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1.
Introduction
1.1
At its "Awayday" in March, PILOT agreed to set up the Progressing Partnership Workgroup (PPWG) to address commercial barriers to UKCS development.  PPWG has established two groups (Contractors and Operators). This report summarises the findings and recommendations of the Operators Group of PPWG (PPWG (O)).

1.2
The PPWG (O) was tasked with identifying all commercial barriers to development that exist in today's mature UKCS and to:

i.
consider the degree to which they do or could negatively impact on UKCS development activity;

ii.
assess their causes;

iii.
develop options for removing or limiting them; and 

iv.
recommend an appropriate way forward.

2.
Progress
2.1
The PPWG (O) has identified and addressed seven main topics:

· Licence Holding.  A more active exchange of licenses to stimulate continued development and exploration activity.

· Code of Practice on improving commercial effectiveness.

· Pre-emption rights under Joint Operating Agreements.

· Decommissioning Provisions. Transfer of decommissioning liabilities.

· Other Barriers to licence trading including the availability of technical data.

· Standardisation of Agreements.

· Access to Infrastructure 

2.2
In addition the group has considered Geographic Best Practice from four locations:

· Gulf of Mexico

· Australia (Licensing)

· Canada

· Norway

3.
Licence Holding
3.1 Background

3.1.1
PPWG (O) has examined the structure and operation of the current UKCS licensing regime to identify whether there are peculiarities in its design or operation that act to limit or delay, rather than promote and accelerate, successful drilling and production activity. The group looked at the practice in the UKCS and at  comparable provinces in  Norway, the Gulf of Mexico and Canada. 

3.1.2
The key finding of this examination is that the standard UKCS approach of long licence terms and low annual rentals combined with  both limited relinquishment  and  limited activity obligations provides an environment where there is too little pressure on licensees to deliver value from their licences. Under these conditions, misalignments between co-licensees, decisions on  marginal or high risk economic activities, divestment   or other, behavioural, barriers can be repeatedly deferred and remain unresolved, potentially indefinitely.  In the view of the group, an increase in the pressure on the licence holders to face up to these issues would lead to activity in a substantial number of fallow blocks and discoveries of which there were 247 and 250 respectively as of June 200. A DTI review of the causes of “fallowness” indicated that perhaps half could be stimulated into activity (whether by current licensees or by a change in ownership) if the licensees were pressed to decide whether to invest or divest. The group also saw the increased liquidity and activity in the market for licence interests as a substantial benefit  in itself as it is key to improving the attractiveness of the UKCS to new and smaller players, thereby attracting additional investment and building on the diversity of skills to the benefit of all.   

3.1.3
Three work streams were established to find mechanisms to achieve these benefits: the first to find an approach to future licences (20th and subsequent rounds), the second and third to improve performance in existing licences, specifically on  fallow blocks and fallow discoveries. The first and second task was  assigned to the Simulating Exploration workgroup (with UKOOA Exploration Managers) and the  third to a sub-group of the PPWG(O).

3.2
Conclusions and Recommendations

3.2.1
Future Licences

3.2.1.1
The four factors that  can contribute to stagnation within a licence are:  long initial and second terms ( total 18 years in existing licences); a lack of  work obligations beyond the initial term (currently 6 years); low licence rentals; and limited obligations to relinquish portions of the licence ( at most a requirement to relinquish 50% of the licence after 6 years). This last factor is compounded by the relatively large areas licensed- typically 250 km2 .

3.2.1.2
Of the four factors the first and fourth - duration of the initial and second term and the weak relinquishment obligations - were seen as key. Extensive consultation with the exploration community has been undertaken to establish the period of initial and second term that could reasonably be needed to explore and move to development  any discoveries. The great majority of the exploration community see an initial term of four years as sufficient to complete the first round of seismic and drilling activity and that a second term of  four years would be sufficient to bring discoveries to development and establish and test any  further prospectivity in the licence. A relinquishment of 50% of the licence at the end of the first term  followed by relinquishment at the end of the second term of those remaining parts of the licence for which there were no approved development plans is seen as an appropriate complement to these terms. In the light of the reduced time scales proposed and the vagaries of the UKCS and its geology, some discretion retained by DTI to be used in exceptional cases to ensure that these terms did not act perversely is appropriate. These terms, while appropriate for the licensing of the majority of the UKCS, may not be best suited for frontier areas where it is likely to take longer to explore for and develop fields.

3.2.1.3
The group also considered whether a change to the licence rentals was desirable. In the light of the scale of many of the future exploration and development projects it is considered counter productive to increase the licence rental fees by the substantial amounts that would be needed to change behaviours to the degree required: it is feared that such increases would deter many from applying for licences at all and would reduce the funding for exploration and development activity.  

3.2.2
Recommendation

3.2.2.1
Future licences for non-frontier blocks should take the form of  4-4-18 years with 50 % relinquishment after the first term and relinquishment of all areas without a firm development plan  at the end of the second term.

3.2.3
Fallow Blocks
3.2.3.1
The group considered three approaches to fallow blocks: retrospective changes to the licences to shorten the term or increase the annual rentals; a voluntary process to, in effect, shorten the term or a more rigorous application of the those existing licensing powers that are already  included in all licences  to ensure the exploration of viable oil and gas prospects.

3.2.3.2
The first of these, retrospective changes to the licences, was viewed as disproportionate given the willingness of the exploration community to address the issue and the existing, but as yet untested, licensing  powers to the same end. Voluntary efforts alone were however viewed as unlikely to achieve a long-term solution: a voluntary scheme was already effectively in place and had failed to fully galvanize activity. Equally, the raw use of licence powers was considered to be cumbersome and potentially confrontational and would fail to harness the constructive power of the market.

