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Preface


Oil has played an enormously important role in the political economy of Iraq and is likely to continue to do so in the future. Its borders and inclusion of a large non-Arab, Kurdish population in the North reflect the distribution of oil fields discovered in Mesopotamia before and after WWI. The rapid accumulation of oil revenues from the 1950s contributed to the revolution of 1958 by stimulating economic dislocation, by further widening the gap between rulers and ruled, by feeding corruption and by providing to nationalists a potent symbol of imperialist exploitation. The nationalization of the Iraqi oil industry in 1972, quickly followed by the first great oil boom, provided the rents with which Saddam Hussein and his Ba‘thist colleagues constructed what became the most authoritarian state in the Arab world. Those same rents gave rise to the Dutch disease that gradually enervated the non-oil sectors of the economy, leaving the Ba‘thist state steadily more dependent upon oil earnings until it ultimately collapsed with the invasion by US led forces in March 2003.


Nor does the story end there. One reason given for the invasion itself was that certain US decision makers saw in the control of Iraqi oil a dramatic means of reasserting American influence over global energy markets. With 11 per cent of the world’s proven oil reserves – the second largest after Saudi Arabia’s extraordinary quarter share – Iraq is sitting on more than $3.5 trillion worth of oil at the price obtaining in January 2004.1


But the potential value of Iraqi oil is not just that it can add significantly to currently overstretched global supplies and while so doing enrich numerous actors involved in its exploitation. Of potentially even greater impact on the global energy system would be the bold adoption by Iraq of a decisive new model for its oil industry. It was Iraq, after all, that played a signal role for the Third World in nationalizing its oil industry while most similar ones were still under the dominant influence of international oil companies (IOCs). Part and parcel of economic globalization that has swept the world since the end of the Cold War, neo-liberal economic reforms have been conspicuous in their near absence in Third World energy sectors. In most, the dominant role of the state, exerted through ministries and state owned national oil companies (NOCs), has been amended and reduced, but principally downstream, away from the vital upstream supplies where more and more of the profits are made.


The continued reluctance of Third World producers to subject their energy sectors to neo-liberal reforms is deemed by many adherents of the Washington Consensus in favour of those reforms to constitute the single largest obstacle to rapid expansion of world energy supplies, hence to be the principle cause of current high prices. So for many in Washington, including neo-conservatives in the Bush Administration, the great prize of the Iraqi oil industry was not just the liquid gold itself, but its dramatic privatization and then rapid expansion. Presumably by such means they hoped to induce widespread neo-liberal reforms, especially in the Gulf region, where large producers like Saudi Arabia and Kuwait have thus far only toyed with them.2


That the IOCs themselves – at least insofar as we know – did not jump on the bandwagon the neo-conservatives intended for Iraq, is suggestive of changes that have occurred not only to them, but to the world energy system as a whole.3 The IOCs, historically dominated by American or British companies, have come to reflect the meaning of their name ‘international’ much more than previously. As they have globalized, their formerly intimate connections with the American and British governments have been diluted. Whereas twenty or thirty years ago the principals of such IOCs might have been willing to sign on to a US and UK government-led adventure in Iraq, as indeed they did in Iran, for example, in the 1950s, now they are much more cautious. None in fact have sought to ride their respective national coat-tails into key positions in Baghdad at present, patiently waiting for a legitimate national Iraqi government to emerge with which they can do business. Clearly they are fearful of moving too quickly and in tandem with the troops, lest they compromise their internationalist credentials or risk their capital in an insecure legal environment.


Globalization of the IOCs is mirrored by a similar trend among Third World NOCs, many of which have, like their much bigger IOC brothers, sought business outside what for them are increasingly only notional national borders. The most dramatic examples of these moves are takeovers or attempted takeovers, such as that recently sought by the Chinese National Offshore Oil Company (CNOOC) of the US company Unocal. But the more numerous ones are the increasingly normal, everyday business operations of such companies as Algeria’s Sonatrach, which explores in Yemen and operates joint ventures in Lebanon, Egypt and further afield in Ecuador and Venezuela; and Abu Dhabi’s National Petroleum Corporation, which among other activities has constructed platforms in Qatar.4 Compelling for all is the strong positive correlation at the firm level between globalization and profitability. So, for example, the Kuwait Petroleum Corporation (KPC) has remained a strictly national enterprise, essentially serving as a cash cow for the Kuwaiti government. Its turnover in 1981 was about $25 billion, almost exactly the same annual figure in current dollars that it achieved in 2003. In the meantime BP, which achieved an almost identical figure to the KPC in 1981, lost control over oil in Iran, Kuwait and elsewhere and had to aggressively globalize and diversify to survive. By 2003 its turnover was some ten times what it had been in 1981. The lesson to globalize and diversify, or stagnate, is thus clear and well known. It is only the more retrograde of the national oil companies, with protected reserves, no competition and no incentives, that continue to operate entirely within their national horizons.


