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Irag: Rebuilding the

Oil Export System |:|

Iraq is steadily rebuilding its capabilitics to export more oil 10 help
overcome problems created by the continuing war with lran, the loss of key
Persian Gulf oil export facilitics, and the need to offset falling oil prices.
The program reflccts Iraq's shift in emphasis from postwar reconstruction
plans to preparations for continuation of a protracted war with Iran. It
concentrates on projects that can generate revenue most quickly, using
countertrade and other arrangements to minimize actual cash outlays,
especially in the near term. Key clements of the strategy are:
* New pipelines to expand oil cxports and permit more secure export routes
and more flcxible oil aperations.

* Additional production capacity to replace oil and gas production capabil-

ities lost because of the war.

¢ Continued exploration to maintain reserve levels.

* Limited new downstream petroleum activitics to meet immediate refin-
ing and gas needs.

The cornerstone of Baghdad’s plan is a series of crude ol pipeline projects
designed to provide sccure export outlets on the Mediterrancan and Red
Seas. Expansion of the capacity of the Iraq-Turkey line in 1984 and
completion of a pipeline link to Saudj Arabia’s East-West pipeline to
Yanbu al Bahr in 1985 have already more than doubled Iraq’s export
capacity from that in the early years of the war. This export capacity,
however, is only 30 percent of its prewar level. The Iraqis also have greatly
increased the trucking of crude and preduct exports through Jordan and
Turkey.

The oil price decline this year is forcing some adjustments but will not de-
rail Baghdad’s plans to rebuild the export system. Oil exports are
Baghdad's financial lifeline and the expansion program is vital if Iraq is to
have any chance of outlasting Iran in the war. Petroleum equipment and
services companies are facing a slack market and are likely to be
accommeodating to a variety of financing arrangements offered by Iraq.
Baghdad is likely to deal with the impact of falling prices largely by cutting
imports of some consumer goods and industrial goods and services not tied
to the oil program. There will be some pressure, however, to postpone
maintenance and keep low inventories of spare parts, both of which would
have longer term effects. As a result, we expect some operational problems
to develop as equipment in older fields breaks down, and repairs are put
off.
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Iraq's recent military sctbacks at Al Faw in the south and cast of Karkuk
in the north have not yet forced Iraq to alter its rebuilding program. The
southern Iraqi portions of cxport pipeline projects are nearly complete, but
they are only 50 kilometers from the fighting; the northern cxport pipeline
project is far from the war zone. Because revenucs from these projects are
critical to Iraq's war cftort, Baghdad will continue to push them even if
they arc endangered by the fighting. As the contribution of these facilitates
to Irag’s financial position grows—or if Iraq’s campaign against oil export
targets in Iran escalates—Tchran will be inclined to shift its tactics to
specifically target them. In both areas, Irag has taken exceptional mea-
sures to fortify and defend oil facilities, making another disruptive Iranian
attack difficult to carry out. Moreover, well-defended population centers
would have to fall before most of the facilities could be captured.

If serious war damage or disruption can be avoided, completion of
Baghdad's rebuilding program would renew the flexibility of Iraq’s export
system and give Baghdad the capability to export crude at ncar prewar
levels by 1990:

* In 1984 exports were increased by about 300,000 barrels per day (b/d) to
morc than 1 million b/d through the Turkish line—the primary Iraqi
export route after the loss of Persian Gulf outlets in 1980 and the closing
of the Irag-Syria pipeline in 1982.

* In 1985 exports began through the 500,000-b/d pipeline link to Saudi
Arabia’s Red Sea port at Yanbu al Bahr.

e In 1987 Turkish pipeline capacity will reach 1.5 million b/d with
completion of a 500,000-b/d expansion.

e By 1990, upon completion of the second phase of the Iraqi-Saudi
pipeline, capacity of Red Sea outlets will be 1.6 million b/d and total
Iraqi oil export capacity will be more than 3 million b/d. Temporary
facilities may even allow Baghdad to approach these levels by mid-1987.

Much of Iraq’s ambitious program is hostage to Saudi willingness to

provide access to the Red Sea. Although the Saudis have stretched out

some project activities with delayed decisions, we believe the large Saudi
stake in Iraq’s efforts to stop the spread of Tehran's Islamic fundamental-
ism will make Riyadh generally accommodating on these issues.