3.2.3.3
In the light of these considerations, a process seeking to harness the strengths of the market but underpinned by the licence powers and the discretion of the Department has been devised. When constructing this process, two principles were adopted: that a group of licensees doing all that a fully resourced and skilled group could reasonably be expected to do should not be disadvantaged  and that no group should have reasonable grounds to feel that they had not been given full opportunity to create value from their licence. 

3.2.3.4
A detailed description of the process that has been devised, see Appendix 1a, and in summary can be described as,  following four years of inactivity, a  “15 month activity or drop” scheme.  The first stage is a review with the licensees so that the Department can reach a view as to whether all that can be done is being done to generate activity. If the current licensees are performing to this standard there is no benefit to exposing the licence to the market.

3.2.3.5
Alternatively, if it is found that there are misalignments between the licensees or that the group does not see an economically justifiable activity, then the group will be invited either  to commit to significant activity or relinquish the licence. If this invitation is not taken up within three months then the licence is placed into the market via LIFT  with the current licensees having full commercial freedom for a further nine months to seek a commercial path to activity (such as divestment, farm-ins or  farm-outs). At the end of this period, any licence holder who cannot demonstrate a viable plan for activity will be obliged to assign its interest to a co-licensee or third party that does have a viable plan. If, after a further three months, there is still no activity committed to then the licence is relinquished and the Department will re-licence the block at the earliest opportunity.  At any point in this process, the Department will consider using its powers to require viable activity from the licensees.

3.2.4
Recommendation

3.2.4.1
The process described above is adopted for all fallow blocks. This will provide a process for generating activity once a block falls fallow but will also provide a stimulus for licensees to take early steps to avoid a licence ever becoming fallow.  

3.2.5.
Fallow Discoveries
3.2.5.1
The PPWG sub-group considered the same three approaches to fallow discoveries as were considered for fallow blocks, and for the same reasons concluded that a process combining the strengths of the market but underpinned by the licence powers and the discretion of the Department was likely to be the most effective and efficient means of stimulating development activity in the medium to longer term.

3.2.5.2
Fallow discoveries differ from fallow blocks significantly in that licensees will generally have invested heavily in the exploration activity and the resulting discoveries are likely to have substantial emotional or even book “value”.  In addition, the transition from discovery to development involves, in most cases, a far greater financial  commitment and exposure. For these reasons  PPWG (O), while developing a very similar process to fallow blocks for moving these discoveries forward has 1) incorporated a rather longer timeframe – 27 in comparison to 15 months, 2) excluded, for the time being those discoveries where there has been  more than a single appraisal well (it is recommended that this restriction is reviewed by PILOT after two years of operation to see if the scheme could be sensibly extended to fields with two or more appraisal wells), and 3) proposed that if, despite exposure to the market, there is no viable development plan proposed by any party then the existing licensees who have invested in the discovery will not obliged to relinquish the discovery.

3.2.5.3
A detailed description of the process that as been devised and a flow diagram can be found at Appendix 1b. In essence, following four years of inactivity, the first stage is a review with the licensees so that the Department can reach a view as to whether all that can be done is being done to generate activity. If the current licensees are performing to this standard there is no benefit to exposing the discovery to the market. Where it is found however that there are misalignments between the licensees or that the group does not see a viable development, then the group will be invited either  to commit to significant activity or development or relinquish the licence. As with the fallow blocks process, if this invitation is not taken up within three months then the discovery licence is placed into the market via LIFT with the current licensees having full commercial freedom for a further eighteen months to seek a commercial path to activity (such as divestment, farm-ins or  farm-outs). At the end of this period, any licence holder who cannot demonstrate a viable plan for activity or development is obliged to assign its interest to a co-licensee or third party that does have a viable plan. After a further six months  if there is still no activity committed to then the licence is relinquished and the Department will re-licence the discovery at the earliest opportunity. If there is no party with a viable plan then the existing licensees may elect to continue to hold the discovery subject to periodic review. At any point in this process, the Department will consider using its powers to require viable activity from the licensees.

3.2.6
Recommendation

3.2.6.1
The process described above is adopted for fallow discoveries with up to one appraisal well. As with the fallow blocks process, this will promote activity once a discovery falls fallow but will also provide a stimulus for licensees to take early steps to avoid a discovery becoming fallow.  

4. Code of Practice 

4.1
Background

4.1.1
The current UKCS commercial culture is based on practices developed for large projects in the 1970’s.  These practices were well suited to that period, however, as the focus of activity moves to smaller fast-track projects, frequently led by new-entrant companies, less formal and more flexible methods need to be adopted to cope with the variety and volume of transactions envisaged in the future.

4.1.2
Specific Barriers to Efficient Commercial Activity

(a)
Inter/Intra Company Commercial Culture based on practices developed for large projects in the 1970’s.

(b)
Adversarial approach to deal making strives to extract maximum value for each party (vs. the whole), irrespective of time taken or the cost benefit.

(c)
Formal and complex commercial agreements which require approval from numerous individual companies.

(d)
Existing JOA’s, up to 30 years old, fail to reflect the flexibility needed to operate in the current environment.

(e)
Misalignment of objectives, priorities, risk tolerance, and materiality within partner groups.

(f)
Weak “Infrastructure Code of Practice” fails to penalise non-compliance.

4.1.3
Following a review of current commercial practices in the UKCS, and a comparison with other areas, the PPWG (O) concluded that the prevailing culture lacked the flexibility needed to deal with the future requirements of UKCS development.

4.2 Recommendations

4.2.1
To address the need for a change in the commercial culture it is recommended that the industry adopt a voluntary commercial Code of Practice. The purpose of this code would be to address, at high level, the specific areas of activity currently seen as barriers to UKCS development, and recommend revised best-practice approaches to commercial activity in these areas. 

4.2.2
It is recognised that healthy competition is a necessary component of any business environment and that companies will continue to promote their own commercial self-interest and require a fair return on their investments and liabilities.  However the PPWG (O) feels that adopting the Code will create value by focusing on win-win solutions without compromising individual companies’ commercial positions. 

