC2000
and the Newbuildcon in order to, how they have approached it.

719 Badaracco, J. (1991). The knowledge link: How firms compete through strategic alliances. Harvard Business School Press,
pp- 131-45. Also discussed in section 5.4 The risk of partnering agreements.

720 A team should consists of both managers, engineers, Directors etc. As it is important that higher ranked people in both
companies engage positively in the partnership, as they can make management level decisions, but it is also important
that lower level employees are engaged, as it is them who are supposed to work closely on the products in the
partnership. Therefore it is essential that people who can effectively and positively secure a successful partnership, is a
part of the team.
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agreed roles, expertise and responsibilities in regard to the partnering
agreement. The team members should be dedicated to the agreed common goal
and, thus, it is important that the team members act as one team, treating one
another with fairness, mutual trust, mutual cooperation and an understanding of

each other’s expectations and values.’?1

Furthermore chapter 5 stressed how the construction industry is handling their
partnering projects, where the key project members convene for pre-
construction workshops and regularly scheduled follow-up workshops during
the project.”22 In order for the shipowner and the supplier to have a successful
partnership, they should design a structure for the collaboration - meaning to
construct a set-up - which could include monthly follow-up meetings, product-
performance meetings, and innovation workshops. Basically, the shipowner and
the supplier need to set a partnering team in order to define the roles and

procedures of the partnership and create a common goal.

6.4 Collaboration
The collaborative element is the most important within a partnering agreement,

since this is the value-creating division.”23 The PPC2000’s main purpose is to
facilitate a partnering contract with a common goal.”24 Therefore, it is important
for the shipowner and the supplier to discuss and define this collaboration and

thereby define a common goal. The partnering agreement between the shipowner

721 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering
contracts in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4:
288-314 p. 289. See also the PPC2000 contract.

722 Ronco, W. C. & Ronco, |. S. (1996). Partnering manual for Design and Construction. McGraw-Hill. , p. 10-11. See also
chapter 5, section 3.1. Why partnering is a necessity.

723 See also chapter 4 and 5 for discussion on value creation.

724 See the PPC2000.
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and the supplier should address several factors, in order to create a collaborative

element:

Figure 6.4 - What is included in the collaborative element

Products

Successful
collaborative
element

Innovation,
improved
efficiency, cost-
effectiveness, Services
lean production
and improved
sustainability

Source: the author’s creation’?5

In the following, the concepts of the figure 6.4 above will be discussed.

Products

In the collaboration between the shipowner and the supplier, it is important to
clarify which products are involved in the partnering agreement, as the
partnering agreement would then have to contain clauses only concerning the
specific product that the supplier can provide, e.g. an engine. Furthermore, it is

important for the shipowner and the supplier to specify the required design,

725 This figure is set out, based on elements from the PPC2000 and Newbuildcon.
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product performance, timetables, prices, and the supply chain for the project.”26
The shipowner and the supplier ought to clarify whether their collaboration is
just in regard to one product/ship or if the collaboration is in connection to the

shipowner’s entire fleet.

Services

As mentioned previously, the supplier holds the expertise regarding the product
and therefore, it makes sense for the supplier to conduct the maintenance on the
product. Consequently, the shipowner and the supplier need to clarify this
service perspective. There are several service perspectives which the shipowner
and the supplier need to process. As an example, in terms of the repairing and
the maintenance of the product, should the supplier organize training session,
where the supplier educates the on-board crew or will the maintenance solely be
the supplier’s task. Another thing is the level of maintenance and the timeframe
hereof. The shipowner and the supplier must agree on a timeframe for the
collaboration”2” and thereby also define the price level of services and which
kind of services, e.g. if the engine breakdowns unexpectedly, even though the
supplier has run continually renovations and repairs, then who will pay for the

repairing of the engine.

726 The PPC2000 has specified this in its contract and especially the regulation regarding the product, potential defects
and testing hereof.

727 Both a time frame in regards to the ending of the collaboration i.e. the time where the partnering contract should be
re-negotiated and a timeframe guarantee in regards to how much time the supplier should have to repair or conduct
maintenance on the ship/product.
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Innovation, improved efficiency, cost-effectiveness, lean production and improved
sustainability

The clarification of the joint collaboration gives the parties the opportunity for the
partnering team to cooperate and develop products and hence be innovative. The
collaboration between the parties provide an opportunity to cooperate, share
expertise, reach cost-effectiveness, improve sustainability, improve efficiency, and
lean production.’?8 By joint collaboration, the shipowner is in a position to specify
its needs to the supplier and the supplier can comply to these needs, by designing

the specific product to the shipowner.

By sharing expertise and information, both parties gain important information
and thereby experience an increasing value creation which may be utilized in
order to create better products and plan ahead. From a supplier’s perspective, by
entering into a dialogue with the shipowner, the supplier is able to improve its
products based on the demands from the shipowner; and thereby become more
competitive. Furthermore, the supplier can plan the manufacturing of its
products, gain economies of scale, and thereby save storage space, since the
supplier will be able to plan ahead which means that through the collaboration
with the shipowner, the supplier can calculate when the shipowner will need a
new product or maintenance hereof.”29

Since the supplier can schedule the manufacturing - and therefore can create
lean production and thereby save storage space - the supplier is able to be cost
effective in connection with its products. Therefore, the supplier is in a position
where it will be able to lower the costs on its products, due to an optimization of
the supply chain. From the shipowner’s perspective, not only can it achieve

customized, and thus better products and cheaper products, the shipowner also

728 The authors emphasis.
729 [tis worth mentioning that of course the supplier needs to be prepared for sudden replacement demands, due to failures
on their products.
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gets to be in a position where it can focus on its primary business and rely on the
supplier. As a consequence, the key element for both the shipowner and the
supplier is to create a collaboration element, where they work toward a common

goal, which ultimately should end in improved efficiency.

7. Responsibilities
In order for the shipowner and the supplier to discuss the partnering agreement,

not only is it necessary to discuss the cooperation between the parties, but it is
also important that they discuss their responsibilities in the joint collaboration.
The responsibilities, which both parties need to accept, need to be reflecting the
common goal, their joint optimization, and create incentives for both parties. The
parties should use this phrase to clarify the matching expectations for the
collaboration. Some of the elements which the shipowner and the supplier should

address are the guarantees and liabilities.

7.1 Guarantee
One of the most important aspect about a partnering agreement is that the parties

end-up with a successful partnership and, therefore, both of the parties need to
clarify the guarantees which both of them can rely upon.”’3% Some of the elements
the shipowner and the supplier should discuss are: the geographical aspects, time
frame, design, supply and construction time, the cooperation, roles within the
collaboration, expertise, and open books.”31 This should be seen as parameters
where the parties are obliged to guarantee delivery within the partnering

agreement. The aim of these guarantees is to create the right incentives for both

730 See the PPC2000 for their take on guaranties and warranties.
731 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering

contracts in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4:
288-314 p. 289.
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of the parties, create joint optimization and mutual trust, which is essential within

the partnering agreement.

7.2 Liabilities
When discussing the partnering agreement, the contractual liabilities are just as

important as the guarantees. It is important that the shipowner and the supplier
have clarified each party’s obligations in the partnering agreement. Some of the
aspects that need to be clarified are: defects on the products, confidentiality in
regards to third parties, thereby also third party involvement, the suppliers
manufacturing rights, and, of course, the parties’ liabilities if the partnership fails
(e.g. due to one party defecting). In terms of third party involvement, this usually
refers to the supplier, as it might have a third party vendor and, therefore, the
shipowner and the supplier need to clarify how this should be handled. In the
BIMCO Newbuildcon, the supplier often has the right to employ subcontractors,
and the shipowner has the right to dismiss the subcontractor on reasonable
grounds.’32 In the case where the supplier has a third party vendor, the supplier
is responsible for the vendor’s actions and remain liable in terms of the
performance, according to their obligations in the partnering agreement. The
contractual liabilities are thus highly important for both the shipowner and the
supplier, as they may clarify likely disputes and potentially create incentives for
both the parties. As mentioned above, both the supplier and the shipowner need
to have defined the liabilities, as a tool to get a successful partnership. Another
important factor that needs to be included is potential damages, including
pollution damages. The Newbuildcon regulates potential damages and the

shipowner and the supplier should also consider this.

732 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P,, Ehrlich, T. H. (2016). Corporate Partnering —
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-19. See also the
discussion in chapter 5, section 6. The risks of partnering agreements.
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8. Pricing and Services
The partnering agreement between the shipowner and the supplier is based upon

a common goal which is the basis for a long term collaboration. The Newbuildcon
discuss the price of the shipbuilding and the payments hereof.”33 Newbuildcon
has divided this section, where it regulates the different kinds of payments and
what is included in the price. As mentioned previously, the price is an important
factor for both the parties and, as a consequence, the dissertation argues that a
collaboration between both parties would impact the economy for both parties,
since the collaboration could potentially lower the price of the products, increase
the turnover and profit for the supplier, due to scheduling of the manufacturing
and economies of scale i.e. creating a lean production.

The partnering agreement between the shipowner and the supplier consists of
two elements: products and services.”3* In regards to services, as mentioned
previously, it is important that the shipowner and the supplier define what kind
of services are included in the agreement and the pricing hereof. This will
eliminate potential misunderstandings along the way. In the collaboration
between the shipowner and the supplier, joint optimization and trust are very
important. In order to gain mutual trust it is necessary to have a so-called open
books policy.73> This policy entails complete and full disclosure of all relevant
information between the parties. By sharing information, especially in regards to
turnover and profits, both parties can see that neither party is deceitful i.e. acting

false towards the other. 736

733 For further information see PPC2000 and Newbuildcon.

734 See also figure 6.4.

735 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering
contracts in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4:
288-314 p. 289. See also Tvarng, C. D, Grith, S. @. & @stergaard, K. (2013). Vaekst Og Vardiskabelse via Nye Former for
Innovationssamarbejder Og Partnerskaber, p. 74-75. Original Language; Danish - Authors Translation.

736 Ibid.
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The parties should agree on whether they are operating with fixed stage
payments’37 or separate payments for products and services along the way.”38
The parties also need to clarify whether training on-board crew is relevant and
included in the price. Defining the price and the level of services (i.e. the
framework of the collaboration) is a major task to undertake and both parties
need to explicitly clarify their expectations to the collaboration. The partnering
agreement between the shipowner and the supplier is a bit different than the
examples set out from the construction and pharmaceutical industries, since
those industries are dealing with partnering more on a project basis, whereas the
shipowner and the supplier should use the partnering agreement to create a long
term collaboration, where both of them could benefit from it, in the form of
cheaper customized products, gaining valuable information, an increase in

market shares, and an optimization of business structures.

9, Risks

For both the supplier and the shipowner, risk is an important factor which needs
to be calculated. In order for both parties to engage in this partnering agreement,
there are huge risks involved, since both parties need to create an open
environment, where both of them share information and they both become
interdependent on each other.”3° Information is a key element, since knowledge
is power - especially in terms of partnering agreements. For both parties to give

away important information is a vulnerability, which needs to be handled in the

737 Stopford, M. (2009). Maritime economics. Routledge, p. 208. Stages payments is a common thing in the maritime
industry, due to high capital demands. See also chapter 2, section 8.2.3 Newbuilding contracts, where stage payments
where discussed.

738 Roijakkers, Nadine, and John Hagedoorn. (2006) "Inter-firm R&D partnering in pharmaceutical biotechnology since
1975: Trends, patterns, and networks." Research policy 35.3: 431-33. See also Tvarng, C. D., Grith, S. @. & @stergaard, K.
(2013). Vaekst Og Vaerdiskabelse via Nye Former for Innovationssamarbejder Og Partnerskaber, p. 70. See also table 5.3
regarding milestone payments in the pharmaceutical industry.

739 Villeneuve, T. F., Gunderson Jr., R. V., Chapman, C. D., Sharrow, D. P, Ehrlich, T. H. (2016). Corporate Partnering —
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer., P. 1-3. See also
discussion in chapter 5, section 3.3 Partnering in a practical matter.

249



contract. The partnering agreement needs to create an incentive for both parties
to positively engage in the collaboration and work towards the common goal. By
incorporating the correct incentives in the agreement, the risks are reduced for
both parties. Even though the agreement would address the correct incentives,
there are no guarantees that it will become a successful partnership, as risks
cannot be completely eliminated, but the risk can be handled. By doing so, the

parties are dealing with a calculated risk.

10. Concluding remarks
This chapter has looked further into the contractual aspects of partnering

agreements between the shipowner and the supplier with a focus on the relevant
clauses. As was previously mentioned, the common goal of partnering agreements
is to create a common goal between the supplier and the shipowner and
incentives for the parties to meet the requirements of the agreement. Therefore,
it is important to formulate and negotiate a contract with the relevant clauses,
which the parties need to incorporate in the contract, in order to create the
incentives to reach the common goal. Arguably, the shipowner and the supplier
need to build and maintain a strong relationship to do so, but in order to succeed,
the parties need to acknowledge the partnership and work toward mutual trust.
The content discussed is based upon the PPC2000, BIMCO’s Newbuildcon, and the
partnering agreement, as discussed in chapter 5.

In order to formulate a contract, the parties must engage in pre-engagement
procedures to avoid controversy from the beginning. Afterwards, the parties have
to discuss the common risks and the incentives in relation to each party at specific
parts of the production. In this connection, it was illustrated that it is important
to divide the clauses between the parties by placing the responsibility in different

situations. However, it is clear that both parties must necessarily comply with
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both current and future legislation - and that is a mutual responsibility.

In terms of the collaborative element between the parties, it may be a solution to
establish a team around the party, as it is important that the partnership is led,
and not just managed. The team members on each team may provide expertise
and share the responsibility when attempting to reach the common goal.

Therefore, the parties may include some specific clauses in their partnering
agreement in order to ensure that the parties are aware of all responsibilities and
risks in connection with their partnership. These are the negative aspects of the
contract; however, the parties may also achieve a strong, long-term relationship
based on mutual trust and full disclosure of information. In this way, the contract
may contribute to the success of the partnership, as it will reduce the potential

risk of disputes between the parties.
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Part III - Relational contracting from a Law and

Economic perspective

Part | - Introduction and Methodology ‘

Chapter 3: Transaction costs in a relational

Chapter 1: Introduction and Methodology Chapter 2: Maritime market and legislation N X
contracting perspective

v

Part Il - Relational contracting ‘

Chapter 6: A legal analysis of the contract
clauses between the shipowner and the
supplier

Chapter 5: Partnering - a relational contracting

Chapter 4: Relational Contracting solution

Chapter 7: Relational contracting from a game theoretical perspective

%

Part IV- Discussion and Conclusion

Chapter 8: Discussion on relational contracting Chapter 9: Conclusion

Part IIl summary

The third part of the dissertation, consists of one chapter; Chapter 7: Relational
contracting from a game theoretical perspective.

The previous parts has discussed the maritime industry; relational contracting
and how to apply relational contracting to the shipowner and the supplier. The
purpose of this part is to clarify - from a law and economic perspective -
whether relational contracting is a possibility.

Therefore this part will discuss game theory and apply game theory to the

relational contract between the shipowner and the supplier.
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Chapter 7: Relational contracting from a game

theoretical perspective

1. Introduction
Chapter 3 set the framework for the market and the parties' behavior based on

the assumptions of behavioral economics.’4? The transaction costs theory focused
on the two situations in order to clarify the optimal situation in which the
conditions for the behavioral economy were also applied. This chapter should be
seen in conjunction with chapter 3 and chapter 6 and, therefore, the results and

assumptions will be continued in this chapter.

This chapter focuses solely on the game perspective on the contractual situation
between the shipowner and supplier, as illustrated in figure 7.1, where game
theory will be used to illustrate - from a game theoretical point of view - what the
parties will be able to achieve as output based on their collaboration and how this

can be assured through a contract.

740 See chapter 3, section 2.1. Behavioral economics.
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Figure 7.1 - Parties in the relational contract

Relational
Contracting

Source: the author’s creation

Before applying game theory to the case, the dissertation will take a necessary
step back, to take a closer look upon what game theory is and the assumptions

hereof.

2. What is game theory

The first purpose of contract law is to enable people to convert games with inefficient

solutions into games with efficient solutions.”

Game theory is the study of human conflict and cooperation within a competitive
situation. In some respects, game theory is the science of strategy, or at least the
optimal decision-making of independent and competing actors in a strategic
setting. The key pioneers of game theory were mathematicians John von

Neumann?42 and John Nash,”43 as well as economist Oskar Morgenstern.’44

741 Cooter, R. B, & Ulen, T. (2014). Law and economics (6t ed., international ed.). Pearson Education Limited, p. 278.

742 Hungarian mathematician (1903-1957), who made great contributions to the field of game theory. He was regarded as
one of the foremost mathematician of his time.