Pespite the uncertain environment, Baghdad's new oil program is creating
major opportunitics for Western oil cquipment, service, and construction
companics. In fact, Iraq may be one of the Jarger foreign markets for
petroleum development services and cquipment over the balance of the
1980s. We expect more than S3 billion in new projects to be started under
the revised program, mostly on a barter basis. Western gains will largely be
at the expense of the Soviets—who have been a major foreign actor in
Iraq's oil industry—bccause they lack the sophisticated instrumentation
technology in which Iraq is interested. Although we expect US companies
to participate in some new projects, especially in technology-dominated
exploration work, we believe West European firms—with solid technology,
lower costs, and low government financing—arc likely to get the large
drilling and construction contracts.
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Figure 1
Major Irrqi Ollficlds and Installations
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Iraq: Rebuilding the
Qil Export System

Introduction

Irag had one of the most sophisticated and well-
developed oil production, distribution, and export
systems in the Persian Gulf when the Iran-Iraq war
broke out in 1980 (figure 1). Plans had been complet-
¢d 10 raise crude production capacity from about 3.7
million barrels per day (b/d) to more than 6 miilion
b/d by 1990, and large-scale development of natural
gas resources was under way. Because of redundan-
cies built into the system, export facilities had the

capacity to handic up to 5 million b/d of crudc.:|

The war with Iran has caused much disruption to this
system, and plans have been dramatically changed. In
the first year of the war, the delivery system was
substantially damaged, oilficld facilities were at-
tacked, and most long-term development plans were
put on hold. As the war has persisted, Baghdad has
had to redirect its oil development strategy and focus
on ways to adapt to the wartime environment, espe-
. cially to raise oil export carnings to finance the war.
[ ]
This paper assesses Baghdad's response to the impact
of the war on the country’s oil sector, including efforts
to rebuild the oil export system and redirect export oil
flows to more secure routes. It also looks at Iraq’s
present oil exploration and oilfield development pro-
gram, the foreign role in the oil industry, prospects for
Iraq’s oil development plans, and the contribution of

The Prewar Oil Program

In early 1980, Baghdad began implementing a mas-
sive oilfield development program to solidify a lead-
ership role within OPEC. Key features of the plan
included:

o Raising sustainable oil praductive capacity to more
than 6 million b/d by developing five mejor south-
ern oilfields.

« Using Brazilian, French, Italian, East European,
and Soviet companies to provide technical services
in the development program.

o Resolving technical problems at Karkuk and Ar
Rumaylah oilfields to prevent a drop in existing oil
production levels while moving to discover new
fields.

s Promoting two large-scale natural gas development
projects in the northern and southern parts of the
couniry. These gas delivery networks were to pro~
vide energy 1o domestic users and to avert wasteful
Aaring of large volumes of oil-associated gas.

as the fighting continued, the war itself put a hold on
oil sector development projects that were put in
motion as part of Iraq's 1980 long-term oil program.

the new oil program to the war effort.

War Damage and the Oil Revenue Problem

During the first year of fighting, major portions of the
Iraqi oil system were damaged, destroyed, or taken
out of operation. The most significant damage was to
oil export systems, especially the loading facilities
focated in the Persian Gulf. Some qilficld production
facilities also were substantially damaged. Moreover,

L |

Export Facilities Destroyed or Closed

Baghdad lost nearly two-thirds of its export capaci-
ty—-some 3.2 million b/d—when its offshore Persian
Gulf oil terminals at Khawr al Amaya and Mina al
Bakr, both fed from onshore facilities at Al Faw, were
heavily damaged during air and naval commando
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Iran: War Damage and the Need To Establish New Qil Export Outlets

In its cfforis to restrict Iran’s oil revenues, Iraq has
attacked Iranian production and export facilities.

The Iraqi air campaign against the Iranian ail facili- .

ties has had a ncgligible eflect on produciion facili-
ties, and, of nearly 100 attacks on Khark Island, only
a handful have caused sufficient damage to even
temporarily halt exports. An attack on 15 August
1985 and a subsequent artack on 19 Septentber 1985
inflicred substantial damage to the loading terminals
ar Khark. In each instance, however, alicrations in
loading procedures or repairs to equipment limited
interruptions 1o exports to only a few days. An Iraqi
air attack at the onshore Ganaveh control manifold
in late Jaruary caused the most significant disrup-
tion to ail exports from Khark since the war began,
but normal flow rates were restored after 16 day's.
Since the war began, Khark Island’s export capacity
has dropped from 9 million b/d 10 4 million bfd as a
result of the cumulative damages from I-aqi attacks.
The reduced capacity, nevertheless, is still more than

enough to support present Iranian exporis of around
1.5 million b/d.

