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 Debating the performance of the service contracts and viability of production sharing contracts as alternative seems to reenergizes lately among Iraqi professionals; this is prompted by few reports in international media sources coupled with reported domestic hints and a complete silence of the Ministry of Oil. 
Personally, I received requests from Iraqi parliamentarians, from members of local councils/governments in significant oil producing provinces, and from professional colleagues. These requests focused on three main issues: 
1- The performance of the Long Term Service Contracts-LTSC concluded by the federal Ministry of Oil-MoO; The incurred cost of upstream development under these LTSC;
2-  The comparison of “service cost” under these LTSC against the corresponding cost under Production Sharing Contracts-PSCs;
3- The Constitutionality and legality of both modalities: LTSC and PSCs.

The purpose of this intervention is to address the above issues, which I have shared already with the requesting colleagues. Also, I had, in many previous occasions, dealt at length with matters pertaining to these issues. Thus, I will attempt here to provide an update and further insights.[footnoteRef:1]      [1:  Interested readers can access, free-of-charge, my previous writings on these issues posted on Iraq Business News-IBN website at:   http://www.iraq-businessnews.com/category/oil-gas/ahmed-mousa-jiyad/    ] 


First; The performance of the Long Term Service Contracts-LTSC concluded by the federal Ministry of Oil-MoO; The incurred cost of upstream development under these LTSC
Assessing LTSCs requires estimation of the following main parameters: 
· Service/Remuneration fee payable to IOCs under these LTSCs;
· Added production in oil and gas due to these LTSCs;
· Capital cost (investment requirement) incurred so far for the development of oilfields covered by these LTSCs;

I- Service/Remuneration fee payable to IOCs under LTSCs
The contracted remuneration fees vary between currently producing oilfields that were included in bid rounds one and two in addition to Al-ahdab. Moreover, remuneration fees for the six oilfields covered by bid round one model contract are paid for the “Incremental Production”. Also, actual remuneration fee is subject to the R-factor effect that would reduce such fees to its bidding value to its 20%, 30% or 50% depending on contract specification. Finally, the actual remuneration fee could be reduced further by the corporate income tax and by the share of the “State Partner”. 
Based on the above and assuming R-factor equals to or less than (1) the remuneration fee per barrel for the 12 contracted oilfields are calculated as follows:
The Gross Simple Average is $2.51/barrel (Gross Simple Average means the arithmetic average of the remuneration fees for the 12 contracted oilfields);
The Net Simple Average is $1.23/barrel (Net Simple Average means Gross Simple Average deducted by corporate income tax and by the share of State Partners in the same oilfields. );
But since oilfields differ in their potential as measured by their negotiated plateau production it becomes imperative to use the weighted average for these oilfields. Accordingly, the following weighted averages are calculated reflecting more meaningfully the economic and financial impact of the remuneration fee:
The Gross Weighted Average is $1.88/barrel while the Net Weighted Average is $0.92/barrel then increased to $1/b (due to SP share reduction to 5% for two oilfields only during the term of the previous Oil Minister Abdul Kareem Luaibi!!).

Economically and contractually the Net Weighted Average (of $1/b) as calculated above represent the maximum remuneration fee payable for the services of the IOCs. In other words these are the maximum IOCs service-take in the concluded service contracts. 

II- Added production in oil and gas due to these LTSCs
The focus here is on the added oil production resulting from the first two bid rounds and Al-ahdab. 
Production from the southern oilfields comprises three different categories:
1- The six oilfields covered by the service contract for the first bid round (BR1)-; each of these Brownfields has its own base-line production- (BLP) subject to a natural decline of 5% per annum;
2- The five oilfields covered by the service contract for the second bid round (BR2) and the service contract for Al-ahdab (Greenfields; BR2+);
3- Oilfields managed by National Efforts (NEO).    

As a matter of fact the Service Contracts under the two bid rounds were concluded in 2009, thus BLP for BR1 oilfields was 100% and by end 2015 the remaining BLP is 70% (at absolute 5% decline per annum on the specified BLP). 
Production from NEO at end 2015 is estimated at 182kbd (minimum).
As mentioned above total production from southern oilfields at third quarter of 2015 was ca. 3.4 mbd and extrapolation of production at end 2015 is estimated at 3.8mbd. 

Based on the above, “added oil production” from both brown and green oilfields: (BR1) and (BR2+) at end 2015 is calculated as follows: 
Added Oil Production= Total production (-) the balance of BLP (-) NEO 
    			                = 2.501 mbd (end 2015)
 
III- Payments to the IOCs under LTSC
Payments to the IOCs (capital cost and remuneration fee) are determined by the Incremental Production (for BR1); by total production (for Greenfields: BR2+); by the “Cap on the Deemed Revenues”; and by the R-factor (for remuneration fee as specified in the related service contracts). Thus, “added oil production” from both brown and green oilfields (BR1) and (BR2+) are essential for estimating payments to IOCs.  

The estimation of the “added oil production” has the following implications:
1- Total capital cost for this added oil production could range between $17.5 billion and $37.5 billion (in 2011 Dollars as per EIA). 
Data collected from different sources indicates that what has been paid so far to IOCs for cost recovery is well over $26 billion excluding dues for 2015 Work Programs. 
Thus, the Ministry of Oil has to provide accurate data on actual capital cost paid already and the payable up to end 2015 to avoid the confusion caused by different statements made by different sources- informed or otherwise.; 
2- Maximum daily remuneration fee for the IOCs services (at R-factor of equal or less than one) is $2.5 million (at Net Weighted Average of $1/b); 
3- Service Fees, which includes Petroleum Costs and Remuneration Fees, are payable to the extent of (50%) of the deemed revenues of the added production (i.e., Incremental Production for BR1 and total production (for BR2). 
Any due and payable Service Fees that remain unpaid in respect of any Calendar Quarter shall be carried forward and paid in succeeding Quarter(s) until fully paid. 