4.2.3
The Code does not attempt to prescribe or proceduralise commercial activity.  Rather, it recommends best-practice approaches, which the PPWG (O) currently feels, are the most appropriate to the removal of barriers to effectiveness in the commercial area.

4.3 Implementation

4.3.1 To demonstrate commitment the Code should be endorsed, by signature, by Senior Management of as many active UKCS companies as possible and should additionally be endorsed and supported by the DTI i.e. it should become the industry standard approach.

4.3.2
The Code should be used as a start-point, and be included in any commercial activity or process.  A copy of the code should be included in any initial documentation.

4.3.3
PPWG (O) is currently developing a programme of industry wide implementation which will be kicked-off by a major launch in February 2002.

4.3.4
A short-form version of the proposed Code, with explanatory notes is given at Appendix 2.

5.
Other Barriers to Licence Trading - data release
5.1 
Background
5.1.1
The availability of technical data is seen as one of the barriers to companies seeking to commence or extend their activities on the UKCS. In general, the release of technical data into the public domain occurs at an earlier date in other countries. The PPWG is seeking to accelerate the release of data, in order to encourage the efficient application of knowledge gained in some licences, whilst protecting the commercial position of those companies actively acquiring data.

5.2
Recommendation

5.2.1 The PPWG (O) has agreed that the Stimulating Exploration Work Group, as its next task, should look at data release, in conjunction with UKOOA’s exploration committee. The workgroup will ensure that its membership represents all interested parties.

5.2.2
At its broadest level the workgroup will look at what, when and how data should be released and develop a process to enable this to happen more efficiently.  In particular, service contractors will be involved to help identify what opportunities there are for them to add value.

5.2.3
The group will be led jointly by DTI, a service contractor and an operator and will meet early in the new year.

6. Pre-emption
6.1 Background
6.1.1
Many Operating Agreements include provisions that allow existing licensees to take precedence over third parties in acquiring additional interests if a fellow licensee is seeking to reduce or dispose of its holding.  These provisions can take a variety of forms ranging from a right of first refusal through to a right to pre-empt a fully negotiated sale and purchase agreement.

6.1.2
It is recognised that pre-emption provisions arise from valid commercial considerations and frequently can serve to promote activity on the UKCS.  However, the uncertainty for new entrants concerning possible pre-emption frequently not until late in the process and associated costs can also act as a deterrent to companies considering bidding on license interests.

6.1.3
One possible solution is to eliminate all existing and future pre-emptive rights, which would require companies to voluntarily relinquish existing commercial rights.  Several existing licensees indicated that they would be unwilling to do so.  Therefore, it was decided to focus a solution on the specific characteristics of existing provisions that were most harmful to the objective of a full, active and efficient market in license interests.

6.1.4
Specific issues
6.1.4.1
Based upon discussions within industry, including several new entrant companies, and with the DTI, the following aspects of the way existing provisions are exercised are the most detrimental to the market in license interests:

· Parties with existing pre-emptive rights frequently do not declare their intentions until late ion the process creating uncertainty.

· Existing provisions often require a fully executed purchase and sale agreement before being invoked which requires prospective purchasers to incur significant time and expense prior to knowing if pre-emption is likely.

· Deliberation times under existing provisions can extend up to 90 days significantly prolonging the period of uncertainty and time required to complete the transaction.

6.1.4.2
Upon consideration of the preceding issues, the following principles were adopted to guide the development of a recommended solution:

· Pre-emption is not inherently bad

· Parties with existing rights should be clear and open about their intentions throughout the process

· Existing rights should be invoked as early in the process as practicable

· Once the key terms of a deal are known, consideration time whether to invoke existing rights should not exceed 30 days.

6.2 Recommendation

6.2.1
Existing licenses which include pre-emption provisions   In order to achieve the principles previously set forth, it is recommended that all existing provisions relating to pre-emption be replaced with a standard clause that provides for the following process:

1. Licensee will notify co-licensees of intention to sell and co-licensees will have 7 working days, from receipt of notice, to reserve any existing pre-emptive rights.

2. Licensees will simultaneously negotiate with third parties, if desired, and co-licensees which have reserved any existing pre-emptive rights, if desired.

3. If negotiations with any party are successful, Licensee will notify all co-licensees of the key terms of the proposed deal, including identity of the proposed purchaser, and co-licensees who have reserved existing pre-emptive rights will have 30 days to notify the Licensee of their intention to exercise their pre-emptive rights.  Such rights shall only apply to cash sales or other instances where the cash value of the compensation offered can be clearly determined.

6.2.2
The purpose of step 1 is to increase the transparency of the intentions of co-licensees.  The purpose of simultaneous negotiations in step 2, is to ensure all parties have similar information and reduce the amount of time needed for parties to consider whether to exercise existing rights. A decision to trigger steps 2 & 3 will remain a Seller’s option and the Seller may go directly to step 3.  An early decision to waive rights of pre-emption (step 1) will require agreement in each instance by all relevant parties.  The purpose of step 3 is to move the decision earlier in the process rather than necessarily waiting until full execution of a sales and purchase agreement.  The purpose of sharing the terms of the deal with all parties is to discourage licensees from reserving pre-emptive rights solely to gain information concerning the market value of the asset.

6.2.3
All new licenses   Support is given to the DTI’s original proposal concerning future Operating Agreements as stated in PP/25/01.  Specifically, the DTI will not accept pre-emption provisions in future Operating Agreements other than in special and justified circumstances.  Where pre-emption provisions are sought by the potential licensees, this should be raised at the time of award interviews and a full explanation provided.  Preference may be given to applications where prospective licensees see no need for such provisions and the DTI will not subsequently agree to Operating Agreements where their inclusion has not been justified.