743 John Forbes Nash (1928-2015), an American mathematician and Nobel prize for Economics receiver. He was a former
student of Neumann and he too had a great impact to the field of game theory and is the father of the Nash Equilibrium.
744 German economist and the founder of the mathematical field of game theory.
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As mentioned previously in chapter 1, game theory is the science of strategy. It
attempts, both from a mathematical and logical perspective, to determine the
actions that “players” should take, in order to secure the best outcomes for
themselves in a wide array of “games.” In other words, which actions the
shipowner and supplier should take to secure the best outcome for themselves.
The games, i.e. game theory in general studies, range from chess to custody of
children and from tennis to takeovers.”*> Although, all the games share the
common feature of interdependence which means that the outcome for each
participant depends on the choices and strategies of all parties. In so-called zero-
sum games’4%, the interests of the players totally conflict, so that one party’s gain
always will result in another party’s loss. The more classically defined games
concern the potential for mutual gain (positive sum) or mutual harm (negative

sum), as well as some conflict.”47

Leading academics have stressed the point that, sometimes, within the decision
phase of a game, strategy and rationality clash748 which is also set out by the fact
that games are fundamentally different from decisions made in a neutral
environment. On this note, the simpler the game, the more compatible strategy
and rationality becomes. Avinash K. Dixit74? and Barry J. Nalebuff7>? (hereinafter,

referred to as, “Dixit and Nalebuff”) illustrates this point:

745Dixit, Avinash K., Nalebuff, Barry J. (2010) The Art of Strategy: A Game Theorist’s Guide to Success in Business and Life. W.
W. Norton & Company, p. VIL See also Eide, Erling, Stavang, Endre. (2018). Rettsgkonomi. Cappelen Damm AS. (2nd ed),
authors translation - Original language: Norwegian, p. 124.

746 In game theory and economic theory, a zero-sum game is a mathematical representation of a situation in which each
participant's gain or loss of utility is exactly balanced by the losses or gains of the utility of the other participants. If the
total gains of the participants are added up and the total losses are subtracted, they will sum to zero. Thus, cutting a cake,
where taking a larger piece reduces the amount of cake available for others, is a zero-sum game if all participants value
each unit of cake equally. Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press., pp. 7-8; 139-140.

747 Ibid.

748 Mariotti, M. (1995). “Is Bayesian Rationality Compatible with Strategic Rationality?” The Economic Journal, 105(432):
1099-1109, p. 1101. See also Von Neumann, John, & Morgenstern, Oskar. (2007). Theory of Games and Economic Behavior
(60th anniversary ed., Princeton Classic Editions). Princeton University Press p. 8-12 and chapter 11.

749 Professor of Economics Emeritus at the Department of Economics at Princeton University.

750 Milton Steinbach Professor of Management at Yale School of Management. An expert in business strategy and Game
theory.
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“Think of the difference between the decisions of a lumberjack and those of a general. When
the lumberjack decides how to chop wood, he does not expect the wood to fight back; his
environment is neutral. But when the general tries to cut down the enemy’s army, he must

anticipate and overcome resistance to his plans.’>!

Like the general, a game player must recognize his interaction with other
intelligent and purposive people. His choices must allow for both conflict and for
possibilities of cooperation.’>2 In this connection, Prajit K. Dutta’>3 (hereinafter,

referred to as, “Dutta”) defined game theory as:

“(...) a study of interdependence. It studies interaction among a group of players who make

rational choices based upon a strategic analysis of what others in the group might do.”7>*

Even though, the assumption of the players’ decision-making is based on
complete rationality, this very definition of rationality can become a problem
when it comes to games. The rationality of a player’s decision depends on the
behavior of the other players, whose rationality in turn depends on the players’
choice. This kind of interdependence is absent in the case of individual decision-

making in non-strategic situations.”>>

The cornerstone of game theory is the so-called Bayesian approach which uses an
axiomatic theory of rational individual behavior under uncertainty in order to
model rational choices in a game. According to Marco Mariotti’>¢ (hereinafter,

referred to as, “Mariotti”):

“(...) a Bayesian rational agent is an agent whose choices obey Savage’s axioms, or some

equivalent set of axioms. Such an agent represents his uncertainty about states of the world

751 Dixit, Avinash K., Nalebuff, Barry ]. (2010) The Art of Strategy: A Game Theorist’s Guide to Success in Business and Life. W.
W. Norton & Company, p. 2.

752 Jbid.

753 Professor in microeconomics at Columbia University.

754 Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 12.

755 Newman, P. (1998). The new Palgrave dictionary of economics and the law. Vol. 2: E-O. Macmillan, p. 188-89.

756 Professor of Economics at the School of Economics and Finance at the Queen Mary University of London.
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by means of a subjective probability measure, evaluates consequences by means of a utility

function, and chooses the act that maximizes expected utility.”7>7

In other words, the Bayesian approach manages to subject the behavior of an
agent in a game to the same kind of analysis used for non-strategic decision-

making.”>8

The essence of a game is the interdependence of the players’ strategies. The
theory is operating with two distinct types of strategic interdependence:
sequential’>® and simultaneous.”®0 In the first type, the players (e.g. a shipowner
and a supplier) move in sequence which means that each of them is aware of the
others’ previous actions. In the second strategy, the players act at the same time,
and where each is ignorant in terms of the other’s actions. A general principle for
a player in a sequential-move game is to look ahead and reason back. Both the
shipowner and the supplier should figure out how the other party will respond to
his current move, how he will respond in turn, and so on. The player anticipates
where his initial decisions will ultimately lead and uses this information to
calculate his current best choice. When thinking about how others will respond,
he must put himself in their shoes and think as they would; he should not impose

his own reasoning on them.761

In this dissertation, game theory will be applied in order to predict the outcome
of the relational contract between the shipowner and the supplier. In order to

predict the outcome, the game theory will initially look at the outcome of a

757 Mariotti, M. (1995). “Is Bayesian Rationality Compatible with Strategic Rationality?” The Economic Journal, 105(432):
1099-1109, p. 1099.

758 Newman, P. (1998). The new Palgrave dictionary of economics and the law. Vol. 2: E-O. Macmillan, p. 189.

759 The sequential games, is played by the players taking turns.

760 The simultaneous game is a game where each player chooses their actions without the knowledge of the actions chosen
by the other player. Hendrikse, G. (2003). Economics and management of organizations: co-ordination, motivation and
strategy. McGraw-Hill, p. 26-29. See also Knudsen, C. (1997). @konomisk metodologi. Bd. 2: Virksomhedsteori og
industrigkonomi (2nd ed.). Jurist- og @konomforbundets Forlag, p. 91-94.

761 Jpid.
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standard contractual situation. This theory will set the scene using the

simultaneous strategy.

2.1 Nash Equilibrium
In game theory, the Nash equilibrium?’62 is a proposed solution of a non-

cooperative game involving two or more players in which each player is assumed
to know the equilibrium strategies of the other players, and no player has
anything to gain by changing only its own strategy.”¢3 The definition of a Nash

equilibrium is:

“A game equilibrium when no player can increase his or her payoff by changing strategy,

so long as the other players do not change their strategies.”76+

The prediction of the outcome of a game is called equilibrium. This can be a
complicated affair, because each player takes the actions and reactions of the
other players into account. There are many possible actions and reactions. An
equilibrium concept formulates certain requirements which a strategy has to

satisfy in order to be an equilibrium strategy.

A general, simple requirement which equilibrium choices have to satisfy is the
Nash criterion; a player’s choices should not harm his or her own interest. Such
behavior is called rational behavior.765 It entails consistent behavior, i.e. the
choices exhibit a certain pattern, which (possibly) belongs to an underlying goal,

like utility- or profit maximization.’¢® A Nash equilibrium specifies a payoff-

762 Named after the late mathematician John Forbes Nash Jr.

763 Cooter, R. B, & Ulen, T. (2014). Law and economics (6t ed., international ed.). Pearson Education Limited, P. 196.

764 ]bid. See also Hendrikse, G. (2003). Economics and management of organizations: co-ordination, motivation and strategy.
McGraw-Hill, p. 29.

765 Sen, A:K: (1987) ‘Rational Behaviour’, Eatwell, ]., M. Milgate and P. Newman.(1987) The New Palgrave; A dictionary of
economics. Macmillan, London, Vol. 4, p. 68-76. See also Hendrikse, G. (2003). Economics and management of organizations:
co-ordination, motivation and strategy. McGraw-Hill, p. 29.

766 Hendrikse, G. (2003). Economics and management of organizations: co-ordination, motivation and strateqy. McGraw-
Hill, p. 29.
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maximizing strategy for each player, given the choice of strategy of the other
players. Thinking in terms of equilibrium behavior provides insight into the
decisions of others and the behavior of organizations. The consequent application
of this equilibrium concept provides regularly surprising insights regarding the
relationship between individual motives of players and aggregate, or collective
behavior of the organization. The most famous example is the prisoner’s dilemma,

which will be further elaborated in section 2.2.

Nash equilibrium can at the simplest be determined by using the strategic form.
The game matrix’¢7 illustrates a change in strategy which increases the payoff of
the player, given the strategy of the other player.768 Therefore in terms of game
theory, if each player has chosen a strategy, and no player can benefit by changing
strategies (while the other players keep its strategy unchanged), then the current
set of strategy choices and the corresponding payoffs constitutes a Nash
equilibrium.”6¢? In game theory, a Nash equilibrium is an essential factor and,
therefore, this is quite relevant in the situation between the shipowner and the

supplier. Consequently, this will be further analyzed in the following section.

2.2 The prisoner’s dilemma
Some call this the “Grand daddy” of simple games.”’0 According to Dutta, this first

analysis of this game was in 1953 at the Rand Corporation, which could be seen
as the foundation for much of the early work in game theory by Melvin Dresher?71

and Al Tucker.”72

767 See table 7.2.

768 Hendrikse, G. (2003). Economics and management of organizations: co-ordination, motivation and strateqy. McGraw-
Hill, p. 29-31.

769 Ibid.

770 Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 11.

771 Polish-born American mathematician. Developed the Prisoner’s dilemma with Merrild Flood.

772 Albert William Tucker, Canadian mathematician. Made important contributions in game theory. Dutta, P.
(1999). Strategies and games: Theory and practice. MIT Press, p. 11.
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One way to describe a game is by listing the players that are participating in the
game, and for each player list the alternative choices, i.e. actions or strategies,
available to that player. In the case of a two-player game, the actions of the first
player form the rows and where the actions of the second player will form the
columns which will altogether create a matrix (see table 7.2). The entries in the
matrix are two numbers that represent the utility or payoff to the first and second

player respectively.

In the prisoner’s dilemma, the two players are partners in a crime who have been
captured by the police. Each suspect is placed in a separate cell and offered the
opportunity to confess to the crime. The game can be represented by the following

matrix of payoffs:773

Table 7.2 - Prisoner’s dilemma

Prisoner 1/ Prisoner

2 Not confess Confess
Not confess -1/2,-1/2 -4,0
Confess 0,-4 -3,-3

Source: Tvarng774

Note that in the game above, the utility or payoffs represents the parties’ utility of
a given strategy. Utility is not equal to money, but shows the value of the strategy
to each player. The Nash Equilibrium occurs when the players simultaneously

make their best reply to the strategy choices of the other player. Thus, the Nash

773 Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 11. See also Robert Cooter and Thomas Ulen;
Law and Economics, Second edition, p. 33-35.

774 C. Tvarng, To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts in the US,
British and Danish construction industries, Journal of Strategic Contracting and Negotiation, p. 305. See also Cooter, R. B,
& Ulen, T. (2014). Law and economics (6t ed., international ed.). Pearson Education Limited, p. 34 for exact same game, but
with other payoffs.
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equilibrium illustrates that there are a pair of payoffs reflecting the strategy

chosen by two rational players.77>

If neither suspect confesses, they will both get half a year in prison, and split the
proceeds of their crime which is represented by -1/2 units of utility for each
suspect. However, if one prisoner confesses and the other does not, the prisoner
who confesses will according to the game testify against the other in exchange for
going free, and this player will get 0 units of utility, while the prisoner who did
not confess goes to prison which results in the low utility of -4. If both prisoners
confess, both are given a reduced term, but both are convicted, which is
represented by -3 unit of utility to each. This game represents a better option
than the game where the other prisoner confesses, but it is not as good as going

free.

This game has fascinated game theorists for a variety of reasons. First, it is a
simple representation of a variety of important situations. For example, instead
of confess/not confess, the strategies could be labeled ‘contribute to the common
good’ or ‘behave selfishly’.77¢ This captures a variety of situations which
economists describe as ‘public goods problems’.””” An example is the construction
of abridge. Itis best for everyone if the bridge is built, but the it represent a better
option for each individual if someone else builds the bridge. This is sometimes
referred to in economics as an externality.”’8 Similarly, this game could describe
the alternative of two firms competing in the same market, and instead of
confess/not confess the dissertation could label the strategies ‘set a high price’ and

‘set a low price.” Naturally, it is best for both firms if they both set high prices, but

775 Bagley, C. E., & Tvarng, C. D. (2014). "Pharmaceutical public-private partnerships: Moving from the bench to the
bedside." Harvard Business Law Review, 4(2): 373-401, p. 386-389.

776 Wensley, Robin. (2013) Effective management in practice: Analytical insights and critical questions. Sage, p. 97.

777 Ibid.

778 Jbid. In economics, externality is a cost or gain that people outside of the financial transaction on the market are
applying. An externality is negative if it lowers the welfare of the other. There are typically negative externalities associated
with a shared resource. In other words a consequence of an industrial or commercial activity which affects other parties
without this being reflected in market prices, such as the pollination of surrounding crops by bees kept for honey.
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best for each individual firm to set a low price, while the opposition sets a high

price.”7?

A second feature of this game is that it is self-evident how an intelligent individual
should behave. In regards to the prisoner example, no matter what a suspect
believes his partner is going to do, it is always the best option to confess. If the
partner in the other cell is not confessing, it is possible to get 0 instead of -1/>. If
the partner in the other cell is confessing, it is possible to get -3 instead of -4. Yet,
the pursuit of individual, sensible behavior will result in each player receiving -3
unit of the utility, which is much more than the -1/; units that the players would
have gotten each if neither confessed. This conflict between the pursuit of
individual goals and the common good is at the heart of many game theoretic
problems. A third feature of this game is that it changes in a very significant way
if the game is repeated, or if the players will interact with each other again in the

future. The dissertation will examine this in section 4.

3. Game theory in the maritime industry

Before engaging further into the game of the shipowner and supplier, it is

necessary to set out the rules of the game:

Who is playing
What are they playing with

When each player gets to play, in what order (simultaneously or sequential)

AL N =

How much - what are the gains and losses in the game.”80

In game theory, it is standard to assume that every player knows the rules of the

game and that fact is commonly known,’8! although, this does not mean that all

779 Ibid.

780 Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 17. See also Cooter, R. B, & Ulen, T. (2014). Law
and economics (6t ed., international ed.). Pearson Education Limited, p. 33.

781 By using the term Common knowledge then the reader must be aware, that this term has several layers to it. Firstly it
states that everybody knows that the rules are available to all. Secondly, everybody knows that everybody knows that the
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players are equally well-informed or equally influential, it simply states that every
player are aware of the same rules.”82 There are two principal representations of
the rules of the game, which are called the normal’8 (or strategic) form and the
extensive form.”84 In other words, these are two ways to represent a game.’8> The
simplest game to play is a one-time simultaneous move game such as the

prisoner’s dilemma.”86

Therefore, according to the rules, the game between the shipowner and the

supplier will be set out as follows:

1. The players are the shipowner and the supplier.

2. They are playing with utility in a standard contractual situation.

3. The game will be played simultaneously in a one-time move game.
4

The allocation of utility is set out in table 7.3.

With the rules in place, the matrix can be illustrated as follows:

rules are widely available and third, everybody knows that everybody knows that everybody knows, ad infinitum. To why
this has to be elaborated this much, is that, knowing the rules, there might be certain behaviours that a player will normally
not undertake. Though, if a player is unsure about whether or not the others know that he knows the rules, he will
consequently be unsure about whether the others realize that he will not undertake those behaviors. This sort of doubt in
players’ minds can have a dramatic and unreasonable impact on what they end up doing, hence the need to assume every
level of knowledge. Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 18; See also M Mariotti, M.
(1995). “Is Bayesian Rationality Compatible with Strategic Rationality?” The Economic Journal, 105(432): 1099-1109, p.
1099,”... A Bayesian rational agent is an agent whose choices obey Savage’s (1954) axioms, or some equivalent set of axioms.
A game theoretically rational agent is usually thought to obey the same axioms. In game theory, moreover, some form of
common knowledge of rationality is assumed... which in a Bayesian framework takes the form of common knowledge of the
axioms.”

782 Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 18.

783 The normal form is the matrix form.

784 The extensive form is a pictorial representation of the rules. Its main pictorial form is called the game tree.

785 These two representations are interchangeable; every extensive form game can be written in strategic form and,
likewise, every game in strategic form can be represented in extensive form.

786 Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 22.
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Table 7.3 - The shipowner and supplier dilemma

Not Cooperate

(Confess) 0,0 7,-2
Cooperate

(Not confess) -2,7 55

Source: Dutta’8”

As illustrated in table 7.3, the parties have two strategies to choose from within

this scenario, namely to cooperate or not cooperate.