There are many misconceptions, by intention or omission, circulated now-and-then regarding the above; and during the time of low oil price régime such misconceptions becomes more frequent, fallacious and erroneous. Examples of such misconceptions are IOCs take 50% of export revenues; remuneration fee is 4 dollar a barrel; Iraq spent $54 billion on the bid rounds; production cost under bid rounds is $40/barrel; etc. 

Second; The comparison of “service cost” under these LTSC against the corresponding cost under Production Sharing Contracts-PSCs;
The comparison between different contracting modalities depends largely on the contractual terms and conditions of these contracting instruments. Different models and methods, with varying complexity, data requirements, elaborated cash-flow analysis, cost etc, were used to undertake such comparison. IOCs and international consulting firms usually use the most sophisticated, costly models and have their highly specialized human resources.  

But for our purpose the comparison between LTSC of the Federal Ministry of Oil and any PSC is based on the Net IOCs-take under both types of contracts by using two parameters:
· What the IOCs-take for their involvement under the LTSC and PSC;
· The magnitude of such IOCs-take in the generated revenues due to their involvement.    

The Net IOCs-take under LTSC of the Federal Ministry of Oil is determined, as calculated above, by the Net Weighted Average at a maximum of $1/b of added production. This maximum fee is “Constant” in its monetary value and, thus, “varies” relative to oil prices (or revenues at a given export level): decreases at higher oil price and increases at lower oil prices. 

The corresponding parameter under the PSCs is the Net IOC-take from “Profit Oil”.
If one takes the general model of the PSCs concluded by the KRG the Net IOC-take is calculated at 11.016% of the Profit Oil. Thus, in a “Relative” terms the Net IOC-take from “Profit Oil” remains Constant at 11.016%  of the Profit Oil; in a monetary value it “varies” relative to oil prices (or revenues at a given export level): increases at higher oil price and decreases at lower oil prices.

The Following chart 1 represent a comparison between what the IOCs-take in dollars per barrel from LTSCs (MoO) and PSCs (KRG) at different oil price levels. The chart provides three obvious conclusions: 
First, IOCs-take is much more under the PSCs than under LTSCs; 
Second, the IOCs take increases when oil price increases;
Third, the differential of the IOCs-take, under the PSCs over LTSCs, increases as oil price increases.

Chart 1: IOCs-take in dollars per barrel from LTSCs (MoO) and PSCs (KRG) IOCs-take in dollars per barrel from LTSCs (MoO) and PSCs (KRG) ($/b)




If we look to the issue from “relative” terms the following Chart 2 shows the following:
First, IOCs-take under KRG’PSCs is constant at 11.016% regardless of oil price;
Second, IOCs-take under LTSCs declines relative to oil price meaning 5% of oil price (or revenues) goes to the IOCs at $20/barrel and 0.83% at $120/barrel;
Third; IOCs-take under KRG’PSCs is always much higher than under the LTSC.  

Chart 2: IOCs-take Relative to Oil Price (%OP) Under KRG’PSCs and MoO’ LTSCs



The above two charts clearly indicates that 11.016% of the economic rent associated with higher oil price goes to IOCs under the PSCs while “all” the economic rent associated with higher oil price goes to the “Iraqi people” under the LTSCs.

Historically, the duration of high oil price periods are much longer than low price periods; and the general trend is, therefore, upwards. Hence, with contract duration of more than 20 years the superiority LTSC (of the MoO) is much more than PSCs (of KRG) in terms of much lower Net IOCs-take for their involvement in the development of upstream petroleum.  

Third; The Constitutionality and Legality of Production Sharing Contracts-PSCs.    
PSCs contravene the Iraqi Constitution in at least two major provisions; they violate the principle of  “Collective Ownership” enshrined in Article 111, which asserts “Oil and gas are owned by all the people of Iraq in all the regions and governorates”; and the principle of achieving “the highest benefit to the Iraqi people” enshrined in Article 112-second.

Briefly, PSCs violation of Article 111 can be manifested by known practices and concepts pertaining to “book reserves”, “reserve-based lending”, “mercantile title” and many  international arbitration cases. The clear implication is that IOCs, under PSCs, have or construed to have “ownership claim” over the petroleum “reserves” of the related PSC.  
As for the violation of Article 112-second it is mainly of comparative nature between PSCs and other contracting modalities, such as the Long Term Service Contacts-LTSCs concluded by the Federal Ministry of Oil.  

Most consulted and available professional sources and material indicate that LTSCs serve better “the highest benefit to the Iraqi people” than PSCs. 

Concluding Remarks 
There is an orchestrated campaign against LTSC by deliberately inflating the capital cost components, highlighting serious misconceptions and calling for their revision or converting to PSC!!!

The Ministry of Oil has to be transparent by providing full, accurate and updated official data pertaining to its LTSCs; the Ministry should also be more responsive to inaccurate and fallacious statements in this regards; the Ministry should be open by posting all necessary information on its website; finally, the Ministry should be truthful on the conversion to PSCs rumors.   
For those who call for converting these service contracts into production sharing contracts-they should compare the above mentioned weighted averages with the IOCs-take in the “profit oil” under any PSCs such as those concluded by KRG.  They will soon realize how superior are the Iraqi service contracts and how these service contracts serve best the highest interest of the Iraqi people as enshrined in the Constitution. Moreover, PSC violates the collective ownership of petroleum resources and, thus, they are unconstitutional. 
The Iraqi government and the Ministry of Oil should not even think of any conversion to PSC option as such conversion will be disastrous for Iraq, worsen its financial crisis, disrupt the development of upstream petroleum and unconstitutional.  
Norway.
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