P it




b UPSTREAM OIL AND GAS
. | AGREEMENTS

WITH PRECEDENTS

Edited by
Martyn R. David

LONDON
SWEET & MAXWELL
1996




AUSTRALIA
LBC Information Services
Sydney

CANADA and USA
Carswell
Toronto

NEW ZEALAND
. Brooker’s
.Auckland

SINGAPORE and MALAYSIA
Themson Information (S.E. Asia)
Singapore




Published in 1996 by
. Sweet & Maxwell Limited of 100 Avenue Road,
. NW3 3PF (hrtp: www.smlawpub.uk)
Typeset by Sclwood Systems, Midsomer Norton
Ptinted and bound in Great Britain by
Butler & Tannoer Ltd, Frome and London

MNu natural fozests were desteoyed to make this product; only farmed timber
was used and re-planted

British Library Cataloguing in Publication Data

A CIP catalogue record for this book
is available from the British Librdry

1SBN 0—421-550-50-2

Al rights reserved.
- UK statutory material in this publication s acknowlcdged as
Crown copyright.

Na part of this publication may be reproduced or transmicted in any form or by any
mezns, or stored in any retrieval system of any nature without peior writren
permission, excepr for permitted fair dealing under the Copyright, Designs and Patenes
Act 1988, or in accordance with the rerms of a licence issuetl by the Copyright
Licensing Ageney in respect of photocopying and/or reprographic reproduction.
Precedent material in 1his publication may be used as a guide for the drafting of Jegal
documents specifically for particular clients, though no liability is accepted by the
publishers or authars in relation o theic use, Such documents may he provided to
clicnts for their own use. Precedents may not otherwise be distributed 1o third parties,
Application for prrmission for other use of copyright material including permission
to ceproduce extracts in other published works shall be made ro the publishers. Full
acknowledgment of author, publisher and source must be given. .

© .
“Mactyn R. David and Contsibutors
ERSITY OF LONDON 1996
[UTE OF ADVANCED

_EGAL STUDIES

‘CONTENTS

Preface
1. JOINT BIDDHNG AGR EEMENTS by Alison Huxtable
2. JOINT OPERATING AGREEMENTS by Sandy Shaw -
3. EXPLORATION, APPRAISAL AND lsEVELOPMENT
FARMOUT AGREEMENTS by Martyn R. David
4. TRODUCTION SHARING AGREEMENTS IN PRINCIPLE

o
7. OIL AND GAS FINANCING AGREEMENTS by David
Winfield
8, GAS SALES AGREEMENTS by Niall Trimble
9. MOBILE PRODUCTION UNIT COMMERCIAL
AGREEMENTS by Mark Beacon
10. OIL AND GAS ACQUISITION AGREEMENTS by Geoffrey
Picton-Turbervifl
11. ABANDONMENT AGREEMENTS by Mark Saunders
Index

AND IN PRACTICE by Professor Bernard Taverne
UNITISATION AGREEMENTS by Warwick English

GAS TRANSPORTATION AGREEMENTS by Jeremy Deeley

THE PRECEDENTS ARE CONTAINED ON THE DISK

vi

13

33

43

97

117

137

165

179

187

245




PREFACE

In the summer of 1975 my then employer, Occidental Perroleum Corporation,
which had just begun the construction of the Piper/Claymorte/Flotta system,
informed me that | was to be in chasge of their North Sea legal activities. I
had previously been working on international upstream mattecs, but T was
delighted to have the opportunity to work in such an interesting new area.
Many of the agreements which 1 encountered or which were being developed
were quite now to. me, and I recall Jistening with awe to the City. lawyers
expounding upon the energy finance and gas hanking deals they were involved
in, and their views on the Labour Party’s plans to bring in new petroleum
legislation, and other similarly lofty matters. The scales quickly fell from my
eyes, however, when it dawned on me that they werg, only a couple of months
furcher up the learning curve than I was—at that time very few non-U.S.
lawyers had any broadly-based experience of upstream oil and gas deals and
the precedents we worked from were almost without exception based on US.
practice. '

It quickly became apparent, however, that the simple model-forms used for
U.5. onshore drilling, which basically allowed the operator to do whatever
he wanted, were wholly inappropriate to the big-money, high-risk environment
of the North Sea, where inter-consortium wrangling was comtnonplace as
operators in the early days consistently overran their budgets, The creation
by the Labour government of the state-awned British National Oil Corporation
and the policy of forcing participation in licences by BNOC had one positive
ourcome—the creation at the time of the Fifth Round of Licensing of a model-
form Joint Operating Agreement. This document became a Nosth Sca standard
and remains in use in modified form today. It is interesting to speculate
whether the industry wouid ever have agreed upon a model-form JOA had
one not been forced upon it ”

The 20 years that have elapsed since those carly days have seen the North
Sea evolve into am oilfield province which is as advanced as anywhere else in
the world, not only in technological terms bur in the sophistication of its
commercial agreements, which are now commenly employed as internariona)
precedents. '

It is interesting ¢o note, however, thar although the precedents in the second
volume of this book are in as close to “standard™ forms as possible, so as 1o
be of practical use to practitioners in the energy business, with the exceptions
of the DTV's “*Model Deed of Licence Assignmene” which is appended 1o the
Farmout Agreement precedent, none of them takes the form of a model—
form which parties can take down from a shelf, fill in the blanks and sign—
oilfeld deals are hardly ever that straightforward.
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PREFACE

Even those documents which have become partially standardised, Sl.fch :s
the Joint Operating Agrecment, are subject to pressure for change—in the

case of the JOA for example the chinging role of the non-operators, who

have more to contribute than in earlier days and whe wish 1o participate
more directly in operations, will change the forrf1 of Ehc agreements—at the
other end of the spectrum gas contracts, which mva.nably accupied the best
part of a year to negotiate with British Gas when it was 3 monopoly, can
now be straightforward documents whose basic format is accepted by b?th
partics. A couple of the agreements covered in the book—offshore loading
agreements and abandonment ageeements—were only vaguely contemplated
when the United Kingdom offshore industry was young. .

B confidently predict, therefore, that the concerns expressed in the chapters
of the next edition of this book, and the precedents that accompany thcn::,
will have. moved on from those published here, but the two volumes of this

‘ “book represent the thoughts and practice of the offshore industry as of 1996,

and we hope they will be of assistance to in-house practitioners and external
fawyers and advisors. )

Please note that no precedents are included in respect of Chapters Four
and Ten on PSA’s and Floating Production Units, in both cases becausc. the
possible rangé of agreements is too broad to make the inclusion of a single

recedent appropriate. _
P P : Martyn R. David
Editor

Also, please note that the Chaprers in this book were all written in mid-1996
and are correct oaly as of that date.

1.
Joint Bidding Agreements

Alison Huxtable, Head of Legal and Commercial,
Amerada Hess Ltd

USES OF JOINT VENTURE ARRANGEMENTS

Tt is worth noting at the cutset that in constructing an cffective legal framework
10 support the future operational success of a North Sea joint venture one
will need: .

{1} a real undesstanding of the internal and external perceptions of the
proposed joint vearure and to be aware of the need o address issucs
which arise in the course of the negodiating process, as a result of
differing corporate culftures;

{2} to allocate responsibilities, obligations and liabilities to each par-
ticipant;

(3} to build in seme flexibility ro meet changing priorities and economic
fluctuations that may affect the operational timeframe;

{4} to define the manner in which the joint ventures objectives will be
achieved. .

What, then, are these joint objectives? in making their joint application for
licence acreage the parties to the Joiar Bidding Agrcement are secking to

_ reduce their individual levels of risk, ie. that the risks and lisbilities and
hnancial commitments of entering into a licensing round and obtaining

licences may be borne in agreed proportions within a small group of like
minded companies with similar aims and objectives. They are also secking to
share the not inconsiderable application costs and ta firmly establish their
preferred principles of joint venrure. We shall presently look in much more
detail at these issues when we consider the formation of joint bidding groups.
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UNITED KINGDOM PETROLEUM PRODUCTION

'LICENSING

“The system of award of licenses in the United Kingdom was formerly made

up on a purely discretionary basis. Therc is, however, an opportunity for
companies to influence at least the choice of blocks on offer in 2 forthcoming

licensing round, since the DTT wil formally solicit the views of the companies

upon the blocks which they would wish to see feature in the Round. The
most recent licensing rounds are that of the 16th and 17th Rounds jointly
announced on November 23, 1994 and governcd by the Petroleum {Production}
{Seaward Areas) Regulations 1988 as amended by the Petroleum (Production)
Seaward Area) {(Amendment) Regulations 1292. :
In June. 1995 the DTI announced the introduction of Regulations to
implement the EU Hydrocarbons Licensing Directive (the “EU Directive”).

_The Hydrocarbon Licensing Dircctive Regulations 1995, the Petzoleum

(Pioduction) .(Seaward Areas) (Amendment} Regulations 1995 and the Per-
roleurn {Production) (Landward Arcas) Regulations 1995 which came into
farce on June 30, 1995 are designed expressly to extend to the United Kingdom
the principles of transparency and non-discrimination to the award of licences
for oil and gas exploration as set out in the EU Directive.

THE HYDROCARBONS LICENSING DIRECTIVE
REGULATIONS 1995

These Regulations establish criteria upon which every licence application after
June 30, 1995 will be determined. Previcusly the practice was for the criteria

to be published in the Gazerte Notice announcing the licensing round in--

question. [n former times much usetul, general information could be gleaned
from the Gazerte Natices in relation to the licensing round. Applicants would
be judped against the background of a continuing need for expeditions,
thorough, efficient and safe exploration to identify oil and gas resources of
the UKCS, with due regard o enviconmental considerations, Applicants who
alrendy held licences would have their records on exploration and exploitation
taken into account.
The criteria now to be applied by the Secretary of State are:
t1) the rechnical and Anancial capability of the applicant;
(%) the way in which the applicant praposes to carry out the relevant
ACUVITIES; :
(3) in a case where tenders are invited, the price the applicant is prepared
to pay in order to obtain the licence; and

THE PETROLEUM REGULATIONS 1995

(4) in the case of existing licences, any [ack of efficiency and responsibility
so far displayed by the applicant in opesztions under the licence,

In instances where two applicants for the same block are perceived to be
of equal merit, the Secretary of State may rely on other unspecified relevant
criteria to determine which application should be granted.

By the above means it is intended that greater transparency of the licence
award process will be assured and likewise by the right of unsuccessful
applicants 1o request to be informed of the reasons for the refusal of their
application. ' )

Netices calling for applications for producrion licences will be published
in the Official Journal of the European Communities (“che O]”).

The Regulations go on to address the scope and application of terms and
conditions for granting licences, which must be justified upon tha grounds of:

{1} ensuring proper performance;

(2) providing payment; or _

(3} nacional sccurity, public safety, public health, sccurity of transporr,
protection of the environment, protection of biological resources and
of national treasures possessing arristic, historic or archaeological
value, safery of installations and of works, the planned management
of hydrocarban resources and the need to secure rax revenues.

It follows that all the above terms and conditions must be applied in a
non-discriminatory manner.

THE PETROLEUM (PRODUCTION) (SEAWARD
AREAS) (AMENDMENT) REGULATIONS 1995
(THE “1995 REGULATIONS™) '

The EU Directive required a number of detailed revisions to The Petroleam
{Production) {Seaward Areas) Regulasions 1988 {the 1988 Regulations™).

Model Clauses in respect of future licences will omit reference to procedures
for uninvited licence applications since this method of award has becn deemed
anti-competitive wirthin the framework of the EU Directive.

Notices advertising applications for production licences in the O.]. must
now specify the date on which applications must be submitted and the date
or period within which any licence will be granted. The Regulatiens also

introduce a procedure whereby a licensee may apply for a licence for acreage -

contiguous to the area held under an existing licence if such can be justified
on geological or production-related censiderations.

The right of the Secretary of State ro seek physical delivery of petroleum
in lieu of royaltics and the requirement that perroleum be delivered onshore
Unired Kingdom (respectively Model Clauses 13 and 30 of the 1988
Regularions) no longer apply. Both changes confirm recent Government

-
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practice and Fulfi! underrakings given in support of '}fc United Kingdom’s
application for exemption from the E.C. Utilitics Dircctive. )
The 1995 Regulations 2dd to the information required from an applicanr.

" Details to be given now include the place from which any commescial activities
‘commected to the Jicence operations will be dirccred and controlled. A

corresponding amendment is made to the Model Clause 42 of the 1988

" Regulations, which empowers the Secretary of State to revoke a licence where
the licensee ceases to direct and control commercial activities connected with
licence opesations from within the United Kingdom.

FO_RMATION OF A JOINT BIDDING GROUP

Well in advance of the announcement of the forthcoming round of licensing,
_the industry will already have begun tentative discussions within loose

groupings of prospective candidates for a joint bidding application.

What qualities should be sought in an ideal co-venturer in a
joint bidding application?

Doubtless the primary consideration from the exploration department’s per-
spective will be a similarity, in terms of the group's overall strategy and in
terms of activity levels. Allied to this will be a wish for a co-venrurer’s strong
technical capabilicy and a prospective co-venturer will be viewed parricularly
favourably whese there is a demonstrable technical knowledge of the group's
chosen geographical area of interest and previous success in acquiring licence
acreage in the vicinity.

More prosaic, though of equal importance, is a need for financial capability
and stability in a co-venturer. This is relatively easy to check through annual
accounts though, whilst making interesting reading, they do not uuly refleet
a potential co-venturer’s financial position either necessanily directly before
or shantly after the accounts' closing date.

It should afso be argued strongly for some consideration to be given to a
prospective co-ventager's purcly commercial abilities, by which is meant the
known ability of the prospective co-venturer, theough flexibility and business
agility, to respond quickly to changed circumstances and to think creatively
to addeess those changes.

Finally, though it is not suggested that it is quite so important in the North
Sea, the question of politicat capability in a prospective ¢o-venturer should
also be briefly mentioned. This refers to political capability in the sense
of absence from any.pressute from the prospective co-venturer’s national
govetnment being brought to bear in on attempr to influence decisions or in

q

FORMATION OF A JOINT BIDDING GROUP

some orher manner restrice the actions of the co-venturer inconsistent with

the agreed objectives of the co-venturing group as 2 whole.

Further information will need 1o be obrained from the exploration depart-
ment before embarking upon the drafting of the Joint Bidding Agreement
documentation, The following matters will probably already have been
discussed as berween the explorationists and some measure of understanding
reached as to the best ieans of progressing. They concern:

Data

Have all the propased patties to the Joine Bidding Agreement. agreed to
exchange technical information and, if they have, has a_Confhdentiality
Agreement been signed? It is faic to say that data acquisition has changed
over the later Rounds and the exchange of information has become less of
an imperative for many companies. This is probably simply a function of the
growth .in their own data. bases over time. 3D seismic is just beginning to
make an impacs on trading activity and the companies shooting speculative
surveys will doubtless in time be responsible for providing 3D surveys of all
prospective apen acreage. Also, it is worth mentioning that greater levels of
co-operation now exist between groups owning adjacent licence acreage which
has resulted in a more ready sharing of information to the benefit of the data
tases of both groups.

‘There remains a view that it is important to exchange information ‘under
a scparate Confidentiality Agreement for the simple reason that there is a
possibility that the formal hicence application may not be made and the
bidding agreement negoriations are left unconcluded and thus the disclosed
dara leflt unprotected,

What are to be the agreed percentages of participation in the ficence
application? It is these proportions which determine, for the future of the
joint venture arrangements, the proportions in which expenditure, liability,
benefit and risk are going to he borne as between the parties. It is frequently
the case that the co-venturer be nominated as operator will hold the largest
percentage interest share. The agreed percenrage incezests will nort be separarcly
identified in the licence as eventually issued by the Deparement of Trade and
Industey for the licence simply establishes z joinr entitlement on the part of
the licensees as a group, but notes thar “any obligations which are to be
observed and petformed by the licensee shall at any rime at which the licensee
is more than one person be joint and several obligations™.

Work Programme and Budget

fc is the responsibility of the operator to produce a work programme and
budger for the evaluation and application process and, through the voting

5
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passmark, it will be determined what level of 2pproval the parties consider
ta be appropriate for the making of all decisions connected with the licence
-application.

Area of Mutual Interest

_As this may cover 2 number of blocks, one aecds to reach agreement upon
the operatorship for cach of the blocks were any of them subsequently to

" become the subject of an award of 2 licence. 1t is perfectly practicable to
nominate different operators for different blocks, for example, where acreage
borders existing {icensed acreage which may be said to be more within onc
co-venturer’s arca of expertise than another’s. .

- When sufficient clarity of purpose emerges in response to questions upon
any proposed joint bidding application, it is then appropriate to commence
work upon the derailed drafting of the Joint Bidding Agreement. In the past

- "the AMI Agreements have covered an area of mutual agreement which does

not expressiy relate to a specific licence round. Instead the agreement was
kepe in continuing effect as between the original signatory parties, so that
whenéver acreage, within the widely delineated arca of mutal interest, was
offe'rod-ur_ldcr a [icensing round, then the signatories 1o the AMI would review
the acreage upon offer and asscss whether they wished to make an application
in respect of any of the blocks.

However, the corrent and preferred practice is to provide for a bidding
agreement to apply oniy for the purposes of the then current round of
licensing, though this is not to discount the importance of cxisting AMI
arrangements, which it may be necessary to research and which may dispensc
with any need to develop 2 Joinr Bidding Agreemen.

THE JOINT BIDDING AGREEMENT

At the outset the Agreement will set forth the numcrous definitions that will
be employed throughout the text of the Agreement. These will include a clear

_fepresentation (whether pictarially or by co-ordinates) of the Area of Mutua
Interest. Other terms to be defined will be the meaning of Affiliate, Apélicatidrf

’Bloc_k, Closing Date, JOA, Joint_ Account, Licence, Opcrator, partié}atiﬁg
Interest, Secrctary of Stafe, Wilful Misconduct and a host of lesser items.

‘ 'The Agrecment will then set our a list of participating parties, together
with a note of their respective participating interests, which, as we have
mcntior}ed, reflects the proportions in which cach of the parties will bear the
expenditures uader the application arrangements and further in which each

\-ivi!! hold a participating interest in the subsequent JOA in the event of a
licence being awarded.

6
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Early in the Agreement the parties will provide not to apply with other
groups ot alonc for a block within the defined area of mutual interest.
Occasionaily the insertion of an express warranty is seen, given by cach party
that it is not party o any other agreement governing the arca of murtual
interest, which limits their freedom to enter into the jeint bidding arrangements
now under consideration. o

Commorly there follows a proviston which names the operarer. However,
it is afso necessary to provide for the circumstances where the nominated
operator declines to participate in the formal application and the responsi-
bilities of the operatorship must then devolve to another panticipating party
who does support the chosen application.

Pravision will-be required to be made for the length/duration of the
Agreement. Frequently this is addressed by reference 1o a date that is the later
of:

(i) the date when it is agreed that no applications are to be made by
members of the joint bidding group for a licencs;

(ii) the date on which the joint bidding group is notified by the Secretary
of State that their application has been unsuccessiul;

{ift} the date on which the block(s), in respect of which the joint bidding
group made an application, is awarded to a third party in the
licensing round; and

{iv} the signatuce of a Joint Operating Agreemens in rhe evenr of a
licence award.

It is worth mentioning ar this poinc that the Joint Bidding Agreement,
pending the signature of 2 Jeint Operating Agreement, will frequently represent
the only formal agrecment between the parties governing licence operrations
following the award of a licence and remain in existence for some considerable
period of time. The Joint Bidding Agreement should recogaise, through
appropriate drafting, the reality of this state of affairs, seeking to provide
text of sufficient derail o assist those charged with the implementation of its
terms for limited licence activities which will legitimately take place in the
first years following the award of any licence.

In order to promote workable processes and systems for the conduct of
early operations upen the licence acreage, a formally enshrined management
forum s required, comprising a represcntative of cach parricipating party
empowered to make all decisions with regard to the conduct of joint
operations. Each parry will have a vote in accordance with its participating
interest. The manner in which the decisions will be made is determined by
the agreed vating passmark. As a general rule, 2 considerable measure of
consensus will be pecessary and it is desirable to optimise the opportunities
for a successful award of a licenee. Almost certainly, a 100 per cent affirmative
vote will be necessary 1o support the decision for eventual application for the
hoped-for block(s}.
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The central core of the joint bidding agrecment is the application itself and
the process of elimination by which thac stage is reached.

All the parties, having undertaken a measure of their own evaluation work,
will meet to consider the work pregramme for the group. In broad outline
the technical cvaluation process could be described as cxhibiting freneric
activity at the eacliest mectings; thereafter, a middle stage where the meetings
are fruirful, more relaxed and relatively free from anxicty. By the final stages
the difficulties may become apparent, in that every participanr in the group
may want to apply for some block(s), bur that no two participants agree to
apply for the same block({s), and the final stage when this attitude/resistance.
is overcome and eventual selection of a preferred  block(s} is made,
accompanied by genera! feclings of relief. _ .

-As we have indicated, the principal difficulties expetienced in the practical
sense stem from proposals put forward as to preferred Blocks and the work
programme, be it mercly seismic andfor the drilling of wells (whether
contingent or obligatory), mecting with less than unanimous support. If there
is less than unanimous support for any proposals made at a meeting, then a
votc will be taken to determine which of the propesals cauries the greatest

“suppoct amongst the group as a whole. In the event that both proposals catry
equal support, then it is normally the proposal which would represent the
most financiaily onerous obligation wpon the group that will be selected.
Quite what constitutes “financially oncrous” can itself create problems. For
cxample, assume that, ene party proposes two shallow wells and some seismic
and-another proposes one shallow well and one deep well. It may be that the
teue issuc is whose estimate of the financial consequences is to prevajl—
provision may necd to be made for this,

Having identificd the proposal which commands the most suppore, then
any dissenting party will have to clect either 1o join the application or to
withdraw. Should the dissenter decide 1o withdraw, then his interest must
either be absarbed by the participants wishing 1o continue or, if they are not
willing to increase their level of exposure, then a “third party” will have to
be found to meet the shortfall.

In these circumstances, the legal advisor will want:

(i} to ensure that the now party joining the group at this juncture will
do so on the basis that it accepts the rerms of the Joint Bidding
Agreement as (hopefully) agreed by all the parties without the
introduction of new or varied documentary requircments.

(i1} there will be a wish to see this new entrant bound o pay a proportion
of the costs incurred by the parties prior o the date of its entry in
respece of the block covered by the application. However, particularly
where the substitutions are very late in the proceedings, this may not
be a very realistic proposition.

If a party decides to withdraw from the Joint Bidding Agrecrnent, then thae
party has cleasly been privy to the exchange of information and dara, and

B
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thus it will be pecessary to provide that it will not be permitted to make 2
competing appiication for the same block either by juself, through an affiliare
or with another group. Tt is not uacommon, with the approach of the clesing
deadline for applications, for 2 number of groups 1o break up, wnable to

agree wpon an application,

The drafting of all of the above provisions varies both as 1o length and
relative complexity, but neither lengeh nor complexity is 2oy substiture for
the goodwill of the parties to the application which plays a large part in a
successful venture if a licence is subsequently awarded,

Following the submission of an application 10 the DTI, groups of potenrial
licensees are called in for interview——the “call-in meetings™. The operator
will give a technical presentation of the acreage applied for and so ensure the
undeestanding of the overall regional geology. These meetings are considered
to be well-organised, there is 2 genuine dialogue with DTI representatives
and a better continuity of staffing at the DTI than fornesly, which contributes
te increased understanding, It is ar the call-in meetings that the DT, where
appropriate, may seek to persuade parties ro increase the Ievel of licence
activity indicated upon their application to obtain a: licence. In .anticipation
of such a move, a more sophisticated bidding agreement may make provision
to agree upon a level of work obligation slightly above thar offered in the
formal application papers and which may be held “in reserve” for use in the
call-in meeting, ({owever, it may be that che requirements of the DT] by way
of werk programme exceed the willingness of a patty or parties to secure the
block in question. In the event it is merely one party who cannor meet any
increased obligation, then the remaining group members may be prepared to
absorh the additional commitment in the cvent of that party withdrawing,
since it will not be practicable to obtain a new entrant to the group at thar
functure, )

I the group are fortunate and secure a licence award, there will be 2 need
o aegotiate a foinr operating agreement. This process may be assisted by
setting out in the Bidding Agreement a few key principles for subsequent
inclusten in any joint opcrating agreement.

Occasionally, in the past, parties did negotiate joint aperating agreements
in advance of the award of a licence. My own view is thar this approach is
mmpracticable and amounts to a tremendous waste of resource w the evem
the application is unsuccessful. However, inclusion of a limited number of
agreed matters for use in the subsequent joint operating agreement, s
beneficial, It is suggested that the following issucs should be tackbed:

(i} Removal of operator—either on the unanimous vote of the non
operators or only where the operacor is in material breach of its
obligarions.

{ii} Contractual thresholds above which the operator must obtain com-
Petitive tenders and also obrain operating commircee approval for
the letting of contracys.
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(i) Voting passmark in the joint operating agreement, together with
zny provision as to whether any one parry should have a right of
vetio.

{iv} Whether to permit any party to non-consent on any non-obligatory
work programme and budget at the AFE stage.

{v) Whether deemed appiovals of AFEs are te be permitted, which,
whilst of great administrative benefit to the operator, can create
difficulty for companies anxious to control cash flow.

(vi} Pre-emption rights. An opportunity to decide whether the parties
aré willing to allow freedom of assignment or whether pre-cmption

. rights ate appropriate to the particular circumstances of the group.

This list is not exhaustive, but the difficultics one might encounter in
seeking to agree its terms are -probably indicative of the difficulties to’ be
- experienced in concluding the joint operating agreement at a later stage.

The Joint Bidding Agtcement must also provide for citcumstances where

-gne of the parties fails to mest its proper share of the costs, and this will
I usually mean that the other parties must be obliged to make up the shoetfall
brought about by the defaulter’s regrettable lapse. Further, after an agreed
time the defaulting party muse lose its participating interest.

Remaming clauses will include a confidentiality provision to apply to all
data acquired during the joint operations contemplated under the Agreement.
Freedam of disclosure will frequently be pecmitted to affiliates, consultants
" and banks, provided they, tou, agrec to be bound by the undertaking of
conhdentiality.

Finally there will be a shortened form of a force majeure clause providing
relief in certain circumstances, a Notices clause and a governing law clause.

Attachments to the Agreement will be;

{i) *An illustration of the arez of mutual interest.

{ii} A statement of costs anticipated to be incutred untit the closing of
the round.

(it} A short-form Accounting Procedure.

CONCLUSION

This chapter has examined the use of the joint

venlure arFangement o meet
the needs of North Sea co-vensurers and ha

_ S s touched upon the United
Kingdom petsoleum licensing regime. 1t has considered the attributes of the

ideat partner and drawn the purline of the agreement needed should thase
ideak parners be found,

The Joint Bidding Agreements are
formative stage of 2 telationship with chosen co-venturess. Time spent on

10

important agreements developed at the

CONCLUSION

c.lafting a strong but flexible Joint Bidding Agreement will be amply rewarded
in the first year of licence activity and possibly thereafter, in the zbsence of
_an agreed Joint Operating Agreement.
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2.
Joint Operating Agr’eéments

Sandy Shaw, Legal and Commercial Manager, Lasmo
' North Sea

INTRODUCTION

If the Joint Operating Agreement forms an alliance similar to a marriage, it
is likely to have 16 parties: four richer, four paorer, four berrer and four
worse. Operating Committee meetings are likely to be more like a nightmare
than a haoneymoon!

This chapter will deal with the nature and content of the Joint Operating
Agreement {or JOA). Whereas the Licence sets forsh the rights and obtigations
of the parties vis-d-vis the Government, rhe_IJ__O_@ sets out the rights and
obligations of the parties amongst themselves. It is the bedrock of operations
as it scts forth the framework and detailed rules upon which the Joint Venture
will operate.

ANl of us in the vil and gas industry are, or must be, familiar with the
concept, coatents and operations of and under Juint Operating Agreements.
We recognise that, not only may we be charped with negotiating JOAs at the
start of the Joint Ventore's life, but that we are then responsible for living
with the consequences and within the confines. Unlike many documents which
are executed and then consigned to a shelf, the JOA is in constant use.

The JOA itself can be compared o a form of marriage, The patiners agree

o “have and to hold in accordance with the terms of the JOA unul
termination, withdrawal, assignment or default do us parr.” Much like a
marriage the arrangement is consensual. Gone are the days of the shot-gun
marriage to BNOC (and its successor the OPA). The parties enter the
agreement to work towards joint ends. They hring with them conceptions
{sometimes differing) of the way in which the marriage will be conducted.
Unlike most martiages, however, the parties to 2 JOA write down the rules
of conduct they wish to apply. These rules must last for a very long time—
the life of the licence—and apply te a widc scope of activities. It is, therefore,
surprising that JOAs are, compared to the average gas salcs or transportation
agreement, relatively short. This may be anributable 1o the fact thar, whilst
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a JOA is intended o be comprehensive, it cannot cover all issues and should,
therefore, be a flexible, interactive framework that allows for evelution.

Having said all of thar, if JOAs arc so necessary and so common, why
docsn’t the industry adopt standard agreements and forgo the necessity of
long and difficult negotiations berween the parties? There is a Tot to be said
for standardisation. It would cur down on legal and commercial costs carly
in the formation of the joint venture. It would lead ro agreed standards of
. operations and known interpretations of complex clauses. However, it would
not necessarily cater for the various needs of the parties in differing cir-
cumstances, the differing (and cften antagoriistic) concerns of the parties and
the desired balznce of powers berween the players.

In practice, standardised formats are (and have been) used as 2 basis for
negotiatien in the industry. The BNOC proforma is one {and perhaps the
- major}. historic basis. However, a JOA which completely conforms 1o its
‘terms is unlikely 1o be bound, especially as, being quite an.old document, it
- has now been superseded in complexity, Today, there is also (inter alia) the
Intenational Model Form Operating Agreement (which is not much used in
the United Kingdom}, and each major operating cormpany {and even some of
the smaller campanies) will also have their own standard document, So, if
only initially JOA negotiations will continue to be a challenge.

Rather than raule through Articles 1 to 30 (plus) of a standard JOA, this

-chaptrer will focus upon several main areas of the JOA conceprually, without
‘regard for where or how they are necessarily expressed within the document
itself. First, the scope of the agreement and relationship of the parties will be
considered; then the administrative and procedural aspeets of the document
which provide for the protection of operational interests, the protection of
the equities of the parties will be reviewed and finally the remaining provisions
covering misceHancows issues,

SCOTE OF AGREEMENT AND RELATIONSHIP OF
THE PARTIES

The Duration and Scope of the JOA

The JOA takes effect after the Licence is awarded. In 1nost cases, the bidding
Agreemeat between the parics will have included “heads” or key points to
. be included in the JOA if the bid were to be successful. In some cases, the
parties will have also agreed to the JOA format, perhzps having participated
in other licences together. Where the parties proceed to ncgotiate the fujly
termed JOA after Licence award, there may be myriad problems and delays.
The Bidding Agreement is not appropriate for confirmed operating activities
and it is therefore ideal that execution of the JOA occurs quite quickly afrer
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Licence award, with an effective date ar or closely following the date of the
Licence.

. The intended scope of the JOA is to cover all joint acrivities from the
Licence award to the termination or surrender of the Licence and the
abandonment of all joint property. lt, therefore, formally creates the Joinc
Venture, sets up the Joint Account, enables joint exploration, appraisal and
development of acreage and provides for the satisfaction of licence obligations.
It deals with production and liftings entitlement and {usually} enables joint
transportation and processing efforts. '

The JOA scope may be wide enough to enable use of joint property for
third party services (such as transportation and processing) and may include
detailed provisions for abandenment of facilities. The scope clause 35 usually
widely drafted to allow the parrics to putsue joint operations to mutual aims
and benefits,

The JOA will not deal with;

{i) Joint sales of production: this is the making of the ultimate profr
and is left for the individual participants unless other agreements
are entered into. This is s, even where the parties enter into parallel
gas sales agreements, and the Jike,

(i} Unitisation: this again is subject ro further agreements with other
partics and is the subject of a separate chapter in this book,

(iii) Onshore facilities: especially in relation to ownership or leasing of
land, terminal facilities and the like, although this can be catered
for by supplemental agrecments where the development s necessary
to the field development and is to be owned as joint property.

Relationship of the Partics to the JOA

1. The Jaint Venture Concept

The JGA creates a joint venture between parties acting in concert for mucual
benefie. "' Joint venture” is not an English term of are. In form and inrent it
resembles a partnecship, but specifically by the rermis of a JOA it is invariably
clearly stated that no parinership is created. Much has been written about
the differing nature of the joint venture and the partnership. The significance
of the difference has legal consequences as well as possible rax effeers and
can also affect the concepr of the fiduciary relationship between the parties.
Suffce it o say, the weight of argument and industry belief is that a joint
venture does not create a parinesship. '

15




JOINT OPERATING AGREEMENTS
2. The Interests of the Parties

Unlike the licence, which does not sepeegate any pereentage interest and is
joint and several in narure, the JOA’s first and prime function is to distingunish_
the varying interests of the parties. The percentage interests will determine
each parey’s cnritlement to ownership and benefits, and liability w cost,
expense and risk. Tt will also determine its right 10 vote which is critical in
" the day to day running of Jeint Operations.

3. Liabilities of the Parties

The premise of the Joint Venwure is to sharc Habilities and bencfits in
accordance. with each party’s interest share. In certain cases, as in default,
thar {iability can be increased pro rata to the interest share.

The liability will be cleatly stated. The nor'i-n is that liability is several and
not joint. This of course applies in relation ro the parties themselves and
cannot affect dealings with third parties and under the Licence in which the
obligations of the parties will almosc invariably be joint or joint and several
at Law, : '

The sharing of [liabilities will be backed up by indemnities in which the
parties undertake to indemnify and huld harmless each other For clairps,
liabilities, (erc.}, to the extent of their percentage equity interest. The intent
of these clauses is to ensure that each party is fully and Iegally liable for its
percentage interest share—and only its percentage interest share.

4. The Operator

In order to cun the joint venture efficiently, the partics will appoint an

Operator to act on their behalf. The Operator will take on the role on the
basis that it reaps no gain or reward and suffers no loss in doing so. There
are, however, intrinsic benefits to being the Operating party, The Operator
will be the motivating party in taking the work forward by proposing budgets
and plans and running meetings, It will also act as the agent of the partics in
relation 1o third partics, including government lizison with the consent of the
other parties.

The Operator is usually a party to the Licence (although this is not required)
and is usually the party with the largest interest in the Block at the time of
appointment, although this is also not a requirement, Despite the DTI's
limitation (in the Licence) of appointing an Operator for the exploration
phase only, the Operater is usually appointed for the duration of the JOA
and must, of course, be appraved by the Secretary of State for Trade and
Industry.

There will be provisions in the JOA for removal of the Operator and this
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"1is one area in which the views of the parties during negotiations arc likely to

differ. The Operator will want to limit removal provisions to those requiting
cause, i.e. default or wilful misconduct, and will want any vote for removal
to be unanimous {or as <lose as possible therero) amongst the other parties.
The other parties on the other hand may seek to be able to remove the
Operator for no reason and/or on notice, thus avoiding default arguments
and gaining flexibility and bargaining strength.

There will also be provisions for Operator resignation and selection of 2
replacement Operater, handover, payment of ‘costs and the like. Common
industry practice is cthac the reasonable cost of handover between Operators
is charged to the Joint Account, althouph it is beneficial to clarify this within
the document. .

There is a growing trend in delegating major operaring functions to
contractors in an cffort 1o reduce operating costs and overheads. At present,
JOAs do not tend to deal in any detail with contractor-operator situations.
In cases where contractors” services are used for day to day operations, the
partics will expect to be Fully consulted and consent 19 such arrangements
and to any JOA amendments that may be required.

5. Operator’s Additional Liabilities

As a party to the JOA, the Operator has the same liabilities as the other
parties; f.e., ils percentage interest share of joint obligations. The Qperator,
however, also acts as the agent of the JOA parties and according ro the JOA
will owe a duty of care to the other parties in its capaciry as Operator. The
duty is usually defined as that of a Reasonable and Prudent Operator: a term
which is defined within the JOA. Providing that the Operator acts in
accordance with this standard and since the Operator does not seek to make
a profit or charge a fec for performing as the parties™ agent, it is generally
accepted thar it should be individually respensible only in two simations:

(i} “Willul Misconduct™: This concept ts not kpown in English law and
must therefore be defined within the JOA. There arc numerous well-
used definitions which universally include intentional, conscious or
reckless (but nor generally negligent} acts, but much negotiation will
be had around the fringes, i.e. whether or not or ro what extent
prudence, foresight and prevention must be applied.

{ii} Failure to maintain insurances which are required by the Operating
Committee in accordance with the JOA: a situation which is seen to
put the joint property at risk and is considered to be enuirely within
the Operater’s control {althouph this could be debated in certain
instances). It is also generally accepted char the Operator will not be
lizble for consequential losses such as loss of production or profir.
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ADMINISTRATION AND PROCEDURE:
PROTECTION OF OPERATIONAL INTERESTS

Having determined the celationship of the partics, theit relative inrerests and

the appointment of the Operatar to act on their behalf, the nexs major JOA

conetrn is administrative provisions for the handling of operations and for
" the protection of the partics’ ongoing interests.

Supervision of Operator

One wajor means of controlling operations is by supesvision of the Opetator.
Administratively and operationally, 25 alrcady indicated, the Operator i5 the
~ moving force in most JOA activitics in 50 far as it is obliged to present
budgets and plans, to call and chaic mectings and to act on behalf of the
pacties. Its authorities are; however, Timited by the split of pewers beeween ik
and the Operating Commitree pursuant (o the terms of the JOA.
The Opetating, Committee is comprised of members from each of the
pani"c's.‘ Bcprcscn{éﬁon is cqual regardless of the peecentage interest held by
the parties. Usually there is one primary Operating Committee Representative

and his/her aliernate, but members can invite other attendees. The Operating’

Commiiter will appoint sub-committees 10 deal with specific subject areas
and address issucs in more detail. Examples are Technical, Commercial o
Reservoir Sub-Commirees. Much of the real work of operational decision
making is done at sub-committee level and ratificd 2t Operating Commirtee
level.

The Qperating Committee has the overall responsibility for supervising and
controlling JOA activitics; making decisions on policy; agreeing programmes
and budgers and drilling proposals. A list of the Operating Committec’s
powers and duties will usually be listed in the JOA along with 2 “catch afl”
or two to ensure that everything is covered.

The Operating Committee will act in accordance with the passmark for
voting. Passmark is another area where the parties” views wil differ during
negotiation. The party with 2 large percentage interest may seek a high
passmark to ensure that its voie is necessary to gain approval of or can be
used to black any decision. 1f that cannot be achieved, it may seck a lower
passmark in which its interest is critical 1o achieving a successful vote. The
other partics, especially if they have small intcrests, may seek some protection
to ensure thal one or two parties can neither prevent not fequire action.

Passmatks may also differ for different phases of the work, requiring lowee
passmarks for exploration and appraisal than developments, for cxample,
especially where the exploration work may rclate to licence obligations. Also,
some decisions, like telinguishment of Licence c2n only be made pnanimously
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. and for critical decisions, like surcender of parts of the Licence Arca, fall

back provisions may be necessary to ensure that the decision can be reached.

Ta enable the Operating Commitiee to make decisions, the QOperator must
keep the Operating Committee fully informed, for example by providing
Qperating Committee representatives with relevant reports and data. To
protect the right to information, the parties also reserve rights of inspection
and access to joint facilities. Of cousse, for major décisions the Operator will
liaisc with the Operating Cammitres, with one exception, the Operator will
have unlimited authority to vake any necessary actions in emergency situations,

subject to justifying these to partners thercafter.

Control of Expenditure

Anothet major means of controlling operations is by control on expenditure.
To revert to my compariscn 1o a marriage, the JOA partics will have
covenanted to share “all their worldly goods™, at leastin relation to the Joint
Venture. The parties wilt cach be liable for payment of their respective
percentage interest share into the Joint Account of all sums which may
propesly be payable under the Licence, the JOA or any relevant Jaw.

Whilst this does not apply to royaltics (where royalties may still be
applicable) ir applies to the remainder of all Joint Operation funding and, as
in a marriage, is an area for negotiation of cantral,

1. Programmes, Budgets and Approvals for Expenditure {AFEs)

Control of expenditure is achieved through the procedures established to
agree programmes and budgets, and subscquent relcase of approved funds.
The Opesator will have the delegated auchority to implemcm‘ all apreed
programmes and budgets. Hence, the approval of programmes and budgets
is ul key importance to partners i controling operations and their exposure
10 COSIS. _

Programmes and budgets arc usually agreed annually. Different provisions
will ofren apply to exploration, appraisal, development and production phascs
ol the work and this s worth a quick explanation.

{i) In relation to the exploration phase, for example, the budget and
plan is usually proposed on an annual basis only and fali-back
provisions will be included in case the parties are in deadlock znd
unable ro reach agrecment rcgarding the completion of licence
obligations within the requisite Licence time frame.

(i1} Development budgets and plans on the other hand are proposed for
the entirety of the development; the plan determining the dursation
for the development.

(iii} Appraisal programmes fall in between these as in pracrice all
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appraisal necessary before development will not be agreed in onc
Programme. ’
{iv} Production programmes revert to the annual pattern,
“The budget in cach case usnally comprises two sections: the capital budges,
e.g. for drilling or development costs, and the operating budget, e.g. for
manpower and overheads. It is common to acknowledge that both the budger
and the progtamme may require amendment.
Anacther level of cost control is also incorporated: the concept of the AFE.
_ Once a budget has been approved, approval of the Operating Committee by
way of AFE of specific activities and/or major commitments may be required.
For cach of the different budgets, the anticipated expendirure fevel ar which
Operating Commitree consultation is tequired may vary. As the budget is
very much a forecast of spending, the ability to review expenditure by way
. of the AFE-is of value te the non-operators in controlling the way in which
available funds are commirted and limiting the Operator’s discretion, On the
other hand, the non-operators should not be_allowed to delay or prevent
operations pursuant to an agreed programme and budger by unreasonably
manipulating the ATE peocedure. Hence, the cequirements for AFE approvals
ete. is anothér arca of negotiation. In most JOAs approval of the AFE is
subject to the same passmark as the original programme and budget, although
some JOAs provide for deeming of approvals unless a specified percentage of
ncgauvc vates is recrived.

2. Further Limits on the Operator: Contracting Approvals

in addition to the budget and AFE limitations, the Operator will usually be
required to conform to specified requicements regarding contracting. This can
include 2 requitcment that the Operator secks competitive tenders and sealed
bids, does noc use its affiliates to perform operations without Operacing
Committee consent, liaises with the Operating Committee en terms of
contracting and choice of contractors, ctc. Specific monetary Jevels will also
be set above which the Operating Committec may be tequired 1o agree
contract award. Again this is an arca of diffcrence between the Operacor,
who will want to have a large amount of Aexibilicy and a high enough limit
for conrracting to enable it to “'get on with the work™ and the other parties,
who will want to maintain a degree of input and control over contracting
both in respect of contract terms and contractor selecrion.

With the trend towards mujti-venture contracting, shared facilities and the
contracting-out of traditional cperator services, the more usual provisions on
contracting may not be sufficient. In negotiating new JOAs or in going
forward with changes in methods of operations, one should be aware of hos
the contracting provisions will apply and whether the non-operators will be
sufficiently protected and informed.
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' 3. The Accounting Procedure and Rights of Audit

Control is also exercised over operstions through the use of the Accounting
Procedure, which will form a part of the JOA. It is a critical facet of the JOA
and will demand as much time in negotiation as other key aspects. The
putposc of the Accounting Procedure is to establish and decail the workings
of the Joint Accounr, determine what costs the Operator may charge 1o the
Joint Account and how they are calculated and to ensure that generally
accepted accounting procedures are adhered ro. The intene is thae the Operator
should neither gain nor lose by reason of its acting as Operaror and running
the Joint Account. Areas of contention include level of contingencies to be
buih into budgers, overhcads {generally) and parent company overhead (or
PCOY, redundancy costs, etc. The parties should attempt to clarify the narure
and type of itcms that can be legitimately included, especially in rclation to
extraordinary itemns like bonus, share schemes and office relocations. Other
areas that should be covered include record-keeping, reportmg, and inven-
tofies.

The right to audiv will be preserved within the main JOA provisions and
is an important longer term protection for partners. The Accounting Procedure
will generally sccure the audir right and provide details on the handling of
the audits and any resulting claims,

Consideration should be given here 1o the use and handling of multi-
venure audits, which have become faicly common. Those audits may uncover
guestions and claims that affece several joint ventuses, with allocation of costs
and benefirs as well 2s the adminisiration of bringing and erforcing claims
being more complex.

Insurance and Litigation

Moving away from cost control, the JOA also provides other operational
protections in securing the joint venture and protecting it—the insurance and
litiparion provisions.

There are two categories of insurances which are the subject of the JOA:
those required by law and those which are desired by the joint venture,

L. Msurances required by Law

The Operater will be abliged to carty insurances required by any Act, by the
Licence or by applicable law. Generally, legally required insurances apply
only in relation to employee-related insurances held by the Operator and
reimbursed by the joint account. Also, all Operacors are required by the DTI
to become parry to the Offshore Pollution Lizbility Agscement {OPOL) which
pravides for liability in the event of pollution damage and clean-up. The JOA
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will, therefore, also deal with the Operator’s obligations as to membership
and compliance, and with the non-Operator undertakings, the handling of
claims, etc.

2. Optiomd Insurances

The Operating Committee may also agree to carry certain other insurance
"cover for the benefit of all or some of the partics. This may be so, for
example,in relation to drilling, construction or production insurances. The
most usual insurance to be carricd jointly by the parries is Construetion All
Risk {CAR) 10 cover the construction and installation of joint developments
from design and installation through the wactanty period. Most companies
will _carry their own gencral business cover, bur will be required under
“the JOA to evidence that cover in liey of participating in joint insurance
programmes. :

The litigation provisions of most JOAs are dsvally fairly straightforward.
The Operator is requited to notify the parties of any incidents which could
give gise to litigation and of any claim, litigation, lien or demand, etc. The
Operator Is usually given a mandate to setele claims and litigation ro a pre-
agreed limit (generally at a faitly low Jevel) and to take any steps to prevem
a judgment being entered in default or tp contest jurisdiction.

_There may also be provisions specifically ensuring thar in relation to
contractors, 5o as to aveid muktiplicity of Jitigation, claims are only made by
or thraugh the Gperator and {as part of the contractual terms) against the
Operator.

Whete the joint venture wishes to take a master to litigation {as opposed
to defending a claim) the parties will invariably have to be consulted and
may or may not scek to have the Operator represent them.

Non-Consent and Sole Risk

The last area which may be considesed as protection of operational interests,
is that of non-consent and sole risk.

As has been noted, the main method of control of operational interests is
through the Operating Commitiee, which controls the direction of activities
by passmark vote. The passmark, however, cannot protect all the varying
interests, Parties with small percentage interests wifl nor want to be voted
into activities which they may not support or may not be able 1o fund,
whereas parties with sighificant interests in .the block may not want ta be
prevented from developing the asser because they cannot pass the voting
hurdle. Two methods by which the parties can protect their interests further
are by the use of a Non-Consent clause and/or a Sole Risk Clause.

It is not unusual to find both of these provisions in a JOA. Both allow, in
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certain circumstances, for activities to be undertaken by some {and nor all)

of the parties, thereby splitting the interests of the group in relation o the
-acreage. The main difference between the two is the measure of support &
proposal has received at the Operating Cominittee; parties can non-conscnt
only after a proposal has been passed whereas a proposal giving rise to a sole
risk will not have received passmark approval. ’

1. Non-Consent

Non-vonsent is usually a protection for small parties. Where 2 non-consent
clause is included; the form of the clause will depend much on the’ passmark
agreed and the relationship of the parties. The lower the passmark and the
more disagreement anticipated berween the parties, the more likely thar the
smaller percentage holders will seek non-consent provisions.

However, as non-consent clauses act contrary to the base premise of the
JOA—majoerity rule—they are not universaily accepted for inclusion in JOAs.
There is no clear “standard” in use and hence the drafting of the clauses
varies widely. Non-consent provisions will almost invariably not apply te
licence obligations, which the parties implicitly accept by acceptance of the
Licence. There may also be limitations on the types of projects to which non-
consent applies and to the timing and consequences of a non-consent decision.
Invaciably, there will be penaliies atrached if the non-consenting party wishes
o re-join the joint development at a later time, similar to rhe sole risk
arranpements to which it may cross-relare.

1. Sole Risk

Sole risk provisions on the other hand, are fairdy universally accepred.
They recognise that a proposal (drilling, appraisal or development} may be
considered worthwhile by some parties bur may not meet the “majority”
passmark hurdle. To allow the patries to proceed to develop their asscr they
may do so art their sole risk.

Sole risk provisions have been used in the industry in various forms for
quite some time {znd were included in the BNOC Proforma). They have
developed inro quite lengthy, complex and cumibersome clavses which do not
always work effectively in pracrice,

However, as they arc common provisions {and there are several examples
of sole risk projects undertaken in the Notth Sca} several aspects of the sole
risk clause should be noted.

{i) The projects to which the sole risk applies will be limited and
strictly defined. Close artention will have to be paid to the drafting
of the clauses and the technical references o which they relate, for
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example in relation to geological closures, ¢tc., where mapping may
vary.

{ii) Preconditions for notices and timing will be set in the JOA and
must be strictly adhered to. Where the time set for notices is very

_long, it may actually act to frustrate the parties® ability to undertake
2 desired project and a balance should be sought 1o ensuse that the
other parties have sufficient time to consider the sole risk proposal
but not such-a long time so0 as to frustzate it per se.

(i) Provisions will delineate the shared intercsts of the sole-risk parties,
operations of the sole risk project and whether, and on whar basis
existing joint property may be utilised.

{ie} The Operator wilt usuaily operate the sole risk project, whether or
not it participates as a sole risk party, if joint properry is used.

(v} There will also invariably be penalties for participation by non-
sole-tisk parties ac a later time. These penaltics are usually based
aon 2 multiple {[commonly of 10 to 20 times) the original cost of the

- project, since the later participants do not face the same risk as the
sole-tisk partics,

{vi) The metheds of repayment range from production pay-backs to
cash payments to carries for furure coscs; all of which have different
tax and capiral consequences, as berween the parties and (given the
changing face of tax legislation} over time.

fvii) The sole risk area will form a separate area within the JOA/Licence
atea, which may cause some difficulties in dealing with the asser,
both within a group and in relation 1o third partics.

Thankfully, in practice, sole risk is used more as a threat to bring other
partics along in support of a proposal, than it is a means of alternative
operations. However, 25 more and more Nocth Sea discoveries are developed
as satellite fields and as infrastructure is more likely to be vsed to accommodate
lhirfi party usage, the economics of any given proposal are unlikely o be
cqusralcnt m.all partners, It may therefore be desirable for more thoughe to
be given to simplifying and rationalising sole risk provisions to cnable them
10 be more easily understood and used in furure.

PROTECTION OF EQUITIES

The legal protections which form this section, arguably overlap with the
protection of operational interests discussed abave. They are scparated out
‘”"Y‘ because it is felt they relate more to the long-term protection of the
parties” rights in the asser, than in the day-to-day operations in relation to
the JOA. Perhaps also, continuing the “marriage theme”, they are more akin
to 2 d.ivon:e, which involves the severing of the relationship and the distribution
of joint property. Like a divorce, one can view the various clements of this

24

PROTECTION OF EQUITIES

section in terms or faul/defzult and consensual separation.
In default, a parry may be forced to leave the joint venture whereas parcies
may consensually seek to leave the joine venture by way of assignment or

; wilthdrawai.

Fault/Default

The JOA will specifically provide for cases of défault. This is defined as the
failure by a party to the JOA to pay its share of cash calls within the time
set for payment. The terms will deal with notice and remedying default as
well as the procedure for seeking recompense and ultimate removal of the
defaulting party.

Terms usually provide that after notice and a ser period {a short time such
as six to 12 days) the defaulting party will forfeit rights under the JOA,
including access to informatian, attendance at meetings and rights to petroleum
produced. The non-defaulting parties are required to pay (in pro-rata shaces)
the amount ousstanding (as it is not the Qperator’s obligation to fund the
joint venture). The defaulting party is given the right 1o remedy the default
at any time prior to fetfeiture, subject to payment of interest {at penalty rare)
on the overdue amount. : a

If the default continues for a further set petiod (usually 60 days) the
defauiting parcy may be obliged to forfeit its intcrests in the JOA and under
the Licence. The non-defaulting patties have the right to acquire the defaulrer’s
interest in pro-rata shares or, as otherwisc agreed between them, subject of
course to the consent of the DT If the non-defaulting pardes do nor
wish to acquire the defoulter’s interests, then the Licence may have to be
relinquished.

In any event, the question of liability for abandonment remains: it should
not be open to a party to withdraw from the JOA by way of defaulting on
its obligations and cscape abandonment liability. Modern JOA's usually
provide for this ongoing hability, much the same 2s in the withdrawal
provisions, sct forth below. _

One area of difficulty in the drafting of default provisions is that the parry
in defaule {or its receiver or liquidaror) is not likely vo co-operate in signing
documents for the transfer of its interests to non-defaulting parties in the case
of a forfeiture. Some JOAs will, therefore, include provisions for a power of
attorney, given at the ourset of the agreement, enabling the Operator for
other party) to execure documentation.

Default in payment is actually quite rare, other than short term errors in
administration or disputes berween the parties on specific hillings. Hence, it
has not been questioned seriously as to whether the default and forfeiture
provisions would be enforceable in litigation or whether they would be
considered penalties and hence unenforceable. [t is worth remembering that
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- will, therefore, alio deal with the Operator’s obligations a3 to
and compliance, and with the non-Opetator undertakings, the handling of
¢laims, etc.

2. Oprfand Insurances

Fhe Operating Committee may abso agree 1o carry certain other insorance

“cover for the beneSic of all or some of the pammies. This may be 3o, for
axample, in ielation to drilling, construction or production insurances. The
most usual insurance 1o be carried jointly by the parties is Construction All

Ritk (CAR} 1o cover the construction and instailation of joint developments

- from design and installation through the warranty period. Most companics

- will carry their own general business cover, bur will be required under
‘the JOA to cvidence that cover in Diewr of participating in joint insurance
programmes.

The litigation provisions of mow JOAs aze asvally fairly mraightforward
The Operator is requited 1o noufy the parties of any incidents which could
give tisc 1o Inigation and of any ciaim, Tiigation, lien or demand, e, The
Operator i wsually given 2 mandare 1o sertde claims and litigation ro 3 pre
sgreed limat (gencrally at a fairly Jow Jevel) and 10 1ake INY S1EPE 10 provem
a judgment being entered in defaukt of 1o contest jurisdicrion. :

There may alio be provisions specifieally enturing that in relation 1o

contractors, so ak to arosd multphicnsy of btigztion, claims are only made by

or tuough the Operator and (a3 part of the contraciual terms} agarst the
Opecator,

Where 1he joint venture wishes (0 take 2 matter 1o bugation (as oppored

to defending 2 clam) the parues will invarably have 0 be consulred and

may of may not seek 10 have the Operaror represent them.

Non-Consent and Solc Risk .

The last avea which may be comidercd 25 proteenon of wperational intesesis,

is thar of noa-consend and sole sk, S
As has been noted, the mamn method of control of operstions| interests 1

through the Operating Commattee, which comrols the ditection of scremes

by passmark woee, The peosmark, however, canmon proaect all the raryng

intreeits. Paroes wph small Fercentige imerests will nor want 1o be vored

imo sceviteer. which they may por support of may not be able to fund,

whereas paniwes with spnuficam interests i the Slock may pet want to be

prevented from developerg the et becayse they cannot pasy the vormg < -
hardic. Two meshods by which the parsies can protect thew interests further

are by rhe oar of 4 Now-Corvent clanse andror 2 Soie Rink Claue.

Ir is not umssaal 1o o bohs of these provisions 1 3 JOA. Boch allow, in

2

A

otk clavte shonly be noted,

PROTECTION OF OPERATIONAL INTERESTS -

certain cirtumnstances, for activities to be undertaken by some {and not all)
of the parties, thereby splitting the interests of the group in relation to the
scrcage. The main diffezence between the two is the measure of support a
proposal has received at the Operating Committee; parties can non-consent
only after a preposat has been passed whereas a proposal giving rise 1o a sole
risk will not have received passmark approval. ’

1. Non-Cornsent

Nontonsent is usually 2 protection for small parties. Where a non-consent
clausr iy included; the form of the clause will depend much on thepassmark
agreed and the relationship of the parties. The lower the passmark and the
mote ditagreement 2nticipated benween the parties, the mote likely chat the
smaller percemage holders will seck non-consent provisions.

However, a3 non-consenr clauses act comrary to the base premise of the
JOA—majority tule——rhey arc not universally accepted for inclusion in JOAs.
There is oo clear “seandard” in use and hence the drafting of the clauses
varies widely. Non-consent provisions will almost invarably nog apply to
heence obligations, which the partics implicitly accept by acceptance of the
Licence. There may also be Emtations orr the types of projects to which non-
¢onsent applics and to the timing and conscquences of a non-consent decision.
lswnpah"iy. lhtrg will be penaliies attached if the NOR-LONSEANNg party wishes
o reaoin the jont development ar a lacer time, similar 10 the <ole risk
ateangements to which it may crosy-selate

1. Sole Risk

inlr risk provisions on (he other hand, are fairly Universy [
Ther recognae thae 3 proposal (dsilling, appsaisal or developm
suimidered worthwhile by soeme parties b
rFanmark hardle. To allow the paities 10
may do 36 a their sole sk
Solr rsk provisions have been used in the industey i
YUHE some time {and were included in che BNOC DProf
developed into yunee lkengshy, <omplex and cumbersome ¢l
Mways work elfectively in pPrachce.
c-!]'fowt\iﬂ'. a ‘they are commion provisions (and there
sole mk ProYects underiaken in the Nosth Sea) sever

¥ accepted.
ent} may be
“majority"
T asser chey

Ul may not meer the
proceed to develop th

Yatous forms for
9TMa}. They have
auses which da nor

are severy| examples
al aspecyy of the sole
) The projeces 10 which
“ricily defined. Close ap
of the clayses and the o

the sole risk applies will
Tentton will have 1o be payg
echnical references 1o which

be Kmireq and
to the drafting
they telate, for
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JOINT OPERATING AGREEMENTS

example in relation to geological closures, ¢tc., where mapping may
vary.
Preconditions for notices and timing will be set in the JOA dnd
must be strictly adhered to. Where the time set for notices is very
. long, it may acmally ace to frustrate the parries’ ability o undertake
a desired project and 3 balance should be sought o ensure thae the
other parties have sufficient time to consider the sole risk proposat
but not such a long dme 50 as to frustrate it per se.
Provisions will delineate the shared interests of the sole-risk parties,
operations of the sole risk project and whether, and on whart basis
existing joint property may be utilised.
The Operator will usually operare the sole risk project, whether or
not it participases as a sole risk party, if joint property is used.
There will also invariably be penalties for participation by non-
sole-risk parties ar a later time. These penaltics are usuaily based
on a multiple {commonty of 10 to 20 times) the original cost of the
- project, since the later participants do not face the same risk as the

- sole-risk parties.

{vi) The_methods of repayment range from production pay-backs to
cash payments to carries for future costs; zll of which have different
tax and capita) consequences, as between the parties and (given the
changing face of tax legislation) over time.

{vii} The sole risk area will form a separate area within the JOA/Licence
area, which may cavse some difficulties in dealing with the asser,
both within a group and in relation to third partics.

Thankfully, in practice, sole risk is used more as a threat to bring other
partics along in support of a proposal, than it is a mcans of alternative
operations. However, as more and more North Sea discoveries are developed
as satellite fields and as infrascructure is more likely 1o be used to accommodate
third party usage, the economics of any given proposal are unlikely to be
equivalent to all partners. It may therefore be desirable for more thought to
be given 1o simplifying and rationalising sole risk provisions to enable them
to be more casily understood and used in future.

PROTECTION OF EQUITIES

The legal prosections which form this section, arguably overlap with the
protection of operational interests discussed above, They are separated our
only because it is felt they relate more to the long-term protection of the
parties” rights in the asser, than in the day-to-day operations in relation 1o
the JOA. Perhaps alse, continuing the “marriage theme™, they are more akin
10 a divarce, which invelves the severing of the relationship and the distsibution
of joint property. Like a divorce, onc can view the various elements of this
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section in terms or fault/defaule and consensual separation.
In defaule, a party may be forced ro leave the joint venture whereas pardes
may consensually seek to leave the joinr venrure by way of asstgnment or

" withdrawal.

Fault/Default

The JOA will specifically pravide for cases of défaul. This is defined as the
failure by a party 1o the JOA to pay its share of cash calls within the time
set for payment. The terms will deal with notice and remedying default as
well as the procedure for secking recompense and ultimate removal of the
defaulting party.

Terms usually provide that after notice and a set period {a short time such
as six to 12 days) the defaulting party will forfeir rights under the JOA,
including access to information, attendance at meetings and rights te perzoleum
produced. The non-defaulting parties are required to pay (in pro-rata shares}
the amount outstanding fas it is not the Operator’s obligation to fund the
foint venture}. The defaulting party is given the right to remedy the defzult
at any time prior 1o forfeiture, subject to payment of interest (at penalty rate)
on the overdue amount, : a

if the default continues for a further set period {usually 60 days) the
defaulting parcy may be obliged to forfeit its interests in the JOA and under
the Licence. The non-defaulting parties have the right to acquire the defaulter’s
intercst in pro-rata shares or, as otherwisc agreed between them, subject of
course to the consent of the DTL If the non-defaulting parties do not
wish to acquire the defaulter’s interests, then the Licence may have to be
relinquished.

In any event, the question of hability for abandonment remains: it should
not be open to a pacty to withdraw from the JOA by way of defaolting on
its oblipations and escape zbandenment Hability. Modern JOA’s usually
provide for this ongoing liability, much the same as in the withdrawal
provisions, sct forth below.

One area of difficulty in the drafting of default provisions is that the party
in default {or its recetver or kguidarer} is not likely to co-operate in signing
documents for the transfer of its interests to non-defaulting parties in the case
nf a forfeiture. Some JOAs will, therefore, include provisions for a power of
attorney, given at the outset of the agreement, enabling the Operator {or
other party) (o execute documentarion.

Default in payment is actually quite rare, other than short 1erm errors in
administration or disputes between the parties on specific hillings. Hence, it
has not been guestioned seriously as to whether the default and forfeiture
provisions would be enforceable in litigation or whether they would be
considered penalties and hence unenforceable. It is worth remembering that
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example in relation to geelogical closures, ctc., wheee mapping may

vary,

{ii} Preconditons for notices and timing will be sct in the JOA znd
must be suictly adheted to. Where the time sct for notices is very

. long, it may acrually act to frustrate the parties” ability to undertake

a desired project and a balance should be sought to ensure thar the

other partics have sufficient time to consider the sole risk proposal

but not such-a Jong rime so as to frustrate it per se.