According to the theory of the prisoner’s dilemma, which is mentioned previously
in this section. I table 7.2, the Nash equilibrium was the utility of (-3;-3), which
was the confess strategy, also characterized as the dominant strategy. In the game
between the supplier and the shipowner (as illustrated above by table 7.3),788 the
Nash equilibrium is the utility of (0,0), therefore the not cooperate strategy is
compatible to the confess strategy of the prisoner’s dilemma. Conversely, the

cooperate strategy is equivalent to the not confess strategy.

The exact same rationality, which applied to the prisoner’s dilemma, is applicable
in the situation between the shipowner and the supplier. The prisoner’s dilemma
game illustrates that two individuals (i.e. the shipowner and the supplier in this
case) will not cooperate, even when it is obvious that it is in their best interest to

do s0.78% Both the shipowner and the supplier have the same knowledge, and

787 Prajit K. Dutta’s Prisoners Dilemma, Reuer, J. (2009). Strategic Alliances: Theory and Evidence (Oxford Management
Readers). Oxford University Press, p. 210.

788 Table 7.3 and table 7.2 are the same figure, though the strategies in the matrix have been moved around, meaning that
the strategies come in a reverse situation. This does not inflict the game and both games are exactly the same, it is purely
a matter of illustration. However the utilities are different.

789 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p.
305.
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know the outcome of this game, even though it is in their best interest to choose
the cooperate strategy, as it would result in a joint optimization. Despite of the
possibility of joint optimization, i.e. (5,5) in the matrix, both parties will choose
the dominant strategy and, hence, end in the Nash equilibrium (0,0).
Furthermore, the prisoner’s dilemma illustrates that defecting is always chosen
in preference to cooperation because a rational, self-interested party evaluates its
own options in comparison with the party’s possible choice, knowing that the
rational self-interested counterparts do the same.’?® Therefore, the risk of the
other part defecting is too high,”°? which is why both the shipowner and the

supplier will choose to not cooperate.

3.1 The consequence of one-time games
The theory of the prisoner’s dilemma - as discussed above - stated that the conflict

between the parties’ pursuit of individual goals and the common good is at the
heart of many game theoretical problems. Therefore, in theory, the lack of trust
between the parties in a one-time game results in the Nash equilibrium. The
question here is, how to build trust between the parties in order to move from not

cooperate to cooperate?

Also, the prisoner’s dilemma game illustrates that defecting is always
theoretically chosen in preference to cooperation, because a rational, self-
interested party evaluates its own options in comparison with the other party’s
possible choice, knowing that the rational self-interested counterparts do the

same. In this scenario, the only possible outcome is therefore not to cooperate,

790 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p.
305.

791 Cooter, R. B, & Ulen, T. (2014). Law and economics (6t ed., international ed.). Pearson Education Limited, p. 34-36. Cited
in Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p.
305.
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but to defect. Therefore, the pursuit of individual goals is always going to be the

dominant factor in a one-time prisoner’s dilemma.

The prisoner’s dilemma is a single game; thus it is not repeated. This dissertation
will examine whether there is a possibility for the shipowner and the supplier to
end up choosing the cooperative strategy. However, to answer the question
above, the parties need to build trust with one another. From a game perspective,
it can be argued that one solution could be that to play the game more than once,
i.e. pursue a long-term relationship with multiple purchasing/selling situations.

Therefore the dissertation will look further into repeated games.

4. Repeated games
In game theory, repeated games - also known as super games - are those that play

outover and over for a period of time, and therefore are usually represented using
the extensive form.”°2 As opposed to one-time games, repeated games introduce
anew series of incentives, as the possibility of cooperating means that the parties
may decide to compromise in order to carry on receiving a payoff over time,
knowing that if they do not uphold their end of the deal, the opponent may decide
not to either. Their offer of cooperation or their threat to defecting the
cooperation has to be credible in order for the opponent to uphold their end of
the bargain. In this case, the parties have to decipher what creates the most value
to them: the payoff which they gain if they break the pact at any given moment for

an exceptional, one-off payoff, or the continued cooperation with lower payoffs

792 prajit K. Dutta’s Prisoners Dilemma, Reuer, . (2009). Strategic Alliances: Theory and Evidence (Oxford Management
Readers). Oxford University Press, p. 214-15.
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which may - or may not - add up to more over a given time. Therefore, each player

must consider the opponent’s possible punishment strategies.”?3

This means that the strategy space is greater than in any regular simultaneous or
sequential game. Each player will determine its strategies or moves considering
all previous moves up until that moment. Also, since each player will consider this
information, it will play the game based on the behavior of the opponent, and must

therefore also consider possible changes in the behavior when making choices.”%4

Suppose that the prisoner’s dilemma were to be played not just once, but a
number of times by the same players; would that change the analysis of the game.
If the same players play the same game according to the same rules repeatedly, it
is possible that cooperation can arise and that the players have an incentive to
establish a reputation, as - in the case of the prisoner’s dilemma - it is about
trustworthiness. Suppose for example that after this game is over, and the
suspects are either freed or released from jail, a new game option will arise and
as the players commit another crime, the game will be played again. In this case,
initially, the suspects may reason that they should not confess, as their partner
will know not confess in the second game. Strictly speaking, this conclusion is not
valid, since in the second game, both suspects will confess no matter what
happened in the first game. However, repetition opens up the possibility of being
rewarded or punished in the future for current behavior, and game theorists have
provided a number of theories to which attempt to explain the obvious intuition

that if the game is repeated often enough, the suspects ought to cooperate.”?>

793 [bid. p. 211-215. See also Wensley, Robin. (2013) Effective management in practice: Analytical insights and critical
questions. Sage, p. 97-98. See also Cooter, R. B, & Ulen, T. (2014). Law and economics (6t ed., international ed.). Pearson
Education Limited, p. 35.

794 Cooter, R. B, & Ulen, T. (2014). Law and economics (6t ed., international ed.). Pearson Education Limited, p. 35.

795 Cooter, R. B, & Ulen, T. (2014). Law and economics (6t ed., international ed.). Pearson Education Limited, p. 35-36.
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An important aspect of a repeated game is whether the game will be repeated a
fixed number of times or an indefinite number. To see the difference, suppose that
the prisoner’s dilemma above is to be repeated exactly ten times. Each player’s
optimal strategy must now be considered across games, not just for one game at
a time. As an example, suspect 2 may consider, before the first game is played,
what strategy he ought to follow for each game. He may consider that he and his
partner, if they are caught after each crime, will learn or agree to keep quiet rather
than to confess. But, then, suspect 2 thinks ahead to the final game, the 10, and
even if the players have learned or agreed to keep quiet through game 9, things
will be different in game 10. Because this is the last game to be played, suspect 1
has a strong incentive to confess. If Suspect 1 confesses on the last game and
Suspect 2 sticks to the agreement not to confess, suspect 2 will spend 7 years in
prison in comparison to Suspect 1 half year. Knowing that Suspect 1 has this
incentive to cheat on an agreement not to confess in the last game, the best
strategy for Suspect 2 is also to confess in the final game. However, this means
that the 9t game to some extent becomes the final game. Therefore, when the
parties have to decide on the optimal strategy for that game, - i.e. the 9t game -
exactly the same logic applies as it did for the 10t game - both players will confess
in game 9 too. Suspect 1 will realize this too, and will realize that the best thing to
do is to confess in game 8, and so on. In the terminology of game theory, the game
unravels so that confession takes place by each player every time the game is

played, if it is to be played a fixed number of times.79¢

Things may be different if the game is to be repeated an indefinite number of
times. In those circumstances, there may be an incentive to cooperation. Robert
Axelrod’97 (hereinafter, referred to as, “Axelrod”) has shown that, in a game like

the prisoner’s dilemma repeated an indefinite number of times, the optimal

796 Jbid.
797 American political scientist. Professor of Political Science and Public Policy at the University of Michigan.
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strategy is tit-for-tat - if the other player cooperated on the last play, you
cooperate on this play; if the other player did not cooperate on the last play, you
do not on this play.”?8 These considerations of a fixed versus an indefinite number
of game repetitions may seem removed from the concerns of the law, but they
really are not. As an example, consider the relation between a creditor and the
debtor. When the debtor’s affairs are going well, the credit relations between the
creditor and the debtor may be analogized to a game played an indefinite number
of times. Butif the debtor is likely to become insolvent soon, the relations between
debtor and creditor become much more like a game to be played a fixed - and

perhaps only a few - number of times.”%°

In order to see what equilibrium will be reached in a repeated game of the
prisoner’s dilemma, the dissertation must analyze both of the two scenarios the
game repeated, namely a fixed number of times and an infinite number of times.
When the prisoners know the number of repetitions, it may be interesting to
operate a backwards induction to solve the game. In this context, it is relevant to
consider the strategies of each player when they realize the next round is going to
be the last. They behave as if it was a one-time game and, thus, the Nash
equilibrium will be chosen, and the equilibrium would be confess-confess, which
is similar to a one-time game.8%° Now, consider the game before the last. Since
each player knows that in the next, final round they are going to confess, there is
no advantage in lying (cooperate with each other) on this round either. The same
logic applies to prior moves. Therefore, confess-confess is the Nash equilibrium
for all rounds. Repeated games provide different payoffs at each repetition,

depending on each player’s moves. Since these payoffs are given at different

798 See Robert Axelrod, The evolution of cooperation, 1984. Cited in Cooter, R. B, & Ulen, T. (2014). Law and economics (6th
ed, international ed.). Pearson Education Limited, p. 36.

799 Ibid.

800 Jhid.
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points in time, in order to analyze repeated games, the parties must compare each

player’s discounted sum of payoffs.801

4.1 Fixed games
Consequently, if the shipowner and the supplier where to play this game five

times based on table 7.3, due to backwards induction, both of the parties would

end up in the Nash equilibrium. This is illustrated by table 7.4.

Table 7.4 - Total utility of a fixed game

Total
Parties Utility/Round | 1 2 3 4 5 Utility
Supplier 0 0 0 0 0 0
Shipowner 0 0 0 0 0 0

Source: the authors creation89?

Both of the parties would end up with a total of 0 utility each because of the lack
of trust and the awareness of a restricted amount of games. This game would have
the exact same outcome whether the shipowner and the supplier played it three
times or a 1000 times, ultimately, the Nash equilibrium will prevail. Although,
arguably, if the parties created a partnering contract build upon mutual

understanding and trust, the parties could potentially avoid the Nash equilibrium.

The purpose of having common goals in the partnering contract is to create
mutual benefits of joint utility by creating a legally binding contract, which makes

the parties choose the right strategy without being caught in the dilemma

801 Jpid.
802 Based upon Backward induction and the theories on repeated games set out by Prajit K. Dutta’s Prisoners Dilemma,
Reuer, J. (2009). Strategic Alliances: Theory and Evidence (Oxford Management Readers). Oxford University Press, pp.7;
214-15.
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between joint optimization and self-optimization.893 This is also a significant
condition in order to reach the benefit from joint utility. If the parties do not share
all relevant information with each other and cannot trust the other party to reveal
relevant information, self-optimization will occur at once. Full information for
only one party will increase the possibility to cheat and self-optimize. Tvarng
notes that the higher the degree of shared information, the larger is the possibility
to achieve joint utility.8%4 Information also decreases moral hazard and adverse
selection and the risk of hold up.8%5 As mentioned in chapter 6, information is a
key element to increase the output of the transaction. The more the legally bound
parties are revealing the information regarding the transaction, the closer the

joint utility the parties get.

According to Tvarng, the partnering contract can be defined as an exogenous
change to the preferences of the players in the prisoner’s dilemma game. Hence,
the content of the partnering contract is significant. The content of the partnering
agreement must on one hand make the parties prefer to cooperate instead of self-
optimize while, on the other hand, bind the parties to joint-optimization through
cooperation.8% The inefficient Nash equilibrium must be avoided through the

partnering contract.807

In this connection, the contract becomes the most important tool in obtaining
joint utility and cooperation, and to ensure that self-optimization does not occur.
Furthermore, economic literature argues that creating appropriate incentives for

cooperative interaction could alter the orientation of the partner’s collaboration,

803 S, Shavell, Contracts: The New Palgrave Dictionary of economics and the Law, 1996, p. 433. Cited in Tvarng, C. D. (2015).
"To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts in the US, British and
Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p. 305.

804 Jbid. Chapter 5 discussed the content of the partnering agreement and the primary goal of the partnering agreement is
to build mutual trust, in order to create a successful collaboration.

805 Jbid.

806 This was discussed in chapter 5 and 6.

807 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p.
305.
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and thus improve the joint utility in the game.88 Hence, the partnering contract
must change the parties’ behavior by creating incentives through a written and
explicit contract which oblige the parties to reward collaboration in the interest

of both parties.80°

In a partnering context, the joint utility is a win-win perspective, although this
does not mean that all parties will win the same amount of money, as shown in
the table 7.3. Neither does it mean that all parties must achieve the same award
in percent due to the incentive clause. The win-win perspective means that the
transaction itself is improved by the collaborative partnering contract and that all
parties gain more from the partnering contract compared to a traditional
construction contract.810 Thus, the gain from the result in the prisoner’s dilemma
game (which is 0, 0 instead of 5, 5) could be divided differently between the
shipowner and the supplier e.g. due to the negotiations, the initial investments,
and/or the risk allocation.811 Therefore, this is the outcome of the game between
the shipowner and the supplier, even though both parties know that they can gain

more by joint optimization. The crucial aspect of this game is the lack of trust.

Hypothetically, in a partnering agreement between a supplier and a shipowner
where each party has mutual trust in one another, and thereby complete

confidence in the other party’s strategy, they may choose not to confess/cooperate.

808 James Jr., H. (2002). “The trust paradox: A survey of economic inquiries into the nature of trust and
trustworthiness.” Journal of Economic Behavior and Organization, 47(3): 291-307. Also Tvarng, C. D. (2015). "To bind or
not to bind: It’s in the contract Formalizing collaboration through partnering contracts in the US, British and Danish
construction industries.” Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p. 305.

809 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p.
305.

810 Cox A, The problem with the Win-Win, White Pater 10/3, International Institute for Advanced Purchasing and Supply
2010. See also Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through
partnering contracts in the US, British and Danish construction industries." Journal of Strategic Contracting and
Negotiation, 1.4: 288-314, p. 305. See also Wensley, Robin. (2013) Effective management in practice: Analytical insights and
critical questions. Sage, p. 97-98.

811 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p.
305.
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In this example, both parties would choose joint optimization, by both choosing

the same strategy, which will overall be in their best interest.

According to Constance E. Bagley®12 and Christina D. Tvarng (hereinafter, referred

to as, “Bagley and Tvarng”) on partnering:

“(...) arrangement will move the parties away from an inefficient prisoner’s dilemma Nash
equilibrium to a pareto Optimal Frontier. This is in contrast to a traditional arm’s length
contract, which often consists of each party’s optimizing its own rewards and minimizing

its own risks while allocating the cost of future breaches.”813

Hence, in this situation, Bagley and Tvarng argues that the collaboration created
in the partnering agreement will build up the trust between the shipowner and
the supplier, which will result in both choosing the cooperate strategy — which
illustratively means to move the parties from the (0,0) to (5,5) as illustrated in

table 7.5.

Table 7.5 - The shipowner and supplier dilemma from a partnering perspective

Not

7~

/
Cooperate (Confess) {0, 0

Cooperate RS T~

(Not confess) -2,7 55

e
N
1
N

Source: Dutta814

812 Former Professor and Senior Research Fellow at Yale University.

813 Bagley, C. E., & Tvarno, C. D. (2014). "Pharmaceutical public-private partnerships: Moving from the bench to the
bedside." Harvard Business Law Review, 4(2): 373-401 p. 384.

814 This is the same table 7.3. Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 210.
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However, based on a fixed repeated game, both the shipowner and the supplier
would end up using the dominant strategy, since they are aware that the game
would be played a fixed number of times. Even though this game was played
several times, this did not create the trust between the parties, which should
move the parties from the Nash equilibrium to the utility of (5,5). Consequently,

infinite games may be the solution to the dissertation.

4.2 Infinite games

The infinite game works similarly to the fixed game. The situation with an infinite
number of repetitions is different, since there will be no last round, which means
that backwards induction reasoning does not work here. At each round, both
prisoners reckon there will be another round and therefore there will always be
benefits arising from the cooperate strategy i.e. not confess. However, the
prisoners must consider the punishment strategies, in case the other player
confesses in any round. Thus, in regards to the shipowner and the supplier, the
infinite game would result in a collaboration between the parties, meaning that
they would choose the cooperate strategy. By playing a game infinite times, each
of the parties keep learning about each other and learn how to cooperate.815
Therefore, the best solution for both the shipowner and the supplier would
eventually be to joint optimize, even though there is a possibility for one of the
parties to punish the other, which ultimately would “restart” the game - meaning
that the trust between both of the parties will be eliminated. Consequently, in the

following game (i.e. the game after a punishment), the parties will choose the

815 Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 211-12. See also Cooter, R. B, & Ulen, T.
(2014). Law and economics (6t ed., international ed.). Pearson Education Limited, p. 36-37.
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dominant strategy again until the trust has been rebuild again.81¢ The outcome of

the infinite game could be illustrated in the Table 7.6:

Table 7.6 - Total utility of an infinite game

Parties Utility/Round | 1 2 3 4 5 . | X
Supplier 5 5 5 5 5 . | X
Shipowner 5 5 5 5 5 . | X

Source: the author’s creation8!”

