Restructuring The Oil Industry in the Middle East
By Paul Stevens*

The Context

This paper outlines some of the main developments in
changes to the upstream oil sector in the Middle East. The
focus of the paper is on three countries — Iran, Kuwait and
Saudi Arabia. Restructuring has three dimensions. The
reform and reorganization of the national oil companies
(NOCs); the opening of upstream oil (and gas) to the
international oil companies (10Cs); and finally talk (rheto-
ric?) about privatization of the oil sector.

Thesubject isclearly important. For the countries of the
region, despite attempts at diversification, oil remains the
key to economic health. In all cases, there are extremely
powerful government spending multipliers which drive the
economies. Fluctuations in oil revenues, driven by price
change or export volume change, are directly and quickly
reflected in the state of the general economy. Furthermore,
the health of these economiesisacrucial factor intheir ability
to meet the challenge of rising unemployment. An inability
to meet the expectations of their growing young populations
is likely to have serious political consequences.

For the oil consumers of the world, the region and the
state of its oil sector also is key. It remains centra to the
prospectsfor oil supply and the stability (or otherwise) of il
prices. The Middle East accounts for around half of the
world’ straded oil and sometwo-thirds of proven oil reserves.
If the consensus forecasts are to be believed —a very dubious
option—thiskey roleinworld oil islikely to continue and the
region’s dominance increase.

The Drivers of Restructuring

The process of restructuring is being driven by a multi-
tude of factors. Although these appear similar between the
countries. In reality, they are subtly different. The factors
can beclassified under three headings—ideology; the need for
capacity; and the need to lock-in political support.

I deology

The driver of ideology is derived from developmentsin
economic theory over thelast thirty or soyears. In particular,
the areas of economics known as “theories of public choice”
and “principal-agent analysis’ have been extremely impor-
tant. In essence, these ideas argue that bureaucrats in state
owned enterprises such as an NOC will absorb rent for their
own useto improvetheir working environment. Thiscarries
many implications. For example, if the objective of the
bureaucrat isto maximizetheir budget allocation, and if what
is produced faces an inelastic demand, greater efficiency and
lower costs simply means smaller budgets. Taken to its
logical conclusion, the implication is that the bureaucrat has
avested interest in being high cost and inefficient.

Such activitiesaredisguised becausethe bureaucrats(the
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agents) are the only ones capable of knowing exactly how
much activities cost. Those who are supposed to be control-
ling the agents —the politicians (the principals) cannot know
precisely what is going on. The agents are allowed to
expropriate rent because there are information asymmetries.
It has been argued that the reason NOCs bought into the
downstream outside their own countries was to deepen these
information asymmetries. This would allow greater rent
capture by the NOC. Despite the rather abstract and
theoretical orientation of these ideas, they are remarkably
powerful intheregion. Thisistrueeven inIran whereideas
of western economics perhaps have less currency than on the
Arab side of the Gulf peopled by recent graduates from U.S.
and European university economics departments.

To be aware of the extent of these information asymme-
tries, the principals need much greater transparency in terms
of explicit market transactions and benchmarking. To solve
the problem, the principal needs accountability of the agent.
This, of course, iswhat privatization is supposed to achieve.
When the principal becomes a shareholder, it is a simple
matter for them to check on the performance of their
management by simply reading the financial pages of the
papers each day to observe what is happening to their share
price. Information asymmetries disappear under the trans-
parency provided by the stock market.

Inthe context of restructuring the oil sector intheMiddle
East, securing IOC entry is seen as providing a benchmark
against which to compare the performance of the national ail
company. Eventually, the problem might be solved by an
outbreak of privatization where the incumbent NOC must
compete with the 10Cs.

The Need for Capacity

The consensus view of growing dependence on Gulf oil
receives widespread belief in the region. Indeed, in many
quarters there is great complacency because it is believed
eventually the world will need more Gulf oil. However,
outside of Saudi Arabia, thereislittle current excess capacity
toproducethat oil. Indeed in both Iran and Kuwait, the sector
is struggling to maintain existing capacity. In Iran this
reflects financial constraints in the face of mature fields
which urgently need major attention to maintain their recov-
ery rates. In Kuwait, it reflects managerial constraints
following the loss of much of the expatriate workforcein the
sector after 1990. In both countries, there is also a shortage
of technology in acontext where the post 1986-technol ogical
revolution in oil production techniques has transformed the
sector in other parts of the world.