The Iraqi attacks have raised Tehran's concerns over
the risk of a prolonged cutoff of exports from Khark.
Tehran has responded by planning increased redun-
dancy and flexibility through expanded oil opera-
tions.» Actlvities planned or under way include
projects to increase both storage and tanker loader
capabilities:

o Installation of three single point mooring buoys off
the coast of Ganaveh, east of Khark, should be
complete by early summer, adding nearly 2 million
b/d to export capacity.

o Proposed new pipelines ta deliver oil to new expori
Jacilities ar Taheri under consideration could in-
crease export capacity by nearly 2 million hjd
within two years.

o Purchases of additional storage tankers for the
shuttle aperation will enable Tehran 1o export more
crude, or to sustain exparis at current levels in the
event of an extended disruption 1o Khark or
Ganaveh.

e Further repairs to Khark Island loading facilities
might be plamned. |

These profects could raise the total capacity of Iran's
export facilities 10 ahout 7 10 8 million bjd—well
above the current export level of about 1.5 million
b/d and the capacity of Iran’s oil production facili-
ties. which we estimate at about 3.2 million bfd. lran,
however, is also planning measures to boost its
production capacity, which has eroded jrom more
than 6 million b/d since the revolution. Iran, for
example, is discussing possible plans 10 revive the gas
injection project at the Gach Saran oilfield, which

would significanily boost oil produciion there. i:l

Proposed production increases would give Tehran the
option to at least double its current export levels in
Just over a year. Moreover, the completion of new
export facilities will make it less likely that Iraq can
Jorce Iran to the bargaining table by reducing oil
revenues and contributing to internal pressures
arising from economic discontent.




attacks in the carly months of the war.

In addition, Mcditerrancan exports were cut. Iranian
air raids against the Karkuk Crude Processing Plant
Number 1 in October 1980 were able to hait briefly
more than 1.1 million b/d of Mcditerrancan exports
through Iraq-Turkey and Iraq-Syria pipelines. Even-
tual closurc of the Syrian line by Damascus in April
1982 limited Iraq’s cxport capacity to about 760,000
b/d through Turkey. lcss than one-seventh of its
prewar export czpacity.

Crude Processing Limited

Iraq’s refineries took a hammering from Iranian jets
in the carly stages of the war. Iraq lost at least 90
percent of its more than 300,000-b/d refining capaci-
ty when Iraqi refincrics in Al Basrah, Ad Dawrah,
and Khanaqin were badly damaged. As a result, Iraq
was compelled to import almost all of its oil products.
The country's national gas gathcring program—de-
signed by Snamprogetti in the 1970s for startup in
1982 to make economic use of flarcd gas—also suf-

fered as a result of the war. |
{

Irag’s Major Oil Customers

Iran’s destruction of Iraq’s Persian Gulf ail export
terminals forced Baghdad to develup new oil trade
patterns. In 1980 some 90 percent of Irag’s 2.5
million bjd af oil exports wus shipped through the
Strait of Hormuz, with 15 percent going to Asian
customers, about 15 percent 1o the Americas, and 60
percent to Eurapean and African purchasers. The
remaining 10 percent of Iragi exports found its way to
market through several Mediterrancan ports. In
1985, however, nearly all of Iraq’s crude exporis—
about ! million bfd—flowed through the Mediterra-
nean Sea port of Ceyhan. This dislocation of export
operations caused Asian customers to switch 1o other
suppliers to save on transportation costs and forced
Baghdad 10 find new customers. European purchases
increased 1o about 75 percent of Iraq’s oil sales and
the share going 10 the Americas rose 10 nearly: 20
percent. Only after Iraq began exporting from the
Saudi Red Sea terminal at Yanbu in late 1985 was it
able 1o regain a direct foothold in the Asian market.
Although exports to Asia from Yanbu were minus-
cule in 1985, the lragis are hoping to sell some 20
percent of their exports to the Japanese in 1986,
according to industry press reporis.