A lessening of the sharp historical differentiation between IOCs and NOCs as a result of globalization is mirrored in the growing complexity of relations between them, and in the legal and operational relationships through which oil is extracted, processed and sold. The traditional relationship between IOCs and producer countries was typically one in which the latter received royalties and taxes from the former in exchange for access to oil, which the IOC then marketed on its own account. Over time a variety of other, more complex relationships between producer countries and companies have emerged, including the widely used Production Sharing Agreement (PSA), in which in return for access to oil, companies provide percentages of oil produced to the countries, which they in turn market as they so desire. Driving the greater complexity of such commercial relationships is not only the higher value of the commodity itself and changing relationships of power between producer countries and IOCs, but the rising costs of extracting oil. High extraction costs in turn have demanded the creation of new financing mechanisms as oil company in-house sources and bank lending, the traditional sources, have had to be supplemented.5


Iraq is thus seeking to reconstitute its oil industry not only during a price boom, but when the global energy industry is being restructured through globalization, with uncertain results for its future. The old dichotomies between producer countries and IOCs, between IOCs and NOCs, and between suppliers and users of credit, are breaking down. Present high prices have rekindled a surge of resource nationalism on the part of producing countries, but they have also intensified pressure upon them to expand production and to do so through newly established, globalized mechanisms, many of which are formulated within neo-liberal, rather than nationalist perspectives. The Middle East and especially the Gulf, in which the global concentration of hydrocarbons is most intense, is the key focal point for these contending forces. Iraq is thus at the epicentre of global energy politics, precisely at the time when it is least well equipped to reach optimal decisions regarding its own national economic, political and social objectives, to say nothing of reconciling its national interests with international practices, concerns and pressures.


The magnitude of the challenge confronting Iraq is daunting. The physical state of its oil industry is parlous. War, sanctions and resource shortages – both human and physical – have taken their toll. Current production is less than 2 million barrels per day, with exports struggling to hold steady at 1.5 mbd, as against production of 3.7 mbd in 1979, 3.5 mbd in 1990 and some 2.1– 2.4 mbd in 2002.6 Deputy Secretary of Defence Paul Wolfowitz boldly forecast to Congress in March 2003 that ‘oil revenues of Iraq could bring between $50 and $100 billion over the course of the next two or three years.7 The Coalition Provisional Authority (CPA) estimated that within a year Iraqi production would be back to 2.8–3 mbd.8 In reality, many of the installations are so badly degraded that they are virtually beyond repair. Moreover, considerable damage has been done to several of Iraq’s major oil fields by inappropriate exploitation practices in the final years of the Ba‘thist regime.9 While estimates of the cost of restoration of production to pre-war levels vary, a common figure is some $5–6 billion, with an additional $35–40 billion required to reach 5–6 mbd.10 Estimates of production potential and the time taken to achieve it vary widely.11 By the summer of 2005 some $2 billion had been spent in efforts to revive the oil sector, output within which was still falling, but according to some accounts, much of that money had been wasted on poor engineering works and corruption, or not spent at all.12


But even repair and maintenance of existing installations, to say nothing of development of new ones, has been rendered problematical by the insurgency, which has sought to cut the oil lifeline and thereby sever the primary artery of economic reconstruction. Insurgents have blown up pipelines, attacked loading terminals, sabotaged oilfield installations, and kidnapped or killed those employed in the industry, including the Director General of the Ministry of Petroleum.13 At least 14,000 security personnel are dedicated to the task of protecting oilfields and pipelines, but even that small army is insufficient to prevent major interruptions, to say nothing of its inability to provide sufficient protection for aggressive refurbishment of installations.14 The oil industry, which many thought would be the motor force for reconstruction, is not generating sufficient revenues for its own rehabilitation, much less that of the country as a whole.


The inadequacy of the legal, administrative and policy frameworks match the poor state of the infrastructural and security environments. No major IOC has deemed the transitional government as possessing sufficient legal status for it to enter into serious discussions about future contracts. A minimum estimate of the time required between the formation of the new constitutional government early in 2006, and clarification of ‘the legal and regulatory questions about resource ownership required for big foreign oil companies to enter the market,’ is ‘more than a year.’15 An Iraqi specialist at one such company estimated it would be ‘three years before the operating environment is encouraging for majors.’16 The dark cloud of pre-existing contracts signed with Russian, Chinese, French and other companies during the Saddam era, hangs over the legal status of much potentially lucrative Iraqi oil acreage. Conflicting signals about the validity of those contracts arising in Iraq, combined with claims for their validity emanating from the capitals of the companies concerned, underscore the potential for a protracted legal imbroglio that would deter new suitors of Iraqi oil.


Present administrative arrangements are equally problematical. In the first instance, the administrative inheritance from the Ba‘thists is not favourable. Unlike many other producers with nationalized oil industries, Iraq has thus far failed to differentiate administratively between the components of its industry. The first and primary such differentiation is between policy-making and commercial operations, with the former typically the preserve of the appropriate governmental ministry and the latter the responsibility of the national oil company. While Iraq has a Ministry of Oil and a national oil company, the former is intimately involved in the operations of the latter, more as a superior to a subordinate than as a policy maker to an executor of policy.17


The second important differentiation yet to be made in Iraq is within operations, typically by ‘unbundling’ the single national oil company into functional and/or geographic components, which persist as operational units within the single national company or are hived off as completely separate entities, sometimes to then be privatized. Such differentiation is at its very early stages in Iraq, where two major geographically determined companies (North and South) operate under the Iraqi National Oil Company (INOC), as do several functionally organized, mainly downstream ones. But the autonomy of these companies from the INOC is limited, much in the manner that its independence from the Ministry is circumscribed.