One obvious mechanism to solve this capacity problem
isto persuadethe |OC’ sto providethe capital (neededinlran
but notin Kuwait) and thetechnol ogy (neededinboth Iranand
Kuwait). Whileit istrue that much of the “technology” can
be provided by the service companies; in reality, what is
needed is the IOC's ability to manage large projects and to
coordinate and incorporate the technology. Some might
arguethisisalsotruein Saudi Arabiaalthough Saudi Aramco
would bitterly deny this.

The Need to L ock-in Political Support
Locking-in political support is relevant for al three

(continued on page 12)
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Restructuring Mideast Oil (continued from page 11)

countriesathough for rather different reasons. Inlran, inthe
early 1990s there was a growing view amongst some that it
was time to try and end Iran’s international isolation. One
way of doing this, and to provide a counterweight against
U.S. pressure, was to try and encourage 10C entry. In the
case of Kuwait inthe early 1990sit was clearly the prospects
of putting the 10C’s between Iragq and Kuwait City which
prompted the opening of the northern fields to the IOCs. In
Saudi Arabia, the issue emerged much later. It was concern
inlate 1996 and early 1997 that the Kingdom would no longer
be able to buy U.S. arms on the scale which had become
common in the previous 25 years. Hence the question arose
as to what other mechanisms might be found to ensure
continued U.S. support for Al Saud.

The Case Studies

Driven by these concerns. The restructuring took three
forms. Thereform of the national oil companieswasintended
to improve transparency, accountability and ultimately effi-
ciency, to allow morerent to accrueto the state. The opening
tothe |OC’ swasintended to bring in capital, technology and
political “links” and, at the same time, to provide a means of
benchmarking. Finally, the prospect of privatization was
seen as a means to improve oil sector efficiency although
there was also an element of satisfying the fashion.
Privatization had effectively become the mantra to chant as
a means of paying lip service to economic reform.

Iran

The Iranian story begins in 1977-78 when OSCO —the
main oilfield operating company - developed a major
programme of secondary recovery. Thiswasdesigned to try
and prevent Iranian production —then at some 5.5 million
barrels per day (mbd)- from facing serious decline. How-
ever, the plan, which required considerable quantities of
natural gas for injection, was delayed first by the revolution
and then by the Iragi invasion and subsequent war. After the
end of the war the National Iranian Oil Company (NIOC)
beganlooking again at the plansasthey struggled to meet their
OPEC quotas. They realized that one solution would be to
engage the |0Cs to provide the capital and technology. This
coincided with the decision to open Iran to greater linkswith
the outside world. The two together, coming from different
parts of the technostructure, created a serious effort to
encourage |10C entry.

However, progress was slow. Initially Iran had very
unrealistic notions of what the IOC’s would find attractive.
Inthe early 1990sthe terms of the buy-back option, designed
to get round constitutional constraintson foreign accessto oil
or gas, was simply unattractive to the |IOCs. When this was
realized and a more realistic bargaining stance was adopted,
the process ran foul of the 1996 U.S. Presidential Executive
orders and the Iran-Libya Sanctions Act which certainly
slowed the process. Limited progress also occurred because
the nature of the buy-back contract required careful negotia-
tion and scrutiny of individual clauses. This process was
made the responsibility of NIOC's International Affairs
Department which simply did not have sufficient peoplewith
knowledge or experience to manage a large number of such
negotiations. In 1997-98 Iran began to push the buy-back

option with a series of high profile meetings abroad to allow
IOC entry on a magjor scale but progress was still slow.

In 1999, NIOC was completely restructured. There
were two problems with the process. First, it was done on an
internal basis with no outside advice. The inevitable result
was that internal vested interests caused many unhelpful
decisions. Second, the decisionwasmadeto greatly fragment
NIOC but with little or no thought as to how the bits would
interact together. The result was serious problemsfor the ail
sector which are still in the process of being sorted. Mean-
while the buy-back negotiations continued. Some agree-
ments were signed but within Iran it was generally agreed, at
least in private, that progress was disappointing. There was
afundamental problem. Neither side to the negotiations had
much real enthusiasm for the buy-back concept. ThelOC's
felt they were unattractive because they offered little upside
benefit and much downsiderisk. They went along with them
because entry to Iran was perceived to be worth initial loss
leaders. Elementsin NIOC on the other hand felt that they
were unattractive to the 10C’s and rather cumbersome.
These elements felt production sharing contracts would be
more acceptable despite constitutional constraints. With
these attitudes on both sides, each hoping for something
better, progress in negotiation was inevitably slowed. How-
ever, for thetimebeing buy-backsweretheonly gameintown
although after the new Mgjlis was installed in May 2000,
there was a brief newspaper campaign suggesting that buy-
backs might be superseded by some form of production
sharing arrangements.