Oilfield Losses

Most of the important producing fields near the
Iranian border in the southern region—such as Abu
Ghurayb, Buzurgan, and Jabal-c Fowgi—have been
shut in since early in the war. Iran also controls a
portion of the giant southern Majnun oilficld and all
of the Naft Khaneh production facilities as a result of
military operations begun in March 1984. We esti-
mate that total shut-in southern capacity is probably

more than 50 percent of a prewar regional capacity of
slightly more than 2 million b/d. Iil

The Oil Revenue Pinch

During the first several years of the war, Baghdad's
unwillingness to curtail its ambitious development
program, combined with large military expenditures

Seerer—

and the loss of oil revenues, reduced Iraq’s forcign
exchange reserves from an estimated $335 billion to an
estimated $3 billion in 1983. According to our esti-
mates, the loss of oil flows from Iraq’s Persian Gulf
export terminals alone cost Baghdad about $19 billion
in hard currency rcvenues in the first year of the war.
Financial aid from Iraq's Gulf neighbors—estimated
to have totaled $30 billion between 1980 and 1983—
could not be sustained at those high levels, especially
as the oil market weakened. The continuing war and
dwindling aid forced Baghdad to assume a greater
financial burden and take a longer term view of its
war cffort. The financial pinch also led to moves to
escalate the war against Tehran by attacking Khark
Island and Ganaveh export facilities in an effort to
increase economic pressure on Iran and force a settle-
ment of the war.




Figure 3
Major Iragl Oil Trade Partners, 1950
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The Rebuilding Program

Irag’s oil cxport capacity was reduced by more than
85 percent by carly war damage to Gulf loading
facilitics and the closing of the Syrian ling to the
Mcditerrancan by Damascus in April 1982, Until
recently, the only export systems available were the
Iraq-Turkey pipelinc and a fleet of tanker trucks
hauling limited quantities of crude and products
through Turkey and Jordan. A proposed pipeline
through Jordan has been long discussed, but it has
little momentum. Scveral other pipeline projects, how-
cver, arc under way or planned that could virtually
climinate Iraq’s need for a Persian Gulf autlet and
cnable Iraq to export crude at near prewar levels,

Creating Export Routes

Iragi-Saudi Pipelines. The key to Iraq’s rebuilding
strategy is the construction of export pipelines
through Saudi Arabia to an export terminal on the
Red Sea. The 500,000-b/d, 48-inch, first phase of the
Iraqi-Saudi pipeline, IPSA 1, connects southern Iraq’s
Az Zubayr and Ar Rumaylah oilfields with the Saudi
East-West pipeline at pump station 3 Here
Iraqi crude is stored in two 1-million-barrel tanks
before being shipped in batches of up to 2 million
barrels of oil to the Red Sca port of Yanbu al Bahr
(Yanbu). Irag’s Red Sea exports have averaged about
350,000 b/d since the line became operational in

December—calls for a $6-inch line parallel to the
East-West pipeline from pump station 3 to a new port

20 kilometers (km) south of Yanbu.

September 1985.

Irag-Turkey Pipeline. In early 1984, Baghdad in-
creased cxports through the Irag-Turkey pipeline—its
sole outlet at the time—by some 30 percent from a
rated level of about 700,000 b/d by using flow
enhancing chemicals. In late 1984, work was complet-
ed enlarging the line’s rated capacity without flow
enhancement to 1 million b/d. This expansion project
included the construction of five new pump stations
and sections of pipe parallel to the existing line. In
October 1985, Iraq and Turkecy awarded contracts to
Italian and Turkish companics for additional expan-

sion of the line. |

IPSA 1 is only a temporary arrangement until the
second phase of the project, IPSA 11, is constructed.
The second phase—officially approved by the Saudis
in February with construction scheduled to start by
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Developing New Oilfields

Early in the war, fighting in the south and the closure
of the Syrian export line forced Iraq to rely almost
entirely on the northern Karkuk oilficld and its
existing export pipeline link to the Mediterrancan
through Turkey. Although recent completion of
IPSA I has helped relieve Iraq’s reliance on Karkuk
by cxpanding production of export crude in the Az
Zubayr oilficld, Baghdad is procceding with the de-
velopment of several oilficlds to ensure the availability
of crude for an expanded export system and increas-
ing domestic needs:

« Plans call for the East Baghdad ficld to begin
producing at a rate of 30,000 b/d by 1988,
Itimate produc-

is planned,

tion capacity o 3

BSnamprogetti of Ttaly
won the contract for initial development. The oil-
ficld’s heavy crude initially will go to the Ad
Dawrah refinery near Baghdad, but a pipeline
joining the field to the Iraq-Turkey pipeline is under
consideration.

