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PITFALLS IN THE CURRENT SHELF JOA

I. 
Introduction

The AAPL is nearing completion of a new model form operating agreement intended for use on the outer continental shelf, which will be known as the AAPL Model  Form 710-2002 (“New Shelf Form”).  The New Shelf Form improves upon previous versions in many respects. Among the most significant improvements are those related to construction and use of platforms and facilities.  This paper will inventory the prior shelf model forms, highlight new provisions and examine a number of facilities issues and their resolution under the various model forms.


The first model form of offshore operating agreement was published by the American Petroleum Institute in 1984 as the API Model Form 5UO5( “1984 API form”).  Over the next twelve years almost all offshore operating agreements drew from and were modeled upon the API form.  So frequently were particular provisions revised, that the use of a modified form became the norm over the published model form language.  Recognizing the need to update the form, and after several years effort, the API published its Model Form 5UO5 Second Edition, July 1996.  In 1997 through the efforts of the AAPL Forms Committee, the AAPL obtained the exclusive rights to that Agreement from the API, and renamed it the Model Form of Offshore Operating Agreement, AAPL Model  Form 710-1998.( “AAPL form”).  Although the AAPL form is the current shelf JOA, it was only briefly published by the API, and has not been published by the AAPL.  As a result it has not been widely and effectively utilized.  During this same time period the AAPL was working toward the first Model Form of Deepwater Operating Agreement, the AAPL-810 (2000)(“Deepwater form”).  The experience (and battle scars) gained during the work on the Deepwater form led the AAPL to revise and update the shelf agreement so as to incorporate all of the best new concepts of the deepwater agreement that were appropriate in the shallower environment of the shelf.  What is about to emerge is a shelf agreement that is far more capable of dealing with current practices regarding the use of platforms and facilities.


The New Shelf Form is not yet complete thus the comments made herein may not be pertinent  to the final agreement.  Further, the opinions stated herein are those of the author and do not represent those of the AAPL.  The purpose of this discussion is to provoke thought about resolution of these various issues under existing agreements and potential solutions.


If you keep up with the news about oil and gas activity in the Gulf of Mexico, you may have noticed more and more of the reported field development activity has to do with facilities and platform use and construction.  There has been a trend by which operators are specifically designing development structures with sufficient excess capacity to handle future third party production.
 Who can construct such facilities under the applicable JOA?  What are the options of a non-operator who does not want to be in the business of processing third party production? Can there be non-consent facilities?  If so, and a non-participant in facilities fails to construct its own take-in-kind facilities, what is the result?  Who can utilize excess capacity and at what cost? Can a party sell or lease a portion of “its” interest in the platform to a third party for handling off-lease production?  Who is entitled to proceeds derived from third party use of a platform and facilities?


The other side of the coin is an operator planning to develop a field by way of a subsea completion and tie back to an offsite host facility.  Does the JOA apply to facilities located off of the lease?  What if the available offsite capacity is limited?  Is a non-operator entitled to some share of the capacity?  At what cost?


These are but a few of the issues that arise in contemplation of third party use of facilities and platforms.  What follows is an examination of how some of these hypothetical situations would be resolved by agreements now in use, and alternative solutions presented by the New Shelf Form. 

II. 
Offshore Operating Agreements and Facilities Issues.

A. 
Can There Be Non-Consent Facilities?

Let’s begin with what should be a simple issue.  Suppose a party does not want to participate in the construction of certain proposed facilities.  What is the consequence?


 The answer seems relatively simple under the 1984 API form. Article 13 provides that any party may propose the installation of facilities, and that the affirmative vote of ___ or more parties having a combined participating interest of ___ percent or more in the wells to be served shall constitute approval which shall be binding on all owners of the wells to be served.  It goes on to state that nothing thereunder shall limit a party’s rights under Section 22.1 (Facilities to Take in Kind).


It would appear that if the approval threshold is met, then all parties are bound to participate in the facilities.  The contrary view is that a proposal to construct a stand alone facility is simply a development operation subject to the proposal and election mechanism in Article 11 (Development Operations).  As such, if fewer than all but X or more parties having a combined interest of X percent or more elect to participate in the facilities, the operator shall conduct the operation pursuant to Article 12 (Non-Consent Operations).


