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LONG-TERM SERVICE AGREEMENTS

What you need to know
about non-OEM LTSAs

t took a while for non-original
equipment manufacturers (OEMs)
to break into the long-term service
agreement (LTSA) market for gas
turbines, but now they are here to stay.
In many cases, the parts and mainte-
nance services offered by non-OEMs
are comparable to the OEM’s.
This is good for owner/operators:
It adds competition to the market.
But it also complicates many deci-
sions about the LTSA, most notably
in the areas of originally installed
parts, manufacturing versus repair
services only, parts pools, financial
guarantees, OEM advisory alerts
and upgrades, insurance, and intel-
lectual property (IP).

Parts issues

Most LTSAs, not surprisingly, only
offer coverage for parts that are pro-
vided under the LTSA. For a new
unit, this typically means that the
originally installed parts are not
covered. If an owner enters into
an LTSA with the OEM, it may be
able to negotiate coverage under
the LTSA for originally installed
parts once the warranty under the
new-unit turbine supply agreement
expires.

Similarly, if an owner already has
an LTSA with the OEM that is set to
expire, and the owner is considering
extending that agreement (or enter-
ing into a new agreement with the
OEM that will pick up where the
current LTSA ends), then the owner
may be able to negotiate extended
coverage under its new LTSA for the
parts that are in the unit at the end
of the term of its current LTSA.

OEMs can offer this coverage
because they are familiar with the
parts and how they have been main-
tained. Non-OEMs may be more
hesitant to take this risk since the
parts are not theirs, and they have
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not been providing repair services
for these parts during the current
maintenance cycle. The owner needs
to address how to mitigate the risk
of these parts should they fail.

Further, what happens if the
owner enters into an LTSA with a
non-OEM and the non-OEM per-
forms work on parts while they are
still under the OEM’s warranty?
Most likely, this would immediately
void the OEM’s warranty. All of
these factors must be addressed to
protect the owner’s interests.

Is the non-OEM manufacturing
its own parts, or merely offering
repair services for OEM parts? The
answer has major implications on
how to proceed. For example, if
all of an owner’s capital parts are
reaching (or have reached) their end
of useful life, then the owner is going
to need to procure new parts.

If the non-OEM is manufacturing
its own parts, then the owner will
likely plan to rely on the non-OEM
to provide parts the owner needs
going forward. Of course, the owner
will want to consider the reliability
and operating data regarding these
parts before deciding to rely solely
on the non-OEM.

On the other hand, if the non-
OEM is only providing repair ser-
vices for OEM parts, then the owner
must determine where to get replace-
ment parts as it proceeds through
the next maintenance cycle.

Parts pools. As OEMs have
developed larger and larger parts
pools over the years, many owners
who enter into an LTSA with the
OEM have the option of relying on
an “open pool” arrangement. Here,
the owner only has title to parts
while they are in the owner’s posses-
sion. Once the OEM replaces these
parts and removes them from the
site, the OEM takes title to such
parts, and is free to utilize them at

any other facility where the OEM
provides similar services.

Contrast this to a “closed pool,”
where the owner maintains title to
its parts at all times—as they come
out of the unit, go to the repair shop,
and are returned to the owner’s site.

The advantages of an open pool
are two-fold: (1) Because the OEM
is free to utilize parts from its
entire fleet in order to meet the
owner’s maintenance needs (and
not rely solely on the owner’s parts),
it achieves economies of scale to
reduce the overall cost of the LTSA
to the owner; and (2) the owner does
not have to keep a complete set of
spare parts in its inventory because
the OEM is obligated to provide the
necessary parts in the event of an
unplanned outage.

Of course, many owners will still
opt to keep certain spare parts in
inventory for emergency situations,
but this list can be narrowed consid-
erably from what the owner would
otherwise have to keep if it was
relying solely on its own inventory
of parts.

Certain non-OEMs have built up
their own inventory of parts over
the last several years and offer their
own open-pooling arrangement, or a
variation of pooling including both
OEM and non-OEM parts.

If a non-OEM offers an open pool
using only its own parts, an owner
should carefully consider whether
the non-OEM has a big enough pool
to satisfy all of its LTSA customers.
For instance, if there is a run on a
certain part, an owner who is relying
exclusively on a non-OEM parts pool
may have difficulty obtaining that
part when it is needed. Of course, as
any owner will tell you, they occa-
sionally have issues getting parts
from OEMs as well, so don’t think
accessibility of parts is purely a non-
OEM issue.
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Deep pockets

Many owners are not concerned (or at
least have the perception that there
is little need for concern) about the
financial wherewithal of the OEM to
fulfill its obligations under the LTSA,
and are not inclined to demand a
parent guarantee or other form of
security from the OEM. This may
not necessarily be the case with a
non-OEM.

Some non-OEMs also have strong
balance sheets, or can rely on a par-
ent with a strong balance sheet
to backstop their obligations. But
there also are many who cannot
withstand excessive unexpected
liabilities. Owners should carefully
consider the financial capability of
any non-OEM to fulfill its obliga-
tions under the LTSA (including its
maintenance, warranty, and indem-
nification obligations, to name a
few), as well as how many other
contracts are held with other par-
ties.