(i) Provisions will delineate the shared intercsts of the sole-risk parties,
operations of the scle risk project and whether, and on what basis
existing joint property may be ucilised.

(iv) The Gperator will usvally operare the sole risk project, whether or
not it participates as a sole risk party, il joint properry is used.
There will also invariably be penalties for participation by non-
sole-risk patties at a later time. These penalties are usuaily based
on a multiple {commonly of 10 to 20 timzes) the original cost of the

- project, since the later participants do not face the same risk as the

-~ sole-risk parties.

(vi) The mecthods of repayment range from production pay-backs 1o
cash payments to carzics for future costs; all of which have different
tax and capital consequences, as between the parties and (given the
changing face of tax legislation) over rime.

{vii) The sole risk area will form a separate area within the JOA/Licence
area, which may cause some difficulties in dealing with the asser,
both within a group and in relation to third partics.

Thankfully, in practice, sole risk is used more as a threat to bring other
parties along in support of a proposal, than it is 2 means of alternative
operatians. However, as more and more North Sea discoveries are developed
as sarellite felds and as infrastructure s more likely to be used to accommodare
third party usage, the economics of any given proposal are unlikely to be
equivalent to all partners. It may therefore be desirabie for mote thought to
be given to simplifying and rationalising sole risk provisions to enable them
to be more casily undersiood and used in future.

—

PROTECTION OF EQUITIES

The legal procections which form this section, asguably overlap with the
protestion of operational interests discussed above, They are separated our
only because it is felt they relate more to the long-term protection of the
parties’ rights in the asser, than in the Jay-to-day operations in relation 1o
the JOA. Perhaps also, continuing the “marriage theme”, they are more akin
to a divarce, which involves the severing of the relationship and the dissribution
of joint property. Like a divorce, one can view the various elements of this
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section in terms or fault/default and consensual separation.
In defaule, a parry may be forced 1o feave the joint venture whereas parties
may consensuaily seek ta leave the joint venmure by way of assignment or

" withdrawal.

Fault/Default

The JOA will specifically provide for cases of défaulr. This is defined as the
failure by a party ta the JOA to pay its share of cash calls within the time
sct for payment. The terms will deal with notice and remedying default as
well as the procedure for secking recompense and ultimate removal of the
defaulting party.

Terms usually provide that after notice and a set period (a shorst time such
as six to 12 days) the defaulting party will forfeit rights under the JOA,
including access to information, attendance at meetings and rights to perroleum
produced. The non-defaulting parties are required to pay {in pro-rata shares)
the amount outstanding {as it is not the Operator’s obligation to fund the
joint venture}. The defaulting parey is given the right to remedy the defaule
at any time prior to forfeiture, subject to payment of interest {at penalty rate)
on the averdue amount. : -

If the default continues for a further set period {usually 60 days) the
defauiting party may be obliged to forfeit its interests in the JOA and under
the Licence. The non-defaulting parties have the right 1o acquire the defaulter’s
interest in pro-rata shares or, as otherwisce agreed between them, subject of
course to the consent of the DTL Il the non-defaulting parties do pot
wish to acquite the defaulter’s interests, then the Licence may have to be
relinquished.

In any event, the question of liability for abandonment remains: it should
not be open to a party to withdraw from the JOA by way of defaulting on
its obligations and cscape abandonment liability. Modern JOA's usually
provide for this ongoing habstity, much the same as in the withdrawal
provisions, sct forth below,

One area of difficulty in the drafting of default provisions is that the party
in default {or its receiver or liguidator) is not likely to co-operate in signing
documents for the teansfer of its interests to non-defaulting parties in the case
nf a forfeiture. Some JQAs will, therefore, include provisions for a power of
attorney, given at the ourser of the agreement, enabling the Operator for
other party} to execure documentatton.

Default in payment is actually quite rare, other than shorr cerm errors in
administration or disputes between the parties on specific billings. Hence, it
has not been questioned seriously as to whether the default and forfeiture
ptovisions would be enforceable in litigation or whether they would be
capsidered penalties and hence unenforceable. It is worth remembering that
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forfeiture of production is only of value to the parties where the asset js
producing, at which time the value of any forfeited production may well
exceed the quantum of the breacht

Assignment and Pre-Emption

Where partics.scek to leave the joint venture by way of transfer of their
in_tcrcstg {sale, swap or otherwise) they will be required to canform to various
rules and limitations. Primarily, the assignment of rights under the Licence
will tequire the consent of the DTI. Additionally, the JOA will also deal with
rights to and limitations on assignment, There are two main (and conflicting)
trains of thought in relation to assignment rights: on the one hand that the
Licence is an asset and should be, therefore, freely rradable and, on the other

_ hand, that the Joint Venture is a group relationship that should be protected.
The JOA will seck to balance these concerns. '

1. Limitations on Assignment
{I) The Undivided Interest

- Virtually all JOAs only allow a transfer of an "undivided” interese. This
does not mean that a pany holding a 20 per cent interest can only transfer
the whole of its 20 per cent: it means that 2 party cannot transfer some or
all of the rights attaching to a percentage interest without transferring the
catresponding obligations. Special arrangements are usually made between
the partics in the casc of illustrative agreements berween affiliates or where
specified financing arrangements are to be put in place.

{ti) Consent of Parties

Virtuzlly all JOAs will require that the other parties consent to the proposed
transferee, particularly if the incoming party is new to the JOA. This is not
unreasonable, since, similar to a parenership, a joint venrure requires co-
operation of the parties. Often, however, the consent is limired: it usually
must at feast be “reasonable™ and in some cases can only be based on the
financial capability of the transferce. The right ro consent can be parricularly
useful to the partics as it can cnable them to seek additional security from a
smaller, less financially sccure, new party as a conditien of consenr.

(i} Minimum Interest

Less commonly, some JOAs limie the minimum interest that a party can
hold, so that a party cannot transfer an interest to a new party which is
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below the minimum or which would result in the transferee helding an
interest below the minimum.

{iv) Inter-AfGliate Transfers

"Usually, transfers berween affiliates are dealt with more favourably (ie.
with less restrictions) ander JOAs. A transfer to an affiliate may not require
consent, particularly if the transfcror remains secondarily liable. However,
some JOAs may requice a re-transfer in the event that a Affiliate is disassociated
from the origina! Licensee. This is beneficial ro protect circumvention of pre-
emption rights by salc of a company, but can, in effect, put 2 greater reseriction
on transfer of an asset.

v} Pre-Emption Rights

More importantly, transfers of interests can be restrained by rights of pre-
emprion. In order to protect their interests in a joint venture, the parties may
seek to include various rights of ' first option™, These range from fairly simple
requirernents to pre-notify an intended disposal thereby allowing the ather
parties to propose offers which may (or may not) be accepred by the party
proposing an assignment, to full blown rights to pre-empr {or take over) a
negotiated transaction with a third party.

There atre numerous concerns with the drafting and application of pre-
emption clauses. One should consider if inter-party transfers will be subject
10 pre-emption {(as the group underlying the joint venture is preserved in such
<ase}, Also, to be considered is whether the transferring party will be reguired
to state a cash value where the considerativn for the disposal is non-cash, i.e.
a swap ot farm-in. Will the drafting allow for “equivalent'” terms to apply
where a transaction cannot exactly be pre-cmpted, e where an asser is
packaped with other assets in a complex sale and purchase?

There is hitle case law on interpretation of pre-emption clauses, but in the
unreported Texas Eastern litigation in 1989, in respect of a Bidding Agreement
the Court showed its willingness to interprer a clause widely in seeking to
protect partner pre-emption sights. Therefare one cannot be dismissive of
JOA provisions in structuring asset transactions. The value of the right to
pre-cmpt by non-transferring parries is not so much a “protection”™ as an
vpportunity to gain. Pre-emption clauscs undoubtedly cause difficulties for
parties wishing to teansfer cheir assets. In some cases, they cause undue delay
even where the other parties do not wish 1o exercise pre-emption. In other
cases, they may prevent or distort mulni-asset deals where pre-emption applies
vnly tn part. Pechaps this underpins the cutrent tendency to omit pre-emption
provisions from new JOAs, After all, while-ir is difficult to predict one’s
company's future position in relation to its assets, in the shrinking scope of

27

TRy




JOINT OPERATING AGREEMENTS

No-ﬂh Sca acty ¥ily, Lest, ¥y &
» mctulll'lg O{ hﬂ[d.lﬂgs IS common, [ ma WC" bc t!l 4
. At
'hC u'ﬂld 15 {Q allow casLer l:ransfels n ﬁ.l['l.lfﬂ. .

Withdrawal

While, 2s -indic?rcd above, 2 party can leave the joint venture marri
volup&;rgly. s:.tb;e:.: '¢ certain consents and rights of the other part?:smlf;
provi a “new"” marriage partner, je. igning iss i i

course, presumes that thcreg ispa market ecafl?;;s:]sg:::l %ofstl::t:::::S)V:’}'ll;' o
any_f)ther pravision, the partics wonld otherwise be in the 'oin't -
marriage untl."death”, ;¢ upon termination or surrender of’ the Ir cence,
chc:'c JOAs will provide another means of leaving by way of withd ’Cﬂ;“—

Wul'_adrayval allows parties 10 leave the Licence and JOA in c:erm"'!‘r=l ;
- €urastances. Similar in rationale 1o non-conseat, withdrawal is ney ﬁ:nl o
~ apply bq_:fore all licence obligations have been satishied, Withdraw: T 2y also
be prolynbitcd in the critical final months of the im'n‘ai. term whcnathmay af_so
are trying to determine whether to continue the Licence and, if s: P“;’)‘f“}f

;crc_agc is to be ‘?urrcndcrcd. Duee to the Gnancial commi:menr’s cmcr‘e: ine
y. the parties, withdrawal is also likely to be prohibited until a deve| et
program‘mc approved by the DTI has been complered, Fopment

. ]'v:losr importantly, the non-withdrawing parties muse agree o take up th
_ :vqaur::yti)e;:ist:rgndzrgq.by :ihe withdtawing parey. Partners are not IikcI;y t:

Pt the additronal equity if it bas been ency bered, £

by way of over-riding royalties or net production interes G This i pn c'xamp'c
Impartant as the withdrawing Pasties {and possibly rc::..ai.]r;?r:; ';:3;::::;3;::

“ . . :
nquantifiable sums over an indefinite time, then there is als

security for the lizbilicy, wherea
. s the releasc of the liahilj
Mmay put the remaining Parties at some rjgk. helisbilty st an waeed value

Abandonment

The JOA will y ini i j
agreejterms ! suall)f, ar sumimum, include ap obligation for the parties 1p
or security of abandonment, The terms will recognise thae th
e
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parties arc jointly and severally liable for abandonment under the Licence
and seck to ensure that the partics arc liable for their pro-rara share; no more,
no less. Abandonment is often the subject of separare and intense negoriztions,

“more usually, before a development is taken forward. This is discussed in

detail in another chapter.

MISCELLANEQUS PROVISIONS ..

The remaining JOA provisions may not clearly fi into the scope of protections,
set forth above, but are no less important.

Confidentiality, Public Announcements and Trading Rights

The information generated by the Joint Venture is undoubrediy one of the
assets of that venture and, hence, should be protected. Confidentiality pro-
visions will, therefore, invariably be included in any JOA. The drafing of
those provisions will vary and consideration should be given to exclusions to
confidentiality as well as to the scope of the protection offered.

The JOA will usually protecr as confidential the JOA itself, as well as
information exchanged berween the parties, both in relation to the JOA, the
partness’ corporate businesses and all information and daca generated pursuant
to joinr cperations, including, but obviously not limited to, technical dara.
Usual exclusions may include:

{i) information already in the possession of the receiving parcy (as
shown by its wrirten records and which is nor otherwise hound by
conhdentiality obligations);

() information which becomes generally available 1o the public other
than by breach of the JOA;

{iil) imformation required to be disclosed by law, pursuant to the
Licence, or by court ordet, or by a governmental or arher hody
having jurisdiction;

(iv) informarien required to be disclosed o stock exchanges (rcalising_

that some exchanges, such as that in Auscralia, require a con-
siderably greater amount of disclosure than most English companies
are used roj;
(v} disclosure 1o affiliates, subject to confidentiality restrictinns;
{vi} disclosure to banks and finance houses o obtain financingg subject
to confidentiality resceicrions;
{vii) disclosure 10 consultants and agenrs, on a need to know basis and
subject to confidentiality restrictions; and
{vii} disclosure 1o bona fide intending purchasess of the assct, subject-to
confidentiality restrictions (although the whole of this provision is
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oprional and is sometimes subject to noti i
. tice periods or is pug.
ﬁ:)sefully omitted where firse option/pre-emption rights appl)l: :0
Confid _a;_ partners .havc cfar]y waming of intended disposals),
e nf entiality pravisions will generally provide for applicability to a par
},owe: ter 1t[ccases ta be a party o the JOA, These are arguably incffectiv?
how cr,ft_m ess the assignment/novation documents amending the JOA u ,
eA_ rabns er of interests formalise the continuing confidentialiry undcrtakjr;on
s betw. i .
e c: ;:?n the parties to the JOA, the JOA information is 1o be hc?cl
ential for a set period, vsvally the life of the JOA plus a given b
of years, five being fairly common. & rember
Akin to the general confidentiali isi
. 1 1ality provisions will be specific ibiti
on ;?ubhc anncuncements unless such announcements ar’; apprﬂizglb;tlor;:
pahx.t;;s. 'Il'!h;: applics both to announcements on behalf of the Joint Vcnfua
which will-be proposed by the Operator, and to indiv; g
h ‘ | y ividual partner
m:;xltsh[unlcss_ they are required by law or Srock Exchange I:rgulatic:l::;1 e
. th (;!.lgh It may scem somewhat anomalous to the obligation t;f con-
A entiality, 'n';‘o[s}r‘ JOAs provide for trading rights. This is the right of the
peraror, with the consent of the Operating Comimi
i with thid ot . hing Lommittee, to exchange technical
: thi - In practice, this is useful to obtain inf. i
arcas surrounding the Licence and/or with simj i eophreion
. . imilar geological or geophysi
properties, All pactners must be provided with informarion rccc?veg iﬁs‘:}?:

Lifting of Petroleym

Thel producrion and disposal of
liquids as defined in the Licence) is
Venture. The lifting of anc’s percentage interest

can prlejudice the liftings and cntitlements of
operations, the pariies agree production and |
subject of separate and detailed agreements} and
cannot separately derermine lifting programmes
crvolt 1o stare theit poduction. Hence any prod
be de‘:mcd not to have beeq producr:cl,and fo

benehir of all of the JOA parties. *

Q:I_urs. As part of the joint
Hung schedules {usually the
» therefore, individual patties
» convenicacly using the res-
uction not lifted, will uswuafly
main in the reservoir for the

Force Majeure

Common to i
most .
performance noy JOAs is 2 force majeure clause. Foyce Mmajeure ¢xcuses non.
suspends performance under contract where the failur
e o
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perform is duc 10 circumstances outwith the control of the defaulting party,
Drafting of these clauses may be simply a widely drawn sweeping exoneration
and/or may include 2 non-exhaustive list of circumstances and events. The
clauscs do not tend 10 be contentious. It is now fairtly well accepred that a
lack of funds is not considered force majeure, Similarly, it is usually accepted
that labour disputes do constitute fosce majeure, and notwithstanding that
serrlement is within the control of a party, there is no obligation to serrle

them oa unacceptable terms.

Applicable Law and Notices

It is important in the drafting of Notices Clauses to ensure that the parties
have the correct information {(and are kept informed of any changes to} the
address/addressee for delivery, and to specify how notices shouid be delivered
and when delivery is deemed to occur. The point is also of particulac
imporrance in advising on the day-to-day handling of JOA issues. This seems
very mundane, but will not be amusing when a partner refuses to accept a
misdirected or inappropriate form of notice and re-service is required to start
the running of, for example, a long pre-cmption period.

Similatly mundane is the Laws Clause. Why should it be necessary, one
asks, to statc that a North Sea JOA is subject 1o English law? In answer, one
would note that the laws of Scotland would be equally appropriate. Either
must be preferable to some of the early United Kingdom JOAs which were
subject to the laws of, for example, Texas or California.

Definitions and Interpretations

Of all the JOA provisions, these are arguably the most critical and will
undoubtedly take the draughtsperson the most amount of time. They cannor
be overlooked in negotiation or later in reviewing JOA provisions and giving
advice, as they underlie the meaning and intent of the substantive provisions.

A good JOA will have all of its defined terms Jisted alphabetically in an
easy 1o find piace either at the front or back of the document. Terms will be
concisely defined and well thought through. It is unusval, but not unheard
of, to have substantive provisions included in the definitions, although it is
nut desirable.

Coupled with a good {and correct) Index, proper page numbers and 2
consistent clause pumbering system, and with a precise record of Amendments,
Supplements and Novations thrown in for good measure, the industry could
be at risk of having JOAs that are user-Iriendly. Almost as frightening as the
partners n a masriage actually understanding each other!
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Exploration, Appraisal and
Development Farmout Agreements

Martyn R. David, Consultant, MRD Consultants Ltd

INTRODUCTION AND MOTIVATION

The teem “Farmout”, in commen with almost all the “terims of art” used in
international petroleum industty agreements, has jts origin in the United
States. Apparently it originally referred 1o a practice prevalent in the last
century whereby share croppers could earn a share in the procceds of farmess’
crops by working on the farmers’ land.

In the oil and gas industry, the term is normally applied to the situation
where one or more parties acquire an interest in a licence or concession in
return for performing work which wotld otherwise be done by the party or
partics disposing of the interest. It may involve the disposing party giving up
all its interest, but mote commonly thar party will retain part of its interest
in the licence oF concession. '

In deference 1o United Starcs practice the party disposing of the inregest
will be described in this chapter as the “Farmor” and the party acquiring the
intercst as the “Farmee”. :

Qil and gas companies enter into these apteements for a variety of reasons,
such as the following:

() In countries where new acreage is dispensed by host governnvents in
licensing “rounds™ farmouts are a means of manaping assct part-
folios cutside these rounds.

{ii) the cost-to-risk ratio of further exploration, appraisal or developmene
of acreage may be significantly improved if the risks of the initial
drilling can be transferred to another party.

(i} funds may not be sufficient to camplete all the work one might wish
1o, or which one might be obliged o pesform within 2 given time-
frame. .

(iv) the tax positions of the parties may differ. Many farrmn wells were
drilled in the United States prior 10 the Econoniic Recovery Tax Act
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of 1981 by independent companies who had better tax breaks than
the majors.

Whatever the reasons, in mature oil provinces where farmour agreements
arc petmitted, there will usually be a large number of farmout proposals,
gencrated by companies which wish to attrace farmees, “doing the rounds™
of expluration departments at any given time.

PROMOTE LEVELS

This chapter will attempt to cover all the features normally encountered in
farmout agreements, but negotiations, especially in the carly stages, tend to
revolve around two key points; how much interest is to be assigned and whar
-will be the exact nature of the work to be performed? A phrase commonly
heard during the comparative evaluation of farmout epportusitics is “promore
level™. . ' -

What is meant by this is simply the ratio between expenditure and interest
earned—an arrangement whereby a party reimburses past costs, or pays for
exploration work and then takes all the farmor’s interese, is referred to as 2
“ground floor™ deal, but if the farmee only carns, say, hall the farmor's
interest in return for paying all the cost of the work then thar would be
described as 2 “two for one promote”. If the farmes had only earned 2 28
per cent interest the deal would be deseribed as a “four for one promore”.
In the course of negotiation promote deals often become more complex; for
example it is quite common to see one type of expenditure on a “ground
fioor’” level and others at a two for one level within the same Farmout
agreement.

FARMOUT OBLIGATIONS—PERFORMANCE

Promote levels aze really pare of the commercial negotiations which precede
the farmout agreement irself; most of the problems and disputes which acise
during the currency of such agreements are the consequence of inexace drafting
of that part of the agreement dealing with the activities 1o be performed by
the farmee. There is a broad range of possibilities, ranging from seismic
options through multiple-well commitments to the ful) development carries
discussed later in this chapter,

Seismic Options

Under a scismic option the farmee conducts seismic work or acquires the data
from others, his work or expenditure normally being capped at an agreed
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level. The farmee then has time to evaluate the dara. If he then decides not

to drill a well he earns no interest in the acreage; if he drills he will earn

- interest in accordance with the promote level that has been agreed.

Multiple Well Agreements

Some multiple well agreements are similac 1o seismic options in thar the first
well earns no interest; only the second {and subsequent wells, if any) trigger
assignment of interest.

Alternatively the first well might earn a cettain percentage and the second
a different one. :

Substiture Wells

Substitute {or alternative} well provisions give rise to much wrangling during
the negotiation of farmout agreements, The need for such a provision springs
from the fairly common circumstance that the operator drilling the well is
unable, either through his own technical incompetence or faceors outwith his
contral, to reach the agreed target depth of dhe farmin well. The incerests of
the parties are pretty much opposed over this issue; the farmor cxpects his
prospecr to be proved or otherwise, otherwise the farmout is useless to him,
and this can normally be achieved only by drilling 10 the targer formation.

The farmee will take the view that having spent the money on drilling the
well, and particularly if she problems are outwith his conrrol, he should be
permitted 10 earn. The problem is compounded by a furthe: potential
complication—the farmee could experience the same problems all aver again
with his substitute well, and find himself in the position of having spent at
ieast rwice as much as originally envisaged without having earned any incerest.

Iv is suggested char the problem may be resolved by the establishment of 3
financial cap—when the farmee has spent thas capped amount on drilling he
is deemed to have earned his farmin interest.

Where especially deep wells are the subject of farmins, and there is a
possibility that the well will encounter potentially produciive horizons before
reaching target depth, it can be provided that some lesser interest may be
earned by the farmee should it be unable to achieve target depth.

Earn-ins

Practitioners in the United Kingdom will occasionally find themselves involved
in "earn-in agreements”. An “earn-in” differs from a normaj formin only in
the timing of a governmental approval, which is given only when Licence
work obligations are complete.

The "Earn-in” is the child of the United Kingdom Department of Trade

35

T T




EXPLORATION, APPRAISAL AND DEVELOPMENT

and Industry’s moral repugnance ar trading in licences before work obligations
have been completed—the theory being thar since licensces in the United
Kingdom “bid" for ficences in the Rounds by offeting work Programmes
‘rather than cash, they oughr to sec those programmes completed before using
the licences as part of their asser portfolios for rrading purposes. The DT on
the other hand docs not wish to discourage exploration work, hence the
evolution of the “earn-in™, which serves to protoct the respectability of all
concerned, but nevertheless increases the farmee's risk since It introduces a

considerable potential delay between date of jis exccution and the formalising
of the transfer of interest. : :

_Opératorship and “Contracting”

A farmin may. well be drilled by the farmee, if he is a qualified operator and
permitted to do so by local legislation, or by the operatoz under the

* Joint ‘Operating Agreement applicable to the Licence. The most common
asrangement in the United Kingdom is for the farmee to drill the farmin well,
and for this rEAsOR OPErALors see many mote farmin opportunities than non-
operators, Quite often the farmee will take over as operator of the licence,
Where the farmee is a non-operator the issue arises of his rights to influence
the-drilling operations and the farmor’s voting in the Operating Committee,
dutisg the period prior ro assignment of interesr. Where the farmor is not
ftself the operator the farmee will also nced to take care thar its obligations
vis-d-vis the farmor are the mirror of the obligations assumed by the operator
under the Joine Qperating Agreement—if the farmee's obligations under the
farmout agreement are more onerous than the operator's 1o its co-venturers
the farmee will be at risk.

A common solution to the problem of the farmee’s rights where he is nor
to opetate {or cannot) is for the farmee 1o be given specific rights by the
farmor within the framework of the farmout agreement,

These rights would normally include provision for the farmee to be

vote in accordance with the farmee's wishes,

Further complications may arise if the farmee is to deill the well himself
bus is not 10 become the operator under the Joine Operating Agreement and
the licence, In ¢this case, rather tham sce the officjal operatorship of the licence
Icapfmgging from one party to the other, the Department of Trade and
Industry in the Unjted Kingdom will prefer the farmee to be a conttactor 1o
the licence group for the duration of the farmout obligations. The farmee

will assume the same lizhilicies he would have undertaken had he been the
official operator.

3% . .

ASSIGNMENT OF INTEREST

Onc final complication which is often encountared in the pcrforl'!'lanu-{ atea
is that of “drilling groups”. Quite frequently a farmin opporrniry will be

- shared by several oil companies, and in this case they will be obliged o form

r the purpose of drilling the farmin well or wells, their c?nf:h{ct,
Zc%;ﬁ;pnf:chanisgl air):d decision-making process bcit}g governed by a “drilling
group agreement”, and they will appoint one of their numbﬂ: to bc ep.cr::tt(.)r.

Whatever the mode of performance agreed among tl.'nc parties, it is vital for
the draftsman to ensure that 2 farmour agreement is very clear as to ‘the
precise pature of the obligations assumed by the farmee an}:l as to their tlmlng.-

A farmout agreement will normally identify the farmin well or \.'l.re’:_llsI by
geographical location and by depth, alchaugh the act.ual depth drlllled Is e?[
important than the evaluation of thc_ target formation, so the c[ause:l w:h
commonly provide that the well be dnlled. e an agr_ecd de‘pth or to % dept
which permits evaluation of the rarget horizon, whichever is the sh'allo\.-\rt:ril |
" The timing of the drilling may be aut of the hand_s of the parties to the
farmout agreement, especially where the well has-been agreed by the parties
to the Joint Operating Agreement as part t‘Jf'an :lappr‘o\red_ t‘vork progra mmhe,
hut where the parties control timing of drilling it-will be important for the
farmor to specify a date by which the obligations must be complete, a:‘fd to
provide a mechanism for extensions of chat date, such as force majeure

circumstances.

ASSIGNMENT OF INTEREST

Pre-eroption

Befare addressing the issucs of methodology and timing of imcrlcst assighment,
it is worth first considering a feature of many joint operatng agreements
which may act to prevent the Farmout happening at all: pte-emption. _
This is not the place to debate whether pre-emption cla_uscs result in pac:uc:
fertering their rights to freely rrade their assets, or perinit the entrcnbche h(:l
companies in a patrolenm province to resist entry by ncwcomt!';, hur 1 zlv
have certainly become “lawyers’ playgrounds™ as auemprs to avoid them an
the resulting counter-measures become cver more elaborate. il s
Pre-emption clauses only really matter to farmees—the farmor wi . :;:nc
cessfully dispose of or dilute his interest whether the farmee m’f:m cx:sm gl
co-venturer perfarms the work for him. Farmees derest them andct ten atee L!,J
1o Jdefear them, normally by obscuring the nature of the consideration by
cross-farmouts, where an interest in a licence is cxchapged ffar :morher.. .
Some recent pre-cmption clauses attemnpt 1o prevent lhls_ happcnlr;g ])
requiring the farmor to state the cash value O_f the conlstdemnon, but gfei:
the value of a chance to drill a wildear well is very difficult o quanuly
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banker might well assign it a negative value, whereas explorationists will
always scent the nexe “company-maker”.

The period during which co-venturers may consider whether or not to
exercise their pre-emption rights is normally 30 or 60 days, although these
periods arc frequently waived where 2 co-venturer knows it has no intention
of pre-empring.

'Timing of Assignment

There are two basic options as to the timing of interest assignment under a
farmout agreement; it may take place when the earning obligation has been
fulfilled, or at an earlier point with provision for reassignment if the earning
obligation is not fulfifled. '

_The )arter arrangement, which prima facic scems absurdly risky for the
farmoe, was nevertheless common in the United Kingdom and is still standard
practice in some other covntries. -

OTHER PROVISIONS OF FARMOUT
AGREEMENTS

P, .. -
wﬁ\mntc!e;cls._modc of performance and timing assignment are the principal
meectal points to be negotiated in a farmout deal, but the agreements

will contain 2 rumb il on
<r 0{ olher clmscs requIri, dlaftin Tati
! J 8 and ncg
such as the funowmg: ; eranon,

Access w Data

The £ . .
¢ {armout agreement will provide that the pactics will keep one another

fally inf,

hn;"j;';‘:ci;fs to tlje progtess of the earning obligations, but there is 2

e jmt-:!:ag whsclh may cause preblems if not addressed in the facmout
- Perating Agreements do not normally address the issue of

the dara access ri
s rights of parri L
novation process parties coming in fo the agreement through the

it s lhtl’c[ﬂ [ {}]
€ us 151 v
f [ to tover 1hl5 n lhc f:lrrnom agreemnent ﬂlld o pro ldc

that the farm ;
ee hy
s rights to all the data associated with the licence and

Benerated unde i

t the Joint Operari m

H . Crl H

Interest assignment or afrer perating Agreement, whether prior to the date of

Representations and Warrantics

: farmour 18, in essence
ardly SUIprising that fay,
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I:nno mote than the disposal of an asser, so it is
Ut agreements contain much the same provistons

DEVELOPMENT FARMOUTS

" concerning representations and watranties as are contained in the acquisition

agrecments discussed clsewhere in this book, albeit in somewhat more basic

_ and abbreviated form. The normal headings are:

(i) Affirmation that the licence is valid and subsisting and not about to
he revoked. The farmor should be able to confirm thar the work
obligations under the licence have been performed or otherwise.

(ii) Affirmation that no party, to the knowledge of the farmor is in
breach of the operating agreement and chat it has not been materially
amended since the farmee last saw it .

(iii} A statement that there are no liens or encumbrances on the interest
to be assigned, and that the farmor is the sole and beneficial owner
of that interest. -

tiv) A statement that the farmor has no knowledge of any acmual,
threatened or pending litigation, arbitration, disputes or judgments
ar awards relating to the licence or the operating agreement.

Disputes aver the representations and warranties tend €0 revolve around

the farmee's atrempts to oblige the farmor to give undertakings concerning .

the performance of its co-venturers. I the farmee is only acquiring an interest
in, say, one block of a mult-block licence, representations regarding breach
by co-venturers on other blocks in which the farmor himsclf may have no
interest are very difficule ro give.

Turnkey Farmourts

Pracuoners m the oil and gas business will occasionally come across the werm
“tuenkey farmour’”. This simply refers to a normal farmout INCUEPOTALING A
turnkey drilling agreement. Under a turnkey agrecment # lump sum f{or
“turnkey™') price is agreed with a drilhing conteacror, inchuding all marerials,
cquipment and services. The price is paid ence the well reaches its target
depth, or in the case of a subsequent drill stem «est, after lines has been run
and cemented. i

This agreement, which invalves the drilling contractor assuming dritling
risks normally borne by an il company, will usually be more costly for the
farmee than if it had drilled the well in the conventional manner, but
introduces a cost cap, the benefit of which is shared by the farmor.

DEVELOPMENT FARMOUTS

It is possible to look at the varicty of farmouts as a spectrum of risk: from
wildeat farmouts through appraisal farmouts to development farmouts, and
it is at the larter stage thar the sisk becomes sufficiently low for the banks to
enter the picture. An oil or gas company which has an upcoming development
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and cannot finance it out of cashfow or by raising fresh equity therefore has
twa choices: to approach the banks, who will probably be prepared o Snance
some or all of the development costs against the security of the “proven™
Teserves of the ficld; of to seek a partner prepared to enter into a development
farmour arrangement; normally another oil company attracted by the develop-
ment am:l possessing the requisite capital, or access 1o ir.

The oil or gas company, while expecting a lower return than the banks on

the fEJ'ﬁds it has in cffect loaned, will wish to rake equity in the field.
' The arrangement’ commonly adopted is that the farmor assigns part of jts
interest to the farmee, who thenceforth assumes all associated liabilities and
benefits, The farmee then “loans™. the farmor the funds required 1o pay for
its share of development costs until first production. This is sometimes referred
to as 2 “development carry™, .

This "loan" is then repaid nor in cash, but by the farmee taking some
(usvally most} of the farmor’s oil or gas entitlement, until the value thereof
cquals the farmee’s contribution to the farmor’s share of development costs
plus an additional sharc equating to the interest on the “lean™. Thereafter
shares in the hydrocarbon streams are taken by the farmor and farmee in
their pos:-far;nqut equity percentages.

The economic cffects of the cquiry splits and the 1espective shares of
production are simple to calculate, but rwo imponderables remain—the
SFrcngrh of the facmee's covenant and the development cost risk, The larter
flsk may be covered to some degree by allowing the farmee o exercise
influence over the farmor’s vote in the operating, committee.

DOCUMENTATION ASSOCIATED WITH
FARMOUT AGREEMENTS

D?cummration required o give effect to the terms of 2 farmout agreement
wxl! differ from country to country, depending on the regulatory and fscal
regimes of che host government, bur will generally include an assignment of
the licence interest and a navation of the relevane Operating agrecment.

Assignment of Licence Interest

This document has now become standardised in the United Kingdom and the

!{)I'Ill as approvcd b)’ % cpar e of Trade an l!l ust 15 1 tldcd m
t} D partment { d Yy
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Operating Agreement Novation

This document makes the farmee 2 party to the aperating agreement, and
amends participating interests of the partics. The more hard-bitten in-house
lawyers welcome these documents, since they provide a convenient opportunity
to incorporate other amendments to the operating agrezment which have been
agreed but which have been awaiting formal incarporation by the parties.
The process of circulating documents of this type round a large consortium
is tedious in the extreme, as may be imagined.

Interest Assignment

Obviously the assignment of the farmor’s interest could be accomplished in
the farmout agreement or in the operating agreement novation, and indeed
this used to be the casc in the United Kingdom but a separate document has
been deemed appropriate for United Kingdom Stamp Duty avoidance reasons.

The interest assignment {and often the operating agreement as well) is
normally executed, and the originals are held, ourside the United Kingdom
for the same reason.

Trust Deed

Trust deeds (also referred ro as Umbrella Agreements and Cross-Indemniry
Agreements) will be necessary in the United Kingdom where the farmee is
farming-in to less than all the blocks of a multi-block licence.

Under United Kingdom law the farmee will become a licensee of the entire
licence notwithstanding its partial beneficial interest. It will then be required
1o hold that part of the licence in which it docs not have an interest in trust
for the other licensees, and to help them in the following ways:

fi) 1o help a party who wishes to assign the licence, provided the
incoming licensee covenants with the parties to the Trust Decd 1o
the cffect that it will be bound by the Trust Deed.
{ii} to act in accordance with the desires of the other licensees in respect
of the blocks in which ir holds no inrerest.
{iii} ro refrain from committing any acts which mighr prejudice the
licence.

Execution Agreement

Execution agreements are belicved 1o be specific to the United Kingdom where
the consent of the Department of Trade and Industry is technically required
to the entire text of the farmout agreement and all ns associated docu-
mentarion. The DTI will not accept farmouts containing a condition precedent
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:}!’:a: :'hc agreement will have no effect until DTT consenr is obtaincd and
l:rc ore the practice has arisen of entering into “‘execution agreements"
whereby the parties agree to enter into the Farmout

he : a agreement, which has
negotiated and is an attachment to the execution agreement once the

nece: i 1

. c;:;sary alpprova‘l to the farmout is forthcoming. It is difficult to see any
gnificant c_gal difference between 2 condition precedent and an cxecution

agreement, and the practice is of largely cosmetic effect

4.

Production Sharing Agreements in
Principle and in Practice

Professor Bernard Taverne, Delft University of
Technology

Oil companies require for their activities cither én‘__gs_t_girgiyg Micence or a
contract of work. Exclusive licences are granted to an applicant possessing
the fiecessary qualifications by the owner of the petroleum in situ’ In most
countries, ownership of petroleum in situ is vested in the State or the Crown
represented by its government. Exceptionally such ownership is vested in the
private or public owner of the land overlying the petroleam accursulation.
An exclusive licence grants the hotder thercof the right to extract the petrolenm
from its place of accumulation. Ownership of such petrolevm is transferred
to the licensee as from the moment it Hows into a well drilled for that purpose
by the Iatter within the boundaries of bis hicence area, A contract of work is
a contractual relationship between a foreign oil company {rcferred 10 as
contractor) and a natignal state oil enterprise specifically authorised 'for the
purpose (referred to as state parry).

The state party is in possession of a specific exclusive exploration and/or
production licence or an exclusive general authonity to uideriake petroleum

“operations covering the whole terntory of the country. Contracts or work
,

may be catcgorised into risk contracts.and non-risk contracts. il companies
work under risk contracts, but if forced by circumstances ol companigs
may exceptionally accept non-risk contracts. A risk contract requires the
contractor o supply the funds necded for the authorised peiroleun
explaration, developmenr and production operations. A nsk contractor
tceeives his compensation and reward either in cash or in 2 share of
the o} and gas production resulung from his operations. If compensation
and reward is apreed to bc made in cash, the amount thereof is made
dependent on and linked to the aforesaid oil and gas production. Any risk
contracror accepts and bears the risk of losing his invesiments, if he does
not succeed in producing oil and/or gas. Risk contracts under which
contractor’s compensation and reward are expressed and paid :n delivenies ©
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that the agreement will have no effect uniit DT consent is obtained and
therefore the practice has arisen of entering into “execution a ccment:"
whereby tI'Ee partics agree to enter into the farmout agreement, g'\:rhich h

been negotiated and is an attzchement 1o the execution agreeme,nt once tl::

mour is forthcoming. It is difficule to sec any

tween 2 condition precedent and an txecution

agrecment, and the practice is of largely cosmetic-effecr,

1.

Production Sharing Agreements in
Principle and in Practice

Professor Bernard Taverne, Delft University of
Technology

Oil companies require for their activities cither in"gig_{ufsiyg licence or a
contract of work. Exclusive licences are granted to an applicant possessing
the necessary qualifications by the owner of the petroleum in sitw: In most
countries, ownership of petroleum in sitw is vested in the State or the Crown
represented by its government. Exceptionally such ownership is vested i the
private or public owner of the land overlying the petroleum accumulation.
An exclusive licence grants the halder thescof the right to extracr rhe petroleum
trom its place of accumulation. Qwnership of such petroleum is transferred
to the licensee as from the moment it flows into a well drilled for that purpose
by the fatter within the boundaries of his licence arca. A contract of work s
a contractual relanonship between a foreign il company (referred 1o as
conrractor) and a national state oil enterprise specifically auchortsed for the
purpose {referred to as state party).

The siate party is in possession of a specific exelusive exploration andfor
production licence or an cxelugive general autherity 10 undertake perroleum
operations covering the whole territory of the country. Conrracts or work
may be categorised into risk contracts.and non-risk contraces, Ol companies
work under risk contracts, but if forced by arcumstances o1l compames
may exceptionally accept non-risk contzacts. A risk contract requires the
contractor 1o supply the funds needed for the authorised peiroleum
cxploration, development and production ovperations. A sk contracror
teceives his compensation and reward either in cash or i 2 share of
the oil and gas production resulung [rom his operations. If compensation
and reward js agreed to be made in cash, the amount thereol is made
dependent on and linked to the aforesaid oil and gas production. Any risk
conrractor accepts and bears the risk of losing his investments, if he does
not succeed in producing oif andfor gas. Risk contracts under which

contractor’s compensation and reward are expressed and paid in defiveries
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PRODUCTION SHARING AGREEMENTS

of oil and gas production are referred to as
Generally, oil ¢ompanies prefer exclusive licences to tisk contracts and

- productien sharing agreements to other types of risk contract, In practice, oil
" companies kave np choice in the matrer, the choices are made by the host
governments, From the beginning of the petroleum industry, governments of

. . 'petrclevm in situ.. In contrase, develaping countries prefer to engage foreign

~eil companics on the basis of risk contracts, almost exclusively in the form
of production sharing agreements,

- followed by countries undergoing a ¢

ransition from a state controlled tconomy
to a market ecanomy, such as most of the East European countries, the
Russian Federation and other mentber States of the CJS. )
The production sharing agreement (P3A) is the oldest form of risk contract,
World-wide; production sharing agreements have now been' applied for more
- than 2§ years and they sill remain the type. of risk contract mese widely
~ adopted and. accepted. Other types of risk contracts have been developed at
a later stage. Most bear a close resemblance to the PSA. Particularly so, if
the contractor is allowed to purchase from the stare party a portion of
‘<ontrast oif production ar market valye and to be paid with the cash reward
to which the contractor is entitled under the terms of the contracr,
The other types of risk contracts can’be categorised as:
©{i) contracts covering specia

| perroleum development projects where ne
preceding exploration “and appraisal work is involved, .Each such
contract is unique in the sense that it js tatlor-
oil or gas development project;

(if) association contracts 15 applicable in Columbia. These contracts,
-which are made between a foreign oi tompany and Fcopstrol, the
statc enterprise and exclusive licence halder
similar to a stare participation agreement

ments and production are Proportionally s
and Ecopetrol;

made for a particular

» are in subsrance very .
» In the sense that invest.
hared berween contractor

(i3} risk-bearing service €ontracts as practised

in some other Latin-
American countties, such as Ecuador, Peru,

Brazil and Argentina,

THE CONCEPT

A production sharing agreement is 4 contractual arrangement made between
a foreign il tompany (contracror) and a designated scate eMerprise (stare
Party), authorising the contractor to. conduct petroleum exploration and
cxploira_tion within a certain ares {contracr areq) in accordance with the rules
of the agreement. The authority of the srace parey is cither based on the
Passession of a specific exclusive licence granred under the rules of the
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Their example has in recent years been .

THE CONCEPT

islati i i agreement
prevailing perroleum legistation, in which case the area olf the thi ement
coincides with the arca of the licence, or on a general exclusive au

{and dutﬁ:} to undertake petroleum operattons covering the whole country

i i ipati hed thereto.
hour specific obligations artac . o
Wl;nothc E:se where the state party has been given a peneral am‘huu;at:('m,
i i i arin
the contract arza is the area as specifically d:s:r}:bc? in d:hl: pr;)dl:zcuo;]i radoﬁ
J i ing of the ex
tesponsible for the funding i
agreement. The contracror is ¢ fon
aﬁd exploitation work, albeit a contract may giye t?c state 1:]>arry an of:cia]
mm
ntri f the development of particular co
to contribute to the costs o opment :
discoveries. All operations have to be carried out in accordance with all'mt;al
. : i !
work programmes and corresponding budgets, which need the ap?rlc:\l? ;)f
supervisory body, ‘which in most instances is the- state party 1tsc[ 2 fa
diiovcry i5 declared commercial, contractor has o prepare al plan ;)I
developing such discovery (development plan) and submic this p 20 tohtv:
ion operations ha
elopment work and productio
statc party for approval. Dev ' :
to bcpconcluc(cd in accordance with the approvccdi l;?l:m. 'I('he :IJI}:I a::id f:;
i mi ilable ar the point of delivery .(as defin
roduction becoming availab
Scscribcd in the agreement) is divided berween rhe host Seate, the state party
and contractor. i o )
As understood herein oil and gas production means the liguid amil:l ;ase;o;s
" include
i leum afrer the latter’s treatment an
roducts derived from the petro ! de
f:)rudc oil, condensate and patural gas. From suirable natural Eas (rcfcrrc:li :
' 1 Jiqus y ecovered in
] d hydrocarbons (NGLs) may be r
as rich or wet gas} certain ligui ' ¥ be recovered in
il, condensarc and possible natural pas lig
a gas plant. Crude oil, ¢ _ : L
hergeinaftcr individvatly and collectively referred 1o as ._0|[. ‘?h; hoit Soe
i i the avai
i i certain pcrcentage portion o _
teccives at the delivery point a : o e
] evels of daily
i tion that may increase at higher _
roducrion {a percentage por b v
pmduc:ion) such portion being teferred 1o as royalty oil or roy:\!ry [gas l[bc
' = i HEL
E)he context of the production sharing system “oid™ shall hereinafrer
. w l as”}.
nderstood to clude “namral g . . . '
’ The toral portion, 1o which a contractor is entitled, consists of two
‘'omponents. Tle fArst component {cost recovery oil} is 2 percentage porc;lgn
) . he costs incurred by
ensate the latter for the :
reserved for the contractor to comp . ureed by
im i i ised operations. In contracts as app
him i carrying out the authorise : g -
i o | ting the monetary
i i is provided for represen :
certain countries a third porticn ey
value of the income tax which the state party and (l.'ne contrac(?l:lar:ai: ot
pay. Production remaining after royalty oil, cost oil ar.ad possi Iypmpml}on
sis imple
i i t¢ party and contractor in a s '
this order, is shared between sta . Proportion
of, as is r‘norc often the case, in complex proportions. Complex fp ,:I:] ons
:: i;ltendcd to make the division of femaining oil, usua]Ily rcfcrr o
o i levels of produ
i te party at higher le '
il, more [avourable to the sia . . |
mei' oa’nce as meastired in terms of cumulative production, or, alternatively,
performance, _
in terms of daily production: o . e
A contractor s liable 10 pay income rax on his income realised from ¢t
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PRODUCTION SHARING AGREEMENTS

sale of his total share of the production. In fact, contractor’s taxable income

consists of the sales proceeds of his cost oil and his ‘share of the profit oil

. less deductible costs. If cost recovery is efficient and complete and the

contractual meaning

meaning of “deductible cosps'
the marker value of

of “recoverable

costs” is about the same as the fscal

» the contractor's taxable income amounts to
the contractor’s share of the  profit «il. Originally,

preduction sharing was scen as a substitute for paying income tax and
- contractor’s income tax was considered to be included in the profic oil share
to which the state party was entitled. "Consequently, the state party was
obliged to pay the contractor’s income taxes on the concractor’s behalf. Under
somne types of PSA the original system is still maintained.
Tnitially, the major oil companies viewed the emergence of the production
Sharing agreement with suspicion. There were rwo teasons for their attitude.
oil companies were accostomed world-wide to operate
by virtue 6f exclusive licences. {An exclusive Bicence gives the holder the

Until the carly 1970s,

- ownetship of any petroleum tha
is a contractwal arrangement an

public law title to petroleum as such
contractual right ta being delivered a

thar becomes available (after t
the point of transfer.

t Bows into his wells}. In contrast, the PSA
d as such it does not give the contractor any

» but instead iy gives the contracrar a
portion of the nil and gas preducrion

reatment and processing of the petroleum) ac
Summarising the difference between a PSA and an

exclusive licence is a marrer of (1) lacking title to petroleum as preduced, and
{2} being only entitled 10 a part of the total oil and gas production.

It is not a matter

of a difference

In government take in the sensc that

operating under a PSA would be more onerous and less profitable than

operating under an exclusive licence, apart from the ceduced access to
production. As 2 matter of fact, any

monetary sense can be ox
be done in the context o

that the PSA offers a

which 10 express government

desired Sevel of government take in 1

pressed in che context of a PSA as easily as this can
{ an exclusive licence., There js only this difference

greater choice of parametcrs {fiscal and non-fiscal) in

extra charges on profir o3l barrels, e

taxes and which collectively allow

variations in profirabi

In contrast, an exclusive licenc
which are all of a fscal nature,
shares, levies on excess profits

taxes. In pracrice, th

dependent on production performance. In this manner government take is

made to increase in relative terms {petc
{as measured in terms of levels of <umu

improves. Tacirly, it

liry.

¢ production sh

is thereby assu

impraves, profitability also Improves.

the case. For instance
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v I a case wher

take, such as the terms of production sharing,

xport duties and contractor’s income

more flexibilicy and more [ESponse to

¢ offers a more limited number of parameters
such as royalty, net profir shares, gross profit
and general and/or special petroleum income

aring parameters available ace made

ative production or daily production)
med thar if production performance

This does not necessarily have to be -

¢ production can only be boosted by

CONTENTS AND STRUCTURE

drilting more wells, costs will increase commensurately and the project’s
profitability, despite increased production, may well remain the same.

CONTENTS AND STRUCTURE

A production sharing agreement contains many more. rules and procc'd‘ures
than those covering the manner in which the p'rodu?twn should be divided
between the respective pacties and how contractor’s income taxes should be
assessed and paid. - ) :

At the time of adopting the concept of production shanng agreements 2
host State may be a mature petrolenm country, :e a country in which in the
preceding period petroleum exploration and cxplmtan?n has been undenalscn
with varying rates of success, ot a pioncer country, i.e. a country of which
the petroleum potential had siill to be established anc.’! which has chos.en th.c
PSA as a means to build up a domestic industry -with bc];? of foreign ‘ml
companies. A mature host State may of may not have cna_ctc;l in the preceding
pericd adequatc petroleum legislation (law and regulations), If so, the pro-
duction sharing agreement does not have to be an claborate :mc! extensive
document and, as is further discussed below, the rules and rc’gulatlon§ of the
preceding legal regime can be made applicable ta contractor’s operanons.] i
not, the production sharing agreement shoutd contain all the necessary rules
otherwise found in adequate perroleum legislacion.

The developing countries, that over the years have em.bral::d Ehe concept
of production shazing agreements, were for the most part pioneer oil cc?unrtletj.
At the time of opening up their terricory for pc_iroleum cxp|f}ra(|on an
offering PSAs to'interested forcign oil compani.cs, pioneer countries ge_nem‘lly
did not possess adequare perroleum legislarion. Therefore,l a producuon]
sharing agreement has to provide for all the necessary operational rulesl anc
procedures in order to give comractor the necessary gmdanFe in excreising
his right to conduct petroleum operations. In addition, consrd:‘:rmg that ic
petrolewm operatinns and their funding had to 1ake !Jlac_e in developing
countries, which are characterised by a weak e_l:ol‘lomlc ENVITORMet an;:
correspondingly weak currency, a producli_on sharing agreement was an}(]i sti
is required to contain appropriate financial and fm"crgn currency exchange
provisions as well as provisions that ire aimed at improving the economic
position of the host State in general {the larter are known as national economic
i rovisions), . .
]mf\;::; ptaking th)r.‘ decision to adopr the concept of production sl-nlaru'lf|
agreements, governments of host States started wauk and further dcv(;: oped
their own version of such agreements in order to meet the demands an
requirements of their particular cconomic, legal and o'thcr :cF;;mF c:;'-
cumstances. In exceptional cases, a host country was satlsﬁcd wit szrnphy
copying the contract style of another host country {e.g. Syria took over the
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PRODUCTION SHARING AGREEMENTS

Egyptian style). Major influence on the shaping of a style typicatly for a host
country can be ascribed to {a) the status and scope of the prevailing perroleum
legislation, (b} the organisation of the host country’s cconomy (free marker,
mixed or state controlled ccononty) and to (c} the degree of experience with
tively mature hose country versus pioncer country),
_ tries (for political reasons) opt for embracing the
conceps of production sharing agreements, these countrics make a switch
from cither 2 regime of (exclusive) licensing (which also means coficession
-agreements) or from a regime of stare planning and control, If adequate
petreleum legislation is in existence at the time of making the switch, the
new contractual concepr must be embedded in and integrated with the
prevailing législation. ]

Integtation should secure that the body of the existing tegislation would be
applicable ro contractor and contractor’s conduct of the operations, The
easiest way in which to achieve the desired integration is to grant the
designated state enterprise one of more specific.exclusive licences as may be

" granted under the prevailing petroleumn legislation and to authorise the new
licensee 1o eater into a production sharing agreement in respect of its licence(s).

this context the state” party/licensee has ‘1o observe the area relinquishment
gy er alia responsible for converting explotation licences

into.production licences when 1 commerciai discovery is made, As will be

based on a regime of {exclusive) licensing.

In most instances, where a matute hest country makes 2 swirch to
production sharing, the new agreements exist side by side with exclusive
licences or state controlled ventures originating from the preceding perjod.
Examples of host countries, that after years of petroleum exploration and
development within the framework of a licence system, made a complere or
partial switch to producrion sharing agreements are Egypr, Indonesia, Libya,
Malaysia, Nigeria, Otnan, and Abu Dhabi, Of these countries only Libya,
Malaysia and Nigeria possessed at the time of intreduction adequate petroleum
legislation, Consequently, the respective goveraments were faced with 2
reconciliation and integration problem. Examples of mature host countrics
that introduced the concept of production sharing within a framework of
State planning and control are China, East European countrics, the Russian
Federation and other member states of the CIS.

Between contraces there exist also differences in the marees of government

take pravisions, Distinction must be made berween differences in structure
{the various portions of production and the use of production tranches) and
differences in the acrual absolute and percentage figures, Differences in
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i in di antries,
structure are found between contracts applicable in dnffercrllt h[)o?ft; :rc; anisies.
i in contract style,
ifferences belong to the differences :
These] fcih“::sr::omplcting the structure are found between contracts app} l:-:!b‘!:
i on agr:ld the same hast country. These figures are settled in negotia io
m_::‘"-‘- licants. The finally agreed values are influenced by compct[mon
a ' - . . - um
altwccﬁpapplicants, by the individual applicant’s estimate of the pzttr:;fcthc
rospects of the particular contract ares applied for, by its alss;sfs{;ne;'lt o the
PvailF:'ablc legal and physical infrastructure and Shc lfChm.ca i ?;1 }_,lc  an
aisks involved. Furthermore, the individual applicant’s gt;nude wil | lhost
c : iti i a particular
i f the political risks represented by ;
enced by its assessment o F I : ® partcular hos
litical, risk represent the ti
. {As understood herein, .po , Fisk v
C(')iu?::r};lp:{my must abandon its venture for internal or external political
o
circumstances affecting or caused by th; h_cadstdc(:;unts::rr};Ch o and adopt the
i ' ies having decided 1o
- In practice, host countries nd adopt the
i i cements sooner or later produ
ncept of production sharing agr 0\ _ 0 me
e ccrl;ent \fith a pumber of blank provisions, to be.completed in negoluat.u‘):s
- I d 1 Oncerm SiIC ary ocation
i i 1-subjects to be Rlled in c )
with applicants. The usua i A
igatory exploration wor : :
of the contract arez, obliga o A
i d percentage values of the produ .
mitments, and the absolute an of the produciion sharing
i the contents of any model or P
arameters. Systematically, : >duction
Eharing agreement may be considered to be comfposcd ?f ﬁv]:: Parc tscn(t':" e
i the con
i 15 followed for the purpose of reviewing
systematic approach is fol
zyPSA In practice provisions are arranged more haphazardly),

THE PSA’S CONSTITUENTS

Part 1 (regulatory provisions}

Conrains rules and procedures regulating the ri_ghtl of the c.?ln:lnigtcc:;it;)ncz?d:ﬁ;
petroleum operations. It conrains the description or ide O O e
contract” area, an arca relinquishment scheme, d'ur:mnn_ S e o
possible sub-divisions of this petiod into an cx?]()ranon pclno [;;n relopmen
period and a production period, and an obligatory explora P

1 [ ing agreement
and exploration expenditure commitments. If a production sharing ag )

i i ‘party the
is integrated in a specific exclusive licence grant;:]d 10 the st;.tcex;;loztion
- 1elinqui ation an
isi : area relinquishment, dur .
rovisions regarding area, : Sxploration
pummitmcms shonld be identified by a reference to the corresp g
c
ditions attached to the licence conccmt:d. ia) perraleam or other rlevant
i or not substanu ¢
Depending on whether ‘ her relevant
legi !.ftion if‘ applicable, Part | contains rulss about thcdw_atyﬁ ind manne
E IS ! ! ) : ‘
co%l'ltractor has to conduct his operations {application of %oo oi 'cwfminawd
i i hen producrion 15 '
fields and installations w _ L
safe abandonment of ‘ _ s rerminatee
taking measuses for the conservation and protection of the en
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for the avoidance of causing pollution). More typicaily, in Part [ rules are
found abour the protection and promotion of the national cconomic interest.
The national economic interest is served by provisions about transfer of
technology, rraining of contracror’s national employees and state party's
personnel and about giving preference 1o locally manufactured goods and to
Yocal supplies and services.

Finally, Part 1 may concain rules concerning exploitation of straddling
petroleum reservoirs by which are meant petroleum reservoirs thar extend

.2cross the boundary of the contract area into the arez of another petroleum
righe. : -

Part II (financial provisions and disposition of production
Contains - provisions which reflect the fact that the authorised petroleum
operations hdve to be carried out in countries with 2 weak economy and an

. equally weak currency. The usual provisions include the contractor’s pro-
duction disposal 1ights (right to exporr and right to keep the proceeds of
export sales abroad in so far as not nceded o satisfy tax and other Jocal
financial liabilitics), finance matters {funding in US. dollars), banking, foreign
currency exchange and transfer of funds abroad, insurance matters,

Part 11T {cost recovery, production sharing and taxes o6 income
and profits)

Conrains the rules and procedures concerning production sharing finvolving
contractor’s compensation and reward) and contractor's income raxes. In Part
I the government’s and the comtracrors rake are determined. Parc 11
detesmines how the ol and gas production is divided among and berween the
host State, state party and contractor, the implementation of the procedures
regarding the recovery of costs out of cost oil, contractor's liabilicy for
income taxes, the assessment of the contractor's raxable income and whose
responsibility it 15 actually to pay these raxes. Part I1] may zlso contain
provisions regarding the economic stabilisation of the contract, To Part I
should also be reckoned to belong any rules about opportuniries and options
given to a state party ro contribute to investments in the development of
commercial discoveries. From the point of view of the contractar, the terms
of Part 1l determine the economic viability of his veprure.

Pare IV {organisational and ca-operative aspects)

Conwins rules and procedures concerning or involving the co-operatian
between state party and contracror, Pa

_ te IV contains rules about supervision,
operatorship and co-

operation between contracior and sraze party. Pare 1V

S0

CO-OPERATIVE ASPECTS

concerns the control over and decision taking with regard 10 invcstm.mts,
aperational matters and work programmes and corresponding budgets, in so
far as thesc investments, programmes and budgets have not been made
obligatory, declarations of commercial discovery and preparation of plans to
develop such discoveries {development plans). Exceptionally, a contract may
provide for state participation on the side of contTactor. In_ such a sitation,
the designated state participant shaces the rights and obligations of contractor
and becomes a co-contractor,

Part V (legal and non-operational matters)

Contains provisions dealing with matters more of a Ieg_al than an Ovpcmnonal
nature. To mention a few: the contractor's obligation to provide parent
company gnarantces of bank guarantees with respect to the fu]ﬁ!mcm 31' the
obligatory exploration work programme andfor exploration expendirure
commitments or even with respect to the contractor's performance genfrally;
the comractor’s liability pis-d-vis third parties and the government’s f:r
damages caused by the cxecution of the authorised preroleum operations; the
contractor’s obligation to kecp government and state party ha rmles§ apainst
claims from third parties in connection with the authorised operations; the
state party’s acquisition of the ownership of. land, Axed or m’ovahle asse;:,
internal or cxternal assignment of interest in the contractor’s _sldc _of the
ccnt;ac:; matters concerning amendment, termination and ranﬁca_tlon or
government approval of the contracy; applicable law; settlement of disputes.

CO-OPERATIVE ASPECTS

A productibn sharing agrecment has a dual ;haractcr. On the one Ic;.mdka
PSA represents a petroleum right since it at}thf)r:ses the contractor toun r:nz[a.l c
petroleum exploration and exploitation within (hc‘cuntract area. On the 01‘ er
s PSA embodies a contractual form of co-operation betlween (hcl comrnluodr
and state party, It is not the same co-operation as exists and is p.racn%c

berween participants in a joint venture, whc.rcby rights and obligations are
shared between the participants on a proportional basis. Unde_;:' a ?rod.ucnc;n
sharing agreement state party and contractor have the same objective, e ltm:
optimum development of the petroleum resources of the contracr area,

i t rights and obligations.

ha:jﬁz:lr;ss, i}:causc of striving to attain thc‘sam‘e objective, Fh:): hav_c )
exercise their (different) rights and perform their {different) obhganunidu: a
co-operative manner. This means that stare parry ar‘1d_ cantractor Sho-; : r‘,:
to behave as if actually they were patticipants in a joint venture. Suti !(?l[l‘l
venture co-operation is impossible if in the PSA the state pacry is exclusively
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PRODUCTION SHARING AGREEMENTS

seest as @ supervising authotity wishing to control and use the contractor’s
funds for conducting petroleum operations which serve foremost its and the

* host Stare’s particular interests. Whether the state party and its conteacror
succeed in effectively co-operating with one another does not only depend on
by

ow their co-operation is described in the agreement bur essentially on the
existence of a spirit of mutual erust and understanding berween the parties.

ECONOMIC ASPECTS

4n oil company acting as contractor is*running its business for profit and
wil thercfore only decide 10 make an investment if the company foresees 3
proftab)e outcome taking into account its own particular economic standards
and methods of calculation (e.g. applying the discounted cash flow method).
Although a state party shares with irs contractor_the same objective {that of
finding and extracting petroleum in an optimum manner} it does not sharc
the contractor’s economic constraints, since it is not compelled {although it
may bave the option) 1o make and risk investments. Furthermore, in judging
investrents, it may and vsually does apply economic yardsticks different from
those applied by:its contractor, A state patty may, for instance, be interested
infurther and additional exploration work solely for the purpose of completing
the inventory of the host country’s petroleum potential, despite the fact that
in the contractor’s opinion the area of the contract has been conclusively
investigated mzking any additional exploration work superfluous.

A state party may have economic opportunities or obligations which are
not availzble 1o or do not apply o its contractor. This may lead to
disagreement beeween the patties when they have to make a decision whether
% not to develop a perroleum discovery. For example, disagreement may
atise if 4 state party is interested for reasons of jts government's social policies
to develop a petroleum discovery which in accordance with a contractor’s
economic yardsticks should not or ar least not yet be developed, or if a state
patty is interested in the context of national energy supply policies to develop
a narural gas discovery which is roo small for an exporr project but large
enough for supplying the local gas market {e.g. supply of Bas to a pdwcr
station or industry Jocated near the gas feld). :

In particular in the latter ca
obliged to sell the gas on non-
marker value and payable in
ditions render the proposed g
centector (unless of course w
Bas production concessions zr
obstacles), As will be
agreement should pro

se disagreement may arise if the state party is
commercial conditions (e.g. at prices below the
the nationat currency). Such preferential con-
as development of no commercial tnterese to a
ith respect to a contractor’s share of the nacural
<made that cemove the aforementioned financial
discussed latez, it is essential that a production sharing
vide for a sole risk and account development option in

2

LEGAL AND POLITICAL BACKGROUND

" favour of the statc party, which should aifow the latter to proceed with a

development project on its own.