The matrix has not taken eventually punishments into considerations. Therefore,
the infinite game could be the solution for the shipowner and the supplier.
However, the infinite game is a hypothetical theory, since an infinite game does
not exist in practice, as a game would always have an end.818 Although, from a
hypothetical perspective, an infinite game could potentially create a collaboration

between the shipowner and the supplier, and thus create a joint optimization.

Hence, the fixed game would not be the solution to table 7.5 and the infinite game
is a possible - but a hypothetical - solution and, therefore, the dissertation will
take a different approach. As mentioned previously, a game can have several Nash
equilibriums and some do not have any. Some academics are operating with the
modified prisoner’s dilemma,81° which is why the dissertation will look further into

this game.

816 Jbid.

817 Same as with table 7.4. Based upon Backward induction and the theories on repeated games set out by Prajit K.
Dutta’s Prisoners Dilemma, Reuer, ]. (2009). Strategic Alliances: Theory and Evidence (Oxford Management Readers).
Oxford University Press, pp.7; 214-15.

818 Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 211-12. See also Cooter, R. B, & Ulen, T.
(2014). Law and economics (6t ed., international ed.). Pearson Education Limited, p. 36-37.

819 Dutta, P. (1999). Strategies and games: Theory and practice. MIT Press, p. 210.
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5. The modified prisoner’s dilemma
The modified prisoner’s dilemma is set out from the classical prisoner’s dilemma,

which was discussed in the sections above. However, the modified game has
added a third strategy, namely to partly confess, whereas the classical game only
have to strategies, namely to confess/not confess. 820Table 7.7 below illustrates the
modified game between the shipowner and the supplier, where the third potential

strategy is named profit sharing instead.

Table 7.7 - The modified prisoner’s dilemma

Confess Not Confess Partly confess
Supplier/Shipowner | Not Cooperate Cooperate Profit sharing
Not Cooperate 0,0 7,-2 3,-1
Cooperate -2,7 55 0,6
Profit sharing -1,3 6,0 3,3

Source: Dutta8?!

In the modified game, there are two Nash equilibriums: (0,0) and (3,3).822 The
modified game is a repeated game and not the usual one-time game. This modified
game is based upon the shipowner and the supplier within a partnering
agreement - meaning that both the parties have agreed to cooperate throughout
the game which means that this is set out in the contract. Therefore, within the
modified game, the shipowner and the supplier have agreed on the outcome

which means that if both parties cooperate, they share the profit at the end.

Nonetheless, arguably, an illustration hereof is necessary. As an example, the

shipowner and the supplier could play the game seven times. In connection to the

820 Jpid.
821 Jpid.
822 Jpid.
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repeated fixed games as set out above in table 7.4, backwards induction would
apply and, therefore, the Nash Equilibrium (0,0) would prevail. However, in this
modified game, the shipowner and the supplier have agreed to cooperate
throughout the entire game. Nevertheless, it is worth mentioning that - despite
the partnering agreement - from an economic perspective, there is still a risk of

punishment strategies in the modified game.823

If the shipowner and the supplier play this game seven times, the parties can
challenge the backward induction, by collaborating with each other and with a
potential profit in the end. If the shipowner and the supplier choose to cooperate
throughout the game, i.e. choosing the cooperate strategy (5,5), then both of them
will get a bonus in the 7t game, as they would arguably choose the profit sharing

strategy (3,3).

Table 7.8 - Modified prisoner’s dilemma, total utility of 7 games example 1

Parties Total
Utility/Round 1 2 3 4 5 6 7 Utility
Supplier 5 5 5 5 5 5 3 33
Shipowner 5 5 5 5 5 5 3 33

Source: the author’s creation

Table 7.8 illustrates the modified game as if it was played seven times - and if both
of the parties stick to the plan, they both end up with a total utility of 33. The
collaborative element must maintain the trust between the parties and, as
mentioned previously in this chapter, the parties are rational and they are aiming

for the payoff-maximizing strategy. Therefore, in the 7t game, the shipowner and

823 Jpid.
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the supplier have agreed on choosing the profit sharing strategy, even though one
of the parties could potentially punish the other by choosing the weaker not
cooperate strategy. If the shipowner chooses to not cooperate and the supplier
chooses the profit share strategy, the shipowner would end up with a utility of 3
in that game, where the supplier would end up with 0, or vice versa, as illustrated
in table 7.9 below. Consequently, it does not make sense for either of the parties
to defect from the strategy, since they have both honored the agreement

throughout the entire game.

Table 7.9 - Modified prisoner’s dilemma, total utility of 7 games example 2

Parties Total
Utility/Round 1 2 3 4 5 6 7 Utility
Supplier 5 5 5 5 5 5 0 30
Shipowner 5 5 5 5 5 5 3 33

Source; the author’s creation

As mentioned above, there is still a risk for punishment strategies, although if this
applies, the party will punish the other party for defecting from the agreed
strategy which means that the total utility for each party of the game would

arguably be as follows:

Table 7.10 - Modified prisoner’s dilemma, total utility of 7 games example 3

Parties Total
Utility/Round 1 2 3 4 5 6 7 Utility
Supplier 5 5 5 5 7 0 0 27
Shipowner 5 5 5 5 -2 0 0 18

Source: the author’s creation
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When the supplier is acting opportunistic in game 5, the supplier gets a higher
utility and the shipowner is punished. However, now the shipowner know that
the supplier cannot be trusted anymore and, therefore, the shipowner would
punish the supplier in the next games by choosing the not cooperate strategy. The
supplier is well aware of this, since they know that they punished the shipowner
in the previous game, which is why the shipowner will not choose to cooperate in
the next game. Hence, the supplier will also choose the not cooperate strategy in
the last games and, therefore, the total utility of both parties will be less than if

they cooperated.

6. Concluding remarks
This chapter has discussed game theory and the output of a game between the

shipowner and the supplier. The dissertation discussed how the parties in a one-
time prisoner’s dilemma, as illustrated by table 7.3, would always end in the Nash
equilibrium (0,0), even though the parties had the chance to joint optimize. The
reason is that, from a game theoretical perspective, both parties are rational and
seek to profit maximize and, therefore, each party will always act more self-
interested. The prisoner’s dilemma illustrated a possibility for joint optimization,
which was how the dissertation discussed the possibilities for a change to the end
in the inefficient Nash equilibrium. The fixed repeated game was not a solution to
the equilibrium, since backwards induction would result in the inefficient Nash
equilibrium. In terms of the infinite game, this was regarded a hypothetical
solution, as the parties will always have an end game in practice. Even though
those two games showed that there may be a possibility for a change in the game,

if the parties cooperate.
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On the other hand, the modified prisoner’s dilemma showed that it was possible
to overcome the inefficient Nash equilibrium by getting the parties to collaborate
in the games with the promise of a profit in the end. From a game theory
perspective, the modified dilemma presented a partnering agreement between
the shipowner and the supplier and illustrated that the parties could joint
optimize the utilities for both parties, and, thus, from an economic perspective,

the partnering agreement could be a solution to the inefficient Nash equilibrium.

Thus, by using the modified game, there is a possibility to build trust between the
shipowner and the supplier and, therefore, they can joint optimize. The
partnering agreement set out the collaborative element and, as mentioned
previously, Tvarng argued that the content of the partnering agreement must on
one hand make the parties prefer to cooperate instead of self-optimize, while on
the other hand, bind the parties to joint-optimization through cooperation.824 The
inefficient Nash equilibrium must be avoided through the partnering contract,82>
and by using the modified prisoners dilemma, the partnering agreement can
change the game for the parties, by moving them from the inefficient Nash
equilibrium to a more efficient Nash equilibrium. Therefore, in this connection,
the contract becomes the most important tool in obtaining joint utility and

cooperation in order to ensure that self-optimization does not occur.

824 See also discussion in chapter 5.

825 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p.
305.
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Part IV - Discussion and Conclusion
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Part IV summary

The fourth part is divided into two chapters: Chapter 8: Discussion on relational
contracting and Chapter 9: Conclusion.

The purpose of the fourth and final part is to summarize the project and conclude
on the findings.

The purpose of chapter 8 is to discuss relational contracting between the
shipowner and the supplier, based on the different findings in the previous parts.
Furthermore, the chapter reflects on the management party - which was
eliminated in chapter 3 - therefore this chapter discuss possible new functions

for the management.
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Chapter 9 is the final conclusion to the dissertation and will seek to answer the

objectives set out in the purpose statement in chapter 1.
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Chapter 8: Discussion on relational contracting

1. Relational contracting as a strategic alliance
The previous chapters have discussed relational contracting. Instead of using the

existing contract models and framework agreements in the shipping industry, this
dissertation purposes that the shipowner and the supplier use a different and
alternative contract model. This dissertation has focused on partnering contracts
which is arelational type of contract. Partnering contracts have been used in other
industries, like the pharmaceutical industry and the construction industry, to
ensure a partnership between two or more separate enterprises. Thus, partnering
is an alternative contract solution between the shipowner and the supplier, to be
used instead of a servitization model. Partnering can, as analyzed in the previous
chapters, increase the joint utility and innovation, where the latter is key factor in

regard to the competitive situation in the maritime sector.

As stated several times, the maritime industry is a very old industry, with a vast
potential for innovation. In the recent years, the maritime industry has struggled
with the decrease in the freight rates, due to the increase in oil prices. Hence, the
maritime industry is an economic pressured market which is why new business
models and alternative contractual solutions is needed in order to change the
rules of the game; improve competitive advantages; reducing cost; and improve

the go green element. However, strategic alliances are not a new thing to the
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maritime industry, even though it is not as common as in other industries such
as the airline industry®2¢ e.g. Rolls Royce827 or route networks.828
In the container shipping industry, there have been a number of multi-national
mergers,829 such as the one between British-based P&0 and the Dutch line
Nedlloyd, and the acquisition of the US line APL by NOL of Singapore. This is
affecting a broader cross-section of the industry which have been the
establishment of global alliances of which five are the most important:

1. Sealand-Maersk830

2. the Grand Alliance (Hapag-Lloyd, P&0O-Nedlloyd, MISC, OOCL)

3. the United Alliance (Hanjin, DSR-Senator, Cho Yang)

4. the New World Alliance (HMM, APL, MOL)

5. the Grouping of COSCO, Yangming and K-Line831

Although, many of the examples set out above is actual mergers or acquisitions
and - as stated previously - there is a fine line between joint ventures and
collaborations, based on Stigler’s view, where he argued that the collaborative
relationship between two firms are an incomplete form of merger.832 However,
as has become evident throughout the dissertation, the relational contracting

between the shipowner and the supplier are not meant to be a merger, but a

826 Debbage, K. G. (1994). "The international airline industry: globalization, regulation and strategic alliances." Journal of
Transport Geography 2.3: 190-203. Cited in Slack, B., Comtois, C. and McCalla, R. (2002). "Strategic alliances in the container
shipping industry: a global perspective." Maritime Policy & Management, 29.1: 65-76.

827 This is in reference to the Rolls Royce Power-by-the-Hour, which was discussed in chapter 1 and chapter 4. Ng, I. CL,
David Xin Ding, and Nick Yip. (2013). "Outcome-based contracts as new business model: The role of partnership and value-
driven relational assets." Industrial Marketing Management, 42.5: 730-743, p. 731.

828 Debbage, K. G. (1994). "The international airline industry: globalization, regulation and strategic alliances." Journal of
Transport Geography 2.3: 190-203, p. 190. The airlines are dealing with international route networks, which has become
an important strategic objective of the largest carriers.

829 According to Slack et al, there have been formations of strategic alliances and equity partnerships in the maritime
industry, though some of the groupings that have evolved have been quite complex, and in some cases, companies have
merged through acquisition and then joined larger alliances, or have entered an alliance, only later to merge. Strategic
alliances in the container shipping industry: a global perspective, by. Slack, B., Comtois, C. and McCalla, R. (2002). "Strategic
alliances in the container shipping industry: a global perspective." Maritime Policy & Management, 29.1: 65-76.

830 This has later changed its name to Sealand, a Maersk Division. Last visited January 14t 2019.
https://www.sealandmaersk.com/welcome?gclid=CjwKCAiA9efgBRAYEiwAUT-
jtAQ02V3duaqGH4Co]1QryFUkcP5AJuXCUtT oarjp3t6XRAidQCaSPBoCBg4QAvD_BwE&gclsrc=aw.ds.

831 Slack, B., Comtois, C.and McCalla, R. (2002). "Strategic alliances in the container shipping industry: a global perspective."
Maritime Policy & Management, 29.1: p. 66.

832 Stigler, G. (1955). “Mergers and Preventive Antitrust Policy.” University of Pennsylvania Law Review, 104(2): 176-184
and also discussed in chapter 5 section 3.4 Partnering in other industries.
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collaboration through an alternative contract model. The common element
between the mergers and acquisitions; the strategic alliances in the aircraft
industry; and the relational collaboration between the shipowner and the
supplier is the possibility for optimization of each party’s business and gain a
competitive advantage. In connection with the aircraft industry, Keith

Debbage833 (hereinafter, referred to as, “Debbage”) argued that:

“As such innovations diffuse spatially, the most efficient air transport systems to emerge
first from this transition will achieve a competitive advantage in the global economy in

terms of the ability to move people, goods and services.”83*

Hence, Debbage are initiating that the companies who are the most innovative
and create more efficient solutions will be competitively strongest.
Consequently, a joint collaboration between the shipowner and the supplier
could through innovation create a competitive advantage for both parties.

In the maritime industry, there are other solutions to the competitive situation.
One could be that a single company will own the ships, and all of the operation,
maintenance etc. regarding the ship, will all be outsourced to more specialized
companies. In this way, all parties will still play a role in the market and the
parties will engage in a role, where they are actually experts. If this situation will
occur, the market as of what is known today will have completely vanished and
a new one has arisen. If the market change to such a model, it will force the
involved parties to actually cooperate, since they will all have their share of the
risk in connection with the ship, and thereby all of the parties will arguably be

willing to engage in some kind of long-term collaboration.

833 Professor of Geography at University of North Carolina at Greensboro.
834 Debbage, K. G. (1994). "The international airline industry: globalization, regulation and strategic alliances." Journal of
Transport Geography 2.3: 190-203, p 190.
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Another solution to the maritime market could be illustrated through an example
with Amazon,835 which is a huge online platform. Arguably, it would be cheaper
for the large online company to enter into the freight market and buy a ship to
transport all of their products from Asia to United States, instead of using the
current shipping companies.83¢ Online shopping is a huge success and, therefore,
many of the online platforms may need to take their freight costs into account, in
order to optimize their own company structure. Amazon would - as a new market
player - change the equilibrium and the game in the maritime industry.

Since the maritime business is as cost-extensive as it is,837 the industry has not
seen any large, international companies which just enter the market, since the
market entry requires a huge amount of capital. However, these online
companies are new, in a completely new online industry, and are actually
potential competitors to the shipowners in the industry. Although the shipowner
might not feel threatened, due to high entry barriers,838 companies such as
Amazon or Alibaba could potentially be a huge threat. Furthermore, the growth
of world trade - a direct outcome of the internationalization of the economy,

which Amazon and Alibaba is also a part of - has made it essential for container

8350ne of the things that are Amazon strengths compared to the shipowner, even though that they are operating different
products then Amazon wants to cut out the shipping party, in order to optimize the business, it is that Amazon is so
adaptable, that they keep adapting to the market and their customers demand.

836 Rumor has it that Amazon has considered this business model and are currently trying build their own delivery service
as a result of big losses in the shipping area. Thus Amazon is cutting costs and profit optimizing, as a part of their
optimization strategy. If Amazon is considering this strategy, so might Alibaba - the largest Chinese Online platform - this
would definitely be a game changer. For further information on the rumor Amazon delivery strategy see;
https://www.wsj.com/articles/amazon-to-launch-delivery-service-that-would-vie-with-fedex-ups-1518175920 and
http://fortune.com/2018/02/09/amazon-delivery-service/. Both pages last visited January 14th 2019. Amazon is very
aggressive in their strategies on land delivery and their same-day-delivery was rolled out a few years ago and today covers
most of the US. Another thing is Amazons cloud service - AWS. Amazon cloud service has recently been chosen by Samsung
Heavy Industries, to be the preferred cloud provider. Samsung Heavy Industries is one of the largest shipbuilders in the
world and AWS’ cloud services shall support their digital transformation. This is primarily in regards to autonomous
shipping platforms, where the collaboration between Samsung and Amazon, hope to rapidly innovate. Source; Press
Release from Amazon, “Samsung Heavy Industries Selects AWS as its preferred Cloud Provider”, August 8t 2018. In an
interview with Bloomberg (February 12th 2018), CEO of Maersk, Sgren Skou, expressed his concern regarding Amazon and
Alibaba. He stated that Maersk need to do a good job otherwise “Amazon is a threat if we don’t do a good job for them.”
Source: https://www.bloomberg.com/news/articles/2018-02-12 /amazon-threat-has-maersk-racing-to-stop-clients-
becoming-rivals.