However, the new Majlis suddenly started to take
angreater interest in the terms of buy-back contracts. The
issue began to be used by the conservatives as a means with
which to beat the liberal reformers. V oiceswereincreasingly
heard that too much wasbeing given away. Moreinformation
was demanded. At the same time, responsibility for the
negotiations had been switched from International Affairsat
NIOC to anew body — PEDEC. Inevitably, this delayed the
negotiations even further as PEDEC sought to establish its
position. In November 2000, the Oil Minister announced
new termsfor the buy-backs—the terms had continually been
revised in recent years in an effort to raise greater interest
from the IOC's. At the time, he heralded this as offering
more attractive terms but in the event, many of the changes
offered were actually disadvantageous to the 10C’s.

The process is still ongoing but progress remains slow
and islikely to fall foul of the internal political battle being
waged in Tehran.

Kuwait

In theimmediate aftermath of the liberation in 1991, the
decision wastaken to try and encourage |OC entry. Al Sabah
wanted it to try and bolster their position visavisthe allies.
The Kuwait Petroleum Company (KPC) wanted it because
they were desperately short of management skills given the
loss of so many expatriates — several |OCs had been invited
into act ascontractorsas KPC tried to sort out the horrendous
aftermath of the well fires. In 1994, a ministerial decision
created a committee to investigate the options. Proposals
emerged in the following year but these came under fierce
attack from elements in the National Assembly and were
actually rejected by the Supreme Petroleum Council (SPC).
Thiswasthe ultimateformal arbiter of policy although it was
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Al Sabah who effectively took any final decisions. In August
1998, KPC underwent major restructuring. The upstream
(the Kuwait Oil Company) and the downstream (Kuwait
National Petroleum Company) were created as separate
divisions while the Petrochemical and Tanker companies
were “prepared” for privatization. During 1998-99, details
began to emerge of what became known as Project Kuwait
which was a detailed plan for the IOCsto be involved in the
further devel opment of the Northern fields. Thiswas part of
a wider programme to try and expand Kuwait’'s crude
producing capacity.

The culmination of this early process was a grand
conference held in Kuwait in November 1999. This was
intended by the government to provide a showcase of what
was on offer. However, a consistent problem ever since the
opening was mooted was the insistence of the National
Assembly that any 1OC involvement would require special
legislation from the Assembly. Implicit in this was that the
Assembly should have control of the process; a view strongly
denied and resisted by the government. It was this debate
which effectively dominated the conference. The 10C’'s
attending were virtually ignored by all and the proceedings
effectively turned into a debate over who ruled Kuwait.

The outcome was acceptance by the government of the
need for legislation. However, this proved to be arecipe for
disaster. Not only did the National Assembly compete and
challenge the government at every opportunity. The govern-
ment itself was divided reflecting deep seated family divi-
sions. Legislation was put to the Assembly but the process
of Committee review and subsequent debate was tortuousin
the extreme. Opposition derived from several sources.
There was ageneral hostility by many of the Deputiesto any
foreign company involvement in the sector. A legacy of the
past history. From others, there was concern over the
potential for corruption if decisions in the process were | eft
to government. Finally, many Deputies, not understanding
the nature of the modern international oil business, simply
argued the IOC's could be kept on as contractors. The
process of trying to formulate the legislation drags on with
little sign of progress. Meanwhile, the I0C's are rapidly
losing patience and it is not inconceivable that some may
actually pull out of the process altogether.

Saudi Arabia

Theprocessin Saudi Arabiaeffectively beganin January
1997. Prince Sultan, Minister of Defence, visited Washing-
ton to discuss with the Saudi Embassy the possible conse-
guences of significantly reduced arms purchases by the
Kingdom from the U.S.. This gave an opportunity to Saud
Al Faisal to get involved in the process. He was the Foreign
Minister and someone very close to Crown Prince Abdallah
who defacto wasrapidly becomingruler in place of theailing
King Fahd. Inmid 1998, Saud Al Faisal produced aposition
paper on fundamental reform of the economic situation in
Saudi Arabia. This very radical document which talked of
“smashing icons’ had as part of the strategy an opening to
| OC involvement in the economy of the Kingdom in an effort
to generate more jobs for the ever growing number of young
Saudis entering the job market.