LEGAL AND POLITICAL BACKGROUND

i i Russian
i i joined by East Eutopean countrics, the
eloping countries, recently joine : i
E:;cmgongand other member States of the CI5, prefer to enter .wuh foresftr;
icl companies into risk contracts in general and prqducnon sham;lg contr: '
i articular cather than granting o these companics e::f:luswc lzccn‘ces _; A
ltJI:p~;ta:|'ld::r|:l legal practice in the western industrialised co1:imnfcs.l bc]
llo itical background of globa
i he legal and political backg :
lowing commentary on t : |
ic;clplomtigon and exploitation of petroleum wilk explain the reasons for their
ce. - ) .
Pfgir;l;g the first 100 years of the existence of the :xl}:acuvc p'ctroliyr:
inning is traditionally set in 1859, the year in whic
i try, whose beginning is tradltmna_ ¢ > yea ‘
T&lso:;i" Drake drilled his Arst well at Titusville, Pennsylvamla, oil companies
were accustomed to and were only prepared to carry out'thelf opelr‘atwnsq(::
the basis of exclusive licences granted to them b?r the authoriry who \n{;.ign
claimed to be the owner of the petroleum i situ. ]n.{hc American r_lved
Seates this authority was and is the landowner, Wh(:jch llnGmany case:: iﬁned
i ch the Federal Governmen
be the Federal Government int as mus ‘ ! :
v stcsttctchcs of tand in the American Union States. Anyvfherehelse {fmlilu;img
:l:ale continental shelf of the United States but with the exception oRt :bFZ)
ritory of respectively the Nethertands and the Gc‘rman Fede.r::] | espu( |0;
tt;:: .ow‘;ership of the petroleom in sity is vested in the natjonal State
Federation or Crown represented by its government. 0 i
While state sovercignty over narural resources was generally Eccep e
) i 1958 Convenuion
i i ted by the adoption of the
international law (as demonstra ‘ | n of the 1958 Comention
i ntries raised during the i
Continental Shelf) deve_]c»pmg cou _ ' . ) [
{;;7:}hcwithin the General Assembly of the United I\lam:‘n,:.j lhfL ques;:o:lt}t‘;:c
i i nent and inalienable and, if so,
-whether this sovereignty was perma o
i [ such permanent sovercighty.
d economic consequences are ot s : :
1‘55;:1 T'ﬂ inary work by the United Nations on the concepr of pcrman:zt
I:c:m ty started with the cstablishment of a Commssion (:;1-1{I’I§rr11a“r:bEI
i &
?SO“ eigl:u over Natura] Resources (GA resolution 1314 (X1} o ] cc‘thom
]§velr9538) YOn December 14, 1962 the General Assembly adopted, with
. ) : N
'éniﬁcam changes to the text that was prepated by the aforesaid Commssio
1%

[ i i rmanent
i VIT). The text of this resolution mentions pe
A R faiod 1 ex]p]ain this expression. For the extractive petroleum

sovereignty but failed to feom

] [ spect t
industry the resolution ¢ontained an smportant message with re ion‘mmed
l - . .

uch fearcd nationalisation measures with which this industry \;asas o
m _ \
and threatened from time to time. The relevant paragraph reads
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PRODUCTION SHARING AGREEMENTS

4. Nationalisation, expropriation or requisitioning shall be based on
grounds or reasons of public utility, sccurity or the national interest
which are recognised as overriding purely individual or private interests,
both domestic and foreign. In such cases the owner shall be paid
appropriatc compensation in accordance with the rules in force in the
Statc taking such measures in the excrcise of its sovercignty and in
accordance with international law.”

Peveloping countries were not satisfied with rhis state of affaiss. Although
it was appreciated that foreign companies, whose assets and rights were about
to be naricnalised, could not rely on or invoke diplomatic protection from
their home governments, developing countries did not agree 1o the reference
to international law that at the insistence of the western industrialised
countries had been included in the paragraph quoted above. They fele that,
if nationalisation measures would be broughr within the scope of intérnaticnal

"law and had to be judged on the basis of those principles, they would be

hampered in pursuing a policy of nationalisarion with respect to the assets
of the multinatipnal corporations exploiting natural resources within their
territories. In the host countries’ view marters pertaining to nationalisation
measures, such as their justification and the compensation that should be paid
should be judged solely on the basis of che rules of domestic baw and domestic
policy abjectives.

The debate on the extent and scope of statc sovereignty over natural
resources and on the applicability of principles of international law in
nationalisation matters culminated in 1974, in that year the General Assembly
adopted three important resolutions, namely a Declaration and a Programme
of Action-on the establishment of a New International Economic Order
{Resolutions 3201 and 3202 of May I, 1974) and a Charter of Economic
Rights and Duties of States (Resnlution 3281 of December 12, 1974).

In the 1974 Charter some fundamental principles were stated which greatly
affected the way in which the relationship berween mult-national cil com-
panies and developing host countries further developed, Without any over-
statement, the 1974 Charter can be considered to contain and express the
fegal foundation and justification of the production sharing agreement. As

will be shown, the concept of the production sharing agreement, as explained

above, perfectly satishes the declararory provisions of the Charter, However
this may be, it should be pointed out that befors the Chaner came into
existence a few developing countries had already for some years worked with
production sharing agreements.

Chapter 11, Article 2 of the Charter reads {as far as rc!evanl for the subject
under discussion) as follows:

*“1. Every State has and shall freely exercise full permanent sovereignty,

LEGAL AND IOLITIKCAL BACKGROUND

including possession, use and disposal, over all its wealth, narural
resources and cconomic activities.

2. Each Srate has the right:

{a) To r:gulatc and exercise authority over forcign investment within its
national jurisdiction in accordance with its laws and regulations and in
confarmity with its national ebjectives and priorities, No State shall be
compelled to grant preferential treatment to foreign investment;

{b) To regulate and supervise the activities of transnational corporations
within its national jurisdiction and take measures to ensure that such
activities comply with its laws, rules and regulations and conform with
its economic and secial policies. Transnational corporations shall not
intervene in the internal affairs of a host State. Every Stare should, with
full regard for its sovereign rights, co-operate with other States in the
exercise of the right ser forth in this subparagraply;

(¢} To nationalise, expropriate or transfer ownership of foreign property,
in which case appropriate compensation should be paid by the Seate
adopting such measutes, taking into account its. celevant laws and
regulations and all circumstances that the State considers pertinent. Tn
any case, where the guestion of compensarion gives rise to a controversy,
it shafl be scaled under the domestic law of the nadonalising State and
by its ribunals, unless it is freely and mutually agreed by all States
concerned that other peaceful means be sought on the basis of sovereign
cquality of States and in :m:mdancc with the principle of free choice of
means.

The 1974 Charter notwithstanding, many developing countries have, since
then, entered with western industrialised countries into bi-lareral agreements
for the promotion and protection of reviprocal investments. These bifateral
agreements display a remarkable blending of western rules of interpational
law with provisions of the Charter concerning the possibilities of nationalising
forcign assets. Taking for example the United Kingdom/People’s Republic of
China Agreement of May 15, 1986 ("concerning the Promotion and Reciprocal
Protection of Investments™), foreign investments may not be nationalised,
except for an internal public or social purpose ‘and apainst 2 reasonable
compensation, such compensation 1o be based on the real value of the
investment expropriated, to include payment of interest, be made without
undue delay, be effectively realisable and be freely transferable. The company
affected must have the right under the law of the host State making the
expropriation, to prempt review by a judicial or other independent authority
of that State, of its case and of the valuation of its investment. Tt will be clear
that in this manner the applicability of domestic law is acknowledged but at
the szme time the principles of international law are now incorporated in the
domestic law by ineans of the investment protection treaty.

The extenr and scope of a State's sovereign powers over natural resources

g 55

ot




PRODUCTION SHARING AGREEMENTS

and the modalities of nationalisation measures have been further developed
and “the state of the art™ in this matter is represented in the text. of 1994
European Encrgy Charter Treaty, namely in article 18 (Sovercignty over
Energy Resources) and article 13 (Expropriation). The state of the art reflects
not oily the situation in the Member States of the QECD, but most importtantly
also the situation in East European countrics and the Member States of the
CIS, all of which are Contracting Partics of the Treaty. The rexr of acticle 13
js very similar to the rext of article 5 (Expropriation} of the aforesaid
United Kingdom/China Agrecment of May 15, 1986. However, the article on
sovereignty {article 18) differs greatly from the corresponding article in the
1974 Charter. State sovereignty is recognised but is not described as being
“npermanent”. Because of its importance the text of this article is quoted in
full: :
“!1y The Contracting Partics recognise state sovercignty and sovereign
rights over energy tesources. They reaffirm that these must be exercised
_in'accordance with and subject to the rules of international law.
(2) Without affecting the objectives of promoting access to cncrgy
resources_and . exploration and development thereof on a commercigl
basis, the Treaty shall in no way prejudice the rules in Contracting
Partics governing the system of property ownership of energy tesources.
{3} Each State continues to hold in patticular the rights ta decide the
"geographical areas within the area under its jurisdiction ro be made
" available for exploration and development of its encrgy resources and
the rate at which they may be depleted or otherwise exploited, to specify
and c‘hioy any taxes, royalties and other financial payments payable by
virtue of such explorazion and exploitation and ta regulate the resource
conservation and the ‘envitonmental and safery aspects of such explo-
ration, development and reclamation within the area under irs jur-
isdiction, and to participate in such exploration and exploitation, inter
alia, through direct participation by the government or through state
. ENIETPTISES.
{(#) The Contracting Partics undertake to facilitate access 1o energy
resources inter alia by allocating in 2 nop-discriminatory maoner on
the basis of published criteria authorisations, licences, concessions and
contratts to prospect and explore for or to exploit or extract encrgy
resources.”

[t should be nored that in paragraph (2) any rule of law vesting the
ownership of minerals in sitw in the owner of the land overlying the mineral
deposit is respected. The reference in paragraph (3) rto state participation
reflects the facr that in some oil and gas producing West European countries
and in the Member States of the CiS state participation is 2 common practice,
As to paragraph (4), the reference to “contracts” as an alternacive to licences
and concessions accommodares the position of the East European countries
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and the Member States of the CIS. Those Statcs, given their background and
past history of state ownership and state control and planning with regard to
the exploitation of natura! resources, have a “natural” preference for pro-
duction sharing agreements which preference they share with the developing
countries.

In the light of these developments {ie. the proliferation of bi-lateral
investment protection agreements and the emergence of the European Energy
Charter Treaty) it may be concluded that the pertinent provisions of the 1974
Charter have lost their sharp edges and should be interpreted in a less strice
fashion. Nevertheless the developing countries™ satisfaction with the risk
contract in general and the production sharing agreement in particular ts
beyond dispure and as briefly indicated above the aceeptance of and interest
in the PSA has recently spread to countries which aze in a process of converting
their centrally planned economics inte a market economy, such as 2 number
of the East European courtries, the Russian Federation and some other
Member States of the CIS. It should be noted that they have been preceded
in this marter by the Peoplc's Republic of China. .

From the description of the concept of a production sharing agreement (see
above) it follows that a production sharing agreement fully respects the
permanent sovereignty of the State over its natural resources, in this case
peteoleum. It achieves this in a manner that could never be achieved by the
granting of exclusive licences or concessions. As a marter of fact, 2 PSA can
be viewed as a production sales agreement whereby the state party sells a
portion of the oil and gas production by dclivering such portion to the
contractor in exchange for the latter rendering operational services and
funding the cnsuing operations.

The breakthrough of the production sharing agrcement came in the frse
half of the 1970s at the time when che traditional concessions and other
licences in the Member Statcs of OPEC {with the exception of Iran and
Indonesia) were either nationalised, terminated, complecely taken-over or
ended with a 60 per cent state patticipation. The various actions and measures
taken by the OPEC Member States were explained and justified by pointing
to the need te imroduce the New International Economic Order (Solemn
Declaration of Sovereigns and Heads of Stare, Algiers, March 4 10 6, 1975).
These evenrs strengthencd the need for a type of perroleum righe that could
be reconciled with the principles of the 1974 Charter but at the same time
would not obstruct the flow of the much needed foreign investments.

One most practical aspect should not be overlooked. The enthusiasm for
the production sharing contract as shown by developing countrics should not
only be ascribed to the fact that state sovereignty is upheld and maintained.
For developing countrics the fact that the stare party is not primarily
respensible for the funding of the petroleum operations (at most it may have
been given the option to contribute to development expenditure) 1s of grear
practical importance. A production sharing agreement offers developing
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countries lacking the financial resources and technical experience to build up
a_domes:ic petroleam industry on their own the possihility to engage forcign
oil companies and make use of the fatter’s fnancial and technical capabilities
_and resources for this purpese withour having te make concessions in the
matter of sovercignty over their domestic petroleum resources, i.e. without
having to grant exclusive licenees to chese companies and running the sk of
forcign domination over their petroleum secror.

It should be added thar in the context of the natienalisation, termination
-or complete 1ake-over of the traditional concessions in the Middle Fast Gulf
States and the concessions in Venezuela the former concessionaires were
offered-non-risk scrvice contracts accompanied by long term oil purchase
contracts. This type of contract of work is only suicable for major oil
producing States with a marure domestic petroleum industry within their
jurisdiction. . .

HISTORICAL DEVELOPMENT

Indonesia

Indonc_sia was the first petroleum producing country v embrace production
shating agreements as the legal instrument for permitting foreign oil entcrprises
to'undertake petroleum operations within jts tersitory. PSAs were adopted in
replacement of the exclusive licence agreements that had been terminated by
virtue of Governmene Decres No. 44 of Ocrober 26, 1960.

The origin of the concept can be traced back to the Nethedands-Indjcs
Mining Law of 1499, as amended in 1919, I accordance with article Sa of
Fhis Law, the competent minister could be authorised by special law to enter
inte contracts with an ol enterprise granting the latter (the contractor) the
exclusive right to search for and produce petroleum within a certajn territory
and fer a certain number of years. A contractor was obliged to pay a foyalty
and a proportional part of the gross profit (revenues less costs and losses carrjed
forwards). The proportion was related o the annual capital expenditures. The
government had the right 10 demand the royalty and profit share be paid in
E;] cla: oil products, provided the il or vil preducts so received would be used
wp: :fg::::::::?; i;r::;!:s:tvn needs. Cleatly, ic is only a small step from this

Government Decree No.44 of October 26, 1960 determined that oil and gas
are parr o_f rh_c national riches under the control of the Stare, The exploratigon
an.d expleitation were declased to be the responsibility of the Seate whick for
this purpose could delegate chis responsibility to national seate enterprises
These enterprises had to be established by law. Such law cstablishc?thei;
authority to underrake the exploration and exploitation of petroleum, Th
Decree authorised the competent minister to designate cnterprises \‘vhic;
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should assist the national state enterprise in fulfilling its task, if so peeded.
Then cxisting licence ageeements had in fact been nationalised and the former
concessionaires wete only allowed ro concinue exercising their rights for a
period as short as possible and to be determined by government regulation.
The affecred coticessionaires were accorded a preferential right in obtaining
a contract of work with the designaced stare enterprisc in respect 1o the area
of their former (and suspended) petroleum agrecment.

" The present designated state oil enterprise is Perusahaan Pertambangan
Minyak dan Gas Bumi Negara (Pertamina). Pertamina was established by
Law No. 8 of 1971, in replacement of the state enterprise P10, Pertamina
which dated from 1968 and was now liquidated, In the words of the Law
No. 8 of 1971 (article 5} the objective of Pertamina was 1o develop and carry
out the exploitation of cil and natural gas in the widest sense of the word
for the maximum prosperity of the People and the State as well as for creating
Narional strength. ’

Pertamina’s tasks are described in article 13 as follows: to carry out oil and
natural gas exploitation for the acquisition of maximum prospetity for the
People and the State (repeating Pertamina’s objective) and to supply and serve
the domestic demand for oil and natural gas, the implementation of which
shall be regulated by government regulation. Pursuant to article 12: (a)
Pertamina may co-operate with another party in the form of a "Production
Sharing Contract™; {b} the terms and conditions of such co-aperation shall
be rcgulated by a government regulation; and {¢) the production sharing
contract shall become cffective as of the moment of approval by the President.
In the “Elucidation” annexed to the Law it is staced thar in this co-operation
the mosr favourable terms for the State have to be sought. Furthermore it is
stated that every production sharing contract which has been approved by
the President will ke notificd to Patliament.

ft is noteworthy that from the eatliest contracts onwards an element of
mandatory state participation can be detected. Pursnant to the relevant
condition, Pertamina was entitled to require a foreign contractor to offer
{within three months after the first declaration of commercial discovery} a
five per cent, later increased to 10 per cont participating interest m his contract
te an Indonesian cnterprise desipnated by Pertamina (according to later
contracts Pertamina could also designate irself). M contractor's offer is
accepted, the ensuing co-operation between contractor and the Indonesian
participant is governed by the rules of an agreement of co-operartion, the
main principles of which are artached co the production shating agreemeit
concerned,

Initially the production sharing agreements were scen a2s income tax but
the contractor’s income taxes were considered to be part of Pertamina’s share
of thz profit oil and the latter was responsible for payment. In order to satisfy
all formalities a contractor received tax receipts from the rax authorities
enabling contractor ro demonstrate {mainly vis-d-vis the tax authorities of his
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took the form of setting aside a part of the preduction for delivery to the
State, thereby reducing the production on which contractor and scate party
could lay a claim by way of cost il and profi oil.

Peru

In 1971 a simple form of production sharing was introduced in Peru, It had
been the international petroleum industry itself {in this case Cccidental
Petroleurn Corporation) which acquainted the country with the concept,
Under the terms of the Peruvian contract the production made avajlable by
the contractor was divided in two equal shares between Petroperu, the
Peruvian national state oil company, and the contracror. The latter was Hable
to pay income tax. As of 1985, PSAs were replaced by a different type of
contract, the so named risk bearing service agresments. Under che rules of
this type of agreement the contractor is paid a fee expressed in U.S. dollars
per barrel produced. C

The Philippines

By Presidential Dectee of December 22, 1972 “on the promotion of petroleum
exploration and production in the Philippines™ new conditions for service
contracts were published. The service contracts appeared to be similar to the
Indonesian style production shacing agreements bur with proceeds sharing
instead of production sharing, ie. in cssence, rotal production is sold by
contractor and the sales proceeds are shared between the parties in the same
way as production would have been shared between them. The contracts are
made beeween a foreign oil company {contractor) and the Petroleum Board
(stare party) and their main features are the following: contractor undertakes,
manages and execure petroleum operations, and meets all costs thereal;, up
to a maximum of 70 per cent of the gross proceeds from production may be

used by contractor in repayment of costs incurred; the Petroleum Board

teeeives 60 per cent of the net proceeds defined as gross proceeds fess cast
incurred within the 70 per cent limit and less the Philippino Parricipation
Incentive Allowance {PPIA), if applicable. The PPIA is expressed 25 a discount
off salcs price and is granted ro the contractor with Philippino participation.

An incentive is granted if a contractor agrees to set up a joint venture with
a Philippina partner. In the casc of Indonesia a contractor has to make an
offer for five per cent or 10 per cent national participation without reeeiving
any compensation therefor,

The contractor receives 40 per cent of the net proceeds plus the PPIA, if
applicable. Further tezms and conditions include: valuation of crude oil for
determining gross procceds to be based as ta exported crude oil on rhe posted
price, which s the f.o.b. prict as established by the contractor in consultation
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with the Petroleum Board, and as to local sales on the price tealised in arm’s
length deals; all forcign cureency earned by export sales may be kept abroad
except foreign currency needed for payments to the Petrolenm Board and for
‘covering costs incurred in local currency; the contractor to be subject only to
income tax, bur all income rax including any tax on distriburion of income
to shareholders to be assumed and paid by the Petroleum Board on behalf of
the coneractor. : .

Sales proceeds sharing instead .of production sharing comes very close,
albeit more in substance than in form, to the holding of an exclusive licence.

Libya . -

In Libya production sharing contracts were applied as of 1974. The same oil
company, that had been instrumental in intreducing the concept in Peryy,
signed: on February 7, 1974 the first contract of this type with the Libyan
Natinnal Qil Corporation, NOC. This corporation had’ been established in
1370. Up to-that time exclusive perrolenm rights had been pranted in the form
of concessions under the rerms of the Petroleum Law of 1955, Upon the
introduction of PSAs, the Petrolenm Law was not abolished but its scope was
restricted to the activities of NOC, Exclusive oil rights were rescrved for and
only granted ro NOC, The larter became authorised to enter into PSAs with
interested foreign ail companies, provided any propesed and negotiated
agreement was submitred to the governmental auchorities {the General People's
Committee} for approval.

-The pantern of the Libyan contract was rather similar to that of the
Peruvian contract but there were some important differences. For instance
the production was not divided into two equal pasts but in proportions much
more favourable to NOC, such for instance 81719 or 85/15. Because of this
disproportionate division the Libyan contractor was excmpted from having
o pay any income taxes [nor toyalties for that matrer). There was also 3
difference in the marter of development work. After a commercial discovery
in a block was made NOC would contribute to the operating costs and
development costs to be incurred up to the date of export. These costs would
be shared between NOC and the contractor i the same propertion as the
‘production would be shaced, say 81/19 o5 85/15. Initially, NOC's contributions
to development expenditure werc treated as loans which had to he paid back
by the contractor over a number of years, repayment to starr when 2 certain
level of production had been reached or 2 certain quantity of petraleum had
been produced.

To take an example: as soom as the cumulative production, all blacks taken
together, would have reached the level of 106 million barrels, the conceactor
concerned was obliged to stagt repayment of NOC's contributions at a rare
of five per cemt per year. In other €ONtraces, in particular thase concerning
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‘non-associated natural gas, no repayment is required. In the course of time

the terms concerning the production sharing proportic_ms, NOC’S contributi?ns
to development expenditure and repayment obligations, if any, were .vancd
to make contracts cconomically favourable or less favourable, depending on
whether non-associated gas or crude oif was involved, on the prospects of
Anding petroleum in particular contract area and on the level o_r'r,xpccrcd
level of the international oil price, but the pattern of the original 1974
contracts has always been maintained. _ N

A peculiat feature of the early Libyan contracts was that supervision over
operations was cxercised not by NOC but b)f a management committee
consisting of two members representing the Libyan State and one member
from the contractor. In fact, the management committes established by‘ the
nationalisation decree of September 1, 1973 acted as managenent committec
for the purposes of the production sharing agreemenrs. Later this was ch:_;r!gcd
in the sense that two Libyan members were appointed by NOC. Decisions
are caken by simple majority, hence NOC is in firm cofirral as it would have
‘been if itself would have been the supervisory body.

Malaysia

In Malaysia the ground work for the ad0pn:on of PSAs was laid by the
Petroleum Development Act 1974 which came into foree on Ocrober 1, 1974,
By virtue of this Act: _
{i} all existing petroleum agreements were cancelled as of April 1, 1975,
and _ .
(i)} the ownership in and the exclusive right of cxplo'nng for, exploiting,
winning and obtaining petroleum was vested into a state-owned
Corporatior, which was named Teuoleum Nasional IBerhad
{"Petronas”™). Petronas was granted complete freedom to design and
the form, terms and conditions of any new petroleum contracts,
including those rhat were meant to replace the agreements that had
been cancelled by the Act.

Petronas was and is under no obligation to submit ﬁnall}t a_greed terms to
its government for approval, This means that only Petzonas is involved in the
making of the new agreements. As a consequence, changes and zmendm;nts
o the agreements can be arranged between and_among Petronas an 2
contractor in mutual agreement without che intervention of any state a.ulhonry
or of the legislature. Following the example given by Indonesia in 1971,
Petronas chosc the concept of production shating as the standard _er nev;
agrecments, but, in conrtrast with the Indonesia example, the sharing o
production between state party and contracier was from the outset not seen
as am income tax teplacing or tax absorbing arrangement and was not meant
1o exhaust the metheds to determine government take. As 2 mauer of fact,
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the already existing Petrcleum {income Tax) Acr 1967, which imposed a tax
on income from petroleum operations, was maintzined albeit the Act in
several aspects had to be amended in order to cater for the peculiarities of
the new arrangements. The first PSAs weze signed on November 30, 1976.

Special features of the Malaysian coneracts include a special levy (cash
Payment} on profic oil barrels (at current prices inoperative]l and by the
Imposition of an export duty on the profit oil barrels exported. Furthermore
tecent contracts provide for state participation (through a Carigali, a subsidiary
of Perronas] in the contractor's side of the contract,

Angola

The State of Angola became independent in November 1975. In petroleutn
Policy matrers the government was guided by the example of Malaysia. In
1978 a new petroleum law {Law 13/78 of Angust 26, 1978) was enacted. It
dearly showed that the makers were inspired by the principles of the 1974
Charter. The Law, which is a framework law leaving details to be filled in
by subsidiary legishation {government regulations), declared all onshore and
offshong petroleum deposits to be the property of the People of Angola and
all the exploration and expleitation rights to be transferred to Sonango), the
Angolan state oil agency.
\ c:onangol was not zuthorised to alienate jts mining rights, neither partially
cxis:ot:lly. As fmr:{ the moment the Law would come into foree all then
ng petroleum rights would be considered as void and deemed 1o have
r:;n _transfcrrcc! to Sonangol. Any foreign company possessing the necessary
. n"::;tl capabl!fu:s and financial capacities and wishing to explore within
¢ national territory was permitted to do so buc only in association with
Onangol a.m% within the areas comprised in the licences granted to Sonangol.
Wa;s assocration could be in the form of a 51749 joint venture (this possibility
. ftstflctcd to the onshore) or a production sharing contract (this possibility
#s available for both the onshare and the offshore).

Atthe end of 1979 the terms of the envisaged production sharing contracts’

:“:‘f: made puphc. The terms appeared to follow the Egyptian style, except
an operating committee fulbls the role of the board of directors of the
pfggslan joint oper'ating company and except. that the payment of 2n excess
twe:axhwas requ.lred per barrel profic oil. The Yevy equalled the difference
he T the barrel’s marker value and a certain indexed base price. In 1984
ng{i:;:;c cap amuur:tcd to US$2.2.70. Thc cxcess profit tax reflected the
Crate Bovernment’s preoccupation with creaming off excess profits gen-
ed by the high price level prevailing in the early 1980s.

HISTCRICAL DEVELOPMENT

"The People’s Republic of China

In August 1982, China invited foreign oil enterprises to apply for production
sharing agreements with respecr to the Chinesc part of the continental sheff.
The basis for the contracts was laid down in the Regulations of the Peaple’s
Republic of China on Exploitation of Offshore Petroleurm Resources in Co-
operation with Foreign Enterprises which had been made public on January
30, 1982. The new Regulations followed the by now classic Tndonesian
approach: the ownership of petroleum in situ on the continental shelf was
vested in .the State. The CThinese National Cffshore 0il Corporation
{CNOOC), which had been established at the same time, was given the
exclusive right to search for and exploit such petroletm. CNOOC should
undertake the licensed activities in co-operation with foreign oil Enterprises.

The Regulations contained the main principles on the basis of which the
co-operation should take place. The standard chosen appeared to be pro-
duction sharing characterised by two special features: the production sharing
concept is applied to each ‘individual field snd CNOOG is given the optien
1o participate in cthe development of any such field -with a share of up to 51
per cent. Development cost oil as generated by a particular field is divided
between contractor and CNOOC in proporction to both parties” individual
tontributions to the costs of development. Remaining oil {i.e, 0il remaining
afecr royalty oil (12.5 per cent), tax oil (5 per cent) and cost cil {up to 50 per
cent of production) is divided between the contractor and CNOOC as
participant on the one hand (X per cent) and CNCOC as seate parry on the
other 1-X per cent). The X-factor is determined on the basis of successive
tranches of levels of daily production, each tranche having its own X-factor.
X-factors were fixed in negotiations with applicants.

Nigeria

Shortly after Nigeria became a member State of OPEC {July 1971) OPEC's
conference {extra-ordinary meeting of September 22, 1971} adopted a res-
olution calling upon the members 10 srart negotiations with their respective
concessionaires and licence holders on the acquisition of a stare interest in
the traditional concessions in the Middle East Gulf area and in other licences.
Nigeria did nor actively parcicipate in these negotiations, but was sarished
with implementing the results chereof with respect to the licences and oil
mining leases under its jurisdiction. By means of an agreement signed on June
11, 1973 with the concessionaire the Nigerian povernment acquired a 35 per
cent interest in those petroleum nights. Later, in two successive steps, this
initial interest was increased to 60 per cent. Through natienalisation of a 50
per cent {oreign sharcholding in the major concessionaire the government
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further increased state participation to 80 per cent. Later again, this share
was reduced to 60 per cent,

_The government's intcrest in OPEC style state participating had been
focused on its main producing areas. For new exploration acreage the
governiment had shown to be prepared to experiment with the concept of
production sharing. In 1972 a production sharing agreement was concluded
with an American oil company. At that rime, Egypt had already decided to
switch to the concept and was negotiating and signing a grear number of
production sharing agreements. Undoubtedly, the Egyptian contracts had
stood model.for the Nigerian agreement. Nevertheless thete were three
important deviations from the Egyptian example.

Pirst, the Nigerian agreement did not have an autonomous contract area.
Instcad, the contract area coincided with the area of two oil prospecting
licences granted to and held by the state parey {in this case the Nigerian
National Perroleum Corporation, NNPC). Being the licence holder made
NNPC tesponsible for maintaining the licences in good standing, for fulfilling
any area relinquishmene obligations and alse responsible for the conversion
of the prospecting licences into 0il mining leases after commercial discovery,
all in accordance with the applicable petroleum legislation.

Sccondly, the Nigerian agreement provided for sctting aside a portian of
the production {a portion referred to as tax oil} for the payment of the special
Petroleum Profits Tax. Profit oil therefore amounted 1o what remained of the
production after deduction of cost o1l {a fixed 40 per cent) and tax oil (55 per
cent of the production remaining after cost oil, the percentage figure rep-
resented the shen prevailing rate of the Petroleum Profits Tax). The so
remaining profit oil portion is divided between NNPC and the contracror in
proportions of 65/35 {lower tranche, up to and including 50,000 brd) and
70/30 {upper tranche, in excess of 50,000 b/d).

Nor only the cost cil allocation {a fixed 40 per cent) but z2lso the division
of the profit il was very similar to the production sharing envisaged under
the Egyptian NOSODECO contract signed in May 1970. Lower tranche, up
to and including 50,000 b/d, profit oil is shared 69.5/31.5, second tranche, in
excess of 50,000 b/d, profit oil is shared 75/25. On the other hand, under the
rules of the Egyptian conttact delivery of tax oil was not envisaged. Contractor
was subject to Egyptian income taxes but contractor’s income taxes were
paid by EGPC on the former’s behalf out of EGPC's share of profit oil.

Thirdly, the contractor remained throughout the durarion of the contract
tespensible for carrying our the operations, no joint operating company was
established (after making a commercial discovery} as was and still is rthe
practice under Egyptian centracts, The agreement of 1972 remained an isolaced
event. Not beforc the early 1990s did the Nigerian government again offer oil
companics the opporcunity to enter into production sharing agreements with
NNPC. This change in policy took place in connection with opening up
the Nigerian exclusive economic zone, tncluding its continental shelf, for
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‘exploration. In fact prospecting Jicences were on offer 1o be formally acquired

by NNPC.

Oil companies interested in starting 2n exploration venture could apply or
make a bid for a production sharing agreement with respect o NNPC's
licences covering the exploration acreage of their choice. As licensee, NNPC
is responsible for keeping the licences in good standing and, in case of
commercial discovery, for timely converting the prospecting licences in wil
mining leases. The contractor has to work within the rules provided fer in
the licences, possible future oil mining Jedses and the applicable petroleum
legislation. A postion of il (royalty oil} is reserved for NNPC in order to
allow the lateer to pay the royalty due to the State under the terms of any
offshore oit mining lease (rates depend on water depth and are ranging
berween 20 per cent (shallow water) and 0.0 per cent {water depth in excess
of 1000 metres). A further portion of production is allocated to the contracror
for recovery of the operating and capital costs incurred by him in accordance
with the rules of accounting incorporated in the zgreement.

“The next portion, referred to as tax oil, is allocated to NNPC in order to
allow the larter to pay on behalf of itself and contractar the petroleum income
tax due in accordance with the Peuroleum Profits Tax Act (PPT). In this case,
taxable income consists of the difference between the proceeds and deducrible
costs of the wtal venture, as calculated in accordance with the rules of the
PPT. However this may be, contractor must be seen (vis-g-vis the tax
authorities of his home country) as having been subject to the PPT and as
having actually paid its sharc of the PPT imposed. Therefore the PPT paid
by NNPC to the government is allocated between the parties on the basis of
actual proceeds received and actual costs incurred. The remaining production
is divided between NINPC and contractor in propertions depending on levels
of cumulative production.

Other countries

Many more developing coumtrics, when opening up thetr territory for explo-
ration to foreign oi} companies, have opted for adopting the concept of
preduction sharing as the vehicle to engage and <o-operate with the fatter.
To mention a few: Yemen, Myanmar, Vietnam, Jvory Coast, Ghana, Tanzania.

_ Apart from Nigeria, other non-western, major petroleum producing countries,

such 2s Oman (1975) and other Gulf States, similarly experimented with the
production sharing concept but its application remained restricted 1o new
exploration ventures situated outside their main producing areas. The lacer
remain state controlled or governed by concessions or licences with majority
state participation., Since the 1390s, Easr European countries, the Russian
Federation, Kazakhstan and some other member States of the. CI5 hal\ie
followed their example.
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THE ORIGINAL INDONESIAN MODEL

Indoncsia was the first host country where the production sharing agreement
was adopted and applied. For Indonesia the concepr was not something
radically new. As mentioned before, the origins of the concept can be traced
back to the ¢olonial mining legislation of the foriner Netherlands Indies. The
carly Indonesian production sharing agreements stood at the basis of the
concept’s Further development and evolution that took place not only in

Indoncsia itself but alsa in all other countries that followed Indonesia™s

example and made the concept the centre piece of their petroleum regime,

The original model is summarised in Pertamina’s Swmmary of Indenesian Oil

Contracts, (2nd ed. 1972}, in which the data of all contracts concluded

between 1969 and 1971 are represented.

The broad principles arc the following:

{i} Duration of rontract 30 years mcludmg a period of 10 ycars for
cxploration;

(ii} Contract is automatically terminated if within the 10 year explo-
ration period contractor docs not succeed in discovering pet-
roleum; -

(i) During the 10 ycar exploration period, at regular intervals, pares
of the contract area have to be relinquished;

(iv} Pertamina is responsible for the management of the operations.

The contractor is responsible to Pertamina for the execution of

the operations and provides the necessary funds therefor;

H petroleum is discovered which in the judgment of Pertamina

and the conrractor {alternatively: in the judgment of the contractor

after consultation with Pertamina) can be praduced commercially

“then the contracior will commence development;

{vi) The contractor is responsible for the preparauon of annual work
programmes and correspending budgets. Any such programme
and budget are submitted for approval to Pertamina. {Note: in an
acrual contracr it is stated thar when considering work pro-
grammes and budgets proposed by contractor, Pertamina will give
due considezation to the Face that the contractor carries the risk
of and provides the necessary funds for the petroleum operations).
Pertamina’s agreement to a proposed work programme shall not
be unreasonably withheld;

{vii) If Pertamina wishes to propose a revision as to certain specific
featueres of the submitted work programme and budget Pertamina
and the contractor shall meet and endeavour to agree on the
revisions proposed by Pertamina. In any event, any part of the
work programme as to which Pertamina has not proposed a
revision shall in so far as possible be carried our as prescribed
therern;

{v

68

{¥iii)

(ix}

{x

—

(xi)

{xii)

THE ORIGINAL INDONESIAN MODEL

It js recognised by both parties that the details of a work
programme may require changes in the light of changing cir-
cumstances. The contractor is authorised to make such changes
provided they do not change the general objective of the work
programme;

Pertamina shall periodically consult with the contractor with a
view to the fact that the contractor is respensible for carrying out
the work programme adopted pursuant to the contract;

The contractor is obliged to execirte a work programme in a
workmanlike mannet and by any appropriate scientific methods;
Up to a maximusn of 40 per cent of available crude oil production
may be taken by the contractor in repayment of costs incurred.
In this context and for this purpose ‘‘costs™ mean expenditures
as paid, without spplication of depreciation or amortisation
eules, even when the purchase or acqmsuwn of capital assets is
concerned;

The balance of crude oil remaining aftcr thc contractor has taken
his entitlement to cost oil {at Ieast 60 per cent of total production)
is split 60 per cent to Pertamina and 40 per cent to the contractor
{main producing areas} or 65 per cent to Pertamina and 35 per
cent to the contracror.

Afrer the dramatic increase of the internationai ol price at the
end of 1973, beginning 1974, contracts were amended and a
system of successive daily production tranches was introduced.
Each daily production tranche was divided into cost ail {tied to
a maximum of 40 per cent of the tranche} and profit oil. For cach
tranche higher in the series the split of the profit o3l porson
became more favourable to Pectamina, In fact the original proft
oil split of 65/35 was under the new system only applicable up to
75,000 b/d (the botrom tranche); the profic oil in the next tranche,
which ranged from 75,000 b/d to 200,000 b/d, was divided
67.5/32.5; and prafit oil in the upper tranche, i.c. that part of the
production in excess of 200,000 b/d, was divided 70/30. In
addition, an excess profit charge was introduced payable in cash
with respect to cach barrel of net profit ¢il. 1n this context, net

profic oil meant the profit oil remaining afrer satisfying the'

domestic supply obligation.

The excess profit charge amounted to a certain percentage of
the difference between the selling price and a_base price which
was hxed at US$SS per barrel. The intention was to replace the
respective 65/35; 67.5/32.5 and 70/30 proportions, in which ner
profit oil was divided, by a new 85/15 propertion but only in
respect of the aforementioned price difference. As a result the
amaunr of the excess profit charge payable per barrel net profit oil

69




" 70

{xii)

PRODUCTION SHARING AGREEMENTS

in respeet of the bottom tranche can be calculated as: {.35 — .15) x
{$12 — $5) = $1.40 {assuming a sciling price of $12 per barrel).
For the next tranche it would be (325 ~ .15)x($12 = $5) =
$1.225.

Up to 25 per cent of total erude o3l production had o be supplied

. to the domestic marker. The actmal amount that had to be

delivered within the said 25 per cent limit was a certain fraction
of the Indonesian domestic consumption. This fraction was found
by dividing total contract production by total Indonesian pro-
‘duction {all dividing toral contract production by rotal Indonesian
production {all contract areas taken rogethert. The domestic
supply ‘obligation was shared between Pertamina and the con-
tractor in the same proportions as profit oil was divided bBetweeh

.+ them, if the system of dividing daily production in tranches was

{xiv)

(xv}

{xvi)

{xvii)

{xviii)

applicable, up to 25 per cent of cach tranche had to be delivered
to the domestic market. The contractor received US$0.20 per
bareel for crude oil delivered to the domestic market,

Pertamina is fully entitled to rake its share of profit oif in kind.
If Pertardina clects to take any part thereof, it shall so advise the
contractor not less cthan 90 days prior to the commencement of
tach semester of cach year provided that such clection shall not
interfere with the proper performance of any crude oil sales
agreement which the contractor has execured prior to the notice
of such election. If Pertamina does not rake its share of the profit
o1 in kind the contracror is obliged to marker Pertamina’s share
to the best of his abilities. If however Perramina can realise a
better price for the contractor’s cost oil, it can excrcise an option
to market this portion of the production itseif.

The contractor is entitled to retain abroad the proceeds of the
sale of all crude oit from the venture, except for the procceds of
Pertamina’s share of the profit oil sold by the contractor.
Valuatien of the crude oil production for the purpose of the
contract is based on realised .prices f.o.b. point of export in
Indonesia as paid by third partics, or, if thers ace no such third
party sales and prices, as price shall be derived from prices paid
by third parties for crude oil of similar type and quality,

The contractor is subject to Indonesian income taxes and all other
taxes, including all dividend withholding taxes or taxes imposed
on the distribution or remittance of income or profit by contractor,
However, all such present and future taxes are to be paid and
assumed by Pertamina out of its share of the profit oil. The
contractor will receive from the tax authorities official reecipts
evidencing chat all taxes due by him had been paid.

If associated natural gas cannot be commercially exploited it has

A g gl kg i e it A LA TR ol A TP b o i Tyl I Y kol e A

PART I: REGULATORY PROVISIONS

to be flared or pur ar the disposal of Perramina For the latter's
account, IF naturzl gas can be commercially exploited, Pertamina
and the contractor may decide to participate in a gas projecr.
Costs and revenues will then be treated on the same basis as in
the case of crude oil. (Note: as was customary in the early
contracts there are ne specific provisions made for natural gas; in

those days markets for natural gas had still to be developed).
{xix} Pertamina is entitled to request the contractor to offer a 5 per
cent undivided interest in contractor’s side of the contracr 10 an
Indonesian enterprise (Indonesian pasticipant) to be designated
by Pertamina. Pertamina should make its request within three
months after the contractor’s fiest declaration of commercial
discovery. The Indonesian participant muset repay five per cent of
the costs incurred by the centractor up to that moment. Repay-
ment should be made in cash o kind. If in kind, 50 per cent of
the Indonesian participant’s share of praduction would be reserved
for that purposc and the zmount to be repaid would be increased

by 50 per cent. . .
Systematically, the contents of any production sharing agreenient may
be chought to be made up of five distinct Parts. Each Part will now be
examined in more detail.

PART I: REGULATORY PROVISIONS

Parties

Parties are on the one part an authorised state cnterprise (state parry) and on
the other one or more oil companies. [n some host countries e.g. Egypt, Syria)
the government is also a party and will co-sign the agreement. 1f the
government is a party it takes the place of the state parry in matters of
approving assignments and termination of the contract. If there is more than
one oil company, the latrer constitutes collectively the contractor.

Authority

When entering into a production sharing agreement, a stare party is either
acting pursuant to 2 general authority granted by a basic or spccra? peiroleum
law or acting as the holder of a specific exclusive exploration _andfor
production licence granted in conformity with the 1erms and a':ondmons of
the applicable petroleum law. An extreme example of conferring a general
authority is presented by the Malaysian Petroleum Development Act 1974 }5)'
virtue of this Act all then existing petrolenm agrezments were canccllo_d with
effect from a April 1975 and the ownership in and the exclusive right of
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exploring for, exploiting, winning and obtaining petroleum, whether onshore
or offshore, was vested into a state owned corporation which was named
Petronas. In consideration for having received the ownership and these
exclusive rights Petronas is lable to pay royalties to the Federzl Government
and any State government. Petronas was granted complere freedom o ser che
form, terms and conditions of any new agreements, including those that were
meant to replace the ones that were cancelled. Petrenas was and is under no
obligation to submit finally agreed tecms to its government for approval,

In ¢ontrast, the freedom and status of Indonesias state oil eoterprise
Pertamina are more restricred. In Indonesia the ownership of petroleum s
vested in the State which has also been declared responsible for exploration
and exploitation. The Indonesian State could delegate this responsibility ro
national state enterprises. Such delegation was effectuated by Law No. 8 of
1971 establishing the aforesaid Pertamina. As described before, Pertaminaz
was permitted. to co-operate with another parry in the form of a production
sharing agreement but any fnally agreed production sharing contrace required
‘the approval of the President before the agreement would become effectjve.
It will be recalled that in the “Elucidation” annexed to the aforementioned
Law it is stated that in this co-operation the most favourable terms for the
State have to be sought and that every production sharing contract which has
been approved by the President will be notified to pazliament for information.

tn.the People’s Republic of China the -ownership of petrolcum in sitw s
vested in the State. The ministry of petroleum affairs is declared to be the
competent authority in charge of offshore petroleum cxploitation in co-
operation with foreign oil companies. The forms of co-operation and the
demarcation of offshore areas for such co-operation belongs to the cempetence
of the ministry. The actual coaduct of operations and co-operation with
foreign oil companies is entrusted to the Chinese National Offshore Ojl
Corporation (CNOGC) under supervision of the ministry. Ir belengs ro the
competence of CNOQC ro call for bids and 10 enter into contracts with
foreign oil companies with tespect ta the demarcared areas.

In Egypr, the ownership of petroleum iz situ is vested in the State and
EGPC, the designated stare oil enterprise, has been granted am exclusive
concession for the exploration and exploitation of petroleum throughout the
country. In accordance with Law No. 86 of 1356 a production sharing contracy
negotiated between EGPC and 2 foreign oil company becomes only binding
until a special law s being issued authorising the responsible minister to Sign
the contract. By this procedure the contract is given the full force and cffect
of law,

In Syria a comparable situation obrtains. Law No. 7 of 1953 declares all
minerals 1o be che peoperty of the government. The state owned Syrian
Petroleum Company (SPC) was established by Legislative Decres No. 9 of
1974. Pursuant to this Decree, SPC is authorised to carry out all petroleum
eperations in the country. Whenever a foreign oil company expresses the wish
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“to work for SPC as 2 contractor and should the gavernment agree with this

request, it shall authorise the responsible minister to entez into a contrace
with SPC and the oil company as contractor. The contract is dec?arcd. not to
be binding unless and until a law is published approving and ratifying che
contract and giving the Jatcer full force and effect of law.

Some East European countries and Member States of th‘c CIS, \fvhcrc a
domestic petroleum industry siill has to be Luilt up (earlier described a'ts
pioneer countries), have followed the example given by the People’s Republic
of China fe. a basic petroleum law declares petroleum in situ 10 be the
prdpcrty of the State and the government to have the exclusive a'u:hority e
undertake petroleum exploration and exploitation within the cersi tory of the
State. A state owned enterprise is established or a special government or state
agency (sometimes called Authority or Direcrorate} appointed to whicﬁ tl'tc
petroleum authority is transferred. The state agency or state enterprise is
authorised ta enrer into concracts (in the contraces described as production
sharing agreements) with foreign oil companies. Thecontracts become effective
on the date the agreement is approved by the government.. _

Although net a pioneer country, the Russian Federation is developing a
petroleum mining regime along the same lines, By the Law on the Use of the
Subsoil of July 15 1992 a system of licensing was introduced. Ac the same
time, the federal government had 1o make a decision on the legal basis on
which foreign oil companies could be given access to petrolenm and pf:(mleum
operations within the territory of the Federation. The state authpmy auth-
orised to issue licences has the choice between granting exclusive licences
either to joint venture companies owned and cstablished by a foreign oil
company and a particular state enterprise or to state enterprises alone, In the
larter case ic was the intention that the state enterprise/licensee should enter
with foreign oil companies inte praduction sharing agreements conminiqg
pre-established terms and conditions {i.e. terms and conditions as set forth in
government regufations). _

In developing countries, where at the time of introduction of r!-c pr.oc]ui_:tlctm
sharing agreements a well developed regime of petroleum ||ccnsmg.ls. in
existence and being applied, governments usually wish 1o uphold fhe existing
petroleum legislation, This calls for an intcgration of the pro#ucuon shar{ng
agreement within a licensing system. To this end a government issues e.xclus{vc
licences {or concessions) to a state owned oil enterprisc in confo_mur_y with
the existing perroleum legislation and autherises the seate enterprise/licensee
to enter into cantracts with foreign oil companies ro undertake petroicym
operations within the area of the licences concerned. Examples c.af devclpplr?g
countrics where this approach has been and still is followed are Libya, Nigeria
and Tapzania. . _ _

Where production sharing agreements have been integrated into a llcens!ng
regime they have to be implemented within the framewotk of the underlying
licence. This means that a centractor should operare in such 3 monner thar
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the state party/licensee can fulfif the conditions and procedures imposed by
the licence., Tn this context it should be recognised that the srare parry/licensee
is responsible for keeping the licence in good standing, for timely fulfiling
the arca relinquishment schedule, for fulfilling the obligatory exploration
work programme and fnancial commitments, and for paying royalties.

Description of the Contract Area

In practice, exploration acreage on offer is divided into blocks on the basis
of a geographical grid system. A contract may comprise one or more of such
blocks. Alternatively, if the production sharing agreement is integrated into a
licence, the contract area coincides with the area of the undezlying licence.

Duration of.'ghe Contract and Area Relinquishment

Generally, distinction is made between an ‘exploration phase and 2
development/production phase. The exploration phase ts usually divided into
sub-perieds of two or three years. Parts of the otiginal contract area may
have to be surrendered at the end of the each sub-period. A contract will be
terminated if within the duration of the exploration phase no commercial
discovery is made. Under these circumstances a contractor will have lost his
total investment. If at the end of the total exploration period commercial
discoveries have been established the demarcated area of these discoveries
may be retained, the arca outside the demarcated areas must be surrendered.
Total duration of a contract may be fixed at a specified number of years (e.g.
30 years). If so hxed, all petrolenm discoveries declared e be commercial
have to be developed and produced within this period. If ac the end of the
fixed contract periad there are still fields being produced the contract usually
provides for the possibility of an extension of the contract. Such provision
should clarify whether the extension will be granted on the same conditions
ot whether conditions have to be renegotiated.

Generally, with respect to ezch commercial discovery a development area
of sub-block comprising the discovery has to be demarcared. Within such
area or sub-block development and production operarions may be carried out
for a pericd of a fixed number of years (s2y 15 to 20 years plus possible
extensions). Ahernatively, developmenr work should take place wethin a
specified development period, say two to three years, after which the develop-
ment area is converted into a production area. Within a production area
production operations may be undertaken again for a specified number of
years, say 15 or 20 years, with the possibility of extension. The overall
duration of the contracr should comprise the successive development and/or
production perieds (plus possible extensions) and, if so needed, be extended
accordingly. Aliernatively, if the production sharing agreement is integrated
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“into an exclusive licence, the provisions of the licence regarded duration, arca
relinquishment and conversion, if applicable, apply.

Obligatory Exp]ofation and Evaluation Work, Declaration of
Commercial Discovery

With respect to each sub-period of the exploration phase a contractor usually
is obliged to carry out 2 minimum amount of U.S. dollars on exploration
work. o

Afrer making a discovery, a contractor is obliged to carry out a programme
of evaluation work in order to decide whether the discovery is commercial.

Only discoveries declared by contractor to be commercial and so approved
by the state party may be developed and produced in accordance with the
rules of the contracr.

Any contract should provide for the state party having 2n option to develop
a discovery not declared ro he commercial for its sole risk and account_ If a
state party would be interested in a sole risk and account development, it
may have to use the services and facilities of cohtractor, To protect the
interests of contractor, it should be agreed that costs hereby incurred by
contractor are immediately recoverable from cost oil.

National Economic Interest Provisions

Developing couniries, epening up their rerritory to foreign oil companies for
exploration and exploitation of petroleum, will try to make use of the presence
of the foreign oil companies and the latter’s operations for the purpose of
bolstering and suppoeting theit domestic industry generally. To this end
governments will insist on incorporating in their production sharing agree-
ments clauses aiming to promote the national economic interest. These clauses
consist of obligations imposed on contractor, concerning training of persenncl,
transfer of technology, use of locally manufactured goods, use of local services
and local sub-contractors and giving prefersuce to employing aitizens of the
country. The required training of personnel involve the training of conrractor’s
national personnel as well as the raining of the state party’s persclmncl and
may take place within the host country or abroad using the facilities of any
one of contractor's foreign affiliated companies. The cost of the training may
or may not be partially or wholly recoverable from cost oil. If not, it ranks
as a payment of a bonus by contracror.

The required transfer of technology is meant for the bencht nf. the srate
party and is expected 10 cnable the latter to perform more cfﬁqem!y the
functions assigned to it under the rules of the agreement, such as acting as
the supervisory body or participating in the activities of a ‘management
committee or in those of the board of directors of a joint operating company.
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The contracts applicable in the People’s Republic of China are characterised
by the atteation paid to and the emphasis pur on cransfer of technology. In
these contracts transfer of technology is understood to mean and involve the
application and use of contractor’s ot rather contractor’s affiliated companies’
technology to and for the benefit of the authorised peteoleum operadons. The
use and application of contractor’s technalogy inchude giving teaining to
personnel in hindling such technology.

. Being obliged to give preference to the employment of nationals, to the use
of locally manufactured goods and to the supply and other services offered

by local enterprises (sub-coniractors) puts a contractor and his operarions ag -

risk. The available nationals may not have the required skills, the required
goods and services may not be available at the time they are actually required
OF b0 Expensive or not meeting international scandards, Having to use non-
qualificd personnel, sub-standard goods or incomperent sub-contractors or
having to cope with long delivery times will harm and endanger contractor’s
operations. Hence contractors generally insist chat these obligations are
‘qualificd in the sense rhat a contractor may purchase abroad and import any
goods required for his operations, may coploy foreign personnel, and may
use the serviees of foreign sub-contractors (e.g. foreign drilling contractors),
if nationals do not possess the necessary skills, if local goods and services are
not available at all or, if they can be made available, are not competitive in
terms of quality, price and rerms of delivery. As a sanction against using
foreign personnel, goods and services unnccessactly, 2 contract may pravide
that costs made in this respect {e.g. salaries patd to foreign personnel) are not
recaverable from cost oil. Whether or nor much arcention is paid to national
cconamic interest provisions depends on the status of the cconomic develop-
ment of the host country concerned and the aspirations of its government in
this regard, In particular in contracts applicable in Malaysia and the People’s
Republic of China a strong emphasis is put on incorporating national economic
nterest Provisions,

PART II: FINANCIAL PROVISIONS AND
DISPOSITION OF PRODUCTION

Financial Provisions

Generally, a contractor is responsible for funding autherised eperations. But
there are types of contract which provide for an option on the part of che
state party 1o share in the funding of the development phase of any particular
field 25 soon as the decision is 1aken o develop such field (as for instance
envisaged by contracts applicable in China and Tarzania) or even for a
commitment on the part of the stare party to make such contributions {as
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envisaged under Libyan contracts), Without exception however the funding
of expleration work is the sole and exclusive responsibility of a contractor.
If this work does not result in a commercial discovery, the contractor will
receive no compensation and will have lost his investments.

A foreign contractor is abliged to provide the funds for the operations in
convertible foreign currency (usually U.S. dollars.are stipulated). Since pro-
duction sharing contracts are mainly used and practised in countrics with a
weak and non-convertible currency and an economy prone o a serious
measure of inflation, any contract should contain clauses providing the
contractor some privileges in the matrer of foreign currency exchange and
U.5. dollar z¢ccounting. : .

An essential requirement for a foreign contractor is to be allowed to keep
the proceeds of his expore sales abroad, zc least to the extent that any local
payment obligations, such as payment of local taxes and locally incucred
costs, have been fulfilled. This means thar the foreign contractor should be
exempted from the generally applicable obligation‘to surrender foreign cur-

* Tency proceeds to the central bank of the host country {in exchange for local

currency), except as needed to satisfy habilities expressed in focal currency.
Furthermore a contractor should be and usually is allowed to hold bank
accounts in convertible foreign currency, to repatriate any surplus foreign
exchange and to keep the books of account in US dollars.

Disposition of Production

Genesally, a conteacror is allowed freely to export his combined share of the
crude oil production, ie. the total of cost oil and contractor’s shace of the
profit oil, albeit this freedom might be restricted by the imposition of an
cbiigation to supply the domestic marker other than and apart from a case
of national emergency. With respect 1o the disposal of natural gas and NGL's
special arrangements are_made. Such special arrangements may involve a
LING-expornt project.

Unless the contractor is paid a realistic market price in freely convertble
curtency, supply to the demestic market has a negative impact on the
CORtractor’s ventire economics. In contracts applicable in Egypt, under which
EGPC has been given the preferential right to purchase a portion of the
contractor’s crude oil for the supply of the domestic marker, the contractor's
interests are protected in thar EGPC must pay the price which is established
as the value of cost oil. This value is derived from the marker value. According
to contracts applicable in Malaysia the state party {Petronas} has the right to
purchase for domestic supply purposes from contractors up to 50 per cent of
the quarterly volume of cost oil at a price equal 1o the cost oil value.
According. to contracts applicable in Indonesia contractors are obliged 1o
supply a poction of their profit oil to the domestic marker. In fact, 2 maximum

-
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of 25 per cent of the total crude oil production is reserved for the domestic
market and the actual portion to be delivered is shared between Pertamina
and any patticular contractor in the same proportion as the profic oil is shared
between them. According to recent contracts contractors reccive for crude oil
supplicd by them 10 per cent of the cost oil value, albeit during the first five
years of field production contractors are paid a price equal ro the full cost oil
value. According to a model contract recently proposed by the government
of an Easr Europezn country the state party is given an option to buy from
the contractor the later’s total share of production subject to a mutually
satisfactory purchase contract being agreed between the partics. The price 1o
be paid by the state par, if it exercises this option, would be the price the
contractor would have received in an arm’s length transaction with a non-
affiliated third party on world markets. .

. Acrangements for natural gas, which may include a scheme aiming to sell
the gas produced on the domestic gas marker, will generally only be made
after a discovery of non-associaced gas has been established and the possibilities
of development and marketing, either locally or abroad, have been studied
and evaluated. However in recent production sharing agreements as applicable
in Egypr the disposal of natural gas production received more attention. As
in the case of crude oil, priority must be given to meeting the requirements
of the domestic market. If pas is to be disposed on this market, EGPC shall
be the buyer under a long-term gas sales agreement. The partics shall consult
together whether to build 2 gas planr to extract liguid petrolenm gases {LPG,
defined in the contract as a mixture of propane and butane) from gas produced
under the contract. The costs of such a gas plant are recoverable from cost
recovery petroleum, unless the minister agrees to accelerated recovery, EGPC
has the option to pay for the gas purchased under any long-term gas sales
agreement.and for the LPG bought from the gas plant either in cash or in
crude oil. If in the absence of a long-term gas sales agrezment, gas or LPG is
exported contractor may rctain abroad the proceeds from exporting con-
tractor’s share thereof.

PART Ilil: COST RECOVERY, PRODUCTION
SHARING AND TAXES ON INCOME AND
PROFITS

Cost Recovery

For the recovery of the cost incurred by him, a contractor is dependent on
the volume of cost petroleum that the rules of a particulor contract put at his
disposal, .

Generally, distinction is made between exploration, capital development
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‘and operating costs. These costs may be recovered from the available cost

perroleum in accordance with rules of amectisation and depreciation along
the lines of the calculation of taxable-income pursuant o income tax laws,
but which will be different under different contraets. Cost recovery operates
on a quarterly basis i.e. costs incurred in any quarter are recovered from the
cost oil available in any such quarter. In case of under-recovery costs are
carried forward ¢ che nexr quarter.

Furthermore, distinction is made between recoverable costs and non-
recoverable costs. Non-recoverable costs are costs made by a contractor in
deviation {rom the rules of the contract. In particular, those costs are excluded
which have been incurred in -non-authorised work or do not appear in an
approved budget. In some types of contract criteria are laid down for judging
whether costs are acceptable for cost recovery. Unjustifiable costs or excessive
costs, i.e. costs in excess of international prices, are not allowed to be
recovered. These criteria will be applied by the state party when making use
of its right to audit the cost, The audit exceptions raised by the state pasty
will be discussed with the -contractor. When agreemenc is reached berween
the parties the cost recovery may have to be retro-actively adjusted. To
forestall problems in the audit phase, the state parey. will be involved in the
process of awarding contracts. Usually the operator is required to award
major contracts only on the basis of international tendering. The terms of the
tendering will have to be approved by the state party. In the contraces
applicable in Malaysia costs incurred without Petronas’ prier approval in
respect of hiring of equipment, plant and machinery are not recoverable.

It is of decisive imporrance from the point of view of a contractos’s
{discounted} cash flow economics (in which the factor time plays a decisive
role) thar the procedures allow contractor’s costs to be recovered as soon
after they have been made t2king into account the applicable depreciation
and amortisation schedules prescribed, and subject to the availabilicy of cost
oil. Generally speaking, a state parry has an interest in limiting its contractor’s
claim on cost 0il because any claim diminishes automatically the availability
af profit i) and the statc party’s portion thereof, albeit some types of PSA
provide for a pereentage limitation on production volumes that can be used
as cost oil. A state party’s first concern lics in preventing that contractor
recovering <ost that under the rules of the PSA arc not altowed to be recovered.
In this regard, a state party will be inclined to request a prior approval
procedure, i.e. a procedure under which no cost oil is assigned to expenditures
tncurred before the srate party has given its approval (for their recovery).
According to such a procedure cost oil may only be claimed for approved
costs. It will be clear thar such pricr approval proceduse, if conceded, may
quite possibly delay the recovery of costs for a considerable time and hence
have a detrimental effect on the contractor’s {discounted} cash flow economics,

However this may be, it cannot be denied that control ever costs made by
the contractor is a legitimate concern of the state party. As a rule, PSAs
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provide for an auditing procedure, whereby in a later stage expenditures made
are investigated and judged against the depreciation fules and the criteria
described in the PSA. If the state party raises sustainable objections and the
contractor agrees thereto, corrections to the cost recovery will be made and
the calculations reversed. Depending on the cireumstances such corrections
may result in the contractor having ro scttle quantities of cost oil thar were
overlifred. It will be clear that an auditing procedure does not prevent costs
being recovered which under the rules of the PSA should not have been
recovered. A state party’s concern in this respect can be met by providing
for a pre-auditing procedure. The latter procedure should allow proposed
expenditure to be scrutinised and judged against the auditing criteria of the
PSA before these expenditures are actually made. Qbviously such pre-auditing
should take place in the shortest time possible in order o prevent that the
operations by lack of funding have 10 be stopped.

" An example of a superficially similar procedure is found in 2 recently made
production sharing agreement concerning development of certain oil fields in

" a member State of the CIS. This agreement provides for the establishment of

the contracror of Authority for Expenditure (AFE} procedures in accordance
with standards of the petroleum industry for controlling major projects. The
AFE-procedures prepared by the contractor have to be reviewed and approved
by the management committee, Under this particular agreement the man-
agement committee is the supervisory body of the venture {sce below). The
comtracror is obliged in his teporting to the management commitice to report
on the progress of each AFE. The management committee to report an the
progress of each AFE. The contractor has the right to issue and approve
AFE’s withip the limits of 1the work programmes and budgets as approved by
the management committee and must submit copies of all AFE's issued to its
members. Tt is clear that the procedure which is different from a pre-auditing
pracedure involving the state party, Nevertheless, it should go a long way in
removing the concerns of a state party.

The operation of the accounting rules plus the differentiation into recov-
erable and non-recoverable costs result in the determination of the amount
of the recoverable costs per quarter. If cost oil is limirted to a certain percentage
of the available quarterly production, the recovery can be made more complex
by dividing production into successive tranches with cach tranche higher in
the series being assigned a lower cost oil percentage. In contrast herewith,
some types of contract do not recognise or impose any volume restriction on
the cost vil portion. This mecans that the total available production, after
deduction of royalty petroleum, is available for recovery of the recoverable
costs (as specificd). ]

In order ro provide incentives meant to help contraciors faced with
high cost operations, special cost related deductions may be allowed. Such
allowances are exptessed as a percentage of the capital development costs
incurred and are recoverahble in the same manner as costs actually tncurred,
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"It should also be noted that a liberal depreciation schedule is in itself also an

important incentive.

An important element of the cost tecovery process is the evaluation of the
oil or gas production. If the price used for the determination of this value is
higher than the objective marker vahee, the cost recovery remains incomplete
to the disadvantage of the contractor. For this reason parties will strive to
include in the contract an acceptable debinition of the marker value of the oil
or gas that is hopefully going to be produced. Where oil is concerned, it is
always difficult to give proper weight to gravity and quality characreristics,
but if objective criteria arc used (e.g. f.0.b. prices as published in internationally
recognised trade journals) it is possible to arrive at formulae that are acceptable
to both parties. ) .