6.2.4
In the event pre-emption provisions are included in future Operating Agreements, they will utilise the standard clause adopted in existing agreements above.

6.3 Implementation


6.3.1
The following process is proposed  for -incorporating the foregoing pre-emption proposal into all  existing JOAs together with the standard notification and assignment procedure referred to at (ii) below :

1) Drafting of cross industry agreement (‘XIA’) and circulation for comment 31st January 2002

2) Finalisation of XIA terms by Industry 28th  February 2002

3) All parties to affected operating agreements execute global novation 31st March 2002

6.3.2
The process of drafting and completing the XIA and obtaining execution by the respective license holders is expected to be a significant administrative burden.  Therefore, it is recommended that Paul Griffen of  Messrs Herbert Smith be retained under the supervision of BP to draft a cross industry agreement governing (i) the new pre-emption arrangements referred to above and (ii) the introduction of a standard  cross industry notification and assignment  procedure which eliminates the need for  administratively burdensome 3rd party consents to standard assignments.  The estimated cost of £50,000 required to complete this work, will be shared equitably between all affected parties either through UKOOA and NOF or directly.

7.
Decommissioning Provisions - Financial Security Arrangements 

7.1
Background

7.1.1
One possible barrier to entry to the UKCS relates to arrangements for present and prospective participants in UKCS licences to provide financial security in respect of their future decommissioning obligations.  Under the provisions of the Petroleum Act 1998, the DTI can require participants in a licence to provide a Financial Security Agreement (FSA) if a change in licensees raises concerns that the remaining participants may not have the financial strength to meet their joint and several liability to carry out the decommissioning work.  To date 7 FSAs have been agreed with the DTI and an unknown number have been established by the industry itself under JOA arrangements. 

7.1.1
In 1999/2000 an industry Insurance Steering Group (comprising representatives from Shell, BP Amoco, Enterprise, Conoco and Talisman), looked for new ways to provide the necessary financial assurances.

7.1.2
The Group considered the following FSA options:

a) reducing the level of  credit rating of the security provider.  

b) guarantees provided by alternative UK security providers. 

c) a Mutual Guarantee Fund (MGF) for companies who have a large spread of JV participants in a variety of different JOAs and  are capable  of providing on behalf of all members of the Fund a form of security acceptable to the DTI. 

d) a self-guarantee  similar to a parent company guarantee.

e).  a "Sinking Fund" whereby cash amounts are set aside by participants and the   fund is managed by the Industry.


7.2 
Recommendation - Next Steps
7.2.1
Industry and DTI representatives met in September to relaunch the work of the earlier Insurance Group and refocus efforts on the areas most likely to produce results.

7.2.1
It was recognised that the potential requirement for FSAs, whether they are for DTI purposes or for arrangements between co-venturers in a particular licence, can affect asset trading in UKCS.  Most companies feel this is a delaying rather than blocking factor.

7.2.2
Despite the considerable efforts referred to above, no particular products or mechanisms have been identified which provide overall solutions to this issue.  Therefore, the following aspects continue to be worked by DTI and industry:

· Further clarity has been provided on DTI's right to seek FSAs (i.e. only when there is a change in licence owners), and practice in seeking FSAs (i.e. only if the remaining licence owners do not include a company with substantial UK assets).   

· DTI will clarify how they assess such a company for FSA purposes. 

· DTI will also consider whether other providers of guarantees could be accepted under an FSA, e.g. a large oil company.. 

· Examples of suitable FSA formats and wordings are intended to be made more widely known.  

7.2.3
Representatives of BP, Talisman, Amerada Hess, Shell and Coflexip have confirmed they will continue to act as a forum in which to consider developments on this matter. 
7.2.4
Although the focus of this report is on the DTI’s requirements for FSAs, moving forward as indicated above will also give a clearer basis for what should be acceptable for FSAs required to be provided by and between participants in a JOA.

8
Infrastructure

8.1 Background

8.1.1
Access to infrastructure has been identified as a barrier to development by PPWG (O).  However, as it is the subject of a DTI consultation process ("Oil and Gas Infrastructure: Access Provisions and Voluntary Arrangements") the group did not consider this subject pending the result of the consultation.

8.2
Consultation Progress
8.2.1
In response to various factors the DTI issued its consultation document in February 2001 (inviting comments by mid-May) which: 

· consulted on the effectiveness of the industry's voluntary Offshore Infrastructure Code of Practice and made proposals for increasing the transparency of negotiations;

· sought evidence of any anti-competitive behaviour in relation to third party access to oil and gas infrastructure;

· made proposals for publication of guiding principles on the use of legal powers to settle disputes over access by third parties to oil and gas upstream infrastructure, to reduce industry uncertainty about the regulatory regime;

· proposed informal guidance, which the industry had sought to meet a requirement of the 1998 Gas Directive to publish main commercial conditions for access to onshore gas terminals. 

8.2.2
DTI dealt with the last issue first, in recognition of the needs of onshore gas processing infrastructure owners to meet the August deadline for publishing their main commercial conditions. The Department issued guidance in June 2001 on the minimum information owners should include in their published main commercial conditions and on the forms of publication they might use.

8.2.3
Responses to the consultation were received from a variety of companies active in the UKCS. The issues are complex and, as expected, responses covered a range of views: some supported the proposals while others were concerned about their potential impact, particularly on the proposed principles for guidance on dispute settlement. The Department considered the responses and issues raised carefully, in order to strike the right balance in its response, and issued its response on 13 December 2001 in the form of a follow-up consultation document taking forward guidance to clarify how the Secretary of State would use longstanding powers to settle disputes over third party access to UKCS infrastructure, if asked. The consultation confirms and develops further the principles set out in the earlier consultation. Responses are invited by 31 March 2002. 