* The Safiyah oilfield stradd)es the Syrian border in
northwestern Iraq. Half of the field, 30 km long and
10 km wide, is on the Iraqi side, but

he oilficld was discovered in Syria in 1959
and has been extensively produced by Syria since
1968. Development has been assigned a high priori-
ty to counter Syrian depletion of the field. Iraq
plans to drill 35 to 40 production wells and to begin
producing the field at a rate of 30,000 b/d by 1987,

« With Soviet assistance, the West Qurnah oilficld is
in the initial stages of development and is estimated
to have potential reserves of almost 5.2 billion
barrels of oil |delincation

11

and development of this southern oilficld, located
near the operating Ar Rumaslah oillicld, will re-
qQuire construction of diams and roads in marshland.
The ficld is well placed to support ¢ither expanded
cxports through the Iraqi-Saudi line to the Red Sea
or increascd domestic refinery operations. Produc-

tion is targeted to begin at 50,000 b/d by 1988, ‘
| I

Al three projects arc under way, and we believe
development of these oilfields is likely to increase
Iraq’s productive capacity by about 300,000 b/d, or to

more than 3.5 million b/d by 1990 (figure 6).:

Exploring for More Oil

The long-term health of the reinvigorated Iragi o1l
system requires continued replacement of oil reserves
through cxploration. Revenue shortages, and the war
itself, have forced Baghdad to cut back exploration
cfforts and to move oil prospecting activities into
arcas away from the fighting, according to press

reporting.




Figure 6
Iraq: Projected Production and
Export Capacity Increascs, 1986-90
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carly 1982. Since then, Iraq not only has been able to
meet domestic demand but has also exported products

'l_rb_‘eve -

ment plans mclude expanding cXisting rennery capac-
ity and building a new grassroots 150,000-b/d domes-

Developing Downstream Facilities tic refinery at al Hindiyah

Operation of Iraq's refining facilities is gradually
returning to normal after suffering war damage and
delays since early in the war. Damage to the refineries
at Al Basrah and Ad Dawrah cut refining capacity
below domestic demand for petroleum preducts. Do-
mestic consumption in 1981, for example, was about
210,000 b/d, compared with product production of
only 190,000 b/d. Iraq was forced to import oil
products until expansion of the Bayji refinery was
completed by a Czechoslovak/Japanese consortium in

Budget constraints have knocked most of Baghdad®s
ambitious gas development plans off track. Iraq has
been promoting two large-scale natural gas develop-
ment projects in the northern and southern parts of
the country since early 1978. Although delayed more
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than a year because hard currency was diverted to
support the war eifort, the northern gas processing
plant and natural gas treatracnt cenler are aperation-
af [Fhe continuing war,
however, has prevented completion of the southern
portion of the gas program including construction of
the 190-billion-cubic-fect-per-year Ar Ratiwi
NGL/LPG fractionator northeest of Al Basrah,
which will use West Qurnah feed gas. |:|

Meanwhile, domestic gas requirements are cxpand-
ing—such as the need for feedstock for the Al
Musayyib power station now under construction—and
regional shortages could occur. To date, gas availabil-
ity has depended on oil production because Iraqi law
allows only associated gas 10 be produced. As a result
of tiie oil production constraints caused by the war,
Iraq has decided to change this faw and promote
developmen. of certain northern gasfields,

|Addilionally, Baghdad

plans 1o build a gas trcatment plant at Karkuk, and
an 800-km reversible Aow pipeline to transport natu-
ral gas liquids to southern ficlds and to supply some
18 power stations and cement plants along the way.
This will enable Iraq to send 400 million cubic feet
per year of southern gas to Kuwait—through a pipe-
line now under construction—and still meet domestic
demand.

Financing the Program

Even with the priority given to rebuilding the export
system, funds arc clearly limited. Program spending
for the Iraqi oil industry is now under constant review,

Irl_vcn Op priofity projects—creat-
ing new export outlcts—are subject to delays based

upon changing financial constraints. Project pay-
ments—rarely made in cash as in prewar years—
often involve either two-year payment deferrals, pay-
ments in crude oil and supplier credits, or counter-

trade crude oil deals,

14




Despite the recent sharp decline in oil prices, Iraq's oil
rebuilding program will continue to receive strong
financial support from the present regime. Noncthe-
less, Iraq already has delayed or canceled many
projccts that have high costs-to-carnings ratios or that
require large quantitics of manpower; the oil devclop-
ment projects currently under way or planned for the
near term tend 10 be those that will incrcase Irag's
hard currency carnings outlook. Of the major projects
under active consideration, only the financing of the
sccond phase of the Iraqi-Saudi pipeline has yet to be
arranged. In our opinion, this will not prevent the
project from procecding. Several contractors arc well
positioned to do the ficld construction work—some of
which has alrcady been completed in conjunction with
a Saudi project—and other contractors are makin
strong bids to participate
ndeed, we ex TIVC a har