Production Sharing Methods

The manner in which the production is shared between the State, state party
and contractor depends on the rules of the individual contract. Contracts that
arc applicable in the same host country share the structure of the production
sharing method but differ as far as absolute numbers and percentage tigures
are concerned. The actual figures are arrived at after negotiations with
applicants and depend on competition and the particular circumstances of the
contract and contract area.

With only a few cxceptions, the total production is divided into three or
four unequal portions. The first portion is destined for the State and is
teferred to as royalty oil {as mentiened before in this context oil includes
gas). Where a contract provides for royalty oil the applicable percentage
varies between 10 per cent and 15 per cent, usvally made dependent on the
level of daily production. A series of successive production slices or tranches
may be defined whereby with respect to cach tranche higher in the series a
higher royalty pereentage is applicable.

The second portion, referred to as cost recovery oil or cost ail, js assigned
to the contractor for the purpose of recavering the costs incurred by him.

In some countrics (e.g. Nigeria) contracts provide for a separate portien
referred 10 as tax oil. The vajue of this portion represents the income tax
that has to be paid by the state party and contractor colectively.

The third or fourth portion (i.e. if there is a tax oil portion) is referred o
as remaining oil or profit oil and is shared in complex proportions between
state party and contractor. A common method uses a series of successive
daily production tranches and assigns to each tranche higher in the series a
sharing proportion that is mote in favour of the state parsy. The sharing itself
concerns the proft oil part of each individual preduction tranche, i.e. cach
tranche has first to be divided in royalty oil, cost cil and profi il before the
sharing, percentages can be applied.

g1
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A closely related method consists in dividing cumulative productien in

suceessive tranches and assigning to cach tranche 2 diffcrent profic oil split.

Ovet time, as cumolative production increases, the profit oil split will become
more favourable to the state party. As provided for in some recent contracts
{e.g. the Libyan model contract of April 15, 1989, discussed below) a relation
is made between the sharing proportions and the status or completeness of
the cost recovéry. Under such relationship the sharing proportion becomes
more i favour of the stare party depending on whether “pay-out” has been
achieved or depending on the continuously changing valve of a factor
representing the ratio between contractor’s cumulative cash-in (i.e. the pro-
ceeds from the sale of cost oil and contractor’s share of proft oil} and
conttacrot’s cumulative cash-ont, It will be elear thar until preduction stares
the valuc of this factor is zero and that at pay-cut time the factor equals one.
. As previously remarked, when governments organise a bidding round for
contracts in the context of opening up new exploration acreage they will
make a mode] agreement available ro applicants. In such medel agreement
‘only the structure of the production sharing is indicated leaving it 1o the
applicanis 1o make suggestions for the actuzl absolute numbers and per-
centages to be fifled in. ’

Initially, the contracts'adopted in Libya represented the simplest form of
Production sharing. The (crude oil} production was divided in two unrequal
Parts, the largess pare {§1 or 85 per cent was commonly used) was destined
for the state party (in this case the Narional Oi Corporation {NOC), which
was established in 1970). Such a simple split has many advantages: it avoids
discussions abour the implemensation of a cost recovery procedure (non-
rt?coverablc costs, disputed costs, reasonable cost oil values). It also avaids
discussions about the implementation of complex profit oil sharing mechanism.
The disproportionate split was 2ccompanied by an exemption of income tax
and royalies which added to the simplicity of the concept. This simplicity

owever was parily undone by the introduction of complex arrangements
Tegarding NOC’s contributions to development expendirures. Initially, NOC
Was commitied to contribute its percentage production share {say 8f or 85
Per cent} to development expenditures. The contributions were made in the
form of loans to be repaid by the contractor at a rate of five per cent per
}l;:ar ;:artiug from the moment cumulative export would exceed 100 million
Arecis.

Later chis financing arrangement was made more complex {exemption of
::Ei‘f;r::, pzn;aldffcrpaymcn_t. payment with or withour interest) in order to
rclatgonsh:;,n‘ly j(:h \ h:c :;:m]cucumstar;ces. N.cverthclcss, it appeared that a
be mivsod. A o coml::“aé‘:::;z\ (] _closts incurred b}.F conttactor c?uld not
2 \ : F Apri _1..5,.1989 contains the following rules

3[I?ph'c:fblc to crude oil production. Division of praduction is implemented
]:::i mdt'i"’ld"]ﬂ block. The sharing prt?porti.ons are fixed (say X per cent is

gned to NOC and {1-X) per cent is assigned ro the contractor) untl the
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‘value of the contractor’s share of cumulative block production equals the

cumulative amount of the contracror’s block expenditures, As from that
moment (pay out time} the {1-X} per cent portion {now called net crude oil}
is divided between NOC and contractor according to the formula; (Base
Factor} X {A Factrot) X (1-X). The base factor is determined on the basis of
levels of daily production and the A factor is nothing else than the rario
berween the rwo aforesaid cumulative amounts of respectively contracior’s
revenues and costs.

A more traditional method of production sharing is contained in the model
production sharing contract attached to the 1989 Australia/Republic of
indonesia Agreement. Under this mode] contract the role of the srate parry is
assurmned by a Joint Authoricy established under the Agreement to administer
a certain Zone of Co-operation in the area of which the petroleum operations
have to taks place. '

According to the model contract distinction is made between first tranche
production and second teanche praduction. First tranche producrion (10 per
cent of tota) production during the initial five years of production, 20 per
cent thereafter) is shared berween the Joint Authority and contractor in a
50/50 proportion for natural gas and in cscalating proportions for oil. The
oil proportions escalate from 50/50, 60740 to 70/30 depending on a series of
three successive daily production tranches {0 e 50,000 b/d; 50,001 1o 150,000
b/d; and more than 150,000 b/d). The second tranche production {90 or 80
per cent of total production} is in the first place reserved for cosr recovery
purposes. The recoverable costs cansists in investments credits for exploration
and capital expenditure {equal in value to 127 per cent of these costs) and
operating costs {defined as the sum of exploration costs, non-capital costs
and depreciation of capital costs), The investmenr credits have to be recovered
from the second tranche production by pricrity. Income taxes have to be
.paid, but in cash and not in kind. Therefore there is nor a rax oil portion.
Any part of the second rranche production remaining after cost recovery is
shared berween the Joint Authority and contractor in the same proportions
as the first rranche is shared berween them.

It should not come as a surprise that this production sharing mechanism is
very similar to thar applicable under the most recenr Indonesian contraces
albeit these Indonesian contracts pever leave out a domestic supply obligation
(DSC) at 10 per cent of the export price with a 60 months of production
[SO-holiday.

In pracrice, endless variations on the theme of production sharing are
possible and indeed being applied in order to meet the circumstances of the
individual case.

Recent Indonesizn contracts offer a good example of adapting production
sharing to the individual circumstances of a venture. Contractor's profit oil
shares are increased for certain categories of production. In this context
distinction is made berween production obrained from frontier areas, from
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marginal fields {small produccrs), from special types of reservoirs where
enhanced oil recovery methods are applicd, or from fields focated in deep
water,

Taxation of Income and Levies on Excess Profits

Generally, the contractor and state party arc both subject to any law of the
host country that imposes tax on income or profit. In most cases this is the
comrmion ipm'me tax law, but it could also be special petroleum income tax
Jaw is the case in Malaysia and Nigeria. Usually the conrractor has 1o pay
any imposed tax in cash in the same manner as any other commercisl
enterprise subjecr Yo income tax but in Nigeria the petrolenm tax has to be
paid in kind (tax oil), :

. -Under some contracts the government may choose whether the contractor
should pay the tax lcvied on his income in kind or cash. Exceptionally,
contracts applicable in Egypt and Syria requite the state party to pay the

 contractor's income taxes on his behalf. The contractor will receive the proper

tax receipts from the tax authorities. Said contracts define what constitutes
the conrractor’s taxable incame. This taxable income consists of petroleum
revenues (Note: possible other revenues are apparently excluded) less recov-
erable costs plus the amount of income tax for which the contractor is liable,
The addition of payable income tax to the contractor's taxable income is duce
to the fact thar the contractor’s tax is paid by the state party on behail of
the contractor. Consequently, the tax so paid forms part of the contracior's
taxable income. This clarification is important for the domestic tax position
of a foreign contractor le.g. the foreign rax credit arrangement from which
U.S. 0il companics may benefit). It is also provided that the tax to be paid
on behalf of the contractor should be paid out of the state party’s share of
ic profit oil. In cases where the combined rate of the vacious applicable
income taxes cxceed 50 per cent, it causes contractor’s taxable inceme and
lheftb}' the amount of tax payable to become an unrealistically Jarge amoumt
which cannot be accommodared within the monetary value of the seate parry’s
share of profit oil. To copc with such discrepancy {as occurs in Syria where
t'hc.combinecl rate of various applicable income taxes is abour &5 per cent} a
limit has been pur on the amount of tax payable by eliminating the addition
of rax payable 1o contractor's 1axable income,

The system of abliging the szate party to pay for the contractor’s income
;axcs had bccn copied from the carlier versions of the Indonesian contracts,
n Indonesia icself tI_le system had been discarded in the 1980s zt the insistence
of the U.S. companies operating in that country.

Libyan contracts exempt the contractor com
tax (am_:l royalties for that marter).
contractor within the orbit of the in
Having been exempted from paying i

pletely from paying any income
Such exemption may put a foreign
came tax laws of his home counrry.
ncome tax in the host country, could
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result in a contractor having to pay income tax in his home country with
respect 1o the tax-exempted income.

The payment of income tax, the delivery of royalty petroleum and the
sharing of profic petroleum form parr of the government take which brings
into focus the matter of stabilicy of conditions determining this take. The
volume of toyalty petroleum and the share of profit pecroleum are contracrual
payments that have been agreed and zccepred against the background of the
payments due under the income tax law(s} as prevailing at the time the
contract was negotiated and entered into and are assumed to remain the same
dusing the validity of the contract. : '

An (petroleum) income t2x paying contractor has however no guarantee
that the {petroleum) income tax will simitarly remain unchanged during that
period,

Gencrally, there are two methods to achieve the desired stability of the
government take: : )

{i} to [reeze the rate of the applicable {petroleum}) income tax; or

{ii) to adjust the contractual payments, such as the sharing of profit oil;
in order to counter-bafance any negative effects on the profiability
caused by a future adverse change of the applicable income tax.

Applying the first method, 2 contract wiil provide that income tax will be
levied at the rate existing on the effective date of the contract. Future changes
to the rate of the income tax would then not be applicable to income derived
from the contract. Such protection agaenst future changes of the tax rate can
only be offered by a contracr that is a law in ftsclf (e.g. contcacts as applicable
in Egypt and Syria).

An example of the method of contractual adjustment is provided by
Malaysian contracts. Contractors ate subject to the Petroleum {Incorme Tax)
Act 1967, as amended with effect from Apri! 1, 1975. It is stated in the
contracts that if income tax were changed or new taxes spectally meant for
the perraleum industry were introduced in such 2 manner thar the burden of
taxation was significantly increased or decreased, Petronas and the contractor
would mutually agree on an arrangement which was directed at restoting the
original economic position of the parties. It should be notcd that a stability
provision in this form works both ways: if the burden of taxation were
decreased, e.g. if a lower rate lor the income tax were introduced, a contracror
is, in princigle, not suppesed to beaehit from such celief. :

Another example of a so called cconomic stabilisation clause is provided
by a 1992 model contract made available by an East Eutopean country. The
relevant clavse states that if the State {or the government) amends any existing
tax rates or enacts any new tax as to adversely affect the economic benefit
that contracror will derive from his contract then the parties will amend the
contract s to cffectively climinate such adverse economic cffects. It is added
that the forcgoing notwithstanding changes int laws and regulations regarding
the protection of the environment and employment which are applicable 1o
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marginal fields {small producers), from special types of reservoirs where
enhanced oil recovery methods arc applied, or from ficlds located in decp
water,

Taxation of Income and Levies on Excess Profits

Generally, the contractor and state party are both subject to any law of che
host country that imposes tax on income or profit, In most cases this is the
commion income tax taw, but it could also be special petroleum income tax
Jaw is the case in Malaysia and Nigeria. Usually the contractor has to pay
any imposed tax in cash in the same manner as any other commercial
enterprise subject to income tax but in Nigeria the petroleum tax has to be
paid in kind {tax oil). :
. -Under some contracts the povernment may choose whether the contractor
should pay the tax levied on his income in kind ot ¢ash. Exceptionally,
contracts applicable in Egypt and Syria require the state party to pay the
 contractor’s income taxes on his behalf. The contractor will teccive the praper
tax reccipts from the tax authorities. Said contracts define what constitutes
the contractor’s taxable incame. This taxable income consists of petrolewm
revenues (Note: possible othet revenues are apparently excluded) less recov-
erable costs plus the amount of income rax for which the contractor is liable.
The addition of payable income tax to the contractor’s taxable income is duc
to the fact thar the contractor’s tax is paid by the state pasty on behalf of
the contractor. Censequently, the tax so paid forms pare of the contractors
taxzble income. This clarification is important for the domestic tax position
of a foreign contractor (e.g. the foreign tax credit arrangement from which
U.S. oil companies may benefn). It is also provided that the tax to be paid
on behalf of the contractor should be paid out of the state party's share of
the profit oil. In cases where the combined rate of the varinus applicable
income taxes exceed 50 per cent, it causes contractor's raxable income and
thereby the amount of rax payable o become an unrealistically large amount
which cannot be accommodated within che monetary value of the srate parry’s

share of profit cil. To cope with such discrepancy {as occurs in Syria where -

t:he combined rate of varicus applicable income taxes is about 85 per cent) a
limit has been put on the amount .of tax payable by eliminating the addition
of tax payable to contractor's taxable income,

The system of obliging the state party to pay for the contractor’s income
taxes had been copicd from the earlicr versions of the lndonesian contracts.
In Indonesia itself the system had been discarded in the 1980s at the insistence
of tﬁ: U.S. companies operating in that country.

Libyan contracts exempt the contractor completely from paying any income
tax (anc_l royalties for that matter). Such cxemption may put a foreign
contractor within the orbit of the income tax laws of his home country.
Having been exempted from paying income tax in the host country, could
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result in a contractor having to pay income tax in his home country with
respect to the tax-exempted income.

The payment of inrcome tax, the delivery of royalty petroleum and the
sharing of profic petrolenm form part of the government take which brings
into focus the matter of stability of conditions determining this take. The
volume of royalty petroleum aad the share of profir petroleum are contractual
payments that have been agreed and zccepted against the background of the
payments due under the income tax law(s) as prevailing at the rime the
contract was negotiated and entered into and are assumed to remain the same
during the validity of the contract.

An (perroleum} income tax paying contractor has however no guarantee
that the (petroleum) income tax will similarly remain unchanged during that
period.

Generally, there arc two methods to achieve the desired stability of the
government take: o ]

{i) to freeze the rate of the applicable (petroleum) income tax; or

{i1) to adjust the contracrual payments, such as the sharing of profir oil;
in order to counter-balance any negative effects on the profitabilivy
caused by a future adverse change of the applicable income rax.

Applying the first method, a contract will provide thar income tax will be
levicd at the rate existing on the cffective date of the contracr. Future changes
to the rate of the income rax would then not be applicable to income derived
from the contract. Such protection against future changes of the tax rate can
only be offered by 1 contrace that is a law in itself {e.g. contracts as applicable
in Egypt and Syria}.

An example of the method of contracmal adjusement is provided by
Malaysian contracts, Contractors are subject to the Petroleum (Income Tax)
Act 1967, as amended with effect from April 1, 1975. It is stated in the
contracts that if income rax were changed or pew taxes specially meant for
the petroleum industry were introduced in such 2 manner thar the burden of

. taxation was significantly increased or decreased, Petronas and the contractor

would mutually agree on an arrangement which was direcred at restoring the
original economic position of the parties. it should be noted thar a stability
provision in this form works both ways: if the burden of taxation were
decreased, e.g. if a lower rate for the income rax were introduced, a contractor
is, in principle, not supposed to beneht from such relief.

Another example of a so called economic stabilisation clause is provided
by a 1992 model contract made available by an East European country. The
relevant clause states thar if the State {or the government} amends any existing
1ax rates or enacts any new tax as to adversely affcct the economic benefit
that contractor will derive from his contract then the parties will amend the
contract as 1o effectively eliminate such adverse economic cffeces. It is added
that the foregoing notwithstanding changes in laws and regulations regarding
the protection of the environmenr and employment which are applicable to
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business and industry generally shall not be reason for amending the contrace
in this context. ’

Qbviously, if a contractor has been exempied from paying income tax or
if the income rax, which he is liable to pay, is acrually paid on his behalf by

the stare party concerned the rate of the tax or any change thercof in the.

future has no consequences for the contractor or the economics of his venture.

In addition to inceme tax some types'of contract provide for the payment
in cash of a special levy on profit oil bacrels. This levy is calculated on the
difference between marker value (or cost oil value) and an indexed base
price {as under early Indonesia, Malaysian and Angolan contracts). These
arrzngements have lost their significance at today’s international price levels.

 PART'1V: ORGANISATIONAL AND
'CO-OPERATIVE ASPECTS

Operatorship

Generally, the contractor is the operator and as such responsible for and in
charge of carrying out the operations authorised by and under the contract.
During the exploration phaye of the contract contracror is responsible for
fulfilling the- minimum exploration work programme and to spend the

minimum expenditure commitments. Departures from this general pacters,

oocur.

According to contracts applicable in Egypt and Syria a joint non-profit
opcrating company (having the contractor and the state party as its
sharcholders) is established as soon 25 a commercial discovery has been
declared. This joint operating company is responsible for carrying out the
development and preduction aperations and any further exploration work.

The operating company does not own any title to petroleum produced or
any other asset or property obtained or used for the authotised operations.
It carries no responsibility of its own. Any of the company's decisions is
understoed to be a decision of state party, contractor or state party and
contractor as may be required under the contract. The operating company is
funded by the contractor. Upon request (i.e. upon making cash calls) the
operator shall receive in advance all the cash ir needs for the operations, The
cormpany has a board of directors in which state party and contractor are
equally represented. The contractor designates the gencral manager who shall
alse be a managing director, EGPC designates the chairman who shall also
bc 2 managing director. Henee there are two manzging directers and one

general manager. The establishment of a feintly owned operating company

for the purpose of operating the venture as soon as it has become clear that
commercial exploiration of perroloum js a possibility is a typical feature of
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the Egyptian (and Syrian) contracts. Its incorporation in the contract can be
explained by the circumstance that the Egyprian contracts have been developed
zgzinst the background of state participation agreements in the context of
which a joint operating company had to be formed afier making the first
commetcial discovery.

Under other types of contracy the contractor may be left in charge of the
operations until the state party exercises its option to become operator with
respect to any individual discovery or field. This approach is followed in
contracts applicable in the People’s Republic of China. The state party {in
this case the Chinese National Offshere Qil Corporation (CNOOC)) has the
option to take over the role of operator with tespect to any feld that has
been brought into production. Such option may be exercised as.from the
moment all development costs incurred with respect to the field concerned
have been recovered from cost oil gencrated by the field in question.

Generally speaking, the entity acting as operator, be it a jointly owned
operating company or contractor himself, is responsible for preparing the

. annual work progtammes and corresponding budpets and any specific plan

for evaluation of a discovery and development thercof if commercially
warranted. Subsequently, the operator is responsible for the exccution of
these programmes and plans {after the latrer have been approved by the
supervisory body) in accordance with the rules of the contract and any
applicable petroleum and other relevant legislarion in so far as such legislation
is in existence. If relevant legislation is absent the necessary operational rules
must be found in the contract, These rules (Part | provistons} are formulated
as duties of the operator

Important ducies include the operator’s obligation ta carry out petroleum
operations in a proper and wurkmaznlke manner and in accordance with
good oil ficld practice, to prevent pellution of the environment, pay For the
costs ‘associated with clean-vp of any pollution caused, to take appropriate
abandonment measures upon termination of the contracr, and 1o fulfl any of
the national economic interest provisions. Standard duties of the operator
include submitting to the state party copies of all refevant data and information
obtained in the course of the operations. such as geological, geophysical and
any type of well data, providing all personnel, financial and technical resources
required for a proper performance of the operations.

If the contractor is the operator, he shall not be able to fulfil his duties
withour receiving the techoical, financial and personnel support of an affiliated
company and/or a2 parent company. How the contracror is organised and on
whether or not the contractor belongs to a globally operating - group of
companies structured around a parent company and intermediate holding
companies in their rern controlling service companics and numerous operating
subsidiaries amongst which is the contractor, If a joint company is the
operator, it will need the assistance of its contractoe/shareholder, which in
its turns nceds to ger the benefit of internal services. Consequently, when a
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joint operating company is the operator, the contractor is no more of a
conduic for conveying services, An important task of the operater consists in
organising the procedures to be followed in the awarding of major contracts.
" Usually the operator is required to award contracts exceeding certain financial
lirnits by international tender. Exceptions may have to be made with respect
to local services and the acquisition of tocally manufacrured goods.

_ Supiervision of operations

The authorised operations are supervised by the state parnty directly or,
exceptionally, by 2 management commiittee, consisting of representatives of
state party and contractor, '

In Indonesian or Indonesian style contracts supervision is called man-
agement. From the carliest Indonesian contracts onwards the relationship
.between Pertamina and the contracror is described as follows: “Pertamina
shall-have and be responsible for the management of the operations. The
contractor shall be responsible to Pertamina for the execution of the oper-
ations.'” This approach is also followed in the model production sharing
agreement annexed to'the Treaty between Australia and the Republic of
Indonesia of Decemnber 10, 1989 (discussed above). In this model contracr it
is stated that the contracr is subject to the Treaty, including the Petralenm
Mining Code. The Joint Authority is responsible for the management of the
operations contemplated under the contract in accotdance with its man-
agement functions defined under the Freaty including the Petroleum Mining
Code. The contractor js responsible 1o the Joint Authority for the execution
of perolcum operations in accordance with the provisions of the contract
and is hereby appointed as the exclusive corporation to conduct petroleum
operations. The contractor is obliged 1o provide ail human, financial and
technical resources required for the performance of the petroleum opcrations

"authorised by the contracr; is recognised to have an cconomic interest in the
development of the petroleum pools in the contract area and to be enritled
10 a share in perroleum produced from the COBRACT area in accordance with
the relevant provisions of the contract,

The supervisory body {state Party or management commirtee) performs irs
task by reviewing and approving, in the form as prepared and submitted by
the operator, annual programmes of work and corresponding budgets, any
declararion of commercial discovery and any plans to develop such a discovery
and the award of major contracts, The supervisory body may propose changes
ta the submirred work programmes. The contractor may wish to change an

approved programme in order ro adapt the larter 10 changed circumstances.
The supervisory body may wish

type of contrace containg different
To rake the 1989 Australian/g
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cxample, it is stated in that model contract that should the Joint Authority
wish to propose a revision to specified aspects O.f tl_'nc wark programme and
budger, the Joint Operating Authority shall specify its reasons for its request
but shall not require the operator to undertake more petrolf:urn operations
than the minimum work programme and expenditure commitment specified
in the contract. The parties must agree on any changes befcur.e they become
effective. It is recognised by the Joint Autherity that the details of the.work
programme and budget and the development plan may require changes in the

‘light of existing circumstances and nothing in the contract shall limit the

rights of the operator ro make such changes provided they do not change the
general objective, quantity and quality of the pc.trulr.um operations.

In a production sharing agreement applicable in Oman dated May 14, 1'975
it is stipulated that as soon as possible after contractor shall ha?r: recc:de
the management committee's proposed revisions contractor shall cither notify
the management committee that the work programme and budget has been
revised as proposed by the management committee or call .for an extra-
ordinary mecting of the management commirtee for the adoption of a work
programme and budget by majerity vore. . _

A similar approach is followed in a recent production sharing contract for
development of certain petroleum reservoirs in one of th: melmber States of
the CIS. Under that development contract the contractor is obliged to prepare
and present to the management committee for its approval a comprehensive
plan for development of the oil helds concerncd.. Furthcm_mrc, the contractor
is obliged 10 prepare and submit 10 the commistee for its approval anfmal
work programmes and corresponding budgets. The managemene committee
shall consider and review any proposcd plan for de\'elopmem_a_nd either
approve as presented of any feprescurative may propose such revisions as fo
specific points contained therein as may be deemed :_adwsable from the point
of view of internationally recognised oil field practice. As soon as pOSS’lb]C
after receipt of the commitice’s proposed revisions or amendments. The
contractor must either notify thc management comminc; that the plan of
development has been revised as proposed by. the committee or call foLIa
meecing of the committee for the purpose of arriving av a murually accepeable
plan for development. The affirmarive vote of alt members of the management
commirtee shall be ¢equired for approval of such plan of development. lf;
plan of development supported by the contracror has not been approve
within six months of the submission of such plan to the commitice, the
contracror has the right to rerain on behalf of the srate party an_d hl{nsdf an
internationally recognised, independent Western ‘perrnleum engineering ﬁlrm
approved by the committee for the purpose of‘re\ncw:ng the contractor’s p :':
of development. If following such rcvicw_the firm agrees that the cam(rjacw .
plan is reasonable and economically feasible, then suchl p]:m. shalt })c] cemee
approved by the committee. It should _bc added dhar in this particu ar‘casd
the management committee consist of six members three of which appointc
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by the contractor and the other three by the state party. Each member has
one vote, Decisions are reached by majority of votes cast with the contractor
having a tie-breaking vote. However, decisions in certain impartant matters
requiring unanimity include approval of the annual work programmes and
budgers, approval of the annual allowable production and approval of the
plan for development, any proposal for amendment of the contract, and the
election of an internationally recognised independent auditor.

, Under contracts applicable in Malaysia the contractor is allowed to change
any appraved wotk programme and budget without the approval of Petronas,
provided the. estimated costs do not change by more than 10 per cent.
Similarly, Petronas is allowed to revise any approved work programme and
budget provided che agreed annuval budgét would thereby not be changed by
more than 10 per cent. )

. ‘The requirement that work programmes, budgers, declaration of commercial

discovery and corresponding development plan and the award of major
contracts should obtain the approval of the supervisory body is an essential
“conditiosi of a contract because, as usually stipulated thercin, the operator is
only allowed to execute work programmes and development plans and
incur costs in connection therewith if these programmes and plans and
corresponding budgets and contracts have been so approved. To reinforce
this requirement, it is generally expressly stated that no compensation for or
reimbursement of costs are given if these costs have been incurred in doing
work that wes not part of an approved work programme or have been
incurred on the basis of 2 noa-approved contract.

Of crucial importance are the procedures regarding a declaration of com-
mercial discovery and the plan to develop such discovery. Generally, contracts
require agreement between the supervisory body and the contractor about the
existence of a commercial discovery and the overall development plan. The
underbying thoughe is that a contractor should not be forced 1o develop a
discovery which in his opinion (usiog his own econemic yardsticks} is not
commetcial. .

Such an approach is described in the 1989 Australian/ndonesian madel
contract, In this model contract it is stipulared that if petroleum is discovered
in the contract area which the Joint authority and contractor agree can be
produced commercially based on the consideration of al} pertinent operating
and fnancial dara, then the Joint Authority shall declare 2 discovery area and
the contractor shall commence development. A similar approach is followed
in a 1992 model contract made available to the industey by a East European
country. In this model contract it is stated that when in the contractor’s
opinion a discovery is commercial he must present his declaration accompanied
by supporting documenration, including a development plan, estimared expen-
ditures and an estimated producrion schedule, to the state party for the larer's
wiitten approval and agreement thereon. Afrer reviewing the documentation
the state party may present 10 the contractor alternatives for development

90 -

{

A e TR a0 Al b 0.0 Bk T~ P, A P a1 e P, e e MEe Lt e
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work and production schedule. The state party and the contracror will
meet and discuss the alternatives. The contractor is obliged not to refuse
unreasonably the state party’s altcrnatives. After this discussion the state party

.will communicate its decision concerning the declaration of commerciality. I

the stace party fails to provide its written commems_rcgard‘ing _thc comracmrts
declaration of comtnerciality then che contractor’s determination that there is
a commercial discovery shall be deemed approved by the state pany.

In some countties the applicable contracts provide for a sole risk right on

‘the part of the state party in case the contractor is of the opinion that the

discovery that has been made is not commercial. Such sol.e risk option is
provided for by the contracts applicable in Egypt, Syria and LnPya {see b:lovy}.

If che supervisory body is a management committee, 'in ?vh:ch [?qth partics
are represented, the voring requirements for reaching bmd.mg decisions merit
attentien. Generally speaking, where a management commiteee takes the place
of the stare party in its rule of supervisory body, the contractor may not
expect to be accorded in such committee 2 positio_n of equal voting strength
with the state party. This aspect is reflected by the Libyan qucl contract dated
April 15, 1989, The modecl contract provides for a supervisory managentent
committee consisting of three members. Two members including t!’lc chalfman
ate appointed by NOC, the Libyan srate party. The third member is appomtcd
by the contractor. The committec reaches its decisions by a majority vote.
The powers of the committee are unusually extensive. It may revise as it sces
fit any propesal {work programmes and budgets, development plans, contract
awards) submitted ro it by the contractor for its approval. Work programines
approved by the committee have to be carried out by the contractos '_wuhsp
the framework of the corresponding budget subjevt to some flexibility in this
regard. The management committee decides on the commerciality of a

- discovery based on evaluation reports prepared by the contracror. If the

management committee declares a commercial discovery, a_p]an of develop-
ment must be prepared and submirted to the commitree for ns_approval. Any
development plan approved by the committee must be carried ont by the
comractor. If the contractor cannot support a development plan bccaf.lsc
development of the discovery would not be economically justified for him,
the contractor has the right to withdraw from such development. However
NOC may develop the discovery for its own risk and account and may
thereby request the operational services of the contractor,

Co-operation between Contractor and State Party

Depending on the type of contract, the contractor and state party will co-
operate in the context of cither a jointly owned operating company or a
management committee, in which both parues are represented.

If according to the contract 2 joint operating company has to be fornred
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{which must take place wpen che first declaration of a commercial discovery)
this company will take over as operator, The charter of the joint operating
company is attached to the contract and is considered to be an integral part
of it. The company has a board of directars in which the contractor and the
state party are represenied with an cqual number of directors. Two of the
directors will be appointed as managing ditectors and one of them will be
the general manager of the company. The work and planning is done by the
3men!l raanager and his staff. Plans, work programmes and budgers have to
be approved by the board of directors (before being submiteed to the state
party for approval). The board takes its decisions by a majority of vores. As
mentioned before the contractor/shareholder is obliged to render ﬁnam':ial,

technical and personnel services in
order to make sure that the co
be an efficient aperator, ARy e

Conqa%s lgnat do not envisage the formation of a joint operating company
mdy provide for the setting up of 2 management committee. In this situation

the contractor remains the operator. Such 2 management committes is inrended

;t#: :s an advisory comr?ittce or 45 a supervisory cemmittes (see above).
b mian::ga:z:f: :om.:nsnce acts as an advisory committee its task consists

maré.submiﬁc'd mlt:;ng any proposal pl:cpnr?d by the operator before
e supervisory body, in this case the seate party, for
Re;::gltir:?fs gﬂ::acble with respect (o the continenral shelf of the People's
2nd co-apetaties pat::?tam an elaborate system of operatorship, supervision
s compmeny A's m Ic:_ar: dC]NCJC!C (sce above) and a foreign oil company
CNOOG & o ‘;ntu])(nc before, the contractor is the operator but
that io broogh 1oy r;d e over the operatorship with tespect 10 any field
momet che g o 3 uction, CNOOC may exercise this right ar the
T opment costs have been recovered from cost oil, A

MRt mana i
. . ; .
Eement committee is established in which CNOOC and contractor

Are equally
represented, isi
Before an, Decisions

by conerg
COmmiryey

of the committee are taken in unanimit
Jepre .
r:: :’;OI;I:(NPOIO(E?n;mg and corresponding budgets are submitte}:i
Ay > for g anrox'a[ they will be reviewed by the
or the contzacyo rt?: must !3: netified to the committee. If the committee
relevany plan o t:) the opmion that the discovery should be evaluated a
cOMBinge. 1f e discc prq:_mcd I_:y the contractor and submitted to the

the conr, O¥ery ts considered to be commercial {by the committee
! cter) the plan of development will be submitred by the
ministry ¢, approndl uen CNOOC shall submit the plan o the

. proval, If cither nfarr_ylfi.ei.] CN?OC or contractor) considers
- Iy or | A craal, the ot er E{14 ma
also ity \'vnr;:: 3019 rfs'k_and account. The joint m: nagycmcnr cg:ﬂﬁfg:;‘;’:
geods ang sﬂv_f-‘()ﬂsl%nl:‘ues. Itis responsible for approving the isiti

tees within the limits of an approved budgfr eqisiton of
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PART V: LEGAL AND NON-OPERATIONAL MATTERS

State Participation

Although from a political and economic point of view production sharing
contracts may be considered ro the (poor) developing countries” alteenative
to gbligatory state participation, clements of state participation have been
introduced in the concracts. As a matter of fact, state participation has
manifested itself in three different forms, namely in the form of an option {or
even commitment} for the state party to contribute to and share development
expenditare (as excmplified by contracts applicable in Tanzania, Libya and
the People’s Republic of China); in the form of establishing a jointly owned
operating company (as exemplified by tontracts applicable in Egypt and
Syria); and by the participation on a proportional basis of the ‘state party
itself, a subsidiary of the state party or a national enterprise designated by

the state party, in the rights and obligations of the contractor (as exemplified -

by contracts applicable in Indonesia and Malaysia).

PART V: LEGAL AND NON-OPERATIONAL
MATTERS

Guarantees

Host governments will insist on being given financial guarantees {say, bank
guarantees expressed in U.S. dollars) with respect ro the fulfitment of the
obligatory exploration wotk programme and/or the exploration expenditure
commitment. Sometimes governments insist on a general performance guaran-
tee to be issued by the parent company of the contractor guarantesing the
Fulfiment by the conrractor of his obligations under the contract.

Liabilities

Generally, a contractor shall be requited to indemnify and keep the State and
state party harmless against all claims from third parties for loss or damage
to property or injury to persons caused by or resulting from contraceor’s
operations. Excepted are loss, damage and injury caused by any zction of the
personnel of the state party or the State {or, alternatively, caused by the
proven negligence and wilful default of the state party). In some contracts it
is additionally provided that the state party concerned shall hold the contractor
harmless from any <laim brought against the contractor by the employees of
the state party for their personal injury or damage to personal property due
to the fulflment or non-fulfiment uf the coneracr.

if the contractor consists of more than one oil company, cach such
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contracror-company is jointly and severally Jiable for the performance of all
obligations of contractor.

Assignment of Interests

Distinction can be made between external assignments and internal assign-
ments; If the contractor consists of more than one oil company and anyone
of the contractor-companics wishes to assign its interest in the contract to
the others such assignment is an internal assignment. If the contractor or any
onc contractor-company wishes o assign its intcrest in the contract to
an affiliated company or to z third party such assignment is an external
assignment.

" Generally, any assignment needs the prior written consent of the state pacry

or the gevernment in case the government has signed the contract or if the

-contract had been subjcet to the latter’s approval.

Title té_ Moi;af)lc and Fixed Assets

Under most types of contracts all movable and fixed asscts acquired by the
coneractor for the autharised operations become the property of the srate
party. The contractor rewains the tight to use the assers for the operations
and of course the right to recover the cost of acquisition out of cost oil in
accordance with the rules of the contracr.

Under Egyptian contracts, land becomes the property of EGPC as soon as
purchased. Title to fixed and movable assets is transferred from the comracior
to EGPC gradually as the costs thereof js being recovered by the contractor
our of cost oil, provided that a camplete cransfer takes pface at the terminacion
of the contract,

In the light of this kind of provision, land and buildings are rented and use
1s made of subcoatractors for drilling and other operations, and, where
possible, equipment and installations are leased rather than purchased.

Conhdentiality of Information

Contractors are required to keep darz and information obtained putsuant ro
the contract confidential and are not allowed 1o disclose such dara and
information to third parties without the prior written consent of the seate

party. It should be recalied thar these dara and information are the property
of the state party. :
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Settlement of Disputes

Generally, a contract will provide for binding and final international com-
metcial arbitration for resolving disputes arising berween the state enteeprise
and the contractor in connection with the interpretation of the contract or
with the operations carried out thereunder. .
The arbitration systems commonly adopted under the contracts are arbi-
tration in accordance with the rules of the International Chamber of Commerce
{ICC-arbitration), the arbitration in accordance with_ the rules of the Inter-
national Centre for the Sertlerment of Investment Disputes {(ICSID), set up
under the Convention on the Setdement of Invessment Disputes betw?cn
States and Nationals of other States October 14, 1366}, and :h:_ arbitration
procedure set up by the United Nations Committez on Imcma_tsonal.Tradc
Law {UNCITRAL Arbitration Rules). Some types crf.conrracr,.m whnch‘ Fhe
government appears as a parry, refer o the possibility of a-dispute arising
berween the government on the one hand and the state party and the
contractot together on the other. Such disputes have to be submitted to the

* Jomestic courts of law which are competent in those mateers,

Amendment of the Contract

1t is genetally sripulated that the contract can only be amended by n_1urual
agreement of the partics but where the original contract h:{d bl:.tl‘l sub!cct 10
the approval of the government any agreed amendment is likewisc subject to
the approval of the government. If a contract hfls the status f_Jf law any
amendment needs to be approved by law and will involve the legislature.

Termination of the Contract

A contract will be terminated in accordance with its rules. These rules envisagc
the right of contractor to-terminate the contract ar any time {without being
entitied to any compensation and subject to take the appropriate abandenment
imeasures; obligatory termination if not commercial discovery of pet_rolcpm
has been made during the exploration phase of the conrracr; and termination

- by the government if the contractor is in breach of any material provision on

the contract or of the contractor is declared to be bankrupt.

Applicable Law

Without exception, 2 contract is governed and construed in accordance with
the laws of the host country. To these faws should also reckoned to _bclong
any relevant provision of an infernational treaty or agreement to which the
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hos_t country is a party [e.g. bilateral agreements for the protection of
reciprocal invesanents).

Approval and Ratification

With a few exceptions, production sharing agreements need the apptoval of
the host government before they become effective. In some instances {e.g.
Egypt and Syria), where the government itselfl iz a party ro the conlract,
together with the state party, 2 law has to be passed authorising the minister
responsible for percoleum affairs to sign the contract, thereby approving. and
ratifying the contrace and giving it full force and effeer of Jaw.
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5.

Unitisation Agreements

Warwick English, Vice-President and Chief Counsel Elf
Enterprise Caledonia :

INTRODUCTION

Definition of Unitisation Agreement

The Unitisation Agrecment is an agreement by the owners of a single oil ficld
which extends into more than one licence area to develop that feld as a single
unit. Usually entitled a Unitisation and Unic Operating Agreement, the
Unitisation Agreement normally includes all of the provisions of an ordinary
JOA, together with additional ones which are intended to establish the rights
of the respective parties to production from the ficld. It is perfectly possible
to have separate agreements for unitisation and operating purposes, and this
is common in the United States, bur in UKCS practice the two tend to be
combined. This chapter deals only with the parts of such an agreement specific
to the unitisation of the field and refers 1o the statutory regime in force in
the United Kingdom.
Typically, a Unitisation Agreement will provide that:

“all rights and intercsts of the Parties under the Licences are hereby
unitised in accordance with the provisions of this Agrecment insofar as
such rights and interests pertain to the Unitiséd Zone and each of the
Partics shall own all Unit Properey and Unitised Petrolenm in undivided
shares in proportion to its Unit Equiry,”

It can be seen from this that from whercver in the reservoir Unitised
Petroleum actually comes, and in whichever licence block the platforms are
in fact located, the owners will own them in their unitised proportions. It is
the Unirisation Agreement which formalises thiy as beiween the various
licensees, and, as with ordinary JOAs, sets out the framework and rules
within which the jaint venture will be conducted.




UNITISATION AGREEMENTS
Reasons for Unitising

Unirisation of an ol field (which is defined by Model Clause 28{1) as “a
single geofogical petroleum structure or pewroleam feld” and which therefore
includes both gas and condensaie fields) is only necessary where that feld
undetlies more than one licensed block. in the eatly days of oil exploration
and production in the United States, there were no provisions for unicisation
-and as the law of caprure’ applied 1o oil a highly compctitive atmosphere
existed in which Jease owners would attempt ro drill and produce cheir own
oil as quickly as possible in the hape of then preducing ol which had migrated
from ncighbouring areas into their wells, Wells would be drilled along the
very edge of the lease line 10 achievé this and such competitive drilling,
although no doubt profirable for those who were able to get in first, often
-resulted. in unnecessary duplication of expenditure and less than optimum
development, leading to reduced total uhimate recovery from the feld. This
would not fall within the definition of good oil fiedd practice. Accordingly,
most petroleum producing states in the United States have adopted legislation
which provides powers to require unitisation, although this is silf not the
case in Texas.

When the United Kingdom and Nogwepian governments were first framing
regulatory regimes for the North Sea they were able to profit from the United
States experience and adopt powers to require unitisation ab inifio and to
prevent competitive drilling-—for cxample Mode} Clause 20 tequires that no
well shall be drilled within 125 metres of any of the block boundaries, There
are good grounds for arguing thar the rule of capiure applies in the United
Kingdom. Although the Petrnleum Act 1934 vests all perroletm rights in- the
Crown, licences granted under the Act, as extended by the Continental Shelf
Act 1364, give the licenser an “exclusive licence and fiberey ... to search and
bore for, and get, perroleum ... under {the licensed area}”. This should be
read as meaning petrolenm under the licensed area at any time, not just at
the rime the licence was granted, so if it has migrated from an adjoining
block, it can be produced. This is not the view of the DTi, but in theory at

least it could apply. In practice, operation of the Model Clauses renders the
peint academic.

' Capture is defined a5 “a eaking, an arrest, 2 seizure. Capture is in some cascs 2 mode
of acquiring property. Thus, SYELYONe may, as a general rule, on his own land, as
on the sea, capture any wild amimal, and acquire a qualified ownership in it by
confining it, or absolure ownership by killing it,” Jouarts Dictionary of English Law,
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LEGAL BASIS

. ‘Model Clauses

Al references to Model Clauses are to The Petroleum iProducti.on} {Scaward
Areas) Regulations 1988, as amended by The Petroleum (Production} {Seaward
Areas) (Amendment) Regulations 1935,

Model Clause 17 provides for government ¢ontrel of all development and
preduction programmes, not just unitisations.

17—(1) provides that

“the Licensee shall nor— ) . ‘
{a) ercct or carty out any relevant works, either in the licensed area or
elsewhere, for the purpose of getting petroleum from that area .. ;
o
{b) get petroleum from that area..., o )
Except with the consent in writing of the Minister or in accordance with
the programme which the Minister has approved...”

This plainly gives the Minister, acting through the Department of Trade
and Induscry (DT1), wide powers to approve any development plan tj:ommc)l‘aly
known as the Annex B) prior to any physical devclopmen_t work being caljnccl
out en a field, whether unitised or not. The stated policy of Athc DTI is to
ensure the maximum recovery of economic oil from the nation™s resource
base and they will seek to achieve this by ensuring that the development
option agreed is thar which is most likely 1o exploir fully the recovery of
economic reserves. This includes developing such reserves und.er a single
development plan. Plainly thecefore, when an Annex B is submmed_to the
DTL for approval, if an oil field extends inte anothlcr block er biocks licensed
to different companies, the DTI will wish to be satisficd that the development
plan covers the oil in alf relevant blocks and that thercfore agreement to the
-development has been obtained from thel licensees c_:! t_hose blof:ks. o

Such agreement will normally be obtamned by bringing .'hc licensees of the
relevant blocks into the Unir from the start. However, if the value of the
accumulation is insignificant, pethaps worth I(:‘SS th:m.thc_ cost of 2 wcllbtlo
prove it up, they may be prepared to give a walwcr,‘whrf:h is quite acceptable
to the DTI and indeed will be encouraged if I:]'I.IS_ will avc_)ld compelt]t:v.c
drilling. The waiver will usnally contain the condition that if su_ch Ib!cc is
subsequently found to have a greater gharcfof '(?\F ﬁ(fld reserves, its licensees

i ight to reopen the question of unstisation.
w"};:aa\;::::;r[i:rgzhwould bpc to pucr]chasc the adi_oining block, or the rc!evant
part containing the extension, which will be discussed later. If the a;li]ac_:nt
block is unlicensed, the oppertunity exists to make an out of round application
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for a licence, which, if granted, will avoid alf the problems which a2 unitisation
tends to bring, ’

-Model Clause 28—(1) allows the Minister to require unicisation if he
considers “thar it is in the national interest in order to secure the maximum
ultimate recovery of petrolenn and in order 1o avoid unnecessary compertitive
drilling that the oil field should be worked and developed as a unit.” No
notice under this Model Clause has actuzlly been served—like so many of
the Model Q]auscs s mere existence is enough 1o ensure thae licensecs take
the appropriare steps which the Clause requires.

It is therefore in the interests of all of the licensees of an ail ficld to ensure
that unitisation- discussions have commenced ar 2 sufficiently early dare 10
enable the Anncx B to be granted within the project timetable constraines,
The DT1 is not concerned as to how the oif is shared out amongst the
difference licensees, although Model Clause 28—(4) does allow the Minister
to prepare & development scheme which shall be “fair and equitable to the
licensee and all other licensees™ if he does not approve the scheme originally
submitied, and in practice the DTT interprets this requirement of fairness to
cover all unitisations. It can be seen from this that whatever scheme is
submitted should be reasonable, bur so long as the development plan provides
tor the maximum recovery of the reserves the national interest will be served.,

Transmedian Fields

Meodel Clause 29 deals with oil fields across narional boundarics and gives
the Minister very wide powers to give such direcrions as he may think fit 1o
the licensees as to the manner in whick the rights conferred by the ficence
should be exercised. The zeasons why the government shoutd have a greater
interest in unitisation of a field across the median line are obvicus, In the
case of 2 freld wholly within the UKCS it should be immatetial to rthe
government who produces the petroleum as long as it is produced. Where 2
field is partly in United Kingdom waters and partly in thase of another
country the interest of the government in obtaining the maximum equity
share in the field becomes similar co that of the United Kingdom licensees so
as to ensure its maximum rake in the form of tax and/ar royaliies. So far,
there have been four transmedian fields in the North Sea: Frigg, Statfjord and
Mutchison, all of which are unitised with Norwegian companies and the
Markham field which is partly in Unired Kingdem waters and partly in Dutch.
In each case a separate treaty has been entered into between HMG and either

the Norwegian or Durch governments which sers out some deraijl provisions

relating to the ficld and rhe agreements applying to it. In addition to a number
on Agreement, such as
Unit Area, they reserve
determination and re-

of the topics which are akso covered in the Unitisari
appointment of the operator and extension of the
to the governments rights to approve the initial
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“determinations, deal with such matters as applicable law and arbitration,

health and safety, communications systems, free movement of pexson.n:l
across the international median line, continvation of production after expiry,
surrender or revocation of @ licence, transportation of production, and
taxation issues. The Treaty is berween Governments and so does not apply
directly to the Licensees, bur its provisions will be given cffece by vittue of
the Model Clauses. During ncgotiation of the Treaty, the Governments may
keep their Licensees informed, and even consult them, bur will always reserve
to themselves the right to conclude the final terms,

PRELIMINARY AGREEMENTS

Data Exchange

Before one gets to the poinr of negotiaring a Unitisation’ Agreement there will
be ac least one, and probably several, prefiminary agreements into which the
partics will enter during the early phases of evaluation of a field. On_ce the
licence group which has made the initial discovery has established thar ic doFs
not fall wholly within the boundaries of their own licence block they wiil
need to determine what proportion of the reserves lie in the adjoining block
or blocks. They will have some indication of this from their own data, but
this will vary depending upon a number of factors including the quality of
the data and the sizc of the extension. Once they have deaded thac there are
some economic resecves in the adjoining block, if it is alceady licensed conract
will have to he made with its licensees to exchange data to see whether a
unitisation is likely to be necessary in the event of development. In such
cirgcumstances, ownership of the data will invariably remain with the parties
who acquired it and they will wish to ensure that afthough disclosed o the
adjoining block owners, it goes no further. Thus the ﬁfsr agreement to be
entered into will be in respect of the confidentiality of this daca.

Joint Well/Bottom Hole Contnibutions

Following this exchange of information there may well l:;e a fun.hcr inter-
mediace stage which will relate to the acquisition of new u-{form:fnun rather
than the sharing of that which already exists. Such information might be new
seismic, drilling a new well or studies carried vut by or on behalf of the block
owners. A joint well or joint siudics agreement would rherdo‘rc h?c ent\?rcd
into to cover these situations, or possibly a bortom hole contribution might
be necgotiated in respect of a well to be drilled on one of the bloclfs. loy the
case of joint well and joint studies agreements, the scope of these will almf)st
cerezinly fall outside the ambit of the block JOA .and, un]_css sotre voting
mechanism is incorporated, all decisions will require unanimous approval.
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Considering that licensees of rwo or even more blocks could well be involved
in such agreements the reaching of decisions unanimously conld cause real
delays to the project and some form of voting mechanism is therefore highly
recommended. At such an eatly scage in the project this is more likely to be
acceptable if it is by way of voring under the respecrive block JOAs rather
than a simple passmark of all the partics involved. In other words, the parties
to each block JOA will vote on a proposal and when they have reached a
decision the operator will cast a vote on behalf of the licence group,

The opetator of the well will generally be the operator of the black on
which it is situated and it will therefore be that company’s accounting
procedure which is used. Even at this early stage in a project considerable
time can be expended on negotiating such aspects as covered by the preceding
Chapter, '

Pre-Unitisation Agreements

" These initial agreemants are steps along the way towards unitisation, the
penultimate step normally being a pre unitisation agreement {or PUA).

THE UNITISATiON AGREEMENT
Titning '

The Unitisation Agreement will probably be signed at the time of Annex B
approval, and will normally supersede 1the PUA encirely. ,
Where the development plan has been prepared by the licensees, {as has
always been the case so far on the UKCS), the DTI's interest is to secure
maximuin ultimate recovery of petrolesm, to avoid unnecessary competitive
drilling. and to ensure thar the field should be worked and developed in co-
operation by all persons. The DTI will also wish to be satisfied that no
company is secking an unfair advantage, but only to obtain what it rightfully
should obrain. Based on previous experience, the Department rightly rakes
the view thar there are different opportunities o apply pressure to the licensees
of the adjoining block or blocks (or even to co-venturers in the same block)
at different times during the field development. 1f a Unitisation Agreement is
not finalised until at or near first production there is considerable scape for
applying pressure in equity negotiations, pacticularly where some of the
parties have already carried the main burden of development costs, This could
in turn lead to a delay in first production which would not be in the national
intcrest, and the DT1 therefore require thae the Unitisation: Agreement is
signed {or at worst is in final form) prior to the granting of Annex B so that
they have the comfort of knewing that this aspect at least will not cause
future problems. As will be discussed later, the process of establishing, the
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first provisional Tract Participations and then the initial determination also
requires that the relevant provisions have already been set out in the Unirisation
Agreement. Furthermore the DTI's current practice is not to grant an Annex
B unless it is satisfied that there are appropriate arrangements in place to deal
with abandenment, including the Ainandal or security provisions hetween the
parties. These arrangements arc notmally included in the relevant JOA or
Unitisation Agreement.

Because of the value of the petroleum reserves it will be apparent that each
of the licensce companies has an interest in ‘maximising its share of those
reserves, in contrast to a ficld which is found wholly within one block, where
such shares will have been fixed by-agreement at the time of applying for the
licence (although possibly changed by subscquent assignments). This of course
Ieads to considerable difficulties in negoriating particular provisions of the
Unitisation Agrcement—notably the technical scctions which determine how
the reserves are calculated and shared berween the licence blocks. it is usually

- easier to negotiate such matters carly in the life of the development, eather

than later. Even so, because.no real discussions can take place until some
knowledge has been acquired, they will inevitably.be protracted as cach side
sceks vo maximise its own position.

Passmark

The question of the Operating Commirttee passmark tends to be contentious
in any Operating Agreement negotiation. On the one hand you have the
operator and any party with a large interest who do not wish their
operations 1o be held up by a veto in the hands of a small incerest owner,
whilst the latter does not want to be steam-rollered into decisions which
will cost it money, but with which it does nor agree, Such considerations
apply equally in a wnitisation, with the additional layer of licence block
concerns as well as individual company ones. The passmark will generally
therefore be negotiated i such a way as to ensurc that no individual
licence group can be forced into a decision by the vote of others unless
such group's overall interest is minimal. This can be done by either setting
the passmatk ar a sufficiently high level, or by incorporating a requirement
that for a Unit Operating Commitice decision to be valid it requires
the vote in favour by at least one pamty from each licence. This is prob-
ably preferable to the setting of a passmark on its own which can of
course be affected by the change of interests following a re-determination,
Where there is only a single determination and no re-determinations, a
sraditional passmark without further qualifications would be the beuer
solution.
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UNIT AREA

. The Unitisation Agreement is required to cover the dev i
?Jmf abandonment of the field. Accordingly i will mntai;]?i:innti'tiz?:;"t;n
mt..ﬂ'xrca. by reference to a rwo-dimensional map and co-ordinar "['hic
definition is much more precise than that found in an ordinary JOA HCS— ;
thc ﬁcld 1o which it applics is 2 three-dimensional enticy and- a‘:“;n
-dcﬁm:@f)n is therefore required which is normally made by reference ¢ - Cé
. i'omfanons which underlie the Unit Area and which 2re encou :' ne:imc
specified wells between certain measured dcpth§ {the “Unitised Za:mt;"c}r Thh}|r
a[thc[u_gh any activities carried out within the Unit Area will be sub'cct-t }t:s
provisions of the Unitisation Agréemens, it is only concemedlwitho r]';e
_production of petroleum from the formarions contained within the Uni 'xe:i
" Zope. As will be shown later, activitics carried out within the b
outside tbe Unitised Zone count as Non Unit operations.

Unit area but

Extension of Unit

Umtisariop Agreements’ frequently include provisions allowing for extensi

of the Unir, although such extension will only be allowed if ri‘cw f::m::isrl:on
;g;::eNs:ro_wr;]' to hbe in c:.:mmunic_ation-wirh hydrocarbons in the Uniris:;
Zor a.pp}y r:x: ;:; the :echf:lcal provisions fof determining Trace Participations
characreristics, ifytif:s: Trl: :‘lrf:):;;‘t;c]:ozzdllie:dh " ‘a]ft‘ 31“0““;1 of Sifferent
of such provisions until an extension : s ke 'cave't atvs forther
protracltcd negotiations, Some agrrem\lesnrf: L;?i‘ ;:r;ii[;tegjrtc:]:mog y f}l"hef
the Un.lt Areas in appropriate circumstances, ¢ recuction of

Haw.nlg cftablished the Unit Arca and Unitised Zone, the principal
the Unitisation Agreement which will not be found in ; st;a,::ldarcil FjlaOz]:a:::;a?cf

to the caleulation and sharin
_ g of the reserves ber ;
vanious blocks in which the field lies. ween the licensees of the

INITIAL DETERMINATION‘

Tract Participations

I:,: sh;r; e;:; tlhc reserves allocated ro each of the licence blocks in which a
ise ies are known as the Tracr Participati
. 3 rticipations. In the very carl
:ta:cs_ oii Lhcdappmszlal and {.:icvc[oprncnr of the field there will not be su}!:ﬁcie .
‘:!:” T;‘ca ;m erstanding of it to caleulate precisely the share of reserves Thm
i 15] .

el ‘::ﬁ ore :.cballocar:d on a provisional basis between the relevant blod:sy

probably have been negotiated in the Pre-Unitisation Agrccmcnt'
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and this allocation may either be maintained uncil the first determination, or
adjusted on signaturc of the Unitisation Agreement. In any event, this will be
a negotiated rather than technically-determined Bgure, albeir based on the

_ available technical knowledge at that rime.

Unit Interests

The individual interests of the respective block licensees {commonty known
as Unit Equitics) will be calculated by reference to their pre-existing interests
under their respective JOAs, multiplied by the Tract Participation. The initial
Unit Equities will be agreed prior to Annex B and it will be on the basis of
these that each tnit owner will pay its respective share of developmens costs.
Given that during the development phase heavy expenditure is required, with
no income to offscr it, the parties will not want to pay morc than they have
10, but equally wifl not want to have less than their appropriate share of
production once this starts. Ideally, they will pay as little as they can of the
development costs, and get as much of the productien as they can. Since they
are all rrying to achieve the same thing, however, the provisional shares which
will have been agreed during ncgotiation of the Unitisation Agreement should
be based on whar they believe their respective shares of the reserves to be.

Technical Basis of Determination

As the development proceeds and weils are drilled, the sechnical understanding
of the rescrvoirs will increase so that by the time of frst praduction all the
parties will have a much berter idez of what their sharc should in fact be.
The Unitisation Agreement normally centains detailed technical rules on how
10> establish both the total volume of rescrves and their locasion. These rules
will be applied during the development phase with the intent that at fisse
production date the frst technically-based determination (as opposed ro the
catlier ncgotiated ane) can take place. At this point there will be a recalculation
of the sharcs of capital expenditures which should have been made and those
who have overpaid will receive a refund from those who have underpaid. In
1 field which has cost £1 billion to develop, each one per cent share i1s worth
£10 million, so it can be seen that even small swings can have a signihcant
impact on a company’s finances.

There is a variery of bases used for determining the petrolewm in the
Unitised Zone. Examples of these include hydrocarbon pore volume (HCPV),
hydrocarbons initially in place {HCIIP), moveable hydrocarbens initially
in place (MHCIIP), initial recoverable reserves (IRRES), and economically
recoverable reserves (ERRES). Fach of chese has its advantages and dis-
advantages, but as the methods become progressively more complicated they
will in theory become mote eguitable, but thete will also be greater scope for
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disagreement. There tends therefore to be a preference within the industry
for apting for one of the more straight forward methods, provided thac it
. ?vi]l give an equitable resule. In genecal, only one of these bases will be used
_in U}(CS unitisations, although a combination of two or even more is guite
?o'ssable. Given the nature and history of unitisations and re-determinarions
ir is perhaps not surprising that the industry has not agreed a standard ser of
parameters or procedures, however desirable that mighe be. .
A‘_grear deal depends vpon the type of hydrocatbons present, and on the
quality of the reservoir: if one pate contains more gas and less oil than
afwther, some form of compensation will be requited to account for the
difference in value of the respective products. Equally, if onc part of the
reserveir is less permeable than another, requiring more wells to produce the
same quantity of petroleum, an “'x” factor might well be built in to compensare
for the difference in the cost of producing the same volume of petroleum.

RE-DETERMINATIONS

As has already been stated, the further into the life of the field one goes, the
more one knows about it. It is therefore logical that at certain stages ir: the
ficld life that knowledge should be used to re-establish Trace Participations
and hence unit equities. Nevertheless, it is well known that re-determinations
are never easy, taking up on a great deal of time and moncy, frequently
resulting in disputes and oiten in litigation. Indeed, unitisations’ arcqone of
th.c very few areas where upstream otl campanies are prepared to go to court
with one another, Cases involving the Balmoral, Fulmar, Scatt and Nelson
{iclds h_av'c‘ ended up in court, with the parties seeking orders regarding the
interpretation of Unitisation Agreements. All of these have involved the CE ere
provisions in the re-determination part of the agrecment. P

Number and Timing

Th_:rl: is no standard as to the nirmber of re-determinations and their timin
w!'nch are to some cxtent dependent upon the size of the Reld. Larges & ldg
with an anltiﬂpated long production life can be expected to require iim:u e
determinations than small fields, However, because re-determinations :: o
tably lead to the polarising of the positions of respective licence grou “”ci
Emb?}l:ly also bcczu%c of the smaller sizc of the new Belds on the UgKCSpst::rc
d::"m'm a move in recent years to !Joth minimise the number ,of -
inations 2nd to include ways 1o discourage the calling of them. Man
agreements opt for a compulsory determination at first production a.nd “
optional re-determination to take place ar a specified time, for example ::c
years after commencement of production, or on comp[ctio:'l of drillinpg c:[ :h:

106

F]

RE-DETERMINATIONS

last development well. Others will have only a single technical determination
whilst yer more (mainfy older agreements) pravide for several re-deter-
winations according to a timetable, some or alt of which will be compulsory
{unless, of course, otherwise unanimously agreed}. One point 10 bear in mind
is that re-determinations should not take plqcc oo near the end of feld life,
for reasons which will be discussed shorsly.

Decision Making

All decisions relating to unitisation matters in UKCS agreemencs are made
unanimously, as opposed to the noemal issues to be decided by the Operating
Commitcee, for which a passmark will have been negotiated in the usual way,
“This is not the case in United States agreements, where a higher passmark
than that used for normal operating committee votes is frequently cmployed
for equity matters. However, the cost and value.of offshore developments
being so high, the companies involved are not prepared to allow themselves
to be voted into anything. This of course can {and usually does) 2dd co the
delays. To ensure that this does not lead 1o deadlock, the normal procedure

is to appouint an cxpert.

Procedure

The Unitisation Agreement will contain the detailed technical procedures o
be Eollowed in carrying out 2 re-decermination, One of two approaches is
notmally adopted: the more popular is 2 highly detaited procedure {often
known as the Cook Book} which describes at preat length the technical rules
starting with common and agreed dara bases and stipulates stcps‘to be carried
out in calculating the new Tract Paricipations; the alternative is a set of
general guidelines establishing the ground rules but piving greater freedom to
work out the detail at the time. Either method will include & data cut-off
point, after which time no new data will be included in the current re-
determination exercise, otherwise the whole ptocess would be constantly
testarting as bew information becomes available. Whilst ir is pussible to
provide that the operatot carties out all the work and presenss it to the unit
owners, in practice the commercial interests of the parzies are such that they
require to be involved throughout the process. There will gencrally be several
sub-commirttees, £ach comprising represeniatives of all the partits and dealing
with one area of cxpertise—e.g. geology, geophysics, petrophysics, reservolr
engineering—all under the overall control of an equity committee responsibie
for the whole re-determination. Whichevet methed 135 adopted, it ts important
to set some form of timerable and a way of resolving dead-locked items,
otherwise the cntire process can grind to a halt. Because the process of re-
Jetermination naturally falls into a sequence of cvents it is relatively easy 1o
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establish milestones at which decisions must be taken. If agrecment cannot

be reached, reference can be cither made to the expert, lefr to the operator to
_decide, or the decision of the majority in favour can be taken. In either of

the fatter two cases the dissenting party will have its objections noted and

has the right to bring such objections back onto the agenda at the time of

the final decision. The idea of this is to protect such party’s position without

allowing it to cause the process to s¢ize up completely, with the hope that
. the objection may have lessened by the end of the process. If it has not,
. recourse will be made to the expert.

It is important ro remember that these procedures will be written by
technical experts rather than lawyers, but it is vital that they are carefully
checked from a legal perspective, as it is likely to be this part of the Agreement
which ends by being scrutinised by the Courts. To do this properly, ‘the
lawyers need to sit down with the authors to ensure thac the former
thoroughly understand at Jeast the intent, if not the content, of the procedures.