In September, CP Abdallah — who had accepted the
position paper —visited Washington and invited the CEO’ s of
a number of the magjor U.S. oil companies to come up with

proposals for investment in the Kingdom.

By December 1998, the various offers and proposals
began to come in. It was announced that investment in
upstream gaswasto be allowed but that oil, for thetime being
at least, was excluded. In September 1999, a special commit-
tee was created to asses these proposals. There was,
however, a very basic problem. Saudi Aramco and Ali
Naimi, the oil minister, (and former CEO of Saudi Aramco)
had been horrified when they learned of the intentions to
involve the 10C's. They felt hurt and insulted by the
proposal. They feared the consequences if they were asked
effectively to competewith the IOCsin acontext wherethey,
astheNOC, would beforced to take account of publicinterest
issues which the IOCs could ignore. However, at the same
time, only Saudi Aramco contained the expertise capable of
seriously evaluating the IOC proposals. Representatives of
the oil establishment dominated this evaluation committee.

Meanwhile, Saud Al Faisal was out of action due to
illness and the process virtually stalled. In January 2000 he
returned and the Supreme Petroleum Council wasrevived as
the body responsible for policy in the oil sector and with
control over Saudi Aramco’'s budget. This Council was
dominated by non-oil establishment members. During the
remainder of 2000, the various bids were evaluated. In May
2001, the successful bidders were announced. Memoranda
of Understanding were signed to allow more detailed nego-
tiations to proceed. However, it is becoming clear during
these negotiations that Saudi Aramco is fighting a serious
rearguard action to slow the process by constantly shifting
negotiating stances on a number of issues.

Conclusions

In al cases, the process of restructuring and opening is
stalled and delayed although the reasons differ between the
three countries. Also the prospectsfor solution differ. Saudi
Arabiawill eventually open and the oil establishment will be
tamed. Kuwait probably will fail to resolve the underlying
issues which have more to do with the governance of Kuwait
than ail. Inlran the outcome could go either way depending
upon the result of the ongoing battles between the conserva-
tives and the reformers.

Meanwhile, theworld goeson and other optionsbegin to
opentothelOCs. The Caspian appearsto be more promising
than afew years ago. There is also the possibility of smart
sanctionsopeningthelragi upstream. VicePresident Cheney’s
Energy Task Force has also perhaps revived prospectsin the
U.S. upstream.

This raises the issue of what motivated the I0C'’s to
respond to the offer of entry fromthe Gulf? Therewasaclear
industry consensusthat accessto the Gulf upstream would be
good for shareholder valuein aworld whereit was becoming
increasingly difficult to deliver such value. At some point,
it is possible that the IOC shareholders might realize that
accessto low cost oil on difficult and unattractive terms may
not be the panacea they first thought. It could be that by the
time the Gulf countries sort their problems over greater
access, 10C interest may well have significantly cooled.
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OPEC’sChallenge
By William R. Edwards*
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OPEC's logo features “Cooperation” and “ Stability”.
During the past few years, cooperation among the member
countries has been outstanding. However price stability has
been the worst we have seen at anytime during OPEC's
history, except during times of major disruptions.

What isthe reason for OPEC’ sinability to achieve price
stability? It is certainly not from alack of cooperation. The
OPEC member countries have shown aremarkabl e ability to
comply with the quotas that have been agreed upon at the
various meetings. Compliance has been good both for pro-
duction cutsand for production increases. It would be hard to
expect a greater degree of compliance than what has been
experienced. In spite of this, however, price volatility has
increased rather than decreased.

Inthetime period 1991 through 1995, WTI pricesranged
from alow of $14 to a high of $24, a difference of $10 per
barrel. In the past five years, however, prices have varied

What is the fundamental reason behind this increased
volatility? All of the superficial answersto this question can
beruled out. For examplecheatingisnot afactor. And although
we might attempt to put the blame on inaccurate forecasts or
reporting, thiscan not bethecasesincepricevolatility hasbeen
greatinbothdirections. Inorder toarriveat an answer wemust
look more carefully at the mechanism by which petroleum
pricesaredetermined.