8.2 Next Steps

8.3.1
The remaining element of the original consultation on infrastructure access is the proposed revision of the industry Code of Practice on negotiation of third party access to infrastructure. Certain changes are required as a consequence of the implementation of the Gas Directive. Other changes could increase the Code’s effectiveness. The Department invited views on the effectiveness of the Code and consulted on some ideas to increase transparency in the market for access to UKCS. There was a wide range of responses. The PPWG will meet again in early February and it is planned to put a paper with the key issues to the PPWG to seek their views on the way forward.

9.
Standardisation of Agreements
9.1 Background 

9.1.1
Under the auspices of the Oil and Gas Industry Task Force (OGTIF), a subgroup of the Regulations and Licensing Workgroup was charged with working on a number of initiatives aimed at increasing the level of activity in the UKCS and facilitating the working relationships between licensees. One area that this subgroup (the Streamlining of Commercial Agreements ("SCAG") focused on was the development of standard versions of the following agreements for use by the industry when trading licences/assets:

· Confidentiality Agreement;

· Novation and Amendment of JOA;

· Stamp Duty Agreement;

· Assignment of Interest;

· Deed of Novation of Trust Deed; and 

· Pipeline Crossing Agreement.

9.1.2
Under PPWG(O) a subgroup has been set up to progress certain aspects of  SCAG’s work. 

9.1.3
Ongoing Work

9.1.3.1 During July 2001 a questionnaire was prepared for the Oil Company members of the PPWG (O) to gauge:

1. the degree to which Operators are using the standardised agreements referred to above; and 

2. the extent to which industry could/should move to further standardisation.

9.1.3.2
With regard to the existing standardised agreements, responses to the questionnaire suggest that the majority of companies use these agreements routinely or occasionally.   

9.1.3.3
In general there is some appetite for further standardisation of agreements and of provisions within agreements, subject always to companies being able to agree terms independent of these standards. However such standardisation is considered to be a means to an end, rather than an end in itself, and always subject to companies being able to agree to the terms of such standards.  There is mixed opinion with regard to which agreements and/or clauses should be targeted. A number of operators consider some agreements do not lend themselves to standardisation as their commercial and technical terms are too specific to the nature of the development concerned. 

9.2
Recommendations

9.2.1 At its July meeting, the PPWG (O) recommended that:
· It  should promote awareness of existing standard agreements and actively encourage all Operators to make wide use of them;

· A PPWG (O) subgroup should progress targeted standardisation of commercial agreements and agreement provisions; 

· This subgroup should be cognisant of the other areas of PPWG(O) work and should tailor its efforts accordingly; and  

· It should work closely with all trade associations to ensure the maximum number of companies is supportive of the standards that it develops.

9.3
Implementation

9.3.1
To complement the agreements developed by SCAG, the sub-group have now   developed a suggested template for a Sale and Purchase Agreement, which will be presented to industry via the PPWG implementation process.

9.3.2
A recent request to the subgroup means that the development of a standard template for a Joint Operating Agreement will now be developed for possible non-mandatory use in respect of the 20th Licensing Round applications. Due to competition law concerns and the ongoing review of the Offshore Code of Practice, it is not currently appropriate to standardise agreements or clauses relating to infrastructure access and/ or transportation.

9.3.3
The sub-group are also undertaking a detailed comparison between the UKCS and the Canadian asset transfer regime. The objective is to ascertain whether there is anything to be learnt that may benefit the existing UKCS process for the transfer of licence interests. Discussions are also continuing with the DTI in relation to streamlining multi- block licences as well as reviewing the costs/ benefits of  putting in place a UKCS licence register akin to the existing UK land register of title.

9.3.4
Much of this sub-group’s work is ongoing, and as a result it has agreed that it will continue to meet regularly to progress and close out its activities during the first half of 2002.

9.3.5
At that time it will also propose the form that a standing committee could take to monitor and review the adoption and effectiveness of measures that have been put in place as a result of this sub group’s work.

10
Geographic Best Practice
10.1
Summaries of licensing and commercial practices have been presented to the group for:

· Gulf of Mexico - fiscal, regulatory and operational systems, standardisation of agreements, transparency, model form agreements (JOA’s, farmins/farmouts, services and production handling), access to data & acquisition. 

· Australia (licensing) - license types, assignment & pre-emption.

· Norway - licence holding, code of practice (for commercial engagement), pre-emption and standardisation;

· Canada (Western Canada Basin) - licences, leases, assignment, access to data, pre-emption, standard agreements, access to infrastructure, adjudication & dispute resolution.

10.2
All the areas with potential for transfer to the UKCS have been addressed by individual sub-groups i.e. pre-emption.

11. Conclusion & Implementation

11.1
The PPWG (O) believes that it has developed sound recommendations and workable models, which will considerably ease the commercial barriers to development currently impacting on the UKCS. However, key to making any proposed changes work is the endorsement, commitment and participation of all operators and license holders on the UKCS.  

11.2
The group now seeks endorsement of its findings and work by PILOT and the industry as a whole.   

11.3
Implementation of the changes is proposed via the implementation plan detailed in Appendix 3.

12. Future of PPWG (O)

12.1
The PPWG (O) believes that although it has made significant progress during its 6 month existence there is still a big agenda moving forward of issues which have come to light during the course of the group's work and which need to be worked.  These include:

· Multiblock licenses;

· Registry System;

· Decommissioning;

· Standard Joint Operating Agreement;

· Data Release;

· Implementation and Monitoring of recommendations.

12.2
As a result the PPWG (O) has decided to meet again in early February 2002 to discuss, in detail, the additional issues identified and to decide on the most appropriate forum to take work forward.

Progressing Partnership Workgroup

December 2001
Appendix 1a
PROPOSAL FOR STIMULATING ACTIVITY ON FALLOW BLOCKS.