It can certainly be argued that if there were intended to be non-consent facilities under the 1984 API form there would be specific provisions for the relinquishment or forfeiture of an interest in an income stream and an associated recoupment mechanism and penalty.  There are no such provisions applicable to facilities under this agreement. Instead Article 12 provides that upon commencement of a non-consent operation each non-participating party’s interest and leasehold operating rights in the non-consent operation and title to production therefrom shall be owned by the participants for as long as production is being obtained or until recoupment occurs. The 1984 API form is premised with very narrow exceptions, upon non-consent operations being intended to produce income through oil and gas production, and a relinquishment of that potential income stream until the costs and a penalty are recouped.  Because there is no provision for relinquishment of an interest in any income stream as regards facilities, there can be no recoupment.  It must be noted also that, with respect to non-consent wells, Article 12.2.1(b) provides that the penalty shall include X percent of the non-participant’s share of the cost of facilities necessary to carry out the operation.  The only clear non-consent operation under the 1984 API form not intended to be an independent income source is the construction of a platform.  Article 12.4 (Operations from Non-Consent Platforms) provides that “A Party which did not originally participate in a platform shall be a Non-participating Party as to all operations from such platform and shall be subject to the provisions of Section 12.2 Reversion shall occur only after the original Participating Parties have recouped the sums set forth in Section 12.2.1 for the Platform and the Non-consent Operations thereon.”  The absence of such provisions as regards facilities supports the conclusion that there can be no non-consent facilities. In recognition of this issue, several companies had modified the model form language to specifically provide for relinquishment and recoupment relative to facilities.


The situation is even less clear under the current shelf JOA, the AAPL form.  Article 13 (Facilities and Maintenance) of the AAPL form no longer applies to the installation of facilities but instead is limited to the modification, expansion, upgrade, or replacement of existing facilities.  Like its predecessor, the AAPL form provides that with respect to such facilities, if the approval threshold is met, all owners of the wells to be served are bound.  So what governs installation of facilities?  Article 11 (Development Operations) and Article 12 (Non-Consent Operations)?  If a party elects not to participate in proposed facilities out of what production do the participants recoup the costs?  There is no forfeiture or relinquishment applicable to facilities, unlike platforms.  It must be said, however that references in Articles 12.2.2 (Non-Production Reversion) and 13.2 (Ownership) contemplate facilities in which less than all parties participate, but that could be a reference to a party’s own take in kind facilities, or those facilities necessary to carry out the drilling of a non-consent well and getting it on production.  Finally, the API committee notes indicate that the concept of non-consent facilities was considered but not adopted.


The New Shelf Form will avoid all of this confusion by providing three alternative provisions in Articles12.1 and 12.2 dealing with the approval for facilities.  The first alternative requires unanimous approval for the fabrication and installation of a platform and/or facilities. The second requires the vote of X or more parties having a combined working interest of X percent or more, and approval binds all parties.  The third alternative provides for non-consent facilities and Article 13.7 has expanded the concept of relinquishment applicable to a non-consent platform to include non-consent facilities and provides for relinquishment by a non-consenting party of its interest in all production handled by the facilities.  The parties will thus have to face these issues in the completion of the New Shelf Form.


B. 
Take in Kind Facilities

What if a party does not want to participate in the proposed facilities, and instead wishes to construct its own facilities to take in kind?  Under the 1984 API Form, so long as the proposed facilities receive the vote of sufficient parties owning sufficient interest, it can be argued that the party wishing to avoid the proposed facilities will be forced to bear its share of the cost of the joint account facilities, but would then be free to construct its own facilities to take in kind.  If this is the result, it is difficult to imagine a factual circumstance that would justify a party actually constructing its own facilities to take its production in kind if it had to pay its share of the joint account facilities anyway.


Because Article13.1 in the AAPL form does not apply to installation of facilities, there is no basis to argue that approval of facilities installation binds all parties.  Thus, presumably a party who elects not to participate in proposed facilities, and instead plans to construct its own facilities to take in kind under Article 22.1, does not bear any of the facilities costs.  What if that party never constructs its own facilities?  With respect to gas production that party would be in an underproduced position under the balancing agreement.  But what about the facilities cost?  Does your balancing agreement foresee this situation?  What about oil production?  Will the non-participant get the advantage of the facilities without cost?  The AAPL form does not address these issues.