It is well known and universally accepted that futures
prices as determined by the New Y ork Mercantile Exchange
(Nymex) areamajor factor incurrent petroleumpricing. Infact,
correlations suggest that the Nymex now setsthepriceandthe
producing countriessimply follow thisprice. Weall recognize
the extremevolatility that can occur onany commodity that is
traded under a highly leveraged environment. When small
movesin price create large demandson the financial assets of
theparticipants, wecan expect knee-jerk reactionsontheprice
that these participants are forced to pay. Such isthe case with
oil futures prices on the Nymex.

Thefutures market has afree hand in pricing most of the
time. Futurespricescanmoveup and downat will, not effected
at all by real world oil fundamentals. However, if inventory
level sapproach either afull or empty tank situation, thereal ail
worldimposesitswill onthefuturesmarket. If inventoriesare
at tank bottoms, priceswill exhibit an upward trend. If inven-
toriesareso highthat moreoil cannot beaccommaodated, prices
will exhibitadownwardtrend. However,itisvery rarefor either
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nearly threetimesasmuch, fromalow of $10to ahigh of $37,
a difference of $27 per barrel. Even within this range there
has been an increase in short-term volatility. For example
during the month of December 2000, there was a $10 per
barrel difference between thelow price and the high pricefor
thismonthal one. Obviously the production adjustment mecha-
nism that OPEC has adopted does not contribute to price
stability. In fact, on the contrary, this mechanism leads to
greater price instability.

* William R. Edwardsis president of Edwards Energy Consultants.
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of these circumstances to exist.

The case of completely full tankshas never existed inthe
past 40years. Likewise, thecaseof completely empty tankshas
never existed. However, tanks do not have to be physically
empty for the" empty tank” situationtoexist. If inventoriesfall
totheminimumoperatinglevel, which, incidentally isfar above
tank bottoms, an upward pressure on prices will result.

This upward pressure on prices is not a subtle, smooth
effect. Itisan erratic, jJumpy effect. Thisiswhat we now have.

Althoughreportedinventories, worldwide, of threebillion
barrels soundslike alot of free oil, thisis not the case. When
you factor intank bottoms, pipelinefill and tanker capacities,
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thethreebillion barrel sturnsout to beaminimum requirement.
Thus, practically speaking, threebillion barrelsis” empty”.

For purposes of illustration, let us look at the inventory
situation in the United States. Commercia inventories of
crude and product usually amount to about 1100 million
barrels. The normal seasonal fluctuation isabout 100 million
barrels. Thisis shown in the figure below where commercial
stocks are shown for the past twenty years.

The years 1995 and 1999 stand out in this chart because
theinventory levelsdropped in those yearsto the 900 million
barrel level. Each of those years produced a significant
increase in price in the next year. The year 2000 performed
similarly. And the erratic price jumps that we are now
experiencing are confirming again that the 900 million-barrel
level for the United States represents “empty tanks’. Thusit
should come as no surprisethat OPEC’ s production cut inthe
2001 winter should create a surprisingly sharp run-up in
prices. Had not President Clinton transferred 30 million
barrelsof oil from the government’ semergency reservesinto
commercial storage during the fourth quarter of 2000, the
price rise would have been even more spectacular.

The OPEC production restraint, by definition, createsan
“empty tank” environment. From OPEC's standpoint, the
resulting upward price trend is a desirable result. However,
the concomitant elimination of operating cushion addsto the
erratic, sharp moves already characteristic of a futures-
driven market. Thisisthereason for theincreasein volatility
since OPEC decided to control pricesthrough the mechanism
of production restraint.

It is popular for oil producers to place the entire blame
for the current extreme price volatility on the futures market.
Whileit is true that the futures market contributes greatly to
the magnitude of the price swings, it isinappropriate to place
the entire blame for this situation on oil futures. Further, had
not the pricing function been relegated to the futures market
in the first place, the role of the Nymex in this increase in
volatility would never have been a factor.

OPEC must return to a system that allows a consistent
and adequate supply of crude oil without the imposition of
supply restraints. A workable operating cushion must be
allowed to exist. It iseasily understood that if inventoriesare
near tank bottoms, or at the operating minimum, any unex-
pected bobble will drastically affect prices. In order to avoid
this price instability, the customer must feel a sense of
confidence that the oil will be there when he needs it. The
function of price management is essential, but it must be
conducted asaseparateactivity from supply management and
must be conducted within the framework of a smoothly
functioning and reliable supply system. Returning to such a
system is OPEC’s challenge.
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