SCHEME

1.
Drawing on the “fallow blocks” exercises of the past few years and discussion with operators and co-licensees on a case by case basis, the Department will draw up a list of those blocks(1) that it considers to be fallow (2). The list will be divided into two classes:

CLASS (A)
Those where the current licensees are doing all that a technically competent group with full access to funding could reasonably be expected to do(3), and 

CLASS (B)
Those where the current licensees are unable to progress towards activity due to misalignment within the partnership, a failure to meet economic criteria, other commercial barriers or a combination of these. 

__________________________________________________________

Notes:

1. A block will be assigned an area agreed between the Department and licensees excluding any field or PRT determinations. 

2. Fallow blocks are those where the initial term (normally 6 years) has     expired and there has been no drilling for a period of 4 years and no dedicated seismic or other significant activity for a period of 2 years. A review of which blocks are fallow will take place every year. This definition to be reviewed by PILOT after a period of 2 years, if insufficient activity is being generated then a reduction to 2&1 years respectively would be considered.

3.
A block in which a field has commenced production within the past year, or where there has been a change of operator in the past year or where there has been a substantial change of ownership in the past three months will be considered as Class A. These derogations will only take effect once the assignment or change of operator have been agreed by the Department.
2.
For blocks in Class (A) where a technical barrier to progress had been identified, a short description of the barrier will be placed on a LOGIC register to promote direction for technical research and development. Class (A) blocks will be reviewed after 2 years.

3.
For Class (B) blocks, the individual licensees will be formally invited to consider and report on whether, in their view, activity to take the block out of the fallow definition is feasible and whether a re-allocation of interests would facilitate this.

4.
After 3 months, the Department will invite those licensees who do not see a viable way to progress the block either to relinquish that part of the licence containing the block or to assign it to those licensees who do. The Department will be willing to sub-divide the licence or consider appointing a new operator if this will facilitate activity.

4. All Class B blocks relinquished as a result of step 4 will be offered for re-licensing and data relating to them released.

5. All other Class B blocks (i.e. those that have not been relinquished or, as a result of step 4, not been removed from Class B) will be placed on LIFT together with a brief description of the barriers to activity and links to a DEAL data package.  While on the LIFT site all licensees will use reasonable endeavours(4) both jointly and severally to reach agreement between themselves or with third parties on activity to move the block out of the fallow definition. 

_____________________________________________________________

Note:

4.  Licensees will not be expected to conclude agreements with third parties over whom they had  reasonable concerns as to technical or financial capacity. Once on the LIFT site, licensees will agree not to exercise pre-emption rights except in exceptional circumstances or to exercise other rights within their JOAs in a manner against the spirit of this process. 

6. If, after a period of 9 months, the block remains(5) on LIFT each licensee and third parties will report to the Department on their firm strategy(6), if any, for removing the block from the fallow definition and LIFT. Any licensee without a firm strategy at that time will assign its interest to a co-licensee or third party with a firm strategy if requested by them to do so. Where two or more requests were made then  the choice would be made on normal commercial criteria.

7. If, after a further period of 3 months,  a block remains on LIFT (see note 5 above) then it will  be relinquished (7). All blocks relinquished will be offered for re-licensing and the data relating to them released. 

_____________________________________________________________

Notes: 

5.    A block will cease to be fallow (and will be removed from the LIFT site)  at any time that significant activity has taken place or where there is a firm agreement that such activity will take place within one year or such time as is reasonable in the circumstances.

6.   A firm strategy for activity is one where all the elements of a firm agreement (see note 5) are in place  but for access to some or all of the licence interest comprising the block. 

7. Prior to relinquishment licensees will be obliged to have agreed and made provision to fully abandoned any wells and remove any suspended wellheads from the block. This obligation need not  take effect immediately if this facilitated future activity.

8. If it appears to the Department at any time that there is a firm strategy for a block on LIFT  that is not being progressed on a commercial basis, then the Department will consider using its powers under the PSPA to require the licensees to drill the block or forfeit the licence (or part thereof).

Appendix 1b

PROPOSAL FOR UNDEVELOPED DISCOVERIES
Introduction

The scheme outlined below seeks to provide a process whereby the industry and DTI can together work to ensure that discoveries that have viable development or appraisal options are not left fallow. This is not intended to be a one-off solution to stimulate short-term activity: it is designed to be an enduring part of a UKCS business structure that will stimulate worthwhile activity in the long term to the benefit of all. Although the process is underpinned by an indication of how the DTI’s powers to promote development might be used, the greater part is aimed at increasing commercial rationalisation within and between  partnerships, expanding the existing market in licence interests and developing  new commercial models to aid these objectives.

The process looks at each discovery on its merits and is designed to give existing licensees every opportunity to move a discovery forward. It does not seek to take discoveries away from one group of  licensees so that they may lie fallow with another- the purpose is to encourage activity based on sound commercial drivers. Such discoveries  are held across the whole spectrum of licensees and the process applies equally to all.

The proposal recognises that some discoveries will lie fallow even though its licensees are doing all that can reasonably expected to progress to development, for example where the technology for their development does not exist (heavy oil or HPHT fields might fall into this category). This criteria might also encompass the difficulty that some potential developments might have in finding export capacity for their product (this might apply, for instance, to gas fields to the West of Britain).  The process does however seek to bring these hurdles to the attention of the wider industry thereby stimulating the provision of solutions. 

The scheme will apply only to discoveries with nil or one appraisal wells but this restriction will be reviewed by PILOT after two years of operation (xx.yy.2004) to see if it should be expanded to more appraised discoveries. The scheme as a whole will be reviewed after 4 years (xx.yy.2006) to examine whether it is effective at minimising the number of discoveries that are lying fallow.

Special consideration will be given to undeveloped fields that are thought to fall across national boundaries where timeframes for development have traditionally be extended. The Department will however still be seeking to ensure that the UK Licensees are doing all that is reasonable in these circumstances.

DRAFT PROPOSAL FOR STIMULATING ACTIVITY ON FALLOW DISCOVERIES.