argain during ncgotiations and to minimize costs—

at the price of higher intcrest rates on the credit

The Soviet Role in Irag's Petraleum Industry

The USSR has participated in oil projects in 2§
countries, but Iraq has been by far the largest
recipient of Sovict oil industry foreign aid. Moscow's
entry inta the Iraqi oil sector was helped in the 1960s
by the increasingly radical policies of Baghdad,
which began to press Western companies for more
Javorable participation and financial arrangements.
According to press accounts, the USSR was on hand
with financing, training, production, and marketing
expertise when the Iraqis began nationalizing Wesi-
ern-owned assets. It also offered a market for Iragi
crude when traditional outleis were threatened by
Western embargoes in retaliation for Iraq's expropri-
ation of foreign-owned oil industry assets. Moscow's
first big break into @ major non-Bloc vil industry
came in 1969 when Irag accepted Sovier credits of
$120 million, after years of protracted Iragi negotia-
tions with Western pariners on compensation issues.

DAfmcnls—as they have done successfully in the past.

The tight revenue situation will certainly force Bagh-
dad to consider a number of adjustments. Given the
weakness in the oil construction engincering and
services market, we do not believe Iraq’s previous—or
likely future—rescheduling of contractor payments
will prevent complction of ongoing projects. We be-
lieve, however, that Baghdad will choose instead to
cut imports of some consumer and industrial goods
not tied directly to the oil program if it is necessary to
keep the export rebuilding effort moving ahead. Two
aspects of the oil program are, however, vulnerable in
our opinion: stocking the proper inventary levels of
spare parts and regular maintenance of oilfield equip-
ment. If Iraq cuts corners in these activities—such as
stocking gaskets, seals, valves, wellheads or repairing
metering instrumentation—increased equipment
downtime could create serious problems that would
degradc system performance over the next several

years.

Iraq has remained the centerpiece of Moscow's oil
development foreign aid program, accounting for an
estimated 40 percent of funding provided for this
purpose. Our analysis indicates the $1.2 billion Iraql
contract in 1983—which we estimate inclides S1
billion in credits—to develop the West Qurnah oil-
field in southern Iraq was the largest of its type ever
acquired by the USSR. It culminated more than 20
years of Soviet efforts to establish the USSR as the
primary supplier of equipment and services for a
major oil producer. Although the contract represen:-
ed a major achievement for Moscow in an area where
competition from the West is stiff, recent disagree-
ments with Baghdad over financial and equipment

issues have led the Soviets to seek bids from several
Western firms to finish this profect.
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Foreign Participation in the Oil Program

Iraq’s ambitious rebuilding effort will require consid-
erable involvement of foreign companies. Irag, like
other Middle East oil-producing countries, relies ex-
tensively on foreign technical support for enginecering,
design, drilling, and construction in the oil industry.
This situation has been accentuated by Iraqi war

losses and mandatory military duty.

y
about 40 percent of Iraq’s labor force consisted of
expatriate workers, most employed by Western firms.

Status *

Western companics have consistently been called
upon to carry out Baghdad's most sensitive projects
since the start of the Iran-Iraq war. French, Italian,
Japanese, Turkish, US, and West German companies
all havc had prime roles in the design and construc-
tion of export pipelines through Turkey and Saudi




Arabin. US and Japanese firms are involved in scis-
mic interpretition, and Brae and French lirms
have been responsible lor designing and constructing
oilficld facilitics

East Europeaan countrics, and most notatbly the Soviet
Union, have long been active in the Iragi oil sector.
This is especially true in southern Irag, where the
Sovicts have been heavily involved in the operation of
the Ar Rumaylah oilliclds. East Europcan countrics,
such as Poland and Romania, are providing several
hundred technicians 1o operate production and refin-
ing facilitics throughout the country.