837Stopford, M. (2009). Maritime economics. Routledge. p. 269. This was also discussed in chapter 1, section 1 Introduction.
838 As mentioned in chapter 2, section 2.2 Supply and Demand, the maritime industry is defined as a market with
relatively few entry barriers, however, it requires a great amount of capital to enter, which is meant by this. "The Tramp
Shipping Market an update of a report prepared for the European Community Shipowners’ Association (ECSA)”, by
Clarkson Research Services Limited (CRSL), March 2015, p. 6.
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shipping companies to extend their market coverage globally. At the same time,
the costs of providing such global services have been increasing because of the
need to deploy ever larger and more costly vessels.83° With increasing demands
and costs for the shipowner, a collaboration with the supplier would benefit the
shipowner, since the supplier would help complete its demands.

Since the shipowner is facing greater demands, as an extended market; decrease
in freight rates; and more expensive vessels, it would be both cost and time
efficient for the shipowner to engage in a collaboration with the supplier. For the
shipowner to focus on its actual business and rely on the supplier’s services and
products, it would lower the risk for the shipowner and could potentially help
the shipowner in the everyday business, e.g. through fast pace maintenance and
reliable services. For the shipowner to collaborate with the supplier on
everything from product innovation to maintenance services, it could save the
shipowner money, since the shipowner would no longer have to worry about the
ships potentially not being fully operational.84? Due to increasing demands in
transport of goods, the shipowner might require more ships. An expansion in the
fleet does also require added maintenance which is also why an outsourcing of

this to the supplier would be of great value to the shipowner.

On the supplier’s side, an increase in the fleet on the shipowner’s side signifies
more business for the supplier. Although, for the supplier to handle the
maintenance on a regular basis and become the permanent supplier to the
shipowner, it would be of tremendously great value economically to the supplier.
Thus, the collaboration will result in more business and greater revenue, and the
supplier would too have the benefit of being able to plan its production, due to

the collaborative element between the shipowner and the supplier.

839 Slack, B., Comtois, C.and McCalla, R. (2002). "Strategic alliances in the container shipping industry: a global perspective."
Maritime Policy & Management, 29.1: 65-76, p. 66.

840 Another money-saver is the elimination of the management party, since the shipowner will not need to pay the
management for their services, but rather do the job themselves or get the supplier to do it.
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In order to create a successful collaboration, both parties need to engage
completely in the collaboration, otherwise it will fail.

Badaracco stated - among others - that alliances must be led purposely and that
the parties must trust each other.84! Furthermore Harrigan stated that the
parties’ decision to embark upon a partnering agreement should only be made
after a careful assessment of the other parties’ strengths and weaknesses, the
cost and benefits of the alternative to the partnering agreement.842 It is crucial
that both the shipowner and the supplier have assessed one another and found
a “match” in one another; thereon, it is important that they actually lead the
alliance and are aware of the benefits and down sides to the collaboration. It is
worth noting - as mentioned previously - that a joint collaboration is not for
every company, since it brings along significant costs - particularly opportunity
costs - and potentially high levels of risk that are not always justified.?43 For both
the supplier and the shipowner, the risk is an important factor - as discussed in
chapter 6 - although, the risk between the parties need to be calculated and
handled in the relational contract. In order to get a successful joint collaboration,

it is very important that both parties share knowledge and gaining mutual trust.

According to Brian Slack,?* Claude Comtois8%> and Robert McCalla84®
(hereinafter, referred to as, “Slack et al.”), due to the increase in the market

demand and a possibility to create an alliance, then:

841 Badaracco, J. (1991). The knowledge link: How firms compete through strategic alliances. Harvard Business School Press,
pp- 131-45. Also discussed in section 6. The risk of partnering agreements.

842 Harrigan, K. (1986). Managing for joint venture success. Lexington, mass, p. 25. Also discussed in section 5.4. The risk of
partnering agreements.

843 Villeneuve, T. F., Gunderson Jr,, R. V., Chapman, C. D., Sharrow, D. P., Ehrlich, T. H. (2016). Corporate Partnering -
Structuring & Negotiating Domestic & International Strategic Alliances, (5t ed.) Wolters Kluwer, P. 1-14. This was also
discussed in section 6. The risks of partnering agreements.

844 Professor Emeritus at Concordia University, Montreal. Research field: Maritime transport.

845 Professor of Geography at the Université de Montréal.

846 Researcher at Univeristy of Wisconsin-Madison.
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“Faced with these circumstances, the shipping lines have moved to restructure. This, in
turn, has impacted on their operations. The vessels deployed have been re-assigned, the
service networks have been reconfigured, and the ports of call adjusted, changes that

ultimately affect every facet of the maritime industry.”s47

Furthermore Slack et al., argued:

“Although alliance services account for a minority of joint offerings by individual
companies in all but one grouping, the results indicate that the companies that have
sought membership in alliances have been those that have tended to be already involved
with others in joint activities. In turn, this has made possible an expansion of services.
Established carriers can continue to serve existing markets with lesser capacity
commitment because of vessel sharing, and can, thus, divert capacity to add new services

and possibly, exploit, new markets.”848

Even though Slack et al. is referring to carriers and alliances in between, this does
also apply for an alliance between a shipowner and a supplier. As Slack et al.
points out, it is that the collaborative element - the sharing of vessels - which
gives the parties a chance to focus on their business, but, at the same time,
explore new markets. For the shipowner and the supplier to engage in a
procurement alliance, i.e. relational contract, it allows for a reduction in costs
through bundling purchases in order to take advantage of volume discounts.84?

For the parties to engage in a relational context, both will have to optimize their
situation. An optimization of their situation is difficult to define, although, in this
context, the purpose of the relational contract is ultimately to create a joint
collaboration between both parties. In this situation, the parties are moving from

a classic manufacturing/purchasing situation, where the suppliers are selling

847 Slack, B., Comtois, C.and McCalla, R. (2002). "Strategic alliances in the container shipping industry: a global perspective."
Maritime Policy & Management, 29.1: 65-76, p. 66.

848 Jbid. p. 69.

849 Nistor, F. (2012). "Strategic Alliances in Container Lines." Scientific Bulletin of the Naval Academy No. 1: 89-91.
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their products to a shipowner, and into a new customizing situation, where the
shipowner defines its demands and needs to the supplier, and, then, the supplier
will fabricate the given product to the shipowner.8>0 This change of situation is a
huge step for both parties - from a supplier’s perspective, this change does not
happen overnight, as it requires that the supplier has the right capacity for it and
needs to be adaptable. From the shipowners’ perspective, they get to be in a
position where they can customize the product in question (to a certain level),
which means that all their uncertainties and problems with the products are

being handled.

A collaborative relationship between the shipowner and the supplier could give
the supplier the opportunity to explore new markets, by designing new products
or deliver new services, based on the demands and knowledge from the
shipowner. The supplier could potentially expand its geographical service ability,
as a part of completing the shipowners’ demands. On the shipowners side, a joint
collaboration with the supplier could be cost-effective for the shipowner, due to
better and cheaper products. Also, the shipowner could potentially expand its
globally services, due to greater performance; lower costs in terms of
maintenance; and fewer berth days. In the maritime industry, everything costs
money and is time consuming, hence, for a shipowner, the fewer berth days, the

better, due to the immense costs on a daily basis, when a ship is not operational.

850 Chapter 1 discussed servitization - a product with a service agreement - thus by creating a joint collaboration , the
parties are taking things a bit further.
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2. Relational contracting between the shipowner and supplier
The dissertation has its starting point in the one-off transaction between the

shipowner and the supplier, where the management party also had a part to play.
Although, the transaction cost analysis in chapter 3 eliminated the management
party, since this party was considered redundant in connection with a relational
contracting situation. Thus, the dissertation has analyzed and discussed
relational contracting between the shipowner and the supplier.

While a relational contract comes with various benefits for both parties, it is
important that both parties are positively engaged towards it. Therefore, the
contract between the parties is the utmost important tool in order to create a
collaboration, since the risk of one of the parties defecting is high, unless they are

bound by the right incentives.

According to Bagley and Tvarng:

“If the contract objectives are joint utility, efficiency, innovation and commercial
optimization, the fulfillment obligations must balance the needs and interests of all the

parties.”851

Hence, the relational contract between the shipowner and the supplier must -
not only - contain a common goal, but it is vastly important that the contract

reflects both parties’ needs and interests.

Some of the motivational factors for the shipowner and the supplier were
discussed in chapter 6, where some of the incentives for the shipowner and the
supplier were highlighted (table 6.2). The parties shared some common

incentives: risk; price; and legislation. These three factors are highly relevant for

851 Bagley, C. E., & Tvarno, C. D. (2014). "Pharmaceutical public-private partnerships: Moving from the bench to the
bedside." Harvard Business Law Review, 4(2): 373-401, p. 384.
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each party and, therefore, these should be included in the partnering contract.
For the shipowner and the supplier, they should be very confident in each other
when writing a contract obligating the parties to seek common goals. Also, by
adding clauses supporting the main objectives in the contract, the relational
clauses will ensure that the parties is bound by the contract and by the positive
incentives in the contract to fulfil the common goal. As relational contracting is a
matter of mutual trust, it is thereby quite relevant for both of the parties to

actually engage in the contract.

According to Bagley and Tvarng:

“Contract negotiation, collaboration management, funding, timelines, the production of
deliverables, confidentiality, the sharing of intellectual property, and understanding the
differences among the parties are all crucial contractual elements that must be considered

to make the partnership work effectively.”82

Thus, the success of an effective collaboration lies within the construction of the
contract, since this is what the parties can rely upon, and know how they and the
other party is legally bound. The common goal must be negotiated in order to
optimize the transaction.853 Therefore, the contractual elements are very
important and, thereby, both of the parties’ needs and interests must be
considered in order to achieve a successful collaboration. Thus, the parties are
obliged to fulfill the contract requirements of mutual goals, collaboration, trust,

open books, and positive incentives, as stated in the partnering contract.8>4

852 Jbid.

853 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p.
306.

854 Jbid.
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Chapter 6 discussed the partnering contract between the shipowner and the
supplier and the analysis emphasized that some elements where relevant to
include in the contract. Some of these elements were the geographical aspects,
the time frame, the design, the supply and construction time, the cooperation, the
roles within the collaboration, and the expertise. The geographical aspect is
highly relevant, since the supplier should be able to do maintenance on a global
basis. Rolls Royce’s “TotalCare” package have dealt with the geographical
complexity, and due to its development with the product, Rolls-Royce is able to
monitor the performance on its engines at all times. Consequently, Rolls-Royce
can calculate when maintenance is needed and required.8>>

Although the suppliers’ products may not be as sophisticated as Rolls-Royce’s, it
would make sense for the shipowner and the supplier to find inspiration there.
In terms of the time frame, the design, and the supply and construction time, all
this is a part of the collaboration between the parties, and they need to establish
these elements. Also, it is very important that the shipowner and the supplier
have defined their individual roles within the collaboration, e.g. in reference to
the alignment of their expectations to the collaboration. The elements of the
contract will arguably define the collaboration between the parties by sharing
expectations with each another. Therefore, by incorporating the correct
incentives in the agreement, the risks are reduced for both parties. Although,
even if the agreement addresses the correct incentives, there are no guarantees
that it will become a successful partnership, as risks cannot be completely

eliminated, but the risks can, arguably to some extent, be controlled.

Basically, if the shipowner and the supplier can create a collaboration with one

another, they are both able to optimize their business structures and may

855 Baines, T. S., and H. Lightfoot. (2013). Made to Serve: How Manufacturers Can Compete through Servitization and
Product Service Systems. John Wiley & Sons, p. 205-207.
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thereby gain increasing value. The success of the collaboration lies within the

contract and the parties’ ability to comprehend and pursue this collaboration.

3. The game theoretical perspective on relational contracting
Chapter 7 discussed relational contracting in a game theory perspective and

within the classic prisoner’s dilemma, both parties - each acting individually -
would choose the dominate strategy, which means that the collaboration between
the parties would not be a success, due to opportunistic behavior. However,
within the modified prisoner’s dilemma, there was a possibility for joint
optimization. This joint optimization was due to a collaborative element between
the shipowner and the supplier, meaning that the parties could agree on
collaborating throughout the game. Both parties would then - in the end - be
rewarded for choosing the profit-sharing strategy.

Thereby, a partnering agreement is possible according to economic theory,
although, it all comes down to one thing - collaboration. Collaboration is the basic
element within the relational contracting and if the parties can successfully
collaborate, then they can build mutual trust. If the parties trust one another, then
they are likely to play by the rules, instead of focusing on a self-optimization
strategy that may be only short-term. Therefore, the partnering agreement must
both make the parties prefer to cooperate instead of self-optimization and, on the
other hand, bind the parties to joint-optimization. By doing so, the inefficient Nash
equilibrium can be avoided through the partnering agreement. The partnering
contract oblige the parties to fulfill the negotiated and clauses agreed upon -
including each party’s commitment and intention to collaborate, joint optimize,
and share information, trust, and responsibilities. Hence, from a game
perspective, it is in both in the shipowner and the supplier’s interest that they are
required to fulfill the obligation of joint utility. The obligation to collaborate will

minimize the risk of the parties choosing to self-optimize and the partnering
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contract will ensure that the parties will avoid the inefficient Nash equilibrium,
due to the obligation to negotiate and share the gains in the last game, i.e. the

output from the joint utility. 856

Hence, based on the economic perspective, the partnering agreement between a
supplier and a shipowner is a possibility due to collaboration. As a consequence,
the collaborative element is the essential purpose of the relational contract, since
this is where the value creation begins, although, the contract is also essential as
it is used to control and structure the collaboration by creating incentives and
create liabilities for both parties. Therefore, the partnering contract will guide the
parties toward the optimal transaction, where the parties’ obligations in the
contract will ensure the joint utility. This means that ultimately, the collaborative
element is the utmost important part of the agreement, in order for the
collaboration to succeed. By engaging in a relational contract, the collaboration
between the shipowner and the supplier, can optimize and create value for both

parties.

4. Structuring the maritime industry around the management
Chapter 3 eliminated the management party from the supply chain, in order to

optimize the situation between the shipowner and the supplier. This raises the
question - in connection with the use of managements - what is their position
then?

As stated several times, the maritime industry is a huge and complex industry,
with different markets and plenty of players within the market. The different
players in the market are competing to keep their market shares and/or gain new

ones by delivering new products. In this situation, where a relational contracting

856 Tvarng, C. D. (2015). "To bind or not to bind: It’s in the contract Formalizing collaboration through partnering contracts
in the US, British and Danish construction industries." Journal of Strategic Contracting and Negotiation, 1.4: 288-314, p.
306.
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between the shipowner and the supplier is changing the supply chain, their
collaboration means that a newbuilding situation has changed. The
management’s role within this new market can be divided into three different

options:

1. The management as the mediator in a newbuilding situation: This
means to be in the same position as before, as the collaboration between
the shipowner and the supplier is just concerned with one product line and,
in a newbuilding situation, there are thousands of different components,
which is why it may still be beneficial to use a management for the
shipowners. Thus, the management can be the project manager when
designing and ordering new ships and may, therefore, be the mediator and
negotiator with the shipyards. This relational contracting between the
shipowner and the supplier are concerned with e.g. one or few products,
depending on the supplier. Hence, if the shipowner has several different
suppliers (with different products), the management can be the project
manager, i.e. the party who facilitates the shipbuilding situation by
communicating and coordinating with the shipyards and the suppliers, in
terms of the building of the ship. However, the management can also
develop its current situation by providing a mediation role, where it
provides the shipowner with the required information. This situation is a
change in the supply chain, where the management is shifting from being
the mediator between the shipowner and the supplier, to be the mediator

between the suppliers and the shipyard.857

857 See figure 1.1.
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2. The management can redefine its position: the management engages in
a different market with other services. This would require an innovative
thinking from the management’s perspective, since this should be seen as a
redefinition of its business model and provide it with a possibility to keep

up with the future market.

3. The management as an outsourcing party: As a part of the large industry,
the management party is multi-functional to the shipowner which is why it
may not be part of the newbuilding, as this situation is changed.8>8
Previously in this chapter, a possible new competitive situation was
discussed, where one party owns the ship and all other functions are
outsourced. In this situation, the management would still have its
justification and be a huge part of the industry, as the management could
function as an outsourcing party. In this scenario, the management will
need to follow the development in the market and adapt to the new and

future markets.

These three ways are possibilities for the management to stay in the market, and,
therefore, the management should consider its organization and how adaptable it
is. Either way, the management needs adapt to the market and will thus have to
redefine its business in order to have a part to play within the maritime industry
in the future. Whether the management chooses any of the three ways mentioned

above or finds another solution is indifferent — the important element is the

858 "The Tramp Shipping Market an update of a report prepared for the European Community Shipowners’ Association
(ECSA)”, by Clarkson Research Services Limited (CRSL), March 2015, p. 7. As mentioned in chapter 2, section 2.2. the
management can handle the ship for a fee. However, this is more in regards to the operation of the ship, which too could
be relevant for the management.
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management’s ability to adapt and willingness to face the new market challenges

in terms of its own competitiveness.