SCHEME

1.
Drawing on the “fallow discoveries” exercises of the past few years and discussion with operators and co-licensees* on a case by case basis, the Department will draw up a list of those discoveries(1) that it considers to be fallow (2). The list will be divided into two classes:

CLASS (A) Those where the current licensees are doing all that a technically competent group with full access to funding could reasonably be expected to do (3). 

CLASS (B)
Those where the current licensees are unable to progress towards activity due to misalignment within the partnership, a failure to meet economic criteria, other commercial barriers or a combination of these. 

_______________________________________________________________

Notes:

1. A discovery is any well where hydrocarbons were encountered. Multiple horizons are treated as a single discovery. 

2. Fallow discoveries are those where the initial term (normally 6 years) has expired and there has been no appraisal drilling, dedicated seismic, extended well testing or similar dedicated activity for a period of 4 years. A review of which discoveries are fallow will take place every year.

3. A Fallow discovery in a block where a field has commenced production within the past year or where there has been a change of operator in the past year or where there has been a substantial change of ownership in the past 3 months, will be temporarily considered as Class A. These derogations will only take effect once the assignment or change of operator has been agreed by the Department.

*
This will be conducted in the most efficient way possible.  It is envisaged that usually the Department will review by licensee i.e. all fallow discoveries held by a particular company although for large licence holders the process may be staged. A licensee may of course choose to be represented on a particular discovery by a co-licensee.

2. Class (A) discoveries will be reviewed after 2 years. Where a technical barrier to progress had been identified, the Department may request that a description of the barrier be communicated to LOGIC/ITF if this is seen as necessary to promote direction for technical research and development. The Department may also provide a generic statement of needs to LOGIC/ITF for the same purpose.

3.
For Class (B) discoveries, the individual licensees will be formally invited to consider and report on whether, in their view, activity to take the discovery out of the fallow definition is feasible and whether a re-allocation of interests would facilitate this.

4.
After 3 months, the Department will invite those licensees who do not see a viable way to progress the discovery either to relinquish that part (4) of the licence containing the discovery or to assign it to those licensees who do. The Department will be willing to sub-divide the licence or consider appointing a new operator if this will facilitate activity. Where there was a clear benefit, the Department would at this stage use its powers under the licence to require the licensees to proceed with a viable development.

6.
All Class B discoveries relinquished as a result of step 4 will be offered for re-licensing. Licensees will ensure that released data relating to the discovery will be made available promptly and listed on DEAL

7.
All other Class B discoveries (i.e. those that have not been relinquished or, as a result of step 4, have not moved out of the fallow definition) would be placed on LIFT together with a brief description of the barriers to activity and links to a DEAL data* package.  Responsibility for the data package would rest with the licensees wishing to attract a Third Party. Whilst on the LIFT site all licensees will use best [are we sure] endeavours(5) both jointly and severally to reach agreement between themselves or with third parties on activity to move the discovery out of the fallow definition. 

8.
If, after a period of 18 months, the discovery remained(6) on LIFT, the licensees and any third parties will report to the Department on their firm strategy(7), if any, for removing the discovery from the fallow definition and LIFT. Any licensee without a firm strategy at that time will assign its interest(7) to any co-licensees or third parties with a firm strategy if requested by them to do so. Where two or more parties are competing for the equity then the choice would be made on normal commercial criteria.

__________________________________________________________________

Notes:

4.  An area will be agreed in  discussion  between the Department and Licensees that  would be likely to encompass any eventual field or PRT determination.

5. Licensee would not be expected to conclude agreements with third parties over whom they could demonstrate to the Department  reasonable  concerns as to  technical or financial capacity. Once on the LIFT site, licensees would  not exercise pre-emption or other  rights within their JOAs in a manner against the spirit of this process.[needs to be further discussed] 

*A standard “go by” data package is envisaged with data sufficient for a Third Party to evaluate the discovery provided by whatever means are best.

6. A discovery will cease to be fallow (and will be removed from the LIFT site) at any time that significant activity has taken place or where there is a firm agreement that such activity will take place within one year. Where such activity is not a development then for the purpose of review, the definition of “fallow”  will be considered to be  a further s two years of inactivity rather than four.[needs to be further discussed]

7. A firm strategy for activity is one where all the elements of a firm agreement (see note 6) are in place other than  those relating to access to some or all of the licence interest comprising the discovery. A firm strategy will be deemed by the DTI to be a firm obligation on the parties  to undertake that activity.  Assignees will undertake with both the Department and assignors to return the license interest to the  assignors in the event that they fail to implement that activity in full within the period stipulated . [needs to be further discussed]
8.
A discovery for which there was a firm strategy proposed and yet which remained on LIFT for a further period of 6 months without activity, should be relinquished (8). All discoveries relinquished would be offered for re-licensing and the links to released data placed on a DEAL linked data site. 

9.
Where no firm strategy was proposed by a current licensee or a third party then a commercial test of the discoveries viability would have been made. In this case the discovery would be reclassified as Class A, retained by the original licensees and reviewed after two years.

10.
If it appears to the Department at any stage that there is a firm strategy for a discovery on LIFT that is not being progressed on a commercial basis, then the Department will consider using its powers under the PSPA to require the licensees to drill the block or forfeit the licence (or part thereof).

_________________________________________________________________

Note:

8.Prior to relinquishment licensees would be obliged to agree to fully abandoned any wells and have removed any suspended wellheads by a specified time.
Appendix 2

 UKCS OIL & GAS INDUSTRY LICENCE-HOLDER COMMERCIAL CODE  

OF PRACTICE – January, 2002

	      MISSION:

· Promote Co-operative Value Generation.

BEST PRACTICE PROCESS:

· Establish and Agree a Timetable to Completion.

· Adopt Flexible Methods and Fit-for-Purpose Solutions.