The New Shelf Form provides a mechanism that will produce the result intended.  If Alternative 2 (vote binds all) or Alternative 3 (non-consent facilities) for approval of facilities is selected, then options are provided to produce the result either that a party constructing its own take in kind facilities is or is not also liable for the joint account facilities directly or through non-consent recoupment.  The New Shelf Form also addresses a party failing to construct its own take in kind facilities after electing not to participate in proposed facilities.  Article 12.4  provides as follows:


12.4
Rights to Take in Kind.  Nothing in this Article 12 shall act to limit a Party’s rights under Article 23.1 (Take-in-Kind Facilities), or to otherwise separately dispose of its share of Hydrocarbon production.  If a Party elects (a) not to participate in an approved Processing Facilities proposal and (b) to separately dispose of its share of Hydrocarbon production (the “Separately Disposing Party”), the Separately Disposing Party 


(
Select this box if option 2 chosen above for Articles 12.1 and 12.2

 
shall not be bound to an approved Processing Facilities proposal and forced to participate in the approved Processing Facilities proposal, but 


(
Select this box if option 3 chosen above for Articles 12.1 and 12.2
shall not be subject to the provisions of Article 13.2.1.(c) but 

must provide proof to the Participating Parties in the approved Processing Facilities proposal, within _____ (__) days from the last applicable response date to the Processing Facilities proposal that it has begun disposing (i.e. the actual “flowing”) its own share of Hydrocarbon production.  If a Separately Disposing Party fails to provide such proof by that deadline, it must immediately (i)  utilize the Processing Facilities for its share of Hydrocarbon production, (ii)  pay to the Participating Parties in the approved Processing Facilities proposal, in proportion to their ownership percentages in the Processing Facilities, a sum equal to _____ percent (__%) of the Separately Disposing Party’s share of the costs and expense of the Processing Facilities, and (iii)  assume its share of the risks and liabilities associated with the construction and ownership of the Processing Facilities as of the date of commencement of the operations to construct same.


Another take in kind issue under the 1984 API Form and the AAPL Form is whether a party’s facilities to take in kind can be used to handle production from outside the leases described on Exhibit A.  It seems absurd that a party could construct facilities intended to handle off lease production under the guise of the take in kind provision, but I have heard experts testify that the 1984 API Form gives a party the right to construct its own separate facilities on the platform for off lease gas sales and marketing.  The AAPL Form seems to avoid this problem by way of language added to Article13.2, which provides that “[n]o Facilities... shall be constructed on the Lease to serve operations off the lease, unless agreed by all Parties”.  In the New Shelf Form Article 2.36, Articles 12.4 above and 22.1 resolve this issue.  Article 2.36 (Take-in-Kind Facilities) defines the term as follows:  “Facilities which (i) are not paid for by the Joint Account and (ii) are installed for the benefit and use of a particular Party or Parties to take its or their share of Hydrocarbon production in kind.”  Articles 12.4 and 2.21 also restrict such facilities to those for Hydrocarbon production.  Hydrocarbon is defined in Article 2.13 as “oil and/or gas and associated liquid and gaseous by-products (except helium) which may be produced from a wellbore located on the lease”, thus take in kind facilities are limited to such use.


C. 
Off Lease or Third Party Production

The 1984 API Form does not clearly address the recent trend of facilities being constructed for the purpose of handling off lease or third party production.  It defines Facilities as “all lease equipment beyond the wellhead connections acquired pursuant to this Agreement”. Again, the clear implication is that to be lease equipment and acquired pursuant to this agreement facilities would have to be intended to serve lease production.  There is however no clear prohibition in the agreement to a proposal to construct facilities for the handling of third party production.  Article 13.2 in the AAPL Form quoted above resolves this issue as regards the construction of facilities; if intended to serve operations off of the lease, construction of such facilities requires unanimous consent.


But what about issues other than the construction of facilities?  Suppose that lease production has declined to such an extent that there is now excess capacity in the existing facilities or excess platform space.  Who can use it and for what purposes?  Neither the 1984 API Form nor the AAPL Form deal with these issues. 