- Unfortunately, this seldom occurs, or, if it does, is seldom carried out properly.

Hurdles -

It is very hard to calculate the cost of carrying ovt a re-determinarion, but
estimates vary from between £1 million to more than £2 million per exercise
for the Qperator plus cxpert. In addition, each party will have its own costs
and the whole process can cost up ro £10 million in all. In the majority of
UKCS fields whick are likely to be unitised in the foreseeable furure, the
potential advantage to be gained by a change in equity is unlikely to be much
grearer in valoe, given the decreasing size of new UKCS fields, Aparr from
this fnancial cost there is the very real cost to the joint venture of parties
pulling in differcnt directions in order to maintzin what they perceive as being
their essential commercial interests. A number of ways have been dreamt up
to avoid or at feast minimisc the disruption to the real business of producing
the petroleum, and these include a requiremenr thar all of the licensees of one
of the blocks, and nor just one of them, must apree to call for a re-
determination, a requirement chat if the change in Tract Participations is less
than a cerrain percentage, perhaps two or three, the party or parties calling

for the re-determinacion will bear all the costs of it, and/or a proviso that if .

the minimum percentage is not reached, that no change in Tract Participations
will take place.

ROLE OF THE EXPERT

Because of the commercial interests of the parties.in the ourcome of the
determination and any re-determinations, it has always been recognised that
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there is a strong possibility that they will be unzble o reach agreement among
themselves and that reference to a third party wilf be necessary. Accordingly,
Unitisation Agreements invariably provide for referral to an expert in such a
case. Tt would in fact be possible to hand the entire re-determination process
10 an expert ab initia and abide by his decision, but few, if any, companies
are prepared to allow a third party such complete contrel. Although we refer
to “the expert”, and usually to “him™ it will in fact almost certainly be an
independent company with the necessary resources and expertise to catry out
the work. :

The expere is almost invariably appointed to act as an expert and pot as
an arbitrator, Strictly speaking however, his role falls somewhere between the
traditionat one of an expert, which is to provide an opinion by which the
parties will agtee to abide, thereby preventing any dispute from arising, and
that of an arbitrator who has to decide the respective merits of two competing
claims when the dispute had already arisen. It can be taken as read that in a
re-determination, the dispute has already arisen. The purpose of this is to
avoid the application of the Arbitration Acts to the expert’s role. These Acts
provide a framework and ser of legal rules for the conduct of arbitrations
and also zllow appeal to the Courts from the arbitracor’s decision in cerrain
limited circumstances. A formal arbitration can be even more lengthy and
expensive than taking an action through the Courts, and although a re-
determination can take a considerable period of time it is nothing compared
10 fullscale lirigation cither in front of an arbitrator or in Court. Nevertheless,
as menticned above the Courts have been involved an at least four occasions
tegarding some part of the expert process.

Selection

The Unitisation Agreement will contain procedures for selection of the expert.
It is probably better to make the choice at the start of the process rather than
waiting until the expert is needed, by which time posttions will most likely
have become entrenched and reaching agreement on anything, including chosce
of the expert, has become extremely difficul. At the time of negotiating the
Unitisation Agreement or at the latest the start of the re-determinatéon, partics
ought to be able to rake a reasonable position. Selection is generally varried
out by each licence group or unit owner submitting 2 List of experts ranked
in order of preference. Points will be awarded depending on the placings and
it is to be hoped that this will result in one final choice. This however does
not always happen, in which case a decision might be made by casting lors
where there is a tie, or trusting the selection to an independent third party
such as the President of the Institute of Perroleum. The terms of reference for
the expert should be annexed to the Unitisation Agreement, once again to
avoid delay and also to ensure that these are agreed before any contentious
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issues have arisen. If they are nor clear and comprehensive, the Courts allow
the expert considerable latitude vo, for example, revise figures when he
considets it necessary in order to correlate data, The teems of reference will
also include provisions to emsure that the expert has no conflict of interest
such as having already carried out work on the subject matter of the rc:
determination for one of the parties.

-Meﬂ;;:_:d of Referral -

As noted above, an expert might be called in 2t various stages throughout
the re-determinarion process, or not until the final stage. Ahernatively, the
expert might deal with the whole re-determination on his vwn, or be involved
in all the discussions of the unit owners. This latter method, known as the
““guided owners process”, has been used in two recent unitisation agreements.
Its purpose is to seek to prevent the parties taking an extreme position during
the negotiations between themselves, in the knowledge chat they can then
make 3 more moderate submission to the expert. As the expert will have
observed all the discussions and negotiations, he will be aware of the positions
taken by cach of the partics and if one which had taken an unreasonable
stance subscquently makes a very reasonable submission it is Jikely to lack
credibility. It is possible to have different experts at differenr rimes during a
rc_-dercrmination. for example, one dealing with issues which arise as it
proceeds, and another at the end. This is undesirable, not least because of
the need for the expert 1o acquire all the televant information, somethin
which would have to be duplicared if different experts were used, ®
Once the martrer is in the hands of the sxpert he may be asked to consider
submissions from each licence group or from cach of the panies (although
the latier s not to be recommended) and may be asked cither to choose one
of the submissions {a pendulum determination) or reach his own decision.
Tbc_ _form:r again is intended 10 prevent partics from taking too extreme a
position but really only works where only twe submissions are made, whilst
the latter has the disadvantage that a great deal of time and work is ne‘ces:ar ’
to bring the expert up to the same level of understanding of the reservoi‘r ai
thar of the parties. A variation on this is to ask the eXperr 1o carry out his
own work, and then choose whichever of the parties’ submission is closest to
it. Having completed his work and reached a decision, the expert may be

asked to calculate the Tracr Participati .
panons or t
opcrator. his may be done by the
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" ADJUSTMENTS

Assuming that agreement is Rnally reached on new Tract Participations, there
will be “winners” and “losers” amongst the unit owners, Those who have
gained equity will have to repay pare of the original development costs 1o
those who have lost, whilse in any re-determination after firsc production date
the lacter will have to repay to the former the share of petroleum which they
have overlifted by virtuc of having had a larger Unit Equity than they should
have done.

Capital Expenditure

Repayment of capital expenditure normally takes place on completion of the
ce-determination. [t js based on the original cash calls made during the
development phase and is therefore casy 1o establish. It may or may nor
include the pre-development costs deals with by, er incurred under, the PUA.
Becausc those payments were made over a period of several years the refund
is normally inflated by RPI or a similar index. The question of whether
interest should also be payable appears at firse sight to be straightforward:
since those parties were effectively lending money to the others it does not
seem unceasonable that they should be paid interest on the “loan”. However,
incerest is more usually not included, originally becanse in the days when oil
prices were on an upward trend the increased production which the gainers
would obtain was expected to have a higher value and they would therefore
be compensared by this. Furthermore, interest would have 10 be paid net of
tax and 1o achicve a fair resuli for the gainer might unfairly penalise the
loser. Repayment of capex is normally done by a single paymens within, say,
30 days of fixing the aew Tract Participations. It is unusual to spread payments
out, 2lthough this could be done to match the makeup of petroleum.

Production

The licence group which has ceded equity will also have to cede part of s
perreleum production to the other group to refund the volume which has
been overlifted. Thus if the Tract Participation in the “losing” block has been
reduced from, say, 45 per cent to 40 per cent, in the firsr year of 5o after
completion of the te-determination, the licensees of this block would in fact
lift less than 40 per cent (somewhere between 20 per cent and 30 per cent)
leaving the balance (known as “mazke up oif"] to be lifted by the “winning”
licence grovp to recoup the production deficit. Limits must be set on the
amount available to protect the Josers from forfeiting all of their producrion
for a periad of time. Jf however the re-determination has taken place towards
the end of fictd life it may be necessary for them to give up their whole
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entitlement in order to refund the other group. This is another reason for
minimising the number of re-determinations and secking to ensure that they
take place early in the producrion phase rather than later,

. The concept of make up is quite straightforward where the field produces
oil or condensate, which tend o be sold on a spot rather than term basis.
Equally, where the production is gas which is sold to a single purchasee, there
should be no problem, However, the present'trcnd is to sell gas to several
different purchasers and as gas is still generally sold on a term basis the
relevant-agreements will need to take account of this, both as between seller
and buyér and as berween all the sellers. _

“This balancing process tends to be done on a pure volume for volume basis
without taking into account changes in the value of the petroleum, cither pre

_ or post-tax. For PRT-paying ficlds, production during the safeguard period is
plainly ‘more profitable than that produced afterwards. Nevertheless this
aspect is ignored, probably because it would be too difficult to devise an
cqititable solution. For tax reasons, 3 cash equivalent is not attractive, guite
apart from the difficulties of assigning 2 value ta the production.

‘Because the purposc of re-determination is to put the parties in the position
in-which they would have been had they had the necessary knowledge of the
reservoir ag the outset, no tax is [evied on either the repayment of Capex or
make-up of petroleurn. Intecest, however, docs amract tax. Past Opex is
“generally not adjusted, because it is linked 1o the levels of production, and
therefore should re-balance in line with over/underlifted petroleum. Again, if
2 re-determination takes place too near the end of feld life, opex on a unix
per barrel basis will be higher than during the plateaux period, so this may
not be the case in practice. Another reason not to feave it too long.

'LICENCE ISSUES

Maintenance of Licences

When entering into the Unit Agreement each party will normally wacrant
that its licence is valid and subsisting and that they will continuc to maintain
it and they will indemnify the other parties in respect of any breach of such
warrantics. It is more than likely that the licences for the different blocks in
which the unitised Beld lics were awarded at different times. In such a case,
it is possible that one of the licences migh expire before the end of feld life.
Under the provisions of The Hydrocarbons Licensing Directive Regulations
1995, the Secrevary of State may extend the term of the licence for a field
which has not yet reached the end of its life, provided that the licensees have
performed their obligations in accordance with its terms and conditions, but
the Jicensees of the_adjoining block will seek to ensure that the licensees of
the expiring licence will indeed request an extension. Because this is bound
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to be towards the end of Ficld life it is not necessarily the case chat they would
wish to do so when abandonment costs are starting to Ioom large on the
horizon.

Relationship to Underlying JOAs

The JOAs applying to the underlying licence blocks will continue in existence,
notwithstanding the Unitisation Agreement, The fatter will normally contain
a provision such as:

“All other agreements previously entered into by and between some of
all of the Parties which conrain provisions conflicting with the provisions
of this Agreement are, as between such Parries, deemed amended to the
extent necessary to climinate such conflict bur, as deemed amended, shall
remain in full force and effect.”

As can be readily appreciared, this allows the undetlying JOAs to continue
in existence so that, for example, any pre-emption provisions will continue
to apply 1o the parties to ir, even if the Unitisation Agreement has none. The
voting rules might also be required, depending on how Unitisation Apreement
deals with this issue, as well as the default clause.

Default

Because of the nature of the unitisation, the normal default provisions in a
JOA are not generally careied through ro the Unitisation Agreement, If a
party defaults under the larter, ks share of vosts will normally be picked up
by its co-licensees and they in turn will seek their remedies under their own
JOA. As this generally provides for forfeiture they can exercise their rights
ander their JOA and obtain the defaulter’s interest in the licence. This avoids
the problems of assignment of the defaulter’s share in us licence baving 1o be
made to all of the other unit ownets, including those not on that licence. This
however is not always the casé and some Unitisation Agreements contain a
traditional form of default clause. A further problem which can arise in those
circunistances where there is a single gas purchaser is the necessity to cnsure
that 100 per cent of the gas sold under the agreement continues ta be delivered
1o the purchaser, This requises pre-signed lereers of avthority from cach of
the unit owners to the gas purchaser confirming that upen receipt of a notice
from the unit operator {or another party in the unit operator’s case} the
proceeds of sale of the defauiter’s share should be paid to those other patties
which are paying its share of field costs.
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Assignment

Unitisation Agzeements normally do not provide for pre-emprion, again
because of the two {or more) licences. Nevertheless the underlying JOAs may
well have a pre-emption clause, in which case that wil} continue to apply as
between the parties to that JOA.

NON UNIT OPERATIONS

As mentioned earlicr, the Unitisation Agreement applies to all activities within
the Unit Area, but only the Unitised Zone is to be exploited jointly. Thus if
the members of one of the licence groups wish to drill 2n exploration well to
a different Lorizon than that of the Unitised Zone, but within the Unit Arca,
it may.be possible to use unit facilivics for this purpose, under the control of
the unit operater, a5 a Non Unit Operation. The Unitisation Agreement will
normally provide for this.

In addition, onc or more of the unit owners may wish to utilisc any
spare capaciry in the Unit Facilities for the production or transportation of
hydrocarbons from an adjoining feld in which it has an interest [or indeed
from an accumulation discovered as a result of drilling carricd out as a Non
Unit Operation). Provided thar such spare capacity exists and subject to the
absolute precedence of Unit Operations, it does not seem unreasonable to
allow this, although the interesis of the other partics must of course be
preserved. One approach would be to argue that as the party has already
contributed its full share of the capital expenditure refating to such facilities
it shouid merely be charged the incremental operaring cost, together with the
cost of any modifications. The alternatives are either to require that the terms
of such use are the same as would be obrained at arms length, or merely to
leave the decision o the Urit Operating Committee to make if and when
necessary, In any of these cascs, greement will have to be reached as o how
to calculate sparc capacity, and whether a unit owner is entitled to use only
its percentage share of such capacity, or has the right to rent the shares of
the others. There 15 no reason why such a clause should not be included in
an ordinary JOA, but almost invaziably it is not.

Sole Risk Drilling

The sole risk clause 10 a standard JOA is normaliy used (if at all} during the
exploration and appraisal phases. The scope for sole risk drilling during
development and production is much mote limited, but it may be appropriate
to include such a clause 1o enable one licence group to prove an equity point
prior to a re-determination by drilling a well at its own cost, 1f such well is
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- subsequently adopted by the Unit, the cost would be reimbursed, though

normally without the penalty common for exploration/appraisal wells. The

 downside of this is yet again the likelihood that such activity will have a

negative cffect on the cohesiveness of the joint venture.

ALTERNATIVES TO UNITISATION

Re-determinations wnd to be lengthy, difficult, divisive, contentious and
expensive. There has been a trend in recent years 1o seek ways of avoiding
these problems including the following:~ )

Purchase

Where there are extensions inte adjoining blacks it may be feasible to purchase
these rather than unitise. This however is only likely to be an artracrive option
if the extension is a simall one, mainly because of the cost to the purchasers,
but also because if it is sizeable, the licensces will probably want to engage
in a full vnitisation.

Fixed interests

if agreement cannot be reached on the value to purchase, a further method
would be 1o agree that the percentage interest is fixed ar the outset. This can
he the case for small interests on the cdge of a field ar, in cases like Forties,
where BP sold a number of small fixed interests, with limited rights to the
purchasers. There are at least two major felds in the North Sea where it was
agreed to fix the tnterests for all time thus avoiding the need for cither an
initial technical determination or any re-detesminations. For this to be
suceessful however the parties need (o be sure of the technical parameters
without the benefit of having drilled any development wells, which may
require something of a leap of fairh.

Cross Licence Assignments

If agreement can be reached for the licensees of one licence to take an
assignment of the other licence and vice versa so thar their percentage interests
are the same on both sides, determinations and re-determinations are again
obviated. Once again the problem is one of reaching agreement on the split
of reserves between the two blocks to enable the appropriate shares to be
calculated and like the fixed interest option is effectively a one-off deter-

115




UNITISATION AGREEMENTS

mination. Nevertheless, this approach has been used for more than one UKCS
field. :

All of these options are most likely to be carried out very early in the feld’s
development.

11e
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Gas Transportation Agreements

Jeremy Deeley, Managing Counsel of
Mobil North Sea Ltd

OVERVIEW

The offshore transportation of oil and gas is, arguably, the most significant
aspect involved in bringing the production of hydrocarbons to the industrial
and domestic market of the United Kingdom. It is certainly one of the
most complicated functions, with the vast majority of 2ll United Kingdom
hydrocatbons produced offshore in the Northern, Central and Southern
sectors of the North Sea, with only relatively small amounts produced an the
United Kingdom mainland.

Most of this production is transpored to shore through pipelines, although
there are notable exceptions to this situation where offshore storage combined
with tanker loading facilities enables fleets of rankers to ship crudc oil to the
matkets. The oil producrion from the Mobil operated Beryl hield is a good
example of this cypc of system in operation and, indced, these types of
arrangements arc being proposed for the recently discovered giant oil felds
in the deep water West of Shetlands area: for example the Foinaven ficld will
use a floating production system with offshore loading.

Some of these pipelines connect with fields hundreds of miles out in the
notthern part of the North Sea. For cxample, gas from the Brent field is
transported for 281 miles before it reaches the St Fergus Terminal north of
Aberdeen in Scotland. Not only can the distances involved be vast, the extent
and diversity of the current system to transpore oil and gas is extraordinary,
based on the continuous development and investment which has taken place
over the last 28 years,

In December 1965 the frst significant discovery of gas in United Kingdom
waters was announced: the West Sole Field, off the Humberside coast in
the United Kingdom Southern Basin. This led 1o the frst export pipeline
being commissioned in the United Kingdom Sector of the North Sea. In
1967 this 42 mile pipeline, operated by BP, commenced transportation of
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gas production from the West Sole Field to Easington Terminal on
Humberside.

From these small beginnings we have today an offshore pipeline nerwork of
over 5,000 miles, ranging in pip¢ size from 36 inches down to less than six inches.

In the early days, pipeline systems were celatively straightforward with
pipelines being dedicated ro individual ficlds. For example, for oil production,
thete were developed in the 19705 three major trunk pipeline systems {Forties,

* Brent and Piper, to Cruden Bay, Sullom Voe and Flotta respectively). These
were big, long-distance lines: the Fortics-Cruden Bay line was 106 miles long
and had 2 diameter of 36 inches. In the last decade, however, considerable
expansion has taken place as the system has become more sophistcated. Not
only has the aggregate length of pipeline in the United Kingdom Sector trebled,
the whole system has become increasingly complex as smaller accumulations of
hydrocatbons are being produced duc to the proximity of pipelines to
previously uncommercial or marginally economic discoveries. What now

" exists is a widespread network of interfield and trunk pipclines and other
facilities on the bed of the North Sea, picking up production from fields
along their way, commingling production streams, treating, separating and
measuting throughput, and ultimarely depositing their charge at reesiving
terminals on the mainland. This complexity is fully reflected in the legal
agreements whick suppore such arrangemens.

The heroic scale of these arrangements is reflected on the mainltand. All the
major receiving terminals (Sullom Voe, Florta, St Fergus, Theddlethorpe,
Bacton, Easington and the rest) are Jarge, complicated and expensive facilities,
For instance, the Mobil operated Scottish Area Gas Evacuation System {the
“SAGE System™), is based upon a 200-mile long, 30-inch gas pipeline from
the Beryl ficld, picking up Scott and Brae gas along the way, and a Processing
Terminal at St Fergus, all of which has cost over £640 million to construct.

Finally, mention must be made of the huge volumes of oil and gas handled
by this system. Las¢ year, on average, the United Kingdom produced over 2.7
millien barrels of oil a day and over 6.7 billion cubic fret of gas a day. This
has 1o be transported safely and efficiently either through the transporration
system or via tanker to the mainland where it can be processed, accounted
for and delivered for engoing transportation by the right party, at the right
delivery specification and at the right time. That this in fact happens is in no
small part due to the web of legal arrangements and documentation at the
care of such transportation arrangements which reflect in their detail and
sophistication the complexity of the business of bringing oil and gas of the
North 5¢a into the mainland of the United Kingdom.

From a lawyer's perspective, the offshore oil and gas industry is righely
controlled, not just by legislation and regulation but also by the derailed legal
agreements which govesn the conduct of business in the North Sea. Given
increasing concerns tegatding the environment and safety and, not least of
all, the increasing role that the fegislation of the European Union is ser ra
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play {of which wore later), the trend is to increase, not deceease, the level of
legislative control. A good example is the relatively recent application of the
respensibilities of the Health and Safety Executive wo the offshore industry in
the form of the Offshore Safety Act 1992 This has resulted in the need o
prepare and submit what is known as a “writren salety case” for all offshore
instatlations, of which pipelines form a parr.

LOCATION AND CONSTRUC'T"ION OF PIPELINES

It is useful to look ar the primary legislation concerning offshoze pipelines
{see Appendix for a [ist of stacutes, staiutory instruments and other regulations
relevant to oil and gas transportation) as welt as the agreements relating to
the pipeline. These are all celevant to a number of practical issues which will
need to be addressed in bringing 2 gas discovery onshore: (this discovery can
be assumed to be a gas discovery of one trillion ¢ubic feer (1Tcf) of relatively
dry gas, somewhere north-east of the Forties field).

Legislation and Regulatory Matters

1. Petrolewum and Submarine Pipeline Act 1975

The first practical issue will be to determine the proximity of a pipeline
system of sufficient size and available capacity 1o offer a viable export route
for the {1 Tcf) gas discovery assumed above. Now it may be thar after a look
at the map, 1015 quickly determined there is neither a gas pipeline in exisience
nor one under constritction with adequare capacity to handle the volumes of
¢as involved. Otherwise it could be thar the company's preference is to build
us own dedicated pipeline, thinking perhaps that it would be good business
to construct an oversized pipe, transport third parry gas and SECUIE a EENETOUS
stream of tariff income for the privilege, in addition to transporting its own
gas.

Under section 20 of the Perroleum and Submarine Pipeline Act of 1975 {the
“PSPA™), no person shall execute under any controlled waters any works for
the construction of a pipeline or use a pipeline unless he is authorised in
writing by the Secretary of Statc 10 do 50 and the works are or the use is in
accordance with the rerms of the authorisation.

Eurthermore under section 21 of the PSPA, any authorisation issued pursvant
to section 20 may contain such terms as the Sccrecary of State thinks
appropriate including terms as 1o the persens who are authorised to tay and
use the pipeline, the route, the design and the capacity of the pipeline, and
steps to be taken to avoid or reduce interference by the pipeline with hishing
and other sca activities.
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In broad rerms, the Government has the power under these provisions to
control practically every aspect of an offshore pipeline system. This it will do
for the purpose of snsuring the development of a coherent, safe and efficient
system of transportation.
The main criterion applied by the Government in deciding to authorise the
construction .and vse of 2 new pipeline under the PSPA is whether or not it
is pecessary. The cost of laying and operating pipelines is amortised for
*wvatious tax purposes which means, in practical terms, that the Government
is making a significant coniribution towards these costs. The general policy
of the Government is thercfore that there should be no unnecessary pro-
liferation of pipelines. ..
To implement this policy, the Government may resort ta the extensive
~_powers in the PSPA, For example under section 22, where it appears to the
" Secretary of State {on the application of a person other than the owner of a
pipeline) that the capacity of a planned pipeline should be increased, or that
“a junction should be installed in it through which another pipeline may be
connected to it, then, after giving the owner of the pipclinc an opportunity
of being heard about the matter, the Secretary of State may require the owner
vo make any necessary modifications. Similarly, under section 23 the Secretary
of State may requirc the owner of a pipeline to transpert third party
praduction, provided that to do so would not affect the ability of the owner
to transpore its own production through the pipeline.
In this respect, there is little doubt the Government has properly exercised
its powers under the PSPA to avord unnecessary proliferation of lines, requiring,
companies 1o share and size pipelines in ways they might have preferred not
- to have done. A well known example concerns the use of the pas pipeline
constructed for the Mobil operated Beryl field which forms part of the SAGE
System where the Government applied pressure vpon the Beryl Group and
the Brae Group to use just one pipeline for the export of gas from the Beryl
and Brae fields, As Wood Mackenzie state in their Nonth Sca commentary
service “the Departiment of Energy informed both parties thar only one line
would be sanctioned and char any unreasonable negotiating positions held by
the groups could harm the companies’ longer term relationship with the
Government”.

_Despite these ovettones of coercion, perhaps the measure of success of the
Government in implementing this policy is the fact that there exists today an

efficient transportation system in this country without a history of bitterly
fought court cases.

2. Crown Estate Commissioners

F,vemua][y all pipeline crossing agreements will be in place, and as the pipeline
in the above example approaches the cuter edge of territorial waters (12
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nautical miles, from base lines drawn by rcference to the Territorial Waters
Order in Council 1964}, the Crown Estate Commissioners will need 1o be
approached.

“The Crown owns the seabed lying under territorial water and the Crawn
Estate Commissioners administer these rights. Under the Crown Estate Act
1961, the Commissioners are obliged not to )

“sell, Icase or otherwise dispose of ... the Crown Estate or any righr _..
in rclation 1o [it] except for the best consideration ... whick in their
opinion can reasonably be obtained ... but exciuding any element of
mienopoly reasonably attributable to the extent of the Crown’s ownership
of comparable land". i

Negoriations will therefore take place with the Commissioners for a right
to lay the proposed pipeline over the seabed within territorial waters and
payment will have 1o be made to the Commissioners for such right, prabably
by referenceto a formula agreed in 1990 between the Commissioners and the
UK Offshore Operatars Association {*'UKOOA"). In 1987, when the territorial
waters limit was exrended from 3 to 12 nautical miles, the Cammissioners
changed the basis for calculating rents for new pipelines. Instead of a lincar
basis, tents were to be based on matters such as throughput, value, capacity
of pipeline, field reserves, anticipated production levels, ete. These subjective
tests were seen as incquitable, so UKOOA negotiated an agreement for 15
years from 1990, Under this agreement, rental levels were fixed, subject to
indexation. UKOOA members may choose to adopt this basis for pew
pipelines or for existing leases lease at rent review,

3. Environmental Regulation

Once the pipeline arrives at the high water mark on the beach, appropriate
arrangements will necd 10 be made with the awners of land over which the
pipeline wil} need 1o travel, and consents will be required from the local
planning authorities. This aspect will involve the commissioning of an
environmental impacr study as parr of the planning process.

As a result of the Environmental Protection Act 1990, much consideration
will be given to environmental damage and clean-up liability provisions. At
‘its most extreme, a transporeer may be confronted with demands for unfimited
indemnitics, open-ended as te time and amount, in respect of environmentat
liabiliies,
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Agrecments

1. Pipeline Crossing/Pipeline Proximity Agreements

In addition to legislarion, a suite of detailed legal agreements will need to be
considered, some of which will depend on whether or not a dedicared pipeline
is being built to one of the cstablished gas recciving terminals on the cast
coast of the United Kingdom. Currently there are four: Bacton, Theddlethorpe,
Easington and St Fergus {five if the Teeside reception facilities are counted),

_In the example of the T Tef dry gas discovery, it is now assumed thar a
decision has been made to build a dedicated pipeline to shore, with a delivery
point at St Fergus, 50 miles north of Aberdeen in Scotland. As it wocks its
way westwards to the coast, the proposed pipeline will cross a significant
rumber of blocks which have been licensed, and at least four (probably more)
pipelines which are cither in place or approved. This raiscs theé need to
prepare and agree pipeline crossing agreemenits.

While most in the industry now accept there is no need 1o obtain agreement
from licence groups to cross their blocks, most feel pipcline crossing agree-
ments are-useful; provided they are practical and to the point. These are
likely- to contain provisions requiring the partics to keep cach other fully
informed, allow them to observe operations, carcfully control {and in some

. respects restricr} operations within a defined Work Control Area, and make

provision as to who will be liable in the event of an accident. The main legal
issuc in such agreements will usnally concern the level of indemnity which
will apply to any loss or damage caused to the existing pipeline with
consequential foss of o7 interruption to production. This indemnity will be
set at a level of tens of millions of pounds. The main pracrical issue will
cancern the definition of the Work Control Area, within which the owners
of an existing pipeline will seck to have an element of control 2ad a maximum
information How in relation to all operations to be carried out in relation to
the new pipehine.

2. Tie-In and Construction Agreements

Finally, the pipeline will require to be connected to the reception and
p.ro.ccssing facilities at the Processing Terminal, This will require the nego-
tiarion of a Tie-In and Construction Agreement with the terminal owners.
Again it is usually the level of indemnity which becomes the biggest issue
between the pipeline awners and the terminal owners, with the later scckiné
as large a sum as possible in the form of an indemnity against any loss or
dan?age'to' the Tetminal or its busincss arising as a result of any incident
du_rlrfg tie-in operations. Because of the need to ensure compatihility with the
existing Terminal Ffacilities, these agreements assume that all works arc
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sanctioned by the Terminal Operator, who will vsually be deeply involved in
such operations, even to the extent of being engaged to carry out the work
irself on behalf of the pipeline owners, Control over such works is therefore
very tight with full observation, inspection and survey rights being provided.

TRANSPORTATION AND PROCESSING

Having touched upon issues relating to the physical location, construction
and connections of the pipeline, it is appropriate to look at how that pipeline
may be used and what rights can be secured for the transportation and
processing of gas in the relevant effshore and onshore infrastructure, of which
the pipeline forms 2 part. )

Transportation and Processing Agreements

In general terms, a Transparration and Processing Agteement will now need
to be put in place under which: (i} gas can be commingled with other gas in
the pipeline; (ii} the commingled gas stream can be teansported to the receiving
terminal; (i} the commingled stream can he processed so that the liquids and
impurities are suipped out of it, leaving a gas which is of a specification
whick will enable it to be sold {whether to British Gas or otherwise); (v}
natural gas liquids (NGL) separated out of the gas are transported away from
the terminal; (v} each party will teceive 2 share of the vanious product streams
which cquates in some way to their production; and (vi} tariffs, processing
and other fecs payable for the provision of transportation and processing
services are established.

Thete are many legal issues involved in the transportation and processing
of the gas stteam in the example above, some of which depend on whether
we are providing or seeking transportation tights. Key issues are as follows:

1. Capacity Rights

One major area of complexity concerns capacity rights within the pipehne.
Here theze is a distinction to be drawn berween shippers who have their gas
transpocted on a purely thicd party basis, and those persons who own the
pipeline and use it to transport theis own gas. [n the third party situation the
transporting system will set 2side a stated amount of capacity for the duration
of the lifc of the ficld in accordance with the prefile for such gas provided by
the shippers. This profile will be one of the most important provisioas of the
Transportation and Processing Agreement and the capacity booked for such

" gas will be available on 2 fiem basis for the life of the field profile, Typically,
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as the Geld goes into decline, the profile will reduce and the amount of frm
capacity will reduce accordingly.

As any unutilised capacity in a pipeline can be sold o 2 new gas stream
and is therefore precious to a transporter, a shipper can expect 1o be subject
to détailed restrictions on its ability to vary its capacity nominations within
the profile and irs gas deliveries pursuant 1o such nominations. Typically a
shipper will not be permitted to increase its firm gas deliveries if that would

.exceed the nomination level scen in the previous ycar, The transparter is
interested in having as precise a view as possible of the profile of any gas to
be transported over the life of the fiekd until Full depletion and to minimise
the flexibility -of a shipper to increase nominations and the amount of firm
capacity it ¢an use. .

An exceptior to this typically rigid approach is, however, seen where the

. gas stream is subject to a “blowdown™ at the cnd of the ficld life, A typical
example would be an associated gas field, say in the Central or Nocthern
North Sea, where gas is produced in conjunction with oil production. In such

" a situation, gas will be produced or even reinjected with the majn purpose of .

maintaining sufficient pressure in the reservoir so as to maximise oil pro-
duction. At the end of cconomic oil production, gas production can be
raximised, with a consequent Tequirement to increase the profile and step up
the amount of firm capacity. This wil} lead to complex and detailed arrange-
ments on when blawdown can be notified and triggered, duration of a second
plateau period, alteration ro send or pay requirements, etc. Perhaps the most
difficult aspect will concern the ability or the willingness of a Hansporter o
offer the Aexibility to accommodate deeply uncertain asrangements at the end
of a profile which could be some 20 years away and provide substancial
amounts of fixed capacity which it would rather commir elsewhere.

Other complexities arise where the owners of a pipeline usc it to transport
thtit own production. In the earlier example of the company building its own
pipeline, it was assumed that such company was the sole licensee of the
licence in which the new field had been discovered, and that the discovery
fay wholly within the block covered by the licenee; in other words with a
single company owning and operating its own pipelinc. It is likely, however,
that the new pipeline will be developed, owned and operated jointly by a
group of licensees or by a group of companies within a unit owning the field.
As an alternative, the ownership of 1he pipeline counld belong to those
companies whe from time to time use the pipeline to transport their own
production, with ewnership changing constantly chrough time as new fields
come on stream and old Belds are abandoned.

Ownership of the pipeline will nor, however, necessarily have anything to
do with rights to capacity in the pipeline. Clearly it is not possible physically
to identify which pare of 2 pipeline belongs to which member of the group
owning i, and therefore each owner will have an vndivided interest in the
pipeline as @ whole. However, cach owner of the group is likely to have
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something akin to an individual ownership interese in a portion of the
throughput capacity of the pipeline. It will be a5 if it has its own notional
pipe through which it will wish to transport its own cquity gas and any share
of third party gas.

Issues concerning the ownership of the pipeline itself are unlikely to be
difficult or contentious. However, issues concerning entittement to capacity
arc likely to involve much discussion. In essence, those who contribure to the
pipeline’s costs (both capital and operating costs) will wish 1o claim 2
proportionate share of the capacity of the system, and che right to use thar
share of the capacity for any purposs they choose. Other members of the
group may however feel they have certain entitlements to unutilised capacity,
or at least priority to use any such unused capacity over third parties who
have no interest in the pipeline.

A detailed agreement will therefors need to be entered into between all
those who from time to time have 2n ownership interest in the pipeline. Often

called an “Operating Agreement”, this agreement -will need to address with'

absolute precision whatever is agreed concerning ownership interests in the
pipeline and entitlements to capaciry. In addition it will need o address all
the basic issues that are found in field operating agreements, including those
relating to the operator, the equivalent of a joint operaring commitrec,
budgets, provisions to handle the abandonment of the system, and the
consequences of defaulr.

2. Liabilities

This leads on to the area where perhaps more legal cnergy s spent than in
any other area: liabilities. Although the pipeline network transporting pro-
ducrion from the UK Secror of the North Sea to the mainland has been
developed down the years to high technical levels and has bren operated to
high levels of safety, the transportation of hydrocarbons in vast quantitics
does present scope for things to go expensively wrong.

{i) Seandard Liabibity Regime

Given the value of the hydrocarbons and the revenues they generate, all
transporters seek to limit their liability to the owners of production streams.
At the same time, shippers de not wish to be exposed to the porenunally vast
cost conscquences of damaging the transportation system. To refllect this
balance of interests, the gencral practice has evelved of agreeing a “'mutual
hold harmless™ regime of lability. Typically, this wili involve cach group
protecting the other group from loss or damage to its physical property and
facilities, claims for personal injury or death caused to its employees and also
agatnst third party claims resulting from its acts or omissions. i
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{ii} Contractors

Within the general structure of the traditional “mutual hold harmless™ liability
regime in Nocth Sea agreements, the issuc of how to provide for liability in
relation to contractors is becoming more contenticus. The position often now
being argued is that although 2 company will indemnify and hold the other
contracting party. harmless against loss, damage or injury caused to its
employees, it will npt accept that such arrangements apply to contractors,
particolarly its own contractors.

This situation derives from the major oil companies adjusting and respond-
ing to a lower price and the resultant streamlining and restructuring of their
operations and use of man power. One of the keynotes of this process is a
large scale move to outsourcing in all areas of the business to contractors,
who are being used in positions of grearer authority and responsibility.

“The result ‘of all this is that companics, as part of a cost saving measure

~ and also to redure the exposure o claims under relevant insurance policies,
now no longer make automatic provision for the coverage of their own
contractors with their insurance arrangements. 5o in contract negotiations, a
transporter or. shipper will often be seen to take the position of declining to
accept liability for injury or death to or loss or damage to the property of its
contractors. Morc significantly from a legal view, liability provisions are being
proposed which make no reference to contractors or their explicit position in
refation to the general liability regime.

This represents a significant departure from the traditignal, all-embracing
*mutual hold harmless™ regime described above. In legal terms, all clauses
relating to liability, particularly the definision of Wilful Misconduct, should
be given the greatest atrention in order explicitly to provide for the position
of contraciors within the liabifity regime. If ¢his is not done, a significant area
of liabiliry exposurc will open up, which will rely upon the extent ro which
contractors have any or sufficient insurances in place and the willingness of
a company to enter into ditect contract negotiations with the contractors of
the other contracting party on this particular issue.

(i) Pollution I—Marine Pollution

An ever-present feature of all oil and gas production and transportation
“agreements are the provisions dealing with pollurion.

The primary concern is marine pollution. The main legislation is to be
found in the Prevention of Qil Pollution Act of 1971 and the Merchant
Shipping {Gil Pollution) Act 1971, As a response to this legislation and also
the search for some form of international agreement on compensation for
pollution from offshore operativns, in September 1974, the major oil com-
panies entered into a voluntary arrangement 1o accepr liability for oil pollution
damage, known as the Offshore Pollurion Liability Agreement, or berter
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known by the acronym OPOL, references to which you will find in alf
trapsportation agreements.
The essence of the OPOL arrangements is that each operator contracts

" with all other operators to accept Hability for cests arising from pollution

from his offshore Facilities up to pre-agreed limits and also to contribute to
the guarantee fund set up under the Agreement. Liability under OPOL is
strict and docs not depend upon fault upon the part of the operaror. The
maximum liability for pollution damage and remedial, clean-up measures is
cuerently st at $100 million. ) :

The benefits of these arrangements can be seen when it comes to addressing
the complex and [engthy liability and indemnity provisions in a transportation
agresment. Because the OPOL arrangements arc accepted as an industry
norm, liability for environmental pollution is in fact one of the least con-
tentious discussion areas, with a standard form approach and wording
invariably being adopted.

Different but equivalent compensation arrangements ‘exist under the Mer-
chant Shipping legislation in respect of cargoes of oil.

{iv) Pollution 1I—OHf Specification Gas

The most contentious area within the general liability regime will concern
the treatment of contract losses and penalties incurred by shippers as 3 result
of the commingled gas stream going “off-specification”.

The issue here is described in the phrase “polluter pays”. This concetns
the delivery of off-specification gas from a pacticular field oc pipeline entry
point into the commingled stream, causing the main pipeline gas stream and
hence the gas of the other users of the transpoctation system at thar rime to
become *“poliuted”, This is pollution in the sense that the processing terminal
canrot easily or at all process and clean up the gas to meer the various sales
zas nominations in force at such time. If the processing terminal cannot
deliver the quantities of gas required under the various pas salcs agreements,
conrract losses in the form of shortfall penalties will be incurred by shippers
to their buyers of gas. With cestain fields where the gas is associated with the

. main oil held, the problem of foss can become more acute due t© the fact

thar if gas production is shut in, which may only be a small fraction of overall
production in any event, the oit ficld also has to be shut in. The loss of
revenues can therefore potentially be huge.
In this siruation, there are a number of conflicting issues to be tesolved:
i) if there is no faulr on the part of the transporser/processor, ie will
seek 10 exclude all liability for such losses and, more importantdy,
any involvement in the argaments likely 1o take place benween
shippets as to causation and apportionment of liabilicy for the
consequences of the delivery of off-specification gas into the trans-
porration systemi. :
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{ii) even if there is fanlt on the pam of the wansporter/processor, a
shipper may have to establish thar Wilful Misconduct has occureed
rather than the lesser test of negligence under English common law.
In any event, a shipper will be asked to accept 2 limitation of
lizbility oa the pare of the transporter on the basis that the potential
exposure to the revenuc streams is so large and the rewards of
Eransporeation income are so small in comparison, it is entirely usual
and reasonable for labiliey to be restricted in such a way.

a shippes will wish to secure limitations of liability. vis-d-vis all other
users of the eransportation system if it delivers off-specification gas
into the commingled gas stream, with the potential for causing all

- sales gas to go off-specification and the other users to incur losses
and penalties to their purchasers. '

{iv} conversely, a shipper, unable to deliver sales gas to its purchaser

" due o off-specification gas from another nser, will wish to pass on
to such person on an unlimited basis the full amount of the contract

- losses and penalties it has incurred to its purchaser.

in the previous old-style artangements in the North Sea, these issues were
controlled by the monopely puschaser of gas, British Gas, dicrating the terms
of gas quality delivered into and from any transportation system. This was
done through an "Allocation Agreement'” whereby British Gas obliged 2l

usets delivering gas into a particular system to comply with a uniform and
relacively narrow range of gas qualitics. With British Gas acting as a party to
all gas allocation and sales arrangements and obliging all users to comply
_with standard-form requirements, the potential for inces-user liabilities was
minimised.

In the new-style arrangements currently seen in the Nortth Sea, however,
British Gas are no longer a monopoly purchaser and are no longer party to
al} gas allocation and sales acrangements. Transporters/processors therefore
seck to imposc their own requirements, which differ from system to system,
and exciude purchasers from transportation, processing and, in particular,
processing arrangements. -

In general teems, a transporter will exclude liability for any losses incurred
by a gas purchaser where another shipper is at fault. To achieve this they
will insist upon complere indemnification from the polluter and will atempt
to put in place an inter-user agreement, whereby shippers are liable to each
other for the consequences of their off-specification deliveries withour reference
to the transporter,

Legal difficulties may arise in the absence of an inter-user agreement, where
one shipper wishes to claim compensation from 2 poliuter for the contract
fosses it has suffered, but it can only gain recourse to the polluter through
the transporter through whatever indemnity and liability provisions are in
place berween the transporter and che polluting shipper. The shipper who is
seeking recovery of his Josses will have no direct contractual relationship with
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the polluter. The interesting question then arises: to what extent can such a
shipper enforce the liability provisions in the separate contractual agreements
between the polluter and the transporter even though it is not 2 party to such
contract. In English law, the gencral principle is that there is no privity of
contract in such a sitwation and the shipper suffering Joss has no recourse
agatnst the pollurer. '

Elaborate and detailed legal agreements will be seen in relation 1o all
transportation arsangements dealing with this problem. As allocation agree-
ments are disappeating, new legal formats are being developed to take theic
place. Much attention is also given to the question of limitation of liabilicy
for off-specification gas, particularly in.the lazger, expanded transportation
systems where there will be a multicude of third party users cach with the
potential to incur substantial contract losses and penalties. In this respect the
old approach of “polluter pays™, namely a shippet paying for whatever loss
it causcs, is being restricted to take account of the reality of the expansion of
the Nerth Sea gas business. ’

{v) Force Majeure

Aside from the “mutnal hold harmless™ liability regime, a favourite vehicle
for claiming relief from liability is by claiming that a force majeure event has
nccurred. The essence of force majeure is to suspend performance of the
terms of a contract, thereby releasing the affected party from its obligations
for the duration of the force majeure event to the exrent it is unable to
perform them because of cvents beyond s reasonable conirol which are
unforeseeable or, if foresceable cannot be prevented or overcome by.the taking
of reasonable steps.

- Such clauses need to be approached with care, Contrary to popular opinion,
English law does not recopnise a doctrine of force majeure in the way in
which do many Civil law junsdictions (for example France). Because of its
cHect of suspending the petformance of the contract and therefore limiting
or excluding liability, a force majeure clause will be subjected to the clasest
sceutiny and will be given a narrow construction by the English courts.
Therefore, the events which the parties want to be recognised by the coures
as being events of force majeute need to be defined very precisely to avoid
the relevant provisions being void for uncertainty.

Since the Piper Alpha disaster where the most tragic and cataclysmic
sequence of force majeure events occureed, there has been a willingness in
transportation agreements to develop force majeure clauses ro include more
flexibility regarding extensions of time, temporary de-dedication of an oil of
gas field o a specific export routc and eventual termination if performance
remains impossible beyond a certain time. In other words, a more constructive
approach is being applied to these clauses, rather than simply looking at them
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as the first expedient to provide short-rerm relief in the event that something
EOCS WIOTng.

3. Abandonment

Abandonment is becoming 2n increasingly important consideration given that
the design Lfe of offshore pipelines is only in the region of 20-30 years and
that more and mere producing ficlds are in decline and will be abandoned
before the end. of this century.

It is also seen-as involving extremely scnsitive enviconmental issues, as the
recent evenes connected with the disposal of the Breac Spar offshore oil storage
facility have demonstrated. Under the Petroleum Act 1987 a programme of
abandonment._has to be submitted in respect of all offshore installations,
including submarine pipelines, upon notice from the Secretary of State.
Although primarsily the responsibility of an operator, all persens holding
ownership rights in the relevanc installation will be affected. Given the
magnitude of abandonment costs, great attention will need to be given by
operating companies s to how abandenment Jiabilities are handlied and what
form of security will be required co be put in place in respect of these
liabilities. YWill it be a cash fund; a guarantec or some other form of enforceable
financial inscrument, or will an operator simply agree that payment need only
be made when. the actual expenditures are incurred?

Abandonment is also an extremely imporrant issue fot a shipper because if
a transporter announces that it is exercising his right to abandon because it
is no longer economical for it to continue to operate the system, the shipper
may well be faced with the prospecr of acquiring the system in order to
maintain production or face termination of the transportation arrangements.
Currently these issues seem a long way off but they will come gradually more
and more to the fore over the next decade and the legal provisions and
provisions in this area can be expected to become more and more detailed
and complex over time.

Legislation and Regulatory Matters

Until very recently, the regulatory powers of the Department of Frade and
Industry only covered offshote infrastructure. The scope of the Perrolenm
and Submarine Pipelines Act 1975 related to the production facilities and the
transporeation systems located in United Kingdom waters. They did not
extend to beach terminals and onshore processing facilities. These areas were
unregulated and were cherefore the subiect of ferce and bruising negetiations
on every occasion when processing services were sought from onshore ter-
minals. This has now all changed as a result of the Gas Act 1995,
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Gas Act 1995

On November 8, 1995, Royal Assent was given to the Gas Act 1995, which

"extends the powers of the Secretary of State for Trade and Industey to

Jetermine terms of access and to regulate tariffs for gas processing facilities,
onshore and offshore.

Section 12(1) of the Act provides that 2 person may apply to the Secretary
of State for directions to secute 2 right to have gas processed by a gas
processing facility. Under section 12{3), after due consideration of any such
application, and where he is satisfied chat the efficient operation of a facility
and the processing of existing quantitics of gas would not be prejudiced, the
Secrerary of State can issue directions :

(i) specifying the terms on which the Secretary considers the awner of
a facility should enter into an agreement with the applicant
(i) securing processing rights for specific quantities and kinds of gas;
tiij} ensuring that the right of access to such rights is not impeded;
{iv} regulating tariff charges; .
(v) securing pipeline connection rights to a facility;
{vi) specifying sums to be paid for processing rights;
{vii} requiring the owner of a facility to cater into an agreement;
{viii) generally any ofher rights considered to be necessary as expedient.
In other words, the wide ranging, exiensive powers previously applicable
offshore arc now applicable onshore. All aspects of the transportation and
processing chain prior Lo entry te the National Transmission System are now
fully regulated.

Code of Practice—Access to Offshore Infrastructure

The provisions in the Gas Act 1995 represent the culmination of dissatisfaction
with the terms offercd by owners of infrastructure for the provision of gas
transportation and processing services; the pressure 1o reduce th; costs of
bringing oil and gas ashore via the CRINE initiative (“Cost Rednction m‘the
New Era™) and increase competitiveness; the push to hiberalise the Unn.ed
Kingdom gas marker out of the monopoly hands of British Gas; and a d_esuc
10 improve auvcess to infrastructure and climinate discriminatory busiess
ractices.

’ tn October 1994, the D1 issued 2 Consultation Document entitled “UKCS
Competitiveness—Infrastructure”, the preface to which states

“A number of companics have already cxpressed their concern directly
to the Minister that gaining access to UK offshore infrastrucﬂ‘.lrc was
unnecessarily complicated, time consuming and that simplification was
required if the next generation of smalice fields, pamcu!alx!y_gas, were 1o
be develaped efficicntly. Some of these companies also indicated to the

131,1




GAS TRANSPOR'];ATION AGREEMENTS

Minister that the terms on offer for access went beyond what could
reatonably be considered fair commercial terms.”

" The purpose of this Document was 1o cstablish a Seeering Group *“charged
with .the responsibility of developing a Code of Practice incorporating,
as far as pracricable, standardised contracrual terms for infrastructure
systems'’.

During the past 12 months, much discussion has taken place between the
‘arious companies representing owncers and users of infrasttucrore, the Stesring
Group (known as the &"Ancona Committee), the UK Offshore Operators
Association Limited (UKOOA) and the DT1. As a result, a Code of Practice
for Offshoge Infrastructure Access has emerged. It is stil} in draft form, but
is close to final acceptance and implementation,

The _Codcl .

“provides-a frame work which, it is intended, all panies should follow
during the processes of seeking, offering and negotiating access to offshore
pipclines and processing facilitics and onshore rerminals. The purpose is
to stzeamline and facilitate the timely application of the processes and

ensure that access is easy and fair, with terms offered on a negotiated
non-discriminatnory basis™.

It establishes general principles to guide the processes of seeking, offering
and negotiating access, together with a set of actual procedures intended o
ensure thae the principles are followed and applied.

The main feawures of the Code are:

(i} lt applies to all existing and furure UKCS il and gas infrastructure
and to users, infrastructure owners, and ownets of capacity rights
in tnfrastructure systems.

{ii} Access to infrastructure should be available on a non-discriminatory
negotiated basis. This means that infrastructure owners should be
obliged to consider all requests for the use of capacity without
favouring any particular company or client, and should negotiate
in good faith to endeavour to reach timely agreement with the
party requesting capacity,

In the event of a dispure, infrastructure owners may need to justify
their positions to the DTL

Where capacity is not available within existing infrastructure an
owner is expected to provide the incremental capacity with the
user being responsible to fund the necessa ty investment.

All coneractual arrangements at terminals are 1o be fransparent to
buyers and sellers using such facilities. This means that the priotities
of use within any reeminal, together with the allocation systems

applicable are to be made freely available to all potential bonafde
users.

EUROPE

(vi) Where there is a supply “chain™ of services provided, the Code
requires those services to be separated so that each significant
component can be scparately priced and provided. This is the
principal of “unbundling”. This is to enable a po:cntia‘l user ©o
separate out commercial terms to identify price and conditions for
any component of a total package of services. o

{vii} ‘There is to be transparency of pricing information. Indicative rerms,
including price and other key mmme;cial aspects su.ch as ship or
pay, taniff escalation, exc will be made available by the infrastructure
ownet. . L

(viii} Every six months, infrastructure owners will inform thc.DTI 9f
their indicative prices quoted during thar period. These prices will
- then be published in Energy Trends, but with a time lag of at least
cight weeks after such indicative prices have been offered.

(ix} Standardisacion of contract terms should be i?‘rmduFed. )

{x) All commercial negotiations should proceed 'in a timely fash‘:on_.
The aim of the Code is to avoid delay. It contemplates set periods
of rime for all phases of contract negotiations eg. foliqwing an
application an infrastructure owner will, within 10 "_vmk!ng da_ys,
provide its indicative terms for the business in question, including

an indicative tariff. .
The DTT will be responsible for maintaining the Code and for ensuring its
relevance and application to furure users and infrastructure owness. }I: _w]l]
therefore apply the derailed framework for all furure cnr_nrnercml negoliations
relating to use of offshore pipelines and onshore terminals. In 5uch.:1 way,
the Code can be seen as the external expression of the Gas Act which will
underpin all matters relating to the application and enforcement of the Code
given the extensive powcrs of the Secretary of State for Trade and [ndustry.
Indecd it is expressly stated thac nothing in the Code is imended to fc_rter'the
discretion of the Secretary either under the Petroleum and Submasine Pipelines

Act 1975 or the Gas 1995,

EUROPE

Thete will undoubtedly be an increasingly European dimen?ion to any legal
developments and changes affecting the :ranspcnatior! of gli af‘:d gas in .thc
United Kingdom. For the past 30 yeats, the offshore mdlllstry in the United
Kingdom has regarded itself as being subject only o United ngcﬁom law.
The legislation of what is now the European Union h.as left it largely
untouched. There are, however, developments afoot which could funda-
mentally change this position. _

The European Commission has been considering for_ some time, deaft
Directives for improving access to natucal gas and electricity infrastructure.
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This is seen as part of the creation in the Union of 2 single energy marker
wichin 2n overall single internal market. Proposals were put forward in 1993,
the core of which is the principle that “Member States shall rake necessary
measures 10 ensurc that what are described as natural gas undertakings, and
producers and suppliers of natural gas, are able to conclude supply contracts
and supply their customers by means of the intcrconnected system, subject to
conclusion of Agreements with the refevant transmission companies and
,distri_Eutiop systems operators,”

Although it is unclear whether these proposals are intended to apply to
offshore infrastructure, they raise the issue of enforcement of rights of access
to infrastrucrure across trans-national borders.

This cam be seen in the context and as an expansion, of the intention
behind the European Union Directive, dated May 31, 1991 {91/296), known
as the “Transit Ditective”, on the transit of natural gas through grids and
the trade in natural gas between the high-pressure gas transmission grids of
the various Member States. The idea behind this Directive is open access to
gas transmitted through one grid to any other grid where the necessary
connections exist. )

Article 3.2 provides: “the conditions of transir shall, pursuant to the rules
of the Treaty, be non-discriminatory and fair for all concerned, shall not
include unfair clauses or unjustified restrictions and shall nor endanger securicy
of supply nor quality of service.” ' .

Unti] now, however, the Transit Directive has never been used to gamn
access to any Member Stare’s grid. Also it only applies to high-pressure gas
transmission sysrems, not low pressure systems and it does not apply to
distributors of gas.

The other significant development in the context of European legislation is
the current project known as the Incercennector, under which a 38 inch, 150
mile-long pipeline between Bacton in England and Zeebrupge in Belgium wilt
tink mainland Europe to the Unired Kingdom for che first time.

On the basis that this connection means that there is the potential to affect
business between member states, there is every likelihood that the whole of
the United Kingdom offshore oil and gas industry will, if the European
Commission has the political will to expand its jurisdiction, become explicidy
subject to Articles 85 and 86 of the European Community Treaty of Rome
wheze the principle of the effect on trade between Member States would need
to be considered. This could mean that transportation systems run the risk
of being regarded 2s “dominant undertakings™ under European competition
legislation, with the need for transportation deals requiring reference to the
Commission for clearance prior to finalisation, Perhaps the biggest problem
in this scenario will be the practice of discriminasory wariffing, where different
tariffs are applied as berween owners and third party shippers. This is
precisely the poine ar which the European competition legistation takes effect.
Infrastructure owners may And themselves obliged to allow competitors access
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to their facilitics on terms no less favourable than those they give to their
OWN SCIVices.

CONCLUSION

In view of the legislative developments in the United Kingdom represented by
the Gas Act 1995 and the offshare Infrastructure Access Code, together with
the import of Eurepean legislation, it would seem thay the cornm_crcial and
legal free-for-al] which has characterised the Unired Kingt.io‘m oil and gas
transportation and processing industry is soon to become a thing of th: past.
Rregard must now be paid to legislatve provisions :u-_nd Code provisions as
the means of conducting any future transportation and processing business.
It rernains to be seen, however, whether the essencially non-standard nature
of the business, with differing qualities and quantities of gas lends itself to 2
new standardised and transparent environment. )

MAIN UK LEGISLATION AND REGULATIONS

Offshore Installations

Petroleum Act 1987 . _

Mineral Workings {Offshore Installations) Ace 1971

Glishore Installations {Safcty Zone) Regulations. 1987 (8.1 1987 No, 1331

Qlffshore Installations {Inspectors and Casnalties) Regulations 1973 (8.1, 1973
No. 1842 and $.1. 1391 No. €79}

Offshore Installations {Safery Casel Regulations 1992 (5.1, 1992 No. 2885}

Offshore Instailations and Pipeline Works (Management and Administration)
Regulations 1995 (5.1, 1993 No. 738)

Olfshore Installations {Prevention of Fire and Exploration and Emergency
Response) Regulations 199§ (5.1. 1995 No. 743)

Pipelines

Pipelines Act 1962

Petroleum and Submarine Pipelines Act 1975

Cit and Gas (Enterprise) Act 1982

Submarine Pipelines Safery Regulations 1982 (S.[. 1982 Ne. 1513 and 5.1. 1991
No. 680) : '

Offshore Installations (Emergency Pipeline Value) Regulations 1989 (5.1, 1983
No. 102%) .

Submarine Pipelines (Inspectors and Casualties) Regularions 1987 (5.). 1977
No. 835 and 5.1. 1991 No. 680}
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Submarine Pipelines (Designated Owners) Orders 1992 (5.1.s 518-522)
Gas Act 1995

Safety

Offshore Safery Act 1992

Offshore Installations (Safety Casc) Regulations 1992 (5.1, 1992 No. 2885)
Offshore Insta!lauons (Safery Zones) Orders 1991 and 1992

Marine Pollution

Prevention of Oil Pollution Act 1971

Metchanr Shipping (Ol Pollution) Act 197t

Merchang Shipping Act 1974

Offshore Pollution Liability Agreement (Scptcmbcr 1974)

Merchant Shipping Act 1579

‘Merchant Shipping Act 1984

Merchant Shipping {Prevention of Qil Pollution) Regulations 1983 (S.1. 1983
No. 1398; 5.1. 1991 No. 2885 and $S.I. 1992 No. 98)

Merchant Shipping (Control of Pollution by Noxious Liquid Substances in
Bulk) Regulations 1987 (5.1, 1987 No. 351 and $.1. 1990 No. 2604)

Merchant Shipping (Repotting of Pollution Incidents) Rcegulations 1987 {5.1.
1987 No. 586)

Abandonment

Health and Safety at Work Act 1974

Food and Environmental Protection Acp 1985
Petroleumn Acr 1987

Radioactive Substances Act 1993

7.

Oil and Gas Financing Agreéments

David Winfield, Partner, Freshfields

INTRODUCTION

Costs of hydrocarbon exploration and development are immense. Tt has been
estimated that funding requirements for the global oil and gas industry over
the next five years will be in excess-of $300 billion. Treasury departments of
multinationals and small independents alike are faced with the challenge of
ensuring that their companies are able 1o raise capital on suitable terms, so
as to enable strategic objectives to be achieved ar the desired levels of
profitability. This chaprer examines the principal debt funding techniques that
are available to produccrs and focuses on “non-recourse’” or ‘“‘project”
financing technigques.

The chapter is wrirten from the perspective of an Anglo-Saxon lawyer. To
a degree thar is appropriate: most oil and gas financing techniques were
devised first by United States lawyers {particularly in Texas), then developed
by English lawyers during the carly years of North Sea development; and the
loan decumentation {though perhaps not the security documentacion) used
an these deals tends ro be English or New York law governed. Bur the tegal
regime in the jurisdiction in which the development is carried out will always
need to be considered and will frequently determine che structure.

Sources of Finance

Expenditure can be financed from internally generared funds, o the extent they
are available, Where large developments are concerned, however, all but the
largest producers will have to raise capiral from externzl souces to fund expen-
diture. Capital can be raised, broadly, by way of equity or debt. The decision as
to whether to raisz debt or equity for 2 pasticular purpose will be determined in
part by the perceived appropriate level of pearing for the company in question.
Most companics choose to maintain a certain level of debe on their balance
sheer, since this enables them 1o leverage their return on existing equity capiral
and to benefit from tax deducuibility of interest payments.
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The rcrurns to a lender are, however, modest when compared with those
of a successful equity investor. A typical syndicated loan to an oil and gas
multinational will yield a margin ro the lender of less than half a per cent per
annum. This should be borne in mind in the forthcoming pages, since it
determines the risk threshold of the banker and explains the banker's attitude
to risk allocation and securiry.

1, Equity

Significant producers are likely to have a listing on one of the major stock
exchanges. They-will therefore have access to additional equity capiral, subject
ro market conditions and other factors which will not be considered here.

.

2. Debt

The principal forms of borrowings that are likely to be raised by producers
arc 'cousideréq below.

{i) Publi'c_ Bond Issues, Medium Term Notes and Commercial Paper

Larger producers, will have access to the international capital markets and so
will be able ro raise debr by way of bonds, MTNs and CP, Typically, this
provides access to Jow cost fixed rate funds in substanrial amoungs (f.e. in
excess of $100 million). In the past some oil companies have issued oil
production stocks. These securities have characteristics in common with
public loan stocks generally, exceprt thar the stockholder has a right to receive
periodic payments related to the value of production fram a relevant field,
rather than a right to interesr ar a Axed rate,

{ii} Bank Debt

Much debi raised by producers will be by way of bank debt. This can be an
a bilateral basis, at least in the case of smaller facilities {say of $30 mulien
ot less, bur this will depend upon the identity of the lender and the borrower).

Larger amounts {typically of up ta $100 million or so, but possibly much
mare} can be raised on a syndicated basis.

{i1i) Lease Finance

Debt finance can alse be raised by way of lease finance. In the Unired Kingdom
context, the finance lease involves the financier sequiring title to the assce and
leasing it to the lessee long-term, probably for the useful life of the asset. The
arrangements will be structured in a way that results in all of the risks and
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rewards of ownership being transferred to the lessee, so that conceprually the
arrangement is virtually identical to a secured loan. (In most jurisdictions,
accounting rules require finance lzases to be shown as borrowings.}

Finance lcases are used because they allow the lessor, as owner of the
equipment, to utilise depreciation or simifar allowances for rax purposes so
as to reduce its liability 1o tax. Part of this benefir can be passed back to the
lessee, with the result that the interest rate implicit in the rental is lower than
would be charged on a straightforward sccured Joan. The lessee is therefore
assured of the indirect bencht of depreciation allowances on the equipment
throughout its life, regardiess of its own tax position and ability to use those
allowances. : i

3. Industry Finance

The third main source of funding employed by oil.producers can be called
“industry finance™ and involves transactions becween producers, rather than
between producers and financiers. The three most commun are the farm-in,
the carried interest (or the carry} and the net profits interest {or the “NPI")L

A farm-in involves a transferor selling part of its interest in a particular
field, usually before the comnmencement of development. The interest is sold
on terms that the transferor agrees to fund alt or part of the cost of developing
the transferor's retained ingerest,

A carry involves one consortium member funding the devefopment expen-
diture of a serond, on terms that she first wilk recain a specified share of the
future production entitlement of the second. The specified share will, essen-
tially, enable the funder to recover the development costs incurred in respect
of the carried interest plus a financing charge.

An NP1 involves a sale {usually for a lump sum) of petrcleum yet to be
won from a fickd. The sale is on texms that the transferor receives a future
income stream determined by reference to the future performance of the field.
A similar vehicle is an Overriding Royalty Tnterese. In this case there is no
interest in the Furure production, only a contractual right to payment. {The
distinction can be of impurtance in terms of whether consent 1s required from
the licensor government.)

PROJECT DEBT

The remainder of this chapter will focus on project finance transactions, with
particular reference to the terms that will be found in project finance loan
Agreemcnts.
Projece Finance for this purpose means debt that is lent:
(i) for the development of a single project {for example, a particular
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field developmenr, or construction of a floating platform, pipeline or
transportation facilites); and

{ii) on the basis that the lenders will be entitled to look solely to
cashflows (or disposal proceeds) from the relevane project or assct

as their means of repayment.