5. Concluding remarks

This chapter has discussed relational contracting between the shipowner and the
supplier, in regards to what the parties should be aware of. A partnering
agreement is highly relevant for both parties, in order to gain competitive
advantages. However, as this chapter has stated, a partnership is not a solution
for every company and those who enter into a partnership must be aware of the
potential failures that could lead to a failed partnership. In order to create a
successful collaboration, the parties need to lead the collaboration and positively
engage in it, by cooperating. In order for both parties to cooperate, they need to
gain mutual trust and create incentives through the contract, otherwise the risk
of failure is too high. This chapter outlined the results of the game theoretical
analysis, which proved that - from a game theoretical perspective - a relational
contract is a possibility but only if the parties collaborate. Therefore this

dissertation strongly stresses the important of the collaborative element.

Since chapter 3 eliminated the management party from the case, leaving it only
with the supplier and the shipowner. This chapter found it relevant to discuss the
managements future business model in the maritime market. Three different
options were outlined and all three possibilities should be taken into
consideration. However, if the management can adjust to the new market and
redefine its role, then the management - as a market player - has a chance to

succeed in a new or current market.
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Chapter 9: Conclusion

The purpose of the dissertation was to analyze how relational contracting can
optimize the situation for the shipowner and the supplier in regards to the current
market situation in the maritime industry, thus to clarify how relational
contracting can create joint optimization and create value between the shipowner

and the supplier.

The maritime industry is huge and complex which means that even the slightest
changes may result in a massive change to the industry. Chapter 2 of this
dissertation has discussed the maritime industry in order to clarify how complex
an industry it is and the legislative area in which the parties must comply. As set
out in chapter 2, the legislative area is depending on the flag state of the ship and
the legislative area - which the shipowner and the supplier need to comply with -
depends on the different member states and the conventions the member states

have ratified. However, it is up to each member state to enforce the conventions.

The legal de lege lata analysis discussed relational contracting in connection with
the shipowner and the supplier as market players within the maritime industry.
As argued in chapter 1, the suppliers are proposing servitization as a new concept
to the shipowners. This dissertation suggests that instead of servitization to use a
relational contract to ensure innovation and increasing the turn of investment of

the transaction.

The relational contract is proposed as an alternative contract model in order to
create a collaboration between the shipowner and the supplier. The relational
contract is meant to ensure a successful collaboration between the parties and,
thereby, to create and increase the value creating aspect for both parties in the

maritime sector.
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To illustrate the relationship between the parties, a supply chain was set out in
chapter 1 (figure 1.3). This figure included the management, although,
management was later eliminated in chapter 3 as the transaction cost theory
proposed the elimination of the management party in order to optimize the
situation between the shipowner and the supplier by proposing a dialogue
directly between these parties, instead of using a third party i.e. the management.
For the shipowner and the supplier to engage in a dialogue with each other, there
has been an optimization of the transaction cost in the transaction. This was the

first step. The next step was to clarify the relational contract between the parties.

Chapter 4 and chapter 5 discussed relational contracting, whereas chapter 6
discussed relational contracting between the shipowner and the supplier. The
dissertation argues, based upon Macneil, that within a transaction, there must be
some kind of relational impact, stating that the parameters of the transaction
changes with a social impact. The relational contract is based upon collaboration
and the contract is used to obligate both parties to honor this collaboration, by
using incentives to keep the parties to stick to the contract. First of all, the contract
must ensure to fulfill both parties’ needs and clarify the collaboration between
them and together create a common goal. The incentives are used to get both
parties to positively engage in the collaboration. By getting both parties to

collaborate in connection with the products, then both parties can gain value.

The relational collaboration between the shipowner and supplier is not a classical
buyer-manufacturer relationship, but rather a customizable situation. The
collaboration between the parties are set out to be a situation, where the parties
are collaborating in connection with current products, but also future products. If

both the supplier and the shipowner share knowledge - and vice versa - in terms
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of their needs and demands, then both parties are in a situation where products
can be customized and joint innovation occur. This means that the shipowner
obtain products which are customized to his demands, and the supplier obtain a
position where he can develop new products with the help from the shipowner
and, thereby, perhaps, gain new market shares by being innovative. All in all, this

is a matter of joint collaboration and creating better and cheaper products.

Chapter 8 stressed the importance of a collaboration and argued, that in order to
create a successful partnership between the shipowner and the supplier,
collaboration is essential.

For the shipowner and the supplier to collaborate, they can both save time and
money, as they are dividing the expert skills between them and, therefore, both

parties are doing what they do best.

Besides the theories on transaction costs, traditional theories on game theory -
which was discussed in chapter 7 - also illustrated how this collaboration could
successfully result in joint optimization. Even though the classical Prisoner’s
dilemma would theoretically always end in betrayal, the modified prisoners
dilemma illustrates that — not only would the parties be able to collaborate - the
parties would gain advantages individually, if they trust each other and ensure
full disclosure. This economic theory thus supports the remaining assumptions
concerning relational contracting.

The scientific contribution of this thesis was to analyze and propose an alternative
contract model - relational contracts - between the shipowner and the supplier.
The alternative contract model has been analyzed through legal and economic
theory to support the idea of contracting on relational terms - and not through the
traditional contracts and servitization in the maritime sector - to create joint

optimization and promote the innovative aspect of the maritime industry.
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Appendix II: Legal sources

International

Convention on the International Maritime Organization. Adopted 6 March 1948,

and entry in force 17 March 1958.

International Convention for the Safety of Life at Sea (SOLAS), 1974, Adopted
November 15t 1974 and entered into force May 25t 1980

International Convention on Standards of Training, Certification and

Watchkeeping for Seafarers, 1978. Adopted July 7th 1978

International Convention for the Prevention of Pollution from Ships (MARPOL).
Adopted in 1973 (Convention), 1978 (1978 Protocol), 1997 (Protocol - Annex
VI; Entry into force: October 2nd 1983 (Annexes I and II). The Protocol from
1997, entered into force May 19th 2005.

Merchant shipping act (consolidation). Consolidated Act. No. 140 of 17 February
2014

Protocols

Protocols of the Proceedings of the International Maritime Conference,
Washington DC, 16. October-31 December 1889. (Government Printing
OfficeWashington DC 1890) Vol. 2, p. 984 ff.

Contracts

- PPC2000

- Newbuildcon

313



Appendix III: International and Danish sources

United Nations
The United Nations Convention on the Law of the Sea - Last visited January 21st
20109.

- http://www.un.org/Depts/los/convention_agreements/texts/unclos/unc

los_e.pdf

International Maritime Organization
General information regarding IMO Conventions - Last visited January 14th
20109.

- http://www.imo.org/en/About/Conventions/ListOfConventions/Pages/C

onvention-on-the-International-Maritime-Organization.aspx.

List of Conventions in the IMO - Last visited January 18th 2019
- http://www.imo.org/en/About/Conventions/StatusOfConventions/Docu
ments/List%200f%20the%20Conventions%20and%20their%20amendm

ents.pdf

General information regarding IMO - Last visited January 12th 2019,

- http://www.imo.org/en/About/Pages/Default.aspx

Amendment process of the IMO - Last visited January 20t 2019

- http://www.imo.org/en/About/Conventions/Pages/Home.aspx

Information regarding MARPOL - Last visited January 215t 2019
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- http://www.imo.org/en/about/conventions/listofconventions/pages/int
ernational-convention-for-the-prevention-of-pollution-from-ships-

(marpol).aspx

Information regarding STCW - Last visited January 215t 2019
- http://www.imo.org/en/OurWork/HumanElement/TrainingCertification

/Pages/STCW-Convention.aspx

Information regarding SOLAS - Last visited January 21st 2019
- http://www.imo.org/en/About/conventions/listofconventions/pages/int

ernational-convention-for-the-safety-of-life-at-sea-(solas),-1974.aspx

List of Member States in the IMO - Last visited December 27th 2018

- www.imo.org/en/about/membership/pages/memberstates.aspx

The IMO - for 'safe, secure and efficient shipping on clean oceans' - Last visited

January 30t 2019

- http://www.europarl.europa.eu/RegData/etudes/BRIE/2016 /577964 /EPR
S_BRI%282016%29577964_EN.pdf

Danish Maritime Authority
Report - Analyse af reguleringsmaessige barreierer for anvendelse af autonome
skibe. Afsluttende rapport af December 2017. - Last visited January 30th 2019.
- https://www.soefartsstyrelsen.dk/Documents/Publikationer/Analyse%?20a
f%?20reguleringsm%C3%A6ssige%20barrierer%20for%20anvendelse%20a
f%20autonome%?20skibe%20Dec2017.pdf
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Danish Maritime Authority - Last Visited January 30t 2019.

https://www.dma.dk/Presse /temaer/DetBlaaDanmark/Sider/default.aspx
http://www.dma.dk/Vaekst/IMO/InternationaleKonventioner/Sider/defaul
t.aspx

https://www.dma.dk/Vaekst/IMO/Sider/default.aspx
https://www.dma.dk/SynRegistrering /Flagskifte /Sider /default.aspx.

Danish Shipping Statistics November 2016’, Table 2.1., published by the Danish

Shipowners’ Association

Reports

Guide-lines for Maritime Legislation, Third edition, (guidelines Vol. 1);
United nations Publication, Economic and Social Commission for Asia and

the Pacific (ESCAP), Bangkok, Thailand, (ST/ESCAP/1076).

Sgfartsstyrelsen, rapport, december 2017 - Analyse af reguleringsmaessige
barrier for anvendelse af autonome skibe - afsluttende rapport. Udarbejdet

af Rambgll og Core Advokatfirma.

Mihneva-Natova, A. (2005) "the relationship between United Nations
convention on the law of the sea and the IMO conventions." The United

Nations and The Nippon Foundation of Japan Fellow (2005), p. 10-11.

Report on The Maritime Labour Convention - Last visited January 30th 2019

https://www.ilo.org/wcmsp5 /groups/public/---ed_norm/---

normes/documents/questionnaire/wcms_556070.pdf
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- ESCA. (March 2015). The Tramp Shipping Market an update of a report
prepared for the European Community Shipowners’ Association (ECSA), by

Clarkson Research Services Limited (CRSL).

- Andersen, J. A. B., McAloone, T. C., & Garcia i Mateu, A. (2013). Industry
specific PSS: A study of opportunities and barriers for maritime suppliers. In
DS 75-4: Proceedings of the 19th International Conference on Engineering
Design (ICED13), Design for Harmonies, Vol. 4: Product, Service and Systems
Design, Seoul, Korea, 19-22.08. 2013.

317



Appendix IV: Other sources

Press releases

Press Release from Amazon, “Samsung Heavy Industries Selects AWS as its

preferred Cloud Provider”, August 8th 2018

Donald Peterson, President of Ford, statement/interview/quoted in the

International Herald Tribune. 1981. World Car (Supplement), September 19.

Press Release Danske Bank, 12. November 2018 — Last Visited January 30" 2019
- https://danskebank.com/da/news-og-insights/nyhedsarkiv/press-
releases/2018/pm12112018

“Here’s why Amazon Wants to Start [ts Own Delivery Service” — Last Visited
January 30"
- http://fortune.com/2018/02/09 /amazon-delivery-service/

“Amazon to Launch Delivery Service That Would Vie with FedEx, UPS”. The Wall
Street Journal - last visited January 30t 2019
- https://www.w30th sj.com/articles/amazon-to-launch-delivery-service-

that-would-vie-with-fedex-ups-1518175920
Strategic alliance between Maersk and Alibaba — Last visited January 16 2019.
- https://www.reuters.com/article/us-alibaba-maersk/maersk-alibaba-team-up-

to-offer-online-booking-of-ship-places-idUSKBN1400S7.

“In Depth: Unmanned Ships - Are We There Yet?”. World Maritime News - Last
visited January 2md 2019
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- https://worldmaritimenews.com/archives/247204 /interview-unmanned-

ships-are-we-there-yet/

“Top 10 flag states 2018”. Lloyd’s List - Last visited January 22nd 2019.
- https://lloydslist. maritimeintelligence.informa.com/LL1125024 /Top-10-
flag-states-2018.

International Chamber of Shipping — list of proposal for amendments — Last visited
January 30th 2019

- http://www.ics-shipping.org/submissions/imo

“Climate change: Is shipping finally on board?”. OECD Observer - Last visited

January 30t 2019

- http://oecdobserver.org/news/fullstory.php/aid /6014 /Climate_change:_Is_
shipping_finally_on_board_.html.

Interview with CEO of A.P. Mgller Maersk A/S, Sgren Skou - Last visited January
30th 2019.

- https://www.bloomberg.com/news/articles/2018-02-12/amazon-threat-has-
maersk-racing-to-stop-clients-becoming-rivals

Other sources

Branch specific sources
Bimco - Last visited January 30t 2019.

- https://www.bimco.org/contracts-and-clauses/bimco-contracts

Dansk Rederier - last visited January 30th 2019
- https://www.danishshipping.dk/
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Sealand, Maersk - Last Visited January 30t 2019

- https://www.sealandmaersk.com/welcome?gclid=CjwKCAiA9efgBRAYEiwA
UT-
jtAQ02V3duaqGH4CoJlQryFUkcP5AJuXCUtToarjp3t6XRAidQCaSPBoCBg4QA
vD_BwE&gclsrc=aw.ds

Dictionaries
Merriam-Webster - Last visited January 23rd 2019.

- https://www.merriam-webster.com/dictionary/contract#legalDictionary.

Cambridge Dictionary - Last visited January 30th 2019
- https://dictionary.cambridge.org/dictionary/english /shipping.
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Appendix V: List of IMO members

Member states Member since
1 Albania 1993
2 Algeria 1963
3 Angola 1977
4 Antigua and Barbuda 1986
5 Argentina 1953
6 Armenia 2018
7 Australia 1952
8 Austria 1975
9 Azerbaijan 1995
10 | Bahamas 1976
11 | Bahrain 1976
12 | Bangladesh 1976
13 | Barbados 1970
14 | Belarus (Republic of) 2016
15 | Belgium 1951
16 | Belize 1990
17 | Benin 1980
18 | Bolivia (Plurinational State of) 1987
19 | Bosnia and Herzegovina 1993
20 | Brazil 1963
21 | Brunei Darussalam 1984
22 | Bulgaria 1960
23 | Cabo Verde 1976
24 | Cambodia 1961
25 | Cameroon 1961
26 | Canada 1948
27 | Chile 1972
28 | China 1973
29 | Colombia 1974
30 | Comoros 2001
31 | Congo 1975
32 | Cook Islands 2008
33 | Costa Rica 1981
34 | Cote d'lvoire 1960
35 | Croatia 1992
36 | Cuba 1966
37 | Cyprus 1973
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38 | Czechia 1993
39 | Democratic People's Republic of Korea 1986
40 | Democratic Republic of the Congo 1973
41 | Denmark 1959
42 | Djibouti 1979
43 | Dominica 1979
44 | Dominican Republic 1953
45 | Ecuador 1956
46 | Egypt 1958
47 | El Salvador 1981
48 | Equatorial Guinea 1972
49 | Eritrea 1993
50 | Estonia 1992
51 | Ethiopia 1975
52 | Fiji 1983
53 | Finland 1959
54 | France 1952
55 | Gabon 1976
56 | Gambia 1979
57 | Georgia 1993
58 | Germany 1959
59 | Ghana 1959
60 | Greece 1958
61 | Grenada 1998
62 | Guatemala 1983
63 | Guinea 1975
64 | Guinea-Bissau 1977
65 | Guyana 1980
66 | Haiti 1953
67 | Honduras 1954
68 | Hungary 1970
69 | Iceland 1960
70 | India 1959
71 | Indonesia 1961
72 | Iran (Islamic Republic of) 1958
73 | Iraq 1973
74 | Ireland 1951
75 | Israel 1952
76 | ltaly 1957
77 | Jamaica 1976
78 | Japan 1958
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79 | Jordan 1973
80 | Kazakhstan 1994
81 | Kenya 1973
82 | Kiribati 2003
83 | Kuwait 1960
84 | Latvia 1993
85 | Lebanon 1966
86 | Liberia 1959
87 | Libya 1970
88 | Lithuania 1995
89 | Luxembourg 1991
90 | Madagascar 1961
91 | Malawi 1989
92 | Malaysia 1971
93 | Maldives 1967
94 | Malta 1966
95 | Marshall Islands 1998
96 | Mauritania 1961
97 | Mauritius 1978
98 | Mexico 1954
99 | Monaco 1989
100 | Mongolia 1996
101 | Montenegro 2006
102 | Morocco 1962
103 | Mozambique 1979
104 | Myanmar 1951
105 | Namibia 1994
106 | Nauru 2018
107 | Nepal 1979
108 | Netherlands 1949
109 | New Zealand 1960
110 | Nicaragua 1982
111 | Nigeria 1962
112 | Norway 1958
113 | Oman 1974
114 | Pakistan 1958
115 | Palau 2011
116 | Panama 1958
117 | Papua New Guinea 1976
118 | Paraguay 1993
119 | Peru 1968
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120 | Philippines 1964
121 | Poland 1960
122 | Portugal 1976
123 | Qatar 1977
124 | Republic of Korea 1962
125 | Republic of Moldova 2001
126 | Romania 1965
127 | Russian Federation 1958
128 | Saint Kitts and Nevis 2001
129 | Saint Lucia 1980
130 | Saint Vincent and the Grenadines 1981
131 | Samoa 1996
132 | San Marino 2002
133 | Sao Tome and Principe 1990
134 | Saudi Arabia 1969
135 | Senegal 1960
136 | Serbia 2000
137 | Seychelles 1978
138 | Sierra Leone 1973
139 | Singapore 1966
140 | Slovakia 1993
141 | Slovenia 1993
142 | Solomon Islands 1988
143 | Somalia 1978
144 | South Africa 1995
145 | Spain 1962
146 | Sri Lanka 1972
147 | Sudan 1974
148 | Suriname 1976
149 | Sweden 1959
150 | Switzerland 1955
151 | Syrian Arab Republic 1963
152 | Thailand 1973
153 | The former Yugoslav Republic of Macedonia 1993
154 | Timor-Leste 2005
155 | Togo 1983
156 | Tonga 2000
157 | Trinidad and Tobago 1965
158 | Tunisia 1963
159 | Turkey 1958
160 | Turkmenistan 1993
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161 | Tuvalu 2004
162 | Uganda 2009
163 | Ukraine 1994
164 | United Arab Emirates 1980
United Kingdom of Great Britain and Northern
165 | Ireland 1943
166 | United Republic of Tanzania 1974
167 | United States of America 1950
168 | Uruguay 1968
169 | Vanuatu 1986
170 | Venezuela (Bolivarian Republic of) 1975
171 | Vietnam 1984
172 | Yemen 1979
173 | Zambia 2014
174 | Zimbabwe 2005
Associate Members:
175 | Faroes 2002
176 | Hong Kong, China 1967
177 | Macao, China 1990

Source: The IMO?