Although not without some doubt, it seems as though the custom and practice in the industry is that if a use of joint account facilities or a platform are not specifically addressed by the JOA, the operator will seek to obtain the consent of all parties.  Parties have, however, taken the position that they own some portion of the excess platform space and facilities capacity and have the right to use it as they see fit.  Operators have purported to sell or lease a portion of their undivided interest in a platform to third parties for the handling of off-lease production, and those same operators have contended that they are entitled to one hundred percent of the proceeds derived from such use.  How can they take that position?  They would argue that neither the 1984 API form nor the AAPL Form expressly prohibit a party from using the platform or facilities to serve operations off of the lease.  They contend that the agreements were not intended to limit a party’s right to use the platform for its own account and at its own cost and expense, and that it can construct facilities for its own account to serve off lease production.


As with the non-consent issue discussed above, the New Shelf Form requires that the parties consider these issues in completing the model form.  Two alternatives are provided in the current draft of Article12.3 as follows: 

Appropriate provisions should be selected from the following alternatives:

(Check One Alternative:) 


12.3
Ownership and Use of the Platform and Processing Facilities.  

__  Alternative No. 1: 


Each Participating Party in the Processing Facilities owns its Working Interest share of excess capacity of the Processing Facilities and the excess weight, space and buoyancy of the Platform, and it has the right to use its Working Interest share of the excess capacity, weight, space and buoyancy for hydrocarbon production from outside the Lease at its sole discretion and for its sole account.  It need not obtain any type of approval from the other Participating Parties in the Processing Facilities or Platform in order to utilize its Working Interest share of the excess capacity, weight, space and buoyancy, nor must it pay the other Participating Parties in the Processing Facilities or Platform a fee to utilize its Working Interest share of the excess capacity, weight, space and buoyancy, nor must it share any of the fees it derives from the utilization of its Working Interest share of the excess capacity, weight, space and buoyancy with the other Participating Parties in the Processing Facilities or Platform. All hydrocarbon production from outside the Lease which exceeds the volumes that a Party’s Working Interest Share of excess capacity can handle (Additional Volumes), shall not be processed unless a “Facilities Use and Production Handling Agreement” is agreed to by the owners of the additional excess capacity required to handle the Additional Volumes.


____Alternative No. 2: 


The Participating Parties in the Processing Facilities own all of the excess capacity of the Processing Facilities and the excess weight, space and buoyancy of the Platform, and each Participating Parties in the Processing Facilities does not have the right to use its Working Interest share of the excess capacity, weight, space and buoyancy for hydrocarbon production from outside the Lease at its sole discretion and for its sole account.  Each Participating Party in the Processing Facilities or Platform must obtain the unanimous approval of the other Participating Parties in the Processing Facilities or Platform in order to utilize any portion of the excess capacity, weight, space and buoyancy.  It must negotiate the payment of a fee with the Participating Parties in the Processing Facilities or Platform in order to utilize any portion of the excess capacity, weight, space and buoyancy.  Each of the Participating Parties in the Processing Facilities or Platform shall receive its Working Interest share of all fees derived from the utilization of the excess capacity, weight, space and buoyancy.  All hydrocarbon production from outside the Lease shall be processed under a “Facilities Use and Production Handling Agreement” unanimously agreed to by the Participating Parties in the Processing Facilities.


Under the first option each party can separately deal with its share of excess capacity for handling off lease production, but must obtain all owners’ consent to use in excess of its share of such capacity. Limited to a party’s share of excess capacity, the agreement is clear that there is no fee for such use and that the party using its excess capacity is entitled to keep any proceeds derived from such use. 


Under the second alternative, all parties must agree to the use of excess capacity for off lease production, and a unanimously approved Facilities Use and Production Handling Agreement must be in place.


D. 
Offsite Host Facilities

The reason that there is such a market for handling of off lease production is that more discoveries are being developed by use of offsite facilities.  In some cases, lack of infrastructure compels use of offsite facilities.  Other parties are looking specifically to develop “deep shelf” prospects, knowing that the expected reserves will not justify stand alone facilities, and that offsite host facilities will be necessary to develop the property.