The main characteristics of full recourse corporat: dehr and of project debt
are set out below:

Purpose:

Pricing;

Security:

- Fina.mcial

Cavenants:

Recourse:

Repayment
profle:

Control
through
contractual
provisions:

Full Recourse Corporate

' _ Debt {public bonds or bank

debt)
typically can be app!‘cd for
general working capita)
purposes

" if large corporate borrower,
low margins

" likely to be unsecured (this
will depend on the identicy

" of the borrower)

-may include financial
.covenants {depending on the
strength of the borrower). [f
5o, these will be
predominantly balance sheet
tather than cashflow based
{i.e. tangible net worth/
gearing), though an interest
cover test may be included

* full recourse to the
borrower/issuer—
may include guarantees from
principal operating
cotnpanics or parent
buller repayment or
amortising repayment profile

representations,
undertakings and events of
defaulr, whilse detailed,
should not unduly impair
the ability of the borrowing
group to carry on its business

Project Debe (synd;cated
loan}

to fund development of 2 |
particular project

high margins

secured on all project assets
and often also on sale or
usage contracts .

will include derailed cash-
flow based financia!
covenamts ¢.g. debt service
cover ratiofloan [ife cover
ratia. No balance shect rype
tests will be included

nan or limited recourse {so
banks take project risk}

amortising repayment
profile, matching project
cash flows

representarions,
undertakings and events of
default will enable the banks
closely to control and
monitos the borrower's
activities in relation to the
project

PROJECT DEBT

Advantages/Disadvantages of project inance

A number of points come out of the above. From the spensor’s point of view,
a project finance loan, becavse of its limited or non-recourse parure, cnables
third party capital {rather than the sponsor’s capital} to be pur at risk in the
development of a particular project. {The banks will, however, typically
require the sponsor to contribute some capical to the project. This is important
for the banks because it provides 2 cushion of equity that will protect the
banks in the event that the project does not progress as anticipated. It is also
important from the banks® perspective far the sponsor of the project to
demonstrate a Anancial commitment to it, even though the pro;cct loan is
made withour recourse to the sponsor.)

Another beacehit of the project loan for the producer is thar, because it is
amortised out of cash flow, it enables the sponsor to match cash recelpts with
outflows, reducing the danger of liquidicy ditficultics.

But the bank’s willingness to take the risk on the project comes at a cost.
First, margins are high {frequently in excess of 1 per cent and possibly far
higher, well in excess of the margin that would be paid by a multinacional
for an unsecured full recourse loan). And there will be other significant costs,
some hidden, which result from Enancing a development on a project finance
basis. Fitst, banks’ up-front fees and advisers' fees will be substantial and
must be factored into the financing costs. Sccondly, the costs of the sponisor’s
management time in structuring and negotiating a project financing deal
should nor be vndercstimated. But equally significant, from the point of view
of the sponsor, is the Fact that the decision to borrow on a project finance
basis can materially affect the economics of the project. This is because of
the banks' general aversion to risk.

An example of this is as follows. It may be useful to consider an cxampie
If the project involves the development of a pas field, there may be a long-
term gas sales agreement with an offltaker. The banks will consider the
principal terms of the gas sales agreement {f.e. as to quantity, term and price)
in greac detail, since they will be looking to the payments arising under the
gas szles agrecment 1o amortise their toan, The gas sales agicement wall
contain buyer and seller force majeure provisions which will determine the
circumstances in which the buyer or the seller may be temporarily excused
from the obligation to deliver or take gas by reason of force majeure. The
banks will clearly argue for a wider definition of scller force majeure then
would be usual and will want buyer force majeure to be narrowly defined.
The sponsor may be content with a particular level of risk on force majeure,
but the banks may have a fower threshold to the risk, reflecting the fact that
the sponsor is anticipating equity returns and the banks are receiving banking
margins, It is likely that the banks will (at feast to 2 degree) be successful in
their meddling with the gas sales agreement, but this may have an effect on
pricing. In the contexr of a project, a number of issues of this type will arise.
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The issues that are likely 10 be sensitive, from the point of view of the banks
are set out below under the heading **Risk Allocation™.

“This issue needs to be taken into account by producers wha are considering
whether or nort to employ project finance. The risks from which the banks
age secking ro protect themselves (or the project} may be risks that the sponsot
would vrdinarily be content for the project to bear. The effect of the banks’
involvement, therefore, may be to alter (perhaps matcrially) the commereial
teyms of the devclopment in a way that might reduce the sponsor’s return on

equity.

Recourse -

The recurfing theme in any discussion of project finance is recourse, It is
oftén said thac, there is no such thing as 2 trily non-recourse financing.
Invariably, the sponsar of the project is required to give warranties in relation
to cerrain aspects of a project, on which it will be contingendy liable, As
noted above, the sponser is likely to be required to inject 2 certain level of
equity into the project vehicle, possibly contemporaneously with the making
of advances by the bank. And the sponsor may agree to cover {by further
equity contribution or the making of subordinated loans) certain cost overruns
in relation to the project. .

From a legal perspective, limitation of recourse can be achieved ina numbee
of ways. The cleanest can be referred o as *structural non-recourse”, so
called because the limitation of recourse to the sponsor flows from the
strucrure of the deal rather than the specific provisions of the relevant contract.

In this situation, the banks lend to a special purpose vehicle ($7V), which
will undertake the project. All of the project assets and contracts will be
vested in the SPV. The critical peint {from the sponsor’s point of view} is
that the sponsor gives no guarantee of the SPV’s obligations and that the SFVY
is a limited liability company. The loan is therefore non-recourse 10 the
sponsot, simply because the banks have no rights against the sponsor under
the relevant decumentation. If the loan goes into defaulr, the banks can sue
the SPV, enforce security over the SPV's assets and even perition for a winding
up of the SPV. But they would have no recourse to the operating company.

The structural method is effective because of the distinct legal personality
of a company. It is a fundamental principle of English company law (and the
laws of most—but not all—other jurisdictions) that companies have distinct
Jegal personalities and are not liable for the obligations of their limited
liability subsidiaries or uther affiliates. There are certain exceptions to this
rule. If for example the banks were able ro show that the SP'V entered into
the financing as agent for the sponsor, the spensor could be liable on the
Joan. But the English courts acé extremely reluctant to accept (in the absence
of special ciccumstances) that a special purpose vehicle should be treated as
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Sponsor

Banks have covenant of SPV but no guaranr'ée ‘of Sponsor.

Diagram 1

the agent of its parent in this sicuation. Where steuctured limited recourse
protection is proposed in any jurisdiction, detailed legal 2dvice should be
taken s 1o the circumstances in which the veil of incorporation may be lifted
under relevant applicable faw.

The second example is the contractual method.

In this example, the banks fend Jircetly to the sponsor on a secured basis.
But the financing documents berween the bank and the sponsor provi.d: that
the banks are only entitled to make recovery from the sponsor to the extent

Banks

. L . /
Sponsor loan sgreement

sccurty over

speeific assets

Banks dend 1o Spensor but agree contractually that their tights to recovery are limited
(o> surms recovercd/rights under the secutity doguments.

Chagram 2
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of the security provided. Concerns have been expressed to the efficacy of
contractual limited resource provisions under English Jaw. The author does
not share these concerns, though it is clearly crucial from the point of view
of the sponsor that the limited resource provisions are drafted with con-
siderable care.

Whilst the techniques described zbove are the most common and straight
forward, other variants cxist as in the example shown below.

In this example, the loan is made to a special purpose vehicle. The sponsor
gives sccurity ovet certain assets (for example, 2 bank account or certain
assets to the project] as security for the obligations of the SPV urder the loan.
Provided no full guarantee is given, the extent of the banks’ recourse o the
sponsor will (under English law) be limited to the assers which are given as
securiry. '

As to which of these techniques should be used, thers is no doubt that the
structural route using an SPV is cleaner. The following considerations will
~apply:- ' .

(i) assets and contracs relating o the project may already be vested in
the sponsor. They may be difficule ro novate or may be incapable
of assignment. For example, concessions may have been granted to

security over
—_—

/'““’..-_—__
Spensor - spedfic assets

k’// toan
agreement

full fixed and -
\J/

floating
charge

Banks have full recourse to SPY and ks assets, but recourse to Spunsor only to the
extent of assets charged.

Diagram 3
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operating companies and may be non-transferable. )f this is the case,
the structurat route will not be possible;

commercial counterpatties {contractors, offtakers} may be unwilling
to deal with a special purpose vehicle—they may want the covenant
of the sponsor. {This issue can normally be resoived by the provision
of a guarantee, though this will clearly deféat the sponsor’s 2im to
develop the projact on an entirely non-recourse basis.);

there may be tax considerations as to which routc should be fallowed
patticufarly if the SPV is not wholly-owned by the sponsor;

from an internal management, operational and accounting point of
view, it will frequently. be desirable to develop the project in
a special purpose vehicle, particularly if several co-venturers are
borrowing jointly;

{v) contractual restrictions in operating companies {for example negative
pledgés and limirations om borrowings in other financial
documentation} may tequire the borrowings 6 be taken in a special
purpose and possibly off-balance sheet vebicle; .
there may be balance sheet considerations.. In particular, if the SPV
is not wholly-owned by the sponsor, it may be possible to kecp the
project debt off the sponser's balance sheet.

Consortium/individual developments

The capital intensive nature of oil and gas developments has resulted in maost
major developments being carried out by consortia, rather than individual
producers. Tn the context of a consortium development, project finance can
be used to Anance the development expenditure of one member of a con-
sortium, or the expenditure of the entire consortium. Some consortium
projects are specifically structured i such a way as 10 enable non-recousse
fands to be borrowed, sometimes because certain members of the consortium
are not readily able 1o finance their share of development expendicure by
wther means.

Diffcrent issues will arise, particulatly from the banks' perspeciive, if an
individual consortium member's ¢xpenditure is being financed. In particular:

{i) concessions are often granted on a joint and several basis with a
right to revoke following breach by any licensee;

(i1} consortium documentation may provide for liens to arise in certain
circumstances in favour of other consertium members over the
incerest that is fnanced. (The banks’ security will be subject to any
such matters);
the banks® ability to dispose of the financed intcrest on enforcement
may be restricted {for example, by restrictions on assignment of
interests under opcra'ting agreements); and :
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tiv} the bank is unlikely 1o have any direct control over the assers that
have been developed (unless the interest that has been Granced is a
controlling interest in the field).
.These issues nced not be fatal to proposals to raise project Gnance, but if
banks are unduly concerned about the creditworthiness or identity of a
particular member of the consortium, this might cause difficulties,

Field Development: Risk Allocation in Project Finance

The risks to which a particular development are subject can be wide-ranging.
Lending banks will be willing to aceept certain of these, but not others. The
principal risks which arise in the context of a feld development are listed
below. 1t will be important in the context of any project finance transaction
to ascértain how these and any other risks that are idemified will be
apportioned, in pacticular whether they will:
(i) fall on the banks; )
{ii} fall on the project vehicle {and therefere indirecily on the banks, if
there is insufficient equity in the vehicle to absorb the risk); or
{iii}- fall on the sponsor, insurers or other third panies.

Environmental/Legal Liability

Risk of environmental or other legal liability is of particular concern to a
banker, because it represents potential exposuare over and above monies lent.
Lender liability issues have in recent years been the source of considerable
concern for banks, as z result of case law in the Uniced States which fed
bankers to believe that they could be held liable for environmental damage
solely by reason of being a secured creditor. These concerns appear o have
been overstated, but the banker's sensitivity to these issues is in part justified
because of the tendency of litigators to look for 2 “deep pocket”. In any case,
in the unlikely event chey were to enforce their sécurity and take over the
operation of a projecr, there is little doubt that they would have exposure for
enviconmental and other legal liabilities,

The banks will require liability insurances 1o be in place and sponsors will
typically have no objection 1o this. There may however be some debate as ro
the appropriate levels of cover and deductible,

Construction Risk

If banks lend prior to completion of the construction phase, they will need
1o evaluate the construction risk. Construction risk has several clements:

Comtractar’s Credit: the banks will need to be content with the identity of
the coatractor from a credit point of view. Insolvency of the contractor will
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probably lead to increased costs. It will definitely lead to defay and {as notzd
above} timing of completion of the project will be critical to the project
econamics. The banks will need to be satisfied that the contractor is financially

“sound. If there is concern, performance bonds and/or completion guarantees

may be required;

Centractor Force Majcvre: the banks will consider carefully the force majeure
provisions in the construction contract ta ensure that these are acceptable;

Technology Risk: if the technology te be employed in construction is tried
and tested, the banks will have less concern on construetion risk generally. H
innovative technigues are involved in construction, banks may be unwilling
to accept completion risk. (If completion risk is not accepted by the banks,
this may involve the sponsor giving guarantees of the bank debe that expire
once completion certificates have been delivered, Alternatively, the sponsor
could finance the project during the construction phase and refinance at
project complerion). o

I the construction arrangements are on a cost plus fee of similar basis, the
financiers would also be exposed to the risk of cost overtuns. Typically they
will not accept this risk-—they will either requice 2 fixed cost (or “rurnkey™)
contract or will require the sponsor 1o agree to cover cost overruns,

The recent cost custing initiatives relating 1o North Sea developments have
resulted in increased use of ““partnering” or “alliance” arrangements berween
contractors and engineering and design specialists. These arrangements are
sfructured to previde an incentive to all concemed to cobtain costs and so
should lead to more profitable development from the point of view of the
sponsor. However, the absence of 2 fixed cost element in the construction
phase will need to be addressed from the point of view of the banks (probably
by sponsur suppors). if the construction is ro be financed on a project basis,

Operating Risk

The profitability of the field will to a degree turn on the effectivencss of the
operator. Where the operator is a major, banks are not likely to vicw operator
risk as a serious consideration. 1f the proposed operazor is a smaller company
with no track record, the banks' position may be different.

Offtaker risk/market price risk

In the context of a gas development, there is likely to be a long-term gas sales
agreement which the banks will see as their primary sousce of repayment.
The cash flows arising under that contract will determine the [evel of debe
that can be raised to finance the project. The banks will assess the vafue of
the covenant of the offtaker. Frequently, the offtaker will be a State (or
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recently privatised} utilities entity, but where this is not the case the bank
evaluarion of the offtzker’s creditworthiness will form a significant pace
the credit assessment in relation to the projece.

tn the case of an oil ficld devefopment it is likely that no long-term offrak
contract will be in place. The projecr will therefore be exposed wo fluctuatio: -
in the oil price. This risk could, at a price, be managed by the purchase ¢t
oil derivative contracts and the banks and the sponsor will consider thi
project cconomics to ascertain the sensitivities to market priee fluctuations. 1
the banks are satisfied that possible oil price Buctuations do not threate:
project ceonomics to the detriment of the debe {for example because there if..
sufficient sponsor equity in place), the banks will be content for no commedin -
hedging strategy to be put in place. In a highly-leveraged situation, the bank; ..
may require commadity hedging arrangements to be in place. i

This can give rise 1o commercial difficulties, since the sponsor is likefy uw.. -
handle its commodity price risk management on a consolidated basis and '

may be relucrant for derivarives contracts to be purchased in connection witl r-
a particular development. One solution in such cases is for the project vehic)
to cnter into derivatives contracts with the sponsor, rather than with this
market. : ;

Political Risk

Political risk and project finance is an enormous topic. Frequently, polirica .
tisk is an all-or-nothing issue for che banks, in that banks will simply refus -
to fund profects in certain jurisdictions on a true project Anance {i.e. non
recourse) basis, largely because the expropriarion risk is unacceprably high -
As 2 result ic remains victually impossible to raise conventional project fnane -
for transactions in certain parts of the world {for example, the former Sovie
Union). Transactions can be done, for example, by obraining political ris) -
insurance cover, but the costs may be prohibitive. The non-recourse financing =

that take place in these jurisdictions invariably rely on muliilateral agency o+

ECA support. .

A lower level of political risk frequently arises. This could relate, fo
example, 10 exposure to changes in the petroleum royalty regime which migh . -
adversely affect the project vehicle, or in relation to discretions and power
that sovercigns retain in relation to concession agreements. The questior.
whether the banks wil] take the risk of discretions being exercised to thi -

banks® detriment will depend upon which State is involved and upon the-

experience of Jenders in that Seate, In the carly days of North Sea financings -
detailed agreements were entered into between HM Government and projec -
lenders so as tu cover issues of coneern to lenders, But practice has changed -
and detailed assurances are no longer required by lenders. Bue in many Srate -
it is commen for lenders to tequire host governments to give undertakings te
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cover issuss of concern, though there is often doubc as to the binding nature
of these undertakings.

{There have in the past been loans relating to developments in the Norweg-
ian sector of the North Sca in which all aspects of producrion risk have been
botne by sponsors, and in which the banks accepred certain political risk,
principally in relation to change of tax and royalty regime and in relation to
expropriation. Arrangemenrs of this type are not common.}

Tax risk

Tax risk can be regarded as a sub-category of political risk. There are two
aspects to tax risk. First, the host government might change the tax regime
in 2 manner that tenders the project company unable ro service and repay its
debt, This could happen if, for example, deductibility of interest were zestricted
or eliminated. The second more specific aspect of tax risk concerns the ability
of the project company to pay interest to lenders withouc making withholding
on account of tax. As between the banks and the project company, these risks
will rest with the project company. Its obligations to make payments to the
banks will not be qualified by reference to its own tax positien, and it will
be obliged to gross up payments to the banks if withholding is required. In
the context of financings in most jurisdictions, the banks will be content for
the project to bear tax risk (so that insurance/sponsor support would not be
required}. ' :

Reservoir Risk

Perhaps the most fundamental risk associated with the ‘project, and. one 1o
which the banks are generally exposed, is reservoir risk. The ability of
geologists and petroleum consultants accutarely to predict reservoir reserves
and recoverabiliry is limited. In accepting this risk, banks will-be willing only
to lend against proven rescrves and in assessing the level of debr thar a
particular development can sustain, banks will rake into account the uncer-
tainties that are inherent in reserves estimation and predictions of reservoir
performance.

Financial Risks

The project will be exposed ro fluctuations in interest rates and possibly 1o
foreign exchange fAuciuations. The banks wili require these risks to be
climinated by way of derivarive contracts, though if the sponsor wishes 1o
manage these risks on a consolidated basis, the counterparty to these contracts
could be the sponsor.
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Risk on spomsor

As indicated above, the sponsor is hikely to have 2 number of obligations to
the project company in its capacity as sponsar. It may have undertaken to
provide additional equity in certain circumstances, or it could _h:we entered
into contracts with the project company so as 1o cover risks which the hanks
are not willing to allow the project company to bear. The banks will evaluate
the sponsot's covenant, as they will that of any other countespasty 1o CORtracts
with the projcet vehicle, IF the banks are reluctant to rake the risk of sponsor
defaul, this may (depending upon the proposed role of the sponsor in rcl:{tson
to the project} be fatal to the functioning. Alernatively, letters of credit ar
petformance guarantees might be required.

Consortinm Risk

As indicated above, where the banks are Bnancing the expenditure of one
member of a consortium, the banks will have regard to the identity of the
other consortium members. The particular concern: from the banks’ paint of
view is that other members of the consortium might fail to meet their
obligations o provide funds for development.

Legal Risks

Finally, the banks will have to assess the legal risks inherent in the transaction.
To a degrec, these can be assessed. The banks' lawyers will undertake due
diligence in relation to the capacity of the sponsor aud project company to
enter into the transaction and opinions in relation to the enforceability of the
various documents will be ubrained. But there will inevitably be uncertainties.
These are likely to rclate primarily to security issucs. These uncertaintics can
arise in jurisdictions in which rules relating to financing tramsactions are
highly developed as well as those in which such transacrions are fess common.
For example, under English law rules governing priorities of competing
security intercsts can be uncerrain, and there can be doubt as to whether a
particular security interest takes effect as a fixed or a floating charge, a marter
that can be important in detcrmining the ranking of the security interest on
an insolvency. But morc fundamenral issues arise in jurisdictions where
secured financing techniques are less tried and tested, for example the former
Soviet Union. The concerns can be fandamental. They might for example
relare to the ability of the project company to create security over a parricufar
asset. Where fundamenral issues do arise, it may be impossible 1o devise a
bankable security package. Where the issues are not fundamental, they may
nevertheless cesult in additional sponsor support being required.
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Security and Related Issucs

Why is security taken?

It is sometimes argued (at least by borrowers) thar becaiise of the particular
nature of a project vehicle (it typically has only one thisd party lender) and
because it is most unlikely that the banks would acrually enforce their security,
that it is not critical for project finance banks to take security. But project
finance banks will jnvariably require security, for the following reasons:
(i} on a2 winding up of the project company there will be numerous
* unsecured creditors (these could include supplicrs of equipment and
services, employees and offtakers). The banks will wish to rank
ahcad of these claimants in any winding up of the project vehicle,
to the extent thae there is value in the project assets.
if the project is unsuccessful, che bank will ideslly want the right to
sell the entire project assets 10 2 third party, This can only be
achieved if the bank has security over all of the project assets. {As
a practical matter in the context of an oil and gas development, if
the project fails the project assets arc likely to represent a liability
rather than an asser. Bue if the asset that is Ananced can be adapted
for use in other fields (for example if it is a foating production
vessel), it could be of significant value to the banks.) :
where project assets are fixed and cannot be adapted for alternative
use, it is still possible 10 envisage circumstances in which banks
might wish to cnforce security. The sponsor might become insolvent,
for example, and the banks may need to rake conteol of the project
pending sale to a third parey. :

It is however the case that banks will be extremely rehictant 1o enforee
sccurity over oil and gas project assets. If a project runs inte difficulties, the
sponsor znd the banks will have community of interest to a large extent, and
the banks will {by virtue of financing documentation) have a high degree of
contraceual controf ever the continued management of the project. But if the
project ulrimarely proves not to be viable, the position is unlikely 1o be
improved if it is the banks (or a receiver) rather than a sponsor in control.
The banks will be further discourzged from enforcing security by the liability
issucs referred to abave and by potenrial liability for abandonment costs: even
i enforcement is through a receiver {for whose actions the banks should not
be liable—ar least under English law) the banks would probably be required
to indemnify the receiver againse liabilities in connection with the project.
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The Security Package Cther third part;y undertakings

Ic is likely that the banks will wish to have security over all assets of the Other contractual counterpartics will be given notice of the creation of

project vehicle, as follows: security and may be required to give cerrain undertakings directly to the

(i) sceurity interests over all property and fixed assets (cquipment ¢1c.)
which are vested in the project vehicle;

(if) assignments or charges of conrractual rights including under any
copstruction ot offtzke contract and {in the case of consortium
developments) interests under joint operating agreements;

{iii} charges of licence interests {in many jurisdictions, producers will
resist charging Hcence interests, particularly if there are other fields
within the licence that covers the project field);

{iv} charges aver receivables and cash accounts,

In addition, the bank may requite 2 charge over the shares in the project
vehicle.

Typically the project vehicle will also be required ro give a full fixed and
floating charge over all of its assers {though these will for the most be caaght
by B)—{iv) above}.

Direct Agreements

The banks may also want to obtain direct conrractual underrakings from third
parties who have dealings with the project vehicle, in pasticular contractors and
affrakers. The main reason for this is that, under basic principles of contrace
taw, if the project vehicle were to commit a repudiatory breach of, for example,
the offtakc contract, this might relcase the offtaker from its furare obligations.
The banks will be uniwilling to aceept the risk of the project vehicle losing its
rights against the offtaker. The offtaker will thereforc be required ta agree with
the banks that, if the projeet company were to breach its obligations under the
offtake contract, the offtaker would infornt the banks and allow the banks 1o
“step in" and cure the breach within a specificd time period.

Government Consent/Direct Agreement

As discussed above, there may be aspects of political risk in relation ta which

direct comfort is sought from host govecnments. So the banks may for example

require a specific undertaking from the government that royalty payments will
not be increased, or that any right to terminate the licence on receivership of a
licensee would not be invoked. The contents of these agreements will vary from
jurisdicrion to jurisdiction and, as indicated above, banks taking sccurity over
United Kingdom production licences now take a refaxed view on these jssues.
Bur it is hnwever still necessary in the United Kingdom to obrain the Secretary
of Stare's consent to the charging of the licence,
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banks. For exzmple, commercial banks with which project bank accounts are
held will be required to confirm to the lending banks thac no rights of set off
will be excrcised and that no previous notices of assignment have been
received, in relation to the project accounts. Similar comfort may be required
from other counterparties.

Subordination

The sponsor will probably enter into a series of contracrual agreements with
the project vehicle. Capital may have been provided by way of loan, for
example, and various services (including managemene services} may be pro-
vided by the sponsor to the vehicle. Given the security that the banks have
over the assets of the project ‘vehicle, the sponsor’s claims against the project
vehicle under these arrangements are in effect subordinated to the banks
claims. But the banks will probably require the sponsor to enter into a
subordination agreement with the banks.

A simplified security structure for development of a gas field might be as
fallows: '
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Technical Points on Security

Governing and proper Jaws: vnder conflicts of Jaw principles, the relevant (or
“proper”) law for the purpose of determining the nature and effect of an
interess created by a security document will, in the case of sceurity over real
property and equipment, be the lex situs, or place where the asser is located.
It is therefore important to distinguish between the gowerning law of the
security agreement (i.e. the law which the parties agrec should be applied in
construing the agreement} and the proper law (i.e. the law that will under
conflicts of laws principles be relevant in ascertaining the substantive effect
of the charging provisions in the document). Difficult legal issues can arise if
different governing and proper laws 2pply (for example if an English law
charge is executed in relation o property in, say Russia}. Where possible, this
practice should be avoided.

Conflicts of law rules differ from jurisdiction to jurisdiction and a detailed
analysis will not be set out here. Buc it follows from the significance of the
lex situs that, whatever the intention of the banks and the chargor, if the
rules of the jurisdiction in which the relevant assets arc located are not
sufficiently cleaz or robust as regards the creation and enforcement of Brst
ranking sccurity interests, ir will not be possible to devise a viable security
package on a non-recourse basis,

Different rules apply where contractual rights are concerned. If rights under
a conrracr are assigned by way of security by a projecr vehicle to a bank, the
governing law of the assignment will (under English conflicts of Jaw principles)
be selevant in determining the effect of the assigmment as berween assignor
and assignee. But the assignability of the contract and rhe relationship between
the counterparty and the assignec will be determined by the law governing
the underlying contract.

Conflict of law issues need careful consideration in the context of offshore
developments. Assets secured may comprise contractual rights against third
parties, rights granted by a State under a licence ro exploit the continental
shelf and equipment jocated on the high scas. Contracrual rights will be
governed by the rules stated above. The granting of security over 2 concession
is, most Jikely, governed by the laws of the Stare granting the concession.
When equipment lacated outside terrirarial waters is secured, the parties may
have a degree of choice as-to the proper law of the security. The legal analysis
may be complex, beczuse conflicts rules applied by the courts of different States
vary. The approach taken will, however, depend on practical considerations. In
particular, the parties will have regard 1o the jurisdiction in which the security
is likely 1o be enforced and will consider the likely approach of the courts in
that jurisdicrion, Bur given the lawyer's caution, it is quite uswal to have the
samc offshore asser subject to two or even three sets of secunity documents,
each with a different governing law., Security over assets in the Scottish sector
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of the United Kingdom cuati. “ntal shelf are, for example, invariably subject
both to English and Scots law charges, in an attempt to reserve the extensive
benefits of an English law charge bur to ensure thar, if Scots law is found 10
be the proper law, the charge is cffective.

Perfection: once created in accordance with the relevanr proper law, security
nceds to be perfected in accordance with all applicable laws. This may require
registrations to be made in the jurisdiction of incorporation of the chargor
and, in the case of security over land or equipment, in the jurisdiction of
location of the assets. Where contractual rights are assigned, the secoriry
interest may need to be perfected by the giving of norice to contractual
counterparties.

Title to asscrs: Uf security is taken over an asset such as 3 vessel ot platform
during construction, it will be important to consider at what stage title to the
asset passes to the project vehicle. If, for examgple, title to the asser were to
remain with the contractor pending completion, the banks would be taking a
risk on the contractor during the construction phase.

THE PROJECT FINANCE SYNDICATED LOAN
AGREEMENT

A project finance loan agreement will be based closely on the form of
syndicated Joan agreement that is commonly used in the eurocurrency markets.
Emphasis is given below to (those provisions that are specific to project finance
transactions relating to oil or gas feld developments.

Financial Model

Prior 1o considering the twrms of the loan agreement, it is warth briefly
considering the economic and rechnical evatuation that the banks will under-
take prior to committing to lend. The arranger will, tegether with its technical
advisers, consider in detail the project economics so as 16 be in a position ro
model the likely cashfows arising in the project vehicle during the course of
the project. Assuming that the banks lend during the construction phase, this
will involve consideration of: the costs of construction and the dares of
construction expenditore; the likely completion date; ongoing opzrating and
management costs; date of frst perrnleum; rate and period of recovery of
petroleum; furure price of petroleum; the tax regime ro which the vehicle is
subject; and financing costs. The financial mode! will demonstrare how much
debt the vchicle could safely carry and che banks will run variants to the
model 1o ascertain the project sensitivities to various contingencies {change
of tax rate, for example, or delay of completien date).
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The model will enable the banks to determine what will be regarded as the
key ratio during the project life, the loan life cover ration (LLCR}. The LLCR
is, broadly, the ratio at any time of (i} the peak debt amount ar or after such
time to (i) the present value of furure cash fows which will be generated by
the project during the term of the loan. The ratio therefore indicates the
extent t0 which the banks are collateralised by those cash flows at any time.
The banks may alsa consider the project life cover ratio which takes into
]itcount the present value of projected reserves afrer che maruricy date of the
oan.

Another ratig thae will be significant to the banks is the debt service cover
fation (DSCR). The DSCR is the ratio, during a given future pericd, of: (i)
the cash !]"WS that wili be generated during that period to (ii} ¢the fnancing
costs during that period. The rario therefore indicates whether the project is
expected 1o Benerare sufficient cash flows during ¢ach relevane peried to avoid
2 Payment defy ), Other ratios may be relevant, bur these key ratios will

E"“ 2 vira} tomponent of the credit decision and are likely te be reflected in
the loan Agreemeny.

Loan Agreemeny
Parties

The pami .
bﬂ,{: ;:‘: Wil include the project vehicle, as borrower, and each of the

_ifiﬁn. a financial insttution {quite likely the arranger of the
acts a5 2gey f::’ be party to the agreement as {aclih":y agent. The facility agent
the ""I'I-lircmm: ;he b_anks and pe'rfo(rns an administrative role so as to avoid
banks, for examm or .bllatera.| dealings berween the b}:rrowcrf and eaclh of the
~ Addition, PIF in rlela.llorl to payments and delivery of informarion. ‘
Institutiop, whp,-':"']:s will include the arranger. The arranger is the financial
as arranged the transaction for the borrower. Once the

rrmnction) w
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transaction has been arranged, the arranger will have few if any cbligations
in respect of the loan, but it will be party to the agreement so as to take the
benefit of certain warranties and indemnitics. There js also likely to be a
technical bank, which also acts as agent for the banks, and which will be
qualificd and required to make decisions on behalf of the banks (in consultarion
with appropriate experrs} on technical matrers relating to the ield and its
development. Finally, the sponsor of the project may be party to the document,
pethaps because it gives a guarantee of certain obligations of the borrower
or because it gives cerrain warranties or undertakings relating to the project
to l:hc banks, for example in relation to the injection of equity into the project
vehicle. :

Purpose

The purpose of the loan will be stared. It is Yikely to be for the funding of
development expenditure in accordance with a development plan that is
subject to approval by the banks. If the loan is made after certain expenditure
has been incurred, parc of the loan may be capable of being applied in
refinancing that expendiwre.

Conditions Precedent! Advances

Thete will be 2 number of standard conditions precedent to advances relating,
for example, to execution of sccurity documents, compliance with obligations
and to there being no event of default. The borrower may also be required
to satisfy the technical bank in relation to any particular drawing that all
cover ratios referred 10 in the docuroent will be satisfied after the making of
the drawing. (This will give the banks the right to decline to increase their
exposure if the development is not proceeding as planned.) - Advances ate
likely to be made on dates on which project expenditure is required to be

funded by the vehiele, '

Repayment/Prepayment

The repayment provisions will require Bnal repayment by a specified date.
The loan will amortise, once the project becames cash generating, and cash
gencrated from the project will be required to be applied in repayment of the
loan in accordance with an agreed repayment schedule. It is alse possible that
excess cash flow in the project vehicle (i.e. cash flow that is not required for
ongoing project expenditure or scheduled debt service) will be required to be
applied in prepayment. [ this is the case and the project performs better than
anricipated, the banks will receive carly repayment.

The project company sheuld negotiate a right 1o prepay, in some cir-
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cumstances change and it can fund itself more cheaply from other sources. In
cerain circumstances the project company will be required to prepay the
loan, for example if there is a total Jass of the project assets and insurances
proceeds are paid or if assets are requisitioned and compensation is received.

Operation of project accounts

The banks will exercise close control over the project vehicle's cash. Project
sccounts will in any event be subject to the bank’s sceurity, but the banks
will allow cash to be applied onty for purposes approved by the banks.

Budgets

The agreement will {if the field is not a consortium development} require the
project company to prepare budgets for approval by the banks. These budgers
will determine what expenditure may be incurred by the project company.

[ nf;ormatl'on/ Reports

The project company wilt be required to deliver derailed information and
forecasts to the banks in relation to the project, and ro permit the technical
bank and various consultants to the banks {e.g. the rescrves consultant) to
prepate reports relating to the project and s progress. The information
comtained in the reports of the technical bank and reserves consuftant will be
used to calculate the various cover ratios required to be maintained, The
information will be fed into the model referred to above and the mode] will
from time to time be updated to reflect changes to the various assumptions
on which it is prepared {for example as to the rax rates).

Representations and warranties, undertakings and events of

default

An example of the representations that might be found in a facility agreement
relating to an oil or gas development is se¢ out in the appendix to this chapeer.
Many of these are common to ail syndicared loan transactions, bug the ones
that are of patticulur interest ate as follows:

Warrantics

Consents: the project vehicle will warrant that all canseats necessary for the
validity of the loan agreement and related security have heen obtained. As
noted above, governmental consent may be required, particularly in relation
to the charging of licence interests;
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Environmental martters: warranties as to environmental compliance will be
required, whether or not the project company is the operator of the field;

Project agreements: all agreements and contracts relating to the project
vehicle’s interest in the project will need to be made available to the banks
and will be subject to warranries by the projeer vehicle as to complereness
and validity;

Undertakings

Information: as noted above, detailed information relating to all aspects of
the project will be required 1o be delivered to the facilicy agent and technical
bank;

Disposalss the project vehicle will covenant not to dispose of any of its interest
in the project oF project assets;

Project agreements: the project vehicle will undertake not to vary any of the
contracts to which it is party relating to the project. The manner of exercise
of voring rights at {for example) operating committee mectings may be subject
to control by the banks. For example, the vehicle might be required 1o agree
not 1o vote in favour of abandonment or a change of operator. The project
vehicle will alse be required ro undertake not to vote in favour of any
arrangement for unitisation or redetermination of the project field.

Accounts: the project vehicle will undertake 1o operate its accounts in the
manner prescribed in the loan agreement. This will leave the vehicle with
little discretion as to the application of cash.

Insurance: The project company will be subject to detailed undertakings
concerning insurances.

Transactions with affiliates: the ability of the project vehicle o enter into
transactions with affiliates and to pay dividends will be restricted.

Evenss of delault

Cross defaule: the facility will cross default if other indebtedness of the project
vehicle goes into defacl, though this is not likely to be of relevance since the
vehicle is unlikely to have other financial creditors. A question will arise as
to whether the facility should cross default on a default relating 10 debe of
the sponsor. The banks’ position on this point is likely to depend upon the
degree of sponsor support.

(Jthers: in addition, the following events are likely to constitute events of
defanle:

{i) damage vo a significant part of the project assets;
til) expropriation of project assets;
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{iii} (possibly) a breach by any person of the joint operating agreement
{or simibar contract);

i sibly) 2 change of operator;
{;:; ip:;angﬂyf comril of the project company of {possibly} the sponsor;
{vi) a failure to satisfy the projecs cover rarios; ) .
{vii) (if funds are lenc prior to completion) a fa:lufc 1o achieve mmplef:on
or certain “milestones” during the completion phase by prescribed
dates.

All of the above events will enritle the banks to accelerate the I(I}an and
enforce their secutity. It should benoted that a default nray be of considerable
significance for the sponsor, since if the project vehicle is wholly-owned by
the sponsor, a default in relation to the project debt could cause cross t:‘.cfault
throughout the sponsor’s group. Whilst the facility agent may hav'e a right to
eall a default without a bank direction, it is Likely that a direction from a
specificd percentage of banks {e.g. 66 per cent or 75 pet cent) would be

required.

O'l;HER FINANCING AND SECURITY
TECHNIQUES

Finally, it is impotant to mention certain altemative financing and security
arrangements that are used in connection with oil and gas development.

Pipeline financing: throughput agreement

Theoughpur financing agreements typically involve a group of supplicrs ofhoi]
or gas setting up a special purpose vehicle (SPV) 1o hosrow from ﬁnanc.n.:rs
in order to construct a pipeline. The sponsors will ageee in advance to utilise
the pipeline capacity in agreed proportions and to pay a rariff for the use of
the pipeline. The tariff payments will, typicaily, be c:lllcu.lared $0 as to cover
pipeline operating costs, the SPV's debt service obligations and an agreed
equity rerarn for the SPV. o

The crucial aspect of the sponsor’s obligation to pay ran.ff_ls that paymencs
are required 1o be made in all circumstances. (Provisions giving c‘ff:ct to Slfch
obligarions are, for obvious reasons, commeonly referred ta as “hell or high
water™ provisions.}

An example of such 2 provision is as follows:

“'regardiess of whether or not the pipeline company is at fault an_d
regardless of the extent ro which the pipeline is constructed, the obli-
gations of the shipper under this agreement shall not be affected or
invalidated in any circumstances inchuding but not limired to the failure,

OTHER FINANCING AND SECURITY TECHNIGQUES

impossibility or impracticability to have product shipped through the
pipeline for any reason whatsoever including but not limited to the total
destruction, damage, non functioning or change in ownership or control
of the pipeline or any other installations, determinarion or non-enfarce-
ability for any reason of the pipeline company’s right to have products
transported through the pipeline force majevre or any circumstances
whatsoever arising, including the institution of bankrupiey proceedings
with regard to the property of the pipeline company which operate or
but for this provision would operate to frustrate or terminate this
agreement of to permit the shippers to rescind this agreement or release
-them from their obligations hereunder.™

The obligation to make rariff payments is thercfore unconditional, and this
forms the basis of the throughput financing structure: the suppliers” obligations
to the SPV are assigned by way of sccurity to the leaders to the SPV. The
lenders can (because of the unconditional nature of those obligations) look
to the supplicrs for repayment of the loan to the SPV. :

The structure essentially gives the lenders a guarantes from the suppliers.
But because the obligation of the supplier is to pay tanff or availability fee
and is not a financial guarantee, suppliers have {at least in the past) been able
1o avoid accounting For the obligation as Ainancial indebtedness.

The enforceability of the rariff payment in 2 theoughput structure has been
much debated, as has the “take or pay cbligation™ often found in a sponsors’
offtake contrace. It is the author’s view that, if properly drafted, such
arrangements should be enforceable, at least if governed by English law.

Production payments

Preduction payments have been extensively used in the United States to enable
companies to raise finance on a pon-recourse basis. These transactions involve
a payment by financier or group of financiers to an oil producer in exchange
for a right cither to a specified amount of production recovered from the
relevant field or 1o a specified amount of the proceeds of sale of that
production, free from costs of production, so as to enable the financier o
recover its “fean™ plus financing charges, Under United States jurisprudence,
it is considercd that the production payment confers on the bank a proprietary
right to the petroleum or meney in question, and this (at least previously) led
to these transactions being treated as a sale of an asset rather than a loan in
the accounts of the producer, and gave rist 1o favourable tax treatment.

‘The fact thar, under United Kingdom licences, producers have no pro-
prietary right 1o oil until recovered means that i is aor possible to grant 2
proprietary interest in unrecovered reserves. But it is possible to dispose of a
right to receive in the future proceeds of sale of perroleum (provided the right
is, by its terms, capable of assignment).
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Forward purchase/advance sale arrangements

A forward purchase or advance sale arrangement involves a financier (or
purchaser) making an advance payment to a producer {to be used to finance
field development) against an underraking by the producer to deliver a
specified quantity of oil or gas in the furre. The acrangement differs from
the production payment in that, usually, no proprictary right is vested in the
financicr or purchaser. _

In the United States arrangements of this type have beent entered into
between gas producers and gas suppliers to enable gas suppliers ro obrain
dedicated reserves, often at competitive prices.

Multifield Facility

Loan facilities can be secured on 2 borrower’s interest in a number of felds.-

Facilities of this type can be put in place to Anance the development of some
or a}l of the ficlds on which they are secured. Alrernatively they could be

arranged to provide funds for other purposes. A common feature of such

arrangements will be pravisions setting out the method of calculating the
“borzowing basc” which in urn will determine the amount that can be
vutstanding from time to time. The means of calculating the borrowing base
is likely to br similar to that described abave in relation to the calculation of
cover ratios.

Offshore Trust Arrangements

Bankers® concerns regarding, political risks can be addressed by the use of
offshore trust arrangements. These involve the establishment of 2 cruse ince
which the proceeds of sale of vil or gas from a particular held or series of
fietds are paid. Lenders who advance funds for development purposes or to
refinance development costs ase designated beneficiaries of the trust, with the
result that they can reguire the trustee to make disbursement from the truse
accounts in order to service and repay debt due to them. The trust arrange-
ments will be structured so as to cnsure that the procced of sale held by the
trustee will at all times be sufficient 1o cover the amounts cutstanding to
beneficiaries. These arrangements are commonly used in connection with
developments in African countries.

SPECIALIST LENDERS

Finally, it 15 important 10 be aware of the role of multilateral agencies and
the cxport credit agencies in oil and gas development.
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International Bank for Reconstruction and Development

The IBRD {part of the World Bank} was formed to assist in the reconstruction
and development of its member states. World Bank Bnance is frequently used
to assist oil and gas devclopment in countries where political risk deters
commercial lenders. The World Bank lends to member states and their
national oil cotnpanies, financing exploration and development cither by irself
ot in conjunction with other multilateral agencies. Mote recently, guaraniess
have been issucd by the Multifateral Investment Guarantee Agency lestablished
by the World Bank) to encourage ¢pmmercial banks to fund developments.

The European Bank for Reconstruction and Development
{EBRD})

The EBRIDYs function is to promote the mobilisation of capital and investmenc
(by both public and private sector) in cconomically viable projects, principally
in Central and Eastern Europe. The EBRD may collaborate on piojects with
the World Bank, Internatienal Monetary Fund and other agencies. The EBRD
provides finance and technical assistance in circumstances where it would not
be available from other resources. It has participared exrensively in oil and
gas related projectsin Central and Eastern Europe. '

Enropean Investment Bank (EfB)

The EIB js primarily charged with the development of the member nations of
the EEC. Its capital is subscribed by member states and loans are made 1o
the private sector. The scope of the EIB is not limited to sponsoring
development within the EEC and a number of African projects have been
complered with EIB financing. The EiB works together with other fenders
and aid agencies to cnable the development of a variety of industrial and
Energy projects,

- Other multilateral agencies [requently involved in oil and gas development
are the Internanenal Finance Corparation {also part of the. World Bank) and
the Overscas Privare Investment Corporation {OPIC).

Export Credit Agencies

The export credit agencies (ECAs) also perform an important role in inter-
national financing transactions, particulatly where asset finance is involved.
The principal agencies are as follows:
Export-Impert Bank of the United States {Ex—{m Bank)
The Expott~Impore Bank of Japan (JEXIM)
“ Hermes Versichnungs AG {Hermes)
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Companic Francaise d'Assurance pour le Commerce Extérieure
(COFACE)

The function of these agencies is to cncourage international trade, in
particular by facilitating exports from the State in which they are established.
The financing technigues and requirements of the varioos agencics differ, bue
they are commonly involved in providing finance or goarantees (ro exporters
or purchasers) thereby dircetly or indirectly Anancing a portion of the
development costs of a project. As with finance provided by the multilateral
institutions, export credit finance is frequently a prerequisite to developments
in States in which levels of political risk are perceived by commercial hankers
to be unacceprably high.

8.

(Gas Sales Agreements

Niall Trimble, Director, The Energy Contract Company
‘ Ltd

INTRODUCTION

In the past gas was atways sold on long-term contracts, often on a depletion
contract basis. That is, all the gas was dedicated to a single buyer. Over the
last few years the gas industry in Great Britain has changed dramatically and
0 has the contract format. Now gas is bought on a variety of contract lengths
from a few days upwards and many of the agreements are now on a supply
rather than a depletion basis. This paper describes the fundamental elements
in gas contracts and is divided into three sections: The first of these covers
the main non-price terms, It then goes on to review the various methods by
which the price of gas can be established under a sales agreement. The terms
set out in this paper generally all eccur in medium and long-term agzcements,
but some of the shorter-term contracts may not include all of the provisions
described. In the final section the paper will show how the shorter rerm
agreements differ from the long-term versions.

PRINCIPAL TERMS IN GAS SALES CONTRACT—
NON-PRICE

Agreement for Sale and Purchase

Although it can be very shorr, the Agreement for Sale and Purchase 'of Gas
is the corncrstone of a gas sales contract. This is a short clanse which simply
says that the Seller agrecs to sell gas and the Buyer agrees to buy gas, on the
rerms set out in the contract.
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Quantities

One of the two most important clements in the gas sales contrace arc the
quantitics provisions, which govern the amount of gas to be supplicd on any
one day. The main clements are:

{i} The DCQ—the Daily Contract Quantity, or DCQ is generally
meant to represent the average daily flow of gas during any year,

‘1t is of no great significance in itsclf, bur it is a reference point
from which several other vitzl terms are calculated;

(i} the Plateay DCQ—in a depletion contrace the agreement will
specify a fixed DCQ for the carly years of the contract, the Plateau
DCQ. This ¢an last for a fixed period of time, for example, for the
fizst six years afrer the stare of deliveries. Alternatively, the Plateau
DCQ can continue until a fixed proportion of seserves on the field
have been produced. This period is known as the Plateau Period.
In a Supply Contracr, the DCQ for the whole contract period will
be specified in the contract;

. {iii} Decline DCQ—after the end of the Plateau Period, a Drpletion
Contract will enter the Decline Period. At this time, the DCQ will
be reset each year according to the praduction capacity remaining
on the feld. The DCQ will generally be the maximum the field
can sustain throughout the whole of the year concerned, bearing
in mind the Buyer's tights to nominate under the contract. The
Seller will nominate a Decline DCQ ro the Buyer each year, using
1 specified nosice period laid down in the contract. If the Buyer
and the Seller are unable to determine an appropriate DCQ, then
the matter may be referred to an independent expert for resolusion.
Thete.1s no Decline Period in a Supply Contracr;

{iv} delivery Capacity—the Delivery Capacity, which ss used in both
Depletion and Supply Contracts, is the maximum daily amount
that the Buyer can nominate and which the Scller is obliged to
deliver. Tt is generally set ac a fixed percentage of the DCQ, for
example 150 per cent of the DCQ. As a result, when the DCQ
starts to go down in the Decline Pesiod, the Delivery Capaciry will
decline pro-ratz. Although this percentage relationship remains
constant throughout the life of the cenrrace, it is possible to
introduce a standard seasonal variation which is constant from
year to year. For example, the Delivery Capacity could be 150 per
cent of the DCQ in the mouths of October 10 March and 130 per
cent in the months Apsl to September. This is possible because
gas demand is an inverse function of temperature, and is lower in
the summer;

{¥) minimum MNomination and Zero Notnination—as gas-feld pro-
duction equipment does not always work well at very low levels,
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it is cuscomary for there to be a minimum quantiry that the Buyer
can nominate for delivery on any day. This can be ser either as a
percentage of the DCQorasa Exed daily production rate. Although
most gas sales contracts do allow the Buyer to nominate zero, the
Buycr will not be allowed to nominate quantities between zero and
the minimum nomination level;

(vi} obligation ro Deliver—the Contract will generally oblige the Seller
to delivery any Quantity of gas nominated by the Buyer, so long
as nomination lies between the Minimum Nomination level and the
Delivery Capacity. The Seller will be relieved from this obligation 1o

. deliver only by circemstances which consticute force majeure.

{vii) excess Gas—although the Seller’s ebligation is to deliver gas up to
the Delivery Capacity level, the Buyer will generally have some-
rights to request greater volumes, known as Excess Gas. However,
the obligations on the Seller to deliver such Excess Gas will be less
onerous, generally teasonable endeavours or something similar.
Excess gas will normally be paid for at a premium to the normal
contract price; :

{viii) nomination Procedure——the Coneract will alsa lay down a pre-
cedure for the time when the daily or weekly nomination of gas
volumes should be made by the Buyer. It will also specify the
Buyer’s rights to vary the nominztion at short norice and the speed
with which the Seller must respond to such changes. '

Under-Deliveries

A pas sales contract will not only tay down the quantitics of gas the Buyer is
entitled to nominate on a day, it will also deal with a failure to deliver. This
is known as an under-delivery, and the consequences will ‘depend on the
circumstances which lead to the failurc. 1f the Seller was prevented from
praducing or delivering gas as a resulr of circumstances beyond his reasonable
¢ontrol, then he will be relieved from his obligations by a concept known as
force majenre. Under these circumstances, the only consequence will be thar
the Buyer’s Take or Pay Obligation tdescribed in the following section) will
be reduced by the amount of gas that the Seller failed to deliver.

1f on the other hand, the Seller is unable to claim force majeure relief, then
niot only will there be an equivalent reduction from the Take or Pay Obligation,
but the Buyer will also have the alternative of imposing one of two further
sanctions. Firstly, he could sue the Selles for damages in the Courrs. If, for
example, the Seller failed vo deliver gas worth one million pounds and the
Buyer had to purchase alternative supplies, which cost one-and-a-half million
pounds, then he could go to court 1@ claim damages for the extra half-a-
million pounds. Alternatively, the Buyer could classify the under-delivery as
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Shertfall Gas. This will mean that the Seller then has to deliver an equivalent
quantity of gas to the Buyer in the future ar a discount to normal contract
price. The Shorcfall Price is generally between 50 and 100 per cent of the
normal price.

Take or Pay

Originally gas was contracted almost exclusively on a long-term basis and
thers was lirtle markec for gas outside the confines of these agreements. In
order to justify the heavy expenditure needed for gas field development, the
Take or Pay concept ¢emerged. This guaranteed the sefler a minimum income
level, regardless of the buyer's take. Despite the recent changes in some parts
of the European gas market, especially in Britain, the popularity of Take or
Pay remains unchanged. In the contract the parties will agree a guarantesd
minimum guantity for cach ycar, the Take or Pay Amount. If the Bayer takes
less than this amount, he will pay for the balance not taken, The Take or
Pay amount will generally be related to the amount of capacity provided by
the Seller under the contract. The Annual Contracr Quantity [ACQ) is
generally the sum of the DCQs in effect throughout the year and the Take
or Pay Amount will be sct basically as a percentage of the ACQ, cypically
between 70 per cent and 100 per cent. However, there are same adjusiments
to this basic quantity, to arrive at the Take or Pay amount:
Take or Pay Amiount:
{X} per cent of the ACQ less:

{i} Underdeliverics by the Scllers.

(i) Quantities of Gas that the Buyer was unable to accept for reasons

of Force-Majeure.
(i} Accumulated Carry-Forward (a credir for previous overtakes, to be
explained: in the following section).

If in any year, the Buyer takes less tham the Take or Pay Amoum, then after
the end of that year he wil} pay for the amount el gas not takin. The amount
due is normally the amount of gas not taken, multiplied by the average gas
price for that year.

Make-Up/Carry Forward

As it would be very harsh on a Buyer to continually pay for gas nor taken
without any means of recovery, mosk gas.sales contracts will contain Make-
Up and Carry-Forward provisions. These allow a Buyer’s Take or Pay
obligations to be averaged out aver the life of the contract. Once a Buyer has
made a Take or Pay payment, then thesc volumes will go into 3 Make-Up

bank. If at some point in 2 furure year, the Duyer has taken the Take or Pay
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Amount for that year, before the year end, he can then start 1o take gas free
of charge, up to the amount of Make-Up ourstanding. )

The Carry-Forward provisions work in a simitar fashion. If the Buyer takes
more than the Take or Pay Amount in any year, then he will receive a credit
for the overtake. This is aggregated with all overtake eredits from previous
years as & Carry Forward Balance. Thereafter, if the Buyer takes less than
the Take or Pay Amount, then he can reduce his Take or Pay Liability by
the amount of the Carry Forward Balance.

The way in which these two systems work can be illustrated as Follows.
Throughout the period iflustrated, the Take or Pay Amount or obligation is
100- units. In year one, the actual take is only $0 units, so a Take or Pay
payment of 10 has to be made. This means the Buyer enters year two with
10 units of Make-Up. In year two, take is equal to the Take oz Pay obligation
and so the Make-up Balance is taken forward unchanged into year thiee. In
year three, take exceeds the obligation by five units so these are raken free of
charge and a reduced Make-Up Balance of five goes forward to year four. In
year four, rake again exceeds the obligation by five units, These are also free
of charge, thereby eliminating the Make-Up Balance. In contrast in year five,
gas take is 20 units above the minimum level and so this goes into a Carry
Forward Balance for year six. In this final year, the Buyer undertakes by
twenty units but does not have to make a Take or Pay payment, as it is
exactly covered by the Carry Forward Balance.

Contract Length/Termination

In 2 Supply Contract, the contract length is fixed at the outset and st the
close of the period, the contract will end. The position for Depletion Contracts
is a little more complex. There will still be a fixed contracr period; but there
will also be a right of early termination for the Seller and it is generally expecred
that the contract will rerminate through this mechanism. Traditionally, in
the United Kingdom this right of carly termination has only beén available
to Sellers. In a depletion contract linked to a single field, dectining feld
production means that there will inevitably come a-point in the larer
years, at which continued production will become uneconomic. The rerm
"uneconomic” is normally very strictly defined and in making this calculation
the Seller is only allowed 1o include those costs which- would be saved if the
field went out of production, thar is operating costs rather than depreciation
on capital expendicure. The contrast will alsa specify the pericd over which
the calculation of field economics must be made, generally one year. An carly
termination clause will also specify the notice period that the Seller mist give
when serving an carly termination notice. This is normally around one or
two years, Finally, there may also be a couple of restrictions on the vse of
the clause. First, sarly termination may not be allowed if the cost or revenues
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in this period, arc abnormal or untypical. Secondly, this right may not be
made available to the Seller umil a predetermined number of years after the
start of production.

GAS PRICE FORMULAE

Introduction

The aim of the pricing mechanism is to try and recongile the very differing
interests of the Buyer and the Seller in the Tonger term and to produce a price
which shares the risks in an equitable fashion. For the Scller the aim is two-
fold. First, to have a price which reflects the valuc of the gas in the market
place from time to time. Secondly, the price mechanism should provide the
gas producers with the confidence to mzke the substantial investments nceded
to develop offshore gas-fields. From the point of view of the Buyer, if it is a
gas marketing company, it is eséential that the change in price of gas matches
both, that of the other fuels with which gas bas to competc in the marketplace
and the price of gas available 1o its competitors where there is gas 1o pas
competition. QOverall, a buyer’s aim in setting price provisions is to ensure
that the gas car be sold at an acceprable profit throughout the lifetime of the
conrract. } the Buyer is 2 power generator then it will need a gas price which
gencrates an acceptable rate of return on the Power project and whose
escalarion matches that in the electricity sales agreement.

Muldiplicative Formulae

Fot short-term sales covering one year or less, gas is generally sold on a fixed
price basis. However, for periods longer than this, che price is generally re-
calcutated on a regular basis by means of a price forinula. For sales in the
United Kingdom, this is basically a multiplicative formula of the type shown
below. This is simply an illustration, the actuai escalarors and weights used
will vary considerably from contract to contracy.

GO FO PPI )
= + P
b=Pox (0'2 * GOo +0.3x FOn 0.3x PPlo

In this example, a Base Price (Po) is multiplied by the changes in the value
of the escalators over time. The current price of Gas-Oil (GO is divided by
the historic price of Gas-Qil {GOo) and the resultant number is multiplied by
the percentage weighing assigned to thae indicator, 30 per cent in the case of
Gas-0il. This process is repeated for cach of the indicators. The results of
the individual caleulations are then summed and multiplied by the Base Price
{Pa) to generate the price itself (P).
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Additive Price Formulae

Although the Multiplicative Formula is the norm in Britain, throughout the
rest of Western Europe an Additive Formula is more commeon.

P = Po + (0SXFIX GO — GOo) + (0.5 % F2x LSFO — LSFOo)

In this case, the Historical Gas-Oil price {GQo) is deducted from the
Current Gas-Qil price (GO). A proportion of this, determined by the pass
through factor {F1}, is then muldiplied by the percentage weight assigned to
Gas-Oil, 0.5. This process is repeated for the other indicators such as Low
Sulphur Fuel-Oil {LSFO)} and che toral ser of price-changes are apgregated
and added to the Base Price (Fo) in order to generate the gas price {P).

THE MECHANICS OF GAS PRICE FORMULAE.

Clearly when very large sums of money are involved, the details of gas pricing
clauses need to be very carefully dehned,

Frequency of Escalation

The contrace will define the times at which the price under the contract will
be re-caleulated using new data. In the United Kingdom this has generally
been done or a yeatly basis in the Rest month of the Coneract Year. This
review frequency is a matter for discussion between Buyer and Seller, Tn the
rest of Western Europe, re-calculation in the first month of each quarter is
fairly standard. There are a couple of key issues which underlie the frequency
of re-calculation. 1€ both Buyer and Seller are concerned that the price of gas
should as closely as possible reflect the price of competing fuels in the marker
place, then ideally the price should be re-calculated as frequently as possible,
However, if the price is re-cakulated on a quarterly or monthly basis, then
the average price payable over the life of the contract will be slightly higher
than if yearly price escalation was used. This assumes that the jndicarors used
in price escalation sisc, rather than fall over the lifetime of the projece.

For example, if we have indicaters rising at one per cent per quarter, then
the quarterdy price escalations will produce prices which arc one-and-a-half
per cent higher than those for yearly price escalation. Therefore, for Buyers
who do not mind the possibility of a competitive disadvantage for short
periods when prices have dropped, infrequent price escalation will probably
result in slight!y lower gas prices on balance over the life of the contract.
Conversely, it is generally in the interest of gas sellers to review prices as
frequently as possible.
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Base Period and Review Period

{i} It is also necessary ro define exactly whar dara should be used when
the prices are re-caleulated. In our pricing formula the denominator
volumes, ie. GOo, PPlo, ctc., are 1aken from a pertod known as
the Base Period, which is generally the period immediately prior to
the period to which the Base Price applies.

(i) The choice of Base Period is once 2gain purely a2 matter of negotiation
between Buyer and Seller, however, it is essenrial that the period

- chosen should be one for which price datz to be used has already

been published. Otherwise there will be no certainty as to what
price has actually been agreed.
The numerator values in the price equation, GO, PPI and FO, etc.,
will be raken from whar is known as the Review Period. Each
contract will define a period in relation to the date on which the
price is re-caleulated. Often this relationship will involve a slight
time-lag in order to aflow time for price data to be published. A
fairly common Review-Period in the United Kingdom is 12 meonths
data ending three months prior to the review date. On the Continent
a period of six months ending one moath prior to the review dare
is often used.
As the aim of the pricing mechanism is to reflect thé change in the
value of indicators over time, it is impertant that the period of price
growth uscd each year exactly marches the number of years since
the price was first caleulated, or the price will either include too
much of the change in the value of the indicators or too little.
Therelore, the relationship between the period ro which the Base-
price initially applies and the Base Pesiod, should be idencical to the
relationship between the period 1o which the new price appties and
the Review Period.
One final werd of warning on Base Periods. Many price escalators,
notably the oil marker ones, can vary o great deal from the long-
term trends in the short-term. 1f you pick a Base Period where the
indicators were below trend then gas prices will in furure be above
the cxpected levels and vice-versa. For example, in the winter of
1330791, prices of most oil products rose following the Iragi invasion
of Kuwait. In the 12 months to June 1991 the Gas-Oil price in
Britain was £158/tonne. [n the following 12 months, it dropped 10
£335/tonne. IE we had a gas price of 13p, 100 per cent escalated
with Gas-Oil and if the level of Gas-Qil prices in the Review Period
reached say £200/tonne, a gas price formula with a base-period in
2091 would vield a price of 16.5p/therm bur a contract based in
the following year would mean.a price of 19.3/therm. For a field
producing 10¢ mmcfd, this could mean a difference in revenue of

POSSIBLE GAS PRICE ESCALATORS

£10.4 millions per year. Although the Base-Price itself is the key
determinant of gas prices in the futute, the Base Period values can
also exert a significant influence,

POSSIBLE GAS PRICE ESCALATORS

Prohably the mosc difficult issuc in gas contract negoriations is what indicators
to include in the price escalation formula. In the past this was relatively
straight forward. The price was escalated with the price of the ather fuels

“with which gas competed; gas-oil, fuel oil perhaps 2 lintle electricity and coal.