One relatively straightforward
issue with a non-OEM part could
quickly turn into a major risk across
the non-OEM’s entire fleet of parts
for its LTSAs, causing major heart-
burn for the non-OEM, and leav-
ing individual owners with little or
no recourse. Sufficient security to

COMBINED CYCLE Journal

Identify opportunities for combined cycle/cogeneration products and
services in Australia, New Zealand, and Asia first hand by attending and/or
exhibiting at the third annual AHUG Users Group meeting. The forum brings
together owners, operators, manufacturers, services providers, consultants,
and others with an interest in HRSGs and associated plant processes and

~ equipment to-share knowledge and experiences.

The two-day conference (December 13 and 14) precedes two half-day
workshops December 15 focusing on NDE and attemperator performance.

The AHUG meeting, developed by users for users, features

a combination of prepared technical presentations and
interactive discussions on technical issues of interest

to attendees.

For program updates as they become available,
contact The Meetings Manager, which is organiz-
ing the event for the all-volunteer Steering
Committee; Email meetings@tmm.com.au and
asked to be placed on the mail list. A limited
number of exhibit spaces and sponsorships are
available on a first-come/first-served basis.

backstop the non-OEM’s obligations
should be evaluated carefully.

Advisory alerts,
upgrades

OEMs periodically publish advi-
sories regarding parts that they
manufacture. Owners often end up
negotiating with OEMs for coverage
in their LTSA of the performance of
certain replacement parts or repairs
as recommended by these adviso-
ries.

Non-OEMs may be hesitant to
take this risk. They have no con-
trol over how the OEM’s parts were
designed or manufactured, or what
kind of fixes the OEM will recom-
mend in an advisory. Most non-
OEMs will probably avoid bearing
any responsibility to inspect, repair,
or replace parts manufactured by
the OEM to satisfy advisories.

However, when a particular issue
is found throughout the OEM’s
fleet, non-OEMs will often come up
with their own fixes. As a result, an
owner may be able to get coverage
in a non-OEM LTSA for any non-
OEM-developed fixes that, while not
exact, address OEM issues.

In addition, as OEMs continue
to improve performance and extend
parts life, LTSA customers can often

obtain these upgrades at a discount
under the terms of the original LTSA.
However, this privilege will likely be
reserved for OEM LTSA customers.
But this does not necessarily mean
that the owner is out of luck.

Many non-OEMs are similarly
advancing parts and repair services
beyond the bounds of what the OEMs
do. While a non-OEM may not offer
the same part upgrades offered by
the OEM, they may offer their own
upgrades at discounted pricing.

Insurance

As non-OEMs manufacture more
of their own parts, owners need to
carefully assess the reaction of their
insurance provider. Insurance com-
panies, which typically condition cov-
erage on the owner following OEM
guidelines (which the insurance
company uses to determine prudent
industry practices), initially may
not be comfortable having non-OEM
manufactured parts installed in the
owner’s unit.

Owners may have to show their
insurance companies (remember,
insurance is a competitive business,
too) that the non-OEM parts demon-
strate sufficient safety and reliability
to warrant coverage. Many non-OEMs
have already dealt with this issue
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Save the dates: September 19-20, 2011

Third Annual Gonference

San Francisco ® Host utility: PG&E

Register at www.acc-usersgroup.org today to
receive program details as they become available.

Frame 6
'Users Group

2012 Annual Conference

June 25-28
Hyatt Regency
Greenville, SC

Watch www.Frame6UsersGroup.org
for registration information in early 2012
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with other customers and can offer
assistance in answering an owner’s
insurance company’s questions.

Intellectual property

Many engineers and technicians
have left OEMs to work for non-
OEMs. This raises the prospects
that OEMs will claim that certain
non-OEM part designs and/or repair
services infringe upon the OEM’s
intellectual property (IP) rights—for
example, patent infringement and
infringement of trade secrets.

OEMs take protecting their IP
very seriously. No owner wishes to
be in violation of an OEM’s IP rights.
In such an instance, the owner may
not only be liable to the equipment
manufacturer for monetary dam-
ages, but may also be enjoined from
operating the unit.

Owners should have similar con-
cerns when negotiating an OEM
LTSA (as OEMs can be just as sus-
ceptible to IP infringement claims),
but paying special attention to these
clauses in a non-OEM agreement
is even more important than in the
manufacturer's. One critical issue:
negotiating what indemnification
rights an owner will be entitled
to from the non-OEM, including
requiring the non-OEM to replace an
infringing part with an OEM part, if
necessary.

Is the OEM out?

Should an owner decide to pursue an
LTSA with a non-OEM, the question
arises: “Am I done with the OEM for
good?” The answer is, probably not.
In addition to the parts and services
coverage provided by the non-OEM,
an owner will also likely need some
coverage for those parts that are not
otherwise covered, such as inspect-
only parts and auxiliaries, under its
non-OEM LTSA.

Chances are, at some point, an
owner will probably need a part
from the OEM, and may want to
consider a standby agreement with
pre-negotiated terms and conditions
(for example, warranty, delivery,
and payment) for such parts.

This avoids having to negotiate a
parts deal precisely at the time when
the owner has the least amount of
leverage.

Non-OEMs are here to stay, and
are making inroads into the LTSA
market. Knowing what issues to be
aware of, and how to address them
before entering into a non-OEM
LTSA, can ensure continued suc-
cess for both the owner and the non-
OEM. ccg
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