859 The information is gathered from the IMO’s website. Last visited December 27t 2018.
www.imo.org/en/about/membership/pages/memberstates.aspx
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Appendix VI - Overview over the IMO Conventions that
Denmark has ratified

IMO Conventions Denmar IMO Conventions Denmark
k
1 | IMO Convention 48 X 31 | INTERVENTION X
Convention 69
2 | SOLAS Convention 74 X 32 | INTERVENTION Protocol | x
73
3 | SOLAS Protocol 78 X 33 | CLC Convention 69 d
4 | SOLAS Protocol 88 X 34 | CLC Protocol 76 X
5 | SOLAS Agreement 96 X 35 | CLC Protocol 92 X
6 | LOAD LINES Convention | x 36 | FUND Protocol 76 X
66
7 | LOAD LINES Protocol 88 X 37 | FUND Protocol 92 X
8 | TONNAGE Convention 69 | x 38 | FUND Protocol 2003 X
9 | COLREG Convention 72 X 39 | NUCLEAR Convention 71 X
1 | CSC Convention 72 X 40 | PAL Convention 74
0
1 | CSC amendments 93 41 | PAL Protocol 76
1
1 | SFV Protocol 93 X 4?2 | PAL Protocol 90
2
1 | Cape Town Agreement |x 43 | PAL Protocol 02 X
3 |2012
1 | STCW Convention 78 X 44 | LLMC Convention 76 d
4
1 | STCW-F Convention 95 X 45 | LLMC Protocol 96 X
5
1 | SAR Convention 79 X 46 | SUA Convention 88 X
6
1 | STP Agreement 71 47 | SUA Protocol 88 X
7
1 | Space STP Protocol 73 48 | SUA Convention 2005 X
8
1 | IMSO Convention 76 X 49 | SUA Protocol 2005 X
9
2 | INMARSAT OA 76 X 50 | SALVAGE Convention 89 X
0
2 | IMSO amendments 2006 51 | OPRC Convention 90 X
1
2 | IMSO amendments 2008 X 52 | HNS Convention 96
2
2 | FACILITATION X 53 | HNS PROT 2010 X
3 | Convention 65

326




2 | MARPOL 73/78 (Annex |x 54 | OPRC/HNS 2000 X
4 | 1/1)

2 | MARPOL 73/78 (Annex |x 55 | BUNKERS CONVENTION | x
5 | 1) 01

2 | MARPOL 73/78 (Annex |x 56 | ANTI FOULING 2001 X
6 |IV)

2 | MARPOL 73/78 (Annex V) | x 57 | BALLASTWATER 2004 X
7

2 | MARPOL Protocol 97 |x 58 | NAIROBI WRC 2007 X
8 | (Annex VI)

2 | London Convention 72 X 59 | HONG KONG | x
9 CONVENTION

3 | London Convention | x

0 | Protocol 96

x=ratified

d=Denunciated

Source: The IM(Q860

860 This information is gathered from the IMO’s website, where they have listed “Excel chart listing ratifications by State”
Date of update on the excel chart is November 16th 2018 and the website was last visited December 27th 2018.
Www.imo.org/en/About/Conventions/StatusOfConventions/Pages/Default.aspx.
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Appendix VII: List of top ten flag states’ ratifications

As at 07/01/2019 Bahamas China Greece Japan Liberia Malta Marshall Islands Panama Singapore Hong Kong, China
IMO Convention 48 | X | X X X X | X | X | X X X
SOLAS Convention 74 X X X X X X X X X X
SOLAS Protocol 78 X X X X X X X X X X
SOLAS Protocol 88 X X X X X X X X X X
SOLAS Agreement 96
LOAD LINES Convention 66 X X X X X X X X X X
LOAD LINES Protocol 88 X X X X X X X X X X
TONNAGE Convention 69 X X X X X X X X X X
COLREG Convention 72 X X X X X X X X X X
CSC Convention 72 X X X X X X X
CSC amendments 93 X
SFV Protocol93 X
Cape Town Agreement 2012
STCW Convention 78 X X X X X X X X X X
STCW-F Convention 95
SAR Convention 79 X X X X X X X X
STP Agreement 71 X X
Space STP Protocol 73 X X
IMSO Convention 76 X X X X X X X X X X
INMARSAT OA 76 X X X X X X X X X
IMSO amendments 2006
IMSO amendments 2008
FACILITATION Convention 65 X X X X X X X X X X
MARPOL 73/78 (Annex VIl X X X X X X X X X X
MARPOL 73/78 (Annex I X X X X X X X X X X
MARPOL 73/78 (Annex IV) X X X X X X X X X X
MARPOL 73/78 (Annex V) X X X X X X X X X X
MARPOLProtocol 97 (Annex VI) X X X X X X X X X X
London Convention 72 X X X X X X
London Convention Protocol 96 X X X X
INTERVENTION Convention 69 X X X X X X X
INTERVENTION Protocol 73 X X X X X
CLC Convention 69 d d d d d d d d d d
CLC Protocol 76 X d X X X d X X d
CLC Protocol 92 X X X X X X X X X X
FUND Protocol 76 X X X X d X d
FUND Protocol 92 X X X X X X X X X
FUND Protocol 2003 X X
NUCLEAR Convention 71 X
PAL Convention 74 X X d X d X
PALProtocol 76 X X d X d X
PALProtocol 90
PALProtocol02 X X X X
LLMC Convention 76 X X d X X X X
LLMC Protocol 96 X X X X X X
SUA Convention 88 X X X X X X X X X X
SUA Protocol 88 X X X X X X X X X
SUA Convention 2005 X X X
SUA Protocol 2005 X X X
SALVAGE Convention 89 X X X X X
OPRC Convention 90 X X X X X X X X X
HNS Convention 96 X
HNS PROT 2010
OPRC/HNS 2000 X X X X X X
BUNKERS CONVENTION 01 X X X X X X X X X
ANTIFOULING 2001 X X X X X X X X X X
BALLASTWATER 2004 X X X X X X X X
NAIROBIWRC 2007 X X X X X X X
HONG KONG CONVENTION X

Source: IMO®%!

861 Pdf. Document on IMO’s website. Last visited February 2nd 2019.
http://www.imo.org/en/About/Conventions/StatusOfConventions/Pages/Default.aspx
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Human Resource Practices and
Knowledge Transfer in Multinational
Corporations

Holger Hgjlund

Markedets politiske fornuft

Et studie af velfeerdens organisering i
perioden 1990-2003

Christine Mglgaard Frandsen
A.s erfaring
Om mellemvaerendets praktik i en

29.
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10.

transformation af mennesket og
subjektiviteten

Sine Ngrholm Just

The Constitution of Meaning

— A Meaningful Constitution?
Legitimacy, identity, and public opinion
in the debate on the future of Europe

Claus J. Varnes

Managing product innovation through
rules — The role of formal and structu-
red methods in product development

Helle Hedegaard Hein
Mellem konflikt og konsensus
— Dialoguadvikling pa hospitalsklinikker

Axel Roseng

Customer Value Driven Product Inno-
vation — A Study of Market Learning in
New Product Development

Sgren Buhl Pedersen
Making space
An outline of place branding

Camilla Funck Ellehave

Differences that Matter

An analysis of practices of gender and
organizing in contemporary work-
places

Rigmor Madeleine Lond
Styring af kommunale forvaltninger

Mette Aagaard Andreassen
Supply Chain versus Supply Chain
Benchmarking as a Means to
Managing Supply Chains

Caroline Aggestam-Pontoppidan
From an idea to a standard

The UN and the global governance of
accountants’ competence

Norsk ph.d.

Vivienne Heng Ker-ni
An Experimental Field Study on the
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Effectiveness of Grocer Media
Advertising

Measuring Ad Recall and Recognition,
Purchase Intentions and Short-Term
Sales

Allan Mortensen
Essays on the Pricing of Corporate
Bonds and Credit Derivatives

Remo Stefano Chiari

Figure che fanno conoscere

Itinerario sull’idea del valore cognitivo
e espressivo della metafora e di altri
tropi da Aristotele e da Vico fino al
cognitivismo contemporaneo

Anders Mcllguham-Schmidt

Strategic Planning and Corporate
Performance

An integrative research review and a
meta-analysis of the strategic planning
and corporate performance literature
from 1956 to 2003

Jens Geersbro

The TDF — PMI Case

Making Sense of the Dynamics of
Business Relationships and Networks

Mette Andersen

Corporate Social Responsibility in
Global Supply Chains

Understanding the uniqueness of firm
behaviour

Eva Boxenbaum
Institutional Genesis: Micro — Dynamic
Foundations of Institutional Change

Peter Lund-Thomsen

Capacity Development, Environmental
Justice NGOs, and Governance: The
Case of South Africa

Signe Jarlov
Konstruktioner af offentlig ledelse

Lars Staehr Jensen

Vocabulary Knowledge and Listening
Comprehension in English as a Foreign
Language
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An empirical study employing data
elicited from Danish EFL learners

Christian Nielsen

Essays on Business Reporting
Production and consumption of
strategic information in the market for
information

Marianne Thejls Fischer
Egos and Ethics of Management
Consultants

Annie Bekke Kjaer

Performance management i Proces-
innovation

— belyst i et social-konstruktivistisk
perspektiv

Suzanne Dee Pedersen
GENTAGELSENS METAMORFOSE

Om organisering af den kreative geren
i den kunstneriske arbejdspraksis

Benedikte Dorte Rosenbrink
Revenue Management

@konomiske, konkurrencemaessige &
organisatoriske konsekvenser

Thomas Riise Johansen

Written Accounts and Verbal Accounts
The Danish Case of Accounting and
Accountability to Employees

Ann Fogelgren-Pedersen
The Mobile Internet: Pioneering Users’
Adoption Decisions

Birgitte Rasmussen
Ledelse i fellesskab — de tillidsvalgtes
fornyende rolle

Gitte Thit Nielsen

Remerger

— skabende ledelseskraefter i fusion og
opkaob

Carmine Gioia
A MICROECONOMETRIC ANALYSIS OF
MERGERS AND ACQUISITIONS
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Ole Hinz

Den effektive forandringsleder: pilot,
paedagogq eller politiker?

Et studie i arbejdslederes meningstil-
skrivninger i forbindelse med vellykket
gennemforelse af ledelsesinitierede
forandringsprojekter

Kjell-Age Gotvassli

Et praksisbasert perspektiv pa dynami-
ske

leeringsnettverk i toppidretten

Norsk ph.d., ej til salg gennem
Samfundslitteratur

Henriette Langstrup Nielsen

Linking Healthcare

An inquiry into the changing perfor-
mances of web-based technology for
asthma monitoring

Karin Tweddell Levinsen

Virtuel Uddannelsespraksis

Master i IKT og Lzering — et casestudie
i hvordan proaktiv proceshandtering
kan forbedre praksis i virtuelle leerings-
miljoer

Anika Liversage

Finding a Path

Labour Market Life Stories of
Immigrant Professionals

Kasper EImquist Jargensen
Studier i samspillet mellem stat og
erhvervsliv i Danmark under

1. verdenskrig

Finn Janning
A DIFFERENT STORY
Seduction, Conquest and Discovery

Patricia Ann Plackett

Strategic Management of the Radical
Innovation Process

Leveraging Social Capital for Market
Uncertainty Management

Christian Vintergaard
Early Phases of Corporate Venturing
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11.

Niels Rom-Poulsen
Essays in Computational Finance

Tina Brandt Husman

Organisational Capabilities,
Competitive Advantage & Project-
Based Organisations

The Case of Advertising and Creative
Good Production

Mette Rosenkrands Johansen

Practice at the top

— how top managers mobilise and use
non-financial performance measures

Eva Parum
Corporate governance som strategisk
kommunikations- og ledelsesvaerktg;

Susan Aagaard Petersen

Culture’s Influence on Performance
Management: The Case of a Danish
Company in China

Thomas Nicolai Pedersen

The Discursive Constitution of Organi-
zational Governance — Between unity
and differentiation

The Case of the governance of
environmental risks by World Bank
environmental staff

Cynthia Selin
Volatile Visions: Transactons in
Anticipatory Knowledge

Jesper Banghgj
Financial Accounting Information and
Compensation in Danish Companies

Mikkel Lucas Overby
Strategic Alliances in Emerging High-
Tech Markets: What's the Difference
and does it Matter?

Tine Aage

External Information Acquisition of
Industrial Districts and the Impact of
Different Knowledge Creation Dimen-
sions
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A case study of the Fashion and
Design Branch of the Industrial District
of Montebelluna, NE Italy

Mikkel Flyverbom

Making the Global Information Society
Governable

On the Governmentality of Multi-
Stakeholder Networks

Anette Grgnning

Personen bag

Tilstedeveer i e-mail som inter-
aktionsform mellem kunde og med-
arbejder i dansk forsikringskontekst

Jorn Helder
One Company — One Language?
The NN-case

Lars Bjerregaard Mikkelsen

Differing perceptions of customer
value

Development and application of a tool
for mapping perceptions of customer
value at both ends of customer-suppli-
er dyads in industrial markets

Lise Granerud

Exploring Learning

Technological learning within small
manufacturers in South Africa

Esben Rahbek Pedersen
Between Hopes and Realities:
Reflections on the Promises and
Practices of Corporate Social
Responsibility (CSR)

Ramona Samson

The Cultural Integration Model and
European Transformation.

The Case of Romania

Jakob Vestergaard

Discipline in The Global Economy
Panopticism and the Post-Washington
Consensus

10.

Heidi Lund Hansen

Spaces for learning and working

A qualitative study of change of work,
management, vehicles of power and
social practices in open offices

Sudhanshu Rai

Exploring the internal dynamics of
software development teams during
user analysis

A tension enabled Institutionalization
Model; “Where process becomes the
objective”

Norsk ph.d.
Ej til salg gennem Samfundslitteratur

Serden Ozcan

EXPLORING HETEROGENEITY IN
ORGANIZATIONAL ACTIONS AND
OUTCOMIES

A Behavioural Perspective

Kim Sundtoft Hald
Inter-organizational Performance
Measurement and Management in
Action

— An Ethnography on the Construction
of Management, Identity and
Relationships

Tobias Lindeberg

Evaluative Technologies
Quality and the Multiplicity of
Performance

Merete Wedell-Wedellsborg

Den globale soldat

Identitetsdannelse og identitetsledelse
i multinationale militaere organisatio-
ner

Lars Frederiksen

Open Innovation Business Models
Innovation in firm-hosted online user
communities and inter-firm project
ventures in the music industry

— A collection of essays

Jonas Gabrielsen
Retorisk toposleere — fra statisk 'sted’
til persuasiv aktivitet
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Christian Moldt-Jgrgensen

Fra meningsles til meningsfuld
evaluering.

Anvendelsen af studentertilfredsheds-
malinger pa de korte og mellemlange
videregaende uddannelser set fra et
psykodynamisk systemperspektiv

Ping Gao

Extending the application of
actor-network theory

Cases of innovation in the tele-
communications industry

Peter Mejlby

Frihed og feengsel, en del af den
samme drem?