In most of Western Evrope this is still the case. However, in countrics where
gas to gas competition has emerged, for example in Britain, a completely
different approach may be necessary. In this section we will analyse the
various indicators showing the advantages and disadvantages from the point
of view of both buyer and seller—

Oil Products—Rotterdam Market

There are two basic markets for oil products, The Roiterdam market is
essentially a wholesale marker in which the oil companies trade products
between themsclves. The gas sellers in most of Western Europe often favour
the use of Rotterdam price series for Gas-Qil and Low Sulphur Fuel-Qil
because these are a good indicator of the market valoe of gas and . because
Rotterdam prices are unregulated and free of government cootrols. Sellers in
the United Kingdom used to be enthusiastic about the use of Rorerdam
prices, but the valanlity of all oil prices in recent years has reduced the
attraction of these indicators considerably. The reaction of buyers vaties from
country to country. In many countries on the Continent, especially in the
MNetherlands and Belgium, the prices at which fuel-oil and gas-oil are sold 1o
end users follow the Rotrerdam market Fairly closely. As a result, gas urilities
such as Gasunie have little problem with using these indicators for price
escalation. As natural gas is regarded as a high quality clean premium fuel,
High Sulphur Fuel-Oil is generally not perceived as a competitor and is rarely
used in gas price escalation. In the Unired Kingdom gas buyers were always
sceptical about the use of Rotterdam prices, as the link 1o end-user gas prices
in rhis country was rather tenuous, The advent of gas to gas competition has
meant that escalation with any non-gas indicator now poses a high degree of
risk for the buyer.
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0il Products—Inland Markets

Prices in inland markets mean the prices ar which oil products are sold to
end users in countries such as Great Britain and Germany. The price of both
Gas Oil and Fuel Oil in such markets are amongst the most popular of all
escalators in gas pricing clauses, especially outside the United Kingdom. From
the buyers srandpoint, these are the products with which gas actually compertes
in the marketplace. However, in Brirain, the advent of gas to gas competition
means this is no longer true, Once again if gas competes with gas rather than
il products, oil praduct escalation will not necessarily produce a price at
which the buyer can compete successfully with other gas marketers. In most
European markets the sellers also like oil producis because they are an
accurate reftection of the market value of their gas. OF the two, Gas-Oil is
more popular with the sellers than Fucl-Oil becanse the markets for the larter
are in decline. There is 2 concern that in the tong term, its price might decline
relative to those of ather oil products. In the United Kingdom in recent years
the volarility of all oil prices has notably reduced the pas scllers preference
for vil, in favour of inflation rype indicators such as PPL

Electricity

In some gas markets such as Grear Britain and France, the principal competitor
10 gas in the domestic market is electricity. From the point of view of gas
utilities such as British Gas, domestic elecrricity vsed to be 2 very atrracrive
compaenent in the price escalation basket. However, now that the domestic
marker for gas is about 1o be opened up to competition, this argument has
tost most of its validity. The sellers tend not ro find elecrriciry very artracrive
partly thiough lack of familiariry. They also have a fear thar electricity prices,
which are often ¢closcly regulated by governments, may not fully reflect marker
conditions.

Coal

Coal does not compete to a limited extent in some markets with gas, norably
in steam-raising and low-grade hear markets, so it is of some interest to gas
utitity buyers. However,  the buyers who And coal most awractive as an
escalator are the power producers. The sellers tend to be very much against
the inclusion of coal as an escalator of gas prices. It is perceived as a low
quality fuel with considerable environmental problems, which can only
compere with gas if is sold ar a significant discount. [t is therefore likely to
grow less in price than other fuels in the Jong run. In addition, the price series

for coal seem to be less refiable than those for other fuels such as Fuel-(il
and Gas-Oil.
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Gas Prices to End-Users

It is of course perfectly possible to cscalate the beach price of gas with the
sales prices for gas sofd in industrial and commercial markers. However, in
the past both buyers and sellers have tended to shy away from its direct use
in pricing formulae because of the fear that it would be circular and might
lead to price instability. If gas prices ac the beach were determined by gas
prices 1o end-users, there might be an inflationary price spiral with rising
sales prices pushing up beach prices which, in rurn, might exert upward
pressure on sales prices. The same process tight alse operate in reverse, The
sellers sill retain this dislike for gas as an escalator. However, many buyers
in markets wheze there is gas to gas competritions, such as Great Britain, now
feel that the gas sales prices arc a more appropriate element in an escalation
basket than the more traditional choice of gas oil. This choice is a parcicularly
significant one for the independent gas-matketers in Great Brirain. As they
compete purcly with other gas sellers, it makes sense in theory to escalate
their purchases of gas with the same indicator. -

Cas Prices at the Beach_

In the bast six months gas marketing companies in Britain have become acurely
aware of the risks involved in price escalation. The oversupply of gas 1o the
British market has meant 2 collapse in gas prices at the beach. It is now
possible to buy gas on a short-term contract at prices well below those in
long-term contracts sighcd only one to two years. ago. As a resule the gas
marketers who signed long-term commitmenes are losing market share to
thosc who kept their commitments shorter-term. As a result buyers have
become very wary about signing long-term contracts unless they become
uncompetitive vis-d-vis other gas marketers. 1t may well be that the only way
sellers can sell gas on a long-term basis in the future is if the price escalation
provisions are linked to the price in short-tenn gas purchase apreements at
the. beach. At the moment all of these prices are confidential and no such
index exists. However, the need for this type of indicator is s0 acute that it
seems highly likely that cne will emerge in the future. Another alternative
would be a link to spor-gas prices. At the moment no such market £Xists,
although one may well develop in the Unired Kingdom in the near future.
Spot gas prices may well turn out to be highly volatile and may rhus. form a
less than ideal escalator for long-term contracts.

Inflation

So far, all of the escalators outlined are energy prices of one sort or another.
The final option is the only exception 10 this rulc. Although it is not uscq
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very often in the rest of Europe, onc of the most common price escalators in
the United Kingdom in recent years has been the Producer Price Index (PP).
{This is a measure of inflation for companies rather than individuals). The
scllers view PPi-based cscalarion favousrably because of its predictability and
because it forms a very useful hedge against collapsing oil prices. Hf a company
peeds to raise finance from banks to cover field devclopments costs for new
gas helds, escalation of gas-prices with PPI can make the project significantly
more attractive to fenders. Once again the tack of any link to the prices at
which gas or other fucls are sold by competitors means that anything more
than a token element of PPI escalation poses substantial risks [or gas buyers.
Over the medium/tong term PPl linked prices could diverge dramatically from
the cost of alternative sources of gas.

VARIANTS ON THE BASIC GAS PRICE FORMULA

Any gas price formula, no matter how carefully constructed is going to posc
risks for both buyer and sellec in the long-term. Marker conditions can vary
substantially over 10 or 15 years and 2 formula which warks well initially
could pose great difficulties \ater on, particularly for Buyers. For this reason,
it is often desirable to have a means of modifying price formulac over time.

Price Break Clauses

1. What are they?

The most common of these pricing vatiants is the Price-Break Clause or Price
Review Mechanism. This is extremely commorn on the Continent. The pricing
clauses contain a normal pricing farmula but this is subject (0 feview 2t
regular intervals, say, every two of three vears after the start af deliveries.
Review is apen either to buyers ot sellers who can demonstrate that the price
is no longer approptiate in the light of cusrent market conditions. The key
concept involved is defining the set of circumstances under which prices can
be changed. In the event that the partties are unable to agree on the new price,
then the dispute will be referred to an independent expert ot arbitrator who
will determine the new price or formula.

For most Western European gas utilitics, the definition and use of a Price-
Break clause is refatively easy. They tend to use a net-back approach ro
Jetermine the price they pay for gas. This starts with the price obeainable
from end-users, deduces their “non-gas™ costs and a fixed profit margin and
the balance gots to the gas producer. At the specified interval the net-back
caleulation is repeated. I it produces a different price 1o that from the price-
formula, then the base-price is adjusted accordingly.
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2. Prospective rather than Retrospective Price Break Clauses

To s‘:lare most price break mechanisms have been retrospective. That is the
parties examine the market data over the past three years to sce if the price
needs to be adjusted. In order to pravide the sensitivity needed in highly
competitive markets, with gas to gas competition, these clauses may need to
Le prospective as well as retrospective. That is they will need to anticipate
likely changes in the markee place. If one party can demonstrate that forecast.
changes in the market are likely to cause problems for buyer or seller this
would also be grounds for change.

3. Changes in Indicators

The degree of volatility in councries such as Great Britain is mow so great
?haF future price reviews will almost ¢errainly need to cover changes in the
indicators themselves as well as changes in the base price,

4. Advantages and Disadvantages of Price Break Clauses

The grear advantage of this type of contract provisien is that ir does allow
the parties to adjust the pricing provisions over time and protects both sides
against the risk of losing money in the long-term. The disadvantages are thar
these dauses are extremely complex and difficult to draft and negotiate and
may noticeably complicate the negotiation pracess, I they are invoked by onc
of the partics, then they could lead ro prolonged and extensive disputes, and
may require a grear deal of senior management time on both sides to resalve.

Hardship Clauses

A Hardship Clause allows either the buyer or the seller to require the other
pazty to re-negotiate the price, if they can demonstrate that they are suffering
hardship as a result of the existing price level. [r is generaily wise to define
what is meant by hardship for both sides, for cxample, if the rate of return
for the Seller has fallen below a pre-defined threshold level or if the Buyer.is
unable 1o re-sell the gas to final consemers at a pre-defined profit level. Once
again, if the Partics are unable to agree on whether hardship exists at some
point in the future, then the contract will normally provide for the dispure 10
be resolved by an independent expert.

A Hardship Clause bears many similarities to a price-break cause although
it does not operate on z regular basis and it has broadly the same advantages
and disadvantages.
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SHORT-TERM GAS CONTRACTS

Until very recently, virtually all gas delivered in Furope was sold on a Tong-
term contract basis. However, in recent years a small bur growing portion of
the market in Great Britain is coverced by short-term contracts lasting z year
or cven less. Indeed, since the price collapse in the second quarrer of 1998,
most of the new gas being purchased at the beach has been sold on monthly
contracts.

How do shorr-term contracts differ from longer term ones? The first thing
to notice is that although the shoti-term contracts are shorter and simpler
than the longer-term versions, the majority of terms are very similar. The
point at which the contracts stasr to diverge is at 2 conrract length of around
one to two years. For contracts of one yrar or less, then some of the terms
described in this paper disappear—

(i} The biggest difference is in price escalation. As monthly/quarterly/
contracts are so short, there s no need to adjuse their value over
time. The gas is gencrally sold on 2 fixed price basis and all of the
price escalation provisions are absent from the contract. To date the
anc-year contracts done in Britain have also been on a fixed price
basis. However, if the market continues ro be volatile it is casy to
see that a day may come when these contracts are escalared on a
monthly or quareerly basis, possibly with other sherr-rerm gas prices,
Although Take or Pay continues to be very much a part of shortes-
term contracts, the Make-Up and Carry Forward provisions are
redundanr, Within a short-contracr peried, which cotncides with the
period over which 1ake or pay is catculated, there is no chance o
recover the payments made for gas not taken. However, ¢ven here
there are cxceptions. Some of che more recent one-year contracts
done in the British macker, allow for Make-Up to be recovered after
the end of the contracr period, generally in the following summer.

9.

Mobile Production Unit Commercial
Agreements

' Mark Beacom, Director, Croft Offshore Qil Ltd

INTRODUCTION

‘The rapid emergence of Mobile Production Units {MPU) as a more ateractive
option for developing certain types of oil fields, in parricuiar marginal oil
fields, is owed as much to a revolution in commercial thinking as it is to the
technological advances. Technical innovation, particularly with respect to
Floating Production Storage and Offrake vessels (FPSOs) has ensured thar
MPUs are reliable, safe and are economically viable. Technical advancement
will continue to bring down the costs of such systems thus ensuring. their
place in offshore developments. Withour commercial innovation, however,
the potential which such systems evidenily have would not have been realised.
The providers of the facilities ({the contractors) and the concession owners
(the 01l companies} have, by entering into merc constructive relationships,
made it possible 1o develop fields which were previously thought to be beyond
reach, :

In the past the comractor was required to build and sell to the oif companies
facilitics fit for purposc and specified by the gil companjes. Alihough in some
cases this remains the preferred oprion, even in relation to MPUs, the new
<ommercial environment alluded ro above allows the contractor to extend his
relativnship with the oif eompany past construction and installaiion and
through to production and abandonment.

This chaprer provides insights into the agreement berween the contractors
and oil companies which facilitates the development of offshore discoveries
where the contractor and oil company continue their r¢lationship beyond the
build and installation stage.
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MOBILE PRODUCTION UNITS

Before discussing aspects of the agreement it is worthwhile reviewing the
types of facilities which fall under the category of MPUs.

MPUs are facilities which can be rapidly mobilised and demobilised at low
custs. They generally fall into three caregories:

Jack Ups -

Jack Up Rigs represent a small proportion of the overall MPU market. They
are “fixed” platforms in the sense that they must ke supponted on the sea
bed and can only be located in water depths of nominally less than three

hundred feet.
Semis

Semisubmersible drilling or accommedation rigs have formed the basis for a
number of conversicns into MPUs. The topsides are suipped of theit original
drilling equipment and replaced with production and process facilivies. Unlike
a Jack Up the semi can operate in a wider range of depths and environmental
conditions as it is a floating facility.

Floating Production Storage and Offtake (FPSO)

Like semis EPSOs are floating facilities. FPSOs are eypically cither CONYEISIONS
of tankers or purpose build monohulls. With integrated storage and increas-
ingly lower capital cost designs the FPSOs are currently the most popular of
the MPUs. '

Other categoties -of MPUs such as barge based systems are likely 1o be
introduced through innovation and advances in rechnology.

SHARING OF RISK AND REWARD

‘The highly mobile nature of MI'Us lends them to a new way of rhinking in
the commercial forum. Io pasticular, chere is now a range of possibilities with
respect £o the contractors’ involvement in a development. On the one extreme,
the old contractor/company relationship, the contractor builds a facility and
sells it to the il company. Under this scenario the contracror assumes none
of the risks 2ssociated with the start up and development of the oil held.

In this new cra the contractor can increase ifs exposure to the risk and
reward of developing an oil field in a number of ways. The contractor could
own the facility and bareboat charter the facility on a fixed period. In this

189

BUY OR LEASE

manner the contractor would probably be accepting the capital risk of the
facility by way of initial cost ovecruns and possible obsolescence,

The contraccor could further its exposure in a number of ways such as by
praviding topsides and crew, accepting payment terms based on the per-
formance of the field or by allowing the contract 1o terminate with lirtle or
no recourse when the field reaches its economic abandonment date.

Uhtimately the contractar could take an equity position in the fic}d possibly
by farming into the Facility and accepting its share of all the risks including,
amongst others, the product price risk.

BUY OR LEASE

The mobility of MPUs readily lends itself to a leasing arrangement whereby
the contractor can own the facilities and lease them sequentially to a series
of oil companies. The factors which influence the oil companies deciston
whether to buy and operate versus lease with crew are: .

{i} Desirc to minimise upfront capital costs. Leasing a facility places
the requirement to raise the funds on the contractor, Yeaving the oil
company free to allocate such funds elsewhere.

(i) Tax regime of host country. Leaving Financing Leases aside {as we
are normally referring only to an Operating Lease) the fscal regime
of the host country may not be neutral with respect to which entity
provides the capital, incurs the operating costs and receives revenue.

(i} Field Life. The closer in duration the field life is to the facility life
the tess incentive there is to lease the facilities. An oil company with
a shost duration field and no other field to subsequently develop
would need to sell the facility after the abandonment of the field o
preserve the cconomic value of the investment. A third party such
as a contractor is better placed to marker the facihity as a service
and ensure full employment.

{iv} Rescrvoir Risk, Closely celated to (iii} above, it may be preferable

- 1o lease a facility for a field which has a long expected field life but
an unacceptably high possibility of early abandonment.
Operating Synergies and Competence. In many cases the contracior
has already in place sufficient resources, logistics support and inhouse
expertise (particularly with respect to marine operarions) to provide
a mote cost effective operation than that which an oil company
would be able to provide.

{v
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LEASE AND OPERATION AGREEMENT

Assuming the decision by the oil company is to lease a facility then an
agrecment between the contractor and oil company is required. The following
discussion outlines the issues which must be covered in such an agreement.
For completeness the full range of scrvices provided by the contractors
including topsides and provision of crew has been considered.

SCOPE OF WORK

Prior to Production Commencement

It is extremely important to define the interface between contractor and oil
company in such an involved and long term relationship. A systemaric and
thorough approach will ensure thar all contingencies are accounted for. Tssues
to consider inchide: )

" (i} Provision of equipment—a decailed list is required of each party

with respect to the cquipment they will be providing. Just as
important is to clearly state ar each interface which parry has
responsibility, i.e. the oil company may be providing the wellheads
and tece and the contractor the control system. The interface for
the design and provision of equipment in relation to the control
systems on the tree nust be clearly understood.
Provision and Co-ordination of Services—Similar to the above
services such as drilling, modifications, mobilisation and installation
and their interfaces mwust be clearly understood berween the parties.
Regulatory Requirements—There are many approvals required for
the censtruction, installation and operation of a facility and an oil
feld. Although the two parties may both be required to provide
their input into various certifications it is important to estabhsh
which patty has ultimate responsibility for each ene.

Responsibilities After Production Start Up

The two parties must agree on which parry is responsible for such things as
crew, consumables, communications, weather forecasting equipment, met-
ering, tug boats, supply vessels, stand by vessels, ROVs, onshore warchouse
and logistics, fuel and bunker, helicopter aperations, oil spill response and
safety management systems as well as shurtle arrangements.

Each hest country may have different regulations specifying which party
must be responsible for certain issues. This is particulatly rrue for issues such
as oil spill response, Safety Management Systems and certification.
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In addition it may not be possible to request that the consractor accepts
responsibilities which are beyond their contrel ar highly variable such as
supply of production consumables, fuel and bunkers for shuttle tankers and
helicopter operations. The partics could agree, however, that the contractor
manages these services and passes the cost onto the oil company.

SETTING THE PRODUCTION DATE

Historically the cantractor was paid on the basis of percentage completion of
the facility and had a contractual responsibility to complete the facilicy at a3
prearranged date. In this respece the actual commencement of production was
not a concern to the contractor. In this new relationship the contracror may
only be paid on the basis of production and is therefore much more concerned
that both parties meet the start date.

A windows procedure which, over time, nartows down ‘the producticn
commencement date is usually employed. Each party has the ability to change
the final date through ever-decreasing margins until 3 final date is set. There
s usually a Ainancis! penalty on the unavaitable party for failure 10 meet the
finat date. :

The constraints which each party must keep in mind when ‘they are
committing to a windows procedure depend on what they ace bringing to the
alliance. The oil company must accommodate the drilling and completion
schedule, parmer agreements and approvals and the government and repu-
latory approvals which are the responsibility of the oil company. '

The Contractor must keep in mind all previous commitments if apy part
of their facility is being used clsewhere, the modifeation schedules and the
government and regulatory approvals which fal} to the contractor.

WARRANTIES

Each party will provide warranties to the other party which, if not adbered

to, could result in financial penalties and/er rermination. Warranties age an

efficient means of ensuring each party completes their scope of work sat-

isfactorily without the need 1o have it overseen by the other party.
Contractor watrantics may mclude any of the following:

{1} coneractor will act as a good and prudent operator;

(i) contracror's cqﬁipmcnt is in good condition, suirable for use and
meets the overall preduction and capacisy performanee criteria
apreed by both pasties;

{iii} all of Contractor’s personnel are fully qualified, trained, competent
and fir for assipnment;

{iv} contractor has met all necessary laws and regulations;
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{v} contractor will maintain sufficient liquidity to meet its obligations.
Caompany warranties may include paints (iv) and {v) above.

TARIFF STRUCTURE

The tariff structure typically has either a day rate efement, a per bareel rate
element of a combination of the two, In 2ddition a mechanism can be added
which relates return ro the contractor to oil price. In addition to a Normal
Operating rariff the parties may also wish to discuss a Force Majeure tarniff,
a Planned Shutdown rariff, an Unplanned Shutdown requested by contractor
tariff, an Unplanned Shutdown requested by company rariff and/oc a Weather
dawntime tariff.

The contractor’s tariff will depend on the recovery of cosrs that the
conttactor requites over the expected field life which, in turp, is a function
of the contractor's initial costs plus any financing charges, aperating expenses,
contractor’s expected downtime and their requized profit element less whatever
residual value they believe the facilities may have cither in terms of a sale
price or forther employment.

TERMINATION

Other than planned termination such as a prearranged date, or upon reaching
a cumulative production targer ot at economic field abandonment there are
also other reasons for rerminating the agreemens by either panty including
inability to make the production commencement date afrer an agreed period,
breach of warrantics, force majeure, liquidation, catastrophe and even vol-
untarily (without reason).

Each of the above reasons for terminating may be linked ro some recourse”

by either party such as:

(i} Recapture of costs. The coneractor, for example, may be able 10
recoup some or all of the facilities costs from the oil company
should the oil company be unable to meet the production date, be
in breach of its warranties or voluntarily terminate the agreement.

(i} Take over of Facilities. The oil company may, for example, rake
over the facilities in the event of contracror's breach of warranties
or liquidarion.

{iii} Financial Penaliies. The o cofnpan)f may, for example, impose
penalties on the contractor for breach of warranties or failure to
meet the productinn commencement darte.

OFFTAKE ARRANGEMENTS

POLLUTION

Pollution is an important topic which unlike other terms and conditions of
the agreement is, for the most past, already sec out by the relevant authorities.
Taking a rather complex subject and making a number of simplificarions a
summary is provided below,

The oil company is responsible for oil pollution {rom the production facility
under OPOL. Qil Pollution from the export tankers is more complicated and
is covered under conventions and voluntary agreements. These conventions
and agreements allow for efficient prevention and clean vp of crude spillage
or threatened crude spillage with no fault and no litigation access by claimants
to funds in exchange for limited liabilicy. )

In the event of a spill claimants would normally refer to: .

(i} CLC (International Convention on Civil Liability for Oil Pollution
Damage, 1969}. Payment limir varies with ship size {maximum of
$19.1mm) and is provided by the P&I club of the tanker owner.

(i} Convention Fund {International Convention on the establishment of

an International Fund for Compensation of Qil Pollution Damage,
1971). Allows for additional payments if CLC coverage is not
adequate and also varies with ship sire {maximum of $81.8mm}.
The payment from this fund is provided by levy on oil imports.
TOVALOP (Tanker Owners Voluntary Agreement Concerning Liab-
ility for Qil Pollution). Payment limit is set a¢ $70mm and is provided
by the P&1 club of che tanker owner. It allows for payment where
CLC and Fund js non existent or Facking.
CRISTAL {Contract Regarding a Supplement to Tanker Liability
for Oil Pollution}, Allows for additional payments where TOVALOT
coverage is not adequate and varies with ship size (maximum
$13Smm}. The payment from this fund is provided by annual
subscriptions from cargo owners.

Payment levels are not additive and claimants may siill be able to seek
damages in court from tanker owners, chastercrs and cargo owners.

OFFTAKE ARRANGEMENTS

The discussion to this point has only concerned itself with the floating
production agreement. There will be a requirement for an offloading agreement
which will zddress cither export through a pipeline or by export tankers.

A pipeline transportation agreement is relatively straightforward and will
encompass issues such as firm capacity volumes, send or pay provisio‘ns,
ability to alter firm capacity, ability 1o access addirional capacity, warranties,
liabilities and rariff. ’
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The more usual case for export of crude oil is throvgh export tankers.
These tankers usually have higher specifications than VLCCs with such
modifications as bow thrusters, dynamic positioning and controllable pirch
propellers.

Assuming the oil company does not have its own export tankers the
company will enter into typically one of three rypes of agreements:

Time Charter where the oil company Jacks in a particutar vesscl for a fixed
length of time. A Time Charrer is most applicable for high usage such as
prolific fields and/or ficlds with no storage.

Conrrace of Affreightment where the export tanker owner charges per lift.
The contract is not vessel specific but the export tanker owner guarantees
availability through size of fleet. COAs are most applicable for lower frequency
use such as Jifcings from field with storage.

Finally there is a Voyage Charter which is similar ro COA but the contract
is vessel specific.

Each of these arrangements have fairly standard terms which can be
obtained from the vessel charterers,

CONCLUSIONS

The emergence of highly mobile production systems such as FPSOs have

created an exciting environment where contractor and oil company can

redefine their relationship. Aside from issues dealing with pollution and other
regulatory arcas the contractor 2nd the oil company have complete freedom
10 determine the manner in which an oil feld can be developed.

In general there are 2 range of possibilitics from adapting the more historical
approach to ficld development where the contractor builds and delivers a
facility to an ail company’s specifications through te an alliance and finally
to an equity partnership with the oil companies. In the event that the
cuntracior assumes cither the role of owner of the facility, slliance partner or
equity holder in the oil ficld development there will be a requirement 10 enter
inte an agreement with the field owners. This chapter has provided an
overview of the issues which should be considered in such an agreement.

Because there is such a diverse range of possible relationships and
risk/reward sharing opportunities berween the oil company and the contractor

with respect t the employment of an MPU it is not possible to provide a
model form of agreement.
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Oil and Gas Acquisition Agreements

Geoffrey Picton-Turbervill, Partner, Ashurst Morris
: | Crisp

INTRODUCTION

This chapter on Oil and Gas Acquisition Agreements is divi.d:_d into‘ two
parts. The Brst part addresses the important preparatory work mvo!ved in an
acquisition; the sccond part focuses on the Acquisition Agreement 1tself. The
reason for this is simple—the preparatory work on any acquisition of oil and
gas assers is as important, if not more 50, than the negotiation of the
Acquisition Agrecment. Incomplere or inadequate preparaory .“fc!rk can, as
will be shown in this chapter, jcopardise the success of an acquisition. Hence
the time devoted 10 it : . o

This chapter concentrates principally on privately ncgotfatcd acquisitions
of oil and gas asscts for the shares in the corporate entty holdmg t?nose
assers) in the United Kingdom sector of the North Sea. Many of the principles
are, however, applicable to acquisitions of 6i} and gas assets generally.

PRELIMINARY I1SSUES

The target assets in any oil and gas acquisition, and some_o[ the reasons why
the Buyer and Seljer are likely 1o want 1o do a deal, are ser out below.

Tarpet Assets

For offshore interests, the principal targer assers on any acquisition w:.li be
interests in the relevant petroleum producrion Iicenccrf,. Onshore they \;111 b;
exploration, appraisal and development iiccnccs‘ or, since the new LT_; wacrc
Arcas Regulations, the single Petroleum Exploration and De\_fclopment c::dc;

The assers will generally also inchide the relevant .Workl]ng mtzﬂ:s(s pnder
the governing joint operaling 3greements {and possibly also under te
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bidding agreements and unitisation agreements), and there may be associated
hts and obligations under sales, transportation and other

assets such 28 0 ‘
ficld agreemes™s, techoical data, tax losses, employees and other assets
depending on the nature of the deal.

Reasons for Acquisition or Disposal

Why does the Seller want to sell, and why does the Buyer wane ro buy? The
cationale is likely ro be a combination of factors, some of which may be as
follows:— -
{i) The Seller may no longer regard the North Sea as an actractive area
in which to operate and may be looking to invest its money elsewhere.
The Seller may also be looking to dispose of interests outside certain
core aieas on which it is focusing investment, or may be secking o
dispose of small holdings which are time consuming to administer
in proportion ro their value,

« (i) The Buyer may be plaoning to enter the Nosch Sea for the first time
by acquiring existing licence interests (rather than participating in
bidding rounds) or it may be looking to increase irs percenrage
interest in licences in which it already has 2n interesr. The Buyer may
slternatively be looking to acquire production to finance exploration
commitments, or it may have interests in adjoining z2eeas and may
know more about the overall geology of the area and hence have
betear information as 1o the prospective value of the assers. Finally,
the Buyer may be interested in acquiring associated assers and rights,
such 15 valuable data or operatorships.

BASIC ACQUISITION STRUCTURES

There are two principal methods of acquiring oil and gas assets—the asset
deal and the share deal:-

Asset Deal

The fSS: deal involves a direct acquisition of the licence incerests and
[ £ I i
associated assets [rom the company or companies which hald them. In the

case of an ; X .
case of an asset deal the Seller will be the company or companies which hold
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Share Deal

The share deal involves an acquisition by the Buyer of some or all of the
shares in the company or companies which hold the licence interests. In the
case of a share deat the Seller will be che shareholder or shareholders of the
licence owning company or companies. A share deal will take the form eicher
of an agreed or contested takeover (in the casc of 2 public target company}
or a privatcly negotiated acquisition {in the case of a private targer company).
Public takeovers are beyond the scope of this chapter which focuses on the
privately negotiated acquisition.

Swap/Farm-In/Earn-In

Swaps, Farm-ins and earn-ins are all variations of the asset deal, and the
principles aze cssentially those which apply to an asset deal; although thece
are particular considerations which apply in each case. These variations are
covered in other chapters of this book, and this chapter concentrates on the
straight asset deal.

ASSETS VS SHARES

Before addressing the issues that arise in planning 2nd structuring an acqui-
sition, it is worth focusing briefly on the principal advantages and dis-
advantages, in an oil and gas context, of an acquisition of assets as opposed
to an acquisition of sharcs. These issues may have z significamt bearing on
the way in which the deal is structured. ’

Asset Deal—Advantages

1. Clean Cut-Off

The principal advanrage of an asset deal from the Buyer’s poinr of view is
that it should be possible to achieve a clean cus-off berween the Buyer and
the Sefler. Liabilities which relate ta the perind before the sale will remain
with the Seller, and the Buyer should start with a clean sheet, or at worst
take only abilities of which it is aware and which have been tzken into
account in the purchase price. This s generally a significant artraction fot

any buyer doing an asset deal,
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2. Simpler Due Diligence

As a result of the ability ro achieve 2 clean cur-off berween the Buyer and the
Seller, ir is likely that the due diligence which the Buyer will want to carry
out, and the warrantics and indemnities which it will be seeking, will be
simpler. The Acquisition Agreement will identify the assers and liabiliries
being 2cquired, and the Buyer will focus its investigation on those assets and
liabilitics without heing overly concerned about the Scller’s other assets and
liabilicies.

As a general rule, an asset deal is fkely to be simpler for a deal involving,
for example, a small number of interests. It is also likely to be preferable
where there are no pre-emption rights involved, where there is no transfer of
the operatorship involved, and where the interests involved are not producing
interests. I there is a large portfolio of incerests and/or pre-emption righes
and/or a transfer of operatorship and/or producing interests, the asser deal
becomes more complicated, and this is addressed below.

Asset Deal-—Disadvantages
1. Pre-Emption

The principal disadvantage of an asset deal is that if pre-emption righrs exist
in the governing contractual documents, it is likely to trigger them. This will
mean at the very least that the question of the application of the pre-emption
rights will need to be addressed and, if the deal is to go ahead, a waiver of
the partnees’ rights to acquire the interests in priority toa the Buyer will need
to be obtained. At worst, of course, it may mean that the Buyer is prevented
from acquiring some or all of the assets which it wishes to acquire.

2. Consents

Even if there are po pre-emption rights, or the pariners are prepared 10 waive
them,-an asser deal is sull likely 1o give rise 10 a reguirement to obtain
consents o the assignment of the interests both from the relevant Joa
partners and, possibly, other third parties {in addition to the Secretary of
Srate for Trade and Industry). Martner consents may of themselves give rise
to issues which will need ro be resolved, and these are addressed in more
detail below. Depending on the nature of the deal, the number of third party’
consents may be significant—if the field is in production, there will be field
agreements to be novated, and if 2 wransfer of vperatorship is involved,
novations of the conrracts entered into by the Seller as operator will be
needed. In each case this is likely to requirc the agreement of the other
CONtraceing party or parties to each such contract. Accordingly, even ¢f there
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are no pre-emption rights, there could still be a significant number of third
party consents required.

3. Operatorship

I the Buyer wishes to assume operatorship of any particular licence, on an
asset deal this will almost cerrzinly require the approval of the parners 10
the relevant joint opecating agreement. The Scller will cease to be the operator
and the Buyer will (subject to partner and DTI approval) become the new
operator. There may be reasons why some ot all of the partners are reluctant
to give their approval to the Buyer, and they may be able to frustrate the
Buyer’s ambitions.

4, Documents

One aspect of the asset deal which is often over.looked, but v.v}Eich can be
significant, is the sheer volume of documentation :mrol\..rccl, particilarly if the
deal involves a portfolio of interests and/or operatorship andlfnr assers ar the
production stage. There may be a significant number of novation agreements
which need to be drafted and then negotiated with different parties _\\.rho wilk
all have different comments and raise different issues. Th? handling and
management of this documentation can be 2 time consuming and labour
intensive job, sometimes involving hundreds of different novation agreements
all with different parcics and on differens rerms.

5. Tax Losses

Corporation tax losses will not pass to a Buyer on an asser deal.‘

In an asser deal, the mote complex the deal, the greater the reliance qn the
co-operation of third parties—those third parties may have no particular
incentive to co-operate and may not respond as quickly or helgfully as the
Buyer and Seller would fike. This will have an impact on the nmct:_able for
the acquisition, and it may take longer than the Buyer fmd Seller envisage to
obtain the necessary consents and reach agreement with the relevant third
parnes. o . )

If one or more of the factors outlined above is s:_gmﬁcant in any particular
transaction, the Buyer and Seller may want o examine alternarive structures.

Share Deal—Advantages

The obvious alternative to an asset deal is for the Buyer to acquire the shnrc;
in the company or companies which hold the asscts. This has 2 number o

advanrages
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1. No Pre-Emption

First, pre-cmption is unlikely to be a problem—most United Kingdom joint
opecating agreements do not extend the zpplication of pre-emparion rights to
a transfer of the shares in the licence-owning company. It is likely that the
shares, and hence the undeclying assets, can be wansferred to the Seller
without the partners having an opportunity to pre-empt. Clearly this depends
on the wording of the particular joint operating agreement, and there are
some which do carch a sale of shares; bur the majority do nor.

2. Simpler Implementation

Secondly, the transfer mechanics and the documentation for a share deal are
likely to be less complex—the principal documents will be the Acquisition
Agreement, the Disclosure Letrer and the Tax Indemnity. There will be a
number of supplemeniary documents such as board minuces, stock transfar
forms and resignation letters, Bur becawse the corporate entity remains the
samie, there is no need to eransfer across to the Buyer all the relevant joint
operating agrecments, sales agreements, transportation agreements and. other
contracts, and for this reason the deal can generally be implemented withour
the porential mountain of navation agreemenrs which may be required o
complete an asset deal.

3. Fewer Consents

As a share sale involves the transfer of the corporate enrity, rather than an
individual rransfer of each asser, there are generally fewer third party consents
required, There is cotrespondingly less reliance on third parties than in an
asset deal, although consents may be required under contracts which have a
“change of control™ clanse. However, as a general rule a share deal can be
effected with less involvement of or reliance on third parties, and chis is an
advantage both in terms of logistics and timing.

4, Operarorship

If the Buyer is hoping 1o sccure or retain operatarship in the target licences
on a share deal [depcr_ading' on the particular wording of the relevant joint
operating agreement) the partners may have no right to object, as the identity
of the operator will remain the same, the only change being the change of
ownership of the licence-owning company. The Buyer can in this way retain

the operatorship in its newly acquired subsidiary without needing to obrain
partner approval.
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5. Tax Losses

1f Corporation tax losses arc important to the Buyer, it should be possible on
a share deal 1o ensure these remain in the targer company and are available
to set against profits.

As a general principle a share deal is hkcly to be preferable where there is
a large portfolio of interests being transferred, and where to do an asser deal
would potemially give rise to difficulties with pre-emption righes, consents
znd third party co-operation.

Share Deal—Disadvantages
Y. Unwanted Assets and Liabilities

One significant downside of a share deal is that the corporate entity which
holds the licence intcrests also comes with all its other assers and lizbilities,
including historie tax kabilitics. Assuming that the Buyer wishes to acquire
only specified licence interests, the parties will have to address whar is to be
done with the unwanred assets and liabilities. They may agree thar those
assers and liabilities should be wansferred out of the target company before
sale. However, that can be a complex procedure, and indeed there may be
liabilities such 2z those relating to tax which cannot be stripped out and in
retation to which the Buyer will have ro rely op an inderanicy from che Seller.
The question of the unwanted assers and liabilities in the target company will
give rise to the following issues:

(1} First, how casily can they be transferred oue? Dependmg on the
nature of the assers and liabilities in question, there may be a number
of third party consents which will need to be obtained if those assers
are to be stripped out. This is addressed in more detail later. It is in
any event unlikely thar the Seller will be able to strip our all the
assets and liabilities to create an entirely clean company owning only
the assets and liabilities which the Buyer is prepared to rake.
Secondly, because of the unwanted assets and liabilicies, the Buyer
witl need to carry out additional due diligence to ascertain what is
there, what needs to be stripped out, and what it requires indem-
nification against. The due diligence process and the warranties
sought are therefore likely o be mere comprehensive. The Buyer
will also seek a comprechensive indemniry against any unexpected -
liabilities lefr in the rarget company, and to back up the additional
obligations of the Seller under the warranties and indemnitics, the
Buyer may requite additional security {for example by way of parent
company or bank guarantce), bearing in mind that claims under the
indemnities may not arise for a number of years.
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Cleaning up a company for sale can be a complex process, and the time
and work involved should not be undercstimated. An alternative structure
may be to transfer the rarget licences into a2 new, clean company and sell the
shares in that company. This is addressed in more detail below.

INITIAL CONSIDERATIONS

Some of the particular issues which need to be addressed in looking at the
planning and structure of any oil and gas deal are sct out below.

Assets and Governing Contractual Documents

First, what assets are comprised in the deal, and what are the governing
contractual documents? It is essential at an carly stage to have sight of
complete, up-to-date and exccuted copies of the relevant licence and working
interest documents, These will ser our the terms on which the assets are held
and 'will, for example, cnable the parties to ascertain whether there are

applicable pre-emption tights.

Disclosure of Information

One of the first tasks of the Seller in contemplarting any disposal should be
to review the relevant joint operating agre¢ments (o cnsurc thar information
relating 1o the licences and the licence operations may be disclosed to interested
third patties. Joint operaring agreements invariably contain confidentiality
provisions restricting disclosure of information, and permission may be
tequired before information can be made available to potential buyers. Many
joint operatjng aprecments permit disclosure without consent {subject to
exccution of a suirable confidentiality nndertaking) to a “bona fide intending
purchaser’” of the assers. Under this and similarly worded provisions disclosure
may therefore be permitted without consent, but the Seller will nced ro be
satisficd that the party to whom disclosure is o be made is a bona fAde
intended purchaser (or whatever words are used} of the assets. Depending on
the wording, the exclusion may not apply en proposed sale of shares.

Approvals and Consents

It is essential ar an early stage to identify precisely what appravals and
consents will be needed for the transaction. These arc addressed in mose
detail later, but will always include the consent or clearance of the Secretary
of State for Trade and Industry. On an asser deaf, approvals and consents
will be required fram the partners on the licences in question. There may he
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other approvals and consents, for cxample shareholders’ approval, th
app.rovtll of lending banks, and coverseas Governmental :onscnpts if ;nt :
flanopal assers are involved. Third party approvals and consents al ot
En\'arlab]y have an impact on the timetable, and the ecarlier th o be
identified and applied for, the better. : 7 be

Pre-Emption

Another issue that merits consideration at an carly stage is the question of
pre-emption: atc there pre-emption rights in the relevant joint operating
agreements, will they apply to the propased transaction, and is there a rea]fsti%
!)gss:biliry thar they might be exercised? It is important to analyse the ncc;:ssary
joint opcr.ating agreements and the relevant parmer groups at an early stage
to ascertain both che legal and commercial position on pre-e¢mption, If there
are pre-emption rights and there is a risk that they will be exercised * this
means at best that there may need o be discussions and ncgbtintions’with
t"he relevant partners, and at worst it could mean thar the deal is not viable
from l?lu: point of view of the Buyer. In analysing the pre-emption rights, a
lfey point for which to watch is whar action triggers the pre-emption righ)ts.
Some‘ pre-emption provisions cur in at an early stage and may, for example

be uiggered by the execution of heads of agreement berween the Seller ancl)
proposed Buyer. :

Timing

T'he planning and structuring of any deal must take account of any particulae
factors which requite the deal to be donc by a certain time—there may be
commercial, tax, accounting and ether reasons why it is essential for the deal
o be done by a specificd time, and this may have an impact on the way in
which the deal is structured. H there is a timing constraint, it is important to
understand what the implications are if that deadline cannot be met: does the
deal fall away, docs there need to be an adjusiment ro the price or cther
rerms of the deal or is there some other consequence? In addition, it is critical
to identify the point at which the deal is “dore” for the purposes of any
timing constraint—is this when an execution agreement is signed or 2
conditional or unconditional acquisition agreement is signed, or s it in fact
not unal final completion of the dezl? Many transactions are done using a
pri_or “effective date”; however, while this s useful in determining financial
adjustments between Buyer and Seller, it is not effective to pre-date the deal
for tax or legal purposes.
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Commercial Priotitics

One of the most important issues to identify at an early stage in planning
any oil and gas dral is what the commercial pricrities of the parties are and
how much imporrance they attach to them. Clearly in any normal deal the
Seller wants to sell and the Buyer wanes to buy, but there are usually a
number of other commercial objectives—for exzmple the Buyer may be
particularly interested in certain specificd assrs, and may want to structure
the deal to secure those; the Buyer may also want to acquire tax losses to
take over key employees, and may want operatorship in certain blocks. In
order o strucrure the deal, it is important to identify ‘how important each of
these additional objectives is on the part, of the Buyer or the Sciler, and 1o
understand whesher the relevant party is willing 1o go ahead wirh the deal if
onc or more of them cannot be achicved. If they are so important that the
deal is not worth doing for the Buyer without them, then the strucrure and
planning will need to take that into account.

Tax Planning

Finally, the planning of the deal must abviously take into account at an carly
stage any rax planning that is desirable on the par of either party, and again,
it 35 essential to understand the extent to which that tax planning is important
in the context of the deal. The tax issues on acquisitions can be complex,
and are beyond the scope of this chapter. However, because oil and gas
acquisitions can give rise to complex legal and rax issues, there is always a
danger of the “rax and legal tail wagging the commercial dog™. It is important
that a proper control is kept vver the legal and tax planning aspects so that
the strucrure of the deal does not become unnecessarily complicated, putting
at risk the main commercial priorities, in order to achieve an objective which
is of peripheral importance or de miniris in the context of the deal as a
whole,

It is important to identify the answers 1o all these questions as the earliest
stage—the answers will drive-the strucrure.

PRE-ACQUISITION ISSUES

The previous section addressed some of the general issues which arise in
planning and structuring an oil and gas acquisition. This section focuses on
specific issucs, including the questians of due diligence, consents and approvals,
and pre-emption rights. -
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PRE-ACQUISITION ISSUES
Due Diligence |

On a private acquisition, it is generally accepted thar as part of the pre-sale
process, the Buyer will conduct extensive investigatinns into the affairs of the
Seller in relation o those assets to be acquited. These investigations will focus
principally upon fnancial, commercial and legal issues, and it has become
commonplace in the oil and gas industry for the due diligence marterial to be
assembled in a data room by the Seller, so that the Buyer can enter and
review it at an early stage.

The value (to both Buyer and Seller) of a data room wili depend 1o 2
significant degree on how well organised it is, and the accuracy of the
information contained in it. The scope of the due diligence exercise can be as
wide or s narrow as the Buyer wants to make it and the Selier is prepared
to accept, but the principal logal issues which should be the subject of any
due diligence investigation are as follows:

1. Investigation of Title

The Buyer will wish to satisfy irself that the Seller has good title o the assets
being sold. In the context of licence interests, this involves not only ensuring
that the Seller is a pasty to the licence and the JOA, and that the pler:enragc
equity share under the JOA is correct, bur also ensuring that the chain of
title by which the Seller derived those rights is correct. It is surprising how
often thar is not the case {or at least is net apparent on the face of the
documents} and that remedial work needs 1o be done to rectify the situation.

2. Encumbrances, Royalties, elc.

As part of the investigation of title, the Buyer will want to ensure that the
asscts being acquired are free of encumbrances, charges and other third pany
rights, and in particular, in the context of oil and gas assets, overriding
toyalties. Although it will not provide a complete answer, the Buyer should
always carry out a search against the Seller with the Registrar of Comganies,
as this will show charges registered under section 395 of the Companics Act
1385,

3. JOAs, etc.

Part of the Buyer's legal investigation will be tu carry out a review of the
relevant joint operating agreements, bidding agreements, unitisation agree-
ments, and any other agreements from which the Seller's interests, rights and
obligations are derived. The purposc of this will be to ensure not only that
the interests being acquired validly exist, bur also that those agreements

197 .‘




OIL AND GAS ACQUISITION AGREEMENTS

properly grant to the Scller the rights which the buyer wishes to acquire, and
that there are no unduly oncrous obligations under those agreements which
might result in the Buyer. finding chat it has inherited liabilities which were
not ansicipated, The review will also include ensuring thar such matvers as
the voting pass mark for opcrating commitice meetings is acceptable in the
context of the interest to be acquired.

4. Field Agreements

If the interests to be acquired are producing interests, the Buyer will also wish
1o review the refevant field agreements for che sale, transportation and lifting
of the oil or gas, and any other agreements relating to the production which
the Buyer will assume. Again, the principal objective in reviewing these
agreements will be to ensure that they contain all the necessary rights and do
not impose any excessive obligations with which the Buyer would not wish
to be burdened following Complesion.

5. Pre-Emption Rights

In reviewing the joint operating and other agreements from which the Seller’s
interests are derived, one of the main arcas ar which the Buyer will wish ro
look s the question of pre-emption rights, so as o ascertain at an carly stage
whether there are pre-emption rights, and if so whether they apply to the
proposed deal. It is essential fo analyse the wording of any pre-emption
provisions with care, in order to identify the point and circumstances in which
they cut in, and what action needs to be taken when they do cut in,

6. Assignment/Change of Control

Again, in reviewing the joint operating and other apreements, as well as the
field agreements, the Buyer will wish to check for any restrictions on
assignment of those agreements {in the case of an asser deal) or change of
control {in the-case of a share deal). Restrictions on aisignment may take a
number of forms, but in most cases it is likely that the consent of the relevant
thitd party will be needed to the assignmenr of the agreement in question.
Fven if the benehit of the agreement can be assigned without the consent of
the third party, it would be most unusual for the obligations under the
agreement 1o be assignable without such consent, and it is unlikely char the
Scller would be willing to proceed with the acquisition without having
obtained the contracting party’s consent to the assumption by the Buyer of
the obligations under the agreement (effectively through a novation of the
agrecment). In the case of a share deal, the provisions fer which the buyer
will be watching will be thange of control restrictions which provide thar, in
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the event of ownership of the Seller changing, the agreement in question is
terminable or varizble or, in extreme cases, terminates autornatically. While
change of control provisions are less commonly found than eestrictions on
assignmenr, if they do exist, the resulr may be thar an asser which the Buyer
thinks it is acquiring is not in fact available following the sale.

7. Abandonment

One of the mose important aspects of legal due diligence will be an inves-

* tigation into the abandonment arrangements for the relevant assets, and the

associated abandonment secusity provisions, This will entail reviewing the
obligations with regard to the licence interests under the Petroleum Act 1987
and reviewing the abandonment security provisions in the relevant joint
operating agreement. The principal objectives of such a review will be to
identify: what those sccurity arrangements are; whar the Buyer will need to
pur in place; how much this will cost che Buyer on an annual basis; and what
the Buyer's eventual estimated abandonment costs are geing 1o be. The Buyer
will also need to look carefully at the availability of relevant rax reliefs. It is
essential to address these issues early, not least because many abandonmenr
security arrangements require that before any assignment of the interest can
be completed, the Buyer must enter into substitute arrangements. These may
involve entering into a trust arrangement or providing a letter of credic, and
as this is likely to involve banks and trust corporations, they may 1ake rime
to set up.

8. Contingent Liabilities

Finally, the Buyer will look carefully ar what contingent iabilities or com-
mitments exist in relation to the interests to be acquired. For example, there
may be financial commitments to upgrade the operations to comply with
updared health and safety or environmental requitements.

The scope of any legal due diligence is up to the Buyer to determine.
However, the results of due diligence are only as good as the informatien
provided, and if the Seiler provides inaccurate or incomplete information, the
due diligence exercise will at best be of limited value. In the absence of
contractual warranties there may be no legal redress against the Seller if the
due diligence information is wrong, and for this reason it is normal for the
Seller to give specific warrantics in addition to warranting thar the information
provided is complete and accurate. The question of warranties is addressed
below. o
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DTI Approvals and Censents

Any acquisition, whether ‘of asscts or shares, requires the approval of the
Secretary of State for Trade and Industry. The approvals sequired take
different forms depending on the type of mransiction. The various types of
approval aré bricfly reviewed below. The Mode! Clause references are to the
Peteoleum (Production) (Seaward Areas) Regulations 1938, which apply o
offshore licences awatded in the 11th round and later. Different regulations
apply to other licences {depending on when they were awarded), but the
principles are essentially the same. Tn recen years, the procedures have been
considerably simplified, and the new procedures are covered in more derail
below.

1. Approval in Principle

This is not strictly necessary, but in most cascs it is helpful to seek the "in
principle” approval of the Departmenc 'of Trade and Industry to the proposed
deal at an early stage. This is particularly important in a deal where they
may be aspects which will give the DTI difficulcy or where there is some
doubr as to whether it will actually be approved. If any issues can be addressed
at an early stage, it may enable them to be resolved in a mtanner satisfactory
to the DTI. Approval in principle is normally obrained by writing to the DTI
setting out briefly the basis of che deal, and following that up, if necessary,
with a visir to discuss and explain it.

~

2. Approval of Documents

Prior to 1994, the principal documents on the deal needed to be approved by
the DT1 under Model Clause 41(3). However, under new Guidance Notcs
issued in September 1994 the procedures have been considerably simplified.
The DTI now relies on a system of check-lists, and in most cases no draft
legal documents need be submitted to the DT] for approval {though the DTI
reserves the right to require this if it thinks appropriate}.

3. Consent to Assignment

On an asset deal, the consent of the Secrerary of State will be required to the
assignment of the licence and working interest under Maodel Clause 41(1).
‘This will be so even where the Buyer is already a party to the licence in
question and is mezely increasing its inzerest, and also where the assignment
is to an affiliated company.
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4. Change of Operator

On an asset deal, if the Buyer is proposing to take over the operatorship, this
will require the approval not only of the joint venture parmners (depending
on the terms of the JOA), but also of the Secretary of State. Under Modcl
Clausc 24, any operator is required to be approved in writing by the Secretary
of State, and thar approval is required even if the Buyer is a well known
operator of other licences. On a share deal, there is no change in the idenrity
of the operator, and strictly no approval is required from the DTI. However
Model Clause 24{2) does provide that where an approved person is no longer
competent to exercise that funetion, the Secretary of State may by notice in
wriring given to the Licensee, revoke his approval. It is possible that, as a
result of any change of control of the operator, the Secretary of Statz could
take the view that the operator is no langer competent to exercise the refevant
function. Accordingly, on a share sale, if the target company is an operator,
it would be prudent to obrain confirmation from the D'TT that the Secretary
of State would not propose to exercise his powers under Model Clause 24(2)
as a result of the change of control.

5. “Ten-on-a-Licence Rule”

If the proposed transaction will result in there being more than 10 licensees
on any particular licence, the Secretary may raise an objection to the
assignment on the grounds of the so-called “ten-on-a-licence” rule. This rule
was originally introduced in 1984, and was updated in 1950, The general
principle is that the Secrerary of State seeks to limit the number of licensees
on any licence ro 10, and while this is only a guideline as opposed to 2
binding rule, exceptions are likely to be made only in exceptional circumstances
or if good reason can be shown why it should be disregarded.

6. Change of Control Pre-Clearance

On a share deal, 5t is not strictly necessary to obtain the prior approval of
the Secretary of State 1o the transaction itsell. Model Clause 42(3) merely
provides thar the Secrerary of State may revoke the licence if, following a
change of control in the licensee the Secretary of Stare has served notice
stating that he proposes to revake the licence unless there is 2 further change
of control within a period of three months, and that further change of control
does not take place. The Secretary of State therefore has the power to revoke
any licence following a change of control, unless within three months there
is a further change of control as specifed by the Secretary of State. The
practical implicarion is thar the parties waould nermally apply to the Depart-
ment of Trade and Industry in advance of a share acquisition seeking
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confirmarion from the Sccretary of State thar it would not be his intention to
cxercise his powers under Model Clause 42(3) as a result of the proposed
change of control. While such confirmarion is not expressed to be legally
binding, it usually gives sufficient comfort to enable the Buyer 1o proceed
with the deal. It should be noted that for the purpases of Model Clause 42(3)
a change of control is defined by reference to the Income and Corporation
Taxes Act 1988 and effectively catches a change of control of one third or
tnore of the voting rights in the target company. It does not have to be 2 51
per cent change. '

7. Release of Abandonment Notice

If a notice has been served on the Scller in respect of the licence interest in

' question under section 1 of the Petroleum Act 1987, the Seller will wish o
ensure thar, having disposed of its interest, it is released from its obligations
under the section 1 notice. This is normally donc by making application to
the Department of Trade and Industry for a releasc under section 3 of the
Pertoleum Act 1987, although it should be noted that such a refease is unlikely
1o be granted until the deal has been completed and the Buyer has acquired
the interest in question. :

8. Assignments by way of Security

Finally, if the proposcd acquisition is being financed by lending secured on
the target assets, the Secretary of State’s consent will be required to any
assignment of the licence interest{s) by way of security. This will normally be
achieved through a “governmen: consent agreement” under which rhe necess-
ary consent is granted (though the Secretary of State will normally require a
further consent hefore the security can be enforced}.

The new procedures for Government approvals to interest assignments
introduced in 1994 are changes 1o administrative arrangements only. There is
no change in the criteria applied in determining whether consent ot approval
should be given. Nor do they apply to proposals [or a change of epcrator or
where the incoming company has no existing United Kingdom licence interests.
Briefly, the revised procedures invalve the submission of a request for consent
providing the following informarion:

{i} Licence No./block{s}
{ii} Outline of proposed transaction including
— name of new/withdrawing licensee
— terms of interests assignment
— exisung/revised interests of all parries
{iii) Rationale for the transaction '
{iv) Contribution of new licensee
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(v} Progress on work programme
{vi} Proposed change of operater {if relevant)
{vii} Proposed cffective date and timetable
If the proposal is acceptable, a consent Jerrer will be given, on the condition
that the Licence Assignment is in the form of the Deed approved by the

_-Secretary of Seare. This is a standard form deed which the DT expects 1o be

used unless there are good reasons for departing from it

H there is no new licensee coming in, but the existing licensees are simply
changing their respective equity shares, less information is required and again,
no draft legal documents necd be submirted. .

Finally, the execured documents are still required to be submitted to the
DTI after execution,

These new pracedures have simplified the approval process. Nevertheless,
it is important that clear and complere informacion is given to the Deparement
of Ttade and Industry. The officials who handle the approvals are invariably
helpful, but if additional or corrective informatien has to be provided it is
likely to delay the granting of the necessary clearances.

Pre-Emption Rights

There is no defined meaning of the term “pre-emption right™, but in essence
a pre-emption right is a contractual righe for cach joint venture partner o
acquite a proportionate part of the licence interest in pricrity to any third
party. The question of pre-emprion rights is dealt wich in the chapter on joint
operating agreements, and the comments in this chapter focus on their
practical and legal implications in the context of any proposed acquisition.

1, Form

Pre-emption rights vary from JOA to JOA, but they generally take one of
two {orms: cither an obligation on the Seller to offer the interest in question -
1o its partness first (f.e. a cipht of first refusal), or an obligation on the Seller
to offer to the partners the deal that has been negotiated with the Buyer.
With the right of first refusal, the uigger point requiring the Seller to offer
the interest 1o its partners may arise at an early stage (perhaps even before
the Buyer and Scller have agreed to a deal in principle}. It is therefore
important for the Seller to analyse the relevant JOAs before commencing
discussions with the Buyer, to ensure that the pre-emption rights are not
inadvertently triggered before their implications have been addressed. It is
also possible that there may be more than one set of porentially applicable
pre-emption provisions. For example, in addition to those in any refevant
JOA, they may also be contained in a unitisation agreement. In these
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circumstances the interrelationship and applicability of the provisions will
need ro be assessed.

2. Application

The application of pre-emption rights in any particular case will depend first
on the terms and structure of the deal in question, and secondly upon the
wording of the particular pre-emption provisions. Most pre-emption pro-

visions are drafted to apply to any asser deal for cash, but they may not carch’

a share deal and it may not be clear whether they catch variations on an asset
deal, for exarople a swap, If thege are pre-emption rights in the relevant joint
operating agreements, a proper analysis should be carried out with a view ro
identifying whether they apply to the proposed transaction.

3. Relevance to Deal

If the pre-emption rights do apply on the face of ir, the parties will need to
assess fivst their impottance from the Buyer's and Scller's perspective and
secondly whether there is a real risk of the partners exercising their pre-
emprion rights. The Seller may not mind whether it sells to the partners or
the proposed Buyer, provided there is a deal. However the Buyer will not
want to spend time and effort negotiating and documenting a deal with the
Seiler, only to find thar pariners pre-empt. Where there is more than one
licence interest involved it js impoteant to establish whether, in the Buyer's
¢eyes, the deal is an all or nothing deal {i.e. whether the Buyer is prepared 1o
go ahead with the rest of the deal notwithstanding that it may be pre-empted
on one or more of the assets in guestion). I, from the Buyer’s perspective, it
is an 2l or nothing deal, the Buyer and Seller will need to analyse the partner
groups to 1y to form a-view as to whether there is a realistic risk of the
parmers exercising their pre-cmption rights.

If pre-emption rights exist, and there appears w be a real risk of partness -

exercising them, the parties may wish to structure the transaction so as to
bring it outside the scope of the pre-emption provisions.

Pre-Emption Aveoidance

Depending upon the wording of any particular set of pre-emption provisions,
there may be ways in which a transaction can legitimately be structured so
as to fall cutside them. The vicw is sometimes expressed that pre-emption
rights are not worth the paper they are written on because they can always
be circumvented by anyone with a creative mind. That is not necessarily the
case, and it is perfectly possible to draft pre-emprion provisions which do not
peremir avoidance. However, for as long as pre-emption rights exist, people
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will ey to find ways acound them, and the pre-emption provisions which
have traditionally been negotiated in North Sea JOAs have wended to leave
the door open for certain types of transactions. It is therefore often possible
to bring any particular transaction owside their scope. There are a2 number
of structeres which are used:

1. Non-Cash Consideration/Indivisible Package Deal

Where the pre-emption rights entitle the partmers to match the deal done with
the Buyer, one argument commonly put forward is thar if the deal can be
structured in such a way thar the partners cannot physically march it, this
defeats the pre-emption rights. The usual examples are where the consideration
offered by the Buyer is non-cash consideration which the partmers do not
have [.g. 2n interest in another field, cquity, loan notes, etc.), and cannot
therefore match, and sccondly where the deal between the Buyer and the
Seller is structured as an indivisible package deal involving a package of
interests which cannot be split. Each particular case would depend on the
Facts of the case and the wording of the pre-emprion provision in question,
and some JOAs do now incorporate provisions specifically designed to defeat
arguments such as these.

2. Acquisition of Shares

A sale of the shares in the licence owning company may well be cffective to
transfer ownership of the assets without risk of pre-emption—most United
Kingdom JOAs do not extend the application of pre-emption rights 1o a share
sale; however it is essential nevertheless to check the specific wording in cach
case because there arc certainly some which do. '

3. Hive-UpiAffiliate Route

if the share sale route is not auracrive to the parties {and as previously.
mentioned there are a number of reasons why this may be the case), an
alternative is to look ar the “hive-up” or “affiliare” route. This involves the
Seller transferring the assets in question to an affiliated company (usually
newly formed) and the Buyer then acquiring the share capital of that affiliated
company. It is 2 more complex structure, and is examined below. :

Structuring a Hive-Up/Affiliate Transaction

Most United Kingdom JOAs permir the rransfer of a working interest 1o a
company which is an affiliace of an cxisting partner {usually subject o a
financial capability test}. Equally most United Kingdem JOAs do not extend
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the application of pre-cmption rights to a share sale. Hence it can be seen
thar at each stage of the hive-up process {i.e. the transfer to an affiliate and
the sale of shares in that affiliatc), the pre-emption provisions may not apply.
The cffectiveness of this route is entirely dependent upon the wording of the
particulzr pre-cmption provisions, and these would need to be carelully
ceviewed beeause there ate certainly some JOAs which specifically prohibit
such 2 transaction, while there are others which, while not specifically
prohibiting the transaction, contain wording which makes it difficult to carry
out effecrively. For example some JOAs, while permitting 2 transfer to an
affliate, also provide that if the Seller and the affiliate cease to be under
common contrel the assets will be retrznsferred.

Assuming the wording does not block the hive-up route, how else could
the transaction be attacked by the partners secking to pre-empt? There are
likely to be a number of possible arguments, and partners will look carefully
at the timing of any transfer to an affiliate so as ro ascertain whether it was
a true affliate at the time of the transfer:- -

(i} Undes most United Kingdom JOAs the transfer by the Seller to its
affiliated company will be permitted free of pre-emprion rights only
if the Seller 2nd the affiliated company are truc affiliates at the point
at which the assets are transferred. )

(i} The assets should therefore be transferted to the affiliated company
before any action is taken which could be said to break the group
relationship between the Seller and the affiliated company. It should
be noted that in many United Kingdom JOAs the affliate definition
is by reference to section 736 of the Companies Act 1985, and section
736{4) specifically permits beneficial ownership ro be taken intc
account in determining whether one company is affiliated with
another,

(iii) Accordingly, if, at the time the assets are transferred from the Scller
to the affiliated company, any action has been taken which changes,
or could be argued to have changed, the bencficial ownership of the
Seller or the affiliated company, there may be a risk of artack. Any
arrangement, whether binding or not and whether in writing or not,
between the Buyer and the Seller {or the affliated company) with
respect to the proposed sale of the assets or the shares in the
affiliated company will expose the parties to this risk. Cleatly the
stronger the arrangement the more likely it is that rhe transaction
can be successfully artacked,

If the hive up route is 1o be effective, the Seller must eransfer che assets to
its affiliated company before any ‘arrangement which breaks the affiliare
relationship is made with the Buyer for the acquisition of those asscts or the
shates in the affiliated company. This may present a dilemma for the Seller,
which will not wish to go to some lengths to rearrange its group structure
and to transfer assets out unless there is some cerrainty of a deal with the
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Buyer {unless the Seller has decided in any event to peckage the assets inta a
company for sale). However, obraining that certainty is likely ro jeopardise
the group relationship (and thercfore the effectiveness of the hive-up route).
Thc Seller may therefore have to take a decision as ro which is the mote
importane. It may not be possible to achicve both objectives.

Dc_pcnding on the structure of the transaction and the wording of the pee-
emption provisions, there may be other reasons why a hive-up may nert
succeed. The Texas Eastern 1989, unreported} casc indicated that the coures
are willing to go to some lengehs ro imply rerms into commercial agreements
to give cffect to what they believe was intended. )f a deal is to be legitimately
stroctured to [all outside the pre-emption provisions it must therefore truly
do so in compliance with the provisions. If it does not comply with the
provisions it will be open to artack.

Partner Consents and Approvals

if the.re ate no pre-emption rights [or no partners who wish o exercise pre-
emption rights), the consent of the joint venture partners to the assignment
of the working interests will nevertheless almost certainly need to be obtained.

JOA consent pravisions generally take one of three forms. In each case the
consent of the parmers will be required, but one or more of the following
provisions may apply:— N

{i} consent can be withheld only on grounds of financial or technical
capability; or
{ii) consenc must not be unreasonably withheld; or :
(ii}) consent can be withheld absolutely and without giving grounds,

The absohure right to withheld consent is mere commonly fosnd where the
parmners’ relationship is governed by 2 bidding agreemenr and the fult joint
operating agreement has not yet been negotiated. .