· Maximise the Use of Standard Form Agreements

· Comply with Codes of Conduct.

· Ensure Personal Issues do Not Become a Barrier to Progress.

· Conduct Post-Activity Audit and Analysis.

SENIOR MANAGEMENT COMMITMENT:

· Front-end Involvement and Continuous Monitoring of Progress.

· Ensure Appropriate Resources are Available.

· Empower Staff Consistent with Value of the Project.

· Ensure Appropriate Use of Tactics.

· Adopt a Non-Blocking Approach.
	


UKCS OIL & GAS INDUSTRY - LICENCE-HOLDER COMMERCIAL CODE OF PRACTICE – Supporting Notes  (January, 2002)

MISSION:

Promote the principle of co-operative value generation.

Note:
This is a reference to the use of Best Practice to achieve win-win solutions rather than seeking to maximise an individual position, possibly at the expense of a transaction not going ahead at all.  It is not a suggestion that companies should surrender value, but that they should consider a wider picture, which maximises total value, followed by a view of fair sharing of that value.

BEST PRACTICE PROCESS:

Agree turn-around times on responses consistent with an up-front timetable to completion.

Note:
Possibly a resource issue, but also an attempt to change the culture to a faster, less formal system.  Consider incentivising staff, and possibly companies, on early completion of transactions.

Encourage a shift from traditional negotiation processes to quicker, more flexible methods.

Note:
Emphasis by Senior Management of their commitment to accept streamlined procedures, possibly reflecting best practice from other areas.  Other examples would include facilitation, arbitration and use of third party experts.

Accept fit-for-purpose solutions, both Commercial and Technical.

Note:
Reference to the 80/20 rule and a commitment to rapidly close out negotiations once the major points are agreed.  This should be extended to include liabilities and financial guarantees.  Additionally, technical specifications should not be more rigorous than necessary.

Promote the use of Standard Form Agreements. 

Note:
These have been attempted in the past with varying degrees of success.  The intention is to have Senior Management demonstrate their commitment to the use of existing and future standard forms.

Comply with Codes of Conduct.    

Note:
 e.g. The Infrastructure Access Code.

Ensure personal issues do not become a barrier to progress.

Note:
Delinking professional and personal issues.

Conduct Post Audits.

Note:
To ensure compliance with this Code of Practice, and to establish a learning culture based on feedback  (Detailed procedure to be developed 1Q, 2002). 

SENIOR MANAGEMENT COMMITMENT:

Front-end involvement and continuous process monitoring.

Note:
The Code of Practice should be endorsed, by signature, by Senior Management of active UKCS companies.

Senior Management should present and explain the Code to their commercial staff as a guidance document on the conduct of commercial activity.  They should emphasise that they personally have committed to the Code.  This is seen as giving staff performance standards and setting out Senior Management’s expectations on performance.

Senior Management should review how the code is going to be implemented at the initial stages.  In particular, they should review the materiality issue and delegate authority/ accountability to the right level in the organisation.  That level should then ensure that adequate attention and resources are given to negotiating and completing the transaction.

Using the Code, Senior Management, at a level appropriate to the scale of the transaction, should engage in the commercial process at the front end to demonstrate their commitment to the process, and also to give them early knowledge of issues which may arise and be subsequently brought to them for consideration and approval.  This front-end involvement and demonstration of commitment by Senior Management is seen as the critical factor in changing the culture currently prevalent in this area.

Ensure appropriate resources are available. 

 Note:
 Management issue.

Empower staff to commit the company to commercial terms.

Note:
Reference to low levels of delegation associated with commercial issues and the barriers and delays experienced when these type of transactions, no matter how small, require senior management review and approval.  Possibly match approval levels with materiality.

Ensure materiality differences do not become a barrier to progress.

Note:
Reference to the difficulties experienced in progressing transactions when companies, who may regard them as being too small to devote resources to, are involved.

Ensure the appropriate use of commercial tactics in negotiations.

Note:
A reference to the practice of linking unrelated deals, use of unanimity to block, allowing approval periods to expire, etc. as a negotiating tactic, rather than positively seeking co-operative value generation.

Adopt a non-blocking approach.

Note:
A commitment to stand-aside to allow other parties to conduct activities if they so wish rather than blocking or delaying progress.  Small equity holders should recognise majority views in areas requiring unanimity.  Companies who elect to stand-aside to allow a transaction to progress should be allowed sufficient opportunity to realise fair-value on their investment prior to exit. 

Appendix 3

PPWG (O) Implementation Plan

Objective

· Communicate deliverables of PPWG (O) to senior managers and users

· Encourage application of codes and standards on an ongoing basis

Strategy

· Raise awareness of PPWG (O) deliverables throughout Industry

· Raise awareness of existing codes and standards throughout Industry 

· Articulate benefits to Industry and individual companies 

· Develop review pack tool for whole industry which can be used for communication purposes

· Emphasise senior management endorsement and expectation of practice

· Establish a process for ongoing communication and encouragement of practice
Short Term Action

· PPWG Chairmen to present deliverables to UKOOA and to Non Operator Forum

· Review to be given to major Forum sub-groups (e.g. Gas) by PPWG representative

· Individual companies or Industry bodies to indicate commitment to practice codes

· Industry senior managers review deliverables to users within their own companies

· Industry representatives to confirm internal review with respective Industry bodies

· Seminars and workshops to communicate with end-users

· Articles explaining PPWG initiatives to appear in main Industry & company journals

Long Term Action

· Elect UKOOA and Non Operator Forums exec sponsors to lead commercial barrier initiatives
· • DTI to review PPWG deliverables to each new entrant

· Each new entrant to indicate commitment to practice codes

· Simple audit of Industry compliance conducted by UKOOA on biannual basis

· Audit results to be reviewed with UKOOA and Non Operator Forum and DTI

· Audit results to appear in main Industry journals
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