Various negative consequences flow from the comparative structural immaturity of the Iraqi oil industry. Unlike other countries with shorter histories of production and far less reserves, Iraq does not have a plethora of service companies, either public or private, specialized in various upstream and downstream operations. In Algeria, for example, such companies, largely government owned, have been commercialized. In competition with external companies and themselves induced to operate internationally, they have been forced to become technically proficient and cost effective. No component of the Iraqi oil industry has ever competed for contracts outside its own border, or within them for that matter, so one of the oldest and largest national oil industries is an increasing anomaly in the steadily more globalized world of oil. One manifestation of this relative backwardness is the failure of Iraq to keep pace with human skill development in the industry, a goal that was rendered difficult because of sanctions and isolation after 1991, but which was also impeded under Saddam and continues to be because of the administrative structure within which Iraqis work, whether as technicians or policy makers.


At a more prosaic level, the lack of functional differentiation impedes effective policy formation and implementation, as the two become intertwined and the latter directly subject to political considerations. One manifestation of this inappropriate complexity is lack of transparency, and therefore corruption. Under Saddam such corruption was both financial and political, the latter reflecting the use of contracts to influence various countries’ policies toward Iraq, especially in the final years of the regime. Since his fall, corruption in the oil industry resulting from the lack of differentiation includes the letting of contracts to service companies, a prerogative that has inappropriately but profitably been retained by the Ministry, rather than being devolved to the INOC and its component companies.18


The principal reason why adequate legal and administrative frameworks have yet to emerge is that overall policy for the oil industry has not been determined, which in turn reflects the fact that a functioning political system has yet to be constituted. The vital issues surrounding the reconstruction of the Iraqi oil industry, such as how it should be owned and operated and who should benefit from its revenues, are proxy questions for what the nature of Iraq’s entire political economy is to be. As oil goes, so goes a nation where it provides more than 60 per cent of GDP and 95 per cent of both the government’s revenues and hard currency earnings.19 Since the fall of Saddam, various Iraqi political figures, including incumbent ministers of petroleum, have offered their views of appropriate futures for the oil industry.20 The absence of an institutionalized political system, however, renders these views less than authoritative. So the Iraqi oil industry has operated in rudderless fashion, maintaining the flow of oil by dint of its own efforts, with assistance from the occupying powers, such as that provided by the US Army Corps of Engineers, and service companies. No major commitments for the upgrading of existing fields or facilities have yet been made, to say nothing of the lack of commitment as yet to developing new fields or further exploration. So the Iraqi oil industry, just like the country as a whole, is on the threshold of a new era, but even the broad outlines of that era remain obscure.


The new constitution drafted by the constitutional committee of the transitional parliament and passed by that body on 18 September 2005 and then ratified in a nationwide referendum on 15 October, has, if anything, rendered yet more confused the broad policy context within which the oil industry is to be developed. This confusion results in part from the compromise reached at the very last minute of the approval process, in which Sunnis were placated by a commitment to open up the constitution for reconsideration over a period of six months by the parliament to be elected on 15 December 2005.


Another cause of confusion was the actual articles pertaining to oil. Article 108 specifies that ‘oil and gas are the ownership of all the people of Iraq in all the regions and governorates.’ (emphasis added). This could be taken to mean that those living in areas of oil production are to have no special rights or claims. But Article 109 appears to suggest something else, as it calls for ‘the damaged regions that were unjustly deprived by the former regime and the regions that were damaged later on’ to receive ‘a set allotment for a specified time’ from existing production. These are oblique references to the Shi‘a dominated South and the Kurdish controlled North of the country. Furthermore, the first and second clauses of Article 109 divide authority between the central government, on the one hand, and the provinces and regions, on the other. This latter category is an entirely new and highly controversial one, created by the constitution itself and giving any two provinces the right to band together to form a region, in which various powers would then be vested. With regard to oil, the powers that provinces and regions appear to have relate to the development of new fields, which is to be undertaken in an unspecified way with the federal government. Further complicating this already ambiguous picture is article 117, which assigns to ‘regional authorities’ all powers not reserved to the federal government; prioritizes regional over federal legislation ‘in case of a contradiction;’ and specifies that ‘regions and governorates shall be allocated an equitable share of the national revenues sufficient to discharge their responsibilities and duties, but having regard to its resources, needs and the percentage of the population.’


Iraqi oil specialists are dismayed by these constitutional provisions because they fragment power over that industry in highly ambiguous fashion. One former Minister of Oil, Issam Chalabi, noted the key article ‘looks like it was written by politicians with disregard to the complexity of such a policy that would definitely cause a lot of problems and disputes between the central government and the various regions and governorates and also among themselves.’ He continued to note that ‘it also restricts the role of the federal government in planning and managing the oil industry.’21
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