As with pre-emption rights, the parties should address the question of
comsents at an early stage and apalyse che relevant partner proups with a
view to identifying any potential problem arcas. There may be a variety of
reasons why the partners, or any onc of them, may seek 1o withhold consent:
they may not be satisfied with the proposed assignee’s financial standing, and
insist on the support of a parent company guarantee; the Buyer or Seller may
have an unconnected dispute with one of the partners; or the parmers may
see it as an opporfuniry to extract something in rerurn, and may seek to
impose conditions to their consent (for example a change to the voting
passmark).

The extent to which consents can be withheld will depend on the wording
of the particular JOA or bidding agreement, but if potential consent problems
can be anticipated in advance and dealt with ar an early stage this will save
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delay and difficulty later on, when there may be less time and more commercial
Pressure.

Pre-Sale Clean-Up

1f the corporate entity which owns the oil and gas interests is to be sold, and
the Buyet wants only those intercsts and nothing clse, ir may be necessary for
the Seller to clean up the target compary prior to the sale. That company
inay own 2 variety of other assets, and have a number of other obligations
and liabilities, in addirion to those which the Buyer wishes to acquire, and
the parties may agree that unwanted assets and liabilities will be transferred
out of the rarget company before the Buyer acquires the shares. A clezn-up
can be-a complex process and should not be undertaken lighely. It may give

‘rise to tax and legal issues which are beyond the scope of this chapter.

However, there are two issucs in this context which merit mention--furst the
practicalities involved (as they may itnpact on the timetable), and secondly
the price paid (er not paid) for the unwanted assers.

1. Practicalities

The parties will nced to identify what assets and liabilities exist, and whar
needs to be moved out, In the time that is likely to be available, it is unlikely
to be feasible to identify all the assets and il the liabilities, pasticularly
historic or contingent liabilities, In any event, it will not be possible in practice
10 strip out a number of liabilities such as those relaring to tax. The Buyer
must therefore accept that, however thorough the ¢clean-up exercise, thee may
be 1esidual liabilities-eft behind for which reliance will have to be placed on
an indemnity’ from the Seller. Having identified the principal assets and
lizbilities, the partics will nced to ascertain what is invelved in moving them
out, and this may involve obtaining chird party comsents, for example
from the DT, other partners, Jandlords, banks, employees, and thisd party
contractors. That may of itsell be a time-consuming process and may milicare
against the commercial desicability of doing the share deal in the frst place,
For that reason it is important that the pracricalities of transferring out the
assers and Jiabilities are analysed.

2. Price

It may suit both Buyer and Seller for the assets to be transferred out of the
targer company for nominal value or book value or in any event for something
less than market value, If the assers are proposed to be transferred out ac
anything less than marker value, there are a number of serious implicarions:—

(i) Financial Assistance: any transfer of assets or other transaction by
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the target company in connection with the acquisttion of its shares,
at less than market value, is likely to constitute Anancial assistance
given by that company for the acquisition of its own shares in
breach of section 151 of the Companies Act 1985. A hreach of
section 151 is a criminal offence punishable for the directors by
imprisonment. There are exemprions, and there is a whitewash
procedure for private companies, but that procedure involves obtain-
ing an auditor's report and will eake time to get in place. So it is
essential if financial assistance is an issue to address it early.

(i) Direcrors’ duties: any sale by a company of its assets at less than
market value will, on the face of it, constitute a2 breach by the
directors of that company of their duty to act at all times in the
best interests of that company. Unless the company is solvent and
its sharcholders agree ro the transaction (sce the Rolled Steel case’
the directors will be personally exposed to attack if they authonsc
such a ransaction.

(i) Unlawful Distribution: finally, even if these is no ﬁnanc:al assistance
and no breach of directors’ duties, a transfer of assets at under value
to an associated company may constitute a2n unlawful discribution
in breach of the Companies Act 1985, The Aveling Barford® case
involved a rransfer by one company to a sister subsidiary of assets
at Jess than market value, Tt was held by the court that the difference
berween the transfer price and the market value of the assets
constituted 3 distribution by the transfetring company of the amount
of thar difference, and as the transferting company did not have
distributable reserves of that amounr, the distribution was held to
be untawful and in breach of the Companies Act.

In summary: if, as part of 2 clean-up, assets arc 1o be transferred out at
anything other than market.value, there are potentially scrious implicarions
for the directors and care will need 10 be raken 1o ensure that they are not
open to attack,

Depending on its complexity, and depending on the exient to whlch reliance
needs to be placed on the co-cperation of third parties 1o give cansents, the
clean-up may involve significant work and potential delay before the deal can
be completed. The parties should therefore assess at the outset whether the
benefits to be obtained from acquiring the shares in the rarger company
outweigh the associated difficulties with cleaning it up. They may not.-

! Rolfed Steel Products Limited v. BSC (1985) 3 All ER. 52
! Aveling Barford Ltd v. Perion Ltd [1985] BCLC 626,
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Financing

If the acquisition is to be financed on a non-or limited-recourse basis which
involves creating security over the licence interests, it is likely that a pumber
of additional consents will be required and this will need to be factored into
the rimetable, The principal consents are likely to be as follows:

(i) From the Secretary of Srate, to the assignment of the relevant licence
interest by way of securiry.

(ii) From the other joint venture partners to the assignment of the
licensec’s rights under the relevant joint operating agreement—this
will. depend on the warding of the JOA, and it may permit the
creation of a fixed charge ox an assignment by way of security
without consent being required.

(i) From the counter-party to any tclevant field agreements if thete are
producing assets involved.

Obtaining the necessary consents may involve lengthy negotiation berween
the banks, the potential purchaser, the joint venrure pastics and the partics
to field agreements, and the time involved will nced 1o be facrored inso the
overall timetable for the acquisition. .

OUTLINE STEPS

Set out below is an example of the outline steps of a typical acquisition
Clearly, each deal is different, and the steps in each deal will be different, bu
any deal is likely to involve some or all of the following: _
— Seller's preparatory work—analyse JOAs, other relevant issucs, com
mercial priorities, pre-emption. :
— (Obrain consents from parners to disclosure of data (if relevant}.
— Buyer 10 execute canfidentiality undereaking.
— Initia! disclosure of information.
— Agree terms in principle.
— Finalise structure.
— Obtain clearance in principle from DTL
— Buyer's detailed duc diligence exercise.
— Negotiate Acquisition Agreement, and associated documents.
— Submit formal application for approval to DT,
— Circulate draft novations to partners/third parties {asser deal).
— Obtain formal approval from DTL
— Execute condinonal Acquisition Agreement.
— Pericd to completion
— satisfaction of conditions

THE ACQUISITION AGREEMENT

— agree fotms of novations with pareners/other third parties (asset
deall;

— obrain formal approval from DTI (f not already through}

— patiper consents/waiver of pre-emprnion;

« other third party consents;

— transfer out of unwanted assets/labilities {share deal);

— finalise financing; and

« other condition e.g. sharcholder consents.
— Completion of Acquisition Agreement, exceution of novations ete.
— Copies of relevant documents to partners, DTL

THE ACQUISITION AGREEMENT

The fitst part of this chapter focuses on the pre-acquisition issues. If the pre-
acquisition work is properly done, the negotiztion of the Acquisition Agree-
ment is likely to give rise 1o fewer issues. The basic shape and principles of
the acquisition agreement for an oil and gas deal are no different from any
ather acquisition agteement (whether asscts sale oz share sale} and this section
therefore addresses those arcas of particular relevance in the context of an oil
and gas deal.

The Target Assets
1. Share Deal

1n a share deal, the assets are the shares in the licence-owning company or
companies. They are transferred by the exccution and delivery of stock
reansfer forms.

2. Asset Deal

The assets in this case are mare complex, comprising principally the licenses
in question and the working interests under the joint operating and other
televant agreements. With producing assets, there will aiso be the rights under
the relevant field agreements. In addition, the assets will probably also
comprise data, and, in the case of any transfer of operatorship, the rights and
assets held by the Seller in his capacity as opetator. There may be other
assets, for example physical inventory of stock.

Mentifying the assers and dealing with them in the agreement should not
be comtentious, but it is critical that proper details of the licence interests, the
percentage shares and the underlying agreements should be clearly set cut in
the agresment, or in schedules to the agreement. This will avoid subsequent
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disputes as to what interests were acquited and what the underlying agreements

welt,
Price

The Acquisition Agrecment will see out clearly what the coas‘idcra:ion for_ the
deal is. Again, once the consideration is agreed, it should be neither contentious
nar difficult to set out the terms in the Acquisition Agreement, The con-
sideration is likely to consist of one or more of the following elements:~

1. Cash

This may be straight cash with no adjustments, o may involve a post-
completion adjustment for items such as stocks, physical inventory, and the
lifting position on producing asscts. If there are post-completion adp_.:stmcnts,
there are two essential elements: first, the basis upon which those adjustments
arc to be made (which may inchide applicable accounting principlq) should
be clearly stated. Sccondly, there should be a clear mechanis'n_\ and tfmc-scalc
for the parties to reach agreement on the adjustments, failing whufh t_l}etc
will be a right for either party to refer the matter to independent arbitzation.

2. Swap

This will normally involve consideration in the form of licence inerests of
the Buyer [possibly overseas assets), and may be a straight swap or .infvclvc a
cash adjustment. The advantage of a swap deal in terms of negotiating the
contract is that because both parties are wearing different hars, there may be
a muruality of interest in what are normally “Buyer’s points™ and “Seller’s

points'.
3. Other Non-Cash Assets

The consideration may consist of othee assets, such as equity or loan notes
issued by the Buyer, or a carry arrangement whereby the Buyer agrees to
carry the Seller for certain costs.

4. Deferred Consideration -

11 is possible that some ar all of the consideration will be deferred, te be paid
or satisficd at a later date. If that is the case, the Seller will be concerned o
ensure that the Acquisition Agseement sets out clearly the Buyer’s obligations
in respect of payment ar satisfaction of the deferred consideration, both as
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regards timiong and quantum, In addition, the Seller will wish to address the
possibility of the Buyer going into receivership or liquidation before the
consideration has been satisfied in full, and whether it is appropriate 1o
ncgotiate carly trigger points for specified events of defaule, and security
arrangements to protect the Sefler in the event of non-payment.

Conditions

Completion of the Acquisition Agreement may be subject ta a number of
different conditions, and there will be a period between signing and completion
in which those conditions have to be fulfilled, The length of thar period will
depend upon the nature of the conditions, bur they may involve the ¢o-
operation of third partics and accordingly be outside the control of the Buyer
and Seller. In those circumstances, the time allowed for fulfilment of the
conditions is important, While it is always open to the parties to agres to
extend the time limit, if too short a period is agreed, and intervening events
cause one party to wish to get out of the deal, a time limit that is too short
may give that party the opportunity to extend the process with the result that
the conditions are not met within the time limit and the deal falls away.
There would normally be an obligation on both parties to use reasonable
endeavours to procure fulfilment of the relevant conditions, and this may give
an action against a party who delays. .

The conditions en an acguisition of oil and gas assets are likely to consist
of one or mare of the following:— '

1. DTI Consents and Approvals

This will comprise either approval of the assignment of the licence interests
{in the case of an asser deal) or pre<clearance of the deal {in the case of a
share deal), and any other approvals applicable to the particular transaction.

2. Waiver of Pre-Emption Rights

H there are pre-emption rights in the relcvant joint operating agreements, the
Buyer and Seller may agree that, if those pre-emption rights are exercised in
respect of some, but not all, of the interests o be transferred, this will not
affect the sale of the remaming interests. Failing thar, it will be a condition
of the deal that the parties 1o the relevant joint operating agreements waive
their rights 1o pre-empt or that the period for exercising those precmption
rights has expired without any such exercise. )
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3. Partner Consents

Even if thers are no pre-cmption rights, the deal will normally need to be
conditional upon the necessary consents to the assignment of the working
inrerests having been obtained in a specific provision in the novation agreement
which transfers the rights and obligations under the relevant joinr operating
agreement from the Seller 1o the Buyer.

4. Completion of Novations

On an asser deal, completion of the transaction will normally be conditional
upon novations of all the relevant joint operating and other material agree-
meits having been completed. It is preferable for the completion of the
novations to be effected simultaneously with completion of the transaction
itself, and this can sometimes be achieved by executing the novation agree-
ments in agreed form in escrow to be held pending completion of the full
transaction, when the novation agreements will automarically be released
from escrow upon execution by the Buyer and Seller, dated and completed.

5. Clean Up

On 2 share deal, completion may be conditional upon the clean-up of
unwanted assees and liabilities having been achieved, if not in its entirery, 1o
a significant degree. ‘As this can be a complex process, and perfection is
unlikely to be achievable {certainly in any realistic timescale}, the partics may
agrec the extent to which the clean-up should be complered before the deal
goes ahead, and include provisiens for continuing to handic it following
completion. The Buyetr will, 1o the exrent that the liabilities are removed prior
to completion, rely on indemnification from the Seller.

There may be other condinons, such as shareholder approvals, bank
consents, and financing.

The Seller (in an asset deal} will also wish 1o address the question of
obtaining release from obligaricns under any notices issued by the Secretary
of Statc under Section ! of the Petroleurn Act 1987 with regard the aban-
donment of relevant insrallations. This will require discussion with the
Department of Trade and Industry and the Department of Trade and Industry
may not release the Scller until the transaction has been completed. It may
not therefore be appropriate for such release to be a condition to completion,

and vnless alternative arrangements can be agreed with the DT, it should be
a post-completion event.
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Period to Completion

If the Acquisition Agreement is subject to fulfilmene of conditions, there will
be a handover period between the signing of the Acquisition Agreement and
its completion. During that period the assets will continue to be owned and
operated by the Seller, but the Buyer will wish to ensure that rhe assets
acquired at complerion are the sathe assees as envisaged when the Acquisition
Agrcement was signed, and that nothing has been done which materially
alters those assets or the nature of the commercia) deal berween the parties,
The parties will therefore normally agree conteactual protections for the Buyer
which will ensure first that the Buyer knows what is going on and is kept
informed in relation to the assets in question, and secondly that the Seller
cannot do things which would materially prejudice the Buyer’s position in
relation to those assets. There is a balance to be struck here between including
sufficient protection to give the Buyer the necessary information and comforr,
while not 1ying the Selfer's hands so completely as o make proper and
efficient continuing operation impossible. .

The scope of the contractual obligations and the restrictions which are
placed on the Seller in respect of the period between signing and completion
will depend both upon the nature of the assets and the length of the period
up to completion, and upen the respective bargaining powers of the parties.
Clearly, the longer the period berween signing and completion, the greater
the risk for the buyer and the greater the comfort that may be required.

The principal areas in which the Buyer is likely ¢o look for protection are
as follows:—

1. Consultation

The Buyer will want to be kepe fully informed and consulted on any issues
relating to the assets, other than those which might be regarded as day 1o
day issues. Any such information and consultation will need o be in
compliance with applicable confidentiality provisions under the JOAs.

2. Ordinary Course

The Buyers is likely to require that, as a minimum, the Scller carrics an the
aperations in relation 10 the assers in the otdinary tourse of business.and in
accordance with good and prudent citfield practice.

3. Disposal/Charging

The Seller should not be pesmitted to dispose of, charge or otherwise encumber
the assers in question.
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4, Preservation of Assets

In addition to a negative covenant not to dispose of or charge the assers, the
Buyer will normally also seek a positive obligation on the Seller to take all
necessary steps to preserve and protece the licence interests,

5. Insurance

The Seller should keep in place all existing insurance policies, and it may be
prudent for the Buyer's interest to be noted on those policies.

6. Material Amendments

The Buyer will not want the Seller to agree any material amendments to any of
the joinr operating agreements, held agrecments or other relevant agreements
without the Buyer's consent—the Buyer will be inheriting these agreements
which are fundamental to the assets being acquired, and changes to them
conld marerially prejudice the Buyer™s pasition.

7. Voting

deally, the Buyer would want to cnsure that the Seller voted in accordance
wirth the Buyer’s directions ar meetings of the relevant operating committees,
but that give rise 1o problems in practice:
{i} First, such an arrangement is generally considered to constiture a
breach of Model Clause 41 and as such to require the approval of
the Department of Trade and Industry, In additien, it is likely o
requiré the approval of the partners under the relevant jeoint operating
agreement, and they may not be willing to accept that an outside
third party can be involved in their decision-making.
Secondly, the Seller will not wish 1o fnd that, if the deal falls
through, the Buyer has voted in favonr of marters at meetings of the
operating commitree which the Setler would not otherwise have vored
for. '

For these reasons, it is commonly agreed that while the Seller will consule
with and take account of the Buyer's representations in considering hew to
cast his vote, the Seller fs not obliged to vote in accordance with the Buyer’s
directions. Again, the question of confidenriality should be borne in mind,

B. Consistency with Warranties

The Buyer may seek a general underraking that in respect of the period
between signing and completion the Seller will act in a manner consistent
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with the warranties. The warranties set out the contractual assumptions upon
which the Buyer's decision to acquire the assets is based, and the Buyer should
be entitled to assume that those assumptions are true not only ar signing but
also at completion of the deal, ar least in so far as it is within the power of
the Seller to ensure that such is the case. The question of whether warrantics
should be given only ar signing or also at complerion (and if they are repeated
at completion in what form they should be repeated and whether additional
disclosure should be permirted) will be negotiated between the Buyer and
Seller. The issues to which this gives rise are commmon to all acquisitions with
a gap berween signing and completion, and arc beyond the scope of this
chaprer. It is ultimately a question as to which parry will bear what rsk
when. i
Depending on the nature of the deal, there may be other restrictions and
undertakings in respect of the period between signing and completion,

Darta

On an oil and gas deal, a particularly impertant area is the question of
transfer of data. The geological and other dara relating to the working
interests to be acquired'is a valuable asset, and the Buyer will wish to ensure
that it will acquire and be entitled to use that data after completion. There
are two principal areas which need to be addressed:—- :

1. ldentification

The Acquisition Agreement should clearly identify which data is transferred
to the Buyer and which is retained by the Seller. In many cases, this will be
clear, because certain data will relate only to a particular asser. However the
Seller may have data which has been independently obtained, and which

relates to a number of blocks some of which are included in the sale and

some of which are not. Jt may not be clear whether that data is included in

.the sale. This is a matrer for commercial negoriation, and the Buyer will wish

ro make sure that it is getting all relevant data or, if it is not, thar the
commercial terms reflect this. Equally, this Seller will not wish to find that it
has inadvertently agreed to hand over dara relevant to its ongoing operations.

2. Seismic Data

One aspect of the dara transfer which requires particular mentiop is the
question of speculative seismic data licences, In many cases, thcs.c agreements
will have been entered into by the operator on behalf of the licence group,
and the Seller itself may not be a party to them. In other cases, there may be
a separare agreement between the Seller {or licence company) and the owner
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of the data. The Sellec’s enticlement to the data licensed under those agreements
is detived from those agreements and if that data is to be passed on to the
Buyer the terms of those agreements are relevant. Many of them conrain
restrictions on the data being passed to any third parcy (and this sometimes
includes a change of control}, and many of them provide for cscalation fees
to be paid if the data is passed to a thitd parry. Ar worss, there may be
provisions for termination of the licence if there is an assignment ot change
of control, with the result that the data may have to be returned unless a
deal can be negotiated with the owner, It is worth noting that these agrecments
often do. not differentiate berween intra-group wansactions and transactions
with third patties, so thar, for example, on the hive up strucrure described
above, thete may be restrictions and/or fees which apply both on the transfer
of the assets to an affiliated company (even though it is intra-group} and
subscquently on the sale of the shares in that company. Ir is apparent that
thete may be 2 cost involved in transferring datz on the acquisition, and the
parties will need to agree between them how this should be borne.

Yiabilities and Indemnities

Whether the deal is an asser deal or a share deal, one critical area will be the
split of liabilities becween the Buyer and the Seller, and the issue of which
party is responsible for what liabiliries. The Buyer will generally wish to
acquire the assets clean, or at worst with only those liabilities which are
known and quantified and which have been taken into account in the price.
As 2 general rule, the Seller will be responsible for liabilities in respect of the
period prior 10 completion, and the Buyer will be responsible for liabilities in
respect of the period after completion {or the effective date if different), An
area of difficulty relates to liabilities which arise after completion but which
could be said to be atrributable in whole or part to activities that ok place
before completion. These may give rise to guestidns of causation, and if
possible it is preferable te iderify the potential Labilities in advance and deal
with them specifically. If the Buyer has negotiated appropriate warranties,
such contingent labilities should become apparent through the disclosure
exercise, or, if they are net and were known of before signing, may give the
Buyer a warranty claim. However, from the Buyer's point of view it is
preferable to identify the issues and deal with them on an indemnity hasis,
than 1o have 10 pursue a warranry claim through the courts.

It is important thar both parties arc clear as to who is responsible for
which liabilitics and potential liabilities, and it is important 1o bear in mind
on an asset deal chac the split of liabilities in the novation agreements with

joins venture partiters should be consistent with what is agreed berween the
principal partics.
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Warranties

The warranties on any deal serve two principal purposss. The first is to
require the Seller to disclose all relevant information against the warrantics,
so that before encering into the deal the Buyer has a full picture of the assets
and liabilities he is taking on. The second purpose is to give the Buyer a
remedy against the Seller for breach of contracr if the warranties given by the
Seller prove to be untrue and the Buyer suffers loss as a result (by having
paid too much for the assets).

The warranties set out the legal and commercial assumptions made by the
Buyer in agrecing to acquire the assets for the price agreed. In the context of
an oil and gas deal, the principles underlying the warranties are no different
from those in any other deal, but the subject matter of the warranties will be
specific to the oil and gas assets in question. The scope of the warranties will
be largely dependent on the nature of the target assets, and, eltimately, the
negotiating strength of the respective parties. However, some of the areas
which would normally be covered in the context of an oil and gas deal are
as follows:=— -

(i) Title: Fundamental to any deal is the Sellet’s title to the assets, and
its freedom to sell free from encumbrances, royaltics and other
third party rights. .

(ii} Defaults: The Buyer will wish to be assured thar the Seller has not
breached and is not in default of the relevant licences, joint
operating agrecments and field agrecments. '

i) Withdrawal, Revocation, Surrender: The Buyer will wish to know
that the Seller has not given any notice of withdrawal to the
partners in respect of its interests, that nothing has oceurred which
might cause the licence to be revoked, and that no action has been
taken by the partners to surrender the licence.

(iv) Solc Risk/Non Consent: The Buyer will want details of any sole
risk or non-consent operations (both ongoing and histeric) as these
may give tisc to different equity interests in different parts of the
block. ’

Accuracy of Information: The Buyer will seek confirmation that
the joint operating agreements and other material agreements which
underlie the assets are complese and up 1o darcin the form provided
{see page 7). The Buycr will pormally also seek to require the Seller
ta warsant that all information provided 1o the Buyer in respect of
the assets is complete and accurate and that all docvements which
alfect the Seller’s title and the interests in question have becn
disclosed. )
{vi] Assignment/Change of Control: The Buyer will want assurance
that the position with regard to assignment of material contracts
and (in the case of a share sale) change of control has been fully

—
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disdosed and that there are no restrictions on assignment or change
of control which might tigger adverse consequences for the Buyer.
(¥ii) Litigation, €t The Buyer wijl want to be satisfied that chere is no
ongoing litigation, arbitration, third party claims or dispures relat-
ing 1o the assets to be acquiring, and that there are no facrs Jikely
10 give tisc 1o such mareers.
(i) Suspmdchbandoncd Wells: If the asscts being acquired include
wells that have been suspended or abandoned, the Buyer will want
10 be sarished that the work- on those wells has been carried out
propezly, and in accardance with good 2nd prudent oilfield pracrice,
(ix} Accrued Obligations: The Buyer will want to be assured that the
Seller has performed all accrued obligations, and has discharged
all ljabilities in respect of the period prior to completion (including
the payment of alt cash calls duc). ) .
Committed Expenditure/Obligations: The Buyer will wish to ensure
thar it has been corsectly informed as to the state of the current
work programs and budgets {i.e. as to what stage of the approval
process they have reached, and whether they have been adopted),
50 that any contingent liabilities can be factored into the relevant
financial models. The Buyer will also want to be assured that there
are no binding undisclosed commitments, for example in relation
to Jong term contracts.
(xi) Others: Depending on the nature of the deal there may be many
other areas covered by the warranties, including:—
-— environmental matters;
— status of records, accounts erc;
- cmfnersliip, completencss, accuracy and transferability of tech-
mical dara;
— tax position and liabilities;
~— abandonment and security arrangements.
The W3sTanties on 3 share deal are likely 1o be more extensive than on an

asser 923t b_Er:msc the targer company comes with all historic and cutrent
auscts And Habilities.

—ar

{x

It i US“_-‘I‘ to exclude specifically any warranty or representation in respect
of res¢T¥OIr yolume or performance—these will be a marter for the Buyer's
rechnical EXpetrs to assess.

As Mentioned, the scope of che warsanties on any deal will depend on the
narure Of the assers and the negotiating strengths of the respective parties.
From lhf Buyer's peint of view, it is critical to ensure that the fundamental
a55umPIONS which underpin the Buyer's decision to a2cquire the assets ar the
price sgreed are properly reflected in the warranties, Slavish adherence o
“staedatd form wastanties™ may mean that many irrelevant areas are covered
but the MOst important assumptions are omirted. .

Einallys the warranties will be qualified by marters disclosed in the Disclosure

Lo

PRACTICAL TIPS

Letrer, and the Acguisition Agreement will normally comuain specific limi-
tations on the Seller’s liability under the warranties. These issues are common
to any acquisition agreement, and again are beyond the scope of this chapter,
but ke warranties the form and conrent of the limitations and disclosures
negotiated will ultimarely reflect the negotiaring strength of the parties.

OQutstanding Tax Affairs

On most deals there will be a need for the Buyer and the Seller to liaise and
co-operate with each other after completion in relation to the preparation,
submission and agreement of outstanding tax returns, and for this reason it
is helpful to set out in the Acquisition Agreement who is responsible for
tiandling those rerurns. On an asset dea), the Buyer stands in the Seller's shoes
for the purposes of petrolsum revenue tax, and the reliefs to which the Buyer
is entitled will depend on the Sellers expenditure position. The Buyer will
thetefore have a vested interest in ensuring that the Scller gets those returns
in promptly so that they can be agreed and the relief made available.

On a share deal, the Buyer may well be able 1o take advantage of the targer
company’s corperation rax losses, and again, the Buyer and Seller will need
to agree how the submission of the relevant returns and the agreement of the
loss position with the Inland Revenue is handled. The Seller’s corporation
1ax losses will not be available to the Buyer on an asset deal. .

1£ the Acquisition Agreement contains a eleas allecation of responsibilities
and an agreed procedure for handling the administeation of tax affairs, this
should ensure that following completion they are dealt with in the most
cffective and efficient manner. ’

"PRACTICAL TIPS

Finatly, experience shows that there are certain pracrical steps on oil and gas
acquisitions which can both facilitate the process and increase the chance of
reaching a successful clowing:

Preparation and Structure

An early assessment of the issues involved on any acquisition, such as pre-
emption, tax, financing and third party consents will ensure first that the
marceial issues are addressed and factored into the planning, and secondly
chat the best structure for the desl is settled at the outset, This should aveid
problems further down the road.
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Financing

If the deal is being financed by bank or other borrewings, the lenders will be
as concerned as the Buyer to ensure that the Acquisition Agreement and other
agreements are in an acceptable form. The negotiation of the financing should
take place alongside the ncgotiation of the main commercial documents, In
patticular, obtaining the necessary consents for the granting of sccurity may
take time, and if not started cacly will defay the deal.

Commercial Objectives

"There is always a risk on complex oil and gas deals of tax, legal and regulatory
issues overshadowing the parties’ commercial objectives. While they arc
impottant, they need to be kept in perspective, the objective should always
be to get the deal done within whatever tax, Jegal and regulatory constraints

apply.

Information

If clear, accurate and complete information is provided to the Department of
‘Frade and Industry and partners ar the earliest practicable stage, it will save
time. If information has to be changed, supplemented or clarified, this will
almost certainly cause delay.

JOA Novations

These follow a generally accepted format, and there is little point in reinventing
the wheel. It often. helps to use the form of novation which was last used for
the licence in question, as it will be a form with which the partners will be
familiar 2nd on which they will relatively recently have signed off.

Other Novations

If the deal involves a number of non-JOA novations with, for example, service
companies and coritracrors which are not familiar with the standard JOA
novation formar, it is often preferable to usc a ketter form of novation which
bas the same effect bur is more user friendly. If it is properly drafted to

achicve the necessary objecrive without being overly legalistic or complicated,
much time and effort can be saved.
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CONCLUSIONS

CONCLUSIONS

0il and gas acquisitions have to be negotiated within the framework of the
regulatory and contractua! rules under which licence interests are held. They
require a disciplined, structured approach. Legal, regulatory and commercial
hurdles can, with imagination and foresight, nearly always be overcome,
provided the issues arc identified and addressed at an early stage. For this
reason the successful negotiztion of oil and gas acquisition agrecments
rcquires, on the part of the participants and rheir advisers: a detailed
understanding of the legal, regulatory and contractual framework; an ability
to identify the critical issues and facter them into the best overall structuze;
and a determination and ability to find creative solutions to problems.
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11.
Abandonment Agreements

Mark Saunders, Partner, Nabarno Nathanson

A few years apo, operators and joint venturers of North Sea oil and gas
propertics gave relatively litle thought to what would -happen when' their
interests ceased production. That siruation has changed rapidly in_the last
few years with the passing of the Petroleum Ace 1987 and with many prloclucing
North Seca ficlds coming to the end of their economic lives. Unti! recently the
only significant facility ¢o have been abandoned was Piper Alpha.

The last year or so has seen some significant developments. By early
1995, the DTI had approved eight relatively straightforward abandonment
programmes. There have been a number of reports into abandonment 2nd a
proposed relaxation of the United Kingdom requirements. These will be
examined in more detail later. Unfortunately, a legal analysis of the Brent
Spar is beyond the scope aof this chapter. Nevertheless, a brief summary of
developments is included for the sake of completeness.

This chapter is divided into two sections. The frst section will examine
the meaning of abandenment and what rules and regulations apply primarily
in respect of North Sea platforms. The second section will outline some of
the principles and clauses found in many abandonment agreements. The
example abandonment agreement which is included is indicative only of
cettain issues which may be relevant. It could not be used for any particular
set of circumstances withour considered revision. It does not, for example,
ctintain detailed provisions on how abandonment liabilities or any liability
fund may be apportioned if a field interest is sold by a participant prior to
abandonment. The agreement 15 3iso styled a “decommissioning agreement™
for reasons given below,

PART 1

Meaning and Legal Framework

The first point to make is that, the term “abandonment” is misleading. The
word "abandonment' has connotations of the surrender of ownership rights
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or of leaving behind one’s obligations. The word preferred by the indust
and by Government is **decommissioning™. g

What Then Does Abapdonment or Decommissioning Entail?

A 1991 Housc of Commons Report (House of Comsmons Energy Committe
Fourth Report—Decommissioning of Oil and Gas Fields—Marchk 20, 199:
indicates four alternatives which could he considered when decommissionin
or “abandoning™ disused facilities.
These are:
(i) leaving the facilities in place;
{ii} partial removal and toppling of the facilities;
{iii} wholly or partially removing the facilities and then dutnping thet
in deep water; and,
(iv} wholly or partially removing the facilities and taking them on-shon
Obviously the option chosen for decommissioning will depend on 2 numbe
of factors and will atzempt 1o balance environmental, safety and cost concern:
A very useful analysis of the process required for abandonment plans can t
found in the DT] consultative document Guidance Notes for Industry-
Abandonment of Offshore Installation and Pipelines under rhe Petrolewnt An
1987—May 4, 1995,

What Could It All Cose?

In 1988 the United Xingdom Offshore Operators’ Association {"UKOOCA'
estimated that the cost of removing all offshore United Kingdom Conrinent:
Shelf (“UKCS™) facilities would range from £4.4 billion w0 £29 billio
depending on whether total or parial removal was required. Arthur Anderse
estimated that the total cost of United Kingdom abandonments was £7 billio
in their 1994 survey of the UKCS.

In 1993 a Norwegian expert {Torbjoetn Lorentzen) estitmated in a repos
commissioned by the Norwegian environment ministry that if alt the 50 ¢
so existing installations on Norway's Shelf are removed and broken up, =
fields are depleted, the total cost could reach Kr50bn {at 1993 values) ($7.3bn
This is Ke12bn more than the Norwegian Petroleum Directorate’s estimate ¢
what removal alone would cost.

Norwegian field abandonments work out as more expensive at approx
mately £70M per facility againse £30M per facilicy for the UKCS.

In addition to the platforms, over 3,500 miles of pipelines have been lai
of which approximartely 60 per cent are of 30™ diameter or greater.

There is an obvious desire to contain decommissioning costs given the sum
involved and widely differing estimates for different removal methods. Th
Government also has a major interest. Following 1993 tax changes in th
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United Kingdom, it is estimated that, in the case of PRT paying fields, 66.5
per cent of abandonment costs <an normally be expecred to fall upon the
Exchequer of taxpayers in the form of tax relicf, This Agure reduces to zbout
33 per cent in the case of non-PRT paying ficlds.

Taxation

The combined effect of royalty, Petroleum Revenue Tax {*PRT"} and
corporation Tax has historically imposed a high rate of raxation on oil and
gas tevenues. The loss of Government revenue resulring from rax reliefs
available for abandonment expenditure has been of major concern to the
Government and is likely to have a ¢ontinuing influence in determining irs
approach to cases of abandonment. o

The ol industry 15 still seeking improvements in the regime fer abandonment
tax relicfs despite a number of important changes brought about in the fast
few years. :

As a genceral rufe, abandonment costs can be offser in calculating income
for royalty purposes and can be relieved against income for the purposes of
PRT. _

The major concern for the oil industry is that {despite lobbying} payments
into abandenment trust funds are still not allowable expenses for cax purposes.

Before the 1993 Budget changes, oil companies were generally able to set
off a significant proportion of abandonment costs against their PRT bill. 1n
effect, this meant that the Government (or the taxpayers) could be paying 75
per cent of rhose costs. Under the new PRT regime {i.e. 50 per cent for
existing fields and zero for ncw felds) a far larger proportion of abandonment
costs may now have 1o be mer by the oil companies. As stated above, roughly
66.5 per cent of abandonment costs will fall on the Exchequer in respect of
PRT paying fields. The figure for non-PRT paying fields is roughly 33 per

.cent.

‘What then are Companies Operating on the UKCS Actually
Obliged to do by way of Removal Obligations?

The United Kingdom is party ro a number of international Conventions which

provide some degree of guidance in respect of domestic obligations concerning

abandonment. For 3 mote detailed analysis of International Law obligations
see “Abandonment of Encrgy Sites and Structures: Relevant Internarional
Law™: Rosalyn Higgins, Q.C., Journal of Energy & Natsiral Resowrces Law,
February 1993. '

Whart international law there is remains in conflice.

The 1958 Geneva Convention an the Continental Shelf states (in Article 5{3))
that facilities should be “entirely” removed. There is some debate on whether

27




ABANDONMENT AGREEMENTS

this requirement is of any legal effect or whether it has become obsolete by
victue of non-observance. There is a generally held view thar Arricle 5(3} doe:
not now reflect customary international law.

The United Nations Convention on the Law of the Sea ("UNCLOS”) (1982,
speaks broadly of “ensuring the safety of navigation™, and of giving proper
publicity to structures “nor entirely removed”. Note the difference in emphasis
between total and partial removal within the Geneva Convention and
UNCLOS. UNCLOS was ratified by its 60th state {Guyana)} on November 15,
1993 and so came into force on November 16, 1994,

_ Despite the United Kingdom not being 2 party to UNCLOS (it is a party
to the earlicr 1958 convention) it still believes that UNCLOS reflects customary
international law.

In 1990 the United Kingdom Government declared that removal of “aban-
doned" facilities should comply with International Maritime Crganisation
(“IMO"}) Guidelifies. Thesc stipulate the entire removal of structures in low
water {meaning less than 75 metres in depth} and weighing less than 4,000
Tonnes in air (exclusive of the deck and superstructare since these will require
removal in any event). There should be at least partial removal in deeper
waters provided that there is §5 metres of clear water above any submerged
cemains. The Government has increased this to 75 metres for the northern
part of the North Sea on grounds of safer navigation for naval submarines.
The Governmenr has, however, announced recently that this requirement will
shortly revert back to 55 metres. All installations placed on the scabed after
Tanuvary 1, 1998 standing in less than 100m of water and weighing less than
4,000 Tonnes will require total removal. Structures placed after Japuary 1,
1998 will need to be of a design such that entire abandonment or permanent
disuse is feasible. Adherence to these criteria would have meant as at March
1990 temaving 111 of the 155 fixed installations on the UKCS,

Another factor to_bear in mind when looking at decommissioning obli-
gations is that toppling an oil platform and/or disposing of it in the sea could
constitute *dumping'”. The London, Paris and Oslo Conventions on dumping
should be borne in mind in relation to the dumping on sire of offshore
instalations. The Landon and Qsle Conventions of 1972 are shortly to be
subsumed by a new OSPAR Convention. It is unlikely, however, that pipelines
would be subject to the Dumping Conventions. A permit may be required
from the relevant coastal state. Decp sea dumping is likely to be an exception
and only allowed where it is the best practicable environmental option and
consistent with international obligations.

As for Norway, many of the fixed installarions ¢n Notway's Continental
Shelf may be left in place following their uscful lives as it would be tao costly
and difficult 10 remove them. The Petroleum Act Committee of Norway
reported in June 1993 that, among other things, oil companies should
make greater use of floating production units. Generally, field operators in
Notwegian waters should submit an abandenment plan 1o the suthorities at
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least two years before the feld is due to be shut down. The Committes
recommends thae pipelines be left in place provided fishing inrerests are
protected. Norway's procedures are similar to those of the United Kingdom
with the relevant Norwegian statute being the Perroleum Act 1985, Recently,
however, the Norwegians have been discussing total removal of facilities as
the environmental debate has intensified.

The Petroleum Act 1987 {(*“The Act™)

The most important piece of domestic legislatton which has acted as a catalyst
{and was probably meant to) in the formulation of abandonment agreements
is the Petroleum Act 1987, The Act provides that the Secretary of State
for Energy {now Trade and Industry) (“the Secretary”) may call for an
“abandenment programme” from owners of an interest in a platform or 2
pipeline and may, ultimately, impose an abandonment programme if the
owners defaulr or if the Sccrerary is dissatisfied with their proposals.

A bank will not be an owner of an interest for these purposes by reason
of holding an interest in an installation or pipeline by way of security for a
loan (sections 2(1}{d) and 2{2)(b) of the Acs). ’

The abandonment programme shouvld stipulate the costs of abandonment
and the timing of operations. The Act is so drafted that the Secretary may
execute works and seek reimbursement. The Secrctary may abso call upon
any one parry to fulfil che obligations of all interested parties in a facility and
may call upon holding or subsidiary companies of that party to do likewise.
The idea of the parties being joimly and severally liable for their facilities
and for this extending broadly within groups of companies is 1o encourage
the oil companics to procure that cach of their joint ventuce partners makes
valid and binding security arrangements to protect against onc of them
defaulting or going into liquidation. Section 3 of the Act enshrines this by
mazking it clear thar if the Secretary is and continues to be satished with
abandonmenr abligarions already in place {including financial arrangements)
then he will only look to the owners of a facility (broadly the JOA or unit
partners) and not their assoctated companies. :

To provide further incentives, failure to comply with any notice given by
the Secretary is a criminal offence. Any breach of the Act by a Company can
also bring liability for its directors, secretary or managers if there is “consent”,
*“conpivance” or “neglect”. "

P:avision is also made to ensure that the owners of the installation will be
able to fund their obligations. 1f the Secrerary is not satished of this he may
by notice require the relevant person to take such action as he may specify.
This power is wide enough for the Secretary to require the owners of the
installation to enter into security agreements for abandonment.

Part 111 of the Act establishes a security zone of 300 metres around each
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imstallation. The Act makes if an offence for any vessel fo enter this safery
zone and provides that, in such event, both owner and master shall be guilty
of an offence. : .

By way of an opening shot in exercising his powers under the Act, section
I Notices have been secved on the owners of United Kingdom installations
giving preliminary notice that they should submirt an abandonment programme
by such date as may later be directed by the Seccetary. No further action has
yer been taken on this. Section 11 of the Act allows the Department of Encrgy
to promulgate tegulations for rhe zbandonment of offshore instailations. The
consensus appears to be that whilst the Department will publish guidelines,
actual regulations are unlikely to be forthcoming.

Safety Provisions

Following the Piper Alpha disaster some of the recommendations of the
Cullen Report have been given statutory effect by the Offshore Safety Act
1992, The Healch & Safery Executive now has the statutory power to carry
out a wide-ranging programme of revising and updating the existing offshore
safety regime including the functions of securing the safery, health and welfare
of persons on offshare installations or cngaged in associated pipeline work,
the safery of the installations and pipelines and their construction and
dismantling. Existing legislation on those matters may now be enforced by
the Health & Safery Execurive which has the power to enlarge or modify
those provisions by regulations made under the Health and Safery At Work,
etc., Act 1974,

Operators will now be required to submit a Safety Case for each installation
which will have to be accepred by the Health & Safety Executive. This Safety
Case will have te be formally updared for each major modification during
the life of an installation and this will include the abandonment srage.
Consequently, in developing an abandonment programme a Safety Case will
be required to be submitted 1o the Health & Safety Executive.

United Kingdom Approval Framework

Under the United Kingdom framewotk a number of approvals need to be
obtained hefore a facility can be decommissioned or abandoned. fn summary
the approvals required are as follows:
() the abandonment programme is to be approved under The Petrofeum
Act 1987; . .
(i) any abandonment of a well is to be approved under the relevant
licence governing the oil and gas field. This will be a requirement
of the Model Clauses of the relevant licence. This function is
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currently carried out by the Health and Safety Executive on behalf
of the DTT;

{iti} a Safery Case for the safc working of the abandonment will need
tc be approved under the OQffshore Installations (Safety Case)
Regulations 19925 .

{iv] confirmation will be required that the provisions of the Coast
Protection Act 1943 have been met.- These require DOT approval
as to the safety of navigation;

{v} if there is to be partial ar 1otal disposal onshore then the applicant
will need to comply with the requirements of the Environmental
Protection Act 19%0. Particular regard will need to be paid to the
“duty of care” provisions of section 34 EPA;

{vwi} if there is to be totral or partizl disposal at sea then there will need
10 be a-licence under the Food and Environment Protection Act
1985 which will require consultation with the MAFF or its Scottish
equivalent—SOAFD or, in Northern Izeland—DENI; '

{vit} in certain circomstances an authority may be required .under the
Radioactive Substances Act 1993. This will require consultation
with HMIP and HMIPE {ro become the Environment Agency and
the Scottish Environment Protection Agency).

Residual Liabilitics -

Another agez to be considered when looking ar abandonment is who s
responsible for any remains of facilities once they have been “abandoned™.
This is where the term “abandonment” is perhaps most ¢onfusing.

The general consensus is that the theoretical risk of liability on the original
JOA or unit partners for “residues™ remains even after the televant facilities
have been decommissioned. The Government feels that this risk is remote in
any event on the basis that complying with a proper abandonment programme
and cleaely marking any residues of facilities on marine charts tgiven thac
there should be a mandatory 500 metre exclusion zone) would discharge any
duty of care to potential plaintiffs, The logic here is that the master and
owner of the vessel would be negligent by being in a position {i.e. within the
exclusion zonc} to collide with the parually abandoned facilities in the hrst
place. However, the theoretical risk remains and abandonment agreements
should ako legislate for the potential of future liabiliy from debeis or
pollution foliowing decommissioning.

In Practice

The submission of an abandonment plan and the various approvals to be
sought should be through the DT1 in Aberdeen whose intention is (o operate
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as a “onc stop shop”. This means, in cHfect, that they will co-ordinate t}.lc
vatious consultations and approvals required. The relevant ﬁcld‘ operator will
discuss the plan with the DTI in Aberdecn up o three years in adv:mcc.of
actual decommissioning. The programme will provide oprians, comparative
assessments and preferences. The content of the plan will include an inventory
of what is to be decommissioned and a timetable. The abandonment plan
tust have regard to the “precautionary principle”, best available techniques,
best environmental pracrice, bealth and safety and also pay due regaid to
other users of the sea. Full derails are to be provided o the Dcpaftmcm of
Trade and Industry, Oil and Gas Division, Atholl House, 86-88 Guild Street,
Aberdeen AR 1DR (Tek 01224 254022).

The Brent Spar

An analysis of the implications of the Brent Spar episode is be’yona:i the scope
of this chapter. For further information sec “Abandonment: Headline Ne_ws":
Mark Saunders {1995} 8 OGLTR 287. Suffice it to say that political, environ-
mental and PR concerns will have greater prominenge when considering
decommissioning in the future.

PART I

Abandonment. Agreements

Historically, most early JOAs said very little about abandonment. An "a'bavn-
donment” clause in a JOA would commonly merely provide that if the parvies
decided to abandon any joint property, the opecator should try to recover
and dispose of whatever may be economically and reasonably recovered f{or
which the law requires 10 be recovered) and the nex costs of proceeds should
be debited or credited to the joint venture parties as appropriate.

The following clauses were rypical and are siill often seen:

*Disposal and Abandonment . .

1. If the Operator shall consider thar any item of the Jpint Property 1§
no longer needed or suitable for the Joint Qperations the Operatot
shall, subject to the provisions of the Accounting Procedure, dispose
of the same.

2. Tf the Participants shall decide to abandon the Joint Operations, ot
any part théreof, the Operator shall recover and endeavour to dispose
af as much of the Joint Property as may be determined can ccon-
omically and reasonably be recovered or as may be required to be
recovered under the Acus, the Licence or any uvther applicablc law,
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and the net cost or net procesds therefrom shall be charged or credited
to the Joint Account.”

Some JOAs went a lintle further than this. They provided thar the parries
would agree 2n abandonment agreement to deal, among other things, with “an
equitable sharing of liabilities between the Parricipants” and the “provision of
security therefor™. To the extent thae this is an agreement to agree it may be
of listle binding cffect. The relevant clause would commonly run as follows:

“3. Without prejudice to Clause 2 above it is agreed thar following any
proposal made te the Joint Operating Commisree for the Qperator
to prepare a development programme and budget for a banicular
discovery the Participants wil} before submission of an Annex ‘B’ to
the Department of Energy agree the terms of an Abandonment
Agreement which should, inter alia, include an equitable sharing of
liabilisies between the Participants and the praovision of security
therefor provided that in the event of failure to obrain unanimous
agreement of the Participants to the terms of such Abandoriment
Agreement the provisions of this Clause 3 shail be deemed to have
been satisfied for the purpose of enabling the submission of an
Annex ‘B’ if the Participants who have agreed the terms of such
Abandonmenr Agreement hold in aggregate a Percentage Interest not
less than thac specified in Clause (Pass Mark Clause) and’ provided
further thar in such event the Participanrs shall use all reasonable
cndeavours to obtain unanimous apteement to the terms of the
abandonment Agreement as soon as practicable after ' such sub-
mission.” ’

The recent trend is for the parties to agree a fully blown abandonment
agreement which may be contained within the JOAs or even included as an
annex to a joint bidding aprecment. Like any agreement, these will vary
according to the circumstances but certain features should be common. Please
note that the following information is indicative only. Each ficld and the
profile of its participants will require different legal golurions.

Common Features in Abandonment Agreements

The recent trend is for a separate abandonment agreement to be put in place
ot incorporated as part of the JOA, ’ .

The JOA has to be approved by the Department of Trade and Industry
and the abandonment clauses or annex contained within it are capable of
forming an approved abapdonment arrangement under section 3{2}(3) of the
Petroleum Act thus preventing associates of the JOA parties from being
required to submit an abandonment programme. Abandonment agreements
will vary according 1o the circumstances but certain features should be
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commeon. They should seek to deal with how to agree the terms and costs of
an abandonment programme and how to provide security for abandonment
cosrs.

1. The Abandonment Programme ¢ Budget

A formal procedure is needed to determine whar abandonment operations are
1o be castied out and for the costs to be budgered.

Some JOAs adopt provisions for abandonment as part of the annual budget
procedures, On this basis the operator would be authorised prios to the
financial year in which he considered that frst abandonment is likely to oceur,
1o submit to the operating committee 2 proposed abandonment programmec
budget for approval. The operator would then be required in each succeeding
year to submit an update of that programme and budgec with details of any
new costs. The annua) programme and budger would need to be approved
by the aperating committee by the stact of each year. Once approved, the
operator should be authorised to submit the abzndonment programme and
budget to the Scctetary for approval under the Act.

Since there may well be problems in all JOA parties reaching agreement
on a particular abandonment programme and budget some JOA parties might
prefer to provide for abandonment programmes and budgets to be prepared
prior to first commercial production of petrolcum from the field.

Whatever the timing atrangements in the JOA for agreeing abandonment
programmes these may be upset by a scction 1 norice under the Act. I the
Secretary requires an abandonment programme o be submitted prior to the
aperating commitiee teaching agreement, the operator may need further
powers in the JOA. The operator might have to be given avthority 1o prepate
an abandonment programme and budger and submi it to the Sccretary
without prior operating committee approval. This could be submired by the
opetator alone or by the JOA partnets on a specified pass mark vote (see
specimen Clause 3 above). Revisions could then be proposed by the JOA
patties after submission of the abandonment programme.

The JOA should provide that alt parties mnst pay theie share of costs of
the abandonment programme whether it is an approved programeme or one
imposed by the Secrctary.

2. Security for Abandonment Costs

Securiry is tightly petceived by the industry as of vital importance, The costs
of abandonment will be considerable. The concept of joint and several liability
under the A<t means that parties te a facility must be sure that sf any of their
number defavlts there will be adequate security to fund the defaulter’s
liabilities.
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The time-honoured JOA remedy of forfeiture, Le. losing your share of
revenues if you default, will probably not be appropriate here. By the Gme
abandonments is an issue the feld will probably be in decline and the
defaulter’s future revenues could well be less than its share of abandonment
costs.

So What Forms of Security Are There?

The types of secusity for abandonment costs seen in practice are:—
{i) Parent Company Guarantee.
(i} Bank Guarantee or Letter of Credit,
{iii) Performance Bond.
{iv} Trust Fund.
“The following is a very simple guide to what these terms mean.

1. Guarantee

A guarantee generatly imposes a secondaty liability to pay on the defaule of
the primary obliger. The evidence required to prove an entitlement to payment
under a guarantee varies according 1o the guarantee. The only difference
between a parent company guarantee and a bank guarantee is the strength of
the guarantor. In most cases a clearing bank’s guarantec 15 better than a
parent company’s. Certain companies do, however, have a berter credit rating
than some banks.

2. Letter of Credit/ Documentary Credit

This is a promise by a bahk of immediate or future payment against the

_presentation of documents to the bank or its agent. There ate a couple of

types of letters of credit which may be teferred to in abandonment agreements.

(i) Standby Letter of Credit

This is a form of documentary credit where the obligation to pay is enferceable
once specified documents have been presented in accordance with the terms
of the letter. The presentation of the documents within a specified time limit
is the only condition of payment by the issuing bank. A standby lerter of
credit performs the function of a guarantee and is commonly used where the
giving of a guarantee by a bank is prohibited. A lerter of credic differs from
a4 guarantee in that it is #ot contingent on the default of the primary obliger
and is usually conditional only the presentation of a written demand by the
beneficiary—i.e. it is independent of the underlying transaction.
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(i) Irrevocable Leter of Credit

Provided the document is presented to the issuing bank (by way of written

demand) within a stated rime, it is exactly that. An ireevocable standby leter
of eredit should generally be sironger for a beneficiary than a guarantec.

3. Performance Bond

Usually a performance bond will be of a first demanc} Eype i.e. mfmcyf is .
payable effectively on the beneficiary’s say-so, although icis also possible oz
the bank to require evidence that the primary pany Is in default, In this
case, this could be more onerous for the beneficiary than a guarantee. An
usnconditional performance bond {payable on demand) is as good as a standby -
letter of credic.

Summary of Terms

In practice there may be lietle difference between a and, a credit and a
guarantee. All are basically undertakings to pay; 1t 13 the degree of con-
ditionality to that undertaking which varies between them.

It is worth remembering that 5 parent company guarantee (even a Pank
guarantee) has the attendant risk that the parens {or thn.: bank} may not ieself
be good for the money. Most agreements therefore provide that any guaranter
must have 2 defined credit rating. By way of example, the abandonment
agreement may ssipulate a credit rating of “AA—or berter by Standard .&
Poors Corporation™ of an “Aa rating {whether graded 1,2 or 3 o1 otherwise
qualified} or berter by Moady's Iavestors Service Inc”.

Even if this type of provision applies, it <hould be remembered that a past
rating is no guide to the furare performance of the relevant parent company
or bank. f, as is increasingly the case, renewable letters of credit are used to
provide security, the stipulated credit rating can be made to apply on each
renewal. .

BRINDEX (British Indcpendent Oil Exploration Companies) recently con-
cluded thar (i) the payment of cash into a trust fund or (i} bank guarantees
are the only “totally secure” methods of providing security for abandonment.

As always, security arrangements are nol such good news _for ll}c smaller
companics. A parent .company guarantee requires a high credit ratng of the
patent; a standby letter of credit can cost berween 0.1 per cent and 0.5 per
cent of the security amount per annum. This leaves the abandonment trust
fund as the only viable option and even thar will swallow up valuable cash
flow.
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Timing of Secunty

One should ideally provide security for abandonment costs at the beginning
of the field’s life. Since most companies are usually not willing or far-sighted
enough to commit early to future expenditere, a practice has developed of
providing such security at a crivical or *“trigger™ point in the field’s life.

UKOOA believes that this trigger point, requiring securiry for abandonment
costs, should come into play when the "“discounted cost of abandenment
exceeds a pre-determined propertion of the discounted value of the remaining
reserves (fypically 50 per cent-75 per cent)”,

In most abandonment agreements the scourity requirement is gencrally
“triggered” when the net remaining value of the field is equal to or below
150 per cent or 135 per cent of the projected cost of abandonment.

To determine when this trigger is reached requires constant monitaring, It
also requires provision for experr determination if values cannot be agreed
berween the joint venture partners, ' X

QOnce the trigger has been reached the relevant ficld will have entered its
*run down period”” and each year thereafter the parries wili need to determine
the value of security required from them.

So How Does the Trust Fund Fit In?

JOA parties will not wish to tic up part of their cash flow by paying into a
trust fund. In addition to this, whilst tax relief is available far the costs of
maintaining guarantecs and letters of credit such relief is not available for
cash paymenis into an abandonment fund to provide for furure costs.

A typical ahandonment agreement will therefore commit the parties to
maintain adequate security-usually by way of guarantees or letrers of credit
and provide that if this security becomes inadequate or is not renewed, cash
payments will only then be made into an abandonment trust fund or such
amount as together with any ongoing securiry is equal to thar parry’s share
of the estimated costs. '

In order to provide for a regular payment basis for those JOA parties
required to pay into the sbandonment trust fund, the operartor may estimate
cach year the remaining field production and the cost of abandonment to
determine a unic cosc per barrel of production. ) :

The sbandonment agreement would typically provide that any surplus
following che completion of the abandonment programme would be held on
resulting trust and distributed pro rata according to contributions.

Since the cffect of tax will vary for cach party, calculation of field interests
and abandonment costs should be on an afrer tax basis or should disregard
tax reliefs.

Forfciture of a participant’s interest #s not considered appropriate as a
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sanction for not maintaining the required security in view of the risk that the
value of the defaulter’s interest is approaching its share of abandonment costs.
Also forfeitute js likely to be resisted by JOA partics with a smaller interest
since they could be overruled on decisions as to acceptability of their security,
It is for these reasons that the trust fund with a requirement to make cash
payments is scen as the most effective way of dealing with sccurity defaults.
Failure to make a cash call to the trust fund would have to be treated as any
other cash default under the JOA.

If a trust fund is provided for, the trust document is often contained in an
annex to the abandonment agreement. Norma) trust law comsiderations will,
apply. The purpose of the trust will necd to be defined for example “ro pay
for the costs of abandonment of Field X”. There will need to be a trustee:
{which can be a trust corporation). There should also be provisions concerning’ !
the permitted types of investments for funds paid into the trust fund. ' :

Some abandonment agreements do not go into the complexities of a trust.
fund. They merely stipulate that the secuzity for abandonment costs will be;

a guarantee or an irrevocable standby fetter of credit of the appropriate credit’
rating. Any defanlt in providing such security would then be dealr with under
the standard JOA default provisions. .

By way of illustration anly there follow some sample clause headings for
abandonment agreements. Two examples are given. The first deals with a
trust fund option, the second deals with a simpler agreement (standby lerter
of credit only). Clearly any working document would require substantial
revision to meet the particulat ciccumstances of the field and its participants.

R

Sample Clauses 1: Abandonment Agreement with Trigger .
Provisions and an Annexed Trust Fund Option :

" Definitions™ .
Dechnitions will usually be requircd of, among other things, the following:

“Abandonment™, “Acceptable Securities”, “Ner Cost” and "Net Value™,
“Qualifying Surery™ and “Trust Fund”. '

“Object”

To provide for the costs of abandonment.

“Determination of Abandonment Estimates™
Typically this will provide that the operator estimates, for example, the dare
of commencement of abandonment, the net cost {the estimate of abandonment

costs), the net value [the discounted value of future revenues) and the run-
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down period (that is the date when the trigger point has been reached). There
will need to be provision for expert determination of any disputes.

“Trust Fund"

This will state thac withine an agreed period prior 1o the run-down period
. - * *
the parties will each establish a trust fund (usually in accordance with an

annexed pro forma) to meer its share of abandonment. This share could be
calculated as follows:

c
A=B-—-
B-15-D

Where: A= the parey’s share of the portion of the net cost allocated for
the following year (i.e. the amount it actnally needs to make
available); )

B:xx the parry's share of the net cost calculated as ar the end of
the following year;

C= the party’s share of the net valuc caleulated as at the end of
the following year; and, -

D= - the amount already in the party’s trust fund less any expected

cash calls during the nexe year, plus interest on the halance,
net of rax. ’

The figure 1.5 (in the above formula) could read 1.35 or any other figure
depending on the agreed “trigger”. In the above formula you kave an agreed
“trigger” ratio of two-thitds of net value to net cost. :

The above formula may be reduced to a cost per barrel for the next year
such amount to be cash called monthly and to be paid into the relevant trust
fund. If the operating committee determines that security is insufficicnt or
that there will be a shorr-fall then further cash calls will be required,

“Alternative Security”

This will detail acceptable alternatives to the trust fund (with the trust fund
1o become effective if these alternatives are no longer appropriate or they
become insufficient). M an alternative security is in place then this could
constitute item "D in the equation above. This clause will alse deal with
the formalities of various securities; for example, board approval should there
be a parent company guarantee and/or lawyers' opinions of the competency
of any company to give its guarantee,
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“Default™

This will specify that in the event of non-payment of 2 cash call or a party™s
sceurity becoming insufficient and not being remedied within a short period,
then the operator can take steps o enforee any security.

“Payments”

This will regulate how cash calls should be made and where they should be
made from. This may well be pursuant to agreed pro forma notices which
will also be annexed to the abandonment agreetnent. '

"Ass:'gmﬁenr and Withdrawal”

This will deal with the formalitics where one of the parties to the facilitics
transfers or otherwise disposes of its interest. There may, for example, be a
corresponding transfer of a shaze of any abandonment fund or an extinguishing
of part or all of an exiting guarantee. This could lead to complex estimations
of share of fund against share of liabiliry involving the type of issues commonly
encountered when valuing pension funds in corporate or assct disposals.

Appendices to the Abandonment Agreement

Could be as follows:

1. Trust Deed

This will commonly detail the purpose of the trust and state that monics will
be paid to the trustce. There will be details on how monics are to be held
and invested—"Acceptable Securities”. There will also be standard trust law
provisions—for example, that the rrustee can charge [ces, take professional
advice, excrcisc its absolute discretion and be indemnified for its liabilities
and expenses. :

2. Bond
A pro forma bond providing, for example, 3 maturity date and the issuer’s
liability amount. There may also be pro forma letters of demand in.respect

of the bond.
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3. Letter of Credit

There may be alternatives given depending on whether there is one bank or
a syndicate of banks providing this. In the latrer case, percentage obligations
may be stipulared. In cach case, the bank will agree to pay a {capped) amount
iff a demand notice is served (commonly in the form of zn annexed pro
orma).

Sample Clauses 2: “Simpler™ Abandonment Agrccment
providing Standby Letter of Credit only as Security—No Trust
Fund :

4K ¥ 1]
The “simpler’ form agreement would not require sample appendices.

“Definitions™

“‘Abandonment Costs”, “Abandonment Plan"—to be revised from time 10
time as the Department of Trade and Industry or the law requires, “Defaulring
Party”’—({defined in accordance with the underlying JOA) ' Joint Facilities™,
“Security”—an irrevocable standby letter of credit: to be issued by a “guali-

fying™ bank to the “Sccurity Holder” (usually the operatar} and to be issued
annually for a minimum ene-yvear period.

“Introduction and Changes in Legislation”

Each party agrecs 1o provide security for its share of abandonynent costs
paying regard to changes in law and taxation frem time to time.

“Scope”

To provide for the abandonment costs of tield X.

“Abandonment Plan"

This will provide that the operator will prepare an Abandonmemt Plan. This
will be revised annually and deal, among other things, with a genlogical/
reservoir review ol the relevant Block(s}, the formulation of an abandonment
trigger date and updated Abandonment Costs. This plan shall be agreed by
the operating committee. '
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“Abandonment Costs”
This will provide that the Abandonment Costs {and the costs of the Aban-
donment Plan) shall be borne by the parties according to their JOA Percentage

Interests. This clause may stipulate the operator’s estimate of Abandoniment
Costs (which the parties agree} shall be updated annually. '

“Provision of Security”

Each parry will provide Security for its sharc of Abandonment Costs on
execution of the Agreement and no less than 14 days before each anniversasy.

“Security Holder”

will provide thar the operator holds the securirics {with the operator’s seeurity
to be held by the party with the next largest Percentage Interest). Any default
will entitle the Security Holder 1o call on the Security. Defaule could mean
defaulr in providing the Security or in paving an abandonment cash call. There
will be provisions dealing with placing monies on deposit and accounting back
to the defaulting party for any surplus monies remaining.

“Change in Rating”
This will provide for substitute Security if any bank issuing Security should

fall below the stipulated rating.

—

“Default”

Any default (to the extent not sarisfied by Security) shall be dealt with as
would a JOA default.

“New Entrants/Further Development”

Mercly a declaratory statement thar the Agreement will be reviewed if the
Licence Parties change of if the field life is extended.
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Miscellaneous Clauses

"' Assignment”

Not 10 be permitted save pursuant 1o the JOA,
“Operating Committee Decisions”

To be pursnant to the JOA *‘pass mark™.
“Conflict”

This Agreement to prevail over the JOA.
“Applicable Law”

Dealing with governing law and (possibly) submission to jurisdiction.
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