Qil and the War Effort

Iran’s recent military gains so far posc little dircet
threat to Baghdad's rebuilding program. The capture
of Al Faw in the south gives Tehran control of key
onshore facilities that feed Iraq's Persian Gulf export
terminals, but these have not been used in more than
five years, The fighting is nonetheless only about 80
km away from such projects as the Iraqi-Saudi pipe-
line, development of the West Qurnah ficld, and
construction of a gas pipeline from Kuwait. In the
north, the much smaller attacks are some 160 km
from the well-defended Karkuk oil facilities; conse-
quently, Baghdad does not seem to question its ability
to complete expansion of the Iraq-Turkey pipeline. As
the success of Iraq’s oil program becomes more
apparent, however, Tchran may begin to specificaliy
target these facilities. Also, if Baghdad's military
position deteriorates further, we believe Irag might
escalate its campaign on Iranian oil exports, which
could provoke Iran to increase its level of effort to
disrupt Iraq’s rebuilding program. In both areas,
however, Iraq has taken exceptional measurcs to

fortify and defend oil facilities. |

The Iraqi rebuilding program is important to Iraq’s
staying power in the war. Although the program has
increased Iraq's revenues and contributed to Bagh-
dad’s ability to continue the struggle, oil revenues
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alone will not sssing the balance in Irag's favor or add
significantly o Baghdad's options. 1t also will not
affect prospects tor a settlement, beciiuse military and
political ectors, especially Tehran's intransigence,
phay dominaat coles in limiting progress.

Qutlook and Implications

Even il the war continues to grind on and Irag’s
Pcrsian Gulf oil outlets remain blocked, we believe
Baghdad's rebuilding program will be successful:

¢ By mid-1987. we expect Irag Lo succeed in raising
export capacity at least to 2 million b/d with the
completion of the Turkish pipeline cxpansion.

By the end of the decade, we expeet Iragi export
capacity will probably reach 3 million b/d—60
percent of prewar export capacity—with the com-
plction of the second phase of the Iraqi-Saudi
pipeline project. If the Saudis agree to rush con-
struction of a temporary IPSA 11, Iraq could reach
this level as carly as mid-1987.

Morcover, with the December 1983 signing of the
West Qurnah contracts by the Iraqis and the Sovi-
cls, we expect nearly 300,000 b/d of new oil
productive capacity to be available by 1990. This
and other gains would provide Baghdad with more
than enough capacity to fully utilize the rebuiit
export system if sufficient customers can be found.

On the other hand, although projects involving the
refining and gas portions of the rebuilding program
continue to be carried forward, we believe they are

unlikely to be com%leted by the end of the decade.

We believe Baghdad will aggressively market oil as its
export capacity expands despite OPEC guidelines and
weakening world oil prices. Qassim Taqi, the Iraqi Oil
Minister, has repeatedly argued that Iraq’s OPEC
quota should be at least 2.3 million b/d—about 1
million above its current quota—given the country's

|
»
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Irag: Odd Man in OPEC

Baghdad's relationship with the Organization of Pe-
troleum Exporting Countries has always been ureasy
and frequently sirained (figure 8). Even though lrag
was a catalyst in OPEC's creation in 1960, Baghdad's
view aften did not get widespread support within the
organization. From the beginning. lrag's extreme
views on cantroversial issucs~—particularly those con-
cerning the need for production quotas and the need
to set oil prices—caused discord within OPEC. Al-
though Iraq’s viewpoints have tended to gain support
over time, we believe Baghdad continues to find iiself

out f step with the OPEC mainstream—{f one exists.

The concept af production quotas created great Jric-
tion between Iraq and other organization niembers. A
high Iraqi priority for OPEC was development of an
agreed program not only to decide the level of total
production but also to allocate it among members.
Baghdad never ceased 10 press its view on the need for
individual country quotas based on criteria that take
into account oil reserves, development plans, and
historical market position. In contrast, Saudi Arabia
traditionally opposed any policy for setting national
quotas limiting oil production, especially because its
large financial surpluses would result in a much
lower quotu if revenue needs were a criterion for
allocation. The softening oil market of 1982 and the
need for stronger OPEC actions to control prices led
1o eventual aduption of this idea.

Iraq has always tended 1o he lumped in with so-
called OPEC hawks, especially on wil pricing issues.
There were clear signs of lragi delight over the 1973-
74 price increases, particularly since Baghdad was
about 10 embark on a very large praduction expan-
sion program. In the latter part of 1976, in a firm oil
market, Irag was agamn clearly on the side of the
hawks calling for annual price increases of 15 per-
cent, and for 26 percent by the end of the year. At the
same time, the Iragis have been flexible in their own
pricing policies and responsive to demand pressures.
If this meant cutting their price, then prices were cut
as exemplified in mid-1974 and carly 1975. In fac1,
Iraq consistently was accused by OPEC members of
secretly discounting prices, an accusation vehemently
denied by the Iragis. In general, during OPEC's first
18 years, Baghdad was always aforce to contend with
but had little weight in OPEC and few allies.

