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How to negotiate LTSAs like a pro

There's no way around the math: Risk equals dollars. To finance a new plant,
risks must be identified, allocated, and paid for. The contractor assumes
completion risk, but once you purchase the turbomachinery, its operating
and performance risk must be quantified. One way to help do that is to
negotiate a long-term service agreement (LTSA) with the original equip-
ment manufacturer—but at what price and with what conditions?
Navigate the minefield like a pro with these “Top 20” negotiating points.

By Dr. Robert Peltier, PE

emember the last time you bought a
R new car? It may have taken a couple

of hours, including that ritual
between the salesman and sales manager,
but you held your ground and got your
price. Then came the pressure to buy
options like undercoating. But you did
your homework, knew that such options
have an inflated markup, and declined the
opportunity. Finally came the pitch for an
extended warranty, which you also
declined while wondering, “Isn’t the car-
maker confident about the long-term relia-
bility of its product?”

Purchasing major equipment, like a
gas or steam turbine, is more like form-
ing a partnership with the original equip-
ment manufacturer (OEM). With a car
negotiation, if you couldn’t come to
terms, you could just go down the street
and start over with a different dealer,
confident that eventually you’ll get the
deal you want. Not so with that gas tur-
bine purchase, which marries you to the
OEM for the rest of your career, for bet-
ter or for worse. And because you can’t
trade a turbine in when styles or tastes
change, you had better get the purchase
right the first time.

Unlike automobile warranties, long-
term service agreements (LTSAs) for tur-
bines are essential to properly allocating
risk between the owner and OEM. After
all, the owner just wants the prime mover
to operate as advertised. The OEM has
faith in its equipment but doesn’t operate
the plant. Risk has to be allocated, and any
time operating risk is involved the dollars
at stake add up quickly.
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1. Predictability. Long-term service agreements (LTSAs) offer many advantages to
turbine owners, including the predictability of long-term maintenance costs and contrac-
tually guaranteed or incentivized original eguipment manufacturer (OEM) support.
Negotiate your LTSA as part of the OEM purchase to maximize your purchasing leverage.

Source: Platts

LTSAs typically commit OEMs to main-
tain—on a relatively “fixed-priced” basis—
the equipment they manufacture. In terms
of risk, LTSAs offer many advantages to
turbine owners, including the predictability
of long-term maintenance costs and con-
tractually guaranteed or incentivized OEM
support. However, because these agree-
ments are complex and often full of com-
plex conditions spelled out in legalese, they
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may end up forcing an owner to bear an
inordinate amount of risk or necessitating
costly and time-consuming disputes with
the OEM. Here it’s important to realize that
you’'re negotiating with a disadvantage:
The OEM has probably negotiated dozens
of these agreements and understands what’s
good and not so good about the equipment
you’ve just purchased.

LTSAs expiring

The dash for gas plants in the late 1990s
will soon see a large number of carly
LTSAs expire in the coming few years.
After recovering from sticker shock at the
costs of current LTSAs, owners will find
themselves scrambling to find ways to
negotiate lower costs without increasing
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performance risk. This is especially true for
asset managers that inherited the LTSA as
part of a plant acquisition.

Do you feel strangled by an LTSA signed
years ago that doesn’t reflect how the plant
is actually operated now? That’s not that
unusual. Perhaps the plant was designed for
baseload operation but is now operated as a
summer peaker. Yes, the plant operates sig-
nificantly fewer hours a year, but those
peaking hours require cycling the plant
much more often than the original LTSA
envisioned. The wise turbomachinery owner
will ask: Are the equipment’s costs and risks
now properly allocated by the LTSA?

The language of LTSAs, even inherited
ones, is not etched in stone. In fact, for
every contract condition you find onerous,
there is likely another one that the OEM
would like an opportunity to renegotiate in
its favor. Renegotiation is common, and it
certainly should be, given that LTSAs must
serve the long-term interests and relation-
ships of the partners to be successful.

Navigating the minefield

To level the playing field for turbine pur-
chasers, POWER asked Richard E. Thomp-
son II and Jason B. Yost to prepare a list of
negotiating “speed bumps” that owners often
face when negotiating an LTSA. Thompson
and Yost are attorneys with Atlanta-based
Troutman Sanders LLP and members of the
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July/August
Editorial Features:

Finalists of the 2004 Power
Plant of the Year Award will be
recognized with a Power Top
Plant Award and profiled in the
July/August issue.

Editorial will also feature a list
of the suppliers/vendors that
contributed to the success

of each plant and will be seen
by those with purchasing
influence.

An internet database supplement
will report and rank all US
power plants rated 300 MW or
larger by key performance
parameters.

Closing Dates:

Full Page Ads: July 26, 2004
Fractional Ads: July 19, 2004

Features in
Every Issue:

» Speaking of Power: A
straight-talking perspective of
news and events impacting
the power industry.

» Global Monitor: Business and
technology developments in
worldwide power-generation.

« Focus on 0&M: Improving
the technical and business
performance of operating
plants.

Act Now To Reserve Your Ad!

contact your sales representative
or Viena Margulies
~ 212-904-3166 or
viena_margulies@platts.com
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2. Expanded coverage. Some OEMs have expanded their LTSA programs to cover
the steam turbine as well as the gas turbine. Source: Platts

law firm’s LTSA Team. Collectively, they
have negotiated and advised on LTSAs for
more than 140 gas turbines and 70 steam tur-
bines, so they know the business.

The full table (available at www.
powermag.platts.com) that Thompson and
Yost have prepared lists 20 issues that any
purchaser of turbomachinery should consid-
er before beginning an LTSA negotiation.
Two examples are detailed in the box.

Not all of the issues will apply to every
owner and/or OEM, so there isn’t a rational
way to prioritize the list. But Thompson
and Yost emphasize that, based on their
experience, proper preparation for negotia-
tions is the key to creating a well-structured
LTSA that works in practice. They also
advise prospective LTSA signers to:

m Carefully consider each of the negotiat-
ing points listed in the table both indi-
vidually and as part of the total package.
Note how many of the negotiating points
are interdependent.

2 Prioritize your list and work with your
legal counsel to develop a negotiating
strategy that reflects which points are
very important to you and which ones
you can afford to give a little on.

# Collect historic cost and performance
data to improve your understanding of
your Q&M costs and the risk/cost conse-
quences of each negotiating point. Rely
heavily on your own years of operating
experience when developing your nego-
tiation strategy.

@ Join a turbine users’ group to find out
about your new unit’s track record in the
field. Such information is not only free
but also unbiased.

# Take steps to better understand your cur-
rent risk/cost profile and refine your
vision of how the LTSA will help meet
your risk goals. A caveat here: If you
don’t know where you are going, then
any path will do.

@ Stay focused on the results, not the
process. You aren’t going to get every-
thing you want, but even one seemingly
small change in the LTSA often can save
you big bucks.

# Remember that an LTSA also must be a
good deal for the OEM, but if you don’t
squeeze the last penny out of the OEM
during the negotiations, you'll pay for it
during the entire term of the contract.

Whether you're negotiating your first
LTSA or renegotiating an existing one, the
advice here and on our Web site represents a
free legal session. It’s also important to real-
ize that although LTSA agreements tend to be
complex, their underlying concepts are not.
So prioritize the full list to fit your circum-
stances by collecting hard data and attaching
costs and risks to each item; then take the
results to your corporate counsel. And don’t
discount the possibility that the LTSA may
have to be renegotiated or amended in the
future to satisfy either or both parties. After
all, ongoing cooperation is a key to any suc-
cessful long-term relationship.m
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