None of the existing shelf agreements are intended to address such issues. In fact, the 1984 API Form arguably does not have any application or effect outside the leases described on exhibit A thereto.  The AAPL Form, in the Article 2.11 definition of Facilities provides an option as follows: 

2.11
Facilities. Lease equipment beyond the wellhead connections acquired under this Agreement. The term “Facilities” shall/shall not include pipelines used to transport hydrocarbons or produced water to shore or to Platforms or pipeline interconnections located on lands or leases other than those identified in Exhibit “A.”

That deals only with the pipeline, and does not extend the application of the agreement to offsite facilities.  Neither of the existing agreements are adequate if offsite host facilities are to be used. 


The New Shelf Agreement defines Offsite Host Facilities in Article 2.25 as follows: 

2.25  Offsite Host Facilities:  Processing and handling facilities that are (a) located off the Lease and (b) either owned by one or more third parties or by one or more Participating Parties in a well, whose interests in the processing and handling facilities differ from their respective Working Interest shares in the well.

Note that whether or not there is any common ownership, off lease facilities qualify under this definition.


The use of offsite host facilities is governed by Article 12.6 which provides as follows:

12.6
Third Party Facilities.  In the event that two or more Parties with more than ______ percent  (__%) of the Participating Interest in Hydrocarbon production agree that Hydrocarbon production can most effectively be processed and handled by a third party facility, the Operator, on behalf of the Participating Parties, shall use reasonable efforts to secure a formal "Facilities Use and Production Handling Agreement" from the owners of the Offsite Host Facilities.  However, any access secured by the Operator in a Facilities Use and Production Handling Agreement to an Offsite Host Facilities shall be shared proportionately by the Participating Parties on the basis of their Participating Interest Share in the Hydrocarbon production to be processed by the Offsite Host Facilities.  This Article 12.6 shall not constitute a limit on a Party's right to install its own Take-in-Kind Facilities under Article 23.1 (Take-in-Kind Facilities).


Note that the Operator is obligated to use reasonable efforts to secure a formal agreement to utilize capacity in an offsite host facility, and that any access secured shall be shared by the parties.


E.
Other Facility Issues.

The New Shelf Agreement distinguishes between Completion Equipment and Processing Facilities in the following definitions:

2.5 Completion Equipment.  That certain equipment on an Exploratory Well or a Development Well that is required to be installed prior to the movement of a well-completion rig off the Lease 


(a) under 30 CFR  250.502, or any succeeding order or regulation issued        by an appropriate governmental authority, up to and including the tree and 




(b)  by any other regulatory agency, including, but  not limited to, a caisson and navigational aids.


2.15  Processing Facilities.  Production equipment other than Completion Equipment that is installed on or outside the Lease in order to handle or process Hydrocarbon production.  Processing Facilities include, but are not limited to, 



(A)
injection and disposal wells and 



(B)
the flowlines, gathering lines or lateral lines that 




(1)
deliver Hydrocarbons and water from 






(a)
the Completion Equipment to 







(i)
the Platform and/or Processing Facilities or


      




(ii)
Offsite Host Facilities; or 






(b)
the Platform to Export Pipelines and 



(2)
are paid for by the Joint Account.




Processing Facilities exclude (1) Platforms, (2) Export Pipelines, and (3) Take-in 


Kind Facilities.

The intent is to distinguish between that equipment integral to the well and other facilities.

III. 
Other changes in the New Shelf Form


Many other provisions in the AAPL Form are revised in the New Shelf Form.  Many of the revisions borrow from the Deepwater Model form, and others were required because of changes discussed above. 



Article 4 (Operator), 15 (Withdrawal), 18 (Insurance and Bonds), 19 (Liability, Claims and Lawsuits), 25 (Force Majeure), 26 (Successors, Assigns and Preferential Rights), 27 (Administrative Provisions) are almost totally new and are improvements upon concepts contained in the Deepwater Agreement.

IV. 
Conclusion


The New Shelf Agreement should be completed and circulated for industry comment by the date of this seminar.  The goal of the committee is to have the agreement finalized for approval at the AAPL 48th Annual Meeting and Conference in June.



The New Shelf Form goes a long way toward forcing parties to confront the various facilities issues that arise.  The result should be the avoidance of unintended consequences and resulting disputes.  Please feel free to call me to discuss any of these issues.

�  ODS-Petrodata Group, Gulf of Mexico Newsletter, Vol. 16, No. 11, Dec. 24, 2001.