In recent years, Iraq has been the only OPEC mentber
1o significantly expand its export capacity—albeit
Jfrom an artifically low base—and has been one of the
main violators of assigned quotas. Riyadh's recent
drive to expand exports has put Iraq in the same
camp as Saudi Arabia, however, and both are draw-
ing criticism from lran, Libya, and others for spur-

7ing the decline in oil pn‘ces.l:]

reserves, past production Jev:
needs

;kv: expect Iraq to offer oil on competitive terms in
the form of barter, countertrade, and netback pricin
arrangements, or simply with straight discounts.

ana-
tion by its competitors within OPEC, cutting into

Iraqi sales gains. Even the Saudis may cventually opt
to rein in Iraqi cxports. Iran obviously has a keen

interest in preventing any Iraqi gains in market share
and Tehran has threatened to match Iraqi gains on a

two-for-one basis—especially in the Japanese market,
Tehrar's largest customer.
The additional oil supplies from Irag and Iran will

add to downward pressures on oil prices—in the
absence of further Gulf disruptions. Even if Baghdad
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is successful in raising export volumes to 2 million b/d
once the Turkish pipzline upgrade is completed, it
would still need to keep its annual average price at
about $18 per barrel just to hold il earnings steady.
This may be tough to achieve if the market remains
weak, as many forccasters are predicting for the next
several years.

In ttying to maximize exports through its new pipe-
lines, Baghdad is likely to aggravate already tender
relations with OPEC and other Gulf producers. Bagh-
dad’s relations with Riyadh could become more
strained if Riyadh denies the Iraqis permission to rush
construction of Phase II of the Iraqi-Saudi pipeline.
Iraq's relations with both Kuwait and Saudi Arabia
will also be further tested if the Kuwaiti and Saudi
crude production from the Neutral Zone exported on
Baghdad’s behalf for war relief funds stops while the
fighting continues.

2}

Baghdad needs 1o maintain good relations with Ri-
yadh because the Saudis control Iraqi access to the
Red Sea, which eventually will account for more than
50 percent of Iraq's export capacity. Without Saudi
accommodation to Iragi goals, the major portion of
Iraq’s rebuilding program could be lost. The Saudis,
in turn, have a high stake in Iraq’s efforts to hold off
the spread of Tchran’s Islamic fundementalism and
are likely to be accommodating to Baghdad's finan-
cial needs.

Pressures from friends and foes notwithstanding,
Baghdad is likely to press ahcad with its export
expansion and Irag will remain a strong market for oil
equipment and services throughout the rest of the
decadel:l Although the Iraqis are interested in
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the technical expertise of US companics-—especially
the exploration and scismic reevaluation capabili-
tics—high project financing costs put US firms at a
disadvantage. This is especially true in arcas such as
drilling and construction, where foreign financing
costs are one-third to one-fourth of US financing
costs, primarily because the United States dogs not
subsidize its overseas oil programs. In addition, prob-
lems posed by Arab boycott rules may prevent US
company participation in some oil development pro-
jects, just as they prevented several US companics
from taking part in the 1985 Baghdad Trade Fair. As
a result, we expect the role of US companics to be
limited to a few projects with small project staff's of
US personnel. US oilfield supply and scrvice compa-
nics will continue to face strong and cffcctive competi-
tion from European businesses for fraqi contracts.

The Sovicts and the East Europeans arc likely to see
their role in Iraq’s oil industry crode over the next few
years. We believe Baghdad will provide greater access
to Western oil companies—limited since nationaliza-
tion in 1975 to providing technical supporti—in the
hope of obtaining rescheduled financing arrange-
ments, buyers for its crude, and Western expertise. In
our view, shortcomings in Soviet equipment and a lack
of Soviet experience in enhanced recovery at ficlds
typical of those in Iraq will lead the Iragis to increas-
ingly turn to Western petroleum cngineering compa-
nies capable of providing such expertise.

We would expect any regime in Baghdad to push the
oil export system rebuilding effort as long as lIraq is
engaged in war with Iran. If the present regime were
replaced by one willing to seek accommeodation with
Tehran, however, Baghdad might shift to a less
confrontational policy. Such a strategy could entail
coaperation in supporting oil prices by restraining
production, perhaps even dropping plans for further
export expansion. A new regime influenced by Tehran
also might be inclined to impose stronger austerity
measures to live within the limits of a scaled-back
export program and to reverse the trend toward

greater Western participation in oil projects. I:I