Et phronetisk baseret casestudie af
frigerelsens og kontrollens sam-
eksistens i vaerdibaseret ledelse!

Kristina Birch
Statistical Modelling in Marketing

Signe Poulsen

Sense and sensibility:

The language of emotional appeals in
insurance marketing

Anders Bjerre Trolle
Essays on derivatives pricing and dyna-
mic asset allocation

Peter Feldhutter
Empirical Studies of Bond and Credit
Markets

Jens Henrik Eggert Christensen
Default and Recovery Risk Modeling
and Estimation

Maria Theresa Larsen

Academic Enterprise: A New Mission
for Universities or a Contradiction in
Terms?

Four papers on the long-term impli-
cations of increasing industry involve-
ment and commercialization in acade-
mia
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28.

Morten Wellendorf
Postimplementering af teknologi i den
offentlige forvaltning

Analyser af en organisations konti-
nuerlige arbejde med informations-
teknologi

Ekaterina Mhaanna
Concept Relations for Terminological
Process Analysis

Stefan Ring Thorbjgrnsen

Forsvaret i forandring

Et studie i officerers kapabiliteter un-
der pavirkning af omverdenens foran-
dringspres mod @get styring og leering

Christa Breum Amhgj

Det selvskabte medlemskab om ma-
nagementstaten, dens styringstekno-
logier og indbyggere

Karoline Bromose

Between Technological Turbulence and
Operational Stability

— An empirical case study of corporate
venturing in TDC

Susanne Justesen

Navigating the Paradoxes of Diversity
in Innovation Practice

— A Longitudinal study of six very
different innovation processes — in
practice

Luise Noring Henler
Conceptualising successful supply
chain partnerships

— Viewing supply chain partnerships
from an organisational culture per-
spective

Mark Mau

Kampen om telefonen

Det danske telefonvaesen under den
tyske besaettelse 1940-45

Jakob Halskov

The semiautomatic expansion of
existing terminological ontologies
using knowledge patterns discovered
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on the WWW - an implementation
and evaluation

Gergana Koleva

European Policy Instruments Beyond
Networks and Structure: The Innova-
tive Medicines Initiative

Christian Geisler Asmussen
Global Strateqy and International
Diversity: A Double-Edged Sword?

Christina Holm-Petersen

Stolthed og fordom

Kultur- og identitetsarbejde ved ska-
belsen af en ny sengeafdeling gennem
fusion

Hans Peter Olsen

Hybrid Governance of Standardized
States

Causes and Contours of the Global

Requlation of Government Auditing

Lars Bagge Sgrensen
Risk Management in the Supply Chain

Peter Aagaard

Det unikkes dynamikker

De institutionelle mulighedsbetingel-
ser bag den individuelle udforskning i
professionelt og frivilligt arbejde

Yun Mi Antorini

Brand Community Innovation

An Intrinsic Case Study of the Adult
Fans of LEGO Community

Joachim Lynggaard Boll

Labor Related Corporate Social Perfor-
mance in Denmark

Organizational and Institutional Per-
spectives

Frederik Christian Vinten
Essays on Private Equity

Jesper Clement
Visual Influence of Packaging Design
on In-Store Buying Decisions

10.

11.

Marius Brostrem Kousgaard

Tid til kvalitetsmaling?

— Studier af indrulleringsprocesser i
forbindelse med introduktionen af
kliniske kvalitetsdatabaser i speciallae-
gepraksissektoren

Irene Skovgaard Smith
Management Consulting in Action
Value creation and ambiquity in
client-consultant relations

Anders Rom

Management accounting and inte-
grated information systems

How to exploit the potential for ma-
nagement accounting of information
technology

Marina Candi

Aesthetic Design as an Element of
Service Innovation in New Technology-
based Firms

Morten Schnack

Teknologi og tveerfaglighed

—en analyse af diskussionen omkring
indfarelse af EPJ pa en hospitalsafde-
ling

Helene Balslev Clausen

Juntos pero no revueltos — un estudio
sobre emigrantes norteamericanos en
un pueblo mexicano

Lise Justesen

Kunsten at skrive revisionsrapporter.
En beretning om forvaltningsrevisio-
nens beretninger

Michael E. Hansen

The politics of corporate responsibility:
CSR and the governance of child labor
and core labor rights in the 1990s

Anne Roepstorff

Holdning for handling — en etnologisk
undersagelse af Virksomheders Sociale
Ansvar/CSR
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Claus Bajlum
Essays on Credit Risk and
Credit Derivatives

Anders Bojesen

The Performative Power of Competen-
ce —an Inquiry into Subjectivity and
Social Technologies at Work

Satu Reijonen

Green and Fragile

A Study on Markets and the Natural
Environment

llduara Busta
Corporate Governance in Banking
A European Study

Kristian Anders Hvass

A Boolean Analysis Predicting Industry
Change: Innovation, Imitation & Busi-
ness Models

The Winning Hybrid: A case study of
isomorphism in the airline industry

Trine Paludan

De uvidende og de udviklingsparate
Identitet som mulighed og restriktion
blandt fabriksarbejdere pa det aftaylo-
riserede fabriksqulv

Kristian Jakobsen
Foreign market entry in transition eco-
nomies: Entry timing and mode choice

Jakob EIming
Syntactic reordering in statistical ma-
chine translation

Lars Bramsge Termansen

Regional Computable General Equili-
brium Models for Denmark

Three papers laying the foundation for
regional CGE models with agglomera-
tion characteristics

Mia Reinholt
The Motivational Foundations of
Knowledge Sharing
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23.

24.
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Frederikke Krogh-Meibom

The Co-Evolution of Institutions and
Technology

— A Neo-Institutional Understanding of
Change Processes within the Business
Press — the Case Study of Financial
Times

Peter D. @rberg Jensen

OFFSHORING OF ADVANCED AND
HIGH-VALUE TECHNICAL SERVICES:
ANTECEDENTS, PROCESS DYNAMICS
AND FIRMLEVEL IMPACTS

Pham Thi Song Hanh

Functional Upgrading, Relational
Capability and Export Performance of
Vietnamese Wood Furniture Producers

Mads Vangkilde

Why wait?

An Exploration of first-mover advanta-
ges among Danish e-grocers through a
resource perspective

Hubert Buch-Hansen

Rethinking the History of European
Level Merger Control

A Critical Political Economy Perspective

Vivian Lindhardsen

From Independent Ratings to Commu-
nal Ratings: A Study of CWA Raters’
Decision-Making Behaviours

Gudrid Weihe
Public-Private Partnerships: Meaning
and Practice

Chris Ngkkentved

Enabling Supply Networks with Colla-
borative Information Infrastructures
An Empirical Investigation of Business
Model Innovation in Supplier Relation-
ship Management

Sara Louise Muhr
Wound, Interrupted — On the Vulner-
ability of Diversity Management
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Christine Sestoft
Forbrugeradfaerd i et Stats- og Livs-
formsteoretisk perspektiv

Michael Pedersen

Tune in, Breakdown, and Reboot: On
the production of the stress-fit self-
managing employee

Salla Lutz

Position and Reposition in Networks

— Exemplified by the Transformation of
the Danish Pine Furniture Manu-
facturers

Jens Forssbaeck
Essays on market discipline in
commercial and central banking

Tine Murphy

Sense from Silence — A Basis for Orga-
nised Action

How do Sensemaking Processes with
Minimal Sharing Relate to the Repro-
duction of Organised Action?

Sara Malou Strandvad

Inspirations for a new sociology of art:
A sociomaterial study of development
processes in the Danish film industry

Nicolaas Mouton

On the evolution of social scientific
metaphors:

A cognitive-historical enquiry into the
divergent trajectories of the idea that
collective entities — states and societies,
cities and corporations — are biological
organisms.

Lars Andreas Knutsen
Mobile Data Services:
Shaping of user engagements

Nikolaos Theodoros Korfiatis
Information Exchange and Behavior
A Multi-method Inquiry on Online
Communities
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Jens Albaek

Forestillinger om kvalitet og tvaerfaglig-
hed pa sygehuse

— skabelse af forestillinger i lzege- og
plejegrupperne angaende relevans af
nye idéer om kvalitetsudvikling gen-
nem tolkningsprocesser

Maja Lotz
The Business of Co-Creation — and the
Co-Creation of Business

Gitte P. Jakobsen

Narrative Construction of Leader Iden-
tity in a Leader Development Program
Context

Dorte Hermansen

“Living the brand” som en brandorien-
teret dialogisk praxis:

Om udvikling af medarbejdernes
brandorienterede demmekraft

Aseem Kinra
Supply Chain (logistics) Environmental
Complexity

Michael Ngrager

How to manage SMEs through the
transformation from non innovative to
innovative?

Kristin Wallevik
Corporate Governance in Family Firms
The Norwegian Maritime Sector

Bo Hansen Hansen
Beyond the Process
Enriching Software Process Improve-
ment with Knowledge Management

Annemette Skot-Hansen

Franske adjektivisk afledte adverbier,
der tager praepositionssyntagmer ind-
ledt med praepositionen a som arqu-
menter

En valensgrammatisk undersogelse

Line Gry Knudsen
Collaborative R&D Capabilities
In Search of Micro-Foundations
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Christian Scheuer
Employers meet employees
Essays on sorting and globalization

Rasmus Johnsen

The Great Health of Melancholy

A Study of the Pathologies of Perfor-
mativity

Ha Thi Van Pham

Internationalization, Competitiveness
Enhancement and Export Performance
of Emerging Market Firms:

Evidence from Vietnam

Henriette Balieu

Kontrolbegrebets betydning for kausa-
tivalternationen i spansk

En kognitiv-typologisk analyse

Yen Tran

Organizing Innovationin Turbulent
Fashion Market

Four papers on how fashion firms crea-
te and appropriate innovation value

Anders Raastrup Kristensen
Metaphysical Labour

Flexibility, Performance and Commit-
ment in Work-Life Management

Margrét Sigrun Sigurdardottir
Dependently independent
Co-existence of institutional logics in
the recorded music industry

Asta Dis Oladottir

Internationalization from a small do-
mestic base:

An empirical analysis of Economics and
Management

Christine Secher

E-deltagelse i praksis — politikernes og
forvaltningens medkonstruktion og
konsekvenserne heraf

Marianne Stang Valand
What we talk about when we talk
about space:

10.

11.

12.

13.

14.

15.

End User Participation between Proces-
ses of Organizational and Architectural
Design

Rex Degnegaard

Strategic Change Management
Change Management Challenges in
the Danish Police Reform

Ulrik Schultz Brix

Veerdi i rekruttering — den sikre beslut-
ning

En pragmatisk analyse af perception
og synliggarelse af veerdi i rekrutte-
rings- og udvaelgelsesarbejdet

Jan Ole Simila

Kontraktsledelse

Relasjonen mellom virksomhetsledelse
og kontraktshandtering, belyst via fire
norske virksomheter

Susanne Boch Waldorff

Emerging Organizations: In between
local translation, institutional logics
and discourse

Brian Kane

Performance Talk

Next Generation Management of
Organizational Performance

Lars Ohnemus

Brand Thrust: Strateqgic Branding and
Shareholder Value

An Empirical Reconciliation of two
Critical Concepts

Jesper Schlamovitz
Handtering af usikkerhed i film- og
byggeprojekter

Tommy Moesby-Jensen

Det faktiske livs forbindtlighed
Forsokratisk informeret, ny-aristotelisk
neoc-taenkning hos Martin Heidegger

Christian Fich

Two Nations Divided by Common
Values

French National Habitus and the
Rejection of American Power
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Peter Beyer

Processer, sammenhaengskraft

oq fleksibilitet

Et empirisk casestudie af omstillings-
forlab i fire viksomheder

Adam Buchhorn

Markets of Good Intentions
Constructing and Organizing
Biogas Markets Amid Fragility
and Controversy

Cecilie K. Moesby-Jensen

Social leering og feelles praksis

Et mixed method studie, der belyser
leeringskonsekvenser af et lederkursus
for et praksisteellesskab af offentlige
mellemledere

Heidi Boye

Fadevarer og sundhed i sen-
modernismen

— En indsigt i hyggefeenomenet og
de relaterede fadevarepraksisser

Kristine Munkgard Pedersen
Flygtige forbindelser og midlertidige
mobiliseringer

Om kulturel produktion pa Roskilde
Festival

Oliver Jacob Weber

Causes of Intercompany Harmony in
Business Markets — An Empirical Inve-
stigation from a Dyad Perspective

Susanne Ekman

Authority and Autonomy
Paradoxes of Modern Knowledge
Work

Anette Frey Larsen

Kvalitetsledelse pa danske hospitaler

— Ledelsernes indflydelse pa introduk-
tion og vedligeholdelse af kvalitetsstra-
tegier i det danske sundhedsvaesen

Toyoko Sato

Performativity and Discourse: Japanese
Advertisements on the Aesthetic Edu-
cation of Desire
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32.
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35.

Kenneth Brinch Jensen

Identifying the Last Planner System
Lean management in the construction
industry

Javier Busquets
Orchestrating Network Behavior
for Innovation

Luke Patey

The Power of Resistance: India’s Na-
tional Oil Company and International
Activism in Sudan

Mette Vedel

Value Creation in Triadic Business Rela-
tionships. Interaction, Interconnection
and Position

Kristian Tarning
Knowledge Management Systems in
Practice — A Work Place Study

Qingxin Shi

An Empirical Study of Thinking Aloud
Usability Testing from a Cultural
Perspective

Tanja Juul Christiansen
Corporate blogging: Medarbejderes
kommunikative handlekraft

Malgorzata Ciesielska

Hybrid Organisations.

A study of the Open Source — business
setting

Jens Dick-Nielsen
Three Essays on Corporate Bond
Market Liquidity

Sabrina Speiermann

Modstandens Politik
Kampagnestyring i Velfeerdsstaten.

En diskussion af trafikkampagners sty-
ringspotentiale

Julie Uldam

Fickle Commitment. Fostering political
engagement in 'the flighty world of
online activism’
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Annegrete Juul Nielsen
Traveling technologies and
transformations in health care

Athur MUhlen-Schulte

Organising Development

Power and Organisational Reform in
the United Nations Development
Programme

Louise Rygaard Jonas

Branding pa butiksqulvet

Et case-studie af kultur- og identitets-
arbejdet i Kvickly

Stefan Fraenkel

Key Success Factors for Sales Force
Readiness during New Product Launch
A Study of Product Launches in the
Swedish Pharmaceutical Industry

Christian Plesner Rossing
International Transfer Pricing in Theory
and Practice

Tobias Dam Hede

Samtalekunst og ledelsesdisciplin
—en analyse af coachingsdiskursens
genealogi og governmentality

Kim Pettersson
Essays on Audit Quality, Auditor Choi-
ce, and Equity Valuation

Henrik Merkelsen

The expert-lay controversy in risk
research and management. Effects of
institutional distances. Studies of risk
definitions, perceptions, management
and communication

Simon S. Torp

Employee Stock Ownership:

Effect on Strategic Management and
Performance

Mie Harder
Internal Antecedents of Management
Innovation
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14.

15.
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18.

Ole Helby Petersen

Public-Private Partnerships: Policy and
Regulation — With Comparative and
Multi-level Case Studies from Denmark
and Ireland

Morten Krogh Petersen
‘Good’ Outcomes. Handling Multipli-
city in Government Communication

Kristian Tangsgaard Hvelplund
Allocation of cognitive resources in
translation - an eye-tracking and key-
logging study

Moshe Yonatany
The Internationalization Process of
Digital Service Providers

Anne Vestergaard

Distance and Suffering

Humanitarian Discourse in the age of
Mediatization

Thorsten Mikkelsen
Personligsheds indflydelse pa forret-
ningsrelationer

Jane Thostrup Jagd

Hvorfor fortszetter fusionsbelgen ud-
over “the tipping point”?

— en empirisk analyse af information
og kognitioner om fusioner

Gregory Gimpel

Value-driven Adoption and Consump-
tion of Technology: Understanding
Technology Decision Making

Thomas Stengade Sgnderskov

Den nye mulighed

Social innovation i en forretningsmaes-
sig kontekst

Jeppe Christoffersen
Donor supported strategic alliances in
developing countries

Vibeke Vad Baunsgaard
Dominant Ideological Modes of
Rationality: Cross functional
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24.
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26.
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29.

integration in the process of product
innovation

Throstur Olaf Sigurjonsson
Governance Failure and Icelands’s
Financial Collapse

Allan Sall Tang Andersen
Essays on the modeling of risks in
interest-rate and inflation markets

Heidi Tscherning
Mobile Devices in Social Contexts

Birgitte Gorm Hansen

Adapting in the Knowledge Economy
Lateral Strateqgies for Scientists and
Those Who Study Them

Kristina Vaarst Andersen

Optimal Levels of Embeddedness
The Contingent Value of Networked
Collaboration

Justine Grgnbaek Pors

Noisy Management

A History of Danish School Governing
from 1970-2010
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